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ABSTRACT

THE EFFECT OF RECIPROCITY NUDGES ON TAX COMPLIANCE: EVIDENCE FROM
AN EXPERIMENTAL STUDY

by
NOMPUMELELO LORRAINE MONAGENG

SUPERVISOR: Prof. C. Evans

CO-SUPERVISOR: Prof. T.L. Steyn

DEPARTMENT: Department of Taxation

DEGREE: Doctor of Philosophy [PhD]: Option Taxation

Governments and tax authorities have taken a keen interest in understanding the effects of
nudging as a tool to influence voluntary tax compliance. However, research in this area has
focused on developed countries, resulting in limited empirical evidence available relevant to
developing countries. This thesis addresses this knowledge gap. It focuses on the use of
reciprocity nudges to influence the tax compliance behaviour of individual taxpayers in South
Africa. This thesis also explores the role of structural and content attributes of the message

in the effectiveness of tax nudges.

In this study, a core sequential mixed methods approach was applied. Initially, a qualitative
content analysis process was carried out in order to identify structural and content attributes,
from existing literature, for an effective message aimed at changing behaviour. This was
followed by a quantitative content analysis that was carried out on 12 South African Revenue
Service (SARS) videos. The experimental phase of the thesis was then designed based on
the results of the content analysis and was conducted with 172 student participants.

In addition to its main (confirmatory) finding that nudge messages can make a difference to
voluntary tax compliance, four further key findings emerge from this thesis. First, the results
indicate that in order for a nudge message to be effective, it must contain certain structural
and content attributes. Second, the timing between the exposure to a reciprocity nudge and

the making of a tax compliance decision has no statistically significant impact on tax
- i -
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compliance. Third, reciprocity nudges do not appear to be more effective on some sub-
groups of the population than others. Fourth, high levels of perceived corruption and
attitudes towards tax had no impact on the tax compliance of individuals exposed to a

reciprocity nudge.

This thesis extends the current knowledge of how insights from behavioural economics can
be incorporated to assist with influencing voluntary tax compliance. Furthermore by adopting
a mixed method approach this thesis demonstrates how one method can be used to inform
another in tax compliance research. The thesis also provides further clarity on the role of
structural and content attributes that ought to be incorporated into tax nudge messages.
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CHAPTER 1: INTRODUCTION

1.1 BACKGROUND

“Taxes are the price we pay for a civilized society ...” (Oliver Wendell Holmes Jr., 1927)

Taxes are an important component of any economy; they play a vital part in the provision of
basic public services and goods for the benefit of all citizens of a country. It is for this reason
that tax authorities from both developed and developing nations have been tasked by their
governments with increasing the overall levels of tax compliance.! This has become an
increasingly important task in light of the increasing dependence of many economies on tax
revenues and the continuous search by some African countries for solutions to reduced

dependence on foreign aid.

In executing their task of increasing the levels of tax compliance, tax authorities have widely
implemented enforcement strategies such as tax audits and penalties (McKerchar & Evans,
2009:175). These enforcement strategies are, however, both costly and time consuming
(Kirchler, Hoelzl & Wahl, 2008:220). As a result, tax authorities have increasingly turned
their attention towards identifying and promoting voluntary compliance, sometimes as an

alternative to enforcement strategies but usually as a complement.

Strategies to promote voluntary compliance are wide-ranging and include measures which
seek to change the behaviour of taxpayers by making them more inclined to comply with
their tax obligations. This thesis seeks to make a contribution in this area of voluntary tax
compliance by exploring, in detail, one aspect of voluntary tax compliance: the effect of

communicating reciprocity messages as a “nudge” to encourage voluntary tax compliance.

Nudging has become a policy tool used by governments across many areas, including
taxation, to encourage or discourage certain behaviours amongst citizens. Given the current
interest of scholars and governments in nudging and the move by some African revenue
authorities (such as the South African Revenue Service (SARS) and the Kenya Revenue

Authority) towards using advertising campaigns as both an education tool and as a tool to

1 A detailed explanation of what is meant by the concept of tax compliance is provided in Chapter 2. In
simple terms and for the purposes of this overview, tax compliance can be taken to mean compliance by
a taxpayer with the obligations imposed by the tax system.

-1-

© University of Pretoria



communicate reciprocity messages, this thesis aims to shed light on the effectiveness of

communicating such messages in multicultural developing countries, such as South Africa.

This study therefore focuses on the effect of reciprocity messages used as nudges to
improve voluntary tax compliance. Reciprocity nudges refer to nudges using beliefs about

the use of resources by the government (Castro & Scartascini, 2015:66).

The study is carried out in South Africa for three major reasons. Firstly, although the country
has had a growing culture of tax compliance, like many other countries South Africa faces
significant problems in ensuring that particular sections of its population comply with their
tax obligations (SARS 2012d:1). For example, in its tax compliance programme, SARS has
identified tax compliance amongst wealthy individuals as a high risk area, with over 20 per
cent of these individuals having been identified as having discrepancies between their tax
declared income and their asset base (SARS 2012d:10). The taxi industry is also listed as
one of SARS’ focus areas (SARS, 2016b). The South African taxi industry is usually cash-
based and SARS acknowledges that tax compliance levels in cash-based businesses are
low (National Assembly, 2013). Despite efforts made by SARS to improve tax compliance,
there has been a decline in tax compliance in certain sectors in recent years (SARS, 2018:5).
There are therefore many problems with voluntary compliance in South Africa which make

it a fertile ground for study.

