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Abstract According to the economic theory of federalism (Oates 1999), a
decentralized decision to collectively fund and supply the quantity and quality of
public services will increase economic welfare as long as three conditions are
fulfilled: preferences and production costs of the different local constituencies are
heterogeneous; local governments are better informed than the central agency
because of their proximity to the citizens; and the competition between local
governments exerts a significant impact on the performance of the local admin-
istration and on the ability of public agencies to implement policy innovation.
Federalism also presents some negative aspects, including the opportunity costs of
decentralization, which materialize in terms of unexploited economies of scale; the
emergence of spillover effects among jurisdictions; and the risk of cost-shifting
exercises from one layer of the government to the other. Finally, competition
between fiscal regimes can affect the level of equity. The literature considers fiscal
federalism as a mechanism for controlling the size of the public sector and for
constraining the development of redistributive measures. The present paper
reviews the impact that federalism has on the efficiency, equity, and cost con-
tainment of the healthcare system in Switzerland, a country with a strongly
decentralized political system that is based on federalism and the institutions of
direct democracy, a liberal economic culture, and a well-developed tradition of
mutualism and social security (generous social expenditure and welfare system).
By analyzing the empirical evidence available for Switzerland, we expect to draw
some general policy lessons that might also be useful for other countries.
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1 Introduction

The Swiss healthcare system is based on two distinct pillars. The first is a health
insurance model that has atypical characteristics and lies somewhere between
private and social insurance. This model was influenced by the country’s culture
and history and was recently reformed following the ideas of Alan Enthoven. The
second element is a high degree of decentralization (since 1848 the federal Con-
stitution has entrusted the country’s 26 cantons with a large amount of autonomy
in the organization of their regional health care sector)."

The interaction of these two factors gives rise to the observable health system
outcomes in terms of equity and efficiency. However, it is difficult to determine the
extent to which the general equity and efficiency of the Swiss health system
depend on the particular health insurance model or reflect the high level of
decentralization. For this reason, based on the available evidence in the literature,
we will consider the heterogeneity (in terms of efficiency and equity) across the
Swiss cantons as a proxy for the specific effect of decentralization.

The aim of this chapter is to provide an overview and discussion of the equity and
efficiency outcomes that Switzerland’s various cantonal systems have reached,
relying on the extant literature. Section 2 introduces the general economic theory
behind decentralization (that is, fiscal federalism), highlighting the possible
advantages and drawbacks of such a system. The other sections focus specifically on
Switzerland. Section 3 describes the main features of the Swiss healthcare system,
its overall organization, and its historical background. Sections 4 and 5 discuss the
implications of decentralization with regard to efficiency and equity outcomes,
respectively, with emphasis on the differences among cantons. Section 6 concludes.

2 General Theory of Fiscal Federalism: A Short Literature
Review

During the last century, many OECD countries have had a general tendency
towards decentralization of governments. The concept of decentralization can have
a number of different meanings. In this chapter, it refers to a setting in which the

' The precept of Swiss decentralization is that public policies and their implementation should be
assigned to the lowest level of government that is capable of achieving the objectives.
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central government has devolved some forms of autonomy (fiscal or organizational
competences) to subnational governments (such as regions, or municipalities). The
latter have the power to organize the provision of the public (and merit) goods that
are mainly consumed in their territory. The idea behind decentralization is that it
makes local governments better informed about the preferences of their citizens;
so they can adapt public services to them.

2.1 The Theoretical Economic Background: Advantages
of Decentralization

The principle of decentralization of competences and political power was inspired
by the theory of fiscal federalism. In particular, the rationale stems from the
“decentralization theorem” elaborated by Oates (1972). This theory starts with the
hypothesis that each level of government has the goal of maximizing the social
welfare of its area of competence. Therefore, decentralization is considered as a
proper means for reaching such a goal. Subnational levels of government should
provide “local” public goods; that is, goods that are primarily consumed in that
territory. The decentralization theorem states that under certain conditions (rather
homogeneous local preferences and rather heterogeneous preferences among
subnational authorities), a vector of local public goods tailored to local preferences
is expected to be Pareto superior to a situation with a uniform level of public
output managed at the central level. There are at least two reasons to expect such a
result. Firstly, decentralizing certain public services (such as healthcare) at a
regional level makes it possible to rely on a regional preference matching (Oates
1972). Oates argued that the efficient level of a certain output may differ among
jurisdictions because of different preferences. A subnational level of government is
closer to the preferences of its citizens and can tailor the outputs of these goods
and services to the preferences of the local constituency. This theorem holds true if
we assume the presence of asymmetric information; that is, the local government
knows the preferences of its citizens, whereas the central government does not.
The second argument in favor of decentralization states that central governments
have certain political constraints that prevent them from allocating different out-
puts to different areas. If different jurisdictions require a different Pareto-efficient
level of such an outcome, then a central government cannot guarantee that this
optimal level is reached (Oates 2005).

Federal organization of the state may stimulate horizontal competition among
jurisdictions. Regions can compete to cater for the preferences of their own citi-
zens in a “yardstick environment”. Each region will offer a given quality and
quantity of local public services according to citizens’ preferences (and according
to region’s budgetary limit).

If we assume mobility of people, citizens in a federalist system can move to
another jurisdiction that has more favorable conditions in terms of services,
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taxation, and so on. In his famous 1956 paper, Tiebout expressed the idea that
people can “vote with their feet” (Tiebout 1956), meaning that people may move
from one jurisdiction to another if they find the relationship between the supply of
goods and services and the tax burden of the other jurisdiction more convenient.

