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Abstract

The Governance of Offshore Firms:
Implications for Financial Reporting and Firm Value

TieMei (Sarah) Li, Ph.D.
Concordia University, 2009

This study explores the quality of financial reporting, which is measured by
earnings management, and the valuation of firms that operate in offshore financial
centers (OFCs). First, I investigate whether offshore firms eﬁgage in more earnings
management than non-offshore firms, and how the use of OFCs facilitates earnings
management. Second, through an event study and other valuation methodologies, I
analyze the short- and long-run value implications for firms that have transferred to,
or set up affiliates or registered in OFCs. On the one hand, from an investor’s
perspective, an offshore firm can garner tax avoidance or deferral benefits, thus
increasing its value. On the other hand, many OFCs have relatively loose legal
| regimes, flexible regulations, secrecy policies and the tolerant of economic crimes
(Masciandaro (2006)). Under these conditions, investors may face increased risks of
poor corporate governance and managerial expropriation of resources, which
undermine a firm’s value.

Using a large sample of 10,553 offshore firm-year observations in 21 OFCs from
1998 to 2007, compared to a non-offshore sample with 30,621 firm-year observations
in 37 countries and jurisdictions, I find that offshore firms engage in more earnings
management than non-offshore firms, with OFCs facilitating both accruals and real
earnings management. Moreover, offshore firms are more likely to have higher value
than non-offshore firms largely because of their tax benefits. However, the valuation

gap between offshore and non-offshore firms has decreased significantly after a series

ii



of scandals involving OFCs, such as Enron and Parmalat, which have occurred since
2001, indicating that investors of offshore firms pay more attention to governance
mechanisms instead of the tax avoidance benefits.
In addition, I document that an increase in offshore characteristics, which are
“measured by the Offshore Attitude Indexes, translates into offshore firms being more
likely engage in accruals management rather than real earnings activities. In contrast,
firm value is more likely to decrease. Finally, my analysis provides evidence that the
enactment of the Sarbanes-Oxley Act (SOX5 has significantly reduced accruals
management and firm value of offshore firms that are listed or cross-listed in the U.S.
stock markets.
This study extends prior research on international financial reporting and firm
value into new territory and provides novel insights into the interface between a firm’s

legal regime, its governance structures and its value and financial reporting quality.

Key Words: Offshore Financial Centers, Offshore Firms, Earnings Management, Firm

Value, International Corporate Governance, Tax Avoidance, Legal Regimes.
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Chapter 1 — Introduction

This thesis explores if firms’ reliance on Offshore Financial Centers (OFCs)!
affects their firm value and the quality of financial reporting. With the globalization of
capital and product markets, there is a growing trend by many organizations, financial
as well as non-financial, to conduct financial and commercial operations through
Offshore Financial Centers. Many companies are directly registering in OFCs such as
Bermuda, the British Virgin Islands (BVI) and the Cayman Islands, while others are
transferring their headquarters there, and multinationals are increasingly setting up
affiliates in OFCs. For example, the British Virgin Islands is the home to about
700,000 offshore companies. > According to the Organization for Economic
Co-operation and Development (OECD), by 2006, offshore holdings managed five to
seven trillion U.S. dollars, which is five times the amount of two decades ago,
representing six to eight percent of worldwide wealth under management. Further, one
of OFCs, the Cayman Islands, a group of small islands in the Caribbean, is the world’s
fifth-largest banking centre, managing 1.4 trillion U.S dollars in assets.

This trend of firms’ migrating to, or registering or setting up affiliates in OFCs
may be caused by their desire to avoid tax and reduce litigation risks, since most
OFCs have zero or low taxation, loose legal regimes, flexible regulations and

confidentiality policies (Masciandaro (2006), IMF surveys).> Furthermore, the legal

! Although there is no “precise” definition of OFCs, I follow the definition of International Monetary Fund
(IMF)of OFCs as:
1) Jurisdictions that have relatively large numbers of financial institutions engaged primarily in
business with non-residents; and
2) Their financial systems with external assets and liabilities out of proportion to domestic financial
intermediation designed to finance domestic economies; and
3) More popularly, centers which provide some or all of the following services: low or zero taxation; moderate or
light financial regulation; banking secrecy and anonymity.”
http://www.internationalmonetaryfund.com
% The Economist February 22, 2007 Survey.
* The institutional background of OFCs is described in Chapter 2.



structure of a firm which is registered or has affiliates in OFCs is a multi-tiered
configuration encompassing its country of listing, its country or jurisdiction of
incorporation, and the countries in which it conducts business or financial affairs.
Offshore firms® can use this multi-tiered legal structure to change their corporate
governance mechanisms.

However, the unique institutional environment of OFCs, combined with the
complex multi-tiered legal structure of offshore firms may reduce the quality of
financial reporting and firm value of offshore firms. Firstly, operating under the looser
legal regimes of OFCs and their flexible regulations which lead to poor investor
protection, firms are more likely to manage their earnings (Leuz, Nanda and Wysocki
(2003)), even U.S. firms that have affiliates in OFCs (Type II offshore firms). In
addition, although offshore firms enjoy tax avoidance or deferral benefits which
supposedly transfer value to sharcholders, their poor investor protection may to some
extent offset their tax benefits, especially after the series of financial scandals related
with OFCs that have occurred since 2001. These scandals, involving firms such as
Enron and Parmalat, reveal that offshore affiliates or subsidiaries can be used to
manipulate earnings and expropriate public shareholders’ wealth. For example,
Enron’s more than 700 affiliates in the Cayman Islands allowed its management not
only to minimize taxes but also to inflate eamings. Enron moved its debts to offshore
partnerships to keep them off its balance sheet. In addition, Enron’s opaque financial
information about hundreds of its offshore affiliates allowed it to artificially inflate its
profits, mostly through related party transactions, substantially increasing the firm’s

stock market value, while its insiders exercised their options, reaping gains of

* In this thesis I define two types of offshore firms. Type 1 offshore firms are firms that are registered in OFCs,
while Type 1l offshore firms are firms that have affiliates in an OFC or OFCs.



hundreds of millions of dollars.’

Secondly, using accruals management along with tax sheltering, managers can
significantly increase after tax earnings and in turn increase their bonuses several
times compared to only using tax sheltering, where the tax costs are quite small
(Desai and Dharmapala (2009a)). Thus, managers of offshore firms might have high
incentives to manage their earnings based on tax avoidance. Finally, the secrecy
policies of most OFCs largely increase the offshore firms’ information asymmetry
between shareholders and managers of offshore firms, making it easier and> less risky
for managers to manage eamings (Bhattacharya et al. (2003)). The increased
information asymmetry may also negatively affect offshore firms’ value (e.g. Kasznik
and Lev (1995), and Frankel, McNichols, and Wilson (1995)).

Anecdotally, the opaque and poor financial reporting of many offshore firms has
enabled them to evade paying taxes and to loot money from investors. In May 2009,
the White House responded with a plan to reform regulations in order to curb tax
evasion and eliminate loopholes for the “disappearing” offshore affiliates of U.S.
firms. In addition, on April 2 of 2009, G20 countries issued a declaration to increase
global cooperation in attacking tax evasion and assets loss. Thus, the issues
concerning offshore firms, specifically the quality of accounting information and firm
value are important and fundamental for academia, practitioners and regulators.

However, in terms of offshore firms, there is little relevant literature (e.g.
Altshuler and Grubert (2003), and Desai, Foley and Hines (2002)). Even in the limited
number of published academic studies on offshore firms, researchers have mainly
concentrated on the tax evasion function. Accordingly, this thesis addresses three

perspectives to bridge the gaps in the understanding of offshore firms. Firstly, 1

® Data source: http://www.sec.gov/news/



investigate the specific characteristics of OFCs and qualitatively analyze their impact
on offshore firms. The second perspective is whether or not the ease of engaging in
earnings management underlies firms operating in OFCs (incorporation, subsidiaries
or affiliates), and how offshore firms manage their earnings. The third perspective
relates to the value implications on the reliance on OFCs by a firm. In other words,
what 1s the market reaction to a firm’s announcement of its transfer to or setting up an
affiliate in an OFC after 2002 since a series of financial scandals involving OFCs
have occurred? Are offshore firms worth more than non-offshore firms in the long-run
if market participants consider the influence of the characteristics of OFCs, along with
offshore firms’ complex legal structures rather than only the tax benefits, especially
after the financial scandals that occurred at Enron and Parmalat? And how has SOX
aﬂected offshore firm value and their quality of financial reporting?

Figure 1 shows the research framework of .my dissertation. To explore these three
perspectives, I first analyze the features of OFCs and then define and identify offshore
firms. Within an intemnational context, my thesis focuses on listed firms that register
their headquarters or affiliates in twenty one OFCs, such as the Bahamas, Bermuda,
the British Virgin Islands, the Cayman Islands, and Panama. In addition, offshore
firms with affiliates (instead of headquarters) in OFCs are limited to the U.S. and the
U.K. firms that are listed on the U.S. stock markets (such as NASDAQ, the New York
Stock Exchanges) and the London Stock Exchanges since many large multinational
firms emanate from the U.S. and the UK.°

After 1 obtain an offshore and non-offshore sample, I compare the quality of
financial reporting between offshore and non-offshore firms. Specifically, I focus on

whether the ease of earnings management is related to offshore firms and expect that

 IMF 2000 survey “Offshore Financial Centers: IMF Background Paper”. IMF website:
http://www.internationalmonetaryfund.com




there is a positive relationship between the two. Besides exploring the quality of
financial reporting of offshore firms, a novel feature of this study is to thoroughly
investigate how offshore firms manage their earnings. Current literature
(Roychowdhury (2006), Graham, Harvey and Rajgopal (2005)) illustrates that not
only accruals but also real earnings activities distort the quality of financial reporting.
Therefore, 1 examine both accruals and real earnings activities of offshore firms,
predicting that as an OFC exhibits more OFC characteristics, measured by the
Offshore Attitude Indexes,’ its firms ma;y prefer accruals management rather than real
earnings activities. Because offshore firms in OFCs with high Offshore Attitude
Indexes can easily avoid or evade the scrutiny of regulators and external auditors,
their litigation costs of earnings management are relatively small. Another reason may
be any upward earnings management is unlikely to be subjected to a tax burden.
Through an event study and other valuation testing methodologies, I examine the
value implications for firms’ transferring to or setting up affiliates in OFCs. In my
long-run analysis, I estimate primary regressions in which Tobin’s Q (Q) and industry
adjusted Tobin’s Q (IAQ) are proxies for firm value. Offshore firms can gamer some
tax benefits for their investors, but because of the specific characteristics of most
OFCs (Masciandaro (2006)), such as loose legal regimes, flexible regulations and
secrecy policies, investors may face the increased risks of poor corporate governance
and the expropriation of resources by insiders (managers or controlling shareholders).
Enron and Parmalat, which used offshore affiliates to expropriate public shareholders
wealth, are good examples of such potential problems. After the series of scandals

since 2001 that subsequently led to the enactment of SOX, I predict that in the

7 The Offshore Attitude Indexes (OFCINDEX) is a comprehensive code of tax havens, the legal regimes, potential
national benefits, political stability, and economic crime pollution for OFCs (Masciandaro’s (2006)). With higher
Offshore Attitude Indexes indicates that in an OFC there are zero or low taxation, looser legal regime, flexible
regulations, unstable policies and more economic crimes.



short-run the markets do not react positively if a firm announces its transfer to or
setting up an affiliate in an OFC. In the long-run, offshore firms may be worth more
than non-offshore firms because of the tax avoidance benefits. However, the valuation
gap is more likely to narrow after the series of financial scandals that have occurred
since 2001.

The series of financial scandals both in the U.S. (e.g., Enron) and abroad (e.g.,
Parmalat) spurred the SEC exerting SOX in 2002 to enhance firms’ corporate
governance and financial reporting quality. The changes mandated by SOX are broad
and deep because many countries also strengthened their regulations following the
U.S. Nevertheless, it is unclear whether the enforcement of SOX also impacts on
offshore firms, such as on their financial reporting quality and valuation. My sample
period is from 1998 to 2007. The large sample, drawn over a long time period, allows
me to compare the earnings management and firm value of offshore firms that are

listed or cross-listed in the U.S. stock markets for pre- and post- SOX periods.
[INSERT FIGURE 1 HERE]

Consistent with prior studies (Leué, Nanda and Wysocki (2003), Zang (2007),
Cohen, Dey and Lys (2008), Desai and Darmapala (2009a)), I find that offshore firms
are more likely to engage in eamings management than non-offshore firms in both
accruals and real earnings management, providing evidence for my argument that
offshore firms (including Type I and Type II offshore firms) take advantage of OFCs
in managing earnings. The results hold after controlling for self-selection bias and
other variables related to the proxies of earnings management. In addition, I split the
offshore sample into Type I and Type II offshore firm sub-samples, and then compare

the proxies of accruals and real earnings management of Type I and Type II offshore



firms to non-offshore firms, respectively. Results are further supported by the tests
using the sub-samples.

According to the results of event study, market investors in the short-run do not
have significantly positive reactions to an announcement that a firm is going to merge
a company in or migrate to an OFC after 2002, most likely because investors not only
look at tax benefits but are also concerned about other perspectives related with a firm
being offshore. In the long-run, offshore firms (including Type I and Type II offshore
ﬁ-rms) have higher value than non-offshore firms. However, this valuation gap
between offshore and non-offshore firms significantly decreased after the series of
financial scandals have occurred since 2001. Furthermore, results are interesting when
I separate the full offshore sample to sub-samples of Type 1 and Type II offshore
firms and compare the value of Type I and Typé 11 offshore firms to that of
non-offshore firms, respectively. Results show that the value of Type I offshore firms
(which are registered in OFCs) are significantly less than those of non-offshore firms
but the value of Type II offshore firms (which set up affiliates in OFCs but are
registered in the U.S and the U.K) are significantly higher than those of non-offshore
firms. But after 2002, the valuation gap between Type II and non-offshore firms has
significantly decreased. Thus, the evidence indicates that although corporate tax
shelters should supposedly increase firm value, investors also consider investor
protection related to the original institutional environment of firms (LaPorta et al.
(2002), and Shleifer and Wolfenzon (2002)). The tax benefits of Type I offshore firms
are offset by the high risks of poor corporate governance and the expropriation of
resources by insiders because Type I offshore firms have relatively higher Offshore
Attitude Indexes that reflect loose legal regimes, flexible regulations, more economic

crimes and secrecy policies of OFCs than those of Type I offshore firms. Thus,



although Type I offshore firms have lower average corporate tax rates than Type II
offshore firms, the tax gamnered is significantly offset by their poor corporate
governance and the risks of insider expropriation. However, this is not the whole story.
The series of financial scandals that have occurred since 2001 seems to have led
investors to reevaluate the complex corporate structures of offshore firms, especially
Type 1I offshore firms, rather than just considering the legal origins of these
companies, leading to a significant narrowing of the valuation gaps between offshore
and non-offshore firms. After examining the self-selection bias and controlling for
other variables related to firm value, results still hold.

Moreover, offshore firms in OFCs with higher Offshore Attitude Indexes are
more likely to manage their earnings by accruals rather than real activities, and their
firm value is lower than offshore firms in OFCs with lower Offshore Attitude Indexes
as well. Finally, results suggest that after the enactment of SOX, accruals management
by offshore firms that are listed or cross-listed in the U.S. stock markets has markedly
declined, while these firms have not seemed to increase significantly their real
earnings activities except for production costs. In terms of firm value, SOX also
significantly decreases the value of offshore firms that are listed or cross-listed in the
U.S. stock markets.

This study contributes to the current literature in two main dimensions: financial
reporting quality and firm value related to corporate governance. In terms of the first
dimension, it broadens the earnings management literature to a new type of firm,
firms that operate through the OFCs. Offshore firms have no or less physical assets in
the OFCs where they are registered or set up affiliates,® and operate their business

globally, while they hire expertise around the world to provide them with professional

8 For example, “{i]n the Cayman Islands, one address alone houses 18,857 corporations, very few of which have a
physical presence in the islands™ (http:// www.whitehouse.gov/ )




services. However, the fundamental accounting issue - the quality of financial
reporting - in this new type of firm has not been explored by prior studies. Although
Desai and Dharmapala (2009a) examine the relationship between earnings
management and corporate tax shelters, the study only examines Type II offshore
firms (U.S. firms with affiliates in OFCs) while it does not explore Type 1 offshore
firms (firms with headquarters in OFCs). Using a sample that is composed of Type I
and Type II offshore firms, I extend and complement their study by testing the
relationship between the ease of earnings management and all types of offshore firms.

Recently, researchers have begun to analyze real earnings management
(Roycﬁowdhury (2006)) and factors that make managers choose different alternatives
(accruals or real earnings activities) to manage earnings (Zang (2007), Cohen, Dey
and Lys (2008)). This study contributes to this emerging literature by testing earnings
management alternatives of a type of firm with a different legal structure and
oversight, the offshore firm. In addition, prior studies focus on U.S. firms’ alternatives
of earnings management. This study explores how management chooses different
alternatives to manage their earnings using offshore financial centers where the
institutional environments are quite different from that found in the U.S.

In addition, the study also makes a novel contribution to the research on
international financial reporting. LaPorta et al. ((1998) and (2000)) document
significant cross-country differences in legal institutions and investor protection and
discuss the potential implications from these differences. One implication is the
differential quality of financial reporting across firms from various countries (e.g.
Leuz, Nanda and Wysocki (2003), Francis and kWang (2008)). However, OFCs allow
offshore firms to shift or modify their underlying legal structures beyond the bounds

of one country’s legal regime and regulations, probably leading managers to be more



aggressive. For instance, my results show that U.S. firms with affiliates in OFCs are
more likely to engage in earnings management than non-offshore firms (including U.S.
firms without affiliates in OFCs), although those U.S. Type II offshore firms are also
subject to the U.S. regulations and presumably investors are well protected. This
study goes beyond the simple one-country mappings which are used in most prior
accounting research by investigating the quality of financial reporting of offshore
~ firms underlying the multi-tiered legal structures in an international setting.

Concerning the literature of firm value, this stu-dy, using an international sample,
provides the first evidence about the market reaction to a firm migrating to or setting
up affiliates in OFCs after 2002, the year SOX was enacted. Investigating the
“corporate inversion” ? of U.S. firms, Desai and Hines (2002) demonstrate that
market participants expected a company’s foreign inversion to be accompanied by a
reduction benefit in tax liabilities on U.S. source income before 2002. Except for a
few prior studies investigating “corporate inversion” before 2002 (Desai and Hines
(2002) and Cantley (2003)), however, there still are no studies examining investor
reaction to a firm transferring to or setting up affiliates in an OFC after 2002 based on
legal institutions, firm-level governance structures and tax benefits.

Second, this study provides supplemental analysis of international corporate
governance. Beginning with LaPorta et al. (1998), many papers discuss the impact of
country characteristics, such as investor protection and economic development, on
firms’ corporate governance practices (Doidge, Karolyi and Stulz (2007)). In contrast,
the evidence from Dumnev and Kim (2005) is different. Using international firm-level
governance and transparency data released by Credit Lyonnais Securities Asia (CLSA)

and Standard & Poor’s, they argue that firms with better governance have higher

o By “inverting”, an affiliate of the firm in an OFC becomes the parent company and the U.S. parent company
becomes the affiliate.



value. They also question the function of legal jurisdictions in defining corporate
governance behaviors as increasing globalization has made national boundaries less
important. Offshore firms which are registered in or set up affiliates in OFCs operate
their businesses in different countries, some of which have stricter legal regimes for
investor protection while others are more lax. The analysis of how corporate
governance structures of offshore firms affects firm value yields deeper insights into
the study of international corporate governance.

Third, in terms of offshore firm value over the long term, to the best of my
knowledge there is no paper investigating the V.alue of offshore firms (including Type
I and Type II offshore firms) internationally. Desai and Dharmapala (2009b) test the
association between corporate tax avoidance (“book-tax” gaps) and firm value of U.S.
firms (a part of Type II offshore firms).! However, they do not explore the value of
offshore firms including Type I and Type II offshore firms, not only regarding tax
avoidance benefits but also from other perspectives such as the legal structures of
offshore firms and the regulations of OFCs. In addition, Daines (2001) provides
evidence that Delaware corporate law'' improves firm value. Although Delaware
corporate law is to some extent similar to OFC regulations since both are quickly
updated to respond to firms’ changing needs, the strictness of regulations may be
different between Delaware and OFCs according to Masciandaro (2006). In addition,
OFCs have other differences compared to Delaware, such as lower or zero tax
burdens and their sécrecy policies. Thus, this study takes a different tack to analyze

the long-run valuation of offshore firms in an international setting.

10 In this study I define Type I1 offshore firms as firms that set up affiliates in OFCs but their headquarters are in
other non-offshore countries, such as the U.S. and the UK.

"' Delaware has attractive rules and court precedents for public firms, because it is the only state in the U.S. with a
specialized Chancery Court for resolving corporate law disputes and its rules are quickly updated to respond to
needs of companies (Daines (2001)).



Fourth, this study to some extent explores the value implications for a new type
of firm — the offshore firm. By thoroughly investigating the short- and long-run value
of offshore firms, the results reveal factors related with country-level and firm-level
governance that have a profound impact on the value of offshore firms.

Finally, using offshore firms which are listed or cross-listed in the U.S. stock
markets, my dissertation also contributes to the literature concerning the impact of
SOX by focusing on how SOX has influenced earnings management and on firm
value of offsho;e firms.

From a practical aspect, this research broadens our understanding of offshore
firms beyond tax avoidance and provides insights into their financial reporting quality
and firm value that may be useful for international organizations like the OECD and
the IMF. In addition, it gives useful information to stock market regulators and
supervisors of OFCs by examining the market reaction of firms’ transferring to or
registering their affiliates in OFCs. Finally, the results of this study are a meaningful
guide for market participants investing in offshore firms.

The rest of this thesis is organized as follows. Chapter 2 investigates the
background of OFCs, defines offshore firms in this research and provides anecdotal
cases involving OFCs. In Chapter 3, I review prior literature about OFCs and develop
hypotheses, while I present the data and samples, and research methodology used in
this study in Chapter 4. The empirical results of financial reporting quality and firm
value of offshore firms are shown in Chapter 5. By analyzing thoroughly my results,
in Chapter 6, 1 discuss their implications for academia, regulators, governments,

auditors and other market participants. Finally, the thesis is concluded by Chapter 7.
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Chapter 2-Institutional Background

2.1 General Perspectives of OFCs

Although there is not a “precise” definition of an OFC, it can be broadly defined
as any financial center where offshore finance takes place. Offshore finance is, at its
simplest, financial services that are provided by banks and other agents to
non-residents.- The primary role of the financial service providers is borrowing and
lending money to non-residents. This can take the form of lending to corporations and
other financial institutions, funded by liabilities to the lending bank elsewhere, or to
market participants. Such off-balance sheet, or fiduciary, activity is not generally
reported in financial statements or other disclosure formats. Furthermore, most funds
are believed to be held in OFCs by mutual funds and trusts. In addition to finance
activities, other services provided by offshore centers include insurance and tax

planning.

The IMF defines OFCs as:
“1) Jurisdictions that have relatively large numbers of financial institutions engaged
primarily in business with non-residents;
2) Their financial systems with external assets and liabilities out of proportion to
domestic financial intermediation designed to finance domestic economies; and
3) More popularly, centers which provide some or all of the following services: low or

zero taxation; moderate or light financial regulation; banking secrecy and

anonymity.”'?

In terms of academic definition, Zorome (2007) states that “an OFC is a country

2 IMF website: http://www.internationalmonetaryfund.com




or jurisdiction that provides financial services to nonresidents on a scale that is
incommensurate with the size and the financing of its domestic economy”. Errico and
Musalem (1999) and Park (1994) posit that an OFC provides a low-or zero-taxation
scheme while Hampton and Christensen (2002) use the terms tax haven and OFC
interchangeably in their survey of OFC activity. Also, Coates and Rafferty (2006) and
Masciandaro (2006) use the same definitions in their studies. In this thesis, I choose to
define OFCs using the definition of an OFC in IMF surveys. In an OFC, there are
relatively large numbers of financial institutions engaged primarily in business with
non-residents, low or zero taxation, loose regulations and secrecy of banking and
company information.

More than forty OFCs can be found around the world (Figure 2) " but their
development has not been consistent. Some of them, such as Ireland and Hong Kong,
have well-developed financial markets and modern infrastructure that add significant
amounts of value to the investments of non-residents, while others are in developing

economics, such as the Cayman Islands.
[INSERT FIGURE 2 HERE]

Business in OFCs is booming. From 1982 to 2003 the economies of OFCs grew at
an annual average rate of 2.8% per capita, more than twice the average world rate of
1.2%. Some OFCs have become the richest jurisdictions in the world. In 2008, for
example, Luxemburg and Bermuda were the first and second richest countries in the
world with» a GDP per capita of about $85,000 U.S. and $70,000 U.S. respectively,
compared with $48,000 U.S. for the United States. Moreover, the citizens of Cayman

Islands are richer than most people living in Europe, Canada and Japan (See Figure

3 Data source: IMF surveys and Financial Stability Forum (2000)



3)."* This is encouraging other countries to actively foster offshore business as a
development tool, such as in Dubai and Cape Verde.’ Therefore, OFCs as a
jurisdictional group have been developing rapidly and can no longer be ignored in the

global economy.

[INSERT FIGURE 3 HERE]

2.2 Specific Features of OFCs
2.2.1 The Taxation of OFCs

Tax avoidance is by far the most attractive characteristic of OFC’s as many OFCs
originally were important in the financial world because they created structures that
helped to minimize tax. As a result, firms registered in OFCs can greatly reduce their
tax burden. For example, from 1996 to 2000, Enron only paid $17 million in taxes on
its $2 billion of earnings through its 692 affiliates incorporated in the Cayman Islands
and about 200 other offshore affiliates in other OFCs around the world
(Brittain-Catlin (2005)).

Recently, however, steps have been taken to reduce the opportunities for tax
evasion provided by OFCs. In 2000, the OECD identified over thirty countries or
jurisdictions that were engaging in harmful tax evasion practices. Countries on the list
were given deadlines to change their policies and avoid sanctions.'® In addition,
although most OFCs still charge no or a minimal amount of tax, the increasing
sophistication of onshore tax codes has meant that tax avoidance has played a less

significant role in the OFCs in recent years.

" The Economist Feb. 22 2007 Survey
5 IMF 2008 Surveys of Offshore Financial Centers
18 Source: hitp// www.oecd.org/dataoecd/9/61/2090192.pdf.



2.2.2 The Loose Regulations of OFCs

Most OFCs now promote themselves as regimes with "light but effective”
regulations, and generally only seek to regulate high-risk financial business, such as
banking, insurance and mutual funds. In his book “Offshore: the dark side of the
global economy”, Brittain-Catlin describes the freedom of companies in the Cayman
Islands. Except for “an annual charge of a few hundred dollars, a company can pretty
well do what it wants, as long as it does it outside Cayman (Brittain-Catlin (2005))”.

Masciandaro (2006) argues that there are gaps between the regulations of
developed countries and those of OFCs. When designing the regulatory framework
the OFCs policymakers define the optimal degree of compliance as one that
maximizes a political cost-benefit function.!” The loose regulations of OFCs lead
some companies to pursue “regulatory arbitrage”. For example, Japanese credit card
companies can set up structured finance deais offshore that they could not do in Japan.
In this way, offshore firms can engage in very aggressive and complex trading on the
world’s markets using derivatives and other financial instrument to hedge loans, do
deals and swaps, convert currencies, buy contracts and so on.

Practically, it is well known that OFCs have loose regulations that are easy to
follow, influence and change. “Supervisors of OFCs are willing to listen and change.
They are not rigid like regulators in Japan and Korea,” says one banker at a British
firm.'®

LaPorta et al. (2000) and Nenova (2000) suggest that well-functioning legal and
jlidicial systems limit insiders’ private control benefits by making wealth
expropriation legally riskier and more expensive in an international context. A good

legal regime will prevent insiders from expropriating the benefits of outside investors.

7' The Economist Feb. 22 2007 Survey
8 The Economist February 22" 2007



In contrast, insiders’ private control is considerable in countries or jurisdictions where
the legal protection of outside investors is weak. Therefore, in most OFCs, it is easier
for insiders of an offshore firm to reduce information transparency and expropriate the
wealth of public shareholders due to the unique legal regimes and flexible regulations

of OFCs.

