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    Five years after the crisis began, the effects on the real economy are still apparent in the advanced economies. The adjustments are taking place very gradually, with large divergences between the various regions. In 2013, global economic growth remained moderate at 3 %. While growth lost momentum in the emerging countries, it gathered pace in the advanced economies. That applied particularly in the United States, prompting the Federal Reserve to start cautiously tapering its large-scale asset purchases from the beginning of 2014. However, at the same time, it announced that the key interest rate was likely to remain at its current low level for a considerable time. It is possible that the normalisation of the monetary policy stance may be accompanied by increased financial market volatility, as was already the case in 2013. In this context, it is crucial to calibrate the timing and pace of the exit accurately, and to communicate the chosen strategy in an appropriate way.


    In the euro area, economic activity was down by a further 0.4 % year-on-year, but a turnaround was apparent from the second quarter, primarily in the peripheral countries, which was accompanied by a restoration of confidence. However, the reduction of the high debt ratios in the private and public sectors, high unemployment and the tight financing conditions that persisted in some Member States continued to dampen domestic demand. Nonetheless, considerable progress was made with fiscal consolidation and in correcting the current account deficits, though further efforts are needed to lay the foundations for a return to sustainable growth.


    Throughout this adjustment process, the Eurosystem ensures stability. In the summer of 2012, the programme of outright monetary transactions (OMTs) was announced with the aim of quelling the doubts that had arisen over the irreversibility of the euro. Together with the macroeconomic rebalancing efforts and progress towards the banking union, that programme turned the financial markets around. Moreover, the ECB’s key interest rate was cut in May and November 2013, bringing it down to 0.25 %, and forward guidance on interest rates was provided from July onwards. The ECB Governing Council will do everything possible to prevent a persistent fall in inflation  let alone deflation  from hampering the economic recovery. It aims to maintain inflation not just below 2 %, but close to that figure in the medium term.


    The accommodative monetary policy is making a fundamental contribution towards the economic recovery and thus ensuring positive feedback effects on financial stability. Nevertheless, a long period of very low interest rates also implies specific risks for financial stability. From a medium-term perspective, monetary policy must also be wary of such risks, even though undesirable side effects of low interest rates must also be contained by prudential policy.


    In the euro area, the continuing differences between national markets can thus be taken into account, while the interest rate policy can only be calibrated at monetary union level. Macroprudential policy therefore accords a particular role to a national component. In Belgium, a draft law on macroprudential policy entrusts that task to the Bank, in view of the latter’s expertise in analysing systemic risks.


    2013 was above all the year in which further crucial steps were taken towards developing the banking union. With the establishment of the single supervisory mechanism (SSM), the ECB will exercise direct supervision over the 130 or so largest banking groups in the euro area from November2014.


    Since the SSM must be credible from the start, the large banks are undergoing an in-depth assessment. If that reveals structural weaknesses or inadequate capital, then action must be taken, in the first place by the private sector but if necessary also via direct government support. This opportunity must be seized to restore confidence in the European banks so that the currently still disrupted lending process begins functioning properly again and can thus support the economic recovery.


    The financial crisis management mechanisms must be integrated at a comparable pace. To that end, in December 2013, the EU Council approved a proposal for a Regulation establishing a single resolution mechanism, intended to bring together the national resolution authorities at euro area level. The Council also approved the principle of a single resolution fund, financed by contributions from the banking sector and gradual pooling of the national compartments.


    In exercising its supervision over Belgian financial institutions, the Bank has paid particular attention to the risks associated with the changing business models, keener competition between banks, and the low interest rate environment. Low interest rates may in fact prompt financial institutions to seek riskier assets and, in the case of credit institutions, extend the maturity transformations. Checks were also done to see whether life insurance companies are adjusting guaranteed yields regularly in line with market conditions.


    In addition, the risks associated with the banks’ loan portfolios were examined, thus anticipating the general process of assessment by the ECB. This brought to light occasionally significant divergences in the way in which the various banks weigh up the same risk, and the capital buffers for housing loans proved to be smaller than in most other European countries. The Bank consequently decided to increase the weighting coefficients for the risks in the internal models used for mortgage loans. That will make the banks more resilient to potential property market shocks.


    During the period of transition to the SSM, the Bank will need to deploy considerable resources, and will retain important functions even after prudential supervision is transferred to the ECB, as the authorities in the home and host countries of the principal subsidiaries of the large banking groups will play a key role in the multinational supervision teams. The national supervisors will thus enhance the system with their long-standing knowledge of individual institutions and familiarity with the local markets. In addition, the Bank will retain primary responsibility for supervising small credit institutions. Overall supervision of insurance companies and front-line supervision of the large payment and settlement infrastructures based in Belgium will also remain the responsibility of the Belgian authorities.


    In 2013, agreement was also reached on a new banking law in Belgium. It provides for a structural reform designed to contain risk-taking by the banks. On the one hand, additional capital requirements will apply if a bank’s trading activities exceed a certain threshold. Also, trading for own account is prohibited in principle, except for a small margin to take account of the fact that certain positions are actually inherent in risk management or the bank’s intermediation role in support of economic activity.


    The new banking law also transposes into Belgian law the new European Directive on access to the activity of credit institutions and on supervision of credit institutions, and the European Regulation incorporating the new prudential requirements of the Basel Committee into Community law. It also anticipates certain aspects of the Directive on the recovery and resolution of credit institutions, and aims to strengthen bank governance.


    Economic activity picked up in Belgium, too, from the second quarter of 2013. Owing to the negative carry-over effect of the contraction in the previous year, the economy grew by barely 0.2 % year-on-year. The recovery was still too weak to generate a revival in employment, which declined by a further 11 000 units, bringing the unemployment rate to 8.4 % at the end of the year.


    Nevertheless, the Belgian economy withstood the crisis fairly well. Belgium is one of the few euro area countries where activity has already regained its pre-crisis level. All the same, the crisis has left its mark on production potential, employment and public finances. In addition, developments on the current account and competitiveness fronts and the low potential growth point to fragility in the creation of prosperity.


    In the past two years, steps have been taken to turn the tide. In a zero-growth environment, the public deficit was cut from 3.7 % in 2011 to 2.7 % in 2013. Pension and labour market reforms have been launched, and measures have been taken to foster competition in the network industries and improve the competitiveness of firms. Nonetheless, major challenges remain and there is a need to continue preparing for the future in a context which, even without the crisis, would feature the challenges associated with increasing globalisation, climate change, and above all, the costs of population ageing. Moreover, those costs are particularly high in Belgium.


    Without straying from the path mapped out by the Belgian government in the 2013 stability programme, the period 2014-2016 must be used for structural consolidation of public finances in a manner conducive to growth, before the costs of ageing become fully apparent. Additional measures are also needed to control those costs and safeguard solidarity between the generations, including a further extension of working life.


    Since the government’s primary expenditure has now risen to 51 % of GDP, public finances must first be consolidated by control over spending, which is less detrimental to growth. The sixth State reform must be seized as an opportunity for tailoring policy more closely to the specific needs of the different Communities and Regions. That could create new levers for increasing efficiency and providing stronger support for the economy’s growth potential.


    There is little scope for raising additional revenue. It would actually be advisable to reduce the particularly high levies on labour incomes. The Pact for Competitiveness and Employment already includes plans for three cuts in those levies in 2015, 2017 and 2019 respectively, each amounting to € 450million. Apart from spending cuts, other revenue sources could be used to finance reductions in the burdens on labour, such as indirect taxes, environment taxes, or taxes on property incomes. There is a need here for tax reforms that promote growth and employment, and preferably also simplify the tax system.


    The restoration of sound public finances requires the support of sufficiently vigorous economic development. So, there is an urgent need for reform in many other areas, aimed at boosting growth potential and employment and thus strengthening the basis of social protection. Furthermore, in a small open economy, prosperity is fundamentally dependent on the ability of firms to secure a place in the global value chains.


    In regard to price and cost competitiveness, Belgium has proved vulnerable in various respects over recent years. Not only are exports highly energy-intensive, but a substantial competitiveness handicap has also developed in terms of labour costs in relation to the three neighbouring countries. That is due to a handicap in relation to Germany. Experience over recent years has shown that such a discrepancy is hard to eliminate. In addition, wage-setting is insufficiently geared to productivity, and needs to accord greater importance to increasing job opportunities for the unemployed. To keep wage costs more in line with productivity, safeguard competitiveness and promote employment it is necessary to reflect on wage-setting procedures.


    In the longer term, integration into the global economy depends primarily on the ability to innovate ; firms therefore bear a significant responsibility here. Investing in R&D is absolutely vital to create a dynamic economy. There is a need for more networks between producers and research centres, and entrepreneurship must be encouraged and supported by a modern, efficient public administration. Product market reforms must remove the factors hampering the establishment of businesses or market access, boost competition and lead to appropriate pricing.


    A dynamic knowledge economy also needs an adequate supply of high-quality labour. Investing in training, support and activation for job seekers is therefore a priority, and a complement to the increased responsibility which was the aim of the unemployment benefit reform. The quality of education is another crucial factor. Lifelong learning must become the norm. Facilitating and encouraging labour mobility is another essential objective. Creating new businesses and jobs rather than protecting existing ones without potential is the driving force behind economic progress.


    Overall, the aim must be to maximise returns in the medium term, rather than focusing on immediate results. The fact that structural measures take time to produce their full effects is no reason for failing to take them ; on the contrary, it should be an incentive for launching them as soon as possible. Consistency between the various spheres of action and  in a federal country such as Belgium  between the various levels of power should be another crucial focus of attention.


    The challenges facing policy-makers are considerable, but if they are tackled promptly and consistently, they are not insurmountable. The need is greater than ever for a large-scale societal project geared to the future, supported by all elements of society and all levels of power, otherwise the high standard of living and high degree of social protection will inevitably come under strain.

  


  
    Luc Coene
Governor


    

  


  
    Report presented by theGovernoron behalf of theCouncilof Regency*


    
      * One of the Regents abstained over a number of paragraphs because of the one-sided emphasis on controlling expenditure in the recommendations on fiscal consolidation and different views on the wage gap and the role of the indexation mechanism. Another Regent abstained on account of the recommendations for an extension of working lives and for drawing up a long-range plan for fiscal consolidation and also with regard to the analysis of the wage gap and the role of the indexation mechanism.

    


    1. Shifts in global growth dynamics and repricing of risk


    1. At 3 %, the growth of the global economy was once again moderate in 2013, and 0.1percentage point lower than in 2012. While the debt reduction process still affected economic activity in the advanced economies, there were nevertheless signs of more robust growth dynamics during the year. In contrast, growth lost momentum in the emerging countries where it came to 4.7 %, around 2 percentage points below the average for the past decade. The associated fall in commodity prices gave additional impetus to the process of inflation reduction in the advanced economies.


    2. The transition to stronger growth dynamics was evident primarily in the United States, where it was supported by accommodative monetary policy, the reduced debt level in the private sector, the house price revival, the rise in household wealth and the gradual fall in the unemployment rate. However, the recovery remained fragile, and with public debt now up to 104 % of GDP, the American economy faces a formidable fiscal challenge. In addition, the fiscal policy decision-making process has proved particularly complex in recent years. At the beginning of the year, this led to a sharp fiscal tightening which was, moreover, largely linear on the expenditure side, cutting the budget deficit abruptly from 9.3 % of GDP in 2012 to 6.5 %. In the autumn, the extension of the federal government’s spending authority and the raising of the debt ceiling also created much uncertainty. Some public services actually shut down. These factors continued to put a brake on growth in 2013, although at the end of the year agreement was reached on the budgets for 2014 and 2015.


    3. The most notable development in 2013 was that, against this backdrop of gradual recovery, there loomed the prospect that the Federal Reserve might soon slow down its large-scale asset purchases. The Federal Open Market Committee (FOMC) had in fact indicated in the spring that if the labour market situation continued to improve, the purchases might be gradually reduced. This triggered a sharp rise in the ten-year interest rate, namely from 1.7 % at the beginning of May to almost 3 % in September. The increase concerned not only the term premiums incorporated in the long-term interest rate, but also the latter’s expectations component, since a faster rise in the key interest rate was anticipated. As the recovery was still fragile at first, it was not until December that the FOMC decided to start cautious tapering of the securities purchase programme from the beginning of 2014. It was also made clear that the key rate was likely to be held at its current low level for a long time, even after this programme had ended.


    4. The developments in the United States had a clear impact on financial markets throughout the world. In the other advanced economies, financial conditions were influenced primarily via spillovers on the risk-free long-term interest rate  i.e. the rate on financial instruments with no credit risk  while the effect on risk premiums was rather limited. That is in stark contrast to the abrupt reversal in capital flows facing some emerging countries and causing a substantial tightening of financial conditions. Nonetheless, the relatively modest rise in the long-term interest rate in the advanced economies other than the United States was not always in phase with their cyclical position. It therefore presented an additional challenge for monetary policy, since greater differentiation was needed.


    5. In view of a still hesitant economic recovery and falling inflation, the ECB Governing Council decided to cut the interest rate further in May and November, and from July onwards it provided forward guidance on key interest rates. In the United Kingdom, the Bank of England announced in August that it had no plans to raise the benchmark interest rate or to reduce its balance sheet, at least so long as unemployment remained above 7 % and there was no threat to either price stability or financial stability. In Japan, the central bank opted in April for a programme of quantitative and qualitative easing, intended to halt deflation and restore inflation to the 2 % target set at the beginning of 2013. The provision of additional monetary stimuli is one of the components of a three-pronged strategy aimed at revitalising economic activity. The second part of that strategy comprises short-term fiscal stimuli and medium-term consolidation, while the third component consists of structural reforms to support growth potential.


    6. The accommodative monetary policy is fundamental to the economic recovery and to avert the risk of deflation, both of which have positive feedback effects on financial stability. They are also necessary preconditions for a sustainable return to a higher interest rate environment. Nevertheless, a lengthy period of extremely low interest rates erodes savers’ yields. Moreover, it entails risks for financial stability because it may open the way to new financial excesses, it affects the profitability of financial institutions and it weakens the incentives for debt reduction. In the first instance, undesirable side effects of the low interest rates have to be contained by prudential policy  particularly macroprudential policy  which thus needs to lay the foundations for a financial system equally capable of functioning under a different interest rate constellation. Monetary policy itself must also be aware of such risks from a medium-term perspective, because if those risks were to materialise, they would pose an additional threat to the real economy and be a new source of deflationary pressure.


    7. The process of normalisation of the monetary policy stance  which is getting underway earlier in the United States  faces a dual challenge. On the one hand, the timing and pace of the exit must be accurately calibrated. Determinants here are the strength of the economic recovery, the risks to price stability and the seriousness of potential financial distortions. On the other hand, the chosen strategy must be appropriately communicated in order to limit financial market uncertainty and volatility, thus avoiding unnecessary stress on both the real economy and the financial system. That is essentially little different from other periods when an accommodative policy gives way to tightening. However, the scale of the stimuli given and the fact that both the interest rate instrument and the central bank balance sheet and forward guidance have been used as levers make this a delicate exercise and heighten the risk of volatility.


    8. The growth slowdown in the emerging countries is partly cyclical and is due to overheating in some countries. It was exacerbated by the tightening of financial conditions accompanying the reversal in financial market sentiment during the spring. As usual in periods of risk repricing, the effect was most severe in the countries with the weakest fundamentals. High inflation, rising public deficits and substantial external debt positions fuelled the capital outflow. In emerging Asia, it was India and Indonesia that were the worst affected, while in China new fiscal stimuli counteracted the cyclical downturn. Restoring sound fundamentals is vital for the future. In principle, exchange rate flexibility makes the adjustment process easier, though excess volatility may be a disruptive factor, while the use of prudential instruments may help to control capital flows.


    9. In addition, following the exceptionally strong growth figures of recent years, growth potential has declined in many emerging countries. Nonetheless, their potential growth undeniably exceeds that of the advanced economies. The scale of this transition to a lower growth potential varies from country to country, but it is clearly considerable in China  the second largest economy in the world  and in India. In some countries, infrastructure investment and the elimination of barriers to market access may remove existing impediments and form a new source of expansion. In China, rebalancing growth in favour of consumption may open the way to slower but perhaps more balanced, sustainable growth, not only in China itself but also worldwide, partly via the impact on commodity prices.


    2. Continued implementation of the reform agenda is crucial to support the hesitant recovery in the euro area, to overcome the sovereign debt crisis, and to deepen Economic and MonetaryUnion


    10. In 2013, economic activity in the euro area was down by 0.4 % year-on-year. However, following a year and a half of decline, an upturn became apparent from the second quarter, though growth remained modest. The reversal of the high debt level in the private and public sectors, high unemployment and  in some Member States  the still tight financing conditions depressed domestic demand, while adjustment was also necessary on the supply side following the distortions that had occurred in the pre-crisis period. Nevertheless, the crisis management is beginning to produce results, as is evident from the timid upturn seen in 2013.


    11. The crisis management approach is essentially based on two pillars. On the one hand, the Member States need to eliminate their macroeconomic imbalances in order to lay the foundations for a return to sustainable economic growth. On the other hand, work is needed on the further development of Economic and Monetary Union (EMU), because the crisis has shown that the integration dynamics brought about by the single currency had insufficient underpinning in the form of an extension to the fiscal, economic and financial sphere. Since the sovereign debt crisis erupted in 2010, a new economic governance framework has been devised, intended to give greater substance to the economic and fiscal pillars of EMU via closer policy coordination, and it was decided to set up a single supervisory mechanism for banks as a first step towards a full banking union. In 2013, further steps were taken both in the Member States themselves and at Union level, but it is crucial to continue implementing this reform agenda.


    12. Thus, the countries that had large current account deficits before the crisis have made considerable progress towards rebalancing both domestic demand and exports, and activity in the tradable and non-tradable sectors. Their external deficits have now been largely eliminated, mainly as a result of the decline in imports accompanying the fall in domestic demand. Nonetheless, exports have become the driving force behind the recovery, even though this transition has not yet compensated for the loss of activity and jobs in the non-tradable sector. Conversely, there has been little change in the current account of the countries which had long recorded a substantial surplus, so that the euro area as a whole now has a surplus of well over 2 % of GDP. That is putting latent upward pressure on the euro exchange rate, though the appreciation in 2013 is also attributable to the restoration of confidence in the single currency and the reversal of capital flows worldwide. Under the procedure designed to detect macroeconomic imbalances, the European Commission decided that, in the spring of 2014, it would analyse the factors behind Germany’s persistent current account surplus. While Germany’s export performance is not in itself an issue, this analysis will examine to what extent flagging domestic demand is due to malfunctioning which could hamper growth and could be resolved by structural reforms. Symmetrical implementation of structural reforms is in the interests of every Member State, and will also ensure that EMU functions more harmoniously.


    13. Fiscal consolidation also continued in 2013, so that the structural balance for the euro area as a whole improved by 0.7 percentage point and the nominal deficit fell to 3.1 % of GDP. That improvement in the structural balance is sizeable, though not as large as in the two preceding years. In 2013 the focus of fiscal governance shifted to the structural balances, so that the automatic stabilisers can operate freely around the adjustment path. Application of this principle prompted the Ecofin Council to grant the Netherlands and Portugal one extra year to correct their excessive deficits ; France, Slovenia and Spain were actually given two years.


    14. If it is rigorously applied, such a medium-term strategy can promote greater macroeconomic stabilisation, conducive to the credibility of fiscal governance, even if it makes that more complicated owing to the difficulty of measuring structural balances in real time. Consistent, transparent application of the principles adopted is very important here. In the future it will therefore be necessary to stick to the structural paths defined, particularly if growth gathers pace. However, when assessing the draft budgets for 2014, the European Commission found that the planned structural effort fell short of what had been announced in the stability programmes, and that several countries run the risk of failing to comply with the rules of the Stability and Growth Pact. Since the debt ratio increased to 95.7 % of GDP in the euro area in 2013, and there are many countries where the debt dynamics have not yet stabilised, continuing consolidation of public finances is a priority, otherwise it will not be possible to create new budgetary scope by halting the interest rate snowball effect. Moreover, there could be another reversal in market sentiment, which in turn would seriously hamper the entire adjustment process.


    15. Against the backdrop of fiscal consolidation, unemployment in the euro area increased to over 12 %, with extremes of around 27 % in Spain and Greece. Among young people on the labour market, no fewer than one in four are jobless, and in the hardest hit countries the ratio actually exceeds one in two. Unemployment is in the first place a scourge for those affected, and it also increases income inequality while threatening social cohesion and placing a burden on public finances. In addition, it implies the risk that talent may not be fully developed, thus undermining future production potential. It is therefore vital at all costs to prevent unacceptably high unemployment becoming a lasting legacy of the crisis. Apart from an appropriate macroeconomic policy mix, there is a need for labour market reforms, support and activation for the unemployed, and measures specifically targeting newcomers. To that end, the European Council on 28 June 2013 brought forward the implementation of the Youth Employment Initiative and the Youth Guarantee Scheme, which aims to help young people into work or training within four months. It also announced a reinforcement of the social dimension of EMU.


    16. Another key point is that investment in the euro area has fallen very sharply compared to the level prevailing prior to the great recession. The property market corrections depressed investment in housing, while the process of fiscal consolidation curbed public investment. In addition, business investment declined steeply as a result of under-utilisation of production capacity, uncertainty over the demand outlook, and  in some countries  tight financial conditions and high corporate debt ratios. A persistently low level of investment implies an additional risk for the production potential.


    17. Throughout the adjustment process that inhibited growth in the short term, the Eurosystem continued to ensure stability via its monetary policy stance and by measures aimed at calming the financial market turmoil. The same was true in 2013. Inflation declined steadily as growth was minimal and the production potential was persistently under-used. Moreover, the fall in commodity prices and the appreciation of the euro also had a moderating effect. To ensure that inflation expectations remained firmly anchored, the main policy rate was cut by 25 basis points in both May and November, reducing it to 0.25 %. The interest rate on the deposit facility was held at 0 %. In addition, from July onwards, the Governing Council stated after each of its meetings that it expected the key interest rates to remain at or below their current level for a considerable time. Even after the November interest rate cut, it reiterated that rates could fall still further. The provision of forward guidance on interest rates acts as a lever for the future, also restraining forward interest rates and making them less volatile. This provides an additional stimulus for economic recovery and curbs the downside risks to price stability accompanying the contraction of demand.


    18. Safeguarding price stability  the ECB Governing Council aims to keep inflation below, but close to, 2 % in the medium term  is the best way for monetary policy to support the economy. If inflation expectations are firmly anchored, that averts the risk of deflation. Moreover, keeping the level of average inflation for the euro area up facilitates the process of adjusting relative wages and prices in the countries most seriously affected by the crisis, and prevents an increase in the weight of the debt. Those were precisely the arguments which, in 2003, led to refinement of the definition of price stability.


    19. In the summer of 2012, the ECB Governing Council had announced the programme of outright monetary transactions (OMTs) with the aim of assuaging the doubts which had arisen over the irreversibility of the euro. Combined with the progress achieved in tackling the crisis, this programme turned the financial markets around. Since then, in the countries worst affected by the crisis, interest rate differentials on government bonds have narrowed sharply in relation to Germany, and financial fragmentation along national borders has diminished. In those countries, banks regained access to market financing, the cost of that financing declined, and it became possible to strengthen the deposit base. That made the banks less dependent on liquidity provided by the Eurosystem, permitting early repayment of part of the liquidity previously taken up in the two three-year refinancing operations. However, the financial fragmentation has not disappeared. There are still considerable divergences in retail interest rates  especially on loans to non-financial corporations  and in the volume of lending, albeit partly on account of differences in debtor risk and in the size of the banks’ capital buffers. It is SME financing that has suffered the most, because SMEs have less access to alternative sources of funding than large firms. In November, in view of the persistent fragmentation, the ECB Governing Council announced that the fixed-rate tenders with full allotment would continue for all operations with a term of up to three months until at least mid-2015, well after the due date of the last three-year refinancing operation.


    20. The crisis has highlighted all the potential instability risks of a monetary union combined with closely interwoven markets and financial institutions, in the absence of a similarly integrated prudential policy. The banking union project fills this gap by centralising bank supervision and opening up the prospect of establishing a single resolution authority and a common deposit guarantee system. In order to revitalise growth dynamics, this project aims to curb the fragmentation of the financial centres  detrimental to the financing of large parts of the European economy  and to halt the adverse interaction caused by the crisis between vulnerable public finances and the financing problems of the banks, and even of the economy as a whole.


    21. Setting up the banking union is an ambitious but complex aim which can only be achieved by strong political commitment and a rigorous institutional process. The European authorities therefore entrusted the establishment of a single supervisory mechanism (SSM) to the ECB, which will exercise direct supervision over the 130 or so largest banking groups of the euro area, while the other institutions will in principle remain subject to supervision by the national authorities, albeit according to harmonised procedures.


    22. The SSM needs to be credible from the start. A thorough look at the state of affairs is essential here. The big banks in the system will examine their strengths and weaknesses, assess the quality of their assets which is still suffering from the vestiges of the financial crisis, and demonstrate their ability to cope with adverse circumstances. If that survey reveals structural vulnerability or inadequate capital, then remedial action is needed  preferably by the private sector. Should those measures prove insufficient, direct government support will not be ruled out. However, that support must be conditional in order to avoid distortions of competition and stipulate a contribution not only from existing shareholders  whose share in the capital will have to be diluted  but also, if necessary, from non-preferential creditors. All these factors will promote greater transparency regarding the balance sheet situation of banks, and help to restore confidence in the banking system.


    23. The procedure must be implemented diligently and consistently, although there are numerous pitfalls here since the motivations of banks undergoing the process are sometimes at odds with those of the supervisors and the States. The first issue here is the actual reputation of the ECB, which could be seriously damaged if the rigour of the exercise were in doubt. Next, this process is keenly awaited by the market, which recently upgraded its assessment of the soundness of European banks but only subject to stock-taking. And finally, it is a political requirement since this examination of capital adequacy is decisive for recourse to the European Stability Mechanism for any subsequent recapitalisation of banks under the SSM.


    24. The interactions established for this general assessment process will presage the network of connections and coordination that the SSM will devise jointly with all parties involved in prudential policy. First, it will be necessary to exploit the synergies between the ECB  which will make available the resources for efficient management of the banking supervision  and the national supervisory authorities  which will enhance the new system by their proximity to the local markets and their long-standing knowledge of individual institutions. There will also be close links between the SSM and the international bodies responsible for prudential regulation of not just the banks but also insurance companies and financial markets, since the SSM will cover conglomerates operating in multiple financial sectors.


    25. The impending establishment of the SSM requires a similar rate of progress in the integration of financial crisis management mechanisms in the EU. To that end, in December 2013 the EU Council approved a draft Regulation establishing a single resolution mechanism to bring together at euro area level the national resolution authorities to be set up in each Member State in accordance with an EU Directive. That Regulation confirms the principle whereby non-preferential creditors have to help rescue banks in difficulty. To avoid endangering financial stability, it will be necessary to ensure that banks issue sufficient debt instruments of this type. The Council also agreed with the principle of a single resolution fund comprising contributions from the banking sector, with gradual pooling of the national compartments over a ten-year period.


    26. Harmonisation of both the prudential rules and the conduct of supervision and crisis management will not be enough to eliminate the structural differences or cyclical divergences between national markets. The countries participating in the SSM must therefore retain the option of taking specific measures if the stability of their own financial system is at risk, especially as they can no longer use the interest rate instrument for that purpose, and remain responsible for the financial consequences of a crisis afflicting their economy. Following a recommendation by the European Systemic Risk Board (ESRB) calling on each Member State to designate a specific authority for that task, a draft law on macroprudential policy assigns that responsibility to the Bank in Belgium. However, in an integrated financial system like that in the euro area, a national crisis is liable to spread rapidly and virulently to the other participating countries. The autonomy of those countries will therefore have to be regulated all the more since some of the instruments available will be the same as those used for supervising individual institutions. In the case of those institutions, the national authorities and the ECB will be able to raise, but not lower, the standard of the requirements ; this asymmetry should ensure that the implementation of macroprudential policy does not lead to any relaxation of the prudential rules.


