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			Economic projections for Belgium – Autumn 2017

			Introduction

			As expected, the global economy recorded relatively sustained growth in the first two quarters of 2017. According to the initial quarterly statistics and the leading indicators for some major countries, this growth pace would – at least – have been maintained in the second half of the year. In the common assumptions adopted for these projections with a cut-off date of 23 November 2017, the main ones being described in box 1, it is assumed that global year-on-year growth excluding the euro area will pick up slightly at first, but then subside a little from 2018. That contraction is likely to occur because the gradual slowdown in some advanced countries will not be entirely offset by the stronger growth seen in a number of emerging countries, such as the expected strengthening of the Brazilian economic recovery.

			World trade rebounded strongly in the first half of 2017 : according to the initial available data, global trade flows expanded at almost twice the pace of global GDP. This widespread phenomenon seems to be due in particular to the revival of highly import-intensive investment. The effect of the recovery in the emerging countries combined with the increasing supply constraints in a number of advanced countries may have also sparked a further extension of the global production chains. The marked expansion of trade also makes global growth more robust and less dependent on the situation in certain individual countries. However, similar to the latest projections by other international institutions, the common assumptions used for these Eurosystem estimates consider this to be partly the result of a series of one-off factors, and they therefore allow for a gradual decline in the trade intensity of growth during the projection period, so that the expansion of trade will fall back into line with world GDP growth. The underlying idea is that some factors which have accentuated that trade intensity in the past, such as the progressive liberalisation of trade, will exert less influence in the future. In recent months, the financial markets have remained calm. Up to now, the tightening of monetary policy initiated in the United States and the announcement of the reduction of quantitative easing in the euro area from January 2018, as well as the ever-present geopolitical risks, have generated surprisingly little volatility. In fact, stock markets have continued rising strongly, reflecting the favourable profit outlook but probably also investors’ search for yield which is fuelling a marked increase in the prices of other assets such as property. In the euro area, interest rates are still close to their historical floor, notably on account of inflation which has risen only modestly so far. However, oil prices have staged a fairly substantial rise since mid-2017. In view of the continuation of the current production restrictions and the only temporary impact of extreme weather phenomena which mainly affected American production, that rise essentially reflects the revival of world demand for oil, driven by the favourable global economic situation. However, the most significant development occurred on the foreign exchange markets, where the euro has appreciated considerably since the summer, partly as a result of the relative adjustment of the growth figures (or outlook) for the euro area.

			According to the latest statistics, the pace of activity in the euro area continued to strengthen significantly from the autumn of 2016, at an average of 0.6 % over the past four quarters. Real GDP growth is therefore estimated at 2.4 % this year, representing the strongest rise for ten years. Growth gained steam in both Germany and France, and remained very robust in Spain and the Netherlands. Recently, also Italian activity gained some momentum, even though its expansion is still clearly below the euro area average. The most relevant short-term indicators, such as those concerning business confidence, continue to point to a very favourable outlook for the euro area in the immediate future, with growth expected to remain practically unchanged in the final quarter of 2017. However, according to the new Eurosystem estimates, which run until 2020 this time – and incorporate the autumn projections discussed in this article and completed on 30 November – activity in the euro area is subsequently set to slow down gradually. The slowdown is due to the weakening momentum of global growth and world trade mentioned earlier, which will cause a gradual slackening of external demand, but also due to the labour market supply constraints which will be an impediment to growth in some major countries. Annual growth in the euro area is in fact predicted to slow gradually to 1.7 % by 2020. Inflation in the euro area is bolstered this year by rising energy prices. Leaving aside that component and other volatile factors, core inflation is set to increase throughout the projection period, reflecting the growing pressure of domestic costs, but will remain below 2 % at the end of 2020.

			In regard to Belgium, the macroeconomic estimates were barely revised compared to the spring projections. The growth estimate for 2017 has been upgraded slightly to 1.7 %, mainly on account of the revision of the quarterly statistics for the first half of the year. However, growth will then decline gradually up to 2020, the principal factor being the moderation in the business investment cycle and the traditional drop in local government investment following the elections. The negative growth gap between Belgium and the euro area, which opened up in 2015, will diminish, but will not entirely vanish during the projection period.

			In 2017, employment clearly exceeded the spring projections, partly as a result of the revision of the initial quarterly statistics, and actually strengthened in comparison with 2016. This implies that the expansion of employment has practically kept pace with the growth of activity for two years now, which is very unusual in the context of a cyclical upturn. Hence, there is little doubt that the job creation was driven by the recent policy measures, and especially the wage cost moderation which makes labour relatively cheaper, as well as by certain structural labour market reforms which are boosting the effective labour supply. The strong jobs growth is accompanied by a rising participation rate, particularly among older workers who are remaining active on the labour market for longer as a result of the various reforms. Yet the current forecasts still assume that the additional stimulus of those measures will fade away and that employment growth will gradually slow down, not only because labour costs begin rising again but also owing to the increasing impact of labour market shortages – as is already evident from the growing number of unfilled vacancies – so that firms will find it increasingly difficult to obtain suitable staff. The unemployment rate is set to decline further to just under 7 %, which is close to the level prevailing immediately before the great recession.

			Inflation, which stands at 2.2 % in 2017, will ease considerably in 2018, dropping to around 1.6 %. It will be tempered by various factors, particularly the expected levelling out of oil prices and the impact of the euro’s recent appreciation, which makes imports cheaper, but also the abolition of the energy levy on domestic electricity consumption in the Flemish Region with effect from 1 January 2018. Core inflation edges upwards during the projection period even though, as in the past, the strong rise in labour costs will not be entirely passed on in prices ; instead, it will lead to moderation of profit margins.

			Finally, turning to public finances, the budget deficit fell much more steeply than expected in 2017, to 1.2 % of GDP. The main factor here is the substantial increase in advance payments by companies and, to a lesser extent, the favourable effect of the strong job creation on public revenues and expenditure. However, the budget deficit is set to rise again in the years ahead, as the deterioration in the primary surplus will be only partly offset by the further fall in interest charges. At the end of the projection period, the budget deficit will still stand at 1.5 %, which is far short of the target of a structurally balanced budget. The government’s debt ratio is gradually falling, but the debt level will still exceed GDP at the end of the projection period. Here it should be remembered that, in accordance with the Eurosystem rules for such projection exercises, account is only taken of measures which, on the cut-off date for the estimates, the government has already specified in sufficient detail and formally approved or is very likely to approve. Furthermore, the estimates of the impact on the budget of certain measures, such as those to combat fraud, differ from the amounts included in the budget.

			1.International environment and assumptions

			1.1World economy

			After picking up in the second half of 2016, global economic growth continued to gain momentum in 2017. Growth also became more broadly based in geographical terms, in both the advanced and the emerging economies. In the advanced economies, the vigorous activity was supported by the continuing accommodative monetary policy and restoring consumer and business confidence. It was based primarily on the dynamism of domestic demand and, more particularly, on a strong investment revival. In the emerging economies, growth recorded a slightly more moderate strengthening, but the variations between countries diminished considerably. The improvement in the global macroeconomic outlook was accompanied by a world trade revival and a strong rise in the valuation of assets on global markets. Conversely, commodity prices were more volatile.

			In the emerging countries, there was a further slight strengthening of the robust growth of the Chinese economy. Economic activity benefited from substantial export growth which more than offset the slight slackening of domestic demand. Private consumption was fairly stable, while investment was down slightly, so that a considerable amount of production capacity remained unused. Fiscal policy was still relatively expansionary, and that was reflected in particular in a high level of public investment. The People’s Bank of China maintained a “neutral” monetary policy stance. However, against the backdrop of a heavy debt burden and increased risks to financial stability, the Chinese authorities took new measures to halt the constant credit expansion.

			In the commodity-exporting countries – and more especially those producing fossil fuels – activity was still depressed overall by the persistently low commodity prices, although those did exceed the 2016 average. However, Brazil and Russia recorded positive growth again after two years of deep recession. In Brazil, the recovery was initially supported by agriculture, but subsequently strengthened and spread to the other economic sectors, while falling inflation bolstered household consumption. In Russia, the economy picked up gradually from the end of 2016 as a result of rising oil prices, stabilisation of the rouble, and the steady decline in inflation. Both private consumption and private investment contributed to the revival in the context of a clear restoration of confidence and improving financing conditions. Conversely, in India, the effects of the measures to rein in the shadow economy, such as demonetisation and the harmonisation of taxes on goods and services, dampened growth, which is estimated at just under 7 % this year.

			As regards the advanced economies, activity in the United States surged in 2017, further fuelling the ongoing improvement in the labour market. Underpinned by a marked increase in investment, growth gradually picked up, reaching 3.3 % year-on-year in the third quarter. In November, as a result of job creation, the unemployment rate was back down to the level prevailing in the early 2000s, at 4.1 %. Private consumption remained robust, supported in particular by the wealth effects associated with the good performance of the asset markets and the rise in wages, albeit still moderate. Despite these favourable developments, inflation remained below target and inflation expectations were still relatively low.

			In Japan, economic activity accelerated against the backdrop of highly accommodative financing conditions and significant government measures to support the economy. The growth of exports resulting from the upturn in international trade supported investment, while consumption benefited from a new improvement in employment. However, with energy and food prices excluded, inflation still remained close to zero. The main explanatory factor seems to be the extreme caution displayed by Japanese firms in setting wages and prices. Despite unemployment running at less than 3 %, a growing labour shortage and a surge in corporate profits, wages hardly increased at all in real terms.

			In the United Kingdom, the economy began to slow down at the end of 2016, after the initial resilience following the vote on 23 June 2016 in favour of exit from the European Union. Corporate investment remained modest owing to uncertainty over the decision to leave the European Union, and private consumption suffered in particular from the fall in purchasing power. That fall is due more specifically to the strong rise in inflation resulting from the sharp depreciation of the pound sterling during 2016. Conversely, the lower pound boosted exports which, in contrast to imports, increased strongly. As a result, the growth slowdown was modest, and thanks to the sustained job creation unemployment declined further to less than 4.5 %.

			In the euro area, economic growth picked up in 2017. It was supported primarily by domestic demand and became widespread across countries and sectors. Although private consumption was restrained by weak wage growth, it benefited from a new labour market revival, with the overall unemployment rate falling to 8.8 % in October, its lowest level in nine years. Investment gained support from the continuing favourable financing conditions and from the rise in consumer confidence, increased profitability and a strengthening of global demand. Exports recorded substantial growth in view of the world trade revival. The marked improvement in the macroeconomic outlook for the euro area was backed by the progress achieved in cleaning up banks’ balance sheets, although substantial outstanding amounts of non-performing loans persist in places.

			Despite continuing significant discrepancies, all euro area countries contributed to the economic expansion recorded in 2017. While economic growth was consolidated in Germany and the Netherlands, it gathered pace in France and Italy. In Spain, activity remained robust and GDP surpassed its pre-crisis level.

			After reaching 1.9 % in April, mainly as a result of the rise in energy prices, headline inflation in the euro area subsided again. At 1.5 % in November, it was well short of the ECB’s target of close to 2 %. Core inflation, i.e. excluding food and energy prices, increased for a time during the year to reach 1.2 % in April and in the summer. However, recently it has fallen again to just 0.9 % in November as a result of the continuing weak pricing and wage-setting dynamics.

			After a marked slowdown in 2016, global trade flows recovered from the last quarter of 2016. Once again, the growth of world trade significantly outpaced the expansion of activity. The stronger trade dynamics were seen in both the advanced and the emerging economies, pointing to a rise in global demand, and more particularly increased investment which has a relatively high import content. Apart from the renewed dynamism in the euro area, where trade is particularly intense, the stronger growth in China and the United States played a dominant role. The expansion of Chinese exports fuelled trade between the Asian countries, while in the United States the oil price recovery underpinned investment in the energy sector.

			Driven by encouraging macroeconomic news and the continuing accommodative monetary policy, the financial markets flourished throughout the world. The renewed risk appetite was accompanied by lower volatility in the main market segments, and more specifically on the bond market. Despite certain measures and signals indicating or presaging the start of monetary tightening in most of the advanced economies, yields on long-term sovereign bonds remained low and stable in a rather low inflation environment. Equity markets produced a solid performance, while corporate bond spreads narrowed further. In the euro area, spreads on sovereign bonds continued to diminish gradually in the context of a general economic recovery. Sentiment regarding the emerging economies also continued to improve, while the attraction of high yields stimulated the inflow of capital.

			On the foreign exchange markets, uncertainty over the development of US macroeconomic policy – both monetary and fiscal – depressed the US dollar, which fell against most currencies of the advanced and emerging economies. In contrast, as a result of the euro area’s good macroeconomic performance and in anticipation of a very gradual tightening of the Eurosystem’s monetary policy, the euro appreciated in effective terms.

			After approaching the $ 60 per barrel mark at the end of 2016, the oil price fell by almost 15 % in the first half of 2017, despite the decision by OPEC and some other exporters to extend until March 2018 the production restrictions agreed at the end of 2016. In the second half of the year, however, the crude oil price escalated to almost $ 65 per barrel in the autumn. Strong demand from Europe and the United States combined with the growing political uncertainty in Saudi Arabia, the world’s largest oil-exporting country, were major factors contributing to that rise. Finally, expectations concerning renewal of the said OPEC agreement, eventually decided on 30 November (namely renewal of the agreement until the end of 2018), drove prices up at the end of the year. Commodity prices excluding energy also declined in the first half of the year before picking up to some extent in the second half. That applied in particular to metal prices, which benefited greatly from the improvement in the economic climate and more especially from the increased dynamism of the Chinese economy. Agricultural prices generally remained stable.
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			1.2Estimates for the euro area

			The Eurosystem’s current growth estimates for the euro area have been clearly upgraded compared to the ECB’s previous projections dated September 2017. During this year, activity has already accelerated more strongly than expected and, in view of the marked expansion of trade volumes, import demand from outside the euro area was revised upwards, especially for the first half of the projection period.

			The euro area’s economy is estimated to have grown by 2.4 % in 2017 and is likely to maintain a similar pace in 2018. After that, the expansion of activity is predicted to slacken, though it will still considerably exceed potential growth. That slowdown is due to the assumed gradual weakening of the trade intensity of global growth, which will cause import demand from countries outside the euro area to rise less rapidly ; another factor is that labour market supply constraints will increasingly impede growth in certain countries, including Germany. Following a further decline in 2017, the household savings ratio is set to pick up gradually from next year, curbing the growth of consumption. That is due not only to the usual inertia in adjusting consumption patterns to rising incomes, but also to the need to dismantle household debt positions against the backdrop of rising market interest rates.

			Despite some short-term volatility, the forecasts predict that inflation will remain fairly flat until well into the projection period. The assumed flattening of the oil price at the beginning of 2018 means a sharp fall in energy inflation. However, that is gradually more than offset by the rising domestic cost pressure. Labour costs are set to increase considerably, partly owing to the abolition of certain measures which have tended to moderate the rise in labour costs in various countries, but more generally as a result of increasing labour market tensions. Excluding the volatile components, core inflation is estimated at 1.8 % at the end of 2020.
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			The labour market recovery continued to gain momentum this year. That primarily reflects the further expansion of activity ; however, the labour intensity of that increased growth has diminished slightly. As the scarcity of suitable staff intensifies and activity slows down somewhat, job creation in the euro area will gradually run out of steam. Nonetheless, employment growth is still strong enough to reduce the unemployment rate to 7.3 % by the end of the projection period, the lowest figure for more than 35 years.

			The average budget deficit in the euro area, which barely exceeds 1 % of GDP this year, is forecast to continue falling to 0.5 % of GDP in 2020. That improvement is attributable mainly to the upturn in the economy and the continuing reduction in interest charges resulting from the unusually low level of interest rates. Conversely, the structural primary balance which is an indicator of the underlying fiscal policy will probably remain virtually unchanged over the whole of the projection period. The decline in the public debt ratio, driven by the low level of interest rates, will continue : in 2020, the debt ratio will have fallen by more than 11 percentage points below its 2014 peak.

			2.Activity and demand

			According to the current quarterly statistics, economic activity got off to a good start in the first half of the year, with growth increasing to an average of 1.7 % year-on-year. On the expenditure side, that growth is largely due to the contribution from private consumption, but also – and above all – to the underlying expansion of investment, at least if an adjustment is made to allow for the impact of specific major purchases of investment goods abroad by large multinationals at the end of 2016. On the production side, the increased activity in market services was the main contributor to growth, while value added in manufacturing industry decreased.

			
				
					[image: ]
				

			

			In the third quarter, growth subsided somewhat to 0.3 % quarter-on-quarter, though year-on-year growth was steady at 1.7 %. The gradual decline in quarterly growth mirrors the trend in business confidence which weakened since the beginning of the year, although it is still above the long-term average and began rising again from October. In contrast, consumer confidence has been rising almost continuously, and in October actually reached its highest level since the summer of 2001. These and other short-term indicators suggest that growth in the last quarter of this year will be slightly up again, as is also signalled by the nowcasting models used at the Bank. Although some models predict a stronger acceleration, the current estimates assume quarterly growth of 0.5 % in the final quarter of 2017.

			In all, thanks to the strong first half of the year, economic growth year-on-year will have accelerated slightly in 2017 to reach 1.7 %. That growth rate is expected to persist in 2018, but in subsequent years activity will gradually slacken, producing growth of 1.4 % in 2020. That reflects the deceleration of Belgium’s export markets and a normalisation of the expansion of business investment, accentuated by the traditional post-election fall in public investment from 2019. Furthermore, certainly towards the end of the projection period, economic growth will be curbed by supply constraints, particularly in some geographical or functional segments of the labour market.

			Over the projection period as a whole, just as in the preceding years, growth will clearly be driven by domestic demand, as the growth contribution of net exports will remain negative throughout the projection period at an average of –0.1 percentage point.

			In 2016, imports and exports recorded very strong growth, but that was partly due to the reorganisation of the trading activities of a multinational pharmaceutical company in favour of its Belgium-based subsidiaries, so that from the second quarter of 2016 more trade flows to and from Belgium appeared in the statistics. Since imports and exports were both influenced upwards to practically the same degree, there was no net impact on GDP, though it is necessary to make an adjustment to take account of this statistical effect when examining the movement in market shares. The adjusted export growth in 2016 tallied much more closely with the import growth of the trading partners, so that in reality the movement in Belgian exporters’ market shares was broadly neutral. In 2017, the (adjusted) loss of market shares increases fairly steeply to just over 1 percentage point, and according to the projections, there will be further losses of market shares amounting to around 0.4 percentage point per year over the projection period. That is mainly due to the pressure of domestic costs, which will rise again from 2017, ending the improvement in cost competitiveness compared to other countries. In line with the very gradual weakening of world demand, export growth will fall slightly, quarter-on-quarter, to average 0.8 % in the last year of the projection period. Since import growth will be somewhat stronger, partly owing to buoyant domestic demand, the growth contribution of net exports remains slightly negative on a quarterly basis throughout the projection period.
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			In 2017, stock-building will also have made a positive contribution to growth ; that follows essentially from the statistics already available, because – as usual – according to the technical assumptions adopted for all the quarters covered by the projection periods, the growth contribution of the change in inventories is neutral, owing to the great statistical uncertainty surrounding that concept.

			The robust increase in domestic demand during the projection period is due mainly to private consumption. After the strong growth recorded by that component in 2016, the figure was significantly lower this year, notably on account of a slowdown in purchases of durable goods. Nonetheless, the current forecasts point to a gradual acceleration of consumption growth during the projection period, rising to quarterly growth of 0.4 % or more, though the pace slackens a little in 2020. Household consumption mirrors the increasing income growth, and in particular the acceleration of labour incomes.

			That rise is due to the expansion of employment – which, though slowing down, should remain vigorous for some time – and above all to the increase in real wages. Furthermore, from this year onwards, property incomes should also positively contribute to household income growth once again, owing to the expected rise in interest rates and the increase in dividends paid out by companies. Finally, household purchasing power is also supported by the additional tax cuts planned for the coming years via the tax shift. They will give a strong boost to income growth, particularly in 2019. In 2018, the favourable impact of the tax shift will still be partly offset by the increase in certain levies on financial transactions and incomes, following the 2018 federal budget. In 2020, income growth diminishes again slightly, notably because there are no additional tax shift measures that year so that the positive contribution from the secondary income distribution disappears.
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			This year, annual consumption growth will roughly equal the growth of incomes, so that the savings ratio remains stable, but from 2018 that ratio begins rising again. On the one hand, households will as usual take time to adjust their expenditure to the increase in net labour incomes, and more generally to income fluctuations, thus smoothing their consumption profile and reducing its volatility. The upward trend in the savings ratio is also attributable to the restoration of the share of disposable income represented by property incomes, because a larger proportion of such income is generally saved.
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			Apart from private consumption, private investment will also continue to support growth, albeit to a diminishing extent. Excluding the distortion caused by certain specific purchases of investment goods abroad, which had driven up investment in 2016, the expansion of business investment in 2017 is particularly vigorous, with volume growth of 5.6 %. The underlying determinants of investment remain favourable thanks to still favourable financing conditions, ample cash reserves, a growing operating surplus, low interest rates and increasing capacity utilisation, which will lead to ever more investment in expansion. In the years ahead, the growth of business investment is nevertheless set to subside gradually to a more normal pace, closer to the increase usually seen in this phase of the business cycle.

			Household investment – in the form of new builds or renovation projects – also continues to be stimulated by the low interest rate environment. In that connection, property has increasingly become an alternative form of investment for households seeking yield. The available quarterly statistics nevertheless show a marked fall in such investment since mid-2016. That may be due to the declining impact of portfolio reallocations, given that financial market interest rates have been fairly stable for some time. However, the current projections point to a modest revival in residential investment : over the projection period, that investment will rise by 0.5 % per quarter, on average. All the same, investment in housing has yet to recover fully from the crisis, since it remains well below its 2008 peak at the end of the projection period.

			Finally, as regards government expenditure, the growth of public consumption will be rather modest throughout the projection period. Conversely, public investment will, as usual, mirror the profile of the electoral cycle : following the acceleration predicted for 2018, investment growth will slow down sharply from 2019.

			3.Labour market

			Job creation remained substantial in 2017. The number of persons in work, which had already risen by 58 000 units in 2016, will increase by a further 69 000 units this year. That is all the more remarkable since GDP growth reaches a relatively modest 1.7 %. For comparison : in 2007, for example, the number of jobs created was fairly similar (+71 000 units), but GDP growth was twice as high at 3.4 %. Over the past two years, growth has been very employment-intensive. While the exact impact cannot be assessed at present, the wage moderation policy which makes labour relatively less expensive and the various structural reforms which boost the effective labour supply have evidently helped to achieve that.
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			For the next three years, the projections assume that the ratio between job creation and activity growth will gradually return to a level in line with its long-term value. Thus, around 121 000 jobs are likely to be created during the period 2018-2020. On the one hand, the effect of the reforms will gradually fade away, while labour costs will begin rising again, curbing job creation. In addition, GDP growth is expected to lose momentum over the projection period as a whole, since it will not exceed 1.4 % in 2020. As unemployment continues to fall, supply shortages in certain geographical and functional segments of the labour market will increasingly moderate the expansion of employment.

			Simultaneously to the strong job creation, hourly productivity growth will remain relatively weak in 2017, at 0.3 %. The causes of the slackening of productivity since 2016 are currently still being analysed. Nonetheless, several factors can already be cited, such as the shift to a services economy (as the services sector is less productive than manufacturing industry), the aforesaid labour market reforms encouraging job creation mainly for low-skilled workers, and the extension of working life. Although productivity growth picks up during the projection period, it will still be lower than in the past.
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			Roughly 60 % of the jobs created can be attributed to the increasing number of employees in branches sensitive to the business cycle. In those branches, it is only financial and insurance activities that continue to record a decline in their workforce. In contrast to preceding years, there were no further job losses in industry and construction in 2017. The sectors seeing the most job creation are business services, on the one hand, and trade, transport and hotels and restaurants on the other.

			During the projection period, the growth rate of the number of employees will decline a little faster than that of self-employed persons, as the latter are unaffected – or at least less affected – by the diminishing impact of the recent labour cost moderation and the structural reforms. Moreover, some trends encouraging a shift to self-employed status in certain jobs will persist. Against the backdrop of declining growth in the population of working age – whose impact on the labour supply is partly offset by the rise in the participation rate, accelerated by the structural labour market reforms – employment growth is accompanied by a fall in the number of unemployed job-seekers. In 2017, there will be on average 26 000 less compared to the previous year. That decline is expected to continue for the next three years, so that there will be roughly 39 000 fewer unemployed persons by the end of the projection period. However, it should be noted that this fall is due partly to the gradual retirement of a large cohort of unemployed persons who are now over 60 years old. After dropping sharply in the past three years, the unemployment rate is set to fall further to 6.9 % in 2020.

			4.Costs and prices

			4.1Labour costs

			Gross wages in the private sector increased in 2017, following a period of severe wage moderation. Under the 2017-2018 central agreement, real negotiated increases were set at 1.1 % for the period as a whole, namely 0.3 % in 2017 and 0.8 % in 2018. For 2019-2020, in the absence of a wage norm for that period, the technical assumption regarding real increases put the growth of negotiated adjustments excluding indexation in 2019 at the same figure as in 2018, and in view of the stylised facts concerning those agreements and the increased tensions on the labour market, it was assumed that growth would be slightly higher in the second year, at 1 % in 2020. The increase in hourly wages over the projection period also incorporates the wage drift, i.e. the increases due to structural factors such as the rising average age and level of skills of the working population. In addition, the relatively strong demand for labour could lead to tensions on the labour market, potentially accentuating the pressure on wages at company level, which also contributes to the wage drift. Taking account of the restoration of price indexation (which drives up nominal wages by an average of 1.6 % per annum during the projection period), hourly wages are set to rise from 2017.

			As a result of measures taken by successive governments to reduce labour costs, employers’ social security contributions have fallen significantly. This aspect of the tax shift had its greatest impact in 2016, but its effects will still be felt up to 2020. Overall, hourly labour costs in the private sector will rise by 1.9 % this year, but the pace will increase to 2.7 % in 2020. However, thanks to the accelerating recovery of productivity, the rise in unit labour costs will be more modest at around 1.6 % in 2017, 1.7 % in the ensuing two years, and 1.9 % in 2020.

			4.2Prices

			The headline inflation rate increased from an average of 1.8 % in 2016 to 2.2 % in 2017, owing to rising energy prices – driven mainly by oil prices – while inflation in the other categories of goods and services slowed down on average. Core inflation would thus decline from 1.8 to 1.5 % in 2017, due to to a slowdown in the price increases concerning non-energy industrial goods and services. There are several contributory factors here, such as the disappearance of the upward influence of the increase in higher education tuition fees in the Flemish Community (which affected inflation up to September 2016) and the smaller rise in telecommunications prices. Package prices did not rise as steeply as in 2016, and the abolition of roaming charges in June 2017 had a favourable effect on the mobile telephony price index. Finally, increases in food prices in 2016 were quite exceptional and did not occur again in 2017.
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			Total inflation is set to fall sharply in 2018, once again as a result of energy price fluctuations. Apart from the expected weaker rise in the price of Brent crude oil, that is largely due to the abolition of the contribution to the Energy Fund in the Flemish Region pursuant to a Constitutional Court judgment, whereas that contribution had driven up the price of electricity from March 2016. Over the remainder of the projection period, energy price inflation is predicted to be slightly negative, in line with the Eurosystem’s assumptions for oil prices and, to a lesser degree, the pattern of gas and electricity prices.
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			Food inflation is expected to accelerate in 2018 as a result of price rises for both unprocessed and processed foods. The latter are greatly influenced by changes in excise duties : according to the budget figures announced in the summer of 2017, the duty on tobacco will increase faster in 2018. To a lesser degree, the rise in the “health tax on soft drinks” will also boost food inflation. After that, excise duties are not expected to continue rising at the same pace, and the inflation rate should weaken up to 2020.

			Core inflation covering services and non-energy industrial goods is predicted to increase from 1.5 % in 2017 to 1.8 % in 2020. Price rises for the latter slowed in 2017, notably as a result of certain base effects resulting from the purchase of vehicles (some measures had driven prices up in 2016) ; subsequently, they are not expected to accelerate but will actually slow down in view of the effects of the euro’s appreciation. Over the rest of the projection period, inflation in industrial goods is forecast to increase to around 1 %. Services inflation, which is still the biggest contributor to total inflation, is forecast to rise from 2 % in 2017 to 2.2 % by the end of the projection period. The increase in labour costs is reflected only slowly and partially in that component. The relatively stable pattern of core inflation in the past suggests in particular that large fluctuations in labour costs are partly absorbed in profit margins. Thus, the labour cost moderation of recent years has led to a widening of those margins. Conversely, the rise in labour costs during the projection period would curb the margin growth, and the increase in core inflation would thus be fairly small, despite the growing cost pressure. In the euro area, according to the Eurosystem estimates, the higher labour costs should be passed on to a greater extent in prices. As a result, the gap between Belgian and euro area inflation, which has been relatively large in recent years, will gradually dwindle.

			The above analysis concerns the HICP, which permits comparison of inflation rates across all European countries. Inflation measured according to the Belgian national consumer price index (NCPI) deviates slightly from that figure owing to methodological differences. The NCPI is used to calculate the health index, i.e. the national index which excludes tobacco, alcoholic beverages and motor fuel. That health index, which forms the basis of wage indexation, is forecast to rise a little more slowly in 2017 (1.8 %) and much more slowly in 2018 (1.4 %) – mainly as a result of the fall in electricity prices – before eventually accelerating again up to 2020.
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			5.Public finances

			5.1Budget balance

			According to the latest estimates, the public finances will end the year 2017 with a deficit of 1.2 % of GDP, representing a 1.3 percentage point improvement over 2016. In the macroeconomic context described above, the general government budget deficit will edge upwards in 2018 and 2019, then remain more or less stable in 2020.

			The budget balance improves in 2017 because both primary expenditure and interest charges are down, while revenues increase as a ratio of GDP. Primary expenditure is set to decline further in 2018 and should remain broadly stable in the ensuing years. Interest charges are predicted to maintain their downward trend, but will fall less steeply towards the end of the projection period. However, the favourable impact of those factors on the budget balance will only partly offset the decline in fiscal and parafiscal charges from 2018.

			The deficits will occur mainly at the level of the federal government, but the sub-sector comprising the Communities and Regions will continue to record a small deficit during the projection period. In contrast, the local authority and social security accounts should remain virtually in balance. In 2018, the downward revision of the autonomy factor for determining the regional additional percentages on personal income tax will result in a one-off adjustment for the excess taxes paid to the Regions since 2015 ; that will have a negative impact on the budget balance of the Communities and Regions and a positive impact on the federal government budget.

			As usual, the projections are based on the assumption of no change in policy. Consequently, they only take account of budget measures which have already been announced and specified in sufficient detail. It is assumed that the corporation tax reform will be neutral for the budget.

			5.2Revenues

			The downward trend in public revenues evident for several years is expected to pause in 2017, with revenues increasing by 0.3 percentage point of GDP. In 2018 and 2019, however, there will be a further sharp drop, with government revenues down by 0.7 and 0.4 percentage point of GDP respectively, while in 2020 they are likely to remain virtually stable.
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			The rise in the revenue ratio in 2017 is due mainly to the increase in income from taxes on corporate profits. Those taxes are up by 0.4 percentage point of GDP, primarily as a result of the sharp increase in advance payments by firms ; it seems that those advance payments are reverting to the level prevailing before the start of the financial and economic crisis.

			Conversely, levies on labour incomes are likely to dip by 0.1 percentage point of GDP in 2017, essentially owing to a fall in social contributions, now that the reduction in the rate of employers’ contributions has been fully operational since 1 April 2016.

			Income from taxes on goods and services will remain more or less stable. This is the outcome of a small decline in VAT revenues combined with a slight rise in excise revenues resulting from the increase in excise duties on tobacco and alcohol.
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			In 2018 and 2019, the fiscal and parafiscal pressure will ease significantly as a result of the tax shift measures. For instance, personal income tax revenues will fall by 0.3 percentage point of GDP in each of those years. In addition, a further reduction in employers’ contribution rates will lead to a decline in social contributions in 2018, 2019 and 2020. Corporation tax revenue will also diminish in 2018 and 2019 because the strong rise in advance payments in 2017 will lower the amounts collected via assessments. Finally, levies on other incomes and on assets will increase in 2018 as a result of the entry into force of the tax on securities accounts and the increase in the rates of the tax on stock market transactions, but in 2019 the measures taken concerning the activation of savings will depress those levies.
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			5.3Primary expenditure

			The downward trend in primary expenditure as a ratio of GDP will continue in 2017 and in the two subsequent years. In nominal terms, that expenditure will therefore rise more slowly than economic activity up to 2019. After that, if there is no change in policy, expenditure growth will broadly match the growth of GDP.

			The moderation of expenditure expected for this year will continue to reflect the federal government’s efforts to restrain its operating costs and keep social security expenditure under control. That moderation should also benefit from the weakening or disappearance of various unexpected factors which had a negative impact on the budget balance in 2016. This concerns such things as substantial tax refunds due to court rulings, and the exceptional effort devoted to managing the influx of asylum-seekers. In 2017, there will also be a temporary reduction in Belgium’s EU budget contribution based on gross national income.

			Conversely, a new indexation of social benefits and public sector pay, exactly a year after the previous one, will have driven up the corresponding expenditure in 2017.

			Following adjustment for these temporary factors, the impact of the business cycle and the time lag between inflation and indexation, real primary expenditure will rise by 0.9 % in 2017. As in previous years, that increase will be kept under control and will fall short of real GDP growth.

			In 2018, primary expenditure will remain under control despite the expected traditional surge in public investment in the run-up to the municipal and provincial elections.

			In 2019 and 2020, in the absence of new economy measures, the structural trend in public expenditure will closely match that in real GDP.

			5.4Debt

			During the projection period, the public debt is forecast to decline gradually as a ratio of GDP.
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			The debt ratio will fall by more than 2 percentage points in 2017. That is due solely to the downward impact of the endogenous factors, as nominal GDP growth will exceed the implicit interest rate on the public debt, and the primary balance will be positive. The exogenous factors will exert a slight upward influence, since the effect of selling part of the federal government’s stake in BNP Paribas is outweighed by the debt-increasing impact of the rise in lending under the social housing policy and a series of factors concerning debt management.

			The debt ratio should then resume its decline, again as a result of a favourable interest rate / growth dynamic combined with – albeit small – primary surpluses. In 2020, at the end of the projection period, the debt ratio should come to 100.5 % of GDP. However, no account is taken of any additional measures which will speed up the decline in the Belgian public debt ratio.

			6.Differences compared to the previous estimate

			In these projections, the growth of Belgium’s economy underwent only minimal upward adjustment, amounting to less than 0.1 percentage point on average. The two aspects for which the outlook has changed the most in comparison with the spring forecasts are the labour market and public finances.

			The expansion of domestic employment was again surprisingly strong in the most recent quarters of 2017, partly because of revisions of earlier NAI statistics. The main factor here seems to be the initial underestimation of the participation rate, particularly in the 55-64 age group, which suggests that the recent government measures to curb early retirement and expand the labour supply are having a bigger impact than initially thought. Taking account of that trend, the estimates for the future participation rate were also revised upwards slightly. The higher estimated job creation in the ensuing years is therefore partly absorbed by increased labour market participation. Nonetheless, the unemployment rate was adjusted downwards on account of the increased job creation. In addition, unit labour costs were revised upwards in comparison with the spring forecasts, in view of the slower restoration of productivity associated with the strong expansion of employment in the context of hardly any increase in GDP growth.

			The most striking change in these estimates is perhaps the public sector financing requirement which comes to 1.2 % of GDP in 2017. That is 0.8 percentage point better than predicted in the spring forecasts. Although this is due partly to the somewhat more favourable macro­economic environment, almost 0.4 percentage point of the revision since June is attributable solely to the (much) higher advance payments by companies, while the reduction in funding for the EU and the more favourable starting position in 2016 together also account for 0.2 percentage point of the revision.

			The other changes are less substantial. They are often due to revisions of the underlying data series relating to the recent past. For instance, the starting point for the growth contributions of the expenditure components changed as a result of the inclusion in the 2016 annual accounts of a new, very large purchase of investment goods abroad. Although that purchase was neutral for growth, it has a clear impact on the breakdown between domestic demand and net exports. Level effects mean that, at the beginning of the projection period, this is reflected in a downward revision of the estimate for domestic demand in favour of a corresponding increase in the growth contribution of net exports.

			Changes to the legislative (fiscal) framework also led to revisions. Among other things, the inflation estimates were adjusted downwards as a result of the abolition of the energy levy in the Flemish Region with effect from 1 January 2018. Compared to June, the core inflation figure was also adjusted downwards slightly on account of the euro’s appreciation. Like the abolition of the levy mentioned above, that revision resulted in lower wage indexation after a certain time lag, and thus also influences pricing.

			7.Conclusion and risk factor assessment

			The Eurosystem’s autumn forecasts currently point to an economic boom phase for Belgium and the euro area. This year and next, Belgian growth peaks at 1.7 % before gradually losing momentum over the projection period, dropping to 1.4 % in 2020. However, this puts Belgium throughout the projection period well below the average growth rate for the euro area, estimated at 2.4 % this year. Just as in the euro area, the GDP growth estimated for Belgium in the coming years is driven largely by domestic demand.

			These growth estimates are very similar to the latest forecasts issued by other institutions. While the growth estimates pre-dating November, such as the FPB’s September Economic Budget and the latest IMF forecast issued in October, were unable to take account of the revisions to the quarterly accounts published by the NAI at the end of October (including the upward adjustment to growth in the first half of 2017), the impact of those revisions appears to be generally small.
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			Despite the relative similarity of the macroeconomic estimates, such forecasts are always based on a particular set of assumptions and surrounded by great uncertainty.

			At international level, financial market tensions and geopolitical risks in the EU and elsewhere are the main factors of uncertainty, since they could necessitate revisions to the framework within which these estimates were produced. Another risk concerns the progress of the Brexit negotiations. At present, it is still assumed that, in the end, there will still be a close relationship between the EU and the United Kingdom, and that Britain’s departure will have only minor economic repercussions. However, if the Brexit process were to take a different turn, its economic impact would need to be reassessed.

			Generally speaking, the domestic risks for the growth estimates seem to be neutral. As was already the case in June, those risks are manifested first in the labour market. Although the published quarterly employment figures for 2017 look surprisingly good, it is still assumed that job creation will gradually slow down over the projection period as a result of increasing tensions on the labour market. The uncertainty for the years ahead concerns the scale and timing of these tensions and the extent to which they will be offset by the recent reforms boosting the labour supply and aimed at improving the match between demand and supply (both in geographical terms and in regard to skills).

			There is also the possibility that business investment may succeed in maintaining its current growth rate for longer than currently assumed. The forecast for future years is in fact influenced by the analysis that the ratio between the expansion of that investment (adjusted for specific transactions) and GDP growth reached a maximum in 2017. That finding is based partly on the ratios and patterns seen in previous economic cycles, but also on the fact that business confidence has weakened in recent months. However, the latest business confidence observations dating from October and November 2017 were surprisingly high, underlining the upside risks.

