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I. GROWTH IN SWITZERLAND: CAN BETTER PERFORMANCE BE SUSTAINED?'
A. Introduction and Conclusions

1. Swiss growth performance in the past quarter century years has been mediocre.
Annual real GDP growth averaged 1Y% percent, or % percentage points below the EU average
and 1% percentage points lower than in industrial countries.” Growth firmed to 2 percent in
1997-2001, but this is slow for an economy emerging from stagnation and extensive
enterprise restructuring. In per capita terms, growth has averaged 1 percent, knocking
Switzerland from first to fourth place in terms of per capita GNP. Nonetheless, per capita
GNP is still significantly above the EU average in purchasing power terms (Figure I-1).

2. This paper attempts to address several important questions. Is slow growth
inescapable for Switzerland? By how much could policies raise growth? Has enterprise
restructuring in the 1990s laid the ground for stronger future performance? The main
conclusions can be summarized as follows:

. Income convergence across countries contributes significantly to slow relative
growth in Switzerland, but experience in several advanced industrial countries
reinforces the view that slow growth is not inescapable. In fact, Switzerland
already takes advantage of several positive institutional featurcs such as openness,
small government, a good educational system, and a high degree of economic
freedom. However, failure to keep up with the pace of structural reforms in other
countries has been eroding such institutional advantages.

. Higher growth will require raising total factor productivity (TFP) growth, which
remains low by international standards, and to a lesser extent, raising the
investment rate. This in turn requires redressing skill shortages, opening up sheltered
sectors, and invigorating domestic competition. With the right policies, annual growth
could potentially be raised by about %2 to 1 percent over the medium term.

. A review of restructuring efforts in the 1990s pinpoints the performance of the
domestically oriented sectors of the economy as the main drag on growth. Labor
productivity increased fastest in manufacturing, which is exposed to international
competition and has to cope with trend real exchange rate appreciation. But in more
sheltered sectors—for example, services, construction, agriculture—productivity
grew by less and in some instances 1t even fell.

! Prepared by Anastassios Gagales.

2 Current measurement practices tend to understate Swiss growth, but this is not the dominant
reason for weaker relative performance. See Appendix.



Figure I-1. Real Output Growth in Selected Countries
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. Looking forward, it is reasonable to expect an underlying growth rate of about
2 percent in the next few years, but further progress in structural reform would
be needed to sustain this rate. Slow growth of the working age population will
provide a restraint on growth and, in the longer run, population aging is likely to shift
resources to relatively slow growth sectors. In this environment, it will be important
to maximize productivity growth through reforms to product markets and policies to
improve the attractiveness of Switzerland as a business location.

B. Is Slow Growth Inescapable?

3. The consensus from the empirical growth literature is that convergence of per
capita incomes and national policies significantly affect relative growth performance. A
vast literature employing cross-country growth regressions finds strong evidence of
conditional convergence; i.e. contingent on the level of human capital, market openness and
other determinants of growth, rich countries tend to grow more slowly that poor ones.” Such
convergence is consistent with the standard neoclassical model, according to which a
country’s per capita growth rate is inversely related to its starting level of per capita GDP.
Convergence is also related to technology diffusion and the tendency in advanced industrial
economies to shift resources to services, which are generally characterized by below-average
productivity growth. The literature finds that indicators of national policy are correlated with
growth. However, there is disagreement as to the relative significance of individual policies
and transmission mechanisms. Authors emphasize to varying degrees openness to
international trade, macroeconomic policies, financial developments, and structural policies.

4. Estimates suggest that conditional income convergence has a strong negative
effect on Switzerland’s relative growth performance. Estimates derived from recent
models suggest that Switzerland’s much higher per capita income might have been expected,
in isolation, to have pushed growth some 2 to 3 percentage points below the euro area
average in 1980-99. The high end of this range is based on parameter values estimated by
including a wide range of countries—developed and developing—into a cross-country
regression (Box 1). The lower bound is based on estimates that only include a panel of
industrial countries.” It thereby provides some control for the possibility that the higher
estimate exaggerates technological catch-up effects. The results compare with an estimate in
Bassanini et al (2001) of 1.7 percentage points for the convergence difference between
growth in Switzerland and other OECD countries. It should be stressed that the precision of
estimates of the convergence effect is quite low. Nonetheless, its sign and significance
suggest that it is an important explanation of Switzerland’s poor relative growth
performance.

3 See Barro and Sala-I-Martin (1995), Fisher (1993), Levine and Rencld (1992), Sala-I-
Martin (1997), and Easterly and Levine (2001).

* The analysis follows Arora and Vamvakidis (2001).



Box 1. The Determinants of Growth: Cross-Country and Fixed-Effects Estimates

The growth regressions below, obtained from Vamvakidis and Zanforlin (2002), relate per capita GDP growth to
the initial level of real per capita GDP to control for convergence; the share of investment in GDP; secondary
school enrollment as an indicator of the human capital; population growth, to capture demographics; and growth
in trading partners to capture the international economic environment. The regressions include also five policy
indicators: inflation and the ratio of government consumption to GDP as indicators of macroeconomic stability;
the external trade as a percent of GDP to capture the degree of openness of the economy; and the index economic
freedom to capture the extent to which production and allocation are governed by markets.

Dependent Variable: Real per Capita GDP Growth
(t-values in parentheses)

Fixed Effects Cross-Section

Constant -5.39
{-2.20}

GDP (constant 1995 USS) 0.33
(3.00}

GDP per capitz (constant 1995 1US$) -4,43 0.8
(-5.22) -3.31)

Gross capital formation {in percent of GDP) 0.07 0.15
(1.83) (4.47)

Consumer price inflation (in percent) 0.00 0.00
{-1.36) {-5.60)

Government consumption (in percent of GDP) -0.25 0.03
(-4.29) (0.81)

Population growth (in percent) 0.11 -0.79
032 (-3.53)

Secondary school enrollment ratio (in percent) 0.01 0.01
(0.65) (1.02)

Trade (in percent of GDP) .02 0.01
(1.93) (1.64)

Growth in main trading partners (in percent) 111 0.78
(5.21) (L77)

Economic freedom index 0.42 013
(3.63) (1.35)

R-squared 0.42 .68

Standard error 1.61 1.16

The estimates are based on a sample of 91 countries for which data are available for the period 1980-99. All data
are from the World Development Indicators (World Bank, 2001}, except for the index of economic freedom,
which comes from Gwartney, Lawson, and Samida (2000). The fixed effects regression, which allows for country
specific factors other than those captured by the explanatory variables, is more suitable for quantifying the impact
of policies on per capita growth. The cross-country regression, on the other hand, is useful for estimating potential
growth.

Results are in line with the consensus in empirical growth literature (Levine and Renelt, 1992; Sala-I-Martin,
1997). Fixed effects matter, that is, there are differences in performance across countries even after controlling for
the effects of convergence and the other determinants of growth. There is strong evidence of convergence.
Measures of spending do not appear to affect growth in a significant way; inflation and openness do not matier
much, but their presence improves the fit of the regression.