A third argument in favor of decentralization is that a federal system promotes
innovation in both the supply of public goods and in taxation policy. On one hand,
it is easier to innovate in a small jurisdiction with a limited number of people than
at a central level. The positive or negative effects of a new policy may be better
controlled in a small territory and it is also easier to revert to the initial situation in
case of failure. On the other hand, the federal setting may be conceived as a
laboratory in which several solutions to the same problem can be tested against
one another simultaneously. This can become a virtuous environment if local
governments are willing to compare the various solutions and apply the policy
with the best performance in their own jurisdiction.

All of the motivations described above can be summarized in the following
simple concept: decentralization helps to achieve better results in terms of allo-
cative efficiency, due both to regional preference matching that better expresses
citizens’ tastes and horizontal competition among regions.

In the last decade, a so-called “second-generation theory” of fiscal federalism
has been developed. This strand of literature has a wider perspective on federalism
and combines economic and political views of the problem. This theory is focused
on the behavior of political agents in a context of imperfect information. The
second-generation theory shifts the focus towards the behavior of the agents,
noting the importance of the information that all the agents involved in the process
possess. In this vision, federalism is seen as the result of political bargaining
between politicians and voters (see Oates 2005).

This more recent strand of research has highlighted another positive aspect of a
federal organization. At a local level, politicians may have higher “electoral
accountability” towards their electors, which should lead to the incumbent having
a higher sense of responsibility and commitment.

In the last century, several countries have encouraged decentralization in the
organization of the healthcare sector. Even though fiscal federalism was not
designed for the provision of private merit goods such as healthcare, there are a
number of reasons why healthcare is a good field where decentralization should be
implemented. In this sector, the preferences of the consumers (the patients) can be
similar within the same region and different between regions (depending, for
example, on the share of elderly people present in a specific area). At the same
time, the healthcare supply can have many differences between regions (such as
the density of physicians in the population, the topographic conformation of a
territory, etc.) that require a different organization of the system. Therefore, a
decentralized organization may be more responsive to people’s needs and more
efficient at adapting the specific supply-side structure. Nevertheless, a decentral-
ized system does not always outperform a centralized one. Federalism also pre-
sents certain drawbacks that might yield both equity and efficiency concerns.
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2.2 Challenges of a Decentralized System with Respect
to Equity

One serious drawback of federalism is the possible increased heterogeneity in the
services delivered across regions, which can go so far as to put the principle of
social citizenship at risk (Banting and Corbett 2002). By definition, federalism
cannot guarantee the principle of horizontal equity across a whole country since
sub-central governments may choose different tax rates and the organization of
public service provision might differ (in terms of quantity, quality and prices)
according to the preferences of the different populations. Consequently, strong
disparities in the treatment of citizens who live in different areas of a country are
immanent in federal states. These disparities may have important socioeconomic
effects in contexts such as healthcare, where differences in service organization
may produce undesirable differentials in terms of quality of care and access to
important health services. This effect may be even more pronounced if regions
have very different economic situations. The risk is that the provision of public
services will be driven by different levels of available resources rather than by the
different preferences of the citizens.

To counter these equity problems, federal governments generally use two dif-
ferent strategies, which are often jointly applied. The first strategy is to define in a
federal policy framework the minimum standard level of services that should be
guaranteed in all jurisdictions. The second strategy is to rely on equalization
mechanisms based on vertical (and in some cases also horizontal) financial
transfers.

Through the equalization mechanism, the central state redistributes resources to
reduce economic inequalities between regions and to correct for possible fiscal
imbalances until a minimum service level (fixed in advance) is reached. The so-
called intergovernmental grants may be conditional (such as matching grants) or
unconditional (for example, lump-sum grants) and may have at least the three
following functions (Oates 1999): they internalize the possible spillover effects of
one jurisdiction to the others; they guarantee fiscal equalization across jurisdic-
tions; they promote a more equitable tax system. In practice, intergovernmental
grants can be seen as a means to redistribute wealth from the richer regions to the
poorer ones so that each region may offer a similar level of services. In some
regions, the provision of public goods may actually be smaller, not due to dif-
ferences in preferences, but to differences in resources; this raises equity concerns.

Transfers are generally assigned according to a specific formula based on
available resources (fiscal capacity) and (fiscal) needs of subnational governments.
In some cases, there is a specific formula for a sector like health, while in other
cases health is included together with other public functions in a general transfer.

Transfers are the most important instrument that governments have to redis-
tribute resources and to reduce inequity issues. They are justified on the grounds of
equity principles, in that they allow fiscally weaker jurisdictions to compete with
stronger ones (Oates 1999). Transfers are also an insurance against specific shocks,
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such as epidemics (Costa-Font 2012). Nevertheless, there are also some negative
aspects of transfers, such as the possibility of moral hazard problems. This phe-
nomenon is implicit in the so-called “flypaper effect”, whereby unconditional
grants have a greater effect in increasing regional spending than a general rise in
community income. This can be seen as a form of moral hazard.

Apart from vertical transfers, another solidarity instrument relies on certain risk
adjustment principles among regions. In order to provide mutual insurance against
risks related to health and healthcare, regions adjust for the differences in risk
among specific patient groups through a compensation system. This may be seen
as a form of horizontal transfer.

In the case of healthcare, however, a federal state can also offer another option
to mitigate possible equity problems. This option involves giving citizens the
option to be treated in another district where the quality of care is higher. This
phenomenon is considered a less radical way of voting with one’s feet. Although
in this case the person does not move her residence to another region (as it would
be the case in the original Tiebout’s situation), she might decide to use the
healthcare supplied in a region that provides a combination of quality and quantity
of that service which better reflects her preferences. This may be possible only if
the patient’s mobility is permitted under conditions defined by the central gov-
ernment. Levaggi and Zanola (2004) and Crivelli (1998) have provided evidence
of internal patient mobility in presence of differences in the quality of services
across Italian regions and Swiss cantons, respectively.

2.3 Challenges of a Decentralized System in terms
of Efficiency

A decentralization process also presents some other shortcomings related to
efficiency.

