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Abstract

We study tax avoidance and tax evasion in an intertemporal utility
maximization problem where evasion is fined if discovered, while avoidance
is costly but entails a reduced payment upon audit (avoidance premium).

We find that traditional deterrence instruments (fine and frequency of
audit) reduce optimal evasion but, in contrast with results in a static
framework, they have no impact on optimal avoidance. Instead, tax
avoidance depends negatively on its marginal cost and positively on both
the tax rate and the avoidance premium. Our model shows that non-
compliance behavior may result in a Laffer curve for fiscal revenues and
that the revenue maximizing tax rate is lower the higher the avoidance
premium. We characterize the optimal level of the avoidance premium by
taking into account different government objectives: minimizing evasion,
minimizing non-compliance (evasion plus avoidance), and maximizing rev-
enues. Our results suggest that specific policies need to be implemented
in order to deter avoidance (e.g., tax simplification) and we illustrate their
impact on evasion.
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1 Introduction

To reduce tax burden, individuals may use a mix of tax evasion and tax avoid-
ance. In Europe, tax evasion is about 20% of GDP, accounting for a potential
loss of about 750-900 billion Euros each year (Buehn and Schueider, 2012; Mur-
phy, 2019), i.e. about 13.2% of total revenue (Albarea et al., 2020). Intentional
under-reporting of income is about 18-19% of the total reported income in the
US, leading to a tax gap of about 500 billion dollars (Feige and Cebula, 2011),
but the latter may increase to about 1 trillion dollars when tax avoidance is
taken into account (Davison, 2021). Since the revenue loss is only the tip of
the iceberg for what concerns the effect of tax evasion (Slemrod, 2007; Alm,
2012; Dzhumashev and Gahramanov, 2011; Markellos et al., 2016), reducing
non-compliance is a priority for many governments, both in developed and de-
veloping countries.

Most western tax systems (e.g. Internal Revenue Service, 2014; European
Parliament, 2017; HMRC, 2019) differentiate between tax evasion (illegal) and
tax avoidance (legal),! and the academic literature has largely followed the same
distinction (see, e.g. Slemrod and Yitzhaki, 2002; Sandmo, 2005; Wang et al.,
2020). In this paper, we study evasion and avoidance jointly as they are similar
in terms of depletion of revenue yields. However, the two activities differ in their
level of sophistication, with the more refined avoidance representing a costly, but
safer concealment option relative to evasion.

Our model is cast in a dynamic framework where we jointly compute the
optimal evasion and avoidance, contrary to most of the literature which is set in
a static (timeless) framework and disentangles the study of the two phenomena.

We study the dynamic programming problem of a representative consumer
who maximizes the expected utility of his/her inter-temporal consumption, and
decides the optimal percentage of evasion and avoidance. The consumer receives
utility only from the consumption that exceeds a minimum (subsistence) amount
at each period and his/her utility increases with the consumption of both a
private and a public produced good. The agent is endowed with a linear Ak
technology and a constant tax rate is levied on the yield produced. The only
source of uncertainty in the model is the audit which is performed randomly by
the government. In particular, the agent knows the frequency of the audit but
does not know the moment when it will be performed. When an audit happens,
we assume that both evasion and avoidance are detected. Evasion is costless,
but a fine must be paid upon detection, while avoidance is expensive but grants
a reduction of the payment (fine plus tax liabilities) in case of detection. The
share of the payment saved (the avoidance premium) depends on a parameter
that, in our model, represents, in some way, the specific tax system and tax
administration of the economic framework.

Our analysis shows that optimal avoidance is constant across time, it does

I'While in the US avoidance has a neutral meaning, being understood as the use of tax
regimes to one’s own advantage to reduce one’s tax burden, in several European countries
(e.g., UK, Italy) the term has a negative connotation that implicitly assumes that the activity
exploits an interpretation of the law that the legislator never intended.



not depend on preference parameters and is not directly affected by traditional
deterrence instruments, like the fine and the frequency of audits. The extent of
avoidance simply depends on (i) the tax rate (positively), (ii) the avoidance pre-
mium (positively), and (iii) the cost of avoidance (negatively). However, avoid-
ance has a negative impact on tax evasion and, thus, total concealing crucially
depends on both traditional fiscal parameters and tax avoidance determinants.

We find that the impact of the tax rate on total non-compliance share is not
monotonic, and depends on the assumptions about the agent’s preferences. In
particular, when the agent receives utility only from consumption that exceeds a
subsistence level, the relationship between evasion and the tax rate is ambiguous,
while the two variables are inversely related for a zero subsistence level. Under
this last condition, for low levels of either avoidance or taxation, an increase in
the tax rate leads to a net improvement in compliance (the reduction in evasion
is greater than the increase in avoidance), while the opposite holds true when
the level of either avoidance or tax rate is high. We observe that a reduction
in the avoidance premium reduces tax evasion when the avoidance premium is
already low, while it may increase evasion otherwise. Moreover, an increase in
evasion is more likely when minimum consumption is relatively high.

We show how non-compliance behavior may result in a Laffer curve for fiscal
revenues, thus providing a theoretical explanation to a phenomenon documented
by policymakers (Papp and Takéats, 2008; Vogel, 2012). We also find the revenue
maximizing tax rate to be lower the higher the avoidance premium, a worrisome
result for tax authorities given the expansion of the mass-marketed avoidance
schemes targeted at middle income individuals that occurred in recent years
(HMRC, 2020, 2021).

The article is structured as follows: Section 2 discusses our definitions of
avoidance and evasion and reviews the related literature. Section 3 outlines the
model. The optimization problem for the consumer and some possible govern-
ment goals are analyzed in Sections 4 and 5. Section 6 discusses the results and
their policy implications, while Section 7 draws some conclusions. The proofs
are provided in the appendixes.