			Although it is possible in principle that the recent gain in (labour) cost competitiveness may yet lead to a positive impact in the short term, the recent appreciation of the euro could depress exports, and hence the net export position, to a greater extent than expected. What is more, there is a real risk that the structural loss of market share (resulting from a decline in non-cost competitiveness) has been underestimated, implying additional risks for exports over the projection period.

			Finally, as regards inflation, the risks appear to be balanced, although it must be said that the estimate for wage growth in 2019-2020 is particularly uncertain since the wage norm for that period is still being negotiated. If it is lower than currently assumed, that could again have secondary effects on inflation and consumption.
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			Box 1  –  Assumptions for the projections

			The macroeconomic projections for Belgium described in this article form part of the joint Eurosystem projections for the euro area. That projection exercise is based on a set of technical assumptions and forecasts for the international environment drawn up jointly by the participating institutions, namely the ECB and the national central banks of the euro area.

			In the projections, it is assumed that future exchange rates will remain constant throughout the projection period at the average levels recorded in the last ten working days before the cut-off date of the assumptions, i.e. 23 November 2017. In the case of the US dollar, the exchange rate then stood at $ 1.17 to the euro, implying a clear appreciation of the euro compared to the average level in 2016.

			As usual, the assumptions concerning oil prices take account of market expectations as reflected in forward contracts on the international markets. In mid-November 2017, the markets expected the price per barrel of Brent crude to rise fairly strongly towards the end of the year, before subsiding gradually from the beginning of 2018.

			The interest rate assumptions are likewise based on market expectations in mid-November 2017. The three-month interbank deposit rate has been stable for more than a year and a half, at around –30 basis points, but is expected to edge upwards and rise above zero again towards the end of the projection period. The level of Belgian long-term interest rates is projected to rise more sharply from 0.8 % in the third quarter of 2016 to an average of 1.3 % in 2020.
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			However, the expected movement in bank interest rates on business investment loans and household mortgage loans may diverge somewhat from that in market rates. For instance, the average mortgage interest rate is historically low, on account of the particularly accommodative monetary policy of the ECB and the resulting abundant liquidity. Nevertheless, it is set to rise gradually from around 2.1 % in 2017 to 2.4 % by the end of the projection period. The average interest rate on business loans, which is closer to the short-term segment, is also expected to rise slowly over the projection period : in 2020 it is forecast at an average of 2.1 %, i.e. about 0.4 percentage point above the 2017 figure.

			As mentioned in chapter 1, the world economy has clearly gained momentum. Moreover, trade flows expanded much more vigorously than global GDP. However, their strong end to the year in 2016 and the robust start to 2017 are considered partially exceptional and, according to the Eurosystem’s common assumptions, global import growth would therefore gradually return to a pace more in line with the growth of global activity. Nonetheless, the favourable start to the year has already enabled substantial annual growth on Belgium’s export markets in 2017 : at over 5 %, that growth represents the highest figure for six years. Conversely, over the remainder of the projection period, the expansion of Belgium’s export markets is expected to weaken slightly, particularly on account of the slowdown in the euro area, dropping to a still robust rate of 3.8 % on average in 2020.
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			The trend in Belgian exports is determined not only by the growth of those foreign markets but also by the movement in market shares, and consequently by Belgium’s competitiveness. As regards the cost aspects of competitiveness, fluctuations in the prices that competitors charge on the export markets are a key factor. In 2018, the more expensive euro will be reflected in a relatively small increase in the prices of competing exporters outside the euro area. In subsequent years, rising inflation in the euro area – but also elsewhere – will gradually lead to renewed upward pressure on the prices of Belgian exporters’ competitors if exchange rates remain constant.

			[Return]
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			Are bank loans being granted to the best-performing firms ?

			C. Duprez

			Ch. Piette (1)

			Introduction

			One of the key roles of the banking system is to channel savings into productive investment projects. But in recent years, the inefficient allocation of loans granted by banks has raised concern. It is even one of the factors now being cited to explain the slowdown in productivity (Duval et al., 2017 ; Besley et al., 2017). Research studies have also pointed up the growing number of ‘zombie’ firms since the beginning of the 2000s, which the banks seem to continue (re)financing so as to avoid marking up losses on their balance sheets. Yet, the increase in survival rates among these low-productivity companies, many of which are close to ceasing trading or to bankruptcy, just adds to market congestion and hinders the growth of more productive firms (McGowan et al., 2017). In this regard, the accommodative monetary policy and low interest rate environment have actually facilitated the funding of less performing projects. Other factors have also been put forward, such as the high degree of economic uncertainty, which may have constrained companies’ willingness to carry out growth- and employment-generating investment projects (Adler et al., 2017).

			While it is of course desirable for banks to give priority to granting loans for projects with high potential, it is nevertheless not the only criterion that they take into account when deciding whether to grant a loan or not. The principle of prudence can actually lead them to turn down finance for innovative and growth-promoting projects that are still highly, uncertain ventures. Projects of this kind effectively lay them open to default risks. It is precisely the objective of prudential regulation to limit these risks. It imposes capital requirements on banks in proportion to risks inherent in the components of the assets side of their balance sheets, including loans to businesses. The notion of risk can therefore act as a hindrance to funding some high-potential projects.

			Apart from the banks’ own appraisal of the quality and the degree of risk involved in the projects they are to finance, the allocation of credit in an economy is also influenced by demand-related aspects. Thus, a successful company may well opt for alternative sources of funding, for example by turning to internal liquidity reserves or through a bond issue, and therefore not having to ask a bank for a loan. So, the allocation of bank loans observed in the data is always the result of a balance determined by both supply and demand factors, which is not always easy to distinguish.

			The objective of this article is to highlight the link between loans allocated to firms and their characteristics, in particular their economic performance. In order to do so, we base our research on data for Belgian firms over the period 2005-2015. Our approach involves using a multivariate analysis that takes account of a maximum of observable variables, so as to best identify the role of each one of them considered individually.

			The article is structured as follows. The first part gives a portrait of what makes a successful company. The second part gives an overview of loans granted to them and reviews the main factors affecting the allocation of loans (access to alternative sources of finance, productivity, profitability and solvency, age of the firm and investment). The third part broaches the relationship between bank lending and firms’ survival. The conclusion sums up the main lessons to be drawn from the analysis.

			1.Portrait of the best-performing firms in Belgium

			The performance of firms (2) established in Belgium, which is our key variable, is estimated on the basis of total factor productivity (TFP). TFP is an indicator that can determine the level of value added generated by a firm in comparison to the average for its sector, taking account of its level of employment and capital stock. High TFP is a sign that a company is generating a lot of value added with the factors of production it has at its disposal. On the contrary, low TFP points to relatively weak creation of value added. Even though TFP is not a variable that is directly available from the annual accounts of companies, it generally tends to reflect the virtuous characteristics of a firm, like the quality of the management, its ability to produce efficiently or any competitive advantages it has on the markets it serves (3).

			TFP cannot be estimated for all companies, because for that it is necessary to have observations for different variables, such as value added, employment, capital stock, intermediate consumption and the sector of activity. This constraint rules out of our analysis sample small businesses that do not have salaried employees and self-employed people who have not established themselves as a company. It should be noted that, for ease of reading, we use the more simple term productivity, rather than TFP, in the rest of the article.

			Although, by definition, productive firms can be distinguished by more efficient use of the resources they have, they also have other favourable characteristics that underline their importance for the development of the economy (see table 1).

			One of the salient features of the most productive firms, namely those in the fifth quintile of productivity distribution, is that they are more likely to have intangible assets. These capital assets include notably research and development (R&D) expenses, as well as patents, licences and software held by firms. There is a causal link between these intangible assets and firms’ economic performance. When a company’s spending on R&D leads to the manufacture of innovative products, this enables it to widen its production base by tapping new market outlets. Intangible capital assets can also be built up through efficient production processes.
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			A link may also be established between the high productivity levels of some firms and their belonging to a group, whether of Belgian or foreign origin. Affiliation with a group effectively enables a company to benefit not only from shared intangible assets but also from productivity gains stemming from economies of scale.

			The profitability of firms is also closely correlated to their productivity levels. The most productive firms post a profitability ratio with a median value of more than 10 %, while the companies in the first productivity quintile, that is, the less efficient ones, frequently suffer losses. However, it should be noted that there is no one-to-one connection between productivity and profitability, and for different reasons too. For instance, at a given performance level, a company whose return on production is distributed more widely among workers than equity holders registers a lower profitability rate. Apart from profitability, the better financial health of the most productive firms is also reflected in higher solvency ratios, thanks to retained earnings and accumulated reserves.

			Lastly, the fact that they manage to generate profits naturally enables the more productive businesses to guarantee their future and to grow. That is largely reflected in lower rates of bankruptcy or cessation of activities, as well as much stronger employment growth than that for low-performing firms (4). These differences in terms of exit rates and employment trends are in a way a reflection of a process of creative destruction and efficient reallocation of factors of production, where less productive and less profitable firms go out of business, while the higher performers expand. Hence, the weight of successful firms in the total economy, whether measured on the basis of employment, capital stock or value added, is relatively high.
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			2.Allocation of bank loans to companies

			2.1Overview

			Generally speaking, the most productive firms take up the lion’s share of all loans granted by resident banks. As chart 1 shows, 55 % of outstanding loans are concentrated in the hands of companies in the fifth productivity quintile, compared with barely 20, 12, 8 and 4 % respectively for the lower quintiles. However, this observation can be qualified. In fact, the best-performing firms account for 59 % of employment, hold 62 % of the capital stock and generate 69 % of value added. Productive firms have admittedly contracted more loans, but not proportionately to their weight in the economy.

			2.2Factors affecting the allocation of credit

			Alternative sources of finance

			The reason why bank loans to productive firms are not in proportion to their weight in the economy is partly because these companies are more often likely to have access to alternative means of finance, such as bond issues for example. Moreover, the best-performing firms belong to a group more often than not (see above). So, they can count on privileged sources of funding, like equity stakes or inter-company loans. So, it is hardly surprising that they generally tend to be better capitalised during their first few years of existence and benefit more often from non-bank loans (see chart 2). Of course, the least productive firms fund their business even more from their own capital. However, that is more a question of need, because their low profitability and the resultant scale of losses carried over limit their access to bank loans.

			It is also quite likely that the higher capitalisation of young and very productive enterprises partly reflects the fact that they turn more frequently to funding from venture capital, which may come from business angels, specialised financing companies or crowdfunding platforms, for instance. However, the data at our disposal do not enable any systematic identification of firms that have benefited from these sources of finance.
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			Productivity

			As mentioned before, the most productive firms generally tend to be more profitable and bigger than the others, just as they have easier access to other sources of finance. This combination of characteristics specific to successful companies makes it hard to assess the precise role played by productivity in the allocation of bank loans. A descriptive approach, like that followed in section 2.1, can actually lead to this factor being wrongly attributed to an effect that in fact results from other features of these firms, like their size or profitability.

			To make up for this inherent shortcoming of the descriptive analysis, we resort to a multivariate approach, described in the box below. This method has the advantage of accurately pinpointing the link between new loans (5) and each factor considered in isolation. Moreover, we focus on the determinants of obtaining a loan rather than on the amount borrowed. This is mostly influenced by the scale of the funding requirements. Under our analysis, we are nevertheless not trying to establish whether firms are getting appropriate funding, but rather to profile those firms that get a loan and of those that are turned down.

			To begin with, we take a look at the results obtained for productivity. The predicted probability (6) of a new loan works out at 19 % for firms in the first productivity quintile and respectively 21, 22, 22 and 20 % for those in the subsequent quintiles (see upper left-hand panel of chart 3). Expressed as a percentage change when the predicted probability for the first quintile is taken as a benchmark, the probabilities of a new loan for the following quintiles are respectively 11, 16, 15 and 5 % higher than it.

			This result leads us to pinpoint two elements. On the one hand, the banks take companies’ economic performance into consideration when it comes to granting them loans. Low-performing firms are actually having difficulty in getting a loan from a bank. However, the allocation of loans is relatively insensitive to productivity. The predicted probability of getting a new bank loan is virtually identical for the second, third and fourth productivity quintiles. On the other hand, the fact that probability is lower for the last quintile indicates that access to new credit is relatively limited for the most productive companies. Even if we control for a certain number of demand factors, such as membership of a group or its legal form (and thus its possible recourse to equity finance, as is the case with limited companies for example), the list cannot be exhaustive. So, we cannot measure the ease with which a company can turn to other forms of alternative funding, like venture capital. The result for high-performing firms is therefore difficult to interpret. On the whole, these estimates are still enough to point up the highly ambiguous connection between new loans and firms’ productivity levels.

			The exercise carried out so far on a global level can also be broken down individually for each of the big four commercial banks active in Belgium (7). We can then see that the relationship between new loans and firms’ productivity varies significantly from one large bank to another. For banks 1 and 2, the connection between new loans granted and companies’ productivity is a lot more pronounced. For instance, in the case of bank 2, firms in the fourth and fifth productivity quintiles have respectively 37 and 25 % more chance of being given a new loan than those in the first quintile. By contrast, banks 3 and 4 are a lot less sensitive to productivity. in the case of bank 4, the predicted probability of enterprises in the fourth quintile rose by only 9 %, while the more productive companies have less chance of getting a new loan than low-performing firms.
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			Solvency and profitability

			A similar exercise to that carried out for productivity can be performed for solvency and for profitability, two elements that the banks generally tend to take into account when they are assessing default risks, notably by reference to their internal models.

			The relationship between firms’ solvency, that is, the share of equity – which includes reserves and reinvested earnings – in their balance sheet total, and the predicted probability of a new loan is non-linear. As the centre panel of chart 3 shows, it takes the shape of an upside down "U". The probability is lower for both the least solvent and the most solvent companies. The first finding is of course to do with credit institutions’ lack of confidence in enterprises with excessive debt levels in relation to their equity capital and/or an accumulation of losses carried over. The second most probably comes from a demand effect. The more highly capitalised firms or those that have built up substantial reserves that have been added to over the years are in fact the most likely to fund themselves, by using their available cash as a substitute for bank credit.

			The result for profitability – which we measure by the ratio of earnings before interest and taxes to total assets – is clear. The most profitable enterprises post much higher probabilities of getting a new loan. The interpretation of this relationship is fairly intuitive : sufficiently high operating results send a very strong signal to banks because they are a kind of guarantee of a firm’s ability to service its debt.

			The sensitivity of new lending to solvency or productivity varies from one large bank to another, although to a much lesser extent than for productivity (see below-centre and right panels of chart 3). The sensitivity of banks 3 and 4 is identical to that applying on average to all banks. It is interesting to note that the relationship between new loans and profitability is strongest for bank 1, which is already highly sensitive to productivity.

			Generally speaking, the importance that credit institutions attach to accounting ratios for the financial health of borrowers is largely based on the assumption that they serve as good predictors of the sustainability of firms and their future ability to honour their financial obligations. In fact, 16 % of firms from the first profitability quintile in 2010 had ceased trading or been declared bankrupt five years later (8), while this proportion dropped to just 5 % for the most profitable companies (see chart 4).
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			While unfavourable ratios really do reflect a risk of default at a given moment in time, this risk can nevertheless evolve over time, and the risk assessment may therefore be surrounded by uncertainty. Earnings generated by a firm over one accounting year are not necessarily representative of its future profits. The observable trend here is that just 21 % of enterprises belonging to the first profitability quintile in 2010 were still there in 2015, while 14 % moved into the fifth quintile.

			By way of comparison, the other indicators studied, notably productivity, do not show any such instability over time (see chart 5). These findings suggest that a discriminating indicator for bank lending, in this case profitability, is relatively unstable over time.

			Age of the firms

			A firm’s age may have significant influence on the probability of having loans from the bank. Among the population of firms that had a bank loan in 2015, there is a higher proportion of older businesses (see left-hand panel of chart 6). So, young enterprises seem to encounter some difficulty in getting a bank loan. This fact is backed up by the obvious difficulty in getting a loan for the first time (see right-hand panel of chart 6). Compared with firms that have not yet taken out any loans, those which have already had at least one are twice as likely to be able to contract a new loan or obtain an additonal loan.
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			Investment

			Bank loans are naturally used for meeting financing requirements. They are more often granted to enterprises that invest. The predicted probability of getting a new loan is only 12 % when the firm does not invest, but is much higher when the firm does invest (see chart 7). A big difference depending on the type of investment is nevertheless observed.

			The predicted probability goes up sharply in the case of investment in tangible assets : rising to 37 %, even to as much as 45 % for investment in tangible and intangible assets at the same time. On the other hand, investing solely in intangible assets has a lot less influence on the probability of getting a new loan, because it only scores 17 %. This finding is probably to do with the fact that, unlike investment in tangible assets, intangible assets can rarely be used as collateral with the banks.
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			3.Bank loans and firms’ survival

			The link between business credit and investment takes us back to the essential role that the banking system plays in economic development. By granting loans to firms, banks are notably giving them the possibility of putting in place the production capacity needed to implement their projects. Apart from funding investment projects, bank loans can also cover working capital requirements. Businesses must have sufficient cash reserves to ensure their day-to-day operations, especially for paying wages or suppliers’ invoices. Without these liquid assets, firms run the risk of defaulting.
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			Bank credit can therefore contribute to the viability and sustainability of business enterprises. As chart 8 illustrates, firms that have already obtained a loan run less risk of going out of business than those that have not benefited from this source of funding, regardless of their productivity level. This emphasises the fact that, even in the case of the best-performing companies, having a bank loan – and, more generally, long-term sources of funding – proves to be a crucial factor of survival.

			Of course, the causal link between getting credit and a firm’s probability of survival is not one-sided. Productive enterprises may see their loan applications turned down because they present characteristics with signs of imminent failure, such as low profitability. However, the favourable effect that bank lending exerts on the sustainability of firms is statistically significant, even when isolated from the influence of other factors likely to affect their survival.

			Our estimates (9), presented in table A.2 in the Annex, effectively confirm that, ceteris paribus, bank loans are systematically associated with a greater probability of survival. This effect is all the more important for the more productive enterprises, which suggests that, on average, bank loans have a more direct bearing on these firms’ chances of survival than is the case for less productive firms. By contrast, short-term credit facilities are not associated with higher chances of survival. They even have a significant influence on the exit probability of low-performers, reflecting the risk of bankruptcy related to an excessively heavy degree of short-term indebtedness that they carry (10).
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			Conclusion

			Bank loans are often a crucial ingredient for the success of projects carried out by businesses. They enable companies, notably the best-performing ones, to have a sufficiently solid financial base to ensure their development. And in lending funds, the banks themselves make a significant contribution to economic growth and job creation.

			The findings presented in this article nevertheless suggest that the most productive firms are taking up a smaller proportion of bank loans than expected given their weight in the economy. That is partly because the best-performing companies benefit more extensively from alternative sources of funding, such as intra-group financing, and therefore do not resort systematically to bank loans to finance their projects. Nevertheless, our analysis points to certain factors that might hinder bank-managed funds from being channelled towards the best-performing firms. More specifically, a high risk profile makes it harder to get access to bank loans, even if the firm’s production model or its positioning on the market are enabling it to perform well, or at least give it the potential to become a successful business.

			In this respect, the various determinants of bank lending highlighted in this article make it possible to profile the firm that is doing well, but still likely to encounter difficulties in getting a loan. This is typically a newly established firm and which does not belong to a group. It is still not in a position to put forward any convincing guarantees of its project’s viability on the basis of its first accounting results, even though these results may improve considerably in the next few years. Nor does it have any credit history proving its ability to repay its debts. Besides, when its project is largely based on the use of intangible assets, such as a patent for example, it can offer the banks very little in the way of tangible guarantees when applying for a loan.

			This attitude towards risk being taken by banks is justified from the financial stability point of view. It is even encouraged by prudential regulations subjecting banks to capital requirements proportional to the risky nature of the components on the assets side of their balance sheets, including corporate loans. That being said, the mere fact that some young firms with great potential can see their access to bank lending restricted owing to the uncertainty surrounding their viability stresses the importance of alternative sources of funding, and in particular venture capital finance.

			By strengthening the equity capital invested by entrepreneurs, funding through venture capital gives firms just starting out a chance to have a large enough capital buffer to absorb any losses incurred during their start-up phase. Some initiatives have recently been taken in Belgium, including at regional level, to promote or support this funding method (11). Through its Capital Markets Union project, the European Commission is also planning to take a number of measures to this end. If they really do help channel funds into entrepreneurial ventures that generate the most value added, these initiatives will certainly be relevant.

			 

			
				
					(1)	The authors would like to thank S. Ben Hadj, O. De Jonghe, E. Dhyne and P. Ilbas for their valuable comments, which have helped to improve this article.

				

				
					(2)	Our sample only includes non-financial corporations.

				

				
					(3)	Estimated using the Wooldridge (2009) method, our TFP measurement is expressed in euros, and not in physical units. It may therefore also reflect the fact that the company sells its production at a relatively high price. Capacity for generating added value thus comes from technological endowment or from market power. But in the context of our analysis of the link between productivity and bank lending, that is not a handicap at all.

				

				
					(4)	It is worth noting that the period 2013-2015, for which growth in employment has been calculated in table 1, was rather unfavourable in terms of labour market developments. The year 2013, in particular, was marked by heavy job losses. As can be seen from the data presented in table 1, it was above all the firms with the weakest performance that were affected by these job losses.

				

				
					(5)	New loans refer to new lender-borrower relationships between a bank and a company and additional loans.

				

				
					(6)	The average predicted probability gives the average response for the whole sample if the productivity of all the firms takes a given value (successively the average level of the first quintile, the second quintile, etc.), while keeping all the other firm characteristics unchanged. The predicted probability has the big advantage of not being skewed by any correlations between the characteristics.

				

				
					(7)	For confidentiality reasons, the big four banks are not identified and have randomly been attributed a number between 1 and 4.

				

				
					(8)	This exit rate does not take account of company exits following mergers or acquisitions.

				

				
					(9)	These estimates are based on a discrete choice model, which includes among the explanatory variables taken into consideration the amounts granted as bank loans, whose perimeter is determined in the same way as in the previous part, that is, by incorporating the types of loans normally used for long-term funding. Also included in the specification, via an additional variable, are loans obtained through short-term instruments, such as authorised overdrafts on bank accounts. The respective effects of these two categories of loans on a firm’s exit probability have been estimated on the basis of a complementary log-log (cloglog) type model (see Tsoukas, 2011), after controling for the effects of several control variables

				

				
					(10)	This is also the reason why these short-term credit instruments have not been incorporated into the analysis presented in the second part.

				

				
					(11)	This mainly involves the ‘tax shelter’, a tax incentive offered to private individuals who invest in young enterprises, and the establishment of a regulatory framework tailor-made for crowdfunding platforms, which aims in particular to verify the professional skills of crowdfund managers and to protect investors. This regulatory approval framework was laid down by the Law of 18 December 2016. Public funding initiatives have also been taken at regional level. Among these are most notably Seed & Early Stage in Flanders, investment aid in Brussels and action taken by SOWALFIN and SRIW in Wallonia.
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			Box – Methodology

			In order to determine the characteristics of firms that manage to get loans from banks, we have put data from the Central Balance Sheet Office (CBSO) together with information from the Central Corporate Credit Register (CCCR). The CBSO provides information on the features of each firm, such as employment, capital stock, value added, sector of activity, etc. Its data also enables an estimate of TFP. Data from the CCCR give the amount borrowed, per bank and per borrowing enterprise. The term ‘loans’ refers to the type of loan that banks typically grant companies to meet their long-term funding requirements, that is, mainly fixed-term loans and instalment loans (1). Our sample of data covers the period 2005-2015.

			The econometric approach selected is based on a probit-type regression analysis, which measures the impact of each factor on a binary variable that equals 1 in the case of a new bank loan and 0 in the other cases. Among the explanatory factors, we have included productivity, profitability, solvency (2), liquidity requirements (3), size, age, sector of activity, legal form, whether the company invests or not, whether it belongs to a group or not (4), as well as cyclical effects or those induced by developments in the macrofinancial environment, which are captured by annual binary variables. In order to counter endogeneity risks, our probit model relates any new loans obtained during a given accounting year to characteristics of firms as observed when closing the previous year’s annual accounts (5). The results of this regression are given in table A.1 of the annex.

			For each variable, like productivity for example, the probit model makes it possible to estimate a predicted probability. This provides an average response, calculated for the whole sample, for different given values for the variable considered, while keeping the other variables unchanged. The predicted probability has the big advantage of not being skewed by any possible correlations between the various explanatory variables. As the sample contains almost 100 000 observations, our estimates for each factor considered separately are robust.

			Apart from the binary approach, we have also carried out an analysis focusing on the amounts of loans authorised, the results of which are also given in table A.1. It shows that the variables determining whether a firm has a loan or not also affect the authorised amounts. Overall, the results of this exercise are very similar to the findings of the binary approach. This is why this article only discusses the findings using this approach.

			 

			
				
					(1)	This definition excludes short-term credit facilities. They are nevertheless taken into account in the third part of this article.

				

				
					(2)	Share of equity capital in the balance sheet total.

				

				
					(3)	Liquidity requirements are estimated on the basis of the difference between the working capital requirement and actual working capital. A firm is deemed to  be facing liquidity needs once this difference is positive.

				

				
					(4)	The group may be purely domestic, international with a Belgian parent company or international with a foreign parent company.

				

				
					(5)	The objective here is to determine the influence of each factor on bank loans, and not the other way round. Yet, bank loans themselves directly affect certain factors, like solvency for instance. In fact, they automatically reduce the share of equity capital in the balance sheet total. In order to limit the influence of bank loans on solvency, bank loans granted during the year t are considered in relation to solvency in t-1.
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			The negative interest rate policy in the euro area and the supply of bank loans

			M. de Sola Perea

			M. Kasongo Kashama

			Introduction

			From the summer of 2014 onwards, the Governing Council of the European Central Bank (ECB) took a series of measures aimed at further easing its monetary policy stance in the face of falling inflation. These measures include the gradual lowering of the deposit facility interest rate – the benchmark rate for euro area markets in times of ample liquidity – taking it into negative territory. This key policy interest rate, which had stood at 0 % since July 2012, was cut to −0.1 % in June 2014, then to −0.2 % in September 2014, and to −0.3 % in December 2015, finally reaching a low of −0.4 % in March 2016.

			The ECB’s “negative interest rate policy”, synonymous with navigating in uncharted waters, has constantly attracted questions and criticisms from commentators. However, the purpose of this article is not to revisit them in detail : that would involve examining both the presumed distortions at the level of the transmission of this policy and its potentially unwelcome effects on financial stability. Instead, the article sheds specific light on more than three years of experience of negative interest rates in the euro area by concentrating on a single aspect of transmission, namely the bank lending channel. The assumption regarding that channel is that a monetary policy shock produces its effects by affecting the banks’ capacity to lend (1).

			By adopting that angle, the article essentially aims to understand how a negative interest rate policy can be considered special from the banks’ point of view. It thus examines more closely the argument whereby the negative interest rate has an adverse impact on banks’ profitability, and hence on their capacity to grant new loans. The point of view adopted is particularly pertinent in the case of the euro area, since the banks play a dominant role in financing its real economy (2). In addition, the relevance of this analysis is clear from the ECB’s latest stress tests, which asked about the impact on banks’ profitability of various yield curve scenarios (ECB, 2017b).

			The article comprises five sections. Section 1 explains the context of the Governing Council’s decision to take the deposit facility rate into negative territory from the summer of 2014. Apart from the fact that such a monetary policy practice has not been unusual in recent years in the advanced economies, this section explains that, in the euro area, it became a genuinely integral part of a global strategy aimed at counteracting the decline in inflation by using the real interest rate lever.

			Section 2 looks briefly at the efficient transmission of the negative interest rate to financial market rates in the euro area where institutional investors operate. Next, it focuses in particular on the fact that the interest rates remunerating retail customers’ deposits were the only ones to resist any further reductions after a given moment. In the remainder of that section we therefore endeavour to ascertain the reason for that rigidity ; for that purpose, we refer in particular to the concept of the “physical lower bound of nominal interest rates”.

			Assuming some downward rigidity in retail deposit interest rates, the third section analyses the extent to which, from a conceptual angle, that affects the transmission of the negative interest rate policy via the bank lending channel. It reveals that the negative interest rate may at some point constrain the bank’s capacity to lend more to the economy. That constraint is due in particular to downward pressure on the bank’s net interest margin. The minimum interest rate below which banks will curb their lending is called the “economic lower bound of nominal interest rates”.

			Section 4 examines how the banks’ characteristics influence the level of the economic lower bound of nominal interest rates, on the basis of data specific to the euro area. The idea is to show that, in practice, certain spec­ific features of the banks will accentuate (or, conversely, offset) the potentially restrictive/tightening effects of the negative interest rate policy.

			Finally, the last section presents a more general view of the overall impact on the euro area banks’ capacity to lend of the package of monetary policy measures adopted by the Governing Council since the summer of 2014. In parti­cular, it shows how the other monetary policy measures, by complementing and interacting with the negative interest rate policy, can mitigate the potentially adverse effect of that policy on banks’ profitability, and hence on lending dynamics. In view of the positive trend in lending dy­namics, the low level of interest rates charged on loans and the associated constant easing of lending standards, it seems that the combination of measures has facilitated a smooth transmission via the banks in the euro area.

			1.Background to the negative interest rate policy in the euro area

			1.1Negative interest rate policies in the advanced economies since the crisis (3)

			A negative interest rate policy consists in cutting the effective key policy rate below 0 %. The effective key policy rate is the benchmark for setting the interest rates applied in the markets. If it is considered necessary for the monetary policy stance to be made more accommodative when the “conventional” policy limits have already been reached, that reduction below zero may form part of the central bank’s strategy. Since that reduction is actually a continuation of conventional interest rate policy, it is often applied together with non-standard measures such as asset purchase programmes.

			Although the policy was first applied in Denmark (initially from July 2012 to April 2014, and then from September 2014), the ECB was the first central bank of a major currency area to initiate the negative interest rate policy from the summer of 2014. Today, the practice is no longer uncommon among the advanced economies – almost a quarter of global GDP is subject to negative interest rates, as Switzerland, Sweden and Japan have since followed in the footsteps of Denmark and the euro area (from January 2015, February 2015 and February 2016 respectively). The motivation behind this policy is of course closely linked to the ultimate goal of the central banks concerned. For some economies, namely the euro area, Sweden and Japan, the aim is thus to achieve the inflation target. In the case of Denmark and Switzerland, however, the policy is instead aimed directly at the exchange rate target : it is intended to counteract the upward pressure on the domestic currency by discouraging the inflows of capital into the country.

			In practice, in most of the economies mentioned, the ne­gative interest rate policy has taken the form of a negative rate of remuneration on banks’ deposits with the central bank (excluding reserve requirements). In other words, the banks have to pay the central bank to store their excess liquidity there. In principle, this negative deposit rate serves as the benchmark determining all the financing conditions in the economy : the reason is that the jurisdictions in question are in an abundant liquidity situation as a result of the exceptional measures adopted in view of the global financial crisis (4).

			Since a negative deposit rate means that the banks pay the central bank interest for storing their cash, that implies a direct gross cost for the banks. For that reason, it may be accompanied by an exemption system whereby part of the banks’ excess liquidity is not subject to a negative remuneration rate. That is the case in Denmark, Switzerland and Japan, for example (5). Such exemptions are intended to reduce the direct gross cost to the banks of holding liquidity while ensuring the appropriate transmission of the negative interest rate to the money and financial markets. Depending on the current and projected future weight of the excess liquidity and how it is distributed on the interbank market, the attainment of this dual objective may require systems of varying complexity comprising a dynamic aspect (in other words, the proportion of the liquidity not subject to the negative interest rate is not static). Such systems are generally considered particularly attractive where the negative interest rate is applied in order to defend the exchange rate of the country’s currency. If the systems are properly calibrated, they can protect the domestic banking sector to some degree against the negative interest rate. In that sense, they may provide a way of getting closer to the exchange rate target while avoiding imposing a penal interest rate on domestic banks which is (perceived to be) excessively harsh.

			1.2The case of the euro area : an integrated policy for combating the decline in inflation

			The ECB has three key policy rates : they form a corridor within which the Eonia – i.e. the overnight interbank interest rate in the euro area – fluctuates. A distinction is made between : (a) the (floor) rate for the deposit facility enabling the banks to place their excess liquidity with the central bank until the following day ; (b) the (central) interest rate on the main refinancing operations, and (c) the (ceiling) interest rate on the marginal lending facility enabling the banks to borrow liquidity overnight from the central bank. The euro area is one of the economies where the crisis measures wrought a change in the operational framework of monetary policy, causing it to switch from a corridor system – in which balanced liquidity conditions ensure that the Eonia is close to the central key interest rate – to a floor system – in which abundant liquidity within the banking system drives the Eonia towards the floor policy interest rate, which thus becomes the new benchmark rate for the markets (6).

			In such circumstances, a negative interest rate policy applies in the euro area once the deposit facility rate – which in practice remunerates total excess liquidity (7) – is cut below 0 %. The Governing Council has adopted a gradual approach here, taking the deposit facility rate further into negative territory with four cuts over the past three years. In June 2014, the rate was thus reduced from 0 % (the rate in force since July 2012) to –0.1 %. Next, it was cut to –0.2 % in September 2014, then –0.3 % in December 2015, ending up at –0.4 % from March 2016 onwards.

			These reductions below zero formed an integral part of a strategy adopted in order to avert a prolonged period of low inflation (8) against the backdrop of a weakening recovery and deteriorating prospects. In practice, the measures therefore aimed to counteract the persistently low inflation in the euro area : since mid-2013, inflation has been running at below the level compatible with price stability as defined by the ECB (9). Moreover, given the particularly sluggish credit dynamics during the period, some measures were also intended to ensure that the easing was efficiently transmitted to bank lending.

			From the summer of 2014, together with the change in interest rates, the Governing Council thus granted the banks some new series of long-term loans on advantageous terms, and phased in an asset purchase programme while constantly adjusting its communication (“forward guidance”) on its future policy stance. These various measures were adjusted on several occasions, mainly in response to unexpected economic and financial events that increased the downside risks for inflation. Although we do not intend to examine those measures in detail here, some aspects of the strategy nevertheless merit particular attention.

			As regards the actual interest rates, the cuts made in the summer of 2014 and in March 2016 also affected the other two key rates (the interest rate on the main refinancing operations thus declined from 0.25 to 0 %, via 0.15 and then 0.05 %, while the marginal lending facility rate descended from 0.75 to 0.25 %, via 0.4 and then 0.3 %). Still on the subject of interest rates, via its forward guidance the Governing Council also constantly reaffirmed that those rates would be held at a historically low level for an extended period. Up to June 2017, it even retained the option of making further reductions if necessary.

			The implementation of the expanded asset purchase programme (APP) in March 2015, including purchases of sovereign bonds from the euro area and extended to corporate sector instruments in March 2016, was the main factor driving the considerable expansion of the Eurosystem’s balance sheet. That growth, steered by the central bank itself, contrasts with the expansion in 2011-2012 which was due mainly to the banks’ demand for funds in the two three-year longer-term refinancing operations. That said, the longer-term loans offered to the banks between June 2014 and March 2017 (the two series of targeted longer-term refinancing operations, TLTRO I and TLTRO II) likewise had a definite quantitative impact while for the first time offering the banks the opportunity to borrow at a negative interest rate (10).
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			The indicators concerning the first transmission phase (see chart 1) reveal that the measures did not only bring about a reduction in the nominal risk-free yield curve for the euro area across the whole range of maturities, but also flattened the curve. That flattening was due mainly to the sensitivity of longer-term interest rates to asset purchases. That said, the fact that a negative interest rate policy eliminates – or at least drives down – the initially perceived key policy interest rate limit may also lead to further flattening of the curve (Rostagno et al., 2016). Be that as it may, such an effect on the long-term segment of the curve is somewhat at odds with the traditional scope of monetary policy, which is confined to shorter-term interest rates. By its combined measures, the Governing Council therefore exerted (more) effective influence on one of the key monetary policy levers, namely the real medium-term interest rate. That rate is important in that it can influence the consumption and investment decisions of economic agents, and ultimately inflation dynamics (11). More particularly, on the basis of the breakdown of the risk-free five-year interest rate, it is apparent that the downward pressure on the nominal interest rate curbed the rise in the real interest rate in a context of inflation expectations which were nevertheless clearly declining.

			Despite the relatively encouraging transmission in the first phase, the impact of the package of measures on other key indicators – such as the dynamics of bank credit, risk-taking, activity and, ultimately, inflation – seem more uncertain, regularly giving rise to debate (see for example Woodford (2012) or Borio and Zabai (2016)). Those discussions seem logical in that none of the non-standard instruments comprising the package (and therefore not just the negative interest rate) had ever before been tested on such a scale. As we said, the rest of this article concentrates essentially on analysing the question of transmission of the negative interest rate policy (via the banks). Nevertheless, that close examination certainly does not imply that the multidimensional aspect of the monetary policy conducted by the ECB Governing Council in recent years and the appraisal of the full transmission of that policy – especially as regards macroeconomic conditions and the inflation target – should be ignored. However, those aspects are beyond the scope of this article.

			2.Downward rigidity of retail deposit interest rates

			The complaints from the banks regarding the negative interest rate appear to be concentrated mainly on one point, namely the banks’ limited ability to pass on the reduction below zero in the deposit interest rate paid to savers (12). After a brief analysis of the effective transmission of the negative interest rate policy to market rates in the euro area where institutional investors operate, this section therefore examines in more detail the movement in interest rates paid on deposits since mid-2014. It confirms that those rates exhibit some downward rigidity, and presents the more specific reasons which may account for that.

			2.1Transmission of the negative interest rate policy to rates in the economy

			When the deposit facility rate was cut below zero, the reduction was passed on quite smoothly in the short- and medium-term money market rates in the euro area. That transmission was effective despite some initial fears, such as those concerning the (technical) capability of those markets to incorporate negative values or to maintain a normal volume of activity under those conditions (13). The overnight interest rate and the risk-free rate at one year thus dropped below zero from September 2014.

			On the other financial markets, there was no evidence of any specific resistance to lower interest rates. From the summer of 2014, there was no structural widening of the spreads on sovereign bond yields, for example, relative to risk-free interest rates with a corresponding maturity. In the context of a flight to safe havens, the yields on ten-year German government bonds actually dipped below zero on several occasions. The same applies to the (riskier) markets in corporate bonds : apart from a few episodes of financial tension, corporate yields followed a marked downward trend during the cycle of reductions below zero in the deposit facility rate. Some AAA-rated companies actually issued short-term securities with negative yields.

