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(ABSTRACT)

This research explores the impact of complexity in
federal income tax laws on taxpayer compliance. The primary
research question is: Is complexity in the tax law
associated with noncompliance? The research is unique in
that previous work has not yet demonstrated an a priori
circumstance in which taxpayers do not comply with the law
when compliance would be in their economic self-interest.

"Economic self-interest" is narrowly construed in this
study, being defined as an individual’s utility for saving
tax dollars. “Complexity" is operationalized by the system
of nonresident taxation. A situation is investigated
wherein a set of taxpayers do not comply, when there is
complexity in the tax law, even though compliance would
reduce their tax liability. Examining compliance in this
setting renders it unlikely that the confound opportunity to
evade is related to observed noncompliance. The results
indicate complexity is the key explanatory variable for

noncompliance found in this study.
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CHAPTER 1: INTRODUCTION

MOTIVATION/GENERAL
THE COMPLIANCE PROBLEM

Compliance with the law is an issue concerning not only
academicians and behavioral scientists, but also policy
makers and governmental and regulatory institutions. Smith
and Kinsey [1987) state that research in tax compliance
contributes to a better understanding of compliance with the
contemporary "socio-legal" system in general. This stems
from their view that tax laws represent a widely enforced
type of "purposive" law.! They note that in a complex legal
system, compliance is as problematic as noncompliance.

The Internal Revenue Service (IRS) acknowledges the
difficulty in voluntarily complying with the tax law. They
recently initiated a program called "Compliance 2000" aimed
at preventing compliance problems before they happen [Cagle,
1992]. The new program places "more emphasis on (taxpayer)
education". It is based on the notion that most taxpayers
are honest and want to comply. However, as the IRS now
suspects, the existing system may "make it too complicated

to comply" with tax law.

Inpurposive" laws are the complex administrative laws
which delineate proper behavior desired to meet political or
societal goals, and which regulate market relationships [Smith
and Kinsey, 1987]. For further discussion see Bardach and
Kagan, 1982; Nonet and Selznick, 1978; and Scholz, 1984.

1
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Empirical knowledge of federal income tax law,
compliance is lacking. Beck, Davis and Jung [1991] note
that there is a need for "empirical and experimental"
research efforts into tax law compliance. Roth, Scholz and
Witte [1989] call for work to be done in unravelling the
causes of noncompliance. Kidder and McEwan [1989] state
that compliance studies should be given high priority in any
program of research on taxpayer behavior.

There is a perception that noncompliance with federal
income tax laws is high. At one IRS training school, an
instructor was quoted as claiming that agents could find
"errors in 99.9 percent of all tax returns if they wanted
to" [Long, 1981, p. 205]. Recent statistics show a decrease
in voluntary compliance [Fratanduono and Bucci, 1989]. The
Government Accounting Office (GAO) testified that the tax
gap (the difference between actual tax liability owed and
that voluntarily paid) is over $100 billion and growing
[U.S. Senate Committee on Governmental Affairs, 1991]. The
GAO further stated that the IRS may be losing its ability to
promote voluntary compliance in this era of complex and
changing tax law. Where there is difficulty in
understanding the tax law, there will likely be incorrect
payment of the tax.

Also, the IRS has been lax in providing proper

compliance information to taxpayers. The GAO [1990]
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concluded that the IRS needs to improve its taxpayer
information service function. This conclusion is important
in light of recent empirical research [Milliron and Toy,
1988] showing the strong positive relationship between
information service and taxpayer compliance.?
COMPLEXITY AND COMPLIANCE

Recently, tax authorities have begun to see complexity
as undesirable in the tax law.? Then-IRS Commissioner Fred
Goldberg said in a recent speech, "Our tax system is
imposing a burden on individual and business taxpayers
through uncertainty and complexity of the law." [Cleveland
Plain Dealer, 1991]. Much noncompliance "results from laws
that are too hard to understand and forms that are too hard
to cope with."

Rep. Dan Rostenkowski, Chairman of the House Committee
on Ways and Means, now supports reducing complexity in the

code. He has noted [Committee on Ways and Means, 1990] that

IMilliron and Toy found that "Increasing IRS Information
Services" was one of only four compliance features that had a
positive rating in their survey (Table 4). Additionally, it
had the highest Cronbach’s consistency coefficient of any of
the 17 features studied.