2 Tax avoidance and tax evasion in a dynamic
framework

The first studies on tax compliance (e.g. Allingham and Sandmo, 1972, Yitzhaki,
1974) adapted Becker (1968)’s model about crime to tax evasion. Since then, an
extensive microeconomic literature has been exploring: (i) taxpayers behavior
(along with their psychological and sociological motivations), (ii) the impact of
legislation and enforcement, and (iii) the availability of different non-compliance
activities (Sandmo, 2005; Kirchler, 2007; Slemrod, 2007; Alm, 2019; Slemrod,
2019). Probably due to the formal legality of avoidance (Cross and Shaw, 1982),
most of these initial studies totally neglected it, and the subsequent literature
has largely retained this bias. Nevertheless, in spite of the scarcity of the litera-



ture about tax avoidance, the corresponding loss of tax revenue seems significant
in many countries.?

Cross and Shaw (1981, 1982) are the first to jointly study evasion and avoid-
ance®, pointing out that: (i) for taxpayers they may be either substitutes or
complements, and (ii) tax authorities must take into account both channels of
response to their deterrence activities.

In Alm (1988a), the taxpayer optimally allocates an exogenous income be-
tween declaration, evasion, and avoidance. While evasion is modelled as a cost-
less and risky asset following Yitzhaki (1974), avoidance is assumed to be costly
but risk-less, granting a legal reduction of tax liabilities. Alm (1988a) shows
that some degree of complexity in the cost of avoidance might be optimal for
a government seeking to maximize either the net revenues or the social welfare
function.

Alm et al. (1990) empirically study the taxpayers choice on how much to
report, evade, and avoid. They find avoidance to be a substitute for both
evasion and reported income, which are shown to be complements. The authors
conclude that, in the light of this complex behavioral response, any evaluation
of a tax system reform should be performed considering all the non-compliance
opportunities.

Alm and McCallin (1990) assume both evasion and avoidance to be risky
activities. Based on the portfolio theory, their analysis shows similar results to
Alm (1988a), except for the impact of the fine which becomes unambiguously
improving for government revenue. Assuming risk-less and visible avoidance,
Cowell (1990) shows that a relatively high avoidance cost leads to polarization
between poor and rich taxpayers, with the latter being the only ones who can
afford avoidance.

In Gamannossi degl’Innocenti and Rablen (2016) the taxpayer is assumed to
be rationally bounded, and chooses sequentially how much to invest in (risky)
avoidance and evasion. The authors show that evasion might become an in-
creasing function of the audit probability when the latter is low enough, yet tax
avoidance is always decreasing in the probability of audit. Moreover, they show
that a negative relationship between tax rate and evasion (so called Yitzhaki,
1974 puzzle) holds for avoidance.

Gamannossi degl’Innocenti and Rablen (2017b) study optimal tax enforce-
ment when (risky) avoidance and evasion can simultaneously be performed. The
authors find that a taxpayer’s preferred mix of avoidance and evasion moves in
favor of avoidance as reported income decreases and as the competitiveness of
the market for avoidance schemes increases.

All the above mentioned studies assume a static modeling setting, although
the tax evasion is, by its own nature, taken in a dynamic context, in which
the consequences of a present action may affect future income (Wen-Zhung and

2Estimates provided by the UK tax authority put the value of tax avoidance at £1.7 bn,
compared to £4.6 bn for tax evasion (HMRC, 2020). Lang et al. (1997) estimate that tax
avoidance costs the German exchequer about 34% of income taxes paid.

3The model proposed by Cross and Shaw (1982, 1981) has been formalized in Slemrod
(1989), where it is used to investigate the impact of fiscal complexity on compliance.



Yang 2001; Dzhumashev and Gahramanov 2011; Levaggi and Menoncin 2012).

Studies using the dynamic framework have recently shed light on the impact
of uncertainty over fiscal parameters on evasion and growth Bernasconi et al.
(2015), on the relationship between evasion and investment choices Levaggi and
Menoncin (2016b), and on the role of habit in consumption when tax evasion
can be performed Bernasconi et al. (2019).

In this work, we develop a model that studies the joint avoidance and evasion
decision (e.g., Alm, 1988b; Alm and McCallin, 1990) in a dynamic setting, which
is, in our opinion, the natural framework where these decision should be studied.
Moreover, our model provides a more general specification for the penalty on
tax avoidance that encompasses, as special cases, the ones considered in the
literature so far.

3 The model

We model the choices of a representative consumer who maximizes his/her inter-
temporal utility that depends on the consumption of a private good (¢;) and a
merit good (g;) which is financed by a linear income tax. Our assumption is
justified because, starting from the inception of the welfare state, the supply
of goods like health care, education, and other personal services, have been
increasing over time to become one of the biggest share of public expenditure
in western countries (OECD, 2019). We assume that the agent is affected by
fiscal illusion, which means that s/he does not perceive the link between public
good provision and income tax so that s/he may engage in tax evasion and tax
avoidance without internalizing the consequences of such behavior on the future

supply of g;.

3.1 Capital accumulation

The consumer is endowed with an initial capital k;, that is used over the period
[to, o[ to produce an income y; through the deterministic production function

Yt = Aktv (]‘)

where A measures total factor productivity. Since the stock of capital cannot
produce an aggregate income greater than the capital itself, it is reasonable to
assume that 0 < A < 1. Although A is exogenous and deterministic, the process
of capital accumulation is endogenous because of the individual’s consumption
choice (¢;), and it is also stochastic due to the choices related to tax evasion (e;)
and tax avoidance (ay).

Government levies a linear tax 0 < 7 < 1 on income, which is used to finance
the provision of the merit good (g;). Without evasion, the net change in capital
is

dky = (1 = 7) yr — ct) dt. (2)

The agent assumes that g; does not depend on the income tax s/he pays.
For this reason, s/he may try to reduce his/her tax burden by either evading a



percentage (e;) of the yield or by eroding his/her tax base through avoidance
(as) whose effectiveness depends on the vulnerability of the tax system. When
the agent is caught reducing the tax base, s/he has to pay a fine n that is
proportional to the hidden part of the total tax; however, in case of avoidance,
a percentage [ of the fine is not paid. Accordingly, the total fine that must be
paid in case of an audit is

e+ (1 —0)ay) TAk:.

