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WITZ ERLAND IS A SMALL COUNTRY 

in the heart of Europe. To most 
people Switzerland is known as 
the country of cheese, chocolate 
and natural beauty. More

recently, it has also been associated 
with banks and money 
laundering, and the 
younger generation 
might think of Switzer
land as the producer of 
Swatches.

Switzerland has 
more to contribute to 
the world, however, 
than just its mountains 
or its goods and ser
vices. With its popula
tion composed of many 
ethnic groups, lan
guages, cultures and 
religions, Switzerland Au caciww induvetdentvcracy.
can be looked at as a
whole continent in a nucleus. The same 
holds true for economic and social 
aspects: per capita income varies strong
ly between poor and rich cantons, in 
some regions agriculture prevails while 
others are dominated by highly techno
logical services (such as banking). The 
way the Swiss have learned to cope with 
the problems and conllicts arising from 
these differences may very well become 
Switzerland’s future main export and is 
of great importance for all democracies; 
it is both an idea and reality—the con
stitution of a modern democracy

Two institutional features are basic for 
Switzerland. The first is the widespread 
use of popular referenda, which arc of 
three sorts: obligatory ones for constitu
tional changes, optional ones for laws 
(50,000 signatures, or roughly lfc of the 
voting body are needed), and popular
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initiatives (100,000 signatures needed). 
They scive as an eneclive barrier against
the dangers of an unresponsive and 
sometimes self-seeking ''political class". 
Between 1S48 and 1996 there were no 
less than 431 referenda at the national 
level. This instrument of direct democ
racy is used much more intensively in
Switzerland than in any other country.

The second fundamental institutional 
feature of Switzerland is the federal struc
ture of the country. Switzerland is com
posed of lederal subunits—23 cantons (of 
which some are divided 
into half-cantons) and 
3019 political communes. 
These subunits can. to a 
larger extent than in any 
other country, act as inde
pendent decision-makers. 
Most important, they have 
the power to determine 
their own personal and 
corporate income-tax 
rates. As a result there are 
emu mu ties and cantons 
situated next to each other 
with very diiferenl tax rales and corre
spondingly dillcrcnl levels of public 
expenditures and seivices. With unre
stricted labour mobility, the regions com
pete with each other for citizens.

We argue here that direct democracy 
and federalism are excellent institutions 

Two institutional 
features are basic 
for Switzerland— 

the widespread use 
of popular 

referenda, and the 
country's federal 

structure.

lor producing socially, politically and 
economically beneficial outcomes. The 
democratic process is based on the same 
criterion as the market process—only 
the individuals' preferences count. Nei
ther a "benevolent dictator" nor an 
expert nor a politician should therefore 
decide what is desirable and what is 
not—this is decided only by the citizens

themselves. The citi
zens can therefore be 
viewed as the princi
pals and the politicians 
as theirngeurs. As in all 
principal-agent rela
tionships, it is a clear 
and present danger 
that shirking occurs 
and, in particular, that 
legislators pursue their 
own goals instead of 
following their elec
tors' preferences. So, 
even when leaving the
marketplace and enter-
ing the political sphere,

competition must be the answer to the 
question of how people’s wishes can best 
and most effectively be represented and 
co-ordinated in the public sphere.

Neither in economics 
or politics, however, docs 
it make sense to analyse 
an unreachable ideal—a 
fully competitive market 
without externalities, 
i n form a I ion asy m m ct t ies 
or monopolies. Rather it 
is the relative efficiency of 
the decision-making sys
tem that matters—in the 
present case, that of a 
direct democratic system 
compared to a represen

tative system and of federalised decision
making compared to centralism.

Direct Democracy
By the end of 1996, Switzerland had 

held more than 400 nation-wide referen
da covering virtually all aspects of poli-
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tics. Referenda were instituted, at the 
federal level, with the first Swiss consli- 
union in 1848. ft declared that referenda 
were to be obligators- Cor all proposed 
amendments to the constitution. The first 
referendum was held in January 1866 on 
subjects such as taxation, religious liber
ty and the prohibition of lotteries. In the 
constitution of 1874, the optional leg
islative referendum was introduced. In 
1891, the Swiss adopted the constitu
tional initiative by which citizens could 
propose and decide about amendments 
to the constitution.

Referenda, obligatory or optional, 
enable the voters to state their prefer
ences more effectively than in a repre
sentative democracy. In a representative 
system, deviating preferences, on very 
specific issues, can only be expressed by 
informal protests, which are difficult to 
organise and make politically relevant. If 
no immediate action is taken, voters have 
to wait until election time, when they will 
still find it hard to express specific 
demands on substantive issues. In a 
direct democracy, however, citizens may 
regularly participate in political deci
sions.

