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Abstract

All throughout history, nations have used tactics to influence the perspective and

behaviors of their citizens. These range from propaganda and communication strategies, to the

implementation of tailored policies aimed at shaping societal norms and actions. One set of

tactics that has been used the most in recent decades relies on Behavioral Economic Principles,

which apply psychological tools to understand individual economic decision-making. This study

will look at the impact of Behavioral Economic Principles in developing and implementing

Financial Government Policy in the United States; more specifically, the focus of this study is on

analyzing the effect of Nudging in Tax Compliance regulation.
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Diving deeper into the differences between these two schools of thought, there are

certain experimental findings in Behavioral Economics that indicate limitations within classical

economic theories. More specifically, we will analyze: (1) the failures of expected utility theory,

(2) hyperbolic discounting, and (3) social preferences.

The Expected Utility Theory

The expected utility theory argues that “the frequency with which a pool of subjects

choose lottery p over q does not change when both lotteries are mixed with some common

lottery r” (Pesendorfer, W. 2006). Nevertheless, this theory stemec
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Social Preferences

Classic Economics also stems from the idea that individuals make decisions entirely on

their own, without outside factors influencing said choices. Nonetheless, a study made in 1982

by Werner Guth, Rolf Schmittberger, and Bernd Schwarze evaluates individuals in their decision

making by pairing up participants and presenting them with an offer, to which they can accept or

decline. However, a rejection would leave both players with zero payout. The results were that

“responders routinely reject small offers and therefore do not maximize their selfish monetary

payoff” (禁猀y
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financial aid, making the student more susceptible to do so. Other nudges may provide

incentives for completing a task, like “cash rewards or “wellness points” one might earn for

achieving health goals” (2021).

Perspectives on Nudging

Throughout the years, economists have studied the effectiveness of nudges in their

ability to produce long term behavior. Some critiques allude that the definition must be

expanded to address certain gaps and queries. When breaking down the definition by Thaler

and Sunstein, we know four main points: (1) nudges do not forbid any options, (2) they do not

significantly change their economic incentives, (3) they should be cheap and easy to avoid, and

(4) they would significantly alter the behavior of humans even though it would be ignored by

Econs (Thaler, R. & Sunstein, C. 2008). However, these points may be ambiguous in some

aspects, making it difficult to distinguish a nudge with other tactics, like marketing incentives or

standard interventions.

Analyzing the first point, we understand that nudges do not forbid any options. This

means that the decision maker must have all available choices before determining an outcome.

Nevertheless, it does not clarify if by expanding a choice it still qualifies as a nudge. In fact

“experimental evidence shows that a decision maker can be influenced by the addition of

options in the choice set, specifically, by the addition of dominated options or ‘decoys’” (Congiu,

L. & Moscati, I. 2021). A study by Kivetz et. al (2009) experimented with a groumim�
attiden
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Moscati, I. 2021). What this statement argues is that one nudge might affect people who make

rational decisions and limited decisions altogether differently. Tatiana Homonoff, a New York

University Economics Professor, developed an example with the five-cent tax on disposable

shopping bags where both cases happened. This tax is an effort to reduce plastic consumption

and air pollution by charging five cents per disposable bag.

Her findings concluded that the tax almost halves the demand for bags, but if

policymakers were to reframe this tax as an incentive (i.e. a five cent bonus for using reusable

bags), it would not lead to significant changes. This is due to the principle of loss aversion,

where losses are seen as ‘more costly’ than gains. Another phenomenon happens in this

scenario: the salience effect, where certain features of a decision stand more prominently,

hence influencing the behavior of consumers. In this case, “the effectiveness of this tax may

also be due to its “salience”, since it is applied to a good that is not the true object of the

purchasing activity but is rather instrumental to it and demanded separately” (Homonoff, T.

2018). This may even be more amplified by the fact that shopping bags were previously free.

