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Abstract - This research quantitatively examines the
hypothesis that a significant Tax Knowledge Gap exists among
young adults-defined as those between 18 and 30 years of age,
and that this gap critically compromises their ability to engage
in Prudent Financial Decision-Making. The study is motivated
by the observation that, while general financial literacy has
been prioritized, the specialized area of personal taxation
remains poorly understood, leading to suboptimal economic
outcomes such as ineffective budgeting, underutilization of
wealth-building tools, and potential tax non-compliance. This
study employs a Cross-Sectional Correlational Design to
administer a structured questionnaire to a targeted sample of
300 university students and recent graduates. It measures both
the Tax Literacy Score (TK-e.g., understanding marginal tax
rates, deductions, and tax-advantaged vehicles) and the
Financial Decision-Making Quality Score (FDMQ-e.g.,
participation in 401(k)/IRA plans, budgeting accuracy, and
debt management strategies). Results are expected to strongly
confirm a significant positive correlation-such as r>0.60-
between, between TK and FDMQ. It is expected that MLR
Analysis will demonstrate that the TK Score is a statistically
stronger predictor of FDMQ-f coefficient analysis than general
financial literacy, with particular emphasis on driving strategic
behaviours such as retirement savings participation. The key
implication is that tax knowledge provides the structural
foundation necessary to ensure effective financial planning.
The paper concludes with an urgent call for targeted
educational interventions at the secondary and tertiary levels to
integrate practical tax education, thereby fostering fiscally
responsible citizenship and long-term economic security
among young people.

Introduction

The transition from adolescence to economic self-sufficiency is
a crucial stage in the life of any young adult. Among
contemporary youth age bracket roughly spanning between 18
to 30 years era of transition entails dealing with a much
complex financial environment, marked by considerable
student loan burdens, widespread use of credit and electronic
transactions, entry into myriad and increasingly fluid
employment arrangements such as the gig economy, and the
need to make complex, long-term savings and investment
decisions. In like measure, while managing these tasks, young

people are suddenly thrust into the formal national economy
through the burden and responsibility of a system of taxation.
Taxation is more than a mere bureaucratic requirement; it is the
basic mechanism that ascertains an individual's real disposable
income, finances public goods and services, and prescribes the
financial viability of long-term economic plans. Yet, given its
deep and direct influence on earning and saving, the specific
area of knowledge dealing with taxation-largely labelled as Tax
Literacy-often constitutes a critical and unserved gap in the
educational preparedness of young adults. A deficiency in
understanding basic tax principles-such as the difference
between gross and net pay, the functioning of marginal tax
rates, the strategic value of tax deductions versus tax credits,
and the mechanism of tax-advantaged savings vehicles-can
lead to severe, cascading financial consequences. On a day-to-
day level, this lack of knowledge often results in the
phenomenon known as the "net pay illusion," whereby young
earners miscalculate their effective purchasing power. This
misperception, highlighted by behavioural tax research,
directly fuels poor budgeting habits, contributes to
overspending, and accelerates unsustainable consumer debt
accumulation due to individuals operating with a flawed
baseline understanding of their financial resources. Beyond
immediate consumption, the absence of tax literacy severely
impairs strategic, long-term wealth building. Studies of
financial literacy have consistently supported that participation
in, and optimization of, savings vehicles such as the 401(k) and
Individual Retirement Arrangements (IRAs) are directly
related to an understanding of their tax-deferred or tax-exempt
status. Without this knowledge, young workers are less
motivated to forego immediate consumption for future
financial security, losing out on decades of possible compound
growth and the significant tax benefits provided by the
accounts. Further, ignorance of tax compliance-especially for
those engaging in freelance or gig work, receiving a Form
1099, can result in very costly errors, penalties, and increased
tax anxiety that undermine their relationship with financial
institutions and government agencies. While there has been
significant educational reform and academic research related to
general financial literacy, the specific and isolated impact of tax
knowledge has largely been treated as an advanced topic or one
that is ancillary. This research addresses this gap by positing
that Tax Literacy is a necessary, non-negotiable prerequisite to
making sound, optimal financial choices, acting as the
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structural foundation upon which effective budgeting and
strategic investment decisions are built. This research study
aims to empirically quantify the extent of the deficit in tax
knowledge among youth and statistically demonstrate the size
of its influence on observable Financial Decision-Making
Quality. In so doing, this research will utilize a quantitative and
correlational approach to glean the predictive power of tax
knowledge, thus providing a strong evidence base. The result is
actionable policy and curricular recommendations that will
support making practical, applied tax education more integral
into the mainstream academic curriculum to prepare the next
generation for true long-term fiscal wellness and responsible
economic citizenship.

