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Abstract 

 

We examine how shareholder litigation affects managerial discretion over tax avoidance 

when plaintiff attorney interests conflict with shareholder interests. We show that after the 

staggered adoption of the universal demand laws, which impose obstacles to filing 

derivative lawsuits by 23 states in 1989-2005, firms’ tax avoidance activities become 

more positively associated with firm value. This effect increases with attorneys’ 

incentives to target firms, attorneys’ attention to firms, and compliance costs of tax 

avoidance. Finally, even with a modest agency problem between shareholders and 

managers, attorney self-interest in shareholder litigation continues to discourage managers 

from engaging in value-enhancing tax avoidance. 
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“I have the greatest practice in the world because I have no clients. I bring the case, I hire the 

plaintiff. I do not have some client telling me what to do. I decide what to do.”1  

– Bill Lerach 

 

1. Introduction 

Both academic research and anecdotal evidence suggest that corporate tax avoidance can 

lead to costly shareholder litigation (e.g., Donelson, Glenn, and Yust 2018), yet little is known 

about how shareholder litigation ex ante affects tax avoidance.2 Prior studies show that lawsuits 

brought by shareholders play an external governance role in mitigating the agency problem and 

disciplining managers to maximize shareholder wealth (the “shareholder disciplining” view) 

(e.g., La Porta, Lopez-De-Silanes, Shleifer, and Vishny 1997, 1998). This explanation is 

intuitive under the assumption that most conflicts of interests are between shareholders and 

managers. In this paper, we relax this assumption and propose an alternative hypothesis that 

shareholder litigation may discourage managers from engaging in value-enhancing tax 

avoidance activities. 

We propose and test an “attorney self-interest hypothesis”, which suggests shareholder 

litigation resulting from attorney self-interest increases costs and limits managerial discretion 

over tax avoidance, thereby distorting the extent to which firms’ tax avoidance creates firm 

value. Our prediction assumes that managers, as corporate insiders, have better information and 

expertise in setting corporate policy in the corporation’s best interest than outsiders, such as 

attorneys. In shareholder lawsuits, the real parties in interest (i.e., shareholders or the plaintiff 

firms) do not decide whether to file a suit; instead, the attorneys themselves are responsible for 

initiating the litigation and do not rely on clients to come to them with cases (Macey and Miller 

1991; Erickson 2017). We argue that attorneys, who initiate and manage lawsuits for 

                                                 
1 Quoting W. Barrett, I Have No Clients, Forbes 52 (October 11, 1993). See also in re Network Association Inc. 

Sec. Litig., 76 F. Supp. 2d 1017, 1032 (N.D. Cal. 1999) (describing Bill Lerach as “known as the ‘King of Strike 

Suits’”). 
2 Following Graham, Hanlon, Shevlin, and Shroff (2014), we use the terms “tax avoidance” and “tax planning” 

interchangeably in this paper. 
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shareholders, do not always act in shareholders’ best interests (e.g., file strike suits that lack 

merit or reach inadequate settlements) (Loewenstein 1999; Curtis and Myers 2015).  

We expect that attorney self-interest in shareholder litigation will distort the extent to 

which tax avoidance creates firm value. In the context of tax avoidance, managers face 

litigation risk resulting from both failing to demonstrate an adequate effort to reduce taxes 

(O’Connell 2014) and using aggressive tax transactions (Donelson et al. 2018). 3 Under the 

presence of self-interested attorneys, managers’ concerns about those litigation risks could be 

overly elevated, and such concerns have two important implications to the net benefits of the 

firm’s tax avoidance activities. First, managers are forced to spend extra expenditures on 

precautionary measures, such as compliance and consultation, reducing the net benefits of tax 

avoidance. Second, on top of the above additional precautionary expenditures, the 

aforementioned threat of self-interested attorneys from both sides of the coin may lead 

managers to limit their discretion on tax planning and alter the tax avoidance of their firms 

away from the unique target levels, at which firms can generate higher value from tax 

avoidance (Scholes et al. 2016; Kim, McGuire, Savoy, and Wilson 2016). For some managers, 

they engage in tax avoidance more aggressively to demonstrate their effort to reduce taxes than 

they should do otherwise; for other managers, it instead discourages the use of aggressive tax 

transactions that could have created more benefits but are likely to be questioned by attorneys. 

This implies that attorney self-interest in shareholder litigation will reduce the net benefits of 

tax avoidance relative to that without the potential threat of self-interested attorneys. In terms 

of its impact on the level of tax avoidance, we expect there will not be uniformly positive or 

                                                 
3 For example, in Seinfeld v. Slager, et al., CA No. 6462-VCG, a derivative complaint alleged that managers 

breached their fiduciary duties and committed waste by failing to minimize taxes through its incentive payments 

to defendants.  In Freedman v. Adams, et al., No. 230, 2012, a derivative complaint challenged a corporate board’s 

decision to pay certain executive bonuses without adopting a plan. In Judy Pill v. Douglas R. Oberhelman et al., 

No. 12027-CB, the complaint alleges that these defendants agree a scheme to evade taxes by shifting profits to a 

Swiss affiliate. 
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negative across firms at the aggregate level because changes at the individual firm level will be 

of different directions and hence cancelled out.4  

 The greatest challenge in testing the above hypothesis lies in identifying a causal effect 

because the ex-ante threat of related shareholder litigation is endogenous (e.g., either 

unobservable or confounding with other factors). To fill this gap, we employ the staggered 

adoption of universal demand (UD) laws from 1989 to 2005 across different U.S. states as a 

source of exogenous variation in the motivation of plaintiff’s attorneys to initiate a derivative 

action. UD laws work as a means of controlling self-interested attorneys by requiring 

derivative plaintiffs and their representatives (i.e., the nominal plaintiff shareholders and their 

attorneys, respectively) to make a written demand on a firm’s board of directors that clearly 

identifies the alleged wrong and demands the firm take action to redress it before filing a 

derivative lawsuit.5 The directors possess far greater expertise to evaluate the firm than do the 

plaintiff’s attorneys. This expertise can be used to analyze whether the demand would be in the 

firm’s best interests and therefore directors are able to reject the demand if attorneys intend to 

file strike suits that lack merit (Macey and Miller 1991; Kinney 1994; Erickson 2017). Once 

demand has been rejected by directors, attorneys are responsible for showing why the court 

should not respect the directors’ decision not to take action. Only rarely have courts allowed 

plaintiffs to proceed with a derivative suit after a rejected demand. Consequently, the 

motivation of plaintiff’s attorneys to initiate a strike suit and the related litigation risk 

pertaining to derivative actions have decreased significantly following the passage of UD laws 

(Davis 2008; Appel 2016). 

                                                 
4 Given the unique target level and two-side litigation risk of tax avoidance, the direction of manager’s response in 

the level of tax avoidance is determined by the relationship between the level of tax avoidance that is considered 

by the manager as “safe” from being targeted by self-interested attorneys and the level of tax avoidance the firm 

would be at if attorney self-interest is less of a concern. Individually, each firm may increase or decrease its tax 

avoidance, but at the aggregate level across firms, we expect the effect of which will offset with each other. We 

discuss it in a greater detail in Section 2. 
5 As a general rule, the plaintiff shareholder in a stockholder’s derivative suit is “at best the nominal plaintiff.” The 

firm or the entire class of shareholders is the real party in interest, or “the functional plaintiff.”  
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We focus on shareholder derivative suits for several reasons. First, corporate tax 

avoidance exposes the managers to litigation risk of derivative suits. For example, from 1996-

2005, tax-related derivative lawsuits filed against public firms resulted in approximately $94 

million in settlements (excluding other related costs of litigation), an amount that is larger than 

those resulting from class action lawsuits or regulatory sanctions (Donelson et al. 2018).6  

Second, compared with other types of lawsuits (e.g., class actions), derivative litigation is 

characterized by more severe conflicts between shareholders and attorneys due to (1) the ease 

of filing and (2) the asymmetric monetary incentives. In particular, to file a derivative suit, 

attorneys need merely one individual shareholder as the plaintiff, drawing sharp contrast to 

class action suits where a group of shareholders is needed, making it relatively easier for 

attorneys to file a derivative suit than a class action suit. Regarding asymmetric monetary 

incentives, unlike class action lawsuits in which monetary relief is given to the plaintiff class 

members (i.e., shareholders), any relief recovered in a derivative action (net of expenses, 

including attorneys’ fees) does not go directly to shareholders. Therefore, individual 

shareholders lack sufficient economic incentive to target their firms (e.g., Brandi 1993). Rather, 

attorneys have greater monetary incentive than shareholders to initiate derivative lawsuits to 

serve their own interests, which include monetary benefits of attorney fees from current suits 

and the motivation to be known as having a long-range commitment to derivative litigation for 

future business (Fischel and Bradley 1985). Moreover, in settling a derivative lawsuit, 

asymmetric monetary incentives do lead shareholders and attorneys to chasing for different 

forms of settlement. Shareholders, who are not able to obtain monetary compensation in 

derivative lawsuits, typically demand non-monetary benefits (e.g., corporate governance 

                                                 
6 Importantly, media, as an active information source, often attend to corporate tax issues regardless of their 

legality and legitimacy, which leads to negative publicity and adverse sentiment towards the firm (e.g., Halon and 

Slemrod 2009; Gallemore, Maydew, Thornock 2014; Dyreng, Hoopes, and Wilde 2016; Austin and Wilson 2017). 

Such an increase in negative publicity for a firm heightens the attention of self-interested attorneys to the firm in 

general, potentially exposing even the firm’s non-tax policies to the risk of derivative lawsuits (e.g., Fisch 2000; 

Mulligan and Oats 2009). It suggests that the tax-related litigation risk perceived by managers is not only 

determined by the lawsuits directly related to tax issues, but also manifested by other derivative suits in general.    
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reform), yet attorneys are more interested in the monetary compensation (Ferris, Jandik, 

Lawless, and Makhija 2007). This divergence in interests in settlement form, together with the 

fact that shareholders are often not professionally capable of evaluating attorneys’ effort during 

the negotiation process, prompts attorneys to reach collusive settlements with a stronger 

emphasis on settlement fees than what is demanded by the shareholders (Romano 1991; Brandi 

1993). Thus, the asymmetric monetary incentives result in more wealth transfer to attorneys but 

potential costs and damages to shareholders (e.g., Coffee and Schwartz 1981).7   

Our empirical results support the “attorney self-interest hypothesis”. Specifically, first, 

consistent with our expectation that the threat of derivative suits does not have a uniform effect 

on the level of tax avoidance across firms at the aggregate level, we do not observe significant 

changes on the level of tax avoidance, on average; but the variation of tax avoidance across the 

firms incorporated in the same state increases following the adoption of UD laws. Second and 

more importantly, we find robust evidence that tax avoidance has a greater positive impact on 

firm value after the passage of UD laws. Attesting to their economic importance, we find that 

UD laws lead to an additional 0.17% increase in Tobin’s Q for a one-percentage-point decrease 

in cash effective tax rate. Our results hold after we consider pre-trend effects, use various 

fixed-effect specifications, control for alternative channels of governance, including executive 

compensation, firm performance, and cash holdings (Appel 2016), consider potentially 

confounding effects of other corporate policies (e.g., R&D expenditures and M&A activities), 

and exclude firms that might be affected by their unique litigation environment such as those 

incorporated in Delaware (Cheng et al. 2017).  

                                                 
7 Although the monetary settlements of derivative lawsuits are often not as large as those of class action suits, it is 

important to emphasize that the conflicts of interest between shareholders and attorneys result from attorneys 

having greater monetary incentives than those of the shareholders in derivative suits. We do not intend to argue 

that conflicts between shareholders and attorneys do not exist in class action suits, but such conflicts are expected 

to be lower in class action suits than in derivative lawsuits because the aim (e.g., monetary settlements) of 

shareholders and attorneys is more aligned (Romano 1991; Brandi 1993).  
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Moreover, the results of cross-sectional analysis are also consistent with our “attorney 

self-interest hypothesis”. First, we find that the effect of UD law adoption is stronger for firms 

lacking legal expertise in the top management team, for firms in states with less corporate-

friendly courts, and for firms with a higher likelihood of being successfully filed in a derivative 

litigation by attorneys prior to the passage of UD laws. Additionally, we find that the effect of 

UD law adoption on the value of tax avoidance is more concentrated for firms headquartered in 

lawyer-dense areas and in industries where firms tend to spend more on tax consulting and 

compliance. In sum, the results of cross-sectional tests confirm that our main effect increases 

with the attorneys’ incentives to target a firm or the precautionary and compliance costs made 

by firm prior to the UD laws adoption, providing further support to the attorney’s self-interest 

hypothesis.  

