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Sectional breakdown
of bulletin Q3/2010

Monetary policy report (p. 6)

Swiss economic growth remained strong in the
second quarter and is likely to have clearly exceed-
ed the increase in potential output, as has also
been the case in the previous three quarters. Con-
sequently, GDP more or less returned to its pre-
crisis level. The robust growth is mainly attrib-
utable to the steadily increasing added value
generated in manufacturing, banking and business-
related services.

The SNB anticipates that GDP will grow by
roughly 2.5% in 2010, following a decline of 1.9%
in 2009. The upward adjustment, compared to the
last monetary policy report, is not based on a more
optimistic assessment of the current situation, it is
rather the effect of the stronger recovery observed
in the past four quarters. For the second half of
2010 and early 2011, the SNB expects a marked
slowdown in growth.

At its quarterly monetary policy assessment
on 16 September, the SNB decided to leave the tar-
get range for the three-month Libor unchanged at
0.00-0.75%, and to adhere to its objective of hold-
ing the Libor within the lower end of this range, at
around 0.25%.

The economic situation from

the vantage point of the delegates

for regional economic relations (p. 44)

The talks conducted by the SNB delegates for
regional economic relations in July and August with
206 representatives from all parts of the economy
showed that the favourable economic trend had
continued in the third quarter. Expectations for the
next few months point, on the whole, to positive
turnover growth, although momentum is likely to
slow somewhat. The under-utilisation of technical
production capacity looks set to decrease further.

Many respondents expressed concern over the
sustainability of the international economic recov-
ery. Opinions regarding the impact of the strong
Swiss franc varied considerably, depending on the
industry in question.
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SNB Working Papers (p. 50)

Summaries of four SNB Working Papers: Martin
Brown, Steven Ongena, Alexander Popov and Pinar
Yesin, ‘Who needs credit and who gets credit in
Eastern Europe?’, SNB Working Paper 2010-9; Jean-
Pierre Danthine and André Kurmann, ‘The business
cycle implications of reciprocity in labor relations’,
SNB Working Paper 2010-10; Thomas Nitschka,
‘Momentum in stock market returns: Implications
for risk premia on foreign currencies’, SNB Working
Paper 2010-11; Petra Gerlach-Kristen and Barbara
Rudolf, ‘Macroeconomic and interest rate volatility
and alternative monetary procedures’, SNB Working
Paper 2010-12.



Monetary policy report

Report for the attention of the Governing Board of the Swiss National Bank
for its quarterly assessment of September 2010

This report is based primarily on the data and information available as at
16 September 2010.
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About this report

The Swiss National Bank (SNB) has a statutory mandate to pursue
a monetary policy serving the interests of the country as a whole. It ensures
price stability while taking due account of economic developments.

It is a particular concern of the SNB that its monetary policy be
understood by a wider public. Moreover, it is obliged by law to inform
regularly of its policy and to make its intentions known. This monetary
policy report performs both of these tasks. It describes economic and
monetary developments in Switzerland and explains the inflation forecast.
It shows how the SNB views the economic situation and the implications
for monetary policy it draws from this assessment.

Sections 1-3 of the present report were drawn up for the Governing
Board’s assessment of September 2010. The sections entitled ‘Monetary
policy decision” and ‘SNB inflation forecast” (Section 4) take due account
of the Governing Board’s monetary policy decision of 16 September 2010.

Unless otherwise stated, all rates of change from the previous period
are based on seasonally adjusted data and are annualised.
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Monetary policy decision

At its monetary policy assessment of 16 Sep-
tember 2010, the Swiss National Bank (SNB) decid-
ed to maintain its expansionary monetary policy. It
left the target range for the three-month Libor
unchanged at 0.00-0.75% and announced that it
intended to keep the Libor within the lower part of
the target range, at around 0.25%.

Since mid-2009, the Swiss economy has devel-
oped more dynamically than previously expected.
For 2010, the SNB now expects real GDP to grow at
a rate of approximately 2.5%. For the second half
of the year, and in particular for 2011, however,
the SNB expects a marked slowdown in growth.

This reflects the strong appreciation of the Swiss
franc and the declining momentum of the global
economy. Uncertainty about the future outlook for
the global economy remains high, however, and
downside risks predominate. Should they materi-
alise and result in a renewed threat of deflation,
the SNB would take the measures necessary to
ensure price stability.

Over the entire three-year forecasting hori-
zon, the path of the conditional inflation forecast -
which is based on the assumption of the three-
month Libor remaining constant - is lower than that
of June 2010. The forecast indicates that the expan-
sionary monetary policy is currently appropriate,
although it poses long-term risks to price stability.

Conditional inflation forecast of June 2010 and September 2010

Percentage change in national consumer price index from previous year

— Inflation -—- Forecast June 2010 (with Libor at 0.25%) —— Forecast September 2010 (with Libor at 0.25%)
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1 Developments
in the global economy

In the spring of 2009, the global economy
bottomed out and has since been experiencing an
upturn. So far, however, the pace of recovery has
varied widely depending on the region. Manufactur-
ing output in the industrialised countries is still
below pre-recession levels. By contrast, the corres-
ponding level in the emerging economies has
already been clearly surpassed.

In the second quarter, economic growth in the
euro area gained momentum, while the US and
Japan experienced a slowdown. Developments in
most emerging economies remained very dynamic.

The economic recovery is likely to continue in
the second half of 2010. Stimuli from inventory
movements and various fiscal measures are subsid-
ing, however. What is more, China’s efforts to curb
the investment boom and the rapid increase in
house prices are starting to produce results. The
SNB has therefore made a downward revision in its
economic growth assumptions for the US, Japan
and China. For the euro area, based on the surpris-
ingly strong economic growth in the second quar-
ter, the SNB now expects that growth will be high-
er than it did at its June assessment.

Weaker economic growth in the US

The recovery in the US economy slowed in the
second quarter. GDP grew by 1.6%, compared with
3.7% in the previous quarter. While inventories
continued to be built up, their contribution to
growth was considerably smaller than in the previ-
ous period. In addition, a sharp rise in imports
dampened GDP growth. Consumer spending by pri-
vate households continued to rise at a moderate
rate. The low level of interest rates also supported
the further recovery of investment, with residential
construction benefiting from tax credits to house
purchasers. The labour market situation remains
difficult. While the number of people in employ-
ment - which had fallen by 8.4 million during the
crisis — has picked up again since the beginning of
the year, the pace of recovery is very slow (barely
100,000 on average per month). At 9.6%, the
unemployment rate remains high.

The economic outlook for the second half of
the year is somewhat less favourable compared
with the June assessment. Business surveys, and in
particular figures for new orders in manufacturing,
suggest a less rapid expansion in activity. Cost-
cutting efforts by private households and the contin-
ued tension in the labour market are still weighing
on consumption. What is more, given the govern-

Chart 1.1 Chart 1.2
Real GDP Purchasing managers” indices (manufacturing)
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ment’s efforts to limit the budget deficit, govern-
ment spending is unlikely to provide any further
growth stimuli over the next few quarters.

The SNB is now forecasting that US GDP will
grow by 2.7% in 2010, compared with a forecast of
3.2% at the June assessment. In contrast to pre-
vious expansionary phases, this represents only
a moderate recovery.

Recovery in the euro area more vigorous

The recovery in the euro area gained momen-
tum in the second quarter. Growth in GDP came to
3.9%, compared with 1.3% in the previous quarter.
With the exception of inventories, all GDP compo-
nents contributed to higher growth. However, the
quarterly result benefited from one-off factors.
First, there was a spike in construction investment
as a result of first-quarter investments held over
due to the weather. Second, VAT increases as of
1 July created an incentive for consumers to make
purchases earlier than planned.

Economic growth in the second quarter varied
quite substantially from country to country. Ger-
many, the largest economy in the euro area, record-
ed the highest growth rate (9.0%) of any member
state. It was also the highest growth rate the Ger-
man economy had registered since the reunifica-

tion. By contrast, GDP in the southern economies
expanded at a below-average rate, and the reces-
sion in Greece deepened.

The preconditions for continued economic
recovery in the euro area are still in place. Econom-
ic growth is nevertheless likely to slow down some-
what in the second half of the year. High unem-
ployment and the fiscal consolidation efforts of
several member states are having a dampening
effect on demand. Moreover, the sustainability of
the recovery in investment remains uncertain,
especially since an ECB survey shows that banks
tightened their lending conditions further in the
second quarter.

As a result of the surprisingly vigorous eco-
nomic growth in the second quarter, the SNB
expects GDP in the euro area to grow by 1.7%, com-
pared with 1.2% in June.

Slowdown in growth in Japan ...

After having registered robust growth in the
first quarter, Japanese GDP only expanded by 1.5%
in the second quarter. Thus, since the start of the
recovery a year ago, the Japanese economy has
only recouped half the GDP loss suffered during the
recession. All major demand components con-
tributed to the slowdown in growth in the second

Chart 1.3 Chart 1.4
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quarter. Exports, which have since made up three-
quarters of their recession loss, continued to make
the largest contribution to growth.

With the slowdown in the global manufactur-
ing industry and the continued appreciation of the
yen, Japanese export growth is likely to weaken in
the second half of the year. However, the high need
for replacement investment, robust corporate earn-
ings and favourable credit conditions suggest that
companies will further increase their investment
activity. The considerably higher summer bonuses
paid out as result of the favourable earnings situ-
ation, the gradual recovery in the labour market
and the fiscal policy measures taking effect in the
second half of the year are also likely to bolster
private consumption.

Given the weak second-quarter growth, the
SNB has revised its expectations for the Japanese
economy slightly downwards. It now expects
growth of 3.0%, compared to 3.1% in June.

