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Abstract

Regions or countries inter in to competition betw®e among themselves having an aspiration of impgp
their jurisdiction through attracting potentialrfis and labors towards their country by means ofigied tax
burdens imposed upon firms and overlooking envirental and other related issues. The aims this pager
explore the essential elements that are responfiblimter-regional growth disparities and brougimt intense
competition between or among regions of a natiard Attempts are also done to address the queit@nihy
factors of productions move from one place to amothnd what effect does it brings for the develeptof
inter-regional inequalities. Besides, the theosdtiand conceptual explanation of factor mobilityd athe
underlying reason responsible for the mobility aétbrs of productions across and within a courtkrg,practice
of factor mobility and inter-cantonal competitiorithwparticular emphasis of Switzerland confederatiowhich
is the oldest federation with extended autonomdusub-national unities), and measures being takethb
confederal government to redress the ‘race to bo#éfiect- unproductive and imperfect tax competitiamong
cantons are also discussed in detail.

Keywords: Factor mobility, revenue equalization, cost equaian, regional competition, tax harmonization

Introduction
Factor mobility as a concept refers to the abtiitynove factors of production such as labor, cgpitat of one
production process into anothé&actor Mobility can also be defined as the movenodéritictors of production
like natural resources, labor, raw materials, tetdgy, and capitals from their original place to &t to a
productive use in other locations. The degree ofofamobility, however, varies widely among couesri
pressures exist for the most abundant factors twento countries with greater scarcity, where they c
command a better return on investment (Timothy,7200

Harris and Todaro (1970) model of factor mobiligstintended to explain the interregional mobility o
factors, that are labor and capital. This modeum&s that the migration decision is based on fattter
differentials between the expected wage in therudstor and the wage rate in the rural sectorngnather,
factors, such as price differentiations betweeloregis an inherent reason that leads inter regftma of labor
and capitals. When there is a significant variatidriabor availability among countries, abundarttolamove
towards countries with greater scarcity, to gee#tidn return. As a result, in countries where lalsasbundant
compared to capital, laborers suffer from unempdoge low wages. As a result, many of those abundant
workers will move to nations that pay higher wagesl enjoy full employment status or at least high
employment rates (Suranoy010).

Likewise, capital movement at international leveetibne in the similar way, i.e. it moves from naso
with abundant capital towards a country with scaedowment. As Timothy (2007) explained, the mosem
of labor and capital between the United StatesMegico is good case in point. Mexico gets capitain the
United States; and the United State gets workeym fMexico. If the movement of goods and factors of
production i.e. capital, labor, technology and raaterials are permitted around the globe then tineparative
cost of transferring these goods and factors wbalthe sole determinant of the location of proaurcti

In addition to international mobility, domestic fac mobility can also be understood as the movement
of or reallocation of productive factors acrossteec within the domestic economy. Different degreds
mobility arise because there are different coss®@ated with moving factors between industriesgémeral,
factors of production are potentially mobile ingbrdistinct ways: Between firms within the sameustdy,
between industries within the same country, betwiers or industries across countries (Timothy, 200

The movement of these factors or the degree obifanbbility across the regions can be determined
by various multifold variables. Besides low tax eratother important factors such as market access,
infrastructure, national stock of know-how, expede and technology generate externalities are i@apbr
elements that determine the preference of firmswaoikers regarding where to locate and make thegpital
more profitable (Asa and Karin, 2004).

Categories of factors of production
Michael (2002) in his article attempted to identifgrious categories of factors of production with unique
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features. These are:

1. Capital- companies and private individuals in the first dgetransfer capital because of differences in
expected returns. They find information on intereste differences readily available, and they aamdfer
capital immediately at a low cosEach local government knows that when the regioessafficiently opened,
the increase in the provision of local public gosdsh as low cost of transport, calls a larger arhoticapital
into the home region; that capital inflow improwks regional welfare. Therefore, local governmerunpete
for capital inflow and local public goods will beser-provided. When the regions are closed to aicseifit
degree, however, capital moves to a region withrgelr market. Consequently, each local governmesitdies
to impose taxes for the maintenance of a larggrodiable income (Wilson, 1999).

