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This report was generated autonomously by an Al replication pipeline for the “Does Empirical Finance
Replicate?” project. It documents one attempt to reproduce the paper’s main analysis from the data and
methods described below. Individual replications may contain mistakes. Treat the numbers as estimates
to be checked, not as a verdict on the original paper. Original article: doi:10.1016/j.jfineco.2005.02.002.

1 Summary

1.1 The Paper

The paper asks how high-powered managerial incentives affect corporate tax avoidance. Its an-
swer rests on a novel proxy for tax sheltering, the firm-year book-tax gap purged of the com-
ponent explained by accounting accruals. The gap subtracts federal taxable income, inferred
from current federal tax expense, from book income. Estimating on a panel of more than 900
Compustat-Execucomp firms over 1993-2001 with firm and year fixed effects, the paper finds that
greater option-grant intensity reduces tax sheltering, consistent with complementarity between
managerial diversion and sheltering. Poorly governed firms drive the negative effect, matching
the model’s central prediction.

1.2 Replication Findings

The primary coefficient (Table 1, Col 1) comes out at —0.0185 against the paper’s —0.0188, with
similar inference. The sample behind it tracks the paper’s closely, 4,722 against 4,702 constructed
firm-years and 978 against 967 firms, and the compensation-ratio means and standard deviations
reproduce Table 1 without trimming. The governance split in the paper’s Table 3 confirms quali-
tatively that the negative effect concentrates in poorly governed firms. Out of sample over 2002—
2024 the relationship vanishes.

2 Data

Compustat annual fundamentals (comp.funda) supply domestic pretax income (PIDOM, #272),
current federal tax expense (TXFED, #63), deferred tax expense (TXDC, #74), the balance-sheet ac-
crual components, and size controls. Execucomp annual compensation (comp . execucomp . anncomp)



supplies the top-executive option-grant Black-Scholes value (the pre-2006 BLKVALU field), salary,
bonus, restricted-stock grants, and option-exercise value. The Gompers-Ishii-Metrick 1998 gov-
ernance index is linked to Compustat by ticker. Thomson 13F holdings (tfn.s34) support the
institutional-ownership split.

The estimation sample is the merged Compustat-Execucomp universe over 1993-2001, re-
stricted to firm-years with positive inferred federal taxable income (TXFED > 0). That leaves
4,722 firm-years on 978 firms. The G-index ticker link is lossy, matching 342 of the 978 firms. It is
the only material data limitation, and it affects only the secondary governance tables.

3 Methodology

The dependent variable is the tax-sheltering residual T'S; ;. The book-tax gap is
BT, = (PIDOM;; — Y]}) /ATy 4,

where Y7 is obtained by inverting the contemporaneous graduated Form 1120 tax schedule. Total
accruals are TA;; = [(Aact — Ache) — (Alct — Adlc) — dp|/ AT; ;-1 over consecutive fiscal years.
Eq. 12 is estimated with firm effects, and TS;; = BT;; — ,@1 TA;; retains the firm component as
Eq. 13 requires (3; ~ 0.054). Each compensation measure divides its stock-compensation numer-
ator by the corresponding total compensation, and no ratio is winsorized.

Each Table 2 column regresses TS;; on a compensation measure with firm fixed effects and
year dummies. Column 4 adds log assets, log market value, log sales, and deferred tax over
assets. Column 6 drops firm effects and adds four-digit-SIC industry effects plus the G-index.
Standard errors are robust and clustered by firm throughout.

Data limitation. The G-index is linked by ticker rather than by the paper’s IRRC firm identi-
tiers, which shrinks the secondary governance-table sample. Table 2 Columns 1-5 are unaffected.

4 Results

4.1 Table 2: Tax sheltering and compensation structure

Table 1 places the replication beside the paper. Column 1is —0.0185 (t = —2.7) versus —0.0188 (t =
—2.4). Column 2 is —0.0185 (t = —2.8) against —0.0189. Column 3 is negative and insignificant
in both. Column 4, adding size and deferred-tax controls, gives —0.0113 (t = —2.0, p = 0.052)
against —0.0211. The sign remains negative but inference is marginally weaker. Column 5 is
+0.0195 (t = +2.9) against 4-0.0218 (t = +2.9).



Table 1: Table 2 — tax-sheltering residual on compensation structure. Firm FE + year FE (Col 6:
industry + year FE), SE clustered by firm. *,** ,*** denote 10/5/1% significance.

1) (2) 3) 4) ®) (6)
GRANT  STKMIX  REST GRANT+ctrl  EXER  GRANT+G

Replication ~ —0.0185***  —0.0185*** —0.0125  —0.0113*  +0.0195**  —0.0059
(se) (0.0068) (0.0067)  (0.0104) (0.0058) (0.0067) (0.0066)
t 2.7 —2.8 ~1.2 —2.0 +2.9 ~0.9
Paper —0.0188**  —0.0189"* —0.0127  —0.0211**  +0.0218"*  —0.0144**
(se) (0.0077) (0.0076)  (0.0117) (0.0080) (0.0074) (0.0077)
t 24 —25 ~1.1 —2.6 +2.9 -1.9
N (repl.) 4,589 4,589 4,589 4,359 4,589 1,994
N (paper) 4,702 4,702 4,702 4,192 4,646 3,465
Firms (repl.) 978 978 978 951 978 342

Column 6, which drops firm effects and brings in the G-index, is the one weak spot. The ticker-
based G link yields 342 firms against the paper’s 661, which attenuates both STKMIXGRANT
(—0.0060, insignificant) and the positive G coefficient. The shortfall looks like a linkage artifact
rather than a methodological failure, and a CUSIP-based link would recover the sample.

4.2 Table 3: The role of governance

The governance split reproduces the paper’s central prediction despite the reduced G-linked sam-
ple. The negative option-grant effect is more precisely estimated among poorly governed firms (G
> 7: —0.0126, p = 0.076) than among well-governed firms (G < 7: —0.0098, p = 0.476). The paper
reports —0.0265"* and —0.0045 respectively. Inference is weaker because the matched sample is
roughly half the paper’s.

4.3 Out-of-sample test, 2002-2024

Estimating the headline specification on 2002-2024 (16,640 estimation observations in Column 1)
erases the effect. Column 1 is +0.0060 (insignificant) and Column 4 is 40.0004 (insignificant),
against the in-sample —0.0185*** and —0.0113*. Both point-estimate signs reverse, but neither
positive estimate is distinguishable from zero. The option-grant value measure also changes re-
porting basis around FAS 123R, a caveat for the long out-of-sample window.

5 Conclusion

The paper’s signature negative relation survives in-sample replication. The governance mecha-
nism is directionally consistent but limited by G-index linkage. The effect does not extend past
the original window.
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