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Despite growing uncertainty regarding looming infernational tfrade disputes, the
global economy enjoyed strong growth in the second quarter of 2018. Indicators for
many major emerging economies point to sustained expansion. In the USA, the in-
crease in the second quarter of +1 percent in real ferms was double the rate of the
first quarter (+0.5 percent), compared to the previous period.

The strong economic growth of the previous year slowed somewhat in the euro area
and in the EU. While the economy in the euro area in the fourth quarter of 2017 was
still growing similar to the previous quarters at +0.7 percent, the growth rate dropped
to 0.4 percent at the beginning of 2018. Investment demand lost much of its impetus
and exports even declined. Only consumer demand revived and boosted the trend.

According to the flash estimate by Eurostat, economic growth in the euro area
dropped again slightly to 0.3 percent in the second quarter. A rise in real GDP of
0.4 percent was again recorded for the EU as a whole.

In Austria the upswing continued in the second quarter, barely losing speed. First cal-
culations of the Austrian Institute of Economic Research (WIFO) revealed an increase
in GDP in real terms of 0.7 percent compared to the previous period. Exports de-
creased again; however, investment demand continued fo grow strongly. Private
household consumption again enjoyed strong growth. As a result of the marked rise
in employment in recent years, earned income has grown significantly and the grow-
ing confidence of private households in view of the positive development in the la-
bour market is encouraging consumption.
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This sustained economic activity has resulted in a further drop of the unemployment
rate. At 7.6 percent in July 2017, it was already significantly lower than in the previous
year and now has dropped to 6.9 percent. While the average unemployment rate in
the EU is almost as low again as during the boom period before the financial and

economic crisis, the rate in Austria is still above this level.
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June's inflation rate of 2 percent was the same as the average of recent months; to
date price pressure has not yet increased. It was mainly the increase in fuel prices
which affected the rate of price increases.

1. No end in sight to the upswing in the USA

In the second quarter of 2018, the economic upswing in the USA accelerated to
+1 percent after slowing somewhat at the beginning of the year to +0.5 percent in
real terms compared to the previous period. In particular, private consumption rose
strongly (+1 percentinreal terms). Gross fixed capital formation grew more slowly than
in the two previous quarters (+1.2 percent).

This means that the second longest upswing of the last 50 years continues. The unem-
ployment rate dropped o 3.8 percent in May, its lowest value since 1969. Only during
the boom period of 2000, it was that low, at 3.8 percent. In July 2018, it rose again
slightly to 3.9 percent.

The number of new applicants for unemployment benefit was as low in July 2018 as it .

. . . . K . Wage trends in the USA con-
was in 1969. So far, it has been possible to safisfy the increasing demand for labour by tinue to ignore the strain on
extending working hours and increased participation in the labour market which goes the labour market.
hand-in-hand with an upswing in economic activity. The trend in real wages still does
not appear fo react to tension in the labour market. In July the official employment
cost index exceeded the previous year's figure by 2.7 percent; however, the inflation
rate was almost as high at 2.9 percent.

Share prices are likely to be overrated when measured by the S&P 500 stock price
index; however, no further upwards trend was recorded in recent months. Compared
to the highest value to date at the beginning of 2018, the index actually dropped.
Real estate prices, measured by the Case-Shiller Index, exceeded their highest level
so far, dating back to 2006, at the end of 2017. However, since then the general in-
crease in prices put thisrise into perspective. According to this index, in April and May
real estate prices increased by 6.7 percent and 6.5 percent, respectively, as com-
pared to the previous year. Furthermore, the debft ratio of private households and
corporations in relation to GDP is still below the rate from before the financial market
and economic crisis hit. Recenftly, the saving ratio of private households was revised
upwards. Accordingly, in the second quarter it was slightly lower at 6.8 percent than
in the first quarter (7.2 percent).

Likewise, the ISM Purchasing Managers' Index (PMI) does not contain any indications
that the economy will soon bottom out. In the July survey the companies polled re-
mained confident regarding trends for the months fo come. The tfrade dispute of the
USA with China and the EU does not yet appear to have had any effect on business
activity nor investment behaviour.

Nor does it seem likely that consumption of private households — the most important
demand component in the economy of the USA — will lose its impetus in the short term.
The consumer surveys carried out by the Conference Board, Reuters and the University
of Michigan also reflect a large measure of confidence and an optimistic view of the
future for the coming months.