			In parallel with the significant fall in nominal interest rates on the financial markets, the euro exchange rate began falling from the second half of 2014. This downward trend occurred both in relation to the US dollar and in effective nominal terms (i.e. against the currencies of the euro area’s main trading partners, weighted according to their share in trade). That said, it is extremely difficult to identify the exact contribution of the negative interest rate to the depreciation seen, because the exchange rate is an indicator which is generally subject to a wide range of shocks, including external shocks.
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			The interest rates paid on the bank deposits of households and non-financial corporations were the only ones to display some resistance to further cuts as they approached 0 %, although they did fall steeply and there was a very marked reduction in the distribution between banks from mid-2014 onwards. That rigidity was particularly evident in the case of household deposits. Thus, the number of euro area banks paying negative interest on those deposits was still very small in April 2017 (14). That situation is therefore in stark contrast to the picture for the other interest rates, which did not seem to be particularly resistant. A similar phenomenon occurred in the other economies where a negative interest rate policy applied (see for example Arteta et al. (2016) or, more specifically in the case of Sweden and Denmark, Madashi and Nuevo (2017)).

			2.2Reasons for the rigidity of retail deposit interest rates

			The main reason for the downward rigidity of retail deposit interest rates is the existence of cash – i.e. coins and banknotes – as an alternative store of value offering a remuneration rate which in principle is equal to 0 %. Since economic agents can convert their deposits into cash at any time, the downward rigidity is in fact attributable to the banks’ fears of a spate of deposit withdrawals if the remuneration falls too low. Those fears are all the greater as deposits usually form the stable source of funding for banks. In practice, however, there are various costs entailed in holding cash ; those costs mainly concern storage, transport (including arranging payments) and protection against theft and other incidents (i.e. security and insurance costs). In other words, the nominal remuneration of cash is not strictly equal to 0 %. What is known as the “physical lower bound of nominal interest rates” is therefore in negative territory (Cœuré, 2016).

			In practice, the level of that limit varies from one economic entity to another. For smaller entities, such as households, the cost of holding cash is generally accepted to be relatively low ; that explains the particularly strong rigidity of deposit interest rates for retail customers.

			That limit also has a dynamic aspect. The longer the period of negative interest rates that the economic agents expect, the more opportunity they will have for amortising the significant fixed costs associated with holding cash (insurance costs for large entities), and hence reducing the average cost per unit of currency held. In practice, if the persistence of negative interest rates is correctly anti­cipated, that could therefore have the effect of bringing the physical lower bound closer to 0 %.

			An entire section of the economic literature (15) examines strategies for reducing the physical lower bound of nominal interest rates. Possible strategies include issuing banknotes in smaller denominations, introducing an exchange rate for converting bank deposits into cash, or simply abolishing cash altogether. These solutions could create additional scope for monetary policy in a prolonged period of low inflation (Goodfriend, 2016).

			The monetary illusion phenomenon, i.e. the propensity to reason in nominal terms rather than in real terms, is another possible reason for the downward rigidity of deposit interest rates. Since they think in nominal terms, economic agents will in fact tend to perceive a negative nominal interest rate as theft, or at the very least as something abnormal. They will therefore choose to convert their liquid resources into cash or some other form (gold, etc.) rather than keep them in deposit accounts bearing a negative nominal rate of remuneration. In this case, too, it is the banks’ fear of losing their most stable funding source that explains the downward rigidity of deposit interest rates.

			The monetary illusion is generally also associated with a psychological/cognitive distortion (16). In fact, many real interest rates (i.e. if the effect of inflation is taken into account) have already been negative for a number of years in the euro area. In other words, even though inflation and a negative nominal interest rate may have the same impact on real purchasing power, the negative interest rate is seen as costing more. Why ? Because in the case of inflation, the economic agent ends up with the same nominal amount, whereas the negative nominal interest rate implies the payment of interest. In general, the monetary illusion is therefore manifested primarily among non-institutional investors such as households. That explains the stronger downward rigidity of retail deposit interest rates.

			Finally, legal restrictions are the last reason for the downward rigidity of deposit interest rates. In this case, the rigidity is directly imposed by law. Legal systems of this kind exist in France (the interest rate applicable to the livret A – a specific savings account with a ceiling – can be revised by the government twice a year and stood at 0.75 % in October 2017 (17)) and in Belgium, where – pursuant to a Royal Decree – the minimum interest rate on regulated savings deposits was 0.11 % in October 2017 (i.e. a basic minimum rate of 0.01 % and a minimum fidelity premium of 0.10 %). Such bank accounts are generally reserved for households and associations, the aim being to protect small savers.

			3.Potential restrictive effects of the negative interest rate policy on lending

			To understand how the downward rigidity of retail deposit interest rates can affect the efficient transmission of a reduction in the key policy rate below zero, it makes sense to look at the actors who are the first to be affected, namely the banks.
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			3.1Effects of a reduction in the key policy rate on banks’ balance sheets

			In order to explain the transmission by the banks, we shall conduct a conceptual examination using a stylised balance sheet of a commercial bank whose main activity consists in collecting retail deposits and granting loans to the real economy. As well as granting loans, the bank holds marketable securities, and it deposits its excess liquidity with the central bank (see chart 3).

			The effect on the bank of a negative interest rate policy is assessed dynamically and in relation to the counterfactual situation in which the interest rate has not fallen (see chart 4). This is a purely economic assessment. We therefore ignore the effects of accounting rules and bank regulations on the recording of the bank’s gains and losses, and hence on its results (i.e. the change in its own funds). In addition, throughout the analysis, we impose “business as usual behaviour” on the bank in order to isolate the direct effect of the negative interest rate policy. In other words, we do not introduce the (immediate) option for the bank to adjust the composition of its balance sheet (e.g. by taking more risks or diversifying its activities) after the key interest rate is cut below zero. However, we would point out that, in reality, these accounting and regulatory effects and the banks’ response are significant factors which may change the simple, schematic reasoning presented in the rest of the article. That said, our simplified framework is still useful as a starting point for seeing how a negative interest rate policy affects the banks.

			For simplicity, we also assume that retail deposit interest rates remain totally rigid after the negative interest rate policy has been deployed.

			In the framework defined, a reduction in the key interest rate affects the bank via three channels : (a) capital gains, (b) loan quality and demand for loans, and (c) the net interest margin.

			The capital gains channel

			In principle, a reduction in the key interest rate is passed on to other market rates. A widespread fall in interest rates therefore automatically implies an increase in the price of existing bonds, and typically triggers a rise in share prices (owing to the lower discount rates on the cash flows associated with those assets). If the bank decides to sell the bonds and shares that it is holding, it realises capital gains. Those gains correspond to the difference between the price at which it bought the assets and the price at which it resells them. Where bonds are concerned, the longer their average maturity (i.e. their duration), the more sensitive their price to a decline in interest rates. In other words, the capital gains realised will be greater the more long-term bonds the bank holds.

			Capital gains are recorded when securities are sold ; they are therefore restricted in time. In our example, we assume for simplicity that the sale takes place immediately after the interest rate cut and concerns all the bank’s marketable securities. In chart 4, which presents a dynamic illustration of the situation, the light green bar thus indicates the immediate positive effect on the results due to the sale of the negotiable assets which have gone up in price. In other words, as the capital gains realised gene­rate profits, then all other things being equal, the bank’s own funds (in the economic sense) are driven upwards as soon as the interest rate falls.

			The light green dotted bars indicate that the reinvestment of the security sale proceeds in securities of the same type generates periodic losses of interest. If the key rate had not fallen, the bank selling the negotiable securities would not have made any capital gains but it would nevertheless have been able to reinvest the proceeds of the sale in other similar securities without affecting its net interest margin. Conversely, if the key interest rate is cut below zero, the reinvestment of the sale proceeds (including the capital gains) implies a smaller net interest margin for the bank. As a result of the cut in the key rate, the newly acquired securities produce a lower yield, but the associated funding costs are unchanged because it is assumed that the interest rate on retail deposits displays total downward rigidity (18).

			The loan quality and loan demand channel

			Apart from capital gains realised on the securities portfolio, a cut in the key interest rate leads to gains on the bank’s loan portfolio. Some of those gains are immediate and concern loans at variable rates. As the interest rates on those loans are linked to – fluctuating – market refe­rence rates, they will quickly be adjusted downwards if the key interest rate is lowered. For borrowers, that means that their loans become easier to repay. The bank thus faces lower default rates and achieves savings on the precautionary provisions made for these loans, compared to the counterfactual situation in which the interest rate has not fallen. Such gains are not only immediate but also continue throughout the period in which interest rates remain lower. In chart 4, they are represented by dark green bars surrounded by a continuous line.
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			Another part of the gains realised on the loans is due to the improvement in macroeconomic conditions associated with the cut in the key interest rate. As the monetary policy action takes some time to influence activity, those gains are not felt immediately after the cut in the key interest rate but appear gradually, as indicated by the time profile of the dark green bars surrounded by a dotted line in chart 4. Three main channels can be identified here. First, the increase in the price of the assets used as loan collateral will lead to a fall in the rate of losses in case of default. Next, the increase in the borrowers’ nominal incomes will make it easier for them to repay their loans (be they at fixed or variable interest rates), reducing the default rates and the associated provisions. Finally, the recovery will render the potential borrowers’ projects more profitable, and that will boost demand for loans and lead to volume gains on the bank’s intermediation activity (19).

			The net interest margin channel

			The last channel through which a cut in the key interest rate affects a bank is the net interest margin channel. This is different from the previous two channels since it is here that the downward rigidity of retail deposit interest rates will primarily apply, and therefore where the specific differences between a key interest rate cut in negative territory as opposed to a reduction in positive territory will become apparent.

			A bank whose main activity consists in collecting retail deposits and granting loans relies on maturity transformation in order to generate profits. It raises relatively short-term funding while tending to grant longer-term loans. A reduction in the key interest rate in positive territory will not cause the net interest margin of such a bank to shrink but could even actually increase it for a time, as the bank may benefit from the faster reduction in interest rates on its liabilities (short) compared to the interest rates on its assets (typically longer), all other things being equal (Heider et al., 2017).

			However, in the case of an interest rate cut in negative territory, deposit interest rates display downward rigidity. If the interest rates on the assets adjust without any particular resistance, the reduction in the key interest rate will then result in downward pressure on the bank’s net interest margin if the bank’s behaviour is unchanged. The losses are of two types. On the one hand, they concern the margin made on the stock of variable-rate loans (the red bars surrounded by a continuous line in chart 4). That margin shrinks immediately since the rates on such loans are adjusted straight­away whereas they are still funded by deposits at rigid interest rates. On the other hand, the losses also concern the margin made on the stock of fixed-rate loans and non-negotiable fixed-income bonds held in the portfolio until maturity (namely the red bars surrounded by a dotted line). Those losses are gradual, the speed at which they increase depending on the pace of portfolio refinancing. The ceiling is reached once the whole stock of fixed-rate loans and fixed-income bonds has been renewed.

			3.2The economic lower bound of nominal interest rates

			The dynamic analysis of the three channels through which a reduction in the key policy interest rate affects a typical commercial bank leads to two key conclusions. In our framework, if the key policy rate is reduced in positive territory, the bank’s results are driven higher, whatever the length of the period of lower interest rates. The mechanisms of the three channels are then grouped together under the usual name of the “bank lending channel” : since a reduction in the key interest rate drives up the bank’s net value, it is likely to encourage an increase in lending by the bank (Bernanke and Gertler, 1995).

			Conversely, if the reduction in the key interest rate takes place in negative territory, it has an ambiguous effect on the bank’s results, and hence also potentially on the bank’s scope for lending. The overall effect is all the more difficult to ascertain because of the differences in the time profiles of the gains and losses associated with the three channels. The length of the period in which the interest rate cut in negative territory applies is therefore important for assessing the measure’s overall effect : in particular, the impact on the net interest margin persists whereas the effect of the capital gains is limited in time.

			This last point suggests the existence of another lower bound for nominal interest rates, in addition to the physical lower bound : the economic lower bound of nominal interest rates. If, for a given interest rate cut in negative territory for a set period of time, the sum of the associated gains and losses for the banks – appropriately discounted – proves to be negative, a contractionary phenomenon may emerge. By depressing the banks’ results, the reduction in the key interest rate may in fact discourage banks from lending. The economic lower bound of nominal interest rates is thus defined as the level of interest rates beyond which such a contractionary phenomenon may emerge. If such a limit is reached, that implies a reversal of the traditional bank lending channel : the reduction in the policy rate exerts downward pressure on lending dynamics. That is why it is also called the “reversal rate” by Brunnermeier and Koby (2017).

			In practice, the economic lower bound of nominal interest rates is not necessarily lower than zero. Retail deposit interest rates may actually display strong rigidity above that level, e.g. if they are regulated by law. The economic lower bound may therefore already concern cuts in the key interest rate to a level which is not negative but is relatively close to zero.

			Another point which should be mentioned is that the limit depends on an estimate by the banks themselves. In that assessment, the dynamic aspect is important. The level of the limit may thus change according to the expected duration of the period of negative interest rates. That highlights the dangers of a negative interest rate policy maintained for an excessively long period (20). If the period is constantly extended, then it is possible, for example, that at a certain point the capital gains initially recorded are totally “swallowed up” by the expected direct losses on the net interest margin. From then on, the periodic gains associated with the improvement in loan quality and the revival of demand will be potentially insufficient on their own to compensate for those losses.

			Nonetheless, we must point out that our conceptual analysis assumes that the banks do not change their behaviour on account of the reduction in the key interest rate. In reality, however, the banks may decide to make substantial changes to their business model in order to produce the optimum response to the new interest rate environment, e.g. by expanding their activities that generate revenue other than interest income. That could, for instance, preserve the dynamics of lending, which is equivalent to driving down the economic lower bound of nominal interest rates.

			4.Which bank characteristics influence the effect of the negative interest rate policy on lending ?

			The diversity of the channels via which the negative interest rate affects the banking sector’s profitability implies that the composition of the banks’ balance sheet and, more generally, their business model and the time profile, determine the gains and losses associated with a given reduction in the interest rate to less than zero.

			4.1Financing via retail deposits

			Since the rigidity of the remuneration of retail deposits is a central specific aspect of the negative interest rate, the proportion of that source of funding for each bank is a key determinant of the potential impact of the negative interest rate on the bank’s profitability. If a bank benefits less from a reduction in its funding costs because the interest rates on the deposits that it has are rigid, its net interest margin will shrink and that could depress its results. Empirical analyses of euro area banks prove the existence of this effect. Claessens et al. (2017) demonstrate, for example, that a reduction in the key interest rate always causes a decline in the banks’ net interest margin, but the effect is greater at low levels of interest rates. In an analysis aimed at identifying the specific role of deposit interest rate rigidity, Ampudia and Van den Heuvel (2017) find that when interest rates have been cut to zero or below, the markets have seen that as detrimental to the banks’ future profitability, especially for banks with a larger proportion of deposits : their stock market valuations fell more steeply following decisions to cut the policy interest rate to zero or below. According to this analysis concerning 56 euro area banks, further policy interest rate cuts in that environment would have a negative impact on the share price of banks with a very high proportion of deposits (i.e. banks above the 90th percentile in the distribution of the proportion of household depo­sits). Conversely, the impact on the stock market value of banks with fewer deposits does not appear to differ significantly from zero (21).

			Furthermore, as the contraction of the net interest margin squeezes the banks’ current or future profitability, it may cause them to limit the transmission of monetary policy via the bank lending channel. To verify and quantify that impact, we carried out an econometric analysis of the provision of bank loans to businesses following the interest rate cut decided in June 2014, using a difference-in-differences model applied to a panel of 256 euro area banks on a monthly basis (22). In the first instance, we compared the growth of lending to non-financial corporations according to the share of retail deposits on the balance sheet of the bank in question (23). Next, to check whether a reduction in interest rates in negative territory has a different effect from a reduction in positive territory, we added a term that refers to the July 2012 cut in the effective key policy interest rate to zero. The equation used is this :
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			The dependent variable is the annual growth of lending to non-financial corporations. dep_ratio indicates the proportion of household deposits compared to bank i’s balance sheet total in the period preceding the interest rate cut. It is included in the equation in interaction with two binary variables, one referring to the period after the July 2012 interest rate reduction, and the other referring to the period after the June 2014 interest rate reduction, i.e. when the ECB’s deposit facility rate became negative for the first time. The analysis covers the period from January 2011 to December 2015. Since the analysis is performed over a relatively short period after implementation of the negative interest rate, we can assume that any changes in the banks’ business model were fairly limited. In order to take account of the specific characteristics of the individual banks and the economic and financial situation at that time, we included fixed effects per bank and per country-month.

			The results show that a larger proportion of household deposits in relation to the assets implies a smaller increase in lending to non-financial corporations in the 18 months following the introduction of the negative interest rate. More specifically, each additional percentage point of household deposits (compared to the balance sheet total) causes a 9 basis point reduction in the year-on-year growth of lending to businesses. The impact of the July 2012 interest rate cut was the opposite, with a stronger rise in the growth of lending where household deposits formed a larger share of the balance sheet.

			This conclusion is similar to that of Heider et al. (2017), who find that banks holding more deposits lend less to businesses after the implementation of a negative interest rate than banks with fewer deposits. They also find that the banks with a higher proportion of deposits concentrate their loans on riskier businesses : an increase in the ratio of deposits is associated with lending to businesses whose return on assets is relatively more volatile. Unfortunately, our database does not enable us to analyse any possible effects on risk-taking by banks.

			The analyses presented here, based on difference-in-differences models, only reveal a relative effect resulting from comparison of the behaviour of individual banks. These models therefore do not indicate that the negative interest rate has any adverse effect – in absolute terms – on lending. Instead, they show that the greater the ratio of retail deposits on a bank’s balance sheet, the more slowly the bank’s lending will grow in relation to the average bank. That does not permit any conclusions regarding the effect of the negative interest rate on the average bank’s lending. Chart 5 shows that credit growth remained positive after the June 2014 interest rate cut, both for banks with a high ratio of deposits and for those with fewer deposits. However, section 5 will demonstrate that this is not necessarily due purely to the easing effect of the negative interest rate.

			The impact of the volume of household deposits on banks’ profitability, and ultimately on lending, may also be influenced by the margin available to the banks for lowering the interest rate on their deposits at the time of the rate cut. That margin will determine how soon and to what degree the banks will have to contend with negative pressure on their net interest margin. However, we are not dealing with an absolute concept here : for example, legal restrictions which vary from one country to another may impose different lower limits for certain deposit interest rates. That makes it very challenging to test this hypothesis.

			4.2Composition and duration of bank assets

			The economic lower bound of interest rates is also likely to depend on the composition and duration of banks’ assets. It may be beneficial for the banks to hold assets with a longer duration, on which the interest income is less susceptible to interest rate changes. A portfolio of long-term bonds or fixed-interest loans can guarantee the bank a stable interest income until the bonds or loans mature, implying that in the meantime they maintain a higher net interest margin (all other things being equal), since their funding costs are adjusted – albeit only partially – as a result of the interest rate cut.

			In the case of loans, it is the rate fixation period rather than the loan duration that largely determines the speed of adjustment to the new level of interest rates. The reference rates for loans at variable interest are generally market interest rates which, as already mentioned, have responded strongly to the reductions in the policy interest rate, even in negative territory. This shows that variable-rate loans, and especially those on which the interest rate is revised after a relatively short time, can lead to a considerable loss of interest income on the banks’ existing portfolio.

			The proportion of variable-rate loans varies greatly between the euro area countries, as each country has its own well-established practices or customs, especially as regards household mortgage loans. That disparity is reflected in differences in the impact of key interest rate changes. Banks which mainly lend at fixed rates may also be affected by interest rate changes when refinancing the loans, although the effect is less automatic and systematic. However, if the refinancing process comes with a fee for the lender, the negative impact on the income of the bank concerned is partly mitigated (at least in the short term).
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			The volume and maturity of the fixed-income bonds in the portfolio of marketable securities also determine the sensitivity of the bank’s profitability to the negative interest rate. Thus, a larger proportion of bonds in the balance sheet total and a longer residual maturity are associated with a less detrimental impact on profitability, because the value of the securities held increases when the interest rate falls, and the rise is all the greater the longer their maturity. Conversely, if banks hold few bonds or have more short-dated securities, the capital gains generated by a reduction in interest rates will be smaller. Banks are then less able to offset future losses on their net interest margin if the change in their funding costs is only partial.

			More generally, the proportion of marketable securities that banks hold seems to attenuate the adverse impact of the negative interest rate on the supply of loans to non-financial corporations. If the same economic analysis as before is applied first to banks with a higher proportion of marketable assets (24) and then to those with a lower proportion (the upper and lower quartiles of the distribution respectively), the results differ significantly. For banks with a large volume of marketable assets, the deposit ratio did not hamper the growth of lending to businesses in a period of negative interest rates (as the coefficient was considerably lower than for banks holding fewer negotiable assets, and was not significantly different from zero). In contrast, for banks with a small volume of marketable assets, the impact of household deposits on growth escalates (–22 basis points as opposed to an average of –9 basis points). By attenuating the adverse effect of the negative interest rate on bank profitability, the rise in the value of securities also seems to temper its potential negative impact on lending.

			In the end, the banks’ assets with the shortest maturity and the greatest sensitivity to interest rates are the excess liquidity that they deposit at the central bank in excess of their reserve requirements. A bank will incur losses on its excess reserves if the interest rate applied to them is lower than the marginal cost of their financing (Buiter and Rahbari, 2016). Although those losses are not confined to periods of negative interest rates, it is likely that, when the interest rate falls below zero, the marginal cost of funding will be relatively high for banks holding a large proportion of household deposits, owing to the rigidity of their remuneration. If banks hold a large volume of excess liquidity, that may therefore depress their interest income and – in the event of rigid funding costs – their profitabi­lity. However, there are several factors that influence the size of that impact.

			First, although the weight of the excess liquidity in the balance sheet total of euro area banks has increased substantially since the beginning of 2015, it is still relatively low (6 % in August 2017), especially compared to the ratio of retail deposits (22 % on that same date). Thus, a reduction of less than 3 basis points in the household deposit interest rate would offset the loss of net interest income resulting from a 10 basis point reduction in the ECB deposit facility rate.

			Second, the strong rise in excess liquidity in recent years is the counterpart to the securities purchased by the Eurosystem under the APP. In so far as those securities were held by the banks themselves, they generated capital gains for the banks when they were sold.

			The third and final point is that the distribution of the excess liquidity between banks is an important factor for assessing the impact : if it is concentrated mainly on banks with a small ratio of retail deposits, the effect on the sector’s profitability should be very small (25).

			4.3Has the supply of bank loans suffered as a result of the negative interest rate ?

			However, it must be said that neither the data so far nor the analyses mentioned here show any contractionary effect attributable to the negative interest rate in absolute terms, as defined by Brunnermeier and Koby (2017) (26). In general, the implementation of the negative interest rate policy in the euro area was accompanied by an acceleration in lending and a steep decline in bank debit interest rates. Interest rates on loans fell by significantly more than the average reference interest rate on the interbank market (i.e. the rate at which banks can raise funding on that market) (ECB, 2017a). These positive developments are borne out by the banks’ answers to questions concerning the impact of the negative interest rate on lending, included in the quarterly bank lending survey in the euro area. Despite the adverse impact on net interest income, the negative interest rate seems to have had a positive impact on the volume of lending and helped to drive down debit interest rates (ECB, 2017c). At the same time, some euro area banks have focused more on activities generating fees and commissions in order to offset the fall in their net interest income (ECB, 2016b).

			However, it is still difficult to identify the specific contribution of the negative interest rate to the observed movement in debit interest rates and bank lending, as the ECB implemented other measures at the same time, such as forward guidance, asset purchase programmes, and targeted longer-term refinancing operations. The next section examines the interactions between the negative interest rate and those measures.

			5.Interactions and complementarity between the negative interest rate policy and the other monetary policy measures

			The effects and the transmission channels of the various monetary policy measures adopted by the ECB since June 2014 interact and complement one another. The combination of those measures may therefore also have specific additional consequences for the banking sector’s profitability and for the transmission via the banks.

			In general, the presence of a lower bound may inhibit the central bank’s ability to ease monetary policy further (Goodfriend, 2016). The negative interest rate may therefore be regarded as a measure that reinforces the effect of both conventional and non-standard monetary policy (Rostagno et al., 2016). Under conventional policy, reductions in the interest rate below zero may thus have a bigger impact on financial conditions than interest rate cuts in positive territory if they change the perception of the lower bound of key policy interest rates. In the context of the euro area, the negative interest rate thus amplified the effect of the forward guidance (Cœuré, 2016) : since interest rates are expected to remain low in the future, the reduction below zero in fact lowered future rate expectations, causing the rest of the yield curve – well beyond the short segment – to move downwards.

			At the same time, some other ECB measures reinforce the effect on the yield curve of the interest rate cuts in negative territory, particularly the forward guidance and the asset purchase programme, the impact of which is more marked on the medium and long segments of the yield curve. Thus, apart from the downward shift caused by the interest rate cuts, the yield curve flattened out, and that may have varying effects on banks’ profitability. On the one hand, since the banks normally gain from a steeper yield curve, that may further dent their profitability, as the assets previously held are replaced with assets generating lower interest income, implying direct losses on the net interest margin unless the funding costs are adjusted to the same degree.

			On the other hand, the simultaneous implementation of the various measures helps to reinforce the easing of financial conditions, and in so doing, to enhance the beneficial effect of the interest rate reduction on the euro area’s economy. Consequently, the aim of the measures – namely, to boost the economy and inflation – could be attained more quickly, thus reducing the period of time in which interest rates have to remain at very low levels, and hence the potentially adverse impact that a long period of negative interest rates may have on the banks.

			Furthermore, the additional fall in longer-term interest rates resulting from the forward guidance and purchase programmes drives up the value of the marketable assets held by the bank, as explained above. The capital gains derived from the appreciation of those assets will therefore be larger for the banks than if the negative interest rate were the only measure applied by the central bank.

			The negative interest rate also complements the implementation of the asset purchase programmes (also known as quantitative easing programmes) by encouraging the portfolio rebalancing which is typical of these programmes : the fact that the bank obtains negative marginal income on its excess reserves prompts it to reallocate those reserves, i.e. to convert them into other types of assets. The negative interest rate may therefore lead to increased lending (including interbank loans) or increased exposure to riskier assets (including assets denominated in other currencies). The interaction between the negative interest rate and the asset purchases could thus enhance the latter’s effectiveness.

			The quantitative easing programmes may also alter the composition of the banks’ balance sheet and hence their profitability, as the asset purchases imply a strong rise in excess liquidity in the banking system. Although the distribution of the excess liquidity depends on the strategies and options of the individual banks, the reduced duration of the assets of at least some banks – resulting from their liquidity holdings – may exacerbate the pressure on their profitability if, at the same time, they face relatively rigid funding costs. These effects will be more marked if the key interest rates drop significantly below zero, but also if they remain below zero for longer than expected. The purchase programmes also have a dynamic dimension (with growing excess liquidity) additional to that of the negative interest rate policy.

			These pressures may be all the more severe if the asset purchase programmes are accompanied by an increase in the volume of deposits, and retail deposits in particular, either directly if the central bank buys securities from retail customers and the latter deposit their gains with euro area banks, or indirectly if the second-round effects of the purchases imply an increase in lending to households and businesses (for an intuitive explanation of that effect, see Cordemans et al., 2016).
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			These interactions have repercussions on the sequencing of the monetary policy measures, as regards both their implementation and their withdrawal. According to Brunnermeier and Koby (2017), to maximise the impact of the measures via the bank lending channel, the key interest rates need to reach their lower bound before the implementation of a quantitative easing programme is considered. The reason is that, when there is no expectation of any further interest rate cuts (which would enhance the value of the assets held on their balance sheet), the holders – including the banks – are more disposed to sell the assets to the central bank under a purchase programme. Conversely, if interest rates have not reached their lower bound, the holders may prefer to keep the assets that they hold, thus undermining the effectiveness of the purchase programme. Moreover, this precise sequencing implies that the banks can achieve the capital gains associated with the reduction in interest rates until the lower bound is reached, attenuating the potential adverse impact of the negative interest rate on the net interest margin. An unexpected interest rate cut after the sale of the assets would be associated with a smaller capital gain (or a reduction in the remuneration on the excess liquidity created by the sale of the assets), and that could impair the banks’ resilience in prolonged periods of negative interest rates (and hence the transmission of the easing to the economy).

			For the banks, the complementarity of the measures also has consequences in relation to the sequencing of the withdrawal of the various measures : terminating the purchase programme first could steepen the yield curve (the term premium would increase), and that could moderate the potentially negative impact of a prolonged period of negative interest rates on the banks’ profitability, while keeping short-term interest rates at relatively low levels.

			The complementarity between the negative interest rate and the TLTROs is more specific and more bank-centred. These operations, which aim to encourage bank lending to businesses, provide very cheap medium-term funding for the participating banks (27) : they thus exert downward pressure on the banks’ funding costs (both directly, for those borrowing funds, and indirectly, by offering an additional source of funding competing with traditional sources such as bank bond issuance or interbank loans, and driving down their yields). More particularly, the second series of TLTROs implemented since June 2016 offers funds for a period of up to four years at an interest rate potentially equal to the deposit facility rate. In October 2017, the liquidity created by the TLTROs amounted to € 758 billion, or 42 % of the excess liquidity in the euro area’s banking system, and 2.4 % of the banks’ balance sheet total.

			By reducing the banks’ funding costs, the TLTROs attenuated the negative impact of the rigidity of deposit interest rates on the banks’ net interest margin, and therefore on lending. According to the responses of the quarterly bank lending survey in the euro area, the banks consider that the TLTROs boosted lending to non-financial corporations.

			Conclusion

			In recent years, the negative interest rate policy, together with other non-standard monetary policy measures, has become an additional tool for central banks. Although its use is widespread, both to combat deflationary risks and to control exchange rates, it has its limitations as regards monetary transmission via the banks.

			Those limitations are due to the existence of a lower bound at around 0 % for retail deposit interest rates. This lower bound implies downward rigidity of the banks’ funding costs once the key interest rate has fallen too low, and especially if it drops below zero.

			The downward rigidity of the banks’ funding costs may create downward pressure on their net interest margin, and ultimately constrain their ability to lend more to the economy. Also, the longer the period of negative interest rates, the greater the likelihood of contractionary effects on lending dynamics. However, the banks may also benefit from capital gains and the improvement in the macroeconomic conditions associated with monetary easing. Thus, the ultimate effect of the negative interest rate on the banks’ profitability and on their lending will depend on the composition of the banks’ balance sheet.

			Furthermore, the negative interest rate policy in the euro area is not an isolated measure. The interactions and the effects of complementarity with other monetary policy measures may attenuate the potentially restrictive effect of a negative interest rate policy on the banks’ profitabi­lity and on their capacity to lend more. The combination of measures may also facilitate transmission, helping to achieve the monetary policy objectives more quickly and limit the length of time for which the negative interest rate is necessary. Developments in lending in the euro area since the implementation of the negative interest rate policy seem to indicate a smooth transmission via the banks.

			 

			
				
					(1)	According to this channel, also known as the “bank balance sheet channel”, monetary policy affects the banks’ capacity to lend by influencing their real value (i.e. their own funds) (see Bernanke and Gertler, 1995).

				

				
					(2)	Although bank disintermediation has accelerated somewhat since the global financial crisis, almost 50 % of euro area business finance is still obtained from the banks, while the remaining 50 % originates from the financial markets. We are therefore still a long way from the structure of the American financial system, where firms obtain most of their funding (amounting to 75 %) from the financial markets while the banks provide the remaining 25 % (ECB, 2016a). 

				

				
					(3)	The aim of this section is to take stock of the negative interest rate policies implemented in the advanced economies in recent years. For a more detailed account of each of those policies, see in particular Bech and Malkhozov (2016), Jobst and Lin (2016) or IMF (2017).

				

				
					(4)	Of the countries mentioned, Sweden is the only one where the central bank’s (negative) deposit rate is not its effective key policy interest rate, i.e. the rate that genuinely influences financing conditions within the economy. That said, a negative interest rate policy is in force there in so far as the repo rate (the interest rate at which the central bank lends funds to the banks to meet their liquidity needs), i.e. the country’s effective key policy rate, has also fallen below zero. 

				

				
					(5)	For more details on these exemption systems, see in particular Bech and Malkhozov (2016) or Jobst and Lin (2016).

				

				
					(6)	For more information on the evolutions of the volume of liquidity in the banking system since the crisis and its impact on the operational framework of monetary policy in the euro area, see in particular Eser et al. (2017).

				

				
					(7)	The excess liquidity comprises the assets placed in the deposit facility, but also current account assets in excess of the reserve requirements.

				

				
					(8)	For a discussion of the risks and issues associated with a prolonged period of low inflation, see Deroose and Stevens (2017).

				

				
					(9)	During the summer of 2014, while the excess liquidity was due mainly to the banks’ demand for funds (i.e. before the expanded asset purchase programme), the reductions in the deposit facility interest rate into negative territory in fact served two purposes: in addition to the monetary easing aimed at the inflation target, the intention was to preserve the Eurosystem’s intermediation margin (i.e. in principle the smooth functioning of the interbank market) in view of the simultaneous cuts in the central policy rate. For more details on this point, see Kasongo Kashama (2014).

				

				
					(10)	For the second series of operations (TLTRO II), the loan rate may fall to the deposit facility rate applicable at the time of the respective allotments if the banks grant sufficient new loans to non-financial corporations.

				

				
					(11)	For a more detailed analysis of the role played by monetary policy in the movement in the real interest rate in the euro area in recent years, see De Backer and Wauters (2017).

				

				
					(12)	Some of the criticisms focus particularly on the direct gross cost associated with the negative interest rate, i.e. if the banks deposit excess liquidity with the central bank, they incur a custody fee. We shall come back to this point in section 4, which explains how the banks’ characteristics (including the relative weight of excess liquidity on their balance sheet) may influence the effect of the negative interest rate on their loan dynamics.

				

				
					(13)	The effect of the negative interest rate policy on the functioning of the euro area money markets, and in particular the volume of transactions, has attracted much attention. Some argued that such a practice would cause a considerable decline in activity on those markets, casting doubt on the appropriateness of the rates applied there. However, the volume of transactions on the repo money markets (i.e. interbank loans backed by the exchange of collateral) in fact remained relatively stable; the euro area banks were therefore not reluctant to lend to one another at negative interest rates. The decline in the volume of unsecured transactions (i.e. those conducted without collateral) was due largely to the substantial increase in available liquidity in the banking sector following the APP and the change in risk aversion since the crisis (Bindseil, 2017).

				

				
					(14)	This extrapolation is based on the sample of 283 banks in chart 2.

				

				
					(15)	See in particular Goodfriend (2000), Buiter et al. (2003), Buiter (2009), Kimball (2013), Rogoff (2014) or McAndrews (2015).

				

				
					(16)	However, Borio and Zabai (2016) point out that the monetary illusion phenomenon is not always necessarily a sign of irrationality on the part of economic agents.

				

				
					(17)	The interest rate applied to the livret A also forms the basis for calculating the rate on a number of other savings accounts (“comptes spéciaux sur livret du crédit mutuel”, the “livre d’épargne populaire”, the “livret d’épargne-entreprise” and the “compte d’épargne-logement”).

				

				
					(18)	From an economic point of view, if the bank chooses to keep its securities in its portfolio or to sell them when interest rates fall, that does not make any difference to its results in the long run, all other things being equal. If the bank keeps its securities in its portfolio, the decline in interest rates will not affect its results, at least not until the securities mature. It will then invest the principal repaid in new securities of the same type but offering lower interest; that will reduce its net interest margin if, at the same time, its funding costs remain rigid. If the bank sells its securities, it will realise immediate capital gains but the reinvestment of the proceeds of that sale in new securities of the same type, offering a lower yield owing to the decline in interest rates, will imply a loss of interest (still in relation to the counterfactual situation in which the key interest rate has not been reduced). It is possible to demonstrate that the periodic losses of interest up to the maturity of the securities sold in fact correspond exactly to the capital gains realised at the start. That therefore means that the sale of the securities has no effect on the bank’s results if the whole period up to the maturity of the securities sold is taken into account: the capital gains are exactly offset by the loss of interest on the reinvestment. The net interest losses due to the rigidity of the funding costs thus occur - as in the case of the securities being kept in the portfolio - once the securities originally held in the portfolio reach maturity.

				

				
					(19)	As already mentioned, our analysis is “static” as regards the bank’s behaviour. More specifically, we assume here that the bank does not change its lending behaviour following the reduction in the key interest rate. We only assume that the bank adjusts its supply in response to the stronger demand from borrowers, and does so for all new loans requested which meet a predetermined critical level of profitability.

				

				
					(20)	However, it should be noted that a prolonged period of negative interest rates may at the same time weaken the initial psychological resistance of retail customers in regard to negative interest rates. That may give the banks additional scope for reducing their funding costs.

				

				
					(21)	The study also shows that interest rate cuts in strictly positive territory were considered profitable for the banks (as they lead to a rise in their stock market value, although that beneficial impact is weaker in the case of banks with more deposits).

				

				
					(22)	For more information on the structure of the database used, see Boeckx  et al. (2017).

				

				
					(23)	The results of this specification are not shown here because they are similar to those of the extended equation.

				

				
					(24)	The sum of the debt instruments (issued by the public or the private sector, but other than by banks) and private sector shares (excluding banks) in proportion to the balance sheet total.

				

				
					(25)	Baldo et al. (2017) show that the distribution of the liquidity depends partly on the banks’ business models: investment banks and clearing institutions thus tend to accumulate more excess liquidity in relation to their balance sheet total. That suggests that excess liquidity does not present a risk for the transmission of monetary policy to bank lending.

				

				
					(26)	However, an analysis by Goldman Sachs Economic Research (Hazell and Pill, 2016) shows that the growth of lending to businesses declines following a reduction interest rates if those rates are at very low levels or below zero.

				

				
					(27)	For more information on the TLTROs, see for instance ECB (2017d).
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			Introduction

			Aiming for stable, non-inflationary economic growth that promotes full employment, macroeconomic policy has a crucial stabilising role to play in market economies. The recent global economic and financial crisis has not fundamentally challenged the existing consensus, but merely brought into relief some of its weaknesses. Besides, in the current economic climate of moderate growth, subdued inflation and low interest rates, monetary and fiscal policies need revisiting in terms of both their purpose and their functioning. The euro area is subject to highly specific conditions, as it has also pulled through a very instructive sovereign debt crisis.

			This is the setting for this article’s incisive review of the macroeconomic policy mix in the euro area. Its first section discusses the pre-crisis macroeconomic consensus as well as lessons learned from the crisis. Section 2 summarises today’s macroeconomic situation and the third section the Eurosystem’s monetary policy framework. The fourth section investigates what would be the most appropriate fiscal policy in the current circumstances, both in individual countries and in the euro area as a whole. Section 5 looks more closely at Germany’s specific role. The sixth section addresses the question of whether there is any need for a revised European policy framework, and the article ends on a number of conclusions.

			1.The policy mix : fresh insights

			1.1The macroeconomic consensus prior to the financial crisis

			Market economies are intrinsically prone to economic cycles, i.e. times of economic expansion and contraction, the length of which varies. The frequency and duration of such periods depend on random events of a varied nature, known as “shocks” in economic speak, including technological, financial or other innovations, geopolitical developments, weather conditions, public policy changes or even “animal spirits” (Keynes, 1936 ; Akerlof and Schiller, 2009). Such animal spirits are part and parcel of human nature and reflect upbeat or gloomy expectations influencing decisions made by economic agents.

