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The problem of corporate tax compliance is exacerbated by a eultura] shift
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THEORETICAL BACKGROUND

In Punish or Persuade, Braithwaite (1985) first argues that compliance is mot
likely when an agency displays and employs an explicit enforcement pyramid.
An example of an enforcement pyramid appears in Figure 1. Most regulatory
action oceurs at the base of the pyramid, where attempts are initially made to
coax compliance by persuasion. The next phase of enforcement esealation is g
warning letter; if this fails to secure compliance, imposition of civil monetary
penalties; if this fails, criminal prosecution; if this fails, plant shutdown or tem-
porary suspension of a license to operate; if this fails, permanent revocation of
license. This particular enforcement pyramid might be applicable to occupa-
tional health and safety, environment or nursing home regulation, but Inappli-
cable to banking or affirmative action regulation. It is not the content of the

License
Revocation

§ License ¥
g Suspension ¥ \

Criminal
Penalty

Civil Penalty

Warning Letter

Persuasion

FIGURE 1 A pyramid of enforcement responses. (Souwrce: Ian Ayres and John Braithwaite,

Responsive Regulation: Transcending the Deregulation Debate. New York: Oxford University
Press, 1992, page 35).
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enforcement pyramid but its form. Different kinds of sanctioning are appro-
priate to different regulatory arenas.

Defection from cooperation is likely to be a less attractive proposition for
business when it faces a regulator with an enforcement pyramid that when
confronted with a regulator having only one deterrence option. This is true
even where the deterrence option available to the regulator is a powerful,
even cataclysmic, one. It is not uncommon for regulatory agencies to have the
power to withdraw or suspend licenses as the only effective power at their dis-
posal. The problem is that the sanction is such a drastic one (e.g., putting a tel-
evision station off the air) that it is politically impossible and morally unac-
ceptable to use it with any but the most extraordinary offenses. Hence, such
“or else” has little credibility. This is one case of the paradox of extremely
stringent regulatory laws causing under regulation. Regulatory agencies have
maximum capacity to lever cooperation when they can escalate deterrenceina
way that is responsive to the degree of uncooperativeness of the firm, and to
moral and political acceptability of the response. It is the same point as in
strategic deterrence in international affairs; a country with a nuclear deter-
rent but no conventional forces may be more vulnerable than one that can bar-
gain with a limited range of conventional escalations. And it is the same point
that has been demonstrated empirically in the domain of eriminal justice: if
death is the sentence for rape, juries that think this excessive will not convict
rapists; if mandatory imprisonment is provided for drunk drivers, many police
officers will decline to arrest them (Ayres and Braithwaite, 1952).

The logic and the use of regulatory pyramids are compatible with several
theoretical perspectives. From a rational-actor peint of view, the expeetation
of increased regulatory sanctions with repeated failure to cooperate provides
an ineentive for all players to economize on time and effort and settle differ-
ences sooner rather than later For the tax officer working from a rational
actor perspective, implementing the strategy involves three objectives: (1) to
ensure that the full range of eredible sanctions are known to the taxpayer, (2)
to clearly signal a willingness to cooperate initially with the taxpayer, and (3)
to make clear the intention to escalate in the event that cooperation is not
forthcoming.

Social theories that understand compliance firom the perspective of insti-
tutional legitimacy and procedural fairness are also given effect in the formu-
lation of a regulatory pyramid. The argument is that taxpayers will regard
tough enforcement action as more procedurally fair when persuasion has been
tried first. Citizen perceptions of procedural fairness are more than just a po-
litical asset to an embattled tax authority; they are likely actually to inerease
voluntary eompliance (Tyler, 1990; Makkai and Braithwaite, 1996). Moreover,
when regulated actors believe they are treated as someone who is trusted,
compliance increases (Braithwaite and Maldkai, 1994).

According to the responsive regulatory strategy, trust works even better
when verification-distrust—enforcement lurks in the background. One way of
framing the responsive regulatory aspiration is to have most taxpayers be-
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demands for compliance should be dealt withina minimalist fashion. Cynieism

about the tax gystem is likely to be matched by cynicism about the power of
government. From the disengaged perspective, there is little tax officers can
do to harm citizens who do not comply. According to this world view, there is

nothing that anyone can do to make a noncomplier comply.

Both postures have been linked with nencompliant behaviors, but with

one jmportant difference. Whereas the posture of resistance is associated with
a desire to be respected by the authorities, disengagement is not. Research on
nursing home compliance nas shown that those who adopt a resistance pos-
ture are more likely to comply at a future state. Those who have disengaged,

however, remain noncompliant (V. Braithwaite et al., 1994).
The noncompliant motivational postures are balanced by two compliant
ation and capture. Aceommodation describes an explicit

postures, accommod
commitment to doing the right thing, supporting the system, accepting re-
ompliance demands conscien-

sponsibility for compliance, and managing ¢
tiously and effectively. From the perspective of this motivational posture, the

tax system would he seen to have power that is legitimate, and that will be

used against those who do the wrong thing. At the same time, tax officers

would be seen as respectful of taxpayers, treating them as trustworthy, and
consulting them when appropriate.
While the posture of accommodation involves deliberate and consclous

commitment to satisfying the demands that are being made, the posture of

capture is more lnissex faive. The tax system is likely to be seen as something
feared, nor their approval

of which one is part, and tax officers are not to be
cultivated. The posture of capture would be associated with the expectation
that trust and cooperation will prevail, and that nothing too terrible would
happen if one owns up to mistakes and remedies them.

