British Journal of Political Science -
British

http://journals.cambridge.org/JPS Journal of

. . . Political
Additional services for British Journal of Political Science: EIslSares

Email alerts: Click here
Subscriptions: Click here
Commercial reprints: Click here
Terms of use : Click here

e e

How Socialization Attenuates Tax Competition

Fabrizio Gilardi and Fabio Wasserfallen

British Journal of Political Science / Volume 46 / Issue 01 / January 2016, pp 45 - 65
DOI: 10.1017/S0007123414000246, Published online: 17 July 2014

Link to this article: http://journals.cambridge.org/abstract S0007123414000246

How to cite this article:

Fabrizio Gilardi and Fabio Wasserfallen (2016). How Socialization Attenuates Tax Competition.
British Journal of Political Science, 46, pp 45-65 doi:10.1017/S0007123414000246

Request Permissions : Click here

CAMBRIDGE JOURMNALS

Downloaded from http://journals.cambridge.org/JPS, IP address: 130.60.130.122 on 01 Dec 2015



B.J.Pol.S. 46, 45-65 Copyright © Cambridge University Press, 2014
doi:10.1017/S0007123414000246
First published online 17 July 2014

How Socialization Attenuates Tax Competition

FABRIZIO GILARDI ano FABIO WASSERFALLEN*

Tax competition is the quintessential example of policy interdependence. The general idea is that tax
changes in one jurisdiction lead to similar changes in others. However, research has shown that institutional
and political constraints limit competition. This article develops another argument: that socialization among
policy makers attenuates competitive dynamics by setting limits to the extent of competition that is
considered acceptable. Using fine-grained Swiss data and spatial econometric techniques, it shows that
personal income tax rates are more strongly correlated among competitors that do not participate in the same
intergovernmental organizations. This finding implies that, to some extent, the detrimental consequences of
competition can be mitigated by fostering institutionalized forms of interaction among policy makers.

Tax competition is a prominent case of interdependent policy making. Decision makers in one
jurisdiction are influenced by the tax rates set in others, because these affect their capacity to
attract or retain valuable sources of revenue such as investment, companies or taxpayers. The
consensus in the literature is that this is a real phenomenon, and many studies document it
convincingly at both the subnational and international levels.! At the same time, research has
shown that several political and economic factors limit the extent of tax competition, including
domestic politics and institutions,” budget rigidities and fiscal redistribution,® broad institutional
constellations* and other forms of interdependence, such as policy learning.’

This article argues that socialization among policy makers is an additional source of constraint
for competition. Building on the literature on international socialization and norms,® we argue
that interactions within intergovernmental organizations (IGOs) foster the development and
enforcement of norms on the appropriate scope of tax competition. Importantly, our socialization
argument does not imply that policy makers strive for increased policy coordination or
co-operation to limit competition. Rather, in a context in which competition is generally accepted
(and is not contested as such), social interactions among policy makers may produce, as a
byproduct of the exchanges, enough leverage to sustain norms on the acceptable forms and
intensity of competition. This dynamic creates real constraints on tax competition.

Empirically, we focus on personal income taxation in Swiss cantons from 1990 to 2007.
In comparison with cross-national studies, the Swiss case offers several advantages for the study

* Department of Political Science, University of Zurich, Switzerland (emails: gilardi@ipz.uzh.ch; wasserfallen@
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of tax competition. In Switzerland, tax policy is extremely decentralized, fine-grained data on
tax rates are available, competition can be measured more precisely and an interesting
constellation of intergovernmental institutions can be exploited. We estimate spatial lag models
for fifteen income categories using a variety of specifications for unit heterogeneity, serial
correlation and connectivity matrices. Our results consistently show that cantonal personal
income tax rates are correlated with those of competitor cantons, but the correlation is stronger
among cantons that do not participate in the same IGOs than among those that do, suggesting
that these institutions help enforce norms on acceptable forms of competition. Participation in
IGOs can be considered exogenous to policy makers’ motivations to discuss tax competition
matters because the composition of IGOs has historical origins, is the same across various
policy areas and no opt-outs are possible. These findings have implications for the role of
intergovernmental institutions and other institutionalized forms of interaction among policy
makers in setting limits on competition in tax policy and other areas, all the more so that, in our
case, one would expect policy makers’ immediate interests to overshadow other considerations.

The article is structured as follows. The next section discusses theories of tax competition and
their relevance in the Swiss case. Then the argument is developed that social interactions among
policy makers may help sustain norms about the appropriate extent of competition and explains how
socialization unfolds within Swiss IGOs. The next section introduces data and methods, including
the operationalization of competition and our strategy for the empirical analysis. Then the results of
the statistical analysis are presented, which show that cantons respond more strongly to competitors’
tax rates if they do not participate in the same IGO. The next section discusses policy implications
and the relevance of our analysis beyond the Swiss case. The final section concludes.

TAX COMPETITION: THEORY AND RELEVANCE FOR SWITZERLAND

The assumption that taxpayers or capital relocate because of tax rate differences among jurisdic-
tions has motivated a vast theoretical literature. Famously, Tiebout advocated decentralized public
goods provision based on his model of mobile citizens moving to communities that provide the
combination of public services and taxes that is closest to their preferences.’ In contrast to the
welfare-enhancing Tiebout hypothesis, the first generation of formal tax competition models
predicted a race to the bottom in tax rates and an under-provision of public goods if citizens move
because of tax rate differences.® Scholars refer to the Zodrow and Mieszkowski model as a baseline
formalization of the argument that competition among jurisdictions drives tax rates down.’
However, the empirical evidence has not supported the race-to-the-bottom hypothesis, which
more sophisticated tax competition models have called into question. Hays pointed to the
unrealistic assumption that governments tax only one resource, which is critical for predicting a
straight downward spiral.'® Recent political science research has significantly improved our
theoretical understanding of tax competition dynamics. Most important for our purposes is the
insight that political and institutional factors constrain tax competition dynamics. For example,
Hays showed that increased capital mobility impacts capital tax rates via labor-market and
political institutions (majoritarian versus consensus democracy), Basinger and Hallerberg
theorized the mediating effect of political institutions by modeling the role of veto players, and
Pliimper, Troeger and Winner investigated how budget constraints and equity norms limit

7 Tiebout 1956.

8 Oates 1972; Wilson 1986; Zodrow and Mieszkowski 1986. For helpful overviews of the extensive theoretical
tax competition literature, see Wilson (1999) and Genschel and Schwarz (2011).

9 Zodrow and Mieszkowski 1986.

19 Hays 2003; Oates 2001.
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downward pressures on tax rates.'’ We contribute to this literature on the constraints of tax
competition from a different theoretical perspective by focusing on the socialization of policy
makers within 1GOs.

Less controversial than the race-to-the-bottom hypothesis is the most basic empirical
implication of any tax competition model: that policy makers take potential movements of
mobile taxable resources into account and thus react to competitors’ tax rate changes.'?
Abundant empirical research has documented such interdependent tax policy making in the case
of Swiss cantons,13 local governments in the Boston and Chicago areas,14 UsS states,15 Canadian
provinces'® and French regions.!” We follow this literature and assume that jurisdictions
compete for a tax resource (taxpayers) that is at least partly mobile.

Switzerland is a particularly interesting case for the empirical study of tax competition
because the power to tax is strongly decentralized and tax competition is a recurrent topic in
Swiss politics. Not only do cantons (the equivalent of US states and German Lénder) and
municipalities provide most of the public services, but they also collect a large share of the
taxes. The federal government finances its budget mainly through indirect taxation, such as
general sales and consumption taxes. Cantons, in contrast, rely heavily on income and property
taxes. We investigate personal income taxation at the cantonal level, which is the single largest
tax source in Switzerland.'®

The autonomy of cantons in tax policy is almost unrestricted. Consequently, tax rates vary
considerably across cantons. The top panel in Figure 1 shows cantonal income tax rates in 2007 for
married persons without children with a taxable annual income of CHF 50,000.'° The gray shades
illustrate the level of taxation: the darker the shade, the higher the tax rate. Cantonal tax rates vary
considerably, between 1.2 per cent in the canton of Zug and 5.3 per cent in the canton of Glarus.
Although the gray shades seem somewhat spatially clustered, Moran’s I (a standard measure of
spatial correlation) indicates that geographic clustering is weak and far from statistically significant.
The bottom panel in Figure 1 shows cantonal tax rates for a taxable annual income of CHF
200,000. People earning that rather high income had to pay more than 12 per cent (that is, more
than CHF 24,000) in cantonal taxes in Neuchatel, Geneva and Glarus, while they had to pay less
than 5 per cent (less than CHF 10,000) in Schwyz, Zug and Obwalden. Moran’s I indicates that
this income category exhibits significant geographic clustering. In sum, cantonal tax rates vary
substantially for both low and high incomes, but only the latter are spatially correlated.?’

