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Call for Applications:

Visiting Research Program

The Oesterreichische Nationalbank
(OeNB) invites applications from ex-
ternal researchers for participation in a
Visiting Research Program established
by the OeNB’s Economic Analysis and
Research Department. The purpose of
this program is to enhance cooperation
with members of academic and re-
search institutions (preferably post-
doc) who work in the fields of macro-
economics, international economics or
financial economics and/or pursue a
regional focus on Central, Eastern and
Southeastern Europe.

The OeNB offers a stimulating and
professional research environment in
close proximity to the policymaking
process. Visiting researchers are expec-
ted to collaborate with the OeNB’s
research staff on a prespecified topic
and to participate actively in the
department’s internal seminars and
other research activities. They will be
provided with accommodation on
demand and will, as a rule, have access

to the department’s computer resources.

Their research output may be published

in one of the department’s publication

outlets or as an OeNB Working Paper.

Research visits should ideally last

between three and six months, but

timing is flexible.

Applications (in  English) should
include
— acurriculum vitae,

— a research proposal that motivates
and clearly describes the envisaged
research project,

— an indication of the period envis-
aged for the research visit, and

— information on previous scientific
work.

Applications for 2015 should be

e-mailed to

eva.gehringer-wasserbauer(@oenb.at

by May 1, 2015.

Applicants will be notified of the
jury’s decision by mid-June. The follo-
wing round of applications will close on
November 1, 2015.
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Gerhard Fenz,
Martin Schneider’

Cutoff date:
November 28, 2014

Growth Remains Weak in 2015
Economic Outlook for Austria from 2014 to 2016 (December 2014)

1 Summary

In its economic outlook of December
2014, the Oesterreichische National-
bank (OeNB) expects the growth of
the Austrian economy in 2014 to
amount to only 0.4%. And available
leading indicators do not currently pro-
vide any clear signs that business activ-
ity will recover perceptibly in 2015.
Growth next year will thus be only
marginally higher (0.7%). The weak-
ness of growth that started in 2012 will
thus continue for the fourth year in suc-
cession. It is only in 2016 that the
OeNB expects economic growth to
pick up to 1.6%. The growth prospects
given in the economic outlook of June
2014 have had to be revised signifi-
cantly downward. The growth now
forecast for 2014 and 2015 will be
around 1 percentage point lower than
that expected in June. The downward
revision of the figure for 2016 is in the
order of half a percentage point.

The current weakness of economic
activity in Austria is due to a whole
range of factors. The external factors
that have had a negative impact are, in
particular, the persistent weakness of
the euro area economy and geopolitical
tensions such as those between Ukraine
and Russia, as well as the related loss of
confidence in the prospects of the ex-
port industry. At home, uncertainty
about future economic development
has curbed enterprises’ propensity to
invest. The modest increase in real
incomes has moreover left little room
for additional consumer spending. The
impact of growth-retarding factors will
decline only slowly over the period

under review, so that the supportive
effect of the expansionary monetary
policy on business activity will take
hold only gradually.

In view of the subdued growth
prospects, unemployment is expected
to rise to 5.3% in 2015. It is only in
2016 that no further deterioration of
the situation on the labor market is
anticipated, but the economic recovery
will remain too weak for unemploy-
ment to decline. Inflation is likely to
fluctuate around the mark of 1v2% in
the period from 2014 to 2016. The fact
that the upward movement of prices
has slowed down significantly in com-
parison with that recorded over the
past two years will help considerably to
return real income growth to positive
territory in the period under review.
Low HICP inflation will therefore be a
key driver of business activity. Although
the general government budget balance
will deteriorate to —2.4% of GDP this
year, it is set to improve significantly in
2015 and 2016, namely to —1.8% and
—1.4% of GDP, respectively. The gov-
ernment debt ratio will rise to 85.4%
of GDP in 2014, but next year will see
a reversal of the trend, with the debt-
to-GDP ratio for 2016 expected to be
in the order of 82.9%.’

The global economy has developed
along more subdued lines than ex-
pected over the course of the year to
date. This was due, not least, to the
weakness of economic activity in the
euro area, weakness that will continue
into the year 2015. The U.S.A. and
the United Kingdom, by contrast, are
two leading industrialized countries

' Qesterreichische Nationalbank, Economic Analysis Division, (qerhardfenz@oenb.at

and martin.schneider@oenb.at. In collaboration with Friedrich Fritzer, Ernest Gnan, Walpurga Kohler-Toglhofer,
Doris Prammer, Christian Ragacs, Lukas Reiss, Doris Ritzberger-Griinwald and Alfred Stiglbauer.

2 Calculated in accordance with the ESA 2010 standards.
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Chart 1

OeNB December 2014 Outlook for Austria — Key Results

Real GDP Growth (Seasonally and Working Day-Adjusted)
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that are enjoying robust economic re-
coveries. Growth in emerging market
economies remains significantly higher
than that in the advanced countries,
but the rates of increase recorded prior
to the crisis are unlikely to be reached
in the period under consideration.
Gratifying is the fact that a number of
peripheral countries in the euro area
have achieved a trend reversal on the
basis of implemented reforms. Spain
and Ireland, in particular, have sur-
prised to the upside in this respect.
France and Italy, by contrast, are bat-
tling with structural problems. Pros-
pects for Germany have turned gloom-
ier since spring, not only as a result of
the cloudier international environment,
but also and in particular on account
of persistently weak fixed capital for-
mation.

Aside from the challenge of weak
global growth, Austrian exporters are
also having to deal with clearly below-
average international trade dynamics.
To this is added the fact that demand
for Austrian exports remains muted on
account of their regional and sectoral
structure. Over the period under
review, the pace of growth on Austrian
export markets will pick up only grad-
ually from 3.0% in 2014 to 5.0% in
2016, thus remaining far removed from
the rate of 7.0% recorded prior to the
crisis. The contribution of net exports
to economic growth is thus likely to be
small over the forecasting horizon.

Domestic demand will conse-
quently have to play a greater role in
driving growth. However, fixed capital
formation will contribute less than in
normal recovery. Accordingly, the high

MONETARY POLICY & THE ECONOMY Q4/14
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uncertainty regarding sales prospects,
both at home and abroad, is likely to
decline only slowly, so that investment
dynamics will thus, all in all, remain
rather weak. The comparatively mod-
est acceleration of real investment
growth will be driven primarily by
investment in plant and equipment, and
by housing investment, with the latter
benefiting from rising real estate prices,
favorable terms and conditions for
mortgages and higher demand for hous-
ing. Investment in civil engineering
projects will remain below average in
view of low public sector demand.

Consumer spending will develop
along only very subdued lines in 2014
and 2015. The again stronger growth of
real wages and salaries expected for
2016, however, will cause consumption
to pick up slightly. A major role in con-
nection with the improvement in real
income trends will be played by infla-
tion. The upward movement of prices
slowed down in the course of 2014. In
October this year, HICP inflation stood
at 1.4%, clearly below the annual rate
of 2.1% recorded for 2013. Over the
period from 2014 to 2016, HICP infla-
tion is set to hover around 1%2%. This is
due to weak economic growth, low
global commodity prices and only mod-
erately rising wage costs.

In the period under review, em-
ployment will — as in the past — follow
cyclical developments with a lag. While
payroll employment growth was 0.9%
in 2014, it is expected to bottom out at
0.4% in 2015, and to rise to 0.6% as
the economy picks up steam in 2016.
The number of annual hours worked,
however, will continue to develop along
more muted lines. The unemployment
rate will rise gradually over the fore-
casting horizon, from 4.9% in 2013 to
5.3% in 2016. In addition to cyclical ef-
fects, the job market also reflects the

impact of a growing labor participation
rate among older workers and the in-
flux of foreign workers.

The OeNB’s budget forecast is
based on the assumption of no change
in policy, which means that solely
already adopted discretionary measures
are included. The tax reforms currently
being debated are thus not covered
here. The general government budget
deficit will increase noticeably, to
—2.4% of GDP in 2014, after —1.5% of
GDP in the year before. This deteriora-
tion of the budget balance is due, in
particular, to the significantly rising
capital transfers to banks in the course
of the reorganization of Hypo Group
Alpe Adria. With these capital trans-
fers decreasing in the years thereafter,
the budget balance is set to improve to
—1.8% and —1.4% of GDP in 2015 and
2016, respectively. The increase in the
public debt ratio to 85.4% of GDP in
2014 was likewise driven by the reorga-
nization of Hypo Group Alpe Adria.
The public debt ratio will see a trend
reversal in 2015 and fall to 82.9% of
GDP by the end of 2016.

By contrast, the structural budget
deficit, i.e. the general government
budget balance excluding both cyclical
components and the effects of one-off
measures, is set to decrease in 2014, on
account not only of measures taken on
the revenue side and “bracket creep”
(the automatic movement of taxpayers
into higher tax brackets as their in-
comes increase over time), but also of
spending restraint. Next year, how-
ever, will see a slight deterioration of
the structural budget balance. In the
OeNB’s view, Austria’s attainment of
its specifically targeted structural bud-
get deficit of —0.45% of GDP in 2015
requires additional consolidation mea-
sures in the order of around %% of

GDP.
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Table 1

OeNB December 2014 Outlook for Austria — Key Results'

Economic activity

Gross domestic product?
Private consumption
Government consumption
Gross fixed capital formation
Exports of goods and services®
Exports of goods and services®

Current account balance

Contribution to real GDP growth

Private consumption

Government consumption

Gross fixed capital formation

Domestic demand (excluding changes in inventories)
Net exports

Changes in inventories (including statistical discrepancy)

Prices

Harmonised Index of Consumer Prices (HICP)
Private consumption expenditure (PCE) deflator
GDP deflator

Unit labor costs in the total economy
Compensation per employee (at current prices)
Compensation per hour worked (at current prices)
Import prices

Export prices

Terms of trade

Income and savings
Real disposable household income

Saving ratio

Labor market

Payroll employment

Hours worked (payroll employees)
Unemployment rate (Eurostat definition)
Public finances

Budget balance
Government debt

2013 ‘ 2014

‘ 2015

Annual change in % (real)

+0.3
-0.1
+04
-09
+09
-0.2

% of nominal GDP
+1.0 |

Percentage points

—-01
+0.1
-0.2
-0.2
+0.5
+0.0

Annual change in %

+21
+2.2
+1.6
+2.6
+2.2
27
-0.3
+0.1
“HOJA!

20 |

+04
+0.5
+1.0
-01
+0.8
+0.5

+04 |

+0.3
+0.2
+0.0
+0.5
+0.2
-0.2

+1.5
+1.7
+1.8
DA
+2.0
+2.2
-0.6
+0.8
+1.4

+04 |

‘ 2016

+0.7
+0.7
+1.4
+0.8
+2.4
s

+0.6 |

+04
+0.3
+0.2
+0.8
+0.1
-0.2

“H 4l
+14
+1.6
+1.3
+1.5
.7
+1.0
+11
+0.0

+11 |

% of nominal disposable household income

73 |

Annual change in %

+0.8
+0.3

% of labor supply
49 |

% of nominal GDP

-1.5
812

Source: 2013: Eurostat, Statistics Austria; 2014 to 2016: OeNB December 2014 outlook.

" The outlook was drawn up on the basis of seasonally adjusted and working day-adjusted national accounts data. Therefore, the figures for 2013
deviate from the unadjusted data released by Statistics Austria. Calculated in accordance with the ESA 2010.
’ The figures on real GDP are based on the first full set of quarterly national accounts data published for the third quarter of 2014, while the expen-

diture-side components of GDP are based on a flash estimate of the national accounts for the third quarter of 2014.

6.8 |

+0.7
+0.5

53 |

-1.8
84.6

+1.6
+1.3
4,3
+2.3
+4.6
=HALT

+0.8

+0.7
+0.3
+0.5
1.4
+0.2
+0.0

+1.5
+1.5
4,3
+1.2
+2.2
2,3
+1.6
+1.5
-01

+1.4

7.2

+0.6
+0.5

53

14
829

3 With respect to Austria’s foreign trade figures, the conversion of the national accounts to conform to ESA 2010 requirements brought discrepancies
to light between the goods trade figures of Statistics Austria and the services trade figures of the OeNB. For that reason, the import and export

figures were calculated on the basis of the respective data sources.
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2 Technical Assumptions

This forecast for Austria is the OeNB’s
contribution to the Eurosystem’s staff
projections of December 2014. The
forecasting horizon covers the period
from the fourth quarter of 2014 to the
fourth quarter of 2016. The cutoff date
for data on which the assumptions on
global growth, interest rates, exchange
rates and crude oil prices are based was
November 14, 2014. The forecast was
compiled on the basis of the OeNB’s
macroeconomic quarterly model. This
is the first forecast using quarterly
series of seasonally and working day-
adjusted data computed in accordance
with the new European System of
National ~and Regional Accounts
(ESA 2010), which are available up to
the second quarter of 2014. Data for
the third quarter of 2014 are based on
GDP flash estimate figures, which
cover only part of the national accounts
aggregates, however. The quarterly
national accounts data are computed by

the Austrian Institute of Economic
Research (WIFO). The short-term in-
terest rates used over the forecasting
horizon are based on market expecta-
tions for the three-month EURIBOR,
namely 0.2% in 2014, 0.1% in 2015 and
0.1% in 2016. The long-term interest
rates used, which are based on market
expectations for ten—year government
bonds, have been set at 1.5% in 2014,
1.1% in 2015 and 1.4% in 2016. The
euro’s exchange rate vis-a-vis the U.S.
dollar is assumed to remain unchanged
at USD 1.25 over the period from the
fourth quarter of 2014 to the end of
2016. The projected development of
crude oil prices is based on futures
prices. The oil price in 2014 has been
set at USD 101.2 per barrel of Brent,
while the corresponding prices as-
sumed for 2015 and 2016 are USD 85.6
and USD 88.5, respectively. Prices of
commodities excluding energy are like-
wise based on futures prices over the
forecasting horizon.

Box 1

Conversion of the National Accounts Raises GDP by EUR 9.5 billion and the
Debt Ratio by just under 7 Percentage Points

At the end of September 2014, Statistics Austria presented annual figures for the period from
1995 to 2013 that were based, for the first time, on the revised European System of National
and Regional Accounts (ESA 2010). The most important change against the previously appli-
cable ESA 95 is to be found in the extended definition of investment. Spending on research
and development (R&D) is no longer recorded under intermediate consumption, but is rather
included in gross fixed capital expenditure, and thus increases GDP. Weapon systems and
other military equipment are now treated as capital goods. The impact this has on GDP in
Austria is not significant. Another new element is the breakdown of producing entities into
market and non-market producers. Some entities, such as hospitals and the Austrian Federal
Railways, that were previously classified as belonging to the private sector now fall under gen-
eral government. This reclassification, too, raises GDP significantly because the value added
by such entities is now measured in terms of the production cost. The changeover to the
ESA 2010 consequently goes hand in hand with a noticeable increase in GDP, an increase
amounting to EUR 12.1 billion in 2013. However, revisions to both the underlying statistics and
the methodology used to calculate GDP for that year reduced it by EUR 2.6 billion, so that
GDP for 2013 was ultimately raised by, all in all, EUR 9.5 billion or 3%.

10
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ESA 95 versus ESA 2010: Impact on Fiscal Statistics

Budget Balance
% of GDP
0

-1

Establishment of KA Finanz

1995 1997 1999 2001 2003 2005 2007 2009 2011 2013
= = ESA1995 (Apr. 2014) == ESA 2010 (Sep. 2014)

Source: Statistics Austria.
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80
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Moreover, these reclassifications,

together with the inclusion of R&D ex-  Effects of the ESA 2010
penditure and the downward revision of ~ (using 2013 as an example)

estimates of the government’s employ-
er’s social security contributions for civil
servants, have led to marked changes in
the patterns of public sector expendi-
ture.

ESA

1995 ‘ 2010 ‘1995 ‘2010

EUR billion | % of GDP

. . . Budget balance (EDP ") 48 48| <15 15
Expend:turfe .ltems such as et Debt level (EDP) 2333 2620 | 745 812
transfers, subsidies and social benefit | (incl. EU) 1491 1399 | 454 434
payments in kind (to market producers),  Gpp 3132 3226
which had comprised mainly subsidies  Subsidies and capital
transfers 194 8.8 34 14

for the Austrian Federal Railways and
hospitals under the ESA 95, have fallen
sharply. At the same time, spending on

Gross fixed capital formation 3.2 9.5 1.0 3.0

Source: Statistics Austria.

compensation Of employees: intermedi- ! EDP = excessive deficit procedure.

ate inputs, capital expenditure and
interest payments, as well as revenues,
have become far higher than before.

3 Slow and Uneven Global
Recovery

The global economy developed along
more subdued lines than expected in
the first half of 2014, which was due,
not least, to the weakness of business
activity in the euro area. Japan slipped
back into recession in the third quarter.
The U.S.A. and the United Kingdom,
however, are two major industrialized
countries that are enjoying a robust re-

covery. Viewed in terms of GDP, global

trade was perceptibly more muted in
the first six months of 2014 than in the
past. The most marked downturns in
import growth were recorded by econ-
omies in Asia. Imports actually even
declined in Russia, Brazil, Argentina
and Turkey. This was a consequence
not only of currency depreciation and
increases in key interest rates, but also
of special factors such as the conflict
between Russia and Ukraine.

MONETARY POLICY & THE ECONOMY Q4/14
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The situation on financial markets is
currently favorable and supportive of
world-wide economic development.
Share prices have recently recorded
gains, and risk premiums are low. Vola-
tility on markets is muted. However,
these trends also entail some risk be-
cause the low level of interest rates is
inducing many investors to undertake
risky investment. Monetary policies
reflect the differences in the stages of
the business cycle prevailing in individ-
ual countries. The U.S.A. and the
United Kingdom have already taken
first steps toward a reversal of the mon-
etary policy stance, while monetary
policy in both the euro area and Japan
remains expansionary.

Growth in the emerging market eco-
nomies is higher than that in the indus-
trialized countries. There are, how-
ever, signs of a weakening of their
growth potential. Growth rates such as
those recorded both prior to the crisis
and in the two years thereafter are
unlikely to be attained in the next few
years. Developments in individual
countries are increasingly being driven
by country-specific factors. The low
commodity prices are having a damp-
ening impact on growth prospects in
emerging market economies where
Commodity exports are a major source
of revenue.

Growth in China will be slightly
lower in 2014 than it was in the year
before. This marginal decline is due to
a contraction of investment activity
growth as a result of, inter alia, the
slowdown in the real estate market. On
the other hand, consumer spending is
gaining ever greater importance on ac-
count of rising real wages and salaries.
Moreover, the government has taken a
number of measures to support busi-
ness activity. Developments in the
other Asian countries are very hetero-
geneous. All in all, however, economic

growth in the region is stable. Cyclical
activity in Latin America is being driven
by the sharp downturn of growth in
Brazil and by the recession in Argen-
tina.

