The Effect of Corporate Governance on Tax AvoidanceEvidence from
Governance Reform

Jon N. Kerr”
Zicklin School of Business
Baruch College — City University of New York
New York, NY
jon.kerr@baruch.cuny.edu

Richard Price
Huntsman School of Business
School of Accountancy
Utah State University
Logan, Utah
richardp@usu.edu

Francisco J. Roman
School of Business
Accounting Department
George Mason University
Fairfax, Virginia.
froman2@gmu.edu

This version: April 22, 2016

" All errors are our own. Please send correspondeEné@ne Bernard Baruch VC12-265, New York, NY 1001
Telephone: (646) 312-3164; E-madn.kerr@baruch.cuny.edu




ABSTRACT

Recent tax research explores the relation betweesttength of corporate governance and tax avo@an
Desai and Dharmapala (2006) find strong evidenaefthms using high-powered equity incentives
engage in less tax avoidance. Subsequent researghether governance curbs tax avoidance is mixed.
Seidman and Stomberg (2011) argue that this rissattributable to the tax benefits of stock opsgion
Armstrong et al. (2015) find limited evidence afedation between equity incentives and tax avoidanc
the extremes of the distribution. In this papes,re-examine the issue and present new evidence by
focusing on Mexican firms, which radically transfaed their systems of governance following
governance reform in 2000. Using a broad meadugew@rnance generally unaffected by equity
incentives, we show that tax avoidance decreagadisantly following the implementation of the
governance reform. This suggests there is a caokdletween the strength of governance systerds an
tax evasion. We also show that firms with highegrarted governance engage in less tax avoidance.
Overall, our results contribute to this growingtature by documenting that improved governance doe
appear to curb tax avoidance.



1. Introduction

A question that lingers in the tax literaturehie £xtent to which corporate governance
systems influence the tax reporting behavior ehér In an influential study, Desai and
Dharmapala (2006) put forth the argument that y&xesns and the corporate governance
environment (i.e., weak vs. strong governance gysténteract to shape tax reporting and tax
avoidance behavior of corporations. They hypotleetiat internal governance mechaniSpst
in place by firms to ameliorate the usual agenaylmis between managers-insiders and
shareholders drive management to take actionsgagenin aggressive tax avoidance.

Findings in Desai and Dharmapala (2006) are cterdisvith the notion that strong
governance mechanisms, namely providing equityntiees to executives, are associated with
lower tax avoidance. Subsequent research ofrtkebktween equity incentives or other
measures of governance and tax avoidance finds areadntrary results (for example, Minnick
and Noga 2010, Robinson et al. 2012, GallemoreLabdo 2015, Blaylock 2016)Armstrong,
et al. (2015) find some evidence of a relationdf@ween tax avoidance and governance at the
extreme ends of the tax avoidance distributioneddmg on the specific measure of governance
and the level of tax avoidance, but not at the ¢@rl mean or median of the distribution. In
addition, Seidman and Stomberg (2011) find evidehaethe observed negative relation
between equity incentives and tax avoidance igatable to the tax benefits from equity

compensation and not managerial incentives foregtiaction.

! These mechanisms might include equity grants ioffsrin executive compensation contracts, the stra@nd the
degree of sophistication of corporate boards, fownership arrangements, the extent of shareholdéaghkts,
dividend policy, and many more.

2 Minnick and Noga (2010) find empirical supportttip@rformance-based compensation for CEO’s anddbofr
directors is associated with greater tax avoidandbe long-run. That, in turn, leads to betterfpenance in the
long term—higher ROEs and five-year returns. Hosvethey found limited support of an associatiothvather
measures of governance and tax avoidance.



We add to this growing literature by exploring tkeéation between tax avoidance and
governance following significant and comprehengjgeernance reform in Mexico. In 2000,
México adopted the “Code of Best Governance Prgtithereafter referred to as the Code).
The adoption of the Code affects all publicly-trdad®empanies and is comprised of voluntary as
well as compulsory changes in internal mechanishg®wernance as well as the enactment of
several legal mandates aimed at the radical ovedi@orporate boards. The observed changes
in governance are wide-ranging and cover multipfeeats of internal systems governance,
including major transformations to the compositodrtorporate boards to boost directorship
independence, the formation of specific board caotes, rules which extend shareholders’
rights, and various mechanisms instituted to impriowernal control systems and the financial
reporting environment of firms, among several otj@rernance provisions.

This research setting is appealing for severaaes The prevailing ownership structure
of Mexican corporations is that firms are contrdlley founding families or managers/insiders
with close ties to the families. In addition, e of equity-based incentives is largely absent
from these firms. This is of great importancetasdore, empirical result from Desai and
Dharmapala (2006) is based upon the associatiovekethigh-powered equity incentives and
tax avoidance (with many other studies following)suHowever, Seidman and Stomberg
(2011) find evidence that it is the tax benefitarirequity compensation (which reduce the
firm’s demand for additional tax avoidance by loingrits marginal benefit), and not managerial
incentives for rent extraction, which drive the ebh®d negative relation. Therefore, the use and
presence of equity compensation for the US samplemit difficult if not impossible to
properly interpret results of governance on taxidsce. The Mexican setting with its lack of
equity-based incentives, allows for a much cleamerpretation test results involving

governance and tax avoidance.



While prior research has primarily focused on onenly a few aspects of governance, the
governance reforms addressed in the Code is broaisympassing many internal governance
provisions. This allows us access to a broad atldsive range of governance-related items not
commonly found in the prior literature. In additjidhe exogenous nature of the introduction of
the Code acts as an exogenous shock to governamtteffirms listed in México that
strengthens our ability to detect a change in teidance and draw strong, causal conclusions.

To conduct our empirical tests, we hand-colleatsgpance data for each company from
the “Code of Best Practices” questionnaire filethwiléxico’s regulators each year. We
examine the period of 1990 to 2013, which comprisasyears prior to the enactment of the
governance reforms and fourteen years post refoumsample consists of the firms listed on
the Mexican stock market during the sample peri@dr main proxy for tax avoidance the
effective tax rate spread (ETRSpr), calculatechaglifference between the firm-level effective
tax rate and the corporate statutory tax rate.

We begin by testing the core, causal predictioDegai and Dharmapala (2006) that the
firm’s system of governance drives corporate taxidance. More precisely, we examine
whether firms change their level of tax avoidaniterahe introduction of the Code. This test
exploits the exogenous nature of the introductibihe Code as a shock to governance for all
affected firms. Consistent with the predictionDeafsai and Dharmapala (2006), we document a
significant decrease in tax avoidance following ititeoduction of the Code as an exogenous
shock to governance as both the mean and mediasTiRcrease markedly. A striking
finding is that the decrease in tax avoidance dottevel off immediately, instead firms
continued to exhibit a prolonged and steady in@@asurrent ETRSpr (less tax evasion) for
five to six years after the the governance refoierall, these results suggest that positive

changes in governance lead to less tax avoidance.



The governance reforms include both voluntary @rdpulsory changes in firms’ internal
systems of governance, and there is significargsesctional variation in compliance with
provisions of the code. We exploit the heteroggmraigovernance compliance across firms in
Mexico and expect that firms with stronger govew®awill have lower tax avoidance. Our
results are consistent with better governed firmlexico engaging in less tax avoidance.

As previously noted, the governance reforms wecerapanied by a series of tax reforms
in subsequent years, which raised corporate taxtesduced new taxes (a tax on cash deposits,
an alternative minimum corporate tax, and othe, tcheted enforcement from tax authorities
to curb tax evasion. A prediction made in Desa Bharmapala (2008) is that the
characteristics of a country’s tax system, inclgdiates and enforcement, also influence
managerial actions to avoid taxes. Our reseaittimngallows a direct test of this prediction by
exploring whether tax reform in Mexico has any ictpan firms’ tax reporting behavior. Our
results suggest that the tax reform also actedo tax avoidance. However, we find that the
interaction between tax reform and governance gatiee, suggesting that increased tax
enforcement (through tax reform) and increased g@aree may act as substitutes. Ours is the
first study we are aware of to suggest this reteiop between tax enforcement and governance.

Collectively, our results show a statisticallyostg, negative relation between governance
and tax avoidance as predicted by Desai and Dhaia&p006). This result indicates that as
Mexican firms invest time, effort, and resourcescbynmitting to better governance, that
engaging in aggressive tax avoidance becomes co3these costs could take many forms such
as: the risk of being audited by tax authoriti@se$ and penalties of tax evasion; reputation
damage; and the costs of lawsuits from authoritreshareholders.

Market participants under this new governancerenment likely perceive these as

negative. Thus, post-reform tax avoidance actwitieay be more difficult to hide and investors



may penalize those firms that engage in aggresawevasion with price discounts. However,
tax avoidance can be beneficial to investors iy thelieve excess funds are directed toward the
firm rather than rent extraction. In addition,tls controlling family is likely to be a large
blockholder of the corporation, providing this assice to the market may also greatly increase
the controlling family’s wealth.

As a final test we examine the value implicatiohtax avoidance in the face of
governance reform.Results from tests using Tobin’s Q show thateased tax avoidance is
positively associated with increases in Tobin’'s\@hen we partition the sample based upon
time period, we find that this relation only holdigring the post-governance reform period,
implying that, during that period, tax avoidancesvgaen as value increasing.

Our paper contributes to the tax literature bywphmg new insight into an area that is
fairly unsettled. First, we find strong empiricalpport for the notion that systems of governance
do influence corporate tax avoidance, especially corporate environment where governance
reforms likely have a great impact and equity-basedpensation incentives are minimized.
Furthermore, we provide evidence of a causal miabetween governance and tax avoidance,
something not shown in the prior literature. Wsogbresent evidence on the supplementary
nature of governance reform and tax reform. Hnale present evidence that governance
reform and higher levels of governance give redslenassurance to investors that funds are not
being diverted for private extraction and use, lteggiin higher firm value.

