The Influence of Tax Audits
on Reporting Behavior

Brian Erard

The Internal Revenue Service estimates that the gap between income taxes
owed and income taxes voluntarily paid amounted to $95 billion in 1986—a
figure representing nearly one-half of the federal budget deficit for that year.
This revelation prompted Congressman Byron L. Dorgan to launch a bipar-
tisan task force investigation of ways to reduce the tax gap. One of the
recotmmendations of the task force was to raise the audit rate from its 1986
level of 1.14 percent to 2,50 percent by 1992. If this recommendation were to
be enacted, the increased examinations, in principle, could have both direct
and indirect revenue consequences. A higher avdit rate would translate di-
rectly into increased tax revenues through the collection of greater amounts of
unpaid taxes and penalties. In addition, there would be two potential sources
of indirect revenue gains. First, if andited taxpayers respond to the examina-
tion experience by improving their compliance in subsequent years, then a
higher frequency of tax audits should promote additional future tax revenues.
Second, if taxpayers who are not audited nevertheless perceive a greater threat
of examination, they also may improve their compliance behavior. Although
researciiers have had some success in guantifying the direct impact of tax
examinations on tax revenue, relatively little is known about the indirect
effects of tax audits on tax compliance. In this essay, the influence of tax
audits on subsequent year reporting behavior is investigated using IRS data
sources on taxpayers who were the targets of an audit in one year and, purely
by chance, were the subjects of a second audit two years later.

This essay is based on research that I performed while I was an employee of the Internal
Revenue Service. I am grateful to Charles Benneti, Alan Plumley, Joel Slemrod, and Aileen
Thompson for their helpful comments and suggestions; to Mary Helen Risler for her valuable
assistance; and to the Internal Revenuce Service, particularly Dennis Cox, for providing me with
the suppart necessary to perform this analysis. The opinions expressed in this essay are my own,
and they should not be attributed to the Internal Revenue Service.
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hn b vy cvononiie models of s evinion teapn s Allingham and Sandino
200t adies doonot provide any information that would influence Tuiure
tweperting behavior b these models, taxpayers are alieady aware of the (ex-
apenaits) probability ol audit and detection; they know their true taxable
meonnesand they e failine wille the penaltics Tor noncompliance. Based
an this inlormation, they choose an amount o report to maximize expected
sttty Ansusdit is simply an instance of a taxpayer losing the “tax lottery™; no
infonnition s pained that would be useful in future reporting decisions. In
e recent models, rescarchers allow for the possibility that taxpayers may
ol be fully aware ol their tax circumstances, For example, in Alm (1988),

Bevh and Jung (E989), Scoichmer (1989), and Scotchmer and Slemrod

{10, tispayers are ancertain of their true levels of taxable income. Under

vonditsns ol ancertiinty, it is feasible that an audit might play a valuable
wianetinnal role that would influence future taxpayer reporting activities.
Twspityer who wint o comply with the tax laws may gzin a better under-
slarding ol how e Jaws apply to their particular circumstances from an
mwchit Thi wonld make it possible for them to file more accurate returns in the
e ho contrast, stralegic tax evaders may use the information they obtain
foneaudils to develop more effective noncompliance strategies. In addition to
pitming o better understanding of their true tax Habilities, these individuals
sy keane about such enforcement issues as the detectability of noncom-
phaeeapportunitics for the appeal of tax judgments, and criteria for the
tnposition of penadties that would be of use to them in forming future report-
HU sladepes.

An important issue ignored in most models of rax compliance is the
fepeated miture of tax reporting activities. Greenberg (1984) examines the
s ol wuditing, within a multiperiod framework. His results indicate that
mithing andit probabitities contingent on the results of previous audits can be
ellevtive i reducing the overall level of tax evasion. Tax evasion is dis-
comaged e his model by a policy of auditing all future returns of persistent
e otfenders. 1 audit probabilities are conditioned on prior audit experience,
IF 15 plansible that taxpayers will take this information into account when
fonning, noncompliance strategies, as they do in Greenberg’s model,

The quality of a taxpayer’s audit experience also may influence his or
het subsequent reporting decisions. Tittle (1980) summarizes evidence indi-
eitigg an important relationship between perceptions of faimess and com-
Plinnce with societal rules and regulations. A positive audit experience
ity cheourage future tax compliance; a negative audit experience may dis-
raurage it.

