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1. INTRODUCTION

Although it is often said that the only things certain in life are death and taxes, taxes at
least are far from inevitable, and individuals take a variety of actions to reduce their tax liabilities.
Some are legal “tax avoidance” activities, such as income splitting, postponement of taxes, and
tax arbitrage across income that faces different tax treatment. “Tax evasion” consists of illegal
and intentional actions taken by individuals to reduce their legally due tax obligations. Individuals
can evade income taxes by underreporting incomes; by overstating deductions, exemptions, or
credits; by failing to file appropriate tax returns; or even by engaging in barter. In this paper, |
review and assess that we have learned about what motivates individuals to pay — or to not pay —
their legally due tax liabilities in the years since Allingham and Sandmo (1972) and Srinivasan
(1973) first applied the economics-of-crime model of Becker (1968) to the analysis of tax
evasion.

Most often tax evasion actions are viewed through the lens of the individual income tax.
However, these types of action can clearly be taken in other taxes. For example, in the corporate
income tax firms can underreport income, overstate deductions, or fail to file tax returns, just as
individuals do in the individual income tax.! Similarly, sales taxes present numerous opportunities
for evasion.? Individuals can attempt to evade a jurisdiction’s sales taxes on specific commodities
by purchasing them in other neighbouring areas and then consuming them in the relevant
jurisdiction without paying the required use tax, and individuals can simply evade taxes on

intangible services. A broad-based retail sales tax is certain to include significant exemptions

1To be sure, there are some theoretical studies of firm tax evasion (e.g., Marelli and Martina, 1988; Crocker and
Slemrod, 2005; Chen and Chu, 2005; Goerke and Runkel, 2006). There is also a limited empirical literature on firm
evasion. See Rice (1992), Kamdar (1997), Joulfaian (2000), and Nur-tegin (2008).
2See Murray (1994) and Alm, Blackwell, and McKee (2004) for empirical analyses of sales tax evasion. There is also
relevant work on evasion of internet-related sales taxes (e.g., Alm and Melnik, 2010, 2012).
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(e.q., food, health, education, services), thereby creating individual and firm incentives for
evasion. For a value-added tax, firms can present fraudulent invoices that allow them to
understate their tax liabilities, or they can simply fail to register (especially if their value-added is
high, as with service providers); individuals may even seek to register as firms to disguise their
own personal consumption as purchased inputs.® Property taxes can be evaded by undervaluation
of true property values.* Non-remittance of legally due taxes in a timely way is an obvious
method of evasion for most any tax.> The increasing globalization of economic activities presents
an almost infinite array of evasion opportunities both to individuals and to firms (e.g., border
shopping, transfer pricing, smuggling). There is widespread, if somewhat imprecise, evidence that
these many avenues for tax evasion are frequently used in most all countries, especially in
developing countries.®

Tax evasion is important for many reasons, and indeed its existence is central to some of
the most fundamental issues in public economics. The most obvious is that it reduces tax
collections, thereby affecting taxes that compliant taxpayers face and public services that citizens
receive. Beyond these revenue losses, evasion creates misallocations in resource use when
individuals alter their behaviour to cheat on their taxes, such as in their choices of hours to work,

occupations to enter, and investments to undertake. Its presence requires that government expend

3 See Keen and Smith (2006), Keen (2007), Keen and Lockwood (2010), and Semerad and Bartunkova (2016) for
some recent examples.
4There is some recent work on property tax delinquency (e.g., Alm, Hodge, Sands, and Skidmore, 2015; Alm
Hawley, Lee, and Miller, 2016). The literature on property tax fraud is more anecdotal. For example, see
http://www.nytimes.com/2012/08/02/nyregion/property-tax-evasion-in-city-is-widespread-report-suggests.html.
There are similar press reports in most countries around the world.
5 This form of tax evasion is defined and quantified by the U.S. Internal Revenue Service (IRS) as the “underpayment
tax gap”. See https://www.ire.gov/uac/the-tax-gap .
®See Schneider and Enste (2002) for a detailed discussion of methods and estimates of the size of the so-called
“shadow economy”. For more recent estimates of the size of the shadow economy, see Schneider (2016a). For a
critical assessment of these methods, see Feige (2016), as well as the response by Schneider (2016b).
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resources to detect noncompliance, to measure its magnitude, and to penalize its practitioners.
Noncompliance alters the distribution of income in arbitrary, unpredictable, and unfair ways.
Evasion may contribute to feelings of unjust treatment and disrespect for the law. It affects the
accuracy of macroeconomic statistics. More broadly, it is not possible to understand the true
impacts of taxation without considering tax evasion.

So what motivates individuals (and firms) to evade their taxes? Asked somewhat
differently, what motivates them to pay their legally due tax liabilities, thereby complying with
the laws and regulations that govern the payment of taxes? | examine this broad question by
looking at three specific questions:

1) What does theory say about what motivates tax compliance?

2) What does the evidence — from naturally occurring field data, field experiments, and

laboratory experiments — show?

3) How can government use these insights to improve compliance?
In the following sections, | examine each question. | conclude with some suggestions — and some
predictions — for future research. There are of course several excellent surveys of the tax
compliance literature, of various vintages.” What | hope to add to these surveys is an up-to-date
and current discussion of this ever-expanding work, as well as my own perspective on what we
have learned (e.g., “known knowns”), what we have not learned (e.g., “known unknowns”), and

what we need to do to narrow this gap. | attempt to be as comprehensive as | can in discussing the

theoretical and empirical literatures, but | acknowledge at the start that I am certain to omit some

"See: Cowell (1990), Pyle (1991), Andreoni, Erard, and Feinstein (1998), Alm (1999), Richardson and Sawyer
(2001), Slemrod and Yitzhaki (2002), Kirchler (2007), Slemrod (2007), Torgler (2007), Alm (2012), Sandmo (2012),
Slemrod and Weber (2012), and Hashimzade, Myles, and Tran-Nam (2013). Also, see Torgler (2002) and Mascagni
(2018) for reviews that focus upon the use of experiments on tax compliance, including laboratory and field
experiments.
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relevant papers, in part because this area of research is expanding so rapidly that aiming at it is

somewhat like shooting at a moving target. | apologize in advance for any oversights.

2. INSIGHTS FROM THEORETICAL RESEARCH

2.1. The Economics-of-crime Model of Tax Compliance

The basic theoretical model used in nearly all research on tax compliance starts with the
work of Becker (1968) and his economics-of-crime model, as first applied to tax compliance by
Allingham and Sandmo (1972) and Srinivasan (1973). Here a rational individual is viewed as
maximizing the expected utility of the tax evasion gamble (or lottery), weighing the benefits of
successful cheating against the risky prospect of detection and punishment. The standard
conclusion from this approach is that an individual pays taxes because he or she is afraid of
getting caught and penalized if he or she does not report all income. This approach therefore gives
the plausible and productive result that compliance depends upon audit and fine rates. Indeed, the
central point of this approach is that an individual pays taxes because — and only because — of this
fear of detection and punishment.

To illustrate this expected utility approach more precisely, consider a simple version of the
standard model. An individual is assumed to receive a fixed amount of income I, and must choose
how much of this income to report to the tax authorities and how much to underreport. The indi-
vidual pays taxes at rate t on every dollar R of income that is reported, while no taxes are paid on
underreported income. However, the individual may be audited with a fixed probability p; if

audited, then all underreported income is discovered, and the individual must pay a penalty at rate



f on each dollar that he was supposed to pay in taxes but did not pay. The individual's income Ic if
caught underreporting equals

lc=1-tR-f[t(I-R)], 1)
or income less taxes paid on reported income less penalties on unreported taxes. If underreporting
is not caught, income Iy is

In=I-tR, )
or income less taxes paid on reported income. The individual is assumed to choose declared
income to maximize expected utility, defined as

EU(1)=pU(lc )+(1-p)U(In), 3)
where E is the expectation operator and utility U(l) is a function only of income. This
optimization generates a standard first-order condition for an interior solution; given concavity of
the utility function, the second-order condition is satisfied. Comparative statics results are easily
derived. For example, it is straightforward to show that an increase in either the probability of
detection p or the penalty rate f unambiguously increases reported income.

This economics-of-crime approach therefore gives the sensible result that compliance
depends upon enforcement. Indeed, it is essential to recognize that this approach concludes that
an individual pays taxes because — and only because — of the economic consequences of detection
and punishment. This is an important insight, with the obvious implication that the government
can encourage greater tax compliance by increasing audit and penalty rates.

However, there are problems with the standard expected utility approach to tax
compliance: some of its main predictions are not strongly supported by the evidence.

One prediction of the standard theory is that a higher tax rate increases compliance, at

least under plausible assumptions about how an individual is penalized on detected evasion and
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how the individual evaluates risk (Yitzhaki, 1974). Although the theoretical reasoning is sound,
this result seems quite at odds with basic intuition. Indeed, as discussed later, empirical evidence
largely (if not universally) finds that compliance falls with higher tax rates.

More problematic is another prediction — indeed, an assumption — of the standard theory:
compliance is driven entirely by financial considerations, especially those generated by the level
of enforcement. However, it is clear to many observers that compliance cannot be explained only
by the benefit-cost calculus of amoral individuals.® The percentage of individual income tax
returns that are subject to a thorough tax audit is generally quite small in most countries, almost
always well less than 1 percent of all returns. Even in a country like the United States, the Internal
Revenue Service (IRS) reported an overall audit rate in 2015 of only 0.8 percent (Internal
Revenue Service, 2016b). Similarly, the penalty on even fraudulent evasion seldom exceeds much
more than the amount of unpaid taxes, these penalties are infrequently imposed, and civil
penalties on non-fraudulent evasion are even smaller. A purely economic analysis of the evasion
gamble suggests that most rational individuals should either underreport income not subject to
third-party information (including employer source-withholding), or should over-claim
deductions not subject to independent verification because it is unlikely that such cheating will be
caught and penalized. However, even in the least compliant countries evasion seldom rises to
levels predicted by a purely economic analysis, and in fact there are often substantial numbers of
individuals in most countries who apparently pay all (or most) of their taxes all (or most) of the

time, regardless of the financial incentives they face from the enforcement regime.

