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The Significance of Switzerland’s Enormous
Current A ccount Surplus

Peter Jarrett and Céline Letremy”
Organisation for Economic Co-operation and Development
French Ministry of Environment

Switzerland has had a long standing surplus on its current account. But over the past 15 years
that surplus has surged to levels unmatched by nearly any other OECD country at any
point. This paper looks at the surplus from a balance of payments vantage point as well as
from the optic of the excess of national saving over domestic investment. It then seeks pos-
sible explanations for the uptrend and assesses whether it results to any extent from mar-
ket, institutional or policy failures that could call for reforms. A number of important meas-
urement issues are raised. But the key recommendation is that the authorities should
prepare for a possible sharp increase in the value of the Swiss franc if and when investors
engaged in the “carry trade” unwind their positions. To that end they should examine labor,
capital and product markets with a view to ensuring they are as flexible as possible and that
factors are as mobile as possible, both geographically and sectorally. This will allow any
necessary adjustment to a higher exchange rate to be smoothly accommodated.

JEL codes: EO01, E21, E22, E44, ES8, E65, F31, F32, 052
Keywords: Current account, Carry trade, Switzerland, Balance of payments

1 Recent developments in Switzerland’s balance of payments

1.1 A traditionally sizeable external surplus has been on an upwards
trend since 1991 and has surged since 2002

Switzerland has traditionally recorded a surplus on its current external ac-
count. Prior to the 1990s that surplus showed no particular trend as a share
of its GDP, averaging around 4%. However, beginning in 1991 it began what
has been an almost uninterrupted ascent, culminating in the extraordinary
figure of 16.8% of GDP in 2007 (Figure 1).! Indeed, this figure is unsur-
passed in the history of OECD countries with the exception of Norway,
though only in 2006 (thanks to its substantial oil revenues). But Switzerland

* A first draft of this paper was originally produced for the OECD Economic Survey of Switzerland, pub-
lished in November 2007 under the responsibility of the Economic and Development Review Committee.
It was then issued as OECD Economics Department Working Paper No. 594 (March, 2008). The authors
are thankful to VAL KOROMZAY, ANDREW DEAN, ANDRES FUENTES and CLAUDE GIORNO for their helpful
comments, as well as to FRANCOISE CORREIA and MEE LAN FRANK for excellent technical assistance.

1 Preliminary data for the 2007 show the surplus rose to 16.8% of GDP: a shrinking deficit on current trans-
fers as well as rising surpluses on both goods and services (no doubt related to improved competitiveness)
and investment income lie behind the increase.
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370 Peter Jarrett and Céline Letremy

has no significant natural resources. Its surplus should therefore be more
amenable to analysis using the economist’s normal toolkit. The question to
be faced here is what has caused this development and whether the surplus
is appropriate for Switzerland, or, if not, what market or policy failures
might be operating, and what should be done to remedy the situation.

Taking the normal balance of payments components of the current account,
it is obvious that, even if goods and especially non factor services? have like-
wise been in gently rising surplus over the past 15 years, the main driver of
the surging current account surplus has been factor income and investment
income in particular.’ Indeed, the CHF 61.2 billion balance on investment
income in 2007 represented 71.5% of the total surplus (Table 1); that out-
come was exceeded only by those recorded by Japan and the United
Kingdom. Those receipts are first and foremost from direct investment, but
with a substantial presence of portfolio and other investment income re-
ceipts as well. Furthermore, even though of course Switzerland’s accounts
follow international methodological norms, those guidelines lead to signif-
icant distortions in its case*: profits earned abroad by Swiss based multina-
tional enterprises are attributed to Switzerland, even if the ultimate owners
of those firms are to a large extent resident abroad (think of the many in-
vestors in, for example, Nestlé reside outside Switzerland). While it is not
possible to be precise, central bank calculations show that correction for
this factor on the payments side of the ledger alone would cut the current
account surplus by some 4% percentage points of GDP, leaving the true bal-
ance in 2006 closer to 11% of GDP (SNB 2007a, Table 9). The IMF esti-
mates that it could be as much as 7 points of GDP (IMF 2007). Of course
these are gross figures, and the same distortion is in the data for other coun-
tries and for Swiss portfolio holders of shares in foreign multinationals.
Indeed, using figures provided in the annual SNB report on the 2006 bal-
ance of payments,’ the corresponding correction on the receipts side would
probably be nearly 1%z percentage points of GDP, leaving the net adjust-

2 The 2007 surplus on non factor services account of CHF 39.0 billion was led by net earnings of CHF 16.3
billion on financial services, attributable to the strength of Swiss financial institutions, especially the banks,
at least prior to the ongoing financial turmoil.

3 Labor income is in deficit because of the heavy proportion of frontier workers among the work force
and the resulting cross border salary payments.

4 Another similar distortion comes through net direct investment income earned by foreign controlled
finance and holding companies: they earn income from foreign subsidiaries and pay it to foreign parents,
with what has turned out to be a small but increasing impact on Switzerland's aggregate current account
- an average of CHF 3 billion from 2000 to 2004, but nearly CHF 14 billion in 2005.

5 Such figures comprise the fact that the ratio of Swiss portfolio investment in foreign shares to foreign in-
vestment in Swiss shares (CHF 747 billion) is one third; that foreign companies have a higher dividend
payout ratio than Swiss companies (assumed here to be one half, rather than one third): and that the earn-
ings of Swiss companies that are attributable to foreign shareholders amount to CHF 19.5 billion.
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ment at less than 3 percentage points of GDP and the adjusted current ac-
count at around 14% of GDP in 2007.