Secondly, South Africa is a culturally diverse country, which provides an opportunity to
examine the effect of reciprocity nudges on different population groups. The study therefore
explores whether the effect of communication reciprocity messages as nudges to encourage
voluntary tax compliance differs amongst these different population groups.

Thirdly, South Africa has had its challenges with regard to perception of poor service delivery
and the decrease in public trust in the government. This provides an opportunity to study
the relationship between reciprocity nudge messages and tax compliance in such an

environment.
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1.2 SOUTH AFRICAN OVERVIEW

The previous section has provided a brief background for this thesis and has outlined the
reasons for conducting the study in South Africa. It is thus also important to provide a
detailed overview of the South African personal income tax (PIT) system in order to better

understand the context of this thesis.

South Africa relies heavily on income and profit taxes, more so than on taxes such as Value-
Added Tax (VAT). In 2017, 53 per cent of South Africa’s total tax revenue was derived from
taxes on income and profits (Organisation for Economic Co-operation and Development
(OECD, ATAF & AUC, 2019:231). A significant percentage of taxes on income and profits
is attributable to individual taxpayers. The contribution to total tax revenue from PIT in South
Africa indicates consistent growth as opposed to revenue derived from company income tax
as indicated in Figure 1.1.

Figure 1.1: Contribution of PIT and company income tax to total tax revenue: South Africa
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Source: National Treasury & SARS (2018:10).

In 2017/2018, PIT accounted for 38.1 per cent of South Africa’s total tax revenue
(considerably higher than the company income tax contribution of 18.1 per cent). With a
population estimated at 58.78 million in mid-2019 and a reported unemployment rate of 29
per cent in the second quarter of 2019, the importance of improving tax compliance levels
amongst individual taxpayers is becoming increasingly important for South Africa (Statistics
South Africa, 2019a:v, Statistics South Africa, 2019b:1).
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1.2.1 Personal income tax in South Africa

Income tax has been levied in South Africa since the 1800s and is levied on individuals’
taxable income (Stiglingh & Silke, 2018:12-13). Taxable income is calculated as gross
income, less exempt income, less allowable deductions. Taxable capital gains are also an

inclusion into taxable income (National Treasury & SARS, 2016:32).

The South African tax system was initially source based, indicating that individuals were
taxed on income and profits attributable to a South African source. The system changed to
residence-based in 2001 as part of the recommendations made by the Katz Commission,
which was appointed in 1994 by the post-apartheid government to study the tax system and
make recommendations on improving the system. The change broadened the tax base and
aligned the country’s tax system with international standards (Hattingh, Roeleveld & West,
2016:324; Nyamongo & Schoeman, 2007:481).

Since the introduction of income tax, other changes with regard to PIT have also been made.
One of these changes was the repealing of the Black Taxation Act applicable to Black
persons (Republic of South Africa, 1984:3), in 1984. This repeal meant that from the 1985
tax year all population groups in South Africa were subject to PIT in terms of the Income Tax
Act (58/1962) (hereafter referred to as the Income Tax Act). Changes made in the 1990s
included the harmonisation of the different tax schedules that applied to different tax units?
into two tax schedules; one for natural persons and the other for non-natural persons
(Hattingh et al., 2016:325). The tax brackets were also reduced from twenty-four to seven.

These changes simplified tax on personal income (Davis Tax Committee, 2016:26).

There have also been significant changes to the number of individuals registered for PIT. In
the 2003 tax year, there were 3.6 million registered individual taxpayers, and 3.5 million of
these individuals were expected to submit a tax return in the specific year (2003) (National
Treasury & SARS, 2008:31). Since the 2011 tax year, all individuals who are formally
employed are required to be registered with SARS for PIT irrespective of whether the

2 Prior to 1995, the family was the tax unit. The tax system differentiated between married and unmarried
persons. Single persons were taxed at a higher rate than married persons, and married women were taxed
at a higher rate than married men (Hattingh et al., 2016:325).
3 The difference in number between registered taxpayers and those expected to submit a tax return is due
to the fact that taxpayers may have been registered and may have been liable to submit tax returns
previously, for other years but were not liable to submit a return for the 2003 tax year.
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individual’'s taxable income is below or above the tax threshold. The number of registered
individuals in the 2011 tax year was 10.3 million, with 4.8 million expected to submit a tax
return for the applicable tax year (National Treasury & SARS, 2012:33). By the 2017 tax
year, there were 19.9 million individuals registered, representing a percentage growth of 9.9
in the tax register. Of these individuals, 6.3 million were expected to submit tax returns
(National Treasury & SARS, 2018:38).

With the exception of individuals who meet the requirements of the employment income
exclusion, individuals registered for PIT are required to submit a tax return if the individual
receives income from employment which exceeds R500 000, has a capital gain or loss
exceeding the annual capital gains exclusion, receives a taxable allowance or advance,
receives South African interest that exceeds the interest exemption, receives income from
any trade other than employment or is specifically requested by SARS to submit a tax return.
If the individual is a South African resident with foreign assets or income, the individual may
be requested to submit a tax return, provided certain requirements are met. Non-residents
who receive interest or who have interest accruing from a source in South Africa may also

be required to submit a tax return in South Africa provided certain requirements are met.