The parameter § is a kind of premium that avoidance grants with respect
to evasion when the taxpayer is audited. This parameter provides a measure of
the vulnerability of the tax system to tax avoidance, and is lower in economies
in which: (i) tax codes are simpler and less ambiguous, (ii) tax authorities are
endowed with relatively sizable operational? and litigation resources, and (iii)
courts have higher effectiveness. If this premium is maximum (i.e. 8 = 1), then
avoidance is risk-less (like in Alm, 1988b). Instead, for 8 = %1 the taxpayer’s
payment conditional on audit is the same as for true income reporting (like in
Alm and McCallin, 1990). This implies that, for any level above this threshold,
the consumer gets an actual discount on his/her tax bill even in case of audit,
while if 3 is below the threshold the consumer reduces the fines s/he has to pay
if caught.

Contrary to other works (Chen, 2003; Dzhumashev and Gahramanov, 2010),
we assume tax evasion to be a cost-less activity. Conversely, avoidance is as-
sumed to be expensive since a considerable effort® (or expertise®) is needed to
reduce the tax burden while not violating the law.

To keep our results as general as possible, the costs of avoidance are rep-
resented through any increasing and convex function f(a;).” Notably, this
formulation allows accounting for the (likely) occurrence of fixed costs f(0) > 0
(setup costs, e.g. creation of legal entities) and has the flexibility to represent
any mix of avoidance instruments.

In line with Levaggi and Menoncin (2012, 2013); Bernasconi et al. (2015);
Levaggi and Menoncin (2016a,b), we model the audit process through a Poisson
jump process dII; whose frequency is Adt which coincides with the two first
moments of the jump

E; [dI;] = V [dI1;] = Adt.

4In a recent paper, Guyton et al. (2021) show that more detailed /thorough audits are able
to uncover avoidance activities that are mostly missed by standard random audits.

5People display a limited understanding of tax law and tax rates, see Blaufus et al. (2015)
and Stantcheva (2021).

6The avoidance schemes are often complex, see the discussion in Li et al. (2021).

"Evidence on the contractual terms upon which avoidance schemes are typically sold is
scarce. However, Committee of Public Accounts (2013) reports that the majority of mass-
marketed schemes entail a fee related to the reduction in the annual theoretical tax liability
of the user and HMRC (2015) reports that fees vary with the value of the amount of the
investment realized by the scheme.



Thus, the final dynamics of capital k; is

dkt = (Akt — T (1 — €t — at) Akt — Ct — f (at) Akt) dt (3)
-n (et + (1 — ﬂ) (lt) TAktht,
since the tax 7 is paid only on the income that is not hidden (1 —e; — a;), and

the avoidance cost f (a;) is proportional to income.
The expected value of dk; is

E, [dk] = ((1 — 1) Aky + (1 — n)\) egT Aly + (1 S (“t)) arr Ak — ct) dt,

a:T
from which we see that evasion is expedient on average if

E, [dk] > Eq [dk:]

e;=0"

which becomes
1—nA>0, (4)

and, accordingly, we will assume that the product between the frequency of
audit (A) and the fine (n) is lower than 1. Instead, avoidance is expedient on
average if

E; [dk:] > Eq [dky]

a;=0"

which becomes
f (at) f (0)

Q¢ Q¢

+(1—pA(1=8)T

Hence, the individual will engage in avoidance if its costs are lower than a
threshold dependent on both fixed avoidance cost, and fiscal and enforcement
parameters.

Since the product n\ is higher than 1 for an expedient evasion, then the
minorant of the right hand side is 87, and so we can impose that

flar) < f(0) + aifr, ()

in which we further assume that f(0) <1 — 7.

3.2 Consumer’s preferences

The representative agent receives utility from consuming both a private pro-
duced good (¢;) and a public produced good (g;), and we assume that such a
utility is additive in these two goods.

The agent’s behavior is described by a Hyperbolic Absolute Risk Aversion
utility (see, for instance, Gollier, 2001) written on the instantaneous consump-
tion as

1-6
Ct = Cm)
1-6
where ¢,;, is a minimum (subsistence) amount of consumption that the agent
needs to consume, the parameter § > 0 measures the risk aversion, and v (e) is an

Uer) = ¢ Tolg), (6)



increasing and concave function. The existence of a strictly positive subsistence
consumption level allows us to solve some puzzles and to reconcile theoretical
findings with empirical evidence (see, for instance, Sethi et al. 1992; Weinbaum
2005; Achury et al. 2012 for the role of subsistence consumption in portfolio
choice and Strulik, 2010 for its role in modeling economic growth). The Arrow
Pratt absolute risk aversion index is

2

s -
0U(c) ¢ —

dcy

which increases when either § or ¢, increase. In other words, a consumer with
low 6 but whose consumption is closer to c¢,, behaves exactly as a consumer
with a higher § but a consumption level farther from c,,.

4 The Problem

If the agent discounts future utility at a constant rate p, the optimization prob-
lem can be written as

1-0

max  E / (Ce—em) " —ptt—to) gy | ()
: to 1-6

{Chehat}te[to,oo

under the capital dynamics (3).

Proposition 1. The optimal solution to Problem (8), given the capital dynam-
ics (3), is

= ()" (78), (9)
* k, — H 3 *
=, (- 0nt) - -p)e (10)
. p+A s-11 6-1 1 §—1
c} cm+(ktH)( 5 + 5 EJF 5 (1—T)A—H
(11)
in which (f')*1 is the inverse of the first derivative of the function f, and
Cm
H .= .
A(rBa* — f(a*) + (1 —7))
Proof. See Appendix A. O

In the proposition above H is a constant whose value coincides with the
present value of a perpetuity. In fact, we can write

H— /°° e, e~ AT —f @) +A=)(s—1) g
t

Ot + S5 (= F ) 4).



which is always positive because of condition (5). Thus, we can conclude that
H represents the total present value of the future subsistence consumption ¢,,,
discounted at a rate given by the total factor productivity corrected by both the
tax rate and a function of avoidance. Accordingly, k; — H, can be considered as
the disposable capital that remains after saving enough for financing the future
streams of subsistence consumption.

