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(ABSTRACT)

The level of taxpayer compliance has steadily decreased
over the years. Individual taxpayers failed to report
approximately $100 billion in federal taxes due on legal
income received in 1989. The compliance gap is large enough
to greatly reduce the federal government deficit.

Studies employing psychological cognitive structure
approaches to analyzing taxpayer compliance and attempting to
increase taxpayer compliance employ theories related to equity
sensitivity, attitude formation, and change. These studies
generally examine relationships between compliance and socio-
economic and situational variables. Appeals to a taxpayer's
moral obligation to pay taxes have been studied as a means to
change taxpayer attitudes and intentions and thereby increase
compliance.

The present study sought to determine if taxpayer
compliance could be enhanced by sanction threats or by appeals

to conscience. The study also endeavored to discover if



compliance differed between various types of taxpayers. These
individual differences were posited to cause taxpayers to
react differently to alternative types of interventions aimed
at increasing compliance to income tax 1law. A laboratory
study was designed to gauge a subject's sensitivity to equity,
administer intervention techniques, and measure compliance and
attitude toward taxation.

The data were analyzed using Multivariate Analysis of
Variance (MANOVA). Although the results of the study showed
no significant main effect for treatment type, a significant
main effect (p = .0075) was found for Equity Sensitivity type
when the scenario depicting Overstating Business Expenses was
the dependent variable in the design. There were no
significant main effects for Equity Sensitivity type or
treatment type when the six attitude items were used as the

dependent variables in a MANOVA.
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Chapter 1

INTRODUCTION

According to the Internal Revenue Service (IRS),
individuals failed to report approximately $100 billion in
federal taxes due on legal income received in 1989. This
accounts for a significant portion of the federal deficit
reported in that year. The compliance gap is expected to
increase to $110-$127 billion by 1992 (Hilgen 1990).

The Panel on Taxpayer Compliance Research, has defined

compliance as follows:

Compliance with reporting requirements means that
the taxpayer files all required tax returns at the
proper time and that the returns accurately report
tax 1liability in accordance with the Internal
Revenue Code, regulations, and court decisions
applicable at the time the return is filed (Roth,
Scholtz, and Witte 1989, p. 2).

In a survey by Yankelovich, Skelly, and White (1984),
one in five taxpayers admitted having cheated on their

federal income taxes, and 41 percent of taxpayers
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believe that people who cheat in small amounts are unlikely
to be caught. Unreported income accounts for about 75
percent of the noncompliance of individual taxpayers,
overstated subtractions account for about 13 percent,
nonfiling for about 10 percent, and math errors for the
remaining two percent. The IRS manages to recover only 10
to 15 percent of the noncompliance tax gap through all its

enforcement activities (Roth 1990).

Increasing Compliance

Two primary methods have been used to increase
compliance to tax laws. The first method, sanction threat,
uses increased penalties, threats of property seizure, or
imprisonment to increase compliance. Since most
governmental efforts to collect revenue have centered
around civil and criminal sanctions, research efforts
examining ways to increase taxpayer compliance have
primarily concentrated on the effects of increasing
sanctions for evasion (Jackson and Jones 1985, Klepper and
Nagin 1989, Kinsey 1990, Sheffrin and Triest 1990).
Penalties for noncompliance have increased steadily over

the years. The $100 billion gap, however, is evidence that



3
sanction threats are not as effective as the government
would like for them to be.

The second method of increasing taxpayer compliance is
appeals to conscience. An appeal to conscience 1is an
invocation to a taxpayer's sense of moral obligation to pay
taxes. Research investigating this method includes
Grasmick and Scott 1982, and Schwartz and Orleans 1967.
This method has been used only recently (Goldberg 1990).

Affecting a change in taxpayer attitude toward paying
taxes is a method of achieving compliance which may lead to
a long lasting change in behavior. Taxpayers' attitudes
affect their intentions to perform behavior in the future,
and their intentions lead to performance or nonperformance
in the future. More research needs to address increasing
taxpayer willingness to comply voluntarily with tax laws
(Smith and Stalans 1990, Thurman et al. 1984).