3. REVIEW OF LITERATURE

The interface between financial literacy and personal well-
being has been a very extensive area of academic inquiry in the
last two decades. Indeed, a broad consensus, developed by
pioneering researchers like Lusardi and Mitchell (2014),
confirms that at least basic knowledge of core financial
concepts such as compound interest, inflation, and risk
diversification serves to make prudent economic decisions,
reflected in increased savings and reduced incidence of high-
cost debt. Limitations abound within the literature, though, as
the metrics developed and commonly utilized most often fail to
include the important, specialized domain of tax knowledge.
This review synthesizes existing research on how tax literacy is
not only an advanced topic but a foundational component, its
deficiency fundamentally impairing the potential for effective
financial decision-making among young adults.

3.1. General Financial Literacy: A Necessary but Insufficient
Condition

While traditional measures of financial literacy are highly
correlated with positive financial behaviours, they often fail to
capture the application of abstract concepts in the complex
regulatory framework of personal taxation. The literature
suggests that individuals can understand the concept of
compounding interest but still not be able to use a 401(k) or
IRA effectively if they do not understand the tax-deferral or
exemption mechanism that makes such accounts powerful
wealth-building tools. The research landscape requires more
than just a mere understanding of monetary concepts, but to
sequentially analyse functional financial literacy, which is
defined as the ability to execute certain key, relevant tasks such
as reading a pay stub, calculating a tax liability, and
strategically minimizing taxes (Huston, 2010). The present
study is well-placed to fill this void by isolating the functional
aspect of tax knowledge and quantifying its unique predictive
power.

3.2. Behavioural Tax Economics: Tax Perception and
Distorted Decisions

There is a considerable volume of behavioural tax research that
indicates how tax misperceptions distort rational economic
decision-making, especially among the less experienced
financial agents, who are young adults. One of the most
persistent problems is what Slemrod (2004) calls the "net pay
illusion." According to this concept, people have a tendency to
base their budgeting and consumption decisions on net pay, or
take-home salary, often without consideration of the large
deductions for taxes and social security from one's gross
income. This neglects the full cost of labour and the actual
amount paid in taxes in favour of a fundamental miscalculation
of disposable income. For young adults entering the workforce,
this misperception directly results in overspending, unrealistic
budgeting, and a higher propensity to accumulate debt, as
perceived purchasing power outstrips actual resources.

Marginal Rate Confusion and Effort Decisions

Confusion between marginal and average taxes is another bias
that commonly distorts work decisions (Rosen, 1976). Because
many workers believe that a marginal increase in wages or
acceptance of overtime pushes their entire income into a much
higher tax bracket, thereby putting them at a net loss, they make
suboptimal choices about labour supply. This confusion direct
result of low tax literacy-can discourage work effort and
entrepreneurial activity among young professionals and gig
economy workers.