2.2.3 Secrecy of OFCs

Exceésive secrecy is | another characteristic feature of OFCs, particularly in
relation to both the beneficial ownership of offshore companies, and to offshore bank
accounts. In most OFCs, banks will protect the confidentiality of their customers. On
the one hand, OFCs excessively protect the secrecy of offshore firms. As a result, it is
very difficult for public shareholders to get transparent information about offshore
firms. On the other hand, OFCs do not disclose the benefits derived by the controlling
shareholders of offshore companies, especially those related to offshore bank
accounts.

Thus, “if a person wants to get information about an offshore firm or affiliate, he
can only obtain the complete name, the registration state, and file number of the firm,
in addition to the type and status of the company” (Brittain-Catlin (2005)). For
investors, it is difficult to get concrete information about offshore firms, and this
secrecy helps offshore firms and their owners to accumulate capital without any

disclosure, even for public firms.
2.2.4 The Offshore Attitude Indexes

To investigate the unique characteristics of OFCs, Masciandaro (2006) creates the
Offshore Attitude Indexes (OFCINDEX) for 222 countries and jurisdictions using two

steps. First, OFCINDEXs are based on whether a country or jurisdiction is listed by

17



the OECD as a tax haven, by the Financial Action Task Force (FATF)" asa possible
center for money laundering, or by the Financial Stability Forum (FSF)*° as non
cooperative country and territory. Second, countries and jurisdictions are coded by
their legal environment and common law, political stability, potential national benefits
and economic crime pollution. Specifically, in terms of potential national benefits,
Masciandaro (2006) argues that if a country or jurisdiction does not have natural
resources, it is more likely to be motivated to ﬁse zero or low taxation to attract
foreign investors. The range of the OFCINDEX is from 0 to 5. With a higher Offshore
Attitude Index, a country or jurisdiction has a relatively loose and flexible legal
environment, unstable politics, higher economic crime pollution and lower potential

national benefits.
2.3 The Definition of Offshore Firm

As stated above, I define an offshore firm as a company that registers in an OFC
or has affiliates that register in an OFC or OFCs. However, these firms do not conduct
substantial business in OFCs. Although there are many OFCs, some of which have
existed for many years, which include jurisdictions like Ireland, Hong Kong and
Luxembourg, others, like Bermuda, are newer. My thesis considers all OFCs listed in
the IMF surveys of OFCs. Furthermore, I classify offshore firms into two types: type I
offshore firms are registered in OFCs, so their headquarters are located in OFCs,
while type II offshore firms have affiliates in OFCs, but their headquarters are based

in other countries.

' The Financial Action Task Force (FATA) is an inter-governmental organization that seeks to develop and
promote policies at both national and international levels to combat money laundering. Resource is from
http://www.oecd.org/fatf.

® The Financial Stability Forum (FSF) promotes intemational financial stability through international cooperation
and information exchange in financial supervision and surveillance. Resource is from http://fsforum.org.
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2.4 Practical Cases

In the practical world, there are many cases of wrongdoing by offshore firms,
Enron, Tyco and Parmalat being the most famous examples.”' Enron was founded in
1985 as an interstate pipeline company created by the merger of Houston Natural Gas
and the Omaha-based InterNorth. By 1999, Enron had became one of the largest
business conglomerates in the world with annual revenue hitting $100 billion US in
2000, making it the seventh-largest company on the Fortune 500, and the sixth-largest
energy company in the world. Enron's stock price peaked at $90 US at the end of
September 2001. However, in October 2001, Enron reported a loss of $618 million -
its first quarterly loss in four years. On Dec. 2, 2001, Enron filed for bankruptcy
protection, at that time the biggest case of bankruptcy in the United States, leading to
about 5,600 Enron employees losing their jobs. By late November 2001, Enron’s
stock price had dropped to less than $1 US. The U.S. Securities and Exchange
Commission launched an investigation into Enron’s investment partnerships, which
later showed that Enron had set up more than 850 offshore affiliates in OFCs such as
the Cayman Islands since 1994. Many of its offshore partnerships were found to have
played a key role in hiding losses and concealing debt. Enron used an off-balance
sheet approach to “cook” its financial reporting.

Like Enron, Tyco used OFCs to facilitate its illegal activities. After the company
migrated to Bermuda, Tyco acquired hundreds of companies between 1996 and 2002
and created a conglomerate that made everything from fire suppression systems to
health-care products, with worldwide sales of $40 billion. However, in September
2002, an SEC investigation revealed that Tyco investors were not informed of the

$170 million in loans that were taken by its CEO, L. Dennis Kozlowski, CFO and

21" Data source of Section 2.4 is from The Wall Street Journal and the SEC website, http://www.sec.gov/news/.



chief legal officer. The loans, many of which were interest free and later written off as
benefits, were not approved by Tyco’s compensation committee. Kozlowski and Mark
Swartz, Tyco’s former CFO, filed materially false annual reports and lied to the
company’s auditor, leading to false entries to be made on the books and reports in
order to conceal and fund their secret compensation arrangements. After this scandal,
Tyco’s investors lost $2 billion U.S. As he serves up to 25 years in jail for misleading
investors and stealing money from Tyco, Kozlowski now watches the breakup of
everything he built. |
Following the example of Enron and Tyco’s example is Parmalat, a company that
before 2002 was Italy’s eighth-largest industrial empire and a leading producer of
such items as pasteurized milk, cheese, yogurt, cookies, juice and iced tea, most of
which were and are still sold under a variety of names in different countries.”
Although its headquarters is in the central Italian city of Parma, Parmalat has a
number of affiliates and subsidiaries around the world, many of which are located in
OFCs. For example, in 1999, Parmalat set up a subsidiary in the Cayman Islands
called Bonlat. However, during 2002, numerous media outlets reported on Parmalat’s
executives “cut and paste” forgeries which were combined with more traditional
forms of fraud, such as the falsifying of sales figures. For example, its Cayman
Islands subsidiary Bonlat claimed to have sold enough powdered milk in one year to
Cuba to produce 55 gallons of milk for each citizen of the small island nation. In fact,
Bonlat falsified and reported nonexistent sales and eamnings, which greatly increased
Parmalat’s profits. The ensuing scandal led the company to cut 36,000 jobs and
increased Parmalart’s debt to $1.5 billion in 2002, in addition to creating a huge loss

for its investors.

2 parmalat’s well-known brand names in North America include Archway and Mother’s cookies, Olivina
margarine, Black Diamond and Balderson’s cheeses, and Astro yogurt
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2.5 Synthesis

Offshore firms are unique in many aspects. First, most offshore firms are under
an institutional environment which is much different from other developed and
developing countries: low tax rates, excessive secrecy, loose legal regimes and
flexible regulations. However, the main businesses of these firms operate in other
countries instead of OFCs and are subject to other countries’ laws and regulations,
some of which are very strict such as those of the U.S. Except for the tax avoidance,
academic researchers do not have a clear understanding of offshore firms, such as
their corporate governance mechanisms and related firm value and financial reporting
quality. Secondly, there are important differences between the two types of offshore
firms. Different types of offshore firms are subject to different regulations, while the
strictness of regulations of different types of offshore firms varies. They also have
different reporting requirements and management incentives, and exhibit different
reporting qualities (Hope, Kang and Zang (2008)). These characteristics are intriguing

and encourage a more detailed investigation of offshore firms.
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Chapter 3 — Literature Review and Hypotheses

3.1 Prior Literature

Most prior academic papers studying offshore financial centers (OFCs) focus on
the regulations and the economic advantages and disadvantages of OFCs. Rose and
Spiegel (2007) analyze the causes and consequences of OFCs, and find that while
OFCs are likely to encourage tax avoidance in source countries, they may also have
unintended positive functions, such as providing competition for the domestic
banking sector. Hines and Dharmapala (2006) investigate 209 countries and territories
including 33 OFCs and explore the reasons why some jurisdictions become OFCs and
others do not. Their results show that small, wealthy jurisdictions with low levels of
corruption can successfully become OFCs. Masciandaro (2006) establishes a model to
test the regulations of OFCs. He observes that OFCs are often characterized by a
Common Law juristic system. He argues, however, that there are still regulation gaps
between OFCs and developed countries.

In terms of offshore firms, the relatively little prior research mainly concentrates
on the tax shield function. Altshuler and Grubert (2003) and Desai, Foley and Hines
(2003) illustrate the uses of tax havens (another name of OFCs) to facilitate the
deferral of repatriation taxes through the different ownership arrangements. Desai,
Foley and Hines (2005) argue that larger, more international firms, and those with
extensive intrafirm trade and high R&D expenses, are more likely to use a tax haven.
Desai and Dharmapala (2006a) analyze the association between tax avoidance and the
growth of high-powered incentives for managers using U.S. firms as their sample.

They posit that increases in incentive compensation are related with lower levels of
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tax sheltering and that this negative association is mainly driven by weak corporate
governance.

However, prior studies have not investigated other perspectives, such as the ease
of engaging in earnings management or the impact of a firm’s decision to set up its
affiliates in one or more OFCs or transfer its headquarters to an OFC on firm value. In
addition, previous studies of offshore firms only use U.S. data rather than expanding
the research to an international setting. Therefore, investigating the quality of
financial reporting and firm value of offshore firms are the two main objectives of my
thesis. In this chapter, I develop the hypotheses concerning offshore firms’ financial

reporting quality and firm value.
3.2 Financial Reporting Quality of Offshore Firms
3.2.1 Research Questions

One of the aims of this study is to investigate financial reporting quality which is
measured by earnings management of offshore firms. Specifically, I try to answer the
following questions.

1) Do offshore firms engage in significantly more earnings management than

non-offshore firms?
2) Is there a difference in the earnings management between Type I offshore
firms that register in OFCs and Type II offshore firms with affiliates in OFCs?
3) How do offshore firms manage their earnings? Are offshore firms more likely
to use accruals or real economic activities to manage their earnings?

4) Did SOX affect the magnitude of earnings management by offshore firms?

3.2.2 Prior Literature and Hypotheses
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In this section, the main hypotheses concern if firms are more likely to engage in

earnings management and how they do it.
3.2.2.1 Easier Managing Earnings and Offshore Firms

Using a sample of 31 countries, Leuz, Nanda and Wysocki (2003) investigate the
association between earnings management and one-country mapping of investor
protection. They find that earnings management is more pervasive in firms in
countn'és where the legal protection of outside investors is weak because company
insiders can obtain greater private control benefits and therefore have stronger
incentives to manipulate eamings. Lang, Raedy and Wilson (2006) compare the
earnings quality of U.S firms with that of cross-listed non-US firms which have
different legal regimes. They show that relative to the U.S firms, cross-listed firms
report smoother reconciled earnings, often use accruals to smooth cash flow volatility,
report a higher proportion of small positive earnings, and are less likely to recognize
losses in a timély manner. Their results show that home-country institutions of
cross-listing firms continue to influence the reporting behavior of cross-listed firms. |
Thus, although Type I offshore firms operate their businesses in different countries
and jurisdictions, most of which have stronger legal regimes and higher investor
protections than OFCs, the institutional environments of OFCs still largely affect
firms’ financial reporting.

In terms of Type 1I offshore firms with headquarters in the U.S and UK., they
may take advantage of the institutional environments of OFCs, such as the weaker
legal regimes and limited investor protections that make it easier for firms to manage
earnings. For example, Enron’s more than 700 affiliates in the Cayman Islands

allowed its management not only to minimize taxes but also to manufacture earnings,

24



moving its debts to offshore partnerships to keep them off its balance sheet. The
opaque financial disclosure of its offshore affiliates allowed Enron to artificially
inflate its profits, substantially increasing the firm’s stock market value, whilg
company insiders exercised their options, reaping gains of hundreds of millions of
dollars.”

Concerning both types of offshore firms, the evidence reveals that offshore
organizations can be used to manipulate earnings because the legal regime of a firm
which is registered or has affiliates in OFCs is a multi-tiered configuration
encompassing its country of listing, its country or jurisdiction of incorporation, and
the countries in which it conducts its business or financial affairs. Offshore firms can
use this multi-tiered legal structure to modify their corporate governance, which may
negatively impact on the quality of their financial reporting.

On the other hand, according to Durnev and Kim (2005) and Doidge, Karalyi and
Stulz (2007), it is easy to conjecture that offshore firms are not motivated to improve
their governance because the costs of good governance are too expensive or not even
available in their jurisdictions, and because even if offshore firms have poor
governance they still have potentially valuable growth opportunities.

Hope and Thomas (2008) analyze the geographic eamings disclosures of U.S.
multinationals with large foreign operations. They find that non-disclosing firms have
larger increases in foreign sales but decreased foreign profit margins, and lower firm
value after SFAS 131, in comparison to firms that continue to disclose their
geographic earnings. Their study suggests that there is large information asymmetry
in Type II offshore firms because they disclose limited information about their

affiliates. Furthermore, secrecy policies of most OFCs largely increase offshore firms’

2 Data source: http://www.sec.govinews.
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information asymmetry between shareholders and managers. For example, Enron’s
offshore affiliates grew dramatically from 31 in 1994 to 850 in 2000, many of which
played a key role in hiding losses and concealing debt, leaving public investors of
Enron unaware of its hidden debts and losses for many years.

Off-balance-sheet is one of the main tools for offshore firms to hide their debts
and losses. Including Enron in their sample, Feng, Gramlich and Gupta (2009)
document that the aim of managers’ using off-balance-sheet is not for an economic
purpose but rather to increase eamings. Although the SEC has already issued
guidance concerning off-balance-sheet disclosures after the Enron scandal, the
disclosed information from off-balance-sheets is so general and limited that Type 1I
offshore firms still can take advantage of off-balance-sheet for hiding losses and debts
in turn increasing earnings (Chandra, Ettredge and Stone (2006)).

Desai and Dharmapala (2009a) illustrate the relation between tax avoidance and
earnings management of Type II U.S. offshore firms through a simulated example.”
They set up two periods with the same eamnings and two different scenarios, one with
tax sheltering but no eamings management, the other with tax sheltering along with
accruals management. Managers can obtain compensation by bonuses that equal a
percentage multiple if the amount of firm’s after tax eamnings exceeds a certain point.
They find that although managers could increase bonuses by a small amount by tax
sheltering without earnings management, the benefits of tax sheltering are not enough
to motivate them to pursue a tax avoidance strategy. However, using accruals
management along with tax sheltering they can significantly increase after tax
earnings and increase their bonuses by a multiple of four or five compared to oﬁly

using tax sheltering, where the tax costs are quite small. On the other hand, by

2% Their model is based on two assumptions; that except for accruals management managers do not have other
methods to manipulate reported earnings, and that personal taxes are not charged to managers.
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manipulating a firm’s eamings based on tax avoidance, managers can increase their
bonuses and appropriate more of the shareholder’s wealth and in turn decrease
shareholder value.

Finally, Desai and Dharmapala (2009a) argue that while OFCs provide firms with
tax avoidance capability, they also may facilitate earnings management because
managers can use the complex and opaque structures of companies set up in offshore
financial centers for all sorts of expropriation. Like Type Il offshore firms, many
Korean firms have complex company structures. Usingv Korean data, Kim and Y1
(2006) document that the magnitude of discretionary accruals is greater for
group-affiliated firms than for non-afﬁliakted firms. Therefore, the complex and
opaque structures of Type II offshore firms — especially for firms with hundredé of
affiliates in OFCs — make it easier to manage earnings. In practice, anecdotal evidence
also provides examples of this kind of activity. Enron and Parmalat both had
thousands of offshore affiliates that their managers used, not only to reduce their tax
bills but also to loot the company. Although U.S. and UK. registered firms that have
affiliates in OFCs are required to obey the regulations of these two countries, their
OFCs affiliates make it easy for them to manage their earnings.

These give rise to my first hypothesis:

Hla: Ceteris paribus, offshore firms are more likely to engage in earnings

management than non-offshore firms.

HIb: Ceteris paribus, offshore firms with headquarters in OFCs (Type I offshore

firms) are more likely to manage earnings than offshore firms that only set
up affiliates in OFCs (Type II offshore firms).

3.2.2.2 How to Manage Earnings

Earnings management can be done in two different ways: accrual management

(see Healy (1985), Jones (1991), McNichols and Wilson (1988)) and the manipulation

27



of real economic activities (see Dechow and Sloan (1991), and Roychowdhury
(2006)). Accrual management which follows GAAP, usually does not affect current
cash flows, while real eamings management directly influences the current and future
cash flows of companies. Managers can change the timing and volume of real
activities such as sales, production or discretionary expenses during accounting
periods to match their earnings targets, in turn distorting firms’ financial reporting. In
addition, firm management can choose different earnings management alternatives
based on their cost-benefit considerations.

Graham, Harvey and Rajgopal (2005) find that financial executives are willing to
manipulate real activities to meet earnings targets such as zero earnings, previous
period’s earnings and analyst forecasts. Although real earnings management decreases
the economic opportunities of business operations, reducing firms’ competitive
advantage, managers still prefer real earnings management to accruals in order to
reduce litigation risks and avoid auditor and regulator scrutiny.

Zang (2007) further explains the reasons why managers prefer the higher cost of
real eamings management following the enactment of SOX. She argues that although
accruals cost less, managers suffer much more from auditor and regulator’s scrutiny
and litigation risks. After considering the cost-benefits of auditor and regulator
scrutiny, managers tend to choose real earnings management that has higher
cost-benefits for them. Based on cost-benefit considerations, she finds that firms’
accruals largely decrease, while their real earnings management by cutting R&D
expenditure and overproduction increase dramatically after firms’ lawsuit filings.
Therefore, a company in a stricter legal regime tends to choose real earnings
management, an earnings management alternative with less litigation risks.

In order to investigate how offshore firms manage eamings, with respect to the
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association between the characteristics of OFCs and earnings management
alternatives, I use the Offshore Attitude Indexes (OFCINDEX) as the proxy of OFC
characteristics. With a higher Offshore Attitude Index, a country or jurisdiction has a
relatively loose and flexible legal environment, unstable politics, higher crime
pollution and lower potential national benefits. Therefore, offshore firms that are
under relatively loose regulations have less litigation risks. In addition, many have
very complicated organizational structures, which make the scrutiny of external
auditors and regulat(;rs difficult and in turn reducing litigation risks of offshore firms.
Therefore, offshore firms in OFCs with higher Offshore Attitude Indexes may
experience less auditor and regulator scrutiny and lower litigation risks. Using
Masciandaro’s (2006) Offshore Attitude Indexes I hypothesize that:

H2: Ceteris paribus, as the Offshore Attitude Indexes increase offshore firms are

more likely to use accruals instead of real earnings activities to manage their
earnings.

3.2.2.3 Earnings Management of Offshore Firms Pre- and Post-SOX

The impact of SOX on firms’ earnings management has been an essential
question in recent studies (e.g., Lobo and Zhou (2006), Cohen, Dey and Lys (2008)).
Cohen, Dey and Lys (2008) find that firms used less accruals management but more
real earnings management in order to meet eamnings benchmarks after SOX. On the
one hand, for offshore firms registered in OFCs (Type 1 offshore firms) and listed in
the U.S. stock markets, legal and institutional obstacles have prevented the SEC from
successfully enforcing the law against cross-listed offshore firms (e.g., Licht (2003),
and Siegel (2005)). However, SOX may have to some extent increased those firms’
disclosure and curbed earnings management and accounting fraud. On the other hand,

for offshore firms registered in the U.S but with affiliates in OFCs (Type II offshore
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firms), the effects of SOX on their earnings management may be more extensive as
the law directly applies to them. Thus, I posit my third hypothesis:

H3: Ceteris paribus, the earnings management of offshore firms listed or
cross-listed in the U.S. stock market is different pre- and post-SOX.

3.3 Offshore Firm Value

3.3.1 Research Questions

I investigate the market reaction when a listed firm announces its transfer to or
setting up affiliates in an OFC, and the long-term value of offshore firms. Specifically,
I address the following questions:

1) Does the market react positively to a listed firm’s announcing its transfer to or
setting up affiliates in an OFC after the series of financial scandals that have
occurred since 20017

2) Are offshore firms more likely to have higher values than non-offshore firms?

3) Is the valuation different in Type I offshore firms that are registered in OFCs
and Type II offshore firms with affiliates in OFCs?

4) Do the characteristics of OFCs significantly relate to offshore firms’ values?

5) Are there any changes of offshore firm value pre- and post- SOX?

3.3.2 Prior Literature and Hypotheses

3.3.2.1 Short-term Market Reaction

Cantley (2003) and Desai and Hines (2002) study the market reaction to several
U.S. firms’ inverting in OFCs, such as Stanley Works, Tyco and R&B Falcon before
2002. By “inverting”, an affiliate of the firm in an OFC becomes the parent company

and the U.S. parent company becomes the affiliate. Their results show that market
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participants expected tax reductions by firms inverting, illustrated by a 1.7 percent
increase in the share price based on weighted market capitalization in response to
inverting announcements. Using event studies, prior literature also investigates the
market reaction to U.S. firms reincorporating to Delaware (e.g. Peterson (1988) and
Heron and Lewellen (1998)).2° But these event studies do not provide conclusive
evidence if the reincorporation positively increased the value of firms. Furthermore,
these prior studies only focus on U.S. firms.

Practical examples of the potential results of this practice were demonstrated by
the series of financial scandals that have occurred since 2001, one involving Tyco
which lost more than two billion U.S. dollars due to poor management after it inverted
to Bermuda five years before. Moving to Bermuda saved it four hundred million U.S.
dollars in tax bills for shareholders,”® but Tyco shareholders might have been happier
to pay that four hundred million dollars in exchange for the more than two billion U.S.
dollars the company lost. It also could be argued that Tyco would not have
deteriorated as quickly if it had remained an American firm.

Except for anecdotal evidence since 2001, academic research documents that
legal regimes affect both the protection of minority shareholder rights and firm value
(LaPorta et al., 1997, 1998, 2000). Therefore, besides the tax reduction benefits,
market participants may also be concerned about the impact of the loose legal regimes
and flexible regulations of OFCs on firm value when firms migrate to or set up
affiliates in OFCs. Furthermore, most OFCs have secrecy policies which increase the
information asymmetry between insiders and public shareholders of offshore firms,

which in turn reduces firm value (Klapper and Love (2004), Durnev and Kim (2005)).

% Peterson (1988) illustrates that if a firm did not intend to increase its defenses against a hostile takeover, it
obtained positive market returns after reincorporating to Delaware. Later, Heron and Lewellen (1998) find that the
increased share prices depend on whether the reincorporation establishes limits on director liability.

% Data resource: The Wall Street Journal



Thus, I propose the following hypothesis:

H4: Ceteris paribus, markets may not react positively to firms’ announcing to
migrate to or set up affiliates in OFCs after 2002.

3.3.2.2 Long-term Firm Value

Traditional theory argues that tax avoidance can transfer value from governments
to shareholders (Lev and Nissim (2004)). However, although offshore firms obtain a
big tax reduction that can increase significantly their firm value, other factors may
offset some of their tax benefits based on the following four streams of literature.

Firstly, prior research has suggested that legal institutions are significantly related
to both the protection of minority shareholder rights and firm value (LaPorta et al.,
1997, 1998, 2000). For example, Shleifer and Wolfenzon (2002) conclude that
stronger investor protection reduces diversion and leads to higher firm valuation. The
legal institutions of OFCs are very loose, which largely reduce the level of investor
protection of Type I offshore firms even though they operate their businesses in
different countries and jurisdictions with different levels of investor protection. On the
other hand, Type II offshore firms have headquarters in the U.S. and UK, countries
with the strictest investor protection. Thus, Type I offshore firms may get less tax
reduction benefits than Type II offshore firms because of their weaker investor
protection compared to Type II offshore firms.

Secondly, recent papers broaden the traditional country-level legal institution
model by examining the effects firm-level governance on firm value in different
countrnies. For mstance, Durnev and Kim (2005) find that the positive relationship
between corporate governance and firm value is stronger in a weaker legal

environment. Thus, firm-level governance structure also impacts firm value even if
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firms are in the same country or jurisdiction. Type II offshore firms (with headquarters
in the U.S. and U.K) are located in countries with the highest investor protection.
However, their affiliates in OFCs may take advantage of the institutional environment
of OFCs, such as weaker legal regimes and limited investor protection. Their
multi-tired legal structures may lead Type II offshore firms to decrease their level of
investor protection which is positively related with firm value, especially after the
series of financial scandals involving OFCs that have occurred since 2001.

The third stream of research is about accounting information quality, disclosure
and firm value (e.g. Dumev and Guriev (2008)). LaPorta et al (1998)). Hung (2000)
and Francis et al. (2003) find that countries outside the U.S. with weak investor
protection environments have lower quality standards in accounting and lower quality
auditing, which means that accounting is less credible in these countries. In addition,
Leuz and Verrecchia (2000) empirically document the economic benefits of disclosure
by using non-U.S. data. They posit that an international reporting strategy is
associated with lower bid-ask spreads, and higher share turnover after controlling for
various firm characteristics and selection biases. Because of secrecy policy and weak
investor protection, Type I offshore firms and the affiliates of Type II offshore firms
exhibit relatively large information asymmetry which may reduce firm value to some
extent.

Finally, Desai and Darmapala (2009b) examine the effects of tax avoidance on
the valuation of U.S. firms. They argue that the tax avoidance benefits do not seem to
be validated except for firms with high quality governance.

Based on these studies, I hypothesize that:

Hja: Ceteris paribus, offshore firms are more likely to have higher value than
non-offshore firms. However, the valuation gap between offshore firms and
non-offshore firms based on tax benefits may be offset more for Type I
offshore firms than Type II offshore firms.
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HS5b: Ceteris paribus, the valuation gap between offshore firms and non-offshore
firms significantly narrows after 2002.

H5c: Ceteris paribus, Type I offshore firms are less likely to have higher value
than Type II offshore firms.

The Offshore Attitude Indexes (OFCINDEX) is the proxy of OFC characteristics
including tax haven, economic crime (money laundering), global cooperation, legal
environment and political stability (Masciandaro (2006)), which are related with
investor protection. Offshore firms in OFCs with higher Offshore Attitude Indexes are
more likely have lower firm value (LaPorta et al. (2002), Durnev and Kim (2005), and

Desai and Darmapala (2009b)). Thus, I expect that:

H6: Ceteris paribus, the Offshore Attitude Indexes of offshore firms are
negatively associated with the value of offshore firms.

In July 2002, SOX was enacted in response to a number of high-profile scandals
that began in 2001. It not only imposes additional disclosure requirements, but more
crucially, proposes strict corporate governance mandates. Many papers investigate the
economic consequences of SOX (Zhang (2007), Greenstone et al. (2006)). Several
studies examine the effects of SOX on U.S. listed foreign firms that are required to
comply with this legislation. Berger et al. (2005) demonstrate that foreign private
issuers experience more negative returns in the U.S. market than U.S. firms listed
after SOX was implemented. Litvak (2005) compares the abnormal returns of U.S.
cross-listed firms and those of firms listed in local markets around SOX events. She
finds that cross-listed firms suffered from negative abnormal returns. Leuz et al. (2006)
posit that SOX drives some poor performing firms out of the stock market because
insiders are exposed to greater legal liabilities. Based on the loose legal regimes, the

flexible regulations and the secrecy of information policies of OFCs, I propose the
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following hypothesis:

H7: Ceteris paribus, the value of offshore firms exhibit differences pre- and
post- SOX, and offshore firms experience decreased valuation after SOX.
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Chapter 4 — Methodology

4.1 Data and Sample
4.1.1 The Sample of Offshore Firms

I obtained a list of offshore financial centers from the IMF website and Zorome’s
(2007) study.”” I began my sample collection of offshore firms by identifying OFCs
in the Osiris international database. Osiris database, maintained by Bureau Van dijk
Electronic Publishing, is a comprehensive data set for over 60,000 companies from
more than 130 countries. There are 26 OFCs in the Osiris database, but 5 of them
(Barbados, Belize, Costa Rica, Dominica, and Vanuatu) do not have stock markets or
complete accounting information for their companies. Therefore, my sample
encompasses 21 offshore financial centers. Within these OFCs, I was then able to
obtain data on Type I offshore firms, defined as companies that are registered in OFCs,
for 1,806 firms with 12,502 firm-year observations during the 1998-2007 period.
Panel A of Table 1 presents the summary of Type I offshore firms by OFCs.