During the tax season, individuals are expected to submit their tax return for the applicable
tax year, which runs from 1 March to the end of February. The tax season opens on 1 July
each year and continues until the last day of October for branch filing and the first week of
December for eFiling. Once an individual submits a tax return, SARS assesses the return
and issues a notice of assessment to the taxpayer. The notice of assessment reflects the
taxpayer’s taxable income and indicates the amount due to SARS or the refund the taxpayer
is entitled to from SARS. In the 2017 tax year, (from those taxpayers expected to submit tax
returns) 4.8 million (76.5 per cent) were assessed as at June 2018 (National Treasury &
SARS, 2018:37).

In the tax years 2015/2016, 2016/2017 and 2017/2018, the tax return filing compliance levels
for PIT was above 90 per cent (SARS, 2018:65). The registration compliance increase could
have been attributable to filing campaigns conducted and also to changes in economic

conditions (SARS, 2018:65). Payment compliance levels, however, were not so high; for

4 This amount is equivalent to $27 352.30, converted at an exchange rate of USD1 = ZAR18.28 as at
20 May 2020.
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example, the compliance level for the 2017/2018 tax year was only 44.2 per cent (SARS,
2018:64).

PIT as a percentage of Gross Domestic Product (GDP) between 2010 and 2015 was the
highest when compared with the percentage of GDP of other taxes such as VAT and
company income tax. In 2015, the percentage of PIT was 9.7 (higher than the average for
OECD countries of 8.9 per cent) (OECD, 2018a; 2018b). Table 1.1 indicates that South
Africa’s PIT to GDP percentage is relatively high when compared with that of other

developing countries in Africa.

Table 1.1: PIT as a percentage of GDP

Year 2010 2011 2012 2013 2014 2015

OECD - average 8.2 8.3 8.6 8.7 8.8 8.9
Non-OECD economies Cameroon .9 9 1.0 1.1 1.1 1.1
Mauritius 1.5 1.5 1.6 1.7 1.8 1.9

Morocco 3.4 3.6 4.0 3.9 3.7 3.3

Rwanda 3.1 3.2 3.6 3.8 3.6 3.7

Senegal 3.0 3.2 3.3 2.9 3.1 3.2

South Africa 8.0 8.0 8.2 8.5 8.9 9.7

Tunisia 4.2 4.5 4.5 4.9 5.1 5.9

Source: OECD (2018a; 2018b).

Table 1.2 indicates that South Africa’s non-tax revenue is much lower than that of other
developing African countries. South Africa’s heavier reliance on revenue from PIT
emphasises the importance, in South Africa, of encouraging tax compliant individuals to

remain compliant and encouraging non-compliant individuals to be compliant.

Table 1.2: Non-tax revenue as a percentage of GDP

Year 2010 2011 2012 2013 2014 2015
Country

Non-OECD economies Cameroon 4.8 6.2 5.0 4.9 4.2 4.3
Mauritius 3.8 35 3.1 3.2 2.7 2.7

Morocco 3.6 3.9 3.7 4.1 3.8 3.9

Rwanda 12.3 12.3 8.8 11.2 9.4 8.9

Senegal 3.2 2.9 3.8 3.8 5.2 4.6

South Africa .6 v v v .6 .6

Tunisia 2.9 4.0 3.5 3.6 2.4 2.1

Source: OECD (2018b).
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1.2.2 South African personal income tax base

Across the ten years between the 2007/2008 and the 2017/2018 fiscal years, South African
government expenditure grew by 160 per cent, from an estimated R600 billion in 2007/2008
to an estimated R1.56 trillion in 2017/2018 (National Treasury, 2007:19; 2017:7). This was
as a result of the country’s growing financial needs, with most of the expenditure allocated
to social services (50.4 per cent in 2007/2008 and 57 per cent in 2017/2018) (National
Treasury, 2007:19; 2017:7). A similar increase should be present in the country’s revenue
to finance the growth in expenditure; however, tax revenue only increased from R599.3
billion in the 2007/2008 tax year to R1.14 trillion in 2017/2018 (National Treasury & SARS,
2008:1; 2017:viii).

One of the measures to increase tax revenue is to broaden the tax base. During 2001, the
government enjoyed some success in broadening the PIT base; this included taxing fringe
benefits and introducing capital gains tax (Steenekamp, 2012b:43). Nonetheless, although
the number of taxpayers expected to submit tax returns increased by 61 per cent between
2005 and 2015, the government budget deficit widened to R134.6 billion (3.5 per cent of
GDP) in 2015 (National Treasury, 2017:iv).

South Africa is highly dependent on a few individual taxpayers for most of the collected PIT.
Therefore, increasing the number of individual taxpayers liable for tax would greatly assist
in increasing the tax base, resulting in a reduced dependence on the few already-taxpaying

individuals.

During the 2017 tax year, 65.6 per cent of taxes collected through PIT were paid by 14.4 per
cent of the assessed taxpayers (National Treasury & SARS, 2018:41). It is evident from
Figure 1.2 that although individuals with a taxable income above R500 000 constitute a small
portion of the total individuals assessed, a significant portion of the tax liability can be

attributed to these taxpayers.
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Figure 1.2: Distribution of assessed individuals with taxable income above R500 000
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Source: National Treasury & SARS (2018:41).

The contribution to tax revenues by high-income earners has continued to increase, given
the additional revenue generated from these taxpayers by the introduction of a 45 per cent
PIT bracket for individuals with taxable income above R1.5 million. The new tax bracket

became effective from the 2017/2018 tax year of assessment.

