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Global Economy Continues to Recover
in a Fragile Environment

U.S. economic growth has been gaining momentum, with the annualized growth rate of real
GDP reaching 3.1% in the fourth quarter of 2010. Factoring in this good performance, the IMF
has revised upward its economic outlook for 2011 by 0.7 percentage points to 3.0%. At the
same time, the labor market has been slow to improve, and housing markets are still adjusting;
hence the contribution of labor and housing to economic growth has been rather moderate.

Furthermore, the devastating earthquake in Japan hit the economy at a time when the
recovery of economic activity was still fragile. Judging from previous experience with earth-
quakes, international organizations expect the setback in Japanese growth to be temporary,
however. The growth effect might swing back into positive territory as reconstruction efforts
accelerate in the second half of 2011. Given the limited openness of the Japanese economy,
the repercussions on the world economy are likely to remain subdued. The Bank of Japan
(BoJ) moved to support the economy by providing ample liquidity and expanding its purchases
of securities from the private sector. The G-7 economies joined forces to intervene against the
strong appreciation of the Japanese yen in the days following the earthquake.

The year 2010 saw China emerge as the second-largest economy worldwide behind the
United States, measured at current GDP prices. The IMF expects the Chinese economy to
grow by 9.6% in 2011. The Chinese central bank responded by raising minimum reserve
requirements a few times and by increasing its key monetary policy rates three times to keep
the economy from overshooting. The renminbi has appreciated by close to 4% since China
returned to a more flexible exchange rate arrangement in 2010.

Euro area real GDP grew by just 0.3% quarterly in the fourth quarter of 2010. Euro area-
wide unemployment reached 9.9% in January 2011, just 0.2 percentage points short of the
12-year peak recorded in October 2010. ECB staff projections for GDP growth in 2011 are
within a range of 1.3% and 2.1%. Reflecting commodity price increases, the annual growth
rate of HICP inflation has been trending upward since mid-2010, standing at 2.4% in February
2011. While the economic recovery implied a reversal of public debt dynamics in most euro
area countries, the high debt levels of some euro area countries continued to cause turbu-
lence. Exacerbated by the downgrading of ratings for Greece Portugal and Spain, the spreads
payable on sovereign bonds issued by peripheral European countries remained elevated. In the
spirit of European solidarity, a permanent crisis mechanism — the European Stability Mecha-
nism — has been established in the euro area, which will become operational in mid-2013.

The gradual economic recovery in Central, Eastern and Southeastern European (CESEE)
EU Member States continued in the second half of 2010. The business cycles of the countries
in the area reconverged somewhat, and domestic demand gained momentum as a driver of
growth. These developments were underpinned by a stabilization of current account balances,
following a significant recovery of those positions during the recent years of subdued economic
growth. Rising food prices and tax increases in a number of countries stoked inflation in recent
months, prompting a number of central banks to raise their key monetary policy rates, thereby
initiating a reversal from the broadly accommodative stance adopted in the period of crisis.

The Austrian economy, finally, is in very good shape notwithstanding a number of risk
factors. The key engine of growth has been the manufacturing industry, which has begun to
invest again given strong export growth, whereas the construction sector continues to contract.
The OeNB’s short-term economic indicator results point to above-average growth in the first
half of 2011. These developments will, in turn, continue to improve labor market conditions,
which are already favorable. The surge in energy and commodity prices has caused inflation
to rise strongly lately; the rate hit 3.1% in February 2011.

JEL classification: E2, E3, O1
Keywords: global outlook, euro area, central, eastern and southeastern Europe, Austria

"' Qesterreichische Nationalbank, Foreign Research Division, aleksandra.riedl@oenb.at, josef.'schreiner@oenb.at;
Economic Analysis Division, martin.schneider@oenb.at.
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1 Robust World Economic
Growth; Effects of Earthquake
in Japan Difficult to Estimate,
but Geographically Limited

1.1 U.S. Economic Revival

Accelerates

U.S.  economic growth has been
gaining momentum. The annualized
growth rate of real GDP reached 3.1%
in the fourth quarter of 2010, largely
bolstered by household consumption,
as in previous quarters. At the same
time, the contribution of net exports to
growth turned positive again in 2010,
reflecting a sharp decline in imports,
which had been rebounding strongly. In
the first half of 2010, the United States
had been benefiting broadly from
Chinese export subsidies, which ex-
pired at the end of July 2010. A large
share of these imports from China was
used to restock, thus driving large-
scale inventory accumulation. In other
words, the decline in U.S. imports and
the destocking dynamics in the fourth
quarter of 2010 constitute market
adjustments.

Global Economy Continues to Recover in a Fragile Environment

The by now relatively broad-based
U.S. growth patterns are likely to be
robust. The major leading indicators —
such as the Purchasing Managers’
Index, retail sales or the Conference
Board Consumer Confidence Index —
signal rising growth dynamics. The
IMF revised upward its growth outlook
for 2011 by 0.7 percentage points to
3.0% and expects economic activity to
expand by 2.7% in 2012. The Federal
Reserve System (Fed) projects growth
for 2011 to be within a range of 3.4%
to 3.9%, coupled with moderate infla-
tion rates ranging from 1.3% to 1.7%.

The signals coming from the U.S.
labor market have been mixed lately.
The unemployment rate dropped fur-
ther to 8.9% in February 2011, which
means that it has retreated 1.2% from
the peak value registered as a result of
the recession but that it remains 5 per-
centage points above the levels ob-
served in the ten years before the eco-
nomic and financial crisis emerged. At
the same time, the number of new jobs
has been limited lately. Adjustments in

Chart 1
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the housing markets are ongoing, as re-
flected by the continued high number
of foreclosures and declining house
prices. Thus, housing spending is not
contributing to economic growth in
the United States for the time being.

The inflation rate has been going up
visibly lately; in February 2011, it rose
by 2 percentage point to 2.1%. This
surge primarily reflects developments
in global market prices for crude oil
and other commodities. The composite
index for commodity prices was close
to the peak observed in mid-2008.
Apart from the global economic re-
vival, the rise in energy prices reflects
the current political turbulence in
Northern Africa.

The steep upward trend in food
commodity prices is attributable to the
adverse weather conditions prevailing
in 2010 and might, therefore, be re-
versed soon. Should inflation continue
to rise, a turnaround in the Federal
Reserve’s monetary policy stance might
be in the offing. At its meeting on
January 25/26, 2011, the last meeting
before the editorial deadline for this
report, the Fed left the federal funds
rate unchanged within a range of 0% to
0.25% and was intending to keep the
rate at this level for an extended period.
Furthermore, the Fed confirmed that it
continued to stand ready to buy Trea-
sury bonds worth USD 600 billion un-
til mid-2011.

1.2 Devastating Earthquake Hits
Japan on Top of Already Fragile
Economy

An earthquake measuring 9.0 on the
Richter scale shook northeast Japan on
March 11, 2011, triggering a tsunami
and causing severe damage to several
nuclear power plants and hitting an
economy that was still at a very fragile
stage of the business cycle. Govern-
ment consumption incentives such as

premiums for car and flat-screen TV
purchases had caused substantial front-
loading effects in mid-2010 but by the
fourth quarter, when the incentives
were phased out, GDP growth had re-
turned to negative territory quarter-
on-quarter. In January 2011, the IMF
forecast growth for 2011 to be modest
at 1.6%.

While only about 6% to 7% of the
Japanese population live in the areas
afflicted most by the earthquake and
the tsunami, and these areas only
account for the same percentage of out-
put, the damage to the economy is con-
sidered to be massive. Several weeks of
recurrent temporary power outages in
a larger region that accounts for some
40% of Japanese output contributes to
this damage. It will take some time to
fully assess the impact of the accidents
at the nuclear power plants. However,
the negative growth effects stemming
from output losses will gradually be
offset by the positive effects of recon-
struction. Provided that experience
with tremors in the past is applicable to
this incident, the net economic effect
may well be positive after a few months.

The impact on the global economy
may well be limited, however, since
Japan is a fairly closed economy with a
share of no more than 4.5% in world
trade. China and the U.S.A. are Japan’s
main trading partners; the euro area
follows with a substantially smaller
share. But noticeable effects for the
world economy could result from its
reliance on important niche products
from leading suppliers of automotive
and electronic parts in the affected
region. These suppliers’ failure could
disrupt global production chains.

To stabilize markets,
which became edgy when the earth-
quake hit, the Bank of Japan provided
large-scale liquidity in the days follow-
ing the tremor and announced that it

financial
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would double its securities purchase
program from JPY 5,000 billion to JPY
10,000 billion (EUR 87 billion). With
key interest rates near zero (ranging
from 0.0% to 0.1%) and government
debt at over 200% of GDP, Japan’s eco-
nomic policymakers have virtually no
scope to stimulate the economy.
Whereas Japanese stock prices
plummeted in the days following the
carthquake, the Japanese yen appreci-
ated, reaching its highest value against
the U.S. dollar since World War II on
March 16, 2011. Apparently, insurance
and withdrew
funds from abroad to finance recon-

companies investors
struction. To curb the rise of the
Japanese yen and the rapid deteriora-
tion of Japanese competitiveness in
its wake, the G-7 industrial nations
pledged a concerted money market in-
tervention, thus bringing down the
value of the yen against the world’s ma-
jor currencies and stabilizing it at a
level close to that of the months pre-
ceding the earthquake.

1.3 China Puts a Lid on Inflation

In 2010, China for the first time took
second place in terms of nominal GDP
behind the U.S.A. China displaced
Japan, which had been the runner-up
to U.S. output for decades after step-
ping into Germany’s shoes in 1967. In
the fourth quarter of 2010, China’s
economy grew by 9.8% (annualized).
The IMF forecasts growth to continue
in the same vein in 2011 and 2012. The
impact of the earthquake in Japan on
the country’s main trading partners is
difficult to assess. In the short run,
China may benefit by taking up the
slack caused by the shortfall in Japanese
production. In the medium term,
though, disruptions of the production
chain may also have negative effects.
Dynamic economic growth in
China does present some problems. For

Global Economy Continues to Recover in a Fragile Environment

example, inflation was running at 4.9%
in the first two months of 2011. Fast-
paced inflation reflects a rapid rise in
politically particularly sensitive food
prices as well as energy and other com-
modity prices. However, core inflation
is also elevated.

China has already raised its mini-
mum reserve rate several times and
boosted key interest rates three times,
most recently by 25 basis points in Feb-
ruary 2011, to counteract an overheat-
ing of the economy. The speed of the
appreciation of the Chinese renminbi
against the U.S. dollar has also gained
momentum. Since the fixed peg was
loosened in June 2010, the value of the
renminbi has risen by nearly 4%.

2 Euro Area Economy Remains
on a Growth Path
2.1 Exports and Private Consump-

tion Are Mainstay of Growth in
the Fourth Quarter of 2010

After experiencing robust growth in
the first half of 2010, the euro area
saw economic momentum weakening
somewhat in the second half of the year.
GDP growth came to just 0.3% quar-
ter-on-quarter in the fourth quarter of
2010. For 2010 as a whole, economic
growth ran to 1.7%. Net exports and
consumer spending made positive con-
tributions to growth in the fourth quar-
ter of 2010, with consumer spending
largely making up for the losses it had
suffered during the recession. Inven-
tory changes and gross fixed capital
formation provided slightly negative
contributions to growth in the second
half of 2010.

The business cycle pattern of the
euro area at the end of 2010 was mainly
influenced by the economic develop-
ments in Germany. The German econ-
omy expanded by only 0.4% in the
fourth quarter of 2010 after having
posted above-average growth in the
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Chart 2

Components of Real GDP Growth in the Euro Area
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second and third quarters. Growth
rates were moderate in France, Spain
and Italy as well. Greece and Portugal
posted negative growth rates, as private
consumption contracted sharply in the
wake of substantial consolidation mea-
sures.

2.2 GDP Growth Expected to Be
Stable in 2011 and 2012

Economic growth is expected to rise to
0.5% in the first quarter of 2011. The
sustained global recovery boosts the
export sector, and high business confi-
dence as well as an expansive monetary
policy support investment. Capacity
utilization is also increasing at a con-
stant rate; in the first quarter of 2011, it
was only marginally below its long-
term average. Confidence indicators
signal a positive attitude as well. The
Purchasing Managers’ Index for indus-
try, for example, which generally is a
reliable leading indicator of quarterly
GDP performance, posted a ten-year
high in February 2011.

The improved outlook for the world
economy and for domestic demand
prompted upward revisions of key fore-

casts. ECB experts anticipate GDP
growth to range between 1.3% and
2.1% in the euro area in 2011. This cor-
responds well with the most recent
estimates of the European Commission
(t1.6%). For 2012, ECB experts ex-
pect a growth rate of between 0.8%
and 2.8%. The worldwide recovery,
expansionary monetary policy and on-
going financial system stabilization
measures will continue to support the
euro area economy. The upswing will
increasingly become self-supporting on
the back of the gradual improvement of
consumer spending. However, indis-
pensable budget consolidation will act
as a damper on the upturn.

2.3 Marginal Decline in Unemploy-
ment on the Horizon

Seasonally adjusted unemployment fell
slightly to 9.9% in the euro area in
January 2011, after the unemployment
rate had stabilized at 10.0% in the pre-
ceding months. According to first esti-
mates by Eurostat, employment figures
also augmented, and employment
growth accelerated. The European
Commission does not expect the un-

10
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employment rate to decline noticeably

until 2012 (to 9.6%).

2.4 Trend Reversal of Budget Devel-
opments Initiated, Debt Crisis
Continues in Some Euro Area
Countries

In 2010, the euro area deficit ratio
remained unchanged against the year
before at 6.3% of GDP. But a trend
reversal is in the offing in most euro
area countries, given the continued
economic recovery and resolute budget
consolidation measures. The average
euro area deficit ratio is anticipated to
shrink to 4.6% in 2011. Nevertheless,
the individual euro area countries’
fiscal positions are very heterogeneous
and depend significantly on the extent
of the macroeconomic imbalances in
the respective countries before the finan-
cial crisis hit. Ireland, for example, had
tipped into a deep recession following
the bursting of a real estate bubble in
2008 that severely hit the country’s
oversized banking sector. Government

Chart 3
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support measures, in turn, caused pub-
lic debt to explode. Ireland’s public
debt burgeoned to 97% of GDP by the
end of 2010, and in 2011, the deficit
ratio will probably run to 10.3% of
GDP. Countries such as Germany,
Finland and Luxembourg, by contrast,
will be able to slash their deficits to
below 3% of GDP as early as in 2011.

After Greece had been granted
bilateral bridge loans in May 2010,
other countries with budget problems
were also given the option of extending
the time they needed to put their
finances in order. Therefore, Ireland
accepted a bailout package in Novem-
ber 2010 under a financial safety net
that the European Union and the IMF
had conceived in fall 2010 to run for
three years. The emergency funding of
EUR 85 billion for Ireland will be
financed jointly by the IMF, the newly
founded European Financial Stability
Facility (EFSF) and the newly founded
European Financial Stabilisation Mech-
anism (EFSM).

In addition to Ireland and Greece,
Portugal also moved into the focus of
attention at the end of 2010 and begin-
ning of 2011. While Portugal was one
of the few euro area countries that had
not experienced a banking crisis, it had
come under pressure, much like Greece
had, because of its high government
debt and weak competitive position.
Public attention was also focused on
Spain, whose government debt at 65%
of GDP continues to be just above the
level prescribed by the Maastricht
Treaty but whose banking sector has to
cope with the effects of a real estate
bubble.