Pl tnflucne e of T Awdeis one Repavening Behavion 0y
Prior Empivical Hesoareh

Although v Fair sunount of empirical rescarch has been performed on the
general deterrent effect of an awdit (e.g., Beron, Tauchen, and Witte [988;
Dubin and Wilde 1988; Tauchen, Wilte, and Beron 1989; Witte and Wood-
bury 19853) there have been relatively few studies of the specific deterrent
effect of an audit on subsequent year reporting behavior, Spicer and Lundstedt
(1976) examine the relationship between prior audit experience and tax com-
pliance using survey data on 130 Ohio households. The authors find a positive
relationship between an index of reported tax evasion and prior audit experi-
ence based on a multiple regression; however, the authors do not state how the
evasion index was created. If the index was based on reported prior tax
evasion, then the results simply may be an indication that returns that under-
state income are relatively more likely to be audited.

Spicer and Hero (1985) perform an experimental study of factors influ-
encing taxpayer compliance decisions. This study involves a game played by
thirty-six University of Colorado undergraduates in which the participants
were asked to make tax reports based on their true income, a random audit
probability, and a preannounced penalty rate. The game was played for ten
rounds.! The results indicate a significant positive relationship between tax
compliance on the final round and the number of prior audit experiences. This
finding is rather curious, given the random nature of the audit selection
process used in the experiment. The authors do not state whether participants
were able to observe the frequency of audits taking place in each round. If the
frequency of audits could not be observed, it is plausible that taxpayers relied
on personal andit experience to gauge the random audit probability. An alter-
native explanation is that those participants who experienced a number of
audits began to doubt that the audit selection process was, in fact, random. A
second finding from this study is that the level of evasion on the final round of
play is positively correlated with the level of evasion on the first round,
indicating the persistence of noncompliance over time.

Long and Schwartz (1987) investigate the impact of tax audits on subse-
quent year reporting behavior using audit data from an IRS Taxpayer Com-
pliance Measurement Program (TCMP) panel study. This data source contains
information on 2,171 taxpayers who were subjected to audits of their 1969 tax
returns and, subsequently (without prior warning), of their 1971 returns.? The

1. The participants were informed of the length of the game prior to beginning play.

2. The data used in this study consist of a stratified random sample from the population of
filers of nonbusiness returns with adjusted gross incomes of tess than $50,600 and filers of
business and farm retwns with less than $10,000 income. '
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PORE it expevinced Dy thews Gsgayers didtesed oo ordinary oper
ot TR st in two Bportant sways. Fust, the etirns were randomly
cheren for walit, IRS ordigarily Giepets returns e audit that are expected 1o
sttt o substantinl tax changes. The modom natire of dhe audit selection
provess Tor this experinaent makes it possible o compare the audit results for
EOOU retarns by the simple with those Tor 8071 returns without the need to
vadiel dor the possible confoumding influences of & nonrandom audit selec-
fion eeiferion. Second, the andits were unusually thorough in that every fine
than on e return was examined. In contrast, ordinary IRS audits typically
comeern andy asaalb number ol issues relating to a tax return. The thorough-
e ok the TUMP audils allows relatively accurate measurement of tax non-
sonepiionee, The authors perfonm a statistical comparison of audit results for
thee PO and 1978 tax returns in the sample. Differences in both the frequency
andh miapuihkhe of fax adjustments across years are examined, The results
medicate il the 1969 TCMP audit was marginally effective in reducing the
avenll Tieguensy of 1971 tax noncompliance by taxpayers in the sample,
it net 6 averape size, In addition, the frequency of large tax adjustments
tadptiients ol smore than $1,000) was not significantly different between
He saanples ol 1969 and 1971 tax returns. Unfortunately, the very features
that lacilitded an analysis of the data—random selection and audit
thernuphness limit the generalizability of the results from this study to the
1 pensen of Gax payers experiencing ordinary operational andits. Because tax-
payers were notilied that TCMP audit selection was random, they may not
have Tormed the sume perceptions as they would have had they been selected
tar andit under an ordinary program. Moreover, as the authors point out, the
sl thoroughness of the audits may have resulted in atypical taxpayer
t ‘l[’l'l 1CHUEGS,

