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Abstract

Purpose — This study aims to investigate the role of negative media coverage of environmental, social and
governance (ESG) issues in deterring tax avoidance. Inspired by media agenda-setting theory and legitimacy
theory, this study hypothesises that an increase in ESG negative media coverage should cause a reputational
drawback, leading companies to reduce tax avoidance to regain their legitimacy. Hence, this study examines a
novel channel that links ESG and taxation.

Design/methodology/approach — This study uses panel regression analysis to examine the
relationship between negative media coverage of ESG issues and tax avoidance among the largest European
entities. This study considers different measures of tax avoidance and negative media coverage.

Findings — The results show that negative media coverage of ESG issues is negatively associated with tax
avoidance, suggesting that media can act as an external monitor for corporate taxation.

Practical implications — The findings have implications for policymakers and regulators, which should
consider tax transparency when dealing with ESG disclosure requirements. Tax disclosure should be
integrated into ESG reporting.

Social implications — The study has social implications related to the media, which act as watchdogs for
firms’ irresponsible practices. According to this study’s findings, increased media pressure has the power to
induce a better alignment between declared ESG policies and tax strategies.

Originality/value — This study contributes to the literature on the mechanisms that discourage tax
avoidance and the literature on the relationship between ESG and taxation by shedding light on the role of
media coverage.
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1. Introduction

Media coverage of environmental, social and governance (ESG) issues has the power to
inform and reflect the public opinion of an entity (Zhang and Cheng, 2020; Burke, 2022).
Media agenda-setting theory postulates that negative news can increase public scrutiny of
firms, leading them to implement actions aimed at regaining their eroded legitimacy (Kent
and Zunker, 2013). Recent studies show that negative media coverage of ESG issues acts as
an external monitor of a firm’s ESG activities, for instance, leading to a decrease in earnings
management (Chen et al., 2020) or an increase in ESG disclosures (Rupley et al., 2012).

A controversial aspect related to ESG is represented by corporate taxation in general and
tax avoidance in particular. Firms’ approach towards taxation is no longer considered solely
a matter of compliance but a signal of commitment to societal responsibility, legitimising the
company in the eyes of stakeholders.

Responding to pressures to disclose more about paid taxes, several tax transparency
regulations and standards have been implemented in the past decade (e.g. CbCr, UK tax
strategy reports, GRI 207: Tax). Recent media coverage of the relatively low tax rates of the
highest ESG-rated companies fuelled a debate on the relationship between ESG reputation
and tax avoidance practices, suggesting that when ESG performance is high, firms do not
perceive a reduction in tax avoidance as a means to gain legitimacy, with the risk of an
ESG-tax detachment [1]. Additionally, the perception of tax avoidance practices can vary
across and within countries depending on institutional and cultural factors (Ortas and
Gallego-Alvarez, 2020).

According to media agenda-setting theory, events such as negative media coverage could
increase the salience of reputational drawbacks, thus leading firms to consider reducing tax
avoidance as a legitimising action when they are hit by negative news on ESG. While prior
studies considered the relationship between media coverage and overall ESG performance,
tax avoidance distinguishes itself from other ESG topics, as it has not an immediate and
visible impact on society but rather a more subtle, even if not less damaging, long-term
effect. For instance, engaging in tax avoidance schemes does not abruptly interrupt public
services, whereas discontinuing a corporate philanthropy program generates immediate
inconveniences for its beneficiaries, thus attracting public scrutiny. Given the growing
attention and awareness of greenwashing practices, firms responding to ESG negative
media coverage by changing what is traditionally perceived as a corporate ESG policy (e.g.
environmental protection, working conditions, philanthropy) could face backfire as a
demonstration of “organised hypocrisy” (Sikka, 2010). Therefore, entities could adopt a
“diversion strategy” in response to ESG negative media coverage, shifting the focus from
core ESG topics to non-core (new) ESG topics, such as taxation.

In light of this background, this work examines ESG negative media coverage as a
channel that links ESG and tax avoidance. The analysis of STOXX Europe 600 entities
reveals that higher levels of negative media coverage of ESG issues, measured using
RepRisk, are associated with lower tax avoidance, thus indicating that media can monitor
tax avoidance practices in line with media agenda-setting theory.

This study contributes to the literature on the mechanisms that discourage tax avoidance
and the literature on the relationship between ESG and taxation in several ways. First, we
enrich the evidence on how ESG is linked to tax avoidance by considering the role of
reputational concerns. Prior studies rely on ESG proxies mostly derived from firms’
disclosures. However, emerging literature indicates that reputational ESG risk is a distinct
theoretical construct from ESG performance or disclosure (Lange and Washburn, 2012;
Kolbel et al., 2017). Reputational risk derived from ESG issues enhances the perceived risk,
potentially inducing a response in companies’ responsible behaviour.



Prior studies highlight that considering reputational risk connected to ESG media
coverage instead of ESG disclosure or performance allows for a better understanding of the
process that generates a risk for the firm and, consequently, the mechanisms and channels
through which ESG is related to firm practices (Hasan et al,, 2022). Thus, we extend the
literature on ESG and tax avoidance by considering how risk emerging from ESG issues,
rather than the risk-managing process (ESG performance; see Stuebs and Sun, 2010; Kélbel
et al., 2017), determines tax avoidance practices. Another important difference is that while
corporate disclosures are primarily directed to investors and analysts, the media can easily
reach a wider public and a broader range of stakeholders (Culpepper, 2015).

Moreover, using RepRisk measures offers better inferences than ESG disclosure or
performance measures, as it is timelier and more precise, gives less weight to firms’
documents and distinguishes between major and minor ESG issues (Hasan et al., 2022).

