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Abstract
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individual decision of a representative person between paying and
evading taxes. A neglected aspect of tax compliance is the interaction of
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be understood as an implicit or "psychological" contract. The more
strongly the political participation rights are developed, the more important
this contract is, and the higher tax morale is. In this paper, empirical
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taxpayers by tax authorities can be explained by differences in political
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Trust Breeds Trust:
How Taxpayers Are Treated

by

LARS P. FELD
UNIVERSITY OF ST. GALLEN
and
BRUNO S. FREY
UNIVERSITY OF ZURICH

L. A Neglected Aspect

Tax compliance has been studied in economics by andysing the individua decision of a representa-
tive person between paying and evading taxes. The literature has been shaped by the pathbreaking
contribution by ALLINGHAM and SANDMO (1972), with the consequent extensions by, among oth-
ers, KoLm (1973) and SRINIVASAN (1973). They are dl a specific, and particularly important, gp-
plication of BECKER'S (1968) economic theory of crime. The present state of the art has been sum
marised and criticaly discussed by ANDREONI, ERARD and FEINSTEIN (1998) in ther extengve
survey on "Tax Compliance”.”

The approach is, however, faced with various problems, even when the models are extended to
include endogenous labour supply, or consder the repeated nature of the reporting decison: "...
complex and confounding effects are not limited to complicated models — even within the smple
approach ... we cannot predict the effects of al policy parameters. Moreover, when such predictions
can be obtained, they often depend on the thin reed of the third derivative of utility functions and on

1. Other surveys on the subject are e.g. POMMEREHNE (1985), HESSING, KINSEY, BLFFERS and WEIGEL (1988),
ROTH, SCHOLZ and WITTE (1989), Py LE (1990a), COWELL (1990) or SLEMROD (1992). The extensive literature
on the hidden, shadow or underground economy is closely related and starts with the same theoretical prem-
ises. See e.g. TANZI (1982), FREY and POMMEREHNE (1984), GAERTNER and WENIG (1985), FEIGE (1989),
Py LE (1990b), POZ0O (1996), SCHNEIDER and ENSTE (2000) or FREY and SCHNEIDER (2000).



indadtic labor supply” (ANDREONI ET AL. 1998: 824). In particular, an increase in the tax rate has a
theoreticaly ambiguous effect in most modds (but see Y1TzHAKI 1974), yet both experimentd, as
well as econometric, research consstently finds that higher tax rates are associated with grester eva-
sion. Even more importantly, an increase in fines discourages evason. This corresponds to the thrust
of the economics of crime and offers an important avenue for tax policy. But this effect becomes
theoreticaly ambiguous with eadtic labour supply. Empiricaly, studies find that expected punishment
isrardy gdidticaly significant and, if it is, the effect is of quite asmall magnitude.”

A mgor puzzle is that most theoretical approaches greetly overpredict non-compliance (ANDREONI
ET AL 1998: 855). In therr aticle with the reveding title "Why do people pay taxes?', ALM,
MCCLELLAND and SCHULZE (1992: 22) dater "A purely economic andyss of the evason gamble
implies that mogt individuas would evade if they are "rationd", because it is unlikdly that cheaters will
be caught and pendised.” Indeed, under the prevailing magnitudes obtained in the United States for
the probaility of being caught and the Sze of the fines imposed, individuas optimaly declare no
income. Arrow-Pratt measures of risk averson of more than 30 (!) must exist in order to account for
the present compliance rate, but existing field evidence suggests a range of between one and two.
The same has been found for Switzerland.” One of the solutions to this puzzle or anomaly has been
to accept the existence of an intringc motivation to pay taxes, which has sometimes been called "tax

mordé".*

This paper looks at tax compliance from a different perspective and therewith attempts to overcome
some of the shortcomings mentioned. It focuses on how the tax authorities trest taxpayers. The rda-
tionship between the two actors is taken to involve an implicit or "psychologicd™ contract. The more
srongly the politica participation rights are developed, the more important this contract is, and the

2. For laboratory experiments, see ALM, JACKSON and MCKEE (1992), for statistical studies eg. WITTE and
WOODBURY (1985), DUBIN and WILDE (1988), BERON, TAUCHEN and WITTE (1992), DUBIN, GRAETZ and
WILDE (1990) for American data, and POMMEREHNE and FREY (1992) for Swiss data.

3. FortheU.S,, see GRAETZ and WILDE (1985), SKINNER and SLEMROD (1985) or ALM ET AL. (1992), for Swit-
zerland POMMEREHNE and FREY (1992).