Therefore, this tax effort “reduces their demand by acting simultaneously on a rational channel

(cost modification) and on bounded-rationality channels (loss aversion, salience effect)”

(Homonoff, T. 2018). So it is difficult to determine whether this policy is considered a nudge or

standard policy because while it would not be ignored by Econs, it does not just rely on

modifying the cost to influence behavior.

Redefining Nudging

As a consequence, the original definition of nudges has been modified to improve these

differences of opinions. Two relevant authors have developed comprehensive approaches to

nudges in the past decade: Pelle Hansen and Cass Sunstein. On one hand, Hansen argues that

“a nudge is … any attempt at influencing people’s judgment, choice or behavior in a predictable

way, which works by making use of [people’s] boundaries, biases, routines and habits as
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integral parts of such attempts” (Hansen, P. 2017) . With this definition, he is tackling two of the

points mentioned before. First, by acknowledging rationality failures nudges may include adding

options to the choice set; and secondly, by acknowledging that if an intervention takes

advantage of situations where individuals do not make rational decisions, it can still be

considered a nudge. Interestingly for Hansen, “criterion (2) turns the five-cent tax into a nudge

because, even though it relies on rational drivers (cost modification), it also relies on cognitive

biases and boundaries (loss aversion and salience)” (Congiu, L. & Moscati, I. 2021).

On the other hand, Sunstein, who was one of the economists that coined the term nudge

along with Thaler, took a different approach by emphasizing the idea that nudges should

preserve the individual’s liberty and autonomy. Sunstein describes nudges as “private or public

initiatives that steer people in a particular direction but that also allow them to go their own way”

(Sunstein, C. 2017). Scholars still believe this definition tackles the “broad” sense of nudges as

opposed to Hansen’s “narrow” approach. However, Sunstein’s definition does allow the

separation of libertarian-paternalism, which is “the idea that it is both possible and legitimate for

private and public institutions to affect behavior while also respecting freedom of choice” (Gane,

N. 2021). In other words, it finds a middle ground between two extremes: one one hand, hard

paternalism “impinges on individual freedom of choice, while, on the other, raw libertarianism

assumes that individual consumers are rational creatures that are able to act in their own

interests” (Gane, N. 2021). Thaler and Sunstein’s work argue that libertarianism and paternalism

are “far more attractive together than alone” (Thaler, R. & Sunstein, C. 2008). They suggest that

a form of “soft paternalism” should be implemented to improve the choices made by individuals

without forcing them to act against their will.

Scholars have critiqued this concept over the years, arguing that any form of

paternalism, regardless how soft it is, is still a method of coercion that limits individual freedom.

Thaler and Sunstein consider that “libertarian paternalists want to make it easy for people to go

their own way; they do not want to burden those who want to exercise their freedom” (2008).
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Moreover, they add that this approach should not be judged by the experts who create the

nudges, but by the individuals who receive these nudges. Overall, both authors support the

argument that humans are not “Econs”, and that libertarian and paternalism “can be combined

in order to correct deficiencies that [...] are inherent in both” (Thaler, R. & Sunstein, C. 2008).

Types of Nudges

So far, we have studied the definition of nudges, highlighting the key aspects that

comprise this concept. Nevertheless, it is important to clarify
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defined problem) and an outcome (the selection and impact of the tool will be determined by the

government)” (Cariney, P., 2021). Because
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objectives as desirable and socially achievable rather than burdensome regulatory

requirements, it encouraged positive action and compliance.

The United States government has dedicated significant resources to develop

institutions and “nudge units” that can tackle these challenges through behavioral interventions.

The Social and Behavioral Sciences Team was established in September of 2015, also under

President Obama’s administration, as an agency that “translated findings and methods from the

social and behavioral sciences into improvements in federal policies and programs for the

benefit of the American people” (Social and Behavioral Sciences Team, n.d.). The agency

stopped operating in January of 2017, and the work was continued by the General Services

Administration’s Office of Evaluation Sciences.