Additionally, we add to prior studies on monitoring mechanisms for tax avoidance. By
considering the whole range of ESG-related reputational concerns, we distinguish from prior
studies that focus on the relationship between generic media coverage and tax avoidance
(Gallemore et al., 2014; Graham et al., 2014; Kanagaretnam et al., 2018) or narrow the scope to
specific tax issues raised by the media (Chen et al., 2019). These studies are concerned with
overall media coverage while focusing on negative news could help understand firms’
reactions to a loss in legitimacy. Furthermore, these studies are single-country (Gallemore
et al., 2014; Graham et al., 2014; Chen et al., 2019) or rely on country-level metrics to proxy for
media coverage (Kanagaretnam et al., 2018). To the best of our knowledge, this is the first
cross-country study which examines the relationship between reputational risk and tax
avoidance by measuring both reputational risk and tax avoidance at the firm level, thus
providing a more granular analysis. Finally, we differentiate from prior studies by
interpreting corporate taxation (i.e. a reduction in tax avoidance) as a lever to re-establish
corporate reputation, endangered by other issues (core ESG issues), rather than considering
reputational concerns linked to tax avoidance as ex-ante outcome costs (Wilde and Wilson,
2018). Hence, we contribute to shed light on the determinants of the so-called “under-
sheltering” (Weisbach, 2002; Desai and Dharmapala, 2006; Hanlon and Heitzman, 2010) by
providing evidence in support of managers adjusting their firms' tax avoidance to
counterbalance other reputational concerns.

The remainder of the paper is structured as follows. Section 2 introduces the theoretical
framework. Section 3 discusses the literature and describes the hypothesis development.
Methodology is illustrated in Section 4. Section 5 reports the results, which are discussed in
Section 6. Section 7 concludes the study.

2. Theoretical framework

According to legitimacy theory, an organisation’s management creates a perception within
the community that its values align with the larger social system in which it operates
(Deegan, 2009). Breaching the implicit social contract with society can negatively affect the
organisation’s survival. In this context, corporate tax practices can be crucial in maintaining
or regaining legitimacy.Taxation is becoming a crucial part of ESG policies. Effective
retention or restoration of legitimacy requires displaying actual actions to inform
stakeholders about the firm paying its “fair share” of taxes.

The values and expectations of the community are not fixed but change over time,
necessitating organisations to be responsive to the evolving ethical and moral environment
(Suchman, 1995). While the theory suggests that managers disclose specific information to
minimise the legitimacy gap between society’s perception of an organisation’s values and
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the larger social systems’ values (Lindblom, 1994), there is a need to examine the factors that
bring certain issues to the attention of the relevant publics in the first place.

The media has been identified as a significant factor in creating legitimacy gaps for
organisations by revealing previously unknown information about firms (Kent and Zunker,
2013). The disclosure of such information can pose legitimacy challenges for an
organisation. Researchers have recognised the media’s role in shaping community concerns
and expectations, leading to the development of media agenda-setting theory. This theory
suggests that the media actively shape the public agenda rather than simply reflecting
community concerns (Carroll and McCombs, 2003; Zucker, 1978). It implies a relationship
between the level of media coverage and the degree of public interest, asserting that
increased media attention to an event leads to greater community concern and makes the
issue a priority. It is believed that individuals rely on the media to determine the importance
of issues in the real world, by a varying degree between obtrusive and unobtrusive events
(Zucker, 1978). On the one hand, obtrusive events involve issues that people have direct
experience with and can easily relate to, such as inflation or health problems caused by
extreme weather conditions. On the other hand, unobtrusive events are those where the
public has less direct knowledge or personal experience, such as the use of harmful
chemicals in remote locations. For instance, the literature often considers environmental
issues as unobtrusive events (Eyal et al, 1981), thus being the effect of media coverage
stronger for those issues (Zucker, 1978).

An associated dynamic of media agenda-setting is the time lag between media coverage
and the public agenda (McCombs and Shaw, 1994). The media agenda will precede public
concern for specific issues as the media influences public awareness. It is demonstrated that
public agenda changes occur after the media has covered an issue (Wanta et al., 2004).

In the accounting literature, several studies have used media agenda-setting theory in
conjunction with legitimacy theory (Aerts and Cormier, 2009; Patten, 2002).

However, no studies have applied this theoretical framework to corporate tax avoidance
practices within the field of ESG. In the outlined theoretical framework, the media acts as a
catalyst of public attention towards an object, i.e. the firm (basic agenda setting), for which it
outlines the salience of certain attributes, 1.e. negative ESG behaviour (attribute agenda
setting). Once the media targets the firm and the negative ESG behaviour, it can transfer the
salience of the relationships between the object (firm) and the attribute (negative ESG event)
on the networked public agenda (networked agenda setting). At this stage, the networked
agenda (firm — negative ESG event) is melted with the public’s preferences (agenda melding).
The melding of the networked objects and attributes (i.e. firm’s negative ESG event) and the
public’s preferences (i.e. tax as an ESG component) explains the underlying mechanism that
links the constructs of ESG negative media coverage and corporate tax avoidance.
Eventually, the expected firm’s reaction to restore its legitimacy, in line with the public’s
preferences, will be a reduction in tax avoidance.

3. Literature and hypothesis

A universally accepted definition of tax avoidance is still missing in the literature, as it is
difficult to draw a line between aggressive and non-aggressive tax practices (Blouin, 2014;
De Colle and Bennett, 2014). Tax avoidance is a broad concept, encompassing all actions
aimed at reducing explicit taxes, ranging from perfectly legal actions to the most aggressive
practices (Hanlon and Heitzman, 2010). At the aggressive end of this continuum, Lenz (2020)
defines tax avoidance as “the artificial (non-genuine) arrangement of transactions
undertaken predominantly or exclusively by rational agents with the objective of tax
optimisation [...]" (Lenz, 2020; p. 684). The view of tax avoidance as an element of ESG



policies is related to its perception as a cost to society (Weisbach, 2002) and is commonly
viewed as unethical or irresponsible by the public and the media.