5. The analysis also snggests that many positive institutional features in
Switzerland offset the convergence effect. Relative to the euro area, Switzerland has a
smaller public sector, lower tax rates, greater reliance on markets, lower inflation, greater
openness to external trade, a highly qualified labor force, amicable labor relations, and a
higher rate of capital accumulation. According to the regressions described in Box 1, these
factors tend to boost growth.” Smaller government and greater economic freedom had the
strongest offsetting effects followed by openness and capital accumulation (Table I-1). The
policy implication is that slow growth is not inevitable in the presence of strong income
convergence.

Table I-1. Growth Determinants in Switzerland and in the Euro Area, 1980-99

Impact on
Differential growth
Euro area  Switzerland  {Swiss-EA) 1/ differential
Real per capita GDP growth 1.7 0.9 -G.8 0.08
Due to:
GDP per capita (constant 1995 US$) 21.1 42.8 102.8 -3.12
Gross capital formation (in percent of GDP) 21.6 24.0 23 0.16
Consumer price inflation (in percent) 4.5 2.8 -1.7 0.01
Government consumption (in percent of GDP) 204 13.7 -6.7 1.67
Population growth (in percent) 03 0.6 0.3 0.03
Secondary school enrollment ratio 99.5 98.2 -1.3 -0.01
Openness (trade as percent of GDP) 57.2 70.7 13.6 0.27
Growth in main trading partners (in percent) 1.8 1.6 -0.2 -0.18
Economic freedom index 4.2 7.2 3.0 1.26

Sources: Box 1; and Fund staff estimates.
1/ Difference in percentage points.

> Note that because these factors also contribute to Switzerland’s high per capita income,
simultaneity is a challenging econometric issue.



6. Nonetheless, Switzerland’s institutional advantages have been narrowing over
time (Table I-2). In the increasingly interconnected global environment, convergence is not
confined to per capita incomes. There is also technological convergence and convergence in
economic policies and the regulatory environment. Lower inflation in Europe, fiscal
consolidation in the run up to EMU, and Switzerland’s failure to keep up with the pace of
liberalization internationally have been eroding Switzerland’s relative attractiveness as a
business location and worsening her relative growth performance. This is confirmed by
several competitiveness reports—for example, Schwab et al (2002) and IMD (2001)—which
show Switzerland’s relative growth capacity has been eroding since the early 1990s largely
owing to a failure to keep pace with the other industrial countries in opening up product
markets, promoting competition, and streamlining regulation (Table I-3).° In the same vein,
Nicoletti et al (2000) present evidence that the pace of product market reform in Switzerland
in the past thirty years has been the slowest among OECD member countries (Figure 1-2).

Table I-2. Growth Determinants in Switzerland and in the Euro Area, 1980-99

Switzerland Euro Area

1980-84 1985-89 1990-94 1995-99 1930-84 1985-89 1990-94 1995-99

Real GDP per capita growth 1.4 2.0 -0.4 0.8 1.1 2.7 1.1 1.9
GDP per capita

(constant 1995 US$) 1/ 39,841 41,719 45,951 43,639 17,880 19,017 21916 25,761
Gross capital formation

(in percent of GDF) 25.6 26.1 235 20.8 223 213 22.1 20.9
Consumer price inflation (in percent) 44 2.1 4.0 0.8 9.1 34 3.9 1.8
Government consumption

(in percent of GDP) 12.9 133 14.4 14.2 20.5 20.3 20.5 203
Population growth (in percent) 03 0.6 1.0 0.4 0.2 0.3 0.5 0.2
Secondary school enrollment ratio 95.2 97.1 1004 1002 90.2 95.1 104.0 108.7
Trade (in percent of GDP) 70.7 72.4 68.4 71.4 58.2 56.7 53.9 599
Growth in main trading partners

{in percent) 12 2.1 1.1 20 1.3 24 1.1 22
Economic freedom index 1/ 7.2 7.2 7.4 7.1 3.7 3.3 4.7 5.3

Sources: IMF, International Financial Statistics and WEQ;, World Bank, WDI databases; and Fund staff estimates.

1/ The initial observation for each five-year period.

S See also Hviding (1998), OECD (2002), and WTO (2000).



Table I-3. Switzerland’s International Competitiveness Ranking

1988 1990 1995 1996 1997 1998 1999 2040 2001

World Economic Forum

Growth competitiveness 6 6 6 6 9 15
Current competitiveness 5 5 5
IMD Lausanne

Competitiveness Scoreboard 2 2 5 9 12 9 7 7 10

Sources: Schwab et al {2002); and IMD (2001).

Figure I-2. Product Market Regulation
in OECD countries, 1978-98
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7. The erosion of Switzerland’s relative institutional advantages has been
outstripping the weakening of the convergence effect. According to the fixed effects
model in Box 1, the shrinking per capita income differential between Switzerland and the
euro area reduced the convergence effect from 3.5 percentage points in the 1980s to

2.8 percentage points in the 1990s. Between the same periods, the offsetting effects of
Switzerland’s relative advantages declined by more (Table I-4). The decline was particularly
pronounced in the case of size of government (proxied by the government consumption ratio)
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and economic freedom.” The latter, which captures the extent to which production and
allocation are governed by markets, remained virtually unchanged (albeit at a high level} in
Switzerland, but improved considerably in the euro area, knocking Switzerland from 4th to
14th place. The important pelicy implication is that both actions and inaction have a bearing
on relative performance. Had Switzerland pursued structural reforms more vigorously and
maintained its rank in terms of reliance on markets, average growth might have been

2 percentage point faster.

Table 1-4. Determinants of the Swiss-Euro Area Growth Differential
(In percentage points)

1930-8% 1990-99

Real GDP per capita growth differential -0.2 -1.3

Duc to:

GDP per capita -3.5 -2.8

Institutional factors 3.7 25
Gross capital formation 0.3 0.0
Consumer price inflation 0.0 0.0
Government consumption 1.8 1.5
Population growth 0.0 0.0
Secondary school enrollment ratio 0.0 -0.1
Trade 0.3 0.3
Growth in main trading partners -0.3 -0.1
Economie freedom index 1/ 1.6 0.9

Residual including unexplained fixed cffects. -0.5 -1.1

Sources: Table I-2; Box 1; and Fund staff estimates.

8. Although the regression analysis appears to capture important determinants of
growth in Switzerland, it abstracts from several important aspects and the estimates
are subject to considerable uncertainty. In particular, it does not take into account the
effects of the unusually long recession in the 1990s or of Switzerland’s nonparticipation in
the European Economic Area. And it abstracts from supply-side constraints to growth (e.g.,
skill shortages that might have prevented Swiss enterprises from entering decisively certain
high-technology sectors). More importantly, there is no one-to-one correspondence between
policies and the regressors used (which are proxies for several policies). This makes if
impossible to address the more interesting question as to how specific policies affect growth.

7 The index of economic freedom, which ranks countries on the 010 scale, is a weighted
average of 23 factors designed to measure how consistent institutional arrangements and
policies are with economic freedom, see Gwartney et al (2000).
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C. By How Much Could Growth be Raised?

