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 Background: Accounting income and taxable income can be distinct. This gives rise to 
the concept of book-tax differences (BTDs), meaning the differences that can exist 
between the accounting income, in conformity with corporate legislation, and taxable 
income, in line with tax legislation. Hanlon and Heitzman (2010) mention the BTD 
theme as an important and promising research topic in the area of taxation in the 
international literature. Objective: This study analyzes whether there is a relationship 
between BTDs and the future earnings and stock returns. We examine whether BTDs 
differentially influence earnings persistence and informativeness in the Brazilian 
context. Results: Based on the econometric models adapted to Brazilian circumstances, 
we observed a statistically significant influence of BTDs on the estimation of future 
earnings of the firms studied. This study is particularly relevant given the changes in 
accounting rules in Brazil during the study period caused by Law 11,638 of 2007 and 
the adoption of IFRSs. The results of the models proposed showed increased relevance 
of BTDs especially in 2008 and 2009. Conclusion: This research helps to address some 
critical issues by making an in-depth study of book-tax differences and evaluating how 
the  BTD have an effect on the earnings persistence and investor responsiveness to 
earnings. Our findings suggest that, while some research  results in the U.S.-based 
studies can be generalized to Brazil, empirical evidence from the  Brazil setting helps 
supplement and enrich the current BTD literature.  
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INTRODUCTION 
  
 A recurrent theme in the international accounting literature is the effects of tax legislation on corporate 
accounting and the influence of accounting choices on firms’ tax results (Formigoni et al, 2009; Hanlon and 
Heitzman, 2010; Graham et al, 2012).   
 Tax legislation has a substantial effect on corporate accounting, to the extent that it enables the adoption of 
accounting rules and mechanisms for calculation of taxes that are different from those required for disclosure to 
the market, providing a certain amount of leeway for discretionary alternatives in accounting choices. According 
to Lopes and Martins (2006), the tax impact on accounting can be lower in common law countries like the 
United Kingdom, while in Germany, accounting rules are based largely on the tax code, without any theoretical 
body and conceptual structures.   
 Notwithstanding these factors, accounting information can affect the taxable result, particularly in the 
presence of earnings management. According to Martinez (2008), the net income (profit/loss) is one of the most 
important products of accounting, but this result is susceptible to discretionary adjustments that have little or 
nothing to do with the firm’s reality.  
 Because of different objectives, accounting income and taxable income can be distinct. This gives rise to 
the concept of book-tax differences (BTDs), meaning the differences that can exist between the accounting 
income, in conformity with corporate legislation, and taxable income, in line with tax legislation.  
 Paulo, Martins and Corrar (2007) and Formigoni et al (2009), among others, have published important 
studies on the composition of these differences and the relative importance of each variable in the formation of 
BTDs, and hence the reasons for the differences. The main ones identified are earnings management, tax 
management and tax legislation. 
 Another approach is to focus on the informational aspects of the differences between accounting and tax 
income. In this respect, Hanlon (2003), Jackson (2009) and Tang and Firth (2012) can be mentioned. This line 
of research investigates the impact of the book and tax figures on external information users in the financial 
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market, namely investors and financial analysts. 
 The general objective of this study is to analyze whether there is a relationship between BTDs and the 
future earnings and stock returns. In this study, we examine whether BTDs differentially influence earnings 
persistence and informativeness in the Brazilian context. We focus our study on Brazil because of its unique 
financial reporting setting.  
 In Brazil listed firms is mandated to disclose the BTD information in the tax notes in a similar way to firms 
in the U.S. The Brazilian setting from 2004 to 2009 allows us to examine whether the results of U.S.-based 
studies can be generalized to the largest emerging capital market, which has different tax regimes, enforcement, 
and market practices.  Law 11,638 of 2007 introduced changes in the Law of Corporations (Law 6,404 of 1976), 
especially establishing convergence of national with international accounting standards, with less influence of 
tax effects. Two years later, Law 11,941 of 2009 (previous MPV 449/2008) instituted the Transition Tax 
Regime (RTT), to neutralize the tax effects of these new accounting standards and procedures. 
 After a review of the literature, we test econometric models to assess if there is a statistically significant 
link between BTDs and firms’ future profits and returns. The present work is important by demonstrating the 
relevance of BTDs for users of accounting information, as an indicator of the firm’s future perspectives. Besides 
investigating a theme rarely addressed in the Brazilian literature, we also include an analysis of the impact of the 
recent changes in accounting rules, by introducing controls in the regression models to account for these 
changes.  
 The article is organized into five sections including this introduction. In the next section we review the 
literature on the informational relevance of BTDs, while in the third we set out the methodology and database, 
hypotheses and models adapted for Brazilian setting. The results are presented and analyzed in the fourth section 
and the fifth contains a summary of our main conclusions. 
 
