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Abstract - This paper investigates the determinants of corporate
expatriations. American corporations that seek to avoid U.S. taxes
on their foreign incomes can do so by becoming foreign corpora-
tions, typically by “inverting” the corporate structure, so that the
foreign subsidiary becomes the parent company and the U.S. par-
ent company becomes a subsidiary. Three types of evidence are con-
sidered in order to understand this rapidly growing practice. First,
an analysis of the market reaction to Stanley Works’ expatriation
decision implies that market participants expect its foreign inver-
sion to be accompanied by a reduction in tax liabilities on U.S.
source income, since savings associated with the taxation of for-
eign income alone cannot account for the changed valuations. Sec-
ond, statistical evidence indicates that large firms, those with ex-
tensive foreign assets, and those with considerable debt are the most
likely to expatriate—suggesting that U.S. taxation of foreign in-
come, including the interest expense allocation rules, significantly
affect inversions. Third, share prices rise by an average of 1.7 per-
cent in response to expatriation announcements. Ten percent higher
leverage ratios are associated with 0.7 percent greater market reac-
tions to expatriations, reflecting the benefit of avoiding the U.S.
rules concerning interest expense allocation. Shares of inverting
companies typically stand at only 88 percent of their average val-
ues of the previous year, and every ten percent of prior share price
appreciation is associated with 1.1 percent greater market reaction
to an inversion announcement. Taken together, these patterns sug-
gest that managers maximize shareholder wealth rather than share
prices, avoiding expatriations unless future tax savings—includ-
ing reduced costs of repatriation taxes and expense allocation, and
the benefits of enhanced worldwide tax planning opportunities—
more than compensate for current capital gains tax liabilities.

INTRODUCTION

There is considerable confusion over the attributes neces-
sary for a corporation located in the United States to be

considered an “American” company, particularly insofar as
nationality is thought to carry with it any entitlement to spe-
cial treatment. Manufacturing production is typically inte-
grated internationally, so multinational firms headquartered
in the United States are likely to purchase large fractions of
their inputs from foreign suppliers, sell much of their output
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to foreign buyers, and in the process of-
ten employ more labor and capital in for-
eign countries than they do in America.1

This observation prompts some observers
to question the wisdom of government
policies directed at assisting those Ameri-
can companies with extensive global op-
erations, (see, for example, Reich, 1990)
while others take exactly the opposite
view, arguing that international business
mobility makes it essential for govern-
ments to do everything they reasonably
can in order to make their locations attrac-
tive to multinational businesses (see, for
example, Hufbauer, 1992).

Taxation is one arena in which nation-
ality has clear consequences. Home gov-
ernments are entitled to tax the foreign
incomes of their resident companies, and
they do so to differing degrees. One con-
sequence of the U.S. tax system is that a
corporation considered to be American for
tax purposes will typically face greater tax
obligations on its foreign income than
would the same company if it were con-
sidered to be, say, German for tax pur-
poses. Tax authorities are keenly inter-
ested in the nationality of their companies
for the simple reason that, if a multina-
tional corporation is Japanese for tax pur-
poses, then its foreign profits are subject
to taxation by Japan, while if the same
corporation were American, then the
United States would receive any taxes due
on foreign profits.

From a legal standpoint, the definition
of American tax residence is reasonably
straightforward: a corporation is “Ameri-
can” for tax purposes if it is incorporated
in the United States. Firms choose their
sites of incorporation, and, under current
U.S. law, a company need not produce or
sell anything in the country that serves as

its tax home. As a result, there can be
strong incentives to select incorporation
sites that offer the most attractive tax ben-
efits. The United States tends to fare
poorly in such calculations, since Ameri-
can companies owe taxes to the United
States on their foreign incomes, while
companies based in numerous other coun-
tries, including Germany, the Nether-
lands, Canada, and France, not to men-
tion most tax havens, owe little or no tax
to their home governments on any foreign
income.2

These national differences create oppor-
tunities for American companies with for-
eign income to reduce their tax obligations
by expatriating, thereby shedding their
American identities and becoming foreign
corporations. This transformation is ac-
complished by reincorporating in an ap-
propriate foreign location, such as Ber-
muda or the Cayman Islands, typically by
having a firm’s foreign subsidiary ex-
change its shares for those of the Ameri-
can parent company. Individual share-
holders, who previously owned shares of
the American parent company, will then
own shares of the foreign (parent) com-
pany, which owns the American company.
These transactions are commonly referred
to as “inversions,” since their impact is to
invert the corporate structure: the erst-
while subsidiary becomes the parent, and
the erstwhile parent becomes the subsid-
iary. American corporations have under-
taken several well–publicized inversions
in recent years, and the rate at which they
do so continues to rise. Indeed, seven
members of the Standard & Poor’s 500
index have expatriated, or have an-
nounced plans to do so, and there are re-
portedly several others considering such
inversions.

1 Consider Ford Motor Company, a household name in the United States.  Ford’s 10–K filing of March 28, 2002
indicates that, in 2001, Ford had 165,512 employees in the United States and 188,919 employees in other
countries.

2 See, for example, Collins and Shackelford (1995), who compare effective tax rates for otherwise–identical multi-
national firms based in the United States, Canada, Japan, and the United Kingdom.  Kramer and Hufbauer (1975)
offer an early forecast that such differences could encourage American firms with foreign income to expatriate.
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The purpose of this paper is to analyze
the economic factors associated with cor-
porate expatriations that take the form of
inversions. This task is complicated by the
fact that inversions, while growing in
popularity, are still quite uncommon, so
it is possible to obtain reliable information
on only two dozen or so inverting com-
panies. Accordingly, the paper employs
three distinct methodologies—an analy-
sis of market reactions to one announced
expatriation, a statistical analysis of the
factors that lead to decisions to expatri-
ate, and an event study analysis of reac-
tions to expatriations—to understand the
motivations behind expatriations. As is
typical of case studies, the analysis of the
announced expatriation of Stanley Works
is open to multiple interpretations; nev-
ertheless, it offers suggestive evidence that
market participants raised their expecta-
tions of future cash flows by more than
could be justified by reduced repatriation
taxes and an enhanced ability to utilize in-
terest tax shields. This analysis provides
some limited foundation for fears that ex-
patriations may be associated with the
desire, and the expectation, that U.S. tax
obligations on U.S.–source income will be
reduced subsequent to an expatriation.

The statistical analysis of expatriations
suggests that U.S. tax liabilities on for-
eign–source income are associated with
the decision to undertake a foreign inver-
sion. The probability of inverting is in-
creasing in firm size and in the share of
firm assets located abroad. Heavily lever-
aged firms are the most likely to expatri-
ate, as are those operating in low–tax for-
eign countries. Since the U.S. system of
taxing the worldwide incomes of Ameri-
can companies is particularly costly for
firms with sizable interest expenses, as
well as firms facing low foreign tax rates,
this behavior is consistent with allocation
rules playing an important role in the de-
cision to give up U.S. identity.

The third part of the empirical analy-
sis considers stock price reactions to

inversion announcements. Stock prices re-
act (on average) positively to announce-
ments of plans to invert, with prices ap-
preciating by 1.7 percent over a five–day
window centered on inversion announce-
ments. This stock price appreciation is
considerably more pronounced for firms
that have appreciated in value over the
previous year, and whose shareholders
therefore incur considerable capital gains
liabilities when required to tender their
shares (in exchanging them for new
shares) as part of the inversion process.
Firms that are heavily leveraged, and
which therefore lose the ability to claim
foreign tax credits they would need if
American–owned, likewise exhibit posi-
tive price reactions upon inversion. Other
measurable variables, such as average for-
eign tax rates, have little discernable ef-
fect on price reactions to inversion an-
nouncements, though the paucity of data
makes it difficult to draw strong conclu-
sions from this evidence.

