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ABSTRACT

Infusing stakeholder agency theory with insights from behavioral agency theory, we
describe a frame-dependent relationship between CEO stock option incentives and tax
avoidance. Our theoretical framework highlights the role of competing shareholder demands in
providing a salient reference point for a CEO contemplating the implications of tax avoidance for
their stock optien wealth. In a study of 2,573 publicly listed U.S. firms between 1993 and 2014,
we show that the implications of CEO stock option incentives are contingent on whether the
firm’s effective tax rate is anticipated to be below or above the tax rate of peer firms—an
outcome that the CEO can cast as balancing stakeholder demands. Consistent with our
theoretical reasoning, we also show that, both above and below this reference point, the
implications.ef option incentives for corporate tax avoidance are amplified by the level of
activist institutional ownership and attenuated by the CEO’s ability to unwind their bond with
shareholders through hedging. In doing so, our study offers an impetus for a broader stakeholder

approach to governance research examining CEO incentive alignment.
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INTRODUCTION

Classical ageney literature on agent opportunism arising from the separation of ownership and
control focused predominantly on contractual mechanisms that ensure CEOs (agents) make
decisionstin‘thebest interests of shareholders (principals) (e.g., Jensen and Meckling, 1976). This
focus reflectedthe assumption of shareholder primacy (see Smith, 1998) which dominated
financial economists’ thinking. Within this literature, stock options have been offered as a key
mechanism forensuring alignment between agents and the principal as options tie a portion of
CEO wealthto that of shareholders (Nyberg et al., 2010). Notwithstanding classical agency
reasoning on the utility of stock options in aligning CEO and shareholder interests, there is
growing public and academic concern that stock option incentives can have severe negative
consequences for a broad range of non-shareholder stakeholders (e.g., Martin et al., 2019;
Stiglitz, 20 0y Wowak et al., 2015).

An important challenge to the shareholder primacy perspective arises from stakeholder
theory whieh,calls for a broader analysis of managerial incentives, decision making, and goal
setting (e.gsw'Macey, 1998; Stout, 2001; 2013). Stakeholder agency theory (e.g., Hill and Jones,
1992) has sought to shift the agency literature beyond a shareholder primacy perspective that
focuses solely on CEO-shareholder interest alignment. Stakeholder agency theory advances the
argument that'the CEO has to balance the competing demands of multiple stakeholders (Barney,
2018; Hill anddones, 1992; Jones et al., 2016). While acknowledging the role of agent self-
interest, stakeholder agency scholarship has yet to develop theory on how stock options influence
CEO decision making when faced with competing stakeholder demands. In the current study, we
address this.gap.in the literature by integrating stakeholder agency theory and behavioral agency
theory to explore how CEOs make sense of their stock option incentives in the context of
corporate tax:avoidance—a decision with material implications for shareholders and other firm
stakeholders:

Highlighting the CEO’s challenge of balancing competing stakeholder demands, firms
perceived to have engaged in aggressive tax avoidance are vulnerable to negative stakeholder

reactions including IRS audits, negative media attention, and customer boycotts (Dyreng et al.,
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2016; Hoopes et al., 2012; Zimmerman, 1983). For example, Campbell and Helleloid (2016)
describe how Starbucks’ failure to pay taxes in Great Britain resulted in a major public relations
scandal. Conversely, shareholders (another stakeholder) tend to react unfavorably when their
firms are perceived to have inadequately shielded income from tax exposure, leading to forced
CEO turnover(e.g., Chyz and Gartner, 2018). Hence, CEOs have to strike a balance when
deciding how. much corporate income to shield from taxes: shielding too much could trigger
negative Teactions from non-shareholder stakeholders whereas shielding too little may raise
shareholderire:"Thus, as with most corporate decisions, the CEO faces a mixed-gamble in which
the choice to avoid taxes has the potential for both gains and losses (Bromiley, 2010; Martin,
Gomez-Mejia & Wiseman, 2013).