Firstly, local governments may be inefficient due to the failure to internalize
inter-jurisdictional externalities; spillover effects are difficult to include in the costs
of the service. Such a problem occurs when some people in a jurisdiction free-ride
by enjoying positive effects of a service provided by another jurisdiction without
paying any correspondent tax for it. From the point of view of citizens of the
jurisdiction that provides the service, this is an oversupply of goods. Spillover
effects are responsible for a distorted allocation of public goods. A common
solution in a case in which the provision of a local service produces spillover
effects for citizens of another jurisdiction is that the central government may
allocate a Pigouvian subsidy (in the form of matching grant) to compensate for
these effects.

Another problem arises as a direct consequence of tax competition among
subnational levels of government. Competition may lead to substantial allocative
distortions. In order to attract wealthy taxpayers, regions may compete by holding
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the taxation burden below the optimum level that would reflect voters’ prefer-
ences. At the same time, regions may find it convenient to relinquish an egalitarian
distribution of income; they might have an interest in designing a relatively low
level of social assistance (such as subsidies and other social aids for the worse off)
to avoid an inflow of needy people (Feld 2000). On these grounds, Musgrave
(1971) and Brown and Oates (1987) theorized that the task of income redistri-
bution should be entrusted to the central government. Shifting this responsibility to
decentralized levels of government could lead to the design of public policies that
encourage positive self-selection. This could be done by choosing a high level of
public services preferred by the better-off (such as elegant streetlights and luxu-
riant public gardens) and a low level of those services that are more appreciated by
the worse-off (canteens in public schools, for example). This phenomenon is also
known as “race to the bottom” (Oates 1999), which indicates harmful competition
that could lead to a low taxation level, low public expenditures, and to a subop-
timal level of some public services.

Another drawback that Oates (1999) identified are unexploited scale econo-
mies, with resulting expenditure increases. The question of whether fiscal feder-
alism increases or decreases total expenditures remains open to debate. Most of the
success of decentralization depends on the starting point; that is, whether decen-
tralization can embrace heterogeneity or not. Most important, however, are the
incentives and the institutional design in which decentralization develops.
Decentralization offers some efficiency advantages if it is able to exploit local
heterogeneities and if these more than offset a possible loss in the exploitation of
the existing economies of scale; otherwise it may lead to an increase in general
costs.

Costa-Font (2012) argued that many of the possible negative side-effects of
federalism refer to the sunk costs of a change from a centralized system to a
decentralized one. For example, duplicity costs might arise at the beginning of this
process due to a possible overlap of competences regarding specific functions or
responsibilities. Such sunk costs are related to the need for coordination among
different levels of government, which is especially costly at the beginning of the
decentralization process. This would not apply in countries like Switzerland,
where decentralization of competences has always existed in the organization of
the healthcare system.

Another cost to consider is the one paid by the central government to eliminate
the bailout expectations of the regions. Bordignon and Turati (2009) considered
the role of bailing out expectations as an important determinant of public
expenditure. Their study is based on a strand of literature that agrees on the
importance for central government to commit not to bail out regional supple-
mentary expenditure. They argued that if regions expect that citizens of the other
regions will pay their bill, it is likely that moral hazard behavior will result, as
local governments will have an incentive to waste money and inflate their
expenditures. This important issue is known as “soft budget constraint”, because
the local governments’ budget constraint may become “soft” and lead to an
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increase in the level of expenditures. Changing these expectations may help
contain public expenditure.

Finally, as many authors have highlighted (e.g., Costa-Font 2012), another
obstacle to the success of a decentralized system is that the central government
must devolve responsibilities not only on the side of expenditures, but also on the
side of taxation. If the autonomy is allowed only on the expenditures side, there is
a risk of expenditure expanding, which presents obvious problems in terms of
efficiency.

3 The Swiss Health System

Switzerland is a small federal state (7.9 million inhabitants as of 2012) made up of
26 cantons. The present organization of the Swiss health sector reflects at least
three fundamental elements (Achtermann and Berset 2006): (a) a strongly
decentralized political system, based on federalism, subsidiarity, and the institu-
tions of direct democracy; (b) a liberal economic culture that emphasizes freedom
of choice and consumer-driven economic decisions; and (c) a unique historical
path for social security, in which non-profit institutions in the nineteenth century
led to the creation of a voluntary insurance sector and have been influencing the
design of universal coverage in Switzerland until the present day.

The Swiss health insurance sector was heavily reformed in 1996 according to
Enthoven’s principles of regulated competition (Enthoven 1993). Since then,
Switzerland has had a federally established universal health insurance system with
atypical characteristics lying somewhere between private and social insurance
(Leu et al. 2007; OECD/WHO 2006) and with competition playing out within a
national regulatory framework, but mostly at the cantonal (decentralized) level.
Federalism” and the institutions of direct democracy,’ along with the pre-existence

2 Article 3 of the current Swiss Constitution establishes the high degree of autonomy to the
cantons, stating that “The cantons are sovereign insofar as their sovereignty is not limited by the
Federal Constitution; they shall exercise all rights which are not transferred to the
Confederation.’.