While U.S. and UK. firms operate under presumably the strongest legal
environments in the world, many large multinational firms in the U.S. and U.K. set up
affiliates in OFCs. I take U.S. and UK offshore firms (companies that set up affiliates
in OFCs) as Type Il offshore firms. Besides the U.S. and U.K., there are of course
Type II offshore firms from other countries. I then chose listing firms registered in the
U.S. and the UK. that have affiliates in one or several of the 21 OFCs in the Osiris

database. After excluding financial firms, I created a data set of Type II offshore firms

" For more details, refer to the surveys of the International Monetary Fund
www.internationalmonetaryfund.com.
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including 3,515 firms (2,826 U.S. firms and 689 UK. firms) with 23,079 firm-year

observations. Table 1 Panel B summarizes the Type II offshore firms by jurisdictions.
[INSERT TABLE 1 HERE]

Some U.S. and UK. firms have affiliates in different OFCs. I only count these
firms once in the sample of Type II offshore firms even if they have affiliates in more
than one OFC. Using this method, I obtained 1,390 Type II offshore firms (1,017 U.S.
and 373 UK. firms) with 12,040 firm-year observations. I restrict my offshore sample;
to all non-financial, active and listed firms. Moreover, I require that each firm-year
observation data can be used to calculate the proxies of earnings management and
firm value that I used in this study. After dropping observations with missing
firm-level variables and deleting outliers, 10,553 firm-year observations of 2,207
offshore firms remain, including 1,024 Type I offshore firms with 3,580 firm-year
observations and 1,183 Type II offshore firms with 6,973 firm-year observations..

Table 2 Panel A presents the construction process of the offshore sample.
[INSERT TABLE 2 HERE]

My sample period covers ten years from 1998 to 2007, of which 1998 to 2002 is
the pre- SOX period and 2003 to 2007 is the post- SOX period. In order to test the
SOX effects on financial reporting and firm performance of offshore firms, I
constructed a sub-sample of offshore firms including U.S Type II offshore firms and
Type I offshore firms that are cross-listed in the U.S stock markets.”® There are 975
offshore firms with 6,266 firm-year observations, which are listed or cross-listed in

the U.S. stock markets.

3 In this study, 1 only consider Level I and Level 11 U.S cross-listing companies because they are under strict
disclosure and investor protection based on the U.S stock market regulations.
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4.1.2 The Sample of Non-Offshore Firms

The sample of non-offshore firms comes from all non-OFC countries in the
OSIRIS database. Furthermore, I exclude firms that set up affiliates in the 26 OFCs of
non-OFC countries in the OSIRIS database. Again, I delete firm-year observation data
that cannot be used to calculate proxies of accruals and real earnings management and
firm performance, and unavailable data for control variables. The final sample of
non-offshore firms consists of 8,257 non-offshore firms with 30,621 firm-year
observations from 37 countries. Table 2 Panel B shows the offshore and non-offshore
sample structures. The full sample, including offshore and non-offshore firms, has
10,464 firms with 41,174 firm-year observations. Because of several missing control
variables used in different models in my study, the samples of these different models

have some small variance in size.
4.1.3 The Sample of Migrating to or Setting up Affiliates in OFCs Post- 2002

I begin by creating a sample that includes all announcements of mergers and
acquisitions related with the 21 OFCs in my offshore sample on the Thomson
Financial SDC Platinum database (SDC) from 2003 to 2007. To identify firms that
migrated to or set up affiliates in OFCs, I review the ‘Synopsis’ of every
announcement and keep those for firms in non-OFC countries and jurisdictions that
will acquire the entire or a proportion of the share capital of a company in an OFC,
and for firms in OFCs that will acquire the entire of share capital of a company in
non-OFC countries or jurisdictions. Through this process, I obtain firms that set up
affiliates in OFCs by acquiring all or a proportion of the share capital of a company in
an OFC, and firms that migrated to an OFC by being merged with a company in an

OFC. Regulated utilities, banks, and financial firms are omitted because regulations
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and corporate governance of such firms differs from firms in other industries. Based
on this dataset, I examine firm information in the Lexis-Nexis historical database and
information drawn from “Description and history” filings of every offshore firm in the
Osiris database, confirming announcement dates and that firms are still operating their
prior business after they are entirely acquired by a company in an OFC. I then exclude
firms that do not provide their stock market information on the Datastream database.
To be included in the sample for examining market reaction in the short-run, firms
must have more than 250 trading days before th-e announcement dates. After deleting
firms that fail to meet these criteria and outliers, I finally obtain the sample of firms
migrating or setting up affiliates in OFCs, including 45 firms from 2003 to 2007.
Except for market price data for each firm, the Morgan Stanley Capital
International (MSCI) value-weighted world price index is used as the corresponding
market index collected from the Datastream database. The daily closing price of each

event-firm and MSCI market index are used to compute daily total return.
4.2 Research Design of Financial Reporting Quality
4.2.1 Measurement of Accrual and Real Manipulations

One of the main purposes of this research is to examine the extent of earnings
management of offshore firms, and the approaches that offshore firms use to
manipulate their earnings. Therefore, based on prior studies I use the following

measurement of accrual and real earnings manipulations based on prior studies.
4.2.1.1 Measurement of Accrual Manipulations

I use the modified cross-sectional Jones model (Jones (1991)) as described in

Dechow, Sloan and Sweeney (1995) by pooling firms from different countries for
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each industry and year to estimate the coefficients in equation (1):

ACCR: 1 AREV PPE;
= + a2 +as +

! & (1)
Ain-1 Ait-1 Ai-1 Air-1

where ACCR; is total accruals for firm i at year ¢. In equation (1), ACCR; equals
eamnings before extraordinary items and discontinued operations minus the operating
cash flows; A;; is total assets of the prior year; AREV, is changes in revenue from the
prior year; PPE; is gross value of property, plant, and equipment. I then put the
estimated parameters obtained from Equation (1) in the following model to calculate
nondiscretionary accruals (NDAC),

NDACH:&I ! +d2 ARE%’—'ARECit_I_&}PPEi,

2
A:/—l Ai/—l Ait~1 ( )

where AREC; is the changes in net receivables.

Based on prior literature, I adjust the changed revenues of the sample firms
(AREV;) with the changed accounts receivable (AREC;) to eliminate potentially
increased discretionary credit sales. My measurement of discretionary accruals (DAC)
for firm i and year ¢ is the difference between total accruals that are obtained from
Equation (1) and the calculated nondiscretionary accruals from Equation (2); that is

DACi( = ACCR“/ (Ait-l) - NDAC“

4.2.1.2 Measurement of Real Earnings Activities

Following prior research (Roychowdhury (2006), Zang (2007) and Gunny (2005))
I explore my proxies for real earnings activities: cutting R&D, selling and advertising
and other expenditures, managing credit sales volumes, and overproducing inventory
to reduce the cost of goods sold. These real earnings activities affect firms’ normal
cash flows from operation, such as discretionary expenditure and production costs.

To calculate real earnings management variables I first estimate normal cash flow
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from operations (CFO) as a linear function of sales and change in sales for each

mdustry and year,

CFOx 1 Salesi ASalesi
=1 + a2 + a3 +
Air -1 A -1 Air -1 Ait -1

& . 3)

Dechow and Sloan (1991), Bens et al. (2002, 2003), and Roychowdhury (2006)
find that managers reduce R&D and other expenses to meet earnings benchmarks.
Desai et al. (2005) posit that firms with higher R&D expenditures are more likely to
use tax havens (OFCs). In order to avoid the influence of managed sales leading to
increase reported earnings on discretionary expenses, I use lagged sales to estimate
normal discretionary expenses (DISE),

DiscExpu 1 Salesi -
=a +a

1 2 +&r. 4
Air -1 Air -1 Air -1 )

I model normal cost of goods sold (COGS) and inventory growth (AINV) using

the following linear functions,

COGSi - 1 T SaleSiz s and (5)
Air -1 Air -1 Ain -1
AINV 1 ASalesi ASalesi -1
= +a:2 + a3 + &1 (6)
Ai -1 Ai -1 Air -1 Air -1

Production costs (PROD) are defined as the sum of GOGS and AINV of the year.

Thus, I estimate normal production costs with the following industry-year equation,

PROD:: 1 Salesi ASalesi ASalesi -1
= + a2 + a3 + x4
Air—l Ait—-l Air-l Ait—l Ait—l

+ &it N

Abnormal CFO (D_CFO) is actual CFO minus the normal level of CFO obtained
using the estimated coefficients of Equation (3). Using the same method I obtain the
abnormal discretionary expenses (D_DISE) and abnormal production costs (D_PROD)
from equations (4) and (7). These three variables are used as proxies for real earnings

management.
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If firms have certain sales levels and manage their earnings upward by real
activities they might have: unusually low cash flow from operations (A_CFO), and/or
unusually low discretionary expenses (A_DISE), and/or unusually high production
costs (A_PROD). Because the above three proxies of real earnings management have
different signs, in order to capture the effects of real eamings management of all these
three proxies I construct a combined measure of real eamings management (A_REM)
based on Zang’s (2007) method by summing up these three proxies of real earnings

activities, A_CFO, A_DISE and A_PROD.

4.2.2 Empirical Model

I use the following panel regressions to test my hypotheses:

Y, = a + B, (OFFSHORE, TYPE or SOX) + P, OFCINDEX +
B,OFFSHORE*OFCINDEX + B,GDP;, + BsTAX + BBIGS + B,USGAAP +
BelFRS + Bo LITIGATE + B1oINDE + By MTB;, + By NETI, + Bi3SIZE,, +
BuOFCINDEX*BIGS + BisOF CINDEX*LITIGATE + B¢ (OFFSHORE, TYPE or
SOX )*MTB,, + B1;(OF FSHORE, TYPE or SOX )*SIZE,, + P1sINDUSTRY + & ,
®

where 7 indexes firms and ¢ indexes years.

The dependent variable Y, refers to the measures of accruals where the proxies
are abnormal accruals (DAC), the absolute value of abnormal accruals (JDAC|), and
the positive abnormal accruals (P_DAC) for firm 7 in year t.

Z,=a+ P, (OFFSHORE, TYPE or SOX) + 3, OF CINDEX +
Bs OFFSHORE*OFCINDEX + B,GDP;,+ BsTAX + BeBIGS + B,CL +
BINVREC+ By DISTRESSED + B1oINDE + By MTB,, + P12 NETI, + B13SIZE,, +

BuOFCINDEX*BIGS + B\s(OFFSHORE, TYPE or SOX)*MTB;, +
Bis (OFFSHORE, TYPE or SOX)*SIZE;, + B,2INDUSTRY + ¢ 9

The dependent variable Z;, refers to the measures of real earnings activities where
the proxies are abnormal operation cash flows (A CFO), abnormal discretionary

expenses (A _DISE), abnormal production costs (A PROD) and the combined
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measure of real earnings management (A_REM) for firm i in year ¢.

I include industry fixed effects in every regression to account for the impact of
some industry characteristics on proxies of earnings management (Roychowdhury
(2006)). Fimm and country fixed effects are not included because the OFCINDEX
variable does not vary through time and across countries. To account for the error
term correlation within countries, standard errors are clustered by countries. The
standard errors are also robust to heteroschedasticity. I do not include time fixed effect
because accruals and real earnings management variables are calculated for every year.
My results are, however, robust to inclusion of year fixed effects.

The right-hand side variables in equations (8) and (9) are:

OFFSHORE: 1t 1s equal to 1 if a firm is an offshore firm, and 0 otherwise. This
variable is used to test hypothesis Hla. I predict that it is positively related to accruals
proxies, abnormal production costs (A_PROD), and the combined real earnings
management (A_REM); and negatively related with abnormal operation cash flows
(A_CFO) and abnormal discretionary expenses (A_DISE).

TYPE: it is equal‘ to 1 if a firm is a Type I offshore firm, and O otherwise. This
variable is used to test hypothesis H1b. I expect that it is negatively related to proxies
of accruals and real earnings management.

SOX: this variable i1s equal to 1 in the period from 2003 to 2007 which I define as
post-SOX period, and 0 in the period from 1998 to 2002 which I define as pre-SOX
period. This variable is used to test hypothesis H3, and I predict negative coefficients
on accruals management and positive coefficients on real earnings management.

The interaction between offshore dummy (OFFSHORE) and the Offshore
Attitude Indexes (OFCINDEX) is another testing variable. Masciandaro (2006)

analyzes the characteristics of OFCs based on their laws and regulations, political
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stability, crime pollution risks and potential national benefits. He argues that if an
OFC has a lax regulatory system it is relatively indifferent to its international
reputation. In addition, lower potential national benefits which reflect their scant
natural resources make OFCs more dependent on providing offshore financial
services and low taxation as a way to increase national wealth. As mentioned in
Chapter 2, using the lists compiled by the OECD, FATF and FSF, Masciandaro (2006)
creates the Offshore Attitude Indexes (OFCINDEX) for 222 countries and
jurisdictions. In the indexes, O refers to the highest level of le;gal environment, policy
stability, and potential national benefits and the lowest level of crime pollution.
Interaction OFFSHORE*OFCINDEX is adopted to test hypothesis H2. I predict that

the higher the interaction, the more likely a firm manages its earnings by accruals.
4.2.3 Control Variables

Prior research (e.g., Zang (2007) and Roychowdhury (2006)) suggests a multiple
of other factors that are likely to affect firms’ earnings management. Therefore, I
include country-level and firm level control variables as follows:

GDP: this variable is the logarithm of GDP in U.S. dollars of different countries
and jurisdictions, which is used to control country level economic development.

TAX: tax deduction in OFCs provides incentives for offshore firms to manage
their earnings by discretionary accruals with less or no costs. 74X refers to the
average corporate tax rate of countries and jurisdictions based on IMF data.

INDE: controls for a firm’s independence magnitude from controlling
shareholders to control this impact. Based on the code of firm’s independency in the
Osiris database, I use 0 to 10 to represent these ten different independency levels with

10 as the highest level of independency. This variable controls for the effects of
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corporate governance on earnings management of offshore firms.

BIGS5: auditor reputation, which is proxied by the Big5, constrains firms’ earnings
management throﬁgh discretionary accruals (Becker, DeFond, Jiambalvo and
Subramanyam (1998), Francis, Maydew and Sparks (1999)), because Big5 auditing
firms are likely to have more reputation risk and more experience. This variable
equals 1 if an offshore firm is audited by one of the Big S auditing firms, and 0
otherwise.

USGAAP and IFRS: the different flexibility of accounting choices based on
USGAAP, International Financial Reporting Standards (IFRSs) and local GAAP of
OFCs might impact offshore firms earnings management. USGAAP variable is equal
to 1 if an offshore firm follows USGAAP and 0 otherwise, while IFRS equals 1 if an
offshore firm follows IFRSs, and 0 otherwise.

MTB and NETI: discretionary accruals are correlated with growth (McNichols
(2000)) and firm performance (Guay et al. (1996), and Roychowdhury (2006)). I use
market-to-book ratio (MTB) of the prior period to control for growth, and net income
(NETTI) of the current period to control for firm performance.

SIZE: is the logarithm of total sales in U.S. dollars. McNichols and Wilson (1988)
argue that the estimate of abnormal accruals yields a bias if firm characteristics are
not controlled. Thus, here firm size 1s used as the proxy for firm characteristics. On
the other hand, larger firms may incur higher political cost (Watts and Zimmerman
(1990)), which reduces their likelihood to manipulate earnings.

LITIGATE: Prior studies (Francis, Philbrick and Schipper (1994)) identify four
industries with particularly high litigation risks which impact firms’ discretionary
accruals: biotechnology, computers, electronics, and retailing industries. The variable

LITIGATE is 1 if an offshore firm is in one of these four industries, and O otherwise.
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To address the institutional effects of OFCs on litigation risks, I also include an
interaction term between OFCINDEX and LITIGATE.

Further, firms’ economic characteristics that affect operation cash flows (CL,
INVREC and DISTRESSED) are also controlled. Finally, I use several interaction
terms: an interaction term of OFCINDEX with BIG5 (OFCINDEX*BIGS5), an
mteraction term of OFFSHORE (TYPE, or SOX) dummy with firm size
(OFFSHORE*SIZE, or TYPE*SIZE, or SOX*SIZE), and an interaction term of
OFFSHROE (TYPE orv SOX) dummy with growth (OFFSHORE*MTB, or
TYPE*MTB, or SOX*MTB) to control the institutional effects of OFCs, or the
mmpact of different types of offshore firms, or SOX on firm-level variables. These

variables are defined in Appendix A.
4.3 Research Design of Offshore Firm Value
4.3.1 Offshore Firm Value in Short-run

An event study procedure is used to examine the market reaction to a firm’s
transfer to or setting up affiliates in an OFC. In order to reduce the “noise” of other
influencing factors, following the Brown and Warner (1985) model, I extract the
impact of an announcement of a firms’ transfer to or setting up affiliates in an OFC on
stock returns from market index returns, which is the concept of abnormal returns.
The abnormal returns of the ith stock, 4Ry, is obtained by subtracting the normal or
expected return in the absence of the event, E(R;,), from the actual return in the event
period, R;:

AR;=R,— FE (R)) (10)

I obtain estimated expected returns E (R;) using Scholes-Williams (1977) and

Dimson (1979)’s market model which is expressed as follows:
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R,= a;+ B; R, + &, where t=-250,...... one day before event period (1)

Whereq; is a constant term for the ith stock, J; is the market beta of the ith stock, R,

is the market return proxied by the international market index MSCI, and ¢ is an
error term. The parameters of Equation (11) are estimated by using the time-series

data from the estimation period that precedes each individual announcement. The

estimatedd; and [3; are then used to calculate the actual returns in the defined event

window(s). Thus, the abnormal returns of ith stock are equal to the actual returns

during the event period minus the expected returns based on estimated a;, 3;, and the

returns of market index MSCI:

ARit = Ri: - (i’: - ﬁiRmt (12)
where ¢ = the first day of event window ..., the last day of event window.

Cumulative stock returns of ith stock for the event period are obtained by adding
all daily abnormal returns of ith stock.

To eliminate result errors due to event window selection, I chose ten event
windows for every event-firm. With the announcement day defined as Day O, the
longest event window is from Day -10 to Day +1 (-10, +1), in which 12 days
window-spanning is set, while the shortest event window is 1 day which is from Day
1to Day 1 (1, 1). Accordingly, ten estimation periods are set based on the ten different
event windows.

To test the null hypothesis of no abnormal stock returns, the t-test on the mean
cumulative daily abnormal stock returns of ith stock is used, based on the
cross-sectional standard deviation, assuming that cumulative window-spanning
returns of the firms are cross-sectionally independent and identically distributed.
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4.3.2 Offshore Firm Value in Long-run
4.3.2.1 Measurement of Firm Value

In prior research, Tobin’s Q has been used as the major indicator of firm value.
Hermalin and Weisbach (1991) state that “[A] divergence of Q from one represents
the value of the assets not included in the denominator of Q, such as the value of the
internal organization or the value of expected agency costs. A Q above one indicates
that the market views the firm’s internal organization as exceptionally good or the
expected agency costs as particularly small.” Consistent with previous research, I use
the approximate Q-ratio proposed by Chung and Pruitt (1994). Their results illustrate
that at least 96.6 percent of the variability in the theoretical Q is explained by the
approximate Q. Therefore, the approximate Q is one of proxies of firm value
calculated as follows:

O = (Market value of common stocks + Net value of total debt) / Total assets (13)

To control for the possibility for systematic movements in Tobin’s Q relative to
industry-wide movements, I also adjust each firm’s Q by the mean Q for its industry.
The industry is based on the information of the Osiris database which groups industry
mto Energy, Materials, Industrial, Consumer Discretionary, Consumer Staples, Health
Care, Financials, Information Technology, Telecommunication Services, and Utilities.
The industry adjusted Q (IAQ) for each firm in a given year is calculated as Q minus
the mean Q for the industry for year 7. Therefore, IAQ is another measurement of firm

value used in this thesis.
4.3.2.2 Empirical Model

Using Tobin’s Q and industry adjusted Q (IAQ) as the dependent variables I
construct the following panel regressions:
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X, = o+ B, OFFSHORE (or TYPE, or SOX) + B, OFCINDEX +
B;OFFSHORE*OFCINDEX (or SOX*OFCINDEX) + B4GDP,, + PsTAX + B¢ INDE
+ By USGAAP + By IFRS + By SIZE;, + Bio PROFIT, + P,y GROWTH, + B1s
LEVERAGE;, + By3 [DAC/, + B1s A_REM,, + B1sCROSS + &, (14)
where i indexes firms and ¢ indexes years.

The dependent variable X, refers to the measures of firm value, Tobin’s Q (Q)
and industry adjusted Q (IAQ) for firm 7 in year 2.

I include industry fixed effects in every regression that has Tobin’s Q as the
dependent variable to account for the impact of some industry characteristic-s on firm
value. I do not include industry fixed effect in every regression where IAQ 1s the
dependent variable because IAQ is already adjusted for every industry. In addition, 1
also control for year fixed effect in every regression that has Tobin’s Q and IAQ as
dependent variable, respectively. Couhtry fixed effects are not included because the
OFCINDEX variable does not vary through time and across countries. To account for
the error term correlation within countries, standard errors are clustered by countries.
The standard errors are also robust to heteroschedasticity.

The right-hand side testing variables in Equation (14) are dummy variables
OFFSHORE for testing hypothesis H5a which I predict it is positively related with
firm value (Q and IAQ) but its coefficient significantly decreases after 2002; TYPF;
which is equal to 1 if an offshore firm is a Type I offshore firm for testing hypothesis
H5c that it is supposed to be a negative association between firm value and TYPE;
SOX for examining hypothesis H7 and the interaction between OFFSHORE and
OFCINDEX for testing hypothesis H6. I expect that the higher the interaction, the

more likely a firm has lower value. All the variables are defined in Appendix A.

4.3.2.3 Control Variables
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Based on prior studies (LaPorta et al. (2002), Shleifer and Wolfenzon (2002), and
Desai and Dharmapala (2009b)), one concern may be about some country-level and
firm-level facto;’s that drive firm value. Therefore, I control for country-level variables,
such as the logarithm of GDP (LOG_GDP), the average corporate tax rates (TAX) and
institutional environments (OFCINDEX). In regard to firm-level control variables, 1
use accounting standards (USGAAP and IFRS) and independency (INDE) that
captures a firm’s independent magnitude from its controlling shareholders.
Furthermore, I also include the following variables:

SIZE: Previous studies find that larger firms are associated with lower firm value
(Lang et al. (2003a), and Durnev and Kim (2005)). The variable is the log of total
sales in U.S. dollars. Here, I use sales because they are less sensitive to differences in
accounting standards across countries.

PROFIT: Firms that are performing well are likely to have better performance in
subsequent years. To control for persistence in performance, I include PROFIT
measured by the return on assets for the prior year.

LEVERAGE: LEVERAGE is measured as the ratio of total debt to total assets,
where total debt is proxied by total liabilities.”’ Prior studies (e.g., Lang, Lins and
Miller (2004)) find that this ratio is negatively related to firm value. |

GROWTH.: Sales growth over the past two years. It is used to measure investment
opportunities. Previous literature documents that firms with greater investment
opportunities enjoy higher firm value (Durnev and Kim (2005)). Thus, I predict a
positive coefficient for this variable.

DAC/ and A_REM: Eamings management (accruals and real eanﬁngé activities)

significantly increase firm performance. Therefore, 1 use the absolute value of

2 1 recognize that using total liabilities as a proxy for total debt will overstate the value of leverage as current
liabilities include non-debt liabilities. Unfortunately, in the dataset current liabilities is not broken down into its
debt and non-debt components.
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abnormal accruals (JDAC]|) and combined real earnings management (4_REM) as
proxies of earnings management.

CROSS: Equals 1 if a firm is cross-listed in stock markets of other countries, 0
otherwise. Previous literature documents that cross-listed firms in the U.S. have
higher valuation than non-cross-listed firms due to the enhancement in the

formation environment (Merton (1987), and Lang, Lins and Miller (2003)).



Chapter 5 — Results

5.1 Descriptive Statistics

To eliminate the effects of outliers, I exclude observations with Cook’s D
statistics greater than ten and winsorize the top and bottom 1 percent of the
distribution. Table 3 reports the summary statistics of offshore firms. Panel A presents
the means, medians, standard deviations, and the 25™ and 75" percentiles for the
variables of offshore firms (including Type I and Type II offshore firms) used in this
study. Besides the variable OWNERSHIP, the sampie is significantly large. As
indicated in Table 3 Panel A, the mean and median of discretionary accruals is -1.7%
and 0.4% of lagged total assets with a relatively large standard deviation, indicating
that accruals management varies widely across offshore firms in the 21 OFCs. The
mean and median of absolute value of discretionary accruals (JDAC]) are shifted to the
right to 22.2% and 9.8% of lagged total assets respectively, which are significantly
larger than the means and medians of [DAC] in prior studies using U.S. samples (e.g.
Cohen, Dey and Lys (2008) have a mean of 11% and median of 6%).

For the measures of real earnings management, offshore firms have a relatively
large negative median of abnormal discretionary expenses of -6.1% and a positive
median of abnormal production costs of 2.9%, indicating that offshore firms more
often cut their discretionary expenses or increase production in order to increase
earnings.

The mean of the measure of offshore firm value, Tobin’s Q, is 1.352 but the 0.945
median of Tobin’s Q is less than 1, indicating that offshore firms may suffer

significantly from agency costs which offset their tax avoidance benefits. Furthermore,
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the median of industry adjusted Tobin’s Q (IAQ) is -0.197, which is less than the
industry average level of Tobin’s Q. The standard deviation of IAQ is quite large
1.296, meaning that IAQ varies widely across offshore firms in the 21 OFCs.

In the offshore sample, the percentage of firm-year observations of Type I
offshore firms is around 34%, while that for the post-SOX period is about 66%. The
average corporate tax rate is 27.3%, along with logarithm of GDP value of 14.26. The
auditors of most offshore firms are Big 5 with a mean of 80.9%; meanwhile most

| offshore firms follow either U.S. GAAP or international GAAP (IFRSs). The average
firm has total liabilities of 49% and high market-to-book ratio, along with the median

of 8.4% sales growth rate (GROWTH) and of 4.41% return on assets (PROFIT),

meaning that offshore firms are high growth firms with high leverage. On average,

more than 39% of offshore firm-year observations are from the biotechnology,

computer, electronics, and retail industries, industries with higher litigation risks.

With regard to corporate governance, the mean of independency of offshore firms is a

relatively low 2.98 out of 10.
The distribution of the sample by industry is presented in Table 3 Panel B.

Industrials comprise nearly 50 percent of the sample.
[INSERT TABLE 3 HERE]

5.2 Quality of Financial Reporting of Offshore Firms
5.2.1 Univariate Results

Table 4 presents the Pearson correlation matrix for variables used to examine the
quality of financial reporting. The absolute value of abnormal accruals ((DAC|) are

significantly positively related to abnormal discretionary expenses (A DISE) but
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negatively related to abnormal production costs (A_PROD), suggesting that offshore
firms use accruals and real earnings activities alternatively. Moreover, offshore
dummy variable (OFFSHORE) is significantly positively related to the absolute value
of abnormal accruals ([DAC]), indicating that offshore firms are more likely to engage
in accruals management. As the Offshore Attitude Indexes increase, offshore
companies engage in more accruals and cutting abnormal discretionary expenses.
However, firms with Big 5 auditors manage eamings less, which is indicated by a
negative correlation coefficient with the absolute value of abnormal accruals ([DAC))

and abnormal production costs (A_PROD).