Neither the first successful pro-
grams to consolidate government bud-
gets nor the rapid implementation of
newly established funding facilities
were able to put financial markets at
case for any length of time. Exacer-

MONETARY POLICY & THE ECONOMY Q1/11
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bated by the downgrading of ratings for
Greece, Portugal and Spain, the risk
premia on sovereign bonds issued by
peripheral European countries re-
mained high. To ensure sustained
capacity for action, the European
Council decided on March 24 and 25,
2011, to establish a permanent Euro-
pean Stability Mechanism (ESM) with
subscribed capital of EUR 700 billion,
which will take effect from 2013, and
the euro area countries along with six
other EU Member States adopted a
competitiveness pact called the “Pact
for the Euro,” under which the partici-
pating countries undertake to imple-
ment concrete national commitments
every year to foster competitiveness,
promote employment, contribute fur-
ther to the sustainability of public
finances and reinforce financial stabil-

ity.

2.5 Higher Commodity Prices Push
Up Inflation

The rate of HICP inflation in the euro
area rose steadily from 1.6% (mid-
2010) to 2.4% (February 2011). Around
the turn of the year, higher prices for
unprocessed foods and energy fueled
inflation in particular. Core inflation
(HICP excluding energy and unpro-
cessed foods) came to just 1.1% in Feb-
ruary 2011. As the rise in food prices
had its roots in unfavorable weather
conditions in 2010, a change in this
trend is to be expected soon. Thus,
ECB staff projections show inflation
remaining at 2.0% to 2.6% in 2011 and
to sink to a rate between 1.0% and
2.4% in 2012. The uncertainty sur-
rounding the development of oil and
energy prices represents a significant
upside risk to this forecast. More
recently, uncertainties linked to the
political upheavals in northern Africa

have once again caused the oil price to
rise markedly. It is also unclear whether
the impact of the earthquake in Japan
will prompt a fundamental change in
energy policy and will thus lead to a
negative supply shock in the medium
term. Medium- to long-term inflation
expectations remain anchored at a level
that is in line with the Eurosystem’s
objective of keeping inflation below but
close to 2% in the medium term.

2.6 Phase of Rising Interest Rates

Begins
Since the press conference following
the first ECB Governing Council meet-
ing of 2011, at which the prospect of an
increase in interest rates was held out,
interest rate expectations have been
on the rise. At the end of March 2011,
markets were expecting the Euro
OverNight Index Average (EONIA) to
climb back to the key interest rate level
of 1% by May 2011 and to continue its
ascent to reach about 1.7% in February
2012; the current level is at 0.7%. The
expectation of a boost in interest rates
immediately fed into money market
rates, causing them to rise.

Long-term rates in the euro area
steadily increased from a low of 2.8%
in August 2010 to roughly 4.0% at the
end of March 2011. The uptrend partly
reflects the improvement in business
conditions and partly the development
of risk premia, which have jumped
since October 2010 when the financial
markets began to question some highly
indebted countries’ solvency. European
solidarity with countries experiencing
financial difficulties will be decisive for
the further development of long-term
interest rates. Agreement on the details
of the ESM at the end of March 2011
was a decisive step in support of com-
mon initiatives.

12
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3 Economic Developments in
Central, Eastern and South-
eastern Europe

3.1 Gradual Economic Recovery

Continues

After the 2009 crisis, Central, Eastern

and Southeastern Europe (CESEE) saw

a gradual economic recovery in 2010,

with quarter-on-quarter  economic

growth averaging a robust 0.7% in the
third and fourth quarters. This is still
just around half the growth rate
recorded in the years immediately pre-
ceding the crisis, but the economic

upswing then had taken place in a

particularly favorable environment.

Moreover, in 2010, the economic
cycles of the individual CESEE coun-
tries began to show signs of reconver-
gence. A certain degree of heterogene-
ity remains, however, with develop-
ments remaining subdued in Hungary
and Romania in particular. In addition,
output developments in the Baltic coun-
tries continue to display relatively high
volatility.

The composition of GDP growth
provides another indication of increas-
ing stabilization in CESEE: Although in

many countries economic growth con-

Global Economy Continues to Recover in a Fragile Environment

tinues to rely to a large extent on inven-
tory changes and the external sector,
domestic demand has regained its role
as a driver of economic growth in at
least some CESEE countries in the
third and fourth quarters of 2010. This
is particularly the case in some Central
European countries which weathered
the economic downturn relatively well
in 2010 and returned to a growth path
at an early stage or which — like Poland
— did not slip into recession in the first
place. Domestic demand was the major
growth factor in Slovakia and Poland
and showed signs of improvement in
other CESEE countries as well. Both
investments and private consumption
were the key drivers of this recovery in
domestic demand. On the one hand,
strong export dynamics and industrial
production as well as the subsequent in-
crease in capacity utilization may have
contributed to this development, on
the other hand, the job market situation
in the region has stabilized and public
sentiment in general is cautiously posi-
tive. The European Commission’s Eco-
nomic Sentiment Indicator for the
region consequently returned to its
long-term average in January 2011.

Chart 4
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Chart 5

Year-on-Year GDP Growth
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Hesitant lending, the necessity to fur-
ther reduce household debt, the in-
creased need to consolidate public
finances and weak construction activity
continue to weigh on the overall recov-
ery, however.

Against this background, the eco-
nomic outlook for the CESEE region
will still be somewhat subdued for
2011. Current forecasts assume an av-
erage growth rate of just under 3% for
CESEE in 2011, with economic activity
expanding again in all the countries of
the region (at a rate of between 2% and
4.5%). In 2012, growth will continue
to increase slightly to an average rate of
between 3.5% and 4%, before stabiliz-
ing around an annual 4% in the period
from 2013 to 2015. At this rate, the
CESEE countries would regain a rela-
tively two-percentage  point
growth edge on the euro area. Follow-
ing a pronounced slowdown in 2009
and 2010, income convergence with
the euro area will thus continue at a

clear

stronger pace in the future. The record
highs posted in the pre-crisis boom
years may well have been a historical
exception, however.

3.2 Current Account Positions
Largely Stable after Significant
Improvement during the Crisis

The external position of all CESEE EU
Member States improved (sometimes
significantly) during the crisis. In the
wake of accelerating economic activity,
current account positions appear to be
stabilizing at the moment, which is
mainly attributable to two factors:
First, domestic demand, which had
lately strengthened in some countries,
has a dampening effect on trade bal-
ances. Second, income accounts dete-
riorated in many countries, most likely
reflecting the renewed repatriation of
profits from foreign direct investment
enterprises. Hungary, Bulgaria and
Romania are the major exceptions from
the developments outlined above; in

14
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Global Economy Continues to Recover in a Fragile Environment

Chart 6
Current Account Balances in CESEE
% of GDP, moving average over the last four quarters
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these countries, the recovery is still
slightly more fragile than in the re-
maining CESEE countries, and the pos-
itive effects of the economic slack on
the current account positions persist.
But these positive effects are likely to
fade out in the course of 2011. Current
forecasts expect current account bal-
ances to deteriorate slightly in all
CESEE countries in 2011 — a trend that
is likely to continue over the medium
term. However, as there are currently
no indications of overshooting in lend-
ing, wages and public spending (like
before the crisis), it is very unlikely that
over the next few years, current ac-
count gaps will again widen to their
extremely high pre-crisis levels.

3.3 Exit from Monetary Easing as
Inflation Rates Rise

Inflation rates were rising (clearly, in
part) across the entire CESEE region
over the past few months. This was
mainly attributable to surges in both
processed and unprocessed food prices,
which together account for almost
the entire average rise in inflation in
CESEE. In some countries, VAT hikes,
which were implemented in a reaction
to tight fiscal positions, fueled inflation

as well. This effect was most obvious in
Romania, where a rise in the major
VAT rate from 19% to 24% in the sum-
mer of 2010 caused the inflation rate to
almost double in the second half of the
year. VAT hikes took also place in the
Czech Republic at the beginning of
2010 (from 19% to 20%) and in Poland
and Slovakia at the beginning of 2011
(from 22% to 23% and from 19% to
20%, respectively). In Slovakia in par-
ticular, this rise had a significant effect
on the inflation rate as early as in Janu-
ary 2011.

Although core inflation remains
clearly below HICP inflation in most
countries under consideration, several
central banks in the region increased
their key interest rates in response to
rising price pressures, thereby starting
the exit from the broadly accommoda-
tive monetary policy stance adopted
during the crisis. Narodowy Bank
Polsky (NBP), for example, raised its
key policy rate by 25 basis points to
3.25% in January 2011, while Magyar
Nemzeti Bank (MNB) increased its key
interest rate in three steps by 25 basis
points each (November and December
2010 and January 2011) to currently
6%. In Poland, CPI inflation came to
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3.6% in February 2011 and was thus
clearly above the inflation target of
2.5% (CPI). Given high energy and
food prices as well as the VAT hikes
mentioned above, Poland is not ex-
pected meet its inflation target over the
next few months. According to the
NBP, accelerating price growth has be-
gun to affect inflation expectations.
The situation is similar in Hungary,
where the central bank expects to
clearly surpass the inflation target (3%
CPl inflation) in the next few quarters.
Rising food and oil prices as well as the
potential pass-through of special sec-
toral taxes to consumer prices will have
a short-term inflationary effect, while
on the cost side, moderate wage devel-
opments are likely to slow down price
growth at least in the short term. Infla-
tion expectations, however, remain at a
relatively high level (between 4.0% and
5.5%) and might — together with
strengthening consumer demand —
slow down the decrease in inflation as
soon as the effects of short-term shocks
have subsided. In addition, the higher
risk premiums on Hungarian financial
assets recorded in the period in ques-

tion may have influenced the interest
rate decisions of the MNB.

The trend toward some monetary
tightening in periods of rising inflation
rates can be observed in a number of
non-EU CESEE countries. Thus in
February 2011, the Central Bank of
Russia (CBR) raised several interest
rates (e.g. the refinancing rate, by
25 basis points to 8%) as well as the
minimum reserve requirements (which
it had slightly raised already in January
2011). At the same time, the trading
band of the Russian ruble around its
central rate against a U.S. dollar-euro
currency basket consisting of the U.S.
dollar and the euro was widened from
RUB 4 to RUB 5. In Serbia, the key
interest rate was raised in two steps in
January and March 2011, by 50 basis
points and 25 basis points, respectively,
to 12.25%. Apart from fighting infla-
tion, another objective of these mea-
sures may have been to stabilize the
Serbian dinar, which had come under
pressure over the past months and had
to be supported through several inter-
ventions.

Chart 7

Inflation Developments in CESEE

Contributions to HICP changes (against the same quarter of the previous year) in percentage points, HICP in 9%
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The Turkish central bank (TCMB),
by contrast, lowered its key interest
rate by 25 basis points to 6.25% in Jan-
uary 2011 despite the economic boom,
following a reduction by 50 basis points
in December 2010. Most likely, this
step was aimed at containing (specula-
tive) capital inflows and has to be seen
in connection with a rise of several
minimum reserve requirements agreed
upon a few days after the interest rate
reduction. According to the TCMB,
this measure absorbed liquidity to the
extent of EUR 4.9 billion from the
market, which means that overall,
these two monetary policy steps
resulted in a certain tightening of mon-

etary policy.

4 Austrian Economic Growth
Remains Strong in Early 2011
4.1 Economic Growth Reaches 2.1%

in 2010

After the severe economic slump in the
course of the financial and economic
crisis, Austria’s economy returned to
positive growth in 2010. The main
drivers of economic recovery were the
rebound of the world economy and in
particular the robust economic growth
observed in Germany, Austria’s main
trading partner. In the fourth quarter

Global Economy Continues to Recover in a Fragile Environment

of 2010, export activity slackened tem-
porarily, but this development did not
come as a surprise after the extraordi-
narily rapid growth rates recorded in
previous quarters. The results of the
OeNB’s export indicator, which is
based on truck mileage data provided
by ASFINAG, Austria’s highway opera-
tor, suggest that exports resumed their
expansion in January and February
2011. As Japan plays only a minor role
as a trading partner to Austria (e.g. ac-
counting for only 0.8% of Austrian
goods exports in 2009), the catastro-
phe in Japan is currently not expected
to have direct adverse effects on the
Austrian economy.

The dynamic growth in exports
was especially beneficial to Austrian in-
dustry; by the end of 2010, this sector
was able to offset nearly three-quarters
of the drop in production by just under
20% brought about by the crisis.
Thanks to growth in exports and in-
dustrial production, the contractionary
phase of the investment cycle also came
to an end in mid-2010. Manufacturers
reported above-average levels of capac-
ity utilization, and investments in plant
and equipment began to climb again for
the first time in nearly two years. At
the same time, construction invest-

Table 1
Real GDP and Demand Components (in real terms; seasonally and working-day adjusted)

GDP Private Govern- Gross fixed | Exports Imports Total Net Inventories | Statistical
consump- | ment capital domestic exports discrepancy
tion consump- | formation demand

tion (excluding
inventories)
Change on previous period in 9% | Contribution to GDP growth in percentage points

Q110 0.2 0.2 =32 1.1 32 24 -07 0.5 03 01
Q210 1.0 0.2 0.3 03 4.2 37 0.2 0.5 0.4 -0.2
Q310 1. 0.2 01 12 32 2.7 04 0.5 04 -01
Q410 0.8 0.2 0.3 14 12 0.8 04 03 04 -0.3
2008 22 0.7 39 2.8 0.5 1.7 17 1.2 —-0.6 -0
2009 =39 12 04 =79 —15.6 2.5 140 =27, -09 0.8
2010 21 1.0 =24 =12 10.6 7.5 -0.2 2.0 09 -0.6
Source: WIFO
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ments showed disappointing develop-
ment, as investments in both residential
construction and civil engineering
projects continued to fall. Despite posi-
tive quarterly growth rates in the last
three quarters of 2010, gross fixed
capital formation contracted further
over the year as a whole. Although con-
sumer spending rose moderately in
2010, domestic demand did not make a
positive  contribution to
growth, which was mainly driven by
net exports and restocking.

Some special temporary factors
which had previously supported growth
— such as the buildup of inventories de-
pleted during the crisis and the (now
expiring) expansionary fiscal policies
introduced in response to the crisis —
are currently fading out. This develop-
ment has been accompanied by addi-
tional factors dampening economic
growth: The fiscal consolidation mea-
sures required in response to the crisis

economic

are putting pressure on households’
disposable income. Combined with
sharp increases in energy and commod-
ity prices, this pressure has weakened
private consumption.

However, the growth dynamics un-
derlying the Austrian economy still ap-
pear to be robust. The highly favorable
situation on the job market is having a
positive effect on the household income
situation. Employment is once again
surging in Austria, which has led to de-
clines in unemployment figures. Both
the sharp rise in registered vacancies
and the massive decline in the number
of planned layoffs suggest that this
trend is likely to continue in the com-
ing months. In the near future, positive
stimuli can be expected mainly from
exports and investments. At the same
time, the restocking phase has probably
not yet come to an end and will there-
fore continue to drive growth as well.

Results of the OeNB Economic Indicator of March 2011

The Austrian economy is currently expanding at an above-average rate; this growth is primar-
ily rooted in strong demand from abroad. For the first quarter of 2011, the OeNB’s economic
indicator points to real GDP growth of 0.6% (seasonally and working-day adjusted; compared
to the previous quarter). In the second quarter of 2011, we can expect GDP growth to weaken
to 0.5%. In the first and second quarters of 2011, growth will thus come to 3.5% and 3.0%,

respectively, on a quarterly basis.

Short-Term Outlook for Austria’s Real GDP in the First and Second Quarters
of 2011 (seasonally and working-day adjusted)

2009 ‘ 2010 ‘ 2011
Q1 Q2 Q3 ‘ Q4 ‘ Q1 ’ Q2 ‘ 3 ‘ Q4 ‘ Q1 ‘ Q2
Year-on-year quarterly change in 9%

—44 54 38 18| 05 23 27 31 | 35 3.0
Quarterly change in %

20 -08 07 04 | 0.2 1.0 11 08 | 0.6 0.5

Annual change in %
-39 |

2.1 |

Source: Results of the OeNB's Economic Indicator of March 2011, Eurostat.