3 In the Swiss political system (both at the cantonal and federal levels) citizens have the
opportunity to participate directly in every state decision by means of direct democracy. For
example, federal laws and generally binding decisions of the Confederation are subject to an
optional referendum; in this case, a popular ballot is held if 50,000 citizens request it. The
referendum is similar to a veto and has the effect of delaying and safeguarding the political
process by blocking amendments adopted by parliament or the government or delaying their
effect. Accordingly, referenda are often described as a ‘brake’ applied by the people. A second
way for citizens to induce a change is called ‘popular initiative’. If at least 100,000 signatures are
collected within 18 months to propose a constitutional amendment, then a popular ballot must be
held. The outcome will be binding, as long as a majority of voters and cantons support the
proposal.
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of a large number of mutual support groups,* have strongly conditioned the fun-
damental choices of the Swiss welfare system (Gilliand 1986). In 1899, the Swiss
federal assembly envisaged setting up a system of public funds inspired by the
Bismarck model. This system would have been jointly financed by the insured and
employers and organized on a territorial basis starting with a minimum number of
1,500 insured (Gilliand 1990). It was undoubtedly a more modern and rational
system of health insurance than the highly fragmented one that had spontaneously
emerged in the nineteenth century. However, in May 1900 the reform was rejected
in a referendum. From the ashes of that ballot, the first federal Law on Sickness
and Accident Insurance developed a decade later. The law was accepted by par-
liament in 1911 and approved by the people in the referendum held in 1912. The
legislature realized that to overcome the obstacle of direct democracy and intro-
duce a federal law on the subject of health insurance, it was necessary to leave the
management of the sector in the hands of private institutions without restraining
cantonal autonomy.

Unlike the Bismarck model, the law of 1911 saw the Swiss legislature relin-
quish the idea of making health insurance compulsory on a national scale; instead,
it left it up to the cantons to decide whether to make it compulsory at the cantonal
level.” Insurance premiums were established by each sickness fund and were not
related to income but were adjusted for age and gender. To reduce the financial
fragility of the sickness funds and to stimulate voluntary affiliation, the Confed-
eration decided to participate in the financing of premiums with public money by
transferring a lump-sum per capita subsidy to the sickness funds. The earliest
available statistics show that approximately half of the Swiss population was
insured in 1945, while nearly universal coverage was achieved between 1985 and
1990.

The organization of healthcare delivery, particularly that of inpatient care, has
historically come under the control of the cantons (Kocher and Oggier 2007).
Moreover, the decisional autonomy of cantons has been combined with decen-
tralized financial responsibility (Wyss and Lorenz 2000). The public expenditure
of cantons and municipalities in Switzerland represents approximately 70 % of
total public expenditure, while only 30 % is paid by the Confederation. In terms of
direct public spending in the healthcare sector, the part funded by the federal
government is only approximately 2 % (Gerritzen and Kirchgidssner 2013). In
order to guarantee an equitable amount of resources, Switzerland has implemented
a fiscal equalization system based on vertical and horizontal grants, with the aim of
decreasing differences between rich and poor jurisdictions.

* A census held in 1903 counted 2,006 mutual support groups, to which 14 % of the population
was affiliated (approximately 500,000 people). Half of the groups had fewer than 100 members
and grouped together the inhabitants of one municipality.

5 Prior to 1994, six cantons made affiliation to a sickness fund compulsory for the whole
population; 12 cantons made affiliation com-pulsory for certain social groups such as people with
a low income and foreigners; and four cantons delegated the decision for a man-date to each
municipality (Alber and Bernardi-Schenkluhn 1992: 210).
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Despite fiscal equalization, strong decentralization of competences, ample
autonomy of the cantonal governments in public expenditure decisions, and fiscal
federalism has, over time, created significant differences among cantons with
respect to per capita healthcare spending, regulatory setting, the role of the private
versus public sector, and the level of production capacity (Crivelli et al. 2006;
Vatter and Riiefli 2003). In addition, federalism has encouraged the proliferation of
organizational models that vary significantly across cantons. Finally, direct
democracy and federalism were at the origins of the very slow pace of radical
reforms at the national level. Referenda and popular initiatives have allowed Swiss
citizens to intervene directly in the decision-making process, approving or
rejecting each reform via a popular ballot. Because unbalanced and radical revi-
sions have a high likelihood of rejection in popular ballots, bills are generally
amended early in a pre-parliamentary phase that involves negotiation ex ante with
opponents of reforms originating in government or parliament and incorporating
the demands of the most powerful lobbies (Cheng 2010). Between 1974 and 2012,
the Swiss population was called to the ballot box 11 times to deliberate on reforms
in the health insurance sector.® With the exception of the referendum on the
Federal Health Insurance Act (KVG), which was approved in 19947 and came into
force in January 1996, the remaining 10 popular ballots failed. It took 85 years to
profit from a “windows of opportunity” and to pass a radical system reform
(Crivelli 2014).

Today, the Swiss healthcare sector is still composed of 26 cantonal systems,
connected to each other by the KVG. However, while each canton is still formally
responsible for ensuring access to good quality health services, the KVG has
shifted the balance of power from the cantons to the Confederation. Health
insurance is now compulsory at the federal level and the Confederation defines the
benefit package that is guaranteed to each resident® and financed by two main
instruments: compulsory insurance supplied by private sickness funds within the
framework of the KVG and the public spending of the cantonal and municipal
authorities. The latter is financed by general local government taxation and used to
subsidize providers who offer services included in the compulsory benefit package
(such as hospitals, nursing homes, and public and non-profit home care institu-
tions). Furthermore, both federal and cantonal contributions are used to subsidize
health insurance premiums for households with modest incomes.

The KVG imposed a reduction in cantonal autonomy on decisions regarding
public expenditure, which led to several important changes in the distribution of

S Three reforms of the federal law proposed by parliament and put to referendum, six popular
initiatives, and two counter-projects.