[INSERT TABLE 4 HERE]

Panel A of Table 5 compares firm-level and country-level variables for offshore
and non-offshore firms. Compared to non-offshore firms, the means of the absolute
value of accruals (IDAC|, of 22.2%) and positive abnormal accruals (P_ DAC, 18.3%)
of offshore firms are significantly higher than those of non-offshore firms. The mean
of combined real eamings activities (A_REM, -0.002) is lower than that of
non-offshore firms. This indicates that most offshore firms are more likely to engage
in accruals but not real earnings management. The results also show that offshore
firms and non-offshore firms differ significantly in the means and medians of proxies
of accruals and real earnings management. Further, offshore firms have higher
average Offshore Attitude Indexes (0.648), higher median logarithm of GDP value
(16.44) and lower corporate tax rates than non-offshore firms. In addition, more
offshore firms are clients of Big 5 auditors and follow the U.S. GAAP or IFRSs, along
with being more profitable and larger than non-offshore firms. However, the

independence of offshore firms (INDE) is significantly lower than non-offshore firms.
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Panel B of Table 5 compares Type I and Type 1I offshore firms. The mean and
median of accruals (DAC) and abnormal production costs (A_PROD) of Type I
offshore firms are significantly higher than those of Type II offshore firms, while the
median of abnormal operation cash flows (A CFO, -0.021) and abnormal
discretionary expenses (A_DISE, -0.11) are significantly lower than those of Type II
offshore firms. This indicates that Type I offshore firms are more likely to engage in
accruals and real earnings management. Moreover, Type I and Type I offshore firms
have significant differences in size and auditor quality. The results indicate that Type I
offshore fuims have significantly higher Offshore Attitude Indexes (mean of 1.911)
and lower corporate tax rates (mean of 0.131) than Type II offshore firms, whereas the
mean (16.199) and median (16.444) logarithm of GDP value of Type Il offshore firms

are significantly higher than those of Type I offshore firms.

[INSERT TABLE 5 HERE]

5.2.2 Multivariate Results

Table 6A presents results of OLS cross-sectional regressions using several
measures of accruals management as dependent variables: abnormal accruals (DAC), .
absolute value of the abnormal accruals ([DAC|), and positive abnormal accruals
(P_DAC). Consistent with my prediction (H1a), the coefficients on offshore dummy
variable (OFFSHORE) are positive and significant at the 1% level in models that use
DAC (B= 0.133, p<0.000), |DAC} (B= 0.192, p<0.000) and P_DAC (B= 0.274,
p<0.000) as dependent variables, suggesting that offshore firms are more likely to
engage 1n accruals management, especially income-increasing earnings management
than non-offshore firms. In addition, the interaction of offshore dummy (OFFSHORE)

and the Offshore Attitude Indexes (OFCINDEX) is positively significant for DAC (B=
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0.013, p<0.005), IDAC| (B= 0.035, p<0.000) and P_DAC (= 0.036, p<0.013). This
demonstrates that as the OFCINDEX of OFCs increases, offshore firms tend to
increase total and income-increasing accruals, which support hypothesis H2.

The findings on control variables are also intriguing. First, the coefficients on the
logarithm of GDP, the proxy for real economic activity, are negative and significant
for the absolute value of abnormal accruals (|[DAC)) as the dependent variable (B=
-0.018, p<0.000) and positive discretionary accruals (P_DAC) as the dependent
variable (= -0.010, p<0.000), suggesting that poor economic conditions might lead to
more discretionary accruals (Cohen, Dey and Lys (2008)). Moreover, the coefficient
on Big5 is negative and significant for all three accruals management models (B=
-0.012, p<0.001 for |DAC| model; = -0.009, p<0.012 for DAC model; 3= -0.009,
p<0.009 for P_ DAC model). In addition, the increased significance of the interaction
of OFCINDEX and Big5 in the models that have |DAC| or P_DAC as the dependent
variable suggests that as the Offshore Attitude Indexes increase, auditors of Big5
scrutinize offshore firms more in OFCs with higher OFCINDEX (B= -0.019, p<0.000
for |DAC| model and B= -0.016, p<0.001 for P_DAC model). Consistent with prior
studies (e.g. Zang (2007)), offshore firms with higher litigation risks and that are

larger in size are less likely to manage accruals.
[INSERT TABLE 6A HERE]

The results for the real earnings management (Table 7A) are also consistent with
the first hypothesis (H1a). The coefficients on offshore dummy variable (OFFSHORE)
are -0.345 (p<0.000) when the dependent variable is abnormal operation cash flow
(A_CFO), 0.342 (p<0.000) when the dependent variable is abnormal production costs

(A_PROD), and 0.779 (p<0.000) when the dependent variable is the combined real

56



earnings management (A_REM). The results indicate that offshore firms exhibit
lower cash flows and higher production costs from operations, and higher levels of
combined real earnings management than non-offshore firms. The positively
significant coefficient on OFFSHORE (B= 0.063, p<0.010) with abnormal
discretionary expenses (A_DISE) as the dependent variable supports the evidence in
prior studies that many offshore firms have higher R&D expenses (e.g. Desai, Foley
and Hines (2005)). Moreover, offshore firms in OFCs -with higher Offshore Attitude
Indexes are less likely to engage in real earnings activities indicated by negative and
significant coefficient on combined real earnings management (A_REM, p= -0.113,
p<0.000), which supports the second hypothesis (H2).

With regard to control variables, the coefficients on the logarithm of GDP are
significant for all proxies of real earnings management indicating that it is easier for
offshore firms to engage in real earnings activities under better economic conditions.
In addition, Big 5 auditors significantly decrease the real eamnings activities of
offshore firms as the Offshore Attitude Indexes increases. As the results on accruals
management in Table 6A indicate, combined real eamnings management (A_REM) is
significantly less for offshore firms that are larger (OFFSHORE*SIZE, B= -0.065,
p<0.000). Consistent with prior studies (e.g. Roychowdhury (2006)), the coefficient
on scaled current liabilities (CL) and the sum of inventories and receivables (INVREC)
that affect operation cash flows of offshore firms are -0.070 (p<0.000) and -0.223
(p<0.000) respectively when abnormal operation cash flow (A_CFO) is the dependent
variable. The coefficients on CL and INVREC are 0.109 (p<0.000) and 0.161
(p<0.000) respectively when abnormal production costs (A_PROD) is the dependent

variable.

[INSERT TABLE 7A HERE]

57



I additionally test the differences of earnings management in the two types of
offshore firms. Table 8 shows that Type I offshore firms use significantly more
accruals than Type II offshore firms, where the coefficient on TYPE is 0.648 (p<0.000)
when the absolute value of abnormal accruals (JDACY)) is the dependent variable.
Concerning real earnings activities, Type I offshore firms more frequently cut their
discretionary expenses with a coefficient on TYPE of -0.455 (p<0.000) when
abnormal discretionary expenses (A_DISE) is the dependent variable, but report lgss
overproduction costs than Type II offshore firms (B= -0.198, p<0.000, for the

A _PROD model).

[INSERT TABLE 8 HERE]

The results on the impact of SOX are presented in Table 9. Consistent with my
hypothesis H3, the dummy variable SOX is negative and significant (3= -0.159,
p<0.000) for the model with |[DAC| as the dependent variable. Moreover, the
coefficient on SOX is negatively significant (8= -0.262, p<0.001) for the model with
A _CFO as the dependent variable, and positively significant for the model with
A PROD (B= 0.209, p<0.000) as the dependent variable, as well as for the model
with A_REM (B= 0.295, p<0.005) as the dependent variable. This suggests that
following the enactment of SOX, offshore firms which are listed or cross-listed in the
U.S. significantly reduced their accruals management and in turn used real earnings

activities to increase their reported income.

[INSERT TABLE 9 HERE]

5.2.3 Additional Analyses and Robustness Checks
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5.2.3.1 Testing Self-Selection Bias

One can argue that the earnings management of offshore firms is driven by
certain individual firm attributes and institutional factors of OFCs. In order to address
this issue, I control for self-selection bias using Heckman’s (1979) two-stage model.

Desai, Foley and Hines (2005) document that larger firms that have significant
tax related debt, along with rapid growth exhibiting high R&D intensities, are more
likely to- migrate to or set up affiliates in OFCs. In addition, in order to reduce the
litigation costs and scrutiny of regulators and auditors, firms move offshore. Therefore,
I first estimate a probit selection model of firms’ determinants to operate offshore. I
then obtain the Inverse Mills Ratios (IMR) and use them in the earnings management

second-stage Equations (8) and (9). I thus estimate,

Prob (OFFSHORE) = f (OFCINDEX, MTB, LEVERAGE, TAX, TAX*LEVERAGE, BIGS5, SIZE,
INDUSTRY)

Y, =a+ B,OFFSHORE + B, OFCINDEX + B;OFFSHORE*OFCINDEX + BsGDP;, + BsTAX +
BeBIGS + B;USGAAP + BsIFRS + By LITIGATE + B1oINDE + By MTB,, + By, NETI, +
B13SIZE;+ B1aOFCINDEX*BIGS + B1sOF CINDEX*LITIGATE + B1¢OFFSHORE*MTB;, +
B1;OFFSHORE*SIZE;, + B1gINDUSTRY + B1oIMR + & ®)

Zy =0+ B; OFFSHORE + B, OFCINDEX + B;OFFSHORE*OFCINDEX + PB4,GDP;, + BsTAX +
BsBIGS + B,CL + BoINVREC+ By DISTRESSED + B1oINDE + By MTB;, + Bi NETI, +
Bi3SIZE; + B1aOFCINDEX*BIGS + B,sOFFSHORE*MTB;, + B1sOF FSHORE*SIZE,, +
B INDUSTRY + B,sIMR +&; ©

According to Tables 6B and 7B the results for the Heckman two-stage regressions
for accruals and real earnings management are similar to those reported using the
OLS approach. For instance, the coefficients on offshore dummy variable

- (OFFSHORE) are positive and significant in all models that have DAC (B= 0.161,
p<0.000), IDAC| (B= 0.144, p<0.000) and P_DAC (= 0.232, p<0.000) as dependent
variables. In addition, for models that abnormal operation cash flows (A_CFO),
abnormal production costs (A_PROC) and the combined real earnings management

(A_REM) are dependent variable respectively (Table 7B), the coefficients on
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OFFSHORE are also significant as my prediction.

[INSERT TABLE 6B AND 7B HERE]

5.2.3.2 Discussion of Modified Jones Model

Recent studies discuss the overestimated discretionary accruals using a modified
Jones model because the model might estimate nondiscretionary components as
discretionary accruals which are related with growth and other firm characteristics. 1
take into account this concern and limitation in measuring discretionary accruals.
However, Cohen, Dey and Lys (2008) mentioned that only using discretionary
accruals as a dependent variable instead of an independent variable would not distort
the explanatory power of the tests. The probably overestimated discretionary accruals,
as a dependent variable, will not bias the explanation of independent variables of the
model. Thus, using the modified Jones model, the probably overestimated
discretionary accruals might lower the explanatory power of the model (lower RZ) but

are not likely to introduce any bias to the results.
5.2.3.3 Performance-matched Earnings Management Model

Although the modified Jones model (Dechow, Sloan and Sweeney (1995) model)
1s widely used in eamings management studies, many studies suggest that the
modified Jones method for the identification of discretionary accruals is somewhat
flawed. For example, McNichols (2000) offers evidence that discretionary accruals
are correlated with growth and that the mispricing of accruals may be a factor in the
“glamour stock” phenomenon. In order to release the assumption of the modified
Jones model (all credit sales are discretionary and the linear relationship assumption

between the proxies of earnings management and earnings performance), I repeat the
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tests by using the performance-matched technique illustrated in Kothari, Leone and
Wasley (2005). Specifically, I match each firm-year observation with another firm
from the same industry and year with the closest return on assets in the current ROA;
(net income divided by total assets). It is evident from Table 10 that my previously

reported results remain unchanged.

[INSERT TABLE 10 HERE]

5.2.3.4 Country-weighted Least Squares

The number of observations for each country varies for different OFCs (Table 1).
Thus, the results may be influenced by the unequal sample size across countries and
jurisdictions. I alleviate this concem by assigning proportional weights based on the
number of observations to each country and re-testing Equations (8) and (9). Using
country-weighted least square (WLS) tests ensure that uneven country representation
in my sample do not bias the results toward countries that are more heavily
represented. The results of country-weighted least squares in Table 11 are similar with
those in Table 6A and 7A. The results also hold if I simply drop the OFCs with the

largest number of firms, Singapore and Bermuda.

[INSERT TABLE 11 HERE]

5.2.3.5 Firm Institutional Ownership

Kim and Yi (2006) and Haw et al. (2004) argue that ownership concentration
affects incentives to manage earnings. However, because there are many missing
ownership variables of offshore firms, I do not include this proxy in the testing

models. Adding an ownership proxy, the percentage of common shares owned by the
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top three shareholders, to the set of control variables does not alter my main findings.
The results of Table 12 are basically the same as the results in Table 6A and 7A. For
instance, the coefficients on OFFSHORE for the model that [DAC| or A_REM is the
dependent variable respectively are positively significant, suggesting that offshore
firms are more likely to manage earnings using accruals and real earnings activities

than non-offshore firms.

[INSERT TABLE 12 HERE]

5.2.3.6 Other Robustness Checks

To examine whether my results are driven by one of the two types of offshore
firms, I subdivide the full sample into Type I and Type II samples. The Type 1 sample
is composed of Type I offshore firms and non-offshore firms, while the Type II
sample includes Type 1I offshore firms and non-offshore firms. I then rerun all the
models using these two samples respectively. After controlling for industry fixed
effects, the non-tabulated results demonstrate that both types of offshore firms are
more likely to manage accruals and real earnings activities than non-offshore firms.

Furthermore, I extracted U.S. and UK. firms from the full sample and compare
U.S. and UK. offshore firms (Type II offshore firms) to U.S. and U.K. non-offshore
firms in terms the measures of accruals and real earnings activities. The results show
that eveﬁ for U.S. and UK. firms, offshore firms are more likely to engage in both

accruals and real earnings activities (non-tabulated).
5.3 Offshore Firm Value

5.3.1 Short-run Market Reaction
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In Table 14, with different event windows, results of the market reaction to the
announcement of a firm’s transfer to or setting up an affiliate in OFCs are presented.
For all event windows that are close to the announcement dates, the means of
cumulative abnormal returns are not significant. For example, between Day -2 and
Day +2, firms announcing their transfer to or setting up an affiliate in OFCs
experience a positive mean of cumulative abnormal returns of 1.93 percent (t = 0.56,

p <0.578).

Therefore, to a large extent during the event period around the announcement
dates, the market does not react in a significantly positive way to these
announcements after 2002, probably because investors reconsider the risks of poor
investor protection and insider expropriation rather than just the tax benefits. This
finding supports the hypothesis H4 but is not consistent with prior studies before 2002
(Cantley (2003), Desai and Hines (2002)), suggesting that in short-run, the series of
financial scandals that occurred involving OFCs since 2001 have led market investors

to be more cautious about investing in firms operating in OFCs.

[INSERT TABLE 14 HERE]

5.3.2 Offshore Firm Value in Long-run
5.3.2.1 Univariate Results

Table 13 presents the Pearson correlation coefficients for variables used in
investigating offshore firm value (including Type I and Type II offshore firms and
non-offshore firms). The offshore dummy variable (OFFSHORE) is significantly
positively related to the proxies of firm value, Tobin’s Q and IAQ, meaning that

offshore firms enjoy the tax reduction benefits. However, as I expect in hypothesis H6,
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Tobin’s Q and 1AQ are significantly negatively related to the Offshore Attitude
Indexes (OFCINDEX), suggesting that the tax benefits of offshore firms in OFCs
with more OFC characteristics are more likely to be offset by poor investor protection
which is related to their loose legal regimes, flexible regulations and higher
information asymmetry. Moreover, consistent with prior studies (Durnev and Kim
(2005)) 1 find that Tobin’s Q and IAQ are significantly positively related to the
economic development of countries or jurisdictions, firm sales growth and prior
performance, and the ;absolute value of abnormal accruals. By contrast, leverage, size
and real earnings activities are significantly negatively associated with firm value.
The accounting standards affect firm value differently, and while there is a positive
relation between U.S. GAAP and firm value, IFRS negatively relates to Tobin’s Q and
IAQ. Finally, cross-listing in other countries’ stock markets may not be a way to
increase firm value, because there is a negative association between cross-listing and

firm value.

[INSERT TABLE 13 HERE]

Table 5 presents the comparison of offshore firms to non-offshore firms, and Type
I to Type II offshore firms. Panel A of Table 5 compares firm-level and country-level
Van'ables for offshore and non-offshore firms. On average, offshore firms have a
higher Tobin’s Q of 1.352, an IAQ of 0.160, and a profitability (PROFIT) of 1.719
compared to non-offshore firms. The results also indicate that offshore firms and
non-offshore firms differ significantly in the means and medians of Tobin’s Q and
IAQ. In contrast, offshore firms’ average liability ratio (LEVERAGE) is 49.1% and

sales growth is 2.6% which are less than those of non-offshore firms. However, most
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offshore firms still have higher sales growth rates, with a median of 8.4%, than most
non-offshore firms.

Panel B of Table 5 compares Type I and Type II offshore firms. The results
indicate that Type I offshore firms have a significantly lower mean (Q of 0.534 and
TIAQ of -0.199) and median (Q of 0.647 and IAQ of -0.458) firm value which are
proxied by Tobin’s Q and IAQ than those of Type II offshore firms (with a mean of Q
1.565 and of IAQ 0.345 and a median of Q 1.118 and of IAQ -0.044), supporting
hypothesis H5c. Furthermore, most Type I offshore firms have significantly lower
sales growth (7.7%), profitability (4.08%) and leverage (44.3%) than non-offshore
firms. However, the average profitability (1.704%) of Type I offshore firms does not
significantly differ from that of Type II offshore firms (1.727%).

To summarize, the univariate analysis provides preliminary evidence that offshore
firms are more likely to have higher value than non-offshore firms most likely
because of the tax avoidance benefits. Furthermore, Type I offshore firms enjoy lower
average corporate tax rates (13.1%) than those of Type II offshore firms (34.6%).
Finally, Type I offshore firms have, on average, less liability and the same profitability
as Type II offshore firms, and their firm value is significantly lower than that of Type

II offshore firms.
5.3.2.2 Multivariate Results

Table 15 presents the results of OLS cross-sectional regressions using the proxies
of firm value as dependent variables: Tobin’s Q and industry adjusted Tobin’s Q
(IAQ). Columns (1) to (4) of Table 15 show the results of the full sample which is
composed of all offshore firms (Type I and Type II offshore firms) and non-offshore

firms. To test hypothesis H5a, columns (1) and (3) do not include the interaction
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between the offshore dummy (OFFSHORE) and the Offshore Attitude Indexes
(OFCINDEX), while with this interaction columns (2) and (4) present results for
hypothesis H6. Consistent with my prediction (H5a), in columns (1) and (3) the
coefficients on offshore dummy variable (OFFSHORE) are positive and significant at
the 1% level in models that use Tobin’s Q (B= 0.175, p<0.000) and IAQ (B= 0.132,
p<0.000) as dependent variables, suggesting that offshore firms enjoy the tax
avoidance benefits with higher value than non-offshore firms. In addition, the
interaction of dummy variable OFFSHORE with OFCINDEX in column (2)or(3) is
negatively significant for Tobin’s Q (B= -0.165, p<0.000) and IAQ (B= -0.125,
p<0.000) models. This shows that offshore firms in OFCs with higher Offshore
Attitude Indexes, which measure the institutions characteristic of OFCs, are more
likely to have lower value, supporting hypothesis H6.

Furthermore, 1 split offshore firms into two sub-samples, Type I offshore firms
and Type II offshore firms, and then compare them to non-offshore firms, respectively.
Column (5) and (6) of Table 15 present the results of the Type I sub-sample including
Type I offshore firms and non-offshore firms. I find that the OFFSHORE coefficients
are negatively significant using Tobin’s Q (B=-0.213, p<0.000) and IAQ (= -0.193,
p<0.000) as dependent variables, indicating that Type I offshore firms do not have
higher value than non-offshore firms. In other words, the tax avoidance benefits of
Type 1 offshore firms are offset by other factors that market participants consider
important to firm value.

Columns (7) and (8) of Table 15 provide results for the Type II sub-sample
including Type II offshore firms and non-offshore firms. The coefficients on
OFFSHORE dummy are positively significant for models using Tobin’s Q (= 0.315,

p<0.000) and IAQ (= 0.241, p<0.000) as dependent variables respectively. Moreover,
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these significant coefficients are larger than those on OFFSHORE of the full sémple.
Thus, to a large extent, results reported for the full sample are driven by Type II
qffshore firms.

Putting all the results of Table 15 together, I find evidence that supports the
hypothesis H5a. Although Type II offshore firms have the complex legal structures
and high information asymmetry of their affiliates in OFCs, investors seem to believe
that the tax avoidance provides more positive benefits than the agency costs. As a
result, value is transferred from governments to shareholders for Type Ii offshore
firms with their headquarters in the U.S. and the U.K where investor protection is the
strictest in the world. In contrast, agency costs related to the loose legal regimes,
flexible regulations, economic crimes and secrecy policies of OFCs dramatically
offset the tax reduction of Type I offshore firms. Their value is significantly less than
that of non-offshore firms although they enjoy higher tax benefits than Type II
offshore firms.

In addition, most of the findings on control variables are consistent with prior
studies (Durnev and Kim (2005)). First, the coefficients on the logarithm of GDP, the
proxy for real economic activity, are positive and significant for most models with
Tobin’s Q and IAQ as dependent variables respectively, suggesting that firm value is
positively related to economic development. Further, the coefficients on size (SIZE)
and liability (LEVERAGE) are negative and significant for all models, while the
coefficients on sales growth (GROWTH) and profitability (PROFIT) are positively

significant for all models. Interestingly, in column (4), the increased absolute value of
abnormal accruals (JDAC]) increases firm value by 0.404 in the full sample when IAQ

1s the dependent vaniable. However, the increased real eamings activities sacrifice a

firm’s future economic opportunities and in turn decrease firm value (e.g. in column
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(4) for the full sample, = -0.246, p<0.000). In terms of accounting standards, U.S.
GAAP (USGAAP) is positively associated with firm value for all models while in the
models where IAQ is the dependent variable the association between the international
financial reporting standards (IFRS) and firm value is negative. Finally, cross-listing
is negatively significantly related to firm value, which is not consistent with prior
studies (e.g. Lang, Lins and Miller (2003)). It may be because in my sample offshore
firms are cross listed not only in the U.S. stock markets but also in other developed or
developing stock markets, such as the London Stock Exchanges or the Hong Kong

Stock Exchanges.
[INSERT TABLE 15 HERE]

Table 17 presents the changes to offshore firm value after the series of financial
scandals involving OFCs since 2001. Adding an interaction between dummy variable
OFFSHORE and YEAR2002 which is equal to 1 if a firm-year observation is in a
year after 2002 and 0 otherwise, columns (1) and (2) report results from a regression
of Tobin’s Q on interaction YEAR2002*OFFSHORE and other control variable,
while columns (3) and (4) report the same tests with IAQ as the dependent variable.
For the models that have Tobin’s Q as the dependent variable, the coefficients on
interaction YEAR2002*OFFSHORE are -0.060 (p <0.012) in column (1) and -0.055
(p <0.020) in column (2), respectively. In the models that have IAQ as the dependent
variable, the coefficients on the interaction are also negatively significant (in column
(3) B= -0.066, p<0.005; in column (4) B= -0.063, p<0.007). The results suggest that
the series of financial scandals involving OFCs such as Enron and Parmalat that have
occurred since 2001, have “led investors to reconsider other factors, such as agency

costs, except for the tax benefits of offshore firms, especially for Type II offshore
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firms.>® These factors are related not only to legal regimes, flexible regulations and
economic crimes of OFCs but also to the complex legal structures and high
information asymmetry caused by the secrecy policies of OFCs. As a result, the
valuation gap between offshore and non-offshore firms significantly narrows after

2002, providing evidence supporting hypothesis H5b.

[INSERT TABLE 17 HERE]

Results for the difference in firm value between Type I and Type 1I offshore
firms (Table 18) are consistent with hypothesis H5c. Using the offshore sample
mcluding Type I and Type II offshore firms, columns (1) and (2) in Table 18 show the
results of regressions where Tobin’s Q is the dependent variable. Although the model
i column (1) does not control for independence of offshore firms, the accruals and
real earnings management and cross-listing the coefficients on dummy variable TYPE
for both Tobin’s Q models are negatively significant, supporting hypothesis H5c. In
columns (3) and (4) I use the Industry Adjusted Tobin’s Q (IAQ) as the dependent
variable respectively. Results are the same as the models that have Tobin’s Q as the
dependent variable. Therefore, Type I offshore firms are more likely to have lower
value than Type II offshore firms after controlling for economic development (GDP),
firm-level governance (INDE), accounting standards (USGAAP and IFRS), a firm’s
characteristics (SIZE, LEVERAGE, PROFIT and GROWTH) and cross-listing

(CROSS).

[INSERT TABLE 18 HERE]

The impact of SOX on offshore firm value is presented in Table 19. Using the

30 1 split the offshore sample into Type 1 and Type I offshore samples to compare to the non-offshore sample
respectively after adding the interaction between OFFSHORE and YEAR2002. The results show that the

coefficients on the interaction for Type 11 sample are significantly negative (non-tabu]ated).
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sub-sample of offshore firms that are listed or cross-listed in the U.S. stock markets,
columns (1) to (3) show the results with Tobin’s Q as the dependent variable while
columns (4) to (6) provide the results with IAQ as the dependent variable. Consistent
with hypothesis H7, the dummy variable SOX is negative and significant (= -0.227,
p<0.000 in column (1); B= -0.235, p<0.000 in column (2); and = -0.214, p<0.000 in
column (3)) for the model with Tobin’s Q as the dependent variable. Moreover, the
coefficients on SOX are negatively significant (B= -0.236, p<0.000 in column (4); B=
-0.244, p<0.000 in column (5); and B= -0.212, p<0.000 in column (6)) for the model
with IAQ as the dependent variable. This suggests that following the enactment of
SOX, the value of offshore firms which are listed or cross-listed in the U.S. is
significantly reduced. It may be because the series of financial scandals involving
OFCs that spurred the enactment of SOX have led investors to revalue offshore firms,
especially Type 11 U.S. offshore firms (which is 96% of the sub-sample for offshore
firms listed or cross-listed in the U.S. stock markets) based not only on tax avoidance
benefits but also on other factors that affect firm value, such as the complex legal

structures and high information asymmetry of their organizations in OFCs.

[INSERT TABLE 19 HERE]

5.3.3 Additional Analyses and Robustness Checks
-5.3.3.1 Testing Self-Selection Bias

To address the argument that offshore firm value is driven by certain individual
firm attributes and institutional factors of OFCs, I control for self-selection bias using
Heckman’s (1979) two-stage model.

Larger firms, which have significant tax related debt, along with rapidly growth,
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and exhibiting high R&D intensity, are more likely to migrate to or set up affiliates in
OFCs (Desai and Hines (2002) and Desai, Foley and Hines (2005)). Other motivation
for firms’ migrating or setting up affiliates in OFCs may be to reduce the litigation
costs and the scrutiny of regulators and auditors. I first estimate a probit selection
model of firms’ determinants to operate offshore. Following that, I run Equation (14)

adding Inverse Mills Ratios (IMR):

Prob (OFFSHORE) = f (OFCINDEX, MTB, LEVERAGE, TAX, TAX*LEVERAGE, BIGS, SIZE,
- INDUSTRY)

X, = o+ P; OFFSHORE + B, OFCINDEX + B;OFFSHORE*OFCINDEX + B,GDP; +
BsTAX + Bg INDE + B; USGAAP + Bs IFRS + Bo SIZE;, + B PROFIT,, + By
GROWTH,, + By LEVERAGE; + B3 [DAC/, + B1s A_REM;, + B1sCROSS + B 6IMR
+ 8it > (14)

According to Table 16, the results for the Heckman two-stage regressions provide

further evidence that my findings are not driven by firm self-selection biases.
Specifically, in column (2) and (4) the coefficients on offshore dummy variable
(OFFSHORE) are positive and significant at the 1% level in models that use Tobin’s
Q (B= 0.405, p<0.000) and IAQ (B= 0.243, p<0.000) as dependent variables for the
full sample, while in column (7) and (8) the OFFSHORE coefficients are negatively
significant based on the Type I sample, -0.106 (p<0.000) and -0.059 (p<0.049) for
models that bave Tobin’s Q or IAQ as dependent variable, suggesting that offshore
firms (composed of Type I and Type II offshore firms) are more likely have higher
value than non-offshore firms but their tax benefits are offset more for Type I offshore
firms than for Type II offshore firms. In addition, the Offshore Attitude Indexes

(OFCINDEX) are negatively associated with offshore firm value, which is consistent

with hypothesis H6.

