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Assessment and recommendations

A well performing
economy that
could do better
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Economic growth in Austria since the mid-1990s has
been roughly in line with the EU average. However, it
appears that the economy has not yet embarked on a path
of higher trend growth even though Austria’s EU accession
in 1995 and the market transition of eastern European
countries eliminated many entry barriers for Austrian
exporters and importers. While trade shares increased rap-
idly, Austria lost market share. Two broad issues deserve
special attention with respect to raising Austria’s growth
potential. Firstly budgetary consolidation was delayed for
too long, and a distortionary fiscal stop-and-go policy
adopted. In a similar vein, significant public sector reform
was delayed in the 1990s, precluding the potentially posi-
tive impact of such reform on the functioning of the econ-
omy overall. Secondly, Austria delayed reform of its
regulatory framework. This is understandable, since this
framework successfully supported high economic growth
during earlier times of relatively modest structural change.
However, reaping positive growth effects from increased
international integration and more rapid technological
change requires more thorough reform in product and
labour markets favouring market determined outcomes
and higher structural flexibility. Ongoing policy action is
already proceeding along these lines, but the remaining
challenges of overdue structural reform are significant.
While the first chapter reviews the main macroeconomic
forces at work and the Secretariat’s projections, issues of
fiscal policy and structural reform are highlighted in
Chapters II and III of this report. Finally, Chapter IV consid-
ers in some detail issues associated with encouraging envi-
ronmentally sustainable economic development.
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External
developments
dominated

the business cycle
over the last

two years...

... slowing growth
temporarily

this year and next,
though activity

is projected

to pick up from
the second half
of next year on

Real GDP growth in 2000 totalled 3.0 per cent, well
above potential, and in line with the average in the EU. The
Austrian economy participated in the economic upswing
within the EU that was driven by accelerating world trade in
the second half of 1999 and into 2000. On the domestic side,
the upswing was underpinned by strong private consump-
tion, with disposable incomes benefiting from tax cuts that
became effective in January 2000, and robust growth in
investment in machinery and equipment. But the economy’s
momentum slowed in the second half of 2000 and into 2001
as world trade growth decelerated. Private consumption
growth declined as consumer price inflation increased,
mainly due to higher oil prices and the weakening of the
exchange rate. Investment in machinery and equipment also
grew at a slower pace from the second half of 2000 on, while
construction investment was weak throughout. Employment
continued to grow, but at a decelerating rate with unemploy-
ment even increasing in recent months. Consumer price
inflation peaked in spring 2001, at a rate of 3! per cent.
Higher indirect taxes added to the increase in the price
level. But by mid-2001, inflation had come down substan-
tially, as the effects of the previous oil and import price
increases began petering out, and the impact of last year's
indirect tax increases levelled off. While wages picked up
in 2000, wage settlements remained moderate, supporting
employment generation.

Growth in 2001 is likely to be markedly lower than the
year before, dropping to a rate significantly below poten-
tial in the OECD'’s projections. This reflects the decelera-
tion in world trade and slowing domestic demand that
have been evident during the course of the year, and this
weakness is now reinforced by the negative global growth
shock emanating from the 11 September terrorist attack on
the United States. Adverse confidence effects of this event
are projected to weaken global activity and trade well into
the first half next year. But world trade growth may begin to
strengthen again thereafter, leading to a progressive pick-up
in Austrian activity which will also be supported by more
vigorous domestic demand. Indeed, private consumption is
likely to recover as consumer confidence stabilises, driven
by rising disposable incomes, rises in family benefits and

© OECD 2001
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General
government
balances

improved slowly...

... with plans

to consolidate
further this year
and next

© OECD 2001

improving terms of trade. Investment in machinery and
equipment should also gather momentum, following the
improvement in external demand. Construction will remain
subdued in 2002 but should strengthen thereafter. While
government consumption is projected to slow, owing to
ongoing fiscal consolidation, monetary conditions are pro-
jected to support growth. All in all, GDP growth is pro-
jected to rebound in the second half of next year and to
accelerate further in 2003, allowing the output gap, that is
opening in 2001 and 2002, to begin to close again. Risks to
these projections consist mainly in a slower-than-expected
recovery in world trade which could, in particular, postpone
the projected upswing in Germany, Austria’s main trading
partner.

Fiscal consolidation was essentially put on hold
after 1997, so that the general government deficit widened
in 1998 and was roughly unchanged in 1999. In 2000 imple-
mentation of the federal budget was delayed due to the
transition phase associated with establishing the new gov-
ernment after the general elections; and tax cuts and
phased increases in family benefits that became effective in
January 2000 further complicated the task of returning to a
consolidation track. Nevertheless, in 2000 the general gov-
ernment deficit was reduced by 1 percentage point of GDP,
to 1.1 per cent, mainly as the result of higher annual growth,
one-off receipts from the auctioning of UMTS mobile phone
licenses — totalling 0.4 per cent of GDP - as well as revenue-
raising measures installed by the new administration.

The government aimed in the 2000 Stability Programme
to reduce the general government deficit to % per cent of
GDP in 2001, balance the budget by 2002, and maintain bal-
ance thereafter. To this end a consolidation programme has
been put forward consisting of both expenditure restraint
and revenue raising measures. On the expenditure side,
savings are to be generated largely by structural reform
measures, notably pension reform, reductions in govern-
ment employment on the federal and the local level, more
focused targeting in the provision of social transfers, and
measures designed to slim down the public administration
and transferring tasks to the public enterprise sector. Some
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Structural reform
and strict
spending control
are needed

to make the fiscal
turn-around
sustainable

initiatives along these lines have already been imple-
mented while others still need to be decided. On the reve-
nue side, some measures to broaden the tax base have
been taken, but a significant part of the consolidation
in 2001 consists of one-off measures. Higher than expected
business tax instalments and lower interest payments in
late 2001 imply that a balanced budget is likely to be reached
already this year. On the other hand, the sharp deceleration
in economic activity has made it considerably more difficult
to maintain balance in 2002. The Secretariat projects for 2002,
assuming both the implementation of the budgeted consoli-
dation measures and scheduled increases in child benefits, a
deficit of almost 5 per cent of GDP, reflecting essentially the
budgetary effect of the automatic stabilisers.

Earlier episodes of fiscal consolidation in Austria in the
last decade were succeeded by rapidly rising structural defi-
cits. This reflects both the fact that past consolidation poli-
cies relied to a large extent on one-off measures and also
that, with fiscal balances improving, new social entitlement
programmes were instituted. In the present phase, balanc-
ing the budget over a couple of years appears feasible even
though growth has slowed. However, several risks, both on
the revenue and on the spending side, require tight spend-
ing control for the medium-term consolidation targets to be
met. Most importantly, one-off measures play a significant
role in the government’s savings programme, and not all
parts of envisaged structural reform have yet been decided
or implemented. Moreover, new spending programmes are
envisaged, with the new family benefits that will come into
effect in January 2002 placing a heavy burden on the general
government budget, accounting for some Y5 per cent of GDP.
Hence, a sustainable elimination of the general government
deficit requires rapid replacement of the one-off measures
by structural policies that are associated with lasting sav-
ings. The government should identify spending programmes
where cuts can be made. Over the next years tax reductions
should be implemented, but have to be backed up by struc-
tural reductions in government spending. Otherwise, there
is a risk of a renewed spending cycle that would endanger
the achievements made. Moreover, creating a budgetary
surplus would help cope with fiscal pressures associated
with ageing.

© OECD 2001
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Public sector
reform should

be deeply rooted
and implemented
quickly...

... and the
congruence

of spending
and revenue
raising powers
at the various
levels of
government
should be
improved
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Reforming various aspects of the public sector ranks
high on the government’s policy agenda. Indeed, public
sector reform is important both for fiscal consolidation and
for increasing the sector’s efficiency and widening the scope
of market-determined outcomes. While some elements of
the reform have been decided, notably the reduction of
public sector employment and the streamlining of some
parts of public sector administration, important elements
are outstanding. Taking tasks out of the government sector
and incorporating them in the public enterprise sector, as
scheduled, can increase public sector efficiency under cer-
tain conditions. However, the evidence from previous
action yields a mixed picture, and there is even the risk
that spinning off companies from the budget might reduce
fiscal discipline. Thus, such action can be no substitute for
fundamental reform. Effective duplication within public
sector administrations should be identified and abolished.
Moreover, choices need to be made as to what services
should be left to the private sector for provision; action in
this field can be based on proposals that have already
been made by a reform commission — the Aufgabenreformkom-
mission. Analysis of the costs and benefits of policies needs to
be developed, and for this purpose a coherent framework for
ex ante and ex post project evaluation needs to be established.
Efficient project selection requires estimating the likely
future revenues and expenditures over a horizon of several
decades and assessing their present value.

Issues of public sector efficiency also arise with respect
to the allocation of tasks and revenue raising powers across
the different levels of government. The process of negotiat-
ing revenue sharing is non-transparent and the system pro-
vides few incentives at sub-central levels of government for
efficient use of resources and for evaluating the efficiency of
spending plans. Instead, general tax receipts should be dis-
tributed across government levels in accordance with fixed
principles, and the revenue raising powers of the Linder and
communities should be exercised and extended if neces-
sary. In the same vein, ongoing policy initiatives aiming to
improve the assignment of tasks by government level
should focus on increasing the congruence between spend-
ing and financing responsibilities.
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Fundamental
pension reform
is necessary

Measures have
been taken to
reduce non-wage
labour costs and
raise incentives
for job search,
leaving scope

for further
improvement

Important steps were taken in 2000 to limit the fiscal
impact of ageing on the public pay-as-you-go system, in par-
ticular by making early retirement less attractive. Pre-empt-
ing the rapid rise of pension claims over the next years and
decades requires further reform however, which should be
implemented soon. Increasing retirement ages appears par-
ticularly important, and further reform in this field would
have to consider all potential channels into early retire-
ment, including invalidity pensions. Also, the fragmentation
of the pension system into different occupational branches,
each serving its own clientele, should be abolished. To
strengthen the link between pension contributions and pen-
sions received, entitlements should be related to the retir-
ees’ earnings base during their entire work history rather
than the best 15 years. The redistributive role of the system
should be identified and redistribution should be financed
out of general taxes instead of wage-based contributions.
Benefits provided by the pay-as-you-go part of the system
should be adjusted so as to secure the system’s fiscal sus-
tainability, and a supplementary funded layer should be
developed. This could be achieved by transforming the sys-
tem of severance pay into compulsory company-based
funded pensions. Already existing private pension invest-
ment funds have hardly been accepted yet by households,
despite preferential tax treatment. The evolution of such
funds should therefore be monitored, and the regulatory
framework reconsidered if necessary.

The Austrian labour market continues to exhibit a com-
paratively low level of unemployment and a high degree of
aggregate wage flexibility. The relatively moderate wage
increases and steady employment growth seen in 2000, at a
time of significant oil and import price hikes, validate this
finding. But labour utilisation of females and older workers
is low, and there is a mismatch developing between qualifi-
cations demanded and supplied. With respect to labour
market reform, the new government is emphasising the
need to increase incentives in the labour market and the
effectiveness of job placement, and significant policy initia-
tives along these lines have either been implemented or
are in preparation. Some eligibility rules for receiving unem-
ployment benefits have been tightened and this should

© OECD 2001
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Better job
placement would
improve labour
market outcomes

© OECD 2001

strengthen the incentives for job search. Measures to
reduce non-wage labour costs and improve the targeting of
social transfers have also been taken. Scope for further
action remains, however, and not all measures taken appear
to be consistent with raising incentives for labour force par-
ticipation and employment creation. Indeed, this is likely to
be true for subsidies extended for working time reductions
of older employees (Altersteilzeit), which need to be reconsid-
ered. Also, the extension of child benefits scheduled
for 2002 is likely on balance to reduce working hours sup-
plied by parents, particularly women. In the unemployment
insurance, the lengthening of the period of unemployment
benefit receipt is likely to adversely affect job search and
should be revised. Plans to widen the definition of “accept-
able jobs” with respect to the skill profiles for recipients of
unemployment related benefits should be implemented,
and the acceptability criteria should be progressively
broadened with unemployment duration.

A key aspect of the envisaged reform of the Public
Employment Service (PES) is achieving a better integration
of the PES activities concerning counselling, job placement,
provision of active labour market measures and provision of
unemployment benefits. Indeed, the efficiency of the job
matching process has been found elsewhere to increase
with the interaction between the different functions in the
placement process, and initiatives to better integrate these
functions are therefore welcome. Similarly, better integrat-
ing the unemployment assistance and social assistance sys-
tems, for which responsibilities are dispersed between the
federal and the regional authorities, needs to be consid-
ered. Moreover, the scope for private placement agencies
within an integrated employment service should be wid-
ened. Active labour market policies (ALMPs) play an impor-
tant role in the government’s employment strategy. Within a
framework of improving the “profiling” of the unemployed
with respect to relevant economic characteristics, ALMPs
should be better utilised to test the readiness of benefit
recipients to take up work. Moreover, to secure the effec-
tiveness of training and work provision schemes, measures
should be tightly targeted on problem groups. In general,
there is a risk that private sector entrepreneurial activity is
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Reform of

the education
system is being
addressed and
should rank high
on the policy
agenda

crowded out by public work programmes, and associated
deadweight costs are often substantial. Appropriate evalua-
tion of the effectiveness of the measures utilised with
respect to increasing employment chances and minimising
dead weight cost and crowding out effects is therefore
imperative and should be stepped up. Putting more
emphasis on in-work benefits that ease marginal effective
taxation associated with the transition into regular employ-
ment can be a promising strategy for “activating” unemploy-
ment-related benefits and social assistance schemes.

The increasing importance of skilled human capital in a
“knowledge-based society” reinforces the need for reform-
ing Austria’s education system. Tertiary education in Austria
has been found costly and its allocational efficiency needs
to be improved to cope with a widening gap in skills pro-
vided and demanded. The government has embarked on a
reform programme aiming at raising the quality of tertiary
education and the efficiency of university funding. Major
elements of the programme are the abolition of lifelong ten-
ure for university teachers, the introduction of performance-
related elements both into the remuneration system for
teachers and the funding of the universities more generally,
and a higher degree of university autonomy in designing
their areas of research and education. From autumn 2001
onwards, students will be charged tuition fees, the proceeds
of which will be redistributed to the universities. The plans
for university reform go in the right direction and should be
carried through. In particular, while the introduction of
tuition fees is welcome, raising the financial endowment of
the universities is not sufficient for improving performance.
Rather, reform should quickly move on to establishing a
higher degree of competition between universities and a
link between the universities’ performance and their fund-
ing. Austria’s dual apprenticeship system has been success-
ful hitherto in providing applied skills, thereby contributing
to holding down youth unemployment to comparatively low
levels. Efforts have been made over the past years to adapt
apprenticeship curricula to new demands. This policy needs
to continue. Markets should be allowed to adjust pay scales
so as to balance demands and supply for training across
occupations.

© OECD 2001
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Forthcoming
competition
legislation should
strengthen
enforceability

Regulatory reform
of network
industries

is progressing,
but open issues
remain

© OECD 2001

The current regulatory system for general competition
issues — particularly mergers and cartels — is based on a cartel
court that has limited legal powers to instigate actions inde-
pendently, but acts on the recommendations of the social part-
ners, with the Minister of Economic Affairs and Labour
representing the state before the court. The government has
tabled legislation to establish an independent competition
authority, and this would mark important progress towards a
system of effective competition enforcement. To secure effec-
tiveness the institutional design needs to be streamlined.
Firms violating the law should be subject to fines set suffi-
ciently high to deter anti-competitive activity (particularly car-
tels). Adopting a leniency programme should be considered
whereby the first firm to divulge the existence of a cartel and to
co-operate fully in its prosecution would be eligible for
reduced sanctions. Also, it needs to be established whether
personnel are sufficient to secure effective investigation, with
staffing being increased quickly if necessary.

There have been some positive developments in net-
work industries, and significant steps have been made to
open some markets to competition. Prevailing market struc-
tures suggest however, that a lot remains to be done to firmly
establish competition in network industries. As in almost all
OECD countries, regulatory reform in telecommunication led
to sizeable price cuts and a widening range of services. Partial
market opening has also induced price cuts for electricity. In
the electricity and the gas sectors the government has sched-
uled full market opening for fall 2001 and 2002, respectively,
well ahead of the requirements stipulated in the respective
EU directives, but this needs to be backed up by further
reform. Regulatory reform in the postal sector, on the other
hand, is not particularly advanced, and little progress has
been made with respect to introducing competition in the
railways system. Policy action in these fields could be
expected to generate potentially very substantial welfare
improvements for consumers and to contribute to increasing
productivity growth in the economy. Major open issues are:

— In telecommunication the regulatory framework
should be extended so as to allow pro-active
measures, that follow rapidly changing market
structures, of the telecommunication regulator on
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Environmental
standards are
high in Austria,
but the policy
framework needs
to be improved

its own initiative. To increase competitive pres-
sures in the mobile phone market number porta-
bility should be imposed.

— With vertically-integrated utilities dominating elec-
tricity and gas markets, effective non-discriminatory
access to networks is not fully secured. Thus, to
strengthen competition, grids need to be com-
pletely unbundled from distribution and genera-
tion. At the minimum, this requires a separation of
networks and generators into different legal entities.
This should be reinforced by privatising utilities.

— In the postal sector the Austrian Post has exclusive
rights for delivery of letters weighing up to 350
grams. This monopoly right should be reduced
and preferably terminated. The regulatory com-
petence should be transferred from the Ministry
of Transport, Innovation and Technology to a
strong independent regulator.

— In the railway sector entry of private providers of
transportation services should be fostered. This
requires, in particular, that independence be
established of the grid from the provider of trans-
port services.

Important regulatory issues also arise with respect to non-
network sectors. The regulation of shop opening hours
should be liberalised further. Public procurement rules
should be made uniform across the different layers of gov-
ernment, based on open tendering. Privatisation should be
extended to the remaining state-owned banks at all levels
of government.

Environmental standards are high in Austria, and this is
reflected in elaborate environmental regulations, the incor-
poration of environmental concerns in the planning of major
infrastructure projects and Austria’s ambitious international
commitments. Environmental objectives are backed by a
very broad political consensus, and substantial financial
resources are devoted to meeting environmental goals. How-
ever, a well-established framework for integrating environ-
mental concerns into general policy planning is lacking. In
particular, there is little ex ante and ex post evaluation of

© OECD 2001
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An ambitious
Kyoto target
serves as the
flagship of
Austria’s climate
change policy

Road pricing

that generates
incentives to avoid
environmentally
damaging traffic
should replace
the eco-point
system
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implied economic costs and potential environmental bene-
fits. Not least, this implies that policies directed at similar
objectives are not well balanced so as to secure high degrees
of overall efficiency. A consistent framework for cost-benefit
analysis across policies should therefore be introduced.

A prime example for Austria’s ambitious environmental
goals are large reductions of greenhouse gas emissions.
However, the policy mix applied for this purpose can be
improved. While much emphasis is put on “command-and-
control” type regulations, economic instruments are not
closely linked to environmental goals: taxes on energy pro-
vide little incentives for more environmentally-friendly eco-
nomic behaviour and certain subsidies are given without
sufficient evaluation. In particular, effectiveness of current
regulation concerning the efficiency of motors and heating
plants could be enhanced by the introduction of a CO, tax or
trading scheme. Thereby emission reduction would become
a matter of economic self-interest, reducing the need for
costly technical controls. The CO, tax would allow to better
focus the structure of energy taxes on the abatement of
greenhouse gas emissions. Exemptions that are not environ-
mentally motivated — such as preferential taxation of diesel
—should be abolished. A CO, tax could also reduce the
need for environmentally motivated subsidy programmes
aiming at supporting renewable energy sources, thermal
insulation of the existing housing stock, central heating
plants and public transport. Social concerns could be
addressed via means-tested social transfers. Moreover, con-
cerns about negative impacts on Austria’s international com-
petitiveness could be dealt with via a grandfathering
scheme that maintains incentives for new investment.

NO, emissions associated with transit traffic of trucks
were successfully reduced via an eco-point system, negoti-
ated along with Austria’s EU-accession, in which NO,-related
points are allocated to trucks. It is unlikely, however that the
transit agreement can be indefinitely extended. Moreover,
the present system provides insufficient incentives to uti-
lise clean transport technologies in trucks. Thus, the regula-
tion of transit traffic needs to rely on increasing the marginal
cost of environmentally damaging transit to replace the



20

OECD Economic Surveys: Austria

Introducing full
cost recovery
pricing while
phasing out
capital cost
subsidies could
secure water
service
infrastructure
investments

for the future

Environmental
services from

agriculture should

be exposed
to cost-benefit
analysis

Summing up

present “eco-point” system, and this suggests introducing a
road pricing system that takes into account the environmen-
tal costs of transportation through sensitive regions. The
pertinent EU legislation should be adjusted accordingly in
the light of the recently published EU White Paper.

Water issues are considered with high priority by the
Austrian public, hence the Austrian government aims at
making sure that sufficient investments in water service
infrastructure are made in order to maintain the high quality
of water. Improved efficiency in achieving this objective
could be promoted by phasing down capital cost subsidies
for water treatment while moving in parallel towards full cost
recovery pricing principles, thus revealing particularly ineffi-
cient water service providers, increasing the efficiency of the
water service infrastructure and improving resource alloca-
tion. This would fully support the envisaged and the already
implemented measures as stipulated in the Austrian gov-
ernment programme. Also, waste collection and treatment
charges should be set as to reflect the costs of emissions
into air and soil. Such a system could improve efficiency in
the disposal of waste.

In agriculture many efforts were made to promote more
environmentally friendly practices. However, resource allo-
cation could be improved if the support system were
changed from being production method oriented to be tar-
geted at specific environmental outcomes via cost-benefit
analysis. This would be enhanced by cost sharing with tour-
ism, to the extent tourism benefits from the landscape pres-
ervation due to farming. The current excess supply of certain
organically farmed output suggests that more room should
be provided for market determined outcomes while admin-
istrative measures should focus on framework conditions.

Economic growth in Austria is currently weakening and
will be adversely affected by the global shock emanating
from the 11 September terrorist attacks in the United States.
However, growth is projected to recover from the second
half of next year on, reflecting an expected improvement in
world trade and monetary conditions that will not act as a
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brake on GDP growth. However, important challenges
remain if Austria is to raise its growth potential and fully
benefit from European integration. Wide-ranging structural
reforms announced by the government include putting the
pension system on a fiscally sustainable base, increasing
the efficiency of the public sector, tightening the targeting of
social benefits, improving incentives in the labour market,
opening network industries to competition, and lifting the
performance of the education system. Most of these initia-
tives go in the right direction, and would accelerate the pace
of structural reform if they were fully implemented. Several
policy measures along these lines are already in force or
being introduced. In some cases, however, policies appear
to be at variance with improving economic incentives or fos-
tering fiscal consolidation. It is particularly unfortunate in
this respect that the government is introducing a major
extension of an already generous child cash support system
which is likely to exert a negative impact on working hours
supplied by parents. More fundamental pension reform is
necessary, the efficiency of job placement needs to be
improved and plans for university reform should be carried
out. While good progress has been made with respect to
competition legislation, market opening needs to be
backed up by further reform. A sustainable elimination of
the general government deficit requires rapid replacement
of budgeted one-off measures by structural policies that are
associated with lasting savings. For this purpose spending
programmes should be identified that can be cut. More effi-
cient project selection also requires establishing an effec-
tive framework of ex ante and ex post policy cost evaluation.
Effective duplication within public-sector administrations
should be identified and abolished, and choices need to be
made as to what services should be left to the private sector
for provision. While eliminating the general government
deficit should remain the primary short-term consolidation
target, creating a general government surplus in the
medium-term would help cope with fiscal pressure associ-
ated with population ageing. As regards environmentally-
sustainable growth, Austria is acting from a position of rela-
tively good environmental performance and with the ambi-
tion to further improve environmental outcomes. However,
the policy mix being used relies too much on command-
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and-control type measures, while economic instruments —
both in the form of subsidies and taxes — are not linked
tightly enough to environmental goals, resulting in higher
costs and distortions. Thus, more use should be made of
economic instruments to improve environmental perfor-
mance notably, by introducing a CO, tax. Moreover, an
integrated approach is needed that systematically utilises
cost-benefit analysis and ex post programme evaluations to
formulate environmental policies and reduce the eco-
nomic burden of reaching environmental targets. Progress
on all these scores is essential to facilitate the necessary
institutional changes allowing Austria to further improve
living standards, support social cohesion and maintain an
attractive environment.
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I. Austria in line with the international
business cycle

Overview

Economic activity recovered in the course of 1999 as private consumption
was boosted by a family package phased in over the year and exports accelerated
in line with a strong expansion of world trade. Economic growth strengthened fur-
ther in 2000 totalling 3 per cent for the year as a whole, and widening further the
positive output gap that had emerged earlier. However, the economy’s momentum
slowed in the second half of the year as foreign trade decelerated following the
abrupt slowdown of the US economic expansion. Moreover, private consumption
growth moderated during the year, as consumer price inflation increased - partly
as a result of rising oil and other import prices, but also revenue raising fiscal
measures — reducing real income growth. Import growth weakened somewhat but
remained fairly robust and the current account deficit stabilised at relatively high
levels. Thus, by the end of 2000 the economy grew at a pace below that of the Sec-
retariat’s estimate of potential growth. It slowed much further in the first half
of 2001. Despite the slowing of economic activity, unemployment — already lower
than in most other EU countries — fell in early 2001 to its lowest rate in a decade,
before it slowly increased. Consumer price inflation has declined since
spring 2001 with oil prices dropping.

Economic indicators coming in since mid-2001 are pointing to a further
deterioration of activity. Both the business and the consumer confidence declined
further, and these developments are being reinforced by the negative conse-
quences on confidence, domestically and internationally, emanating from the
11 September terrorist attacks in the United States. Nevertheless, private con-
sumption can be expected to remain the main source of growth in the remainder
of 2001. Public consumption is being curbed by a fiscal consolidation programme
aiming to eliminate the general government deficit by 2002 and investment is
being held back by declining growth in foreign and domestic demand and low
capacity utilisation. Activity is expected to remain weak well into the first half
of 2002, when the external sector is expected to benefit from the projected recov-
ery in world trade, which eventually translates into higher incomes and thus stron-
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ger private domestic demand.! Consumer price inflation is expected to come
down further in line with lower oil prices and as the effects of last year's hike in
indirect taxes disappear.

Since 1995 Austrian external trade has benefited from higher annual
export market growth for goods amounting to 9 per cent as compared with less
than 6 per cent in the preceding decade.? Similarly, Austrian foreign trade relative
to GDP grew faster than that in the European average. This reflects the EU acces-
sion as well as the ongoing integration with Austria’s eastern neighbours. Also,
Austrian exporters managed to increase their export market shares in the second
half of the 1990s. However, while Austria’s economic activity picked up at the end
of the 1990s, its growth performance has been trailing the developments in other
European countries, and in particular the other 1995 accession countries
(Figure 1). Indeed, large and persistent current account deficits since 1995 indi-
cate an asymmetric effect of the increase in international economic integration
(Figure 2, Panel D). While foreign suppliers apparently took advantage of easier
access to the Austrian market, this was not matched by increases in Austrian
exports of a similar size. Further efforts to improve the flexibility of the goods and
labour markets are therefore important for increasing the competitiveness of Aus-
trian producers in domestic and foreign markets, and allow Austria to reap the full
benefits of international integration on economic growth. The origins of other
European countries’ product market reforms can at least be traced back to the
start of EU’s internal market programme, whereas similar reforms in Austria only
began in earnest with the EU accession. The ongoing reform process is beneficial
for enhancing competition and eventually growth, but the novelty of the deregula-
tion programme implies that the benefits from the reforms still have to materia-
lise. Thus, competitive product and labour markets will prepare Austria for future
international challenges and opportunities, pointing to the benefits of adapting a
more pro-active policy stance in the ongoing regulatory reform programme.

The economy slowed during 2000

Growth became more reliant on domestic demand as exports faltered

The economy entered 2000 at a pace well above the Secretariat’s estimate
for its potential rate of growth, with private consumption being boosted by a non-
financed tax reform raising disposable incomes, and exports benefiting from the
continued strong growth in world trade (Figure 2). However, the economy’s
momentum weakened during 2000 and in the first half of 2001, bringing GDP
growth below potential. While nominal disposable incomes were boosted by
higher growth of wages and entrepreneurial incomes and income tax reductions,
private consumption decelerated as consumer price inflation rose. The latter
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Figure 1. Real GDP growth and export and import shares
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Source: Austrian Institute for Economic Research (WIFO) and OECD, Main Economic Indicators and National Accounts.
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Figure 2. Macroeconomic performance
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Table 1. Demand and output
Percentage change from previous year, constant 1995 prices

;32;:21 1995 1996 1997 1998 1999 2000 yeazr?grll-sylear

Private consumption 2.8 2.6 3.2 1.7 2.8 2.7 25 1.4
Government consumption 2.2 1.3 1.2 -1.5 2.8 2.2 0.9 -1.1
Gross fixed investment 4.1 1.3 2.2 2.0 3.4 1.5 5.1 0.5

Construction 4.2 0.5 0.3 -1.0 1.3 -0.7 0.3 -1.3

Machinery and equipment 4.0 2.4 5.1 6.5 6.4 4.3 1.1 2.3
Changes in stock' 0.0 0.6 -0.6 0.5 -0.2 0.5 -0.3 0.2
Total domestic demand 2.8 2.6 1.9 1.6 2.7 2.8 25 0.9
Exports of goods and services 4.6 3.0 5.2 12.4 7.9 8.7 12.2 7.7
of which: Goods? 4.9 12.0 4.5 16.3 8.2 7.9 13.5 6.6
Imports of goods and services 4.8 5.6 4.9 12.0 5.9 8.8 11.1 6.3
of which: Goods? 5.1 6.1 4.4 9.8 7.6 7.2 10.8 8.3
Foreign balance' -0.1 -0.9 0.1 0.0 0.8 0.0 0.5 0.8
Gross domestic product 2.7 1.6 2.0 1.6 3.5 2.8 3.0 1.7
Memorandum items:
GDP deflator 2.9 2.5 1.3 0.9 0.5 0.7 1.2 2.1
Private consumption deflator 2.7 2.0 1.9 1.5 0.5 0.7 1.5
Unemployment rate

Registered® 43 5.3 5.6 5.7 5.7 5.3 4.7 4.7

Standardised rate (Eurostat .. 3.9 4.4 4.4 4.5 4.0 3.7 3.7

definition)

1. Contribution to change in GDP (as a percentage of real GDP in the previous period).
2. Average of 1988-94 instead of 1984-94.

3. As a percentage of the total labour force including self-employment.

Source:  OECD.

occurred on account of the strong increase in oil and other import prices and indi-
rect tax hikes in mid-2000. Exports maintained most of their strong momentum in
the first half of 2000 before decelerating in the second half and into 2001 in line
with slower world trade growth (Table 1). Overall investment continued to grow in
line with the economy with somewhat stronger growth in equipment and machin-
ery investment having been offset by weaker construction investment as both
housing and non-residential construction slowed. In 2001 the weakness of the
economy was reinforced by the negative confidence effects following the
11 September terrorist attacks in the United States.

Growth slowed as exports decelerated

The strong expansion of exports in the first part of 2000 took place against
the background of an improvement of external competitiveness and strongly
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accelerating export market growth, which for the year as a whole was almost twice
as high in 2000 than the year before. However, in the second half of 2000 export
growth decelerated, as the US economy slowed abruptly, which together with
higher energy prices depressed the European business cycle with adverse effects
on demand for Austrian produced goods. In the first half of 2001 export growth
stood at half the rate of the year before. Foreign orders peaked in late 2000,
before declining in the first half of 2001, roughly in line with the development of
goods exports (Figure 3). Export growth was fairly evenly distributed across
Austria’s important trading partners, and with a noticeable acceleration of exports
to the Eastern European countries following the previous years’ slowdown in the
wake of the Russian crisis. Similarly, in the first half of 2001 there was a slowdown
in exports to most of the important markets (Table 2).

Competitiveness improved as the euro lost more than a fourth of its value
against the US dollar between early 1999 and late 2000, although this trend did
not continue in 2001. However, the real effective exchange rate depreciated less
over the same period, reflecting the relatively low share of trade with the United
States and rather similar inflation developments internationally. Productivity grew
stronger than wages in 2000, contributing to falling relative unit labour costs in the
manufacturing sector (Figure 4). The terms of trade deteriorated in 2000, as import
prices increased at twice the rate of export prices, and continued to deteriorate in
the first half of 2001. In combination with imports decelerating by less than
exports, this led to a deterioration of the trade balance and the tourist balance
also worsened (arising from high imports of tourist services). However, these
developments were offset by an improvement in the transfer and income bal-
ances, so that, overall, the current account deficit came down to below 3 per cent
of GDP (Table 3).

Private consumption stabilised growth in 2000

Private consumption increased by 2% per cent in 2000, but was losing
pace during the year as increasing consumer price inflation restrained real income
growth. Disposable nominal household income was underpinned by robust
employment growth and higher wages as well as faster increases in non-wage
income and income tax cuts. Consumer confidence began to weaken in early 2000
as consumer price inflation began to rise. It only recovered in early 2001 in the
wake of the decline in oil prices and lower long-term interest rates, allowing for
some stabilisation of private consumption growth at an annual rate of 1% per cent
in the first half of the year. Prospects of further increases in child benefits may also
have played a role. However, since mid-2001 consumer confidence declined.
Other consumption indicators, such as car purchases and retail sales, along with
higher income taxation were also pointing to a deteriorating environment for pri-
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Figure 3. Business sector indicators
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Table 2. Austrian exports by destination

1996 1997 1998 1999 2000 2001 SI
Billion euro!
Total 445 51.9 56.4 60.1 69.4 72.0
of which:
Europe 35.9 41.4 45.8 48.6 55.3 57.9
of which:
European Union 28.5 32.2 36.0 37.8 425 45.1
of which:
Germany 16.6 18.2 20.3 21.0 23.2 243
France 1.9 2.1 2.5 2.7 3.1 3.3
United Kingdom 1.6 2.2 2.4 2.6 3.0 3.2
Switzerland 2.2 2.5 2.8 3.6 4.4 45
Eastern European countries? 6.1 79 8.3 8.6 10.2 10.3
NAFTA 1.8 2.4 2.8 3.3 4.1 4.2
Japan 0.7 0.7 0.5 0.7 0.9 0.9
Far-east 1.5 1.6 1.4 1.7 2.1 2.1
Percentage changes Year-on-year
Total 5.4 16.7 8.6 6.6 15.5 6.2
of which:
Europe 4.4 15.3 10.8 6.1 13.6 5.4
of which:
European Union 2.7 13.0 11.8 4.8 12.4 6.7
of which:
Germany 29 9.5 11.2 3.7 10.3 6.3
France 1.6 12.6 18.1 5.4 15.0 10.9
United Kingdom 12.9 36.7 9.9 11.6 14.9 5.1
Switzerland -3.8 14.8 11.4 27.9 22.8 —4.4
Eastern European countries? 12.7 29.4 4.2 3.9 18.9 6.6
NAFTA 15.7 31.0 18.4 16.6 26.9 9.6
Japan 24.2 -5.0 -19.7 38.9 249 9.8
Far-east 2.7 6.3 -10.0 18.9 28.2 14.1
Share per cent total
Total 100.0 100.0 100.0 100.0 100.0 100.0
of which:
Europe 80.7 79.7 81.3 80.9 79.6 80.4
of which:
European Union 64.2 62.1 63.9 62.8 61.1 62.6
of which:
Germany 37.4 35.1 35.9 35.0 33.4 33.7
France 4.3 4.1 4.5 4.4 4.4 4.6
United Kingdom 3.5 4.1 4.2 4.4 4.4 4.4
Switzerland 4.9 4.9 5.0 6.0 6.4 6.2
Eastern European countries? 13.8 15.3 14.7 14.3 14.7 14.3
NAFTA 4.1 4.6 5.0 5.4 6.0 5.8
Japan 1.5 1.3 0.9 1.2 1.3 1.2
Far-east 3.3 3.0 2.5 2.8 3.1 2.8

1. €1 =5Sch 13.7603.
2. Bulgaria, Estonia, Latvia, Lithuania, Romania, Russia, Slovakia, Slovenia, Ukrania, Czech Republic, Hungary and Poland.
Source:  OECD, Foreign Trade Statistics, Series A.
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Figure 4. Indicators of competitiveness
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Table 3. Current account of the balance of payments
Billion euro'
1996 1997 1998 1999 2000 2001 S1?
Goods and services =2.1 -2.9 -1.2 -1.7 -1.9 -1.6
Goods, net -5.6 -3.8 -3.3 -3.4 -3.0 -2.8
Exports 44.6 52.0 56.4 60.5 70.2 73.2
Imports 50.2 55.8 59.7 63.9 73.2 76.0
Services, net 3.5 0.9 2.1 1.6 1.0 1.2
Exports 23.1 24.6 26.5 29.4 32.8 31.9
Imports 19.6 23.7 24.4 27.7 31.8 30.7
Investment income, net 0.7 -1.3 -1.8 2.7 -2.4 -3.2
Transfers, net -1.4 -1.5 -1.7 -1.9 -13 -13
Government —-1.1 -1.4 -1.3 -1.4 -1.1 -1.0
Other transfers -0.2 0.1 -0.4 -0.5 -0.2 -0.2
Current account —4.2 -5.8 -4.7 -6.3 -5.7 -6.0
Per cent of GDP =23 -3.2 -2.5 -3.2 -2.8 -2.8

1. €1 =Sch 13.7603.

