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The Swiss Tax System
- Key Features and Lessons for Policy Makers -

Relatively low tax rates, respect for financial privacy, and attractive business tax laws have
given Switzerland a reputation as a tax haven. But Switzerland is only a low-tax nation
compared to its European neighbors. Tax revenues consume nearly 30 percent of gross domestic
product, which is higher than the U.S. tax burden. Set up as a federal system like the U.S,, the 26
Swiss cantons are largely independent in setting their own taxes. But unlike the U.S,, where the
federal government now plays a dominant role in fiscal policy, the Swiss central government
accounts for less than one-third of total taxes and spending. This decentralization is a key
feature of the Swiss tax system. Effective tax levels may vary by as much as 300 percent from one
canton to another. Tax levels may also differ significantly among municipalities, which are free
to set their own rates. In recent years this highly decentralized setup has played an increasing
role in keeping tax levels in check and introducing innovative tax reforms (in part because tax
increases almost always require approval by voters), such as degressive marginal tax rates on
higher income brackets. Although Switzerland has not been immune from public policy mistakes,
the country has remained one of the richest in Europe since the late 19™ century. Today it enjoys
the greatest accumulated wealth per capita in the world, and unemployment, at around three
percent, is low. This would seem to indicate that some of the features of the Swiss system—in
particular radical decentralization and the ensuing tax competition — play some part in
enhancing prosperity, in particular by providing taxpayers with more choice and better
protection of their property rights.

by Pierre Bessard

THE TAX SYSTEM — AN OVERVIEW

Key Features:

Taxesin Switzerland currently consume 30 percent of GDP (2005). While low by
European standards, the aggregate tax burden has risen by about 50 percent since 1970
and about 15 percent since 1990.

The central government raises about 30 percent of al tax revenues; the cantons about 40
percent; and the municipdities (based on the laws of their respective cantons or on their
own rules) another 30 percent. Taxation in Switzerland is therefore overwhemingly a
cantonal issue and to alesser extent afederd issue.
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At the federd levd, the top margind rateis 11.5 percent. Top margind ratesin the
cantons range from about five percent (in degressive systems) to about 35 percent. The
average overd| federa-canton top margina persona income tax rateis 37.8 percent.

Persond capital gains are tax-exempt. However, dl cantons levy atax on wedth with top
margind rates varying from 0.18 to 1 percent depending on the canton.

Corporateincome is taxed at the federd level & aflat rate of 8.5 percent, but thisfedera
tax can be deducted together with the cantona tax when calculating taxable income,
resulting in an effective rate of about 6.7 percent. The cantons tax corporate profits at flat,
progressive, or two-level rates (depending on the canton). The average rate is 14.6
percent, resulting in an overdl federa-canton corporate tax rate of 21.3 percent,? with
sgnificant differences among cantons, al cantons dso levy atax on corporate capital at
flat rates generally below 0.1 percent.

Corporate tax holidays may be available for up to ten years for newly established
businesses. More favorable regimes apply for holding and adminigtrative companies,
making Switzerland a top headquarters location.

The system is drictly territorial, meaning that the government does not seek to tax
income that is earned — and generaly subject to tax — in other jurisdictions.

Vdue-added tax islevied at a standard rate of 7.6 percent, with reduced rates of 3.6 and
2.4 percent and tax-exempt status for specific sectors.

Basic payroll deductions amount to 12.1 percent of income, half of it being retained and
paid by employers. These tax-deductible levies mostly serve to finance basic pensons
and unemployment insurance.

Workers generaly are required to participate in an occupationdly-based system of
private retirement savings.

Voters are key playersin policymaking. Between 2004 and 2007 voters gpproved modest
to substantid tax reductions in a period of strengthening economic growth in more than

haf of al cantons. Thiswill lead to avisble reduction of taxes as a share of GDPin
coming years. Pressure for tax increases remains high at the federd levd, though it is not
clear whether paliticians will satisfy their cravings for more revenue. In 2004, voters
overwhemingly rgected — by a two-to-one mgority — a government proposa to raise
vaue-added tax by 1.8 percentage points.

! Source: OECD Tax Database (2006).
2
Ibid.

Prosperitas. A Policy Analysisfromthe Center for Freedom and Prosperity Foundation



The Swiss Tax System: February 2007
Key Features and Lessons for Policy Makers Page 3

Key Observations:

Switzerland has not enjoyed rapid growth in recent decades. Yet it ill ends up in leading
positions in income per capita, wedlth per capita or competitiveness rankings. For
example Switzerland ranksfirgt in the 2006 World Economic Forum’'s Global
Competitiveness Report. Thisis known as *“the Swiss paradox” and can be explained by
Switzerland' s long-standing openness toward global trade and investment,® whereby
substantial revenues are repatriated from abroad.

Switzerland' s decentrdized tax systern makes any comprehensive or sweeping tax
changes very difficult or lengthy to implement. This has proved a decisve advantage
snce harmful policies are often turned down by cantons and votersin referenda. Such
faled initiativesinclude a plan in 2001 to introduce a persona capita gainstax, and
another in 1977 to unify cantond taxes and to introduce a federa wedlth tax.