    27. The exercise of bank supervision must not jeopardise the maintenance of price stability, which remains the ECB’s primary objective. Appropriate governance structures must be established to guarantee that monetary policy remains independent from supervision, while exploiting the synergies between these two tasks and taking account of the interactions revealed by the financial crisis. To that end, the ECB has formed a Supervisory Board to ensure the autonomy of the supervision function while the ECB Governing Council remains the supreme decision-making authority.


    28. In order to improve the functioning of EMU, it is crucial to finalise the banking union project without delay and to continue enhancing the coordination of fiscal and economic policy. But even after that process has ended, the edifice will remain incomplete. By analogy with other monetary unions, EMU should preferably also be equipped with a supplementary buffer against asymmetric shocks, namely a fiscal policy partially transferred to Community level so that the operation of the automatic stabilisers is no longer confined to purely national level. While this would create a mechanism for risk-sharing between the Member States, promoting the shock absorption capability of the Union as a whole, its design is extremely complex. Such a mechanism must not become a source of permanent one-way transfers between Member States, nor must it undermine the incentives for pursuing an appropriate economic and fiscal policy at national level. Moreover, such a fiscal union can only come about if it has sufficient democratic support and is backed by a genuine political union. Nonetheless, these are both an essential part of the longer-term reform agenda and the completion of EMU.


    3. The Belgian economy at the crossroads


    29. Economic activity picked up in Belgium, too, from the second quarter of 2013, driven mainly by private consumption and exports. Owing to the negative carry-over effect of the contraction of activity in the preceding year, the economy grew by barely 0.2 % year-on-year. The recovery was also too weak to generate any revival in employment, which contracted by a further 11 000 units, and at the end of the year, unemployment had risen to 8.4 % of the labour force, and actually exceeded 20 % in the case of young people under the age of 25. Against that backdrop, inflation was also down from 2.6 % in 2012 to 1.2 % in 2013. The moderating effect of weak domestic demand was combined with the impact of lower commodity prices, more competitive pricing for gas and electricity, and the wage moderation initiated by the federal government at the end of 2012. Both the reform of the consumer price index and the freezing of real wages helped to slow the rate of increase of hourly labour costs in the private sector from 3.7 % in 2012 to 2.2 % in 2013.


    30. Business investment and investment in housing continued to fall, the latter actually declining more sharply than in 2012. In those circumstances, bank lending to non-financial corporations and households also slowed down. That was due mainly to flagging demand, while the Belgian banks eased their lending criteria somewhat. The restrictive effect of the increased risk perception contrasted with the easing that resulted from less stringent bank balance sheet constraints and keener competition between banks. That said, many small firms are still having difficulty in their search for finance.


    31. While the Belgian financial institutions’ restructuring has put them back in profit and therefore strengthened their solvency, the business climate remains unfavourable, hampering a lasting return to profitability. The 2013 profits are due largely to exceptional factors, particularly the gains on securities which, owing to the current low interest rates, are unlikely to continue rising in future years. Conversely, the stagnation of the volume of business associated with weak demand for credit and the decline in life insurance business has seriously depressed the recurrent results and was hardly offset by a number of more structural measures, such as reductions in operating costs or tariff adjustments.


    32. Although the recovery is in sight and  in comparison with most euro area countries  the Belgian economy has come through the crisis fairly well, the latter has still left its mark on public finances, production potential, employment and the financial sector. Furthermore, the deterioration in the current account balance, the tendency towards a relatively sizeable loss of export market share, as well as the fact that net job creation over the last few years has largely been concentrated in the non-market sectors, also give cause for concern. In the past two years, there have been steps to turn the tide. The restructuring of the financial sector is in progress, the public deficit is down, pension and labour market reforms have been launched, and measures have been taken to foster competition in the network industries and to improve business competitiveness. Nonetheless, preparations still need to be made for the future in a context which, even without the crisis, would feature the challenges associated with increasing globalisation, climate change, and  above all  the costs of population ageing.


    33. Those costs are particularly high in Belgium. The Study Group on Ageing puts them at 5.4 % of GDP by 2060, if policies remain unchanged ; moreover, such estimates are by their very nature subject to great uncertainty. The projections of the European Ageing Working Group, based on different assumptions, predict even bigger increases in expenditure. Furthermore, the full impact of those costs will soon be felt. The coming years therefore offer a vital opportunity for resolutely tackling the ageing problem. That opportunity must be seized without delay in order to preserve the country’s prosperity and keep the social protection system both adequate and affordable, without passing on a disproportionate part of the burden to future generations. In view of the scale of that challenge, every potential lever must be used and every effort made to maximise synergy between the various spheres of action. There is therefore a need for a coherent action plan designed to continue the task of enhancing growth potential, raising the activity rate, restoring sound public finances and establishing a stable financial system in the service of the economy.


    Structural budgetary adjustment and sustainable growth as levers for a high standard of living and a high degree of social protection


    34. Despite weak growth, the public deficit was cut from 4 % of GDP in 2012 to 2.7 % in 2013. The structural balance improved by 0.8 %. An additional improvement resulted from the reversal of temporary factors. In 2012, such factors had widened the deficit as a result of the capital injection for Dexia, whereas in 2013 they raised a one-off amount of 0.4 % of GDP, notably as a result of tax regularisation.


    35. Since Belgium had not succeeded in eliminating its excessive deficit on time in 2012, the Ecofin Council decided, in June 2013, to step up the current procedure against Belgium. According to that decision, the excessive deficit was to be permanently erased from 2013, and in 2014 there must be sufficient progress towards attaining the medium-term objective. In November 2013, the European Commission considered that the draft budget submitted for 2014 was broadly in accordance with the rules of the Stability and Growth Pact  particularly because the deficit was to remain below 3 % of GDP in that year, too  but perceived a risk that the structural balance might not converge sufficiently towards the medium-term objective.


    36. It remains important not to deviate from the path defined by the Belgian government in the April 2013 stability programme, providing for a structural balance in 2015 and aiming at attainment of the medium-term objective  a structural surplus of 0.75 % of GDP  in 2016. That aim is ambitious because it was set with due regard for both the public debt  amounting to 99.7 % of GDP  and the costs of ageing. Since the latter costs will soon become fully apparent, it is vital to progress towards the medium-term objective without delay. That is why it is preferable to devise a clear multiannual plan in 2014 defining the whole path up to 2016. That will rapidly remove the uncertainty surrounding the fiscal consolidation, thus promoting confidence, and as the economy picks up, it could ensure that the restrictive effect of consolidation is offset by a decline in the private sector’s propensity to save. In any case, foreign demand also plays a major role in Belgian economic developments, while the structural character of the adjustment path obviates the need for immediate correction of any cyclical setbacks.


    37. The path described above will ensure that the public debt is cut relatively quickly ; via the reduction in interest charges, that will create scope for absorbing part of the cost of ageing. In addition, at a later stage it will be possible to tap into the budget surplus to some extent. However, that will not offer sufficient scope to cover all the fiscal costs of ageing, so that it will also be absolutely essential to take measures to reduce those costs themselves. The pension reform implemented by the federal government is a significant step in that direction, but average working life needs to be further extended, taking account of life expectancy, specific career characteristics and labour force developments. That has two effects. A longer working life not only cuts the costs of ageing, but it also helps to maintain the labour supply, thus ensuring that ageing does not diminish the growth potential on top of the direct costs it entails. Such measures only produce their full effect in the longer term, but it is best to implement them as soon as possible so as to stifle any uncertainty over future prospects. Along the way, there may be additional scope for other policy initiatives, such as growth-generating investment in infrastructure, research and education, or efforts to enhance ecological durability.


    38. Under the sixth State reform which takes effect on 1 July 2014, the powers of the Communities and Regions will be extended by more than a third in budgetary terms, giving them freedom of action in important socio-economic spheres such as child allowances, certain aspects of health and personal care, elements of employment policy and fiscal expenditure relating to housing, service vouchers and energy-saving investment. In addition, the new Finance Act gives the Regions more fiscal autonomy. The reform must be seized as an opportunity for tailoring the policy more closely to the specific needs of the various Communities and Regions. That could create new levers for increasing efficiency and providing stronger support for the economy’s growth potential. At the same time, it is necessary to ensure that the policy initiatives taken at the various levels are mutually consistent and do not result in more complex legislation and additional administrative burdens, because those two factors impede entrepreneurship and job creation. There will be a need for closer consultation and specific cooperation agreements between the various government entities.


    39. The new Finance Act also promotes a balanced allocation of the available resources between the federal government  which will bear most of the costs of ageing  and the Communities and Regions. Nevertheless, all levels of power in Belgium need to contribute towards restoring sound public finances. That requires cooperation agreements with clear and binding budget targets for each entity, as requested incidentally by the Ecofin Council in June 2013. At present, such agreements only exist for 2013 and 2014. The agreement concluded in December 2013 between the federal government and the Communities and Regions enshrines the principle of a balanced budget, in accordance with the European Fiscal Compact. It also stipulates that, for the updating of the stability programme and on the basis of a recommendation by the High Council of Finance, the annual budget targets in nominal and structural terms are to be allocated among the various levels of government. That allocation must conform to the medium-term objective or the corresponding adjustment path, and requires the approval of the Consultative Committee between the federal government and the governments of the Communities and Regions.


    40. A watchful eye on the composition of the budgetary adjustment is crucial for maximising synergy with higher growth potential and, hence, lessening the adjustment required. The government’s primary expenditure has now risen to 51 % of GDP. Controlling expenditure by improving the quality and efficiency of government intervention at all policy levels will thus be a major task. In addition, choices may be influenced by the contribution that the various types of expenditure make towards promoting growth potential, sustainable development of the economy and the attenuation of social inequality. From this point of view, money spent on encouraging labour participation is very effective, because work does not only support the economy, it also offers the best guarantee against poverty and social exclusion. Moreover, public investment and public spending on research  where Belgium lags behind other countries  must be safeguarded and, if possible, actually stimulated because they benefit growth potential.


    41. Since the fiscal pressure is already significant, there is little scope for increasing it further, although every effort must be made to ensure that taxes are duly collected and to prevent tax and benefit fraud. It would actually be appropriate to reduce the particularly high tax on labour incomes, because they are the main reason why labour costs in Belgium are higher than in neighbouring countries, threatening competitiveness, job creation and activity, even in sectors not exposed to foreign competition. That is precisely why, in the Pact for Competitiveness and Employment, the federal government planned three reductions in charges for 2015, 2017 and 2019, each amounting to € 450million or 0.3 % of the wage bill.


    42. Reductions in charges on labour can be financed not only by cutting expenditure but also perhaps by tapping other revenue sources such as indirect taxes, environment taxes, or taxes on property incomes. In line with the analysis conducted by the Bank and the Federal Planning Bureau in 2011 concerning alternative sources of finance for social security, in order to lay the foundations for a tax reform conducive to growth and employment, there is a need for detailed research into the effect of both the various levies and the numerous tax exemptions that companies and individuals can claim. Considered from that angle, the reduction in VAT from April 2014 on private consumption of electricity  also an element of the Pact for Competitiveness and Employment  is atypical. Even though that reduction delays indexation, from a long-term perspective it is advisable to transfer the burden from labour to other levies. Moreover, a broad tax reform should preferably also simplify the tax system, making it easier to combat tax evasion.


    43. However, fiscal policy alone cannot carry the whole burden of the adjustment, but needs the support of sufficiently vigorous economic development. In addition, the budgetary choices are not the only lever for dynamising the economy. The low level of potential growth in Belgium, due largely to the meagre contribution from total factor productivity, therefore highlights the urgent need for reforms in many other spheres in order to boost that growth potential and strengthen the basis of social protection.


    44. Moreover, in a small, open economy, prosperity is fundamentally dependent on competitiveness. The ability of firms to secure their place in global value chains is an important catalyst in that respect because it gives access to fast growing markets, even for firms that are not directly engaged in exporting or have no presence in those specific markets. Belgium’s central location in Europe and the existing port infrastructure are two key advantages here. Moreover, such integration into the global production chains implies that competitiveness is a broad concept that extends beyond the export sector and also concerns all suppliers in the export chain, who quite often operate in the service sector. Furthermore, competitiveness is multipolar. It is naturally connected with costs, but also with the quality of the institutions, the production factors and the goods and services offered. Tackling the existing weaknesses in each of these areas offers numerous opportunities for generating more growth and employment in the future.


    45. As for price and cost competitiveness, Belgium has proved vulnerable in various respects over recent years. First, inflation here has responded more noticeably to commodity price fluctuations than in neighbouring countries. The reform of gas and electricity pricing triggered by the federal government’s measures reduces the risk of that happening again ; however, the danger has not gone away altogether. In addition, Belgium’s production is highly energy-intensive, and that is especially true of its exports. A substantial competitive handicap has also accumulated in regard to labour costs. Excluding wage subsidies, the hourly labour cost gap which has developed since 1996 in relation to the average of the three neighbouring countries stood at 4.8 % in 2013. Productivity has also lagged behind that in the three neighbouring countries, so that the gap in terms of unit labour costs is actually over 12 %. This situation is due to a handicap in relation to Germany, whereas a competitive advantage accrued in relation to the Netherlands between 1996 and 2013. Furthermore, the disparities apparent in that respect between sectors and firms show that wage-setting is insufficiently geared to productivity.


    46. The further implementation in 2014 of the wage moderation decided in 2012 and the measures under the Pact for Competitiveness and Employment could result in a gradual narrowing of the wage gap. The government estimates the total impact at 2.96 percentage points by 2019, but a small part of this effort is already reflected in labour cost developments in 2013. It is absolutely essential to maintain control over labour costs in Belgium, as those measures will only have a favourable impact on competitiveness and employment if they are not used as extra scope for increasing gross wages. From that point of view, it is also inadvisable, when determining the wage gap, to deduct service vouchers and wage subsidies aimed at promoting employment in non-market sectors. The impact of subsidies on the wage gap must be assessed by the government in consultation with the social partners. Even though indexation is a source of wage moderation in periods of declining inflation, it may under certain circumstances lead to a further widening of the wage gap and jeopardise the efforts already made. It also reduces the scope available for wage differentiation. Moreover, experience has shown in recent years that indexation makes it harder to eliminate a wage handicap because, in practice, only real negotiated wage increases or measures entailing a budgetary cost provide scope for that purpose, and that scope is also limited. These elements must be taken into account in any cost-benefit analysis of indexation. To keep wage costs more in line with productivity, safeguard competitiveness and promote employment, it is necessary to reflect on wage-setting procedures.


    47. In the short term, cost control is vital for smooth integration into the global economy. However, in the longer term, that integration depends on the ability to innovate ; businesses therefore bear a significant responsibility. Boosting productivity gains in that way and using product differentiation to secure a place in high-value-added niche markets (which are often less price-sensitive) creates lasting scope for real income growth. The position of its own production segment in the value chain plays a crucial role here. The closer that segment to the end user, the greater the value creation appears to be. Belgium still specialises too little in such segments, making the country more vulnerable in the event of a rise in labour costs or commodity prices. Thus, in recent years, some branches of industry have faced substantial differences in energy commodity costs compared to firms in North America. Moreover, since value creation consists largely of the provision of services  ranging from product development and design to distribution, marketing and sales , those segments also offer significant growth opportunities, as do creative projects responding to the new needs connected with population ageing or the quest for greater ecological sustainability.


    48. To create a dynamic economy it is absolutely vital to invest in R&D. In Belgium, government funding for that type of investment is inadequate, while at corporate level this investment is too heavily concentrated in certain branches of activity, or even in a few companies.

    Overall,that investment needs to increase in order to meet the 3 % target set under the Europe 2020 strategy. Furthermore, innovation concentrates primarily on improving production processes or designing variants of existing products, thus focusing too little on genuine inventiveness. There is a need for more networks between producers and research centres, and entrepreneurship has to be encouraged and supported by a modern, efficient public administration. In addition, entrepreneurs need ready access to finance for their new projects, and the support of an efficient, stable system of financial intermediation


    49. A dynamic knowledge economy also needs a sufficient supply of high-quality labour. Though the crisis is currently depressing demand for labour, that does not imply a need for less labour in the future  certainly not in view of the progress of ageing. However, for certain risk groups, particularly low-skilled young people, there is a danger that a lengthy period of unemployment may cause them to give up altogether. It is also noticeable that, even today, a number of segments face a labour shortage. Investing in training, support and activation for job-seekers is therefore a priority, and a supplement to the increased responsibility which was the aim of the unemployment benefit reform. For some young people, temporary contracts and agency work are an appropriate route into the labour market, yet care must be taken to ensure that the weakest among them do not end up getting stuck in a protracted series of such contracts. Specific attention also needs to focus on integrating people of foreign origin into the labour market. To prevent any further widening of the gap between insiders and outsiders, the process of organising the labour market and setting wages needs to accord greater importance to enhancing job opportunities for the unemployed, especially for the weakest among them. Their under-employment does not only imply substantial economic costs, it is also a significant source of social exclusion. The quality of education is another crucial factor. In its latest PISA survey, the OECD confirms, for the French Community, the challenge of augmenting the average quality, but it also points to very sizeable divergences in the results for the two large Communities. Social origins are clearly a decisive factor, whereas education should specifically aim at equal opportunities for all. It is vital to offer specific assistance to reduce the number of young people leaving school without sufficient qualifications. In many cases, alternate training schemes, notably through vocational training contracts, ease the passage from school to working life. Society needs to attach more value to technical and vocational training. Harmonising the status of blue-collar and white-collar workers could contribute towards that, and would also benefit job mobility. Facilitating and encouraging worker mobility remains an essential objective. Creation of new businesses and jobs rather than protection of existing ones without potential is the driving force behind economic progress. Lifelong learning must become the norm, so that workers can keep up with rapid technological innovation and adjustments in working processes. The pension reform is a first, essential step in coping with the implications of ageing for the labour supply, but a further extension to working life is necessary.


    50. Combining a growth dynamic based on innovation with appropriate wage-setting and an improvement in both the quantity and the quality of the labour supply is the only way to create sufficient jobs to achieve a 6 percentage point increase in the employment rate by 2020 and thus attain the 73.2 % target set by the Europe 2020 strategy. Complementarity is essential : a one-sided focus on just a few spheres of action will not be enough.


    The stability of the Belgian financial system


    51. Although the crisis in the financial sector brought the pace of long-term growth to an abrupt halt, it still has a very important role to play in fostering the economy’s development potential. The restructuring and tightening of regulatory requirements necessary to ensure the financial stability of this sector are therefore accompanied by a wider debate concerning the actual conditions for the conduct of financial activities, with the aim of reconciling business strategies, prudential motivations and society’s choices. In Belgium, in view of the dominant role of banks and insurance companies in financial intermediation, the debate centres mainly on the ways in which these two main categories of institutions raise funds and provide finance.


    52. The high savings ratio of Belgian households is a definite advantage for the financial sector. In recent years, individuals have tended to invest in the form of savings deposits exempt from withholding tax. That concentration is one factor increasing the liquidity of credit institutions, but it does have its drawbacks both for the financial system and for other economic agents. The shift towards a single product limits the scope for Belgian banks to diversify their product range in order to face up to the competition from foreign banks that take advantage of the favourable tax status of savings deposits to collect resources in Belgium which may go to fund activities on other markets. It also implies interest rate or liquidity risks which could suddenly materialise in the event of a change in individuals’ preferences or in the interest rate structure. Moreover, the preferential tax arrangements for one type of asset create a bias in the mix of financial assets which could affect long-term precautionary savings intended to supplement the statutory pension. The large bancassurance groups may internalise part of this discrimination between financial investment categories by reorienting their customers away from life insurance products to savings deposits.


    53. The debate is not confined to the savings structure but also concerns the financing of the economy. Banks are currently almost the only providers of mortgage loans for households and credit for the many small and medium-sized enterprises in Belgium. That strong market position secures a regular source of income for Belgian credit institutions. It also offers undeniable advantages in risk management : their good knowledge of the borrowers, often combined with the provision of sound guarantees, explains the low level of losses on this business in the past.


    54. However, liquidity constraints exacerbated by the financial crisis are causing banks to prefer assets which can be mobilised quickly. In the case of housing loans, that need can be met by issuing mortgage-backed bank bonds, made possible by the introduction of a specific legal framework in Belgium, while banks can contribute towards financing public authorities without reducing their liquidity since sovereign debt instruments are actively traded on the secondary markets. Conversely, the banks’ desire not to tie up their assets is an impediment to long-term financing for businesses. This might be resolved by rebalancing the taxation of income from movable property in favour of long-term savings, or by measures to diversify financial circuits.


    55. The total debt ratio of households in Belgium is still below the EU average, although the gap is closing. That overall picture nevertheless conceals very different individual positions. The Bank therefore conducted a more detailed examination of the risks inherent in the banks’ loan portfolios, thus anticipating the ECB’s general banking sector assessment process.


    56. In the case of housing loans, this analysis showed that, within a generally conservative portfolio, there is a significant proportion  varying from one bank to another  of mortgage loans combining multiple high-risk factors. Caution is all the more necessary since the capital buffers calibrated by the banks with reference to a period with no mortgage crisis have proved to be far smaller than those established in most other European countries. The Bank therefore decided to increase the risk-weighting coefficients of the internal models used for mortgage loans.


    57. Business loan criteria are harder to standardise but, in contrast, direct comparisons between the risk parameters applied by different lenders are easier in that firms often have relations with more than one bank. The ongoing work at the Bank, based in particular on the new data from the Central Corporate Credit Register, is uncovering sometimes substantial divergences in the calibration of the same risk by different banks.


    58. The specific way in which financial resources are collected and allocated in Belgium is one of the factors determining whether financial institutions can record recurrent profits. Thebusiness climate, with weak growth and low interest rates, is another factor which, in addition, encourages fiercer competition and makes it difficult for the large financial institutions to implement their business plans. The Bank keeps a close eye on these individual strategies for adapting to environmental changes because they often have implications for risk-taking. This is no longer the time for major expansion into foreign markets or large-scale extension of the product range ; instead, rigorous cost control, more systematic pricing of the services offered and better differentiation in the ranking of debit and credit interest rates are the order of the day.


    59. In recent years, the protracted downward trend in interest rates made it easier to adjust, enabling financial institutions to record substantial gains on their securities portfolios. However, that source of income looks likely to dry up, as rates have fallen to an all-time low. While low interest rates favour economic activity and the liquidity management of the financial system, they put pressure on some of the main components of the profitability of banks and insurance companies. Banks now gain hardly anything from the advantage of access to unremunerated sight deposits, while insurance companies have difficulty in garnering the income needed to honour the guaranteed yields for life insurance policy-holders. As a result, some financial institutions feel obliged to seek assets offering higher yields, but also entailing higher risks, and some credit institutions want to enhance their interest rate margin by lengthening maturity transformations. Financial institutions must ensure proper control over these credit and interest rate positions, while the prudential authorities have to verify the criteria applicable to lending or asset acquisition. Those authorities must also check that insurance companies regularly adjust the guaranteed yields for policy-holders in line with market conditions.


    60. While risks are inherent in intermediation activity, there is a need to ensure that the banks do not multiply the risks by taking positions on their own account. The crisis demonstrated that the additional income obtained from such operations is extremely volatile and may turn into heavy losses if the markets go into reverse. The government intervention occasioned by those losses prompted a number of countries to embark on structural reform to separate traditional deposit banking activities from riskier investment banking business. The intention is clear, but the practicalities are complex, which accounts for the almost universal delays in actually implementing the reform. If the split is too radical, it will impede recourse to certain instruments for the management of banking risks, or be detrimental to corporate customers wishing to use derivatives to provide cover on favourable terms, or governments wanting to rely on market makers to stimulate the secondary market in their debt. The Belgian legislation has satisfied these aims. On the one hand, additional capital requirements apply once total trading activities exceed a certain threshold. On the other hand, trading for own account is banned in principle, except for a small margin to take account of the grey areas which exist in practice between own-account positions and positions relating to risk management or to the bank’s role as an intermediary supporting economic activity.


    61. The structural reform has become the emblem of the new banking law, but the latter is much broader in scope. Its primary aim is to transpose into Belgian law the new European Directive on access to the activity of credit institutions and on prudential supervision of credit institutions, known as the Capital Requirements Directive (CRD IV), and the EU Regulation adopting in Community law the new prudential requirements of the Basel Committee, known as the Capital Requirements Regulation (CRR), while taking account of the implications of the creation of the SSM. The banking law also anticipates certain aspects of the Directive on the recovery and resolution of credit institutions. In addition, it aims to reinforce the supervision over credit institutions at the level of their statutory management body, via the structure of their operational organisation, and with the prior approval of the supervisor for any strategic decisions.


    62. The progress in the European harmonisation of the financial rules is not confined to banks. In the insurance sector, entry into force of the Solvency II Directive, amending the overall prudential supervision framework, has been postponed until 1 January 2016 because capital is too sensitive to the methods of valuing assets and liabilities at market prices. However, that has not stopped the implementation of a transitional phase already introducing a number of the Directive’s provisions on governance, risk management methods, and data transmission obligations. In the sphere of market infrastructures, the new EU Regulation on privately traded derivatives, central counterparties and registers, called the European Market Infrastructure Regulation (EMIR), increases the transparency and security of transactions in these derivatives by establishing central clearing obligations and introducing risk reduction techniques and compulsory transaction reporting. This measure will need to be backed by close supervision of these central counterparties in order to avoid any concentration risk in the event of failure of an institution of that type.


    63. These prudential measures under European and Belgian law are gradually completing the major financial law reforms initiated by the Financial Stability Board (FSB) shortly after the outbreak of the crisis and outlined by leading international bodies such as the IMF and the Basel Committee. At the same time, the prudential supervision architecture has also undergone fundamental changes both in Belgium  with the transfer of prudential responsibility to the Bank  and in the euro area, with the major European initiative centralising this function at the ECB.


    64. The new Belgian supervision structure was examined in depth in 2013 during the IMF’s assessment of the financial sector. The IMF found that considerable progress had been made in the consolidation of the Belgian financial system, reflected in the ability of the large institutions to withstand the economic or financial shock scenarios to which they were subjected by the IMF. The latter also stressed that Belgium achieves a high degree of compliance with good international practices relating to the supervision of banks and insurance companies. It drew attention to the improvement in risk monitoring, which has become more systematic with greater focus on priorities, but also stressed the need for further progress. The IMF issued a series of other recommendations which have been or are being implemented, notably via the new banking law. They concerned the introduction of institutional provisions to establish a coordination structure with the FSMA and to designate macroprudential and resolution authorities, the development of technical expertise in the validation of internal risk management models, the conduct of stress tests and the supervision of conglomerates, and finally, the operational supervision arrangements. The latter need to be consolidated via closer interaction with auditors, regular individual contact with the senior management of the leading financial institutions, and more formalised inspection procedures.


    65. Some of these new provisions will need to be adapted following the creation of the SSM. However, they can already be used in current banking supervision, for which the Bank is still responsible, and will continue to apply in the supervision of small institutions for which the national authorities will retain primary responsibility. The competences recently developed also mean that the specific features of the Belgian financial system can be properly reflected in the preparations and operational choices concerning the entry into force of the SSM.


    66. During this transitional period, the Bank will need to mobilise substantial resources, plus the support of external experts. It will also retain important functions once prudential supervision has been transferred to the ECB. On the one hand, the supervisors of the home and host countries of the main subsidiaries of large banking groups under the SSM will have a key role to play in the multinational teams supervising those groups. On the other hand, large parts of the prudential supervision, particularly all supervision of insurance companies and the front-line supervision of the large payment and settlement infrastructures based in Belgium, will remain the responsibility of the Belgian authorities.