2. Seasonally adjusted and annualised.

Source:

Oesterreichische Nationalbank (OeBN) and OECD.
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vate consumption. In the past, households have adjusted their savings rate in
times of transitory income variation to smooth out spending. While this would
underpin private consumption in the remainder of 2001, the negative confidence
effects emanating from the terrorist attacks are likely to counteract this effect.

Total investment, normally rather sensitive to the business cycle, grew at
the same rate as the economy in 2000. This development reflects relatively stron-
ger growth in machinery and equipment investment, particularly in the first half
of the year. However, the growth of investment in machinery and equipment
slowed in the second half of 2000 and the first half of 2001, reflecting deteriorat-
ing export prospects. An additional factor in 2001 is the abolition of an invest-
ment subsidy (“Investitionsfreibetrag”). Business surveys revealed a significant
deterioration of the business climate with orders coming down and production
expectations declining. Growing stocks and a falling capacity utilisation together
with the negative confidence effects from the terrorist attacks point to continued
weakness of the investment climate for machinery and equipment (Figure 3).
Construction investment was weak throughout 2000 and in the first half of 2001
as business sentiment deteriorated and housing demand remained weak. More-
over, construction intention surveys point to a further reduction of activity in the
remaining part of 2001, including a contraction of investment by utilities.? The
high share of construction investment and an excess supply of housing — follow-
ing high activity in the 1990s and depressed demand in line with demographic
changes including a sharp decline in immigration — suggest a further downsizing
of the sector (Figure 5).

Employment continued to grow, although at a slowing pace

Overall employment growth slowed from an annual rate of 1% per cent
in the second semester of 1999 to 2 per cent in the second half of 2000, and
while the overall growth rate was slightly higher in the first half of 2001 the pace
of employment creation was losing its momentum during the semester (Figure 6,
Panel A). Most of the employment growth took place in the private service sec-
tor, with a substantial part of overall employment creation taking place in the
form of part-time employment. Indeed, in 2000 employment growth in full-time
equivalents was only about two-thirds of the per head count.* Within the service
sector, the business related services maintained their high pace of employment
creation throughout 2000 and into 2001 — partly reflecting continued outsourcing
of services from the industry sector and ongoing east-west integration — but
employment growth decelerated sharply in the second quarter. Employment growth
in other service sectors was considerably weaker already in 2000. This reflects rela-
tively robust private consumption on the one hand and the negative public employ-
ment effects on account of the fiscal consolidation programme on the other hand.
The contraction of employment in the construction sector continued during 2000
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Figure 5. Investment in selected OECD countries?
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and in the first half of 2001, in line with the low rate of activity in the sector.
Employment in the manufacturing sector (seasonally adjusted) began to increase
in early 2000 and continued increasing at an accelerating rate during the year.
However, with the demand outlook deteriorating, particularly on foreign markets,
the pace of the sector's employment creation fell in the first half of 2001. Produc-
tivity growth doubled in 2000 and remained strong in the first half of 2001.

The labour force is still increasing, albeit slowly, as the negative demo-
graphic effects of ageing are more than offset by higher labour force participation
(particularly for females and immigrant workers). The increase in the — relatively
low — female labour force participation rate is mainly related to the increase in
part-time job openings being occupied by females entering the labour force. With
employment growing faster than the labour force the unemployment rate declined
by Y percentage point (seasonally adjusted) to 4% per cent (national accounts)
between late 1999 and late 2000 — a level last attained a decade ago. However, the
slowing of employment creation in 2001 caused a slight increase in the unemploy-
ment rate thereafter. Other indicators coming in after mid-2001 point to a continu-
ing weakening of the labour market with the number of unfilled vacancies falling
and a further increase in the seasonally-adjusted registered unemployment rate
(Figure 6, Panel B).
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Figure 6. Employment, unemployment and the labour force
Seasonally adjusted
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Unemployment has declined for most groups on the labour market in 2000,
although the general deterioration of the labour market during the first half of 2001
led to some reversals. The female unemployment rate has come down to more or
less the same level as male unemployment, reflecting a larger decline in the female
rate as a result of the stronger employment demand in the service sectors than in
the traditionally more male dominated manufacturing and construction sectors.
Long-term unemployment (defined as more than 12 months of unemployment)
almost halved between 1999 and 2000 and continued to fall in the first three quar-
ters of 2001, accounting for only 6 per cent of registered unemployment in
September 2001, down from 10%: per cent the year before. This can partly be
accounted for by an increased utilisation of active labour market programs (ALMPs),
which are largely targeted at the long-term unemployed (see Chapter Ill). The
upswing also benefited difficult-to-employ groups (mainly handicapped people)
with a tangible lowering of their unemployment into spring 2001. Unemployment for
the age group above 50 years also declined, but has started to climb again. The
youth unemployment rate — already low by international standards — fell to 5% per
cent in early 2001, partly for demographic reasons. It increased, however, by
V5 percentage point the following half year. On the other hand, unemployment
among foreigners has remained high over the past couple of years.

Despite the tightening of the labour market in 2000, wage developments
remained subdued with collectively bargained wages increasing by 2.1 per cent
and only slightly faster increases in the average compensation per employee,
indicating that until now second-round effects of the acceleration in consumer
price inflation on wages have largely been avoided (Table 4). The background for

Table 4. Wages and prices
Annual growth, per cent

1984-94 1995 1996 1997 1998 1999 2000

average
Productivity per employee, total economy 1.7 1.6 2.6 1.1 2.7 1.4 2.1
Compensation per employee 4.7 3.5 1.1 0.6 2.8 2.0 2.2
Unit labour costs, total economy 3.3 25 -1.0 -0.1 0.4 0.9 0.5
Compensation per employee, business sector 4.8 3.5 0.8 23 2.7 1.5 23
Unit labour costs, business sector 2.8 1.1 -2.0 06 -02 -0.1 -0.5
Wages in industry,' hourly rates 5.1 3.7 3.3 24 2.6 2.9 24
Unit labour costs, manufacturing 22 -06 -08 -44 -17 -05 -6.0
GDP deflator 3.1 2.5 1.3 0.9 0.5 0.7 1.2
Private consumption deflator 29 2.0 1.9 1.5 0.5 0.7 1.5

1. Industry, including construction and electricity.
Source: OECD and Austrian Institute for Economic Research (WIFO).
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moderate wage negotiation settlements in autumn 1999 was an expected continu-
ation of the then observed low consumer price inflation. With the latter accelerat-
ing subsequently, realised real wage growth was zero or slightly negative in 2000.
As unions accepted a trade-off between low wage growth in exchange for better
employment prospects, the wage settlements for 2001 only led to somewhat
higher increases in collectively bargained wages (about % percentage point). In
the process, increases in negotiated wages levelled off at around 2% per cent after
mid-2001 and first indications from this autumn’s wage negotiation round point to
only slightly higher increases for 2002.

Inflation has increased, primarily on the back of higher import prices,
but is coming down

Consumer price inflation picked up at the beginning of 1999, as the effects
of the stronger US dollar combined with higher oil prices led to increasing energy
costs and import prices, but remained in the lower range of EU inflation rates
(Figure 7). Until mid-2000 the acceleration was more or less equal to that in other
European countries, but higher indirect taxes — implemented as part of the fiscal
consolidation programme - then lifted the rate of consumer price increases by
another %2 percentage point to about 2% per cent. In 2001, consumer price infla-
tion peaked at 3% per cent in May, before falling to 2.6 per cent in September. The
decline was driven by lower oil and import prices and the effects of the previous
year’s higher indirect taxes falling out of the index. Core inflation (excluding
energy and food items from the consumer price index), however, increased
because of higher rates for rents and services inflation (Figure 7, Panel B). An
additional factor behind the increase in consumer price inflation in the first
months of 2001 were higher food prices, which were mostly related to the mad cow
and foot and mouth scares in 2000 and related substitution effects.” These effects
began to fade in late spring 2001.

Monetary conditions have not acted to restrain growth. In 2000, the depre-
ciation of the exchange rate contributed to an easing of monetary conditions,
while on the other hand increases in policy rates by the European Central Bank
triggered significant increases in short-term market rates (Figure 8). Long-term
interest rates have been stable until the end of 2000, when they came down in line
with US rates, primarily in reaction to a slowdown of economic activity internation-
ally. During the first half of 2001, monetary conditions were roughly unchanged.
Short-term rates declined with the ECB’s 25 basis point cut in policy rates in
spring 2001, while long-term interest rates remained fairly stable. Reflecting the
increase in inflation both real long- and short-term rates — measured as nominal
rates minus current inflation — stand at around the lowest levels over the past
decade. Moreover, the exchange rate vis-d-vis the US dollar remained roughly
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Figure 7. Consumer price inflation
Percentage changes from previous year
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Source: Austrian Institute for Economic Research (WIFO) and OECD, Main Economic Indicators.
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Figure 8. Interest rate developments
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unchanged, as it has fluctuated around its average level of 2000. Following the
11 September terrorist attacks in the United States, monetary conditions became
accommodative as the ECB reduced policy rates in steps by 1 percentage point.

Short-term prospects and risks

Growth in 2001 is likely to be markedly lower than the year before, drop-
ping to a rate significantly below potential in the OECD's projections. This reflects
the deceleration in world trade and slowing domestic demand that have been evi-
dent during the course of the year, and this weakness is now reinforced by the
negative global growth shock emanating from the terrorist attacks on the United
States. Adverse confidence effects of this event are projected to weaken global
activity and trade well into the first half next year. But world trade growth may
begin to strengthen again thereafter, leading to a progressive pick-up in Austrian
activity which will also be supported by more vigorous domestic demand. Mone-
tary conditions are projected to support growth.

Table 5. Economic projections to 2003
Percentage change from previous period

2000 2001' 2002' 2003
Private consumption 2.5 1.5 1.8 2.4
Government consumption 0.9 -0.6 0.6 0.5
Gross fixed investment 5.1 -0.5 0.3 3.6
Construction 0.3 -29 -1.0 2.6
Machinery and equipment 11.1 2.1 1.7 4.6
Changes in stocks? -0.3 0.1 0.0 0.0
Total domestic demand 25 0.7 1.2 23
Foreign balance? 0.5 0.4 0.3 0.4
Exports of goods and services 12.2 5.3 3.8 7.0
Imports of goods and services 11.1 4.6 3.3 6.3
Gross domestic product 3.0 1.2 1.5 2.7
Memorandum items:
Private consumption deflator 1.5 2.6 1.8 1.9
GDP deflator 1.2 2.0 1.8 1.9
Total employment? 0.9 0.4 -0.2 0.3
Unemployment (registered) 4.7 4.8 5.3 5.1
Household saving ratio 7.8 73 6.6 6.5
Export market growth* 13.7 2.4 3.2 7.9
Short-term interest rate 4.4 4.2 3.0 3.8
Long-term interest rate 5.6 5.1 4.9 5.3
General government budget balance, per cent of GDP  —1.1 0.0 -0.4 0.1
Current balance, per cent of GDP -2.8 =25 -1.9 -15

1. Projections.

2. Contributions to changes in GDP (as a percentage of real GDP in the previous period).
3. Including self-employment.

4. Manufactured goods.

Source:  OECD.
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Indeed, private consumption is likely to recover as consumer confidence
stabilises, driven by rising disposable incomes, rises in family benefits and
improving terms of trade. Investment in machinery and equipment should also
gather momentum, following the improvement in external demand. Construction
will remain subdued in 2002 but should strengthen thereafter. Government con-
sumption is projected to slow, owing to ongoing fiscal consolidation that should
reduce growth by % percentage point in 2002. All in all, GDP growth is projected to
rebound in the second half of next year and to accelerate further in 2003, allowing
the output gap, that is opening in 2001 and 2002, to begin to close again (Table 5).

Large uncertainties surround this projection. On the downside, there is a
risk not only from the external side but also because a further deterioration of
domestic confidence could markedly restrain private consumption growth or fur-
ther postpone investment projects. On the upside, Austria would of course benefit
from a faster-than-projected recovery in Germany, its largest trading partner,
although business and consumer sentiment has deteriorated there leaving con-
siderable uncertainties as to the timing of any pick-up.
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II. Fiscal policy: consolidation to be associated
with reform

Fiscal consolidation in Austria came to a halt in 1998 and 1999 as short-
term consolidation measures contained in an earlier savings package had not
been replaced sufficiently by longer term structural policies, and new spending
demands were arising. In 2000 implementation of the federal budget was delayed
due to the transition phase associated with establishing the new government after
the general elections. In combination with tax cuts and phased increases in family
benefits that became effective in January 2000, this adversely affected the general
government budget. Nevertheless, the general government deficit dropped by
about | per cent of GDP, to 1.1 per cent, owing to higher annual growth, under-
spending on a number of budget items, one-off receipts from the auctioning of
UMTS mobile phone licenses and sales of real estate, and revenue-raising mea-
sures installed by the new administration to contain the deficit. The government
has committed itself to balancing the general government budget but has also
adopted policy initiatives that require increased spending. A number of structural
measures have already been implemented designed to achieve the consolidation
goal and improve the functioning of the public sector, and others have been
announced. Mainly, envisaged policies comprise pension reform, public sector
reform, better targeting of social benefits and increases in taxation, to some extent
via broadening the tax base. Most of these initiatives go in the right direction and
would accelerate the pace of structural reform if they were fully implemented.
However, a substantial part of fiscal consolidation is being generated by one-off
measures on the revenue side, which will have to be replaced by longer-term
structural policies to improve general government finances in a durable way as
planned. Moreover, it will be necessary to go further with respect to reforming
social entitlement spending, public sector reform and pension reform.

The first part of this chapter reviews recent budgetary developments and
considers the prospect for continued fiscal consolidation in view of the envisaged
savings package and slower economic growth than in recent years. The second
part highlights major structural policy issues that will shape the stance of fiscal
policy in the medium term, namely pension reform, administrative reform and
inter-state revenue sharing.
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The 1999 budget: fiscal consolidation at a halt

No progress in fiscal consolidation was made in 1999. The general govern-
ment deficit came in at 2.1 per cent of GDP (national accounts definition), just
0.1 percentage point lower than in the year before and the structural deficit
remained unchanged (Table 6). General government debt increased in terms of
GDP to 64.9 per cent, after 63.9 per cent in the year before (Maastricht definition).
The debt level was boosted by the portfolio re-evaluation of part of Austria’s for-
eign currency debt, which followed the appreciation of the Japanese yen and the
Swiss franc.

Outlays for wages rose due to both higher wage settlements and structural
changes in employment patterns, with the former reflecting some catch-up from

Table 6. Net lending of the general government
National accounts basis, billion of euro!

1996 1997 1998 1999 2000 20012 20022 20032
Current receipts 85.7 87.4 90.7 93.0 95.9 101.1 102.8 106.7
Total direct taxes 233 24.6 259 26.3 27.4 30.9 31.4 32.8
Households 19.4 20.6 21.6 224 22.7 24.8 25.8 26.8
Business 4.0 4.0 4.3 3.9 4.7 6.1 5.6 6.0
Total indirect taxes 25.8 27.1 283 29.5 30.1 31.5 32.0 33.4
Social security 31.1 31.7 32.8 34.0 35.1 36.0 36.9 38.1
Other current transfer received 2.4 2.6 2.8 2.8 2.7 23 2.2 2.1
Property and entrepreneurial 3.1 1.4 0.9 0.3 0.5 0.4 0.4 0.4
income
Current disbursements 87.7 86.8 90.1 92.7 95.2 97.7 98.9 101.3
Government consumption 36.1 35.9 37.2 38.7 39.7 40.3 40.9 41.9
of which: Wages and salaries 22.0 21.0 21.6 22.6 233 23.6 23.8 24.3
Interest on public debt 75 7.1 7.2 6.9 7.2 6.8 6.9 7.0
Subsidies 4.7 4.7 5.3 5.1 5.3 5.9 6.0 6.2
Social security paid 34.6 34.6 35.3 36.9 38.5 39.0 40.3 41.3
Other transfers paid 4.7 4.6 5.2 5.1 4.5 5.1 4.9 5.0
Net capital outlays 4.8 4.0 5.1 4.6 3.0 4.0 4.7 5.1
Gross investment 5.1 3.6 3.5 3.6 3.5 3.4 3.4 3.5
Net capital transfers -3.6 3.4 -4.6 —4.1 -2.6 -3.8 -4.6 -4.9
Consumption of fixed capital 3.8 3.0 3.0 3.1 3.1 3.2 3.3 3.3
Net lending -6.8 -3.4 -4.5 -43 -23 -0.1 -0.8 0.3
Per cent of GDP -3.8 -1.9 2.4 =22 -1.1 0.0 -0.4 0.1
Gross debt (Maastricht basis) 123.0 118.1 121.4 127.5 130.0 129.9 130.8 131.0
Per cent of GDP 69.1 64.7 63.9 64.9 63.5 61.5 59.9 57.4
Structural budget balance —6.5 -29 -4.5 -4.5 -3.8 0.0 -0.2 0.7
Per cent of potential GDP -3.6 -1.6 2.4 -23 -1.9 0.0 -0.1 0.3

1. €1 =Sch 13.7603.
2. Projections.
Source:  OECD.
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earlier years when subdued public-sector wages contributed to fiscal restraint.
Major extensions of social benefit programmes also added to higher expendi-
ture. In response to a ruling of the Constitutional Court, which found the existing
system of family taxation unconstitutional, child benefits were increased in
terms of both extended tax credits and cash benefits paid from the Family Bur-
den Equalisation Fund (Familienlastenausgleichsfonds, FLAF).®* The National Action
Plan for Employment required additional budgetary resources of the federal
government, in particular for extended active labour market programmes. More-
over, federal transfers to the pension system grew larger than budgeted. Due to
these pressures, overall federal expenditure accelerated, although interest pay-
ments on government debt turned out significantly lower than budgeted
(Table 7). Shortfalls in some revenue items contributed to the pressure on the
general government balance. While wage tax receipts came in higher than
expected, the opposite was true for the value-added tax. Moreover, business tax
receipts dropped by 10 per cent compared with the 1998 outturn (budgetary
definition), partly on account of business losses from earlier years carried over
into 1999. This effect originates from the 1996/97 fiscal consolidation package
which suspended for 1997 and 1998 the possibility of deducting from profits
losses that were incurred in the past and carried forwards. The act included the
option to shift forward the losses to 1999. On the other hand, higher than bud-
geted one-off receipts, such as revenues from selling a mobile phone license,
helped containing the deficit.

The 2000 budget outcome: containing the deficit

In January 2000 tax relief measures and the second phase of the family
benefits package came into force, both having been legislated in 1999. The tax
measures aimed at lowering income taxes, in particular for low-income house-
holds, raising child benefits and fostering the attractiveness of Austria as a busi-
ness location (see Box 1 and the 1999 Survey). Implementation of the federal
budget was delayed on account of the transition phase associated with forming a
new government after the general elections in October 1999. The new govern-
ment, which came into power in February 2000, was confronted with time pressure
to present a budget and have it passed by parliament. The tax relief measures
and the family package threatened to significantly increase the general budget
deficit. A provisional budget arrangement, based on the estimates of 1999, came
automatically into force in January 2000 until the end of May, restraining the con-
solidation process. In June, the new budget law for 2000 came into effect. In con-
junction with the 2000 budget law a package of revenue raising measures was
implemented designed to contain the deficit and provide a base for further con-
solidation steps. Mainly, the package consists of increases in indirect taxes — the
tobacco tax, vehicle insurance tax, levy on electricity — and fees, but sales of real
estate also contributed to generating revenues (Box 1). Discretionary spending
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Table 7. The Federal budget'
Cash basis, adjusted; billion of euro?

1997 1998 1999 2000 2001 2002
Outturn Qutturn | Budget Outturn | Budget Outturn|Budget Budget
Revenue' 45.8 473 47.4 47.4 48.5 49.9 52.7 54.0
(Percentage change) (4.3) (3.2) (0.0) (0.0) (2.3) (5.3) (5.6) (3.7)
Taxes before revenue sharing 453 48.7 | 495 487 | 498 504 54.5 56.8
Wage tax 13.3 14.1 14.4 14.8 14.1 14.5 16.1 17.1
Taxes on other income and profit 6.3 6.9 6.5 6.2 6.5 6.7 7.7 8.1
Value-added tax 15.1 15.7 17.0 16.5 17.1 17.1 17.9 18.5
Major excise taxes? 3.5 3.7 3.7 3.9 3.9 3.9 4.0 3.3
Other taxes 7.2 8.4 8.0 7.4 8.1 8.2 8.8 9.1
Minus tax-sharing transfers 13.0 13.4 14.0 13.9 14.1 15.3 15.7 16.4
Minus transfers to EU budget 23 1.9 23 2.1 24 2.1 24 24
Taxes after revenue sharing 30.0 33.4 33.2 32.7 33.3 33.0 36.5 38.0
Taxes transfers to federal funds 1.4 1.4 1.5 1.4 1.5 1.5 1.5 1.6
Tax-like revenue* 6.2 6.5 6.6 6.8 6.8 6.9 7.1 7.4
Federal enterprises 0.1 0.1 0.0 0.0 - - - -
Other revenue 8.1 5.9 6.1 6.4 6.8 8.4 7.6 7.1
Expenditure' 50.5 51.3 52.8 52.2 53.0 52.4 55.4 55.2
(Percentage change) (=0.2) (1.5 (3.00 (1.9 | (1.5 (03) | (5.7)" (-0.3)"
Wages and salaries’ 10.0 10.2 10.3 10.7 10.8 10.7 11.0 10.8
Pensions® 2.8 2.9 3.1 3.0 3.1 3.1 3.2 3.3
Current expenditure on goods’ 4.5 4.7 4.8 4.7 4.6 4.7 5.2 5.3
Gross investment 0.7 0.8 0.8 0.7 0.6 0.5 0.8 0.5
Transfer payments 24.4 253 25.7 25.8 25.8 25.2 26.8 27.0
Family allowances 3.9 3.7 3.9 3.8 4.0 4.0 4.1 4.4
Unemployment benefits 2.4 25 2.4 2.4 23 23 2.0 2.0
Transfers to the social security system?® 7.1 75 7.5 7.8 7.6 73 7.8 8.0
Transfers to enterprises’ 4.0 4.0 4.4 4.0 4.2 4.1 5.2 4.9
Other transfers'’ 7.0 7.6 7.5 7.7 7.7 7.5 7.8 7.8
Interest"! 6.4 6.3 7.2 6.6 7.2 7.0 7.5 7.4
Other expenditure'? 1.6 1.1 0.9 0.8 1.0 1.2 0.8 0.8
Net balance -47 40| -54 49| -45 =25 2.7 -1.2
(in per cent of GDP) (-2.6) (-2.1) | (<2.7) (=2.5) | (-2.2) (-1.2) | (-1.3) (-0.5)
Memorandum item:
Net balance, administrative basis -4.9 -4.8 -5.1 -5.0 -4.0 -2.9 2.4 -0.8
(in per cent of GDP) (-2.7) (-2.5) | (-2.6) (-2.5) | (-2.0) (-1.4) | (-1.1) (-0.4)

. Adjusted for double counting.

. €1 =Sch 13.7603.

Mineral oil and tobacco taxes.

. Mainly contributions to unemployment insurance and to the fund for family allowances.

. Including contribution to salaries of teachers employed by the states.

. Pensions of federal civil servants and contribution to pensions of teachers employed by the states.

. Including investment expenditure on defense.

Mainly to the general pension system (ASVG).

. Including agriculture.

. Including transfers to other levels of government, from 1995 onwards also including transfers to EU.

. Including commissions and management fees and provisions for interest on zero coupon bonds, also including
interest on swap transactions.

12. Including reserve operations except federal funds.

13. Change over 2000 outturn.

14. Change over 2001 budget.

Source:  Ministry of Finance.

—O0VXNOWVAWN—
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Box 1. Recent tax measures

Tax reform measures that came into force in 2000 originate from two different
tax reforms. The reform of the previous government, legislated in 1998 and 1999,
aimed at lowering income taxes, in particular for low-income households, raising
child benefits and fostering the attractiveness of Austria as a business location.
Most tax measures associated with this reform came into force in January 2000,
while phased increases in child benefits became effective in 1999 and 2000. The
subsequent tax package was part of the 2000 budget plan of the new government
and aimed at reducing the government deficit by raising indirect taxes. Most of
these measures came into force in June 2000.

A. The 1999 income and business tax reform

1. Personal income tax reductions

Subsistence income of up to Sch 50 000 (€ 3 634) per year was made tax-free,
and statutory tax rates in the personal income tax code were lowered by
1 percentage point for annual incomes of up to Sch 700 000 (€ 50 871). The lowest
tax rate is now 21 per cent, increasing in steps to 41 per cent for up to Sch 700 000
(€50 871) per year, and totalling 50 per cent for incomes of Sch 700 000 (€ 50 871)
and higher. The standard tax credit has been increased and made digressive. The
tax relief of these measures amounts to Sch 17 billion (€ 1.246 billion) (govern-
ment estimate, 2000).

Furthermore, tax concessions were introduced for contributions to voluntary
pension schemes and voluntary payments made by employers to dismissed
workers covered by a social plan.

2. Family allowances

Benefits for children have been increased in two steps, 1999 and 2000, total-
ling Sch 12 billion (€ 0.876 billion) (compared with 1998).

3. Business taxation

Several tax measures were implemented aiming at increasing the attractive-
ness of Austria as a business location and at promoting employment. Major mea-
sures are:

— Notional interest on additional equity is taken into consideration in the
determination of taxable profits and taxed at a final rate of 25 per cent.

— Higher tax allowance for research and development.

— Tax allowance for training apprentices (until 2003).

— Tax allowance for training of employees.

— Tax concessions for young entrepreneurs starting an enterprise (until 2003).
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Box 1. Recent tax measures (cont.)

— Introduction of a tax break of Sch 5 million (€ 0.36 million) for inheritance
and gift taxes for enterprises being passed on to successors.

— Abolition of the mineral oil tax for the utilisation of environment-friendly
fuel based on rape seed alcohol.

— The business tax measures amount to a tax relief of Sch 3.5 billion
(€ 0.25 billion) (2000). Overall, the tax reform package (including the family
benefits) aimed at reducing the tax burden by Sch 32.5 billion
(€ 2.36 billion) in 2000 (1.2 per cent of GDP).

B. The tax package of June 2000

The following indirect taxes have been increased:

— Tobacco tax.

— Levy on electricity.

— Increase of the vehicle insurance tax.

— Certain fees (e.g. for passports and other official documents).

These measures imply additional revenues of some Sch 7 billion
(€ 0.51 billion) in 2000, and Sch 11 billion (€ 0.80 billion) in 2001.

C. The “Capital market campaign”

In autumn 2000, the government adopted several measures to promote the
Austrian capital market. The most important tax measures were:

— The stock exchange turnover tax was abolished as of 1 October 2000.

— The threshold for the annual tax-free issuance of shares to own employees
was raised from Sch 10 000 (€ 727) to Sch 20 000 (€ 1 453).

— Value increases of stock options up to a maximum of Sch 500 000 (€ 36 336)
were partly tax-exempted.

— To compensate for the revenue losses, the limit for tax-free sales of com-
pany holdings was reduced from minimum shares of 10 per cent down to
1 per cent of the company capital.

Further tax measures

— Due to a ruling of the EU court, taxation for beverages had to be reformed.
The beverage tax was abolished, the revenue loss has partly been compen-
sated by higher tax rates on alcoholics and the abolition of the VAT rate
reduction on coffee and tea.

— The tax for advertising was decreased from 10 to 5 per cent and receipts
re-allocated across the different levels of government.
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was tightened. Moreover, measures were legislated to contain cost increases in
the public pension system, and some of these measures, curbing the inflow into
early retirement, became already effective in winter 2000 (see the section on pen-
sions further below).

Federal expenditures in 2000 (cash basis) remained almost unchanged,
significantly below the budget plan. Public sector wage growth was subdued, and
investment was cut back, helped by the separation of business-like units from the
budget. On the other hand, capital transfers to the Austrian Railways have
increased substantially for the purpose of increasing investment in rail infrastruc-
ture. Similarly, substantial capital transfers were made to the Federal Estate Hold-
ing (Bundes-Immobiliengesellschaft, BIG), to enable the Holding to buy real estate from
the federal government.Unemployment benefit payments also declined owing to
further reductions in unemployment. Budgetary transfers to the public old-age
pension system dropped well below the budget plan, but this is related to utilis-
ing reserves built up in other funds. Interest payments for federal government
debt slid upwards, however, and this is largely attributable to higher debt servic-
ing obligations for part of Austria’s foreign currency debt implied by the revalua-
tion of foreign currency. Wage tax revenues dropped compared with the year
before on account of the income tax reductions, although receipts came in much
higher than budgeted. Similarly, the business tax reductions implied that receipts
in profit taxes were low, falling short of the receipts in 1998 (the 1999 outcome hav-
ing been exceptionally low due to the special conditions for loss carry-overs)
(Table 7). But substantial additional revenues were generated both by the auc-
tioning of UMTS mobile phone licences and sales of real estate, which generated
revenues of 0.4 and almost 0.2 per cent of GDP, respectively.

Overall, the general government deficit dropped by | percentage point to
1.1 per cent of GDP (national accounts definition), with the surplus of the states
and communities remaining unchanged at 0.3 per cent and the deficit of the social
security system increasing to 0.1 per cent of GDP, respectively (Table 8). While the

Table 8. Budget deficit by government level
National accounts basis, million euro!

1997 1998 1999 2000
Federal government -4 927 5516 -4 687 -2907
States (excluding Vienna) 1046 828 523 509
Communities (including Vienna) 480 269 116 145
Social Security funds 305 174 —44 -109
General government -3 096 -4 237 -4 091 -2 362
(As a percentage of GDP) -1.7 -2.2 -2.1 -1.1

1. €1 =Sch 13.7603.
Source:  Ministry of Finance.
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budget outcome undershoots the deficit target of the stability programme
(1.7 per cent of GDP) by more than 2 percentage point, more than half of the
reduction in the deficit between 1999 and 2000 is attributable to the one-off
receipts stemming from the sale of the UMTS licenses and real estate. The gen-
eral government debt decreased by 1% percentage points of GDP to 63.5 per
cent (Maastricht definition).

The 2001 and 2002 budgets: towards a balanced budget

The federal budgets for 2001 and 2002 have been jointly presented, and
were legislated in December 2000 and April 2001 respectively. Fiscal policies for
this year and next aim at bridging two aspects that are not easily reconciled:
implementing policy initiatives that are associated with higher spending, and
establishing the general government deficit on a downwards path leading to a bal-
anced budget. A number of programmes have been budgeted that will lead to
higher spending. These comprise higher outlays for research and development
and certain infrastructure projects, notably for universities and schools, and higher
spending in favour of a better integration of disabled persons in the labour mar-
ket. Higher subsidies to enterprises, partly relating to previous spin-offs of corpo-
rations from the government sector, have also been scheduled. Moreover, the
government has decided to implement a further family support scheme (Kinderbe-
treuungsgeld), which will come into effect in 2002. The scheme replaces the previous
insurance scheme (Karenzgeld) that gave child benefits to parents for a maximum
period of two years after the birth of the child, provided the parent had worked
prior to the child’s birth. In the new scheme, benefits are given for three years,
independently of whether or not the parent was working prior to the birth of the
child. The level of the benefits was increased and the cap for supplementary earnings
raised. Costs associated with the reform are estimated to total some € 908 million
in the first year (0.44 per cent of GDP in 2000), increasing to € 1.25 billion by 2005.
Simultaneously the government has embarked on a policy to renew fiscal consoli-
dation. For this purpose a fiscal consolidation programme was presented that
affects all levels of government. The goal is lowering the general government defi-
cit to 0.75 per cent of GDP in 2001 and eliminating it next year. An arrangement has
been made between the federal government, the states and the local govern-
ments obliging the Linder and the communities to produce a surplus of % per cent
of GDP and balance the budget, respectively, in 2001 and thereafter. A zero deficit
is also envisaged for the social security system. The consolidation profile is based
on the assumption that real GDP grows at a rate of 2.8 per cent in 2001 and 2.7 per
cent in 2002. In the government’s projections (April 2001), the deficit is mainly
reduced from the revenue side, with general government receipts growing by
4.3 per cent in 2001 (net of the proceeds from selling the UMTS licenses in 2000)
and 3.0 per cent in 2002.” General government spending is projected to grow at a
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rate of 2.3 per cent in 2001, somewhat higher than in 2000, before decelerating to a
rate of 1.5 per cent in 2002.

The consolidation package, on which the federal budget laws for 2001
and 2002 have been based, contains both tax increases and measures of spending
restraint (Table 9). On the expenditure side savings are to be generated from pub-
lic sector reform (including reductions in government employment and already
negotiated wage moderation), pension reform and tighter targeting of social bene-
fits (see the discussion further below). These measures are envisaged to relieve
the budget by some ¥ per cent of GDP in 2001, and | per cent of GDP in 2002.
While the pension reform measures and the tightening of certain social benefits
have already been legislated, policies to improve the efficiency of the public sec-
tor have not all been decided yet. Several business-like units are planned to be
separated from government budgets and put into the enterprise sector. This is
true, for example, for hospitals of the states. The Linder also plan selling loans
extended for the purpose of residential construction. For some of these opera-
tions, envisaged by the states, there is a risk that they might not conform with

Table 9. Consolidation programme 2001-02
Million euro !

