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INSTITUTIONS ACROSS THE WORLD
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Tax Audits and Their Effects on  
Tax Compliance

	■	 �Tax administrations increasingly use audits via 
mail (correspondence audits) to audit taxpayers

	■	 �Correspondence audits are cheaper than face-to-face 
audits but their effects on compliance are unclear

	■	 �We investigate the effects of correspondence and 
face-to-face audits on post-audit tax reporting

	■	 �We find that face-to-face audits generally have 
strong positive effects on subsequent compliance

	■	 �Correspondence audits sometimes reduce compliance, 
impacting the optimal balance between audit types

KEY MESSAGESTAX AUDITS AS AN INSTRUMENT TO DETER TAX 
EVASION

The US Internal Revenue Service (IRS) estimates that 
individual income tax filers underreported their taxes 
by an average of USD 278 billion annually between 
2014 and 2016, representing 16.7 percent of taxes 
owed (Internal Revenue Service 2022). Tax audits play 
a key role in reducing this gap. Besides serving as a 
means to verify compliance and assess unreported 
taxes, audits also deter underreporting across the 
broader population, a concept known as the “general 
deterrent effect.” Additionally, individuals who experi-
ence an audit often increase their reported income in 
subsequent years, a phenomenon termed the “specific 
deterrent effect.”

Audits are typically envisioned as intense face-
to-face interactions with tax examiners. However, the 
reality has shifted dramatically in the US and else-
where, with most individual income tax audits now 
being conducted via mail-based “correspondence au-
dits.” This represents a stark contrast to the 1990s, 
when over 80 percent of IRS audits were conducted 
in person (Figure 1). By 2023, around 85 percent of 
audits were handled through correspondence. This 
shift was likely driven both by cost considerations 
during tightening budget constraints – the average 
face-to-face audit costs USD 6,418, compared to just 
USD 564 for a correspondence audit (Boning et al. 
2024) – and by advancements in digitalization and 
artificial intelligence, which have increased the scope 
for more automated approaches to tax enforcement.

Beer et al. (2024) provide a detailed account of 
the compliance responses of US small business tax-
payers to operational tax enforcement, contrasting 
face-to-face and correspondence audits. Previous em-
pirical evaluations have mostly focused on random 
audit programs involving face-to-face audits (e. g., 
Boning et al. 2024; Advani et al. 2023), or the effects 
of correspondence audits targeted at isolated issues 
(e. g., Hebous et al. 2023; Grana et al. 2024; Guyton 
et al. 2019). However, the specific deterrent effect of 
correspondence audits has received limited atten-
tion so far. 

WHY SHOULD AUDITS AFFECT POST-AUDIT TAX 
COMPLIANCE?

The basic economic model of tax compliance (Alling-
ham and Sandmo 1972) provides limited guidance 

on how audits affect future reporting behavior: all 
parameters, including taxable income, tax rates, the 
audit rate, and penalties on unreported income, are 
assumed to be fixed and known with certainty. As a 
result, audits provide no new information that would 
alter future reporting behavior.

However, modifying the standard model to incor-
porate uncertainty or additional taxpayer motivations 
introduces causal pathways for “specific deterrence.” 
For instance, audits may lead to a heightened per-
ception of future audit risk, prompting taxpayers to 
report more accurately (Kasper and Rablen 2023). 
Conversely, the “bomb-crater effect,” where taxpay-
ers report less income following an audit, has been 
observed in experimental settings (Guala and Mittone 
2006). This behavior is often attributed to a mistaken 
belief that the chance of receiving a second consecu-
tive audit – akin to another bomb landing in the same 
crater – is exceptionally low.

Several theories provide an explanation why au-
dits can influence future taxpayer behavior beyond 
their effect on perceived audit risk. These include mo-
tivations to recover losses (Maciejovsky et al. 2007), 
dynamic reporting considerations (Engel and Hines 
1999), uncertainty about one’s tax liability (Scotch-
mer and Slemrod 1989), the tax authority’s capac-
ity to detect noncompliance (Kasper and Alm 2022; 
Lancee et al. 2023), or indirectly through an audit’s 
impact on tax morale (Feld and Frey 2003). However, 
these models fail to provide a clear and unambigu-
ous prediction of whether audits deter or encourage 
future noncompliance, with outcomes depending on 
the models’ underlying assumptions.
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Audit effects may also vary by audit mode. Face-
to-face audits are typically more thorough and direct, 
while correspondence audits are narrower in scope 
and often perceived as less serious. For example, a 
survey of known audit recipients finds that while most 
taxpayers acknowledge having been audited when the 
examination was conducted face-to-face, the majority 
claims not to have been audited when it was instead 
conducted via correspondence (Erard et al. 2019). 
This suggests that many taxpayers do not perceive 
a correspondence examination as a genuine audit. 
In addition, 40 percent of recipients fail to respond 
to IRS correspondence audit notices or the resulting 
statutory notice of deficiency (National Taxpayer Ad-
vocate 2018). 