4. Thus, for example, GRAETZ and WILDE conclude on the basis of the Internal Revenue Service's Taxpayer
Compliance Maintenance Programme (1985: 358) that "...the high compliance rate can only be explained in a
satisfactory way either by taxpayer’s (...) commitment to the responsibilities of citizenship and respect for the
law or lack of opportunity for tax evasion". Accordingly, the observed falling tax compliance has been atrib-
uted to the erosion of tax ethics by GRAETZ, REINGANUM and WILDE (1986) and many other authors (see e.g.
SCHWARTZ and ORLEANS 1967, LEWIS 1982, ROTH, SCHOLZ and WITTE 1989, PYLE 1990a, SLEMROD 1992).



higher tax morae is. The exisence and surviva of this tax contract requires certain behaviour on the
part of the two parties concerned. In particular, the tax authorities must acknowledge and support
the contract with the taxpayers by acting in a respectful way towards them, but aso by preventing
honest taxpayers from being exploited in the process. The need to act in such away is stronger in
democracies with inditutions of popular initiatives and referenda than in purely representative de-
mocracies. Thus, the paper considers some completely different instruments of tax policy compared
to the more traditiond andyss.

Our empiricd analys's employs a unique data set of tax authorities behaviour in Switzerland, dlow-
ing cross-section estimates across the 26 cantons with widely varying tax systems and tax rates.” The
remainder of the paper is organised as follows. Section I discusses the theoretical background.
Section 111 presents the data collected by us and empirica evidence on the relationship between the
respectful treatment of taxpayers by tax authorities and the extent of voter participation rights. In
Section IV, evidence on differences between the punishment of basic rule violations in direct and
representative cantons is discussed, while Section 1V contains some empirica results on the different
treatment of minor violations of the tax code by the tax authorities in direct and representative demo-

cratic cantons. A synthesisisoffered in Section VI.

IL. Theoretical Background

The relationship between taxpayers and tax authorities can be modelled as an implicit or relationa

contract (see e.g. AKERLOF 1982). It thus involves strong emotiond ties and loyalties, and goes well

beyond transactional exchanges (see e.g. WILLIAMSON 1985). Socid psychologists (SCHEIN 1965,

RousseAU and MCLEAN PARKS 1993) have been using this concept for a long time, caling it a
"psychologica” contract to set it clearly apart from forma contracts, which are obeyed because the
parties respond to the explicit and material sanction previoudy agreed upon. Psychological contracts
have been successfully used to andyse rdaionships within the firm (eg. OSTERLOH and FREY
2000).

A psychologicd contract gptly captures the relationship between taxpayers and the tax authority. As
has been pointed out above, careful empirica research has established that it is impossible to a-

5. Wethusalso respond to the "need" identified by ANDREONI ET AL. (1998: 856) "for more empirical and insti-
tutional research within jurisdictions outside the U.S.".



count for tax compliance in terms of expected punishment. Rether, the payment of taxesis, as LEVI
(1988) cdls it, a "quasi-voluntary” act, which is not soldy undertaken because one fears explicit
governmental sanctions. ALM ET AL. (1992: 23) refer to an extensive economic literature’, suggesting
that "individuads pay taxes voluntarily." This does not mean, of course, that threets of explicit punish-
ment play no role, but it draws attention to other aspects of taxpayers compliance decisions than

those normally considered in the economics literature.

Many conditions determine the extent to which a psychologica contract between taxpayers and tax
authorities exists. An important eement is certainly tradition. But when one asks how such atradition
may have arisen, the amount of trugt in the citizens implied by the condtitution is crucid. The more
strongly a condtitution extends participation rights to its citizens, the more likely such a psychologica
tax contract isto emerge.” A democracy is an indtitution in which the citizens are trusted, in the sense
that they are given the right to choose their government in free eections. (Semi-)direct democracies,
as they mainly exist in some American states and at al government levels in Switzerland, go a deci-
Sve step further. They trust their citizens to be able to take reasonable decisons on matters of con-
tent.” As a conseguence, the psychological tax contract, and thus tax morae, is the higher, the more
developed the indtitutions of direct citizen participation are. This has been empiricaly shown using an
econometric cross section/time series analyss of 25 Swiss cantons for 1965, 1970 and 1978

(POMMEREHNE and WECK-HANNEMANN 1996, FReY 1997a).°

The breach of a psychologica contract puts the reciproca good faith into question. In this case, en
pirica evidence (ROBINSON, KRAATZ and ROUSSEAU 1994) clearly indicates that the parties to the

contract perceive that the relaionship is transformed into a purely extringcaly motivated contract.