2001 2002
Expenditure side
Public sector reform, including employment cuts and wage
moderation 363 807
Pension reform, including civil servants 327 792
Benefit targeting, excluding higher family benefits 269 269
Transfers from off-budget funds 1017 843
Austrian railway 153 218
Lower interest payments through debt reductions 0 218
Fiscal burden sharing with states and communities, 2 035 2 035
including the full surplus of the states
Education and expenses for handicapped persons -109 —-145
Expenditures total 4 055 5 036
Revenue side
Charges and measures broadening the tax base 2260 2391
Abolition of stock exchange turnover tax -73 -73
Tax restaurant trade with 10 per cent VAT —94 -116
Tuition fees for students 73 146
Higher dividend from the central bank 291 -
Revenues total 2 456 2275
In per cent of consolidation 37.7 31.1
Consolidation total 6511 7311
In per cent of consolidation 100.0 100.0

1. €1 =Sch 13.7603.
Source:  Ministry of Finance.
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the principles laid down in the European System of National Accounting, and
judgement by the statistical office of the EU, Eurostat, is pending. Tax measures
comprise some tax increases — such as higher income taxation of foundations —
and several measures designed to broaden the tax base, such as raising the
depreciation period for buildings. There are also increases in charges. Some of the
measures reduce tax exemptions or are elements of a broader reform programme.
This holds for the introduction of tuition fees for students, which is part of the pro-
gramme for reforming Austria’s university system (see Chapter IIl below). Also, the
stock exchange turnover tax has been abolished, which is welcome in that it sup-
ports strengthening equity financing in Austria. But overall, a more systematic
approach to tax reform needs to be chosen. A significant part of the revenue rais-
ing measures in 2001 are one-off. The planned sales of loans by the states also
belong to this category, as do further sales of real estate envisaged by the federal
government. Increases in advance tax payments in 2001 are scheduled to be trans-
formed into lasting revenue gains from 2002 on. In the federal budget, further
relief is being generated by transferring surpluses from the Family Burden Equali-
sation Fund and the unemployment insurance fund to the public pension system.
However, these reserve transactions — which are lacking transparency — do not
contribute to reducing the general government deficit in terms of national
accounting (Table 9).

It appears that budgetary positions have been assessed cautiously with
relatively wide safety margins. Higher than expected business tax instalments and
lower interest payments in late 2001 imply that a balanced budget is likely to be
reached already in 2001. The discretionary measures of the savings programme
have largely been implemented as far as 2001 is concerned. For 2002, the ele-
ments of the consolidation programme that have not yet been decided have a
higher weight. Also, the projections are based on the assumption that the reduc-
tions in government employment do not increase the inflow into early retirement.
Otherwise outlays would increase and tax increases are likely to follow. A risk to
the projections arises from the conjunctural side. The sharp deceleration in eco-
nomic activity has made it considerably more difficult to maintain balance in 2002.
On current policies the general government balance is projected to exhibit a defi-
cit of almost %2 per cent of GDP. Debt is projected to fall in 2001 and 2002, helped
by privatisations.

Medium-term fiscal plans

The federal government has reinforced its commitment in the EU stability
programme to continue fiscal consolidation and reduce the general government
deficit in equal steps to zero by 2002, down from 1.1 per cent of GDP in 2000. In
the years thereafter the general government budget is targeted to remain in bal-
ance while both revenues and spending in terms of GDP are scheduled to decline.
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Table 10. Medium-term fiscal objectives for the general government
National accounts basis, per cent of GDP

1999 2000 2001 2002 2003 2004
Budget deficit -2.1 -1.4 -0.75 0.0 0.0 0.0
Primary balance 1.4 2.1 2.7 3.4 3.3 3.2
Revenues 51.5 50.4 50.2 50.0 49.6 49.4
Expenditures 53.7 51.8 50.9 50.0 49.6 49.4
Gross debt 64.6 63.1 61.4 59.1 57.2 55.3

Source:  Austrian Government, Stability Programme of December 2000.

Gross debt (in the definition of the Maastricht Treaty) is to be reduced from some
63 per cent of GDP in 2000 to below 55 per cent in 2004 (Table 10).

Continued fiscal consolidation is necessary — not least in view of the fact
that the rapid demographic ageing in Austria will imply a heavy burden for general
government finances over the next years to come — and the degree of consolida-
tion is lagging behind what has been observed in many other OECD countries. Fis-
cal consolidation has the potential of improving growth prospects, and simulation
studies for Austria indicate that balancing the general government budget would
be associated with higher economic growth, compensating for initial contraction-
ary effects.® But balancing the budget by 2002 will be more difficult than envis-
aged at the time the goals were formulated, given that growth is slower than
anticipated earlier. Other factors add to the fiscal risk. Smaller than expected reve-
nue gains associated with the tax increases legislated in 2000 cannot be excluded.
Also, there is a risk that sales of housing credits and the shifting of certain opera-
tions from the budgets of the states into the enterprise sector might not conform
with the principles laid down in the European System of National Accounting.
While sizeable savings can be expected from further reductions in government
employment in 2001 and 2002 there is a risk that wage increases in the public sec-
tor after 2002 might turn out higher than budgeted. Moreover, important parts of
the envisaged administrative reform have not yet been designed, and it is unclear
whether associated savings will meet expectations in the short term. Pension
reform has not yet been completed, and savings implied by the step already
implemented in October 2000 might be smaller than expected (see below). There
are also risks that currency re-valuations increase the level of the federal govern-
ment’'s debt denominated in foreign currency, causing debt-servicing obligations
to increase. While this risk materialised recently, when the yen appreciated
against the euro, it is also conceivable that exchange rate movements generate
budgetary savings. Overall, eliminating the general government deficit in a sus-
tainable way will require strict implementation of planned consolidation mea-
sures and prudent budgetary principles. The latter should also include revisiting
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the cross-financing of certain tasks out of off-budget funds. In the longer term cre-
ating a general government surplus would help to cope with fiscal pressures asso-
ciated with ageing.

The two earlier episodes of fiscal consolidation in Austria in the 1990s
both were succeeded by rapidly rising structural deficits thereafter, which did not
occur in the EU as a whole (Figure 9). This reflects the fact that previous consolida-
tion policies relied to a large extent on one-off measures rather than structural
policies that would have implied lasting consolidation gains.® Moreover, with fiscal
balances improving new social entitlement programmes were installed. Both of
these features are also present in the current consolidation phase. As has been
outlined above, one-off measures account for a significant share of the savings
generated by the 2001/02 consolidation package. Anchoring general government
finances below the deficit line therefore requires fast replacement of the one-off
measures by structural reform policies that are associated with lasting savings as
intended. Furthermore, the introduction of new family benefits will place a heavy
burden on general government finances, amounting more than 0.3 per cent of GDP
annually on current estimates. The total costs might even be higher, given that the
benefits are likely to reduce labour force participation (see Chapter Ill below).
This reinforces the need to combine spending restraint with structural reform. The

Figure 9. Fiscal consolidation patterns
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government should resist demands to boost entitlement spending further.
Instead, social benefits need to be tighter targeted and programmes streamlined.
Otherwise there is a risk that budgetary consolidation will be followed by a
renewed spending cycle.

The tax raising measures of the savings package are at variance with the
medium-term goal of reducing the revenue-to-GDP ratio of the general govern-
ment, which is high by international comparison. Over the next years tax reduc-
tions should be implemented, and these should be connected with measures
designed to improve the structure of taxation. In general, a reform strategy that
aims at reducing tax rates and broadening the tax base has been found beneficial
within the OECD.!® An option would also be to reduce income taxes at the
expense of higher property taxes, which are low in Austria in comparison to other
OECD countries.!! Indeed, tax reductions in 2003 are presently under discussion
in Austria. However, despite the fact that tax reductions might be partially self-
financing due to positive incentive effects, taxes should only be lowered if sub-
stantial lasting expenditure reductions have been implemented. Otherwise cur-
rent consolidation gains would be put at risk. Moreover, if such expenditure cuts
were missing, tax reductions might be perceived by the private sector as a contin-
uation of the fiscal stop-and-go policy, and such adverse confidence effects could
reduce the effectiveness of tax reform.

Issues in public sector reform

To a large extent the government relies on pension reform and adminis-
trative reform as key elements in its strategy to consolidate general government
finances, increase the efficiency of the public sector and widen the scope of mar-
ket-determined outcomes. Indeed, the size of the government sector in Austria —
as measured by general government expenditures to GDP - is large by interna-
tional comparison: Within the OECD Austria has the fifth highest expenditure ratio.
To a considerable degree this is attributable to the level of social spending, nota-
bly in terms of outlays for pensions. While the size of a country’s government sec-
tor is largely a matter of social choice, inefficiencies in public sector operations
weigh more heavily the larger the size of government (Figure 10). This part of the
chapter highlights important issues in public-sector reform.

Pensions

In the OECD Austria belongs to the countries with the highest public
spending on pensions, totalling some 10%2 per cent of GDP net of pensions for civil
servants, and some 14%: per cent of GDP with the scheme for civil servants added
on. The rapid rise in the share of old people in the population expected over the
next four decades will insure that Austria will experience a sizeable further
increase in pension outlays over the next few decades to come. The old-age
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Figure 10. Government spending by size and economic category
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dependency ratio — defined as the ratio of persons aged 65 and older to those
aged between 20 and 64 — will rise from 25 per cent at present to 53 per cent
in 2040, with substantial hikes setting in the middle of this decade according to
recent population projections by the Central Statistical Office (Figure 11,
panel A).'? Recognising the threat of demographic developments to the fiscal sus-
tainability of the public pension system, consecutive governments implemented
important pension reforms in 1993, 1997 and again in 2000. But these reforms
remain partial, and without further policy action Austria’s public pension system
will require significant increases in pension contribution rates, with corresponding
effects on labour costs.'?

Pension contribution rates presently total 22.8 per cent of the taxable
wage base (up from 17 per cent at the beginning of the 1970s), while transfers from
the federal budget to the pension system declined over the last decade, and now
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Figure 11. Projected evolution of the old-age dependency ratio and pension
expenditures
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amount to some 2% per cent of GDP. Low effective entry ages into retirement have
been identified as a major factor putting the system under stress. In 1999 average
entry ages into old-age retirement were 60% years for males and 58 years for
females, which are among the lowest levels within the OECD. Since 1970 the aver-
age retirement age for males and females dropped by 3% years. Earlier reforms
merely achieved a stabilisation of the entry age from the mid-1990s on, but did
not succeed in increasing it. The measures contained in the 2000 pension reform
package aiming at making early retirement less attractive financially and sched-
uled increases in the minimum early retirement age by 1Yz years are therefore wel-
come steps, although they may not suffice to significantly reverse the trend
(Box 2).!* The recent evolution of early retirements supports the finding — ascer-
tained in previous Austria Surveys — that different early retirement schemes tend to
function as substitutes for each other. Old-age early retirement on account of
reduced capability to work increased at record rates in 2000 before the scheme
was closed in October. Early retirement for the long-term insured and on account
of unemployment dropped, with the cumulated decline having reached more than
40 and 30 per cent year-on-year, respectively, by the end of the first half 2001.
Simultaneously, however, inflows into invalidity retirement increased markedly,
with the accumulated entries having risen by more than 40 per cent year-on-year
by the end of the first half 2001. Overall, aggregate inflow into early retirement,
including invalidity pensions, has substantially dropped in 2001 compared with
the unusually high level in 2000. The decline appears much less pronounced, how-
ever, if compared with the preceding years (Figure 12).

The government expects that the 2000 reform measures will generate
annual savings increasing from some 0.1 per cent of GDP in 2001 to 0.6 per cent
of GDP in 2003 and the years thereafter. Simulations made by the Austrian
authorities and submitted to the OECD Secretariat and the EU — incorporating
the 2000 reform measures — show pension outlays in the public pay-as-you-go
scheme increasing from 10% per cent of GDP in 2000 to 15 per cent of GDP
in 2035. Thereafter, outlays are projected to decline to some 13 per cent of GDP
in 2050, as the increase in the old-age dependency ratio levels off (Figure 11,
lower panel)."” If pensions for public employees are added on, projected spend-
ing peaks in 2035 at 18 per cent of GDP: Pensions for public employees
amounted to 4 per cent of GDP in 2000 and are projected by the Austrian author-
ities to fall monotonically to 3 per cent of GDP in 2050. While the simulations
indicate a substantial deterioration in the fiscal stance of Austria’s pension sys-
tem, the assumed increase in labour force participation appears to be optimis-
tic. Within the next five decades labour force participation is anticipated to
increase by around 18 per cent, with an increase of some 33% and 44 percentage
points for males and females, respectively, in the age group of 55-64 years. This
would require a sharp decline in early retirements and higher labour force par-
ticipation of the older people more generally.

© OECD 2001



Fiscal policy: consolidation to be associated with reform

57

Box 2. Pension reform 2000

Major elements of the pension reform that came into effect on 1 October 2000
are:

— The minimum entry age into early retirement on account of unemployment

and on a long period of insurance contributions is being increased by a
total of 1% years from October 2000 onwards. The increase takes place in
nine equal quarterly steps until October 2002, at two months per step. In
the process, the entry age will rise from 55 to 56 years for women and 60
to 61% years for males. Similarly, the early retirement age for civil servants
will be lifted from 60 to 61% years for both women and men. There are tran-
sitory arrangements for the long-term insured and civil servants.

The discount of pensions in the case of early retirement is raised up to
3 percentage points annually, up to a maximum of 15 per cent of the pen-
sion (18 per cent in the civil service schemes).

For retirement later than the statutory retirement age (60 years for women,
65 years for men) a bonus is granted of 4 percentage points of the pension
base per year.

Early retirement on account of disability within the old-age pension system
has been abolished (in July 2000), following a ruling of the European Court.
Simultaneously, eligibility conditions for obtaining an invalidity pension
have been relaxed.

Survivors’ pensions in the medium income brackets are being reduced to
40 per cent of the pension of the spouse, from 52 per cent at present. More-
over, an income ceiling has been introduced such that the survivor's pen-
sion is gradually withdrawn with total income exceeding the threshold.
Survivor pensions’ are topped up to up to 60 per cent of the pension of the
spouse if the survivor’s total income falls short of a certain threshold.

Annual adjustments of pensions continue to be linked to increases in net
wages. If the annual rise in pensions remains below the rate of inflation,
compensation will only be in terms of a one-off payment.

Recognising the need for further pension reform, the government has

established several expert groups for the purpose of elaborating policy sugges-
tions. Mainly, these concern the harmonisation of the different branches of the

public pension system, the introduction of a funded pension pillar, and the

strengthening of the link between pension contributions and pension payments.

Indeed, the evidence suggests that further reform is necessary, and the agenda of

the commissions points in the right direction. However, pre-empting the rapid rise
of pension claims over the next years and decades requires early implementation
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Figure 12. Inflow into early retirement by scheme!
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of fundamental reform, rather than piecemeal adjustments that up to now used to
be the preferred mode of reform. At present the public pension system splits
responsibilities for administering the insurance schemes by various occupational
groups. This fragmentation is non-transparent and provides incentives to pressure
groups to lobby for more favourable benefits for their respective clientele.'® The
pension system has been found to provide significant incentives for early retire-
ment, and curbing early retirement effectively is likely to require additional mea-
sures. In particular, a tightening of eligibility conditions across all types of early
retirement is necessary to abolish the substitutability of different channels into
early retirement. This implies that eligibility for invalidity pensions should be
tightly controlled, based exclusively on health reasons. Also, there should be
follow-up checks of health conditions, and re-entry into the labour force should
be required if the degree of invalidity improves sufficiently. Standards of this type
for invalidity pensions are common in a number of OECD countries. Other chan-
nels of effective early retirements outside the sphere of the pension insurance
would need to be considered as well, such as extended periods of unemployment
benefit receipts with little obligation to actively search for a job (see Chapter III
below). Strengthening the link between contributions and benefits received sug-
gests basing pension entitlements to the retirees’ earnings base during their entire
work history rather than just the best 15 years, as is the case at present.'” Further-
more, pension benefits that are not linked to earlier contributions by the recipients
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are best financed out of general tax revenues rather than wage-based contribu-
tions. Hence, the redistributive role of the system should be identified, and to the
extent such redistribution is not yet covered by budgetary transfers by the
government raising the share of tax finance and lowering contributions appears to
be warranted.

Benefits provided by the pay-as-you-go part of the system should be
adjusted so as to secure the system'’s fiscal sustainability — notably by correcting
the annual adjustment formula for the increase in life expectancy — and a supple-
mentary funded layer developed, and this has been recommended in previous
Surveys.'® Such a mixed system has the advantage of diversifying the risks associ-
ated with a pay-as-you-go system on the one hand (domestic demographic, politi-
cal risk) and a funded system on the other hand (capital market risk). Also, this
approach would be consistent with the goal of reducing non-wage labour costs to
the extent the workers perceive their own contributions as saving rather than tax.
Making part of the funded layer obligatory should be considered on fiscal grounds.
This could be achieved by transforming the system of severance pay into company-
based funded pensions (see Chapter Il below). Provisions to introduce a voluntary
funded layer into the pension system had already been made in 1999 when private
pension investment funds were admitted, which are subsidised by tax concessions.
However, despite the preferential tax treatment, the instrument has hardly been
accepted by private households.!” The evolution of such funds should therefore be
monitored, and the regulatory framework be reconsidered if necessary.

Health care

The government has continued introducing revenue raising and cost
reducing measures in the health care system. Some of the action taken aims at
both raising revenues and giving incentives for a more careful utilisation of health
care services by consumers. For this purpose, ambulatory co-payments were intro-
duced up to an annual ceiling (€ 73), with exemptions for low-income groups and
treatment in special cases such as emergencies, pregnancies and chronic illness. It
is still too early for a comprehensive judgement of the effectiveness of this mea-
sure, but first outcomes are to be expected at the beginning of 2002. Moreover,
co-payments for hospital stays were increased, and prescription fees raised. The
degree of redistribution within the health care system was reduced by limiting the
automatic co-insurance of spouses of the insured. In the revised system, employ-
ees pay 3.4 per cent of their gross wage as health contributions for their depen-
dants, with the major exception of spouses with children or in care. So far,
additional revenues generated by this measure have been below expectations.
The contribution base was raised by the annual increase in the income ceiling for
mandatory health contributions and by extending the obligation to pay contribu-
tions to pensioners who receive certain additional pensions.
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A high density of beds, care and large equipment in Austrian hospitals
accounts for a sizeable share of health care spending. To avoid wasteful replica-
tion of such activities and equipment in neighbouring hospitals and overlapping
specialisation, the federal authorities and the states have agreed on a revised
hospital and major technical equipment plan (Osterreichischer Krankenanstalten-und
Grossgerdteplan) with a planning horizon until 2005. The plan is expected to lead
to a restructuring of hospital activities and to more efficient allocation of the
technical equipment. As has been outlined in previous Surveys, the introduction
of the performance oriented reimbursement system for hospitals in 1997 has
reduced incentives, inherent in the previous per-diem reimbursement scheme,
to prolong the duration of hospitalisation. Average duration of hospital stays has
declined since, and this trend has continued. For stays between one and
28 days the average length of stay declined by about one day within the last five
years, to 6.3 days in 2000. Overall, this has contributed to dampening the cost
increase in the hospital sector, although draw-backs are apparent: the trend
increase in the number of hospitalisations was further reinforced, with growth
rates of 3.2 and 1.5 per cent in 1999 and 2000, respectively. This is attributable to
a rising share of day admissions, reflecting the fact that hospitals now have an
incentive to increase the number of cases they treat rather than the duration of
stays. Correcting incentives so as to increase accountability and improve
resource allocation remains an issue in the Austrian health care system. In this
vein, the reimbursement scheme for day admissions will be reformed in 2002. In
the new scheme reimbursement for day care will be increased for cases that typ-
ically require such treatment and reduced for cases which do not. The financing
arrangements for hospitals illustrate the point that further reform in the health
care system more generally can lead to substantial efficiency gains, as has been
discussed in the special chapter on health care in the 1997 Survey and in subse-
quent Economic Reports. Reimbursement rates for hospitals by the states differ
across the nine separate Linder funds, and this reflects the fact that hospitals are
largely funded on the basis of costs rather than efficiency, despite the fact that
information is available that allows rating the efficiency of the hospitals’ opera-
tions. As mentioned in the last survey, this requires standardisation of the crite-
ria by which hospitals are remunerated so as to reward institutions which make
the most efficient use of resources.

Administrative reform

Broad areas of administrative reform envisaged by the government com-
prise reductions in government employment, reducing the size of administrations
and scrutinising the services to be provided by the general government as
opposed to non-governmental bodies or private firms. While in some fields policy
action has already been taken along these lines, some part of the project has not
yet been determined. Apart from budgetary considerations, major goals associ-
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ated with the initiative are increasing the efficiency of the public sector and wid-
ening the scope of market-determined outcomes.

Downsizing government employment is a major element of the reform
project. On the federal level employment is envisaged to be reduced by
15 000 full-time equivalents, amounting to roughly 9 per cent of federal employ-
ees. Of this total, 11 000 full time equivalents will be cut in a narrow sense while
another 4 000 will be moved into units that are spun-off from the federal budget
as public corporations. All staff reductions are envisaged to be proportionate
across the administration with each minister deciding on the allocation of cuts in
his domain. In combination with assumed moderate wage increases these mea-
sures are scheduled to generate some 70 per cent of cumulated savings in the
federal budget this year and next. Staff levels at universities and schools — for
which the states are responsible while the staff is largely funded by the federal
government — are not directly affected by this policy. However, in these fields
measures are planned to be adopted (such as modified regulations for over-
time) that yield analogous savings. With respect to simplifying administrations,
the government has decided to close several police stations and to merge
courts throughout Austria. Implementation in these fields is still pending, how-
ever. A working group, consisting of representatives of the federal government,
the Ldnder and the communities, has been commissioned to identify savings
potentials in the provision of public sector services. This work is still under
progress. Another working group, the Task Reform Commission (Aufgabenreformko-
mmission) published in March 2001 a list of proposals of government services that
could be out-sourced from the private sector or whose provision by the govern-
ment might be ceased entirely. So far, policy initiatives have hardly been based
on these suggestions. In May 2000, new legislation came into force allocating
federal ownerships in the postal and telecommunication sectors under the roof
of Austria’s public sector industrial holding (OIAG). The OIAG was commissioned
to sell a large share of federally-owned entities over the next couple of years,
according to a pre-specified plan. Substantial privatisations followed, compris-
ing inter alia almost 30 per cent of Austria Telekom and all federal shares in Austria
Tabak. Although in some cases shares were sold to other public sector owners,
the programme marks significant progress in Austria’s privatisation policies.
Also, in October 2000 the government decided on a list of 30 entities within the
federal administration to be spun-off until the end of 2003 from the government
sector into the public enterprise sector.

Preceding the scheduled spin-offs there have been massive shifts of gov-
ernmental units into the enterprise sector over the 1990s. Such shifts occurred at
all levels of government and are admissible in terms of national accounting if at
least half of the revenues of the unit derives from outside (non-governmental)
sources. In part, such spin-offs have been motivated by their potential to ease the
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budgetary burden of the government and to reduce the level of government
employment. Moreover, the objective has been to improve the operation of busi-
ness-like units which could be run more efficiently if made independent of admin-
istrative restrictions inherent in a bureaucratic civil service and the governmental
budget process.

While transferring units into the enterprise sector can be beneficial on
these grounds, attainment of budgetary targets for a few years is not sufficient evi-
dence for economic success. First, there might be opportunity costs in terms of
alternative policies that are preferable but are not being pursued due to a lack of
comprehensive ex ante and ex post evaluation concepts. Second, to the extent pub-
lic sector corporations operate in non-contested markets pressure might be low to
base operations and the pricing of services on efficiency grounds.?® Moreover,
budgetary burdens for the government might simply be shifted into the future
such that present budgetary relief would be associated with higher financial pres-
sure in the future and the overall discounted impact on budgetary positions might
even be negative. As has been outlined in previous Economic Surveys of Austria,
there is a danger that fiscal discipline of the public sector as a whole might suffer
from shifting entities off-budget.?! Indeed, corporatising government units
reduces the associated debt within the general government sector (in the defini-
tion of the Maastricht treaty) at the expense of increasing it by the same amount in
the sector of public enterprises leaving debt levels of the entire public sector
unchanged. To the extent the government ultimately guarantees the financial lia-
bilities of its corporations the government’s financial obligations are not
reduced.?? However, the fiscal stance of the government sector is becoming less
transparent in that the debt servicing obligations are no longer reflected in gen-
eral government debt levels, and information on guarantees extended by the vari-
ous governments to secure the borrowing of public sector companies is not always
readily accessible. In a similar vein, spin-offs can be associated with lasting
transfers from the government sector to incorporated public sector companies,
whose size might not have been anticipated due to insufficient ex ante evaluation
of likely future cost and revenue developments.

Evidence on the economic success of shifting government units into the
enterprise sector appears to be mixed in Austria. Based on evaluations of several
spin-offs implemented in the 1990’s the Austrian Court of Auditors points to sev-
eral procedural shortcomings hampering the success of the operations.? In the
view of the Auditors, past spin-offs have been made without investigating whether
the range of services provided by the public sector should be slimmed. The Audi-
tors also note that in some cases the goals of the spin-offs have not been clearly
defined — impeding later evaluation — or were not realistic; alternative concepts of
incorporation have not been investigated; and concepts of how to generate effi-
ciency gains have not been prepared. One of the deficiencies most frequently
spotted was the lack of appropriate analysis of associated costs and benefits in
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project selection. While the auditors point to several factors that should be associ-
ated with efficiency gains, such as a higher degree of cost transparency and more
flexible employment conditions within the corporations, they also note that in
some cases reduced budgetary outlays for personnel was associated with higher
outlays in operating expenses. In contrast, the Austrian Financing Guarantee Asso-
ciation (Finanzierungs-Garantie-Gesellschaft, FGG), which has also evaluated several
spin-offs by the federal government, arrives at a more favourable judgement of
the process, which it considers to be successful overall. The FGG concludes that in
most cases strategic and organisational targets of the government were attained,
and that the government’s budgetary targets were either reached or that no dete-
rioration in budgetary burdens could be ascertained. The spectrum of services
provided widened, while charges increased due to improved quality and more
realistic cost accounting. On the other hand, the FGG also notes that the prospects
of attaining the objectives of spin-offs has only partially been documented, and
that formalised ex post control by the government administration in view of stated
objectives is largely missing. Also, some corporations — less than half of the cases
considered — do not dispose of elaborated and quantitative corporate concepts.?
Some case studies on the effectiveness of spin-offs have also been made by the
Federal Workers’ Chamber (Arbeiterkammer, AK). The AK notes that evaluation of a
broad range of projects has not been feasible due to a lack of pertinent informa-
tion. Severe data limitations are also noted for the cases studied, and these con-
cern the availability of both economic indicators and the concepts underlying the
spin-offs as well as corporate concepts after completion. Overall, the spin-offs are
seen as having reduced the budgetary burden for the government, but not in all
cases was it considered clear whether the relief would be sustainable. In general,
incorporation has been found to be associated with efficiency gains.?

Overall, separating government units from the budget can be no substi-
tute for more fundamental public sector reform. Choices need to be made what
services can be provided by the private sector rather than the government, and to
what extent it is appropriate to involve the private sector in the provision of ser-
vices provided by the public sector. The proposals that have been made in
spring 2001 by the Task Commission, Aufgabenreformkommission, constitute a base for
reconsidering public sector tasks along these lines and should be utilised accord-
ingly.2¢ Within such a framework corporatising tasks previously provided by the
government can be an important ingredient for later privatisation.

Moreover, to enhance project selection by policy makers an effective
framework for ex ante and ex post evaluation needs to be established. The informa-
tion base for policy choices should be improved by systematic use of cost-benefit
analysis. For this purpose, it is important to create an accounting framework that
reveals the likely future financial burden for the public sector associated with cer-
tain policies over a longer-term horizon. Basically, this requires estimating the
flows of future revenues and expenditures that accrue up to the termination of a
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project or over a time horizon extending over several decades. The policy costs
are then measured by the present value of these flows, discounted with a relevant
interest rate. Assessment of the long-term costs of policy choices for the purpose
of improving the allocation of public sector resources is gaining importance within
the OECD, and are applied by the United States and — more recently — Japan. The
same framework is applicable for ex ante evaluation of potential spin-offs from gov-
ernment budgets. In this case, the present value of the difference in projected
revenues and expenditures denotes the expected financial burden for the govern-
ment associated with the public corporation. ex ante cost-benefit analysis of alter-
native projects needs to be supplemented by ex post evaluation of actions taken,
using an accounting framework for costs and returns that is common across the dif-
ferent types of policies. The fact that the success of separating government units
from the budget has been judged quite differently by different bodies points to
the scope for ambiguities if such a framework is missing. Progress has been made
in recent years in Austria to induce units of the federal administration to apply
some form of ex post evaluation of their performance. However, for this purpose a
large variety of indicators is utilised, varying not only across administrations but
also over time. A shortcoming of the present approach is a lack of common bench-
mark indicators that facilitate comparisons. For effective policy evaluation further
action is therefore required.

Inter-governmental revenue sharing

Another issue relating to the efficiency of public sector operations con-
cerns the allocation of tasks and revenues across the different levels of govern-
ment. Previous Economic Surveys have considered various aspects of allocation
mechanisms in place, and in some instances inter-governmental transfer schemes
for the purpose of funding specific public sector activities were found to exhibit
scope for improvement.?” Regarding the general system of revenue sharing
between the federal government and the state and local governments, new alloca-
tions of tax revenues for the different layers of government and of transfers and
commissions from the federal government to the states and communities have
recently been negotiated, and commitments on budgetary ceilings been made.

Negotiations on revenue sharing between the federal government, the
Linder and the communities take place every four years. They fix the share of total
tax receipts to be allocated to the federal government on the one hand and the
Linder and municipalities on the other hand, based on anticipated outlays of each
layer of government, and specify budgetary targets for each party. The present
arrangement was made in October 2000, covering the period between 2001
and 2004. For this horizon the Linder agreed to produce annual surpluses of at
least 0.75 per cent of GDP (national accounts basis).?® A temporary shortfall of
0.15 per cent of GDP is allowed if the target is attained on average. Similarly, the
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local authorities are required to balance their budget, with a transitory under-
shoot of 0.1 per cent of GDP being permitted. The federal government needs to
restrain its deficit such that the targets for the budget of the general government,
laid down in Austria’s stability programme, are met. There was also agreement on
consolidation measures affecting the federal states, such as spending restraint for
personnel of provincial teachers and a relaxation of the earmarking of housing
assistance transfers accruing to the states. The shifting of government units into
the enterprise sector, in particular hospitals, is also part of the local governments’
fiscal programme.

An important issue emerging in the process was how to establish incen-
tives for the states and municipalities to comply with the budgetary limits agreed
upon. Eventually, the federal government, the Linder and the communities agreed
on sanctions in case of a party’s non-compliance with the negotiated surplus or
deficit. Governments that fail to reach the target on average over the period of the
stability pact would have to pay a fixed and a variable fine totalling 8 per cent of
the targeted balance and 15 per cent of the shortfall, respectively, up to a ceiling.
Sanctions arising from non-compliance with the three per cent deficit ceiling of the
Maastricht treaty are also distributed across domestic governments. In each case,
however, application of sanctions depends on the unanimous decision of a com-
mission involving the federal government on the one hand, and the Linder or the
municipalities on the other hand. Also, the agreement specifies circumstances
under which targeted government balances need to be renegotiated — such as a
significant economic slow-down — and no sanctions apply.

The level of the surplus allocated to the Linder and communities for the
next four years is broadly in line with budgetary outcomes observed over the last
decade. However, the fact that the portion of financial resources accruing to the
different layers of government is a matter of negotiation introduces a certain
degree of indeterminacy into the allocation of the relative deficits. Different out-
comes of the revenue sharing negotiations might simply produce shifts in the rela-
tive sizes of budget balances across the levels of government, while the process of
negotiating revenue sharing provides few incentives for efficient use of resources
and re-evaluations of spending plans. Empirical evidence from elsewhere points
to the necessity of introducing incentive-compatible revenue sharing systems.
Systems that largely offset changes in local governments’ own revenues by
changes in shared revenues have been found to provide disincentives to local
governments for developing their tax base.?’ There is also a lack of transparency.
Increasing public sector efficiency therefore suggests establishing a more incen-
tive-compatible revenue allocation system. General tax receipts should be dis-
tributed across government levels in accordance with fixed principles, and the
revenue raising powers of the Linder and communities should be exercised and
extended if necessary. At present, the states and communities finance only a small
— and declining — portion of their spending out of revenues exclusively accruing to
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them (some 8 per cent), and the legislative power for such taxes accrues almost
exclusively to the federal government. Indeed, the issue of penalising the Ldnder
and municipalities for violation of budget caps argues for the introduction of an
incentive system that allows a certain amount of budgetary autonomy of these lay-
ers of government — in terms of both spending and revenue powers. Moreover, the
congruence between spending and funding needs to be improved. Ongoing pol-
icy initiatives that aim at improving the assignment of tasks by government level
should thus be combined with budgetary reform along these lines.
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III. Implementing structural reform: a review
of progress

Previous Surveys have recognised that the Austrian labour market is rela-
tively well functioning, exhibiting a comparatively low level of unemployment and
a high degree of aggregate wage flexibility. Indeed, the relatively moderate wage
increases and steady employment growth seen in 2000, at a time of significant oil
and import price hikes, validate this finding. On the other hand, labour utilisation
of females and older workers has been found low, held down, in particular, by gen-
erous early retirement schemes. Previous OECD recommendations have therefore
emphasised the need to improving the job generating capacity of the economy,
and labour utilisation more generally, by wide-ranging measures designed to facil-
itate the operation of labour, goods and financial markets and to raise the effi-
ciency of the education system. The need for reform is reinforced by the quick
deterioration of Austria’s old-age dependency ratio and the opening up of a mis-
match between qualifications demanded and supplied. Furthermore, potentially
large welfare improvements for consumers and contributions to productivity gains
warrant further regulatory reform, notably in network industries.

Austria’s structural policies continue to be broadly based, largely within
the framework of the National Action Plan for Employment (NAP)*° that covers var-
ious policy initiatives not only in the labour market, but also in the education
system and product markets for the purpose of fostering employability, entrepre-
neurship, adaptability and equal opportunities. The new government has particu-
larly emphasised the need to increase incentives in the labour market and
effectiveness of job placement to improve the efficiency and reduce the burden of
the tax and transfer system, and foster competition in product markets and net-
work industries. Significant policy initiatives have already been implemented or
are in preparation. This is true with respect to the pension reform measures,
although they cannot prevent a further secular increase in pension contribution
rates (see Chapter Il above). Measures to reduce non-wage labour costs and
improve the targeting of social transfers have also been implemented, notably
some tightening of eligibility rules for receipt of unemployment benefits. More-
over, significant steps are under way in regulatory reform, notably in terms of
sharpening general competition legislation and stepping up competition in the
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electricity and gas markets. Despite this progress, in various areas further policy
action appears to be warranted and in some fields measures do not appear to be
consistent with underlying goals. This chapter highlights important recent devel-
opments and reviews the policy measures which have been introduced since the
last Survey, highlighting fields were the Secretariat would recommend further
action. Issues relating to fostering sustainable development are dealt with in more
detail in Chapter IV.