Finally, although our results provide strong support to the “attorney self-interest 

hypothesis”, we provide two additional tests to examine the effect of the “shareholder 

disciplinary view” on our results. First, we find our findings are held unconditionally on 

various proxies for the intensity of agency or information asymmetry problems between 

shareholders and managers, suggesting that the negative impact of derivative suits is not driven 

by the alternatives that attorneys are dedicated but just less informed or managers merely 

consider their own personal litigation risk. Second, as discussed earlier, the agency problem 

between shareholders and managers does exist in general, but the conflicts of interests between 

shareholders and attorneys in class actions are milder than those in derivative actions. 

Therefore, it is possible that class actions could speak more closely to the shareholder 

disciplinary effect of litigation than derivative actions do. As a validation test, we repeat our 

main test using the 1999 ruling in the Ninth Circuit Court of Appeals, which serves as an 

exogenous shock that reduces the litigation risk of class actions (rather than derivative lawsuits) 

and hence shareholders are less able to mitigate the agency problem between shareholders and 
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managers (Cox, Thomas, and Bai 2009; Crane and Koch 2016; Huang, Roychowdhury, and 

Sletten 2017). The results indicate that firms headquartered in the Ninth Circuit Court’s 

jurisdiction exhibit a significant decrease in the value of tax avoidance after the shock of the 

new ruling. This suggests that shareholder litigation plays a positive role in tax avoidance if the 

conflicts of interests between shareholders and attorneys are milder.  Additionally, we find the 

effect of UD laws continues to hold after excluding firms operating in the Ninth Circuit, 

suggesting that the risk of derivative suits affects the value of tax avoidance when the level of 

class-action related risk is held constant. In sum, evidence from our additional analysis further 

supports the interpretation that the increase in value-enhancing tax avoidance following the 

adoption of UD laws is a manifestation of reduced conflicts between shareholders and 

attorneys. 

Our study contributes to several important aspects of the literature. First, prior studies in 

economics and finance consider shareholder litigation to be one of the most important external 

governance mechanisms because the threat of litigation imposes ex ante disciplining forces that 

align the interests of managers with those of shareholders (e.g., Bhagat and Romano 2002).8 

Regulators, practitioners, and law researchers, on the other hand, have raised concerns that 

shareholder litigation may reduce the efficiency of corporate decisions and hamper the value-

creation process (e.g., Romano 1991).9 However, there is limited empirical evidence on the 

causal effect of shareholder litigation on the efficiency of corporate decisions. Incorporating an 

exogenous shock of costs in relation to the conflicts between shareholders and attorneys, our 

study underscores the theoretical explanation of why shareholder litigation or, more 

specifically, derivative lawsuits may lead managers to engage in value-reducing activities even 

when the agency problem between shareholders and managers is not severe (e.g., firms with 

                                                 
8 Also see Johnson, Kasznik, and Nelson (2000); Houston, Lev, and Tucker (2010), and among others.  
9 Also see Bhagat, Bizjak, and Coles (1998); Graham, Li, and Qiu (2008); Gande and Lewis (2009); Badawi and 

Chen (2017), Chu and Zhao (2017), and Lin, Liu, and Manso (2017), and among others. 
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lower Entrenchment Index and higher institutional ownership) (Bebchuk, Cohen, and Ferrell 

2009; Chung and Zhang 2011).10 Furthermore, taking the additional analysis of class action 

suits at the end, our study is also the first to demonstrate that the effect of shareholder litigation 

on corporate policy may be conditional on the types of litigation that shareholders refer to.  

 Second, our study is related to prior research on the determinants and consequences of 

tax avoidance. Prior studies have almost exclusively focused on how compensation-based 

incentives, internal corporate governance, tax authority attention, and market-wide monitoring 

affect tax avoidance (e.g., Desai and Dharmapala 2006, 2009).11 We introduce attorney self-

interest in shareholder litigation, a mechanism of legal perspectives to this stream of the 

literature and show that the efficiency of tax avoidance is weakened by managers’ intentions to 

reduce the costs of shareholder litigation to the firms. Therefore, this study provides a timely 

answer to Dyreng and Maydew’s (2017) call for research that provides insights into the 

interaction between tax research and other disciplines beyond financial accounting. Our study 

extends the tax literature by drawing connections to legal research. 

2. Prior Research and Hypothesis Development 

2.1 Prior Literature on Self-interested Attorneys in Derivative Lawsuits  

Shareholder litigation is considered one of the most important external governance 

mechanisms that align the interests of managers with those of shareholders (e.g., Bhagat and 

Romano 2002). A key assumption underlying this view is that shareholders and the attorneys 

share the same aims to deter wrongdoing, curb managerial rent extraction, and compensate 

                                                 
10 This finding is consistent with the notion that the market participants view UD laws as reducing the negative 

effect of conflicts between shareholders and attorneys in derivative lawsuits and that such an effect is not 

subsumed by the possible manifestation of the agency problem between shareholders and managers by UD laws, if 

any. However, our paper focuses on the implications of derivative lawsuits in corporate tax avoidance. Therefore, 

our results should not be viewed as evidence that derivative lawsuits fail to address conflicts between shareholders 

and managers in general (e.g., Ferris et al. 2007). Consequently, our paper differs from Appel (2016) and among 

others that in that our results do not infer that the overall effect of UD laws on firm value because tax planning is 

merely one of the corporate policies that affect firm value. 
11 See also Desai, Dyck, and Zingales (2007);  Rego and Wilson (2012); Armstrong, Blouin, and Larcker (2012); 

McGuire, Wang, and Wilson (2014); Khan, Srinivasan, and Tan (2016); Li et al. (2017). 
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injured shareholders (e.g., Hart 1993; DuChrame, Malatestae, and Sefcik 2004; Kedia and 

Philippon 2009; Cheng et al. 2010; Crane and Koch 2016).12 Both theory and recent empirical 

evidence, however, suggest that shareholders and attorneys do not always share the same 

interests in the process of shareholder litigation (e.g., Coffee and Schwartz 1981).   

An attorney is an independent professional providing advice and advocacy on behalf of a 

client under the assumption that she is an agent of the client and subject to the client’s control 

in all important matters (Macey and Miller 1991). Regulatory systems may have designed a 

moderately successful structure to ensure that attorneys act as faithful agents of clients in 

traditional lawsuits with moderate scale and complexity. However, they cannot effectively 

address conflicts that arise in derivative litigation due to the lack of incentives or the 

incapability of plaintiffs to monitor attorneys.   

Derivative litigation is a form of indirect litigation action in which the plaintiffs are less 

actively involved in the conduct of litigation. Different from a normal class action, in which the 

relief is given to the plaintiff class members (i.e., shareholders) directly, shareholders cannot 

directly claim any relief recovered in a derivative action (net of expenses, including attorneys’ 

fees). Consequently, in contrast with the plaintiffs in a normal class action suit, individual 

shareholders lack sufficient economic incentive to target a firm via a derivative suit and to 

monitor attorneys’ performance.  In addition, even if plaintiffs intend to monitor the litigation, 

they experience severe difficulties in doing so because they are often entirely unaware that the 

                                                 
12 Ferris et al. (2007) is one exception. However, they show that the incidence of derivative lawsuits is associated 

with significant improvements in corporate governance (e.g., the boards of directors), although it is possible that 

shareholders and attorneys have interests of conflicts.  Their study differs from ours for several perspectives. First, 

Ferris et al. (2007) do not preclude the existence of attorney self-interest; rather, they argue that the derivative 

lawsuits elicit corrective behaviour from management since it recognizes that shareholder attention is now focused 

on its actions, although those changes are not directly captured by litigation process (e.g., Schwartz 1986).  

Second, Ferris et al. (2007) use actual derivative lawsuits that have been successfully filed by attorneys, while we 

focus on the ex-ante threat of derivative lawsuits. Observed actual derivative lawsuits could be more likely to be 

associated with potential governance issues if it is an equilibrium outcome of which managers have already taken 

precautionary measures to improve governance in order to avoid being targeted for most of the cases in the first 

place. Therefore, the results of using observed derivative lawsuits cannot be generalizable to the ex-ante threat of 

litigation. Third, Ferris et al. (2007) only focus on the effect on the change in corporate governance and hence do 

not speak to the effect of derivative lawsuits on the value of a certain corporate policy.  



10 

 

litigation is pending until after a settlement has been reached (Macey and Miller 1991). This is 

indeed the case when the free-rider issue arises because a rational plaintiff does not have 

incentive to take on the role of litigation by bearing all the monitoring costs with no direct 

benefits (Romano 1991). Relative to individual shareholders, attorneys have greater incentive 

to initiate and a higher information advantage to settle lawsuits to serve their own interests.   

Two additional factors facilitate attorneys’ achievement of their own interests at the cost 

of shareholders.  First, management often has strong incentives to settle a suit in the form of 

monetary payment because (1) winning defendants typically cannot recover their attorney’s 

fees; and (2) most of liability insurance policies do not cover any monetary payment for 

management dishonesty or intentional misconduct if management loses the suit, or non-

monetary damages that shareholders often demand (Ferris et al. 2007). Second, the court 

usually approves any settlement in a derivative action, suggesting that as long as attorneys can 

convince their clients to settle a suit, they cannot find it difficult to achieve their own interests 

(i.e., in the form of monetary payment for attorney’s fees).  As a whole, in the absence of client 

effective monitoring, attorneys are both willing and capable to serve their own interests instead 

of those of shareholders. This conflict between shareholders and attorneys results in wealth 

transfers to the attorneys but costs and damages to shareholders (Coffee and Schwartz 1981; 

Conard 1984; Fischel and Bradley 1985; Macey and Miller 1991; Romano 1991; Brandi 1993). 

Legal research finds evidence in line with the notion of self-interested attorneys and their 

conflicts with shareholders in derivative actions. For example, most derivative lawsuit filings 

have little merit for firms or shareholders because those filings are driven by attorneys’ 

monetary incentives to earn attorney’s fee from the current suit, and their motivation to be 

known as experts having a long-range commitment to derivative litigation for the future 

business (Fischel and Bradley 1985; Brandi 1993). Indeed, routine approvals by courts for 

settlements on demonstrably weak cases motivate the filings of derivative suits that lack merit 
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by attorneys (Wood 1944; Cole 1971; Kennedy 1977; Jones 1980a, 1980b; Coffee and 

Schwartz 1981; Banoff and DuVall 1984; Garth et al.1985; Loewenstein 1999; Curtis and 

Myers 2015). For example, a court once approved a settlement providing for a $2.8 million 

attorney’s fee award in a case that was settled after plaintiffs, in their own words, “concluded 

that there was no actionable misconduct by the individual defendants, and that the 

overwhelming evidence indicates that all of the steps taken by the Sears Board were taken in 

the good faith belief that the best interests of Sears and its Shareholders were being served.”13  

As a result, attorneys may not necessarily have the same incentive as shareholders to maximize 

firm value, and they target managers with only minimal evidence indicating a breach of 

fiduciary duty for their own interests by imitating a derivative suit (Macey and Miller 1991; 

Romano 1991). 14 Consistent with this view, it becomes a normal practice that the attorney 

locates a possible derivative claim and then finds an eligible shareholder to serve as plaintiff 

(i.e., “figurehead plaintiff”) merely for the purpose of maintaining the suit (Cox and Thomas 

2015).  

2.2 Tax Avoidance and Firm Value: Attorney Self-interest Hypothesis 

Both anecdotal evidence and findings in academic research suggest that firms engage in 

tax avoidance to reduce their income tax burden (Shackelford and Shevlin 2001; Hanlon and 

Heitzman 2010). Examples of transactions that help firms to avoid taxes include simple tax-

favored debt investments to more complicated and aggressive transactions that involve cross-

jurisdictional avoidance and transfer pricing (e.g., Dyreng and Lindsey 2009; Klassen and 

Laplante 2012) and corporate tax shelters (e.g., Graham and Tucker 2006; Wilson 2009; 

Lisowsky 2010; Brown 2011). While tax avoidance transactions can generate economically 

                                                 
13 See re Sears Shareholders Litig., Nos. 88 CH 10009, 10010 & 10314 (Ill. Cir. Ct. Cook Co. Oct. 25, 1991). 
14 According to the Wood (1944), “the chief opportunity for profit in this field is finding a ‘situation’ where the 

management or directorate can be mulcted on some technical, arbitrary, or vicarious rule of absolute liability, 

regardless of their honesty, fairness, or good judgment.” The report concluded, “derivative actions have come to 

harbor as a matter of course solicitation and inducement in bringing them, champerty and maintenance in their 

prosecution, the brokerage of litigation in their trial, and division of fees with laymen at their conclusion.” 
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significant tax savings for firms, they do not come without costs.15 If the increased after-tax 

cash flows exceed the costs mentioned above in investors’ views, corporate tax avoidance is 

expected to increase firm value (Desai and Dharmapala 2009; Wilson 2009; Goh et al. 2016).   

