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Abstract

Neoclassical public economists stress economic distortions induced by differential
taxation and therefore favour harmonization; political economists focus on political
distortions and therefore reject harmonization. However, policy choices on the
possibility frontier between economic and political distortions tend to be biased:
economic advisers, politicians and interest groups typically favour harmonization.
Harmonization is, moreover, undermined by incentives to re-establish tax differ-
ences. Both activities prevent the possibility frontier from being simply a menu of
choice. Popular referenda and functional, overlapping, competing jurisdictions
(FOCJs) are institutions able to reduce political distortions and to shift the possibility
frontier.
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1. Introduction

Tax harmonization is normally advocated because it reduces economic
distortions, and tax competition because it reduces political distortions.
Thus, there exists a conflict between harmonization and competition, and
we are tempted to formulate the implied trade-off by a possibility frontier
relating economic and political distortions.

In this paper we carry out the following.

(1) We analyse the nature of the relationship between economic and
political distortions.

* Corresponding author. Tel.: +41-1-257-3731; fax: +41-1-364-0366.

0047-2727/96/$15.00 © 1996 Elsevier Science S.A. All rights reserved
SSDI 0047-2727(95)01555-8



336  B.S. Frey, R. Eichenberger | Journal of Public Economics 60 (1996) 335-349

(2) We argue that it is not possible to choose a socially optimal position on
this possibility frontier. Rather, endogenous politico-economic forces de-
termine a position on the frontier. In contrast, institutional conditions, or
the ‘rules of the game’, can be chosen such that an inward shift of the
possibility frontier is induced. '

(3) We suggest that popular referenda and competitive federalism are
effective institutions to reduce both economic and political distortions.

Section 2 characterizes economic and political distortions and analyses the
resulting possibility frontier. Section 3 argues that the politico-economic
forces engaged in economic policy-making (tax policy) lead to a biased
position on the possibility frontier. Section 4 discusses institutional changes
to reduce distortions by introducing popular referenda and functional fiscal

federalism. Section 5 offers concluding remarks.

2. Determinants of distortions

2.1. Economic distortions

In a social-welfare-optimizing allocation of resources, the intervention of
government via taxation distorts this optimal allocation as (in the case of
commodity taxes) a wedge is driven between producer and consumer prices
and (in the case of income taxes) between the wage paid and received. The
welfare-optimizing equality between marginal benefits and marginal cost no
longer obtains. The distortions introduced by taxation are particularly strong
when the same good or activity is taxed at different rates and according to
different principles, as is often the case in international trade. As a
consequence, welfare theory demands the imposition of harmonized taxes,
which means that producers and consumers are to carry the same tax burden
for the same economic activities. In particular, in a union aspiring to free
trade, such as the European Union, the goods produced in any country
should be burdened with the same tax rates in order to allow suppliers to
produce the goods where the real resource costs are lowest. Harmonization
thus favours economic competition by easing the mobility of firms and
workers across jurisdictions.

According to the neoclassical theory of optimal taxation (see Stern, 1987)
the allocation of resources is the more strongly distorted by (commodity)
taxation, the larger is the price elasticities of demand: a given tax differen-
tial then leads to a larger deviation from allocational efficiency at zero taxes.
While the extent of the demand price elasticities for the various com-
modities can be econometrically estimated, the formal theory offers little
indication of the factors determining the size of the price elasticities.

Nevertheless, it may be expected that the elasticities of demand for goods
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extent to which the politicians in parliament and government exploit them

by imposing taxes, they do not respond adequately by negatively sanctioning

politicians, e.g. by not re-electing them in a democracy. The extent of such

limited perception — often called ‘tax illusion’ (see, for example, Pom-

merehne and Schneider, 1978; Oates, 1988) — correlates with the type of

taxation. Relevant factors are, for instance:

® implicit taxes (e.g. turnover taxes included in selling prices) are less
perceived than explicit taxes (where the buyers are always forced to add
the tax to the posted price);

® an inflation tax is less visible than a tax based on an explicit law;

® the more complex the tax system, the less the burden of taxation is
perceived.

Perception also depends on the type of actor involved. Large corporations
with specialized tax economists and tax lawyers are more familiar with taxes
and the ways to avoid them than smaller firms or individuals.