These differences could influence perceptions of 
audit risk, trust in the tax authority’s ability to de-
tect evasion, and overall tax morale, all of which may 
shape future compliance. To address this possibility, 
the authors estimate the specific deterrent effect sep-
arately for each type of audit.

ESTIMATING THE EFFECT OF AUDITS ON 
POST-AUDIT TAX REPORTING 

To estimate the compliance effects of face-to-face 
and correspondence audits, Beer et al. (2024) analyze 
administrative data that contains granular tax return 
information together with risk scores used for audit 
selection. In particular, the data includes detailed 
line-item information from each tax return filed for 
the reference audit year, the three prior years, and 
the two subsequent years. The data sample covers 
the tax years 2007 through 2016, with the main anal-
ysis focusing on the effects of audits of tax year 2014 
returns, the most recent audit year in the data. In this 
year, the sample comprises a total of about 380,000 
self-employed taxpayers, including over 3,000 who 
received a face-to-face audit, almost 14,000 who 
received a correspondence audit, and 360,000 who 
were not subjected to an audit for that year.

To estimate the effects of face-to-face and corre-
spondence audits on future reporting behavior, Beer 
et al. (2024) compare future tax amounts reported 
by audited taxpayers to those reported by compa-
rable unaudited taxpayers. The study employs “en-

Figure 1

0.0

0.5

1.0

1.5

2.0

1990 1995 2000 2005 2010 2015 2020

Correspondence Face-to-face

Note: Audits of individual income tax returns. 
Source: IRS; authors’ calculations.

Allocation of Audit Types in the United States

© ifo Institute

Number of audits in millions

Figure 2

–5,000

5,000

15,000

25,000

35,000

2010 2011 2012 2013 2014

Change in reported tax (t+2) Change in reported tax (t+1) Audit adjustment Reported tax (t0)

Source: Authors’ calculations.

Direct and Indirect Revenue Effects of Face-to-Face and Correspondence Audits

© ifo Institute

US dollar

Correspondence audits

Face-to-face audits

–5,000

5,000

15,000

25,000

35,000

2010 2011 2012 2013 2014

US dollar

–5,000

5,000

15,000

25,000

35,000

2010 2011 2012 2013 2014

US dollar

–5,000

5,000

15,000

25,000

35,000

2010 2011 2012 2013 2014

US dollar

Late-cycle audits

Late-cycle audits

Early-cycle audits

Early-cycle audits



43EconPol Forum  1 / 2025  January  Volume 26

INSTITUTIONS ACROSS THE WORLD

tropy balancing,” a method that reweights the data 
to ensure that audited and unaudited groups match 
in terms of relevant tax compliance characteristics, 
including a wide range of audit risk factors.1 The anal-
ysis incorporates over 200 variables derived from tax 
returns and audit data to provide a robust compar-
ison of audited and unaudited taxpayers. These in-
clude details like income levels and past tax reporting 
behavior, as well as the risk score used by the tax 
agency to guide its audit selection process.

To account for unobserved time-invariant differ-
ences between the audit groups and their balanced 
comparison groups, the authors then use a differ-
ence-in-differences estimation approach. This ap-
proach compares the difference in the change of re-
ported taxes (rather than the level of taxes reported) 
over time between the audit and comparison groups.

Audits are often, though not always, initiated af-
ter a subsequent return has been filed. To account 
for differences in the timing and focus of audits, the 
authors categorize audits into early- and late-cycle 
audits. While early-cycle audits are initiated before 
the return for the following tax year has been filed, 
late-cycle audits are initiated after the following 
year’s tax return was filed, but before the second 
subsequent return was filed. 

RESULTS 

Figure 2 summarizes the results on the compliance 
effects of face-to-face and correspondence audits. It 
shows the mean amount of reported tax in the year of 
the audit (t0), the audit adjustment (i. e., the additional 
tax assessed in the audit), and changes in reported tax 
(relative to weighted unaudited taxpayers) in the first 
(t+1) and second (t+2) year after the filing of the audited 
return. For late-cycle audits, the first-year change in 
reported tax serves as a “placebo test.” In these cases, 
the audit of the return filed for tax year t0 (e. g., 2014) 
started only after the taxpayer filed the return for the 
next subsequent tax year (e. g., 2015). Therefore, there 
should be no change in reported tax in t+1 (e. g., 2015) 
in response to late-cycle audits.