... and in emerging Asia

The emerging economies of Asia are also see-
ing first signs of a gradual slowdown in growth. In
China, the normalisation of monetary conditions
and the measures introduced in April to cool the
real estate market are apparently beginning to have

Chart 1.5
Commodity indices
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an impact. In the second quarter, China’s economic
performance was still 10.3% above the year-back
level, having risen by 11.9% in the first quarter.
First signs of a slowdown were particularly evident
in the coastal regions of the economy. This is
because government infrastructure projects are now
being scaled back, following a huge increase last
year. With manufacturing activity slowing down, the
previously strong demand for commodities declined.
Government incentives and transfer payments as
well as a robust labour market facilitated a shift in
domestic demand from investment to private con-
sumption. Favourable competitive conditions, by
contrast, contributed to a strong growth in exports.

The 2010 government budget provides for
a deficit of 3% of GDP, and includes a broad range
of measures aimed at shoring up domestic demand
in the second half of the year, too. In mid-April, to
reduce the risk of a price bubble in the real estate
market, the government tightened mortgage
lending conditions, particularly in large cities,
where prices had risen most rapidly. According to
the house price index compiled for 70 major cities
in China, in June prices started to fall compared
with the previous month.

In the export-oriented economies of South
Korea, Taiwan, Hong Kong and Singapore, there was

3/2010
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a further strong and broad-based expansion of GDP
in the second quarter. Output potential, therefore,
is likely to have been surpassed. At mid-year,
industrial activity lost some momentum. While
business confidence remained upbeat, declining
stimuli from China will probably translate into a
slowdown in GDP growth.

Inflation subdued

In the period from April to July, consumer
price inflation remained low in almost all countries.
Annual inflation in the US dropped from 2.2% in
April to 1.2% in July. This drop was largely attrib-
utable to falling petrol prices and base effects from
energy prices. Core inflation remained unchanged
at 0.9%. In the euro area, the weak euro prompted
a further increase in annual inflation, to 1.7%.
With the exception of energy, all major goods
categories made a contribution to this rise. Core
inflation climbed from 0.8% in April to 1.0% in
July. In Japan, annual inflation remained in nega-
tive territory, but the decline in prices slowed from
-1.2% to -0.9%. In July, core inflation stood at
-1.5%, after registering a historical low of -1.6%
in April. By contrast, base effects and rising energy
prices led to a renewed rise in annual inflation in
the emerging economies of Asia. In China, annual

Chart 1.6
Consumer prices

inflation was up by half a percentage point
to 3.3%, while core inflation registered a 1.1%
increase.

No change in expansionary monetary

policy in major industrialised countries

The central banks of the major industrialised
countries have maintained their expansionary mon-
etary policy (cf. chart 1.10). The Federal Reserve left
the target range for the federal funds rate at
0.00-0.25%. In its most recent statement, the Fed
still expects inflationary pressure to be weak, and
the economic upturn to be more modest than previ-
ously assumed. In order to maintain the current level
of expansion, it announced that it would reinvest
principal payments from maturing mortgage-backed
securities in longer-term treasury securities and sta-
bilise its total securities holdings at approximately
USD 2 trillion.

The European Central Bank (ECB) left its main
refinancing rate unchanged at 1.0% and continued
to offer banks unlimited liquidity. As planned, the
one-year programme to acquire euro-denominated
covered bonds was completed at the end of June.
In addition, the ECB scaled back the securities pur-
chases it had initiated in May as part of its Secur-
ities Markets Programme.

Chart 1.7
International short-term interest rates
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The Bank of Japan left its overnight call
money rate unchanged at 0.1%. At the end of
August, it began implementing credit policy meas-
ures which are limited to JPY 3 trillion (roughly 1%
of total Japanese bank loans). These measures are
aimed at promoting promising investment projects.
In addition, it expanded its liquidity measures with
the goal of lowering market interest rates.

The People’s Bank of China continued the nor-
malisation of its expansionary monetary policy. It
increased its reserve rate, limited credit growth and
reduced the liquidity it had made available by step-
ping up its issuance of bonds. In addition, at the
end of June, it decided to return to the managed
floating exchange rate regime which it had already
used from mid-2005 to mid-2008. The Chinese cur-
rency has since appreciated by approximately 1%
against the US dollar.

As a result of the rapid economic recovery and
rising prices in the real estate markets, central
banks in several of Asia’s emerging economies
decided to begin raising their key interest rates.

Chart 1.8
International long-term interest rates

Chart 1.9
Official interest rates
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2 Developments in
the Swiss economy

The revised quarterly GDP estimates published
by the State Secretariat for Economic Affairs (SECO)
show that the Swiss economy contracted more
sharply during the recent crisis than originally
assumed. It did, however, also recover faster after
the crisis. This recovery continued during the
second quarter, albeit at a slightly reduced pace.
Economic performance has now returned to the pre-
crisis level.

The robust growth since the beginning of the
year is mainly attributable to the steadily increas-
ing added value generated in manufacturing, bank-
ing and business-related services. Final demand,
however, decreased somewhat towards the end of
the quarter.

The gradual improvement in the situation on
the labour market continued in the second quarter,
with a further rise in employment and a decline in
the rate of unemployment. In addition to the

Chart 2.1
Contributions to output growth

unemployment rate, the output gap also continues
to suggest the existence of capacity under-utilisa-
tion in the economy. There was thus little inflation-
ary pressure exerted by the real economy. The
decline in year-on-year inflation, as measured by
the national consumer price index, to 0.3% in
August, was primarily due to lower prices for
imported goods and services, in particular for oil
products.

Overall, economic growth is likely to be dis-
tinctly lower in the second half of 2010, especially
owing to the weakening of exports as a result of the
appreciation of the Swiss franc.

Chart 2.2
Manufacturing output
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2.1 Gross domestic product (GDP)

Strong economic growth

in the second quarter

Economic growth remained strong in the sec-
ond quarter and is likely to have again clearly
exceeded the increase in potential output. Accord-
ing to the provisional SECO estimate, GDP rose by
3.5%, compared to 4.2% in the previous quarter.
Over a 12-month period, GDP advanced by 3.4%.

A breakdown by industry shows that the eco-
nomic growth in the second quarter was driven
mainly by manufacturing, banking and business-
related services. Added value in these three indus-
tries rose by 8.8%, 13.5% and 5.5%, respectively,
in the period under review. The construction indus-
try also registered an increase in added value
(3.3%). Only trade reported lower added value than
in the previous quarter.

The increase in aggregate demand is the result
of growth in all its components except consumer
spending. The weakness of consumption is surpris-
ing, particularly since a number of important con-
sumption indicators gave no sign of any stagna-

tion. By contrast, equipment investment and
exports recorded robust growth. The advance in
exports was, however, surpassed by the rise in
imports. Consequently, the external contribution to
the growth in final demand (3%) was negative. The
difference between GDP growth calculated on the
basis of output figures and the growth of final
demand suggests that inventory movements made
a positive contribution to GDP growth in the second
quarter.

At the same time as SECO published the sec-
ond quarter results, it adjusted its quarterly esti-
mates for the past three years based on the annual
GDP estimate of the Swiss Federal Statistical Office.
According to the latest estimates, the recession
from mid-2008 to mid-2009 led to a greater drop in
GDP than previously assumed. The overall decline is
now estimated to have been 3.3% (as against 2.4%
before). However, the subsequent recovery was also
more vigorous, with the average GDP growth rate
amounting to 3.4% (previously 2.4%). In the
second quarter of 2010, real GDP thus returned to
the level of the second quarter of 2008. Since the
Swiss population increased significantly during this

Real GDP and components Table 2.1
Growth rates on previous period, annualised
2006 2007 |2008 [2009 |2008 2009 2010

3.0 ‘4. Q. |1a ‘2. Q. ‘3. Q. ‘4. ENY ‘2. Q.
Private consumption 1.6 2.3 1.3 1.0 0.6 -1.5 1.6 1.5 1.7 2.2 2.9 -0.2
Government consumption 0.3 0.3 1.7 1.6 2.0 -1.8 1.6 2.9 2.5 2.8 -1.6 -0.4
Investment in fixed assets 4.7 5.1 0.5 -4.9 -7.7 -4.6 -19.1 6.2 9.3 5.2 -5.6 9.9
Construction -1.4 -2.3 0.0 3.0 8.1 5.0 -3.9 15.1 8.4 -2.0 -1.2 8.1
Equipment 10.1  11.1 0.8 -10.8 -17.4 -11.2 -29.8 -0.9 10.2 11.8 -9.2 11.6
Domestic final demand 21 2.7 1.2 -03 -13 -23 -35 27 35 29 03 2.0
Domestic demand 1.4 14 02 06 -25 6.2 6.9 -7.3 -2.4 -1.2 -0.5 8.6
Total exports 10.3 9.6 3.3 -8.7 -5.7 -27.7 -19.7 -5.8 23.2 13.1 15.7 7.1
Goods 11.1 8.4 2.6 -11.5 -2.9 -33.8 -25.2 -3.6 19.2 11.8 23.1 0.5
Excluding valuables' 11.2 8.3 2.1 -11.1 -7.9 -32.8 -23.8 -3.0 16.6 15.3 11.3 0.9
Services 8.4 12.8 48 -2.0 -12.0 -10.9 -5.6 -10.4 32.6 15.8 1.1 23.0
Aggregate demand 4.5 4.4 1.4 -3.0 -3.8 -85 -3.6 -6.8 6.2 3.9 5.5 8.0
Total imports 6.5 6.1 0.3 -5.4 -6.1 -16.8 -3.1 -16.5 14.1 6.3 8.7 19.7
Goods 7.8 51 -0.5 -8.3 -8.8 -23.7 -49 -21.6 18.4 3.4 19.6 17.2
Excluding valuables’ 7.4 6.7 -1.0 -85 -8.4 -21.2 -8.3 -21.6 20.1 2.4 18.7 19.3
Services 0.6 11.2 3.9 8.1 7.5 21.4 5.7 7.0 -0.9 18.2 -24.9 30.6
GDP 36 3.6 19 -19 -2.7 -45 -39 -2.2 3.0 29 42 3.5