			The financial sector accelerates economic cycles (Bernanke et al., 1996), as lending for consumption or capital spending is typically underpinned by collateral and/or security. The values of such collateral tend to rise at times of optimism and economic expansion, fostering credit allocation and supporting spending. Conversely, collateral loses value when gloom sets in and economic activity contracts. Then, credit becomes scarcer and consumption and capital spending are squeezed. Even ignoring the wealth effect, which reflects the wealth impact of changes in consumption and savings, this interaction between the financial and real spheres of the economy can prompt, as the case may be, virtuous or vicious circles of economic expansion or contraction.

			The variability of economic activity creates uncertainty and weighs on consumption and investment decisions, given that individuals are risk averse. What is more, economic activity typically also involves variable inflation and employment, entailing steep welfare costs. Unstable inflation depresses confidence and consumer purchasing power, while inflating risk premiums in the financial markets and causing interest rates to rise. As such, it makes it harder to take economic decisions and gets in the way of an optimal allocation of resources. Unpredictable price level variability eventually results in a random redistribution of wealth and income between debtors and creditors, with the extreme case of a deflationary spiral – in which lower prices push up debt and the reverse – being particularly pernicious (see Fisher, 1933). Growing unemployment when economic activity slows does not just cause income losses, it also spells a loss in human capital.

			Against this background, macroeconomic policy focuses on preventing and keeping to a minimum the undesirable effects of economic vicissitudes : as the consensus that has emerged since the early 1980s would have it, macroeconomic policy should encourage stable, non-inflationary economic growth promoting full employment. Monetary and fiscal policies are two key instruments to help achieve this state of affairs.

			Monetary policy ensures price stability

			Monetary policy regulates a country’s money supply and/or the price of money in the economy – with “money” defined as the total means of payment – and aims to ensure price stability in the medium term, its best possible contribution to economic prosperity and job creation. Working on the principle of “divine coincidence”, a country’s central bank controls the output gap, i.e. the difference between real and potential production, by keeping a close rein on inflation (Blanchard and Galí, 2007). This also promotes full employment.

			The emphasis on the medium term is justified by the time lags in monetary policy transmission and the desire to keep to a minimum any output swings caused by excessively active central bank behaviour. To eliminate any inflation bias, it is advisable to entrust monetary policy to a central bank independent of a country’s government, and to rule out any monetary financing of government debt.

			Incidentally, price stability typically contributes to financial stability. By keeping at bay excessive inflation, it restricts the risks of contracts agreed in nominal terms, and, by warding off deflation, it prevents an increase in debt in real terms (Aucremanne and Ide, 2010). A central bank should keep an eye on trends in asset prices, but only in as much as price stability comes under threat. And it also acts as lender of last resort, stepping in with urgently needed cash when financial panic hits (1).

			Key policy rates are the traditional monetary policy instrument of choice, used by central banks to steer money market rates and so influence financing conditions in the economy at large. Monetary authorities implicitly observe the Taylor rule (Taylor, 1993) by responding to deviations in inflation from its targets and to deviations in output growth relative to its potential levels. To make an impact on real interest rates, which are deemed relevant to consumption and investment decisions, the authorities adjust key policy rates more than proportionally so as to allow for variations in inflation.

			Fiscal policy underpinned by automatic stabilisers

			Fiscal policy regulates government revenue and expenditure in the economy and contributes to macroeconomic stabilisation chiefly through automatic stabilising mechanisms. Key stabilisers include taxes and social security benefits, as these of course smooth out fluctuations in economic activity.

			In normal times – i.e. in a standard recession of relatively short length (2) – discretionary fiscal policy is not really the best way to go. In the real world, institutional limits and implementation delays reduce its efficacy and can even turn it procyclical. Besides, doubts arise over its implications due to uncertainties over the fiscal multiplier and potential Ricardian equivalence effects (3) (Blanchard et al., 2010). A final argument against discretionary fiscal policy is the leading role monetary policy is assigned to achieve macroeconomic stabilisation, obviating any second instrument (4). And so, fiscal policy should exclusively focus on keeping public finances sustainable without disrupting monetary policy in its essential task of ensuring price stability.

			Many – though not all – agree that discretionary fiscal policy may have a stabilising macroeconomic role to play in the event of a liquidity trap (Keynes, 1936 ). A liquidity trap emerges after a major shock and when monetary policy can no longer boost prices or economic activity, as economic agents no longer respond to more abundant liquidity or key policy rates have hit bottom. Under these conditions, the fiscal multiplier is particularly high as the crowding-out effect (5) evaporates. This type of recession, incidentally, tends to persist beyond the time required for political decision-making.
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			After the Great Depression of the 1930s, the liquidity trap was for a long time an intellectual oddity only found in school books. But Japan’s experience from the mid-1990s and the recession in the United States in the early 2000s sparked renewed interest in the subject (see Auerbach and Obstfeld, 2003 ; Eggertsson and Woodford, 2004).

			The great moderation

			By the mid-2000s, the framework described above was generally believed to have contributed to greater macro­economic stability in the advanced economies. More stable economic growth and inflation, coupled with more moderate trends, had started in the early 1980s, a phenomenon referred to as the great moderation (see Bernanke, 2004).

			Euro area : a consensus-matching framework

			Based on the 1992 Maastricht Treaty, the institutional framework of the Economic and Monetary Union (EMU) largely reflected the pre-crisis macroeconomic consensus.

			The common monetary policy was entrusted to an independent authority, the Eurosystem, whose mandate focuses on price stability. The ECB Governing Council’s monetary policy strategy specifies an inflation target for the euro area of “below, but close to, 2 % over the medium term”. In normal times, the Eurosystem will tighten or relax its monetary policy stance by adjusting key policy rates up or down.

			Fiscal policy, by contrast, remained decentralised and the domain of national governments. That said, common rules apply, informed by the notion that governments should aim for fiscal equilibrium and give automatic stabilisers free rein to cushion any shocks. Agreed in 1997, the Stability and Growth Pact (SGP) builds on the provisions in the Maastricht Treaty to impose maximum reference values for budget deficits and government debt (respectively, 3 % and 60 % of GDP) (6). Breaking down into a preventive and corrective arm, the pact is designed to ensure that countries in the EMU observe fiscal discipline, resulting in improved coordination of policy measures, the soundness of public finances and prevention of spillover effects (7).

			To ensure market discipline in addition to the fiscal-rules-based discipline, the Treaty on the Functioning of the European Union (TFEU) prohibits monetary financing of government debt (Article 123) and includes a “no-bail-out clause” (Article 125). The clause prohibits the European Union and its Member States from guaranteeing the commitments of governments of other Member States.

			To give national governments an opportunity to respond more swiftly to idiosyncratic economic shocks despite a single monetary and currency policy, fiscal rules were relaxed slightly from 2005 on (8). Supranationally, however, the European institutional framework did not include a stabilising instrument – e.g. a lender of last resort or budgetary power.

			1.2Lessons from the crisis

			The 2007-10 global economic and financial crisis failed to produce a deep questioning of the prevailing general macroeconomic policy framework. There is no argument about its main planks of price stability and central bank independence. The sustainability of public finances has, for its part, received greater attention. That being said, the crisis did show up various weaknesses in the macroeconomic framework and, in the euro area, shone a stark light on the EMU’s incomplete institutional architecture in terms of supervision and assistance, which went further than the flaws in the European budget framework (De Grauwe, 2013 ; Buti, 2016).

			Macroeconomic framework : shortcomings

			The first post-crisis finding is that price stability is a necessary, but not a sufficient precondition for financial stability. Greater macroeconomic stability during the “great moderation” years has not prevented the emergence of financial imbalances : financial bubbles and property bubbles, excessive debt of households and financial companies, etc. In fact, by putting downward pressure on interest rates, price stability may in fact have fuelled these developments as it created the conditions for riskier behaviour (Boeckx and Cordemans, 2017). The great recession also demonstrated the consequences of financial instability for monetary policy transmission and the real economy.

			In fact, it became plain as day that macroprudential policy needed to take on board the stability of the financial system as a whole and prevent an accumulation of financial risks. Many countries have introduced institutional arrangements and tools to address the issue (IMF, 2016). Back on the agenda was the question of whether monetary policy implementation should factor in risks to financial stability, although the debate has not yet been settled (see IMF, 2015).

			Secondly, the financial crisis has also refocused minds on central banks’ crucial role as lender of last resort when liquidity in the markets dries up. It made abundantly clear that fiscal authorities in sovereign economies enjoy an implicit warranty in the monetary arena, as it is generally agreed that the sovereign debt crisis was exacerbated by the Eurosystem’s inability to take on the role of lender of last resort for euro area governments (Draghi, 2014).

			In addition, the crisis threw into stark relief a third aspect : the limits to conventional monetary policies based on adjusting key policy rates. To ensure financial intermediation and solid monetary policy transmission, central banks have responded to the crisis by changing the make-up of their balance sheets through qualitative easing. What’s more, central banks have relaxed their monetary policy even further by providing forward guidance on expected future developments in monetary policy. The crisis has also been instrumental in central banks mass-buying of low-risk assets, a policy known as quantitative easing (see Cordemans et al., 2016).

			A fourth lesson taught by the crisis is that fiscal policy acts as a stabilising factor in a liquidity trap (9). This has been particularly visible in the United States and the United Kingdom, whereas euro area fiscal policy was more restricted by the sovereign debt crisis (see below). Despite their delayed implementation, expansionary discretionary policies were also pursued in various countries due to the seriousness of the recession, its length and the constraints on monetary policy. Besides, fiscal multipliers were agreed to be higher – and positive – whenever key policy rates hit bottom (Eggertsson, 2011), meaning that higher government spending translated into a higher than proportional increase in production in the economy. The financial crisis underlined how important it is to have fiscal room for manoeuvre to address negative shocks, implying that debts should be reduced when business cycles are favourable.

			Lastly, the crisis has served to highlight potential interactions between the two macroeconomic policy pillars. At times of recession, central banks use the monetary policy instrument to support the sustainability of public finances by easing financing conditions in the economy and by deploying asset purchase plans that typically focus on government paper. Monetary policy, then, encourages fiscal recovery and the adoption of structural reforms. Fiscal policy, in its turn, underpins price stability by supporting aggregate demand. Together, public spending and structural reforms contribute to potential growth and improve the efficiency of monetary policy by supporting real equilibrium interest rates (10).

			Euro area construction defects

			Membership of a monetary union potentially requires greater fiscal activism to stabilise national economies in the event of idiosyncratic shocks. The sovereign debt crisis that shook the euro area between early 2010 and the end of 2012 showed up major restrictions on national fiscal policy’s stabilising capability related to monetary union membership. Euro area Member States contract debt obligations in a currency they have no control over : the fact that the Eurosystem is prohibited from engaging in monetary financing, coupled with the no-bail-out clause, makes them completely dependent on the financial markets and on market rules for funding. However, markets can be volatile and irrational, at times veering sharply away from macroeconomic fundamentals. This makes euro area countries extremely vulnerable to liquidity crises, which can easily degenerate into solvency crises.

			Pressured by the markets and in the absence of adequate institutional euro area structures, some hard-hit countries found themselves forced to adopt policies that were excessively restrictive and procyclical from a macroeconomic perspective (Orphanides, 2017). Their macroeconomic policy mix was dominated by the area’s common monetary policy, which itself faced the lower bound of key policy rates (Cordemans et al., 2016). This imbalance proved less than beneficial to both Member States and the euro area as a whole. De Grauwe (2013) argues that the monetary union as it was designed may well have exacerbated idiosyncratic shocks : countries hit the hardest plunged into a deflationary spiral.

			The sovereign debt crisis also drew attention to the disastrous consequences of banking sector troubles, as it weighs in heavily in the funding of the euro area economy and the close ties between the industry and the government sectors. The negative feedback loops between domestic sectors and government have caused financial markets to fracture along national lines and severely disrupted monetary policy transmission in the countries hardest hit. In the euro area, then, the crisis highlighted the implicit financial debt associated with the crucial role governments played in saving their countries’ banks (11).

			Lastly, the crisis in the euro area also underlined the importance of closer supervision of macroeconomic and financial imbalances, such as the property and credit bubbles that fed the troubles in the banking sector in various countries.

			Government response

			A range of measures proved crucial in addressing euro area shortcomings and their detrimental macroeconomic effects. First off, macroeconomic supervision and coordination of economic and fiscal policies in the EU were enhanced : the rules of the Stability and Growth Pact (SGP) (12) were reviewed and supervision of imbalances was expanded to other macroeconomic indicators than just public finances, along with the introduction of the European Semester (13) and the Treaty on Stability, Coordination and Governance (TSCG) (14), etc.

			A second set of measures was the introduction of Europe’s “firewalls” : the European Financial Stability Facility (EFSF) and the European Financial Stabilisation Mechanism (EFSM), followed by the European Stability Mechanism (ESM). This latter mechanism replaced the previous two in 2012 and led to the creation of an international financial institution authorised to raise money in the financial markets, so that the total emergency funding capacity reached € 700 billion. These resources may, under strict conditions, be drawn on to aid countries in need and rescue banks. Countries receiving such assistance were required to accelerate budget adjustments, but these would have likely been even more painful without such aid (Bénassy-Quéré et al., 2016).

			Thirdly, the Eurosystem took on the role of lender of last resort for euro area governments. The Governing Council announced outright monetary transactions (OMTs) in the summer of 2012 and committed to buying, under certain conditions, unlimited amounts of government paper by way of these transactions, in response to the major and rapid deterioration of financing conditions in various Member States. These funding issues were not justified by the underlying macroeconomic and financial fundamentals, but they might have caused countries to crash out of the euro area and even threatened its very existence.

			A fourth decision dating from 2012 was the creation of a banking union to break the negative spiral between national banking industries and their governments. As it stands, the banking union currently has two elements in place : a single supervisory mechanism (SSM) and a single resolution mechanism (SRM). The SSM provides uniform supervision of the euro area’s largest banks and is directed at a European level. The SRM’s objective is to resolve bankruptcies of troubled banks in an orderly manner, at the lowest possible cost to taxpayers (15) and the real economy. A third essential element of the new banking union, the European Deposit Insurance Scheme (EDIS), has yet to be created. Although the rules have been harmonised and despite the arguments in favour of a joint scheme (see Wolff, 2016), risk-sharing remains a very sensitive issue. For much the same reason, the resolution fund created to help banks in trouble is not backed by a supranational fiscal safety net.

			Finally, the European Commission has proposed the establishment of a Capital Markets Union by 2019, with the general aim of bolstering the resilience of the European financial system. Integrating capital markets should encourage cross-border risk-sharing in the private sector and enhance funding and investment opportunities for both borrowers and savers.

			Taken together, these elements have steadily helped bring an end to the sovereign debt crisis from the summer of 2012, have facilitated more gradual adjustment and encouraged the economic recovery that got underway in 2013. Although the crisis has now run its course, the key question today is whether these measures taken to prevent crises and absorb future shocks are indeed adequate and sufficient.

			Despite its increased flexibility, the Stability and Growth Pact still emphasises the sustainability of public finances and remains asymmetrical : countries exceeding their objectives are allowed to, but do not have to, boost their economies, with the pressure of adjustment invariably falling on deficit countries. What is more, the pact espouses a strictly national approach, and fiscal policy for the Economic and Monetary Union as a whole is basically the sum of national policy measures. Some (for instance, De Grauwe, 2013) argue that this causes a deflationary distortion for the entire euro area.

			Many agree that the best possible macroeconomic stabilisation, both at national and aggregate level, would require common fiscal capacity. Ever closer political union and budget integration would appear to guarantee the stability and continued existence of the monetary union. However, a stronger union raises important questions about democratic legitimacy. Any significant transfer of fiscal powers to the European level remains illusory at this stage.

			2.Macroeconomic situation today

			Towards the end of 2012, the euro area embarked on an economic upturn on the back of a clear easing of the financial tensions caused by the sovereign debt crisis. GDP increased while the unemployment rate fell significantly, despite higher labour force participation. That being said, the unemployment rate has remained higher than it was before the crisis. The negative output gap has gradually narrowed and should fully close sometime in the course of 2018.

			In 2017, economic growth generally accelerated and expanded across the various countries and sectors, and was primarily driven by domestic demand. Private consumption picked up momentum on growing employment and increased net household wealth. Favourable financing conditions and improved access to credit supported capital spending, which also benefited from higher profitability. Global recovery fuelled exports and made up for the adverse effects of a stronger euro.

			At the same time, the deflation risk evaporated, and inflation gradually climbed. After touching record lows in mid-2014 in the wake of lower energy and commodities prices, inflation edged up closer to the Eurosystem target and stayed at around 1.5 %. However, underlying inflation dynamics were still weak and ultimate inflation rates of below, but close to, 2 % in the medium term remained a distant dream. Wage growth is increasing but remains subdued.
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			Persistently low inflation levels would seem to point to unused capacity as well as reflecting modest wage rises and higher intrinsic inflation persistence (ECB, 2017a). It would appear that inflation is converging to its target rate at a slower pace, as economic agents are more likely to factor in perceived inflation in their expectations. According to the September 2017 macroeconomic projections by Eurosystem staff, euro area inflation is likely to languish below target until at least the end of 2019.

			3.Eurosystem monetary policy

			The Eurosystem pursues an accommodating monetary policy aimed at maintaining highly favourable financing conditions, with key policy rates at their lower bound and a major asset purchase programme underway. The Governing Council expected “key ECB interest rates to remain at their present levels for an extended period of time, and well past the horizon of the net asset purchases”. What is more, the ECB’s main refinancing operations and longer-term refinancing operations will continue right through to the end of 2019 (and possibly beyond) in the shape of fixed rate tenders with full allotment.

			Against a backdrop of increasingly robust and generalised economic growth, and given the growing confidence in a progressive convergence of inflation towards its target, the Eurosystem’s monetary policy has been gradually adjusted over the last months.

			Since June 2017, no Governing Council press release has mentioned any possibility of lower key policy rates. What is more, in October, the Council announced that the ECB’s monthly asset purchases would be scaled back to € 30 billion from January 2018, after having been reduced from € 80 billion to € 60 billion in April 2017. The purchases were intended to continue “until the end of September 2018, or beyond, if necessary, and in any case until the Governing Council sees a sustained adjustment in the path of inflation consistent with its inflation aim”. Incidentally, the Council also reserves the right to increase the size of the asset purchase programme and/or extend it if the economic outlook takes a turn for the worse or if financial conditions do not move in the direction of a lasting inflation adjustment.
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			[See box 1]

			4.Fiscal policies : what’s the optimum ?

			4.1Conceptualising optimal public finances

			From a macroeconomic perspective, one of the objectives of fiscal policy is to help stabilise the business cycle, with the proviso that public finances remain sustainable in the long term. Both objectives – stabilisation and sustainability – will be discussed in some greater detail below, while the roles of interest expenditure and public investment are also touched upon.

			4.1.1Countercyclical fiscal policy

			Fiscal policies can help stabilise business cycles by allowing the budget balance to deteriorate, thus stimulating demand at times of slowing economic activity, and by slowing demand and improving the budget balance at times of improving economic activity.

			The best available measure of the business cycle is the output gap, i.e. the difference between actual or expected GDP and potential GDP. Estimating potential GDP – and the output gap – is hedged with a great deal of uncertainty, as is apparent from sometimes significant ex-post revisions. Note that revisions of output gap changes are more limited than revisions to output gap levels.

			Countercyclical fiscal policy mitigates the economic business cycle by pursuing restrictive fiscal policies when the output gap turns more positive – i.e. when GDP grows faster than its potential – and expansionary fiscal policies when the output gap turns more negative – i.e. when GDP growth dips below its potential.
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			Automatic stabilisers are eminently suitable instruments to help stabilise business cycles, kicking into action without requiring discretionary government intervention. Examples include tax revenues falling and unemployment benefit rising when economic activity slows. Automatic stabilisers may be complemented by discretionary countercyclical policies, which do require policy decisions, e.g. raising public consumption and investment or other spending, or cutting taxes when economic demand weakens. In the European governance framework, stabilisation through automatic stabilisers has always been accepted.

			A country’s fiscal multiplier captures the extent to which its fiscal policy is able to stabilise its business cycle. This multiplier will be higher at times of recession and if monetary policy is constrained in its pursuit of accommodating policies, as in the case of a liquidity trap, as described above. In addition, it has been demonstrated that a major negative demand shock can permanently affect economic activity, because initially cyclical unemployment can turn partly structural, for example (the hysteresis effect). This can increase the need to introduce discretionary stabilising policy at times of a steep economic slowdown.

			If it is to have a lasting effect, countercyclical fiscal policies require symmetry, meaning that buffers must be created at times of a positive output gap to fund the fiscal stimulus when the output gap turns negative.

			4.1.2Sustainable public finances

			Optimal fiscal policy also means that public finances must remain sustainable. That is to say, the government needs to remain solvent and able to meet its current debt commitments. In formal terms, it must fulfil its intertemporal budget constraint, i.e. the value of government debt must equal the present value of future primary surpluses. The sustainability of public finances is determined by past financial commitments (the present debt ratio) and expected future liabilities (including the cost of population ageing) and economic growth.

			Whereas stabilisation is a short-term objective, the sustainability of public finances is a longer-term concern. On average, then, the sustainability objective should be respected across a full business cycle, but cannot prevent public finances from temporarily deteriorating as the cycle worsens.
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			Unlike stabilisation, sustainability is not a symmetrical goal. A country will do well to consolidate if it drifts too far away from its sustainability objective, but there is no such thing as consolidating too far in terms of this objective.

			The need for fiscal consolidation may on occasion be contrary to the stabilisation objective, particularly in the event of an economic slowdown.

			For fiscal purposes, the European Commission calculates a minimum medium-term objective (minimum MTO) for each individual country, which should guarantee the sustainability of public finances if respected. This minimum MTO is expressed in terms of a target structural balance, allowing for budgetary balance fluctuations as a result of automatic stabilisers. When calculating the minimum MTO, the Commission will factor in the required budget effort to reduce a country’s debt to 60 % of GDP if its debt ratio currently exceeds 60 %, the required budgetary balance to stabilise the debt ratio at 60 % of GDP, and a pre-financing by one-third of the expected costs of ageing by 2060. The Fiscal Compact subsequently stipulates that a euro area country’s minimum MTO should not be below a structural balance of –1 % of GDP if its debt level is below 60 % of GDP or below –0.5 % of GDP if its debt level is above 60 % of GDP. Member States may always commit to a stricter MTO than the one suggested by the European Commission. Belgium’s minimum MTO, for instance, has been set at –0.5 % of GDP, but its federal government has posited a structural balance in its stability programme.

			Sustainability conditions vary greatly for the euro area countries, with some needing to massively improve their budgetary balance, e.g. Spain, France, Portugal, Italy, Slovenia and Belgium. Other countries – Germany, Luxembourg, Malta and the Netherlands – have already achieved or exceeded their MTOs and are looking at a measure of fiscal margin.

			4.1.3The role of interest expenditure

			What role does interest expenditure on government debt play relative to a fiscal policy’s macroeconomic objectives ? Is the optimum fiscal policy best defined in terms of the primary budgetary balance, ignoring interest expenditure developments and seeing interest expenditure changes as a bonus or a penalty ? Or should an optimum fiscal policy be defined in terms of the budgetary balance that takes interest expenditure into account ? Deciding the best course of action requires a closer look at the various possible factors informing interest expenditure developments.

			Developments in interest expenditure on government debt depend on developments in implicit interest rates and the debt ratio. For a given debt structure, changes in implicit interest rates break down into three components. The first is a cyclical component tied in with a country’s monetary policy, reflecting inflation targets and the business cycle, with accommodating monetary policies typically causing rates to fall. Second, a structural component reflects fundamental factors such as demographic trends and productivity growth, with lower potential growth making for lower interest rates, for example. The third component is a risk premium reflecting default risk, with a lower default risk causing rates to fall.

			Different causes of falling (or rising) interest rates justify fiscal policy easing (or tightening) from a macroeconomic perspective. Accommodating monetary policy had better not be thwarted by restrictive fiscal policy, lower potential growth necessitates productive government spending, while a lower debt ratio or lower default risk creates margins that can be used. It is appropriate, then, to define optimum fiscal policy in terms of budgetary balance (including interest expenditure). Under the current circumstances, this implies that interest income may be used and does not need to be saved up.

			4.1.4Public investment

			Public investment and other public spending can strongly boost economic activity and an economy’s production potential, and a country would be well advised to encourage such capital spending, particularly in current conditions of low interest rates and low potential growth. However, in numerous euro area countries public investment is currently at low levels, for instance in Belgium and Germany. And Ireland, Portugal and the Mediterranean countries, hit hard by the financial and economic crisis, have also made deep cuts in their public investment.
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			Public investment in as much as it expands a country’s capital stock – i.e. if it exceeds depreciation – will contribute to higher gross government debt, but not to net government debt. More productive investment does not necessarily mean that public finances become less sustainable, and any evaluation of the sustainability objective may therefore consider the level of net public investment.

			4.2Optimum fiscal policies for individual countries

			4.2.1Applying proposed rule

			Determining individual countries’ optimum fiscal policy requires an adequate indicator that serves as a point of reference for the actual or expected budgetary outcomes.

			Based on the proposed rule in box 2, individual euro area countries’ optimal fiscal policies are compared with actual or forecast budget outcomes, as the chart below does for the euro area’s six biggest economies. The optimum fiscal policy is expressed in terms of a change in the structural balance, with calculations based on output gap data as currently estimated – and therefore not on output gap projections at the time these budgets were drawn up. Exercise outcomes should be read on a year-to-year basis, and are not cumulative.

			In 2007, before the onset of the crisis, Belgium, the Netherlands and France pursued expansionary fiscal policies, whereas the proposed rule flags a need for significant consolidation efforts to ensure the sustainability of their public finances. At the time, Germany, Italy and Spain, by contrast, did stick to fiscal policies that matched their sustainability objective.

			At the time of the financial and economic crisis (2008-10) there was actually scope for discretionary expansionary fiscal policies, but Belgium, France, the Netherlands and Spain allowed their budgetary balances to deteriorate further than the rule proposed. By contrast, Italy made only limited use of discretionary stimuli.

			In the 2012-13 period, Germany, the Netherlands, Italy and Spain pursued very restrictive fiscal policies, whereas a deteriorating business cycle justified neutral to expansionary policies. It is worth noting here, with the benefit of hindsight, that the business cycle in Italy and Spain deteriorated much more sharply than was forecast when their budgets were drawn up. After all, if these countries had used the output gap projections at the time, the proposed rule would have advised restrictive fiscal policies for Spain and Italy.
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			Looking at 2017-18, Belgium, France, Italy and Spain should be pursuing much more of a consolidation effort than is expected to emerge on the basis of the European Commission’s most recent outlook (2017 autumn projections), given the current uptick in the business cycle combined with a sustainability problem.

			4.2.2European budgetary framework recommendations compared with proposed rule

			An interesting exercise is to compare 2017 and 2018 recommendations flowing from our proposed rule with country-specific recommendations emerging from the European budgetary framework.

			In terms of their levels, recommendations for France and Belgium broadly fall in line with the proposed rule’s. However, the rule points to a more significant consolidation for Spain and Italy, as the output gap in both countries is closing rapidly and they are also facing significant sustainability issues. All things considered, European budgetary framework recommendations make a lot of sense right now and should be observed.

			Germany and the Netherlands have no sustainability problems and the Commission has not issued any recommendations for these countries. The proposed fiscal rule suggests that a slightly restrictive fiscal policy is the way to go for the Netherlands in 2017 and 2018, and for Germany in 2018, simply because their economic activity has been on the way up. After all, according to the fiscal rule, neither country is asked to use their margins towards the sustainability objective.

			Although the recommendations under the Stability and Growth Pact currently make sense, there are key differences with the proposed rule for optimum fiscal policy. In terms of the optimum level of the budgetary balance, the rule also allows discretionary stabilisation on top of the automatic stabilisers ; the proposed rule is more relaxed in times of worsening business cycles and stricter when cycles are on the up. If a structural balance drops to below the optimum level, the SGP only permits no improvement in the structural balance in very exceptional circumstances, i.e. when the output gap falls below –4 % of GDP or when growth turns negative. In all other circumstances, countries are obliged to improve their structural balances or at least stay on an even keel. By contrast, the proposed rule does permit a deteriorating structural balance when business cycles turn down, even in the case of a sustainability problem. That said, any improvement in the business cycle would impose a larger structural balance improvement on countries.
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			4.3Optimum fiscal policy for the euro area as a whole

			4.3.1Fiscal policy stance

			Calculating the fiscal position of the euro area as a whole is a purely mechanical exercise, aggregating Member States’ fiscal positions and not determining it directly. So, fiscal policy at euro area level is the result of discretionary policies at national level. The euro area fiscal position is shown here in the shape of the structural balance, as released by the European Commission.

			Fiscal policy for the euro area as a whole between 2010 and 2018 can be broken down into a number of sub-periods. In the period 2008-2010, the financial crisis and its subsequent economic recession caused steep deficits and rising debts in the wake of the countercyclical policies of the time, severely damaging the state of the euro area’s public finances. From 2011, the euro area countries started to reduce their deficits to improve the sustainability of public finances. The procyclical fiscal approach at the time of the 2012-13 double dip was informed by an updated and tightened Stability and Growth Pact. With the benefit of hindsight, this period’s fiscal policy may be judged to have been too restrictive, with the fiscal consolidation carried out too soon, partly as a result of pressure from financial markets on some countries. The fiscal position of the euro area as a whole was largely neutral from 2014, in line with the cyclical state of affairs. Recent economic data is encouraging, revealing strengthening growth and a closing output gap. This strongly improved business situation would suggest a rather more restrictive fiscal policy.

			In the past year, key international institutions made recommendations on optimum fiscal policy for the euro area as a whole in 2017 and 2018 (16). For 2017, the Ecofin Council and the IMF counselled the euro area as a whole to steer a neutral policy course, taking into account cyclical considerations and the sustainability of public finances in the long term. Note, however, that as late as an end-2016 publication, the European Commission still espoused an expansionary fiscal policy (17). For 2018, first-half publications by the European Commission, the European Fiscal Council and the IMF continued to argue for a largely neutral fiscal policy. In a speech at the end of September, the director of the IMF’s European Department, Poul Thomsen, noted that the advice had been changed to a gradually restrictive policy : “With growth recovering quite strongly and output gaps narrowing fast, now is the time to rebuild fiscal space and place public debt on a firm downward trajectory. Gradual fiscal consolidation would help ensure that, when the next adverse shock hits, the euro zone is on a stronger footing and has the necessary buffers (18).”
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			This recap shows that the past year has seen the views of international institutions evolve on the issue of the appropriate fiscal policy, from a rather expansionary to a largely neutral fiscal policy, and more recently to a gradually restrictive one. The shift is attributable to an improved economic situation and outlook, allowing the output gap to close in 2018 and even become slightly positive. The recommendation to gradually adopt restrictive policies matches the findings set out previously.

			4.3.2Optimum fiscal policy for the euro area in current conditions

			The optimum fiscal policy for the euro area as a whole does not necessarily equal the sum of optimum fiscal policies for the individual countries, for a number of reasons. For one thing, only cyclical considerations come into play at the euro area level, not the sustainability of public finances, as the euro area itself does not have any public debt. Besides, the fiscal policy impact differs : fiscal multipliers, which reflect the impact of a budgetary stimulus on economic activity, are typically higher for the euro area as a whole than for individual countries, as a budgetary stimulus in the relatively more open individual economies in part “leaches away” in the shape of spillovers. This essentially means that, at the level of the euro area, achieving the stabilisation objective requires a relatively smaller effort than the sum of the individual countries’ required efforts – from a stabilisation perspective, that is.

			Having weighed up all these considerations, we propose calculating the optimum fiscal policy for the euro area as a whole by three pathways :

			1. A GDP-weighted sum of the optimum change in the structural balance of the individual euro area countries, based on the proposed fiscal rule factoring in both stabilisation and sustainability objectives. The outcome reflects the overall state of play at euro area level if all individual countries pursued their optimum fiscal policies. For the euro area as a whole, this fiscal rule notes a structural balance improvement of 0.5-0.6 % of GDP.

			2. A variation of the previous sum total, in which individual countries enjoying fiscal margins – under the proposed rule and in terms of their sustainability objective – (partially) avail themselves of these margins, implying a symmetrical application of the individual countries’ sustainability objective. If countries without sustainability problems, such as Germany and the Netherlands, actually used their fiscal margins, the sum for the euro area as a whole would be lower by around 0.2 percentage points of GDP.

			3. A third pathway is calculated as the GDP-weighted sum of the optimum change in the euro area countries’ structural balance, taking into account the stabilisation objective only (and ignoring the sustainability objective). This throws up a slightly restrictive fiscal policy for the euro area as a whole, as explained by an improving business cycle. The recommended improvement in the structural balance is slightly lower than in the second pathway.
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			All three sets of calculations arrive at an optimum fiscal policy which is restrictive for the euro area as a whole in both 2017 and 2018, but differ in the extent to which the structural balance should improve. This illustrates our earlier assertion of a difference between an optimum fiscal policy for the euro area as a whole (pathway 3 – pure stabilisation objective) and the sum of the optimum fiscal policies for the individual countries (pathway 1 – proposed fiscal rule). The Five Presidents’ Report envisaged a European stabilisation mechanism to help bolster this central level to bridge these differences. This suggestion is discussed in section 6 of this article.

			Finally, it is worth pointing out that our findings for the optimum fiscal policy in the euro area as a whole in 2017 and 2018 – which should be restrictive, on our calculations – differ from policies as currently in place, which are still slightly expansionary.

			5.Germany : the engine powering the euro area ?

			Section 4 has shown that, if Germany used its budgetary margin, fiscal policy would be less restrictive in the euro area as a whole. There have been frequent calls for a more stimulating fiscal policy in Germany. In this context, over the past few years, Germany’s current account surplus has claimed centre stage in the debate over euro area economic policies and rebalancing. It was assumed that, by winding down its surplus by investing more, Germany would support activity in the other euro area countries, particularly those facing a demand shortfall – countries that had yet to close the output gap – that did not have any scope for more supportive fiscal policies.

			Under the EU’s macroeconomic imbalance procedure (MIP), Germany has been considered a Member State displaying macroeconomic imbalances since 2014, in view of its significant and persistent current account surplus. In its July 2017 country-specific recommendations, the EU Council stated that Germany’s persistently high current account surplus is relevant beyond its own borders and that addressing the issue may influence the rebalancing perspectives of the rest of the euro area and the European Union because more dynamic domestic demand in Germany may help ease the deleveraging needs in heavily-indebted Member States.

			5.1Germany’s high and persistent current account surplus reflects German economy’s savings surplus

			There is no doubt : Germany has a very high current account surplus. In 2016, the surplus nudged 8.5 % of GDP, well in excess of the MIP-defined critical threshold of 6 % of GDP and the highest level currently recorded in the major advanced economies. Over the past few years, this increase has mostly been fed by a growing trade surplus (goods) – which stood at 8.7 % of GDP in 2016 – mostly with countries outside the euro area. There has been a shift in the geographic breakdown of Germany’s trade surplus from euro area countries to countries outside the euro area. Germany likewise booked a revenue surplus, and IMF (2017d) calculations put the implicit return on Germany’s foreign assets at about 0.5 of a percentage point ahead of that on its foreign liabilities.

			In addition to its competitive export-oriented manufacturing industry, Germany’s external surplus also reflects the economy’s significant domestic savings surplus. In the past couple of years, households and firms have been recording a net lending surplus, while the government’s borrowing requirement was cleared in the aftermath of the financial crisis.
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			Households’ financing surplus is the biggest component in Germany’s savings surplus. It has shrunk slightly since 2010, as private consumption and spending on residential buildings has picked up. German households’ savings ratio is high (one of the highest among OECD countries) and reflects demographic factors. Concerns over the population’s ageing, which is happening more rapidly in Germany than in most other major economies, persuaded German households to save to keep their standard of living in retirement. The uptick in the savings ratio after the turn of the century coincided with a time in which major reforms of the country’s public pension system were decided and in which average pension replacement rates fell. Moreover, additional private pension schemes had become more attractive for tax purposes with the so-called Riester scheme starting up in 2002.

			Furthermore, non-financial corporations have been recording a steep upturn in their funding surplus after 2000, which may well be down to a confluence of country-specific factors. Wage restraint and labour market reforms (Hartz) tempered wage bills, and Germany’s corporations would not appear to be committing all of these extra funds to raising their domestic capital stock but to have also put some of that money towards reducing their reliance on external funding. As a result, German corporations, which had already boasted low debt ratios compared with the rest of the euro area, have reduced their debt further still.

			Germany’s current account surplus in general and the savings surplus of its non-financial corporations in particular are also linked to direct foreign investment by German corporations in the shape of offshoring (parts of) their production to Eastern Europe and other emerging countries. Adding to Germany’s competitiveness, this move has productivity-enhancing effects, especially by substituting domestic manufactured goods with cheaper intermediate imports, while the threat of relocation abroad may well have reined in wage trends in export-oriented manufacturing.

			Germany’s integration in global value chains is increasingly considered a fundamental feature of the German economy, and the country’s stock of gross foreign direct investment (FDI) has advanced fairly rapidly. Within the euro area, a large proportion of its FDI has ended up in Luxembourg and increasingly also in the Netherlands, as well as in Belgium, France, Austria, Italy and Spain, while German FDI was limited in Greece and Portugal. Outside the euro area, the United Kingdom, Switzerland and Eastern European nations such as Poland, the Czech Republic and Hungary are important host countries. Expressed as a percentage of the host countries’ GDP, Germany’s FDI presence is strongest in most of its neighbouring countries in the euro area (Luxembourg, the Netherlands, Austria and Belgium) and in Eastern Europe (Hungary, Czech Republic, Slovakia and Poland). In relation to the size of these economies, its presence is less important in France, Italy and the euro area countries hardest hit by the crisis (Spain, Portugal, Greece). The country’s strong representation in its Eastern European neighbours reflects its expansion into the global value chains in those countries.

			Research has shown that FDI typically complements domestic investment : FDI is reported to have positive effects on domestic investment activity. However, in the case of Germany findings are mixed and there is some evidence that German FDI serves as a substitute for domestic investment in the long term (Herzer D. and M. Schrooten, 2007). The proximity of lower-wage countries in Central and Eastern Europe is reported to have played an important role in this.

			5.2Is investment too low in Germany ?

			Aside from the export-oriented manufacturing industry, a reduced public sector borrowing requirement, high household savings ratios and corporate Germany’s competitiveness, the country’s current account surplus – reflected in its economy’s savings surplus – is often also ascribed to (domestic) investment spending, which is considered to be merely moderate.
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			When we break down this investment spending by sector (households, corporations and government), we find that German household spending on residential property as a percentage of GDP has been higher on average than in the other euro area countries in the past few years. Granted, the German construction industry languished in the doldrums for years (until about 2009), having overheated after German unification, but since then investment in residential buildings has really taken off. Some sources (Dahl J. and M. Góralczyk, 2017) claim there is still a shortage of housing and housebuilding is expected to stay robust.