Theoretical Frameworks: 
Concepts: 
 Before discussing the literature, it will be helpful to briefly examine the main concepts involving the theme 
of book-tax differences, the standouts being: temporary and permanent BTDs; nondiscretionary or normal 
differences (NBTDs); discretionary or abnormal differences (ABTDs); earnings management (EM), tax 
management (TM), book income and taxable income; discretionary and nondiscretionary accruals; and reporting 
entity differences. 
 Differences of a permanent nature arise from transactions involving revenues and expenses in a determined 
period that will not reverse in a later period, and that have no tax effects. Temporary differences, in turn, occur 
when transactions are recorded for accounting and tax purposes in different periods, so that at some point in the 
future they will equalize. 
 For Formigoni et al (2009), a normal or nondiscretionary difference occurs when there is a mismatch 
between accounting and tax rules, so that the difference in numbers is not opportunistic. According to the same 
authors, discretionary differences result from earnings management and tax management. 
 The concept of accruals has key bearing on the BTD theme. According to Martinez (2008), accruals are the 
difference between the net income and the net operating cash flow. Accruals occur substantially in function of 
the adoption of accrual basis accounting (recognition of revenues and expenses when earned or incurred instead 
of when actually received or paid) rather than cash basis accounting (whereby revenues and expenses are 
recorded when actually received or paid, regardless of when invoiced). Just as BDTs, accruals can be classified 
as discretionary and nondiscretionary. The first is artificial in nature with the purpose of managing earnings, 
while the second is required due to the reality of the business. 
 The concept of reporting entity differences was addressed by Mills and Plesko (2003) and is related to an 
important source of difference between book and taxable income, arising from the balance sheet consolidation 
rules, as occurs, for example, in the United States under that country’s generally accepted accounting principles 
(USGAAP). 
 On the matter of earnings management, Schipper (1989) defines it as the process of taking advantage of the 
flexibility of accounting rules to present a desired level of profit (or loss). For Healy and Wahlen (1999), 
earnings management occurs when managers use their discretionary judgment to manipulate financial 
information about the firm’s performance. Paulo et al (2007) discuss the existence of multiple criteria in 
accounting rules and practices that allow managers to choose valid alternatives with the aim of presenting 
information in the form desired regarding the performance or financial structure of the company. 
 In turn, tax management is defined by Zimmermann and Goncharov (2006) as the minimization of the 
present value of tax deductible expenses, while for Tang and Firth (2011) it is the exploitation of the 
uncertainties and ambiguities of tax rules to apply them in the most advantageous way in measuring accounting 
numbers and structuring activities so as to reduce the tax burden legally. 
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Academic studies on book-tax differences: 
 In a line of research preceding BTDs, specifically earnings management, Paulo and Santos (2006) observed 
strong indications of earnings management among Brazilian companies opting to defer foreign exchange 
variations between 1999 and 2001, where the most common objective observed was to avoid (or minimize) 
having to present negative results. Martinez (2008) studied estimation of accruals, using them as an empirical 
proxy to detect earnings management, and found evidence of the existence of this phenomenon to avoid 
reporting losses or poor earnings in the present in the hope that future results will ameliorate them.  
 Hanlon and Heitzman (2010) mention the BTD theme as an important and promising research topic in the 
area of taxation in the international literature. The authors first explain the reasons for the differences between 
book and taxable income and then stress the discoveries regarding the association of BTDs with firms’ current 
and future results, making this difference a relevant indicator of the quality of earnings. 
 Earlier, Hanlon (2005) studied the importance of book-tax differences as an indicator of the persistence of 
earnings and whether a determined level can affect the evaluation of investors about the predictability of future 
results. Using data on 4,050 American firms over the period from 1994 to 2000 (14,106 firm-years), she 
identified that firms with large BTDs present earnings results that are less persistent than firms with lower book-
tax differences. 
 Also according to Hanlon (2005), even though book income and taxable income are calculated by the 
accrual method, large differences in income can be perceived. She divides these differences into permanent and 
temporary ones, but for the effect of her study she did not consider the permanent differences, because they 
usually result from tax legislation and thus are not good indicators of the quality of earnings related to the 
accrual process. 
 Hanlon (2005) also states that the market views large positive book-tax differences as a “red flag”, a sign to 
reduce expectations about future profits, while in the case of large negative differences, investors tend to 
overestimate the persistence of the accrual components of income. 
 In a work aimed at company valuation, Guenther and Sansing (2000) use an analytical model to investigate 
and estimate the value of firms when there are temporary differences between when revenue and expense items 
are recognized for tax- and financial-reporting purposes. The model demonstrates that deferred tax assets and 
liabilities transform book values of underlying assets and liabilities into estimates of after-tax cash flows, on 
which firms’ market values are based. 
 Guenther and Sansing (2000) further show that if tax deductions are calculated on a cash accounting basis 
while assets and liabilities are recorded at the present value of their associated future cash flows, then the value 
of deferred tax assets and liabilities is their recorded amount, irrespective of when the assets will be realized or 
the liabilities reversed. On the other hand, if tax deductions are not taken when the expenditures are incurred or 
if assets and liabilities are recorded at more than the present value of their associated cash flows, then the market 
value of the deferred tax assets and liabilities is less than their recorded values. Thus, the value of the deferred 
tax account is independent of when that account will reverse. 
 In turn, Tang and Firth (2012) investigates the potential of BTDs to capture opportunistic book and tax 
reporting in China. They develop a regression model to identify the difference between the normal and abnormal 
components of total book-tax differences. Their sample was drawn from Chinese firms with “B-shares” listed 
for trading and she tested the associations between ABTDs and the incentives to engage in earnings and tax 
management. The results show that firms with large incentives and prospects for earnings management and tax 
management show high levels of ABTDs and the magnitude of these abnormal book-tax differences appears to 
indicate the level of manipulation, suggesting that BTDs are a useful proxy to analyze these combined earnings 
and tax management, after controlling for accounting-tax misalignment. In Brazil, Ferreira et al (2012) reported 
evidences that the firms manage their earnings in the same direction of the observed signal of BTD, and seek to 
present the amount of BTD in level and variation around the breakeven and thus avoid a relationship with low 
earnings quality. 
 Dhaliwal et al (2008) report research indicating that the differences between book and taxable incomes 
reflect underlying economic fundamentals and earnings management activities. Within this context, the authors 
investigate if BTDs explain differences in firms’ cost of capital. They analyzed a sample covering the period 
from 1982 to 2006 made up of 9,836 firm-years. The results indicate that the standard deviation of BTDs 
estimated over five years is positively and significantly related to the cost of capital. Furthermore, the results are 
coherent with the variability of BTDs regarding the capture of information, considering the uncertainties about 
firms’ economic fundamentals. 
 Ayers et al (2010) study the interpretation of credit analysts of the information contained in book-tax 
differences regarding firms’ credit ratings. The authors’ assume that high BTDs can be relevant for credit rating 
agencies and can signal a reduction in earnings quality. The results suggest a significant negative association 
between positive changes in BTDs and changes in credit ratings, evidence which is consistent with large 
positive changes in BTDs being signs of decreased earnings quality. They also show that large negative changes 
in BTDs result in less favorable rating changes. Finally, the association between changes in book-tax differences 
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and credit rating changes is attenuated by tax planning. 
 Barragato and Weiden (2004) investigate the valuation implications of permanent and temporary book-tax 
differences of firms that grant stock options to their employees. They estimate the permanent differences 
associated with stock option plans using firms’ disclosure under SFAS no. 123 and in conjunction with firms’ 
disclosures about deferred taxes (temporary BTDs) under SFAS no. 109, conducting value relevance tests. They 
find evidence that recognition of deferred taxes for financial accounting purposes and the non-recognition of 
permanent tax assets associated with stock options are both incrementally value relevant. This study improved 
the model for valuation of residual earnings by including adjustments for the impact of stock-based 
compensation plans and their relationship to tax advantages. 
 In turn, Jackson (2009) examines the relation between book-tax differences and earnings growth. Since 
financial accounting rules are more flexible than tax accounting rules, large differences between book and 
taxable incomes indicate low earnings quality or less persistent earnings. His hypothesis is that the non-
temporary component of BTDs is negatively related to future changes in tax expenses whereas the temporary 
component (deferred taxes) is negatively related to changes in future pretax earnings. The results presented are 
coherent with this hypothesis. Besides this, he perceives that the lower earnings growth of firms with large 
BTDs is the result of earnings management. 
 Finally, Ayers et al (2009) believe that taxable income is a good alternative performance metric. They also 
discuss the relationship between aggressive tax planning and poor earnings quality. The results indicate that 
taxable income for high tax planning firms, when compared to other firms, carry relatively less relevant 
information, mainly in periods of highly aggressive tax planning 
 