Internationa tax competition has long been away of life for Switzerland, and nationd tax
competition has been important for a number of smaler cantonsin central Switzerland.
However, nationd tax competition recently intensified following a 2004 reform of inter-
cantond financid equalization (a program smilar to interdate fisca transfersin the U.S)
with improved incentives for better tax policies and tax reductionsin subsidized cantons.

A corporate tax reform in 1997 significantly enhanced the tax environment for holding

and adminigrative companies, making Switzerland afavorite location for regiond
European or world headquarters. In addition to very low effective tax rates, Switzerland's
tax laws do not include any controlled foreign corporation provison, so that profits from
foreign subsidiaries are tax-exempt before digtribution. Neither isthere a“ subject to tax”
clause requiring income from foreign subsidiaries to be taxed abroad & a certain leve in
order to be tax-exempt in Switzerland. Thanks to an extensive treaty network, including
with the European Union, dividends, royalties and interests paid to affiliated companies
are mogily tax-exempt.

Swissfinancid privacy laws are rlevant to the tax system in that tax authorities do not
have access to any financid information not expresdy declared by taxpayers. In order to
prevent tax evasion, however, the government impaoses a refundable withholding tax on
interest and dividend payments to Swiss resdents, whereby financid inditutions transfer
the tax anonymoudy. The existence of bank secrecy dso has important implications for
the tax laws of other nations since Switzerland is a safe haven for foreigners seeking to
escape oppressive levels of taxation. And because these nations have to worry that the
geese with the golden eggs can fly across the border, they have much less ability to
impose and enforce bad tax laws that discriminate againgt capita income.

3 Swiss companies employ over 2 million people abroad, which is more than half of Switzerland’ s working
population of 3.6 million. Source: Swiss National Bank, “L’évolution des investissements directs en 2005”,
December 2006.
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Swiss legidation distinguishes between tax “subtraction”, an adminidrative offense, and
tax fraud, acriminal offense. Tax subtraction occurs when ataxpayer forgetsto declare or
concedsincome or wedlth; tax fraud implies the deliberate falsfication of records. This
digtinction reflects the need for ahigher level of government legitimacy in the eyes of
citizens and results in higher levels of tax morde* Switzerland therefore does not
recognize ordinary tax evasion as a crime and consequently does not assst foreign
governments in prosecuting taxpayers in such cases. As acompromise, since 2005 a
withholding tax has been levied on some savings income paid to European Union
residents.

A new corporate tax reform being implemented in 2007 will reduce the double taxation
of distributed profits a investor leve for larger participations. Dividends are currently
more heavily taxed in Switzerland than in most other European countries, favoring
atificidly high profit retention by corporations.

Other weaknesses of the Swiss tax system include the federad income tax, meant asa
temporary measure to finance defense effortsin World War 11 but till in place, and a
federal samp tax on some capital market transactions, which has driven severd financiad
sector activities out of Switzerland. In addition, the cantonal taxation of capitd and
wedlth can be epecidly punitive for smal and medium-sized enterprises. And overal
tax levelstend to be high in most cantons even if they compare favorably with the least
attractive European countries.

4 LarsP. Feld and Bruno S. Frey, “Tax Evasion in Switzerland: The Roles of Deterrence and Tax Morale”, Institute
for Empirical Research in Economics, University of Zurich, Working Paper No. 284, 2006.
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A CLOSER LOOK AT THE TAX SYSTEM

Switzerland has no less than 27 different tax systems. one a the federd level and 26 a the
cantond leve. For a country of 7.5 million residents this diversity makesit difficult to draw
generd conclusions, as tax burdens can vary consderably from one canton to another (see Figure
1). The cantons not only set their own tax rates and tax brackets; they each have their own filing
requirements, deduction provisions, and indtitutiona frameworks of rulesto set and change tax
laws. At the local leve gpproximately 2800 municipdities aso enjoy various degrees of
sovereignty according to their respective canton’s Congtitution.

Figure 1. Switzerland’stax map: cantonal global tax burden index
(Averagefor thewhole of Switzerland = 100; refer ence year: 2005)
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Source: Institut Constant de Rebecque / Swiss Federal Tax Administration

Three Tax Sovereignties

As sovereign dtates, the 26 cantons enjoy actud tax sovereignty and can levy any tax that the
federal Congtitution does not expressly forbid or reserve to the centra government (such asthe
vaue-added tax). Municipalities dso enjoy tax sovereignty as derived by the Condtitution of

their respective cantons. Since 2001, however, some procedura principles have been harmonized
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inanew federd law. This has been criticized as an undue limitation on the process of trid and
error underlying dl ingtitutional innovation.”

Cantons, indluding municipdities, play by far the mogt sgnificant rolein the tax syssem. They

collect dmost 70 percent of dl tax revenues, while the central government levies the rest. For the

most part spending decisions are made at the levd a which taxes are levied; thereisno
disconnect between tax sovereignty and spending authority.

Figure 2. Significance of the three levels of government
(in percent of all tax revenues; reference year: 2006)
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Source: Institut Constant de Rebecque / Swiss Federal Finance Administration

Y et in spite of tax competition among cantons, the expansion of government has led to
increasing levels of taxation in Switzerland, largely because of the extension and growth of
welfare entitlement programs. In 2005, the tota tax burden represented 30 percent of gross
domestic product, up from 21.3 percent in 1970.