Tax competition is widely believed to occur in Switzerland, and anecdotal examples abound.
For instance, in 2011 the cantonal government of Zurich proposed a tax reduction for people

1 Hays 2003; Basinger and Hallerberg 2004; Pliimper, Troeger, and Winner 2009.
12 Brueckner 2003; Franzese and Hays 2007a.
? Feld and Reulier 2008.

4 Brueckner and Saavedra 2001; Hendrick, Wu, and Jacob 2007.

'> Deskins and Hill 2010.

16 Esteller-Moré and Solé-Ollé 2002.

17 Reulier and Rocaboy 2009.

'8 The Swiss fiscal structure is exceptionally decentralized: only 32 per cent of total public revenue goes to the
federal government, while 42 per cent goes to the cantons and 26 per cent to the municipalities. In 2007, the
contribution of personal income taxation to federal income was only 16 per cent, while it was 60 per cent for
cantons.

19" Approximately USD 56,600 and EUR 40,850 (December 2013). As a reference point, the median gross
annual salary — not income — in Switzerland was about CHF 69,324 in 2008.

20 Note that income is taxed not only by cantons, but also by municipalities. We calculated the cantonal share
of subnational personal income taxation. There are, however, differences in the extent of fiscal decentralization
across cantons. Part of the variation reported in Figure 1 is driven by these differences.
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Fig. 1. Cantonal personal income tax rates in percent for an annual taxable income of CHF 50k (top) and
CHF 200k (bottom).

earning more than CHF 250,000, but before putting the proposal before the cantonal parliament,
the finance minister requested a report from a consulting firm that compared Zurich’s income
taxes with those of other cantons. The report supported the proposal: it showed that Zurich has
low taxes in general, but relatively higher taxes for very high-income groups. Consequently, in
the following parliamentary debate, one of the most important arguments was that Zurich
should improve its position in cantonal tax competition for high incomes, and parliament
approved the amendment.' Another report, this time commissioned in the canton of Ticino,

2! Neue Ziircher Zeitung, 31 January and 17 March 2009. Another tax report for the government of Zurich, written
by two economists (Feld and Frey 2000), also indicates that tax competition can serve as legitimation to lower taxes.
After comparing Zurich’s tax rates with those of all other cantons, the authors document in detail Zurich’s relative
position vis-a-vis two of its neighbors, namely Schwyz and Zug, which are both small, low-tax cantons. In this
comparison, Zurich has, unsurprisingly, relatively high tax rates, especially in the high-income sector; the report
eventually advises a reduction in the tax progression in Zurich because of tax competition pressures.
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concluded that a limitation of tax increases is ‘the only practicable solution allowing the canton
of Ticino to cope with intercantonal tax competition—which is a matter of fact with which we
have to live for at least the next ten years, so that we cannot simply wish it away’.*?

Beyond anecdotal evidence, some studies found that citizens (in particular rich people)
choose their place of residence partly depending on tax rates,” while others — studying micro-
level data from the Swiss Household Panel®* or the effects of inheritance taxation® — found no
evidence of tax-induced migration.”® Given the strong belief of most cantonal policy makers
that tax competition is an important phenomenon, we expect that changes in the tax rates of a
given canton are positively correlated with those of its competitors.

However, the main goal of this study is to go beyond competition. Like that on federalism,
the international literature has found support for the argument that countries are influenced by
their competitors’ choices, but it has also shown that, at least in part, the domestic political
economy counterbalances competitive pressures to cut tax rates.”’ Various political, institu-
tional and economic constraints narrow governments’ room to maneuver and limit the extent of
competition. Many different factors that mitigate the pressure to compete for mobile assets
have been studied. These include structural unemployment, public sector debt, the degree of
economic openness, national and sector-coordinated capitalistic institutions, the prevalence of
societal fairness norms among voters, the ideological distance between veto players and the
strength of left parties in government. Furthermore, some authors have pointed out that tax
competition has often been accompanied by efforts to strengthen co-operation, such as the
Harmful Tax Competition Arena in the European Union and the OECD Global Forum on
Transparency and Exchange of Information for Tax Purposes.?®

We contribute to this literature from the angle of the recent diffusion literature, which has
made the case that competition is only one of the forms of interdependence that can cause
policies to spread.”’ Competition is undoubtedly a very important mechanism of diffusion
in the study of interdependent tax policy making, but other mechanisms have been largely
neglected so far — in particular, we argue, socialization.>® In addition to political, institutional
and economic constraints, socialization in IGOs may mitigate tax competition dynamics. The
next section discusses in detail our conceptualization of this mechanism and how we expect it to
matter in the Swiss case.

HOW SOCIALIZATION MAY ATTENUATE COMPETITION

The international relations literature has forcefully argued that IGOs are important venues
for socialization. A common argument is that their socialization potential depends on their

2 Bernasconi, Ferrari, and Vorpe (2009, 100), our translation.

23 Kirchgdssner and Pommerehne 1996; Feld 2000; Feld and Kirchgéssner 2001.
24 Liebig and Sousa-Poza 2006.
> Briilhart and Parchet 2014.

%6 A general problem in this debate is that a high share of wealthy people can be both a cause and a
consequence of tax reforms, especially in Switzerland, where voters can influence tax decisions with direct
democratic rights. See Schmidheiny 2005.

7 Hallerberg and Basinger 1998; Swank and Steinmo 2002; Hays 2003; Basinger and Hallerberg 2004;
Swank 2006; Pliimper, Troeger, and Winner 2009; Cao 2010.

28 Radaelli and Kraemer 2008; Genschel, Kemmerling, and Seils 2011; Genschel and Schwarz 2011.

2% Braun and Gilardi 2006; Simmons, Dobbin, and Garrett 2006; Dobbin, Simmons, and Garrett 2007; Gilardi
2012.

30 Some studies have examined the role of learning in the diffusion of tax policies (Baturo and Gray 2009;
Jensen and Lindstadt 2012).

N
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functions and organizational capacity.®' On the one hand, IGOs are seen as more conducive to
socialization if they carry out specialized functions in specific fields than if they are general-
purpose organizations in broad areas. On the other hand, socialization is understood to be more
likely if IGOs have coercive potential (that is, if they are ‘interventionist’) — or at least rely on
formalized rules and procedures (that is, they are ‘structured’) — than if they do not have an
extensive bureaucracy (that is, if they are ‘minimalist’). Scholars have shown that international
organizations influence the behavior of their members through socialization processes. For
instance, Bearce and Bondanella found that countries tend to vote more similarly in the United
Nations General Assembly if they have interacted in IGOs for many years, which suggests that
socialization takes place in international institutions and makes interests converge, at least to
some extent.*> Greenhill showed that fewer human rights violations take place in countries that
participate in IGOs whose members have high human rights standards.* Cao also concluded
that IGOs play an important role in shaping domestic economic policies, including capital
taxation.>*

While the literature has convincingly demonstrated the importance of IGOs, their specific
connection with socialization is often unclear. In the case of tax competition, we argue that
interactions among policy makers may reduce the extent to which jurisdictions compete with
one another by setting limits on what is considered appropriate competition. In other words, we
consider that policy makers’ interactions within IGOs may lead them to adhere to norms
defining what is socially expected and what is not.