Pata Sources

The currend study s based on two IRS data sources, The first is the 1982 IRS
TOME Suevey. This data source contains the results of thorough, line-by-line
miudit ol large stratified random sample of 1982 federal individual income
fis returns. In addition to information about the [982 tax return audits, the
data file includes limited information about the prior year return characteris-
tics ol all taxpayers in the TCMP sample, including whether their previous
two dax returns were audited. In contrast to the 1982 TCMP examination, any
andits of 1980 or 1981 tax returns would have been ordinary operational
andits, Thus, the data sct contains information about two groups of individ-
tals: {1) taxpayers who were targeted for an ordinary audit in one year who,
putely by chance, were selected for a thorough TCMP audit in a subsequent
year, and (2) taxpayers who were selected for a thorough TCMP audit who
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i not been wudsled e the recent past. o addition to indicators for whether
ecither ol & (axpayer’s previous two tx returns were audited, the data file
contains information concerning the resufts of these prior audits, The file con-
tains the net amount of recommended tax and penalty assessments for those
taxpayers who agreed with the auditor’s finding. In those cases where the
recommendead tax and penalty assessments from a prior audit were appealed,
the data file contains the actual amount of tax and penalty assessments that
were imposed if the case was settled by the time the 1982 TCMP data set was
cteated. Unfortunately, the tax and penalty assessment field for prior audits
that were not settled by this time contains the same code used to indicate that
the prior audit resulted in no recommended tax change, thus rendering these
two cases indistinguishable. Another potential limitation of this data source is
that, in a small number of cases, the audit of a prior year tax return may have
been a direct result of the 1982 TCMP audit.?

The second data source is based primarily on the 1985 TCMP Survey.
Although the TCMP survey for that year does not include the prior audit
history of taxpayers, this information was obtained through a social security
number maich with IRS records on audits of 1983 and 1984 tax returns that
were closed by the end of the 1988 processing year. These records include
nearly all 1983 audits and the vast majority of 1984 audits that were per-
formed. Information from the 1985 TCMP Survey was used to identify those
1983 and 1984 tax return audits that were initiated in response to the 1985
TCMP examination. The data obtained through this match includes the
examiner-recommended tax and penalty assessments resulting from the prior
audits. Also available is information concerning the disposition of prior andit
cases. From this information, it is possible to determine whether the taxpayer
agreed with the examiner-recommended tax and penalty assessments or if
these assessments were protested. Unfortunately, this data source contains no
information about the prior year return characteristics of taxpayers in the 1985
TCMP Survey who did not experience a prior audit.

Clearly these two data sources have different relative merits and faws,
The first data source contains some information about prior year return
characteristics both for taxpayers who experienced prior audits and for those
who did not. However, the data on prior audit assessments is incomplete, and
no information is available concerning the disposition of prior audit cases.
The second data source contains no information about the prior year return
characteristics of taxpayers who were not audited, but it contains complete

3. According to IRS sources, it is possible that the recording of prior year audit histories
may have taken place after some of the 1982 TCMP cases were completed and posted to the
master file. As a result, a small number of the prior year return audit cases identified may actually
have been initiated in response to findings from the 1982 TCMP examination.
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W the nestsection, a methodolopy iy developed For taking advantage of

the relive merits of these data sources to investigate the influence of tax
mdits on subsequent year reporting hehavior,

Mothodology

Hoth ol the duta sources for this study contain the audit history of the returns
tiepavers filed for the two years preceding the filing of the TCMP tax year
tetinn Eax retuns normally are selected for audit over a period of approxi-
nitely one year, beginning in October of the year the returns are filed. For
example, 1990 tax year returns are due in April 1991. Audit selection for
these tetrny witl most likely take place between October, 1991, and Septem-
I, 12 A aresalt of the timing of the audit selection process, many audits
ol setrns filed for the tax year immediately preceding the TCMP tax year
woukd not have taken place prior to the filing of TCMP tax year returns.
Cinsequenty, T focus on the impact of andits of returns filed two years prior
to the filing of the TCMP tax year return on TCMP tax year compliance,
Iwo approaches are used to examine the influence of a tax audit on
shibsequent year reporting behavior. The first approach involves an examina-
ton ol whether taxpayers who experienced tax changes from a prior year audit
experienced Jower tax changes from their subsequent year TCMP audits. Such
 finding would be consistent with the notion that audits have a positive
mfluence on subsequent year tax compliance, However, because factors other
than prior audit experience are not controlled for, the results of this analysis
will he subject to alternative explanations. If other aspects of the taxpayers’
compliance decisions were changing over the periods under investigation,
then they, rather than the audit, may be responsible for the observed changes
i reporting behavior. For measurerent reasons, only taxpayers who experi-
coved substantial tax changes as a result of their prior year audits are used in
tle comparison. Because ordinary operational audits generally involve only a
sl number of line items on a return, nondetection of tax noncompliance is
wacltively more serious problem for these audits than it is for TCMP audits,
A smull audit change resulting from an ordinary examination might indicate
cither a relatively compliant return or a return with large amounts of un-
deteeted noncompliance. By focusing only on cases in which the prior year
1eturn audit uncovered substantial noncompliance, nondetection of tax non-
compliance poses a less serious problem. If a prior year return shows a great
deal of noncompliance and a subsequent year return subjected to a more
thorough audit shows little noncompliance, this is relatively strong evidence
of a movement toward more compliant reporting. As pointed out by Susan B,
Long, however, it is expected that a group of taxpayers with large prior audit
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assesstents, even in e absence of wpoditive audit cHeel, wonld show sone
reduction in overatl fax noncompliance simply because ol regression toward
the mean. Thus, an improvement in compliance by taxpayers with substantial
prior year wudit assessments would not provide conclusive evidence of a
positive influence of tax audits on subsequent year tax compliance.