® Victoria Curzon Price, “Un fédéralisme compétitif”, Institut Constant de Rebecque, 2005.
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Figure 3. Taxes as a share of GDP since 1970

(all levels of government; in percent)
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Source: Swiss Federal Finance Ministry

The Swiss Tax Regime

Switzerland has afederd system like the United States, but there are some important differences.
In Switzerland, as discussed above, the centrd government plays aminor role. In the United
States, by contrast, the central government is responsible for about two-thirds of taxes and
gpending (and often has considerable authority over the spending decisions of sub-nationa
governments). In Switzerland, the central government imposes consumption taxes. In the United
States, consumption taxes are dmogt exclusively imposed by sub-nationa governments.

One smilarity to Americais that Switzerland collects the greatest part of its tax revenues
through income taxes. Consumption taxes, by contrast, make up only 21 percent of overal tax
revenues. Since cantons do not levy any consumption tax and levy the bulk of income taxes, it is
likely that direct income taxes will remain the largest source of government revenue — assuming
that Switzerland’ s decentralized system is not further eroded.

The Personal Income Tax: At thefederd leve, a progressive but rdatively low-rate income tax
has been levied since 1941. Thistax was intended as atemporary measure to finance

Switzerland' s defense efforts in World War 11, but has never been discontinued. The federd
income tax islevied by the cantons, which transfer 70 percent of it to the centra government and
keep 17 percent; the remaining 13 percent goesinto the inter-cantond equdization fund. The top
margina federd tax rate is conditutionally limited at 11.5 percent and can only be changed by
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means of areferendum requiring gpprova from amgority of cantons and amgority of voters
(otherwise know as a double mgjority). The top rate applies for income brackets in excess of
CHF 700,000 ($578,500).

All cantons aso levy their own persond income taxes at rates that vary sgnificantly depending

on the canton. Overdl, the effective average persona income tax rate on average incomeis 9.4
percent at cantonal level and 1.1 percent at federal level.® Academic research suggests that
cantons are aware of the need to be competitive. Cantons are more likely to have low tax ratesiif
a least one neighboring canton has low rates.” Some cantons even apply degressive rates from
certain income brackets, whereby marginal rates decrease as income rises. In other words, the tax
system in some cantons rewards people for being more productive. The margind tax rate on the
most successful taxpayers in the canton of Zug, for instance, is only 11.5 percent. By contragt,
those taxpayers would face amargind tax rate of 29.8 percent in the canton of Geneva.

Private capital gains (on securities, art works, etc.) are tax-exempt at dl levels of government.
The persona income tax is therefore atax on labor income. However, it should be noted that
banks pay awithholding tax of 35 percent on interest income earned by account holders. The
same withholding tax aso applies on dividends and other forms of capita income. Taxpayers
can get arefund on these tax payments, but only if they declare the underlying assets — a choice
that could result in a higher wedlth tax liability (see“Wedth tax” below).

How the Personal Income Tax Burden VariesWithin Switzerland

Theincome tax burden differs up to multiples of 3 depending on the location. For example, a
single person with a CHF 50,000 ($41,300) annual income will pay 5.17 percent in taxesin the
canton of Zug and 12.85 percent in the canton of Neuchétel. A married taxpayer with two

children with a CHF 100,000 ($82,600) annua income will pay 3.54 percent in taxesin the

canton of Zug and 11.78 percent in the canton of Neuchétel, or three times as much.

How progressive the system is aso depends on the canton. For example, the difference between
the tax rates for aretired person’ s income of CHF 50,000 and CHF 100,000 ranges from 2.16
percent in the canton of Zug to 10.53 percent in the canton of Geneva. For that category of
taxpayers, Geneva stax system is therefore five times more punitive than that of the canton of
Zug.

Within cantons, the tax burden aso varies sgnificantly depending on the municipdity, athough
differences may be more substantia in some cantons than others. As an illustration of those
differences, here are the actud tax burdens in the best and worst municipdities in the five most
and five leadt attractive cantons for the same taxable income of CHF 200,000 ($165,300) of a
married resdent without children:

6 Source: OECD Tax Database (2006)
" Lars P. Feld and Emmanuelle Reulier, “ Strategic Tax Competition in Switzerland: Evidence from a Panel of the
Swiss Cantons’, CESifo Working Paper No. 1516, 2005.
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Canton L owest-Tax Municipality Highest-Tax Municipality
Zwg Wa chwil CHF 16,460 Unterégeri CHF 19,340
Schwyz Wollerau CHF 12,760 Seinen CHF 23,800
Nidwald Hergiswil CHF 20,320 Beckenried ~ CHF 26,800
Appenzdl I. Rh. Appenzell CHF 22,440 Oberegg CHF 27,520
Zurich Zollikon CHF 21,060 Winterthur CHF 28,380
Geneva Collonge-B. CHF 31,580 Onex CHF 35,600
Fribourg Glvisez CHF 31,660 Romont CHF 39,420
Jura Courroux CHF 35,060 Courgenay =~ CHF 38,900
Bern Muri CHF 30,800 Lauterbrunnen CHF 40,160
Neuchétel Marin-E. CHF 37,300 Couvet CHF 41,620

The differences are the most dramatic in the canton of Schwyz, where ataxpayer may pay amost
twice as much (or haf as much) in taxes. Differences between municipalities are also above
average in the canton of Bern. Across Switzerland, the same taxpayer based in Couvet,
Neuchétd will pay 3.2 times more taxes than another based in Wollerau, Schwyz and 2.5 times
more than one based in Wachwil, Zug.