We define socialization as the ‘process of inducting actors into the norms and rules of a given
community’.* In turn, norms can be defined as ‘standard[s] of appropriate behavior for actors
with a given identity’.’® A more restrictive definition is provided by Coleman: ‘[A] norm
concerning a specific action exists when the socially defined right to control the action is
held not by the actor but by others...If a norm exists, it may be generally observed by target
actors even though they find it against their immediate interest to do so’.>” Similarly, Young
understands norms as expectations about the behavior of other actors, and argues that these
expectations can shape, for instance, the outcomes of bargaining situations in ways that cannot
be explained by actors preferences’ alone.”®

Why, then, should socialization constrain tax competition, and what is the role of IGOs in
this process? Coleman argues that demands for norms emerge when an action has similar
externalities for a set of actors, coupled with the actors’ inability to co-ordinate their actions
(for example, the prisoner’s dilemma).>® The basic tension in tax competition is that lowering
taxes might seem appealing to attract taxable resources, but overall, if all act according to this
rationale, it could lead to detrimental competition and an underprovision of public goods.
Moreover, unconstrained competition may lead some actors to demand tax harmonization
(for instance, at the national or supranational level), which creates incentives to tone down the
most aggressive practices. In this context, norms define expectations on accepted behavior

31 Boehmer, Gartzke, and Nordstrom 2004; Ingram, Robinson, and Busch 2005.

32 Bearce and Bondanella 2007.

¥ Greenhill 2010.

34 Cao 2009, 2010. Although Cao interprets the findings in terms of learning rather than socialization, the
empirical evidence cannot be univocally attributed to one mechanism over the other.

3 Checkel 2005, 804.

3% Finnemore and Sikkink 1998, 891.

37 Coleman 1990, 243, 266.

3 Young 1996, 116.

¥ Coleman 1990, 241-65.
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based on previous experience and social interactions, and create focal points that help create and
sustain co-operation.*’

According to Young, the strength of norms derives from their influence on expectations,
which are based entirely on previous experience.*! Social interactions create a ‘positive
feedback loop’: ‘precedents affect present expectations, which determine current actions, which
in turn become future precedents’.** According to this view, IGOs matter simply because, by
fostering social relationships, they reinforce this positive feedback loop. However, other authors
consider that a condition for the stability of norms is that those who benefit from them are able
to impose sanctions to enforce them.** Social relationships play a crucial role here: ‘Because
social relationships consist of obligations and expectations, [...] and because each actor
continues to control some events in which the other is interested, there exists inherently in
each social relationship leverage which can be used for the purpose of developing sanctions’.**
This is one explanation of why IGOs can be expected to play an important role in enforcing
norms. By intensifying and structuring relationships among actors, they strengthen their
capacity to withdraw co-operation in other domains and/or in other periods as a response to
non-compliance. It is likely, though, that both dimensions matter and support each other. On the
one hand, IGOs shape expectations about the behavior of other actors, possibly making some
norms self-enforcing.*> On the other hand, they enhance sanctioning possibilities if norms
are violated.*®

It is useful to distinguish between two socialization mechanisms: persuasion and social
influence.*’ The former posits that social interactions induce a genuine change of opinions or
attitudes. This is what constructivists usually emphasize when they discuss the micro processes
of socialization.*® However, IGOs are unlikely to affect tax competition dynamics in this way,
at least in our case. As mentioned earlier, tax competition per se is not really contested in
Switzerland, although there have been repeated attempts to increase the level of tax harmoni-
zation between cantons.*® Moreover, the primary aim of intercantonal organizations is to defend
the prerogatives of cantons, such that attempts to limit their autonomy are not considered
appropriate. Yet social influence does not require a change of preferences. Instead, it induces
norm-conforming behavior through ‘the distribution of social rewards and punishments’,”®
which affect status, prestige or reputation. This mechanism is particularly effective when
reputation spills over into other arenas,”’ which is the case for intercantonal organizations
because, as we will explain shortly, they have the same composition in different policy areas.

Therefore we expect that tax competition, although it is not fundamentally contested, is
constrained by socialization in IGOs, which produces effective norms defining what is
acceptable competition and what is not. At this level of abstraction, the argument is still very
general and we do not know how interactions within IGOs contribute to producing common

% Young 1996.
*! Young 1996.
*2 Young 1996, 118.
43 Coleman 1990, 266-99.
44 Coleman 1990, 270.
* Young 1996.
46 Coleman 1990, 266-99.
47 Johnston 2001.
“% Johnston 2001, 493.
The latest example is the popular initiative ‘For fair taxes’, rejected by 58 per cent of the voters and all but
three cantons in 2010.

30 Johnston 2001, 499.

31 Johnston 2001, 501.
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TABLE 1 Regional Conferences of Finance Ministers

Region Member cantons

Central Lucerne, Uri, Schwyz, Obwalden, Nidwalden, Zug

East Glarus, Schaffhouse, Appenzell Outer and Inner Rhodes, St. Gall, Grisons, Thurgau
West Berne, Fribourg, Vaud, Valais, Neuchatel, Geneva, Jura, Ticino

(Northwest)  (Berne, Solothurn, Basle City and Country, Aargau, Jura)

norms. Indeed, an insufficient specification of the micro-dynamics of socialization is a common
limit of studies looking at the consequences of joint membership in IGOs. Consequently, the
remainder of this section explains in detail how the argument applies to our case.

Since 1910, all cantonal finance ministers have met regularly (at least twice a year) in
the cantonal conference of finance ministers (CFM), which defends their interests in fiscal
policy vis-a-vis the central government. In addition to this national organization, finance
ministers also interact within specialized regional conferences. Importantly, the conferences
cannot make legally binding decisions, and the raison d’étre of the national conference, in
which policy coordination is limited, is to defend cantonal tax autonomy.’ In the regional
conferences, however, the exchange of experiences and the discussion of the relevant financial
topics is more intense than in the national meeting.>® Cantonal finance ministers elaborate
common positions for the national meetings, and discuss specific issues concerning their
region. The quite intense collaboration in the regional IGOs also increases face-to-face
interaction among the finance ministers, in addition to the formal meetings. There are four
different regional conferences: in the Western, Eastern, Central and Northwestern parts
of Switzerland; each has a series of ministerial conferences in specific policy areas.’* In the
former three, the cantonal finance ministers meet regularly, while the cantons in the
Northwestern part of Switzerland only participate in a general conference and in those of other
policy fields, like education or health.>® The composition of the regional conferences of finance
ministers is shown in Table 1.°® These conferences can be characterized as ‘specialized’ and
‘minimalist’ according to the criteria discussed above, because their tasks are focused on a
specific policy area, they have only a basic bureaucracy and they operate with largely informal
procedures.’’

The composition of the regional conferences has been established historically and is the same
across different policy areas. In other words, the finance ministers cannot freely decide whether
and which regional conference to join; they automatically participate in the conference to which
their canton belongs. This is a major advantage for our purposes, because the fixed composition

52 Both the president and the secretary of the CEM publicly defend cantonal tax competition and cantonal
autonomy in taxation in the name of the CFM. See, for example, Neue Ziircher Zeitung, 12 February 2003 and
3 November 2006.

33 Officials of the national conference called our attention to the importance of the regional conferences of
finance ministers.

54 Fiiglister (2012) emphasizes the importance of the regional conferences in health care politics, showing that
co-operation within these organizations can foster learning among policy makers.

55 Trees 2006. Short telephone interviews with the secretariats of the three regional finance minister con-
ferences revealed that they meet two to four times a year and that co-operation and communication is indeed
quite intense. We analyze all four regional conferences in the empirical investigation. The online supplementary
material presents robust empirical results without the Northwestern conference.

36 The canton of Zurich is an associate member of the conferences of the Eastern and Northwestern cantons.

7 Ingram, Robinson, and Busch 2005.
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of the regional conferences can be seen as exogenous to policy makers’ preferences. It is
reasonable to assume that participation in these conferences is not a function of the motivation
to discuss tax competition matters, because the composition of the regional conferences is the
same across various policy areas, is based strictly on geography and no opt-out options
are available. This configuration makes it possible to separate the self-selection effect of
participation from the effect of participation itself.