The second approach to examining the influence of tax audits on subse-
quent year tax compliance involves an analysis of whether, after controlling
for factors that influence the compliance decision, taxpayers who have experi-
enced recent prior audits differ in their compliance behavior from those who
have not experienced recent prior audits. A difficulty in performing this analy-
sis is that the selection of returns for ordinary operational audits is not ran-
dom. Rather, selection is based on IRS perceptions of the likelihood that an
audit will uncover substantial reporting errors. If compliance behavior is
correlated over time, it is important to control for the role of the audit selec-
tion process in subsequent year compliance outcomes. It is possible to control
for this process in a limited way using the 1982 TCMP data set. This set
contains the prior year levels of reported income as well as indicators for
presence of Schedule C (business) and Schedule F (farm) returns for all
taxpayers in the sample. When the IRS selects returns for audit, it classifies
returns into audit classes on the basis of these variables.4 Audit coverage
tends to be greater within the business and farm return classes than the
nonbusiness classes. Moreover, within a return category, audit coverage tends
to be higher among the upper reported-income classes.3 Within an audit class,
the IRS selects returns for audit based on tax return characteristics and other
available information that are judged to be significantly related to tax non-
compliance.

To analyze the influence of an audit on subsequent year reporting be-
havior, a two-equation sample selection model is estimated. The first equation
is a probit specification of the IRS decision to audit a taxpayer’s 1980 tax
return. This decision is modeled as a function of the limited information
available on the prior year return characteristics of the taxpayer. The second
equation specifies noncompliance on the TCMP year tax return as a function
of taxpaver characteristics, including prior audit experience. To account for
the mass of taxpayers in the sample who apparently file perfectly compliant
returns, a tobit specification for TCMP tax year noncompliance is employed.®
The model is specified as follows.

4. Actually, the income concepts used for classification {total positive income and total
gross receipts) are somewhat different than the measure that is available (adjusted gross income).

5. This information is detailed in the {982 Annual Report, Commissioner and Chief
Counsel, IRS, 30.

6. Taxpayers who either correctly report or overreport taxable income are treated as com-
pliant taxpayers in this model.
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where Al iy o Ltent variable for the propensity of IRS to audit the i tax-
payers prior year return; A, is a dumimy variable for whether or not the #
tisgrayer’s prior return actually was audited; N is a latent variable for the
propensity of the # taxpayer to underreport taxable income on his or her 1982
tx retarng and X, and X, are vectors of explanatory variables for the it
taapayer. The prior audit indicator is included to capture the influence of an
naedit o subsequent year reporting behavior.

‘Tocontrof for possible sample selection bias resulting from the prior year
mndif selection procedure, a correlation, p, is allowed between the distur
hanees ey, sl o It is assumed that these disturbances are jointly normally
disiibuted with variances of one and o2, respectively. If p were equal to zero,
thir. wonld iniply the absence of sample selection bias from the prior year
widit sebection process. In this case, the prior year audit equation would be
ilepesdent of the subsequent year noncompliance equation in the model, and
sgde cquadion tobil estimation could be employed to consistently estimate
fhi 2npiwt of a prior audit on TCMP year tax noncompliance. A zero correla-
Lon wonld exist if taxpayer compliance decisions were independent across tax
years, I this case, unobservable factors that infiuenced the IRS’s decision to
mdit @ return in one year would be uncorrelated with subsequent year tax
nomeompliance, I their experimentai study, Spicer and Hero (1985) find that
tuxpayer compliance decisions are positively correlated over time. A positive
vilue [or p would imply that unobserved factors that positively influenced the
chimees of un audit in one year (other factors held constant) would be associ-
ated wilh preater subsequent year tax noncompliance.

The following example illustrates the importance of accounting for the
ole ol the andit selection process in subsequent year compliance outcomes.
Suppose that the same taxpayers were tesponsible for deliberate non-
compliance each tax season and that audits had no impact on their reporting
behavior. One tax season, the tax authority learns of the reporting strategy
being used by these willful evaders and audits all returns consistent with the
known cvasion strategy. In the subsequent year, a random sample of tax
relurns is subjected to audit. The results indicate that taxpayers who experi-
enced a recent prior audit tend to have greater levels of noncompliance than
those who did not experience a recent prior audit. Unless the prior year audit
selection procedure were taken into account, a researcher would incorrectly
vonclude from this finding that audits have a detrimental impact on subsequent
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yeirr Lax compliance. The failure to appreciate the difference between the role
of audit experience and the role of audit selection in subsequent year com-
pliance outcornes can result in biased inferences.