Progress in labour market and education reform

Increasing wage and labour cost flexibility

Collective wage outcomes in the past couple of years have been in line
with preserving low rates of unemployment, and first steps have been made to
introduce a higher degree of wage flexibility on the plant level. In the metal industry
a collectively agreed opening clause has been renewed that allows companies to
deviate from collectively agreed wages under certain conditions (Verteilungsoption).
Recent empirical work also hints to a trend towards a larger dispersion of wages
across branches. However, no correlation is found between movements in relative
wages and in relative employment shares across branches, and this could indicate
rigidities in the wage formation process.®' To the extent sectoral shifts in employ-
ment are labour demand induced, they should coincide with relative wage gains
in the sectors with increasing employment.

Severance pay

Austria’s system of severance pay has come under criticism because of
both its negative implications for labour mobility and its non-neutrality with
respect to sectoral employment. At present, employees are entitled for severance
pay if their employment spell lasted for at least three years without interruption
and was not terminated by the employee. Accrual of rights increases in steps with
seniority within the company, ranging from two months’ salary (after three years of
employment) to one year’s salary (after 25 years of employment). Severance pay is
taxed at a very low rate. For employees this type of severance pay reduces incen-
tives to change employers. The government is now planning to reform the system
such that entitlements become portable across employers and commence earlier
than presently. Moreover, the instrument shall be transformed into a company
based pension scheme with financial support of the government being condi-
tioned accordingly.

Reducing labour mobility via severance pay might be justified to the
extent that it allows firms to recover investment in training, which would be lost if
the employee quickly changed jobs. However, it is questionable whether the
present system of severance pay is an efficient tool for raising the qualification of
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the labour force, given that entitlements accrue independently of the degree to
which the provision of company-based training would be optimal and of the costs
for employers associated with such training.?? Similarly, for low-qualified jobs the
system provides an incentive for employers in favour of an early termination of
employment spells so as to avoid accumulating severance pay claims that are
not matched by productivity gains. Indeed, empirical research indicates that the
propensity of employers to terminate employment peaks immediately prior to
employment durations that are associated with discretionary hikes in accumu-
lated claims for severance pay.>* Moreover, the present form of severance pay is
systematically biased against labour supply in sectors that are subject to over-
proportionate employment fluctuations due to structural change or seasonality
as in tourism and construction. Seasonal employment patterns, in turn, account
for a high share in Austria’s employment dynamics.?* Overall, the system is asso-
ciated with costs, while its benefits are ambiguous. Abolishing the system in its
present form and using it as a base for the introduction of company-based
funded pensions would be warranted (see Chapter Il above). This would require
that rights start to accumulate in an early phase of the employment spell and
that portability be introduced.?” Implied increases in labour cost would reinforce
the need to reduce other non-wage labour costs. But a trade-off between pen-
sion accruals and current wages paid would also have to be incorporated into
wage contracts, and this might include revisions of wage profiles with respect to
seniority. Extending company based pension schemes would also allow for col-
lective contracts that could reduce transaction costs in comparison to individual
contracts.

Increasing working time flexibility

In some sectors collective agreements between the social partners have
widened the scope for shifting work over a pre-assigned period. The collective
contract for the IT and the telecommunication sectors allow flexible working time
allocations over a period of one and three years, respectively. For the purpose of
lengthening the employment period in the winter in construction flexible working
time arrangements based on collective contracts are in force since 1997. The evi-
dence suggests that these arrangements have been effective in reducing seasonal
unemployment. Collective contracts for the purpose of lengthening employment
periods are now being extended to other sectors that are subject to seasonal vari-
ations in employment. Notably this is the case for tourism where an arrangement
has been made.

Part-time employment and training leave

Part-time employment has continued its trend increase, with its share in
overall employment having risen from 16.8 per cent in 1999 to 17 per cent in 2000.3¢
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While this development is broadly based across several sectors, it is particularly
pronounced for the service sector, notably in retailing, enterprise-related and
financial services, health care and tourism. Similar trends in favour of part-time
employment are also observable in other OECD economies.?” The growing impor-
tance of part-time and related forms of employment in Austria is also apparent
from the fact that small hours jobs (geringfiigige Beschiftigung) and work commis-
sioned by firms from self-employed (freie Dienstvertrige) expanded vigorously in
recent years, although the social security tax advantage associated with such jobs
relative to regular employment has been reduced. Until the end of 1997 both
small-hours jobs and commissioned self-employment were largely exempted from
the obligation to pay social security contributions, but since then employers are
subject to contributions. While the expansion of small-hours jobs decelerated
sharply in 1998, following the introduction of the social security charges, it quickly
recovered thereafter (Figure 13).33

In 2000 legislation came into force which financially supports working time
reductions from full-time to part-time employment of older employees by subsid-
ising compensation of those claiming part-time work (Alfersteilzeit). Initially, the pro-
vision required new hirings for working time reductions to be financially
supported. While utilisation of this instrument has been low prior to the revision,
take-up rates have significantly increased since. In combination with more restric-

Figure 13. Small employment and commissioned self-employment

Index 1996 = 100 Index 1996 = 100
180 180
170 - 170
160 — -1 160
150 |- Commissioned self-employment 199'8:1002 - 150
140 - - 140
130 | JIrast 10
120 SRS . "‘:’“’ 4 120

..................................... x', O
Mo e R -1 110
................ \
100 100
90 | | | | 90
1996 1997 1998 1999 2000

1. Data prior to 1996 are not available.
2. Data prior to 1998 are not available.
Source: Austrian government and OECD.

© OECD 2001



Implementing structural reform: a review of progress 71

tive conditions for early retirement (see Chapter Il above), this instrument is
intended to increase financial incentives for older people to stay in the labour
force. It is questionable, however, that the measure contributes to reaching this
goal in an economically meaningful way. To some degree the financial incentives
will induce employees to reduce their working time who otherwise would have
preferred working more hours. Hence, there is a risk that subsidised Altersteilzeit
might even diminish overall labour utilisation of the older people at the expense
of a higher tax burden.

Subsidised training leave, designed to foster job sharing and the employ-
ability of the workforce, is now no longer available for women after parental leave,
following evidence that benefits have been taken up by women for the purpose of
effectively lengthening their parental leave rather than improving their skills. This
revision is thus likely to improve the targeting of the instrument. There is little
evidence, however, that the training leave has led to new hirings, which are
required for leaves associated with very general training goals.>® Outlays for train-
ing the older people - for whom preferential support rates supply — would
become more economically viable the longer the older people stayed in the
labour force. This reinforces the need to abolish disincentives for continued
labour force participation. While both the bonus for hiring older people, paid by
the labour office, and the malus for making them redundant have been raised, the
impact of these measures on employment are not clear.

Reducing the distortions arising from unemployment insurance and related benefits

The social insurance system has contributed to higher non-wage labour
costs in Austria, reducing labour demand, while benefits do not always set appro-
priate incentives for re-employment of the unemployed and labour force partici-
pation. Some measures were recently introduced that lower non-wage labour
costs. In the health care system, this is true for the abolishment of the spouses’
coinsurance for couples without children (see Chapter Il above). On the other
hand, the regulations for the employers’ sick pay for salaried employees have
been extended to blue-collar workers. This entails dropping the two-week waiting
period and prolonging the duration of sick pay to between six and 12 weeks annu-
ally, depending on the workers’ seniority. This measure leads to a significant
increase in non-wage labour costs although reduced outlays by the workers’ health
insurance imply lower contributions. Regulations governing the pay for vacation in
case of employment termination were simplified and reformed, leading to a sub-
stantial reduction in unit labour costs.

Unemployment benefits

There have been a number of changes with respect to the provision of
unemployment benefits, most of them aiming at increasing incentives for job
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search. Major measures, which became effective at the beginning of 2001, have
been:

— A single basic replacement rate (55 per cent of former net earnings),
with basic income replacement being topped up for low-income groups,
replaces the previous system of several income dependent replace-
ment rates (up to a ceiling of 80 per cent of former net earnings). For
unemployed younger than 45 years the level of unemployment benefits
is now determined by earnings in the last job preceding the unemploy-
ment spell, rather than by earnings in a higher paying occupation dating
further back.

— A four-week waiting period for receipt of unemployment benefits has been
introduced for unemployed who have terminated their employment.

— The minimum employment period for renewing eligibility for unem-
ployment benefits has been extended from 26 weeks to 28 weeks.

— The maximum duration of unemployment benefits has been tempo-
rarily extended to 78 weeks for unemployed aged 60 and older (subject
to a certain contribution period) for a transition period up to the end
of 2003.

Most of these measures should improve incentives for the unemployed of
taking up new employment, and are common practice in other OECD countries as
well.*? In sectors subject to seasonal employment patterns, the extension of the
minimum employment period required for re-establishing eligibility following
unemployment provides incentives for prolonging employment periods by intro-
ducing a higher degree of working time flexibility. In contrast, the lengthening of
the maximum eligibility period for receiving unemployment benefits — intended
to increase labour force participation, in particular for older people — might turn
out to be counter-productive for fostering employment. Econometric evidence for
Austria indicates a significantly negative effect of extended eligibility periods for
unemployment benefits on the transition out of unemployment for the long-term
unemployed, both male and female.*!

The government has also prepared legislation for the purpose of tighten-
ing job acceptance criteria for recipients of unemployment benefits. At present a
job offer is defined as “acceptable” if the required qualification is in line with “the
learned profession” (erlernter Beruf) of the unemployed. On current planning this
shall be modified such that jobs be considered acceptable if they do not signifi-
cantly render more difficult future employment that is in accordance with the
learned profession. The planned new provision has been criticised in the public
debate as instigating a dequalification process of the unemployed. Indeed, effi-
cient job matches require a correspondence between qualifications demanded
and offered. It is not efficient, however, to dismiss as unacceptable job offers that
do not strictly match the unemployeds’ past qualification profile. This is particu-
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larly true for periods of structural change which are characterised by shifts in quali-
fications required. Moreover, unemployment of extended duration frequently
coincides with a considerable depreciation of skills, while taking up new employ-
ment can improve subsequent re-employment chances in internal and external
labour markets. Tightening job acceptance criteria therefore appears warranted
and the tightening should be increased with increasing employment duration.
This would be in line with common practice abroad.*?

Child benefits

As has been outlined in Chapter I, child benefits will be extended
in 2002. In contrast to the regulation up to now the new programme provides ben-
efits to all parents, independently of whether or not they have worked prior to the
birth of the child. Also, the period has been extended by one year to three years
while earning caps have been raised.”® On the one hand, raising the earnings
allowance provides an incentive for extending part-time work. But the income
effect associated with the extension of the eligibility period and the waving of the
pre-work requirement for receiving the benefits will tend to reduce labour supply.
The financial burden associated with extending the transfers would also tend to
negatively influence employment. While the net effect of the measure on labour
supply is ambiguous, studies point to the importance of the availability of child-
care institutions for parents’ labour force participation. Indeed, while subsidising
childcare facilities would also be associated with a positive income effect for par-
ents, it would strengthen the substitution of labour supply for homework. Allocat-
ing funds in this field might therefore be a more effective mean of increasing
labour utilisation.

Improving the services of the Labour Office and active labour market measures

Improving the efficiency of job placements

The government is also preparing institutional reform of the Austrian pub-
lic employment service (AMS). Key points of the envisaged reform are:

— Integration of the activities counselling, job placement provision of
active labour market measures and provision of unemployment bene-
fits in one hand at the regional level.

— Differentiation of the job searchers into groups of persons that are eas-
ily to mediate and those that are difficult to mediate.

— The government also planned the outsourcing of the financing of the
Labour Market Office from the federal budget. For this purpose the gov-
ernment plans incorporating the AMS and dropping its financing guaran-
tees for the service. Concrete steps are under consideration.
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There appears to be scope for efficiency improvements in the system of
employment services. While most successful job matches are based on advertise-
ments or other search channels that do not involve mediation agencies, the share
of the AMS in successful job matches has been estimated to amount to less than
10 per cent (excluding the utilisation of the AMS’ self-servicing facilities). Private
job agencies account for a share that is even lower and also appears to be small
by international comparison. The latter finding is likely to be related to the fact
that private agencies are subject to certain restrictions. Also, empirical research
suggests an increasing skill mismatch between the clients of the AMS on the
labour demand and supply side. While the heterogeneity of unemployment with
respect to skills and occupations has increased over the last years little has
changed with respect to the structure of registered vacancies, reflecting the fact
that firms use the AMS primarily as a recruitment channel for unskilled labour and
skilled workers with apprenticeship training.**

The government’s plan to integrate the various activities of the Labour
Office on the regional branches of the PES is likely to contribute to increasing the
effectiveness of the public employment service. Indeed, experience in other
OECD countries suggests that the search intensity of the unemployed and the effi-
ciency of the job matching process increases with the interaction between these
functions in the placement process.?” But a better integration of the system should
extend beyond the boundaries of the Labour Office. At present unemployment
related benefits of potentially unlimited duration are extended by both the
Labour Office and local authorities. The former provides means-tested unemploy-
ment assistance benefits (Notstandshilfe) for insured persons whose eligibility for
unemployment insurance benefits (Arbeitslosengeld) is exhausted. The latter grants
means-tested social assistance benefits (Sozialhilfe) that are paid to the unem-
ployed if their income (including unemployment assistance) falls short of some
subsistence level. Eligibility and benefit regulations for social assistance differ
substantially between the nine states, and this introduces a lack of coherence
between the two systems. Moreover, the fact that for a certain subset of the unem-
ployed the financial burden of granting unemployment related benefits is dis-
persed between the Labour Office and provincial governments implies that at the
margin both authorities face reduced incentives for bringing these unemployed
into employment. Close co-ordination between the provision of social assistance
and job placement agencies is therefore required.

Moreover, in view of the increased heterogeneity of labour demand and
supply, the flexibility of effective placement channels should be widened by
increasing the scope of private placement agencies. Several regulations specific to
private agencies have been found to constitute serious impediments to job medi-
ation.*® Persons have the right to sue private placement agencies where the job
offered does not conform to perceived promises made. On the other hand, private
placement agencies have no means to instigate sanctions when unemployed
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refuse job offers. Revisiting such provisions is likely to foster the efficiency of the
placement system overall.

An option for continued reform along these lines for the purpose of
increasing the efficiency of employment services more generally would be requir-
ing the delivery of PES services to become contestable in a market environment.
The planned incorporation of the AMS could form part of an institutional base that
allows developing the system in this direction. Indeed, many countries within the
OECD have introduced contestability of some PES functions, notably in the train-
ing area. While the degree to which contestability has been introduced varies,
Australia has gone furthest by tendering job brokering and reintegration services.
In this system public and private service agencies compete under equal terms
and payments are made to them on the basis of outcomes with placement premi-
ums increasing with the degree of the placement risk (higher price tag to difficult-
to place job seekers). First experience suggests that it is possible to realise sub-
stantial efficiency gains by moving in this direction, while much depends on the
appropriate design of such systems, which need to preserve the integration of the
various employment services.*’

Active labour market measures

The National Action Plan for Employment (NAP) assigns an important role
to active labour market measures (ALMPs) — as opposed to the “passive” provi-
sion of unemployment related benefits — for the purpose of raising employability.
Consequently, since 1998 the government has increasingly put more emphasise
on ALMPs: in 1999 outlays for ALMPs increased by 29% per cent, remaining
roughly constant in 2000 despite higher economic growth. Enterprises and institu-
tions obtain financial support for the purpose of improving the qualification and
integration of the unemployed. Unemployed found eligible for participation in
active labour market schemes can also obtain financial aid covering expenses for
training, commuting and child minding. These programmes are designed to pre-
vent long-term unemployment — defined as unemployment spells exceeding six
months or a full year depending on age — and to foster re-integration of persons
with particularly unfavourable labour market characteristics. In 2000 participants in
active labour marked measures accounted for almost 15 per cent in terms of
unemployment (Figure 14). The government now envisages putting more empha-
sis on training measures — in particular within-company schemes — at the expense
of work provision schemes.

To assess the effectiveness of labour market policies with respect to
reducing long-term unemployment, the NAP targets reductions of transition rates
into long-term unemployment. For 1999 the NAP aimed at reducing the transition
rate into spells exceeding one year to 5.8 per cent, from an observed rate of
6.6 per cent in 1998, and for the 2002 the programme envisages that this rate be
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Figure 14. Persons in active labour market measures

Level Per cent
32000 15
I Level (left scale)

30 000

Relative to unemployment (percentage, right scale)

28 000

26 000

24 000

22000

20 000

18 000

16 000
1996 1997 1998 1999 2000

Source: Austrian Institute for Economic Research (WIFO) and OECD.

cut to a half. The actual transition rate undercut the government’s target in
both 1999 and 2000. However, these outcomes, as well as the over-proportionate
drop in long-term unemployment and unemployment of older people, cannot
be considered meaningful indicators for the effectiveness of ALMPs. Firstly,
movements in the stock and flows of unemployment depend heavily on the evo-
lution of the business cycle and policy instruments such as early retirements.
Secondly, any ALMPs of a minimum duration of four weeks necessarily reduce
both the length of completed unemployment durations and the stock of the
long-term unemployed, even if such measures were not effective at all in
improving re-employment prospects. Indeed, in 1999 the observed reductions
in transition rates into long-term unemployment are not matched by corre-
sponding increases in transitions into employment (which would also fail to
prove the effectiveness of ALMPs). On the contrary, in 1999 exit rates out of
unemployment durations of six and 12 months into employment have even
declined.”® Moreover, with respect to the type of ALMPs to be applied these
stock and flow indicators provide incentives to expand short-term measures at
the expense of measures with longer durations irrespective of their relative
effectiveness, because at the same cost the former can be used to interrupt
unemployment spells of more people.
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Proper evaluation of ALMPs is therefore crucial to determine the intensity
and type of their application. Most programme evaluation studies for Austria con-
sider the shares of participants found in employment or not being unemployed
following a certain time span after the termination of the measure.*’ The general
conclusion is that programme participation is associated with substantial success
rates, although some work points to the important role of general labour demand
conditions to absorb the unemployed, and work elsewhere suggests that ALMPs
might raise the reintegration of participants at the expense of non-participants.
Few econometric studies on individual programmes are available, which compare
the labour market outcomes of participants in ALMPs with those of non-participants
while controlling for heterogeneity in socio-economic characteristics and selectiv-
ity in programme participation. Such research is necessary for proper programme
evaluation. Indeed, while evaluation studies in OECD countries indicate that
active labour market measures can be useful instruments to support job media-
tion, they produce very mixed results on the effectiveness of ALMPs.*® Some stud-
ies point to participation in work provision and publicly sponsored training
measures reducing re-employment prospects rather than increasing them.®! In
particular, standardised work provision and training schemes extended on a large
scale and provided outside of companies often do not have a positive impact on
transition probabilities into employment. Common other problems include a con-
siderable circularity of the unemployed between different programmes and
potentially high crowding out and deadweight costs. Company survey information
in Austria on the impact of wage subsidies on hirings also indicates that there
might be substantial deadweight costs. In one study some 45 per cent of the sam-
pled firms responded that they would have hired without financial support, and
another 15 per cent did not exclude such an effect.>?

There is some evidence that short spells of training might be helpful to
separate those unemployed willing to work from those who are not.>® Within the
OECD, participation requirements in ALMPs are increasingly used as a screening
device to arrive at more efficient job placements. In such systems, entitlement for
unemployment benefits is frequently reduced if participation is rejected.

Empirical investigations for several countries suggest that for work provi-
sion and training schemes to be effective instruments for re-integration they
should be tightly targeted in favour of narrowly defined problem groups. The
effectiveness of programmes appears to increase the more they are designed so
as to address specific unfavourable labour market characteristics of the partici-
pants, which reinforces the importance of “profiling” the unemployed with respect
to relevant characteristics. Programme efficiency also appears to be related to the
degree programmes accommodate demands for training profiles of regional
employers. Regional “Alliances for Jobs”, as they are increasingly established in
Austria, might have a role to play in this respect and should be monitored.”* A
devolution of competencies for designing active labour market policies and chan-

© OECD 2001



78 OECD Economic Surveys: Austria

nelling participants into ALMPs is also observable in several other OECD coun-
tries. Care should be taken, however, that the regionalisation of labour market
policies does not lead to a segregation of the different services for the unem-
ployed. There is also a risk that financial support for firm-specific training leads to
a substitution of labour demand in favour of programme participants that reduces
employment chances for non-participants in regional labour markets. Moreover,
such measures can be associated with considerable dead weight costs in that they
can provide incentives for firms to drop company based training programmes that
are not financially supported. These risks reinforce the need to focus more exten-
sive work provision and publicly sponsored training schemes on a relatively small
group of participants with particularly unfavourable labour market characteristics.

Improving skills and technological know-how

The high importance of skilled human capital within an increasingly
“knowledge based” economy underlines the need of revisiting key aspects of
Austria’s education system, and policy initiatives in this field are being prepared.
The government is also preparing legislation to increase immigration to Austria of
skilled workers.”® Indeed, there are already reports that in some fields enterprises
find it difficult to fill vacancies for highly qualified labour. A recent study suggests
that, under the assumption of a sustainable growth rate of around 2% per cent, the
mismatch between qualifications demanded and supplied will substantially
increase within the next five years.”®

Vocational training

As has been outlined in previous Surveys, Austria’s dual apprenticeship
system — which at present absorbs more than 40 per cent of an age cohort after
completion of compulsory schooling — has been hitherto successful in providing
applied skills, and this has contributed to holding down youth unemployment to
comparatively low levels.”” But previous Surveys have also hinted to the need to
broaden the field of application of specific training schemes and introduce new
curricula. Since the middle of the 1990s increasing efforts have been made to
adapt apprenticeship curricula to new demands, and this policy has continued
in 2000 and into 2001. Between 1996 and the beginning of 2001 46 new curricula
have been introduced and another 60 have been reshaped, out of 240 vocational
curricula at present. The broadening of curricula over the last years included a
higher level of general education (particularly in German and foreign languages),
and a path was introduced leading to a matriculation qualification for tertiary stud-
ies. New vocational training schemes are mainly established for occupations in the
service sector and in information technology. Application for training in new fields
appears to be high: by spring 2001 50 per cent of all training contracts were in
areas which have been either newly introduced or modified. At present policy

© OECD 2001



Implementing structural reform: a review of progress 79

makers are shifting their focus from creating new trades to monitoring and sup-
porting the implementation of the newly created or reshaped schemes. In particu-
lar, the government is aiming at intensifying the training activities of small and
medium sized enterprises, especially of newly founded enterprises in the services
and IT fields. For this purpose the government is considering to increase financial
incentives for training along with adaptations in legal framework conditions.

The special “rescue network” for youths who do not find training places
has been terminated but was reopened recently in view of deteriorating labour
market conditions. Under this programme financial assistance is given to institu-
tions (which usually do not provide training) to set up ten-month vocational
courses (see the 1999 Survey). Reconsidering this measure appears to be appropri-
ate to the extent the supply of training places offered by private firms improves
relative to demand. Moreover, training in public sector institutions is likely to be
less effective as those within companies.

Non-apprenticeship training within firms might have an important role to
play to upgrade the skills of the workforce within the context of “life-long learn-
ing”. While the unions repeatedly demanded educational sabbaticals from work
(one week per year), progress in this field was hampered in that the employers
were not ready to fully finance such sabbaticals, and demanded confining such
spells to those that, in their view, would improve vocational qualifications. At
present the discussion between the social partners has evolved into the direction
of accepting a cost sharing arrangement between the employers and the employ-
ees, while establishing decision rules about the choice of admissible training is
still unresolved.

Tertiary education

Since 1993 steps have already been made to increase the effectiveness of
tertiary education. The most significant step was the introduction of Fachhochschulen
(polytechnics), which provide praxis oriented tertiary education in four years stud-
ies. The establishments of these institutions turned out to be a success as judged
from both industry’s increasing demand for graduates from Fachhochschulen and the
increasing share of students enrolling in these institutions. Efforts have also been
made to increase the degree of autonomy of the universities.*® Moreover, to sup-
port the comparability of Austrian degrees with those granted within the EU,
since 1999 universities have the right to grant bachelor and master degrees.

Nevertheless, Austria’s university system has increasingly come under
criticism of being expensive and not well adapting to changing demands for new
skill profiles. Indeed, cumulated costs per tertiary student are the highest within
the OECD, totalling almost twice the mean.” Relatively high remuneration for uni-
versity teachers and long effective durations of studies explain the largest part of
the cost overhang. While the ratio of students to teachers totals about the average,
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compensation accounts for 57 per cent of current expenditure as opposed to an
OECD average of 46 per cent. Moreover, with 6.4 years the average duration of ter-
tiary education in Austria is the longest within the OECD. At 47 per cent, drop-out
rates are also high by international comparison. For example, on an annual basis,
spending per tertiary student in Austria is about the same as in the Netherlands.
With average duration of tertiary studies being more than one third longer in Aus-
tria than in the Netherlands cumulated costs per student exceed the Dutch level
by more than 50 per cent (Figure 15). To some extent this finding is attributable to
longer statutory study durations due to differences in the degree structure. How-
ever, virtual absence of tuition fees and few restrictions on the length students are
allowed to spend at universities are further extending effective education periods
inducing students to regard universities as a free resource. Moreover, once tenure
has been granted there are few incentives for university teachers to deliver ade-
quate teaching and research.

Hence, revisiting the efficiency of the university system should rank high
on the policy agenda. It is therefore welcome that the government is preparing
legislation to continue university reform. Although certain details are still being
elaborated, key features of the planned reform are:

— From autumn 2001 onwards, students will be charged study fees the
proceeds of which will be redistributed to the universities. In the
present phase of reform the proceeds are planned to be used for
investment in the university system.®

— Funding of the universities will be based on a contract between the
state and the university. Universities will have to introduce a system of
cost accounting, and university funding will be subject to performance-
related elements. A system of quality control will be established.

— To raise the mobility of staff, contracts for university teachers will no
longer entail life long tenure. Moreover, compensation for staff shall
contain performance-related elements.

— From 2003 onwards universities will become fully autonomous from the
state with respect to setting their agenda of teaching and research. This
shall foster developing own profiles of universities. Studies might then
be re-allocated to increase cost effectiveness. From this stage on tuition
fees will accrue directly to the universities.

Reforms in the product market

Product market reform has continued to progress in Austria. General com-
petition legislation is currently being improved with the planned establishment of
an independent competition authority, although its effectiveness may be ham-
pered by insufficient resources and competencies. While regulatory reform in the
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Figure 15. Costs and duration of tertiary studies, 19982
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telecommunication market started later than in the United Kingdom and the
Nordic countries the achievements up to now are significant. The liberalisation of
the electricity market — effective since 1 October 2001 — is much more rapid than
required by the relevant EU directives, although important issues remain. Simi-
larly, the full opening of the natural gas market, envisaged for autumn 2002, makes
Austria one of the first EU countries committed to full liberalisation although
important regulatory issues remain. On the other hand, little progress can be
observed in other network industries, such as railway and postal services, where
only the minimum requirements of the relevant EC directives have been imple-
mented. In other competition related areas, such as more uniform public procure-
ment rules and the extension of shop opening hours, initiatives have been taken,
which potentially could enhance the general environment for competition.

The general framework for competition policy

The current regulatory system for general competition issues (particularly
mergers and cartels) is based on a cartel court that has limited legal powers to
instigate actions independently, but acts on the recommendations of the social
partners with the Minister of Economic Affairs and Labour representing the state
before the court. In 1998 — in connection with a merger between two of the largest
retailers — doubts surfaced concerning the system'’s ability to enforce competition
and its conformity with EU regulations (see OECD Survey 1999). A similar situation
arose in early 2001 as the final ruling of the cartel court allowed the merger of two
of the largest weekly political magazines to proceed, despite the fact that the
court’s own assessment appeared to suggest the contrary. A major shortcoming of
the system is that the involvement of the social partners poses potential conflicts
of interest which makes the system vulnerable to pressure from particular interest
groups. In both cases mentioned, the parties intending the merger as well as their
competitors have been mandatory members of the Chamber of Commerce, which
itself is participating in the cartel court proceedings. In summer 2001, the govern-
ment presented a draft proposal for reform of the Austrian Competition Law. It
aims at establishing both an independent Federal Competition Authority acting as
an investigator (with a staff of 20-40 persons) and a Cartel Prosecutor, under the Min-
istry of Justice, with the right to initiate procedure before the Cartel Court. By estab-
lishing a Cartel Prosecutor in addition to the independent Competition Authority
the government aims at gaining a degree of freedom in initiating competition inves-
tigations. The composition of the latter, as well as of the Supreme Cartel Court, will
be changed so that judges will have the majority instead of the nominees from the
social partners, removing potential risks of interest conflicts. The decisions of the
Cartel Court, in turn, can be referred to the Supreme Cartel Court.

Establishing an independent competition authority with investigative
powers is an important prerequisite for creating a framework of competition
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enforcement in line with practices within the EU. However, the creation of two
authorities with powers to instigate legal proceedings may lead to a duplication of
work and a diffuse allocation of competencies.®' This, in turn, may jeopardise
coherent enforcement of competition regulation and imply unnecessarily high
costs, unless a clear separation of responsibilities is put in place.®* The Competi-
tion Authority will have significant investigating powers, including the right to
issue information requests and to obtain search warrants from the Cartel Court.
The former right is further supported by the possibility to impose sanctions for
non-compliance with fines up to € 35 000.%> On the other hand, the Competition
Authority cannot issue administrative fines to companies found to violate the reg-
ulations, as is the case in some other EU countries. In contrast, within the frame-
work of sector-specific regulation in the telecommunications and electricity
sectors such fines can be issued.®® In general competition matters the Cartel Court
can issue fines of up to 10 per cent of aggregate turnover (as in most other EU
countries), reflecting the severity of the infringement. In this context, it is worth
noting that experience in other countries points to the importance of fines being
sufficiently large to deter anti-competitive behaviour. Moreover, in some countries
the effectiveness of cartel prosecution was improved by adopting a “leniency pro-
gramme” whereby the first firm to divulge the existence of a cartel and to co-oper-
ate fully in its prosecution is eligible for reduced sanctions.®®> Although the
competition law proposal does not contain an explicit leniency programme, there
is a legal provision for the Cartel Court to consider the firms’ co-operation in cartel
cases when it determines fines. The resources given to the Competition Authority
appear to be rather limited. Its staffing appears low by international comparison
and compared with the sector-specific regulators in Austria. The Elektrizitats-
Control GmbH and the Rundfunk und Telekom Regulierungs-GmbH (RTR GmbH,
former Telekom-Control GmbH) have staff levels of some 50 and 60 persons,
respectively. In Denmark, the Netherlands and Sweden the staff of the competi-
tion authorities amounts to 90, 170 and 100 persons, respectively. However, differ-
ences in staffing levels reflect to some degree differences in competencies,
although all three countries have sector-specific regulators as well.

Designing the best framework for promoting and preserving competition
involves inter alia setting institutional incentives to undertake effective and appro-
priate regulation. As long as competition in certain market segments has not been
established sector-specific regulation is of particular importance. This would
favour establishing independent sector-specific regulators, as specific technical
in-sight is needed to implement pro-active regulation for the purpose of promot-
ing competition. On the other hand, a competition authority with economy-wide
responsibilities is less subject to the risk of “regulatory capture”, and may be
more willing to eventually phase out regulation in a particular sector.® In smaller
countries, there might also be a need to concentrate limited resources and exper-
tise within one organisation (see below). All in all, this suggests a continuous
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adaptation of the regulatory framework to market developments with specific reg-
ulation being phased out once competition has been established so as to ensure
uniform regulatory treatment of all competition issues.®” Whichever set of agencies
are charged with regulatory functions, it needs to be insured that they are inde-
pendent of the interests being regulated. Also, as long as regulatory functions are
divided between a general competition authority and sector regulators close
co-operation between these bodies needs to be ensured.

Energy markets are being liberalised

The Austrian government fully opened the electricity market in
October 2001 and is aiming at fully opening the gas market by October 2002. This
would imply that Austria is opening up these markets well ahead of most other EU
countries. Both network industries are similar in that vertically integrated compa-
nies dominate market structures, although the main difference is that the number
of parties involved in the gas market is much smaller than in the electricity market
and gas — unlike electricity — is mainly imported. Consequently, the regulatory
reform considerations are rather similar for the two markets.

Electricity market

The opening of the electricity market was commenced as part of the EU
programme for liberalising the European electricity market. Large consumers (with
a consumption of more than 20 GWh/year) are already allowed to conclude supply
contracts with any electricity supplier, implying that about a third of the electricity
delivered to the market comes from a freely chosen supplier.®® The full opening of
the electricity market was completed by 1 October 2001. Given that the EC direc-
tive only requires market opening for consumers with an electricity consumption
of above 9 GWh by 2003, this places the Austrian liberalisation process well ahead
of those in most other EU countries. The opening to competition includes the gen-
eration, trade and distribution of electricity, while the transmission is considered a
natural monopoly.%° The consumers’ free choice of electricity supplier is techni-
cally secured by separating actual consumption of electricity from the supply to
the grid.™ Importantly, this implies that household consumers are not required to
install additional measuring equipment, allowing for the cost-free change of sup-
plier and thus enhancing competitive pressure on suppliers.

A considerable degree of vertical integration can still be found in the
regional distribution networks — dominated by state and municipal-owned utili-
ties, which generate and distribute electricity as well as being the owner of the
local grid.”" Until October 2001 grid access charges are being proposed by the grid
operators on the basis of cost estimates and the Ministry of Economic Affairs and
Labour is responsible for approval. In May 2001 the grid charges exhibited a con-
siderable variation, with a 65 per cent difference between the lowest and highest
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charges (Table 11). This variation partly stems from the guaranteed feed-in-tariffs
for promoting electricity generated by renewable energy sources, as grid opera-
tors are allowed to recuperate the associated cost through increases in the grid
access charge (see Chapter IV for details).”> However, observed electricity prices
vary inversely with the grid charges, such that the variation in the final consumer
prices is much smaller and this indicates some cross-subsidisation of electricity,
reflecting a monopolistic market structure. Indeed, the difference between the
highest and lowest electricity price is more than 200 per cent, which is difficult to
explain by differences in technology and the guaranteed feed-in tariffs. Thus, high
grid access charges effectively prevent new entry into some of the regional elec-
tricity markets, as new entrants would have to charge below-cost prices for elec-
tricity to become competitive with the local incumbent. The sector regulator took
charge in October 2001. Already earlier, in spring 2001, it announced its intention
to reduce grid access charges and narrow their range, and in September the
responsible minister reduced the two highest grid charges. A more consistent
solution would be for the regulator to use a common framework for determining
access charges. More importantly, however, preventing pricing strategies for grid
access that do not discriminate against electricity suppliers would require com-
plete unbundling of the existing vertically-integrated utilities into legally inde-
pendent entities.”> The present requirement of a mere accounting and
management separation does not suffice in this respect.”