Common to these postures is social distancing or the manufacturing of so-

cial rift, a phenomenon that, as it increases, makes voluntary compliance less
f minimal social dis-

achievable. Capture and sccommodation are postures o
in that they signal belonging to the regulatory community. Resistance 1
the posture of those who want to be respected by the community, but feel
apart. The social distance is greater, but can be reversed. Disengagement, on
the other hand, represents psychological geparation without feelings of loss: A
wall has been constructed between the regulated and the regulator.

The significance of gocial rift is best understood through theories of
shame and identity (Braithwaite, 1989; Lewis, 1971 Tajfel, 1978). As regula-
tors expose behavior that is noncompliant, those being regulated protect
themselves from disapproval by placing more social distance between them-
qolves and their accusers. Through construing the situation in terms of “us”

and “them,” the noncompliers are able to hide in the safety of an identity that

is at odds with the “demonic” other. To gustain this protective mechanism, the
n noncompliers pursué

social yift must be allowed to continue and grow. Whe
this path, cooperative resolution of the problem is difficult. The challenge for

the regulator then becomes one of changing the motivational posture.
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According to the responsive regulatory strategy, trying cooperation :te

mains the best first choice for achieving this goal. To the extent that soecial yift

is manufactured through feelings of shame, offering cooperation displays th
elements of social reintegration that are a necessary part of eliciting compli
ance in the future. Offering cooperation to resistant and disengaged noncoms

plers, however, may not always be the response that regulators feel like malk:
ing. If regulators respond to resistance and disengagement in 2 like manner;:
they may exacerbate the social rift already in existence. In such cireum.:
stances, the risk is that regulatory activity will spiral up the pyramid, driven:
more by emotional volatility than reasoned action. The responsive regulatory-
strategy cautions against emotional reactivity. The reasoned response is to try

cooperation first, regardless of the posturing of the noncompliers.

The ATO Compliance Model

In 1896, the Australian Commissioner for Taxation created and appointé:;i

members of a Cash Economy Task Force. Research presented to the Task
Force showed that there was widespread acceptance in the community that
not paying tax on cash income was acceptable and that there was no certainty -
in the community that the ATO could detect tax evasion through the cash.'
economy (Cash Economy Task Force, 1997). In 1997, Valerie Braithwaite was .
invited to join the Task Force as an academic advisor on compliance issues and
community values. In preparing for its second report, the commitiee exam-
ined and assessed strategies that would enable the ATO to (1) better under-

stand the dynamics of the cash economy, (2) build partnerships with the

community, (3) introduce incentives to improve compliance, and (4) enforce -
compliance through a greater variety of, and more flexible, sanctions tailored- -
to particular industries and cash practices, and to individual circumstances. In.
1998, the Task Force recommended that these objectives be achieved through :
the development of a model of compliance hehavior that would complement -
the existing Taxpayers’ Charter (Cash Economy Task Force, 1998). The Char- -
ter assures citizens of their right to being treated fairly and reasonably, -

having their privacy respected, and receiving timely and helpful advice an
information. ST
The Australian Taxation Offiee Compliance Model has three key features,

each feature represented on a side of the pyramid (Fig. 2). The front side con- - i

tains the “menu of options” for dealing with noncompliance. They range from
learning, educating, and persuading at the base through to prosecuting at the
top. In between is 2 range of sanctioning options that are tailored to the pai-
ticular industry or tax.

The pyramid face to the right represents the type of regulatory encounter
in which tax officers might be engaged. At the base of the pyramid, the activi-
ties are self-regulatory. As sanctions increase, the self-regulation may be en-
foreed, and eventually, the style of engagement has more of a command and
control quality. Setting out styles of regulatory interaction was important for
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FIGURE 2 The ATO Compliance Model.
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objective of understanding taxpayer behavior has involved the ATO’s Large
Business and International business line in a variety of sophisticated exercises
in risk assessment. As mentioned earlier, this had led them to the position that
the main risks to compliance with the intent of tax laws comes not in the form
- of tax evasion but in tax avoidance. It has instituted a Business Systems De-
- velopment Projeet (Bruce-Smith and Pegler, 1998) to build the hard and soft
. networks for knowledge coaches to mobilize the mentoring needed to advance
-~ contextual understanding of taxpayer behavior.