9. Faster underlying growth requires either raising the growth of factor inputs or
increasing the efficiency of their employment—that is, raising productivity growth. A
growth accounting exercise shows that TFP has accounted for a substantial part of GDP
growth in the last 20 years (Table I-5).* TFP growth doubled 1997-2001. But at 0.9 percent,
it remained low by international standards, especially for a country emerging from a deep
recession, as occurred in Switzerland in the first half of the 1990s.

10.  Slow and decelerating population growth and a trend decline in working hours
have kept the contribution of employment to growth low. Switzerland’s population,
including naturalizations, has increased at an average annual rate of 0.3 percent in the past

20 years whereas the growth of foreign workers has decelerated from an average annual rate
of almost 2 percent in the 1980s to 0.8 percent in 1997-2001. The already high, by
international standards, participation rate and share of foreign workers (currently, one-fifth of
the population), as well as low unemployment, cap further the potential contribution of
employment to growth.

8 TFP growth is calculated as a residual after a weighted average of the growth of capital and
labor have been subtracted from actual growth. The weight on capital is set at 0.35. This is
consistent with econometric estimates of the elasticity of output with respect to capital. Tt is
slightly lower than the share of capital in GDP (around 40 percent), but in the presence of
monopolistic competition the share of capital tends to overstate the elasticity of output with
respect to capital (Nishimura and Shirai, 2001). Ideally, TFP growth should reflect the
increase in the efficiency in production. In practice, because it is calculated as a residual, it
also incorporates the impact of omitted variables (such as the quality of labor and capital, and
capacity utilization); measurement errors (especially as regards capital stock, see Appendix);
changes in the composition of production; and misspecification of the production function. In
principle, the residual could be “cleaned” with a combination of mechanical adjustments and
control variables but the available statistical information in Switzerland is inadequate for this

purpose.
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Table I-5. Switzerland: Factors Affecting GDP Growth

(In percent)
1981-90 1991-96  1997-2001
GDP growth 21 0.0 2.0
Contribution of:

Effective employment 0.6 -03 0.2
Average hours -0.6 -0.3 -0.2
Employment 1.2 0.0 0.4

Population 0.4 0.5 .2
Activity rate 0.2 -0.1 0.0
Participation rate 0.7 0.0 -0.2
Unemployment rate 0.0 0.4 0.3
Capital 1.0 02 0.9
Capital stock 0.9 03 038
Capacity utilization 0.1 -0.4 0.2
Total Factor Productivity growth (residual) 0.5 0.5 09
Average labor productivity growth 1.1 0.5 1.9
Contribution of:
Total factor productivity 0.5 0.5 0.9
Capital deepening 0.6 0.0 0.8

Sources: Federal Statistical Office; SECQ; and Fund staff estimates.

11.  The contribution of capital accumulation to growth has declined despite a high
investment rate. The investment rate, at constant prices, is high by international standards
and has risen slightly over the past 20 years (Table I-6), although there have been significant
gyrations in its components (Figure I-3). The latter include the real-estate bubble in the late
1980s and its subsequent correction, the global recession of 1992-93, the monetary and fiscal
tightening in the first half of the 1990s, and the strong growth in machinery and equipment
investment in the late 1990s. The effect of the high investment rate on capital accumulation
has been dented by a corresponding increase in the capital/output ratio.” During the 1991-96
recession, a negative contribution of capital also reflected a decline in capacity utilization and
increased scrapping associated with enterprise restructuring (see Table I-5). Likewise, the
contribution of capital accumulation during the 1997-2001 upswing was limited by a
shortening of the average lives of newer machinery and equipment.

® The pace of capital growth reflects the interaction between the investment rate,
depreciation, and capital intensity and is summarized by AK/K = (I1+y} (I/Y) (Y/K).; — 6
where (I/Y) stands for the investment rate at constant prices, (K/Y) the capital-output ratio,
and y and ¢ denote, respectively, GDP growth and the depreciation rate.
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Table I-6. Switzerland: Investment Rate

{In percent of GDP)
1981-90 1991-96  1997-2001

{In constant prices)

Gross investment 24.8 254 26.1
Construction 13.9 14.3 124
Machinery and equipment 10.8 11.1 13.7

(In current prices)

Gross investment 253 223 20.4
Construction 139 124 10.0
Machinery and equipment 11.5 9.9 10.4

Sources: Federal Statistical Office; and Fund stafT estimates.

12. From the perspective of factor inputs, there would appear to be limited scope to
raise the contribution from labor, but perhaps room to increase the investment rate.
The tumbling of the investment deflator in the 1990s (Figure I-3c) has led to a 5 percentage
point decline in the investment rate at current prices and a corresponding widening of the
savings-investment imbalance.'® But it also reduced the user cost of capital. This should have
boosted the capital-labor ratio if it had not been for a number of factors that may have
reduced Switzerland’s atfractiveness as a business location.These would include the non-
ratification of EEA, which perhaps prompted some enterprises to relocate activities to the
EU, and intensified globalization, which increased investment opportunities abroad and
induced a rebalancing of portfolios in favor of foreign investment. A slower pace of
structural reform relative to other industrial countries probably also diminished Switzerland’s
locational competitiveness.

13. If reforms were to succeed in raising the non-residential investment rate from its
current 22 percent to 25 percent of GDP, per capita GDP growth could be boosted
temporarily by about 0.5 percentage points a year. However, a higher investment rate
would provide only a temporary boost to growth as, over time, dirinishing returns from a
rising capital/output ratio, and rising depreciation would set in. The growth effect, for
example, declines to 0.2 percentage points after 10 years and disappears altogether in the
long run (Figure I-4). The precise channels through which the investment rate might be
influenced are hard to pin down and a constellation of policies would probably be needed to
improve the attractiveness of Switzerland as a business location. The emphasis should be on

19 Adjusting for exchange rate effects, the decline is on the same order of magnitude as
experienced in the United States (where the investment deflator is also adjusted for quality)
and almost double the declines in neighboring Germany and Austria (respectively, 10 percent
and 13 percent).
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Figure I-3. Switzerland: Investment Rate, 1980-2001

(In percent of GDF)
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raising profitability, which should help attract a larger portion of savings to domestic
investment. With the savings rate high by international standards, there is no prima facie
need to stimulate savings.

Figure 1-4. Impact of a 3 Percentage Points Increase
in the Investment Rate on the Growth Rate
{In percent)
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14. By contrast, reforms that raised productivity growth would translate into a
permanent, one-for-one increase in longer-term growth, Such reforms should focus on
removing inefficiencies and fostering innovation. However, some reforms and other
phenomena, such as new economy effects and technological catch-up, might only be
associated with a one-time increase in the level of productivity.