The U.S.A. is experiencing sound
growth dynamics — aside from a slow-
down driven by temporary factors in
the first quarter of 2014. Growth there
is being supported by a number of fa-
vorable fundamentals. Although the
Fed’s bond purchasing program came
to an end in October, increases in in-
terest rates are expected only in the
course of 2015. Monetary policy is thus
still expansionary. The dampening im-
pact of fiscal policy as a result of the au-
tomatic spending cuts (“sequester”)
that took effect in 2013 is subsiding.
Consumer spending is benefiting from
the recovery on the labor market and
from houscholds’ declining indebted-
ness. Although activity on the real es-
tate market is currently ebbing, it none-
theless remains robust. The decrease in
energy prices triggered by the boom in
shale gas extraction is supporting the
recovery of industrial output.

The upswing in the United Kingdom
is being driven by strong domestic de-
mand. Consumer spending is bene-
fiting from significant employment
growth. The marked increase in capital
expenditure is being supported by
favorable sales expectations, good cor-
porate profits and favorable terms and
conditions for external financing. Con-
struction investment is developing very
dynamically, as is the real estate market
as a whole. However, the overheated
real estate market in London is showing
first signs of cooling off as a result of
the macroprudential measures taken to
this end. Exports, by contrast, are
curbing growth.

Japan slipped into recession in the
third quarter of 2014. GDP fell yet
again, after it had already declined in

12
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the two preceding quarters, on account
of value-added tax (VAT) being raised
from 5% to 8% in the second quarter
and as a result of the associated antici-
patory effects in the first quarter. As a
consequence thereof, the second stage
of the increase in VAT, which was
scheduled for October 2015, has been
postponed to 2017.

Economic activity in Russia, which
had already slowed down prior to the
imposition of sanctions, will be stag-
nant in 2014. The geopolitical tensions
generated by the conflict between
Russia and Ukraine have thus far led to
only relatively limited spillovers to
other countries. Thanks to dynamic
domestic demand, the economic devel-
opment of countries in Central and
Eastern Europe is very robust.

Cyclical activity in the euro area has
yet to gain momentum, despite a num-
ber of factors that foster growth. The
improvement of public finances has put

Growth Remains Weak in 2015
Economic Outlook for Austria from 2014 to 2016 (December 2014)

a damper on consolidation pressures, so
that a major impediment to growth is
gradually fading. The budgetary situa-
tion of, in particular, the countries hit
especially hard by the crisis (Greece,
Ireland, Portugal and Spain) has bright-
ened significantly. Monetary policy in
the euro area is currently highly expan-
sionary. In addition to lowering its key
interest rates to 0.05%, the ECB has
implemented a number of unconven-
tional measures aimed at revitalizing
the extension of loans. These measures
are having favorable effects on long-
term interest rates. Yields on both gov-
ernment and corporate bonds have
declined considerably over the course of
the year. Greece is the only country to
record rising government bond yields
in the last few months. The growth of
global trade — although only weak at
present — and the depreciation of the
euro have improved exporters’ sales
opportunities. Given prevailing uncer-

Table 2

Underlying Global Economic Conditions

2013 ‘ 2014 ‘ 2015 ‘ 2016
Gross domestic product Annual change in % (real)
World excluding the euro area eV SElo 440 AF42
US.A. +2.2 +2.2 +29 +29
Japan +1.5 +0.9 +1.2 +1.0
Asia excluding Japan +6.0 +6.1 +6.3 +6.2
Latin America +2.8 +1.3 +2.1 +3.0
United Kingdom +1.7 +3.1 +2.8 +2.5
CESEE EU Member States' +14 +2.7 +2.6 +2.8
Switzerland +19 +1.6 +1.7 +2.0
Euro area —04 | +0.8 | +1.0 | +1.5
World trade (imports of goods and services)
World trade (imports of goods and services) +2.8 +2.9 +4.0 +5.2
World excluding the euro area +34 +2.7 +3.9 +5.2
Euro area export markets (real) +29 +2.3 +34 +49
Austrian export markets (real) +2.3 +2.9 +34 +5.0
Prices
Oil price in USD/barrel (Brent) 108.8 101.2 85.6 88.5
Three-month interest rate in % 0.2 0.2 01 01
Long-term interest rate in % 2.0 1.5 11 14
USD/EUR exchange rate 1.33 1.33 125 125
Nominal effective exchange rate (euro area index) 100.3 1031 99.3 99.3

Source: Eurosystem (December 2014 staff macroeconomic projections).

" Bulgaria, Poland, Romania, Czech Republic and Hungary.
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tainties, however, companies are cur-
rently very cautious with regard to real
capital expenditure. As returns on real
investment are deemed to be low and
uncertain, many enterprises are taking
recourse to financial investment in-
stead. The determining factors behind
this development include the geopoliti-
cal tensions between Russia and
Ukraine, as well as developments in the
Middle East. Developments in France
and Italy are probably also influenced
by dissatisfaction about the lack of
progress made with reforms. The loca-
tional disadvantage Europe has on
account of the significant drop in U.S.
energy prices in the wake of shale gas
production is yet another detrimental
factor. Despite low financing costs,
lending standards remain restrictive
when compared over a longer period.
Bank balance sheets are continuing to
shrink, a fact that is reflected in a
decline in lending. Ongoing correc-
tions on the real estate markets of a
number of countries are curbing con-
struction activity. Moreover, business
activity is continuing to suffer from the
high levels of both private and public
sector debt.

In the first three quarters of 2014,
real GDP growth in the euro area aver-
aged a mere 0.2%, quarter on quarter.
As there are no signs of a recovery in
the fourth quarter, growth over the
year as a whole will amount to only
0.8%. The weakness of economic
growth is likely to persist well into the
first half of 2015. The year 2015 will
thus not see any noticeable acceleration
of growth, which is expected to be in
the order of 1.0%. It is only in 2016
that the effects of growth-impeding
factors will have faded to a degree that
would allow business activity to pick up
more markedly, namely by 1.6%.

Developments within the euro area
are highly heterogeneous. A number of

peripheral countries have achieved a
trend reversal as a result of the reforms
implemented. Spain and Ireland, in
particular, have surprised to the upside
in this respect. France and Italy, by
contrast, are battling with structural
problems. The downturn in confidence
indicators in these two countries reflect
companies’ declining faith in the re-
spective government’s ability to resolve
these structural issues. Prospects for
Germany have become significantly
gloomier since spring, not only as a
result of the cloudier international en-
vironment, but also and in particular
on account of persistently weak fixed
capital formation.

4 Next Year Marks Fourth
Successive Year of Weak
Economic Growth in Austria

4.1 Subdued Exports Weigh on
Growth

International trade flows, and thus also
demand for Austrian exports, have de-
veloped along very muted lines since
2012. This is probably due to both
cyclical and structural factors. One of
the cyclical factors to be mentioned in
this context is a temporary weakness of
demand for goods with a high import
content, such as plant and equipment,
as well as consumer durables. Such
investment is currently declining in
the euro area. Austria is very highly
integrated into global value chains,
which — together with its sectoral pat-
tern of exports — makes the country
extremely responsive to cyclical fluc-
tuations, as also indicated by the sharp
drop in exports in 2008 and 2009. The
most important structural factor
behind the more subdued growth of
global trade is to be found in the global
value chains. When these global value
chains were built up in the course of
the 1990s and in the first few years of
the new millennium, trade flows in-
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creased far more than production. This
trend had already slowed down before
the economic and financial crisis. Since
2011, global trade flows and global out-
put have been expanding more or less
in parallel.

Chart 2 (left-hand panel) shows the
regional breakdown of Austria’s export
growth (measured in terms of imports
by Austria’s export partner countries).
The decline of export dynamics in 2012
and 2013 was due primarily to the
weakness of imports by Austria’s trad-
ing partners in Europe. The direct ef-
fects of the conflict between Russia and
Ukraine on Austrian exports have thus
far been small. The outlook for the pe-
riod from 2014 to 2016 shows that the
recovery of Austria’s export markets is
proceeding along regional patterns
similar to those prevailing prior to the

Growth Remains Weak in 2015
Economic Outlook for Austria from 2014 to 2016 (December 2014)

crisis. The pace of growth, however, is
slower than that before the crisis.

Prices for Austrian exports have
risen only slowly in recent years. How-
ever, given that the prices of competi-
tors on Austria’s export markets have
fallen, Austria’s price competitiveness
has deteriorated in recent years. This is
one of the reasons why Austrian ex-
porters have lost market shares. In the
course of 2014, exports have developed
along very muted lines, growing by
only 0.8% in real terms. Export growth
is expected to accelerate in 2015. In
2016, the expansion of exports is likely
to be in the order of 4.7%, thus again
more or less equal to the growth of the
export markets involved. Net exports
will contribute only little to Austria’s
GDP growth over the forecasting
horizon.

Chart 2
Exports
Contribution to the Growth of Austrian Export Markets Exports and New Export Orders
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Table 3

Growth and Price Developments in Austria’s Foreign Trade'

2013 ‘ 2014 ‘ 2015 ‘ 2016
Exports Annual change in %
Competitor prices in Austria’s export markets -1.8 -1.2 +0.6 +1.3
Export deflator +0.1 +0.8 +1.1 +1.5
Changes in price competitiveness 19 2.0 -0.5 -0.2
Import demand on Austria's export markets (real) +2.3 +2.9 +34 +5.0
Austrian exports of goods and services (real) +0.9 +0.8 +24 +4.6
Austrian market share =14 =21 -1.0 -04
Imports
International competitor prices on the Austrian market -1.3 -09 +0.9 +1.2
Import deflator -03 -0.6 +1.0 +1.6
Austrian imports of goods and services (real) -0.2 +0.5 +2.5 +4.7
Terms of Trade +04 | +14 | +0.0 | -01

Percentage points of real GDP growth
Contribution of net exports to GDP growth +0.5 | +0.2 | +0.1 | +0.2
Foreign trade ratios % of nominal GDP
Export ratio +53.3 +52.9 +53.6 +55.2
Import ratio +499 +48.8 +49.3 +50.9

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook, Eurosystem.

! With respect to Austria’s foreign trade figures, the conversion of the national accounts to conform to ESA 2010 requirements brought discrepancies
to light between the goods trade figures of Statistics Austria and the services trade figures of the OeNB. For that reason, the import and export

figures were calculated on the basis of the respective data sources.

With the publication of the data for
the second quarter of 2014, Austria’s
current account was converted to bring
it into line with the provisions of the
sixth edition of the International
Monetary Fund’s Balance of Payments
and International Investment Position
Manual (BPM6). This move was, above
all, meant to improve the statistical
recording of data on global production
and value chains in the wake of the out-
sourcing of parts of production to low-
cost countries. The most important
methodological changes were the shift
of inward and outward processing from
goods to services and the shift of transit
trade from services to goods. The
balance of trade in goods consequently
improved, while the balance of trade in
services deteriorated. The overall
current account figures were largely
unaffected by these reclassifications.
Figures for past periods that have been

recalculated in line with the BPM6 are
available up to 2006.

Austria’s current account surplus
had reached a record high at 3.4% of
GDP in 2008. Since then, it has been in
continuous decline, with the first half
of 2014 seeing a balanced current ac-
count (0.2% of GDP) as a result of
weak export growth. The reasons for
this development are to be found not
only in the worsening of the balance of
trade in both goods and services, but
also in the deterioration of the primary
income account (formerly the income
account). The secondary income ac-
count (formerly the transfer payments
account) remained unchanged from
January to June 2014 in comparison
with the corresponding period of the
year before. Although the pickup of ex-
ports expected for 2015 and 2016 will
be moderate, it should lead to a slight
improvement of the current account.
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Table 4

Austria’s Current Account

2013 2014 2015 2016

% of nominal GDP
Balance of trade 2.7 2.0 2.2 24
Balance of goods —0.6 —1.1 —1.1 -0.6
Balance of services 33 31 33 3.0
Balance of primary income -0.5 -0.5 -0.5 -0.5
Balance of secondary income =12 —1.2 =11 =1
Current account 1.0 04 0.6 0.8

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.

4.2 Enterprises’ Propensity to Invest
Remains Muted
Austrian companies have recently re-
duced their fixed capital expenditure to
an unexpectedly marked degree. In the
third quarter of 2014, real gross fixed
capital formation fell by 1.1% against
the preceding quarter. All major com-
ponents of such investment are in
decline. Particularly affected was in-
vestment in nonresidential real estate,

which shrank by 2.7%. Housing invest-
ment contracted only marginally (by
0.25%). Investment in plant and equip-
ment, which is sensitive to cyclical fluc-
tuations, declined by 0.7% in the third
quarter, after having expanded strongly
in the first quarter of 2014,

The current reluctance to invest in
fixed assets is probably linked to the
high uncertainty regarding future sales
prospects. That uncertainty is driven

Table 5
Investment Activity in Austria
2013 ‘ 2014 ‘ 2015 ‘ 2016
Annual change in %
Total gross fixed capital formation (real) -09 ‘ -01 ‘ +0.8 | +2.3
of which: investment in plant and equipment -0.7 +1.4 +1.1 +3.0
residential construction investment -0.3 +1.1 +1.2 +2.8
nonresidential construction investment and other investment 1.4 -1.3 +0.5 +1.6
public sector investment +3.6 +2.1 +1.7 +1.7
private sector investment -1.6 -04 +0.7 +24

Investment in plant and equipment
Residential construction investment

Nonresidential construction investment and other investment

Public sector investment
Private sector investment

Total gross fixed capital formation
Changes in inventories

Investment ratio

Source: 2013: Eurostat; 2014 to 2015: OeNB December 2014 outlook.

Contribution to the growth of gross fixed capital
formation in percentage points

-0.2 +0.5 +04 +1.0
-01 +0.2 +0.2 +0.5
0.6 0.6 +0.2 +0.8
+0.5 +0.3 +0.2 +0.2
=14 -04 +0.6 +2.1
Contribution to real GDP growth in percentage points
-0.2 +0.0 +0.2 +0.5
+0.7 +0.2 +0.0 +0.0
% of nominal GDP
4223 | 4221 | 221 4222
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by a whole range of factors. The persis-
tent weakness of economic activity in
the euro area and geopolitical tension
such as that related to the conflict be-
tween Russia and Ukraine are leading
to loss of confidence in foreign trade.
The subdued development of real in-
comes in Austria is dampening sales
expectations at home. These factors are
being complemented by increasingly
negative perceptions of the medium-
term outlook for an expansion of global
trade and domestic economic growth.
Given the uncertainty of returns on
fixed capital expenditure, many enter-
prises are turning to financial invest-
ment instead.

The effects of some of these invest-
ment-inhibiting factors will recede over
the forecasting horizon. Growth in the
euro area, for instance, will pick up and
be more or less back to the long-term
average in 2016. Demand for Austrian
exports is gradually rising, but the
growth rate of 5% expected for 2016

will remain below the precrisis annual

average of 7%. Consumer spending,
too, will again have increasingly stron-
ger stimulating effects in Austria. It is
not likely, however, that this will all
take place swiftly and simultaneously,
so that fixed capital formation will gain
momentum only hesitantly. In such
circumstances, investment-supporting
factors such as companies’ significant
holdings of financial assets and favor-
able financing conditions cannot take
full effect.

On the basis of developments over
the year to date, real gross fixed capital
formation will decline slightly, by
0.1%, in 2014, and will rise by 0.8% in
the year thereafter, thus at roughly the
same rate as overall economic output.
It is only in 2016 that, given an ex-
pected increase of 2.3%, the pattern of
fixed capital formation will return to
that seen in a “normal” cyclical recov-
ery and be higher than GDP growth.
The acceleration of fixed capital forma-
tion will be driven primarily by invest-
ment in plant and equipment and by

Chart 3

Investment
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housing investment, with the latter be-
ing supported by rising real estate
prices, favorable terms and conditions
for mortgages and high demand for
housing. Civil engineering activity will
remain subdued on account of only few
public sector orders.

In the period from 1996 to 2010,
the ratio of investment to GDP devel-
oped in line with international trends
and fell by 4 percentage points to 22%.
Since 2011, the investment ratio has
stabilized at that level, with no further
change being expected over the period
under review.

Growth Remains Weak in 2015
Economic Outlook for Austria from 2014 to 2016 (December 2014)

4.3 Low Inflation Supports
Consumer Spending

After households had reduced their real
consumption expenditure slightly in
2013 (by 0.1%), a return to a path of
growth can be observed for the year to
date, albeit only at a very subdued level.
In the second quarter of 2014, real
retail sales increased by 0.1% against
the preceding quarter, while the ex-
pansion over the three-month period to
August was even stronger at 1.1%. Car
registrations are picking up after the
sharp downturn recorded in the second
quarter as a result of the March in-

Chart 4

Consumer Spending'

Households’ Consumption Expenditure
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" Explanatory notes and data sources relating to chart 4, right-hand panel: “Compensation of employees (redl, net)”: compensation of employees less social contributions (actual and
imputed, to government and private entities) of employers and employees, as well as other wage-related taxes payable by employees (Statistics Austria data up to and including 2013; as
from 2014, updates based on 2014 tax data and the OeNB outlook). “Social security benefits (real, net)": difference between monetary social benefits received by the household sector
(including transfers from the private sector) less wage tax and social security contributions on pensions (data for wage tax and social security contributions on pensions based on wage tax
statistics, combined with the OeNB outlook). “Income from self-employment and property (real, net)”: sum total of property income (including interest) and mixed income accruing to
self-employed households less withholding taxes on property income of the household sector, assessed income tax and social security contributions of self-employed households (latter
based on own estimates). “Other income”: primarily net contribution of other current transfers (e.g. nonlife insurance premiums and benefits, membership fees, state grants to nonprofit
organizations) as well as social security contributions and current direct taxes that were not taken into consideration above (in particular, motor vehicle taxes and parafiscal charges paid
by private households).
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Table 6
Consumer Spending in Austria
2013 2014 2015 2016
Annual change in %
Households' disposable income (nominal) +0.1 +1.7 +2.5 +29
Consumption deflator +2.2 +1.7 +14 +1.5
Households' disposable income (real) 2.0 +0.1 +1.1 +14
Consumer spending (real) -0 +0.5 +0.7 +1.3
Contribution to real GDP growth in percentage points
Consumer spending -01 | +0.3 ‘ +0.4 ‘ +0.7
% of households" nominal disposable income
Saving ratio +73 | +6.8 | +71 | +7.2
% of nominal GDP
Consumption ratio +539 | +539 | +53.7 | +53.6

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.

crease in motor vehicle registration tax
(a drop of 12.2% in comparison with
the first quarter) and have recently
increased significantly (by 9.2% in the
three months to October).

The modest acceleration of con-
sumer spending in 2014 was due pri-
marily to rising real incomes. Although
the compensation per employee in-
creased marginally less in 2014 than in
the year before, this was more than off-
set by the fact that inflation was half a
percentage point lower. The upward
movement of prices will remain at
around 1%2% in the further course of
the period under review, and will thus
contribute to a moderate growth of real
incomes and a gradual acceleration of
consumer spending. Viewed over the
whole forecasting horizon from 2014 to
2016, inflation will be just about 1 per-
centage point lower, year on year, than
the average recorded over the past
three years, while the growth of real
incomes will be 0.7 percentage points
higher.