8 This observation has been made by Graetz and Wilde (1985), Elffers (1991), Andreoni, Erard, and Feinstein (1998),
Torgler (2006), and Kirchler (2007), among many others. For a somewhat contrary view, see Slemrod (2007).
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One instructive way of illustrating this dilemma is to assume that the utility function of the
individual takes the form Ii¥%/(1-€), where the subscript i refers to the state of the world (i=C,N)
and e is a measure of the individual's constant relative risk aversion. Using the definitions of Ic
and In in equations (1) and (2), the expected utility maximization generated by the solution to
equation (3) can be solved for the optimum amount of reported income R*.° Now suppose that R*
is calculated for specific, realistic values of the various parameters. For example, if t=0.4, =2,
p=0.02, and e=1, then the individual will optimally report no income. Very large values for
relative risk aversion are required to generate compliance consistent with actual country
experience. When e=3, reported income is only 14 percent of true income; when e=5, it is still
only 44 percent; when e=10, it is 71 percent; and e must exceed 30 for compliance to exceed 90
percent. Even if the probability of detection is as (unrealistically) high as 30 percent (with t=0.4
and f=2), relative risk aversion must exceed 7 to generate compliance over 90 percent. However,
existing field evidence on the coefficient of relative risk aversion using a variety of approaches
suggests that e ranges between 1 and 2, and may even be as low as 0 (Friend and Blume, 1975;
Hansen and Singleton, 1983; Hall, 1988; Chetty, 2006; Gandelman and Hernandez-Murillo,
2013). Risk aversion must be abnormally large for behaviour to be even roughly comparable to

actual observed choices, even in many developing countries with low levels of compliance.

® To illustrate this result, the individual’s optimization from equation (3) requires that R* be chosen to maximize
EU(I) = p[I-tR*-ft(1-R*)]¢/(1-¢) + (1-p)[I-tR*] I-¥/(1-¢),
where the definitions of Ic and In have been substituted into the specific functional form for utility. The first-order
condition for utility maximization is then
OEU(1)/OR* = 0 = p[I-tR*-ft(I-R*)](-t+ft) + (1-p)[I-tR*]*(-1),
which with cancellation of t can be rearranged to get
p(f-1)/(1-p) = [(I-tR*)/(I-tR*-ft(1-R*)]*.
Taking the 1/ root of both sides of this equation and defining A=[p(f-1)/(1-p)]", the solution for R* is
R* = [I(A-1+ft)/(t(A-1+))].
8



Admittedly, there are reasons why this simplistic analysis somewhat overstates the
problem with the standard expected utility approach.'® Consider the United States as an example.
First, a standard feature of many individual income tax systems is that a third-party (e.g., the
individual’s employer) reports the relevant part of an individual’s taxable income to the tax
authority (and often also withholds income taxes on this reported taxable income). This third-
party information increases significantly the chances that an individual who underreports income
on a filed return will be detected, especially in its combination with employer source-
withholding.** Second, the “official” IRS audit rate somewhat understates “actual” IRS audit
policy. In fact, the IRS conducts a range of audits, and for many types of audits the actual rates
are quite high. Third and relatedly, while overall audit rates are quite low, among certain income
and occupation classes they are more frequent. Fourth, the IRS conducts a wide range of audit-

type activities, including line matching and requests for information, and these activities are much

101 am grateful to an anonymous referee for emphasizing these considerations.

11 For example, the IRS calculated for 2006 the Net Misreporting Percentage (NMP) for different sources of income,
where the NMP measures unreported (or “misreported”) income as a fraction of estimated “true” income. AS
indicated in the table below, the NMP for income that is subject to third-party information return matching (as well as
to employer withholding), such as wages and salaries, is virtually zero. In contrast, the NMP for income not subject to
third-party matching (e.g., nonfarm proprietor income, other income, rent and royalties, farm income, Form 4797
income, adjustments) generally exceeds 50 percent. Similar results are found for other years. See Internal Revenue

Net Misreporting | Percentage of
Type of Income Percentage (%) | Tax Gap (%)
Subject to substantial information reporting and withholding (wages and 1 5.3
salaries)
Subject to substantial information reporting (pensions and annuities, 8 5.8
unemployment compensation, dividends, interest, Social Security
benefits)
Subject to some information reporting (deductions, exemptions, 11 30.9
partnerships and S corporation income, capital gains, alimony income)
Subject to little or no information reporting (nonfarm proprietor income, 56 58.0
other income, rents and royalties, farm income, Form 4797 income,
adjustments)

Service (2006, 2012, 2016).



more frequent.'? Finally, it is individual perceptions of audit rates that influence behaviour, rather
than actual audit rates, and individuals typically misperceive actual audit rates; indeed, it is
common for individuals to believe that the audit rates that they face are substantially higher than
the audit rates that actually apply to them (Aitken and Bonneville, 1980; Yankelovich, Skelly, and
White, Inc., 1984; Webley et al., 1991; Kirchler, 2007).

Even so, there is little doubt that in many settings the chances of detection and punishment
are slight. Especially in circumstances in which third-party sources of information and employer
source-withholding are limited, the chances that an individual who does not report truthfully will
be caught and penalized are quite limited. In addition, as discussed later, there is considerable
evidence that the individual’s decision goes well beyond a simple amoral benefit-cost calculation
based solely on narrowly defined financial considerations.

On balance, then, the basic model of individual compliance behaviour implies that rational
individuals should report little income, especially when third-party information and employer
source-withholding are imperfect. However, although compliance varies significantly across
countries and is often quite low, compliance seldom falls to a level predicted by the standard
economic theory of compliance. Indeed, the puzzle of tax compliance behaviour is why people
pay taxes, not why they evade them. This observation suggests that the compliance decision must
be affected by other factors or be affected in ways not captured by the standard approach.

In sum, the standard theoretical model of tax compliance has generated many important,

plausible, and relevant insights. Even so, the approach has some well-recognized deficiencies:

12 For example, in 2015 only 1.2 million individual returns (or less than 1 percent of the 147 million individual
returns filed) were actually audited. However, in that year the IRS sent 1.6 million “math error notices” and received
from third parties nearly 3 billion “information returns”, which are used to verify items reported on individual income
tax returns. See Internal Revenue Service (2016b).
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Standard expected utility theory concludes that enforcement is the single key factor that
motivates compliance. However, some predictions from theory are counterintuitive
(especially the predicted level of compliance and some predicted comparative static
responses).

In large part because of these (and other) concerns, there have been numerous efforts to extend

the basic economics-of-crime model of tax compliance. These efforts can be usefully classified in

several ways, as discussed next.

2.2. Extensions to the Economics-of-crime Model: Staying within Expected Utility Theory

A first type of extension stays within the basic expected utility framework of the
economics-of-crime model, and simply adds a range of considerations that make the model more
realistic. These considerations include adding such factors as: employer withholding (Kleven et
al., 2012; Alm, Clark, and Leibel, 2016); an individual labor supply decision (Pencavel, 1979;
Cowell, 1981 ), including the choice of sector in which to work or the type of job to pursue
(Cowell, 1985; Pestieau and Possen, 1991); multiple individual strategies for reporting (e.g.,
simultaneous tax avoidance and tax evasion decisions) (Cross and Shaw, 1982; Alm, 1988a;
Martinez-Vazquez and Rider, 2005); alternative penalty, tax, and tax withholding functions
(Pencavel, 1979; Yaniv, 1988); complexity and the associated uncertainty about the relevant
fiscal parameters (Alm, 1988b; Beck and Jung, 1989a; Scotchmer and Slemrod, 1989; Cronshaw
and Alm, 1995; Snow and Warren, 2005; Alm, 2014a); the use of paid preparers to assist in tax
calculations (Klepper and Nagin, 1989b; Scotchmer, 1989; Reinganum and Wilde, 1991; Erard,

1993); the receipt of government services financed by tax payments (Cowell and Gordon,
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1988)*3; positive (individual) rewards for honesty (e.g., eligibility for a lottery if found to be
compliant) (Falkinger and Walther, 1991); endogenous audit selection rules that utilize
information from tax returns to determine strategically whom to audit (Landsberger and
Meilijson, 1982; Rickard, Russell, and Howroyd, 1982; Greenberg, 1984; Reinganum and Wilde,
1985, 1986; Graetz, Reinganum, and Wilde, 1986; Beck and Jung, 1989b; Kuchumova, 2017);
and the like.™

These extensions considerably complicate the theoretical analyses, and generally render
clear-cut analytical results impossible. Indeed, to date, no single theory has been able to
incorporate more than a few of these factors in a meaningful way. These extensions also retain the
basic — and limiting — results of the simple expected utility model: an individual focuses
exclusively on the financial incentives of the evasion gamble, paying taxes solely because of the
fear of detection and punishment; and an individual responds to a higher tax rate by increasing
compliance.

These extensions complicate considerably the comparative statics of the tax compliance

choice, and withholding especially gets predictions closer to observations. Even so, they

leave enforcement as the main factor that motivates compliance, and they also do not

change the compliance-tax rate response.
2.3. Extensions to the Economics-of-crime Model: Expanding to Behavioural Economics

A second type of extension has expanded the expected utility model by introducing some

aspects of behaviour considered explicitly by other social sciences. Many of these aspects can be

13 There is also a large literature on the voluntary provision of public goods that is related to compliance research.
See, for example, Axelrod (1984), Ledyard (1995), and Andreoni and Payne (2013) for comprehensive surveys.
14 As only one example, Kleven et al. (2012) and Alm, Clark, and Leibel (2016) incorporate employer withholding by
partitioning true income | between what is subject to third-party reporting (Iter) and what must be self-reported (Isr),
with a significantly higher audit rate for Itpr than for Isg.
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discussed under the rubric of “behavioural economics”. As discussed in detail by Rabin (1998),
Camerer and Lowenstein (2004), McCaffery and Slemrod (2006), Angner and Loewenstein
(2010), and Congdon, Kling, and Mullainathan (2011), among others, behavioural economics can
be broadly defined as an approach that uses methods and evidence from other sciences (especially
psychology) to inform the analysis of individual and group decision making.*

The standard neoclassical economic model of human behaviour is based on several main
assumptions: individuals are rational, they have unlimited willpower, and they are purely self-
interested. While these assumptions may be a useful starting point for the analysis of individual
behaviour, there is increasing evidence that they are inaccurate and unrealistic depictions of
many, perhaps most, individuals. Indeed, there is growing acceptance that, contrary to the
standard neoclassical approach:

e individuals face limits on their ability to compute (e.g., “bounded rationality”, “mental
accounting”);

e they systematically misperceive, or do not perceive at all, the true costs of actions (e.g.,
“fiscal illusion”, “saliency”, “overweighting” of probabilities);

e they face limits on their “self-control” (e.g., “hyperbolic discounting”, Christmas savings
clubs, automatic enrollment programs);

e they are affected by the ways in which choices are “framed” (e.g., “reference points”,
gains versus losses, “loss aversion”, “risk-seeking behaviour”, “status quo bias”);

e they are influenced by the social context in which (e.g., diversity), and the process by
which (e.g., voting rules), decisions are made; and

e they are motivated not simply by narrowly defined, individually based financial
considerations, but also by notions whose origins stem more from group considerations,
such as fairness, altruism, reciprocity, empathy, sympathy, trust, guilt, shame, morality,
alienation, patriotism, social customs, social norms, “tax morale”, and many other
objectives.