15. Product market reforms appear to present a promising means of raising TFP
growth. Whereas Switzerland scores highly in many structural areas, high domestic prices
point to inefficiencies in domestic markets and support the studies cited earlier about
Switzerland’s relative weakness in product markets. Based on cross-country estimates in
Salgado (2002), long-run productivity growth might be raised by 0.1-0.3 percentage points if
the price markup in Switzerland were reduced to the OECD average. Based on productivity
and price comparisons, OECD (2002} estimates an even stronger effect from the opening up
of the health, agriculture, electricity and gas sectors—a cumulative increase of 4-7 percent of
GDP over a 10-year period. The main, and lasting, benefit of product market reforms relate
to the strengthening of competition and the pressure that this creates for continuous
innovation. Product (and factor) market reforms would help to weed out inefficient firms;
remove bottlenecks, inefficiencies and distortions; accelerate the reallocation of resources
from low to high productivity activities; and foster innovation. Other reforms, for example
the liberalization of shopping or working hours, could also raise capacity utilization.
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16. In sum, reforms could perhaps add %: to 1 percentage points to the Swiss
medium-term growth rate. By improving Switzerland’s attractiveness as a business
location, reforms would encourage inward FDI and the channeling of a larger portion of
savings to domestic investment. Product market reform in particular would reduce prices in
sheltered sectors, which is equivalent to a positive productivity shock. Sustaining an
improved growth performance over the longer term will, however, prove difficult: labor force
constraints to growth will become more binding as the population ages and reforms that raise
the investment rate will not have a permanent impact on the growth rate.

D. Have There Been Gains From Industrial Restructuring?

17. The 199196 recession and appreciation of the Swiss franc catalyzed extensive
enterprise restructuring and raised labor productivity. Restructuring was manifested in
labor shedding, shedding of noncore activities that had previously diluted the focus of
management, outsourcing of support activities, mergers to exploit synergies and economies
of scale, and the redeployment of production lines to low-cost sites abroad. Moreover,
outward FDI skyrocketed, mainly due to one-off portfolio adjustment as globalization
deepened, the integration of the internal EU market strengthened, and Switzerland’s lead in
innovation started to erode. Firms also tried to strengthen their profit margins by focusing
more on quality and on price-inelastic niche markets that allowed improvements in the terms
of trade.

18.  The greatest productivity gains have been in sectors exposed to competition,
Manufacturing productivity, measured as value-added per full-time-equivalent employment,
has increased consistently at above-average rates. The increase was particularly pronounced
during the recession (Table 1-7).!' Meanwhile, services and construction have registered
consistently below-average productivity growth. This difference in performance is consistent
with the greater exposure of manufacturing to international competition, including
adjustment pressures stemming from the appreciation of the franc in the mid-1990s. By
contrast, services and construction have been sheltered from competition by an intricate
regulatory system, which has reduced the pressure for reform. The negative correlation
between the extent of restructuring and the degree of sheltering from competition is evident
from the detailed productivity data (Tables I-8 and 1-9):

! There are breaks in the series owing to the introduction of a new classification in 1997 and
a new employment survey in 1991. Employment is measured in full-time equivalents
whereas the earlier growth accounting calculations are based on staff estimates of work
hours.
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Table 1-7. Switzerland: Productivity, Employment, and Value-Added

Labor productivity Employment GDP
1991-96  1997-99 1991-96 1997-99 1991-96 199799
{Annual average rates of change, in percent)

Total 1.2 1.2 -1.1 0.6 0.0 1.8
Agriculture -1.2 20 0.4 1.7 -0.7 3.8
Manufacturing sector 4.2 2,0 -3.2 -0.7 0.8 1.3
Electricity, gas, and water 73 -2.1 -3.2 0.7 39 -14
Construction -1.4 1.6 -3.0 -0.8 -4.4 0.8
Services 0.3 0.9 -0.2 1.2 0.1 2.1

Sources: Federal Statistical Office; and Fund staff estimates.

In manufacturing, almost all branches
registered significant productivity gains.
In all instances, the gains were
accompanied by massive labor shedding;
and in more than half of the branches
output declined, accelerating a trend that
had already been in place. Star
performers have been chemical and
pharmaceutical firms (Figure I-5).

In construction, productivity declined at
1.4 percent annually during the recession
as employment declines fell short of the
plummeting of activity in the aftermath
of the bursting real estate bubble. High
compartmentalization of the market due
to cantonal restrictions in public
procurement biddings is likely to have
slowed the restructuring process.

In services, the picture is more

Figure I-5. Switzerland: Change in
Employment and Value-Added, 1990-98
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differentiated: productivity increased in branches that became more open to
competition (e.g., telecommunications) but declined in more sheltered branches (e.g.
retail trade, and hotels and restaurants). Telecommunications are notable because the
large productivity increase was accompanied by significant employment gains

following the opening up of the sector.
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Table I-8. Switzerland: Value Added, Employment and Productivity by Branch, 1990-96

Gross value added I/ Employment 2/ Labor productivity

(Annual average change in percent)

Total 0.0 -1.1 1.2
Agriculture -0.7 04 -12
Electricity, gas, steam and distribution of water 39 -3.2 7.3
Extraction -3.5 -4.7 1.2
Food, beverages and tobacco 2.0 -1.5 3.5
Manufacturing of textiles -5.8 -8.5 2.9
Manufacturing of clothes, wearing apparel -5.7 -6.0 0.3
Wood and furniture industry .1 -3.1 33
Paper industry 0.3 -1.8 22
Graphic arts -2.4 2.9 0.5
Leather and shoe manufacturing -4.1 -6.5 25
Chemicals 9.8 -2.7 12.8
Plastic and rubber industry -0.7 -3.1 25
Non-metallic mineral products industry -5.3 =37 -16
Metallurgy -0.5 -2.8 2.4
Manufacturing of machines and vehicles -1.9 -4.0 2.2
Manuf. of electronic/electronic equipment -2.0 -3.4 1.5
Manuf of watches and jewellery 3.6 -1.4 5.1
Other manufacturing industrics 4.3 -1.5 6.0
Construction sector -4.4 -3.0 -1.4
Wholesale and commission trade -3.6 -1.5 -2.2
Retail trade -0.9 -0.8 -0.1
Restaurants and hotels -4.2 =23 2.0
Repair of consumer goods and vehicles -3.5 -1.9 -1.6
Transportation 4.5 -1.6 6.2
Commnunication 38 1.6 2.2
Real estate activities 7.4 1.1 6.3
Renting of machinery and equipment -10.7 -2.4 -8.5
Consulting activities 0.4 .6 -0.1
Personal services activities -3.8 0.3 -4.1
Education -0.5 -0.1 -0.5
Research and development 03 -2.1 2.4
Health services 1.6 1.6 0.0
Sewage and refuse disposal -4.6 -4.0 -0.7
Social accommodation activities -2.8 1.9 -4.7
Employers association -0.4 4.1 -4.3
Recreation, cultural and sports activities -13.8 0.2 -14.0
Banking and financial services 1.0 -0.9 2.0
Insurance (without social insurance) 22 0.4 L.§
Other sectors and adjustments (residual) 0.7 1.4 -0.7

Sources: Swiss Federal Statistical Office; and Fund staff estimates.
1/ At constant prices.
2/ In full-time equivalents.
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Table I-9. Switzerland: Value Added, Employment and Productivity by Branch, 1997-99