7 A narrow majority of 51.8 % voted in favor of the new law.

8 Social insurance is not automatic, but it is compulsory. The cantons are responsible for the
surveillance of this mandatory insurance and checking the membership status of each citizen. It is
impossible to leave one sickness fund without having a contract with another insurer and fines are
imposed on those who are caught without coverage (Brunner et al. 2007: 151-2; Cheng 2010:
1443).
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tasks between the Confederation and cantons.’ In the future, the Confederation is
expected to play an even more important role in defining Swiss health policy,'”
with a view to thwarting regional differences in supply, harnessing economies of
scale, and curbing the growth of health expenditure at national level. However, the
transfer of new tasks to the Confederation cannot take place effectively without an
amendment to the Federal Constitution (Schaffhauser et al. 2006) and must be
accompanied by a corresponding adjustment of the public expenditure share borne
by the federal government (Crivelli and Filippini 2003). This missing constitu-
tional reform is a violation of the principle of ‘who decides, pays’, since the bulk
of public spending on health is still financed by the cantons, even though the
Confederation plays an increasingly important role in health policy decisions.
Accordingly, it is not surprising that, in the last decade, cantons have been
unwilling to accept radical reforms of the system aimed at transferring additional
responsibilities and decision-making power to the central government and to
health insurers without an equivalent transfer of financial responsibilities. Cantons
are currently the main opponents of the federal government’s roadmap of reform,
which has made the search for consensus on fundamental changes slow and
complex (Crivelli and Bolgiani 2009).

The following sections will discuss in greater detail the aspects of equity and
efficiency that characterized the Swiss health system. These are two sides of the
same coin that need to be viewed together.

4 Fiscal Federalism and Efficiency in the Swiss Healthcare
System

As explained in Sect. 2, the decentralization of the organization and production of
healthcare has the advantage of tailoring the supply to the preferences and specific
needs of the population. In Switzerland, the heterogeneity of preferences across the
constituencies of the three main linguistic areas'' and/or of the rural versus urban
cantons is highly significant and documented. The heterogeneity emerges in
examples such as the level of acceptance for managed care contracts (see Zweifel
et al. 2006 who used discrete choice experiments to account for differences in
willingness-to-pay between the German and French speaking cantons), in the
attitudes towards risk (such as the choice of higher deductibles) and in voters’
preferences expressed in popular ballots (Crivelli 2014). This heterogeneity

° Switzerland is moving in the direction hoped for by the theory of fiscal federalism, according to
which the central government should have responsibility for income redistribution (and therefore
also for financing the basic stock of merit goods), whereas cantons should be responsible for the
organization and production of health services (Oates 1999).

19 1n 2013, for the first time, the federal government issued a national health care strategy (see
Federal Office of Public Health 2013).

"' Switzerland has a German-speaking, a French-speaking and an Italian-speaking part.
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suggests that, in Switzerland, federalism could lead to a better preference matching
and to the achievement of higher allocative efficiency compared to a centralized
(“one size fits all”) solution. However, the success of decentralization also
depends on the dimension of the local jurisdictions and on the coordination
between levels of government.

With 26 jurisdictions (cantons) in Switzerland for a population of just 8 million,
at least two other efficiency-related aspects must be considered. Firstly, an
important goal of every productive system (including decentralized ones) is to
reach technical efficiency (that is, to produce the maximum quantity of outcome
with the minimum level of inputs, by exploiting the available economies of scale).
Secondly, in a decentralized setting with a multi-level government organization,
there is a higher risk of cost shifting (Banting and Corbett 2002). This cost shifting
could occur if several public payers (in addition to private and social insurers) are
jointly responsible for healthcare funding and lack the incentives to contain total
health expenditure. In fact, total cost containment might be more difficult to
achieve (or may imply higher political costs) than containment of the individual
financial burden since, in the presence of multiple payers, a viable option could be
to shift part of the expenditure to another payer. This section discusses both
aspects in detail.

As Costa-Font (2012) highlighted, there is no clear evidence about the impact
of decentralization on the level of expenditure. It is still unclear whether decen-
tralization reduces the level of expenditure due to an increase in the efficiency of
the entire system or yields a higher level of activities that requires higher
expenditure in the end. The answer to this question depends on many factors, such
as the design of fiscal policy and fiscal imbalances, policy innovations, the pro-
motion of competition, etc. In short, it depends on the incentives embedded in the
used sources of financing.

It is not always simple for a decentralized system to guarantee technical effi-
ciency. A potential problem that may occur in the presence of fiscal federalism is
the suboptimal dimension of care institutions (such as hospitals and nursing
homes) that might not entirely exploit the existing economies of scale. In a
decentralized system, regional governments may be responsible for hospital
planning and municipalities of nursing homes administration, although it would be
more economically and socially efficient to assign the control of these areas to
larger jurisdictions. Jurisdictions are sometimes too small to exploit economies of
scale (Eichenberger and Frey 2006). This is common in Switzerland, where hos-
pitals are managed at the cantonal level and nursing homes at the municipal level.
Several studies have found that the vast majority of Swiss nursing homes and
hospitals do not reach the optimal dimensions (see, e.g., Crivelli et al. 2001, 2002;
Farsi and Filippini 2006). Therefore, it would be possible to have an efficiency
gain if these structures were designed and managed by larger jurisdictions. In
theory, small cantons (or municipalities) could build consortia to jointly run
hospitals (or nursing homes). Unfortunately, this solution is more appealing in
theory than in practice, since it leads to artificial political entities without the
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necessary electoral accountability to function properly and facing a lack of fiscal
equivalence.

Widmer and Zweifel (2012) showed how, in the case of Switzerland, the wrong
incentives that are immanent in every fiscal equalization program led to low
performance in terms of efficiency. They argued that cantons with higher financial
potential (that is, the net-payers of the equalization system) may have incentives to
underperform. Moreover, earmarked subsidies may encourage inefficiency. To test
this hypothesis, Widmer and Zweifel (2012) performed a data envelopment
analysis at the cantonal level, which enabled them to assign an efficiency score to
each canton for six categories of services considered, including healthcare. They
then checked for any correlation between the scores obtained and a vector of
variables representing the Swiss fiscal equalization program.