The literature has explored the relationship between ESG and tax avoidance (Krieg and
Li, 2021; Scarpa and Signori, 2023). Studies on this topic can be divided into those finding
that ESG performance and tax avoidance act as complements and those finding a
substitution between the two.

The former strand of research argues that more virtuous firms also show lower levels of
tax avoidance (Hoi ef al, 2013; Lanis and Richardson, 2012, 2015). This finding can be
explained by stakeholder theory, as companies undertake ESG activities for the benefit of a
wide array of stakeholders, including their shareholders, employees, customers, suppliers,
creditors and the communities in which they operate. If public authorities (e.g. tax
authorities, regulators, governments) are considered part of these stakeholders, tax
avoidance should be seen as incompatible with ESG activities.

The latter strand of studies uses legitimacy and risk management theories to explain the
positive association between ESG performance and tax avoidance (Watson, 2015; Davis
et al., 2016; Col and Patel, 2019). Companies might reduce tax avoidance to restore legitimacy
when ESG performance declines or when some events threaten their reputation. From the
point of view of legitimacy theory, reducing tax avoidance activities repairs the loss in
legitimacy caused by poor ESG practices. From the point of view of risk management
theory, ESG activities, including those related to tax avoidance, are primarily a risk-
management strategy that a firm uses to enhance its reputation.

A positive association between ESG performance and tax avoidance can also be
interpreted as a consequence of companies not paying attention to tax avoidance levels
when ESG performance is high.

The context influences this relationship. For instance, studies focusing on the European
Union (EU) context generally document a positive relationship between ESG performance
and tax avoidance (Fallan and Fallan, 2019; Fourati et al., 2019; Gandullia and Pisera, 2020;
Alsaadi, 2020), in line with legitimacy theory. However, differences across jurisdictions have
been observed, mostly due to institutional characteristics that moderate this relationship,
such as cultural factors (Ortas and Gallego-Alvarez, 2020), book-tax conformity levels
(Alsaadi, 2020), country-level governance (Zeng, 2019) or firm-specific characteristics, such
as ownership (e.g. Landry et al., 2013 for Canadian firms).

An important factor driving the need for firms to (re)gain legitimacy in the eyes of
stakeholders is represented by the salience of ESG issues. Thus, a company might pay closer
attention to a reduction in tax avoidance as a legitimising tool when some ESG issues are brought
to the public’s attention, thus directing stakeholders’ attention to a decrease in ESG performance.
According to media agenda-setting theory, the media play a crucial role in increasing the salience
of a particular issue due to their growing power and role as a source of information (Culpepper,
2015). Having the power to direct public opinion and beliefs (Scheufele and Tewksbury, 2007), the
media can affect the reputations of a firm (Li et al,, 2023) and its executives or directors (Zingales,
2000; Borden, 2007; Dyck et al.,, 2010). By stressing certain narratives over others, media frames
can shift the weighting of a certain belief over others (Kneafsey and Regan, 2022). Disseminating
existing information and conducting independent investigations are two ways the media can
exert its influence (Miller, 2006; Kanagaretnam ef al, 2018).

Despite the affirmed notion that tax avoidance is conditioned by reputational costs and
thus associated with the level of scrutiny a company is exposed to, empirical evidence about
the association between external scrutiny and tax avoidance is inconclusive. Some studies
find that media coverage is associated with tax planning, tax avoidance or tax disclosure
(Graham et al., 2014; Dyreng et al., 2016; Kanagaretnam et al., 2018; Hoi et al., 2022,
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Kneafsey and Regan, 2022). Others show no association between media coverage and tax
avoidance (Gallemore et al, 2014 on tax sheltering activities; Chen et al., 2019 on media
around taxes and tax avoidance).

While those studies either refer to overall media coverage or a specific news type, tax
news, no studies have investigated how negative media coverage of ESG issues affects tax
avoidance. Understanding this linkage reinforces the evidence around the media’s capability
to monitor unethical behaviours, shedding light on the channels that link ESG to tax
avoidance by considering reputational issues (Krieg and Li, 2021). Examining negative news
could help understand how firms react to a reputational loss driven by the media.

Traditional ESG policies could be less effective in contrasting reputational loss because
they could be interpreted as “organised hypocrisy” (Sikka, 2010). Hence, we hypothesise that
firms under increased scrutiny adopt a “diversion strategy” in response to ESG negative
media coverage, shifting the focus from core ESG topics to non-core (new) ESG topics such
as taxation, which is an ideal domain for this diversion for two main reasons. First, income
taxes can be double-checked directly from financial statements by any user of corporate
disclosure [2]. Accordingly, the media, regulators and watchdog groups often focus on
GAAP effective tax rates (ETR) when evaluating whether a firm pays its “fair share of
taxes” (Benlemlih et al, 2023). Second, the tax-related information reported in financial
statements is subject to the tax authority’s scrutiny. This makes it hard for firms to
manipulate reported tax figures, increasing users’ confidence in tax information disclosed in
(audited) financial statements. In other words, assurance, traceability and enforcement
levels of tax-related disclosure are largely higher than other ESG-related information (Berg
et al., 2022). Therefore, a change in corporate tax policy represents a more credible and
verifiable signal to show responsible behaviour that firms could use to restore their
legitimacy when hit by negative ESG news.

Having the power to increase the salience of a deterioration in ESG performance,
negative media coverage of ESG issues could lead companies negatively targeted by ESG
news to reduce tax avoidance to restore their image and legitimise their actions in line with
media agenda-setting theory. Hence, we formulate the following hypothesis:

HI. Negative media coverage of ESG issues is negatively associated with tax avoidance.