6. E.g. SPICER and LUNDSTEDT (1976), KIM and WALKER (1984), ISAAC, WALKER and THOMAS (1984), ISAAC,
MCCUE and PLOTT (1985), FALKINGER (1991), CULLIS and LEWIS (1997).

7. Seemorefully FREY (1997a). Related works comprise e.g. ELSTER (1989), ETZIONI (1988), FUKUYAMA (1995),
GAMBETTA (1988), KELMAN (1992), KRAMER and TYLER (1995), MANSBRIDGE (1994), PUTNAM (1993),
SUNSTEIN (1990), TAYLOR (1987), WILSON (1993).

8. Factsare provided inBUTLER and RANNEY (1994). Analytical discussions are provided in e.g. BUDGE (1996),
CRONIN (1989) or FREY (1994). KIRCHGASSNER, FELD and SAVIOZ (1999) give an extensive account of the
consequences of direct democracy on economic and social variables.

9. Switzerland consists of 26 cantons. The 26th canton, the canton of Jura, was established in 1977 by secession
from the canton of Berne. Since the data used by POMMEREHNE and WECK-HANNEMANN (1996) and FREY
(1997a) cover the period up to 1978, they could not include data on the canton of Jurain the data set.



Citizens tax morae is crowded out™, and individuas take a purdly rationdigtic attitude towards tax
payment. If the breach of contract results in a complete crowding out of tax morale, the citizens be-
have exactly as predicted by the conventiond theory discussed above. Essentidly, they refuse to pay
taxes (a least under the probability of being audited and the size of punishment currently adminis-
tered in countries such as the U.S. or Switzerland). It follows that particular care must be taken to
maintain and protect the psychologica tax contract in a democracy with more extensive forma par-
ticipation rights. If the taxpayers fed that the tax authority does not honour the psychologica con
tract, the resulting change in behaviour towards a purely rationdist atitude is larger than in a purdy
representative democracy. In the extreme, in a politica system without participetion rights, the psy-
chologica contract does not exist at dl, and thus there is no scope for any crowding out effect. Un-
der this condition, the tax authority does not have to treat the citizens respectfully, but can rely solely

on deterrence.

III.  The Respectful Treatment of Taxpayers

To maintain the psychologica tax contract, the tax authority must take positive actions to support it,
and negative actions to prevent breach of contract. The basis of any contractua relationship that
relies on trust is the prior belief that the partner in the contract behaves honestly. The same appliesto
the psychological contract between tax authorities and taxpayers. tax authorities suppose that tax-
payers will honestly report their true income on the tax declaration. On the other hand, taxpayers
expect to be treated respectfully, asif they are honestly reporting their true income. A strategy of tax
authorities to suspect taxpayers of being evaders right from the beginning would undermine the psy-
chologica contract between taxpayers and tax authorities. Treating citizens respectfully can be ex-
pected to be more pronounced in polities with condtitutional provisions for direct voter participation,
like referenda and initiatives, because both taxpayers and tax authorities know that voters support
public palicies, which clearly sustain the public good. In such systems of direct democracy, taxpay-
ers know that the public services they consume are worth the taxes they pay. Taxpayers therefore
fed obliged to pay their taxes honestly. Tax authorities know that voters could change tax laws in the
politica process. Citizens thus have much better possibilities of expressing their discontent with the
tax policy than a quiet and secret violation of the psychological contract with tax authorities. Even if

10. Crowding theory is more fully developed in FREY (1997b). The experimental and field evidence, including
econometric studies, is summarised in FREY and JEGEN (1999).



some groups of voters lose in a referendum, they comply with tax laws as long as they perceive po-
litical outcomes to be the results of fair procedures. This aspect should be less pronounced in repre-
sentative democracies where the influence of taxpayers on political outcomes is less direct. These

congderations lead usto the following propositions for direct democracies.

(1) More trugt is placed in taxpayers. In particular, when the individua tax returns contain a mis-
take, the tax people do not automaticaly suspect any intention of cheating, but give the contract
partner the benefit of the doubt;

(2) Taxpayers are more respectfully trested as partners in a contract rather than as inferiors in a
hierarchicd and bureaucratic rdationship;

(3) Taxpayersarelessintensay controlled if a*psychologica” contract between tax authorities and
taxpayers exidts, in order not to undermine the relationship of mutud trust by distrustful action.

