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Abstract

Prior literature on the relation between tax complexity and tax compliance provides mixed
results. US regulators claim that complexity leads to more tax compliance, they argue that firms
tend to comply more to resolve the additional uncertainty and state thalexdsn is a
necessary condition for equitable laws. On the otiaard, there is literatureconcerning
negative impacts agax complexity. Tis literaturesuggests that tax complexity leads to erosion

of the taxpayers morale and undermines the trust andéss of the tax system, which in turn
reduce tax compliance. This papeontainsthe results oempirical research on ¢hrelation
between tax complexity and tax compliaras®l investigates boetax-differences and boek
tax-difference residuals in the years surroundinghg Cuts and Jobs Act (TCJAQr the

firms that were hit most by the incremental complexitythe legislationUS-listed MNCSs).

The results strongly suggt that incremental complexitlgads toreduced tax compliancé&
moreeffective tax systerthat simplifiestax lawis mostlikely neededAdditionally, empirical
research inthis papeindicateghat the TCJA is associated with a lower tax burdet/f®fisted

MNCs which correlateswith large government deficits in the future
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1. Introduction

1.1.Research question and motivation

Prior literature providesiixed findings about the relation of tax complexitytax compliance

US regulators claim that complexity leads to more tax compliance, they argue that firms tend
to comply more to resolve the additional uncertainty and state that complexity is a ryecessar
condition for equitable law@Vestat, 1980; IRS, 2017pn the othehand,there is a stream of
literature concerning negative impacts tdx complexity (Milliron, 1985; Eustice, 1989;
Slemrod, 2005; Richardson, 2006; Kirchler et al., 2006; Cox and EQ@6, Zwick, 2018)

These papers suggest that tax complexity leads to erosion of thayers morale anthat it
undermines the trugh and fairness of the tax system, which in turn redti@e compliance

This paer aims 0 find more clarity orthis isse and investigateshe following research

guestion:
Does tax complexity affect tax compliance for Usfed multinational corporations?

An answer to this questigrrovidesinsights in thesffectiveness of the current®) tax system.

This researctassessewhether the US tax code sieeached its limitsand aims tocapture
whether U.S. tax law has become too complex and discourages compliance or whether the tax
complexity is needed for a fair distribution of the tax burded thusreinforcescompliance.
Regulators need insights time impact ofecent tax reforms to optimize the tax system in the
future. Thefindingsof this paper caprovideinsights in whetheregulatorsshouldinvesttime

in simplifying the tax system avhether they shouldontinue tadevote their time teaptuing
thecomplexity of society and business transactiamsch make the tax system inevitably more

complex.
1.2.Research design and data

| investigate theelationbetweentax complexity and tax compliance by performing an event
study around the Tax Cuts and Jobs Act (TCJA). The TCii#eitargest corporate tax reform

in the US since 1986énd signed into law on 22 December 201 7thwypresident of the US
(Clausing, 2020). Main consequences of this new legislation for US corporfaitionghe 1%

of January 201®nwardsare: a spectacular reduction in the statutory corporate tax rate from
35% to 21%, a shift fromwaorldwide tax system to a territorial taystem and implementation

of new international provision®revious literature abothe TCJA provides contrasting views

and results about the effectiveness of the legislation and its implications. While previous
research mainly focusses on the stock margaction (Ziegler, 2018), inequality (Nieves et al.,
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2018) and income shifting (Clausing, 2020), no empirical research is done about the effects of
the tax reform on corporate tax complexity and whether in turn tax complexitysattigct
compliance folJ.S. listed multinational firm®egite the fact that the US tavode was already
perceived as being extremely comp(®anning, 1976; Strader and Foglassio, 1989; Eustice,
1989; Pollack, 1993; Slemrod, 200%he TCJA likely complexifies tax law for USsted
multinational corporations due to interacting and contrasting international provisions and the
paramount uncertainties that lie in the exact operation of the TCJA(itselh and Cherveny,

2018; Mihir, 2018; Slemrod, 2018; Mathur 2019; HonakerBmaimas, 2019; Clausing, 2020;

Ren et al.,, 2020)Therefore, the TCJA provides a good setting to investigate the relation
between corporate tax complexity and tax compliaiibe.dependent variablbroughout this
researchis tax compliance which is operatializedby booktax-differencesand booktax-
difference residual The independent variable of interest is a dummy variable (cdl@d4),

which differentiates between the period before and after the implementation of thePr@JA.
literature and amassessment of tacelatedfees indicate that the TCJA brought additional tax
complexity to multinational corporations. Therefore, inferences can be made about whether tax
complexity (as reinforced by the TCJA) is associated with more (or less) compbahediS

tax codefor US listed MNCsIn this paperegression modelare usedo performstatistical
analyses and control for relevant variables that affect the dependent vailifblesatahatis
neededor construcingt he variables is mainly retrieved
CompustaiCapital 1Q (AppendiG).