4. Methodology

4.1 Data set

We focus on the STOXX Europe 600 Index, derived from the STOXX Europe Total Market
Index and a subset of the STOXX Global 1800 Index. With a fixed number of 600 components,
which are selected based on free-float market capitalisation, this index represents companies
across 17 countries of the European region: Austria, Belgium, Denmark, Finland, France,
Germany, Ireland, Italy, Luxembourg, The Netherlands, Norway, Poland, Portugal, Spain,
Sweden, Switzerland and the UK [3]. It covers approximately 90% of the free-float market
capitalisation of the European stock market [4]. We consider the period that goes from 2014 to
2018. Companies’ breakdown by industry [5] and country is presented in Table 1 Panel A. Our
sample features 2,309 firm-year observations (reduced to 2,142 in tests using cash ETR due to
missing information for some companies), which are analysed using panel regressions.

4.2 Assessment of the association between media coverage and tax avoidance
4.2.1 Dependent variable. We use the three-year forward average GAAP effective tax rate
(GAAP_ETR), measured as the average of the ratio between income taxes and pre-tax
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income for the current year, the year /+ 1 and the year ¢+ 2 and the three-year forward
average cash effective tax rate (Cash_ETR), measured as the ratio between taxes paid and
pre-tax income over the same period, as dependent variables. The variables are computed as
follows for every single period:

Income taxes;

GAAP ETR; = ———————
Pretax income;

Cash taxes paid;

Cash ETR; = -
Pretax income;
Avg3_ GAAP_ETR is the three-year forward average GAAP effective tax rate, calculated
for each year as the average of GAAP ETR for the current year and the two following years.
Similarly, Avg3 Cash_ETR is the three-year forward average cash effective tax rate,
calculated for each year as the average of GAAP ETR for the current year and the two
following years.

ETR are the most widely used measures to proxy for tax avoidance (Phillips, 2003; Rego,
2003). Because the numerator is derived from a firm’s taxable income, whereas the
denominator consists of pre-tax accounting earnings, they capture only tax avoidance
strategies that reduce taxable income (ie. income taxes) without affecting accounting
earnings simultaneously. As a result, the ETRs are considered measures of non-conforming
tax avoidance (Badertscher et al., 2019).

This kind of tax avoidance is the most impactful from a reputational standpoint,
including the most aggressive practices, such as tax sheltering. In sensitivity analyses, we
also use alternative tax avoidance measures (Henry and Sansing, 2018), which are less
sensitive to loss firms. Data to calculate GAAP and cash ETR have been retrieved from
Refinitiv Datastream. In line with previous studies, we truncate the values of GAAP_ETR
and Cash_ETR to define a range between 0 and 1. Thus, all negative values have been
replaced with 0, whereas values higher than 1 have been replaced with 1 (Armstrong et al.,
2012; De Simone et al, 2020). To maximise result generalizability, we have included
companies with a negative pre-tax income (De Simone et al., 2020).

4.2.2 Independent variable. Following previous research, we use the RepRisk score to
measure a firm’'s negative media coverage concerning ESG practices (Burke et al, 2019,
Asante-Appiah, 2020).

RepRisk systematically collects data from over 80,000 media sources in 23 different
languages, such as websites, newspapers and social media and uses artificial intelligence to
search for information on ESG issues. A proprietary algorithm aggregates data into a
composite score for each company. A higher score of RepRisk indicates a higher value
attributed to negative media on ESG issues and, consequently, a worse reputation.

RepRisk offers monthly data about negative media coverage of ESG issues. In line with
previous studies (e.g. Burke et al, 2019), we consider peaks in negative media coverage in
the months immediately preceding the publication of the financial statements. Hence, we
consider the peaks in negative media coverage in the fourth quarter of the fiscal year
(NegM_peak_Q4) and in the period that spans the last quarter of the fiscal year and the first
quarter of the following year (NegM_peak_Q4Q1). We also consider the peak in negative
media coverage throughout the whole fiscal year (Neghl_peak_FY).

Following Burke et al. (2019), we scale each RepRisk measure by the average value of
that measure in the year to consider scale effects.



4.2.3 Control variables. We control for firm size, leverage, profitability, PPE intensity,
intangible intensity, research and development expenditure levels, cash holdings and
market-to-book value (Derashid and Zhang, 2003; Plesko, 2003; Chen et al., 2010). Size is
the natural logarithm of total assets (Size) (Plesko, 2003). Leverage is the ratio between
long-term debt and total assets (Leverage) (Plesko, 2003; Chen et al., 2010). Profitability is
the ratio between pre-tax income and total assets (Profitability) (Plesko, 2003). PPE
intensity is the ratio between PPE and lagged total assets (PPE) (Plesko, 2003; Gallemore
et al., 2014). Intangible intensity is the ratio between intangible assets and lagged total
assets (Intangibles) (Hoi et al., 2013). Research and development intensity (RD) is
measured as the ratio between research and development expenditure and lagged total
assets (Hoi et al, 2013). As most companies in our sample adopt IFRS, we include
capitalised development costs for the period in total research and development
expenditure. We compute the ratio between cash and lagged total assets (Cash) to
consider cash holdings (Hoi et al., 2013). Market-to-book value (MTBYV) is the ratio
between the market value of equity and the book value of equity (Hoi et al, 2013;
Gallemore et al., 2014). Data to obtain firm-level control variables have been downloaded
from Refinitiv Datastream.