The relevance of institutionalized forms of intergovernmental relations emerged in several
interviews we conducted with cantonal policy makers. For instance, the former finance minister
of a large canton (who was in office for many years until just before our interview) explained
that while the conferences are not cartels trying to limit the extent of competition among
cantons, tax competition is a recurrent theme, and some cantonal ministers always put forward
the argument that competition causes self-inflicted damage.’® With reference to the general
concepts discussed above, this shows that, among Swiss cantons, there is both some dis-
satisfaction with the externalities of tax policy decentralization and an unwillingness to increase
co-operation because it would constrain cantonal tax autonomy, which is historically one of the
most critical cantonal prerogatives. Therefore, the conditions for the existence of a demand for
norms, as discussed earlier, are fulfilled in this case.

Furthermore, the same minister explained that while the conferences strive to keep conflicts
private and maintain a public image of consensus, internal discussions are often direct and
outspoken, which is possible because the interpersonal relationships among ministers are good.
Thus in several instances, ministers have expressed their annoyance with aggressive policies put
forward in other cantons, such as Obwalden’s attempt to introduce degressive tax rates. In these
cases, the goal was not to prevent these cantons from enacting the reforms, but rather to make it
clear that they cross the line of what is acceptable so that other cantons would think twice before
copying them.

Another dimension of intergovernmental relations, highlighted by the secretary of one
regional conference,’® is that cantons co-operate on practical matters, such as administrative
training, because the small size of some cantons prevents them from delivering high-quality
public services autonomously. Hence these cantons compete for taxpayers on the one hand, but
co-operate closely on concrete projects on the other. These social interactions among cantonal
finance ministers give rise to mutual obligations and expectations.*

In sum, the extensive co-ordination and regular exchanges among finance ministers in the
regional conferences might create a favorable context for socialization. Social influence within
these conferences produces norms on the acceptable intensity of tax competition that might be
effectively enforced by the mixture of good interpersonal relationships among the finance
ministers, outspoken internal discussions and a public image of consensus. The structure of the
regional conferences and the internal working methods might thus create dynamics that
attenuate tax competition among cantons. Of course, we do not argue that joint membership
in these IGOs would eliminate tax competition altogether. However, socialization within the
regional conferences might limit the extent of competitive interaction among cantons by

*% Interview, 27 October 2010.

5% Interview, 12 October 2010.

0 Cantons are typically governed by consociational multiparty governments. A feature of this form of
governance is that ministers are preoccupied mainly with the affairs of their own department, which they lead
quite autonomously. Of course, parliaments and governments take the final decisions regarding tax policy. But
throughout the policy-making process, finance ministers are the critical actors. Thus it is reasonable to assume
that the socialization effect in intergovernmental conferences affects cantonal tax policy making via finance
ministers.
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fostering collective awareness about the negative externalities of competition. Therefore, our
main hypothesis is the following:

HYPOTHESIS: Tax competition is weaker among cantons that participate in the same regional
conference.

The next section discusses the data and methods we use to examine this hypothesis
empirically.

DATA AND METHODS

One of the advantages of the Swiss case is the availability of fine-grained data for the dependent
variable (tax rates) and the operationalization of competition. Starting with tax rates, there are in
principle three options: statutory tax rates, average effective tax rates and effective tax rates
calculated for a typical taxpayer. To investigate corporate tax competition, scholars typically use
statutory tax rates (that is, top marginal corporate tax rates), but they acknowledge that this
measure has serious drawbacks because it neglects exemptions, deductions and loopholes.®!
The standard alternative to top marginal tax rates is the use of average effective tax rates, which
are calculated as ratios of the tax revenue to the relevant tax base.®” For personal income taxes,
scholars usually estimate the ratio of tax revenue from individuals to the incomes generated by
those individuals (that is, wages and salaries). Although substantial progress has been made in
specifying such ratios to approximate average income tax burdens,®® this operationalization has
serious limits. Comparable and reliable data are required to allocate specific tax revenues to
selected aggregate tax bases, but they are simply unavailable on a large scale.

In addition to data availability, the problem with personal income tax ratios is that one does
not know whether their variation originates from different tax levels, unequal distribution of
incomes, differences in the progressivity of the tax systems or, most likely, from a combination
of all three. The most informative income tax measures are effective tax rates, which are
calculated for a typical taxpayer over different income categories and include the standard
deductions.®* Thanks to the cantonal tax comparison carried out every year by the Swiss Federal
Tax Administration, we were able to compute, for each canton between 1990 and 2007, the
effective tax rate for a married person without children in fifteen income categories ranging
from CHF 20k to 1,000k. Their geographic distribution in 2007 for two income categories is
shown in Figure 1.

In addition to providing an accurate measurement of the dependent variable, the Swiss case
also allows us to improve the operationalization of competition. For personal income taxes, a
configuration that makes competitive pressures among two cantons particularly strong is one
in which a person can change residence without changing jobs. Given the small size of
Switzerland (it can be crossed East-West or North-South by train or car in about four hours),
this is often a feasible option. While geographic neighborhood is a reasonable approximation of
this configuration, there are many cases in which a shared border is misleading.®> Moreover,

6! Basinger and Hallerberg 2004; Cao 2010.

62 Mendoza, Milesi-Ferretti, and Patrick 1997; Volkerink and de Haan 2001; Ganghof 2006; Plimper,
Troeger, and Winner 2009.

63 Volkerink, Sturm, and de Haan 2002; De Haan, Sturm, and Volkerink 2003.

64 Besley and Case 1995; Devereux, Lockwood, and Redoano 2008.

% For instance, the cantons of Valais and Ticino are neighbors joined only by a mountain pass (2,478m/
8,130ft) that is open from about May to October. Conversely, Basel-City is enclosed in Basel-Country (thus, it
has only one neighbor) but is only a short drive from Solothurn and Aargau.
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geographic proximity might capture various forms of interdependence in addition to competition.
Indeed, this indicator has been used to measure other diffusion mechanisms such as emulation®®
and lo:aming.67 To overcome these problems, we use commuting data from the 1990 and
2000 census, which allow us to compute, for each canton, the number of people commuting
from every other canton. The idea is simple: if many people work in canton A but live in
canton B, then A is under significant competitive pressure from B because many people
living in A could choose to benefit from B’s favorable tax rates without disrupting their
professional lives. Thus for our purposes, commuting data allow a more precise operation-
alization of competition.

Following recent applications of spatial econometrics in political science,*® we write our
empirical model as follows:

Yie = g +pWy, 1+ X+ €y,

where a;, is a vector of canton-specific and year-specific intercepts (unit and time fixed effects),®”
Wy,_1 is the spatial lag with its coefficient p, X;; is a set of control covariates with
the corresponding coefficients vector f and ¢;, is the error term. The model can, in principle, be
estimated using ordinary least squares, which is inappropriate only if the spatial lag is con-
temporaneous (Wy,), thus generating endogeneity, in which case Franzese and Hays recommend a
spatial maximum-likelihood estimator.”® To address serial correlation, we employ a Prais-Winsten
correction with panel-specific first-order autocorrelation,”" but alternative specifications (including
lagged dependent variables) are reported in the online supplementary material.

The most interesting part of the model is Wy, _, the spatial lag. It results from the multiplication
of a vector of the temporally lagged outcome variable (tax rates) with a connectivity matrix that
measures how cantons are connected to each another. The interpretation of the spatial lag is
simple: it is the weighted average of, in this case, the tax rates of other cantons, where the weights
are constructed according to theoretical consideration. We construct different types of con-
nectivity matrices (W), which we row-standardize.”* The first uses simply neighborhood (W"):
cantons 7 and j are related if they share a border, in which case wg-’ is 1, and unrelated if they do
not, and Wf»}, is then 0. In the case of neighborhood, the spatial lag (W'y,_,) is the weighted
average of the tax rates of a canton’s neighbors at #— 1. This specification assumes that cantonal
policy makers are only influenced by their neighbors and that all neighbors matter equally. While
this spatial lag certainly captures competition pressures, it is likely that geographic proximity is
also associated with other forms of interdependence that are not related to competition. Although
it is very difficult to prove it empirically, there are good theoretical reasons to believe that this is
the case, as discussed earlier. Thus our main models use a connectivity matrix based on com-
muting data (W), where wg records the number of people commuting from canton j to i divided

6 For example, Balla 2001; Shipan and Volden 2008.
%7 For example, Boehmke and Witmer 2004; Pacheco 2012.
8 Beck, Gleditsch, and Beardsley 2006; Franzese and Hays 2007b; Ward and Gleditsch 2008.

