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The upswing of Austria's economy, after having lost some momentum at the beginning of the year, began
to pick up speed again in the second quarter. Real GDP grew at a seasonally and working-day adjusted
rate of 0.9 percent quarter-on-quarter in the second quarter (+0.6 percent in the first quarter). On a year-
on-year basis, the growth rate was 3.2 percent (+3.1 percent in the first quarter). Expansion of the world
economy is no longer limited to just a few regions, but has spread to all major economic regions.
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In the second quarter of 2006, year-on-year economic growth in the euro area sur-
passed that in the USA. While expansion in the USA decelerated, economic activity
in the euro area regained speed. Asia's economy keeps growing af a robust pace,
and in Japan, the economic recovery that has begun recently is continuing.

The buoyant world economy is increasingly stimulating domestic demand in the eu-
ro area. This holds frue also for the Austrian economy: while at the beginning of the
year the main stimulus fo growth had come primarily from abroad, the second quar-
ter saw a marked rise in investment demand. Gross fixed investment growth, which
last year had sfill been dragging on, accelerated steadily and at +2.2 percent in real
terms quarter-on-quarter in the second quarter almost came up to that of goods
exports (+2.8 percent). Nearly all major investment demand components picked up
noficeably. Investment in machinery and electrical appliances rose by 1.5 percent
from the first quarter, while investment in vehicles grew by 3.8 percent. The rate of
growth of private household consumption remained unchanged for the time being,
advancing by 0.4 percent in volume from the previous period in both the first and
the second quarter. Government consumption, which in the first quarter had risen by
0.5 percent owing in part to Austria's EU Council presidency, advanced only mod-
estly in the second quarter (+0.2 percent).

Foreign trade continues to provide considerable stimulus to the economy. The quar-
ter-on-quarter rate of growth of goods exports accelerated further, to +2.8 percent
in volume from +2.1 percent in volume in the first quarter. Goods imports also picked
up as investment demand started to head up, albeit expanding at a slower pace
than goods exports.

Manufacturing recorded the strongest increase in value added (+1.5 percent in real
terms, quarter-on-quarter, in the second quarter, +1.9 percent in the first quarter).
The finance and insurance sector and the real estate sector also posted gains
(+0.6 percent), as did the construction industry (+0.6 percent). While no sector of the
economy recorded a decline in value added, the public administration sector stag-
nated.

WIFO for the first fime calculated the confributions o GDP growth of the individual
demand components. According to these calculations, consumption contributed
0.3 percentage point to overall economic growth of 0.9 percent in the second quar-
ter. Investment spending, at +0.4 percentage point, provided a clearly higher con-

WIFO AUSTRIAN ECONOMIC QUARTERLY 3/2006

147



BUSINESS CYCLE REPORT W

fribution than in the first quarter. At +1.3 percentage points, exports were the driving
force behind growth, whereas imports, at —1.1 percentage points, had a dampen-
ing effect.

Table 1: Quarterly national accounts

2005 2006
First Second Third Fourth First Second
quarter quarter quarter quarter quarter quarter
Percentage changes from previous quarter
Adjusted for seasonal and working day effects, volume

Final consumption expenditure + 0.5 + 0.6 + 0.6 + 0.5 + 0.5 + 0.4
Households! + 05 + 0.7 + 0.7 # 05 + 04 + 0.4
General government + 04 + 0.6 + 04 + 0.3 + 0.5 + 0.2

Cross capital formation - 02 - 0.0 + 0.3 + 0.6 + 13 + 2.1
Gross fixed capital formation - 00 - 0.0 + 0.4 + 0.9 + 13 + 22

Machinery and equipment - 07 + 0.0 + 1.3 + 1.6 + 2.1 + 3.0
Construction + 0.0 + 0.4 + 0.5 + 0.6 + 0.7 + 0.9

Exports, goods and services + 1.2 + 1.8 + 20 + 1.8 - 20 + 22
Goods + 03 # 21 + 2.4 + 1.7 # 2] + 28
Services + 1.7 + 1.9 + 1.8 + 1.6 -168 + 1.3

Imports, goods and services + 0.8 + 1.1 + 1.5 + 1.3 - 29 + 1.7
Goods + 0.7 + 1.1 + 1.6 + 1.1 + 13 + 1.5
Services + 0.5 + 0.8 + 1.1 + 1.2 -16.9 + 1.8

