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INTRODUCTION 

 This study examines the relation between money laundering and corporate tax avoidance 

 Using a sample of 41,486 U.S. firm-year observations over the 1995–2014 period, our 
regression results show that money laundering is significantly positively related to tax 
avoidance 

 Our additional analysis shows that: 
 The relation between money laundering and tax avoidance is stronger for a sub-sample of financial firms 
At the state-level, we find that money laundering is significantly positively related to tax avoidance in states 

with low litigation risk, while our main finding of a significant positive relation between money laundering 
and tax avoidance holds regardless of whether a state ranks high or low on social capital or corruption 
At the firm-level, we find that money laundering is significantly positively related to tax avoidance in firms 

with low corporate governance and high financial distress, and our main finding also holds irrespective of 
whether a firm has high or low tax accruals 
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RESEARCH HYPOTHESIS 

 Firms and their management may have greater incentives and opportunities to 
engage in tax avoidance in high money laundering states due to the weak 
institutional environment in which firms are exposed to in those states as well as the 
different attitudes towards specific forms of crimes in those states 

 Based on the review of relevant theory and extant literature provided in the paper, 
we develop the following (directional) hypothesis: 

 H1: The incidence of money laundering sentences in firms’ headquartered state is 
positively related to corporate tax avoidance 
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RESEARCH DESIGN 

 Sample selection, data source and distribution of  the sample 

 Our sample originally comprised of all firms in the Compustat annual file over the 1995–
2014 period. Initially, this gave rise to 54,438 firm-year observations (see Panel A, Table 1). 
The sample was then reduced to 41,486 firm-year observations after excluding duplicates 
(163), and firms with missing values for independent or control variables used in our regression 
model and firms headquartered outside of the U.S. (12,789 firm-year observations)  

 We begin our sample year in 1995 due to the availability of data on money laundering 
sentences across U.S. states and the fact that money laundering guidelines were modified 
throughout the period 1990–1995 

 Finally, we note that data are generally winsorized at the 1st and 99th percentiles in our study 
to reduce the likelihood of outliers significantly affecting our empirical results, while our ETR 
proxy measures of tax avoidance (see below) are truncated between 0 and 1 
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RESEARCH DESIGN 

 Regression model 

 We examine the relation between money laundering and tax avoidance using 
ordinary least squares (OLS) regression analysis.  

 Our regression model is estimated as follows:  

 TAX_AVOIDit = α0it + β1MLit + β2SIZEit + β3MTBit + β4LEVit + β5CASHit + β6ROEit  

                        + β7NOLit + β8∆NOLit + β9FIit + β10CAP_INTit + β11EQINCit  

                        + β12R&Dit + β13∆SALEit + β14QUICKit + INDDUMMIES + YEARDUMMIES  

                        + εit                                                                                                                                        (1) 
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RESEARCH DESIGN 

 Dependent variable 

 Our dependent variable is denoted by tax avoidance (TAX_AVOID).  

 We use several proxy measures of tax avoidance as the dependent variable in our 
study from prior research (e.g. Manzon and Plesko 2002; Desai and Dharmapala 
2006; Dyreng et al. 2008, 2009; 2012; McGuire et al. 2013) to improve the 
robustness of our empirical results 

 We employ four tax avoidance proxy measures in our main empirical analysis: 
1. Accounting ETRs (GAAP_ETR)  
2. Cash ETRs (CASH_ETR)  
3. Total unrecognized tax benefits (UTB_TOTAL) 
4. Tax shelters (SHELTER) 
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RESEARCH DESIGN 

 Independent variable 

 Our independent variable is denoted by money laundering (ML), which is measured as the 
natural logarithm of the number of corporate money laundering sentences in a given state and 
year 