Even though taxing wealthy individuals may address the fundamental principle of vertical
equity, there is the risk that changes in tax rates aimed at high-income earners may change
their economic behaviour, causing an undesired effect on tax revenue (Steenekamp,
2012a:24). This makes finding alternative mechanisms to increase the tax base even more

important.

Bringing potentially tax liable individuals who are currently operating in the informal sector
into the tax net would be one such mechanism to increase the tax base. Currently, the profile

of the South African individual taxpayer comprises employed individuals.

In summary, there is an increasing need to cast the tax net even wider than its current reach
to include individuals in informal sectors and the non-compliant individuals operating in the
formal sector. This will perhaps also ease the burden on formally employed taxpayers and

high-income earners.
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1.2.3 Attitudes towards tax compliance in South Africa

The National Treasury (2017:38) has highlighted the fact that concerns about levels of tax
compliance and about tax morality® are key risks that may hamper national tax revenue
collection. These concerns about taxpayers’ willingness to pay taxes have been confirmed
by research undertaken in South Africa in previous years. For example, in Oberholzer’s
study (2007) on the perceptions of taxation of the various population groups in South Africa,
58 per cent of the respondents who participated in the study were of the view that a large
proportion of the taxes collected by government had been used for meaningless purposes.
Further, 88 per cent of the respondents believed that waste and corruption in the South
African government were at high levels. Only 24 per cent of the respondents believed that
the amount of tax they had paid was reasonable when compared with the benefits they had
received from the government, whereas 52 per cent of the respondents believed that the

government had not provided enough information on the use of tax revenue.

Table 1.3: Survey responses regarding fiscal exchange and government spending

Percentage of Percentage of Percentage of
. . respondents who
Statements relating to fiscal | respondents who | respondents who .
. . . had no opinion
exchange and government agreed with the | disagreed with the reqarding the
spending statement statement 9 g
statement
% %
%
A large portion of taxes is
used by government for 58.46 32.69 8.85
meaningless purposes
Waste and cprrqptlon in 87.69 6.93 5 38
government is high
The amount of tax | have to
pay is reasonable considering 24.23 38.46 37.31
the benefits received
The government does not
provide enough information 51.92 23.85 24.23
about how they use
taxpayers’ money

Source: Adapted from Oberholzer (2007:102).

As observed in the responses to the question related to government waste and corruption

in Table 1.3, a key factor that may impact levels of tax compliance is the concern held by

5 Tax morality is the intrinsic motivation to pay taxes (Williams & Martinez, 2014:6).
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taxpayers that their taxes are being wasted as a result of corruption. The extent of the
perception of corruption in South Africa can be best explained by its ranking on the
Transparency International Corruption Perceptions Index. This index ranks 180 countries
based on the perceived corruption of a country’s public sector. Table 1.4 presents the results
shown in the index for Southern African Development Community (SADC) countries for
2018, when 180 countries around the world were ranked (Transparency International, 2018).
The ranking column in Table 1.4 indicates a country’s ranking relative to other countries
included in the index. The score column reflects each country’s score on a scale of 0 to 100:
zero indicates highly corrupt and 100 indicates very clean. South Africa did not rank as well
as some fellow SADC countries, such as Seychelles, Botswana and Namibia. However,
South Africa scored better than other SADC countries, such as Zimbabwe, Congo and

Angola.

Table 1.4: Transparency International Corruption Perceptions Index (SADC countries only)

Country Score Ranking
Seychelles 66 28
Botswana 61 34
Namibia 53 52
Mauritius 51 56
South Africa 43 73
Lesotho 41 78
Swaziland 38 89
Tanzania 36 99
Zambia 35 105
Malawi 32 120
Mozambique 23 158
Zimbabwe 22 160
Congo 19 165
Angola 19 165

Source: Transparency International (2018).

SARS acknowledges that perceptions of corruption and of poor state delivery are considered
threats to promoting tax compliance. SARS’ annual performance plan for the period 2015-
2016 states that this risk influences its ability to promote tax compliance due to the loss of
public confidence in government (SARS, 2016c¢:26).

Despite the negative perceptions of many South African taxpayers and their concerns about
corruption, data published by Statistics South Africa indicates an improvement in household
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services provided to citizens. The percentage of households with access to electricity
improved, from 76.7 per cent in 2002 to 84.7 per cent in 2018; whilst 89 per cent of
households in 2018 had access to piped water, compared with the 84.4 per cent that had
access to piped water in 2002. And most dramatically, the percentage of students aged five
years and older attending schools without paying tuition fees increased from 21.4 per cent
in 2007 to 67.2 per cent in 2018 (Statistics South Africa, 2018:15).

However, despite such improvements in service delivery, it appears to be the case that
South African taxpayers object less to the actual payment of taxes than they do to the
spending of the funds by government. The work of Oberholzer (2007:102) supports this
contention, as her study shows that 73.5 per cent of the respondents disagreed with the
statement that it is unfair to pay taxes and in a more recent study by Junpath, Khaewa and
Stainbank (2016:111) conducted in South Africa, 76.7 per cent of the participants completely
agreed that it is every South Africa’s duty to pay their fair share of taxes Moreover, Ali,
Fjeldstad and Sjursen (2014:835) found that South African individuals are more likely to
have a tax compliant attitude if they are satisfied with certain services provided by the

government.