! The next release of the OeNB’s Economic Indicator is scheduled for July 2011.
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4.2 New Employment Record
Reached in February 2011
Thanks to the favorable development
of the economy in recent quarters, the
situation on the Austrian labor market
has improved markedly. For a full year
now, employment growth has been
accelerating steadily. According to em-
ployment data provided by the Main
Association of Austrian Social Security
Institutions, payroll employment had
risen by 72,100 (year on year) by Feb-
ruary 2011, which represents a growth
rate of 2.2%. A look at the seasonally
adjusted data series indicates a new em-
ployment high in February 2011, with
employment exceeding the previous
record of June 2008 by a full 14,200.
The continued surge in the number of
registered vacancies also warrants ex-
pectations of a further rise in employ-
ment over the coming months.
According to the most recent fig-
ures available (January 2011), Austria
and the Netherlands currently have the
lowest unemployment rates (both at

Global Economy Continues to Recover in a Fragile Environment

4.3%) in the entire EU, where the
overall average is 9.5%. Eurostat has
made substantial downward revisions
to Austria’s unemployment figures for
the past months, indicating that the
rate of unemployment dropped from
4.8% in the crisis year 2009 to 4.4% in
2010. Considering the depth of the
recession, the economic and financial
crisis thus left only a faint mark on the
Austrian labor market compared to
many other countries. Nevertheless,
total registered unemployment in Feb-
ruary 2010 was still 40,800 higher than
the low reached in February 2008,
which can be attributed to rapid growth
in the labor supply.

4.3 Energy Prices Fueling Inflation

Inflation accelerated steadily in the
course of 2010 and reached a new
high of 3.1% (HICP inflation rate) in
February 2011. This development was
primarily caused by the current surge
in energy prices, which accounted for
approximately one-third of the 0.6 per-

Chart 8

Austrian Labor Market Developing Very Favorably
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Employment

Thousand persons
3500 —

3450 —

3,400

3350

3,300

3,250

3200 —
2006 2007 2008 2009 2010

== Total payroll employment (seasonally adjusted; left-hand scale)
= Total registered unemployment (seasonally adjusted; right-hand scale)

on Labor Market

Thousand persons  Thousand persons

— 290 45
_o0 W
35
250
30
230 o5
210 20
15
190
10
170
5
_ 150 0
2011 2006 2007 2008

Source: Public Employment Service Austria, Main Association of Austrian Social Security Institutions, OeNB.

Leading Indicators Point to Further Improvement
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centage point rise in HICP inflation be-
tween January and February 2011. At
12.9%, inflation in the energy sector
was clearly higher in February 2011
than in the previous month (10.6%).
The prices of motor fuels and heating
oil shot up due to developments on the
crude oil markets. The rise in prices for
other fuels (natural gas, solid fuels) was
far less pronounced because those
prices are not directly affected by
changes in crude oil prices. According
to the OeNB’s projections, the hike in
taxes on mineral oils, tobacco and air-
line tickets introduced in Austria’s
fiscal consolidation package will boost
inflation by 0.4 percentage points in
2011. Food prices are also making a
noticeable contribution to inflationary
pressure at the moment; in February
2011, their contribution came to

0.7 percentage points. This can largely
be put down to rising commodity
prices, which have affected the prices
of processed foods in Austria. The
OeNB has now updated the inflation
forecast published at the beginning of
March 2011; on the basis of higher as-
sumptions regarding the price of crude
oil, the OeNB expects HICP inflation
to amount to 2.7% for the year 2011
overall.

At present, the development of
wages cannot keep up with inflation.
Wages per employee rose by 1.7% in
the fourth quarter of 2010. In February
2011, the index of agreed minimum
wages also increased by 1.7% year on
year. As a result, workers are currently
seeing their wages decline noticeably in
real terms.
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Austria’s Tax Structure in International
Comparison — A Statistical and Economic
Analysis

For several reasons, tax levels and structures are currently at the forefront of the economic
policy debate in Austria. We aim to contribute to the scientific basis of this discussion by
analyzing the specifics of the tax system in Austria.

The meaningfulness of the overall tax rate as an indicator is limited, given that there are
numerous options for financing market-related services and given that some economic or
social policy goals can be achieved on the revenue or the expenditure side of the budget or
both. The problems arising from these facts make it difficult to draw a meaningful inter-
national comparison of tax structures.

The taxation of labor is above average in Austria, which can be only partly attributed to
high social security contributions and the associated high government benefits for employees.
Revenues from taxes on property and wealth are exceedingly low in an international
comparison, reflecting above all Austria’s very low real property tax and below-average

revenues from taxes on financial and property transactions.

JEL classification: H20, EO1

Keywords: tax structure, overall tax ratio, national accounts

The level and structure of taxes’ are
currently at the forefront of the eco-
nomic policy debate in Austria. The
reasons for this interest are manifold
but above all connected to the funda-
mental question whether the inevitable
consolidation of public finances should
be achieved at least in part on the reve-
nue side, and if so, which types of taxes
can be raised without dampening
growth over the medium to long term
(e.g. Aiginger et al., 2010). There is
also a long-standing discussion on
whether high tax rates (as observed in
several European countries) dampen
growth as a rule.’ In addition, possible
tax structure reforms have always fea-
tured prominently in the discussion on
tax efficiency and fairness and the eco-
nomic policy debate at large, as differ-
ent taxes have different implications for
growth and distribution (e.g. Aiginger
etal., 2008).

1

walpurga.koehler-toeglhofer@oenb.at.

The discussion on a country’s over-
all tax burden or its tax structure is
usually based on aggregated data, as
compiled in accordance with the Euro-
pean System of Accounts (ESA) or very
similar systems.” The use of such data
is subject to some caveats, though: The
international comparability of tax ratios
and tax structures is limited by several
statistical and economic classification
problems. As a result, data on implicit
tax rates on labor and/or capital income
in individual countries need to be inter-
preted with caution. Moreover, when
international comparisons of tax struc-
tures are used for deriving policy rec-
ommendations in individual countries,
it is also important to know what kinds
of, say, capital taxes are actually charged
in the countries under review. We aim
to contribute to the discussion by
analyzing the specifics of the Austrian

OQesterreichische Nationalbank, Economic Analysis Division, lukas.reiss@oenb.at,

In this contribution, we use taxes to denote the sum of taxes in the narrow sense plus social contributions.
Schratzenstaller (2007) provides an overview of works on this issue.

For instance, the data used in the European Commission’s Taxation Trends Report (2010) were compiled in line

with ESA; those used in the OECD Revenue Statistics (2010a) were based on a slightly different concept.
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Austria’'s Tax Structure in International Comparison —
A Statistical and Economic Analysis

tax structure in an international com-
parison.

Section 1 explains the concept of an
overall tax ratio and highlights its infor-
mative value and its limits. Section 2
provides a brief overview of Austria’s
tax system in an international compari-
son. Sections 3, 4 and 5 focus on the
structure and level of taxes on, respec-
tively, consumption, labor, and capital.’
In these sections, we also aim to pro-
vide explanations for well-known styl-
ized facts of Austria’s tax system, such
as the very high tax burden on labor, or
the very low revenues from taxes on
property and wealth by international
standards. Section 6 concludes with a
summary of the key findings.

In addition to the literature cited in
the text, our international comparisons

are based above all on the European
Commission’s Taxes in Europe database
and the Taxation Trends Report as well
as the OECD’s Revenue Statistics.

1 Informative Value of Overall
Tax Ratios

1.1 Concepts for Measuring the Tax
Burden

Our comparison of the tax burden in
the individual EU Member States at the
highest level of aggregation is based on
comparing overall tax ratios according
to ESA. In line with ESA 95, the over-
all tax ratio of an EU Member State is
principally calculated as the share in
GDP at current market prices of all
taxes and social contributions paid by
enterprises, households and the public
sector to the state (minus irrecoverable

Chart 1

Tax Revenues in Selected Countries According to ESA
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® Following European Commission (2010), we will use capital in a very broad sense, referring to both the production
factor and to the sum of net savings including inheritances (real estate, cash, savings deposits, securities, etc.).
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claims). This also includes the coun-

tries’ compulsory contributions to the

EU budget (VAT-based own resources,

tariffs, import duties not collected on

the national border, sugar levy, duty on
exceeding the milk quota). A total of
four tax burden indicators are used at
the European level, which differ in that
they include or disregard the following
three types of taxes (Statistics Austria,

2010):

1. Actual social contributions payable
to government units other than the
social security sector; especially
civil servants’ pension contributions
to their employers;

2. Voluntary social contributions, such
as voluntary purchases of pension
entitlement periods; and

3. Imputed social contributions that
represent the counterpart to un-
funded social benefits paid directly
by public employers to their em-
ployees. In Austria, such contribu-
tions essentially reflect any pension
payments by public legal entities to
civil servants which are not covered
by the civil servants’ own pension
contributions.

The scope of the underlying tax burden

indicator is relevant both in interna-

tional comparisons and in the political
discussion in Austria. As a case in point,

Austria had aimed to lower the overall

tax ratio to below 40% of GDP in the

years before the outbreak of the finan-
cial crisis. Naturally, the scope of the
adjustment requirements associated
with such a policy objective depends on
the definition of the underlying tax

Austria’s Tax Structure in International Comparison —
A Statistical and Economic Analysis

ratio. For instance, the overall tax ratio
used in the updates to the Austrian Sta-
bility Programme — just like the ratio
published in the European Commis-
sion’s Taxation Trends Report (2010) —
does not include imputed social contri-
butions, which amounted to around
1.5% of GDP in Austria and to 1.1% of
GDP at the EU-15 level in 2009
(chart 1).°

Table 1 shows that overall tax ratios
also reflect tax revenues other than
those reported by the Austrian Federal
Ministry of Finance. There are substan-
tial amounts of federal tax revenues
which come from other budget chap-
ters (above all contributions to the
Family Burdens Equalisation Fund and
various social security contributions) as
well as tax revenues from social secu-
rity funds and tax revenues collected by
provinces (e.g. tax on radio and TV li-
censes), municipalities (mainly munici-
pal tax and real property tax) and other
public-sector entities (above all manda-
tory contributions to chambers). In ad-
dition, differences between the ESA-
based tax revenues discussed here and
the cash-based tax revenues reported
by the Ministry result from the time
adjustment of several tax categories’
and from differences in the treatment
of tax refunds. These are transfers that
are recorded as deduction items from
wage, income and corporate income
tax in the final budget accounts (child-
related tax credits, bonus payments for
building and loan contracts, research
premiums, etc.), but are recorded as
expenditure in the national accounts.

S The other revenue categories mentioned tend to cause minor distortions, as most overall tax ratios published

include the actual social contributions cjpub]ic—sector employees, and voluntary social contributions are rela-
tively small in most EU Member States (Austria: around 0.1% of GDP; see chart 1).

The national accounts are prepared on an accrual basis, i.e. transactions are recorded qfter an asset or a liability

has been created. In contrast, cash-based accounting is used in the Ministry’s administrative statistics. Therefore,

revenues from VAT, the duty on vehicles based on fuel consumption and wage tax for a given period are recorded
with a time lag of two months (VAT and motor vehicle tax) and one month (wage tax) in Austria (Statistics

Austria, 2010).
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As a result, tax revenues as reported in
the national accounts are higher than
those reported by the Ministry by the
amount of these transfers (Statistics
Austria, 2010); laterally reversed, this
is also true of government expenditure
according to the national accounts.

Table 1

Tax Receipts (Austrian Finance
Ministry) vs. Fiscal Burden (ESA)

Net tax receipts reported by the Austrian Ministry
of Finance

+ Federal tax revenues from other budget chapters

+ Import duties

+ Taxrevenues collected by provinces and
municipalities

+ Taxrevenues of other public sector entities

+ Refunds

+/— Time adjustments

+/— Fees classified as taxes or output revenues

Tax revenues of Austria and EU institutions according

to ESA

+  (part of) social contributions to the state according
to ESA

— irrecoverable social contributions

Fiscal burden in Austria according to ESA

Source: Statistics Austria (2010), Austrian Federal Ministry of Finance.

1.2 Conceptual Problems with the
Overall Tax Ratio®

The international comparability of

overall tax ratios as a burden measure is

limited by several economic and insti-
tutional features as well as statistical

problems (see also Farny et al., 2010).

For instance, market-related services

provided by the public sector or social

benefits with an insurance nature may
be designed in such a way that the
households’ or companies’ (compul-
sory) contributions are not included in
the definition of taxes and social contri-

butions as outlined in section 1.1:

—  Compulsory pension and/or health in-
surance where people choose a private
insurer or insurance fund: In some
OECD countries, there is a statu-
tory requirement for households

and companies (the latter with
regard to their employees) to con-
clude private pension and/or health
insurance policies that complement
or even largely replace the public
insurance systems (see also sec-
tion 3). As the insurance premiums
involved are not paid to units in the
government sector, these payments
— cven though they are compul-
sory — are not considered govern-
ment charges and are therefore not
included in the overall tax ratio.

—  Market-related services that are typi-
cally provided by government enti-
ties can be financed either indi-
rectly through taxes or directly
through fees (water, waste water
and sewage fees, TV and radio fee,
etc.). As these fees are typically
classified as revenue from sales in
ESA 95, they do not count as taxes
and are thus not included in the tax
ratio (Eurostat, 2010).

Another factor limiting the meaning-

fulness of overall tax ratios is that some

economic or social policy objectives
can be achieved through revenue- and/
or expenditure-side measures:

— An international comparison shows
significant differences in the taxation
of certain social transfers, espe-
cially pension benefits (section 4.2).

—  While taxes on the wages of pri-
vate-sector employees are clearly
government interventions in the
market, those on the wages of pub-
lic-sector employees are relevant
only for the purpose of fiscal equal-
ization at the domestic level, as in
this instance the public sector pays
taxes to itself. Still, differences in
the tax treatment of public- and
private-sector wages may lead to
distortions in the overall tax ratio
(section 4.2).

8 The following remarks apply exclusively to the overall tax ratio as indicated in the national accounts and ESA.
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— Subsidies for research, further
training and investment can be in
the form of tax exemptions or
direct grants. While the latter have
to be financed, the former typically
reduce the tax ratio.

~ Certain distributive goals can be
achieved through measures on the
revenue side (tax progressivity, tax
credits, etc.) or on the expenditure
side (transfers). For instance, the
distributional effects of family sup-
port measures in Austria (family
allowance, child-related tax credit)
could be more or less replicated
through a combination of tax breaks
(for higher-income groups) and in-
come-related transfers (for low-in-
come groups). This would lower
the overall tax ratio in the national
accounts by the tax breaks for
higher-income groups.

— The state can also influence the
pricing of certain product catego-
ries by either subsidizing them or
by levying taxes on them (VAT, ex-
cise duties, taxes on insurance pre-
miums). In Austria, for instance,
travel by rail is subsidized because
of transportation policy consider-
ations. Financial support is pro-
vided both in the form of direct
payments by the federal and pro-
vincial governments to OBB (the
Austrian railway company) for in-
frastructure and public services and
indirectly in the form of a lower
VAT rate (10%), with the latter
reducing the overall tax ratio.