2. People or labor-People are also part of factors of production thas internationally and domestically
mobile. Comparatively speaking, the scope of theenment of People is less than that of capital. pRemove
from one country to another not just only for eamimpurpose but also for several other reasons:

Tourism and education purpose:People moves abroad for recreation and educatmmpbse. These kinds of
movement with such purpose, however do not affectofs endowment of the host state because thaytdo
work in it. While people who move to another nation the major reason of work, do largely affecttéa
endowment of the host country. Unlike capital isatansferred between countries at a low costpleeasually
incur high cost to work in another country. Amonbess, they need to have immigration paper whichery
scarcely given to their citizens by most statethefworld, and face troublesome challenges suddaasing new
language, adjusting to new culture and environretite receiving state (Timothy, 2007).

Economic purposes:People, no matter how their professional backgrasndhostly work in another country
for economic reasons. For instance, they moveanckeof better job with better salary; social saguto keep
their business from heavy tax burden so that thynamore profit. In so doing, individuals compahe low-
cost value of expected utility from his home regtonthat in a host state. They decide to move atdfithe
anticipated utility of moving is higher than thepexted utility of staying at home. The impetus &b @ higher
income and better working environment thereforetenat lot. Consequently, the movement rates froomtrées
with less developed financial markets into coustnégth more developed financial markets should lggndr
(Bonin and Eichhorst, 2008:77).

Political reasons: People also move for political reasons. For ingaifcthere are harassment or threat of war
and other social insecurity, they are commonly bee® refugees and usually become part of the labolrip
their new host lands.

3. Technology and Raw Material: Technology and raw materials are also crucial fagtothe production
process. While technology is a medium or mechaménproduction, raw materials are vital inputs ireth
production process. Consequently, technology amd materials move across borders due to scarcityilédNh
some regions are rich enough in raw materials actnblogy, whereas, others countries suffer fromerse
shortages in either of them. Accordingly, an insegh relocation of production from the technologghri
countries towards low labor cost countries, or éase the demand of developing region’s markets for
technology in terms of knowhow (Timothy, 2007).

Theories or / models of factor mobility
Mobility (Ricardian) model - according to this model, factors of productioa homogenous and, moves freely
and costless between firm within an industry angvben industries within a country, but are immolbié&ween
countries. It is also assumed that each workerttasame productivity as every other worker in gvaher
industry. In other words, according to, Ricardiaud &eckscher-Ohlins’ models, given that factorsassumed
to be homogeneous, once move to a completely diftendustry, they immediately become just as pctide
as the factors that had originally been employethat industry (Suranovic,2010). For example, ar lve@rker
who moved to the wine industry would immediatelyctrme as productive as a longtime wine worker. This
assumption is possible only in a long-run scendniather words, given enough time, all factors barmoved
and become productive in other industridéhough, there would be some transition costsiired, such as the
cost of location (market) search, transportatiod ather transactions, but it still remains reastméb assume
that the transfer of factors is costless (Timof#§0Q7).
Immobile Factor Model- the immobile factor model highlights the effectdadtor mobility between industries
within a country when a country moves to free traddelike the Ricardian model which emphasis, labor can
move between industries costlessly; the immobidofamodel, assume that the cost of moving a faistor
prohibitive or a restrictive of free movement. hiog like Ricardian mobile model, the immobile model will
happenwithin an extreme short-run scenario. In the vérgrsrun, it is too tricky for any factor to be nem/and
become productive in another industry (Suranovid,®@.

To sum up, both mobility model of Richard and imntibbtheory/model/ focused in a two country,
two-good, two-factors, perfectly competitive geterguilibrium model but the immobility model stretye fact
that labor cannot move across industries.
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Factor mobility based on comparative advantages

Factor mobility has important role for internatibtr@de and investment flows between countriesragébns. In
free and open economy models, the assumption tdrfanmobility across trading partners is at theibaf the
concept of comparative advantage lying on diffeesnin factor endowments. In country, with two fastof
production (capital and labor), countries will tetadexport goods that are intensive in the domesdigndant
factor and import goods that are intensive in tti@ioone. Hence, trade is not just a way to exchaogds, but
is essentially a way to access the scarce factachwimcorporated in imported goods. The labor alaumd
country would likely to be a net exporter of workeind a net importer of capital (Stephen, 2012).

