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The Effects of Tax Audit and Rewards on Tax
Reporting Decisions

Tae Sup Shim*

Abstract

To date traditional methods for increasing tax compliance have dominantly emphasized tax
audit. However, as some researchers in the field of psychology revealed that rewards might
be more effective than punishment in eliminating undesired behaviors, great interest and
attention came to be on the relationship between positive inducement and tax compliance.
Recently, the Korean tax administration (National Tax Service: NTS) has begun to offer
rewards to the taxpayers who comply with tax laws very faithfully. Therefore, it is essential
to identify the effects of both punishment and rewards to taxpayers on tax reporting
decisions.

The purpose of the research is to investigate the effects of tax audit and rewards on tax
reporting decisions. This paper presents the results of a rigorous research efforts designed to
determine whether (1) tax audit level (low or high) and (2) differential rewards (no reward,
audit exemption, or tax credits for faithful taxpayers) affect tax reporting decisions
(measured by (actual income - reporting income)/actual income)). This study conducted a
2x3 between-subjects experiment on 84 Korean taxpayers. The subjects were asked to
determine how much of their business income to report to the NTS, when they prepare their
tax returns.

The findings indicate that the tax audit has an effect on the subjects’ tax reporting
decisions while the differential rewards do not. The result supports that tax audit, the
traditional measures the NTS has used, could improve tax compliance. On the other hand. it
can not be confirmed that the differential rewards to taxpayers significantly affect tax reporting
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decisions. Nevertheless, the study illustrates that the differential rewards could improve the
tax compliance of Korean taxpayers under some conditions. The significant implication of the
finding is that, under the circumstance of high audit probability, the additional imple-
mentation of the financial rewards to faithful taxpayers may improve tax compliance.
Therefore, the study suggests that the NTS should provide the faithful taxpayers with
financial rewards, such as tax credits, as well as tax audit to lead better taxpayers
compliance.
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