Considering overall tax ratios as valid

indicators of the tax burden is problem-

atic, though. Regardless of what they
comprise, and even if all the conceptual
caveats did not apply, overall tax ratios
would still be an inadequate metric for

Austria’s Tax Structure in International Comparison —
A Statistical and Economic Analysis

determining the economic burden the
state imposes on taxpaying citizens.
The macroeconomic costs of taxation
are not limited to actual tax payments;
they also comprise income losses and
the reduction in welfare associated
with tax avoidance (Keuschnigg, 2005,
p. 28ff) as well as the cost of tax en-
forcement. Moreover, when people pay
taxes, they do not ultimately renounce
their right to these funds, as tax reve-
nues are used to finance public expen-
diture for the good of society (and thus
the private sector). This applies not
only to the expenditure items men-
tioned that benefit individuals or com-
panies (subsidies, social transfers, mar-
ket-related services), but also to the
various public goods that benefit every-
one (defense, protection of ownership
rights, etc.). Overall tax ratios are thus
rather a metric of redistribution and
the gross burden than a measure of the
ultimate net burden on taxpayers.

2 Austria’s Tax Structure in
International Comparison

Over the past decades, overall tax
ratios have increased considerably in
EU and OECD countries. Measured by
the share in total tax revenues, above
all social contributions and taxes on
consumption have increased, whereas
taxes on property and wealth have
tended to become less important. Taxes
influence or distort’ the decisions of
economic agents in various ways, and
they have different effects on growth
and distribution. For the purpose of in-
ternational comparisons of developed
economies, the tax structure (i.e. the
composition of the total tax ratio) is
thus more relevant than the absolute
level of the overall tax ratio.

° When the introduction or adaptation gfa tax causes substitution eﬁfects, the tax is said to have an inj]uencin(q or

distorting effect on decision-making.
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There is a broad consensus in the
theoretical discourse on taxation that
levying taxes on corporate and capital
income distorts savings and investment
decisions,'"
investments requires higher pre-tax
returns. In contrast, taxes on labor in-
come and VAT have a distorting effect
on households’ work-versus-leisure
decisions. Contrary to the taxation of
capital and labor, consumption taxes
are generally considered growth-

because making certain

friendly mass taxes: Consumption taxes
have a broader assessment base than
taxes on labor income, as they also in-
clude consumption of profit and inter-
est income. Their distorting effect on
investment and consumption decisions
is minimal, because investment (by
companies that are eligible for input tax
credit) and savings are exempt from
VAT.

Johansson et al. (2008) analyzed
the growth implications of tax struc-
tures in a comprehensive study. Their
empirical results show that taxes on
corporate profits have the most detri-
mental effect on economic growth, fol-
lowed by personal income taxes (in-
cluding taxes on interest and dividends)

and taxes on consumption. According
to this analysis, specific taxes on prop-
erty — above all inheritance and gift
taxes as well as current taxes on im-
movable property — are the most
growth-friendly (see also Pesendorfer,
2008).

In ESA 95, government revenues
from compulsory contributions com-
prise indirect taxes (taxes on produc-
tion and imports), direct taxes (current
taxes on income, wealth, etc. as well as
capital taxes) and social contributions
and benefits (chart 1). While this dis-
tinction is highly important for the
national accounts, a breakdown of taxes
by their macroeconomic basis (i.e.
taxes on labor, capital, and consump-
tion) as made e.g. in European Com-
mission (2010)"" is much more relevant
and meaningful for an international
comparison of tax systems and for the
analysis of their potential economic
effects.

For instance, in the national ac-
counts, indirect taxes include mainly
consumption-related taxes (above all
VAT and excise duties),"” but some con-
sumption-related taxes (such as the
motor vehicle tax paid by households

' While in a closed economy it does not make a difference whether the state imposes taxes on investment or on
savings, in open economies the effects of imposing taxes on companies (i.e. investment) in the form of a corporate

tax are distinctly different from the effects of taxes on shareholders (i.e. savings).

" See the appendix to European Commission (2010) for a detailed explanation of this allocation to economic
functions (consumption, labor and capital). The breakdown of total tax revenues into these three categories leads
to simpljﬁcations and approximations, as any “other taxes” have to be allocated to one (fthe threefunctions. In
addition, the composition of tax revenues and implicit tax rates are subject to cyclical fluctuations, as revenues
_from taxes on capital tend to fluctuate more sharply than the revenues from other taxes. In Ireland and Spain, for
instance, the implicit tax rates on capital declined very sharply between 2006-07 and 2008. In addition, for

assessed taxes (above all taxes on corporate profits) there are in part substantial gaps between the time when the

income is generated and the taxes due are actually paid.

"> In ESA, indirect taxes are defined as follows: “Taxes in production and import (D.2) consist of compulsory
payments (...) which are levied (...) in respect of the production and importation of goods and services, the
employment cf]abour, the ownership or use @rland, buildings or other assets used in production. These taxes are
payable whether or not profits are made.” According to traditional public finance theory, indirect taxes are
collected from entities other than those who bear the ultimate economic burden of the tax, whereas direct taxes are
paid directly by those individuals or households on whom they are imposed (Musgrave et al., 1993). In the modern
literature on taxation, this definition is controversial, however. In contemporary usage, direct taxes are usually
understood to refer to economic performance (such as income or wealth) and typically take into account the
circumstances of those who are liable for personal income tax, whereas indirect taxes impose a burden on the use
of income and on asset transactions and refer to anonymous transactions without taking account of personal

circumstances (Keuschnigg, 2005).
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Table 2
Tax Structure 2008 in Selected EU-15 Countries
AT ‘ DE ’ FR ‘ IT ‘ UK ‘ NL ‘ DK ‘ Fi ‘ SE ’ EU-15!
% of GDP
Total taxes 98| 393| 48| 48| 373| 391| 482| 41| 41| 39
% of tax revenues
Consumption 273 270 25.0 229 28.5 30.6 32.2 29.8 273 289
of which: VAT 18.2 17.9 16.4 13.8 17.0 18.6 21.0 194 20.0 18.7
Excise taxes 5.8 6.5 4.6 4.5 8.6 6.0 6.6 7.8 58 6.7
Labor income of employees 50.0 48.8 51.2 44.8 372 45.0 43.2 47.3 52.8 44.7
of which: Social security contributions 295 32.0 35.0 26.9 17.7 299 2.0 26.0 234 259
Payroll taxes 59 0.0 29 0.0 0.0 0.2 1.1 0.0 94 1.3
Labor income of the nonemployed” s8| e7| 15| s8] 05| 71 101] 60| 77| 48
Capital 174 174 22.8 26.6 33.8 17.3 14.8 169 12.2 21.7
of which: Capital income’ 14.8 14.8 12.3 20.8 18.9 12.5 8.8 13.8 92 15.3
Property and wealth 2.2 2.6 10.5 5.8 14.9 4.8 6.0 3.1 3.0 6.5
Implicit tax rate % of the respective taxe base
on consumption 221 19.8 191 164 17.6 26.7 324 26.0 284 219
on labor 4.3 39.2 44 42.8 261 354 364 4.3 421 361
on capital® 273 231 38.8 353 459 17.2 431 281 279 31.3
Source: OeNB, European Commission
! Arithmetic mean.
7 Transfer recipients (pension or unemployment benefits, etc.).
° Including taxes on the income of self-employed people.
* EU-15 average excluding Luxembourg and Greece.
and various other tax-like charges) are  erlands, Denmark, Finland, Sweden)
classified as direct taxes. Indirect taxes  and the EU-15 average. The table shows
also include wage-related taxes, such as  that Austria has a higher overall tax
the contribution to the Family Burdens ratio than the EU-15 average, which is
Equalisation Fund or the municipal tax,  primarily attributable to the fact that
as well as the most important taxes on  taxes on labor income of payroll em-
capital stocks in Austria and in most of  ployees and of the nonemployed (above
the other EU-15 countries (above all all pensioners) are substantially above
property tax and real property transfer  average.
tax). Taxes on capital and property . .
income, however, are mainly classified 3 Taxat!m? of Con§umptlon:
. . Austria in the Middle Range
as direct taxes (corporate income tax,
interest and dividend taxes as well as  In the EU, the degree of regulation
capital gains tax, etc.). through harmonized assessment bases
Table 2 compares the overall tax and minimum and maximum rates is
ratios” and tax structures of Austria much higher for the most important
with those of the four large EU coun-  consumption taxes (VAT and excise
tries (Germany, France, Italy, United taxes) than for taxes on labor and capi-
Kingdom), other EU peers that are tal.
often compared with Austria (the Neth-
3 The figures are exclusive of voluntary and imputed social contributions but inclusive of compulsory payments to
EU institutions (VAT-based own resources, taxes on imports).
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Table 3

Taxation of Consumption in Selected EU-15 Countries

AT ‘ DF ‘ FR ‘ T ‘ UK ‘ NL ‘ DK ‘ Fl ’ SE ‘ EU-15'

%
Statutory VAT rate (as of January 2011) 200 190| 196] 200| 200 190| 250| 230| 250| 208
Revenues (2008) % of GDP
VAT 7.8 7.0 7.0 59 6.3 7.3 101 8.4 94 74
Taxes on alcohol and tobacco 0.6 0.7 0.7 0.7 1.2 0.5 0.6 09 0.7 0.8
Environmental taxes’ 24 2.2 21 24 24 39 57 2.7 2.7 2.7

Source: European Commission.

" Arithmetic mean.

2 These taxes are not dll classified as consumption taxes; small deviations from national accounts data are possible for some countries.

Austria ranks in the medium range
of the EU-15 regarding taxation of
consumption: Both the GDP share of
consumption-related taxes and the stat-
utory VAT rate, at 20%, correspond
roughly to the EU-15 average. In
Austria, a relatively large number of
products and services are subject to the
reduced VAT rate of 10% (food, ac-
commodation services, housing rent,
passenger transport, various cultural
services, etc.), which can be attributed
to social policy considerations and his-
torical reasons. Such reduced VAT rates
are quite common in the EU (European
Commission, 2011a), even though in-
ternational organizations (e.g. OECD,
2010b) have voiced serious doubts
whether this tool really benefits those
who need it the most and have ques-
tioned its efficiency effect.

The share of consumption-related
taxes is slightly below average, given
that the overall tax ratio is rather high
in Austria. Regarding specific excise
duties, however, Austria ranks some-
what below the EU-15 average both in
terms of tax rates and tax revenues
(tables 2 and 3). Specific excise taxes
are designed to impose a burden on the

use of certain public bads such as fuel,
nicotine or alcohol, with the aim of
making sure that consumers pay for
negative externalities (i.e. costs for so-
ciety) and thus dampening consump-
tion, which is also associated with nega-
tive consequences for the individual
(demerit effects).
Table 3 shows that Denmark stands
regarding  consumption-related
taxes: Denmark has the maximum stat-
utory VAT rate of 25%, no reduced
rates and relatively few exemptions (see
also European Commission, 2011a)."
The other Northern European peers,
too, impose significantly higher taxes
on consumption than Austria: Finland
and Sweden, like Denmark, have very
high statutory VAT rates, while the
Netherlands have substantial revenues
from environmental taxes (table 3).
Several of the fees imposed in
Austria (and other countries) that might
be perceived as taxes on consumption
are classified as revenue from sales in
the national accounts (section 1). This
applies especially to certain fees for
municipal services, like water and
sewage fees.

out

! The extremely high revenues from environmental taxes as indicated in table 3 are partly due to taxes classified as

taxes on capital in European Commission (2010).
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4 Austria Imposes Very High
Taxes on Labor, ...

An international comparison shows
that labor taxes are very high in Aus-
tria. This is reflected not only in the
large share of labor taxes in total tax
revenues, but also in the comparatively
high implicit tax rate on labor. The
above-average revenues mainly result
from high social security contributions
and from payroll taxes (above all con-
tributions to the Family Burdens Equal-
isation Fund and municipal taxes).
Besides Austria, only Sweden and
France report such a high share of these
payroll-based taxes in total tax reve-
nues (table 2).

While the effective tax rate on la-
bor has remained broadly unchanged
since 1995 in the EU-15 average, it has
increased significantly in Austria. The
share of wage-related taxes in GDP has
remained roughly unchanged despite a
decline in the wage share of GDP,
which can be attributed mainly to a sig-
nificant rise in revenues from with-
holding tax on employees (wage tax)."

4.1 ... But Many Wage-Related
Taxes Entitle Taxpayers to
Specific Benefits in Return

Taxes are compulsory payments to the
government that do not entitle the tax-
payer to specific returns, and tax reve-
nues are not earmarked for specific
purposes. While social security contri-
butions are also compulsory payments,
they do constitute a legal entitlement to

Austria’s Tax Structure in International Comparison —
A Statistical and Economic Analysis

certain services that can be used if need
be. The compulsory contributions to
the public social security system pro-
vide government-guaranteed insurance
coverage including benefit entitlements
from health and accident insurance,
unemployment insurance and pension
insurance.

When analyzing the tax burden on
labor, we must therefore keep in mind
that part of the tax revenues is used to
finance benefits that are exclusively
available to employees and former em-
ployees (and their spouses and chil-
dren).

Depending on whether or not they
entitle the taxpayer to specific returns,
taxes on labor in Austria can be as-
signed to the following four catego-
ries:'

1. Taxes with specific contribution-based
benefits that are relatively evenly distri-
buted: public pension insurance
(around 36% of wage-related taxes);

2. Taxes with specific contribution-based
benefits that are highly unevenly distri-
buted:
contributions to insurance against
non-payment due to insolvency, ac-
cident insurance (around 10% of
wage-related taxes);'”’

3. Taxes with contribution-independent
benefits that are exclusively available to

unemployment  insurance,

those who pay them (and possibly their
relatives): Chamber of Labour con-
tributions,' health insurance (over-
all around 13% of wage-related
taxes);'” and

" Including data from 2009 (when the latest tax cuts took effect) does not change this picture, but still has a some-

what dampening effect on the medium-term uptrend.

16 These calculations are based on revenue data of 2009 and do not include imputed social security contributions by

public-sector employers.

17 Higher contributions lead to higher benefits being paid out, but the risk of falling ill, having an accident, losing

one’s job or of one’s employer becoming insolvent are highly unevenly distributed.

I8 Chamber of Labour contributions and the contribution to housing subsidies are collected together with social
security contributions and are therefore included in social security contributions in chart 2.

" While a_few benefits of the Austrian health insurance system are contribution-based (e.g. sick pay or maternity
allowance), they account for just about 10% of public health insurance expenditures (Austrian Federal Ministry
of Labour, Social Affairs and Consumer Protection, 2011).
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4. Taxes without specific direct benefits:
wage tax, contributions to the
Family Burdens Equalisation Fund,
part of the mandatory employers’
contributions to the Austrian Eco-
nomic Chamber, municipal taxes,
the  “Wohnbauf6rderungsbeitrag”
(contribution to housing subsidies),
the “U-Bahn-Abgabe” (Vienna Un-
derground railways subsidy payable
by Viennese companies per em-
ployee) (overall around 41% of
wage-related taxes).

In Austria, the wage tax generates the

largest tax revenues apart from VAT.

While it is the only progressive tax

among wage-related taxes, its revenues

accounted for just around 28% of wage-
related tax revenues in 2009. Taxes on
labor with proportionate rates (espe-
cially contributions to the Family Bur-
dens Equalisation Fund and municipal
taxes) accounted for about 12%, and
taxes with indirect regressive rates ow-
ing to contribution caps (above all so-
cial security contributions) made up
around 60%. The wage tax only ex-
ceeds the sum of all other wage-related

taxes for annual gross incomes of
around EUR 105,000 and higher
(charts 2 and 3). Overall, this shows
that wage-related taxes in Austria are
only weakly progressive, and that the
progression affects above all lower to
medium incomes (gross annual in-
comes between EUR 15,000 and EUR
30,000; see chart 3).

Pension insurance contributions
have a special role among wage-related
taxes. They can be regarded as govern-
ment-imposed  savings;  the yield
achieved depends above all on legisla-
tive provisions and not so much on
developments in financial markets. The
principle of collective risk management
forms the basis of Austria’s public pen-
sion scheme. Accordingly, contribu-
tions to the government sector (which
are used to finance this public scheme)
are far above the OECD average, as
replacement rates are high and people
retire rather early in Austria (OECD,
2009). In addition, occupational pen-
sion plans (second pillar) and personal
pension plans (third pillar) hardly play a
role in Austria (Knell et al., 2006).