We note that when avoidance is not expedient (i.e. a* = 0), the discount
rate is given by the total factor productivity net of tax and fixed avoidance
costs: A((1—7)— f(0)). We can immediately check that, under condition (5),
the presence of avoidance (i.e a* > 0) increases optimal consumption.

Optimal tax avoidance is constant across time and does not depend on the
preference parameters (consumer’s risk aversion) nor on the audit parameters 7
(the fine) and A (the frequency of controls). It simply depends on its cost (the
shape of the function f (e)), the vulnerability of the tax system to avoidance
B, and the tax rate 7. The only fiscal parameter that affects tax avoidance is
the tax rate, while, in sharp contrast with the static literature (Alm, 1988b;
Alm et al., 1990; Gamannossi degl’Innocenti and Rablen, 2016, 2017a), classical
evasion deterrence instruments are ineffective. The share of income that is
avoided also does not depend on risk preferences: if the system allows for some
loopholes, taxpayers will always use them to reduce their tax burden.

Tax evasion, on the contrary, is used as a “top up” to tax avoidance even if the
“substitution rate” is not one. The share of evaded income depends on the fiscal
parameters and is similar to the optimal tax evasion of other dynamic models
(Levaggi and Menoncin 2013). In our setting, we show that tax avoidance, while
reducing evasion, increases total hidden revenue, i.e., the sum of optimal evasion
and avoidance:

kt—H 1

B =it =" (1= 00 ) +8() 7 (7). (12)

The existence of a subsistence level of consumption implies that optimal
evasion is time dependent as shown in Proposition 1. In the following corollary,
we show that with ¢,, = 0 evasion is constant over time and so is consumption
share.

Corollary 1. The optimal solution to Problem (8) for a CRRA consumer (i.e.
cm = 0), given the capital dynamics (3), is
. -1
a®=(f')" (78),
1 1
* _ s — _ *
=g (1w —a-pe,
g _ptA 6-11 -1 d—

1 * *
PR + 5 77+ 5 (tBa™ — f (a*)) A.

(1=r) 4= Ot +

Proof. 1t is sufficient to set ¢, = 0 in Proposition 1. O
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The results in Proposition 1 and Corollary 1 allow drawing some interesting
conclusions on the dynamic path of the variables of choice of the consumer.

While the optimal share of avoided income is fixed, the dynamics of consump-
tion, capital, and tax evasion is more nuanced and we investigate it graphically
in Figure 1.8 When ¢,, > 0, these variables are affected by the (random) audits,
so we perform N = 1000 replications and report the average (solid line) along
with the zero and one quantiles (dashed lines). Panel a) shows that, for ¢,, =0
(dot-dashed line), the evaded share of income is fixed in time due to the con-
stant relative risk aversion. When ¢, > 0, the evasion is increasing in time and
in the long-run it tends to the its optimal level when ¢, = 0. This dynamics of
evasion is driven by the growth of consumer’s consumption ¢; that reduces risk
aversion = g Panel b) illustrates the evolution of consumption as a ratio of

—Cm

capital. The dynamics of ¢ /k; when ¢, = 0 is shown to be constant over time
and lower than the case with ¢,, > 0. When ¢, > 0, ¢f/k; is decreasing over
time due to a more sustained growth of the denominator and in the long-run it
approaches its ¢, = 0 level. Interestingly, the quantile lines show that, upon
audit, the reduction in consumption is bigger than the one in capital.

— Insert Figure 1 about here —

Corollary 1 highlights that all the consumer’s choice variables are time invari-
ant when the agent does not ensure a positive minimum consumption. Indeed,
the dynamic of e} and c; /k; in Proposition 1 is due to a habit effect (induced
by the minimum consumption) that leads to a gradual convergence towards the
equilibrium levels of the case where ¢,, = 0.

4.1 Comparative statics

Here, we compute the behavior of the three variables a*, e}, and E; with respect
to the model parameters.

Optimal avoidance a* increases with respect to both 8 and 7 as expected.
This result matches the evidence in the empirical literature’ and shows that
the Yitzhaki’s puzzle does not hold for tax avoidance in a dynamic setting, as
proven in a static framework by Alm and McCallin (1990).1°

From 10, optimal evasion decreases if 7 increases, thus confirming the Yitzhaki’s
puzzle. In this case, the presence of avoidance reinforces the dampening effect

8In the figure we use the following specification: kg = 100, A = 0.3, ¢, = 10, B = 0.5,
§=25,A=03n=25,p=0.057=0.3, flar) =a, v = 2.

9Long and Gwartney (1987), Alm et al. (1990), and Lang et al. (1997) show that tax
avoidance increases with the tax rate for US, Jamaican, and German households. As reviewed
in Riedel (2018), the scientific literature unanimously reports evidence of substantial tax
motivated profit shifting. Also Beer et al. (2020) perform a comprehensive meta-analysis of
existing studies suggesting an elasticity of before tax income to corporate tax rate of minus
one.

10Gamannossi degl’Tnnocenti and Rablen (2017b) show a similar result when the tax agency
enforces the optimal truth telling probability, and so their result holds only for the individual
with the highest level of avoidance in the system.