As emphasized by Congdon, Kling, and Mullainathan (2011), these so-called “deviations” can be

classified into three broad areas: imperfect optimization (stemming from, say, limited

15 For more “popular” discussions, see Ariely (2008), Thaler and Sunstein (2008), and Kahneman (2011).
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computation abilities or misperceptions), bounded self-control (as demonstrated by hyperbolic
discounting), and non-standard preferences (like other-regarding preferences).

In short, individuals are not always the rational, outcome-oriented, self-controlled, selfish,
and egoistic consumers envisioned by much of the standard theory. Behavioural economics uses
these deviations from the standard assumptions as the starting point for a more realistic view of
how individuals make choices. There are of course various criticisms of behavioural economics,
such as the absence of a single unified theory of behaviour, the difficulty of making judgments
about the social welfare implications of policies, its focus on individual behaviour versus
aggregate (or market) behaviour, and the paternalistic implications of many behavioural
insights.'® Even so, there is increasing acceptance that behavioural economics can help improve
our understanding of individual and group behaviours.

Behavioural economics has been applied in two broad (and somewhat overlapping)
dimensions. One extension keeps its focus on individual factors; the other extends the analysis to
group considerations.

Focusing on the Individual: Frame Dependence and Non-expected Utility Theory. A first

strand of behavioural economics deals mainly with individual behaviour. Many of the individual
behaviours that diverge from neoclassical predictions involve some form of “frame dependence”,
in which an individual’s decision depends upon how the choice is presented. Frame dependence is
typically related to some psychological predisposition or some cognitive limitation of the
individual.

One factor here is that individuals apparently adapt to an unchanged environment and

perceive stimuli relative to this environment. Many individuals react much differently to gains

16 See especially Glaeser (2004, 2006).
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than to equal-but-opposite valued losses. Individuals may therefore act on the basis of a “value
function” (rather than the utility function in economic models). The value function is assumed to
depend upon changes in income from some “reference point”, rather than the level of income
itself. The value function is also assumed to be steeper for losses than for gains because a loss in
income is disliked much more than an equal gain, and it is concave for gains (“loss aversion’) but
convex for losses (“risk seeking”), so that an individual may exhibit risk-averse behaviour when
confronted with risky but positive gambles, while the same individual may become a risk-lover
when faced with gambles that involve (net) possible losses.

Individuals also often misperceive the true costs and benefits of their actions. The standard
model of individual behaviour assumes that individuals are fully aware of these costs and
benefits. However, there is much evidence that individuals are often unaware or at least
inattentive to some types of incentives. In such cases, observed behaviour will clearly differ from
behaviour predicted by standard models of individual optimization. Such inconsistencies seem
likely in the case of taxes, given the complexity, opaqueness, and informational asymmetries of
tax systems.

Still another factor is that people do not engage in exponential discounting but instead
engage in discounting that is better described by a quasi-hyperbolic functional form. In particular,
there is an immediacy effect that causes the discount rate to be very high when a person has to
choose between a cost/benefit immediately evaluated against a cost/benefit in the future.

A related notion is that individuals may not be able to make all of the computations
implied by standard optimization given, say, limits on time or cognitive abilities. In the face of

these limitations, they may instead apply “heuristics” or “rules of thumb” that allow them to

15



“satisfice” rather than to fully optimize. Perhaps the most complete development of this modeling
strategy is the “bounded rationality” of Simon (1955).

A final aspect is that individuals are motivated by a wide range of factors, including self-
interest (narrowly defined) but also by notions that arise more from group considerations, such as
fairness, altruism, reciprocity, empathy, sympathy, trust, guilt, shame, morality, alienation,
patriotism, social norms, social customs, social capital, tax morale, intrinsic motivation, and many
other objectives. These motivations (e.g., guilt) are often modeled by introducing additional
elements in the individual’s objective function (e.g., by adding a non-pecuniary or psychic cost
associated with evading one’s own tax liability). These elements are discussed later.

Also important is individual behaviour under uncertainty, and there are now various
formalizations of “non-expected utility theory” that have been applied to individual choices. One
factor that emerges from these efforts is the way in which individuals perceive probabilities.
There is overwhelming evidence that individuals “overweight” the low probabilities that they face
in some situations, like tax compliance; that is, even when fully informed, individuals
systematically act as if the audit probability that they face is much higher than its actual level.
More generally, individuals may act on the basis of “subjective probabilities”.

There are numerous examples of these non-expected utility theories, including (but not
limited to): prospect theory (Kahneman and Tversky, 1979); rank-dependent expected utility
theory (or anticipated utility) (Quiggin, 1982); first order and second order risk aversion (Segal
and Spivak, 1990); regret and disappointment theory (Loomes and Sugden, 1982, 1987); non-
additive probabilities (Schmeidler, 1989); and ambiguity theory (Ellsberg, 1961); and hyperbolic
discounting (Laibson, 1997, 1998), to mention only a few such approaches. Specific applications

of these non-expected utility theories to tax compliance include Bernasconi (1998), Yaniv (1999),
16



Bernasconi and Zanardi (2004), Arcand and Graziosi (2005), Snow and Warren (2005), Dhami
and al-Nowaihi (2007), Eide, von Simson, and Strom (2011), and Alm and Torgler (2012).’
Relative to expected utility theory, these models change the “probability” that an individual
perceives and the “objective function” that he or she pursues. In doing so, they considerably
complicate the analysis of the individual decision, but they can also generate predictions that
better approximate observed levels, especially if they have overweighting of probabilities.®
These non-expected utility theory models change the “probability” and the “objective
function” of the individual’s compliance choice. In doing so, they considerably
complicate the analysis, but they can generate predicted levels of compliance that better
approximate observed levels, especially if they have subjective (or overweighting of)

probabilities. However, they do not typically change the comparative statics results as
long as the payoff to evasion is still based on the tax rate.

Focusing on the Group: Social Interactions Theory. A second strand of behavioural

economics that is relevant to tax compliance focuses more on group behaviour, which | classify

as the “social interactions theory” strand.

17 For a comprehensive survey of these many approaches as applied to tax compliance, see Hashimzade, Myles, and
Tran-Nam (2013).
18 For example, Alm and Torgler (2012) add a term y¢(I-R) to income in the two states of the world, redefining income
in equations (1) and (2) as Ic=I-tR-f[t(I-R)]-y¢(I-R) and as In=I-tR-yz(I-R), with expected utility still defined by equation
(3). The individual now is assumed to suffer a psychological loss in expected income proportional to unreported taxes,
with the coefficient y measuring as a fraction of income how much the individual would pay to avoid the loss associated
with each dollar of unreported taxes. Clearly, y is likely to be sensitive to the ethics of tax compliance: the stronger is the
ethical norm to pay one’s taxes fully, the more deviant the behavior of a non-compliant individual becomes and the more
loss the individual feels. It is straightforward to show that reported income is higher in this setting than in the basic
economics-of-crime model. In a different approach, Alm and Torgler (2012) incorporate loss aversion (or more extreme
forms of risk aversion, such as rank dependent expected utility). They assume that individuals are described by a rank
dependent expected utility model, and they modify the basic maximization problem of equation (3) to one in which
an individual maximizes EU(I)=[g p U(lc )+(1-g) (1-p) U(In )], where g serves to overweight the probability of the
“bad” outcome (or detection and punishment). This formulation can also be shown to generate higher levels of
compliance than the standard model. Finally, Alm and Torgler (2012) reformulate the basic model using prospect
theory. First, they replace the utility function with a “value function” v(.), where value is assumed to depend upon
changes in income from some reference point, the value function is assumed to be steeper for losses than for gains,
and the value function is assumed to be concave for gains (risk aversion) but convex for losses (risk seeking). Second,
Alm and Torgler (2012) replace the probability with a “weighting function” z(p) that depends positively upon the
probability but that overweights low probabilities and underweights high ones. This formulation can also be shown to
generate higher levels of compliance than the standard model.
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There is abundant evidence that individuals are influenced by the social context in which,
and the process by which, decisions are made. There is also much evidence that they are
motivated by notions that arise from group considerations, such as fairness, altruism, reciprocity,
empathy, sympathy, trust, guilt, shame, morality, alienation, patriotism, social norms, social
customs, the “bandwagon effect”, conformity, social capital, social networks, “tax morale”,
intrinsic motivation, obedience to authority, and many other objectives, all of which depend in
some way upon the individual’s interactions with a larger group. Regardless of the specific term
that is used, all of this research concludes that one’s own individual behaviour is strongly
influenced by the behaviour of the group to which one identifies.

In the area of tax compliance, there are various aspects of these social interactions, as
discussed in detail by Alm et al. (2012) and Alm (2014b). The most straightforward aspect
recognizes the obvious fact that individuals are not the same, and so that they cannot be perceived
as a single homogeneous group. Some individuals may be motivated only by financial outcomes,
but others may have different preferences, including nonfinancial considerations like guilt,
altruism, fairness, or reciprocity. Further, the process by which a different outcome is attained
often matters. In short, people exhibit great diversity in their behaviour, and this “full house” of
behaviours must be recognized.

Another aspect might be termed a “social contribution dilemma” (or a “free-rider
problem”), where personal gains work against the collective good (Dawes, 1980). By acting
selfishly, an individual can benefit. However, if most individuals similarly decide to maximize
their own individual profit, then everyone is harmed because the public goods are not provided.