Chart 2

Net Wages and Taxes on Annual Gross Wages
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Source: OeNB, Austrian Federal Ministry of Finance.
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Note: This chart shows the case of an employee in Vienna who is subject to unlimited tax liability; his employer is a member of the Austrian Economic
Chamber; flat tax credit for professional expenses; no tax credit for one-income families; excluding severance fund contributions.
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Chart 3

Net Wages and Taxes on Annual Gross Wages
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Note: This chart shows the case of an employee in Vienna who is subject to unlimited tax liability; his employer is a member of the Austrian Economic
Chamber; flat tax credit for professional expenses; no tax credit for one-income families.
Labor costs = gross wages + employer contributions to social security + payroll-based taxes (excluding severance fund contributions)

Some OECD countries under review
have alternative compulsory pension
schemes in place, which require house-
holds and companies (for their employ-
ees) to pay into private pension funds
(chart 4). Even though these contribu-

tions are mandatory, too, they are not
counted toward government taxes and
are thus not included in the tax ratio or
in the implicit tax rate on labor (sec-
tion 1.2).

Chart 4

Gross Pension Replacement Rates by Earnings
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Chart 5

Health Expenditure Financing in Selected OECD Countries

% of GDP
18

16
14

12

¢S}

o

S

N

B Public (social security)

Source: OECD.

0 III I IIIII
AT DE R T UK NL DK Fi SE

B Public (other units of government)

EU-15 CH us
W Private

Note: 2007 data for DK, GR, U.S.; 2006 data for PT; 2006 data on insured people for LU; excluding investment for BE and NL.

Similar differences across EU and
OECD countries can be observed also
in the field of health insurance: While
some countries focus on public health
insurance schemes or compulsory con-
tributions to private health insurance
funds, others let people choose be-
tween public or private insurers.
Switzerland is a well-known example of
a system with compulsory contribu-
tions to private health insurance funds,
where (similar to the U.S.) private
health expenditure plays a relatively
large role by international standards
(chart 5). According to OECD data,
Greece is the only EU-15 country
where the private sector covers more
than 30% of overall health expendi-
ture; there are, however, substantial
differences across the EU-15 countries
regarding  expenditure  distribution
within the public sector between the

social security sector and other units of
government. This fact also limits the
meaningfulness of country compari-
sons of the level of social security con-
tributions (as opposed to other wage-
related taxes).

4.2 Institutional Characteristics
Limit the Comparability of Tax
Rates and Implicit Tax Rates

An analysis of the tax burden on labor,

especially for the purpose of interna-

tional comparisons, must take account
of the tax treatment of pension benefits

(and other social transfers). In Austria,

taxes on pension benefits (income tax,

health insurance contribution, pension
contribution rates for retired civil
servants) come to around 2.5% of GDP

(table 2).” Levying taxes on pension

income is customary internationally,

but the associated revenues vary signifi-

20 This share includes only those contributions and taxes that are deducted from gross pension income. Contributions
transferred from public pension funds to health insurance funds are classified as intergovernmental transfers

(Statistics Austria, 2010).
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cantly across countries (e.g. because of
the different treatment of social contri-
butions on pension income; see OECD,
2009); this further limits the inter-
national comparability of overall tax
ratios. Cutting gross pension income
and taxes on this income while at the
same time keeping net replacement
rates constant would leave net pension
incomes unaltered but would lead to an
equivalent decline in tax revenues and
government expenditure. Given that
most statistics do not distinguish be-
tween income tax on pension income
and wage tax, a superficial analysis of
tax revenues may cause the implicit tax
rate on labor to be overestimated.

An analysis of the situation in
Austria has to take account of the fact
that the different tax treatment of pub-
lic- and private-sector wages leads to a
distortion of the implicit tax rate on la-
bor. There are substantial differences
between the two sectors regarding the
level of employer contributions to so-
cial security,”" above all because these
contributions are very low for civil ser-
vants”’ but pension replacement rates
are high. As a result, the public sector’s
actual employer contributions are much
lower than those of the private sector,
but including imputed social contribu-
tions they would be significantly higher

Austria’s Tax Structure in International Comparison —
A Statistical and Economic Analysis

than those in the private sector. In
addition, for most of its employees, the
public sector does not pay municipal
tax or employer contributions to the
Austrian Economic Chamber. If the
imputed social contributions were
counted toward taxes, and assuming
that the public sector would have to pay
the same level of payroll-based taxes as
the private sector, the implicit tax rate
on labor would rise by around 3 per-
centage points according to our estima-
tions; this also distorts international
comparisons.

5 Taxation of Capital Below
Average in Austria

The term capital has many uses. Ac-
cording to European Commission
(2010, p. 393), capital comprises “phys-
ical capital, intangibles and financial
investments and savings”; as a conse-
quence, taxes on capital include taxes
on business income, taxes on capital
and investment income and taxes on
property and wealth (box 1).”’

Table 2 shows, among other things,
that revenues from these taxes are
rather low in Austria compared to the
EU-15, which is above all due to low
revenues from taxes on property and
wealth.

21 According to national accounts data, public-sector employees accountedfor almost 20% qfempla)/ees’ compensa-

tion in Austria in 2009.

22 While the public sector pays employer contributions for health insurance for civil servants, there are no such

contributions to pension insurance.

7 In the analysis by the European Commission (2010) — as opposed to taxes on property in OECD (2010a) — capital

taxes comprise not only the traditional taxes on property and wealth summarized in box 1, but also a number of
other taxes paid by corporations that fulfill the following criteria: not profit-related, not related to the
factor labor (like payroll taxes), cannot be assigned to specific produced goods. In Austria, this is mainly tax-like

charges and the motor vehicle tax paid by companies.
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Box 1

Taxes on Property and Wealth

An international comparison shows that the taxation of capital is far more heterogeneous
than that of income or consumption. According to traditional concepts, taxes on capital in-
clude recurrent taxes on property and wealth as well as on capital/asset transactions and
capital transfers.

1.

Accordingly, we distinguish between the following types of taxes:

Recurrent taxes on property and net wealth: These taxes have to be paid irrespec-
tive of actual income from these assets.! Taxes on property and net wealth can be imposed
on part of an individual’s or a household’s assets (non-personal tax) or on the individual’s
(household’s) total net assets (gross assets minus debt), like the Swiss net wealth tax,
which is only levied by canton governments today. Net wealth taxes have lost importance
over the past decades and have been abolished in almost all European countries. They are
based on the ability-to-pay principle. In contrast, the benefit principle underlying
non-personal taxes on real property, above all the real property tax, is based on the
assumption that the provision of specific public services raises the property value. This is
why the real property tax is typically a local tax. The importance of the real property tax
is still high in all countries under review, and even rising in some. Unlike taxes on labor,
capital income and consumption, the real property tax has hardly any distortive effect, as
it does not dffect labor supply and investment decisions by households or companies.
Instead, it provides a relatively stable source of tax revenues for local governments, given
that the volatility of property values is generally low. Defining the assessment base (i.e.
assessing the value of land, houses and flats) can be difficult, though. In Austria, the tax
base for the real property tax is calculated using an assessment unit value,? which was
defined on January 1, 1973, and has been raised only three times since (by a total of 35%
by 1983). Real property tax design differs across countries, among other things, in whether
or not it captures immovable property (houses) on a plot of land. While this is the case in
Austria, Denmark, for instance, only imposes a land tax on the value of the plot.?

Taxes on asset transactions (land transfer tax, financial transaction taxes, etc.): These
taxes have to be paid when purchasing/selling real estate (land transfer tax) or when
making certain financial transactions. Taxation of financial transactions includes a wide
range of taxes, such as the tax on stock transactions as introduced in the United Kingdom
or in Sweden, or a general financial transaction tax for all types of financial instruments,
which has been discussed in the context of the global economic crisis.

Taxes on capital transfers (taxes on inheritances and gifts): Inheritance taxes are
similar to a net wealth tax, but are imposed only in case of capital transfers when some-
one has died and are collected from the heirs. Tax rates usually depend on the degree of
kinship between the heirs and the testator. Another type of tax can be imposed on the
transfer of the taxable estate before any assets are transferred to the heirs (e.g. the
estate tax in the U.S.). Like with net wealth taxes, there are usually substantial exemp-
tions for inheritance taxes.

If no other income is available for covering the tax debt, the assets must be sold to meet the tax liabilities.

The assessment unit value reflects the notion that this value (unlike the market value) is indicative of the capitalized
value.

In Denmark, however, people have to pay a tax on the imputed rent of owner-occupied housing in addition to the land
tax.

5.1 Taxes on Business Income and
Current Property Income in
Austria Roughly Equal to the
EU-15 Average

Since the 1980s, extensive efforts have
been made around the globe to reform

corporate taxation, with the aim of
increasing the efficiency of tax systems
and taking into account the rise in
international capital mobility: While
corporate taxes have been lowered con-
siderably, the tax base has been wid-
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ened substantially by eliminating tax
credits and exemptions. In addition,
starting in Northern Europe, several
countries introduced a dual income tax
(Sweden: 1987, Norway: 1992, Fin-
land: 1993), thus renouncing the prin-
ciple of synthetic taxation and shifting
to a — systemically planned — system of
schedular taxation.?* Dual income taxa-
tion combines low proportional taxes
on capital income with a progressive
tax on labor income, with the propor-
tional rate on capital income typically
corresponding roughly to the initial
rate of the progressive tax on labor in-
come and transfers. This development
in corporate taxation was also observed

Austria’s Tax Structure in International Comparison —
A Statistical and Economic Analysis

in Austria: The corporate income tax
has been cut in several steps since the
late 1980s, down from 56% to cur-
rently 25%, and the tax base has been
widened at the same time. The trade
profit tax (“Gewerbeertragssteuer”)
was abolished in the mid-1990s, fol-
lowing the earlier abolition of the trade
capital tax in the mid-1980s (see also
Knirsch and Niemann, 2005). More-
over, final taxation of capital income
(primarily interest and distributed
profits) was implemented in 1993-94.
(Mooslechner, 1994).” At the same
time, the taxation of property and
wealth was changed substantially (sec-
tion 5.2).

Box 2

Uniform Taxation of Labor and Capital Incomes?

The income tax is the backbone of all tax systems. One key question arising in the field of
income taxation is how to gauge its fairness. In theory, there are two fundamental approaches
to taxation: the benefit and the ability-to-pay principle. Tax systems today include elements of
both.

The ability-to-pay principle means that taxes should be imposed on an economic entity
according to its economic capacity, with income (in addition to consumption and wealth) being
a key indicator of the entity’s ability to pay taxes. Income taxes according to the ability-to-pay
principle should be levied in accordance with an individual’s total (net) income irrespective of
the type of income (synthetic income taxation).!

Historical experience shows, however, that no OECD country imposes uniform taxes on all
types of income. In a system of comprehensive synthetic income taxation, problems with
uniform taxation arise above all in the taxation of capital and property income, which is partly
due to technical reasons such as valuation problems (e.g. in the case of income from owner-
occupied housing?) and partly due to economic policy considerations (e.g. savings subsidies). A
(politically desired) differential tax treatment of different types of savings violates the ability-
to-pay principle in that it is a form of comprehensive synthetic income taxation and thus de
facto a system of schedular taxation. The introduction of a dual or rudimentarily dual income
tax in many OECD countries implied that these countries renounced the system of synthetic
income taxation; progressive taxes on labor are complemented with lower proportional taxes
on capital income.

Under a comprehensive income tax approach, an individual’s ability to pay taxes includes capital gains, which have to
be treated as taxable income, regardless of whether any increases in value or capital gains have been realized, and
irrespective of whether the income is regular or irregular (e.g. inheritances or gifts). Today’s tax systems, however, tend
to use only regular income as an indicator of a taxpayer’s ability to pay income tax, whereas inheritances and gifts (as
well as capital gains in some systems) are taxed separately. In addition, taxes are typically only imposed on capital
gains realized.

~

Only a few OECD countries impose taxes on imputed income from owner-occupied housing (e.g. Denmark or the Nether-
lands and formerly also Germany).

*! Schedular taxation means that specific taxes and tax rates are imposed on different types of income.

2

> Before that, the taxation of interest had been changed several times in the 1980s. For debt securities and deposits,

final taxation applied not only to income taxes but also to taxes on inheritances and gifts (the latter have been
abolished in the meantime).
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An argument in favor of a dual tax system and lower tax rates on capital income is that
actual capital income is systematically overestimated because of the interplay of nominal tax
bases and positive inflation (as observed e.g. in Austria). This problem arises for all types of
income for which expenses typically precede income.?

In addition, governments try to keep capital income taxation low to prevent capital out-
flows given international competition, as capital is the most mobile production factor by far.
Tax competition is the most powerful argument in favor of a low corporate income tax in small
open economies, as corporate income taxation is source based. Even though this argument
does not apply to the taxation of the resulting shareholder income (as this income is generally
taxed according to the residence principle), imposing higher taxes on this income may not be
easily enforceable (owing e.g. to banking secrecy). This would make a case for source taxation
and a proportional tax rate for practicality reasons.

The lifetime perspective provides another argument in favor of lower taxes on capital
income. If the calculation is based on income over a person’s lifetime, the application of the
ability-to-pay principle requires that different tax rates be imposed on investment income and
labor income. Consider the following example: In terms of net present values, two people (A
and B) have identical labor incomes and consumption levels over their lifetimes, but one of
them (A) spends a lot of money initially while the other (B) saves money initially. In the lifetime
perspective, they have the same ability to pay taxes based on the present value of their labor
income. In a system where capital income is taxed under an income tax, B has to pay higher
taxes, even though his investment income merely results from the fact that he put the same
labor income to a different use. If the taxes A and B pay in line with the ability-to-pay principle
are to be independent of how they use their identical labor incomes, B’s income from savings
must not be taxed again. According to this economic perspective of the ability to pay, taxes
have to be imposed consistently on other means of wealth accumulation, e.g. inheritances or
gifts (Keuschnigg, 2004, p. 38).

Large differences in the taxation of labor and capital income can serve as an incentive to
“transform” labor income into capital income. In theory, the distinction between the produc-
tion factors labor and capital is relatively clear cut, whereas in practice, an exact allocation to
one or the other is rather difficult. Self~employed work, for instance, can be highly capital
intensive (e.g. in retail), but also highly labor intensive (e.g. business consultancy).

* A typical example would be a savings account with an annual rate of interest of 3%. Assuming inflation at 2% and a

tax rate of 25%, real earnings before taxes come to just under 1% and after taxes to almost 4%, so that the tax
burden accounts for 75% of real earnings.

The rationale for reducing the tax
burden on companies (i.e. the produc-
tion side) was based, on the one hand,
on the finding that imposing taxes
on capital has a dampening effect on
investment demand and thus on long-
term growth. In addition, the numer-
ous tax exemptions (applicable to high
tax rates) created dubious incentives
from a structural policy perspective.*
On the other hand, tax competition has
become an important factor given the
increasing openness of economies and

the liberalization of capital markets.
Tax competition is especially relevant
for the rates of corporate income tax
and the definition of the tax base, as the
corporate income tax is imposed by the
source country in line with interna-
tional taxation rules. As a result, espe-
cially small open economies have an
incentive to impose low rates of corpo-
rate income tax to attract portfolio
investment or direct investment from

abroad.