			Germany’s business investment ratio, by contrast, still lags a little behind the rest of the euro area. That said, it is worth remembering that – as noted above – FDI by German corporations may to some extent prove a substitute for domestic investment in the long term. German non-financial corporations using a proportion of their resources to strengthen their positions in global value chains could consequently partly explain their lacklustre domestic investment activity shown up by certain measures.

			Finally, Germany’s public investment ratio turns out to fall short of government investment in other euro area countries. Coupled with the finding that post-crisis investment picked up rather slowly in the German sector for other buildings and structures (including infrastructure), this tallies with the conclusions of the in-depth review (IDR) by the European Commission in its 2017 MIP that investment in transport, energy and telecoms infrastructure has run into delays and that recent efforts to facilitate and encourage public investment have so far had limited effects. In addition, the perceived quality of German railways, waterways and aviation infrastructure would also seem to have suffered.

			Some sources suggest that Germany’s subdued public investment is due not so much to a lack of political will or funding, but that other detracting factors come into play, such as capacity shortages and the complexity of procedures, rules governing major infrastructure works and financial relations in the public sector (19). Country-specific conditions also hamper international comparisons. German authorities have argued that German public investment is underestimated, as the statistical perimeter for Germany’s public sector is different from that in other countries. Factoring in investment projects currently funded by the government as well as public procurement and measures taken to address capacity issues, public investment may be expected to rise in the years ahead.

			All told, a range of fundamental factors may have conspired to create Germany’s considerable balance of payments surplus, but international institutions such as the IMF and the European Commission reckon that these factors are not enough to fully explain the current account surplus – a not insignificant proportion remains unexplained. This unexplained component is likely due to other country-specific factors, such as Germany’s integration in global value chains, which encourages the competitiveness of the German economy (20), but is hard to capture in the usual economic models. Research suggests that Germany using its available fiscal policy margin would only have a modest impact in getting its current account surplus down (21).

			5.3Who benefits from budgetary stimulus in Germany ?

			In the debate about a possible role for greater German investment dynamics in economically reviving and rebalancing the euro area, the question arises as to what the extent and geographical breakdown would be of such a policy’s impact on the other euro area countries.

			Recent years have seen a growing interest in the spillover effects of budgetary policies, after the crisis, its subsequent recovery programmes and budgetary consolidation had demonstrated their importance. However, the outcomes of economic research into this phenomenon vary greatly (22), depending on the type of transmission mechanism studied (trade, financial markets, confidence effects), the characteristics of the countries facing budgetary shocks, the monetary policy response (and its effects on the exchange rate), the fiscal policy breakdown (higher multiplier deriving from public investment than from tax cuts), possible changes in multipliers across the cycle (higher for strongly negative output gap), separate or coordinated shock, how the shock is funded, budgetary stimulus coupled with austerity in the medium term, fixed or floating exchange rates – the list goes on.

			For the euro area, too, research has produced a variety of outcomes. The importance of the monetary policy response is often highlighted : the effects recorded under unchanged monetary policy that has reached the zero lower bound (ZLB) for key policy rates drop off sharply (or even turn negative) if monetary policy responds to higher growth and inflation.

			A number of studies have pointed up the unequal distribution of spillover effects across the different euro area countries, with the differences typically explained by the intensity of trade links. Researchers often conclude that the bulk of the effect of additional public investment in Germany may be expected to be felt in its neighbouring countries – and particularly the small and medium-sized ones – while its impact should be muted on countries further afield and not directly on Germany’s borders (23).
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			By extension, important information can be gleaned from an overview of added value derived from trading partners and incorporated in German investment, shedding light on the potential geographical distribution of direct trading effects of an expansion in investment spending in Germany. Data are available in the OECD’s trade in value-added indicators. The value added content generated by the respective trading partners is expressed in proportion to their total value added.

			As the chart reveals, the direct trading effects of investment in Germany on its European trading partners’ economic activity would indeed be highest for a number of small to medium-sized countries in the proximity of Germany, both inside and outside the euro area, specifically the Czech Republic, Austria, Luxembourg, Switzerland and Hungary. Broadly speaking, value added creation in German investment would appear relatively important to those countries with which Germany has forged global value chains. The impact looks smaller on euro area countries whose economic activity might benefit most from additional support.

			All-in all, a German budgetary expansion would not currently appear appropriate in terms of the business cycle. In fact, an expansionary fiscal policy would contribute relatively little to a reduction in the country’s current account surplus. Even so, focused public investment in infrastructure might still be favourable for potential growth in Germany.

			6.Does the European policy framework require adjusting ?

			6.1A more active role for fiscal policy in the policy mix

			The foundations of the European budgetary framework were laid with the Maastricht Treaty and the Stability and Growth Pact (SGP), which implements the requirements of the Treaty regarding budgetary surveillance. The budgetary framework supports and coordinates Member States’ fiscal policies. As noted in section 1 of this article, the framework chiefly focuses on the sustainability of public finances and assigns only a limited role to fiscal policy in stabilising the business cycle through the operation of automatic stabilisers. The framework breaks down into a preventive arm, which aims to prevent unsustainable budgetary situations, and a corrective arm, which imposes corrective measures for Member States struggling with major problems in their public finances (24).

			The current set-up begs the question of how fiscal policy could play a more active role in the policy mix, in particular at times of deep recession and monetary policy limitations. A number of adjustments have already been made, while others have been proposed.

			A first such adjustment to have euro area countries’ fiscal policies take greater account of cyclical factors came at the beginning of 2015, when a new matrix was launched to determine required structural balance improvements in the SGP’s preventive arm. When identifying improvement requirements, the new matrix now does (more) factor in economic conditions, with a greater effort imposed in favourable business cycles than when economic times are bad. Another adjustment already in place was the creation of the European Fiscal Board and its role. Set up in October 2015, the Board is to ensure improved compliance with fiscal rules and a more robust coordination of national fiscal policies. In this latter capacity, the European Fiscal Board has been tasked with assessing the appropriate fiscal policy course, at both national level and in the euro area. In October 2016, the European Commission appointed its chair and four members, and the Council released its first report on 20 June 2017, which chiefly consisted of an assessment of appropriate future fiscal policy for the euro area.

			One further adjustment of SGP rules might be to change the approach to public investment and encourage a more favourable treatment of such expenditure. The current framework already has some clauses stimulating public investment, but any SGP reforms should be the right time to urge a change to considering depreciation on investment instead of gross investment expenditure when determining the budgetary balance in the preventive arm. Such a shift would imply that the government’s overall balance is adjusted for net investment, and in this way, an investment boost would not be hindered (25). In the current environment, this would appear an obvious way to stimulate public investment – low in quite a few countries. The basic rules of the European budgetary framework, such as the deficit limit of 3 % of GDP and the debt rule included in the corrective arm of the SGP, would not be changed, however. In this way, the budgetary responsibility and the sustainability of public finances in the long term would still be guaranteed. It would also seem advisable to seriously consider the creation of a European stabilisation mechanism, in keeping with the proposals in the Five Presidents’ Report.

			6.2Is there a need for a European stabilisation mechanism ?

			In view of past shocks, it appears essential that the euro area would now have access to adequately robust instruments to absorb such shocks and enhance its resilience without endangering the sustainability of public finances. Even already resilient economies boasting sufficiently flexible labour markets and healthy public finances have no guarantees that all risks could be eliminated and that all shocks could be smoothly reduced. Some economic shocks may simply cut too deep to be handled solely on the interface of national automatic stabilisers and a centralised monetary policy.

			A European stabilisation mechanism (26) might be considered to complement the stabilising role of national budgets and monetary policy, especially insofar as the Stability and Growth Pact is focused on the objective of sustainability, as markets may sometimes behave irrationally and given the dilemma of implementing at a national level an adequate fiscal policy set up for the broader euro area. Such a mechanism might be defined as a policy aiming at smoothing national economic cycles by means of “automatic” and “certain” – that is, known beforehand – transfers between Member States, which would also improve the countercyclical fiscal stance of the euro area.

			Quite a bit of thinking has already gone into the creation of such a mechanism, envisaging common insurance mechanisms, or even resources funded by Member States’ contributions. Such funds would factor in where countries are in their economic cycles and would be set up in such a way that transfers are automatically activated at times of recession. A vital precondition for any such mechanism would be that it does not fuel moral hazard or create permanent transfers, does not throw up any obstacles to necessary adjustments and does not prevent structural measures meant to address the deeper causes of the macroeconomic imbalances that still exist in some countries.

			Overall, three options come on the fore (27) :

			a) A European Investment Protection Scheme could kick in during an economic downturn – as evidenced by a negative output gap – by providing support for specific investment priorities already planned up front, such as infrastructure development, investment in education and skills, or in specific types of public investment (frequently the first item in national budgets to be cut).

			b) A European Unemployment Reinsurance Scheme, which, unlike funds using the output gap as reference variable, would be based on unemployment levels (immediately observable). Given widely different national labour market institutions and initial unemployment levels, these mechanisms would have to complement national unemployment benefits.

			c) A “rainy day fund” could collect regular contributions, with disbursements made on a discretionary basis in the event of shocks. Such payments would nevertheless stay limited to the accumulated contributions. The fund’s capacity might therefore be too small in case of a major shock.

			Conclusions

			A key lesson from the financial and economic crisis is that the various policy instruments – and particularly monetary and fiscal policies – should be complementary to achieve the desired results. An active fiscal policy, for one, might prove useful in the event of a very deep recession or when monetary policy runs into limitations.

			These observations have led us to investigate what would be an optimum fiscal policy. Clearly, fiscal policies pursued in some euro area countries and in the euro area as a whole in the 2012-13 crisis were too restrictive. In the period after that and to date, the euro area as a whole has been on a more neutral policy course, which has proven appropriate. It would appear, though, that most euro area countries should pursue rather more restrictive fiscal policies in 2018, as economic activity gains momentum, output gaps are closing and the sustainability of public finances needs to be guaranteed.

			Germany enjoys some fiscal margin, but a budgetary expansion would not currently appear desirable for business cycle reasons and its impact on euro area countries where economic activity would benefit the most from additional support would be small anyway. By contrast, focused public investment in infrastructure, would be a sensible way to bolster growth potential.

			Lastly, a European stabilisation mechanism should be considered under certain circumstances to make sure that optimum fiscal policy in the euro area as a whole, where only the stabilisation function comes into play, matches optimum policies in the individual countries.
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			Box 1  –  What monetary policy to pursue in a low interest rate environment with low inflation ? (1)

			An environment marked by low interest rates and subdued inflation is a threat to financial stability, as it encourages risk-taking. Worse, it increases the chances of conventional monetary policy reaching its limits in the event of a negative shock. This is particularly the case when real equilibrium rates undergo a secular fall, reflecting lower productivity growth, higher savings, greater inequality and population ageing.

			This begs the question as to what monetary policy adjustments are possible or even desirable to help overcome policy constraints and maintain its qualities as a stabilising force.

			–One possibility in such an environment is to make more frequent use of certain non-conventional monetary policy instruments. Asset purchases, for instance, might help to improve monetary policy signals and to more carefully regulate the yield curve along targeted maturities. But asset purchases come with risks to financial stability. Most likely, forward guidance will be used more frequently in the future.

			Generally speaking, central banks could afford to run bigger balance sheets than they have in the past, to provide banks with more lending flexibility and still maintain an extensive range of safe and liquid assets. Irrespective of excess liquidity, they should still be able to steer money market rates by adjusting interest payments on deposits – or by using other liquidity-absorbing instruments when key rates are raised.

			–A highly contentious option is for a central bank to raise its inflation target, from 2 % to 4 % for instance (Blanchard, 2010). Such an increase would give the monetary authorities more room for manoeuvre to push down real interest rates in the event of a negative shock, but would at the same time erode central banks’ hard-won credibility. This approach also threatens to lead to socially excessive inflation rates in normal times.

			–One final policy option would be to move from a strategy of inflation targeting to price level targeting or even nominal GDP targeting. If pursuing the former, monetary authorities would be obliged to catch up at times of too low inflation by allowing the target to be exceeded in compensation, in order to guarantee an average actual inflation trend of 2 %. If credible, this strategy should, in theory at least, securely anchor inflation expectations. Much like raising inflation targets, however, this strategy would also jeopardise central bank credibility. More specifically, if inflation were to grow faster than its target, would the central bank permit lower inflation and run the danger of tipping the economy into a deflation trap ? A strategy of pursuing a GDP growth objective looks very tough to actually be put into practice, also because of the inevitable time lag before national accounts data become available, not to mention the numerous revisions of such data.

			 

			
				
					(1)	For more information, see De Backer and Wauters (2017).
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			Box 2 – Optimal fiscal policy rule

			Based on the concept of an optimal fiscal policy from a macroeconomic perspective, we can postulate a rule for optimum fiscal policy, pulling together both stabilisation and sustainability objectives – which do not result in unanimous budget advice in all circumstances. For reasons set out above, this rule is defined in terms of the budgetary balance, which includes interest expenditure.

			In terms of the sustainability objective, our rule postulates that the budgetary balance should at least be at a sustainable level (SUST) when the business cycle is neutral. This equals the outcome of the basic formula the European Commission uses to calculate a country’s minimum MTO, but without any limits and rounding subsequently applied by the Commission (1). For Belgium, this sustainability level works out at a budget deficit of 0.4 % of GDP. This level should basically be maintained across a full business cycle.

			To stabilise the business cycle, the rule indicates that the budgetary balance may fluctuate around its sustainable level as a function of the output gap (OG). A negative output gap requires a lower and a positive output gap a higher balance. The degree of stabilisation is expressed by stabilisation parameter α. The value of α depends on the degree to which discretionary stabilisation is imposed in addition to automatic stabilisation, and therefore equals the sum of the automatic stabilisation parameter σ and discretionary stabilisation parameter δ. The value of σ typically varies by country, taking account of the semi-elasticity of the budget balance with respect to the output gap, as calculated by the EC. To some extent, the choice of the level of stabilisation parameter α is arbitrary, and in the proposed rule it is put at one. The value of α is the same for all euro area countries, which implies that countries with relatively major automatic stabilisation (such as Belgium with σ at 0.61) require less discretionary stabilisation than those with less automatic stabilisation.

			In sum, the optimum budgetary balance equals the total of the sustainability level plus the product of stabilisation parameter α and the output gap. The rule may be expressed in terms of nominal budgetary balance (BB) and structural balance (SB). As the structural balance neutralises the impact of the business cycle through automatic stabilisers, the stabilisation parameter for it reduces to the parameter for discretionary stabilisation (δ=α-σ) :

			
				
					[image: ]
				

			

			If the budgetary balance dips below the optimum balance, a sustainability problem arises. In this case the budgetary balance will need to change towards the optimum level, factoring in the change in the output gap which the optimum level is tied in with :
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			The speed of the return to the optimum level is an arbitrary choice. But the rule here posited proposes narrowing the differential between actual and optimum budgetary balance by one-quarter every year, or by 0.5 % of GDP if this one-quarter is below 0.5 % of GDP, until such time as the optimum level is achieved.

			When the budgetary balance exceeds the optimum level, no sustainability problem exists. The proposed optimum budget rule does not prescribe a return to the optimum budgetary balance in such a case ; only changes in the business cycle need factoring in :

			Countries that enjoy a fiscal margin on their sustainability objective are thus not encouraged to use it up : after all, the stabilisation objective is symmetrical, the sustainability objective is not.

			
				
					[image: ]
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			The chart shows the proposed rule for an optimum fiscal policy in the event of a negative output gap and is expressed in terms of the structural balance. The structural balance’s optimum level goes down as the business cycle deteriorates and moves back up when economic activity revives. At times when the output gap is closed (in years 2 and 6 in the chart) the optimum structural balance typically equals the sustainable level (SUST), pegged at –0.5 % of GDP in the graph.

			If the structural balance dips below the optimum level and the business cycle deteriorates (point bottom left), the stabilisation objective prescribes the adoption of a discretionary expansionary policy (green arrow) whereas the sustainability objective points to a discretionary restrictive policy (red arrow). Recommended policy is the sum of both and is either expansionary or restrictive depending on the extent of the consolidation problem. If the structural balance is below the optimum level and economic activity is on the up (point bottom right), both stabilisation and sustainability objectives prescribe a restrictive policy. Here too, recommended policy is the sum of both. If the structural balance is above optimum level (points above the blue line) there is no sustainability problem and only the stabilisation objective applies (see green arrows).

			Finally, it is worth noting that the proposed fiscal rule is predicated on a number of key principles underpinning optimum fiscal policy, which have been translated into a simple formula. To some extent the choice of the values of the parameters and variables is arbitrary within these formulas, and might possibly be refined. Stabilisation parameter α, for one, could itself serve as a function of the output gap to allow for the increased effectiveness of stabilisation policies when economies slump. Sustainability level SUST could be adjusted in proportion to a country’s net public investment level, given its minor effect on sustainability. In terms of the business cycle measure, i.e. the output gap, the – frequently significant – ex-post revisions are a major issue. However, our rule-based fiscal recommendations primarily rely on changes in the output gap, which are less subject to revision.

			 

			
				
					(1)	Meaning that we only consider MTO 3 – which factors in the required fiscal effort to reduce a country’s debt to 60% of GDP, the fiscal balance needed to stabilise the debt ratio at 60% of GDP and a pre-financing of one-third of the expected costs of ageing by 2060 – and not MTO 1, which incorporates a safety margin relative to the 3% deficit limit, nor MTO 2, which imposes an absolute minimum of -0.5% and -1% of GDP respectively when the debt is lower or higher than 60% of GDP.
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			Up or out ? Portrait of young high-growth firms in Belgium
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			Introduction

			In a context of limited growth potential, it is important to understand the factors that encourage or encumber the rapid expansion of young enterprises, and in particular those that facilitate the emergence of what is referred to in the literature as “gazelles”, or young firms that post high growth rates during their first years of existence. These gazelles are in fact often frontrunners in using new technologies and/or putting new business models in place and their performance makes a significant contribution to job creation. Helping young businesses to flourish can also have positive spillover effects for the Belgian economy as a whole. This article analyses the characteristics of young firms’ development in Belgium (up to their fifth year of activity). To this end, different sources of microeconomic data are used.

			The article is divided into four main parts. The first one reviews some of the literature devoted to growth of young businesses and compares the situation in Belgium with that in other European countries on the basis of the figures available. The second part gives a definition of a young high-growth firm for the purposes of this article and sets out the method used. The third part maps young businesses that record rapid growth, inter alia by looking at their geographic location and by breaking them down by branch of activity. The fourth part outlines several notable features of these enterprises, especially as regards their national and international trade relations, as well as their structure in terms of employment. The article is wrapped up with the main conclusions and a series of policy recommendations.

			1.Literature review

			1.1Small and young high-growth enterprises

			According to Gibrat (1931), the (employment) growth of a firm is a random, unpredictable phenomenon, and therefore not related to its initial size (or its age). If this is the case, it makes little sense to attempt to determine the characteristics of high-growth firms. Nevertheless, several later research papers suggest that this “Gibrat’s law” does not apply to small and/or young enterprises.

			The first empirical analyses carried out by Birch (1979 and 1981) pointed up the more than proportional role that small firms play in job creation in the United States (in other words, it is not the large well-established firms that are the main source of new jobs). Since then, analyses concentrating on the growth dynamics of firms have been widened to other countries and characteristics. For instance, Haltiwanger et al. (2013) underlined that it is young firms in particular that contribute a great deal to net job creation : the inverse relationship between size and net employment growth is attributable to the fact that these young firms generally tend to be small. When they survive, their growth rates exceed those of well-established firms. Their probability of exit is also higher, just as the resultant job destruction rate is proportionally higher and effectively means that these young businesses have to grow in order to survive (up or out).

			International analyses carried out by various authors show that the demographic features of high-growth firms are related to their age, their size, or even the branch in which they operate. Despite the wide range of definitions of a high-growth firm, research work aimed at characterising them converges on four points : they refer to a small number of firms ; they were at the origin of most job creation in developed countries ; they tend to be young and are not over-represented in the technology branches, as might have been expected, but can actually be found across all branches of the economy (Coad and Moreno, 2015). In fact, whatever definition is selected to describe the sub-population of high-growth firms, it tends to be the knowledge-intensive firms that are over-represented in it in comparison to those with high technology content, suggesting in itself that it is mainly the level of human capital that matters in the emergence of these enterprises (Daunfeldt, Elert and Johansson, 2015). Analyses covering several different periods have also pointed up the difficulty for these firms to keep up this high rate of growth in the long run (Daunfeldt and Halvarsson, 2014). All this makes the introduction of targeted economic support policies rather delicate, given the difficulty of identifying ex ante a high-growth enterprise, the phenomenon itself being highly uncertain by its very nature (Hölzl, 2016).

			1.2Situation in Belgium

			There is no one definition of a young high-growth firm or gazelle. At international level, however, wide use is made of the definition established by Eurostat and the OECD (OECD, 2007), referring to an enterprise up to five years old with ten or more employees at the beginning of the observation period and posting an average annualised growth in terms of employment or turnover greater than 20 % per annum over a period of three years. Additionally and based on the same criteria, a young moderate-growth firm is an enterprise which has an average annualised growth rate of between 10 and 20 %.

			It is worth noting that employment and turnover do not necessarily move in the same proportions and simply may reflect different growth profiles, as the increase in business activity can be accompanied by productivity gains. For example, a rise in sales may precede a more or less proportional recovery in employment, or a firm with rapidly expanding turnover can adopt innovations (whether they are technical, managerial or organisational) that reduce the job content of the expansion of its activity (Davidsson et al., 2005).

			In 2014, high-growth firms (measured on the basis of employment and with no age limit) in Belgium accounted for 8 % of all companies employing more than ten employees (compared with 9.2 % for the EU as a whole) and 0.4 % of the total population of firms (Mignon, 2017). Just under one-third of these firms are young businesses. So, high growth is not solely the preserve of young firms.

			Besides, high growth does not always reflect internal growth, but may also result from merger or acquisition operations. A study by the Federal Planning Bureau (Dumont et al., 2017) revealed that, during the period running from 2002 to 2014, on average 4.7 % of all high-growth firms in Belgium had been involved in a merger or acquisition in the three years preceding the observation year. And among these, 0.23 % concerned young high-growth firms as targets and 0.25 % as young ‘‘acquiring” firms. Young high-growth firms’ expansion through acquisition therefore concerns only a very low percentage of the population of young enterprises.

			1.3International prospects

			The in-depth comparative study of entrepreneurial dynamics in different countries that the OECD has carried out (Criscuolo et al., 2014) confirms that it is not so much small enterprises as young firms (less than five years old) that are more than proportionally involved in the dynamics of employment growth. In this respect, young firms make their contribution, on the one hand, by creating jobs when they enter the market and by destroying jobs in the event of failure (extensive margin), and, on the other hand, through the process of job creation/destruction in companies in the normal course of business (intensive margin). The net sum of these flows is positive for companies less than five years old. The OECD analysis (Criscuolo et al., 2014 and Calvino et al., 2015), covering a sample of 18 countries, suggest that young firms are net job creators (they take up on average 17 % of jobs but account for 41 % of all jobs created). During the economic and financial crisis, new enterprises were more badly hit than well established companies. Between 2002 and 2011, their share in total employment fell back from 1.8 to 1.2 %. This vulnerability is important, given that young enterprises are behind net job creation, just as they support productivity growth and are involved in the diffusion of innovation throughout the economic fabric (Dumont and Kegels, 2016).

			Calvino et al. (2015) have estimated the contribution of young enterprises to net job creation by contrasting total employment in firms still surviving after the third year of existence with the initial total employment figure. This contribution varies a lot from one country to another, rising from 5.1 % in Sweden to 1.3 % in Belgium, where this rate is lowest. It can be broken down into four elements :

			–the business start-up ratio (defined as the ratio between the number of firms created and total initial employment) : this ratio reflects the relative importance of entrepreneurship within the economy ;

			–the average size of the company at the time of start-up (equal to the average number of employees in newly created firms) ;

			–the survival rate of new entrants beyond three years (defined as the ratio of the number of firms surviving more than three years to the total number of firms created) ; (2)

			–and the post-start-up employment growth rate (equal to the ratio between employment after three years and initial employment in the surviving young enterprises), which is associated with the company’s growth potential and performance.

			The entrepreneurial dynamics of young firms turn out to be very different between individual countries, and the four components interact in diverse ways. The company start-up ratio and the average size at start-up diverge hugely between countries, and they often offset each other. For example, the business start-up rate is high in Spain, while average size there is small ; and in Austria, the opposite is true.

			On the other hand, survival rates and growth rates are more similar between countries. It is during the first few years of activity that the selection is made and when job creations seem to be greatest. The average probability of leaving the market reaches a peak between the third and fourth year of existence. The vast majority of surviving companies do not grow, but the young ones that do survive are responsible for more than proportionate job creation.

			Belgium records particularly vigorous post-start-up growth, but this is not enough to compensate for the very low start-up rate. This appears to be connected with a very low degree of entrepreneurial culture as well as relatively higher risk aversion than in the other EU15 countries (De Mulder and Godefroid, 2016).
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			Following on from the OECD’s work, the Federal Planning Bureau has published an analysis devoted to the role that young firms play in job creation and in the development of industrial productivity in Belgium (Dumont and Kegels, 2016). Not only is the business creation rate low, but the exit rate is too. It is below the company birth rate, which implies structural growth in the number of firms in business between 2008 and 2013. Since the beginning of the millennium, Belgian firms have embarked on net job creation, as growth in the services has been robust enough to offset job losses in the manufacturing industries.

			1.4The determinants of growth

			Another section of the literature has endeavoured to analyse some of the possible determinants of corporate growth. These studies refer, on the one hand, to the entrepreneur’s characteristics and the different strategies implemented, and, on the other hand, to external factors such as the business environment and the regulatory framework.

			As for the entrepreneur’s abilities, a majority of studies have stressed the positive influence of motivation, level of education, managerial experience and the number of founders. By contrast, setting up a company after a period of unemployment tends to have a negative impact on growth. By contrast, other factors, like the gender, age or ethnic origin of the entrepreneur, do not seem to have any significant effect on the company’s performance. The adoption of a proactive, innovative and not risk averse entrepreneurial orientation is also favourable to growth (Storey, 1994. In : Davidsson et al., 2005).

			The (high) growth that some companies enjoy may also be positively influenced by many different factors. As far as innovation is concerned, companies that innovate register a growth rate (in terms of employment and sales) double that of firms which do not innovate (Nesta, 2009). But this does not mean that there are more high-growth firms in innovating branches. An innovation strategy is not enough in itself : it has to translate into new products, while, in the case of process innovation, the impact on employment has not been determined (OECD, 2010). However, most analyses point to a positive relationship between product innovation, sales and rise in employment in high-growth enterprises (Coad and Moreno, 2015).

			Adoption of an export strategy is relevant for a firm located in a small country because it boosts the size of its market and its growth prospects. The impact on growth nevertheless depends on resources that can be mobilised to get established on an international scale, which can prove to be rather difficult for young firms in view of their (small) size and limited resources (they are less diversified). Combined with the strong(er) competition faced on the international plane, this encourages a strategy of differentiation, which in turn leads them to focus on goods and services that meet the specific expectations of clients (Davidsson et al., 2005).

			Conclusion of partnership agreements and, more globally, involvement in networking, whether just within the branch itself or with clients, suppliers, distributors (in the case of international expansion) or research centres, may reinforce the resilience of high-growth enterprises (OECD, 2010).

			Access to funding is also often cited as being a brake on the creation and development of a new activity/business. Young firms are frequently confronted with problems of moral hazard and adverse selection owing to the asymmetry of information about them on the capital markets (no credit history) and the lack of collateral for securing loans (Calvino et al., 2016).

			While the rise of young businesses is partly dependent on the founders’ entrepreneurial capacity, the business environment in which they are expanding and any potential obstacles that they will have to face also influence their growth dynamics. In this regard, differences between entrepreneurial dynamics also have to be set against domestic policies that apply to young firms and the regulatory framework governing them. This applies, for instance, to conditions for access to the market for goods and services, financing or withdrawal from the market (related to bankruptcy laws). Calvino et al. (2016) make a distinction between the effect of these domestic policies on new businesses and the impact they have on established companies. For example, very young firms (with less than two years of activity under their belt) are systematically influenced more by the domestic economic context and by the regulatory framework than mature firms are. In fact, as they are smaller, they are less able than large firms to influence their environment.

			2.Young high-growth firms in Belgium

			2.1Definition

			The next part of the article highlights the results of the analysis of Belgian business data that we carried out. The findings concerning the number of young high-growth firms as well as their specific features are of course largely dependent on the definition used. If it is too wide, the number of companies qualifying would be too high and it would be pointless to try and highlight certain distinctive features. Conversely, too strict a definition would only take into account an extremely small number of enterprises, whose characteristics may not be truly representative.

			In this regard, Eurostat and the OECD’s approach to the subject (see above) has been chosen as the starting point. This approach nevertheless has some shortcomings when used for the purposes of our analysis. Firms that start out small (with less than ten workers) can thus never be labelled as young high-growth firms. This point is a major limitation, especially for Belgium, which is a nation of SMEs. The authors therefore felt it would be useful to adapt and supplement this definition (see Annex 1 for a more detailed discussion of the methodology used).

			In this article, firms are considered to be gazelles, that is, they are regarded as young high-growth firms :

			–on the basis of employment :

			•if they employ at least ten workers at the beginning of the observation period and register annualised growth of employment greater than 20 % over a period of three years during their first five years in business ;

			•or if they employ less than ten workers at the beginning of the observation period and raise their staff numbers by at least seven employees over a period of three years during their first five years in business ;

			or

			–on the basis of turnover :

			•if they post a turnover of at least a € 2 million at the beginning of the observation period and record annualised growth of turnover greater than 20 % over a period of three years during their first five years in business ;

			•or if they post a turnover of less than € 2 million at the beginning of the observation period and record an increase in their turnover of at least a € 1.4 million over a period of three years during their first five years in business.

			This definition makes it possible to identify companies with different growth profiles (increase in turnover, rise in employment, or both of them going up at the same time) with a view to measuring any high growth. It relies on the same criteria for increase in employment as that for turnover. These criteria are consistent with each other both in the case of firms that have only just reached the thresholds used (ten workers or a € 2 million turnover) and those that fall under them : the required expansion of seven members of staff or a turnover of € 1.4 million over a period of three years actually corresponds to the absolute increase implicitly required of companies attaining the fixed threshold.

			To be able to assess the results and characteristics of young high-growth firms, these are first of all compared with the findings for young firms whose growth is said to be moderate. This corresponds to an annual increase of 10 to 20 % (or its equivalent) in employment or turnover, by using the same methodology. In addition, a second reference group is composed of all other young enterprises. These two control groups thus cover firms that are the same age as gazelles but which have posted lower growth. A third and final reference group includes mature firms, i.e. those that are at least ten years older than the young firms in question, covering all growth profiles.

			The database covers all Belgian firms that filed their annual accounts with the National Bank of Belgium over the period running from 1996 to 2014. As the observation period spans the first five years of their existence, these companies were set up between 1995 and 2009. The annual accounts data have been combined with information on these firms’ international trade flows found in the foreign trade statistics.

			The analysis only concerns so-called “autonomous” enterprises, and not those belonging to a multinational or a Belgian group, as their performance is more likely to be due to the possibility of transferring sales and/or employment between companies in the same group than to their own intrinsic characteristics. Moreover, it is concentrated on private sector firms. For this reason, non-market services have been left out of the database. In view of their specific nature, agriculture, production and distribution of electricity, gas and water, as well as financial activities have not been taken into consideration either.

			2.2Findings

			Almost 180 000 of the 215 000 autonomous companies established between 1995 and 2009 were still in activity five years later (i.e. roughly 83 %). Among these were a total of 6 133 gazelles, that is, 3.4 % of firms still in business. In addition, 6 % of this population posted moderate growth. So, average annual growth was less than 10 % for 91 % of young firms that had survived after five years.

			Analysis of the date on an annual basis reveals that just over 14 000 autonomous companies on average have been formed each year over the period under review. While the trend had originally been upward – approximately 11 600 companies were founded in 1995, compared with 17 800 in 2007 –, the economic crisis subsequently brought the numbers down. On an annual basis, among the firms that were set up between 1995 and 2009 (and that were still trading after five years), on average 400 per year registered high growth rates.

			Roughly half of the 6 133 gazelles have reached the required development stage in terms of workforce. In this respect, it turns out that young high-growth enterprises thus also create a lot of jobs. And 82 % of them have qualified just by increasing their turnover (3). This higher proportion depends on several different factors, such as the achievement of productivity gains. The fact that employment can only be gradually adjusted, unlike turnover, has a role to play here too : in effect, the workforce is often only expanded when sufficient business activity has been generated to enable them to take on one extra worker.
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			Roughly 29 % of the gazelles identified had initially exceeded the thresholds (or one of the thresholds). No less than 83 % of high-growth enterprises were selected on the basis of criteria applied below the thresholds (4). As expected, these results highlight the huge importance of small enterprises in the Belgian economy, and therefore the value of widening the criteria with a view to measuring the high growth of young firms, which has made it possible to obtain a much more representative panel of gazelles.

			3.Mapping the gazelles

			In order to draw a map of high-growth firms, some of their features have been analysed and compared with those of two other types of young firms and mature firms. The results obtained are merely descriptive. As no adjustment has been made for other factors having an influence, it cannot be assumed that the bilateral consistency obtained points up any direct link between the variables in question and the rapid growth of a company, so it is not possible to conclude that there is any causality.

			3.1Where are they based ?

			First of all, the geographical location of the gazelles has been established. The regional breakdown revealed that, over the whole period analysed, 61 % of them had their head office in Flanders, compared with 24 % in Wallonia and 15 % in Brussels.

			To move on to a more accurate analysis, the data were examined at local municipality level, with the objective of determining whether there were more gazelles in given economic zones (clusters). Logically, a (high-growth) firm has more chances of being set up in a bigger municipality. For the purposes of adjustments seeking to take this factor into account, the total number of high-growth firms per municipality was compared with the working-age population (18-64 years). In the first place, the findings indicate that it is in Flanders and Brussels (and around them) that the most high-growth firms are created. The Antwerp (with its port) and Brussels regions were found to be economic clusters. In the latter case, the proximity to the national airport is likely to play a role, with the Machelen and Zaventem municipalities having the highest concentration of these companies.
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			Another piece of potentially interesting information comes from the breakdown by branch of activity. As observed in the literature, gazelles can be found in a wide range of branches. Three-quarters of all young high-growth firms provide market services ; the bulk of them (38 %) are active in trade (wholesale and retail), while 17 % of them operate in business services and administrative services. Moreover, roughly 17 % of gazelles work in construction, and around 9 % of them in the manufacturing industry.

			If mature firms are taken as a reference for determining the average share of branches of activity in the economy, it appears that high-growth firms are a bit more often active in construction and a little less in market services. However, within these services sectors, gazelles are relatively more frequently found in trade (and more precisely in wholesale trade) and transport.

			There are comparatively more young zero- or low-growth firms (the other young firms) in the hotels and catering and information and communication sectors (principally IT services), as well as in business and administrative services (like management consulting).

			3.2Financial ratios

			The data gleaned from companies’ annual accounts also serve as a basis for calculating quite a few financial ratios. For the purposes of this article, four ratios covering various aspects of corporate financing and profitability have been selected.

			The structure of the liabilities side of the accounts was examined first of all, and more precisely the extent to which business activities were funded with the help of equity capital, on the one hand, and short- or long-term debts on the other. Generally speaking, the share of equity in total liabilities is lower among young firms than mature ones. That may simply be to do with the fact that mature firms, by definition, have been operating for longer and have thus been able to build up more equity capital (thanks, among other things, to retained earnings). It is among young moderate-growth firms and, even more so, among the high-growth ones that the share of equity is lowest ; they are relatively more likely to turn to short-term borrowing. However, this should not lead to the conclusion that gazelles’ funding base is fragile. In fact, they have obviously managed to convince the banks and other lenders to grant them the funds necessary for their growth. But this may still be a partial indication that young high-growth firms are struggling to attract venture capital (i.e. equity stakes) to fund their growth. These companies’ risk profile generally tends to be higher than the others’. In addition, certain market imperfections related to their size and/or their age (for example an information gap between business start-ups and investors) complicate access to equity financing and thus prevent them from reaping the resultant benefits in terms of diversification and costs.

			However, young high-growth firms record a much lower net sales margin than all the other corporate groups. This is the ratio between operating profit and turnover. It is quite possible that, during their first few years of existence, the accent is put on growth proper (notably on turnover growth), which pushes up this ratio’s denominator, while it is difficult to boost profits at the same pace.

			The net return on equity after tax for young high-growth and moderate-growth firms, on the other hand, is well above that for the other two groups of companies. As this ratio expresses the relation between operating profit and equity capital, it is partially influenced by the above-mentioned importance of own funds in the various corporate groups. When they are relatively more substantial, as is the case in established firms, the computed value of the ratio falls ; and when own funds are limited, as they are for gazelles, the ratio goes up.
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			Lastly, liquidity in the strict sense, which relates short-term liquid assets (5) to debts payable within one year, is slightly higher in mature firms than in young firms. It is mainly in young high-growth and moderate-growth firms that this ratio is lower, because, as they tend to resort more to short-term debts to finance their business activity.

			3.3Situation after ten years

			Although this article is focused on the development of companies over their first five years of activity, it is also interesting to see how they fare after that. There is always a possibility that some companies’ growth is so fast at the outset that it subsequently tapers off to virtually nothing, for instance, or even enters negative territory, or that some of them do not record any solid growth for several years. To check this, the behaviour of different groups of companies, broken down according to their growth rate over the first five years, have been examined over the next five years. To avoid any recession-related bias to the conclusions, only results up to the year 2007 have been taken into account. So this analysis only concerns companies set up between 1995 and 1997.

			The survival rate after ten years gives an initial indication. That of firms posting high or moderate growth during the first five years (respectively between 74 and 79 %) is a lot higher than that of other young firms (66 %).
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			Furthermore, it is also possible to establish the growth profile of firms that have survived by applying exactly the same method as that used to break down the sample of companies during their first five years of existence (6). Of course, gazelles cannot be expected to continue to register robust growth rates indefinitely : the higher the initial rate, the bigger the increase required in absolute terms to obtain the same growth rate. Thus, quite independently of their performance in the first five years, the majority of young firms are classed in the ‘other firms’ group – those whose annual average growth is less than 10 % – over the following five years. Likewise, among young firms that were also considered to be gazelles after five years, their expansion tapers off considerably : just over half of them no longer achieve the 10 % and roughly one-quarter still enjoy moderate growth. However, around 20 % of them manage to leap up to their initial growth rate of more than 20 %. They are thus clearly ahead of those firms that recorded moderate growth during their first five years of existence and are even well ahead of other young firms. In this last group, around 94 % continue to register a growth rate under 10 % ; a low initial growth rate therefore only very rarely turns into high growth. By contrast, among the firms whose growth rates were only moderate during the first five years, some 10 % moved up into the group of high-growth firms. Obviously, some businesses are not able to generate growth before several years of activity.