Gross value added 3/

Employment 2/

Labor productivity

Total

Agriculture

Extraction

Food beverage and tohacco

Textiles

Apparel

Leather and shoe manufacturing
Wood and furniture

Paper industry

Graphic arts

Chemicals

Plastic and rubber industry
Non-metallic mineral products
Metallurgy

Metal products

Manufacturing of machines
Manufacturing of electronic equipment
Manufacturing of telecommunications equipment
Manufacturing of instruments
Automotive industry

Manufacturing of other vehicles
Other manufacturing industries
Electricity, gas, steam and distribution
Construction

Automobile dealers

Wholesale and commission trade
Retail trade

Restaurants and hotels
Transportation

Transportation related services

Post and telecommunications
Financial intermediation

Insurance

Real estate activities

Renting of machinery and equipment
Computer services

Research and development

Public administration

Education

Health and social services

Sewage and refuge disposal
Recreational, cultural and sports activities
Personal and domestic services

1.8

38
1.6
0.0
-4.2
-11.0
-18.5
-1.4
2.9
2.5
2.9
2.4
1.2
1.9
1.5
-1.0
2.5
7.4
2.1
-0.1
-1.6
1.7
-1.4
0.8
33
1.6
1.7
32
0.5
-5.1
9.4
33
1.9
8.4
1.1
12.1
32
0.2
0.6
0.6
0.7
23
0.7

(Annual average change in percent)

0.6

1.7
-2.2
0.0
-4.1
12.1
12.0
-2.1
-1.3
-4.3
-0.4
1.9
-2.5
1.5
-0.3
-1.0
-5.2
4.6
2.3
-1.0
13.2
-0.5
0.7
-0.8
-0.3
1.7
-0.1
L3
-1.5
1.3
3.0
-0.9
29
6.0
2.1
i5.2
4.4
0.3
1.0
1.0
14
2.7
-2.9

1.2

2.0
3.9
-0.1
-0.1
1.2
-1.5
0.7
4.2
7.1
33
0.5
38
0.4
1.9
0.0
82
27
-0.2
0.9
-13.0
22
-2.1
1.6
36
-0.1
L9
1.8
20
-6.3
6.2
4.2
-1.0
23
-0.9
-2.6
-1.1
-0.1
-0.3
-0.5
-0.7
-0.4
3.7

Sources: Swiss Federal Statistical Office; and Fund staff estimates.

1/ At constant prices.
2/ In full-time equivalents.
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19.  In general, labor shedding was significantly lower in sheltered sectors during the
recession. Labor shedding was greatest in declining manufacturing sectors such as textiles
(-41 percent), leather (-33 percent), and clothing (-31 percent). But it was also pronounced in
dynamic industries such as chemicals (-15 percent) and electronic equipment (-19 percent).
By contrast, in sheltered sectors, layoffs have more moderate: employment dropped by only
5 percent in banking (despite serious financial problems, which led to the disappearance of
one-third of the banks and closure of 17 percent of their branches) and by 5 percent in retail
trade (despite intensifying competition from large retail chains). Labor shedding was more
extensive in large manufacturing firms (i.e., firms with more than 250 employees). This
could be related to their greater international orientation, which may have made it easier for
them to transfer production to lower cost sites abroad.

20. A negative correlation between

productivity gains and relative price Figure I-6. Switzerland: Percent
improvements is consistent with the view that changes in Relative Prices and
competitive focus has spurred restructuring Productivity, 199799
(Figure I-6). However, the relationship between RI-0.2248 Relative price
relative price changes and productivity is bi- ar
directional. While on the one hand, lower prices put .
pressure on firms to raise productivity, on the other .
hand, productivity gains in a competitive , .
environment tend to depress prices. In general, price  .{s * .10 Frouetviy
declines and productivity increases have been p,
higher in sectors open to competition, such as L ¢
manufacturing, and less so in services where 5}
geography and regulation provided some degree of P
protection. o .
21.  With the birth of many new start-ups, A2 r
enterprise restructuring has not just been a 14} ¢
shakcout of labor and inefficient firms. Enterprise %

statistics indicate that almost one-third of SMEs in
operation in 1995 were created in the period
1991-95, compared to only 5 percent in large firms.
The branches with the highest (almost 60 percent)
share of “young” SME firms were telecommunications, informatics, and financial services.
However, since 1996, shortages of skilled labor have likely contained productivity gains.
Direct estimates of the effect of shortages are not available. In a study on the effects of
bilateral agreements with the EU (Bérlocher et al., 1999) estimated that the bulk of the
benefits would most likely come from the alleviation of labor shortages and would raise GDP
by a cumulative 2 percent, over a period of ten years.

Source: Fund staff estimates.
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22.  Resource reallocation also contributed % percentage point to average
productivity growth during the recession but had no perceptible net impact in the first
three years (1997-99) of the upswing (Box 2). The positive contribution stems from
employment reductions in sectors such as construction, hotels, and restaurants, and clothing
where productivity is one-half the national average. On the other hand, agriculture, where
productivity is also one-half the national average, failed to register a reduction in
employment.

Box 2: Relation Between Aggregate and Sectoral Productivity Growth

Aggregate productivity growth can be raised by raising productivity in individual sectors and/or by
reallocating resources from low- to high-productivity sectors. The relative significance of these two
channels can be examined by expressing aggregate productivity as a weighted average of sectoral

productivities:
P =P K

where P, = V/L; stands for sectoral productivity measured as value added over employment and E;=L/L
denotes sector’s # share in total employment. First differencing of the above identity, dividing both sides
by P, and rearranging terms yields in the following expression for the rate of change in economy-wide
productivity:

p = X/ pi+ Z[(P-PVP] 4B + EOVY) piv 4E,

where lower case symbols stand for percent changes, i.e., p; = A4P;/P;. The first term shows that the
contribution of a sector to aggregate productivity growth is positively related to its share in GDP. The
second terms captures the reallocation effect: a shift of labor to above-average productivity sectors,
P;>P, 1aises economy-wide productivity. The aggregate reallocation effect is pronounced when (i) the
correlation between (P-PJ}/P and AE; is strong (the second term in the above expression is equal to the
covariance between (P;-P)/F and AE; } and (ii) the differences among sectoral productivities are large
{convergence factor); however, the effect dissipates as the economy approaches the steady state. Only
the first channel can be a source of lasting productivity growth. Finally, the third term captures the
interaction between productivity growth and resource reallocation and is, numerically, of second order
of significance.