The effects of both sanction threats and appeals to
conscience are moderated by individual differences in
taxpayers. One individual difference, a taxpayer's equity
sensitivity (Huseman, Hatfield, and Miles 1985), may affect
the manner in which an intervention attempt alters a
taxpayer's behavior. Individuals react differently to
perceived equity or inequity because of their different

preferences for equity.
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Compliance level and the perception of equity in the
tax system are affected by environmental and personal
variables. Environmental variables include social norms,
opportunity to evade, legal controls, social controls, and
perceived opportunities to evade. Personal variables
include financial strain, personal strain, tax ethics,
perceived injustice, and personal orientation (Weigel et
al. 1987, Roth et al. 1989)

Little research has been conducted to investigate the
role of individual differences in compliance or equity
experimentation. Huseman et al. (1985) contrived a
construct which describes the manner in which individual
differences affect a person's perception of equity. This
theory classifies an individual's perception of what is and
what 1is not equitable and makes predictions about an
individual's reaction to equity.

The Internal Revenue Service (IRS) plans to use methods
other than sanctions to increase compliance. The IRS
plans, as a part of its “Compliance 2000" program, to
design interventions to increase taxpayer compliance.
These interventions should be designed to take into account
that all taxpayers will not react in the same manner to

their intervention attempts. This differential reaction
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may be due to a taxpayer's perception of what is fair or

equitable.

Purpose of the Study

This study sought to determine if changing taxpayer
attitudes towards: (1) fairness, (2) equity, (3) government
spending, and  (4) probability of detection would change
compliance. The study employed a laboratory study to
examine the extent to which sanction threats and conscience
appeals change taxpayer attitudes and increase taxpayer
compliance. The ability to alter the degree of taxpayer
compliance and the taxpayer's perception of the tax system
was believed to be moderated by the taxpayer's equity

sensitivity.

Organization of the Study

The next chapter reviews the literature exploring ways
of changing attitudes through sanction threats and
conscience appeals. The division of the chapter is based
on the prominent theories underlying compliance research:
prospect, deterrence, and cognitive theories. Chapter 3

develops the theory behind the study. It contains sections
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which discuss: (1) conditions affecting compliance and the
perception of equity in the tax system, (2) the problem of
obtaining reliable compliance data from respondents, (3)
the concept of equity sensitivity, and (4) the statement of
the problem and hypotheses. Chapter 4 discusses the
methodological and statistical design. Chapter 5 reveals
the results of the study. Chapter 6 discusses the research
results, describes the contributions and limitations of the

study, and contains recommendations for future research.



Chapter 2

LITERATURE REVIEW

The literature review is divided into three sections,
based on the three prominent theories underlying past
compliance research. The first section summarizes studies
based on Kahneman and Tversky's prospect theory. Prospect
theory contends that individuals make different decisions
depending on how choices are framed. The second section
examines studies using deterrence theory to investigate
taxpayer compliance. Deterrence theory posits that
taxpayers consider the Dbenefits and drawbacks of
noncompliance in view of the probability of detection and
the severity of punishment for noncompliance. Section
three explores the studies wusing cognitive structures
(distributive justice and attitude change) as a basis for
investigation. Distributive justice theories attempt to

determine how much individuals should receive or pay in a
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particular situation and whether they are receiving what
they deserve (Porcano 1984). Attempts to increase
compliance through changing taxpayer attitudes have
employed appeals to conscience. Conscience appeals are
appeals to a taxpayer's perceived moral obligation to

comply with tax laws (Schwartz and Orleans 1967).

Prospect Theory

The earliest economic model of tax evasion assumed that
people treat evasion as a simple gamble (Allingham and
Sandmo 1972, Srinivasan 1973, Weiss 1976). However,
Prospect Theory modifies expected utility theory. It
posits that individuals make different decisions depending
on how choices are framed. The formulation of the problem
and the norms, habits, and personal characteristics of the
decision maker control the frame that the decision-maker
adopts (Tversky and Kahneman 1981).