3The theme of the 1989 IRS Research Conference was
analysis of the Tax Reform Act of 1986 impact on simplicity
and fairness. The general opinion was that simplicity is not
an important consideration [see Pecarich and Schwarz, 1989;
and Steurle, 1989]. However, on July 3, 1991 the Tax
Simplification Act of 1991 [H.R. 2777, S. 1394] was introduced
by Rep. Rostenkowski and Sen. Bensten.
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the Congress has "a responsibility to pursue meaningful tax
simplification" to ease the burden of compliance on
taxpayers and allow our voluntary system to remain viable.
Tax practitioners concur. Sprohge and Hemingway [1991]
state that simplification is one of the two key tax policy
issues that Congress should address.

The chairman of the AICPA Subcommittee on
Simplification, Jay Starkman, has opined, "The tax law is
difficult to understand and comply with because of its
complexity." [Starkman, 1990, p. 84]. He blames complexity
for a plethora of tax system ills.

Carroll [1989] believes that complexity in tax law
causes major problems. These run the gamut from anger and
frustration ("...generates efforts to get around the
requirements or get back at the IRS.") to economic confusion
("...complexity changes the perceived risks associated with
noncompliance.") (p. 257).

Milliron [1985a; with Toy, 1988] favors simplification
of our tax law. Roth, Scholz and Witte [1989, p.17] share
this view by listing simplification as one of the "keys to
improving taxpayer compliance". Lewis [1982, p. 191] noted
that "incomprehensible tax literature" increases
noncompliance.

Empirical research on complexity and compliance is

needed. Beck, Davis and Jung [1991] state that empirical
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research has "not kept pace" with econometric modeling of
complexity’s effects on taxpayer compliance. Milliron
[1985b] recognizes that complexity is one of several
interconnected variables influencing taxpayer compliance and
its study is an integral part of research into taxpayer
compliance. Roth, Scholz, and Witte [1989, p.80] agree that
complexity is an important factor in studying taxpayer
compliance. They state that complexity seems intuitively to
offer some possible explanations for compliance but has
"received little attention from researchers concerned with
taxpayer compliance". Beck and Jung [1989b] see a lack of
complexity research in the tax law context and note that
complexity only recently has begun to receive the attention
it deserves. Slemrod [1989, p.178] concludes his discussion
of complexity, compliance and evasion by advising that he
would be "misleading" if he suggested "that much is known
about the relationship between complexity and
noncompliance."

Koch and Karlinsky [1984] point out that reducing
complexity is not a "cure-all for our tax system’s
problems". They believe the study of complexity is
important as a "step in the right direction" which may have
further ramifications. For example, they posited that a
simpler law would be perceived as fairer. Indeed, this was

born out in later research by Milliron [1985a] who found
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that subjects viewed complexity and equity as incompatible
constructs in a tax system.

THE COST OF COMPLEXITY

Adam Smith’s fourth canon of taxation [1776] states in
part, "Every tax ought to be so contrived as both to take
out and keep out of the pockets of the people as little as
possible over and above what it brings into the public
treasury of the state." He continued by explaining that to
minimize these costs a tax should be as easy as possible to
administer. Complexity causes increased compliance,
enforcement and administrative costs [Slemrod, 1989].%
Starkman [1990] bluntly states, "Complexity greatly
increases the cost of compliance." Given the voluntary
nature of our tax system, social, psychic and economic costs
also need to be included under the rubric of "compliance
costs".

The textbook public economics literature [see Brown and
Jackson, 1978; Musgrave and Musgrave, 1976; and Sanford,
1978] has evolved and expanded to seven the number of

traditional principles constituting a good tax. These

‘slemrod and Sorum [1984] estimate compliance cost.
Total cost for filing individual income tax returns was
estimated at $17 to $27 billion. Total taxpayers’ time of
approximately 2.13 billion hours was required. The average
was 26.7 hours (1982 resource cost: $318) of the taxpayer’s
own time. Individuals paid an additional $3 to $3.4 billion
for professional tax advice.
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include: simplicity, equity, ability to pay, efficiency,
flexibility, compatibility and certainty.

One of these concepts, simplicity, is salient to this
research. This principle states that a tax system should be
understood, at least in terms of its basic structure, by the
vast majority of the taxpayers affected.’ The system should
not be so complex as to create confusion among taxpayers.

Carroll [1989] notes that the benefits of a good,
simple tax include increased compliance and decreased
administrative costs and taxpayer burdens. He worries about
the confusion in our present code. By its complexity the
code can "make criminals" of honest taxpayers and requires
the government to "continually monitor, frighten, and
punish" its citizenry at no small cost.