We also control for country-level variables. We use the natural logarithm of gross
domestic product (GDP) to control for the economic cycle. We use the World Economic
Forum measures for judicial independence (Jud_ind) and shareholder governance (Shar_gov)
as additional controls. To consider the level of alignment between book income and taxable
income, we build a country-level book-tax conformity measure (B7C). We create a dummy
variable equal to one when the financial accounts serve as the basis for the tax accounts and
the tax law requires that several items be treated equally in the financial accounts and the tax
accounts, zero otherwise (Peek et al., 2010). We acknowledge that differences in the ETRs in
our sample might be partially due to the different levels of statutory tax rates across
jurisdictions. Hence, we add the country’s statutory tax rate as a control (CSTR). CSTR is
obtained from KPMG corporate tax rate tables (Bonacchi et al, 2019). Finally, we control for
industry, country and year fixed effects.

4.2.4 Model. We estimate the following panel regression model:

Avg_Tax_avoidy 1.9 = a+ BiNeg_media; + B,Size; + BsLeverage,
+ ByProfitability, + BsPPE; + BgIntangibles; + B;RD;
+ BsCashy + BMTBYV; + B1gGDP; + By Jud_ind;
+ BioShar_gov; + B13BTC + B14CSTR,
+ industry, country, and year fixed effects + & 4]

Avg_Tax_avoidy; »1s Avg3_GAAP_ETR or Avg3_Cash_ETR, calculated as the average of
GAAP ETR and cash ETR over the period from 7 to ¢ + 2, respectively. Neg_media is one of
the measures for peaks in negative media coverage in ESG issues, which are measured in the
whole fiscal year t (NegM_peak_FY), the last quarter of the fiscal year ¢ (NegM_peak_Q4) or
the last quarter of the fiscal year £ and the first quarter of the following year (period £+ 1)
(NegM_peak_Q4Q1I).

As the Hausman test is not significant when comparing a model with firm and year
fixed effects with a model with industry, country, and year fixed effects in our model
specifications (p ranging between 0.11 and 0.97), we did not include firm fixed effects,
thus resorting to a random-effects model.
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5. Results

5.1 Main analyses

Descriptive statistics show that the average GAAP ETR for firms in the sample is 24.7%,
while the median value is 23.2% (Table 1 Panel B). These values are close to the cash ETR
(mean value of 24.9% and median value of 23.2%). Companies in the sample show low levels
of negative media coverage. While the scores assigned by RepRisk range from 0 (no
negative media coverage) to 100 (highest levels of negative media coverage), the mean value
of monthly peaks in the whole fiscal year is 25.19, with a median value of 25. Results are
similar when we consider peaks in the fourth quarter of the fiscal year, or the fourth quarter
of the fiscal year and the first quarter of the following year.

The correlation matrix shows no collinearity problems (Table 1 Panel C). Negative media
coverage variables are positively and strongly associated with GAAP and cash ETRs.
Among the other coefficients, size shows a strong relationship with media coverage, while
the country variable judicial independence shows strong relationships with GDP, BTC and
CSTR. Similarly, BTC and CSTR are strongly associated. However, the maximum VIF
values suggest that collinearity does not affect our results.

Multivariate analysis results confirm the positive and significant association between
negative media coverage of ESG issues and tax avoidance (Table 2), suggesting that
companies more exposed to the media on ESG issues show lower levels of tax avoidance.
This finding holds for both GAAP and cash ETR, regardless of the time horizon considered
for negative media coverage [6]. Peaks in media coverage of ESG issues that happen during
the fiscal year, as well as peaks that originate when the financial statement publication date
approaches, 1.e. in the last quarter of the fiscal year or in the period that spans the last
quarter and the first quarter of the following year, are significantly associated with tax
avoidance. Hence, our hypothesis on the negative relationship between negative media
coverage of ESG issues and tax avoidance is supported.

5.2 Additional analyses

The additional tests performed to strengthen our results include alternative measures for the
dependent and the independent variables, assessing the role of ESG performance, change
specification, two-stage estimation, long-term effect test and subsample analyses [7].

5.2.1 Alternative tax avoidance measure. We consider alternative measures of tax
avoidance. The first measure (Delta_tax) has been developed by Henry and Sansing (2018)
and is based on the basic assumption that a firm is tax-favoured (tax-disfavoured) if its cash
taxes paid are lower (greater) than the firm’'s pre-tax book income multiplied by the
corporate statutory tax rate (CSTR). We apply a modified version of the measure by
removing changes in tax refund receivables. Other than being less sensitive to loss-making
firms, this metric is useful in assessing tax avoidance when analysing cross-country
samples. Our Delta_tax measure is built as follows:

Cash_tax; — (Pretax_inc; x CSTR)
MVA,

Delta_tax, =

Where Cash_tax is taxes paid, Pretax_inc is the pre-tax income, CSTR is the corporate
statutory tax rate for the country where the company is based and M VA is the market value
of assets, computed as the sum market value of equity and book value of assets, minus book
value of equity.

Positive values of this measure indicate that a company’s effective taxes paid are higher
than the hypothetical taxation, whereas negative values indicate that a company has paid
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less in taxes than expected. Hence, we predict a positive association between negative media
coverage of ESG issues and Delta_tazx.

Additionally, we use modified versions of the tax avoidance measures used by Hasan
et al. (2014), adapted to a non-US setting. BTD is a book-tax difference measure computed as:

Pretax_incy — (Cur_dom_tax,/ CSTR) — Cur_for_tax;
TA:

BTD, =

Cur_dom_tax represents current domestic taxes, and Cur_for_tax is the current foreign
tax [8]. TA is total assets. Data are obtained from Refinitiv Datastream. Where absent, we
replace Cur_dom_tax and Cur_for_tax with a value equal to 0. The lower this measure, the
less aggressive the firm’s tax strategy. Hence, we predict a negative association between
negative media coverage of ESG issues and BTD.

