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Behavioural economics and the risks of tax 
administration 
 
 
Simon James* 
 
 
 
Abstract 
Tax Administration is a risky business. When taxes are not well administered, tax morale may be undermined and 
unnecessary administrative and compliance costs incurred. Mainstream economics and the self-interested rational choice 
model provide a powerful contribution to understanding the effects of taxation but that analysis has not always been enough -standard decision-making. In recent years considerable analysis and evidence have been 

presented on the importance of aspects such as fairness in taxation, the endowment effect, framing of decisions, limited 
attention, loss aversion and mental accounting and their impact on the operation of a tax system.  A risk management 
approach to tax administration has been developed by the European Commission, the OECD and others. One area that has 
received less attention than may be appropriate is the performance of tax agencies themselves. This paper therefore outlines 
the contribution behavioural economics can make to existing approaches in reducing the risks of tax administration and 
extends it to the performance of tax authorities themselves. 

 

1. INTRODUCTION  

Challenges in dealing with taxpayer behaviour and the risks of tax administration are 
as old as taxation itself. A remarkable example is that, when income tax was first 
introduced in the UK in 1799, it was thought unacceptable that taxpayers should be 
required to disclose the precise level of their incomes. To deal with the obvious risks 
involved, the response was to require that taxpayers should declare that the tax paid 
was not less than the required 10 per cent of their income. As Pitt explained in 
1798). 
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This led to a form of declaration given in an Act (39 Geo 3, c. 22) passed three months 
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rationality, narrowly defined, has its limitations. This approach has been vividly 
described by Veblen as follows: 

The hedonistic conception of man is that of a lightning calculator of 
pleasures and pains who oscillates like a homogeneous globule of desire of 
happiness under the impulse of stimuli that shift him about the area, but 
leave him intact. He has neither antecedent nor consequent. He is an isolated 
definitive human datum, in stable equilibrium except for the buffets of the 
impinging forces that displace him in one direction or another. Self-imposed 
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exactly the same place.  Similarly it is conjectured that some taxpayers think a tax 
audit w
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Figure 2 

Compliance Model Developed in Australia and New Zealand 
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not to comply                                                                                                                                               Force of  
                                                                                                                                                    the law 
                                                                                        *******  
 
Do not want                                                                                      Deter by 
to comply                                                                               detection 
 
                                                                                     **********  
 
Try to but                                        Assist to  
don’t always                                             comply 
succeed 
                                                                                      *********  
 
Willing to                                              Make it  
do the                                                   easy 
right  
thing 

 
                                                                     create pressure downwards 

 
Attitude to compliance                                                                                              Compliance strategy 
 
Source: James (2006) 
 

5. RISK MANAGEMENT  AND THE TAX  AUTHORITIES  

The approach of behavioural economics may also contribute to avoiding the risks of 
poor performance of the part of tax authorities themselves since, of course, tax 
officials are also human! In a study of Australian taxpayers and tax officials, Kirchler 
et al. (2006, p. 515) concluded that treating taxpayers reasonably and fairly, explaining 
rules and decisions and providing reliable information will improve the reputation of 
tax officers which may lead to an increasing willingness to comply with the spirit of 
the law. Unfortunately, a poor level of service may lead to the opposite outcome and 
sometimes tax administrations can face difficulties even - paradoxically – when 
spending considerable effort on changing their management systems.  

Also unfortunately, tax administration in the UK provides an illustration of such 
difficulties, with a major merger, a substantial cut in resources and a radical change in 
management culture involving private sector techniques based on ‘rational’ rather than 
‘behavioural’ principles. Indications of problems had been emerging for some time 
with taxpayer complaints about the failure of HM Revenue and Customs (HMRC) to 
respond to telephone calls and letters.  In addition there were several serious errors 
which affected millions of taxpayers and the difficulties increasingly attracted official 
attention. The Treasury Select Committee (2011, ‘Conclusions and 
Recommendations’, para. 46) report on HMRC concluded:  
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observed tensions between the ‘economistic’ low trust way of thinking involving 
rational systems of rewards and punishments and a more behavioural way of thinking 
with a greater trust in the inherent creativity of staff provided they are properly led and 
motivated.  
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No doubt changes in tax administration are necessary as the tax environment and 
technology change but possibly there was insufficient appreciation of advantages of 
the methods of tax administration that had developed over long periods. There were 
also concerns whether such management techniques were entirely appropriate in such 
a public sector context. Indeed there has been a growing body of evidence that this 
approach is associated with some undesirable outcomes. 

A study by Carter et al. (2011a and 2011b) of HMRC staff in 2008/09 involving an 
initial interview analysis followed by a questionnaire survey produced results that 
were some way removed from the advantages claimed for such management 
approaches. They found that the fragmentation of processes and the imposition of 
hourly targets had adversely affected quality and productivity, there had been a 
negative impact on non-targeted work, a loss of control and discretion leading to 
deskilling and difficulties for managers and supervisors in managing effectively as 
their attention was focused on statistical information. A conclusion of particular 
concern was that while ‘statistics may reveal productivity and performance 
improvements, further investigation reveals that they are constructed accordingly and 
collusion in this process occurs on many different levels’ (Carter et al. 2011a, p.120). 
In a further paper on the subject, Carter et al. (2011b, p. 94) concluded that the 
enforcement of the ‘appositely named lean “PaceSetter” system generated a series of 
damaging outcomes for a hitherto skilled and loyal public servant workforce’, with 
much previously skilled service reduced to ‘little more than semi-skilled assembly line 
work’ (p.95). 