The US Federal Reserve continues to successively fighten its monetary policy, but fiscal
policy counteracts with expansive measures. This means the upswing could certainly
confinue for the next few quarters.

One indicator which proved reliable in the past in predicting turning pointsin the eco-
nomic cycle is the yield curve. It compares the yields of debt securities with different
maturity dates. Since the probability of unforeseen events occurring over a longer
lockup period is higher, for example changes in debtor risk, such debt securities usually
offer higher returns than those with a shorter lockup period. A sudden tightening of
the monetary policy will cause a direct rise in short-term interest rates. Long-term in-
terest rates display a similar response; however, long-term inflation expecta-
tions — which are cushioned by the more restrictive monetary policy — play arole here.
Demand for long-term debt securities can subsequently increase relative to demand
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for short-term debft securities. This lessens the resulting difference in yield or it can even
become negative.

Figure 2 shows the yield curve for the USA as the yield spread between government
bonds with a maturity of fen and two years related to the turning points in the eco-
nomic cycle dated by BEA. This shows that recession periods with shrinking economic
activity followed negative values in the yield curve around one year later.

The interest spread has been flattening out since 2016, most recently touching 0.3 per-
centage points; however, it is not yet negative. This means, based on this indicator,
that a recession is not likely to occur in the short term.

Figure 2: Yield curve and the economic cycle in the USA
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Source: Bureau of Economic Analysis, Federal Reserve Board, NBER, Macrobond. Yield curve: Difference
between yields for central government bonds with a maturity of 10-year and 2 years.

2. Economic growth in the EU stabilises in the second quarter, albeit somewhat muted in the
euro area

After a clear economic recovery in the previous year, the euro area has shown signs
of cooling since the beginning of 2018. Major economies have seen economic growth
slowdown. In Germany, the economy grew in the first quarter of 2018 by only 0.3 per-
cent, although each quarter of the previous year had seen a rise in real GDP of at
least 0.6 percent. In France, growth slowed at the beginning of the year from 0.7 per-
cent to 0.2 percent, and also in the rise of 0.3 percent was slight. Flash estimates indi-
cate that this weak trend will continue in the second quarter in both countries. After
the economy of the euro area had expanded during the three previous quarters by
0.7 percent in each quarter, growth slackened in the first quarter of 2018 to 0.4 per-
cent.

This fall was occasioned by export demand and investments. After a strong hike in the
fourth quarter of 2017 of 2.4 percent in real ferms compared to the previous quarter,
exports in the euro area tumbled by 0.9 percent in the first quarter of 2018. The end of
2017 sfill saw dynamic growth in investment demand (+1.4 percent); however, this
slumped in the first quarter of 2018 fo 0.3 percent. In contrast, consumption of private
households saw a clear rise (+0.5 percent; fourth quarter of 2017 +0.2 percent), stabi-
lising the economy.

Since May, economic indicators assume the situation stabilising or even a slight recov-
ery. From April to June, the Economic Sentiment Indicator of the EU remained essen-
fially unchanged for the euro area, easing back slightly in July. Indicators for industry
and the construction sector still remain at a high level. After weak performance at the
beginning of the year, industrial production saw a strong hike in May.
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Consumers' confidence continues to be characterised by high opfimism. If the excel-
lent values around the end of 2017/beginning of 2018 is ignored, this indicator is cur-
rently at its highest point for the last 13 years, exceeding even the very good results of
2007. This should give consumption a strong impulse for several months to come.

The flash estimate from Eurostat for the second quarter shows an unchanged modest
rise in GDP of 0.4 percent in real terms for the EU as a whole. According fo provisional
calculations, this actually shows a slight slowing of the economy in the euro area
(+0.3 percent after +0.4 percent).

The dynamic development in consumption is not only due to the strong expansion of
employment in the euro area and the whole EU, but also to the drop in the unem-
ployment rate. Although the decrease was rather modest due to the marked rise in
labour market participation in both economic areas, the unemployment rate in the
EU has shown a downwards trend since the beginning of 2013. In May and June 2018,
it was only 6.9 percent (Figure 3). This is the lowest rate since August 2008 and is close
to its lowest level of 6.7 percent during the boom phase of 2008.