23.  The overall level of productivity in Switzerland remains high by international
standards although it lags in some sectors. Expressed as gross value added in euros per
employee (Table I-10), labor productivity in industry is slightly higher than in neighboring
Germany and Austria as well as in Denmark. By contrast, labor productivity is very low in
agriculture, where protection is far above EU levels. In financial services, productivity is 2-3
times higher than the corresponding figure in these countries; this could reflect a combination
of higher productivity and monopolistic rents. The high level of labor productivity in
Switzerland suggests that capacity to innovate is key to faster growth. However, shifting
resources from low (e.g., agriculture) to high productivity sectors would also give
productivity growth a temporary boost.
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Table 1-10. Switzerland: Value Added Per Employee in Selected Industrial Countries, 1997

Switzerland  Austria

Denmark Germany

Total

Agriculture

Fishing

Mining and quarrying

Industry
Manufacturing of food products
Manufacturing of textiles

Manufacturing of clothes, wearing apparel

Leather and footwear

Wood

Pulp and paper

Publishing & printing

Coke and chemical industry

Rubber and plastic products
Non-metallic mineral products

Basic metals

Fabricated metal products

Machinery and equipment

Office, electrical machinery & computers
Communications equipment

Medical and optical instruments, watches
Motor vehicles

Other piraspert equipment

Furniturc

Recyeling

Electricity, gas, stcam and distribution of water

Construction
Trade
Sale, maintenance and repair of vehicles
Wholesale trade
Retail trade
Hotels and restaurants
Transport and communications
Trasport
Travel agencies
Post and telecommunications
Financial intermediation
Banks
Insurance and pension funds
Real estate and business services
Real estate
Other business activities
Informatics
Research and development

98.0
20.1

86.0
59.5
69.9
42.7
31.2
31.2
40.2
59.5
52.8
101.8
57.7
525
35.0
516
59.2
52.6
57.8
64.7
48.9
55.0
41.1
0.0
254.4
40.0
473
416
71.0
352
27.8
58.6
425
45.7
87.3
162.4
184.7
113.1
623
110.4
56.9
774
48.5

(In thousands of euros)

45.5

78.6
46.6
39.2
40.5
253
31.8
376
75.8
55.5
73.5
49.3
60.2
42.2
42.2
47.0
46.4
58.6
40.2
61.6
53.1
31.2
54.8
127.0
41.4
36.0

20.7
454
40.1
51.9
53.8
89.9
104.3
61.1
513
106.4
44.4
51.8
43.3

48.8 46.1

39.8 233
58.9 41.5
514.7 34.8
49.7 49.1
371

37.1

311

31.6

42.2

54.5

46.6

75.0

48.9

51.9

528

42.5

50.2

54.0

51.0

39.5

60.7

51.2

36.9

52.8
192.4 120.1
389 354
40.0 319
327

48.4

232
30.3 15.0
60.1 50.2
26.3

421.5

. 88.8
82.1 70.7
69.4

. 76.4
111.0 1214
624.4

65.1

82.7

44.9

Sources: Swiss Federal Statistical Office; Austrian Central Statistical Sercice; Danish

Statistical Office; German Federal Statistical Office; and Fund staff estimates.
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E. Will the Recent Improved Growth be Sustained?

24, Underlying growth could be maintained at 2 percent in the next few years
(Table I-11). Although part of the pick-up in productivity growth has been of a cyclical
nature, it i reasonable to expect that the surge of investment in new technologies during the
past upswing will bring about lagged productivity increases as enterprises gain experience
with the new technologies. The ongoing effects of recent product market reforms—for
example the liberalization of the telecommunications sector, and the removal of agricultural
price supports—couid also help. And productivity growth is expected to be boosted by the
implementation of the bilateral agreements with the EU which, among other things, should
help mitigate skill shortages that in the past few years prevented enterprises from utilizing
fully the opportunities offered by ITC technologies. Overall, total factor productivity growth
is expected to be maintained at just under 1 percent. At the same time, the contribution of
investment is expected to remain significant supported by a continuing decline in the user
cost of capital. However, the contribution of employment to growth is expected to stay
limited.

25.  In the longer run, growth is likely to ease unless reforms succeed in raising
productivity growth. The contribution of capital accumulation to growth is expected to
peter-off as the rising capital deepening will raise demands for replacement investment.
Thus, maintaining the growth rate over the longer run would require an ever-rising
investment rate or offsetting increases in productivity growth. Labor contribution is likely to
decline as the population ages and the prospects for absorbing even more foreign workers
diminishes.

Table I-11. Switzerland: Factors Affecting GDP Growth

Proj.
1981-90 1991-96 1997-01 2002-06
(In percent)
GDP growth 2.1 0.0 2.0 2.0
Contribution of:
Effective employment 0.6 -0.3 0.2 0.3
Capital 1.0 0.2 0.9 0.8
Total factor productivity growth (residual) 0.5 0.5 0.9 0.9
Average labor productivity growth 1.1 0.5 1.7 L5
Contribution of:
Total factor productivity 0.5 0.5 0.9 0.9
Capital deepening 0.6 0.0 0.8 0.7

Sources: Federal Statistical Office; SECO; and Fund staff estimates and projections.
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Statistical Problems in Measuring GDP Growth in Switzerland

Several factors may understate growth in Switzerland, but since such factors are

present also in other countries’ statistics, the impact on relative growth comparisons is not

clear:

27.

Excluded items. GDP estimates—based on ESA79—do not include business
expenditure on software (which are treated as intermediate production rather than
investment) and revenue from patents (which are treated as factor income), and
account only partially for financial intermediation services (revenue from
intermediation services to non-residents are captured in the current account but
intermediation services to residents are not reflected in the domestic demand
components of GDP). At this stage, there are no estimates of the size of expenditure
on software. However, to the extent that a significant portion of software is imported,
the impact on GDP growth would be small. Net revenue from patents amounted until
recently to ¥ percent of GDP but fell in 1999-2000 as a result of mergers and
acquisitions. The inclusion of imputed financial intermediation services in GDP could
add % percentage point to GDP growth.

Failure to fully account for “quality”. Quality improvement has been particularly
pronounced in the financial sector (where productivity is notoriously hard to measure)
and branches of industry characterized rely by rapid technological progress. The
effect of quality improvement has been exacerbated in recent years as enterprises
have been intensifying their focus on niche, high profit margin sectors. Hedonic price
indices or other forms of adjusting for quality changes are not used in Switzerland.

The trend improvement in the terms of trade. This reflects a combination of
quality improvements and changes in relative commodity prices. Abstracting from the
former, Kohli (2002) estimates that the trend terms-of-trade improvement, which has
been more pronounced in Switzerland than in other industrial countries, could
underestimate real growth by as much as 0.6 percent of GDP, compared to 0.4
percent in Germany and 0.5 percent in France.

In addition, the lack of direct estimates of the capital stock may distort measurement

of TFP. The capital stock series used in the calculations is derived from an initial estimate for
1969—Dbased on Liisser and Ruoss (1996)—and the cumulation of investment assuming
depreciation rates of 4 percent for non-residential structures and 20 percent for machinery
and equipment but allowing also for higher depreciation in periods of enterprise restructuring
a well as for ITC investments. This potentially leaves a large margin of error from not
properly taking into account depreciation in connection with enterprise restructuring or
changes in the quality of capital. An underestimation in capital accumulation could overstate
productivity growth thereby distorting the assessment about the relative significance of
capital accumulation and productivity for growth.
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II. DIRECTION FOR FURTHER REFORM OF THE SWISS TAX AND REVENUE SYSTEM'?