On the financial account the numerous large Swiss multinational enterprises
manage to earn significant profits, leading to outsized net outflows of di-
rect investment; in 2006 and 2007, this was offset to some extent by inward
direct investment in Switzerland.® Otherwise portfolio flows in both debt
and equity form go overwhelmingly abroad; they dwarf their counterpart
flows into Switzerland. This is consistent with a portfolio diversification ex-
planation of these capital flows: as elsewhere, home bias (unexploited di-
versification potential) has been decreasing steadily but is believed not to
have been entirely eliminated. The other items on the financial account re-
present mainly corporate and commercial account borrowing and lending
activities. In 2006-07 they were primarily increases in liabilities of Swiss
banks and non financial enterprises to foreign banks. Finally, the accumul-
ation of reserve assets has often been another counterpart of the current ac-
count surplus, but in 2006 they were largely unchanged; in 2007 they rose by
some CHEF 4 billion following further gold sales by the SNB. This conforms
to the pattern of the evolution of the franc: under semi constant upward
pressure in most of the post Bretton Woods era, its uptrend seems to have
come to an end several years ago, together with the steady rise in what has
become known as the “carry trade”, discussed further below. Against the
euro its value was falling from early 2003 until late 2007, cumulatively by
nearly 8% on an effective basis.

Figure 1:  Evolution of the current account (as a percentage of GDP)
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Source:  OECD, Economic Outlook No. 83 database.

6  Indeed, the net outflow of direct investment reversed toward the end of 2006, as Swiss movements of
equity capital abroad slowed more than the corresponding shrinkage in foreign flows into Switzerland.
But by the final quarter of 2007 the net outflow had returned.
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Table 1: Switzerland’s balance of payments in 2007 (CHF billions)

Capital transfers, net -3.3
Current account 85.6 Financial account -53.0
of which: of which:
Goods 9.7 Direct investment -12.7
Non factor services 39.0 of which:
of which: Equity capital -0.6
Tourism 1.1 Reinvested earnings -10.8
Financial services 16.3 Portfolio investment -234
Labour income -11.9 of which:
Investment income 61.2 Debt securities -18.1
of which: Equity securities -5.4
Direct investment 40.6 Other investment (inc.
derivatives and structured
products) -12.8
Portfolio investment 16.3 of which:
Current transfers -12.4 Commercial bank lending 6.2
Corporate lending 0.4
Change in reserve assets —4.1
Net errors and omissions -29.3

Source:  Swiss National Bank (2008), “Swiss balance of payments for Q4 2007 and
review of the year 2007”.

1.2 In the last decade the rise in the surplus has been mainly driven by
higher domestic saving

The current account is also the excess of gross national saving over gross
domestic investment. While in the early 1990s both aggregates were falling
in relation to GDP, the national saving rate began to rise around the middle
of the 1990s, reaching around 35% of GDP by 2000 (Figure 2), although
this figure might be overestimated due to the share foreigners hold in Swiss
multinationals. The investment share showed no such uptrend, with the re-
sult that the current account surged. Following a brief interruption in 2001
02, when the saving ratio fell, the investment share too began to shrink in
2002, and the difference between the two resumed its rise. It is as yet un-
known which component lies behind the most recent jump in the surplus, as
no savings/investment data are as yet available for 2006.
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Figure 2:  Trend in savings, investment and net current account
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Source:  Federal Statistical Office and OECD, Annual National Accounts database.

Figure 3:  Split of the saving surplus in the Swiss economy
(as a percentage of total net saving)
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Source:  Federal Statistical Office and OECD, Annual National Accounts database.

1.3 That increase in saving is largely attributable to financial
corporations and, more recently, government

Taking a closer look by economic agents (Figure 3), it is households that
have traditionally contributed the largest share of the excess of saving over
investment, although their share has been shrinking in recent years. This is
partly because of the well developed and mature pension system: second

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.




374 Peter Jarrett and Céline Letremy

pillar pension savings are around half of household financial wealth.” Gov-
ernment incurred a saving shortfall for most of the 1990s, then ran a series
of surpluses before returning to deficit in 2003-04; while recent outcomes
are not definitive, general government saving returned to the black in 2006
and seems to have surged in 2007. At the same time, government invest-
ment has been dropping steadily relative to GDP since the early 1990s, with
a cumulative decline of around 1% percentage points of GDP (about a third
of its level in 1991). Not surprisingly, corporations’ outcomes have been
highly correlated with the business cycle, although mainly for the non fin-
ancial component. For their part, financial corporations have made a larger
absolute contribution to the excess than their non financial counterparts
throughout the past decade. Indeed, in recent years they have overtaken
households® and thereby taken the top position in terms of responsibility for
the savings surplus.® Most of the action lies on the saving side of the ledger:
corporations have been raising the share of their income saved since the
last recession (as they have done in most OECD countries), as manifest in
surging profitability. Combined with fairly steady investment rates, the re-
sult has been a declining share of corporate saving that is invested, espe-
cially in net terms. Firms have preferred to distribute dividends or to streng-
then their balance sheets by paying down debt. In so doing they may have
made themselves attractive targets for future foreign takeovers, particular-
ly by private equity firms.

Because Switzerland has run such persistent surpluses on its current ac-
count, offset by capital outflows, it has accumulated a huge net international
investment position (CHF 719.4 billion or 137.3% of GDP at Q4 2007, the
highest ratio to GDP in the OECD).!® For that matter it has extremely large
positions on both gross assets!! and liabilities by OECD standards, surpas-

7  Total pension fund assets and life insurance investments were already over 150% of GDP in 2004, the
highest ratio in the OECD. The Federal Office of Social Security sets some ceilings on the share of pen-
sion fund assets that can be invested offshore. For the system as a whole that share is currently around
one half and rising.

