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Summary

While the loose European monetary policy and Russia’s invasion of
Ukraine are major drivers of inflation and the cost-of-living crisis, they
are not its only causes. High consumer prices are often the result
of government intervention in the economy such as burdensome
regulations and over-taxation. This paper highlights how the
governments of eight EU member states can alleviate the inflationary
pressures faced by their citizens by liberalising domestic regulations
and adopting various tax reforms.

The housing, transportation, energy, and lifestyle sectors are particularly
burdened by high taxes and government interventions. Encouraging
competition and reducing taxes would provide immediate assistance
to tens of millions of struggling households across the EU.

Energy costs make up a large and increasing proportion of household
expenditure across Europe. Germans, and Europeans more broadly,
are facing higher energy prices as a result of the mandated shutdown
of nuclear plants. A reduction in indirect taxation, and an easing of the
regulations imposed on suppliers, would relieve households struggling
to afford other expenses after settling energy bills.

In housing, bold land-use reforms and an overhaul of the planning
permission process are needed. Faster permit processing coupled
with increasing the availability of land for development will both enable
and incentivise developers to boost housing supply in areas with high
demand. Increased supply will drive down costs, which will particularly
benefit low-income renters.

Lower transportation costs are another key area that present potential for
liberalising reforms. For example, Italians are paying more for transport,
particularly long-distance rail, as a result of a lack of competition, as
four-fifths of transport companies are publicly owned or controlled.
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Governments should focus on eliminating market distortions that stifle
innovation, productivity, and competition between different forms of
transportation as well as between service providers.

Indirect taxes in the lifestyle sector increase shelf prices and worsen
the distribution of wealth. These sin taxes are charged in addition to
VAT, thus leading to high consumer prices, where the products’ original
prices are often lesser than the taxes charged on them. For example,
alcohol taxes in Romania can reach 56% of the shelf price. In effect,
these taxes, which are regressive in nature, disproportionately affect
low-income earners, unnecessarily raising daily spending.

Red tape on businesses creates numerous barriers to economic growth
and competition, thus raising consumer prices. Taken by themselves,
many of these regulatory burdens appear minor; however, collectively
they constitute a heavy cost for companies; especially smaller ones.
Governments should reduce or remove unnecessary regulatory
procedures to incentivise more competition, which will ultimately leads
to lower price levels.
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Chapter 1

Introduction
By Matthew Lesh

The heaviest thing in the world is an empty pocket.
Jewish proverb

Inflation has infected Europe — it is spreading like a virus across the
continent, lowering living standards, and driving public unrest. Prices are
rising significantly faster than wages, resulting in a decrease in real income.
But inflation also has broader effects — it erodes savings, makes planning
for the future more challenging, and particularly hurts individuals with a
lower and/or fixed income. Many are now facing difficult decisions, deciding
between food and energy or spiralling into debt.

The immediate drivers of inflation have received significant attention.
Loose monetary policy and generous handouts during the Covid-19
pandemic led to increased demand. However, global supply could not
keep up with this increased demand due to supply chain disruptions
caused by the pandemic and the spiralling cost of energy after the Russian
invasion of Ukraine. Central banks have necessarily responded by
increasing interest rates to tighten monetary supply — but in the process,
they have slowed down economic activity and are pushing economies
towards a recession.

The response by politicians to rising inflation has often been lacklustre if
not entirely counterproductive. They tend to try to treat the symptoms of
inflation rather than the underlying causes. These measures include higher
welfare handouts, subsidised energy prices, increasing minimum wages,
and even price controls.
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These central diktats regarding production or prices will not solve Europe’s
woes. State transfers to households, either in the form of general welfare
payments or energy subsidies, may help some, but they can be expensive
for the state and further stimulate inflationary pressures. Price controls,
such as those used in the energy sector, are a dangerous development
— they discourage investment and may scare away gas shipments into
Europe and subsequently cause costly shortages. Even now, prices are
an essential tool to send signals to suppliers and consumers and
encourage production.

This does not mean all is hopeless and nothing can be done. On the
contrary, as this impressive set of papers demonstrates, government action
over time has increased structural costs for households and businesses.
From housing and childcare to food, alcohol, and tobacco, the state is a
major contributor to higher consumer prices.

The government imposes unnecessarily burdensome regulations and
inspections, levies various fees and onerous and paternalistic taxes, and
costs expensive staff time spent filling out paperwork. Thus, an effective
response by policymakers to inflation can thus be reducing these burdens.
This would represent a supply-side approach to increase the productive
capacity of the economy and reduce the upward pressure on prices. Unlike
welfare payments, it typically does not entail large fiscal costs, and unlike
price controls, it does not come with damning side-effects.

A supply-side approach to reducing consumer prices is supported by
extensive evidence. Overregulation is well-understood to increase costs for
consumers (Coffey, McLaughlin and Peretto, 2020). Consumer prices
increase by around 0.5-1% for every 10% increase in business’ regulatory
burden (Chambers, Collins and Krause, 2017). This has a particularly
regressive impact on lower-income households who face higher levels of
poverty as a result of regulations (Bailey, Thomas and Anderson, 2018;
Chambers, McLaughlin and Stanley, 2019). This is because lower-income
households spend a greater proportion of their income on highly regulated
goods like housing, childcare, transportation, utilities, and food and alcohol.
Overregulation also has other negative impacts — it can reduce economic
growth, discourage investment, and hinder innovation (Loayza, Oviedo and
Servén, 2005; Dawson and Seater, 2013; Fullenbaum and Richards, 2020).
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The following chapters outline concrete ways in which state interventions
have actively added to cost-of-living pressures. This includes various
country-specific examples:

e Swedes are facing higher food prices as permitting requirements and
excessive inspection fees curtail the establishment of lower-price
grocery stores.

e Czech businesses spend hundreds of hours every year filling out state-
mandated paperwork. This increases operating costs and consequently
prices for consumers.

e Berlin’s rent cap led to a drastic fall in the availability of new
accommodation, by up to 60 per cent. This also led to an increase in
prices for newer housing not included in the cap.

e Germans, and Europeans more broadly, are facing higher energy prices
as a result of the mandated shutdown of nuclear plants.

e ltalians are paying more for transport, particularly long-distance rail, as
a result of a lack of competition, as four-fifths of transport companies
are publicly owned or controlled.

e ltalians are also paying more for medicine as a result of restrictions on
the establishment and operation of private pharmacies.

e Poland’s decision to increase pensions, over 500 benefits, and the
minimum wage, has contributed to inflationary pressures.

e Romania is even increasing consumption taxes in 2023, despite
inflationary pressures on consumers.

While the cases under analysis vary across countries, they together reveal
a fascinating broader story and plentiful opportunities for reform.

Some consistent themes emerge across countries. Restrictive land planning
policies have prevented housebuilding across Europe, resulting in
significantly higher housing costs for households. Consumers are burdened
by regressive duties on alcohol, tobacco, and sugary drinks — which are
often ineffective in improving public health and disproportionate to the
associated social costs.
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In 1759, Adam Smith wrote in The Theory of Moral Sentiments that:

‘Little else is requisite to carry a state to the highest degree of
opulence from the lowest barbarism, but peace, easy taxes, and a
tolerable administration of justice: all the rest being brought about
by the natural course of things.’

Today, Europeans find their opulence limited by harsh taxes and intolerable
administrative barriers. The chapters in this volume not only identify
problems but also provide clear remedies for policymakers to reduce the
cost of living for households — to reduce burdensome taxes and cut
unnecessary red tape. The current crisis can be used as an opportunity
to boost Europe’s prosperity, but only if the potential is grasped.
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Chapter 2
France — In search of lost
purchasing power

By

Cécile Philippe, Vincent Bénard, and Nicolas Marques

French households are falling victim to inflationary pressures that are
fuelled, in part, by high land prices.

Unleashing the constructability of land by changing the long-standing
philosophy guiding land laws will improve household purchasing power.

Total consumption taxes are higher in France than in any other EU
member state, which significantly affects the average consumer’s
purchasing power.

The tax on fuels represents between 68 and 97 per cent of the pre-tax
price, which puts France among the worst culprits in the over-taxation
of fuel.

Employees in France are penalised by the tax incidence of production
taxes, which have a negative impact on their remuneration.

Improved involvement of local authorities in VAT revenues will make
it possible to secure their financing, allowing them to provide better
services for regions without needing as much production taxes.

French pensions are over-dependent on a ‘pay-as-you-go’ system in
the private sector and unfunded in the public sector. Due to a declining
birth rate, there are increasingly fewer resources to finance benefits.

Private pensions, almost exclusively on the pay-as-you-go system,
absorb 28 per cent of gross salaries.
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e |tisstill possible to increase collective capitalisation without destabilising the
distribution, which is currently handicapped by unfavourable demographics,
as shown by the examples of civil servants and pharmacists.

e Proposal for setting up collective capitalisation for all private sector
employees, making pay-as-you-go more reliable, and improving the
retirement savings component of the PACTE law, in order to ameliorate
the pension system in France.

2.1 Introduction

In times of instability, concerns about purchasing power and inflation are
particularly important. While it was known that wage growth had become
modest in developed countries, this effect was thought to be offset by
access to relatively cheap foreign products until the health crisis. The
pandemic and the Ukrainian conflict continue to affect commodity flows,
particularly energy, and prices have risen for a number of products.

In keeping with the tradition of the Institut Economique Molinari, we have
analysed various structural factors that explain the structural tensions
surrounding purchasing power. Since 2010, we have published a ranking
of European countries according to the social and fiscal pressure on the
average employee. The taxes measured include the employer and the
employee contributions to the mandatory public and private law schemes
(mutual insurance, pension funds, etc.), income tax, and VAT (Marques,
Philippe and Rogers 2022). In France, the tax burden on the average
employee is 54 per cent (Figure 1). The average employee is particularly
well paid, with €54,600 before contributions and taxes, but his work is so
taxed that he is left with only €25,000 net.

Regulations increase the burden on employees. Specific taxes or regulations
have a greater impact on purchasing power. We measure the extent of
this impact to better understand the current tensions in the following
sections. Specific regulations increase the price of housing, which is the
number one item of household expenditure (section 2). Special taxes
increase the price of certain goods, notably fuel and tobacco (section 3).
Moreover, high tax burdens on economic activities increase labour costs
and undermine wealth creation and wage dynamism (section 4), while the
lack of diversification of pensions increases the finance costs, which strains
the gross pay of workers and pensioners (section 5). The proposed reforms
make it possible to respond to French concerns about their purchasing
power by freeing it up without harming the community.
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2.2 The excessive cost of housing hurts purchasing power

The finding
French households are victims of an inflationary spiral fuelled by land
prices.

The challenge
Relaxing land laws to improve purchasing power.

2.2.1 Compared to the EU, an annual additional cost of €1,100 for an
average French household

Housing prices affect the financial health of the population. Housing’s
share of average household budgets rose from 11 per cent of the final
consumption expenditure in 1959 to 28 per cent in 2021, with this increase
weighing more on low-income households (Table 1).

Table 1: Household effort rate France in housing (% of income)

2002 2017 Evolution (%)
First quartile of the standard of living 27,3 32,0 17%
Of which private sector tenants 38,3 45,2 18%
Second quartile 21,8 23,7 9%
Of which private sector tenants 29 32,2 1%
Third quartile 19,4 21,2 9%
Of which private sector tenants 26,1 26,6 2%
Fourth quartile 14,1 14,4 2%
Of which private sector tenants 19,3 20,3 5%
Together 18,1 19,7 9%

Source: The ratio between the sum of expenditure related to the main dwelling and
household final consumption expenditure according to INSEE, Household income
and wealth, Insee 2016; 2021. These effort rates are lower than those indicated
above because they are calculated by including in the denominator the individual
consumption expenditure of governments or non-profit institutions serving households.

1 Insee, series 2.201 actual final consumption of households by function at current
prices, calculations on household final consumption expenditure, excluding
individual consumption expenditure of governments or non-profit institutions serving
households.
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Abbé Pierre Fondation reports that each year, the poorest households’
living situation in relation to housing worsens (2018; 2022). The number
of homeless people has tripled and the number of households in dilapidated
housing has doubled since 2006. The economic and social consequences
of higher housing prices on society do not stop there. A note from the
Council of Economic Analysis points out that ‘rising prices lead to economic
inefficiencies: they drive some workers away from employment areas,
so that commuting becomes longer and some job vacancies remain
unfilled’ (Trannoy and Wasmer 2013: 12). This same note highlights that
rising house prices are a factor in widening wealth inequalities, especially
between generations: ‘the rise in (housing) prices is anti-redistributive
(...). It is a transfer from the younger generations to the older ones, who
are already owners, and low-income young households are very penalized
in home ownership.’

While the trend is a global phenomenon, it weighs more heavily on French
households (Figure 1). European comparisons show that housing costs
2.6 per cent more in France than the EU average that is, an additional
€1,100 per year per household.?

The explosion of housing prices relative to household incomes is a major
economic and social problem. By recognising the fundamental cause of the
phenomenon, it will be possible to restore purchasing power to households.

2.2.2 The explosion in demand for housing is not enough to explain the
explosion in prices

According to Insee, in 1997, the median price of housing in France was
€77,100 or€105,900 in 2019 prices. However, the median price observed
in 2019 — before the pandemic —was €209,000, almost doubling in current
euros. Statistics from the Ministry of Housing® show that since the turn of

2  Compared to the EU average, the additional cost associated with housing in
France is 2.6 per cent of household income and 9 per cent of housing expenditure
(including water and heating) in 2021. It represents €33 billion at the national level or
€1,100 per household. Calculations by Institut économique Molinari from Eurostat,
household consumption expenditure by consumption function [TEC00134___
custom_3905594], item housing, water, electricity, gas, and other fuels and Insee,
annual average in thousands of households (30.685 million) and household
consumption by function.

3 General Inspectorate of the Environment and Sustainable Development, real estate
prices, long-term developments, Jacques Friggit https://www.igedd.developpement-
durable.gouv.fr/prix-immobilier-evolution-a-long-terme-a1048.html. Data source:
https://www.data.gouv.fr/fr/datasets/r/fc49934a-9d09-4f0b-b26c-a04054468004


https://www.igedd.developpement-durable.gouv.fr/prix-immobilier-evolution-a-long-terme-a1048.html
https://www.igedd.developpement-durable.gouv.fr/prix-immobilier-evolution-a-long-terme-a1048.html
https://www.data.gouv.fr/fr/datasets/r/fc49934a-9d09-4f0b-b26c-a04054468004
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the century, prices have risen on average 86 per cent faster than household
income; 156 per cent faster in Paris. Analysts note that 1997 marked the
beginning of a dramatic decline in mortgage interest rates globally. This
made demand solvent, explaining the rise in house prices observed in
many countries. However, this is an exception, not the rule — a demand
shock is absorbed by an increase in supply in the medium term, barring
physical and regulatory constraints — this shock has not led to price
increases everywhere.,

In France despite considerable rate variations since 1965, the link between
falling interest rates and exploding house prices only became clear between
1997 and 2007. The previous period was marked by relative price stability
despite equally marked rate variations.