In the euro area the rate for May and June dropped to 8.3 percent. The decrease
since 2013 (12.1 percent) is considerable; however, the gap to its lowest level at the
beginning of 2008 (7.3 percent) is greater. Furthermore, the rate varies appreciably
between individual euro area countries. While the drop of the unemployment rate in
Germany had a mitigating effect on the average for the euro area, the rates in
Greece (around 20 percent), Spain (15 percent) and ltaly (11 percent) are sfill far
from levels before the crisis.

Figure 3: Harmonised unemployment rate in the euro area and the EU
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Source: Eurostat, Macrobond.

The unemployment rate in
the EU dropped to almost
the same level before the fi-
nancial and economic crisis
hit. However, there are major
differences between mem-
ber countries.

3. Austria’'s economy shows strong growth again in the second quarter of 2018

The Austrian economy grew in real ferms by 0.8 percent in the first quarter of 2018,
almost as strongly as in the two previous quarters (+0.9 percent)!. In contrast to the
USA and the euro area average, growth in Austria did not slow at the beginning of
2018. Exports rose, although they showed an average downward frend across the
euro areq, and particularly in Germany. Also, the demand for gross fixed capital for-
mation slowed down in Austria.

Indicators such as business surveys and industrial production indices point to a pro-
gressive cooling down in economic activity since the beginning of 2018. The WIFO

I According to the seasonally adjusted figures by Eurostat Standard, growth was even higher at +0.9 percent
than in the fourth quarter of 2017 (+0.8 percent). However, the second quarter saw growth slowing to +0.5 per-
cent.

WIFO WIFO Bulletin, 2018, 23(10), pp. 87-95

The WIFO Flash Estimates for
the second quarter of 2018
revealed an increase in GDP
in real terms of 0.7 percent.
This means the Austrian
economy continued to show
strong growth as in the previ-
ous quarter (first quarter

+0.8 percent).

21



BUSINESS CYCLE REPORT AUGUST 2018 M

Flash Estimate for the quarterly national accounts reports a growth rate of 0.7 percent
for the second quarter.

Figure 4: Results from the WIFO-Konjunkturtest

Indices of the assessment of the current economic situation and of business expectations,
seasonally adjusted
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Source: WIFO-Konjunkturtest. Data refer to index points (percentage points) between +100 and —100. Values
above 0 imply positive expectations, values below 0 indicate negative expectations.

This expansion was broad-based, receiving impulses from within the domestic econ-
omy as well as from abroad. Business investment activity expanded again in the sec-
ond quarter. Demand for gross fixed capital formation (machinery and equipment,
construction and other investment) rose by 1.2 percent (first quarter +1.3 percent). Pri-
vate consumption (including non-profit institutions serving households) continued to
perform strongly in the second quarter (+0.5 percent).

Although consumer activity rose slightly compared to the second half of 2017, export
growth slacked somewhat. Industrial activity remained robust; value added in manu-
facturing rose by around 1.3 percent (first quarter of 2017 +1.7 percent). As with ex-
ports, the strong upswing in the second half of 2017 did not continue during the first
half of 2018.

3.1 Increasing complaints by Austrian manufacturers of a labour shortage

The manufacturing industry continues to enjoy an upswing, although performance
appears to be slackening off slightly. The industrial production index saw strong growth
until February; however, growth plummeted in March and April, with significant recov-
ery not occurring until May. Business surveys in this field appear to show a less dynamic
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frend than in the recent past. In WIFO-Konjunkturtest (business cycle survey) the com-
panies polled had a less optimistic view of the current situation in both June and July
and of frends for the coming months. The survey carried out by the Austrian Economic
Chambers (WKO) on economic activity and the Bank Austria Purchasing Managers'
Index indicate strong growth for the coming months, although the rate will slow
slightly.

The slowing of economic activity will relieve capacity bottlenecks in manufacturing.
The WIFO-Konjunkturtest of April saw companies reporting a drop-in capacity utilisa-
fion for the first fime since 2016. But capacity utilisation remains unusually high and
saw a slight rise again in July.

The available capacities are increasingly seen by companies as limiting production.
The percentage of companies which do not see any obstacles to production has
tended to drop since mid-2016. However, the reason given is not a lack of demand
(this partialindex reached its lowest level since 1996 in July 2018) but a labour shortage
(highest level since 1996) and "material". Difficulty finding financing and "other rea-
sons" were not given as limitations. On average, companies reported secured pro-
duction for a period of 4.4 months.