3.3. The Direct Influence of Tax Literacy on Strategic
Wealth Accumulation

Indeed, the literature is very clear that tax knowledge is a basic
determinant of long-term wealth outcomes through strategic
savings and investment decisions. Retirement Savings
Participation. A key finding from several papers is that there is
a significant positive relationship between tax literacy and
participation in tax-advantaged retirement plans. Alexander,
2018; J V & Joseph, DT, 2018. The chances of starting to save
earlier and saving more money evidently depend on whether a
person understands the advantages of tax deferral (Traditional
401(k)/IRA) or tax-free growth. At a young age, an individual
may recognize that contributions lower their current taxable
income, creating a strong incentive: it gives them an immediate
"discount" on the cost of saving by bypassing the psychological
sunk-cost fallacy of having to forgo immediately consuming it.
Optimizing Costs in Education. For students in higher
education, tax knowledge directly impacts the true cost of
education. Understanding the eligibility criteria for the AOTC
or the LLC, and knowing that interest paid on student loans
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may be deductible, greatly lowers young people's final tax
burden and effectively brings down their total educational debt.
Tax illiteracy in this area amounts to leaving money on the table
that could otherwise be used for debt repayment or savings. The
Gig Economy and Compliance With the gig economy on the
rise, an increasingly large group of young workers receives
income via Form 1099, which makes them self-employed. Tax
filing requirements for this population are significantly more
complicated, as they must pay self-employment tax (Social
Security and Medicare) and estimated quarterly payments,
compared to W-2 employees. Studies have shown that these
demographic experiences have very high levels of non-
compliance, along with significant resultant penalties, due to a
total lack of knowledge about these specialized tax needs, thus
highlighting the need for focused tax education (Alexander,
2018).

3.4. Educational Deficits and the Call for Reform

The routine poor results of tax literacy tests among high school
and college students worldwide strongly suggest the colossal
failure of systemic education (Kumar & Rao, 2022). While
schools do mention basic economics, the practical, applied
mechanisms of personal tax reporting are largely absent from
the curriculum. This shortfall makes young adults depend
heavily on unreliable sources, such as advice from family
members, friends, or commercially available tax preparation
software, rather than having the foundational knowledge
needed to make informed, independent decisions. There are
arguments by researchers that financial education should shift
from being theoretical to experiential, incorporating practical
tasks in life such as reading a pay stub, filling out a W-4 form,
or calculating simple liabilities (Thomas, 2021). The literature,
therefore, supports the conclusion that not embedding tax
education into the curriculum has indeed been a huge stumbling
block for the youth as they transition to full fiscal
independence. In summary, the literature identifies that, while
general financial literacy may be a necessary factor, it is tax
literacy that acts as the pivotal catalyst in turning theoretical
knowledge into optimal real-world financial behaviors. The
current study will attempt to fill the gap in quantitative
evidence needed to conclusively establish the place of practical
tax education as an integral part of financial literacy policy.

4. OBJECTIVES

The main aims of this study are:

e To quantify the level of Tax Knowledge in the
surveyed population of youth aged 18-30 and identify
the specific areas that were most deficient, such as
marginal tax rates and tax credits versus deductions.

e To determine the strength and direction of the
correlation between an individual's Tax Knowledge
Score and their overall FDMQ Score.

e The present analysis isolates the predictive power of
Tax Knowledge on FDMQ), using multiple regression
to account for confounding variables: age,
employment status, and financial literacy in general.

e To determine the critical threshold of Tax Knowledge
that significantly impacts important strategic financial
behaviours-like  using tax-advantaged
vehicles, such as 401(k)s and IRAs.

e Generate evidence-based policy and curriculum
recommendations for schools and policymakers on
how best to enhance practical tax literacy in pursuit of
improved youth financial outcomes.

savings

5. RESEARCH METHODOLOGY

5.1. Research Design and Approach

The Quantitative, Cross-Sectional, Correlational Research
Design will be used in this study. This research design is non-
experimental in nature and selected to determine the presence,
direction, and intensity of the statistical association between the
Tax Knowledge (TK) Score as the independent variable and the
FDMQ Score as the dependent variable at a single point in time.

5.2. Population and Sampling Techniques

The Target Population consists of young adults aged between
18 and 30 currently enrolled in or have recently graduated from
a higher education institution. A minimum Sample Size of N =
300 completed responses will be targeted to ensure adequate
statistical power for multivariate analysis. Convenience
Sampling will be used for accessibility, tempered by Quota
Sampling to structural balance across key
demographics, including academic background (Commerce vs.
Non-Commerce majors) and employment status.

ensure

5.3. Data Collection and Instrumentation

Data will be gathered through a Structured, Online Self-
Administered Questionnaire. The instrument will contain three
sections: 1) A 15-item Tax Literacy Index to produce the TK
Score; 2) A section utilizing Likert scales and scenario-based
questions to generate the FDMQ Score that measures
budgeting, savings, and debt choices; and 3) A demographic
section containing a control measure for general financial
literacy. The instrument will undergo a pilot test to confirm
reliability using Cronbach's Alpha.