Methodology: 
Sample and data collection: 
 Our sample is drawn from companies with shares listed for trading on the BM&FBovespa between 2004 
and 2009, more specifically those meeting at least one of the following parameters: i) inclusion in the IBX100 
and/or ii) inclusion among the 200 largest Brazilian companies in terms of sales revenue in any of the years 
between 2004 and 2009, according to the information disclosed in the business magazine Exame. 
 After this initial selection, as generally done in Brazilian studies, we excluded companies in the financial 
sector, because they have different accounting standards than other firms (set by the Brazilian Central Bank), as 
well as firms whose financial statements were not submitted to the Brazilian Securities Commission (Comissão 
de Valores Mobiliários - CVM). The financial statement data were obtained from the Sistema de Divulgação 
Externa ITR/DFP/IAN (DIVEXT), available at the CVM website. These data were obtained from the balance 
sheet, income statement, notes to the financial statements and annual report of management. 
 We filtered the information by type of consolidated statements, and if this information was not available, 
we used the data from the parent company. With respect to the share value, we adjusted this for dividends, 
bonuses, subscription rights and other similar benefits. Therefore, we did not use the historic stock price because 
this does not represent an effective proxy for an asset’s return.  
 For firms with more than one class of shares, we chose the class with greatest liquidity. We used the 
following parameters in forming our sample database: 
 
1 – Amount of Earnings before Income Taxes (EBT) 
The amount found in the notes to the financial statements, specifically in the table generally entitled 
“Reconciliation of the effective rate of income tax and social contribution on profit”. 
 