11



already observed when the fine is proportional to evaded taxes. The same effect
can be observed for an increase in A and 7. Instead, the reaction of e} to changes
in 3, measured by

de;  Ta*AH?ef + (1—fB)a* . Oa*
B em  k-m U5

is not trivial to compute. For ¢, = 0 (i.e. H = 0), the optimal tax evasion may
be either increasing or decreasing w.r.t. 5:

b
1-3’

*
Oe;

86 cm =0

da* - 1

. oa*

=
>

i.e. evasion is increasing in 5 only if the elasticity of a* w.r.t. 8 is lower than a
given threshold. This result has an interesting interpretation from a policy point
of view: increasing the tax system robustness to avoidance (lowering ) reduces
tax evasion if the avoidance premium is low, while it may increase evasion if the
avoidance premium is high. This also means that for a system rather vulnerable
to tax avoidance, a marginal decrease in the avoidance premium may worsen
the evasion statistics. Other things being equal, the derivative for g is higher
when ¢,, > 0 relative to ¢,, = 0, meaning that the value of § for which the
derivative changes sign is lower in the former case. Finally, it is interesting to
observe that if ¢,, = 0, the value of 8 which minimizes the evasion must satisfy
the condition
da* B B

0 ar 1-8
The total unreported revenue share (12) reacts to changes in 7 in an am-

biguous way because of the reduction in tax evasion and the increase in tax
avoidance.'’ The derivative can be written as:

0B; 1 3 L~ fa* ke —HY | ,0(f) " (78)
5 = ~rram (1~ ) )<H7ﬁa*—f(a*)+(1—7) L )fﬁ o
<0 >0

and even for the simpler case with ¢,, = 0 the sign remains ambiguous:

OE; _ 1 1L L) (B
e M el N R

<0 >0

Notably, when 7 is relatively high, the negative term is smaller (in absolute
value) and the positive one is bigger. This implies that an increase in tax rate
reduces total reported income in economies with sufficiently high taxation.

M Notice that in the static framework, Alm and McCallin (1990) reports an increase in total
non compliance, while Gamannossi degl’Innocenti and Rablen (2016) a reduction. The result
in Alm (1988b) is analogous to ours, but it follows from the more general specification of the
fine, tax and avoidance cost functions.

12



Finally, the derivative of E;} with respect to 8 can be written as:

Hra* da*

OF 1
t_ +a"+p

7 = om0 S iy 0

op '

The comparative statics results derived in this section, along with the results
on government revenue of the next section, are summarized in Table 1.

Table 1: Effect of enforcement /fiscal parameters on avoidance, evasion, and tax
revenue. The table presents the sign of derivatives (null, positive, negative, or
undetermined) of the function in the column with respect to the parameter in

the row: sign (5&8&)
a* ef Ef=a"+ef E;|dT}
A0 — - +
n 0 - — +
6 4+ und + —
T 4+ — und. und.

5 The optimal capital dynamics and government
revenue

The dynamics of the optimal capital is'?

d(kf —H 1 1 1
=5 (0= a- e+ Lk e - £ @) a) di- (1 ()
We stress that the solution to the process k; — H is exponential, and is
always positive if the initial value kj — H is positive. Thus, we can conclude
that the optimal capital will never fall below the value H if kj > H. We recall
that H is the discounted present value of the future subsistence consumption
levels ¢,,, and, accordingly, this result allows concluding that the agent behaves
in such a way to guarantee that his/her capital is always able to finance the
future flow of subsistence consumption.
The expected growth rate of the modified capital k} — H is

v im [T L (@ na- a4 4 e - £y a)-(1- )

If we compute the first derivative of 4* with respect to § we get
oyt 1/(r Oayf y Oay
— — L* . * A
85 5 <77at +7—6 85 f (at) 86 ’

12We recall that, since H is constant, d (kj — H) = dk;.

13



and because of the first order condition f'(af) = 78, we can write

ov* 17,
85 = g;atA>0,

which is always positive. Therefore, it is optimal to choose the highest value for
B (i.e. 8* =1). This result is not surprising: given the assumption of a merit
good that does not increase private capital productivity, growth is maximized
with a minimum tax revenue.

The dynamics of government inflows d7; is

dTy =7 (1 —ef — a7) yedt + 1 (ef + (1 = B) a7) Tyedlly,

which can be written as

ki —H

dTy = <T (1 — Bay) Ak, — (1 — (An)é)) dt+ (ks — H) (1 — ()\77)%) dily,

whose expected value is

ki — H

B a1i) = [r (1= gap) 4t - S - (1= ) |
When we compute the derivative of this expected value with respect to 7 we
get

1 9E, [dT}] 3

L1 B af 1 _ B 1— Ba*
G = (= fai) Aker B Ak (1= ) (1= ()

) A e @ Ty

S

whose sign may change as a function of 7 itself. In particular, we see that when
¢m = 0, this formula simplifies to

1 9E, [dT})

_ . daj
dt 87‘ = (1 — 6at)Akt 7'/6 87' Akt,

cm=0

from which we get:

laEt[th] >O — TS 1—ﬁa;‘
a ot |, _ > 5%‘?

Our model entails a Laffer curve behaviour:'? for 7 sufficiently low, the rev-
enue increases as 7 increases because the rise in the tax rate, and the reduction
of tax evasion, more than offset the increase in tax avoidance. However, as 7
increases, the latter effect becomes prevalent and the revenue starts decreasing.
Notably, the level of the revenue maximizing tax rate is inversely related to S:
the higher the 3, the lower the level of the tax rate for which an increase in the
tax rate produces a decrease in the revenue.

13Refer to the Appendix B for additional details.
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The reaction to government’s expected inflows with respect to § is

0 (1 B . oajf 1 1 1 CmTa*
3 (tht [th]> = —ra; Ak =B G Ak (1= M) (1 — () ) e Ay

whose sign is negative.
Finally, an increase in 7 produces an increase in the expected revenue. In-
deed, since k, — H > 0,

a% (;Et [th]) >0 = (1= ()?) + (1 - ) % ()3 > 0.

6 Discussion and policy implications

The results and the comparative statics presented in the previous sections high-
light the importance of studying tax evasion and tax avoidance as a joint de-
cision. The results of our model indeed show that several interesting policy
implications can be derived from this analysis and that the institutional setting
(especially ) may change the outcome of policies aimed at reducing non com-
pliance. In what follows we summarize and discuss the most important results
of our model.