The results of Ali et al.’s study (2014:828-842) are based on an Afrobarometer survey
conducted in 2011 and 2012 which also indicated that 83 per cent of the South Africans who
participated in the survey believed that the level of corruption in the country had increased
when compared with the year prior to the survey;® further, 30 per cent of the participants
held a negative attitude towards tax as they were of the view that citizens should not pay

taxes or should pay taxes only if they choose to (Plus 94 Research, 2015:16).

South Africa was also one of the participating countries in a World Value Survey’ conducted
between 2010 and 2014 (World Values Survey Association, 2015). In the survey, 34.7 per
cent of the participants agreed that it is unjustifiable to cheat on taxes. This percentage was
considerably lower than other African countries, such as Zimbabwe, Nigeria and Egypt,

where 52.9 per cent, 49.9 per cent and 60.7 per cent of the participants respectively were

6 The survey was conducted between August and September 2015.

7 The World Values Survey is a worldwide survey project that looks at socio-cultural and political change,

based on representative national samples. The project started in 1981 (Torgler & Schneider, 2005:233).
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of the view that it is unjustifiable to cheat on taxes (World Values Survey Association,
2015:471).

In summary, although some matters discussed in this section clearly indicate that the
perception of corruption in South Africa is high, progress has been made in improving the
provision of public goods and services. Given that taxpayers object less to the actual
payment of taxes than they do to the spending of the funds by government, communicating
such improvements may be a beneficial strategy to implement in order to influence voluntary
tax compliance. Current and past strategies used by SARS to increase tax compliance are

discussed in the section that follows.

1.2.4 Strategies to increase tax compliance in South Africa

It has already been acknowledged that most tax systems rely on the voluntary compliance
of taxpayers (SARS, 2012d:4). It is therefore appropriate to consider key aspects of the
strategies adopted by the revenue authority in South Africa to address the issue of tax

compliance. Figure 1.3 shows the SARS compliance programme model.

Figure 1.3: Tax compliance model

Attitude to compliance Compliance Strategy
Have decided Use full force } High
not to comply of the law ) T3
Don‘t want Deter by -
to comply : o deteuuou Q
: Nurturing willing 8
Try but dont participation Help 10 o
Stways suoceed and building fiscal Compry J E
Willing to do citizenship Make d 9
the right thing teasy ) Low

Source: SARS (2012d:4).

This model is adapted from the Australian Taxation Office model (Australian Taxation Office,
2015). The left side of the model illustrates the different attitudes that taxpayers can have
towards tax compliance. These attitudes range from “have decided not to comply” at the top
of the pyramid, through to “willing to do the right thing” (to comply) at the base. The right
side of the model shows the various strategies that can be adopted to deal with various
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types of taxpayers. These strategies focus on the following three pillars which are adopted
by SARS to encourage tax compliance (see Figurel.4):

e enforcement, which comprises measures such as conducting audits on selected
taxpayers and imposing penalties which are linked to the strategies, using the full force
of the law and deterring by detection (as indicated in the compliance model in Figure
1.3);

e education, which involves initiatives aimed at educating taxpayers about their tax
obligations and the fulfilling of these obligations and which is linked to the strategy of
helping taxpayers to comply; and

e service, which involves initiatives to simplify tax compliance.

Figure 1.4: Strategies to improve tax compliance

Source: SARS (2016c¢:17).

1.24.1 Enforcement

One key component of enforcement consists of the use of penalties by SARS. Penalties are
levied under the Tax Administration Act (28/2011) (hereafter referred to as the Tax
Administration Act) and are grouped into three categories: (1) administrative non-
compliance penalties, (2) understatement penalties and (3) penalties related to criminal

offences.

Administrative non-compliance penalties are levied on taxpayers failing to comply with a
provision of the Income Tax Act. In the 2017/2018 tax period, tax owed by taxpayers to
SARS included R27 billion related to administrative penalties and interest (SARS, 2018:43).
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Understatement penalties are levied when a taxpayer prejudices SARS or the fiscus
because of a default in rendering a return, an omission from a return, an incorrect statement
made in a return, failure to pay the correct amount of tax if no return is required or an

impermissible avoidance arrangement (Stiglingh & Silke, 2016:1154).

The provision made for penalties related to criminal offences include criminal offences
ranging from failure to submit a tax return, to failure to retain tax-related records as required

by the Tax Administration Act. The penalty for such offences is a fine or imprisonment.

SARS also makes extensive use of tax audits as an enforcement strategy. During its
2017/2018 tax period, SARS achieved audit coverage of 14 per cent of registered taxpayers,
the majority of these audits being verification audits (SARS, 2018:68). Additionally, SARS
has plans to increase targeted audits in order to address the issue of non-compliance
(SARS, 2016a:76). Other enforcement strategies used by SARS include site inspections

and the naming and shaming of non-compliant taxpayers.

1.2.4.2 Education

SARS has introduced several education initiatives to assist taxpayers with fulfilling their tax
compliance obligations. These initiatives include hosting seminars and workshops at SARS
branches to educate taxpayers on income tax, Pay As You Earn (PAYE) and VAT (SARS,
2017). The workshops have also been extended to school learners and students at higher
learning institutions (SARS, 2016a:56). SARS has also used the media to educate taxpayers

on tax compliance.