[INSERT TABLE 16 HERE]

5.3.3.2 Country-weighted Least Squares
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The number of observations for each country or jurisdiction varies among
different OFCs (Table 1). Thus, the results may be influenced by the unequal sample
size across countries and jurisdictions. To alleviate this concern, I assign proportional
weights, based on the number of observations, to each country and re-testing Equation
(14) using a full sample including Type I and Type II offshore firms and non-offshore
firms, and sub-samples (Type I sub-sample composed of Type I offshore firms and
non-offshore firms and Type II sub-sample made up of Type II offshore firms and
non-offshore firms). I find no change in the significance and direction of the
coefficients on OFFSHORE and the interaction OFFSHORE*OFCINDEX in
country-weighted least square (WLS) tests (Table 20). Therefore, results are robust to
the uneven country representation in my sample. After dropping the OFCs that are

home to the largest number of firms, Singapore and Bermuda, the results still hold.
[INSERT TABLE 20 HERE]

5.3.3.3 Valuation Gap Using the Industry-size Matched Non-offshore Sample

My non-offshore sample includes all available firms that are not registered in
OFCs or that have not set up affiliates in OFCs from 37 countries and jurisdictions in
the Osiris database. However, one concem is that the results of the narrow valuation
gap after 2002 are driven by the unmatched non-offshore sample because those
non-offshore firms are different in industry and size from offshore firms. To make my
findings more convincing, 1 matched each firm-year observation of offshore firms
with that of non-offshore firms from the same industry and year with the closest firm
size. There are 10,309 firm-year observations in the industry-size matched
non-offshore sample. Using the one by one matched non-offshore sample, I calculate

the different firm-year value of Tobin’s Q (Q_Diff) and IAQ (IAQ_Diff) between
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offshore and non-offshore firms. I then repeat the tests by using Q_Diff and IAQ_Diff
as dependent variables respectively and adding YEAR2002 dummy variable which is
equal to 1 if an observation is in a year after 2002 and 0 otherwise. In Table 21, the
dummy variable YEAR2002 is negatively significant on a 5% or 10% level for all
models. Therefore, it is evident from Table 21 that after 2002 the valuation gap

between offshore and non-offshore firms narrows.

[INSERT TABLE 21 HERE]

5.3.3.4 Firm Institutional Ownership

Previous studies (LaPorta et al. (1999), Fan and Wong (2002) and Haw et al.
(2004)) find that a firm’s institutional ownership is an important factor for firm value.
When ownership in a firm is concentrated, the controlling shareholders are likely to
have an undue influence over management, whereby they secure self benefits that are
unfavorable to minority shareholders. However, because there are many missing
ownership variables of offshore firms, I do not include this proxy in the testing
models. Adding an ownership proxy (the percentage of common shares owned by the
top three shareholders) to the set of control variables does not change my main
findings. In contrast, results in Table 22 become stronger than the results in Table 15

after controlling for a firm’s institutional ownership.

[INSERT TABLE 22 HERE]

5.3.3.5 Accounting Measures as Dependent Variables

Another concern is that my results about offshore firm value are simply because

offshore firms are more profitable than non-offshore firms, so offshore firms trade at
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higher prices relative to non-offshore firms. To address this concem, I use the
accounting measure of operating performance (EBITDA over assets (ROA), or
EBITDA over book equity (ROE)) as dependent variable of Equation (14) to regress
OFFSHORE dummy variable for the full sample (including offshore and non-offshore
firms), Type I sample (Type I and non-offshore firms) and Type II sample (Type II and
non-offshore firms), respectively. Here, I take into account the profitability of
offshore firms more deeply by asking whether offshore firms perform better than
non-offshore firms based on the measures of before—’;ax operation performance (Scott,
Ramabhadran and Chad (2008)).

In Table 23, I find that except for the model with EBITDA-on-Assets (ROA) as
the dependent variable for Type II sample, all coefficients on ROA or ROE for other
models are not significant. For example, using full sample, the coefficients on the
offshore dummy variable (OFFSHORE) are 0.008 (p<0.108) and 0.003 (p<0.955) for
models that have ROA or ROE as the dependent variable, respectively. This result
leads me to conclude that offshore firms to a large extent exhibit neither better nor
worse operating performance compared to non-offshore firms. Therefore, the firm
value difference between offshore firms (including Type I and Type II offshore firms)
and non-offshore firms, or between the Type 1 oﬁshbre firms and non-offshore >fmns
is driven by other factors, such as tax avoidance benefits, governance mechanisms or

the specific institutions characteristic of OFCs.

[INSERT TABLE 23 HERE]
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Chapter 6 —Discussion

Zingales (2000) argues that the increasing global competition, the growth in
international business, the changing nature of the physical assets of companies, in
addition to the growing importance of human resources for firms has led to profound
changes to the concept of ‘firm’. However, the existing theories do not take into
account the changes conceming capital structure, corporate governance and firm
value for these rapidly emerging new firms. Therefore, fundamental questions about
these new types of companies, such as financial reporting quality and firm value are
essential to current studies.

Zingales’ (2000) argument is illustrated by the dramatically increasing numbers
of offshore firms. Although offshore firms are registered in or have set up affiliates in
OFCs, they have limited physical assets in OFCs while their businesses are spread all
over the world. Therefore, offshore firms are subject to different institutional
environments, from countries or jurisdictions like OFCs with lower or zero tax
burdens but looser legal regimes and flexible regulations for investor protection, to
countries like the U.S and the UK with the strictest legal regimes and regulations in
the world (LaProta et al. (1997), (1998), and (2008)). Most importantly, offshore firms
have complex legal structures, because they are combination of those from their
country of listing, the country or jurisdiction where they are incorporated, and the
countries where they operate their businesses. The complexity of the legal structures
of offshore firms allows managers or controlling shareholders to shift their
governance behavior. As a result, the appearances of good governance based on
one-country mapping are overvalued compared to the reality of achieving it. Besides

the complex legal structures of offshore firms, the unique characteristics of OFCs may
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also distort the investor protection of offshore firms even for Type II U.S. and UK.
firms that set up affiliates in OFCs but are registered in the U.S. or the UK., two
countries that have the strongest investor protection index.

By investigating the quality of financial reporting and firm value of offshore
firms using a large sample including 10,553 firm-year observations from 21 OFCs, 1
find that offshore firms (including Type I and Type I offshore firms) are more likely
to engage in earnings management both in accruals and real earnings activities than
non-offshore fu;ms. In the short-run, market investors do not have significantly
positive reactions to an announcement that a firm is going to merge a company in or
migrate to an OFC after 2002. In long-run for the full sample (including Type I and
Type II offshore firms), investors assign a higher value to offshore firms compared to
non-offshore firms, most likely due to their tax ‘beneﬁts, However, results also show
that in the long run the value of Type I offshore firms is significantly less than that of
non-offshore firms but the value of Type II offshore firms is significantly higher than
that of non-offshore firms. Therefore, investors’ value-added behavior only matters to
those offshore firms with headquarters in countries or jurisdictions that have strict
legal regimes and regulations, which are Type II offshore firms. In other words,
mnvestors pricing the stock of a firm not only look at the tax benefits, but also consider
whether the tax benefits can be protected based on legal origins and regulations. Thus,
my findings imply that legal origins are very important for offshore firm value,
providing new evidence for prior studies which test the association between legal
origins and firm value (e.g. Shleifer and Wolfenzon (2002)).

After I analyze more deeply offshore firms concerning their financial reporting
quality and firm value, however, 1 find that the governance mechanisms based on

one-country mapping legal origin does not tell the whole story. First, in terms of
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financial reporting quality, Type II offshore firms also significantly manage more
earnings than non-offshore firms although they are based in countries with the
strictest légal regimes and regulations. In addition, the series of financial scandals that
have occurred since 2001 seem to have led investors to reevaluate the complex legal
structures of offshore firms (especially Type Il offshore firms) rather than just
considering the legal origins of these firms, leading to a significant narrowing of the
valuation gaps between offshore and non-offshore firms. These findings imply that
when we study issues concerning corporate governance mechanisms, especially in an
international setting, as researchers we may need to go further than the legal origin of
a company and investigate different aspects of a firm’s governance mechanisms, not
only considering their legal origins but also examining the legal regimes that they are
listed or incorporating in.

As I discussed in Chapter 2, most OFCs have flexible regulations which may
provide an environment for offshore firms to operate their business more efficiently or
profitably. However, my results indicate that the flexible regulations of OFCs are
more likely to encourage offshore firms to manage their earnings and decrease
investor protection that in turn deteriorates firm value. For instance, offshore fum
value significantly decreases as the Offshore Attitude Indexes, which measure the
features that characterize OFCs, increase. Therefore, my findings strongly suggest
that regulations do matter for firms’ financial reporting quality and public shareholder
wealth. Results about the effects of SOX also provide further evidence of this. For
example, the valuation gap between offshore and non-offshore firms significantly
decreased after the enactment of SOX in 2002, indicating that after 2002 investors of
offshore firms may pay more attention to the governance mechanisms of offshore

firms instead of only to the tax avoidance benefits.
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However, in fact, only a few years after SOX was enacted, some lobbyists began
to claim that significant regulations were stifling innovation. Schmidt (2006) posits
that:

“Mr. Factor (founder of the New York merchant banking firm, Mallory Factor)
has assembled a Republican dream team of lawyers, including Kenneth Starr who
investigated Bill Clinton, to press his case. Their goal is to prompt Congress to scale
back the law and reduce compliance costs for companies... (the) lawsuit is part of a
four-year campaign by opponents of the Sarbanes-Oxley law, which they said stifled
innovation by saddling companies with burdensome regulation. The U.S. Chamber of
Commerce which lobbied on behalf of 3 million companies, and some law-makers,
urged Securities and Exchange Commission chairman Christopher Cox to relax other
accounting requirements in the statute. (p.12)”

These kinds of reactions, combined with the findings of my thesis may make
regulators more cautious when responding to those demanding more deregulation.

Moreover, because of globalization which is increasing the complexity of
company structures, many multinational firms operate their business in different
countries and jurisdictions. Some firms can take advantage of “regulation arbitrage”,
as Enron and Parmalat did. This study also provides empirical evidence that different
regulatory systems impact on the financial reporting quality and firm value of
offshore firms. For instance, Type I offshore firms are more likely manage accruals
than Type II offshore firms because they are less likely to be scrutinized by regulators.
Therefore, enhancing a co-regulatory system, such as securities, accounting or
corporate governance is necessary. Responding to this necessity, G20 countries and
jurisdictions issued a declaration to boost global cooperation in London on April 2™
of 2009.

Consistent with Desai and Dharmapala (2009a), results of this study suggest that
tax shelters significantly increase the earnings management of offshore firms,

distorting their financial reporting quality. In addition, tax benefits do not necessarily

increase the value of offshore firms. For instance, Type I offshore firms exhibit
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~ significantly lower value than non-offshore firms in my study. These findings give
market investors evidence that although tax benefits seem to transfer value to public
shareholders, in the long-run the increased risks of opaque financial information and
insider expropriation of offshore firms, especially Type I offshore firms, may destroy
their investment. Moreover, according to my findings, OFC governments may
recognize that although zero or low taxation is an attractive policy, the negative
side-effects may also push them to reform this policy. For instance, on October 4th,
2009, the Cayman Islands announced that the government wo-uld think about
increasing tax rates.’’

Finally, my findings also provide implications for auditors. Although most
offshore firms are clients of Big4, they still are more likely to manage earnings than
non-offshore firms. In addition, Type I and Type II offshore firms focus on different
alternatives of earnings management based on their institutional legal environment
and litigation risks. Therefore, auditors may consider different alternatives of earnings
management for different types of offshore firms. Therefore, this research provides
new insights about offshore firms for governments, regulators, auditors and market
participants, especially for academia which is focusing on international accounting

issues.

3! Data sources: The New York Times website, http://www.nytimes.com

79



Chapter 7 — Conclusion

This thesis concentrates on the implications for an offshore firm’s value and
quality of its financial reporting. Prior studies have focused on OFCs, with much less
attention having been devoted to offshore firms. In effect, except for tax avoidance, 1
am not aware of any prior work exploring these important and fundamental
perspectives concerning firms that are registered in or set up affiliates in OFCs,
especially studies linking firm value and financial reportipg quality to the
characteristics of OFCs in an international setting. Therefore, this study contributes to
research on offshore financial centers, on governance at the country-level and
firm-level, and extends the literature of earnings management and firm value into new
territory, providing new perspectives on the relationship between a firm’s institutions,
its governance and its value and financial reporting.

In Chapter 2, I investigate the institutional background of OFCs and the impact of
OFCs’ characteristics on offshore firms. Explicitly, in most offshore financial centers
zero or low taxation plays a very important role because these countries or
jurisdictions do not have an abundance of natural resources that can help them create
wealth. Zero or low tax rates attract financial or non-financial companies alike to
register in or set up affiliates in OFCs. In addition, in OFCs, there are many financial
companies providing services for non-residents. However, because of the loose legal
regimes, flexible regulations and secrecy policies of most OFCs, many OFCs serve as
platforms for economic crime, such as money laundering. In order to maintain zero or
low taxation, most OFCs are not willing to cooperate with other countries, such as the

U.S. and Canada, to deal with tax evasion and economic crimes.
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Under these specific and unique institutional environments, offshore firms are not
only significantly affected by their complex firm-level legal structures but also by the
characteristics of OFCs, such as legal institutional environments, economic
development, flexible regulations, economic crimes and secrecy policies. These
distinctive aspects of OFCs make it easier for offshore firms to engage in the
distortion of financial reporting. In addition, the agency costs of offshore firms offset
the added value that they supposedly gain through tax avoidance benefits.

Investigating the quality of financial reporting of offshore firms measured by
earnings management is one of the main objectives of this research. Specifically, I
explore if offshore firms are more likely to engage in earnings management than
non-offshore firms, and how offshore firms manage their eamnings as the Offshore
Attitude Index increases. Further, I examine how SOX has impacted offshore firms
that are listed or cross-listed in the U.S. stock markets. Using a large sample of 2,207
offshore firms with 10,553 firm-year observations from 21 OFCs across the world, I
find that offshore companies are more likely to engage in both accruals and real
earnings management. In addition, consistent with my hypothesis, managers of
offshore firms that incorporate in OFCs with higher Offshore Attitude Indexes prefer
to choose accruals to increase their reported earnings rather than real eamings
activities. Finally, the results also indicate that accruals management of offshore firms
that are listed or cross-listed in the U.S. stock markets has declined significantly since
SOX was enacted. Consequently, this study contributes to the growing literature on
the quality of international financial reporting and earnings management. Prior
evidence about this issue is limited and incomplete. The findings in this study show
the features of OFCs and how the complex legal structures which are beyond the

simple legal origin of one-country mappings affect the financial reporting of offshore
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firms. Further, this research sheds additional light on earnings management
alternatives by showing the association between the characteristics of OFCs and the
alternatives of earnings management of offshore firms.

The impact on firm value of firms operating in OFCs is another main focus of my
study. On the one hand, firms that are registered in or set up affiliates in OFCs (Type 1
and Type II offshore firms) obtain tax avoidance benefits, which supposedly add to
firm value. On the other hand, to a large extent OFCs’ specific institutional factors
and the complex legal structures of offshore firms offset their firm value, especially
for Type I offshore firms that have higher attributes of OFCs than Type II offshore
firms. Thus, my findings document that offshore firms (including Type I and Type II
offshore firms) are worth more than non-offshore firms, but the firm value of Type I
offshore firms is significantly less that non-offshore firms while Type II offshore
firms enjoy higher valuation premiums relative to non-offshore firms. However, the
valuation premiums of all offshore firms have been significantly reduced after the
series of financial scandals involving OFCs have occurred since 2001. Investors may
re-price offshore firms, considering the OFCs’ features and the complex legal
structures of offshore firms that are largely related to investor protection. To account
for the heterogeneity of OFCs, I also find a negative relationship between the
Offshore Attitude Indexes and firm value, indicating that firms from OFCs with
higher indexes benefit less from their offshore base because of the interacted effects
of their loose legal regimes, flexible regulations, economic crimes and secrecy
policies. Finally, the results posit that after the enactment of SOX, the valuation of
firms listed or cross-listed in the U.S. stock markets significantly decreases.

Although this thesis 1s one of the first steps in exploring impacts other than just

the tax avoidance benefits for a firm’s operation in OFCs globally, it leaves some
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questions unresolved. First of all, besides Masciandaro’s (2006) comprehensive
Offshore Attitude Indexes, there are not systematic and specific measures that capture
the different aspects of OFCs’ characteristics, such as their legal regimes, regulation
strictness, and economic crime pollution levels. Therefore, 1 cannot thoroughly
analyze the extent to which the different aspects of OFCs’ features have impacted the
quality of financial reporting and firm value of offshore firms. As a result, some
findings of this thesis need to be interpreted with caution. Secondly, the Osiris
database mainly provides cash flow data since 1998, and there are many omitted
observations in terms of corporate governance information of offshore firms.

In light of this thesis, there are many other issues concerning offshore firms that
can be explored by future research. For instance, an interesting study would be to
evaluate the use of equity-based compensation in offshore firms and analyze whether
managerial opportunism, as reflected in enhanced compensation packages, underlies
the drive to use OFCs to raise capital. I propose that management compensation of
offshore firms is different from non-offshore firms. Moreover, based on the loose
legal regimes and the secrecy of OFCs, insiders iﬁ offshore firms, such as managers or
controlling shareholders, can enhance their wealth, or easily expropriate minority
shareholders of listed firms through management compensation. Another valid
question is whether the reduced risks of government expropriation of offshore firms
encourage offshore firms to grant more equity-based compensation.

Further, using proxies of earnings management, my thesis examines the quality of
financial reporting of offshore firms and the link between the characteristics of OFCs
and offshore firms engaging in earmnings management. However, another literature
stream about fmancial reporting quality is conservatism. The unique institutional

characteristics of OFCs may lead offshore firms to be less conservative, which
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decelerates the recognition of bad news in earnings and in turn decreases the
reliability of reported earnings (Watts (2003), Bushman and Piotroski (2006), LaFond
and Watts (2008)), even for U.S Type II offshore firms. Therefore, it would be
worthwhile to investigate the conservatism of offshore firms.

Overall, this study seeks to address two important and fundamental questions
about firms’ reliance on OFCs: the quality of financial reporting and firm value. With
globalization, offshore firms as a new type of firm are dramatically emerging around
the world. Although the majority of jurisdictions that operate as OFCs ha.ve a
Common Law based legal system (Dharmapala (2008)), the flexible regulations,
economic crimes, and secrecy policies of most OFCs all adversely affect the quality
of financial reporting and firm value of offshore firms. My research provides further
evidence for academics, governments and practitioners: that except for tax avoidance,
other perspectives concerning firms’ operation in OFCs, such as financial reporting

quality and firm value, should not be ignored.
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Figure 2: Geographical distribution of Offshore Financial Centers.
Source: The Economist survey (February 22, 2007).

& Offshore Saancid

ceptie |

96



Figure 3: GDP per capita of Offshore Financial Centers and G7 Countries.
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Table 1
Offshore Firms by Jurisdictions and Offshore Attitnde Index

This table shows the distribution of offshore firms by different Offshore Financial Centers (OFCs) as of
December 31, 2007. Panel A lists Type I offshore firms located in 21 OFCs. Type I offshore firms are
firms registered in OFCs. The Offshore Attitude Index is from Masciandaro (2006). It is the index that
measures attitudes towards OFCs based on multiple factors such as potential national benefits, political
stability, regulations enforcement, the presence of crime, and an inclusion in one of the OFCs’
blacklists: Financial Stability list, FATF list of Non Cooperative Countries and Territories, and OECD
list of tax havens. The index is equal to 0 if a country shows a strong onshore attitude; 1 if a country
does not show a strong onshore attitude but it was not listed in one of the blacklists; 2, 3, and 4 if a
country was present in one, two, or three blacklists, respectively. Panel B lists the type 11 offshore firms.
Type 1I offshore firms are U.S. and U.K. firms that set up affiliates in OFCs. The Offshore Attitude
Index values for the U.S. and UK. are 0.

Panel A Type I Offshore Firms

Country Offshore Number of Type 1 Firm-year Pe}'centage
OFC Code Attitude Index Offshore f)':pnns Observations Flm—year
Observations
Bahamas BS 5 6 33 0.26
Bahrain BH 3 13 87 0.70
Bermuda BM 2 483 3,659 29.26
Cayman Islands KY 4 348 1,974 15.79
Cyprus CY 4 4 16 0.13
Gibraltar Gl 3 3 9 0.07
Hong Kong HK 1 111 968 7.74
Ireland RE 0 61 430 3.44
Latvia LV 1 31 153 1.22
Lebanon LB 3 2 10 0.08
Liberia LR 4 3 14 0.11
Luxembourg LU 1 23 136 1.09
Malta MT 2 3 16 0.13
Marshall Islands MH 5 7 21 0.17
Mauritius MU 3 24 172 1.38
Monaco MC 3 1 9 0.07
Netheriands Antilles AN 4 5 36 0.29
Panama PA 5 12 52 0.42
Singapore SG 2 495 3,376 27.00
Switzerland CH 0 155 1,246 9.97
Virgin Islands (British) VG 4 16 85 0.68
Total: ] 1,806 12,502 100
Average: 2.810
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Table 1 (continued)

Offshore Firms by Jurisdictions and Offshore Attitude Index

Panel B Type Il Offshore Firms

OFC Number of Type II Offshore Firms Firm-year Observations
US. UK. uU.sS. UK.

Firms _ Firms Total Firms Firms Total
Bahamas 41 0 41 264 0 264
Bahrain 13 0 13 120 0 120
Bermuda 234 0 234 1,552 0 1,552
Cayman Islands 235 30 265 1,520 201 1,721
Cyprus 48 15 63 337 98 435
Gibraltar 24 6 30 168 42 210
Hong Kong 398 107 505 2,640 736 3,376
Ireland 363 203 566 2,219 1,301 3,520
Latvia 27 1t 38 188 71 259
Lebanon 13 3 16 89 18 107
Liberia 14 0 14 92 0 92
Luxembourg 214 58 272 1,246 403 1,649
Malta 14 0 14 86 0 86
Marshall Islands 5 0 5 34 0 34
Mauritius 108 10 118 752 63 815
Monaco 5 1 6 27 7 34
Netherlands Antilles 44 0 44 238 0 238
Panama 77 10 87 469 63 532
Singapore 429 95 524 3,001 605 3,606
Switzerland 390 88 478 2,605 606 3,211
Virgin Islands (British) 130 52 182 864 354 1,218
Total 2,826 689 3,515 18,511 4,568 23,079

Notes: Some U.S. and U.K. firms have affiliates in different OFCs. Therefore, in this table some U.S.
and UK firms are counted more than once. The Type II offshore sample in Table 2 shows the
sample of Type II offshore firms after refined process in which every U.S. or U.K. firm is only

counted one time.
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Table 2

Offshore Sample Construction Process and Full Sample Structure

Panel A Construction Process of Offshore Sample

Offshore firms in 21 OFCs as of 2007 3196
Type I offshore firms 1806
Type II offshore firms after refined process 1390

Firm-year observations of offshore firms from 1998 to 2007 24542
Less: Firm-level variables are unavailable 13602

Available firm-year observations 10940
Less: Observations with extreme values 387

Number of total observations 10553

Panel B Sample Structure
Offshore Sample Non-offshore
Full Sample
Type 1 Type 11 Total Sample
Firms 1,024 1,183 2,207 8,257 10,464
Firm-year Observations 3,580 6,973 10,553 30,621 41,174
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Table 3

Summary Statistics for Offshore Firms

This table reports summary statistics of the main variables for the entire sample of offshore companies
(Type 1 and Type II offshore samples combined) in Panel A and by industry in Panel B. All of the
variables are defined in Appendix A.

Panel A Summary Statistics of Offshore Firms

Variable N 25" percentile Mean Median perzz;hﬁle ls)t:’ieggn
DAC 10,553 -0.104 -0.017 0.004 0.091 0.342
DAC) 10,553 0.039 0.222 0.098 0.228 0.346
P DAC 10,553 0.043 0.167 0.099 0.204 0.205
A— CFO 10,553 -0.096 0.031 0.016 0.149 0.427
A—DISE 10,553 -0.176 -0.025 -0.061 0.079 0.283
A_PROD 10,553 -0.109 0.005 0.029 0.152 0.310
A_REM 10,553 -0.352 -0.002 0.037 0.343 0.753
T;PE 10,553 0 0.339 0 1 0.473
SOX © 10,553 0 0.659 | 1 0.474
TAX 10,553 0.180 0.273 0.353 0.353 0.110
LOG GDP 10,553 12.338 14.260 16.443 16.443 3.017
OFCI_NDEX 10,553 0 0.648 ] 2 1.109
BIGS 10,553 I 0.809 1 1 0.393
USGAAP 10,553 0 0.579 1 1 0.494
IFRS 10,553 0 0.380 0 1 0.485
LITIGATE 10,553 0 0.392 0 1 0.488
CL 10,505 0.161 0.285 0.245 0.360 0.417
INVREC 10,505 0.102 0.235 0.194 0.332 0.174
DISTRESSED 10,505 1 0.766 1 I 0.424
INDE 10,553 0 2.977 5 7 4.016
OWNERSHIP (%) 5,891 8.700 17.725 11.810 17.680 16.448
MTB 10,553 1.032 3.376 1.852 3.320 11.216
NETI 10,553 0.004 0.019 0.044 0.087 0.540
SIZE 10,553 11.000 12.576 12.598 14.200 2.252
LEVERAGE 10,553 0.320 0.491 0.492 0.634 0.314
GROWTH 10,553 -0.018 0.026 0.084 0.194 0.449
PROFIT (%) 10,553 0.360 1.719 4.410 8.650 15.288
Q 10,553 0.590 1.352 0.945 1.585 1.331
1AQ 10,553 -0.566 0.160 -0.197 0.409 1.296
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Table 3 (Continued)

Summary Statistics for Offshore Firms

Panel B Observations of Offshore Firms by Industry

Industry ICB code in the Osiris Database Observations
Energy 0533 0537 0573 0577 416
Materials 1353-1779 639
Industrial 2353-2799 3353-3785 5,187
Consumer Discretionary 5333-5379 628
- Consumer Staples 5553-5759 732
Health Care 4533-4577 760
Information Technology 6535 6575 89
Telecommunication Services 9533-9578 1,931
Utilities 7535 7573-7577 171
Total 10,553
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Table 5

Univariate Tests

This table reports mean comparison tests (based on t-tests) and median comparison tests (based on
Z-tests) for main variables. Panel A compares the offshore firms sample with the non-offshore firm
sample. Panel B compares the Type I offshore firms sample with the Type 11 offshore firms sample. Type
I offshore firms are firms registered in OFCs. Type II offshore firms are U.S. and U.K. firms that set up
affiliates in OFCs. The null hypothesis is that the means and medians are different across the
corresponding sub-samples. *, ** *** indjcate significance at the 10%, 5%, and 1% levels (based on a
two-tailed test), respectively. All of the variables are defined in Appendix A.

