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Abstract

The outcomes of tax litigation, especially in cases involving controversies over
securities trading among financial institutions, usually have a critical impact on the
operational activities and financial performance of litigants. The Constitutional
Interpretation is the final resort for judicial controversies that might have lasted for years
and thus plays a decisive role in the litigation process. From the perspective of cash flow
hypothesis, a company’s market value is affected by changes in future cash flows. The
empirical results of this study reveal that during the event period when Constitutional
Interpretation No. 693 was declared, a considerable decline of cumulative abnormal returns
was observed along with high unexpected cash outflows on tax due, this is consistent with

the cash flow hypothesis; however, no abnormal trading volume was observed.
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%32 WA 1) (YA FEFFEPF e Fii

TEHR
0=r=1 2=r=-1 2511
CAR CAR adjCAR CAR CAR adjCAR CAR CAR adjCAR

(B30 12) (31 13) (030 14) (331 12) (8230 13) (8031 14) (8530 12) (#0531 13) (831 14)

¥ #com 7.946 8.280 8.079 0.543  -0.137 0.311 8.489 8.143 8.389
(1.36) (1.39) (1.48) 0.08)  (-0.02) (0.04) (0.73) (0.67) (0.71)
Tax -0.130  -0.113  -0.160  -0.571  -0.604  -0.516  -0.700  -0.717  -0.677

* *

(-133)"  (-1.13)  (-1.65)"  (-3.29)7" (:3.25)7" (28D (3.62)"" (-3.50)""  (-3.48)""
Ind-#% # -1537  -1.588 -1.874  -1.059 -0.954  -0.758 2596  -2.543 -2.633
(-1.12)  (-1.15)  (-1.49)  (-0.75)  (-0.65)  (-0.49)  (-0.98)  (-0.93)  (-0.99)
Ind-z ¥ # 0553 0.497 0.688 0.384 0.498 0.430 0.937 0.995 1.118
(0.57) (0.49) (0.73) (0.29) (0.35) (0.30) (0.47) (0.48) (0.54)

Ind- £ 1472 1.405 1.555 0.716 0.852 0.897 2.188 2257 2453
248)" (2367 (284" (0.73) (0.83) (0.83) (1.69)"  (1.69)°  (1.86)
Ln(TA) -0.505 -0.523 -0.492 -0.0435  -0.00671 -0.0459  -0.548 -0.529  -0.538
17D (-1.74)7  (-1.80)"  (-0.12)  (-0.02)  (-0.12)  (-0.93)  (-0.87)  (-0.90)
Us -0.979 1.994 1.015
(-1.13) (1.22) (0.52)
Adj-R* 0.243 0.235 0.330 0.055 0.062 0.004 0.141 0.118 0.149

3.367 3.005 4.445 3.813 3.439 3.297 4411 3.742 4.945
0.0145 0.0192 0.0033 0.0078 0.0098 0.016 0.0035 0.0062 0.0017
A 39 39 39 39 39 39 39 39 39
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@ ia p<0.1 > 7 p<0.05 5 7 p<0.01
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dEESEcInd AT e L 45FE
e US 3 2341 7 4% S ey e 5§ o
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%2 3b #IAS) 1)~ ANEHFREFEEF 2L FL 7

Teyp
0=i=1 2=r=-1 2=1=1
CAV CAV  adiCAV — CAV CAV  adiCAV —~ CAV CAV  adjCAV
(#A115) (#3116) (H3117) (H3115) (B3116) (#3A117) (#A115) (331 16) (#3311 17)
¥ #com 0787  -0.772  -0.008  -0.995  -0910  -0302  -1.781  -1.683  -0.310
(-0.57)  (-0.54)  (-0.01)  (-1.16)  (-1.01)  (-0.39)  (-0.81)  (-0.73)  (-0.20)
Tax 20.023  -0.023  -0.023  -0.002  -0.005  -0.02 20.025  -0.028  -0.0421

LI11)  (-1.08)  (-1.16)  (-0.11)  (-025)  (-1.15)  (-0.65)  (-0.70)  (-1.20)
Ind- %% # 0.105 0.104  -0.057  0.088 0082  0.053 0.194  0.186  -0.004
(034)  (033)  (-031)  (0.52)  (0.46)  (0.40)  (0.41)  (0.38)  (-0.01)
Ind-z#4#  -0.0482 -0.047  -0.087  0.054 0062  -0.011 0.006 0016  -0.099
(-020)  (-0.19)  (-048)  (0.35)  (0.39)  (-0.08)  (0.02)  (0.04)  (-0.32)
Ind-#£°# 00755 -0071  -0071  -0.040  -0013  -0.053  -0.116  -0.084  -0.123
(-0.58)  (-049)  (-0.62)  (-0.46)  (-0.13)  (-0.57)  (-0.55)  (-0.35)  (-0.65)

Ln(TA) 0.048 0.047 0.006 0.052 0.048 0.016 0.100 0.096 0.022
(0.70) (0.66) (0.14) (1.22) (1.07) (0.40) 0.91) (0.83) (0.28)
| US | -0.024 -0.138 -0.162
(-0.09) (-0.65) (-0.34)
Adj-R* 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
F st g 1.840 1.489 1.001 1.057 0.862 1.449 1.269 1.039 1.428
pE 0.132 0.213 0.433 0.402 0.533 0.233 0.300 0.419 0.24