Political distortions are the smaller, the more democratic is a political
system. Essential elements are the extent of competition between political
parties, as well as the participation rights of the citizens via elections and
referenda, but also via legitimate protest in the form of appeals, demonstra-
tions and grass-root movements. Harmonization weakens the individuals’
incentives to raise voice against increases in taxation, as voice will be the
more costly, the more centralized is the political process. Moreover, as
interest groups (e.g. the producers) are harmed more by higher relative
taxes (their taxes compared with those of their competitors) than by
absolute taxation, they reduce their opposition against tax increases once
taxes are harmonized. Together, this widens the politicians’ leeway to
increase taxes and to serve their own interests.

In addition to voice (Hirschman, 1970), exit constitutes another important
mechanism to force politicians to respect citizens’ preferences. Thus, the
freedom to leave the country if one is dissatisfied with its performance is an
essential feature of a democracy (whereas dictatorships often prohibit exit).
To make exit a binding constraint to politicians, dissatisfied citizens must be
able to leave their country, state or region without incurring high cost, and
they must have favourable opportunities available elsewhere. However,
harmonization makes exit options shrink.

In this section the underlying institutional conditions that determine the
extent of economic or political distortions, and therewith the location of the
relationship between the two, have been discussed. The next section takes
the institutions as given and looks at systematic tendencies in economic
policy-making that favour harmonization or favour competition. While
institutions can be chosen (at the level of the basic consensus; see Buchanan,
1977; Frey, 1983), these policy-making processes are endogenous to the
model and cannot be influenced from outside.
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3. A bias towards harmonization

. As a result of the working of politico-economic interactions, each society
Is, at a given point in time, characterized by a specific combination of
harnllo'nization and competition and hence by a specific position on the
pps§1b11ity frontier between economic and political distortions. It is useful to
distinguish between the fundamental policy choice (Subsection 3.1) and the
outcome of the social process leading to deviations from these policy choices
(Subsection 3.2).

3.1. Policy choices between harmonization and competition

3.1.1. The view of economic theory

Parts of economic theory hold the notion of a social-welfare-maximizing
government, thus implicitly assuming democracy to work so well that no
political distortions arise. While modern political economy or public choice
has grown strongly in importance and become an accepted scientific view,
t_he area of international tax policy has remained singularly unreceptive:® the
literature on inter-governmental taxation is dominated by scholars who
assume that governments basically maximize social welfare. As a conse-
quence, the view that taxes should be harmonized between jurisdictions
i);;;é)lils in the scientific literature (compare the references given in Cnossen,

3.1.2. Economic advising: Amicable agreement

Wheq it comes to practical advising in public (tax) commissions, all
economists realize that political realities have to be taken into account. This,
howgver, does not necessarily mean that the tax harmonization view is less
dominant in public advising commissions.

First of all, there is a selection effect working in favour of economists who
propose that taxes should be harmonized. Parliaments, governments and the
public service, being interested in curbing political competition (see below),
choose the members of a scientific commission on taxation in such a way
that the likely outcome corresponds to their own wishes, i.e. to harmonize
Fh? taxes. This selection bias is strengthened by the unequal incentives for
Joming such a commission. Economists who favour harmonization have
come to their conclusion because they believe that their normative advice
has some effect on politics, i.e. they adhere at least to some extent to a
technocratic view of society. They are, therefore, more willing to become
members of such planning commissions. This is even more so as they hope
to be included in the following harmonization negotiations promising

3
As always, there are exceptions, e.g. Hettich and Winer (1988).
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potential rents. Political economists who favour tax competition, however,
are more reluctant to do so because they believe that such commissions are
ineffective, and therefore prefer to offer their advice at the level of
constitutional rules.

Once the members of public (tax) commissions have been selected, they
are strongly motivated to get along reasonably well. Suggesting that taxes
should be harmonized is a much more suitable proposal than making an
adversarial suggestion, namely embarking on possibly stiff competition
between jurisdictions that the commission members represent or are
attached to. Under most circumstances, the point of a meeting or a
commission is to find a harmonious solution. Only if the commission were
dissolved immediately thereafter would it be acceptable to fight each other.
Paraphrasing Adam Smith, one may state that people rarely meet in
commissions to stimulate competition, but rather to suppress it by harmoniz-
ing tax policy, and government policy more generally.