In the context of corporate tax policy with potential litigation risk of derivative lawsuits, 

managers bear both direct and indirect litigation costs. First, plaintiff’s attorneys directly allege 

that managers have engaged in corporate waste on tax avoidance pursuits that were later 

challenged, pursued risky tax planning that would be disallowed by tax authorities, or even not 

actively conducted tax avoidance (O’Connell 2014; Donelson et al. 2018). Second, many of 

such corporate tax avoidance issues, despite their legality and legitimacy, often generate 

negative publicity and adverse sentiment (e.g., Halon and Slemrod 2009; Gallemore et al. 2014; 

Dryeng et al. 2016; Austin and Wilson 2017). A survey by the Oxford Centre for Business 

Taxation indicates that corporate tax issues may remain out of the public eye until the media 

discovers them, and they then become part of real concern only if the media and the public 

begin to focus their attention on those matters (Freedman et al. 2007). As a group of outsiders 

who are active in searching for potential targets of derivative lawsuits, attorneys are likely to 

allocate more attention to those firms that were previously ignored and chase potential 

derivative lawsuits regarding the issues even other than tax avoidance (e.g., Fisch 2000; Dolan 

2002; Mulligan and Oats 2009; Dean, Kibris and Masatlioglu 2017). For example, interviews 

with executives by Mulligan and Oats (2009) suggest that managers raise concerns about the 

role of the media in the context of public attention, noting “we try not to do things that’ll get us 

written up on the front page of the Wall Street Journal” (p. 688).16 

                                                 
15 The costs of tax avoidance include indirect or outcome costs such as potential reputation costs (Hanlon and 

Slermod 2009; Gallemore, Maydew, and Thornock 2014; Graham et al. 2014; Dyreng, Hoopes, and Wilde 2016; 

Austin and Wilson 2017), increased audit risk by tax authorities (Hoopes, Mescall, Pittman 2012), information 

risk (Balakrishnan, Blouin, and Guay 2018), borrowing costs (Hasan et al. 2014), and agency costs (Chen et al. 

2010) as well as direct and implementation costs related to fees paid to tax advisors, expenses in maintaining 

internal tax departments (Mills, Erickson, and Maydew 1998; Chen et al. 2017; Gallemore, Gipper, and Maydew 

2017) and, last but not least, managers’ efforts (Chen and Chu 2005; Wilde and Wilson 2018). 
16 Note that this reasoning does not imply (though neither does it preclude) that attorneys are more interested in 

targeting corporate tax issues than other firm policies and events (e.g., the design of executive compensation) in 
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It is worth noting that the law and finance literature has recognized that the threat of 

derivative suits is economically meaningful to both firms and managers (e.g., Crane and Koch 

2016). First, such litigation costs cannot be fully mitigated by other normal means, such as 

directors and officers (D&O) liability insurance (Donley and Kent 2008). Second, as we 

discussed above, unfavorable media coverage and the dissemination of potentially misleading 

and inaccurate information accompanying derivative lawsuits can be costly for firms, 

regardless of the legality of the underlying tax transactions (Dyck and Zingales 2003; Cohen et 

al. 2017).17  Third, it is costly for firms to refer to defensive actions such as litigation or 

contacting government regulators against media or other outsiders. The civil litigation record 

cautions against such actions, as they normally further decrease firm value (Walker and Forbes 

2013). Lastly, even if a derivative lawsuit is dismissed or settled, it also distracts managers’ 

attention, causes the deterioration of a company’s reputation, and results in higher financing 

costs (Fich and Shivdasani 2007) as well as D&O insurance premiums in the future (Donelson 

et al. 2018). In sum, the cost of derivative suits associated with self-interested attorneys is 

economically significant for firms, which in turns leads managers to have strong incentive to 

avoid being targeted in the first place.  

Following the Scholes and Wolfson framework, we take the view that every firm has a 

unique level of tax avoidance that maximizes firm value (e.g., Scholes et al. 2016; Kim et al. 

2016). As corporate insiders, managers have better information and expertise in setting 

corporate policy in the corporation’s best interest than outsiders, such as attorneys.  Managers’ 

concerns about the litigation risk above could be overly heightened and cause a change in 

                                                                                                                                                           
targeting a firm. Similarly, our argument neither implies nor precludes that managers consider corporate tax 

policies more important than others (e.g., capital investments, R&D expenditures, M&A activities). In fact, 

corporate tax planning is often significant among firm policies. Graham and Tucker (2006), for example, estimate 

that the median tax deduction associated with tax shelter use is more than $1 billion per firm per year, or about 9 

percent of total assets. We argue and find that the effect of shareholder litigation on tax avoidance holds after 

considering other potentially confounding corporate policies if any. 
17 For example, Dyck and Zingales (2003) suggest that the media emphasizes business “heroes and villains”. 

Cohen et al. (2017) suggest that the media is likely to emphasize the “evilness” of the potentially fraudulent 

parties to increase readership. Furthermore, they argue that the media often “dumbs down” its coverage of 

negative news.   
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equilibrium outcome of tax avoidance under the presence of self-interested attorneys. First, in 

response to attorney self-interest in shareholder litigation, managers will likely incur additional 

expenditures on precautionary actions to justify the tax transactions employed by their firms 

(Kinney 1994; Seligman 1994). This extra layer of cost arises from attorney self-interest in 

shareholder litigation reduces the net benefits of tax avoidance. Second, on top of the above 

additional precautionary expenditures, the threat of self-interested attorneys from both sides of 

the coin could lead managers to alter the tax planning of their firms away from the firm’s 

unique target levels, at which firms could have generated more value from tax avoidance.  

Consequently, some managers may engage in more aggressive tax avoidance under the threats 

of shareholder litigation to demonstrate their effort to reduce taxes than those should have been 

taken otherwise. To some others, shareholder litigation may discourage the use of aggressive 

tax transactions that could have created more benefits but are likely to be questioned by 

attorneys. In summary, we argue that shareholder litigation will reduce the net benefits of tax 

avoidance relative to that without potential threat of self-interested attorneys, although its 

impact on the level of tax avoidance is not uniformly positive or negative on average. Overall, 

our “attorney self-interest” view predicts that shareholder litigation will distort the extent to 

which tax avoidance creates firm value.18   

We state our hypothesis as follows: 

 

H1: Shareholder litigation has a negative effect on the association between corporate tax 

                 avoidance and firm value. 

 

                                                 
18 An alternative view is that shareholder litigation reducing value enhancing tax avoidance could still be due to 

the agency problem between shareholders and managers (e.g., Cheng et al. 2017). Note that our theoretical 

argument is conceptually distinct from the arguments in the cited studies. Our argument has roots far back in the 

history of economic thought and legal practice. In particular, conflicts between shareholders and attorneys are 

possible in all firms, regardless of the intensity of internal and external governance (Fischel and Bradley 1985; 

Romano 1991; Block, Radin, and Maimone 1993; Kinney 1994; Johnson et al. 2000; Shaner 2014). The negative 

impact of shareholder litigation on the value of tax avoidance could exist even agency problems between 

shareholders and managers is not severe. We provide the evidence consistent with this in Section 5. 
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An alternative prediction is that shareholder litigation induces managers to reduce rent-

seeking behavior and to adopt more value-enhancing activities (e.g., Hart 1993; DuChrame, 

Malatestae, and Sefcik 2004; Kedia and Philippon 2009; Cheng et al. 2010; Crane and Koch 

2016). This is consistent with the “shareholder disciplining” view that the threat of shareholder 

litigation can better align the interests of managers with those of shareholders. This conjecture 

could be possible if the costs associated with attorney self-interest in a lawsuit is smaller than 

the reduction in agency costs of the conflicts between shareholders and managers (e.g., 

Schwartz 1986; Ferris et al. 2007). Even if lawsuits per se are driven by self-interested 

attorneys, for example, Ferris et al. (2007) show that derivative lawsuits could still play a 

shareholder disciplinary role by simply bringing up the potential governance issue to the 

public’s attention. Under this “shareholder disciplining” framework, the net benefits of tax 

avoidance increase with the threat of derivative lawsuits, suggesting that shareholder litigation 

positively affects the relationship between tax avoidance and firm value. 

Note that one could argue that the first-order question on whether shareholder litigation 

affects tax avoidance should start from the level of tax avoidance, but we believe our 

hypothesis should instead pertain to the effect of shareholder litigation on the relationship 

between tax avoidance and firm value. First, the underlying of any corporate decision of a firm, 

including tax avoidance, is to weight the costs (e.g., costs of shareholder litigation) and benefits 

(e.g., tax savings), achieving an equilibrium that maximizes net benefits of this decision (tax 

avoidance). An exogenous shock of shareholder litigation can shift the equilibrium to a new 

one that reflects the new maximized level of net benefits of tax avoidance.  Existing proxies of 

tax avoidance, such as effective tax rates, capture tax savings but not the level of either cross-

sectional or time-series net benefits that a firm can obtain from a given tax rate (Wilde and 

Wilson 2018). Therefore, it is not suitable to directly focus on the level of tax avoidance in our 

setting. Second, more importantly, the value creation of tax avoidance provides us with a clear 
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and testable empirical setting. We expect that the threat of self-interested attorneys limit 

managers to exercise discretion to achieve a firm’s unique target level of tax avoidance that 

would generate higher net benefits (Scholes et al. 2016; Kim et al. 2016). As a result, some 

firms may conduct more aggressive tax planning than they should do, while others may adopt 

less aggressive strategies than they should do otherwise. In other words, firms deviate away 

from their unique target level of tax avoidance due to the threat of self-interested attorneys, 

leading to our prediction that firms exhibit a lower (higher) firm value creation per unit of tax 

avoidance when attorney self-interest is more (less) of a concern.  

Our above prediction also implies that while firms may change their levels of tax 

avoidance in response to the threat of self-interested attorneys, the directions of change vary 

from firm to firm. For any single firm, the direction of the response is determined by the 

relationship between the level of tax avoidance that is considered by the manager as “safe” 

from being targeted by self-interested attorneys and the target level of tax avoidance that is 

unique to her firm if attorney self-interest is less of a concern (Scholes et al. 2016; Kim et al. 

2016). It follows that, at the aggregate level, any effect that shareholder litigation may have on 

firms’ level of tax avoidance is unlikely to be uniformly positive or negative across firms. 

Nevertheless, we also empirically examine the effect of shareholder litigation of derivative 

lawsuits on the level of tax avoidance before we discuss the findings of our hypothesis for 

completeness.  

3. Identification Strategy and Sample 

3.1 Universal Demand Laws 

One of the challenges in examining how the ex-ante threat of self-interested attorneys 

affects tax avoidance is significant measurement errors and endogeneity issues. We address 

these issues by focusing on shareholder derivative lawsuits and using the staggered adoption of 

UD laws in 23 states from 1989 to 2005 (Appendix A).  
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A typical derivative suit proceeds in several steps. Before bringing a derivative action, 

the plaintiff shareholders, or their representative attorneys, must first demand that the board of 

directors take action to address the alleged concerns (i.e., “demand requirement”), but various 

state laws allow shareholder plaintiffs to argue that the demand requirement should be excused 

as futile and hence waived. UD law, as an exogenous shock, imposes the demand requirement, 

which cannot be excused as futile, on every derivative lawsuit (regardless of whether the suit is 

filed in a state or federal court) for a firm’s state of incorporation if such state has adopted the 

law even when a majority of the board may be conflicted or otherwise interested.19 Because the 

demand is refused by managers in most cases, the enactment of UD laws serves as a significant 

barrier to filing derivative lawsuits, slows the pace and increases the cost of derivative actions, 

and hence reduces the motivation of plaintiff attorneys to file or maintain a derivative lawsuit 

(e.g., Erickson 2017). Consequently, the litigation risk pertaining to derivative lawsuits has 

decreased significantly following the passage of UD laws (Davis 2008; Appel 2016).   