8  Part of the reason for weakness in household saving in recent years is the decline in mandatory saving
whose share of households’ gross disposable income fell from over 10% in most of the 1990s to around
7% in 2002 04. Voluntary saving took up the slack in 2000 01, keeping the aggregate rate near 16% but
has likewise fallen back since then, leaving the total rate around 14%.

9 The institutional shares in 2004 were: 44% for financial corporations, 34% for households, 29% for non
financial corporations and 7% for general government.

10 Such a large net asset position is nothing new for Switzerland: SNB officials believe it to have been around
100% of GDP also before World War I.

11 Assets of non residents managed by banks in Switzerland are of course not included in its net interna-
tional investment position. However, if non Swiss high net worth individuals move their economic cen-
tre of interest to Switzerland (as many have done to take advantage of attractive tax regimes), then their
assets would, in principle, be considered as Swiss. Nevertheless, the SNB believes that such cases do not
play a significant role in the evolution of the net foreign asset position, even if they could contribute to
its level.
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sed as a share of GDP only by Ireland (Figure 4). These positions generate
the significant investment income flows described above. According to the
Swiss National Bank (SNB), which compiles the balance of payments and
the investment position statistics, at end-2006 the largest share of gross as-
sets was held in the form of loans and other foreign assets (37%), followed
by portfolio investment (36%), direct investment (21%), derivatives and
structured products (4%) and finally reserve assets (3%). As to liabilities,
nearly one half were bank and other company loans. Once the net position
is calculated, Switzerland found itself mainly holding positions in direct in-
vestment (65%) and portfolio investment (26%). However, the latter was
an unbalanced mix comprising debt securities (82%), partly offset by a neg-
ative position in equity securities (-57%). A breakdown by currency'
shows that a plurality of assets was held in US dollar form, followed fairly
closely by those in euros. A majority of liabilities was held in Swiss francs,
with both dollars and euros well behind. Finally, only a limited disaggrega-
tion by institutional sector is available, but it shows that over 15% of the net
foreign assets belonged to Swiss banks, just slightly more than what is
owned by the SNB. Noteworthy is the steady increase in the government’s
net foreign liability position in recent years: it rose from around CHF 10
billion at end 2001 to CHF 53 billion at end 2006, despite the improvement
in the fiscal balance.

12 The share of foreign currency assets rose from 62% in 1985 to 87% in 2005 and then edged back to 82%
in 2006, while the share of liabilities in foreign currencies fell in the first decade and then rebounded to
45% in 2005 before falling back to 42% in 2006 (SNB 2007a and 2007b).
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Figure 4:  International investment positions
(per cent of GDP, 2006 or latest available year?)
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But easily the most puzzling feature of these accounts is the fact that these
large and persistent current account surpluses have failed to lead to corre-
sponding increases in Switzerland’s net asset position (STOFFELS and TILLE
2007, SNB 2007b)."* This “disconnect™ began at the turn of the millennium:
since end 1999 — and only until 2006 — cumulative net financial outflows re-

13 This was sufficiently puzzling that the SNB decided to include a special section in their annual publica-
tion on the international investment position dealing with the divergence - see SNB (2007b).
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present 85.4% of 2006 GDP, but SNB estimates of net foreign assets rose by
a meagre 11.6% of that GDP. The discrepancy amounts to more than CHF
350 billion or about CHF 50 billion per year. Starting two years later, as the
SNB (2007b) does, leaves a stock flow discrepancy averaging over CHF 60
billion per year. For example, in 2006 alone, when the financial account re-
corded an outflow of CHF 91 billion and the current account a surplus of
CHF 72 billion the SNB shows that the net investment position rose by only
CHF 3 billion.

A number of possible explanations come to mind:

Valuation changes. Changing exchange rates clearly prevent the change in
the stocks from equalling the flows. Since most assets are in foreign cur-
rency and most liabilities in francs, it is clear that if the franc appreciates
the value of Swiss holdings will suffer the consequences. From 1999 to 2006
an increase of the exchange rate was indeed observed. According to the SNB
(2007b), such exchange rate losses have been worth an average of CHF 28
billion since 2002. Secondly, and this may be the major explanation for the
outcomes in 2005 and 2006, there are valuation gains and losses on foreign
holdings of equity in Switzerland and on Swiss holdings of equity abroad. In
a longer term perspective, according to STOFFELs and TILLE (2007), such
valuation effects can explain only a part (around 30%) of the discrepancy
on the net position (with 23% and 7% attributable to exchange rates and
asset prices fluctuations, respectively). With direct investment at estimated
market values (and not at book values as in international investment posi-
tion statistics), their calculations show that valuation effects are somewhat
more successful, accounting for almost exactly half of the total to be ex-
plained. For its part, the SNB (2007b) attributes more than CHF 20 billion
per year to such capital losses (about one third of the total).

Measurement problems. One obvious distortion is that official Swiss data
are calculated using only book value estimates for foreign direct investment.
However, STOFFELS and TILLE (2007) attempt an approximation to a mar-
ket value adjustment and find that the correction would go the wrong way:
the net position would actually worsen by 33.8% of 2005 GDP, rather than the
small improvement in the official data.!* Other methodological questions
14 The StorrELs and TILLE approach was to adjust assets and liabilities for valuation changes using broad
share price indexes. For direct investment holdings by foreign investors the Swiss share price index was
appropriately used. However, they used share price indexes of relevant destination countries for Swiss di-
rect investments abroad, this during a period (1999-2005) when the latter fell while the former rose. It is
debatable whether such indexes would have been an unbiased depiction of the underlying value of those

holdings. It might even be argued that Swiss share prices might have been a better indicator of such price
movements.
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arise from the SNB’s periodic improvements to their procedures. For exam-
ple, the survey used to estimate direct investment positions was broadened
in 2004, resulting in a CHF 11.3 billion reduction in net foreign assets (some
2.5% of 2005 GDP), without any corresponding change in the financial
flows (STOFFELS and TILLE 2007, footnote 24)." Overall, SNB (2007b) ar-
gued that once valuation changes are properly accounted for, only CHF 12
billion per year of non identified changes remain (less than a quarter of the
total). Similarly, the flow data might have missed certain items, such as the
repayment of principal on foreign bonds at maturity. This would be consis-
tent with the sizeable positive errors and omissions in the balance of pay-
ments (an excess of net financial outflows over the current account surplus,
abstracting from capital transfers).

