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REVENGE, TAX INFORMING, AND THE OPTIMAL BOUNTY

by
Gideon Yaniv

ABSTRACT

A common belief is that the IRS pays tax informants 10 percent of whatever
their tips produce in revenue. Actually, the bounty rate is even lower,
averaging, in recent years, less than 2 percent of the amount of taxes and fines
recovered. Why is it that the IRS is so tightfisted in rewarding informants
who help recover taxes that otherwise would not have been recovered? The
present paper approaches this question from an economic perspective,
introducing a simple model of the informing decision, the implications of
which are incorporated into the tax administration’s problem of selecting a
bounty rate, as well as a probability of convicting informed-upon evaders,
which maximize its expected net revenues from tax informing. The paper
shows that a revenue-maximizing tax administration would set its bounty rate
lower and its prosecution efforts higher, the stronger, at the margin,
informants’ desire to get revenge on former parties with whom they have
quarreled. While the IRS may be guided by ethical and moral considerations
in designing its bounty scheme, it nevertheless behaves as if it were cynically
exploiting informants’ emotional drives, cutting down on their fair share in the
recovered amounts to help finance its efforts in prosecuting informed-upon
evaders.
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L Introduction

Over the past three decades, economists and psychologists have devoted considerable
research effort to the analysis of tax evasion and enforcement, highlighting the role of
information in the design of audit policy.! Still, a common feature of real-life enforcement,
the use of paid informants, has been totally ignored in the tax evasion literature, While not
publicly encouraging tax informing, tax administrations often rely on paid informants for
the successful conduct of tax investigations. In the fiscal year of 1996, for example, the IRS
paid a tqtal of $3.5 million to 650 informants, out of 9,530 who applied for a reward, who
provided information that led to the collection of additional $102.7 million in taxes and
penalties.’ To informants, however, the reward is secondary to revenge. The deed is usually

done for personal reasons, mostly by disgruntled employees and jilted lovers or spouses.

Most people believe that the IRS pays informants 10 percent of whatever their tips produce
in revenue. Actually, the bounty rate is even lower, decreasing at the margin with the
amount of taxes and fines recovered.’ Over the period 1992-96, the bounty rate averaged
less than 2 percent of the recovered amounts. Why is it that the IRS is so tightfisted in
rewarding informants who helped recover taxes that otherwise would not have been
recovered? A possible answer is that the reward is just 2 modest token of appreciation for
helping the state recover public funds. A supporting view is that it is morally wrong for the
reward to be too high, as it might constitute an inducement for some people to plan a
career as professional tax informants. The present paper approaches this question from an
economic perspective, inquiring into the tax administration’s problem of selecting a bounty
rate, as well as a probability of convicting informed-upon evaders, which maximize its
expected net revenues from tax informing.

'Fora survey of the tax evasion literature, see Cowell (1990) and Andreoni, Erard and Feinstein (1998).

2 See Schnepper (1997).

? Normally, the IRS rewards informants with up to 10 percent of the first $75,000 in taxes and fines
recovered, 5 percent of the next $25,000, and 1 percent of any additional amount. The maximum reward is
$100,000, for which the IRS must recover more than $9 million.




The paper beging with introducing a simple model of the informing decision which
highlights the role of revenge in generating an incentive to inform.* Incorporating the
implications of the informant’s decision-making model into the tax administration’s
problem, the paper shows that a revenue-maximizing administration would set its bounty
rate lower and its prosecution efforts higher in the presence of a passion to revenge than in
its absence. Furthermore, the stronger, at the margin, informants’ desire to get revenge on
former close parties with whom they have quarreled, the lower will be the optimal bounty
and the greater the optimal level of prosecution efforts. While the IRS may be guided by
ethical and moral considerations in designing its bounty scheme, it nevertheless behaves as
if it were cynically exploiting informants’ emotional drives to maximize its expected net
revenues. More specifically, because informants’ main concern 15 having their former close
parties punished, the IRS apparently takes the liberty of cutting down on their fair share in
the recovered amounts to help finance its efforts in prosecuting informed-upon evaders. A
supporting evidence of this conclusion is the False Claim Act, under which a whistleblower
can commence a civil lawsuit on behalf of the government against persons or companies
who have submitted false claims for payment of government funds. This federal law,
particularly applicable to cases of health care fraud, allows the government the option of
joining the lawsuit. If the government decides to share efforts with the whistleblower, he
will receive 15 to 20 percent of the recovered amounts. However, if the whistleblower
proceeds on his own, thus saving the government the costs of prosecution, he will receive

25 to 30 percent of the government’s recovery.”

I1. The tax informing decision

Consider an individual who is in conflict with a former close party (henceforth, FCP), such
as a business partner, an employer, or a spouse. Suppose that the individual knows that the
FCP has failed to declare to the tax agency a taxable income of size Z (or have fraudulently

claimed phony exemptions of that size). The individual may thus consider the opportunity

* For a survey of previous studies which combine emotions with the motivation of a material reward to
explain behavior, see Elster (1998).