There is another reason why (tax) commissions tend to favour harmoniza-
tion over competition. Equal tax rates on commodities and production
factors across jurisdictions can be planned and organized, and the outcome
is reasonably predictable, including the resulting distribution of rents. In
contrast, competition cannot simply be established by voluntary action (von
Hayek, 1960). At best, the preconditions allowing competition can be set,
but even then it is uncertain to what extent competition actually emerges
and who receives the rents produced. Therefore, the members of commis-
sions representing particular economic interests (e.g. sectors in the
economy) are reluctant to propose competition, since they are uncertain
whether or not in the end their group will benefit.

3.1.3. Politicians’ interests

Members of government as well as of parliament (or the ‘classe politique’)
have an interest in harmonization: it allows them to buttress the (implicit)
cartel formed against the general population and the firms. When taxes are
equalized between jurisdictions, exit does not help and protest (voice) is less
attractive because everyone is affected equally, so that a tax payer does not
feel that his or her relative position has worsened.

Harmonization of taxes is an effective means to raise the tax level and
therefore to cement the importance and power of the politicians’ cartel. A
striking example is provided by the EC council of ministers which, in June
1991, reached a preliminary agreement that from 1993 onward the rate of
VAT should be no less than 15% in all member countries. Consequently,
three member nations (Germany, Spain and Luxembourg) were forced to
raise their tax rates. The choice of a minimum instead of a maximum rate is
revealing. The suppression of exit and voice has been identified as a major
threat to the citizens’ welfare in public choice theory (see, for example,
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Mueller, 1989, ch. 9). While the politicians in power benefit most from the
rents created by harmonization, the politicians in opposition may also
appropriate part of this rent (the sizeable privileges received by all members
of parliament are identified, for example, for the German Bundestag by von
Arnim, 1991).

3.1.4. Influence by pressure groups

Organized interests generally favour harmonization of government
policies and, in particular, taxes, because the potential benefits for a specific
group are easily identifiable, while the costs in terms of policies less in line
with citizens’ preferences are either irrelevant or distributed so broadly that
they are of little consequence to them. However, competition tends to
undermine the influence of interest groups, because the market instead of
managed trade takes over. Above all, the advantages from competition tend
not to be attributed to those who helped create the appropriate conditions.
The managers of interest groups, therefore, prefer to harmonize the rent
distribution, which they are able to influence by taking—part in the
bargaining process. In the case when they are successful, they prove their
importance to the members of their interest group.

3.2. Undermining harmonization

The previous subsection has argued that economists, experts at the
advising stage, politicians and interest groups have a bias in favour of
harmonizing policies. This does not mean that once the official decision to
harmonize taxes has been taken, all influential actors will be satisfied.
Harmonizing taxes also means that some tax advantages that certain groups
have enjoyed so far may be lost, creating an incentive to undermine the
harmonized taxes as far as possible. The possibilities for avoiding, evading
or cheating will hence be exploited (see Cowell, 1990; Thomas, 1992). The
same holds for politicians and governments of individual jurisdictions who
gain from leaving the ‘harmonization cartel’ as long as such action promises
high rents and cannot be sanctioned or remains undetected by the other
members of the politicians’ cartel. As a result, taxes will de facto be less
harmonized than de jure and some competition between jurisdictions is
thereby reinstalled.

Interest groups, as well as single actors whose rents are curtailed by the
harmonization of some taxes, will look for ways and means to re-establish
differentials in their favour regarding other taxes. If all taxes were harmon-
ized between jurisdictions — which appears imaginable only in a fully
centralized state — then the rent-seekers would turn to subsidies or regula-
tions (which are a kind of tax; see, for example, Posner, 1971). If, for
example, environmental taxes were harmonized in the European Union,
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then it can be expected that differences in formal, and even more so in
effective, regulations between nations would emerge. Short of a completely
effective monitoring and judicial system by the European Union, such a
development cannot be prevented. Reality is thus characterized by a
combination of official harmonization with (mostly unofficial) disharmoniza-
tion of government policy. The ‘ideal’ world projected by formal economic
models of harmonized taxes (e.g., Sinn, 1990) disregards the incentives
created by the very fact of harmonization to re-establish differences in
taxation and regulation.