- A Strategic Intelligence Network has been put in place. An example of
" how it has transformed the understanding of taxpayer behavior is through the
insight that there are only a handful of tax advisers who have the capability
and aggressiveness to promote the tax shelters that are most damaging to the
revenue. It follows that it may be more strategic to target this handful of ad-
visers than to target taxpayers with a high risk profile. Strategic Intelligence
Analysis developed an “AAA list” strategy. For a major aggressive adviser, an
AAA list of the adviser’s key clients would be discovered. When these were re-
vealed to be repeat users of tax planning schemes, they would remain on the
AAA list for special-purpose audits until they changed to a more conservative
approach to tax compliance. In some cases, targeted clients actually called the
ATO to advise that they were switching tax advisers and to please take them
off the AAA list.”

Risk leveraging is a creative activity. It is a bad idea to provide a formula
for how to do it because advisers will soon learn that formula. Continuous
reinvention of risk leveraging is what will keep would-be avoiders guessing
and therefore, complying. A culture of continuous reinvention of risk leverag-
ing requires taking storytelling seriously. The ATO has decisively moved away
from being a business run according {o a Procedures Manual. At the leve] of
informal staff interaction, ATO culture is no longer a rulebook, it is a story-
book {Shearing and Erickson, 1991). A storybook orientation helps with an-
other objective of the Compliance Model: increased flexibility in operations to
support compliance. Best Practice Workshops to share success stories is an
important part of the staff morale game in revenue authorities who feel em-
battled in their dealings with powerful corporate taxpayers. So too is recogni-
tion in performance reviews for the heroes of risk leveraging suecess stories.

Strategic Intelligence Analysis (SIA) seeks to build community partner-
ships, among other initiatives, through a 250 Financial Planners Project to
create an informal soft network to open communication channels between SIA
and 250 of the largest financial planning institutions. Another SIA initiative is
for a soft network with a group of 15 large corporate tax managers who repre-
sent a slice of corporate Australia.

A growing source of flexibility in the ATO’s approach to compliance is to
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RESPONSIVE REGULATION AND TAX COMPLIANCE

Large Corporations

*Since this paper went to press, decisions in the Australian courts have obstructed the ATO’s ac-
cess to client lists of tax advisers that the strategy requires. Consequently, this particular way of
targeting advisers has been abandoned.
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High-Wealth Individuals
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s into expanded tax returns. This was an important
innovation to enhance flexibility of response. The inflexibility problem being re-
gponded to was that previously either a single individual or a single corporation
was a case. The HWI Taskforce made a single case of one of the highest-wealth
individuals in the country and all the entities (trusts, corporations) under that
individual’s control. To stay on the program, HWIs also had to be paying very
Jittle tax. The Task Force therefore enabled a more holistic view of tax planning
by the rich. One HWI adviser explained why this strategy might be effective
with this kind of taxpayer: «The more information he's [the Commissioner’s]
got, the less aggressive they will be in their tax planning.” This adviser ex-
plained that notifying X in 1999 reduces the taxpayer’s degrees of freedom to
reconfigure his 2000 affairs in such a way that not-X appears to be the case in

1999. “Changes each year will be noticed.” So HWIs must keep their affairs

consistent with the underlying truths of earlier declarations. Moreover the ho-
listic surveillance of the HWT's diaspora of entiti
pretend Xin the return of one trust and not-X in the return of another. The Task
Force may i

have had modest success 11t this kind of way. Private companies con-
trolled by individuals in the HWI

program paid 17% less tax than non-HWI
companies in 1994, 12% less in 1995, 23% more in 1996, an

420% morein1997. In
other words, companies controlled by high-wealth individuals in the project
changed from being below-

es means that it is harder to

average to above-average taxpayers.

Cash Economy

To date, the impact of the Compliance Model as a response to the cash econ-
omy has been in building a stronger community base. Partnerships have been
built with industry associations to improve the flow of information and to find
ways of making compliance easier. A theme common to many of the industry-
pased projects is better record keeping. The ATO, for instance, has designed
and published a restaurant record keeping booklet, freely available and suc-
cessfully marketed not only as a tax aid but also as an aid to better business
practice. Industry benchmarking has also been important for educating tax

agents and the public as to ATO expectations of taxable income from different

industry groups. Real-time reviews have been introduced as well in certain in-

dustry segments to improve knowledge of and practices in keeping track of
cash transactions. The activity at this level is providing the ATO with valuable
feedback concerning appropriate incentives for recording cash transactions,
intelligence regarding tax evasion schemes, and strategies that may discour-

age some kinds of evasion in the future.

CONCLUSION

A holistic understanding of taxpaying behavior is necessary to improve com-
plicance. It will not be accomplished by considering individual or corporate
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taxpayers one at a time as value-masximisi i
. : ; ~maximizing unitar ¥
;mt;seng In evidence-based tax admin I'S%I'B.tioil thit?rllfi‘uzic
, aavisers, tax managers, tax £ i
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