Addmg eomplexity to CEOs’ tax avoidance decisions is the prevalence of equity-based
compensation arrangements. Given the information asymmetry between agents and principals,
the challenge of controlling costs created by agent opportunism generally rests on compensation
mechanisms,designed to create incentive alignment. This is often done through granting stock
options thatiallew CEOs to share in the benefits from increasing firm value. Thus, CEOs are
faced with balan€ing the risks to the firm and to themselves under contractual schemes designed
to encourage.a preference for maximizing shareholder wealth through their choices, including
whether and*to what extent their firms should engage in tax avoidance. Striking variation in the
level of tax avoidance among firms (Desai and Dharmapala, 2006; Dyreng et al., 2008) coupled
with the ubiquity of stock options in CEOs’ compensation arrangements poses an important
question: underwhat conditions would option incentives encourage or temper the CEO’s pursuit
of tax avoidanee? To address this question, we infuse stakeholder agency theory with a
behavioral perspective emphasizing the frame-dependent nature of agent decision making
(Wiseman and Gomez-Mejia, 1998). Behavioral agency recognizes systematic departures from
the assumptions.underlying classical agency theory and has proven useful in exploring the
behavioral consequences of CEO stock options (e.g., Devers et al., 2007).

We reason that the implications of CEO stock option incentives for tax avoidance are
likely to be dependent on whether the CEO anticipates that the firm’s corporate tax rate will be
above or below that of peer firms (a rate of tax that can be justified as balancing competing
stakeholder demands). Given that the firm’s relative tax rate impacts the value of a CEO’s stock

options, we expect CEOs to engage in further tax avoidance when they anticipate that their
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firm’s effective corporate tax rate will be higher than that of peer firms (a loss context).
Conversely, they are less likely to engage in tax avoidance when they anticipate the firm’s
effective tax rate will be below that of peers (a gain context).

We further reason that the implications of CEO stock options for tax avoidance increase
with institutional ownership—due to greater option risk bearing—and decrease with the CEO’s
ability to hedge their option wealth. Here again, we posit that considerations of personal wealth
influencé"CEO"decisions consistent with behavioral views of incentive alignment. That is
perceived riskto"wealth is likely to influence choices that can materially impact the value of that
wealth.

Our study. makes several important theoretical contributions. First, we advance the
stakeholder agency literature by describing how CEOs make sense of their personal incentives in
light of competing stakeholder interests. We show that in addition to affecting shareholders,
CEO decisions have consequences that go beyond shareholders and transactional parties to affect
society in general. We challenge the expectation that stock options lead to CEOs uniformly
making decisions that favor shareholder interests over societal stakeholder interests (Hill and
Jones, 1992): Instead, we describe a more complete—frame-dependent—relationship between
CEO stockeption incentives and social welfare, where CEO efforts to preserve wealth can lead
to decisionsrthat benefit shareholders or enhance social welfare.

Second, we extend behavioral agency by illuminating the role of firm-level reference
points in CEO decision framing. To date, the behavioral agency literature on CEO stock options
has assumed'that,personal wealth provides the salient reference point when CEOs frame strategic
risk decisions==leading to a predicted monotonic negative relationship between CEO option
wealth and risk taking (Devers et al., 2008; Larraza-Kintana et al., 2007; Martin et al., 2013).
Drawing on. a stakeholder agency perspective, we offer an augmented behavioral framework
acknowledging the role of firm-level framing in CEO decision making under uncertainty. This
important refinement provides a possible explanation for mixed prior evidence on the behavioral
consequences©f CEO stock option wealth where the concept of a firm-level reference point has
been largely‘overlooked (e.g., Devers et al., 2008; Larraza-Kintana et al., 2007).

Third, we establish boundary conditions for CEO tax avoidance choices in response to
option incentives. Specifically, we extend prior research by demonstrating that CEO decisions to

address the concerns of important stakeholders through increasing or decreasing tax avoidance
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are largely nullified when: (1) activist institutional ownership is higher and (2) CEOs can hedge
their exposure to the firm’s share price. Collectively, our exploration of boundary conditions
highlights important contrasts in the effects of governance variables from a stakeholder agency
perspective,

THEORY AND HYPOTHESES DEVELOPMENT

Our theoretical framework integrates stakeholder agency theory and behavioral agency
theory. Thus; our literature review first explores agency theory and details the contrasts with
stakeholder‘agency theory, before explaining how behavioral agency was derived from classical
agency theory. To provide a summary of the differences in the assumptions and focus in agency,
behavioral ageney, and stakeholder agency theories, we refer the reader to Table I.