% The Hausmann test indicates that estimates in a model with random effects would be inconsistent and
biased.

7® Franzese and Hays 2007b. In preliminary analyses, we compared models with contemporaneous and
temporally lagged spatial lags and found little substantive difference.

71 Correlograms confirm that assuming this kind of serial correlation is appropriate, and the considerable
variation in the estimated correlations for the different panels indicates that the first-order autocorrelation process
should be modeled separately for each panel.

2 Pliimper and Neumayer (2010) point out that row-standardization must be theoretically justified. We row-
standardize the connectivity matrices, because in our analysis the assignment of weights to other units is based on
an inherently relative concept of the degree of connection between units.
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TABLE 2 Coding of the Main Connectivity Matrices Used to Construct the Spatial Lags

Connectivity matrix Description

N 1 ifiandjareneighbors
wv w = o . .
y 0 if i andj are not neighbors
w¢ wg = Number of people commuting fromjto i
R wSx 10 if i and j are in the same conference
Wk wi =14 & e .
W if i and j are not in the same conference
. wg if i and j are in the same conference
wr wh=49 ¢ e .
J wjj X 10 if i andj are not in the same conference

by the share of overall commuters working in canton i (through row-standardization).”® In sum,
we argue that commuter data accurately operationalize competition pressures, while neighborhood
likely captures multiple forms of interdependence.

Finally, we create two additional connectivity matrices contrasting competitors that belong to
the same regional conference with those that do not. To do so, we multiply wif by 10 if cantons i
and j participate in the same regional conference (W®) and if i and j do not (W"). (After this
multiplication, both matrices are row-standardized again.) In other words, the two matrices
amplify competitive pressures among cantons that are and are not in the same conference,
respectively. In substantive terms, we increase the relative weight of cantons that participate in the
same conferences, on the one hand, and those that do not, on the other hand, always taking into
account their competitive relationships measured by commuting patterns. We use this procedure
to assess the extent to which cantons respond to the competitors with which they interact in the
same conference, compared to the competitors that participate in other conferences.

Concretely, if the estimates of the spatial lags based on WX and W are roughly the same
(Pwr = pyr), this would indicate that cantons react similarly to all their competitors, regardless
of whether they are in the same regional conference or not. Differences between the estimates,
however, would suggest that the extent of competition varies as a function of joint membership
in regional conferences. Specifically, pyx < py» would imply, consistently with our hypothesis,
that cantons react more strongly to the policies of competitors with which they do not interact in
the same conference. The construction of the spatial lags is summarized in Table 2.”* Of course,
multiplying by 10 is arbitrary. The robustness checks reported in the online supplementary
material show that the results are qualitatively the same if we multiply W€ by factors between 2
and 20. Moreover, these additional analyses highlight that it is important to select weighting
factors that are large enough to clearly separate the groups that are compared.

We also include several controls, namely unemployment, cantonal debt, spending, deficits
and lump-sum grants (the amount the federal government transfers to each canton). The fiscal

73 To address endogeneity concerns (the number of commuters could be influenced by tax rates), we use the
1990 data to construct the spatial lags from 1990 to 1998 and the 2000 data for 1999-2007.

7 One might suggest that a more intuitive way to test our hypothesis would be to include the interaction of the
commuters’ spatial lag with a spatial lag based solely on joint membership in regional conferences. The problem
with this approach is that cantons participating in the same conference are also linked through commuters.
Consequently, the tax decisions of cantons belonging to the same regional conference would be taken into
account in both spatial lags. As a result, it would be impossible to interpret the estimates of this interaction
meaningfully.
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variables are coded per capita and are not lagged, because policy makers use quite accurate
forecasts for the year to which the tax rates apply. The main results of the analysis are not
affected by the lag structure of the control variables. Furthermore, we control for partisanship
with the share of ministers affiliated with different political parties as well as the party affiliation
of the finance minister, lagged one year.”” Because of unit fixed effects, we cannot include
time-invariant characteristics of cantons, such as their size, closeness to a center with a
comprehensive infrastructure or specific features of the political system, which are, of course,
relevant. Although it changes only slowly, we include population size (logged). Finally, we
control for common shocks by including year fixed effects. While fixed effects are important to
avoid overestimating the effects of interdependence and are consistent with our theoretical focus
on changes,’® we also show models without fixed effects in the online supplementary material.

STATISTICAL ANALYSIS

We estimated the model for the effective tax rates in fifteen annual income categories, namely
CHF 20k to 100k (at 10k intervals) and 150k, 200k, 300k, 400k, 500k and 1,000k. The results
for the CHF 150k income category are displayed in Table 3. Estimates of p (the coefficient of
the spatial lag) for all income categories and various specifications of the connectivity matrix are
presented in Figure 2. Extensive robustness checks with alternative specifications for unit
heterogeneity, serial correlation and connectivity matrices (for a total of eighty-one additional
models) are presented in the online supplementary material.

Table 3 shows that in the CHF 150k income category, cantonal tax rate changes are correlated
with those of geographic neighbors (W"y, Model 1) as well as with those of cantons from which
many people commute into a given canton (W<y, Model 2). This is in line with previous
findings, and confirms that competitive pressures are an important determinant of cantonal tax
decision making. The coefficient of Wy is larger and slightly more precisely estimated than that
of W<y, possibly because the former captures competition plus other forms of interdependence,
while the latter does a better job of isolating competitive pressures. Although this difference
cannot be explained conclusively, we can confirm that cantons engage in tax competition.

The next models examine the core of our argument, namely, whether the extent of competi-
tion is smaller among cantons that interact within the same regional conference (WXy) than
among those that do not (W'y). We first include each spatial lag separately (Models 3 and 4) and
then together (Model 5), although this raises a collinearity issue, to which we return below.
We see that competitive interdependence is stronger when cantonal officials do not interact on a
regular basis, which limits the possibilities of social influence and the development and
enforcement of norms on the appropriateness of different competition practices. Concretely, the
coefficient of Wy (Model 3) is very large and precisely estimated, while that of WXy (Model 4)
is smaller and statistically not significant at the 10 per cent threshold. Furthermore, when both
spatial lags are included in the same model (Model 5), the former remains strongly positive,
while the latter is not distinguishable from zero. The findings thus support the hypothesis that
joint membership in regional conferences attenuates tax competition. Turning briefly to the
control variables, only two (deficits and unemployment rates) appear to be associated with tax
rate changes, although at low significance levels and inconsistently across models.”’

7> With the exception of the Greens and the Social Democrats, which are collapsed into the same variable, we
code each party separately. On a left-right scale, the Swiss People’s Party (SVP) is the most right-wing party,
followed by the Liberals (FDP), Christian Democrats (CVP), and finally the Greens and the Social Democrats.