Differences between cantons reflect not only different public management practices but also
spending priorities and democratic preferencesin given jurisdictions. From 1959 until recently, a
badly designed inter-cantona financia equaization program gave the least competitive (and
therefore |less prosperous) cantons no incentives to reduce taxes as they received part of ther
budgets through transfers and were implicitly pendized for cutting taxes. Thisis now partly
changing after areform in 2004 that has improved incentives for tax reductionsin subsidized
cantons.

Wealth tax: All cantons and municipaities levy awedth tax at progressive, flat, or degressve
rates (depending on the canton) in conjunction with the persona income tax. No such tax exists
at the federd level. Wedth up to a certain threshold (from about CHF 50,000 to about CHF
200,000 depending on the canton) is tax-exempt. All debt can be deducted from taxable wedlth.

Although often rightly criticized as an unnecessary pendty on savings and capita accumulation,
the wedlth tax is generdly viewed as a compromise in exchange of exempting private capita
gains from the income tax. The wedlth tax is designed to be low enough to approximate atax on
capitd earnings. The differences in tax burdens between cantons are substantia. The top
margina tax rate varies between 0.18 percent (canton of Nidwalden) and 1 percent (canton of
Geneva). For taxable wedth of CHF 1 million ($826,000), the effective tax rate varies between
0.172 percent (canton of Nidwalden) and 0.697 percent (canton of Fribourg).
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Taxation According to Expense: A Swiss Peculiarity

Under some conditions, wealthy individuals who came to Switzerland from other nations may
opt to pay a lump-sum tax based on their living expenses.

Those residents who do not earn any regular income within Switzerland and have not done so for
the previous 10 years can ask to be fully exempted from income and wedlth taxes and pay
ingead alump-sum tax based on their expensesin Switzerland. Returning Swiss citizens may
benefit from this option up to the end of a current tax period, whereas norn Swiss nationds can
benefit from it indefinitely. Asagenerd rule, the tax is caculated as at least five timesthe rentdl
vaue of the resdent’ s house or twice resdential expensesif the taxpayer livesin a hotel.
International double tax treaties generally apply in order to take into account taxes paid abroad.

Although this system has been criticized as a privilege for wedthy foreigners seeking to avoid
ordinary taxation in their own countries, grict conditions gpply and may substantialy vary, as
adways, depending on the canton. Currently, only about 3,600 residents benefit from this system
(compared to atota population of 1.6 million non-Swiss resdents in Switzerland).

What is the rationde behind such a syslem? For a very long time Switzerland has seen itsdlf asa
refuge for persecuted people around the world, not least for victims of confiscatory taxaionin
neighboring countries with predatory sociaist governments. In pardld, because of the high leve
of safety and qudity of life generdly available in Switzerland, the country attracts wedthy
individuals from industry, sport, or the arts who choose it as a permanent residence, either for
retirement or for living, earning revenues abroad that are difficult to evaluate for tax purposes.
One of the latest such moves happened in December 2006, when star singer Johnny Hallyday
loudly left France, where up to 72 percent of hisincome was taxed away by the government, to
settle down in the Alpine resort of Gstaad, in the canton of Bern.

Estate and Gift Tax. Almog dl cantons gpply estate and gift taxes, with the exception of
Schwyz, which levies neither, and Luzern, which does not levy any gift tax. However, spouses
and direct descendants (children) do not pay any tax in most cantons; only 5 cantons tax estates
and giftsto direct heirs and only one (Jura) to spouses. No such tax exists a the federd leve,
athough its introduction is sometimes debated, but generally dismissed asit would require
gpprova from a double mgority of voters and cantons.

The widespread practice of exempting direct heirsis aresult of intense pressure from some
pioneer cantons where older taxpayers took residence after retirement in order to avoid estate
taxes. In eight cantons, estates and gifts to direct ascendants, i.e., parents are also tax-exempt.
The systems, rates, and possible deductions vary significantly depending on the canton. Tax-
exempt amounts for direct descendants, for example, range between CHF 5000 ($4100) and
250,000 ($207,000) among the five cantons still taxing such estates. Tax rates (progressive or

flat depending on the canton) vary depending on the degree of kinship. For brothers and ssters
and an estate of CHF 500,000 ($413,000), they vary between five percent (Nidwalden) and 21.8
percent (Appenzell A. Rh.); for non-family-related beneficiaries, the same estate will be taxed
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between 14.2 percent (Zug) and 53.7 percent (Geneva), or dmost four times as much depending
on the canton.

Payroll levies: Payroll levies amount to 12.1 percent in Switzerland, which is low in comparison
to most other indudtridized countries. Such levies are fully tax-deductible. Mogt of it (10.1
percent) goes to a compensation fund for basic pay-as-you-go pensons, the remaining 2 percent
finance the unemployment insurance fund. Half of this burden is paid directly by employers;
however, thisis merdly a paliticd illuson since these costs are as amatter of fact deducted in

full from the employee s dary.