    4. Conclusion


    67. The advanced economies must take advantage of the fragile recovery that is emerging, to continue correcting their structural weaknesses, while it is for the monetary and prudential authorities to ensure price stability and financial stability. Only then can the hitherto cyclical upturn be converted into sustainable growth. The crisis has brought a steep rise in public debt ratios everywhere, making it an absolute priority to define clear and credible consolidation paths for the medium term. In addition, work is needed on structural reforms to enhance the economy’s growth potential and its ability to adapt.


    68. The Belgian economy is also timidly recovering, after coming through the crisis relatively well. Belgium is one of the few euro area countries where activity has already regained its pre-crisis level. In that respect, Belgium is doing better than France, and especially the Netherlands, but not as well as Germany. Nonetheless, the crisis has left its mark on the financial sector, production potential, employment and public finances. Moreover, the picture in terms of the current account and competitiveness indicates fragility. In the past two years, there have been steps to turn the tide. In a zero growth environment, the public deficit was cut from 3.7 % in 2011 to 2.7 % in 2013. Pension and labour market reforms have been launched, and measures have been taken to boost competition in the network industries and improve firms’ competitiveness. A new banking law will shape the reform of the financial sector.


    69. However, it is vital to continue down this road and intensify the efforts, otherwise the high standard of living and high degree of social protection will inevitably come under strain. There is no scope for losing precious time, certainly not in an environment where other countries are also introducing reforms. The period 2014-2016 must be used for structural consolidation of public finances in a manner conducive to growth, before the costs of ageing become fully apparent. Additional measures are also needed to control those costs. At the same time, the emphasis must be on product and labour market reforms, encouragement for entrepreneurship and the promotion of a stable and efficient system of financial intermediation, both as the route to innovation and productivity, and to ensure commensurate price and wage setting and job creation. That will generate sustainable growth which will ease the burden of fiscal adjustment and, by controlling the dependency ratio between the non-active and the active, will safeguard the basis of social protection. The aim must be to maximise returns in the medium term, rather than focusing on immediate results. The fact that structural measures take time to produce their full effects is no reason for failing to take them ; on the contrary, it should be an incentive for launching them as soon as possible. That will also produce benefits in the form of a speedier restoration of confidence. Consistency between the various spheres of action and in a federal country such as Belgium  between the various levels of power should be another crucial focus of attention. The challenges facing policy-makers are considerable, but if they are tackled promptly and consistently, they are not insurmountable. The need is greater than ever for a large-scale societal project geared to the future, supported by all elements of society and all levels of power.
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    1. Global economy and euro area


    With the easing of the sovereign debt crisis in the euro area, fluctuating expectations regarding the American monetary policy stance were the main factor influencing global financial market developments in 2013. The economic recovery which emerged in the advanced economies remained subdued, notably on account of the fiscal consolidation in the United States. Activity growth ran out of steam in the emerging economies, where it was affected both by the drying up of capital inflows and by cyclical factors, but also by a downward trend in their potential growth. In the euro area, GDP declined by 0.4 % in 2013, given its low level at the start of the year. The pace of the revival later during the year varied from one Member State to another, with the recession easing in the adjustment programme countries. The latter continued to correct the macroeconomic, fiscal and financial imbalances revealed by the financial crisis. The labour market situation deteriorated further in the euro area, and inflation slowed significantly, dropping to an annual average of 1.4 %. Against that backdrop, the ECB continued to offer the banks all the liquidity they needed in exchange for adequate collateral, in order to compensate for the enduring inequalities between countries regarding access to market finance for credit institutions. Faced with persistently sluggish economic activity, weak underlying pressure on prices and subdued monetary dynamics, the Governing Council decided to make two cuts in the interest rate on the main refinancing operations, in May and November respectively, reducing that rate to 0.25 %. It also introduced a forward guidance policy, announcing in July that it expected the ECB’s key rates to remain low for an extended period.


    1.1 Global economy


    Financial markets : easing of the euro area crisis and new volatility associated with the improvement in the economic outlook


    After the sovereign debt crisis in the euro area had unleashed severe financial tensions, which were fuelled by fears of possible euro reversibility if a Member State were to leave the euro area, and which reached their peak in the summer of 2012, the crisis continued to ease during the year under review. A renewed appetite for risk and attenuation of the systemic uncertainties bolstered the market in the advanced economies, maintaining the trend which had become increasingly clear in the second half of 2012. At the time, calm was gradually restored by the ECB’s announcement and introduction of outright monetary transactions (OMTs), and by other decisions adopted at European level, such as the single supervisory mechanism (SSM) for credit institutions, forming the first practical step towards the banking union.


    In a context of renewed confidence in finding a solution to the sovereign debt crisis in the euro area, the perception of the outlook for economic activity in the main regions and the resulting expectations regarding the economic policy stance increasingly dominated financial market developments. Fluctuating expectations concerning the American monetary policy stance had a particularly strong influence, not only in the United States but also in the euro area. Conversely, financial market developments in the emerging economies deviated significantly from those in the advanced economies, as any adjustments to injections of liquidity by the Federal Reserve might cause capital flows into the emerging economies to dry up. This divergence was evident against the backdrop of a general slackening of economic growth in those countries, while activity gradually picked up in the advanced economies, albeit to varying degrees.
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    In the advanced economies, the vigour of activity and demand proved slightly disappointing at the beginning of 2013, and that depressed financial market sentiment. However, there was an improvement from May onwards as the published indicators confirmed the strengthening of activity in the United States. The yield on long-term US government bonds rose sharply, partly as a result of the publication of favourable figures, but mainly because of the debate on phasing out the Federal Reserve’s securities purchase programme (tapering). In June, at the end of the Federal Open Market Committee (FOMC) meeting, the Chairman of the Federal Reserve confirmed that the pace of the securities purchases might be moderated if the economy continued to recover as expected. This signal, which implied that the provision of abundant and cheap liquidity by the Federal Reserve might come to an end, took market operators by surprise. Moreover, they began to allow for an earlier, steeper rise in the key interest rate. Thus, the yield on ten-year government bonds in the United States practically doubled between May and August, reaching around 3 % at the beginning of September, its highest rate for two years.


    The effects of the announcement of a possible tapering of securities purchases by the Federal Reserve were not confined to the United States. Indeed, the yield on long-term government bonds with an AAA rating also started rising in the euro area, despite the ECB Governing Council’s decision to cut its key interest rate by 25basis points at the beginning of May. This rise only came to a brief halt in July when the ECB Governing Council decided to give forward guidance on its key interest rates. Overall, the increase in yields was less marked in the euro area, so that the negative differential in relation to yields in the United States widened considerably.


    The increase in yields on long-term government bonds in the United States and in the euro area came to an end, at least temporarily, in mid-September, and those yields even dipped somewhat when the Federal Reserve’s decision to leave the volume of its securities purchases unchanged brought a considerable change in expectations of a steady attenuation of the accommodative monetary policy stance in the United States. However, in November, interest rates resumed their upward trend in the United States, as better-than-expected employment figures revived expectations of an impending reduction in quantitative easing. Subsequently, the American central bank decided in December to make the first cut in the amount of securities purchases from January 2014, while further cuts would follow during the year. Overall, the yield on ten-year US government bonds came to around 3 % at the end of December compared to 1.8 % at the beginning of the year under review. In the euro area, the yield on top-rated long-term bonds stabilised in November, following the ECB Governing Council’s decision to cut the key interest rate by 25 basis points, then began rising again in December.


    In Japan, as in the United States and the euro area, the yield on long-term government bonds initially dropped to a very low level during the first months of 2013, with the prospect of a renewed easing of monetary policy. In April, it displayed some volatility when the Bank of Japan made fundamental changes to its monetary policy framework, Subsequently, the yield on long-term government bonds rose steeply in May following an upward revision in inflation expectations, before starting to decline in July. Following a modest rebound in December, it came to 0.7 % at the end of the year, roughly matching its level at the beginning of 2013.


    Against the backdrop of waning uncertainty and a growing appetite for risk, the stock market indices of the advanced economies continued to climb strongly in 2013. That movement was more pronounced in the United States  where the indices reached record levels than in the euro area ; the volatility caused in the spring by the question mark over the US monetary policy stance had little impact on it. On the contrary, in the second half of the year, stock market sentiment was boosted by the forward guidance issued by the ECB Governing Council in July, and by the decision which the Federal Reserve took in September to leave the volume of its securities purchases unchanged. Since it confirmed the favourable market view of the American economic recovery, and since the American central bank had simultaneously indicated that the downward pressure on long-term interest rates and the accommodative financial conditions would be maintained for an extended period, the December announcement of the forthcoming reduction in securities purchases did not reverse the rise in stock market prices. In Japan, the stock market expansion was even more vigorous than in the United States and Europe, primarily during the first five months of the year. Prices there were initially supported by the announcement of new monetary policy measures, and later by favourable market expectations regarding the growth outlook, measures to combat deflation, and the rapid depreciation of the yen, with the corollary of the upward revision of export sector profit forecasts. In all, Japanese stock markets gained around 60 % during 2013.


    The favourable financial market situation in the advanced economies in 2013 did not prevent occasional nervousness, often due to country-specific factors. In the United States, markets reacted to the waves of uncertainty triggered by the deadlock resulting from the budgetary procedures. In the euro area, spreads between government bond yields in countries where the crisis had revealed vulnerabilities, on the one hand, and Germany on the other, continued to narrow during the year under review. However, the negotiations concerning the financial assistance programme for Cyprus, and the announcement of the agreement concluded in April, temporarily halted the reduction in these differentials in view of fears over the potential implications for other countries of this agreement or of similar deals. The Federal Reserve’s announcement of a possible slackening of the pace of its securities purchases likewise prompted a temporary widening of the spreads owing to the heightened volatility on financial markets. Subsequently, spreads in relation to the German Bund nevertheless continued to diminish overall. Conversely, yields on government securities in Portugal reached a new peak in July, owing to the political crisis ; it then took some time before the Portuguese yield differential resumed the downward trend. Overall, spillover effects within the euro area were fairly modest and short-lived during the year under review.
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    With improving investor sentiment in relation to the euro area in 2013, the euro continued the appreciation which had begun in mid-2012. It thus partly made up for the depreciation which had occurred during the sovereign debt crisis. Its external value fluctuated according to changing market expectations regarding the outlook for the euro area compared to other major advanced economies, and changes in interest rate expectations and uncertainty over economic policy outside the euro area. Overall, the nominal effective exchange rate of the euro at the end of the year was around 5 % above its level a year earlier. The euro appreciated by 4.5 % against the US dollar and 27 % against the Japanese yen, the latter rise being linked to the depreciation of the Japanese currency which had begun in mid-2012.


    Conversely, financial markets in the emerging countries displayed a very different picture from those in the advanced economies. Thus, stock markets there began falling from the beginning of the year under review, while growth already appeared to be slowing. The announcement of a possible adjustment to the injection of liquidity in the United States exerted severe pressure on emerging market assets when investors scaled down their positions, thus triggering a capital flight. Stock markets therefore plummeted, and spreads between yields on the government securities of emerging countries and those of the US Treasury widened considerably in mid-2013, although they were still only half as large as during the 2008 financial crisis. At the same time, the exchange rates of the currencies of the main emerging countries were down sharply against the US dollar, with the exception of the Chinese renminbi, which maintained its gradual rise. Overall, it was the currencies of the countries with the weakest fundamentals and a substantial need for external funding that lost the most ground, such as Brazil, India, Indonesia, Turkey and South Africa. From September, there were signs of some recovery on the asset markets of emerging countries, and their exchange rates picked up with the publication of more encouraging figures for the Chinese economy and ebbing uncertainty over a possible reduction in liquidity injections by the Federal Reserve.


    Commodities and international trade affected by the slowdown in the emerging economies


    Since the emerging economies have been key players in demand for commodities and world trade over recent decades, their growth slowdown was bound to have an impact for both. According to the HWWI index, commodity prices expressed in dollars declined by an average of 2 % in 2013, thus maintaining the downward trend which had started in the spring of 2011.


    The fall in commodity prices was fairly widespread, but varied in scale according to the commodity in question. On average, the largest price falls concerned non-energy commodities, and more especially food commodities, which were down by 10.9 %. This decline in prices began in the autumn of 2012 and persisted throughout the year under review, the main factor being better harvests. Industrial commodity prices, which are more sensitive to the business cycle, were down by 2.7 % on average against 2012, reflecting the movement in economic activity and prospects, primarily in the emerging countries.
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    Prices of energy commodities fell by an average of 1.4 %, with prices of Brent crude down by 2.7 %. After being bolstered temporarily in February by adverse weather conditions in the northern hemisphere, prices rose significantly from June onwards owing to the heightened geopolitical uncertainty over the situation in North Africa and the Middle East. They thus reached $ 116 per barrel at the beginning of September. The agreement on the destruction of Syria’s chemical weapons under United Nations surveillance and the rapprochement between Iran and the United States then eased the tensions somewhat, so that the price subsided to around $ 111. As in previous years, other key energy commodities exhibited a varying pattern. This uncoupling is due partly to the increase in the production of unconventional oil and natural gas in the United States. This factor weakened the historical links between prices of various types of energy commodities, especially as price-setting of natural gas was uncoupled from that of oil in a number of regions.
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    Growth of international trade in goods and services was still modest in 2013, at 2.7 %, the same rate as in 2012. The upsurge in international trade in goods at the end of 2012 continued in the first quarter, driven by the emerging countries. During the next quarter, that growth slowed sharply following the temporary dip in trade in those countries. At the same time, the international trade of the advanced countries gathered momentum, regaining from the summer a level comparable to that prevailing before the outbreak of the financial crisis. In the third quarter, that effect was combined with a revival in international trade in the emerging economies. Consequently, in October despite the slowdown apparent in general in 2013 the trade volume of those countries was about 40% above its pre-crisis level.


    The muted dynamism of international trade in goods in recent years in any case reflects the sluggishness of economic growth. Furthermore since mid-2011, the elasticity of international trade i.e. the growth of international trade in relation to activity growth has remained fairly weak by historical standards. In fact, that elasticity has been barely 1, whereas in the past it was twice that figure, on average. This decline could be due in particular to the limited demand for consumer durables and investment goods in the advanced countries, since these expenditure components have a relatively high import content. More difficult access to trade finance and the strengthening of trade barriers could also have played a role, albeit a minor one. Apart from these cyclical factors, it is possible that other, more structural determinants are also at work here, such as a slowing of the rate of expansion of economic activity and trade in the emerging economies. Thus, the average annual growth rate of foreign trade in those countries dropped from 12 % during the five years preceding the global recession to 4.5 % in 2012-2013.
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    Modest growth of global activity and rebalancing between advanced and emerging economies


    Worldwide, GDP grew by 3 % in 2013, which was slightly less than in the previous year and considerably below the 2011 figure. The improvement in the economic climate was barely reflected in the average year-on-year growth in the advanced economies, either because the improvement came too late or was too hesitant, or because it was cancelled out by the effects of fiscal consolidation or structural adjustments. In particular, contrary to what was seen in the other leading economies, activity in the euro area contracted again on average in 2013, although the decline was rather less steep.


    United States


    As in the previous year, the US economy continued to show signs of robustness in 2013, supported by a still very accommodative monetary policy, favourable financing conditions and steady progress in the correction of a number of structural imbalances which had previously hampered growth. However, that dynamism was considerably impeded by the fiscal policy and by the uncertainty which it caused.


    Thus, the average annual GDP growth dropped to 1.9 %, which is well below the figure of 2.8 % seen in 2012. That sharp deceleration is due largely to the low starting point, attributable to stagnating activity at the end of 2012, while quarter-on-quarter growth gathered pace during the year to reach 1 % in the third quarter of 2013. The expansion of activity was driven by the traditional engines of final private domestic demand, and in particular by household consumption expenditure and investment in housing. Conversely, the contribution of government spending was negative, at 0.4percentage point.


    Households’ consumption expenditure was buttressed by the further rise in their net wealth, derived mainly from the surge in stock markets and house prices during the past year. The improvement in the situation and outlook on the labour market likewise helped to strengthen private consumption, as employment continued to rise and unemployment declined to 6.7 % in December, though that is still considerably above the pre-crisis level. It is possible that the fall in unemployment overstates the improvement in the labour market, notably because the participation rate has fallen, partly as a result of cyclical factors. Despite the progress on the labour market, the increase in household disposable income remained very modest, as the rise in net labour incomes was largely restrained by the increase in fiscal pressure at the beginning of the year.
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    Investment in housing was the second major factor driving growth during the year under review. It was supported amongst others by the persistently low interest rates, despite the rise which had begun in the spring. The prospect of a continuing rise in residential property prices and the increase in the number of households also stimulated house building. Business investment likewise continued to support economic expansion, but to a much lesser extent than in 2012. Following the strong growth in the two preceding years, fuelled partly by a backlog of demand for commercial premises and equipment goods following the great recession, business investment growth slowed sharply, one contributory factor being uncertainty over the impact of government policy on the economic outlook.


    During the year under review, public spending was the main brake on economic growth. Apart from the direct effect of public consumption or public investment expenditure on activity, the short-term negative impact of fiscal policy was reinforced by the aforementioned rise in fiscal pressure, but also by the adverse repercussions on business and household confidence resulting from the uncertainty surrounding that policy for much of 2013. At the beginning of the year, the agreement concluded between the Obama administration and Congress, the American Tax Relief Act, did permit a significant reduction in the fiscal tightening which by law was to take effect automatically at the beginning of 2013 (the “fiscal cliff”). In addition, the decision to cut a number of public spending items was delayed until the beginning of March. However, in the end, it was not possible to come to any arrangement on that date, so this expenditure was subject to severe, systematic and across-the-board cuts until the 2021 fiscal year (“sequester”). After the summer, fiscal policy again took centre stage. At the end of September, the American Congress was unable to reach a consensus on the renewal of the federal government’s “spending authority”, enabling it to make certain discretionary expenditure. As a result, some non-essential federal services had to close for the first time since 1996 (“government shutdown”). In addition, it was necessary to raise the ceiling on the federal debt by 17October. In the end, agreement was reached in extremis, so that this limit was suspended until 7February 2014. At the same time, the federal government’s spending authority was extended until 15January 2014. That decision ended the shutdown of public services. Finally, in mid-December, an agreement was concluded on the budget for 2014 and 2015. The tightening of fiscal policy and the improvement in the economic climate brought a significant reduction in thepublic deficit during the year under review, namely from 9.3 to 6.5 % of GDP. However, the public debt continued to rise, reaching 104.1 % of GDP.


    In view of the particularly negative impact of fiscal policy on growth, the Federal Reserve continued to pursue a very accommodative monetary policy throughout the year under review. Thus, its key interest rate remained within the 0 to 0.25 % range prevailing since the end of 2008. It also confirmed its intention to maintain the rate at this exceptionally low level, at least so long as unemployment remained above 6.5 % and provided inflation expectations remained firmly anchored. At the end of itsDecember meeting, the Federal Reserve made it clear that the key rate would probably be held at its then prevailing low level for some time after unemployment had fallen below 6.5 %. The main change in monetary policy during the year under review was that the focus of the forward guidance shifted to the securities purchase programme, for which the monthly amount had been set at $ 85billion since the end of 2012. During May, FedChairman BenBernanke intimated at a question-and-answer session that the monthly amount of bond purchases might be revised downwards at one of the forthcoming FOMC meetings if the labour market situation continued to improve in a context of stable inflation. That message was particularly important for the financial markets, reminding them that the Federal Reserve could terminate its particularly accommodative policy. At the end of the June FOMC meeting, Mr Bernanke gave more specific indications of the possible phasing out of the securities purchase programme. According to the suggested scenario, those purchases could be scaled down from the end of 2013, before being suspended in mid-2014, though this path could be adjusted up or down according to economic and financial circumstances. After having left the amount of the purchases unchanged for three consecutive meetings, the American central bank decided at the December FOMC meeting to reduce it to $ 75 billion per month from January 2014, in view of the improvement in the labour market situation. It also announced that the amount would be further reduced during the year.


    United Kingdom


    In 2013, with GDP growth of 1.3 %, the United Kingdom saw a stronger-than-expected recovery which is increasingly becoming self-sustaining. Nevertheless, in the third quarter, GDP was still 2 % below the level prevailing before the start of the great recession.


    The expansion of economic activity gradually gathered momentum during the year, and became more broadly based. Supported by the marked improvement in the employment situation since 2012, by the growth of household wealth  driven by the rise in share prices and property prices and by the easing of credit conditions, household consumption expenditure was the main engine of GDP growth as it had been in 2012, despite the limited rise in real disposable income. Growth was also underpinned by a revival in investment in housing triggered by government decisions. Key factors here were the Funding for Lending programme introduced in 2012 on the initiative of the Bank of England and the Treasury, and the Help to Buy programme launched by the government. As fears emerged of potential rapid overheating of the property market, the Bank of England and the Treasury decided to terminate the financing of mortgage loans via the Funding for Lending programme from February 2014. Finally, the strengthening of GDP was also stimulated by a positive contribution from stock-building and, in contrast to 2012, from net exports of goods and services.


    In August, after the government had adjusted its mandate accordingly in the spring, the Bank of England further eased its already very accommodative policy, characterised by a particularly low key interest rate of 0.5 % and a large portfolio of securities, by introducing conditional forward guidance. As a result, there would be no rise in the key interest rate and no reduction in the volume of the portfolio of securities purchased on the market so long as the unemployment rate remains above 7 % and provided a range of conditions relating to price stability and financial stability are met. By this means, the Bank of England indicated that it would not tighten its monetary policy unless the economic recovery had taken hold sufficiently to become self-sustaining. In regard to fiscal policy, the government maintained the medium-term fiscal consolidation plan devised in 2010. However, the public sector borrowing requirement increased from 6.1 to 6.4 % of GDP, as the transfer of the Royal Mail pension fund to the government sector in 2012 had temporarily flattered the budget balance in that year. The public debt continued to grow, reaching 94.3 % of GDP.


    Japan


    After the volatility of recent years, 2013 brought a recovery due to government measures so that the Japanese economy grew by 1.7 %. At the end of the third quarter, however, GDP had still not exceeded the level attained before the great recession.


    [image: 34615.png]


    The recovery was supported by domestic demand, particularly private consumption, which benefited from the surge in share prices and a labour market revival. Public investment was also a significant engine of growth, driven by the government’s new expansionary policy. Whereas quarterly GDP growth had been highly volatile in the two preceding years, frequently dipping into negative territory, the first two quarters of the year brought vigorous growth averaging 1 %. However, that dropped to 0.3 % in the third quarter, owing to the extremely negative contribution of net exports. Stimulated partly by the depreciation of the yen plus the strengthening of activity and the announced monetary policy stance, average annual inflation became positive again for the first time since 2008. In November 2013, overall inflation stood at 1.5 %, with underlying inflation at 1.2 %.


    The expansion of the Japanese economy was fuelled mainly by a set of measures which the government, headed by Prime Minister Abe, announced from the beginning of the year. These measures, known as “Abenomics”, aimed at ending a long period of deflation and providing permanent support for economic growth ; they are based on three pillars. The first is a policy of short-term fiscal stimulus. From the start of the year under review, a recovery package equivalent to 2 % of GDP was announced for the period 2013-2014, supplemented by further measures amounting to 1.1 % of GDP in September, to offset the April 2014 increase in VAT from 5 to 8 %. During the year under review, the government’s budget deficit continued to rise from 9.5 to 10 % of GDP, notably on account of these fiscal recovery measures. The public debt increased further, reaching 227.2 % of GDP. In the medium term, the Japanese government has confirmed that it will pursue the aim of reducing the primary deficit to half its 2010 level by the 2015 fiscal year and producing a surplus by 2020. However, additional measures will probably be needed in the coming years to guarantee the medium-term sustainability of public finances. The second pillar comprises a very accommodative monetary policy. In April, the Bank of Japan decided on a drastic expansion of its liquidity provision in order to combat deflation, hoping to achieve 2 % inflation within two years by both quantitative and qualitative monetary easing. For that purpose, it will double the monetary base over that period, essentially by purchasing public sector bonds. The third pillar consists of structural reforms aimed at boosting economic growth in the medium term. A package of measures had already been announced in the summer, but additional provisions will be needed to improve the operation of the markets and provide permanent reinforcement for the economy’s growth potential.
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    Emerging economies


    The slower growth of global GDP in 2013 is largely attributable to the fairly widespread slowdown in the emerging economies. Since 2012, their growth has weakened following the phasing out of the stimulus measures and as a result of sluggish external demand. The latter initially reflected the weak demand for imports in the advanced economies, and especially the euro area, which the debt crisis had plunged back into recession. More recently, however, it was mainly the deceleration of growth in a number of large emerging economies that has produced negative spillover effects. Moreover, financing conditions became tighter in the emerging economies after the American central bank had announced its intention to limit its purchases of securities. As already mentioned, that news led to higher financing costs, exchange rate depreciation and capital outflows, primarily in the emerging economies suffering from weak fundamentals  such as serious current account deficits, high inflation or heavy dependence on inward portfolio investment. Apart from these largely cyclical factors, many emerging economies also saw their potential growth decline (see Box 1).


    Although emerging Asia was still the region with the highest growth rates, an average GDP growth rate of 6.5 % in 2013 nevertheless represents a sharp reduction compared to the pre-crisis period. Growth has suffered mainly from the increased volatility in capital flows and anaemic foreign demand. More particularly, the less dynamic demand from China has produced negative spillover effects in the rest of Asia owing to the increased fragmentation of regional production chains and the intensification of intra-regional trade relations. At 2.6 %, growth in Latin America and the Caribbean slowed further, owing largely to structural bottlenecks and a decline in prices of commodities for which some countries in that region are major exporters. Likewise, the decline in growth which had begun in 2012 in the oil-exporting countries persisted, mainly as a result of the fall in oil production prompted by hesitant foreign demand and domestic supply disruptions. In contrast, the Central and East European countries saw their growth rise to 2.5 % in 2013, thanks to relaxation of their monetary policy, improved access to external financing and the slow economic recovery in some major euro area trading partners.


    In China, GDP growth remained stable compared to 2012, at 7.7 %. In the first half of 2013, economic activity was less dynamic, partly owing to the temporary weakness of investment at the start of the year. However, the subsequent investment rebound was not enough to offset the decline in net exports and moderate consumption. In the second half of the year, growth picked up slightly, notably as a result of the launch of a mini stimulus programme in July, and consumption also strengthened a little. The property market enjoyed significant price rises, concentrated mainly in the large cities.


    In order to support growth, the Chinese central bank pursued an accommodative monetary policy in the first half of 2013. Inflation remained well below the 3.5 % target. The very strong credit expansion and quality of lending nevertheless continued to give cause for concern, with finance increasingly coming from the shadow banking sector. That situation prompted the Chinese central bank to send a warning signal to the markets by engineering a liquidity squeeze in June. Consequently, interbank interest rates briefly spiked above 10% before reverting to their previous levels of around 4 %. Since then, the growth of credit has also weakened. In addition, the People’s Bank of China has made progress towards liberalising market interest rates, since in July it abolished the lower limit on lending rates. However, it maintained the upper limit on deposit rates.


    Thanks to restrained public spending and an increase in tax revenues following the upturn in economic activity during the year, the central government budget deficit, at 2.5 % of GDP, remained close to the 2012 figure. The public debt contracted by around 3percentage points compared to 2012, dropping to 22.9 % of GDP.


    1.2 The economy in the euro area and its Member States


    The recession gives way to a modest, fragile recovery of activity in the euro area


    After a protracted recession lasting six quarters, activity in the euro area finally picked up during 2013. GDP grew by 0.3 % in the second quarter, though that performance was slightly inflated by temporary factors, notably by an investment revival following the bad weather in the first quarter, and by calendar effects. In the third quarter, growth subsided to 0.1 %. The pace of the recovery in the euro area was therefore modest. Thus, taking account of the low starting point recorded at the beginning of the year owing to the recession, GDP contracted by an average of 0.4 % in 2013 against the previous year.