Their results confirmed the hypothesis of a negative correlation between the
amount of financial equalization and cantonal efficiency, meaning that the equity-
efficiency trade-off advocated by Stiglitz (1988) does exist in Switzerland. This is
more evident in payer cantons than in the receiver ones. Widmer and Zweifel
argued that cantons that do not expect to receive anything from the equalization
will prefer to waste their resources instead of giving them to the worse-off cantons.
They also found a negative correlation between earmarked federal subsidies and
cantonal efficiency: cantons receiving a federal subsidy are more likely to be
inefficient. Finally, they found that the best efficiency scores are reached by small
rural cantons rather than by urban ones. Nevertheless, the inefficiency scores that
the authors used in their correlation analysis are an average of the indices found in
all the categories, not just health.

Another aspect strictly related to the decentralized structure of the health sys-
tem is the evolution of the health expenditure, which could be due to the adoption
of cost shifting strategies. In 2010, the total health expenditure in Switzerland was
approximately 10.9 % of GDP, which is one of the highest rates in the world.

Moreover, per capita health expenditure in Switzerland shows conspicuous
variation across cantons. The first column of Table 1 highlights the level of per
capita socialized health expenditure (SHE), which ranges from 3579 CHF in
Thurgau to almost twice that (6908 CHF) in Geneva.'? It is difficult to determine
how much of this heterogeneity reflects cantonal preferences and how much is due
to better cost containment or to a more rational organization of the health service
supply in the cantons with lower spending. Crivelli et al. (2006) empirically
assessed the determinants of the cantonal health expenditure using panel data
analysis. They found that these differences depend on economic, demographic, and
also structural factors.

Crivelli et al.’s analysis also shows that an increase in the physician density
determines, coeteris paribus an increase in the socialized health expenditure. This

12 Socialized health expenditure (SHE) reflects collective spending for the universally accessible
basket of healthcare benefits. This includes public financing, mandatory health insurance and
social insurance and accounts for approximately 60—65 % of the total financing in Switzerland.
Out-of pocket expenditures, co-payments and voluntary health insurance are not included.
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may reveal the existence of a supply-induced demand effect: the presence of more
doctors in the territory induces a higher use of healthcare, since providers in
Switzerland are still paid according to a fee-for-service reimbursement scheme.
Therefore, cantons seem to differ not only in terms of demographic conditions and
citizens preferences, but also in their regulatory efforts and ability to keep the
medical supply under control.

A more recent study (Reich et al. 2012) includes some additional variables and
uses a longer panel, but significantly confirms the previous results. The panel data
analysis provides evidence of a strong correlation between expenditure and the
per-capita rate of specialist physicians and dispensing doctors,'? income, the share
of managed care contracts and other socio-economic factors. The main message of
Reich et al.’s study is that a more integrated model in the provision of ambulatory
care may curb health expenditure. By increasing the availability of integrated care
networks and the acceptance of managed care plans in the population, per capita
health expenditure may be better contained.

5 Fiscal Federalism and Equity in the Swiss Healthcare
System

This section discusses how the federal setting of the Swiss healthcare system
impacts on equity.

Although Switzerland usually relies on economic liberalism for most of its
policy decisions, in the healthcare field it has embraced an egalitarian point of
view of social justice and included equity as one of the main aims of the healthcare
system (similarly to the majority of the OECD countries).

The features that an equitable healthcare system should guarantee may be
summarized in two main concepts: horizontal and vertical equity. The former
means that people in a similar situation (with similar needs, similar economic
situation) have to be treated similarly. The latter expresses the idea that different
people need to be treated differently; it is generally used to explain the principle of
equity in financing, referring to the fact that people in different economic situations
must contribute differently to the health system financing.

The strand of literature concerning the equity concept in health economics is
based mostly on empirical analysis (O’Donnell et al. 2008) and generally con-
centrates on three main measures of equity: equity in health itself, equity in access
to (or use of) healthcare services (according to the idea of “equal treatments for
equal needs”), and equity of the healthcare system financing, which guarantees
that the financial burden of healthcare is distributed according to the ability of
individuals to pay (that is, progressively), which places greater financial respon-
sibility on the better-off than on the poor (van Doorslaer et al. 1992).

13 Doctors with legal authorization to sell pharmaceutical products directly to their patients.
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This section concentrates primarily on the equity of financing measure, due to
the lack of research at cantonal level in the two other fields. Therefore, this is the
only equity dimension that allows us to draw some conclusions about the impact of
decentralization on equity. As far as the equity of health status and the equity of
access are concerned, we briefly review the overall situation of Switzerland in the
next paragraph.

5.1 Equity of Health Status and Equity of Access

The ultimate outcome of any healthcare systems is generally recognized as the
achievement of the maximum level of health for the population (WHO 2000).
Accordingly, the equity in access to health services is considered instrumental to
the goal of equity in the level of health. In order to guarantee equitable health
status to citizens, public policies should restrain social gradients on health: a good
level of health should be guaranteed to each citizen, regardless of his or her socio-
economic condition. The literature on Switzerland highlights a weak positive
relationship between family income and health status (Leu and Schellhorn 2004a;
Reinhardt et al. 2012), which reveals the existence of a social gradient on health
status. Nevertheless, the severity of this problem is less pronounced than it is in the
rest of Europe. In fact, the magnitude of the Swiss social gradient is the second
smallest in Europe'* (Leu and Schellhorn 2004a).

Research into the equity of access to (or use of) health services intends to
measure horizontal equity; that is, the extent to which people with similar needs
are treated equally. An issue of inequity may arise if people who rely on better
socioeconomic conditions have easier access to healthcare services.

The literature covering this topic has reached varying results. Considering all
physicians visits, there is evidence of a slightly pro-poor distribution (van
Doorslaer et al. 2000). If GP and specialist visits are considered separately, a
slightly pro-poor distribution in the number of GP visits has been found for
Switzerland, while specialist visits were pro-rich distributed (Leu and Schellhorn
2004b). However, Allin et al. (2009) found no robust evidence of any pro-rich
inequalities with respect to specialist visits for a sample of elderly people.