2015 will see a decline in employ-
ment dynamics on cyclical grounds, so
that the share of compensation of em-
ployees in households’ incomes will

fall. This will be compensated for by

rising property and self-employment
income, as well as by increases in net
transfer payments and a slower rise of
direct taxes. In 2016, all types of in-
come will benefit from the anticipated
recovery of business activity. The
growth of households’ real disposable
income will thus return to positive
territory over the forecasting horizon,
after the decrease of 2.0% as a result of
investment losses in 2013, gradually
rising from 0.1% in 2014 to 1.4% in
2016. Consumer spending is expected
to increase along similar lines, namely
by 0.5%, 0.7% and 1.3% in 2014, 2015
and 2016, respectively.

The saving ratio will remain stable
at around 7% over the forecasting hori-
zon, and will thus remain clearly below
the multi-year average of 10% (1999—
2013). Changes in Austria’s saving ratio
are determined predominantly by the
composition of households’ disposable
income. The saving ratio increases in
line with the share of property income
in households’ total income in view of a
below-average marginal propensity to
consume property income. Accord-
ingly, the saving ratio declined from
around 12.1% in 2007 to 7.3% in 2013.

Over the same period, the share of
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Table 7

Determinants of Austrian Households’ Nominal Income

2013 2014 ‘ 2015 ‘ 2016

Annual change in %
Payroll employment +0.8 +0.7 +04 +0.6
Wages and salaries per employee +2.2 +2.0 +1.5 +2.2
Compensation of employees +3.0 +2.7 +19 +29
Property income —16.5 +0.3 +1.3 +39
Self-employment income and operating surpluses (net) +3.1 +1.2 +2.7 +3.5

Contribution to households' disposable income

in percentage points
Compensation of employees +2.4 +2.2 +1.6 +24
Property income —24 +0.0 +0.2 +0.5
Self-employment income and operating surpluses (net) +0.5 +0.2 oA +0.6
Net transfers less direct taxes' -04 —-0.8 +0.3 —0.6
Households’ disposable income (nominal) +0.1 +1.7 +2.5 +2.9

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.

! Negative figures indicate an increase in (negative) net transfers less direct taxes, while positive figures indicate a decrease.

property income dropped from 20% to
12%. The years from 2014 to 2016 are
unlikely to see any major change in the
composition of households’ income,
and the saving ratio is expected to
stabilize. It is only in 2014 that special
factors will cause the saving ratio to
decline temporarily to 6.8%. In the
wake of the conclusion of tax agree-
ments with Switzerland and Liechten-
stein, there has recently been a signifi-

cant increase in the number of self-in-
dictments by tax evaders. Under the
provisions of the ESA 2010, payments
of tax arrears in this context have a
dampening effect on houscholds’ in-
come and will reduce the saving ratio
by around 0.3 percentage points in
2014. Once this special factor ceases to
have an effect, the saving ratio will rise
to 7.1% and 7.2% in 2015 and 2016,

respectively.

Box 2

Development of Public Sector Finances'

The data revisions as a result of the changeover to the ESA 2010, as outlined in box 1, have
implications for the forecast general government deficit and the public sector debt-to-GDP
ratio. Although the deficit for 2013 has remained unchanged at 1.5% of GDP, the structure of
expenditure, in particular, has changed significantly. The reclassification of various quasi-
public sector companies and the KA Finanz, a “bad bank,” as entities that are part of the
general government sector has raised the public sector debt ratio to 81.2% of GDP.

The significant deterioration of this year’s general government budget balance is due,
above all, to comparatively high transfers of assets to banks and to the nullification of high
one-off revenue enjoyed in 2013. The reorganization of the Hypo Group Alpe Adria, in
particular, currently raises the deficit quite significantly. Thanks to robust payroll develop-
ments, the weakness of cyclical activity is reflected solely in subdued goods tax revenues (in
particular, value-added tax) and in a marked increase in unemployment benefits. However,
persistently weak business activity will have a major negative impact on budgetary develop-
ments next year. Nonetheless, the budget balance is expected to improve in both 2015 and
the year theredfter, primarily on account of a decline in transfers to banks and lower interest
payments. The reorganization of the Hypo Group Alpe Adria will also cause the public sector

" Prepared by Doris Prammer, Oesterreichische Nationalbank, Economic Analysis Division, doris.prammer@oenb.at.
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debt ratio in 2014 to rise by more than 4 percentage points. As of 2015, reduced new borrow-
ing, comparatively high nominal GDP growth and sales of assets by bad banks will lead to a
reversal of the trend in general government debt. The public sector debt ratio will thus
decrease to 82.9% of GDP by the end of 2016.

The most important factor of uncertainty in the current projection of developments in the
nominal budget balance, and of the debt ratio, is to be found in the financial stabilization
measures (“bank support package”). With respect to the budgetary impact of these measures,
the OeNB’s current budget balance forecast for 2014 and 2015 is based on information
provided by the Austrian Federal Ministry of Finance (Austrian draft budgetary plan for 2015).
Moreover, the tax reform being debated at the moment has not been considered since it has
yet to be specified in detail.

Further improvements to the structure of the budget balance are expected over the fore-
casting horizon, especially in the current year. This year’s significant improvements are due,
above all, to several minor measures on the supply side, e.g. the increase in motor vehicle
insurance tax and tobacco tax, as well as ongoing bracket creep, further pension adjustments
in 2014 that remained below the inflation rate and the muted growth of both staff costs and
discretionary spending. As of 2015, however, virtually no additional consolidation measures are
likely, and smaller expansionary measures will become effective (the reduction of employers’
social security contributions and a higher family allowance). 2015 will thus see a marginal
structural deterioration of the budget balance. In the OeNB’s view, Austria’s attainment of its
specific medium-term objective of a structural budget deficit of —0.45% of GDP in 2015 calls

for additional consolidation measures in the order of around 4% of GDP.

5 Unemployment Rises to 5.3%
Despite the weakness of economic
growth that has persisted since 2012,
Austria has experienced record employ-
ment levels year after year throughout
this period. In 2014, payroll employ-
ment as defined by the national ac-
counts will rise by some 25,000 per-
sons year on year, to a new record high
of just about 3.7 million persons. An
analysis of the number of hours worked,
however, presents a rather different
picture of the Austrian labor market.
Since 2011, the volume of work com-
pleted has de facto remained un-
changed. At 6.99 billion hours worked
in 2014, it will be only marginally
higher (0.1%) than that in 2011.

There are several reasons why em-
ployment and hours worked have devel-
oped along different lines. On the one
hand, cyclical adjustments on the Aus-
trian labor market are frequently ef-
fected by way of cuts in working hours
as companies often attempt to keep em-

ployees on the payroll in a downturn.
On the other hand, longer-term trends
such as declining standard working
hours and a rising proportion of part-
time employees also play a role. These
factors will continue to have an impact
throughout the period from 2014 to
2016. Only toward the end of the fore-
casting horizon will the expected
recovery of business activity cause the
total number of hours worked to again
rise at a rate similar to the increase in
employment (see chart 5). The total
number of hours worked in 2016 will
thus still be slightly lower (0.3%) than
the precrisis level of 2008. The number
of persons employed in 2016, by con-
trast, will be 6% higher than the pre-
crisis level, and thus conceals the nega-
tive consequences that the crisis has
had for the Austrian labor market.

As in the past, employment in the
years under review will follow the
trend in business activity with a lag.

The growth of 0.9% in payroll employ-
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Chart 5
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ment in 2014 will be followed by a
trough of 0.4% in 2015. 2016 is ex-
pected to see a cyclical acceleration of
employment growth to 0.6%. The total
number of hours worked is likely to de-
velop less well. Compared with devel-
opments in 2011 and 2012, employ-
ment growth will be significantly lower
over the forecasting horizon. This is
due both to the muted economic
growth and to the fading effects of the

opening-up of the Austrian labor mar-
ket to employees from eastern Euro-
pean countries.

In the period under review, the
unemployment rate will rise gradually
from 4.9% in 2013 to 5.3% in 2016.
Aside from cyclical factors, increasing
labor force participation by older work-
ers and the inflow of labor from abroad
play a major role. The labor force
participation rate of workers between

Table 8
Labor Market Developments in Austria
2013 2014 2015 2016
Annual change in %
Total employment +0.7 +0.9 +04 +0.6
of which: payroll employees +0.8 +0.7 +04 +0.6
self-employed -0.38 -0.1 +0.0 +0.0
public sector employees +0.5 +1.7 +0.6 +0.5
Total hours worked -03 +0.6 +0.2 +0.5
of which: Payroll employees +0.3 +0.5 +0.2 +0.5
Self-employed -3.0 +1.0 -0.1 +0.2
Labor supply +1.3 +1.0 +0.7 +0.7
Registered unemployed S ER 348 5109 1.9
% of labor supply
Unemployment rate (Eurostat definition) 49 | 51 | 53 ‘ 53

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.
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50 and 64 years old has recently
climbed to 63.9% (second quarter of
2014y, so that it is now only just below
the euro area average of 66%. How-
ever, it is still considerably lower than
the levels in comparable countries such
as Germany (75.6%) and Sweden
(82.0%). Not least the pension reforms
make it likely that the participation rate
of older workers will continue to rise.
Since the liberalization of the Austrian
labor market, the supply of labor from
the ten new EU Member States has in-
creased, on average, by more than
30,000 workers per annum. However,
the inflow is likely to gradually decline

over the forecasting horizon.

6 Upward Movement of Prices
Clearly Slower than in Past
Years

The upward movement of prices has
slowed down in comparison with 2013.
In October this year, HICP inflation
stood at 1.4%, and was thus clearly
below the annual rate recorded for

2013 (2.1%). The decline is attributable
to the subdued economic growth, fall-
ing global commodity prices, low im-
port prices and the modest increase in
labor costs.

Commodity prices will remain at
currently low levels throughout the
period under consideration, as indi-
cated by futures prices, while collec-
tively agreed wages and salaries will
rise only moderately on account of high
unemployment levels, and business ac-
tivity will only gain momentum toward
the end of the forecasting horizon. This
means that there are no perceptible
price pressures to be expected from
cither the supply side or the demand
side. The rate of HICP inflation will
consequently  hover around  1/2%
throughout the period from 2014 to
2016. Core inflation will slowly decline
over the forecasting horizon, from
1.8% in 2014 to 1.6% in 2016.

Despite declining in 2014, inflation
in Austria will nonetheless continue to
be considerably higher that the euro

Table 9
Selected Price and Cost Indicators for Austria
2013 2014 2015 2016
Annual change in %

Harmonised Index of Consumer Prices (HICP) +2.1 +1.5 +14 +1.5
HICP energy —1.0 —2.0 2.6 +0.6
HICP excluding energy LAl +1.8 +1.8 +1.6
Private consumption expenditure (PCE) deflator +2.2 +1.7 +14 +1.5
Investment deflator +1.7 +1.5 +1.3 +14
Import deflator -0.3 -0.6 140 .5
Export deflator +0.1 +0.8 +11 +1.5
Terms of trade +04 +1.4 +0.0 -01
GDP deflator at factor cost 4.3 +1.6 +1.8 1.5
Collective wage and salary settlements +2.6 +24 +19 +2.2
Compensation per employee +2.2 +2.0 +1.5 +2.2
Hourly compensation per employee +2.7 +2.2 +1.7 +2.3
Labor productivity per employee -04 -04 +0.2 +1.0
Labor productivity per hour +0.6 -0.2 +0.5 +1.1
Unit labor costs +2.6 LA 4.3 +1.2
Profit margins’ 14 | 08 | +0.5 | +0.3

Source: 2013: Eurostat, Statistics Austria; 2014 to 2016: OeNB December 2014 outlook.

! GDP deflator divided by unit labor costs.
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Chart 6

Austrian HICP Inflation Rate and Contributions of Subcomponents

Annual change in % (HICP and core inflation) and percentage points (contributions to inflation)

Forecast

Last observation: 1.4% (October 2014)

2011 2012 2013 2014
mm Services (weight: 45.1%) B Industrial goods excluding energy (weight: 29.9%) mm Food (weight: 15.2%)
B Energy (weight: 9.7%) — HICP === Core inflation (excluding energy and unprocessed food)

Source: OeNB, Statistics Austria.

area average. According to provisional
figures, the gap vis-a-vis the euro area
was 1 percentage point in October
2014. The adjustment processes under
way in countries covered by financial
assistance programs, in particular, are
resulting in low, at time even negative,
rates of inflation there. But the HICP
inflation gap vis-a-vis Germany, Aus-
tria’s most important trading partner,
has likewise remained in positive terri-
tory for some years now. At present,
the difference between the Austrian
and German inflation rates is the con-
sequence of a higher contribution of
Austrian service prices to inflation,
which is due, on the one hand, to
greater dynamics in wage and demand-
sensitive sectors (e.g. restaurant and
hotel services, as well as financial ser-
vices) and, on the other, to a higher
contribution of the Austrian public sec-
tor to inflation. The inflation gap vis-a-
vis the euro area will therefore dimin-
ish slowly over the forecasting horizon
and will virtually have disappeared at
0.2 percentage points in 2016. The up-
ward movement of prices in Germany
is likely to accelerate through the intro-
duction of a minimum wage as of 2015,

so that German inflation in 2016 will
probably be higher than that in Austria.

The pay settlements reached thus
far (+1.8% in the public sector, +2.1%
in the wholesale and retail trade, and
+2.1% in the metal-working industry)
indicate that collectively agreed wages
and salaries are likely to increase by
1.9% in 2015. Given the recovery of
business activity expected for 2016,
wage growth is forecast to be slightly
higher at 2.2% in that year.

Wage drift has been on a negative
trend for quite some time now, which
is due to structural shifts of employ-
ment to low-wage sectors and a rising
proportion of part-time employees.
Fluctuations around this underlying
trend are, typically, procyclical in na-
ture. Accordingly, the wage drift fore-
cast for 2014 and 2015 is likely to be
negative (—0.4 percentage points per
annum). On account of the improve-
ment of economic activity in 2016,
wage drift is expected to be neutral in
that year. If bracket creep is taken into
account, net compensation per em-
ployee in 2015 and 2016 will rise by
1.3% and 1.9%, respectively. In real
terms, net compensation per employee
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Table 10

Compensation of Employees!

2013 2014 2015 2016

Annual change in %
Per person employed (nominal)
Collectively agreed wages and salaries’ +2.6 +24 +19 +2.2
Wage drift —-04 -04 -04 +0.0
Compensation per employee (gross) +2.2 +2.0 +1.5 +2.2
Bracket creep’ -0.3 -0.3 -0.2 -0.3
Compensation per employee (net) +1.8 +1.7 +1.3 +1.9
Per person employed (real)
Compensation per employee (gross) +0.0 +0.3 +0.1 +0.8
Compensation per employee (net) -03 +0.0 -01 +0.4
Per hour (nominal)
Compensation per hour (gross) +2.7 +2.2 +1.7 +2.3
Compensation per hour (net) +2.3 +1.9 +14 +2.0
Per hour (real)
Compensation per hour (gross) +0.5 +0.5 +0.3 +0.9
Compensation per hour (net) +0.1 +0.2 +0.1 +0.5

% of nominal GDP
Wage share 479 | 48.2 | 48.0 | 479

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.

" Including employers’ social security contributions.
? Overall economy.
° Based, ceteris paribus, on average past developments.

will remain unchanged in 2014 and
2015. An increase (0.4%) is to be ex-
pected only in 2016. The share of com-
pensation of employees in national in-
come is expected to decline slightly
over the forecasting horizon, namely
from 48.2% in 2013 to 47.9% in 2016.
It will thus be 2 percentage points
higher than the level prior to the crisis,
but 4 percentage points lower than in

1995.

7 Significant Risks to Global
Business Activity, and thus also
to Developments in Austria

The outlook presented here is subject
to a number of risks, most of which are
pointing toward the downside. The
most significant risks to global eco-
nomic developments currently emanate
from geopolitical tensions. A further
escalation of the conflict between Rus-
sia and Ukraine, and the associated
sanctions imposed by both the Euro-
pean Union and the U.S.A., poses the

greatest threat to business activity.
Although the sanctions currently in
place have had hardly any direct impact
on Austria’s foreign trade, a disruption
of Russian gas and oil supplies could
undermine cyclical activity in Europe.
Yet another geopolitical risk is to be
found in a further proliferation of IS
terror in the Middle East and the effects
this may have on crude oil production
in the area. Further moves in the
U.S.A. to exit from the expansionary
monetary policy pursued there could
lead to outflows of capital from emerg-
ing market economies, with corre-
sponding negative effects. The ex-
tended period of low interest rates has
given rise to a search for yield that auto-
matically entails higher risks. China is
experiencing a real estate bubble, the
bursting of which could pose a grave
threat to economic development there.
Given low inflation, the downside risks
to business activity in the euro area are
associated with a higher risk of defla-
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tion. Risks to economic developments
in Austria are seen to be generally
balanced.

8 Clear Downward Revision of
the OeNB Outlook of June 2014

The outlook presented here had to be
revised significantly downward in com-
parison with that of June this year.
However, the underlying assumptions
with respect to the international envi-
ronment only partially reflect factors of
relevance to the revisions. The cumula-
tive growth of Austrian export markets
over the three years under review is
3%2% lower than that expected in June.
However, the geopolitical tensions cur-
rently undermining business activity in
Europe are having an impact on coun-
tries that play an only minor role in

Growth Remains Weak in 2015
Economic Outlook for Austria from 2014 to 2016 (December 2014)

Austria’s direct foreign trade relations.
In addition, a number of external fac-
tors are currently better than in June.
The weakness of global business activ-
ity, together with an increase in supply,
has led to significantly lower crude oil
prices. The accommodative monetary
policy measures have brought interest
rates down to record lows. The yields
on ten-year government bonds over the
forecasting horizon are up to 90 basis
points lower than those given in the
June outlook. In addition, the measures
taken by the ECB have resulted in a de-
preciation of the euro.

The impact of the changed underly-
ing external assumptions was simulated
by way of the OeNB’s macroeconomic
model. Table 11 lists the individual rea-
sons for revising the outlook. Aside

Table 11
Change in the External Economic Conditions since the OeNB
June 2014 Outlook
December 2014 June 2014 Difference
2014 ‘ 2015 ‘ 2016 2014 ‘ 2015 ‘ 2016 2014 2015 ‘ 2016
Annual change in 9%
Growth of Austria's export
markets H29 34 +5.0 +4.0 5.2 +5.6 =11 —1.8 -0.6
Competitor prices on Austria’s
export markets -1.2 +0.6 +1.3 -1.8 +1.0 +14 +0.6 -04 -01
Competitor prices on Austria’s
import markets -09 +0.9 +.2 -1.3 4.1l +1.6 “HOA -0.2 -04
USD per barrel (Brent)
Oil price 101.2 85.6 88.5 ‘ 1072 102.2 98.2 -60 166 9.7

Annual change in %

Nominal effective exchange

rate (exports) -1.3 +0.5 +0.0

Nominal effective exchange

rate (imports) -09 +0.5 +0.0
%

Three-month interest rate 0.2 01 01

Long-term interest rate 1.5 11 14

Annual change in %

U.S. GDP (real) +2.2 +2.9 +29
USD/EUR
USD/EUR exchange rate 1.33 125 1.25

Source: Eurosystem.