4. Shifting the possibility frontier

From the traditional optimization perspective there exists a dilemma
between economic and political distortions: the former can only be reduced
by increasing the latter and by introducing new inefficiencies. However,
there are strong forces in official policy pushing towards tax harmonization.
This policy not only leads to political distortions, but also tends to be
undermined by the taxpayers affected, as well as by politicians themselves.
The result is a mixture of official harmonization and unofficial disharmoniza-
tion, which may vary from one area to the other depending on the
possibilities and incentives to monitor and control taxpayers’ behaviour. As
constitutional political economy has taught us, there is little point in advising
governments to behave differently and, for example, to harmonize taxes so
that economic externalities are internalized (this is suggested by traditional
welfare theory, including optimal taxation). What can be done is to change
the institutional conditions under which people act; that is, to change ‘the
rules of the game’. This allows them to evade the dilemma by adopting a
new perspective: economic and political distortions can be reduced by
setting appropriate constitutional rules.

The literature discusses many possibilities that, at the constitutional level,
induce actors to reduce the economic distortions. For instance, one is to
introduce the equivalence principle for taxation. A further step would mean
setting, at the constitutional level, explicit prices for publicly supplied goods,
e.g. distributing vouchers for the use of schools and hospitals, introducing
road pricing or environmental taxes on emissions, or imposing an ‘ecological
tax system’ as a substitute for the present taxation. If such prices for public
services are set according to the marginal benefits created, at least part of
the economic externalities between jurisdictions produced by the present
taxes can be avoided and, from the point of view of traditional welfare
theory, there is less need for the harmonization of taxes.

Constitutional provisions can also serve to reduce the politicians’ tendency
to deviate from voters’ preferences. As with economic distortions, there also
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exists an extensive literature (public choice) on how to reduce pglitical
distortions. One possibility would be to strengthen party t:ompe.tmon by
opening access to new parties and reducing establishegl parties’ grip on the
public purse for financing elections. Instead of repeating these we]l-lsno»\fn
proposals, we want to discuss two institutions that are very effect:ve? in
reducing political and economic distortions, but that have bf:en ll?tle
considered in the literature, and have been used even more rarely in realhlty.
They are popular referenda (Subsection 4.1) and functional, overlapping,
competing jurisdictions (Subsection 4.2).

4.1. Popular referenda

A referendum in which all the citizens have the possibility to participaFe
gives decision power to people outside the politicians’ cartel. Groups that, in
a parliamentary democracy, are not at all or only wgakly represented, can
better express their preferences; this applies, in partlculgr, to the unorgan-
ized taxpayers and consumers as well as to newly emerging demands. Since
these individuals are not integrated into the classe politique, they can e'va.lde
being controlled by politicians. In an initiative, the demgnds are explicitly
directed against the political establishment represented in parliament a.nd
government. Optional and obligatory referenda have more of a controll{ng
function, as they overrule, if successful, the decision takén. by the executl\{e
and 1egislative.4 The influence of referenda on political _outcomes is
strengthened by the low informational requirement for the. citizens. Com-
pared with elections, where the parties’ programmes contain a mixture of
many different issues, and, morcover, aré vaguely.form-ulated (for the
reasons expounded by Downs, 1957), referenda are smgle—xssge votes with
pros and cons highlighted in the referendum process. It is po§51ble to have a
referendum on aspects of tax harmonization. Indeed, in Switzerland, there
have been several such nation-wide popular votes. The citizens can, for
example, be asked whether they want to have a unified income tax or valu.e
added tax in contrast to federal units having the power to determine their
own tax levels. . .

A popular referendum (in the broad sense) can only serve 1ts purpose if
the classe politique cannot block it. In many countries, t}}e supreme court
has the power to decide whether a referendum is admissible - legally, the
criteria are purely formal, but, in fact, the members of the cou.rt who form
part of the classe politique have considerable incentives to forbid referenda

* For referenda in general, see Cronin (1989); for a discussion from an economic p9int .of
view and in a comparative perspective, sce Frey (1994). It turns out that most dfeﬁcnencnes
attributed to direct democracy equally (if not more strongly) apply to representative demo-

cracies.
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threatening the position of the politicians’ cartel, often using vague concepts
of what they consider to be the ‘raison d’état’. In other countries, such as
Switzerland, the supreme court may not interfere in this, and issues meeting
an almost unanimous opposition by the politicians are therefore brought to
the vote. Empirical evidence suggests that referenda are indeed able to
break the cartel among politicians and thus reduce political distortions (see
Blankart, 1992). This is only possible if referenda are binding for political
decision-makers and do not take the form of plebisicites, which are used as a
vote of confidence for the reigning government or president.

To understand the role of referenda for reducing political distortions, it is
useful to distinguish the stages before, during, and after referendum.