Given the lack of literature on cantonal differences in this field, we have shifted
our focus to an index that could be considered as a measure of service quality;
namely, the age-standardized rate of amenable mortality per 100,000 inhabitants
(for the definition of this concept, see Nolte and McKee 2011). Although this index
cannot replace the results of a comprehensive equity analysis, it does indirectly
contain information about the access to (and the quality of) the health services: a
faster and easier access to (higher quality) health services may reduce the

!4 The Netherlands is the only country with lower income-related inequality in health status.
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amenable mortality rate. This information enables us to make comparisons across
cantons.

The second column of Table 1 reports the index for the Swiss cantons. The
variation is not huge, but it is significant, suggesting the existence of important
cantonal variations in the quality of the healthcare services. The gap between the
lowest value of canton Geneva (44 amenable deaths for every 100,000 people) and
the highest value of canton Schafthausen (68 amenable deaths for every 100,000
people) is comparable to that detected between different countries such as France
and Germany (Nolte and McKee 2011).

5.2 Equity of Financing

The concept of equitable financing suggests that the economic burden of health-
care should be distributed between individuals according to their ability to pay,
regardless of their health status or utilization of health services. This implies not
only a form of solidarity between the sick and the healthy, which is implicit in any
health insurance system, but also solidarity between rich and poor.

The financing sources of the Swiss healthcare system are a combination of
private and public. The main “financing actors” are households, which buy social
and private health insurance and pay out-of-pocket care, the state, and businesses
that have to fund general social insurance.'” Approximately two-thirds of the
financing is collected directly from households (independent of their ability to pay)
through monthly premiums, deductible, copayment, and out-of-pocket expenses.
Thus, this part of the financing is likely to be regressive and to give rise to equity
issues. Only one-third of financing is likely to be proportional or even progressive,
being collected according to households’ ability to pay through general taxation
and general social insurance.

Some of the financing strategy rules are decided at the federal level. However,
Swiss federalism allows cantons to make their own decisions regarding certain
aspects of the financing process. The most important choice regards earmarked
subsidies; that is, the policy tool used to smooth the regressivity of health insur-
ance premiums and to redistribute income from the rich to the worse-off.

Economic theories disagree about which level of government should be in
charge of redistribution. Oates (1972) felt that because redistribution is a national
public good, the central state should handle it. However, other economists see
redistribution as a local public good (Pauly 1973) and argue that the subnational
governments should perform it. The Swiss model is a mixed one: subsidies are
jointly funded by the Confederation and cantons (with an almost 50/50 share).

5 We refer to a Bismarckian insurance model, funded by means of wage-based social
contributions and designed to cover, through in-cash benefits, other health-related risks like
longevity, disability, and accident.
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However, cantons may determine the rule through which allocate subsidies;
they fix the amount of subsidies and also the income threshold level under which
people are allowed to obtain them. Moreover, the federal setting allows each
canton to differ also in its level of (cantonal and municipal) taxation. According to
all these cantons’ choices, different equity (or inequity) levels are determined.

Columns 3-6 of Table 1 list the share of each financing source in the socialized
health expenditure. The average values for Switzerland suggest that 45 % of
socialized health expenditure is funded through health insurance premiums; that is,
the most regressive financing source. The financing coming from taxation repre-
sents roughly 40 % of the socialized health expenditures (33.4 % cantonal and
municipal taxation and 7.2 % federal taxation). The smallest part of financing (13.8
%) is collected proportionally to income through a general social insurance that
pays for treatments in case of accident or disability.

The table shows that the composition of socialized health expenditure differs
quite substantially among cantons. Consider the two extreme cases of Aargau and
Geneva: the former finances more than half of its SHE through net premiums (52
%), compared to 40 % for the latter. On the contrary, the share of the cantonal and
municipal taxes on total expenditure in Geneva (46.6 %) is almost twice as much
as in Aargau (25 %).

Nevertheless, this data does not provide precise information about the extent of
regressivity of the financing mix. In order to analyze this aspect, we need to rely on
the Kakwani index, the most commonly used indicator for this kind of analysis.
Wagstaff et al. (1999) estimated the equity of healthcare financing for Switzerland
and other 12 OECD countries through the Kakwani index based on data from the
early 1990s. This index, which is generally used in the public economics realm to
check the progressivity of taxation, measures the progressivity (or regressivity) of
a tax in terms of shifting from proportionality. A positive value of the Kakwani
index indicates that the tax (in our case the financing-mix) is progressive (that is,
the financial contribution of the rich is larger not only in absolute terms, but also as
a percentage of the disposable income if compared with the poor), while a negative
value suggests that the financing source in question is regressively financed. The
computed Kakwani index for Switzerland (—0.1402) was negative, meaning that
poor people financed the system relatively more than rich people.

Bilger (2008) used a different technique to check the level of regressivity of the
Swiss health system, based on more recent data (from 1998, after the KVG
reform). His results confirmed those from elsewhere; namely, that the Swiss health
system is still very regressive (also after the major reform of 1996).

Crivelli and Salari (2012) analyzed the equity of the system exploiting the
federal dimension of the Swiss system. The Kakwani index was computed using
household data for the period from 1998 to 2005 to assess the level of regressivity
in each canton for each financing source separately. These partial results were then
weighted using the share of each financing source in the cantonal SHE to compute
the overall index. The results suggest that the financing mix is highly regressive,
especially in the cantons where the total level of health expenditure is smaller. The
most regressive financing source turns out to be the net premiums.
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The final column of Table 1 shows the value of the total Kakwani index in 23
out of 26 cantons. The heterogeneity in the results is evident: the difference
between the lowest and the highest Kakwani index is (in absolute terms) com-
parable to that between USA and Sweden (as computed by Wagstaff et al. 1999),
two countries with completely different healthcare systems. This large heteroge-
neity depends on the choices made by cantons in terms of subsidies (the amount
and income level under which people are eligible to receive them), but also on the
amount of public financing they decided to allocate, the progressivity of the
cantonal tax system, and many other decisions (for more details, see Crivelli and
Salari 2012).