[INSERT TABLE I ABOUT HERE]
Agency Theory and Stakeholder Agency Theory

An agency problem is created when ownership and management are separated, meaning
that an oppoOrtunistic manager can exploit the fact that owners find it difficult and costly to
monitor managetial behaviors and choices (Eisenhardt, 1989). This approach to the agency
problem focuses‘on minimizing costs to shareholders or owners. However, analyzing the
consequenees, of CEO decision making for the shareholder to the exclusion of other stakeholders
overlooks(1)the normative (moral) claims of stakeholders (Carroll, 1989); (2) the residual
claims that multiple stakeholders have over the firm (Barney, 2018) and (3) an increasing
prescience with regard to instrumental stakeholder theory’s insight that the nurturing of
relationshipsg'with multiple stakeholders can provide a competitive advantage (Donaldson and
Preston, 1995sd6nes, 1995). Hence, agency theory has been gradually extended and adapted to
consider the possibility that the agent’s (CEO’s) opportunism can have consequences for
stakeholders other than the shareholder (Werder, 2011; Wowak et al., 2015; Martin et al., in
press).

A stakehelder approach to agency problems and the consequences of CEO opportunism
has pushed gevernance research beyond focusing on agency costs solely due to divergence of
interests between CEO and shareholders (Hambrick et al., 2008; Hill and Jones, 1992; Werder,
2011). Stakeholder agency theory recognizes that other stakeholders may also have claims
against the firm and that management acts as the de facto agent for their claims. Thus,

stakeholder agency stipulates that the managerial agent enters into an implicit contract with all
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other stakeholders (Hill and Jones, 1992). While a stakeholder agency approach does not assume
that the non-shareholder stakeholder is a “principal” of the firm, “nevertheless, there is a parallel
between the general class of stakeholder-agent relationships and the principal-agent relationships
articulated by agency theory” (Hill and Jones, 1992: 134). As noted in Table I, the assumption of
CEO self-interest is maintained, yet the contractual focus shifts from principal-agent to
stakeholder-agent.

Adopting the principles of stakeholder theory, the firm can be viewed as a nexus of
incomplete‘contracts between the CEO (managerial agent) and multiple stakeholders (Werder,
2011). Thelassumptions of agent opportunism and self-interest remain, but stakeholder agency
examines interest divergence between the CEO and any firm stakeholder, defined as “any group
who can affeet or is affected by the achievement of organizational objectives” (Freeman, 1984:
46). Stakeholders; such as employees, customers, suppliers, or society clearly meet this
definition. Despite that they are not meeting a definition of “principal” according to agency
theory, stakeholder agency invites the analysis of interest divergence between the CEO and the
non-sharehglderstakeholder and how opportunism could negatively affect the stakeholder (Hill
and Jones, 1992). This provides an appealing theoretical framework for exploring the
consequenees, of CEO decision making for social welfare, which has been conspicuously absent
from governance research confined by the restrictive approach of classical agency theory.

Shareholders are impacted by tax avoidance both as firm owners and as members of
society. However, as owners of the firm, shareholders are likely to focus on the implications of
tax avoidane€ for their financial stake in the firm. While tax avoidance has an immediate and
direct effect'onsthe cash balance available for distribution to shareholders, its effect on the
shareholders through reduced public services and public infrastructure is more indirect, diffused,
and delayed (Belz et al., 2017). Moreover, shareholder behaviors and decision making are more
likely to be,affected and influenced by events that are immediately apparent (such as the
dividend they.receive in the next quarter or year), available, or memorable (Benartzi and Thaler,
1995; Tversky'and Kahneman, 1973). Hence, while being both firm owners and members of
society, it 15‘the former that shareholders are most likely to focus on in their assessments of
firms' tax avoidance policies.

Behavioral Agency and Prospect Theory

Behavioral agency research integrates classical agency theory with behavioral decision
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theory to enhance the conception of agent risk preferences and the behavioral consequences of
stock options (please see Table I for a depiction of differences between behavioral agency theory
and classical agency theory). A goal of behavioral agency research is to advance agency-
theoretical understanding of how CEOs make sense of the risk inherent in their compensation
prior to making,decisions (i.e. ex ante sense-making). Said differently, behavioral decision
research focuseson understanding ex ante sense-making and cognition with regard to the risk
inherent to afocal decision. This approach to understanding risk taking distinguishes behavioral
agency reseéarch from empirical studies in accounting and finance exploring the effect of firm
behaviors and CEO decisions on ex post indicators of firm risk such as earnings volatility and
stock returnwolatility.