The paper proceeds as follows. In Section 2 wertesthe institutional setting, the

underlying agency problems, and the governancdanceforms. In Section 3 we discuss

% In this regard, there is overwhelming evidence finas with stronger systems of governance ordsejbverned
firms are rewarded favorably by investors (seegf@mple, Gompers et al. 2003).



related literature and develop our hypothesesSeletion 4, we discuss our sample, data, and
model. Section V presents our results. Sectionovicludes.
2. Institutional Background

To understand the underlying motives that lechtorestructuring of corporate governance
systems of publicly traded corporations in Méxiee, start by discussing the institutional
background of our research setting in terms optieeailing ownership structure, corporate
board arrangements, and the ensuing agency proliderosrporate control in this environment
prior to the enactment of governance reforms. kéafay out the major aspects of the corporate
governance reforms and the ensuing corporate tasnme that followed. Figure 1 illustrates a
timeline of the date of enactment of each majdrative. It must be noted that governance
reforms and the amendments to the corporate tax\\eave passed several years apart. Therefore,
there is a marked temporal order in their respeqieriods of adoption. The corporate
governance reforms started in 1999 and ended i6.20@ tax amendments commenced in 2007,
but they took effect at the start of 20080, it is possible that this particular tax refarauld
have mediated the effects on firms’ tax avoidaretealior ascribed to the changes in corporate
governance, especially since it contained new catpdaxes and ratcheted up the level of
enforcement by México’s tax authorities (SAT) tccamvent tax evasion.
2.1 Research setting and underlying agency problems

Historically, public corporations in México havedpeperceived as having a lax system

of corporate governance, low levels of accountgbdnd poor financial transparency to outside
investors. Relative to firms trading in develop@ancial markets, good governance practices in

México simply were not built into the system. Ajoraeason for this is the highly concentrated

* There were also a comprehensive set of tax refar2813, which slightly overlapped with our stuglgriod,.
Although important, we omit the tax provisions bistparticular reform in our analysis.



ownership structure of publicly traded Mexican f&mmainly in the hands of the firms’ founding
families, or coalitions of related famili€$o illustrate, México has the third highest
concentration of family ownership among public aygtions in the world (Florencio Lopez-de-
Silanes 2002). Further, founding families also @ayimportant role in managing firms under
their control. Most firms have a patriarch actirsgGEO, or a family member in charge of
operations (La Porta et al, 1999).

Moreover, until the enactment of the governancerne$, corporate boards were
entrenched and operated with opacity and littl@antability to outside investors. Because of
ownership structure of Mexican firms, corporaterdeahave been dominated by insiders and
frequently under the control of the firms’ foundifagnilies. In addition, incumbent directors
tend to have a very long tenure with little to maposition from outside investors. The fact that
most firms offer distinct classes of shares withited or no voting rights prevents minority and
outside shareholders from voting against reeleatfancumbent directors, or from nominating
new directors. Also, there are no laws or activist investord/iexico to restrict director tenure
or push for better transparency.

Another common feature of boards in Mexico is remgjal interlocking directorships

especially among family controlled companies. lioigking directorships are created when

®We note that as opposed to more developed capéskats in which there are large blocks of sharetrslabf
institutional investors (mutual funds, pension fendhedge funds), such ownership structure is ratimeall.
Therefore, the lack of activist institutional owskip exacerbates the main agency problems betwaanotling
families and outside investors. We expand onisisise shortly in this section.

® According to La Porta et al. (1999), 95 percentamhily-controlled firms at the Mexican Stock Excige had at
least one family member involved in the firm's ogtgons.

"We note that most Mexican firms trading on the Mari Stock offer distinct classes of shares withyinar
shareholders’ voting rights, including classesladres with limited voting or nonvoting rights. Fexample, series
‘A’ have full voting rights, series ‘B’ limited ving rights, and series ‘D’ and ‘L’ offer no votimgghts. The ‘L’
shares are offered to foreign investors only by wéyrdinary participation certificates (commonlgferred as
CPOs). While there could be various motives beltims practice, the main aim on this arrangemerb isnable
majority shareholders to exercise control with animum stake in equity. Therefore, it is not uncomnfor
families or controlling shareholders to exercisatoal of firms with much fewer shares than the ftatatstanding
shares. This practice exacerbates the agency pnoslemming from the separation of ownership andtrobn
between controlling shareholders (family insidensdl outside investors.



related families establish close links with othemnflies and serve on each other’s boards. For
example, family A invites a member of family B terge as an independent director on their firm,
and vice vers& While not barred, these relationships undeniabgromise board of directors’
independence.

Another weakness which aggravates the agency probdgween controlling and
minority shareholders is that, relative to morealeped capital markets, México has weak laws
for the protection of minority investors. Extermaéchanisms of governance that might help
protect investors against expropriation by insidsugh as investor protection laws and the legal
system to enforce such laws (i.e., legal recouese)yery limited. La Porta et al. (2002) and
Durnev and Kim (2005), grade México as having oine weakest legal systems for the
protection of investors’ rights in the worldBecause outside investors have little support from
the laws form the legal system to help them miggeiuses from corporate insiders, external
mechanisms of governance that are frequently usddveloped financial markets, such as class
action suits, or proxy fights, are relatively unegaon in México™°
To summarize, for all the aforementioned reasois$pitically, public corporations in México
have been perceived as having weak systems of mgaves, as well as low levels of
accountability and transparency to outside investbnerefore, the prevailing ownership

structure in which voting rights are in the hant@i;eiders (i.e., firms’ founding families),

8 As an example, consider the corporate boards wf largest industrial business conglomerates froontérrey,
México’s main industrial hub: Alfa, Hylsamex, Femsad Cemex. Their boards are controlled by thkviohg
related-families: Garza, Zambrano, Laguera, Sadé, Taevino; at least one member from each family @h each
other’s firm board.

° For example, by considering both shareholder sigtntd law enforcement, Durnev and Kim (2005) raré«ieb
has the weakest legal system out of a sample oh&dr emerging countries. Further, in a World Batkdy of
minority-shareholder protection, México came ateager 125th place out of 155 countries examineg, (sgons
2005).

970 further illustrate the severity of this issuensider the case of insider trading. Prior to tassage of the
governance reforms, insider trading was not comeilé criminal act and no legal recourse existetthinithe
country’s securities laws. Insider trading becamerime as part of the compulsory acts within theregnance
reforms. Specifically, after the enactment of tieeBities Markets Laws of 2001 and 2005, respéelgtive



coupled with a lax system of corporate governaaotenched boards, and limited investors’
protection rights, can create obvious agency ocasflbetween controlling and minority investors.
Building on the agency theory framework of Jenseah ldeckling (1976), it is evident that in
this corporate environment, controlling sharehdd=m become entrenched, behaving
opportunistically to extract corporate resourceslarin private benefits at the expense of
minority shareholders:
2.2 Discussion of corporate governance reforms

Several authors in the academic literature angbdipeilar business press identify lax
systems of corporate governance and poor finatraiasparency as key risk factors in emerging
markets such as Mexico (Klapper and Love 2004;@2605, Fan, Wei and Zu 2011). To raise
investor confidence and improve the investmentaierio attract more foreign investors,
México took steps to reform corporate governanastesys of publicly traded firm'$. A first
step toward achieving this goal was the creatioa wbluntary Code of Best Governance
Practices” in September 1999. This initiative was followedtbg imposition of several legal
mandates as part of Securities Markets Laws enact2@01, 2003, and 2005.
Enactment of the ‘Code of Best Corporate GovernancBractices’

Following an initiative of México’s Council of Busésses (Consejo Coordinador

Empresarial), the National Banking and Securitiesiange Commission (CNBV), and with the

M Firm insiders can become entrenched with highl$egEcontrol and might have opportunistic inceagito obtain
private benefits at the expense of minority shadddrs. For example, this could lead to the posgitilf inefficient

use of company resources (e.g., investing in negdPV projects or acquisitions with poor prospdatsgrowth),

as well as corporate abuses and expropriation @ftivesuch as tunneling firm’s assets through adgatdus
contracts with controlling family members or ottamily businesses. These can take place in mamysfofor

example, high salaries and bonus compensation &nlyers of the boards and managers-owners, acquisifi
firms owned by insiders including members of thardoof directors, consumption of perquisites, grantontracts
to firms controlled by insiders, or at the extrerntiegal acts to expropriate wealth from sharehddée insider
trading and corporate fraud.

12\We further note that México’s interest in reformicorporate governance was also intensified dieercollapse of
Méxicao’s banking system in 1998 (i.e., FOBAPROAJ}i@h it was attributed to ‘poor’ and lax systemsofporate
governance. Further, such reforms were also drbsethe aftermath of the East Asian financial srisf 1997,
which some attributed to a lax system of corpogateernance (for further insight, see, Lemmons aing,[2003).



support of leading industry executives, the Coddes$t’ corporate governance practices
(hereafter referred as the Code) was establish2898 with the purpose of reforming internal
governance systems of public corporation. In maspects, México’s Code is highly similar to
the “Code of Best Governance Practices” put fostithe Cadbury Committee at the U.K. in
1992. One main distinction is that Mexican firms&vaot legally required to adopt any of the
Code’s recommendations; instead firms adopted tidenlying governance provisions
voluntarily.

In terms of its underpinnings, the Code recommertkdatifirms adopt fifty-five
governance mechanisms deemed fundamental to $temfitms’ internal governance systems,
including major restructuring of corporate boardd aternal controls systems, making
improvements in financial reporting and disclosysectices:®> Some key provisions within the
Code aim to improve director oversight and heigliteard independence. The Code
recommends board size be between 5 and 20 direantdrecreased the proportion of
independent directors to a minimum of 25 percéinalso called for the creation of
subcommittees to oversee the functions of audifingnce, and executive compensation, among
others. Other provisions call for changes in finternal controls systems, as well as mechanisms
to make the disclosure practices of firms moregpanent, such as the timely disclosure of
relevant events. The Code also sought to provide mghts to shareholders, especially voting

rights

13 For economy in exposition, we limit the discussionthese key governance provisions. For more lnsigout the
origins of the governand@odeand all ofits current governance provisions, we refer theleedléxico’s
Coordinating Council of Businesses (Consejo Coediom Empresarial, which enacted the governance. ¢idase
refer to the following site: http://cce.org.mx/cdedegobiernocorporativo/visit. Alternatively, reterofficial
document titled, “Codigo de Mejores Practicas Caafivas,” available at the National Banking and \8&ies
Exchange Commission (CNBV), or at the Mexican StBgkhange (BMV).