Although the IRS, perhaps, does not have such accurate knowledge of
the identities of tax evaders as the tax authority in the above example, it is
capable of identifying factors that are correlated with noncompliance on tax
returns. If unobserved factors that influence the IRS’s decision to audit a
return (e.g., suspicious-looking deductions) represent manifestations of per-
sistent behavioral factors influencing taxpayer compliance decisions (e. g., an
enduring desire to “beat the system”), it is important to control for the role of
the audit selection process in subsequent year compliance outcomes. In my
model, the role of audit selection in subsequent year tax noncompliance is
captured by the correlation term; the role of audit experience in subsequent
year tax noncompliance is captured by the audit dummy.

Because audit rates tend to be low, the vast majority of observations in
the data set are for taxpayers who did not experience a recent prior audit. To
reduce the computational burden involved in the estimation of the model, only
a one-in-eight randomly chosen subsample of taxpayers with no recent prior
audit experience is used in the estimation. The entire subsample of taxpayers
with a prior audit experience is used. To correct for the bias introduced by this
choice-based sampling approach, a method developed by Manski and Lerman
(1977} involving the maximization of a pseudolikelihood function is em-
ployed. This procedure involves weighting the contribution of each observa-
tion to the likelihood function by the reciprocal of its probability of being kept
in the sample.” This procedure generates consistent and asymptotically nor-
mally distributed estimators.

Results

In this section, the results of the two approaches for analyzing the influence of
tax audits on subsequent year reporting behavior are presented and discussed.

Results of the First Approach

The first approach to analyzing the influence of an audit on subsequent year
reporting behavior is to examine whether taxpayers who experienced large
audit adjustments on their prior year tax returns tended to experience smaller
audit adjustments on their TCMP year tax returns. Table 1 presents informa-
tion on the real (1982 dollars) tax and penalty assessments for taxpayers who

7. For example, since the probability that the return of a taxpayer with no recent prior audit
experience is kept in the sample s Vs, observations from this category arc given a weight of 8.
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TABEY 1 Bamapaeney of TEMI® Tax and Ponalty Assouanents by Prior Yoor Audit
Asewnnent Hango loe Lixpayers with Large Prar Yo Audit Assessments
{in percentagos)

Prior Yoar Audit Agsessment Ranpe

FOMIY Ansiess SR
el $501 40 $ 1,000 $E,001 10 $5,000 Marc than $5,000
Tax Year 1982»

Pirns s %500 6.83 7.97 2,70
LR 1014 0.12 3.80 1.61
o 5.56 0.%0 0.18

it 28.6) 10.78 21.16

So1on 16.29 5.67 8.99

Gk A 21.82 31.41 2.17

st 1L a0 8.97 15.64 200.25

LrAal s000 10.00 19.82 16.99

Mune thin b1, 000 1.81 4.00 25.95
Howeyghted & 663 255 68

Tax Yecar 1985v

Ve than 500 1.19 4.92 3.84
00 ItH 0.79 12.64 3.42
fEOn | 5.24 4.89 2.49

i 24.09 11.39 16.28

Ao10n 5.42 6.31 10.03

FHop s00 32.59 27.86 11.37

B0 1,000 14.06 12.25 3.67

SLLOGE 5,000 11.53 16.27 32.86

Mure than $5,000 1.1¢ 3.49 16.05
Howeighted & 204 356 176
Al'vior year is 1980,

"ier year s 1983,

vxpericnced audits of their TCMP year returns in a period subsequent to their
being audited for the returns they filed two years earlier.8 Only taxpayers
experiencing a real assessment of more than $500 on their prior year returns
are included in the table. The statistics are weighted to make the results
representative of the general filing population. Both the 1982 and 1985 TCMP
daln sources indicate a strong tendency for improvement in compliance by
taxpayers with substantial prior year audit assessments. For the 1982 TCMP