While interest rates do play a role in the formation of house prices, they
cannot be the only factor.

2.2.3 Land regulations fuel soaring housing prices

Real estate is divided into land and built shares. Observing the evolution
of these two components, economists Joseph Comby* and Jean Cavailhés®
note that they have diverged sharply from the end of the 1990s. Between
1998 and 2008, the value of French residential buildings in relation to the
GDP increased by 17 per cent, while the value of residential land exploded
from 40 per cent to 270 per cent — an increase of 575 per cent®. If the
interest rate were the only variable controlling house prices, such a
divergence would not be possible. Comby and Cavailhés calculate that
the share of land values in residential real estate exploded from 15 to 50
per cent between 1997 and 2008 and then stabilised at around 45 per
cent. By relating these percentages to the price paid by households for
their housing, the price of land has increased sixfold after adjustment for
household income. However, land is not physically scarce in France, which
is a generally flat country where less than 6 per cent of the territory is
urbanised. Therefore, the authors hypothesise that land regulations prevent
the supply of residential land from adapting to changes in land demand.

4 ‘Le logement malade du foncier’, Fonciers en débat, January 2015 (https:/fonciers-
en-debat.com/le-logement-malade-du-foncier/).

5 ‘The value of land and real estate assets in household wealth’, Fonciers en débat,
May 2022 (https://fonciers-en-debat.com/la-valeur-des-terrains-et-des-actifs-
immobiliers-dans-le-patrimoine-des-menages/).

6  This increase concerned only residential land and not agricultural land, the total
value of which decreased.


https://fonciers-en-debat.com/le-logement-malade-du-foncier/
https://fonciers-en-debat.com/le-logement-malade-du-foncier/
https://fonciers-en-debat.com/la-valeur-des-terrains-et-des-actifs-immobiliers-dans-le-patrimoine-des-menages/
https://fonciers-en-debat.com/la-valeur-des-terrains-et-des-actifs-immobiliers-dans-le-patrimoine-des-menages/
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The comparison between California and Texas, which are economically
and demographically close (15 million inhabitants gained between 1980
and 2020 for each), illustrates how different land law philosophies affect
real estate prices. California practically invented the modern restrictive
land rights in the early 1970s while Texas banned them in the 1980s. In
Texas, it takes between 3.7 and 4.7 years of GDP per capita to buy a
home’ while it takes between 6 and 7 years in California (and even 10
years at the top of the bubble) (Zhou et al. 2018). In Texas, prices were
not very sensitive to economic fluctuations, while California suffered the
most from the subprime crisis in 2008 (Cox 2008).

The more regulations limit the possibility of mobilising building land, the
more prices soar when other cyclical data (demographics, economy, and
interest rates) fuel additional demand. As Paul Krugman wrote, ‘in the
center of the country, building houses is easy. When the demand for
housing increases, metropolises expand just a little more. As a result,
housing prices are basically determined by construction costs.’® He added
that in states where peripheral urban expansion is not constrained, ‘a
housing bubble simply cannot start’.

2.2.4 French land law is increasingly restrictive and erodes the
purchasing power

France has arestrictive land law. The law determines what can and cannot
be built. The Local Urban Plan (PLU) must be compatible with constantly
changing rules, as not doing so prevents rapid adaptation of the supply
of building land to household demand. These laws have existed since
1967 but until the 1990s, they mainly affected large and medium-sized
cities. It was possible to circumvent the difficulty of building in major cities
by building in peri-urban areas. This changed with the SRU law of 2000,
which was designed to ‘fight against urban spraw!’ throughout the territory
within the framework of Territorial Coherence Schemes (SCOT) and obeyed
Malthusian rules for opening the land to construction. The implementation
of SCOT between 2001 and 2005, and its impact on the scarcity of building
land, coincides with the explosion of real estate prices.

Since the SRU law, all governments have added new legislative layers
such as the Grenelle Laws 1 and 2, ALUR, ELAN, etc., which introduce

7  Knowing that housing built in Texas metropolises is larger than in California.
8  ‘That hissing sound,” The New York Times, 8 August 2005 (https://www.nytimes.

com/2005/08/08/opinion/that-hissing-sound.html).


https://www.nytimes.com/2005/08/08/opinion/that-hissing-sound.html
https://www.nytimes.com/2005/08/08/opinion/that-hissing-sound.html
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new environmentally justified restrictions. Recently, the Climate and
Resilience law of 2021 introduced zero net artificialization (ZAN). The
application will limit the possibilities of building. It will be accompanied by
high real estate prices, which are harmful to French purchasing power,
especially for the poorest households.

Data for the United States shows that the GDP could increase significantly
if the most productive areas (New York and Silicon Valley) became more
accessible (Hsieh and Moretti 2015). Constraints reduced growth by 36
per cent between 1964 and 2009 due to labour misallocation (Hsieh and
Moretti 2019). If the land had been freer, the GDP in 2009 would have
been 3.7 per cent higher, with regulations representing a shortfall of $3,685
per person.

2.2.5 Buying a home could be 20 to 40 per cent cheaper in France

To determine the additional cost of housing in France due to different
regulations, we compared the evolution of the house price to the GDP per
capita ratio in France with that of California and Texas (Figure 1).

Figure 1: Housing price to GDP per capita (PL/PPH) ratio in California,
Texas, and France (1997-2019)

== Californie == Texas France

Ratio PL/PPH

2000 2005 2010 2015

Source: Vincent Bénard’s calculations are based on the Federal Reserve of
St Louis (United States) and CGEDD’s based on INSEE (France).

Until 2002, French prices were in line with those in Texas, with a ratio
between 3.5 and 4.5. Since then, prices have been near those in California.
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It should be added that French economic and demographic growth has
been less dynamic than Texas’. We hypothesise that reactive land regulation
would probably have kept French prices at the same level or below those
in Texas. If the French ratio had evolved around 4.2 (between 3.7 and
4.7), rather than 6, buying a home could have cost 20 to 40 per cent less.
Relating the average price of the transactions to the number (810,000
transactions in 2007; 1,068,000 in 2019), the price difference paid by
buyers would have been €61 billion in 2019.

2.2.6 Lowering housing prices through a new, responsive land right that
brings benefits

Lowering the cost of housing will have other advantages. In France, two-
thirds of the increase in the populations of economically dynamic urban
areas took place in peri-urban rings, compared with only one-third for
central agglomerations, although these provide 82 per cent of job creation
in the territory. In the event of a drop-in housing prices in large cities, some
households may choose to move closer or live there. Charmes (2013)
estimates €2,400 as the annual additional cost for peri-urban households
to travel. While reducing the purchasing power of households, this also
increases their greenhouse gas emissions.

2.2.7 Proposed land reforms to improve purchasing power

1. Unleashing the constructability of land by changing the
philosophy of Local Urban Plans

— Reverse the philosophy of PLU by declaring that all serviced land is
free to use by default as long as it is serviced, except for limited
circumstances in which owners are compensated for the blocking of
constructability

— Compensation for the loss of the right of ownership will be through
discounts on local taxation or rent payments. This will protect territories
to what is strictly necessary.

— Provide that land servicing costs cannot be borne by the community,
which will encourage a preference for construction.

— Relax building rules in neighbourhoods without historical character.
Remove the brakes on high-rise construction in large cities where there
is a substantial market.
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2. Creating petition rights for the benefit of owners blocked by the
Local Urban Plan

— Any owner who considers the zoning of land as imposing unjustified
restrictions can exercise a reasoned petition requesting new zoning.
The municipality has three to six months, depending on the size of the
land and the petitioner’s project, to respond. No response will equal
acceptance by the authorities. This will make it possible to release the
land without waiting for a revision of the PLU, which is usually very slow.

Chapter written by Vincent Bénard

2.3 Taxes on products harm purchasing power
The finding

French households are victims of an inflationary spiral fuelled by taxes
on products, specific taxes, and VAT.

The challenges

Total consumption taxes were higher in France (12.3 per cent of the GDP)
than in the EU (11.3 per cent) and Germany (10.1 per cent) in 2021. Taxes
on consumption referred to as ‘taxes on products’ in the European System
of Public Accountancy (aggregate D.21), are ‘indirect’ taxes. They are
collected by the companies selling goods or services and are, with some
exceptions, economically supported by the final consumer.

The most significant of these taxes is the value added tax (VAT). Its
performance is in line with neighbouring countries — France matches the
EU average (7.4 per cent of the GDP) and is slightly above Germany (7.2
per cent of the GDP). Created in 1954, the VAT comprises four rates in
metropolitan France: 2.1 per cent, 5.5 per cent, 10 per cent, and 20 per
cent (European Commission 2021). With a yield of €185 billion in 2021,
it is the primary source of financing for the state before the CSG (capitalised
supplementary plan) (€129 billion) and all other taxes.®

The difference in taxation on products between France and neighbouring
countries represents 4.9 per cent of France’s GDP. These taxes target
specific expenditures worth €123 billion per year. For centuries, France

9  Eurostat, Questionnaire NTL - Detailed list of taxes and social contributions
according to national classification https://ec.europa.eu/eurostat/statistics-explained/
images/c/c5/National_tax_lists_2022-10-31.xIsx
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has had ‘sin’ taxes targeting not only consumption (tobacco, gambling,
and drinks) but also taxes foresight (insurance), patrimonial operations
(transfer taxes on real estate transactions), and negative externalities
(fuels and pollution).

2.3.1 An additional annual cost of €600 for households compared to the EU

We estimate that taxes on products amount to €7,400 per household per
year, of which €4,400 is VAT and €3,000 represents other taxes'®.

The additional cost for an average French household is €600 per year
compared to the EU average and €1,300 compared to Germany." These
differences are almost entirely due to other taxes on products, which are
particularly large in France.

2.3.2 Stacks of behavioural taxes and VAT

The best-known product-specific taxes are the domestic consumption tax
on energy products (TICPE) and the consumption duty on tobacco products
(DCT). They complement and reinforce the effect of VAT well beyond the
standard rate of 20 per cent.

The TICPE on fuels represents between 68 and 97 per cent of the pre-tax
price (depending on whether diesel or super SP 95 are considered), which
put France among the leaders of fuel taxation. It is second for diesel,
behind Finland, and fifth for unleaded 95.

The DCT on tobacco represents between 414 and 434 per cent of the
pre-tax price of a pack of cigarettes, depending on whether one considers
it a premium or a budget product.

10 In this work, it was assumed that households bear 75 per cent of the tax on products
through prices. A significant number of studies consider that the rate of transmission
of VAT to prices is around 70 per cent to 80 per cent. See André and Biotteau (2021:
8), for example. We have retained the middle of the range (75 per cent) for VAT,
which gives a result consistent with a VAT representing an effort rate of around 9 per
cent for households (VAT in relation to the gross disposable income). We used the
same carry-over rate on households (75 per cent) for taxes on products other than
VAT. This approach is defensive, with these taxes targeting goods with demand that
is not very elastic in relation to price due to lifestyles (such as fuel, tobacco, etc.) or
purchase obligations (insurance, etc.).

11 Additional costs calculated from the differences between France versus the EU or
Germany, compared to the weight of taxes on products as a percentage of the GDP in
France and multiplied by the average burden they represent per household in euros.
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These specific taxes constitute revenues that are all the more significant
for public finances because users are dependent on these products. The
car is an indispensable mode of transport for many French people,
especially for those who work,'? not to mention those who live in sparsely
populated areas."

Fuel and cigarettes are subject to 20 per cent VAT, as are goods or services
taxed at the full rate of VAT. However, they are also subject to VAT on their
specific excise duties. VAT is applied to both DCT and TICPE, which is
frequently criticised by consumer associations.™ This represents an additional
cost ranging from 14 to 19 per cent of the pre-tax price for fuel and from 83
to 87 per cent for cigarettes. Therefore, the real VAT rates vary from 34 to
39 per cent for fuel and from 103 to 107 per cent for cigarettes.

In practice, the taxes borne by consumers are even higher, since the costs
of producing these products include other taxes whose impact is passed
on to their users such as production taxes and income taxes. They are
particularly significant in the case of fuels, which are subject to significant
production taxes in the countries of extraction as part of the oil rent."

2.3.3 On average, a motorist who smokes pays €2,660 in taxes

The cost of fuel taxation is around €610 per year for a car with an average
mileage (8,200 kilometres for petrol and 12,400 for diesel) and consumption
(6.8 litres per 100 km for a petrol vehicle and 5.9 for a diesel one).™ It consists
of €420 of TICPE, €80 of VAT on TICPE, and €110 of standard VAT on fuel.

12 According to Insee, in 2017, 74 per cent of employed people who said they travelled
to work used their car, 16 per cent took public transport, 6 per cent walked, and 2 per
cent cycled (Brutel and Pages 2021).

13 According to Insee, individual transport represents, on average, 90 per cent of the
transport budget of the households living in areas with less than 200,000 inhabitants
or outside of cities, compared to 79 per cent in areas with 700,000 inhabitants or
more (outside Paris) and 63 per cent in the Paris area. The larger the area, the fewer
cars households have (Mainaud 2021).

14 ‘Soaring fuel prices: A petltlon agalnst VAT on taxes Que Choisir, 18 September

carburants- une-petltlon contre la-tva-sur-les-taxes-n70715/).

15 For a calculation aggregating the overall tax burden from taxes on products to taxes
on profits, see Marques and Philippe (2019: 36).

16 Cost for the average driver of a diesel passenger car: average journey of 12,447
km with a vehicle consuming 5.9 litres of diesel per 100 km and a tax of €0.91 per
litre = €672 per year. Cost for the average driver of a petrol passenger car: average
journey of 8,231 km with a vehicle consuming 6.8 litres of SP 95 per 100 km and a
tax of €0.97 per litre = €544 per year. Mileage and average consumption according
to Ministry of Ecological Transition and Territorial Cohesion (2022).


https://www.quechoisir.org/action-ufc-que-choisir-envolee-des-prix-des-carburants-une-petition-contre-la-tva-sur-les-taxes-n70715/
https://www.quechoisir.org/action-ufc-que-choisir-envolee-des-prix-des-carburants-une-petition-contre-la-tva-sur-les-taxes-n70715/
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The cost of tobacco taxation is €2,050 per year for an average smoker
consuming 13 cigarettes a day." It consists of €1,640 of DCT, €330 of
VAT on DCT, and €80 of standard VAT on cigarettes. This lifestyle is
expensive. An average single employee without children in France has a
salary (net of contributions and income tax) of €26,800 per year. Smoking
costs them 7.6 per cent of their netincome and driving a car costs 2.3 per
cent for fuel, not to mention the other additional costs associated with
owning a car (such as insurance).®

In the public debate, we often lose sight of the fact that it is not the nature
of the overtaxed product per se, or the ‘vice’, that is at the origin of the
smuggling but the taxation that is the necessary and sufficient cause.
Even products as mundane as salt or soap, quickly become the object of
smuggling, when heavily taxed. These taxes are ‘regressive’, that is, they
hit low-income people relatively harder.