Slemrod [1989] hypothesizes that, because complexity
increases the cost of compliance, it indirectly discourages
compliance. He states [p. 157]:

"For the taxpayer himself, the critical aspect of
complexity is the time and expense involved in
completing the tax return, or compliance cost,
including not only complying with the filing
requirement, but also identifying and documenting the

deductions, credits and reductions in taxable income to
which he is entitled."

S‘Certainty, or its evil twin uncertainty is related to a
lesser degree. The principle of "certainty" calls for tax
liability to be definitely calculable and not arbitrary. Some
economists [Beck and Jung, 1989] use uncertainty as a
surrogate for complexity in econometric modeling of taxpayer
compliance.
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He has proposed that the total cost of tax collection could
be used as an index of complexity in a tax system. He calls
for more research into tax law complexity and its
relationship to compliance.

Roth, Scholz and Witte [1989] report that theories are
now being developed that relate compliance to various costs
of compliance. So far, only sketchy findings weakly support
the concept that higher compliance costs decrease
compliance.

MOTIVATION/SPECIFIC
OPEN-DOOR POLICY CONFLICT

The United States open-door policy towards foreigners
leads to the entrance each year of a large number of
nonimmigrant international students.® Many will earn income
subject to our tax law.’ It is important that tax law
encourages compliance among our foreign visitors.

It appears that U.S. higher education is receptive to

foreign enrollment, and indications are that this trend will

SAccording to the Immigration and Nationality Act, a
foreign national here for temporary purposes only, and not
intending to stay, is considered a "nonimmigrant".

U.s. source income (subject to federal withholding) paid
to all nonresidents approached $23 billion in 1987 [Flaherty,
1990]. This amount includes interest (other than bank deposit
interest), dividends, rents, royalties, capital gains, and
compensation for personal services. Income that is
"effectively connected" with a foreign person’s business is
not included in this total.
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continue. In 1989, the most recent year for which data are
available, nearly 750,000 foreign students, teachers,
trainees, and their family members entered the United States
[U.S. Department of Justice, 1990 and 1991]. This is an
increase of 10.3% from 1988. In 1976 there were only an
estimated 50,000 foreign students studying here [Carliner,
1977, p. 113]. America has the largest international
student population of any country in the world [Leggat,
1991].

Foreign opinion rates U.S. higher education as the
world’s best on such criteria as scientific research
quality, ingenuity, flexibility of programs, and
accessibility to all segments of the population [Bok, 1990].
According to some authorities, "We’ve got the best
scientific education in the world" [Lee, 1991]. Hull [1985]
notes, "Even among developed countries the United States is
particularly enticing because of its traditional
receptiveness, its accessibility, and its strong and
supportive immigrant communities (p.5)." Derek Bok, then
President of Harvard University, stated, "We are the country
of choice for students around the world seeking to pursue
their education abroad (p.44)."

The number of international students at the graduate
level has been increasing by 6.5% annually [Institute of

International Education, 1990]. Of total graduate
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enrollment 12 percent (15 percent at doctoral granting
institutions) are internationals [Council of Graduate
Schools, 1989]. One of every nine students at Cornell
University is foreign [Leggat, 1991]. 1In 1989 over half the
U.S. doctorates granted in engineering and nearly half in
math and computer science went to foreigners [Lee, 1991].

We should not be threatened by the exodus of foreign
talent to U.S. graduate schools. According to William
Carroll of NAFSA: Association of International Educators,
the foreign students "are filling slots that are going
empty", not depriving Americans of an educational
opportunity [Lee, 1991].

Lee also notes there is sentiment in industry that the
U.S. should make every effort not only to welcome foreign
scholars but also to keep them here after graduation.® At
Texas Instruments, research Ph.D.s are 25 percent foreign-
born. The numbers are 35 percent at IBM and 40 percent at
Bell Labs. Still, there are spot shortages of qualified
research Ph.D.s in some fields especially where foreign
competitors are making inroads into U.S. markets.

Exposure to severe, complicated tax treatment could

discourage a nonresident from staying or foster

8Congress apparently shares this sentiment. The
Immigration Act of 1990 nearly tripled (from 54,000 to 140,000
yearly), the number of "green cards" to be granted highly
qualified foreigners [Leggat, 1991].
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noncompliance which could persist after resident status is
granted. By the guidelines established in the 1984 tax code
changes, 100 percent of all masters degree candidates and an
estimated 90 percent of doctoral candidates fall under more
complex tax law applicable to nonresident aliens. Far from
encouraging aliens to become naturalized citizens, Hull
[1985] believes that our policies have the "perverse effect
of penalizing only those aliens who have resided in the
country less than five years (p.49)".