According to prospect theory, people make choices 1in
two stages: problem-editing and evaluation. In the
problem-editing stage, options are reformulated to simplify
subsequent choices. During this process, outcomes are
framed as gains or losses relative to some reference point.

In the evaluation phase, the individual evaluates the
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outcomes and chooses the one with the highest value.
Outcomes are viewed as positive or negative in relation to
a reference outcome that is Jjudged neutral (usually
assigned a value of 0). The reference outcome is often set
by social norms and expectations. The reference outcome is
frequently correspondent to a level of aspiration. Whether
an outcome is viewed as a gain or loss may depend on
variations of the reference point (Tversky and Kahneman
1981).

In the evaluation, the individual wuses a utility
function which is convex for losses, concave for gains and
steeper for losses than for gains (Tversky and Kahneman
1981). For example, the subjective value between gains of
$20 and $30 is greater than the subjective difference
between gains of $220 and $230. The response to losses is
more intense than the response to gains (see Figure 1).

According to Kahneman and Tversky,

In general, a preference for a sure outcome over
a gamble that has higher or equal expectation is
called risk averse, and the rejection of a sure
thing in favor of a gamble of lower or equal
expectation is called risk seeking (Kahneman and
Tversky 1984, p. 341).

Based on Prospect Theory, taxpayers who expect a refund
and perceive this as a gain should avoid the risks

associated with evasion. Those expecting the 1loss of

paying additional tax are predicted to be more likely to
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VALUE

LOSSES GAINS

Figure 1. A Hypothetical Value Function

(Tversky and Kahneman 1981)
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take the risky alternative and evade tax (Robben et al.
1990).

The major studies using prospect theory as a
theoretical frame are Friedland et al. 1978, Friedland
1982, Chang et al. 1987, Klepper and Nagin 1989, Schadewald
1989, Schepanski and Kelsey 1990, Robben et al. 1990a, and

Robben et al. 1990b. Discussions of these studies follow.

Friedland, Maital, and Rutenbery (1978)

Friedland et al. pioneered experimental studies
concerning tax evasion. They used a game simulation to
explore: (1) whether income tax evasion was sensitive to
changes in tax rates, (2) which socio-economic variables
are related to evasion, (3) whether the decision to evade
tax and the extent of evasion are separate and distinct
decisions, and (4) whether fines are a more effective
deterrent than frequent audit. In a game-simulation,
subjects were faced with hypothetical tax evasion
decisions.

Fifteen undergraduate psychology students were given
tax tables and received monthly taxable income. The
subjects were told to report their income and pay tax
according to the income they reported. The objective was

to maximize their net income after taxes and fines.
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Sensitivity of income tax evasion to changes in tax
rates and whether fines are a more effective deterrent than
frequent audit was gauged by employing Tversky and
Kahneman's (1974) prospect theory. Friedland et al. gave
subjects a one-in-fifteen chance of paying a fine of
fifteen times the sum of tax evaded or a one-in-three
chance of paying a fine of three times the sum of tax
evaded. Random audits of subjects' returns were conducted
each month.

The socio-economic variables examined were age, gender,
marital status, ethnic background, whether employed, income
(proxied by car ownership), and risk aversion or affinity
(proxied by whether subject habitually buys lottery
tickets). The experiment employed tax rates of 25 percent
and 50 percent and frequency of audits/severity of fines as
independent variables.

Friedland et al. concluded that 1large fines with a
small probability of detection were a more effective
deterrent than small fines with a high probability of
detection. Fine magnitude did not prove statistically
significant in correlations and regression analysis.

Evidence was found to support their contention that the
decision to underreport and the magnitude of underreporting

are separate decisions. These decisions were found to be
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influenced by different factors. They found that women
were more 1likely to evade than men but underreport a
smaller fraction of their income. Habitual lottery ticket
buyers were not more likely to evade than others, but they
did conceal more income when they did evade. Tax rate was
found to be the most important determinant of the
probability of evading. Age, marital status, and gender

were important determinants of the extent of evasion.