1 For example, th€odeaims to transform shareholders’ rights with selveravisions intended to facilitate the
gathering of relevant information subject to shatéérs voting approval. Usually, proxy statemesftdMexican

10



As noted previously, firms were not legally boundatiopt any of the Code’s
recommendations at first; instead firms adoptedithetheir choosing. Firms were required to
report their compliance with each provision of toele to capital markets regulators starting in
2000, and to investors starting in 2003. This isedwia a standard questionnaire filed annually
with México’s Banking and Securities Exchange Cossinn (CNBV), the Mexican Stock
Exchange, and the firms’ annual financials report.

The Code has continued to expand over time. Mogteobriginal governance provisions
remain in effect today and new provisions have beelnded throughout the years. At present,
the Code comprises 84 governance provisions, divitk® 17 sections covering numerous
internal mechanisms deemed ‘good’ governance pexti
Security Markets Laws Governance Mandates

Besides the enactment of tGede other governance mandates are important asplects o
México’s corporate governance reforms. First, iD28everal of the Code’s recommendations
became mandatory. This legal mandate imposedystiirstandards on several of the Code’s
provisiong® including requiring corporate boards to betweem8 20 directors, requiring and
increasing the minimum proportion of independeneatbrs from 25 to at least 33 percéht.

This new law also provided a clearer definitiordokctorship independence, prohibiting firms

firms did not disclose ex-ante the specific agetitlt will be discussed, and matters subject to estwders
approval at the Annual Shareholders Meetings, ngadifficult for investors to make an informed décis

!> As we note shortly, several of the Code’s goveceaprovisions became compulsory as part of subsidegal
acts to the Securities Markets Law. Therefore, dirtavel of compliance was subject to enforcementniarket
regulators.

% For a full description of all the dispositions time Securities Markets Law (2001), see the offigavernment
document “Ley de Sociedades Mercantiles” publisineiliéxico’s Government Official Gazette (Diario ©fl de
la Federacion), on June 4, 2001.

"Mexican Business Law (1934) did not limit the sifecorporate boards; therefore, for years Mexidemd chose
at their will and with very little opposition theumber of board seats that they wish to have, theSecurities Law
put caps in the size of corporate boards.

11



to designate independent directors having anyiafbh whatsoever with the firm, or with the
controlling shareholder®.

To raise the level of board independence, the i@e=uMarkets Law of 2001 mandated the
creation of an internal audit committee comprisalély of outside directors having no affiliation
with the firm or its major shareholders. The mersh#rthe audit committee must be ratified
during the Annual Shareholders’ MeetiigAnother important initiative of the Securities
Markets Law of 2001 was the establishment of lggdelines to prosecute cases of insider
trading. This marked the first time insider tradlmgrame a punishable crime in Mexico.

Several amendments followed in March 2003 inclgdirmandate that firms report to
investors, not only to financial market regulat(@NBV), their level of compliance with each
provision in the Code. Firms were also requiredavyto report to the public the names and
holdings of each major shareholder. Previouslymmoercial laws permitted public ownership of
corporations to remain anonymoUsAlso, the 2003 amendments required companies to
establish separate board committees to oversdartbgons of auditing and internal controls, as
well as executive compensation; previously thesewaly recommendations.

The last set of amendments to the governancegoma were enacted in December 2005.
Among the chief governance mandates is that firewegally required to disclose relevant
and material events publicly. Stricter guidelime=re put in place for the dissemination and

disclosure of information to investors to prevearsiders from profiting by trading upon inside

8 For more insight on these dispositions, see “LeySwciedades Mercantiles” published in México’sidf
Gazette (Diario Oficial de la Federacion), on Jan2001.

% The intended function of the Audit Committee isetwsure that the financial statements adhere taddeXGAAP
and that they reflect the true financial positidrttee firm. Each firm’'s Statutory Auditor carrieditothis function
previously (known officially as a ‘Comisario’). Whi the role of the Statutory Auditor in principle io bring
financial transparency and provide more disclogarmvestors, the fact that controlling sharehaddeere usually
the ones that nominate the Statutory Auditor cjeadmpromises her independence. Thus, the Secutitiev of
2001 shifted part of the responsibility to the Audommittee to bring more independence.

2 Notable exceptions were those firms trading ADR'$).S. capital markets, or at European marketaddd U.S.
securities laws, firms are obligated to reportdéacgncentration of ownership in the hands of irdlial investors, or
institutional shareholders (mutual funds, hedgea fyinstitutional investors).

12



information at the expense of outside shareholdenslly, the definition of an independent
director was made more restrictive, amending tHa82&finition.
Have the governance initiatives been effective improving firms’ governance systems?

One important issue is whether the governancemeiioitiatives have been effective in
transforming firms’ internal systems of governan&kso of interest is whether there is any
related improvement to financial reporting. Prtel. (2011) and Macias and Roméan (2014)
examine the extent of compliance with the Codetardegal mandates during the five initial
years after adoption. Both papers conclude thetge number of firms adopted many of the
Code’s recommendations. For example, 80 perceiinnad listed on the exchange instituted 75
percent or more of the recommendations in the Clodieg a five-year span after the code’s
passing. However, these changes occurred grad&ailtthermore, these studies find that the
legal mandates brought significant changes in timeposition of corporate boards. In particular,
one chief transformation is a rise in the propariledependent directors serving on boards. In
many cases this proportion far exceeds the minirtiuasholds imposed by the securities
markets law?*

2.3 Discussion of Corporate Tax Enactments

Apart from the corporate governance reforms indun the early 2000s, México’s
Congress enacted a series of major tax reformgdecessive years that took effect in 2008.
These reforms were intended to do the followingrease tax revenues by imposing new taxes;
close tax ‘loopholes’; and eliminate generous ta&dits and deductions. These tax reforms mark

an attempt to combat a persistent culture of tasiew, which according to México’s chief tax

21 Both studies document a gradual but markedly deigreompliance across each of the four subsegewérnance
categories in the Code—Board Structure, Auditind ariernal Controls, Financial Reporting and Discicee, and
Shareholders’ RightsThey also find that the legal mandates broughtifioggmt changes in the composition of
corporate boards.

13



authority (SAT, Tributary Administration Office),as rampant® To illustrate, among OECD
countries, México has one of the lowest tax resdiptelation to GDP among OECD members,
at a meager 5 percent of GDP (Rodriguez and Rui32Moreover, several studies have
documented high levels of tax avoidance, which ating to their main findings is equally
perpetuated by individuals and businesses alike {se example, Bergman et al. 2005, Anton
2005, Samaniego et al. 2008).

It is important to highlight that these reformsgeted both individual and corporate
taxpayers. However, we focus exclusively on exangthe revisions to the tax code affecting
businesses and corporations.

Tax Enactment of 2007

The 2007 tax enactment became effective in 2008. Gil levied a new tax on all cash
bank deposits held by businesses and individuais. tax on cash deposits (IDB)puesto a los
a los Depasitos en Efectivaimed to curb informal commerce and black maexehanges,
dissuade money-laundering activities, and more mapdly, reduce the extent of tax evasion
within certain sectors of the economy and in palticsmall businesses. Firms that generate a
significant portion of their sales in cash and faifeport or misrepresent the real amount of cash
transactions to tax authorities were able to evaxles (e.g., gas stations, public transportation
companies, retail and convenience stores). A conpnactice among business owners was to

conceal income generated by cash sales by divahesg funds to personal bank accounts.

22 For example, the Tributary Administration Offic®@XT—Servicio de Administracion Tributaria) estimataat
during 2000 to 2008, the amount of uncollectedréaenue due to tax evasion represents 2.6 pertém o
country’s GDP (“El Economista”, November 14, 201@preover, SAT upholds a database with numerousareh
studies examining the extant of tax evasion pegtetlin the country. For further insight, we refes reader to the
following site:_http://sat.gob.mx/administraciont/satudios _evasion_fiscal/Paginas/default.aspx

% Refer to the work of Diaz et al. (2005) Bergmaralef{2005), Anton (2005), Samaniego et al. (2088)driguez
and Ruiz (2013). For example, Bergman et al. (2@85mates a loss in federal tax revenue as dt tesuevasion
of 32.6 to 39.5 percent of the total amount af ¢allected by México’s federal tax authority, SATservicio de
Administracion Tributaria.

14



The IDE imposed a tax of 2 percent on all cash diépn excess of 25,000 pesos,
including cashier checks and checks paid to caghxi@®d’s Official Gazette, October 1, 20G7).
This IDE tax took effect on July 1, 2008. Moreguée IDE tax was increased in 2009 to 3
percent and by reducing the tax base from $25,0@15,000 pesos. It is important to note that
firms are allowed to recover the amount of IDE tagaid to tax authorities (SAT) with a tax
credit against corporate income taxes owed duhediscal year, though firms must wait for
reimbursement until tax returns are filed. Commwith the IDE tax also comes with a
potential for a compliance audit, particularly argdinms with high cash sales and a history of
underreporting revenues. A possible side conseguefithis law is the misreporting of cash
sales and reduction of cash depoSits.