4.1.1. The pre-referendum process

An important feature of a referendum is the discussion process stimulated
among the population as well as between politicians and voters. The
pre-referendum discussion may be interpreted as an exchange of arguments
among equal citizens taking place under well-defined rules. This in-
stitutionalized discussion satisfies various conditions of the ‘ideal discourse
process’ as envisaged by Habermas (1992), but it also has various advan-
tages over this rather academic (seminar-style) discussion type. Referenda
bring social issues on to the public agenda; they focus the deliberation
process on a specific proposal, and they naturally end the discourse by the
vote. The discussion induced by a referendum not only improves in-
formation but makes voters aware of issues and alternatives they may not
have considered before; thus, it enlarges their cognitive decision set. This
means that all forms of ‘electronic’ or ‘instant’ voting are mistaken. The
same holds if the citizens have to decide simultaneously on a large number
of propositions as is the case in California (see Eule, 1990).

Referenda are possible and should be constitutionally allowed at all levels
of government: communities, regions, counties, states, nations and the
supra-national (e.g. European Union) level. Today’s constitutional law and
practice transforms referenda all too often into plebiscites. In contrast, a
referendum democracy invites agenda-setting from outside the politicians’
cartel, especially if a relatively low number of signatures for launching an
initiative or optional referendum is required, and if all issues, including
taxation, are admissible (except the most fundamental human rights).

4.1.2. The referendum vote

It is often claimed that for a referendum to be valid there should be a
minimum participation rate in order to provide legitimacy to the decision
(see, for example, Cronin, 1989, p. 11). Such a provision is unfounded as it
does not take into account citizens’ rational behaviour. They only partici-
pate if their subjective benefit and cost calculation induces them to do so.
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Many issues are of little relevance to particular iqdividuals, 50 the_lt voting
makes no sense to them. However, what matters 13 that. participation rates
vary according to the perceived importance .of the Jissue at stake (in
Switzerland, for instance, the participation rate 1s spmetlmes as low as 25%,
but sometimes jumps up to 75%). Such variations oygrnde the mgch
discussed ‘paradox of voting’. An important Pre}'equxslte for inducing
citizens to participate is that the outcomes are binding to government and
parliament. . o ' . .
Many people are concerned about the high administrative cost reieren a
are claimed to cause. In reality, these costs are rather low, prov1c}ed that the
citizens are involved in conducting the vote. In addition to reducing (at lf:ast
budgetary) cost, this strengthens the voters’ feeling fgr co-det.erm.matxon,
which in turn raises their commitment to the community they live in.

4.1.3. The post-referendum process
In a referendum, a political decision is formally taken that conforms to

the preferences of the majority of the citizens pa_rticipat.in.g. This does not
necessarily mean that the politicians and the public z.ic.lmlmstratlon take Fhe
appropriate action to implement it. The more legitimate the pqpulgtlon
takes the constitution to be, the higher are the costs of not following it. In
addition, the politicians are induced to act according to the referendum by
the threat of otherwise not being re-elected by the voters.

Identifying the majority is not the only thing that matters in a referen-
dum. A referendum also clearly reveals how the population feels apd .where
and how large the minorities are. Groups dissenting from the mz.a]orlty are
identified, and their preferences become visible. In repr;sentatl\./e d.emo-
cracies it is often not revealed that there is a sizeable dissatisfied minority or
even a majority among citizens, and where .the population is not’ asked, even
large discrepancies between politicians’ decisions apd the voters preferenc.es
do not become visible. Only when a referendum is taken in such cguntrles
are these discrepancies being revealed, as, for instance, in Fr_ance in 1.99.2,
when the Maastricht Treaty was accepted by an overwhelmn?g margin in
parliament but only by slightly more than 50% of the voters n a referen-
dum. For this reason, even consultative referenda may have a significant
impact on political outcomes. Popular referenda make the Preferences of
(sizeable) minorities become part of the political process. Parties 1n sear(;h of
additional votes adjust their political demands by partly or wholly inte-