In 2009, SARS began using mobile tax units, which are converted vehicles used as mobile
offices. Mobile tax units were introduced to educate taxpayers in rural areas on their tax
obligations and to assist them with tax registration. SARS estimates that there has been a
growth in the number of taxpayers who are able to file their tax returns independently as a
result of the training received through the mobile tax units (OECD, 2015:172). In the
2017/2018 tax year, 262 000 taxpayers were assisted through mobile tax units (SARS,
2018:49).
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1.2.4.3 Service

To improve service to taxpayers, SARS has made some significant strides in recent years.
During the 2006/2007 tax period, SARS introduced e-filing, providing taxpayers with the
opportunity to file their tax returns electronically. The percentage of individual taxpayers
submitting their tax returns electronically increased from 1 per cent during the year e-filing
was introduced to 52.5 per cent in 2017/2018 (Lewis & Alton, 2015:8; SARS, 2018:69).

SARS has also reduced the time it takes for tax returns to be assessed from 180 days in
2006, to 93.6 per cent of the returns being assessed in 24 hours for the 2017 tax year
(SARS, 2016a:12; 2018:9). SARS has 53 branches servicing taxpayers throughout the
country, including a call centre. The centre processed over five million calls during
2017/2018 (SARS, 2018:13, 58).

In conclusion, it can be seen that SARS does make use of a range of compliance strategies;
however, there is still an overreliance on enforcement-based mechanisms such as audits.
As noted by the OECD, with changes in economic activities, technology and availability of
data, it will become more important for tax authorities to rethink the composition of their
compliance strategies. The need for proactive tax compliance strategies such as nudging
will expand in the future (OECD, 2017:21, 25).

With the background regarding PIT in South Africa (including attitudes towards tax
compliance and the strategies that have been implemented by SARS to promote and
enforce tax compliance) in place in the above sections, the research problem and motivation

for this study are discussed in section 1.3 and 1.4 respectively.

1.3 RESEARCH PROBLEM

The focus of this study is to determine the effect of reciprocity nudges on the tax compliance
of individual taxpayers. Nudging is a behavioural economics concept used in fields such as

psychology, marketing, public administration and health sciences (Thaler & Sunstein, 2009).

Research into behavioural economics in the field of taxation has expanded considerably and
gained traction in recent years (Hashimzade, Myles & Tran-Nam, 2013:942; Holzinger &
Biddle, 2016:1). Governments and tax authorities from OECD countries have also taken a
keen interest in understanding the effects of behavioural economics on tax compliance

(Holzinger & Biddle, 2016:1). Several authors conducted experiments on the effect of
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messaging nudges on tax compliance behaviour (Coleman, 1996; Hasseldine, Hite, James
& Toumi, 2007:171-194; Wenzel, 2001); however, most of these studies were conducted in
developed countries, with limited focus on developing countries, particularly in Africa. This
study addresses that problem, given the considerable evidence that compliance behaviour
differs across different cultural settings (Cummings, Martinez-Vazquez & McKee, 2001;
Torgler, 2003b).

Evidence on the effect of reciprocity nudges on tax compliance is mixed. Blumenthal,
Christian and Slemrod (2001:125-138) found that using reciprocity messages as nudges
has no significant effect. By way of contrast, Hasseldine et al. (2007:171-194) found a
significant effect on tax compliance. Furthermore, the literature appears to lack evidence of
the effects of the time lag between the communication of a nudge message and the
compliance decision. This study addresses that problem.

The focus of the current study will be on reciprocity nudges using audio-visual media as a
mode of delivery. Audio-visual messages have been found to be superior in evoking
cognitive responses when compared with written messages (Dijkstra, Buijtels & van Raaij,
2005:383). In a study conducted in South Africa by Oberholzer, de Kock and Walker
(2008:34), participants recalled televised SARS advertisements in comparison with other
modes of delivery used by SARS, such as radio, billboards, newspapers, telephone and
direct mail. Given the imminent impact of the Fourth Industrial Revolution on communication,
it is important that modes of delivering nudge messages, other than physical mail, be

explored.

1.4 RATIONALE FOR THE STUDY

The OECD (2004:70) has noted that “... in order to manage and improve compliance with
tax and other relevant laws, revenue authorities need to adopt an administrative approach
that encourages voluntary compliance within a co-operative and participative regulatory
environment”. This statement highlights the fact that voluntary compliance has become an
increased focus area for tax authorities. An enforced compliance strategy utilising economic
deterrence measures as the only measures to increase tax compliance may not have a
positive effect (Richardson & Sawyer, 2001:196).
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In several countries, tax evasion levels have not decreased despite increasing fines and
penalties (Kim, 2008:411). Measures to encourage voluntary compliance are therefore being
pursued by countries around the world. This thesis explores one such strategy in the context
of South Africa: the potential to improve tax compliance outcomes by using specific taxpayer
‘nudges” delivered in the form of communications to taxpayers, designed to encourage

taxpayer compliance.

This thesis is important for several reasons. Firstly, it seeks to shed light on the effectiveness
of reciprocity nudges when used as strategies to promote voluntary tax compliance in a
developing country such as South Africa. South Africa is a diverse country, and the effects
of reciprocity nudge messaging may differ for different subcultures of the population. South
Africa is also an important tax role model in Africa, and numerous African countries consult
South Africa for advice on tax-related matters. The African Tax Institute, based in South
Africa, is an important institution that provides training and technical assistance to African

public officials and academics (African Tax Institute, Not dated).

Secondly, this thesis aims to create awareness in developing countries of the importance of

employing reciprocity-based strategies to encourage voluntary tax compliance.