The 2007 tax reform also imposed a new busineastdk” of 16.5 percent on firms’
taxable income after the elimination of severalibess deductions. This tax, formally known as
“Impuesto Empresarial a Tasa UniddETU, México’s Official Gazette, October 1, 2007
was created to increase tax revenues and is sitoithe alternative minimum tax in the U.S.
Firms must either pay a 16.5 percent IETU tax @omne, or a 29 percent tax on income based
on the amount of profits after allowable deductiorss provision was included because firms

in certain sectors under a “special” or “simplifi¢dx regime and paid little or no taxes. Thus,

#More specifically, IDE taxed all bank deposits eitimade in cash, cashier checks, or checks pai@bkesh at a
rate of 2 percent on the remaining amount of caglosits exceeding $25,000 pesos, about $2,000d0li&rs in
2008. Further, the tax is applied to a singlekitasnsaction or else aggregate monthly transattianexceed the
aforementioned thresholds. For more insight refévéxico’s Federal Registriario Oficial de la Federacion
“Ley de Impuestos a los Depositos en Efectivo”,dber 1, 2007. Official document can be accesséukat
following site: http://www.normateca.gob.mx/Archivos/34 D 1361 @32D07.pdf

A recent paper by Ruiz Alvarez (2013) documenthaays decrease in the amount of cash deposits maukenks
and financial institutions, coupled with a sizeaiblerease in the circulation of currency (bills amins) in hands of
the general public, in the years that followed émactment of the IDE tax. Moreover, he documergggaificant
drop in the number of checking accounts at bafikdearly, IDE tax changed the behavior of agentscaéd by it.
See México's México’s Federal RegistBiario Oficial de la Federacion‘Ley del Impuesto Empresarial a Tasa
Unica”, October 1, 2007. http://www.diputados.gok/neyesBiblio/abro/lietu/LIETU_abro.pdf
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the IETU tax ensured that all businesses pay alfere of taxes. This tax took effect on January
1, 2008. The rate was increased to 17 percent@fidpercent in 2009 and 2010, respectively.

3. Related Literature and Hypothesis Development

3.1 Governance and Tax Avoidance

Desai and Dharmapala (2006) use the principaltaggtting to frame their predictions;
managers and firm-insiders act opportunisticallg parsue their own benefits at the expense of
shareholders. Because managers and firm insidersqontrolling shareholders) have corporate
control in environments with disperse ownershipsthinsiders can extract rents (i.e., corporate
resources) for their personal benefit at the expeh®utside shareholders. Therefore,
managers have incentives to engage in aggressiwvtédance as they benefit from the
additional income or rents generated from tax eawig activities.

An important aspect of the theory in Desai andrDiagala (2006) is the prediction
regarding the interaction between taxation anddirsystems of governance. The essence of
that argument is that firms’ systems of governataeencourage or discourage aggressive tax
avoidance activities. If strong systems of goveoeaare in place to prevent rent extraction and
abuses, then managers are less inclined to engaggiessive tax avoidance as they are less
able to benefit from the extra rents generatedt iBhatrong mechanisms of governance, such as
effective board oversight, board sophisticationgfbective monitoring of managers, will

preclude them from extracting rents including thgseerated by tax avoidance. Conversely, if

%" Tax avoidance can be manifested in several forrms.ekample, firms may establish offshore accounitstax
shelters to conceal income. Moreover, they coulgregsively manage earnings downward by taking skees
corporate deductions, or use discretionary acctoalsiderreport income to tax authorities. Lastes and highly
scrutinized tax arrangement, are the so-calledpm@te tax inversions”. In an inversion, a U.S. pany merges
with another and takes a foreign address in a cpwvith a lower corporate income tax. The firm theifts profits
from the U.S. to low-tax countries using a maneuweérred as earnings stripping. Regardless oathien, in all of
the aforementioned cases, the intent is to minit@xeayments.

% Just as tax avoidance, rents extractions too @mhnifested in many forms, including higher exieut
compensation, perquisites, using excess rentsgangikthe size of a firm through mergers and adipris—the so-
called “empire building”. At the extreme, rent edtion equates to embezzlement of funds or sgaarporate
assets.
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systems of governance are weak, management’syabiléxtract rents may be enhanced.
Therefore, in firms with weak governance, manageesncentivized to undertake activities that
would lead to greater tax avoidance as doing seases the potential benefit of rent extraction.

Desai and Dharmapala (2006) empirically test tbere prediction of the effects on tax
avoidance using a single but common internal mashanf governance: high-powered equity
incentives (stock options or equity grarfts).Desai and Dharmapala (2006) find robust results
support of their model predictions, namely thahleigequity compensation is associated with
lower levels of tax avoidance for poorly-governechs but not well-governed ones.

While the above theory on the possible linkagevbeh corporate governance and tax
avoidance is compelling, subsequent studies hagutiid these findings. For example, a series
of studies either dispute the fundamental assumgd the model’s predictions or find only
weak evidence of the linkage between equity ingestor other measures of governance and tax
avoidance (for example, Minnick and Noga 2010, ®eid and Stomberg 2011, Robinson et al.
2012, Gallemore and Labro 2015, Blaylcok 2016).

To help explain this lack of evidence, a recemgndy Armstrong, Blouin, Jagolinzer, and
Larcker (2015) calls into question the main pradicbf Desai and Dharmapala. Using quantile
regressions, Armstrong et al. (2015) find some @we of a relationship between tax avoidance
and governance at the extreme ends of the tax avoéddistribution, but that the result depends

on the specific measure of governance (e.g., equigntives, board independence, and the

29 According to their prediction, equity-based congation would provide incentives for managers thegiengage
in more or less aggressive tax avoidance; howdwerensuing effect would be dependent on firms'ngfite of

governance systems. Managers at well-governed fimitisengage in less aggressive tax avoidance thawrly-

governed firms; asserting that managers at welegwed firms have greater incentives to avoid taglteting

activities (less tax avoidance), as the existerfictronger governance prevents managers from éixtgaihe residual
rents produced by tax avoidance activities. In @stf poor-governed firms lack the governance meshes to
prevent managerial diversion, and therefore hysitlee that these firms will not adopt equity indess to promote
tax avoidance.
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degree of financial sophistication of directorsjl &ime level of tax avoidance. Furthermore, they
find no relation between governance and tax avaeat the conditional mean or median of the
distribution. Overall, their results present atcast to Desai and Dharmapala (2006), finding
that corporate governance appears to be relatiex #@voidance decisions, but only for high
levels of tax avoidance.

Seidman and Stomberg (2011) find evidence thabliserved negative relation between
equity incentives and tax avoidance is attributabléhe tax benefits from equity compensation
(which reduce the firm’s demand for additional gaoidance by lowering its marginal benefit),
and not managerial incentives for rent extractidhese findings call into question the Desai and
Dharmapala (2006) interpretation.

3.2 Scope of Governance Measures

While the extant studies conduct rigorous analgsespresent novel results, the mixed and
inconclusive findings may be a consequence of éitlmhs, which may preclude them from
finding convincing results. Chief among them iattthese studies focus on examining the
relationship between governance and tax avoidangegly among U.S. firm&® For many
U.S. firms, the systems of governance are highlureasshowing little to no substantive changes
in their governance structures across time. Theseftecause they are ‘sticky’ and seldom
change, drawing strong conclusions is problemdticaddition, the prediction in Desai and
Dharmapala is inherently causal, though no caugdéace has been supplied by the extant

literature, which relies only on association tests.

%0 Notable exceptions are Desai, Dyck, and Zinga2€97). Although Desai et al. (2007) do not direekamine
the effects of systems of governance at the fimellehey do provide fresh evidence of a possiinle bhetween the
strength of governance institutions within a cour#ind tax evasion after examining the effects domement to
curb tax evasion among Russian firms mainly undetrol of family oligarchies.
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Many studies focus on one aspect of governanee €quity incentives), or just a few
internal mechanisms of governance (i.e., corpdrateds characteristics), and thereby ignore
other potentially important measures of governantthile those studies that aim to incorporate
a more comprehensive measure of governance ontattayses have relied on the G-Index
(Gompers et al., 2003) to measure firms’ strengtipavernance (see, for example, Desai and
Dharmapala 2006, Minnick and Noga 2010), that inale® has limitations as it mostly measures
shareholder rights.These limited governance measures fail to capha®road range of
internal governance mechanisms—e.g., financialrteppsystems, corporate board
characteristics, specialized board committeestnatecontrols systems, etc.

Rountree et al. (2011) and Macias and Roman (284anine the effects of corporate
governance reforms in Mexico following the enactimathe Code of Best Corporate Practices.
In contrast to prior studies which focus on equitgentives, these studies use much broader
measures of governance. These studies find teatplementation of the Code of Best
Corporate Practices significantly altered the m&governance mechanisms as most firms listed
on the Mexican stock exchange made positive anstantive changes to their governance
systems. These dramatic changes in the governaaciel@ an ideal setting to explore the

relation between changes in governance broadlyunedsnd changes in tax reporting.

3.3 Hypotheses
While the arguments for a relation between taxidautce and governance is compelling, it
is still unproven. In addition, evidence is lindto the relation between tax avoidance and

equity incentives as opposed to a broad measwugevarnance. In this paper, we shed additional

% The G-Index is based on twenty-two provisions efledses against corporate takeovers. The dataripiled by
the Investor Responsibility Research Center (IRRC).
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light on the link between governance systems axa@vaidance. To do so, we center our
investigation on a distinct corporate governancgrenment and exploit an exogenous corporate
governance shock largely ignored in prior studisecifically, we examine the implications of
corporate governance reforms on tax avoidance daxdcan corporations trading on the
Mexican stock exchange (Mexican Bolsa). The ptagownership structure and dramatic
changes in governance structures of Mexican fiend themselves as a rich setting to
investigate the link between governance and taidance.

Desai and Dharmapala (2006) argue that that thesfisystem of governance drives
corporate tax avoidance. Using the introductiothefCode in Mexico, we test the prediction
that tax avoidance decreases when corporate gowarmaechanisms are strengthened. Our first
hypothesis, stated in alternative form follows:

Hypothesis 1Tax avoidance in Mexico decreases after the intbdn of the Code of
Best Corporate Practices

More precisely, we examine whether firms changée teeel of tax avoidance after the
introduction of the Code relative to the precedmegiod. This test exploits the exogenous nature
of the introduction of the Code as a shock to goaece for all affected firms. However, it is
important to note that the governance reforms csag@rboth voluntary and compulsory changes
in governance systems. As the rate of adoptidhdwarious governance provisions is likely
asymmetric and will vary widely across the samplag, we also test for the heterogeneity in
governance structures (strong vs. weak govername}s firms on the extent of tax

avoidance?