Taking the valuation effects year by year it appears that exchange rate
changes played a fairly important role in 2001-04 and 2006, but franc depre-
ciation in 2005 goes in the wrong direction. Broad indexes of asset prices
point to underperformance for Swiss investors abroad relative to foreign-
ers in Switzerland mainly in 2000, 2005 and 2006. Notice, however, that prior
to 1998 the financial flows on some holdings were essentially computed as
the change in positions (STOFFELS and TILLE 2007).

The next question to be considered arising from this disconnect is what are
the implications for the returns that the nation is earning. These returns
comprise the straightforward yields, as measured in the investment income
accounts, plus the valuation changes. STOFFELs and TILLE (2007) show that,
taking the six years 2000 to 2005, yields alone were higher on Swiss assets
than on its liabilities by more than a full percentage point,'s much as it has
been for the United States (JARRETT 2005). However, once just measured
valuation gains and losses are brought into the picture, their estimate of the
gap becomes 0.8 percentage point. Hence, if these figures are to be believed,
Swiss investors who placed money abroad for portfolio diversification and
rate of return considerations fared much worse than foreign investors who
bet on the Swiss market, even though the latter heavily reflects returns in
the already mature and capital intensive Swiss economy.

15 Since 1999, several other significant statistical revisions affecting Switzerland's international investment
position have taken place. Also, sometimes funds are moved in and out of the country without corres-
ponding financial flows; this too could help explain some of the discrepancy.

16 For the most recent five years SNB figures show that Swiss investors earned average annual returns of
4% on their foreign assets, but only 2.5% once direct investment (9.9%) is excluded.
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2  What could be causing this huge surplus?

Since the current account surplus is such a long standing feature of the Swiss
external accounts, whatever is causing it cannot be entirely a recent phen-
omenon. But until the last 15 years or so it averaged less than 4% of GDP,
a figure that is frequently seen in many other OECD countries. It is truly the
upsurge since the early 1990s that is unusual and demanding of interpreta-
tion. As seen above, the nation’s saving rate increased from 1992 to 2000,
then plunged before rebounding. But it is — at some 36% of GDP in 2005 -
amongst the highest in the OECD (along with Norway and Korea), some
three times as high as those near the bottom of the scale (though the offi-
cial Swiss figure is probably biased up by the aforementioned measurement
error). To what might this be attributed? Unlike Norway, whose current in-
come level is undoubtedly in excess of long term levels thanks to its oil rev-
enues, it would not normally make sense to seek a “permanent income”
view of the surplus. Theoretically, differential demographics could help to
explain some of the gap, but the evidence is fairly clear that the speed of fu-
ture ageing pressures is no more rapid in Switzerland than elsewhere in the
OECD, arguably less so (OECD 2006a).

There are some more promising lines of reasoning, however. First, it is well
known that Switzerland has a well developed system of mandatory second
pillar retirement saving. Such saving represents half of overall household
saving and about 15% of gross national saving, though its share was much
greater in the 1990s. These pension funds (along with life insurance invest-
ments) held assets worth more than 150% of GDP already in 2004, the high-
est GDP share in the OECD. Around 44% of those assets were held abroad
at that point, the majority of which in foreign currencies. There is no need
as yet to disburse the earnings on these holdings, and it would be difficult
to find attractive investment opportunities for them on domestic markets.
Second, there is a multiplicative component to the first, as the correspon-
ding tax burden is shifted forward in time: the typical regime in Switzerland
for taxing retirement saving is EET (that is contributions, accrued returns
and ultimate pension payments are exempt, exempt and taxable, respec-
tively), which is generous but not unusual (and this generosity might not
have much effect on national saving, since the tax advantage might merely
shift the saving from the public to the private sector!’). But even an unre-
markable regime may be unusual when combined with a large mandatory

17 The force of this argument may be less in the Swiss case, since its strong budget balance rules have arg-
uably restrained any resulting public dis saving.
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component. Furthermore, pension savings are not subject to estate duties
(OECD 1999, Box 1). And because there is no capital gains tax on portfolio
investment by households and pension funds,'® saving is treated more gen-
erously than in countries having such a tax. Third, since most foreign assets
are denominated in foreign currencies, whose emitters have traditionally
had higher interest rates than Switzerland (in order to compensate investors
for their higher average inflation rates), and, conversely, most liabilities are
in Swiss francs, part of the net inflow of interest income (and the higher na-
tional saving that is its counterpart) is merely what amounts to a return of
capital to Swiss lenders. According to unpublished central bank estimates,
this could be as much as CHF 20 billion per year (4.4% of GDP, around
one quarter of the total current account surplus). On the other hand, how-
ever, when the saving does not involve foreign assets, it is to expected real
domestic interest rates and returns that saving responds. While ex ante rates
are difficult to observe, ex post real rates in Switzerland have traditionally
been low by OECD standards, but that gap, at least for long term govern-
ment bonds, fell sharply about a decade ago, and local rates are now virt-
ually indistinguishable from the OECD average when measured — even if
crudely — using only a single period’s inflation rate (Figure 5)." Hence, per-
haps there has been some increase in relative incentives to save, resulting

18 Capital gains by households are hardly ever taxable when money is put into shares of companies listed
on the stock exchange, as these companies may be considered as ever lasting. The situation becomes
much more complicated in all other circumstances. In any case, all cantons have capital gains taxes on real
estate.