# A 39 39 39 39 39 39 39 39 39

ra p<0.1 7 p<0.05 " p<0.01 -
bAEFRN STREA K Ao 0B
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e US 3 2317 A4 Bf ey e 5§ o
£ Ln(TA) 5 %) & pid 2 7 A R R
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Pldofl® S Agecnd 2 AR T EFE R CRITEE) B FREL P
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&2 F B4e 3 (aggregation) c’ﬂ?f;}l WFT oI P AT RaiERY £ 2
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Impact of Constitutional Interpretation
No. 693 on Stock Price and Trading
Volume of Financial Institutions

1. INTRODUCTION

The outcomes of tax litigation, especially in cases involving controversies over
securities trading among financial institutions, usually have a critical impact on the
operational activities and financial performance of litigants. The Constitutional
Interpretation is the final resort for judicial controversies that might have lasted for
years, and thus plays a decisive role in the litigation process. From the perspective
of the cash flow hypothesis, a company’s market value is affected by changes in
future cash flows. Therefore, we use an event study methodology to test whether the
declaration of Constitutional Interpretation No. 693 leads to abnormal returns.
Based on Kim and Verrecchia’s finding (1991) that the trading volume is
proportional to the absolute price change across traders, we also expect to find that
the declaration of Constitutional Interpretation No. 693 generates abnormal trading

volumes among related financial institutions.

2. RESEARCH DESIGN

This study uses the measures of CAR, adjCAR, CAV, and adjCAV as dependent
variables to evaluate the influence of Constitutional Interpretation No. 693 on all
analyzed financial institutions during the event period. The multivariate regression

models are expressed as follows:

CAR =a,+a,Tax, + Y ,6,Ind; + a,Ln(TA) + &, (12)
J

CAR, = B, + B Tax, + Y ¢.Ind ,+ BUS,, + BLn(TA) +&,. (13)
J

adjCAR, =y, +y,Tax, + Y n,Ind , + y,Ln(TA) +¢,. (14)

J
CAV, =6, +6,Tax, + O,Ln(TA)+ Y y,Ind , +&,. (15)
J

CAV, = 0, +0,Tax, + o, Ln(TA) + Y o,Ind  + 05 |US, | + ,. (16)
J
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adjCAV, = p, + pTax, + p,Ln(TA) + Y v Ind , +&,. (17)
J

The independent variable Tax; is the proportion of unexpected cash outflows
on tax due in the market value of each financial institution, and it is expressed in
terms of a percentage as follows:

Unepected cash outflows on tax due

Tax,;— X100

Average closing price of last mmonth X Average outstanding shares of last month
The independent variable Tax; in models (12), (13), and (14) is used to test the
first hypothesis; i.e., coefficients ¢, f,, 7, should be significantly negative if
Constitutional Interpretation No. 693 influences the related financial institutions’
stock returns. The independent variable 7ax; in models (15), (16), and (17) is used
to test the second hypothesis; i.e., coefficients &, o,, p, should be significantly
positive if Constitutional Interpretation No. 693 influences the trading volume.

3. CONCLUSION AND CONTRIBUTIONS

The empirical results of this study reveal that during the event period when
Constitutional Interpretation No. 693 was declared, a considerable decline of
cumulative abnormal returns was observed along with high unexpected cash
outflows on tax due—a finding consistent with the cash flow hypothesis; however,
no abnormal volume was observed. Based on the empirical results, the following
suggestions are provided:

First, previous studies reported that information asymmetry was likely to be
mitigated through greater information transparency (Betzer and Theissen 2009;
Amiram, Owens and Rozenbaum 2016). Therefore, if a company’s financial report
had disclosed more details concerning tax before the announcement of
Interpretation No. 693, the abnormal returns, reported in this study, would no longer
exist because of the resultant weaker information transfer. Thus, with the
expectation of sufficient disclosure in financial report guidelines, if a company’s
cash flow is substantially influenced by tax, the preparer of the financial report shall
disclose the causes, effects, stages, and numbers related to cash flow at appropriate
length.

Second, the regression outcome for the event period (—2 <t < —1) revealed a
considerable decline of cumulative abnormal returns along with high unexpected
cash outflows on tax due. This empirical outcome was possible to raise suspicions
regarding why some investors not only perceived the announcement date of
Interpretation No. 693 but also successfully foresaw its verdict. Therefore, this
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study suggests that the Legislative Yuan should amend the Constitutional
Interpretation Act to facilitate quick trials and improve procedural transparency.

Regarding research limitations, since regressions on abnormal trading volumes
had no significant explanatory power in this study, this might have resulted from the
low sample size (N = 39). However, the present study is different considerably from
other small-scale studies which could have sampled more observations from big
populations. As a matter of fact, Constitutional Interpretation No. 693 merely
affected financial institutions that issued stock warrants. During the event period,
there were just 44 financial institutions listed in Taiwan. The fact that the 39
research observations represents 88.64% of the affected population distinguishes the
present study from other small-scale studies.

This empirical study takes initiation to investigate the influence of
constitutional interpretations on the capital market in Taiwan. Interpretation No.
693 provides a valuable opportunity for us to explore the relationship between the
stock price and volume based on tax due in related institutions. Thanks to this event,
this study contributes to accounting literature. Furthermore, because Interpretation
No. 693 was announced on December 9, 2011, corresponding to the period of listed
corporations’ monthly announcement of operating sales for the preceding month,
this study thus used two additional statistical models to eliminate possible
confounding effects of the sales announcement. Therefore, our research methods
might contribute to future research.

Regarding future research, several influential constitutional cases have
involved controversial tax issues following the declaration of Interpretation No.
693. For example, the applications for and the results of constitutional
interpretations for the tax arguments on goodwill amortization related to mergers
and acquisitions and commodity taxes on flat television panels can serve as
appropriate research cases.
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