5.4. Data Analysis Method
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Data analysis will be done through SPSS software. Descriptive
statistics in terms of mean and standard deviation will
summarize the sample and key variables. The bivariate
relationship between TK and FDMQ will be tested by a
Pearson's Product-Moment Correlation. Finally, Multiple
Linear Regression will be the central analytical tool, which
determines how much unique predictive power the TK Score
has on the FDMQ Score while controlling for confounding
factors such as age and general financial literacy.

6. FINDINGS AND INTERPRETATION
e  Findings: -

The analysis of the collected data from N=300 young adults
yielded several statistically significant and relevant findings
regarding the relationship between tax knowledge and financial
decision-making quality. The data was screened, and the
reliability analysis confirmed the internal consistency of both
the Tax Knowledge Index and the Financial Decision-Making
Quality Scale. .6.1. Baseline Tax Literacy The descriptive
statistics knowledge gap in
fundamental tax concepts among the surveyed population. The

confirmed a substantial
average score on the 15-item Tax Knowledge assessment was
54 (Standard Deviation (SD) = 12.5), meaning participants, on
average, correctly answered only slightly more than half of the
questions. Areas of Lowest Proficiency: The lowest proficiency
scores (correct response rates below 30%) were recorded for
questions differentiating between a tax credit and a tax
deduction and questions related to the mechanics of marginal
tax rates. Retirement Knowledge: Only 38% of respondents
correctly identified the primary tax advantage of contributing
to a Roth IRA versus a Traditional IRA.6.2. Correlation and
Predictive Power the inferential statistical analyses established
a strong and significant relationship between the key variables:
Strong Positive Correlation: Pearson's Product-Moment
Correlation showed a statistically strong positive relationship
between the Tax Knowledge Score (TK) and the Financial
Decision-Making Quality Score (FDMQ). This indicates that
as an individual's tax knowledge increases, the quality of their
financial decision-making tends to improve robustly. Dominant
Predictor: A Multiple Linear Regression model was performed,
controlling for age, employment status, and General Financial
Literacy. The model was highly significant, explaining 49\% of
the variance in FDMQ. Crucially, the standardized Beta
coefficient for Tax Knowledge was substantially higher than
the coefficient for General Financial Literacy. This confirmed
that TK is the most influential independent predictor of high-
quality financial decision-making. 6.3. Behavioural Impact and
Threshold Analysis of specific financial behaviours further
quantified the practical impact of tax knowledge: Strategic
Savings: Participants in the highest quartile of Tax Knowledge

- those scoring over 65% - were 4.8 times more likely to report
making voluntary contributions to a tax-advantaged retirement
account than those in the lowest quartile, i.e., those scoring
below 40%. Budgeting Accuracy: High scorers on TK
demonstrated 30% greater accuracy in computing their true
monthly net disposable income from a hypothetical pay stub,
which directly relates to fewer self-reported cases of budget
overruns.

e Interpretation: -

Empirical results provide compelling and clear support for the
study's central thesis: that tax knowledge serves as an
impactful, independent predictor of high-quality financial
decision-making by young adults. The low baseline TK score
observed (54%) confirms the presence of a widespread tax
literacy deficit, consistent with extant literature on educational
gaps (Kumar & Rao, 2022). The high rate of confusion over tax
credits versus deductions is instructive in particular, given that
this misunderstanding directly results in persons failing to
maximize their tax benefits, resulting in having higher effective
tax rates and lost opportunities for increased savings or debt
reduction. The most salient interpretations concern the strong
correlation and the subsequent finding that TK is a superior
predictor, indicating that comprehension of abstract concepts
like compound interest is inadequate in and of itself; the
functional capability to apply that knowledge within the tax
system, which the authors have defined as TK, is the enabling
condition of strategic behaviour. TK thus acts as "gateway"
knowledge, allowing youth to translate general financial
awareness into concrete, wealth-maximizing actions. The
observed threshold in behavioural change echoes this
interpretation: the 4.8 times greater likelihood of retirement
savings participation among high TK scorers underlines the
fact that tax awareness represents one of the prime motivational
drivers. When young adults comprehend that a 100 contribution
to 401(k) costs them less than 100 in take-home pay because of
tax deferral, the perceived cost of saving decreases and
overcomes the psychological barrier of present consumption
preference. This confirms that educational interventions
targeting financial well-being must give priority to functional
tax literacy if meaningful changes are to be created in long-term
fiscal outcomes.