1.3.Findings

The outcome ditératuteheviesv orpthep TECIAO ad tax complexitgnd an
investigation of taxelated feestrongly suggest that the TCJA ls&d incremental complexity

for USlisted MNCs(Levin and Cherveny, 2018; Mihir, 2018; Slemrod, 2018; Mathur 2019;
Honaker and Thomas, 2019; Clausing, 2020; Ren et al., 2@86itionally, an investigation

of the relation between tax complexity (as proxied by the TCJA) and tax compliance (as proxied
by booktax-differences and boetax-difference residualguggestshat additional complexity

leads to reduced tax compliarfoe US-listed MNCs. Furthermore| find that thelegislation is
successful in its aim to reduce tlag burden of US listed MNEC The current effective tax rate
significantly decreases by %bwhen inorporatingfixed effects, andy 7.5%in the model
without fixed effects Results on the cash effective tax rates are less stitmmgash effective

tax rateonly significanty decreaseby 2.9%when excluding fixed effects



1.4.Contribution

This paper contributes to previous researctagwomplexityandtax compliancéy examining
the effect of tax complexity (as reinforced by the TCdAyarious proxies ofax compliance
for USlisted MNCs.Up until now, to the best of my knowledge, nopancal studies have been
done abouthe TCJA and tax compliance. This an interesting fieldfor research since
corporate taxcompliance contributes largely to the effectiveness of the US tax syisadsn.
contribute to research on the TCJ#y investigating theffect of the TCJA on thtax burden
of US listed MNCs. When comparimgfective tax rated find that multinationatorporations
are able to reduce their tax expenses by millioindollarsand largelybenefit from lower
relative tax rates after implementation of the TCHAr multinationals the benefit of this
reduction in tax burden is likely tavershadowhe inconvaience of theadditionalcomplexity

of the legislation.
1.5.Implications and structure

This paper suggests that additional tax complexity leads to reduced compliance to tax
legislation. Thids important to consider when deciding future tax reforms.Thefindings in

this paper imply thatdditional tax complexity likely worsers the effectiveness of the tax
system.Law makers shoulthusconsiderdevotingmore time to simplify the tax system and
make it understandable to its users rather than trying to capture all complexity of society and
business transactioisthe tax codeMoreo\er, the resultgpresented ihis paper suggest that

the TCJA results in a lower tax burden for US listed multinatiof@is US multinationals the
benefits of the large reduction in tax burden likely dommake inconvenience of the
additional complexit of the legislation. However, the reduced tax burden of fcorselates

with arapidly growingUS government deficitin the future US civilians probably havie bear

the costsof theperks that corporatiorreceiveunder currentorporatetax law.

This paper is structured in eight sectioFise first section is this introductiolm the nexsection
atheoretical background and a literature review is provadethe topic Thereafter, | elaborate
on the hypothesis developmentsection 3Section 4 focusses dhe research desighat is
used Section 5 describes the results and finally a conclusiproisded The last two sections
outline the referenced prior literature and sourcessedin this paperand several appenes

that are usefuior the understanding of this paper.



2. Theoretical background and Literature review

2.1 Tax systems and TCJA

What makes a good tax system is difficult to assess, however, having a look at prior research
on tax law, most peopkgyree that a tagystem should strive to achieve four basic gdalstice
(1989)outlines these goals as follow%) Taxsystems should primarily raise revenue. (2)-Tax
systems should be fair (since there is always some disagreement on what peopie foebeei

fair, at least it should be a popular label). (3) -Bggtems should be neutral in that it does not
distort the economy or the efforts of its citize@@. Taxsystems should be simplie system

should be knowable by both taxers and the tre@sy taxed at a reasonable cost.

The Tax Cuts and Jobs Act, US latest major tax refortandsto reduce the tax burden for
firms, incentivise investments, create more jobs, higher wages and a better standard of living
for American citizens (CNBC, 2017Additionally, it aims to address some issues related to
corporate taxation and attempts to reshape and improve the US and international tax system by
reducing income shifting and taking some steps in expanding the &xiiak is compatible

with goall and2 above (Slemrod, 2018; Mihir, 2018jowever the TCJAalsoignoressome

of thebasicgoals.Notwithstanding the good intentions of TCJA, the legislation is perceived as
very unpopular by Americans. Only 32% supported the TCJA in theuledd itspassage
(Williamson, 2018) This indicates that TCJA is not perceived as fair by many Amerittaus
violating goal 2. Moreover, the TCJA is accused of having costly and ineffective provisions
that mainly benefit corporations and the wealthy, this isnmatible with goals 1, 2 and 3
(Hendricksand Schwartz2018; Nieves et gl2018). Furthermore, the legislation is criticized

for the large government deficit it will create in the futuFais indicates that the law is not
neutral and violates goal 3 (Nr, 2018). Lastly, it isstatedthat the reform is complex and
contradicting, andtpispusigaal4latyriskiHomakaNiNIGodnas2019).

It would be fair to say that the TCJA is revolutionary, in that its provisions deviate fronch

the basic four goalthat a tax system should try to achiewsd is possibly contributing to
complexity problems in the U.S. taystem. This paper relates most to goal 4 and further

i nvestigates I mpact of t he TCJeddirmms anrfaxr e me n

compliance of USisted multinational corporatéaxpayers.

2.2T CJ Adesantrcorporate provisions
This section outlines the most important provisions that the TCJA imposes ofliste&.

MNCs. A more detailed overviewan be found in appendix A.
















































































































