Successful Nudging: APPLES

Attempts to bring behavioral economic principles to the world of policy have not always

been successful. Because of this, Halpern & Sanders advise governments to follow a protocol

known as APPLES, which stands for: Administrative Support, Political Support, People,

Location, Experimentation, and Scholarship. Administrative Support refers to having a “senior

level buy-in inside the system” (Halpern, D. & Sanders, M. 2016). By obtaining backing and

endorsement from decision makers who hold influential positions, changes are more likely to

happen, as it provides leverage and credibility. Halpern and Sanders want us to think of Political

Support as “how the approach fits with the political narrative and instincts of the governments

concerned” (2016). People refer to the creation of a team with the right skills and expertise to

develop behavioral economic tactics. Governments should also choose a Location that is

closely connected to the people you work with and embrace empirical methods by

Experimenting new approaches. Lastly, policymakers should focus on Scholarship; in other

words, “know the behavioral literature and details .攀ef
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Taxation Through Behavioral Insights

As we delve into the application of nudges in United States policy making, one of the

fields that has been most prominent in these applications is taxation. From simplifying the

application process of the Earned Income Tax Credit form, to developing a Tax Withholding

Program that provides personalized recommendations based on individual financial

circumstances, the U.S. administration has created several proposals to influence citizens’

decisions to comply with taxing regulation. Before we analyze the use of nudges in this field of

policy, it is key to understand the tax system in the United States.

The taxation system in the United States is progressive. In other words, “the percentage

of income an individual (or household) pays in taxes tends to increase with increasing income”

(Roach, B. 2010). Individuals with higher incomes also tend to pay a higher rate of taxes. For

example, a person who earns an income of $200,000 might pay a 32% tax rate compared to

another one who makes $60,000 and pays a 22% tax rate.

Scholars favor this taxation system due to a number of reasons. First, it helps redu] c
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recognizes that a flat (or regressive) tax rate would impose a larger burden, in terms of foregone

necessities, on low-income households as compared to high-income households” (Roach, B.

2010). It is important to differentiate the various types of taxes imposed in the United States.

First, we will look at a brief history of how the progressive tax system got introduced to the

United States. Then we will analyze the Federal Income Tax, followed by taxation at a State and

Local level.

History of the U.S. Tax System

For the first 150 years of U.S. history, taxes were directed �M
退
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The tax system we know today is attributed to the members of the Populist Movement,

who wished to modernize the system during the late 1800s. They believed that excises and

tariffs were regressive, and wanted to go back to the income tax of 1863 as a way to introduce

the progressive tax system. “They saw it as a response to excessive monopoly profits and the

concentration of wealth and power. In other words, the tax was not envisioned as a means to

generate significant additional public revenue but as a vehicle of public justice” (Roach, B.

2010). This movement received a lot of support, and in 1894 a federal income tax, with an

exemption of $4,000, was introduced. Nonetheless, the Supreme Court ruled it as

unconstitutional in 1895, and it was not until 1913 that the 16th Amendment was ratified,

creating the legal basis for a federal income tax (Roach, B. 2010).

Even though the introduction of the federal income tax served as a big step into a

progressive tax system, in the first few years only 2% of the population was taxed, and their

rates varied from 1% to 7%. However, as World War I was approaching, the government was

aware that it needed higher revenues to finance the war efforts. From 1915 to 1917, “the top

marginal rate increased from 7% to 67%” (Internal Revenue Service, 2002), and corporate and

estate taxes also became significant revenue collection tools. Subsequent to the conclusion of

World War I, the nation faced the onset of the Great Depression, and federal income taxes were

raised again. However, despite the economic turmoil generated by this crisis, during the Great

Depression a series of social insurance programs were introduced, supporting Americans

through this economic hardship. “Rather than funding Social Security programs through

increases of income, or other, taxes, the funding mechanism was a separate tax, split equally

between employers and employees” (Roach, B. 2010).