-19 +0.0 +0.0 +0.6 +0.5 +0.0

1.3 +0.0 +0.0 +04 +0.5 +0.0

03 03 04| -01 -02 -03
1.8 21 24| 03 10 10
24 430 40| -02 -01 01
138 138  138| -005 013 043
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from the impact of updated external
assumptions, the effects of new data
and other changes played a role. The in-
fluence of new data covers the impact
of revisions to both historical data avail-
able at the time of the publication of the
OeNB’s  previous economic outlook
(i.e. data up to the first quarter of 2014)
and forecasting errors with respect to
data on quarterly developments (in the
second and third quarters of 2014) that
have now been published for the first
time. The other changes include new
expert analyses of the development of
domestic variables, such as public sec-
tor consumption and pay settlements,
as well as any changes to the model.
The prospects for growth in 2014
were revised perceptibly downward (by
1.0 percentage point) in comparison
with those given in the economic out-
look of June this year, when the indica-
tors available had suggested a marked
recovery of both global and domestic
business activity as of the second quar-
ter of 2014. GDP growth had been
forecast to be in the order of 0.5% in
both the second and the third quarter.
At 0.1% and 0.0% in the second and
third quarter, respectively, actual GDP
growth was significantly lower than
expected. The forecasting errors with
respect to these two quarters explain
half the downward revision of the fig-
ures for 2014. Yet another factor was
the downward revision of the national
accounts for both the second half of
2013 and the first quarter of 2014. The
resulting negative impact on GDP

growth in 2014 is 0.3 percentage
points.

At —1.1 percentage points, the
downward revision of the outlook for
2015 was even more marked than that
for 2014. Just over one-quarter of that
revision (—0.3 percentage points) is ac-
counted for by the subdued growth
recorded throughout 2014, which gives
rise to a statistical overhang for 2015.
The deterioration of the prospects for
growth in 2015 is reflected only par-
tially in the external assumptions
underlying the economic outlook. Al-
though the reduced growth on Austria’s
export markets dampens the prospects
for sales there, domestic growth is sup-
ported by lower interest rates, reduced
crude oil prices and the depreciation of
the euro. The net effect on growth in
Austria is relatively small, namely
—0.2 percentage points in both 2015
and 2016. The most important channel
of transmission, the downturn of senti-
ment, is not reflected in the external
factors, however. That is why most of
the downward revision for 2015 and
2016 cannot be explained either by the
availability of new data or by changes in
external assumptions. Instead, it re-
flects a significant clouding of senti-
ment, indicators of which cannot be in-
corporated into traditional macroeco-
nomic models.

The downward revision of the out-
look for inflation is due primarily to the
decline in commodity prices. In addi-
tion, the weak outlook for economic
activity is curbing price pressures.
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Table 12

Breakdown of Revisions to the OeNB Outlook

GDP HICP

2014 ‘ 2015 ‘ 2016 2014 ‘ 2015 ‘ 2016

Annual change in %
Outlook of December 2014 +04 +0,7 +1,6 +1,5 +14 +1,5
Outlook of June 2014 +1,6 +19 +2,1 +1.8 +1,7 +1,9
Difference -1,2 -1,2 -0,5 -0,3 -0,3 -04
Caused by: Percentage points
External assumptions as of Q4 2014 +0,0 -0,2 -0,2 -0,2 -0,3 -0/
New data’ -09 -04 X -0,2 -0/1 X
of which: revisions to historical data up to Q1 2014 -0,3 +0,0 X +0,0 +0,0 X

projection errors for Q2 and Q3 2014 -0,6 -04 X -0,2 -01 X

Other changes’ -03 -06 -03 +0,1 +0,1 -03

Source: OeNB outlooks of June and December 2014,

" ,,New data" refer to data on GDP growth and/or inflation that have become available since the publication of the preceding OeNB outlook.

’ Different assumptions with respect to trends in domestic variables, such as wages and salaries, public sector consumption, effects of tax measures,

other changes to assessments and model changes.
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Table 13

Comparison of the OeNB Outlook of December 2014 with the OeNB Outlook of June 2014

Outlook of December 2014 Outlook of June 2014

2013

2014 ‘ 2015 ‘ 2016 2013

2014 ‘ 2015 ‘ 2016

Economic activity Annual change in % (real)

Gross domestic product +0.3 +04 +0.7 +1.6 +0.3 +1.6 +1.9 +2.1
Private consumption -01 +0.5 +0.7 1.3 +0.1 +0.7 +1.0 Al
Public sector consumption +0.4 +1.0 +14 +1.3 +14 +0.8 +1.2 +11
Gross fixed capital formation -09 -0 +0.8 +2.3 -09 +0.8 +2.6 +2.9
Exports of goods and services +0.9 +0.8 DA +4.6 2.5 H5A HS AL 5.7
Imports of goods and services -0.2 +0.5 +2.5 +4.7 +0.5 +3.9 +54 +5.8
9% of nominal GDP
Current account balance +0| +04| +06]| +08 7] 81| B4 6

Contribution to real GDP growth Percentage points

Private consumption -01 +0.3 +04 +0.7 +0.0 +04 +0.5 +0.8
Public sector consumption +0.1 +0.2 +0.3 +0.3 +0.3 +0.1 +0.2 +0.2
Gross fixed capital formation —0.2 +0.0 +0.2 +0.5 —0.2 +0.2 +0.5 +0.6
Domestic demand (excl. changes in inventories) -0.2 +0.5 +0.8 +14 +0.1 +0.7 +1.3 +1.6
Net exports +0.5 +0.2 +0.1 +0.2 +1.2 +1.2 +0.5 +04
Changes in inventories (incl. statistical discrepancies) +0.0 -0.2 —0.2 +0.0 -09 -03 +0.2 +0.1
Prices Annual change in %
Harmonised Index of Consumer Prices (HICP) +2.1 +1.5 +14 +1.5 +2.1 +1.8 +1.7 +1.9
Private consumption expenditure (PCE) deflator +2.2 +1.7 +14 +1.5 +2.2 +19 +1.6 +1.8
GDP deflator +1.6 +1.8 +1.6 +1.3 +1.7 +1.5 +1.5 +1.8
Unit labor costs in the overall economy +2.6 +2.4 +1.3 +1.2 +2.6 +1.6 +14 +1.7
Compensation per employee (at current prices) 2.2 +2.0 .5 2.2 2.2 42l LAl +2.8
Compensation per hour worked (at current prices) +2.7 +2.2 +1.7 +2.3 +3.6 +2.6 +2.7 +2.8
Import prices -0.3 -0.6 +1.0 +1.6 -0.8 +0.1 +1.3 +1.6
Export prices +0.1 +0.8 +1.1 .5 -0.3 +04 +1.2 +1.5
Terms of trade +04 +14 +0.0 -01 +0.5 +0.2 -0 -01
Income and savings
Real disposable household income 20| 401 | +a| 414 11| +07| +8| 423
9% of households’ nominal disposable income
Saving ratio 73 | 638 | 71 | 7.2 +66 | +64| 71| 478
Labor market Annual change in %
Payroll employment +0.8 +0.7 +0.4 +0.6 +0.8 +1.1 +0.9 +1.0
Hours worked (payroll employees) +0.3 +0.5 +0.2 +0.5 -0.6 +0.5 +0.7 +1.0
% of labor supply
Unemployment rate (Eurostat definition) 49 | 51 | 53 | 53 +49 | +50| +50| +49
Public finances % of nominal GDP
Budget balance 1.5 =LA —1.8 =4 1.5 2.5 —1.2 -0.7
Government debt 81.2 854 84.6 829 74.5 79.2 77.5 753

Source: 2013: Eurostat. Statistics Austria; 2014 to 2016: OeNB December 2014 outlook.

! The outlook was drawn up on the basis of seasonally adjusted and working day-adjusted national accounts data. Therefore. the figures for 2013 deviate from the unadjusted data
released by Statistics Austria. Calculated in accordance with the ESA 2010.
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Annex: Detailed Result Tables

Table 14

Demand Components (Real Prices)
Chained volume data (reference year = 2005)

2013 ‘ 2014 ’ 2015 ‘ 2016 ‘ 2013 ‘ 2014 ’ 2015 ‘ 2016

EUR million | Annual change in %

Private sector consumption 160,980 | 161,823 | 162,978 | 165,046 -0 +0.5 +0.7 +1.3
Public sector consumption 60,630 | 61,266 | 62109 | 62927 +04 +1.0 +1.4 +1.3
Gross fixed capital formation 67645 | 67586 | 68148 | 69,710 -09 -0.1 +0.8 +2.3
of which: investment in plant and equipment 22,362 | 22,682 | 22923 | 23599 -0.7 +1.4 +1.1 +3.0

residential construction investment 12,969 13,112 13,272 13,641 -03 +1.1 +1.2 +2.8

nonresidential construction investment and other investment 32079 31,652 31,817 32,333 —14 -1.3 +0.5 +1.6
Changes in inventories (incl. statistical discrepancies) 5,062 4,519 3,845 3,752 X X X X
Domestic demand 294,317 | 295194 | 297,080 | 301,435 -03 +0.3 +0.6 +1.5
Exports of goods and services 162,679 | 163979 | 167952 | 175,758 +0.9 +0.8 +24 +4.6
Imports of goods and services 149,640 | 150451 | 154,180 | 161,354 -0.2 +0.5 +2.5 +4.7
Net exports 13,039 | 13,528 | 13773 | 14404 X X X X
Gross domestic product 307356 | 308723 | 310853 | 315839 | +03 | +04| +07| +16
Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.

Table 15
Demand Components (Current Prices)
2013 ‘ 2014 ‘ 2015 ‘ 2016 ‘ 2013 ‘ 2014 ‘ 2015 ‘ 2016
EUR million | Annual change in %

Private sector consumption 173,783 177,610 | 181,336 | 186,347 +2.0 +2.2 +2.1 +2.8
Public sector consumption 63,866 65,534 67,338 68,996 +1.7 +2.6 +2.8 +2.5
Gross fixed capital formation 71,864 72,860 74,453 77222 +0.8 14 +2.2 +3.7
Changes in inventories (incl. statistical discrepancies) 2,269 10 163 18 X X X X
Domestic demand 311,783 | 316,014 | 323291 | 332,583 +1.2 +14 +2.3 +2.9
Exports of goods and services 171,846 | 174,594 | 180,777 | 191994 +1.0 +1.6 +3.5 +6.2
Imports of goods and services 160973 | 160,827 | 166,544 177,012 -04 -01 +3.6 +6.3
Net exports 10,873 13,767 14,232 14,982 X X X X
Gross domestic product 322,656 | 329781 | 337523 | 347565 |  +19 422 +2.3 +3.0

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.
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Table 16

Demand Components (Deflators)

2013 ‘ 2014 ‘ 2015 ‘ 2016 ‘ 2013 ‘ 2014 ’ 2015 ‘ 2016

2005 = 100 | Annual change in %
Private sector consumption 108.0 109.8 111.3 1129 +2.2 +1.7 +14 +1.5
Public sector consumption 105.3 107.0 1084 109.6 +1.3 +1.5 A4 +11
Gross fixed capital formation 106.2 107.8 1092 110.8 +1.7 +1.5 +1.3 +1.4
Domestic demand (excl. changes in inventories) 107.0 108.7 110.2 1M1.7 +19 +1.6 +14 +14
Exports of goods and services 105.6 106.5 107.6 109.2 +0.1 +0.8 +1.1 +1.5
Imports of goods and services 107.6 106.9 108.0 109.7 -03 -0.6 +1.0 +1.6
Terms of trade 98.2 99.6 99.6 99.6 +04 +14 +0.0 —-01
Gross domestic product 105.0 106.8 108.6 110.0 +1.6 +1.8 +1.6 +1.3
Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.
Table 17
Labor Market
2013 ‘ 2014 ‘ 2015 ‘ 2016 ‘ 2013 ’ 2014 ‘ 2015 ‘ 2016
Thousands | Annual change in %
Total employment 4,260.5 4,2971 4,316.3 4,343.3 +0.7 +0.9 +04 +0.6
of which: private sector 3,591.0 3,628.1 3,647.3 3,674.6 +1.0 +1.0 +0.5 +0.7
Payroll employment (national accounts definition) 3,6711 3,697.2 3,712.6 3,736.5 +0.8 +0.7 +04 +0.6
% of the labor supply
Unemployment rate (Eurostat definition) 49 | 51 | 53 | 53 | x | x | x | X
EUR per real unit of output x 100
Unit labor costs (economy as a whole)’ 584 | 59.8 | 60.6 | 613 ‘ +2.6 | +24 | +1.3 ‘ +1.2
EUR thousand per employee
Labor productivity (economy as a whole)’ 721 | 718 | 720 | 727 | -04 | —04 | +0.2 | +1.0
EUR thousand
Compensation per employee (real)? 390 | 391 | 392 | 39.5 | +0.0 | +03 | +01 | +0.7
At current prices in EUR thousand
Compensation per employee (gross) 421 | 430 | 436 | 446 | 422 | 20 | +1.5 | 422
At current prices in EUR million
Total gross compensation of employees 154,694 | 158,849 | 161,933 | 166,605 ‘ +3.0 | +2.7 | +19 ‘ +29

Source: 2013: Eurostat; 2014 to 2016: OeNB December 2014 outlook.

! Gross wages and salaries divided by real GDP.
’ Real GDP divided by total employment.
? Gross wages and salaries per employee divided by private consumption expenditure (PCE) deflator.
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Table 18

Balance on current account

2013 ‘ 2014 ‘ 2015 ‘ 2016 ‘ 2013 ‘ 2014 ’ 2015 ’ 2016

EUR million | % of nominal GDP
Balance of trade 8,869.0 6,724.2 74641 8,243.9 2.7 2.0 2.2 24
Balance of goods —1,909.0 —3,495.8 —3,618.9 —2,2349 —-0.6 —11 —11 -0.6
Balance of services 10,778.0 10,2199 11,083.0 10/478.8 33 31 33 3.0
Balance on income -1,708.0 —1,698.6 -1,742.5 -1,742.5 -0.5 -0.5 -0.5 -0.5
Balance of transfer payments —3,837.0 —3,830.3 —3,815.9 —3,815.9 -1.2 -1.2 -1 11
Balance on current account 3,324.0 1195.3 1,905.7 2,685.5 1.0 04 0.6 0.8
Source: 2013: Eurostat; 2014 bis 2016: OeNB December 2014 outlook.

Table 19

Quarterly Outlook Results

2014 | 2015 | 2016 | 2014 2015 2016

o @ @ o |o @ @ ot o @ [ o

Prices, wages and costs Annual change in %
HICP S ST 1 P B 1 T S 1 1 6 1 4 1 7 P S 1 7
HICP (excluding energy) +18 | 18 | +1.6 | +19 +1.8 +19 +17 | +1.6 +1.7 +1.7 +21| 1.8 +15 +1.5 +18
Private consumption expenditure
(PCE) deflator B /20 /20 /0 /0 I 10 0 N 0 5 IS B I RS S
Gross fixed capital formation
deflator +15| +13 | 14| +10 +13 +19 7| +17 +16 +10 +10| +12 +14 +15 +15
GDP deflator +1.8 | +1.6 | 1.3 | +1.5 +1.7 +1.7 +21| 1.8 +18 +1.7 +12| 1.2 +13 +14 +14
Unit labor costs 4| aFS | L2 | 423 | 423 | a4 | 425 | 20 | LS | H0 | e | Q9 | a2 | A | LS
Nominal wages per employee +20 | +15 | 22 | +19 +19 +20 +21 | +18 +1.6 +14 +12 | +17 +21 24 +27
Productivity -04 | +02 | +1.0 | -04 -04 -04 -05| -02 +01 +04 +07 | +08 +09 +1.0 +11
Real wages per employee +03 | +01 | +0.7 | +03 +02 +02 +05| +04 +03 +01 -02 | +02 +06 +1.0 +1.2
Import deflator -06 | 10| 16| -03 -07 -09 -06|+02 +11 +14 +15| +1.6 +1.6 +1.6 +1.6
Export deflator +08 | +11 | +1.5| +03 +11 +11 +07 | +08 +10 +12 +13 | +14 +15 +15 +15
Terms of trade +14 | +0.0 | 01 | +0.6 +18 +20 +13| +06 -01 -02 -02| -01 -01 -01 +00
Economic activity Annual andlor quarterly changes in % (real)
GDP A || 2107 || AFG || ROl [ sl | =R | AHO0 || HOL2 | SHOLS | HOLS | AHOL3 || SHOMAR | SO | SO | AHOLS
Private sector consumption +0.5| +07 | +1.3 | +02 +01 +02 +01 | +02 +02 +02 +02 | +04 +04 +04 +04
Public sector consumption +.0| +14 | +1.3 | +02 +02 +02 +09 | +01 +02 +03 +03 | +04 +03 +03 +03
Gross fixed capital formation -01 | +08 | +23 | +04 -05 11 -01 | +06 +06 +06 +06 | +05 +06 +06 +0.6
Exports HOfg | 424 | e | 03 | 02 | 0S| 404 | 07 | s | HaR | N0 || k2 | LS | LS [ LS
Imports +05| +25| +47| -03 +00 -01 +03 | +08 +10 +10 +11 | +1.2 +12 +12 +1.2

Contribution to real GDP growth in percentage points
Domestic demand +05| +08 | +14 | +02 +00 -01 +02 | +03 +03 +03 +03 | +04 +04 +04 +04
Net exports +02 | +01 | +02 | +03 +01 +02 +01 | +00 -01 -01 +00 | +01 +01 +01 +01
Changes in inventories -02| -02| +00| -04 -01 -01 -03| +00 +01 +01 +00| -01 -01 -01 +0.0
Labor market % of labor supply
Unemployment rate
(Eurostat definition) 51 53 53 50 50 5.2 52 52 53 53 53 53 53 54 54

Annual and/or quarterly changes in %
Total employment +09 | +04 | +0.6 | +02 +02 +00 +01 | +01 +01 +01 +02 | 402 +02 +02 +0.2
of which: private sector +1.0 | +05 | +0.7 | +03 +03 +00 +01 | +01 +02 +02 +02 | +02 +02 +02 +0.2
Payroll employment +0.7 | +04 | +0.6 | +02 +02 +01 +01 | +01 +01 +01 +01 | +02 +02 +02 +0.2
Additional variables Annual andlor quarterly changes in % (real)
Real disposable household income ~ +04 | +11 | +14 | =07 —03 +01 +04 | 401 +05 +05 +04 | +03 +02 +02 +02

% of real GDP
Output gap 40| 4] <11 | -06 -08 11 4| <15 94 44 43| 2 41 A1 -09
Source: OeNB December 2014 outlook. Quarterly figures adjusted for seasonal and working-day variations.
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Growth Remains Weak in 2015
Economic Outlook for Austria from 2014 to 2016 (December 2014)