%2 According to both Rountree et al. (2011) and MadRman (2014) the observed changes in governasiei
firms occurred progressively and the rate of adwoptivas asymmetric across firms. This means thatetlis

significant cross-sectional variation in the ratggovernance changes amongst firms or differencaka strength of
governance. Thus, we also test how changes iargamce observed cross-sectionally among sampts fistrength
of governance) influenced tax avoidance behaviottfe after period.
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As noted previously, there is considerable cressisnal variation in compliance with the
Code in Mexico. We exploit this variability andeglict that tax avoidance is negatively related
to firm-level compliance with the Code of Best Cangite Practices. We state the second
hypothesis in alternative form as follows:

Hypothesis 2Tax avoidance in Mexico is negatively associateith firm-level
compliance with the Code of Best Corporate Prastice

As previously noted, the governance reforms wellevi@d by a series of tax reforms,
which raised corporate taxes, introduced new téx¢ax on cash deposits, an alternative
minimum corporate tax, and other), and ratchetédreement from tax authorities to curb tax
evasion. Another prediction made by Desai and Dhaaala (2008) in a follow up paper is that
the characteristics of a country’s tax system, agcthe structure of the corporate tax rates as
well as the extent of enforcement by tax authajtveill also influence managerial actions to
evade taxes. However, there is scant evidencado this predictiorf> Our third hypothesis
explores whether subsequent comprehensive taxmesfor Mexico had any impact on firms’ tax
reporting behavior Our third hypothesis, statedltarnative form follows:

Hypothesis 3Tax avoidance in Mexico decreases after the tames
Greater levels of enforcement are likely to disguadnagers from engaging in tax avoidance.
On the other hand, the levying of additional tawesild increases the benefit of tax evasion, thus
the combined effect of this reform for our sampl@yrbe ambiguous.
4. Research Methodology

Governance data are collected for each company tine “Code of Best Practices” (Code)

guestionnaire filed with México’s regulators ea&aly The Code was instituted in 2000 and

33 A notable exception is Desai, Dyck, and ZingaR80{7), which examined the effects of greater emfioent from
Russian tax authorities on tax avoidance at Rugsias under the control of family oligarchs.
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companies continue to file the questionnaire ujl tire present? We follow prior research
(Gompers, Ishii, and Metrick 2003) and construgbaernance score based on the level of
compliance with the recommended provisions in thdeCand use this score as a proxy for the
strength of governance. Specifically, we calcuateernance Indeas the natural logarithm of
1 plus the number of items complied with during ykear. Because the number of items in the
Code has increased significantly over time, prmocd@nducting analysis we selected a subset of
items we considered key indicators of governan@ityuincluding board independence, the
presence of compensation and audit committeesd s, auditor rotation, qualifications of the
audit committee chairman, etc. See the appendia specific list of variables. In addition, we
also use the adoption of the Code in 2000 as agegraus shock to governance. Specifically,
we calculateGovernance Reformas equal to 1 for the years 2000 and later, armaberwise.

Firms’ financial data is obtained from Economatiedich is a data provider which
aggregates and disseminates data on Latin Amecmapanies. Due to the availability of data
for the Code, our analysis ends in 2013.

We use measures of tax avoidance taken from jeoature for which data items are
available in Economatica. Specifically, we use SpR calculated as the spread between the
firm-level effective tax rate (ETR) and the corgeratatutory tax rate (CSTR). We calculate the
firm-level effective tax rate as corporate incorae éxpense scaled by pre-tax income. We also
use the current ETRSpr, calculated as the spraagbe the firm-level current ETR and the
CSTR. We calculate the current effective tax est¢he current income tax expense scaled by

pre-tax income. Finally, we also use the cash EirR&lculated as the spread between the

34 Due to data archiving issues, data on governanogravailable for the 2005-2006 years. We filkth@oles by
using 2004 data for 2005 and 2007 data for 20@ggh we find that our results remain unchangeceifomit those
years, instead.
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firm-level cash ETR and the CSTR. The cash ET¢&alsulated as the amount of cash taxes paid
scaled by pre-tax income. However, data on casgstpaid is unavailable until 2007 and thus
limits its use in our tests. Following prior resdg we limit the above ETRs to range between 0O
and 1.

We control for variables likely to affect govermamand tax avoidance. Specifically, we
include the following controls: PPE, calculatechas property, plant, and equipment scaled by
lagged total assets; Intang, calculated as intéangisets scaled by lagged total assets; Size,
calculated as the natural logarithm of 1 plus tatalets; Lev, calculated as total debt scaled by
lagged total assets; PriorLoss, set equal to fiedt@x income in either of the prior two years is
negative, and zero otherwise; ChgCash, calculaddeapercentage change in cash from the
prior year to the current year; MVE, calculatedtesnatural logarithm of 1 plus the market
value of equity; and BE, calculated as the natiogdrithm of 1 plus the book value of
shareholders’ equity. We also include models wimhtrol for industry and year fixed effects.
To reduce the effect of outliers, we winsorizecalhtinuous variables at the 1 and 99 percentiles.
We also cluster standard errors at the firm level.

Table 1, Panel A shows sample selection with vayygiata availability based on the model
and timeframe. The sample size varies with eaalysis since we use all available observations
to maximize power. Table 1, Panel B provides imfation on the industry composition of our
sample. The biggest concentration of firm-yeaia the manufacturing industry (232 firm-
years) with retail trade (87 firm-years) and comstion (84 firm-years) as second and third,
respectively.

5. Results
We begin our analysis by calculating the meanraadian firm-level ETRSpr and current

ETRSpr by year and then graphing those amountstbedrme frame 1990 to 2013. The results
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are reported in Figure 2 for the mean and mediaREF and Figure 3 for the mean and median
current ETRSpr. The results in Figure 2 are stgland show a marked increase in both the
mean and median ETRSpr upon the adoption of thelé@d Best Practices” in 2000. In fact,
the general levels of ETRSpr appear to shift frampgre-governance reform period to the post-
governance reform period, with the level of taxideace generally being much higher in the
pre-period than in the post period. Also of natéhiat the tax reforms that went into effect in
2008 appear to have little effect on the ETRSpnis Tmplies that governance reform, at least in
the case of México, may have a stronger effecagravoidance than tax reform.

The results using the current ETRSpr are seeigur& 3 and show much less of a stark
difference between the pre- and post-governancemegberiods. In general, the trend in the
current ETRSpr for the post-governance reform gleajopears to be one with a decrease in tax
avoidance, it appears to occur with a bit of delagl is less pronounced. Although the graphs in
both figures imply that the exogenous shock to guaece via the adoption of the “Code of Best
Practices” appears to have reduced tax avoidare@ext turn to other statistical analyses to
provide additional support.

5.1 Tests of Hypothesis 1

For our next analyses we provided tests of tHemihce in means for both the ETRSpr and
the current ETRSpr. The results of this serieesifs using windows of different sizes around
the adoption of the “Code of Best Practices” atentbin Table 2 to test if there is a statistically
significant shift in tax avoidance. Specificalye use the following window size: 1-year
window centered around adoption, 2-year window @ around adoption, and a full sample
window from 1990 to 2013.

The results as seen in Table 2 provide stronga@tibgr the results shown in Figures 2 and

3. Generally, we find a strong and significanftshi tax avoidance as measured by the mean
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ETRSpr with the mean ETRSpr following the adoptdithe code being significantly more
positive than the mean ETRSpr before adoption. ditierence is significant across all windows.
Similar to Figure 3, however, we find a much lagsificant shift in the current ETRSpr with

the results only being significant over the ensaenple period and in the 5-year and 7-year
windows, (only the 7-year window is tabulated sitfee results in both windows are very
similar).

As a final test of the effect of the exogenousci&hto governance reform on tax avoidance,
we provide a multivariate analysis controlling @dher factors which may affect tax avoidance.
The results of this analysis are found in TableA3.seen there, the results provide additional
support that governance reform impacts tax avoi@sche coefficient o@overnance Reform
the exogenous shock to governance, is both sigmifiand positive. This implies that increased
governance is associated with and even leads deci¢ax avoidance.

5.2 Tests of Hypothesis 2

We next turn to more direct tests of governanaktar avoidance. While our previous
analyses have shown that the exogenous shock &rrggowce reform had a marked effect on tax
avoidance, the question of whether greater adherenthe code (and thus greater commitment
to better corporate governance) is also assocwtbddecreased tax avoidance.

We begin this analysis with a multivariate anays@milar to that found in Table 3, but
where the variable of interest@vernance Indeistead ofcovernance ReformWe provide
summary statistics and a correlation matrix fos tmalysis in Tables 4 and 5, respectively. As
seen in Table 4, Mexican firms provide a settingjrofis with considerable variation in size,
assets, and profitability. In addition, Table Bk thatGovernance Indebs positively

correlated with both ETRSpr and current ETRSpryijaliag initial support for our hypotheses.
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The results of the multivariate analysis are foumd@lable 6, Panels A and B. Due to the
need for the actu&overnance Indexhe timeframe of these tests is restricted td20®013.

As seen in both Panels A and B of Table 6, thefmeit onGovernance Indebs positive and
significant across all specifications, though tegults are somewhat attenuated when the
dependent variable is the current ETRSpr. Thisides evidence that a greater commitment
and adherence to the “Code of Best Practices” appede associated with a decrease in tax
avoidance for our sample of Mexican firms.

As governance reforms can often be sticky measunésh take some time to see the full
effect of, we also provide a lag analysis were & lagged values @overnance Indeto
determine if those values are also associatedagititemporaneous tax avoidance. The results
of this analysis can be found in Table 7, Panets)d B. As seen there, the results continue to
be strong with the association between laggedernance Indeand the current ETRSpr being
slightly weaker than for ETRSpr. All of these riéseombined provide support that governance
reform and adherence to governance reforms appehesassociated with decreased tax
avoidance.