			4.Levers for development

			As mentioned before, there is no one single model leading to high growth. Whether it is measured by increase in turnover or rise in employment, it actually depends on a multitude of idiosyncratic factors. Moreover, it is not easy to establish a causality link between high growth and one or several firm-specific characteristics. For instance, investment projects carried out can generate a big rise in turnover making it possible to finance other investment projects.

			Nevertheless, there are some common features of development among gazelles that can be emphasised. Under certain conditions, these factors are likely to make a positive contribution to their expansion over the first few years of activity and therefore turn into growth levers. With this in mind, four of them have been assessed, namely integration into the domestic production network, international expansion, level of human capital and investment. All these elements are set out in the following sections.

			As the objective is to provide structural information on young high-growth firms in Belgium, the results concern enterprises set up between 1995 and 2009. On a random basis, absence of some data has obliged us to reduce the analysis time frame.

			We have chosen to examine our findings on the basis of the median rather than the average so as to prevent them from being influenced by outliers. For all the factors under consideration, statistical tests were carried out to compare the median figures for all the various sub-populations surveyed (see Annex 2). All these tests produce the conclusion that the median gazelle is significantly different from the median low- or negative-growth firm (other young firms), and is so right from the outset. This is also the case in comparison to the median young moderate-growth firm, except, for certain particular years of activity, when it comes to the number of suppliers, professional clients as well as amounts invested in intangible assets. Unless otherwise mentioned, the medians referred to in the rest of the article are statistically different from standard significance thresholds.

			4.1Integration into the domestic production network

			One first characteristic able to influence companies’ performance (see Dhyne and Duprez, 2015 and 2017) is their integration into the domestic production network. There are two indicators for measuring this. The first is the median number of professional clients. This shoots up considerably in the first few years of activity for young high-growth and moderate-growth firms. More precisely, in the case of these two groups of companies, the median number of professional clients more than doubles between the first and the fifth year of existence. Conversely, for young firms posting a low or negative growth rate, the median number of professional clients does not rise and actually remains below that for other groups over the entire period. It seems quite logical that a firm which grows strongly enjoys an increase in its client numbers. But it does tell us something about the mode of growth in these businesses. A firm can in fact inflate its turnover by stepping up sales to its existing clients or by enlarging its customer portfolio. It appears that investing in building up its customer portfolio is an essential stage in any company’s first few years of existence. This observation was also made by Foster et al. (2014) for the United States.

			The second indicator for integration into the domestic production network is the median number of suppliers. This gives information about the degree of sophistication of the products developed in the companies. A greater number of suppliers may actually be a sign of wider diversification of inputs needed for production, frequently leading to greater product sophistication. This indicator can also reflect the degree of specialisation of the company that prefers to outsource more tasks in order to concentrate on its core competences.
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			During the first year of activity, the median number of suppliers to gazelles and young moderate-growth firms is comparable. After that, it goes up a lot faster for the first group. The median number of suppliers of other young firms and mature firms is much lower.

			More generally speaking, these two indicators provide information on the connections that young firms have with other firms established on the same territory. It is clear that the median number of professional clients and suppliers observed in the first year after start-up for gazelles and young moderate-growth firms is already relatively higher than for young low- or negative-growth firms and mature firms. Over time, the gaps get wider and wider.

			These two indicators can also be interpreted as signs of less dependence on a client/supplier of the median young high-growth firm, which in this way diversifies the risks with which it is confronted. By widening its customer and supplier portfolio, the gazelle becomes less exposed to a negative shock affecting firms situated upstream and downstream from its business activity.

			4.2Expansion on an international scale

			Just as it is important for a young firm to get integrated into the local economic fabric, it can also be crucial, in a small open economy like Belgium, for young firms to rapidly get a foothold on or start getting supplies from international markets. Alongside development at home, foreign markets also offer growth opportunities, both intensive and extensive, for young firms. In an increasingly globalised environment, it is a genuine network of interconnected enterprises that constitutes the productive base of the economy, and foreign companies are an integral part of it.

			To estimate the implication of gazelles at international level, three separate indicators were used : the percentage of exporting and importing firms, the median number of products exported and imported, as well as the median number of countries of origin (destination) for the imports (exports).

			As for trade with the rest of the world, the situation during young firms’ first few years of activity also varies according to their growth profile. In the first year of activity, 17 % of gazelles are found to be exporting. This percentage is significantly higher than that recorded among young moderate-growth firms (12 %) and other young firms (9 %), but also for mature firms (9 %). Subsequently, these differences become more pronounced. So, during their fifth year of activity, one-quarter of gazelles were found to be exporting. The percentage of exporting firms also goes up slightly among young moderate-growth firms. Other young firms are three times less likely to be exporting after five years in business (3 %). Furthermore, on average, a high-growth firm exports 1.31 times during its first five years in business, while young moderate- or low-growth firms only export, respectively, 0.82 and 0.34 times in five years.

			More broadly speaking, it turns out that the majority of findings concerning exports are also reflected in those for imports. These divergences according to growth profile get worse over time, to reach 32 % for importing gazelles, compared with 19 % for young moderate-growth firms and barely 5 % for other young firms, after five years.

			It therefore appears that there are proportionally more young high-growth firms involved in international trade, not only for obtaining the inputs needed for production (imports), but also when it comes to selling their products (exports). A further observation is that the average gazelle’s exports and imports account for a comparatively larger share of its turnover than they do for other types of young enterprises involved in international trade. In this way, the median gazelle also diversifies the risks to which it is exposed.

			One further point can be added to the mix to help characterise the deeper integration of gazelles in international trade. The analysis of the median number of products exported after five years shows that exporting gazelles export more products (4) than young moderate- (3) or low-growth (2) exporting firms. The results for the median exporting gazelle after five years are higher than those for the median exporting mature firm.

			On the import side of the equation, there seems to be even greater product diversification, in particular for importing gazelles, in the case of which the median number of products imported is 7. This median is higher than those recorded for mature importing firms (5) and for young moderate- (5) or low-to-negative-growth (2) importing firms.

			It seems that the greater specialisation of the median gazelle has not just to do with a high number of domestic suppliers, but it is also due to a larger number of imported products when the firm decides to source its supplies from global markets. When gazelles develop their international operations, their sales abroad also start to diversify more.

			Likewise, the median number of countries of origin of imports or destination of exports varies according to the growth profile of young enterprises. Thus, when it exports, the median gazelle sends its goods to a larger number of countries (3). This indicator is yet another example of the relatively more diversified nature of trade between gazelles and the rest of the world. This also goes for imports.
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			4.3Structure of the workforce

			A third source of growth for a company can also stem from the actual structure of its staff. As mentioned earlier, high-growth firms are very often active in knowledge-intensive branches. Therefore, a company’s staff skills structure should have some influence on its performance (7). Since the analysis of this dimension relied on gathering data available in the social balance sheets, and in view of the limited amount of information, we were obliged to restrict the analysis to the period 2007-2009.

			According to our data, one-fifth of all gazelles employ highly-skilled staff (8) right from the start of their business activities. This share is higher than in young moderate-growth firms (13 %) and low- or negative-growth firms (4 %). As they expand, this percentage will go up for gazelles and young moderate-growth firms. After five years in business, 37 % of gazelles employ highly-skilled staff, compared with 23 % of young moderate-growth firms and barely 5 % of low- or negative-growth firms. One-tenth of mature firms take on this type of staff.
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			4.4Investment

			Along with having a sufficiently skilled workforce, it is also important for young firms to invest with a view to expanding their production capacity and their innovative nature. They will thus be able to rapidly reach the technological efficiency frontier and not fall back in this area vis-à-vis their competitors. That could actually penalise them and jeopardise their short-term survival.

			Business investment can be grouped into two main, but quite distinct, categories : investment in tangible assets, on the one hand, and investment in intangible assets, on the other hand. The first category covers, inter alia, all necessary machinery and equipment for production operations. The second one is an approximation that can take the innovative nature of firms into consideration. Investment in intangible assets is in fact partly composed of investment in R&D.

			It appears that almost all young firms invest in tangible assets during their first years of development. For instance, in their fifth year of business activity, more than 90 % of young firms have made this type of investment.

			However, this finding is not nearly so clear-cut when it comes to investment in intangible assets. When they start out, the percentage of young firms investing in intangible assets proves to be quite comparable (about 33 %), whatever their growth profile. It is afterwards, as they start expanding, that the proportions start to diverge.

			The share of young high-growth firms investing in intangible assets increases to reach 40 % during the fifth year. This percentage is very close to that registered for young moderate-growth firms. Over the same period, barely only one-quarter or so of young low- or negative-growth firms invest in intangible assets, a level close to that for mature firms. Over the first five years of activity, almost one in every two young high-growth or moderate-growth firms invests in intangible assets at least for one year, compared with only one-third of other young firms and mature firms. What is more, on average, gazelles and young moderate-growth firms invest in intangible assets 1.75 times over the first five years, while the least-performing young enterprises only invest 1 and a half times in five years on average.

			Breaking the findings down by growth profile of young firms, differences are also observed in terms of median amounts invested. Although the level of gazelles’ investment in intangible assets is relatively lower when they start out, the median amounts invested rise sharply over time and, after a few years, overtake those recorded by other categories of young firms. As far as tangible assets are concerned, and compared with other groups of young firms, gazelles tend to invest more right from the start of their business activities, and the sums invested go up faster.

			4.5Multivariate analysis

			The analysis of determinants described in sections 4.1 to 4.4 was limited to a purely bivariate analysis of the link between each factor and the companies’ performance. These factors are nevertheless relatively correlated. To see whether the relationships observed between the variables are robust, we also carried out a multivariate analysis. The objective of this analysis is to test the influence of each lever on the probability of a young enterprise, at the time it is set up, of surviving for at least five years and making quite a lot of progress over these five years. In order to do so, on the basis of young enterprises' initial characteristics (9), we estimated their probabilities of (a) disappearing, (b) surviving for five years while posting low or negative growth, (c) surviving for five years posting moderate growth (d) surviving for five years by becoming a gazelle. The analysis sample is limited to only those companies set up between 2003 and 2009, a period for which information is available for most of the determinants, with the exception of skills level.

			This study reveals that, apart from the number of suppliers for which the coefficient is not statistically significant, the various factors analysed all increase a young firm’s probability of survival and its performance potential over the first five years of activity. So, it appears that greater integration into the domestic production network, involvement in international trade (as young importing, exporting or both importing and exporting firms) as well as investment in tangible and intangible assets are factors that are mutually reinforcing rather than having a common dimension. While corporate growth depends on many idiosyncratic factors, the levers for development pointed up in this article seem to play a positive role in creating an ecosystem that significantly encourages high growth in practice.
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			Conclusion

			Young autonomous gazelles account for a very small share of young enterprises in Belgium (roughly 3 %). This percentage proves to be quite stable over time. Gazelles are active in many different branches of activity and are mostly concentrated in Brussels and Flanders. In this regard, there is a trend towards clustering of young high-growth firms around the port of Antwerp as well as Brussels National Airport.

			Overall, young high-growth firms have less recourse to equity capital, expressed as a percentage of all liabilities, than more mature companies. Their net sales margin is a lot smaller, but the net profitability of their own funds after tax is distinctly higher. Their liquidity ratio in the strict sense is lower. These findings are partly to do with these companies' own specific growth characteristics ; it would thus be rather premature to draw any definite conclusions from them about these young firms’ capitalisation and their financial situation, for instance.

			The survival rate of young high-growth firms is higher after five years. Experiencing a spurt of high growth between the first and the fifth year of activity raises the probability of going through a second one between the sixth and tenth year in business.
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			There is no single model leading to high growth. It actually depends on many idiosyncratic factors. Under certain conditions, some factors are nevertheless likely to make a positive contribution to the development of young firms, although the analysis does not enable any conclusions to be drawn about causality. Moreover, a multivariate analysis suggests that the various factors examined are all positively and significantly correlated to the probability of a newly established company posting robust growth during its first five years of existence. It therefore seems that they are mutually reinforcing rather than having a common dimension.

			First of all, it appears that the median gazelle often has more professional clients and suppliers within Belgium, right from the start of its activities, and their numbers go up as the company expands. It is therefore better integrated into the domestic production network. A higher number of suppliers is also a sign of wider diversification of inputs and, by extension, greater product specialisation. In contrast to other categories of firms, gazelles are found to have more trade links with the rest of the world. And relatively more of them export and import. They are also more diversified, in terms of number of destinations/origins and products traded. The development of extensive margins may therefore be a source of growth. Going beyond their international orientation, which gathers momentum over time, gazelles thus tend to fill out their production network more and seem to resort to subcontracting more often. All these different elements can serve to make the median gazelle less dependent on one particular client or supplier, which in turn diversifies the risks to which it may be exposed. Next, right from the start of their business activities, one-fifth of all gazelles employ highly-skilled staff. This percentage is higher than for the other categories of firms, and it rises further in the first few years of activity. Lastly, the median gazelle tends to invest more in tangible and intangible assets, and the sums invested go up sharply during the first few years of activity.

			The analysis also enables us to draw some policy recommendations. It is of utmost importance to stimulate all the levers that encourage growth. This argument is substantiated by international comparisons that show gazelles play a major role in terms of job creation.

			To this end, it is important to encourage business creation, an entrepreneurial culture and innovative behaviour, so as to enable ideas with good growth prospects to flourish. More broadly, this approach must encourage risk-taking and reduce the fear of failure as well as the stigma it carries. The emphasis should be on policies for training young people, and young entrepreneurs in particular, with a view to giving them the tools and attitudes that are indispensable for launching their projects successfully.

			Young firms should be encouraged to go international and measures to boost intangible investment as well as access to venture capital need to be put in place. In this regard, the recent extension of the so-called tax shelter for business start-ups to growing SMEs enables wider access to funding for these small businesses. Moreover, an efficient regulatory framework adapted to new business requirements is also essential here.

			In view of the huge spectrum of growth determinants for young firms, there is a need to strike the right balance between support measures and to make sure they are complementary. If this is the case, these elements could contribute to an efficient allocation of resources which, quite apart from the increase in productivity that it generates, is also a precondition for a lasting recovery, inclusive growth and the prosperity of the Belgian economy as a whole.

			 

			
				
					(1)	The authors would like to thank E. Dhyne for his expertise in the use and analysis of microeconomic databases

				

				
					(2)	The interpretation of the survival rate of new entrants after three years is relatively delicate. Indeed, a high survival rate is not necessarily a sign of optimal dynamics among the population of firms. A high rate can reflect a situation of an uncompetitive market where few firms are set up each year but manage to survive there, or a situation of sub-optimal resource allocation in favour of young but inefficient firms that should leave the market but which nevertheless manage to get hold of the resources needed for their survival to the detriment of potential entrants or other existing firms. Conversely, a low rate can reflect a process of setting up a highly dynamic enterprise in a very competitive market, involving a process of optimal resource allocation in favour of the best-performing (new) companies accompanied by the rapid exit of many young firms not doing so well.

				

				
					(3)	If the sum of the two proportions comes to more than 100 %, it is because some of the companies have registered the required growth rates in terms of both employment and turnover.

				

				
					(4)	Once again, overlaps are possible, for example when firms that did not reach the thresholds at the beginning of the first sub-period of three years exceed these lower limits (or one of them) the following year – that is, at the beginning of the second sub-period.

				

				
					(5)	This refers to liquid assets, cash investments and receivables within one year.

				

				
					(6)	Thus, growth in employment and turnover growth are again taken into consideration for the two sub-periods of three years.

				

				
					(7)	Other characteristics of the workforce were also analysed (gender, type of contract, etc.), but no significant difference between the median firms from our various groups of companies could be found for these other dimensions.

				

				
					(8)	To be considered as highly-skilled, an employee must have a higher education diploma.

				

				
					(9)	By making the future development of a firm conditional upon a whole range of characteristics, at the time it is set up, the return effects of the company's growth on these characteristics can be avoided.

				

			

		

		
			Annex 1

			Definitions used to measure high growth and their application

			Eurostat and the OECD define young high-growth firms or gazelles as : “All enterprises up to five years old with average annualised growth greater than 20 % per annum over a three years period, and with ten or more employees at the beginning of the observation period” (OECD, 2007). This growth may concern employment or turnover.

			However, this definition by Eurostat / OECD comes up against a series of limitations. For this reason, it was deemed appropriate to adapt and supplement this definition for the purposes of the analysis of Belgian data.

			One first restriction is related to the fact that, according to the Eurostat / OECD approach, the start-up size is only measured by employment (with ten or more employees at the beginning of the observation period), even if it turns out that the companies achieve their growth in the form of a sharp rise in sales. Firms that record vigorous growth in their turnover without resorting intensively to manpower when they start out can therefore never be considered as being high-growth. So, it would be more consistent to only take into account any minimum initial employment if the high growth is achieved in this way, and, by analogy, use a condition of minimum initial turnover if growth is based on sales turnover.

			Putting a figure on an initial minimum turnover is rather a delicate matter, however. If this minimum threshold is set too low, the required growth (of 20 % a year) will be equivalent to a rather modest absolute growth in turnover, so that (too) many young firms will qualify as being high-growth. But if it is set too high, only a very small number of young firms will be able to meet the required turnover growth (very high in absolute figures), so that a whole host of high-growth firms will not be identified as such. To get an objective view of this choice, we have examined the distribution, on the one hand, of initial employment and, on the other hand, turnover of young firms at the start of their business activity in Belgium over the period between 1995 and 2009. The minimum threshold of ten employees used by Eurostat / OECD turns out to correspond roughly to the 95th percentile. This is why the initial turnover figure chosen is in line with this same percentile in our definition, that is, roughly € 2 million in rounded figures.

			A second limitation to the international approach concerns more specifically the threshold setting. Belgium is in fact a country of small enterprises. The Eurostat / OECD definition implies that 95 % of new firms will in any case never be able to qualify as high-growth firms, even if they post vigorous growth rates, as they employ less than ten people at the start of their business activity. Likewise, after this adaptation, 95 % of new companies will not be taken into account if only those enterprises that immediately achieve a turnover of at least € 2 million can be included. By strictly applying such thresholds, firms that start out small(er), and which subsequently post sharp and rapid growth (in employment or turnover), would then be left out of the analysis.

			We have therefore sought to add criteria that also make it possible to identify as high-growth companies those firms that employ less than ten workers or have a turnover of less than € 2 million when they start out in business. In these cases, it is better not to use criteria based on percentage changes, where such growth rates turn out to be mathematically higher (1). This is the reason why we have used criteria that take into account the absolute change in staff numbers or turnover. This change must be more than or equal to the absolute change implicitly required for a firm reaching the pivotal employment or turnover values. In the case of a firm employing ten workers to start with, growth of 20 % over three years implies that employment reaches a rounded number of 17 people and, for a company initially achieving a turnover of € 2 million that figure rises to (approximately) € 3.4 million. This is why our panel of young high-growth firms was extended to those that had less than ten people at the outset, but whose employment rose by at least seven workers over a period of three years. Young enterprises that initially achieve a turnover of less than € 2 million will also be considered as gazelles if, over a period of three years, they register a global increase in their turnover of € 1.4 million.

			Young firms posting slightly lower growth (moderate growth), just like other young firms, serve as a reference group for high-growth firms. A group of mature firms also plays a role as a reference group ; that is, all companies (whatever their growth rate) that are at least ten years older than young firms. This age difference of ten years aims to avoid young firms being directly considered as mature firms at the end of their fifth year of existence, and thus being automatically included in the comparison with companies that are hardly any younger.

			In short, the criteria used in this article can be summed up as follows :
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			In view of the definition selected, only companies that are still in business five years after their establishment can be taken into account. For the purposes of isolating features specific to high-growth firms and, possibly, to make some policy recommendations, it is also pertinent not to include in the analysis companies that have already gone out of business during the five-year period.

			This is why all firms that have been in business for at least five years are taken into consideration ; the growth criterion selected nevertheless refers to two sub-periods of three years. So, a firm can be considered as high-growth if, during one of the two sub-periods of three years (or both the sub-periods), it registers sufficient growth in employment or turnover. If t0 is the year of establishment (2), it refers to growth during the periods t1 – t4 and t2 – t5. Thus, a firm set up in 2005 will be qualified as a gazelle if employment and / or turnover show the required growth rate over the period between 2006 and 2009 and / or between 2007 and 2010. This growth is determined in absolute terms or in relative terms, depending on whether employment / turnover falls, respectively in t1, or in t2, below or above the established thresholds.

			The database comprises information covering the period running from 1996 to 2014 and concerns Belgian companies that file their annual accounts with the National Bank of Belgium. These findings are combined with international trade data based on External Trade Statistics.

			The analysis focuses on private sector firms. This is why the NACE branches O-U (non-market services) are left out of the database. In view of their specific features, companies in branches A-B (agriculture, forestry, fisheries, extractive industries), D-E (production and distribution of electricity, gas, water, etc.) and K (financial activities) are also left out.

			Lastly, companies that belong to a multinational or a Belgian group are also left out of the analysis. Quite apart from their own characteristics, these companies’ performance can be linked to the fact that sales and / or employment can be shifted from one company to another within the same group. As a result, any analysis of the specific features of these young firms could be widely biased. For this reason, it seemed more useful to concentrate the analysis on young ‘autonomous’ firms. A company is considered to be part of a group if at least 10 % of its capital is held by another company or if it holds a stake of at least 10 % of the capital of another firm itself.

			Basic data from the annual accounts do not always cover a (full) calendar year. For this reason, if necessary, they have been annualised so as to obtain the data that systematically concern the 12-month period between 1 January and 31 December of a given year, which enables comparisons between companies and from one year to another. Furthermore, when the time series for a particular company was not complete, the data were also subjected to a linear interpolation, as long as the missing period was no longer than two years.

			 

			
				
					(1)	The shift from one to two employees implies a rise of 100 %, while this sort of firm is not intuitively considered as being high-growth.

				

				
					(2)	The year of establishment does not serve as a reference, since most of the time it concerns only part of a year – unless the company was set up on 1 January – which would bias the comparison over time.
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			Recent developments in the financial situation of firms

			P. Heuse

			D. Vivet

			Introduction

			Each year, in the December issue of the Economic Review, the Bank describes the developments reflected in the annual accounts of non-financial corporations. By the autumn, the Central Balance Sheet Office already has a representative sample of annual accounts for the previous year. The conclusions based on that sample can therefore be extrapolated to the population as a whole.

			This year, the analysis was particularly difficult because of the transposition into Belgian law of Directive 2013/34/EU on the annual financial statements, consolidated financial statements and related reports of certain types of undertakings. The new provisions make a number of changes, including significant revision of the concepts of large and small undertakings within the meaning of the Company Code and introducing the concept of a micro-company. They also modify the content of the annual accounts and the accounting treatment of certain items such as research costs and exceptional results. Applicable to financial years from 1 January 2016 onwards, these new rules imply an unprecedented break in the series of Central Balance Sheet Office data, causing various problems of interpretation and comparability. On the occasion of these changes, the population studied was totally revised, as were the analysis procedures. The first part of this article deals with these various methodological aspects. As every year, the second part presents the aggregate picture concerning the main items of the operating account. The third part assesses the financial situation of the firms on the basis of such factors as their profitability and solvency ratios. The fourth part looks into the participation links between firms as indicated by the information in the annual accounts.

			1.Methodological aspects

			1.1Impact of the EU Directive on  financial statements

			The Law and the Royal Decree of 18 December 2015 transposed into Belgian law Directive 2013/34/EU of the European Parliament and of the Council of 26 June 2013 on the annual financial statements, consolidated financial statements and related reports of certain types of undertakings. The new regulations apply to financial years starting after 31 December 2015. Their main implications are discussed below.

			New size criteria and new annual accounts formats were introduced. A firm is now considered small – and can therefore use an abbreviated format – if on the closing date of the last financial year it does not exceed one of the following limits :

			–annual average number of employees : 50 FTE (1) ;

			–turnover (excluding VAT) : € 9 000 000 (against € 7 300 000 previously) ;

			–balance sheet total : € 4 500 000 (against € 3 650 000 previously).

			The Law also introduces the concept of “micro-companies”, a concept which did not exist before. Micro-companies are small firms – according to the size criteria mentioned above – which are not linked to any subsidiary or parent company and do not exceed more than one of the following limits :

			–annual average number of employees : 10 FTE ;

			–turnover (excluding VAT) : € 700 000 ;

			–balance sheet total : € 350 000 (2).

			Micro-companies can use a special format, the “micro” model, to file their annual accounts. That model comprises a balance sheet and a profit and loss account which are the same as in the abbreviated model, but with a smaller annex.

			As in the past, firms which do not meet the criteria applicable to small companies have to file accounts in the full format. It should be noted that companies listed on the stock market have to use the full-format model regardless of their size.

			Furthermore, while the size criteria previously had to be calculated on a consolidated basis for firms belonging to a group, the new legislation specifies that the criteria now apply on an individual basis, except for parent companies and companies forming a consortium (whose size must still be measured on a consolidated basis).

			The appearance of micro-companies and the change in the size criteria imply a break in the data series, and consequently problems of interpretation and comparability. In particular, there are significant revisions to the concepts of large and small firms within the meaning of the Company Code. Apart from the adjustment of the thresholds, their application at the level of each legal entity rather than at consolidated level significantly alters the scope of the financial analysis according to size. The financial mechanisms operating within groups of firms in fact have marked repercussions on the accounting position of companies : among other things, they affect the capital, intra-group claims and debts, the structure and stability of the profit and loss account, and the cash flow (notably via cash pooling).

			Table 1 presents the changes in the type of format filed by companies following introduction of the new models at the Central Balance Sheet Office at the beginning of April 2017. We find that 83 % of companies which had filed full-format accounts for 2015 did the same for 2016.That proportion could change in the future as it is likely that not all firms have already adjusted to the new regulations. The changes were much greater in regard to the number of abbreviated format accounts, since more than half of them switched to a microformat in 2016 (3). It must be remembered that, in practice, and as was already the case previously, it is generally impossible to check whether firms respect the size criteria, owing to the complexity of the parameters to be considered and the non-availability of certain key data such as turnover, which is not reported in the vast majority of abbreviated and micro formats.

			Finally, the new legislation changes the presentation and/or recording of various items. One of the most notable changes is that the profit and loss account no longer includes a section on the exceptional result : from now on, exceptional elements have to be broken down within the operating result and the financial result, as non-recurring income and charges. The new Law also reserves different treatment for research costs and development costs : the former have to be written off during the year, while the latter can still be capitalised. The impact of this last change is assessed in section 2.3.

			1.2Population studied

			On the occasion of the break in the series mentioned above, the population studied and the analysis procedures were totally revised. The population studied now broadly corresponds to companies in the non-financial sector (S11) as defined by the National Accounts Institute.
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			However, certain categories of firms are excluded from this group. The main exclusion concerns public enterprises, as the financial analysis principles normally applied to private companies cannot be directly transposed to them in the great majority of cases : except in a few cases, these companies are not active on normal competitive markets and are distinguished by a series of specific characteristics relating to such matters as regulation, pricing, funding method (subsidies) and company object. Most of them are public utility companies in a (natural) monopoly situation, such as public transport companies, network distribution companies (electricity, gas, water, etc.) and companies managing public infrastructures (airports, ports, etc.) : they also include public enterprises of a social character or those acting in the public interest, such as social housing companies, nursing homes, care homes, economic development agencies, environmental management companies, etc. Almost all these companies (of which there are several hundred) were thus excluded from the analysis on the basis of the list of public entities drawn up by the National Accounts Institute. Only public enterprises active on sufficiently competitive markets were retained in the population, such as Proximus group companies.

			The population was filtered further to eliminate as many holding companies and treasury centres as possible : these companies were identified on the basis of the share of their balance sheet represented by financial fixed assets and intra-group claims. Finally, some companies with a specific legal form were excluded, as were those in the process of judicial winding-up.

			The population thus defined comprises just under 333 000 sets of annual accounts for the 2015 financial year, i.e. the last complete financial year.

			1.3Constant sample

			As every year, the annual accounts relating to the last financial year studied – in this case 2016 – were not all available at the time of the analysis. That is because a considerable number of sets of annual accounts are filed late or fail the arithmetical and logical checks conducted by the Central Balance Sheet Office. The data relating to 2016 are therefore estimated on the basis of a con­s­tant sample. The sample comprises firms which filed annual accounts covering a 12-month financial year for both 2015 and 2016. The method involves extrapolating the 2016 results according to the changes seen within the sample, which are presumed to be representative of the changes affecting the population as a whole. As verified in previous editions of this article, that assumption is largely borne out : in the majority of cases, the extra­polations give a good indication of the direction and scale of the real movements.

			This year’s sample was drawn on 11 September 2016. It comprises 256 502 sets of annual accounts, or 75.2 % of the total number of sets of accounts filed for the 2015 financial year. Measured in terms of value added, the rate of representativeness comes to 82.3 %. While the representativeness is similar to that of previous samples in terms of the number of firms, it is slightly lower in terms of value added. That is due to an increase in the number of annual accounts failing the Central Balance Sheet Office checks (particularly as a result of problems in interpreting the new legislation) or filed in PDF format (which implies manual entry at the Central Balance Sheet Office and lengthens the processing time).

			2.Aggregate developments in the operating account

			2.1Economic situation in 2016

			In line with the two preceding years, economic growth remained moderate in 2016 : over the year as a whole, the volume of GDP grew by 1.5 % (compared to 1.4 % in both 2015 and 2014). Economic growth therefore proved to be firmly anchored, despite the repercussions of the terrorist attacks which affected the tourism sector, hotels and restaurants. Business confidence was clearly rising throughout the year. The Bank’s 2016 Annual Report and the economic projections published in another article in this Economic Review give a detailed account of the economic climate prevailing in Belgium.

			Against that backdrop, the decline in the number of bankruptcies recorded in 2014 (–8.6 %) and in 2015 (–9.1 %) continued over 2016 as a whole, although the pace was slower (–6.1 %) (4). At the end of these three consecutive years of decline, the number of bankruptcies in 2016 reached its lowest level since 2009. However, it should be noted that the year-on-year change in 2016 masks a turnaround during the year, as the number of bankruptcies began rising again from the third quarter of 2016. This increased vulnerability is very largely attributable to Brussels firms, and more especially those active in the hotel and catering sector, construction, business services, trade and transport. The March 2016 terrorist attacks and various problems concerning urban planning are often invoked to explain this rise in vulnerability in the capital. In contrast, the increase in bankruptcies was very small in the Flemish Region and the Walloon Region.

			It must also be said that various factors may distort the bankruptcy statistics as indicated by the data reported by the commercial courts to the Crossroads Bank for Enterprises. For instance, the conditions for applying the Law on Continuity of Enterprises were tightened up in 2013 and 2015, leading to a steep fall in the number of debt moratoriums granted by the commercial courts and, in all probability, triggering the bankruptcy of firms which would previously have qualified for a moratorium. Similarly, internal organisational aspects in the commercial courts may cause bottlenecks followed by catching up in the processing of the data submitted to the Crossroads Bank for Enterprises.
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			2.2Aggregate developments in the operating account

			In the economic environment described above, the total value added created by non-financial corporations, i.e. the difference between sales revenues and the cost of goods and services provided by third parties, increased by 4.8 % at current prices in 2016 (see table 2). However, it must be pointed out that the aggregate changes in the profit and loss account are increasingly distorted by one-off operations in a small number of firms, belonging in most cases to multinational groups. Examples may include the reorganisation of commercial transactions or the method of invoicing fellow group companies based abroad. Although such operations do not generally affect the economic reality of activity, they may cause considerable variations in the operating account of the Belgian companies concerned. That was the case in 2016, a year in which significant operations of this type affected the results of the pharmaceuticals industry. If that branch is excluded from the analysis, the total value added grew by 3.3 % in 2016, a rate comparable to that in 2015.

			The value added that a business generates enables it to cover its operating expenses and make an operating profit on the excess. Taking all firms together, staff costs – which represent the major part of the operating expenses – increased by 2.5 % in 2016. That rise was due mainly to the expansion of employment, up by 1.8 % in full-time equivalents, by far the biggest increase in the past five years. After having more or less stagnated in 2015, hourly labour costs in the private sector declined in 2016, owing to new reductions in employers’ contributions effective from 1 January and 1 April, the deferred effects of the index jump on certain sectoral indexation mechanisms, and the modest rise in negotiated pay increases.

			After taking account of the residual cash operating expenses (5), the gross operating result was up by 8.0 % in 2016, a further improvement compared to previous years. Excluding the pharmaceuticals industry, the increase came to 4.2 %. Overall, this new rise in the gross operating result reflects an expansion of activity combined with cost moderation, particularly as regards wages and commodities. Although commodity prices did edge upwards during 2016, they are still well below the average for preceding years, when they had fallen steeply.

			After staff costs, the main operating expenses are depreciation and write-downs on tangible and intangible fixed assets, and start-up costs. While the rate of increase in these costs had fallen steadily since 2011, dropping to virtually zero in 2015, it jumped to 13 % in 2016. However, this development, which considerably depresses the net operating result, is hardly significant since it largely reflects the changes in the method of recording research costs, discussed below.

			2.3Recording of research costs and impact on the result

			Up to 2016, subject to certain conditions, Belgian law allowed businesses to capitalise research and development (R&D) costs incurred during the year as intangible fixed assets, and then to write them off gradually. However, pursuant to Directive 2013/34/EU, which aims to harmonise the structure and content of annual accounts at European level, it is now only permissible to capitalise the development costs.

			According to the Belgian Accounting Standards Board (6), the research phase corresponds to “all original work systematically conducted in the hope of gaining an understanding and new scientific or technical knowledge”, while the development phase concerns “the actual implementation of designs or studies for the production of materials, appliances, products, processes, systems or services which are new or considerably improved, by using discoveries made or knowledge acquired, before the start of commercial production”. The development phase is therefore certain and specific in character, whereas the research phase is not.

			In Belgium, certain tax provisions aim to promote R&D in companies (7). The use of these schemes is connected with the existence of fixed assets in the accounting statements of the firms concerned, and hence the capitalisation of these R&D expenses. Since research costs can no longer be recorded as assets, the transposition into Belgian law of the EU Directive was accompanied by special accounting treatment for these costs. All expenditure incurred in respect of research during a financial year beginning after 31 December 2015 and recorded as intangible fixed assets must be written off immediately and in full : the amount of the investment and the – identical – amount of the amortisation are both shown in the ad hoc annex. At the end of the financial year, as the net book value of the intangible asset in question is zero, it is not included in the balance sheet. It should be noted that research costs incurred in previous years qualify for a transitional arrangement : they can continue to be shown under the assets and remain subject to the amortisation rules previously in force. Development costs can still be capitalised and written off over the life of the intangible fixed asset created. The maximum period for writing off these assets is now ten years, compared to the previous five-year limit.

			To take account of these changes, the table in the annex concerning R&D costs incorporated in the full-format model (8) was split for the financial years commencing after 31 December 2015, so as to show development costs and research costs separately, as well as the depreciation and write-downs affecting their book value.

			The analysis of the available data for firms which filed full-format accounts for both 2015 and 2016 shows that the total amount of R&D costs recorded as assets declined by 20 % between 2015 and 2016, while at the same time the amortisation flows doubled (see chart 2). In 2016, research costs recorded under the assets still represented 12 % of total R&D costs : this concerned the residual value of the research costs previously capitalised and not yet entirely written off. Amortisation of research costs amounted to 37 % of the total. It must be pointed out that this expenditure is heavily concentrated : in 2016, fewer than 40 firms reported having incurred research costs, and more than two-thirds of that expenditure was incurred by a single firm in the pharmaceuticals industry.
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			However, the new tables in the annex were not used uniformly by all firms. For example, some companies did not complete the items in question, whereas they explicitly refer to the impact of the new rules in their management report. It is therefore tricky to estimate the exact impact of the new rule. However, if we neutralise the change in the amortisation of R&D between 2015 and 2016, the net operating result of companies as a whole would have grown by 12.2 %, compared to barely 3.1 % without any adjustment.
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			By way of indication, chart 3 presents the long-term trend in the main aggregates of the operating account, namely value added and gross and net operating results (the latter adjusted for the amortisation of R&D costs in 2016). In particular, we can see the influence of the economic climate on corporate performance, such as the rather weak environment in the early 2000s, the 2008-2009 recession, and the subsequent recoveries.

			3.Trend in the financial situation of companies

			The financial analysis which follows is based on the theory of interpretation of the annual accounts from which a number of ratios have been used. The latter are defined in detail in Annex 1. The ratios are presented mainly in the form of globalisations and medians. The globalisation of a ratio divides the sum of the numerators of all companies by the sum of their denominators. The median is the central value in an ordered distribution : for a given ratio, 50 % of companies will have a ratio which is above the median and 50 % will have a ratio below it. The two measures are complementary because they meet different needs. By taking account of the weight of each observation in the numerator and the denominator, the globalisation mainly reflects the situation of the largest firms. Conversely, the median reflects the trend for the whole distribution as it is influenced equally by all firms, regardless of their size.

			3.1Profitability

			In this article, profitability is studied according to four ratios (see chart 4) : the margin on sales (calculated for large firms only), the return on the operating assets, the return on the total assets and the return on equity.

			The return on sales is traditionally measured by the net margin on sales. That provides an indication of the firm’s ability to make a profit on its sale proceeds after deducting all the operating costs, excluding financial and exceptional items and taxes. Since the change in the operating result which appears in the numerator is distorted in 2016 by the modification of the accounting rules on the amortisation of research costs, we also show the gross indicator which reports the operating profit before non-cash expenses. The return on the operating assets compares the recurring operating result (9) with the short- and long-term operating assets. This ratio expresses the commercial performance in relation to the balance sheet items directly allocated to operating activities. The return on the total assets, or economic return, measures the net result before tax and financing costs in relation to the whole of the resources used, i.e. the total assets. The profit is considered before taxes and financial charges so as to be unaffected by the tax system and the financing policy. The ratio can be calculated excluding exceptional – or non-recurring – results if the focus is on the normal business result. The return on equity, or financial return, divides the profit after tax by the total equity. It indicates the return that shareholders obtain from the activities of the business.

			The ratios for the sales margin and the return on the operating assets, which have the operating result as the numerator, both assess the commercial performance of firms, one on the scale of large companies only and the other for all firms. While the levels of these two indicators are differ­ent, they display a similar trend. In the globalised data, the 2008-2009 recession led to a fall in the ratios, which subsequently stabilised between 2011 and 2014 at well below their pre-crisis levels. A recovery which began in 2015 was confirmed in 2016 thanks to falling commodity prices – despite a dip followed by a revival during 2016 – and a favourable exchange rate against the US dollar combined with a reduction in labour costs. Nevertheless, the median indicators present a less favourable picture for the past two years : for example, the ratio measuring the gross return on the operating assets regained a level comparable to the pre-crisis figure from 2010, but has hardly changed since then, showing that all firms did not benefit equally from the recent improvement in the economic environment.