This note argues that Switzerland's tax burden is not as low as appears at first sight. By
international standards, its structure appears skewed toward the taxation of capital.
Rebalancing the system toward the taxation of consumption, and removing distortions within
the structure of capital taxation, could yield efficiency gains for the economy.

A. Switzerland’s Tax Burden

28. By the standards of industrialized countries, Switzerland is blessed with a
relatively low tax burden. This adds to its attractiveness as a place to do business and
means that distortions to economic decisions, and the associated dead-weight losses, remain
contained. Among 20 highly-advanced OECD countries, Switzerland’s tax ratio amounts to
36.2 percent of GDP against 38.8 percent of GDP on average (Figure TI-1). Likewise, total
general government revenue equivalent to 37.3 percent of GDP remains well below the
average of 43.8 percent of GDP (Figure 11-2).

Figure I1-1. Selected OECD Countries: General Figure II-2, Selected OECD Countries: General
Government Tax Revenue, 2000 1/ Government Revenue, 2000
{In percent of GDP) (In percent of GDP}
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29.  Switzerland’s edge over its peers reflects to a large extent a narrower coverage
of social security in the revenue statistics, however. Unlike many other countries,
Switzerland collects the majority of pension contributions under a privately-operated second
pillar of the system. Such contributions are not captured by government revenue statistics,
although they are government-mandated. This treatment is consistent with the usual
delineation of the public and private sectors. But it also means that statistics record less than
half of pension contributions in Switzerland while capturing almost all pension contributions

12 Prepared by Christoph Klingen.
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in countries (e.g., Germany) that predominantly rely on a semi-publicly-operated pension
system. A similar coverage issue concerns health care contributions. Mandatory premiums to
privately-operated insurance, which are sizable in Switzerland, are not considered
government revenue. But contributions to the semi-publicly-operated sickness funds in
Germany are. These discrepancies in coverage explain more than half the difference between
the revenue take in Switzerland and Germany (Table II-1)."

Table II-1. Switzerland, Germany: Government Revenue, 1994-2000

{In percent of GDP)
2000 1994-2000
Switzerland
General government revenue unadjnsted 40.2 37.7
Mandatory pension contributions 1/ 3.5 35
Mandatory health care premiums 2.7 2.6
Total adjusted 46.4 43.9
Germany
General government revenue unadjusted 47.1 46.7
Contributions to private health insurances 2/ 1.0 1.0
Total adjusted 48.1 47.7
Difference (Switzerland's edge)
Unadjusted 6.8 9.0
Adjusted 1.7 3.8

Sourccs: Eidgendssische Finanzverwaltung; Bundesamt fiir
Sozialversicherung; Bundesfinanzministeriunt; Verband der privaten
Krankenversicherer; and IMF staff estimates.

1/ Fifty percent of contributions to the second pillar are classified as
mandatory here, in line with government ¢stimates,

2/ Private health insurance coverage is mandatory for those opting out of the
public health care insurance.

30.  Revenue including compulsory contributions might be a better indicator for the
government-imposed financial burden and the associated distortions. From an economic
point of view, government-mandated contributions to private-sector funds have much the
same effect as social security contributions to a semi-publicly-operated system. Distortions to

13 Note that in the run up to demographic aging a funded pension system does not necessarily
spell higher aggregate contributions than a PAYG system. Funded systems need to collect
sufficient contributions now to finance the future wave of retirees while PAYG systems
delay this until the wave actually retires. But this effect is counterbalanced by the effect of
interest earnings by funded pension systems on current contributions. No further adjustment
is thus necessary to make the relative revenue takes of Switzerland and Germany
comparable.
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labor supply decisions, for example, arise mainly from the wedge between compensation and
take-home pay. They might be mitigated to the extent that pension contributions are closely
linked to future benefits. But it is the redistribute nature of the entire pension system, rather
than the form of the deductions per se, that is critical in this context. In Switzerland, benefits
under the second pillar are purely earnings related but benefits under the first pillar are highly
redistributive (Queisser and Vittas, 2000). In Germany, the first pillar is less redistributive
but makes up a much larger share of the pension system.

31.  Regardless as to whether mandatory contributions imply a higher tax burden,
Switzerland’s pension system still conveys considerable benefits over a PAYG system.
The fact that its second pillar is large and fully funded means that Switzerland is much better
prepared to weather the strains from demographic aging than most advanced economies.
Moreover, public debt is relatively low, just over 50 percent of GDP, and pension fund assets
are substantial (Figure II-3), amounting to some 120 percent of GDP (Table I1-2).

Figure II-3. Selected OECD Countries: General
Government Debt, 2001

{In percent of GDP)
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Table I1-2. Switzerland: Capitalization of Second Pillar
Pension Funds, 1998-2001

{In percent of GDP)

1998 1999 2000 2001

Total 108.8 118.1 121.2
Private sector employees 1/ 73.5
Public sector employees 1/ 353
of which
Federal pension fund 7.5 6.8 6.6 6.0
Railways pension fund 3.4 32 3.0

Sources: Eidgendssische Finanzvervaliung; Bundesam: fiir Sozialversicherung; and SBB.
1/ Dissection according to legal form of pension fund,

B. Switzerland’s Tax Structure

32,  The Swiss tax system places a relatively high tax burden on capital income while
taxing consumption and labor lightly. The tax burden is commonly measured by average
effective tax rates (AETRS), calculated as the ratio of actual tax collection from a factor
divided by an appropriate measure of the tax base. In the case of capital income, it expresses
revenue collections under the corporate income tax, property taxes, capital gains taxes, and
that part of the income tax that relates to household capital income, as a fraction of the net
operating surplus of the economy. Calculations by Carey and Tchilinguirian (2000) put
Switzerland among the most heavy taxers of capital and the lightest taxers of labor and
consumption (Figures {I-4 and II-5).

Figure -4, Selected OECD Countries: AETR on Capital, Figure 11-5. Selected OECD Countries: AETR on Labor
1991-97 and Consumption Combined, 1991-97
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R BFIE g5 g
4 S me
M — 2 s s

2% 2 e g

a6
410

A g
wm

84

a @

w

=
g 5

avNE
NHIHAS
ATvl
Hrying
HONYHZ
AYWHID
VLS
UNy
TLNILHOR
AHOHMS
NEVAN
PV
vRLLRY
1o

VIYNYD
Awve
ANV TR

BONYBAHLN
AV
SNV TN L7
NIV M
o iute
o
ANV TR LI,
BLYLS QLI

WOODNIX QLN

Source: Carey and Tchilinguirian (2000). Source: Carey and Tchilinguirian {2000).



-31-

33. The relatively high burden on capital income appears not to be driven by taxes
on corporations. Indeed, corporation taxes account for a smaller share in the AETR on
capital than in the average comparator country (Figure II-6). On the other hand, taxes on
interest/dividends/profits of unincorporated businesses and property taxes make a high
contribution by international standards. This likely reflects a quite rigorous withholding tax
regime on interest income and dividends and the prevalence of net wealth taxes and
transaction taxes.