Table 20
Comparison of Current Economic Forecasts for Austria
Indicator OeNB WIFO IHS OECD IMF European
Commission
December 2014 September September November 2014 October November 2014
2014 2014 2014
2014 ‘ 2015 ’ 2016 | 2014 ‘ 2015 | 2014 | 2015 | 2014 ‘ 2015 ‘ 2016 | 2014 | 2015 | 2014 ‘ 2015 ‘ 2016
Key results Annual change in %
GDRP (real) +04 +07 +16| +08 +1.2| +08 +1.6| +05 +09 +1.6| +1.0 +19 | +07 +1.2 +15
Private consumption (real) +05 +07 +13| +04 +08 | +05 +08 | +0.5 +05 +1.0 X x| +04 +06 +038
Government
consumption (real) +10 +14 +13| +1.6 +1.2| +08 +05| +07 +0.6 +11 X x| +1.6 +09 +08
Gross fixed capital formation
(real) -01 +08 +23 | +09 +15| +09 +27| +09 +0.6 +35 X x| +05 +20 +32
Exports (real) +0.8 +24 +46 | +1.5 433 | 31 +49 | -02 +25 +49 | +2.7 447 | +22 432 447
Imports (real) HOS | S | 7 || FLE | R4 || B | A | A | 7| R | AR | D | A4 | RS | A4S
GDP per employee’ -04 +02 +1.0| +08 +11 | +01 +06 | -06 +06 +06 X x| =02 +06 +0.5
GDP deflator +1.8 +1.6 13| +1.6 +.6 | +14 +13 | +1.7 +14  +14 X x| 1.5 +1.6 +16
CPI X X x| +1.8 +1.8 | +1.8 +20 X X X X X X X X
HICP HE | aFA | LS | 7 | S| | 20 FLS | G | LS | L | AL | LS [ LY | LS
Unit labor costs +24 +13 12| +18 15| +21 7| #19 +12 12 X x| +22  +15 +15
Payroll employment +09 +04 +06 | +0.7 +06 | +0.6 +10| +09 +03 +1.0 X x| +09 +06 +1.0
% of labor supply
Unemployment rate
(Eurostat definition) 51 53 53 5.0 5.2 5.0 50 5.0 5.2 51 5.0 419 53 54 5.0
% of nominal GDP
Current account 04 06 08 24 2.5 X X 1.6 17 15 3.0 3.2 24 2.7 2.8
Budget balance 24 18 14| 29 19| 28 16| 30 =22 18| 30 5| 29 18 -1

External assumptions
Oil price in USD/barrel (Brent) 1012 856 885 | 110.0 110.0 | 1070 110.0 | 1014 850 850 |102.8 994 | 1026 910 928
Short-term interest rate in % 0.2 041 01 0.2 0.2 0.2 041 0.2 041 041 0.2 01 0.2 01 0.2

USD/EUR exchange rate 133 125 125 135 130 | 134 127 | 133 124 124| 135 134 | 133 127 127
Annual change in %

Euro area GDP (real) +08 +10 +15| +08 +11 | +07 +14| +08 +11 +1.7| +08 +13 | +08 +11 +1.7

U.S. GDP (real) 2N | 29 | 29 | 422 | 3 || 2 [ 28| RA | 4B | SE0 | R22 | 43 | 22 | S8 | 432

World GDP (real) SBSN IEESV/ BEIRCORINETO R e X )|l B3 | B [ 39 | 33 | B8 | 3 | S | AH

World trade’ +29 +40 452 | +35 +40 | +33 +50| 430 +45 +55| +38 450 | +3.0 +46 +55

Source: OeNB, WIFO, IHS, OECD, IMF, European Commission.

" Excluding WIFO: productivity per hour.
2 European Commission: global imports.
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A Common European Unemployment
Insurance — A Much Debated Route toward

European Fiscal Union

The crisis has reignited a debate on deeper fiscal integration in the euro area. The goal is to
improve the capability of the currency union to cope with asymmetric shocks. One instrument
in this context is the implementation of a European unemployment insurance (EUI) scheme
aiming at automatic stabilization of income and aggregate output in countries affected by
adverse macroeconomic shocks and rising unemployment. Recently, a number of proposals
and estimates of the economic effects of such a scheme have been published. The empirical
analyses indicate a non-negligible stabilization effect of an EUI. However, an EUI is likely to
face several problems originating, among other things, from structural differences in labor
markets and potential moral hazard by Member States. An EUI therefore does not appear to
be the most appropriate approach to increasing common risk sharing.

JEL classification: E63, F45, H55, |65

Keywords: Automatic stabilization, unemployment insurance, monetary union, fiscal union

While the financial crisis had origi-
nated in the United States, it acquired
a truly European nature in 2010, when
observers started to question the
survival of the euro, blaming, inter
alia, shortcomings in the design of
European Economic and Monetary
Union (EMU) for the crisis. This expe-
rience led to a renewed debate on
deeper fiscal integration so that the
euro area could cope better with asym-
metric demand shocks. Toward the end
of 2012, the “four presidents’ report”
(Van Rompuy, 2012) and the “blueprint
for a deep and genuine Economic and
Monetary Union” (European Commis-
sion, 2012a) proposed to introduce a
“fiscal capacity” at the central level of
the monetary union, provided that this
does not lead to permanent unidirec-
tional transfers between Member States
and that moral hazard of Member States
is ruled out.

One instrument for heading toward
a fiscal union is the implementation of
a European unemployment insurance
(EUI) aimed at automatic stabilization

of income and aggregate output in
countries affected by adverse macro-
economic shocks and rising unemploy-
ment. Recent publications on an EUI
comprise proposals and estimates of
the economic effects of such a scheme.
We provide an overview of this
literature and assess the ongoing dis-
cussion,

The article is structured as follows:
Section 1 summarizes the main points
of the debate on closer fiscal integration
in the euro area. In section 2, we
discuss some aspects of centralized risk
sharing. In section 3, we characterize
current national unemployment insur-
ance (UI) systems in euro area Member
States to gain a better grasp on
proposals for an EUI. In section 4, we
review design aspects of an EUI and
discuss its likely stabilization proper-
ties. Section 5 sheds light on the ques-
tion whether the requirements set out
for introducing a fiscal capacity are
likely to be fulfilled. Section 6 summa-
rizes and concludes.
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A Common European Unemployment Insurance —
A Much Debated Route toward European Fiscal Union

1 A Fiscal Union for the Euro
Area - The Renewed Official
Debate

1.1 European Monetary Union -

An “Unfinished” Project

Before the start of European monetary

union, many economists had argued that

the currency union would not survive
unless it was complemented by a fiscal
or even by a political union.’ The need
for some type of (joint) macroeconomic
stabilization or — in today’s terminol-
ogy — a risk-sharing mechanism within
the monetary union had also been
voiced repeatedly in influential EU
reports.3

Optimum Ccurrency area theory

states that country-specific shocks to
aggregate demand would — due to
sticky domestic prices and limited labor
mobility across euro area countries —
translate into lengthy and painful
internal devaluation, which the com-
mon monetary policy cannot address
(De Grauwe, 2012). In contrast, euro
area-wide automatic fiscal stabilizers
would allow re-establishing equilibrium,
while limiting the necessary reduction
in domestic prices and wages in a coun-
try affected by adverse asymmetric
demand shocks. A shared fiscal policy
would above all benefit a currency
union with relatively weak cross-country
labor mobility, limited wage and price
flexibility, differing labor market insti-
tutions and different degrees of trade
openness — patterns which are charac-
teristic for the euro area.

In the euro area, the precrisis norm
for budgetary behavior was to let auto-
matic stabilizers operate freely, with
discretionary policy being the excep-
tion rather than the rule. Policy makers
in the euro area countries agreed to
coordinate national fiscal policies
through the Stability and Growth Pact.
This set of rules was meant to provide
national fiscal policies with enough room
for letting the automatic stabilizers do
their work as well as for taking neces-
sary discretionary measures in case of
periods of slow or negative growth.
However, when the crisis hit, it became
clear that fiscal positions in many euro
area countries allowed very little leeway
for discretionary anticyclical measures.
Moreover, in particular the sovereign
debt crisis showed that the scope of
national fiscal policies to act countercy-
clically will disappear if credit markets
freeze up. No longer able to borrow,
countries fail to smooth aggregate
income and consumption. Hence, the
incomplete design of the European
monetary union was once again criti-
cized (O’Rourke and Taylor, 2012;
Krugman, 2013; De Grauwe, 2013).

1.2 A “Fiscal Capacity” for the Euro
Area - A First Step Toward a
Fiscal Union

The official debate on a fiscal union* for
the euro area’ started at the June 2012
European Council, when the presidents
of the European Council, the Commis-
sion, the Eurogroup and the ECB were

See European Commission (2013a) for references to this older discussion.

The MacDougall Report (Commission of the European Committees, 1977), the Delors Report (European

Community, 1989) and the “One Market One Money” Report (Commission of the European Communities, 1990).
For instance, one of the conclusions of the MacDougall Report was that public finance in economic unions plays
a major role in cushioning short-term and cyclical fluctuations.

The term “ fiscal union” is used to mean very different things. We use it to refer to the creation of a significant tax

and transfer system at the central level of monetary union capable of cushioning asymmetric shocks.

* We do not discuss fiscal risk sharing at the level of the EU as a whole because the issue of fiscal risk sharing is only
critical in a currency union where national monetary and/or exchange rate policy instruments are no ]onger

available.
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commissioned with coming up with a
specific road map “towards a genuine
Economic and Monetary Union.” The
final report of the four presidents (Van
Rompuy, 2012) proposed “a timeframe
and a stage-based process towards the
completion of Economic and Monetary
Union.” The first stage was ensuring
fiscal sustainability (e.g. the “six-pack”
and “two-pack” legislations) and break-
ing the link between banks and sover-
eigns (above all, by establishing the
Single Supervisory Mechanism (SSM)
and the European Stability Mechanism
(ESM)). Stage two includes the comple-
tion of the integrated financial frame-
work and “setting up a mechanism for
stronger coordination, convergence and
enforcement of structural policies.” The
final, post-2014 third stage suggests
“improving the resilience of EMU
through the creation of a shock-absorp-
tion function at the central level” by
establishing a “well-defined and limited
fiscal capacity.”

With regard to putting the concept
of a fiscal capacity into practice, the
four presidents’ report suggests two
broad options: the first is following
a “macroeconomic approach,” under
which contributions and disbursements
would be
cyclical revenue and expenditure items,
or on measures of aggregate economic
activity. The alternative would be a
“microeconomic approach,” under which
transfer payments would depend on a
“specific public function sensitive to the
business cycle, such as unemployment
insurance.” The fiscal capacity would
then work as a complement or partial
substitute to national Ul systems. The
report suggests that transfers could be
limited to cyclical unemployment by
covering only short-term unemploy-

based on fluctuations in

A Common European Unemployment Insurance —
A Much Debated Route toward European Fiscal Union

ment. It states principles of a fiscal
capacity, but does not define a specific
plan in more detail.

In parallel to the four presidents’
report, the European Commission
submitted “A blueprint for a deep and
genuine Economic and Monetary Union
— launching a European debate” (Euro-
pean Commission, 2012a). This report
likewise proposes a three-stage process,
starting with the establishment of a
“convergence and competitiveness in-
strument” within the EU budget to
support rebalancing, adjustment and
growth. In the second stage, a proper
fiscal capacity for EMU should be
established to support the implementa-
tion of the policy choices resulting from
deeper policy coordination, in particular
in the field of taxation and employ-
ment. The long-run solution would be
to establish “an autonomous euro area
budget” (European Commission, 2012a,
p- 12). The European Commission, too,
considers both a “macro” and a “micro”
approach; like the four presidents’
report, it does not propose a detailed
scheme for a fiscal capacity, either.

Moreover, the issue was also ad-
dressed in an IMF staff discussion note
(see Allard et al., 2013). The authors
suggest several instruments for the
further development of EMU, such as:
(1) a “rainy-day fund,” which would
accumulate contributions from Member
States and redistribute them to specific
countries when they are hit by an
idiosyncratic shock; (2) an EUI accom-
panied by efforts to enhance and
harmonize labor market arrangements
across euro area countries; and (3) a
fully-fledged euro area budget with
centralized provision of public goods,
such as infrastructure, which could be
used as a countercyclical tool.

® This instrument is also discussed by the European Commission (2012a and 2013a).
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1.3 Guiding Principles for a
Common Risk-Sharing
Mechanism in the Euro Area

Both the four presidents’ report and the
blueprint by the European Commission
clearly stress that a common fiscal risk-
sharing instrument can only be imple-
mented if it satisfies specific require-
ments, formulated as guiding principles
in the four presidents’ report: It should
not undermine incentives for sound
economic policy, and it should limit
moral hazard and foster structural re-
forms. The fiscal capacity should not
lead to unidirectional and permanent
transfers between countries, nor should
it be conceived as an income equaliza-
tion instrument. Moreover, it should
not result in an increase in expenditure
or taxation levels.

In a similar vein, the Commission
blueprint calls for a mechanism specifi-
cally designed to address short-term
asymmetric cyclical developments, in
order to avoid permanent transfers and
to support structural reforms. Finally,
such a mechanism needs to be subject
to strict political conditionality to avoid
moral hazard.

2 Is Centralized Public Risk
Sharing Always Desirable?

In this section, we discuss two aspects
that could affect the assessment of the
usefulness of an EUI. First, we attempt
to identify circumstances under which
centralized automatic stabilizers are
superior to Member States’ automatic
stabilizers. Second, we consider poten-
tial private alternatives to public risk
sharing. At this point, it is appropriate
to issue a caveat as it is far from obvious
that fiscal stabilization at the central

level of monetary union is always
desirable. When a member country of a
currency union is hit by an asymmetric
shock, public insurance at the central
level may indeed cushion such a shock.
However, automatic stabilizers are no
panacea — in the case of a supply shock
and/or a permanent shock, they tend to
delay necessary adjustment processes.

2.1 Centralized versus National
Automatic Fiscal Stabilization

A partial centralization of automatic
fiscal stabilization might be desirable
because of coordination failures. In a
currency union of small open and heavily
interdependent economies, the individ-
ual member states do not provide
enough automatic stabilization because
their fiscal multipliers at the country
level are small due to high marginal
propensities to import. Thus, member
states do not take the external stabiliza-
tion effect into account (see Oates,
1999).

Furthermore, centralized fiscal shock
absorption is preferable when individual
countries face credit constraints. The
crisis revealed that the scope of national
fiscal policies to act countercyclically
may become very restricted or may
even disappear completely if credit
markets freeze up. Consequently, such
countries can no longer borrow and
hence no longer smooth aggregate
income and consumption. Similarly, a
fiscal capacity could prevent countries
which are restricted in making deficits
by EU regulations, such as the Stability
and Growth Pact, from being forced to
undertake procyclical measures (see
also von Hagen and Wyplosz, 2008).”
However, the effect of an EUI hinges

7 Although the EU Economic Governance Reform 2011 increased the flexibility of the Stability and Growth Pact
insofar that a “waiver” from any (procyclical) fiscal adjustment is provided in the event of an extremely severe
crisis (see European Commission, 2013c), jbr less severe circumstances the von Ha(qen/WypIosz argument is still

valid. See also De Grauwe (2013).
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also on how Member States use the
funds that are freed up by an EUI (e.g.
Enderlein et al., 2014).

2.2 Private Alternatives to Fiscal
Risk Sharing

There are two key market-based means
to smooth country-level consumption
and stabilize demand within a currency
union: private insurance via interna-
tional capital markets and cross-border
saving and borrowing.8 The insurance
tool of choice in international capital
markets is portfolio diversification.
Yet, as stated by Allard et al. (2013),
cross-border ownership of assets within
the euro area remains more limited
than in the U.S.A. or across the federal
states in Germany. This behavior might
have become even more pronounced
with the recent crisis.

In Europe, however, private risk
sharing is not only low, but also exhibits
inherent problems. For example, Furceri
and Zdzienicka (2013) estimate that the
share of unsmoothed shocks is particu-
larly high in recessionary periods (76%
in 2008-2010), i.e. when it would, in
fact, be badly needed. International
credit markets appear reluctant and are
quite unwilling to grant cross-country
loans particularly in severe downturns.”
Moreover, according to Fahri and
Werning (2012), even with perfect
financial markets, economic agents tend
to underinsure as they do not take into
account the aggregate demand exter-
nalities inherent in their choices. This
argument is similar to the one of

A Common European Unemployment Insurance —
A Much Debated Route toward European Fiscal Union

underprovision of automatic stabilization
by individual states in currency unions.

3 National Unemployment
Insurance Systems in the Euro
Area

Some knowledge of existing Ul systems
is indispensable for the evaluation of
any EUI proposals. In particular, the
stabilization impact of an EUI depends
crucially on its interaction with national
Ul schemes. The main characteristics
of national Ul systems are compiled by
several institutions, for example by the
OECD and the Swedish Institute for
Social Research in its Social Policy
Indicator Database (SPIN)."

3.1 Main Characteristics of National
Ul Systems in the Euro Area

National Ul systems in the euro area
are complex and heterogenecous. There
are differences along three dimensions:
(1) the unemployment replacement rate,
(2) unemployment benefit duration and
(3) eligibility. The unemployment re-
placement rate is indicated in the litera-
ture mostly as a percentage of previous
net earnings (net replacement rate —
NRR). Because of earnings thresholds
and supplements to benefits (e.g. when
the unemployed person has children),
NRRs depend on previous pay and the
family situation of the unemployed.
The NRRs as published by the OECD
for the euro area countries are shown
in the left panel of chart 1. The numbers
refer to a single unemployed person
whose wage equals the average wage in

¥ Allard et al. (2013), Asdrubali et al. (1996) as well as Sorensen and Yosha (1998) estimate that, in the U.S.A.,
about 80% of income shocks are smoothed out, with the largest smoothing impact coming from capital markets
(45%), followed by credit markets (about 20%). Risk sharing via private and public mechanisms in EMU is
roughly half as effective, as only about 40% of income shocks are smoothed.

In this respect, banking union aims at further financial integration, the reduction of financial fragmentation as
well as the alleviation of the bank-sovereign debt nexus.

!9 Other sources are the Mutual Information System on Social Protection and Social Security (MISSOC) by the
European Commission and “Social Security Programs Throughout the World” published by the U.S. Social

Security Administration.

MONETARY POLICY & THE ECONOMY Q4/14



A Common European Unemployment Insurance —
A Much Debated Route toward European Fiscal Union

the respective economy. It is patently
evident from this chart that replacement
rates vary substantially, namely from
37% in Greece to 87% in Belgium.
Unemployment benefit duration,
likewise, varies greatly across the euro
area countries, ranging from 26 weeks
in a number of them, including Austria,
to indefinite (Belgium). The right panel
of chart 1 shows benefit duration as
provided by the SPIN database for the
year 2010. Benefit duration is often
extended for specific vulnerable groups
(e.g. young or elderly unemployed),
and unemployed persons may requalify
for unemployment benefit when they
attend vocational training. Also, looking
only at benefit duration could be
misleading for countries that provide
unemployment assistance payments (or
social assistance)'' for unemployed
persons not entitled to unemployment

benefits or whose benefits have expired.
In contrast to Ul benefits, unemploy-
ment assistance payments are means
tested in most countries (i.e. family in-
come and assets are taken into account).