Popular referenda clearly have a long 
tradition in Swiss history. During the last 
150 years, they have proven to be very 
successful for fighting restraints on com
petition in the political "market". We 
elaborate on two aspects: politicians’ 
cartels and information problems.

• Referenda Against Politicians' Cartels, 
The theory of ‘Tent seek
ing" argues that elected 
representatives have a 
common interest in 
forming a carte! to pro
tect and possibly extend 
their influence and polit
ical rents. Referenda and 
initiatives are means to 
break the politicians’ 
coalition against the vot
ers. Initiatives require a 
certain number of signa
tures to force a popular vote on a given 
issue. They are a particularly important 
institution because they lake the agenda- 
setting monopoly away from the politi
cians and enable unelected citizens to 
propose issues for democratic decision, 
including those that many elected offi
cials might have preferred to exclude 
from the agenda. As has been shown in
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Empirical evidence 
suggests that the 

more direct are the 
democratic 

institutions, the less 
tax cheating takes 

place.

public-choice theory, the group deter
mining which propositions are voted on 
and in what order has a considerable 
advantage.

A recent referendum made it clear 
that the political ¿lite’s interests do not 
always correspond with voters’ prefer
ences. In September 1992, Swiss citizens 
turned down tw-o proposals seeking to 
increase substantially the salaries and 
the staff of Swiss members of parlia
ment. Both issues would have become 
law without Swiss voters taking the 
optional referendum, and both issues 
would clearly have been to the benefit of 
the elected officials.

It seems obvious that while politicians 
may try to secure benefits for themselves, 
taxpayers are not always ready to pay for 
such expenses. Privileges, however, do 
not always appear in the form of direct 
income for the representatives, but may 
also result in higher status or prestige. 
Particularly interesting cases are two ref
erenda on Switzerland joining interna
tional organisations or agreements: the 
United Nations in 1986 and the Euro
pean Economic Area io 1992. Both pro
posals were rejected by the citizens even 
though all major parties, all interest 
groups including both employers and 
trade unions, a vast majority of the mem
bers of parliament and the government 
strongly supported them. Though a clear 
majority—769ô of the voters—rejected 
the referendum on Switzerland joining 
the United Nations, only a small majori

ty—50.3%—voted against 
Switzerland becoming 
part of the European Eco
nomic Area.

These two examples of 
the citizens voting differ
ently than elected offi
cials are no exceptions: 
In 36% of the roughly 
three hundred referenda 
held in Switzerland in 
the past half-century, the 
will of the majority of the 

voters differed from the opinion of the 
parliament. Thus, in a representative 
system, the decision by the parliament 
would have deviated from the people’s 
preferences in more than one third of all 
cases where referenda were held.

This argument is even strengthened 
when considering econometric cross- 
section studies for Switzerland, which 

reveal that political decisions on publicly 
supplied goods correspond better with 
the voters' preferences when the institu
tions of direct political participation are 
more extensively developed. Since it is 
the individual taxpayers and not the 
elected officials who have to bear the 
costs of government activities, it is not 
surprising that public expenditures are, 
ceteris paribus, lower in communities 
where the taxpayers themselves can 
decide on such matters. The price of 
land serves as a good indicator for indi
viduals' desires to live in a certain com
munity. The findings support the notion 
that, with more developed direct par
ticipation options (and therefore the 
higher degree of congruency between 
publicly supplied goods and voters' pref
erences), more people are attracted 
those jurisdictions. The price of land is 
therefore higher.

Taxpayers, however, do reward politi
cians’ performance by a high tax morale 
if they are satisfied with policies in their 
community. This can be shown for Swiss 
cantons, which have differing institu
tional options for citizens' political par
ticipation. In some cantons, referenda 
and initiatives can be taken on virtually 
all issues, whereas others grant these 
options only on special issues and under 
special conditions or rely completely 
on the institutions of representative 
democracy. The empirical evidence sug
gests that the more direct are the demo
cratic institutions, the Jess tax cheating 
takes place. Compared to the average of 
all cantons, almost 8% less income was 
concealed in those cantons with a high 
degree of direct political influence. In 
contrast, in cantons with a low degree of 
direct participation possibilities and, 
therefore, low tax morale, undeclared 
income exceeded the overall average by 
roughly 87ri

Putting more citizen-oriented public 
sereices and higher emphasis on civic 
duty together, one would expect better 
economic performance for those can
tons in Switzerland that are more direct
ly democratic. Indeed, a recent econo
metric study showed that cantons with 
more direct democratic institutions gen
erate a much higher per-cupita income 
than those with less direct democracy.