Factor mobility based on agglomeration economies

New trade theories and New Economic Geography esipdmgm that, under certain circumstances (low
overcrowding costs and trade barriers), technotddarctors or financial externalities may creatglameration
effects, attracting both capital and labor flowstérms of labor, both skilled and unskilled labbase an effect
on factor mobility. For example, the presence tzrge skilled migrant community may lead that regéoplace

of international schools, making a location attractfor foreign firms and their foreign managerstHere are
excess unskilled workers within a region, then tahiatensive producers from other countries migitide to
transfer their activities towards that region, hesgathey can benefit from a relatively cheap uteskiorkforce.

In addition, a given location with the presencenigih technology also attracts foreign companiesengineers
(Giorgio, 2007:5-6; Stephen, 2012).

In a most general sense, the agglomeration oripetdt forces, as Redding and Anthony (2004) note,
are usually classified in three groups. The first knowledge or technological spillovers, that malatractive
for firms to locate close to each other. The secaredvarious labor market pooling effects, whiclkkamage
firms to locate where they can benefit from readiliailable labor skills by attracting skilled labmway from
existing firms. The third centripetal force aridesm linkages between buyers and sellers. It igiahtly true,
that all business men want to locate their firmgélgulating where their customers are, and custom@l also
want to locate their residence close to their Seppl These linkages are simply the demand andslipkages.
They create a positive interdependence betweetotiaion decisions of different firms and custormetsch
intern give rise to a process of cumulative caosattreating agglomerations of activity (Anthon999). These
centripetal or agglomeration forces can functioguite an aggregate level, drawing firms from altters into
locations with large markets, with basic industrlabor skills, or access to business services sagh
transportation, finance and telecommunicationss Thbecause of the fact that, an increase indheemtration
of industries and infrastructure in one region widicrease the cost of innovation and attract masinbss
owners in the sector. It would also affect the cltiee of residents’ wages through changes in region
productivity (Gianmarco and Jacques-Francois, 2000)

In contrast to agglomeration forces which attraghg$, there is also force that attracts firms ie th
opposite direction- centrifugal forces, encouragitig dispersion of activity. These include congesti
(overcrowded), pollution, competition for immobiiectors and other externalities that might be dased with
concentrations of economic activity are factord théght be deter agglomeration. For example, if phiee of
land and labor is raise up in centers of activitd & there is demand from consumers who are locateside
the centers of activity; dispersed or separate womss will encourage dispersion (scattering) ofm$ror
producers, particularly if trade barriers or tram$gosts are high (Anthony, 1999).

Inter-regional competition- under no capital mobility, each country employsoen endowment of
capital and taxes are set optimally in that thegima utilities of private and public spending a&wgual. It is
what scholars of economics calleak competitionequilibrium This will automatically changes when capital
becomes mobile. The term tax competition descrites the countries compete for the fixed internalon
amount of capital by undercutting each other’srtgs, effectively engaging in a race to the botiomax rates.
Each country sets its tax rate assuming that tesria all other countries remain unchanged, botamp on a
time if a tax rate is lowered in one region, thieeo countries will lose capital to that countrydawill have an
incentive to decrease their tax rate as well (Kirags 2002:6;John Douglas, 1999).

Inter-regional competition in the area of tax, adaog to Davidson (2007) is seen as government’'s
economic policy strategy having low tax rate toatt capital and business activities in order tprione their
economic welfare in terms of employment and outwotvth within its jurisdiction. In doing so regionsduces
tax revenues and hence puts a pressure on theajegmrernment sector to increase efficiency in jubl
spending (Rosset al, 2004).Likewise, as Tiebout (1956), give details in hisskdheory of local public good
provision, also provides a theory of efficient teompetition. Capitals and labors will move acrosegion,
what Tiebout call itvote by foot by assuming that there are better economic rstude assumed that each
region’s government is controlled by its landownevho seek to maximize the after-tax value of thgion's
land by attracting individuals to reside on thisdaTo do so, the government offers public goodd tre
financed by local taxes. In general, the Tiebo956) hypothesis is based on seven assumptions:

86



Journal of Poverty, Investment and Development www.iiste.org
ISSN 2422-846X  An International Peer-reviewedrdal E-L,!ll
Vol.13, 2015 IIS E

1) The consumer-voters are fully mobile and no coirgBaexist in their mobility and selection of op&im
communities

2) Consumer-voters have complete knowledge on revandeexpenditure patterns that different communities
offer and are aware of how to react to such diffees between communities.