Sdf-employed taxpayers must pay arate of 9.5 percent on their income for basic pensons; they
are exempted from unemployment insurance. For incomes below CHF 50,000 ($41,300), lower
rates (from about five percent to about nine percent) apply. Although the rates have not changed
since 1975, pay-as-you-go pensons in Switzerland are not immune from demographic pressure.
Payroll levies now finance about 80 percent of pension expenses, the rest is subsidized by the
central government (17 percent) and the cantons (3 percent). Since 2000, an additiona vaue-
added tax percentage point has been levied for this purpose. The dispersion tends to hide the true
costs of the program. In addition, asthereis no cgp on the labor income subject to payroll levies,
they amount to an additiond flat income tax, in particular for higher-income taxpayers.

Since 1985, sdaried taxpayers have aso been required to participate in a capitaized penson
system from an income threshold of about CHF 20,000 ($16,500). Although thisis run by the
private sector and cannot be classified as atax, the system is heavily regulated by the federd
government and requires an additiona payroll levy of about 12.4 percent (varying depending on
the pension fund), haf of which is paid by the employer. For fully private retirement accounts,

the law provides income tax exemption and deductibility of about CHF 6,000 ($5,000) ayear for
sdaried taxpayers and about CHF 30,000 ($24,800) for self-employed taxpayers.

Value-Added Tax: Switzerland replaced its former turnover tax with a value-added tax in 1995,
following the widespread adoption of the VAT in the European Union. Businesses with turnover
of less than CHF 250,000 ($207,000) are tax-exempt. For businesses with aturnover up to CHF
3 million ($2.5 million), smplified filing is available. Generdly viewed as atax on consumption,

the VAT islevied at al stages of production and distribution and on imported goods. Exports are
tax-exempt. Other exempted sectors include hedlthcare, socia services, education and learning,
cultura goods and services, insurance services, money market and capital market transactions
(excluding wedth management and debt recovery), real estate sdles and rentals.

The standard Swiss VAT rateis 7.6 percent, contrasting with the minimum unified rate of 15
percent in the European Union. A reduced rate of 3.6 percent gppliesto hotel and holiday rental
services. Another reduced rate of 2.4 percent gpplies to the following goods and services:

- food and restaurant and catering services

- medicnes

- newspapers, periodicas, and books

- radio and televison services
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Despiteits textbook reputation as a smple and harmless tax, the VAT provesto be extremey
complex and harmful in practice, and Switzerland is no exception. Efforts are currently
undertaken to smplify the system, as compliance costs have steadily risen.2 Regulations amount
to about 2500 pages, and the VAT is viewed as a high-risk tax by business®

Moreover, dthough economigts often view consumption taxes as less harmful than taxes on
income and profits, the value-added tax tends to have a negative economic impact over time 1°
For labor-intensive sectors it amounts to an additional tax on income™* and in many instancesthe
VAT amounts to a hidden tax on investments.*? As a result, some economists fear that a
redllocation of the tax burden in favor of the VAT would lead to proportionaly grester economic
damage '® Attemptsin Switzerland to shift agreater part of the tax burden to consumption have
faled in part because voters generdly fear that higher consumption taxes will be used to finance
bigger government. In addition, voters are aware that taxes on consumption aso reduce a
taxpayer’ s disposable income and thus hisincentive to earn and ability to save. More
specificaly, consumption taxes drive awedge between the pre-tax income and post-tax
consumption, including deferred consumption through savings.

The evidence indicates thet governments generdly favor consumption taxes not because they are
believed to be economically less destructive, but because they are easier to enforce.** Politicians
a0 like consumption taxes since they often are hidden from taxpayers, thus reducing resistance
to increases in tax rates.

Corporate Income Tax: Corporate income is taxed both at the federad and cantond levels. The
central government applies aflat rate of 8.5 percent on net profit. The tax burden is deductible
together with the cantonal tax when caculating taxable income, resulting in an effective rate of
about 6.7 percent on average.

Things get more complicated a the cantond level. The cantons tax corporate profits at flat,
progressive, or two-level rates (depending on the canton) averaging 14.6 percent, resulting in an
overall corporate tax rate of 21.3 percent, with sgnificant differences between cantons. Cantona
rates vary not only according to the absolute profit, but aso to the return on capitd. For example,
a corporation with capita of CHF 2 million ($1,652,000) and areturn of 4 percent, i.e., with net
income of CHF 80,000, will pay a profit tax of 5.53 percent in the canton of Zug and 15.98
percent in the canton of Geneva, or amost three times as much. If the same corporation has

8 peter Spori, “Rapport final de |’ expert chargé de laréformedelaTVA”, Swiss Federal Ministry of Finance, 2006.

® Marco Taddei, ed., “Les colts administratifs imposés aux PME par laTVA”, USAM, 2003; Niklaus Honauer, ed.,
“Wieviel ist die Mehrwertsteuer wert?’, PricewaterhouseCoopers, 2004. Cf. also Jean-Raphaél Fontannaz, “Une
bombe a retardement pour lesPME”, Bilan, April 2004.