In addition to breaking up the politi
cians' coalitions by destroying their 
monopoly on setting the agenda, refer
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ends induce more competition in anoth
er respect: they provide information and 
stimulate communication.

* Referenda Against Information Asym
metries. In economic research regarding 
politics, the process which takes place 
before casting the vote has been almost 
completely neglected. 
The economics disci
pline studies how 
choices are made— 
particularly the choices 
between known alter
natives. These alterna
tives, however, have 
been shaped and 
defined by a process of 
verbal exchange. This 
discourse among the 
citizens puts new 
issues on individuals' 
agendas, raises their 
perception, and com
municates the argu
ments in the media. 
The famous economist 
Friedrich von Hayek 
called the market a 
"discovering mecha
nism". The same could 
be said about discourse. By talking to 
one another, people discover the means 
of fulfilling their preferences. By relating 
to other peoples positions, they find out 
where they stand. Moreover, the induced 
discourse offers information free of 
charge—information that is not only rel
evant to the issue in question but also to 
an evaluation of the performance of 
politicians, parlies, and interest groups.

Besides information, communication 
may also enhance people's willingness to 
accept the decisions made by a referen
dum. They feel more responsible for 
whatever the result of the referendum 
may be because the process and the 
rules made them part of the decision. In 
a représenta live system, however, it is 
not difficult to shift the responsibility 
onto the actual decision-makers—the 
politicians.

The Swiss expei ience shows that peo
ples demand for discussion varies, 
depending on the importance of the 
issue in question. Some referenda moti
vate intense and far-reaching discussions 
that lead to a high rate of voter partici
pation. For example, the 1992 proposal 
to join the European Economic Area wit

nessed a participation rate of 79%. com
pared to the average turnout on referen
da in the previous seven years of only 
42%. In contrast, referenda considered 
to be of little importance by the voters 
engender little discussion and low par
ticipation, as low as 25%.

Even though a political decision is for
mally taken by a referendum, the issue 
in question does not disappear from 
public discourse after citizens have cast 
their vote. A referendum clearly reveals 
how the citizens feel and who and how 
large the minorities are. Groups dissent
ing from the majority are identified: 
their preferences become visible and 
part of the political 
process. A post-referen
dum adjustment process 
to please the losers is often 
observed.

In 1989, for example, a 
popular initiative demand
ed that the Swiss army be 
completely dismantled. To 
many Swiss, this was con
sidered an attack against 
one of the most essential, 
almost sacred, institutions 
of the country. The “politi
cal class” was again solid
ly against the proposal, and the generals 
threatened to retire if the initiative was 
not overwhelmingly rejected. (They 
expected a share of no-votes close to 
90%.) The referendum outcome was sur

Cantons with 
more direct 
democratic 
institutions 

generate a much 
higher per-capita 

income than 
those with less 

direct democracy.

prising to almost everyone. One-third of 
the voters (and a majority among the 
young voters eligible for service) voted 
for the dissolution of the army. After a 
short period of shock, several parties 
suggested changes in the army to make 
this institution more acceptable among 

the population. These 
changes, which were 
considered impossible 
to achieve before the 
referendum, were put 
into effect within a 
short time. A major 
innovation—the intro
duction of a substitute 
to regular service in 
the army, which was 
then mandatory for all 
Swiss men—had been 
rejected in several ref
erenda before, the last 
time in 1984 with a 
rejection rate of 64%, 
This change of individ
uals' preferences seems 
to have been Induced 
by the discourse that 
accompanied the pre
viously hotly discussed 

referendum on the dissolution of the 
army.

Problems with Referenda
Democracy is not concerned with end 

states: solutions are not simply adopted, 
but developed. In the couree of the direct 
democratic process, information is pro
duced and preferences are shaped. Vot

ers are confronted with 
political issues they have 
not considered before, 
and whtch they learn 
to evaluate according to 
their basic values. Scep
tics, however, won y 
about the intellectual 
capability of the citizens 
to cast votes on compli
cated, technical issues. 
This task, they argue, 
should be left to an elite.

Following the individu
alistic view' and taking

individuals' preferences as the normative 
base for evaluation, such a charge is 
unacceptable. Compatibility with the 
citizens' preferences should be valued 
higher than any possible technocratic 
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/t is not dear why 
the citizens should 

be trusted to 
choose between 

parties and 
politicians in 

elections but not 
between issues 

in referenda.

brilliance. The voters, moreover, need 
noi have intimate knowledge of the 
details, but rather a general knowledge 
of the broad issues. These are not of a 
technical nature but involve basic deci
sions—perhaps value judgements— 
which a voter is as quali
fied to make as a 
politician. It has even 
been argued that politi
cians are a group partic
ularly ill-equipped to 
make such decisions 
because, as profession
als, they spent most of 
their life in sessions and 
commissions, and meet
ings and cocktail parties, 
and therefore know 
much less about reality 
than ordinaiy people.