These actions and the corresponding empiricaly testable propositions should not be understood in
any absolute sense. Rather, it is proposed that they are the more pronounced, the more extensive the
direct participation rights of the citizens are. Differences in the adminidration of taxes between the
cantons are thus expected to be the result of congtitutiona differences. The cantond condtitutions of
Switzerland offer different possibilities for direct voter participation in politica decison making. In
some cantons, only an obligatory condtitutiond referendum is laid down in the condtitution. In other
cantons, dl kinds of statutory and condtitutional referenda and initiatives are possible. Moreover,
requirements on collecting signatures for initiatives and optiona (Statutory and condtitutiond) refer-
enda, as wdll as the number of days alowed to collect them, vary between cantons. The extent to
which voters may directly participate in the different cantons is messured by an index, compiled by

Stutzer (1999), that varies on a continuum from 1 to 6."

In order to investigate the relationship between taxpayers and tax authorities, we sent out a survey to
the tax authorities of the 26 Swiss cantons.” The survey asked detailed questions on the legal back-

11.FREY and STUTZER (2000) have successfully used thisindex of direct democracy to account for differencesin
subjective well-being between cantons.

12.1t should be noted that the Swiss cantons have the basic power to tax personal and corporate income, while
the local jurisdictions levy a surcharge on cantonal income taxes. Cantons can, with few restrictions, set tax
rates and define tax bases. Both lead to a strong variation in (effective) tax rates among cantons and among
local jurisdictions. The federal level mainly raises indirect taxes, but also a highly progressive federal income



ground of tax evasion, like the use and size of fines, whether an explicit link of tax payments to the
provison of public services is established, the percaived feedback effect of tax evason on the leve
of public services, the intensgity of control by tax authorities, the exisence of tax amnesties, whether
the tax register is published in a jurisdiction and the extent of tax indexation. Findly, the survey i+
cludes questions on the treatment of taxpayers by tax authorities in day-to-day audits, in particular
when ataxpayer is suspected of not declaring his or her true taxable income. These questions go into
consderable detal. The legdly oriented part of the questionnaire, for example, stiresses the differ-
ences according to how severe the tax evasion is, the punishment in case of tax fraud, the period

congidered and so on. Similarly detailed questions apply to other parts of the survey.”

The way taxpayers are treated by tax authorities reveds interesting differences between the Swiss
cantons. Only 58 per cent of Swiss cantond tax authorities believe that mistakes in reported incomes
are, on average, in favour of taxpayers. 31 per cent believe that mistakes are neither to the advan-
tage nor to the disadvantage of taxpayers, and 12 per cent believe that mistakes are to the disad-
vantage of taxpayers. This evidence indicates the lack of generd distrust towards taxpayers.

If ataxpayer does not report his or her true taxable income, tax authorities can contact this person in
severd ways. 54 per cent of the cantons call this person on the phone and ask how the mistake(s)
occurred in the declaration of income and what explanation the particular taxpayer has. All of the
cantons send a letter to the taxpayer, haf of them with a sandard formulation. Nearly 85 per cent
ask the taxpayer to vigt the tax adminigtration office, but only haf of the cantons mention the poss-
bility of punishment. Thus, tax authorities rarely adopt the strategy of explicit deterrence, but rather
seek to gain additiond information.

96 per cent of the cantond tax authorities correct reported incomes that are too high, i.e. reduce
taxable incomes in case taxpayers commit mistakes that are to their disadvantage. 27 per cent of the
cantond tax authorities correct reported taxable income even if they fall to profit from legd tax sav-

ings.

tax. See FELD (2000) for a more detailed description of the Swiss fiscal system. Tax evasion laws therefore
form part of the legal power of the Swiss cantons as well.

13. An English translation of the questionnaire can be obtained from the authors upon request.



Table 1: Respectful Treatment of Taxpayers in Direct and Representative Democratic

Cantons

Dependent Variables Congant Index of Regiond Population R?
Direct De-  Dummy

mocracy

Migtakes in favour of tax- 1.961 —0.406* -0.613 0.001 0.142

payers (—2.30) (-1.44) (0.90)

Invitationto aTax Audit  4.301 -0.694(*) -1.287 0.000 0.158
(-1.77) (-1.07) (0.22)

Opening Up the Tax Reg- 1.328 —1.033* 0.190 0.002 0.289

ister (-1.99) (0.15) (1.29)

The estimation method is Maximum Likelihood using the QML (Huber/ White) standard errors and covariances.
The numbers in parentheses are the t-statistics of the estimated parameters. ‘(*)’, ‘*’, or ‘**’ denotes signifi-
cance at the 90, 95, or 99 percent confidence level, respectively. McFadden’s R? are reported in the last column.