19 There is a growing literature that has looked at the question of international equalisation of real rates of
return on financial assets. It shows that such returns are indeed equalised for equities but not for fixed
income instruments nor deposits: those denominated in Swiss francs have earned significantly lower re-
turns, even in the long run (KUGLER and WEDER 2003). This violation of real interest rate parity is found
to be due to a failure of uncovered interest rate parity even in the long run. rather than to deviations
from purchasing power parity: the Swiss franc does not appreciate enough to offset the short term inter-
est rate differential. This is unique among major currencies (KUGLER and WEDER 2005), even if other cre-
ditor countries also experience some degree of home bias. Global investors seem willing to pay a prem-
ium for possibly three reasons: first, because there has been less price level uncertainty for Swiss assets,
because the monetary authorities have kept inflation so low; second, because Swiss franc assets seem to
provide unique diversification benefits (KUGLER and WEDER 2004); and, third, so as to avoid the effects
of very rare catastrophic events (such as a war) that they perceive would have an asymmetric impact on
Swiss assets because of the nation’s long standing neutrality. Concretely. if such a shock were to transpire,
the Swiss franc would be expected to appreciate, perhaps sharply. Another explanation — that the prem-
ium is attributable to Swiss banking secrecy - is less convincing. since the return anomaly is also present
in Swiss franc Euro deposits, which are beyond the reach of Swiss law. Finally. if the explanation were to
lie with real structural factors such as higher capital intensity with decreasing marginal returns or pro-
ductivity differences between the tradeables and non tradeables sectors (Balassa Samuelson type ef-
fects). it would be purchasing power parity that would fail to hold, since the real exchange rate appre-
ciation would be sufficient to explain the failure of uncovered interest parity. In any case, what has not
yet been researched is to what extent the lower returns phenomenon still holds: the data used by the cited
authors to establish it covered the period 1980 to 2003, but the “carry trade” really got underway only at
the very end of the sample period: the franc was falling from 2003 to 2007; and there was a steady short-
ing of the franc in futures markets as from 2005 (see footnote 26 below). The time since the last major
global disruption continues to lengthen, and investors surely attribute an ever declining probability of any
recurrence.
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from a reduced willingness of foreigners to hold Swiss assets at lower ex-
pected real rates of return. Finally, saving can include a precautionary mo-
tive, in which case it should respond positively to income volatility. An ad-
mittedly imperfect proxy for that would be the volatility of real GDP
growth. Using the standard deviation of real growth (Figure 6), it can be
seen that Switzerland’s economy is less volatile than the average but that its
advantage has been diminishing steadily and has effectively disappeared
during the past year or two. Even that measure is not uniquely identified,
however, as the standard deviation suffers from a scaling problem: using
the coefficient of variation instead, Switzerland’s volatility has in fact been
mostly greater than in the average OECD country.

Figure 5:  Real long term interest rate! (per cent)
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1 Defined as the yield on 10 year government bond minus the lagged percentage increase in the GDP de-
flator.
2 Czech Republic, Greece, Hungary, Luxembourg, Poland, Slovak Republic and Switzerland excluded.

Source:  OECD, Economic Outlook No 83 database.

In a longer term perspective, the modest level of Switzerland’s investment
rate also looks worthy of interest: the investment share of GDP fell sharply
during the early 1990s recession (by about 8 percentage points of GDP),
remained fairly steady during the subsequent upswing and then declined
again in the most recent downturn, reaching a level little more than 20% of
GDP.The average OECD country followed a similar pattern, but its declines
were far more modest and the rebounds sharper. Thus, Switzerland shifted
from being a higher than average investor to a sub par investor initially in
1999 and then more emphatically from 2003. By 2004 05 its shortfall from
the simple average of OECD countries was more than a full percentage
point of GDP, a switch of 6 percentage points since 1990.
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Figure 6:  Volatility in real GDP growth (four quarterly growth)
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1 The standard deviation divided by the mean.
Source:  Calculations from OECD Economic Outlook No 83 database.

In many quarters in Switzerland it is believed that the low investment rate
is explained by the country’s maturity and income level: it is argued that
the prospective returns on capital are likely to be lower in Switzerland than
in many other parts of the world because the existing capital stock is already
high in relation to output levels. However, the evidence linking investment
rates and income levels is moderate, though Switzerland does not appear to
be an outlier.” Also, while official statistical agencies make different metho-
dological assumptions to generate aggregate national capital stock series,?!
and hence substantial caution in making international comparisons is called
for, it can be seen that indeed capital intensity seems rather high in Switzer-
land.” The question that remains is why a mature economy cannot exploit
its central location and well educated labor force, along with well developed
financial markets to sustain fairly high rates of investment. Low investment
at home may be attributable more to a lack of effective competition (in eco-
nomists’ terms: “the quiet life” for incumbents, who try to reduce supply so
as to raise prices) — which may or may not be linked to weak or even nega-
tive capital productivity growth — and poor prospects for new entrants in
existing industries (network industries in particular), as well as in innovative
sunrise sectors ( ALESINA, ARDAGNA, NICOLETTI and SCHIANTARELLI 2003,

20 Regressing the investment/GDP ratio in current prices on per capita GDP in purchasing power parities
across the 30 OECD Member countries for the average values from 2000 to 2005 in either linear or log
linear form results in a marginally significant negative coefficient on per capita output with a t ratio of
closc to 2 and a very small positive residual for Switzerland. Reverse causality may bias the coefficient
estimate towards zero.