The crucial issue here is how to influence the willingness to cooperate.
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A last and closely related approach to social interactions emphasizes that much individual
behaviour can be broadly viewed as a “psychological contract” between individuals (and also
between individuals and government). Central to this contract is the broad notion of a “social
norm” of behaviour (Elster, 1989). A social norm represents a pattern of behaviour that is judged
in a similar way by others and that is sustained in part by social approval or disapproval. Put
differently, a social norm is a recognized, customary, and self-reinforcing pattern of behaviour in
which an individual participates, given the expectation that everyone else will also participate. Put
still differently, a social norm is an informal rule of behaviour that individuals follow for reasons
largely distinct from the fear of legal penalties. Consequently, if others behave according to some
socially accepted norm of behaviour, then the individual will behave appropriately; if others do
not so behave, then the individual will respond in kind. The presence of a social norm is also
consistent with many other approaches that incorporate similar notions of social interactions, such
as those that recognize some form of other-regarding preferences. Indeed it is hard to think of any
type of social interaction that is not governed in some way or in some degree by a social norm.

There are many suggested rationales for the existence of social norms. Efficiency is often
proposed; that is, a social norm may help to maximize social welfare (Akerlof, 1980; Acemoglu
and Jackson, 2017), to prevent market failures (Coleman, 1990), or to reduce social costs
(Homans, 1961); a social norm may also evolve as a Nash equilibrium of a coordination game or
as a cooperative equilibrium of a prisoner’s dilemma game (Ullmann-Margalit, 1977; Young,
1998). However, although social norms typically reduce transactions costs, many social norms
may in fact be highly inefficient (e.g., discrimination, etiquette, retribution). They may also
generate clear winners and losers. Regardless, it seems unlikely that a social norm evolves

randomly. Further, social norms seem likely to be enforced by different mechanisms. Those social
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norms that enhance efficiency may be maintained by a pure coordination motive. Other social
norms may be sustained by the threat of social disapproval. Relatedly, enforcement may occur
through internalizing social norms of proper conduct via, say, shame or guilt.

Overall, the existence of a social norm suggests that the nature of one’s social interactions
with others affects one’s own behaviour. Prominent examples of theories that include these social
interactions include the fairness model of Rabin (1993), “ERC” (or equity, reciprocity, and
completion) of Bolton and Ockenfels (2000), “inequality aversion” of Fehr and Schmidt (1999),
“reciprocal altruism” of Cox, Friedman, and Sadiraj (2008), among others. These models all
introduce some elements of interdependent, or other-regarding, preferences.

As for specific applications of these approaches to tax compliance, Gordon (1989), Erard
and Feinstein (1994), Eisenhauer (2008), and Alm and Torgler (2012) add psychic costs to the
individual’s utility function, where these psychic costs depend upon both the extent of the
individual’s evasion and the ways in which the individual believes he or she is seen by others. In
related approaches, Myles and Naylor (1996), Kim (2003), Fortin, Lacroix, and Villeval (2007),
and Traxler (2010) introduce in the individual’s decision reputational effects via social customs
and social interactions, and demonstrate that these effects can generate multiple equilibria, some
with high compliance and others with low compliance. Cowell and Gordon (1988) recognize that
taxes are used to finance public goods, and their model incorporates this interdependence between
individuals in the individual compliance decision. Bordignon (1993) further considers the effects
of how the individual perceives his or her tax payments relative to the receipt of public goods. In

both cases, these interdependencies affect the individual’s compliance decision.®

19 Again, see note 18 for examples of these types of models from Alm and Torgler (2012). In addition, Alm and
Torgler (2012) show that it is straightforward to introduce a public good in the standard portfolio model in order to
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There are other similar approaches. Schmdolders (1960) argues that individuals have an
“Intrinsic motivation” to cooperate. Frey (1997) suggests that compliance depends upon an
individual’s “tax morale”. Torgler (2003b) argues that taxpayers should be classified into four
types: a “social taxpayer” (or one influenced by social norms and other social factors), an
“intrinsic taxpayer” (or one motivated by a feeling of obligation), an “honest taxpayer” (or one
who is always honest regardless of any incentive to cheat), and a “tax evader” (or one is
motivated entirely by the expected value of the evasion gamble). McBarnet (2004) suggests that
people may choose to comply willingly (what she terms “committed compliance”), they may
choose to comply unwillingly (“capitulative compliance”), they may take full advantage of the
law in minimizing their taxes (“creative compliance”), or they may choose noncompliance.
Kirchler, Hoelzl, and Wahl (2008) explore the interaction between enforcement effort (“power”)
and facilitation (“trust”) on the part of the tax authority via a “slippery slope” framework.
Braithwaite (2009) argues that individuals differ in their motivations to comply with tax law, and
she identifies both positive (“deference”) and negative (or “defiance’) motivations. There are of
course still other approaches.?°

These social interaction models can generate the “correct” comparative statics

responses (mainly because they break the link between evasion and the tax rate in

payoffs), and they can also give predicted levels of compliance than come much closer
to observed levels. However, these gains come at the cost of considerable complexity.

incorporate some group considerations, by adding to income in both states of the world a term that represents the
monetary value of the public good financed by total group taxes. For each individual i, this term equals [mstgz;iRﬁRi

)], where total group taxes (orJ2¢iR,-+Ri ) equal the amount paid by individual i (or R;) plus the amount paid by all
other j members of the group other than individual i (orJ2¢iRj), m is a group surplus multiplier that is applied to the

group’s total taxes in order to capture the consumers’ surplus derived from a public good, and s is the share of
individual i in the resulting public good. It is readily shown that individual i is more likely to pay taxes the higher is
m, the higher is s, and the higher is G).;iRj).

20 Again, see Hashimzade, Myles, and Tran-Nam (2013) for a discussion of these approaches.
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2.4. Summary: Insights from Theoretical Research

The theoretical analysis of tax compliance behaviour suggests, | believe, several main
insights:

First, enforcement matters — but many other factors also matter. An especially

important factor is the presence of third-party sources of information, as well as tax

withholding systems.

Second, an individual does not always behave as assumed in the standard economic

approach; that is, an individual may not be able to make all calculations required under

expected utility theory, an individual may not be able to determine the true costs of an
action, an individual may face limits on his or her self-control, and an individual may
be affected by the framing of a decision.

Third, an individual is a social creature, and may be influenced by group

considerations.

Overall, then, theory suggests that enforcement matters. However, theory also suggests that there
are limits to the effects of greater enforcement on compliance and that there are other factors that
motivate tax compliance, including factors that move beyond the individual to the group.

Of course, it is possible to construct a “theory” that incorporates virtually any
consideration, no matter how unrealistic. However, theory is meant to be unrealistic. This lack of
realism does not mean that theory has no uses. Writing down a theoretical model forces one to be
precise about what factors one believes to be important in explaining behaviour, and then to see
whether the implications of the theory follow logically. Indeed, theory is essential in explaining
what motivates tax compliance. It is no exaggeration to say that everyone has a “theory” that
informs their thinking, even if it is not a well-articulated one, and economists have particular

skills in developing — and testing — these theories.
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Still, theoretical work on individual compliance decisions is both too complex and too
simple. It is too complex because it is only in the simpler models that clear-cut analytical results
can be generated on the compliance impact of basic policy parameters. When more complex
dimensions of individual behaviour are introduced, the theoretical results generally become
ambiguous. Paradoxically, the theoretical models of individual choice are also too simple. There
are numerous factors that seem likely to affect individual compliance decisions, but theoretical
models can include only a few.

Indeed, it is essential to remember that there is no such thing as a single theory that is
universally applicable, in large part because the assumptions that underlie any theory are
necessarily restrictive, applying in some settings and not in others. Instead, as economists we
must remember that our theories are simply metaphors, meant to represent a specific situation and
not meant to represent all situations. They are certainly not meant to represent “the” truth but only
“a” truth. The ability to “choose wisely” among these myriad theories is what makes a good
economist, at least one who can contribute usefully to public policy discussions.

Regardless, theory is necessarily speculative. It is therefore necessary to examine the

evidence.

3. INSIGHTS FROM EMPIRICAL RESEARCH

3.1. A Brief Digression on Data and Methods in Empirical Research?!
Empirical research on tax compliance is notoriously difficult. Hard and useful evidence on

tax compliance is very hard to find, for obvious reasons, and indeed the fundamental difficulty in

2L See Slemrod and Weber (2012) and Torgler (2016) for a critical review of these approaches.
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analyzing empirically what motivates tax compliance is the lack of reliable information on
taxpayer compliance. After all, tax evasion is illegal, and individuals have strong incentives to
conceal their cheating, given financial and other penalties that are imposed on individuals who are
found cheating on their taxes. Even so, research has been increasingly creative in finding data to
examine evasion using naturally occurring field data, controlled field experiments, and laboratory
experiments. Further, research has also been creative in finding new methods. Both aspects are
briefly considered.

Data. The most accurate source of information on individual compliance is based on direct
measurement of evasion via actual audits of individual returns, as with the Taxpayer Compliance
Measurement Program (TCMP) or the National Research Program (NRP) of the U.S. Internal
Revenue Service (IRS). Here detailed line-by-line audits of individual tax returns by IRS auditors
yield an IRS estimate of the taxpayer’s “true” income, which when compared to actual reported
items allow the IRS to calculate measures of income tax evasion (e.g. the “tax gap”). Few other
countries have systematic audit-based programs, largely due to their expense, and even the
TCPM/NRP data are not conducted every year. Another direct approach is based on survey
evidence, in which individuals are asked about their evasion behaviour, especially their attitudes

(e.g., World Values Survey, available online at http://www.worldvaluessurvey.org/wvs.jsp ).%2

Still another direct approach uses tax amnesty data, in which declarations of income by amnesty
participants are used as an exact measure of evasion.?
More indirect methods look for traces of evasion behaviour that are left in various

indicators (e.g., currency, electricity consumption, labor force participation) that can be measured,

22 See Kirchler and Wahl (2010) for a critical review of survey approaches, along with suggestions for improvements
in survey methods. Also, see Meyer, Mok, and Sullivan (2015) for a discussion of emerging problems in survey use.
23 For a still useful discussion of tax amnesties, see Malik and Schwab (1991).
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so that evasion is not measured directly but rather indirectly via these measureable traces.?* Some
researchers have used measures of reported income from individual tax returns as a proxy for
evasion, on the assumption that one’s total income must be divided between (observable) reported
income and (unobservable) unreported or evaded income (Dubin, Graetz, and Wilde, 1990;
Gruber and Saez, 2002). Some have used consumption-based (Pissarides and Weber, 1989;
Gorodnichenko, Martinez-Vazquez, and Peter, 2009) or tax deduction-based (Feldman and
Slemrod, 2007) measures as an indicator of tax evasion. Some have also used survey-based
approaches in which particular occupations are examined to determine individual motivations to
participate in the shadow economy (Lemieux, Fortin, and Frechette, 1994; De Paula and
Scheinkman, 2011). There are also examples of even more novel approaches. Researchers have
used luminosity as measured from outer space to measure “true” economic activity, which can
then be compared to official income accounts to measure evasion (Henderson, Storeygard, and
Weil, 2012). Still others have collected their own compliance data from original sources, such as
information on discarded cigarette packs to measure the degree to which smokers in a single
jurisdiction (e.g., New York City) evaded the jurisdiction’s cigarette taxes (Chernick and
Merriman, 2013), information on commuter tax allowances to estimate fraudulent claims for these
allowances (Paetzold and Winner, 2016), information on border differentials in TV license fees to
estimate evasion of these fees (Berger et al., 2016), or information on internet purchases to
estimate evasion of sales taxes (Alm and Melnik, 2010).

