This study

• Authorities have limited information and limited budget • Objective : minimizing the number of agents who cheat • Mechanism with probabilistic audit • Conditionnal audit probability (conditionned on past observed behavior) Greenberg (1986) • In each period, each agent receives a random income y • Players report income z ≤ y • Net income -If not audited : y -T(z) (N.B. T(y) ≤ y) -If audited :

• Truthfull reporting : y -T(y) • Cheating : y -T(z) -P(y,z) with P(y,z) > T(y) -T(z)

• Audit probability : p > 0 • Audit is perfect Assumptions (2)

• Agents live an infinite number of periods • Agents are risk-neutral • Myopic behaviour • p i (y) is the smallest audit probability for which player i reports truthfully • Myopic players cheat for p < p i (y) whatever y

• (there exists > 0, such that for all y and all i p i (y) > )

Assumptions (3)

• r = audit probability determined by the tax authorithy's budget constraint (exogenous)

-If r = 1 all players report truthfully -If r < all players will cheat -If r < p i (y) max some players will cheat Experimental design (1)

• Income stream : each subject receives a randomly selected income between 100 and 1000 yens at each period • Infinite lifetime (cont. prob = 0.9) • Many lives : each subject experiences several lives. • Ending : end time announced at the beginning.

After end time, no new sequence could start. Running sequence were allowed to be continued during a maximum extra-time of 15mn. • Payment : One sequence randomly selected and paid out

Experimental design (2)

• Two-treatments :

-T1 = low audit probability : Group 1 : p 1 = 1/3 Group 2 : p 2 = 1/4 -T2 = high audit probability : Group 1 : p 1 = 1/2 Group 2 : p 2 = 1/3 

Summary

• Mechanism to minimize fraud based on random auditing and segregation • Group 1 :subjects fraud less frequently than predicted, and fraud only a part of their income • Group 2 : subjects fraud too frequently • In both groups fraud is more frequent as income increases

Feasibility