Finally, we estimate the abnormal permanent book-tax differences as in Hasan et al.
(2014) (Ab_perm_BTD) based on Frank et al. (2009) discretionary permanent book-tax
difference. We first compute the permanent differences as follows:

Preta x_in ¢ — (Cm_dom_mgs ¥ lgm _for_taxy)  (Inc_tax; — Cur_d{gg _Ttlgxt — Cur_for_taxy)

TA,

Permy; =

Where Inc_tax represents income taxes accrued in the year and deferred taxes are obtained as a
difference between income taxes (In¢_tax) and current taxes (Cur_dom_tax, Cur_for_tax). We
then use the residuals from the following model to compute abnormal permanent differences:

Perm; = a+ By + BoPermy_y + industry, country,and year fixed effects + &  (2)

Higher levels of abnormal permanent differences are considered a sign of higher tax
avoidance. Hence, we expect a negative relationship between negative media coverage of
ESG issues and Ab_perm_BTD. We rerun the baseline models, replacing ETR measures
with Delta_tax, BTD and Ab_perm_BTD. Results show that negative media coverage is
positively and significantly associated with Delfa_tax and negatively and significantly with
BTD and Ab_perm_BTD (Table 3).

Untabulated figures show that the results also hold when using the three-year forward
average of these alternative measures computed from ¢ to ¢ + 2. Overall, the findings of the
baseline models are confirmed when we use alternative tax avoidance measures.

5.2.2 Different measures of negative media coverage. As a company could also react to
the pressure deriving from cumulative negative news throughout a period, we run the same
analyses, replacing the peaks in negative media coverage with the sum of monthly RepRisk
scores in the same period. Results confirm the results found in the baseline models (Table
Al in the Appendix).

5.2.3 Effect on envirommental, social and governance performance. We run an additional
test using the Refinitiv Datastream Combined ESG score to compare the impact of negative
media coverage on ESG performance with the observed impact on tax avoidance.
ESG_Score is the dependent variable, and ESG negative media coverage metrics are the
main independent variables. As the impact of media coverage on ESG performance might
not be immediate, we consider not only current (¢) but also future ESG performance by using
the ESG_Score in the fiscal year following the one to which the peak in negative media
coverage refers (f + 1). As in Di Giuli and Kostovetsky (2014), we include firm-level controls
for size, profitability, cash holdings, leverage and market-to-book value. We also include
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country (Ye et al, 2016), year and industry fixed effects to account for differences in
environmental sensitivity (Patten, 2002).

Results (Table 4) show that the association between negative media coverage of ESG
issues and ESG performance is not statistically significant. This test confirms our prediction
concerning corporate taxation as a peculiar ESG issue. Negative media coverage influences
tax avoidance differently (negative relationship) than ESG performance (no relationship).
We interpret these results as firms enhancing their reputation by leveraging corporate tax
policies rather than other ESG factors. Additionally, they allow us to rule out that ESG
performance drives our results.

5.2.4 Change specification. We performed a change specification. We use a dummy
variable (Ch_NeglM) that captures a shift from no negative media coverage of ESG issues to
negative media from a year to the following and relate that variable to the change in ETRs.
We regress the changes in the three-year average GAAP and cash tax rates on Ch_NegM and
the year-on-year changes of the time-variant control variables used in the baseline models.
Our prediction is that when a company previously not covered by the media on ESG issues is
hit by bad ESG-related news, its tax payments will increase (i.e. tax avoidance will decrease).

Results (Table 5) show that when negative media coverage of ESG starts, companies
increase their GAAP effective tax rate for the current and the two subsequent years by an
average of 0.37% (coefficient of Ch_NegM in Column 1 times mean GAAP ETR of our
sample) and their cash effective tax rate by 0.5% (coefficient of Ch_NegM in Column 2 times
mean cash ETR of our sample). The results in Table 5 also help mitigate the endogeneity
concern on the spurious regression issue, which is less likely to affect change specification.

5.2.5 Long-term effects. Prior studies (Desai and Dharmapala, 2006) suggest that it often
takes years to plan tax sheltering activities, set up offshore subsidiaries in tax havens and,
in general, elaborate complex tax planning schemes. To better address the impact of ESG-
related negative news on future tax avoidance practices, we consider GAAP and cash ETRs
in the fiscal year following the one to which the peak in negative media coverage refers
(t+1) and the following year (#+ 2). We rerun our main model using the forward GAAP
ETRs and cash ETRs at year ¢ + 1 and year ¢ + 2 as dependent variables.

Results (Table A2 in the Appendix) confirm the findings obtained in the baseline model.
The effect is of particular magnitude for the cash ETR at time 7+ 2 (coefficients between
0.034 and 0.040 in the three regressions), suggesting that the response intensity increases
over time, especially for an item generally regarded as more impactful on public opinion, i.e.
cash taxes paid.

5.2.6 Endogeneity. We argue that our results show that endogeneity should not be an
issue. If an unobservable factor, such as responsible managerial practices, affected both our
dependent variable and our independent variable of interest, a company would be exposed
to less negative media coverage of ESG and engage less in tax avoidance behaviours. Hence,
we would have observed a positive relationship between negative media coverage of ESG
issues and tax avoidance. However, our findings document a negative relationship between
negative media coverage and tax avoidance, suggesting that media can act as an external
monitor and that endogeneity is not likely to affect our results. Similar to Barth et al. (2017),
who claim that the observation of a negative relationship between reporting quality and
information asymmetry indicates that endogeneity is not likely to affect their results, our
findings suggest that unobservable factors do not affect our research design. Moreover,
negative media coverage does not entirely depend on a company’s choices and practices but
also on the media’s willingness to cover that company.