21 It would be even more dubious to try to compare ex ante rates of return to capital across countries.

22 An additional reason for caution here. however, is that the OECD has shifted away from the use of ca-
pital stock series in its modelling exercises in favor of a capital services approach (BEFFY, OLLIVAUD,
RICHARDSON and SEDILLOT 2006). But no such data existed for Switzerland until very recently.
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OECD 2006b). However, it may also be explained in part by:i) a reduction
in risk premia abroad, owing primarily to successful disinflation, that has
led to some diversion of global capital flows away from Switzerland; and ii)
the high price level, which encourages servicing the Swiss market by ex-
ports from abroad rather than inward direct investment, thus limiting gross
fixed capital formation.

Another approach in trying to explain the enormity of the surplus is to look
at its components and of absorption in particular. As seen above, the grow-
ing size of Switzerland’s current account surplus is only to a small extent
attributable to its goods and non factor services accounts, on which sur-
pluses have grown due to slower Swiss GDP growth than in major trading
partners as well as a trend improvement in Swiss competitiveness. Export
performance was very strong until 1985, but thereafter it weakened stead-
ily. In effect the gains in competitiveness due to the steadily lower rate of
inflation were offset by increases in the Swiss franc’s exchange rate. The
franc appreciated at an average rate of some 4% per year from 1970 to 2003,
but most of that was offset by the favorable CPI inflation differential, leav-
ing an average annual real rise of some 1% per cent. However, beginning
around 2002-03 the trend appreciation came to an end, and the deteriora-
tion in export performance did likewise a year or two later.” Following the
franc’s peak in early 2003 it fell cumulatively by around 8% in nominal ef-
fective terms and by 12% in real (CPI) effective terms until its trough in
late 2007; since then it has recovered some of that fall. The result is that
there were then claims that the franc was somewhat undervalued: the IMF
(2007), for example, stated that it may have been up to 20% undervalued,
even if its equilibrium may have fallen because it may no longer be seen to
the same extent as a safe haven currency and it clearly is little used any
more as an official reserve currency.?

The “carry trade” is the label given to the transactions that involve (often
leveraged) borrowing of low yielding currencies like the franc and more
particularly the yen in favor of assets denominated in high return currencies
such as the New Zealand dollar but also those from emerging markets. Of
course, normally low yielding currencies are expected to appreciate, else
nobody would willingly hold them, but in recent years various classes of in-

In fact, preliminary data for recent quarters show a steady improvement in export performance and in
the trade balance: in 2007 it reached CHF 9.7 billion. 90% higher than the 2006 outcome.

Recent work at the BIS (CairNs, Ho and MCCAULEY 2007) shows that the franc remains the currency of
choice (along with the euro) when volatility increases. Nevertheless, BIS figures show the franc’s share
of global reserve holdings had already fallen to negligible levels by the mid 1990s (WOOLDRIDGE 2006).
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vestors have been willing to take on the currency risk and undertake such
trading without hedging.”® Indeed, the common element between trading
in the yen and the franc can be demonstrated by looking at daily exchange
rate changes for the two monies: for the past five and three-quarters years
these have been significantly positively correlated, whereas previously there
had been no such relationship (Figure 7). The result of the increase in car-
ry trading is that the stock of outstanding bank lending in francs to foreign
non bank private borrowers is estimated to have reached some $138 billion
at end September 2006, up from a steady $35 to $40 billion during the de-
cade ending in 1998. Of course risk appetites do change, but even though
most analysts have been predicting a return to form for the franc for quite
some time — in part because the SNB has been busily putting up its official
rates — the temptation to maintain the heretofore profitable strategy was
sufficient to sustain it until late in 2007. And franc weakness began to wor-
ry SNB senior officials who took note of its direct impact on Switzerland’s
import prices and its indirect effect on tradeables prices more generally
(McCormick 2007). But with the intensifying global financial turmoil of
recent months, many investors seem to have unwound their bets against the
franc, and it has steadied against the euro and surged against the dollar.

While in the yen’s case, the purchased assets are to be found around the
world, it seems that most of the franc borrowing has ended up in mortgage
and other private lending in Central and Eastern Europe, especially in
Austria,”® Hungary, Croatia and Poland. Most of this has been undertaken
by Austrian banks; Swiss banks are believed to have limited direct exposure.
But apparently franc denominated lending has even become popular in
Denmark, with outstanding loans reaching DKR 20 billion (nearly 3 billion
euros) in 2006 (BERNSTEIN 2007). In any case, it could be argued that trans-
actions involving borrowing by residents of a high interest rate country in
a low yielding currency like the franc to purchase domestic assets are quali-
tatively different from leveraged activities by financial players typically in-
volving derivative contracts, if only because the investments are not likely
to be unwound quickly (BIS 2007).

25 Indeed, some investors go so far as to short low yielding currencies to speculate that the carry trade will
dominate longer run fundamentals. Swiss franc futures contracts on the Chicago Mercantile Exchange
(CME) were showing a substantial net non commercial short position outstanding in 2005-07. Indeed, the
magnitude of that net position reached a record level of nearty 80 000 contracts on 19 June 2007. which,
at a value of CHF 125 000 per contract, implied a bet of nearly CHF 10 billion against the franc. Higher
CME short positions have tended to presage downward movements in the currency against the dollar.