So far, the economic upswing has been quite labour intensive in the euro area aver-
age, Germany and Austria and thus has been accompanied by a rapid rise in em-
ployment. This applies not only fo the number of jobs, but also to the number of hours
worked. Productivity per hour rose significantly in manufacturing, above all in periods
of strong economic growth during the peaks of 2000, 2006 and 2010 (Figure 5). In con-
frast, no appreciable rise was reported in 2017.

Figure 5: Productivity per hour in manufacturing
Unadjusted
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Source: Eurostat; WDS — WIFO Data System, Macrobond. Gross value per hour worked by employees.

3.2 Rise in fuel prices is driving domestic inflation

Inflation in Austria continued torise in June 2018. After arise of 1.9 percentin consumer
prices in May compared to the previous year, the index rose in June by 2.0 percent.
As was the case in May, according to Statistics Austria the hike in fuel prices was the
determining factor. The positions which showed strikingly higher price rises during past
years in Austria than in the average for the euro area remain the determining factor
for the difference in the inflation rate.

According to the CPI rentals for housing rose in June 2018 by 3.6 percent compared
to the previous year; this added 0.18 percentage points to the inflation rate. Prices for
tourism services also saw above-average rises. For example, prices for restaurant and
hotel services rose by 3.1 percent (restaurant services +2.9 percent; accommodation
services +4.6 percent).
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much lower rate than in pre-
vious boom periods.
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ing to take effect.
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Figure 6: Key economic indicators
Persons in active dependent employment!, 1,000s, seasonally adjusted

3,700 +
3,600
3,500
3,400

3,300

3,200 f f f f f f f f f |

Unemployment rate, traditional Austrian method?, seasonally adjusted

9.5 T
9.0
8.5
8.0
7.5
7.0
6.5 +
6.0 +
5.5 f f f f f f f f f |

Consumer prices, year-to-year percentage changes

5,,

Harmonised

National
4

E\fﬁ\w k

-1 L+

Real effective exchange rate, year-to-year percentage changes
6 .
4

N SN A
A 7

10-year central government bonds (benchmark), percent

6 —

51

41

31

o |

14

0 | | | | | | | | | |
09 10 11 12 13 14 15 16 17 18

Source: Public Employment Service Austria, Main Association of Austrian Social Security Institutions, Oester-
reichische Nationalbank, Statistics Austria, WIFO calculations. — ' Excluding persons in valid employment
confract receiving child care benefit or being in military service. — 2 As a percentage of total labour force

excluding self-employed, according to Public Employment Service.

12-months
performance

3,700

3,650
/ 3,600
3,550

3,500

Jul

9.0
8.6

\ 8.2
7.8
7.4

Jul

3.0
2.5
1.5
1.0

Jun

4.0
3.0
1.0
0.0
-1.0

Jun

1.5
1.0
v\/\ 0.5
0.0

Jul

WIFO WIFO Bulletin, 2018, 23(10), pp. 87-95

94



BUSINESS CYCLE REPORT AUGUST 2018 M

The increment in inflation compared to the euro area shrank recently from its previ-
ously higher rate (Figure 6).

In May and June 2018, the rise in the harmonised index of consumer prices (HICP) for
Austria was 0.2 and 0.3 percenfage points above the average for the euro areaq, re-
spectively, whereas the gap in the previous two months had been 0.7 percentage
points. The difference to Germany almost disappeared. In May the rise in the HICP for
Austria was actually below that for Germany; however, in June it was 0.2 percentage
points higher.

Figure 7: Consumer price index, harmonised
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Source: Eurostat; WDS — WIFO Data System, Macrobond.

3.3 Unemployment continues to fall appreciably

The sustained upswing in economic growth continues o bring about strong expansion
of employment and a drop-in unemployment. According fo the Public Employment
Service Austria, the number of unemployed persons (including those in training)
dropped by 29,800 compared to the previous year (-8 percent), while the number of
those in active dependent employment rose by 85,000 (+2.3 percent). This prolonged
upswing had a positive effect on the long-term unemployed since many companies
had to recourse to this pool of labour. The number of unemployed officially registered
as long-term unoccupied declined in July by 13,200 compared to the previous year,
after having dropped by 14,400 in the previous month.

In WIFO's economic survey of July, the companies surveyed from manufacturing, the

. . . . The unemployment rate
construction sector and services complained of labour shortages being the greatest

dropped in July to 6.9 per-

obstacle to production. The recent increase in jobs was considerable; this occurred cent, 0.7 percentage points
primarily in manufacturing and the construction sector. below the previous year's
level.
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