2 – Nominal rate of income tax (IR) and social contribution on profit (CSLL) 
This rate is 34% (IR of 15% plus 10% surcharge and CSLL of 9%). 
 
3 – Nominal IR and CSLL 
Amount obtained from item 1 (EBT) multiplied by item 2 (IR and CSLL rate). 
 
4 – Adjustments to IR and CSLL by permanent differences 
This amount is generally obtained in the same reconciliation table in the notes mentioned above: “Reconciliation 
of the effective rate of income tax and social contribution on profit”. 
 
5 – Additions/exclusions from permanent differences 
Amount obtained in item 4 divided by the nominal IR and CSLL rate (34%). 
 
6 – Deferred IR and CSLL 
Amount shown in the income statement under the rubric deferred IR/CSLL. 
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7 – Additions/exclusions from temporary differences 
Amount obtained in item 6 divided by the nominal IR and CSLL rate (34%).  
 
8 – Current IR/CSLL (provision for IR and CSLL) 
Amount shown in the income statement 
 
9 – Taxable Profit 
Amount obtained in item 8 divided by the nominal IR and CSLL rate (34%). This calculation is only an 
approximation of the real profit, since this figure is not contained in accounting disclosures. 
 
10 – Effects of IR and CSLL on the result for the year 
Amount obtained by the sum of the current IR/CSLL and deferred IR/CSLL. 
 
11 – BTDs 
Amount obtained by the following equation:  
(Item 1) – (Item 9) 
(amount in the Earnings before Taxes account- EBT) – (Taxable Profit) 
 
12 – Transition Tax Regime (RTT) 
When available, this information was found in the notes. 
 
13 – Tax loss in the current year (net operating loss - NOL) 
When the current IR/CSLL is positive, the NOL is obtained by dividing that amount by 0.34. Otherwise it is 
assumed to be zero, because there was no Taxable Profit. 
 
14 – Tax losses utilized (TLU) 
When information the compensation of tax loss carryforwards was available, it was found in the notes. 
 
15 – ∆(DTA-DTL) variable 
The difference between the deferred tax asset and deferred tax liability accounts. 
 
16 – Other information utilized:  
Balances in the following accounts: Investments (Capex), Fixed Assets, Intangible Assets, Deferred Charges, 
Total Assets, Accounting Income, Earnings per Share, Shareholders’ Equity, Deferred Tax Assets classified as 
Current Assets, Deferred Tax Assets classified as Non-current Assets, Deferred Tax Liabilities classified as 
Current Liabilities, Deferred Tax Liabilities classified as Non-current Liabilities. 
 
 After the initial selection and making some adjustments, as discussed previously, the total sample was 
composed of 130 companies. For the regression models we used 679 observations in the BTD regressions and 
329 observations in the regression of the estimate of future earnings and stock returns.  
 Since the sample covers the period from 2004 to 2009, one might expect variation in the BTDs between the 
2004-2007 and 2008-2009 periods, an expectation that was borne out by the model when controlling for these 
last two years in the regressions. 
 
Research hypothesis: 
 Based on the theoretical framework discussed in the literature review and the proposed objectives here, we 
formulated the following hypotheses: 
H1: Book-tax differences contribute to estimation of the future earnings of listed Brazilian companies. 
H2: Book-tax differences contribute to estimation of the future returns (capital gain on shares) of listed Brazilian 
companies. 
 
Data analysis techniques: 
 Our econometric models to analyze the hypotheses are based on the regression equations proposed by Tang 
and Firth (2012), adjusted to Brazil’s particularities. These models are presented below along with the 
explanation for the adjustments made. 
 