We next turn to tests of governance reform on tasipayments, as measured by Cash
ETRSpr. Due to data limitations in Economatic&, @mount of cash taxes paid for Mexican
firms is unavailable until 2007. While in genenad expect that tax avoidance as measured
using cash tax payments will be similar to our otheasures, there is also considerable doubt.
Specifically, the results in Figure 2 imply thaetéffect of governance reform may be strongest
around the actual reform. Therefore, to the exteaitthe effect of governance reform occurred
in and around 2000, the unavailability of data @07 for cash taxes paid may hinder us

observing significant results.
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Regardless, we test the association betv@mrernance Indeand cash ETRSpr and show
the results in Table 8. As seen there, we findssbciation betweddovernance Indeand the
cash ETRSpr. We attribute this result to the tiraee which is almost entirely covered by the
tax reform in 2007 and the reduced sample sizeusecaf the shortened time frame. Regardless,
though, the results also could indicate that goarece reform works best at limiting accrual-
based tax avoidance and the presentation of th&®es ito investors on the financial statements
while having little effect on the actual amountates paid to the taxing authority.

5.3 Tests of Hypothesis 3

As our sample period contains both governancemeés well as tax reform, we next turn
to testing the incremental effect that tax reforaal lon tax avoidance in light of previous
governance reform. Similar to testing the effda@vernance reform, we begin with a test of
the difference in means using windows around tfugaan of the tax reforms in 2008. Similar
to the tests in Table 2, we use 1-, 2-, and 5-y@adows centered around 2008, as well as a full
sample window which covers the post-governancemefeeriod of 2000 to 2013.

The results in Table 9 show that the tax refor2@38 appears to have little, if any effect,
on tax avoidance. Specifically, only the currem&Spr appears to have changed between the
pre- and post-tax reform period and only over the, ionger windows. This implies that,
similar to the pre- and post-governance reformquks;i that the current ETRSpr may be slower
to respond to changes due to reforms. Interesgtitigbugh, the ETRSpr shows no change due to
tax reform.

We next test the effect of tax reform using a matiate analysis. Specifically, we use a
new variableTax Reformset equal to 1 for the year 2008 and thereadtet,zero otherwise. As
the use of5overnance Reformm this regression would completely subsuhag Reformwe are

limited to only includingGovernance Indekere. Thus, the interaction betwé&eax Reformand
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Governance Indeghows the additional effect th@bvernance Indekas on tax avoidance
during the post-tax reform period.

The results of this test are shown in Table 18.séen ther&;overnance Indegontinues
to be significantly and positively associated widtreased tax avoidance as the coefficient is
significant at the 1 percent level and positiveoasrall specifications. The effecttdx Reform
however, appears to be weaker as it is significanhly three of the five specifications and then
only at either the 10 percent or 5 percent lev€§particular note, however, is the statistically
strong and negative coefficient on the interactesm betwee ax ReformandGovernance
Index This negative coefficient implies that, rathieart acting as complements to each other,
tax reform and governance may actually act as gutest and that the joint effect of both is
diminished compared to their separate effects.
5.4 Additional Tests on Value Implications of Tax Aoidance

As a final test, we examine the value implicatiohtax avoidance. While we have shown
that both exogenous governance reform and incresifeelence to that reform reduce tax
avoidance, the effect that this has on firm vakreains understudied. For this test we use
changes in Tobin’s Q, where Tobin’s Q is calculasdhe ratio of the book value of
shareholders’ equity to the market value of eqaitgl is a proxy for value. Using this measure
as the dependent variable, we perform multivaregeessions which include ETRSpr, Size, Lev,
SalesGrowth, and RoA as independent variablese &id Lev are defined above, while Sales
Growth is measured as the change in sales frompreéhaous year to the current year, and RoA is
measured as pre-tax income scaled by lagged sdatsa

The results of this test are seen in Table 11.dWee the sample period into 5 different
periods to determine in what situations ETRSprasaror less associated with value. As seen in

Table 11, we find that increased tax avoidance ag® be positively associated with value
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during the post-governance reform period. Thisliesphat increased governance may help the
market to view tax avoidance as adding value.
6. Conclusion

Evidence in prior research is mixed on whethendiwith stronger corporate governance
are less likely to engage in tax avoidance. DasdiDharmapala (2006) show that firms with
high-powered equity incentives are less likelyngage in tax avoidance. Armstrong et al.
(2015) only find evidence in the extreme ends efdlstribution, while Seidman and Stomberg
(2011) attribute this relation to the tax beneabitstock-based compensation. Using a unique
research setting, we explore the implications afegpance and tax reform on tax avoidance. In
2000, Mexico initiated governance reform in an gfto improve transparency and attract
foreign capital. We collect detailed governancepbance data along with financial statement
and stock market data to explore the effects afgbvernance reform on tax avoidance.

We show that there is a large increase in the®fetax rate after governance reform was
initiated in 2000. In multivariate tests, we shihat these results hold for effective rates and
current effective rates (albeit somewhat weakeegdBise there is cross-sectional variation in
compliance with the governance code, we next egphMdrether tax avoidance is mitigated for
firms with better governance. Our findings shomsg and robust evidence that firms with
better corporate governance exhibit less tax avaiel®doth in effective tax rates and current
effective tax rates. In a reduced sample, we ddind evidence that this extends to cash
effective tax rates.

Our unique research setting allows for strongfarences of the role of governance on tax
avoidance because of the dramatic changes obsergedernance quality over the sample
period compared with the relatively stable goveoeaquality of U.S. firms, which have been the

focus of similar research. In addition, extanesesh almost exclusively uses governance
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measures based on equity incentives, which is sesuh many governance mechanisms. Our
measure of governance is a much broader measurs thanimally affected by equity
incentives. Overall, we document that governaebéarm and better firm-level corporate

governance both lead to lower levels of tax avoigan
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APPENDIX A

Variable Definitions

Variable

ETRSpr

Current ETRSpr

Cash ETRSpr

Governance Reform

Governance Index

Definition

Effective tax rate spread, calculated as a firnffedfive Tax RateETR minus the Corporate Statutory Tax Rate
(CSTR. ETRequals the Total Income Tax Expense scaled byrBxdncome.ETRIis limited to range between 0
and 1, following a common adjustment in the pritrature.

Current effective tax rate spread, calculated ailnrent Effective Tax Rat€qrrent ETR less the Corporate
Statutory Tax RateQSTR. Current ETRequals the Current Income Tax Expense scaled dxf &
Income. Current ETRis limited to range between 0 and 1.

Cash effective tax rate spread, calculated asre fi€ash Effective Tax Rat€4sh ETRIess the Corporate
Statutory Tax RatedQSTR. Cash ETRs Cash Income Taxes Paid scaled by Pre-Tax Inc&ash ETRs
limited to range between 0 and 1.

A binary variable equal to 1 for years 2000 andeéater, zero otherwise.

Measures each firm’s strength in governance basdte extent of compliance with key provisionshef Code of
best governance governance practices. It is eaknias the sum of the following subset of quest{onded as
indicator variables) selected ex ante as impottagbvernance, with higher values indicating bajterernance:

Do independent directors comprise at least 25%eabbard of directors?

Do independent and non-manager shareholders camgirieast 60% of the board of directors?

Does each subcommittee have between 3 and 7 meémbers

Does each independent director participate in asuimittee, including the compensation, auditingl an
finance committees?

Is the audit committee chairman independent antifigab(experienced in accounting and finance)?
Does the auditor issuing the opinion rotate attleasry five years (six years pre 2006)?

7. s the person who signs the audit opinion diffefemin the person acting as commisary (providing an
independent review of financial statements andarate practices)?

pPwnNPE

o o



Lag Governance Index

PPE

Intang

Size

Lev
PriorLoss
ChgCash
MVE

BE
SaleGrowth
RoA

Tobin's Q

The lagged value dbovernance Indexmeasured in the prior year.

Property, Plant, and Equipment scaled by lagged| Fssets

Intangibles scaled by lagged Total Assets.

Natural logarithm of 1 plus Total Assets.

Long-term Debt plus Current Debt scaled by laggethlTAssets.

A binary variable equal to 1 if Pre-tax Incomedsd than zero in both of the two prior years, ntherwise.
Contemporaneous Cash less lagged Cash scaleddedi&ash.

Natural logarithm of 1 plus the Market Value of Egu

Natural logarithm of 1 plus the Book Value of Shanieers' Equity.

Contemporaneous Total Sales less lagged Totad Saedded by lagged Total Assets.

Pre-Tax Income scaled by lagged Total Assets.

Contemporaneous Tobin's Q less lagged Tobin'sh@renTobin's Q is calculated as the Book Value of
Shareholders' Equity scaled by the Market ValuEapfity.

Data sources: Financials and price data is gadifesen Economatica and Datastream; governanceveigahand-collected from each firm’'s annual repolinsitted to
capital market regulators, which account the extéebmpliance with the governance provisions i @ode of Best Governance Practices; ownershipodates
from each firm’s annual report when available, asvwand-collected from each firm's Corporate ChngAeta Constitutiva).
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financial rep—gr—ting.
Adherence to this code is
voluntary, however, firms
are required to report their
level of compliance with

each provision in the code.

compliance to each
provision in the code
via a standard
questionnaire filed
annually to Mexican
the Exchange
Commission.

e sice va w & aus e vasuity va e

and 15 directors; (3) dissemination of financial information).

establishment of board financial information to Provides more rights

audit committees investors—e.g., it to minority investors

presided by requites firms to disclose allowing them to

independent directors. relevant and material nominate at least 10
events. percent of the board of

directors.

The timeline is constructed using the following sources: Codigo de Mejores Practicas Corporativas, September 1999; Diario Oficial de la Federacion, “Ley de Sociedades de Inversion”, June 4,
2001; Diario Oficial de la Federacién, “Disposiciones de Carécter General Aplicables a las Emisoras de Valores y a Otros Participantes del Mercado de Valores”, Mazch 19, 2003; Diario
Oficial de la Federacion “Nueva Ley del Mercado de Valores (NLMV) ", December 30, 2005. Diario Oficial de 1a Federacion, “Ley del Impuesto Empresarial a Tasa Unica”, “Ley de Impuestos
a los Depésitos en Efectivo”, Qctober 1, 2007. Diario Oficial de la Federacion, “Ley del Impuesto Sobre la Renta”, “Ley del Impuesto Especial Sobre Producciony Servicios”, “Ley del Impuesto
al Valor Agregado”, Noyember 12, 2013.
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Figure 2: ETRSpr over Time
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This graph charts the mean and median ETRSpr diitheample over the full sample
period. Vertical reference lines are shown onytars of governance reform (2000)
and tax reform (2008.
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Figure 3: Current ETRSpr over Time
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This graph charts the mean and median ETRSpr offuthesample over the full
sample period. Vertical reference lines are showithe years of governance reform
(2000) and tax reform (2008).