Importantly, our tests examine the effects of the UD laws on the managerial behavior and 

not necessarily the actual changes in legal liability or consequences (for example, actual 

litigation costs). Thus, even if the legal implications of the UD laws were not as substantial, our 

tests simply require that managers perceive the changes to be substantial (e.g., Donelson and 

Yurt 2014). This assumption is reasonable for several reasons. First, Appel (2016) shows that 

the passage of UD laws leads to a drastic decrease in the filing of derivative lawsuits by about 

one-third. Second, to further verify this assumption, we conduct a textual analysis on the usage 

of litigious words in SEC 10-K filings. We parse all electronic 10-K’s filings available during 

1995-2007 and count the number of words in a list of thirty most common litigious words with 

                                                 
19 UD laws also take the qualitative power of review from the courts and place it in the hands of the board (which 

almost always rejects the demand) or the Special Litigation Committee (SLC) (which almost always recommends 

against proceeding with the suit). Because the demand is mandatory, shareholders’ attorneys are forced to contact 

the board rather than running to court with pleadings of futility and excusal. 
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negative connotation.20 We expect that the usage of litigious words reflects firms’ concerns 

about legal related losses and costs: A larger number of litigious words in 10-K filings should 

reflect a larger concern about legal risk (Bennett et al. 2018). The results reported in Appendix 

C show that the usage of litigious words becomes significantly less frequent following the 

adoption of UD laws, suggesting a reduction in managers’ perceived litigation risk. 21 Last, we 

conduct a set of additional analyses and the results further rule out the concern on the potential 

endogeneity of the adoption of UD laws (see Section 4).    

In sum, along our hypothesis and evidence above, the “attorney self-interest” view 

suggests that the passage of UD laws reduces the potential threat of attorney self-interest and 

hence the costs of tax avoidance, which in turn causes a change in equilibrium and increases 

the net benefits of tax avoidance.   

3.2 Empirical Design 

To test our hypothesis, our main specification is the following generalized difference-

in-differences model below: 

TobinsQi,s,t = β0 + β1 CashETRi,s,t + β2 UD LAWs,t + β3 CashETRi,s,t×UD LAWs,t 

                                     +∑βk Controlsi,s,t + αi + φt + 𝜀i,s,t                                                      (1) 

where i, s, and t denote firm, state of incorporation, and year, respectively. We omit those 

subscripts for simplicity hereafter. The dependent variable is Tobin’s Q (TobinsQ), our proxy 

for firm value, measured by the ratio of market value of assets to book value of assets. This 

                                                 
20 We follow Bennett et al. (2018) and extract the list of litigious words that have a negative connotation in 

Loughran-McDonald Master Dictionary (Loughran and McDonald 2011).  
21 Following Donelson and Yurt (2014), we hold the view that, from an ex ante perspective, shareholder litigation 

risk that affects tax avoidance is not determined by the observed filings of tax-related derivative litigation but 

rather by the risk perceived by managers. Even the observed filings could be few, the observed number of lawsuits 

is different from the level of perceived risk by managers. The distribution of observed lawsuits is likely the 

equilibrium outcome of managers’ behavior and threats of shareholder litigation, including those arising from self-

interested attorneys. In particular, managers may adopt a set of certain tax avoidance strategies to reduce the 

likelihood of being targeted, which leads to lower number of observed lawsuits. Such equilibrium outcome of 

managers’ behavior, as we argued, is changed as the perceived risk is lowered (not eliminated) by the adoption of 

UD laws.  Our evidence supports the notion that the adoption of UD laws reduces the litigation risk perceived by 

managers. 



19 

 

ratio has been widely used as a measure of firm value or firm performance in the corporate 

finance literature (e.g., McConnell and Servaes 1990; Yermack 1996; Kaplan and Zingales 

1997). CashETR indicates cash effective tax rates, our proxy for tax avoidance (Dyreng, 

Hanlon, and Maydew 2008). CashETR is defined as the ratio of a firm’s cash tax paid over a 

three-year period around year t to the sum of the firm’s total pre-tax income over the same 

period, adjusted for special items, for the same period. We use the cash effective rate as our 

main measure for corporate tax avoidance for two reasons. First, the cash effective tax rate 

provides a direct calculation of the amount of cash incurred for income tax purposes in a given 

year and facilitates inferences about the economic magnitude of the effect. Second, relative to 

other proxies based on book-tax differences, the cash effective tax rate measure is less 

susceptible to earnings management and financial reporting estimates such as valuation 

allowance (Dhaliwal, Gleason, and Mills 2004; Dyreng et al. 2008), and it mitigates the 

alternative mechanisms that affect the interpretation of the results. Lastly, we use a three-year 

average cash effective tax rate rather the annual one to better capture a firm’s tax avoidance 

behavior over a medium term to mitigate measurement errors due to year-to-year variation in 

annual tax rates and undefined tax rates due to loss years. 22  

Next, UD LAW is an indicator variable that takes the value of one if a state has a UD 

law in place in year t. Following Apple (2016), we consider a firm to be subject to UD laws in 

year t if the firm is incorporated in a state that has a UD law in place in year t (i.e., the 

treatment group). Firms incorporated in states where a UD law is not in place in year t 

essentially serve as the control group in that year. In Equation (1), we include firm-fixed effects 

(αi) to control for unobserved time-invariant firm characteristics, including both firm-specific 

and local business conditions. The coefficient of the interaction term CashETR×UD LAW (β3) 

                                                 
22 We obtain the same inferences if we employ an industry-adjusted Tobin’s Q or alternative proxies for tax 

avoidance such as an annual cash ETR measure, an industry-size adjusted cash ETR (Balakrishnan et al. 2018), or 

GAAP ETR. Our inferences are not affected if we use the abnormal book-tax difference measure (Desai and 

Dharmapala 2006; 2009) or if we use sales volume as the alternative denominator of cash tax paid to mitigate 

concern that UD laws might affect components of pre-tax income (See Appendix D2).  
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is a difference-in-differences estimate that captures the average effect on the association 

between tax avoidance and firm value for the treatment group relative to the control group 

following the treatment events. Note that CashETR is an inverse proxy of tax avoidance; hence 

a lower CashETR indicates greater tax avoidance. In terms of prediction, the “attorney self-

interest hypothesis” predicts β3 to be negative.23   

Importantly, note that our design of the association between firm value and tax 

avoidance does not require that investors perceive the legal changes as managers do.  Therefore, 

our inferences hold even if investors are not aware of the legal change. Instead, we only rely on 

the assumption that investors price corporate actions, including tax avoidance, as in the prior 

research (e.g., Desai and Dharmapala 2009; Wilson 2009; Goh et al. 2016).24  To further verify 

this assumption, we examine and find that our results of UD laws continue to hold for the firms 

with higher percentages of institutional investors, which are theoretically more sophisticated 

and would understand the linkage between firm value and tax avoidance more clearly (See 

Section 5.3).   

 Finally, following prior research (e.g., Desai and Dharmapala 2009; Wilson 2009; 

Hoopes et al. 2016), we include standard control variables in the model, including firm size 

(Ln(Assets)), return on assets (ROA), leverage (Leverage), capital intensity (PPE), R&D 

expenditures (R&D), intangibility (Intangibles), inventory (Inventory), foreign operations 

(Foreign Income and Foreign Indicator), net operating loss (NOL and ∆NOL), and stock return 

volatility (Return Volatility). Standard errors are clustered by the state of incorporation because 

UD laws are implemented at the state-of-incorporation level. This conservative clustering 

                                                 
23 In robustness check, we also include industry-year fixed effects to remove any unobserved factors that vary at 

the industry-time level, such as investment opportunities (Bertrand and Mullainathan 2003), and (or) headquarter 

state-year fixed effects to control for unobserved time-varying heterogeneity within states of headquarters (e.g., 

local economic conditions) (See Appendix D2). We do not use those alternative specifications as the main one 

because, for example, in the presence of the state-year effects, the coefficient estimates would be informed by 

observations where state of incorporation is different from the state of headquarters. While this approach tightens 

identification, it weakens the generalizability of the coefficient estimates. 
24 In contrast, we do not further require investors to be aware of the legal changes as we do with managers.  In 

other words, no matter whether investors perceive the change in shareholder litigation risk of a firm, as long as 

they price tax avoidance, our inferences continue to be valid.   
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method accounts for potential time-varying correlations in omitted variables that may affect 

different firms within the same state (Bertrand, Duflo, and Mullainathan 2004). Continuous 

variables are winsorized at the 1% and 99% levels. Detailed definitions for all our variables are 

provided in Appendix B. 

3.3 Sample Selection 

We start building the sample with firms in the Compustat database from 1995 to 2007. To 

be included in the sample, each firm-year observation is required to have financial information 

available from the Compustat database.25 We limit the sample to observations for which we are 

able to construct the testing variables. We also exclude firms incorporated in foreign countries 

and firms that changed their state of incorporation during our sample period (Appel 2016; 

Bourveau, Lou, and Wang 2018). The first year of UD law adoption occurred in 1989, and the 

last one occurred in 2005. Table 1 reports the number of “treated” observations by states that 

adopted UD laws during our sample period. The final sample consists of 21,259 firm-years 

over the 1995-2007 period. The sample used for various regressions can vary due to data 

requirements.26 

4. Empirical Results 

4.1 Descriptive Statistics 

Panel A of Table 2 presents descriptive statistics for the regression variables. The sample 

                                                 
25 We obtain states of incorporation data from the website of Professor Bill McDonald, who identified firms’ 

historical location information based on their annual 10-K filings from 1994.  
26 We conduct a series of robustness tests to ensure that our results are not sensitive to alternative samples. First, 

we exclude firms incorporated in states that adopted UD laws before our sample period to ensure that these stale 

observations are not driving our results. These “early-adopter” states are Georgia, Michigan, Florida, Wisconsin, 

Montana, Virginia, Utah, New Hampshire, and Mississippi. Second, we exclude the firms incorporated in 

Delaware. Prior research finds that U.S. firms consider the state of Delaware a domestic tax haven and that firms 

incorporated in Delaware may be savvier in their tax avoidance (Dyreng, Lindnsey, and Thornock 2013). 

Additionally, Delaware is a popular state of incorporation; approximately 50% of our sample firms are 

incorporated in Delaware. Lastly, among the states that adopted UD laws during our sample period, Pennsylvania 

is the most popular place of incorporation for our sample firms (Table 1). Therefore, to ensure that our results are 

not driven by firms from this state, we exclude Pennsylvania-incorporated firms and re-estimate our main results. 

The results of this subsample analysis are reported in Appendix D2 and all suggest that our results are not 

sensitive to those alternative samples. 
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firms have a mean Tobin’s Q of 2.57 and a cash effective tax rate of 26%. On average, the 

sample firms are profitable, reporting a pre-tax return on assets of 10%. In terms of other 

characteristics, expressed as percentage of total assets, the sample firms have a mean leverage 

of 21%, intangible assets of 14%, capital assets of 31%, R&D expenditures of 2%, and 

inventory of 14%. Twenty-nine percent of the observations report positive foreign income, and 

the mean foreign income for the sample firms is 1% of total assets.  

Following Appel (2016) and Bourveau et al. (2018), Panel B of Table 2 reports the mean 

value for the treatment and control groups at the beginning of our sample period. Consistent 

with prior studies, we find that in the pretreatment period, observations from the two groups do 

not display statistically significant differences along a number of observable dimensions, 

including Tobin’s Q, pre-tax profitability, capital intensity, R&D expenditures, inventory 

intensity, the size of foreign operations, and loss carry-forward. However, we do find that firms 

in the treatment group are smaller in size, have higher cash effective tax rates, and have fewer 

intangible assets.  

A key assumption of a difference-in-differences analysis using plausibly exogenous 

regulatory changes is not that the observations in the treatment and control groups are similar 

ex ante, but rather that the two groups display a parallel trend before the regulation change.  

We address this concern in two ways. First, as reported in Section 4.2 below, we conduct a 

trend analysis and examine whether the change in the association between tax avoidance and 

firm value precedes the adoption of UD laws (see Section 4.2) (Bertrand et al. 2004; Gow, 

Larcker, and Reiss 2016). Second, we examine the potential endogeneity of the adoption of UD 

laws by testing whether the determinants of value-enhancing tax avoidance activities can 

explain the occurrence of our legal events. The untabulated results show no evidence that those 

firm-level determinants consistently predict the adoption of UD laws. 