These circumvention practices — which can also sometimes give rise to
tax revolts — have political, financial, and social costs that would be better
considered in public trajectories. In a country where public revenues are
almost six percentage points higher than in the European Union,' we
would be entitled to demand a complete moratorium on tax increases,
especially on indirect taxes that are less painless than expected, if only
to give ourselves a chance to preserve our capacity to coexist.

17 In 2020, daily smokers aged 18—75 reported consuming an average of 13 cigarettes
(or equivalent) per day, or 237 packs in a full year. The calculation of the annual
taxation was made on the basis of €8.62 of CSD and VAT per pack, a figure which
corresponds to the consumption of 50 per cent premium cigarettes (€10.5 per pack)
and 50 per cent of budget cigarettes (€10 per pack). Average consumption was
extracted from Pasquereau, A, et al. (2021). (2021).

18 Calculation by Institut économique Molinari, according to Eurostat and EY, with an
employer cost (full or super gross salary) of €54,594, social contributions of €25,474
(including €16,406 employer and €9,068 salary), and €2,348 income tax for a single
person without children, which gives €26,772 net of social contribution sales and
income tax (Marque, Philippe and Rogers 2022: 44).

19 According to Eurostat, the total general government revenue [TEC00021] accounted
for 52.5 per cent of the GDP in 2021 compared to 46.8 per cent in 2021 — a gap of
5.7 percentage points of the GDP.
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2.3.4 Product tax proposals to free up purchasing power
1. Establish a moratorium on taxes on products other than VAT

— Stop the introduction of new product taxes (excluding VAT) and rate
increases. Government revenues must be increased by broadening
pre-existing tax bases to avoid tax sprawl and the multiplication of
special taxes.

2. Stop taxing taxes

— Stop the stacking of taxes. The imposition of VAT on certain taxes on
products is an anomaly. VAT is supposed to be a ‘value added’ tax
— not other taxes that do not create any added value.

Chapter written by Cécile Philippe and Nicolas Marques

2.4 The impact of production taxes undermines purchasing power
The finding

Employees in France are penalised by the tax incidence of production
taxes, which have a negative impact on their remuneration.

The challenge
Aligning production taxes with the EU average would restore purchasing
power to workers and reduce French unemployment.

2.4.1 Production taxes remain abnormally high in France

Despite the movement to reduce production taxation that began in 2021 as
part of France’s Recovery Plan, production taxes remain particularly significant.
They represented 4.5 per cent of France’s GDP in 2021, compared to 2.5
per cent in the EU and 1 per cent in Germany. They were two times higher
in France than in the EU, and five times higher than in Germany. When one
considers their actual cost (by removing the subsidies), the differences are
even greater. Net taxes on production accounted for 1.8 per cent of France’s
GDP, compared with 0.2 per cent in the EU and -1.6 per cent in Germany.
They were nine times higher in France than in the EU, and Germany
subsidised its production as much as France taxed its own.

When considering the impact on the non-agricultural market sector, net
production taxes accounted for 1.9 per cent of the GDP in France in 2021,
compared to 0.4 per cent in the EU, and -0.9 per cent in Germany. They
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were five times higher in France than in the EU, while Germany subsidised
its production significantly (Figure 21).

2.4.2 The impact of corporate taxation on wages

A significant part of the population believes — wrongly — that they are
spared by this taxation, most of which targets companies.?’ The general
public assumes that only companies pay taxes that specifically target
them (employer social contributions, taxes on profits, etc.) and households
only pay the taxes targeting them (employee contributions, income tax,
and VAT).Economic analysis shows that reality is much more complex.
Households indirectly bear taxes targeting businesses. Indeed, producers
pass on taxation to the products in the form of VAT, specific taxes, etc.
Their survival is often conditioned on the transfer of the taxes targeted at
companies to households. Since the creation of economics, this reality
has been identified by its founding fathers. They highlighted the transference
of taxes onto consumers and, failing that, onto producers with weak market
power (Zoom 2).

This approach was taken up in 1962 by Harberger?'. In line with him, a
large number of studies have quantified the impact of taxation targeting
businesses on consumers, employees, or owners of capital. They showed
that employees bear a significant tax burden in open economies in the
form of more contained wage increases, less attractive career opportunities,
or even periods of unemployment (Zoom 3).

20 The category ‘other taxes on production’ (D29 in the ESA nomenclature) includes
taxes targeting companies, communities, and households, including taxes on built
and unbuilt land. On average, companies bear the bulk of this tax (67 per cent in
the EU, 69 per cent in France, and 71 per cent in Germany), with households and
administrations paying the balance.

21 Harberger, A. C. (1962). “The Incidence of the Corporation Income Tax”. In The
Journal of Political Economy, 70(3), pages 215 240.
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2.4.3 Compared to the EU, France levies an annual additional cost of
€900 on the average employee

We assessed the effect of excess taxation in French production on the
purchasing power of an average employee.?? In 2021, there were, on
average, €2,675 in production taxes per employee in the market sector
in France. This level was abnormally high vis-a-vis the EU — an excess
of 78 per cent or €2,081 per employee — or Germany — an excess of 145
per cent or €3,873 per employee (see . The negative impact on purchasing
power was calculated by considering that an excess of €1 in tax on
production reduces the wage bill by €0.87 (ratio obtained from a review
of the economic literature, please see Zoom 3). It shows that, compared
to the EU, French over-taxation of production taxes penalises an average
employee by €900 per year. Vis-a-vis Germany, the impact is even more
significant, with a loss of €1,700 in purchasing power per year.

This order of magnitude is representative of an average employee.
Depending on the situation, it is likely to result in less attractive remuneration
(lower hiring salary and/or salary progression) or more frequent or lasting
periods of unemployment.

22 Calculations were made by the Institut économique Molinari for 2021 on the basis of
the weight differential of production taxes net of subsidies (D29-D39) of the market
sector (Nace B to N) between France (1.9 per cent of the GDP) and the EU (0.4
per cent) or Germany (-0.9 per cent). Compared to the EU, there was a 78 per cent
excess in production taxes in France: (1.9%-0.4%)/1.5%. Compared to Germany,
there was a 145 per cent excess in production taxes in France: (1.9% + 0.9)/1.5%.

In 2021, taxes on production net of subsidies amounted to €48 billion in the non-
agricultural market sector (Nace B to N), which employed 18.2 million people. For one
job, there were on average €2,675 in production taxes (48 billion/18.2 million). The tax
gap on production net of subsidies is €2,080 per person in employment compared to
the EU (€2,675 x 78%) and €3,873 compared to Germany (€2,675 x 145%). These
differences were multiplied by 0.87 under the assumption that an additional €1 of
production tax reduces the wage bill by €0.87 in the long run, resulting in a negative
impact on the wage bill of €1,818 versus the EU and €3,382 versus Germany.

The calculation of the purchasing power lost per employed worker was finalised

by removing employer contributions (30.1 per cent on average of employer cost),
wage contributions (16.6 per cent of employer cost), and income tax (4.3 per cent

of employer cost for an average single employee without children) according to our
annual study Marques, Philippe and Rogers (2022: 44). Note that D29-D39 was not
available for the market sector in Croatia and Sweden for 2021, which led to the
exclusion of these countries from the calculation. For small economies, this does not
introduce bias, although Sweden uses production taxes to finance its social security
whereas other countries rely on social contributions (D12).

Eurostat sources used in the calculations: National accounts aggregates by branch
(up to NACE A*64) [nama_10_a64], Employment by branch (up to NACE A*64)
[nama_10_a64_a] and B1GQ - Gross domestic product at market prices.
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2.4.4 Production tax proposals to free up purchasing power
1. Aligning French production taxes with the EU average

— Amplify the movement to reduce production taxes, going beyond the
announced trajectory, in order to align with the European average over
a five-year horizon.

2. Compensate for the loss of revenue for local authorities through
the sharing of traditional taxes

— Establish revenue sharing of corporate tax (IS) between the State and
local authorities; allocating a part of the corporate tax to local authorities
will create a strong link with wealth creation in their territories.

— Better involvement of local authorities in VAT revenues will make it
possible to secure their financing, the base of this taxation being
broad and benefitting from significant inertia.

Chapter written by Cécile Philippe and Nicolas Marques

2.5 Lack of pension diversification hurts purchasing power

The finding

French pensions, which depend almost exclusively on a pay-as-you-go
system in the private sector and are unfunded in the public sector, are
less attractive because of the declining birth rate, which reduces the
resources available to finance benefits.

The challenges

Diversify the method of financing to improve contributions and pensions
in setting up collective capitalisation for all private sector employees on
the model of the ERAFP for civil servants.

For structural reasons independent of the return of inflation, purchasing
power in France has been undermined for decades. The almost exclusive
use of a pay-as-you-go system to fund pensions has been increasing
labour costs and squeezing take-home wages since the baby boomer
counter-shock.
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2.5.1 The fall in birth rate makes the pay-as-you-go system less
attractive

Beyond the arrangements put in place to preserve purchasing power, with
mechanisms to reduce charges on low wages, bonuses, or tax-free
overtime, the heart of the problem is the particularly expensive method of
financing French pensions.

Purchasing power, which stems from the ability to create wealth, has been
at the heart of concerns for years. France experienced weaker economic
growth than the rest of Europe in the 2010s, which weighed on wage
growth. This phenomenon is, in part, linked to a French particularity: the
weight of social contributions. According to our latest annual barometer,
social contributions are 102% of salaries net of taxes. This is unique in
the European Union, where social security contributions represent on
average 52 per cent of wages net of tax (Marques, Philippe and Rogers
2022: 44).

Contrary to popular belief, this differential is not explained by the generosity
of our Social Security — all our major European neighbours have social
protections that are at least as comprehensive. The provision of social
protection in France is less qualitative. More specifically, the weight of
social protection expenditure in French GDP (34 per cent) is close to
Germany (30 per cent) or Italy and the Netherlands (29 per cent). Per
capita social protection expenditure in France (€12,200) is equivalent to
that of Germany (€12,600) and lower than in the Netherlands (€13,500);
OECD projections show that future replacement rates will be average,
despite the size of pension contributions which represent 28 per cent of
gross wages.

2.5.2 Private pensions absorb 28 per cent of gross salaries

The additional French cost in terms of social security contributions is above
all the consequences of the almost-exclusive financing of pensions by
pay-as-you-go. This state of affairs is the consequence of a long process
of supervision and, then, the extinguishment of the collective capitalisation
which had appeared. Initiated in 1854 in the public sector with the
dismantling of the departmental retention funds, this process reached its
peak with the extinction of collective capitalisation at the end of World War
[1.2 Since then, the situation has never been corrected in France. Despite

23 See Marques (2022), for example.
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their advantages, individual or group retirement savings plans (PER)
represent only a marginal share. In 2019, funded arrangements accounted
for 4.2 per cent of contributions and 2.1 per cent of benefits in France
(DREES 2022).

However, the distribution shifts the purchasing power from the active
workforce to the retired without creating any new purchasing power. This
is problematic for the active population in an aging society. When it was
introduced in 1941 and generalised at the Liberation in the private sector,
the situation was favourable. In 1956,2* there were four contributors to the
Cnav to finance a pensioner with a small pension, at a time when retirement
mobilised only 5 per cent of the GDP.

Today, the situation is radically different. There are almost three times
fewer contributors to finance a pensioner (1.4 contributors per pensioner
to the Cnav) with a significant pension, for an incidentally longer period,?
in a country where pensions paid by the pay-as-you-go or the budget
absorb about 14 per cent of the GDP.As a result, social security contributions
have exploded, increasing labour costs and squeezing net wages. This
‘scissors effect’ generates a double penalty, with a lack of competitiveness
and a reduced purchasing power of employees due to pension contributions
representing 28 per cent of gross salaries in the private sector. The situation
in the public sector is even worse because of the demographic imbalances
in the state civil service. The latter does not have a pension plan similar
to the private sector. It is destabilising public finances, which have been
systematically in deficit since the shock of the baby boom.?

24 https://www.statistiques-recherches.cnav.fr/recueil-statistigue-2019.html, Title 2.

25 Contrary to popular belief, most of the pension imbalances are linked to the decline
in the ratio of contributors per retiree (-66 per cent since 1956), with the increase
in life expectancy (+20 per cent at birth since 1956) playing a lesser role. For the
dynamics of life expectancy at retirement see Aubert and Rabaté (2015).

26 State officials have never integrated the distribution, hence, the unsuccessful
attempt to create a ‘universal regime’ in 2020. Their pensions are budgeted under
an unfunded defined benefit pension scheme. That choice, dating from 1854, was
never called into question, even at the Liberation, since civil servants had not joined
the general social security scheme (Cnav 2020). With the decline in the birth rate,
accentuated by the effects of decentralisation, it has become particularly expensive.
In 2020, the ratio of contributors per retiree in the state civil service was 0.86 (vs. 1.4
at the Cnav). As a result, the pension contributions of civil servants represent 85 per
cent of gross index-linked salaries, that is, three times more than what is observed
for employees with a less degraded demographic. The balancing subsidies needed
to balance civil servants’ pensions amount to around €33 billion per year. For more
information, see Marques (2022: 46).
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2.5.3 Compared to a mixed system, an average employee experiences
a shortfall of €1700

While theoretically the ‘implicit’ return on allocation may equal that on
funding in some circumstances,?” the reality has been different since the
baby boom shock. A very large number of studies point out that the
profitability of financial investments is now greater than the development
of the economy, thus indicating that the choice of full distribution practised
in France causes losses for employees.

Capitalisation — especially when it is collective — is an economic way of
financing pensions. It makes it possible to rely on the performance of the
financial markets, which improves the contributions resulting from compulsory
levies. From an individual point of view, with the same amount of compulsory
contributions, capitalisation generates better pensions than pay-as-you-go.
From a macroeconomic perspective, capitalisation makes it possible to
save compulsory levies by improving the quality-to-price ratio of public
services but also allocates more capital to the financing of the economy
(Institut économique Molinari and CroissancePlus 2021: 88).