rating the minority’s preferences. ’
¢ Thegre is strong Zm;?irical evidence (see Pommerehne, 1990; Schneider,
1992; Steunenberg, 1992; and Eichenberger, 1994) that ref.er_enda are an
effective mechanism to significantly reduce deviations qf political (?ecmons
from individual preferences. An econometric comparison of 'S\fv1ss.con.1-
munes with different degrees of institutionalized forms of participation In
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political decisions reveals that the outcomes correspond more closely to the
voters’ preferences, the more direct-democratically they are reached. The
growth of public expenditure is more strongly determined by demand factors
(i.e. the citizens’ willingness to pay) than by supply factors (in particular,
by the politicians’ and bureaucrats’ own interest). Moreover, public supply
is less costly, the more direct are the democratic institutions. There is also
evidence from surveys that citizens are more satisfied in a referendum
democracy {Cronin, 1989, pp. 78) and that land prices are higher because
people are attracted to such communes (Santerre, 1986). The members of
the classe politique overwhelmingly reject the institution of referenda with
all sorts of arguments (e.g. that citizens are uninformed, do not understand
the issues or are manipulated by interest groups), which, however, are not
convincing because they to a large degree also apply to voters and even to
members of parliament in representative democracies.

4.2. Functional, overlapping, competing jurisdictions

The competition between suppliers of public services can be intensified by
allowing groups of individuals to establish jurisdictions, each of which offers
functions such as electricity and water, police protection and education or
refuse collection at a tax price (see Frey and Eichenberger, 1995). Several
such jurisdictions may exist in the same geographic area, so that residents
are free to get the services from the unit with the most favourable
combination of quality and tax price. Parents are, for example, free to send
their children to a school that promises the best education for the education
tax charged. This arrangement introduces competition among jurisdictions,
giving them an incentive to respond to the preferences of the citizens and to
offer their services at the lowest price possible. Such functional, overlap-
ping, competing jurisdictions (FOCJs) come close to a private provision of
such services, and it is conceivable that they exist along with private
suppliers (e.g. there may exist both public and private schools for primary
education). FOCJ constitute an effective way of providing ‘public’ services
when for one reason or another the citizens do not want to fully privatize
them, but do still not wish to be prone to the often inefficient public
monopoly. FOCJ exist to a limited extent on the local level in both Europe
and America (see Casella and Frey, 1992). The Swiss canton Thurgau with
its roughly 250 000 residents is, for example, composed of several thousand
overlapping communes for water, refuse collection, police, church and
schools.

The overlap between jurisdictions may also extend to a governmental
service not mentioned so far; namely, the provision of law. Each individual
or firm has the freedom to choose which law it wants to apply to its
respective transactions, thus inducing competition among different forms of
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law. The possibility to choose one’s law already exists in_ yariogs areas of
international transactions, and there is quite often competition with private-
ly established ‘laws’ administered, in particular, b.y private C.Ol.ll'tS (see
Posner’s 1986 concept of privately produced law). This alloyvs.mdmduals or
firms to choose the law that most efficiently regulates their issue and that
implies the lowest costs if a conflict between parties should arise. A German
firm wishing to produce under Portuguese law .thus dc?es not need to go 10
Portugal, but can adopt the Portuguese law whl.le staying in Ggrmany. .Th1s
does, of course, completely eliminate the origin principle pf international
trade applied by the European Union. Such EOCJS extending to laws may
be interpreted as the ‘Cassis de Dijon’ rea.dmg by the Egropean Court,
stating that the law regulating the introductxop of a good in one member
country may be applied to any other if so decided by the participants.

5. Concluding remarks

Societies face two kinds of distortions that reduce the wel_far.e of in-
dividuals: economic distortions are induced by diffe.rential taxation, anq
political distortions (which consist in politicians deviatxr}g from the citizens
preferences) are induced by harmonized taxes. Chg{ces by _the various
"economic and political actors on the resultmg p0551b111t.y frontier between
economic and political distortions tend to be biased. Policy proposals based
on social-welfare-maximizing economic theory, and brought f'orward by
economic advisers, tend to favour harmonization. Thf: personal 1nt<?rest§ of
politicians and the influence of interest groups work in the same .d1rect1_on.
However, this policy choice is at least partly underml‘nfed by Fhe incentives
created to re-establish differences in taxation. The position arpyed aton th'e
possibility frontier is an endogenous result of the current pqhtlco-egonomlc
process. It can, therefore, not simply be chosen from'ogts@e. Thls paper
argues that economists should instead propose chapges in institutions — Or 1n
the underlying constitution — which shifts the r'el.aFlf)nshlp between economic
and political distortions inside. While the possibilities for.reducmg economic
distortions have been extensively discussed in the literature, reducing
political distortions has received less attention. Popu}ar 'refe.renda and FO‘CJ
are discussed as important and practically relevant institutions for reducing

political distortions.
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