10 Reiner Eichenberger, “ Pourquoi la Suisse doit dire non alahausse dela TVA”, L’ Agefi, April 5, 2004.

1 Beat Kappeler, “ Die Mehrwertsteuer als Jobkiller” , NZZ am Sonntag, December 21, 2003.

12 Up to 54 percent of the VAT falls on investments; cf. Gerhard Schafroth, “Wer tragt die finanzielle Belastung und
was sind die Nebenwirkungen einer Erhéhung der Mehrwertsteuer?’, SwissVAT, 2003.

13 Christa Aregger and Alex Beck, “Mehr Wachstum dank Steuerumbau?’, Credit Suisse Economic & Policy
Consulting, 2004.

14 The VAT was conceptualized in 1954 by the French bureaucrat Maurice Lauré in order to optimize tax collection
and improve government surveillance over producers; cf. Guy Delorme, “Instauration dela TVA”, Direction des
Archives de France, Délégation aux Célébrations national es, 2004.
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instead areturn of 50 percent, or CHF 1 million, the profit tax ranges between 9.02 percent in the
canton of Zug and 18.9 percent in the canton of Basdl-Land.

The lowest-tax cantons dlow Switzerland to remain relatively competitive internationdly

(Figure 2). The canton of Zug, for example, is on par with Irland.'® In addition, the cantons can
provide full tax exemption for a period of up to 10 years for newly established companies, some
cantons, in particular those otherwise gpplying higher tax rates, implement these tax holidays
aggressively in order to atract investments on ther territories, including from abroad, in the
hope that these companies will bring jobs and sooner or later more tax revenue.

Figure 4. Corporate Income Tax Rates in Selected Jurisdictions
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Source: OECD Tax Database (2006)

Corporate Capital Tax: Swiss cantons aso levy acapitd tax at flat rates, except in four cantons
that apply two-leve rates. No such tax islevied at the federd level. Rates vary substantialy
depending on the canton. Lower rates apply for holding companies (which are dso exempt from
corporate income tax). The least competitive cantons generdly do not serve as locations for any
larger corporations, but the tax is deemed particularly harmful for small and medium-sized
businesses. Some cantons are currently dashing their rates in moves to become more competitive
(see Table 1).

15 Martin Eichler, Christina Elschner, and Michael Overesch, “Effective Tax Burden of Companies and on Highly
Qualified Manpower”, BAK Basel Economics, 2005.
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Table 1. Recent capital tax reductions
(implemented by January 1, 2007)

Canton Old rate New rate Canton Oldrate New rate
Zug * 0.0075 0.002 Thurgau 0.1 0.03
Aargau 0.25 0.125 Thurgau * 0.05 0.001
Uri 0.425 0.2 St. Gallen 0.03 0.02
Uri * 0.05 0.01 St. Gallen * 0.005 0.001
Schwyz 0.08 0.04 Obwalden & 0.3t00.4 upto0.24
Schwyz * 0.005 0.0025 Obwalden * 0.04 0.001
Nidwalden 0.035 0.025

All ratesin percent / * for holding companies/ rates vary depending on the municipality
Source: Institut Constant de Rebecque Research

Switzerland, A HeadquartersHaven

Holding and administrative companies can obtain special tax rulings. With good planning,
corporate taxes can be dramatically reduced or even eliminated, thereby preserving valuable
capital for productive uses.

Swiss corporate structures are in increasing demand by international businesses for dl kinds of
support activities, including group management (worldwide or for the Europe, Middle-East and
Africaregion), banking and asset management, trading, research and development, and
conaulting. Internationa tax planning has been facilitated by a corporate tax reform in 1997.
Switzerland has no controlled foreign corporation legidation so that profits from foreign
subsdiaries are tax-exempt before distribution. Neither isthere a* subject to tax” requirement for
foreign subsidiariesin order to be tax-exempt in Switzerland. Thanks to an extensive tregty
network, including with the European Union, dividends, roydties and interests paid to effiliated
companies are mostly tax-exempt.

Holding companies. If two-thirds of acompany’s assets are financid participations in ffiliated
companies (a least 20 percent owned, directly or indirectly, by the holding company), it will be
fully exempt from income taxes a cantond and municipd leve. At the federd leve, dl dividend
income from underlying invesmentsis also tax-exempt. In many cases, the effective income tax
isnil; it isamost never grester than 2 percent. At cantona level holding companies must
nonetheless pay a capital tax on net assets at aflat rate of 0.001 percent (as applied in the most
competitive cantons).
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Domiciliary/mixed companies. When at least 80 percent of businessincome is generated
abroad, a company qualifies as amixed company, whereby only the part of foreign-source
income éttributable to management activitiesin Switzerland is taxed (at the same reduced rates
as gpplied to holding companies). Up to 95 percent of income can be tax-exempt as aresult, on
the basis of case-specific tax rulings. Such structures are used in particular by internationd
trading companies.

Servicelauxiliary companies. Such companies provide affiliated entities with assstance in
adminigrative, financid, technicd, or scientific matters. They require aminimum invoicing of
these services for tax purposes, in order to achieve taxable profits equd to at least five percent of
expenses. Case-specific tax rulings can be obtained.

Principal headquarters. Favorable tax rulings are dso provided to principa structures acting
as centersfor internationa activities, whereby the Swiss company acts as the principd in a
commissioner or contract-manufacturer structure. Principa headquarters take on operating risks
and the legd ownership of products in addition to management, control, and adminigrative
functions. Prafits from foreign affiliated companies are tax-exempt in Switzerland.