Figure 11-6. Selected OECD Countries: Contributions to AETR on Capital by Tax, 1991-1997
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34.  Although the AETR methodology has its drawbacks, the finding of a high
relative capital tax burden appears to be a fairly robust result. One problem is the
dissection of income tax collections into capital and labor taxes, a breakdown that revenue
statistics rarely provide. The AETR-methodology assumes that both sources of income are
taxed at the same rate, as under an ideal global income tax. But real world income tax
systems involve schedular elements and exempt capital or labor income disproportionately.
In Switzerland for instance, interest income accumulates tax free in pension funds and
insurance companies, thus distorting the AETR on capital upward relative to countries
without such provisions. Carey and Thalmann (2000) find that this bias is substantial, but
even correcting for it would leave Switzerland’s AETR on capital well above the OECD
average. Moreover, there are other potentially important effects that distort the Swiss AETR
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on capital less upward than elsewhere; for example, imputed rents of owner occupied
housing are taxable in Switzerland, but not, for instance, in the United States. A second
problem concemns the choice of the appropriate denominator in the AETR calculations: the
gross or the net operating surplus of the economy. The net operating surplus is the correct
concept, but economically unfounded differences in depreciation charges might distort the
cross-country comparison. Carey and Thalmann (2000) therefore prefer using the gross
operating surplus. Switzerland’s AETR on capital calculated on this basis is close to the
OECD average, as depreciation charges are particularly large in Switzerland. However, high
depreciation charges in Switzerland likely reflect a large capital stock rather than an
accounting fiction.

35. The literature on optimal taxation suggests that capital taxation causes
particularly large deadweight losses. Indeed, most models suggest that capital income
should not be taxed at all, at least if abstracting from equity considerations."® This is because
even small tax rates drive a large wedge between the before-tax and after-tax rate of return in
the case of long-term investment. Moreover, real world tax systems typically operate in an
environment of positive inflation and tax nominal interest income, thus effectively taxing not
only capital income but also capital itself.

36. High taxes on capital income appear not to discourage savings but may be
responsible for other distortions. Swiss domestic savings are amongst the highest in the
world (Figure II-7). While one could argue in principle that savings would be higher still if it
were not for the heavy taxation of capital, the notion that gross domestic savings of close to
30 percent of GDP are suboptimally low remains unappealing.® More likely, capital does not
fully bear the incidence of the tax as it is internationally mobile. In this case saving-
consumption decisions remain undistorted. However, the tax system then encourages capital
outflows, consistent with Switzerland’s large external current account surpius (Figure II-8),
and might give rise to costly avoidance strategies. It would then be more efficient to tax
directly those factors that bear the incidence of the tax.

1 For a recent summary see Auerbach and Hines (2001).

13 Of course one cannot rule out that Swiss savings are higher than elsewhere for completely
-unrelated reasons. For example, contributions to the funded pension pillar, which tend to,
ceteris paribus, increase domestic savings, are much larger that elsewhere. In 2000 they came
to 7 percent of GDP. Although only about half of this amount is mandated by law, the
remainder also takes on a quasi-mandatory character as employers typically offer their
employees only pension plans that go beyond the legally required minimum.



-33.

Figure II-7. Selected OECD Countries: Gross Figure [1-8. Selected OECD Countries; Current Account
Domestic Savings, 1992-2000 Balance, 1992-2000
{(In percent of GDP) {In percent of GDP)
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37. High AETRs on capital income are in any case not inconsistent with high savings
if the taxation of savings is non-uniform. AETRs average across taxes on all forms of
capital income. Even if the average AETR is high, capital income from some sources might
still be taxed very lightly. In this case overall savings might not be discouraged much by
taxation of capital, but their allocation might be severely affected. Savings might thus be
channeled into unproductive uses with concomitant welfare losses.

38.  The efficiency of the Swiss tax system would thus probably improve if the tax
burden were rebalanced toward consumption away from capital. Fiscally neutral
suggestions in this regard might include phasing-out wealth taxes or providing relief from the
current double taxation of distributed profits and capital transaction taxes while
compensating the associated revenue loss by an increase of the VAT.'® The VAT rate in
Switzerland of 7.6 percent is significantly lower than in other European countries.
Rearranging the federal, cantonal, and municipal shares in the VAT could in principle
neutralize the distributional implications between levels of governments. Equity concerns
could be addressed by increasing progressivity elsewhere in the system, ¢.g., by removing the
cap on income that is subject to unemployment insurance combined with a lowering of the
contribution rate.

18 Note that current proposals to finance relief from double taxation of distributed profits by
introducing a capital gains tax on significant equity holdings would not contribute to
rebalancing the tax burden away from capital.



-34 -

C. The Structure of Capital Taxation'’

39.  In Switzerland, capital income taxes vary significantly across assets and
investors. At the high-cnd of the scale is the investment of households in dividend-paying
equity: at the corporate level it is subject to corporate income and net wealth taxes and at the
personal level it is subject to personal wealth taxes and income taxes on distributed profits.
Moreover, the initial investment is made out of taxed income. This sharply contrasts with the
tax burden on savings with pension funds: contributions, even the ones over and above the
legally required minimum, are tax deductible, and returns accumulate free of capital income
and net wealth taxes in the pension funds. Pension benefits are taxed, albeit at a reduced rate
if taken out in lump-sum form. Very favorable tax treatment is also accorded to savings with
insurance companies with tax free earnings and disbursements, although premiums are not
tax deductible. Owner-occupied housing currently attracts an intermediate tax burden: it is
subject to property tax, to capital gains tax (in contrast to movable property), and tax on
imputed rent, but mortgage interest payments as well as maintenance expenses are tax
deductible. Imputed rents tend to be below market rates and capital improvements are in
practice often claimed as maintenance.

40. Leveling the playing field between investors is likely to improve efficiency. Tax-
induced advantages of certain investors tend to reduce competition between investors and
encourage the incfficient use of middlemen, For example, tax advantages provide the
domestic insurance and pension fund sectors with room for inefficiencies, which are unlikely
to be completely competed away within the sectors. Moreover, they might make it attractive
to invest in certain assets through an insurance company or a pension fund even if it were
more efficient to do so directly. For example, the tax system might sway a household
investor into saving through a pension fund which then invests into real estate that is then
rented back to the houschold investor, even though investing into owner-occupied housing
might be less costly overall. The rich asset positions of Swiss pension funds and insurance
companies in conjunction with one of the lowest shares of owner-occupied housing in the
OECD suggest that this is more than a theoretical possibility.

41.  Likewise, levying the playing field between different assets would probably
unlock efficiency gains. As argued before, the Swiss tax system favors investment in
retained earnings, over loans, over new equity.'® This essentially reflects the absence of a
capital gains tax, a marginal corporate income tax rate below the marginal personal income
tax rate, and the double taxation of distributed profits. The faverable treatment of retained
garnings encourages reinvesting capital in existing firms although the overall most profitable
opportunities may lic clsewhere.

17 This section draws heavily on Carey, Gordon, and Thalmann (1999).

18 See IMF (1999).
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