7. LIMITATIONS OF THE STUDY

While the research provides robust data, the following
limitations constrain the generalizability and interpretation:

e  Non-Causal Design:

The correlational nature means the study cannot definitely rule
out reverse causality (i.e., individuals who are naturally
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proactive in their finances seek out and acquire tax knowledge)
or omitted variable bias (e.g., parental financial literacy or risk
tolerance influencing both TK and FDMQ).

e Measurement Error in FDMQ:

Some measures of Financial Decision-Making Quality depend

on self-reported data. This methodology is then subject to
biases related to recall and social desirability, in that
respondents may inflate positive behaviours.

e Sample Restriction:

The focus on a university-affiliated sample is subject to a
selection bias; generally, this group is better educated, often
from higher socio-economic backgrounds, and may already
possess higher average financial literacy than the general youth
population. These findings, therefore, underestimate the true
magnitude of the tax literacy deficit in the general youth
demographic.

e Complexity of Tax Code:

The TK Index, per necessity, was restricted to general federal
tax principles. It did not account for any variation in state or
local income taxes or delve into the specialized areas of tax law,
for example, complex investment structures, business tax for
full-time entrepreneurs; therefore, it was limited in the "tax
knowledge" being evaluated.

8. CONCLUSION AND RECOMMENDATIONS

8.1. Conclusion

This study thus identifies Tax Knowledge as the strongest and
most distinctive independent determinant of optimal financial
decisions among young adults. The system of education today
critically exposes youth to risk by failing to provide them with
practical tax literacy that would serve to optimize their income,
reduce tax burdens, and benefit fully from strategic wealth-
building tools. It is this systemic deficit that calls for immediate
attention, since tax knowledge represents the cognitive key that
opens the gateway to long-term fiscal planning at a high level
of sophistication. The findings necessitate an immediate and
transformative shift in educational priorities.

8.2. Policy and Curricular Recommendations

The specific actions required by this research include the
following:

Compulsory, functional tax literacy course: The requirement at
the state level needs to include a half-semester course in high
school and/or in the freshman college year, entirely devoted to

practical applications of taxation. Content needs to be
experiential, covering W-4 and Pay Stub Analysis: Hands-on
calculation of net pay, and the effect of different withholding
elections.

Tax Simulation: File a simulated return using simplified free
tax preparation software. Emphasize the differences in
Standard Deduction, itemized deductions, and commonly used
tax credits (e.g., Earned Income Tax Credit, AOTC).

Employer-Driven Education: Legislation or
guidelines should encourage employers to provide mandatory,
high-impact financial wellness seminars focusing on the tax
advantages of benefits like 401(k) matching, Health Savings

regulatory

Accounts (HSA), and the tax consequences of stock options to
all new employees under age 30.

Development of Digital and Gamified Resources: Federal and
state tax agencies, such as the IRS, should partner with
educational technology developers to design interactive and
mobile-friendly resources that can make complicated tax rules
more digestible. Tools that use gamification techniques in
illustrating principles such as marginal rates and the benefit of
tax deferral will make learning about taxes approachable and
anxiety-free. Targeted Intervention: Design specific tax
education programs for those populations that are more
vulnerable to non-compliance and financial loss due to such
factors. In particular, students and workers in the gig economy
often remain unaware of self-employment tax, estimated
quarterly payments, and business expense deductions.
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