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We examine the impact of analyst coverage on corporate tax aggressiveness. To address endogeneity con-
cerns, we perform a difference-in-differences analysis using a setting which causes exogenous decreases
in analyst coverage. Our tests identify a negative causal effect of analyst coverage on tax aggressiveness,
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1. Introduction

Despite substantial research on the determinants of tax aggres-
siveness over the past decade (e.g., Hanlon and Heitzman, 2010), it
remains unclear whether financial analysts, as key information in-
termediaries in capital markets, constrain or encourage corporate
tax aggressiveness.! Graham et al. (2014) in a recent influential
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1 Following prior literature (e.g., Frank et al., 2009), we define tax aggressiveness
as the downward manipulation of taxable income through aggressive tax planning
which may or may not be considered illegal. At the aggressive end of tax avoid-
ance practices, tax aggressive activities involve significant uncertainty and risks in-
cluding information risk, audit risk, and reputation risk (e.g., Hanlon and Slemrod,
2009; Kim et al.,, 2011; Hasan et al., 2014). Because firms engaging in tax aggressive
activities tend to have lower shareholder value, focusing on tax aggressiveness al-
lows our study to draw a relatively clean inference about the role analysts may play.
We use the terms “tax aggressiveness,” “aggressive tax avoidance,” “tax aggressive
strategies,” and “tax aggressive activities” interchangeably throughout the paper.
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survey suggests that analysts are likely to serve a dual role. Yet
they do not examine the overall effect of analyst coverage on ag-
gressive tax avoidance nor the channels through which these ef-
fects occur. Meanwhile, recent studies suggest that analysts have a
significant impact on various corporate decisions (e.g., Derrien and
Kecskes, 2013; He and Tian, 2013). Motivated by these two strands
of literature, our study aims to examine the overall impact of ana-
lysts on corporate tax aggressive activities as well as the channels
through which analysts affect such activities.

Prior literature suggests three competing views regarding the
effect of analyst coverage on tax aggressiveness. We label our first
view as the “investor recognition view.” It focuses on the role of
financial analysts in enhancing investor recognition for firms’ stocks
(e.g., Mola et al.,, 2013; Li and You, 2015). According to this view,
higher analyst coverage increases a stock’s visibility, and as such, it
is also likely to increase public awareness of the underlying firm'’s
practices such as aggressive tax strategies. Thus, to the extent that
public dissemination of such activities brings about various non-
tax related costs such as the loss of reputation (e.g., Hanlon and
Slemrod, 2009), higher analyst coverage reduces returns to tax ag-
gressive activities and thus dampens firms’ incentives to engage in
these activities.

We label our second view as the “information demand view.”
It posits that aggressive tax strategies not only are complex and
opaque in nature (e.g., Balakrishnan et al., 2013), but also entail
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high uncertainty and volatility (e.g., Hanlon et al., 2014; Saavedra,
2014). This increases information asymmetry between firms and
outsiders such as financial analysts over tax-related transactions,
which in turn is likely to result in undervaluation of the stock (e.g.,
Krishnaswami and Subramaniam, 1999). To the extent that higher
analyst coverage increases the likelihood that analysts as a group
seek guidance from the firm’s management and express concerns
about the difficulty in assimilating such information, management
is more likely to cater to analysts’ information demand for pre-
dictable earnings by limiting tax aggressive activities.

We label our third view as the “market pressure view.” It
treats tax aggressiveness as a behavior driven by external mar-
ket pressures to avoid earnings disappointments. Graham et al.’s
(2014) survey shows that the majority of public firms say that in-
creasing reported earnings is an important outcome from tax plan-
ning strategies. As prior literature also suggests, analysts put pres-
sure on management to manage earnings in order to meet earn-
ings targets (e.g., He and Tian, 2013; Irani and Oesch, 2016). To the
extent that higher analyst coverage spreads bad news (e.g., earn-
ings disappointments) more quickly and thus imposes greater pres-
sure on management, firms with higher analyst coverage are more
likely to avoid taxes aggressively. Thus, in contrast to the previous
two views, this pressure view predicts a positive relationship be-
tween analyst coverage and tax aggressive activities.

Any empirical examination of the relationship between firm-
level measures of analyst coverage and tax aggressiveness is com-
plicated by endogeneity bias. To address this issue, we follow
Hong and Kacperczyk (2010) and rely on brokerage house merg-
ers which, due to laying off redundant analysts, led to an exoge-
nous decrease in affected firms’ analyst coverage.> Following prior
literature (e.g., Wilson 2009; Frank et al. 2009), we adopt two
measures of tax aggressiveness: the tax shelter prediction score
and the discretionary permanent component of book-tax differ-
ences. We perform difference-in-differences analyses, comparing
the changes in tax reporting behavior of treatment firms to those
of propensity-score matched firms. Our results suggest a negative
causal effect of analyst coverage on tax aggressiveness, which sup-
ports the predictions of the investor recognition and information
demand views but does not support the market pressure view. Our
results are also economically meaningful. For example, the shel-
ter prediction scores of treatment firms are about 0.142 (approxi-
mately 9.7% of the median Shelter) higher in the post-merger pe-
riod than in the pre-merger period, after controlling for the con-
temporaneous change in match firms.