    The nascent recovery was attributable to the removal of some factors which had previously put a strong brake on demand. However, it remained fragile, as some of the constraints revealed by, or resulting from, the economic and financial crisis had not been fully removed.


    Overall, both private consumption and business investment were down again as an annual average in 2013, though the decline was slower than in the previous year. However, they picked up slightly from the second quarter of 2013 after a protracted, steep fall. That recovery was accompanied by an improvement in household and business confidence, beginning in May and lasting until the end of the year. Moderate inflation and less severe fiscal consolidation than in previous years attenuated the contraction of households’ purchasing power. Conversely, the new deterioration in the labour market situation and the debt reduction efforts in certain countries once again depressed consumer spending. The renewed business optimism was triggered by some improvement in the outlook for demand in the euro area and in the other advanced economies. However, the boost provided by foreign demand was moderate in 2013, particularly that from the emerging economies. Moreover, while there were generally still significant reserves of unused production capacity, investment in some Member States was also hampered by continuing unfavourable financing conditions, the need for further corporate deleveraging and the persistence of some uncertain factors, including in the political sphere, such as the crises afflicting Italy since the spring and the impediments to further fiscal consolidation in Portugal during the summer. Public consumption, which had fallen in 2012, remained stable.


    While domestic demand showed signs of recovery during the year under review, activity was once again driven by net exports, albeit to a less marked degree than in 2012. Despite strengthening demand in the advanced countries, export growth was more modest than in recent years owing to the loss of momentum in the emerging economies and the appreciation of the euro. At the same time, imports were down, but by less than a year previously.


    Growth at varying speeds


    The hesitant, fragile recovery which began in 2013 varied in pace from one euro area country to another. Over the year as a whole, the highest GDP growth rates were seen in certain core euro area economies  in Germany, but also in Austria and Luxembourg  and in some Member States which continued the process of catching up, such as Malta, Estonia and Slovakia. At the same time, most of the economies undergoing a fundamental adjustment process, which in some cases has lasted several years, remained in recession in 2013, with Cyprus, Greece and Slovenia recording the most negative performance.


    The relatively clear distinction which had prevailed at the height of the crisis between the core economies of the euro area and the peripheral economies is becoming blurred. While some of the core countries maintained a better performance overall, others went backwards. Inparticular, major structural changes in the industrial fabric are under way in Finland, notably the restructuring of the electronics sector, which has become less competitive in recent years. In the Netherlands, negative wealth effects due to the housing market correction and to previous losses on pension fund assets, the process of reducing the heavy household debt levels, and fiscal consolidation are all factors which have seriously curbed private consumption. Even though these two countries emerged from recession during the year, their GDP growth remained negative over 2013 as a whole for the second year running. In France, the second largest economy in the euro area, activity was less dynamic than in Germany, with annual growth only just in positive territory.
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    The peripheral countries likewise posted varying results, but the recession eased there overall. Ireland continued to perform better, with modest growth in 2013 against the backdrop of initial signs of stabilisation on the property market and an improvement in the labour market. Following the latest assessment by the Troika  the team of experts from the EC, ECB and IMF  which concluded that the programme conditions had been met, so that the go-ahead was given for the final disbursement of the planned assistance, and taking account of the improvement in its economic and financial situation, Ireland exited its financial assistance programme in December 2013. That programme had been launched in November 2010, and comprised a total of € 85 billion. Portugal and then Spain technically came out of recession from the second quarter, thanks to exports and the gradual improvement in their depressed domestic demand. In those countries, year-on-year GDP growth remained negative in 2013, but less so than in 2012. The recession also moderated in Greece.


    [image: 31869.png]


    In contrast, the situation deteriorated in Slovenia, and especially in Cyprus, in 2013. Excessive financial and macroeconomic imbalances became apparent later there, and their correction caused domestic demand to collapse, particularly in Cyprus. In Slovenia, apart from the debt reduction process in non-financial corporations, the fragility of the banking sector has led to several waves of restructuring, recapitalisation and privatisation since 2009, and that has had an impact on the worsening public deficits, including in 2013. Cyprus even had to ask for external financial assistance in the face of the costs of recapitalising its banking sector which had become unaffordable for such a small economy. The Cypriot banking industry, which is over-large and over-exposed to Greece, had incurred substantial losses when the private banks had to participate in the restructuring of the Greek sovereign debt in March 2012. Following a request made by Cyprus in June 2012, the Troika eventually agreed an economic adjustment programme with the Cypriot government on 2 April 2013, aimed at restoring a sound banking sector in Cyprus and covering a period from 2013 to 2016. The programme’s financial package covers up to € 10 billion, with the IMF providing around € 1 billion and the European Stability Mechanism (ESM) contributing up to € 9 billion. At the same time, the Cypriot authorities are required to continue the current fiscal consolidation process so as to correct the excessive public deficit, while also implementing structural reforms. The assessments carried out during the year  in July and November  showed that the programme was on track and the first corresponding disbursements of aid were therefore paid out.
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    New deterioration on the labour market


    The decline in activity up to the first quarter of 2013 and the process taking place in several economies concerning the reallocation of resources between sectors led to a new deterioration in the labour market situation in 2013. However, there were signs of stabilisation during the year. For instance, the unemployment rate went up in April but then remained steady at 12.1 % of the labour force. At the same time, quarterly job losses gradually subsided. However, taking account of the labour reserves which firms still have available and the persistent uncertainty over demand prospects, the revival in activity during the year is still too recent and too fragile to encourage firms to take on more staff.


    In this respect, there were still wide variations between Member States in 2013. Employment continued to fall significantly in a number of peripheral economies, such as Cyprus, Portugal, Spain and Greece, even though in the case of these last three countries, the decline was less steep than in 2012. Thus, at the end of the year, unemployment rates ranged from around 5 % in Austria, Germany and Luxembourg to over 26 % in Greece andSpain.
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    While the deterioration on the labour market affected all age groups in the labour force, the problem of youth unemployment remained particularly acute during the year. In November, the unemployment rate for the under-25 age group averaged 24.2 % in the euro area, while it had been around 18 % at the end of 2008. Germany and Austria recorded the lowest rates (7.5 and 8.6 % respectively), while the most worrying levels  close to 60 % - were seen in Greece and Spain. However, it should be noted that the unemployment rate of the 15 to 24 age group is expressed in relation to the labour force  people in work or available for work  in that age group, and not in relation to the total population of young people. Since many young people are outside the labour market, notably because they are pursuing studies or training, the denominator has a smaller base. Measures were taken at European level to combat youth unemployment. At the European Council on 28 June 2013, the Heads of State or Government approved a general plan, including the speedier implementation of the Youth Employment Initiative (in order to help the jobless into work in regions with high unemployment), and the Youth Guarantee Scheme (which aims to help them into employment or training within four months), plus an increase in the mobility of young people and the involvement of the social partners.


    Marked easing of inflation


    Consumer price inflation in the euro area slowed significantly during the year under review, falling to an average of 1.4 %. That decline is due to the sharp fall in the rate of energy price inflation compared to the high levels seen in the past two years, following the drop in oil prices and the appreciation of the euro. In addition, underlying inflation  i.e. excluding the components relating to food and energy  also declined steadily in a context of flagging economic activity, but also owing to the fading effect of the increases in taxation and regulated prices previously implemented in certain euro area economies. Like economic activity, the year-on-year change in the HICP varied widely between Member States in 2013. Inflationary pressure was extremely weak in some countries, such as Portugal, Ireland and Cyprus and was even negative in Greece  while Finland and Austria recorded year-on-year inflation of just over 2 %. In the Netherlands, inflation stood at 2.6 %, as a result of an increase in the standard rate of VAT and some regulated prices.


    Continued internal and external rebalancing


    The correction of the macroeconomic, fiscal and financial imbalances revealed by the financial and economic crisis continued in 2013, though at a slower rate than in previous years. While these adjustments may temporarily restrain the vigour of the recovery which had emerged during the year, they are essential to lay the foundations for sustainable development in the various euro area economies, and thus ensure that the smooth operation of EMU is maintained. In general, progress was most apparent in the countries where the situation was the most fragile. Often, it was achieved under adjustment programmes agreed by national governments with the IMF, the EC and the ECB (the Troika), imposing conditions on the financial assistance granted. The other Member States are subject to regular examination by the EC and the European Council under the European Semester, more particularly via the macroeconomic imbalance procedure (MIP) and the excessive deficit procedure (EDP). Where appropriate, they are issued with recommendations designed to reduce the risk of structural imbalances or vulnerability.


    Overall, the greatest progress was made with eliminating external imbalances, and in the sphere of competitiveness and public deficits. However, that has not yet reduced debt levels to a position which is sustainable in the long term.


    In countries that had a very large deficit on their current account with the rest of the world prior to the crisis, the gradual improvement since 2008 continued in 2013, albeit more slowly. In Greece and Cyprus, the current account deficits were down sharply against their 2008 record levels, but were still in the region of 2 % of GDP in 2013. In Spain and Portugal, the deficits of around 10 % of GDP recorded in 2008 gave way to surpluses in 2013. Ireland, which already had a positive balance in 2010, maintained a surplus in 2013 amounting to around 4 % of GDP, more or less equalling the 2012 figure. At the same time, the balances of countries traditionally in surplus have not declined since 2008. More particularly, the German current account surplus, the largest in absolute terms, again came to 7 % of GDP in 2013. In November 2013, the EC decided to conduct an in-depth review on Germany as part of the MIP, in order to analyse its external position more closely and examine the pattern of domestic demand. In the Netherlands, in a context of depressed domestic demand, the current surplus has actually expanded little by little in the past three years, reaching 10 % of GDP in 2013. In all, the recovery of the current account balances of countries initially in deficit, combined with the stabilisation, or even expansion, of those already in surplus, resulted in a growing surplus for the euro area as a whole, amounting to over 2 % of GDP in 2013.
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    The restoration of the trade balance did much to improve the current accounts of the countries which had previously faced deficits. Depending on the country, that was due either to a decline in imports as a result of lower domestic demand, or to the dynamism of exports bolstered by competitiveness gains. In Greece and Cyprus, countries which saw domestic demand contract sharply, the reduction in imports was a dominant factor in the restoration of the trade balance, although Greek exports ultimately gathered momentum in 2013. In Ireland, Portugal and Spain, the expansion of exports was the main factor in the correction of the trade balances. In those countries, export growth benefited not only from their competitive position but also from increased geographical diversification towards emerging markets, particularly Asia but also Latin America, especially in the case of Portugal and Spain, and from an extension of the export product range. Conversely, in Italy, following a rebound immediately after the 2008 financial crisis, exports were subsequently less dynamic.


    Since 2008, the real effective exchange rate indicator in relation to euro area partners has been clearly declining for the deficit countries. That movement, reflecting an increase in their competitiveness  assessed here on the basis of unit labour costs for the economy as a whole more than made up for the cumulative deterioration experienced by those countries between the start of EMU and 2008. In some of those countries, such as Spain, that may be due partly to the first tangible effects of the structural reforms on the labour market. In 2013, the real effective exchange rate in relation to the rest of the euro area depreciated again in Greece and Spain, while the correction faltered in Ireland, and to a lesser extent in Portugal. At the same time, in other Member States such as Italy, France and even Germany, exchange rates appreciated in real terms in 2013, contributing to narrowing the competitiveness gaps within the euro area.
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    To put the economy back on a balanced footing, the adjustments in progress in vulnerable or programme countries ultimately need to result in a process whereby the resources initially concentrated excessively on construction or other branches with little exposure to international competition are reallocated to more productive branches and sectors geared more to external demand. The employment picture over the past five years shows that the process has so far barely begun.


    True, there have been many job losses in the construction industry and the property sector since 2008. That was particularly the case in Spain and Ireland, following the bursting of the property bubble, but also in Greece, Cyprus and Portugal, owing to the deep and widespread recession which those economies suffered. However, in all these countries, employment also declined in the export branches, even though they were expected to absorb the surplus workers. Ireland alone recorded a slight revival in employment in that respect in 2013. In an environment of generalised recession, the efforts to boost competitiveness have not yet led to any increase in the workforce. In the short term, those efforts may actually themselves depress employment where it is a question of improving firms’ productivity. Between 2008 and 2013, the fall in employment was thus greater in the export branches than in other branches protected from international competition. In the latter, employment was relatively spared, except in Cyprus and Greece where a downward trend emerged from 2010, with the fiscal consolidation efforts affecting public sector employment.


    While significant progress was achieved in correcting the external imbalances, though without eliminating them altogether, less progress was made in reducing the debt of the non-financial private sector. In a context of low interest rates and abundant liquidity, that debt had expanded rapidly during the decade preceding the crisis, reaching excessive levels which were hard to sustain in some countries. Despite balance sheet adjustments and very slow or even negative expansion of lending in many Member States, the level of outstanding debt remains high in many countries. After having peaked at 144 % of GDP in the euro area at the end of 2010, the non-financial private sector debt ratio measured on a consolidated basis i.e. excluding reciprocal financial assets and liabilities within the same sector  was down slightly at 139 % of GDP in mid-2013. Even though the adjustment has speeded up since the end of 2012, it therefore remains limited.


    Within the euro area, private debt levels vary greatly between countries and sectors. In the second quarter of 2013, private debt levels of around 200 % of GDP or more were recorded in particular in Cyprus, Ireland, Portugal, the Netherlands and Spain. In those countries, it is non-financial corporations that generally have the heaviest debts. The Netherlands is an exception here, since it is household debt that has expanded excessively there, in the context of a property boom which began during the 1990s. That was sustained by the specific features of the Dutch mortgage market, notably loans with the principal repaid in full at maturity, and generous tax concessions for borrowers. The adjustments which those Member States embarked on display a very varied picture. The biggest corrections since the peak debt levels have been achieved in Ireland, and especially in Spain, in relation to both households and businesses. In the Netherlands, it is mainly the debt of non-financial corporations that has fallen, although the decline in household debt did gather pace in the first half of 2013. Finally, in Cyprus and Portugal, there have been very small reductions in debt levels, and only in the case of households.


    In regard to the government accounts, the authorities have continued their consolidation efforts which began in 2010. The euro area’s deficit thus continued to diminish ; according to the EC’s autumn forecast, it declined from 3.7 % in 2012 to 3.1 % of GDP during the year under review, which is half the record figure for 2009. In 2013, all euro area countries recorded deficits except for Germany, whose public finances were more or less in balance. Among those countries, only Estonia, Luxembourg, Finland, Austria and Belgium managed to keep the deficit below 3 % of GDP. Conversely, the biggest deficits were still recorded in the programme countries, namely Greece (13.5 % of GDP), Cyprus (8.3 % of GDP), Ireland (7.4 % of GDP), Spain (6.8 % of GDP) and Portugal (5.9 % of GDP). In Greece and Cyprus, the previous year’s figure was exceeded, as exceptional transactions pushed up the deficit in 2013 ; this concerned the substantial cost of bank recapitalisation in Greece and payment of an indemnity by the Cypriot government to compensate for the large losses incurred by the provident and retirement funds of the Cyprus Popular Bank. Excluding these one-off factors, the deficits in Greece and Cyprus came to around 4 and 6.5 % of GDP respectively.


    While the economic climate was once again unfavourable in the euro area, the further correction of the budget balance in the government accounts in 2013 reflects the impact of discretionary measures. Thus, the structural budget balances in the euro area  which exclude the impact of cyclical effects and temporary measures  continued to improve, particularly in the countries which had made major efforts at fiscal consolidation from 2010 onwards, notably Greece but also Portugal, Spain and Italy. However, the adjustment appears to have lost some momentum, on average, in the euro area, with the improvement in the structural balance declining from 1.5percentage points in 2012 to 0.7percentage point in 2013.


    In 2013, only five euro area Member States were not undergoing an excessive deficit procedure (EDP), namely Finland, Estonia, Luxembourg, Germany and Italy. In the case of the last two countries, the Ecofin Council terminated the procedures in June 2012 and June 2013 respectively. Faced with a difficult macroeconomic situation in recent years, the European authorities have focused on the question of fine-tuning the rate of fiscal consolidation, in order to strike the right balance between, on the one hand, the risk that if consolidation is too abrupt it may give too much power to recessive forces in the short term, whereas on the other hand, there is a need for sustainable consolidation of public finances. While retaining the nominal threshold of 3 % of GDP to determine the existence of an excessive deficit, they are now placing more emphasis on structural consolidation efforts. In that respect, the corrective arm of the reinforced Stability and Growth Pact provides for budgetary adjustment defined in structural terms ; this takes account of differences between countries and allows the automatic stabilisers to operate throughout the adjustment process. In June 2013, since the recovery was taking longer and the contraction of GDP in 2012 was sharper than initially expected, the Ecofin Council granted five euro area countries extra time to correct their excessive deficit : two years for France (2015), Slovenia (2015) and Spain (2016), and one year for the Netherlands (2014) and Portugal (2015). In so doing, it set corresponding new deficit targets. Conversely, the Council decided to launch a new procedure against Malta, which has to correct its deficit by 2014. In addition, under the preventive arm of the Pact, the euro area Member States have to pursue a national objective in the medium term corresponding to a target structural deficit. The aim is to make sure that the fiscal consolidation efforts continue once the excessive deficits have been corrected, and to ensure that the public debt tends towards a sustainable position. Apart from certain countries such as Germany and Finland, which have already met their medium-term objective, most euro area Member States will be unable to relax their efforts in the future if they are to achieve their national objectives.
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    Despite the deficit reduction, the public debt ratio in the euro area increased again, albeit more slowly than in 2012, reaching 95.7 % of GDP at the end of 2013. About two-thirds of this rise in the debt ratio is due to the “snowball effect” - the level of the primary balance being insufficient to compensate for nominal GDP rising at less than the implicit interest rate on the public debt  and, to a lesser extent, to stock-flow adjustments (i.e. the change in the debt attributable to factors other than the fiscal balance). Those adjustments reflect among other things public interventions in favour of the financial sector or aid granted to certain countries under the European support mechanisms. The public debt-to-GDP ratio rose in all countries except Germany and according to the Bank’s estimates Belgium, where the debt was down slightly. At the end of 2013, the level of the public debt was well over 100 % of GDP in Greece, Italy, Portugal, Ireland and Cyprus.


    1.3 Eurosystem monetary policy


    Financial fragmentation in the euro area and intermediation role of the Eurosystem


    A calmer financial environment


    The financial tensions afflicting a number of euro area countries during the summer of 2012 had significantly increased the fragmentation of the euro area’s financial markets along national borders. That fragmentation had become apparent in the spring of 2010 in the context of the sovereign debt crisis. The tensions had threatened to drive a number of Member States into a negative spiral, together with their financial system, and to generate a situation of systemic instability jeopardising medium-term price stability. To preserve the singleness of monetary policy and ensure its appropriate transmission to the real economy, the ECB Governing Council had announced, after its August 2012 meeting, that it was therefore prepared to conduct OMTs on the secondary market for government bonds.
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    In the closing months of 2012, that announcement had averted the risk that a Member State might leave the euro area, and led to a rapid, clear easing of financial tensions, particularly on the sovereign debt markets of the countries giving greatest cause for concern, such as Italy and Spain. Moreover, once more favourable financial conditions were restored, banks gradually cut back their use of Eurosystem liquidity from September onwards.


    During the initial months of 2013, the easing of tension on the financial markets gave way to renewed optimism. Despite persistent macroeconomic weaknesses and occasional domestic uncertainty in some euro area countries, premiums on the riskiest assets fell sharply and the financial fragmentation diminished somewhat. This was due to the particularly accommodative monetary policy stance of the central banks in the main advanced economies, the progress towards establishing a European banking union, and the increased confidence among investors. The dissipation of market tensions and the easing of the sovereign debt crisis continued throughout the year under review, so that the OMT programme was not activated.


    Against this backdrop, the banks’ access to the funding markets improved steadily, both for retail and interbank funding and for funding in the form of debt security issuance and securitisation, as is evident from responses to the ad-hoc question in the Eurosystem’s quarterly bank lending survey (BLS). More specifically, in the countries which were at the heart of the sovereign debt crisis, the deposit base  which had been seriously eroded during the financial turmoil  became stronger.


    A reduced intermediation role for theEurosystem


    The general improvement in their market access and funding conditions has made the banks less dependent on the Eurosystem. That is evident, in particular, from the scale of the early repayments of funds taken up at the time of the two three-year longer-term refinancing operations conducted on 21 December 2011 and 29February 2012.
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    It had been decided in December 2011 to conduct those operations in order to guarantee the banks access to stable, longer-term funding and thus avoid an abrupt squeeze on their lending to the economy in an environment of acute tensions on various segments of the euro area’s financial markets. The funding problems facing numerous institutions at the time and the attractive terms offered had resulted in the allocation of around € 489 and 530 billion respectively on the occasion of the first and second operations, corresponding to a total net injection of liquidity of around € 500 billion, as less liquidity was taken up via other operations. Given the clear segmentation of the financial markets along national borders at that time, it was mainly banks facing funding difficulties in the countries most affected by the sovereign debt crisis that resorted to the Eurosystem for their refinancing. Conversely, the banks of countries regarded as more stable, which had withdrawn from the interbank market and enjoyed an inflow of liquidity, had placed their surpluses with the Eurosystem. As a result, the Eurosystem was obliged to perform a greater intermediation role between national banking sectors, with the corollary of an unprecedented expansion of its balance sheet. That contrasted to some extent with the developments at the start of the crisis, in late 2008 and in 2009, when the Eurosystem’s intermediation role tended to concern individual banks in the various euro area jurisdictions. In order to offer the banks a high level of flexibility and facilitate the management of their liabilities, the three-year longer-term refinancing operations had included an option permitting total or partial repayment of the amounts allotted after a period of about one year.


    As initially agreed, liquidity granted via these operations was repaid on a weekly basis, entirely at the banks’ discretion. Repayment of the first operation began on 30January 2013, while in the case of the second operation it began on 27 February 2013. Over the year as a whole, repayments totalled € 259 billion and € 187billion respectively for the first and second operations, corresponding to almost 90 % of the total net amount initially injected into the banking system. The larger amounts repaid in respect of the first operation essentially imply that institutions want to keep liquidity with a longer residual maturity.


    Early repayment of amounts that regularly exceeded expectations reinforced the feeling that tensions in the banking sector were waning. Apart from the general improvement in funding conditions in the various Member States, some more specific factors also seem to have motivated the banks’ repayment decisions. Two factors in particular emerge from an ECB survey of a sample of banks. The first concerns a widespread tendency on the part of the banking sector to turn to more stable funding sources, such as retail deposits. The second concerns the balance sheet adjustment of euro area banks, often characterised by a more moderate increase, or even a reduction, in the size of those balance sheets, reducing the need for funding overall.


    In parallel with the repayments, demand for liquidity via the other Eurosystem operations only expanded slightly over the last year, so that the total net liquidity provided via the open market operations declined by about € 274billion to reach € 740 billion at the end of December. That decline was due solely to weaker demand from the banks since, under the fixed-rate full-allotment policy, they can obtain as much liquidity as they want via the various Eurosystem liquidity-providing operations, so long as they have the necessary collateral. The consolidated liquidity need of the banking system as a whole increased following the rise in autonomous liquidity-absorbing factors (such as banknotes in circulation), while the reserve requirements were down slightly ; that was a purely mechanical effect of the fall in short-term deposits at the banks which form the basis of their calculations. In that context, the surplus liquidity, which corresponds to the sums granted by the Eurosystem in excess of the consolidated liquidity need of the banking system, declined to around € 275 billion at the end of December 2013, compared to over € 600 billion at the end of 2012. Since the euro area banking system is a closed circuit, the banks with a surplus naturally placed their excess liquidity with the Eurosystem, either in the deposit facility or on their current account, on top of the reserve requirements. Since the Governing Council’s decision in July 2012 to cut the deposit facility rate to 0 %, the two facilities offer identical terms.


    Persistent financial fragmentation
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    As the liquidity surplus diminished, the Eurosystem’s intermediation role in the euro area banking system naturally declined and its balance sheet became considerably smaller. Against the backdrop of persistent financial fragmentation, the Eurosystem nevertheless remained a significant source of refinancing for embattled countries. Moreover, owing to divergences in banks’ market access and funding conditions, there were wide variations in the terms of bank loans offered to households and non-financial corporations. The divergences between countries  be it in terms of interest rates or credit growth  remained large, also pointing to considerable discrepancies in the macroeconomic environment and the need for deleveraging in the financial and non-financial sectors. Specific factors influencing bank interest rates include, in particular, the size of impaired loans and the capital position of the various banking sectors.
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    In order to guarantee access to liquidity for all euro area banks, and thus support lending, the Governing Council decided at its meeting on 2 May 2013 to continue conducting Eurosystem refinancing operations in the form of fixed-rate tenders with full allotment for as long as necessary, and at least until 8 July 2014. It stated that the ECB’s main refinancing rate would apply to the main refinancing operations and to those with a maturity coinciding with a reserve maintenance period  or around one month  and that the interest rates on the longer-term refinancing operations would be equal to the average rates on the main refinancing operations conducted during the period of the operation concerned. After its meeting on 7 November 2013, the Governing Council announced that this procedure would be extended for as long as necessary, and at least until 7 July 2015. This new extension offers credit institutions guaranteed access to Eurosystem liquidity beyond the maturity date of the three-year longer-term refinancing operations in the first quarter of 2015.


    Monetary policy stance


    Economic and monetary analyses confirm sluggishness of economic activity in the euro area


    Despite the improvement in the financial sphere, economic activity remained very weak in the first months of the year under review. Growth projections for the euro area, which had already been revised downwards in September and December 2012, were downgraded again in March 2013 and, against the backdrop of balance sheet adjustments in the financial and non-financial sectors, it was expected that economic activity would remain sluggish over the year as a whole. From May onwards, the business climate began to brighten up and gradually there emerged signs that activity was stabilising, although it remained at a low level. In the second quarter, the positive real GDP growth marked the end of six consecutive quarters of contraction, while the virtual stabilisation in the third quarter confirmed the expected scenario of a modest, hesitant recovery. Despite these encouraging signs, the outlook still remained subject to downside risks in a constantly uncertain and very mixed global macroeconomicenvironment.


    As expected, inflation measured by the HICP maintained the downward trend which had begun at the end of 2011, dropping below 2 % from February, mainly as a result of lower prices for energy and other commodities. However, in the autumn, inflation fell more sharply than expected, reflecting in particular a smaller rise in food prices, a steeper decline in energy prices and some moderation in service price inflation. Overall, inflation was down by 1.4percentage points over the past year, dropping from 2.2 % to 0.8 % between December 2012 and December 2013. Underlying inflation  the movement in consumer prices excluding energy and food also exhibited a marked downward trend, though it was not so steep, falling from 1.5 % to 0.7 % over the same period. It should also be noted that these inflation measures tend to slightly overstate the underlying domestic inflationary pressure, since the increase in indirect taxes over the past year drove total inflation up by around 0.3 %. In view of the generally weak economic situation, the baseline scenario has always assumed that price rises would be moderate, and in the autumn, inflation was expected to remain at low levels for an extended period. In the medium term, and taking account of the Governing Council’s decisions, the risks surrounding the price outlook were systematically assessed as balanced overall, with downside risks caused by the weakness of activity and upside risks relating to increases in regulated prices and indirect taxes, plus price rises for oil and other commodities.
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    The short- and medium-term expectations of the private sector confirmed the Governing Council’s assessment that inflation would remain very low for an extended period. On the basis of inflation swap contracts, it seemed that inflation was only expected to return very slowly to a level compatible with the Governing Council’s objective of keeping inflation below, but close to, 2 % in the medium term. In reality, the expected slow pace of the increase in inflation is particularly striking since these financial instruments incorporate risk premiums. However, the longer-term expectations derived from survey data and financial data remained firmly anchored at a level compatible with the ECB’s definition of price stability.