1. Tax avoidance depends neither on investor’s risk attitude nor on audit
parameters (frequency and fines). This implies that government cannot
alter the avoidance decision using ordinary tax enforcement tools (level
of the fine and number of audits). Instead, this result can be obtained
through an increase in the quality (litigation resources and thoroughness)
of the audits or fiscal/legal reforms. However, avoidance deterrence might
entail unintended consequences:

(a) Even if evasion is decreasing in the tax rate, there are limits to the
use of the tax rate as an instrument to improve compliance due to
the presence of a Laffer curve on total Government revenue, which
provides a theoretical explanation to a phenomenon documented by
policymakers (Papp and Takéats, 2008; Vogel, 2012). This finding
follows from the three effects induced by a rise in the tax rate: (i) a
mechanical increase of revenues due to the higher marginal tax rate,
(ii) a reduction in evasion, (iii) an increase in avoidance.

(b) Policies aimed at increasing avoidance costs, while theoretically iden-
tifiable, seem to have a limited practical relevance. The costs to en-
gage in avoidance are related to the effort (or expertise) required to
have a deep understanding of the “loopholes” in the tax law. An
increase in these costs entails a trade-off, as these costs also apply
to “intended” economic activities. A more effective way to reduce
tax avoidance is to reduce (3, i.e. the avoidance premium, through

15



a simplification of the tax system.!? Investing in tax simplification,
intended as the reduction of the extent of variation in possible tax
treatments of economic activities (number of deductions, exemptions
and instances of preferential treatment of income), has also been
recommended in the literature (e.g., Skinner and Slemrod 1985; Mc-
caffery, 1990; Kopczuk, 2006) for its several desirable outcomes.

2. Our analysis shows that tax avoidance deterrence performed by changing
the tax rate or the avoidance premium might entail an unwanted increase
in tax evasion, which can however be sterilized by raising either the fre-
quency of audit or the fine.

3. The opposite impacts of the tax rate on avoidance and evasion may provide
an alternative interpretation for the so called Yitzhaki’s puzzle. While,
from a theoretical point of view, it is possible to disentangle evasion from
avoidance, the distinction is much more complex in an empirical setting.
An imperfect measure of tax evasion (which may include also a part of
tax avoidance) would lead to a spurious estimation, as the recent IRS
estimates on the tax gap show.

Over the last few decades, the most striking worldwide trend in tax policy has
been the decline in corporate income tax rates. Some argue (e.g. Torslgv et al.
2020) that this is an effect of the tax reduction performed in many countries to
face the competition of tax heavens.

We show that a similar mechanism might also be at work for individual
income tax: when avoidance is more profitable (higher ), the tax rate that
maximizes government revenue and the revenues themselves are lower. This re-
sult has important policy implications: the expansion of mass-marketed avoid-
ance schemes targeted at employees, professionals, and contractors (HMRC,
2020, 2021), has increased tax competition from tax heavens for personal in-
come tax revenue. Our results suggest that anti-avoidance efforts of tax author-
ities/governments/international organizations should be extended to personal
income to prevent future reduction in tax rates and revenues.

7 Conclusion

In this paper we developed what can be considered, to the best of our knowledge,
the first dynamic model studying taxpayer’s avoidance and evasion. Evasion is
cost-less, but entails the payment of a fine if detected. Instead, avoidance is
costly, but has a return premium relative to evasion upon audit.

Contrary to previous studies in a static framework, our results showed that
optimal avoidance does not depend on audit parameters (frequency of the audits
and fine to be paid when caught evading) in an intertemporal setting. Tax
avoidance, unlike evasion, is also not affected by the risk preferences of the
taxpayer. The share of avoided income results from a cost-benefit analysis:

140n specific anti avoidance reforms of the tax system, see GRAVELLE (2014)
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the (certain) avoidance cost measures the (money equivalent) effort (or hired
expertise cost) needed to engage in avoidance, while the (uncertain) benefit is
the potential reduction of the fine to be paid when audited.

From a policy point of view, our model shows that reducing tax evasion may
be a government objective that is rather different from maximizing revenue,
especially in the presence of tax avoidance. Given the opposite impact of the
tax rate on avoidance and evasion, we find that a Laffer curve exists between
the tax rate and fiscal revenue. Our analysis also shows the importance of the
avoidance premium and highlights its possible detrimental impact on evasion.
In particular, a reduction in the avoidance premium leads to an increase of
collected revenues but might entail a rise of tax evasion for economies more
vulnerable to avoidance.

17



References

Achury, C., Hubar, S., Koulovatianos, C., 2012. Saving rates and portfolio choice
with subsistence consumption. Review of Economic Dynamics 15, 108-126.

Albarea, A., Bernasconi, M., Marenzi, A., Rizzi, D., 2020. Income underreport-
ing and tax evasion in italy: Estimates and distributional effects. Review of
Income and Wealth 66, 904-930. doi:https://doi.org/10.1111/roiw.12444.

Allingham, M.G., Sandmo, A., 1972. Income tax evasion: a theoretical analysis.
Journal of Public Economics 1, 323 — 338.

Alm, J., 1988a. Compliance costs and the tax avoidance tax evasion decision.
Public Finance Quarterly 16, 31-66.

Alm, J., 1988b. Uncertain tax policies, individual behavior, and welfare. Amer-
ican Economic Review 78, 237-45.

Alm, J., 2012. Measuring, explaining, and controlling tax evasion: Lessons
from theory, experiments, and field studies. International Tax and Public Fi-
nance 19, 54-77. URL: http://dx.doi.org/10.1007/s10797-011-9171-2,
doi:10.1007/s10797-011-9171-2.

Alm, J., 2019. What Motivates Tax Compliance? Journal of Economic Surveys
33, 353-388. do0i:10.1111/joes.12272.

Alm, J., Bahl, R., Murray, M.N., 1990. Tax Structure and Tax Compliance.
The Review of Economics and Statistics 72, 603—613. doi:10.2307/2109600.

Alm, J., McCallin, N.J., 1990. Tax avoidance and tax evasion as a joint portfolio
choice. Public Finance= Finances publiques 45, 193-200.

Becker, G.S., 1968. Crime and punishment: An economic ap-
proach. Journal of Political Economy 76, 169-217. URL:
http://www. journals.uchicago.edu/doi/10.1086/259394,
d0i:10.1086/259394.