The third dimension of UI systems,
individual eligibility, typically depends
on a qualifying period (i.e. the mini-
mum number of weeks an unemployed
person must have worked) within a
certain reference period. Most coun-
tries have a qualifying period of
52 weeks; Slovakia has the longest such
period (156 weeks), and France the
shortest (17 weeks)."”

It follows from such eligibility
criteria that not all unemployed persons
are covered by Ul. Coverage, which is
defined as the number of insured per-
sons relative to the total labor force,
may be low if some groups are excluded
from the UI system altogether. For

Chart 1

Unemployment Benefit Replacement Rate and Benefit Duration in Euro Area Countries
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" See Esser et al. (2013) for different systems of unemployment assistance or social assistance that is available to
unemployed persons whose benefits have expired. Italy appears to be the only country where there is no such income

SUPPOI‘L

2 In Austria, the rgference period is two years; the qua]jfj/ing period is 52 weeks.
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Chart 2

Unemployment Insurance Coverage Rates (2010)
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example, in many countries, self-
employed persons are not included in
the Ul system. Chart 2 shows Ul cover-
age rates for the euro area countries.
Whereas coverage is 100% in Finland,
Ireland and Greece, it is less than 60%
in Spain, Slovakia and Italy.

A further important aspect of UI
systems are job search (and job take-up)

conditions that the unemployed per-
sons have to fulfill in order to receive
benefits (see Stovicek and Turrini, 2012).

To give an idea of the overall income
support provided by national Ul systems,
chart 3 presents the ratio of unemploy-
ment benefits per unemployed person
(Eurostat/ILO definition)"’ relative to
average wages and salaries per em-

Chart 3
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is definition of unemployment does not necessarily correspond to the entitlement to unemployment benefits
3 This definit ployment d t Iy pond to the entitl tt ployment benefit

(see section 5.3).
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ployee. This chart once again reveals
huge differences' among the euro area
countries: With the exception of the
Netherlands and Austria, the ratio is
40% or less throughout the euro area.
It is very low in Greece (13%) and be-
low 10% in Latvia and Slovakia. In
most countries, the levels of the
depicted ratio remained relatively stable
during the observation period, with the
exception of some crisis-ridden coun-
tries like Spain, where this ratio
decreased over time.

4 Design of an EUI and Its
Potential Stabilization Effect

Let us now turn to the design options
for an EUI with regard to benefits,
financing and eligibility. We also pres-
ent some simulation results found in
the literature to give an idea of the
potential stabilizing effect of an EUIL.
The simulation methods used and the
time periods underlying the estimates
are very different, however. Thus,
the estimates offered are hardly compa-
rable.

Given the large number of pertinent
contributions published over the last
few years," we have to restrict ourselves
to a select few. We include Dullien
(2013), as this author is probably the
best-known advocate of an EUI. We
consider contributions from an official
European institution, i.e. the European
Commission (2013a), and by Dullien
et al. (2014) — the latter was commis-
sioned by the Austrian Federal Ministry
of Labour, Social Affairs and Consumer
Protection. Attention is also given to

Dolls et al. (2014) and Jara and Suther-
land (2013) since they deliver — like
Dullien et al. (2014) — a thorough
impact assessment based on micro-
simulation models rather than the crude

mechanical simulations offered by Dul-
lien (2013).

4.1 Designing an EUIl - An Overview
of the Discussion

A EUI scheme may interact with the
national Ul systems in different ways.
Most proposals envisage a basic Ul at
the European level that substitutes the
national Ul for a certain period of time
(e.g. one year) and can be topped up by
national benefits. An EUI could aim at
stabilization across countries, i.e. at
alleviating cross-country business cycle
differences. Stabilizing the euro area
business cycle, i.e. intertemporal stabi-
lization, might be an additional objec-
tive. Intertemporal stabilization implies
that the EUI would be allowed to run
surpluses and deficits in order to be
effective in the case of common shocks.
Accordingly, one would have to decide
on the horizon over which the system
has to be balanced and on how to
balance it. In contrast, a system that
merely aims at cross-country stabiliza-
tion would have to distribute contribu-
tions contemporanecously as benefits.
This complicates implementation as
contribution rates or benefits would
have to be adjusted regularly. Most of
the discussion and also the simulation
results discussed below are based on
the assumption that an EUI will allow
for intertemporal stabilization. Dullien

'* See Boeri and van Ours (2014) for a different approach to providing an overall measure of income support
provided by unemployment benefit systems. According to their measure, Austria has the highest fraction of income

stabilization among the countries surveyed (44.8%). The ratios are lowest in Portugal, Spain, Italy and Greece

(15.3%, 14.9%, 5.8% and 2.4%, respectively). Boeri and van Ours argue strongly against simplistic comparisons

of Ul systems by using only benefit replacement rates and benefit duration, which has been quite common in the

literature.

"* For an overview, see European Commission (2013a) and Claeys et al. (2014a), which also review different types of

schemes (e.g. catastrophic insurance) which we do not take into account.
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(2013) notes that this is — at least in the
present economic situation where the
effectiveness of monetary policy for
business cycle stabilization is limited —
the preferred approach.

Concerning the replacement rate,
the proposals at hand assume that
benefits depend on previous monthly
wages and mostly amount to about half
of that income. Maximum benefit
duration is, as a rule, one year or less
(see also section 5.1). Most studies
assume that an EUI is financed by social
contributions levied on labor income.
The European Commission (2013a)
departs from other papers in this respect
by suggesting the system be financed
not only by social contributions but also
by a different tax base in order to shift
part of the burden from labor income
to other sources.'® A specific contribu-
tion rate is not indicated. In Dullien
(2013, 2014) and Dolls et al. (2014),
the level of contributions is set in a way
that the common EUI is balanced over
the respective observation period. See
table 1 for an overview of the specific
proposals for the replacement rate,
benefit duration and financing,

4.2 Assessment of the Economic
Effects of an EUI"

Dullien et al. (2014) examine various
schemes that differ in generosity: the
most restrictive scheme provides un-
employment benefits corresponding to
30% of the previous monthly net wage
for a period of 6 months; in the most
generous scheme, 70% of the previous
income is paid out over 12 months. In
the simulations, annual contributions
and benefits amount on average to

A Common European Unemployment Insurance —
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about EUR 40 billion in the most
generous scheme. High net benefits (as
a share of GDP) accrue to Spain, Greece,
and France. Dullien et al. (2014) note
that the net benefits to Spain and
Greece are to a substantial extent a
result of the crisis. These countries
would have seen the highest transfers in
2012, namely in the amount of 0.9%
and 1.0% of GDP, respectively. France,
by contrast, permanently receives net
benefits.

Dullien et al. (2014) measure mac-
roeconomic stabilization as the impact
of the EUI system on GDP growth
rates and present results for selected
countries. For the euro area as a whole,
an EUI would have led to some stabili-
zation during the crisis, with an increase
in the euro area growth rate — relative
to the baseline — of up to 0.13 percent-
age points in 2009. Stabilization is more
pronounced in Spain, a country that
was above average affected by the crisis.
In the most generous model, GDP
growth in Spain would have been
higher in all years from 2007 to 2012
(except 2010) compared with the base-
line. In 2009, in particular, the growth
rate would have stood at —3.1% instead
of —3.8%. For Austria, such an EUI
would have mostly had a negative (but
small) impact on growth.

Dolls et al. (2014) show that an EUI
without national top-ups would have
stabilized income in all Member States
in 2009. On average, 42.5% of the
shock on gross household income would
have been absorbed by an EUL. In other
years, the stabilizing effect would have
been more modest, however. Over the
whole period, countries with the worst

1 In this regard, the impact of taxation on the level of contributions and benefits and thus on stabilization
should also be taken into account (see e.g. Box 5 in European Commission, 2013a). Currently, the financing of
unemployment insurance differs from country to country: in most cases Ul is financed by payroll taxes as paid by

employers and workers (see Esser et al., 2013).

"7 In addition, Claeys et al. (2014b) offer the possibility of calculating online the effects of an EUI for different

PGI‘HIHEEEI“S.
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Table 1

Overview of EUIl Proposals and Effects

Dullien (2013)

Dullien et al.
(2014). The
authors analyze
six schemes but
focus on the
two schemes
presented in
the table.

European
Commission
(2013a). “Most
proposed
option” in
table 11

Dolls et al.
(2014)

Jara and
Sutherland
(2013)

70/12 variant

30/6 variant

flat rate
variant

proportional
variant

Source: Authors’ compilation.

Benefit
replacement
rate (%)

50% of the
insured
earnings

70% of
previous
net
earnings

30% of
previous
net
earnings

409%-50%
of previous
earnings

50% of
previous
gross
earnings

33% of

average
national
earnings

50% of
previous
gross
earnings

" Years/countries with most pronounced impact.

Contribu-
tion rate
(%)

depending
on the
assump-
tions on
STU:
0.65% /
1.66%
payroll tax

1.33% of
previous
gross

earnings

0.39% of
previous
gross

earnings

financing
mix
proposed

1.98%
payroll tax

n. a.

Period
under
investiga-
tion

1995—
2011

1999—
2012

1999—
2012

2008—
2013

Maximum
benefit
duration
(months)

9 (months
410 12)

9 (months
410 12)

Average
annual
payouts/
contribu-
tions (EUR
billion)

50

41

12

60

n.a.

n.a.

Income stabilization

no specific numbers
provided

no specific numbers
provided

income stabilization
coefficient 42.5%
(2009)" for the
€euro area; precrisis
calculations in Dolls
et al. (2012) for the
stabilization impact
of national Ul
suggest a
stabilization
coefficient for
unemployment
shocks of national
Ul systems in the
euro area of 20.2%.

19 percentage points
(LV)" of additional
income stabilization
(coefficient of
income stabilization).

24 percentage points
(GR, LV, AT)" of
additional income
stabilization
(coefficient of
income stabilization).

GDP stabilization

0.2% (GR, 2001/02)
to 55.8% (AT
2001/02)" measured
as percentage of the
deterioration in the
output gap
prevented by an EUI.
The author shows
only numbers for
selected countries
and periods.

0.13 percentage
points (2009) to
—0.12 percentage
points (2010)'
impact on euro
area growth rate.

0.05 percentage
points (2009, 2012)
to —0.08 percentage
points (2010)" impact
on euro area growth
rate.

n. a.

. @l

Mm.a.
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labor market outcomes would have
received the most support — as intended
by an EUL Dolls et al. (2014) compare
EUl-induced income stabilization with
the stabilization offered by national UI
schemes (see also Dolls et al., 2012).
They conclude that the differences
would be most pronounced in Estonia,
Greece, Italy and Slovenia, and still
above average also in Ireland and Spain.
All of these countries have precrisis
unemployment schemes in place that
absorb only a fraction of unemploy-
ment shocks. Since the eligibility rules
of the national unemployment systems
are stricter than those of the EUI, low
coverage ensues.

Jara and Sutherland (2013) consider
the effect of an EUI that supplements
national systems on disposable house-
hold income in selected euro area
Member States (Germany, Estonia,
Greece, Spain, France, Italy, Latvia,
Austria, Portugal and Finland). They
do not focus on a specific time period
and assume that everybody has the same
probability of becoming unemployed.
The results of Jara and Sutherland
(2013) show that an EUI would have
positive effects on income stabilization
but the impact on individual countries
would be quite heterogeneous. The
largest additional (i.e. relative to national
Ul systems) stabilization impact is ob-
served for Greece, Latvia and Austria
(23 to 24 percentage points in each
case) under the proportional EUI
scheme (i.e. benefits depend on previous
income). The authors attribute these
results mainly to differences in the
design of national UI systems and in
labor force characteristics (mainly the
proportion of self-employed persons as
they are not covered in many national
UI schemes). The result for Austria is
attributed to benefit ceilings in the
national UI as well as to the fact that
the earnings base is measured net of
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taxes and contributions (Jara and Suther-
land, 2013, p. 24).

To summarize, the simulations show
that an EUI may have a non-negligible
effect. However, the impact depends
on the precise design of the scheme and
its interaction with national unemploy-
ment schemes. In particular, differences
in the generosity of the European and
the respective national unemployment
scheme affect the country-specific
impact of an EUL.

5 Are the Requirements for an
EUI Likely To Be Fulfilled?

Let us recall, from section 1, the guiding
principles of a fiscal capacity. First, the
fiscal capacity should not lead to unidi-
rectional and permanent transfers be-
tween countries. Second, it should limit
moral hazard of Member States and it
should not impede structural reforms.
In the following section, we deal with
these questions and briefly discuss some
practical aspects of the implementation

of an EUI.

5.1 Structural Differences between
Labor Markets Make Unilateral
Permanent Transfers Likely

The empirical papers reviewed suggest
that, when we take a look at the period
from the introduction of the euro until
the more recent past, “core countries”
like Germany, the Netherlands and
Austria would have paid more into the
scheme than they would have received
in transfers. Countries in the southern
rim, such as Spain, Portugal, Italy and
Greece, that experience high unemploy-
ment rates, by contrast, are net recipi-
ents. This result is primarily due to the
specific course of events and the deep
structural crises in these countries on
the periphery and need not be an argu-
ment against EUI per se. In contrast,
here we discuss factors that are inde-
pendent of the size of macroeconomic
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shocks and which might suggest that
there are winners and losers from such
a scheme because of structural factors.
Such factors are related to structural
differences in the levels of unemploy-
ment and in the reaction of labor
markets to aggregate shocks.

Given the significant differences in
the unemployment rates of the euro
area countries and the fact that the
differences are at least partly due to
different  structural =~ unemployment
rates,” an EUI scheme covering total
unemployment appears not to be politi-
cally feasible because the potential gains
tend to be unevenly distributed (see
also Keuschnigg, 2012). To avoid this
obvious difficulty, the four presidents’
report (Van Rompuy, 2012) and sub-
sequent proposals suggest that an EUI
should cover only cyclical unemploy-
ment, which, for practical reasons,
could be approximated by short-term
unemployment (STU, usually defined as
the labor force share of the unemployed
with unemployment duration of up to
12 months). STU has the advantage in
this context that it is readily observable
from unemployment statistics. Thus,
there would be no need to estimate
the cyclical position of an economy as
it is required for “macroeconomic
approaches” to stabilization. These esti-
mates are sometimes controversial and
lack robustness over time (European
Commission, 2013a). However, the
conceptual advantage of an EUI over
stabilizers that are based on econometric
estimates may be questioned."”

Even if an EUl is restricted to cyclical
or short-term unemployment, there is
another aspect of unemployment in
which countries differ: euro area labor
markets show heterogeneous reactions
to aggregate shocks of a given size. The
relationship between the deviation of the
unemployment rate from its long-run
equilibrium and the deviation of real out-
put from its equilibrium value is known
as Okun’s law. In a recent review, Ball
et al. (2013) find that the Okun coeffi-
cient varies substantially across coun-
tries. Table 2 contains their results for a
number of euro area countries.

The absolute value of the coefficient
for 19802011 is by far the highest in
Spain (—0.85); it even seems to have
risen in absolute terms since the
mid-1990s. This is probably attributable
to reforms in the 1980s which made it
casier for firms to employ leased staff
(who are also much easier to lay off

Table 2

Estimates of the Okun Coefficient
(1980-2011; annual data)

Whole Until 1995 | As of 1996

period
Austria -0.14 -0.13 -0.14
Belgium -0.51 -0.63 —0.31
Finland -0.50 -0.61 -0.30
France -0.37 -040 -0.34
Germany -0.37 -043 -0.27
Ireland 041 -046 -0.38
Italy -0.25 -0.14 -0.36
Netherlands -0.51 -0.71 -0.34
Portugal -0.27 -0.22 -046
Spain -0.85 -0.79 -092

Source: Ball et al. (2013).

I8 There is a wide consensus that cross-country differences in unemployment rates are strongly driven by differences
in structural unemployment rates (European Central Bank, 2012; European Commission, 2013b). However, the

extent to which unemployment is structural or cyclical is subject to an intensive debate (see Arpaia et al., 2014,

and Diamond, 2013).

" It is not obvious that STU is indeed a good proxy for cyclical unemployment: In quarterly data (from the first
quarter of 1999 to the first quarter of 2014) for the whole euro area (EA-18), the correlation coefficient between
the short-term unemployment rate and the cyclical component of the unemployment rate (obtained with an HP

filter, parameter A=1600) is merely 0.41.
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when demand goes down).”” At an
Okun coefficient of a mere —0.14, which
seems to have been quite stable over
time, Austria, on the other hand, is
shown to record the weakest unemploy-
ment reaction to output fluctuations.
The reaction of unemployment to macro-
economic shocks depends on many
structural factors. They include the
degree of employment protection, labor

A Common European Unemployment Insurance —
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to shield workers against demand distur-
bances (the role of “implicit contracts”
and the extent to which employment
adjustment occurs through the intensive
rather than on the extensive margin,
i.e. through the adjustment of working
time rather than headcount employ-
ment) but also the role of active labor
market policies (ALMP), to which we
will turn below. Box 1 provides further

relations (e.g. the system of collective evidence on structural differences
bargaining) and the readiness of firms between labor markets.

Box 1

Structural Differences between Labor Markets: Evidence from Flow Data

By definition, the equilibrium unemployment rate (provided that the labor force is constant) is
given by u* = (s/(s+tf)) where s is the separation rate (flows from employment to unemployment)
and f'is the job-finding rate (flows from unemployment to employment). Equilibrium unemploy-
ment is thus determined by both s and f; which depend on structural characteristics of labor
markets. s is influenced by the degree of employment protection, the degree of labor hoarding
and the extent to which labor is adjusted on the intensive or extensive margin, respectively,
while f might depend on the generosity of unemployment benefits, the strictness of job search
requirements or the role of active labor market policies.

Annual Labor Market Transition Rates in Euro Area Countries

From Employment into Unemployment

From Unemployment to Employment
% of employment % of unemployment
8

50
7

9 60
EE EL ES F FR SK ES F FR SK

AT CY T NL AT CY EE EL T NL
mm 2006-2010 B 2006-2007 = 2008-2010

N
o

N w BN wul
N w
o o

N
N
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Source: European Commission (2012b); for Austria: authors’ calculations.

Note: The transition rate for a particular year (t) is the share of transitions from year (t) to year (t+1).

20 Spain has been a country with high employment protection for permanent contracts, but it also had the highest
share of leased workers before the crisis (28% of the total workforce). It can thus be regarded as a country with a
high degree of “dualism” in its labor market (Boeri, 2011).
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The chart above shows annual labor market transition rates for ten euro area countries'
from 2006 to 2010, as presented in a survey published by the European Commission (2012b).
We calculated the values for Austria ourselves, drawing on Austrian Labour Force Survey (LFS)
data. The left panel of the chart displays employment to unemployment transitions and the
right panel shows unemployment to employment flows.