Table 11. Household electricity prices in Austria

May 2001
. . Electric bill (electricity
Grid access . Total (including |20 "6 "6 0151 000 kwh,
Energy price  Total electricity levy
Electricity supplier charges and VAT) in euro 20 per cent VAT) per year,
consumption 3 500 kWh
€/1 000 kWh (excluding taxes, electricity levy) €

BEWAG (Burgenland) 86 44 129 173 606
Salzburg AG (Salzburg) 92 26 118 159 557
EAG (Upper Austria) 84 31 114 155 542
STEWAG (Styria) 97 15 113 153 536
KELAG (Corinthia) 69 40 109 149 521
TIWAG (Tyrol) 59 50 109 149 521
EVN (Lower Austria) 65 43 108 147 515
Wienstrom (Vienna) 61 41 102 141 493
VKW (Vorarlberg) 64 37 101 140 487
Highest/lowest ratio 1.65 3.28 1.28 1.24 1.24

Note: Ranking of suppliers following the total annual electric bill. Regional discounts are not considered.
Source:  Oesterreichische Nationalbank, Elektrizitats-Control GmGH.
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The substantial public ownership of the vertically integrated companies
increases the risk of cross-subsidisation from non-competitive to competitive seg-
ments of the market. Moreover, privatisation helps establishing the size of
stranded costs (costs of non-competitive fixed investment) and shifts the risk of
utilities becoming uncompetitive to the private owners. In summer 2001, the EU
accepted the Austrian application for financing stranded costs. Between 1999 and
the opening of the electricity market, the financial burden of estimated stranded
costs for brown coal powered generators was distributed to consumers through
an additional € 0.44 per 1 000 kWh surcharge on the electricity price. Since
1 October 2001, with the full opening of the electricity market, the consumers pay
a stranded cost fee totalling between € 0.004 and € 0.872 per 1 000 kWh in line
with their energy consumption from the national grid company (Verbundgesellschaft)
in 1997. Indeed, experience in other OECD countries indicates that regulatory
reform of the electricity markets in the OECD raises efficiency, but translating this
efficiency gain into lower consumer prices depends crucially on the ability of regu-
latory policies to control market power, further underpinning the need for remov-
ing public ownership.”” An indication of the price reduction potential of the
liberalisation of the electricity market can be obtained by comparing electricity
prices with those in other EU countries. In mid-2000 the pre-tax electricity price for
smaller industrial users in Austria was at least one-third higher than in liberalised
markets like Finland, Sweden and the United Kingdom, and for larger household
users a similar, although less pronounced, picture emerges (Table 12).

Gas market

The liberalisation of the Austrian gas market is planned to be complete by
October 2002 when all consumers will have the free choice of supplier, well ahead
of the requirement in the relevant EU directives. Today, the market is character-
ised by relatively few companies with vertical integration of transmission and dis-
tribution of gas (distribution is almost entirely undertaken by the nine Ldnder gas
utilities and 16 regional gas utilities) and a substantial share of public ownership.
Also, a specific characteristic of the gas market is a prevalence of long-term “take-
or-pay” contracts — contracts with gas producers (of which 86 per cent are located
in Russia, and the rest mostly in Germany and Norway), obliging the gas importer
to pay for the gas regardless of whether it can be sold or not. The liberalisation
process has already allowed large consumers (with a consumption of at least
25 million m® per year, encompassing 24 industrial companies and the gas power
stations) to freely choose their supplier, implying that about half of all supplied
gas comes from freely chosen suppliers. The scope for reducing prices through a
liberalisation of the market is potentially rather large (although less than for elec-
tricity prices) as Austrian gas prices, despite being lower than in most countries,
are between 10 and 25 per cent above the levels in the countries with more com-
petitive gas markets, such as the United Kingdom (Table 13).
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Table 12.

Electricity prices in EU countries'

Austria = 100

Industry prices

Consumer prices

Level of consumption

Small Small Medium Large
Belgium 112.1 129.1 125.3 116.4
Denmark 57.5 132.9 82.6 71.6
Germany 119.1 160.9 130.7 119.2
Greece 74.9 59.8 59.6 66.5
Spain 87.3 93.4 90.9 82.8
France 76.1 108.2 96.5 92.8
Ireland 112.8 116.9 84.1 80.3
Italy 775 69.0 167.0 161.1
Luxembourg 106.3 173.7 118.6 107.0
Portugal 94.0 103.4 127.0 111.9
Finland 47.7 100.7 67.3 56.0
Sweden 35.9 135.3 66.3 60.8
United Kingdom 81.4 163.5 92.0 90.3
1. Without taxes, January 2001.
Source:  Eurostat and OECD.
Table 13. Natural gas prices in the EU countries'
Austria = 100
Consumer prices Industry prices
Level of consumption

Small Medium Large Small Medium Large
Belgium 112.6 107.6 106.9 103.5 118.1 103.8
Denmark .. . . 153.8 108.3 89.3
Germany 124.9 115.2 117.7 115.6 137.1 119.3
Spain 111.8 126.0 102.6 86.1 100.2 97.3
France 100.6 96.1 92.5 88.4 107.4 97.0
Ireland 121.5 82.9 .. 83.0 84.1 ..
Italy 92.4 127.0 147.2 113.9 119.0 99.6
Luxembourg 100.6 86.9 99.1 102.5 124.6 119.5
Netherlands 90.4 71.9 76.4 82.0 97.6 ..
Finland .. .. .. 128.4 128.0 86.1
Sweden 91.7 104.0 119.1 145.9 172.3 131.8
United Kingdom 64.7 73.6 79.8 72.6 72.5 65.1

1. Without taxes, January 2001.
Source:  Eurostat and OECD.
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As with electricity, the gas market can be separated in areas with little
scope for introducing competition, notably (high-pressure) transmission and the
(local) distribution of gas, and areas which are potentially competitive like gas
supply, gas storage, and gas retailing and marketing.” However, the liberalisation
law only stipulates separate accounting for transmission, distribution and storage
activities within vertically integrated companies, raising similar competition con-
cerns as in the electricity market.”” The regulatory authority is currently the Minis-
try of Economic Affairs and Labour, a task which is envisaged to be transferred to
an independent authority by October 2002, possibly to the electricity regulator, to
exploit synergy effects and available professional knowledge. While this is a very
significant step towards opening the market to competition complete unbundling
of vertically-integrated companies and withdrawal of public ownership also
remain an issue as in the electricity market.

Substantial progress has been made in the telecommunication market

The opening up of the Austrian telecommunication market has progressed
rapidly. The number of nation-wide fixed-line telephony providers has increased
to more than 30 and since May 2000 there are four mobile phone operators offer-
ing their services. Policy actions to promote competition within the telecommuni-
cation sector have included the establishment of an independent regulator — the
Telekom-Control-Commission and the Telekom-Control GmbH, which later
became part of the Regulatory Authority for Broadcasting and Telecommunica-
tions (RTR) — the introduction of full number portability (since spring 2000), and
carrier pre-selection (since March 2000) for fixed line services.” Also, the incum-
bent (Telekom Austria) was further privatised lowering the government ownership
share to below 50 per cent. Consequently, there has been a marked decline in
most telecommunication prices. For example charges for fixed line calls are now
only a fifth of their level in 1997 with local and long-distance charges converging to
the same level. Notwithstanding this progress, prices for a given basket of tele-
communication services for both household and business users remain above
similar baskets in countries with earlier liberalisation of telecommunication mar-
kets, such as Denmark, Sweden and the Netherlands, indicating a scope for further
reduction of prices (Figure 16). Interconnection charges fell more than in any other
EU country since 1997, and were further adjusted downwards in spring 2001. But
they remained above the EU average in 2000 and nearly twice as high as the best
practice for local level interconnection.” The telecommunication providers are
expected to reach a mutual agreement on interconnection charges. Only when this
does not materialise the telecommunication regulator will set charges so as to
reflect the cost of interconnection, based on a “forward-looking long-run incre-
mental costs model” (FL-LRAIC model).8° Reductions in interconnection charges
could be supported, like in Denmark, by comparison with the best practice in the
EU. Charges for local and long-distance calls — particularly during peak time — were
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Figure 16. Telecommunication prices in selected countries?!
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3. The tariff basket (including VAT) does not include international calls and calls to mobile networks.
Source: OECD, Communications Outlook 2001 and OECD.
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higher than in other EU countries in early 2000, although recent policy action may
bring these charges down.?!

The mobile phone market compares well with those of other countries.
The market is well developed with high penetration rates.®? Moreover, usage
charges for mobile phones are low in European comparison, although the fixed
charges for consumers bring total costs above the EU average.®® The high penetra-
tion can partly be explained by the large subsidies providers have given to hand-
sets. However, number portability is lacking in the mobile phone market and
contract periods are long, extending up to one year, and this raises consumers’
switching costs thus creating important lock-in effects. The current regulatory
framework has been instrumental in developing the mobile phone market, but as
the market is maturing competition is likely to benefit from imposing number
portability. However, such a pro-active unilateral measure is currently not possible
as the regulator is restricted to act on the request of market participants. Thus, an
adaptation of the regulatory framework would be required to allow for such pro-
active measures.

The prices for calling from a fixed line phone to a mobile phone and
“roaming charges” — denoting the interconnection fees charged by foreign service
providers for using the mobile phone outside Austria — are substantially higher
than the associated costs of providing the services. As in other EU countries, little
competitive pressure exists that would lower the cost of calling from a fixed-line
phone to a mobile phone as the mobile phone customer is mostly interested in
the cost of outgoing calls and the caller has little choice. The cost of calling from
the incumbent’s fixed-line system to networks of various mobile phone providers
may vary up to 33 per cent within the same time band and 60 per cent overall,
with the most expensive service being more than four times more expensive than
the reverse call for a business user. Regulatory steps have been taken that could
lower such prices with the imposition of standard termination and origination fees.
In mid-2000 the regulator imposed in steps — within five dispute settlements —
fixed fees for termination and origination of calls in the mobile network for all
mobile phone service providers (except for a new entrant into the mobile phone
market) at the same level, defined by the fees which the provider with SMP (sub-
stantial market power) is obliged to apply.?* This led to fee reductions of more
than 50 per cent. However, this decision has been challenged before the Courts.
Roaming charges are much higher than domestic calls of similar distance. Regulat-
ing such charges is not easy, as it requires the involvement of other countries’
regulators, and should not be necessary once competition has broadened suffi-
ciently. In mid-2001 the European Commission began an investigation into possi-
ble collusion in the setting of roaming charges by German and English mobile
phone providers. A supplementary measure could be to improve information dis-
sipation by publishing roaming charge benchmark tables similar to the EU’s
present benchmarking of interconnection charges.®
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Telekom Austria is obliged to provide unbundled access to its local loops
and associated facilities with related fees determined on a cost basis by the regu-
lator. Such fees have been reduced by a total of more than 10 per cent in
spring 2000 and early 2001. Also, the regulator can impose penalties on the incum-
bent if it fails to meet the deadlines for providing such access. However, competi-
tors have complained that the incumbent has refused to negotiate with operators
not yet granted a license and that the incumbent has discriminated between oper-
ators with respect to the provision of collocation facilities.®¢ The regulator has
gradually reduced the monthly rental fees for leased lines from € 12.35 in 1999 to
€ 10.90 in 2002. Moreover, growth of the Internet has been rather strong with a
penetration rate of 40 per cent by the end of 2000. This development can largely
be explained by a relatively high broadband penetration in Austria, which is the
fourth highest in the OECD area and the highest in Europe, although it still
accounts for a low share of overall network capacity.?” This, in turn, is related to a
widespread availability of cable television networks, which has forced Telekom
Austria to quickly upgrade its network to provide digital (DSL) services. The cable
television networks also represent a potential for introducing competition
between fixed-line networks more generally, although at present only few compa-
nies offer network services for voice telephony via the cable TV networks. An addi-
tional measure for developing the Internet is the “Signature Act” (effective from
1 January 2000), which created the legal basis for the use of electronic signatures.3

Little progress in opening the markets for railway and postal services

Railway services are still mostly provided by the publicly-owned Austrian
Rails. In January 2000 an independent regulators were established (Schienen-Control
GmbH and Schienen-Control Kommission) with a similar structure as the electricity reg-
ulators, although staffing (six experts and a four-member supervisory board) is
considerably smaller. There has been a separation of transport services and infra-
structure in accounting terms as stipulated in the relevant EC directive. However,
no additional steps have been made to create business identities for each of the
two activities, in contrast to several other OECD countries.®’ Indeed, experience
suggests that establishing a contestable market for transportation services
requires complete separation of the network and transportation services in mutu-
ally unrelated companies.”

There is also a lack of regulatory progress in the market for postal ser-
vices. In 1999, the mail and post bus portfolios were split off from telecommunica-
tions and incorporated in a separate state-owned company (Osterreichische Post AG)
which has a monopoly for all services related to letters up to 350 grams for the
purpose of financing its universal postal service obligation of mail delivery. While
the limit of 350 grams is in accordance with EC directives, many EU countries have
set lower limits (Germany, Denmark, Spain, the Netherlands, Italy, Sweden and
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Finland).”' Liberalising the market for letters can be expected to generate sub-
stantial welfare gains for customers. In contrast, the granting of monopoly rights is
no adequate measure to finance universal postal service obligations. The Swedish
Post (the former monopolist) regards this obligation as a competitive advantage
due to network effects and is not compensated for providing universal services.??
Even if the costs of providing such services are higher than the value of the com-
petitive advantage, universal services could be commissioned from Austria Post,
or any other postal operator, rather than granting a monopoly position on the mar-
ket for letters.”?

Public procurement rules

Public procurement rules at the non-federal level of government are not
uniform across Austria, except for the cases where the size of the contract requires
EU-wide tendering and thus follows EU procurement rules. The differences in
public procurement rules may potentially increase administrative costs for bid-
ders and is at variance with ensuring a “level playing field” for competitors. Cur-
rently there is a consultative process (expected to be terminated in summer 2002)
under way to unify public procurement legislation, and this might lead to an
increase in the low share of public procurement effectively open to competition.**
In addition, a “Federal Procurement Company” was recently established — which
administers the largest share of federal procurement — and new administrative
measures have been put in place to streamline procedures, such as replacing
paper work with electronic information exchange and the Internet publication of
all public tenders.”

Retail sector regulation

The last extension of shop opening hours took place in 1997, allowing shops
to remain open a maximum of 66 hours a week between 6 a.m. and 7.30 p.m. every
weekday and until 5 p.m. on Saturdays. While the Minister for Economic Affairs
and Labour proposed a further liberalisation of shop opening hours, plans for fur-
ther reform were abandoned due to the opposition of the social partners and the
states. A survey carried out by the Chamber of Commerce indicated, however, that
the 1997 liberalisation of shop opening hours increased turnover for shops with
longer opening hours, significantly raised consumer satisfaction, and had only lit-
tle effect on employment. Econometric studies elsewhere show positive employ-
ment effects of liberalising shop opening hours, and identified Austria as one of
the countries in the OECD with the most stringent regulations overall in the retail
sector.”® Thus, deregulation of the sector more generally, including markedly more
liberalised shop opening hours, is likely to improve employment creation as well
as to increase consumer welfare.
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In a similar vein, the rules governing permission to open out-of-town shop-
ping centres (larger than 800 m?) have been eased. This follows complaints about
ambiguities of the previous regulation, which required that permits only be given if
the local supply of the population with consumer goods and services were not at
risk. The precondition is now that the granting of such a permission should not
endanger the local population’s access for “everyday consumer goods needed at
short notice”. By ordinance the Ministry of Economic Affairs and Labour has desig-
nated that “everyday consumer goods” include foodstuffs as well as detergents,
cleansing agents, stationary products and textiles. The local permission process is
expected to take between three and six months. Although the new rules appear less
restrictive, such regulations also shelter smaller outlets from competition, leading to
higher prices and more restricted choice for consumers. To the extent policy makers
aim at securing local access to certain types of consumer goods, this could be
obtained in an alternative manner — for example by obliging and compensating the
retail industry to provide home deliveries — without the need to restrain competition.

Measures to improve entrepreneurship

Some progress has been made in introducing measures to improve the
framework for promoting entrepreneurship. The fee for the mandatory member-
ship of Chamber of Commerce has been abolished and founders of new enter-
prises have become exempted from all taxes and fees in connection with the
foundation. The potential personal costs associated with bankruptcy have been
lowered. The penalty code has been changed so that debtors can only be charged
with gross negligence (punishable with up to two years in prison) in connection
with a bankruptcy as compared with the previous stipulation of simple negligence
(punishable up to three years in prison). In addition, the list of possible negli-
gence offences has been narrowed down and made exhaustive. On the other
hand, the implementation of the one-stop permission process has still not been
finalised, although permission procedures should become easier with the
planned electronic interchange of documents between the applicants and the
authorities involved. This would establish a “virtual” one-stop shop where appli-
cants only have to communicate with one authority, which then co-ordinates the
bureaucratic organisation of the permission process.

Financial market developments and regulation

Traditionally, large segments of Austria’s financial markets are based on
banks offering “universal” services as financial intermediators. Since the EU acces-
sion in 1995 the landscape of financial institutions has become more diversified.
Several measures have been taken so as to both integrate Austrian financial mar-
kets into those of the EU — partly driven by the EU’s Financial Services Action
Plan — and develop non-banking financial services. In this context special atten-
tion has been given to raise the international comparability of financial invest-
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ment instruments, and to making equity investment more favourable through
changes in the tax system. The changing framework for financial regulation
includes a unified financial market supervisor authority. The rest of this chapter
highlights major developments in financial markets and recent policy initiatives.

Financial market developments

In the mid-1990s, when Austria joined the EU, the volume of investment
funds amounted to about one-fifth of the volume of saving deposits. The subse-
quent quadrupling of assets in investment funds combined with little growth in
saving deposits marked a change in the focus of private savings with assets in
investment funds reaching three-quarters of the holdings in saving deposits. This
coincided with a sharp increase in indirect share ownership, with about one-third
of the assets in investment funds invested primarily in foreign equity. Substantial
parts of the investment insurance and pension funds are managed by banks and
this has led to an adjustment of the banks’ income in favour of fees and commis-
sions at the expense of on-balance sheet bank lending. Moreover, the banking
sector is subject to ongoing consolidation, involving mergers across the border,
while expanding its business to Central and East European countries. At the same
time, the central government has sharply reduced its holding of bank shares fol-
lowing the sale of the Austrian Postal Savings Bank in mid-2000. This is an impor-
tant development towards ensuring a level playing field. At the regional level, the
state mortgage banks — fully or majority owned by the Ldnder — pay a commission
to the public sector for their guarantees.”” However, the size of the commissions
vary considerably and the relation to the value of the public guarantee is not uni-
form across banks. In cases where banks have lost their public guarantee their
credit rating appears to have worsened, potentially raising refinancing costs.”®
Another factor that may change saving patterns and thus affect the banking indus-
try in the coming years is the abolishment of anonymous bank accounts in
November 2000, although the savings behaviour has so far only changed little with
total deposits in such accounts remaining at just below 60 per cent of GDP. The
identification process of the accounts is still under way with about two-thirds of
the holders having been identified by mid-2001.

The Vienna stock market has a very small market capitalisation, equiva-
lent to less than 16 per cent of GDP as compared with an average EU market capi-
talisation of nearly 110 per cent of GDP. In addition, the part of the shares floating
freely totals some 45 per cent, only about two-thirds of the factor in the EU. This
makes the market relatively illiquid and reduced the international investors’ inter-
est in Austrian stocks. A number of policy measures aim at developing an equity
culture and fostering across-the-border capital market integration, as intended in
the EU’s Financial Services Action Plan. The government’s privatisation pro-
gramme should expand the availability of shares on the stock market, and the sale
of a stake of nearly 30 per cent of Telekom Austria in November 2000 was partly
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directed towards private households.!®® Measures introduced for the purpose of
improving the condition for share trading comprise the abolishment of the stock
exchange turnover tax in autumn 2000 and the incorporation of the Vienna Stock
Exchange as well as a reorganisation of the organised stock market into three sep-
arate market segments. In addition, the Vienna Stock Exchange is expanding its
international co-operation, having established mutual trading of shares with the
Deutsche Borse through the XETRA trading system and with the creation in
November 2000 of the NEWEX stock exchange for trading of Central and East
European shares. Moreover, to enhance investor protection stricter rules concern-
ing equal access to information and the operation of the stock exchange are
planned.'®! To further stimulate the international interest in Austrian shares, the
Capital Market Promotion Act of 2000 permits Internet publication of prospectuses
in English.'”2 However, a significant impulse for trading at the Vienna stock
exchange did not yet emerge from these initiatives.

A particular concern has been the development of a venture capital market
and some success has been achieved in this area with a doubling in 2000 to
84 venture capital firms, although in terms of financing resources the venture capital
market remains relatively modest with a combined capital of € 0.2 billion. Most of
the venture capital firms are backed by government guarantees and subsidies with,
on average, about half of the venture capital coming from the public sector, although
recently the private share has increased somewhat. The government-owned Finan-
zierungs-Garantiegesellschaft (FGG) issues capital guarantees of up to 50 per cent for
venture capital funds and BURGES issues project-related guarantees for private
individuals of up to 100 per cent (with an upper ceiling of € 20 000) and for all other
capital providers for up to 50 per cent (without any upper ceiling) of the capital
invested.'”® Moreover, venture capital funds under certain conditions are subject to
preferential tax rules in that individuals are exempted from withholding tax on
returns from income invested in such funds (upper limit of € 14 535) and certain
funds are exempted from paying corporate income tax. But medium-sized enter-
prises (SMEs) hardly cover their capital requirement through issuing stocks (a num-
ber of IPOs have even taken place abroad) and the Austrian Growth Market,
established in 1999 on the Vienna Stock Exchange, to finance SMEs was dissolved in
February 2001. Also, low effective taxation of owner-occupied housing is likely to
bias investment in favour of real estate.'®

Financial market supervision is being unified

A new law for a unification of financial market supervision passed Parlia-
ment in mid-2001 and will come into force on 1 April 2002.'% Currently the Ministry
of Finance is responsible for supervision of the banking and insurance industries
as well as of pension funds — a substantial part of the banking compliance monitor-
ing is carried out by the Austrian Central Bank Oesterreichische Nationalbank (OeNB) —
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and the Federal Securities Authority (Bundeswertpapieraufsicht) is in charge of securities
supervision.'” The supervisory activities concerning banking, insurance and securi-
ties are planned to be unified in a Financial Market Supervisory Authority (FMSA),
with the operational costs shared by the supervised institutions and - to a lesser
extent — the federal government.'?” 1% A number of OECD countries have already
established such single supervisory authorities, including Denmark, Hungary,
Iceland, Japan, Korea, Norway, Sweden and the United Kingdom.'” To enhance the
enforceability of supervisory measures, the FMSA will be equipped with powers to
impose administrative penalties. The unification of financial market supervision
might lower the cost of supervision, although this would appear to depend on the
integration of existing resources currently employed by theOeNB.''® However, such
an integrated regulatory approach should also be seen in connection with the regu-
latory challenges presented by the continued integration of financial markets and
the emergence of financial conglomerates.

Overview and scope for further action

Since the last Economic Survey on Austria there have been a large number of
significant policy initiatives — some of which have been implemented and others
still being in a preparatory state — that can be expected to improve the functioning
of the labour and product markets. The general thrust has been to reduce non-
wage labour costs, foster labour force participation, improve the efficiency of job
placements and raise the effectiveness of the education system. Furthermore,
important progress is being made towards a greater degree of competition in net-
work industries. An overview of the original Jobs Study proposals, subsequent
developments and recommendations for further action is shown in Box 3.

While several policy measures with respect to the social transfer system
are likely to increase work incentives and labour utilisation, important fields
remain where further action would be required. In some cases the introduction of
new benefit entitlements does not appear to be consistent with the goal of
improving the allocative efficiency of labour markets. The following aspects con-
cerning social benefits and the job placement system deserve particular attention
to support the ongoing reform process:

— Plans to widen the definition of “acceptable jobs” with respect to the
skill profiles for recipients of unemployment related benefits should be
implemented. The acceptability criteria should be progressively broad-
ened with unemployment duration.

— The lengthening of the eligibility period for unemployment benefits
does not appear to be consistent with other measures designed to
improve the incentive structure of unemployment related benefits.
Extended durations of unemployment benefits for older people should
be abolished. For similar reasons, the difference in replacement ratios
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Box 3.

Implementing the OECD Jobs Strategy — an overview of progress

Since the last review a number of policy measures in the spirit of the OECD Jobs Strategy have been
implemented, although in some fields progress has been mixed. This summary reviews progress since
the Jobs Strategy recommendations were made for Austria in 1997

Job strategy proposal

Action taken since 1997

OECD assessment/recommendations

¢ Encourage wage
differentiation, greater
plant-level bargaining
and opening clauses
Facilitate the
employment of older
workers and reduce
incentives for early
retirement

¢ Reform regulations
underpinning inflexible
working practices

¢ Liberalise terms for
renewing fixed-term
contracts

Facilitate part-time and
casual work

¢ Reform dismissal
protection

1. Increase wage and labour cost flexibility

Greater flexibility agreed by
the important metal sector.
Changed wage profile for
white-collar workers.

Subsidies introduced for
employment of older workers
and fines for dismissals.
Relaxation of conditions for
part-time pensions.

Law governing hours of work
liberalised allowing more
flexible organisation of
working time for industries
taking advantage of this

(e.g. metal). Greater flexibility
agreed in some collective
contracts.

Restrictions reviewed and
assessed to require no action.

Extension of obligation for
employers to pay social
security contributions
extended to self-employment
and to casual jobs. Benefits
given to employees for
working-time reductions.
Subsidised training leave
tighter targeted. Restrictions
for part-time employment in
the public sector eased.
Existing regulations reviewed
and assessed to require

no action.

Encourage the next step toward
genuine opening clauses within
the collective bargaining
framework.

Encourage wage negotiations
which seek to take account

of the special situation of older
workers. As a complement to
this reform, make
unemployment benefits for
older workers more closely
follow market wages.

II. Increase working-time flexibility and ease employment security provisions

Review effects of regulations
and, when necessary, open
possibilities for flexible
agreements.

Keep situation under review.

Review the introduction of
social security contributions for
casual jobs and self-
employment with a view to
supporting the transition from
unemployment to
employment. Liberalise
restrictions on working time by
occupation. Reconsider
subsidies for part-time
employment of older people.

Keep situation under review.
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Box 3. Implementing the OECD Jobs Strategy — an overview of progress (cont.)

Job strategy proposal

Action taken since 1997

OECD assessment/recommendations

I1I. Reduce the distortions arising from unemployment insurance and related benefits

early retirement

¢ Reduce unemployment

benefits to seasonal
workers in the tourist
industry

¢ Reduce disincentives

to take up work in social
assistance programmes
and develop in- work
benefits

¢ Give greater emphasis

to active measures
and less to passive
measures

¢ Reduce the incentives for Early retirement restricted.

Incentives for early retirement
pensions reduced.

Eligibility conditions tightened.

Unemployment benefits and
assistance are now gradually
decreased for temporary
employment, rather than
immediately withdrawn.

For unemployment insurance:
waiting period introduced, the
required minimum employment
period lengthened, maximum
duration of benefits increased.

Consider further means to curb
early retirement in the short
term and strengthen longer-
term measures (stricter
eligibility criteria, higher
actuarial discounts for pension
benefits). Abolish institutional
segmentation of pension
system. Reduce replacement
rates of the pay-as-you-go
system. Replace severance pay
by company-based funded
pensions.

Monitor and proceed with
reforms.

To lower marginal effective tax
rates at lower income levels,
further examine possibilities to
raise earnings disregards while
simultaneously lowering
benefits rapidly as people
approach full-time employment.
Develop in-work benefits

in the context of greater wage
differentiation. Widen job
acceptance criteria with
respect to skills. Abolish
extended durations of
unemployment benefits

for older people.

Subsidies now paid to employers Monitor to see whether

for employing those on
unemployment assistance.
For those on leave, a subsidy

is paid if an unemployed is hired

to fill the job or if training is
taken up. Subsidies introduced
for working time reductions
which lead to hirings of
unemployed.

the restriction to take

on unemployed is
administratively feasible
and that leave is not abused
and becomes costly for

the economy.
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Box 3. Implementing the OECD Jobs Strategy — an overview of progress (cont.)

Job strategy proposal

Action taken since 1997

OECD assessment/recommendations

e Preserve and restore
the attractiveness of
the dual vocational
training system, clarify
its relationship to higher
education.

e Shorten and reform
higher education and
focus it on more
occupational-oriented
studies. Extend role of
new higher level schools
(universities for applied
sciences)

¢ Foster venture capital
markets and reduce
regulatory barriers

Financial aid to firms and the
unemployed for training and
integrating the unemployed

is being expanded. Employment
in social and health occupations

to be promoted. Subsidies

for employment associated with
regional infrastructure investment.

IV. Improve labour force skills

Curricula for some apprenticeships
revised and new occupations
introduced. Health insurance
contributions for apprentices
waived and work hours of
apprentices liberalised.
Procurement contracts to be
linked to training. Tax break
granted and injury insurance
contribution waived for companies
taking on apprentices. Financial
assistance to institutions
organising additional vocational
training.

New university law which allows
for shorter study periods. Tuition
fees introduced for students.

Stock exchange merged with
options and futures markets.
Vienna exchange now to link with
Frankfurt. New single regulator

for financial markets. Voluntary
take-over code introduced.
Programmes to encourage venture
capital and business angels.

Focus the measures narrowly on
problem group. Evaluate
effectiveness of schemes. Embed
support for social and health sector
employment in wider reforms
which encourage efficiency and
sound finance. Ensure efficient
infrastructure investment.

Better integrate the various
employment services, including
the provision of social assistance.
Widen the scope for private
placement agencies and introduce
contestability of PES-services.

Continue to revise vocational
training curricula and occupations.
Avoid attaching subsidies and
procurement to training. In support
programmes for youths who have
not found apprenticeships, ensure
that market forces are important in
determining the type of training to
be offered.

Shorten higher education and
make it more occupationally
oriented. Continue with reform of
universities. Link funding to
performance. Examine potential for
moving some study fields to the
new institutes of higher education.

V. Enhance creation and diffusion of technological knowhow

Lower effective taxation of equity.
Widen the potential for investment
funds to take equity in enterprises.
Focus public financial support
programmes on complementing
private funding.
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Box 3. Implementing the OECD Jobs Strategy— an overview of progress (cont.)

Job strategy proposal Action taken since 1997 OECD assessment/recommendations
¢ Stimulate the diffusion  Technology package being Continue with basic reforms of the
of technology implemented which seeks to raise university and tertiary sector to
level of RED. Clusters to be encourage greater integration with

promoted in basic research and  the economy and increased
employment of scientists in productivity of research funding.

industry subsidised. Competence
centres being established.

VI. Support an entrepreneurial climate

¢ Facilitate the Regulations governing Continue to examine regulatory
establishment of new commencement of a trade impediments and improve
enterprises liberalised (Gewerbeordnung). procedures especially at Lander
Relaxed restrictions on opening  level. Further liberalisation of
large-surface shopping centres trades law and of hours of trade.

to protect local shops. Costs
of establishing SMEs lowered.

Abolishment of stock exchange Monitor effectiveness of new

turnover tax. Establishment of institutional structure.
unified financial market supervisor.
¢ Reform bankruptcy Reform to bankruptcy law, Monitor effects of reorganisation
law to facilitate changing governance incentives  law. Consider extending
reorganisation and powers of individual creditors protection to companies under
including a lowering of potential  restructuring. Improve discharge
personal costs associated with procedures allowing faster re-
bankruptcy. Re-organisation entry to business life of an
procedures established with entrepreneur.
financial sanctions for directors
if bankruptcy follows.
¢ Planning approval Approval procedures simplified ~ Monitor the effectiveness of the
needs to be simplified and in some states down to three new procedures and continue
months. reform. Complete the one-shop

permission process.
VII. Increasing product market competition

¢ Encourage competition Telecommunication liberalisation Adopt a more pro-active policy
in the network sectors  laws in force. Complete opening  stance in telecommunication

of the electricity market by regulation, including full number
autumn 2001 and of the gas portability in the mobile phone
market by autumn 2002. segment. Monitor

telecommunication prices.
Continue with energy market
reforms and secure complete
unbundling of grids from
distribution and generation,
reinforced by privatisation

of utilities. Set access fees in
network sectors at competitive
levels and insure network access
of competitors.
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Box 3. Implementing the OECD Jobs Strategy — an overview of progress (cont.)

Job strategy proposal

Action taken since 1997

OECD assessment/recommendations

e Barriers to entry in
the provision of local
services to be lifted
and public and private
suppliers placed on
an equal basis

e Pursue privatisation

e Establish independent
competition authority

Accounting separation of railway
services and tracks.
Establishment of an independent
railway regulator.

No major changes although
a number of entities have
been taken off budget.
Public procurement rules
are being reviewed.

Postal savings bank (fully)

and Telekom Austria (partly)
privatised. Creditanstalt
privatised. Tobacco monopoly
privatised.

Proposal to establish an
independent competition
authority.

Establish legal identities for railway
services and tracks and ensure non-
discriminatory access to tracks for
third-party service providers.
Reduce the share of letter delivery
reserved for the publicly-owned
incumbent. Establish an
independent regulator.

Abolish preferential treatment of
public suppliers. Introduce
greater market testing.
Establishing common public
procurement rules across different
levels of government.

Complete the privatisation

programme, particularly in
liberalised sectors.

Proceed with reform. Secure
effectiveness by establishing clear
competencies. Monitor if personal
endowment is sufficient. Set fines
sufficiently high to deter anti-
competitive behaviour.

between unemployment insurance benefits and unemployment assis-
tance should be reconsidered for the various groups of unemployed
persons and widened if necessary.

— Financial support for working time reductions from full-time to part-time
employment for older employees (Altersteilzeit) do not seem appropriate
to increase labour force participation of the older people and should be

reconsidered.

— The system of severance pay should be replaced by portable company-
based funded pensions.

— The planned increase in child benefits (Kindergeld) is likely on balance to
reduce working hours supplied by parents. If increasing social support
for families is desired, it would be more promising to allocate funds for
the purpose of extending child care facilities.
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Initiatives to better integrate the different functions of the public employ-
ment service are welcome. Similarly, the provision of social assistance should be
closely co-ordinated with job placement. Moreover, the scope for private place-
ment agencies within an integrated employment service should be widened and
contestability of PES services introduced. Active labour market measures play an
important role in the government’s employment strategy. Within a framework of
improving the “profiling” of the unemployed, ALMPs should be better utilised to
test the readiness of benefit recipients to take up work. To secure the effective-
ness of training and work provision schemes, measures should be tightly targeted
on problem groups. In general there is a risk that private sector entrepreneurial
activity is crowded out by public work programmes, and deadweight costs are
often substantial. Appropriate evaluation of the effectiveness of the measures uti-
lised with respect to increasing employment chances and minimising deadweight
and crowding out effects is therefore imperative and should be stepped up. A
promising strategy for “activating” unemployment-related benefits and social
assistance schemes is to put more emphasis on in-work benefits that ease mar-
ginal effective taxation associated with the transition into employment.