Gross domestic product + 0.4 + 0.7 + 0.9 + 0.8 + 0.6 + 0.9

Manufacturing + 0.5 + 2.1 + 2.1 + 23 + 1.9 + 1.5

2004 2005 2005 2006
First Second Third Fourth First Second
quarter quarter quarter quarter quarter quarter
Percentage changes from previous year

Volume, chained prices

Final consumption expenditure + 1.8 + 1.8 + 1.6 + 1.1 + 1.9 + 23 + 1.8 + 1.7
Households! + 19 + 1.7 # 18 + 08 + 20 + 25 + 1.8 + 20
General government + 1.4 + 1.9 + 20 + 2.1 + 1.8 + 1.8 + 1.8 + 038

Cross capital formation + 0.5 - 04 - 7.7 + 6.4 + 1.1 - 27 + 4.5 + 6.3
Gross fixed capital formation + 0.6 + 0.3 - 1.8 + 3.1 + 0.2 - 0.6 + 5.7 + 52

Machinery and equipment - 1.4 + 0.2 + 0.2 + 2.8 + 0.7 - 26 + 7.7 + 8.2
Construction + 1.6 + 0.4 - 40 + 3.5 - 0.1 + 0.8 + 4.4 + 3.5

Exports, goods and services +10.0 + 6.4 + 6.3 + 63 + 6.4 + 6.6 + 52 + 28
Goods +12.7 + 58 # B2 + 6.9 + 53 + 87 +12.5 + 7.7
Services + 2.7 + 8.1 + 9.0 + 4.5 + 9.2 + 9.6 -127 -129

Imports, goods and services + 8.7 + 52 + 5.6 + 8.1 + 5.5 + 1.9 + 3.4 + 1.8
Goods +10.9 + 59 + 6.7 + 94 + 6.4 + 1.7 + 8.2 + 52
Services + 14 + 2.6 + 1.7 + 3.2 + 25 + 29 -158 -114

Gross domestic product + 24 + 20 + 1.1 + 23 + 2.1 + 26 + 3.1 + 3.2

Manufacturing + 23 + 2.6 - 37 + 2.8 + 3.9 + 7.0 + 6.1 + 6.9

Gross domestic product, value + 4.2 + 3.9 + 3.5 + 4.1 + 3.9 + 42 + 4.0 + 4.7

Source: WIFO. -1 Including private non-profit institutions serving households.

Inflation remains low despite increased capacity utilisation and higher fuel prices.
The consumer price index rose by 1.5 percent in July, according to the national me-
thod of calculation. Hence Austria is again one of the countries in the euro area
where price stability is highest.

The labour market usually reacts with some lag to changes in the course of the busi-
ness cycle. First signs of improvement have become apparent in recent months. In
August, employment again posted sizeable gains (+1.9 percent year-on-year, or
+0.2 percent month-on-month, seasonally adjusted). Unemployment declined
(18,500 year-on-year, or —2,200 month-on-month, seasonally adjusted); the expan-
sion of training activities continued to contribute to this decline.

The US economy grew at a quarter-on-quarter rate of 0.6 percent in the second
quarter, at a markedly slower pace than on average in the previous periods. In the
first quarter, the rate had still been as high as +1.4 percent, however compared with
the unfavourable result for the fourth quarter of 2005 (+0.4 percent).

Economic activity
moderating in the USA
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Table 2: Contributions to GDP growth

Adjusted for seasonal and working day effects, volume

Final Gross capital Exports Imports Gross domestic
consumption formation product
expenditure

Percentage points Percentage changes from previous
year
2004, First quarter + 0.4 + 0.0 + 1.5 - 1.1 + 0.7
Second quarter + 03 + 0.1 + 1.7 - 13 + 0.8
Third quarter + 0.4 + 03 + 1.3 - 13 + 0.7
Fourth quarter + 03 + 0.2 + 0.8 - 07 + 0.5
2005, First quarter + 0.2 - 00 + 0.6 - 03 + 0.4
Second quarter + 0.4 - 00 + 0.9 - 05 + 0.7
Third quarter + 0.5 + 0.1 + 1.1 - 07 + 0.9
Fourth quarter + 0.3 + 0.1 + 1.0 - 07 + 0.8
2006, First quarter + 0.4 + 0.3 - 1.1 + 1.1 + 0.6
Second quarter + 0.3 + 0.4 + 1.3 - 1.1 + 0.9

Source: WIFO.