76 Franzese and Hays 2007b.

77 Note that higher deficits actually mean lower values, as deficits are negative and surpluses positive.
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TABLE 3 Personal Income Tax Rates in Swiss Cantons for an Annual Income of CHF 150k.
(1 () (3) ) &)
Neighbors (W"y) 0.346%**
(0.090)
Commuters (ch) 0.261**
(0.101)
Cantons not in same conference (W'y) 0.438%*** 0.559%**
0.114) (0.129)
Cantons in same conference (W<y) 0.141 -0.133
(0.089)  (0.094)
Deficit per capita 0.684 0.767* 0.871%* 0.736*  0.867**
(0.433) (0.422) (0.432) (0.422) (0.434)
Unemployment rate -0.066 -0.071 -0.075%* -0.073  -0.084*
(0.044) (0.044) (0.042) (0.045)  (0.043)
Debt per capita -0.152 -0.132 —-0.125 -0.189 -0.164
(0.186) (0.194) (0.193) (0.196)  (0.202)
Government spending per capita -0.102 -0.004 0.125 -0.027 0.144
(0.409) (0.402) (0.404) (0.402) (0.403)
Lump-sum grants per capita 0.800 0.768 0.688 0.863 0.727
(0.728) (0.741) (0.743) (0.740)  (0.744)
Population size (log) (r—1) —1.443 -1.136 —-0.964 -1.195 -1.056
(1.000) (0.976) (0.970) (0.982)  (0.956)
% SVP ministers (z—1) —-0.669 -0.670 -0.561 -0.677 -0.499
(0.666) (0.651) (0.665) (0.634)  (0.656)
% FDP ministers (r— 1) -0.793 -0.776 —-0.543 -0.797 -0.446
(0.659) (0.672) (0.695) 0.647)  (0.671)
% CVP ministers (r—1) —-0.265 -0.205 -0.175 -0.210 -0.128
0.479) (0.508) (0.511) (0.483)  (0.493)
% Left ministers (t— 1) —-0.063 —-0.187 0.021 -0.222 0.106
(0.561) (0.562) (0.582) (0.540) (0.568)
Finance minister SVP (r—1) -0.182 -0.246 —-0.148 -0.262 -0.116
(0.210) (0.204) (0.197) (0.201)  (0.191)
Finance minister FDP (r— 1) —-0.149 -0.191 -0.114 -0.199  -0.087
(0.199) (0.192) (0.185) (0.187)  (0.178)
Finance minister CVP (t—1) —0.145 -0.182 —-0.133 -0.205 -0.131
0.197) (0.188) (0.185) (0.183)  (0.179)
Finance minister left (r—1) -0.277 —-0.300 -0.216 -0.314 -0.184
(0.264) (0.258) (0.254) (0.248)  (0.250)
Canton fixed effects Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes
Autocorrelation AR(1) AR(1) AR(1) AR(1) AR(1)
R? 0.982 0.984 0.984 0.984 0.984
Cantons 26 26 26 26 26
Years 17 17 17 17 17
N 442 442 442 442 442

Note: Prais-Winsten regression estimates with panel-corrected standard errors in parentheses;
first-order autocorrelation specified for each panel separately. SVP = Swiss People’s Party;
FDP = Liberal Democrats; CVP = Christian Democrats. *p <0.10, **p < 0.05, ***p <0.01.

Table 3 presents the results for the CHF 150k income category, and Figure 2 displays the
results of all fifteen income categories. The x-axis represents income categories, while the y-axis
shows the estimated coefficients of various spatial lags. Each point represents a spatial lag
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Fig. 2. Estimates of the coefficients of the spatial lags, based on Table 3, Models 2—4 (top panel) and Model
5 (bottom panel)

Note: top panel: each of the three spatial lags is included in a separate model; bottom panel: the two spatial
lags are included in the same model.

estimate (p), while lines show 95 per cent confidence intervals. For instance, if we focus on the
CHF 150k income category in the top panel of Figure 2, we see that the coefficient of the spatial
lag is appreciably larger if the connectivity matrix gives more weight to competitors that are not in
the same conference (W'y) than if it weighs more strongly competitors that participate in the same
conference (W"y). If competitors are not differentiated according to this criterion (W<y), the spatial
lag falls in between the two. Thus formally, Py« < pyc <Py, Which corresponds to our expec-
tations. Notice that, for the CHF 150k income category, the information in Figure 2 corresponds
exactly to that in Table 3. However, Figure 2 shows that the pattern holds for all income categories
above CHF 90k. This means, that, as expected, cantons compete with one another for high-income
earners. Competitive interaction unfolds at an income level of CHF 100k or higher. The spatial lag
that does not take participation in a regional conference into account (W<y) can be interpreted as
the baseline measure of competition. Against this baseline, we see that competition is more intense
if cantons do not interact in the same conference (W'y) than if they do (Woy).

These results should be interpreted carefully. Because each coefficient is estimated in a
different model, and the models are non-nested, we cannot precisely assess the statistical
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significance of the differences. However, quite conservative estimates suggest that, for incomes
over CHF 100k, the coefficients of spatial lags that give more weight to cantons that are
not in the same conference are significantly larger than those in which cantons that are in
the same conference carry more weight. Our calculations are explained in the online supple-
mentary material. Overall, the results across income categories support the hypotheses
that cantons compete for high-income earners and that competition is attenuated by joint
membership in regional conferences. The results for the lowest income category (20k) are
difficult to interpret, but the findings of the other fourteen categories are consistent with our
theoretical expectations.

Furthermore, the bottom panel of Figure 2 shows the estimates of the two main spatial lags
when both are included in the same model. Tax rate changes are significantly correlated among
competitors that are not in the same conference, but not among competitors that do not interact
regularly in that context. An important caveat is that the two spatial lags are highly correlated
(between 0.76 and 0.94), so multicollinearity could be a concern. The online supplementary
material shows that this is the case especially when using weights smaller than eight. However,
the pattern does not display the most typical problems associated with multicollinearity. That is,
standard errors do not change dramatically compared to the models in which the spatial lags are
included separately, and the switch in sign of one of the spatial lags is not extreme (coefficients
become negative but are not significantly different from zero). Therefore we believe that the
pattern is informative, although it should be interpreted carefully. In any case, it corroborates the
findings based on the other well-specified models.

Of course, the statistical analysis cannot provide a direct test of the socialization mechanism
itself. This is a general problem of quantitative studies of socialization. However, the robust
statistical findings show that policy makers compete less intensively with one another if they
interact on a regular basis, which is consistent with our arguments and circumstantial qualitative
evidence. Social influence within IGOs may emphasize the negative externalities of tax com-
petition, and produce and sustain norms on the acceptable intensity of competition. Our
interviews suggest that these can be effectively enforced by a mixture of good personal relations
between finance ministers and outspoken internal discussions.

In sum, the statistical evidence supports the theoretical argument that socialization may
attenuate tax competition and is consistent with information we gathered from interviews.
However, what general lessons and policy recommendations, if any, can we draw from the
Swiss case? We turn to this question in the next section.

LESSONS FROM THE SWISS CASE

Of course, the Swiss case is specific and does not lend itself to straightforward generalizations.
Our analysis has paid close attention to the characteristics of the regional conferences of
cantonal finance ministers, which, like all IGOs, are to a certain extent unique. The socialization
dynamics that we have discussed are embedded within this structure, and therefore cannot be
easily extrapolated to other contexts. Moreover, our approach was not strongly hypothetico-
deductive. On the contrary, our arguments have been informed by our knowledge of the case,
which further limits the potential for generalization. However, there are reasons to believe that
we can draw some broader lessons from this specific case that can inform our understanding of
tax competition and IGOs.

Several aspects of the Swiss analysis make it relevant in more general terms. First, unlike
many other socialization studies, we have focused on a policy area in which significant
economic interests are at stake, and which is thus certainly not a ‘most likely case’ for finding
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socialization effects.”® Secondly, participation in the IGOs examined here can be considered
exogenous to attempts to discuss tax competition matters, because the composition of the IGOs
is based on geographic rules that have not changed for decades and that hold across various
policy areas. By contrast, much of the literature has considered IGOs in which self-selection is
prevalent, which gives rise to serious endogeneity problems. Thirdly, our empirical strategy to
increase the weights of joint members within a pre-specified connectivity matrix that models a
baseline mechanism of interdependence (in this study, competition) is an innovative approach to
studying the effects of IGOs.

What have we learned from the Swiss case? The main result is that tax competition is less
intense between units participating in the same IGOs. Social influence within these organiza-
tions limits the extent of competition. Moreover, another important finding, which we did not
anticipate at the beginning of our project, is that regional conferences seem to matter much more
than the federal conference in constraining their members’ competitive behavior. One reason
may be that regional conferences are better aligned with tax competition dynamics, which, as
we have seen, take place in regional clusters rather than on a national scale. Thus it could be
said that regional conferences promote socialization within the relevant subgroups, whereas
the national conference groups cantons that are much less directly linked by competitive
relationships. In other words, regional conferences (unlike the national conference) structure
social interactions among precisely those cantons that compete with one another. Consequently,
although we did not expect it, it should be no surprise that regional conferences are more
important than the national conference in constraining tax competition.