Therefore, Dutch employees with significant pension funds will have more
generous future pensions than those in France (Figure 23). Dutch
employees, who contribute 25% of their salary (3 percentage points less
than the 28% required in France), should receive a replacement rate of

27 Paul Samuelson, winner of the 1970 Nobel Prize in Economics, developed a theory
of the equivalence between distribution and capitalisation (1958). In a 1958 article,
the American economist considers the case of an economy where there would be
no possibility of accumulating capital, which somehow melted like snow in the sun.
Under these conditions, pensions would be financed exclusively on a pay-as-you-go
basis. The working population would transfer part of their income to retirees, while
hoping that future generations would show the same care, helping them to support
themselves once retirement time comes. There would be no investment, therefore,
no return. However, despite this observation, Samuelson considers that pay-as-you-
go pensions provide a return, which he describes as ‘implicit’. More interestingly,
this return could be equal to that of capitalisation. Samuelson rightly points out that
pay-as-you-go pensions can be distributed more generously the higher the rate of
population growth. Indeed, at unchanged contribution rates, the revenues of pay-
as-you-go plans will be greater the more assets there are. Everything happens, in
fact, as if the distribution yielded a ‘biological interest rate’ equivalent to the rate
of population growth. If we have a dynamic demographic, like that of the baby-
boom years, this ‘rate’ of interest is more significant than if, on the contrary, the
population is stationary or aging. The economist also shows that the implicit return
of the allocation can, under certain conditions, be equal to that of capitalisation. If
the population growth rate is equivalent to the return on financial markets, there is
equivalence between pay-as-you-go (implicit) and capitalisation (explicit) returns
(Samuelson 1958).
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89% of their net salary, which is 15 percentage points higher than the
rate in France (74%).

Also, there is a relative consensus among economists that the long-term
return on funding is two to three times higher than the ‘implicit’ return on
distribution since the baby boom countershock. Under these conditions,
half or even two-thirds of the contributions paid on a pay-as-you-go basis
constitute an ‘implicit tax’. As Davanne and Pujol (1997: 41) point out,
by investing in the markets, one could obtain the same pension with half
the effort.

It should be noted that the economists’ standard recommendation is to
operate in a mixed system by combining distribution and capitalisation.
The combination of allocation and funding makes sense, even when the
return on allocation is low.

As Philippe Trainar explains, when it comes to pensions, we need to
diversify funding sources (Trainar 2017: 123—42). According to him, ‘if we
take into account the higher volatility of capital income compared to labour
income, especially wages, the optimal distribution would be around 33
per cent and 66 per cent respectively for capitalization and distribution in
France’ (Trainar 2017: 136).

We have adopted this recommendation and quantified the cost of the lack
of pension diversification. To do this, we used the rates of return anticipated
by Thomas Piketty in Capital in the Twenty-First Century, that is, 1.5 per
cent for the economy — representative of the distribution — and 4.25 per
cent for capitalisation.?®

For an employee whose salary grows with the growth rate of the economy,
a mixed system with a two-third distribution and a one-third capitalisation
would allow for equal contributions and the distribution of 29 per cent more
pension. The capitalisation component would boost the performance of
the ensembile. It would finance 48 per cent of the retirement pension while

28 ‘The lowering of the growth rate to around 1.5 per cent per year in rich countries — and
perhaps eventually in the whole world — reduces the return on distribution by the same
amount. Everything suggests that the average rate of return on capital will be over the
twenty-first period century well above the rate of economic growth (about 4 per cent—4.5
per cent for the first, just 1.5 per cent for the second)’ (Piketty 2013: 751).


https://www.cairn.info/publications-de-Philippe-Trainar--26590.htm
https://www.cairn.info/publications-de-Philippe-Trainar--26590.htm
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representing one-third® of the payments, with amounts comparable to
that of the supplementary scheme for pharmacists (CAVP), which operates
both on a pay-as-you-go and funded basis.*° ( these ratios are comparable
to those of the complementary pension plan for pharmacists (CAVP).

Alternatively, a mixed scheme funded by contributions representing 22
per cent of the gross salary could distribute the same pensions as the
current one, requiring contributions representing 28 per cent of the gross
salary. The current situation represents an implicit tax of around 6 per cent
of gross salaries, that is, a shortfall of €1,700 net of social contributions.®!

2.5.4 Generalising collective capitalisation: A challenge for purchasing
power and equity

To remedy the loss of purchasing power generated by the under-
development of retirement savings, the most egalitarian solution is to
generalise collective capitalisation to all employees, on the model employed
for civil servants with the establishment of additional retirement of the
public service (ERAFP).

29 Prospective calculations made by the Institut économique Molinari for a pure pay-
as-you-go scheme (for private sector employees), a pure collective capitalisation
scheme (for Banque de France employees), or a mixed scheme (for pharmacists
with the CAVP). The hypothesis of returns, borrowed from Piketty, is based on a
1.5 per cent growth rate for the economy and a 4.25 per cent rate of return on capital
(2013: 751). The distribution replacement rate — 74 per cent of average net earnings
calculated over a lifetime — for 28 per cent of gross contributions is borrowed
from OECD (2021). The progression of wages and contributions is in line with the
growth of the economy over the entire contribution period (42 years). For every €1
contributed in the first year, the employee contributes €1.84 in the 42nd year, his or
her salary increasing by 84 per cent net of the inflation over the period. The wealth
created in the 42nd year represents €78 in a pay-as-you-go system (according to an
‘implicit’ return logic), €147 in a pure capitalisation system (87 per cent more), and
€101 with a mixed system (29 per cent more).

30 The supplementary pension for pharmacists operates in a mixed manner, with a pay-
as-you-go (PAYG) and a capitalized supplementary plan (CSG). PAYG attracts 61
per cent of the contributions and distributes 48 per cent of the benefits. The capital
accumulation plan (CAP) attracts 39 per cent of the contributions and distributes
52 per cent of the benefits. The return on investment for capitalisation is better, as
the RCC benefits from the return on invested capital, while distribution (RCR) is
penalised by the unfavourable demographics of pharmacists, with 0.9 contributors
per beneficiary (CAVP 2022: 16).

31 Calculations by the Institut économique Molinari for an average employee with a
gross salary of €38,200 per year. His pension contributions represent 28 per cent of
the gross salary or €10,700 per year when employer and employee contributions are
added together. In a mixed system, a contribution of 22 per cent of gross salary would
be sufficient (€8,300), which means a saving of €2,400 gross per year. After deducting
employee contributions (24 per cent) and income tax (6 per cent for an average single
employee), the net savings under the mixed system are €1,700 per year.
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The standard advice is to organise pensions with three pillars: pay-as-
you-go, mandatory collective funding, and optional (Holzmann 2013).
Voluntary allocation and capitalisation are extensive in France but collective
capitalisation is not widespread. However, it brilliantly finances most of
the pensions in some public institutions such as the Bank of France, the
Senate, etc. It has also been successfully reintroduced according to a
complementary logic in the public service (ERAFP), for pharmacists
(CAVP), or in well-performing and responsible companies (collective or
mandatory PER). Unfortunately, most employees do not have access to
it. In France, capitalisation remains ‘disorganized®? with a minority of
workers having access to more efficient pension schemes, which generates
inequalities and misalignments of interests within the private sector or
between employees and civil servants.®

Some argue that it is impossible or too late to ramp up collective
capitalisations in France. However, the examples of civil servants (ERAFP)
and pharmacists (CAVP) show that it is possible to increase collective
capitalisation, without further destabilising the distribution handicapped
by unfavourable demographics.3*

2.5.5 Pension proposals for purchasing power

1. Setting up collective capitalisation for all private sector employees
with the ERAFP, on the model that has existed in the public sector
since 2005.

— Each private sector employee will have a personal account, funded
monthly by employer (1 per cent of gross salary) and employee (1 per
cent of gross salary) contributions.

— These sums will be paid to an additional retirement establishment for
private sector employees (ERASP). Copying the model of the Establishment

32 An expression used by Artus and Legros (1999: 145). According to them, a dose of
‘general capitalization’ would prevent conflicts between employees and generations
by democratising efficient financial products beyond those that are informed or under
the control of large companies.

33 Civil servants benefit from defined-benefit pensions. Their pension is linked to their last
index salary and is protected from demographic trends and economic hazards. On the
other hand, a significant part of the pensions of private sector employees have defined
contributions, with well-managed schemes redistributing what they collect or what they
have put in reserve to smooth out one-off shocks. In a context of falling birth rates,
private sector employees are mechanically subject to a drop in the replacement rate.
On the contrary, public personnel are protected, the imbalances in the pensions of civil
servants materialising through the increase in public expenditure and deficits.

34 See Institut économique Molinari and CroissancePlus (2021), for example.
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for Additional Retirement of the Public Service (ERAFP), it will be hosted
by Agirc-Arrco, which will allow it to benefit from the advantages of parity
governance within a pension fund with strong legitimacy.

— This reform will be carried out according to a principle of ‘neutrality for
the pay slip’. The creation of ERASP will be done concomitantly with the
reduction of taxes on the pay slip that do not create rights (CSG-CRDS,
etc.) to avoid any deterioration in competitiveness or purchasing power.

2. Making pay-as-you-go or tax-financed pensions more reliable

— Start provisioning the pensions of new civil servants within the FRR in
order to save public money as the Bank of France or the senate do.

— Reform the Cnav so that it has reserves to cushion shocks as exist in
all well-managed pay-as-you-go schemes in France or abroad (for
example, Sweden).

— Put an end to the process of placing well-managed private funds under
supervision (such as Agirc-Arrco) that do not need to have their
contributions managed or their reserves divested.

3. Improving the retirement savings component of the PACTE law

— Abolish the social lumpsum on all payments made by companies in
PACTE products to increase the amounts credited to savers’ accounts.

— Neutralise the calculation of capital gains on all retirement or long-term
savings products to avoid calculating fictitious capital gains on inflation.

— Improve the taxation of capital outflows by reversing all the deterioration
made as part of the harmonisation process between products existing
before the PACTE law.

Chapter written by Cécile Philippe and Nicolas Marques
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Chapter 3

Price developments in Germany
— An analysis of the rising costs
of living

By Florian Rosch®

Germany is experiencing record high inflation; in September 2022, the
rate was 10.9 per cent. A look at inflation dynamics, however, shows
that prices were on the rise even before the energy crisis and the
Russia—Ukraine war.

Inflation affects low-income private households the most. The
household-specific inflation rate for low-income couples with two
children was 11.8 per cent in October 2022. In contrast, the inflation
rate for high-income singles was only 8.4 per cent. The expenditure
and the household-specific inflation data clearly show that low-income
private households are most affected by price increases.

Calls for a nationwide rent cap ought to be rejected. The rent cap in
Berlin led to a 60 per cent decrease in supply of housing since 2020
and could not stop the increase in rent prices. Nationwide rent caps
could have similar effects on rent and housing prices. Instead, an
increase in the housing supply will likely lead to a long-term decrease
in the cost of living.
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e Extending nuclear power beyond 2023 would result in up to 4 per cent
lower electricity prices in 2023 and 1.2 per cent lower electricity prices
in 2024 (Mier 2022). To ease the cost-of-living crisis in the long term,
open competition among different energy sources is needed.

e Taxes on tobacco products have increased significantly in the last
20 years. However, this did not lead to increased tax revenue even
though overall tobacco consumption remained the same, because
users switched to lesser-taxed tobacco products. Since low-income
private households spend as much as 18 per cent of their disposable
income on food, beverages, and tobacco, reducing sin taxes would
be an adequate way of reducing the inflationary pressure for them.

e Maintain open competition in the transport sector. The temporary gas
tax cuts were costly, benefitting only richer private households and
distorting the competition in the short term. Other measures, such as
the ‘9-Euro Ticket’, were simply an intertemporal transfer of expenditure
and did not have a lasting effect on prices. To achieve lower costs of
transportation in the long term, maintaining open competition among
different vehicles and services is crucial.

e Short-term tax cuts are no means to stop inflation. Individuals use
temporary tax cuts to smooth consumption. Measures like the three-
month fuel tax cut, while effective, were costly and inefficient. To help
poor private households in the ongoing cost-of-living crisis, targeted
transfers would be a more efficient means.

3.1 Introduction

In September 2022, the general price level, as measured by the Harmonised
Index of Consumer Prices, increased by 10.9 per cent compared to the
previous year. This is the highest value ever recorded for the Federal
Republic of Germany (Destatis 2022c). The main reason for these
unusually high inflation rates is the energy crisis triggered by the Russia—
Ukraine war. The main consequence of price increases is a rise in living
costs. However, this rise in living costs has not only been due to the
energy crisis. Long-term structural factors have increased prices
independent of the effects of the loose monetary policy in recent years.
Numerous studies have already looked at the effects of loose monetary
policy on a range of variables (Papadamou et al. 2019). However, the
focus of this paper is to identify government interventions (apart from
monetary policy) that influence prices. European countries often react to
rising prices and costs of living by increasing fiscal and regulatory
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measures. These measures intervene strongly in the price mechanism
and are thus a crucial cost driver. Some of these interventions may be
justified to internalise externalities, but in many cases, they lead to
systematically higher prices without a justified rationale.

This work also shows that low-income private households are more affected
by price increases than high-income private households. Intervening in
the price mechanism through taxes or regulations can distort or even
prevent the most important role of prices in a free society, namely, the
efficient allocation of resources. Prices signal scarcity, oversupply, and
the quality of products. Government intervention can distort this information,
thereby raising prices in the long run and eliminating important incentives
for demand and supply adjustments.

3.2 Definition of the harmonised index of consumer prices (HCIP)

The HICP is an index of goods prices, and the German Federal Statistical
Office has been calculating it on a monthly basis since 1996 to reflect
price changes at the national level. In contrast to the consumer price index
(CPI), the harmonised index is adjusted to enable an EU-wide comparison.
The HICP serves as a central indicator for macroeconomic price
developments for the governments and central banks of the EU countries.

Figure 1: Harmonised index of consumer prices
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The goods basket of the HICP comprises about 650 different goods. These
are divided into twelve main categories. The exact goods are determined
by sampling and updated every five years. The base year of the index is
2015. Figure 1 shows the development of the HICP since 1996 for a select
number of categories, including the largest categories of food and beverages,
housing, water, electricity, gas and other fuels, and transport. In 1996, the
index value of the HICP was 75.7 points and reached a value of 117.1 points
by 2022. This corresponds to a price increase of 54.7 per cent over this
entire period. Figure 2 shows the annual changes in the HICP from 1996 to
2022." The exceptionally high increase in 2021 was a result of the supply-
side shock from the COVID-19 pandemic. However, it has already exceeded
this increase in 2022. The energy crisis triggered by the Russia—Ukraine war
caused the index to shoot up in 2022. The dashed line shows the average
change in the inflation rate from 1996—2021 and is at the target of just below
2 per cent. The comparison of inflation rates in 2021 and 2022 with the years
before demonstrates that current inflation rates are extraordinarily high. Price
developments can vary greatly depending on the sector, but the vast majority
of categories show a positive increase in prices over time. Since 2015, the
inflation rates for categories of food and non-alcoholic beverages, alcoholic
beverages and tobacco, housing, water, electricity, gas and other fuels, and
transport in particular have risen disproportionately.