LEGISLATIVE EFFORTS International educators are anxious for

changes in the way the U.S. system taxes foreign students.
Their lobbying efforts have recently resulted in several
proposed pieces of legislation. However, current policy
requires that any tax proposal, even one calling for
simplification, be "revenue neutral" [Starkman, 1990], i.e.
it must be shown the change does not reduce tax revenue.
Senators Pryor and Kennedy, along with five other co-
sponsors introduced legislation into Congress, The
International Scholarship Tax Corrections Act [Senate Bill
S.1155, 101lst Congress, 1lst Session, June 9, 1989] to
alleviate the more severe tax laws applicable to foreign

students.’? This bill failed to clear the Senate Committee

0ne year earlier a version of this legislation was
included in the year-end budget reconciliation, H.3150.
During floor debate, the Senate dropped this provision
[Liaison Group, 1990].
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on Finance to come for a floor vote. The bill was not
revenue neutral, and no revenue enhancement was proposed to
offset anticipated revenue losses.!’ Senator Lugar and
members of the Senate Committee on Foreign Relations
attempted to attach legislation to the Foreign Relations
Authorization Act of 1989, S.1160. However, the proposal
was dropped on the objection of Senator Bensten who pointed
out that the Foreign Relations Committed does not have any
jurisdiction over tax matters [Liaison Group, 1990].
Members of Congress are currently discussing two proposals
aimed at alleviating the severe taxation of foreign
students.!

Hull [1985, p.49] believes it is difficult if not
impossible to enact legislation beneficial to aliens. She
sees nonresident aliens as "a politically powerless segment
of society...(having) virtually no opportunity to assert
their interests in the public forum" where they are poorly
represented if represented at all. Then Chief Justice
Burger in Graham v. Richardson [403 U.S. 365, 372 (1971)]
stated that aliens should be viewed with suspicion because

they were a "prime example of a discrete and insular

%Newlon, Dr. Scott, International Economist, Office of
Tax Analysis, Treasury Department. Personal interview, June
7, 1991.

UMorrison, Philip D., International Tax Council, Treasury
Department. Personal interview. May 22, 1991.



13
minority that lacked a political voice to protect itself
against the majority."

SPECTIFIC COMPLEXITY/NONCOMPLIANCE PROBLEM
NONRESIDENT TAX LAW The specific complexity involves
compliance problems in the federal income taxation of
nonresident foreign students studying in the United States.
For tax purposes, nonresidents are individuals who are
neither citizens nor residents of the U.S. (Title 8, Aliens
and Nationality, U.S. Code). Statutory definitions of
"resident" and "nonresident" are found in Internal Revenue
Code §7701 (b), added in 1984. The difference is critical
because resident foreign students are taxed as U.S. citizens
while nonresident foreign students are subject to special
tax laws.!? These laws require them to file and pay tax on
U.S. income using a special form, the five-page 1040NR.

Smith and Kinsey [1987] believe conforming with tax law
is a complex act. Kidder and McEwen [1989] state that "tax
law violations are frequently sins of omission rather than
sins of commission (p. 57)." They caution that analysis of
noncompliance must study "not only the social circumstances

and motives of violators but also the nature of the rule

2This runs counter to standards of such international
bodies as the United Nations. Their Model Treaty [Art. 20(2)]
provides that students who are citizens of another country be
allowed to be taxed as citizens of the country in which they
are studying.
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system (p.56)." For nonresidents, compliance is neither an
easy nor routine matter. To fully comply, they must wade
through and decipher a maze of tax regulations, complete
lengthy forms, and maintain adequate documentation.
Applicable tax laws are intricate, leading to miscalculation
of U.S. federal income tax liability.

While nonresidents are taxed on U.S. income, common
deductions, such as the standard deduction, are denied.
This renders their situation more complex given that, as
Roth, Scholz, and Witte [1989] note, the majority of
taxpayers do not itemize deductions but use the short forms.
Also, itemizing burdens nonresidents with record keeping
requirements to substantiate the deductions, and causes more
difficulty if audited.