3) A relatively large number of alternative commurstieith different offering of public goods are awadile
for the consumer-voters to choose from.

4) No restrictions for employment opportunities afeliént places thus individuals may earn the sawentge
no matter where they live.

5) The supply of public goods in a specific jurisdictidoes not spillover effect (external costs antkfits) to
another jurisdiction.

6) There is an optimal (best) community size for whilth bundle of public services can be producedhet t
lowest average cost possible.

7) Communities are constantly in pursuit of that optifibest) size.

Tax competition however has opposite extreme ehds an independent government engages in
wasteful competition for scarce capital throughuetibns in tax rates and public expenditure levEle effects
of competitions on regional welfare of providing&b public goods are categorized into tWwarst, local public
goods improve the productivity of manufacturingrfe in the home region. Thereby, the firms can takekets
from the other region's firms in competition. Camgently, the reward to capital will increase. Eaegional
government therefore has an incentive to provideenhacal public goods than the other governmensgdee
that the competition between the two governmerdasidethem to over-provide local public goo&=condly
productivity improvement increases the number ofeties; then it decreases the price index. Théirde=of the
price index has an interregional spillover effé¢anufactured goods are consumed not only in theehggion,
but also in the other region. For that reason,nibeease in the number of varieties decreasesttiex cegion's
price index as well as that of the home region.tThahe effects of local public goods spill oweto the other
region through the trade of manufactured goods. 3pidover effect increases associated with inedas
interregional openness (lhara, 2008).

Classification or areas of competitiontegarding on which area the regional governmentpaes, how to and
for what purpose they compete; inter-regional cditipae, on particular emphasis given for fiscal quatition,
according to (Robertd989), can possibly be classified inthoee areas categories:

Competition in the provision of public goods-sub-national units compete each other in the pimvisf a
bundle of public goods and services, such as tadwgptheir quality, reduce their cost and adjugipsy to
match residents’ preferences. This kind of comioetiis aiming to increase efficiency in public gsodnd
services.

Competition for funds- is competition of regions in search of funds tafine the provision of public goods to
its inhabitants at the lowest possible tax pricedbing so, it requires to enlarge tax bases oemess, and
disputes for usually scarce costless or low-costi$y provided by a federal government. If perstmadme tax
is allocate to regional governments, they may eittitee wealthy from other jurisdictions by reduciag rates or
by providing a package of public goods tailoredhteir taste

Competition for business investment:this kind of competition has the aims to increasedpction,
employment levels and income within the unit. lastents of this type of competition are loweringpmate
income tax, tax incentives and provide public sasito a particular firm.

Merits and Demerits of inter-regional competitions

Inter-regional competitions not merely in the arefitax but also in other related areas has botlmrtdges and
disadvantages on the efficiency provision of pulsiévice, generating revenues and attracting dapitaa
particular region.

Advantages

According to Tiebout 1956; Rosst al, 2004), if it appears in a small scale, inter oegi competition have the
many advantages. It improves the quality, quaraitgd access of local public services in which ivesras a
main source of provision of social service improeam In addition, inter regional competition pautarly on
tax competition can ensures greater diversity, ahoand efficiency of services by having high dyabf
infrastructure. It also allows the populace to eaté and compare their local government’'s perfoo@an
relation with the neighboring regions; thus it emtes the quality of political decision-making aminforces
accountability. It promotes policy innovation angperimentations so that they adopt and implemettebe
practiced policy. Finally, tax competition and retion of the tax burden attract or retain firms hait its
jurisdiction as a result it gives employment oppoities and improve their economy (Roberto, 198gbdut
1956; Rosset al, 2004).
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Disadvantages

Unrestrained horizontal competition brought a numbfk unpleasant consequences for a national economy
Some of the problems related with it are: Weakeaarimal common market- though having national common
market is an important issue, sub-national govermga pursuit of attracting capitals and labor nsagil in
beggar-thy neighboring policy and in the processy rirdentionally or un intentionally erect barrieos
mobility’s of goods and services. It degrade of thulity of life- for the need of attracting capitand labor,
local governments offer an ever expanding rangevofillowance and lowering of environmental andutamry
standards which brought horrible public life. Idueed social welfare and creates fiscal injusticeattract
business men, regions grant special tax bonussandalydays, to a firm. To compensate loss of raeeit is a
must for the region to impose high tax burden fibveo firms or individuals. Government will unabte ¢ollect
adequate revenues. Lowering tax rate thereforahgusustainability of public spending and realatof the
planned projects under question. It also posestvedisct on less developed and financially wealkestavhich
they are powerless to provide social services ardipworks so as to attract new potential firmsthe long
run, it can lead to ‘race to the bottom’ effectgefout 1956; Rosgt al 2004).