1 Valuables: precious metals, precious stones and gems as well as objets d'art and antiques.

Source: SECO
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period, however, GDP per capita is still well below  Chart 2.3

the former level. Contributions to export growth
Based on output, the recession in manufac- Change from previous period
turing and trade proved deeper than previously B Goods (excluding valuables) M Services — Total
assumed. However, it was less marked in banking %
and business-related services. As far as demand was 30

concerned, the extent of recovery was adjusted

upwards for construction investment and down- 20
wards for equipment investment. 10
. . 0
2.2 Foreign trade, consumption
. -10
and investment
-20

Upturn in exports loses momentum

The vigorous upturn in exports of goods that
arose alongside the global economic recovery in
mid-2009 slowed down markedly in the second quar-
ter of 2010. Exports of services, by contrast, which ~ Chart 2.4
in the first quarter were unchanged over the previous ~ Expected new orders

2006 2007 2008 2009 2010

period, recorded a substantial increase. Overall, Level
exports of goods and services (excluding valuables) ~ — All industries — Chemicals — Machinery — Watchm. — Metals
each amounted to around 8% in the first and second
quarters of the year. 4

In the goods exports category, exports of cap- 3
ital goods, in particular machines and precision ) /\\
instruments, continued to benefit from the global —— //p&\
industrial cycle. Exports of commodities and semi- 1= \N //f N
finished goods, by contrast, registered no further 0 /] \
expansion, and growth in consumer goods exports, 1 \ \\ ////
particularly pharmaceutical products and watches,
was actually negative. A breakdown by sales market -2 \ \\\\\/ //
reveals that the weak growth was due to sluggish -3 S

demand in Europe and Asia, whereas exports to
the US and the oil-exporting countries expanded
significantly.

As regards exports of services, net revenues from  Chart 2.5
merchanting, in particular, registered a substantial ~ Goods exports, regional growth contributions
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increase in the wake of further oil price hikes. Higher Nominal, change from previous period
receipts were also registered in the licences and M EU15 [ EU (east) M US M Emerging Asia' | Japan
patents field and in the tourism industry. B OPEC and Russia [ Rest of the world — Total

According to KOF Swiss Economic Institute sur-

veys, manufacturing companies were somewhat more 20
cautious in July regarding economic prospects than -i'“ \ q
they had been in previous months. Indeed, the 10 '|i7i'ij'l '].I/.um{ i
upward trend in exports of goods came to a halt in 0|||||I| |||||||"|| " R {i
July and August. Overall, the development of exports L |
is likely to remain weak in the further course of the _10
year given the strong appreciation of the Swiss franc. |||
-20 1
Construction investment at a high level
Construction investment rose by 5.2% in the
second quarter of 2010 after recording a dip in the 2006 2007 2008 2009 2010
winter half-year, partly due to weather conditions. (. ,5.

Source: SECO

Chart 2.4:
Source: KOF Swiss Economic Institute

Chart 2.5:

1 Emerging Asia: China, Hong Kong, India, Indonesia, Malaysia,
Philippines, Singapore, South Korea, Taiwan, Vietnam.

Source: Federal Customs Administration (FCA)
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Year-on-year, construction investment has remained
practically unchanged.

According to a survey by the Schweizerischer
Baumeisterverband/Société Suisse des Entrepreneurs
(Swiss Federation of Master Builders), residential
construction activity remained buoyant throughout
the second quarter. Civil engineering, too, proved
fairly robust. Commercial construction, by contrast,
again developed less strongly than either of the
other two segments.

Latest data on new orders and orders in hand
suggest a moderate increase in construction invest-
ment for the quarters to come.

Rise in equipment investment

Equipment investment advanced by 11.6% in
the second quarter after receding by almost the same
percentage in the previous quarter. Thanks to the
increase registered in the second half of 2009,
equipment investment clearly exceeded the year-
back total, but is still nearly 11% below its pre-
recession level.

The increase in capacity utilisation in the
manufacturing industry - driven by the economic
recovery — will continue to boost demand for capital
goods.

Chart 2.6
Construction

Private consumption unchanged

Consumer spending remained virtually un-
changed compared to the previous quarter. In some
areas, however, private consumption figures were
up in the second quarter, too. Retail sales, for
example, continued to rise, as did the number of
new car registrations, which points to growing
demand for consumer durables.

Positive consumer confidence

Consumer confidence has improved further in
the past few months. The SECO index, which is com-
parable with similar indices in other countries, had
reached its pre-recession level already in April and
was somewhat higher again in July. Expectations
regarding economic developments in the coming
twelve months proved a little less optimistic than in
April. However, respondents rated the likelihood of
being able to put aside more savings as somewhat
higher. As regards labour market developments
and the financial situation of private households,
expectations stayed largely unchanged.

Import growth bloated by one-off effect

Driven by a one-off effect in the goods imports
category (exceptionally high import of gold jewellery
from Vietnam), imports of goods and services

Chart 2.7
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(excluding valuables) climbed by 21.6% in the sec-
ond quarter. Disregarding this one-off effect, the
growth rate in goods imports declined by almost
half. Imports of production-related capital goods
such as machines and precision instruments contin-
ued to recover, but the upward trend in imports of
commodities and semi-finished goods lost momen-
tum. Imports of consumer goods showed mixed
developments, with imports by the watchmaking
industry growing strongly, while imports of chemi-
cals (predominantly pharmaceuticals), which had
made a major contribution to import growth in the
first quarter, receded somewhat.

Imports of services recorded vigorous growth in
the second quarter, driven by spending on licences
and patents, which is by tradition volatile. Foreign
travel - recorded under tourism imports - benefited
from the strength of the Swiss franc and again rose
slightly.

The survey data compiled by KOF Swiss Eco-
nomic Institute indicate that, in July, companies
were a little less optimistic than before regarding
purchases of preliminary products. This sentiment is
borne out by the fact that imports of commodities
and semi-finished goods trended downwards in July
and August for the first time in a year.

Chart 2.8 Chart 2.9
Private consumption Contributions to import growth
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2.3 Employment and labour market

Moderate rise in employment ...

Employment continued to increase moderately
in the second quarter. The volume of work as meas-
ured by full-time equivalents was up by 0.9% and
the number of employed people advanced by the
same 0.7% as in the two previous quarters. Unlike
the number of people in employment, the volume of
work has still not quite returned to the pre-crisis
level.

However, developments in employment varied
from one industry to another. Employment figures
in manufacturing - expressed as full-time equiva-
lents - have stabilised, whereas job cuts continued
among lending institutions and insurance compan-

Chart 2.10
Employment

ies. All other industries recorded an increase in
employment. The growth rate slowed slightly in
public administration, healthcare and business-
related services, yet accelerated in construction,
trade and transport.

... and slightly improved employment outlook

The leading employment indicators rose slight-
ly in the second quarter, suggesting that the mod-
erately positive growth in employment registered
since the beginning of January would continue in
the second half of the year. Broken down by indus-
try, the employment outlook improved across the
board, although in some cases this progress
remained weak. Manufacturing and trade, for
instance, are expected to be mainstays of employ-
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Chart 2.12:

Unemployed and job seekers registered with the regional employment
offices, as a percentage of the labour force according to the 2000
census (labour force: 3,946,988 persons).

Source: SECO
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ment growth, while growth in public administration
jobs will probably slow further.

Further fall in unemployment

Seasonally adjusted unemployment continued
to decrease between May and August. The number
of unemployed people registered with the regional
employment offices fell by 6,100, resulting in a 0.1
percentage point drop in the unemployment rate to
3.8%. The percentage of job seekers, a category
that includes people who are on training or employ-
ment programmes or have accepted an interim
position, as well as the registered unemployed, also
receded slightly to 5.4%.

Short-time working figures again decreased
significantly between March and June. Compared to
the peak values registered in October 2009, the
number of people and the number of companies
affected have both halved. The proportion of per-
sons working short-time had, by June, declined to
around 0.4% of the working population.

Chart 2.14
Capacity utilisation in manufacturing

2.4 Capacity utilisation

Capacity utilisation in manufacturing

continues to improve

According to survey data from KOF Swiss
Economic Institute, capacity utilisation in manu-
facturing continued to improve in the second quar-
ter. While the rate of utilisation had been 80.7%
in the first quarter, it increased by 2 percentage
points to 82.7% in the second quarter. However,
compared to the long-term average (83.9%), there
is still some capacity under-utilisation in manufac-
turing. In the construction industry, capacity util-
isation also increased markedly. In the second
quarter, it amounted to 76.3%, which is well above
the long-term average (71.6%).

Output gap remains negative

The output gap, which is defined as the per-
centage deviation of GDP from estimated aggregate
potential output, is a useful source of information
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on inflationary pressure. If GDP exceeds (falls
below) potential output for an extended period of
time, this points to excess demand (excess supply)
and, consequently, to greater (less) inflationary
pressure.

Estimates of potential output using different
methods all suggest that GDP remained below pro-
duction potential in the second quarter. They also
indicate, however, that the output gap has narrowed
further compared to the previous quarter. Depend-
ing on the method used to estimate production
potential, the output gap amounted to -0.7% (pro-
duction function), -0.4% (Hodrick-Prescott filter)
or -0.3% (multivariate filter). The fact that the
output gap is narrowing mainly reflects an improve-
ment in the utilisation of technical capacity.