26 TZANNINIS (2005) points out that loans to Austrian households in foreign currencies have surged since the
mid 1990s, reaching nearly 30 billion euros (30% of outstanding loans) by early 2005. Nearly all of these
loans are in Swiss francs. Franc denominated loans to all non banks totalled more than 40 billion euros
already at that point.
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Figure 7:  The yen and Swiss franc have moved together in the past
five years!
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1 Correlation coefficient between daily exchange rate changes of the dollar/yen and dollar/Swiss franc in a
rolling one year window ending in the quarter in question.

Source:  OECD calculations.

3 The implications for public policy

To sum up to this point: Switzerland has an unusually large current account
surplus which, even though it implies a possible disequilibrium, is clearly
not something that elicits sustainability concerns, since there is no limit to
a nation’s acquisition of net foreign assets. If there are indeed fundamental
drivers such as differences in rates of time preference between Swiss and
foreigners, then policy makers should look no further. However, even
though no evidence is available on this question, it would be unwise to rely
entirely on the existence of such differences. It is more likely that it is long
standing differences in Swiss policy settings and institutions that have cre-
ated the favorable conditions for saving, if not the reluctance in recent years
to engage in investment. So long as these settings are deemed appropriate
once carefully examined, then there is no separate reason to change policy
or to take specific measures to bring the current surplus down. If it declines
because policy improvements generate faster trend growth, which stimul-
ates both investment and imports, then that is all well and good. Yet it must
be recognised that the potential to achieve lasting changes in external bal-
ances through structural reforms is probably fairly limited (KENNEDY and
SLek 2005).

One angle that justifies explicit thinking about the surplus is its role in de-
termining the real exchange rate. A higher surplus would normally lead to
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a stronger currency to ensure long run balance of payments equilibrium.
But the carry trade has driven down the value of the franc, possibly to an un-
sustainable level.”’ If at some point Swiss holders of its huge foreign assets
decide to repatriate them at a rapid pace or foreign investors choose quite
suddenly to unwind their carry trade positions — possibly because of a drop
in risk appetite and increase in volatility? or because the SNB moves more
aggressively to raise interest rates — then the franc exchange rate would ap-
preciate and could even spike higher, as happened to the yen and the franc
in the second half of 1998 and has been hinted at in recent months. This
might call for quick action on the part of the monetary authorities to stab-
ilise the economy, since such a shock would have important deflationary
consequences. But the implications for some sectors could be serious, even
if contractionary aggregate consequences were avoided. BLANCHARD (2007)
has recently argued in a different context that, after several years of de-
pressed output, producers of non tradeables might have permanently lower
productivity through hysteresis effects and might also lack the wherewithal
(financial and other) to expand in response to the price signals. That might
be taken as a justification for some redirected budgetary spending to non
tradeables sectors and to investment in particular.

Assuming the new, higher level of the franc was fairly rapidly seen as quasi
permanent, then the resulting drop in the demand for exports and import
competing goods and services would lead to pressures for restructuring. It
is therefore crucial — so as to be as well prepared for such an outcome as
possible — that Swiss markets be flexible and that factors be mobile both
geographically and sectorally. Fortunately, available evidence points to a
very high degree of economic resilience due to well developed and flexible
financial markets and a moderate degree of labor and product market re-
gulation (DUVAL, ELMESKOV and VOGEL 2007). Specific policy implications
are as follows:

a) In terms of labor markets, that implies: first, that employee protection
rules and legislation be designed - as is the case — with a view to assist-
ing individuals and not protecting jobs; second, that stamp duties on hous-
ing transactions not act as a barrier to the sale of a home that is neces-

27 There has also probably been a reverse mechanism at work: by causing a depreciation, the carry trade has
no doubt led to an increase in the size of the surplus itself, through a rise in net exports of goods and serv-
ices associated with improved competitiveness and through higher net factor income.

28 For a useful, detailed look at the current state of the carry trade see NORDVIG (2007). He argues that re-
duced global risk appetite could pose a challenge to carry trading strategies, especially as the compensa-
tion for currency risk looks to have diminished to very unattractive levels for investments in G10 cur-
rencies, though not for those of emerging markets.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



The significance of Switzerland’s enormous current account surplus 387

sitated by a shift in the owner’s employment; third, that cantonal occu-
pational licensing requirements be suppressed in favor of a mutual recog-
nition/single passport approach; fourth, that immigration be recognised
as especially valuable, since immigrants are more mobile within the
country and admission is sensitive to the need for specific skills; and, fi-
nally, that added focus be placed on training and general (as opposed to
firm specific) skills in this context of shifting economic needs.

b) As to capital markets, policies should focus on encouraging financial
market participants to boost their funding of start ups and other youth-
ful firms, since it is through such entities that inter sectoral shifts pro-
ceed the most smoothly. Similarly, bankruptcy customs and law should
not be designed so as to hold resources in sectors exposed to negative
long term structural shifts.?® In addition, tax and corporate governance
rules should likewise not discourage exit or redeployment: in that re-
gard the classical treatment of dividends in the tax law probably acts to
hold resources within firms and thus, at the margin, within existing in-
dustries. Bringing in a ceiling on the tax deductibility of second pillar
saving (to the lowest statutory rate) might help to treat saving in low
risk assets in a less favorable fashion. But the temptation to use tax pol-
icy to directly stimulate investment should be resisted, especially if the
support were aimed squarely at housing, where many OECD countries
are overly generous.

c¢) Inproduct markets it is crucial for firms to be able to enter new markets,
and hence the competition authorities must be vigilant to the creation or
maintenance of artificial barriers to entry by incumbents, which can sig-
nificantly restrict investment (ALESINA, ARDAGNA, NICOLETTI and
SCHIANTARELLI 2003). In regulated sectors, especially network indus-
tries, sectoral regulators must also keep a watchful eye. Policies that hold
output in a given sector, such as inheritance rules applied to farmers or
the aforementioned double taxation of dividends, are especially harm-
ful.