Somewhere between direct and indirect methods lies the use of administrative data, which
refers to information collected primarily for administrative purposes. These data are collected by

government departments and other organizations for the purposes of registration, transactions, and

24 See especially Schneider and Enste (2002) for many examples of these indirect approaches.
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record keeping. Unlike archival data that are based on samples, administrative data often apply to
the entire relevant population. These data do not typically have direct measures of tax evasion, but
they may be linked to direct (e.g., tax audit) information. See Kleven et al. (2011) and Pomeranz
(2015) for important recent applications.?

However, researchers have become increasingly skeptical about the ability of most all
forms of naturally occurring field data to achieve identification of the causal effects of policies
(Angrist and Pischke, 2010). The quality of the data is also a particular concern (Slemrod and
Weber, 2012; Torgler, 2016b). For example, TCMP/NRP data have some well-recognized
deficiencies, even aside from their expense: the audits do not detect all underreported income,
nonfilers are not often captured, honest errors are not identified, and final audit adjustments are
not included. Survey data often have much useful sociodemographic and taxpayer attitudinal
information, but the reliability of their data on tax evasion is highly suspect because individuals
may not remember their reporting decisions, they may not respond truthfully or at all, or the
respondents may not be representative of all taxpayers. Amnesty data may also not be
representative of all taxpayers because of selection issues; that is, only some individuals opt to
participate in an amnesty. The many indirect approaches also exhibit significant problems. For
example, the various “tax gap” estimates attribute any difference between predicted and actual
transactions to the shadow economy.

In part because of concerns with naturally occurring field data, researchers have
increasingly employed controlled field experiments (or randomized controlled trials, RCTs). In a
“typical” controlled field experiment, a treatment sample of individuals receives a message (e.g.,

a letter or an electronic notification) telling them some policy-relevant information (e.g., “your tax

% See Slemrod (2016) for a discussion of the potentials — and the pitfalls — of administrative data in tax research.
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return will be closely examined”, “most people pay their taxes”, “paying taxes helps others”,
“taxes provide for public services”). A control sample of individuals receives a neutral message.
The impact of the policy innovation is then examined by a simple comparison of the treatment
group compliance with the control group compliance. To date most controlled field experiments
have used this “message” approach, although other approaches are starting to be employed.?

Researchers have also turned to laboratory experiments in compliance research.?” The
basic design of most compliance experiments is similar. Human subjects (generally students) in a
controlled laboratory are told that they should feel free to make as much income as possible. At
the beginning of each round of the experiment, each subject is given (or earns) income and must
decide how much income to report. Taxes are paid at some rate on all reported, but not on
underreported, income. However, underreporting is discovered with some probability, and the
subject must then pay a fine on unpaid taxes. This process is repeated for a given number of
rounds. At the completion of the experiment, each subject is paid an amount that depends upon
his or her performance during the experiment. Into this microeconomic system, various policy
changes can be introduced one at a time, such as changes in audit probabilities or audit rules, in
penalty rates, in tax rates, in public good provision, and in any other relevant institutions. To date,
laboratory experiments have examined virtually all factors that have been suggested as
determinants of what motivates tax compliance.

Controlled field experiments have a number of advantages. The most obvious is their
ability to identify causal factors in the compliance decision; that is, they have a high degree of

“internal validity”. They also generate their own observable data on individual choices, they can

%6 See Hallsworth (2014) for a critical discussion of controlled field experiments.
27 See Torgler (2002), Alm and Jacobson (2007), and Mascagni (2018) for critical discussions of laboratory
experiments. For earlier discussions, see Smith (1982) and Roth (1987).
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be replicated, and they use “real people”. Even so, they seldom generate direct measures of
evasion. Further, they can be expensive. There are also significant limits to the causal factors that
can be examined. For example, it is hard to imagine a revenue authority that would allow actual
audit probabilities (or fine rates or tax rates) to differ across taxpayers. Finally, to date controlled
field experiments have been one-time interventions, so the persistence of their effects is unknown.
Similarly, laboratory experiments seem particularly well-suited for the study of some aspects of
the taxpayer reporting decision. In particular, they generate direct measures of evasion under
different settings in which there is control over extraneous influences, they are relatively
inexpensive, they can be easily replicated, and they have a high degree of internal validity.
However, laboratory experiments are sometimes viewed with suspicion. The most common
criticism is that the student subjects typically used in experiments may not be representative of
taxpayers. As a result, there is a concern that experimental results on policy innovations that rely
upon student subjects cannot generalize to the population; that is, the “external validity” of
laboratory experiments is sometimes questioned.?®

Methods. Given the existence of these various types of data, standard empirical methods
are then applied. Recent empirical approaches have also taken advantage of various types of
nonlinearities in policy design (Saez, 2010; Kleven and Waseem, 2013). One example of such
nonlinearities is the presence of “kinks” in tax (or benefit) schedules, in which, say, the marginal
tax rate changes discretely at the kink as income increases. Because an individual with income

immediately below the kink faces one tax rate while an individual immediately above the kink

28 See Levitt and List (2007) for a general critique of laboratory experiments. For robust responses to this critique, see
Falk and Heckman (2009), Camerer (2015), Frechette (2015), Harrison, Lau, and Rutstrém (2015), Kagel (2015), and
Kessler and Vesterlund (2015). Also, see Alm, Bloomquist, and McKee (2015) for specific evidence on the external
validity of tax compliance experiments, who find that student and non-student behaviours are similar; see Choo,
Fonseca, and Myles (2016) for an alternative view on student versus non-student behaviours.
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faces a different tax rate, there is an incentive for otherwise identical individuals to bunch on one
side of the kink or the other, which allows behavioural responses to the tax rate to be cleanly
identified. Another type of nonlinearity is “regression discontinuity”, in which there is again a
discrete threshold at which a policy treatment is applied and for which there is again an incentive
for otherwise identical individuals to bunch. Both approaches have been increasingly applied in
empirical analyses.

Summary. Regardless of the specific source of data or the specific empirical methodology,
| believe that it is important to remember that there are problems with all tax evasion data and all
methodologies. Even so, these data and these methods have provided many important insights, as

discussed next.

3.2. Summary: Insights from Empirical Research
Overall, the various strands of empirical evidence indicate clearly that individuals respond

predictably, if not always significantly, to a wide array of policies. More specifically:

1) Audits — both the level and the type of audit — matter, and matter a lot. There is much
evidence that suggests that more audits increase compliance, with an estimated reported

income-audit rate elasticity that generally falls between 0.2 and 0.4.2° Audits also typically

29 The impact of audits on compliance has been extensively studied, more than most any other policy intervention.
For some empirical work on the effects of audits using naturally occurring field data, including studies of individuals
and of firms, see: Witte and Woodbury (1985), Dubin and Wilde (1988), Alm, Bahl, and Murray (1990, 1993),
Dubin, Graetz, and Wilde (1990), Feinstein (1991), Erard (1992), Dubin (2007), Alm and Yunus (2009), Johannessen
(2014), Advani, EIming, and Shaw (2015), DeBacker et al. (2015), Alm, Clark, and Leibel (2016), Mendoza,
Wielhouwer, and Kirchler (2017), and Almunia and Lopez-Rodriguez (2018). For some empirical work using
controlled field experiments, including studies of individuals and of firms, see: Slemrod, Blumenthal, and Christian
(2001), lyer, Reckers, and Sanders (2010), Kleven et al. (2011), Fellner, Sausgruber, and Traxler (2013), Gangl et al.
(2014), Castro and Scartascini (2015), Pomeranz (2015), Dwenger et al. (2016), Jacobsen and Piovesan (2016), and
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have a “spillover” effect, or an increase in compliance independent of revenues generated
directly from the audits themselves, whose magnitude varies from 4 to 12 (e.g., “general
deterrence”). (Audits also have a greater deterrent impact than fines, despite their theoretical
equivalence, at least in an expected value sense.) Even so, the reported income-audit rate
elasticity is small and varies across studies. Also, telling individuals that they will be subject to
“more scrutiny” via a message often has some impact on compliance, even if of small size and
of unknown duration. Further, both laboratory experiments and field data have generally found
that the impact of increased audits is non-linear, so that the deterrent effect seems to diminish
(and may even be reversed) with higher audit rates. Relative to a random audit selection rule,
strategic audit selection (especially a “cutoff rule”) is far more effective in increasing
compliance than random audit selection, although some random selection seems necessary for
audit schemes to work. Of some note, there is often some compliance even with no audits. As
noted below, there is also some evidence that higher audit rates can sometimes backfire,

leading to lower post-audit compliance.