There are remarkable differences between direct and representative democratic cantons in the
treatment of taxpayers. The results are reported in Table 1. Tax authorities in cantons with stronger
elements of direct democracy show less distrust towards taxpayers that commit mistakes in thelr
declarations of taxable income. More directly democratic cantons have a sgnificantly lower prob-
ability of automatically suspecting that mistakes are in generd in favour of taxpayers than more rep-

resentative democratic cantons.” This evidence supports Proposition 1.

Taxpayers declaring too low taxable income have a lower probability of being invited to the tax ad-
minigration for a forma tax audit in more directly democratic than in less directly democratic can
tons. This result supports the notion that taxpayers declaring a lower than the true taxable income are
more respectfully trested if a psychologica contract exists, something that is more probable in juris-
dictionswith higher voter participation rights. Thisfinding is congstent with Proposition 2.

14. The empirical tests are performed employing the GL S regression method for continuous variables, and using
the square root of the cantonal population in the case of average variables and the inverse of the square root
of the cantonal population in the case of sums as aweight. If the dependent variable is a discrete variable (bi-
nary or ordered) Logit estimates are used. In all cases, the robustness of the tests is checked by additionally
introducing a dummy variable, which takes the value one if the canton is a French or Italian speaking canton
and zero otherwise. Thisis done to check whether observed differencesin tax authorities' treatment of taxpay-
ers between more and less directly democratic cantons simply reflect the differences between the culturally
different language areas. In addition, the size of the cantonal population isintroduced in the model.
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Does the intengity of control vary among cantons with different conditutiond systems? The intengity
of control, as measured by the number of tax investigators to the number of tax evasion cases varies
from 0.02 to 0.78, with amean of 0.30 and a standard deviation of 0.19. Interestingly enough, there
are no differences in the probability of detection of tax evason between more and less directly
democratic cantons, whether this control intengity is measured by the number of tax commissoners
per taxpayer, or the number of tax commissioners per average number of tax evasion or fraud pro-
ceedings during recent years. However, control intendty differs with respect to the possbilities for
sdf-control of the taxpayers by opening up the tax register. The probability that the tax regigter is
opened up is sgnificantly lower in direct democratic cantons (when the differences between the lan-

guage regions are controlled for). Thisresult is consstent with Proposition 3.

Iv. Violation of Basic Rules

A basic trust of tax authorities with respect to the honesty of taxpayers and a respectful trestment of
taxpayers by the tax authorities must be accompanied by incentives for taxpayers to observe the
rules of the game. If honest taxpayers reporting their true incomes redlise that other persons report
too little income, they may fed sucked by those people neglecting the basic rules of citizen duty.
These consderations particularly hold in polities with direct democracy, since those voters who are
frustrated about the uncooperative behaviour of a number of ther fdlow dtizens will express this
discontent strongly at the palls. Thisleads usto Proposition 4.

(4) Violations of basic rules of the tax code are punished more severdly in directly democratic can
tonsin order to make clear that the psychologica contract is at stake; ™

Our survey contains severd questions about the trestment of taxpayers by the tax authorities with
respect to the quality of persond interactions. The results are reported in the upper part of Table 2.
Taxpayers who do not submit their tax declarations are fined more heavily in more directly demo-
cratic cantons than in less directly democratic ones. Such persons do not comply with the basic obli-
gation of taxpaying and are more severdly fined in order to deter them from showing no interest in
maintaining the public good. On the other hand, more directly democratic cantons have a higher
probability than less directly democratic cantons of offering the same legd objection possibilities to

15. Experimental research has clearly established that the willingness to contribute to a public good breaks down
when people feel taken advantage of. See FELD, HART and OSTMANN (1996). In the case of taxation, see
SPICER (1988).
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those people with no declaration of taxable income as those with self-declaration of incomes. This
again indicates that even taxpayers who do not submit a declaration of their taxable income are
treated more respectfully in more directly democratic jurisdictions than in less directly democratic

ones.