Chart 2.16
Output gap
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2.5 Prices and inflation expectations

Producer and import prices under pressure

Producer and import prices have fallen sub-
stantially since May. This development was mainly
attributable to two factors: the corrections in the
commodities markets in May, which led to lower
prices for intermediate goods and energy products,
and the appreciation of the Swiss franc on the cur-
rency markets, which increased the pressure on
import prices. As a result, the rise in prices over the
past 12 months - the annual inflation rate - slowed
from 1.4% in May to 0.5% in August. Consequently,
it is still the case that no inflationary pressure is
being exerted by producer and import prices on
downstream consumer prices.

Lower CPI inflation

Annual inflation, as measured by the national
consumer price index (CPI), decreased significantly
from 1.1% to 0.3% between May and August. This
was mainly a reflection of lower prices for oil prod-
ucts. The annual inflation rate for other imported
goods and services was -1.3% in August, as it had
been in May. Annual inflation for domestic goods
and services also remained relatively stable. Prices
of domestic goods declined by 0.1% (May: -0.2%)
year-on-year, while prices of domestic services rose
by 0.6% (May: 0.7%) in the same period.

Core inflation rates below 1%

Inflation, as measured by the CPI, is subject
to numerous short-term fluctuations that may dis-
tort perceptions of the general price trend. To
counter this, core inflation rates are calculated
with the aim of capturing the underlying trend in
price movements. The SNB computes two measures
of core inflation (cf. chart 2.20): the trimmed
means method (TM15) excludes from the consumer
price index, for any given month, those 15% of
goods prices with the highest annual rates of
change and those 15% with the lowest annual rates
of change. The broader-based dynamic factor infla-
tion (DFI), by contrast, extracts underlying infla-
tion using a wide range of prices, data on the real
economy, financial market indicators and monetary
variables. For their part, the two core inflation
rates calculated by the SFSO always exclude the
same goods from the basket of goods in each period
(cf. chart 2.21). In the case of core inflation 1
(SFS01), these are food, beverages, tobacco, sea-
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sonal products, energy and fuel. Core inflation 2
(SFS02) additionally factors out products with
administered prices.

The strong appreciation of the Swiss franc led
to a decrease in traditional core inflation rates. In
August, the inflation rate calculated by the SNB
according to the trimmed means method was 0.5%,
while the two inflation rates calculated by the SFSO
only amounted to 0.1%. However, the DFI, which
normally has a lead on the traditional core inflation

rates, has risen continuously since October last
year. The August figure was 0.8%, which was high-
er than the traditional core inflation rates. The
increase in the DFI suggests that the movements in
the factors indicating the inflation trend have been
robust.

Slightly lower inflation expectations

Inflation expectations are appraised on the
basis of various surveys of companies and house-
holds. Overall, the surveys suggests that inflation

National consumer price index and components Table 2.2
Year-on-year change in percent
2009 2009 2010 2010
Q4 Q1 ‘ Q2 May ‘ June ‘ July ‘ August
Overall CPI -0.5 -0.2 1.1 1.0 1.1 0.5 0.4 0.3
Domestic goods and services 1.2 0.7 0.8 0.6 0.6 0.5 0.4 0.5
Goods 1.0 -0.0 0.4 -0.0 -0.2 -0.7 -0.7 -0.1
Services 1.3 0.9 0.9 0.7 0.7 0.8 0.7 0.6
Private services excluding rents 0.6 0.5 0.8 0.7 0.7 0.7 0.6 0.5
Rents 2.5 1.6 1.3 1.1 1.0 1.0 1.0 0.9
Public services 0.8 0.8 0.7 0.8 0.8 0.8 0.7 0.7
Imported goods and services -4.7 -2.4 1.8 1.9 2.5 0.5 0.3 -0.4
Excluding oil products -0.3 -1.2 -0.9 -1.2 -1.3 -1.4 -1.5 -1.3
0il products -25.9 -10.9 18.3 21.0 25.9 12.0 11.5 6.3
Sources: SFSO, SNB
Chart 2.20 Chart 2.21
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expectations are slightly lower, but remain well
anchored.

The quarterly survey by KOF Swiss Economic
Institute relies on a survey of senior employees
from companies active in Switzerland. Among other
things, they are asked how they expect purchase
and sale prices to develop over the coming three
months. The results of the survey were published in
August. They indicate that the companies surveyed
expect stable sale prices and slightly increasing
purchase prices for the third quarter. Inflation
expectations in both the wholesaling and manufac-
turing industries were somewhat lower than report-
ed in the previous survey.

As part of the Credit Suisse ZEW Financial Mar-
ket Report, every month 70 analysts are surveyed
on their CPI inflation expectations (higher, lower,
unchanged) for the coming six months. The results
of the August survey suggest that inflation expect-
ations are slightly lower than revealed by the May
survey. The share of analysts who anticipated that
inflation rates would increase declined from 29% to
18%. Two-thirds of those surveyed in August ex-
pected inflation rates to remain unchanged over
the coming six months.

The quarterly SECO survey of Swiss households
measures the expected price trend over the coming
12 months from the viewpoint of consumers. In
July, the share of households anticipating lower
prices in the following 12 months rose slightly to
10%. However, more than 80% of households still
expected prices to remain unchanged or increase
somewhat.
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2.6 Outlook for the real economy

Weakening economic environment

The SNB anticipates that Swiss GDP will grow
by roughly 2.5% in 2010, following a decline of
1.9% in 2009. However, the upward adjustment
compared to the last monetary policy report is not
based on a more optimistic assessment of the cur-
rent situation. It is rather the effect of a stronger
recovery observed in the past four quarters. How-
ever, against the background of a lethargic recovery
in the economies of some of Switzerland’s major
trading partners and the appreciation of the Swiss
franc, the SNB expects a marked slowdown in
growth in the second half of 2010 and early 2011.

Uncertainty about the future outlook for the
global economy remains high. The after-effects of
the financial and economic crisis are still being
felt, since the situation of public sector budgets
has deteriorated considerably in many industri-
alised countries as result of the government sup-
port programmes. This has not only led to uncer-
tainty in the financial markets, but also limited the
fiscal room for manoeuvre.
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3 Monetary developments

3.1 Interest rates

Summary of monetary policy

since the June assessment

At its monetary policy assessment of June
2010, the SNB decided to maintain its expansionary
monetary policy. It left the target range for the
three-month Libor unchanged at 0.00-0.75% and
announced that it would aim for the lower part of
the range, around 0.25%. It also drew attention to
an increase in uncertainty and higher downside
risks. It reiterated its intention of taking all meas-
ures necessary to ensure price stability should these
downside risks materialise and lead to a renewed
threat of deflation.

The creation of permanent Swiss franc liquid-
ity altered the structural liquidity position of the
financial system with respect to the SNB from
a deficit into a surplus. In this new environment,
interest rates are managed through liquidity-
absorbing operations rather than liquidity creation
operations. Most of the liquidity is absorbed by SNB
Bills with varying terms of more than one month, at

the market rate. To manage interest rates, the
remaining surplus liquidity is absorbed through
daily auctions of one-week repos at a price deter-
mined by the SNB (SNB repo rate). The SNB is also
able to reduce the volatility of the call money rate
through fine-tuning operations.

Since October 2008, the SNB has been issuing
SNB Bills in order to absorb large amounts of Swiss
franc liquidity in a targeted manner. In previous
quarters, such issues have been limited to one-
week SNB Bills. Since May 2010, SNB Bills have
been placed with terms of 28, 84, 168 and 336
days. In the period from June to the end of August,
the bids at SNB Bills auctions ranged between
about CHF 3 billion and CHF 32 billion. At the end
of August, the outstanding volume amounted to
approximately CHF 111 billion. By the end of
August, the SNB’s marginal yield on issues with 28-
day terms had risen from 0.07% to 0.20%. The
marginal yield on 84-day terms increased from
0.09% to 0.23%, for 168-day terms from 0.13% to
0.24% and for 336-day terms from 0.31% to 0.35%.

On 5 July 2010, the SNB introduced one-week
liquidity-absorbing repo auctions (reverse repos) in
order to manage the interest rate. At the liquidity-
absorbing repo auctions, bank demand fluctuated
between CHF 2 billion and CHF 23 billion, with the
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allotment averaging 75%. At the end of August, the
outstanding volume amounted to approximately
CHF 22 billion. In the same period, the SNB repo
rate for these repo auctions was increased from
0.09% to 0.12%.

Due to changed funding prospects, the SNB
conducted the last auction of SNB USD Bills on
21 June 2010. As at the end of August 2010,
USD 5 billion of SNB USD Bills were still outstanding.

Since the temporary swap facility with the
Federal Reserve was reintroduced in May 2010, the
SNB has not registered any demand in its US dollar
repo auctions.

Money market interest rates edge

up from a low level

The liquidity-absorbing measures outlined
above led to slight upward pressure on Swiss money
market interest rates. Over the past three months,
the three-month Libor rose a little, to 0.18% in
mid-September, after it had fallen below 0.10% in
June. In the same period, the risk premium factored
into the spread between the three-month Libor and
the corresponding Overnight Index Swap (OIS)
remained at a low level (cf. chart 3.2). During the
financial crisis, this premium had risen sharply and
did not return to its pre-crisis level until the second
quarter of 2010. Chart 3.3 shows that the light
upward pressure on money market rates also affect-
ed interest rates in the secured Swiss franc inter-
bank market, despite unusually high volatility, and
that it also led to a slight increase in the Swiss Ref-
erence Rates from the end of June. Between
November 2009 and June 2010, weekly averages for
the call money rate in this reference group - the
Swiss Average Overnight Rate (SARON) - amounted
to a little over 0.02%. Recently, however, SARON
has increased as far as 0.08%.