Finance branches. Generdly designed as subsidiaries of foreign holding companies, finance
branches ded with lending, cash management, foreign exchange hedging, netting, and
reinvoicing. There isaminimum funding requirement of CHF 100 million ($82.6 million).
Reduced tax rates also apply.

Stamp taxes. The federd government gpplies an issuance samp tax of 1 percent on stock capita
in the case of Swissinvestments (from athreshold of CHF 1 million, or $826,000), and of 0.06
or 0.12 percent on Swiss bonds depending on the type of bonds. These taxes can generdly be
avoided in case of reorganizations, mergers, or transfers of companies from abroad into
Switzerland.

The federd government also levies a securities transfer tax of 0.15 percent on Swiss securities
and of 0.3 percent on foreign securities. This has had the incongruous effect of driving the Swiss
Stock Exchange, a private indtitution, to move some of its trading activities to London, and Swiss
banks have aso developed some of their activities in Luxembourg and London as a consequence
of the tax. Because of competitive pressures, the Sniss government was forced to exempt Swiss
and foreign mutua funds, foreign dedlers, foreign corporations, and foreign banks from the tax.

Stamp taxes are generaly viewed as particularly counterproductive, but short-term politicd

consderations have prevented their discontinuation o far, athough tax revenues amount to only
0.03 percent of the federal budget.
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WHY THE TAX SYSTEM ISGOOD

Radical decentrdization may be the best fegture of the Swiss tax regime. It ensures ongoing
competition among cantons to attract residents, athough taxation is of course only one among
many factors in the choice of alocation. Over time tax competition has led to many favorable
developments and prevented costly policy mistakes. For taxpayers, decentraization on a smdl
scale means greater choice and pressure on government authorities to spend tax money wisdly as
“voting with the feet”, i.e., moving out of ajurisdiction, is an eadly enforceable threet.

Decentrdization and tax competition also mean that tax authorities are easly accessble and
generdly taxpayer-friendly. Switzerland is probably the only country in the world where
rankings on the “ customer-friendliness’ of tax authorities are regularly published in the press,
whereby unfriendly cantons are named and shamed. The advantages of decentrdization are
theoretically and empirically substantiated,'® and there is absolutely no doubt thet this s
Switzerland' s greatest strength.

Another pogtive feature is that the Swiss system is grictly territoria, which means that income
earned abroad by a Swissindividua or corporate resdent is either tax-exempt by way of tax
treaty or systematicaly exempt, asisthe case for holding and administrative companies.

The Swisstax sysem isaso one of the last barriers againgt the E.U.’ s plans to harmonize and
centralize corporate taxation. Switzerland remains a bagtion of indtitutiona diversty and
competition. Although the E.U. regularly criticizes the Swiss cantons for their atractive tax
policies, it heslittle leverage, in particular because Swiss cantons contribute to boost prosperity
in Europe by alowing better protection of productive capita that will be reinvested in E.U.
countries.

Swiss Bank Secrecy: A Human Rights|ssue

Switzerland is famous (or, in high+tax nations, infamous) for itsfinancid privacy laws. These
laws are ardlevant part of the Swisstax system in that tax authorities do not have access to any
financia information not expresdy declared by taxpayers. However, there is an anonymous
withholding tax levied on interest and dividend income paid to resdents, who have the option of
claming afull refund when filing ther tax returns.

Bank secrecy laws in Switzerland underscore the principle of sdlf-declaration in a contract-like
relationship between citizens and government and reflect a mora imperative that individuas
have aright to privacy. Indeed, the laws were sgnificantly strengthened in 1934 to protect
German Jews seeking to protect their assets from Nazi expropriation. Today, bank secrecy
performs the same role, providing a safe refuge for victims of religious persecution, ethnic
discrimination, political harassment, fiscd oppresson, government ingtability, and crime.

16 Lars P. Feld, Gebhard Kirchgassner, and Christoph A. Schaltegger, “ Decentralized Taxation and the Size of
Government: Evidence from Swiss State and Local Governments’, CESifo Working Paper No. 1087, 2003; Bruno
S. Frey, “Kantonsfusionen bringen nichts’, NZZ am Sonntag, July 21, 2002; Alberto Alesina, “The Size of
Countries: Doesit Matter?’, Harvard I nstitute of Economic Research Working Paper No. 1975, 2002.
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Switzerland' sfinancid privacy laws are the source of international controve@/ because some
taxpayersin high-tax nations place their assets in Swiss financid intitutions,*” and Switzerland
does not recognize ordinary tax evasion as acrimind offense. Working through internationa
bureaucracies such as the European Commission and the Organisation for Economic
Cooperation and Development, paliticians from some of these high-tax nations are seeking to
eviscerate privacy laws so that they can track —and tax — this flight capita. In response to this
pressure, the Swiss government introduced in 2005 awithholding tax on undeclared savings
income pad to European Union resdents. Swiss financid ingtitutions serve asintermediaries and
trandfer the tax anonymoudy to the Swiss government, which in turn transfers 75 percent of the
proceeds to the respective E.U. governments. This has only whetted the gppetites of high-tax
governments, however, and intergovernmental exchange of taxpayers persond financid
information remains adeclared god of the E.U. and other bureaucracies.