4.2 Main Results 
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Before we turn to the results of our main analysis on the relationship between 

corporate tax avoidance and firm value, we first examine the effect of UD laws on the level of 

overall tax avoidance. Table 3 reports the results. Specifically, we find that the coefficient of 

UD LAW is insignificant in both specifications (columns 1 and 2), suggesting that the reduction 

in the threat of derivative litigation does not have a significant and uniform impact on the level 

of overall tax avoidance on average. Our results continue to hold if we use alternative measures 

of overall tax avoidance, such as book-tax differences (Frank, Lynch and Rego 2009; Wilson 

2009; Lisowsky 2010) (Appendix D1). This finding is consistent with the Scholes and 

Wolfson’s tax planning framework, confirming that each firm has a unique level of tax 

avoidance that maximizes firm value in the first place (e.g., when attorney self-interest is less a 

concern) (Scholes et al. 2016). The threat of self-interested attorneys may cause firms to move 

away from their unique target levels to mitigate litigation costs - some may invest more in tax 

planning, while others may invest less.  In an extreme case, even if a firm employs the same tax 

transaction that generates the identical level of tax avoidance around the adoption of UD laws, 

the firm can now save the unnecessary costs on precautionary and compliance actions as well 

as the attention paid to the potential strike derivative lawsuits after its state adopts UD law. 

Consequently, the reduction in the threat of self-interested attorneys should not have a 

uniformly positive or negative effect on the level of overall tax avoidance across the firms at 

the aggregate level.27  

Next, we switch our focus on the main tests on the value of tax avoidance. Table 4 reports 

                                                 
27 To further examine this possibility, we test whether the variation of firm-level CashETR with-in each state 

increases after the state has adopted UD laws. We expect that managers facing the threat of self-interested 

attorneys may have the incentive to mimic their peers within the same state by implementing similar tax strategies. 

UD laws instead reduce such incentive and hence increase the variance in the level of tax avoidance across the 

firms in the same state. Empirically, we conduct a state level analysis by regressing the standard deviation of 

CashETR over the firms incorporated in a certain state on UD Law and control variables.  Appendix F reports the 

results. We find that the coefficient on UD Law is significantly positive, consistent with our prediction that 

attorney self-interest in shareholder litigation acted as a constraining force in affecting firms’ tax avoidance in the 

pre-UD laws periods. This finding, together with our earlier finding that firms exhibit little changes in the levels of 

tax avoidance on average post UD laws (Table 3), suggests that UD laws lead more (less) aggressive firms to be 

less (more) aggressive in tax avoidance.   
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regression results of tax avoidance (CashETR), UD law adoption (UD LAW), and their 

interaction effect on firm value (TobinsQ), as presented in Equation (1). In columns (1) ad (2), 

we first report the results of the overall association between TobinQ and CashETR over our 

sample period. Our results are fairly consistent with those in the prior studies and confirm that 

the market on average price tax avoidance positively during our testing period. Turning to 

columns (3) and (4), we include UD Law and CashETR×UD LAW and formally examine the 

impact of UD laws on the value of tax avoidance. We find the coefficient of CashETR×UD 

LAW is significantly negative in both columns.28 The results are consistent with our prediction 

that after an exogenous decrease in threat of derivative actions, the relationship between tax 

avoidance and firm value becomes stronger for firms in the treatment group than for those in 

the control group.  

In terms of economic significance, the coefficient in column (4) of –0.43 implies that a 

one-percentage-point decrease in the cash effective tax rate is associated with an increase in 

market value by about $13.7 million (0.43 × 0.01 × mean book assets of $3.2 billion). Note that 

a one-percentage-point decrease in the cash effective tax rate translates into an annual cash tax 

savings of $3.98 million per firm (mean pre-tax book income = $399 million). In other words, 

the passage of UD laws is associated with an increase of $3.44 of firms’ market value per 

dollar of annual cash tax savings (i.e., 13.7/3.99). The effect is reasonable and consistent with 

those in prior research, considering that a typical tax avoidance strategy will provide benefits 

for multiple years and that the anticipation of these benefits will be reflected in the firm’s 

current market value (Graham and Tucker 2006; Desai and Dharmapala 2009).29  In summary, 

                                                 
28 We find that the coefficient of CashETR is not significantly different from zero when we further include firm-

level time-variant control variables (column 4).  It suggests that the market does not price tax avoidance positively 

prior to the adoption of UD laws. It is consistent with the notion that tax avoidance does not always increase firm 

value if the net benefits are not positive for the potential direct and indirect costs of tax avoidance (Desai and 

Dharmapala 2009). Desai and Dharmapala (2009) find on average corporate tax avoidance is not significantly and 

positively related to firm value, referring it to the unresolved agency problem and weak governance.   
29 The economic magnitude of our estimate is smaller than those reported in Desai and Dharmapala (2009), whose 

estimates suggest a $7 increase in market value per dollar of current tax benefits (2.47/0.35).  
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the results in Table 3 provide strong evidence to support our prediction that corporate tax 

avoidance becomes more strongly and positively associated with firm value after the threat of 

shareholder litigation decreases. 

The strength of our setting of UD law adoption is that firms in the affected jurisdictions 

receive the “treatment” after the adoption. In contrast to some regulatory changes that may 

allow firms to choose whether to adopt a new regulation, managers in our setting do not have a 

choice. In addition, Appel (2016) does not find evidence of firms re-incorporating in response 

to the passage of UD laws. Therefore, there is no strong reason to suggest that the setting of 

UD law adoption may be subject to concerns regarding the non-random assignment of 

treatment and control groups (Gow et al. 2016). 

However, it remains possible that firms change their tax avoidance behavior prior to UD 

law adoption. If that were the case, the parallel trend assumption behind the difference-in-

differences design would be violated. To address this concern, we follow (Gormley and Matsa 

2011) and analyze the relationship between tax avoidance and firm value before, during, and 

after law adoption. We break down the variable UD LAW into four different time periods 

surrounding the adoption of UD laws and re-estimate Equation (1). More specifically, we re-

estimate our models from Equation (1) by replacing UD LAW with those decomposed 

variables. UD LAW (= n) is an indicator variable that takes the value of 1 for exactly n years 

after adopting a UD law and 0 otherwise (n = –2, –1, 0, and +1). In addition, UD LAW (≥ +2) is 

an indicator variable that takes the value of 1 two years or more after adopting a UD law and 0 

otherwise. The results, plotted in Figure 1, are based on the model with firm- and year-fixed 

effects. The coefficients on both CashETR×UD LAW (= –2) and CashETR×UD LAW (= –1) 

are insignificantly different from zero in both economical and statistical terms, suggesting that 

there is no indication of a significant difference in the value of tax avoidance between 

treatment and control groups before the adoption of UD laws. Therefore, we do not find 
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evidence indicating the violation of the parallel trend assumption. Furthermore, the relationship 

between tax avoidance and firm value does not improve significantly right after the adoption of 

UD laws, as suggested by the insignificant coefficient on the interaction term at the year of 

adoption (CashETR × UD LAW (= 0)). Figure 1 also reveals that the relationship between tax 

avoidance and firm value becomes significantly positive at the 5% level starting only one year 

after adoption, and the effect persists in the period even two years after UD law adoption. This 

timing of the increase in value-enhancing tax avoidance suggests that it is less likely caused by 

a certain omitted firm characteristic over the years. Additionally, our trend analysis provides 

additional evidence that UD laws exert an effect gradually over time and that this effect is not 

short-lived.   

Overall, our trend analysis provides evidence that (1) UD laws exert their effect gradually 

over time; and (2) this effect started after the legal changes and remained afterwards. Hence, 

there is no violation of the assumption behind the difference-in-differences empirical design. 

5. Additional Analysis 

5.1 Cross-sectional Analysis 

As reported in the previous section, our results are more consistent with  

 the “attorney self-interest hypothesis”, showing that the relationship between corporate tax 

avoidance and firm value significantly improved after an exogenous increase in the hurdle for 

attorneys to file derivative lawsuits on their firms. In this sub-section, we further conduct a set 

of cross-sectional analysis to reinforce the channel through which the impact of UD laws on tax 

avoidance decisions occurs. 

Overall, we expect that firms are more likely to increase precautionary spending to 

reduce litigation risk and/or alter their tax avoidance investments by a larger extent (1) when 

attorneys have greater incentives to target a firm, (2) when the firm is headquartered in lawyer-

dense areas, where it is more likely that the attorneys are acting in self-interest and have more 
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attention paid to a certain firm, and (3) for firms in industries where expenditures on tax 

compliance are prevalent.  

To empirically examine our stated cross-sectional predictions, we partition our sample 

based on whether firm-year observations (1) are subject to greater and smaller attorneys’ 

incentives; (2) are surrounded by more or fewer lawyers in the local area; and (3) are in 

industries that have higher and lower levels of tax investments. Note that we create a 

subsample for cross-sectional analysis using ex ante firm/industry characteristics measured in 

the year prior to the adoption of UD laws. This mitigates the concern that firm-/industry-level 

variables might have been affected by the adoption of UD laws, leading to inconsistent 

estimates of the treatment effect (Gormley and Matsa 2011).  

Different from most empirical research that uses the difference-in-differences design to 

study the treatment effect of a single policy change event, our setting of the staggered adoption 

of UD laws across states and years effectively allows us to study the treatment effect of the 

policy using multiple events of policy change, or “shocks”. In particular, in a staggered 

adoption setting, a particular observation can be in the control group for one shock and in the 

treatment group for another shock. This raises the issue of measuring ex ante characteristics for 

the treatment and control groups for the tests of cross-sectional predictions. We address this 

issue using a cohort-based matching approach following previous studies (e.g., Gormley and 

Matsa 2011; Appel 2016; Bourveau et al. 2018). Specifically, we create a cohort for each year 

in which at least one state adopted UD laws. The cohort consists of firms incorporated in the 

states that adopted UD laws in that year (i.e., the treatment group within the cohort) and all 

other firms in states that do not have UD laws (i.e., the control group within the cohort). For 

each cohort, we use a seven-year window [–3, 0, +3] centered at the year of UD law adoption, 

and we ensure that the control group within each cohort is “clean” such that the control firms 

are from states with no UD laws during the seven-year window. 
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5.1.1 Attorney’s Incentive to Target a Firm 

Our first cross-sectional test predicts that the observed effect of the adoption of UD 

laws should be more pronounced if an attorney has a greater incentive to target a firm. We 

employ three proxies to capture an attorney’s incentive: (1) the prominence of the legal 

expertise in a firm’s top management team (Abernathy, Kubick, and Masli 2016), (2) a state-

year measure of law court ideology (Bonica 2014; Bonica and Sen 2017), and (3) a firm-year 

measure of the likelihood of a firm being sued in a derivative lawsuit (Kim and Skinner 2012; 

Bourveau et al. 2018).  

First, we consider the role of the executives with legal expertise in managing litigation 

risk. Previous studies show that an executive with legal expertise, for example, a general 

counsel, serves as the chief attorney of a firm overseeing and advising on the legal issues for a 

firm. Bagley (2008) finds that effective communication and collaboration between the counsel 

and the top management team provides the firm with a competitive advantage that allows it to 

run more effectively. More closely related to corporate tax policy, extant research suggests that 

the implications of the general counsel extend to a firm’s tax avoidance activities (Abernathy et 

al. 2016). Specifically, after controlling for the potential endogeneity of the determinants of the 

status of the general counsel, Abernathy et al. (2016) find that the prominence of the 

managerial status of the general counsel of a firm is positively associated with the firm’s tax 

avoidance. Their findings suggest that by involving the general counsel in higher-level 

corporate decision making, the general counsel is better able to justify the business purpose or 

economic substance of a tax position for the firm rather than at the cost of litigation risk. In our 

setting, we expect that attorneys have a lower incentive to target the firms with management 

teams that have better legal expertise because these firms can better justify their tax positions if 

they are challenged by derivative suit attorneys in the court. Hence, to the attorneys, the 

expected benefits of derivative suits are smaller with those firms. Consistent with prior studies 
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(Kwak, Ro, and Suk 2012; Hopkins, Maydew, and Venkatachalam 2014), we use the inclusion 

of an executive in top management team with a title of “general counsel” or related experience 

in her career based on the disclosure in proxy statements to proxy for the prominence of the 

legal expertise within a firm. The results of the prominence of the legal expertise are reported 

in Panel A of Table 5. Consistent with our prediction, the results indicate that the improvement 

in the relationship between tax avoidance and firm value is more pronounced for firms with 

management teams that have lower levels of legal expertise.  