These findings suggest that firms con-
sider the forced capital gains realization,
and consequent capital gains tax burden
imposed on shareholders, in deciding
whether or not to expatriate. The U.S.
principle of taxing the worldwide incomes
of American companies, together with the
various quirky features of the system,
means that many American companies
would benefit from having foreign rather
than American identity for tax purposes.
What prevents a wholesale expatriation
of corporate America is therefore either a
reluctance to act on the basis of tax incen-
tives or that costs of inverting exceed the
potential benefits. A major cost of expa-
triation is that owners of inverting firms
must recognize capital gains on stock ap-
preciation since time of purchase; the
magnitude of this cost depends, therefore,
on a company’s history of share price ap-
preciation. For firms whose shares have
appreciated significantly in value, it fol-
lows that expatriation is profitable only if
the future gains from avoiding U.S. taxa-
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tion of foreign income are so large that
they more than offset the current capital
gains tax liability for shareholders. The
evidence that firms with significant prior
share price appreciation exhibit the stron-
gest positive price reactions to inversion
implies that managers contemplating ex-
patriation are generally sensitive to the tax
burdens they impose on shareholders and
these managers are maximizing share-
holder wealth rather than share prices. If
managers were maximizing share prices
instead of shareholder wealth, there
would be no tax–based counterweight to
the perceived benefits of expatriation.
These results suggest that a natural brake
on the tide of inversions, and a corre-
sponding selection mechanism, is opera-
tive with respect to expatriations.

The next section of the paper reviews the
U.S. system of taxing the international in-
come of American companies. The third
section identifies the incentives that com-
panies face to expatriate, and the costs that
they incur in doing so. The fourth section
takes an in–depth look at the experience of
Stanley Works, an American company that
has announced plans to expatriate through
an inversion. The fifth section evaluates the
factors that lead companies to invert, ana-
lyzing a large sample of publicly traded
firms. The sixth section analyzes stock price
reactions to inversion announcements. The
seventh section is the conclusion.

THE TAXATION OF FOREIGN INCOME3

The taxation of international transac-
tions differs from the taxation of domes-
tic economic activity primarily due to the
complications that stem from the taxation

of the same income by multiple govern-
ments. In the absence of double tax relief,
the implications of multiple taxation are
potentially quite severe, since national tax
rates are high enough to eliminate, or at
least greatly discourage, most interna-
tional business activity if applied two or
more times to the same income.

Almost all countries tax income gener-
ated by economic activity that takes place
within their borders. In addition, many
countries—including the United States—
tax the foreign incomes of their residents.
In order to prevent double taxation of the
foreign income of Americans, U.S. law
permits taxpayers to claim foreign tax
credits for income taxes (and related taxes)
paid to foreign governments.4 These for-
eign tax credits are used to offset U.S. tax
liabilities that would otherwise be due on
foreign–source income. The U.S. corporate
tax rate is currently 35 percent, so an
American corporation that earns $100 in
a foreign country with a 10 percent tax rate
pays taxes of $10 to the foreign govern-
ment and $25 to the U.S. government,
since its U.S. corporate tax liability of $35
(35 percent of $100) is reduced to $25 by
the foreign tax credit of $10.

Americans are permitted to defer any
U.S. tax liabilities on certain unrepatriated
foreign profits until they receive such
profits in the form of dividends.5 This de-
ferral is available only on the active busi-
ness profits of American–owned foreign
affiliates that are separately incorporated
as subsidiaries in foreign countries. The
profits of unincorporated foreign busi-
nesses, such as those of American–owned
branch banks in other countries, are taxed
immediately by the United States.

3 Some parts of this brief description of international tax rules and evidence of behavioral responses to interna-
tional taxation are excerpted from Hines (1997, 1999) and Hines and Hubbard (1995).

4 The United States is not alone in taxing the worldwide income of its residents while permitting them to claim
foreign tax credits.  Other countries with such systems include Greece, Italy, Japan, Norway, and the United
Kingdom.  Under U.S. law, taxpayers may claim foreign tax credits for taxes paid by foreign firms of which
they own at least 10 percent, and only those taxes that qualify as income taxes are creditable.

5 Deferral of home–country taxation of the unrepatriated profits of foreign subsidiaries is a common feature of
systems that tax foreign incomes.  Other countries that permit this kind of deferral include Canada, Denmark,
France, Germany, Japan, Norway, Pakistan, and the United Kingdom.
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To illustrate deferral, consider the case
of a subsidiary of an American company
that earns $500 in a foreign country with
a 20 percent tax rate. This subsidiary pays
taxes of $100 to the foreign country (20
percent of $500), and might remit $100 in
dividends to its parent U.S. company, us-
ing the remaining $300 ($500 – $100 of
taxes – $100 of dividends) to reinvest in
its own, foreign, operations. The Ameri-
can parent firm must then pay U.S. taxes
on the $100 of dividends it receives (and
is eligible to claim a foreign tax credit for
the foreign income taxes its subsidiary
paid on the $100).6 But the American firm
is not required to pay U.S. taxes on any
part of the $300 that the subsidiary earns
abroad and does not remit to its parent
company. If, however, the subsidiary were
to pay a dividend of $300 the following
year, the firm would then be required to
pay U.S. tax (after proper allowance for
foreign tax credits) on that amount.

U.S. tax law contains provisions de-
signed to prevent American firms from
delaying the repatriation of lightly–taxed
foreign earnings. These tax provisions
apply to controlled foreign corporations,
which are foreign corporations owned
more than 50 percent by American indi-
viduals or corporations who hold stakes
of at least 10 percent each. Under the Sub-
part F provisions of U.S. law, some for-
eign income of controlled foreign corpo-
rations is “deemed distributed,” and
therefore immediately taxable by the

United States, even if not repatriated as
dividend payments to American parent
firms.7

Since the foreign tax credit is intended
to alleviate international double taxation,
and not to reduce U.S. tax liabilities on
profits earned within the United States, the
foreign tax credit is limited to U.S. tax li-
ability on foreign–source income. For ex-
ample, an American firm with $200 of for-
eign income that faces a U.S. tax rate of 35
percent has a foreign tax credit limit of $70
(35 percent of $200). If the firm pays for-
eign income taxes of less than $70, then
the firm would be entitled to claim for-
eign tax credits for all of its foreign taxes
paid. If, however, the firm pays $90 of for-
eign taxes, then it would be permitted to
claim no more than $70 of foreign tax cred-
its.

Taxpayers whose foreign tax payments
exceed the foreign tax credit limit are
said to have “excess foreign tax credits;”
the excess foreign tax credits represent the
portion of their foreign tax payments
that exceed the U.S. tax liabilities gener-
ated by their foreign incomes. Taxpayers
whose foreign tax payments are smaller
than their foreign tax credit limits are said
to have “deficit foreign tax credits.”
American law permits taxpayers to use
excess foreign tax credits in one year to
reduce their U.S. tax obligations on for-
eign source income in either of the two
previous years or in any of the following
five years.8

6 In this example, the parent firm is eligible to claim a foreign tax credit of $25, representing the product of
foreign taxes paid by its subsidiary and the subsidiary’s ratio of dividends to after–tax profits [$100 x ($100/
$400) = $25].

7 Subpart F income consists of income from passive investments (such as interest and dividends received from
investments in securities), foreign base company income (that arises from using a foreign affiliate as a conduit
for certain types of international transactions), income that is invested in United States property, money used
offshore to insure risks in the United States, and money used to pay bribes to foreign government officials.
American firms with foreign subsidiaries that earn profits through most types of active business operations,
and that subsequently reinvest those profits in active lines of business, are not subject to the Subpart F rules,
and are therefore able to defer U.S. tax liability on their foreign profits until they choose to remit dividends at
a later date.