Although the compromise is less onerous than the E.U. originally demanded, and even though it
has many loopholes, the Swiss withholding tax enadled the introduction of the E.U.’s Savings
Tax Directive, causng money to flee Europe, with Singapore being one of the main
beneficiaries'® Defenders of tax competition in Switzerland and dsewhere argue that high-tax
nations should fix the flaws in their own tax regimes rather than engaging in efforts to undermine
the financid privacy of ther resdents and the sovereignty of nations with more responsble

fiscal policy.

WHY THE TAX SYSTEM ISBAD

Like dl Western democracies, Switzerland has degenerated to some extent toward an extensive
welfare state in the decades following World War 11. Although many government activities and
subsidies today could be discontinued or given back to the private sector,'® the lack of reforms
on the spending sde meansthat overdl tax levelsremain far too high, evenif less so in the most
competitive cantons.

Further, most cantons still impose progressive tax systems, needlesdy punishing success. The
wesdlth tax and the corporate capitd tax, dthough levied a relatively low rates, pendize capitd
accumulation and cause high compliance costs for corporations.

The greatest flaw in the Swiss system, however, isthe expangon of the centrd government in the
last three decades. The federd persond income tax, which is aremnant of defense effortsin the
1940s, should have been abolished long ago, and so should have federa stamp taxes that
pendize the country’ simportant financid sector. The introduction of the value-added tax in 1995

17 switzerland is the world' s leader in international private wealth management, with a market share of 28
percent;.cf. Steve Donzé, “Wealth Management in Switzerland”, Swiss Bankers Association, 2007.

18 John M. Glionna, “ Singapore, A New Home for Riches”, Los Angeles Times, November 11, 2006.

19 | nstitut Constant de Rebecque, “Comment le poids de I’ Etat diminue la prospérité”, 2006; Pascal Gentinettaet. al.,
“Concept des dépenses’, Economiesuisse, 2002.

Prosperitas. A Policy Analysisfromthe Center for Freedom and Prosperity Foundation




The Swiss Tax System: February 2007
Key Features and Lessons for Policy Makers Page 18

isan additiona burden on productive behavior. It is unsurprisingly the centra government’s
favorite tax because it is supposed to be easier to increase than direct income taxes.

FUTURE REFORMS FOR THE SWISSTAX REGIME

Idedlly, the central government income tax should be abolished. This tax was supposed to be a
temporary wartime measure, yet it is il in place more than 60 years later. Repedling this
punitive levy will be achellengein the best circumstances, but it will be impossible in the

absence of much-needed reforms to control the growth of government. Even the Organisation for
Economic Cooperation and Development has noted that Switzerland urgently needs budgetary
restraint.?° An aggressive effort to limit the growth of government would be desirable, both
because it would reduce the misdlocation of labor and capital and it would make reped of the
federal income tax more feasble.

A more modest reform is the attenuation of the double taxation of distributed profits (which
currently are taxed firg a the corporate level and a second time as dividends at the persond
levd). This processis just underway and iscurrently the most important reformissuein
Switzerland. Many cantons have aready taken steps to reduce double taxation, though the
centrd government has yet to implement its planned reform. In this respect, Switzerland has
been particularly unattractive until recently.

Figure 5. Overall taxation of dividends
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20 Organisation for Economic Cooperation and Development, “ Economic Survey of Switzerland 2005”, Policy
Brief, January 2006.
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CONCLUSION

Despite the advantages of national and international tax competition, Switzerland' s tax burden
has continued to rise since 1970, reaching 150 percent of the level prevailing back then. Asin dl
democracies where government functions have been ceasdesdy extended, Switzerland faces
huge chdlenges in the near future. The pressure for higher taxesis particularly acute in the
pension system and other federal socid subsidy programs, where spending serves to buy votes
and is politicaly toughest to oppose. It is therefore possible that in coming years, the burden of
taxation will increase & the federd leve.

Ingtitutiona diversity and competition imply that setbacks and improvements are not linear. Y et
there are good reasons to remain optimistic. More cantons are doing their homework and
implementing tax reforms that reduce taxes, in particular on corporations and more productive
resdents, thereby improving incentives. Internationa tax competition aso poseslimitsto
potentia bad policies and tax increases. And Switzerland usudly ends up implementing the right
reforms when it is urgent to do so, for example by providing holding and administrative
companies with an attractive tax framework and turning the nation into one of Europe’ stop
locations.

Asin many other public policy sectors, the future of the Swiss tax system will ultimately depend
on the dimate of opinion. No tax reform can be implemented without the implicit or explicit
approva of voters and, for federa issues, the approva of cantons. Will the Swissresst renewed
internd cdlsto “harmonize’, i.e,, unify the tax syslem? Will they ress criticism from the
European Union and high-tax neighboring countries? If they do, it islikely that Switzerland' s tax
system will continue to innovate and strike afairly reasonable baance between inevitable
demands for government services and the mord and economic imperative to minimize the tax
burden.

Pierre Bessard is executive director of the Institut Constant de Rebecque in Lausanne,
Switzerland, http://www.institutconstant.ch/.
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