Further flattening of the yield curve

Yields on secure Swiss bonds were further
depressed by the flight to quality, partly as a result
of concerns about public deficits in other countries.
Over the past three months, yields on Swiss Confed-
eration bonds with longer maturities retreated fur-
ther. In mid-June, the yield on 10-year bonds still
amounted to 1.55%. By the end of August, this
yield had fallen to 1.07%, representing a long-term
low. Since then it has picked up again and stood at
1.5% in mid-September. Since short-term money
market interest rates rose marginally in the same
period, the decline in bond yields resulted in a slight
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flattening of the yield curve (cf. chart 3.4). Thus
the term spread, i.e. the difference between the
yield on 10-year Swiss Confederation bonds and the
three-month Libor, also narrowed somewhat. Chart
3.6 shows that the term spread contracted sharply
in September 2008 after the Lehman Brothers bank-
ruptcy. When monetary policy was substantially
relaxed at the end of 2008 and beginning of 2009,
this spread widened rapidly and reached levels that
- in historical terms - were high. Since May 2009,
the term spread in Switzerland has narrowed again
and by mid-September it stood below the long-term
average.

Narrowing international term spreads

While the three-month dollar Libor declined
over the past three months, the rise in the three-
month euro Libor was somewhat stronger than that
of the Swiss franc Libor. Consequently, the differ-
ence between short-term interest rates declined
compared to the US dollar area, but increased com-
pared to the euro area (cf. chart 3.5). At the longer
end of the maturity spectrum, yields on 10-year

Chart 3.6
Term spreads

international benchmark government bonds again
declined between mid-June and mid-September, so
that foreign term spreads narrowed further. In add-
ition, as can also been seen in chart 3.6, term
spreads in the US, the UK and Germany - unlike
Switzerland - are still relatively high in historical
terms, despite the recent decline.

Real interest rates still low

The real interest rate has an impact on house-
hold and corporate saving and investment behav-
iour. It is therefore an indicator of future economic
developments. Chart 3.7 plots the three-year real
interest rate. Inflation expectations for this period
are derived from the forecasts of various SNB mod-
els. Since, in the third quarter of 2010, the decline
in three-year nominal interest rates was slightly
less than that of forecast inflation, the three-year
real interest rate was a little higher in the third
quarter than it had been in the previous quarter.
Nevertheless, it remained in negative territory, at
-0.1%. The historically low level of real interest
rates will probably help to stimulate the economy.

Chart 3.7
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3.2 Exchange rates

Strong Swiss franc

From December 2009, the US dollar had con-
tinually gained in value against the euro. Between
the assessment in June 2010 and mid-September,
however, the dollar lost 5% of its value against the
euro (cf. chart 3.8).

In the past three months, the US dollar has
lost even more ground against the Swiss franc
(11%). The depreciation of the euro against the
Swiss franc has also continued, with the euro losing
6% of its value against the Swiss currency over the
same period.

As a result, the nominal trade-weighted exter-
nal value of the Swiss franc strengthened and the
August figure was 8% above the average for 2009
(cf. chart 3.9). However, in the long run, move-
ments in nominal exchange rates are largely offset
by inflation differentials between different curren-
cy areas. Thus, for instance, the currencies of coun-
tries with relatively low rates of inflation tend to
appreciate. Consequently, the trade-weighted real
external value of the Swiss franc is more suitable
for purposes of comparison because it does not dis-
play any long-term trend. In July, the real external
value of the Swiss currency was well above the his-
torical average.

Tighter monetary conditions

The Monetary Conditions Index (MCI) is based
on the three-month Libor and the nominal trade-
weighted external value of the Swiss franc, and is
a measure of the restrictiveness of monetary policy.
The MCI is reset to zero immediately after each
monetary policy assessment. An increase to posi-
tive values (decline to negative values) thus signi-
fies a tightening (loosening) of monetary condi-
tions (cf. box ‘The Monetary Conditions Index
(MCI)’, Quarterly Bulletin 1/2004, p. 27).

In mid-September 2010, the MCI showed that
monetary conditions were significantly tighter (cf.
chart 3.10). With the three-month Libor rising only
marginally, this development was mainly attribut-
able to the appreciation in the Swiss franc.
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3.3 Equity, commodity and
real estate prices

Fluctuations in share markets

While the European Euro-Stoxx 50 rose 4%
between mid-June and mid-September, the US S&P
500 and the Swiss Performance Index (SPI) moved
sideways over the same period. However, move-
ments in all these indices have been slightly nega-
tive since the beginning of the year.

The past three months have seen substantial
fluctuations in prices. On the one hand, markets
have been positively surprised by results in excess
of expectations - from banks and also from other
companies. European bank shares also benefited
from the stress tests ordered by the EU supervisory
authorities in order to examine the strength of the
banking system in Europe. On the other hand,
a number of macroeconomic indicators, such as the
latest statistics on the US labour market, served as
warnings of a slowdown in the economic recovery.

Volatility in the equity markets is a measure of
market uncertainty. Chart 3.13 shows the expected
volatility for the following 30 days based on the
Chicago Board Options Exchange Volatility Index
(VIX) and the actual volatility measured by the
annualised standard deviation in monthly returns
on the S&P 500. Both indices are still above their
pre-crisis levels.

Mixed developments in commodity prices

When the US dollar gives ground, commodity
prices generally rise. This phenomenon was again
observed between mid-June and mid-August. In
addition, specific events such as special weather
conditions and other events that affect harvests
impact on prices, particularly those of agricultural
commodities. Recently, the fires in extensive parts
of Russia and the floods in other parts of the world
have driven up cereal prices, in particular. For a
while, the oil price also increased, before declining
again somewhat; in mid-September it stood just
slightly above the mid-June price at around USD 78
per barrel. Gold retained its popularity as a safe
haven investment, trading even higher in mid-
September than it had in mid-June, at around
USD 1,270 an ounce.

Higher real estate prices

Nominal rents and prices showed a year-on-
year increase in the second quarter of 2010. The
prices of owner-occupied apartments rose by 5.1%
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while single-family homes were 4.4% more expen-
sive. In the same period, residential rents climbed
by 1.8%. However, the rents for new apartments,
which are a better reflection of market forces, again
receded somewhat (-1.3%). Rents for commercial
property recovered, increasing by 6.2%, while
office rents rose at a more moderate rate (0.8%).

Growth rates in the residential property seg-
ment in recent quarters have been fairly high.
Together with the historically low level of interest
rates and the strong growth in mortgage lending,
this can lead to a build-up of risk in the financial
sector. An SNB survey of the most important mortgage
banks in Switzerland showed that, in some cases,
internal lending criteria cannot really be described
as conservative, and that they are not always
applied consistently. Tougher competition in the
mortgage market can increase banks’ risk appetite
and encourage them to reduce interest margins and
take on higher interest and credit risks. In the
event of a future rise in interest rates, in particular,
default rates for mortgages could rise significantly,
and this would have a negative impact on the Swiss
economy.

Chart 3.14
Nominal real estate prices and rents
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3.4 Monetary aggregates

Persistently high monetary base

The monetary base, consisting of banks’ sight
deposits at the SNB plus banknotes in circulation,
has increased substantially since the financial cri-
sis. Before the crisis, the ratio of the monetary base
to the more broadly defined monetary aggregates
was very stable, as is clear from the movement in
the M3 money multiplier (cf. chart 3.16). The M3
money multiplier is a quotient of the M3 aggregate
and the monetary base (M0). It expresses the
extent to which, on the basis of the liquid funds
available to them, banks are able to multiply the
amount of money available to the general public
through lending. Since the outbreak of the finan-
cial crisis, banks have scaled down their interbank
lending activity and are holding greater supplies of
liquidity for precautionary reasons. This is reflected
in a sharp decline in the money multiplier to a very
low level, where it has remained for over a year. In
May 2010, the monetary base rose sharply, and
since then the SNB has been absorbing liquidity,
thereby reducing the monetary base again. This has
also been reflected in an increase in the multiplier.

Chart 3.16
Money multiplier M3

Expansion in broad monetary aggregates

The broad monetary aggregates (M1, M2 and
M3) recently exceeded their trend levels (cf. chart
3.17); they are now well above trend and continue
to rise. After strong growth, particularly in 2003,
both M1 (notes and coins in circulation, sight
deposits and transaction accounts) and M2 (M1
plus savings deposits) had been declining. Then,
from autumn 2007, these two aggregates stabilised
in line with relatively constant short-term interest
rates. Following the recent interest rate reductions,
however, M1 and M2 began growing strongly again.
In August 2010, M1 was 11.6% above the previous
year's level, while M2 was 10.4% higher. M3 (M2
plus time deposits), which is typically less volatile
than the other aggregates, expanded by 6.6% (cf.
table 3.1).

Higher inflation rates in the medium term

One way of assessing potential inflation or
deflation risks resulting from an excessive or insuf-
ficient supply of liquidity to the economy is to cal-
culate the money gap (or monetary overhang). This
corresponds to the positive percentage deviation
(monetary overhang) or negative percentage devi-
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Monetary aggregates? Table 3.1
2008 2009 2009 2010 2010
Q2 ‘ 3 ‘ Q4 a1 ‘ Q2 June ‘July ‘ August

Monetary base’ 49.6 99.1 110.2 103.0 90.1 87.9 109.8 107.5 104.6 87.6
Change’® 12.1 99.9 142.6  127.4 46.1 -5.4 -0.4 0.2 -4.3  -17.0
M1’ 273.1 377.2 375.3 383.0 395.2 399.6 415.3 420.4 421.6 427.6
Change’® 1.5 38.1 41.5 48.2 30.8 12.5 10.6 12.3 10.7 11.6
m2? 443.1 589.3 586.1 599.0 617.2 626.4 645.8 651.4 654.2 662.0
Change’® -1.6 33.0 35.0 41.4 29.7 12.9 10.2 11.1 10.0 10.4
M3? 626.0 662.0 657.9 664.6 677.2 685.8 702.3 706.5 706.0 709.3
Change’® 2.2 5.8 4.5 7.5 7.3 5.8 6.8 7.4 6.5 6.6
1 1995 definition
2 Level in CHF billions
3 Year-on-year change in percent
Source: SNB
Chart 3.18
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ation (money gap) of the M3 aggregate from an
equilibrium value, which is calculated on the basis
of the transaction volume in the economy and the
opportunity cost of holding money (cf. box ‘Money
supply growth and inflation’, Monetary policy
report, Quarterly Bulletin 1/2005, p. 33). Chart 3.18
shows the calculated money gap in the form of a
range that spans one standard deviation, thereby
taking account of statistical uncertainty. According
to this measure, the money gap closed in the sec-
ond quarter of 2009. Currently there are signs of
a monetary overhang, a situation which, according
to this indicator, could lead to greater inflationary
pressure in the medium term.
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3.5 Credit

Higher growth in lending

In the second quarter of 2010, the pace of
credit growth increased for the third successive
quarter, amounting to 4.2% year-on-year. This fig-
ure is in line with the bank lending survey, which is
a survey of lending conditions carried out quarterly
by the SNB since the beginning of 2008 with 20
banks. It covers over 80% of the domestic lending
market. Since the third quarter of 2009, the bank
lending survey has not indicated any tightening in
credit conditions.