Nonetheless, we perform a two-stage regression to address those concerns. We instrument
ESG negative media coverage using two instrument variables: industry environmental
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Dependent variable AAvg3_GAAP_ETR AAvg3_cash_ETR
Const —0.010 (0.009) —0.023%* (0.011)
Ch_NegM 0.015%* (0.008) 0.020%* (0.009)
ASize 0.022%* (0.011) 0.024* (0.013)
ALeverage 0.014 (0.032) —0.023 (0.038)
AProfitability 0.023 (0.031) —0.031 (0.038)
APPE —0.042* (0.025) —0.015%%* (0.029)
Alntangibles —0.025 (0.015) 0.003 (0.018)
ARD —0.046 (0.125) 0.008 (0.147)
ACash —0.002 (0.028) —0.012 (0.033)
AMTBV 0.002** (0.001) 0.002* (0.001)
AGDP 0.075 (0.194) 0.165 (0.230)
AJud_ind —0.018* (0.011) —0.032%** (0.013)
AShar_gov —0.002 (0.005) 0.001 (0.006)
BTC —0.027 (0.019) 0.016 (0.022)
ACTSR —0.285 (0.275) —0.256 (0.342)
Industry FE Yes Yes
Country FE Yes Yes

Year FE Yes Yes

N 2,091 1,924

R? (overall) 0.06 0.05

Wald Chi? 128.24%% 100.27%#%
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Notes: Standard errors in parentheses. Size, Leverage, Profitability, PPE, Intangibles, RD, Cash and MTBV
are winsorised at the 1st and 99th percentiles; *** ** and * indicate significance levels at 1, 5 and 10,
respectively. Coefficients in bold refer to hypothesis testing

Source: Authors own creation

Table 5.

Change specification

sensitivity (Patten, 2002) and a country’s orientation towards sustainability (Simoni et al., 2020).
In the first stage, ESG negative media coverage measures are regressed on the two instruments
and all the control variables used in the baseline models. The second stage equals the baseline
model, but RepRisk measures are replaced with predicted values estimated in the first stage.
Results (Table A3 in the Appendix) largely confirm those in the main analysis, showing a
positive and significant coefficient in five of the six models.

5.2.7 Channel tests. We identify two channels through which negative media coverage
of ESG issues can influence tax avoidance: the strength of a country’s tax enforcement and
media ownership. A company targeted by negative media coverage of ESG issues will have
a higher likelihood of being audited by tax officials. The intensity of this tax auditing
activity is a function of the tax enforcement strength at the country level, which, in turn,
reduces the probability of engaging in tax avoidance (Hoopes et al., 2012; Beuselinck et al.,
2015). We collect data on tax enforcement drawing from the OECD Tax Administration
Guide, measured as the ratio of citizens to tax staff at the central government tax agency (De
Vito et al,, 2019; Alexander et al., 2020). We interact the tax enforcement metric with the
three negative media coverage variables included in the main models, documenting positive
and statistically significant coefficients for the interaction terms when using cash ETR as a
dependent variable (Table A4, Panel A in the Appendix). Hence, ESG negative media
coverage shows a stronger association with taxes paid when the pressure exerted by the tax
authority is higher.

Media ownership can influence the process of collecting information and making it
available to the public, in general, and to corporate stakeholders, specifically. By supplying
alternative views to the public, privately owned and independent media will prevent



SAMP]
15,7

20

government-owned media from distorting and manipulating information to entrench
incumbent politicians and preclude voters and consumers from making informed decisions
(Djankov et al, 2003). We collect country-level data for media ownership (Djankov et al,
2003) and interact the TV state ownership variable, representing the number of top five TV
enterprises in each country owned by the state weighted by market share, with the three
negative media coverage variables included in the main models. Regressions (Table A4,
Panel B in the Appendix) show negative and significant coefficients for the interaction terms
involving media coverage variables in regressions using cash ETRs. We regard cash ETR
as a more truthful proxy of tax avoidance because taxes relevant to tax authorities are those
paid and attract greater scrutiny from the media.

5.2.8 Subsamples. We replicate our main models on three different sub-samples to rule
out that certain categories of firms drive our results. We excluded firm-year observations
that report negative pre-tax income, companies in the financial sector and UK companies.
Results (Table A5 in the Appendix) confirm the positive and significant association between
negative media coverage of ESG issues and tax rate measures throughout the three sub-
samples.

5.2.9 Country-by-country reporting. Further analysis involves Country-by-Country
reporting (CbCr) adoption across European countries to address the role of tax transparency
in shaping tax avoidance. CbCr was initially introduced in the EU with Directive 2013/36/
EU, requiring EU financial institutions to disclose CbCr reports from 2014 publicly. For
large non-financial companies, CbCr became compulsory in 2016. South Africa followed the
same timeline for all its companies. Switzerland implemented CbCr for large multinational
companies in 2018. Firms affected by CbCr display an increase in their GAAP ETRs and a
decline in tax-motivated income shifting (Joshi, 2020).

We rerun the main model, including a dummy variable CbCr, which is 1 for firm-year
observations in which CbCr requirements were in place in the respective jurisdiction, based
on revenue thresholds, and 0 otherwise (Table 6). We interact ChCr with all three main
metrics of negative media coverage of ESG issues. We run the same analysis on the full
sample (Table 6 Panel A) and a sub-sample of non-financial firms (Table 6 Panel B), most
affected by CbCr. Results indicate a higher intensity in the response by companies subject to
CbCR hit by negative ESG news when considering GAAP ETRs but not cash ETRs. In line
with Joshi (2020), we document a significant impact of CbCr on the GAAP ETRs of
European companies but not on their cash ETRs. Hence, CbCr contributed to a moderate
reduction of tax avoidance (concerning GAAP ETR) for companies hit by negative ESG-
related news.