8. In the case of the 1982 TCMP data source, nc taxpayers were included who experienced
uclits of their 1981 tax returns. The purpose of this measure was to minimize the possibility that
e 1980 tax return was audited as a result of the 1982 TCMP examination.
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data source, ouly 21 percent of taxpayers expericncing a prior audil assess-
ment in the $501 to $1,000 range expericnced a TCMP audit assessment of
this much or more, while 29 percent of these individuals had no audit assess-
ment at all from their TCMP examinations, For the 1985 TCMP data source,
the corresponding figures are 27 percent and 24 percent, respectively. For the
1982 TCMP data source, only 24 percent of all taxpayers experiencing a prior
andit assessment in the $1,001 to $5,000 range received a TCMP audit of this
amount or more, while 11 percent had no audit assessment at all from their
TCMP examinations. For the 1985 TCMP data source, the corresponding
figures are 20 percent and 11 percent, respectively. For the 1982 TCMP daIta
source, only 26 percent of taxpayers experiencing a prior year assessinent i
the greater than $5,000 range experienced a TCMP audit adjustment that was
also in this range, and 21 percent actually bad no audit assessment at ali from
theit TCMP examinations. The corresponding figures from the 1985 TCMP
data source are 16 percent and 16 percent, respectively. The unweighted
statistics (not presented) show less dramatic, but still substantial, improve-
ments in reporting behavior by these taxpayers. In contrast to the Long and
Schwartz (1987} finding for taxpayers with large prior year audit assessments,
the results presented here are encouraging, particularly when one considers
that TCMP audits are relatively more likely than operational audits to detect
any noncompliance that is present. Although a fair proportion of taxpayers
experience substantial audit assessments in both years, a much larger propor-
tion show improved tax comptiance from the prior audit year to the TCMP tax
year; in fact, perfect TCMP year tax compliance is observed for a substantial
proportion of these individuals. Although this result is consistent with
positive influence of audits on subsequent year tax compliance, the evidence
is not conclusive. As mentioned previously, some improvement in compliance
is expected among taxpayers with large prior audit assessments simply as a
result of regression toward the mean.

Explanatory Variables for the Second Approach

The second approach to analyzing the influence of tax audits on subsequent
year tax reporting behavior is to estimate a two-equation sample selection
model of prior year audit selection and current year tax noncompliance. This
mode] involves the joint estimation of a probit specification for whether 2
taxpayer’s 1980 income tax return was audited and a tobit specification for the
level of noncompliance on the taxpayer’s 1982 tax return. The explanatory
variables included in the probit equation are:

« CONS0—a unit vector for estimating the constant term;
« INC80—the maximum of the taxpayer’s reported adjusted gross m-
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cutes o1 B DY, divided By B HOLOOU an 00 nosmadization;

» SUTIORO aodunmy for whether the taspiyer completed o Schedule C
(hasiness) relirn for s year 1980; und

« SCTIERO g duniney Tor witether the tixpayer completed a Schedule F
(K renn for tax year 1980,

A diseussed o the previous section, these variables are related to the classifi-
canon seheme used in determining audit coverage rates.

The depedent variable in the tobit equation for noncompliance is the
illerence hetween the examiner-determined and taxpayer-reported levels of
taubde income, divided by $1,000 as a normalization. This is a rather broad
nwseane ol poncompliunce that accounts for inaccurate reporting of both
un orne suad deduction jtems. The explanatory variables for the compliance
copadion were selected alter considering the variables used in previous TCMP
sindies ol fax compliance by Clotfelter (1983), Alexander and Feinstein
CEOR /), and Brard (1990). The variables used in the current study include:

* CON - oounit veetor for estimating the constant term;

= IMAR o dummy for married return;

* TOTDEP-—the total number of dependents;

* 165 a dummy for the taxpayer claiming age exemption;

» INCOMI—the maximum of adjusted gross income or $5,000, divided
by $100,000 as a normalization;

* EASY —a dumimy for a return with wages, salaries, and interest as the
only income source, with interest income less than $400;

* SCNC—~a dummy for Schedule C return,

# SCHEF~~a dummy for Schedule F return;

» SCHID—a dummy for Schedule D return;

« MTAX-—the statutory marginal tax rate; and

* AUDE0~—a dummy for audit of 1980 tax return.

Whuiever possible, the explanatory variables are based on examiner-
deteemined vatues. This is desirable in that examiner-determined values
showld represent a better approximation of true taxpayer characteristics. To
listinguish clearly between the subpopulation of taxpayers who experienced a
preior awddit of their 1980 tax returns and the subpopulation of taxpayers who
did not, taxpayers experiencing audits of their 1981 tax returns are excluded
from the analysis, In addition, taxpayers whose second prior year return was
not @ 1980 tax return also are exciuded from the study.®

9. These two exclusion criteria resulted in the elimination of 262 observations.
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‘Tabke 2 presents (weighted) summary statistics for selected variables from the
1082 and 1985 data files. !V Separale statistics are presented for taxpayers with
and without prior audit experiences. Notice that taxpayers who have experi-
enced prior audits tend to have much higher levels of income, are relatively
more likely to file Schedules C, D, or F, and are relatively unlikely to have
“easy” returns. For the subsample of taxpayers in the 1985 data file who
experienced a prior audit, the table also provides the proportions of taxpayers
who experienced no audit assessment, agreed with a recommended audit
assessment, protested a recommended audit assessment, or failed to acknowi-
edge a recommended audit assessment.