With the level of interest rates remaining low,
growth in mortgage lending was still high but
stable at around 5%. Consequently, the higher level
of credit growth overall was mainly attributable to
other loans (cf. chart 3.19), which increased for the
first time since the beginning of 2009. This
increase was chiefly driven by other loans granted
in foreign currencies — which correlates with import
movements.

While total lending volume at the big banks
has remained stable since the beginning of 2008,
lending volume at cantonal banks has continued to
grow. This is attributable, in particular, to a signif-
icant increase in mortgage lending at cantonal
banks, compared to the big banks. Similar develop-
ments have been observed in past recessions, for
instance, at the beginning of the decade (cf. chart
3.20).

Loans to households posted year-on-year
growth of some CHF 26 billion (cf. chart 3.21),
equivalent to a growth rate of 4.6%. Other house-
hold loans, in particular, increased for the first time
since 2008.

Loans to private companies grew by CHF 7.5
billion in the same period. As in the previous quar-
ter, the growth rate was 2.8%.
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Bank loans Table 3.2
Year-on-year change in percent
2008 2009 2009 2010 2010
Q2 ‘03 ‘04 1 ‘02 May ‘June ‘Jub
Total? 5.7 3.4 3.2 3.0 3.3 3.6 4.2 4.6 3.8 3.6
Mortgage claims’ 3.5 4.5 4.3 4.7 5.1 5.2 5.1 5.1 5.0 4.9
of which households’ 3.3 4.7 4.6 5.0 5.4 5.3 4.9 5.0 4.8 4.7
of which private
companies’ 3.8 5.8 5.8 6.2 6.1 5.7 5.3 5.0 5.4 5.1
Other loans' 14.8 -0.7 -0.9 -3.1 -3.2 -2.1 0.7 2.5 -1.3 -2.4
of which secured’ 1.2 -5.4 -6.2 -7.2 -2.1 2.7 4.2 6.1 6.6 4.2
of which unsecured’ 24.2 2.0 2.1 -0.8 -3.8 -4.4 -1.4 0.2 -6.1 -6.3
of which in CHF® 20.3 1.5 1.2 0.4 -1.7 -3.7 -2.1 -1.7 -3.4 -2.1
of which in other
currencies’ -1.8 -10.0 -9.7 -16.5 -9.8 6.5 10.4 17.0 5.8 -3.3

1 Monthly balance sheets
2 Credit volume statistics
Source: SNB
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4 SNB inflation forecast

Monetary policy affects output and prices with
a considerable time lag. In Switzerland, monetary
policy stimuli have their maximum effect on infla-
tion after a period of approximately three years. For
this reason, the SNB’s monetary policy is guided
not by current inflation, but by the inflation rate to
be expected in two to three years if the three-
month Libor were to remain unchanged. The infla-
tion forecast published four times a year is one of
the three key elements of the SNB’s monetary strat-
egy, together with its definition of price stability
and the target range for the three-month Libor. The
inflation forecast is derived from the analysis of
different indicators, model estimates and the
assessment of any special factors. It maps the
future development of prices on the assumption
that the three-month Libor remains constant over
the forecasting period.

4.1 Assumptions for global economic
developments

In addition to domestic factors, exogenous
effects also have a major influence on Swiss infla-
tion rates. Various models used in drawing up the
SNB’s inflation forecast take this into account by
embedding the expected outlook for Switzerland in

an international economic setting. The assump-
tions with regard to the international economic
scenario reflect what the SNB considers to be the
most likely development in the global economy
over the next three years. Table 4.1 shows the
major assumptions for this scenario, as compared
to those for the June 2010 forecast.

Recovery in global economy continues

at moderate pace

The latest figures indicate that the recovery in
the US and in Asia is losing momentum. For the US,
an annual growth rate of 2.9% is now expected for
2010 and one of 2.6% for 2011. By contrast, growth
in Europe was unexpectedly strong in the second
quarter of 2010. Therefore, the 2010 growth fore-
cast for Europe has been increased to 1.6%. The
weaker performance in the US results in lower infla-
tion expectations for 2010 and 2011. For Europe,
too, the assumption of moderate inflation of less
than 2% is being maintained. Now that the Fed has
resumed its securities purchases, the normalisation
of monetary policy in the US is likely to be delayed
even further. Forecast uncertainties remain high
and risks are still to the downside.

For crude oil, a price of USD 74 per barrel is
assumed for the next few quarters, and thereafter
USD 83 per barrel. The dollar/euro exchange rate of
1.30 USD/EUR is a reflection of the recent appreci-
ation of the euro.

Inflation forecasting as part of the monetary policy strategy

The SNB has a statutory mandate to ensure
price stability while taking due account of eco-
nomic developments.

The SNB has specified the way in which it
exercises this mandate in a three-part monetary
policy strategy. First, it regards prices as stable
when the national consumer price index (CPI) rises
by less than 2% per annum. This allows it to take
account of the fact that the CPI slightly overstates
actual inflation. At the same time, it allows infla-
tion to fluctuate somewhat with the economic
cycle. Second, the SNB summarises its assessment
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of the situation and of the need for monetary pol-
icy action in a quarterly inflation forecast. This
forecast, which is based on the assumption of
a constant short-term interest rate, shows how the
SNB expects the CPI to move over the next three
years. Third, the SNB sets its operational goal in
the form of a target range for the three-month
Swiss franc Libor. The target range provides the
SNB with a certain amount of leeway, enabling it
to react to unexpected developments in the money
and foreign exchange markets without having to
change its basic monetary policy course.
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Assumptions for inflation forecasts

Table 4.1

September 2010 ‘2010 ‘2011 ‘ 2012
GDP US*® 2.7 2.5 3.5
GDP EU15* 1.7 2.2 2.9

Short Long

term term
Exchange rate USD/EUR? 1.30 1.30
Oil price in USD/barrel* 74 83
Oil price in CHF/barrel’ 74 83
June 2010 ‘2010 ‘2011 ‘ 2012
GDP US® 3.2 2.8 3.5
GDP EU15' 1.1 2.2 2.9

Short Long

term term
Exchange rate USD/EUR? 1.25 1.25
Oil price in USD/barrel* 72 83
Oil price in CHF/barrel’ 81 93

Change in percent

Level

Level, exchange rate on 16 September 2010

Level, exchange rate on 17 June 2010
ource: SNB

VA~ W
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4.2 Inflation forecast and
monetary policy decision

The Swiss National Bank (SNB) is maintaining
its expansionary monetary policy. It is leaving the
target range for the three-month Libor unchanged
at 0.00-0.75%, and intends to keep the Libor with-
in the lower part of the target range at around
0.25%.

The global economic recovery is continuing,
albeit at a somewhat slower pace than the SNB had
assumed at the time of the previous monetary pol-
icy assessment. Since mid-2009, the Swiss economy
has developed more dynamically than previously
expected. For 2010, the SNB expects real GDP to
grow at a rate of approximately 2.5%. For the sec-
ond half of the year, and in particular for 2011,
however, the SNB now expects a marked slowdown
in growth. This reflects the strong appreciation of
the Swiss franc and the declining momentum of the
global economy.

Uncertainty about the future outlook for the
global economy remains high. Economic recovery is
not yet sustainable. Downside risks predominate.
Should they materialise and result in a renewed
threat of deflation, the SNB would take the meas-
ures necessary to ensure price stability.

The SNB's new conditional inflation forecast is
lower than the June forecast, over the entire fore-
cast horizon. Assuming an unchanged three-month
Libor of 0.25%, average inflation for 2010 is
expected to amount to 0.7%, for 2011 to 0.3% and
for 2012 to 1.2%. The possibility that inflation will
temporarily turn slightly negative at the beginning
of 2011 cannot be ruled out. The inflation forecast
indicates that the expansionary monetary policy is
currently appropriate, although it poses long-term
risks to price stability.
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Global economic outlook

The recovery of the global economy is con-
tinuing at a moderate pace. In the US and Asia,
growth slowed in the second quarter of 2010. At
the same time, the economy in the euro area firmed
considerably, supported by vigorous foreign demand
and a favourable exchange rate. The SNB still
assumes there will be a further - albeit slightly
slower - recovery, particularly in the industrialised
countries. The SNB has revised its 2010 and 2011
growth assumptions for the US and the emerging
economies of Asia slightly downwards, while its
2010 forecast for the euro area has been revised
upwards. Forecast uncertainties remain high and
risks are still to the downside.