6. Discussion

Our findings show that firms exposed to negative media coverage of ESG issues show lower
tax avoidance due to higher scrutiny by stakeholders driven by media pressures. According
to media agenda-setting theory, negative news on ESG issues determines a reputation loss,
enhancing companies’ need to be responsible in the eyes of stakeholders. This spurs
companies to restore their legitimacy by being less tax aggressive. Paying more taxes helps
their stakeholders perceive them as good “corporate citizens”. Hence, companies seem to
limit tax avoidance levels as a tool that allows them to (re)gain legitimacy when legitimacy
itself is threatened by negative events with high salience due to media coverage. This result
aligns with prior studies stating that media coverage acts as a phenomenon that increases
companies’ need to act responsibly due to legitimacy reasons, thus connecting media
agenda-setting and legitimacy theories (Kent and Zunker, 2013).
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Higher levels of negative media coverage of ESG issues are positively associated not only
with ETRs but also with taxes paid on top of the theoretical tax burden based on the
statutory tax rate, as shown by our additional analyses.

Our study extends two literature streams: the literature on the mechanisms that discourage
tax avoidance and the literature on the relationship between ESG and tax avoidance.

Regarding the former, studies documented that media independence can act as an
external monitor for tax avoidance (Kanagaretnam et al, 2018), while tax avoidance is not
associated with tax news (Chen et al, 2019). We add to this debate by shedding light on two
characteristics of media coverage. First, we focus on negative media coverage, which can
cause serious reputational drawbacks. Second, we consider ESG news.

Regarding the latter research stream, we document that firms with poor ESG
performance pay more taxes to balance that poor performance, in line with part of the prior
literature. However, unlike prior studies, we document the role played by the media in
shaping this relationship. Thus, we contribute to this stream of literature by providing novel
evidence on the process that generates a risk for the firm, represented by media coverage,
contributing to understanding the mechanisms and channels through which ESG is related
to firm practices (Hasan et al., 2022).

7. Conclusion

Negative media coverage of ESG issues has recently attracted scholars’ attention mainly for
the capability of the media to function as an external monitor that can spur companies’
responsible behaviour. Drawing on media agenda-setting theory and legitimacy theory, we
have examined whether the salience of ESG issues connected to negative media coverage
can lead companies to reduce tax avoidance practices in the attempt to regain their
legitimacy. Considering that large corporations are increasingly scrutinised on tax issues
and the related (ir)responsible behaviours, our study helps to understand how the
reputational damage deriving from ESG controversies can influence tax avoidance. By
considering the whole range of ESG-related reputational concerns, we distinguish from prior
studies that focus on the relationship between generic media coverage and tax avoidance
(Graham et al., 2014; Gallemore et al., 2014) or narrow the scope to specific tax issues raised
by the media (Chen et al., 2019).

While prior studies have examined the association between ESG disclosure or
performance and tax avoidance, this paper contributes to a better understanding of the
channels and mechanisms that link ESG and tax avoidance. We postulate and find that
media coverage monitors tax avoidance as it causes an increase in firm risk (Hasan et al,
2022) and subsequent response by entities. Hence, reducing tax avoidance becomes a
legitimising tool when companies are hit by negative media coverage of ESG issues.
Moreover, using RepRisk measures based on third-party evaluations offers better inferences
than other data providers’ ESG disclosure or performance measures (Hasan et al., 2022).

In light of these results, policymakers and regulators are warned not to overlook tax
transparency when dealing with ESG disclosure requirements, suggesting that tax
disclosure should be integrated into ESG reporting. Our findings could assist standard
setters in their decisions, considering the recent approval of the CSR directive and the
development of non-financial reporting standards by EFRAG. Tax-relevant information
could be integrated into European Sustainability Reporting Standards by issuing a standard
devoted to tax sustainability rather than including taxes in governance or community-
related standards. Integrated disclosure of tax strategies could help users verify their
alignment with a firm’s declared ESG policy. This can have a positive impact on society, as



a more granular tax disclosure should facilitate the detection of corporate tax avoidance
schemes, improving the tax collection process to fund public goods.

We are aware that this study has some limitations, as the focus on the European context
might hamper the results’ generalizability. Nonetheless, we have considered the largest
European companies, which usually have operations in several countries and continents and
are subject to high scrutiny. Future studies could extend our results by investigating other
geographic areas or considering smaller entities. Additionally, further studies could advance
the debate by investigating other channels through which ESG policies are transmitted to
tax avoidance strategies and practices. Finally, tax-responsible practices, such as
transparency, could be further investigated, considering their relationship with ESG issues.

Notes

1. “ESG investment favours tax-avoiding tech companies”, Financial Times, 22 February 2022,
https://on.ft.com/3qGQLG1

2. Both IFRS and US GAAP mandate the disclosure of tax expense in financial statements.

3. We retrieved the STOXX 600 Europe components list in February 2020. As the criterion for
inclusion is the stock exchange companies are listed on, companies based in different countries
might be included. For this reason, a company from South Africa has been included in our sample.

4. Data as of 31 March 2021. Source: www.stoxx.com.
5. Industry classification is based on Fama-French 12 industries.

6. Results are robust to a different specification of long-run average tax rates, obtained by dividing
the sum of income taxes (or cash taxes paid) by the sum of pre-tax income over a period of three
years as in Dyreng et al. (2008) (untabulated results).

7. Tax-related news could theoretically affect the examined relationship. However, as less than 5%
of firm-month observations in the sample show some tax-related news in the database, it is
unlikely that our results are driven by tax-related news.

8. Current foreign taxes are a substitute for the item Income taxes (other) provided in book-tax
differences computed by Manzon and Plesko (2001).
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Table A2.
Long-term effects
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Table A4.
Channel tests
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