Figure 1: Growth of real GDP
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Source: WIFO.

Residential construction investment has been falling since mid-2005, as was to be Leading indicators for the

expected after the housing boom of recent years, with the decline accelerating to USA paint an uneven picture
—2.6 percent (seasonally adjusted) in real terms in the second quarter. Building per- for the future course of the
mit statistics suggest a continuation of this trend: in July, the number of applications economy. While private

households are showing
considerably more restraint
in their consumer spending

Apart from residential construction investment, private households have become and residential construction
investment, company data

increasingly more restrained also in their consumption expenditure (+0.6 percent in do not suggest an imminent
real terms in the second quarter of 2006) — in recent years the driving force of dy- downturn.
namic expansion, with spending on consumer durables static. The results of con-

sumer confidence surveys — the University of Michigan Consumer Sentiment Index

and the Conference Board Consumer Confidence Index — rather suggest a further

decline.

was 6.5 percent below the June rate and more than 20 percent below the rate a
year before.

Monthly data on industrial production and capacity utilisation, however, do not yet
indicate an imminent weakening, nor do incoming orders suggest a slowdown in
production in the coming months.

WIFO AUSTRIAN ECONOMIC QUARTERLY 3/2006 149



BUSINESS CYCLE REPORT W

Figure 2: International Business Climate

Seasonally adjusted, 2000 = 100, 3-month moving average
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Source: European Commission, Deutsche Bundesbank, ISM (Institute for Supply Management™,), ifo (Institut
fUr Wirtschaftsforschung), OECD.

The Japanese economy continues to strengthen. The deflationary phase appears to
have been overcome, with consumer prices rising again for some months now. This
prompted Japan's Cenfral Bank in July to move away from its zero interest policy of
the last six years and to raise its key interest rate by 0.25 percentage point. However,

Growth momentum
sustained in Asia
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the consumer price index in July was only 0.8 percent above the year-earlier level,
despite sizeable increases in crude oil prices.

China's economy still does not show any tendency towards slowing; the positive de-
velopment has even gathered some additional speed thus far this year, with growth
rates exceeding 10 percent. Exports and investment demand continue to be the
driving force behind the expansion. The most recent appreciation against the dollar
and the gradual increase in exchange rate flexibility are not likely to impair the ex-
pansionary export economy within the foreseeable future.

The economies of the EU countries are currently growing at a pace unseen in many
years. In the second quarter of 2006, real GDP expanded by 0.9 percent quarter-on-
quarter in both the euro area and the EU, which were thus performing better than
the USA (+0.7 percent). Growth has been broadly based also regionally: with the
exception of Italy and Greece, all of the 16 EU countries for which GDP flash esti-
mates are available for the second quarter, recorded growth rates of at least
+0.8 percent.

Austria's most important trading partners among the new EU member countries are
registering very lively growth, owing to the catching-up process and favourable
economic conditions in the euro area. Hungary and the Czech Republic are experi-
encing rapid expansion of their export industry as well as high domestic demand.
GDP continues to grow at a vigorous pace in Poland, the largest economy in East
Central Europe.

The export industry continues fo be a main pillar of economic activity in the euro a-
rea. However, during the second quarter, the importance of net exports decreased
compared with the previous period, while domestic economic activity turned in-
creasingly info a mainstay of the upswing: private household consumption, at a
quarter-on-quarter growth rate of 0.3 percent in real terms, indeed advanced at a
slower pace than at the beginning of the year (+0.7 percent), but gross fixed in-
vestment jumped by +2.1 percent after +0.9 percent in the first quarter. The stimulus
provided by foreign frade may be expected to be passed on lastingly to domestic
demand now. This would be an important precondition for a sustained economic
upswing.

A survey conducted by the ECB among banks in the euro area confirms this upward
frend: net demand for loans by enterprises increased to 20 percent in July, com-
pared with 18 percent in April. Notably small and medium-sized enterprises took up
credits, whereas larger-sized companies increasingly issued bonds (+4.1 percent). In
both cases the companies polled declared fo use the means primarily for invest-
ment in fixed assets.

Whether or not the stimulus fo economic activity is exerting a lasting influence also
on private household consumption is difficult to judge. Consumer spending in the
euro area indeed rose by 0.7 percent in the first and 0.3 percent in the second quar-
ter, yet this result could be a consequence of advance purchases in anficipation of
the VAT increase in Germany at the beginning of 2007. The vigorous increase of
1.1 percent in private household consumer expenditure in Germany in the first quar-
ter was followed by a decline of 0.4 percent in the second quarter, however.