This argument only holds, of course, if 
voters arc given the opportunity to make 
their choices seriously. As The Economist 
reported in the case of California, this is 
not always the case: "Last November any 
l.os Angolano voter was allotted ten min
utes in the ballot booth to make ovvi 
forty different electoral choices, varying 
from state-wide propositions to local 
judgeships; in 1990 the total was over 
100.”

Such obviously ineffective institutions 
not only keep a direct democracy from 
functioning effectively but also prevent 
voters from making serious "electoral 
choices" and, thus, might even lead to 
worse outcomes than in a representative 
democracy. Furthermore, it is not clear 
why the citizens should be trusted to 
choose between parties and politicians 
in elections but not between issues in 
referenda. If anything, the former choice 
seems to be more difficult because elec
tors must form expectations about politi
cians’ actions in the future.

We do not argue that there is no room 
fora political élite, for a parliament, and 
a bureaucracy in a democracy. Even 
Switzerland is only a semi-direct democ
racy—combining representative ele
ments with the direct participation of 
the citizens. The representative elements 
are indispensable to provide informa
tion, workout the details, and assess the 
consequences of the various political 
issues at hand. But this technical exper
tise must be weighed against the human 
competence of the citizens, a process 

which seems to have led to a recent trend 
in Europe: important political issues are 
referred to the population even in repre
sentative democracies. Recent examples 
are the popular referenda on entry into 
the European Community held in the 

Scandinavian countries 
and the United Kingdom, 
or on the Maastricht 
Treaty in Denmark, 
France, and Ireland.

Critics also point out 
that well-organised inter
est groups might utilise 
direct democratic proce
dures for their own bene
fits. Compared to the 
unorganised taxpayers, it 
is the pressure groups 
that have the financial 
and human resources to 

mobilise supporters of their interests, to 
be agenda-setters by starling initiatives 
and engaging in referendum propagan
da before an issue is decided at the polls. 
It cannot be denied that well-organised 
and financially potent groups wield rel
atively more power than the poor and 
Hie unorganised. This, however, is true 
in any political system. The important 
question, thus, is under which institu
tional arrangements organisational and 
fi nanc ia I ad va n tages play 
a more important role. 
Empirical evidence sug
gests that pressure 
groups have much less 
influence on political 
outcomes in a direct 
democratic system than 
in a representative sys
tem. In the 1980s, it was 
the pressure groups that 
most intensively fought 
against adopting direct 
democratic institutions 
in American stales (especially in Min- 
nesola, New Jersey and Rhode Island). 
The reason for this seems simple: pres
sure groups may use1 other means of 
influence such as direct lobbying of the 
representatives, while these channels 
arc not easily accessible fov unorganised 
interests. For the European Union, it is 
argued that pressure groups are able tn 
exert more power in Brussels than in the 
former nation-states exactly because 
the EU is less democratic than its mem
ber stales. On the other hand, the expe

Governments with 
monopoly power 
may provide their 
services at higher 
tax prices than 

would competitive 
governments.

rience of Switzerland shows that, even if 
pressure groups and the political class 
arc united, they cannot always have 
their way, particularly on important 
issues.

Swiss Federalism
Federalism is the other important 

institution that senes to establish com
petition within ihe political arena. Fed
eral competition provides for the third 
possible market failure in politics—polit
ical externalities. Such external costs 
develop for the general population if cer
tain groups are able to appropriate the 
benefits of a publicly supplied good but 
do not have to pay the price for it. These 
groups may be the politicians and the 
bureaucrats who are self-interested rent- 
seekers or special-interest groups that uy 
to "capture" the relevant decision-mak
ers. The basic idea behind these exter
nality costs derives directly from the 
standard monopoly themy for a conven
tional goods market: noi only monopo
listic firms derite reals by selling their 
goods above the market price but also 
governments with monopoly power mav 
provide their services at higher tax places 
than would competitive governments. 
Although it is not argued here that politi
cians and bureaucrats always and exclu

sively pursue their own 
selfish objectives to I he 
extent of actively exploit
ing the citizens and tax
payers, taking govern
ments to be completely 
responsive to the popula
tion's wishes is equally 
unrealistic. Competition 
in politics is therefore as 
important as it is in mar
kets.