8 Foreign tax credits are not adjusted for inflation, so are generally the most valuable if claimed as soon as
possible.  Barring unusual circumstances, firms apply their foreign tax credits against future years only when
unable to apply them against either of the previous two years.  Firms paying the corporate alternative mini-
mum tax (AMT) are subject to the same rules, with the added restriction that the combination of net operating
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In practice, the calculation of the foreign
tax credit limit entails certain additional
complications, the first of which is that
total worldwide foreign income is used to
calculate the foreign tax credit limit. This
method of calculating the foreign tax
credit limit is known as “worldwide av-
eraging.” A taxpayer has excess foreign
tax credits if the sum of worldwide for-
eign income tax payments exceeds this
limit, subject to the requirement that in-
come is segregated into functional “bas-
kets” for the purpose of this calculation.9

A second, and very important, aspect of
the foreign tax credit calculation is the way
in which it is affected by expenses incurred
in the United States. Firms with certain types
of tax–deductible expenses, particularly in-
terest charges, expenditures on research and
development, and general administrative
and overhead expenses, are required to al-
locate fractions of these expenses between
domestic and foreign source. The concept
underlying this allocation process is that
raising investment capital, producing inno-
vations, and managing firm operations all
contribute to the worldwide income of the
firm. The intention of the U.S. allocation
rules is to retain the tax benefits of the de-
ductibility of such expenses against domes-
tic income only for the portion of expenses
that contribute to producing income that is
taxable by the United States.

U.S. tax rules attempt to implement this
principle by assigning a certain fraction of
general expense items to have domestic
source, with the rest being assigned to for-
eign source, based on arcane and ever–

changing formulas. Expenses that are as-
signed to foreign source reduce the mag-
nitude of foreign income for the purpose
of calculating the foreign tax credit limit,
which is costly for firms with excess for-
eign tax credits, and not costly for firms
with deficit foreign tax credits. Interest ex-
penses are allocated between domestic and
foreign source based on fractions of assets
located inside and outside the United
States,10 while R&D and other expenses are
allocated based partly on place of perfor-
mance and partly on relative foreign and
domestic sales.11 Since interest expense is
typically a firm’s largest allocable expense,
firms with heavily–taxed foreign income
and considerable U.S. interest expenses are
likely to incur significant costs associated
with the inability to receive the full ben-
efits of interest expense deductions.

The United States imposes withholding
taxes on cross–border dividend, interest,
and royalty payments to recipients in
other countries. These royalty tax rates are
frequently reduced according to the terms
of bilateral tax treaties. For example, the
United States imposes a 30 percent tax on
interest payments to related parties resi-
dent abroad, but this rate is reduced, typi-
cally to zero, when recipients reside in
countries with whom the United States
has tax treaties in force.

EXPATRIATION IN PRACTICE

This section reviews the U.S. tax treat-
ment of expatriations, and the incentives for
which the U.S. tax system is responsible.12

loss deductions and foreign tax credits cannot reduce AMT liabilities by more than 90 percent.  It is notewor-
thy that, since the AMT rate is only 20 percent, firms subject to the AMT are considerably more likely to have
excess foreign tax credits than are firms that pay the regular corporate tax.

9 The “baskets” distinguish general active income from passive income, petroleum income, shipping income,
and some other income categories, thereby, e.g., preventing taxpayers from using credits for taxes paid at high
rates on petroleum income to reduce U.S. taxation of other active income.  Desai and Hines (1999) analyze
some of the impact of the U.S. “basket” rules.

10 See Froot and Hines (1995) for a history, and more complete description, of the interest expense allocation
rules, and an analysis of their impact on borrowing, leasing, and investment behavior.

11 See Hines (1993) for an analysis of the impact of the R&D expense allocation rules.
12 In the interest of brevity and readability, the discussion of applicable tax law is somewhat general and quite

condensed; more detailed coverage is available from various other sources, including the New York State Bar
Association Tax Section (2002), the United States Department of the Treasury (2002), and Thompson (2002).
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Expatriation Mechanics

An expatriation is accomplished by
removing foreign assets and foreign
business activity from ownership by an
American corporation, thereby effectively
eliminating U.S. taxes on any income they
generate. Figure 1 graphically depicts the
fundamentals of a corporate inversion, con-
trasting the pre–inversion ownership struc-
ture (left panel) to the post–inversion own-
ership structure (right panel). Prior to in-

verting, dividends from foreign operations
are received by the American parent com-
pany, while subsequent to the inversion,
dividends from foreign operations, as well
as those from American operations, are re-
ceived by the Bermuda (in this example)
parent company. This structure is benefi-
cial as long as any withholding taxes or
other costs associated with dividend pay-
ments to Bermuda (which has no corporate
income tax) are less than the costs associ-
ated with U.S. taxation of foreign income.

Figure 1. Impact of Corporate Expatiations
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U.S. law generally requires foreign in-
versions to be recognition events for capi-
tal gains tax purposes, meaning that tax-
payers will incur capital gains tax liabili-
ties for any previously unrecognized
gains. The nature of the capital gains taxes
triggered by inversions depends on the
way in which the inversion is structured;
there are several possibilities, falling into
two general categories that are depicted
in Figure 2. In a taxable stock transfer, the
new foreign parent company effectively
exchanges its own shares for shares of the
American company, a transaction that re-
quires individual and other shareholders
to recognize capital gains equal to the dif-
ference between fair market values of the
shares and tax basis. At the conclusion of
such a transfer, shareholders own stakes
in the new foreign parent company, and
the American operations are typically or-
ganized as a subsidiary of the new foreign
parent. In an asset transaction, the new
foreign parent company acquires an
American firm’s assets, thereby triggering
taxes on capital gains at the corporate level
equal to the difference between fair mar-
ket value and basis. There are variants,
including drop down transactions, that
entail a combination of these two trans-
actions, and associated capital gains tax
liabilities at both the individual share-
holder and U.S. corporate level.

Table 1 provides details on selected cor-
porate expatriations over the last twenty
years. While not an exhaustive list (due
to the spotty coverage of historic inver-
sion data, and the constant flow of cur-
rent inversions), Table 1 captures the
larger and more well–known corporate
expatriations and their details. For each
inverting company, Table 1 provides an
announcement date, the destination of the
inverting firm, the nature of the transac-
tion, the market value at announcement,
and a description of the company’s busi-
ness. Inspection of Table 1 provides some

evidence on general trends. First, expatri-
ating companies were historically domi-
nated by the oil and gas and reinsurance
businesses, while recent expatriates ap-
pear to be drawn from a more general dis-
tribution of American industrial compa-
nies, with several companies being mar-
ket leaders in their business segments.
Indeed, seven firms among the Standard
Poor’s 500 have expatriated, or are in the
process of expatriating.13

The expatriations announced in the last
twelve months that are listed in Table 1
combine for over $25 billion in market
capitalization at the time of announce-
ment. While the transactions listed in
Table 1 are dominated by taxable stock
transfers, several other forms are included
in the table, including subsidiary spin–
offs, subsidiary initial public offerings,
and asset transfers. Even among the tax-
able stock transfers, several are related to
M&A activity, whereby the inversion was
accomplished through the acquisition of
a preexisting entity rather than a pure ex-
patriation into a new entity. Finally, two
expatriations that represent the initial
capitalization of companies abroad—
Accenture and Seagate—are listed sepa-
rately at the bottom of Table 1 as non–in-
version expatriations.