Figure 2: Rates of change of the HICP
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Figure 3 breaks down the price developments into twelve subcategories.
The largest categories are housing, water, electricity, gas and other fuels
(25.22 per cent); transport (14.94 per cent); and food and non-alcoholic
beverages (12.66 per cent). These three categories account for over 50
per cent of the total index. A price increase within these categories thus
has a stronger impact on the overall economic price development than
an increase in the remaining eight categories. Therefore, | will consider
the first three of these four categories in more detail in this paper, together
with the category of alcoholic beverages and tobacco.

Figure 3
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3.3 Effects of rising prices on private income and expenditure

A change in relative prices has different effects on private households
depending on their net household income. | look at private households in
five categories based on their household income and then analyse their
respective expenditures. In Figure 4, a closer look at how households
spend their income reveals notable differences. Private households with
an income below €1,300 spend almost half of their gross income on food,
beverages, and tobacco products. Together with housing, energy, and
housing maintenance, expenditure on essentials adds up to 65 per cent
of their gross income. Private households with only slightly higher incomes
(between €1,300 and €2,600) spend roughly 29 per cent and 12 per cent
on food and beverages and housing respectively. Taken together, this
corresponds to 41 per cent of gross income, which is more than 20 per
cent less than private households in the lower income distribution category.
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Figure 4: Expenditure by private households
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The IMK Inflation Monitor for October 2022 calculates the specific inflation
rates for the different household categories (Endres and Tober 2022). It
shows that private households with low incomes are especially vulnerable
to price increases due to the structure of their expenditures. For example,
the household-specific inflation rate for low-income couples with two children
was 11.8 per cent in October 2022. In contrast, the inflation rate for high-
income singles was 8.4 per cent, which is over 3 per cent lower. The biggest
differences are in the categories of household energy and food, beverages,
and tobacco. For low-income couples with two children, the prices for
energy and food, beverages, and tobacco increased by 4 per centand 3.7
per cent respectively. In comparison, the prices in those categories for
high-income singles increased by 2.2 per cent and 1.3 per cent. The
expenditure and the household-specific inflation data clearly shows that
low-income private households are the most affected by price increases.

3.4 Sector-wise analysis

In the following section, | will take a closer look at four individual sectors.
The aim is to work out which government interventions or lack of interventions
have led, or will lead, to higher prices. | will examine the housing, energy,
lifestyle, and transport sectors in detail.
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3.4.1 Housing

Housing is the largest category of the HICP by weight. It is also part of
the category ‘largest expenditure’ of private households, along with
energy and housing maintenance. Low-income private households in
particular spend almost half of their private consumption expenditure on
housing, energy, and housing maintenance (see Appendix, Table 1).
This share decreases rapidly with rising income. Consequently, rising
housing prices have a significantimpact on low- to middle-income private
households in particular.

The price index for new or existing residential properties shows an above-
average price development since the financial crisis of 2008—2009
compared to the increase in the general price level measured by the HICP.
The index indicates the development of purchase prices of detached and
semi-detached houses as well as owner-occupied flats purchased by
private households (Destatis 2021b). Prior to 2009, there was little to no
increase in prices, with the index value for new properties and existing
properties changing from 76.3 and 85.8 in 2000 to 77.4 and 83.2 in 2008
respectively. By comparison, the general price level in the same period
rose much more sharply from an index value of 78.9 to 91.6. From 2009,
however, this trend changed. Thus, while the index values for new and
existing properties in 2021 were 140 and 157.5 respectively, the general
price level reached a value of just 109.2 in 2021. In contrast to purchase
prices, prices for the use of real estate have barely risen. The trend of
moderately rising residential rents runs almost parallel to the general price
level. This suggests that existing tenants enjoy a high level of protection,
and that there are therefore only small changes in existing and newly
concluded rental contracts. In addition, since 2008—2009, the demand for
property has increased more than the supply. The sharp increase in price
indicates an acute shortage.

It is important to note that there are strong regional differences in the
housing markets. Supply and demand vary between conurbations and
more sparsely populated areas. In addition, supply is inflexible. Houses
and flats cannot simply be produced in a factory. However, the capital
needed to build them is highly flexible and should flow exactly where the
expected return is highest — in this case, to the metropolitan areas. Alook
at the vacancy rates illustrates strong regional differences. The CBRE-
Empirica Vacancy Index 2021 shows the housing vacancy rates in all
German federal states as well as in selected cities (empirica — CBRE
Group 2021; see Appendix Table 2). A housing market is considered tight
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when the vacancy rate falls below 2 per cent. There is then either too little
supply or too much demand.

Figure 5: Building completions in Germany
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Most western German states and large cities have a vacancy rate of less
than 2 per cent and thus a tight housing market. On the other hand, with
the exception of Berlin, all eastern German states have vacancy rates
well above 2 per cent. Saxony—Anhalt, Saxony, and Thuringia, for example,
have the highest vacancy rates in the whole of Germany — at least 6 per
cent. In contrast, the federal states of Bavaria, Baden-Wirttemberg, and
Hesse all have vacancy rates below 2 per cent. The situation is even
tighter in large cities. Munich, Berlin, Hamburg, and Frankfurt have vacancy
rates below 1 per cent, which indicates an acute housing shortage. Here,
too, there is a difference between east and west. Leipzig, for example,
has a vacancy rate of 2.7 per cent and is thus in a much better position.
Aside from the cities, the vacancy rates of all the new federal states are
higher than those of the old ones (see Appendix Table 2). The data shows
that there is an acute shortage in large cities in particular. An additional
look at actual building completions in recent years indicates that this
situation is unlikely to ease soon. As Figure 5 shows, although there was
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an increase in building completions after 2009, they stagnated after 2017
and even declined from 2020-2021.

Therefore, the crucial questions are: why did the presumed supply
response fail to materialise and what obstacles are slowing down
residential construction?

One reason for the reluctance to build is the even stronger increase in the
price of land. Land is probably the most important limiting factor for
residential construction. The price index for land looks very similar to the
price index for new buildings. Before 2008—09, this index also stagnated
at an index value of around 70; in 2020, by contrast, it was 156.1. Thus,
the price for land rose even more strongly than the price for new buildings,
suggesting a rapidly increasing scarcity of land.

A detailed nationwide analysis of the various housing markets would exceed
the scope of this paper, but | will use the Berlin rent cap as an example to
show how not to ease a tight housing market. The rent cap was introduced
by the Berlin city government to reduce residential rents and applied from
Q1 2020 to Q2 2021. In mid-2021, the Federal Constitutional Court ruled
that the Berlin rent cap was unconstitutional. One year after the abolition
of the Berlin rent cap, Arlia et al. (2022) investigated its effects both while
it was in force and after it was abolished. For this purpose, they used data
from a real-estate portal in the corresponding period. To enable an analysis
that was not influenced by external factors, they compared Berlin’s data
with that of 13 other large cities with a population of over 500,000. The
study showed that there was a significant dichotomy in the Berlin property
market between flats that were subject to regulation and those that were
not. Rents and purchase prices of regulated housing segments fell rapidly
compared to other major cities and remained at a lower level even after
the abolition of the rent cap. Rents in the unregulated segment, on the
other hand, increased significantly and continued to be more than 5 per
cent higher than in other comparable cities. In addition, the rent cap led to
a drastic reduction in supply. The supply of rental flats fell persistently by
up to 60 per cent depending on the district, suggesting a lasting effect.
Even if the prices of the formerly regulated properties dropped to below
average in comparison to other large cities due to the regulation, the
permanent supply reduction will lead to increased prices in the long term.
The real effects of this regulation will only become apparent over the coming
months and years, but there are already many indications that supply will
be permanently lower than in other comparable cities.
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According to the Ifo Institute, the rapid price increase in the last two years
is triggered by the Ukraine crisis. The vast majority of construction
companies are experiencing acute material shortages and delays in
deliveries. This has led to further increases in construction prices, as
replacements can only be purchased at high costs. According to the Ifo
Institute, this price development will get even worse, as products that have
so far been spared from rising prices will soon also experience price
increases. Despite an expected increase in demand, the volume of new
construction will tend to decline due to the higher interest rates.

This outlook shows that planning uncertainty is a decisive factor for large,
long-term investments in housing construction. Material bottlenecks can
be solved in the medium term and thus reduce price pressure, but if
government measures cannot be anticipated, there will not be any new
construction. Measures like rent caps are also unlikely to permanently ease
tight housing markets. Using the Berlin rent cap as an example, | showed
how trying to regulate prices can lead to a permanently low housing supply.
Reducing supply-side regulations could ease the situation and lead to more
housing. Only if land prices fall and housing stocks rise, the price pressure
on flats and houses in Germany will decrease. This would relieve the
pressure on people with lower incomes in particular. Demand subsidies,
such as housing allowances or other direct payments or relief, will not ease
inflation, but instead fuel it. Soyres et al. (2022) show that direct relief
payments to combat the effects of the COVID-19 crisis increased inflation
by 2.5 percentage points in the US and 1.8 percentage points in the euro
area. The government payments very quickly brought demand, which had
initially collapsed, back to pre-crisis levels. However, stimulating demand
cannot solve a supply shortage. Therefore, based on these arguments,
one must resist the siren voices claiming that a nationwide rent cap is the
answer to the rising cost of living. The example of Berlin demonstrates the
drastic 60 per cent drop in available rental housing in response to the rent
cap. A nationwide rent cap would likely have similar effects.

3.5 Energy

The energy sector has special significance in the consideration of price
increases for two reasons. Firstly, energy is one of the largest components
of the HICP and secondly, as a production factor for almost all products,
energy indirectly influences the general price level. An increase in energy
prices has strong second-round effects on price increase and thus influences
the overall price level. As Figure 6 shows, price increases in recent years
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have been relatively moderate and tended not to exceed the overall price
level. In addition, the volatility of the various energy sources differs. Apart
from liquid fuels, various energy sources fluctuated only slightly until 2021.
However, the current energy crisis is causing the prices of all energy sources
to rise. Energy is a highly regulated sector and is additionally affected by
excise duties and regulations. Regulation takes place partly at the EU level
and to a greater extent at the national level. In addition, the regulation of
the energy market can in principle be divided into two categories: regulation
with technology openness, such as EU-ETS certificate trading, and regulation
without technology openness, such as bans or production standards.

EU-ETS certificate trading, which has existed in the European Union since
2005, was introduced to implement climate protection targets. Trading
covers approximately 36 per cent of the greenhouse gases produced in
the EU by the energy industry and energy-intensive companies. Certificate
trading works according to the ‘cap and trade’ principle and is a market-
oriented and technology-open form of regulation (Perman et al. 2013). At
the national level, certificate trading is applied, but apart from this, the
regulation of the energy sector has largely moved away from technology-
openness. The additional national regulations in Germany have led to
further interventions in the energy sector. The interplay between the national
expansion of renewable energies and EU certificate trading can lead to
coordination problems. The diverging national regulations in the EU,
combined with the uniform EU-wide CO, limit, has increased costs in the
energy sector by up to 13 per cent without leading to additional CO, reduction
(Anke and Most 2021). From a theoretical perspective, uniform certificate
trading is sufficient to achieve environmental targets. But in practical terms,
a complete abandonment of additional national targets could lead to a
situation where the necessary long-term investments are not made, and
the CO, target simply cannot be met. A better integration of national targets
is therefore absolutely necessary to reduce costs (Firsch et al. 2010).

Probably the most important interventions of German energy policy (besides
the expansion of renewable energies) are the phase-outs of nuclear and
coal energy and the general ban on fracking since 2016. In 2021, Germany
produced just under 40 per cent of its electricity through renewables and
almost 56 per cent of its energy through conventional means, such as
coal (28.1 per cent), oil (0.8 per cent), natural gas (15.2 per cent) or nuclear
energy (11.8 per cent) (Destatis 2021a). A departure from these technologies
without the necessary expansion of alternatives has a massive impact on
electricity and energy prices.
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The nuclear phase-out was decided in Germany in 2011. It stated that all
nuclear power plants still in operation were to be shut down no later than
December 2022 (BASE 2022). However, after the outbreak of the Russia—
Ukraine war, there were more discussions about extending the use of
nuclear power in Germany. In mid-October, the German government
decided that the three remaining nuclear power plants should continue to
run until April 2023 in order to guarantee Germany’s energy security
(Federal Government 2022b). A study by the Ifo Institute shows that a
lifetime extension would not only have an impact on German electricity
prices, but on European energy prices as well. For Germany, an extension
of nuclear power beyond 2023 would result in up to 4 per cent lower
electricity prices in 2023 and 1.2 per cent lower electricity prices in 2024.
In Europe, the electricity price could be 1.6 per cent lower in 2023 and
0.5 per cent lower in 2024. At the same time, CO, emissions would be
reduced and gas saved (Mier 2022). The premature phase-out of nuclear
power is a fragmented national response by Germany. Since even the EU
taxonomy classifies nuclear power as ‘green’ (European Commission
2022) and considers it a necessary transition technology to renewable
energies, the nuclear phase-out is a long-term price driver for the price of
electricity in Germany. The coal phase-out was decided in 2020 and states
that Germany is to stop producing electricity from coal by 2038 at the
latest, but preferably as early as 2035.

Additional regulation prohibits the extraction of natural gas through fracking.
On 11 February 2017, the German government enacted a regulatory
package that virtually banned fracking in Germany; it remains in force
today (BMWK 2022). At the same time, the then federal government set
up a commission of experts to publish a final report by 2021 on fracking
as a method of extracting natural gas. The commission carried out three
studies to analyse the state of natural gas extraction, assess the risks,
and propose measures to be taken into account in the possible use of
fracking. The study showed that ‘the environmental risks due to fracking
of unconventional deposits can be minimised by adapted control and
monitoring of the measures’ (ExpKom 2021: 3). The potential of fracking
varies according to estimates. Germany, for example, has between 350
billion m® and 2000 billion m? of shale gas. Taking into account its average
gas consumption of approximately 84 billion m® per year during 2001-2021,
Germany could be completely self-sufficient in its gas supply for 4—24
years (BP 2022; BGR 2016). Even if fracking could reduce further price
pressure on gas and energy in the medium to long term, this is not currently
expected to happen. The planned phase-out of conventional power
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generation measures and the ban on new extraction technologies, such
as fracking, represent significant price pressure on the energy market. A
further increase in electricity prices, especially after the external shock
from the Russia—Ukraine war, is therefore not unlikely in the medium term.