Part-Two- Case studies

The Empirical Assessment of Factor Mobility and Iner-Regional Competitions in Switzerland

An overview of about Switzerland

Switzerlandis one of the mountainous, richest and smallestrigbn located in the central Europe and is
bordered by France to the west and northwest, Gerrtathe north, Austria and to the east and Italyhe
south. Swiss have a populations of just not mosa th.5 millions, covering an area of 41 2872kwith the
capital city of Berne. Switzerland recognized fofficial languages: Germans accounts 65% of theuladion,

the French 18%, the Italians for 10% and the Rokfaascounts 1%. Regarding religious denominatioare
than 48% of the populations have a faith of Romath@lic and 44% Protestant (European Observatory on
Health Care Systems, 2000).

Switzerland, officially known as the Swiss Confeat&m, is a federal parliamentary republic with
three levels of government, the confederationhatrtational level, cantons (26) with its own tastsyn besides
to the central- at the intermediate level, and Comas (2880) at local level where the degree of rartty
granted to them is determined by the individual t8as and therefore varies considerably from onet@ato
the other. Of the 26 Cantons, 20s are considerédalasantons and the rest are six Half-cantongpReusually
make no any distinction between full and half-castdut consider that there are 26 Cantons in suanh E
Canton has its own parliament, government and solilte Confederation has authority in all areagtiich it is
empowered by the Federal Constitution, such asgiorend security policies, customs duties and enatvide
legislation. Tasks which do not expressly fall withthe domain of the Confederation are matters thar
Cantons. The federal executive authority is catleelFederal Council- consists of a seven member cabinets
elected by the federal parliament for a four-yeamt (Dafflon, 2004).

The President of the Confederation is one of thenbees of the Federal Council elected for just one
year with the duty merely to chairs the sessiorthefFederal Council and undertakes special cerndaties
but has no extra additional power. The federalslagive authority is called theederal Assemblyeonsists of
two chambers namelational Council-with 200 members at national level, and @@uncil of Stateswith 46
representatives of the Cantons elected two reptatbezs from each full canton and one for each baliton
directly elected by the people. Its political pkidgphy could be described as Direct Democracy wiluent
referendums on national, cantonal and communaldeVée participation of people in direct democrécgully
recognized in most cantonal constitutions for tlwn@unes so that citizens themselves may take are gurt
in the decision making on all important politicaldeeconomic issug®afflon, 2004).

Inter -cantonal competition under Switzerland federation
Every canton in Switzerland has adequate fiscalraarmhy to enter in to tax competition. For a matifefact, the
small size of Switzerland and of its cantons pesraithigh degree of factor mobility, thereby exaatriy the
competition. Private and corporate taxpayers cailyeaove from place to place with low tax burdeBecause
of the prevalence of well-developed transport stinacture, which encourages labor mobility and gokband
forth, has probably increased competitive presstmeSwitzerland, factor mobility much stronger dmet
municipal level than on the cantonal level becatemasaction costs are lower between nearby jutisdis (Feld
and Kirchgassner, 2001).

Since the Swiss federal government derives itgitegcy from the 26 cantons, as a result, the ckntra
government only plays a subsidiary role, carrying lanited competencies that account for less thae-third
of total taxes and spending( Pierre B,-86).
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Fig.1. the % of tax revenues by the three tielG@fernment
Source: f Pierre Bessard (2006)

The cantons are empowered to levy on any kind »fptavided that it is not within the exclusive
authority of the Confederation. The Municipalitibewever are entitled to levy taxes only to the meite
authorized by the cantons based on cantonal law.irBsome cantons the municipalities have their dam
legislations (Swiss Federal Tax Administration Tdaatumentation and Fiscal Information, 2013).