			The ratios for the return on total assets and the return on equity (10) broaden the performance concept considered by including the financial and exceptional results. They, too, exhibit similar profiles, although the second is more volatile than the first since the result is compared to a lower denominator. The rate of return on the total assets in globalised terms has dropped by around 3 percentage points below the pre-crisis levels, hovering around 5 % since 2013. Over the long term, part of the decline is due to the influence of the exceptional results, which made a substantial contribution towards supporting corporate profitability in the pre-crisis years – up to 1.7 percentage points in 2005 – whereas that contribution has been fairly modest since 2013. It should be noted that the median ratios, whether or not they include the exceptional results, have been remarkably stable over time – with a standard deviation of just 0.2 percentage point over the past fifteen years – and that the divergences between the globalised and median series (which were very large in the first ten years of the period under review) have since been totally eliminated, as the values recorded have been in the region of 5 % since 2013, whichever concept is used.

			Although they show profitability in different forms, the ratios which have just been discussed are (very) closely correlated : after winsorisation at percentiles 5 and 95 (an essential process owing to some extreme values) (11), the correlation coefficients fall between +0.53 and +0.94 depending on the pairs of ratios considered. By way of indication, chart 5 shows two examples of scatter plots for a random sample of 1 000 sets of annual accounts. Apart from the clearly positive correlation, this chart reveals certain specific features. For instance, in the vast majority of cases, the net margin on sales is, as one would expect, lower than the gross margin : however, a very few firms do record a higher net margin, due to withdrawals from provisions and/or write-downs. The impact of winsorisation is also evident, particularly for the return on equity which, after that process, shows a minimum of –66 % and a maximum of +88 %. This ratio is particularly prone to abnormal values, mainly on account of its denominator, which may be very slightly positive as a result of losses carried forward (12).
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			3.2Solvency

			Solvency indicates the ability of firms to meet their short- and long-term liabilities. The main measurement of solvency is the degree of financial independence, i.e. the ratio between the equity and the total liabilities. An alternative way of measuring solvency is via the degree of self-financing : here, the numerator comprises only the reserves and results carried forward, while the denominator is unchanged. This ratio reflects the firm’s past profitability, its policy on the allocation of the results and, indirectly, its age. By nature, the trend in the degree of self-financing mirrors that in the degree of financial independence because the reserves represent a substantial part of the equity.

			As chart 6 shows, the degree of financial independence has clearly improved over the past 15 years, both for large firms – whose ratios are normally higher – and for SMEs (13). During the second half of the 2000s, the long-term tendency was reinforced by the introduction of the tax allowance for risk capital (“notional interest”). That allowance attracted a massive inflow of foreign capital into Belgium, which primarily benefited very large companies, especially in the “head office activities” branch, which is excluded from this analysis because the social object of these undertakings is primarily financial. However, the phasing-in of restrictions on the allowance combined with the fall in interest rates significantly reduced the scheme’s attraction in recent years. That is reflected in particular in the globalised ratio for large firms, in decline since 2013, notably as a result of a number of large-scale reductions in capital. In contrast, in the SMEs, the globalised ratio has stabilised at a high level in recent years, while the median ratio has displayed a marked increase, indicating a fundamental trend affecting most of these firms.

			The picture concerning median values in SMEs was greatly influenced by the changes made in recent years in the tax treatment of liquidation surpluses. It should be remembered that the liquidation surplus broadly corresponds to the retained earnings that a company accumulates and which are allocated to the owners in the event of liquidation. Those surpluses are regarded as dividends and are therefore subject to withholding tax. The tax rate applicable here used to be 10 %, but was increased to 25 % in October 2014, then 27 % in January 2016 and 30 % in January 2017.

			In order to give companies time to adjust, the government introduced a transitional measure at the time of the 2014 increase, allowing companies – regardless of size – to remain eligible for the 10 % rate if they incorporated in their capital (14) the taxed reserves formed by no later than 31 March 2013, provided that this contribution is maintained for a minimum period. In many firms, this measure led to amounts placed in reserve being transferred to the company capital, influencing their degree of self-financing in 2013 and 2014.
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			The Programme Law of 19 December 2014 then perpetuated the temporary measure, but only for small firms and in a slightly different form (15). Since the 2014 financial year, those firms have been allowed to allocate all or part of their profit after tax to a special reserve, called the “liquidation reserve”, on which there is an immediate levy of 10 % (16). That reserve can be paid out with no additional levy in the event of liquidation : if it is paid out in the form of dividends before liquidation, a reduced rate of withholding tax applies to those dividends. The reduction is particularly large if the liquidation reserve is retained in the business for five years, since the withholding tax rate is then 5 % instead of 17 % otherwise (17). A large number of SMEs evidently opted for the liquidation reserve scheme in 2015 and 2016, causing a sharp rise in the reserves – to the detriment of the payment of dividends – and hence an increase in the self-financing and financial independence ratios. It is possible that new structural changes may be seen in the coming years, if firms opt for early distribution of these liquidation reserves in the form of dividends. The forthcoming reform of corporation tax will doubtless also influence firms’ behaviour (18).

			Finally, it must be said that while the medians and globalised data indicate that solvency is tending to improve, examination of the whole distribution tempers that finding. Chart 7, which shows the whole distribution of financial independence in the form of box plots, reveals particularly wide variations in the solvency position of firms : by way of indication, in 2016, the 9th decile of financial independence stood at 88 % while the figure for the 1st decile was –29 %. The chart also shows that the solvency gains applied mainly to the most solvent population strata : while the 3rd quartile gained 9 points between 2002 and 2016, the 1st quartile only saw a 2 point increase. The 1st decile lost 13 points over the same period, indicating that a significant section of the population lost ground, in contrast to the majority upward trend. Note that 17 % of firms have negative equity, which is a significant financial warning light. However, some of the companies concerned receive funding in the form of loans from their owners or directors, which puts the situation in a somewhat different light.
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			3.3Financing costs

			The average interest charges on the financial debts can be used to assess the cost of recourse to borrow­ing (19). The ratio divides the borrowing costs by the outstanding total of the short- and long-term financial debts. It is only calculated for large firms because borrowing costs cannot be distinguished from other financial charges in the abbreviated and micro formats.

			Since the eruption of the financial crisis, and the accompanying fall in interest rates, the average cost of debt has maintained a steep downward trend. That trend persisted in 2016, and a new low point was reached, namely 2.6 % in globalised terms and 3.4 % in median terms (see chart 8). This new decline is attributable to the still highly accommodative monetary policy conducted by the Eurosystem, enabling the banks to raise finance at very low cost : the fall in the ratio is also due to increased competition between banking institutions, which is reflected in further narrowing of the commercial margins on loans.

			The level of interest charges that firms pay depends on many factors, including in particular the type of financial debts. Here it should be remembered that a substantial proportion of financial debts are contracted in relation to affiliated companies. In 2016, the breakdown of the financial debts of the population studied was as follows : 38.1 % owed to credit institutions, 2.5 % in subordinated loans, 3.6 % in bond issues, 2.0 % in financial leasing debts, and 53.9 % in the form of “other loans”. The analysis shows that these “other loans” very largely concern debts to underta­kings in the same group, which may be interpreted as an alternative to capital contributions as a source of finance. These intra-group debts also enjoy much greater flexibility than normal third-party borrowings in regard to repayment ability, and are probably granted on more favourable terms. Although the available data cannot entirely prove that assumption, we find that the average interest charges tend to decline the greater the proportion of intra-group borrowings in the financial debts (see table 3).
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			3.4Investment effort

			Combined with the high level of capacity utilisation and the substantial cash reserves, the persistently low interest rates may encourage the investment efforts of firms. In the annual accounts, that investment effort can be judged by the tangible fixed asset renewal rate, which relates acquisitions during the financial year to the book value of the stock at the end of the previous year.
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			A – very marked and continuous – rise in the median value of that indicator points to a revival in the investment efforts of most firms (see chart 9) (20). Since 2013, the median investment rate has thus risen by 2.4 percentage points in large firms and 3 points in SMEs. The trend in the median values is at odds with the picture presented by the globalised data over the recent period. In large firms, the investment rate has in fact remained fairly stable overall since the beginning of the decade, at levels well below those prevailing before the crisis. In the SMEs, the globalised indicator stagnated at a historically low level between 2013 and 2015. The 2016 revival appears to mark a break in the trend compared to previous years.

			4.Participating interests

			4.1Introduction

			The financial links between companies belonging to the same group have increased considerably over the past 20 years. That is evident from many aspects of the annual accounts filed at the Central Balance Sheet Office. By way of indication, the share of financial fixed assets in the aggregate assets of companies gradually increased from 23 % in 1996 to 37 % in 2015. Apart from participating interests, the financial connections between companies may take the form of claims, debts, cash investments or guarantees. Group links have a significant impact on the financial assessment that can be made of companies. For example, debts to affiliated companies are not interpreted in the same way as debts to third companies because, as explained above, there are significant differences in regard to repayment ability. Also, some intra-group financial mechanisms may have a particular impact on certain items in the financial statements. That is true, for instance, in the case of cash pooling, as demonstrated in a previous issue of the Economic Review (21).

			This section focuses on one of the many aspects of group relationships, namely the participating interests that firms report in the annex to their annual accounts. That annex contains a section on shareholdings and other rights in other (Belgian or foreign) companies. All firms have to declare information that includes the details of the companies in which they own rights, the percentage that they own in the capital of these companies, and the nature of the equity link (ordinary shares, non-voting shares, preferential shares, etc.). Only rights corresponding to at least 10 % of the company’s subscribed capital are deemed to be declared.

			To obtain an overall view of the data collected by the Central Balance Sheet Office, the results presented in this section cover all firms filing annual accounts, i.e. commercial companies filing accounts in standardised formats, but also banks, insurance companies, NPIs and foundations. This set is therefore larger than the population studied in the preceding sections of  the article.

			Unlike the other items in the financial statements, the data on shareholdings do not really lend themselves to quality checks by the Central Balance Sheet Office. Before the actual analysis, a lengthy exploratory exercise was therefore conducted on the gross data. Overall, while some imperfections were found, they were confined to a small number of cases so that the results can be considered generally reliable.

			One of the checks conducted during the exploratory phase concerned consistency between the annex on shareholdings and the corresponding asset items, i.e. the financial fixed assets but also occasionally cash investments. It was found that 97 % of companies declaring shareholdings in the annex also reported corresponding assets on the balance sheet. Moreover, there was generally an explanation for the occasional divergence. For instance, total write-downs may be recorded on financial fixed assets (e.g. if the company in which a stake is held has gone bankrupt or into liquidation), so that the net book value of the shares is zero. Moreover, in theory, the concept of a participating interest is based primarily on the power to exercise control over the undertaking. While that control is usually associated with a shareholding, it may also be exercised in other ways, e.g. if a company has the power to appoint the directors or to exercise decisive influence over the management of a third undertaking.

			4.2Long-term trends

			During the 20 years under review (22), the number of participating interest links more than doubled, from 36 570 in 1996 to 79 258 in 2015 (see chart 10). For 2015, the breakdown of the links is as follows according to the type of annual accounts of the owner company : 30 202 links were declared in the full-format model, 46 876 in the abbreviated formats and 2 180 in other types of annual accounts (mainly filed by banks, insurers, NPIs and foundations).
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			The number of firms with at least one shareholding link also displayed an upward trend over the last 20 years as a whole, reaching 95 018 in 2015 (see chart 11).
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			That figure can be broken down into 30 391 firms that were purely investors, 55 653 that were purely investees, and 8 974 that were both investors and investees. It should be noted that while the number of investor companies is considered exhaustive – since we have information on all entities operating in Belgium – that is not the case for investee companies, as the database cannot identify the Belgian companies in which foreign counterparties own a stake.

			While group relationships have developed consistently in absolute terms, we must point out that over the same period many firms were set up and, taking all formats together, the number of annual accounts filed by companies at the Central Balance Sheet Office increased considerably, from 215 065 in 1996 to 405 633 in 2015. The question was therefore whether, in proportionate terms, there are more group links nowadays than in the past. As is evident from table 4, the proportion of companies with at least one shareholding link has indeed increased over time, but to a relatively lesser degree : it edged upwards from 12.1 % in 1996 to 15.2 % in 2015 in the case of abbreviated formats, and from 64.1 to 71.2 % for full formats. Those proportions are likely to change in the future, following implementation of the EU Directive (see above). Another point is that, in the case of the abbreviated formats, the analysis is distorted by the fact that the Central Balance Sheet Office collects annual accounts from all Belgian firms operating in the form of a company : in practice, that includes a very large number of small companies which are unlikely to have participating interests, such as companies set up by self-employed workers.
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			Overall, this growth of connections between firms reflects the general trend towards an increase in the number of legal structures, as firms have become more inclined to create separate companies for each function or activity. While that trend has concerned all branches of activity, it has been driven in particular by numerous companies set up in spheres which are, by nature, conducive to participating interests. This primarily concerns “business and other management consultancy activities” (NACE-BEL 70 220), a branch which includes companies whose object is to take part in the management of other businesses (23). It also concerns “head office activities” (NACE-BEL 70 100), comprising mainly holding companies or those performing financial functions inside groups of companies (in-house banks, cash-pooling companies, etc.). In addition, the real estate sector has likewise influenced the trend via the development of companies intended to operate and rent out properties : these real estate companies are generally firms in which other companies have a participating interest, whereas most companies in the other two branches hold participating interests themselves.

			4.3Characteristics of shareholding links in 2015

			Of the approximately 80 000 links identified in 2015, 66 % concerned companies based in Flanders, 18 % related to firms with their head office in Wallonia, and 17 % concerned firms based in Brussels. The Brussels companies have a participating interest profile which is clearly different from that of firms based in Flanders or Wallonia : the latter tend to have intra-regional links – in Flanders, both partners are based in the Flemish Region in 76 % of cases, while the figure for Wallonia is 70 % – whereas Brussels-based firms invest more outside their Region, and in particular abroad (see table 5). Thus, more than a third of the stakes owned by Brussels firms concern rights acquired in foreign undertakings, while that proportion is around 20 % if the owner company is Flemish or from Wallonia. This peculiarity is partly due to the Brussels economic fabric, comprising numerous head offices of international undertakings.

			The foreign investee companies can also be broken down by country (24). As table 6 shows, these foreign companies originate primarily from the countries bordering on Belgium, i.e. France (6 %), the Netherlands (4 %), Luxembourg (2 %) and Germany (1 %). Then comes a wide variety of countries : altogether, Belgian companies owned participating interests in more than 177 countries in 2015, representing the great majority of countries in the world (the UN recognises just under 200 countries).
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			Another aspect of the shareholding links concerns their intensity. That can be measured, for instance, by the direct participation rate declared by the investor firms. To avoid double counting, we disregarded any declared indirect links (which reflect the additional control that a firm may exercise over a third company via its subsidiaries). It must be stressed that the direct participation rate does not give a perfect picture of the intensity of the links between firms. It can in fact be zero (as in the case of 2 % of links) if the firm does not own any shares in the third company but exercises indirect control via its subsidiaries (25). Also, if the investor firm holds corporate rights of varying types (a situation that only concerns a small number of participating interests), it states various percentages for the same stake, making interpretation difficult.
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			A stake of at least 10 % in the investee equity implies a presumption of a participating interest, which is why – unless there is evidence to the contrary – once that threshold is passed, a participating interest is mentioned in the ad- hoc annex.

			If the investor company holds more than 50 % of the capital in another company, the latter is regarded de facto as a subsidiary. The Royal Decree of 12 September 1983 de­s­cribes a subsidiary as “any other undertaking if the first undertaking is able, in fact or in law, to exercise decisive influence over the appointment of at least half of the directors of the second undertaking or over its management policy, either by virtue of agreements or as a result of participating interests held in the second undertaking by the first, or indirectly via its direct or indirect subsidia­ries”. This means that, in practice, a firm may be classed as a subsidiary below the 50 % threshold if power of control is demonstrated. From the industrial point of view, it may make sense to acquire a majority stake in order to squeeze out a competitor, to ensure a supplier’s loyalty, to extend the customer base via a local player or to acquire technol­ogy needed to develop the business. From the financial point of view, a majority stake means control over the distribution of the profits made.

			The Company Code describes an affiliated company as “any company other than a subsidiary in which another company holds a participating interest and can exert significant influence over its policy”. That “significant” influence is presumed where the voting rights attached to that participating interest represent 20 % or more of the capital of the investee company.

			Chart 12 shows that most of the participating interests mentioned by firms in their annual accounts concern the parent-subsidiary relationships : 63 % of the links in fact relate to a stake of more than 50 % in the corporate rights. It should be noted that in almost half of cases, the participation rate is actually between 90 and 100 %. More generally, around 80 % of the links recorded exceed the 20 % threshold beyond which a “significant” influence is presumed to be exercised by the investor company. Furthermore, it is evident that the shareholding links are closer if the investee company is foreign, since 73 % of the participating interests in companies based outside Belgian territory refer to subsidiaries in the legal sense, whereas the figure is 61 % for holdings in Belgian firms. We can conclude that companies which invest abroad are keener to exert a decisive influence over the investee company.
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			Finally, the sectoral breakdown of investor companies shows that a large proportion of them come under head offices, management companies and financial activities (see chart 13). That is logical, since those branches of activity primarily imply stakes in other companies. It should be pointed out that companies in these branches generally employ few workers and create relatively little value added since they are usually set up for legal, financial or tax reasons.
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			Conversely, the investee companies are much more often found in the traditional branches of the Belgian economy (such as industry, trade, construction, etc.) and they also employ far more staff, on average. It should be noted that the annual accounts of many large commercial or industrial firms nowadays exhibit a hybrid character, with assets consisting mainly of financial fixed assets, on the one hand, and a profit and loss account which is still largely determined by the operating result (and hence by production activities).

			4.4Groups of firms

			As stated above, the basic data come from the annual accounts of the investor companies, which declare the companies in which they hold participating interests, i.e. the investee companies. It should be remembered that the annual accounts do not contain any usable data on the shareholders of the company filing the accounts. One of the aims of this study was therefore to cross-check the initial data in order to identify any investor company shareholders in the other annual accounts so as ultimately to reconstruct groups of firms.

			For example, if we have the annual accounts of companies A, D, E and F for which the data on participating interests are as follows :

			–Annual accounts of company A :	A → B (“A declares a stake in B”)

				A → C

			–Annual accounts of company D :	D → A

			–Annual accounts of company E :	E → D

				E → A

			–Annual accounts of company F :	F → C

			By combining the data from these four sets of annual accounts we can deduce the diagram shown below, indicating the links. Among other things, this tells us about any firms owning the original investor companies (i.e. A, D, E and F) and the indirect links (e.g. the link between E and B which passes via A).

			[image: ] 

			 By extending this logic to all the annual accounts and levels of participating interest, it was possible, via a number of IT processes, to reconstruct groups of firms. For each firm, the group comprises all the companies in a chain of participating interests leading up or down to the firm, i.e. the companies with a direct or indirect ownership link with the firm, either upstream or downstream. If we look at the example of the above diagram, this means that group A comprises firms B, C, D and E. Conversely, firm F is not part of group A because it does not figure in a chain of links leading up or down to A. By the same logic, group C does include F, just as it does A, D and E, whereas B is excluded.

			One of the aspects investigated concerns the size of the groups thus formed. For a given firm, the group size was defined as the total number of firms upstream and/or downstream. The threshold defining whether or not participating interests are taken into consideration has a significant influence on group size : if we set the threshold at 0 %, i.e. if we take account of all the participating interests recorded, we obtain bigger groups than if we set the threshold at 50 %, for example. However, a 50 % threshold gives us more cohesive groups as the firms are connected by majority stakes from one end of chain of holdings to the other.

			Table 7 presents the breakdown of the firms according to the size of their group, for four different thresholds : 0, 10, 20 and 50 %. For example, at the 20 % threshold, 53 752 firms are connected either upstream or downstream with one other firm by a direct link extending to 20 % or more. Conversely, 13 firms form part of a group of more than 200 firms. The main conclusion to be drawn from the table is that the vast majority of companies belong to small groups, while a minority form part of large groups. It should be noted that this conclusion concerns the data available from the Central Balance Sheet Office, which are by nature incomplete. For one thing, they do not contain any information on stakes held by foreign companies in Belgian companies. Also, while we know the stakes held by Belgian companies in foreign companies, the chain ends at that stage, whereas those foreign companies may in turn hold stakes in other companies. These two points explain why the large groups identified are mainly Belgian.
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			4.5Participating interests and risk of default

			This section discusses some first findings on the link between group relationships and financial risk. The analysis is based on the identification of failing companies : a company is considered to be failing if it is subject to bankruptcy proceedings within three years after the closing date of its annual accounts (26). The analysis concerned the annual accounts for the 2013 financial year, and hence failures occurring in 2014, 2015 and 2016. The default rates seen on that basis can be interpreted as an estimate of the risk of bankruptcy within three years.

			Chart 14 presents the observed default rates according to the characteristics of the groups of firms as defined above. The main conclusion is that, all other things being equal, (a) the default risk is considerably lower for companies forming part of a group, especially in the case of investor companies, and (b) the default risk declines as the group size increases. These conclusions are valid for the great majority of branches in the economy. Admittedly, the differences in the rates may seem minor at first sight, owing to the low percentage of bankruptcies recorded each year in Belgium (27). Nonetheless, the rate drops by more than half between individual firms (2.35 %) and investor companies (1.03 %), for example. Similarly, the rate is close to zero for groups comprising more than ten companies.

			The group variables were also tested in the multivariate environment of the financial health indicator used by the Central Balance Sheet Office in its company files. Those first tests showed that the addition of such variables to the existing model improves its predictive quality. More detailed studies are therefore needed on this subject.

			Conclusion

			The transposition into Belgian law of the EU Directive on financial statements had a significant impact on the statistical interpretation of the annual accounts. The new provisions lead among other things to a considerable reform of the concepts of large and small firms within the meaning of the Company Code : they also modify the content of the annual accounts and the accounting treatment of certain items, such as research costs and exceptional results. These new provisions applicable to financial years commencing after 31 December 2015 create an unprecedented break in the Central Balance Sheet Office data series.
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			Some general lessons can still be drawn from the annual accounts relating to 2016. If we neutralise the impact of the change in the method of amortising research costs and the influence of certain one-off operations by multinationals which have no effect on real economic activity, the growth of the aggregate operating result was very stable in 2016, in both gross and net terms. That stability reflects an economic environment which combines mo­derate activity growth with a favou­rable trend in the main costs that firms incur (notably wages and commodity purchases). Overall, profitability also remained fairly stable in 2016 : while most of the profitability ratios were up slightly in globalised terms, there was hardly any improvement in the distribution measurements.

			As regards solvency, a marked rise in the median ratios of SMEs has been the main feature in recent years. This fundamental trend was evidently due to the changes in the tax treatment of liquidation surpluses, encouraging small firms to retain their taxed profits in house, first in the form of company capital and then in the form of special “liquidation” reserves. While the main solvency figures reflect a steady improvement, it must be remembered that 17 % of the firms considered are in a negative equity situation, and that is an important financial warning light. The bankruptcy statistics also point to renewed vulnerability in recent months : after three years of decline, the number of bankruptcies began rising again from the third quarter of 2016.

			In accordance with the trend evident since the eruption of the financial crisis, interest charges dropped further in 2016, in the context of a still highly accommodative monetary policy. Combined with the high level of capacity utilisation and the substantial cash reserves, the persistently low interest rates may encourage firms to invest. In that regard, it seems that the tangible fixed asset renewal rate of most firms, though still significantly below the levels prevailing before the 2008-2009 recession, has been tending to pick up for several years now.

			The last part of the article sheds light on the equity relationships between firms as declared in the annex to their annual accounts. Among the main conclusions derived from that analysis, we find that shareholding links are generally close : in almost two-thirds of cases, majority stakes are held. We also find that group relationships have intensified over the past 20 years, reflecting a general trend towards a multiplicity of legal structures, as firms have become more inclined to create separate companies for each function or activity. While that trend has concerned all branches of activity, it has been driven in particular by numerous companies set up in spheres which are, by nature, conducive to participating interests. This primarily concerns “management” companies, as well as head offices and holding companies. The companies in these branches generally employ few workers and create relatively little value added, because they are usually set up for legal, financial or tax reasons. Conversely, in the traditional branches of the Belgian economy (such as industry, trade, construction, etc.), investor companies employ far more staff, on average. It should be noted that the annual accounts of many large commercial or industrial firms nowadays exhibit a hybrid character, with assets consisting mainly of financial fixed assets but a profit and loss account which is still largely determined by the operating result (and hence by production activities).

			By combining the original data declared by firms, the analysis also enables us to reconstruct groups of companies. In particular, this work shows that the great majority of companies with participating interests belong to very small groups, while a minority of firms are part of very large groups. Finally, some initial findings are discussed regarding the relationship between participating interests and financial risks. In this respect, we find that the risk of bankruptcy is significantly lower for companies forming part of a group, especially in the case of investor companies, and that this risk tends to decline as group size increases.

			 

			
				
					(1)	The threshold of 100 FTE which automatically implied submission of full-format accounts even if the turnover criteria and balance sheet total were not exceeded has been dropped. The concept of the number of employees has also been extended to take account of company employees working abroad.

				

				
					(2)	For details of the rules on application of these criteria, see Opinion of the Accounting Standards Board of 13 April 2016 (CNC 2016/3).

				

				
					(3)	As regards companies which did not file accounts for 2015 but did do so for 2016, by far the majority were new start-ups.

				

				
					(4)	It must be remembered that there is a negative correlation between the quarterly growth of bankruptcies and GDP growth, with a coefficient of –0.47 over the period 2001-2017. The introduction of a time lag of one or two quarters between the two variables results in a less marked correlation (–0.35 with a time lag of one quarter, –0.21 with a time lag of two quarters).

				

				
					(5)	Mainly operating taxes and charges.

				

				
					(6)	See Opinion of the Accounting Standards Board of 10 October 2012 (CNC 2012/13).

				

				
					(7)	More specifically, this is the deduction for investment in environment-friendly R&D and the tax credit for R&D.

				

				
					(8)	In the abbreviated and micro formats, the annex does not provide a breakdown of intangible fixed assets by type. Consequently, it is not possible to separate research and development costs in those formats.

				

				
					(9)	Transposition of Directive 2013/34/EU led to reallocation of the exceptional elements between operating income/expenditure and financial income/expenditure in the profit and loss account. These non-recurring elements relating to operating or financing activities nevertheless appear under a specific item so that it is still possible to separate them from the recurring elements, which are the only ones taken into consideration here.

				

				
					(10)	Annex 3 presents a sectoral breakdown of the results obtained for the return on equity ratio.

				

				
					(11)	Reminder : winsorisation at percentiles 5 and 95 means that values below percentile 5 are set at percentile 5, while values above percentile 95 are set at percentile 95.

				

				
					(12)	The ratio is not calculated in the case of negative equity.

				

				
					(13)	Annex 4 presents a sectoral breakdown of the results obtained for the degree of financial independence.

				

				
					(14)	Under the transitional arrangement in Article 537 of the Income Tax Code, dividends corresponding to the reduction in the taxed reserves, of which the amount received was immediately added to the company capital and retained for a specified period (four years in the case of small firms, eight for large firms) still qualified for the reduced rate of 10 %.

				

				
					(15)	According to the Law’s explanatory memorandum, it was decided to keep this alternative arrangement “in response to complaints from many self-employed persons pursuing their activities in the form of a company who expected to be able to pay out their reserves on liquidation at a rate of 10 % in the future”. See the draft Programme Law of 28 November 2014 (parliamentary paper DOC 54 0672/001, Belgian Chamber of Representatives).

				

				
					(16)	This scheme came into force from the 2014 financial year. A catch-up measure was also introduced for earnings retained in the business and relating to the 2012 and 2013 financial years ; allowing firms to add those earnings to the liquidation reserve too.

				

				
					(17)	Originally, this tax rate stood at 15 %. It was increased to 17 % for reserves formed during a taxable period concerning the 2017 tax year or an earlier year, and to 20 % for reserves relating to the 2018 tax year at the earliest.

				

				
					(18)	According to government statements, the corporate tax reform, among other measures, will lower the rate of tax on companies, cutting the nominal rate from 33 % to 29 % from January 2018, then to 25 % from the following year. The rate applicable to SMEs will actually be 20 % for the first € 100 000.

				

				
					(19)	Annex 5 presents a sectoral breakdown of the results for this ratio.

				

				
					(20)	Annex 6 presents a sectoral breakdown of the results obtained for this ratio.

				

				
					(21)	See Vivet D. (2014), “Results and financial situation of firms in 2013”, NBB, Economic Review, December, 77-102.

				

				
					(22)	The period studied covers the financial years from 1996 to 2015, as 2016 was not complete when this article went to press. 

				

				
					(23)	On the subject of management companies, see for example Herve L. (2012),  Les sociétés de management en 2012, Pacioli n° 345, IPCF-BIBF, and Mormont H. (1999), La société de management et la jurisprudence des juridictions sociales, Pacioli n° 52, IPCF-BIBF.

				

				
					(24)	Reminder : apart from a few exceptions, the investor companies are all incorporated under Belgian law. 

				

				
					(25)	In many cases where the direct rate is missing, the reporting companies mention an indirect equity link, which exceeds 50 % in more than a third of cases.

				

				
					(26)	This is the definition used in developing the financial health indicator included in the Central Balance Sheet Office company files.

				

				
					(27)	It is a peculiarity of most risk analyses that they only predict uncommon events.
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CHART 14 DEFAULT RISK ACCORDING TO PARTICIPATING INTERESTS
(defauit rate recorded at three years for companies filng annual accounts relating to the 2013 financial year)
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CHART 11 CURRENT ACCOUNT AND LENDING BALANCES IN GERMANY
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CHART 1 THE MONETARY POLICY MEASURES TAKEN IN THE EURO AREA FROM THE SUMMER OF 2014 MADE IT POSSIBLE TO
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ANNEX 1 DEFINITION OF THE FINANCIAL RATIOS  (continued 2)
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CHART 5 GROWTH PROFILE OF YOUNG FIRMS AFTER FIVE
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(1) The sample used has been scaled down to avoid any bias in the results from
the 2008 recession.






OEBPS/image/27.png
CHART 1 DEVELOPMENTS AND VOLATILITY OF GDP GROWTH AND INFLATION IN ADVANCED ECONOMIES
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CHART 3 LINKS BETWEEN PRODUCTIVITY, SOLVENCY, PROFITABILITY AND NEW LOANS
estimates for the period 2006-2015)
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CHART 6 DOMESTIC EMPLOYMENT, WORKING TIME AND
PRODUCTIVITY

(contribution to GDP growth, percentage points, data
adjusted for seasonal and calendar effects)

05

00

05

T EE N RN NN RN R N
2014 2015 2016 2017e 2018e 2019 2020e

[ Domestic employment
1| Hourly productivity
I Average working time

— p.m. Real GDP.

Sources: NAJ, NBB.






OEBPS/image/57.png
CHART 8 AVERAGE INTEREST CHARGES ON FINANCIAL
DEBTS

(in %, large firms)
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CHART 1 BREAKDOWN OF BANK LOANS PER
PRODUCTIVITY QUINTILE

(data for 2015, in % of the total)

I [ v v
Productivty quintiles

1 Loans®
I Employment®
| Capital stock®

B valve added

Source: NBB.
(1) Outstanding total of long-term loans authorised.
(2) Expressed as full-time equivalents.

(3) Non-finandal fixed assets.
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CHART 12 INTENSITY OF THE DIRECT SHAREHOLDING LINK
(in %)
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TABLE 3 GDP AND MAIN EXPENDITURE CATEGORIES
(seasonally adjusted volume data; percentage changes compared to the previous year, unless otherwise stated)

2016 017e 018 019 200e
Household and NPI final consumption expenditure 17 12 15 18 16
General government final consumption expenditure 05 08 07 06 07
Gross fixed capital formation 36 1.0 38 25 22
general government -3.1 27 6.4 -12 3.0
housing 26 -06 05 23 20
business 49 13 a4 30 21
p-m. Domestic expenditure excluding change in inventories"" 1.8 1.0 1.8 1.7 1.5
Change in inventories ™ 02 04 -0.1 0.0 0.0
Net exports of goods and services -06 03 -0.1 -0.1 -0.1
Exports of goods and services 75 47 43 39 34
Imports of goods and services 84 44 45 40 35
Gross domestic product 15 17 17 16 14

Sources: NAJ, NEB.
(1) Contribution to the change in GDP compared to the previous year, in percentage points.
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CHART 13 VALUE ADDED CONTENT OF GERMANY'S GROSS
FIXED CAPITAL FORMATION ORIGINATING
FROM EUROPEAN TRADING PARTNERS

(by country of origin, al sectors, in % of total value added of
country of origin, averages for 2007-2011)

Source: OECD.
(1) No distinction in gross fixed capital formation by government and private sector
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TABLE 6 GENERAL GOVERNMENT ACCOUNTS
(in % of GDP)

2016 017e 018 019 200e
General government

Revenue 507 511 504 499 499
Primary expenditure 503 297 494 493 493
Primary balance 04 13 1.0 06 06
Interest charges 29 25 23 22 21
Financing requirement (-) or capacity -1.2 -13 -15 -15
Overall balance per sub-sector

Federal government” -25 -11 038 -15 -14
Social security -0.1 0.0 0.0 0.0 0.0
‘Communities and Regions " 0.0 -0.1 -05 -0.2 -02
Local authorities 02 01 00 01 0.1

Sources: NAI, NBB.

(1) These figures ncluce the achances on the region) adiion) percentages on personalncome ax athough,according to the methodology of the ESA 2010, those atances
are regarded as purely finandial transactions and the regional addtional percentages are only taken into account at the time of collection
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CHART 4 (COUNTERCYCLICAL FISCAL POLICY
(in % of GDP)
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TABLE 6 GEOGRAPHICAL BREAKDOWN OF INVESTEE COMPANIES

Country Number of Country Number of Country Number of
companies ‘companies ‘companies
Belgium 49031 Czech Republic 201 Ireland 94
France 3687 Brazil 166 Bulgaria 84
Netherlands 2342 India 163 South Africa 84
Luxembourg 1182 Portugal 154 Denmark 80
Germany 761 Turkey 154 Austria 74
United States 641 Slovakia 144 Greece 67
United Kingdom 583 Russia 140 Japan 65
Spain 510 Hungary 133 Cyprus 63
Poland 431 Sweden 130 United Arab Emirates 58
Italy 389 Canada 18 Argentina 57
Hong Kong 323 Singapore 107 Chile 57
Romania 248 Morocco 106 D-R. of Congo 53
Switzerland 244 Australia 99 Ukraine 52
China 233 Mexico 98 Rest of the world 1156

Source: NBB.
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CHART 3 GEOGRAPHICAL SITUATION BY MUNICIPALITY

(autonomous firms set up between 1995 and 2009 per
1000 inhabitants aged 18 to 64 years old)

Source: NBB.
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SIGNIFICANCE TESTS ON DIFFERENCE BETWEEN MEDIANS

(H,” median for gazelle = median for other group, H, - median for gazelle = median for other group;
autonomous firms set up between 1995 and 2009, over the first fiv years of actiity)

Variables Significance threshold for testing bl n L] 1 i
the difference in medians for gazelles against

Number of suppliers  Young moderate-growth firms 0126 0.027 0.000 0.000 0.000
Other young firms 0.000 0.000 0.000 0.000 0.000
Mature firms 0.000 0,000 0.000 0.000 0.000
Number of ‘Young moderate-growth firms 0.000 0307 0.078 0.003 0.110
professional dlients Other young firms 0000 0.000 0.000 0.000 0000
Mature firms 0122 0,000 0.000 0.000 0.000
Number of products  Young moderate-growth firms 0.000 0.000 0.000 0.000 0.000
exported Other young firms 0000 0000 0.000 0,000 0000
Mature firms 0.000 0,000 0.000 0.000 0.000
Number of ‘Young moderate-growth firms 0.000 0.000 0.000 0.000 0.000
destinations Other young firms 0000 0.000 0.000 0.000 0000
for exports
Mature firms 0.000 0,000 0.000 0.000 0.000
Number of products  Young moderate-growth firms 0.000 0.000 0.000 0.000 0.000
imported Other young firms 0000 0000 0.000 0,000 0000
Mature firms 0.000 0,000 0.000 0.000 0.000
Number of ‘Young moderate-growth firms 0.000 0.000 0.000 0.000 0.000
countries of origin Other young firms 0000 0.000 0.000 0.000 0000
for imports
Mature firms 0.000 0,000 0.000 0.000 0.000
Amounts invested ‘Young moderate-growth firms 0.006 0.000 0.000 0.000 0.000
in tangible assets Other young firms 0000 0.000 0.000 0.000 0000
Mature firms 0.000 0,000 0.000 0958 0.000
Amounts invested ‘Young moderate-growth firms 0.000 0.052 0617 0.073 0.044
in intangible assets Other young firms 0.002 0.000 0.000 0.000 0000
Mature firms 0.000 0,000 0.000 0.000 0.000

Source: NBB.

Note: The figures in the table represent the thresholds below which the median for gazelles can be considered to be significantly different from the median for the other group
of firms examined. In most cases, the median for gazellesis higher than that for the other groups; when this is not the case, the thresholds are indicated in itaics.






OEBPS/image/Art5-Txt-Tab01-E.png
TABLE 1 DETERMINANTS OF YOUNG FIRMS' GROWTH®

(ordered probit, autonomous fimms set up
between 2003 and 2009)

Explanatory variables Coefficents®  Standard
deviation
Number of employees (in log) 0.086%** (0.021)

Integration into the domestic
production network (in log)

Number of clients 0.112%%* (0.017)
Number of suppliers -0.025 (0.019)

Place in international trade

Only exporting 0.478*** (0.146)
Only importing 0276*** (0.106)
Exporting and importing 0.381%** (0.104)

Investment (in log)
In tangible assets 0.021%** (0.003)
In intangible assets 0.013*** (0.004)

Estimated threshold®

of survival -0.758

of moderate growth 1399

of high growth 1.765
Annual binaries Yes
Sectoral binaries Yes
R2 00585
Number of observations 7887

Source: own calculations.