As expected, cantons with a more generous policy in terms of subsidies, and
with a widener public financing with respect to the Swiss average are those that
perform better in terms of equity. For example, Jura and Geneva have a smaller
Kakwani index than the other cantons and are among the most generous in terms
of subsidies, considering both the share of population who receive them and the
average amount of the subsidy (OECD/WHO 2011).

However the general finding suggested by this research is that even in the most
generous cantons, the subsidy policy designed to smooth the regressivity of health
insurance premiums is not large enough to turn the financing mix into a propor-
tional payment; the overall SHE financing is regressive everywhere. To check for a
possible trade-off between equity and efficiency, these results have been ranked
and compared through a Spearman test and a Kendall test to rank their correlation
to the efficiency scores found in Widmer and Zweifel (2012). Interestingly, the
hypothesis of independence is not rejected, meaning that, in this particular setting,
there is no evidence of any direct links between equity and efficiency.

Moreover, from a federal perspective, there is an additional notable aspect. On
the grounds of empirical evidence, a ‘race to the bottom’ may yield worse results
in terms of vertical equity than would be the case in a centralized state. This seems
to contradict the theory that the Swiss health system setting—that is, a combi-
nation of community rating and premium subsidies—might be the most equitable
solution (Kifmann and Roeder 2011).

Interestingly, Gilardi and Fiiglister (2008) found that cantons are generally
more likely to imitate neighboring cantons in terms of subsidy policy: this may
provide additional evidence of a possible ‘race to the bottom’. Cantons are likely
to maintain a lower level of subsidies to avoid an inflow of poor people from the
neighboring cantons, lowering the overall equity of the system.

6 Conclusions

This chapter has presented an overview of the differences in equity and efficiency
across the Swiss cantonal healthcare systems, linking these results to fiscal fed-
eralism and to the substantial decentralization of healthcare in Switzerland since
the federal Constitution of 1848.
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We started by describing the main features of decentralization according to the
economic theory of fiscal federalism. Such an organizational model can have many
economic advantages. Subnational governments are supposed to be closer to the
preferences of the citizens, whereas a yardstick competition among local gov-
ernments is likely to push the production and distribution of public services
towards a higher level of efficiency. Nevertheless, the success of a federal setting,
as far as efficiency is concerned, depends on its ability to tackle certain problems,
such as the spillover effects, the risk of cost shifting and of unexploited economies
of scale. On the other hand, the overall equity of the system needs to be maintained
through effective policy instruments of redistribution.

It is not straightforward to assess the impact of decentralization on the efficiency
and equity of the Swiss health system due to a lack of counterfactual evidence, since
the health system has come with such an organization of government ever since its
origins. Nevertheless, by relying on the literature, we were able to identify some of
the main challenges that Switzerland will have to face in the future.

Firstly, the supply of health services is not always targeted at the most efficient
dimension; this is true for hospitals and nursing homes, for example. Consortia of
cantons or of municipalities may be advised to better exploit economies of scale. In
2009, a new attempt to concentrate the highly specialized medicine (that is, complex
surgical procedures with rather low frequency, such as stroke units and pediatric
oncology) started under the leadership of the Conference of Cantonal Health Min-
isters. A public call for a given set of procedures was launched; hospitals prepare and
submit dossiers (in which they must disclose the number of interventions carried out
in the previous year and the related rate of success), while the final decision is made
based on both a technical assessment and a political appraisal. Secondly, the level of
health expenditures varies enormously across cantons and a higher expenditure does
not seem to systematically reflect a higher quality of service. Cantons with higher
expenditure should choose policies that aim to reduce costs (for example, by
improving the acceptance and availability of managed care plans) and should make
greater efforts to keep the medical supply under control in order to better counter the
phenomenon of supply-induced demand.

Finally, equity in financing is far from having been reached; the autonomy
given to cantons to choose their subsidy policy led to a huge level of heterogeneity
among them. This shows a concrete risk of “race to the bottom” that may
undermine the overall equity of the system. There is still a need for research at the
cantonal level for the other equity aspects, such as the equity of health and equity
of the access to healthcare, although the average indicators computed for Swit-
zerland as a whole do not assess these areas as some of main concern.

The real novelty in Switzerland seems to be the new activism of the Federal
State in the health policy arena. The two OECD/WHO reports of 2006 and 2011
argued that the highly fragmented governance and the lack of leadership were the
major challenges of the Swiss health system. Smith et al. (2012) articulated the
concept of leadership in the three essential tasks of setting priorities, performance
measurement, and designing accountability mechanisms. In 2013, the minister of
home affairs launched, for the first time in Switzerland’s history, a health policy
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agenda (called “Health2020”) that sets priorities for health-policy action in four
areas and defines 36 measures to be implemented in the coming 8 years.'® Among
the addressed problems are, not surprisingly, the objectives of “reinforcing fair
funding and access” and “increasing efficiency” (by 20 %), particularly in the
cantons with the lowest financing equity or the highest healthcare spending; these
are both issues that are at the heart of the present chapter. The reactions of
stakeholders and cantonal authorities to this initiative were mixed and it is too
early to assess the likelihood of it being accepted and successfully implemented.'”
However, it demonstrates (as was observed in the US with the Affordable Care
Act) that even federal states with a longstanding tradition of decentralization need,
at a certain point in their history, to overcome fragmentation, a certain lack of
governance, and weak health policy leadership, and rely increasingly on central
power interventions. Of course this central power is not meant as rigid, top-down,
monocentric hierarchy, but as one key-actor of the polycentric approach to gov-
ernance discussed by Elinor Ostrom (2005), which was implemented in Switzer-
land in the context of healthcare.
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