Second, we adopt a measure of ideology leanings of federal and state judges (Bonica 

2014; Bonica and Sen 2017). Consistent with the “attorney self-interest hypothesis,” legal 

research suggests that the greater potential approvals by courts for settlements for weak cases 

can motivate the filings of derivative lawsuits with little merit (Banoff and DuVall 1984; Garth 

et al. 1985; Loewenstein 1999; Curtis and Myers 2015). Therefore, the preference of a court 

regarding derivative lawsuits can affect the expected net benefits for attorneys. Specifically, 

when it becomes less difficult for a case to be approved for settlements, attorneys will become 

more incentivized to file derivative suits with little merit, which increases firms’ need to incur 

additional spending on precautionary actions and/or to reduce their derivative lawsuit risk. 

To construct this proxy, we start with the individual-year ideology estimates for state 

court judges developed by Bonica (2014) and Bonica and Sen (2017). For each state and year, 

we calculate the average ideology estimates for state court judges, from which we partition the 

sample into incorporated state-years that are liberal-leaning and conservative-leaning. 

Consistent with Bonica (2014) and Huang, Hui, and Li (2017), we expect that liberal-leaning 

judges are more likely to favor shareholder requests than company requests and to follow the 

demand requirements less strictly; therefore, at the margin, we expect that they are less likely 

to dismiss cases that have weak merit or are driven by self-interested attorneys. It follows from 

our argument above that firms headquartered in liberal-leaning states are subject to high ex 
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ante derivative lawsuit risk and greater expected benefits for attorneys, and hence, the effect of 

adopting UD laws is greater.  

Panel B of Table 5 reports the results, which suggest that the relationship between tax 

avoidance and firm value improves more significantly (in both economic and statistical 

magnitudes) for the subsample of firms where the state court’s ideology is liberal-leaning. This 

is consistent with our expectation that relative to firms headquartered in states where the judges 

are on average conservative-leaning, firms headquartered in states where the judges are on 

average liberal-leaning are subject to higher ex ante litigation risk in derivative suits and 

greater expected benefits for attorneys. 

Lastly, we use the predicted probability of a firm being successfully filed in a derivative 

lawsuit to proxy for an attorney’s incentive to target a firm. We expect that derivative lawsuit 

filings in the past provide useful information to an attorney on whether targeting one firm is 

generally more successful than targeting another. Following Bourveau et al. (2018), we 

measure it by fitted values from a determinant model that explains firms being in a derivative 

lawsuit.30 Covariates in the determinant model include the firm’s size, sales growth, returns, 

return volatility, and return skewness and whether the firm is in the same industry as a firm 

being sued in a derivative lawsuit. The results for this cross-sectional test are reported in Table 

5, Panel C. Consistent with our prediction, the results suggest that the relationship between tax 

avoidance and firm value improves significantly after the adoption of UD laws for the 

subsample of firm-years with higher predicted derivative lawsuit risk. The results are 

insignificant for the subsample of firm-years with lower predicted derivative lawsuit risk. 

                                                 
30 Ferri et al. (2007) find that firms with greater corporate governance problems, as reflected by poor financial 

performance rather than other conventional measures used in the literatures, are more likely to be the targets of 

derivative lawsuits, which leads to the possibility that our results are due to corporate governance and, hence, the 

agency problem between shareholders and managers. We discuss and address this issue in detail in Section 5.2.  
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Taken together, our results in Panels A-C suggest that the impact of UD laws is more 

pronounced when an attorney has greater incentive to target a firm or when a firm perceives a 

greater threat from self-interested attorneys.  

5.1.2 The Local Density of Lawyers 

Our second set of cross-sectional tests predicts that the effect of the adoption of UD 

laws is stronger for firms surrounded by more lawyers in local areas. We expect that the 

density of lawyers increases the attention paid by self-interest attorneys to a certain firm, which 

is more likely to be targeted than other firms. Lawyer density may also represent higher 

competition for revenue among attorneys, exacerbating attorneys’ self-interest. We measure the 

density of lawyers in a firm’s headquartered state by dividing the number of lawyers in the 

state by the number of firms (weighted by the firm’s market capitalization). We obtain the 

number of lawyers from Occupational Employment Statistics prepared by the U.S. Bureau of 

Labor Statistics.31 Note that using an un-weighted measure or the firm’s total assets as an 

alternative weighting provides similar results.  

The results for this set of cross-sectional tests are reported in Panel D of Table 5. We 

partition the sample into firms headquartered in states with high or low lawyer density using 

the above sample mean as a cut-off. We find that the coefficient on our variable of interest, 

CashETR×UD LAW, is significantly negative in the subsample of firms headquartered in states 

with a greater density of lawyers, but it is positive and not significantly different from zero 

among firms headquartered in low density states. Overall, the results are consistent with our 

prediction that the effect of the adoption of UD laws is stronger for firms in states where 

lawyer densities are higher, providing further support to our argument that the presence of 

litigation risk from self-interested attorneys is the underlying driver for our main findings. 

5.1.3 Tax Compliance Costs in the Firm’s Industry 

                                                 
31 Available at https://www.bls.gov/ooh/legal/lawyers.htm 

https://www.bls.gov/ooh/legal/lawyers.htm
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Our third set of cross-sectional tests predicts that the effect of the adoption of UD laws 

is stronger for firms that belong to industries in which the costs of precautionary actions and 

compliance related to tax avoidance are high. In industries in which the potential shareholder 

litigation risk is high, managers tend to spend more for compliance actions that help justify 

their tax transactions in response to the threat of self-interested attorneys. It suggests that the 

net benefits of tax avoidance may reduce because of the increase in expenditures on 

precautionary and compliance works. To test our prediction, we use auditor-provided tax 

service fees at the industry level to capture industry-level tax compliance costs.32 Anecdotal 

evidence and prior studies suggest that auditor-provided tax services have important 

implications for the tax avoidance behavior of firms. Previous studies find that auditors are 

important tax planning and compliance intermediaries, helping their clients better estimate their 

tax expenses and achieve greater tax avoidance (Gleason and Mills 2011; McGuire, Omer, and 

Wang 2012).  

We choose this proxy because the amount of tax fees paid to the auditor can be publicly 

observed from firms’ 10-K filings without requiring attorneys to have sophisticated skills 

related to taxation. Recent studies suggest that fees paid for auditor-provided tax service is an 

economically significant compliance cost (Bakarich and Kerr 2016). 33  Consistently, the 

existing literature also suggests that auditors help their clients to compile with the tax rules 

reduce by lowering the level of uncertain tax positions (Klassen, Lisowsky, and Mescall 2012). 

 The results for this set of cross-sectional tests are reported in Panel E of Table 5. We 

partition the sample into firms that belong to industries whose industry-level tax fees are above 

or below the sample mean. We find that the coefficient of our variable of interest, 

                                                 
32 We follow Bourveau et al. (2018) and several other studies to use the industry- instead of firm- level measure as 

the partitioning variable in order to reduce the endogeneity concern.   
33 We acknowledge that auditor-provided tax service fees may also capture costs of promoting tax avoidance 

strategies in addition to tax compliance (Lisowsky 2010; Brown 2011). However, it is still consistent with our 

framework that managers spend more costs to demonstrate their effort on tax avoidance.   
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CashETR×UD LAW, is significantly negative in the subsample of industries with high tax fees, 

but it is not distinguishable from zero in the subsample of industries with low tax fees.  

Overall, the results support that the impact of adopting UD laws is more pronounced 

for firms in industries where the tax consulting and compliance costs are higher. This is 

consistent with the notion that managers are more concerned with the threat of attorneys 

regarding tax avoidance when they are in an environment where precautionary and compliance 

actions are particularly important.  

5.2 Agency Problems between Shareholders and Managers  

Our prediction that shareholder litigation of derivative suits weakens the presumed 

positive relationship between corporate tax avoidance and firm value holds without reference 

to the level of internal and external governance. In particular, the literature in law and 

economics has long suggested that conflicts between shareholders and attorneys are possible in 

all firms, regardless of the intensity of internal and external governance of the firms (Fischel 

and Bradley 1985; Romano 1991; Block et al. 1993; Kinney 1994; Johnson et al. 2000; Shaner 

2014).  

Our results suggest that managers can either hold good-faith beliefs to reduce firm 

litigation risk or engage in self-serving actions to reduce their personal litigation risk in 

response to the threat of self-interest attorneys.  Therefore, it is an empirical question whether 

the negative role of attorney self-interest on the value of tax avoidance is conditional on the 

severity of agency problems between shareholders and managers. To test this question, we 

estimate Equation (1) on subsamples of firms that have high- and low-quality corporate 

governance using the entrenchment index and institutional ownership to proxy for corporate 

governance. Our samples are reduced by the additional data requirements for these variables. 

The results are reported in Table 6. Focusing on a subsample of firms that have stronger 

corporate governance and thus less severe agency problems between shareholders and 
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managers, we find that the coefficient of the term CashETR×UD LAW is still significantly 

negative at the conventional level in columns (1) and (3), when the e-index and institutional 

ownership are used as the governance proxies, respectively. The differences in coefficients of 

the interaction term between strong and weak corporate governance are not significant at 

conventional levels. These results reinforce our prediction that shareholder litigation plays a 

negative role even when the agency problem between shareholders and managers is absent or 

mild.34  

5.3 Further Analysis 

 In this section, to further ensure that the underlying premise on the conflicts between 

attorneys and shareholders is valid, we provide additional evidence to reinforce the notion that 

UD laws reduce the conflicts between shareholders and attorneys.  

As discussed in Section 2, we argue that derivative lawsuits are different from normal 

class actions, in which relief is given to the plaintiff class members (i.e., shareholders) directly; 

any relief recovered in a derivative action (net of expenses, including attorneys’ fees) is 

returned to the corporation. Consequently, in contrast to a normal class action suit, individual 

shareholders lack sufficient economic incentive to bring a derivative suit. In contrast, attorneys 

have a greater incentive than individual shareholders to bring up derivative lawsuits in order to 

serve their own interests. Therefore, a shock that reduces litigation risk of normal class actions 

is more likely to increase the agency problem between shareholders and managers than UD 

                                                 
34 Our results are also not affected if we control for the potential indirect effect of weakened corporate governance 

after the passage of the UD laws (e.g., firm performance, cash holdings, executive compensation) (Appel 2016). 

Our inferences do not change when we consider the potential confounding effects from other corporate policies 

(e.g., innovation in Lin, Liu, and Manso 2017). Specifically, our untabulated results show that our findings 

continue to hold after including the firm performance (cash holdings, CEO compensation, innovation, and R&D 

expenditures) and their interaction terms with UD LAW, which capture those potential alternative channels of UD 

laws on the association between tax avoidance (CashETR) and firm value (TobinsQ). Our inferences are not 

affected if we exclude the observations with M&A activities (See Appendix D2) (Chu and Zhao 2018).  
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laws.35 In contrast, a shock that reduces litigation risk of derivative lawsuits (i.e., UD laws) is 

more likely to lessen the effect from the conflicts between shareholders and attorneys. It 

follows that our baseline findings would be weaker if our focus were instead on an exogenous 

shock that lowers the litigation risk of normal class actions, consistent with the alternative 

prediction under the “shareholder disciplinary view.” To examine this conjecture, we explicitly 

test how the 1999 ruling in the Ninth Circuit Court of Appeals affects the association between 

corporate tax avoidance and firm value.  

The U.S. Ninth Circuit Court of Appeals issued a ruling in 1999 mandating stricter 

application of the PSLRA standards. The ruling ultimately discourages shareholder plaintiffs 

from proceeding with class actions unless they have clear evidence of intentional managerial 

misconduct. In the end, the number of class actions dropped by 55% in the Ninth Circuit states 

(Alaska, Arizona, California, Hawaii, Idaho, Montana, Nevada, Oregon, and Washington) and 

only 18% in all the other circuits after the ruling (Crane and Koch 2016). Appendix E reports 

the results. We find that firms headquartered in the Ninth Circuit Court’s jurisdiction present a 

significantly more negative association between tax avoidance and firm value after the shock of 

the new ruling. Different from the effect of UD laws, our results suggest that an exogenous 

shock to reduce the litigation risk of class actions deteriorates the disciplinary role of 

shareholder litigation. 36  In sum, our additional analysis further confirms the differences 

between class action and derivative lawsuits and thereby reveals the implications of exogenous 

shocks on different types of conflicts.  