% Above all profitable capital-intensive companies benefited from preferential tax treatment.
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Generally speaking, low taxes on
capital income serve as an incentive to
transform labor income into capital in-
come (e.g. by keeping salaries low and
distributing high profits in family-
owned limited companies). This ex-
plains the attempts made in Sweden,
Norway and Finland to decompose
business income (or profit distribu-
tions) into a labor income component
and a capital income component
(Serensen, 2009): This is typically
achieved by imputing a “normal” return
on capital to which a concessionary tax
rate is applied and imposing a higher
tax rate (similar to that on labor in-
come) on the remaining return. Such
provisions contribute to the neutrality
of business taxation for partnerships
and limited companies. No such dis-
tinction is made in Austria, though,
where a progressive income tax is
levied on self-employed income (as well
as employed income).”” The European
Commission (2010), however, allocates
taxes on this income to the production
factor capital (table 2).

Taxes on interest, dividend and roy-
alty income as well as taxes on capital
gains are part of the taxation of capital
income. The distinction between this
type of taxation and taxes on property
and wealth is not always clear cut,
though. In the Netherlands, for in-
stance, a 4% gain is imputed for some
types of net wealth (sum of savings
deposits, securities and several other

Austria’s Tax Structure in International Comparison —
A Statistical and Economic Analysis

financial assets, excluding consumer
loans and an allowance) irrespective of
the actual gains. These imputed gains
are taxed at a rate of 30%”* (European
Commission, 2011b;*® Bach et al.,,
2004), which corresponds to a net
wealth tax of 1.2% (4% times 30%).*
This goes to show that a relatively low
tax rate on wealth imposes a consider-
able (additional) tax burden on capital
gains. Unlike taxes on capital gains,
wealth taxes have to be paid irrespec-
tive of whether or not gains have been
realized.

5.2 Taxes on Property and Wealth
Exceedingly Low in Austria

Taxes on property and wealth used to
play an important role in Austria but
have been replaced by income and con-
sumption taxes over time. Today, how-
ever, Austria’s revenues from taxes on
property and wealth are especially low:
In 2008, these taxes accounted for
around 6.5% of revenues in the EU-15
average, but for a mere 2.2% in Austria
(table 2).*

The main reason for this is that
Austria’s real property tax is very low
by EU standards (table 4); among all
taxes imposed in Austria, this tax
shows the largest difference to the EU-
15 average. It is a municipal tax, like in
most OECD countries. In Austria,
municipalities have a relatively low
level of fiscal autonomy and receive
part of the central government’s tax

7 However, income_from self-employed work is not treated the same as that from employed work. There are signifi-
cant differences in the calculation of the tax base (preferential tax treatment of earnings up to one-sixth of the
annual income as well as various tax credits for employees, profit allowance and tax discretion for self-employed
people) and in implicit tax rates (no payroll-related tax and lower pension insurance rates for the self-employed,
but usually higher social security contribution basis).

28 Certain assets are exempt from this imputed tax; for instance, imputed rent from owner-occupied housing and

returns on large equity holdings in a company are taxed separately.

2% ec. europa.eu/taxation_customs/taxinv/getcontents.do?mode=normal&kwl=*&kw2 =-&kw3=-& year=

=2010&colI=NL+-+Personal+income-+tax
%% In the OECD tax statistics, this tax on imputed income is not included in taxes on net wealth (table 4).

3! For a more detailed discussion oftaxes on property and wealth in Austria, see Schmidl and Schratzenstaller

(2011).
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Table 4
Taxes on Property and Wealth in Selected EU-15 Countries (2008)
AT ‘ DE ‘ FR ‘ IT ‘ UK ‘ NL ‘ DK ‘ Fl ‘ SE ‘ EU-15
% of GDP
Taxes on property according to the OECD 0.5 09 34 19 4.2 1.6 2.0 14 141 19
of which: Immovable property 0.2 04 22 0.6 3.3 0.6 1.2 0.5 0.7 0.8
Net wealth 0.0 0.0 0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.2
Estate, inheritances and gifts 0.0 0.2 04 0.0 0.2 0.3 03 04 0.0 0.2
Financial and capital transactions 0.3 0.2 0.6 1.1 0.7 0.7 05 03 0.3 0.6
Memo item: Taxes on capital stocks according
to the European Commission’ 1.0 1.0 4.5 2.5 5.6 19 29 13 14 2.5

Source: European Commission, OECD.

" Arithmetic mean.

2 The European Commission’s definition of taxes on capital stocks is somewhat more comprehensive than the OECD’s definition of taxes on property.

revenues through fiscal equalization
transfers. At the same time, municipal-
ities have more important own sources
of income, such as payroll-related mu-
nicipal taxes and fees for typical munic-
ipal services (e.g. water and waste water).
This fact seems to have somewhat miti-
gated the need for adapting the dated
ratable values, at least until the out-
break of the global economic crisis.

According to Bach (2009), the situ-
ation is similar in Germany, where rev-
enues from real property tax are also
low compared to the EU-15 average. By
contrast, land taxation is typically very
important in the United Kingdom and
the U.S.A.

Taxes on asset transactions, too, are
very low in Austria compared with
other EU countries: Since the abolition
of the “Wertpapiersteuer” (tax on secu-
rities) and the “Borsenumsatzsteuer”
(tax on stock transactions), the “Gesell-
schaftssteuer” (equity duty for corpora-
tions) is the only capital transaction tax
imposed in Austria. At the same time,
the tax rate on real property transfer is
rather moderate in Austria compared
to the other EU-15 countries, and
Austria has not experienced a real
estate boom in recent years. The very
high revenues from financial and asset

transactions observed in some coun-
tries (table 4) are above all attributable
to revenues from real property transfer
tax. The U.K. is one of the few OECD
countries reporting significant reve-
nues from financial transaction taxes
(on average '4% of GDP over the past
years). The stamp duty (as it is called in
the U.K.) is only imposed on the trans-
fer of shares in companies registered in
the U.K., and transactions carried out
by professional stockbrokers are ex-
empt from stamp duty (Hemmelgarn,
2011). Thus, the stamp duty does not
have too much in common with a gen-
eral financial transaction tax.

In Austria, the general (net) wealth
tax and the inheritance tax equivalent
were abolished in the mid-1990s
(Schmidl and Schratzenstaller, 2011).
Austria is not an outlier in this respect,
though: Over the past few decades,
many OECD countries abolished net
wealth taxes because the administrative
effort involved was high relative to rev-
enues (especially problems with valua-
tion and thus fairness) and because
these taxes were in part unenforceable
due to specific legal framework condi-
tions (banking secrecy, numbered bank
accounts, etc.). Within the OECD,
current taxes on net wealth generate
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revenues above 4% of GDP only in
Switzerland (a few cantons), Luxem-
bourg and Norway.”

The taxes on inheritances and gifts
generated very low revenues in Austria
and were abolished in early August
2008 (that year, revenues from these
taxes were just below the average ob-
served in past years). Among other
things, the low revenues were due to
numerous (savings
accounts, debt instruments, holdings in
limited companies below 1% of nomi-
nal capital) and the low valuation of
real property (Berghuber et al., 2007).
While quite many other OECD coun-
tries still impose inheritance taxes, the
associated revenues tend to be rather
low compared with those from taxes
on immovable property and on asset
transactions. According to the OECD,
Belgium had by far the highest revenues
from these taxes in 2008 (less than
’/3% of GDP), followed by France and
Finland (around 0.4% of GDP each).

tax exemptions

6 Summary and Conclusions

The informative value of ESA-based
overall tax ratios is limited because of
the different options for financing mar-
ket-related public services and certain
social benefits with insurance charac-
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Administered Prices, Inflation and the
Business Cycle — Selected Aspects

The public sector plays a central role in price-setting in some markets for goods and services.
Consequently, Eurostat began to publish a new series of inflation indices referred to as the
HIPC-AP in early 2010 that summarizes the development of publicly administered prices. This
study presents a detailed account of the concept underlying the new series and provides a
cross-country analysis for the euro area.

Administered prices are a key component of the HICP basket, currently accounting for
11.0% of the HICP (euro area average). This share has declined in the past decade in line with
the liberalization of goods and service markets.

The inflation rates of administered prices and those of flexible prices (i.e. the HICP
excluding administered prices) differ with respect to both their levels and their development
over time. In many euro area countries, the average HICP-AP rate of inflation has surpassed
the all-items HICP inflation rate over the past ten years.

In Austria, as in other euro area countries, flexible prices are found to be a leading indicator
for the HICP rather than vice-versa. As public sector pricing takes place within a macroeco-
nomic context, this study also represents a first effort to shed light on the main economic
determinants of the development of the HICP-AP. The key findings are that cost-push shocks
exercise a significant influence on the inflation of flexible prices, whereas their influence on

administered prices is smaller or statistically not significantly different from zero.

JEL classification: E31
Keywords: price level, inflaton, deflation

The objective of this study is to present
the concept of administered price infla-
tion, as measured by the HICP-AP, to a
broader public. Additionally, the study
examines and highlights differences in
the development of the HICP-AP within
the euro area. Finally, a first econometric
analysis of administered prices is per-
formed, in particular to examine the
influence of cost-push and demand-pull
shocks on the development of the
HICP-AP and, to provide a comparison,
on the development of flexible prices
(the HICP without administered prices
~ HICP-Flex).

Previous analyses of the HICP-AP
have concentrated on issues of index
construction or composition (Branchi
and Wirtz, 2006), but hardly any de-
scriptive statistics on the development

of the index over time have been drawn
up, nor have conclusions been drawn
from them so far.’

As the HICP-AP is a new index
series not well known to the public,
this study deals at length with providing
a description of the index series. In
addition, HICP-AP results are examined
for Austria, the euro area and individual
euro area countries. Interestingly, the
share of the HICP-AP in the aggregate
index tends to be larger in those coun-
tries that joined the euro area more
recently, i.e. in countries that are still
in transition. As a case in point, the
HICP-AP accounts for 12.6% of the
aggregate index in Austria, whereas its
share is nearly twice as high in Slovakia

at 23.6%.

' Oesterreichische Nationalbank, Economic Analysis Division,ﬁiedrichfritzer@oenb.at. The author thanks]osgf
Auer, Ernest Gnan, Bettina Landau and Adrian Page for their comments. Any remaining errors and omissions are

my own responsibility.

2 Apart from a _few analyses in the ECB’s Monthly Bulletin, the author is aware (y“ only one published analysis

(Nierhaus, 2007).
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In section 1, the basket of adminis-
tered prices is defined. Goods and ser-
vice prices in the Austrian basket are
presented and the principles underlying
the classification to “administered
prices” are explained. Section 2 con-
tains a descriptive statistical part and an
econometric analysis of regulated
prices. Section 3 concludes.

1 The Administered Prices Basket

The ECB and the Eurosystem NCBs
prepared the ground for the HICP-AP
index series over a period of nearly ten
years. Predecessor indices of the HICP-
AP now published by Eurostat were
described in ECB Monthly Bulletins
(March 2003, January 2004, May 2007).
Eurostat tested the indices prepared
by the Eurosystem and first released its
new HICP-AP series in early 2010
(Eurostat, 2010). The index currently
in use has been labeled as “experimental”
and will be subjected to a further
verification round in early 2011.

1.1 Definition of Administered
Prices

The HICP-AP basket contains the prices
of all goods and services that are fully
set or mainly influenced by the govern-
ment (central, regional, local govern-
ment including national regulators).
The indices are produced monthly for
all EU Member States and for the euro
area as a whole. The HICP of adminis-
tered prices is published with two
subindices, namely the index of fully
administered prices and the index of
mainly administered prices.

Fully (“directly”) administered prices
are the prices of goods and services
directly set by the government. In
Austria, public transportation charges
or water supply and waste removal
charges fall into this category. For the
most part, classification of prices to
this category is fairly straightforward.

In contrast, the range of items
covered by the basket of mainly admin-
istered prices — the prices of goods and
services on which the government including
any national regulator has a significant
influence — is less easy to define. The
government may have a key influence
on price-setting e.g. by making price
changes subject to approval or by
setting upper or lower price limits.
The regulatory measures may have
an impact both directly on final con-
sumer prices as well as indirectly on
the consumer prices through their influ-
ence on pricing in upstream production
stages.

Various conventions and supplemen-
tary explanations provide guidance for
determining whether the government
influence on pricing is sufficient to in-
corporate prices into the HICP-AP.
Even so, some room for interpretation
will remain in many cases, mainly be-
cause the indirect effects of regulatory
measures on consumer prices cannot
be assessed reliably.

Hence, the following terms were
established in the context of the HICP-
AP (Eurostat, 2010):

— Governments or regulators set prices
with the explicit objective of influencing
final consumer prices directly or indi-
rectly. Indirect influence on final
consumer prices would exist if e.g.
measures affected pricing in earlier
production stages.

— The effect of price regulation is long-
term, not temporary.

— Price setting is subject to restrictions
such as price caps/floors.

Moreover, it was decided that the prices

of the following goods and services

should not be included in the HICP-AP
basket:

— Prices with a high share of indirect
taxation and excise duties, such as
alcohol or tobacco. The influence
the public sector has on inflation
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developments through indirect taxes
and excise duties is already reflected
by the HICP at constant tax rates
(HICP-CT).?

— Prices of goods and services subject
to safety or environmental standard
requlations are not to be included in
the HICP-AP either, as their effect
on consumer prices is extremely
difficult to determine.

~ Prices subject to the Common Agricul-
tural Policy in the EU are not reflected
by the HICP-AP either, as these reg-
ulations mainly have an influence
on food products at an intermediate
stage. Therefore, their impact on
final consumer prices is very diffi-
cult to identify.

— Index-linked prices are not included
in the HICP-AP basket unless the
reference indicator for linking is an
administered price or when the index
linking is mandatory and enforced
by regulation.

The definition is implemented at the

COICOP four-digit level. The precision

of the concept of administered prices is

restricted among other things by the
fact that the four-digit COICOP partly
includes additional goods and services
for which a decision has to be made
whether their prices are administered
or not. Cultural services represent such

a subgroup: The Austrian basket included

a total of 12 elementary aggregates in

this group in 2010, among them nonad-

ministered prices (e.g. the price of
movie theater tickets) and fully admin-
istered prices (TV/radio fees). Based
on table 1 (section 1.2), about 85% of
cultural services belonged to the admin-
istered prices category, 15% to the non-

administered prices category in 2010.

As more than 50% of the four-digit

COICOP prices fall under the HICP-

Administered Prices, Inflation and the Business Cycle — Selected Aspects

AP definition, the entire COICOP cat-
egory 09.42 is classified to the HICP-AP.

Another judgment call is required
to decide whether regulators exercise a
major influence on final consumer
prices if effects feed through to final
consumer prices from earlier produc-
tion stages. While the final decision on
whether to include (mainly) adminis-
tered prices in the HICP-AP is taken by
Eurostat, the scope of the national
HICP-APs is mainly defined at the
decentral level. Therefore, there is no
guarantee that identical cases will be
treated identically and that the index
will indeed be fully harmonized across
countries.

Thus, comparisons of national
HICP-APs must be seen against the
background of this fuzziness and of the
difficulty in developing a harmonized
index across countries. Moreover, as
stated above, the conceptual frame-
work of the HICP-AP is such that it
also measures price developments that
are not influenced by public sector
administration.

1.2 The Basket of Goods and
Services in Detail

The basket of administered prices is
revised yearly and is adapted if neces-
sary. This process is needed because
goods and services provided mainly or
wholly by public suppliers or public
service providers can increasingly be
supplied by private enterprises.

Table 1 lists the prices covered by
the Austrian HICP-AP. In addition to
classifying prices as fully or mainly
administered, the table contains the
author’s reasoning why a price is classi-
fied in the HICP-AP. Occasional com-
parisons to other euro area countries’

HICP-AP are also included.