Behavioral agency replaced classical agency theory’s assumption of agent risk aversion
with that of loss aversion. Loss aversion derives from prospect theory and suggests that
individuals are more affected by losses than gains of equivalent value—with potential losses and
gains from taking risk being gauged relative to the anticipated outcome in the absence of risk
taking (Kahneman and Tversky, 1979). Loss aversion is reflected in individuals, on average,
requiring prospective gains to be twice as much as losses in order to accept a gamble with equal
probabilities.for gain and loss (Tversky and Kahneman, 1992). As individuals have subjectively
determinedsréference levels of attainment, potential outcomes are perceived as losses or gains
depending on whether they deviate negatively or positively from their reference point. An
individual anticipating that they will achieve their reference level in the absence of risk frames
the decisions/@s aigain domain and loss aversion suggests they will seek to avoid losses by
eschewing alternatives that threaten the prospective gain. Conversely, an individual anticipating
that they will not achieve their reference level in the absence of risk frames the decision as
recovering a loss;loss aversion suggests they will embrace risk-laden alternatives that may
reverse the prospective loss.

The intrinsic value of executive stock options is typically close to zero when granted (as
options give.the right to buy stock at the price on the grant date). This changes when the stock
price increases,,as stock options accumulate value. To the extent that the accumulated value of
stock options—option wealth—is included by CEOs in assessments of their current wealth (that
is, the wealth is endowed), option wealth creates risk bearing for CEOs (Wiseman and Goémez-

Mejia, 1998). CEOs are likely to make sense of the risk to their option wealth by considering the
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risks to firm performance, given firm performance is positively correlated with the value of their
option wealth (Eisenhardt, 1989; Jensen and Meckling, 1976). The CEO’s perception that their
option wealth correlates with firm performance is reflected by research demonstrating that CEOs
attempt to mitigate risk to option wealth through manipulating reported earnings (Zhang et al.,
2008). Hencegthe consequences of option risk bearing for risk behavior are contingent on firm
performance., When firm performance is above the salient reference point, the CEO is likely to
refrain from risk'taking—to protect their option wealth; conversely, when firm performance is
below, or anti€¢ipated to fall below, the salient reference point, CEOs are likely to engage in
further risk'taking—in an attempt to minimize losses to their option wealth (Wiseman and
Goémez-Mejia,4998).

Tax Avoidance

Corporateitax avoidance is commonly defined as actions that reduce a firm’s taxes
relative to its pre-tax accounting income (Christensen et al., 2015; Dyreng et al., 2010). Firms
can quickly change their tax-related positions (Kim et al., 2019; Kubick and Lockhart, 2016).
This changeean'be implemented through a range of mechanisms such as the use of accelerated
depreciation; financial derivatives, hybrid financial instruments, and deferral of residual tax on
foreign inceme (e.g., Belz et al., 2017; Donohoe, 2015; Johannesen, 2014). There is a striking
variation among U.S. firms in the extent to which they engage in tax avoidance. A substantial
share of profitable U.S. corporations pays little tax, making some observers view tax avoidance
as the most'severe compliance issue in the U.S. tax system (Desai and Dharmapala, 2006);
conversely, approximately one-fourth of U.S. firms engage in little tax avoidance (Dyreng et al.,
2008). Said differently, the tax planning strategies firms adopt can be viewed as a continuum
(Hanlon and Heitzman, 2010).

Prior research provides strong evidence that, when successful, tax avoidance can have a
material impact.on firms’ bottom line. For example, Mills et al. (1998 ) report that $1 of
investment in.tax planning can generate up to $4 reduction in firms’ tax liability. Prior literature
also demonstrates that, when unsuccessful, tax avoidance has a material negative impact on
firms’ bottomrline and is viewed by executives, ex ante, as a risky decision (Armstrong et al.,
2015; Christensen 2015; Dunbar et al., 2007; Graham et al., 2014). For example, as Christensen
(2015) notes, IRS levies from audit adjustments and penalties against corporations amounted to

over $28.9 billion in 2008 (IRS, 2008). This assessment of costs does not include interest and
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back taxes which commonly approach the amount paid in fines (Wilson, 2009). Corporate tax
avoidance can also have negative reputational consequences for the firm in its relationships with
external stakeholders (Hoi et al., 2013). When external stakeholders are negatively impacted by
firm policy, it can lead to an erosion of the reputational capital that good corporate citizenship
provides (Hanlon and Slemrod, 2009). Hence, in addition to fines and legal fees, aggressive tax
avoidance may lead to substantial costs due to reputational damage to the firm (Armstrong et al.,
2015). In"a'survey of tax executives, Graham et al., (2014) found that various risks— i.e.,
reputational, T€gal, and financial—accounted for four of the top five reasons for firms not
undertaking a tax'avoidance initiative.!