Incentives to Expatriate

Firms that expatriate remain subject to
U.S. taxation of their U.S. income, since
the American subsidiary under the new
corporate structure is taxed as a U.S. cor-
poration. The tax incentives for an Ameri-
can firm to expatriate can therefore be or-
ganized around (i) the tax consequences
that arise from no longer being subject to
rules arising from the U.S. treatment of
foreign source income, (ii) the tax conse-
quences that arise from triggering capital
gains at the firm level or shareholder level,
and (iii) the tax consequences that arise

13 These S&P 500 firms are Cooper, Ingersoll Rand, Nabors, Noble, Stanley, Transocean, and Tyco.
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Figure 2. Expatriation Methods
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from enhanced opportunities to relocate
profits worldwide in a tax–advantaged
way after an expatriation.14

The tax benefits of expatriating that re-
late to the U.S. treatment of foreign source
income can be construed to have two dis-
tinct components. First, repatriation taxes,
and costly actions taken to avoid repatria-
tion taxes, would be avoided upon expa-
triation.15 These savings, and the restruc-
turing of worldwide operations such that
non–U.S. operations would avoid repatria-
tion taxes and the encumbrances associated
with Subpart F, are the most widely cited
reasons for expatriating. Separately, and as
highlighted above, expense allocation rules,
including those related to the allocation of
interest expense to foreign source income,
can provide incentives to expatriate. By
expatriating in a way that removes foreign
assets from U.S. ownership, it is possible
to receive the full benefits of tax shields
associated with interest expenses that
might not be as valuable currently due to a
firm’s excess foreign tax credit status.

Many of the expatriations profiled in
Table 1 are also characterized by a real-
ization event whereby capital gains are
recognized at the shareholder or firm
level. A primary tax cost associated with
such expatriations is the capital gains tax
liability that would otherwise have been
deferred or possibly avoided altogether.
Given that most expatriations are struc-

tured as taxable stock transfers that trig-
ger liabilities at the shareholder level, the
price path of a firm’s stock would deter-
mine the tax costs shareholders incur as a
result of expatriating. A second potential
tax cost associated with expatriating is
withholding taxes on subsequent pay-
ments to the new foreign parent company,
the avoidance of which requires careful
choice of new corporate home.16

Finally, an expatriating firm and its
shareholders may perceive gains from in-
creased flexibility with respect to the
worldwide allocation of taxable profits.
This increased flexibility pertains to the
location of profits within foreign and do-
mestic operations. Within their foreign
operations, the foreign tax credit and the
potential repatriation taxes a firm faces
when bringing income home to the United
States limits the returns to relocating prof-
its from high–tax to low–tax jurisdic-
tions.17 Given that this barrier is removed,
and an expatriating firm therefore no
longer faces a residual repatriation tax,
incentives to be more aggressive in their
structuring of worldwide operations
would also increase, possibly resulting in
increased after–tax cash flows. Similarly,
an expatriating firm may become more
aggressive with respect to relocating its
U.S. income to the tax haven to which they
are expatriating. While limits on such ac-
tivity exist in U.S. tax law, the structuring

14 Separately, there may be differences in corporate governance and other national regulations that may provide
managers with incentives that go beyond the scope of this paper.

15 See Hines and Hubbard (1990), Altshuler, Newlon, and Randolph (1995), and Desai, Foley, and Hines (2001)
for analyses of the tax sensitivities of dividend repatriations and Subpart F income recognition, and the asso-
ciated efficiency costs.

16 Since many inversions involve reincorporating in countries with whom the United States does not have tax
treaties, it has been common practice to obtain treaty benefits (a 5 percent withholding tax rate on dividend
payments from the United States, and no withholding taxes on interest) by having the foreign parent com-
pany managed and controlled in Barbados, with whom the United States does have a tax treaty.  Barbados, in
turn, imposes a small tax (of between 1.0 and 2.5 percent) on the foreign incomes of such companies.

17 Profit location is affected by all aspects of a firm’s foreign operations, including investment, financing, and the
nature of intra–firm transactions.  There is ample evidence that home–country taxation influences patterns of
foreign investment (Hines, 1996; Hines, 2001; Desai, Foley, and Hines, 2002), financing (Hines, 1994; Grubert,
1998), reported profitability (Desai, Foley, and Hines, 2002), organizational form (Desai and Hines, 1999), and
foreign tax avoidance (Grubert, 2001; Hines, 2001).  The theoretical consequences of this function of the for-
eign tax credit system are highlighted in Gordon (1992); for a survey of these issues, see Hines (1999) and
Gordon and Hines (forthcoming).
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of debt contracts with the new parents in
tax haven countries may allow for re-
duced domestic tax obligations—some-
times referred to as interest stripping.18

Interest stripping entails financing a tax
haven parent company’s ownership of its
American subsidiary largely with debt,
thereby generating interest deductions
against U.S. taxable income. The result-
ing interest income is untaxed (or taxed
very lightly) by the tax haven, and is not
taxed by the United States under Subpart
F, since the interest recipient is no longer
owned by the American company.19

STANLEY WORKS: AN EXAMINATION
OF AN EXPATRIATION IN PROCESS

A close examination of one corporate
expatriation offers the opportunity for a
detailed analysis of the stock market’s re-
action. In particular, market value changes
can be mapped to projected tax savings
arising from sources explored in the pre-
vious section. Recent developments sur-
rounding the announced expatriation of
Stanley Works have received widespread
attention, affording the opportunity to
interpret stock market reactions to favor-
able and unfavorable expatriation events
through the lens of tax opportunities.20

Background and Chronology

Founded in 1843 by Frederick T. Stanley,
The Stanley Works (“Stanley”) has grown

to nearly 15,000 employees, is part of the
Standard & Poor’s 500 Index, and is the
leading toolmaker in the United States
with sales of $2.6 billion by 2001. Its op-
erations are divided into two groups,
Tools (77 percent of sales) and Doors (23
percent of sales). The Tools Group manu-
factures hand tools for consumer and pro-
fessional use, mechanics’ tools for indus-
trial uses, and pneumatic and hydraulic
tools. Hand tools are distributed directly
to retail outlets such as home centers and
indirectly to end users through third party
distributors. Ultimately the products are
used for everything from simple around–
the–home fix–it jobs to major construction
projects ranging from buildings to utili-
ties to railroads. The more sophisticated
products find their way onto assembly
line equipment at major vehicle makers.
The Doors division manufactures a full
range of door systems, from ordinary
doors for use in residential homes to rein-
forced commercial systems such as auto-
matic and revolving doors. Door products
are sold under a variety of brand names
through both direct and indirect sales
channels. Much of Stanley’s sales are con-
centrated in a few mass–market home cen-
ters—Home Depot, Sears, and Wal–Mart,
for example—with Home Depot alone
accounting for approximately 18 percent
of 2001 revenues.

On February 8, 2002, Stanley an-
nounced its intention to expatriate, and
the accompanying press release provided

18 These limits include the requirement (section 482) that transactions between related parties be conducted at
arm’s–length prices, meaning the prices that unrelated parties would or should use for the same transactions.
In practice, this prevents a foreign parent company from charging excessive (tax–deductible) interest on a
loan to its American subsidiary.  Thin capitalization rules (section 163(j)) further limit the deductibility of
interest payable to related foreign lenders to 50 percent of adjusted taxable income, whenever the American
subsidiary’s debt–equity ratio exceeds 1.5.  Of course, there are many fewer limits on the ability of an Ameri-
can corporation to borrow from unrelated domestic parties, thereby incurring interest expenses that reduce
its taxable income.  The benefits of borrowing from a foreign parent post–inversion presumably stem from the
related party nature of the transaction, and the fewer associated problems stemming from moral hazard and
adverse selection.

19 A number of observers, including Avi–Yonah (2002) and the New York State Bar Association Tax Section
(2002), suggest that inversions are motivated by desires to reduce U.S. tax liabilities on U.S.–source income
via interest stripping.  Others, including Thompson (2002) and the United States Department of the Treasury
(2002), stress the importance of avoiding U.S. taxation of foreign income.

20 For a detailed analysis of McDermott’s 1983 inversion, see Hines (1991).
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a general outline of its motivation. Stanley
would become a Bermuda corporation,
which in turn would own the former
American parent company. Stanley’s for-
eign operations remain the property of the
American company, but would presum-
ably be quickly sold to the Bermuda cor-
poration, thereby removing them from
American ownership. The Bermuda cor-
poration would be managed and con-
trolled in Barbados in order to benefit
from reduced withholding tax rates pro-
vided in the U.S.–Barbados tax treaty.