* The HICP-CT, which is harmonized across countries, was first released by Eurostat in October 2009.
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Table 1

Basket of Administered Prices (October 2010)

COolIcoP
Industrial goods excluding energy
0441 Water supply
06.11 Pharmaceutical products
Energy
04.51 Electricity
04.52 Gas
Services
04.42 Refuse collection
0443 Sewage collection
07.24 Other services in respect of
personal transport equipment
07.31 Passenger transport by railway?
07.32 Passenger transport by road
07.35 Combined passenger transport
08.10 Postal services’
0942 Cultural services
06.21/3 Medical and paramedical services
06.22 Dental services
06.30 Hospital services

" Administered products classified within the four-digit COICOP aggregate.

‘ Type ‘ Administered Products’

DA

DA

DA

DA

DA
DA

DA

DA

DA
DA

DA

DA

MA

MA

DA

Water supply, variable and fixed costs

Cold medicines, analgesics, oral
contraceptives, vitamins and minerals,
homeopathic medicine, prescription
fees, skin and mucosa medicines

(up to October 2001); after that no
longer administered

(up to October 2002); after that no
longer administered

Refuse collection (single family home)

Sewage collection fee (single family home)

Parking fees/parking tax, toll, periodical
assessment, driver’s license fees,
registration of a motor vehicle

Railway ticket, adult; railway ticket,
children; railway ticket, half price; benefit
railcard, railcard (year, month, week);
senior railcard

Taxi ride by day, taxi ride by night

Local passenger transport, day passes and
long-term passes

Inland postage, foreign postage

Theaters, opera houses, concert halls,
music halls, exhibitions, museums,
Telekabel cable fees, TV broadcasting
combination fee

Physician (general practice and specialist

practice), e-card

Physician of choice (dentist)

Nursing home costs, hospital costs

2 Rail transport and postal services are no longer included in the HICP-AP from 2011.

Brief Description of Price-Setting

Water supply charges are set mainly by
public suppliers (some 90% of water
supply is provided by public-sector
suppliers).

Retalil prices are regulated by law or are
subject to approval by public authorities.

Fees are set by local government.

Fees are set by public water suppliers or
refuse collectors.

Fees/prices are set by the federal
government or by local governments.

Prices are set by the Austrian Federal
Railways.

Prices set by regional governments.

Prices are set mainly by regional
governments.

The Telekom regulation authority
authorizes fees of Osterreichische
Post AG.

Services are offered mainly by, and
prices set by, public institutions.

Prices are set by the social security
institutions and the Austrian Medical
Chamber.

Prices for medical services are negotiated
by the Austrian Medical Chamber and
the social security institutions.

The public sector (regional and local
governments fix the amounts to be
contributed by occupants or patients.
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(continued) Table 1

Basket of Administered Prices (October 2010)

COICOP

Services
10.00 Education DA
1240 Social protection DA
12.70 Other services n.e.c. MA

! Administered products classified within the four-digit COICOP aggregate.

Note: DA: directly administered; MA: mainly administered

‘ Type ‘ Administered Products’

Fees for kindergarten, school trips and
university

Retirement homes, afternoon care
for children, nursery school, day care
professional, home help

governments.

Charge for a funeral service, fee for the

of estate agents, passport fees

Brief Description of Price-Setting

Kindergarten, school and university fees
are set by public authorities.

Fees determined by regional

Prices set by federal government
cemetery, lawyer, payment of the services | (passport, agency fees for rental
residences) or regional governments
(burial costs, gravesite fees).

Drinking water supply and pharma-
ceutical products, both classified under
nonenergy industrial goods, are included
in the HICP-AP (accounting for some
9% of administered prices).

Water supply (COICOP 04.41) and
sewage collection (COICOP 04.43) are
provided mainly by public suppliers
(local governments) in Austria. The local
governments also provide the connec-
tion to the water supply system and set
the water use fees. The fees are generally
linked to the national CPI. According
to the Austrian Association for Gas
and Water (OVGW, see references),
public water suppliers serve some 90%
of all Austrians; private water suppliers
provide water to only about 10% of
Austrians.

The retail prices of pharmaceutical
products (COICOP 06.11) are regulated
by law in Austria or are subject to
approval. The wholesale trade prices of
pharmaceuticals are also administered;
markups are subject to a price cap.

Most administered prices — 91% —
are in the service sector. These prices
include residential (refuse collection),
transport, health, social protection, ed-
ucation and postal services.

The local authorities are in charge
of refuse collection (COICOP: 04.42),
including price-setting.

Nearly two-thirds of the other services
in respect of personal transport equipment
(COICOP 07.24) are administered by
public authorities (federal and local
government).

This COICOP group includes e.g.
parking fees/parking labels, toll facilities
and driver’s license fees. Passenger
transport by railway (COICOP 07.31)
is overwhelmingly provi@ed by the
Austrian Federal Railways (OBB), which
also sets prices. While OBB constitutes
a separate economic entity, it is 100%
publicly owned. Consequently, the gov-
ernment has an influence on price-
setting, but this influence cannot be
unequivocally identified. Thus, classi-
fying OBB-controlled prices to admin-
istered prices is a judgment call. Until
2010, the HICP-AP for Austria included
passenger transport by railway, but this
category has been excluded from 2011.
Passenger transport by railway is treated
differently in different euro area coun-
tries. It is not part of the HICP-AP
in Germany and Spain, but is still in-
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cluded in France’s and other countries’
HICP-AP.

Taxi fees in the COICOP category
passenger transport by road (COICOP
07.32) and fees for local passenger
transport combined passenger transport
(COICOP 07.35) are set mostly by the
regional authorities.

The fees for most postal services
(COICOP 08.10) are set by Oster-
reichische Post AG, with the Telecom
regulation authority RTR having ap-
proval powers. The successive liberal-
ization of postal services has opened the
market to private postal service provid-
ers. Whereas postal services were still
covered by the Austrian HICP-AP in
2010, they will be excluded from 2011
onward. In Germany, liberalization of
the market for postal services led to the
exclusion of postal services from the
HICP-AP as early as 2007.

Cultural services (COICOP 09.24)
are offered mainly by public providers.
Pricing is partly administered, e.g. for
theater, opera and music theater tickets.
TV and radio fees are regulated by
broadcasting law.

The fees for medical and paramedical
services (COICOP 06.21/3) are negoti-
ated between the Austrian social security
sector and Austrian Medical Chamber.

Education (COICOP 10.00) contains
the directly administered fees for kin-
dergartens, schools, and universities,
most of which are run by the public
sector. The abolition of university tuition
fees in 2010 applies only to Austrian
citizens. Therefore, this COICOP sector
remains covered by the HICP-AP. Kin-
dergarten fees, too, have remained in
the index, as only part of the fees
parents have to pay for kindergarten
attendance were waived in 2009.

Prices for other services (COICOP
12.70) are set by the federal government
(passport fees, agency fees for rental
residences) or by regional governments
(burial costs, gravesite costs). Price caps

apply for agency fees.

2 Cross-Country Analysis of
Administered Prices
2.1 HICP Share of Administered
Prices

The HICP share of administered prices
varies strongly from one euro area
country to another. In 2010, it was high-
est in Slovakia, Portugal, the Nether-
lands and Germany (chart 1) and ranged
from 13.0% in Germany to 23.6% in
Slovakia. Austria, with administered
prices coming to 12.6% of the HICP
basket, also exceeded the euro area
average of 11.0%. The countries at the
lower end of the range were Finland,
Malta and Slovenia, with shares of
5.0% (Finland) to 6.4% (Slovenia).
The relation of directly administered
prices to mainly administered prices
also differs strongly among euro area
countries. Like Spain, Austria has
mostly directly administered prices in
the basket — the share is 80% in both
countries. Vice-versa, the HICP-AP of
Germany, Italy and France contains for
the most part mainly administered
prices. In Germany, the share of mainly
administered prices in the HICP-AP
is currently 78%; in France, mainly
administered prices account for 71%
and in Italy for 57%, respectively.
Different classifications of adminis-
tered prices to either directly or partly
administered prices were essentially
found for hospital services, telephone and
telefax services, road and rail transport
services, refuse collection, sewage col-

 As explained in section I, the concept of administered prices contains scope for interpretation, which must be
taken into account especially in cross-country comparisons. For examp]e, the Austrian HICP-AP 2010 contains

passenger transport by railway; the German one does not.
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Chart 1

Weights of Administered Prices in the HICP Basket —
Large Differences between Euro Area Countries’ HICP-AP Shares
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lection and postal services. Whereas
the prices of the goods and services
under these COICOP groups are typi-
cally classified as directly administered
in Austria and Spain, they tend to be
mainly administered prices in Germany,
Italy and France.

The country weights of the HICP-
AP have declined in the last decade.

The euro area average share of adminis-
tered prices in the HICP dropped from
13.7% in 2001 to 11.0% in 2010
(chart 2), largely because energy mar-
kets were liberalized. As a result, some
types of energy sources were no longer
classified in the HICP-AP.

As a case in point, Germany’s elec-
tricity market was liberalized in 2007,

Chart 2

Market Liberalization Reduces Share of Regulated Prices
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a circumstance reflected in the reduc-
tion of the share of directly adminis-
tered prices in the HICP. The electricity
market was already liberalized in 2001
in Austria. The gas market followed in
2002. As a result, the share of adminis-
tered prices in the HICP declined
markedly in Austria. The renewed rise
of the weight of the HICP-AP in Austria
in 2006 was above all caused by a statis-
tical effect: Administered goods and
services were accorded a greater weight
in the basket to reflect the results of the
new consumer survey.

2.2 Development of Prices,
Inflation Rates and Inflation
Contributions

2.2.1 Price Indices and Inflation Rates

Chart 3 shows the inflation rates of
administered prices (HICP-AP) and of
flexible prices (HICP-Flex) for Austria
and the euro area since the availability
of the basket of goods and services.

The data show that HICP-AP and
HICP-Flex patterns differ sharply in
Austria and in the euro area as a whole.
Moreover, the annual rate of inflation

of administered prices is far more
persistent than that of flexible prices.’
This trend was particularly apparent
during the commodity price shock in
2007 to 2008, when HICP-Flex rates
jumped, whereas HICP-AP rates moved
largely sideways. Econometric evidence
supports the interpretation of these
two time series. Linnemann and Matha
(2005) demonstrate that for Austria
and the euro area, the HICP rate
excluding regulated prices has a higher
persistence than the all-items HICP.
While the index of administered prices
in Linnemann and Matha (2005) is
not fully identical with the definition
presented in this study, the two indices
are largely consistent.

A further characteristic of both
time series seems to be that the rate of
inflation of administered prices is higher
than that of flexible prices during
phases of “normal” inflationary devel-
opments; the relationship is inverted
during periods of sharply rising aggre-
gate inflation. This phenomenon is
partly due to the higher persistence of
administered prices, but is also partly

Chart 3

Inflation of Administered Prices Exceeds Inflation of Flexible Prices on Average
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° HICP-AP inflation surged or plummeted in some periods. This development may be the consequence of changes in
regulated prices and/or ofa change in the basket. For example, the share cfadministered prices in the entire
basket diminished substantially in fall 2001 when gas and electricity were dropped from the HICP-AP.
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Table 2

Descriptive Statistics of Various Inflation Rates — Averages for the Period from

January 2001 to October 2010

AT ’ BE ‘ cY ‘ DE ‘ EA ‘ EE ’ ES ‘ Fi ‘ FR
%
Inflation HICP-Flex 17| 22| 24| 15| 20| 37| 29| 15| 18
Inflation HICP-AP 25| 12| 35| 23| 22| 87| 20| 35| 26
Inflation HICP 18| 20| 25| 16| 20| 41| 28| 16| 19
Inflation HICP-AP — inflation HICP-Flex 08| <10| 12| o8| 02| 50| -09| 20| o8
GR ‘ IE ‘ IT ‘ L ‘ MT ‘ NL ‘ PT ‘ SK ‘ sl
%
Inflation HICP-Flex 34| 18] 24| 27| 21| 18| 21| 24| 38
Inflation HICP-AP 29 74| 10| 31| 79| 22| 30| 86| 43
Inflation HICP 34| 21| 22| 27| 24| 18| 22| 38| 38
Inflation HICP-AP — inflation HICP-Flex 05| 53| <3| 04| 58| 04| 08| 62| 05

Source: Author’s calculations.

Note: Euro area changing composition (EA11-2000, EA12-2006, EA13-2007, EA15-2008, EA16—2010); HICP-Flex: HICP excluding administered

prices, HICP-AP: HICP for administered prices.

due to the waiver of price increases for
regulated prices during such periods.

Different inflation rate develop-
ments for administered prices in the
euro area are frequently contingent on
measures taken in some of the larger
countries. For example, the temporary
surge in the HICP-AP rate of inflation
in the euro area in 2004 (chart 3) was
caused mainly by the increase in
German administered prices following
a health reform.

Table 2 compares the average infla-
tion rates of the HICP-AP, the HICP-
Flex and the HICP from January 2001
to October 2010 for all euro area coun-
tries.

Since 2002 (the HICP-AP index
series begins in January 2001, which is
why there are no inflation rates for the
HICP-AP for the period prior to 2002),
the average inflation rate of adminis-
tered prices (HICP-AP) of most euro
area countries has been higher than that
of the total index excluding adminis-
tered prices (HICP-Flex). Belgium,
Spain, Greece and Italy are exceptions.
The rate of HICP-AP inflation came to

2.2% on average for the euro area, that
of the HICP-Flex to 2.0%. In Austria as
well as Germany, the gap between the
HICP-AP and the HICP-Flex came to
0.8 percentage points. The gap was far
smaller in the euro area, averaging 0.2
percentage points. This feature — the
HICP-AP being higher than the HICP-
Flex — is likely to be related to the fact
that price changes of the HICP-AP are
generally price increases and that, as
Linnemann and Mathd (2005) have
demonstrated for euro area countries,
regulated prices are usually raised more
than flexible prices.

Over time, the dynamics of admin-
istered prices have been far more pro-
nounced than those of flexible prices in
many countries — above all smaller
countries like Ireland, Slovakia, Malta
or Finland — as the patterns of the
HICP-AP and HICP-Flex index series
clearly show (chart 4).

The relatively stronger uptrend of
administered prices apparent in chart 4
does not apply to all countries.

In addition to their stronger upward
trend, administered prices are raised at
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Chart 4
HICP-Flex and HICP-AP - Regulated Prices Exhibit a Clear Upward Trend
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Source: Statistics Austria, Eurostat.

fairly regular intervals, frequently early
every year. This pattern is quite preva-
lent in Finland and Slovakia, but also
applies to Germany and Austria.

Whereas HICP-AP developments
usually point upward, the HICP-Flex
exhibits upward and downward move-
ments.

In a different perspective, the dif-
fering development trends in the index
series are also reflected in the correla-
tion coefficients of inflation rates.

The correlation between the HICP
inflation rate and the HICP-AP infla-
tion rate averages 0.43 for the euro area
and slightly more for Austria, i.e. 0.48.

Spain, Belgium and the Netherlands all
diverge strongly from this average, with
the Netherlands posting a coefficient
close to zero, and Spain exhibiting an
average that is less than half the euro
arca average. The correlation between
HICP inflation and HICP inflation is in
fact negative in Belgium.

The descriptive statistics in table 2
as well as the correlations in table 3
signal that the levels and the patterns
of administered and of flexible price
indices differ. Moreover, the connection
between the price indices differs sharply
among euro area countries.
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Table 3
Correlation of HICP Inflation with Various Inflation Rates
AT BE ‘ CY ‘ DE ‘ EA ‘ EE ‘ ES ‘ Fl ‘ FR
HICP-Flex 0.99 0.99 097 094 1.00 0.99 0.99 1.00 0.99
HICP-AP 048 -0.03 0.68 0.34 043 0.66 016 0.35 041
HICP-APM 047 0.23 0.25 012 0.30 X 0.26 0.35 0.28
HICP-APP 010 -0.36 0.69 0.35 0.38 0.66 -041 0.07 046
GR ‘ IE ‘ IT ‘ LU ’ MT ‘ NL ‘ PT ‘ SK ‘ Sl
HICP-Flex 0.99 0.99 0.96 099 0.96 097 1.00 0.88 1.00
HICP-AP -0.20 045 041 0.34 049 0.06 0.38 0.90 049
HICP-APM -0.31 048 -017 0.03 049 0.34 -0.02 0.83 0.60
HICP-APP 0.07 040 048 049 -0.35 -0.03 043 0.88 0.28

Source: Author’s calculations.