Swiss economic outlook

According to the recent revision of figures for
the national accounts, the recession was deeper
than has been assumed to date. By contrast, the
rise in Swiss real GDP between the third quarter of
2009 and the second quarter of 2010 was signifi-
cantly stronger than potential output. The second
quarter of 2010 saw a clear continuation of the
recovery in manufacturing - the area which, in
2009, had been most seriously affected by the
recession. However, momentum was vigorous in
other sectors, too. The increase in activity had
a favourable impact on the labour market. Both
short-time work and unemployment have declined
further. However, in the second half of the year and
the beginning of next year, the SNB expects
a marked slowdown in growth due to the strong
appreciation of the Swiss franc and the declining
momentum in the global economy. For 2010, real
GDP is now expected to grow at a rate of approxi-
mately 2.5%. This higher growth forecast, com-
pared to the last assessment, does not result from
a reassessment of the economic outlook, but mainly
because of the revision of the previous GDP figures.
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Changes in monetary conditions

Monetary conditions are characterised by two
opposing trends. Yields on Swiss Confederation
bonds remain at a very low level. Yields on corpor-
ate bonds, credit risk premia and interest rates on
bank loans declined further.

Since the June assessment, the three-month
Libor has risen slightly. Liquidity in the banking
sector is still high, and money stocks held by
households and companies are rising. The growth
rates for the broader monetary aggregates remain
high. In August, for instance, the M2 aggregate
rose by 10.4% year-on-year, while the M3 aggre-
gate was up 6.6%. Since the last assessment, the
Swiss franc has appreciated substantially against
the euro and the US dollar.

Overall, monetary conditions have become some-
what less expansionary since the last assessment.

Lending business remained brisk. The SNB sur-
vey of lending operations showed that, in the sec-
ond quarter of 2010, the slight tightening of lend-
ing conditions during the crisis for corporate loans
was eased a little — a development that had already
been observed in the previous quarter. As regards
mortgage lending to households, most banks report
unchanged lending conditions and a further
increase in demand. The growth in mortgage lend-
ing and real estate prices has decelerated marginal-
ly, compared to the situation at the end of 2009.
However, developments in the mortgage market
still require the full attention of the SNB.
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Chart of conditional inflation forecast

The (dashed) red curve on the chart represents
the new, conditional inflation forecast. It covers
the period from the third quarter of 2010 to the
second quarter of 2013 and shows future inflation
developments on the assumption of the three-
month Libor remaining constant at 0.25% over the
entire forecasting horizon. For purposes of com-
parison, the (dash-dotted) green curve shows the
inflation forecast published in June, which was also
based on the assumption of a three-month Libor of
0.25%.

Over the entire forecasting horizon, the path
of the new inflation forecast is lower than that of
three months ago. The reason for this is the appre-
ciation of the Swiss franc and the declining momen-
tum in the global economy. The forecast sinks to
0% in the first quarter of 2011, reflecting the
declining base effect from the movement of oil
prices and the reduction in the price of imports
resulting from exchange rate effects. The possibil-
ity that inflation will temporarily turn slightly nega-
tive at the beginning of 2011 cannot be ruled out.
The inflation forecast indicates that the expansion-
ary monetary policy is currently appropriate,
although it poses long-term risks to price stability.
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Chart 4.1
Conditional inflation forecast of June 2010 and September 2010
Percentage change in national consumer price index from previous year
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Observed inflation in September 2010 Table 4.2
2007 2008 2009 2010 2007|2008 |{2009
Q1 ‘oz ‘03 ‘04 a1 ‘02 ‘03 ‘04 a1 ‘oz ‘03 ‘04 a1 ‘02 ‘03 ‘04
Inflation 0.09 0.52 0.63 1.68 2.47 2.68 2.97 1.58 -0.02 -0.75 -0.97 -0.20 1.10 1.00 0.7 24 -05
Conditional inflation forecast of June 2010 with Libor at 0.25%
and of September 2010 with Libor at 0.25%
2010 2011 2012 2013 2010|2011 (2012
Q1 ‘02 ‘03 ‘04 Q1 ‘02 ‘03 ‘04 Q1 ‘02 ‘03 ‘04 Q1 ‘QZ ‘03 ‘04
Forecast June 2010,
Libor at 0.25% 1.06 0.85 071 0.74 0.81 1.02 1.33 1.69 2.04 2.40 2.76 3.07 09 1.0 22
Forecast September 2010,
0.40 0.18 0.00 0.15 0.36 0.59 0.84 1.08 1.33 1.60 1.89 2.25 07 03 1.2

Libor at 0.25%

Source: SNB
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The economic situation from the vantage point
of the delegates for regional economic relations

SNB

Summary report for the attention of the Governing Board of the Swiss
National Bank for its quarterly assessment of September 2010

Third quarter of 2010

The SNB's delegates for regional economic relations are constantly in

touch with a large number of enterprises from different industries and
economic sectors. Their reports, which contain subjective evaluations

by these companies, are an important source of information for assessing
the economic situation. The following pages contain a summary of the
most important results of the talks held in July and August 2010 with some
206 company representatives on the current and future economic situation.
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Summary

The favourable economic trend continued in
the third quarter. Compared to the previous year,
the recovery in manufacturing was strongest. How-
ever, broad-based growth was also apparent in the
construction industry and services sector. As a
result, the demand for labour also recovered. Com-
panies are less hesitant about expanding their
workforces than in the second quarter.

As a result of the stronger demand, industry
representatives are looking to the immediate future
with confidence. Expectations for the next few
months point to positive turnover growth in all
three economic sectors, albeit at a somewhat slow-
er pace, especially in manufacturing. The under-
utilisation of technical production capacity in the
Swiss economy is likely to decrease further.
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Despite the favourable development of busi-
ness activity, however, there were lingering con-
cerns over the sustainability of the international
economic recovery. On the one hand, the state of
public finances around the world and the potential
impact on financial and foreign exchange markets,
as well as on aggregate demand in the affected
countries, have been a source of uncertainty. On
the other hand, a number of representatives felt
that the extremely expansionary monetary policy
being pursued around the world carries inflation
risks, giving rise to fears of sudden interest rate
hikes.

Reactions to the appreciation of the Swiss
franc varied considerably from one industry to
another.



1 Business activity

Manufacturing

In the third quarter, the economic situation
in manufacturing improved further, although in
a quarter-on-quarter comparison it presented
a slightly less positive picture than in the second
quarter. Overall, turnover rose sharply year-on-year,
with only a few companies posting turnover figures
below last year's level. Although starting from very
different levels, the textile and clothing industry,
chemical industry, pharmaceutical industry, watch-
making industry, metals industry and automotive-
related manufacturing industry have all experi-
enced an above-average recovery within the last
year. Strong growth impulses also affected the
plastics and speciality chemicals industries.

Domestic demand remained an important
driver of growth. Demand from emerging markets in
Asia, but also in South America, was exceptionally
vigorous. Demand impulses also came from the euro
area, in particular from the German and French
automotive industries.

Stocks of finished products were sharply
scaled down over the last few months. As in the
previous quarter, inventory levels in all industries
were regarded as appropriate. Thus, future demand
stimuli will probably continue to result in increased
production.

Construction

Starting from a very good level, the upward
momentum in the construction industry gathered
pace. Compared to both the previous year and the
preceding quarter, respondents reported a clear
increase in turnover, with growth stimuli primarily
coming from the residential and finishing seg-
ments. A growing number expressed concern over
the real estate market risks that are inherent in low
interest rate policies. However, they still did not
discern any sign of a bubble.

Services

Turnover in the services sector increased sig-
nificantly between the second and third quarters of
2010. As a result, it clearly surpassed the previous
year’s level. With a very strong quarter-on-quarter
increase in turnover, the IT industry generated the
strongest momentum. Robust sales growth was also
observed for the hospitality industry, engineering
and consultancy firms, and the wholesale and retail
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industries. In border regions, however, the weak-
ness of the euro resulted in a migration of spending
to neighbouring countries. In the banking industry,
turnover varied widely from bank to bank.

2 Capacity utilisation

The degree of technical capacity utilisation has
improved for all industries since the second quarter,
and is approaching normal levels. However, there are
still sectoral differences.

The manufacturing industry reports that there
is still a slight under-utilisation of capacity overall.
However, the phenomenon remains particularly pro-
nounced in the chemical and mechanical engineer-
ing industries, and for firms supplying inputs to the
watchmaking industry, despite favourable recent
business activity in these areas. The metals industry
presented a very mixed picture. Capacity utilisation
was at a normal level in the food industry.

In the construction industry the level of tech-
nical capacity utilisation has increased further, and
is now regarded as ‘high” - i.e. substantially above
the normal full employment level. No companies
reported unsatisfactory capacity utilisation.

In the services sector, the under-utilisation of
capacity has decreased further, and capacity utilisa-
tion is approaching normal levels. For engineering
and consultancy firms and real estate agents, cap-
acity utilisation was good. Despite strong growth in
turnover, capacity utilisation was still unsatisfactory
in the retail and mail order industries, in certain
areas of the hotel industry and for travel agents. This
phenomenon was also evident in the recruitment
industry, as well as for a few banks.
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3 Demand for labour

In the manufacturing industry, the recovery in
business activity once again went hand in hand
with a noticeable revival in the demand for labour.
More of the remaining short-time work measures
were withdrawn, while some companies took on
more temporary staff or imposed overtime. In a few
cases, companies again began hiring new staff,
resulting in a small increase in employment. Over-
all, staff levels appeared to meet company needs,
unlike the second quarter, when companies had
indicated that these levels were still somewhat too
high. In some cases in the machine and machine
tools industries, company representatives men-
tioned a certain shortage of labour. By contrast,
respondents in the area of electrical appliances and
equipment manufacturing tended to report that
staff levels were too high.

In the construction industry, too, the demand
for labour increased, and some companies resorted
to stopgap measures such as the employment of
temporary staff, in order to cover requirements.
Although most of the companies surveyed said they
were satisfied with current staff levels, a larger pro-
portion of respondents than in the second quarter
reported that these levels tended to be marginally
on the low side.