    Monetary developments, and particularly lending figures, remained sluggish, confirming the scenario of weak inflationary pressures in the medium term. Credit standards remained restrictive, though they became less tight over time, both for lending to non-financial corporations and for mortgage loans. In view of the uncertain macroeconomic context, risk perception was still the main concern for euro area banks, whereas, in a calmer financial environment, balance sheet constraints now only played a very minor role, or even contributed slightly to the easing of credit standards at the end of the year. Demand for loans continued to decline overall, though to a lesser extent with each passing quarter.


    Despite the improvement in banks’ funding conditions, the general dynamism of bank lending to the private non-financial sector therefore remained weak overall ; it was curbed in particular by the anaemic economic activity and the ongoing process of balance sheet adjustment. Between December 2012 and December 2013, the year-on-year growth of business lending fell sharply from 1.3 to 2.9 %, while the growth of lending to households declined from 0.7 to 0.3 % between December 2012 and May 2013, stabilising thereafter. Although that trend was very widespread, the picture for the euro area still masked considerable divergences between countries. While large firms in many jurisdictions were able to use alternative sources of funds, such as self-financing and direct access to the capital market via the issue of debt instruments, this had little effect on total demand for loans in the euro area as a whole.
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    Since bank loans form the basis of monetary expansion “Loans make deposits”  the weakness of private sector lending contributed to the slackening of growth of the monetary aggregate M3 during the year under review ; year-on-year growth of M3 declined from 3.5 % in December 2012 to 1 % in December 2013. That slower growth also reflects the portfolio decisions of investors who, in a climate of reduced risk aversion and very low interest rates, sought higher yields by turning to assets outside M3. That is evident from last year’s positive flows in favour of investment funds, with the exception of money market funds.
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    Despite the slower growth of M3, the movement in the money supply remained largely decoupled from the growth of loans to the private sector, as it had been throughout 2012. That reflects the role played by a number of factors supporting M3 including, in particular, net capital inflows  against the background of renewed confidence in the euro area and banks’ declining longer-term financial liabilities. The banks’ claims on the government continued to support monetary growth, even though their influence diminished. All these factors, probably temporary but apparently persistent, were such that the broad M3 aggregate is likely to overestimate the underlying monetary dynamics, which are relevant for the situation regarding risks to price stability.


    In regard to the components of M3, the movement in this broad monetary aggregate was due mainly to steady growth of the narrow monetary aggregate M1 as a result of the persistent preference of households and firms for liquid deposits, since other monetary assets offered only low yields. More specifically, movements in M1 were due to large inflows of sight deposits which offset the outflows relating to negotiable instruments and the slower growth of other short-term deposits. The reasons behind the preference for M1 therefore differed from those applicable at the end of 2011 and in early 2012 when flows into M1 served mainly to create substantial precautionary assets in response to the uncertainty on the financial markets. Overall, the steady decline in the less liquid components of M3 during the year under review reflects arbitrage by investors weighing returns against liquidity. However, the small volume of short-term debt instruments issued by the banks was also due to the regulations encouraging banks to raise finance via deposits rather than via the market.


    Monetary policy easing and maintenance of its accommodative stance


    Throughout the year under review, the developments evident from the economic and monetary analyses, the two pillars of the Eurosystem’s monetary policy strategy, constantly called for an accommodative monetary policy. Moreover, certain disruptive factors prompted the Governing Council to take specific measures to ensure the accommodative stance of its monetary policy.


    In a large liquidity surplus situation, which has very frequently prevailed since the introduction on 15 October 2008 of fixed-rate tenders with full allotment, the overnight money market rate Eonia usually remains at the lowest level within the corridor of key interest rates, close to the deposit facility rate. However, changes in the liquidity surplus may influence the overnight rate and hence the monetary policy stance. In fact, while the link between Eonia and the level of the liquidity surplus is neither mechanical nor stable, a reduction in that surplus below a certain threshold may apparently cause Eonia to rise towards the ECB’s main refinancing rate. Changing expectations regarding the future level of the liquidity surplus may thus trigger changes in expectations regarding the future overnight interest rate.


    At the beginning of the year, the markets had interpreted the higher-than-expected initial repayments relating to the three-year liquidity-providing operations as a sign that repayments would be speedier than anticipated. That led to a rise in the short-term interest rates expected on the money market. The Governing Council consequently feared that its monetary policy stance might be derailed by money market fluctuations, and it therefore reaffirmed its determination to preserve the accommodative stance of its policy. The improvement in market confidence and in banks’ funding conditions was not in fact accompanied by a similar improvement in the macroeconomic outlook.


    Faced with the persistently weak economic activity, the steep fall in inflation and the low medium-term underlying inflationary pressures, the Governing Council decided at its meeting on 2 May 2013 to ease its monetary policy stance still further by cutting the interest rate on the Eurosystem’s main refinancing operations by 25 basis points to 0.5 %, and cutting the marginal lending facility rate by 50 basis points to 1 %. The interest rate on the deposit facility, which had been cut to 0 % in July 2012, remained unchanged.


    Since the rate on the deposit facility puts a floor under Eonia, the fact that it was kept unchanged did not cause the overnight interest rate to fall as had happened on the occasion of previous rate reductions. However, the decision to cut the other key interest rates did reduce the cost of Eurosystem refinancing for the banks and established a new ceiling for Eonia, which is in principle constrained by the ECB’s main refinancing rate in a system of fixed-rate tenders with full allotment.


    Although the Eurosystem was technically able to let the interest rate on the deposit facility become negative, the Governing Council decided against that because the potential benefits of such a move would not at present outweigh the uncertainty over its effects. However, the Governing Council did not rule out the possibility of a reduction in the future, and the announcement of the interest rate cut was thus accompanied by a marked decline in expectations regarding Eonia. The narrowing of the corridor of key interest rates reduced Eonia’s potential volatility. The decision to cut the key interest rates and the aforesaid decision to extend the fixed-rate tenders with full allotment thus complement one another. By guaranteeing access to liquidity in the long term, this last decision also helps, in principle, to prevent excessive upward volatility in money market rates.


    During May, together with expectations regarding the future change in the liquidity surplus, a second factor disrupted the Eurosystem’s accommodative monetary policy stance by generating upward pressure on money market rates. This concerned communications by Federal Reserve policy-makers regarding future US monetary policy, the spillover effects of which for the euro area are discussed in (Box 2) below.


    While term rates on the money market had been slightly volatile in the early months of the year, an upward trend emerged in the spring, and at the beginning of the summer the tightening of money market conditions had in practice partly cancelled out the effects of the easing of monetary policy decided on in May. In addition, expectations regarding the monetary policy stance seemed to have become too vulnerable to shocks unconnected with the euro area’s macroeconomic conditions.


    Against that backdrop, the Governing Council considered at its July meeting that it was necessary to provide indications of the future path of its key interest rates and thus pursue a policy of forward guidance. It therefore announced that the ECB’s key interest rates were expected to remain at or below their current level for an extended period of time. That expectation, subsequently reaffirmed at each Governing Council meeting, was based on the overall subdued outlook for inflation extending into the medium term, given the broad-based weakness in the real economy and subdued monetary dynamics.
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    More specific communication regarding the Eurosystem’s future monetary policy stance was thus deemed useful to safeguard the hesitant recovery of economic activity and the improvement in financing conditions on the euro area’s financial markets. In giving assurance that it would maintain an accommodative monetary policy for an extended period, and that it was determined to respond to changes in the macroeconomic prospects, the Governing Council intended to promote more stable money market conditions, ensure that market expectations were more firmly anchored, and hence maintain closer control over its monetary policy stance.


    The forward guidance policy in place since July has three important features. First, the policy was announced before the key interest rates had reached their absolute minimum. Should any change in the outlook for price stability so require, it is therefore possible to cut the rates further. Next, this forward guidance is consistent with the Governing Council’s decision to prolong the fixed-rate full-allotment procedure, as that procedure is possible regardless of the level of the key interest rates. Finally, and above all, the forward guidance is totally compatible with the Eurosystem’s mandate and its monetary policy strategy. In particular, movements in the key interest rates will continue to depend on the outlook for price stability in the medium term.


    It is not easy to assess how effective the forward guidance on monetary policy has been. While expectations regarding future money market rates declined following the Governing Council’s announcement on 4 July, they subsequently made up part of that fall. However, there are several signs suggesting that, in the absence of forward guidance, interest rates would have displayed greater upward volatility. In fact, the uncertainty over future monetary policy has waned, as has the sensitivity of expected money market rates to surprises in the published macroeconomic figures and new information unconnected with the euro area’s macroeconomic fundamentals. That includes, more particularly, communication by other central banks concerning their own monetary policy. However, the effects of forward guidance cannot be judged on the basis of what has happened since it was announced ; instead, it will be assessed on the basis of developments during the period for which the measures apply, which means in the longer term.


    In the autumn, in view of the persistent and unexpectedly sharp weakening of underlying pressures on prices together with the subdued monetary picture and particularly the sluggish lending, the Governing Council considered that it needed to ease its monetary policy further. So, at its meeting on 7 November 2013, it cut the interest rate on the Eurosystem’s main refinancing operations from 0.50 to 0.25 % and reduced the interest rate on the marginal lending facility by 25 basis points to 0.75 %. As in May, the interest rate on the deposit facility was held at 0 %.
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    That decision again reduced the cost of refinancing from the Eurosystem and, together with the extension to July 2015 of the fixed-rate tenders with full allotment, it further reduced any potential upward volatility in Eonia for an extended period. Following the decision to cut interest rates, after which the forward guidance was also maintained with a downward bias, expectations regarding money market rates fell sharply, amplifying the fall that had occurred at the end of October following the publication of particularly weak inflation figures for that month. That decline is consistent with the aim of forward guidance, which is specifically intended to clarify the Eurosystem’s strategy. This flattening of the term structure of money market interest rates should help to support lending to households and businesses, in view of the importance of longer-term money market rates in determining the interest rates on new and existing financial contracts.


    The highly accommodative monetary policy stance adopted is intended to prevent the emergence of deflationary forces, which would be extremely damaging in a situation where many euro area countries are trying to make macroeconomic adjustments and regain competitiveness. In an environment of excessively low inflation  or even worse, deflation  at euro area level, it is in fact particularly difficult for the countries concerned to cut their relative costs, taking account of the nominal downward rigidities which generally affect prices and wages. In addition, since economic agents’ debts are expressed in nominal terms, a deleveraging process becomes more difficult the lower the level of inflation. Thus, it is worth noting that the clarification of the definition of price stability adopted by the Governing Council in May 2003 year-on-year inflation rates at levels below, but close to, 2 % over the medium term in the euro area  was specifically motivated by awareness that there are inflation differentials between euro area countries, and that nominal rigidities do exist.


    By continuing to offer banks all the liquidity they need against adequate collateral, the Eurosystem has also continued to compensate for the inequalities in access to market funding for credit institutions and prevented the latter from being forced to cut the size of their balance sheet too hastily. In so doing, it has helped to support lending to the private sector and ensure that its accommodative monetary policy stance has been properly transmitted to the real economy.


    All the decisions and measures adopted in the past year were thus intended to safeguard an appropriate monetary policy stance while also responding to the persistent fragmentation of the financial markets in the euro area. Together, these measures supported economic activity in the euro area and helped to preserve the Eurosystem’s objective of price stability in the medium term, making it easier to implement the necessary structural adjustments.

  


  
    Box 1  Growth slowdown in the emerging economies


    The past decade featured extremely vigorous growth in the emerging economies, but the outbreak of the crisis brought that to an abrupt halt. Nevertheless, partly thanks to stimulus measures, most of those economies soon returned to their previous development path : their average real GDP growth increased from 3 % in 2009 to 7.5 % in 2010. However, in 2012 that growth dropped sharply, falling to 4.9 %, then to 4.7 % in 2013. For the coming years, most projections also predict relatively moderate growth in many emerging economies. For instance, for the period 2013-2018, the IMF expects an average growth rate of only 5.2 %, which is weaker than the 6.6 % recorded between 2000 and 2007. This slowdown is largely due to a downward revision of the growth outlook, since in October 2011 the IMF was still predicting 6.5 % growth in the medium term. The period of spectacular growth in the emerging economies therefore appears to be at an end.


    While such slowdowns are hardly exceptional, the present one is remarkable in being simultaneous (according to the IMF, it affects 80 % of the emerging economies), more severe than expected, and potentially harmful for the fragile economic recovery in the advanced economies. Since Brazil, Russia, India, China and South Africa (theBRICS countries) account for a large part of the overall decline in growth in the emerging economies, this box focuses more particularly on the underlying factors in those countries. It then examines the potential effect of such a slowdown on the advanced economies.
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    The importance of cyclical and structural factors


    On the one hand, the recent weakening of GDP growth in the BRICS countries reflects a correction compared to above-trend growth in 2010 and 2011. Common cyclical factors, such as the implementation of post-crisis stimulus measures, rising commodity prices, a rebound in foreign demand, low interest rates due to the exceptionally accommodative monetary policy in the advanced economies, and an upsurge in credit supply, contributed to a strong recovery in the BRICS countries. From 2011-2012, however, the positive effects of some of those factors diminished : the impact of the stimulus measures weakened, commodity prices began to fall and international trade lost momentum. Thus, Brazil’s growth dropped from its cyclical peak of 7.5 % in 2010 to 1 % in 2012, while growth dipped from 10.4 to 7.7 % in China, from 10.5 to 3.2 % in India, from 4.5 to 3.4 % in Russia and from 3.1 to 2.5 % in South Africa.


    On the other hand, the current weakening of growth is also due to a transition towards lower potential growth rates, i.e. the estimated pace at which an economy is considered capable of developing without causing imbalances. While, according to the IMF, the decline in potential growth is likely to be limited in South Africa, Brazil and Russia (0.25, 0.5 and 0.5percentage point respectively), it could be significantly greater in China and India (1and 1.5percentage points respectively). These declines point to the presence of major structural constraints. Most of the BRICS countries thus face a less favourable demographic situation, with the growth of the labour force in those countries falling, or even becoming negative in the case of Russia. It also seems that the effect of the reforms implemented in the emerging economies in the wake of the crises of the late 1990s is fading. At the same time, new reforms needed to improve the efficiency of the financial, labour and product markets, infrastructure and education are still lacking, and that is hampering productivity gains. Thus, China and India, in particular, are seeing a downward trend in their productivity growth. In addition, in most of the BRICS countries except China, investment growth is only moderate. In Brazil and India, that situation is due mainly to the presence of structural bottlenecks in both legislation and infrastructure, while in Russia the main factor discouraging investment is an unfavourable business climate.
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    Reflection on a new growth model


    In some countries, including China and Russia, the growth slowdown in recent years indicates that they are gradually approaching the limits of their development model. China relied on investment and exports to produce strong growth. However, the high rate of investment has led to surplus capacity and declining returns, while the influx of cheap labour from the countryside, employable in export-oriented industries, is gradually shrinking. In addition, it is not possible to gain market share ad infinitum. The new Chinese government is apparently aware of that. It has announced its intention to phase in a new growth model, giving a greater role to domestic consumption, resulting in perhaps weaker but more sustainable growth. That policy stance is currently only a statement of intent, and most of the structural reforms needed have yet to be introduced. Concrete results should therefore only be expected in the longer term. As in previous years, gross fixed capital formation was still the main contributor to GDP growth in 2013. The mini stimulus plan in July also illustrates the Chinese government’s strong preference for investment as the engine of GDP growth, the aim being to maintain growth above the 7% minimum in accordance with the five-year plan for 2011-2015.


    In Russia, economic development was based mainly on rising oil revenues and capital inflows, making the country particularly dependent on those resources. In addition, a lack of investment led to inadequate production capacity in many sectors. Adverse demographic trends also contributed to lower growth. These indicators therefore show that Russia also needs to devise a new growth model.


    Impact on the advanced economies


    In general, the effects of weaker structural dynamism in the emerging economies should be largely confined to those same economies. A decline in their demand for imports should have only a modest, albeit significant, effect on exports from advanced countries, as their trade exposure to the emerging economies is limited. According to the European Commission’s calculations, the recent growth slowdown in the emerging countries will cause the EU’s export markets in those countries to contract by 1.7 % in 2013-2014, reducing GDP growth in the EU by 0.2percentage point. In a similar exercise, the OECD found that a one-off 2 % reduction in the growth of domestic demand in non-OECD countries except China could give rise to a 0.4percentage point fall in growth in the OECD countries. However, the impact may vary considerably from one country to another depending on the importance of the emerging economies as export markets for the country in question. For instance, the impact could be more severe in the case of Japan, mainly owing to its close trade links with China, and in the Baltic states, primarily because of their close links with Russia.
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    Owing to the globalisation of financial markets, the impact on the world economy of a growth slowdown in the emerging economies could be more severe if accompanied by a period of great financial instability. But here too, it is necessary to take account of the rather limited exposure of the OECD countries, since barely 5 % of their portfolio investment and direct investment is concentrated in the BRICS countries. In addition, as a result of international banking transactions and bank holdings, developments originating in the emerging economies may also affect the advanced economies. Among the OECD countries, Spain and the United Kingdom seem to have a particularly high exposure.


    
      [RETURN]

    

  


  
    Box 2  American monetary policy and monetary conditions in the euro area


    In deciding on 2 May 2013 to cut its key interest rate, the Governing Council initially managed to ease monetary conditions in the euro area. However, that effect proved short-lived, as the Federal Reserve indicated on several occasions from the beginning of May onwards that, in view of the improvement in the economic outlook, it was considering reducing the pace of its purchases of longer-term US government securities and mortgage-backed securities (MBS) in the near future. During the ensuing weeks, that triggered not only a marked rise in the long-term risk-free interest rate in the United States but also an increase in longer-term interest rates worldwide. Consequently, monetary conditions also became tighter in the euro area. In fact, it is mainly via its effect on medium- and long-term interest rates that monetary policy influences economic activity and, ultimately, price stability. Longer-term interest rates determine the borrowing costs applicable to the financing of a major part of expenditure, particularly consumption of consumer durables and investment.
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    Owing to the acceleration of economic and financial integration at international level, financial developments in the various countries have converged much more closely in recent decades (1). That is also true for the United States and the euro area. Long-term interest rates in these two economies have displayed an increasing correlation, although that has been a little less marked since 2009. The first reason for this closer correlation is that the economic cycles of the euro area and the United States are currently converging to a greater extent owing to the intensification of international trade. Expectations regarding future short-term interest rates, which are under the direct control of central banks, therefore display a more similar pattern in the two economies. Since long-term interest rates are determined essentially by expectations regarding future short-term rates and by a term premium, they likewise show a closer correspondence between the two economies. Moreover, owing to more cross-border arbitrage, the closer financial integration also reinforced the long-term interest rate correlation between countries, especially prior to the crisis. That effect is due mainly to a more uniform movement in the term premium, i.e. the component of long-term interest rates that reflects the remuneration which investors require for the risk of price fluctuations of longer-term assets.


    
      (1) See, for example, Bordo M. and T. Helbling (2011), “International Business Cycle Synchronization in Historical Perspective”, The Manchester School, 79, 208-238.

    


    To gain a better understanding of developments during the year under review, the ten-year interest rate can be split into two components : a long-term component  the implied five-year forward interest rate five years ahead  and a short-term component, the five-year interest rate (1). Movements in the long-term component are due mainly to expectations of nominal growth in the long term and a term premium, as it can be assumed that monetary policy is neutral for that long-term horizon and the expected nominal interest rate for that period is therefore around the expected nominal growth. Since these expectations have remained more or less unchanged in recent years, the gap between the implied five-year forward rate five years ahead and the nominal growth expectation for that same period shows that the recent movements in that rate were caused mainly by movements in the term premium. In the last few years, the Federal Reserve’s purchase of longer-term securities, i.e. its policy of quantitative easing, has been a major factor  via a reduction in the term premium  in lowering long-term interest rates not only in the United States but also at global level via international arbitrage. In May 2013, the Federal Reserve’s announcement that it might soon start tapering its purchases of longer-term securities therefore triggered a sharp rise in the term premium in the United States. Despite a more moderate rise in the long-term component in the euro area, there is every indication that the term premium in the euro area also rose from May 2013, whereas it had been down sharply in the preceding years.


    
      (1) See Boeckx J., N. Cordemans and M. Dossche (2013), “Causes and implications of the low level of the risk-free interest rate”, Economic Review, NBB, September, 67-94.

    


    On the financial markets, the Federal Reserve’s communication regarding its future asset purchases and the improvement in the economic outlook also gave rise to the perception that, despite its unchanged forward guidance, the Federal Reserve might end its policy of low interest rates sooner than expected. As a result, expectations regarding future short-term interest rates rose significantly, leading to a substantial increase in the short-term component of the American ten-year interest rate, namely the five-year rate. During that same period, the five-year rate initially rose in the euro area as well. Despite the absence of any significant improvement in the economic outlook for the euro area in May, and in spite of the Governing Council’s decision to ease the monetary policy stance at the beginning of May, the international financial markets were apparently convinced that the improvement in the US economic prospects would also benefit the euro area’s economy and would thus drive up interest rates there.


    However, in July, the Governing Council considered that the outlook for price stability in the euro area did not justify any tightening of monetary conditions. It therefore decided to provide forward guidance on its future key interest rates. Consequently, the rise in short-term interest rates in the summer was smaller in the euro area than in the United States. In September 2013, the Federal Reserve decided for the time being to wait for more definite signs of economic recovery before adjusting the pace of its asset purchases ; that led to a slight fall in long-term interest rates in the United States and in the euro area. However, in December, it announced that it would start tapering its asset purchases from January 2014. In November, the ECB Governing Council decided to cut the ECB’s main refinancing rate by 25 basis points ; together with the forward guidance, that helped to keep longer-term interest rates under control in the euro area. These Eurosystem measures therefore made it possible to counteract the potential undesirable effects that an expected tightening of US monetary policy might have on monetary conditions in the euro area.


    
      [RETURN]

    

  


  
    2. Economic developments in Belgium


    In Belgium, GDP grew by 0.2 % as an annual average. After a period of stagnation lasting more than a year and a half, a modest recovery emerged from the second quarter, in parallel with a revival in business and consumer confidence. The recovery was supported by private consumption and exports. However, employment continued to feel the effects of the previous sluggishness of activity. It was down by an average of 11 000 units over the year, and the unemployment rate reached 8.5 %, a sharper deterioration than at the height of the recession in 2008 and 2009, partly on account of corporate restructuring. Inflation was down sharply at an average of 1.2 % for the year, owing to the combined effects of declining pressure from underlying inflation and a reduction in energy prices. Moreparticularly, the fall in retail prices for gas and electricity was encouraged by keener competition on these markets. The rise in labour costs slowed as a result of indexation, while real negotiated wage increases were frozen. The upturn in consumption was due to an  albeit small  increase in purchasing power, and a slight fall in the savings ratio. Onthe other hand, investment in housing showed a further significant fall, while business investment remained weak. The balance of current transactions remained weak, with direct and portfolio investment income being affected by the low yield environment.


    2.1 Economic situation


    Modest revival in activity during 2013, after almost two years of stagnation


    After a long period of stagnation beginning in the second half of 2011, activity in Belgium was restored to positive growth in the second quarter of 2013. Real GDP was up by 0.2 % over the whole year under review, whereas it had fallen by 0.1 % in 2012. The still hesitant upturn in activity during the year was driven mainly by the recovery of certain domestic demand components  particularly private consumption, after eight quarters of inertia or decline  and by export growth, primarily as a result of the revival in the euro area. However, it was held back by the uncertainty still surrounding a number of factors fundamental to support economic growth, such as employment, the rise in household incomes, and the medium-term sales outlook for firms.


    The weakness of the annual average GDP growth recorded in 2013, like the minor acceleration against the previous year, can be attributed largely to a negative spillover effect at the beginning of the year. Activity subsequently gained momentum. After having remained stable in the first quarter, partly owing to the traditional fall in public investment following the local elections, GDP climbed steadily for the rest of the year, in parallel with the improvement in household and business confidence, and mirroring the picture for the euro area as a whole. In Belgium, GDP was up by 0.2 % in the second quarter and growth gradually gathered pace to 0.4 % in the fourthquarter.


    The recovery which began in 2013 boosted activity above the level prevailing at the beginning of 2008, before the great recession. Belgium had already regained that level in the first quarter of 2011 and maintained its position during the eight ensuing quarters. Among the main neighbouring countries, only Germany has also exceeded its pre-crisis level of activity, and to a more marked degree. Conversely, France and the Netherlands remain below that level.


    The revival in activity steadily spread to all the main branches of activity, albeit with varying intensity.
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    Being closely integrated with increasingly global production processes, and  more generally  being very sensitive to cyclical fluctuations, manufacturing industry clearly benefited from the resurgence of demand, and more especially the recovery of foreign trade. The growth of this branch, which accounts for an estimated 16 % of the total economy’s value added, thus returned to positive territory from the second quarter of 2013, following a marked fall in 2012 and at the beginning of the year under review. In parallel with these favourable developments, confidence in manufacturing industry rose sharply, following a clear improvement in the assessment of demand and the corresponding outlook.
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    Construction, which represents 6 % of the value added of the economy as a whole and where activity is generally less sensitive to the international situation than in manufacturing industry, stood out from the other branches of activity in the first half of 2013. In fact, the quarterly growth of value added was negative, thus maintaining the trend that had begun in the first quarter of 2012. This branch of activity, dependent on fixed capital formation, clearly suffered at the beginning of the year from the bad weather conditions and the slump in housing investment and, above all, public investment. However, like business confidence in this branch, the quarterly growth of the volume of activity tended to improve over the first nine months of the year, returning to positive territory in the third quarter. In that respect, the slight improvement in the business climate in structural building at the beginning of the year was most evident in housing construction, while there was little change in activity and confidence in non-residential construction. In the fourth quarter, the business climate deteriorated in both sub-branches.
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    In market services, quarterly growth of value added remained positive throughout the year under review, thus halting the 2012 trend. This branch of activity, which comprises trade, accommodation and food service activities, transport and communication, and financial, real estate and business services, accounts for over half of Belgium’s total value added. The upturn in activity was evident in most market services. In particular, accommodation and food service activities, along with retail trade, benefited from the increase in household consumption expenditure, while business services gained from the rise in industrial output. The synthetic business survey curves for trade and business services in fact displayed a favourable trend during the year under review, principally in the second half of the year, and partly thanks to the more optimistic demand outlook.


    The growth revival during 2013 had no influence on non-market services, as the latter are less sensitive to fluctuations in the business cycle. As usual, this branch of activity, consisting primarily of education, public administration, health and social work, and representing almost a quarter of the value added of the total economy, maintained positive quarterly growth of value added, varying on average between 0.2 and 0.3 %. However, activity slowed slightly, reflecting the effects of fiscal consolidation by the federal government and local authorities which related in particular to theworkforce.
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    2.2 Labour market


    Employment continued to feel the effects of the previous weakness of activity


    The labour market takes some time to respond to the movement in economic activity. The fall in GDP in 2012 therefore continued to influence employment during the year under review, as the beneficial effect of the revival in activity in 2013 had yet to be felt. Employment was down by 0.2 %, after expanding for three years in succession.