Panel A Offshore and Non-offshore Firms

Offshore Non-Offshore Difference in Difference in
Firms _Firms means medians

Variable N Mean Median N Mean Median t-test Z-test
OFCINDEX 10,553 0.648 0.000 30,621 0.325 0.000 -29.03*** 11.15%**
LOG_GDP 10,553 14.260 16.443 30,621 14.615 14.994 11.50%*% 16.42%**
TAX 10,553 0.273 0.353 30,621 0.358 0.340 17.50%** -51.85%**
DAC 10,553  -0.017 0.004 30,621 0.029 0.024 C 14.22%%* -18.45%**
IDAC] 10,553 0.222 0.098 30,621 0.160 0.088 -17.01%** 9.32%**
P_DAC 5,415 0.183 0.088 17,875 0.162 0.102 -5.61%** -4.825%**
A_CFO 10,553 0.031 0.016 30,621 -0.019 -0.008 -14.12%** 16.82%**
A_DISE 10,553  -0.025 -0.061 30,621 -0.038 -0.071 -4.04%** 3.25%%*
A_PROD 10,553 0.005 0.029 30,621 0.001 0.032 -1.05 2.24%*
A _REM 10,553  -0.002 0.037 30,621 0.064 0.119 8.24%** -13.95%%*
BIG5 10,553 0.809 1 30,621 0.520 i -60.5]1*** 52.13%%*
USGAAP 10,553 0.579 1 30,621 0.267 0 -57.53*%* 58.13%**
IFRS 10,553 0.380 0 30,621 0.278 0 -18.86*** 19,574+
LITIGATE 10,553 0.392 0 30,621 0.346 0 -8.36%** 8.48***
CL 10,505 0.258 0.245 29,666 0.311 0.281 6.26%%* -17.13%**
INVREC 10,505  0.235 0.194 29,666 0.303 0.284 33.89%** =34, 14%%*
DISTRESSED 10,505 0.766 1 29,666 0.791 1 5.31%%+ -5.42%**
INDE 10,553 2.977 5.000 30,621 4.596 5.000 34.99%** -35.40%**
SIZE 10,553 12.576 12.598 30,621 11.830 11.786 -30.26*** 31.24%**
NETI 10,553 0.019 0.044 30,621 -0.003 0.032 -3.96%** 15.74%**
LEVERAGE 10,553 0.491 0.492 30,621 0.497 0.509 6.53%** -6.54%**
GROWTH 10,553 0.026 0.084 30,621 0.037 0.074 2.19%* 4.3 %>
PROFIT (%) 10,553 1.719 4.410 30,621 0.344 3.190 -7.87*** 15.38%**
MTB 10,553 3.376 1.852 30,621 3.346 1.497 -0.14 20.81x**
Q 10,553 1.352 0.945 30,621 1.125 0.811 -15.74%** 17.36%**
1AQ 10,553 0.160 -0.197 30,621 -0.055 -0.318 -15.28*** 16.41%%*
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Table 5 (Continued)

Univariate Tests

Panel B Type I and Type II Offshore Firms

Ty e Dillemeein - Difcei

Variable N Mean Median N Mean Median t-test Z-test

OFCINDEX 3,580 1.911 2.000 6,973 0 0.000 -103.99 *** 91.79%**
LOG_GDP 3,580 10.484 12.135 6,973  16.199 16.443 158.09*** -93.68***
TAX 3,580 0.131 0.175 6,973 0.346 0.353 187.59%** -93.73%**
DAC 3,580 0.033 0.039 6,973 -0.024 -0.009 -1.94%* 15.45%%*
IDAC| 3,580 0.404 0.129 6,973 0.229 0.082 -5.55%*+ 16.44%%*
P DAC 2,049 0.372 0.128 3,366 0.220 0.068 -4.00%** 17.32%%*
A _CFO 3,580 0.002 -0.021 6,973 0.011 0.031 0.25 -12.00***
A_DISE 3,580 -0.012 -0.110 6,973 0.005 -0.038 0.65 -17.99%**
A_PROD 3,580 0.085 0.080 6,973  -0.045 0.004 -15.22%%* 19.85%**
A_REM 3,580 0.157 0.175 6,973  -0.084 -0.019 -14.76%** 18.86***
BIG5 3,580 0.711 1 6,973 0.859 1 17.16 *** -18.35%**
USGAAP 3,580 0.015 0 6,973 0.869 1 188.84*** -84.15%+**
IFRS 3,580 0.896 1 6,973 0.115 0 -122.51%%+ 78.24%%*
LITIGATE 3,580 0.259 0.000 6,973 0.460 0.000 21.34%%* -20.08***
CL 3,532 0.323 0.282 6,973 0.266 0.234 -4, 87*** 10.98***
INVREC 3,532 0.266 0.248 6,973 0.219 0.183 ~12.01%** 8.39%**
DISTRESSED 3,532 0.745 1 6,973 0.776 1 3.52% -3.57 %
INDE 3,580 1.531 1.000 6,973 5.792 7.000 -59.28%x* -64.65%**
SIZE 3,580  11.253 11.216 6,973  13.256 13.428 50.12%%* -45.99%**
NETI 3,580 0.035 0.041 6,973 0.011 0.047 -1.74* -1.90*
LEVERAGE 3,580 0.439 0.443 6,973 0.503 0.516 15.09%%* -14.78%**
GROWTH 3,580 -0.051 0.077 6,973 0.065 0.088 10.51%%* -4 1 7H**
PROFIT (%) 3,580 1.704 4.080 6,973 1.727 4.620 0.07 -1.61
MTB 3,580 2.477 1.096 6,973 3.838 2.277 5.57*x* -38.71¥x*
Q 3,580 0.534 0.647 6,973 1.565 1.118 25.41%%x -35.34%**
1AQ 3,580 -0.199 -0.458 6,973 0.345 -0.044 22.29%%* -30.41%x*
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Table 6A
Multivariate Tests for Accruals Management of Offshore Firms

This table reports panel regression estimates with accruals management measures (abnormal accruals
(DAC), the absolute value of abnormal accruals (IDAC]), and positive abnormal accruals (P_DAC)) as
dependent variables. The regressions with DAC and [DAC] as dependent variables use full sample including
Type I and Type II offshore firms and non-offshore firms, while the regression with P_DAC as dependent
variable uses a sub-sample of which every firm-year observation has positive DAC. Each regression
includes industry fixed effects. Firm or country fixed effects are not included because OFCINDEX variable
does not vary through time and across countries. To account for error term correlation within countries,
standard errors are clustered by countries. The standard errors are robust to heteroschedasticity. The
numbers in parentheses are probability levels at which the null hypothesis of zero coefficient can be
rejected. *, ¥* ¥** jpdicate significance at the 10%, 5%, and 1% levels (based on a two-tailed test),
respectively. (H1a) and (H2) refer to the first-a and second hypotheses described in the text, respectively.
All of the variables are defined in Appendix A.

DAC [DAC] P _DAC
0.133%%* 0.192%#* 0.274***
OFFSHORE (Hl1a) (0.000) (0.000) (0.000)
OFCINDEX -0.001 -0.061*** -0.047***
(0.831) (0.000) (0.000)
OFFSHORE*OFCINDEX (H2) 0.013*** 0.035%*+* 0.036***
(0.005) (0.000) (0.000)
TAX -0.000 -0.003 -0.002
(0.976) (0.129) (0.370)
LOG_GDpP 0.004** -0.018*** -0.010***
(0.023) (0.000) (0.000)
BIGS -0.009** ~0.012%*+* -0.009***
(0.012) (0.001) (0.009)
OFCINDEX*BIG5 -0.005 -0.019%** -0.016***
(0.226) (0.000) (0.001)
USGAAP -0.022%** -0.0174+* -0.009*
(0.000) (0.001) (0.082)
IFRS 0.003 -0.004 -0.001
(0.489) (0.248) (0.798)
LITIGATE 0.002 -0.029*** -0.023%**
(0.433) (0.000) (0.000)
OFCINDEX*LITIGATE -0.000 0.026*** 0.023%**
(0.921) (0.000) (0.000)
INDE 0.001 0.000 0.001**.
(0.201) (0.444) (0.045)
SIZE -0.014**+ -0.015%** -0.014%**
(0.001) (0.000) (0.000)
MTB 0.000 0.009*** 0.007***
(0.520) (0.000) (0.000)
NETI 0.317*** 0.106*** 0.062%**
(0.000) (0.000) (0.000)
OFFSHORE*SIZE -0.014*** -0.010*** -0.020%**
(0.000) (0.000) (0.000)
OFFSHORE*MTB -0.001%* 0.000 0.000
(0.018) (0.216) 0.911)
Industry Fixed Effects Yes Yes Yes
Adjusted R? 0.049 0.075 0.087
No. of Observations 41,174 41,174 23,290
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Table 6B
Multivariate Tests for Accruals Management of Offshore Firms
Controlling for Self-Selection Bias

This table reports panel regression estimates with accruals management measures (abnormal accruals (DAC), the
absolute value of abnormal accruals (JDACY), and positive abnormal accruals (P_DAC)) as dependent variables
controlling for self-selection bias using the Heckman (1979) two-stage methodology. The regressions with DAC
and |DAC] as dependent variables use full sample including Type I and Type I offshore firms and non-offshore firms,
while the regression with P_DAC as dependent variable uses a sub-sample of which every firm-year observation
has positive DAC. The first-stage regressions are estimated using Probit regressions with the dependent variable
OFFSHORE equal to 1 if a firm is an offshore firm, and 0 otherwise. Firm or country fixed effects are not
included because OFCINDEX variable does not vary through time and across countries. To account for error term
correlation within countries, standard errors are clustered by countries. The standard errors are robust to
heteroschedasticity. The numbers in parentheses are probability levels at which the null hypothesis of zero
coefficient can be rejected. *, ** *** indicate significance at the 10%, 5%, and 1% levels (based on a two-tailed
test), respectively. (H1a) and (H2) refer to the first-a and second hypotheses described in the text, respectively. All
of the variables are defined in Appendix A. -

Selection DAC IDAC| Selection P DAC
Equation (Heckman) (Heckman) Equation (Heckman)
OFFSHORE (H1la) 0.161*** 0.144%** 0.232%%*
(0.000) (0.000) (0.000)
OFCINDEX -0.391*** -0.000 -0.063*** -0.298%** -0.048***
(0.000) (0.988) (0.000) (0.000) (0.000)
OFFSHORE*OFCINDEX (H2) 0.012%** 0.037*** 0.038***
(0.010) (0.000) (0.000)
TAX -13.035%** 0.000 -0.003* -12.505%%* -0.002
(0.000) 0.791) (0.055) (0.000) (0.223)
LOG_GDP 0.005*** -0.020*+** -0.012%**
(0.004) (0.000) (0.000)
LEVERAGE -2 15 ¥ -2.072%%*
(0.000) (0.000)
LEVERAGE*TAX 5.809%** 5.676%**
(0.000) (0.000)
BIGS 0.713%%* -0.012%** -0.005 0.686%** -0.004
(0.000) (0.002) (0.153) (0.000) (0.263)
OFCINDEX*BIG5 -0.005 -0.018*** -0.016***
(0.182) (0.000) (0.000)
USGAAP -0.021%** 0.018%** -0.010**
(0.000) (0.000) (0.048)
IFRS 0.002 -0.003 -0.000%**
(0.614) 0.414) (0.975)
LITIGATE 0.002 -0.030*** -0.024%**
0.675) (0.000) (0.000)
OFCINDEX*LITIGATE -0.001 0.027*** 0.023***
(0.844) (0.000) (0.000)
INDE 0.001 0.000 0.001*
(0.142) (0.663) (0.085)
SIZE 0.141%%* -0.014**+ -0.014*** 0.122%** -0.013%**
(0.000) (0.000) (0.000) (0.000) (0.000)
MTB 0.046%** -0.001 0.009*** 0.045*** 0.007***
(0.000) (0.117) (0.000) (0.000) (0.000)
NETI 0.317*** -0.105%*+* 0.063***
(0.000) (0.000) (0.000)
OFFSHORE*SIZE -0.014%** -0.009+** -0.020***
(0.000) (0.000) (0.000)
OFFSHORE*MTB -0.001** 0.000 0.000
(0.018) 0.211) (0.891)
IMR -0.014** 0.024%** 0.021**+
(0.041) (0.000) (0.003)
Industry Fixed Effects Yes Yes Yes Yes Yes
Adjusted or Pseudo R? 0.053 0.093 0.106
No. of Observations 41,174 41,174 41,174 23290 23,290
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Table 7A
Multivariate Tests for Real Earnings Management of Offshore Firms

Using a full sample that composed of Type I and Type II offshore firms and non-offshore firms, this table reports
panel regression estimates with real earnings management measures (abnormal operation cash flows (A_CFO),
abnormal discretionary expenses (A _DISE), abnormal production costs (A_PROD) and the combined real
earnings management (A_REM)) as dependent variables. Each regression includes industry fixed effects. Firm or
country fixed effects are not included because OFCINDEX variable does not vary through time and across
countries. To account for error term correlation within countries, standard errors are clustered by countries. The
standard errors are robust to heteroschedasticity. In the full sample, some firm-year observations are missing for
some control variables. The numbers in parentheses are probability levels at which the null hypothesis of zero
coefficient can be rejected. *, **, *** indicate significance at the 10%, 5%, and 1% levels (based on a two-tailed
test), respectively. (H1a) and (H2) refer to the first-a and the second hypotheses described in the text, respectively.
All of the variables are defined in Appendix A.

A CFO A_DISE A PROD A REM
OFFSHORE (H1a) ~0.345%** 0.063*** 0.342%** 0.779***
(0.000) (0.001) (0.000) (0.000)
OFCINDEX -0.039%** -0.094*** 0.107*** 0.246***
(0.000) (0.000) (0.000) (0.000)
OFFSHORE*OFCINDEX (H2) 0.013%*+* 0.026*** -0.064*** -0.113%**
(0.000) (0.000) (0.000) (0.000)
TAX -0.001*** 0.003 -0.002 -0.004
(0.001) (0.151) (0.247) (0.354)
LOG_GDP -0.007*** -0.009*** 0.010*** 0.029***
(0.001) (0.000) (0.000) (0.000)
BIGS -0.009** -0.025%** 0.010%*+* 0.045%**
(0.021) (0.004) (0.003) (0.000)
OFCINDEX*BIGS 0.021*** 0.01 1*** 0.017*** -0.017*
(0.000) (0.003) (0.000) (0.060)
CL -0.070*** 0.001 0.109*** 0.193***
(0.000) (0.907) (0.000) (0.000)
INVREC -0.223%** 0.008 0.161**+ 0.400***
(0.000) (0.344) (0.000) (0.000)
DISTRESSED 0.033%** -0.003 -0.003 -0.040%**
(0.000) (0.331) (0.419) (0.000)
INDE -0.002%** 0.001*** 0.001*+* 0.000
(0.000) (0.000) 0.017) (0.983)
SIZE -0.008*** 0.002*** 0.014*** 0.020***
(0.000) (0.006) (0.000) (0.000)
MTB 0.001** 0.011*** -0.013*** -0.025%**
(0.021) (0.000) (0.000) (0.000)
NETI 0.539**+ -0.131#** -0.345%** -0.728%**
(0.000) (0.000) (0.000) (0.000)
OFFSHORE*SIZE 0.029*** -0.002 -0.026%** -0.065%**
(0.000) (0.143) (0.000) (0.000)
OFFSHORE*MTB 0.001+** 0.001*** 0.000* 0.000
(0.000) (0.000) (0.071) (0.876)
Industry Fixed Effects Yes Yes Yes Yes
Adjusted R? 0.103 0.050 0.091 0.095
No. of Observations 40,170 40,170 40,170 40,170
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Table 7B

Multivariate Tests for Real Earnings Management of Offshore Firms Controlling for Self-Selection Bias
Using a full sample that composed of Type 1 and Type II offshore firms and non-offshore firms, this table reports panel
regression estimates with real earnings management measures (abnormal operation cash flows (A_CFO), abnormal
discretionary expenses (A_DISE), abnormal production costs (A_PROD) and the combined real earnings management
(A_REM)) as dependent variables controlling for self-selection bias using the Heckman (1979) two-stage methodology.
The first-stage regressions are estimated using Probit regressions with the dependent variable OFFSHORE equal to 1 if a
firm is an offshore firm, and 0 otherwise. Each regression includes industry fixed effects. Firm or country fixed effects
are not included because OFCINDEX variable does not vary through time and across countries. To account for error term
correlation within countries, standard errors are clustered by countries. The standard errors are robust to
heteroschedasticity. In the full sample, some firm-year observations are missing for some control variables. The numbers
in parentheses are probability levels at which the null hypothesis of zero coefficient can be rejected. *, **, *** indicate
significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. (H1a) and (H2) refer to the first-a
and the second hypotheses described in the text, respectively. All of the variables are defined in Appendix A.

Selection A_CFO A_DISE A_PROD A_REM
Equation (Heckman) (Heckman) (Heckman) (Heckman)
OFFSHORE (H1a) -0.346%** 0.029 (.384%** 0.846%**
(0.000) (0.200) (0.000) (0.000)
OFCINDEX -0.418%** -0.039*** -0.096%*+* 0.108*** 0.249%**
(0.000) (0.000) {0.000) (0.000) (0.000)
OFFSHORE*OFCINDEX (H2) 0.013*** 0.027*** -0.067*** -0.115%**
(0.009) (0.000) (0.000) (0.000)
TAX -13.153*** -0.001 0.002 -0.002 -0.003
(0.000) (0.807) (0.265) (0.438) (0.506)
LOG _GDP -0.008%** -0.011*** 0.013*** 0.033%**
(0.000) (0.000) (0.000) (0.000)
LEVERAGE -2.173%**
(0.000)
LEVERAGE*TAX 5.89 %+
(0.000)
BIG5 0.718*%* -0.009** -0.021**+* 0.005 0.037***
(0.000) (0.039) (0.000) (0.176) (0.000)
OFCINDEX*BIG5 0.021%** 0.012+** 0.016*** -0.018**
(0.000) (0.000) (0.000) (0.043)
CL -0.070**+* 0.001 0.110*** 0.194%**
(0.000) (0.956) (0.000) (0.000)
INVREC -0.223%+ 0.007 0.162*** 0.402%+*
(0.000) (0.402) (0.000) (0.000)
DISTRESSED 0.033*** -0.003 -0.003 -0.040***
(0.000) (0.335) (0.413) (0.000)
INDE -0.002%** 0.001*** -0.001** 0.000
(0.000) (0.000) (0.027) (0.885)
SIZE 0.144%** -0.008%** 0.003*** 0.013%** 0.018%**
(0.000) (0.000) (0.001) (0.000) (0.000)
MTB 0.047%** 0.001** 0.01]1*** -0.013%%* -0.026***
(0.000) (0.026) (0.000) (0.000) (0.000)
NETI 0.539*** -0.131 %4 -0.345%%* -0.729%**
(0.000) (0.000) (0.000) (0.000)
OFFSHORE*SIZE 0.0209%** -0.001 -0.027*%* -0.066***
(0.000) (0.320) (0.000) (0.000)
OFFSHORE*MTB 0.001¥** -0.001 ¥*+* 0.000* 0.600
(0.000) (0.000) (0.074) (0.886)
IMR 0.000 0.017*+** -0.022*** -0.034**
(0.952) (0.008) (0.001) (0.028)
Industry Fixed Effects Yes Yes Yes Yes Yes
Adjusted or Pseudo R? 0.102 0.069 0.083 0.096
No. of Observations 40,170 40,170 40,170 40,170 40,170
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Table 8
Multivariate Tests for Difference of Accruals and
Real Earnings Management in Types of Offshore Firms

Using offshore sample including Type I and Type II offshore firms, this table reports panel regression estimates
with accruals and real earnings management measures (the absolute value of abnormal accruals (JDAC]), the
positive discretionary accruals (P_DAC), the abnormal operation cash flows (A_CFO), abnormal discretionary
expenses (A _DISE), abnormal production costs (A_PROD) and the combined real earnings management
(A_REM)) as dependent variables. Each regression includes industry fixed effects. Firm or country fixed effects
are not included because OFCINDEX variable does not vary through time and across countries. To account for
error term correlation within countries, standard errors are clustered by countries. The standard errors are robust
to heteroschedasticity. In the sample, some firm-year observations are missing for some control variables. The
numbers in parentheses are probability levels at which the null hypothesis of zero coefficient can be rejected. *,
** *¥%* indicate significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. (H1b)
refers to the first-b hypotheses described in the text. All of the variables are defined in Appendix A.

[DAC} P_DAC A_CFO A_DISE A_PROD A_REM
TYPE (H1b) 0.648*** 0.439* -0.075 -0.455%%* -0.198*** 0.157
(0.001) (0.069) (0.229) (0.000) (0.000) (0.149)
OFCINDEX -0.]22%%* -0.085%** -0.043%** -0.038%** 0.031%** 0.120%**
(0.001) (0.000) (0.000) (0.000) (0.000) (0.000)
TAX 0.329 -0.178 -0.307 -0.272* 0.379** 0.956**
(0.623) (0.837) 0.167) (0.670) (0.020) (0.014)
LOG_GDP -0.078*** -0.052** -0.008** 0.004 -0.007 -0.002
(0.000) (0.029) (0.189) (0.331) (0.104) (0.874)
BIGS -0.054 0.031 0.001 -0.013 0.010 0.017
(0.187) (0.567) (0.969) (0.181) (0.321) (0.475)
OFCINDEX*BIGS . -0.010 -0.033 0.028*** 0.003 0.004 -0.031**
(0.678) (0.314) (0.001) (0.643) (0.558) (0.037)
USGAAP -0.081 -0.020
(0.341) (0.850)
IFRS -0.203*%** -0.194**
(0.002) (0.019)
LITIGATE NS 0 i -0.157%**
(0.000) (0.000)
OFCINDEX*LITIGATE 0.050** 0.108***
(0.032) (0.001)
CL -0.243%** -0.006 0.005 0.252%%*
(0.000) (0.771) (0.830) (0.000)
INVREC -0.299%** -0.081*** 0.235%** 0.695%**
(0.000) (0.001) (0.000) (0.000)
DISTRESSED 0.103*** 0.024*** 0.033%%* -0.054%**
(0.000) (0.001) (0.001) (0.002)
INDE 0.004 0.009 0.003** 0.003*** 0.002* 0.004*
(0.434) (0.138) (0.016) (0.001) (0.068) (0.083)
SIZE -0.057**x* -0.109*** 0.023*** -0.008*** -0.014%** -0.043***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
MTB 0.024*** 0.027*** 0.001 0.009*** -0.012%** -0.021***
(0.000) (0.000) (0.452) (0.000) (0.000) (0.000)
NET} 0.006 0.346*** 0.472%** -0.198¥** -0.269%*%* -0.522%**
(0.939) (0.009) (0.000) (0.000) (0.000) (0.000)
TYPE*SIZE -0.063%** -0.051*** 0.003 -0.036%** 0.020%** -0.007
(0.000) (0.006) (0.508) (0.000) (0.000) (0.386)
TYPE*MTB 0.018*** 0.003 0.003*** -0.002*** 0.002*** -0.002*
(0.000) 0.410) (0.000) (0.000) (0.002) (0.064)
Industry Fixed Effects Yes Yes Yes Yes Yes Yes
Adjusted R® 0.046 0.055 0.104 0.056 0.101 0.109
No. of Observations 10,505 5,353 10,505 10,505 10,505 10,505
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Table 9
Multivariate Tests for the Impact of Sarbanes-Oxley Act on Accruals
and Real Earnings Management of Offshore Firms

Using the sub-sample of offshore firms that listed or cross-listed in the U.S stock markets, this table reports
panel regression estimates with accruals earnings management and real earnings management measures
(the absolute abnormal accruals (JDAC]), abnormal operation cash flows (A_CFO), abnormal discretionary
expenses (A_DISE), abnormal production costs (A_PROD) and the combined real earnings management
(A_REM)) as dependent variables. Each regression includes industry fixed effects. Firm or country fixed
effects are not included because OFCINDEX variable does not vary through time and across countries. To
account for error term correlation within countries, standard errors are clustered by countries. The standard
errors are robust to heteroschedasticity. The numbers in parentheses are probability levels at which the null
hypothesis of zero coefficient can be rejected. *, **, *** indicate significance at the 10%, 5%, and 1%
levels (based on a two-tailed test), respectively. (H3) refers to the third hypothesis described in the text,
respectively. All of the variables are defined in Appendix A.

[DAC| A _CFO A _DISE A _PROD A_REM
SOX (H3) -0.159+** -0.262%** 0.035 0.209*** 0.295%**
(0.000) (0.001) (0.409) (0.000) (0.005)
OFCINDEX 0.013 0.102** -0.041 -0.007 -0.118
(0.893) (0.012) (0.357) (0.690) 0.267)
TAX 0.794 1.087** 0.314 -0.005 -0.941
(0.516) (0.032) 0.571) (0.993) (0.307)
LOG_GDP 0.002 -0.020 -0.013 -0.004 0.030
(0.975) (0.640) (0.570) (0.883) (0.586)
BIGS -0.036 -0.005 -0.016 -0.006 0.021
0.270) (0.862) (0.138) (0.698) (0.558)
OFCINDEX*BIG5 0.056 -0.054 0.011 0.010 0.052
(0.410). (0.352) (0.708) (0.760) (0.469)
USGAAP -0.011
(0.942)
IFRS -0.144
(0.639)
- LITIGATE -0.096%*
(0.015)
OFCINDEX*LITIGATE -0.049
(0.647)
CL -0.193*+** 0.043 -0.291%** -0.090
(0.001) (0.152) (0.000) 0.218)
INVREC -0.307**+* -0.074%%* 0.247*** .89 %**
(0.000) (0.011) (0.000) (0.000)
DISTRESSED 0.123%** -0.040%** 0.079%** 0.054
(0.000) (0.001) (0.000) (0.672)
INDE 0.007 -0.017*** 0.003 0.011*** 0.026***
0.229) (0.001) (0.308) €0.000) (0.000)
SIZE -0.068*** 0.078+** -0.026*** -0.023%%x -0.076***
(0.000) (0.000) (0.000) (0.000) (0.000)
MTB 0.001 0.002 0.002** -0.003%** -0.007***
(0.671) (0.262) (0.025) (0.001) (0.001)
NETI ~0.357*** 0.227*** -0.105*** -0.216%** -0.165***
(0.000) (0.000) (0.000) (0.000) (0.000)
SOX*SIZE 0.047%** -0.015* 0.008* -0.013%** -0.006
' (0.000) (0.081) (0.086) (0.001) (0.585)
SOX*MTB 0.000 -0.003* -0.001 0.002* 0.007***
(0.832) (0.083) (0.265) (0.052) (0.007)
Industry Fixed Effects Yes Yes Yes Yes Yes
Adjusted R? 0.105 0.134 0.057 0.113 0.095

No. of Observations 6,172 6,266 6,266 6,266 6,266
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Table 10
Multivariate Tests for Accruals and Real Earnings Management
Using Performance-Matched Methodology

This table reports panel regression estimates with accruals and real earnings management measures (the
absolute value of abnormal accruals (JDAC|), the positive discretionary accruals (P_DAC), the abnormal
operation cash flows (A_CFO, abnormal discretionary expenses (A_DISE), abnormal production costs
(A_PROD) and the combined real earnings management (A_REM) as dependent variables. I use the
performance-matching methodology as in Kothari, Leone and Wasley (2005). The performance-matched sample
is obtained by matching each firm-year observation with another from the same industry and year with the
closest return on assets. Each regression includes industry fixed effects. Firm or country fixed effects are not
included because OFCINDEX variable does not vary through time and across countries. To account for error
term correlation within countries, standard errors are clustered by countries. The standard errors are robust to
heteroschedasticity. The numbers in parentheses are probability levels at which the null hypothesis of zero
coefficient can be rejected. *, ** *** indicate significance at the 10%, 5%, and 1% levels (based on a
two-tailed test), respectively. (H1a) and (H2) refer to the first-a and the second hypotheses described in the text,
respectively. All of the variables are defined in Appendix A.