Thirdly, this thesis contributes to the body of knowledge by providing a better understanding
of how the effectiveness of reciprocity nudges may be affected by variables such as gender,
income level, population group of the taxpayer, attitude towards tax and perception of

corruption.

Kornhauser (2007:153) analysed previous nudge-related studies and found that normative
appeals may fail as a result of the extended time lag between the communication of the
nudge message and the compliance decision. Thus, fourthly, this thesis further adds to the
body of knowledge by considering the time-related effects. This is achieved by factoring the
effects of time into the experimental design.

Finally, this thesis makes a contribution based on the methodology that is used. There is
currently no evidence of an experimental study investigating the effect of reciprocity nudge
messaging from a South African taxpayer perspective; therefore, this will be the first known

study of this topic in South Africa.
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1.5 RESEARCH OBJECTIVES AND QUESTIONS

The main aim of this study is to determine the effect of reciprocity nudging on the tax

compliance behaviour of individual taxpayers in South Africa.

The secondary objectives are:

to make recommendations about the structural and content® attributes of a nudge
message and the timing of reciprocity nudges; and

to determine whether the effect of reciprocity nudges differs based on factors such as
gender, income level, population group of the taxpayer, attitude towards tax and
perception of corruption.

In order to achieve these primary and secondary objectives, this study aims to address four

related research questions:

What is the effect of reciprocity nudges on the tax compliance behaviour of individual
taxpayers in South Africa?

What structural and content message attributes are appropriate when using reciprocity
to encourage voluntary tax compliance?

What timing is appropriate when using reciprocity to encourage voluntary tax
compliance?

Does the effect of reciprocity nudges differ based on variables such as gender, income

level, population group of the taxpayer, attitude towards tax and perception of corruption?

8 Content attributes of a message are those attributes that may appear in the message regardless of the
medium used to communicate that message whilst structural attributes of a message are those attributes
that are relevant to the medium used to communicate the message (Neuendorf, 2017:33).
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1.6 SCOPE OF THE STUDY

The scope of the study is limited in a number of ways. In the first place, the study is limited
to individual personal taxpayers in South Africa and uses students as proxies. And although
there is evidence that the experimental responses of students are no different from those of
non-student subjects (Alm, 1991:584), the use of students as participants means that the
results of this study cannot be generalised to the entire population of taxpayers in South

Africa.

‘Individual taxpayers”, for the purposes of this study, refers to salaried employees;
individuals who receive benefits from retirement funds; self-employed individuals trading as
sole proprietors; individuals who are partners in partnerships; and individuals who receive
passive income such as rental income, dividend income and interest income (National
Treasury & SARS, 2015:30). The study therefore does not apply to other taxable entities
(such as corporations), nor does it apply to individual taxpayers who are not South African

taxpayers.

In the second place, the focus of the study is on PIT. The study therefore excludes individual

taxpayer compliance with other taxes, such as VAT.

Finally, the nudges tested in this study are limited to reciprocity nudges delivered using
audio-visual media. Other forms of nudge, such as deterrence and social norm nudges, are
beyond the scope of this study. The reason for excluding deterrence nudge messages is
that studies generally report a positive influence of deterrence messages on tax compliance
(Ariel, 2012; Castro & Scartascini, 2015; Hasseldine, Hite, James & Toumi, 2007; Ortega &
Sanguinetti, 2013). Social norm nudges are also excluded from this article as most studies
on tax nudging have focused on these types of nudge. However, existing studies provide
limited and contradicting evidence regarding the effectiveness of reciprocity nudge
messages (Mascagni, 2018:288). Furthermore, a very limited number of studies have
focused on the effectiveness of reciprocity nudge messages in developing countries,

particularly in Africa.

As noted by Rosid (2017:108), corruption is seen as more prevalent in developing countries
compared to developed countries and given the lack of focus on studying reciprocity nudge

messages in developing countries, many questions remain as to how, if at all, perceptions
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of corruption might influence the effectiveness of reciprocity nudge messages in changing
tax compliance behaviour in this context. Furthermore, given the limited resources available
to the researcher and to keep the study manageable, it was deemed appropriate to exclude
deterrence nudge messages and social norm nudge messages and focus on the

effectiveness of reciprocity nudge messages.

1.7 RESEARCH DESIGN

This section explains the research design adopted to meet the primary and secondary
research objectives of the study. A pragmatic research philosophy is adopted, as a content
analysis process and an experimental method were used to enable reliable and credible
data to address the research questions and objectives (Saunders, Lewis & Thornhill,
2012:130).

The study is empirical in nature as primary data were collected and analysed (Mouton,
2001:57). A mixed methods approach, using an experiment (quantitative approach)
preceded by a content analysis (qualitative and quantitative approach), was applied. This
study therefore applied a core sequential mixed methods qual-quan. The data obtained by
applying this method were then embedded in the experimental design. This means that the

sequential mixed method was a secondary source of data.

This study comprises two phases: an initial content analysis phase was designed to lead
into and support the more significant second phase, which comprised a classical
experiment. In the first phase of the research, a mixed content analysis method was adopted
in order to determine structural and content attributes of effective reciprocity nudge
messages that use audio-visual media as a mode of delivery. The content analysis was
undertaken in relation to 12 SARS videos used in a “Touching Lives” campaign in the period
2012-2013. The campaign focused on communicating how taxes have contributed in

providing public goods or services to ordinary South Africans (reciprocity messages).