    Net job losses were actually more numerous than during the great recession, despite a much less severe contraction in activity. Labour-hoarding mechanisms no longer acted as a buffer to the same extent as in 2008 and 2009. There were at least two reasons for that : first, the long duration of the crisis and the hesitant exit from it undermined the resilience of firms, making workforce adjustments unavoidable ; second, the conditions governing temporary lay-offs on economic grounds were tightened up by introduction of an responsibilisation contribution. Thus, the number of days of temporary lay-offs declined in 2013 and approached its long-term average (around three million days not worked per quarter). Inaddition, several collective redundancy programmes have been implemented in the past few years as firms have restructured or closed down ; however, as Box 3 shows, those job destructions take some time to come into effect. Employment’s late response is also due partly to the expiry of certain measures supporting demand for labour that had been reinforced in 2010. More particularly, in the second quarter of 2013, the numbers benefiting from the Activa win-win scheme  which had concerned up to 50 000 persons, on average in 2011  declined to zero.


    Against the backdrop of the economic growth revival, while job losses persisted on an annual basis until the end of the year, labour productivity was the main adjustment variable. It began rising from the first quarter of the year, thus ending seven consecutive quarters of decline.


    [image: 33371.png]


    Altogether, domestic employment was down by 11 000 persons compared to the previous year. That fall was attributable mainly to the decline in the number of employees in branches sensitive to the business cycle. Those branches recorded net job losses from 2012 which intensified during the year under review to reach an average of 25 000. However, the rate of job losses slowed down in the second half of the year, reflecting the delayed reaction to changes in activity. Industry was where employment declined most steeply over the first three quarters of 2013. However, that trend had already set in previously : between the third quarter of 2008 and the same quarter of 2013, the workforce contracted by 68 000 units. In contrast to what happened during the great recession, the public administration and education branch was also affected recently (down by 1 000 persons), against the backdrop of fiscal consolidation at various levels of power. On the other hand, as in previous years, the heavily subsidised other services branch (mainly health care and social work) made a positive contribution to employment of around 8 000 additional employees. As in 2012, however, that support was significantly less than it had been on average between 2008 and 2011.


    Other subsidised jobs, such as those covered by the service voucher system, also continued to foster job creation, with net recruitment amounting to 9 000 persons. In their case, too, the growth rate was slower than in 2008 and 2009, owing to such factors as the gradual saturation of demand and successive increases in voucher prices.


    In Belgium, just over six out of ten employees work in branches sensitive to the business cycle. However, that average conceals significant differences between the Regions. For instance, in 2012, two-thirds of employees in Flanders worked in those branches, compared to around 57 % in Wallonia and Brussels. In these two Regions, public administration and education are the principal employers. In Brussels, apart from trade, it is business services and financial activities that employ the most workers, while industry represents a much smaller proportion of employment there than elsewhere. Finally, Wallonia is notable for the relatively larger proportion of persons employed in human health and social work.
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    As in previous years, employment was supported by self-employed workers, the number of whom increased by 6 000.


    The number of self-employed workers has risen steadily over the past ten years. That growth is attributable, among other factors, to nationals of East European countries that joined the EU in 2004 and in 2007. Before 2009, Estonian, Hungarian, Latvian, Lithuanian, Polish, Slovak, Slovenian and Czech citizens could not work as employees in Belgium unless they had a work permit. Since those restrictions did not apply to self-employed workers, up to 2008 large numbers of citizens from those eight new Member States (primarily Poles) adopted that status. From 2009 onwards, that inflow diminished. Up to 31 December 2013, similar restrictions still governed access to salaried employment for Bulgarian and Romanian nationals. The number of self-employed workers of those two nationalities has risen constantly, and in 2012 they represented 2.5 % of self-employed workers in Belgium, compared to 1.1 % for nationals of the other East European countries. In addition, on the basis of the latest available information, around 25 000 self-employed workers  taking all nationalities together  worked on secondment in Belgium in 2012.


    The characteristics of self-employment vary according to the individuals’ nationality. Most nationals of the “new” Member States worked in construction in 2012 (62 %), whereas the type of work is more diversified among Belgians, who are represented to a greater extent in trade and the liberal professions. Moreover, these professions have gained ground in recent years since they are less dependent on the business cycle, and new personal service activities have developed (consultancy, coaching, etc.) together with improvements in the social status of the self-employed.
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    In 2012, there were around 150 000 employees from other countries working on secondment in Belgium, an increase of 9 % against 2011. Employees on secondment work temporarily (in principle for a maximum of twelve months) in Belgium, whereas they normally work or were recruited in another country. The contractual relationship between the foreign employer and the seconded worker is maintained, and the worker is in fact subject to the social security system of the country of origin, though the employer is required to respect the social legislation in force in the host country (e.g. in regard to working time, minimum pay, etc.). Before any work is done, a declaration has to be made to the Belgian social security under the Limosa programme (cross-border information system for the social security authority). The firms submitting declarations are mainly based in neighbouring Member States (the Netherlands, Germany and France), as well as in Poland and Romania, though that does not necessarily mean that the seconded workers are nationals of those countries. These people, who are not recorded in the Belgian employment figures, are active mainly in the construction, metalworking and metal manufacturingindustries.
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    Rise in unemployment despite the modest growth of the labour force


    In regard to the labour supply, the population of working age increased by 22 000 persons, as it did in 2012, and the activity rate stabilised owing to the dissuasive effect of the contraction in demand for labour and as a result of a gradual decline in the support provided by extending working life for women. The labour force thus increased by around 14 000 individuals, a smaller rise than in previous years. That deceleration tempered the impact of job losses on unemployment. Nonetheless, the latter maintained the rise which had begun in 2012, with an extra 24 000 unemployed job-seekers. On average, the NEO recorded 584 000 persons with that status in the year under review.


    The rise in unemployment varies from one Region to another. In both absolute and proportionate terms, Flanders saw the biggest increase in the number of people seeking work, as that Region is more sensitive to cyclical fluctuations in activity. As an average over the year under review, unemployment affected 17 000 more people there than in 2012, compared to 5 000 in Wallonia and 1 600 in Brussels. The number of unemployed job-seekers in Flanders thus grew closer to the figure for Wallonia. In 2013, that number averaged 253 000 in Wallonia, 222 000 in Flanders and 109 000 in Brussels.


    Up to the middle of the year, it was unemployment among young people under the age of 25 that increased most sharply in proportionate terms. In 2013, the number of unemployed job-seekers under 25 years of age averaged 118 000, representing 20 % of the total. Their situation on the labour market may worsen more rapidly during a recession, as happened from the second half of 2008. For one thing, their arrival in cohorts on a shrinking labour market at the end of their education exerts upward pressure on unemployment. Also, more selective recruitment puts them at a disadvantage because they can offer little if any experience and are competing with a reservoir of older workers who have become unemployed. Finally, younger workers are potentially the first to have their contracts terminated because they have less seniority, they have built up less specific human capital in the firm that recruited them, and are more often employed under a fixed-term contract. Conversely, the young are the first to benefit from a growth revival.
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    Young school-leavers may register with a public employment service and start an “integration period” during which they are supported and monitored in their efforts to find work. To prevent them from getting trapped in long-term unemployment, the “transitional work experience” scheme was introduced on 1 January 2013. This enables young people with low or medium skills to gain initial work experience for three to a maximum of six months in a firm, an NPI or a public service. An annual quota of 10 000 traineeships should thus be made available. However, the number of benefits paid out by the NEO in respect of these traineeships still only averaged 272 in the third quarter of 2013.


    In the second half of the year, the situation per age group was reversed. The growth rate of unemployment among persons aged 25 or over increased throughout 2013 and exceeded that for young people in the second half of the year. More particularly, the number of job-seekers aged 50 or over increased steadily compared to the previous year, partly on account of the raising of the age from which people can apply for exemption from registration as job-seekers. That age was increased to 60 years on 1January 2013. Consequently, many unemployed persons aged 58 or 59 years who could previously apply for that exemption now remain as job-seekers. This recent rise in the number of job-seekers aged 50 or over is in line with the general trend apparent since the beginning of the 2000s. It is due, on the one hand, to a previous adjustment in the age at which exemption may be requested (that age having been raised gradually from 50 to 58 years) and, on the other, to the expansion of the labour force in that age group.
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    The harmonised unemployment rate for active people aged 15 and over, which is not directly affected by the administrative changes, rose in 2013 to an average of 8.5 %. At the end of the year, the Belgian unemployment rate was 3.7percentage points below the euro area figure, whereas before the great recession the rates had been much the same.


    The harmonised regional unemployment rates vary significantly. Expressed as a percentage of the labour force aged from 15 to 64 years, the average over the first three quarters of 2013 stood at 19.4 % in Brussels, 11.4 % in Wallonia and only 5 % in Flanders. (Box 3)


    2.3 Inflation and labour costs


    Consumer price trends


    Sharp fall in inflation in 2013 …


    During the year under review, inflation measured by the year-on-year change in the harmonised index of consumer prices (HICP) averaged 1.2 %, compared to 2.6 % in 2012. Maintaining a trend that had begun in the closing months of 2011, this decline is due mainly to the fall in energy prices. Underlying inflation was also down against the high level seen in 2012, though that had been caused partly by a rise in indirect taxes.


    The slowdown in overall inflation was sharper in Belgium than in the euro area as a whole, and exceeded the average for the three main neighbouring countries. In those two comparison regions, overall inflation was running at 1.4 % in 2013, reversing the positive gap between Belgium and those regions prevailing in the three previous years ; the differentials therefore became slightly negative in 2013, at around 0.2 percentage point. That situation is also due to the movement in prices of energy, and more particularly gas and electricity.


    ... as a result of moderating pressure of underlying inflation ...


    Against the backdrop of subdued economic activity and more controlled wage increases, underlying inflation which is generally measured by the movement in prices of non-energy industrial goods and services  was running at 1.4 % in 2013, down sharply against the previous year. However, the 1.9 % rate recorded in 2012 was due partly to the increase in indirect taxes on certain services, which had contributed 0.3 percentage point to the rise in services prices in 2012. That base effect therefore accounts for half of the fall in services inflation in 2013, which subsided from 2.5 % in 2012 to 1.9 % in 2013.


    Services were the main factor in the decline in underlying inflation since the rise in prices of non-energy industrial goods only dipped slightly, from 0.9 % in 2012 to 0.8 % in 2013.
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    However, despite this fall, underlying inflation  which largely reflects the transmission to consumer prices of the costs generated within the economy  was again higher in Belgium than in the neighbouring countries, where it averaged only 1.1 % in 2013, despite the upward effect of an increase in the standard VAT rate in the Netherlands. That persistence of underlying inflation in Belgium is due in particular to the large number of services, such as rent, which are linked to the price index or the health index, so that the steep rise in those indices in recent years tends to be passed on after a time in the underlying inflation rate.
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    ... and a reduction in energy prices


    In Belgium, consumer prices of petroleum products are more sensitive to fluctuations in international oil prices, as the level of excise duty is lower on average than in the neighbouring countries. After rising for three consecutive years, the price of Brent crude oil in euros was down by an average of 5.7 % in 2013, owing to the combined effects of a fall in dollar prices and an appreciation of the European currency. The year-on-year change in prices of petroleum-based energy products, namely heating oil and motor fuels, was negative throughout the year under review, thus contributing to the favourable inflation gap in relation to the neighbouring countries. For these two categories, inflation in Belgium averaged 5.9 and 4.6 % in 2013, compared to 5 and 2.8 % in the three neighbouring countries.


    Previously, on the retail markets, the application to variable-price contracts of a monthly mechanism for index-linking gas and electricity prices, based mainly on international oil prices, also contributed to the greater sensitivity of inflation to those prices. In April 2013, a new system came into force under the reform of those markets ; from now on, prices can only be index-linked quarterly, and solely on the basis of market prices for gas and electricity.
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    Competition has also stiffened on these markets, notably as a result of the various government initiatives encouraging consumers to check price differences between suppliers (information and awareness campaign “Gas and electricity : dare to compare !”, promoting the use of price comparison tools) and to cut the cost of switching suppliers, with the abolition of contract termination penalties. This has brought significant changes in suppliers’ respective market shares, causing some of them to make sharp reductions in tariffs from January 2013. That was a major factor in the steep fall in consumer prices of gas and electricity, not only in relation to 2012 but also compared to the neighbouring countries. Thus, the price of gas dropped by 8.5 % in 2013, whereas it had risen by 8 % in 2012, while electricity prices declined by 0.9 %, as increases in the electricity transmission tariffs offset much of the fall in the energy component. This picture compares favourably with the average in the neighbouring countries, where electricity prices went up by 9.5 % in 2013 and gas prices rose by 2.3 %. (Box 4)


    Continuing sustained rise in food prices


    Processed food prices continued to rise strongly in 2013, climbing by an average of 3.2 %, a figure comparable to that for the two previous years. This reflects both the gradual transmission of the sharp rise in food commodity prices during the summer of 2012 and the increase in excise duty on alcohol and tobacco.


    The pricing of processed foods in Belgium is asymmetrical. While the steeper increase in those prices compared to neighbouring countries resulting from a rise in international market prices tends to widen the inflation gap, the opposite does not apply if commodity prices fall. In2013, the gap increased further, reaching 0.9 percentage point, and  if alcohol and tobacco are excluded  it was actually 1.1 percentage points, compared to gaps of 0.2 and 0.9point respectively in 2012.


    The rate of increase in unprocessed food prices accelerated particularly sharply in the first half of 2013, rising by 4.4 % over the year as a whole, following a 3.4 % increase in 2012. This rise, outpacing the 3.8 % increase in the neighbouring countries, attenuated the fall in overall inflation, though only moderately in view of the low weight of this group of products in the price index. Meat prices in particular went up by 4 % on average which, taking account of their relatively high weighting, had the same impact on this category as fruit, which represents a much smaller part of the consumption basket but recorded an 8.5 % surge in prices in 2013. That is due to local supply conditions following two periods of bad weather, one in the summer of 2012 and the other in the spring of 2013, which both affected the harvest of fruit sold in2013.
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    Methodological changes have moderated the rise in the health index, apart from the effect of slower inflation


    The rise in the health index, derived from the national consumer price index (NCPI), also slowed sharply in 2013 at 1.2 %, down from 2.7 % in 2012. Against the backdrop of lower energy prices, that decline was due mainly to the strong sensitivity of the health index  which is used for the automatic indexation of not just wages and social benefits but also the prices of a number of services  to fluctuations in energy prices. Even though the health index basket excludes alcohol, tobacco, petrol and diesel, in order to limit the second-round effects of increases in excise duty and, above all, oil shocks, it does include other energy products such as heating oil and gas, which recorded a sharp fall in prices in 2013.


    In January 2013, the government also introduced two methodological changes concerning the national index which likewise affected the health index. Those changes, decided in anticipation of the major reform of the national index in January 2014, were made in the context of measures to support employment and competitiveness and wage moderation. On the one hand, the effect of the seasonal sales is now included in the NCPI ; also, the “payment” approach based on the moving average of prices over the past twelve months rather than on prices in the month in question is now used to take account of the price of heating oil. The combined effect of these changes on the movement in the health index is estimated at 0.17 percentage point in 2013, which should make a one-off contribution to narrowing the wage gap between Belgium and the neighbouring countries. These methodological changes, like those made to the HICP in January 2013 and the ones planned under the major reform in 2014, are described in detail, together with their potential impact, in an article in the Bank’s Economic Review in December 2013 (1).


    
      (1) Langohr J. (2013), “Measuring inflation : the stakes and the state of play”, NBB, Economic Review, December, 47-66.

    


    Labour costs


    Nominal growth of labour costs slows as a result of indexation


    The deceleration of inflation was largely reflected in the movement in labour costs in 2013. Thus, in the private sector, the rise in hourly labour costs dropped from 3.7 % in 2012 to 2.2 %. Given the still rather weak business climate, despite the fragile recovery seen during the year, and concerns about competitiveness, the determinants of wage-setting other than indexation had a very limited impact during the year under review, as did employers’ social contributions.


    Hourly wages were up by 3.1 % in the public sector, following a rise of 3.8 % in the previous year. Apart from indexation, which led to a 2.3 % increase in pay, the higher public sector labour costs resulted in particular from the rise in social security contributions (due to the new system of funding pensions for local officials) and the wage drift (attributable to the rise in the average level of qualifications among civil servants). For the economy as a whole, the increase in labour costs declined from 3.7 % in 2012 to 2.4 % in 2013.


    In the private sector as a whole, the impact of automatic indexation on the rise in wages was 0.9 percentage point lower than in 2012 at 1.9 %. That effect still exceeded the 1.2 % inflation measured on the basis of the health index. The time lags relating to the indexation mechanisms applied in the various sectors in fact delayed the full transmission of the significant weakening of inflationary pressure on wages, so that the full effect of that decline has yet to be felt. The delays were even greater in the public sector since the impact of indexation on the rise in labour costs was only slightly lower than in 2012, dropping from 2.5 to 2.3 %. In this sector, where pay is index-linked in practice once the rise in the reference index reaches 2 %, the adjustments took place in January 2013.


    The real agreed adjustments in the private sector are governed by a Royal Decree freezing real wage increases for 2013-2014. As had already been the case for the previous two-year period, the government made compulsory the draft interprofessional agreement that some unions had refused to approve. While a margin of 0.3 % had been available in 2012 for agreed adjustments in excess of indexation, that margin was set at 0 % in 2013 (and in 2014), the aim being to reduce the wage gap in relation to the three main neighbouring countries (1). In practice, agreed adjustments led to a very limited rise in wages of 0.1 % in 2013. This concerned increases granted at the end of the previous year in accordance with the margin allowed by the government for 2011-2012, but the effects in a full year are also evident in 2013.


    
      (1) In section 3 of chapter 5, the passage on labour costs describes in more detail how the wage handicap has moved in relation to those countries.

    


    The “wage drift and other factors” item covers increases and bonuses granted by firms in excess of the interprofessional and sectoral collective agreements (including pay-scale increases), the effects resulting from changes in the employment structure, and measurement errors. In 2013, those factors had a marginal impact. The weakness of demand for labour owing to the unfavourable economic climate and the acceleration of unemployment contributed to a reduction in tensions on certain labour market segments and eased the pressure on the wage drift. These factors largely compensated for the generally positive wage drift caused by changes in the structure ofemployment.


    Employers’ contributions had a neutral impact on labour costs in 2013. The amount of the reductions in social security contributions increased by around € 200million to € 5.6 billion, or 3.7 % of the total private sector wage bill, following measures to cut labour costs passed by the government in November 2012. Nonetheless, the downward effect of these measures on the rise in labour costs  amounting to around 0.1 %  was offset by an increase in the other contributions, probably owing to the growth of redundancy payments, notably in connection with collective redundancy procedures, and in particular the one concerning a large car assembly plant.


    Despite larger cuts for low-wage earners and researchers, the measures to reduce the payroll tax had no visible impact on the change in overall labour costs in 2013. Representing € 2.6 billion or 1.7 % of the total private sector wage bill, they comprise a general reduction together with subsidies designed to support R&D activities and certain specific forms of employment, such as shift work, night work and overtime. According to the national accounts methodology (ESA 95), these reductions are recorded as subsidies and are not deducted directly from labour costs.


    Overall, the deceleration of hourly labour costs due to these various factors was reflected in the movement in unit labour costs in 2013. That effect was combined with the impact of the small rise in labour productivity of around 0.4 %, after two years of decline. The rise in unit labour costs in the private sector thus subsided from 4.4 % in 2012 to 1.8 % in 2013. That deceleration was more marked in Belgium than in the three main neighbouring countries, on average, so that the cumulative gap since 1996 in relation to those countries narrowed by 0.8percentage point during the year under review.
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    2.4 Demand and income


    Domestic demand remained anaemic overall ...


    The protracted period of stagnating activity up to the first quarter of the year under review, followed by an albeit modest recovery from the second quarter, was both the outcome and the determinant of the movement in the various demand components. Overall, the low average GDP growth recorded in 2013 was supported by private consumption, which strengthened considerably throughout the year after two years of stagnation, and by government consumption expenditure, although the latter slowed on account of fiscal consolidation. The growth of business investment was slightly negative as an annual average. In addition, households cut their investment in housing even more sharply than in 2012, and public investment dropped substantially, as is usual in the year following the local and provincial elections.


    During the year under review, net exports drove up GDP growth by around 0.6 percentage point. Imports recorded a modest rise, as their movement was determined by the opposing effects of the weakness of domestic demand and the renewed dynamism of export demand. Volume growth of exports picked up during the year under review, essentially owing to the strengthening of economic activity in Belgium’s main partner countries in the euro area.


    As in 2012, the contribution of net exports was nevertheless largely wiped out by changes in inventories. It is likely that firms once again accelerated the pace of their stock reduction, presumably because it took time to adjust production to the cyclical downturn that occurred during the year. Changes in inventories shaved 0.5 percentage point off GDP growth in 2013.
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    ... even though confidence and household consumption revived during the year


    In 2013, the volume of private consumption expenditure was 0.6 % up against the previous year. That growth was curbed by the negative spillover effect of its decline in2012. Conversely, during the year under review, private consumption expanded by an average of 0.4 % in each quarter. Retail sales, which are highly volatile on a monthly basis, were stable overall in 2013.


    The revival in private consumption during the year under review follows a period of eight consecutive quarters in which households cut their expenditure or held it steady. Such a persistently negative pattern is very exceptional : even at the height of the great recession, in 2008-2009, the volume of consumption only declined for two quarters, and that temporary dip had very soon been entirely made good. The flagging consumption in the two preceding years was in line with the sharp fall in the gross disposable income of individuals in real terms in both 2010 and 2011. It is also due partly to the fact that households postponed some purchases of consumer durables, notably in view of the uncertain outlook for employment and income. That delay is reflected, inter alia, in declining sales of passenger cars. There was a particularly steep fall in registrations in 2012, though that followed a peak at the end of 2011 resulting from anticipation of the 2012 abolition of certain government subsidies for the purchase of environmentally friendly vehicles and the vehicle licensing reforms due to be implemented at the time. However, the number of new passenger car registrations continued to hover at a relatively low level during the year under review, perhaps indicating that households were still postponing some purchases of durable goods despite a revival in confidence and the upturn in consumption. Nevertheless, at the end of the year, the results of the Bank’s consumer survey showed that respondents considered the situation increasingly appropriate for making major purchases. The proportion of them stating that they would make large purchases in the coming twelve months also began rising from August.


    Slight rise in purchasing power


    Household purchasing power is the main determinant of the movement in private consumption. In real terms, disposable income was up by 0.3 % during the year under review, a smaller rise than in 2012, though still in line with activity growth.
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    Various factors held back remuneration in 2013. First, there was a fall in the volume of work by employees, still affected by the weakness of activity up to the beginning of the year. Also, wage rises excluding indexation were moderate, particularly in the private sector. Conversely, as already explained, the contribution of automatic indexation exceeded inflation, which was down sharply. That effect, which is due to the time lags inherent in the way the indexation mechanisms operate, supported the purchasing power of employees, and indeed that of social benefit recipients.


    That being the case, real disposable income was bolstered by the rise in net property incomes. However, those incomes still fell short of the 2008 figure owing to the steep decline in real interest rates since the outbreak of the crisis. On the other hand, disposable income was hit by the rise in net transfers to the government in 2013, owing to the sustained increase in current taxes on income and assets. The latter were boosted by payments relating to the tax regularisation, which accelerated sharply in the final quarter of the year before the conditions became much more stringent.
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    Apart from the movement in income, savings behaviour also determines the fluctuations in private consumption. The household savings ratio had risen sharply in 2009, the annual average peaking at 18.2 % of disposable income. At the time, this increase was clearly due to a surge in precautionary savings : the outlook was highly uncertain and households were worried about the possibility of job losses and a decline in income. Those fears gradually waned. The savings ratio declined to a historic low for Belgium, at 14.1 % of disposable income as an annual average in 2011, partly as a result of the above-mentioned sharp drop in real savings yields. The savings ratio subsequently stood at around 15 %.
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    Thus, the savings ratio remained relatively stable despite the increase in the proportion of household disposable income represented by property income ; usually, that type of income is allocated relatively more to savings than labour income. That relative stability was accompanied by the marked improvement in consumer confidence, which reached its highest level for two years in September. Box5 looks more closely at the link between the savings ratio and consumer confidence, and in particular the impact of uncertainty over the future economic situation. (Box 5)


    Further marked fall in household investment in housing


    Investment in housing has already been falling for three consecutive years, and in 2013 the decline was even steeper than in previous years. Despite the marked revival in consumer confidence regarding the immediate outlook, households remained dubious about the economic situation and their income prospects in the longer term, making them reluctant to proceed with any major investment and, above all, to enter into a long-term commitment to repay a mortgage loan.


    Interest rates on mortgages still remained exceptionally low, despite a recent small rise. It is possible that the uncertainty surrounding the (frequently changing) fiscal environment is also a factor here, as a number of measures were abolished or modified in recent years. For instance, during the crisis, the construction industry was granted a reduction in the VAT rate, though only for 2009 and 2010. Similarly, in the case of green energy certificates, apart from the 2012 abolition of tax allowances for this type of investment, the uncertainty may have reduced the number of energy-saving renovation projects. Moreover, from 2014 onwards, mortgage deductions will be the responsibility of the Regions, which have yet to decide on the arrangements and amounts for replacing the housing bonus system.


    Business investment remained weak but the climate gradually improved


    From mid-2011, investment by enterprises declined as a result of the slump in demand and the deterioration in business prospects. However, as final consumption and exports gradually picked up, helping to strengthen the demand addressed to businesses, and capacity utilisation in manufacturing industry recovered during 2013, finally regaining the average level prevailing in the 1980-2013 period, investment stopped falling from the beginning of the year. Nevertheless, year-on-year growth was slightly negative (0.5 %), owing to a low starting point at the beginning of the year.
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    In 2013, the operating profitability of companies also improved slightly. That recovery followed the sharp fall in 2012 when the gross operating surplus had declined by 3.7 %, mainly because of a reduction in the gross operating margin per unit of sales, while the volume of sales had only risen slightly.


    [image: 34185.png]


    In contrast, the gross operating margin per unit of sales expanded a little during the year under review, despite the more modest rise in unit selling prices, as a result of a much smaller increase in production costs. It was mainly labour costs per unit of sales that went up, though considerably more slowly thanks to higher productivity plus the moderate increase in hourly labour costs. As a result, for the first time since 2010, the remuneration that companies paid to their employees did not rise in proportion to GDP, standing at 38.2 %. The increase in the margin per unit of sales was only very slightly reinforced by a weak rise in sales volume, attributable solely to exports.
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    Non-financial corporations had ample scope for using internal financial resources to cover their investment in 2013, not only because of the 1.4 % rise in the gross operating surplus, keeping it at 22.7 % of GDP, close to the average since 2000, but also  as stated in chapter3 because since 2009 non-financial corporations have had liquid reserves which, at 33.9 % of GDP, significantly exceed the long-term average (27.9 %). In regard to external financing, too, the bank lending survey shows that loan criteria for non-financial corporations were eased again from the second quarter of 2013, after having been tightened during the preceding year.


    The current account balance remained weak


    On the basis of the national accounts, the financing balance of all economic sectors in 2013 improved marginally against the 2012 figure of 0.3 % of GDP, while remaining negative at 0.2 % of GDP. That improvement is due partly to the net financing capacity of individuals which is traditionally positive and increased slightly to around 3 % of GDP, owing to the further fall in investment in housing. Similarly, the public sector borrowing requirement fell steeply from 4 % of GDP in 2012 to less than 3 %. Details of the government’s transactions are described in chapter4 on public finances. The financing balance of companies deteriorated, as in the previous two years, turning into a deficit of 0.4 % of GDP. That situation was due to a fall in gross corporate savings, because the stabilisation of the operating surplus as a percentage of GDP was accompanied by a sharper deterioration in net financial charges. Moreover, while the fall in gross capital formation exerted a slightly upward effect on the financing balance, that movement was dwarfed by the decline in net capital transfers which reverted to their normal level, after the capital injection for Dexia had boosted them by 0.8 percentage point of GDP in 2012.
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    In regard to external transactions, the value of the balance of trade in goods and services increased again in 2013.