Different patterns emerge (see European Commission, 2012b) which suggest structural
differences in labor market reactions®: One group of countries posts relatively high transition
rates from unemployment to employment and moderate inflows into unemployment (Austria,
the Netherlands, Finland, and to a certain extent also France and Cyprus) both before and
during the crisis. Another group of countries, e.g. Italy, records low overall labor market
dynamics before and during the crisis (low flows out of unemployment into employment, but
also in the opposite direction). Finally, there are countries with generally high dynamics and a
significant deterioration in both rates (such as Spain) or countries with generally low dynamics

(like Greece).

! Results for Greece are available for 2008—2010 only.

2 More evidence on labor market flows and cross-country differences is provided in two reports by the European Central

Bank (2012 and 2014).

Given the way labor markets are
currently structured, unidirectional
permanent transfers are likely to result
from an EUI. To address this issue, it is
often suggested (e.g. by the European
Commission, 2013a, and Andor, 2014)
that contribution parameters of an EUI
scheme be regularly adjusted to bring
the system closer to ex ante balance
over the medium term.”" An alternative
are “clawbacks,” which would neutralize
net transfers ex post. Such mechanisms
would resolve the problem of perma-
nent transfers but make an EUI scheme
more complex and reduce its stabiliza-
tion impact.

5.2 Potential Moral Hazard
Problems

Moral hazard problems are intrinsic to
any form of insurance. In case of an
EUI, moral hazard could potentially
arise for a number of aspects. One is
the extent to which structural factors
that are under the control of the govern-
ment influence the level of unemploy-

ment. Under an EUI scheme, govern-
ments might be less willing to pursue
policies which reduce unemployment
risks if such policies go along with
considerable political costs. Claeys et al.
(2014a) observe that there is a tradeoff
between the stabilization properties of
an EUI and design features aimed at
limiting moral hazard. For example,
stabilization would be larger if income
support were very long lasting. But this
would presumably lead to moral hazard
at the level of the individual countries.
Thus, it is essential that the income
support provided by an EUI is only
temporary and rather short term (see
also Dolls et al., 2014). Moral hazard
can also be avoided if there is ex ante or
ex post adjustment of Ul parameters
but the presence of such adjustments
limits the stabilization effects of an
EUL.

A more relevant problem with an
EUI could be that such a scheme
provides adverse incentives to absorb
shocks at the intensive margin of

' A similar mechanism is present in the U.S. system. The European Commission (2013a) recommends establishing
Member State accounts. As in the U.S. unemployment system, these accounts would have to be balanced over a

specified time period (e.g. by — automatically — adjusting contribution rates).
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employment rather than at the exten-
sive margin because some of the costs
of such employment adjustment would
be borne by national governments
(ALMP measures like expenses for
short-time work benefits), whereas
unemployment benefits are financed by
the common pool (Dolls et al., 2014).
This constitutes an argument for a
greater harmonization of national labor
market policies.

5.3 Is there a Need for More
Harmonization of National Ul
Systems?

EUI proponents regularly stress that an
EUI could easily complement the
diverse national UI systems and that
there is no need to harmonize these
systems (e.g. Dullien, 2014). An EUI
would replace national Ul temporarily.
However, in national systems, there are
clear provisions as regards Ul contribu-
tions and eligibility to benefits. The
harmonized data of the European
Labour Force Survey (EU-LFS) that
Dullien (2014) refers to are not relevant
for an EUIl: Unemployment in the
EU-LES is merely weakly related to
unemployment benefit eligibility,*” and
being classified as “employed” in the
EU-LFS does not necessarily mean that
such persons have to contribute to
unemployment insurance. For an EUI,
common standards concerning eligibil-
ity would have to be established and
monitored because otherwise countries
could claim higher than justified un-
employment benefits or they could try
to reduce the contributions to the com-
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mon UI scheme (see Enderlein et al.,
2014).

Further aspects are the relationship
between unemployment benefits and
job search requirements on the one
hand and the relationship between
unemployment benefits and ALMP
measures (such as educational training)
on the other. They imply great variance
among countries because there are very
diverse ways to organize public em-
ployment and training schemes for the
unemployed.

Thus, it seems quite obvious that
eligibility ~ criteria and regulations
concerning Ul contributions should be
harmonized across countries at least for
the time span EUI is granted to indi-
viduals. The European Commission
(2013a) suggests introducing common
eligibility standards (for a qualifying
period, a reference period, and the
types of labor contract covered).”’
Moreover, an EUI and national schemes
should likewise be harmonized with a
view to avoiding difficulties when an
unemployed person’s eligibility to EUI
benefits expires. Such a harmonization
of national social systems would be an
ambitious task.

6 Summary and Conclusions

The recent financial and economic
crisis has revealed that more central
risk sharing — e.g. in the form of a EUI
— might be beneficial for the euro area.
Several proposals for the design of an
EUI have been discussed widely, and
empirical analyses indicate that such a
scheme would have a non-negligible

?? Many of those classified as “unemployed” are not recipients of unemployment benefits because they are not eligible.
Indeed, this fraction of the unemployed also differs widely among EU Member States (see Dullien, 2013). Moreover,
some recipients of unemployment benefits are not classified as unemployed (e.g. because they had worked a few

hours in the reference week of the survey).

 According to Dolls et al. (2014) as well as Jara and Sutherland (2013), all new unemployed, including former
self-employed persons, should be eligible given a certain period of previous contributions. Dullien et al. (2014),
on the other hand, propose that EUI eligibility should be connected to e]i(qibi]it)/jbr national unemployment

benefits. As eligibility varies substantially, this would put countries with tight eligibility criteria at a disadvantage.
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stabilization effect, in particular in
countries where the income stabilization
provided by national Ul systems is low.
Moreover, an EUI is believed to be es-
pecially helpful for Member States that
have lost access to capital markets or
that are restricted from borrowing for
other reasons.

Nevertheless, any practical imple-
mentation of an EUI is likely to suffer
from shortcomings for various reasons:
Structural differences in labor markets

(i.e. different reactions of unemployment
to shocks and different magnitudes of
labor market flows) imply that costs
and unemployment benefits tend to be
distributed unevenly. Additionally, moral
hazard by Member States cannot be
ruled out. Apart from that, there are
numerous practical difficulties associated
with the implementation of an EUI.
Finally, the costs and benefits of an EUI
should be compared with those of other
instruments to establish a fiscal capacity.
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Bitcoin — The Promise and Limits of Private
Innovation in Monetary and Payment Systems

A private initiative that has created a virtual currency and a payment system based on
cryptography and decentralized management, Bitcoin is considered not only an interesting,
but also a disruptive technical innovation by many observers. A number of regulatory and
supervisory bodies have issued assessments of the phenomenon, contributing to an emerging
international discussion. Does Bitcoin’s claim to provide useful monetary and payment services
hold up when checked against principles of monetary theory and the economics of payment
systems? We find that while Bitcoin does not rival the established money and payment systems
in their traditional domains, a complementary function is conceivable in niches. Using the
Bitcoin network poses several risks to customers, however. Since this network and financial
services related to bitcoins are not regulated, costumers must take appropriate technical
measures to protect their bitcoin holdings. In case of error and fraud, payments are difficult
to reverse. Furthermore, the significant exchange rate fluctuations could pose a grave risk to
bitcoin owners’ wealth and discourage widespread use for monetary purposes. In a nutshell, at
present, bitcoins can be regarded as speculative assets, and the Bitcoin network might inspire

further innovation in payment systems and other applications.

JEL classification: E42, E52, E58

Keywords: Monetary reform, monetary policy, monetary systems, payment systems, innovation

The economic and financial crisis that
had started in 2007 triggered a public
discussion about the performance of
the financial system. Contributions to
this discussion have included innovative
attempts of providing alternative solu-
tions for a number of services offered
by this system (Weber, 2015), with Bit-
coin a prominent example, which has
garnered a lot of media attention in the
last two years. This privately initiated
project, which is based on open partici-
pation, intends to provide a private dig-
ital currency — the bitcoin (BTC)* —
and a system for transferring payments
in this currency. In this article, we
assess the claims of its supporters and
the implications of its operation for
central bank goals.

Section 1 describes the way Bitcoin
works and its market development. In
section 2 we assess Bitcoin’s claims to
work as a payment system, section 3
concentrates on Bitcoin as a currency,

and section 4 reviews assessments from
authorities. Finally, section 5 concludes.

1 Bitcoin — How Does It Work,
and How Does It Perform?

In 2009, a white paper was published
online under the name Satoshi Naka-
moto (probably a pseudonym), proposing
a new solution for something that some
Internet enthusiasts had been looking
forward to since the beginning of
the Internet: A form of digital cash
that functions based on principles dear
to libertarian strands of the Internet
community — non-state administered,
decentralized (“peer to peer”) and open
source based. In this strand of thought,
cryptography and anonymous transac-
tion systems are seen as important
instruments to defend privacy and free-
dom in the digital age (Hughes, 1993;
Stephenson, 1999). With trust in the
monetary and financial system shattered
by the crisis, Nakamoto’s proposal was

' Qesterreichische Nationalbank, Economic Analysis Division, christian.beer(@oenb.at, and European Affairs and
International Financial Organizations Division, beat.weber(@oenb.at.

2 “Bitcoin” refers to the system, “bitcoin” and BTC to the unit of account in that system.

Christian Beer,
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taken up in 2009 and implemented by a
significant number of supporters.

Bitcoin offers a purely digital cur-
rency consisting of strings of numbers.
An open source software provides a
platform where users can produce a
private currency and make payments in
this currency without recourse to banks
and central banks, based on encryption
technology. This setup is meant to
make online payments comparable to
cash payments offline.

The system is run by voluntary sup-
porters that are attracted and governed
by economic incentives provided by the
system architecture. With each supporter
Contributing computing power, a net-
work is formed. Network supporters
are attracted by the prospect of engaging
in competition over receiving newly
issued bitcoins. This process is inspired
by gold extraction: Like gold, bitcoins
are “buried” in the system and may be
uncarthed and put into circulation by
“miners.” The mining process is designed
in the following way: Every ten min-
utes, the system provides a new amount
of bitcoin units. In order to obtain
them, network supporters, i.e. miners,
compete to solve mathematical prob-
lems with a random component. These
problems are hard to solve, but the
correctness of the solution is easy to
verify. In each of these contests, the
competitors coming up with the first
correct solution receive the newly
issued amount of bitcoin units. They
broadcast their solutions to the whole
network, where they are automatically
verified by other members.

The software provides for a fixed
amount of currency units (about BTC
21 million). A pre-established technical
rule ensures the issuance of these units
into circulation up to about 2140 accord-

ing to a specified time path. However,
as the reward to miners will be reduced’
over time, more than 99% of all bit-
coins will have been mined in about
2032. In mid-October 2014, more than
13 million bitcoins were in circulation.

Once new bitcoin units are in the
possession of a member (apart from
mining, bitcoins can be acquired on
exchanges or by selling goods or ser-
vices in exchange for bitcoins), they can
be kept or spent if other members
accept them as payment in a transaction,
or exchanged for official currencies. So
how are bitcoins transferred among
members? Bitcoins are stored in anony-
mous addresses in the form of strings
containing numbers and letters, equipped
with two complementary keys, one
public and one private. The public key
can be compared to the account number
of a bank account, and the private key
to the PIN to access such account. If A
wants to send a payment to B, A needs
B’s public key and encrypts a certain
sum of bitcoins with B’s public key and
A’s private key, so that only B can
decrypt the payment and make use of
the sum. To transmit the payment and,
at the same time, to guarantee that A
has not spent the same electronic string
of numbers on another occasion (double
spending), the transaction partners rely
on the network. It performs the func-
tions that payment intermediaries
fulfill in conventional payment pro-
cesses. Every ten minutes new payment
transaction orders are collected by the
system and are verified by the system
supporters. To this end, new transac-
tions are recorded in a public ledger
called blockchain that comprises all
transactions ever operated in the Bit-
coin system. By comparing the new
bitcoin payment orders with the history

’ Initially, the reward for solving a block (a record of recent transaction orders) was set to BTC 50. Every 210,000
blocks — i.e. about every four years (given an average rate of six blocks per hour) —, this subsidy is reduced by 50%.
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of all previous orders, the legitimacy
and accuracy of the orders are verified.
For various technical reasons, a bitcoin
transaction can only be considered
secure after a number of confirmations
in the Bitcoin network. The incentive
for network members to participate in
the verification process is the above-
mentioned mining process. The math-
ematical problem to be solved to gain
newly created bitcoins or transaction
fees depends also on information about
the previous blockchain and transac-
tion. Mining for bitcoins therefore also
helps check that new transaction orders
are legitimate and adds these new
transactions to the blockchain.
Theoretically, the system offers an
innovative method for solving the prob-
lem of producing agreements among
mutually distrustful parties. Technically,
this process consumes significant
amounts of computing power and elec-
tricity. Competition among miners
has led to continuous innovation and
investment in computer processing
power. Consequently, entry barriers
have risen as well, given the cost of
computer hardware and energy, which
entails the risk of increasing concentra-
tion in mining (The Economist, 2013).
Over time, it will be increasingly in-
convenient to save the ever growing
blockchain. Fewer supporters might
therefore be willing to support public
record keeping, which would weaken
the network and make it more vulner-
able to attack. Bitcoin mining continu-
ously drives up energy consumption,
and given low energy efficiency, energy
consumption per transaction is high
(Sorge and Krohn-Grimberghe, 2013).
The market price of one bitcoin
unit, as derived from quotations on the
most frequented private exchanges, was
relatively flat until the beginning of

+ See http://bitcoin-austria.at.
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2013 (see chart 1). It then skyrocketed,
reaching USD 1,151 in December 2013,
which implied a price increase of
8,388% in 2013. This enormous price
hike can be considered both cause and
effect of growing media attention and
further contributed to the popularity of
Bitcoin (Salmon, 2013). Recently, we
have observed a general downward
trend, with BTC 1 worth USD 384.1
on October 22, 2014,

In mid-2014, 41 million addresses
were registered in the system (Ali et al.,
2014, p. 4). As users are able, and even
encouraged, to register multiple ad-
dresses to retain anonymity, the num-
ber of actual users is likely to be much
smaller (Sorge and Krohn-Grimberghe,
2013). Only 1.6 million Bitcoin addresses
existing in July 2014 accounted for
holdings of more than BTC 0.001 (Ali
et al., 2014, p. 4), which can be inter-
preted as being indicative of the upper
limit of any estimate of the number of
Bitcoin users. Given the anonymous
and global nature of the system, no data
are available on Bitcoin usage in Austria
or other countries. The “Bitcoin Austria”
association* hosts regular meetings for
local Bitcoin users.
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So far, user traffic has been signifi-
cant, but still modest when compared
with established payment systems.
According to the Bitcoin information
site blockchain.info,” the system had
administered about 50 million bitcoin
transactions by October 2014. In 2013,
the daily average came to about 60,000
transactions (representing a total daily
value of USD 237 million based on the
bitcoin’s peak valuation in December
2013). By contrast, the biggest credit
card provider, Visa, registered 212 mil-
lion transactions per day (representing
a value of USD 16 billion).® Given the
anonymous nature of bitcoin transac-
tions, there is no reliable information
on what they are used for.

2 Bitcoin as a Payment System

Bitcoin claims to operate a retail pay-
ment system with no need for trusted
intermediaries. The latter are perceived
to charge excessive fees for payment
transmission’, to lack adequate protec-
tion of personal financial data (e.g. with
regard to credit card fraud or disclosure
to public authorities) and to expose
customers to financial risk by being
prone to financial crises (Nakamoto
cited in p2p foundation, n.d.). In this
section, we discuss whether Bitcoin can
legitimately claim to provide improve-
ments on these charges.

Whereas users have over decades
become accustomed to paying with
cash at zero financial transaction costs
within national economies thanks to
public support for the underlying infra-
structure, other forms of retail pay-

° See http://blockchain.info.

ments may involve (substantial) costs.
However, the advent of globalization
and digitalization has led to an increase
of commercial innovation in the retail
payment market, expanding on the
initial innovation of the credit card
(Maurer, 2011; Salmon, 2013). As a
consequence, competition among pay-
ment service providers has been on the
increase over the past few decades. The
established business model of inter-
mediating electronic payments can be
characterized as a two-sided market,
where a payment service provider links
payer and payee. In facilitating and
recording transactions, the payment
service provider is faced with a choice
concerning the allocation of the burden
of fees among payer and payee. In most
card payment systems, merchants bear
most of the cost charged by the payment
service provider. Consumers may like-
wise face significant costs, especially in
cross-border  consumer-to-consumer
payment services (Bolt, 2013). In this
context, Bitcoin has positioned itself
as a low-cost alternative (Pflaum and
Hateley, 2014).

With respect to cost, bitcoin pay-
ments can currently be made at mini-
mal or no financial cost to the two
parties engaged in a payment transfer.
This is possible because the mining
process described above is devised to
substitute for the role of banks and
other established payment operators
in the Bitcoin system. Instead of a
centralized intermediary, the payment
transfer is operated by miners following
the procedures of the Bitcoin protocol

® See http://www.btcfeed.net/infographics/bitcoin-vs-other-payment-systems-daily-transaction-volume (retrieved

on October 28, 2014).

7 According to a survey by the European Commission published in 2012, the European payment card industry
provides the means for consumer payments with an overall value of EUR 1,350 billion per year. Such payments
generate an estimated EUR 25 billion in annual fees (European Competition Network, 2012, p. 17), which
corresponds to an avera(qefee of 1.9%. On the basis gfthis Stud/v, the European Commission started to launch
proposals to requlate the market for card, Internet and mobile payments.
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(engaging in competition to solve prob-
lems, with the byproduct being the
confirmation and recording of the pay-
ment transfer). As mentioned before,
Bitcoin miners incur substantial costs
for hardware and electricity. Stiffer
competition and greater complexity of
the problem to be solved® imply a
continuous upgrade of computing power
and increased electricity use. Miners
incur that cost without charging sub-
stantial fees to customers because
successful miners are rewarded with
new units of the remaining bitcoin
stock. So, the cost advantage for
customers is based on systematic Cross-
subsidization of the payment system by
the currency creation process. This
advantage is dependent on collective
value attributions to Bitcoin being
sufficiently high in order for miners
to cover their costs (which are due in
official currency). Cross-subsidization
may also be evident in traditional pay-
ment systems: Many banks, for instance,
allow customers to make payments free
of charge, recovering costs through
profits in other areas. Most credit card
operators Charge merchants per—payment
fees, while customers — apart from a
lump-sum annual charge — do not pay
extra for individual payments. In cash
payments, important logistical costs
are borne by central banks and by ATM
operators (Schmiedel et al., 2012).
How sustainable is the cost recovery
process in the Bitcoin system? While
there is no fixed charge for bitcoin
payments, users can and do offer small
fees to miners. Because there is no
obligation for miners to include all
payments in their calculation, more
resourceful miners can be incentivized
to include a payment when a fee is
offered, thereby increasing the speed of
transaction for customers. Currently,

Bitcoin — The Promise and Limits of Private Innovation
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transaction fees are of minor impor-
tance. Calculations with data from
blockchain.info show that less than 1%
of miners’ revenues are from transac-
tion fees. However, while successful
miners are currently rewarded with 25
newly issued bitcoins, this amount will
decrease to about 0.78 bitcoins in 2032
(when about 90% of all bitcoins will
have been mined). Whether miners
will be able to recover their costs with
such a reward, will depend on the
bitcoin’s market value and the produc-
tion costs. The reward will eventually
drop to zero in 2140 when the whole
bitcoin stock will have been put into
circulation. Hence, eventually miners
will have to fully recover their costs
from customer fees. To give some
estimates of transaction costs, calcula-
tions with the above-mentioned data
reveal that, in 2014, miners’ average
revenue (new bitcoins plus fees) per
transaction amounted to USD 37.05
(2013: USD 14.59), which is equivalent
to 4.40% (2013: 2.42%) of the transac-
tion volume. Based on an educated
guess of capital and operating expendi-
ture for competitive bitcoin mining,
McCook (2014) calculated that, in
mid-2014, the costs (capital expendi-
tures and electricity, excluding labor
costs) for bitcoin mining amounted to
about USD 600 per bitcoin, which
basically equaled the market price at
the time.