Friedland (1982)
Friedland's 1982 study was motivated by the fact that

taxpayers' information about the probability of tax audits
and the fines they would incur for tax evasion are
incomplete or inaccurate. Friedland conducted this follow-
up study to evaluate the effects of variations in the
quality of information about fine magnitudes and audit
probabilities on the tendency to evade taxes.

Game simulation was employed as in Friedland et al.
(1972). Thirteen law students were given tax tables and a
form for reporting and calculating tax and net income. The
objective again was to maximize net income after taxes and
fines. The independent variables employed were precision

of information (precise/vague), magnitude of fines
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(high/low) and probability of audit (high/low). The
dependent variable was percent of income reported.

Through analysis of variance, Friedland found that
subjects threatened with low fines reported significantly
less income than those threatened with high fines and that
high probability of audits extracted higher income reports
than 1low probability audits. There was significant
interaction, however, between audit probability and fine
magnitude. High and 1low fine magnitude affected the
percentage of reported income when audit probability was
low but had little effect when audit probability was high.
There was no significant main effect for the precision of
information about the magnitude of fines or about audit
probability. Friedland did find a significant interaction
of the precision of information about audit probability
with the magnitude of fines and audit probability. Because
of the interaction, he concluded that vague information
about audit probability enhances the deterrent power of low
fines, and that the use of vague information about audit
probability strengthens the deterrent power of 1low

probability audits.
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Chang, Nichols, and Schultz (1987)

Chang et al. investigated taxpayer attitudes toward tax
audit risk from the perspectives of prospect theory. They
asked subjects to play tax audit lotteries in hypothetical
tax reporting problems that would be expected to provide
information about the hypothesized utility function based
on prospect theory. They hypothesized that a risk-neutral
taxpayer should be indifferent to the choice between
playing a tax audit lottery and not playing the tax audit
lbttery. A risk-seeking taxpayer would choose to play the
lottery.

The subjects in the study were 56 middle-income
executive MBA students. The subjects were given a booklet
including instructions, six tax lottery |—cases, and
debriefing questions. The cases represented a complete
crossed factorial design. The independent variables were
magnitude of tax savings ($100 and $1,000) and auditing
frequency (10 percent, 50 percent, 90 percent). The
respondents were asked if they would report the income in
each hypothetical tax lottery case.

The debriefing questionnaire obtained information about
a subject's: (1) gender, (2) age, (3) marital status, (4)
profession, (5) income, (6) education, (7) composition of

income, (8) perception of the fairness of the tax systenm,
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(9) awareness of association with other evaders, (10)
previous experience with IRS audits, (11) professional help
from tax experts, and (12) statistical knowledge about
expected utility theory.

Chang et al. found that the 1lottery was played most
frequently when the implied penalty rate was 100 percent
(31 subjects would save $100 at an audit rate of 50 percent
and 26 subjects would save $1000 at an audit rate of 50
percent). The next highest frequency was at an implied
penalty rate of 11 percent and the lowest at 900 percent
implied penalty.

The choice to play the audit lottery reveals risk-
seeking attitudes; the choice not to play would be risk
averse. In only one of the six cases ($100 savings at 50
percent audit rate) was the proportion of risk-seeking
subjects greater than 50 percent. The authors concluded
that taxpayers are, on average, risk averse.

The subjects were then divided into two groups:
taxpayers viewing tax payments as a reduction of gain and
those who viewed tax payments as certain losses. Twenty-
eight subjects viewed tax payments as a pure loss and 22
subjects viewed tax payments as reduced gain. The pure

loss (risk-seeking) group contained an average of 65
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percent risk seeking behavior as opposed to 23 percent for
the reduced gain (risk-averse) group.