®See Vogel (1995).




of taking revenge with the FCP by informing the tax agency about the FCP’s tax evasion.
With a known probability, A (<1), the tax agency will be able to use this information to
prosecute the FCP and recover the taxes and penalties due, #(Z). Having the FCP convicted
and punished will fill the informant with a sweet sensation of revenge, R. Furthermore, the
tax agency will reward the informant monetarily by paying him or her a fraction, b, of the
amount recovered, providing that he or she was not involved in any way with the tax

evasion scheme.’

To qualify for a reward, potentially incriminating evidence must be provided to the tax
agency. If such evidence is not freely available to the informant, tax informing may involve
search costs, s. Moreover, while mainly aiming for revenge, informing may be accompanied
by feelings of shame and discomfort, as well as by fear of retaliation,’ thus involving a
psychic cost, &. Assuming that the potential informant is risk-neutral, he or she will decide
in favor of informing if the expected gain from informing (EG) exceeds the costs of doing
50 (S). That is, if

EG = A[6bi(Z) + Rl > ys+ k = 8§, (1)

where & and y are coefficients which transform monetary rewards into psychic gains and
monetary search costs into psychic costs, respectively. Dividing through by S, and denoting
by 2 the expected gain per unit of total cost (£G/S), an incentive to inform may be said to
arise if ) >1, and not to arise if 2 < 1. Notice that an incentive to inform may arise even
in the absence of a reward (i.e., even if & = 0), providing that R is sufficiently large.

Otherwise, a monetary reward will be required to help potential informants come forward.

Tax agencies usually face given tax and penalty functions, specified in the tax laws, having

contro{ over & and A only. The greater the level of & or A, the greater the value of 2, thus

Ty . . . . ' .
The bounty payments may be subject to taxation like any other income. To simplify the exposition, the

analysis abstracts from this possibility.

"In November 1992, Sherry Kadin informed the IRS that her ex-husband and his second wife were
claiming phony exemptions. Her ex-husband paid her back with two bullets in the back of her head. The
victims’ children sued the IRS for negligently revealing the victim’s identity as a confidential informant.
In a settlement before trial, the IRS agreed to cover college and other expenses for the victim’s two young
daughters [Novack (1997)].




the greater the likelihood that an incentive to inform will arise. However, the sensitivity of
the incentive to inform to changes in either one of the control variables, reflected through
the elasticities 1q,» and ng, », s not identical for b and A. Specifically,

a) A

Mas = 77 = 1 (2)
dqd b ASB

ﬂﬂb = db n - Sn < 1! (3)

implying that mg,,. > Mg, ». Hence, an increase in the probability that tax informing leads
to the coriviction of the informed-about evader will have a stronger effect on the incentive
to inform than an equi-proportional increase in the bounty rate. This differential impact
arises, however, only in the presence of a passion for revenge, which amplifies the effect of
an increase in A relative to that generated by an increase in 5. The sweeter the expected
sensation of revenge (i.e., the higher the level of R), the greater will be the gap between
Tiq,» and Na,s given by RA(O8 + R).

III. The 6ptimal bounty

Consider an economy where income may take just two levels, high, H, or low, L. Suppose
that individuals earning income H can evade taxes by fraudulently declaring that they have
earmned income L. Suppose further that potential informants vary with respect to the
intensity of their passion for revenge and costs of informing. Consequently, some (for
whom 2 >1) will opt to inform the tax agency about their FCP’s evasion, and some (for
whom 2 < 1) will opt avoid informing. An increase in either 5 or A will thus induce those
for whom an incentive to inform has arisen to come forward. Hence, the total number of
informants tipping the tax agency, &, is likely to increase with » and A. Suppose therefore
that the aggregate informing function is given by

‘N = N(b,A), (4)

where N, >0 and N, > 0, Suppose further that the tax agency chooses 5* and A* so as to




maximize its expected net revenues from tax informing, £V. Assuming that each informant
fingers one evader only, so0 that N also represents the total number of informed-upon
evaders, expected net revenues will be

EV = [A(1-b)Z) - «(A)IN(b,4), (3)

where Z = H - L, and c(A) denotes the tax agency’s cost in prosecuting an informed-upon
evader. The higher the probability of conviction sought by the tax agency, the greater the
efforts it must devote to the prosecution of an informed-upon evader and the higher its
prosecution costs, hence ¢'(A) > 0 and ¢"(A) 2 0.® Notice that EV is expressed as a product
of the number of informants, M, A), and the expected net revenues per informant,
AM1-8Y(Z) - c( &). For the latter to be positive, » and A must have an upper bound, given
by

< (Z) - o(A) _

D b, (6)

where @(A) = c(A)/A, and
P(A) < (1-B)K(Z) = ¢(4), 7

respectively. The first-order conditions for the maximization of expected net revenues are’

§ A more general formulation of the cost function is C = C(N, A1), where Cy> 0 and C, > 0, implying that
the costs of prosecuting informed-upon evaders increase with both V and A. For simplicity it is assumed
that prosecution costs are proportional N, so that C(¥, A) = c(A)N.