Note: Euro area changing composition (EA11-2000, EA12—2006, EA13-2007, EA15-2008, EA16—2010); HICP-Flex: HICP excluding administered
prices, HICP-AP: HICP for administered prices, HICP-APM: HICP for fully administered prices, HICP-APP: HICP for mainly administered prices

2.2.2 Inflation Contributions of
Administered Prices

In most euro area countries, adminis-
tered prices contribute substantially to
overall inflation (weight of the HICP-
AP multiplied by the inflation rate of
the HICP-AP). The contributions in
Austria have fluctuated between 0.10
and 0.42 percentage points since 2002;°

the range in Germany is from 0.10 to
1.10 percentage points. Administered
prices made the highest contribution to
overall inflation in Germany in the
wake of the health reform of 2004. The
euro area fluctuation range in the same
period came to between 0.04 and 0.46
percentage points.

Chart 5

HICP Inflation and Contributions by Administered Prices

(a) Austria (b) Germany (c) Euro Area
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¢ January 2002 to October 2010.
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Over time, inflation contributions
exhibit a conspicuously parallel devel-
opment to HICP inflation, a trend
which is spectacularly broken at certain
intervals, as in the case of the health
reform in Germany in 2004. This spe-
cial pattern even feeds through to the
inflation contribution of the euro area

aggregate.

2.3 To What Extent Do
Administered Prices Influence
Inflation Developments?

Are regulated prices a factor that accel-
erates inflation? To establish the causality
link between the HICP inflation rate
and the HICP-Flex inflation rate or the
HICP-AP inflation rate at the purely
statistical level, bivariate Granger cau-
sality tests were performed. The results
are presented below. The tests were
conducted in both directions, evaluating
the influence of HICP inflation as well
as HICP-Flex inflation on HICP-AP
inflation and vice versa. These tests were
performed on the basis of monthly data
for monthly time lags up to 13 months.
A prerequisite for the validity of the
tests is that the time series to which
they are applied are stationary. Taking
into account structural breaks in infla-
tion developments, it may be assumed
that this characteristic applies for most
euro area countries (Kyung So et al,,
2010).

Table 4 shows the results of the
Granger causality tests for lags 1, 6, 12
and 137

Some interesting observations about
causality may be made: For Austria, the
direction of causality clearly runs from

the HICP-Flex inflation rate (and the
all-items HICP®) to the HICP-AP. At
the 5% significance level, this causality
has been confirmed for all monthly lags
up to one year other than the three-
month and six-month lags. The fact that
this direction of causality does not hold
beyond 12 months may be attributable
to the fact that some administered
prices in Austria are indexed to the
national CPI. In most cases, indexation
is based on the average inflation rate of
the previous year, with the adjustment
usually being made once a year rather
than continuously.

In the euro area as well as in Spain
(in particular the lags from the fourth
month onward), Belgium, the Nether-
lands (lags 3 to 6), Portugal (lags 1 and
2), Cyprus, Estonia, Finland, France
(at the 10% confidence level) and
Slovenia, the direction of causality runs
from the HICP-Flex inflation rate to
the HICP-AP inflation rate. The cau-
sality is reversed for Italy, running from
HICP-AP inflation to HICP-Flex infla-
tion (for lags 9 to 12). Countries for
which the direction of causality appears
to be unclear were Germany, Luxem-
bourg, Slovakia and Ireland.

Opverall, these results would imply
that public sector pricing significantly
influences overall inflation and the
development of the inflation of flexible
prices in Austria and in some other
euro area countries, but that it is not a
leading indicator for the future devel-
opment of inflation.

The section below focuses on iden-
tifying other important determinants
of the cost side and the demand side.

7 The complete results (among other things for the lags for every month) are available on request.

8 Table 4 does not contain the statistics of the Granger causality tests between total inflation and administered

price inflation, but they are available on request.
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Table 4

Pairwise Granger Causality Tests (January 2001 to October 2010)

First lag AT ‘ BE ‘ cY ‘ DE ‘ EA ’ EE ‘ ES ‘ Fl ‘ FR

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.24 0.01 0.85 010 0.03 0.00 0.00 0.06 0.05

Infl-AP is not caused by Infl-Flex: P-value 0.03 0.05 0.03 013 0.00 0.00 0.00 0.00 0.00
GR ‘ IE ‘ T ‘ LU ‘ MT ‘ NL ‘ PT ‘ SK ‘ Sl

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.22 0.01 0.00 098 012 013 011 091 092

Infl-AP is not caused by Infl-Flex: P-value 0.63 0.01 0.00 0.46 0.04 0.32 0.02 0.24 0.57

Sixth lag AT ‘ BE ‘ CcY ‘ DE ‘ EA ’ EE ‘ ES ‘ Fl ‘ FR

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.72 0.69 048 0.35 0.65 0.58 0.10 0.28 047

Infl-AP is not caused by Infl-Flex: P-value 0.04 0.02 0.00 0.94 0.01 0.00 0.01 0.00 0.06
GR ‘ IE ‘ T ‘ LU ‘ MT ‘ NL ‘ PT ‘ SK ‘ Sl

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.32 0.39 0.02 0.25 0.01 048 0.21 042 0.97

Infl-AP is not caused by Infl-Flex: P-value 0.87 0.00 0.01 0.86 041 0.02 0.10 0.04 0.00

Twelvth lag AT ‘ BE ‘ CcY ‘ DE ‘ EA ’ EE ‘ ES ‘ Fl ‘ FR

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.60 014 0.75 042 0.36 0.97 0.21 0.03 0.92

Infl-AP is not caused by Infl-Flex: P-value 0.08 0.00 0.00 0.98 0.02 0.02 0.00 0.00 0.26
GR ‘ IE ‘ T ‘ LU ‘ MT ‘ NL ‘ PT ‘ SK ‘ Sl

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.02 0.00 0.06 0.05 019 0.00 0.21 0.09 0.65

Infl-AP is not caused by Infl-Flex: P-value 0.82 0.01 0.34 0.66 0.70 0.00 0.22 0.00 0.08

Thirteenth lag AT ‘ BE ‘ CcY ‘ DE ‘ EA ’ EE ‘ ES ‘ Fl ‘ FR

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 018 015 0.96 0.30 0.59 0.38 0.55 0.27 097

Infl-AP is not caused by Infl-Flex: P-value 016 0.02 0.01 091 015 0.00 0.03 0.00 0.28
GR ‘ IE ‘ T ‘ LU ‘ MT ‘ NL ‘ PT ‘ SK ‘ Sl

Null hypothesis:

Infl-Flex is not caused by Infl-AP: P-value 0.03 0.01 015 0.06 0.24 0.00 047 0.00 0.85

Infl-AP is not caused by Infl-Flex: P-value 0.64 0.00 0.85 0.75 0.80 0.39 0.63 0.02 0.03

Source: Author’s calculations.

Note: Shaded values indicate the rejection of the null hypothesis. Infl-AP: Inflation rate of administered prices; Infl-Flex: Inflation rate of total inflation excluding administered prices.

2.4 Cost Shocks Influence
Flexible Prices More Strongly
and Administered Prices Less
Strongly

A more in-depth analysis of the causal
relationships was attempted on the
basis of an impulse-response functions
derived from an unrestrictive VAR
model (vector autoregressive model).
This econometric approach captures

the interaction between the adminis-
tered inflation rates and the macroeco-
nomic environment, making it possible
to take into account the direct and the
indirect inflation effects of cost and
demand shocks on the endogenous vari-
ables. Administered prices and flexible
prices are subject to different mecha-
nisms. Frequently, official or legislative
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measures play a key role and signifi-
cantly influence both the frequency and
the size of price adjustments.

The VAR model contains the vari-
ables crude oil prices, the gap between
the long-term and the short-term interest
rate, the output gap, and the HICP-AP.
In a further variant, the HICP-AP is
replaced by the HICP-Flex’ to deter-
mine the difference between cost and
demand shocks on regulated versus
flexible prices. Given the rather short
time series (the HICP-AP is available
only from January 2001), two variants
of VAR models with three variables
each were specified. The VAR systems
differ only with respect to the use of
inflation as measured by the HICP and
inflation as measured by the HICP-AP.
Crude oil prices were used as a proxy
for macroeconomic costs, and the out-
put gap served as an indicator of demand
effects.

All variables with the exception of
the output gap, which is fed into the
VAR model without having been trans-
formed, are included in the model in
logarithmic form and in quarterly dif-
ferences. Therefore, the transformed
variables may be interpreted as quar-
terly growth rates.

The sequencing of the variables in
the VAR system plays a fundamental
role for the impulse-response analysis.
The order in this analysis was: crude oil
prices, interest rate spread, output gap,
HICP-AP (or HICP-Flex in the second
model variant). The consequences of
this technical assumption for the results
are fully plausible: The assumption is
that a crude oil price shock has contem-
poraneous effects on all other variables,
but at the same time, crude oil prices
are not influenced by any of the other

residuals in the same period. The same
applies by analogy to all other determi-
nants. For instance, monetary policy
measures — these are captured by the
interest rate spread — have a contempo-
raneous impact on the output gap and
the HICP-AP (or the all-items HICP),

but not on the crude oil price.

2.41 Cost Shocks

Based on the standard deviation of
monthly changes in crude oil prices,
one-standard-deviation shocks are clearly
found to have a significant effect on
total inflation as well as HICP-Flex
inflation in the first two quarters in
most euro area countries.'”

The impulse response of HICP-AP
inflation goes in the same direction as
the impulse response of HICP-Flex
inflation, but the impact of the crude
oil price shock on the HICP-AP is not
statistically significantly different from
zero in most cases. For Austria, the
impulse response is significantly positive
in the first quarter (chart 6).

The following observation applies
with reference to the magnitude of the
response: The size of the crude oil price
shock is one standard deviation of the
quarterly rates of change. In the period
from the first quarter of 2002 to the
third quarter of 2010, the standard
deviation came to 0.17 percentage points.
This corresponds to an increase of about
15% in the price of crude oil.

For Austria, the contemporaneous
effect on the quarterly inflation rate is
0.33 percentage points, somewhat
more than the effect for Germany at
0.29 percentage points (chart 6). The
effect of the crude oil price shock lasts
for only two quarters, after which it
is no longer significant. Other studies

? VAR models were also estimated with overall inflation rather than HICP-AP inflation or HICP-Flex inflation.

19 Malta is the sole exception; here, various impacts that are statistically not significantly different from zero were

measured.
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Chart 6

Smaller Reaction of Administered Prices to a Crude Oil Price Shock

Austria: Impulse Response of HICP-Flex Inflation
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about euro area countries come to
similar conclusions (Galesi and Lom-
bardi, 2009).

The impulse response of HICP-AP
inflation is smaller than that of HICP-
Flex inflation. For Germany, it is not
significantly  different zero,
whereas it is significantly positive for
Austria for the first quarter (+0.16 per-
centage points). The “aftereffect” of
the crude oil price shock on Austrian

from

administered prices is still evident after
five and after nine quarters. This effect
could be linked to the indexation of
many regulated prices to the national
CPI. Indexation is especially prevalent
for federal government fees, partly also
for fees set by regional authorities, and
consists in the adjustment of adminis-
tered prices for the inflation rate of the
previous year.
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2.4.2 Demand shock

An impulse-response analysis was also
made for demand shocks; it measures
the effect on HICP-AP inflation and
HICP-Flex inflation of changes in the
domestic output gap. The output gap
shock is shown not to have a significant
influence on price variables. This
means that the effect of demand devel-
opments on inflation — at least those
demand developments that are mea-
sured with the output gap — is less
important than that of cost shocks. This
outcome may be contingent on the fact
that inflation expectations in the euro
area were firmly anchored during the
observation period (from 2001 to 2010),
so that demand effects on price devel-
opments had no effect or only a weak
effect on price developments.

It must be emphasized, however,
that this result is considered contro-
versial in the literature. While other
studies have been able to prove that
demand effects on inflation have increas-
ingly lost ground in recent years, it has
not been established that the output gap
has become completely unimportant as
a determinant of inflation developments.
For example, in Rumler and Valder-
rama (2008), the question of demand
effects on inflation developments in
euro area countries is examined with
the help of Phillips curve estimates.
The authors demonstrate that the output
gap ceased to have statistically signi-
ficant effects on inflation developments
in several euro area countries in the
1990s. However, this is not the case for
all countries. Moreover, the estimation
results are not unambiguous for Austria:
The diminishing importance of the
output gap can be proved on the basis
of the traditional Phillips curve, but
these results are not confirmed by
the results on the basis of the New
Keynesian Phillips Curve. A further
study by Musso et al. (2009) deals with

the issue of the instability of the Phillips
curve for the euro area. The authors
determine that the output gap contin-
ues to have a significant effect for the
euro area as soon as the instabilities are
explicitly modeled, in particular the
reduction in the mean shift of the infla-
tion rate and the varying steepness of
the Phillips curve.

3 Conclusions

Administered prices are a key compo-
nent of the HICP basket, accounting for
11.0% of the HICP (curo area average).
Among euro area countries, this share
ranges from 5.0% in Finland to 23.6%
in Slovakia. With a share of 12.6%,
Austria surpasses the euro area average.
Market liberalization tends to reduce the
weight of regulated prices in the HICP.
Their share declined by nearly 3 per-
centage points in the euro area in the
past decade. The share of regulated prices
in the HICP basked declined moder-
ately in Austria in the same period.

The inflation rates of administered
prices and those of flexible prices (i.e.
the HICP excluding administered
prices) differ with respect to both their
levels and their development over time.
In Austria, Germany and France, the
average HICP-AP inflation rate has
been noticeably higher since 2002 than
average HICP-Flex inflation rates,
whereas the situation was reversed in
Italy and Spain.

Overall, the link between both
administered and flexible price infla-
tion and headline inflation is small
(Spain) or there is even no evidence of
such a link (Belgium, the Netherlands).

The examination of the direction of
the effect also raised interesting aspects
in this study: Administered prices may
represent a significant part of the rate
of inflation, but they are not necessarily
to be seen as an accelerator of inflation.
Granger causality tests were used to
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prove that flexible prices are a leading
indicator for Austria and a number of
other euro area countries, not vice versa.

As public sector pricing also reacts
to the macroeconomic environment,
an attempt was made to identify key
macroeconomic determinants. It was
found that above all, cost determinants
— an oil price shock — are important for
price developments. In most euro area
countries, overall inflation as well as
the inflation of flexible prices displays a
statistically significant rise after a shock
to crude oil prices. As a rule, the effect
is short-term. A statistically significant
impact can no longer be determined af-
ter two quarters. It is also interesting

Administered Prices, Inflation and the Business Cycle — Selected Aspects

that the impulse response of HICP-AP
inflation is smaller than that of HICP-
Flex inflation, and that it is not even
significant ~ for  the most  part.

This study finds that unlike cost
shocks, demand shocks do not have
statistically significant effects on prices.
Changes in the output gap have no
statistically significant impact on either
HICP-AP inflation or HICP-Flex infla-
tion. The literature does not provide
unambiguous confirmation of this re-
sult. Whereas some studies prove that
the importance of the output gap for
inflation developments declines, the
extreme of statistical insignificance
remains controversial.
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