Real retail sales (excluding cars) in the euro area posted gains of 2.5 percent in July
compared with a year before, with acceleration in the growth frend not yet appar-
ent, however. A potential carry-forward effect of the VAT increase in Germany will
have an impact notably on car sales; hence the retail sales trend excluding cars is
likely to be less representative of the overall consumption trend.

Consumer confidence and bank surveys show growing optimism regarding future
developments. The Indicator of Consumer Confidence, after rising constantly in the
euro area since mid-2005, advanced further in July; in August it remained un-
changed, however. According to a survey conducted by the ECB, net demand for
consumer credit continued fo increase in the second quarter (to 28 percent, up
from 18 percent in the first quarter).
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While the economies of
China and India continue to
grow at a robust pace, Ja-
pan's economy appears to
have overcome the defla-
tionary phase and is rapidly
recovering.

Buoyant growth in
the EU

In the European Union, the
growth momentum is shifting
fo domestic demand, thanks

to the stimulus provided by
foreign frade. The first half of

the year saw accelerated
growth in investment and
private consumption. The
situation on the labour mar-
ket is also beginning to ease.
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The good performance of the economy is already having repercussions on the la-
bour market. On euro area average, the seasonally adjusted unemployment rate
stood at 7.8 percent in July 2006 compared with still 8.5 percent in July 2005. Em-
ployment gained further momentum in the second quarter.

The German economy, which had been stagnafing in recent years, began to ac-
celerate noticeably at the beginning of 2006. Real GDP, after quarter-on-quarter
growth of 0.3 percent in the fourth quarter of 2005, advanced 0.7 percent in the first
and 0.9 percent in the second quarter of 2006. Early in the year growth was sfill
mainly driven by exports, with private consumption also developing favourably. In
the second quarter, however, growth was fuelled by the sharp increase in gross fi-
xed investment, whereas the confribution of net exports and private consumption
lost momentum. Real gross fixed investment rose by 3.5 percent from the previous
period in the second quarter; this was by far the highest growth rate seen in recent
years. Investment in equipment posted sizeable gains (+2.5 percent in volume), and
so did constfruction investment (+4.6 percent), which had been falling for years.

At the beginning of 2007, the value added tax will be raised by 3 percentage points
to 19 percent. This is likely to prompt many households o bring forward notably big-
ficket purchases this year. Private consumption expenditure is therefore set to rise
more strongly this year than would be expected normally in this phase of the busi-
ness cycle. Whether or not this upturn will also benefit private consumer demand
even in 2007, thus enabling a persistent improvement in the growth performance, is
difficult to judge against this background.

Sentiment continued to be good in August, according to the Ifo business survey for
that month. The assessment by companies of their current business situation has
been at its highest level in twelve years for half a year now, yet expectations regard-
ing future developments have turned less optimistic recently. Expectations of an
"echo reaction" to the carry-forward effects appear just as plausible as does the as-
sumption of deterioration after the excellent developments in recent months. The
ZEW indicator shows even more clearly that expectations have darkened, but as it
predominantly portrays the assessment of financial market developments, it tends to
over- or undershoot! and hence is less suited for an analysis of economic trends.

The latest business cycle survey carried out by WIFO on behalf of the European
Commission confirms the good state of the Austrian economy. In August, the indus-
trial confidence indicator, which is derived from this survey, reached the high level
of the year 2000. Also, companies assessed their current order situation — notably of
foreign orders — much more favourably than on average in recent years. While this
holds frue notably for cyclically sensitive sectors (manufacture of intermediates, mo-
tor vehicles and capital goods), manufacturers of consumer durables also registered
an improvement in their order situation. In contrast, the situation changed only little
for manufacturers of food, beverages and tobacco and of non-durable consumer
goods.

Production expectations for the months fo come have already been high for several
months now. Manufacturers of motor vehicles and motor vehicle components are
particularly optimistic regarding their prospects for sizeable output growth. Austrian
motor industry suppliers could benefit also in the next few months from the carry-
forward effect ahead of the increase in the value added tax in Germany.

Companies were less opfimistic than in the previous survey regarding their assess-
ment of the six-month business outlook, however. The decline became apparent al-
ready in the July survey and confinued in August. Yet the indicator is sfill ot a very
high level. Notably manufacturers of intermediate and capital goods are less opti-
mistic now.