6. Conclusion 

                                                 
35 We do not argue that conflicts between shareholders and attorneys are non-existent in normal class action 

litigation; rather, we argue that such conflict is smaller and less severe than that in derivative litigation (Brandi 

1993).   

 
36  The results in Appendix D2 suggest that our findings of UD laws are robust to dropping firms that are 

headquartered in the states of the Ninth Circuit Court.  
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In this study, we examine whether and to what extent shareholder litigation ex ante 

affects the value of tax avoidance. Prior research draws two competing predictions regarding 

the effect of ex ante shareholder litigation on the relationship between corporate tax avoidance 

and firm value. On the one hand, ex ante litigation can serve as an external governance tool and 

help reduce the agency problem between shareholders and managers. On the other hand, 

litigation can be costly when conflicts between shareholders and plaintiff’s attorneys arise, 

causing firms to move away from their target tax avoidance and/or incur additional 

expenditures on precautionary actions, reducing the net benefits of tax avoidance. Our findings 

support the latter view. Using the staggered adoption of UD laws, which reduce the motivation 

of plaintiff’s attorneys to initiate a derivative action and hence the threat of shareholder 

litigation, in 23 states from 1989 to 2005, we show that the presumed positive relationship 

between corporate tax avoidance and firm value improves significantly following the passage 

of these laws. Our results are robust to a battery of sensitivity tests and are not driven by the 

presence of agency problems between shareholders and managers. Furthermore, we show that 

the increase in the value of tax avoidance is significantly stronger when attorneys have greater 

incentive to target a firm, for firms headquartered in lawyer-dense areas, and in industries in 

which compliance costs of tax avoidance are high.  
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Figure 1 

The Trend of the Effect of UD Laws on the Value of Tax Avoidance 

 

 

Figure 1 reports the point estimates of CashETR×UD LAW from a firm-panel regression of TobinsQ on an 

indicator for the adoption of UD laws (UD LAW), tax avoidance (CashETR), the interaction term (CashETR×UD 

LAW), control variables, and firm- and year-fixed effects. The t-statistics (in parentheses) are based on standard 

errors clustered at the state of incorporation. The specification allows the effect of the UD laws to vary by year 

over the sample period (1995-2007). 95% confidence intervals are also plotted.  
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Table 1 Number of Observations by States that Adopted UD Laws during 1995-2007  

 
States  N 

North Carolina  263 

Arizona  73 

Nebraska  20 

Connecticut  160 

Maine  35 

Pennsylvania  694 

Texas  485 

Wyoming  8 

Idaho  10 

Hawaii  21 

Iowa  50 

Massachusetts  163 

Rhode Island  21 

South Dakota  9 

Total  2012 
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Table 2 Descriptive Statistics 
In this table, Panel A reports the summary statistics of the dependent and independent variables used in our 

empirical analysis. Panel B presents the univariate comparisons between the pretreatment values for firms 

incorporated in UD states (“eventually treated”) and those incorporated in other states (“never treated”) during our 

sample period. See Appendix A for variable definitions. ***, **, and * indicate statistical significance at the 1%, 

5%, and 10% levels, respectively. 

 

Panel A: Summary Statistics 
Variables N Mean Std. Dev. P25 Median P75 

TobinsQ 21,259 2.57 3.50 1.29 1.94 3.05 

CashETR 21,259 0.26 0.19 0.14 0.26 0.35 

Ln(Assets) 21,259 6.50 1.95 5.15 6.51 7.78 

ROA 21,259 0.10 0.10 0.04 0.08 0.15 

Leverage 21,259 0.21 0.23 0.02 0.15 0.32 

PPE 21,259 0.29 0.28 0.07 0.20 0.41 

R&D 21,259 0.02 0.05 0.00 0.00 0.02 

Intangibles 21,259 0.14 0.21 0.00 0.05 0.21 

Inventory 21,259 0.14 0.17 0.01 0.08 0.22 

Foreign Indicator 21,259 0.31 0.46 0.00 0.00 1.00 

Foreign Income 21,259 0.01 0.03 0.00 0.00 0.01 

NOL 21,259 0.24 0.43 0.00 0.00 0.00 

∆NOL 21,259 0.00 0.06 0.00 0.00 0.00 

Return Volatility 21,259 0.39 0.18 0.26 0.34 0.46 

 

 

Panel B: Pretreatment Mean Values of Key Variables 
Variables Firms in Treated States Firms in Never-treated States  

 Mean Mean Mean Difference 

TobinsQ 2.48 2.51 -0.03 

CashETR 0.29 0.25      0.04** 

Ln(Assets) 5.90 6.44     -0.54** 

ROA 0.11 0.11  0.00 

Leverage 0.21 0.24 -0.03 

PPE 0.35 0.33  0.02 

R&D 0.02 0.02  0.00 

Intangibles 0.10 0.13   -0.03* 

Inventory 0.16 0.15  0.01 

Foreign Indicator 0.27 0.28 -0.01 

Foreign Income 0.01 0.01  0.00 

NOL 0.27 0.24  0.03 

∆NOL 0.00 0.00  0.00 

Return Volatility 0.44 0.45 -0.01 
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Table 3 UD Laws and Level of Overall Tax Avoidance 
This table reports the regression results on the effect of UD laws on overall tax avoidance using the cash effective 

tax rates (CashETR), See Appendix A for variable definitions. Intercepts are included but not tabulated. The t-

statistics (in parentheses) are based on standard errors clustered at the state of incorporation. ***, **, and * 

indicate statistical significance at the 1%, 5%, and 10% levels, respectively. 

 

 (1) (2) 

Dependent Variable: CashETR CashETR 

   

UD LAW -0.0088 -0.0101 

 (-0.62) (-0.80) 

Ln(Assets)  0.0108** 

  (2.52) 

ROA  -0.1684*** 

  (-10.12) 

Leverage  -0.0094 

  (-1.23) 

PPE  -0.0137 

  (-0.96) 

R&D  -0.0975 

  (-1.68) 

Intangibles  -0.0049 

  (-0.55) 

Inventory  0.018 

  (1.02) 

Foreign Indicator  0.0049 

  (1.24) 

Foreign Income  -0.4176*** 

  (-8.36) 

NOL  -0.0225*** 

  (-2.97) 

∆NOL  0.0345** 

  (1.84) 

   

Firm Fixed Effects YES YES 

Year Fixed Effects YES YES 

N 21,259 21,259 

R2 0.64 0.65 
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Table 4 Shareholder Litigation and the Value of Tax Avoidance 
This table reports the regression results on the effect of UD laws on the value of tax avoidance. See Appendix A 

for variable definitions. Intercepts are included but not tabulated. The t-statistics (in parentheses) are based on 

standard errors clustered at the state of incorporation. ***, **, and * indicate statistical significance at the 1%, 5%, 

and 10% levels, respectively. 

 

 (1) (2) (3) (4) 

Dependent Variable: TobinsQ TobinsQ TobinsQ TobinsQ 

     

CashETR×UD LAW    -0.5259**     -0.4339** 

   (-2.16) (-2.27) 

UD LAW   -0.0991 -0.0997 

   (-0.28) (-0.40) 

CashETR       -0.5941*** -0.3476***     -0.3286**  0.1909 

 (-5.56) (-4.45) (-2.54) (0.94) 

Ln(Assets)  -0.4928***  -0.5455*** 

  (-7.86)  (-8.24) 

ROA  1.5660***  6.2011*** 

  (2.94)  (9.95) 

Leverage  7.4569***  1.3646** 

  (23.87)  (2.30) 

PPE  -1.7102***  -0.6386* 

  (-8.31)  (-1.69) 

R&D  10.1051***  9.6426*** 

  (4.74)  (4.59) 

Intangibles  -0.7889**  -1.1425*** 

  (-2.33)  (-6.55) 

Inventory  -0.7236  -0.9242** 

  (-1.36)  (-2.29) 

Foreign Indicator  -0.1810***  -0.2364*** 

  (-3.96)  (-4.09) 

Foreign Income  -0.8301  1.3354 

  (-0.69)  (0.91) 

NOL  -0.0362  -0.0575 

  (-0.43)  (-0.61) 

∆NOL  0.1740  -0.1050 

  (0.38)  (-0.27) 

Return Volatility  -0.1018  0.2228 

  (-0.35)  (0.97) 

     

Firm Fixed Effects YES YES YES YES 

Year Fixed Effects YES YES YES YES 

N 21,259 21,259 21,259 21,259 

R2 0.55 0.55 0.55 0.57 
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Table 5 Cross-Sectional Analysis 
This table reports the comparative statics analysis of the effect of UD laws on the value of tax avoidance based on 

attorney’s incentive to target a firm, local density of lawyers, and industry-level tax consulting and compliance 

costs. All regressions include firm fixed effects, year fixed effects, and the same set of variables as in Table 3. See 

Appendix A for variable definitions. Intercepts are included but not tabulated. The t-statistics (in parentheses) are 

based on standard errors clustered at the state of incorporation. ***, **, and * indicate statistical significance at 

the 1%, 5%, and 10% levels, respectively. 

 

 (1) (2) (3) (4) 

 Coefficient on    

Subsamples CashETR×UD LAW N R2 Wald Statistic 

     

Panel A: Prominence of Legal Expertise in the Management Team 

     

High      -1.0334** 9,491 0.65 4.27** 

 (-2.48)    

Low  0.1862 8,409 0.61  

 (0.63)    

     

Panel B: State Court Ideology 

     

Liberal     -0.7599** 17,340 0.63 4.56** 

 (-2.14)    

Conservative 0.1981 2,606 0.73  

 (0.72)    

     

Panel C: Likelihood of Being Sued 

     

High   -1.2149* 10,014 0.62 3.26* 

 (-1.90)    

Low 0.4050 8,949 0.60  

 (0.65)    

     

Panel D: Local Density of Lawyers 

     

High     -1.0100** 8,462 0.69 7.49*** 

 (-2.67)    

Low 0.8070 8,887 0.51  

 (1.48)    

     

Panel E: Industry-level Tax Consulting and Compliance Costs 

     

High       -1.3849*** 5,794 0.65 10.33*** 

 (-3.50)    

Low 0.1649 7,776 0.61  

 (0.55)    

     

Control Variables YES    

Firm Fixed Effects YES    

Year Fixed Effects YES    
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Table 6 Ex ante Corporate Governance of Firms 
This table reports the subsample analysis on the effect of UD laws on the value of tax avoidance based on firms’ 

ex ante corporate governance strength. See Appendix A for variable definitions. Intercepts are included but not 

tabulated. The t-statistics (in parentheses) are based on standard errors clustered at the state of incorporation. ***, 

**, and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively. 

 

 Entrenchment Index Institutional Ownership 

 
Stronger 

Governance 

Weaker 

Governance 

Stronger 

Governance 

Weaker 

Governance 

 (1) (2) (3) (4) 

Dependent Variable: TobinsQ TobinsQ TobinsQ TobinsQ 

     

CashETR×UD LAW     -1.0221**     -0.8774**   -0.4887**       -0.3637*** 

 (-2.03) (-2.52) (-1.99) (-2.74) 

UD_LAW -0.3309 -0.0468       -0.3767***   0.3388 

 (-0.45) (-0.32) (-3.39) (1.64) 

CashETR     -0.3252*** -0.0779 0.2484   0.0365 

 (-2.85) (-0.70) (0.76) (-0.18) 

     

Control Variables YES YES YES YES 

Firm Fixed Effects YES YES YES YES 

Year Fixed Effects YES YES YES YES 

N 6,994 5,891 7,988 7,914 

R2 0.57 0.52 0.59 0.60 
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Appendix A Universal Demand (UD) Law Legislations 
This table lists the states that adopted universal demand (UD) laws and the corresponding years as 

in Bourveau et al. (2018). 