Chairman and Chief Executive John
Trani cited both increased operational
flexibility and improved tax efficiency as
strategic motivations for implementing
the restructuring. Specifically, Trani pro-
jected that Stanley’s effective income tax
rate would fall by 7 to 9 percentage points
from its current level of 32 percent. He also
clarified that the new future foreign en-
tity would continue to be managed out of
Stanley’s New Britain, CT headquarters
and that its then current ownership struc-
ture would not change.21

Figure 3 provides a price and volume
history of Stanley stock trades, along with
the movements of the S&P 500 index from
May 1, 2001 to May 20, 2002. The volume
movements surrounding the February 8,
2002 announcement indicate that contem-
poraneous Stanley price changes reflect
changes associated with the announced
expatriation. On the date of the announce-
ment, the market value of Stanley equity

increased by $199 million. In the subse-
quent weeks several developments asso-
ciated with the operations of Stanley
caused substantial movements in the
stock price, including a strategic alliance
with Home Depot and changed expecta-
tions associated with earnings not related
to tax obligations. Two expatriation–re-
lated events did cause additional, signifi-
cant, price movements in the following
weeks. The announcement of proposed
legislation to limit expatriations on April
11 resulted in a price drop. Finally, on May
10 a shareholder vote on the expatriation
passed very narrowly but was challenged
by the Connecticut Attorney General, who
suggested that “the meeting was rife with
voting irregularities.” On that day, the
market value of Stanley dropped by $252
million.

Given the extraordinary volume and
dramatic price movements on both Feb-
ruary 8, 2002 and May 10, 2002, it is safe
to assume that the value changes on those
days were associated with changed as-
sessments of future cash flows associated
with tax savings stemming from the pro-
posed expatriation. Given that the an-
nouncement of the expatriation, as well
as the difficulties associated with the
shareholder vote, did not involve certain
or guaranteed changes in tax savings, it is
also safe to assume that the market’s
evaluation of the aggregate present value
of the impact of the expatriation is at least
$250 million. The actual market assess-

21 The three full quotes attributed to Trani from the press release are: “This strategic initiative will strengthen our
company over the long–term. An important portion of our revenues and earnings are derived from outside the
United States, where nearly 50 percent of our people reside. Moreover, an increasing proportion of our materi-
als are being purchased from global sources. This change will create greater operational flexibility, better posi-
tion us to manage international cash flows and help us to deal with our complex international tax structure. As
a result, our competitiveness, one of the three legs of our vision to become a Great Brand, will be enhanced. The
business, regulatory and tax environments in Bermuda are expected to create considerable value for
shareowners.”  “In addition to operational flexibility, improved worldwide cash management and competitive
advantages, the new corporate structure will enhance our ability to access international capital markets, which
is favorable for organic growth, future strategic alliances and acquisitions. Finally, enhanced flexibility to man-
age worldwide tax liabilities should reduce our global effective tax rate from its current 32 percent to within
the range of 23 percent – 25 percent.”  “This change has been planned for several months, and the benefits are
apparent. The transition should be seamless and transparent for all stakeholders—employees, customers, and
vendors—around the world. Corporate operations will continue to be managed from our current headquar-
ters in New Britain, Connecticut, and these changes will not affect day–to–day operations.”
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ment of the present value gains associated
with expatriation could be considerably
higher if these events simply resulted in
revised probabilities of realizing those tax
savings.

Determinants of Stanley’s Value Changes

What tax savings are embedded in that
revision in market value of $250 million
for Stanley? In particular, what fraction of
that present value change can be attrib-
uted to savings associated with no longer
being subject to U.S. taxation of foreign
source income, and what can be attributed
to reduced U.S. taxation of domestic
source income? Financial details extracted
from Stanley’s most recent 10–K filing,
and presented in Table 2, offer clues to the
sources of these dramatic value changes.

As reported in the top panel of Table 2,
Stanley’s non–U.S. operations, as mea-
sured by sales, assets, and pretax earnings,
have been declining in absolute terms
from 1999 through 2001. Non–U.S. opera-
tions contributed 28.2 percent of Stanley’s
sales, 35.1 percent of its assets, and 10.1
percent of its pretax income in 2001, with
the share of assets abroad declining mark-
edly from its 1999 value of 44.7 percent.
Current plus deferred foreign income tax
provisions, together with reported foreign
pretax income, suggest that Stanley faced
high average foreign tax rates of approxi-
mately 50 percent for the three years from
1999–2001. This interpretation of Stanley’s
average foreign tax rate is not matched by
the reconciliation to the statutory rate pre-
sented in the middle of Table 2, one that
suggests that the average foreign rate was

TABLE 2
FINANCIAL AND OPERATING DETAILS FROM STANLEY WORKS, 2002
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lower than the U.S. statutory rate.22 Given
this ambiguity, the analysis that follows
uses a range of average foreign tax rates
to gauge the impact of tax savings associ-
ated with foreign source income treat-
ment. The bottom panel of Table 2 pro-
vides detail on Stanley’s debt and its de-
ferred tax accounts. Interestingly, these
notes seem to indicate the possibility of
ongoing foreign losses.

Stanley’s financial statements and 10–
K filings are tools that can be used to
manufacture estimates of value changes
associated with changes in the treatment
of foreign source income—and in particu-
lar, the effects of reduced repatriation
taxes and greater ability to use domestic
interest expenses as tax shields. If Stanley
indeed faces a high average foreign tax
rate that is expected to persist, then any
market value changes should not reflect
future savings from reduced repatriation
taxes. Given the ambiguity surrounding
Stanley’s average foreign tax rate, it is
possible to determine an upper bound on
reduced repatriation taxes subsequent to
inversion from an expatriation by assum-
ing that (i) Stanley does not benefit from
deferral of U.S. taxes on its foreign income,
and (ii) Stanley faces a 0 percent average
foreign tax rate. These assumptions—
which are certainly too strong—imply that
reduced repatriation taxes would account
for no more than $83 million of present
and future Stanley benefits from expatria-
tion.23

A similar calculation illustrates the tax
savings from the ability to receive the full
benefits from interest tax shields. If
Stanley faces an average interest rate of 8
percent on its $614 million in debt, then it
pays annual interest of $49 million. If one–

third of those interest expenses are allo-
cated to foreign source, and Stanley has
excess foreign tax credits so it loses the tax
benefits of these deductions, then, at the
U.S. statutory rate, an expatriation would
create $57 million in present value gains
from the fact that interest allocation rules
would no longer apply.24 Implicit in this
calculation is the assumption that current
debt levels are optimal for these assets.

The benefits of avoiding repatriation
taxes and those of avoiding the conse-
quences of interest expense allocation are
mutually exclusive, since repatriation
taxes arise if a firm has deficit foreign tax
credits, while interest allocation is expen-
sive only if a firm has excess foreign tax
credits. Hence the maximum tax benefit
that Stanley can expect to obtain from ex-
patriating is in the $57–$83 million range.
Even this range is likely to be too high,
given the assumptions on which it is
based, unless Stanley’s foreign income
position changes dramatically after inver-
sion. Furthermore, in order to remove
Stanley’s foreign assets from U.S. owner-
ship, it will be necessary after inversion
for the Bermuda parent company to pur-
chase the foreign assets from the Ameri-
can subsidiary, triggering corporate capi-
tal gains tax liabilities on any heretofore
unrealized capital gains. So the net tax
benefits of inverting should be below $83
million.

This $83 million upper bound estimate
falls considerably short of the market
value changes on the dates associated
with the expatriation—$252 million in the
case of May 10, 2002. Analyst expectations
of future Stanley net income reveal simi-
lar incongruities that suggest that the
value changes experienced by Stanley

22 This difference in the implied average foreign tax rates is puzzling and is not found in several other large
multinationals we surveyed.  It may be possible to reconcile these figures by appealing to different (U.S. and
foreign) definitional bases associated with foreign pretax income.