The second major intervention in the energy prices is via taxes. First, each
energy product is subject to statutory VAT of 19 per cent on the net amount.
In addition, there is a consumption tax in the form of an energy tax. This
results in a tax revenue of over €37 billion, which corresponds to almost
4.4 per cent of Germany’s total tax revenue. It thus has considerable
financial significance as the largest consumption tax in Germany. The
specific tax level itself depends on the energy product. For example,
unleaded petrol is taxed at €0.65 per litre, whereas natural gas is taxed
at €31.80 per MWh. With regard to natural gases or liquefied gases for
fuel use, the tax will be successively increased until the end of 2026
(General Customs Directorate 2022b; Federal Ministry of Finance 2022;
Destatis 2022d).

Figure 7: HICP selected energy sources 2021-2022
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The second major consumption tax affecting the energy sector is electricity
tax. It results in tax revenue of €6.7 billion, which corresponds to 0.8 per
cent of the total tax revenue, and thus represents the third-largest
consumption tax in Germany. This tax is equivalent to €20.50 per MWh
(General Customs Directorate 2022c; Destatis 2022d; Federal Ministry of
Finance 2022). Assuming an average consumption of 3,000 kWh per year,
this corresponds to €61.50 per year in electricity tax.

A one-time state intervention to reduce prices in the energy sector was
the fuel tax cut introduced in June 2022. It was implemented for three
months and reduced the energy tax on petrol, diesel, natural gas, and
liquid gas to the minimum level permitted in Europe. Figure 7 shows the
development of the previously shown energy sources for the current year.
The tax reduction seems to have had little to no effect on the price increases
for gas. Moreover, it is questionable whether temporary tax reductions on
certain products have any lasting impact on inflation at all. If the income
freed up by the tax reduction is used directly for other consumption, we
cannot assume that temporary tax reductions can sustainably lower the
general inflationary pressure. A large reduction in excise taxes could lower
prices in the energy sector. However, such measures should not be
introduced as a stimulus measure, as this would undermine otherwise
necessary incentives for demand reduction due to shortages.

The extensive state intervention through regulations and taxes in the
energy sector will lead to higher prices in the future. Shutting down
conventional energy sources and high consumption taxes is unlikely to
lead to a large-scale expansion of the energy supply in Germany. The
politically desired development of solar and wind energy can only be
successful if it prevails in a market-oriented and open competition with
other energy sources. Whether this leads to socially acceptable prices is
another question. In the end, if politicians continue to actively limit the
choice of possible energy sources, consumers will have to accept higher
prices in the energy sector and thus higher prices in general. Only an
open market process will provide the most efficient and cost-effective
solution to a shortage in the electricity market in the long term.
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3.6 Lifestyle

Food and beverages are the second largest baskets in the HICP. Together
with alcohol and tobacco, both baskets account for a share of slightly more
than 17 per cent. Also, in private consumption expenditure, the category
of food, beverages, tobacco, and similar goods (8.2 per cent) occupies
the second largest expenditure position across all private households,
with large variations for low-income households (18 per cent) and high-
income households (6 per cent).

Figure 8: Food, beverages, and tobacco
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Figure 8 shows the development of the price for food and beverages as
well as for tobacco and alcohol from 1996 until September 2022. Over
this entire period, the prices for food and non-alcoholic beverages have
risen in a manner similar to the overall price level. The second component
of the category, alcoholic beverages and tobacco products — which | group
under the lifestyle category — can also be subdivided. On the one hand,
the price of tobacco products has increased much faster than all other
components, from the index value of 43.6 in 1996 to the current value of
131.2. This corresponds to more than a tripling of the price. On the other
hand, the price of alcoholic beverages increased less than the overall
price level.
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Alcohol and tobacco are heavily regulated and taxed with the aim of
promoting health in Germany. Laws against smoking aim to protect non-
smokers against passive smoking and therefore represent an important
regulation to protect uninvolved third parties from negative externalities.

In addition to the regulations mentioned so far, tobacco is highly taxed.
The tobacco tax in Germany exceeds the minimum taxation of the EU
and depends on the particular tobacco product. Thus, cigarettes, cigars/
cigarillos, fine cut, pipe tobacco, heater tobacco, shisha tobacco, and
substitutes for tobacco products are each subject to different tax rates.
For almost all products, a gradual increase is already planned until 2027,
following several increases in tobacco tax since 2002. A special feature
of these sin taxes is that both the quantity and the price of the sin product
are used to calculate the tax. This can result in different tax rates for
varying product sizes (General Customs Directorate 2022d). A pack of 20
cigarettes sold at €7 includes €3.56 in tobacco tax. In addition, VAT must
be taken into account, which results in almost two-thirds of the price of a
pack of cigarettes representing taxes. With a revenue of €14.7 billion in
2021, tobacco tax is the second largest consumption tax. This corresponds
to about 1.76 per cent of the total tax revenue. Moreover, this revenue
has remained almost constant over the last decade (Federal Ministry of
Finance 2022; Destatis 2021c). However, total tobacco consumption has
hardly changed. There has been no noticeable tax response (Destatis
2022a), suggesting that tobacco consumers are switching to less heavily
taxed alternatives and that overall tobacco demand is inelastic. Tobacco
taxation as a means of promoting health measures, therefore, seems
ineffective. Heavy taxation can be justified as preventive action against
first-time users. But here we must question whether targeted regulation
in the form of education might not be a better approach.

In conclusion, we can say that the high price taxes on tobacco products
are mainly due to the continuous tax increases and will therefore continue
to rise disproportionately, as before. As | already stated, it is questionable
whether the high sin taxes on tobacco achieve the desired goal. Especially
when considering the additional regulation to decrease tobacco consumption,
the taxes seem to have more of a fiscal than a health reason.

The consumption of alcoholic beverages is rather more weakly regulated
in Germany than in other European countries. Alcohol may be consumed
at any time of day and in public places. The restrictions on the protection
of minors are also much weaker than in other countries. Beer, wine, and
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sparkling wine may be purchased and consumed from the age of 16. All
other alcoholic beverages or products may only be purchased and
consumed at the age of 18. Apart from legal measures for the protection
of minors, goods containing alcohol can be consumed in Germany without
major regulation.

The taxation of alcohol is also not decisively high. Moreover, there are no
planned tax increases, unlike in the case of tobacco products. First, there
is a general alcohol tax, which amounts to €1,303 per hectolitre of pure
alcohol. In total, there are three other sin taxes on beer, sparkling wine
and intermediate products, and alcopops. The amount of tax varies. For
example, 12ct of beer tax is due for a litre of strong beer, and 10ct for a
liter of wheat beer. For a 0.75-litre bottle of sparkling wine, the tax is €1.02.
These taxes seem quite low for the individual bottles, but they do not
include the additional alcohol tax and VAT. Furthermore, the tax revenue
of these excise taxes for 2021 cannot be compared with those on tobacco
or energy. The alcohol tax has the largest tax revenue of €2.1 billion,
followed by the beer tax (€600 million), sparkling wine and intermediate
products tax (€360 million), and finally, the smallest excise tax, the alcopop
tax (just €2 million in tax revenue). Together, all excise taxes on alcohol
amounted to €3.062 billion in 2021, which corresponded to 0.37 per cent
of the total tax revenue (Federal Ministry of Finance 2022; General Customs
Directorate 2022a).

Thus, compared to tobacco, alcohol is taxed and regulated at much
lower levels.

The food, beverage, and lifestyle categories show different price trends.
With a few exceptions, the price increases in these sectors are very close
to the general price level. The rising prices of tobacco products are largely
due to rising taxes. This trend will continue in the face of further tax
increases in the coming years. However, it remains to be determined
whether tobacco consumption will reduce as a result.

3.7 Transport

Lastly, | take a closer look at the transport sector. At 15 per cent, this sector
has the third-largest share in the HICP; and at just under 12.9 per cent,
itis also the third-largest expenditure category across all private consumption
expenditure. With a share of 5 per cent of private consumption expenditure,
private households in the lowest income group spend less on transport
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than on leisure, entertainment, and culture, which accounts for 9.5 per
cent of private consumption expenditure. In comparison, private households
in the highest category spend 16 per cent of their private consumption
expenditure on transport (see Table 2). This is more than three times as
much as private households in the lowest income group.

Figure 9: Selected transport sectors

HICP - Selected Transport Sectors 2021-2022*

Usage
Purchase of vehicles
~—— Operation of personal transport equipment
Transport services
—— HICP
=== Transport

100=2015

R A A M R R R R R g

Source: Eurostat 2022b, Destatis 2022b, own calculation and graph.
*September 2022

Figure 9 shows the development of individual components of the transport
category over time. The prices for transport services have increased
significantly more than those for the purchase of vehicles. The operation
of private transport follows the development of the general price level.
The overall transport sector developed from an index value of 69.3 in 1996
to 104.7 in 2020 and is at 125.2 in 2022. Transport services showed an
unusual development in 2022: they fell from an index value of 108.4 in
2021 t0 101.1 in 2022.

Between June and August 2022, we saw a reduction in the price of operating
private vehicles and transport services. The tax reduction on petrol and
diesel fuels has noticeably reduced the costs of operating private means
of transport. According to initial studies, 100 per cent of the temporary tax
reduction was passed on to the consumer in the case of diesel, and
approximately 85 per cent in the case of petrol (Fuest et al. 2022). However,
this measure mainly benefited high-income private households. At the
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same time, temporary tax cuts for fuels in times of an energy crisis
circumvent the incentives to reduce gas usage. The necessary reduction
in demand for fuels has thus been thwarted. However, the even greater
reduction of prices in the transport sector can be explained by the uniform
‘9-Euro Ticket” introduced in Germany. It was introduced for the months
of June, July, and August 2022 and included a nationwide public transport
ticket for €9 per month. This was financed by state funds of €2.5 billion
for three months (Federal Government, 2022a). This was not a price
reduction due to cost reduction or expansion of services, but simply a
redistribution measure in favour of public transport. The advantage of this
ticket was that it prevented car journeys and thus saved energy (VDV
2022). The federal government is currently planning a successor model
to the 9-Euro Ticket for €49 a month, financed in part by federal and state
funds. Again, this is not a measure to permanently reduce prices. It is
merely a subsidy for a certain mode of transportation.

In the long term, prices in the transport sector can only fall if the most
important input factor — the costs of operating motor vehicles and transport
services — can be reduced. If the transition to e-mobility continues, it must
be ensured that the required electricity is available at adequate prices. If
this is not fulfilled, prices for the operation of both transport services and
private cars can also be expected to rise. The transport sector will thus
continue to be particularly affected by rising energy costs in the future.

3.8 Conclusion

This paper investigated what taxes and governmental regulations cause
the price level to rise. | showed that most such interventions, often made
with good intentions, do not merely internalise externalities but restrict supply
through regulations. Therefore, maintaining such regulations in various
areas is highly questionable in view of steadily rising consumer prices.

First, an in-depth analysis of the general price level showed that it has
risen continuously across almost all uses in recent years. | demonstrated
that low-income private households — who spend more than 95 per cent
of their gross income on private consumption — are more affected by rising
prices than private households in the highest-income category.

The residential market for flats is developing in an almost identical manner
to the general price level, whereas the purchase of flats has been subject
to immense price increases since 2008—09. Generally, in view of the
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historically low vacancy rates, the number of newly built flats and houses
is too low. Price caps, high requirements for new buildings, staff shortages,
or long planning procedures drive up construction costs and prevent a
supply-side reaction in the market. Only if costs fall and housing stocks
rise, we will see a relaxation in the housing sector in Germany. This would
relieve the pressure on low-income private households in particular.
Demand-side measures, such as housing allowances, other direct
payments, or relief, will not ease the prices in the long term, but rather
increase them.

In the future, extensive government intervention in the form of regulations
and taxes in the energy sector will further increase the already high prices.
The move away from all conventional energy sources in a short period of
time, in combination with a high share of consumption taxes, makes a
large-scale expansion of energy supply in Germany unlikely. Continued
operation of nuclear power plants beyond spring 2023 would be one way
to lower prices significantly. Only market-oriented and open competition
among many potential energy sources can keep prices down and at the
same time bring about an efficient allocation of resources.

The abundance of sin taxes in the alcoholic beverages and tobacco sector
seems to be more for fiscal than for health reasons.

In the long term, prices in the transport sector can only fall if input costs
can be reduced. Provided that the transition to e-mobility continues, it must
also be ensured that the required electricity is available at adequate prices.

3.9 Policy recommendations

1. To reduce housing prices in the long term, land prices must be lowered
and many housing regulations abolished. To achieve this, more emphasis
should be placed on a market-oriented response through simplification
of planning procedures, and through simpler and faster designation of
building land. Proposals such as a nationwide rent cap will not dampen
the rise in living costs. On the contrary, the rent cap in Berlin has shown
that rent caps severely restrict the supply of available living space,
which, in the long run, causes housing prices to rise.

2. In the energy sector, Germany needs to embrace openness towards
technology to find the most efficient path to reduce carbon. The existing
EU-ETS certificate trade is the optimal instrument to save CO, efficiently,
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and in a cost-oriented and environmentally friendly manner. Nuclear
power plant lifetimes should be extended, as this can reduce inflationary
pressure. For Germany, extending nuclear power beyond 2023 would
result in up to 4 per cent lower electricity prices in 2023 and 1.2 per
cent lower electricity prices in 2024. In Europe, the electricity price could
be 1.6 per cent lower in 2023 and 0.5 per cent lower in 2024. An entry
into fracking should also be considered. Depending on the estimate,
Germany could meet its domestic gas supply requirement for 4-24
years without imports. To reduce prices in the long term, national excise
taxes should be lowered, and more sectors should be included in EU-
wide allowance trading instead.

. Temporary, general tax cuts are a suboptimal way of combating the
crisis, as they can lead to unintended, non-beneficial, and false stimuli
to demand. Instead, targeted transfers should be used to support low-
income private households.

. Sin taxes on products such as alcohol, tobacco, or coffee should be
reduced to the permissible EU minimum. Their health promotion function
is questionable in view of additional regulation with the same objective.

. Prices in the transport sector can only fall if costs for the operation of
transport vehicles and services are reduced. As all areas of transport
are pursuing a shift towards e-mobility, the necessary energy supply
must also be ensured at the same time. A more open approach to finding
alternative fuels and drive technologies should be pushed. Measures
such as the 9-Euro Ticket or the 49-Euro Ticket are not a permanent
measure to reduce inflation, but a subsidy for a certain form of mobility.
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3.11 Appendix

Table 1: Share of private household consumption expenditure by
monthly net household income and in-tended use

Net household income

under | 1.300€ | 2.600€ 3.600€
Intended use Total € to to to
1,300 | 2.600€ 3.600€ 5.000€

over
5.000€

Food, beverages
and tobacco 15.4% 18.9% 17.1% 16.2% 15.6% 13.7%
products, etc.