BTD regression: 
 BTD regression model – Model of Tang & Firth (2012) adjusted to Brazilian setting 
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 Where BTDit corresponds to the BTD of firm i in year t; β1INVit is the sum of the investments, fixed assets, 
intangible assets and deferred charges of firm i in year t;  β2∆REVit is the variation of revenue of firm i from 
year t-1 to year t; β3NOLit is the net operating loss of firm i in year t; β4DITit is the amount of the deferred 
income tax of firm i in year t; β5(NE-NI)it is the difference between the net equity and net income of firm i in 
year t; β6(DTA-DTL)it is the difference between the deferred tax assets and deferred tax liabilities of firm i in 
year t (all the preceding variables were scaled for size by dividing them by the total assets of firm i in year t);  
β7LAW is a dummy variable to identify the effects of the BTDs before and after Law 11,638/2007 became 
effective (January 2008); and Є it is the error term.  
The following adjustments were made to the model of Tang & Firth (2012): 
• Removal of the independent variable β4TLUit: (tax loss utilized by firm i in year t). 
 The utilization of tax losses is related to the differences between book and taxable income. In Brazil, 
according to Art. 510 of the Income Tax Regulations, tax loss carryforwards may be used to offset future taxes 
at a maximum of 30% of the taxable profit (book income adjusted by the additions and exclusions prescribed by 
the tax regulations) in any one year. Nevertheless, we had to remove this variable because information in this 
respect was not available in the financial statements or the notes thereto. 
• Inclusion of the independent variable β4DITit (deferred income tax of firm i in year t).   
 The deferred income tax is composed of temporary differences and will be compensated against future 
taxes. In this respect, the tax loss constituted and offset composes this effect. When this account is positive, it 
means there was total constitution of temporary differences greater than the compensation of temporary 
differences. Therefore, the variable β4DITit in its conception tends to influence the amount of book-tax 
differences.  
• Inclusion of the independent variable β5(NE-NI)it (amount corresponding to the difference between the 
shareholders’ equity and net income of firm i in year t). 
 The inclusion of the above variable is based on Art. 347 of the Income Tax Regulations, according to which 
firms can pay dividends in the form of “interest on shareholders” equity (juros sobre o capital próprio), in 
which case the amount paid is deductible from the base for calculating income tax (IR) and social contribution 
on profit (CSLL), up to the limit of the amount of equity in the current year multiplied by the official long-term 
interest rate (TJLP). 
 The independent variable in the model is the difference between net equity and net income, in view that in 
calculating interest on equity the rule states that the net profit from the tax period to which the interest refers 
cannot be computed in the calculation base, because it will only start to integrate the net equity in the 
subsequent period. Interest on shareholders’ equity is thus a relevant permanent difference, contributing to 
changes in BTDs. 
• Inclusion of the impendent variable β6(DTA-DTL)it (corresponding to the difference between the deferred 
tax assets and deferred tax liabilities of firm i in year t). 
 As defined in Technical Pronouncement 32 from the Accounting Pronouncements Committee (CPC in the 
Portuguese initials), entitled Tributos sobre o Lucro, or “Taxes on Profit” (CPC32, p. 4), Deferred Tax Assets is 
the amount of the taxes on profit recoverable in future periods. Examples are deductible temporary differences, 
future use of tax loss carryforwards and future offsetting of tax credits not utilized.  
 The referred CPC32 then defines Deferred Tax Liabilities as the amount of tax on income owed in a future 
period related to temporary taxable differences. Therefore, the value of this difference between Deferred Tax 
Assets and Deferred Tax Liabilities is a variable related to the present and future formation of BTDs and for this 
reason was included in the regression.  
• Inclusion of the dummy variable β7LAWit  
 We also included the dummy variable β7LAWit in the BTD regression model to try to identify the possible 
effects of Law 11,638/2007 (in force as of 2008) might have on the dependent variable BTD. 
 
Earnings regression: 
 Regression model for future earnings of Tang & Firth (2012), adjusted to Brazilian circumstances: 
 

, 1 1 2 3i t o it it it itNI NI NI BTDβ β β β ε+ = + + ∆ + +               (2)  
 
 Where NI i,t+1 is the net income of firm i in year t ; β1NIit is the net income of firm i in year t; β2∆NIit is the 
variation in net income of firm i from year t-1 to year t; β3BTDit is the book-tax difference of firm i in year t; 
and Єit is the error term. All the variables were scaled by total assets of firm i in year t-1. The model was 
adjusted to consider the net earnings rather than the earnings per share.  
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 Based on the above setup, we analyzed if these factors aligned with a new independent variable (BTD) can 
contribute to the estimation of future earnings. 
 
Return regression: 
 Regression model for future return adjusted to Brazilian circumstances: 

, 1 1 2 3 4 ( )i t o it it it it itRET NI NI BTD DTA DTLβ β β β β ε+ = + + ∆ + + − +           (3) 
 
 Where RETi,t+1 corresponds to the stock return of firm i from year t to year t+1; β1NIiit is the net income of 
firm i in year t; β2∆NIit is the variation in net income of i from year t-1 to year t; β3BTDit is the BTD of firm i in 
year t; β4∆(DTA-DTL)it is the variation of the difference between deferred tax assets and deferred tax liabilities 
of firm i in year t-1 to year t; and Єit is the error term. All the variables were scaled for the stockholders’ equity 
in = year t 
 This model was developed with the combination of variables suggested by Tang & Firth (2012), with the 
following adjustments. 
• Alteration of the independent variables proposed by Tang & Firth (2012), β1EPSit and β2∆EPSit to β1NIit and 
β2∆NIit  
 In this case, instead of using the earnings per share, we employed the earnings alone, recalling that later the 
value will be scaled according to the model’s parameters. 
• Maintenance of the independent variable proposed by Tang & Firth (2012), β3BTDit, a variable that is 
fundamental for the present study. 
• Inclusion of a new variable, β4 ∆(DTA-DTL)it, 
 The inclusion of the variable β4 ∆(DTA-DTL)it is based on the idea that the greater the variation of this 
variable, the higher will be the probability of a lower income tax bill (IR and CSLL). Hence, we expect a 
positive coefficient for this variable. 
 