A behavioural perspective of such issues has considerable advantages over such an 
approach. Echoing Veblen’s comment above, in a management context, Kaufman 
(1999, p. 387) suggests that the closest real world approximation of economic man 
and the model of self-interested rational choice is a child under eight years old where 
behaviour can be predicted on the basis of ‘getting what you want makes you happy’. 
Kaufman concludes that, although the rational choice model is a powerful device, it 
cannot adequately explain employee behaviour in many cases. In contrast, behavioural 
economics has indicated directly some of the advantages of management based on 
‘employee involvement, commitment and empowerment…[but not]…employee 
control’ (Tomer, 2001, p. 64). Indeed there is substantial evidence that using workers’ 
contributions in this way produces better results in complex situations than have more 
mechanistic approaches to management.  

5.1 Fairness 

A further general concern in the UK in the recent past has been the fairness of tax 
administration. As pointed out above, behavioural economics recognises the 
importance individuals place on fairness in a way that the rational approach does not. 
In taxation this can mean the difference between a successful tax and a failed one – 
such as the UK’s community charge (James, 2012). HMRC has been the subject of 
considerable press coverage about the allegedly favourable terms granted to certain 
very large organisations but not to the great majority of taxpayers. One of the 
conclusions of the Public Accounts Committee (2011) was:  
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The Department is not being even handed in its treatment of taxpayers. It is unfair 
that large companies can settle their tax disputes...at less than the full amount due 
and that they have been allowed up to 10 years to pay their tax liabilities, while 
small businesses and individuals on tax credits are not allowed similar leeway. 

While the approach of ‘doing deals’ with large taxpayers might be consistent with a 
business-like approach described above, it can undermine the public sector ethos of 
tax administration and therefore the tax morale of the vast majority of individuals. 

6. CONCLUSION 

Mainstream economic analysis, based on the self-interested rational choice model, has 
proved to be a powerful means of understanding taxation. However this approach has 
its limitations and a more comprehensive approach can be developed by drawing on 



eJournal of Tax Research Behavioural economics and the     
risks of tax administration  

 
 

358 
 

REFERENCES 







eJournal of Tax Research Behavioural economics and the     
risks of tax administration  

 
 

361 
 

Maital, Shlomo (ed.) (2007), Recent Developments in Behavioral Economics, Edward 
Elgar, Cheltenham. 

Mittone, L. (2006), ‘Dynamic behaviour in tax evasion: an experimental approach’, 
Journal of Socio-Economics, 35(5), 813-835. 

McCaffery, E. J. and Slemrod, J. (eds.) (2006), Behavioral Public Finance, Russell 
Sage Foundation, New York. 

McNeil, A., Frey, R. and Embrechts, P. (2005), Quantitative Risk Management: 
Concepts, Techniques and Tools, Princeton University Press. 

National Audit Office (2011), PaceSetter: HMRC’s Programme to Improve Business 
Operations: Report by the Comptroller and Auditor General, HC 1280, Stationery 
Office, London. 

Newell, S., Robertson, M. and Swan, J. (2001), ‘Management fads and fashions’, 
Organization, 81(1), 5-15. 

OECD (2004), Compliance Risk Management: Managing and Improving Tax 
Compliance’, Centre for Tax Policy and Administration, OECD, Paris. 

http://www.oecd.org/dataoecd/44/19/33818656.pdf. 



eJournal of Tax Research Behavioural economics and the     
risks of tax administration  

 
 

362 
 

http://www.hmrc.gov.uk/about/pacesetter-final-report.pdf (accessed 2 March 2012). 



eJournal of Tax Research Behavioural economics and the     
risks of tax administration  

 
 

363 
 

Tversky, A. and Kahneman, D. (1981), ‘The framing of decisions and the psychology 
of choice’, Science, 211(4481), 453-458. 

Varney, Sir D. (2006), Service Transformation: A Better Service for Citizens and 
Business, A Better Deal for Taxpayers, The Stationery Office, London. 

http://www.hm-treasury.gov.uk/d/pbr06_varney_review.pdf (accessed 2 March 2012). 


	eJournal of Tax Research _ Cover_James
	eJTR_James_Behavourial economics and the risks of tax administration
	1. Introduction
	2. RISK MANAGEMENT AND TAX ADMINISTRATION
	3. THE CONTRIBUTION OF BEHAVIOURAL ECONOMICS
	4. RESPONSIVE REGULATION IN TAXATION
	Attitude to compliance                                                                                              Compliance strategy

	5. RISK MANAGEMENT AND THE TAX AUTHORITIES
	6. CONCLUSION
	REFERENCES