Below,we integrate stakeholder and behavioral agency reasoning to advance the
argument that CEO option wealth is (1) negatively related to tax avoidance when the firm’s tax
rate is anticipatedito be lower than that of peer firms (a gain domain); and (2) positively related
to tax avoidance when the firm’s tax rate is anticipated to be higher than that of peer firms (a loss
domain).

Tax Avoidance'and CEO Stock Option Wealth

Although'CEOs are typically not tax experts, they impact their firm’s tax strategy by
setting the*‘tone at the top” (Dyreng et al., 2010). In determining the firm’s tax policy the CEO
faces competing demands from multiple stakeholders (shareholder and non-shareholder).
Complicating the CEO’s calculus further, there is likely to also be heterogeneity of preferences
or demands within each of these stakeholder groups (Doellman et al., 2016; Hillenbrand et al.,
2019). Stakeholder agency theory suggests that when faced with competing stakeholder
demands, thes€EO will focus on an outcome that can be readily cast as balancing shareholder
interests (elg., Hill and Jones, 1992; Mitchell et al., 2016). Prior studies suggest that when CEOs
frame their corporate tax strategy, they pay close attention to the tax choices of—and thus the
rate of tax likely.to be paid by—peer firms (Armstrong et al., 2019; Bird et al., 2018; Chyz and
Gaertner, 2018;.Cook et al., 2017; Kubick and Lockhart, 2016). Firms that “stand out” among
their peers instérms of the aggressiveness of their tax planning are more likely to be audited by
tax authorities er face legislative and regulatory scrutiny (Armstrong et al., 2019; Heitzman and
Ogneva, 2018). On the other hand, a tax rate above that of peer firms gives rise to shareholder
disquiet (Hanlon and Slemrod, 2009). Kubick and Lockhart (2016), for example, find that

external labor market incentives motivate CEOs to adopt more aggressive tax strategies than peer
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firms. Cook et al. (2017) show that firms with a higher effective tax rate than similar firms incur
a higher cost of capital. Bird et al. (2018) show that CEOs have strong motivations to assess their
firm’s anticipated tax liability with reference to the likely tax liability of peer firms as they are
more likely, to be terminated when their firm has a higher tax rate than peers. A report by PWC
cited by Bird.et,al. (2018, p 99), notes that top management “must be prepared to explain and
justify their eompany’s effective tax rate (ETR). As such, they must understand the spread of
ETRs of firms‘in‘their industry, identify the drivers for the rate, and be able to assess their
position againstthe ETR trends of their peer group.’” Similar anecdotal evidence of top
management’s focus on the tax planning activities of peer firms has been reported in other
studies (e.g4Chyz and Gaertner, 2018; Crocker and Slemrod, 2005).2

Taking the anticipated tax rate of peer firms as a salient reference point when the CEO
frames tax avoidance decisions, we argue that CEO stock option wealth is positively related to
tax avoidance when the firm’s tax rate is anticipated to be above that of peer firms and
negatively related to tax avoidance when the firm’s tax rate is anticipated to be below that of
peers. We outling our logic below.

The firm’s effective tax rate is anticipated to be lower than that of peer firms. In this
setting, thesfitm will pay less tax than the CEO can readily justify as balancing competing
stakeholderdemands. When an individual anticipates that they will achieve the salient reference
point (or goal) without further risk taking—a gain domain—individuals shun further risk taking
(Kahneman and Tversky, 1979). Consistent with this, when firms are anticipated to exceed their
reference point,‘executives tend to avoid risky initiatives (Fiegenbaum and Thomas, 1988;
Greve, 1998)uln’our setting, there are strong motivations for CEOs to pursue less aggressive tax
planning when anticipating that their firm will pay a lower rate of tax than peers—given the
consequences of non-shareholder stakeholder disquiet and the aforementioned associated firm-
level and CEO.penalties (e.g., Armstrong et al., 2019; Dyreng et al., 2016; Hoopes et al. 2012;
Zimmerman,.1983). In particular, CEOs are likely to be mindful of the negative stakeholder
reactions—IRS audits, negative media attention and customer boycotts associated with
aggressive tax avoidance (Dyreng et al., 2016; Hoopes et al., 2012; Zimmerman, 1983).