Analysis of the Results: 
Results of the BTD regression model adjusted to Brazilian setting: 
 From equation 1, we run the BTD regression model adjusted to Brazilian setting: 
 

1 2 3 4 5 6 7( ) ( )it o it it it it it it it itBTD INV REV NOL DIT NE NI DTA DTL LAWβ β β β β β β β ε= + + ∆ + + + − + − + +
 
 As mentioned, the enactment of Law 11,638/2007 changed the accounting rules in Brazil, with possible 
effects on the size of the BTDs. Therefore, we tested three models, whose statistics are presented in Table 1. 
The first model assumes this law had no effect on the BTDs, while the second assumes there was an impact in 
the first year of the law’s effectiveness and the third that the impact only started to be felt in the second year. 
Table 1: 
 
Regression results of the proposed models: 

Mod Multiple 
R 

R2 Adjusted R2 Standard 
error 

Observations F P-value 

1 0.7326 0.5367 0.5326 0.2748 679.0000 129.7390 0.0000 
2 0.7326 0.5367 0.5319 0.2750 679.0000 111.0469 0.0000 
3 0.7342 0.5391 0.5343 0.2743 679.0000 112.1126 0.0000 

No dummy variable was used in model 1. 
 Model 2 included a dummy variable, which assumed the value of 0 for the years 2004, 2005, 2006 and 2007 
and 1 for the years 2008 and 2009. 
Model 3 used a dummy variable, which assumed a value of 0 for the years 2004, 2005, 2006, 2007 and 2008 and 
1 for 2009.  
 According to the results of the adjusted R-squared (an indicator that measures as a percent the explanatory 
power of the independent variables on the dependent variable), model 3 had the best result, at 53.43%. 
According to the F-test, all three regression models were within the confidence interval, demonstrating 
statistical significance for the regressions. Moreover, these F-values were higher than the critical value of the 
regressions, indicating that the null hypothesis (Ho) should be rejected, and thus indicating a linear relationship 
between the independent variables and the dependent variable. The results of the regressions for each of the 
variables in the three models are presented in Table 2. 
 In model 3, the following variables have negative coefficients: INV, ∆REV, (NE -NI), DIT and (DTA-
DTL). In this sense, the negative BTDs indicate the existence of an effective rate of income tax (IR) and social 
contribution on profit (CSLL) greater than the nominal rate of these two levies.  
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 By logic, the higher the variable INV is, the greater the probability of certain expenses existing, such as 
losses on investments in fixed assets that are not deductible, a fact that would cause an addition to net income. 
 The variable (DTA-DTL) also has this same relation. In other words, as the balance of this variable 
increases, the tendency is for the amount of deferred tax assets or the use of deferred tax liabilities to increase 
(both generally occur with an addition to net income). 
 The variable (NE-NI), with a negative coefficient a priori, had an effect contrary to our expectation, 
because this difference serves as the base for distribution of interest on shareholders’ equity, which as stated 
earlier is deductible by the company (though subject to 15% withholding tax by the company on behalf of the 
beneficiary, unlike dividends, which are not tax deductible for the company but are exempt from income tax at 
the beneficiary’s end). This suggests that the sample may not have contained a sufficient number of firms that 
use this mechanism to distribute profits or that Brazilian firms in general do not use this mechanism very often. 
 Special scrutiny should be directed at the variable DIT, because this account in the income statement can be 
positive in cases of deferred tax credits or carryforwards or negative in the case of deferred tax expenses. The 
first case is accompanied by an increase in deferred tax assets or a reduction in deferred tax liabilities, while the 
second case involves a reduction in deferred tax assets or an increase in deferred tax liabilities. 
 The coefficient of DIT is negative. Therefore, in line with the theory, when a firm has deferred income tax 
credits (positive value), the effect will contrary on the BTD, contributing negatively to its formation. Likewise, 
when there is an income tax expense (negative value), the effect is the opposite, to increase the BTD. In turn, the 
coefficient of the variable NOL is positive, as expected, meaning that any time there is compensation of a tax 
loss, the taxable income will decline.     
 The t-statistic of all the variables is higher than the critical value (1.9635) of the regression, so the H0 is 
rejected, i.e., its parameters cannot be considered different from zero. The only exception is the variable NOL, 
which can suggest the relation of this variable with BTDs is not linear. 
 The p-values are also is in line with the t-statistics, evidencing that all the variables (except NOL) are 
significant within the 5% confidence interval. The dummy variable LAW is within the 10% confidence interval. 
Based on the data above, there is no evidence of multicollinearity in the regression model. 
 
Table 2: Coefficients, standard errors, p-values and collinearity statistics of the new model proposed.  
Panel a: Model 1 

Variable Coefficient Standard 
Error 

T-Statistic P-Value Collinearity Statistics 
Tolerance VIF 

Intersection 0.0726 0.0118 6.1450 0.0000   
INV -0.0344 0.0063 -5.4699 0.0000 0.4561 2.1923 

∆VER -0.0658 0.0234 -2.8140 0.0050 0.5436 1.8396 
NOL 0.0283 0.4022 0.0702 0.9440 0.9997 1.0003 
DIT -1.5121 0.1828 -8.2732 0.0000 0.2892 3.4578 