The increasing importance of skilled human capital in a “knowledge
based society” reinforces the need for reforming Austria’'s education system. Ter-
tiary education is costly and its allocational efficiency needs to be improved to
cope with an opening gap in skills provided and demanded. Plans for university
reform go in the right direction and should be carried through. In particular, while
the introduction of tuition fees is welcome raising the financial endowment of the
universities is not sufficient for improving performance. Rather, it is important that
reform quickly moves on implementing a higher degree of competition between
universities and establishes a link between the universities’ performance and
their funding. Financial support to training enterprises must not introduce a bias
in favour of certain occupations or sectors. In general, adapting the pay scales for
apprentices to secure the viability of training is preferable over public sector
financial support.

Product market reform is progressing in Austria, both with respect to
improving general competition enforcement as well as introducing a higher
degree of competition into network industries. Progress is uneven, however, and
important regulatory issues remain.

The present regulatory system for general competition issues depends on
the action of particular interest groups and is vulnerable to outside pressure.
Against this background, the establishment of an independent competition
authority marks important progress towards a system of effective competition
enforcement. There is a risk, however, that an unclear division of executive powers
between the competition authority and the newly-established prosecutor, and a
lack of effective enforcement powers will hamper the effectiveness of the new
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competition authority. Thus to secure effectiveness the institutional design of
competition enforcement needs to be streamlined. In a similar vein, the govern-
ment should consider endowing the competition authority with the right to issue
administrative fines — eventually subject to the final legal rulings — if firms are
found to violate the regulations. More generally, fines should be sufficiently large
to deter anti-competitive activity. Adopting a “leniency programme” should be
considered, whereby the first firm, which provides evidence on the existence of a
cartel and fully co-operates with the competition authorities in prosecuting the
collusion, would be eligible for reduced sanctions. Also, it needs to be monitored
whether the competition authority is not under-staffed, and the endowment with
personnel needs to be quickly increased if necessary in order to avoid long deci-
sion delays. Also, the transparency of the regulatory framework overall would
increase if the institutional structures of the general competition enforcement on
the one hand and of sector-specific regulation were better aligned. In the sphere
of general competition enforcement this reinforces the suggestion to establish a
competition commission endowed with similar powers as the sector-specific com-
missions — that have already been established in the electricity and telecommuni-
cations sectors — rather than introducing the planned cartel prosecutor.

Regulatory reform in network industries can be expected to generate
potentially very substantial welfare improvements for consumers and to contribute
to increasing productivity growth in the economy. In telecommunication regulatory
reform led to sizeable price cuts and a widening range of services. Significant price
cuts have also been observed in the electricity sector. The government fully opened
the electricity market by 1 October 2001 and has scheduled the full opening of the
gas market for 1 October 2002, well ahead of the requirements stipulated in the
respective EU directives. In contrast, regulatory reform in the postal sector is not
particularly advanced, and little progress has been made in the railways system.
International experience suggests that incumbents tend to exploit their market
power, thus preventing the evolution of competitive markets. This includes adopt-
ing a strategy where obstruction of competition instigates legal action that may be
time-consuming. Hence, opening network industries to competition must pay atten-
tion to a number of key factors to be successful.!!! Given the overriding importance
of ensuring unrestricted access of competitors to the respective network, indepen-
dence needs to be established of the grid from the service providers. In the same
vein, the regulatory system needs to be sufficiently pro-active to ensure that exist-
ing incumbents do not follow an entry blocking strategy. Further action is necessary
in Austria to firmly establish these principles in the ongoing reform process. Major
outstanding issues regarding competition in network industries are:

— In telecommunications the regulatory framework should be extended so as
to allow pro-active measures of the telecommunications regulator on its
own initiative. In the mobile phone market number portability should
be imposed. This would reduce the consumers’ switching costs and is
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thus likely to increase competitive pressures in the market for mobile
telephony.

— The introduction in the electricity and gas sectors of freedom for consumers
to move between suppliers, scheduled for this year and the next,
respectively, denotes a major achievement, but with vertically inte-
grated utilities dominating these markets effective non-discriminatory
access to networks is not fully secured. Thus, to strengthen competition
in the electricity and gas markets grids need to be completely unbun-
dled from distribution and generation. At the minimum, this requires a
separation of networks and generators into different legal entities. This
should be reinforced by privatising utilities.

— In the postal sector the monopoly rights for letter delivery should soon be
reduced and terminated. To the extent universal service obligations in
the delivery of mail are associated with additional costs, financing such
services by granting monopoly rights is not adequate. In a competitive
market, such services could be commissioned by the government and
paid for out of the general budget. Opening the postal market to com-
petition should be fostered by transferring the regulatory competence
from the Ministry of Transport, Innovation and Technology to a strong
independent regulator.

— In the railway sector entry of private providers of transportation services
should be fostered. This requires, in particular, that independence be
established of the grid from the provider of transport services.

Important regulatory issues also arise with respect to non-network sectors.
The regulation of shop opening hours should be liberalised further. To level the
playing field for competitors in public procurement, the relevant rules should be
made uniform across the different layers of government, based on open tender-
ing. Such action, by putting downwards pressure on procured goods prices, would
also aid the process of consolidating general government finances. Several mea-
sures have been introduced over the past years to strengthen Austria’s financial
markets. To some extent, this has been a success, reflected in increased product
variety, but equity capital financing of companies still plays a relatively small role.
Introducing a funded layer into the pension system should aid the further devel-
opment of equity capital markets, provided the rules defining admissible pension
plans are not too restrictive for investing in pension instruments to be attractive.
Furthermore, continued privatisation of public sector companies should contrib-
ute to increasing the share of stocks in the portfolios of private households. Priva-
tisation should be extended to the remaining state-owned banks at all levels of
government, which would contribute to levelling the playing field in the banking
sector particularly in the mortgage segment. However, low effective taxation of
owner-occupied housing biases investment decisions in favour of real estate, and
this should be corrected.
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IV. Encouraging environmentally sustainable
growth

This chapter examines the policy mix that has been chosen to reach
Austria’s environmental objectives with a particular emphasis on the use of eco-
nomic instruments and the incentives associated with environmentally motivated
regulations. The topics presented are selective and intended to illustrate main
issues and to provide foundations for policy recommendations, aiming at improv-
ing the cost-efficiency of environmental policies, i.e. reaching the same or higher
level of abatement of pollution at a lower cost to society.!'? This emphasis implies
that not all environmental policies are evaluated, nor that the chapter is assessing
the state of the environment, which is done by the OECD’s Environmental Perfor-
mance Reviews.'"

Environmental protection has a long tradition in Austria and was first men-
tioned in a legal context in 1969. Since 1984 there is a constitutional law explicitly
obliging the various layers of government — the federal government, the Léinder
and the municipalities — to engage in comprehensive environmental protection.
The explicit statement of environmental protection as a constitutional goal —
“Staatsziel” — reflects the high importance Austria attaches to environmental issues.
As a result, Austria has formulated ambitious environmental objectives and has in
many aspects achieved a high standard for its environment. The population sup-
ports ambitious environmental targets and politicians can rely on a broad consen-
sus for an environmental policy characterised by strict environmental legislation
in terms of setting standards combined with a considerable amount of environ-
mentally related public expenditures for environmental purposes, while it is rare
that more market-based measures are applied. A major concern of Austrian envi-
ronmental policies is that they have a common goal of reducing CO, and other
greenhouse gases emissions — although so far policies are unlikely to achieve the
ambitious CO, reduction targets.

The next section outlines the environmental policy framework in Austria,
including the institutional structure of competencies within the Austrian federa-
tion with respect to environmental issues as well as the use of evaluation systems.
The following section looks into Austria’s commitment under the EU burden shar-
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ing mechanism for the Kyoto protocol to reduce CO, emissions as an example of
ambitious targets.!!* However, the applied policy mix to reach this target appears
not to be balanced and its discussion dominates much of the space in this chap-
ter. To the extent economic instruments are applied, they are not tightly targeted
on environmental outcomes. Much is expected from “command-and-control” mea-
sures and from a re-directing of traditional subsidy programs towards environmen-
tal objectives, in such areas as in public transport, housing and biomass energy.
These themes are recurrent in other areas: water service providers receive large
subsidies to finance infrastructure investments, waste disposal is characterised by
detailed recycling regulations, and agriculture receives financial support for
organic and other environmentally friendly production methods - the former to
the extent that in some markets supply exceeds demand. Bureaucratic decision
making tends to pre-dominate in this policy mix. Relying more on market deter-
mined outcomes, with individual actors having more room to decide how best to
achieve an environmental standard, would allow Austria to maintain its favourable
balance between economic growth and a clean environment at lower costs.

The federal institutional structure

The main legislative competence with respect to environmental issues
within the Austrian federation is concentrated at the federal level, although the
Linder are responsible for implementation of federal legislation in general as well
as regional legislation in some important areas, such as spatial planning and
building standards.!"® The Linder are financed through a negotiated revenue shar-
ing system and earmarked transfers from the federal government. For instance in
the area of housing policies, the individual Land is responsible for the design and
allocation of housing subsidies (including the recently introduced opportunity to
redirect subsidies to energy saving investments) and the federal government pro-
vides the financing. EU directives add an additional layer of competencies, having
a direct influence on the formulation of environmental policy at the federal level
(like the common agricultural policy and the current deregulation of gas and elec-
tricity markets) and with the Linder being involved in implementation. While
potentially allowing for more subsidiarity, this division of responsibilities can lead
to an ineffective policy design, as in the case of policies to promote renewable
energy sources in a deregulated electricity market through guaranteed feed-in-tar-
iffs. These are implemented across Austria, but with their levels determined by
the individual Land, creating complex incentive structures concerning the supply
of renewable energy sources, which may go beyond environmentally justified lev-
els (see below).

The protection of the environment — including strategies for
sustainability — is the joint responsibility of the federal and Linder governments
with the National Environmental Plan from 1997 forming the basis for Austrian
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environmental policy, including policies to reach Austria’s CO, reduction commit-
ment. In accordance with the national policy, the federal government and each of
the Ldnder are developing their own action programmes, encompassing several
policy areas, such as measures to reduce CO, emissions through measures to pro-
mote renewable energies and improving the thermal efficiency in the housing
stock (see below). However, individual policies in these fields are often pursuing
multiple objectives, raising the issue of how to balance policies.

Evaluation of new legislative initiatives

Evaluation of specific projects or broader policies in terms of their envi-
ronmental effects has not been mandatory in the past, although various evaluation
and assessments techniques have been gaining ground. Evaluations of individual
projects became mandatory with the Federal Act on Environmental Impact
Assessment in 1994, amended in 2000 largely to comply with EU legal framework,
requiring an assessment of the direct and indirect effects of each investment
project on the surrounding environment as well as evaluating alternatives, replac-
ing earlier more ad-hoc cost-benefit analysis of larger — typically infrastructure —
projects.''® Policies are not systematically evaluated in terms of their environmen-
tal impact, although environmental policies are assessed in terms of their eco-
nomic effects at the federal level through a required regulatory impact statement
for all bills presented to parliament. These take into account additional costs for
public administration, other fiscal costs, the administrative burden for enterprises,
direct effects of the bill on employment and external competitiveness, although
economy-wide effects are not evaluated. The state of the environment is closely
monitored with the Austrian Federal Environment Agency issuing a “State of the
Environment Report” every three years (the latest from 2001) and with individual
Léinder issuing similar reports at regular intervals. Thus, there has been a move
towards greater use of evaluation techniques, although formal mandatory quanti-
tative analyses within a common framework are still to emerge.!'” The United
States, for example, is using a common evaluation framework in that mandatory
Environmental Impact Statements list the environmental consequences of
planned federal government policies and investments and the Office of Manage-
ment and Budget publishes tables showing the monetised costs and benefits of
“economically significant” rules.''® Naturally, such evaluations come with many
caveats, but using standard frameworks for evaluating costs and benefits could
form a basis for comparing policies and thereby contributing to a more consistent
and cost-efficient implementation.

The Austrian civil law plays a limited role in ensuring an even application
of environmental legislation and in enforcing the polluters-pay-principle. In cer-
tain cases, affected individuals may apply for an injunction even if the polluter is
in compliance with the law, although the burden of proof — often considered diffi-
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cult and costly — lies with the complainant, thus possibly restricting legal action. Fur-
thermore, third parties —i.e. citizens or NGOs not directly affected by pollution —
cannot take legal action against the polluter, limiting non-involved parties from
using the legal system. On the other hand, third-party action can be taken against
government agencies for non-enforcement or non-implementation by bringing a
liability lawsuit. Even though specific conclusions concerning the appropriate
place of the legal system in environmental policies are difficult to draw, the ten-
dency in other countries is that compliance with the law cannot always be used as
a defence and that NGOs have generally the right to take polluters to court, indi-
cating greater scope for using the legal system.'"”

The focus on subsidies and regulatory measures, such as command-and-
control instruments, leaves enforcement to administrative action and generally
does not allow for much individual scope of how to comply with the law. Moreover,
firms only face limited cost of polluting as long as they keep their pollution and
emissions below the environmental standards.'?’ Indeed, firms are not required to
compensate for environmental damages as long as standards are met. At the same
time, there is limited use of economic instruments or measures providing financial
incentives to change environmentally-damaging behaviour. Environmental goals
are therefore in some cases introduced without an integrated catalogue of mea-
sures to reach them. Furthermore, Austrian fiscal federalist arrangements lead to a
low emphasis on efficiency considerations at the implementation level (the
Linder), since associated fiscal costs are financed by the federation’s revenue shar-
ing mechanism, such as in the case of housing subsidies.

Austria’s CO, reduction target under the Kyoto protocol

Austria has clear quantifiable objectives with respect to green house gas
emissions.'?! Under the Kyoto protocol and the related EU’s burden sharing mech-
anism to reduce EU-wide emission of green house gases by 8 per cent Austria has
adopted a more ambitious target of reducing CO, equivalents — measuring all
green house gases in terms of CO, — by 13 per cent by 2008-12 relative to the level
in 1990.'22 This should be viewed in the light of Austria — with an energy intensity
slightly below that of other countries — having a lower than average CO, intensity
as compared with other OECD countries, to a large part explained by the high
share of hydropower in electricity generation (Figure 17). The relatively low CO,
intensity, however, also implies that abatement costs — the cost of reducing
emissions — in Austria would tend to be higher than in other countries, pointing to
potentially large benefits from the application of economic instruments including
international trading of CO, emissions.'??

By 1999 the CO, emissions (measured in CO, equivalents) were somewhat
higher than in 1990, mostly related to higher energy consumption and despite
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Figure 17. CO,emissions and total primary energy supply (TPES)
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some progress in replacing high CO, content fuels with natural gas (Figure 18).
Extrapolation of historical trends for CO, emissions indicates a further modest
increase in overall emission by 2008-12.'** While already implemented measures
are expected to reduce CO, emissions by as much as 5-6 per cent by 2005, it is
unlikely to be sufficient to allow Austria to reach its emission reduction targets. It
would therefore appear timely to reconsider the chosen policy.'?

Policy measures reviewed in the following sections to reach the CO, emis-
sion targets reflect the fact that two-thirds of all CO, emissions originating from
electricity generation, transport and space heating. Besides the few economic
instruments applied, policies include regulation mainly in the areas of traffic,
building standards and heating. Substantial subsidy programmes are applied to
promote renewable energy sources, higher efficiency in energy use (in particular
for space heating), enhanced efficiency in energy transformation, including
co-generation in the industrial and residential sector, and an improvement of
transport infrastructures to increase the market share for public transportation.
However, the sparse application of cost-benefit analysis means that little attempt
has been made to ensure the cost-effectiveness across policies. It therefore
appears that a better balance between these instruments could achieve environ-
mental standards at lower costs.

Figure 18. CO, emissions: historical developments and objectives
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Economic instruments

Environmental taxes refer in their strictest sense to taxation of each unit of
pollution, thereby imposing equal marginal abatement costs across activities as
economic agents minimise costs. However, even using a wider definition from the
OECD database on environmentally related taxes including all taxes levied on tax
bases with a particular relevance for the environment, Austria is relying relatively
less on environmental taxes (measured as a share of GDP) than other European
OECD countries. Most of those in place predate the debate considering the tax
system as a tool to promote environmental goals. Only the energy tax was intro-
duced in 1996, while the introduction of environmentally relevant car characteris-
tics in the calculation of the car registration and operating taxes dates back earlier.
Environmental taxes in Austria are largely related to taxation of energy (energy tax
imposed on electricity and natural gas and mineral oil tax) and there are signifi-
cant tax exemptions in place, which are independent of environmental consider-
ations.'?% For competitiveness reasons the energy tax for goods producing firms
has been restricted such that tax payments cannot exceed 0.35 per cent of the net
production value.'?” This restriction effectively means that a substantial share of
all energy consumption faces no incentives from the energy tax to economise on
energy. In terms of tax revenues the mineral oil tax is more important with
€ 2.7 billion.'?® From an environmental point of view the complete tax exemption
of coal is rather unfortunate and should, together with all other exemptions, be
abolished as exemptions increase the cost of reaching any targeted reduction in
CO, emissions (see Box 4). More generally, environmental taxes should be geared
towards various environmental objectives — such as reducing CO, and other
emissions — to ensure that marginal abatement costs are equalised across activities.

Private road transport

The general principles behind the Austrian system of vehicle taxation
(including road transport duty, vehicle registration tax and motor vehicle taxes)
serves to reduce the environmental impact from different types of vehicles,
underpinned by strict standards for catalytic converters and petrol quality as well
as annual compulsory automobile inspections (including emission controls).'?
The vehicle taxation system of new cars includes a charge based on fuel consump-
tion to promote more energy efficient vehicles as well as a monthly car registration
tax dependent on engine specifications.'?® In addition, motorway passes
(“vignettes”) were introduced in 1997 and their prices were doubled in 2001. Road
pricing for goods transport is being implemented in accordance with EU rules,
being based on the cost recovery principle, which may include damages to infra-
structures but not environmental costs."®! The current system of road pricing is far
from recovering the costs of maintaining the extensive Austrian highway system.
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Box 4. Competitiveness: a valid reason for sub-optimal
environmental taxation?

Competitiveness issues have always been a stumbling block to the imple-
mentation of a pure CO, tax. Indeed, countries applying such a tax (e.g. the Nordic
countries and Germany) introduced substantial tax-exemptions from the start to
avoid distorting external competitiveness. The arguments traditionally used
against the unilateral implementation of a CO, tax applied to all sectors centre
around the fear of exposing industries subject to international competition to a
loss in external competitiveness in the pursuit of domestic environmental objec-
tives. This would result ultimately in the relocation of workplaces without any glo-
bal reduction of CO, emissions.' Consequently, the 1996 Austrian energy tax on
natural gas and electricity introduced rather moderate rates as well as an upper
ceiling of 0.35 per cent of net production value for goods producing firms, and
excludes coal and renewable energy sources altogether.?

However, the main purpose of a CO, tax is to reduce the activities of the most
polluting industries or make them change their production methods. The loss of
employment (and regional aspects) has to be dealt with in the same manner as
with other structural changes in the economy. Moreover, it is important to recogn-
ise that exemptions for heavy polluters are costly: other domestic industries or
activities are disadvantaged with respect to the protected industry; and overall
costs of dealing with the environmental problem are increased. To reach a given
level of pollution abatement, exempting some activities means that the tax rate or
degree of regulation on others has to be higher, leading to a higher-than-other-
wise contraction of the non-exempted activities, with a likely higher overall loss of
output (given the larger reliance on reducing less pollution-intensive activities)
than compared with a no exemption situation. General equilibrium model numer-
ical simulations indicate that if export orientated sectors are compensated to
maintain their external competitiveness, a CO, tax that is 40 per cent higher for a
given CO, reduction target is necessary.?

For a small and open economy like Austria, there are nevertheless real con-
cerns that some enterprises, if hit by a substantial CO, tax, could be bankrupted
or would choose to relocate to another country unnecessarily. The latter refers to
the situation that once other countries also have acted in this field, the operation
of the enterprises in Austria would become viable again. To soften the impact on
external competitiveness and preserve abatement incentives a range of alterna-
tive economic instruments could be used. Among the measures applied in OECD
countries are tax credits (as in Sweden for NO, emissions), reduction of other dis-
torting taxes (such as taxes on labour) or tradable permit schemes (as in the
United States for sulphur and — in some states — NO,). All these measures reduce
the competitive disadvantage of environmental taxes for large polluters without
diminishing their environmental incentives. An extension of the latter system
could be the creation of an international market for greenhouse gas emission per-
mits, which would reduce the overall costs of meeting the Kyoto target by allow-
ing the emission reductions to take place where abatement costs are lowest.
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Box 4. Competitiveness: a valid reason for sub-optimal
environmental taxation? (cont.)

The design of a CO, tax may have different effects on the economy depending
on whether the tax is offset by a lowering of payroll taxes, making it revenue neu-
tral.* > However, reducing the marginal abatement incentives for the major offend-
ers on competitiveness grounds is not efficient and is rarely the only means
available to reduce adjustment costs.

1. It should be remembered, though, that given that relatively limited taxes may have the
required effects, the external competitiveness will be influenced by other factors too,
such as the exchange rate or the wage rate.

2. Insofar as the energy tax aims at reducing CO, emissions, the exemption of renewable
energy only reflects that they are CO, neutral.

3. In addition, non-linear responses to individual policies could imply that combining
polices may have migrating effects on the negative consequences. For example, an
increase in the supply of biomass energy could lower the necessary tax to reach a given
CO, emission target by a third or a half. See Breuss and Steininger (1998).

4. Some calculations have shown that the welfare cost of a CO, tax without rebates is much
higher than when rebates are made either as a reduction in pay-roll taxes or subsidies to
industries. However, these calculations did not include the welfare aspects of expanding
the future manoeuvre-room for the fiscal policy. See Farmer and Steininger (1999).

5. Such measures are often assumed complementary in nature, although this may not be
the case. For example, an improvement in heating system efficiency would lower the
profitability of thermal isolation investments. See Wirl and Infanger (1985) for a more
extensive discussion.

The tolled highways are allocated to ASFINAG, a 100 per cent federally owned
company, founded in 1997, ensuring that no transfers from the federal government
has been necessary since an increase in share capital in 1997.*2 The application of
a full cost recovery pricing principle should be introduced to terminate the current
environmentally damaging subsidisation of road traffic in Austria. The environ-
mental purposes of the vehicle taxation system are being further impaired by tax-
exemptions granted to sectors or vehicle types without obvious beneficial effects
on the environment, such as agricultural vehicles, taxis and rental cars. Such
exemptions should be abolished altogether.

Minimising the distortion from external effects of road traffic on the envi-
ronment requires that the marginal cost of car usage is set to be equal with its
environmental damages, e.g. through instruments like fuel taxes.'** However, their
use has been restricted by the perceived need to set gasoline taxes at levels low
enough so as to discourage the so-called “tank tourism”.'** The term refers to the
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situation where Austrians drive to neighbouring countries with lower gasoline
prices to purchase gasoline, which thus lowers revenues without being accompa-
nied by a reduction in emissions.'*® The setting of fuel taxation under the above
restrictions has lead to the level being below EU-member neighbours and
Switzerland and above those of other non-EU member neighbours (Figure 19).

The lower taxation of diesel than for other fuels (furthered by a fuel con-
sumption levy introduced in 1992 and increased in 1996) has reinforced a trend
towards a higher share of diesel-powered vehicles, accounting for two-thirds of
new registered cars and more than a third of the stock, leading to a higher share of
diesel in road fuels from 36 per cent in the beginning of the 1980s to nearly 60 per
cent by the mid-1990s. However, from an environmental perspective taxation of
diesel should be higher than that of gasoline as the carbon content is higher in
diesel, the emission of NO, is about a third higher for diesel engines than for non-
leaded petrol engines with catalysts.'*® Diesel engines also emit small particles,
although volatile organic compounds (VOC) emissions are higher for petrol
engines.”” On the other hand, setting tax rates that fully reflect emissions is diffi-
cult as the emissions of small particles — as well as for other important pollutants,
such as NO, and VOCs - are particularly dependent on engine technology and
driving conditions.'*® The determination of tax rates for diesel is to a large degree

Figure 19. Motor fuel tax rates in European OECD countries
Q2 2001 or latest available, US$
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Source: IEA, Energy Prices and Taxes, Second quarter 2001.
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based on sector considerations. Diesel tax rates are very similar across countries,
which may be explained by the trucking industry’s use of modern long-distance
vehicles, allowing for purchasing of diesel at will along the international route net-
work.® However, the current low taxation of transportation fuels in Austria does
allow for a higher degree of ecological consideration in the determination of tax
rates without having to fear distorting reactions in the form of “tank-tourism”.

The present system of energy taxation does serve to reduce CO, emis-
sions as a result of the general restraint of demand. However, the costs of abate-
ment are discriminatory as the implicit taxation of CO, arising from the current
system varies considerably across different types of fuel. In general, the rate on
fuels primarily used for transportation purposes is much higher than on fuels pri-
marily used for space heating and usage in industrial production (Table 14). The
relative differences, however, do not reflect the content of other pollutants,
such as particles or other emissions. Nevertheless, the current energy tax system
places a 5 to 10 times higher burden on transport as regards reduction of
CO, emission as it does on space heating and industrial production, a difference
which cannot be explained by the relative content of other pollutants, but may
partly reflect other external costs. A re-calibration of taxes in order to reach the
Kyoto target should therefore be considered in order to reduce the differences of
abatement costs.

While energy taxes are imposing some costs on emissions, only a tax on
emissions will minimise abatement costs. Indeed, CO, taxes are becoming more
widespread in the OECD area, having been introduced in the Scandinavian coun-
tries and the Netherlands. Austria should also consider the introduction of a
CO, tax, which would make the achievement of the intended emission reductions less
costly. Insofar as competitiveness considerations complicate the implementation of a
CO, tax, a cap-and-trade system or tax credits could be introduced to equalise

Table 14. Implicit CO, tax rates on different types of fuel

€/tonne CO,

Gasoline 127
Diesel oil 85
Gas oil 21
Heavy fuel oil 11
LPG 12
Natural gas 23
Coal 0
Electricity

Note: Pre-fund industry for limiting energy tax to 0.35 per cent of value added.
Source: Austrian Government.
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marginal abatement costs.'*’ Tax credits can mitigate the impact of environmental
taxation on rates of return on invested capital. In the Swedish system of NO, tax
credits, applicable to stationary users such as large industrial energy users and
power generators, which has a charge on the actual emission, the associated reve-
nue is distributed among the polluters according to the share of energy produced.
This ensures net benefits to producers with emissions below the industry average
and conversely net costs to those with high emissions. The advantage of this sys-
tem is that it keeps the incentives at the margin and at the same time avoids a
sudden deterioration of profit rates. Alternatively, a cap-and-trade system sets the
quantity of allowed emissions and allows for trading afterwards to minimise asso-
ciated abatement costs. The introduction of such a system with possible grand-
fathering of permits —i.e. the allocation of permits is related to past emissions —
would allow for more equalised abatement costs as well as preserve marginal
incentives to abate unlike the current energy tax’s upper limit for tax payments.
However, both tax credits and cap-and-trade systems are best applicable to large
stationary sources of emissions. Mobile sources of some emissions, such as NO,,
are difficult to monitor and measure, making for example catalytic converters the
only effective way to reduce NO, from such sources. Hence, a cost-effective policy
to reduce emissions should rely on a general CO, tax, but should be combined
with regulation to limit some other difficult to measure emissions.

The relatively low CO, intensity in Austria indicates that reducing emis-
sions may be possible only at relatively high costs. Therefore the implementation
of a CO, tax seems particularly worthwhile on efficiency grounds. Indeed, a pro-
posal for such a tax has been evaluated and the results are promising in the sense
that environmental objectives could be achieved without disrupting the economy.
A macroeconometric evaluation of the tax proposal includes simulations with a
lowering of payroll taxes and a time-limited grandfathered tax rebate for energy-
intensive sectors as well as subsidies to promote energy efficiency.'*" 4 The
study suggests that due to the technological reaction of industry — shifting to less
CO, intensive production methods — the CO, emission reductions would be suffi-
ciently large to meet the government’s objective and with only limited overall dis-
ruption to economic activity. However, the outputs of export-orientated sectors
would decline as they are relatively capital-intensive and will not benefit much
from the lower payroll taxes in terms of competitiveness.

Command and control

Environmental regulation plays a central role for vehicles and heating
plants. Both standards and control intervals are specified and the recycling of
vehicles is regulated. In the case of reducing NO, emissions regulation is com-
bined with an economic instrument in the form of a higher mineral oil tax. Given
the relatively generous conditions for road transport in Austria with relatively low
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fuel prices and little use of road pricing, it is not surprising that increasing traffic,
especially transit traffic, is becoming an environmental problem. Road traffic is a
relatively large emitter of CO, and it is therefore important to balance policies so
as to minimise the associated economic costs. The following section exclusively
focuses on mobile emitters, which is not reflecting a valuation of relative impor-
tance, but should only serve to outline the principles of the Austrian approach as
well as areas where cost-efficiency of policies could be further improved.

Transport and transit traffic

The objectives of Austrian transport policy are to promote environmen-
tally-friendly traffic that fulfils the needs of the economy, taking into account that
Austria is a crossroads in Central Europe. In practice this translates into policies
aiming at expanding public transportation and transport infrastructures
(see below) and, at the same time, minimising the environmental damages result-
ing from goods (in particular transit) traffic by greater use of rail and waterway
transport modes (partly through the promotion of inter-modal co-operation) and
regulatory restrictions.'*?

The lower reliance on road transport — as compared with other European
countries — makes the modal composition of domestic freight transport relatively
environmentally friendly with 44 per cent of total tonne kilometre transported by
road, 27 per cent by rail, 4 per cent by inland waterways, and 25 per cent by pipe-
line. One of the environmental problems with freight transport is imported
through the transit of goods in the alpine region, concentrating emissions and
noise pollution in sensitive and geographically restricted environments.!** Mea-
sures to restrict transit transportation have until now relied primarily on quanti-
tative restrictions. Future policies to restrict transit traffic within the context of a
liberalised EU transport market and a projected sharp increase of east-west
transit after EU enlargement would have to rely more on economic instruments,
such as road pricing (see Box 5). Also emissions from other areas of international
transport should be subjected to economic instruments to align incentives with
externalities.!®

Subsidies

The Austrian environmental policy relies more on subsidies and regula-
tory measures, replacing the role of missing monetary incentives, whereby the
non-achievement of an objective is not penalised, but remuneration is offered — in
the form of subsidies — to reach a particular objective. In this respect subsidies are
often re-directed towards activities with an assumed environmental effect rather
than directly on environmental outcomes. The following section provides exam-
ples from promotion of biomass and other renewable energy sources, public
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Box 5. Transit traffic

As part of the EU accession negotiations the “Transit Agreement” — concluded
in 1992 — was integrated into the 1994 Treaty of Accession. The agreement regu-
lates overall transit traffic though Austria (as opposed to the EU principle of free
flow of transport within the Union) via the so-called eco-point system. The core of
the system is that transit journeys through Austria require a number of eco-points
— equivalents to the NO, emission in grams per kWh of the truck. The issuance of
eco-points to individual companies is the responsibility of individual countries
and mostly based on the grandfathering principle — allocating permits proportion-
ately to the volume of past transits. The determination of the overall level of eco-
point issuance per year is set to gradually achieve a reduction of NO, emission of
60 per cent between 1992 and 2003. The agreement has been extended until the
end of 2003. After the termination of the agreement, transit traffic through Austria
will be fully liberalised.

In one sense the transit agreement has been successful, as the number of
eco-points issued has never been fully utilised and NO, emissions have been
reduced by 50 per cent. Nevertheless, transit traffic has continued to increase in
the alpine region. This partly reflects regulatory changes in other alpine countries.
However, the use of eco-points has become more concentrated on the alpine
transit routes and larger numbers of low-weight trucks (exempted from the eco-
point requirement) are being used for transit purposes. In addition, a large part of
the transit traffic uses the parallel European Conference of Ministers of Transport
(ECMT) permits, which are not subjected to eco-points.' The non-tradable ECMT
permits provide for multiple entry and multinational transits and were originally
issued to facilitate international trade and more recently to ease market integra-
tion for new members of ECMT (primarily non-EU countries). The issuance of
ECMT permits are designed to stabilise the environmental impact with the num-
ber of permits increasing as road hauliers introduce more environmentally
friendly vehicles.

The non-economic distribution of eco-points and the absence of a secondary
market have prevented a move towards greater use of the cleanest technology
available for transit purposes.? With eco-points effectively being rewarded through
the grandfathering principle, carriers with relatively old and high emitting trucks
have been faced with limited restrictions and disincentives to continue operations,
particular in the absence of a secondary market for permits.? Indeed, if only the
newest and cleanest truck technology would have been used in 1996, a 40 per cent
reduction in NO, emissions relative to the base year would have been achieved,
equal to about two-third of the targeted reduction. Furthermore, end-of-season
shortages of eco-points have enabled some carriers to increase transport prices and
thus obtain a private rent on the back of the environmental regulation.

The forthcoming termination of the eco-point system and the failure to
reduce traffic in the alpine region requires an alternative system to regulate tran-
sit traffic in accordance with EU regulation. The latter implies that the reliance on
quantitative restrictions, such as the size of trucks or number of transits, must be
abandoned, while bans on night driving for noisy trucks and special speed limits
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Box 5. Transit traffic (cont.)

for trucks and buses may be maintained.* Thus the eco-point system should be
replaced by an expansion of existing road pricing schemes to reflect the cost of
transit, including environmental costs.> However, current EU regulation does not
allow for the inclusion of the latter, although a recent white paper [European
Transport Policy for 2010: Time to Decide, COM(2001)370] argues in favour of
including all external costs in the determination of road charges. Existing road
pricing schemes are per transit based and not directly related to the emissions
involved. In the future, a new road-pricing scheme could be based on length of
transits, specific routes as well as NO, emissions to take into account local envi-
ronmental costs — the latter requiring an amendment of the relevant EC directive.
The tracking of vehicles and the actual emission could be based on the eco-point
system’s administrative framework.

1. Puwein (1998).

2. The introduction of tradable emission certificates was proposed by Kerschner and
Binder (1998).

3. By 1996, the emission from the most polluting carriers (calculated as the average number
of eco-points required from carriers from different nationalities) was around 60 per cent
higher than the average off all carriers.

4. Electronic speed limitation was introduced in 1995 onwards with a maximum speed limit
for trucks (over 12 tons) of 85 km/h and buses (over 10 tons) of 100 km/h.

5. Since the mid-1990s the Brenner motorway charge has increased from € 36 to € 76 for
trucks conforming to minimum noise and emission standards, while other trucks and
night runs are charged, respectively, € 101 and € 151. Over the same period annual road
use fees have been cut to about a third of their mid-1995 level.

transport, transport infrastructures, and housing for this approach. In general, sub-
sidies are particularly problematic because of their expenditure increasing conse-
quences and are often poorly targeted.

Biomass and other renewable energy sources

A distinctive feature of the Austrian energy supply is a relatively high reli-
ance on renewable energy sources, which is largely explained by the high share of
hydropower in the generation of electricity (Figure 20). About two-thirds of poten-
tial hydropower capacity have been developed, but further developments are
faced with considerable environmentally motivated opposition. With respect to
river uses, the Austrian public seems to be more concerned about local environ-
mental goods, like river habitats, and less about the potential benefits of expand-
ing hydropower to affect global warming issues.!*® Despite Austria’s ambitious
Kyoto target no efforts are being made to improve the acceptability of further
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Figure 20. Renewable energy shares
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1. Total Primary Energy Supply (TPES) is made up of indigenous production + imports — exports — international
marine bunkers +/— stock changes.