    According to the national accounts, the annual growth in the volume of exports of goods and services (2 %) exceeded that of imports (1.3 %). In volume terms, the contribution of net exports of goods and services to GDP growth was therefore positive for the year under review, at 0.6 percentage point. The beneficial effect of net exports was, however, partly cancelled out by a further deterioration in the terms of trade amounting to 0.2 % in 2013, comparable to the 2012 figure.
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    As in the two preceding years, volume growth of exports implies gains in market shares. Taking account of the estimates available when the Report went to press, the gains are put at around 0.8 % in 2013, since imports by Belgium’s main trading partners, weighted according to the country’s export structure, are estimated to have grown by 1.2 %. The cumulative gains over the past three years have made up for the loss of over 2 % recorded in 2010, but they do not yet imply a lasting and significant reversal of the trend apparent in recent decades. During the year under review, the gains were achieved mainly on markets within the euro area, whereas the appreciation of the euro was to some extent a handicap for Belgian exports to markets outside the euro area. Thus, in 2013, Belgian exports were affected by selling prices which declined by less than the export prices of competing countries outside the euro area.
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    Overall, according to the balance of payments figures, the improvement seen in the balance of goods and services reflects an increase in the goods balance which occurred mainly in the second half of 2013. In the case of services, the balance deteriorated, notably on account of the restructuring of a company active in maritime transport.


    As in the previous year, the balance of factor incomes worsened during the year under review, owing to the various components of investment income, both profits from direct investment and income from portfolio or other investment. In that respect, the appreciation of the euro depresses the net result, since incomes paid to other countries are proportionately more often expressed in that currency than incomes received from abroad. The fact that the balance of incomes from portfolio and direct investment has been negative since 2012, despite the Belgian economy’s decidedly positive external position, is probably due to the generally poor yields on financial assets. That would have more influence on income than on expenditure, as the incomes paid relate more to dividends, including those paid by the cash management and financing centres of multinationals established in Belgium.


    The balance of current transfers, which had already deteriorated in 2012, continued to fall, partly as a result of the increase in expenditure on EU financing.


    In all, according to the balance of payments, the current balance worsened again in 2013, with the deficit rising from € 7.6 billion in 2012 to € 8.5 billion, or around 2.2 % of GDP.

  


  
    Box 3  The impact of corporate restructuring on employment


    A firm has to adapt continually to developments in its markets, in competition and in technology. Restructurings are therefore inevitable, though they need not necessarily entail a reduction or cessation of activity. Episodes of economic crisis or weak economic activity tend to increase the speed or scale of restructuring. The restructurings considered here are those leading to collective redundancies.


    Under Belgian social law, collective redundancy applies where the reasons for terminating the employment contract are unconnected with the employee, and the redundancy affects a set number of workers, varying according to the firm’s size. It follows a specific information and consultation procedure involving the workers’ representatives, public employment services, and the Federal Public Service Employment, Labour and Social Dialogue (FPS ELSD). A certain time may elapse between the announcement of collective redundancy, which initiates the process, and its notification, which ends the process. Going by the procedures notified to the FPS ELSD in 2013, the median duration came to 57 days. By way of comparison, between 2010 and 2012 it fluctuated between 42 and 72 days. However, the procedure can quite commonly take much longer : in 2013, a quarter of the procedures took more than 90 days. The employer can then dismiss the workers concerned 30 days after the notification.


    While the number of firms completing their information and consultation procedure remained relatively stable at less than 100 between 2010 and 2012, it surged to 140 in 2013. However, the number of workers involved varies significantly, owing to the influence of a few large firms. In 2010, the first year for which full data are available from the FPS ELSD, almost 13 000 workers underwent a collective redundancy procedure ; that declined by 7 000 in the following year. In 2012, around 8 000 employees were concerned, and in 2013 notifications involved 15 711workers, 942 of whom were employed in Brussels, 9 372 in Flanders (mainly in the province of Limburg) and 5 397 in Wallonia (principally in the Hainaut).


    The metalworking and metal processing branch was the most affected, accounting for three-quarters of the employees concerned in 2013. The five biggest plans notified during that period related to Duferco Belgium, NLMK La Louvière and Arcelor Belgium (in the steel sector) and Ford Genk and Caterpillar Belgium (metal processing). These activities had also represented the largest proportion of all notifications in previous years except in 2010, when a major retailer (Carrefour) had closed a number of stores, thus accounting for more than a third of all workers covered by a notification.
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    It should be noted that these statistics give an indication of the job destructions that result from these procedures, not the resulting net job losses for the economy as a whole. In the case of skilled workers, there are opportunities for redeployment in other firms, though not necessarily in the same functions, the same type of activity or the same geographical area. Encouraging this return to employment (“outplacement”) is precisely the aim of the final phase of a collective redundancy procedure, namely the creation of an employment unit. This obligation, introduced in 2006 under the Generation Pact, was originally targeted mainly at workers over the age of 45employed in firms undergoing restructuring who wanted to take early retirement. In 2009, this scheme was extended to all employees and all firms undergoing restructuring, the aim being to speed up the reintegration of workers made redundant because of the economic crisis.
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    Very often, workers made redundant under a restructuring programme who meet the age criteria negotiate access to the scheme for unemployment benefit with employer top-up (previously known as “full-time pre-pensions”). That makes them eligible for not only unemployment benefit but also an additional allowance payable by the employer (or by a fund acting on the employer’s behalf), until they reach retirement age. Under the general scheme, that status can be obtained in the event of redundancy occurring after the age of 60 years. However, “pre-pension” may still be taken earlier, on the one hand if the firm has been recognised by the federal Minister of Employment as being in difficulty or undergoing restructuring, and on the other hand according to the specific characteristics of certain sectors, trades, or workers, or the length of working life. Nevertheless, the minimum age at which workers can qualify as unemployed with an employer top-up is 52 years.


    The status of unemployed with employer top-up implies certain obligations ; for instance, the worker must be registered as a job-seeker with the competent public employment service, must be available for the labour market and must accept any suitable job or any vocational training. These constraints no longer apply after the age of 60. They may also be waived before that age on the basis of the length of working life.


    Despite the steady rise in the total number of persons unemployed with an employer top-up (averaging 112 000 over the first eleven months of 2013, most of them aged 60 or more), the gradual tightening of access to this scheme has reduced the size of this group within the population aged from 50 to 64 years. That proportion declined from 5.7 % in 2007 to 5.1 % in 2013. The great majority of the beneficiaries are exempt from seeking work : on average, over the first eleven months of 2013, only 4 400 of them were still registered as

    job-seekers.
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    Box 4  Impact on inflation of the revision of the mechanism forindex-linking gas and electricity tariffs


    In the previous edition of the Annual Report, Box 8 presented the principles and details of the reforms to the method of setting retail gas and electricity prices. Those reforms were prompted in particular by the desire to make those prices less volatile and to break the link with movements in international oil prices. In particular, the regulator advocated ending this reference to oil prices and index-linking tariffs solely on the basis of gas and electricity prices. The indicators relating to the average consumer’s bill for gas and electricity developed by thePrice Observatory (NAI) make it possible to assess the effect of those changes.


    In January 2013, the main suppliers decided to apply the new indexation parameters immediately after the price freeze which ran from April to December 2012, without waiting for the official date for their entry into force on 1 April 2013. On that occasion, in an environment of keener competition, they also made substantial cuts in tariffs, moving closer into line with the formulas of suppliers already basing their indexation on market prices, whereas a catch-up would have been observed if the old parameters had been maintained.


    The data underlying the Price Observatory indicators make it possible to identify the energy component of the other constituents of the consumer price for energy products, namely the distribution tariffs and miscellaneous surcharges. Against the backdrop of the tariff reduction implemented in January 2013 and the introduction of new indexation parameters, the energy components of the average gas and electricity bill in the case of variable-price contracts came down by an average of 12 and 10 % respectively over the whole of the year under review, whereas they had risen by 27 and 12 % in 2011. In 2012, their level had essentially stagnated as a result of the tariff freeze, and they had even edged downwards from the second quarter, mainly as a result of the substitution effect in favour of suppliers offering the cheapest tariffs.
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    It is also possible to estimate how the energy component of the historical supplier’s main variable tariff would have moved in 2013 if the old parameters had still applied. As is evident from the chart, the result would have been a marked rise in tariffs after the 2012 price freeze, particularly in the case of electricity, given the upward movement in the old parameters during the freeze. Tariffs would then have fallen steeply in the second half of the year, to reach a level close to that under the new parameters in the case of electricity, though at the cost ofmuch greater volatility during the year. For gas, the price per kWh according to the old parameters would have remained well above its actual level under the new parameters, even though that supplier decided to continue index-linking its variable tariffs partly on the basis of the oil price for the first three quarters, as allowed by law during the transitional period.


    The tariff-setting mechanism reforms, like the measures boosting competition on these retail markets, have ex-ante positive effects on household purchasing power and (potentially) on the cost competitiveness of small business users to whom the same tariffs apply. On the one hand, in 2013, a temporary benefit was seen as the price level fell both for consumers switching to a more competitive supplier and for those whose tariffs declined without a change of supplier. There is also a more structural benefit in that an oil shock will no longer have a direct impact on consumer prices of gas and electricity in Belgium, and those prices should no longer contribute to an adverse inflation gap as they used to do. However, they will remain relatively sensitive to fluctuations in commodity prices, and hence volatile, since they are index-linked to market prices of gas and electricity. Via the automatic wage indexation mechanisms, these effects are also transmitted to the movement in labour costs for all firms.


    The revision of these mechanisms helped to reduce retail gas and electricity prices in Belgium in the first half of 2013, compared to their average level in 2012, whereas those prices rose in each of the three neighbouring countries. Thus, on average over the first half of 2013, the price that Belgian consumers paid for gas was similar to the price in Germany, and 3 to 19 % lower than prices in France and the Netherlands respectively. In the latter country, gas is heavily taxed to encourage energy saving, in contrast to electricity. In the specific case of electricity, prices in Belgium were still around 11 % higher than in the Netherlands and almost 50 % higher than in France, as prices there reflect the low production costs owing to the substantial nuclear capacity. They were 25 % below prices in Germany, where consumers pay surcharges in support of renewable energy.
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    Box 5  Uncertainty and savings patterns


    The 2008 financial crisis significantly heightened macroeconomic uncertainty. That stimulates precautionary savings, thus curbing consumption and, consequently, economic growth. This effect is generally reinforced by a fall in investment, as the additional savings accumulated are usually invested in liquid assets regarded as secure, because, at times of acute uncertainty, economic agents choose to delay their decisions on major expenditure.


    
      (1) See EC, Quarterly Report on the Euro Area, Vol. 12 (2013), June, Issue 2.

    


    However, it is not easy to determine the degree of uncertainty in the economy with accuracy. A new method has been devised, based on the replies to the Bank’s consumer survey (1). The basic assumption is that wider divergence of the individual responses indicates greater uncertainty.


    In practice, uncertainty measurements are based on the replies to two relevant questions in the Bank’s consumer survey which specifically ask about consumer expectations :


    • Q2 : How do you think your household’s financial situation will change in the next twelve months ?


    • Q7 : How do you think unemployment in Belgium will change in the next twelve months ?


    There are six possible responses : PP strong improvement, P slight improvement, = no change, M slight deterioration, MM strong deterioration and N don’t know. Every month, the Bank publishes the balance of the replies to these questions, using the following formula :
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    where t refers to question 2 or question 7, while s refers to calculation of the balance.


    Consumer uncertainty can be estimated on the basis of the size of the divergences in the individual responses of the 1 200 people on the survey panel :
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    where αi is equal to the proportion of individuals giving one of the six possible responses and u represents the uncertainty.


    The indicator is equal to zero if all those questioned choose the same response, reflecting the absence of uncertainty. Conversely, the indicator reaches its maximum if the responses are divided proportionately among the various options ; in that case, the uncertainty is greatest. In the chart, the uncertainty indicator, represented by the blue line, is standardised, i.e. it was reduced by its average long-term value and divided by its standard deviation. Its value therefore fluctuates around zero. When the indicator is above (below) zero, the uncertainty is relatively higher (lower) than on average over the observation period.
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    The chart reproduces this uncertainty indicator for the two questions, together with the corresponding balance of the replies. It shows that the picture varies slightly according to the question concerned. It is also notable that its correlation with the balance of the responses varies depending on the question : in the case of financial expectations, the uncertainty is relatively higher in periods of weak economic activity whereas the opposite is true of the outlook for unemployment.
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    To estimate the effect of uncertainty on households’ savings behaviour, an error correction model (ECM) is used which aims to explain the variations in the savings ratio on the basis of long-term and short-term determinants. The savings ratio is determined in the long term by structural factors, such as the share of labour income in total disposable income, the financial assets of households, house prices and the ratio between loans to households and house prices. However, the results set out in the table below only include the explanatory variables which have a significant coefficient.
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    Apart from the long-term variables, the ECM also comprises some variables explaining the short-term dynamics, such as the real interest rate, uncertainty readings and the balances of the confidence indicators. The underlying idea is that economic shocks may cause the savings ratio to deviate temporarily from its long-term pattern as defined by its long-term determinants. Column 1 in the table below shows, for example, the statistical significance of the uncertainty measure on the basis of the question concerning expectations for the household’s financial situation, together with the positive sign expected for the coefficient : consumers tend to save more in periods of greater uncertainty. The balance for question Q2 is also significant, and is accompanied by the expected sign : optimism regarding the household’s future financial situation logically reduces the propensity to save. Column2 presents the corresponding results for the question on the unemployment outlook. Greater uncertainty over future unemployment encourages precautionary savings by consumers, but that effect is not significant. Expectations regarding the level of unemployment appear to be less closely correlated in themselves with the short-term changes in savings behaviour.
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    If the actual savings ratio is compared with the ratio estimated on the basis of the movement in its long-term determinants, it is evident that the savings ratio recorded in 2008-2009 was well above the estimated level. That could be due, inter alia, to caution motivated by highly uncertain future prospects (as shown by the indicator Q2u). During the first three quarters of the year under review, savings again exceeded the level expected on the basis of the long-term fundamental determinants. The main reason lies in the respondents’ expectations regarding their future financial situation (Q2s), which remained very gloomy throughout 2012 and up to the second quarter of 2013, despite the rise in the consumer confidence indicator. That is also reflected in the said hesitancy of the revival in relation to consumer durables.


    This box therefore suggests that the savings behaviour of households and the effect of uncertainty on economic activity can be better understood if account is taken both of the uncertainty readings, which relate to the distribution of the balances of replies to the surveys, and of the specific sub-components of the traditional consumer confidence indicator.


    
      [RETURN]

    

  


  
    3. Financial developments in Belgium


    Viewed overall, Belgium’s net financial assets increased, mainly as a result of rising stock markets. In the third quarter of2013, they totalled 55.4 % of GDP, one of the highest figures in the euro area. Households began cautiously considering riskier investment again. Against the backdrop of weak investment, credit expansion slowed during the year, both on the mortgage market and on the market for loans to non-financial corporations. The debt ratio of the non-financial private sector therefore rose only slightly. The efforts that the banking sector had made from2008 to2012 to refocus its activities on the Belgian market and on certain foreign target markets were considerably less substantial in2013. Taking account of this restructuring, the sluggishness of activity and the low level of interest are eroding the banks’ traditional revenue sources, forcing them to proceed with the adjustment of their business model to ensure lasting profitability. In the process, they have to strengthen their solvency and meet the more exacting prudential requirements to be phased in from2014. For insurance companies, too, the low yield environment is achallenge for profitability. Moreover, the life insurance sector has faced falling premiums and a shrinking solvency margin.


    3.1 Overall financial position of theBelgian economy


    Belgium still has one of the highest net external positions among the euroareacountries


    At the end of September2013, the various sectors of the Belgian economy taken together had net financial assets amounting to € 210 billion, representing 55.4 % of GDP. Overall, the financial assets of all the domestic sectors together exceeded their liabilities, resulting in net external assets. Together with the Netherlands, Malta, Germany and Finland, Belgium is one of a small group of euro area countries with net claims on the rest of the world.


    In Belgium’s case, this favourable position is due to the size of the net financial wealth of the private sector which, at 132 % of GDP at the end of2012, exceeded the net liabilities of general government. That situation is attributable to Belgian households, which among the euro area Member States for which these data are available have the highest net financial assets expressed as a percentage of GDP (217 %). This is undoubtedly a factor of financial stability. If a country has a high or rapidly rising net external debt, that may in fact lead to risk repricing by the financial markets, and potentially limit the country’s access to private foreignfinancing.


    Nevertheless, the financial balance has been less favourable in recent years


    The movement in external assets is due partly to the balance of financial transactions, which broadly corresponds to the current account balance, and partly to the revaluation of outstanding assets and liabilities.


    Overall, the contribution of financial transactions to net financial assets has fallen since2008. Over a one-year period up to the third quarter of2013, the Belgian economy actually recorded a deficit of € 3.8 billion, or 1 % of GDP, whereas up to the beginning of2009, and again in2010 and2011, it had always recorded a surplus. However, at this stage, the decline has not had a significant impact on Belgium’s net financial assets in relation to the rest of the world.
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    On the contrary, net external assets increased by € 23 billion, or 5.6percentage points of GDP, over the first three months of2013, entirely as a result of positive valuation effects. In fact, the balance of financial transactions was again slightly negative in the first three quarters of2013, and depressed net financial assets by € 0.6 billion, or 0.1 % ofGDP, as the private sector surplus did not entirely offset the public deficit.


    The private sector surplus, which remained relatively stable in relation to the corresponding period of2012, was created in a context where both households and firms were cautious about the economic recovery, and more particularly the advisability of embarking on real investment projects.


    That was equally true of financial investment. Taking all sectors together, it was households that invested the most in financial assets, at € 13.2 billion, even if that figure was lower than in the first nine months of2012. Households displayed a greater appetite for risk in that respect, as risky assets made up a higher proportion of their claims than in2012. Nonetheless, they still preferred liquid investment instruments. Non-financial corporations added € 11.8 billion to their total financial assets over the first three quarters of2013. However, during that period, and for the first time since2004, they reduced their holdings in resident associated companies by € 2.5 billion. In the case of the financial sector, financial disinvestment continued in line with the deleveraging which had begun in2008. It should be noted that the financial sector as defined here is larger than the Belgian banking sector mentioned in section3.4. Finally, the government also recorded a € 5.8 billion decline in its financial assets.


    Moreover, the weakness of real and financial investment dampened demand for finance. The financial liabilities of all sectors grew by less than they had done in the first nine months of2012.


    Further small increase in the gross debt ratio of the non-financial sector


    Nevertheless, against that background, the gross debt ratio of Belgium’s non-financial sectors increased slightly from 246.2 % of GDP at the end of2012 to 248 % of GDP at the end of September 2013. In contrast, the debt ratio of the euro area was stable at 233 % of GDP. Like the net external position, the gross debt ratio is a key variable for assessing the financial health of the various sectors of the economy as a whole. It is also part of the scoreboard that the European authorities use for the purpose of the macroeconomic imbalance procedure (MIP). Although the gross debt level has to be considered in conjunction with the favourable net financial asset position, an excessive increase in the debt level may nonetheless cause concern about the financing of that debt.


    [image: 33695.png]


    The debt ratio concept used here concerns the consolidated debt. This debt ratio is calculated by taking the non-consolidated debt ratio of each institutional sector and deducting the financing provided by other entities in the same sector. In practice, this concerns more specifically financial relations between non-financial corporations or between public authorities. It is the concept offering the most information from the point of view of imbalance analysis. For the purpose of the MIP, the EC uses alert thresholds of 60 % and 133 % of GDP respectively for the consolidated debt of general government and of the non-financial private sector. In Belgium’s case, the EC found in the November Alert Mechanism Report that these thresholds had been exceeded, particularly in the case of the public debt. That is one of the reasons for the in-depth analysis to be conducted at the beginning of2014, to examine the persistence or attenuation of the macroeconomic imbalances.


    Since the public debt remained virtually stable throughout the year, the rise in the total debt of the non-financial sector is due entirely to the private sector. The household debt ratio was up by 1percentagepoint at 56.8 % of GDP. The debt of non-financial corporations climbed by a further 0.9percentage point, reaching 91.5 % of GDP at the end ofSeptember, in contrast to the slight fall for the euro area. However, in the case of non-financial corporations, both the level of the debt and the increase in the ratio need some clarifying. Although the definition of the debt according to the consolidated concept excludes financing by associated resident companies, that still encompasses loans by foreign affiliates. Those loans which are due to the optimisation of financial flows within a group, rather than a net external borrowing requirement often have a major impact on the movement in the debt ratio of non-financial corporations. At the end of September2013, non-bank debt financing from abroad totalled 40.9 % of GDP. If that is excluded, the debt ratio of non-financial corporations was down slightly by 0.2percentage point between the end of2012 and September2013, bringing it to 50.6 % of GDP.
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    The new rise in the debt ratio of the non-financial private sector in Belgium contrasts with the fall that occurred in the first two quarters of2013 in the euro area, where the process of deleveraging among both households and non-financial firms, apparent since mid-2010, continued. However, that debt reduction only applies to a small group of countries mainly the peripheral Member States so that the reduction was fairly modest at euro area level. At the end of June2013, the debt ratios of households and non-financial corporations in the euro area stood at 64.8 and 74.2 % of GDP respectively, i.e. 2.3 and 3.1percentage points below their peak levels. Although Belgian household debt is still below the figure for the euro area, the gap is narrowing.


    Bank lending to the non-financial private sector nevertheless stagnated


    While the debt ratio rose further in Belgium, the rate of increase slowed. In the case of bank lending, it actually decelerated sharply during the year under review, for both households and non-financial corporations. Since that slowdown occurred in an environment of continuing low interest rates where, as indicated by the results of the Eurosystem bank lending survey (BLS), other credit standards were eased for the first time since the financial crisis, it must be attributed mainly to a fall in demand for credit. On the one hand, this muted demand for credit is due to reluctance to embark on real investment ; it is also the result of ever-increasing use of non-bank sources of finance. In the case of households, the annual rise in bank loans dropped from an average of 5.5 % in2012 to 2.4 % in November2013. In regard to non-financial corporations, the increase in loans declined from an average of 2.1 % in 2012 to 0.8 % in November2013. In line with the trend in the debt ratio, the annual expansion of bank lending in Belgium nevertheless exceeded the figure for the euro area, where in November it stood at 0.3 and  3.1 % respectively for households and non-financial corporations.


    Unlike economic activity, which turned around in the second quarter of2013, bank lending has not yet recovered. Since it normally responds more quickly, this situation is fairly unusual and may indicate that specific factors are at work. Box7 examines in more detail how lending reacts to the economic situation, and attributes this delayed response mainly to the increased use of non-bank sources of finance and the uncertainty of both businesses and banks regarding the economic recovery. Generally speaking, the moderation of credit expansion is a necessary but insufficient precondition for the debt ratio to rise more slowly, or even to fall.


    3.2 Households


    In2013, the financial behaviour of households was influenced by various factors working in opposing directions. On the one hand, households still had to contend with a fragile economic environment, more particularly in regard to jobs, the modest rise in their incomes and a relatively high level of uncertainty, especially at the beginning of the year. As a result, they contracted fewer new mortgage loans, investment in housing declined, and they continued to build up highly liquid assets as a precaution, pending more attractive investment opportunities. On the other hand, the improvement in consumers’ confidence in the second half of the year (including as regards their financial situation and their ability to save), which was accompanied by a surge in share prices and, more generally, the restoration of calm on the financial markets encouraged individual investors to begin cautiously resuming the quest for higher yields. During2013, household savings shifted partly towards riskier financial investments offering potentially more attractive returns.


    Households’ total net wealth still growing, butmore slowly


    The value of the total net wealth of households, which is equal to the sum of their financial assets and real estate less their financial liabilities, continued to climb last year. At the end of the third quarter of 2013, it stood at € 1 976 billion, an increase of € 53.1 billion against December2012, with contributions from both real estate and financial assets.
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    There was a further rise in households’ real estate, comparable to the increase seen in2012. At the end of September2013, it was valued at € 1 138 billion, compared to € 1 106 billion at the end of the previous year. That rise is due both to an increase in residential property prices and to new investment in housing. Households’ financial assets also grew further to reach € 1 058 billion at the end of September, against € 1 031 billion at the end of2012. That was due to the acquisition of new assets and to capital gains resulting in particular from favourable stock market movements during the first part of the year. Households’ financial liabilities also continued to increase, albeit at a more modest pace than in the previous year, rising to € 219.4 billion at the end of the third quarter, whereas they had stood at € 213.8 billion at the end of2012.


    However, the considerable net wealth of households is unevenly distributed. That is evident from a survey of the financial behaviour of households conducted for the euro area in2010 (Household Finance and Consumption Survey) (1). That survey shows that the wealthiest 20 % of Belgian households own 61.2 % of the total net wealth. At the other extreme, the poorest 20 % own only 0.2 % of the total net wealth of Belgian households. Nevertheless, the net wealth distribution is not as unequal as in the euro area as a whole, where the richest 20 % own 67.7 % of the total net wealth and the poorest 20 % have more debts than assets, on average, so that this group has negative average net wealth.


    
      (1) For more details, see Du Caju Ph. (2013), “Structure and distribution of household wealth: an analysis based on the HFCS“, NBB, Economic Review, September, 43-66.

    


    Households have begun redirecting part of their savings towards riskier investments while still preferring liquidity


    Both the formation of new financial assets and the conclusion of new liabilities by households declined during the last year. The former was curbed by slower growth of household incomes and the slight fall in savings ratios, while the latter suffered from the climate of uncertainty prevailing in the first half of the year.


    In the first three quarters of 2013, households acquired new financial assets totalling € 13.2 billion, falling short of the € 15.5 billion for the corresponding period of2012. The decline is more marked in the case of new liabilities, since these came to only € 4.9 billion, compared to € 7.7 billion in net lending flows during the first nine months of the previous year. Despite the low level of mortgage interest rates, households proved reluctant to commit themselves to major purchases, particularly in the case of real estate, and seem to have postponed taking on new financial liabilities. Overall, the balance of households’ financial transactions contributed € 8.3 billion to the increase in their net financial wealth in the first nine months of2013, representing a small rise compared to the same period of2012.
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    The economic and macro-financial environment prompted some as yet timid changes in the investment profile of households. Although, in view of the uncertain economic context and the prospect of possible long-term interest rate increases, households again displayed a marked preference for liquid, low-risk investments, they also began seeking yields. That change is due partly to the gradual restoration of consumer confidence, modest yields which are tending to decline in the case of low-risk instruments such as savings deposits, and the recent revival in returns on riskier investments, such as on the equity markets.
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    The financial assets acquired by households can be divided into two main categories of instruments, according to the nature of the associated risk : on the one hand, the assets bearing a moderate risk, including cash, deposits, fixed-interest securities and guaranteed yield insurance products in class 21 and on the other hand, the higher-risk assets, namely shares and other equity, and class23 insurance products. UCI units form an intermediate category, because they combine products which may be viewed as less risky (such as bond and property UCIs) with other riskier products (equity UCIs, mixed UCIs or umbrella funds). According to data from the Belgian Asset Management Association, it was mainly the latter that attracted the interest of investors in2013. In the following analysis, UCI units will therefore be regarded as riskier products.


    While investment in instruments deemed risky made up only a sixth of households’ new acquisitions in the first three quarters of 2012, that share increased to more than half in the first nine months of 2013, at a total of € 8.3 billion.