Clothing and

3.7% 2.9% 3.5% 3.7% 3.8% 3.9%
shoes

Housing, energy,
housing 36.8% | 49.7% | 41.8% 39.5% 36.9% 31.5%
maintenance

Interior
decoration,
household 6.4% 4.9% 5.3% 6.0% 6.4% 7.3%
appliances,
objects

Health 4.3% 2.4% 2.9% 3.4% 3.9% 5.7%

Traffic 12.9% 5.0% 10.4% 11.3% 13.0% 16.0%

Post and
tele- 2.7% 3.7% 3.3% 3.0% 2.6% 2.2%
communications

Leisure,
entertainment 9.5% 6.5% 8.5% 9.2% 9.1% 10.9%
and culture

Education 0.6% -0.4% 0.3% 0.5% 0.6% 0.8%

Accommodation
and restaurant 4.1% 2.4% 3.1% 3.8% 4.5% 4.7%
services

Other goods and

R 3.6% 3.3% 3.8% 3.6% 3.6% 3.4%
services

Source: Destatis 2020b, own calculation and presentation
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Chapter 4
Italy — Supply-side reforms
to combat inflation

By

Giacomo Da Ros and Carlo Stagnaro

Inflation is mainly driven by energy commodities and the effects of
monetary and fiscal policies. However, it can be tackled by implementing
supply-side reforms that increase the supply of certain products and
the degree of competition in the market. Additionally, modest fiscal
reforms may reduce the price of specific goods.

This paper deals with the increases in the prices of some goods in
Italy. These products include energy, public transportation, lifestyle
regulations, and some medicines. All of these products have either
become more expensive because of the current inflation wave, or
have been traditionally more expensive in Italy than elsewhere due to
regulatory or fiscal policies (or both).

The paper analyzes the price dynamics of these products and suggests
a number of (mostly costless) interventions that the current government,
formed in October 2022, might want to consider to address the cost-
of-living crisis.

As far as energy products are concerned, the liberalisation of retail
electricity and natural gas markets as well as the de-regulation of the
opening of new gas stations might result in sizeable savings.

As far as public transportation is concerned, relying more on tendering
rather than inhouse provision by companies controlled by local
governments might substantially reduce the costs, resulting either
in lower fares, or in lower subsidies. Moreover, long-haul bus transit
should be fully liberalised.
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e With regards to lifestyle regulations, Italy has traditionally been a
relatively tolerant country, as confirmed by the Nanny State Index.
However, new taxes should be avoided and the planned tax increases
—such as the so-called sugar tax and plastic tax — should be cancelled.

e Italians pay a disproportionately high price on so-called Band-C
medicines, i.e. prescription drugs that are paid out-of-pocket and
not by the national health service. These drugs can only be sold by
pharmacies but not by parapharmacies or medical corners in the large
retail outlets, despite registered pharmacists manning the latter as well.
A liberalisation of distribution channels for C-band drugs might help
Italians save on their out-of-pocket health expenditure.

e The Table below summarises the potential savings from the proposed
reforms.

Expected

Suggested annual
action savings

[EURlyear]

Scope

Completion
Electricity of 150
liberalisation

Completion
Gas of 300
liberalisation

Energy
Alignment of
excise duties

to an -

intermediate
Motor fuels value

Removal of
constraints
on new
stations

80

Awarding the
service by 300*
tender

Local public
transport
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Beer taxation - —
Wine taxation - -
Lifestyles
Nicotine B B
products

Abolish sugar

Soft drinks tax and -
plastic tax

Liberalisation

Pharmacies of Band-C 45
drugs

4.1 Introduction

Like the rest of Europe and the world, Italy has been prey to the worst
inflationary episode in recent history. This situation has many causes,
including the exceptional level of gas prices (due to the low upstream
investments over the past decade and the disappearance of most of the
imports from Russia); the expansive monetary and fiscal policies that
began after the 2008 Financial Crisis, to which the pandemic gave new
impetus; the issues of global supply chains; and the Russian invasion of
Ukraine. The effects on household spending have been almost immediate
and very significant. In this paper, we focus on some possible (or almost
costless) interventions through which the government can support
households and businesses by mitigating inflation. These are, for the most
part, supply-side reforms — that is, reforms aimed at increasing the supply
of certain products and competition in markets — that make limited use of
public spending and, at most, structurally reduce the tax burden.

The Italian National Institute of Statstics (ISTAT) consumer price index
rose by 8.4 per cent in August. Core inflation (i.e., excluding energy and
food), reached 4.4 per cent per year (ISTAT 2022).3¢ In the period June
2021-June 2022, however, contractual wages grew by only 1 per cent

36 ISTAT (2022) Comunicato Stampa — Prezzi al consumo (dati provvisori) Agosto
2022, 31 August 2022 (https://www.istat.it/it/archivio/274103).


https://www.istat.it/it/archivio/274103)%20
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(ISTAT 2022).%” This is because wages adapt late and often insufficiently
to rising prices. As Epicenter’s previous report on inflation mentions,
inflation and, above all, high energy costs, have a profoundly regressive
effect (Epicenter 2022). As the demand for energy and food products is
relatively inelastic, price increases in these goods have a heavier impact
on poorer households. Moreover, wealthier households are better able to
defend themselves against inflation by virtue of their (usually) better access
to financial instruments, as shown in Bagus et al. (2014).

Public opinion seems to have grasped the seriousness of the economic
situation. According to a survey conducted by the polling company IPSOS
on behalf of the World Economic Forum, 32 per cent of Italians were
convinced that their standard of living would fall in the course of 2022,
while less than 20 per cent expected it to improve. In particular, with regard
to energy and transport, a large majority of consumers in all major
economies expected increases: for Italians, this proportion was 80 and
78 per cent respectively (Clemence 2022). A report by Assoutenti, a
consumer association, noted that there was a 92.7 per cent increase in
energy costs in the two—year period from 2021-2022. This figure translates
into an average increase of €1,231 in the annual expenditure of Italian
households, amounting to a total of €2,558. The association also painted
a rather grim picture of the less immediate future: in 2023, they write, ‘the
bill for energy supplies could reach 5,266 euros per household [...], with
a 300 per cent growth in energy expenditure compared to 2020.%

Indeed, the situation is not likely to improve in the very short term: following
the drastic reduction in gas flows from Russia, high energy prices are likely
to force a substantial number of companies to shut their doors this winter.
Industrial demand for electricity and gas has already contracted significantly
— by more than 20 per cent in September 2022 compared to the same
month in 2021 — indicating a sharp slowdown in production. Action is also
needed in order to avert a cold winter for millions of energy-poor households;
this would need to be generous enough to have a meaningful impact, but
also targeted enough so as to not contribute excessively to additional
inflationary pressures. The winter of 2023—24 is likely to be just as harsh.
So far, only mild temperatures are keeping prices from skyrocketing.

37 ISTAT (2022) Comunicato Stampa - Contratti collettivi e retribuzioni contrattuali -
Aprile-Giugno 2022, 27 July 2022 (https://www.istat.it/it/archivio/273390)

38 Carli, A. (2022) Bollette: nel biennio 2021-2022 su luce e gas stangata da +1,231
euro per famiglia (+93%), Il Sole 24 Ore, 28 August 2022 (https://www.ilsole24ore.
com/art/bollette-biennio-2021-2022-luce-e-gas-stangata-1231-euro-famiglia-
93percento-AEjwi8vB)


https://www.ilsole24ore.com/art/bollette-biennio-2021-2022-luce-e-gas-stangata-1231-euro-famiglia-93percento-AEjwi8vB
https://www.ilsole24ore.com/art/bollette-biennio-2021-2022-luce-e-gas-stangata-1231-euro-famiglia-93percento-AEjwi8vB
https://www.ilsole24ore.com/art/bollette-biennio-2021-2022-luce-e-gas-stangata-1231-euro-famiglia-93percento-AEjwi8vB
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Italy held its general elections in September 2022. All political parties
proposed substantial government intervention, particularly in the energy
market. A majority of the proposals consisted of subsidising electricity and
power consumption of households and businesses. Such measures, if
implemented, would cause significant increases in government expenditure,
as well as remove the signalling function of prices. The new government,
led by Giorgia Meloni, committed a large share of the new budget law to
reducing energy prices, even though some of the most generous subsidies
that had been introduced during 2022 have been either reduced of phased
out (as is the case of the temporary reduction on fuel taxes).

In the context of this article, we will focus our attention on areas where
high prices are the result of, among other factors, wrong policies, excessive
taxation, and insufficient or absent liberalisation. The four main areas are
energy, public transport, lifestyle-related expenses, and Band-C drugs
(i.e., drugs for which a prescription is required, but that are paid for by the
patient, and not by the national healthcare service).

Each section of this paper reconstructs the determinants of the observed
increases and provides some policy indications of potential interventions
to help contain inflation. In each case, the potential savings for a household
are estimated (see Table 10)
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Table 1: Focus areas and suggested interventions

Band-C drugs

Expected
Scope Suggested annual
action savings
[EUR/year]
Electricity Completion of 150
liberalisation
Gas Qomplgtlop of 300
liberalisation
Energy
Alignment of
excise duties to B
an intermediate
Motor fuels value
Removal of
constraints on 80
new stations
Local public Awarding the )
service by 300
transport
tender
Beer taxation - _
Wine taxation - _
Lifestyles
Nicotine B -
products
Abolish sugar
Soft drinks tax and plastic —
tax
Pharmacies Liberalisation of 45

* Savings can be allocated to the ticketing component or to public financing, or both.
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4.2. Energy

The energy sector is undoubtedly the most relevant in the public debate
at the moment. This is attributable both to its importance in household
expenditure and in all productive activities, as well as to the exceptional
price increases affecting it. Figure 1 illustrates the price evolution (in euros)
of 1 MWh of gas on the Dutch spot market, the TTF, which serves as a
benchmark for the price of gas in most of continental Europe.

Figure 1: Price evolution of 1 MWh of gas in the TTF (2018-2022)
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Source: Trading Economics (n.d.)

Figure 2 notes the significance of taxation in the average price of natural
gas in the European Union. Epicenter’s previous paper on this topic noted
that taxes on the energy sector in ltaly were generally higher than the
European average. This translates, as Figure 3 shows, into one of the highest
consumer gas prices in Europe and one of the largest year-on-year increases.
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Figure 2: Increase in monthly average gas price among EU
households (2019-2022)
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Figure 3: Breakdown on gas price paid by typical household customers
in European capitals and the annual change in prices, May 2022
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For Italian households, these figures show a doubling of gas-related energy
expenses from 2020.

The same problem occurs with petrol, diesel, and other transport fuels,
the prices of which are largely dominated by the tax component (Figures
4 and 5).

Figure 4: Average price of Super 95 petrol in the EU
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Figure 5: Average price for automotive gasoil fuel in the
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Intervening in price levels is not trivial. Since the Summer of 2021, the
Italian government has put in place several emergency measures, both
fiscal and non-fiscal. The former included a number of relief measures
financed from general taxation, such as the reduction of the VAT rate on
gas to 5 per cent, a subsidy on system charges, and the temporary
reduction of excise duties on petrol and diesel by about €250/1,000 litres
(these latter subsidies have been phased out as of January 2023).
Altogether these measures, which accounted for about 3.3 percentage
points of GDP (about €60 billion) in 2022, hardly focused on the weaker
segments of the population (see Figure 6) and had a limited overall impact
on households (Sgaravatti et. al 2022). In addition to these reliefs, the
government adopted several regulatory measures: it gave consumers the
option to pay bills in installments at no cost and prohibited electricity and
gas suppliers from applying unilateral changes to contracts to take into
account the changes in wholesale prices. These seemingly consumer-
friendly measures actually risk causing greater problems than they are
intended to solve — for example, they induce electricity and gas sellers to
withdraw particularly aggressive offers in order to avoid the risk of then
being constrained by prices that are incompatible with the general market
trend. In addition, many companies struggle to find contracts on the free
market, partly due to the financial burdens of operating in the markets,
and partly because they struggle to take on the risk associated with current
price levels and volatility.
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Figure 6: Summary of taxpayers-funded measures to reduce energy
prices in 2021 and 2022.
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Price increases in energy products are largely due to increases in wholesale
prices of such commodities such as gas, oil, and electricity. Consequently,
there is not much governments can do to prevent them. On the contrary,
it is important that public policies — while understandably aimed at alleviating
the impacts on households and businesses — do not water down price
signals, which are useful in inducing both a substantial reduction in
consumption and an investment in new energy resources and infrastructure.

However, there are some measures of both fiscal and regulatory nature
that could be implemented to achieve some crucial objectives, beyond
simply alleviating the current price levels. In particular, it would be
appropriate to ensure a more rational pricing mechanism in the future to
mobilise market forces to ensure sustained supply at affordable prices
and to allow for an adequate internalisation of the external costs of energy
production and consumption (Booth and Stagnaro 2022).

Next, we identify some possible proposals for action relating to the three
main types of energy products — electricity, gas, and oil..
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4.3 Electricity and gas

The retail markets for electricity and gas have very similar characteristics;
therefore, we will develop the two topics together.

Electricity and gas prices rose at an unprecedented rate despite the
significant tax expenditure incurred to mitigate the increases. Although
the extraordinary interventions make a limited contribution to price
reductions, their suspension would lead to a further increase. At the same
time, the cost to the treasury is currently difficult to sustain; it is unrealistic
to think that a heavily indebted country like Italy could afford the current
levels of spending for much longer.

Estimating the costs of electricity and gas for households and businesses
is complex because they depend on the contracts that consumers have
signed. We will henceforth limit the analysis to households, although —in
the case of electricity — it can also be extended, in essence, to micro-
enterprises.

Figures 7 and 8 show the trend in the energy expenditure of a typical
household®*® considering the effect of the government’s temporary
interventions, which involved the removal of general system charges from
the electricity and gas bills from the first quarter of 2021 and the reduction
of VAT on gas to 5 per cent. The prices reported here refer, in particular,
to consumers served under the regime of tutela, i.e. those who — without
having chosen a supplier on the free market — are served at a regulated
tariff, established by the regulator ARERA on the basis of spot market
trends. Approximately one-third of households in both markets fall under
this service.