2) Perceptions of audit rates affect compliance; that is, cognitive considerations matter. In
particular, individuals appear to substantially misperceive audit rates, typically overweighting
a (low) probability of audit (Alm, McClelland, and Schulze, 1992; Kinsey, 1992). Also, post-

audit behaviour of audited taxpayers (e.g., “specific deterrence”) is mixed. As noted above,

Doerrenberg and Schmitz (2017). For some empirical work using laboratory experiments, see: Friedland, Maital, and
Rutenberg (1978), Spicer and Hero (1985), Baldry (1987), Webley (1987), Beck, Davis, and Jung (1991), Alm,
Jackson, and McKee (19923, 1992b), Alm, McClelland, and Schulze (1992), and Alm, Cronshaw, and McKee
(1993), Alm and McKee (2004, 2006), Alm, Cherry, Jones, and McKee (2010, 2012), Andrighetto et al. (2016),
Zhang et al. (2016), Alm, Bloomquist, and McKee (2017), and Alm et al. (2017a); also, see Blackwell (2010) for a
meta-analysis of laboratory experiments. For a simulation-based approach using agent-based models, see: Korobow,
Johnson, and Axtell (2007), Bloomquist (2011), and Hashimzade, Myles, and Rablen (2016).
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3)

there is some evidence that an audited individual may actually reduce his or her post-audit
compliance, sometimes termed a “bomb-crater effect”. This effect is generally found in
laboratory experiments in which tax compliance of audited taxpayers falls immediately after an
audit (Mittone, 2006; Maciejovsky, Kirchler, and Schwarzenberger, 2007; Kastlunger et al.,
2009), before recovering somewhat in succeeding rounds. However, with some exceptions
(Mendoza, Wielhouwer, and Kirchler, 2017), field data generally find little or no evidence of a
bomb-crater effect (Erard, 1992; Advani, EIming, and Shaw, 2015). One explanation for the
bomb-crater effect is that deterrence may “crowd out” an individual’s “intrinsic motivation” to
pay taxes (Sheffrin and Triest, 1992; Frey, 1997; Gneezy and Rustichini, 2000), and a similar
finding has been found for corporate taxpayers (DeBacker et al., 2015). Another explanation is
that individuals may update their subjective audit probabilities following an audit (Mittone,
Panebianco, and Santoro, 2017). However, some recent work emphasizes that one must
distinguish between the effects of audits on taxpayers found to be compliant and those found to
be noncompliant (Gemmell and Ratto, 2012; Beer et al., 2017): audited taxpayers who are
found to have additional tax liabilities tend to increase their compliance following an audit,
while audits tend to reduce compliance for audited taxpayers with no additional assessment
following an audit. There is also some work that finds that delayed feedback on tax audits is
more effective in improving compliance than immediate feedback, possibly because delay

leads individuals to overweight audit probabilities (Kogler, Mittone, and Kirchler, 2016).

Fines, whether financial or non-financial, affect compliance, but their deterrent effects are
small. Due largely to difficulties of generating independent variation in fine rates, most

evidence on the impact comes from laboratory experiments (Friedland, Maital, and Rutenberg,
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1978; Beck, Davis, and Jung, 1991; Alm, Jackson, and McKee, 1992a, 1992b; Alm,
McClelland, and Schulze, 1992). Laboratory experiments typically find that a higher fine rate
leads to marginally more compliance, with an estimated reported income-fine rate elasticity
less than 0.1.%° Of some note, there is now much evidence that non-financial penalties (e.g.,
public disclosure) may also act as a deterrent (Bosco and Mittone, 1997; Fortin, Lacroix, and
Villeval, 2007; Coricelli et al., 2010; Hasegawa et al., 2013; Bg, Slemrod, and Thoresen, 2015;
Casagrande et al., 2015; Lefebvre et al., 2015; Perez-Truglia and Troiano, 2015; Battiston and

Gamba, 2016; Casal and Mittone, 2016; Alm, Bernasconi, Laury, Lee, and Wallace, 2017).

4) Positive inducements, whether to individuals or to groups, improve compliance. Laboratory
experiments consistently find that rewards to individuals increase compliance, including
programs in which an individual who reports more income receives more government benefits
(e.g., social insurance benefits) (Alm, Cherry, Jones, and McKee, 2012) or an individual who
is found to be honest becomes eligible for rewards (e.g., a lottery) (Alm, Jackson, and McKee,
1992a; Feld, Frey, and Torgler, 2006; Bazart and Pickhardt, 2011). Laboratory experiments
also find that an increase in payoffs to groups, such as public goods financed by tax payments,
improves compliance (Becker, Buchner, and Sleeking, 1987: Alm, McClelland, and Schulze,
1992; Alm, Jackson, and McKee, 1992a, 1992b; Alm, McClelland, and Schulze, 1999;
Fochmann and Kroll, 2016). Field experiments have also demonstrated the potential of positive
inducements for compliance. For example, Torgler (2003a) finds that individual and group

rewards improve tax compliance of individuals in a small village in Costa Rica. Similarly,

30 However, see Alm, Bahl, and Murray (1990) for evidence on the deterrent effect of fines using naturally occurring
field data for Jamaica.
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Koessler et al. (2016) find that individuals in Swiss cantons pay more taxes when there is
linkage between timely payment of taxes and a reward, at least if the reward is non-financial
(e.g., a weekend stay at a “wellness” facility), and Dwenger et al. (2016) also find that positive
rewards for compliance (e.g., social recognition, lottery eligibility) increase compliance with a
local church tax in Germany. More recently, the “Global Tax Program” of the World Bank has
begun pursuing a number of so-far-unpublished field studies that link taxpayer compliance of
local taxes with greater participation in governance institutions (e.g., civic engagement) and/or
with some form of financial or non-financial reward (e.g., improved local government

services), with promising but still quite preliminary results.

5) Tax rates affect compliance, but the effects are nuanced. For example, the level of tax rates
matters in an individual’s compliance decision, with an increase in tax rates generally (though
not always) reducing reported income (Clotfelter, 1983; Slemrod, 1985; Alm, Jackson, and
McKee, 1992b). However, Feinstein (1991) uses individual TCMP data, and finds no
significant impact of tax rates on reporting, and Alm, Sanchez, and de Juan (1995) find that
reporting actually increases with higher tax rates in their experimental study. In addition, one’s
tax rate relative to others’ (e.g., “fiscal inequity”) matters; that is, if an individual believes that
his or her tax rate is “too high” relative to others, then the individual will tend to comply less

(Spicer and Becker, 1980; Alm, McClelland, and Schulze, 1999).

6) The social and institutional environment in which individuals live affects compliance. The
overall setting in which an individual lives, works, and functions has important effects on

individual compliance, effects that go well beyond the ways by which the environment affects
33



behavioural incentives. The importance of this overall social and institutional environment as
one explanation for what motivates tax compliance has been consistently demonstrated by
empirical findings of differences in compliance behaviour in countries with similar fiscal
systems (e.g., tax rates, audit rates, fine rates) but different social and institutional
environments (Alm, Sanchez, and de Juan, 1995; Cummings et al., 2009; Andrighetto et al.,
2016; Zhang et al., 2016). One compelling explanation for these differences in compliance
behaviour is that there seems to be a “social norm” of compliance, in which one’s compliance
depends upon various factors that reflect and capture the many aspects of one’s environment.
Further, these social norms seem to be affected by the institutions that face individuals and by
individuals’ attitudes toward these institutions. For example, individuals who have a negative
attitude toward government tend to comply less, both in the laboratory (Webley et al., 1991)
and in the naturally-occurring world (Pommerehne and Weck-Hannemann, 1996). Further,
“trust” in institutions affects the viability of government policies by affecting these social
norms: when individual trust in government is greater, enforcement tends to be more effective
in deterring noncompliance (Guala and Mittone, 2010; Wahl, Kastlunger, and Kirchler, 2010;
Kastlunger et al., 2013; Kogler et al., 2013; Karakostas and Zizzo, 2016). Social norms are
also affected by group heterogeneity, with greater heterogeneity (race, religion) often reducing
tax compliance via its effects on “social capital” (Alm, Clark, and Leibel, 2016). More
broadly, attitudes toward tax evasion (e.g., “tax morale”) are influenced by the social
environment in which they live, as reflected in their trust in government, their trust in
institutions, and the attitudes of their neighbours, and these measures of tax morale seem to

have real effects (Alm and Torgler, 2006).%!

31 See especially the many papers on tax morale by Benno Torgler, as discussed in detail in Torgler (2007).
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7) Individual participation in the choice of institutions affects compliance; that is, process
(versus outcome) is an essential determinant of compliance. A related and important finding
is that individual participation in the choice of institutions — the process as distinct from the
outcome — has real effects, independent of the actual levels of tax, audit, and fine rates. For
example, subjects in laboratory experiments pay more when they choose the use of their taxes
by voting than when the identical use is imposed upon them, their compliance is greater when
the vote indicates a clear group consensus, and their compliance is significantly and
dramatically lowered by the imposition without taxpayer choice of an unpopular program,
even an unpopular program with no financial benefits to individuals (Alm, Jackson, and
McKee, 1993; Alm, McClelland, and Schulze, 1999; Feld and Tyran, 2002; Wahl,
Muehlbacher, and Kirchler, 2010; Casal et al., 2016). There is also some emerging work on
how different forms of communication between the tax authorities and the taxpayers may
sometimes increase the social norm of compliance (Onu and Oats, 2016). Even so, the attempt
to increase compliance in controlled field experiments by an appeal to social norms has
generally been found to have a mixed impact on compliance, with some controlled field
experiments finding no impact (Blumenthal, Christian, and Slemrod, 2001; Torgler, 2004;
Fellner, Sausgruber, and Traxler, 2013; Castro and Scartascini, 2015; Pomeranz, 2015) and
others finding a positive and significant if small effect (Del Carpio, 2013; Bott et al., 2014;

Hallsworth et al., 2017; Alm et al., 2017a).
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8) The information that tax authorities have on income sources is an essential component of a

compliance strategy. Compliance is far greater on income subject to employer withholding

and to third-party information sources than on income not subject to these features. In
particular, withholding taxes at source via employer source withholding vastly improves
compliance (at least on items subject to withholding) (Internal Revenue Service, 2016a), and
providing third-party information to the tax authorities also improves compliance (Marchese,
2009; Johannesen, 2014; Adhikari et al., 2016; Naritomi, 2016; Slemrod et al., 2017). Further,
the sharing of this information across governments in the U.S. (e.g., federal governments, state
governments) has been found to improve compliance (Alm, Erard, and Feinstein, 1996;
Troiano, 2017). Even here, however, the effects of withholding can be mixed. Withholding that
applies to only some sources of reporting has been found to improve compliance of these
sources (Agostini and Martinez A., 2014; Pomeranz, 2015; Fack and Landais, 2016). However,
if there are other margins of behaviour that are not subject to withholding, individuals have
been found to reduce compliance along these other margins (Carillo, Pomeranz, and Singhal,

2017).