The Swiss federal system emphasizes the soveredfritye Cantons, at the intermediate level, aed th
communes, at the local and lower level which isvéer from the federal and cantonal constitutionsiclv lists
not only the tasks of each government level, bso dilx their right to levy some sorts of taxes. @aal tax
autonomy is a principle of Swiss federalism andguted by the Constitution. It is extensive andlags the
power of the cantons to define the type of tax ihétvied, as well as the rates (Fabrizio Gilamliyal, 2010).

Thus, the assignment of competencies and reverweesare defined at each level of government.
Each canton, therefore, has their own fiscal systeable to set its own tax rates, and they deciudhe
provision of public goods and services on their oprisdiction, independent of the federal governtnen
(Dafflon, 2003).

Tax competition between regional or local authesitivithin a decentralized, multilevel government
system has been an issue for policy makers. Thisdause of the fact thaéie tax burden, besides other factors,
is just one factor that plays a determinant roletfe location decision of private firms. Such kiofifact is
commonly visible in Switzerland, where the diffecen in business taxation between and or withinacenhave
been importan{Rossiet al, 2004). The tax burden imposed on the firms’ profit ver@nsiderably between the
26 Swiss cantons. According to OECD Economic Suesggiences indicates that in Switzerland the awetay
rate on business profits varies from 13 to 31 et evhen the three-level government taxation issictared
altogether (OECD, 1999).

Such a big discrepancy on business taxation betselemational governments provides a framework
where tax competition through reduction of the baxden should attract or retain firms within theigdiction
implementing this policy. Because of this autonoafyeach canton which appears ready to discusscal fis
agreement with the newly established firms prodwcnrelatively high-valued output, in the long rany
economic benefit that might result in terms of oegil income or employment growth is bound to bdifrad by
the fiscal competition of other cantons. Wheneveaiaton's fiscal strategy is successful in attragt firm by
granting it a fiscal bonus, another canton will iediately do the same thing by reducing its tax bardn
business profit and capital, until all cantonatéisburdens are eventually reduced to a minimunngué a lack
of co-ordination between local governments. Thiadkiself-reinforcing, downhill process largely aftfec
Switzerland’s national budget and the quality oblpuservices. The table below which is taken frDadflon,
2003 shows a brief summary about how cantons gettiax competition in search attracting of capéadl labor
in to its jurisdiction and to make their economyboup. He took only seven French-speaking cantsressaase
study to reveal practical evidence as to how eaction get in to competition by down cutting theix tate and
bases.
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Table-1. Cantonal competition by tax reduction.

Name of cantons 1985 1995 1999 19889
Berne 72 028 51 710, 51 681] — 28%
Fribourg 61 614 59 149 58 721 -5%
Geneva 59 641 59 607| 63 3421 +6%
Jura 85 582 58 723 58 549, - 32%
Neuchatel 90 180 88 897| 88 565 - 2%
Valais 74704 65 325 65 204 - 13%
Vaud 66 914 64 091 63 976| — 4%

Source: Dafflon (2003).

The table shows that all cantons named above, &X8epeva, have reduced their tax burden on
business profits over the years. The rationalertaiebanton Jura has the highest rate of decreaspef3@ent),
owing to its discomfited geographic position arerilatively low cantonal income. The canton Jand Valais
suffers more from their geographical situation #imas tries to compensate it and attract or retamsfby an
important decrease in business taxation over thiegeapecified. Tax holiday or reduction of busimeax is
however not the a solid factor attracting firms bather a number of other factors such as the puitkiof
markets, and easy or low-cost access to motorwdyailway networks are so important.

On the other hand, the canton of Berne have coraitlereduced its tax burden on firms in order to
keep up with, compete or to catch up, with the dehnton called —Zurich area. It is plausible tg #at the
remaining cantons had also lowered their busireesation for similar reasons. The canton Zurich loa dther
hand, known by its prosperity in economy has a remal firms and industries than others. Such agghation
effects enable Zurich to have incomparable advastag attract potential capitals and firms simplghaut
having any reduction in tax base.