2. Hydro shows the energy content of the electricity produced in hydro power plants. Hydro output excludes output
from pumped storage plants.

3. Includes combustible renewable and waste (solid biomass and animal products, gas/liquids from biomass, indus-
trial and municipal waste), geothermal, solar, tide and heat pumps.

Source: IEA, Energy Balances of OECD Countries, 2001.

exploiting the local comparative advantages for utilising large hydropower plants.
Non-hydro renewable energy sources account for about 1 per cent of the electric-
ity supply and comprises mainly biomass energy and to a lesser degree solar and
wind power and heat pumps. In addition, non-hydro renewable energy sources
play an important role in the supply of thermal energy.

Despite technological progress, the average production cost of biomass
energy is still close to half again higher than that of conventional power stations.
Hence, the expansion of biomass as an energy source has taken place on the back
of public subsidies which in 2000 covered about one quarter of the total invest-
ment of nearly about € 18 million.'*” (Table 15). However, with the forthcoming lib-
eralisation of energy markets in Austria, new instruments to increase the share of
renewable energy sources are being introduced.
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Table 15. Environmentally related subsidies in thousand euro by category, 2000

Category No. of projects Support Investment Su(ppp;orrz::;re'
Solar energy 162 1234 4321 28.5
Wind energy 7 2206 33 955 6.4
Biomass — district heating 267 5108 17 642 28.9
Biogas plant 4 178 739 24.0
Small hydro power stations 39 2585 10 527 24.5
Heat pump, reclaiming of heat 12 189 668 283
Central Heating Plants 8 308 1 099 28.0
Switch to District Heating 73 476 1 746 27.2
Thermal renovation of buildings 37 1778 6793 26.1
Energy saving investments of entities 7 366 1 435 25.4
Biomass central heating systems 10 6194 35 233 17.5
Photovoltaik plants 5 36 120 30.3
Climate relevant investments for 2 5 890 48 703 12.0
reduction of air emissions

Biomass rehabilitation investments 27 527 2341 225
Sum of energy 27 075 165 323

EMAS system campaign 54 893 3153 283
Foundry campaign 1 282 942 29.9
Halon campaign 3 60 301 20.0
Lacquer plant campaign 1 21 103 20.0
Reduction of waste 1 201 573 34.9
Reduction of air pollutants 6 983 7913 12.4

Total sum 29515 178 307

1. Support as a percentage of investment.
Source:  Austrian Government.

Electricity and gas markets are being deregulated in line with relevant EC
directives. The electricity market was fully opened to competition by autumn 2001
(see Chapter III for a detailed discussion). Currently, the overall electricity supply
includes 7% per cent from small hydropower generators and | per cent from
generators using other renewable energy sources, mainly biomass. These shares
are scheduled to increase to 8 per cent for small hydropower generators by
October 2001 (with a capacity of less than 10 MW per year) and in steps to 4 per
cent for non-hydro renewable energy sources by 2007. The capacity constraint for
small hydropower generators is based on an EU established norm. Keeping in
mind the economies of scale in hydropower stations it is not clear why small
hydropower stations should be less environmentally damaging than big ones. The
share for other renewable energy sources is to be increased to 4 per cent. They
include wind power, biogas (mostly from waste dumps), biomass, solar power,
and geothermal power. These targets are applicable to each Land — limiting the
possible exploitation of comparative advantages — although the composition of
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non-hydropower renewable energy resources is left to the discretion of the indi-
vidual Land to allow for a flexible implementation of targets. They will be reached
by imposing obligations on suppliers to expand the supply from small hydro-
power plants and on grid operators to purchase electricity generated by non-
hydro renewable energy sources, at guaranteed minimum feed-in-tariffs (deter-
mined by the Land).'*® The regional distributors — who pay the (above market
rates) guaranteed feed-in-tariffs — are allowed to recover their costs through an
extra grid-charge applicable to all customers (Table 16).'* To enhance a flexible
implementation of small hydropower plants, a system of “green certificates” for
electricity generated by such plants will be introduced, whereby grid operators
with a production exceeding the target share can sell the surplus of renewable
energy to other operators in the form of “green certificates”.!” In case the stipu-
lated targets are not met, the grid operators must pay a compensation fee into a
fund set up to promote electricity generation by renewable energy sources. How-
ever, given that the electricity supply from small hydropower plants is close to its
target, the new support system would appear to mostly preserve their share of
electricity production. In addition, the federal law stipulates that Linder can
impose on grid companies the purchase of electricity from Combined Heat and
Power (CHP) plants with a minimum payment per kWh as long as the CHP plant
also serves the public district heating system, although no numerical targets are in
place.””! The implicit values of reducing CO, emissions through the guaranteed
feed-in-tariffs differ across technologies and between Linder as well as being at
variance with the implied value used in other policy fields. The values attached to
CO, reduction are at least about twice the estimated value of CO, for trading
under the Kyoto Protocol as estimated by the OECD.!*

Table 16. Survey of guaranteed feed-in-tariffs for electricity generated by renewable
energy sources (summer 2001)

Solid or )
szz}t‘s;r;l liquid Biogas Lan;Sflll Sev\:;ge Wind  |Photovoltaic
€/1 000 kWh,, netto biomass & &

Min. Max. | Min. Max. | Min. Max. | Min. Max. [ Min. Max. [ Min. Max. | Min. Max.

Burgenland 23 941 23 94| 23 94| 23 94| 23 94| 23 65| 73 145
Carinthia 0 0| 52 174| 30 94| 34 58| 34 58| 57 97545 727
Lower Austria 36 124 36 124 73 94| 73 94| 73 94| 36 89| 129 129
Upper Austria 39 93| 26 168| 26 156 26 81| 26 62| 26 118|559 653
Salzburg 31 83| 31 83| 31 83| 31 83| 31 83| 31 83| 31 83
Styria 44 99| 45 135| 45 135| 45 135| 45 135| 53 118 363 363
Tyrol 83 83| 55 83| 69 83| 55 55| 55 55| 83 83| 276 276
Vorarlberg 39 I11| 38 11| 39 111 39 111 39 [II11| 39 111|111 111
Vienna 30 124 30 124| 36 92| 36 92| 36 92| 36 85| 110 110

Source:  Einspeisungen elektrischer Energie aus erneuerbaren Energietrigern in das offentliche Netz, E.V.A. (Cerveny, Veigl), 2001.
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While a certain degree of flexibility has been introduced into the system
to promote renewable energy sources through individual (Ldnder specific) imple-
mentation and green certificate trading, setting targets for renewable energy has
an inherently arbitrary element, reflecting the lack of cost-benefit analysis. In
addition, the targets are only indirectly related to the environment and with no
built in incentives to achieve an equalisation of CO, abatement costs. Similar
reductions of CO, emissions might be obtained in other and potentially cheaper
ways, such as replacing the coal powered plants by a less CO, intensive energy
source. Moreover, the restriction of “green certificate” trading to electricity gener-
ated by small-scale hydropower plants does not fully exploit the possible flexibi-
lity in such schemes. It should at least be considered to include electricity
generated by all forms of renewable energy and preferably to international trading
keeping in mind the global focus on CO, emission reduction.

The variation in the Ldinder-determined guaranteed feed-in-tariffs means
that the incentive structure to promote renewable energy varies considerably
across Ldnder as well as across technologies, favouring different types of technolo-
gies at different locations without regard to local circumstances. Indeed, the
implementation of technologies best adapted to local circumstances can only be
realised in a neutral system of guaranteed feed-in-tariffs as such a system will
ensure local specialisation according to comparative advantages. Even if the varia-
tion in the guaranteed feed-in-tariffs was to reflect other local environmental
concerns, then the 100 per cent difference between the highest and lowest feed-
in-tariffs for the most common type of renewable energy — biomass — cannot be
related to a similar variation in local circumstances. Furthermore, the implicit
abatement cost associated with the guaranteed feed-in prices is high. In Lower
Austria, the expansion of renewable energy in electricity generation is expected to
reduce CO, emission by around 55 000 tonnes. The similar amount of emissions
allows conventional power plants to produce 60 to 140 GWh (depending on pri-
mary fuel and power plant technology). Thus, the implied social abatement
costs of promoting biomass energy through guaranteed feed-in tariffs in Lower
Austria, measured as the additional cost (the difference between the average
feed-in-tariff and the production costs for conventional power plants) range from
€ 58/tonne of CO, — if renewable energy replaces older coal power plants — to
€ 134/tonne of CO, in the case of the most efficient natural gas power plants
(Table 17).'> These estimates do not include public subsidies for the construction
of renewable energy power plants. In case the expansion of renewable energy
sources is replacing alternative expansions of the electricity supply, probably by
modern natural gas power generators, the associated abatement costs appear
very high (see the section below concerning thermal efficiency in housing), high-
lighting the need for cost-benefit analysis in policy selection. Indeed, reserving a
share of the electricity supply for biomass generators is rather arbitrary. In addi-
tion, financial support to expanding the supply of any type of electricity would in
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Table 17. Productions costs and feed-in tariffs in Lower Austria

Small hydro . . Wind Solar
Biomass Biogass
power plants power power
Production costs €/1 000 kWh 29-102 109 109 73 727
Feed-in tariffs €/1 000 kWh 36-124 73-94 36-89 129
Average 87 87 67

Source:  Government of Lower Austria, OECD.

itself lead to higher energy consumption, unless a similar amount of electricity
from other (high emission) energy suppliers is effectively withdrawn from the mar-
ket. In addition, subsidising renewable energy sources suffers from a bureaucrati-
sation of the technology decision process. An alternative and probably more
efficient policy would be to introduce a properly modified CO, tax, not taking into
account other environmental concerns and competitiveness issues in the electricity
generating sector, which leaves the choice of renewable energy technology to the
market (see Box 6). The system of guaranteed feed-in-prices has a similar effect to
that of taxes on electricity prices insofar as associated costs are passed on to the
consumer. Thus, replacing them with a CO, tax should not lead to resistance from
consumers as well as being a more effective policy.

Public transport

Public transport has, in an international context, a fairly high market share
of 20 per cent of all passenger traffic (measured in passenger kilometres), split
into 12 per cent for railways and 8 per cent bus transport, enabling road traffic
density for passenger transport (relative to available network length and GDP) to
remain somewhat below the OECD-Europe average.!'”* The perceived beneficial
environmental effects of public transport are partly the background — as described
below — for substantial investment subsidies to expand the services. However, the
environmental impact of specific modes of passenger transport is a function of the
primary source of energy, technology, and the average occupancy rate. Public
transportation has a relatively small level of emissions as compared with other
modes of transportation. Overall CO, emission from public transportation (exclud-
ing buses) per passenger kilometre is only 10 per cent of the similar concept for
cars as a result of the high reliance on electricity and with the railway system even
owning hydro-power plants. Occupancy rates for railways are on average rather
low, as a result of the public service obligations of providing public transport out-
side rush hours and in thinly-populated areas, leading revenues to only cover
about half of total costs and with the deficit covered by subsidies from the central
government. Promoting environmentally friendly public transportation would
appear to rest on two issues:
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Box 6. Biomass as a renewable energy source

Austria’s substantial forestry resources and the relatively low population den-
sity in the alpine regions make biomass a natural main plank in the Austrian strat-
egy for developing non-hydro based renewable energy sources. Biomass is
considered CO, emission neutral as long as the total amount of biomass used in
electricity generation is renewed through new biomass growth. Biomass is a
generic term for the extraction of energy from a number of sources, ranging from
the incineration of straw to exploitation of methane from municipal waste dumps,
although the latter is often referred to as biogas. In the Austrian case, the empha-
sis is on waste products from the forestry sector. At present, however, the biomass
technology is not sufficiently developed to produce energy at costs comparable
with conventional power generators. Combined with a consideration of the pro-
duction of biomass incinerators as an infant industry, this has resulted in substan-
tial subsidisation of biomass energy (see above).

Estimates suggest that for biomass technology to become competitive with
conventional power generators through the introduction of CO, taxation would
require CO, tax rates of between € 54 to € 73 per tonne of CO,, implying a tripling
or more of the present (implicit) CO, tax on energy for power generation
(see Table 17).! Such energy price increases would probably lead to larger reduc-
tion in CO, emissions than targeted, both as overall energy demand drops and as
demand switches from relatively high carbon content fuels like coal and diesel to
relatively less carbon intensive fuels, such as hydropower and natural gas. More-
over, such a CO, tax would be at least 50 per cent higher than the estimated price
of an internationally traded CO, permit.

1. Pichletal. (1998).

— The present low CO, emission levels for public transportation is largely
the result of consumed electricity being generated by the railway sec-
tor's own hydropower plants. Thus, insofar as these plants are fully uti-
lised, the expansion of public services will be powered by electricity
purchased from a competitive market, where the average CO, intensity
is higher. Indeed, the use of electricity from its own hydropower plants
may in itself — in the absence of price signals in the planning process —
lead to a misallocation of electricity, both internally in the railway sector
and externally by pre-empting other energy users.

— Increasing rail capacities may not necessarily reduce traffic volumes in
other modes, therefore policies should focus first on securing higher
occupancy rates, which would appear to depend on making existing
public transportation more attractive for users.
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Evaluation of current policies in terms of environmental impact is difficult,
as no comprehensive statistics of CO, emissions for individual public transporta-
tion modes are available.!® The absence of proper cost and price signals makes it
is next to impossible to optimise the demand and supply of public transportation
with respect to the environment. Local bus transport is exempted from mineral oil
tax, implying that the implicit value of emissions set by the government does not
enter as a parameter in the provision of public transportation. Moreover, ticket
prices are set independently of actual transport costs. Consequently, abatement
costs in public transportation are largely unknown, implying that such consider-
ations do not enter planning decisions. Thus, there is room for manoeuvre to fur-
ther limiting the environmental impact of public transportation simply by
improving the planning of public transportation through improving data collection
and enhancing the information content in prices by removing tax exemptions and
subsidies. However, a fully competitive market for public transportation, including
privatisation of public providers, combined with a CO, tax would more effectively
promote environmental objectives. Public service obligations could be subjected
to public tenders (including environmental objectives), thereby introducing a
wider choice of technologies. Social concerns should be dealt with by direct
means tested benefits to those who are affected by full-cost pricing of transport
services, but not by subsidising the service itself.

Transport infrastructures

The Austrian infrastructure is well developed, and road network and rail-
way densities are comparable to most other European countries. In order to
reduce the negative environmental effects from the north-south transport pat-
terns, one of the main planks in the Austrian transport policy has been to pro-
mote a shift of goods and passenger transport from roads to railways, involving a
substantial investment programme in the railway infrastructure. The government
has increased available financial resources and reallocation of resources from
other infrastructure programmes to finance this expansion. Since 1990, about
€ 6.5-7.3 billion has been committed to expand railway services (particularly long-
distance) and mainly channelled into investments. Apart from environmental con-
siderations, such an expansion was believed to enable a reduction of operating
losses, at the time running at around one third of operating costs (excluding
imputed interest). Nevertheless the railway system continues to rely on govern-
ment subsidies (Table 18). As infrastructure investments in the road network were
scaled back at the same time the overall thrust of investment was largely concen-
trated towards railways, despite this sector’s shrinking market share of passenger
and goods transport. Looking into the future, closer economic integration with the
EU accession states (further accelerated in case of an EU-enlargement) point to
the need for a further development of road, and to a smaller degree, railway con-
nections to the east.'*®
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Table 18. Public infrastructure investments
Million euro

1992 1993 1994 1995 1996 1997
Railways 1315 1 459 1207 922 892 1074
Roads 1031 1042 1102 985 988

Source: Bundesministerium fiir Umwelt, Jugend und Familie (1999), Beschiftigungseffekte umweltrelevanter
Verkehrsinvestitionen, Wien.

An expansion of railway infrastructure (mainly by expanding capacity on
existing routes) might increase the use of railways and improve cost coverage as
the result of network effects similar to those seen in air transport. Part of the rail-
way infrastructure expansion is intended to replace road transport of goods
through the alpine regions. An expansion of container terminals could help
improving the interaction with other transport modes, although requiring that
corresponding investments are undertaken in neighbouring countries. A con-
nected issue is the low and seasonally fluctuating capacity utilisation on parts of
the railway infrastructures. The more recent trend to close rarely used tracks
with low capacity utilisation should also be welcome from an environmental
point of view. Like in other cases, a more comprehensive application of cost-
benefit analysis could contribute to a more cost-effective use of available funds to
expand transport infrastructures.

Improving the thermal efficiency of the housing stock

The strategy to improve the thermal efficiency of the housing stock is pur-
sued through stricter building standards for new construction of buildings and
subsidies for thermal efficiency investment and for the expansion of district
heating systems. All Linder offer subsidies to improve thermal efficiency of the
existing housing stock with the federal government funding the various pro-
grammes, within a total housing subsidy programme of € 2.5 billion."”” The sub-
sidies are designed by each Land and take the form of cash subsidies (either as a
fixed payment or as a share of renovation costs) or as loan support and are
granted according to various criteria, although a common overall objective is CO,
emission reduction. In one of the Linder (Vienna), the total expected amount of
subsidies for improving the thermal efficiency of the housing stock is expected
to amount to € 36 million per year, leading to a projected reduction of CO, emis-
sions of 15-20 000 tons per year.'*® Assuming depreciation rates of 1 to 3 per cent,
the public cost of reducing CO, emissions amounts to — according to Secretariat
estimations — between € 80 to € 102 per tonne of CO, within a 30-year time hori-
zon.'” Further studies are needed to identify the appropriate policy mix between
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setting building standards, subsidisation of thermal insulation investments, and a
relaxation of rent controls (allowing landlords to recover the investment costs nec-
essary to improve thermal insulation) in combination with the introduction of a
CO, tax.

As part of the strategy to reduce CO, emissions from housing, district heating
and combined heat and power (CHP) plants are being promoted, providing heating for
more than 10 per cent of the housing stock and almost half of public buildings.'®°
The fairly high connection rate to district heating systems has been stimulated by
financial support provided by the federal government and by the Ldnder (in some
cases requiring new houses to be connected) in the form of direct investment sup-
port and grants to allow free grid connection for customers.'¢! The small-scale dis-
trict heating systems powered by biomass have been promoted by setting
subsidies so that individual heating bills will be no higher than in the case of oil-
fired systems.'®> Moreover, heating is cross-subsidised by electricity in the CHPs
as the assured minimum price for electricity is sufficient to cover costs, allowing
the setting of heating prices below full costs.'®® In addition, there is little effective
energy taxation of heating from CHPs. Thus, the combination of free grid connec-
tion and low and non-taxed heating expenses has been instrumental in expanding
the district heating network, even possibly beyond its optimum.

Agriculture and the environment

Agriculture in Austria is based on a large number of small family owned-
farms and with a strong reliance on organic farming.'®* As a consequence Austria
has avoided many of the environmental problems often associated with modern
large-scale farming, typically in terms of ground and surface water pollution, and
functions together with the forestry sector as an important sink of CO,. On the
other hand, maintaining traditional farming in Austria has required government
payments (amounting to some € Y2 billion) under the Austrian Environmental Pro-
gramme (OPUL) in line with the European Common Agriculture Policy.'®> % The
predominance on small farms can be seen in connection with perceived external
effects as the structure of agriculture is considered important for providing a suit-
able landscape to attract tourism. Notwithstanding the positive environmental
impact of OPUL, which is largely brought about by a high participation rate, it
could possibly be improved by directly aiming at environmental outcomes (see
Box 7).

Public financial support to promote organic farming are provided to
about 8% per cent of all farms, more than in any other EU country and are on
average nearly 20 per cent higher than for conventional farms.'%” Organic farm-
ing’s crop yield is on average a 20-30 per cent lower than compared with conven-
tional farms, while organic animal production has roughly the same yield as
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Box 7. Austrian agriculture and support

The agricultural programmes to support environmentally sustainable agricul-
tural developments in Austria have been grouped together in the OPUL (estab-
lished in 1995 in connection with the EU accession and renewed in 2000). The aim
is to have a broadly based policy encompassing all of Austria (combined with
some area specific measures) to protect the environment above prescribed mini-
mum standards and has been instrumental in ensuring that average agricultural
incomes have not declined following EU accession. Individual farmers are allowed
to chose and combine any of the 34 different individual measures — mostly
directed at production methods — independently of the farm’s location, with the
most popular measures favouring extensive farming (through premiums for reduc-
ing the use of fertilisers or reducing land use).! Nearly three-quarters of all farms
participate in the programme, covering about 90 per cent of the agricultural area.?
More than two-thirds of all farms are run on a part-time basis, with any landowner
of more than ¥ hectare land being able to participate in the agri-environmental
programme if a set of conditions is fulfilled.

The environmental benefits of the extensive farming methods in Austria can
be measured in an internationally low average nitrogen balance of only 29 kg/ha
compared with eight times higher levels in the Netherlands, a country with partic-
ularly intensive farming. Moreover, the high share of organic farming means that
the use of commercial fertilisers is well below the average in the EU and that the
general use of pesticides has been reduced — and other active ingredients
stabilised — since the programme was introduced. However, the reported low
average values reflect large regional variations. Using the broadly based and pro-
duction method orientated OPUL to solve what are basically local problems runs
the risk of inadequate targeting and strengthening local considerations might
improve cost-effectiveness. An alternative way to solve such problems would be
to directly link the policy instrument to the environmental objective, for example
by taxation of nutrient surpluses (as in the Netherlands), which requires establish-
ment of farm level nutrient accounts in the affected areas to calculate the nutrient
discharge to surface or groundwater.

The distribution of financial support is mostly related to different production
methods and takes into account specific environmental objectives only indirectly.
Consequently, the OPUL serves to maintain particular agricultural technologies,
which does not promote new or existing methods that may have a better impact
on the environment.

1. Sinabell (2001).

2. The EU sponsored “SERIEE” project strives to allocate the environment relevant pay-
ments to agriculture, forestry and water management to the various fields of support and
indicates for Austria that all support to the sector are directed towards environmental
targets, including organic farming. In 1999 OPUL was fully integrated into “SERIEE".
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standard animal production and accounts for a larger share (roughly 15 per cent)
of overall production of sheep, cattle and dairy cows. On average income per
family worker on organic farms is about 15 per cent higher than on conventional
farms, inducing an expansion of organic farming. Indeed, the supply of organic
milk has been promoted to such an extent that it outstrips demand, which has
led dairies to sell the excess supply as standard milk products. Normally, excess
supply situations are related to prices above market clearing levels, but a partic-
ular issue for organic foodstuffs is branding and marketing to enable consumers
to distinguish organic products from ordinary food. The information content in
existing eco-labels, however, is limited by the multiple eco-labels in use (pro-
moted by associations of organic farmers, direct marketing associations, bio
campaigns and individual retail chains with their own eco-labels). As consumers
have difficulties in verifying the contents and origins of organic food products,
there would appear to be a case for a central standardisation of eco-labels. In
addition, the government is actively promoting the production of organic prod-
ucts at the same time as the current excess supply of some organic food prod-
ucts might indicate that the market for expensive high quality organic food has
been saturated. The government should thus concentrate on securing framework
conditions.

Tourism in Austria has a rather uneven regional distribution with the indus-
try playing a particularly important role in the alpine regions. The environmental
problems involved arise from the predominant use of cars to reach tourist areas
with associated noise and air pollution, while at the local level environmental
problems are mostly related to infrastructure investments in hotels, ski-lifts and
slopes and high water consumption for tourism purposes.'®® 1> On the other hand,
management of the land also contributes to reducing and limiting the impact of
natural disasters, such as avalanches and spring floods. The OPULs emphasis on
environmentally friendly agricultural use of land is considered to underpin the
maintenance of a suitable alpine landscape. Moreover, farmers are supplying tour-
ist accommodation services (offering almost a third of all private accommodation
for tourists, which makes up 18 per cent of the total). Particular concerns have
been to maintain pastures in high alpine areas and to prevent depopulation of
marginal locations, leading to the present system of income support although
these payments only to a small extent are directly linked to the services rendered.
In a few cases, payments are made from the tourist industry to the local farms for
providing tourist related services. Undoubtedly, preserving small scale farming in
the alpine region serves to prevent natural disasters as well as providing a land-
scape backdrop for tourism. To optimise such possible synergies between agricul-
ture and tourism it should be considered to establish a framework that allows for a
more systematic use of compensatory payments (from the tourist industry to farm-
ers) for such positive externalities.
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Water management

Austria has relatively little water use per capita (Figure 21). Abstraction —
mainly supplied by springs and groundwater sources — is together with pricing of
water and water infrastructures the responsibility of the municipals (accounting for
85 per cent of the water supply). Environmental regulation, though, is the respon-
sibility of the central government, which is also providing capital cost subsidies for
water related infrastructure.'” The largest user of water is the industrial sector,
accounting for about two-thirds of total abstraction (the highest share of all OECD
countries). The household sector’s abstraction share is similar to those in other
countries, leaving the agriculture sector with a relatively small share of less than
10 per cent of total water utilisation. The latter reflects a modest need for irriga-
tion water, which is typically abstracted directly by the farmers, requiring only a
permit that is usually free of charge. Water for livestock is obtained from public
water services at the same rates as households.!”!

The structure of water charges is determined at the municipal level, allowing
a large variation of charge systems among and within the various Linder (for exam-
ple, Styria has 29 different models).!”? The relatively widespread coverage of
water meters (mostly in owner-occupied housing) has allowed volumetric charging
systems in a number of municipalities. Other charge models are based on the size
of the home, number of toilets or on population equivalents. This has led to a con-
siderable variation in water charges per m? from € 0.36 to € 1.82, although the
average level is relatively low compared with other OECD countries. The subsidis-
ation of infrastructure investment costs implies that the cost of dimensioning the
system may not be fully internalised and water service providers with relatively
high fixed costs remain on the market.

Wastewater charges are set by the municipalities and can be based on con-
sumption of fresh water, household sizes, or a lump sum charge. Thus, the varia-
tion in the annual costs for an average source is substantial, ranging from € 58 to
€ 487 per year. Mainly due to high quality standards, wastewater charges are rela-
tively high compared with other European countries.!” Industrial wastewater must
undergo in-plant pre-treatment to be of similar standard as household water, oth-
erwise an additional special charge is introduced to reflect the intensity of pollu-
tion in industrial wastewater. Alternatively, if the in-plant pre-treatment is
sufficiently effective in cleaning the water according to strict environmental stan-
dards, the discharge may be returned to the natural habitat (rivers, lakes, etc.)
without charges.!'”

Charges related to water and wastewater are not based on the full cost recovery
principle as they only cover somewhat more than half of total costs of water supply
and sewage treatment.'” Investment subsidies from the central government to
water infrastructure are fairly widespread, amounting to 20-60 per cent of the
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Figure 21. Water prices and abstractions?
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2. Median value for the range of prices for each category.

3. Total abstraction divided by total renewable resources.

Source: Environmental database and OECD (2001), The Price of Water.
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investment costs over a 25-year period for wastewater treatment plants and about
20 per cent for drinking water investment.!” The largest part of these subsidies
was used for investment in new sewage systems and sewage treatment plants,
partly related to an EU requirement of such water-treatment infrastructures to be
available for all communities with more than 2 000 inhabitants by 2005.'"7 This has
certainly improved water quality although at a possibly higher than necessary
cost. The widespread subsidisation and service provision confined to administra-
tive districts also imply that relatively small units have to carry a high burden in
meeting high standards for infrastructures, indicating possible resource misalloca-
tion. Until recently, the situation was further complicated by a lack of incentives
for cost-efficiency. However, in the course of the year 2000, the Austrian govern-
ment has started an initiative towards higher cost-efficiency by amending the
National Water Management Act as well as the corresponding guidelines. Keeping
in mind the high priority of clean surface and ground water for the Austrian public
the Austrian government aims at securing a sufficient level of water-treatment
infrastructure investments. This aim could be furthered via a progressive reduc-
tion of capital cost subsidies with a parallel rise in the extent of cost recovery
built into pricing. Furthermore benchmarking fees could be introduced in order
to improve the cost efficiency of water service management. Water-treatment
operators should be encouraged to utilise available economies of scale to
increase cost efficiency. One step in this direction could be made by stepping up
the opportunities to combine water service providers in more efficient water asso-
ciations.

Waste disposal

Austrian waste policy has been quite effective in terms of reducing waste
deposited in landfills and increasing recycling. Between 1989 and 1996 the fraction
of household waste destined for recycling increased from 14 per cent to 50 per
cent, and the proportion of waste finally deposited in landfill — after reprocessing
or incineration — decreased from three-quarters to 43 per cent.!” This develop-
ment can be ascribed to a combination of regulations, economic instruments and
“voluntary agreements”. Regulations in place for the treatment of household waste
concern the packaging and collection of biodegradable waste, among others, while
the most important industry regulation is the obligation to take back and treat
packaging waste. Waste collection fees are either based on flat rates (per person
or per household) or variable rates (related to weight or volume of collected
units), and, particularly in the former case, are only to a minor degree designed to
create incentives for minimising waste.!” Moreover, waste collection fees are not
particularly based on the full cost recovery principle as total revenues may exceed
costs.'® In addition, a substantial amount of waste separation at the household
level is taking place on a voluntary basis.
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However, recycling quotas must be set in sensible ways to ensure envi-
ronmentally friendly and efficient waste management, as illustrated by a cost ben-
efit analysis of recycling plastics from household waste, commissioned by the
Ministry of Environment.'8' It concludes that the costs of the present system
exceed its benefits by a fair margin every year. Moreover, important interdepen-
dencies with other environmental policies may not always be recognised, such as
with fuel taxation. If the production of a given good has a higher transport inten-
sity than involved in recycling the same good, then low fuel taxation would con-
flict with the recycling objective.'®? Alternative systems to recycling quotas may
be preferred, such as differentiated fees targeted directly at the associated
externalities.'®® Indeed, the Austrian experience with increasing landfill charges
points in this direction. They are set according to the hazard potential of the
waste and on the equipment of the landfill sites, underpinning the development
where waste treatment is increasingly moving away from landfills and with the
remaining landfill waste increasingly being shifted towards more technologically
advanced landfills.

In the case of contaminated disused industrial sites, the legal framework
stipulates that the responsible company has the financial duty — with no time
limit — to clean them up. If the responsible company cannot be obliged to do so,
the responsibility may fall on the property owner and only otherwise it becomes a
federal responsibility.'®* So far only 57 out of 158 registered contaminated sites
have undergone complete clean up and another 53 are in the process of being
cleaned. Public funding covered nearly 80 per cent of total remediation costs
in 1997 before declining to just above 50 per cent in 1999.

Conclusions and assessment

Environmental concerns are deeply embedded in the political debate in
Austria and materialise in various aspects of policy setting, including in the formu-
lation of regulations to protect the environment, in the planning of major infra-
structure projects, and in the setting of ambitious environmental goals and
international commitments. An evaluation of Austrian policies needs to take into
account the high environmental standards found in Austria and substantial finan-
cial and economic resources are devoted to meet Austria’s environmental objec-
tives. However, the lack of a systematic evaluation of policies’ environmental
impact and thus of an integration of environmental concerns and policy formula-
tion means that targets are set at ambitious levels without consideration of the
implied costs and with little possibility for ex-post evaluations. Furthermore, poli-
cies directed at similar objectives are not well co-ordinated, as witnessed by the
CO, emission reduction strategy and the implicit high and varying cost associated
with the expected CO, emission reductions in different policies. Introducing a con-
sistent use of cost-benefit analysis across policies would provide the basis for an
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integrated policy planning process.'® Policies could thereby attach similar values
to reducing CO, and thus serve to reduce overall abatement costs and enhance
policy effectiveness and co-ordination across the Austrian federation. In addition,
cost-benefit analyses could be used as an efficient feedback and evaluation
instrument.

Policies to pursue environmental objectives with respect to CO, emis-
sions have until now been mostly based on subsidies as well as command-and-
control instruments. However, to reach Austria’s ambitious environmental objec-
tives in a cost-efficient manner a greater reliance on economic instruments is war-
ranted, like integrating the current system of taxes on energy and fuels with a
properly modified CO, tax, which would increase incentives for using less CO,
intensive energy sources. Such a change should be accompanied by the abolition
of the various tax exemptions in place at present that are not environmentally
motivated so as to ensure similar abatement costs across the economy. In addi-
tion, such a measure would remove the current tax advantage of diesel as well as
making renewable energy sources more competitive. In the Austrian context, how-
ever, a CO, tax would generate a rent for large competitive hydropower plants,
which cannot be competed away through an expansion of electricity generated by
hydropower — given the restrictions on developing new hydropower plants. Such a
CO, tax generated rent would then have to be removed through additional taxa-
tion. Insofar as it is difficult to implement a CO, tax for competitive reasons, alter-
native schemes mitigating the competitive disadvantage of a CO, tax without
diminishing environmental incentives could be the introduction of tax credits or
the expansion of the green certificate system, emission permit schemes, including
cap-and-trade systems with permits being grand—fathered according to past elec-
tricity production and based on average industry emissions.'8 Indeed, emission
trading would allow participants in the scheme to receive monetary compensation
for implementing new and environmentally friendly technologies as the associ-
ated reduction in CO, emissions can be sold, ensuring that the most intensive
emitters would face the strongest incentives and thus ensuring a cost-efficient
lowering of CO, emissions.'?”

Until now, the support system for promoting renewable energies has
relied on providing investment subsidies. The higher reliance on market based
instruments in the new support system within a liberalised electricity market is
most welcome. The deregulation of Austrian energy markets is also beneficial from
an environmental point of view, as competitive price structures combined with
taxation of polluting emissions, such as CO,, NO, and SO,, would serve to equalise
abatement costs across different types of primary energy sources.

The promotion of renewable energy sources within a liberalised electric-
ity market without a tax on CO, emissions is a non-trivial problem as the technolo-
gies have not evolved to a degree where the cost of electricity generated by
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renewable energy source can compete directly with marginal conventional power
plants (with the exception of large-scale hydro power plants). The targets for how
large a share of electricity generation originating from renewable energy are some-
what arbitrary and are formulated within the context of specific environmental
problems. The cost-ineffectiveness of the guaranteed feed-in-tariffs is revealed by
the high and varied implicit values of CO, for the various policies across Austria.
One of the main advantages of moving from a subsidy based support system for
promoting renewable energies to a market based one is that the latter allows for
the equalisation of abatement costs across projects, which assures the achieve-
ment of an environmental target with the lowest possible economic burden. The
variation in guaranteed feed-in-tariffs is biasing the incentive structure in complex
ways. Thus, a uniform structure for feed-in-tariffs across Austria should replace the
present system with Linder-determined feed-in-tariffs. On the other hand, the
possibility of “green certificate” trading allows for a welcome element of flexibility,
for example in avoiding unnecessary transmission costs. However, the restriction
of “green certificate” trading to only concern electricity generated by small-scale
hydropower plants appears overly restrictive, as it is preventing the cost of
expanding renewable energy sources from being minimised. An additional consid-
eration should be the dynamic adjustment of minimum feed-in tariffs in line with
technological progress in the non-hydro electricity generation to ensure support
rates that remain constant in real terms to avoid an excessive expansion of partic-
ular types of renewable energy sources.