(NE-NI) -0.0087 0.0019 -4.5244 0.0000 0.4841 2.0658 
(DTA-DTL) -0.3931 0.0723 -5.4383 0.0000 0.3580 2.7929 

 
Panel b: Model 2 

Variable Coefficient Standard 
Error 

T-Statistic P-Value Collinearity Statistics 
Tolerance VIF 

Intersection 0.0714 0.0141 5.0531 0.0000   
INV -0.0345 0.0063 -5.4572 0.0000 0.4523 2.2111 

∆VER -0.0656 0.0235 -2.7943 0.0053 0.5410 1.8485 
NOL 0.0298 0.4027 0.0741 0.9409 0.9991 1.0009 
DIT -1.5113 0.1830 -8.2583 0.0000 0.2889 3.4612 

(NE-NI) -0.0087 0.0019 -4.5219 0.0000 0.4841 2.0658 
(DTA-DTL) -0.3934 0.0724 -5.4366 0.0000 0.3578 2.7947 

Law 0.0035 0.0222 0.1562 0.8759 0.9785 1.0220 
 
Panel c: Model 3 

Variable Coefficient Standard 
Error 

T-Statistic P-Value Collinearity Statistic 
Tolerance VIF 

Intersection 0.0632 0.0128 4.9273 0.0000   
INV -0.0353 0.0063 -5.6109 0.0000 0.4533 2.2063 

∆VER -0.0591 0.0236 -2.5013 0.0126 0.5309 1.8835 
NOL 0.0707 0.4021 0.1758 0.8605 0.9965 1.0035 
DIT -1.5140 0.1824 -8.2983 0.0000 0.2892 3.4579 

(NE-NI) -0.0086 0.0019 -4.4788 0.0000 0.4837 2.0674 
(DTA-DTL) -0.3941 0.0722 -5.4621 0.0000 0.3580 2.7931 

Law 0.0524 0.0281 1.8657 0.0625 0.9539 1.0483 
 
Results of the regression for future earnings adjusted to Brazilian setting: 
 From equation 2, we run the future earnings regression model adjusted to Brazilian setting: 



487                                                                     Lopo Martinez et al, 2014 
Australian Journal of Basic and Applied Sciences, 8(1) January 2014, Pages: 479-489 

 
, 1 1 2 3i t o it it it itNI NI NI BTDβ β β β ε+ = + + ∆ + +   

 The statistics of this regression are presented in Table 3. The model’s R-squared is 40.18%. Therefore, the 
independent variables explain approximately 40% of the following year’s net income (dependent variable). The 
model’s F-statistic is within the confidence interval, demonstrating the regression’s statistical significance. 
Besides this, the F-value (72.7746) is greater than the regression’s critical F-value (2.6324), indicating that the 
H0 should be rejected, and hence indicating the existence of a linear relationship between the independent 
variables and the dependent one. 
 
Table 3: Regression results of the new model proposed. 

Multiple 
R 

R2 Adjusted R2 Standard 
Error 

Observations F P-Value 

0.6339 0.4018 0.3963 0.0978 329 72.7746 0.0000 
 
 The variables of this regression are presented in Table 4. By the above equation, it can be seen that the net 
income for the present year contributes significantly to the formation of the net income in the following year, 
while the variation in earnings from the previous period to the current one has a negative coefficient. The BTD 
variable has a negative coefficient, indicating that the effective tax rate greater than the nominal one can signal a 
greater positive variation in future earnings.  
 In this case, we believe the occurrence of this fact can be explained by the formation of deferred income tax 
credits. Therefore, it will cause an increase in the deferred tax assets and a greater possibility of a reduction in 
the effective income tax rate (IR and CSLL) in the following year.  The t-statistics of the variables are higher 
than the regression’s critical value (1.9673), so the H0 is rejected, i.e., its parameters can be considered different 
than zero. This again suggests the existence of a linear relation between the independent variables and the 
dependent one. 
 
Table 4: Coefficients, standard error, t-statistic, p-value and collinearity statistic or the new model proposed. 

Variable Coefficient Standard Error T-Statistic P-Value Collinearity Statistics 
Tolerance VIF 

Intersection 0.0206 0.0071 2.8977 0.0040   
NI 0.8968 0.0629 14.2573 0.0000 0.591234814 1.691375366 

∆NI -0.2340 0.0733 -3.1917 0.0016 0.638162013 1.567000198 
BTDs -0.0990 0.0188 -5.2538 0.0000 0.706385525 1.415657549 

 
Results of the regression model for future return adjusted to Brazilian setting: 
 From equation 3, we run the future earnings regression model adjusted to Brazilian setting: 

, 1 1 , 2 , 3 , 4 ,( )i t o i t i t i t i t itRET NI NI BTD DTA DTLβ β β β β ε+ = + + ∆ + + − +       
 The statistics for this regression are shown in Table 5. The R-squared is 24.40%, meaning that the 
independent variables explain approximately 24% of the firms’ stock returns the next year. The model’s F-
statistic is within the confidence interval, demonstrating the statistical significance of the regression. Moreover, 
the F-value (26.1496) is greater than the critical regression’s critical value (2.3995), indicating rejection of the 
H0 and in turn indicating the existence of a linear relation between the independent variables and the dependent 
one. 
     