IDAC| P DAC A CFO A DISE A PROD A REM
031757 0411%* 0401  0.063** 0.228%% % 0.720%%*
OFFSHORE (H1a) (0.000) (0.000) (0.000) 0.017) (0.000) (0.000)
OFCINDEX 007T%% 00438 _0.040%  -0.073%% 0076 (.194%%*
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
OFFSHORE*OFCINDEX ~ 0.049%**  0.023*  0.022%%  0016***  -0.044***  _0.005%%**
(0.000) (0.002) (0.002) (0.005) (0.000) (0.002)
TAX -0.010 -0.004 -0.001 -0.007 -0.002 0.005
(0.300) (0.805) (0.961) 0.719) (0.636) (0.808)
LOG_GDP C0.085%%%  -0.051%**  _0.014%  -0.038%*  0.009%**%  0.061%**
(0.000) (0.000) (0.046) (0.001) (0.000) (0.000)
BIGS -0.034* 20,004 -0.023 0.095%+% 0004 0.123%%*
(0.069) (0.878) (0.245) (0.004) (0.528) (0.002)
OFCINDEX*BIGS 0.045% 0034 0.001 0.020 0.021%* 0,000
(0.032) ©211) (0.964) (0.576) (0.004) (0.998)
USGAAP 0.018 0.005
(0.510) (0.892)
IFRS -0.000%+%  -0,082%%*
(0.000) (0.002)
LITIGATE 00725 -0.080%
©.017) (0.050)
OFCINDEX*LITIGATE ~ 0.056***  0.068**
(0.009) (0.015)
cL -0.045 0.098** 0.005 -0.047
(0.149) 0.051) (0.613) (0.432)
INVREC 20.200%%*  -0.053 0.155%%%  0.408%*+
. (0.000) (0.492) (0.000) (0.000)
DISTRESSED 0.044** 0.024 002245 20.090%*
(0.025) (0.450) (0.001) (0.019)
INDE -0.002 0.000 0.001 -0.000 0.000 -0.001
(0.462) (0.865) (0.566) (0.991) (0.938) (0.786)
SIZE 0.026%*%  -0.029%**  -0.018%**  0.063***  0.003* 20,0424
(0.000) (0.000) (0.000) (0.000) (0.074) (0.000)
MTB 0.000 0.000 0.000 0.000 20.000 -0.000
0.223) (0.362) (0.591) (0.942) (0.437) (0.642)
NETI 20.054% 0.112%% 0.205%  0.165%*  _0.024% 0,304
(0.067) (0.015) (0.000) (0.001) (0.021) (0.000)
OFFSHORE*SIZE [0.030%4% 0075 0.071%*  -0.031%* 0.025%%  -0.065%*
(0.000) (0.000) (0.000) (0.026) (0.000) (0.001)
OFFSHORE*MTB 0.007+**  0.003 0.007***  -0.001 -0.000 -0.006%*
(0.000) 0.271) (0.000) (0.656) (0.503) (0.029)
Industry Fixed Effects Yes Yes Yes Yes Yes Yes
Adjusted R? 0.057 0.050 0.014 0.014 0.020 0.020
No. of Observations 40,799 23,106 40,052 40,052 40,052 40,052
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Table 11
Multivariate Tests for Accruals and Real Earnings Management
Using Country-Weighted Least Squares Model

Using a full sample that composed of Type I and Type II offshore firms and non-offshore firms, this table
reports panel regression estimates with accruals and real earnings management measures (the absolute value of
abnormal accruals (JDAC]), the abnormal operation cash flows (A_CFO), abnormal discretionary expenses
(A_DISE), abnormal production costs (A_PROD) and the combined real eamings management (A_REM)) as
dependent variables. Equal weight is assigned to each country. Each regression includes industry fixed effects.
Firm or country fixed effects are not included because OFCINDEX variable does not vary through time and
across countries. To account for error term correlation within countries, standard errors are clustered by
countries. The standard errors are robust to heteroschedasticity. In the full sample, some firm-year observations
are missing for some control variables. The numbers in parentheses are probability levels at which the null
hypothesis of zero coefficient can be rejected. *, **, *** indicate significance at the 10%, 5%, and 1% levels
(based on a two-tailed test), respectively. (Hla) and (H2) refers to the first-a and the second hypotheses
described in the text, respectively. All of the variables are defined in Appendix A. ’

IDAC| A_CFO A_DISE A_PROD A_REM
01710 0343+ 0.064%%* 03417+ 07767+
OFFSHORE (H1a) (0.000) (0.000) (0.001) (0.000) (0.000)
OFCINDEX 20,060+ -0.038*** 20,004+ 0.106*** 0,246+
(0.000) (0.000) (0.000) (0.000) (0.000)
OFFSHORE*OFCINDEX (H2)  0.037++* 0.012%* 0.026%*+ C0.064%4%% L0 ]12%kex
(0.000) (0.012) (0.000) (0.000) (0.000)
TAX -0.003* -0.001 0.003 20.002 -0.003
(0.057) (0.590) (0.178) (0.378) (0.532)
LOG_GDP -0.016++* 0,007+ -0.009*** 0.010%*+ 0.020%**
(0.000) (0.000) (0.000) (0.000) (0.000)
BIGS -0.011%++* -0.009** 20,025%+* 0.010%*+* 0.045%**
(0.001) (0.024) (0.000) (0.003) (0.000)
OFCINDEX*BIGS -0.025%++* 0.021 %+ 0.011%*+ 0.017%+ 20.016*
(0.000) (0.000) (0.003) (0.000) (0.071)
USGAAP 0.010%*
(0.053)
IFRS -0.002
(0.570)
LITIGATE 20,028+
(0.000)
OFCINDEX*LITIGATE 0.026**
(0.000)
cL -0.070%*+ 0.001 0.109%+ 0.192%*
(0.000) (0.902) (0.000) (0.000)
INVREC -0.200%%+ 0.008 0.160%** 0.399%
(0.000) (0.343) (0.000) (0.000)
DISTRESSED 0.033%#+ 20,003 20.003 -0.040%**
(0.000) (0.328) (0.430) (0.000)
INDE 0.001 -0.002+%* 0.001%+* 20.001+* -0.000
(0.189) (0.000) (0.000) (0.014) (0.955)
SIZE 20,018 -0.008*** 0.002%% 0.014%*+ 0.020%++
(0.000) (0.000) (0.007) (0.000) (0.000)
MTB 0.000%+* 0.001%* 0.01 1%+ 200134+ 20,025+
(0.000) (0.024) (0.000) (0.000) (0.000)
NETI -0.023%4* 0.539% S0.131% -0.345% % -0.728%%+
(0.000) (0.000) (0.000) (0.000) (0.000)
OFFSHORE*SIZE -0.008++* 0.020% -0.002 20,026+ -0.065%+*
(0.000) (0.000) (0.140) (0.000) (0.001)
OFFSHORE*MTB 0.001#* 0.001++* ~0.001+** 0.000* 0.000
(0.000) (0.000) (0.000) (0.071) (0.875)
Industry Fixed Effects Yes Yes Yes Yes Yes
Adjusted R’ 0.064 0.103 0.055 0.099 0.095
No. of Observations 41,174 40,170 40,170 40,170 40,170
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Table 12
Multivariate Tests for Accruals and Real Earnings Management
Controlling for Firm Institutional Ownership

Using a full sample that composed of Type I and Type I offshore firms and non-offshore firms, this table reports
panel regression estimates with accruals and real earnings management measures (the absolute value of abnormal
accruals ([DACY), the positive abnormal accruals (P_DAC), the abnormal operation cash flows (A_CFO), abnormal
discretionary expenses (A_DISE), abnormal production costs (A_PROD) and the combined real earnings
management (A REM)) as dependent variables. Each regression includes industry fixed effects. Firm or country
fixed effects are not included because OFCINDEX variable does not vary through time and across countries. To
account for error term correlation within countries, standard errors are clustered by countries. The standard errors
are robust to heteroschedasticity. In the full sample, some firm-year observations are missing for OWNERSHIP
and other control variable. The numbers in parentheses are probability levels at which the null hypothesis of zero
coefficient can be rejected. *, **, *** indicate significance at the 10%, 5%, and 1% levels (based on a two-tailed
test), respectively. (H1a) and (H2) refer to the first-a and the second hypotheses described in the text, respectively.
All of the variables are defined in Appendix A.

IDAC] P _DAC A_CFO A_DISE A_PROD A REM
OFFSHORE (H1a) 0.155%** 0.836*** -0.165%** 0.101#** 0.394*** 0.623***
(0.000) (0.000) (0.000) (0.000) (0.000) {0.000)
OFCINDEX -0.029*%** -0.232%** -0.022%* -0.097*** 0.104*** 0.226%**
(0.001) (0.000) (0.011) (0.000) (0.000) (0.000)
OFFSHORE*OFCINDEX (H2)  0.005 0.044. 0.025%** -0.022%%* -0.017** -0.027
(0.515) (0.251) (0.004) (0.003) (0.027) (0.113)
TAX 0.155** -0.732%* 0.088 0.127** -0.407%** -0.637***
(0.012) (0.014) (0.202) (0.028) (0.000) (0.000)
LOG_GDP -0.023*** -0.077%** -0.008** -0.018*** 0.027*** 0.056***
(0.000) (0.000) (0.020) (0.000) (0.000) (0.000)
OWNERSHIP 0.001%** 0.002*** -0.000 0.001%** -0.001%** -0.001**
(0.000) (0.003) (0.163) (0.000) (0.001) (0.021)
BIGS 0.001 0.038 -0.010 -0.025%** 0.011** 0.045%**
(0.069) (0.147) (0.113) (0.004) (0.034) (0.000)
OFCINDEX*BIG5 -0.021%** -0.058* 0.002 0.034*** -0.017** -0.055%**
(0.002) (0.081) (0.766) (0.000) (0.012) (0.001)
USGAAP 0.012 0.079**
(0.125) (0.047)
IFRS 0.001 -0.207***
(0.888) (0.000)
LITIGATE -0.026%** -0.057
(0.001) (0.157)
OFCINDEX*LITIGATE 0.031+++ 0.054*
(0.000) (0.097)
CL -0.061*** -0.012 0.059*** 0.131%%*
(0.000) (0.389) (0.000) (0.000)
INVREC -0.235%** -0.011 0.21 1+ 0.482%*+*
(0.000) (0.394) (0.000) (0.000)
DISTRESSED 0.041*** -0.016*** 0.016*** -0.012
(0.000) (0.000) (0.002) (0.286)
INDE 0.002** 0.005 -0.002*+* 0.002*** 0.000 0.001
(0.022) (0.140) (0.000) (0.001) (0.997) (0.557)
SIZE -0.016%** -0.034*** -0.001 -0.004*** 0.018*** 0.022%**
(0.000) (0.000) (0.681) (0.002) (0.000) (0.000)
MTB 0.000* 0.002** 0.001 0.012%** -0.013%** -0.025%**
(0.048) (0.044) (0.204) (0.000) (0.000) (0.000)
NETI -0.002 0.487*** 0.565*** -0.165%** -0.340%** -0.700***
(0.668) (0.000) (0.000) (0.000) (0.000) (0.000)
OFFSHORE*SIZE -0.006*** -0.061*** 0.015%** -0.003 -0.033*** -0.059***
(0.004) (0.000) (0.000) (0.194) (0.000) (0.000)
OFFSHORE*MTB 0.000 -0.000 0.001*** -0.001*** 0.001** 0.000
(0.101) (0.869) (0.000) (0.000) (0.047) (0.601)
Industry Fixed Effects Yes Yes Yes Yes Yes Yes
Adjusted R? 0.060 0.085 0.113 0.071 0.118 0.108
No. of Observations 18,044 9,629 17,805 17,805 17,805 17,805
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Table 14
Market Reaction to a Firm Migrating or Setting up an Affiliate in an OFC

This table reports cumulative daily abnormal stock returns (CAR), estimated using calendar-time
regressions based on Morgan Stanley Capital International (MSCI) value-weighted world price index.
The data of 45 firms that announced migrating to or setting up affiliates in OFCs between 2003 and 2007
is from the Datasream database. The estimation period for estimating the market model begins from 250
trading days prior to an announcement. Ten event windows are chosen to test the fourth hypothesis H4 of
this research. t-Value in this table is cross-sectional t-statistic, presenting whether the average cumulative
abnormal stock returns (CAR) is significantly different from zero. The numbers in parentheses are
probability levels at which the null hypothesis of zero CAR can be rejected. *, **, *** indicate
significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. The column
‘Positive: Negative’ presents firm numbers with positive or negative CAR.

Mean Cumulative

Everztdggr)xdow N ;22;‘;5; Abnormal Returns t Value
(CAR)

-10, 1) 45 26:19 -1.42% -0.24
(0.809)

-5, b 45 24 :21 3.54% 0.91
(0.369)

(-2,2) 45 22:23 1.93% 0.56
(0.578)

-1, 1) 45 21:24 4.35% 1.34
(0.186)

(-1,0) 45 19:26 0.82% 043
(0.672)

(-1,2) 45 21:24 2.70% 0.74
(0.462)

(-1,3) 45 23:22 3.28% 0.90
(0.371)

(-1,5) 45 25:20 1.43% 0.37
(0.716)

a,1 45 20:25 3.53% 0.95
(0.346)

(,3) 45 27:18 3.74% 1.08

(0.286)




Table 15
Multivariate Tests for Offshore Firm Value

This table reports panel regression estimates with Tobin’s Q and Industry Adjusted Tobin’s Q (IAQ) as dependent
variables. Tobin’s Q regressions include industry and year fixed effects, while IAQ regressions are controlled for
year fixed effects. Firm or country fixed effects are not included because OFCINDEX variable does not vary
through time and across countries. To account for error term correlation within countries, standard errors are
clustered by countries. The standard errors are robust to heteroschedasticity. Columns (1) - (4) use full sample
including Type 1 and Type 1I offshore firms and non-offshore firms. Columns (5) and (6) use Type I sub-sample
including Type I and non-offshore firms, while the Type II sub-sample of Columns (7) and (8) include Type 1
offshore firms and non-offshore firms. The numbers in parentheses are probability levels at which the null
hypothesis of zero coefficient can be rejected. *, **, *** indicate significance at the 10%, 5%, and 1% levels (based
on a two-tailed test), respectively. (H5a) and (H6) refer to the fifth-a and sixth hypotheses described in the text,
respectively. All of the variables are defined in Appendix A.

Full Sample Type I Sample Type 1 Sample

Tobin’s Q  Tobin’sQ IAQ 1AQ Tobin’'sQ IAQ Tobin’s Q  1AQ
M @ 3 G2 (5) %) 9 @)
OFFSHORE (H5a) 0.175%%x  (0.230%**  Q.132%F  Q.170%*F  -Q213%*  (0.193%FF  (3]15%FF  (.24]%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
OFCINDEX -0.001 0.098***  0.068***  0.142%**  0.062*%**  0.113***  0.086***  (.147*+*+*
(0.935) (0.000) (0.000) (0.000) (0.001) (0.000) (0.000) (0.000)
OFFSHORE* -0.165%** -0.125%**
OFCINDEX (H6) (0.000) (0.000)
TAX 0.002 0.002 -0.003 -0.003 0.001 -0.004 0.001 -0.002
(0.832) (0.814) (0.655) (0.678) (0.944) (0.577) (0.855) (0.759)
LOG_GDP 0.037***  0.030***  0.029***  0.027***  (0.0]13** 0.009 0.038***  (.053***
(0.000) (0.000) (0.000) (0.000) (0.038) (0.142) (0.000) (0.000)
INDE 0.002 0.003** 0.001 0.002
(0.164) (0.040) (0.391) (0.246)
USGAAP 0.272%%x  Q317¥**  0.209%*F  0.248***  (.293%%*  (.220%**  (Q25)F¢r (.]24%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IFRS -0.037** 0.008 -0.091%**  -0.058*** -0.003 -0.063**+  0.027 -0.043**
(0.019) (0.632) (0.000) (0.000) (0.869) (0.000) (0.119) (0.011)
SIZE -0.039%*%  _0.030%**  -0.021%**  -0.022%*  _0.063*** -0.040*** -0.043**%* _0.026***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
LEVERAGE -0.682%**  _0.690%**  -0.531%**  -0.534***  -0.546*** -0.434%** _(Q.766%** -0.607***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
PROFIT 0.004***  0.003***  0.004***  0.004***  0.002***  0.002***  0.004***  0.004***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
GROWTH 0.237***  0.226%**  0.168***  0.167***  0.199%**  0.141***  (.275%**  (.204***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
{DAC| 0.399%**  0.404*** 0.417%%* 0.380***
(0.000) (0.000) (0.000) (0.000)
A _REM -0.248***  _(0.246*** -0.205%** -0.277%%*
(0.000) (0.000) (0.000) (0.000)
CROSS -0.214*** 0,167+ -0.182*** -0.320%**
(0.000) (0.000) (0.000) (0.000)
Industry Fixed Effects Yes Yes No No Yes No Yes No
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Adjusted R? 0.063 0.065 0.077 0.078 0.051 0.061 0.072 0.088
No. of Observations 41,171 41,171 41,171 41,171 34,199 34,199 37,592 37,592

117



811

FLO'O) (9t2°0) (s10'0)
+000°0 20070 *x100°0 g1
(000°0) (£86°0) (000°0)
*#xP81°0 000°0~ ek €P1°0 4718
(000°0) (000°0) (000°0)
*xx129°0 #xx69%°0 #%%x80L°0 Snig
(0000 #85°0) (000°0)
wxk6V9 V1 w6y~ *xxlE6 ¥ XV1«dDVHdAT1
(000°0) (90" 0) (000°0)
*xSH9°S- 105°0 *xkCP61- AOVIIATT
(Ls170) (000°0) (000°0) (000°0) 0000 (00070 (00070
600°0-  *xx610°0- wokk 1€0°0-  xxx810°0- xxx£€0°0  %xxCE0°0 x#xx P00 449 501
(000'0) (000°0) (000°0)
*xx L0091~ wxxSY1TE *x%x995°T1- XVL1
(000°0)
*ex 10" XAANIDAO+TIOHSA40
(000°0) (000°0) (0000 (00070 (0000 (000°0)
*xx9C' 8 *xx69S°0 xxxPL1'0 *xx$60°0 *xxS0°0 sk [ 010" XAANIDAO
(000°0) (000°0) (6¥0'0) (000°0) (000°0) (000°0) (000°0)
ik IEE0  wxxISPO *x6S0°0"  wxx901°0- *xP6T'0  wanEPT0 *#xxS0P°0 (eSH) TYOHSAIO
an 1) 6) (8) ) ()] ) W) ) )
(ueunjosy) (ueuryosy) uonenby (ueunpoay) (uewnyosH) uonenby  (ueunyosy) (uruDOoH) (ueunyoey) (ueunyosy) uonenby
OVI QsMuIqol  uonades Ovl O s.uiqop uono3[as OVI OVl Osuiqol  QSUulqol  UONII[IS
ojdwreg Iy odA1 s1dures 1 odA 1

'y xipuaddy u1 paurjop aJe sajqeLiea
oy} Jo IV "ATSAI0dSAI %8} 9y} Ul PAqLIdSIp $asoyI0dAY YixIs pue e-yyl oY) o1 18Ja1 (9H) pue (esH) 'A[oAnoadsor ‘(1s9) pajiel-om} & UO PIseq) S[OAd] 0,] pue
‘%S ‘%0T Y3 38 S0UBOYIUBIS OJEOIPUL gy ‘g ‘s PI03[01 39 UBD JUIIOLYJF00 0192 JO sisayodAY [nu oY) Yorym I S[aA3] ANjiqeqoad sse sessyjussed ul stoquinu sy |,
"SULIE} SIOYSJJO-UOU pue SuLly aioysyo [] adA3, spnpout (11) - (6) suwmio) jo ojdures-qns [ adA] a1 o[ym ‘suilly s1oysyjo-uou pue | adA] Suipnjout s[dwes-gns
I 2dAY asn (8) - (9) suwm|o) ‘suuy LI0YszO-uOU pue suuy aloysygo ]| 2dA] pue | adAy Suipnjour sjdwes [y esn (§) - (1) suwnjo) KIONSEPAYISOINAY
0] 1SNQOI 2Je SJOLI® PIBpUBIS OUJ 'SILIUNOD AQ P3ISISNID I SIOUS PIEPUBIS ‘SSLUNOD ULYIIM UONE[ALIOd ULID) JOLD 1O} JUNOOdE O] 'SOLIUNOD SSOISE pue
our ySnouyy Area jou se0p o[qeiies XFANIDJO 95n82q POPTOUl 10U SIB $1091J9 POX1Y AIUNOD O WLILY ‘ASIMISYIO () PUB ‘ULI SIOYSHO UB ST ULLY € JI | OF [enbo
TIOHSAIO d1qeliea juspuadep 23 Yiim suoissaial J1qoad Sulsn pajetunlss a1e suolssarBal ofeis-isiy oy, ABojopoysw afeis-oml (6L61) UswOoH oy3 Suisn
§€1q UONa[as-J[as 10y Sulfjoyuod se[qeLiea juspuadap se (Dy]) O sS,UIq0], paisnipy Ausnpuj pue ) s,ulqo], QIm sojeurnss uoissaidos joued suodss o|qey sy

SEIg UONII[IS-J[OS 10] SUI[[ONUO)) IN[BA ULILY AAOYSJIO 10] SISAL, ACLIBABNIA

91 d1qeL



611

T6S°LE T6S°LE 68°LE 661°vE 661%€ 661‘P€ L1l ILT1Y L'ty |7ANES L1 SUONeAIasqQ Jo 'ON
9800 £80°0 $80°0 180°0 960°0 $60°0 €01°0 101°0 24 opnasd o pajsafpy
ON SO X Sop ON SOA S ON ON SOA SOA So A S199139 pax1g Ansnpuy
(000°0) (000°0) (100°0) (£€00'0) (000°0) (000°0) (000°0) (000°0)
wiexCIT°0"  wxxlTT 0" *#xP00°0°  %xx980°0- woxkCCL0" a1 11°07  waex6TT0~  waenl 170" AN
(000°0) (000'0) (000°0) 000°0)
waxPLT0" sk [L1°0- w107 wxxb61°0- SSOYD
(000°0) 000°0) (000°0) 000°0) (0000 0000
*xxC8T 0" *xx982°0" *xxkS1C°0~  *xx9TT'0" #*xk 950" #xxLST0" WAE vV
(000°0) (000°0) ©00'0) (000°0) (000°0) 000°0)
*x%06£°0 *#xx¥79€°0 *xk9EP 0 *xxOCH 0 *xxOTP'0  xxxCTP 0 [oval
(907°0) (€66'0) (8LZ°0) (110 (S10°0)
200°0- 0000 000~ 2000 #x$00°0 HANI
(000°0) (000°0) 0000 (69€°0) 000°0) 000°0) (000°0) (000°0)
#7000 wxx100°0 #kx100°0 0000~ w000 waexP00°0  xxxZ000  %xx200°0 11404d
(0000) (000°0 (000°0) (000°0) 000°0) 000°0) (000°0) (000°0)
*xx081°0 #xx861°0 wiok [T1°0 %xxSCTI°0 #9810 xxx6E1°0 *+xx061°0  %xxC61°0 HIMOYD
(000°0) 000'0) (000°0) 000°0) (000'0) (000°0) 6LT0) (00070
okx8ST1°0"  wxxSLI'0" wik TLT°0" %ax901°0- 2L L00"  xax011°0" 8100~ *xx650°0- SYAl
(000°0) (000°0) (000°0) (000°0) (000°0) (000°0) (000°0) (000'0)
waxC81°0 #xxC (€0 #xx0LT°0 *xxSSE0 #*xxE£6C°0 s [P0 waxCLEQ #xx0€E 0 dVYVOSN
Iy (on (6) (®) ) ) ) *) (© @ )
(ueunjosy) (ueun}day) uopenbyg (ueunyooy) (ueunjosy) uonenby (ueunyosy) (usunioal) (ueunydsl) (uewrydsy) uonenby
Ovl Qsuiqor uonodes OVl O s.uqop uond3[ag OvI OVl Qsuiqol O suiqo], uono9fag

(penupnuo)) 91 31qe .



Table 17

Multivariate Tests for Offshore Firm Value after 2002

Adding interaction between dummy variable OFFSHORE and YEAR2002 which is equal 1 if a firm-year
observation is in a year after 2002 and 0 otherwise, this table reports panel regression estimates with
Tobin’s Q and Industry Adjusted Tobin’s Q (IAQ) as dependent variables to test the change of offshore firm
value after 2002. Tobin’s Q regressions include industry and year fixed effects, while IAQ regressions are
controlled for year fixed effects. Firm or country fixed effects are not included because OFCINDEX
variable does not vary through time and across countries. To account for error term correlation within
countries, standard errors are clustered by countries. The standard errors are robust to heteroschedasticity.
All regressions use full sample including Type 1 and Type II offshore firms and non-offshore firms. The
numbers in parentheses are probability levels at which the null hypothesis of zero coefficient can be
rejected. *, ** *** indicate significance at the 10%, 5%, and 1% levels (based on a two-tailed test),
respectively. (H5b) refers to the fifth-b hypotheses described in the text, respectively. All of the variables
are defined in Appendix A. ’

Tobin’s Q Tobin’s Q 1AQ 1AQ
) (2) (3) “4)
OFFSHORE 0.351%** 0.261*** 0.335%** 0.259%**
(0.000) (0.000) (0.000) (0.000)
OFCINDEX 0.108*** 0.101*+* 0.117%** 0.094***
(0.000) (0.000) (0.000) (0.000)
YEAR2002*OFFSHORE (H5b) -0.060** -0.055** -0.066*** -0.063%**
(0.012) (0.020) (0.005) (0.007)
OFFSHORE*OFCINDEX -0.107*** -0.135%** -0.119%** -0.119%**
(0.000) (0.000) (0.000) (0.000)
TAX 0.006 0.002 0.001 -0.003
(0.459) (0.780) (0.945) (0.727)
LOG_GDP 0.095%** 0.031*+* 0.077*** 0.018%**
(0.000) (0.000) (0.000) (0.004)
INDE 0.007*** 0.004**
(0.000) (0.019)
USGAAP 0.340*** 0.271%**
(0.000) (0.000)
IFRS 0.001 -0.020
(0.943) (0.231)
SIZE -0.039*** -0.041*** -0.032%** 0.033%%*
(0.000) (0.000) (0.000) (0.001)
LEVERAGE -0.741*** -0.685%** -0.571%** -0.524***
(0.000) (0.000) (0.000) (0.000)
PROFIT 0.003*** 0.003*** 0.005*** 0.005%**
(0.000) (0.000) (0.000) (0.000)
GROWTH 0.244+** 0.237**+* 0.217%** 0.212%**
(0.000) (0.000) (0.000) (0.000)
CROSS -0.120%** -0.166%**
(0.000) (0.000)
Industry Fixed Effects Yes Yes No No
Year Fixed Effects No Yes No Yes
Adjusted R? 0.059 0.067 0.046 0.052
No. of Observations 41,171 41,171 41,171 41.171
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Multivariate Tests for the Difference of Offshore Firm Value by Type

Using offshore sample including Type I and Type II offshore firms, this table reports panel regression
estimates with Tobin’s Q and Industry Adjusted Tobin’s Q (IAQ) as dependent variables. Tobin’s Q
regressions include industry and year fixed effects, while IAQ regressions are controlled for year fixed
effects. Firm or country fixed effects are not included because OFCINDEX variable does not vary
through time and across countries. To account for error term correlation within countries, standard errors
are clustered by countries. The standard errors are robust to heteroschedasticity. The numbers in
parentheses are probability levels at which the null hypothesis of zero coefficient can be rejected. *, **,
*** indicate significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. (H5¢)

Table 18

refers to the fifth-c hypothesis described in the text. All of the variables are defined in Appendix A.

Tobin’s Q Tobin’s Q 1AQ T1AQ
0] @ 3 @
TYPE (H5¢) -0.811%¥* -0.643*%* -0.769*** -0.619%**
(0.000) (0.000) (0.000) (0.000)
OFCINDEX -0.009 0.039 0.003 0.049
(0.761) (0.201) 0.931) (0.102)
TAX ~1.818*** -1.649** -1.634** -1.402**
(0.006) (0.013) (0.013) (0.032)
LOG_GDP -0.008 0.056 -0.011 0.039
(0.676) (0.133) (0.531) (0.281)
INDE 0.018%** 0.018***
(0.000) (0.000)
USGAAP 0.405%** 0.502*** 0.344*** 0.463***
(0.000) (0.000) (0.000) (0.000)
IFRS 0.130** 0.193*++* 0.142** 0.208***
(0.047) - {0.003) (0.027) (0.001)
SIZE 0.016** 0.016** 0.021** 0.022%**
(0.027) (0.025) (0.003) (0.002)
LEVERAGE -0.924**+ -0.911¥** -0.703*** -0.692*+*
(0.000) (0.000) (0.000) (0.000)
PROFIT 0.010%** 0.010*** 0.012%** 0.012%**
(0.000) (0.000) (0.000) (0.000)
GROWTH 0.183%** 0.124%** 0.162%** 0.100%**
(0.000) (0.000) (0.000) (0.000)
IDAC]| 0.392%** 0.437%**
(0.000) (0.000)
A_REM -0.223%** -(.232%**
(0.000) (0.000)
CROSS 0.234* 0.182
(0.057) (0.130)
Industry Fixed Effects Yes Yes No- No
Year Fixed Effects No Yes No Yes
Adjusted R? 0.102 0.128 0.089 0.120
No. of Observations 10,551 10,551 10,551 10,551
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Table 19

Multivariate Tests for SOX Impact on Offshore Firm Value

Using the sub-sample of offshore firms that listed or cross-listed in the U.S stock markets, this table
reports panel regression estimates with Tobin’s Q and Industry Adjusted Tobin’s Q (IAQ) as dependent
variables. Tobin’s Q regressions include industry and year fixed effects, while IAQ regressions are
controlled for year fixed effects. Firm or country fixed effects are not included because OFCINDEX
variable does not vary through time and across countries. To account for error term correlation within
countries, standard errors are clustered by countries. The standard errors are robust to heteroschedasticity.
The numbers in parentheses are probability levels at which the null hypothesis of zero coefficient can be
rejected. *, ** *** jndicate significance at the 10%, 5%, and 1% levels (based on a two-tailed test),
respectively. (H7) refers to the seventh hypothesis described in the text, respectively. All of the variables
are defined in Appendix A.