Beer, S., de Mooij, R., Liu, L., 2020. International Corporate Tax Avoidance: a
Review of the Channels, Magnitudes, and Blind Spots. Journal of Economic
Surveys 34, 660-688. doi:10.1111/joes.12305.

Bernasconi, M., Levaggi, R., Menoncin, F., 2015. Tax evasion and uncertainty
in a dynamic context. Economics Letters 126, 171-175.

Bernasconi, M., Levaggi, R., Menoncin, F., 2019. Dynamic Tax Evasion with
Habit Formation in Consumption. Scandinavian Journal of Economics 122,
966—992. doi:10.1111/sjoe.12365.

Blaufus, K., Bob, J., Hundsdoerfer, J., Weimann, J., 2015. Perception of income
tax rates : evidence from Germany. European Journal of Law and Economics
40, 457-478. URL: http://dx.doi.org/10.1007/s10657-013-9389-9,
d0i:10.1007/s10657-013-9389-9.

18



Buehn, A., Schneider, F., 2012. Size and Development of Tax Evasion in 38
OECD Countries: What do we (not) know? CESifo Working Paper Series
4004. CESifo Group Munich.

Chen, B.L., 2003. Tax evasion in a model of endogenous growth. Review of
Economic Dynamics 6, 381-403.

Committee of Public Accounts, 2013. Tax Avoidance: Tackling Marketed Avoid-
ance Schemes. The Stationery Office, London.

Cowell, F.A.) 1990. Tax Sheltering and the Cost of Evasion. Oxford Economic
Papers 42, 231-243.

Cross, R., Shaw, G.K., 1981. Tax Evasion-Avoidance choice: A suggested Ap-
proach. National TAx Journal 34, 489-491.

Cross, R., Shaw, G.K., 1982. On the economics of tax aversion. Public Finance
= Finances publiques 37, 36-47.

Davison, L., 2021. Tax cheats are costing the u.s. $1 trillion a year, irs estimates.
URL: https://bloom.bg/3Bv04w6.

Dzhumashev, R., Gahramanov, E.; 2010. A growth model with income tax
evasion: Some implications for australia. Economic Record 86, 620-636.
doi:10.1111/j.1475-4932.2010.00654.x.

Dzhumashev, R., Gahramanov, E., 2011. Comment on: "a dynamic portfolio
choice model of tax evasion: Comparative statics of tax rates and its implica-
tion for economic growth". Journal of Economic Dynamics and Control 35,
253-256.

European Parliament, 2017. Member States’ capacity to fight tax crimes [Ex-
post impact assessment]. Technical Report. doi:10.2861/0761.

Feige, E.L., Cebula, R., 2011. America’s Underground Economy: Measuring the
Size, Growth and Determinants of Income Tax Evasion in the U.S. MPRA
Paper 29672. University Library of Munich, Germany.

Gamannossi degl’Innocenti, D., Rablen, M.D., 2016. Income tax avoidance and
evasion: A narrow bracketing approach. Public Finance Review 45, 815-837.
doi:10.1177/1091142116676362.

Gamannossi degl’Innocenti, D., Rablen, M.D., 2017a. Optimal income tax en-
forcement in the presence of tax avoidance, in: Hashimzade, N., Epifantseva,
Y. (Eds.), The Routledge Companion to Tax Avoidance Research. 1st edition
ed.. Routledge, London. chapter 22, pp. 340-366.

Gamannossi degl’Innocenti, D., Rablen, M.D., 2017b. Tax avoidance and opti-
mal income tax enforcement. Journal of Tax Administration 5, 36-64.

Gollier, C., 2001. The Economics of Risk and Time. MIT Press.

19



Gravelle, J., 2014. Tax havens: International tax avoidance and evasion. Taxes
in the United States: Developments, Analysis and Research 4, 37-87.

Guyton, J., Langetieg, P., Reck, D., Risch, M., Zucman, G., 2021. Tax Evasion
At the Top of the Income Distribution. NBER Working Paper Series 28542.

HMRC, 2015. Understanding individuals’ decisions to enter and exit marketed
tax avoidance schemes.

HMRC, 2019. Tackling tax avoidance, evasion, and other forms of non-
compliance. March.

HMRC, 2020. Measuring Tax Gaps 2020 Edition Tax gap estimates for 2018 to
2019. HM Revenue and Customs, London, UK.

HMRC, 2021. Use of marketed tax avoidance schemes in the UK. Technical
Report. H.M. Revenue and Customs. London.

Internal Revenue Service, 2014. Fraud Handbook, in: Internal Revenue Manual.
25.1.1 ed.. chapter Part 25, C. URL: https://www.irs.gov/irm.

Kirchler, E.; 2007. The economic psychology of tax behaviour. Cambridge
University Press, Cambridge. doi:10.1017/CB09780511628238.

Kopczuk, W., 2006. Tax simplification and tax compliance: An economic per-
spective, in: Sawicky, M. (Ed.), Bridging the tax gap. Addressing the crisis in
tax administration. Washington, DC: Economic Policy Institute, Washington
DC. chapter 6, pp. 111-143.

Lang, O., Nohrbaf, K.H., Stahl, K., 1997. On income tax avoidance: the case
of Germany. Journal of Public Economics 66, 327-347.

Levaggi, R., Menoncin, F., 2012. Tax audits, fines and optimal tax evasion in a
dynamic context. Economics Letters 117, 318-321.

Levaggi, R., Menoncin, F., 2013. Optimal dynamic tax evasion. Journal of
Economic Dynamics and Control 37, 2157 — 2167.

Levaggi, R., Menoncin, F.,; 2016a. Dynamic tax evasion with audits based
on visible consumption. Journal of Economics 119, 131-146. URL:
http://dx.doi.org/10.1007/s00712-016-0493-5, doi:10.1007/s00712-
016-0493-5.