 We collected data on money laundering sentences from the U.S. Sentencing Commission 
(USSC) (2015) which provides data on the number of money laundering sentences in each 
state and year since 1995. Each guideline offender sentence involves a single sentencing 
event for a single offender in each state. Multiple counts (and even multiple indictments) are 
deemed a single sentencing event if sentenced at the same time by the same judge. A single 
offender may be embroiled in more than one case and if so, they are treated as separate 
cases 

 We construct four proxy measures of money laundering sentences based on state and year 
(see Appendix A) 
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RESEARCH DESIGN 

 Control variables 

 Our control variables are represented by: 
 SIZE, MTB, LEV, CASH, ROE, NOL, ∆NOL, FI, PPE, EQINC, R&D, ∆SALES, QUICK, IND, and YEAR 
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EMPIRICAL RESULTS 

Summary statistics and univariate analysis  

Descriptive statistics – see Table 2 

 Pearson correlation analysis – see Table 3 (Panel A) 

 t-tests of statistical significance – see Table 3 (Panel B) 
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EMPIRICAL RESULTS 

 Multivariate analysis 

 OLS regression analysis – see Tables 4 and 5 

 Instrumental variables (2SLS) regression analysis – see Table 6 

 Propensity score matching procedure – see Table 7 
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EMPIRICAL RESULTS 

 Additional analysis 

 Financial firms sub-sample – see Table 8 

 State and firm-level variables – see Table 9 
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CONCLUSION 

 This study investigates the relation between money laundering and corporate tax 
avoidance 

 Our regression results show that money laundering is significantly positively related 
to tax avoidance 

 In terms of economic significance, we find that, on average, a one-standard 
deviation increase in money laundering sentences leads to a decrease in the 
accounting effective tax rate by around 0.37% or 37 basis points 

 We also find that our baseline regression results are robust to potential endogeneity 
concerns  
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CONCLUSION 

 Our additional analysis shows that: 
The relation between money laundering and tax avoidance is stronger for a sub-sample of 

financial firms 
At the state-level, we find that money laundering is significantly positively related to tax avoidance in 

states with low litigation risk, while our main finding of a significant positive relation between money 
laundering and tax avoidance holds regardless of whether a state ranks high or low on social capital 
or corruption  
At the firm-level, we find that money laundering is significantly positively related to tax avoidance in 

firms with low corporate governance and high financial distress, and our main finding also holds 
irrespective of whether a firm has high or low tax accruals 
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CONCLUSION 

 This study makes the following contributions: 

1. It documents a strong positive relation between money laundering and tax avoidance. To the best of our knowledge, this is the 
first study that has empirically analyzed this important issue. This study extends prior research by exploring the broader state-
level cultural, institutional and economic effects of where firms are headquartered on their business activities regarding tax 
avoidance. We also provide valuable insight in terms of the economic significance of money laundering on tax avoidance 

2. It provides some noteworthy additional findings which show that the relation between money laundering and tax avoidance is 
stronger for a sub-sample of financial firms, confirming that these institutions may pose a greater money laundering and tax risk. 
Further, at the state-level, money laundering is significantly positively related to tax avoidance in states with high litigation risk, 
whereas at the firm-level, money laundering is significantly positively related to tax avoidance in firms with low corporate 
governance and high financial distress, and our main finding also holds whether a firm has high or low tax accruals 

3. It constructs several proxy measures of firms’ propensity to engage in money laundering activities based on the incidence of 
money laundering sentences where firms are headquartered in each state and year. Firms with the corporate headquarters 
located in a state with a higher incidence of money laundering sentences in that year are more likely to engage in tax avoidance 

4. It contributes to an increasing line of research that analyzes the effects of firms’ engagement in illicit activities on corporate tax 
planning (e.g. DeBacker et al. 2015). In doing so, it is one of a few select studies that explore the role of firms’ headquartered 
activities and environment on tax behavior 

5. It provides valuable insights applicable to tax authorities and law enforcement agencies, and also for analysts, investors and 
other capital market participants 
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THANK YOU FOR YOUR TIME! 
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