The lesson that we can draw from these findings is that socialization within IGOs can
attenuate tax competition, but only if IGOs are structured in such a way that socialization is
targeted to the relevant subgroups of members — that is, those that are more directly competing
with one another.”® This argument is consistent with previous findings that more focused IGOs
are better suited to promote socialization.®* This is a potentially important lesson for interna-
tional tax competition. While extreme cases, such as tax havens, should be addressed on a
global scale, tax competition usually takes place among specific subgroups of countries. Our
research suggests that regional co-operation can constrain competition more effectively if the
organizational structure matches the actual competitive patterns. In the case of the European
Union, for instance, recent studies have shown that the creation of the single market has
accelerated corporate tax competition and that, despite several efforts, policy makers could not
agree on effective political actions to constrain this dynamic.®' Our analysis suggests that
moving toward more focused institutional co-operation on fiscal affairs within subgroups of
countries might be a promising way to deal with the negative externalities of tax competition.

Moreover, in contrast with previous findings,** our analysis has shown that even IGOs that
cannot rely on an extensive bureaucracy and do not operate on the basis of strongly formalized
rules and procedures can foster socialization. This means that heavy organizational structures
might not be a necessary condition for shaping governments’ behavior. In the Swiss case,
though, the long history of IGOs and the expectation that they will endure in the foreseeable
future probably compensates for the lack of structure. Thus it is likely that newly established
‘minimalist’ IGOs will be conducive to similar dynamics only in the long term.

N

8 Johnston 2005, 1036.

° Note that the regional conferences did not originate from attempts to discuss tax competition matters.
80 Ingram, Robinson, and Busch 2005.

! Radaelli and Kraemer 2008; Genschel, Kemmerling, and Seils 2011.

2 Ingram, Robinson, and Busch 2005.
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CONCLUSION

Tax competition is a prototypical case of policy interdependence in which the policy choices of
one jurisdiction are influenced by those of others, and influence them in return. The consensus
in the literature is that tax competition is a real phenomenon. Jurisdictions anticipate or respond
to their competitors’ policies to gain, or prevent the loss of, valuable sources of revenue.
However, competitive interactions have not produced a race to the bottom in tax rates because
many domestic political-economic factors moderate competitive pressures and contribute to
preserving existing differences. In this article, we have developed another argument explaining
why the consequences of competition are not as sweeping as many think. We argue that
socialization within intergovernmental networks can produce effective norms on appropriate
forms of competition. The statistical analysis of personal income tax rates in Switzerland has
shown that Swiss cantons react more strongly to their competitors’ policies if they do not
participate in the same intergovernmental institutions than if they do. While competition itself
enjoys broad support, and stronger policy coordination is not seen as a desirable option, it is
not ‘anything goes’. Consequently, tax competition is weaker when institutionalized social
interactions provide leverage with which to enforce norms on the appropriate intensity of
competition.

This theoretical argument is interesting, we believe, for several reasons. The argument
is clearly distinct from what the literature understands in terms of policy co-operation or
co-ordination. That is, we do not argue that the attenuation of tax competition follows from
deliberate efforts to harmonize policy choices or otherwise piece them together in a more
considerate way. Rather, the moderation of tax competition is to be understood as a byproduct
of social interactions targeted to other ends, such as, in our case, practical co-operation on
day-to-day matters or the development of common strategies to preserve cantonal autonomy.
Thus in a sense, our argument points to the unintended, or at least unplanned, consequences of
institutionalized co-operation. And, contrary to most (if not all) moderating factors identified in
the literature, we highlight an aspect that can be manipulated by policy makers. While general
political-economic institutions and constellations must, for all practical purposes, be considered
as given, strengthening institutions that foster social interactions among policy makers is
possible and can be shaped by policy. Finally, although this study focused on tax competition,
the socialization effect we discussed is potentially relevant for competitive dynamics in general.

We offer what we think is quite strong empirical evidence thanks to a number of unique
features of the Swiss case: an exceptional degree of financial decentralization, unusually
accurate data for tax rates, a more precise measurement of competition through commuting
flows and an interesting configuration of intergovernmental institutions. However, while we
provided circumstantial qualitative evidence to back up these arguments, it is clear that much
more qualitative work is needed in order to show in detail how social influence operates within
IGOs and how exactly it leads to an attenuation of competitive dynamics. This holds not only
for this study, but for the literature more broadly. We believe our analysis constitutes a fruitful
starting point for such work.

REFERENCES

Balla, Steven J. 2001. Interstate Professional Associations and the Diffusion of Policy Innovations.
American Politics Research 29 (3):221-45.

Basinger, Scott J., and Mark Hallerberg. 2004. Remodeling the Competition for Capital: How Domestic
Politics Erases the Race to the Bottom. American Political Science Review 98 (2):261-76.



Tax Competition 63

Baturo, Alexander, and Julia Gray. 2009. Flatliners: Ideology and Rational Learning in the Adoption of the
Flat Rate Tax. European Journal of Political Research 48 (1):130-59.

Bearce, David H., and Stacy Bondanella. 2007. Intergovernmental Organizations, Socialization, and
Member-State Interest Convergence. International Organization 61 (4):703-33.

Beck, Nathaniel, Kristian S. Gleditsch, and Kyle Beardsley. 2006. Space is More than Geography:
Using Spatial Econometrics in the Study of Political Economy. International Studies Quarterly
50 (1):27-44.

Bernasconi, Marco, Donatella Ferrari, and Samuele Vorpe. 2009. Il Cantone Ticino nel Contesto della
Concorrenza Fiscale Intercantonale. Analisi della Situazione e Proposte di Soluzioni [Canton
Ticino in the Context of Intercantonal Tax Competition. Analysis of the Situation and Possible
Solutions]. Manno: Scuola Universitaria Professionale della Svizzera Italiana.

Besley, Timothy, and Anne Case. 1995. Incumbent Behavior: Vote-Seeking, Tax-Setting, and Yardstick
Competition. American Economic Review 85 (1):25-45.

Boehmer, Charles, Erik Gartzke, and Timothy Nordstrom. 2004. Do Intergovernmental Organizations
Promote Peace? World Politics 57 (1):1-38.

Boehmke, Frederick J., and Richard Witmer. 2004. Disentangling Diffusion: The Effects of Social
Learning and Economic Competition on State Policy Innovation and Expansion. Political Research
Quarterly 57 (1):39-51.

Braun, Dietmar, and Fabrizio Gilardi. 2006. Taking ‘Galton’s Problem’ Seriously: Towards a Theory of
Policy Diffusion. Journal of Theoretical Politics 18 (3):298-322.

Brueckner, Jan K. 2003. Strategic Interaction Among Governments: An Overview of Empirical Studies.
International Regional Science Review 26 (2):175-88.

Brueckner, Jan K., and Luz A. Saavedra. 2001. Do Local Governments Engage in Strategic Property-Tax
Competition? National Tax Journal 54 (2):203-29.

Briilhart, Marius, and Raphaél Parchet. 2014. Alleged Tax Competition: The Mysterious Death of Bequest
Taxes in Switzerland. Journal of Public Economics 111:63-78.

Cao, Xun. 2009. Networks of International Organizations and Convergence in Domestic Economic
Policies. International Studies Quarterly 53 (4):1095-130.

——. 2010. Networks as Channels of Policy Diffusion: Explaining Worldwide Changes in Capital
Taxation, 1998-2006. International Studies Quarterly 54 (3):823-54.

Checkel, Jeffrey T. 2005. International Institutions and Socialization in Europe: Introduction and
Framework. International Organization 59 (4):801-26.

Coleman, James S. 1990. Foundations of Social Theory. Cambridge, MA: Harvard University Press.

De Haan, Jakob, Jan-Egbert Sturm, and Bjgrn Volkerink. 2003. How to Measure the Tax Burden on
Labour at the Macro-level? CESifo Working Paper No. 963, Munich: Center for Economic Studies
and Ifo Institute for Economic Research.

Deskins, John, and Brian Hill. 2010. Have State Tax Interdependencies Changed Over Time? Public
Finance Review 38 (2):244-70.

Devereux, Michael P., Ben Lockwood, and Michela Redoano. 2008. Do Countries Compete Over
Corporate Tax Rates? Journal of Public Economics 92 (5):1210-35.

Dobbin, Frank, Beth Simmons, and Geoffrey Garrett. 2007. The Global Diffusion of Public Policies:
Social Construction, Coercion, Competition, or Learning? Annual Review of Sociology 33:449-72.