Table 1. Sample Construction

Panel A: Sample Selection

Number of firm-

years
Total number of firm-years for active and delisfiechs

on Economatica for years 1990 to 2013 2,954
Less: pre-governance reform firm-years (years 1690

1999) -1,075
Less: firm-years with missing financial data -631
Less: firm-years with missing industry data -287
Less: firm-years with missing governance data -366
Total number of firm-years for most restrictive

multivariate regression model with ETR 595
Less: firm-years with missing cash taxes paid (@asa

unavailable prior to 2007) -223
Total number of firm-years for most restrictive

multivariate regression model with cash ETR 372

Panel B: Industry Composition for ETR Sample

Number of firm-

Industry years
Accommodation and Food Services 18
Administrative and Support and Waste Management and
Remediation Services 17
Agriculture, Forestry, and Fishing and Hunting 10
Arts, Entertainment, and Recreation 12
Construction 84
Finance and Insurance 9
Health Care and Social Assistance 7
Information 44
Management of Companies and Enterprises 10
Manufacturing 232
Mining 32
Professional, Scientific, and Technical Services 6
Real Estate and Rental and Leasing 4
Retail Trade 87
Transportation and Warehousing 3
Utilities 1
Wholesale Trade 19
Total 595
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Table 2: Governance Reform and Tax Avoidance

Full Sample Period One-Year Window (1999-2000) Mear Window (1998-2001) Seven-Year Window (1997320
ETRSpr ETRSpr ETRSpr ETRSpr

N Mean N Mean N Mean N Mean
Pre-Reform Period (2000) 1064 -0.143 158 -0.151 310 -0.139 958 -0.149
Post-Reform Period (2000) 1873 -0.056 154 -0.076 4 30 -0.072 1086 -0.058
Difference 0.087 0.074 0.067 0.091
t-stat 10.276 ok 2.747 ok 3.362 ok 8.842 ok
Prob (Difference < 0) 0.000 0.003 0.000 0.000

Current ETRSpr Current ETRSpr Current ETRSpr CUureEemRSpr

N Mean N Mean N Mean N Mean
Pre-Reform Period (2000) 1022 -0.186 140 -0.171 278 -0.175 916 -0.190
Post-Reform Period (2000) 1646 -0.112 136 -0.182 8 26 -0.181 980 -0.142
Difference 0.074 -0.011 -0.005 0.048
t-stat 9.009 ok -0.440 1.027 5.062 ik
Prob (Difference != 0) 0.000 0.670 0.617 0.000

This table presents tests of differences in meafrd and after the initial governance reform dd@GSignificance levels are based upon one-sidests$-and are indicated as follows:
* p<0.1, ** p<0.05, *** p<0.01.
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Table 3: Governance Reform Indicator and Tax Avoidace

Panel A: Effective Tax Rate

(1)

()

®)

ETRSpr ETRSpr ETRSpr
Governance Reform 0.109*** 0.106*** 0.143*
[0.023] [0.025] [0.074]
PPE 0.042 0.046 0.057
[0.036] [0.063] [0.064]
Intang -0.050 -0.023 -0.030
[0.044] [0.071] [0.071]
Size -0.014 -0.028 -0.025
[0.017] [0.020] [0.021]
Lev 0.050 0.083 0.076
[0.050] [0.055] [0.057]
PriorLoss -0.102*** -0.101*** -0.111%**
[0.028] [0.031] [0.032]
ChgCash -0.001 -0.001 -0.000
[0.003] [0.003] [0.003]
MVE -0.003 0.006 0.005
[0.007] [0.007] [0.008]
BE 0.026 0.029 0.025
[0.017] [0.020] [0.020]
Fixed Effects | Y
Observations 1248 961 961
Adjusted R-squared 0.077 0.119 0.137
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Table 3continued
Panel B: Current Effective Tax Rate

1) (2) (3)
ETRSpr ETRSpr ETRSpr
Governance Reform 0.076*** 0.069*** 0.059
[0.024] [0.026] [0.066]
PPE -0.020 -0.020 -0.014
[0.041] [0.054] [0.054]
Intang 0.062 0.056 0.055
[0.061] [0.090] [0.089]
Size -0.004 -0.012 -0.008
[0.017] [0.021] [0.022]
Lev -0.031 -0.003 -0.010
[0.057] [0.058] [0.060]
PriorLoss -0.117%** -0.108*** -0.113***
[0.024] [0.029] [0.030]
ChgCash -0.004* -0.001 -0.002
[0.002] [0.002] [0.002]
MVE 0.011 0.020** 0.016*
[0.008] [0.009] [0.009]
BE 0.008 0.011 0.008
[0.016] [0.020] [0.022]
Fixed Effects | Y
Observations 1248 961 961
Adjusted R-squared 0.112 0.175 0.192

This table presents OLS regression estimationgofavoidance measures and an indicator
variable for governance reform. Standard errorchugtered at the firm level and are reported
in brackets below the coefficients. Additionaligdustry and year fixed effects are included
where indicated, though the coefficients are nporied. Significance levels are based upon
two-sided t-tests and are indicated as follows<®fA, ** p<0.05, *** p<0.01.
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Table 4: Post-Governance Reform Period Descriptiv8tatistics

Variable N Mean Std Dev Q25 Q50 Q75
ETRSpr 647 -0.041 0.203 -0.165 -0.023 0.034
Current ETRSpr 647 -0.081 0.233 -0.280 -0.099 0.014
Cash ETRSpr 408  -0.095 0.237 -0.280 -0.160 0.016
Governance Index 647 0.812 0.165 0.714 0.857 0.875
PPE 647 0.385 0.233 0.187 0.410 0.560
Intang 647 0.076 0.149 0.000 0.010 0.074
Size 647 15.976 1.762 14.928 16.115 17.244
Lev 647 0.160 0.163 0.016 0.128 0.243
PriorLoss 647 0.131 0.338 0.000 0.000 0.000
ChgCash 647 0.566 2.492 -0.289 0.040 0.499
MVE 647 15.433 2.208 14.067 15.676 17.003
BE 647 15.221 1.785 14.130 15.386 16.409

This table presents descriptive statistics for ooafe tax avoidance, governance,
and all controls as included in regression analys@siable definitions follow
those as detailed in the Appendix.
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Table 5: Post-Governance Reform Correlation Matrix

1) 2) 3) 4) (5) (6) ) (8) (€)) (100 (11)
ETRSpr 1) 1
Current ETRSpr (2) 0.337 1
Governance 3) 0.131 0.139 1
PPE 4) 0.058 -0.039 0.119 1
Intang (5) -0.014  0.120 0.089 -0.179 1
Size (6) 0.185 0.241 0.193 0.028 0.226 1
Lev @) 0.068 -0.018 0.072 0.085 0.271  0.039 1
PriorLoss (8) -0.241 -0.286 -0.001 0.055 -0.125 -0.350 0.027 1
ChgCash 9) 0.124 0.257 0.170 -0.052 0.273 0.836 -0.160 -0.361 1
MVE (10) -0.003 -0.037 -0.125 -0.032 0.014 -0.098 0.039 0.030 -0.024 1
BE (11)  0.206 0.257 0.161 0.042 0.203 0.962 -0.076  -0.400 0.855 -0.081 1

This table tables presents Pearson correlatiorficiesits for variables used in primary analyseshaf relationship between the governance index ard t
avoidance. Correlations that are significant atsipeercent level are in bold.
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Table 6: Governance Index and Tax Avoidance

Panel A: Effective Tax Rate

1) (2) (3)
ETRSpr ETRSpr ETRSpr
Governance Index 0.254*** 0.256*** 0.255**
[0.079] [0.084] [0.098]
PPE 0.008 0.043 0.047
[0.032] [0.063] [0.064]
Intang -0.112** -0.122** -0.132**
[0.051] [0.058] [0.059]
Size -0.028 -0.049** -0.050**
[0.018] [0.020] [0.020]
Lev 0.135** 0.215%** 0.218***
[0.066] [0.058] [0.061]
PriorLoss -0.118*** -0.100*** -0.100***
[0.033] [0.035] [0.036]
ChgCash 0.002 0.002 0.002
[0.004] [0.004] [0.004]
MVE -0.013 0.003 0.005
[0.011] [0.010] [0.009]
BE 0.056*** 0.061*** 0.060***
[0.016] [0.020] [0.019]
Fixed Effects | Y
Observations 647 595 595
Adjusted R-squared 0.111 0.173 0.187
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Table 6 continued

Panel B: Current Effective Tax Rate

1) 2) 3)
Current ETRSpr Current ETRSpr Current ETRSpr
Governance Index 0.268*** 0.263** 0.205*
[0.096] [0.104] [0.113]
PPE -0.033 0.026 0.025
[0.051] [0.072] [0.072]
Intang 0.065 0.003 0.005
[0.106] [0.112] [0.110]
Size -0.013 -0.033 -0.032
[0.024] [0.028] [0.028]
Lev 0.003 0.107 0.116
[0.078] [0.074] [0.074]
PriorLoss -0.149%** -0.128*** -0.129%**
[0.031] [0.034] [0.036]
ChgCash -0.001 -0.000 -0.001
[0.002] [0.003] [0.003]
MVE 0.009 0.033*** 0.033***
[0.011] [0.010] [0.011]
BE 0.021 0.020 0.019
[0.024] [0.030] [0.031]
Fixed Effects I Y
Observations 647 595 595
Adjusted R-squared 0.126 0.213 0.223

This table presents OLS regression estimations aof avoidance measures and the
contemporaneous governance index. Standard emerslastered at the firm level and are
reported in brackets below the coefficients. Aiddially, industry and year fixed effects are
included where indicated, though the coefficients maot reported. Significance levels are
based upon two-sided t-tests and are indicatedllasvé: * p<0.1, ** p<0.05, *** p<0.01.