World War II created yet another emergency that required additional revenues. At the

time, President Franklin Roosevelt decided to raise income from corporations and high-income

households. He said in a speech “in this time of grave national danger, when all excess income

should go to win the war, no American citizen ought to have a net income, after he has paid his
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The most recent significant tax legislation is considered to be the 2001 $1.35 trillion tax

code passed during the Bush administration. “The major provisions of this act include lowering

individual income tax rates across-the-board, scheduling repeal of the estate tax in 2010, and

increasing the amount employees can contribute under various programs for retirement

purposes” (Tax Policy Center, n.d.). Another appealing aspect of this legislation was that most of

the provisions were “back-loaded”, meaning they would not be introduced until later in the

future. After this bill, a smaller tax cut was passed in 2009 through the American Recovery and

Reinvestment Act that expanded tax credits per worker and for college tuition (Roach, B. 2010).

Since 2010, prominent laws have been passed continuing to focus on tax cuts, job

creation, and tax reliefs. The Patient Protection and Affordable Care Act of 2010 was a big

milestone, as it established: individual excise taxes, modification of gross income definitions,

individual premium assistance credits, and cost-sharing subsidies (Tax Policy Center, n.d.). The

Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act was also enacted

during this year, extending the 2001 tax cuts through 2012. However, it was not until the

American Taxpayer Relief Act of 2012 that these tax cuts were permanently extended. This

legislation also permanently extended certain 2003 tax cuts, extended 2009 tax cuts to 2017,

provided permanent Alternative Minimum Tax (AMT) relief, and allowed a 20 percent rate of

return for taxpayers in the top bracket (Tax Policy Center, n.d.).

President Obama passed what is known today as PATH, Protecting Americans from Tax

Hikes Act of 2015, which protects Americans against tax fraud and identity theft. Since then, two

more pieces of legislation have passed: the Tax Cuts and Jobs Act of 2017, which lowers

income tax rates until 2025, and the Bipartisan Budget Act of 2018, that “retroactively extended

a variety of expired tax provisions through 2018, including tax credits for energy efficient and

renewable energy investments, the deduction for qualified tuition [...], and empowerment zone

tax incentives” (Tax Policy Center, n.d.). It is important to mention that even though the Inflation

Reduction Act is not directly tied to tax reform, it “changed a wide range of tax laws and
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provided funds to improve our services and technology to make tax filing faster and easier”

(Internal Revenue Service, 2022).

Federal Income Tax

The Federal Income Tax was established with the ratification of the 16th Amendment in

1913. It is levied on “wages and salaries, as well as income from many other sources including

interest, dividends, capital gains, self-employment income, alimony, and prizes” (Roach, B.

2010). Nevertheless, the amount that a person owes is not based on total income. Instead,

taxpayers are allowed to subtract some expenses that are considered “non-taxable”, like meal

subsidies, student loan interest, and allowable moving expenses. This results in the Adjusted

Gross Income (AGI), however, this is still not the amount an individual owes in taxes.

Taxable income is AGI minus deductions and exemptions. Deductions are claims to tax

liability, and can be standard, meaning a fixed amount deducted from taxation, or itemized. To

itemize a reduction, “the tax filer adds up certain expenses made during the year including state

taxes, real estate taxes, mortgage interest, gifts to charity, and major medical expenses”

(Roach, B. 2010). Exemptions are calculated based on the number of tax filers and dependents.

For example, a single tax filer with no dependent children can only claim one exemption, while a

married couple with no children can claim two. An individual then must pay taxes depending on

the amount of taxable income they generate for the year.