39 Ahousehold with electricity consumption of 2,700 kWh per year and contract power
of 3 kW, and gas consumption of about 1,400 Smc per year.
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Figure 7: Increases in the regulated prices of electricity for the typical
household (2004-2022).
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Figure 8: Increases in the regulated prices of natural gas for the
typical household (2004-2022).
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It is possible to find significantly cheaper offers on the market than what
tutela offers. The market’s ability to offer ‘at a discount’ is also confirmed
by the way in which small and medium-sized enterprises (but not micro-
enterprises) transitioned from futela to market prices through an auction
mechanism in July 2021, when the tutela was phased out for this group
of consumers. The auctions closed with favourable prices, although the
size of the discounts varied from area to area. According to ARERA’s
evaluation report, ‘The high participation in the recently concluded
competitive procedures by a plurality of operators capable of bidding in
all territorial areas has in turn led to allocation prices [...] which, in most
cases [...] are cheaper’ (ARERA 2021).

Currently, the phase-out of tutela is planned for January 2024. It is not
easy to predict what the outcome of the tenders might be, even if the
roadmap is confirmed. In order to achieve significant participation in the
tenders and a consumer-friendly pricing policy, it is necessary not only to
confirm the path out of tutela, but also to remove some obstacles to
competition. In particular, the possibility of no-cost installment payments
and the ban on unilateral contract adjustments until June 2023 are pushing
suppliers to divest customers (as is already happening with medium-sized
companies) and to be very cautious with their acquisition policies. Therefore,
if the objective is to promote competition, these constraints must necessarily
be removed.

At that point, one can refer to the offers currently available on the market,
shown in Figures 9 and 10, to estimate the savings potentially achievable.
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Figure 9: Potential savings from switching to the cheapest electricity
offer (2020-2022).
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Figure 10: Potential savings from switching to the cheapest
natural gas offer (2020-2022).
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As a result of the aforementioned regulations, and the high level of
uncertainty about future market trends, the size of the discounts, and the
number of cheaper offers have, as of summer 2022, significantly reduced.
It can therefore be reasonably assumed that full liberalisation could lead
to savings in the order of 10 per cent for customers now under tutela. The
same conditions would be accessible to those customers on the free
market who have taken out relatively cheaper offers. Liberalisation should
therefore be accompanied by a strong communication campaign to
encourage consumers to look for cheaper offers.

Based on estimates of the average annual expenditure of a consumer
under protection in November 2022, one can assume a saving per
household of about €150 for electricity and €300 for gas.

4.4 Motor fuels

The main cause of Italy’s high average diesel and petrol prices, compared
to Europe, is the tax component, although other factors may also be
involved. However, as part of the emergency measures adopted to tackle
the energy crisis, the Italian government reduced excise duties by about
€0.25/litre. This is the largest cut among those adopted in Europe for
diesel, and the second largest (after Germany) for petrol.

While important, this temporary reduction leaves little room for further
fiscal measures. In fact, as of January 2023 — also due to falling oil prices
— the temporary tax reduction has been phased out.

Unfortunately the opportunity has not yet been seized to address a long-
discussed problem. In fact, the significant difference in excise duties on
diesel and petrol used for road transport — around €0.11/litre — has often
been considered a distorting element, which implicitly induces a higher
consumption of diesel than petrol; meanwhile, it allows saving in CO,
emissions and increases the production of local pollutants. The ‘Catalogue
on Environmentally Harmful Subsidies and Environmentally Favourable
Subsidies 2019-2020’, published by the Ministry of Ecological Transition,
therefore suggests eliminating these distortions by setting a common excise
tax level (MITE 2021). According to the Ministry, this level should be set at
the highest excise duty, i.e., that of diesel fuel. This indication does not
seem, however, to be supported by any evidence. In fact, Italian excise
duties on both petrol and diesel are among the highest in Europe and seem
to exceed the same external costs generated by the combustion of these
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fuels — the net of externalities from accidents and road wear that obviously
do not depend on type of fuel used (Parry, Black, and Vernon 2021).

Therefore, it would be appropriate to take advantage of the phase-out of
the temporary excise reduction to identify an intermediate level common
to the two fuels. This level could be set at around €0.65/litre, which
corresponds to an increase of €0.036/litre for diesel and a reduction of
€0.075/litre for petrol.

It is also possible to imagine interventions of a non-fiscal nature. Historically,
in Italy, the price of fuel at the so-called ‘white pumps’ has been significantly
lower than at the plants of vertically integrated companies (so-called
‘coloured pumps’). Numerous investigations have both empirically
documented and theoretically explained this phenomenon. The price
difference is particularly pronounced in the case of plants associated with
large-scale retail brands, which can normally count on a higher average
delivery and thus ‘spread’ margins more efficiently on the volumes sold
(as well as on other non-oil products) (Stagnaro and Verde 2010). In recent
years, the discount at white pumps has always fluctuated around €0.03—
0.04/litre for both fuels in the case of self-service and in the range of
€0.11-0.13/litre in the case of ‘servito’. This gap seems to have closed
significantly (in the case of self-service) during 2022, while it persists in
the case of full-service.*® However, this is essentially due to the exceptionally
difficult situation that has arisen, in which both price increases and physical
shortages (especially of diesel) play a role. In addition, recent years have
seen a series of obstacles to the opening of new pumps.— for example,
the obligation to equip new stations with facilities for the distribution of
eco-friendly fuels (LPG, methane, hydrogen, or electricity), which are
generally both more expensive and characterised by greater regulatory
and safety constraints; and the growing difficulties in opening new centres
of large-scale retail distribution.

We can assume that, as the supply situation normalises, a reduction in
constraints could promote the opening of new re-fuelling stations, with
estimated savings in the order of €0.03—0.04/litre for self-service and €0.11—
0.13/litre for full-service. Assuming that about 60 per cent of fuels are supplied
through the first channel and 40 per cent through the second, average savings
on each type of fuel could be in the order of €0.06—0.075/litre.

40 ‘Quale transizione per la rete carburanti’, Today@ Staffetta Quotidiana,
12 October 2022.
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As a result, an average family could save an estimated €80 per year.

4.5 Public transport

To cope with rising fuel costs, consumers may be pushed to use local
public transport. However, even this sector is not immune to price increases.
As reported by Il Sole 24 Ore daily magazine, public transport tickets and
subscriptions in the major Italian cities have seen considerable increases:
in Turin, the integrated metropolitan ticket of GTT and Trenitalia rose from
€2.70 to €3.50; in the Marche region, there are increases of up to 15 per
cent depending on the travel distance; and Trenord has a fixed increase
of 3.82 per cent.*'

Caution is needed when assessing these figures, however, as on average
ticket prices in Italy — although constantly rising — are not particularly high
when compared to other European and non-European countries.*? This
is due to the fact that public transport in Italy is more subsidised than in
most other European countries. In addition, several states — Italy included
— have introduced extraordinary measures to temporarily reduce the cost
of tickets or even make them free to mitigate the effects of the energy
crisis.*® Even the net of these extraordinary measures, the budget of public
transport companies, depends largely on public transfers (which cover
about 65—70 per cent of costs), while ticket revenues constitute a residual
source of revenue (about 30—35 per cent). These figures are also subject
to strong regional variability: they range from a weight of traffic revenues
of around 15 per cent in Molise and Calabria to values of over 40 per cent
in Lombardy, Sicily, and Veneto. In other countries, the situation is quite
different: for example, in Paris, traffic revenues cover around 65 per cent
of costs, while in London they cover 55 per cent, and in Berlin, 48 per cent
(Carapella, Ponti, and Ramella 2018).

We must therefore look at the issue not merely from the point of view of
ticket costs, but also from that of average production costs. An estimate
of the production costs of the main Italian and European public transport

41 Casadei, M. and Finizio, M (2022) Aumentano i biglietti dei trasporti: tutti i rincari da
Torino a Napoli, Il Sole 24 Ore, 14 September 2022 (https://www.ilsole24ore.com/art/
aumentano-biglietti-trasporti-tutti-rincari-torino-napoli-AEqeoTyB)

42 Numbeo (n.d.) Price Rankings by Country of One-way Ticket, (https://www.numbeo.
com/cost-of-living/country_price_rankings?itemld=18) (accessed in September
2022).

43 Unveren, B. (2022) Free public transport gains traction in Europe, DW, 6 May 2022
(https://www.dw.com/en/free-public-transport-in-europe/a-62031236)
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companies shows a gap that cannot be explained by the different
morphology of Italian cities and territories compared to others.

With regards to local public transport, in particular, the average cost per
vehicle-km in Italy is around €5 (including for ‘virtuous’ companies such
as Milan’s ATM) with peaks of around €7 — as is the case, for example,
with Rome’s ATAC (Giuricin 2021) and Genoa’s AMT (Gastaldi, Quaglino,
and Stagnaro 2012). As Figure 11 shows, European best practices, by
contrast, are less than €3 (Giuricin 2019).

Figure 11: Average production cost per vehicle-km in some Italian
cities (2016-17).

Best Practice ATM ATAC
in Europe (Milan) (Rome)

Source: Giuricin (2019).

Similar, albeit less pronounced, results emerge when considering regional
rail transport (Carrarini 2020) and with the opening of the long-distance
road transport market to online platforms (Mannheimer 2017).

What does this significant gap depend upon? Mainly two aspects: firstly,
the widespread public ownership of transport companies; secondly, the
lack of contestability of tenders, which deprives operators of any incentive
for efficiency (Boitani, Nicolini, and Scarpa 2013). In fact, almost 80 per
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cent of transport companies are publicly owned or controlled (Mocetti and
Roma 2021). As a result, we can cautiously estimate that — through
appropriate liberalisation and privatisation policies —an improvement in
the quality of service and in the cost-effectiveness and efficiency of
management can be achieved, as it has been observed in other EU
member states or in the UK as well as, in Italy, in the case of high-speed
rail (Giuricin and Tosatti 2018). The cost reduction can be estimated, in
the case of local public transport, at around one-third. Taking into account
that traffic revenues account for about 30 per cent of the total revenues
of transport companies, this means that for the same fares, public subsidies
could be halved, or the service could be provided free of charge at the
same subsidy level. The estimate for the average saving per family would
thus be around €300 (Cittadinanzattiva 2020).

As far as long-distance public transport is concerned, the liberalisation of
high-speed rail and the entry of new players in the bus travel market
allowed a substantial reduction of average prices before 2020 (Giuricin
2019). With regard to medium-haul distances, bus rates were on average
50 per cent below the corresponding railway tariff, while for long-haul
distances the gap was 25 per cent (Beria and Bertolin 2019). After 2020
prices rose, mainly due to pandemic restrictions (Beria, Lunkar and
Tolentino 2021). As the restrictions were phased out prices fell again. The
liberalisation of long-distance bus transit should be fully implemented by
removing the remaining limits and streamlining the procedures to introduce
new bus connections.

4.6 Lifestyle regulation

The private consumption choices of citizens are often the subject of public
policy interventions from both a regulatory and a fiscal point of view. The
reason usually given is that often, individual behaviour causes externalities
that burden society as a whole. This explains why, for example, tobacco
products are subject to excise duties.

Italy is generally tolerant of private lifestyle choices, even if they may be
harmful to one’s health, as long as they are considered legal and socially
acceptable. This includes, for example, the consumption of alcoholic
beverages, tobacco products, fatty foods, and sugary drinks. However,
while the rationale for the presence of externalities is correct, in many
cases the regulation or tax treatment goes far beyond what would be
justified by theory. Indeed, the design of regulation or taxation is often
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inspired by moralistic attitudes or the claim to ‘improve’ society by imposing
‘healthy’ lifestyles on individuals, regardless of their preferences, choices,
and expectations. Such attitudes have often led to draconian regulations,
which have not infrequently failed in their objectives and thus proved to
be purely geared towards marginalising those who lead a life considered
to be immoral (Trovato 2013).

A measure of the intrusiveness of public regulation comes from the Nanny
State Index, a project resulting from the cooperation of several European
think tanks led by the Institute of Economic Affairs. According to this index,
Italy ranks 26th out of 30 nations for the restrictiveness of its lifestyle
regulations (Snowdon 2021). In particular, Italy has a tolerant attitude
towards alcoholic beverages and tobacco products, while it appears
moderately more restrictive with regard to fatty foods and electronic
cigarettes (which Italy was the first European country to subject to taxation
alongside other nicotine products).

Lifestyle taxation has a significant impact on Italians’ household expenditure.
Table 2 gives an estimate for a household of three to four members . As
far as alcoholic beverages are concerned, we assume that only two
members consume alcoholic beverages and that each one’s consumption
corresponds to the national average per capita.** We also assume that
three members consume sugar-sweetened beverages (Ozbun 2022).
Finally, since on average about a quarter of Italians use tobacco products,
we assume that only one of the household members is a smoker and that
their cigarette consumption is equal to the national average per capita
observed among smokers (ISS 2022).

Table 2 gives an estimate of how much these choices might affect average
household expenditure in a household with the aforementioned
characteristics.

44 For an estimate of per capita consumption of wine see | numero del vino (2021); for
an estimate of per capita consumption of beer: Coldiretti (2021).
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Table 2: Impact of lifestyle taxation on household expenditure

. . Annual expenditure in
Per capita consumption
taxes

Beer 37 litres €27

Wine 40 litres -
Cigarettes 11.5 €817
Soft drinks 50 litres (€5)*

Total €844 (849)

* Currently suspended.

As Table 2 shows, the extent of the lifestyle tax burden depends almost
entirely on the taxation of tobacco products. Currently, neither wine nor
sugared beverages are subject to excise or other specific taxes.

This burden should be prevented from increasing further. The issue
concerns, in particular, the taxation of sugar-sweetened beverages and
the taxation of tobacco products.

As far as sugar-sweetened beverages are concerned, the 2020 Budget
Law introduced a ‘sugar tax’ quantified at €10/hl of finished products or
€0.25/kg in the case of products prepared for use after dilution.*> The
application of the tax was, however, suspended. The ‘sugar tax’ was joined
by the so-called ‘plastic tax’, set at €0.45 per kg of disposable plastic (thus
including the plastic used in packaging), which was introduced by the
same 2020 Budget Law and is also suspended for the time being until 31
December 2023. The government commited to a final, and formal, abolition
of both levies by 2024.4% |t is important that these intentions are fulfilled
and that the plastic and sugar taxes are abolished.

As far as nicotine products is concerned, the demand for traditional
cigarettes is steadily decreasing due to the stagnation in the number of
smokers, about 24 per cent of the population, and a decrease in the
number of cigarettes smoked. This decline is probably explained at least

45 ‘Sugar tax.” IPSoA Wkpedia (n.d.) (https://www.ipsoa.it/wkpedia/sugar-tax)

46 Mobili, M. And Trovati, G. (2022) Plastic and sugar tax also suspended in 2023, then
abolished, Il Sole 24 Ore, 30 October 2022 (https://www.ilsole24ore.com/art/plastic-
e-sugar-tax-sos