Tobin’s Q Tobin’s Q Tobin’s Q IAQ 1AQ 1AQ
0 @ ©) @ ) ©
SOX (H7) ' -0.227%** -0.235%** -0.214%** -0.236%** -0.244%** -0.212%%*
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
OFCINDEX -0.014 -0.136 -0.126 0.061 -0.066 -0.070
(0.917) (0.356) (0.405) (0.638) (0.644) (0.632)
SOX*OFCINDEX 0.176** 0.173** 0.185%* 0.178%*
(0.043) (0.044) (0.030) (0.033)
TAX -1.392 -1.376 -1.708 -1.800 -1.783 -2.265
(0.479) (0.484) (0.401) (0.348) (0.352) (0.251)
LOG_GDP 0.098 0.096 0.130 0.126 0.124 0.148
0.221) (0.231) (0.265) (0.106) (0.112) (0.193)
INDE 0.039%** 0.036***
(0.000) (0.000)
USGAAP -0.040 -0.010 0.008 -0.055 -0.023 -0.031
(0.858) (0.966) (0.979) (0.802) (0.916) 0.912)
IFRS -0.231 -0.149 0.009 -0.341 -0.256 -0.116
(0.635) (0.760) (0.986) (0.472) (0.591) (0.807)
SIZE 0.043%** 0.043%** 0.026*** 0.050%** 0.050*** 0.033%**
(0.000) (0.000) (0.005) (0.000) (0.000) (0.000)
LEVERAGE -1.434%** -1.434%** -1.384%** -1.142%%* -1.142%** -1.096***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
PROFIT 0.017*** 0.017*** 0.016%** 0.019%** 0.019%** 0.019***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
GROWTH 0.595%** 0.594*** 0.495%** 0.563%** 0.562%** 0.451***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IDAC| 0.251%** 0.351***
(0.000) (0.000)
A REM -0.358*** -0.374***
(0.000) (0.000)
CROSS 0.051 -0.122
(0.922) (0.808)
Industry Fixed Effects Yes Yes Yes No No No
Year Fixed Effects No No Yes No No Yes
Adjusted R? 0.119 0.119 0.151 0.118 0.119 0.157
No. of Observations 6,171 6,171 6,171 6,171 6,171 6,171
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Table 20

Multivariate Tests for Offshore Firm Value
Using Country-Weighted Least Squares Model

This table reports panel regression estimates with Tobin’s Q and Industry Adjusted Tobin’s Q (IAQ) as dependent
variables using country-weighted least squares. Equal weight is assigned to each country. Tobin’s Q regressions
include industry and year fixed effects, while IAQ regressions are controlled for year fixed effects. Firm or country
fixed effects are not included because OFCINDEX variable does not vary through time and across countries. To
account for error term correlation within countries, standard errors are clustered by countries. The standard errors are
robust to heteroschedasticity. Columns (1) - (4) use full sample including Type 1 and Type I offshore firms and
non-offshore firms. Columns (5) and (6) use Type I sub-sample including Type I and non-offshore firms, while the
Type II sub-sample of Columns (7) and (8) include Type II offshore firms and non-offshore firms. The numbers in
parentheses are probability levels at which the null hypothesis of zero coefficient can be rejected. *, ** *** indicate
significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. (H5a) and (H6) refer to the
fifth-a and sixth hypotheses described in the text, respectively. All of the variables are defined in Appendix A.

Full Sample Type I Sample Type 1l Sample
Tobin’sQ Tobin’sQ IAQ 1AQ Tobin’s Q IAQ Tobin’s Q  IAQ
M 2 3 4 (3 © (7 ®
OFFSHORE (H5a) 0.175%**%  0231%**  (.132***  Q.171***  -0.213%**  _(.]93%** (.316%** 0.242%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
OFCINDEX -0.002 0.098***  0.067***  (.142***  (.062*** 0.113**¥*  (.093%** 0.156%**
(0.903) (0.000) (0.000) (0.000) (0.001) (0.000) (0.000) (0.000)
OFFSHORE* -0.167*** -0.126%**
OFCINDEX (H6) (0.000) (0.000)
TAX 0.000 -0.000 -0.004 -0.004 -0.001 -0.005 -0.016* -0.018%*
(0.982) 0.973) 0.611) (0.587) (0.859) (0.498) (0.056) (0.025)
LOG_GDP 0.037%**  0.031***  0.029%**  (.028***  (.014** 0.010 0.049*** 0.064***
(0.000) (0.000) (0.000) (0.000) (0.028) (0.123) (0.000) (0.000)
INDE 0.002 0.003** 0.001 0.003
(0.161) (0.038) (0.378) (0.103)
USGAAP 0.271%**  (.316%%*  0.209%**  0.248***  (292*** 0.228***  (.24]1*** 0.119%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IFRS -0.036**  0.009 -0.091***  -0.057***  -0.002 -0.062***  0.027 -0.043%*
(0.020) (0.586) (0.000) (0.000) (0.893) (0.000) 0.117) 0.012)
SIZE i -0.039%%*  _0.040*** -0.021*** -0.022%+* -0.063***  -0.040*** -0.043*%+*  _0.026%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
LEVERAGE -0.682**%  _0.690***  -0.531*** -(.534*** 5463 0.434%** (. T6TH**  .0.607F**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
PROFIT 0.004***  0.003***  0.004***  0.004***  (.002*** 0.002***  0.004*** 0.004***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
GROWTH 0.237***  0.236**%*  0.168***  0.167%**  (.199*** 0.341¥**  0.275%** 0.204***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IDAC] 0.398***  (.404%** 0.417*** 0.376%**
(0.000) (0.000) (0.000) (0.000)
A_REM -0.247***  .0.246*** -0.205%** -0.277***
(0.000) (0.000) (0.000) (0.000)
CROSS -0.214%** 0 167*** -0.181%** -0.321%**
(0.000) (0.000) (0.000) (0.000)
Industry Fixed Effects Yes Yes No No Yes No Yes No
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Adjusted R’ 0.063 0.065 0.077 0.078 0.051 0.061 0.073 0.089
No. of Observations 41,171 41,171 41,171 41,171 34,199 34,199 37,592 37,592

123



Table 21

Multivariate Tests for the Valuation Gap between Offshore and Non-offshore Firms
Using the Industry-Size Matched Non-offshore Sample

Using the industry-size matched non-offshore sample, this table reports panel regression estimates with
Q_Diff and IAQ_Diff (Industry Adjusted Tobin’s Q) as dependent variables. Q_Diff is calculated by an
offshore firm’s Tobin’s Q minus matched non-offshore firm’s Q, while IAQ Diff is obtained by an
offshore firm’s Q minus matched non-offshore firm’s IAQ. Tobin’s Q Diff regressions include industry
and (or) year fixed effects, while IAQ regressions are controlled for year fixed effects. Firm or country
fixed effects are not included because OFCINDEX variable does not vary through time and across
countries. To account for error term correlation within countries, standard errors are clustered by
countries. The standard errors are robust to heteroschedasticity. The numbers in parentheses are
probability levels at which the null hypothesis of zero coefficient can be rejected. *, **, *** indicate
significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. (H5b) refers to the
fifth-b hypothesis described in the text. All of the variables are defined in Appendix A.

Q_Diff Q _Diff IAQ _Diff 1AQ _Diff
)] ©)) 3) @
-0.089** -0.067* -0.089*+* -0.067*
YEAR2002 (H5b) (0.013) (0.060) (0.013) (0.060)
OFCINDEX 0.001 0.037 0.001 0.037
(0.973) (0.367) (0.973) (0.367)
TAX 0.907 0.638 0.907 0.638
(0.264) (0.467) (0.264) (0.467)
LOG_GDpP -0.012 0.017 -0.012 0.017
(0.621) (0.707) (0.621) (0.707)
INDE 0.028%** 0.028***
(0.000) (0.000)
USGAAP 0.631%** 0.826%** 0.631*** 0.826%**
(0.000) (0.000) (0.000) (0.000)
IFRS 0.384*** 0.439%*+* 0.384¥** 0.439***
(0.000) (0.000) (0.000) (0.000)
LEVERAGE -0.334%** -0.320%** -0.334%** -0.320%**
(0.000) (0.000) (0.000) (0.000)
PROFIT 0.017*** 0.017%** 0.017*** 0.017***
(0.000) (0.000) (0.000) (0.000)
GROWTH 0.173*** 0.107%** 0.173*+* 0.107***
(0.000) (0.005) (0.000) (0.005)
{DAC]| 0.328%** 0.328%**
(0.000) (0.000)
A_REM -0.241%** -0.241%**
(0.000) (0.000)
CROSS 0.104 0.104
(0.451) (0.451)
Industry Fixed Effects Yes Yes No No
Year Fixed Effects No Yes No Yes
Adjusted R? 0.046 0.062 0.046 0.062
No. of Observations 10,390 10,390 10,390 10,390
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Table 22

Multivariate Tests for Offshore Firm Value Controlling for Firm Institutional Ownership

This table reports panel regression estimates with Tobin’s Q and Industry Adjusted Tobin’s Q (IAQ) as dependent
variables controlling for firm institutional ownership in every regression. Tobin’s Q regressions include industry and
year fixed effects, while IAQ regressions are controlled for year fixed effects. Firm or country fixed effects are not
included because OFCINDEX variable does not vary through time and across countries. To account for error term
correlation within countries, standard errors are clustered by countries. The standard errors are robust to
heteroschedasticity. Columns (1) - (4) use full sample including Type I and Type II offshore firms and non-offshore
firms. Columns (5) and (6) use Type 1 sub-sample including Type I and non-offshore firms, while the Type 11
sub-sample of Columns (7) and (8) include Type I offshore firms and non-offshore firms. The numbers in
parentheses are probability levels at which the null hypothesis of zero coefficient can be rejected. *, ** *** indicate
significance at the 10%, 5%, and 1% levels (based on a two-tailed test), respectively. (H5a) and (H6) refer to the

fifth-a and sixth hypotheses described in the text, respectively. All of the variables are defined in Appendix A.

Full Sample Type I Sample Type I Sample
Tobin’sQ Tobin’sQ I1AQ 1AQ Tobin’s Q IAQ Tobin’s Q 1AQ
(4] @ 3 “) &) ) U 3)
OFFSHORE (H5a) 0.061** 0.140***  -0.010 0.041 -0.660%**  -0.614***  0.169***  0.062**
(0.023) (0.000) (0.721) (0.135) (0.000) (0.000) (0.000) (0.027)
OFCINDEX -0.011 0.194*%*%%  0.082*¥*  (.252%**  (0.043 0.118%**  0.]07** 0.208***
(0.739) (0.000) (0.010) (0.000) (0.164) (0.000) (0.013) (0.000)
OFFSHORE* -0.330%** -0.282%x*
OFCINDEX (H6) (0.000) (0.000)
TAX =3.014 % 2 365% % 3101 2. 811F¥F L2.625%k* 3 046Nk 2. 932%kk 3 D(4Nk*
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
LOG_GDP 0.120%**  0.077***  0.119***  0.100***  0.036***  0.060***  0.062%**  0.110***
(0.000) (0.000) (0.000) (0.000) (0.005) (0.000) (0.000) (0.000)
OWNERSHIP -0.002***  -0.002***  -0.001 -0.001 -0.000 0.001* -0.002***  -0.001
(0.003) (0.000) (0.225) (0.163) (0.420) (0.064) (0.001) (0.293)
INDE 0.013%**  (.017*** 0.020*** 0.018***
{0.000) (0.000) (0.000) (0.000)
USGAAP 0.338%**  0.444*%*  (313***  0.426***  0.436%**  0.443***  0440***  (.383***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IFRS 0.023 0.120 -0.091***  0.010 0.033 -0.110%%*  0.121***  -0.006
(0.516) (0.001) (0.009) (0.785) (0.351) (0.002) (0.002) (0.885)
SIZE -0.048%¥*  -0.049***  _0.032%** _0.032*%** -0.090*** -0.065*** -0.050***  -0.033***
(0.000) (0.000) (0.000) (0.000) (0.000) . (0.000) (0.000) (0.000).
LEVERAGE -0.894***  _0.925%*¥*  _0.681*** -0.703*%** -0.672*** -0.516%** -0.994*** (. 758***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
PROFIT 0.007*¥**  0.006%**  0.007***  0.007***  0.002***  0.003***  0.007***  0.007***
(0.000) (0.000) 0.000)  (0.000) (0.002) (0.000) (0.000) (0.000)
GROWTH 0.317***  0.315%**%  0.219%**  0.216%**  (0.268*%%*  (.185***  (.34]1*+*  (.235%**
(0.000) {0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IDAC| 0.413%%* (. 4]6%** 0.427*** 0.394%**
(0.000) (0.000) (0.000) (0.000)
A REM -0.314%x* 0,307+ -0.262*** -0.340%**
(0.000) (0.000) (0.000) (0.000)
CROSS -0.207*+%  -0.091** -0.143 %% -0.183%**
(0.000) (0.046) (0.000) (0.000)
Industry Fixed Effects Yes Yes No No Yes No Yes No
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Adjusted R? 0.087 0.092 0.101 0.104 0.086 0.092 0.099 0.113
No. of Observations 18,042 18,042 18,042 18,042 13,154 13,154 17,043 17,043
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Table 23

Accounting Performance of Offshore Firms

This table reports panel regression estimates with EBITDA-on-Assets (ROA) and EBITDA-on-Book
Equity (ROE) as dependent variables. All regressions include industry and year fixed effects. Firm or
country fixed effects are not included because OFCINDEX variable does not vary through time and across
countries. To account for error term correlation within countries, standard errors are clustered by countries.
The standard errors are robust to heteroschedasticity. Columns (1) and (2) use full sample including Type |
and Type II offshore firms and non-offshore firms. Columns (3) and (4) use Type 1 sub-sample including
Type 1 and non-offshore firms, while the Type II sub-sample of Columns (5) and (6) include Type 1I
oftshore firms and non-offshore firms. The numbers in parentheses are probability levels at which the null
hypothesis of zero coefficient can be rejected. *, ¥*, *** indicate significance at the 10%, 5%, and 1%

levels (based on a two-tailed test), respectively. All of the variables are defined in Appendix A.

Full Sample Type 1 Sample Type I Sample
ROA ROE ROA ROE ROA ROE
) @ ® @ ® (©)
OFFSHORE 0.008 0.003 -0.009 -0.089 0.010** 0.006
(0.108) (0.955) (0.324) (0.272) (0.012) (0.893)
OFCINDEX 0.031*** 0.141%** 0.029%** 0.101** 0.020+** 0.116**
(0.000) (0.004) (0.000) (0.012) (0.000) (0.025)
OFFSHORE* -0.009* -0.084*
OFCINDEX (0.094) (0.097)
TAX -0.000 0.002 -0.001 0.001 -0.001 0.000
(0.875) (0.941) (0.818) (0.969) (0.608) (0.996)
LOG_GDP -0.005** 0.001 -0.004** -0.001 -0.011*** -0.012
(0.017) (0.950) (0.026) (0.966) (0.000) 0.571)
INDE -0.003*%**  _0.008* -0.003***  -0.008* -0.004*** -0.012%*
(0.000) (0.078) (0.000) (0.085) (0.000) (0.011)
USGAAP -0.073¥¥*  .0.275%%*  Q.077F**F 0311+ -0.071*** -0.284%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IFRS 0.003 0.034 -0.004 0.009 -0.008** 0.017
(0.594) (0.448) (0.445) (0.843) (0.034) (0.715)
SIZE 0.036%** 0.184*** 0.039*** 0.197**+* 0.036*** 0.181+**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
LEVERAGE -0.166%*¥*%  -1.627**¥*  -(.183***  -].778¥** -0.162%** -1.566%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
GROWTH 0.067*** 0.193%** 0.062%** 0.214*** 0.084*** 0.208***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
IDAC] -0.034*%*%*  _0.205***%  -0.016** -0.169%* 0.089*** 0.315%**
(0.000) (0.000) (0.023) (0.010) (0.000) (0.000)
A_REM -0.030*%**  -0.107***  -0.034%**  -(.]118%** -0.040%** -0.148%**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CROSS -0.021*%**  .0.096 -0.022%**  .0.118** -0.012** -0.081
(0.001) (0.107) (0.000) (0.043) (0.037) (0.239)
Industry Fixed Effects Yes Yes Yes Yes Yes Yes
Year Fixed Effects Yes Yes Yes Yes Yes Yes
Adjusted R? 0.068 0.023 0.072 0.025 0.140 0.024
No. of Observations 41,173 41,173 34,200 34,200 37,593 37,593

126



LTl

SLIISO
SISO
SUISO
SLISQ
SLIISO
SISO

SLISO

SHISQO

SISO

SLISO

SHISQO
SLIISO
SISO

SISO

S801EVIVA/ AT = moj} yseo Sunersdp

(01002VLYAV + 6612ZVIVA) = (ANIV+SDOD) = $1502 uononpoid
01002VLYQ = Atojudau]

6612ZV.LYQ = Pios spoos3 jo 1507

SE0ZTVYIVA + 0Z07TVIVA = sesuadxs Areuonalosi(q

"SIZTITVLVA - 0TTITVLVA =[uitdeo jasrep

TSOCTVIVA = SO]QRAIAAI SIUNOIIL JON

0LTOTYLIVA + SSTOTVLVA +0YT0TVLVA + STIOTVLIVA + 0T10ZTVLIVA + S6007VLVA =
juswdinbs pue jueid ‘K11adoad jo anjea ssoin)

00€TVIVAY = Sonuasal 2101 Ul oFuey)
$00€1 VIV = SShudAal [B10]
T00STVLYAY = Sd[es 10u ul a8uey)

C00ETVIVA = s9es 1N
LLOETVLIVA = S198s® [0,
PO TVIVA-LEOCTVIVQ = suotjersdo panunjuossip pue swis}l AJeUIpIORLXS 910j0q sSulwiey

04D
aodd
ANI
SDODO
dXds1da
AIN
oLk

ddd

ATV

AY

S9[eSV

so[eg
v
1341

yuswaSeury sSurwiey [2oy puUe S[BNIIIY [BULIOUQY IIBWIISH 0} PIs[) SI|qBLIBA

$32.1n0g§ vyeq

uonuydq

Sa|qeLIBA

'sofueyd [enuUUR 0] $19J01 ¥ *9SBQRIEP SLISQ Y] U JOQUINU WS}l BIBP 0} S18J01 VIV,

$92.IN0S ¥)e( puR UONIULI( SIqRLIBA

v xipuaddy



871

‘SISIP[OR]q 901y} JO ‘OM) ‘Duo ul jussald sem Anunood e §1 § pue ‘¢ .N 'SISI|{OB]Q S} JO SUO Ul PA)SI] JOU Sem
1 Inq spnjIne 210ysuo Juons B MOYS 10U S30P ANUNoo € Ji | ‘opminje s10ysuo Suoss B Smoys A1unod & i ()
0} 1enba s1 Xopu1 oY SUSABY Xe1 JO 1SI] DHO PUE ‘SOLIOJLLIS], PUB SILHUNOD) 9a1eIedoo)) UON JO 18] 41V
9811 L)[IqeIg [eroURUL SISIORIQ SDJO Y3 JO SUO Ul UOISN[OUL UB PUE ‘DWLD JO 90udsald oY) Gusadiojus

suonen3ar ‘Aifiqess [eonijod ‘sygousq Jeuonyeu [enusjod se yons siojey djdpmnw uo paseq $HJO

(9007) otepuerosely  SpIemo] SIPNUNE SOINSESW By} XSPUL UB S1 9] '(9007) OIEPUBIOSE]N WOL S| XSPU] SPNINIY SI0YSHO dYJ, XAANIDLO
S3[qBLIBA [9A9T-A1JUN0))
SHISO dO¥d Vv Pue ASIA” V(I-) ‘040 V(1-) J0 wns ays st yoiym “JuowsSeuews suiuses [eoy WYV

"3+ (1) /(1so[egY) PO + (1Y) /(Msa1eSY) o + (1) /(Msares) w0 + (/1) 1o = (YY) Maodd

SLIISO :1eaA-AnSnpul A19A9 J0J UOTSSAISAT [BUOIISS-SSOLO
Buimoroy oy £q senjea pejorpad oY UIOY SUOIBIASD Y} SB PAINSEOW Ol §)S0D uononpoid [euliouqy aodd v

M3 4+ (Mhy) /("sares) T 4+ (MMy/1) o = (1Y) fMdxgsig

SusQ :1eak-Ansnput AI0A9 10] UOISSAIZAT [BUO1}OIS-SSOL0
Suimorioy ays £q senjea pajorpaid oy} WO SUOHBIASP SB PaINseow ol sasuadxad AIRUONQIOSIP [BULIOUQY asia’ v

"8+ (M) /('seregy) 0 + (M) /(Msefes) Po + (/1) o = (M) 04D

SUISO iIeak-Ansnpul 1049 103 UOISSaISAL [BUONIISS-SSO1D
Buimojoy sy £q senjea pajoipaid Sl WO SUOLBIAGD Y} SB PAINSEAUI 918 SMO[} Useo uoyelsdo [ewwiouqy o040V
SLISO "S[eIIO0. [BULIOUQE JO SNJBA SAL)ISO] IVA d
SLISO "S[eNI0. [BULIOUQE 3IN[0SqY oval

M2+ (M) /("3dd) B0+ (') /(P0FYV-"ATEY) D0 + (/1) o = (M) MDDV

SISO :Ieak-Ansnput KI9A3 10] UOISSAIZaL [BUO1DIS-SSOID
Suimolo} oy £q ssnjea pojoipard oYl WIOY SUOMBIAGD SB DOINSEOW  oIp S[enJode  AJeUONBIOSI(] 8) ¢

suopendjugjp [89Y PUB S[BNIIIY 10) SAX014

$32.an0§ vleq

uonIuyd(q

SI[qELIBA

(penunuo)) 1 x1puaddy

04D — 1341 = s[enooe [8jo],

p:to0) 4



6Tl

T00ETVLVA /Z00€1 VLVAY= sieak om} ised sy} 1940 y3moid sojes

SHISO HLIMOYD

‘Koudpuadepur 9a180p 3soyS1y oYy Sunesiput (1 Jo IN[eA OY} YIM SISP[OYLeys SUI[[O1U0D WO
SHISQ  sIopjoyaJeys Ajuourw jo Aosuspusdapur Jo 2a139p u,ﬁ jussaxdas pue 1 ySnoay () wory safuel ajqeLieA Siy| AANI

511001 [ENUE SWLIY pUE SLISO ASIMIBYIO () pue ‘saLnsnpul (6LES-EEES EOI) 11101 pue ‘(LELZ-CELT
D7) souons (8L56-££56 GOI) stomduwod (LLSh-££sH D) A80[ouyosiolq oy ut suny 103 | sjenby ALVDILIT
SISO ((Z00€1 VLV Q) 8077 = poned [eosy oy jo Suruudaq a1 1e ULy © Jo s3[es 12303 3y Jo 507 EVAN
SLHSO MV /SHOET <H<D = pouiad juawing jo 1oid 15u pafedg LLAN
spiodal [enuue pue SLISQ 'asimIdYo () pue ‘sioypne ¢ 8ig oY) Jo SUO £q pajipne Si UL AIOYSHO Ue Ji | s[enby snDig
SUISO (19071 V.LvQ) A1nbe siopjoyareys [e10], / [e3ded 1o3 BN = OlE J00q-03-1Ie [N gL
SHISQ *9SIMIAYI0 () PUB ‘SGY ] SAO[[0] ULIY SI10YSHO Ue Ji | sjenby SYAl
SISO "OSIMISYIO () PUB JV VDS(] SMO][0J WLILY 3I0YSHO ue JI | s[enbg dvVVvOSsn

005 pUNJAIRISUOIBUC BULISIUT MMM /- ATy

)sqam JINI "9SIMISYIO0 () pUB ULILJ SI0USLJO UB S} WLty e J1 | 0} [enby AYOHSA40
SISO ‘WL 210USJO U JO S1op[oydleys 921y} doj oy Aq paumo Saseys uowuIos Jo 98eIuaold  JIHSYWANMO
OV s.uL 2J0Ys}o-uou paydjew 9zIs-AUsSnpul ue snui Q| S, ULl 210ysyo ue £q paureiqo st Jiq v Ba ovi
QS UIqO] S, ULILj I0YSHO-UOU PAYDIBW dZIS-AuShpul Ue snumw ) UIqo] S, UL} 9I0YSYO Ue 03 sjenbg Bao

"Ansnput s iy jo ) uesw
SHISO 9} SnUIW UONBAISSQO Jeak-uliy 139 Jo O S,ulqo] Aq paremoleds s1 yoiym Q) s,uiqoj pajsnlpe Ansnpuj OVl

LLOETVLIVA /0TTITYIVA =
SUISQ sjasse [e10] / an[ep asudigug O s,uqoy
SA[QRLIBA 19A WAL
ando pue JNI '9)el xey 91e10d100 oFeioAy XVL
$321n04§ el uomuydq sa|qelIeA

jooqioed plIom VID pue I

(penunuo)) | xipuaddy

'daD Jo 3o ay3 se pauyep JustwdooAdp DILLOUOI JO SINSBAA]

‘A[oanoadsas

ddan no1



0¢1

SISO *9SIMISYI0 () ‘SUONOIPSLIN[ JO SILHUNOD IOYIO JO SIONIBUI JD0IS U PAISI[-SS010 SI ULIY & i | sjenby SSOUD

'SON[IIM] PUB ‘SIOIAIOS UOIIBI[UNWIIOII[S].

susQ  ‘ABojouyos], uoteuLIOju] ‘S[eIouRUL] ‘Ore) YiesH ‘so[deig towmsuo)) AIeuonoIosI(] JoWnsuo)) ‘[eLusnpuj
‘srewvrely ‘A310uq ojul Ansnpul sdnoS yorym SUISQ Yl Ul pauljep Se ore saLysnpuj ‘saruunp Anusnpuj AYLSNANI
*BSIMIBYIO () ‘TO0Z 191 JeaK B UT S] UOHIBALSSQO U }I | s[enby Z00TAVIA
SoIuIINp Jesp AVAA
SISO "9SIMIaYI0 () pue ‘(Z00Z 1oye) pouad X OS-1s0d sy 03 pajejal S1 UOIBAISSQO U ji | s[enby X0S
SUISO D40 ut saretfiye dn jos uuy e 31 g pue $HAQ Ut s10)s18a1 wuy e j1 | sjenby AdAL
SI|qeLIBA 1310

MY ASETTTVIVA) M ende) aseys 49°0 + MV /(TT0YT VIVA -190€1 VIVA) ¥ [ende) Bunjiop 42'1 +

'V /(9€07T VLY Q) " sutureq pauteidy «'1 + "V /¥ SATVS 40’1 + “1LAN #£ '€ = "01005-7

81 910938-7 94 ] 'oSIMISY10 () pue .WBO.N uey) ssa| S1 8100S-7 S UL} dY3 Jt Ammu.cw:u [erdoueul}
SISO Ul Wiy B Joj) | 03 [enbo 9[qeLRA AUIUND B SB PAULSP SI J] 'SSAXSIP [BIOUBUL S UL € JO SINSEAW € SI SIY]  (QISSAULSIA
SUISO v ATT0PTVIVA +190E1 VAV Q) = $2]qeAIS09I PUE SSLIOJUSAUL JO WINS PI[EIS DTYANI
$93.1n0§ vl uopiudq sa|qelaep

SUISQ
SLISQO
SLISO

(penupyuo)) 1 xipusddy
MV /TT0p1VIVQ = SABI[IQR!] JUaLIND Po[eds 10

LLOETVIVA /ITOYTVIVQ = S19SS8 12101 03 sal[Iqel] [ej03 Jo oljes oyl  HDVYAATT
0LOTEVLVQ = JeoA 1011d 31} 10] $1OSSE UO LLINJAL S ULIY Y 114044