The results show that both the audit type as well 
as the timing of audits affect compliance responses. 
Face-to-face examinations are consistently effective in 
improving the future reporting compliance of self-em-
ployed taxpayers relative to their unaudited counter-
parts. For audits of tax returns filed in tax year 2014, 
the most recent audit year in the data, early-cycle face-
to-face audits lead to a substantial increase in reported 
tax, averaging 42 percent (USD 2,500) over the first 
two years post-audit. The increase in reported tax af-
ter late-cycle face-to-face audits is more moderate, at 
approximately 21 percent (USD 1,600). 
1	 In essence, the technique adjusts the original sample weights 
within each audit group to the minimum extent required in order to 
align the distributional attributes of tax compliance characteristics 
(means, variances, covariances) within that group with those of the 
corresponding comparison group.

In contrast, the effect of correspondence audits on 
subsequent tax reporting is more modest and depends 
strongly on the timing of the audit. The 
estimates indicate that early-cy-
cle correspondence audits have 
a counter-deterrent effect, re-
ducing reported tax by 3 percent 
(USD 71) in the first year and 6 
percent (USD 127) in the follow-
ing year. Late-cycle correspondence 
audits, however, exhibit a pro-de-
terrent effect, with reported tax in-
creasing by 26 percent (USD 1,294) 
in the first year after the audit.

Robustness tests confirm these 
findings across audits of returns 
filed from 2010 to 2013. As Figure 
2 indicates, compliance responses 
are remarkably similar in mag-
nitude in all audit years in the 
sample. Using an alternative in-
verse propensity score weighting 
method to identify comparison 
samples of unaudited returns also 
yields consistent results for all audit 
years, corroborating the robustness 
of the findings.

The factors underlying the ob-
served variation in audit effects re-
main unclear. The counter-deterrent 
effect appears only in early-cycle 
correspondence audits, not late-cy-
cle ones, suggesting that neither 
the impersonal nature nor the 
narrow focus of correspondence 
audits fully explains the phe-
nomenon. The effect is primar-
ily driven by taxpayers who either 
report no taxable income or fall 
within the highest positive income 
quartile (earning over USD 70,000). 
Additional analyses refute the hy-
potheses that differences in tar-
geted issues – such as refundable 
credits for early audits versus busi-
ness-related issues or other tax 
credits for later audits – might 
explain these disparities. A more 
plausible explanation may thus 
lie in psychological factors, how-
ever more research is needed to 
better understand the mechanism 
driving this phenomenon.

POLICY CONCLUSION 

Audits potentially serve an impor-
tant role beyond generating im-
mediate revenue by deterring fu-
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ture tax noncompliance. Empirical studies generally 
show that audits increase future income reporting, 
though some laboratory experiments have observed 
“bomb-crater” effects, and earlier research has iden-
tified counter-deterrent effects when audits fail to de-
tect noncompliance (Beer et al. 2020). However, most 
of this research has focused on random audits, and 
the role of audit modality has largely been ignored. In 
practice, tax audits are predominantly risk-based rather 
than random, and in many countries, there has been a 
significant shift over time from face-to-face audits to 
correspondence audits.

Beer et al. (2024) examine the impact of operational 
tax audits on future reporting behavior, with a focus on 
differences between correspondence and face-to-face 
audits. Their findings reveal that face-to-face audits 
lead to a substantial increase in reported tax in the first 
two years after the audit, supporting calls to expand 
enforcement efforts to boost tax collection.

The results also show that the specific deterrent 
effect of correspondence audits is strongly influenced 
by the timing of the audit. Correspondence audits con-
ducted later in the audit cycle (after the following year’s 
tax return is filed) have a similar impact on future re-
porting behavior as face-to-face audits, both showing 
a strong pro-deterrent effect. However, early-cycle cor-
respondence audits are linked to a modest counter-de-
terrent effect – an important finding as approximately 
half of all correspondence audits occur early in the ex-
amination cycle.

Overall, these findings provide important insights 
for optimal tax enforcement. Correspondence audits 
provide a cost-effective and scalable instrument for 
increasing compliance. However, the specific deterrent 
effect of face-to-face audits is more consistent and 
larger, which should be acknowledged in cost-benefit 
evaluations. Further research is needed to understand 
the differing outcomes between early- and late-cycle 
correspondence audits, which cannot be explained 
by differences in the types of tax issues targeted. One 
area that warrants further investigation is whether the 
time gap between filing and receiving an audit notice 
influences taxpayer compliance. More broadly, the find-
ings suggest that further study on the optimal balance 
between face-to-face and correspondence audits is 
warranted.
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