Table 2: The Treatment of Violations of the Tax Code in Direct and Representative

Democratic Cantons

Dependent Variables  Congtant Index of Regiond Population R?
Direct De-  Dummy

mocracy

Fine for Lack of Sub- —4216.89 1942.74* 3733.31(*) -0.881 0.378

misson of Tax Dedla (2.70) (2.00) (0.17)

ration

Lega Objection Poss- —9.183 1.949* 2.582 0.001 0.300

bilities in the Case of (2.25) (1.38) (0.86)

No Declaration

Maximum Fines 653.87 —79.144(*) 53.424 -0.011 0.122
(-1.85) (0.61) (-0.17)

Fines in the Case of 52.425 —8.969(*) -18.023 0.030 0.251

Sdf-Denunciation (-1.80) (-1.33) (1.02)

With the exception of legal objection possibilities in which Maximum Likelihood estimates are reported again
using QML (Huber/ White) standard errors and covariances, the remaining estimates are derived by GLS. The
numbers in parentheses are the t-statistics of the estimated parameters. ‘(*)’, ‘*’, or ***’ denotes significance at
the 90, 95, or 99 percent confidence level, respectively. The last column reports adjusted R (corrected by the
degrees of freedom) and in the case of legal objection possibilities McFadden’s R%

V. Minor Violations of the Tax Code

Nobody is perfect, and to chest a little bit on taxes is a common and minor human weskness, and
should be considered as such. Such minor violations should not be interpreted as an action intended
to breach the psychologica contract. An exaggerated punishment of minor violations of the tax code
isinterpreted as an inadequate reaction by the public authorities. The tolerance for such minor human
wesaknesses s indeed reflected in political systems with drect voter participation in the political pro-
cess. Taxpayers vote for low punishment of minor violations of the tax code, acknowledging that
nobody is perfect and that everyone is liable to commit smal mistakes. This reasoning leads us to

Proposition (35):
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(5) Minor violations of the tax code are punished less severely in direct democratic cantons.

The Swiss cantonal tax authorities answers reved quite a strong varidion in their treetment of tax
evason. For example, the minimum fine in the case of tax evasion varies between zero and 100 per
cent of true tax payment, with a mean of 28 per cent and a standard deviation of 21, while the
maximum rate varies from 100 per cent to 1000 per cent of the true tax payment, with a mean of
344 per cent and a standard deviation of 163. The fines in the case of tax fraud vary accordingly.
The corresponding estimates are reported in the lower part of Table 2. With respect to fines, we
obtain sgnificantly lower maximum fines for tax evason in more direct democratic cantons (while
French and Italian speaking cantons do not have significantly different maximum fines). In the case of
sf-denunciation, the fines are lower in cantons with more voter participation posshilities. All in all,
tax evasion tends to be less heavily fined in direct democratic cantons. These tests thus provide (lim-
ited) empirical support for Proposition 5.

VI. A Synthesis

Tax compliance is not smply the result of opportunities to evade tax and the deterrence and preven
tion strategies of tax authorities. Tax compliance to a considerable extent has to be attributed to tax
morae of taxpayers. If that were not so, given the current deterrence measures in most countries, in
particular the U.S. and Switzerland, arationa taxpayer would not have any incentive to abstain from
tax evason. Tax morale, on the other hand, is not smply the result of one's upbringing. It depends on
the interaction of taxpayers with tax authorities, on the lega framework, and on the congtitutional
environment. In this paper, the interaction of taxpayers with tax authorities is andysed and linked to
condtitutiona differences between Swiss cantons, in particular the opportunities the cantona consti-
tutions offer to the votersto directly participate in referendaand initiatives.

On the basis of the palitical process via results of a survey among the 26 cantond tax authorities, it
turns out that the tax authorities of cantons with more direct participation rights, compared to cantons
with less direct democracy, are less suspicious if taxpayers report too low incomes. They treet tax-
payers more respectfully. Persons who do not submit their tax declarations, indicating that they do
not comply with the basic rules of the game, are more heavily fined in direct democratic cantons. Tax
evason is fined with lower rates. Thus, in direct democracy, minor violations of the tax code are
punished less severdy than mgor violaions. All in dl, respectful trestment and trust are accompa-
nied by generogity in the case of minor human wesknesses, but strong deterrence if the psychologica
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tax contract is & gake. The analysis suggests that thereis an implicit psychologica contract between
taxpayers and tax authorities in Switzerland. This holds in particular if voters are directly involved in
political decison-making. Psychologica contract is based on ardationship of trust.
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