We further perform a variety of tests on the cross-sectional
variation in the effect of analyst coverage. If the investor recogni-
tion view holds, the constraining effect of analyst coverage should
vary with the level of firm visibility. Consistent with this view,
we find that the negative causal relationship between analyst cov-
erage and tax aggressiveness is more pronounced for firms with
lower visibility. As the information demand view suggests, ana-
lysts’ information demand could encourage management to limit
complex transactions such as tax aggressive activities. To the ex-
tent that analysts’ information demand increases with corporate
opacity, this view suggests that the constraining effect is likely to
be more salient for opaque firms than for transparent firms. Con-
sistent with this view, we find that the negative causal relation-
ship between analyst coverage and tax aggressiveness is more pro-
nounced in opaque firms.

In addition, one may argue that financial analysts play a tra-
ditional monitoring role. If higher analyst coverage constrains tax
aggressiveness through the monitoring channel, the constraining

2 As a supplemental test, we also use Yu's (2008) instrumental variable two-stage
least squares approach to address endogeneity bias and find consistent results.

effect is likely to vary with the strength of corporate governance.
However, we do not find significant differences in this constrain-
ing effect between well governed and poorly governed firms. Fi-
nally, although our baseline findings do not support the pressure
effect, it is still possible that the pressure effect of analyst coverage
holds for a subset of firms facing excessive market pressure from
analysts. We further split our sample by the level of market pres-
sure, but our empirical evidence is not supportive of the market
pressure view. In sum, our subsample test results are more con-
sistent with investor recognition and information demand serving
as plausible channels through which higher analyst coverage con-
strains tax aggressiveness.

Our paper makes several contributions to the prior literature.
First, it contributes to the emerging literature on the effect of cap-
ital markets on corporate tax avoidance.> Focusing on the mon-
itoring role of capital markets, prior literature generally inves-
tigates how capital market participants such as institutional in-
vestors affect tax avoidance (e.g., Cheng et al., 2012; Khurana and
Moser 2013). Unlike these studies, we focus on financial analysts,
an important intermediary in capital markets. We are the first to
find evidence that higher analyst coverage constrains tax aggres-
sive strategies. Additionally, we find that the constraining effect
is achieved through two non-monitoring channels: one is the in-
creased visibility of such activities, and the other is the heightened
demand for transparent and predictable information.

Our study also contributes to the literature investigating the ef-
fects of analyst coverage on real corporate activities. Derrien and
Kecskes (2013) and Chen et al. (2015) focus on the governance role
of financial analysts in affecting corporate investments, while He
and Tian (2013), and Irani and Oesch (2016) find that market pres-
sure from higher analyst coverage impedes innovation and exacer-
bates real earnings management. Unlike these studies, we focus on
the investor recognition and information demand roles of higher
analyst coverage in affecting aggressive tax strategies, another im-
portant real corporate activity.

Finally, our study also adds to the literature on analyst cover-
age and corporate information environments. Prior studies (e.g.,
Roulstone, 2003; Piotroski and Roulstone, 2004; Yu, 2008; Irani
and Oesch, 2013; Kelly and Ljungqvist, 2012; Mola et al., 2013) find
that higher analyst coverage is associated with greater market liq-
uidity, less accruals management, and less information asymmetry.
Our findings suggest that higher analyst coverage also improves
firms’ information environments through a previously unexamined
channel (e.g., constraining complex activities such as tax aggressive
activities).

The remainder of the paper is organized as follows. Section 2
develops the hypotheses. Section 3 provides the research design
and reports summary statistics. Section 4 reports the empirical re-
sults. Section 5 provides the conclusions.

2. Theory and hypothesis development
2.1. Investor recognition view

Tax aggressiveness refers to the most extreme subset of tax
avoidance activities that are “pushing the envelope of tax law”
(Hanlon and Heitzman, 2010; p.137). Tax aggressive activities are
more likely to be scrutinized by tax authorities. When successfully
challenged, firms may be subject to large penalties (Wilson, 2009).
Firms engaging in tax aggressive behavior also bear potential rep-
utational costs. In particular, as argued by Bankman (2004) and
Hanlon and Slemrod (2009), if a firm is publicly revealed to be

3 Recent studies (e.g., Lim, 2011; Feld et al., 2013; Lin et al., 2014) also examine
the relationship between taxes and the cost of debt, capital structure, and financial
leverage.
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