1 On the forecasting power and structure of these indicators, see Scheiblecker, M., "Business Confidence
Higher. Business Cycle Report of May 20064", Austrian Economic Quarterly, 2006, 15(2), http://publikationen.
wifo.ac.at/pls/wifosite/wifosite.wifo_search.get abstract type2p language=1&pubid=26596.
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German economy
buoyant this year

The German economy is cur-
rently growing at a robust
pace, with all demand
components having picked
up. Yet prospects for the fu-
ture are difficult to judge.

Excellent performance
of Austria's economy
continuing
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Figure 3: WIFO business cycle survey
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Source: European Commission, WIFO business cycle survey.

In July, as in the preceding month, the consumer price index according to the no- . .
tional method of calculation exceeded the year-earlier level by 1.5 percent. Con- In.flahon low despite
sidering the soaring cost of fuel (+8.2 percent) and household energy (+7.2 percent), higher energy cos'fs
the rate of inflation was thus very low. Skyrocketing crude oil prices in recent years and economic
thus far have had only minor second-round effects and sfill have not yet started an upswing
inflation spiral. A downward pressure in July came from price declines in the catego-

ries "communication" (-3.8 percent), "clothing and footwear" (-2.4 percent), and

"recreation and culture" (-1.9 percent).

The EU-Harmonised Index of Consumer Prices for Austria increased by 2 percent in
July. The inflation rate measured according to this harmonised method was higher
as it also covers expenditure by fravellers in Austria, with expenditure for restaurants
and hotels — which rose more strongly recently — consequently having greater
weight than in the CPI. But Austria's rate of inflation was still one of the lowest in the
euro area even when calculated according fo this method. In July, it was lower only
in Finland (+1.4 percent) and in the Netherlands (+1.8 percent).
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Figure 4: Key Economic Indicators
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The number of overnight stays recorded in July 2006 was just under 13.8 million, ac-
cording to Stafistics Austria, hence at +0.2 percent barely exceeding the year-earlier
result, despite the hot summer. The number of overnight stays from May to July 2006
(cumulated) also stagnated (-0.2 percent). While overnight stays by domestic visi-
tors posted small gains (+1.5 percent), those by foreign guests decreased (-1.0 per-
cent). Looking at the markets of origin, the picture was quite diverse: while the num-
ber of overnight stays by guests from the USA, Italy, France and Great Britain sur-
passed the year-earlier result, declines were recorded notably on Austria's main tour-
ist markets Germany, the Netherlands and Switzerland.

In contrast, the number of arrivals from May to July exceeded the year-earlier level
by 1.8 percent. At the same time the number of overnight stays in the highest hotel
category rose by 4.5 percent. As a consequence of these two factors, tourism sales
from May to July rose by 3.3 percent despite stagnation in the total number of over-
night stays. Particularly high gains were recorded by Vienna and Lower Austria, whe-
reas tourism sales were flat in Vorarlberg.

Accelerating economic growth has led to a marked increase in the demand for la-
bour, with the number of persons in active dependent employment in August ex-
ceeding the year-earlier level by 1.9 percent (close fo +60,000 employed persons);
this time, the number of full-time jobs also increased. In August, employment ad-
vanced at a seasonally adjusted rate of 0.2 percent month-on-month, a similar
pace asin July.

The number of job vacancies registered with the AMS (Labour Market Service) re-
mains high, despite the marked gains in employment. In August, it exceeded the
year-earlier level of 37,000 by close to 8,300. Compared with July 2006, the number
of vacant positions also rose slightly, by +240 (seasonally adjusted).

18,500 fewer persons were registered as unemployed with the AMS in August. While
vocational training activities were expanded considerably (+8,800), af least half of
this decline can be aftributed to the pick-up in economic activity. A constant de-
crease in unemployment becomes apparent also on a month-on-month basis
(=2,200 or -0.9 percent, seasonally adjusted, from July).

The unemployment rate according to the national method of calculation fell from
6.9 percent in July to 6.8 percent in August due to seasonal factors, a decline by 0.4
and 0.6 percent, respectively, from a year before. According to the Eurostat defini-
tion, the seasonally adjusted rate dropped by 0.4 percentage point to 4.9 percent in
August.
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Tourism not stimulated
by July heat

Lower unemployment
due to good perform-
ance of the economy

and expansion of
training programmes
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