The data collected in the content analysis phase assisted with the design of the experiment
conducted in the second phase. The experiment in the second phase involved four treatment
groups and a control group. The treatment groups were required to watch a short video
containing a reciprocity message, which was intended to communicate how tax revenues

are being used by the government and thus act as a nudge to influence tax compliance
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behaviour (“reciprocity message group”). The control group did not receive any form of

nudge.

In order to examine the effect of the timing of a nudge message on tax compliance
behaviour, participants in the treatment groups were exposed to the nudge message at
different stages of the experiment. Two of the treatment groups were exposed to the nudge
message immediately before making their tax compliance decision. The other two treatment
groups had a time lag between viewing the nudge video and making their tax compliance

decision.

Participants were also exposed to two different nudge videos: one video was selected in the
content analysis phase as most likely to be effective in improving tax compliance behaviour,
and the other was selected in the content analysis phase as less likely to have an effect on

tax compliance behaviour.

All of the participants recruited for the study were students from the University of Pretoria’s
Faculty of Economic and Management Sciences (EMS Faculty). Effort was made to recruit
a broad cross-section of students from this Faculty in an attempt to ensure that both male
and female students and participants from different population groups were selected.

Participants were then randomly allocated to a treatment group or to the control group.

Participants in all of the treatment groups and in the control group were required to watch
videos and complete tasks related to those videos, for which they were able to earn taxable
income and thereafter declare the income earned from performing the tasks. Participants
were also requested to complete a questionnaire at the end of the experiment.

The quantitative data obtained from the experiment were then statistically analysed using
IBM’s Statistical Package for the Social Sciences (SPSS Statistics: a statistical software
package) to determine if there was an association between communicating reciprocity

messages and tax compliance.
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1.8 STRUCTURE OF THE THESIS

The main conclusions of the study are presented in the format of a thesis. The structure of

the thesis is explained and summarised below.

Chapter 1 outlines the background and states the rationale for the study. The purpose and
research objectives of the study are also discussed, and explanations for the importance
and scope of the study are given. Next, the research design adopted to carry out the study
is briefly explained, and the chapter concludes with this overview of the structure of the

thesis.

Chapter 2 provides a review of the literature on tax compliance and on the factors
underpinning voluntary tax compliance in more detail, followed by an exploration of the
research surrounding nudge theory. The chapter also provides a consideration of the use of
nudging as a means of influencing tax compliance behaviour. This chapter presents the
conceptual framework within which the study is undertaken and — as a result of the review
of the literature — identifies the gap in knowledge that the study is designed to address. It

also presents the research hypotheses.

Chapter 3 details the research framework, methodologies and methods. The manner in
which the data is analysed is also discussed as well as any ethical considerations observed

in this study.

Chapter 4 presents the process of the content analyses and the outcomes of both the
gualitative and quantitative content analyses undertaken in this study. Included in this
chapter is a discussion of the quantitative content analysis pilot testing that was conducted,
together with the related results. The chapter also presents further hypotheses related to
this research and provides a discussion of the results of the qualitative content analysis

process as they relate to the descriptive research question posed in Chapter 1.

Chapter 5 outlines the process and outcomes of the conducted experiment. The chapter
also provides a summary of the experimental research findings and relates them to the
findings of previous research documented in Chapter 2. The experimental design,
description of the treatment groups, participant selection process, and experimental
procedures are also outlined in Chapter 5, along with the pilot testing of the experiment and

its related results.
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Finally, Chapter 6 draws the thesis to a close. It summarises the findings and provides a
discussion of the contribution of this study to the current body of knowledge. Implications for
revenue authorities, limitations of the study and suggestions for future research are also

discussed.
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CHAPTER 2: LITERATURE REVIEW

2.1 INTRODUCTION

Chapter 1 has provided a background for this study and a detailed overview of the South
African PIT system, the research problem, the rationale for the study as well as the research

guestions, objectives, scope, research design and structure.

The purpose of Chapter 2 is to provide a review of relevant literature. This chapter begins,
in Section 2.2, by providing a review of literature on tax compliance, focusing on the
definition of tax compliance and on the three existing tax compliance models. This
discussion is followed, in Section 2.3, by a discussion on voluntary tax compliance and
factors influencing voluntary tax compliance. Section 2.4 then provides a discussion of
nudge theory, focusing on the definition of nudging and on the concept of libertarian
paternalism. Given the critique regarding the potential for nudges to infringe on people’s
freedom of choice, it is relevant to discuss the concept of libertarian paternalism when
discussing nudging. The link between nudging and tax is then discussed in Section 2.5,
followed by a review of the specific literature related to the application of nudging in the
context of tax compliance. Section 2.6 sets out the research questions and hypotheses

development. A conclusion to the chapter is provided in Section 2.7

2.2 TAX COMPLIANCE

Tax compliance can be thought of as involving a continuum of definitions (James & Alley,
2002:29). Different scholars have provided varied definitions of tax compliance over the
years: some have taken an enforcement approach when measuring the degree of non-
compliance (Brand, 1996:413-419); others have applied a conceptual approach to the
definition of tax compliance (James & Alley, 2002:27-42); whilst yet others have applied an
operational approach to the definition (McKerchar & Evans, 2009:171-201).

With the enforcement approach to the definition of tax compliance, the “tax gap” is used as
a measurement of tax non-compliance. The tax gap is defined by Mazur and Plumley
(2007:569) as the difference between the amount of