What measures being taken by the federal governmenb address such unwelcome competition and
cantonal disparity?
Switzerland is characterized by significant différ@ot only in population number and distributidemyguage,
religion and geographic size; but also varies @irthational income, level of development, publitahce and
tax burden among cantons. These factors of difterdn combination give rise to varying levels ofbjici
service by each canton. Taking these disparitie@ngneantons in to considerations, the confedera¢igonent
necessitates to take the following measures wighaims of providing at least a minimum standargublic
services (Dafflon, 2004).
A. The fiscal equalization-refers to the transfer of fiscal resources acr@sgans to balance differences in
revenue raising capacity or public service coshal$ aimed at fostering inter- harmonization reglicguity.
Equalization can also be seen as increasing eftigisince it prevents households from moving towdrdh-
income canton, simply for receiving public serviee$ower tax rates (OECD, 2011).

The financial autonomy and independent of cantsrani of the founding and inherent principles of
Swiss federalism (Fabrizio, 2010). From the vergibeing, there have been differences between richpmor;
large and small cantons; and in 1938, the firstabgation policy was introduced in the form of cdrahal
grants, based on the tax capacity of the cantoat®rlon in 1958the Swiss constitution empowers the federal
government to equalize disparities among cantdasbjective was to correct fiscal imbalance anabding all
cantons be able to provide at least some minimuwuemable levels of service without much heavierttasdens
in some cantons than in others (lbid).
There are three possible mechanisms of federaliezgtian programs being employed to do it:
1) Conditional specific federal grants-in-aid to the @Gnton- Many items of cantonal expenditures assisted by
federal specific grants; which accounts about dme tof federal grants devoted for this purposéds limainly
vertical, from federal to lower levels of governmaewhich regulated by many special laws concernimg t
provision of public services at decentralized ley@afflon, 2004).
2), Revenue sharing from federal tax revenues anddtional Bank- the Cantons' share in federal tax revenues
derives from several sources, such as the fedaedtdax (FDT), the withholding tax (WT) and part the
customs duties on petrol and motor fuel (DC). Idition, the Cantons also received from the Natidahk a
share of its yearly benefit (Ibid).
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3). Cantonal contributions to social security: it includes the contributions of cantons to thredefral social
security programs: the old-age and survivors ingeggOSl), the disabled pension scheme (DPs) anththily
allowances in agriculture (AFA). The percentagetdbations of each level of government are sumneatias
follow in the table:

Program Federal shares Cantonal shares
Old-age and survivors insurance (OSI) 17% 3%

Disabled pension scheme (DPS) 37.5% 12.5%

Family allowances in agriculture(FAA) 2/3 1/3

Source: Dafflon (2004)
B. Tax harmonization(material tax harmonization): the possible outcome of difference in cantorsd t
systems is not only treating taxpayers unequasaccantons but also leads to highly complex ldigtosition
on the basis of which cantons collect their taXd®t means cantons, not only differ on the typetarés, tax
rates, and tax allowances they had, but also th& lerocedures they follow for determining tax lisp and
calculating taxes due, and definitions of tax framd the extent of penal sanctions (Fabrizio, 2030¢h varied
and complex tax system was highly criticized anill foet constitutional provision to have tax harmpaiion
among cantons. In doing so, according to Fabri2@d,0, the 1999 Swiss federal constitution unddclari29,
empower the federal government to do the followasks

To set out principles on the harmonization of theea taxes imposed by all levels

government; To harmonize tax liability, the objetthe tax and the tax period, procedural

law and the law relating to tax offences; and Tédefal government shall issued regulations