Levaggi, R., Menoncin, F., 2016b. Optimal dynamic tax evasion: A portfolio
approach. Journal of Economic Behavior & Organization 124, 115 — 129.
doi:http://dx.doi.org/10.1016/j.jebo.2015.09.003. taxation, Social Norms and
Compliance.

Li, J., Gamannossi degl’Innocenti, D., Rablen, M.D., 2021. Marketed Tax Avoid-
ance Schemes: An Economic Analysis. CESifo Working Paper Series 9421.

20



Long, J.E., Gwartney, J.D., 1987. Income Tax Avoidance: Evidence
From Individual Tax Returns. National Tax Journal 40, 517-532.
doi:10.1086/ntj41788692.

Markellos, R.N., Psychoyios, D., Schneider, F., 2016. Sovereign debt markets
in light of the shadow economy. European Journal of Operational Research
252, 220 — 231. doi:http://dx.doi.org/10.1016/j.ejor.2015.12.039.

Meccaffery, E.J., 1990. The Holy Grail of Tax Simplification. Wisconsin Law
Review 5, 1267-1322.

Murphy, R., 2019. The European Tax Gap: A report for Group of the Pro-
gressive Alliance of Socialists and Democrats in the European Parliament.
Technical Report. Tax Research UK.

OECD, 2019. Goverment at a glance.

Papp, T.K., Takats, E., 2008. Tax Rate Cuts and Tax Compli-
ance: The Laffer Curve Revisited. IMF Working Papers WP /08/7.
doi:10.5089/9781451868692.001.

Riedel, N., 2018. Quantifying international tax avoidance: A review of the
academic literature. Review of Economics 69, 169-181. doi:10.1515/roe-2018-
0004.

Sandmo, A., 2005. The theory of tax evasion: a retrospective view. National
Tax Journal LVII, 643-663.

Sethi, S.P., Taksar, M.I., Presman, E.L., 1992. Explicit solution of a general con-
sumption,/ portfolio problem with subsistence consumption and bankruptcy.
Journal of Economic Dynamics and Control 16, 747-768.

Skinner, J., Slemrod, J., 1985. An Economic Perspective on Tax Evasion Source:
National Tax Journal. National Tax Journal 38, 345-353.

Slemrod, J., 1989. Complexity, Compliance Costs, and Tax Evasion, in: Tax-
payer Compliance, Volume 2. University of Pennsylvania press. chapter 5, pp.
156-181. doi:10.9783/9781512806281-006.

Slemrod, J., 2007. Cheating ourselves: The economics of tax evasion. Journal
of Economic Perspectives 21, 25-48.

Slemrod, J., 2019. Tax compliance and enforcement. Journal of Economic
Literature 57, 904-954. doi:10.1257/jel.20181437.

Slemrod, J., Yitzhaki, S., 2002. Tax avoidance, evasion, and adminis-
tration, in: Auerbach, A.J., Feldstein, M. (Eds.), Handbook of Pub-
lic Economics. Elsevier. volume 3. chapter 22, pp. 1423-1470. URL:
http://dx.doi.org/10.1016/S1573-4420(02)80026-X, doi:10.1016,/S1573-
4420(02)80026-X.

21



Stantcheva, S., 2021. Understanding tax policy: how do people reason? Quar-
terly Journal of Economics 136, 2309-2369.

Strulik, H., 2010. A note on economic growth with subsistence consumption.
Macroeconomic Dynamics 14, 763-77.

Torslgv, T., Wier, L., Zucman, G., 2020. The Missing Prof-
its of Nations. NBER Working Paper Series 24701. URL:
http://www.nber.org/papers/w24701.pdf, arXiv:arXiv:1011.1669v3.

Vogel, L., 2012. Tax avoidance and fiscal limits: Laffer curves in an economy
with informal sector. Brussels: European Union doi:10.2765,/30013.

Wang, F., Xu, S., Sun, J., Cullinan, C.P., 2020. Corporate Tax Avoidance: a
Literature Review and Research Agenda. Journal of Economic Surveys 34,
793-811. doi:10.1111/joes.12347.

Weinbaum, D., 2005. Subsistence consumption, habit formation and the demand
for long-term bonds. Journal of Economics and Business 57, 273—287.

Wen-Zhung, L., Yang, C.C., 2001. A dynamic portfolio choice model of tax
evasion: Comparative statics of tax rates and its implication for economic
growth. Journal of Economic Dynamics and Control 25, 1827-1840.

Yitzhaki, S., 1974. Income tax evasion: A theoretical analysis. Journal of Public
Economics 3, 201 — 202.

22



A Proof of Proposition 1

Given Problem (8), we can define the value function at any time ¢ € [tg, 00) as

o0 1-6
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e

and so the Hamilton-Jacobi-Bellman (HJB) equation is
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The First Order Condition (FOC) with respect to ¢; is
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The FOC with respect to a; is
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and the FOC with respect to e; is
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The comparison between the two last FOCs gives
= ()" (h),

in which (f/)”" is the inverse of the derivative of the function f.
For computing the other two variables, instead, we must know the functional
form of the value function. The guess function is
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in which F' and H are constant that will be obtained from the HJB equation.
Given this function, the optimal values for evasion and consumption are
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Once a; and e} are substituting into the HJB we get:
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This function can be split into two equations: one which contains the terms
with (k; — H)lﬂs and one which contains the terms with (k; — H)fé. Thus, we
get
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B Laffer Curve

When c¢,,, = 0 the derivative of government income w.r.t. tax is

1 8]Et [th] 8@:
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& or |, (T Pe) Ak Ak,
whose second derivative is
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If this derivative is always negative, then the curve has a unique maximum.
Since f (a) is increasing and convex, then (f/)”" is increasing, which means that
a* is increasing in 7. The second derivative of a* w.r.t. 7 depends on the sign
of the third derivative of f (a), which has not been defined.

In the case of a power function

fla) = f(0) +wa”,

with positive w and v > 1, the second derivative is always negative. In this
case, in fact
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and so
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So, if the function f (a) is a power function, there is only one maximum.
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Figure 1: a) Evasion dynamics b) Ratio of consumption to capital dynamics
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