In the services sector, staff levels were gener-
ally considered appropriate to a little too low. The
IT and financial services segments both indicated
a need to recruit, as did engineering firms.

In general, respondents again felt that it was
less difficult than usual to recruit new staff. How-
ever, the construction industry and the financial
industry continued to be exceptions to this general
rule, and recruitment in the hospitality industry
also appeared to be harder than would normally be
the case. Highly qualified personnel still tended, in
general, to be difficult to find.

In most areas of manufacturing, per capita
labour costs remained very stable. Indeed, com-
pared to the data for the previous quarter, wage
pressure has fallen somewhat. One exception is the
watchmaking industry, where real wages increased
year-on-year. As in the second quarter, wages also
trended slightly upwards in the construction indus-
try and the services sector, particularly in the IT
industry, transportation, and trade. In the con-
struction industry, the trend strengthened. A num-
ber of companies are planning increases in real
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wages for 2011, particularly in areas of manufactur-
ing where there is a backlog.

4  Prices, margins and
earnings situation

Certainly, higher production and sales vol-
umes improved profit margins, as fixed costs were
more fully absorbed. However, as in previous quar-
ters, margins in manufacturing were regarded as
significantly narrower than normal. In many cases,
the only way to increase them was to launch new
products. Margins are likely to remain under pres-
sure in the short term. On the one hand, companies
expect that purchase prices will only increase min-
imally, reflecting the anticipated cooling of the
global economy. The appreciation of the Swiss franc
will continue to dampen this effect somewhat. On
the other hand, sale prices in Swiss francs will tend
to remain stable or even decrease slightly as a result
of intense competition and the exchange rate
effect. Some companies from various sectors will
try to push through price increases, although this
may depend upon specific company and market
conditions.

In the construction industry, profit margins
are judged to be between close to normal and
slightly unsatisfactory. Compared to the previous
quarter, the assessment of the situation is less
negative. The expectation of increasing purchase
prices in the second quarter has given way to more
stable price expectations. In addition, rather more
companies have the impression that they can
impose higher sale prices. Competition with foreign
suppliers, particularly in Germany, has further
intensified as a result of the depreciation of the
euro.

Representatives of the services sector regard
the level of their profit margins as normal to slight-
ly unsatisfactory. The overall result was negatively
influenced by the clearly unsatisfactory interest
rate margins of banks; competition remains par-
ticularly fierce in mortgage business. Profit margins
are also regarded as unsatisfactory by job recruit-
ment offices, engineering firms, some retailers and
wholesalers and the hotel industry.



5 Impact of Swiss franc
appreciation

In the survey conducted in July and August
2010, companies were also asked about the
exchange rate. When asked specifically about the
impact of the appreciation of the Swiss franc on
their business, more than half of the companies
said they had not experienced any noticeable
effects overall. Almost one-fifth of the companies
reported positive effects. Slightly over one-quarter
of the companies had experienced mildly or strongly
negative effects.

However, these effects varied considerably,
depending on the production sector in question.
Manufacturing was most negatively affected by the
strength of the Swiss franc. Some 60% of com-
panies spoke of difficulties of this kind, particularly
companies active in the manufacture of preliminary
products (chemical products, plastics), in the cap-
ital goods industry (production of electrical equip-
ment as well as large segments of the machine
industry) and in the metal industry. The negative
effects mainly took the form of greatly reduced
profit margins and, to a lesser extent, a decline in
sales volumes. By contract, positive effects were
derived mainly from lower import prices and - in
some cases — lower investment costs.

In both the services sector and the construction
industry, the great majority of companies were un-
affected by the strength of the Swiss franc. Even in
the hotel industry, only very limited negative effects
were reported in the period through to summer.

6 Outlook

The revival in confidence in the manufactur-
ing industry, which has been underway since the
second half of 2009, continued. The majority of
companies are anticipating growth in turnover and
higher capacity utilisation. The employment out-
look for the next six months is also cautiously opti-
mistic, with companies expecting a slight rise in
employment. At the beginning of the year, respond-
ents were still anticipating no change in staff
levels. A return to higher labour productivity
remains a widespread goal.
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In the construction industry, companies
remain optimistic and are expecting further slight
growth in turnover. In residential and finishing,
companies are anticipating a stabilisation of
capacity utilisation at the current high level. Only
a few companies expect that capacity will increase
further while no respondents expect capacity to
decrease. Employment is likely to increase slightly.

In the services sector, expectations with
regard to business activity over the next six months
have improved. Particularly optimistic appraisals of
turnover prospects were evident in the IT industry,
in wholesale and retail, and in automotive sales.
Providers of financial services and hospitality
industry representatives were also confident. Con-
sequently, representatives from the services sector
anticipated a gradual increase in technical capacity
utilisation and a slight rise in employment.

However, uncertainties persist regarding the
prospects for the European economy, potential
exchange rate movements, and the future interest
rate situation. Rapid changes in these parameters,
in particular, would significantly cloud the picture.
The increasing number of media reports of a pos-
sible double dip originating in the US are also giv-
ing rise to uncertainty. Consequently, slightly more
respondents now believe that a negative scenario
could eventuate. Nevertheless, investment plans
have been stepped up in all sectors, compared to
the previous quarter. This applies to both equip-
ment investment and construction investment.
However, this more vigorous capital expenditure
mainly reflects the need to carry out previously
deferred replacement investment, rather than an
intention to expand existing production capacity.
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Who needs credit and who gets credit
in Eastern Europe?

Martin Brown, Steven Ongena,

Alexander Popov and Pinar Yesin

Working Paper 2010-9

Based on survey data covering more than
8’000 firms in 20 countries this study compares
credit demand and credit supply in Eastern Europe
to that in Western Europe. The results show that
firms in Eastern Europe are more likely to need
credit than firms in Western Europe, but they are
less likely to apply for a loan. The higher rate of
discouraged firms in Eastern Europe is related to
a stronger reluctance of small and financially
opaque firms to apply for a loan. The higher rate of
discouraged firms in Eastern Europe is driven by the
presence of foreign banks. These findings suggest
that the low incidence of bank credit among firms
in Eastern Europe, compared to Western Europe, is
not driven by less need for credit or banks’ reluc-
tance to extend loans. The main driver seems to be
that many (creditworthy) firms are discouraged
from applying for a loan. This suggests that more
transparency about credit eligibility and conditions
may improve credit access, particularly in countries
with a high presence of foreign banks.
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The business cycle implications
of reciprocity in labor relations

Jean-Pierre Danthine and André Kurmann

Working Paper 2010-10

Dynamic stochastic general equilibrium
(DSGE) models incorporating nominal price and
wage contracts replicate key business cycle proper-
ties surprisingly well. They are, for that reason,
increasingly used in monetary policy analysis. Nom-
inal wage contracts are often found to be crucial for
model performance. Yet standard nominal wage
contract models deliver wage rigidity through
a reduced-form process, assuming that a fraction of
workers is prevented from re-optimising their wage
demands in response to new information. By con-
trast, the present paper proposes a model of wage
determination based on reciprocity in labour rela-
tions. It evaluates business cycle implications in
a modern DSGE framework. Overall, the estimated
model matches the empirical VAR dynamics surpris-
ingly well. In particular, the presence of rent-shar-
ing allows the model to simultaneously replicate
the sluggish response of inflation after a monetary
policy shock and the sharp drop in inflation result-
ing from a neutral technology shock. This stands in
interesting contrast to models using nominal wage
contracts. They typically fail to generate these dis-
tinct conditional responses of inflation, which are
a commonly observed feature of US data.



Momentum in stock market returns:
Implications for risk premia
on foreign currencies

Thomas Nitschka

Working Paper 2010-11

High (low) stock market returns tend to pre-
dict high (low) stock market returns in the short
term. Stock market returns are typically interpreted
as a proxy for systematic risk. Hence, past stock
market returns could signal not only future stock
market returns, but also returns on other financial
instruments. This working paper investigates this
hypothesis by assembling foreign currency port-
folios on the basis of past foreign stock market
returns from the US investor’s perspective. Invest-
ments in currencies of countries with high past
stock market returns offer higher current returns
than investments in currencies of countries with
comparatively low past returns. Fluctuations in the
returns on these currency portfolios over time can
be attributed to the fact that investors face time-
varying refinancing costs. Explaining the cross-
sectional distribution of these returns is more diffi-
cult. Recently proposed currency risk factors fail in
this regard, since there appears to be no link
between these factors and those components of
currency portfolio returns that are driven by macro-
economic risks.
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Macroeconomic and interest rate
volatility under alternative monetary
procedures

Petra Gerlach-Kristen and Barbara Rudolf

Working Paper 2010-12

During the financial crisis of 2007/08 the level
and volatility of interest rate spreads increased
dramatically. This paper examines how the choice of
the target interest rate for monetary policy affects
the volatility of inflation, the output gap and the
yield curve. It considers considers three monetary
policy operating procedures with different target
interest rates: two market rates with maturities of
one and three months, respectively, and an essen-
tially riskless one-month repo rate. The implemen-
tation tool is the one-month repo rate for all three
operating procedures. In a highly stylised model it
is shown that using a money market rate as a target
rate generally yields lower variability of the macro-
economic variables. This holds under discretion as
well as under commitment both in times of finan-
cial calm or turmoil. Whether the one month or
three month rate procedure performs best depends
on the maturity of the specific rate that enters the
IS curve.
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Maintenance of expansionary
monetary policy

Following its quarterly monetary policy assess-
ment of 16 September 2010, the Swiss National
Bank decided to maintain its expansionary mon-
etary policy, to leave the target range for the three-
month Libor unchanged at 0.00-0.75%, and to
adhere to its objective of holding the Libor in the
lower end of this range at around 0.25%. In add-
ition, it announced that should downside risks
materialise and result in a renewed threat of defla-
tion, it would take the measures necessary to
ensure price stability.
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