The audit-induced changes in taxable income and tax amount tend to be
substantially larger for taxpayers with prior audit experience than for tax-
payers with no prior audit experience. Although this finding would be consis-
tent with a negative influence of audits on subsequent year reporting behavior,
it also may be attributable to other factors that differ among the two groups of
taxpayers. This issue is investigated using the sample selection model de-
scribed in the previous section. The results of the analysis indicate a small and
statistically insignificant value for the correlation p between the disturbances
of the two equations in the model. This result is somewhat surprising, because
it implies that there is no correlation between unobserved factors that influ-
enced the IRS decision to audit a taxpayer’s 1980 return and unobserved
factors that influenced the taxpayer’s 1982 tax repost. As mentioned pre-
viously, such a finding is consistent with the notion that, in the absence of an
audit, taxpayer compliance decisions are independent across tax years; how-
ever, this assumption seems implausible. One would expect that a taxpayer
who has a relatively high propensity toward noncompliance in one tax year, in
the absence of any substantial changes in his or her circumstances, will have a
relatively high propensity toward noncompliance in subsequent years as
well. 1!

Table 3 presents the results of estimating the single equation tobit model
that applies under the zero disturbance correlation restriction that cannot be
rejected by the data. The coefficient of the prior audit experience dummy is
positive but not statistically significant. A significant positive coefficient
would imply that tax audits have a detrimental impact on subsequent year tax

10. The weighting procedure accounts both for the original stratification of the data sample
and the one in eight sampling rule for taxpayers with no prior audit experience.

11. Even if the noncompliance is unintentional, it seems likely that a taxpayer who is prone
to making reporting errors in one year, in the absence of any substantial changes in his or her
circumstances, will be likely to make reporting ersors in subscquent years as well.
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iy wape and interest income, with interest income less than $400,

romplianee. Fhe second column of the table presents the results of an ex-
(vanled analysis in which two additional variables are included in the com-
pharce equation. 12 The first additional variable is equal to 100 times the ratio
ol TY80 1ax and penalty assessments to total 1980 tax liability (including
peiltics) for taxparyers who experienced a positive 1980 audit assessment, 13

L% The Tuil sumple sclection model was estimated for this specification. Since the esti-
matedd correlution again was both small and insignificant, the tobit model results are presented.
I3, Recall that a zero value is recorded in the assessment field for taxpayers whose cases

oo tinsettled by thie time the 1982 TCMP audit was performed. This introduces some unavoid-
ahibe specilication eeror in the extended analysis.
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For all athee Gixpayers, this vadabbe han o vidue of sero The second addi

tional varidde is cqual to FE times the ratio of the absolute vatue of the audit
assessment o tofal reported tax fiabilities for laxpayoers who expericnced
A negative 1980 tax assessment, For all other taxpayers, this variable has a
value of zero. These variables are included to examine whether there is a
relationship between the size of 1980 tax assessments as a percentage of tax
liability and 1982 tax noncompliance, after controiling for other factors. The
results indicate that 1982 tax noncompliance tends to be larger for taxpayvers
with large positive 1980 tax assessments as a proportion of tax liability than
for taxpayers with similar characteristics whose 1980 tax returns were not

TABLE 3. Results for 1982 Data

Basic Extended

Variable Analysis Analysis
Constant —3.787 —3.805
{(—12.94) (—12.99)
Married 0.157 0.157
{.62) (.61}
Total dependents 0.192 0.193
(2.33} (2.34)
Age over 65 , —0.766 —0.759
(—2.49) (—2.46)
Easy filer —1.143 —1,184
{—2.28) (—2.36)
Schedule C filer 4.128 4,125
(20.16) (20.12)
Schedule F filer 3.806 3.891
(17.96) (17.87)
Schedule D filer 0.578 0.579
(2.82) - {2.82)
Income 0.204 0,206
(6.42) (6.53)
Marginal tax rate 8.962 9.075
(15.41) (15.55)
Prior audit 0.371 —0.227
(.89) (—.47)
Positive percent change — 0.042
{3.16)
Negative percent change — 0.025
(.84)
o 7.30 7.30

(179.3) (179.5)