23 Taking the 2001 level of foreign pretax earnings, assuming these earnings not to grow in the future (which is
reasonable given the recent declines), and applying a 10 percent discount rate results in a $83 million present
value gain [($23.8 million * 35%)/10%].

24 This corresponds to the calculation [($49* 33%* 35%)/10%] = $57.
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arise largely from gains other than those
associated with the reduced U.S. taxation
of foreign income. Salomon Smith Barney,
Deutsche Bank, and Merrill Lynch pro-
jected increased net income from the ex-
patriation of $15.3m, $17.1m, and $12.8m
in 2002, respectively, and $29.8m, $35.8m,
and $34.1m in 2003, respectively. As illus-
trated above, such net income improve-
ments are difficult to square with Stanley’s
historic debt levels and foreign pretax in-
come levels.

Stock market participants evidently
consider Stanley’s planned expatriation to
be considerably more valuable than any
reasonable projection of savings from re-
duced U.S. taxation of foreign source in-
come. This raises at least four possibili-
ties. The first is that these projections are
inaccurate; that freedom from U.S. world-
wide taxation would open heretofore un-
realized opportunities for Stanley that
would generate tax savings well beyond
anything now projected. This is certainly
possible, particularly since removal of U.S.
taxation of foreign income changes a
firm’s incentives to avoid foreign tax ob-
ligations. But from the standpoint of pro-
jecting future activity, the most reasonable
forecast of a firm’s future operations are
its current operations, and the kind of
changes that would have to take place in
order to square market valuations with
reduced U.S. taxes on foreign income
would have to be enormous.25 The second
possibility is that the stock market is
mispricing Stanley stock, which would
not be unknown in the annals of Wall

Street. The third possibility is that the
stock market is reacting to non–tax aspects
of the Stanley events, that the $199 mil-
lion stock price jump on the date of an-
nouncement reflects the market’s favor-
able evaluation of a company manage-
ment willing to undertake an inversion,
quite apart from their tax benefits, or pos-
sibly a more favorable regulatory climate
in Bermuda. In this vein, the $252 million
decline following the shareholder vote on
May 10, 2002 might include the cost of
future difficulties with the State of Con-
necticut, labor unions, or other stakehold-
ers. While such interpretations are hard
to rule out, it is difficult to see why their
magnitudes would swamp any tax ef-
fects.26 The fourth possibility is that the
stock market expects Stanley’s expatria-
tion to be associated with significantly
reduced domestic tax liabilities on its
U.S.–source income.27 The fact that the
stock market behaves as though some-
thing is true does not, of course, make it
true, though this behavior often conveys
useful information.28

DETERMINANTS OF THE DECISION
TO EXPATRIATE

This section considers the factors that
contribute to the likelihood of expatria-
tion, doing so by analyzing the correla-
tion of measurable firm attributes with
whether or not the firm has (as of May
2002) announced plans to invert. The re-
sults indicate that inverting firms have
features that enhance the potential tax sav-

25 Such an interpretation is also difficult to reconcile with the recent decline in the importance of foreign opera-
tions to Stanley as measured by geographic segment data presented in Table 2.

26 Investor expectations that reincorporating in Bermuda reduces shareholder control of management should
depress share prices following the announcement of plans to invert, leaving an even larger unexplained dif-
ference between market reactions and identifiable sources.

27 Following this logic through to its conclusion suggests that the residual of $169 million would be associated
with a shielding of 23 percent of domestic pretax income from taxes—assuming a flat earnings stream and a
10 percent discount rate—as derived by the following calculation: [(($169* 10%)/35%)/$212.9]. The U.S. thin
capitalization rules would not prevent such a reduction in the U.S. tax base if Stanley were to attempt it
subsequent to inversion.

28 See Desai (2002) for a related analysis of recent differences between the aggregate book and tax incomes of
American corporations, and the extent to which these differences can be attributed to tax sheltering activity.
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ings available from expatriation, specifi-
cally, that inverting firms are large, have
sizable foreign assets, extensive debt, and
face low foreign tax rates.

The rather small number of inverting
firms makes it difficult to analyze their
characteristics with techniques commonly
applied to large samples of companies.
For example, it is infeasible to analyze a
random sample of publicly held corpora-
tions in the hope of discerning the deter-
minants of foreign inversions, since such
a sample will contain only a trivial num-
ber of inverting firms. Fortunately, there
is an alternative that entails combining
information on most inverting firms with
information on a sample of firms that do
not invert, and analyzing the inversion
decision as a logit model. This selection
and estimation method yields biased es-
timates of the constant term of the logit
model, which is not of interest in any case,
and unbiased estimates of other coeffi-
cients, which are of considerable interest.

The data represent a combination of
information drawn from the 10–K filings
of inverting firms with balance sheet and
income statement data from Compustat
for other firms, and stock market returns
for all companies from CRSP. It is impor-
tant to select the sample of non–inverting
firms on the basis of information other
than variables used as regressors, so firms
were screened on the basis of continuous
provision of export data from 1992 to 1998.
Such firms need not have had exports in
each year, but must have reported export
data for each of those years. All firms re-
porting such export data in Compustat
were included, yielding a sample of 663
firms.

The Compustat data on non–inverting
firms contain a number of useful fields,
in addition to standard entries such as
(book values of) total assets. Geographic

segment information is used to identify
(book values of) foreign assets, and
thereby construct ratios of foreign to total
assets. Leverage ratios were constructed
as ratios of book values of long–term debt
to book values of total assets.29 Average
foreign tax rates are constructed as ratios
of foreign income taxes paid to foreign
pretax incomes. In the sample of
noninverting companies, this average for-
eign tax rate in 1997 has a mean of 34.0
percent and a median of 33.2 percent. The
foreign tax rate is only available for a lim-
ited subsample of noninverting firms,
since not all firms distinguish foreign from
domestic income and tax payments. As a
consequence, the regressions employing
foreign tax rates as an explanatory vari-
able have considerably reduced sample
sizes. All of the independent variables for
the noninverting sample—total assets,
foreign asset shares, leverage, and aver-
age foreign tax rates—are calculated on
the basis of 1997 data.

Table 3 presents estimated coefficients
from logit regressions in which the depen-
dent variable equals one if a company
undertakes a foreign inversion during the
sample period, and equals zero otherwise.
The 0.48 coefficient on log assets in the
univariate regression reported in column
one indicates that firm size significantly
affects the propensity to expatriate: larger
firms are more likely to do so than are
smaller firms. The effect of firm size per-
sists with the introduction of additional
independent variables in the regressions
reported in columns 2–7. The ratio of for-
eign assets to total assets is likewise posi-
tively associated with the probability of
inverting, as indicated by the 3.68 coeffi-
cient in column 2, and similar estimates
in columns 5–7. Firms with large ratios of
debt to total assets are more likely than
others to invert, as indicated by the 3.35

29 Compustat provides information on consolidated worldwide debt, which, together with worldwide assets, is
used to construct leverage ratios.  Since domestic borrowing typically constitutes the majority of a firm’s
indebtedness, leverage ratios based on worldwide borrowing and assets are excellent proxies for domestic
leverage ratios.
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coefficient in column 3; this effect is some-
what more pronounced for firms facing
high average tax rates, as indicated by the
1.37 coefficient in column 7. Finally, the
estimated effect of average foreign tax
rates is negative, meaning that firms
whose foreign operations are in low–tax
countries are more likely than others to
invert, as reflected by the –2.65 coefficient
in column 4. Unfortunately, the noisiness
of the average foreign tax rate data, to-
gether with the difficulty of obtaining re-
liable data on average foreign tax rates for
large numbers of firms, means that sample
sizes are somewhat smaller in these re-
gressions, and the estimated effects of for-
eign tax rates do not differ significantly
from zero.