9) The information that individuals are provided about the tax system and about other

individuals affects compliance, but in sometimes surprising ways. For example, higher audit
rates have no impact on compliance if this “official” information is not provided; if it is
provided, higher audit rates increase compliance (Alm, Jackson, and McKee, 2009). However,
the effects of information on compliance can also be counterintuitive. Telling individuals that
they will be “closely examined” (via a message) generally increases the compliance rate of
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these individuals (Slemrod, Blumenthal, and Christian, 2001); however, the compliance rate of
those individuals who infer that they will not be closely examined falls, and the net impact on
overall compliance is often negative (Alm and McKee, 2006). Relatedly, knowing what your
“neighbours” are doing affects your own decisions, and not always in a way that increases
compliance: if you know that your neighbours are cheating, you will tend to cheat yourself,
and vice versa (Alm, Bloomquist, and McKee, 2017). This result implies that telling people
about audits can sometimes backfire because what your neighbours do affects what you do.
Finally, knowing how your tax dollars are spent often has a positive, if small, impact on
compliance (Alm, Jackson, and McKee, 1993a; Pommerehne and Weck-Hannemann, 1996;
Alm, McClelland, and Schulze, 1999). Consequently, information that individuals have about

the tax system and about other individuals does not always improve compliance.

10)  The knowledge that taxpayers have — or do not have — about the tax system affects

compliance, but the impacts are unresolved. Taxpayers often do not know what they should
pay in taxes, given a complex and uncertain tax system. As a result, they have increasingly
come to rely upon paid tax practitioners (and also tax preparation software) in the preparation
of their taxes.®? Indeed, field data suggest that an increase in complexity leads to greater use of
a tax practitioner (Long and Caudill, 1987; Dubin, Graetz, and Wilde, 1992; Christian, Gupta,
and Lin, 1993), in large part because a taxpayer’s lack of understanding about taxes leads him

or her to rely upon someone else (e.g., the tax professional) who is seen as much more

32 According to written testimony of John A. Koskinen, Commissioner of the Internal Revenue Service, before the
Senate Finance Committee on Regulation of Tax Return Preparers (8 April 2014), 56 percent of tax returns were
prepared with the help of a paid tax preparer, while another 34 percent were completed using tax preparation
software. See https://www.irs.gov/uac/commissioners-comments-statements-and-remarks.
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knowledgeable (Eriksen and Fallan, 1996; Sakurai and Braithwaite, 2003). Because field data
also indicate that compliance is generally lower for returns prepared by a practitioner (Erard,
1993, 1997), the use of tax practitioner is associated with reduced tax compliance. However,
laboratory experiments suggest that a more complicated tax system often (if not always) tends
to decrease compliance and that better administrative services that make it easier for an
individual to pay taxes tends to improve compliance (Alm, Jackson, and McKee, 1993b; Alm,
Cherry, Jones, and McKee, 2010; Alm et al., 2017b). Even so, these effects are weak and
variable. It may well be that “mental accounting” may help explain the impacts of complexity

(Muehlbacher, Hartl, and Kirchler, 2017).

11) Demographics matters. There is consistent evidence that compliance may be motivated, or
at least affected, by numerous demographic variables. For example, the analysis of TCMP
data suggests that compliance tends to be lower for individuals who are younger, who are
single, and who are self-employed (Clotfelter, 1983; Witte and Woodbury, 1985; Dubin
and Wilde, 1988; Dubin, Graetz, and Wilde, 1990; Feinstein, 1991; Beron, Tauchen, and
Witte, 1992; Erard, 1993; Erard and Ho, 2001; Alm, Clark, and Leibel, 2016). There is also
evidence that individuals in laboratory experiments are more likely to decrease their
compliance if they are male, if they are younger, and if they do not prepare their own taxes
(Friedland, Maital, and Rutenberg, 1978; Baldry, 1987; Alm, Jackson, and McKee, 19923;
Alm and McKee, 2004, 2006; Alm, Cherry, Jones, and McKee, 2010, 2012; Kastlunger et
al., 2010; Alm, Bloomquist, and McKee, 2017). The effects of most other demographic
variables are uncertain. These results indicate clearly the great heterogeneity of individual

behaviour, a finding that has been consistently found in survey evidence going all the way
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back to Vogel (1974) and continuing more recently with Torgler (2003b): individuals who
are otherwise identical but differ only in (say) age exhibit very different compliance

behaviours.

12)  Individuals are motivated by many factors beyond narrow financial interest. Individuals
who are identified as having greater sympathy (e.g., “concern for another’s wellbeing”,
measured by the frequency of pro-social behaviour) are more compliant, and individuals who
are “primed” to elicit empathy (e.g., “putting yourself in someone else’s shoes™) or to do the
“moral” action are more compliant (Christian and Alm, 2014). Other motivations have also
been found to affect compliance. For example, Konrad and Qari (2012) and Gangl, Torgler,
and Kirchler (2016) find empirical evidence that individuals who exhibit greater “patriotism”
are more compliant, possibly because more patriotism generates more cooperation. In
promising if still tentative work, there is emerging evidence that the compliance decision
creates emotional (or psychic) distress, as measured by skin conductance responses (Coricelli
et al., 2010) or heart rate variability (Dulleck et al., 2016). However, the role of emotions in

tax compliance decisions remains largely unexamined.

3.5. Summary Redux

The empirical evidence indicates that individuals are motivated by narrowly defined,
and individually based, financial considerations (e.g., audits, penalties). However, the
evidence also indicates that they are motivated by non-financial considerations (e.g.,
sympathy, empathy, guilt, shame, morality). Further, there is some evidence that they
are motivated by social considerations (e.g., social norms, public goods, voting,
neighbour behaviour). There is also evidence that individuals are motivated by
information and by the ways in which they process this information. Finally, the
evidence is clear that there is great heterogeneity across individuals; that is, individuals
cannot be represented by a single representative agent, but must be considered a
collection of different segments.
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This last conclusion — on individual heterogeneity — is especially important. Put
differently, there is no “typical” individual who responds predictably and reliably to all policies.
People are complicated, motivated by many different factors, and responsive (if at all) in different
ways. In this regard, Gould (1996) emphasizes that it is grossly misleading to represent a complex
system by a single, so-called representative agent, who behaves in some average or typical way.
Instead, most systems have incredible variety — a “full house” of individual behaviours — and the
proper understanding of any system requires recognition of this basic fact. Indeed, Gould (1996)
argues that the ways in which a system changes over time are attributable largely to changes in
the amount of variation within the system, rather than to changes in some largely meaningless
“average” behaviour across its individual members.

This lesson seems especially apt for tax compliance. People exhibit a remarkable diversity
in their behaviour. There are individuals who always cheat and those who always comply, some
who behave as if they maximize the expected utility of the tax evasion gamble, others who seem
to overweight low probabilities, individuals who respond in different ways to changes in their tax
burden, some who are at times cooperative and at other times free-riders, and many who seem to
be guided by such things as social norms, moral sentiments, and equity. These findings suggest to
me that it is unlikely that a single unifying theory of tax compliance can ever be devised, one that
incorporates the incredible variation in individual behaviour exhibited by the many analyses of
taxpayer compliance, one that explains the behaviour of all individuals at all times, or even one
that explains the actions of the same person at all times. Perhaps our research should still be

devoted to the pursuit of such a holy grail. However, these findings suggest to me that our
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research needs to recognize that a “theory” of taxpayer compliance must really consist of a “full
house” of theories, each explaining the behaviour of different individuals at different times.

Indeed, recent research both by the Internal Revenue Service (2010) and by Her Majesty’s
Revenue and Customs Service (HMRC, 2009) suggests that understanding the “full house” of
taxpayer heterogeneity is essential in determining a “full house” of policies to control evasion.
This research indicates that taxpayers may usefully be divided, or segmented, along several key
dimensions, especially awareness, ability, opportunity, and motivation.

On “awareness”, taxpayers vary considerably in their knowledge of tax requirements, their
capacity to learn about their responsibilities, their perceptions of the consequences of not meeting
those responsibilities, and their awareness of any services to assist them with their taxes.
Similarly, taxpayers also differ in their “ability” to comply: some have better records than others,
some have more time to work on their returns, and some have more financial resources to seek
outside tax assistance. Further, taxpayers differ in their “opportunity” to deliberately or
unintentionally fail to meet their tax obligation. Taxpayers whose only source of income is subject
to third-party information reporting and withholding have little opportunity to evade their taxes;
taxpayers with significant self-employment earnings, rental receipts, tax shelters, and/or itemized
deductions have much greater opportunity for both deliberate misstatements and unintentional
errors.

Finally, as emphasized throughout this paper, taxpayers differ in their “motivation” to pay
taxes. Indeed, the Internal Revenue Service (2010) suggests several “motivational postures” for
individuals:

e “Pathologically honest” — the individual is committed to report honestly regardless of any

incentives to cheat

e “Conflicted” — the individual is motivated by social norms or moral constraints
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e “Fearful” — the individual may not file or may even overpay taxes
e “Surprised” — the individual faces an unexpected balance due
e “Careless/negligent/procrastinator” — the individual delays paying taxes
e “Strategic” — the individual is the classic homo economicus (or rational calculator)
e “Pathologically defiant” or “distrustful” — the individual is committed to repudiating his or
her tax responsibilities even in the face of significant deterrence.
Further, the same taxpayer may easily fall into different segments in different contexts and/or
different times), and there are likely to be similar segments for firms as well 3
Devising policies to improve compliance requires recognizing the existence of these many

taxpayer segments and then targeting policies appropriately, as | discuss next.

4. DEVISING POLICIES TO IMPROVE COMPLIANCE

What does all of this work suggest about devising government policies to improve compliance?

I believe that there are three “paradigms” for tax administration that emerge from this research.
These paradigms start with a government compliance strategy based on detection and punishment.
However, these paradigms also go well-beyond one that emphasizes only enforcement to include a
range of additional policies for which there is now emerging much theoretical and empirical support.

Under a first paradigm — what | term the traditional “Enforcement Paradigm” — the emphasis is
exclusively on repression of illegal behaviour through frequent audits and stiff penalties. This has been
the conventional paradigm of tax administrations throughout history, and it fits well the standard
portfolio model of tax evasion based upon the economics-of-crime theory.

However, research also suggests a second paradigm, one that acknowledges the role of

enforcement but also recognizes the role of tax administration as a facilitator and a provider of services

33 There are of course many other ways of classifying, or segmenting, taxpayers. See the earlier discussion of
schemes by Schmdlders (1960), Frey (1997), Torgler (2003b), McBarnett (2004), Kirchler, Hoelzl, and Wahl (2008),
and Braithwaite (2009).
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to taxpayer-citizens, in order to assist taxpayers in every step of their filing returns and paying taxes.
This new “Service Paradigm” for tax administration fits squarely with the perspective that emphasizes
the role of government-provided services as a consideration in the individual tax compliance decision.
Indeed, the most recent literature on tax administration reform has emphasized this new paradigm for
tax administration, as a facilitator and a provider of services to taxpayer-citizens, and many recent
administrative reforms around the world have embraced this new paradigm with great success.