Table 7: Lag Governance Index and Tax Avoidance

Panel A: Effective Tax Rate

(1)

(2)

®3)

ETRSpr ETRSpr ETRSpr
Lag Governance Index 0.269*** 0.372%** 0.356***
[0.096] [0.093] [0.111]
PPE 0.032 -0.006 0.003
[0.043] [0.087] [0.089]
Intang -0.043 -0.030 -0.051
[0.068] [0.076] [0.074]
Size -0.020 -0.034 -0.034
[0.022] [0.030] [0.031]
Lev 0.083 0.106 0.109
[0.077] [0.078] [0.080]
PriorLoss -0.109%** -0.079* -0.086**
[0.039] [0.041] [0.042]
ChgCash 0.001 0.002 0.001
[0.003] [0.003] [0.003]
MVE -0.019* -0.005 -0.004
[0.011] [0.011] [0.011]
BE 0.046** 0.047 0.045
[0.019] [0.028] [0.028]
Fixed Effects I Y
Observations 553 512 512
Adjusted R-squared 0.083 0.148 0.163
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Table 7 continued
Panel B: Current Effective Tax Rate

1) 2) (3)
Current ETRSpr  Current ETRSpr  Current ETRSpr
Lag Governance Index 0.220* 0.279** 0.290**
[0.121] [0.124] [0.129]
PPE -0.075 -0.057 -0.053
[0.057] [0.080] [0.080]
Intang 0.048 0.026 0.025
[0.118] [0.129] [0.131]
Size -0.003 -0.007 -0.010
[0.028] [0.036] [0.037]
Lev 0.057 0.120 0.126
[0.105] [0.107] [0.108]
PriorLoss -0.159%** -0.134%** -0.135%**
[0.035] [0.038] [0.041]
ChgCash -0.001 0.001 0.001
[0.003] [0.003] [0.003]
MVE 0.018 0.036*** 0.039***
[0.012] [0.012] [0.015]
BE 0.002 -0.012 -0.013
[0.029] [0.037] [0.037]
Fixed Effects I Y
Observations 553 512 512
Adjusted R-squared 0.135 0.238 0.247

This table presents OLS regression estimationsofatvoidance measures and the lagged
governance index. Standard errors are clusterétedirm level and are reported in brackets

below the coefficients. Additionally, industry arygar fixed effects are included where

indicated, though the coefficients are not report&ignificance levels are based upon two-
sided t-tests and are indicated as follows: * p<G*1p<0.05, *** p<0.01.



Table 8: Governance Index and Cash Tax Payments

@) 2 3 4 5) (6)
Cash ETRSpr Cash ETRSpr Cash ETRSpr Cash ETRSpr &sh ETRSpr Cash ETRSpr
Governance Index 0.108 0.128 0.138
[0.233] [0.244] [0.237]
Lag Governance Index 0.066 0.058 0.020
[0.241] [0.255] [0.259]
PPE 0.008 0.064 0.119 -0.021 0.003 -0.003
[0.069] [0.145] [0.147] [0.070] [0.164] [0.167]
Intang -0.025 -0.001 0.002 -0.030 0.018 0.013
[0.106] [0.115] [0.114] [0.121] [0.140] [0.139]
Size -0.019 -0.060 -0.076 -0.025 -0.062 -0.063
[0.035] [0.048] [0.050] [0.035] [0.058] [0.060]
Lev 0.053 0.138 0.163 0.102 0.209 0.200
[0.108] [0.145] [0.145] [0.139] [0.177] [0.176]
PriorLoss -0.108** -0.109** -0.124** -0.131*** -0.140** -0.13**
[0.047] [0.054] [0.055] [0.047] [0.055] [0.059]
ChgCash -0.003 -0.003 -0.002 0.000 0.001 0.000
[0.004] [0.005] [0.004] [0.004] [0.005] [0.006]
MVE 0.011 0.026 0.034** 0.014 0.025 0.029
[0.018] [0.017] [0.017] [0.021] [0.022] [0.023]
BE 0.027 0.042 0.046 0.026 0.041 0.038
[0.029] [0.051] [0.052] [0.029] [0.056] [0.058]
Fixed Effects I Iy I Iy
Observations 408 372 372 416 381 381
Adjusted R-squared 0.056 0.109 0.169 0.056 0.118 1330.

This table presents OLS regression estimationsashi ¢cax payments and both the contemporaneousaggdd governance
index. Standard errors are clustered at the finalland are reported in brackets below the coeffits. Additionally, industry
and year fixed effects are included where indicatedugh the coefficients are not reported. Sigaifce levels are based
upon two-sided t-tests and are indicated as follows p<0.1, **  p<0.05, *** - p<0.01.
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Table 9: Tax Reform and Tax Avoidance

Full Post-Governance Reform

Period (2000 - 2013) One-Year Window (2007-2008) o-Mear Window (2006-2009) Five-Year Window (2003220
ETRSpr ETRSpr ETRSpr ETRSpr

N Mean N Mean N Mean N Mean
Pre-Reform Period (2008) 1086 -0.058 120 -0.002 245 -0.008 640 -0.040
Post-Reform Period (2008) 787 -0.053 119 -0.053 247 -0.047 646 -0.054
Difference 0.005 -0.051 -0.038 -0.014
t-stat 0.479 -1.861 -1.895 -1.124
Prob (Difference < 0) 0.316 0.968 0.971 0.869

Current ETRSpr Current ETRSpr Current ETRSpr CureerRSpr

N Mean N Mean N Mean N Mean
Pre-Reform Period (2008) 980 -0.142 109 -0.059 224 -0.068 584 -0.118
Post-Reform Period (2008) 666 -0.068 107 -0.103 218 -0.104 548 -0.072
Difference 0.074 -0.043 -0.036 0.046
t-stat 6.442 i -1.538 -1.713 3.463 i
Prob (Difference != 0) 0.000 0.937 0.956 0.000

This table presents tests of differences in meemed the tax reform of 2008. Significance levels based upon one-sided t-tests and are indicatémllaws: * p<0.1,
** p<0.05, *** p<0.01.
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Table 10: The Effect of Governance and Tax Reformsn Tax Avoidance

1) (2) 3) (4) (5)
ETRSpr ETRSpr ETRSpr ETRSpr ETRSpr
Governance Index 0.256*** 0.339*** 0.349%** 0.362***
[0.081] [0.100] [0.096] [0.112]
Tax Reform 0.022 -0.003 0.178* 0.172* 0.241*
[0.017] [0.019] [0.094] [0.089] [0.117]
Tax Reform * Governance Index -0.302* -0.323** -0.353**
[0.159] [0.152] [0.163]
PPE 0.031 0.007 0.007 0.038 0.046
[0.037] [0.033] [0.032] [0.063] [0.062]
Intang -0.043 -0.112** -0.108** -0.112* -0.125**
[0.044] [0.051] [0.051] [0.061] [0.060]
Size -0.001 -0.028 -0.027 -0.049** -0.050**
[0.017] [0.018] [0.018] [0.020] [0.020]
Lev -0.006 0.134** 0.128* 0.208*** 0.208***
[0.054] [0.066] [0.065] [0.057] [0.059]
PriorLoss -0.090*** -0.118*** -0.121%** -0.100*** -0.104***
[0.029] [0.034] [0.034] [0.036] [0.036]
ChgCash -0.001 0.002 0.002 0.002 0.002
[0.003] [0.004] [0.004] [0.004] [0.004]
MVE -0.001 -0.013 -0.014 0.004 0.004
[0.008] [0.011] [0.012] [0.009] [0.009]
BE 0.016 0.056*** 0.054*** 0.060*** 0.060***
[0.017] [0.016] [0.016] [0.020] [0.019]
Fixed Effects | Y
Observations 1248 647 647 595 595
Adjusted R-squared 0.050 0.111 0.115 0.179 0.192

This table presents OLS regression estimationsiefeffect of both governance and tax reform onawidance.
Standard errors are clustered at the firm level amdreported in brackets below the coefficientgditionally,

industry and year fixed effects are included whadécated, though the coefficients are not report&ignificance
levels are based upon two-sided t-tests and areaiedi as follows: * p<0.1, ** p<0.05, ** p<0.01
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Table 11: Tax Avoidance and Firm Value

Pre-Governance Post-Governance  Post-Governance, Pre-
Full Sample Period  Reform Period (1990 - Reform Period (2000- Tax Reform Period Post Tax-Reform
(1990 - 2013) 1999) 2013) (2000 - 2007) Period (2008 - 2013)
1) (2) (3) (4) (5)
Tobin's Q Tobin's Q Tobin's Q Tobin's Q Tobin's Q
ETRSpr -.962*** -1.062 -1.002*** -1.646** -0.005
[0.319] [0.731] [0.297] [0.715] [0.169]
Size 0.058 -0.129 0.051 0.065 0.006
[0.046] [0.143] [0.043] [0.058] [0.022]
Lev 0.513 0.496 0.756* 1.143** 0.296**
[0.386] [0.807] [0.399] [0.538] [0.146]
SaleGrowth 0.000 0.000** 0.000 -0.000** 0.000
[0.000] [0.000] [0.000] [0.000] [0.000]
ROA -2.594*** -6.818*** 0.330 -0.361 0.031
[0.703] [1.474] [0.681] [0.890] [0.486]
Observations 1896 549 1347 720 627
Adjusted R-squared 0.013 0.034 0.009 0.016 0.000

This table presents OLS regression estimationefe¢lationship between tax avoidance and firmevdu three distinct periods of time. Standard esrare
clustered at the firm level and are reported irckets below the coefficients. Significance leals based upon two-sided t-tests and are indiesdollows: *
p<0.1, ** p<0.05, *** p<0.01.
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