State & Local Tax

Like the federal government, states can also use taxes to raise revenue and fund public

expenditures. Even though these taxes are similar to government ones, there are still important

differences worth mentioning. As of 2024, there are forty-three states that levy individual income

taxes, and forty-one tax wage and salary income (Yushkov, A. 2024). These range from
e
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structure, with one rate applying to all taxable income. Conversely, 29 states and the District of

Columbia levy graduated-rate income taxes, with the number of brackets varying widely by

state” (Yushkov, A. 2024).

In addition, localities can charge separate sales tax, but they are typically lower than

state taxes. According to Roach, sales taxes tend to be regressive, because “low-income

households tend to spend a larger share of their income on taxable items than high-income

households” (2010). He explains that with expenses like gasoline, something that makes up a

smaller portion of total spending as income rises, an increase of state taxes on this item impacts

low-income families more than high-income ones. While states and localities use taxes similarly

to the federal government, variations in tax structures and rates can underscore the nuanced

impacts on individuals and households.

Nudges in Taxes

The standard model of tax compliance, or evasion, made by Allingham-Sandmo in 1972

states that “taxpayers weigh the certain consequences of compliance against the uncertain

benefits of tax evasion and choose the option that gives them the greatest expected income (or

utility)” (Alm,
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taxpayers who anticipated a 100 percent probability of audit reported higher income than those

who expected a 50 percent probability of an audit, and both groups reported more income [...]

than those who did not receive a letter” (2011). Meiselman, an economist and professor, also

found that “messages that increase the perceived probability of punishment have a positive

effect on filing compliance of delinquent taxpayers” (2018). Overall, there is strong evidence that

increasing punishment of fines and consequences enhances tax compliance.

In this paper, we will adopt a qualitative approach to assess the effectiveness of nudges

in increasing taxpayer compliance. We will do so by analyzing the Taxpayer Relief Act of 1997,

one of the largest tax reduction acts in United States history since the 1980s. This

comprehensive analysis will seek to answer the following questions:

1. How did the nudges in the legislative framework impact taxpayer compliance?

2. What specific nudging strategies were implemented within the proposed legislation?

3. What are the potential limitations or barriers of employing nudges in tax compliance, and

how can these be reduced?

4. What lessons can be drawn from the application of nudges in this particular legislation

that can be developed in future tax policies?

Taxpayer Relief Act of 1997

Like we previously mentioned during the history of the taxing system in the United

States, the Taxpayer Relief Act was one of the many legislations passed throughout the years to

increase income tax compliance. In the context of this particular bill, colloquially known as

TRA-97, by the late 1990s, the U.S. economy grew steadily with GDP rates increasing 4% each

year. Unemployment rates were also low during this time, between 4% and 5%, and the stock

market experienced a historic bull run, contributing to individual wealth accumulation.

Nevertheless, almost all revenue taxing came from high-income households. Because of this,

President Clinton introduced a large bill that would offer “substantial tax relief for parents,
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college students, investors, homeowners, small business people, and retirees” (Uradu, L. 2023)

while still raising revenues for office spending. We will now analyze in detail the provisions in

this legislation.

Education Credits

This act established “the legal basis for education savings accounts, which allow parents

to save for future college expenses with tax-free gains and withdrawals for future educational

purposes” (Uradu, L. 2023). This incentive increased college enrollment and reduced financial

burden for families. The act also created the Hope Tax Credit, also known as the American

Opportunity Tax Credit, “which provides tax credits up to $2,500 each year per eligible student”;
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each segment of a domestic flight” (Congressional Budget Office, 2000). This excise alone

managed to raise $33 billion in the provisions generated through 2002, which is $4 billion more

than the previous years.

Subsequently, tobacco taxes were raised from 10 cents to 15 from 2000 to 2002,

generating a revenue of $17 billion through 2007 (Congressional Budget Office, 2000). As for

the federal unemployment tax, before this bill was passed, this tax imposed a “0.8 percent tax

on the first $7,000 of wages paid to each employee covered by the federal unemployment

insurance program” (Congressional Budget Office, 2000). This tax includes a 0.2 surtax that
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