29 The authorities hope to reform the bankruptcy law during the next legislature.
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Inward FDI, Value Added and Employment in
US States: A Panel Cointegration Approach
Elias Ajaga and Peter Nunnenkamp 347

This study investigates the long-run relationships between inward FDI and
economic outcomes in terms of value added and employment at the level of
the US states. JOHANSEN’s (1988) co-integration technique and ToDA and
YAMAMOTO’s (1995) Granger causality tests are applied to data for the peri-
od of 1977 to 2001. We find cointegration as well as two-directional causality
between FDI and outcome variables. This holds for both measures of FDI
(stocks and employment in foreign affiliates) and independently of whether
we consider the states’ overall economy or their manufacturing sector.

Wir analysieren in diesem Beitrag die langfristigen Kausalitidtsbeziehungen
zwischen den auslindischen Direktinvestitionen in den US-amerikanischen
Bundesstaaten und der dortigen wirtschaftlichen Performance in Form von
Wertschopfung und Beschiftigung. Wir wenden das Kointegrationsverfah-
ren von JOHANSEN (1988) und die Granger-Kausalitétstests von ToDA und
YAMAMOTO (1995) auf Daten fiir den Zeitraum 1977-2001 an. Es zeigt sich
Kointegration sowie eine zweiseitige Kausalitdt zwischen den Direktinvesti-
tionen und den Performance Variablen. Dies gilt fiir beide MaBe der Direkt-
investitionen (Kapitalbestinde und Beschiftigung in den US-Tdchtern der
Auslandsunternehmen) und auch unabhéngig davon, ob man die gesamte
Wirtschaft oder nur das Verarbeitende Gewerbe der US-Staaten betrachtet.

The Significance of Switzerland’s Enormous
Current Account Surplus
Peter Jarrett and Céline Letremy 369

Switzerland has had a long standing surplus on its current account. But over
the past 15 years that surplus has surged to levels unmatched by nearly any
other OECD country at any point. This paper looks at the surplus from a bal-
ance of payments vantage point as well as from the optic of the excess of na-
tional saving over domestic investment. It then seeks possible explanations
for the uptrend and assesses whether it results to any extent from market, in-
stitutional or policy failures that could call for reforms. A number of impor-
tant measurement issues are raised. But the key recommendation is that the
authorities should prepare for a possible sharp increase in the value of the
Swiss franc if and when investors engaged in the “carry trade” unwind their
positions. To that end they should examine labor, capital and product mar-
kets with a view to ensuring they are as flexible as possible and that factors
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are as mobile as possible, both geographically and sectorally. This will allow
any necessary adjustment to a higher exchange rate to be smoothly accom-
modated.

Viele Jahre hatte die Schweiz einen Leistungsbilanziiberschuss. Doch in den
letzten 15 Jahren ist dieser Uberschuss auf ein Niveau angeschwollen, das
von fast keinem anderen OECD-Land je erreicht wurde. Dieser Artikel be-
trachtet zunichst den Schweizer Leistungsbilanziiberschuss aus dem Blick-
winkel der Zahlungsbilanz sowie unter dem Gesichtspunkt des Ubermasses
nationaler Ersparnis gegeniiber Inlandsinvestitionen. Anschliessend werden
Erklarungen fiir den Aufwirtstrend gesucht und analysiert, ob dieser auf
Markt-, institutionelles oder Politikversagen zuriickzufiihren ist. Dabei wer-
den eine Reihe von Messungsproblemen angesprochen. Die zentrale Empfeh-
lung dieses Artikels ist jedoch, dass die Behorden sich auf eine mogliche
starke Wertsteigerung des Schweizer Franken vorbereiten sollten. Diese
Wertsteigerung ist moglich, falls und sobald im «carry trade» engagierte In-
vestoren ihre Positionen auflosen. Aus diesem Grund sollten die Behorden
Arbeits-, Kapital- und Produktmirkte untersuchen und deren grosstmégliche
Flexibilitat und die Mobilitét ihrer Faktoren sicherstellen. Dies sowohl in
geographischer als auch in sektorieller Hinsicht. Eine solche Vorbereitung
wird allenfalls notwendige Anpassungen an hohere Wechselkurse erleichtern.

Prospects for Skill-based Export Growth in a Labor-
abundant, Resource-rich Developing Economy
Ian Coxhead and Muqun Li 391

In an integrated global economy, specialisation in trade is an increasingly
prominent strategy. A labor-abundant, resource-rich economy like Indonesia
faces stiff competition in labor-intensive manufactures; meanwhile, rapid
growth in demand for resources from China and India exposes it to the ‘curse’
of resource wealth. This diminishes prospects for more diversified growth
based on renewable resources like human capital. Using an international
panel data set we explore the influence of resource wealth, foreign direct in-
vestment and human capital on the share of skill-intensive products in ex-
ports. FDI and human capital increase this share; resource wealth diminishes
it. We use the results to compare Indonesia with Thailand and Malaysia.
Indonesia’s reliance on skill-intensive exports would have been greater had
it achieved higher levels of FDI and skills. Its performance in accumulating
these endowments, and its relative resource abundance, impedé diversifica-
tion in production and trade. We present policy options flowing from these
findings accommodated.

In einer integrierten globalen Wirtschaft ist eine Spezialisierung auf den
Handel eine zunehmend verbreitete Strategie. Eine Volkswirtschaft reich an
Arbeitskriften und natiirlichen Ressourcen wie die Indonesiens tritt bei ar-
beitsintensiven Produkten starker Konkurrenz entgegen. Gleichzeitig belegt
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