Chang et al. next compared the demographics for the two
groups. They found that the risk-seeking group contained a
nearly equal number of males and females. The proportion
of female subjects was greater in the risk-seeking group
than in the risk averse group. The risk-seeking group was
younger on average than the risk-averse group. The risk-
seeking group also had a 1larger proportion of nonwage
income, were more dissatisfied with the tax system, knew
more tax evaders, and were more familiar with the tax law
than the risk-averse group.

An analysis of variance on the arcsine transformation
of the percentage of subjects who played the tax lottery
for each case was conducted. The results revealed that the
percentage of risk-seeking subjects was significantly
greater when the tax payment was small than when the tax
payment was large.

The authors concluded that "although taxpayers may be
generally risk averse, a substantial proportion actually
exhibit risk-seeking behavior" (p. 299). This behavior is

consistent with prospect theory.
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Klepper and Nagin (1989)

Klepper and Nagin conducted a survey to investigate how
certain features of the enforcement of tax laws affect
perceptions of detection risks and penalties for
noncompliance to tax laws. They tested eight hypotheses
concerning perceptions of detection risk and criminal
prosecution, and intended behavior.

Klepper and Nagin used a survey containing scenarios of
a hypothetical taxpayer with differing amounts of self-
employment income and charitable deductions. The
respondents were 163 students enrolled in an evening master
of public management program. The students wére randomly
assigned among eight scenarios. Each respondent received
two scenarios.

The respondents were presented with three gambles of
under-reported income by 25, 50 and 90 percent. The
respondents estimated: (1) the chance the IRS would catch
at least half of the unreported income, (2) the chance the
hypothetical taxpayer would be criminally prosecuted if at
least 50 percent of the unreported income was detected, and
(3) the likelihood the respondent would take the risk if
the respondent were in the hypothetical tax position.

Klepper and Nagin found that:

...perceptions of detection risk on a line item
are influenced by the amount and percentage [of]
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noncompliance on the line item, the noncompliance
on other 1line items (especially for 1line items
that are inferior evasion opportunities), and the
cost to the IRS of detecting noncompliance on the
line item. Our findings on perceptions of
criminal prosecution suggest that the perceived
probability of criminal prosecution is shaped
principally by the percentage noncompliance on
the line item (p. 229).

The findings suggested that taxpayers appear to make
calculated decisions, weighting the benefits and costs of
compliance. They also found that the perceived probability
of criminal prosecution appears to act as a deterrent to
noncompliance.

The authors conclude that taxpayers are sensitive to
the effect that noncompliant behavior has on the risks of
detection and criminal prosecution and that these risks

affect their willingness to engage in noncompliance.

Schadewald (1989)

Schadewald conducted an experimental study to determine
if the reference points contained in prospect theory were
applicable to individual taxpayers' reporting decisions.
Schadewald tested two hypotheses:

Hl: More subjects will be risk seeking when
the refund is overestimated than when it is
underestimated.

H2: More subjects are risk seeking when they

are under withheld than when they are over
withheld.
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Subjects in the study were 109 evening MBA students at
the University of Minnesota. The subjects were paid $10.00
each. The study used a 2 x 2 experimental design in which
the subjects were asked to make hypothetical tax reporting
decisions. The nested design consisted of one between-
subjects variable (tax due/refund amount) and one within
subjects variable (amount withheld - $10,000 or $12,000).
The subjects were asked to read and respond to two tax
cases, four context-free choice problems designed to
independently measure the subjects' risk preferences, and a
post-experimental questionnaire.

After the presentation of the tax cases, the subjects
were asked whether or not they would deduct an expenditure
whose deductibility was uncertain. The subjects were also
asked to give the strength of their preference rating on a
nine~point scale. The data were analyzed with descriptive
statistics and analysis of variance for H1 and H2.

The subjects' preferences for risk position were not
significantly affected by either manipulation. The author
concluded the framing of tax outcomes as gains or 1losses
was not affected by either the prior expectation or the
amount of tax withheld and that this result was consistent

with utility theory and not prospect theory.























































































































































































































































