Table 5: Regression results of the new model proposed. 

Variable Coefficient Standard Error T-Statistic P-Value Collinearity 
Statistic 

Variable 

0.4940 0.2440 0.2347 0.0000 329.0000 26.1496 0.0000 
 
 The variables of this regression are presented in Table 6. According to the equation, the net income in the 
present year contributes to the formation of the return the following year, while the variation of net income from 
the previous year to the current one has a negative coefficient. The BTD variable also has a negative coefficient, 
indicating that the higher effective tax rate than the nominal one can signal a greater positive variation in future 
returns. In this case, we believe this can be explained by the formation of deferred tax credits, and consequently 
an increase in deferred tax assets and a greater possibility of a reduction of the effective tax rate in the next year. 
 In turn, the interpretation of the variable ∆(DTA -DTL) follows the same logic. Therefore, the greater its 
positive variation, the stronger will be the possibility of greater returns. The t-statistic of the variables is greater 
than the critical t-value (1.9673), so the H0 is rejected, meaning that its parameters can be considered different 
from zero. This again suggests the existence of a linear relation between the independent variables and the 
dependent one. 
 The results of the p-test lead to the same conclusions as the t-statistic, evidencing that the variables are 
significant within the confidence interval. Based on the above data, there is an acceptable degree of 
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multicollinearity for the variables NI and ∆NI. The Durbin-Watson statistic, with a value of 1.9618, indicates 
there is no autocorrelation among the model’s independent variables. 
 
Table 6: Coefficients, standard errors, t-statistics, p-values and collinearity statistics. 

Variable Coefficient Standard 
Error 

T-Statistic P-Value Collinearity Statistics 
Tolerance VIF 

Intersection -0.00000052 0.0000 -2.9228 0.0037   
NI 0.00000317 0.0000 6.2390 0.0000 0.1243 8.0438 

∆NI -0.00000111 0.0000 -3.7885 0.0002 0.1205 8.3015 
∆(DTA-DTL) 0.00000586 0.0000 5.2601 0.0000 0.9920 1.0080 

BTDs -0.00000121 0.0000 -3.7359 0.0002 0.8873 1.1270 
 
Conclusion: 
 Book-tax differences occur not only because of the different objectives of financial accounting standards 
and tax accounting rules. Therefore, it is important to investigate the other reasons that can lead to these 
differences. The most important reasons are earnings management, tax management, managerial strategy and 
consolidation rules. 
 Internal and external users generate interpretations based on the information about the behavior of BTDs. 
Internally, managers evaluate the implicit and explicit costs caused by this phenomenon within a context of tax 
planning. Externally, investors assess the motives for these differences in light of the possible conflicts of 
interests. Likewise, these indicators are important for the tax authorities to enable sharpening their analytical 
procedures for audits. 
 The market’s perception of book-tax differences provides better parameters to estimate future earnings and 
returns and to optimize the valuation of companies and measure their risks. This study contributes in this 
respect, by showing the informational relevance of the differences between book and taxable income for 
predicting future earnings and stock returns of listed Brazilian companies. 
 Based on the econometric models adapted to Brazilian circumstances, we observed a statistically significant 
influence of BTDs on the estimation of future earnings of the firms studied. Besides this, the model indicated 
the existence of a linear relation between the dependent variable and the independent variables, indicating that 
the parameters of the variables can be considered different than zero within the confidence interval and the 
absence of autocorrelation and multicollinearity, assuring the robustness of the inferences formulated. 
 The tests of the model for return also showed the statistical significance of the results. With the adjustments 
in the model, we showed the statistical significance of the influence of BTDs on the estimation of future returns 
of listed Brazilian companies. Besides this, the model again indicated the existence of a linear relationship 
between the dependent variable and the independent ones, indicating that the parameters of the variables can be 
considered different from zero and within the confidence interval, without autocorrelation and multicollinearity, 
assuring the desired consistency of the statistics. 
 In summary, we found in this article statistical evidence of the informational relevance of book-tax 
differences in the context of parameters to estimate the future earnings and returns of Brazilian public 
companies. The study is particularly relevant given the changes in accounting rules during the study period 
caused by Law 11,638 of 2007, which amended the Law of Corporations, and Law 11,941 of 2009, which 
established the Transition Tax Regime (RTT). The results of the models proposed showed increased relevance 
of BTDs especially in 2008 and 2009. 
 This research helps to address some critical issues by making an in-depth study of book-tax differences and 
evaluating how the  BTD have an effect on the earnings persistence and investor responsiveness to earnings. 
Our findings suggest that, while some research results in the U.S.-based studies can be generalized to Brazil, 
empirical evidence from the Brazil setting helps supplement and enrich the current BTD literature. 
 The study presented in this article can contribute to new research on book-tax differences. In this respect, 
other questions can arise, such as whether there is a relationship between BTDs and the costs of capital or the 
error in analysts’ estimates. These are but a few aspects that can be investigated and the fact they have been little 
examined shows the great potential of this theme in the accounting and financial areas. 
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