? The second-order conditions for the maximization of expected net revenues are

2T = AA-DM@D) - @)Wy - 24DV, < € ®)
gIVT = [AQ~BY(Z) - c(ANN,; - AC(A) - (1-BDIN, - "(A)N < 0.(9)

Assuming that Ny, < 0 and N, <0, conditions (8') and (9') will be satisfied [notice from (9) that the second
ion in (9') is negative at the optimum). The condition on the joint derivative, (& V/db*NF£VIdA?) -
(d*Vidbdr)? > 0, is assumed to hold.




d(EV)

— = [A0-B(2) - ()N, - A(ZDN = 0 (8)

d(EV')
dA

= [A(Q-0)(Z) - c(A)N, - ['(A) - (1-D)( )N = 0. %)
Condition (8) states that b should be raised until the marginal gain in expected tax
collections resulting from the increase in the number of informants, [A{(1-0)X2Z) — ¢( A)INs,
equates the marginal cost of paying higher rewards to all informants whose information
helps recover taxes due, #(Z2)AN. Condition (9) is interpreted in a similar way, only the
marginal gain from raising A stems not only from the increase in the number of informants
but also from the higher intensity of prosecuting informed-upon evaders, (1-5){(Z)N,

whereas the marginal cost is, of course, a consequence of the latter, ¢'(A).
Dividing through by N and rearranging, conditions (8) and (9) reduce to

€

b = Hgbb . (10)
1+ & -
.and A) = L 0(R), - 11
@ (4) .m+81¢’() (11)

respectively, where &, = N,b/N and ¢, = N,A/ N denote the elasticities of the tax
informing function with respect to b and A, respectively, and 7, = ¢'(A)A/¢c(A) denotes
the elasticity of the prosecution cost function with respect to A. Condition (10) confirms

that the optimal bounty rate is lower than its upper bound, & . Condition (11) implies that
n, must exceed unity for the optimal probability of conviction to satisfy (7), hence

@'(A) >0 at the optimum.

Because & is negatively related to A, and A is negatively related to &, solutions (10) and
(11) imply that » and A are subject to a budgetary tradeoff: the greater the level of
resources devoted to the prosecution of informed-upon evaders, the lower the desirable

bounty rate, and vice versa - the higher the bounty rate, the lower the desirable level of




prosecution efforts. Substituting (6) and (7) into (10) and (11) and solving for b and A, the
optimal levels of the tax agency’s control variabies will be

. _ (m = 1De,
ot = [6:0 + m(1+5)] (12)
P(A*) = M (13)

(6,5 + Mm(1+8)]"

where €, - s = &, — §. An immediate first conclusion is that the optimal probability of

convictiqn is positively related to the amount of taxes and fines to be recovered, whereas
the optimal bounty rate is independent of the latter.

Section II has shown that because of the passion for revenge, the incentive to inform is
more Sensitive to changes in A than to equi-proportional changes in b, the difference being
an increasing function of R. Consequently, more potential informants are likely to come
forward if A is increased than if b is raised by the same proportion. Hence, €, must be
positive, implying, in view of (12) and (13), that 5* will be lower and A* will be higher in
the presence of a passion for revenge than in its absence. Furthermore, the stronger, at the
margin, informants’ passion for revenge, the greater the magnitude of e, - 5, thus the lower
the optimal bounty and the greater the optimal level of prosecution efforts. Because
informants’ main concern is with getting revenge on their former close parties through
having them convicted for tax evasion, the tax agency takes the liberty of exploiting
informants’ emotional drives, cutting down on their fair share in the recovered amounts to

help finance its efforts in prosecuting informed-upon evaders. "

Notice finally that because b* and A* are dependent on the magnitude of €,-5, which
reflects informants’ passion to revenge at the margin, the optimal levels of the tax agency’s

[ﬁnterestingly, exploiting tax evaders' emotions has been suggested by Cowell (1990) as a legitimate
weapon for combating tax evasion, arguing that rather than trying to stiffen the Iegal sanctions, the tax
agency should exploit taxpayers’ feelings of shame and fear of disgrace by “publicly pillorying the culpable
wealthy” (p. 176).



decision variables and the number of informants tipping the agency, N(b*, A*), are
simultaneously determined. Assuming, for a moment, that informants differ only in the
intensity of their passion for revenge but not in their costs of informing, an increase in
either the bounty rate or the probability of conviction would induce informants of a weaker
passion for revenge to come forward, as the increase in the expected gain from informing
would reinforce revenge in generating an incentive for informing. This in turn would drive
€x-» down, raise »* and lower A*, re-affecting the incentive to inform, the number of
informants, and the magnitude of e;... In equilibrium, 4* and A* should just suffice to
induce informants whose passion for revenge corresponds to the magnitude of €,-, which
which determines the particular levels of the former - to come forward. An interesting
implication of the equilibrium solution is that as long as the passion for revenge plays a role
in the determination of b* [i.e, as long as &, >0 and 5* < (n,—1)e,/ Ni(1+€3)], potential
informants who are motivated by the monetary award alone will not participate in the
bounty scheme. While exploiting the emotional drives of those who seek revenge, the tax

agency ends up deterring those who do not.
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