The regressions reported in Table 3 are
consistent with expatriation behavior that
is motivated by avoidance of U.S. taxes
on foreign income. U.S. taxation of foreign

income is burdensome to taxpayers that
deploy assets abroad, those that face low
tax rates in foreign countries, and those
with significant domestic expenses (par-
ticularly interest charges) that must be
partly allocated against foreign income.
One of the interesting features of these
results is that they suggest that domestic
tax avoidance may not always dominate
the decision to expatriate. Firms with
greater foreign assets are more likely to
invert, which hardly need be the case if
the goal is to avoid U.S. taxes on domes-
tic income. Further, if the reduction of
domestic tax liabilities were a major mo-
tivation for inversions, then one would
expect the coefficient on the leverage vari-
able to be negative (instead of its esti-
mated positive value of 3.35). Firms fac-
ing high costs of borrowing from unre-
lated parties, and who therefore have little
unrelated–party debt, have the most to

TABLE 3
DETERMINANTS OF EXPATRIATIONS
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gain from the ability to reduce domestic
tax liabilities, since they can use excessive
borrowing from the new foreign parent
company to reduce domestic U.S. tax li-
abilities. This prediction is complicated by
several factors, including the interaction
between leverage decisions, tax consider-
ations, and investment opportunities,
thereby making it very difficult to use logit
analysis to test sharp implications of the
hypothesis that expatriation is used as a
method of avoiding domestic taxes on
U.S.–source income.30

MARKET REACTIONS TO THE
EXPATRIATION DECISION

Stock market reactions to announce-
ments that firms plan to expatriate offer
useful evidence of revisions in expected
future after–tax cash flows associated with
the expatriation. The methodology of
studying changed asset prices is often used
in order to gauge the impact of changed
regulatory or tax laws in the finance and
accounting literature. In particular, law
and economics scholars have used event
studies to determine the causes and con-
sequences of domestic reincorporations.31

Figure 4 depicts short–term stock mar-
ket reactions to 19 separate inversion an-
nouncements between 1993 and 2002. The
figure depicts one–day and five–day dif-
ferences between returns to holding iden-
tified stocks and the returns to holding the

S&P 500 index.32 One–day returns repre-
sent returns on the trading day that fol-
lows the announcement of plans to invert;
five–day returns represent cumulative re-
turns that include those on the two days
prior to the inversion announcement and
the two days that follow. As Figure 4 in-
dicates, stock price reactions were not all
positive: only eight of the 19 companies
experienced positive abnormal returns
over the one–day window, and only ten
did so over the five–day window. Since
larger firms tended to exhibit positive
price reactions to inversions, average ab-
normal returns to inversion announce-
ments, weighted by market capitalization,
were positive: 0.3 percent over the one–
day window, and 1.7 percent over the
five–day window. Clearly, the stock mar-
ket is concerned in many cases either that
the costs of inverting exceed the benefits
under current law, or that future tax or
regulatory changes might reduce the ben-
efits of inverting.

It is instructive to consider the extent
to which observable factors are correlated
with stock price reactions to inversion
announcements. Given the tax environ-
ment in which American firms operate,
there are some factors, such as low for-
eign tax rates and high leverage ratios,
that are expected to contribute to the ben-
efits of undertaking inversions. These fac-
tors cannot be measured perfectly with the
available data, though they can be ap-

30 Tax benefits of inverting are typically related to repatriation patterns, since firms that at low cost defer U.S.
taxation of their foreign income have less to gain from expatriating than do those whose foreign income is
taxed immediately by the United States.  Firms are entitled to report some or all of their foreign income as
“permanently reinvested” for accounting purposes, thereby removing the requirement that anticipated fu-
ture repatriation taxes be currently included in deferred taxes and thereby reduce book income.  The degree of
disclosure varies greatly between firms, although a number of inverting firms in the sample, notably Stanley
and Noble Drilling, indicate that they have substantial amounts of permanently reinvested foreign earnings.
Subsequent repatriations by these firms would trigger accounting as well as tax costs, both of which would be
avoided by successfully inverting.

31 For example, see Romano (1985) and the literature summarized in Daines (2001) regarding the primacy of
Delaware as a corporate incorporation base.

32 It is necessary to measure excess returns because companies invert on different days, during some of which
the stock market as a whole did well, while during others the market fell.  Stock returns equal percent changes
in end–of–day share prices.  These represent total returns on event days, since none of the 19 inverting compa-
nies in the sample paid dividends during these event windows.  Returns to holding the S&P 500 index consist
of dividends plus share price movements.
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proximated. The costs of inversions in-
clude not only the administrative costs of
undertaking inversion transactions, but
also the capital gains tax liabilities that
they entail. As discussed in a previous
section, the nature and magnitude of the

capital gains tax liability at the time of ex-
patriation depends on the form in which
an inversion is executed.

Since taxable stock transfers are the
most common type of inversion transac-
tion, we use a measure of shareholder

Figure 4. Excess Returns to Corporate Expatriation Announcements
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basis in order to evaluate the capital gains
tax cost of undertaking inversions.33 Un-
fortunately, there is no direct information
available on shareholder basis. Instead,
we take weighted averages of one– and
two–year stock price histories (prior to
inversion announcements) as rough prox-
ies for stock purchase prices of individual
shareholders. In these calculations, daily
stock transaction volumes are used as
weights, which are constrained to sum to
one for each stock. While transaction vol-
umes of the stock of inverting companies
in the year prior to inversion announce-
ments typically exceed the total outstand-
ing interest in the stock, it does not follow
that one–year prices offer exact measures
of shareholder basis. Taxable sharehold-
ers with significant long–term unrealized
capital gains are the least likely to sell their
shares, so sales in any given year are likely
to be dominated by shares held by tax
exempt entities or those without large
positive gains. Hence these weighted
stock prices are only rough proxies for the
actual basis of taxable shareholders.34

Figure 5 depicts ratios of stock prices at
times of inversion announcements to av-
erage prices in the preceding one– and
two–year intervals. Despite a generally ris-
ing stock market during the 1990s, only
four of the firms in the sample rose in value
over the year prior to announcing plans
to invert. The median ratio of market price
at the time of inversion to one–year his-
toric purchase price is 88.4 percent, and the

median ratio of market price to two–year
historic purchase price is 84.2 percent. The
fact that expatriating firms tend to be those
with falling stock prices suggests that the
associated capital gains liabilities influence
the inversion decision, though it is possible
to subject this hypothesis to a sharper test.

Assuming that the stock market prices
shares rationally, then the basis of exist-
ing shareholders should not directly in-
fluence price reactions to inversion an-
nouncements, since post–inversion stock
prices are determined by expected future
returns. Once an inversion is complete,
taxpayers recognize their capital gains or
losses, and, from the standpoint of the
stock market, the basis that shareholders
once had is irrelevant to valuations. Con-
sequently, price reactions to inversion an-
nouncements should indicate simply
what the stock market believes to be the
benefits of changing corporate residence
from the United States to a new offshore
home.35 Shareholder basis is likely to af-
fect price performance at inversion an-
nouncement only as a reflection of the
decision rules that managements use in
choosing whether or not to have their
companies expatriate. If corporate man-
agement maximizes the wealth of share-
holders, rather than share price, then man-
agement will undertake inversions only
if the expected benefits exceed anticipated
costs, including the cost of capital gains
realizations. Hence this decision rule im-
plies that very low shareholder basis in

33 Firms can choose among several inversion methods, not all of which entail recognition of capital gains by
taxable shareholders.  While a few of the inverting firms in our sample use methods that do not trigger such
capital gains taxes, it is nevertheless appropriate to measure the cost of inverting by the taxes that would have
been incurred if taxable stock transfers had been used.  A taxable stock transfer is the primary inversion
method used by American corporations, others being chosen presumably whenever less expensive.  Since it is
not possible to obtain direct data on the tax costs of other inversion methods, we use instead the closest proxy,
which is the cost of a taxable stock transfer.

34 Data on shareholder basis are generally unavailable to researchers; for an exception, see the study of the RJR
Nabisco leveraged buyout by Landsman and Shackelford (1995).  Market transaction approaches to estimat-
ing basis, of the type used in this paper, are considerably more common; for a recent example, see Grinblatt
and Han (2002).