INFORMATION LACKING Few entering foreign students

comprehend the complex manner in which U.S. tax laws apply
to them. The Institute of International Education, Grantax
Program sponsor, states, "Unfortunately, the tax laws that
apply to (foreign students) are often complex and are not
generally understood by many independent tax consultants,
host institutions, or grantees" [Institute of International
Education, 1990, Introduction]. Nonresident students
mistakenly believe they can file like their American
colleagues (on Form 1040, 1040A or 1040EZ).

A problem may result because the U.S. has a voluntary
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federal income tax system whereby the compliance burden
falls on the taxpayer (with periodic auditing by the IRS).
Such a system assumes that taxpayers have the knowledge and
resources required to comply. However, no organized
government program informs foreign students how to comply
with U.S. tax law when they apply for, receive, or present
visas entering the U.S., nor are they advised of the penalty
system for improper filing [GAO, 1988]." The IRS does not
automatically mail the proper form (1040NR) to nonresidents,
a routine courtesy extended to filers of other forms. Also,
it is noteworthy that the 1040NR is not an information item
required to be stocked at any of the IRS Information
Distribution Centers or 600 plus walk-in sites nationwide
[GAO, 1990].%"

NONRESIDENT COMPLIANCE EVIDENCE LACKING There is consensus

among international educators that nonresident students have
the mistaken impression they can file the same tax forms as
U.S. citizens [Liaison Group Workshop, 1990; and NAFSA:
Association of International Educators, 1990]. The

Institute for International Education [1990] suspect that a

BExperimental research [Violette, 1989] shows the import
of a factor such as communication of sanctions in improving
compliance.

YThe IRS also provides distribution information to banks,
post offices and libraries, but does not routinely provide any
of these sources with Form 1040NRs or Publication 519 on how
foreign taxpayers must file.
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"majority" of the foreign students under their auspices file
incorrectly. 1In addition, the IRS recognizes that its own
agents give faulty advice to foreign taxpayers.!® CPAs and
tax advisers, unfamiliar with complex laws applying to
foreign students, may also give incorrect advice.!

According to a GAO study, the IRS should reassess the
effectiveness of its efforts to increase the tax compliance
of nonresident filers [GAO, 1988]. GAO data show the number
of nonresident filings reached 153,512 in 1986. Immigration
and Naturalization Service (INS) data cited by the GAO
indicate this is a fraction of the potential total of
nonresident returns. Considering only foreign students and
teachers, the total should have been three times higher.
The GAO stated, "IRS does not have the kind of information
needed to assess (its) alien compliance efforts (p.31)."
The IRS responded by giving assurances that they would

undertake a self-study (results have not yet been made

Bcarol Tello, Office of the Associate Chief Counsel,
International Division, IRS, in address to the Liaison Group,
June 8, 1990.

bconfusion was evident then in 1988 in several tax guide
books. The Arthur Young Tax Guide, 1989 provided information
based on pre-DRA’84 tax laws stating that foreign students may
claim resident status, under the o0ld circumstances-and-intent
test, years before §7701 actually permits (p. 513). The Ernst
and Young’s Arthur Young Tax Guide, 1990 erred in the opposite
direction by denying all foreign students resident status
(p.687). Other tax guides entirely omitted the subject [Price
Waterhouse, 1988; and Arthur Andersen, 1989].
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public) beginning in mid-1988."

The Organization for Economic Cooperation and
Development (a 24-member group including the U.S.) reported
that countries which undertook audits of foreign taxpaying
activities, invariably found "clear evidence of
noncompliance in this area" [GAO, 1988, p.15]. A high rate
of noncompliance with U.S. tax requirements has also been
found among American residents living abroad [Musselman,
1989], 61 percent of whom do not file.® If nationals away
from their home land do not comply with their own country’s
tax law, it is not unreasonable to suspect noncompliance
with foreign tax laws. As will be discussed in the Research
Approach section, this dissertation will look at other forms
of noncompliance in addition to simple nonfiling.

RESEARCH APPROACH

Crumbley [1973] believes that accountants’ familiarity
with tax laws place them in an advantageous position for
compliance and policy study. As to our comparative

advantage in research in this area, Koch and Karlisnky

'previously, the IRS announced reorganization of its
foreign taxpayer division on March 17, 1986, see Ann. 86-56,
1986-17, IRB 34. They consolidated all foreign taxpayer
divisions into the Office of Assistant Commissioner-
International.

BThe group sampled had income from U.S. sources (average
AGI of $26,039) that did not qualify for the $75,000 foreign
earned income exclusion, and thus had U.S. tax liability.



















































































































































































































