to prevent unjustified tax benefits.
These principles however remain on paper until ¢éimel of 2000- which is a period where formal tax
harmonization among regions was achieved becaukelobf political support (Ibid). All measures ntiemed
above tells us how the Swiss government react athto deter undesirable inter-regional tax corntipatiand
efforts made by the federal government to brougtdaf equalization in order to each canton to gdeast a
minimum of acceptable standards of social services
C. Revenue equalization4t includes horizontal and vertical transfers efenue and is based on the resources
indicator. Cantons which meet an indicator of ficiahcapacity of national mean (standards) andawelmore
than standards will have to finance horizontal égation. Unlike horizontal equalization-which fineed by
cantons themselves, vertical equalization will ipariced by the Confederation. Cantons with an atdiclower
than the standard (100) will receive equalizati@yrpents. Based on the formula adopted there #hatst
financial resources of the Cantons as a cornerestitie poorer a Canton, the bigger will be the amhqer
capita that it will get (Dafflon, 2004).
D. Cost equalization-cost equalization policy of Switzerland is consist$wo elements:
i. Compensation for additional costs: geography and fmgraphy- this is a compensation for additional costs
in the production of cantonal public services fengraphical and topographical reasons, primarilgdripheral
and mountainous regions which is more affecteditityde, low population density, too much distamt §ervice
delivery. The main purpose compensation is to cbmater, forest, the protection of main roads agianatural
danger. A canton that incurs costs higher thanonati average would receive compensation the form of
conditional block grants- remains linked to theamplishment of the specific task. The Criteria &miditional
costs: geography and topography are: populatiorsiferpopulation above 800m altitude, populationain
commune with less than 200 inhabitants and areseab®80 m. altitude (Dafflon, 2004). It is orientedvards
in favor of the mountainous areas or cantons.
ii.. Compensation for additional charges: socio-depgraphic factors: it is on the other hand, formulate to
deal with specific problems in urban areas. Theildk criteria that need to take in to consideratare:
population aged 64 and below receiving social pafulation above 65 of age; foreign residents, hteid; and
unemployed people. More over level of poverty, Mguaoental family with one or more children agedobeR0
and degree of drug problem (drug addict therapg) aso take in to considerations. It is for the trmat
oriented in favor of the urban areas (Ibid).
Is there inter-cantonal cooperation?
Besides intense competition among cantons, thealsdsan area where cantons obliged to cooperate issue
that is in common. If a Cantonal task which wiliaaspillover effects on other cantons, it must bdgrmed in
contractual co-operation. In doing so, the Confatien could oblige any reluctant Canton, which dat give
its consent to participate to a co-operation tagien at least half of the co-operating Cantonsfaslsuch an
intervention. Canton which, therefore, benefit framrvices provided by another will have a duty &y p
compensation to the providing canon (Dafflon, 20@)me of the being tasks done in contractual eadjon
are: institutions for disable, penitentiary, urb@mlic transportation, sewage purification plamtaste disposal
plants, universities, professional high schoolecifit Medicare and specialized hospitals, cultumatitutions of
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inter-cantonal importance (Ibid).

If all cantons could credibly commit to increasitige tax rate marginally from the tax competition
equilibrium level, such that the national allocatiof capital would remain unchanged, overall wtilih all
cantons would be increase. Such a coordinatedaseri the tax rate would lead to shift resouroas forivate
spending to public spending, which brings equatesnbarginal utility of private spending with thét public
spending-perhaps exceed from the former one (Knags2002).

Conclusion

Factor mobility like capital by now move from acsosegion as freely and perhaps costless as comyidre
labor which the later is more restricted by facguwsh as high cost, quest for immigration visaassport. Labor
or a person moves in to neighboring regions for rémson that they calculate their cost-benefitrnstiby

comparing the empirical variation among countrigsterms of their GDP, better wage and income, laynd
comparing the personal income tax of the hostoregwith the sending one. Moreover, political dastfor

example, lack of political freedom, persecutions amssive summary execution of people by the regtoe
play significant role for the out flow of peoplesin once home region.

Switzerland recognized extended sovereignty to eacional unit. Decentralization especially direct
taxes, and subsidization are the Swiss governnaittypchoices which are also extend to the casexdtion.
Though all cantons engaged in competition andargttract wealthy firms by having dissimilar tatesiand tax
systems, the competition has not as such led tati@nwide race to the bottom. This is partly taxgay
explained by the presence of inter-cantonal codjperarrangements, like the system of fiscal egadilon and
tax harmonization and by the institution of direemocracy that enable individuals and companiedetide
their tax rates and basdowever the race to the bottom effect is relativeiiyh for the reason that of intense
income tax competition among cantons especiallyldar and middle income groups - more subjective to
difference tax rates and bases. The issues of @repebility or not of differentiate in income texa political
agenda in Swiss federation.

The Swiss federal government does take what iebedl best in redressing the actual interregional
competition. Of these measures, fiscal equalizatmnl tax harmonization, cost harmonization areesofrthe
policy option being practiced by now. Besides cotitipe exist there, there is also a sense of caa®sr in an
issues which is in common such as institutions ta targeted with disable people, university, arba
transportation and sewerage etc. moreover, they altdiged most of the time by federal government, t
cooperate and offer appropriate amount of comp&ms#d the service used provided by other cantpillgser
effect), and an activities which has had a spilteféect over other jurisdictions.
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