35 Note that it is possible that share prices prior to inversions are elevated by shareholder reluctance to sell stocks
in which they have considerable unrealized capital gains.  This behavior would therefore depress the inver-
sion price reactions of firms whose shareholders have low basis, and therefore mitigate against the findings
depicted in Figure 6 and reported in Table 4.
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Figure 5. Ratio of Stock Prices at Inversion Announcement to Prices in Preceding Years



NATIONAL TAX JOURNAL

434

an inverting company should be accom-
panied by considerable tax benefits as re-
flected in higher share prices.

Figure 6 offers a scatter plot of data on
the 19 sample companies, in which the

horizontal axis is the ratio of stock price
at time of inversion to the average price
in the preceding year, and the vertical axis
is the excess stock return on the day of the
inversion announcement. As the figure

Figure 6. The Relationship between Excess Returns to Expatriations and Shareholder Embedded Gains
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shows, there is a strong positive relation-
ship between the potential capital gains
tax liability (so measured) and price reac-
tions. The upward sloping solid line in
Figure 6 that captures this relationship is
estimated by a univariate OLS regression
that is presented in the first column of
Table 4. The estimated regression coeffi-
cient indicates that a 10.0 percent larger
capital gain is associated with 1.1 percent
higher price reaction upon announcement
of plans to invert.

The positive correlation of share price
appreciation in the year prior to inversion
and that on the day the inversion an-
nouncement is made public is consistent
with rational tax planning on the part of
inverting firms and managers maximiz-
ing shareholder wealth rather than share
prices. A taxable investor facing a 20 per-
cent capital gains tax rate incurs a cost, at
time of realization, of 2 percent of firm
value for every 10 percent of historic price
appreciation. Such an investor would re-
quire that an inversion transaction gener-
ate future tax savings of at least 2.5 per-
cent of firm value, for each 10 percent of
historic appreciation, in order to warrant
incurring current capital gains tax liabili-
ties.36 Of course, not all shareholders are
taxable, not all are taxed at 20 percent on
their capital gains, and even among tax-
able shareholders, many will ultimately
incur capital gains liabilities on their share
appreciation whether or not the company
inverts. So required returns should be
somewhat less than 2.5 percent for every
10.0 percent of price appreciation, and the
estimated value of 1.1 percent is quite a
reasonable figure for companies to use.

Figure 7 presents scatter plots of price
reactions and other observable character-
istics of inverting companies. The absence
of complete reporting by companies in the
sample makes it impossible to include all

inverting firms in these scatters, and the
noisiness of the available information for
firms that do report makes inferences dif-
ficult to draw with such small samples.
Nevertheless, it is useful to consider this
evidence. The top two scatters depicted
in Figure 7 indicate that there is no dis-
cernible relationship between foreign as-
set shares, or foreign tax rates, and price
reactions to inversion announcements.
The bottom two scatters indicate that for-
eign income shares are mildly correlated
with price reactions, while firm leverage
is much more strongly correlated. Share
prices of firms with high (book) ratios of
debt to total assets rise abnormally in re-
sponse to inversion announcements. The
univariate regression reported in column
two of Table 4 indicates that share prices
of firms with 10 percent higher (book) ra-
tios of debt to total assets rise by 0.7 per-
cent more on the announcement of plans
to invert.

The correlation of leverage ratios and
share price reactions is again consistent
with careful tax planning on the part of
inverting firms. Taking a firm’s return on
assets to be roughly equal to its borrow-
ing rate, increasing the firm’s leverage ra-
tio by 10 percent generates interest deduc-
tions equal to 10 percent of firm value, or
3.5 percent after tax (for a firm facing the
U.S. corporate tax rate of 35 percent). If
inverting firms have excess foreign tax
credits with 60 percent probability,37 and
roughly one–third of their assets (now and
in the future) are located abroad, then the
expected cost of interest expense allocation
under U.S. tax rules is simply (3.5)(0.6)/3
= 0.7 percent of firm value for each addi-
tional 10 percent of leverage. That price
responses to inversion announcements
closely match their predicted values offers
evidence that markets accurately assess
the value of expatriating.

36 Letting τc denote the capital gains tax rate, and g denote the share price change upon expatriation, the break–
even condition is that 1 = (1 – τc)(1 + g), which in turn implies that g = τc /(1 – τc).

37 See Grubert, Randolph, and Rousslang (1996) for evidence on the foreign tax credit status of large American
multinational firms.
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CONCLUSION

American multinational companies are
reincorporating as foreign companies at
an accelerating rate. This development is
clearly a reaction to the incentives created

by the U.S. system of taxing worldwide
income, as it contrasts with foreign tax
systems. The evidence in the paper sug-
gests that the decision making calculus
associated with expatriation is not limited
to the desire to avoid taxes on the repa-

Figure 7. The Relationship between Excess Returns and Financial and Operating Characteristics of
Corporate Expatriates
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triation of income associated with U.S. tax
rules. Instead, allocation rules associated
with lost tax shields from interest expense,
domestic earnings stripping possibilities,
and the forced realizations of capital gains
for shareholders are all operative in the
minds of managers contemplating, and
shareholders reacting to, expatriations.

The analysis of the reaction to Stanley
Works’ expatriation provides some evi-
dence that revised expectations of future
cash flows associated with gains from the
avoidance of repatriation taxes and the
better ability to utilize fully interest tax
shields cannot account fully for changed
valuations. This analysis raises the intrigu-
ing possibility that managers and share-
holders allowed for the possibility of re-
ductions in domestic tax obligations in
their consideration of the expatriation. This
inference is based on a number of strong
assumptions associated with interpreting
accounting statements but, presumably,
those were the same statements that inves-
tors used in valuing the expatriation.

While there is not yet a large enough
sample of expatriating companies to draw
statistically compelling generalizations,
some aspects of the decision to invert are
clear. Large firms are the most likely to
invert, as are those with significant frac-
tions of their assets located abroad.
Heavily leveraged firms are more likely
to invert than are other firms, as are firms
facing low tax rates in the foreign coun-
tries in which they operate. All of these
patterns are consistent with incentives cre-
ated by the U.S. system of taxing world-
wide income, and notably, reflect the im-
portance of expense allocation rules and
fixed costs of tax planning associated with
inversions.

Stock price movements provide evi-
dence that is consistent with these deter-
minants of the inversion decision. Among
inverting companies, share price reactions
to inversion announcements are posi-
tively correlated with potential share-

holder capital gains tax liabilities, suggest-
ing that managers incorporate the capital
gains burdens inversions impose on
shareholders. Finally, the prices of highly
leveraged firms react to inversion an-
nouncements more positively than do the
prices of other firms, which reflects the
benefits of avoiding the U.S. regime of al-
locating interest expenses between do-
mestic and foreign source for tax pur-
poses. The fact that embedded share-
holder capital gains discourage inversions
suggests a natural counterweight to the
rush to expatriate, one that supplements
any costs associated with being subject to
the corporate laws of new host countries,
and the public relations impact of aban-
doning the United States. This evidence
is consistent with managers maximizing
shareholder wealth rather than share
prices, and therefore more readily expa-
triating if their firms have relatively poor
recent stock price performance.

This paper concerns expatriations by
American companies, which is a recent
vignette in the much larger drama of mul-
tinational businesses and the U.S. tax sys-
tem. The same tax provisions that encour-
age American companies to reincorporate
abroad also encourage foreign firms to
acquire American firms, encourage entre-
preneurs to establish their companies ini-
tially in foreign countries, encourage
American companies to engage in unpro-
ductive tax avoidance, and may, over
time, simply diminish the after–tax
profitabilities of firms that elect to remain
American and pay their taxes. Corporate
expatriation is simply a very visible sym-
bol of the impact of a U.S. tax system that
significantly influences the behavior of
multinational firms and that differs from
what is available elsewhere in the world.
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