Because all payment transfers are
preceded by a race, where many com-
petitors attempt to solve the same task,
the marginal costs in the Bitcoin system
for verifying transactions is higher
than in centralized payment systems
(Alietal., 2014, p. 6).

All this implies that the price
advantage of bitcoin payments is not
based on a cost advantage and is a

8 The difficulty is adjusted in order to keep the average number of blocks solved at six per hour.
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transitory phenomenon only.9 More-
over, if Bitcoin is merely used as a pay-
ment vehicle, the costs of exchanging
legal tender currency for bitcoins and
back must be added.'”

Another important question is
whether users of Bitcoin are exposed to
risks. Bitcoin, which does not eliminate
financial and operational risks to cus-
tomers, rather implies a transfer of
risks to the individual. The Bitcoin
system’s efforts to ensure the integrity
of the payment system concentrate on
counterfeit control and securing ano-
nymity. Bitcoin attempts to digitally
mimic cash in terms of anonymity,
payment finality, transaction costs and
decentralized operation of transfers. To
prevent double spending, a public
record of all transactions is kept against
which every new transaction is checked.
As long as users manage to prevent
detection of address ownership by out-
side observers, transactions can remain
anonymous. Anonymity in transactions
could make the system suitable for
money laundering, tax evasion and the
purchase of illicit goods and services.
While other payment systems (apart
from cash) do not support such ano-
nymity, they typically offer payment
services as part of a bundle of services.
For example, banks offer deposit taking,
account keeping, proof of payment
services and  chargeback facilities
together with payment services. In the
Bitcoin these
unbundled. The core infrastructure only
offers one-way payment transfers and
counterfeit checks.

system, services are

Related services

must either be purchased from third-
party providers or be provided by users
themselves.

In light of the anonymous and
decentralized nature of payment trans-
fers in Bitcoin, there is no intermediary
to reverse payments that were made
erroneously or where counterparties
did not fulfill their obligations in
return. Consumers who want their
money back have to pay for third-party
€scrow services or go to court in the
case of complaints, provided anonymity
does not prevent such measures.
Merchants, on the other hand, might be
inclined to perceive the lack of charge-
back risks as an advantage. They may
also benefit from the lower Bitcoin fees
compared with card payment services,
where they usually bear the brunt of
fees. Also, accepting bitcoins might
serve as a marketing move to attract
additional customers and profit from
the public attention the project receives
(Fuchs, 2014; Wingfield, 2013). The “no
chargeback” feature of Bitcoin and the
elimination of merchant fees involved in
credit card payments favor merchants.
In contrast, consumers face a compara-
bly higher risk of nondelivery, and may
or may not be offered discounts by
merchants to share in their fee advan-
tage (Fleishman, 2014; Wingfield,
2013). In any case, these considerations
apply mainly to online businesses. In
offline retail commerce, undue waiting
times result from the fact that a bitcoin
transaction can only be considered
secure after six confirmations in the
Bitcoin network. This can be expected

* The cost disadvantage vis-d-vis centralized systems can induce concentration pressure in the market of bitcoin

miners in order to achieve economies of scale. Such an outcome would defeat the original intention of decentralization

and increase fraud risks (Ali et al., 2014, p. 6).

19 Within the scope zyrthis article we cannot analyze whether there are circumstances where — despite thesefeatures

— use of Bitcoin could promote financial inclusion either because of lack or excessive cost of alternatives, e.g.
payments to and within underbanked areas (see Pflaum and Hateley, 2014, for a discussion of the legal

dimension). Ofwurse, Bitcoin is only one cy"manlv possible solutions in this regard, as indicated by the success of

money transfers via mobile phones in some regions.
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to take up to one hour, which may in
many cases be longer than customers
are prepared to wait for payment to be
completed (Velde, 2013).

In Bitcoin, users must store their
holdings cither on their own computer
or in wallets provided by third-party
service providers. Currently, the latter
are private startups not (yet) subject to
bank-like regulation and the associated
safety nets. Bitcoin users are therefore
subject to risks from loss, theft and
fraud of their holdings to a greater
degree than with established service
providers. In February 2014, Mt.Gox,
the biggest Bitcoin trading platform at
that time, had to close after significant
amounts of user holdings had been
reported to be lost or stolen (McMillan,
2014).

Furthermore, there are significant
risks and costs involved in exchanging
bitcoins for official currency. As there
is no market maker, being able to buy
and sell bitcoins depends on finding a
transaction partner on one of the
private exchange platforms online. The
exchange rate is very volatile, and the
market is rather illiquid. Exchange
charges can be in the order of a few per-
cent (Fleishman, 2014). Many exchanges
closed after a few months, with at least
one involving severe losses for users
(Moore and Christin, 2013). Although
various exchanges coexist, there are
rarely any arbitrage opportunities, as
these are outweighed by the cost of
moving funds between exchanges

(Gandal and Halburda, 2014, p. 3).

3 Bitcoin as a Monetary System

In economic theory, money is defined
by three functions: unit of account,
means of payment and store of value.
In modern economies, there is a
single unit of account in every currency
area. This is considered to be an efficient
solution: Having all prices in a currency

Bitcoin — The Promise and Limits of Private Innovation
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area denominated in the same unit
makes them comparable and enables
the operation of markets. Usually, means
of payment are issued as official cur-
rency by a central bank that is in charge
of ensuring the quality and quantity
of that money according to a public
mandate. In most countries, such a
mandate entails ensuring the functioning
of these means of payment as stable and
most liquid store of value over the short
to medium term. The acceptance of
official currency among the public is
supported by the currency’s exclusive
acceptance by the state for the discharge
of tax liabilities and its use by the state
as (one of) the biggest single transaction
parties in the economy. Apart from the
central bank, private issuers can also
offer means of payment as long as they
are accepted by the public. Such private
means of payment, denominated in the
official unit of account, represent a
claim on the issuer for official currency.
Banks are the biggest providers of
private means of payment, as the bulk
of daily transactions among economic
subjects is conducted by transferring
bank deposits (which represent a claim
on official currency). In their role as
the biggest providers of private means
of payment, banks are subject to
regulation, supervision and monetary
policy. The resulting monetary system
is a hierarchical construction, where
the state-provided unit of account and
means of payment issued in that unit
form the apex of the system, and private
means of payment represent claims on
the official means of payment denomi-
nated in the official unit of account.
The need to maintain the ability to
keep the promise underlying these
claims serves as a major disciplining
device for the issuers.

While Bitcoin represents one of
many private means of payment, it
entails three peculiarities: It introduces
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a separate unit of account, it has no
single and identified issuer and its quan-
tity is ultimately fixed once and for all.

Built around the model of gold, the
bitcoin is a pure asset not related to
credit creation processes. It has no
central issuer and does not represent
anybody’s liability. This implies that its
quantity cannot be adjusted to varia-
tions in demand, and it does not come
with anybody’s promise to convert it
into official currency at a certain rate.
Given its operation based on crypto-
graphic mechanisms described above,
the term “cryptocurrency” has been
introduced to characterize Bitcoin-type
systems. Bitcoin governance is not
completely decentralized: There is the
Bitcoin Foundation, which describes its
tasks as standardization (e.g. funding
the Bitcoin infrastructure, including a
core development team), protection
(e.g. maintenance, improvement and
legal protection of the integrity of
the technical protocol underlying the
operation of Bitcoin) and promotion of

the Bitcoin system, but does not repre-
sent the issuer of the currency." The
latter is replaced by a decentralized
process of mining as described above.
The Foundation is based on voluntary
membership, whose voting and other
rights depend on the size of the fee
(based on four membership classes with
different rights). Whereas central banks’
role in the monetary and payment
system is based on a legal mandate of
the polity of the currency area and its
ability to issue currency, the Bitcoin
Foundation lacks such ingredients
and therefore cannot fulfill the role of
a central bank. Indeed, deliberately
designing a system without a central
bank is one of the cornerstones of the
Bitcoin concept.

Being nobody’s liability is a feature
the bitcoin shares with gold. But in
contrast to gold, which is customarily
used for various products (e.g. elec-
tronics, industry, dental fillings or
jewelry) and has a commodity value,
the bitcoin has no use value other than
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60

OESTERREICHISCHE NATIONALBANK



serving its role in the Bitcoin system.
Therefore its value is determined only
by the subjective valuation of users,
exhibiting substantial volatility in terms
of official currency (see chart 2). The
fixed increase, up to a predefined final
level, of supply makes demand effects
dominant. This has led some observers
to invoke the “greater fool theory” as
basis for the bitcoin’s valuation (Blundell-
Wignall, 2014, p. 9). Can the bitcoin
nevertheless serve monetary purposes?

Economists in the tradition of
Friedrich A. Hayek have called for the
abolition of the prevailing monetary
system in favor of competing private
units of account (see Weber, 2013, for a
detailed account).” Such a conception
entails a number of problems, however.
A newly introduced rival private unit of
account is at a huge disadvantage against
an established unit, all the more if it has
an unstable exchange rate against the
official unit of account. A unit of
account is subject to significant net-
work effects, which entails switching
costs for users (Dowd and Greenaway,
1993). If a merchant were to start to
price goods and services in bitcoin, she
would incur substantial exchange rate
and conversion risks. With inputs and
taxes being priced in official currency,
bitcoin income from sales would have
to be at least partially converted into
official currency. But their value would
fluctuate in terms of the official cur-
rency according to the daily exchange
rate, and conversion costs would accrue.
As aresult, while there are a number of
online merchants accepting bitcoins in
payment, none of them is known to use
the bitcoin as a unit of account. Instead,
prices are fixed in official currency and
bitcoin prices are adjusted according to
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the bitcoin’s fluctuating exchange rate,
possibly including additional costs for
the conversion spread.

While several (mainly online) mer-
chants accept payment in bitcoin" and
the Bitcoin network has attracted a
significant number of payment transac-
tions, there are strong reasons to sus-
pect that bitcoins are not widely used
as a means of payment. Due to the
anonymity of transactions, no direct
observation on the motives underlying
bitcoin payments is possible. But the
fixed supply of bitcoins is designed to
attract users with the promise of value
appreciation in the face of growing
demand. Whereas official currency is
managed with a view to serving as a
stable store of value over the short and
medium term, Bitcoin builds on the
promise of long-term value apprecia-
tion, not stability. In the short term, it
even exhibits extraordinary volatility in
comparison with most other financial
assets (Yermack, 2013; see chart 2)."
There is no market maker willing or
able to ensure the stability usually
expected from a currency by users.
Rather than a store of value, the bitcoin
can be better characterized as a specu-
lative asset. In light of this, economic
incentives for hoarding are far greater
than incentives for spending bitcoins.
Exceptions are transactions where using
official currency is not applicable or
disadvantageous (e.g. illicit transactions
and small-denomination online pay-
ments). According to Segendorf (2014,
p- 79), trade appears to be subdued as a
mere 4% of all bitcoin holdings are
traded within one week and 24%
within three months. It takes six months
for some 50% to be traded, and about
38% are held for more than one year.

"2 According to a Bitcoin Foundation executive, “Choice in currency is the free speech of commerce.” (Matonis, 2013).

13 According to http://coinmap.org about 50 Austrian companies accept payment in bitcoin.

" Although the implications of this attribute for portfolio choice are subject to debate, see Briere et al. (2013).
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Gandal and Halburda’s (2014) ob-
servations on market developments in
competing cryptocurrencies confirm
this assessment. A number of crypto-
currencies have emerged in the wake of
Bitcoin, most of them modeled after
the latter with small variations in
design. If there were an emerging mar-
ket for cryptocurrency as a substitute
for money, network effects would
entail a winner-takes-it-all dynamic.
But although Bitcoin was the first and is
by far the largest network in terms of
market capitalization, several hundred
competitors have since then been estab-
lished by various entities and some have
succeeded in gathering some support.
This could be considered evidence that
the financial asset function is a more
prominent motive than currency adop-
tion among users.

4 The Opinion of Governments
and Regulators

Following the bitcoin’s price hikes and
increasing coverage by the media, gov-
ernments, central banks and regulators
have started to publish opinions on
Bitcoin. These publications discuss the
risks of Bitcoin (e.g. to costumers or
financial stability), potential regulatory
responses or the legal and fiscal classi-
fication of Bitcoin. In this section, we
review some of these assessments,
focusing on Austrian and European
contributions.

The risks of Bitcoin and potential
regulatory reactions are for example
discussed by the European Central
Bank (ECB, 2012) and the European
Banking Authority (EBA, 2014). The
ECB focuses on those aspects that are
relevant for central banks, i.e. risk to
price stability, financial stability, the
payment system, and reputational risks
for central banks. Overall, the ECB
concludes that virtual currency schemes
do not pose considerable risks, inter

alia because of their relatively low
volume and their limited interrelation
with the real economy. However, this
could change if virtual currency schemes
became quantitatively more important
and their use more widespread. The
ECB further notes that, as payment
systems, virtual currency schemes fall
into the responsibility of central banks.
Central banks therefore also need to
take into account potential reputational
risks as central banks may be held
responsible by the public for incidents
involving bitcoins. In any case, the
development of virtual currency schemes
and their interaction with the real
economy should be closely monitored.

After the EBA had issued a warning
to make consumers aware of risks that
arise from the fact that virtual curren-
cies are not regulated (EBA, 2013), the
regulatory agency published an opinion
on virtual currencies in July 2014
(EBA, 2014). It comprises a discussion
of potential benefits and risks of virtual
currency schemes as well as the EBA’s
opinion on their regulation. Even
though the EBA (2014) concedes that
there are potential benefits (e.g. lower
transaction costs, increased financial
inclusion), it considers these benefits
less relevant in the EU. Some of the
potential advantages may only exist
because of the lack of regulation.
Furthermore, it is not guaranteed that
these advantages will still apply in the
future. On the other hand, the EBA
identifies about 70 risks and categorizes
them (see figure 1 in EBA, 2014,
p- 22), for instance, into risks to users
(e.g. losses through hacking), risks to
non-user market participants (e.g. mer-
chants are eventually not reimbursed),
risks to financial integrity (e.g. money
laundering, other financial crime),
risks to existing payment systems (e.g.
conventional payment services compro-
mised from virtual currency operations
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of the payment system provider), and
risks to regulatory authorities (e.g.
reputational risks when chosen regula-
tory approach fails). Not all of these
risks are specific to virtual currencies;
some are also present in conventional
payment services or financial products.

As to regulation, the EBA (2014)
differentiates between an immediate
response and a comprehensive response
that can most likely only be imple-
mented in the long term. The immedi-
ate regulatory response that the EBA
advocates should mitigate risks that
arise from the interaction of virtual
currency schemes and the regulated
financial sector. This should essentially
be achieved by separating regulated
financial services from virtual currency
schemes as regulators should discour-
age regulated financial intermediaries
from buying, holding or selling virtual
currency schemes. Furthermore, the
EBA recommends for “market partici-
pants at the direct interface between
conventional and virtual currencies
such as virtual currency exchanges, to
become ‘obliged entities” under the EU
Anti Money Laundering Directive and
thus subject to its anti-money launder-
ing and counter terrorist financing
requirements” (EBA, 2014, p. 6). The
comprehensive long-term regime in-
cludes, among other eclements, the
creation of a governance authority for
each virtual currency scheme that is
accountable to the regulator, the col-
lection of basic identity information
when someone buys virtual currencies,
standards for individuals performing
certain functions with respect to a
virtual currency scheme, mandatory
incorporation as a legal person in an EU
Member State, capital requirements for
those market participants that hold
virtual currency on behalf of others as
well as measures that ensure the security
of IT systems. Risks stemming from
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the fact that virtual currencies are not
legal tender and that there is no author-
ity that provides exchange rate stability
remain deliberately unaddressed.

Another strand of official responses
deals with the legal classification of
both Bitcoin and economic activity
related to bitcoins as well as tax-related
issues. In this regard, the Austrian
Ministry of Finance (BMF, 2014) argues
that the bitcoin does not constitute a
financial instrument. The Ministry of
Finance basically shares the opinion of
the Austrian Financial Market Author-
ity (FMA, 2014), which states that
— while Bitcoin is in principle neither
regulated nor supervised by the FMA
— certain business models involving Bit-
coin may require compulsory licensing.
Certain activities involving bitcoin
transactions can be taxable, e.g. VAT
for the exchange of bitcoins and income
tax on income from mining and capital
gains. The view of the Ministry of
Finance that the bitcoin is not a financial
instrument departs from the opinion of
the Austrian Ministry of Economics
(BMFWE, 2014). In the same vein,
Germany’s Federal Financial Super-
visory Authority (BaFin, 2014) regards
the bitcoin as a financial instrument,
but not as e-money. Trading of bitcoins
may require authorization.

Several institutions also warned
consumers against using or investing in
bitcoins, stressing the risks involved.
The above-mentioned warning by the
EBA (2013), for instance, stresses the
fact that users of Bitcoin are not
protected by regulation (e.g. in case
“platforms that exchange or hold virtual
currencies fail or go out of business”)
and that the value of bitcoins may not
remain stable. The EBA (2013) dis-
cusses potential losses due to fraud (e.g.
when digital wallets are hacked) and
advises consumers to take care of
potential tax liabilities resulting from
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the use of virtual currencies. In Austria,
the warnings of the EBA were reiterated
by the FMA (2014). Similar warnings
were issued, inter alia, by the Banca
d’Italia (2014) and the Banque de
France (2013).

5 Summary and Conclusions

From a technical point of view, Bitcoin
offers an interesting proposal for a
decentralized payment system. But
doing away with regulated intermedi-
aries in payment systems exposes users
to a number of new risks and costs,
which will make its use only attractive
for purposes which are underserved by
existing payment systems, such as illicit
transactions due to its anonymity
features as well as small-denomination
online payments due to transitory low
user costs. The risks involved have been
the subject of a number of opinions
recently issued by authorities world-
wide.
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