Federalism is the cen
tral institution allowing 

for competition within the political 
arena. Jusl as members who do not see 
their preferences fulfilled by a sporting 
chib withdraw from it, unsatisfied citi
zens may leave a jurisdiction. This 
"exit" possibility provides a safeguard 
against politicians' taking unfair advan
tage of their discretionary power. A 
decentralisation of decision-making 
thus enables the citizens to “vote with 
their feet”.

Federal competition may lead io an 
increase in economic spillovers. Many 
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economists, therefore, argue that cen
tralised regulation must be introduced 
to correct market failures such as the 
underprovision of public goods and of 
redistribution. Taking the trade-off 
between political efficiency (the respon
siveness of the political representatives 
induced by federal competition) and 
economic efficiency (the optimal provi
sion of public goods and redistribution 
by centralising and harmonising certain 
policies) seriously, means comparing 
the costs that arise if one aspect is 
neglected. A recent study for Switzer
land, for example, presents compelling 
empirical evidence that federal compe
tition does not inhibit redistribu
tion. Even though taxes vary enormous
ly between Swiss cantons—from the 
highest tax rate in the canton of Wallis 
with 55% above the average to the low
est in the canton of Zug with 40% below 
the average—the high-income recipients 
do not, for the most part, move to the 
low-tax cantons. Thus, all cantonal gov
ernments are able to successfully redis
tribute income.

As the disLTetiimarv power and thus 
the rents of politicians and bureaucrats 
are higher the more a government 
resembles a monopolist, governments do 
not tend to favour federal competition. 
This might be one reason why many 
European countries do not know the 
institution of federal competition at all; 
the most prominent examples are 
France, Great Britain and Sweden. Oth
ers, such as Germany and Austria have 
introduced competition between 
autonomous local governments only to a 
limited extent. However, the potential 
offered by federalism to establish a vig
orous competition between government 
units has so far not been rationally 
designed by any conn t ry.

Taking the Argument 
a Step Further

Federalism and direct democracy are 
closely connected. On the one hand, fed
eralism is a prerequisite for an effective 
direct democracy and thus their rela
tionship may be characterised as com
plementary'. On the other hand, both 
political aiTangements are means to cre
ate incentives for the politicians to take 
citizens’ preferences into account and 
may therefore be considered as substi
tutive mechanisms.

Wherever introduced, we believe that 
federalism should extend down to lower 
governmental levels. Most important, 
political communes should have the 
constitutional right to form new juris
dictions with other communes (even if 
they belong to another nation) in order 
to better fulfil certain 1'itnctional tasks. 
Nothing should prevent a particular 
unit from belonging to various such 
functional jurisdictions. A commune 
may also choose to join another juris
diction if it expects to be better served. 
The possibility to freely exit and enter 
jurisdictions establishes competition 
among different suppliers of public ser
vices, and tends to improve quality and 
decrease cost. Of course, each jurisdic
tion must have the right to raise its own 
taxes to finance the respective public 
services demanded and approved by 
their constituents. These new political 
units can be called Functional Overlap
ping Competing Jurisdictions, or
FOCJs.

FOCJs are based 
on the theoretical 
propositions ad
vanced by the eco
nomic theory of fed
eralism discussed 
above. They form a 
governmental sys
tem completely dif
ferent to the one so 
far suggested in the 
literature. Tradition
ally the focus has 
been on the behav- 
iourof existing polit
ical units at different 
levels of govern
ment; in contrast, 
FOCJs emerge in 
response to the 
"geography of prob
lems". An example 
would be a com
mune in Alsace 
forming a jurisdic
tion with a German 
commune on the 
other side of the 
Rhine to provide fire 
protection or med
ical care. At the 
same time, it could 
participate in a juris
diction with other 
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French communes to supply elementary 
school services and be pan ot a jurisdic
tion composed of communes Irom vari
ous nations dealing with environmental 
problems and transportation.

The experience of Switzerland reveals 
that federalism and direct democracy 
can work (in spite of the gloomy predic
tions) and that it is consistent with, and 
actually strongly supports, a high level 
of individual and collective satisfac
tion. The experience also shows that citi
zens may express and have their demands 
best fulfilled when federalism and direct 
democracy are closely integrated. Though 
it would be naive to transfer the example 
of Switzerland directly to other regions of 
the world, the basic features of federal
ism and direct democracy, suitably 
adjusted, can well be applied to other 
regions. The idea of FOCJs is worth pur
suing. Though the concept depans from 
conventional thinking about the organi
sation of states, it Is in the best econom
ic tradition. ♦
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