Year States References 

1989 Georgia Georgia Code Ann. § 14-2-742 

1989 Michigan Michigan Comp. Laws Ann. § 450.1493a 

1990 Florida Florida Stat. Ann. § 607.07401 

1991 Wisconsin Wisconsin Stat. Ann. § 180.742 

1992 Montana Montana Code. Ann. § 35-1-543 

1992 Virginia Virginia Code Ann § 13.1-672.1B 

1992 Utah Utah Code. Ann. § 16-10a-740(3) 

1993 New Hampshire New Hampshire Rev. Stat. Ann. § 293-A:7.42 

1993 Mississippi Mississippi Code Ann. § 79-4-7.42 

1995 North Carolina North Carolina Gen. Stat. § 55-7-42 

1996 Arizona Arizona Rev. Stat. Ann. § 10-742 

1996 Nebraska Nebraska Rev. Stat. § 21-2072 

1997 Connecticut Connecticut Gen. Stat. Ann. § 33-722 

1997 Maine Maine Rev. Stat. Ann. 13-C, § 753 

1997 Pennsylvania Cuker v. Mikalauskas (547 Pennsylvania. 600, 692 A.2d 1042) 

1997 Texas Texas Bus. Org. Code. Ann. 607.07401 

1997 Wyoming Wyoming Stat. § 17-16-742 

1998 Idaho Idaho Code § 30-1-742 

2001 Hawaii Hawaii Rev. Stat. § 414-173 

2003 Iowa Iowa Code Ann. § 490.742 

2004 Massachusetts Massachusetts Gen. Laws. Ann. Ch. 156D, § 7.42 

2005 Rhode Island Rhode Island Gen. Laws. § 7-1.2-710 (C) 

2005 South Dakota South Dakota Codified Laws 47-1A-742 
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Appendix B Variable Definitions 

Variables Definitions and Sources 

  

CashETR Three-year average cash effective tax rate, calculated as the sum of the firm’s cash tax 

paid over three years divided by the sum of its total pre-tax book income (excluding 

special items) over the same period. Observations with a negative denominator are 

dropped from the analyses. CashETR is winsorized at 0 and 1.  

TobinsQ The ratio of market value of assets to book value of assets. Source: Compustat. 

UD Law An indicator variable equal to one for the period after a state passed a UD law. Source: 

Appel (2016). 

Ln(Assets) Natural logarithm of total assets in year t. We use the natural logarithm of average total 

assets in the regressions. Source: Compustat. 

ROA Pre-tax income (excluding special items) divided by lagged assets in year t. Source: 

Compustat. 

Leverage Long-term debt divided by lagged assets in year t. Source: Compustat. 

PPE Net property, plant, and equipment divided by lagged assets in year t. Source: 

Compustat. 

R&D Research and development expenditures divided by lagged assets in year t. Source: 

Compustat. 

Intangibles Intangible assets divided by lagged assets in year t. Source: Compustat. 

Inventory Inventory divided by lagged assets in year t. Source: Compustat. 

Foreign Income Foreign income divided by lagged assets in year t. Source: Compustat. 

Foreign Indicator Indicator variable for positive foreign income reported in year t, and 0 otherwise. 

Source: Compustat. 

NOL Indicator variable for loss carry forward, set as 1 if the loss carry forward is non-zero in 

year t and 0 otherwise. Source: Compustat. 

∆NOL Change in loss carry forward divided by lagged assets in year t. Source: Compustat. 

Return Volatility The standard deviation of daily returns during the year. Source: Compustat. 

Tax Fees Natural logarithm of one plus the amount of tax fees paid to its auditor in year t, and 0 

otherwise. Source: Audit Analytics. 

Entrenchment Index  Entrenchment Index developed in Bebchuk, Cohen, and Ferrell (2009). 

Institutional Ownership The percentage of shares owned by institutions in year t. Source: Thomson Reuters 13F. 

BTD Residual book-tax difference adjusted for earnings management, measured by firm i’s 

residual from the following regression: BTD= β1*Disc_Accruals + Firm FE + ε, where 

BTD is total book-tax differences; Disc_Accruals = discretionary accruals from the 

modified Jones model. Source: Compustat. 

DTAX Frank, Lynch, and Rego’s (2009) residual permanent book-tax differences, measured by 

firm i’s residual from the following regression estimated by industry and year: PermDiff 

= β0 + β1 Intangibles + β2 Equity Inc+ β3 Minority Interest + β4 Current State Tax 

Expense + β5 ΔNOL+ β6 PermDiff +𝜀; where PermDiff = Total book-tax differences – 

temporary book-tax differences divided by lagged assets; Equity Inc = income (loss) 

reported under the equity method divided by lagged assets; Minority Interest = income 

(loss) attributable to minority interest divided by lagged assets; Source: Compustat. 
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Appendix C UD Laws and Perceived Risk of Shareholder Litigations 
This table reports the effect of UD laws on managers’ perceived risk of shareholder litigation (LitigWords), 

measured by the frequency of litigious words mentioned in a firm’s 10-K filing, scaled by total number of words 

in the 10-K filing. Control variables include firm size (Ln(Assets)), market-to-book (MTB), leverage (Leverage), 

intangible asset intensity (Intangibility), foreign status (Foreign Indicator), cash holdings (Cash), and return 

volatility (Return Volatility). Cash is cash and short-term investments divided by lagged total assets.  See 

Appendix B for variable definitions. Intercepts and control variables are included but not tabulated. The t-statistics 

(in parentheses) are based on standard errors clustered at the state of incorporation. ***, **, and * indicate 

statistical significance at the 1%, 5%, and 10% levels, respectively. 

 

Dependent Variable: (1) (2) 

 LitigWords LitigWords 

   

UD LAW     -0.0049**     -0.0048** 

 (-2.24) (-2.23) 

   

Control Variables NO YES 

Firm Fixed Effects YES YES 

Industry×Year Fixed Effects YES YES 

N 23,726 23,726 

R2 0.16 0.16 
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Appendix D1 Robustness Checks on the Level of Overall Tax Avoidance 
This table reports the regression results on the effect of UD laws on overall tax avoidance using the (1) total book-

tax differences adjusted for earnings management (BTD) (Desai and Dharmapala 2006), and (2) book-tax 

difference adjusted for various firm characteristics (DTAX) (Frank et al. 2009). See Appendix B for variable 

definitions. Intercepts are included but not tabulated. The t-statistics (in parentheses) are based on standard errors 

clustered at the state of incorporation. ***, **, and * indicate statistical significance at the 1%, 5%, and 10% 

levels, respectively. 

 

 (1) (2) 

Dependent Variable: BTD DTAX 

   

UD LAW 0.0004 0.0021 

 (0.32) (1.18) 

   

Control Variables YES YES 

Firm Fixed Effects YES YES 

Year Fixed Effects YES YES 

N 17,070 16,279 

R2 0.43 0.28 
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Appendix D2 Sensitivity Analysis 
This table reports the sensitivity analysis on the effect of UD laws on the value of tax avoidance. See Appendix B 

for variable definitions. Intercepts and control variables are included but not tabulated. We include firm- and year- 

fixed effects in all rows except for rows (1) - (3). The t-statistics (in parentheses) are based on standard errors 

clustered at the state of incorporation. ***, **, and * indicate statistical significance at the 1%, 5%, and 10% 

levels, respectively. 

 

 
Coefficient on 

CashETR×UD LAW 
t  N R2 

     

Alternative Fixed Effects     

     

(1) Use Firm + Industry×Year  -0.4395** (-2.60) 21,259 0.58 

     

(2) Use Firm + Headquarter State×Year  -0.5226*** (-3.16) 21,215 0.60 

     

(3) Use Firm + Industry×Year + Headquarter State×Year  -0.4202*** (-3.32) 21,136 0.61 

     

Alternative Samples     

     

(4)  Exclude Early Adopted States -0.4846** (-2.14) 19,824 0.56 

     

(5)  Exclude Delaware Incorporated -0.4883** (-2.13) 10,670 0.61 

     

(6)  Exclude Pennsylvania Incorporated -0.5551*** (-3.30) 20,565 0.57 

     

(7)  Exclude Ninth Circuit Headquartered -0.4920** (-2.23) 18,175 0.56 

     

(8)  Exclude Firm-years with Merger Activities -0.4398*** (-3.43) 12,701 0.62 

     

Alternative Measures of Firm Value     

     

(9)  Use Industry-Adjusted Tobin’s Q -0.0156** (-2.64) 21,259 0.44 

     

(10)  Use Log Value of Market Capitalization -0.1455** (-2.11) 21,259 0.98 

     

Alternative Measures of Tax Avoidance†     

     

(11) Use Industry-Adjusted Cash ETR -0.7128*** (-3.79) 21,259 0.57 

     

(12) Use Annual Measure of Cash ETR -0.3873** (-2.35) 20,182 0.60 

     

(13) Use GAAP ETR -0.6120** (2.15) 19,729 0.58 

     

(14) Use Abnormal Book-Tax Gap  0.4379** (2.08) 21,259 0.59 

     

(15) Use Cash Tax Paid deflated by Sales   -1.7326*** (-2.67) 20,686 0.58 

     

† The number of observations vary across the tests because we drop the observations with a zero or negative 

denominator from the analyses. The coefficient in Row (14) is positive because a larger abnormal book-tax gap 

indicates more tax avoidance. 
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Appendix E Shareholder Litigation and the Value of Tax Avoidance: Ninth Circuit 

Appeal Court’s Ruling of 1999 
This table reports the regression results on the effect of the Ninth Circuit Appeal Court’s Ruling of 1999 on the 

value of tax avoidance. NinthCircuit is a dummy variable that takes the value one if the firm’s headquarters is in a 

state under the Ninth Circuit Court’s jurisdiction (i.e., WA, OR, CA, MT, ID, NV, and AZ), and zero otherwise. 

Post1999 is a dummy variable that takes the value one for the year after 1999, and zero otherwise. The sample 

period is between 1996 and 2002 inclusive, over the window of over three years before the ruling through three 

years after. See Appendix B for other variable definitions. Intercepts and control variables are included but not 

tabulated. The t-statistics (in parentheses) are based on standard errors clustered at the state of headquarter. ***, 

**, and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively. 

 

 (1) (2) 

Dependent Variable: TobinsQ TobinsQ 

   

CashETR×Post1999×NinthCircuit     0.8329**     0.3698** 

 (2.40) (2.32) 

Post1999×NinthCircuit -0.5783*** -0.3890*** 

 (-2.97) (-3.56) 

CashETR×Post1999  0.5170 0.5064 

 (1.29) (2.85) 

CashETR×NinthCircuit -0.9413* -0.8950*** 

 (-1.86) (-4.98) 

NinthCircuit 0.2177 -0.0268 

 (0.75) (-0.13) 

CashETR -0.7895*** -0.0089 

 (-3.85) (-0.27) 

   

Control Variables YES YES 

Industry Fixed Effects YES NO 

Firm Fixed Effects NO YES 

Year Fixed Effects YES YES 

N 8,868 8,291 

R2 0.24 0.70 
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Appendix F Shareholder Litigation and the With-in State Variation of Corporate Tax 

Avoidance  
This table reports the sensitivity analysis on the effect of UD laws on the with-in state variation of tax avoidance 

within five years surrounding the passage of UD laws. State_Std_CashETR is the standard deviation of CashETR 

over all firms incorporated in a certain state. See Appendix B for variable definitions. Intercepts are included but 

not tabulated. The t-statistics (in parentheses) are based on robust standard errors. ***, **, and * indicate 

statistical significance at the 1%, 5%, and 10% levels, respectively. 

 

 (1) (2) 

Dependent Variable: State_Std_CashETR State_Std_CashETR 

   

UD LAW 0.0510* 0.0622** 

 (1.93) (2.31) 

   

With-in State Mean of: 

 

CashETR 0.1033 0.1245 

 (1.01) (1.20) 

With-in State Standard Deviation of: 

 

Ln(Assets) -0.0005 -0.0044 

 (-0.02) (-0.19) 

ROA 0.0187 0.0057 

 (0.22) (0.07) 

Leverage -0.0734 -0.0439 

 (-1.06) (-0.35) 

PPE 0.1376 0.1351 

 (1.50) (1.48) 

R&D -0.0849 0.2370 

 (-0.43) (0.69) 

Intangibles -0.0105 0.1195 

 (-0.13) (0.91) 

Inventory -0.0058 0.0885 

 (-0.03) (0.28) 

Foreign Income -0.4645 -0.4716 

 (-0.54) (-0.44) 

NOL 0.1776*** 0.1924** 

 (2.82) (2.46) 

∆NOL 0.0403 0.0318 

 (0.77) (0.26) 

   

With-in State Mean of the Control Variables: NO YES 
   

State of Incorporation Fixed Effects YES YES 

Year Fixed Effects YES YES 

N 272 272 

R2 0.58 0.59 
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