Esteller-Moré, Alejandro, and Albert Solé-Ollé. 2002. Tax Setting in a Federal System: The Case of
Personal Income Taxation in Canada. International Tax and Public Finance 9 (3):235-57.

Feld, Lars P. 2000. Tax Competition and Income Redistribution: An Empirical Analysis for Switzerland.
Public Choice 105 (1-2):125-64.

Feld, Lars P., and Bruno S. Frey. 2000. Die Auswirkungen des kantonalen Steuerwettbewerbs auf den
Kanton Ziirich: Moglichkeiten einer rationalen Steuerreform [The Effects of Intercantonal Tax
Competition on the Canton of Zurich: Possibilities for a Rational Tax Reform]. University of St.
Gallen and University of Zurich.

Feld, Lars P., and Gebhard Kirchgéssner. 2001. Income Tax Competition at the State and Local Level in
Switzerland. Regional Science and Urban Economics 31 (2):181-213.



64 GILARDI AND WASSERFALLEN

Feld, Lars P., and Emmanuelle Reulier. 2008. Strategic Tax Competiton in Switzerland: Evidence from a
Panel of the Swiss Cantons. German Economic Review 10 (1):91-114.

Finnemore, Martha, and Kathryn Sikkink. 1998. International Norm Dynamics and Political Change.
International Organization 52 (4):887-917.

Franzese, Robert J., and Jude C. Hays. 2007a. Empirical Models of International Capital-Tax Competition.
In International Taxation Handbook, edited by Greg N. Gregoriou and Colin Read, 43-72. Oxford:
Elsevier Academic Press.

——. 2007b. Spatial Econometric Models of Cross-Sectional Interdependence in Political Science Panel
and Time-Series-Cross-Section Data. Political Analysis 15 (2):140-64.

Fiiglister, Katharina. 2012. Where Does Learning Take Place? The Role of Intergovernmental Cooperation
for Policy Diffusion. European Journal of Political Research 51 (3):316—49.

Ganghof, Steffen. 2006. The Politics of Income Taxation: A Comparative Analysis. Colchester: ECPR
Press.

Genschel, Philipp, Achim Kemmerling, and Eric Seils. 2011. Accelerating Downhill: How the EU
Shapes Corporate Tax Competition in the Single Market. Journal of Common Market Studies
49 (3):585-606.

Genschel, Philipp, and Peter Schwarz. 2011. Tax Competition: A Literature Review. Socio-Economic
Review 9 (2):339-70.

Gilardi, Fabrizio. 2012. Transnational Diffusion: Norms, Ideas, and Policies. In Handbook of International
Relations, edited by Walter Carlsnaes, Thomas Risse and Beth A. Simmons, 453-77. Second ed.
London: SAGE Publications.

Greenhill, Brian. 2010. The Company You Keep: International Socialization and the Diffusion of Human
Rights Norms. International Studies Quarterly 54 (1):127-45.

Hallerberg, Mark, and Scott Basinger. 1998. Internationalization and Changes in Tax Policy in OECD
Countries. The Importance of Domestic Veto Players. Comparative Political Studies 31 (3):
321-52.

Hays, Jude C. 2003. Globalization and Capital Taxation in Consensus and Majoritarian Democracies.
World Politics 56 (1):79-13.

Hendrick, Rebecca, Yonghong Wu, and Benoy Jacob. 2007. Tax Competition Among Municipal
Governments Exit Versus Voice. Urban Affairs Review 43 (2):221-55.

Ingram, Paul, Jeffrey Robinson, and Marc L. Busch. 2005. The Intergovernmental Network of World
Trade: IGO Connectedness, Governance, and Embeddedness. American Journal of Sociology 111 (3):
824-58.

Jensen, Nathan M., and René Lindstddt. 2012. Leaning Right and Learning from the Left: Diffusion of
Corporate Tax Policy Across Borders. Comparative Political Studies 45 (3):283-311.

Johnston, Alastair Iain. 2001. Treating International Institutions as Social Environments. International
Studies Quarterly 45 (4):487-515.

Johnston, Alastair Iain. 2005. Conclusions and Extensions: Toward Mid-Range Theorizing and
Beyond Europe. International Organization 59 (4):1013—44.

Kirchgissner, Gebhard, and Werner W. Pommerehne. 1996. Tax Harmonization and Tax Competition in
the European Union: Lessons from Switzerland. Journal of Public Economics 60 (3):351-371.

Liebig, Thomas, and Alfonso Sousa-Poza. 2006. The Influence of Taxes on Migration: Evidence from
Switzerland. Cambridge Journal of Economics 30 (2):235-52.

Mendoza, Enrique G., Gian Maria Milesi-Ferretti, and Asea Patrick. 1997. On the Ineffectiveness of Tax
Policy in Altering Long-Run Growth: Harberger’s Superneutrality Conjecture. Journal of Public
Economics 66 (1):99-126.

Oates, Wallace. 1972. Fiscal Federalism. New York: Harcourt Brace Jovanovich.

—— 2001. Fiscal Competition or Harmonization? Some Reflections. National Tax Journal 54 (3):
507-12.

Pacheco, Julianna. 2012. The Social Contagion Model: Exploring the Role of Public Opinion on the
Diffusion of Antismoking Legislation across the American States. Journal of Politics 74 (1):
187-202.



Tax Competition 65

Pliimper, Thomas, and Eric Neumayer. 2010. Model Specification in the Analysis of Spatial Dependence.
European Journal of Political Research 49 (3):418-42.

Pliimper, Thomas, Vera E. Troeger, and Hannes Winner. 2009. Why is There No Race to the Bottom in
Capital Taxation? International Studies Quarterly 53 (3):761-86.

Radaelli, Claudio M., and Ulrike S. Kraemer. 2008. Governance Areas in EU Direct Tax Policy. Journal of
Common Market Studies 46 (2):315-36.

Reulier, Emmanuelle, and Yvon Rocaboy. 2009. Regional Tax Competition: Evidence from French
Regions. Regional Studies 43 (7):915-22.

Schmidheiny, Kurt. 2005. Wohnsitzwahl und lokale Einkommensbesteuerung [Residential Choice and
Local Income Taxation]. Swiss Political Science Review 11 (4):97-121.

Shipan, Charles R., and Craig Volden. 2008. The Mechanisms of Policy Diffusion. American Journal of
Political Science 52 (4):840-57.

Simmons, Beth A., Frank Dobbin, and Geoffrey Garrett. 2006. Introduction: The International Diffusion of
Liberalism. International Organization 60 (4):781-810.

Swank, Duane. 2006. Tax Policy in an Era of Internationalization: Explaining the Spread of Neoliberalism.
International Organization 60 (4):847-82.

Swank, Duane, and Sven Steinmo. 2002. The New Political Economy of Taxation in Advanced Capitalist
Democracies. American Journal of Political Science 46 (3):642—-655.

Tiebout, Charles M. 1956. A Pure Theory of Local Expenditures. Journal of Political Economy 64 (5):
416-24.

Trees, Patrick. 2006. Zusammenarbeit der Regierungs- mit den Direktorenkonferenzen [Cooperation in
Conferences of Cantonal Governments and Ministers]. Bern: KPM Verlag.

Volkerink, Bjgrn, and Jacob de Haan. 2001. Tax Ratios: A Critical Survey. Paris: OECD Tax Policy
Studies 5.

Volkerink, Bjgrn, Jan-Egbert Sturm, and Jakob de Haan. 2002. Tax Ratios in Macroeconomics: Do Taxes
Really Matter? Empirica 29 (3):209-24.

Ward, Michael D., and Kristian S. Gleditsch. 2008. Spatial Regression Models, Vol. 155 of Quantitative
Applications in the Social Sciences. Los Angeles, CA: SAGE Publications.

Wilson, John D. 1986. A Theory of Interregional Tax Competition. Journal of Urban Economics 19 (3):
296-315.

——. 1999. Theories of Tax Competition. National Tax Journal 52 (2):269-304.

Young, H. Peyton. 1996. The Economics of Convention. Journal of Economic Perspectives 10 (2):
105-22.

Zodrow, George R., and Peter Mieszkowski. 1986. Pigou, Tiebout, Property Taxation, and the Under-
provision of Local Public Goods. Journal of Urban Economics 19 (3):356-70.