(1) In view of the small amount of data available, the workforce skils level is not
included in this regression

(2) A postne coeficint indites 2 hher probabily of  young fim snting and
posting high S yoan o by e coebcms
e han st respedine esholds o . 550 105

(3) Muttiplying the various coefficients by the data available in ech of the firms
surveyed gives a total figure for each firm in our sample. The thresholds
presented indicate which value a firm must reach in order to survive and be able
o move up into a group of enterprises with a higher growth profile
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CHART 6 LENDING AT VARIABLE INTEREST RATES COMPARED TO LENDING AT FIXED RATES IN THE EURO AREA

PROPORTION OF THE TOTAL OUTSTANDING LOANS TO

HOUSEHOLDS AND NON-FINANCIAL CORPORATIONS INTEREST RATE ON OUTSTANDING LOANS TO HOUSEHOLDS AND
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Sources: ECB, own calculations.
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TABLE A2 DETERMINANTS OF A FIRM'S PROBABILITY OF EXIT

(marginal effects estimated using a complementary log-log model, data for the period 2006-2015)

Explanatory variables Productivty quinties
' I " v v
Credit used (in % of balance sheet total) —0.58*** —1.26%*% 240%k% _2.4%% 3617
Credit lines used (in % of balance sheet total) 0.26%* -0.40 022 -1.00% -0.19
Employment in full-time equivalents (logarithm) —0.08%** —0.18%** —0.17*** —0.24%%x —0.21%%x
Non-financial fixed assets (logarithm) —0.16%** —0.23%*+ —0.27*** —0.27%*x —0.25%**
Earnings before interest and taxes
(in % of balance sheet total) —0.92%** —1.14%xx —0.47%%* -0.36** -0.07
Part of a group -0.04 —033%%%  032%%%  _036%**  -050%**
Age category (base: 10-14 years)
Less than a year -032 027 0.04 -053 -013
1 year 022%% 021 027 ~0.75% -013
2 years 0.15%% 0.60 -0.05 —031%** 026
3-4 years 0.16%+* 0.08 -0.19 —034r* 025
5-6 years 0.14%% 034 -0.10 —0.54%%% 005
7-9 years 018+ 025 0.00 —028*** 0.4
15-19 years 0.17%%% 0.17+* 026***  -0.06 -0.06
20 years or more 0.43%%+ 037+ 032+ 002 -013
Fixed effects: years Yes Yes Yes Yes. Yes
Number of observations 184024 185732 185878 185515 183 076

Source: NBB.

(1) A marginal effect corresponds to the impact of the change in one unit of an explanatory variable on the logarithm of the exit probability

* significant at 10 9%; ** significant at 5 %; *** significant at 1 %.
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RULE FOR OPTIMUM FISCAL POLICY, SHOWN FOR NEGATIVE OUTPUT GAP
(in % of GDP)
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CHART & HOUSEHOLD CONSUMPTION AND DISPOSABLE INCOME?
(volume data, percentage changes compared to the previous year, unless

otherwise stated)

COMPOSITION OF DISPOSABLE INCOME

'CONSUMPTION, DISPOSABLE INCOME AND SAVINGS RATIO (growth contributions)
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I Consumption (eft-hand scale)
Bl Disposable income (left-hand scale)
—— Savings ratio (in % of disposable income, right-hand scale)

2015 2016 2017e 2018e  2019e  2020e

—— Disposable income, of which
[ Wages and salaries®
101 Property income (net)
| secondary income distribution®®

I other

Sources: NAJ, NEB.
(1) Data deflated by the household consumption expenditure deflator
(2) Excluding employers' socal contributions.
3) Including employers' socal contributions.

(@) “Other comprises the gross operating surplus and gross mixed incorme (of self-employed persons).
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CHART 2 'YOUNG FIRMS IN BELGIUM: BUSINESS CREATIONS, SURVIVAL AFTER FIVE YEARS AND GROWTH PROFILE

(autonomous firms set up between 1995 and 2009)
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Source: NBB.
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TABLE 1 FIRMS’ CHARACTERISTICS BY PRODUCTIVITY LEVEL
(data for 2012; in %, unless otherwise state)

Productivty quintiles

' I " v v
Share of firms with intangible assets” 180 211 250 295 354
Share of firms belonging to a group? 103 133 206 320 50.1
Profitability® -05 43 6.0 7.7 102
Solvency® 205 26.1 29.1 321 357
Exit rate® 37 19 16 12 12
Growth in employment (change between 2013 and 2015) -16.1 -68 21 02 21
Average employment (full-time equivalents) 24 36 6.1 125 424

Source: NBB.

(1) Refers to intangible assets, comprising research and development expenses, concessions, patents,licences, trade marks, goodwill, software, etc.

(2) Firms owning other Belgian or foreign companies, or owned by them, with holdings of at least 10 % of the share capital

(3) Median ratio of earnings before interest and taxes to total assets.
(@) Median share of equity capital i the balance sheet total
(5) Firms active in 2012 that ceased trading o went bankrupt in the following three years.
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CHART 4 ILLUSTRATION OF THE TOTAL EFFECT ON A
BANK'S ECONOMIC RESULTS OF A REDUCTION
IN THE KEY INTEREST RATE BELOW ZERO®®

+

Immedate effects

Capital gains realised on marketable assets

Losses on the net interest margin due to reinvestment of the
proceeds from selling the marketable assets @

Gains on provisions for variable-rate loans.

Gains on loans associated with the improvement in
macroeconomic conditions (progressive with ceiling)

Losses on the net interest margin associated with varizble-rate
loans

Losses on the net interest margin associated with the
refinancing of fixed-income assets (progressive with ceiling) ©!

Source: NBB.

(1) The total effect on the result is assessed in relation to the counterfactual
situation in which the key interest rate is not lowered. The size of the gains and
osses and their time profile are purely an llustration. In practice, the size and
time profile of the gains and losses of each bank will depend on the structure of
the bank's balance sheet (see section 4 of this artice).

(2) The diagram assumes that (a) the bank's liabilties excluding its own funds consist
entirely of retail deposits on which the interest rates remain totally unchanged
when the key rate falls below zero; (b) the bank does not hold shares and sells
alits marketable fixec-income bonds as soon as the key interest rate falls. it
also reinvests the proceeds of those sales (including capital gains) in marketable
fixed-income bonds of the same type.; (c) the bank's activity is based mainly on
its intermediation margin (ans ~ deposits): it does not recelve any trade margin
o other fees or commission; (d) the bank generally conforms to *business as
usual® behaviour

(3) Effects directy linked to the downward rigidity of retail deposit interest rates.
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CHART 6 PUBLIC INVESTMENT IS CURRENTLY VERY LOW
IN SOME EUROPEAN COUNTRIES (FIXED CAPITAL
INVESTMENT, 2016)
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|| Gross fixed capital formation
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Source: EC.
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TABLE 3 AVERAGE INTEREST CHARGES ON FINANCIAL
DEBTS ACCORDING TO THE SHARE
OF INTRA-GROUP FINANCING

(2016, in %, large firms)

Share of intra-group loans Average interest

in the finandal debts charges
No intra-group loans 3.82
Less than 20 % 354
Between 20 and 40 % 351
Between 40 and 60 % 366
Between 60 and 80 % 293
Over 80 % 294

Source: NBB.
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CHART 9 INVESTMENT IN INTANGIBLE ASSETS
(autonomous firms set up between 1995 and 2009)

SHARE OF FIRMS " INVESTING IN INTANGIBLE ASSETS

MEDIAN INVESTMENT IN INTANGIBLES®

(in % of the total, by category) (in € thousands)
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—— Gazelles L |
—— Young moderate-growh firms Young firms
—— Other young firms
®  Wature fims T T Tt T T
Source: NEB.

(1) The statisticl test shows that the medians for gazelles and young moderate-growth firms are not significantly different in T3.
(2) The observations for mature firms relate to their median investment between at least their 11 and their 15% years of activy.
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TABLE 5 PRICE AND COST INDICATORS
(percentage changes compared to the previous year, unless otherwise stated)

2015 2016 017 2018 2019e 200e
Private sector labour costs®
Labour costs per hour worked 0.1 -07 19 22 25 27
of which: Indexation 01 06 16 16 15 16
Labour productivity@ 17 -06 03 05 08 08
Unit labour costs -16 -0.1 16 17 17 19
p.m. Labour costs per hour worked according to the national
accounts® 02 -08 17 21 24 26
Core inflation 16 18 15 15 17 18
Energy -80 -06 98 14 -03 -03
Food 18 31 13 21 22 19
Total inflation (HICP) 06 18 22 16 16 16
p.m. Inflation according to the national consumer price index
(NCPI) 06 20 21 15 16 16
Health index® 10 21 18 14 16 16

Sources: EC, FPS Employment, Labour and Social Dialogue, NAI, NBB.
(1) Labour costs per hour worked are not shown here according to the national accounts concept but according to a broader concept that also includes reductions in contributions
for target groups and wage subsidies. That concept gives a better dea of the true labour cost for firms.

(2) Value added in volume per hour worked by employees and self-employed persons

(3) Exduding wage subsidies and reductions in contributions for target groups.

(@) Measured by the HICP excluding food and energy.

(5) Measured by the national consumer price index excluding tobacco, alcohol and motor fuel
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CHART 4 MOVEMENTS OF FIRMS ACROSS THE
PROFITABILITY DISTRIBUTION

(percentages)
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Source: NEB.

(1) Measured on the basis of the ratio of earnings before interest and taxes to total
assets
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ANNEX 1

DEFINITION OF THE FINANCIAL RATIOS.

1.

2.

3.

4.

5.

Gross margin on sales

Numerator@ (N)
Numerator® (N)

Denominator (D)
Condition for calculation of the ratio:
Simplified format: D > 0

Net margin on sales
Numerator@ (N)

Numerator® (N)

Denominator (D)

Condition for calculation of the ratio:
Simplified format: D > 0

Gross return on operating assets
Numerator® (N)
Numerator® (N)

Denominator (D)

Conditions for calculation of the ratio:
12-month financial year
D> 0@

Net return on operating assets

Numerator®@ (N)
Numerator® (N)
Denominator (D)

Conditions for calculation of the ratio:
12-month financial year
D> 0@

Net return on total assets before tax and financial

charges

Numerator®@ (N)
Numerator® (N)

Denominator (D)
Condition for calculation of the ratio:
12-month financial year

tem numbers allocated

In the full format

In the abbreviated format®

9901 + 630 + 631/4 + 635/7

9901 - 76A + 66A
+630+631/4 +635/8

70 +74-740

9901 + 9125
9901 - 76A + 66A + 9125
70 +74-740

9901 + 630 + 631/4 + 635/7

9901 - 76A + 66A
+630+631/4 +635/8

20+21+22/27+3
+40/41 +490/1

9901
9901 - 76A + 66A

20+21+22/27+3
+40/41 +490/1

9904 + 650 + 653 — 9126
+9134

9904 + 650 + 653 - 9126
+9134

20/58

9901 + 630 + 631/4 + 635/7

9901 - 76A + 66 A
+630+631/4 + 635/8

70

9901 + 9125
9901 - 76 A + 66A + 9125
70

9901 + 630 + 631/4 + 635/7

9901 - 76A + 66 A
+630+631/4 + 635/8

20+21+422/27+3
+40/41 + 490/1

9901
9901

20+21+422/27+3
+40/41 + 490/1

9904 + 65 - 9126 + 67/77

9904 + 65 - 67/77

20/58

(1) The formias indicated for financial years commencing after 31 Decerber 2015 are also valid for the micro format
(2) Financial years commencing before 1 January 2016
(3) Financial years commencing after 31 Decernber 2015.

(@) Condition valid for calculating the median but not the globalised figure.
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CHART 2 GDP AND BUSINESS CONFIDENCE
(data adjusted for seasonal variations and calendar effects,
unless othenwise stated)
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Sources: NAI, NBB.
(1) Non calendar adjusted data.
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CHART 2

IMPACT OF THE CHANGE IN THE METHOD OF

WRITING OFF RESEARCH COSTS

(€ million, large firms)
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(1) Firms filing full-format accounts for both 2015 and 2016.
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BREAKDOWN OF YOUNG FIRMS BY THEIR GROWTH RATE: CRITERIA USED

High growth (gazelles Moderate growth Other
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T, < €2 000 000 T,.3— T,2 €1400 000 €600000< 7,3~ T, < €1400 000 T3 = T, <€.600 000
Source: NEB.

Note: where £ = the first and second year available.
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TABLE 4 LABOUR SUPPLY AND DEMAND
(seasonally adjusted data; change in thousands of persons, unless otherwise stated)

2014 2015 2016 017 2018 2019¢e 200
Total population 55 59 57 58 58 54 55
Population of working age 9 16 16 13 8 4 2
Labour force 33 21 32 43 35 27 21
Domestic employment 20 40 58 69 54 38 30
Employees 14 30 44 58 44 29 22
Branches sensitive to the business cycle™ -1 19 29 42 33 19 12
Public administration and education 8 2 2 3 0 0 0
Other services® 7 9 13 14 12 10 10
Self-employed 6 10 13 n 10 9 8
Unemployed job-seekers 14 -19 -26 -26 -19 -1 -9

p.m. Harmonised unemployment rate® @ 36 36 79 73 7.0 69 69

Harmonised employment rate® 67.3 67.2 67.7 683 69.0 69.5 69.9

Sources DGS, FPB, NA, NEO, NBB.
(1) Agriculture, industy, energy and water, construction, trade, hotels and restaurants, transport and communication, financial activities, property services and business services.
(2) Health, welfare, community, public social services, personal senvices and domestic services.

(3) On the basis of data from the labour force survey.

(@) Job-seekers in % of the labour force aged 15-64 years

(5) Persons in work in % of the total population of working age (20-64 years).
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CHART 8 RECOMMENDATIONS FROM EUROPEAN BUDGETARY FRAMEWORK CURRENTLY USEFUL
(change in structural balance, in % of GDF)
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I Country-specific recommendations (EC ; Ecofin Council)
1 Proposed fiscal rule

Sources: EC, NBB.
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CHART 7 INTEGRATION INTO INTERNATIONAL TRADE

(autonomous firms set up between 1995 and 2009)

EXPORTING COMPANIES

(in % of the total, by category)
30

MEDIAN NUMBER OF EXPORTED PRODUCTS AND OF EXPORTS
DESTINATION COUNTRIES®?

25+

20

n © =] i L

—— Gazelles

—— Young moderate-growth firms
~— Other young firms

®  Mature firms

Gazelles  Moderate growth ~ Others Mature firms.

‘Young firms.

[ Number of destination countries
[ Number of products

Source: NEB.
(1) After five years for young firms and after at least 15 years for mature firms.
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CHART 2 DISTRIBUTION OF INTEREST RATES OFFERED BY A SAMPLE OF 283 EURO AREA BANKS ON RETAIL CUSTOMERS'

DEPOSITS™
(in %)
Jon. 2008
Mey 2010
sept 2012
i
Dec 2013
June 2014
March 2015
H
Jon. 2016
-
o [ —mme = e .
April 2017 —

-*—“Y. e |

[] Households

[~ | Non-financial corporations

Sources ECB, NBB.
(1) The rectangle contains the values between the lower and upper quartiles. The vertical ine in the rectangle indicates the median. The horizontal lines comprise the values
‘the lower quarte less 1.5 times the interquartile range and the upper quartile plus 1.5 times the interquartie range. The large dots indicate the extreme values.
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TABLE 2 DEVELOPMENTS IN THE MAIN AGGREGATES OF THE OPERATING ACCOUNT

(at current prices)
Percentage changes compared to the previous year € percentages
millon of
value
added
2011 2012 2013 2018 2015 2016e  2016e 2016
Value added 43 0.9 15 18 3.2 48 178648 100.0
Staff costs ) 52 28 18 11 11 25 97810 547
Other cash operating
expenses 74 23 05 02 43 67 9593 54
Gross operating result 26 2.2 13 31 6.3 8.0 71246 39.9
Depreciation and write-downs? ) 55 35 24 24 o1 130 35084 196
Other non-cash operating
expenses (3) ) -1a1 120 a4 353 260 18.1 1138 06
Net operating result 0.8 -7.9 0.0 5.4 123 31 35024 196

Source: NEB.
(1) Mainly operating taxes and charges:

(2) On tangible and intangible fixed assets and start-up costs item 630).

(3) Write-downs on inventories, orders in progress and trade receivables, plus contingency provisions.
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TABLE A.1 PROBABILITY OF A NEW LOAN AND AMOUNTS AUTHORISED
(data for the period 2006-2015)

Explanatory variables Binary approach (Ioan=1, no loan=0) Amounts authorised

(Predicted probabilty)  (Average marginal effect”)
(Marginal effect)

Productivity (TFP) in r—1

Quintile | 18950 _ _
Quintile It 210%%% 1100w e
Quintile Ii 21grex 15.5eee .
Quintile IV e 153eee Taner
Quintile V 19.9%* 50 05
Profitability in 1~z
Quintile | 17,000 _ _
Quintile It 202%%% 19.4%ee L
Quintile Iil 21 5mex 26.500n 2
Quintile IV 21grex . S
Quintile V 222%%% J05een S
Solvency in 11
Quintile | 17800 _ _
Quintile It 22arex 25.80en 23
Quintile Ii e proe By
Quintile IV 21grex s Torer
Quintile V 18.0%** 09 -01
Investment @
None 11.grex _ _
In tangible assets 37.0%** 209.6*** 1.2%%%
In intangible assets Togree So.0eer 0 3een
In both tangible and intangible assets 45.0%%* 276.6*** -
Size category (number of employees)
0 18.4% %% — _
19 2040+ 10.9%%* 1pwes
10-49 23 1mex 25geen g
50-249 19,05 36 04
250 or more 136%%% Jrp o
Age category (number of years)
1 year 25.80%x _ _
2 years e Li16men 1
3-4 years 220%%* ~14.8%% —1.geee
5-6 years 21750 —18.0%** —2.4%xx
7-9 years 21150 —18.1 %% —2.awxx
10-14 years 21,0 —18.4%%x —2.4mx
15-19 years 209%%% Tiggres [y
20 years or more 2074 —221%%x —2.9r
Already has a loan?
No 12.9%%% — _
Yes 24,0 86.2%%+ 5.9%ex
Liquidity requirement in 1—1%
No 19 2%%x — _
Yes 2370 20455+ 2.00%x
Part of a group
No 21.2%%% — _
Yes 195w _gowee ogen
Fixed effects: industry (2-digit NACE) Yes Yes Yes
Fixed effects: legal form Yes Yes Yes
Fixed effects: years Yes Yes Yes
Number of observations 942 496 942 496 942496
Source: NBB.

(1) The average marginal effect corresponds to the (percentage) change in the probabilty of 2 new loan in comparison with the reference group.
(2) For the biary approach se thefrs two columns), mestment s 3 binary varible tht takes  vlue of 1 f there i any invesent and O f otherwse. For the authorsed
amount approach (see the last column), investment is a sum expressed in logs.
(3) Liqucly requerents estmated on the b3 ofthe ciference betieen the woring captal requirment and actual working Captal A fn s ceemed 10 e facng gy
needs once this dfference is positive.
* significant at 10 9% ; ** significant at 5 % ; *** significant at 1 %
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CHART 6 DIFFICULTY IN OBTAINING A FIRST BANK LOAN

PREDICTED PROBABILITY OF HAVING A LOAN PREDICTED PROBABILITY OF A NEW LOAN
(in %, 2015) (in %, 2006-2015)
70 30

55 15
50 10
a5 s
0l o
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. “ 3 R

1014
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Age classes

Source: NBB.
(1) Number of years since the firm was establishe.
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INTEREST RATES AND VOLUME GROWTH OF EXPORT MARKETS
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Source: Eurosystem.
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CHART 6 INTEGRATION INTO THE DOMESTIC
PRODUCTION NETWORK

(median number of professional cients, autonomous firms set
up between 2001 and 2009)
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Source: NBB.

(1) During most of the years in question, the statistcal test tels us that the medians
for gazelles and young moderate-growth firms are not significantly different.
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CHART 5 SCATTER PLOTS OF PROFITABILITY RATIOS
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CHART 9 PRIMARY EXPENDITURE OF GENERAL
GOVERNMENT AND GDP

(percentage changes compared to the previous year)

s 5
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1 Adjusted primary expenditure®

—— Real GDP?

Sources: NAJ, NEB.

(1) Primary expenditure deflated by the GOP deflator and adjusted for cyciical,
one-off and fiscally netral factors, and for the effect of indexation. The atter
is due to the difference between the actual indexation (or the theoretical figure
for 2015 and 2016, 2s a result of the approved index jump) of vl service pay
and social benefits and the increase in the GDP deflator

(2) Calendar adjusted data.
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ANNEX 1 DEFINITION OF THE FINANCIAL RATIOS (continued 1)

6. Net return on total assets before tax and financial
charges, excluding exceptional results

Numerator®@ (N)

Numerator® (N)

Denominator (D)

Conditions for calculation of the ratio:

12-month financial year
7. Net return on equity

Numerator (N)
Denominator (D)

Conditions for calculation of the ratio:

12-month financial year
D> 0@

8. Net return on equity, excluding exceptional results

Numerator®@ (N)
Numerator® (N)

Denominator (D)

Conditions for calculation of the ratio:

12-month financial year
D>0@

9. Degree of financial independence

Numerator (N)
Denominator (D)
10. Degree of self-financing

Numerator (N)
Denominator (D)

11. Average interest charges on financial debts

Numerator@ (N)
Numerator® (N)
Denominator (D)

Condition for calculation of the ratio:

12-month financial year

tem numbers allocated

In the full format

In the abbreviated format®

9904 + 650 + 653 — 9126
+9134-76 + 66

9904 + 650 + 653 — 9126
+9134 -76A - 76B + 66A
+ 668

20/58

9904
10/15

9904 - 76 + 66

9904 — 76 A - 76B + 66 A
+ 668

10/15

10/15
10/49

13+14
10/49

650
650
170/4 + 8801 + 43

9904 + 65 - 9126 + 67/77
- 76 +66

9904 + 65 + 67/77 — 76 A
—76B + 66A + 668

20/58

9904
10715

9904 - 76 + 66

9904 — 76 A - 76B + 66 A
+668

10715

10715
10/49

13+14
10/49

65-9125-9126
65
170/4 + 42 + 43

(1) The formuias indicated for financial years commencing after 31 Decerber 2015 are also valid for the micro format.

(2) Financial years commencing before 1 January 2016
(3) Financial years commencing after 31 Decernber 2015.
(@) Condition valid for calculating the median but not the globalised figure.
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EUROSYSTEM PROJECTION ASSUMPTIONS
(in 9%, unless otherwise stated)

2017 2018 2019 2020

(annual averages)

EUR/USD exchange rate 113 117 117 117
Oil price (US dollars per barrel) 543 616 589 573
Interest rate on three-month interbank deposits in euro -03 -03 -0.1 0.1
Yield on ten-year Belgian government bonds 07 08 1.0 13
Business loan interest rate 17 17 19 21
Household mortgage interest rate 21 21 22 24

(percentage changes)

Belgium’s relevant export markets 53 48 42 38

Export competitors’ prices 22 03 20 21

Source: Eurosystem.
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CHART 12

INVESTMENT BY SECTOR IN GERMANY'
(in % of GDP)
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CHART 13 SECTORAL BREAKDOWN OF FIRMS WITH AT LEAST ONE SHAREHOLDING LINK
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Source: NBB.
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TABLE 7 PUBLIC REVENUES
(in % of GDP)

Fiscal and parafiscal revenues
Levies applicable mainly to labour income
Personal income tax
Social contributions
Taxes on corporate profits
Levies on other incomes and on assets
Taxes on goods and services
of which
VAT
Excise duty
Non-fiscal and non-parafiscal revenues

Total revenues

2016 017 018 019e 2020e
438 a4 434 431 431
250 249 244 242 243
11 1.0 107 104 106
14.0 139 137 137 137
34 38 36 36 36
42 42 42 a2 42
12 12 11 1.1 11
68 68 67 67 67
22 23 23 23 22
69 7.0 69 69 68
50.7 511 504 499 499

‘Sources: NAL NBB.
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TABLE 4 PERCENTAGE OF COMPANIES WITH AT LEAST
ONE SHAREHOLDING LINK, BY TYPE OF FORMAT

FILED
(%)
Finandial Abbreviated Full
year formats formats

1996 121 64.1
2015 152 712
Change
(in percentage points) +3.1 +7.0

Source: NBB.
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CHART 2 MODERATE GROWTH ON SUBDUED INFLATION
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Sources EC, ECB
(1) Infiation excluding food and energy.
(2) 5-Year expectations from the ECB Survey of Professiona Forecasters (SPF)
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CHART 10 OPTIMUM FISCAL POLICY FOR THE EURO AREA
(in % of GDP)

CHANGE IN STRUCTURAL BALANCE CHANGE IN STRUCTURAL PRIMARY BALANCE
07
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02

01+

00
2017 2018 2017 2018

I Proposed fiscal rule®
| Proposed fiscal rule + use of fiscal margins@
[0 pure stabilisation objective (without sustainability objective)

Sources EC, NBB.

(1) Calculated as the GDP-weighted average of the euro area countries' objectives, taking into account stabilisation and sustainability objectives.

(2) Asin 1 but with countries that enjoy fiscal margins  i.e. countries without sustainabilty issues — putting their margins (partly) towards expansionary fscal policies
(by applying symmetrically the proposed fiscal rule on sustainabily).
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TABLE 7 BREAKDOWN OF FIRMS ACCORDING TO THE
SIZE OF THEIR GROUP

(number of firms; firms with at least one shareholding link

in2015)

Total number of firms upstream Threshold
and/or downstream
0% 10% 20% 50%
0 0 5218 9235 23679
1 54384 54172 53752 49523
2 16467 16257 15770 12397
3 7789 6944 6362 4252
4 4341 3856 3444 1909
5 2586 2160 1831 982
From 6 to 10 5429 4100 3107 1495
From 11 to 20 2631 1592 1028 537
From 21 to 50 1001 555 407 21
From 51 to 100 183 118 56 27
From 101 to 200 7 28 13 3
Over 200 a2 18 13 3
Total 95018 95018 95018 95018

Source: NBE.
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CHART 7 INFLATION AND DETERMINANTS

otherwise

(percentage changes compared to the previous year, unless
Stated)
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Sources: EC, NAI, NBB.

(1) Difference between the year-on-year rise in unit sellng prices and unit

production costs.
(2) Including wage subsidies and reductions for target groups;
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PROJECTIONS FOR THE BELGIAN ECONOMY: SUMMARY OF THE MAIN RESULTS

(percentage changes compared to the previous year, unless otherwise stated)

Growth (calendar adjusted data)
Real GDP

Contributions to growth
Domestic expenditure, excluding change in inventories
Net exports of goods and services
Change in inventories

Prices and costs
Harmonised index of consumer prices
Health index

GDP deflator

Terms of trade

Unit labour costs in the private sector®
Hourly labour costs in the private sector®

Hourly productivity in the private sector
Labour market

Domestic employment
(annual average change in thousands of persons)

Total volume of labour?®

Harmonised unemployment rate
(in % of the labour force aged 15 years and over)

Incomes

Real disposable income of individuals

Savings ratio of individuals (in % of disposable income)
Public finances

Primary balance (in % of GDP)

Budget balance (in % of GDP)

Public debt (in % of GDP)

Current account
(according to the balance of payments, in % of GDP)

2016 w17e 018e 019e 200e
15 17 17 16 14
18 10 18 17 15
-06 03 -01 -01 -01
02 04 -01 00 00
18 22 16 16 16
21 18 14 16 16
16 20 16 16 15
07 -03 03 01 00
-01 16 17 17 19
-07 19 22 25 27
-06 03 05 08 08
577 694 540 376 298
13 14 11 08 06
79 73 70 69 69
09 12 19 24 18
12 12 15 120 122
04 13 10 06 06
-25 12 -13 -15 -15
1057 1033 102.1 1012 1005
o1 00 o1 01 00

Sources: DGS, EC, NAI, NBB.

(1) Indluding wage subsidies (mainly reductions in payroll tax) and targeted reductions in social contributions.

(2) Total number of hours worked in the economy.
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CHART & COMPOSITION OF LIABILITIES
(in % of the total, autonomous firms set up between 1995 and 2009, during their fifth year of actviy)
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Source: NBB.
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CHART 5 SUSTAINABLE PUBLIC FINANCES MEANS FURTHER FISCAL CONSOLIDATION FOR SOME COUNTRIES

(in % of GDP)

:
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; i Tf1,.,11f%
1 LT
.
—— Medium-term objective (MTO)

—— Structural balance in 2017
4 Consolidation effort still required to achieve MTO
¥ Fiscal margin
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Sources EC, NBB.
(1) For Greece, a new MTO has not yet been defined, since it s stil subject to an assistance programme.






OEBPS/image/56.png
CHART 7 DISTRIBUTION OF THE DEGREE OF FINANCIAL

INDEPENDENCE
(in %, all firms)
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The box plots should be read as follows. The lower and upper edges of the box
correspond respectively to the 1+ and 3¢ quarties_ The line inside the box represents
the median. The ends of the lower and upper whiskers comespond respectively to
the 122nd o" declles. The grey dot indicates the winsorised average (in the 5%and
95" percenties).
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CHART 7 IMPACT OF THE TLTROS ON LENDING TO NON-
FINANCIAL CORPORATIONS
(in % of banks answering the question *To what extent have
the funds obtained from past TLTROS contributed to lending
to non-financil corporations ?°)

20153 2016Q1 20163 2017-Q1

[ Contributed somewhat
| Contributed considerably
[ sasically no impact

Source: ECB, quarterly Bank Lending Survey for the euro area
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CHART 2 RECOURSE TO ALTERNATIVE MEANS OF FINANCE
BY YOUNG FIRMs®

(percentage of long-term funding requirements®, data
for 2015)

Productivity quintiles

I capital

[0 Reserves and accumulated profits (losses)
[ Non-bank long-term loans®

& Total

Source: NBB.
(1) Firms that have been active for at least five years.

(2) Long-term funding requirements are approximated by the sum of fixed assets
and working capital requirements.

(1) Includes both bond issues and other non-bank loans, such as intra-group
financing and loans extended by private individuals
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ANNEX 2 SECTORAL GROUPINGS

Manufacturing industry

Construction

Energy, water supply and waste
Wholesale trade

Retail trade ™
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Real estate activities

Business services®?
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10-33
41-43
3539
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a7
4953
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5863

69-82

(1) Exdluding trade in motor vehicles
(2) Exdluding head office actvities (NACE-BEL 70 100).
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BUSINESS INVESTMENT AND INVESTMENT IN HOUSING

CHART 5
(volume data, percentage changes compared to the previous year, unless othewise stated)

BUSINESS INVESTMENT AND DETERMINANTS INVESTMENT IN HOUSING

‘_l

=

2015 2016 2017e 2018

2015 2016 2017e 2018e 2019e  2020e

N Business investment (adjusted )
1 Gross operating surplus®

Capacity utilisation in manufacturing industry
(in %, right-hand scale)

] tetehand scate

2019¢

2020e

Sources: NAJ, NB.
(1) Adjusted to take account of major purchases of specifc investment goods abroad.

(2) In nominal terms.
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CHART 5 MOVEMENTS OF FIRMS ACROSS THE
PRODUCTIVITY DISTRIBUTION

(percentages)
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Source: NBB.
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CHART 1 BREAKDOWN OF NET JOB CREATION BY
YOUNG FIRMS

(i sunviving after three years with a maximum of 50 salaied
employes, standardised scale for each component compared
with ts maximum value among the countries analysed)

—— Average size at start-up —— Poststart-up growth rate

— startupratio — survival rate

Sources: Calvino et al (2015) and own calculations.
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CHART 10 NUMBER OF SHAREHOLDING LINKS BY TYPE OF
AACCOUNTS FORMAT FILED BY THE INVESTOR
UNDERTAKING
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Source: NBB.
(1) Mainly annual accounts filed by banks, insurers, NPis and foundations.






OEBPS/image/24.png
CHART 5 LENDING DYNAMICS AND RELATIVE SHARE OF RETAIL DEPOSITS ON BANK BALANCE SHEETS

GROWTH OF LENDING TO NON-FINANCIAL
CORPORATIONS

IMPACT OF THE LEVEL OF HOUSEHOLD DEPOSITS ON THE GROWTH OF

(in %) LENDING TO NON-FINANCIAL CORPORATIONS @
1
Annual growth of
8 lending to
s non-financial
corporations (in %)
a / Ratio of household deposits x after (06/2014)  —0.09%**
2 A Ratio of household deposits x after (07/2012) 010+
o N\
v
= / Fixed effects per bank Yes
" / Fixed effects per country-month Yes
- \_/_\ / Number of banks 256
=3 Observations 15171
—10 L L
2013 2018 2015
—— Lowlevel of deposits
—— High level of deposits
Source: NEB.

(1) *Low level of deposits* refers to banks in the lowest quartie of the distrbution of the proportion of deposits on the balance sheet total. *High level of deposits* refers to

banks in the highest quartle
(2) *** corresponds to the 19% statistcal significance threshold.
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CHART 1 NUMBER OF BUSINESS BANKRUPTCIES IN

BELGIUM™
(percentage changes compared to the corresponding quarter
of the previous year)
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Source: FPS Economy, SMEs, Seff-employed and Energy, own calculations.
(1) Data smoothed by a three-quarters-centred moving average.
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TABLE 2 EUROSYSTEM PROJECTIONS FOR THE EURO AREA
(percentage changes compared to the previous year, unless otherwise stated)

2016 017e 018 019 200e
Real GDP 18 24 23 19 17
Household and NPI final consumption expenditure 20 19 17 16 15
General government final consumption expenditure 17 12 12 12 12
Gross fixed capital formation 44 44 43 34 29
Exports of goods and services 33 5.0 5.1 a1 37
Imports of goods and services a7 5.1 52 a4 39
Inflation (HICP) 02 15 14 15 17
Core inflation®” 09 10 11 15 18
Domestic employment 14 17 13 1.0 08
Unemployment rate® 10.0 9.1 84 7.8 73
General government financing requirement (-) or capacity® -15 11 09 09 05

Source: ECB
(1) Measured by the HICP excluding food and energy.
(2) In % of the labour force.

@) In % of GOP
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CHART 3 EXPORTS AND EXPORT MARKETS

(volume data adjusted for seasonal and calendar effects,
percentage changes compared to the previous year)

2015 2016 2017e  2018e  2019e  2020e

Exports
B epors (adjusteqny —— EXport markets

Sources: NAJ, NEB.

(1) Export growth adjusted to take account of expenditure due solely to the
reorganisation of the commercial activities of 2 large phamaceuticals company
in 2016 Since the impact of the reorganisation only becomes apparent from the
second quarter of 2016, year-o-year export growth in th first quarter of 2017
an still e considered exceptional
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CHART 9 FISCAL POLICY FOR THE EURO AREA AS A WHOLE
(in % of GDP)

No sustainabilty panm

2016 fcal gy
a4 201438 desibie?
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3
3 24
g
3 34
-4
Sustainabilfty problem
E I I
- -3 2 - o 1 2

Output gap

—— Optimum fiscal policy®
—— Actual (or predicted)

Sources EC, NBB.

(1) According to the proposed rule for optima fiscal policy in box 2. This works out
as follows: a change in the output gap by 1% of GDP wil prompt a change in
the structural balance by 0.44% of GDP and a change in the nominal budgetary
balance by 1% of GDP through the automatic stabilisers (0.56 % of GDP) and a
discretionary policy impulse (0.44% of GDP); the proposed budget deficit for the
‘medium term amounts to 0.5% of GDP
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TABLE 1 PROJECTIONS FOR THE MAIN ECONOMIC REGIONS

(percentage changes compared to the previous year, unless otherwise stated)

Real GDP

World
of which

Advanced countries
United States.
Japan
European Union

Emerging countries
China
India
Russia
Brazil

p.m. World imports
Inflation

United States.
Japan

European Union
Unemployment®
United States.
Japan

European Union

2016 2017 018 2019¢e
32 35 37 37
18 24 22 21
15 22 23 21
10 16 12 10
19 23 21 19
43 a5 48 a9
67 68 65 62
79 66 75 76
-02 17 16 15
36 07 18 20
24 43 43 42
13 20 21 22
-0.1 04 08 12
03 17 17 18
49 a5 43 a1
3.1 29 28 27
86 78 73 7.0

Source: EC.
(1) Consumer price index.
(2) In % of the labour force.
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CHART 3 LONG-TERM DEVELOPMENTS IN THE MAIN
AAGGREGATES OF THE OPERATING ACCOUNT

(percentage changes compared to the previous year)

0
30
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20 1
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§ 882 8 8¢5 8 3§ ¢
g 8 R R R 8 R R R g
I Value added
1 Gross operating result
0 Net operating result
Source: NEB.

(1) Trend given constant amortisation of RD in large firms between 2015 and 2016
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CHART 8

STAFF SKILLS

(percentage share of firms employing highly-skilled staff®,
autonomous firms set up between 2007 and 2009)

n n” e} T L

—— Gazelles

—— Young moderate-growth firms

~—— Other young firms

®  Mature firms

Source: NBB.

(1) To be considered s highly-skiled, an employee must have a higher education

diploma
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CHART 3 SIMPLIFIED BANK BALANCE SHEET

Assets Liabilities

Securities. Own funds
Loans Retail deposits

Reserves at the central bank
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TABLE 5 BREAKDOWN OF PARTICIPATING INTERESTS ACCORDING TO INVESTOR AND INVESTEE COMPANIES’ LOCATION

(in %)

Location of the investor company

Location of the investee company

Belgum Abroad Total
of which:
Flanders Wallonia Brussels
Flanders 806 756 25 25 194 100
Wallonia 793 38 703 52 207 100
Brussels 647 29 71 476 353 100
Belgium 79.0 106 52.7 15.7 21.0 100

Source: NBB.
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CHART 7 LOANS USED MOSTLY TO FINANCE INVESTMENT
IN TANGIBLE CAPITAL, LESS SO IN INTANGIBLE
ASSETS

(predicted probabilty of a new loan in 9, estimates for the
period 2006-2015)

20

Investment in
both tangible
and intangible assets

No investment
Investment in
tangible assets

intangible assets

5
£
g
2
£

Source: NBB.






OEBPS/image/Art1-Txt-Tab08-E.png
TABLE 8 COMPARISON WITH THE ESTIMATES OF OTHER INSTITUTIONS

(in %)
Institution Publication date Real GDP growth Inflation (HICE, unless otherwise statec)

2017 2018 2019 200 2017 2018 2019 2020

Federal Planning Bureau!” September 2017 17 17 15 16 20 16 16 15

IMF October 2017 16 16 21 12

EC November 2017 17 18 17 22 14 16

OECD November 2017 17 17 17 22 16 18

Consensus Economics December 2017 17 17 21 17

NBB December 2017 17 17 16 14 22 16 16 16

(1) Economic budget for 2017-2018, supplemented by the Medium-term Economic Outlook for 2019-2020, as published in June. The inflation rates are the NCPI figures.
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CHART 1

THE GLOBAL ECONOMY AND DEVELOPMENTS ON THE FINANCIAL MARKETS AND COMMODITY MARKETS

INTERNATIONAL TRADE

REAL GDP (seasonally adjusted three-month moving average
(quarterly data, percentage changes compared to the of export and import volumes, percentage changes
previous year) compared to the previous year)
16 24
wd 16 4
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—— United States —— Euro area ~——— China ~— World - Euro area — Us
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TEN-YEAR GOVERNMENT BOND YIELDS STOCK MARKET PRICES
(in %) (daily data, indices 2007 = 100)
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—— Food commodities
7] Gindices 2007 = 100)
~~—— Industrial commodities

—— Brent (per barrel)

USD/EUR (left-hand scale)
GBP/EUR (right-hand scale)
JPY/EUR (right-hand scale)

Nominal effective exchange rate
" (right-hand scale, indices 1= quarter of 1999 = 100)

Sources: CPB Wereldhandelsmonitor, OECD, Thomson Reuters Datastream.
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