Likelihood function —20,332.6 —20,330.3

Unweighted ¥ 7,233 7,233

Neote: T-statistics are in parentheses. The dependent variable is the change in
taxable income (in thousands of dollars).
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Mg Pestatistics are in parentheses. The dependent variable is change in taxable income (in thousands of dellars).
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were closed by the time they diled ther 1985 rewurns. The results for the basic
analysis wre quite similar for the full and restricted data sets. They both imply
a positive relationship between prior audit experience and tax noncompliance,
although the result is statistically significant only for the full data sample. The
statistically significant result for the full data sample is driven by those tax-
payers whose 1983 audit cases were not settled by the time they filed their
1985 returns. Perhaps these taxpayers did not wish to alter their reporting
behavior prior to learning the final outcome of their prior audit cases. An
extended analysis was performed in which additional explanatory variables
for the disposition of the 1983 audit were included. These variables concern
whether the examiner-recommended audit assessment was agreed to, pro-
tested, or not acknowledged by the taxpayer. The base case, captured by the
prior audit dummy in this specification, is that of a taxpayer experiencing no
audit change as a result of his or her 1983 tax return examination. The
estimated coefficient of the prior audit dummy in this specification is negative,
indicating an improvement in compliance for taxpayers experiencing a prior
audit with ne additional tax assessment, but its value is not statistically signifi-
cant. The dummy variable for the “other™ disposition category is the only
disposition variable to have a significant coefficient. The positive value of this
coefficient indicates that noncompliance by taxpayers in the “other” disposi-
tion category increased following their prior year audit experience. This
category consists of certain problem cases, including taxpayers who refused
to acknowledge the examiner-recommended 1983 tax assessments and those
who could not be reached regarding the examiner-recommended 1983 tax
assessments.

Sensitivity Analysis

As discussed previously, it is somewhat troubling that the hypothesis of
sample selection bias {(a nonzero value for p} is rejected by the data. It has
been argued that if unobserved factors influencing compliance behavior are
positively correlated across tax years, the value of p also should be positive.
To examine the sensitivity of the results to the value of the correlation coeffi-
cient, the sample selection model was reestimated restricting the value of p to
take on the values of .1, .2, and .4, respectively. Table 5 presents the results
of this experiment.# Notice that even with p = .1, a prior audit experience is
estimated to have a negative and significant influence on subsequent year tax
noncompliance, after controlling for other factors. The impact of a prior audit

14. The prior audit equation is not of primary interest in this essay. To protect IRS intcrests,
the estimated coefficients for this equation are not presented.
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Dewomes uite important as the value of p increases. Restricting pto take on a
positive value imposes the assumption that taxpayers who were selected for
mudits ol their 1980 returns, in the absence of the audit experience, would
linve heen more noncompliant than taxpayers with similar observable charac-
tenstics who were not selected for audits of their 1980 returns.

The cconometric results presented here are based on the uaweighted
siunple of returns. 1% Similar results are obtained when a weighted analysis is
performed. In addition, comparable results are obtained when the examiner-
reconimended change in taxes is substituted as the dependent variable in the
tohit compliance equation. Finally, a bivariate probit model of prior year audit

15. However, weighting in the sense of controlling for choice-based sampling is employed.
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seloetivn aned subseguent year fax tonconmplingee was estimaed. The implica-
tions of the reselts of that analysis are comparnble (o the tobil results pre-
sented here,

Summaty

Two approaches to investigating the impact of tax audits on subsequent year
reporting behavior were employed. The first approach involved an examina-
tion of whether taxpayers who experienced a large audit change in one year
showed improved tax compliance in a subsequent year. The results of inves-
tigating two separate data sources indicate that a substantial proportion of
taxpayers demonstrate improvements in compliance following a large audit
assessment. Although this result is consistent with a positive influence of
audits on subsequent year tax compliance, the evidence is not conclusive. At
least a portion of the improvement in tax compliance is attributable to regres-
sion: toward the mean. Moreover, this approach does not control for other
aspects of the taxpayer’s compliance decision that may have been changing
over the period between the initial audit and the subsequent year TCMP audit.

In the second approach, a sample selection model was estimated to
examine whether taxpayers who experienced a prior audit differed in their
subsequent year reporting behavior from taxpayers who did not experience a
prior audit, controlling for taxpayer characteristics and the prior year audit
selection process. The results do not indicate a positive relationship between
taxpayer compliance and prior audit experience after controlling for these
factors. However, the correctness of this finding hinges on the restriction,
accepted by the data, that the unobserved factors influencing prior year audit
selection are uncorrelated with the unobserved factors influencing subsequent
year tax noncompliance. It is plausible that those taxpayers who are targeted
for an audit in one year would be relatively more likely, in the absence of the
audit, to file noncompliant returns in future years than taxpayers with similar
observable characteristics who are not targeted for an audit. If this assumption
is imposed in the form of a restriction on the correlation term in the sample
selection model, then a significant deterrent effect of tax audits on subsequent
year reporting behavior is obtained.
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