The use of command-and-control instruments has limited the environ-
mental impact of transport — particularly transit traffic — but has failed to limit the
increase of alpine transit traffic itself. Moreover, the success of moving freight to
the railway system by providing infrastructures for promoting co-transportation
hinges on other countries engaging in similar investments, postponing the date
when such transport solutions can be implemented on a large scale. Thus, the reg-
ulation of transit traffic should rely on bringing into line the marginal cost of transit
with the associated external costs. This could be obtained through a road pricing
system that takes into account the environmental costs of lorries driving through
sensitive alpine regions, requiring an adaptation of the pertinent EU legislation.
This would improve incentives for hauliers to use only the most modern and effec-
tive vehicles in this particular area.

Reducing CO, emissions through urban renewal projects is a very expen-
sive policy, which might not be justified by other associated benefits. In addition,
subsidies to improve the thermal efficiency in housing benefit the owners twice:
through a lower energy bill (possibly shared by owner and tenant) and a quality
improvement of the property, leading to higher property prices. The latter effect
would indicate that a relaxation of rent control regulations would enable landlords
to recuperate the investment costs of improving the thermal efficiency. The com-
plementary policy of expanding district heating and combined heat and power
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plants (CHPs) through large-scale subsidies may have pushed the coverage
beyond its efficient limit. In addition, the ongoing liberalisation of the electricity
markets implies that the CHPs will be delivering services to a competitive electric-
ity market and a non-competitive heating market. That kind of structures might
lead to cross-subsidisation from the non-competitive to the competitive segment.
Such competition problems should be solved before further expanding the cover-
age of CHPs.

Within the public debate there is a perception that public transport is
friendlier to the environment than private cars, leading to a policy objective of
better balancing the use of private cars with public transportation. Policies to min-
imise the environmental impact of passenger transport should focus on bringing
the marginal cost of using cars into line with their environmental externalities
through appropriate taxation as well as minimising the environmental impact per
passenger in public transportation.

The considerable reliance on subsidies to promote various environmental
objectives should be reconsidered. The relatively high costs of water-treatment
provision reflects high standards as well as individual units being rather small and
not facing pressures to control costs. A phasing out of capital cost subsidies would
allow a move towards full recovery pricing principles, thus revealing particularly
inefficient water-treatment providers and improving resource allocation. Pressures
to lower costs could include the introduction of a standardised charge structure. In
addition, insofar as high costs are the result of inefficiency in size, the formation of
cost-reducing associations of water-treatment providers should be exploited fur-
ther. The setting of waste collection and treatment charges should be determined
by the full cost recovery principle — including environmental costs — to avoid
cross-subsidisation leading to misallocation of resources. In addition, quotas
might lead to an inefficient approach to waste collection and treatment as their
use risks restraining the implementation of new technologies.

Unlike in many other countries, the agricultural sector in Austria is not the
origin of general environmental problems. However, resource allocation might be
improved if the support system were changed from production-method-oriented
to be targeted at specific environmental outcomes. Valuation of the latter can be
achieved by cost-benefit analysis. The newly experienced excess supply of some
organically-farmed products may be the reflection of a need for a common and
unified system of eco-labels, but could also reflect a saturation of the market for
high price and high quality organic products. Both arguments highlight that more
room should be provided for market determined outcomes while administrative
measures should focus on framework conditions. The perceived positive effects of
agricultural environmentally friendly use of land on tourism should be evaluated
through the introduction of cost-benefit analysis which could form the basis for a
framework that allows for a systematic use of compensatory payments for such
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positive externalities, leading to an optimisation of such synergies. Combined
with a redirection of subsidies to be linked directly to the provision of tourism
related services and landscape preservation this would improve the targeting of
subsidies by directing resources to the areas with the largest scope for tourism. In
addition, although there are no general problems of nutrient leakages, local envi-
ronmental problems arising from agriculture requires local solutions, such as the
establishment of farm level nutrient accounts combined with taxation of nutrient
surpluses, rather than be solved with broadly based programmes.
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12.

Notes

Simulation results on the Secretariat’s Interlink model (focusing on traditional interna-
tional transmission mechanisms) indicate that about 50 per cent of the effects on
Austrian growth of an upswing in the United States will materialise after six months and
the full effect only with a lag of 18-24 months. However, due to the relatively little
direct trade between Austria and the United States, the effects on Austrian growth of
an upswing in the United States are only two-thirds of the effects on Euro area growth.

Focusing only on manufactured goods, the export market growth since 1995 has

amounted to more than 9% per cent as compared with just above 6% per cent the pre-
ceding decade.

Czemy etal. (2001).
The Austrian National Accounts statistics do not publish employment data on full-time

equivalents. The latter can only be deduced from the annual labour force surveys and
can thus not be used to follow within-year developments.

Pork consumption is about three times higher than beef consumption, implying a rela-
tively larger weight for pork meat in the consumer price index.

See OECD (1999a).

In national accounting the proceeds from selling the mobile phone licenses are
booked as negative expenditures.

See Breuss (2001).

See OECD (1998a and 1999a).

See Van den Noord, Paul and Christopher Heady (2001. See also: Leibfritz et al. (1997)).
See Joumard (2001).

The assumptions of this projection are: an increase of fertility to a total fertility rate of
1.50, an increase of life expectancy to 82.0 years for males and 87.0 years for females by
the year 2050, a long-term immigration of 80 000 people per year leading to a net
immigration of 20 000 people per year. The total population is projected to increase
over the next 30 years to 8.386 million people (+3.4 per cent); but beginning in 2032
the population is expected to decrease as a result of an excess of deaths over births.

For an international comparison of projected old-age dependency ratios and pension-
related spending see OECD (2001a). See also Guger and Mayrhuber (2001).

Estimates of the implicit taxation of continued work suggest that the Austrian pension
system provides significant incentives for early retirement, even after a series of
reforms over the past few years. See Hofer and Koman (2001).

The main assumptions are: unemployment is assumed to fall from 5.9 per cent in 2000
to some 4 per cent in 2050; labour productivity increases by 1.9 per cent annually,
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which translates into annual real GDP growth of 1.7 per cent, given a declining labour
force; the labour force participation rate increases by some 18 per cent over the next
five decades, with an increase of some 33% and 44 percentage points for males and
females, respectively, in the age group of 55 to 64.

See OECD (1998a).

See OECD (19984). In the 1997 pension reform, the base for pension entitlement of
early retirees has been extended to the 18 best years of a persons work history, but
this is only being phased in from 2003 onwards.

The replacement ratio has been found generous in Austria, see Hofer and Komann
(2001).

No income taxes, capital gains taxes and speculation taxes have to be paid for private
retirement provisions. Furthermore, an interest-dependent bonus is given (3.5 per
cent in 2000 and 4.5 per cent in 2001). With the tax reform of October 2000, a general
tax allowance was abolished and instead a new additional bonus for private retirement
provisions of 5.5 per cent introduced. Therefore, in 2001 the total bonus amounts to
10 per cent, up to a ceiling of € 1 000 investment per year. When the system was cre-
ated in 1999 the original idea was that in case of emergency the funds invested by pri-
vate households could be taken out of the pension fund provided the bonuses and the
saved taxes are paid back to the government. This flexibility was withdrawn soon after
the introduction, as it was felt that it would privilege pension investment funds over
other pension-related instruments ( Pensionskassen), and this might partly explain why
the number of pension investment funds sold is far below expectations.

In early 2001 the highway user fees (Autobahnvignette) had to be increased in order to
prevent the market based revenues of the ASFINAG to decline below the 50 per cent
hurdle.

OECD (1998a and 1999a).

The ultimate financial responsibility of governments is apparent from the fact that pri-
vatisations of public sector corporations in Austria as well as in other OECD countries
are often associated with debt take-overs by the government. If such take-overs do not
take place, the selling price of public sector corporations is reduced accordingly.

See Fiedler (2001).

FGG (2000).

Kropfetal. (2001).

See Aufgabenreformkommission (2001).

See in particular OECD (1996 and 1997).

For an account of the new revenue sharing arrangement see Lehner (2001).

For Germany, such effects have been found by Baretti and Lichtblau (2000), and by
Berthold et al. (2001). See also Zhuravskaya (2001).

See OECD (1999a).

See Pollan (2001).

Moreover, general training by employees is partly financed by the labour office.
See Walther (1999).

See Mayrhuber (2000).

In 1997 23% per cent of all occupations in Austria were shorter than one year. See
Mayrhuber (2000).
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According to the 2000 micro-census. Part-time employment denotes employment with
less than 36 hours worked per week.

See Evans et al. (2001). See also OECD (20015b).

Statistics on work commissioned by firms from self-employed (freie Dienstvertriige) are
only available from June 1998 onwards, which precludes comparisons with their expan-
sion prior to the increase in social security charges. Total social security charges for
both small-hours jobs and work commissioned by firms from self-employed are still
lower than for regular employment.

Other leaves with specific training programmes do not require new hirings, such as
leaves for older people for whom preferential support rates apply.

It has been argued that conditioning unemployment benefits on the wage level in the
last job might imply a disincentive for the unemployed to accept a lower-paid job.
However, to the extent the old regulation has help up reservation wages this is not
true.

See Winter-Ebmer (1998).

See OECD (2000h) and OECD (2001¢).

The re-employment guarantee for formerly employed recipients was left unchanged at
two years.

Biffl (2000).

See OECD (1994) and OECD (2001¢).

See Biffl (2000).

See Riggs (2001); OECD (2001d) and OECD (2001e).

See Osterreichisches Institut fiir Wirtschaftsforschung and Institut fiir héhere Studien
(2000).

Evaluation studies for active labour market measures in Austria include: Biffl et al.
(1996). Lechner et al. (2000). Fehr-Duda et al. (1996). Bundesministerium fiir Arbeit,
Gesundheit und Soziales (1999). Lechner et al. (2000). Lassnig et al. (1999). Blumberger
(2000). Huber and Walterskirchen (1999). Lassnigg and Steiner (2000). Osterreichisches
Institut fiir Wirtschaftsforschung, Institut fiir héhere Studien (2000).

See Fay (1996). Martin (1998). Mitterauer et al. (1999. Hagen and Steiner (2000). OECD
(2001¢).

See OECD (19996 and 2001f). Also, Hagen and Steiner (2000).

The share of hirings without financial support appears lower if the responses of the
employees are also taken into consideration. See Mitterauer et al. (1999).

See Black et al. (2001).

Integration of local employers into territorial employment pacts appears to proceed
sluggish, however. See Osterreichisches Institut fiir Wirtschaftsforschung, Institut fiir
hohere Studien (2000).

In 2000, 10.2 of the dependent employees were foreigners. Some 10 per cent of the for-
eign dependent employees are EU nationals. See Biffl (2001).

Walterskirchen and Biffl (2001).

At the age of 14 or 15 young people have the following options of upper secondary
education: secondary high schools (at present absorbing some 20 per cent of an age
cohort); secondary vocational schools designed to provide both a basic understanding
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of a particular field to skilled worker level and broader general education (some 15 per
cent of an age cohort); secondary technical and vocational colleges designed to pro-
vide advanced general and vocational training to higher-skilled worker level (some
25 per cent of an age cohort); the dual apprenticeship system providing within-
company training along with instructions at a vocational school.

The federal University Studies Act of 1997 entitled universities to develop new curric-
ula in their own responsibility.

See OECD (20019g).

The fee is € 363 per semester (Sch 5 000). The government estimates that the pro-
ceeds —to be used for investment in the university system — will total more than
€ 145 million per year.

In the United Kingdom the narrowing down of the multi-layered structure of the institu-
tional set-up for competition policies is considered important to promote effective
regulation. See OECD (2001h).

The example of the United States shows that a multiplicity of enforcement institutions
and enforcement methods poses a continual challenge for maintaining co-ordination
and consistency. Despite no history of conflicts among the institutions the system is
nevertheless considered costly. See OECD (1999c).

The size of such fines should be sufficiently large to ensure compliance in order to
avoid firms — particularly large ones — to consider such fines as merely administrative
costs. Several countries — Canada, Ireland, Japan and the United States and with the
United Kingdom considering — have provisions of using prison terms to ensure compli-
ance. Until now only the United States has used such provisions actively. Furthermore,
such fines in the United States are normally on a per day of non-compliance basis,
leading to cases with accumulated fines of several million dollars.

The electricity and telecommunication sectors have independent sector regulators,
the Elektrizitdts-Control GmbH and the Telecom Control GmbH. Their findings are
referred to sector specific commissions (Elektrizitats-Control Commission and Tele-
kom-Control Commission), which then can issue administrative fines if companies
are found not to comply with the issued regulation. The decisions of the Elektrizitats
Control Commission can be referred to the Cartel Court, while those of the Telekom
Control Commission can be referred to the Administrative Court (Verwaltungsgerichtshof)
or the Constitutional Court (Verfassungsgerichtshof). The split between regulator and com-
mission has been introduced as the Austrian constitution allows administrative bodies
to issue fines only to a limited extent.

See OECD (2001i).

Regulatory capture refers to a situation where regulators — often inadvertently — advo-
cate the interest of the producers they are intended to regulate. With or without the
use of sector-specific regulators, risks of regulatory capture can be reduced by increas-
ing the transparency and accountability of regulatory decision making.

For a discussion of appropriate roles for sector-specific regulators and general compe-
tition authorities, see OECD (1999d); and OECD (2001f).

For details, see Ministry of Economic Affairs and Labour (2001).
For a detailed discussion of the issues involved, see Steiner (2001).

While the consumer has the free choice of a supplier and is priced accordingly, “actual”
consumption of electricity occurs from the pool of all suppliers delivering electricity
into the net.
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The national high voltage transmission grid (Verbund) is owned by a regulated monop-
oly with transmission charges set by the regulator.

Moreover, charges vary across the Linder and with different levels of grid loss costs, all
factors combined adding to a diffuse picture.

Present rules for unbundling follow EU guidelines. See EU Commission (2001).

On 26 April 2001, the OECD Council adopted a recommendation encouraging Members
to consider and balance the benefits and costs of structural versus behavioural mea-
sures in addressing problems likely to arise in situations in which a regulated firm is or
may in future be operating simultaneously in a non-competitive activity and a poten-
tially competitive complementary activity.

Steiner (2001) op. cit.

For examples, see OECD (2001j).

Bundesministerium fiir Wirtschaft und Arbeit (2000).

A part of the Austrian telecommunication regulator — the Telekom-Control GmbH - for-
mally ceased to exist on 31 March 2001 when it became part of the Austrian Regulatory
Authority for Broadcasting and Telecommunications, which assumed, among other
functions, Telekom-Control GmbH'’s function as an agent to the Telekom-Control Com-
mission. The RTR is also responsible for broadcasting regulation.

EU Commission (2000a).

By mid-2000 there were more than 200 interconnection agreements and nearly
50 instances where the regulator determined interconnection charges.

ECB (2001).

The UMTS auction in November 2000 yielded € 828.5 million and allocated six licenses
to six bidders in the paired segment, which should provide for increased competition
in the mobile phone market, once the system has been developed.

OECD (2001k).

Such calls refer to a direct call from a fixed-line or mobile telephone to a mobile phone
where it terminates.

For further discussion of the high fixed-to-mobile tariffs and roaming charges issues,
see OECD (20011).

See EU Commission (200056).
OECD (2001m).

Five providers have been accredited for the use of electronic signatures and the moni-
toring body is the Telekom Control Commission.

Transport services and the network have been separately incorporated in Denmark,
France, the Netherlands, Sweden and the United Kingdom. OECD (2001j).

See OECD (2001f).

The EC has proposed to lower the limit to 50 grams by 2007, see EU Commission
(2000c¢).

OECD (1999e).

For a discussion of competition issues in the postal sector, including problems related
to universal service obligations, see OECD (1999f).

Commission Recommendation for the 2001 Broad Guidelines of the Economic Policies
of the Member States and the Community.
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The text of public invitations to tender can be retrieved from the Internet pages of the
newspaper “Wiener Zeitung”.

See Boyland and Nicoletti (2001).

Not all Linder continue to provide such public deficiency — de facto insolvency — guaran-
tees.

The credit rating of Bank Austria (at the time partly owned by the City of Vienna) will
be lowered from Aa2 to Aa3 in connection with the finalisation of its sale to the German
HypoVereinsbank.

From mid-2002 onwards, previously unidentified owners of saving accounts exceeding
€ 14 535 can access their accounts only after their identity has been reported to the
Financial Intelligence Unit (FIU) and the latter does not object.

The following international correction of telecommunication shares also affected Tele-
kom Austria shares, which fell by about a third in the first months after the privatisa-
tion, although the share has strengthened since.

Ministry of Economic Affairs and Labour (2001).

The act also creates a legal basis for the participation of the Austrian Securities Author-
ity in international co-operation in the area of supervision and allows for the authorisa-
tion of new supervised markets based on alternative trading platforms.

Biirges also issues undated tradable bearer securities with a minimum redemption
period of 10 years to raise long-term capital for SMEs, although this instrument still has
to attract market interest. Nevertheless, possible hurting household investor confi-
dence in purchasing shares from new privatisation.

The Austrian property tax, measured as a share of GDP is the second lowest in the EU.
See Joumard (2001).

In order to make the financial supervisor fully independent a qualified two-thirds par-
liamentary majority would have been necessary, but could not be reached.

The large involvement of Ministry of Finance in financial supervision is unusual com-
pared with the practice of most other OECD member countries.

The Financial Market Supervisory Authority will have a managing board of two persons,
a supervisory board of six persons and an advisory board of eight persons. Half of the
members of the managing and the supervisory boards are nominated by the OeNB
and the other half by the Ministry of Finance.

The institutions will be charged fees and the federal government will make a fixed
annual contribution of € 3% million.

In Germany, the government has tabled a draft law for the creation of a single supervi-
sory body.

The FMSA may commission the OeNB to carry out on-site inspections in the fields of
credit and market risks in OeNB’s name and responsibility.

OECD (2001j).

This chapter forms part of the Secretariat's three-year programme on sustainable
development. For a summary of this programme, see O’'Brien and Vourc’h (2001).

See OECD (1995).

In July 2001, an agreement was reached in Bonn by all participating countries, with the
exception of the United States, on a broad framework for implementing the Kyoto Pro-
tocol. Decisions are still outstanding on important matters, such as compliance mecha-

© OECD 2001



Notes 145

115.

116.
117.
118.
119.

120.

121.

122.
123.

124.

125.
126

127.
128.

129.

nisms and sinks, making it difficult to assess the likelihood of timely ratification, or the
specific implications of the Protocol with respect to any one Party.

Recently, there has been some concentration of federal competencies with the
present government’s creation of the Ministry of Agriculture, Forestry, Environment
and Water Management. However, other ministries have retained their enforcement
powers in relevant environmentally-related areas like environmental taxes (as part of
the Ministry of Finance’s overall responsibility for tax policies) and industrial regula-
tion (Ministry of Economic Affairs and Labour).

Federal Ministry of Agriculture, Forestry, Environment and Water (2000).
For a description of various valuation techniques, see O’Brien and Vourc’h (2001).
OECD (20006).

See table 2 in O'Brien and Vourc’h (2001) for an overview of legal practises in various
OECD countries.

Firms’ compliance costs are equal to the investment costs of reaching the publicly-
determined standards and additional costs for below legal standards pollution or
emissions only insofar as economic instruments, such as environmental taxes, are in
place.

The first numerical target for reducing CO, emissions was introduced after the 1988
Toronto Conference when Austria adopted a national target of reducing CO, emissions
by 20 per cent in 2005 as compared with the 1988 level

OECD (19999).

In general economic instruments aims at ensuring that the value of the marginal dam-
age to the environment is equal to the marginal cost of abatement, thereby securing
that polluters pay in accordance to the damage they inflict on the environment and
that the cost of reaching a given level of abatement is minimised. The advantage of
introducing international trading is that these advantages of economic instruments are
being extended to the international level.

However, taking into account temperature and production variations, Austria’s
CO, emission in 1992 and 1993 was 7% per cent lower than if production and tempera-
ture patterns had been normal. Overall for the period 1990 to 1997, the measured
CO, emission was 2.5 per cent lower than when adjusted for variations in temperature
and production. See Schleicher et al. (1999).

IEA (1998).

. The exemptions are, in the case of the energy tax: coal altogether, gas used for other

purposes than heating as well as gas and electricity used for the production and
transport of energy and in the case of the mineral oil tax: fuels used for aeroplanes,
ships and trains, refineries, blast furnaces, combined heat and power plants and
electricity generation.

OECD database on environmentally related taxes.

The revenue of an environmentally related tax is a poor gauge for its effectiveness, as
the most effective environmental taxes will have close to zero revenue.

However, other elements of the tax system have negative effects on the environment
as they promote transport activities, as in the case of deductibility of commuting cost.
Indeed, there is a risk that road transport is promoted over of public transport as the
value of the deductions for commuting by car is around twice as high as for commuting
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by public transportation subject to availability rules, although the final assessment
would have to include all subsidies to the different types of transport. Kletzan (2000).

Moreover, other exemptions from the road transport duty include, among others, army
vehicles, lorries for the transport of household waste, circus lorries, agriculture vehicles
in agricultural use, taxis and rental cars.

In the mid-1990s, taxation of private road transports was somewhat higher than associ-
ated infrastructure investment costs. Moreover, additional external costs arising from
road transport, including traffic accidents and less easily measured costs as noise pol-
lution, environmental damages and traffic congestion, has been estimated to be nearly
€ 3.6 billion. Prior to EU accession, taxes and charges related to road transport
amounted to more than 90 per cent of such costs. Consequently, such taxes and
charges only covered about half of the total associated costs, adding external costs and
infrastructure costs together. Bundesministerium fiir Wissenschaft und Verkehr (1997).

The structural loss situation of ASFINAG makes explicit guarantees and full ownership
by the Austrian Republic necessary. See ASFINAG (2001).

Friedl and Steininger (2001) conclude that explicit costs increases in the form of road
pricing is more efficient to achieve environmentally sustainable transport than implicit
measures like congestion and regulation.

The ongoing implementation of the Green tax reform in Germany implies that fuel
taxes are being increased, increasing the scope for higher Austrian fuel taxes
(see OECD 2001f).

Economy-wide effects of a 10 per cent increase in the differential in transport fuel
prices between Germany and Austria is estimated to lower sales of gasoline and diesel
by around 3.0 and 3.4 per cent, respectively. See Puwein (1996).

Pre-tax prices on unleaded gasoline and automotive diesel are generally higher than in
other European OECD countries, which could be an indication of limited competition
in the markets for fuels. Environmentally motivated taxes may thus serve to magnify
differences in product market competition, thus exaggerate existing differences in
abatement costs across fuel types.

Another (non necessarily cost-efficient) solution is the implementation of new technol-
ogies as in the case of Vienna’s bus fleet, which consists of nearly 80 per cent LPG (Liq-
uid Petroleum Gas) driven buses, of which 94 per cent are equipped with three-ways
catalytic converters. (Central European Initiative (1999) Towards Sustainable Transport
in the CEI Countries, Vienna.). More generally, the high share of LPG-buses may be
explained by the tax-exemption from the mineral oil tax when used for public transpor-
tation.

See OECD (2001n) and O’Brien et al. (2001), op. cit. for a more detailed discussion.

Other forms of international transport, such as air and sea transport, pay no fuel tax — in
accordance with international treaties — implying incentives that are poorly aligned
with externalities.

O’Brien and Vourc’h (2001).

Koeppl et al. (1996).

In many proposals for energy taxes a recycling of tax revenues is suggested to migrate
the negative effects. The two most prominent candidates in the debate are either a
lowering of labour taxes, which typically benefits labour intensive domestically orien-
tated service sectors, or compensation of (capital-intensive) export orientated sectors.
See for example Breuss and Steininger (1998).
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As a result, the real gross investment in road structures has fallen by 40 per cent over
the decade leading to 1997 compared with a 20 per cent increase in railway structures.
This, however, has failed to make an impact on passenger transport’s road market
share of 90 per cent, while for goods the road market share has increased from just
above half to nearly two-thirds. Puwein (1999).

While not being the main cause, low fuel prices are certainly not contributing to a
reduction of transit traffic. It should also be mentioned that Austria has a positive bal-
ance of international transport services.

The Federal Ministry of Transport, Innovation and Technology funds a number of
research projects in cleaner mobility technologies as an additional measure to dimin-
ish the negative environmental impact from transport.

Calculations, using the so-called “willingness-to-pay” method, suggest that the internal
rate of return of establishing a national park east of Vienna (“Donau-Auen” national
park) was similar or higher than constructing a hydroelectric power plant in the same
place. See Kosz (1996) pp. 109-127.

The similar rate of subsidies across renewable energy projects, however, may have
very different effects on production costs, depending on depreciation rates and shares
of capital cost of total costs.

In addition the federal government is providing subsidies for the construction of power
plants using non-hydro renewable energy sources, amounting to € 16.9 million in 2000.
In addition some Ldnder (Vienna) also provides investment subsidies, reaching up 30
or 50 per cent of construction depending on type of renewable energy.

The purchasing obligation, the feed-in-tariffs and the extra grid-charge together form
the so-called “3-pillar-system” for promoting electricity generated by renewable
energy sources.

The green certificates are issued by the supplier along with the sales of the electricity
and form the basis for verification. Trading of green certificates are also being intro-
duced in other countries like Denmark and Australia. See OECD (2000¢) and OECD
(2001e).

Combined heat and power plants together with district heating projects have been
promoted by grants amounting to € 109 million since 1984, implying an average invest-
ment subsidy of 10 per cent. In one Land (Steiermark) the subsidy rate for district heat-
ing projects based on biomass was until 2000 up to 50 per cent when it was lowered to
between 30 and 40 per cent. The subsidy for ordinary district heating projects could,
prior to 1993, reach 30 per cent.

See OECD (1999h).

Calculated as the implied subsidy (the difference between the average guaranteed
feed-in price and the average production cost of conventionally generated electricity)
multiplied by the amount of electricity replaced, which would amount to nearly
140 GWh from natural gas power plants and 62 GWh from coal powered plants.

Amounting to one of the highest shares for railways in OECD-Europe. OECD (1998b).

Nevertheless, the expansion of public transportation in Vienna is expected to reduce
CO, emissions by nearly 300 000 tonnes by 2010.

Estimations point to a quadrupling or more of goods related road traffic with the pro-
spective EU-member countries in eastern Europe within 10 years after their eventual
accession to the EU, while the similar increase for railway transport would amount to a
doubling. See Puwein (2001).
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Since 1980 minimum standards for thermal insulation in new buildings have progres-
sively become more stringent. Mandatory efficiency standards are in place for thermal
insulation of buildings; efficiency of space heating and hot water equipment; individ-
ual metering of heat together with efficiency labels for household appliances.

The individual subsidy may range from € 29 to €58 per m?, but is limited to one-third
of the overall project costs. The tenant or the dwelling owner must finance the remain-
ing project costs.

Effectively these estimates are biased downwards as the discount factor for future CO,
reductions have implicitly been set at zero.

In terms of energy use, however, the plants still rely on relatively CO, intensive fuels
with nearly half of the plants using oil as compared with almost a third using natural
gas, while the remaining plants are powered by biomass or waste incineration

The efficiency of district heating is a function of housing density and number of power
stations feeding the network as on average 28 per cent of the heat energy is lost during
transportation of the water in the pipelines. Bundesministerium fur Umwelt, Jugend
und Familie (1998).

Under the District Heating Promotion Act, about € 52 million were disbursed
between 1984 and 1995. The Act terminated in 1993 but funding continued thereafter.

IEA (1998).

The number of farms receiving support is around 150 000 with an average size of some
14 hectare. The average subsidy is about € 3 600 per farm under the OPUL and € 5 800
per farm in total subsidies.

OPUL is the abbreviation for “Osterreichisches Programm zur Férderung einer umwelt-
gerechten, extensiven und den natiirlichen Lebensraum schiitzenden Landwirtschaft”.

In addition, national law regulates — through norms and standards — water protection,
nature conservation, and the use of pesticides and fertilisers. The latter was taxed in
the period 1986-95 with a consequent 10 per cent decrease in demand, but was abol-
ished upon EU accession.

For an exposé of the interaction between organic farming and sustainable develop-
ment, see for example Stagl (2001).

Among other initiatives to minimise the negative environmental impact of local trans-
port and to promote environmentally friendly tourism, it can be mentioned that pilot
studies of car-free tourism in the ski resorts Bad Hofgastein and Werfenweng are being
undertaken to develop models for minimising the negative environmental impact of
local car transport.

About 10 per cent of all slopes have required alteration to the natural drop of the
slopes.

The Water Law allows for the formation of local water associations (Wassergenossen-
schaften, WG and Wasserverbande, WV), when these prove more effective in reaching
objectives regarding water. Around one-half of all municipalities is a member of such
an association. Rudolph (1998).

OECD (1999i).

In some regions water suppliers provide financial indemnification for reduced use of
fertiliser and pesticides.

Rudolph (1998).
OECD (1999i).
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Full cost recovery prices to all users should in principle include capital costs, costs of
environmental damages and scarcity rent components. The EU Framework Water
Directive sets objectives for water protection at the same time as it states explicitly
that cross-subsidisation should be avoided, although the directive contains provisions
for guaranteeing access to basic volumes for household water at “social” charge rates.
Normally marginal cost pricing would be an optimal pricing strategy, but with increas-
ing rate of return such a strategy would lead to continuously under-funded water works.

Water-related subsidies are reaching 30 per cent for industries and up to 60 per cent
for municipalities.

In 1999 about 90 per cent of financial support from the Environmental and Water Man-
agement Fund was allocated to investment in wastewater disposal. See Kommunal
Kredit (1999).

Federal Ministry of Environment, Youth and Family Affairs (1998).

A 1999 survey revealed that only 8 per cent of the Vienna population were aware of the
costs of waste collection.

The Fiscal Compensation Law (“Finanzausgleichsgesetz”) stipulates that the annual
revenue may not exceed 200 per cent of the annual costs.

Federal Ministry of Environment, Youth and Family Affairs (1998).
ECMT (2000).
See Pearce (1998).

Since 1989, about € 218 million has been earmarked for cleaning up contaminated
industrial sites.

See OECD (20010), Chapter VI on the experiences of OECD countries of cost-benefit
analysis using to encourage environmentally sustainable growth.

See OECD (1999j) for a survey and discussion of existing programmes as well as OECD
(2001p).

See Kletzan and Koppl (2001) for a detailed discussion of the issues involved.
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Annex 1
Chronology of main economic events

1999

March

The government presents a tax reform proposal to take effect from 1 January 2000. The
main components include: a general lowering of marginal tax rates, larger tax allowances for
R&ED expenses and pension savings.
May

The spring wage negotiations lead to increases in collectively negotiated wages of
between 1.9 per cent and 2.8 per cent.
October

General elections.

November

In a cooperation with Deutsche Borse AG, Wiener Borse joins the international electronic
trading system Xetra for stock and bond trading, giving all market participants irrespective
of their location access to electronic securities trading across borders.

Wage negotiations in the areas not settled in the spring lead to increases in collectively
negotiated wages of between 2.0 per cent and 2.4 per cent.

2000

January

Legislation comes into force to induce higher part-time employment among older work-
ers by providing financial support to working time reductions for older employees by subsi-
dising compensation of those claiming part-time work (Altersteilzeit).

The tax reform 2000 and the second phase of the family benefits package come into
force. They lower the tax burden on wage and other personal incomes, raise child benefits,
and foster the attractiveness of Austria as a business location.

February

A new coalition government between the Austrian Peoples Party and the Freedom Party
is formed.
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March

The new government’s first budget proposal for 2000 is presented, envisaging a general
government deficit of 2 per cent of GDP. The proposal includes higher revenues from indirect
taxes and a number of one-off measures. The 2000 budget comes into force in June 2000, and
until then a provisional budget — based on the estimates of 1999 — remains in force.

May

The spring wage negotiations lead to increases in collectively negotiated wages of
between 1.9 per cent and 2.8 per cent.

June

The following indirect taxes were increased: tobacco tax, levy on electricity, vehicle
insurance tax as well as certain fees (e.g. for passports and other official documents).

The “Getrankesteuer” tax on beverages served in public premises is abolished to com-
ply with an earlier ruling by the European Court of Justice and is replaced by increases in
other indirect taxes, mainly on beverages, effective from 1 June 2000 and 1 January 2001.

The Austrian Banking Act is amended so as to reflect the abolition of anonymous savings
accounts (effective from November 2000 onwards).

July

The energy liberalisation act passes Parliament, envisaging the full opening of the elec-
tricity and gas markets by October 2001 and October 2002, respectively.

September

The government proposes a two-year budget, targeting a halving of the general government
deficit to 0.75 per cent of GDP in 2001 and a zero deficit in 2002 through a fiscal consolidation
package. In addition, a further family support scheme is presented, to take effect in January 2002,
making child support more generous and independent from previous employment.

October

The stock exchange turnover tax is abolished.

Wages in the federal government sector are set to increase by Sch 500/month in 2001 and
0.8 per cent the year after. Over the same horizon, federal government employment is to be
reduced by 11 000 full time equivalents.

The Federal Government, the Lander and the local municipalities agree on a new reve-
nue sharing arrangement (Finanzausgleich), to be in force up to 2004 as well as a pact on the
joint achievement of the 2002 general government deficit target. The pact stipulates that the
Liander are obliged to achieve budget surpluses, while local municipalities are required to
balance their budgets. Non-compliance with these targets can lead to financial sanctions.

Pension reform measures come into effect, mainly designed to raise retirement ages.

November

The NEWEX (New Europe Exchange) opens for stock exchange trading and is specialised
in Central and Eastern European securities. The new exchange is a joint venture of Deutsche
Borse AG and Wiener Borse AG.

The auction of UMTS licenses results in revenue of nearly Sch 11 % billion (€ 835 million)
with the licenses allocated to 6 companies, each receiving two set of frequencies.
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The privatisation of the Postal Savings Bank is completed. Further sales of shares in
Telekom Austria and the Vienna airport takes place, lowering the government owned share
to 47.8 per cent and 8.9 per cent, respectively.

The wage negotiations in the areas that were not settled in the spring leads to increases
in collectively negotiated wages of between 2.5 per cent and 3.7 per cent.
December

Parliament passes the 2001 budget.

2001

January
The unemployment benefit insurance system is reformed.

The Hospital and Major Equipment Plan comes into force, introducing elements of
enhanced nation-wide co-ordination in the planning of hospital supply.

March

The government commissioned Task Reform Commission — part of the ongoing adminis-
trative reform in the public sector — publishes a list of proposals for out-sourcing government
services to private providers and for streamlining government services.

April
The 2002 budget is legislated.

May

The federal government’s ownership in the postal and telecommunication sectors is
transferred to the public sector industrial holding company (OIAG). The continuation of the
privatisation programme leads to the sale of an additional 30 per cent of Austria Telekom and
all shares in Austria Tabak.

The spring wage negotiations lead to increases in collectively negotiated wages of
between 2.6 per cent and 3.1 per cent.
June

The government presents its proposal for reform of the Austrian Competition Law, which
introduces an independent Federal Competition Authority and a Cartel Prosecutor. Parlia-
ment passed a law to unify financial market supervision, to come into force on 1 April 2002.

July

Parliament passes the act on child cash support (Kinderbetreuungsgeld), thereby
extending family benefits, which will come into force January 1, 2002.
October

The introduction of a tuition fee for university students takes effect with the beginning
of the winter semester 2001/02; its proceeds will partly be distributed to the universities for
investment purposes.

As part of the ongoing administrative reform process, government presents a bill on
public sector reform (Verwaltungsreformgesetz 2001).
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