As discussed earlier, behavioral agency predicts that CEO option risk bearing increases
CEO loss aversion—that is, the CEO becomes more sensitive to downside risk (Wiseman and

Goémez-Mejia, 1998). Applied to our setting, the intensity of the CEO’s risk aversion in a gain
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domain will be proportionate to the option wealth they would lose (risk bearing) if tax avoidance
results in the aforementioned fines and reputational harm. This line of reasoning suggests that
when a firm’s effective tax rate is anticipated to be lower than that of peer firms, there will be a
negative relationship between the CEO’s option wealth and tax avoidance.

The firm’s effective tax rate is anticipated to be higher than that of peer firms. Faced
with the possibility of failing to meet the salient reference point in the absence of further risk
taking—a 16ss"domain—individuals are willing to take risky initiatives in an attempt to achieve
their goal (Kahn€man and Tversky, 1979). Consistent with this logic, when firms are anticipated
to fall below their reference point, executives tend to take more risk (Fiegenbaum and Thomas,
1988; Grevey 1998). In our setting, there are strong motivations for CEOs to pursue more
aggressive tax planning when anticipating that their firm will pay a higher rate of tax than
peers—given the aforementioned shareholder disquiet with failure to reduce the firm’s effective
tax rate to the reference level (Chyz and Gaertner, 2018; Graham et al., 2014; Hanlon and
Slemrod, 2009). This suggests that when the firm’s anticipated effective tax rate is above that of
firm peers, the'CEO is likely to frame tax avoidance decisions as an opportunity to mitigate firm
losses. Similarto our logic used in the gain domain, we suggest that this tendency to take more
risk in a loss.domain will increase with CEO option wealth. This is because the CEO’s
motivation#6 avoid loss is proportionate to the personal wealth they have tied to firm
performance (Wiseman and Gomez-Mejia, 1998). According to the above logic, we argue there
will be a positive relationship between CEO option wealth and tax avoidance when a firm’s
effective tax/fateyis anticipated to be higher than that of peer firms.

In sumgour logic suggests that (1) when the firm’s effective tax rate is anticipated to be
below the reference point, CEO option wealth will be negatively related to tax avoidance, and (2)
when the fitm’s effective tax rate is anticipated to be above the reference point, CEO option
wealth will be positively related to tax avoidance. Hence, we predict:

Hypothesis la:.« CEO option wealth is negatively related to tax avoidance when the firm’s
effective tax rate is anticipated to be below the tax rate of peer firms.
Hypothesis Tb:, CEO option wealth is positively related to tax avoidance when the firm’s
effective tax rate is anticipated to be above the tax rate of peer firms.
Boundary Conditions

Our core argument is that the impact of CEO risk bearing—arising from the stock option
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wealth—on tax avoidance is contingent on whether the decision to engage in tax avoidance is
framed as an opportunity to realize further gains or an opportunity to mitigate losses. This gives
rise to a predicted negative (positive) relationship between CEO option wealth and tax avoidance
when the firm’s tax rate is anticipated to be below (above) the tax rate of peer firms. To further
explore the mechanisms underpinning the relationship between CEO option wealth and tax
avoidance, we explore two governance variables that influence CEOs’ risk bearing.

Aetivistinstitutional ownership. Management scholars have highlighted the impact of
institutional 1vestors on executive decision making and firm outcomes (e.g., Connelly et al.,
2010; Connelly et al., 2016; Goranova et al., 2010; Hoskisson et al., 2002; Shi et al., 2017). In
contrast to retailinvestors, who typically hold very small stakes in a firm, institutional investors
have both the'metivation and the ability (through their concentrated ownership stake in a firm) to
monitor and influence executive conduct (Shleifer and Vishny, 1986). The management
literature on institutional ownership and executive conduct emphasizes the distinction between
passive and activist institutional investors (e.g., Connelly et al., 2010). Passive institutional
investors holdstock in a firm based on an index-type trading strategy. Consequently, passive
institutional‘investors play little or no role in holding executives to account (Connelly et al.,
2010). Activast institutional investors—e.g., pension and hedge funds—buy and/or sell stock in
specific fiem§ based on their assessment of firms’ performance and/or future prospects. As they
are gene