A third paradigm is also suggested by recent work, especially the emerging work that sees the
taxpayer as a member of a larger group, as a social creature whose behaviour depends upon his or her
own moral values (and those of others) and also upon his or her perception of the quality, credibility,
and reliability of the tax administration. I term this a “Trust Paradigm”. It is consistent with the role of
various behavioural economics factors like social norms broadly defined in the compliance decision. It
is based on the notion that individuals are more likely to respond either to enforcement or to services if
they believe that the government generally and the tax administration specifically are honest, and if they
believe that other individuals are similarly motivated; that is, “trust” in the authorities — and in other
individuals — can have a positive impact on compliance.

Given this discussion, designing strategies to control tax evasion fall into three main categories,
each consistent with one of the three paradigms: increase the likelihood and the threat of punishment,
improve the provision of tax services, and change the tax culture. Specifically:

Eirst, there is scope for an improvement in policies to increase detection and punishment (e.g.,
the Enforcement Paradigm). Traditionally, there are three main aspects of tax administration: taxpayer
registration, taxpayer audit, and collections. Improvements in each of these areas are feasible, all of
which would enhance detection and punishment. These policies include such obvious actions as

increasing the number of audits, improving the quality of the audits (and of the auditors), using more
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systematic audit selection methods (e.g., “scoring” methods), improving information-sharing across
governments, increasing penalties for tax cheating, applying these penalties often and consistently,
publicizing tax evasion convictions in the media as an alternative type of non-financial penalty, relying
more heavily on source-withholding whenever possible, facilitating payments through the banking
system, granting additional power for collecting delinquent accounts, and increasing taxpayer
registration and identification via better use of third-party information. These are all standard methods
for increasing enforcement, and one consistent with a paradigm that views the taxpayer as a potential
criminal who must be deterred from cheating.

Second, there is scope for an improvement in the services of the tax administration by
becoming more “consumer-friendly”, along the lines of the Service Paradigm. Such policies include
promoting taxpayer education, providing taxpayer services to assist taxpayers in filing returns and
paying taxes, improving phone advice service, improving the tax agency website, simplifying taxes and
tax forms, and simplifying the payment of taxes. The basic thrust of these actions is to treat the taxpayer
more as a client than as a potential criminal.

Third, there may be scope for a government-induced change in the culture of paying taxes,
consistent with the Trust Paradigm, by using the mass media to reinforce tax compliance as the ethical
form of behaviour, publicizing cheaters, emphasizing the link between payment of taxes and the receipt
of government services, targeting certain groups (e.g., new firms or employees) in order to introduce
from the start the notion that paying taxes is “the right thing to do”, enlisting other organizations to
promote compliance, avoiding actions that lead individuals to think cheating is “okay” (e.g., a tax
amnesty), addressing perceived inequities in the ways people feel that they are treated, and promoting a
tax administrator — and a taxpayer — “code of ethics”. It is this third paradigm that is, | believe, an

essential but largely neglected strategy for improving compliance.
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In short, there should be a “full house” of strategies to address the “full house” of motivations.
Even so, the actual evidence supporting these paradigms is not always compelling. Clearly, additional
research is required on the potential impacts of these three paradigms, which leads to my final and

concluding comments.

5. AND SOME FUTURE DIRECTIONS

Itis, I hope, apparent that enormous amounts have been learned about what motivates tax
compliance. However, it should also be apparent that much remains to be learned. One way to organize
one’s thinking about these unresolved issues is to group these questions according to the three tax
administration paradigms.

The Enforcement Paradigm has to date been the subject of most of the research efforts.
Even so, a far from exhaustive list of unanswered issues includes the following types of questions.
Do higher audit rates increase compliance, or do they destroy “trust” in government and crowd
out “intrinsic motivation”? How long lasting are the effects of audits? How do less formal audits
(e.g., information returns) affect compliance? Can more effective strategic audit selection
methods be designed? How is information about enforcement disseminated among taxpayers, and
how do taxpayers respond to this information? Does the specific way in which the tax agency
communicates with taxpayers (e.g., letter, phone, email) affect compliance? What is the effect of
an audit on the audited individual (e.g., the specific deterrent effect of an audit) versus its effect
on non-audited individuals (e.g., the general deterrent effect)? How effective are higher financial
penalty rates? Are non-financial penalties a deterrent? Does public disclosure act as a deterrent?

On the Service Paradigm, there are also unresolved questions. For example, how does

complexity affect individual compliance? Does the presence of taxpayer uncertainty about either
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taxable income or the various administrative parameters like the audit rate or the fine rate affect
compliance? Does tax simplification contribute to more tax compliance? Can better tax agency
services improve taxpayer compliance? What specific services can the tax agency provide? What
is the role of tax preparers in individual tax compliance? Can improved government service
provision of individual inducements (e.g., social insurance programs, lotteries) and/or group
payoffs (e.g., public programs) improve compliance? Again, this list is far from exhaustive.

Still other and perhaps more difficult questions relate to the Trust Paradigm. How can the
impact of greater “trust” on tax compliance actually be measured? If there is in fact a
demonstrable — and measurable — effect of trust on tax compliance, how can such trust be changed
by deliberate policy actions? What is the role of a social norm (or its many related notions) in
compliance? How can a social norm be affected by deliberately chosen government policies?
What role do societal institutions (e.g., collective decision rules) play in this process? How can
“fairness” be defined? Does the perception of fairness lead to increased trust in government, with
a subsequent improvement in compliance? Does an increase in inequality affect perceptions of
fairness? How can political support for improved tax compliance be generated? What are the
social dynamics of compliance, and how can these dynamics be affected by government policies?

There are also even broader and more fundamental questions, of which I list only a few.3*
Given the demonstrable heterogeneity of taxpayers, how can these taxpayer “segments” be

identified? Are there dimensions beyond awareness, ability, opportunity, and motivation that

3 Note that there are also many unresolved issues that go well beyond “What Motivates Tax Compliance?” It is
especially important to examine the revenue, distributional, and allocative effects of tax evasion, including the
resulting implications for “optimal tax administration”. For example, see the many IRS tax gap studies for analyses of
revenue effects (available online at https://www.irs.gov/uac/the-tax-gap); see Alm, Bahl, and Murray (1991), Johns
and Slemrod (2010), and Alm and Sennoga (2010) for analyses of distributional effects; see Alm (1985) and
Kesselman (1989) for analyses of allocative effects; and see Slemrod and Gillitzer (2014) and Keen and Slemrod
(2017) for analyses of optimal tax administration.
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generate taxpayer segments, such as emotions? Even if one can identify these segments, how can
different government policies be specifically targeted to these different segments? How does the
effectiveness of government policies differ by taxpayer segment? What is the appropriate
sequencing of the three paradigms in their implementation (e.g., does the effectiveness of, say,
enforcement depend upon the prior existence of trust)? Why do the same (apparent) policies work
in some settings and not in others? A promising recent approach has been suggested by
Kerschbamer (2015) in his “Equality Equivalence Test”.

In this regard, I conclude with three predictions about the direction of future research.
First, theory is essential, and new theories will continue to be developed. However, | believe that
there will be growing recognition that one theory may not fit all individuals at all times, or even
the same individual at different times. Individuals in their infinite variety exhibit a “full house” of
behaviours, behaviours that cannot be neatly captured by a single methodology. As a result, |
believe that it will be important to develop multiple theories of behaviour, theories that allow the
introduction into the compliance decision of numerous factors beyond simply enforcement.
Indeed, | believe that these new theories will be largely outside the mainstream of economics and
indeed will move beyond psychology to sociology, anthropology, and other social sciences in
order to understand better which features of naturally occurring settings are likely to affect
individual and group decisions. For example, the notion of “reciprocity” arises in large part from
anthropology, and that of “adherence to group norms” from sociology. These theories may also
move beyond the social sciences to the physical sciences, as argued recently by Torgler (2016a).
For example, biology may well help explain the ways in which a system (e.g., paying taxes) based
on cooperation and competition evolves over time, the channels by which culture and social

norms are affected by genetics, the means by which demographics (e.g., age, gender) affect
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behaviour like compliance, or the connections between emotions, neural activities, and
subsequent decision-making like tax compliance behaviour.>® Using alternative perspectives on
human behaviour cannot help but expand our understanding of individual behaviour. | also
believe that the focus will tend to shift away from modeling individual behaviour to modeling
group behaviour, including the evolution over time of aggregate behaviour. Such aggregate
behaviour will necessarily be forced to consider taxes beyond the individual income tax
(including especially taxes on internationally mobile firms, products, and factors), and “agent-
based models” will emerge as a leading tool here.

Second, | believe that administrative data will be increasingly used in testing theory. Even
so, | also believe that experiments — both laboratory experiments and controlled field experiments
— will play a decisive role in developing and testing these theories.

Finally, | believe — or rather | hope — that there will be increasing recognition that any
answers that emerge from our research will necessarily apply only to the specific setting that is
being considered. As I have argued elsewhere (Alm, 2017), “[s]pecific circumstances differ so
profoundly across individuals, firms, markets, countries, and time that most any attempt to define
‘best practices’ that apply in all circumstances will lead to profoundly misleading public policy
recommendations”. These difficulties should not discourage the search for, say, specific policy
guidelines that apply to a specific setting at a specific point in time. However, such guidelines will
necessarily be couched in the specific circumstances under consideration, and they will be quite
unlikely to apply in other settings. Rather, public policies must make intimate connection to the

time and institutional settings in which they are employed. However, even if economics cannot

% For example, Arbex et al. (2018) find suggestive evidence that higher levels of testosterone across Canadian male
subjects are weakly associated with lower levels of tax evasion, consistent with the notion that testosterone may
increase pro-social behaviour.
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identify “the” truth, it can often identify “a” truth, and the possibility of identifying “a” truth
suggests the ways in which economists can play a useful role in public policy discussions. So, as |
have also argued (Alm, 2017), “[e]conomists should continue to develop multiple theories that
inform public policies, but we should also focus our efforts on identifying and testing the critical
assumptions that drive the results of these theories, recognizing that the validity of any

assumptions will depend intimately on specific circumstances”.
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