    However, the biggest transactions still concerned low-risk products : cash and deposits in fact attracted € 12.2 billion in the first half of 2013, while the trend lost momentum in the third quarter of the year when the outstanding total in this type of instruments stabilised. In the first nine months of2012, these transactions had amounted to € 14 billion. Although the return on savings deposits continued to fall in the first half of last year, those products still offer the benefit of being highly liquid and not entailing any costs. In addition, the exemption from withholding tax on interest amounting to € 1 880 euros is another factor in their favour. Conversely, the attractiveness of savings notes and term accounts suffered from the increase in withholding tax, up from 15 to 25 % following two successive rises in January2012 and January2013. Households resolutely shunned these investments, put off by the mediocre net returns and the minimal difference in the interest rate compared to that on savings accounts.


    At the same time, households increasingly turned away from fixed-interest securities. In the first nine months of2013, the amount of sales and redemptions of these instruments exceeded purchases and subscriptions by € 8.9 billion, while net disposals amounting to € 6.3 billion had already been recorded in the first nine months of2012. Belgian public debt instruments were particularly unpopular in2013. The year’s four subscription periods for State notes raised the lowest amount for five years, only € 66 million. During the first three quarters of2013, households also scaled down their position in Belgian government bonds by a total of € 2.3 billion, compared to € 2.6 billion in the corresponding period of2012. The low net yields offered on these products, compared to those on successful previous issues, particularly in December2011, are the reason for households’ lack of interest in Belgian public debt securities.


    Among the riskier instruments, net investments by households in UCI units came to € 5.2 billion, whereas in the first three quarters of2012, households had effected net disposals of this type of instruments amounting to € 1.7 billion.
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    Class23 insurance products attracted household savings totalling € 1.7 billion, representing a third of new household investment in insurance products in the first nine months of2013. That was similar to the proportion for2012 when, between January and September, € 2.5 billion had been invested in class23 insurance products, out of a total investment of € 7.7 billion in all insurance products during that period. Overall,

    investment in this type of products was less popular with households in2013. That is due partly to the introduction, in2013, of a change in the law on the taxation of individual life insurance premiums : on 1January, the tax on new premiums in both class 21 and class23 was increased from 1.1 % to 2 %. The tax rise affected all savings- and investment-linked insurance products

    except pension savings and group policies. In addition, in the case of investment in guaranteed minimum yield

    policies, households may have been discouraged by the falling yields and profit-sharing over recent years, due mainly to the low level of long-term interest rates. The launch of a new concept last year, known as class44, does not appear to have had a major impact on total investment in insurance products. Payments by households in that respect are divided between two contracts, one with the characteristics of a class21 investment policy fully protected capital and a minimum guaranteed yield and the other relating to class23, which offers no capital protection but potentially higher returns. Investors choosing class44 products decide for themselves how to allocate their capital among the respective classes.
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    Finally, as in previous years and despite the strong stock market performance during the year, households contributed little to the direct financing of companies by the purchase of equities or bonds. New acquisitions of shares in Belgian non-financial corporations came to € 1.2 billion in the first three quarters of2013, compared to € 0.1 billion in the corresponding period of 2012, and net bond purchases stood at € 0.2 billion, against investments amounting to € 0.6 billion in the first nine months of2012. Households therefore displayed a clearer preference for indirect investment, via investment funds and insurance products.


    The conclusion of new mortgage loans has slowed down


    Although it remained positive, the volume of households’ new financial liabilities mainly mortgage loans and, to a lesser extent, consumer credit was smaller than in2012. The slackening growth of mortgage loans apparent from the beginning of2012 continued during the first three quarters of2013. As a result, the household debt ratio increased slightly to 56.8 % of GDP at the end of September2013, compared to 55.8 % at the end of the previous year. In relation to household disposable income, it came to 93.2 % at the end of September2013, compared to 92.2 % at the end of December2012.


    In a climate of pessimism exacerbated by the adverse labour market situation, primarily in the first half of the year, households continued to contract mortgage loans during the first nine months of2013, but at a slower rate than in the previous year. In addition, the dynamics of new consumer credit were similarly much less vigorous than in2012.
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    In historical terms, household credit remained cheap throughout the year. Overall, mortgage borrowing rates continued to fall until the middle of the year, before starting to rise slowly from the summer. Thus, the interest rate on a new loan fixed for an initial period of more than ten years averaged 3.6 % in2013, against 3.7 % in2012. However, the favourable situation regarding interest rates was offset by the wait-and-see attitude on the part of households, due to the climate of uncertainty surrounding the general economicsituation.


    Households’ caution is expressed in indicators such as their assessment of whether it is a good time to make major purchases, and whether they are likely to do so : that assessment was unchanged for much of the year. These factors were part of the reason for the low level of new liabilities in the form of mortgage loans in2013. In the first nine months, new loans totalled € 3.8 billion, down from the € 6.4 billion recorded in the corresponding period of2012. At the end of September2013, that brought the total mortgage debt of households to € 177.8 billion. The growth rate of mortgage lending year-on-year declined to 2.8 % at the end of November2013, whereas it had been 5.7 % a year earlier. It is possible that households postponed certain investment or purchase plans. There was in fact a revival in building permits in2013, at least in the first part of the year, though it was not entirely reflected in actual building, as the gap between the figures for residential building permits and housing starts widened steadily during the year. This hypothesis is also borne out by the fall in the number of transactions on the secondary market in2013. The contraction of mortgage lending would therefore seem to be due mainly to a fall in demand.
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    The BLS data generally confirm this picture. They tend to attribute the slower growth of mortgage lending in2013 to the contraction of demand rather than to a reduction in supply. Banks stated that they eased their mortgage lending criteria slightly in the first quarter of2013, owing to increased pressure of competition and a decline in their financing costs and balance sheet constraints. They kept those criteria unchanged in the ensuing three quarters. However, that easing did not compensate for the significant tightening imposed in2012 which, according to the banks, as well as increasing their margins, had primarily affected the loan-to-value ratio and loan terms. Credit institutions also reported that they experienced a fall in demand for mortgage loans in the first and third quarters of the year. They felt this was due mainly to a deterioration in consumer confidence and to the fact that households were increasingly dipping into their savings.


    Apart from the socio-economic context and household confidence, another possible reason for the reticence on the property market in2013 might be uncertainty over the maintenance of the current tax allowance for interest paid on mortgage loans in the case of one own home (otherwise known as the “housing bonus”), following transfer of the corresponding powers to the Regions with effect from mid-2014.


    As well as mortgage loans, households also contracted new consumer credit. Although modest, the net flows remained positive in the first three quarters of 2013, at€ 0.1 billion, whereas they had totalled € 0.7 billion in the corresponding period of2012.


    Sources of financial vulnerability kept in check


    Despite a long period of relatively weak economic growth since the outbreak of the financial crisis, the potential vulnerability due to household debt levels is still limited. According to the statistics from the Central Individual Credit Register, the number of non-regularised defaults on mortgage loans came to 1.2 % of the total number of loans outstanding at the end of December 2013, very slightly exceeding the2012 percentage. Nonetheless, the average level of arrears and amounts due continued to rise, maintaining the upward trend begun in2009 and reaching € 36 400 at the end of December2013.


    For the moment, the current statistics do not indicate any particular problems in the redemption of Belgian households’ mortgage loans taken as a whole. However, in an environment where property prices remain high, itis possible that the risks inherent in certain household categories might materialise. The Household Finance and Consumption Survey thus clarifies the previous figures. The conclusions of the Belgian survey, like those in other countries, reveal that the weight of the mortgage loan may be considerable for some households. They show that, on average, in the case of the 20 % of households with the lowest incomes, it takes five full years’ annual income to repay their debt, making them vulnerable to any fluctuations in their income. Another potentially vulnerable category comprises households with heavy debts, whatever their income level. Thus, the net wealth of 2.7 % of Belgian households is negative, as their debts exceed their assets, making them more sensitive to any decline in their incomes. However, that figure is lower than in the euro area, where 4.8 % of households are in thatsituation.
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    As far as consumer credit is concerned, defaults have risen in all loan categories except instalment loans. When households encounter financial problems in periods of weak economic activity, they probably give priority to repaying their mortgage loan while delaying repayment of their consumer credit. Moreover, consumer loans are granted on the basis of less strict borrower selection criteria. As in the two preceding years, defaults on instalment sales increased sharply, and concerned 18.1 % of contracts in December2013, 3percentage points above the figure for the end of December2012. The high default rate on this type of loan is due to a fall in the number of current contracts, while the number of defaults has remained steady since the beginning of2012. In the case of credit facilities (which, since2011, include sight accounts as they are associated with the authorisation of overdrafts), defaults were also up slightly in2013 : defaults recorded on this type of credit concerned 3.9 % of all contracts in December2013, an increase of 0.3percentage point against the end of2012. Although the amounts involved are smaller than in the case of mortgage loansin2013, a new instalment loan averaged € 15 100, a new instalment sale € 2 500 and a new credit facility € 7 200 defaults on these loans nevertheless involve ever-growing numbers of borrowers : 197 600 people defaulted on a credit facility, while 178 200 defaulted on an instalment loan.


    If loans are grouped according to the year in which they were granted and the default rate is calculated per cohort, there is no sign of any marked acceleration in the percentage of defaults over time, except  once again in the case of instalment sales. From 2006 to 2012, the default rate on this type of loan after the first six months increased systematically. The same applies after twelve months, and for longer periods in the case of older loans. For credit facilities, the curves overlap and therefore do not show any marked deterioration in the post-crisis years. For mortgage loans and instalment loans, the trend indicates a slight improvement since 2008. (Box 6)


    3.3 Non-financial corporations


    Despite the improvement in the economic outlook since the second quarter of2013, the economic uncertainty and the fragility of the recovery continue to curb the investment activity of non-financial corporations. This situation has also influenced their financial transactions. Over the first three quarters of2013, the financial deficit of firms came to € 8.1 billion, or 2.1 % of GDP. This came about because their liabilities grew by € 20 billion, outpacing the € 11.8 billion rise in theirassets.


    The transactions of Belgian non-financial corporations revealed several major trends during the year under review. Thus, financial transactions between (associated) firms were down significantly. So, the substantial formation of cross-holdings between firms, which had been evident since2006 on both the assets and the liabilities side, did not continue in the first three quarters of2013. Moreover, despite the persistently low interest rates, non-financial corporations made relatively little use of external financing. That was reflected more particularly in the sharp slowdown in the growth of bank lending during the year under review : the year-on-year rise in lending by resident banks became negative from October2013. Sluggish investment demand and use of alternative non-bank forms of funding are the main factors behind this. Nonetheless, bank loans are still the primary source of external financing for SMEs. In that respect, although lending remained steady in their case, SMEs reported a difficult economic environment and a fall in investment demand, while also continuing to refer to unfavourable credit conditions.
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    Has the trend towards the formation of cross-holdings between firms come to an end ?


    The upward trend in inter-company financing activities, which make up the bulk of the financial transactions between non-financial corporations, appears to have ended in2012. Whereas during the period 2006-2012, there had been an annual average increase of € 88 billion in reciprocal financial liabilities in the form of shares and other equity or inter-company loans, those liabilities declined by € 38 billion between the fourth quarter of2012 and the third quarter of2013. The trend reversal concerns financing activities both between resident firms and with foreign companies. Apart from the sluggishness of the economic environment and the investment climate, the changes to the tax rules on companies, notably concerning notional interest, may well have played a part in the change in reciprocal financing flows between usually associated companies. The sharp reduction in reciprocal liabilities in the second half of2012 is due largely to the gradual divestment by a number of financing centres belonging to large firms.


    The total financial asset formation of companies is very largely determined by these cross-liabilities between firms. Thus, since the fourth quarter of2012, there has been a year-on-year decline in both the cross-liabilities and the total financial assets. In the first three quarters of2013, the reduction in cross-assets exerted downward pressure amounting to € 2.5 billion on the total assets, which grew by only € 11.8 billion compared to € 104 billion on average over the period2006-2012. The formation of new assets appears to focus largely on short-term liquid instruments, particularly in the form of cash and deposits amounting to € 10.2 billion. Short-term fixed-interest securities remained at the same level, and the portfolio of long-term fixed-interest securities was down by € 0.2 billion. Net purchases of listed shares came to € 3.4 billion over the first nine months of2013, while net purchases totalling € 3.8 billion had been recorded in the corresponding period of2012. Loans granted by firms declined by € 4.9 billion, most of that fall concerning transactions between associated firms. Excluding these transactions, non-financial corporations acquired new assets amounting to € 14.3 billion in the first three quarters of the year under review.


    Recourse to external funding continues to fall and is shifting in favour of alternative fundingsources


    Apart from cross-funding and funds obtained from financial resources generated directly by their business, non-financial corporations resorted to various forms of external funding to cover their needs. In that respect, the trends which had already emerged in the previous year continued for the first three quarters of2013 : demand for external funding was limited, and the growth of bank lending slowed sharply, partly because alternative sources of funds were substituted. The weak growth of external funding seems to be due mainly to demand, and is connected with the low propensity to invest among non-financial corporations.
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    In this context, it was mainly large firms with a sound financial basis that made more use of the capital markets ; they preferred funding via fixed-interest securities rather than bank loans. Thus, in the first three quarters of2013, issues of fixed-interest securities almost exclusively long-term came to a net total of € 4 billion, while new lending by financial institutions did not exceed € 0.5 billion in net terms.
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    Finally, firms made slightly more use of the stock market. In the first nine months of2013, they raised € 1 billion net in the form of listed shares, whereas in the corresponding period of2012 firms had bought back shares totalling € 0.2 billion net.


    Apart from resorting to external funding, firms can also tap into their own resources to meet their investment and funding needs. According to the pecking order theory, firms will use these resources first to fund their new investment, because they cost less than external funding and can be used more flexibly. Belgian non-financial corporations have substantial reserves of liquid resources. In net terms, over the first three quarters they continued to build up their cash and deposit positions by € 10.2 billion, so that by the end of September the total volume of those positions came to € 129 billion. These cash and deposit positions are equal to 33.9 % of GDP, which is well above the average of 27.9 % seen since1999. Following the eruption of the financial crisis, firms built up heftier financial buffers, enabling them interalia to absorb external funding fluctuations and restrictions. The growth of these liquidity reserves may also reflect a lack of real or financial investment opportunities. Some firms were unable to continue expanding their liquidity positions during the crisis, notably on account of lower profitability, but they have kept them relatively constant since2010, at around € 124 billion. These liquidity reserves are thus considerable, and Belgian non-financial corporations can therefore use them to supplement external funding when the economy and investment pick up. These larger liquidity positions are also evident in the euro area as a whole.
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    Financing costs have remained low


    Although the total weighted cost of capital for funding non-financial corporations remained low overall, it nevertheless edged upwards from the second quarter of2013. The average funding costs of Belgian non-financial corporations calculated by weighting the nominal cost of the various funding sources according to their respective shares in the total outstanding amount of their financial liabilities were estimated at 4.66 % in November2013. However, it should be noted that those funding costs calculated on the basis of outstanding amounts are an estimate of the average opportunity costs for firms. The cost of financing new liabilities is probably lower, since firms contracting new liabilities tend to choose relatively cheaper instruments, such as corporate bonds or bank loans.


    The rise in the total weighted cost is due mainly to the increase in the prices of shares of non-financial corporations. Shares account for the major part of the firms’ financial liabilities and are therefore the main factor determining the movement in total financing costs. Although listed share prices rose in2013, dividend payments recorded a relatively bigger rise, leading to an increase in the cost of equity financing. The estimated cost for listed shares of non-financial corporations rose by 20basis points from the end of2012 to reach 6.3 % at the end of November.
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    Apart from stock market developments, a number of other factors also played a part in the rising corporate funding costs from May2013. More specifically, long-term interest rates on the money markets and on government bonds increased, partly as a result of the improvement in the economic outlook and the resurgence of tensions generated by the uncertainty over the cuts in the Federal Reserve’s large-scale asset purchase programme. The monthly average of the interest rate on five-year swaps thus increased by 25basis points between May and November of the year under review, while the three-month Euribor only rose by 2basis points during the same period. That interest rate rise was partly reflected in the rates on new bank loans. The interest rate on short-term loans (amounts borrowed in excess of € 1 million at variable rates, initially fixed for up to one year) increased from 1.69 % in May to 1.83 % in November, and the rate on long-term loans (amounts borrowed equal to € 1 million or less, with the rate initially fixed for more than five years) went up by 9basis points to 3.73 %. These increases occurred despite the two cuts in the ECB’s key interest rate, in May and November, indicating that monetary policy decisions are transmitted relatively slowly to the interest rates on bank loans.


    The spreads between bank interest rates and money market rates remained fairly wide in2013. In the case of short-term loans, the differential between interest rates on these loans and the three-month Euribor widened from 149basis points in May2013 to 161basis points in November2013. Since the current monetary policy stance was unchanged, the Euribor remained stable while bank interest rates went up. In the case of long-term loans, however, the rise in the long-term money market rates was not passed on in full in the contractual rates, as the spread in relation to the five-year swap rate narrowed from281 basis points in May2013 to 264 basis points in November.


    Finally, bond market financing costs remained modest in comparison with the cost of bank loans. This relative cost advantage is also part of the reason for the growing importance of bond issues in the external funding of (large) firms, to the detriment of bank loans. The low yield on corporate bonds with a high credit rating may be due in particular to an ever-growing appetite for risk on the market, and the quest for yield on the part of investors. Similarly, the spread in relation to the five-year swap rate, which reflects the risk premiums for holding corporate bonds, is still relatively small. From January to November2013, it averaged barely 75basis points, well below the average differential of125 basis points over the period2008-2012.


    Growth of bank lending to businesses hasceased


    Bank loans are vital to many firms and hence to the economy. More particularly, SMEs remain heavily dependent on bank credit : owing to their small size, high transaction costs or constraints relating to asymmetric information, it is harder for them to resort to the capital markets. According to the EC, in the 2008-2012 period, SMEs accounted for 61.3 % of total value added and 67.5 % of employment in the Belgian economy. Efficient bank lending to SMEs is therefore crucial to the Belgian economy.
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    The growth of bank lending to non-financial corporations declined further in2013, as did the growth of total external funding. That slowdown occurred despite the improvement in the economic outlook during the year. According to the balance sheet statistics for Belgian banks, the year-on-year growth of their lending moved into negative territory in2013. In November, it stood at 0.8 %, compared to averages of 2.1 and 4.2 % in2012 and2011 respectively. These figures confirm the slowdown in the growth of bank lending which began at the end of2012. According to statistics from the Central Corporate Credit Register, it was mainly loans to large firms that declined. The total volume of those loans was down by 5.9 % between the end of2012 and October2013. Conversely, the volume of lending to SMEs, which are heavily dependent on loans, increased by 0.1 and 2.6 % over the sameperiod.
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    The euro area also recorded a marked fall in the growth of lending. The year-on-year change came to 3.1 % in November2013, the biggest fall since1999. That average still masks wide variations between euro area countries, though they have gradually diminished since June2012. Only a minority of countries still recorded positive credit expansion.


    The results of the qualitative surveys polling banks and business leaders provide information that explains the factors determining the movement in bank lending to businesses, both large firms and SMEs. They also permit identification of the supply and demand effects underlying the contraction in bank lending.


    The first of these surveys, the BLS conducted by the Eurosystem among banks, supplies qualitative information on movements in lending criteria and demand for bank loans from firms. The four large Belgian banks polled by that survey stated that they had not tightened their lending conditions further after the first quarter of2013 : on the contrary, in the second and fourth quarters those criteria were eased. These developments followed a greater tightening of credit criteria in2012. Lending criteria applicable to large firms followed the same pattern as criteria for loans to SMEs in the year under review. The banks stated that the easing of balance sheet constraints, improved access to funding and increased pressure of competition were factors behind the relaxation of their general credit terms. Even though the risk perception continued to put pressure on those terms in the first six months, it became less negative during the year, ultimately contributing to an easing of credit conditions in the fourth quarter of2013.
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    According to the banks questioned, demand for loans from businesses nevertheless continued to decline throughout the year. In contrast to what had happened in2012, when that fall in demand had been due mainly to large firms, the decline was reported in the case of both SMEs and large firms in2013. Recourse by firms to other funding sources was a major factor contributing to the overall decline in demand for bank loans by non-financial corporations. The contraction in funding needs for gross fixed capital formation, inventories and operating capital, which reflects in particular the persistent uncertainty regarding the investment climate, also contributed to the decline in demand. Debt restructuring alone had the opposite effect, generating moderate support for demand for loans.


    The Bank conducts a second qualitative survey among business managers. Their assessment of general credit conditions remained adverse during the year, with the exception of very large firms. SMEs reported a deterioration in their assessment of those conditions compared to the end of the previous year. That negative assessment is due to the high level of collateral demanded by banks and the restrictions on the amounts loaned. This survey also looks at firms’ investment activities, and more particularly the change in investment during the year compared to the previous year. Overall, SMEs reported that their investment in2013 would be down against the2012 figure. In the case of large and very large firms, more business leaders expected their investment to expand rather than contract in2013.


    A third and final qualitative survey, SAFE (Survey on the Access to Finance of SMEs in the euro area), conducted on the initiative of the ECB and the EC, assesses the access of SMEs to the various forms of external funding, including bank loans and trade credit. SMEs again reported a small deterioration in access to bank loans since the second half of2012. The reason lies mainly in the economic outlook both general and firm-specific and in the banks’ willingness to grant loans. (Box 7)


    3.4 Banking sector


    In the past few years, the Belgian banking sector has conducted very radical balance sheet restructuring. As a result of the fundamental changes in the aftermath of the financial crisis, the sector hived off most of the riskiest activities to concentrate on financing the Belgian economy and a number of other key markets. That laid the foundations for the development of sustainableactivities.


    In2013, the banks maintained their efforts to reinforce their new strategy and continued adjusting their operations. During that process, they faced an environment that presented many dangers. The still generally weak economic activity and the low level of investment, in particular, provided hardly any support for their activities. Also, the persistence of low interest rates squeezed their interest margins. Moreover, they had to adapt to the major changes in the regulatory and prudential frameworks. Those changes are described in detail in the second part of the Report, both in regard to the banking union and the other European initiatives, and in relation to the measures taken specifically in Belgium. On the other hand, the banks benefited from the general easing of financial market tensions.


    The financial environment in Europe was favourable for the banking sector
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    In the context of the general improvement in financial market conditions, the decline in prices of European sovereign credit default swaps (CDSs), which had fallen very steeply from July to October2012, subsequently continued but at a much more moderate pace. This reflects both the constant efforts to consolidate public finances, especially in the peripheral euro area countries such as Spain, and the progress towards the creation of the banking union. Despite high volatility, European bank CDSs also declined to the same extent over the year as a whole. Consequently, the European sovereign CDSs remained at a much lower level than the bank CDSs in2013, and the markets’ assessment of solvency according to the categories of economic agents thus returned tonormal.
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    Belgian CDS rates exhibited a similar pattern, both the sovereign CDS in parallel with narrowing of the spread between OLOs and the German Bund, and bank CDSs. They gradually came into line with their European counterparts, notably as a result of KBC’s recovery in thatrespect.


    Despite the albeit modest improvement during the year under review in the financial markets’ assessment of the default risk of European banks, yields on bank bonds both non-guaranteed senior bonds and covered bonds which had fallen sharply in the two preceding years nevertheless resumed an upward trend from mid-2013. They mirrored the trend in less risky benchmark rates on the German Bund and on swaps which had risen initially as a result of the expected economic recovery and later in anticipation of an end to the accommodative monetary policies. However, the yield on the bonds of non-financial corporations outpaced the rise in yields on financial company bonds, and even exceeded them at the end of the year, pointing to a revival of confidence in the financial sector.


    This renewed market confidence in the banking sector is also seen in the stock market indices : on a clearly rising market, prices of bank stocks outpaced the increase in share prices for all companies taken together. The price of the KBC share actually surged by over 50 %, so that it caught up with shares of the European banking sector as a whole.
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    The financial crisis that raged from mid-2007 prompted many banks to reduce their balance sheet by disposing of certain assets, more specifically those bearing a high risk. That strategy frees up capital, helping banks to meet the solvency requirements. Banking sectors did not all pursue that policy to the same degree. In Ireland, where this sector had clearly become excessively large before the crisis, the reduction in bank assets began early and continued without let-up. In the end, the size of the Irish banking sector was cut by more than a third between2008 and2013. In Belgium, where it was smaller at the start of the crisis, the banking sector’s size as a percentage of GDP nevertheless also contracted quickly and to a relatively significant degree, namely by around a quarter, the reduction slowing sharply from2012. Conversely, in Spain, bank assets continued growing until mid-2012, when a substantial contraction proved necessary there, too. In the euro area as a whole, total bank assets declined from mid-2012, when the German banks the largest in the euro area at that time, in balance sheet terms began scaling down their balance sheets. In2013, the reduction in assets carried out by the German, Spanish and Irish banks, among others, might be attributable to fears that the asset quality analysis and stress tests to be conducted by the ECB and the national competent authorities may reveal capital inadequacies.


    The banks can also pursue alternative adjustment strategies to gradually increase their capital ratios. For instance, they can issue new shares or, possibly, appropriate hybrid securities. In2013, the level of recourse to the primary market in bank shares was relatively low though it exceeded that in the case of non-financial corporations perhaps in order to avoid diluting existing shares by issuing new ones. Recourse to the bond market was also weak. Nevertheless, some European banks, particularly Belgian ones, did use that market, inter alia by issuing contingent convertible bonds. These hybrid debt instruments absorb losses once the capital of the issuing bank falls below a specific threshold. These instruments are issued mainly because of their ability to meet the requirements of the solvency rules, and more particularly the stricter capital requirements imposed by the European CRD IV/CRR legislation since the beginning of2014. Some leading Belgian credit institutions also issued large amounts of covered bonds, thus exploiting the new Belgian regulations introduced in2012.


    Another strategy consists in generating undistributed profits by increasing the margins on loans and cutting the dividends paid out, a policy probably chosen by a number of banking sectors in recent years.


    The profitability of Belgian banks has improved, mainly thanks to exceptional factors in a context of persistently low interest rates
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    To comply with future capital requirements, Belgian credit institutions (1) are counting mainly on retained earnings. During the first nine months of2013, they posted profits of € 3.5 billion compared to € 1.7 billion in the corresponding period of2012. That increase in net profits is due mainly to exceptional factors. It is in fact attributable essentially to the improvement in the results of the trading activities. In2012, the banks had to recognise a loss on financial instruments owing to the losses suffered in connection with the exchange of Greek sovereign loans, whereas in2013 they had made profits, primarily on the sale of securities. Some banks also recorded an increase in other non-interest income, such as exchange ratedifferences.


    
      (1) The data used in this section come from standardised prudential reporting. They are consolidated data for all the activities of banks under Belgian law. In the case of Dexia SA, these data used to cover only the activities of Dexia Bank Belgium. The exit of Dexia Bank Belgium now Belfius Bank from the Dexia group in 2011 therefore had only a limited impact on the sectoral aggregate used inthissection.

    


    The profit growth is also due, albeit to a lesser extent, to the improvement in the net fee and commission income, a structural element of the income statement, which was up by € 0.5 billion in2013. Conversely, after having already fallen the previous year, net interest income declined further from € 10.4 billion in the first nine months of2012 to € 9.9 billion in the corresponding period of2013. That fall in the main source of recurrent income for Belgian banks is due to various factors.
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    The principal factor here is the reduction in the volume of interest-bearing assets. Some of the activities of Belgian banks had been scaled down at the end of2012, and the weak economic growth during the year under review also had a negative impact on new volumes, outweighing the support provided by the low interest rates charged by Belgian banks.
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    However, this low level of short- and long-term interest rates compressed the overall interest margins generated by Belgian banks. On the one hand, it eroded the advantage that credit institutions can gain from very cheap resources, such as sight deposits, on which remuneration is only partly linked to market rates. On the other hand, high-yield securities reaching maturity had to be replaced with others offering lower yields. This adjustment of interest rates to new market conditions is also apparent in the case of customer loans.
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    Various factors nevertheless enabled the Belgian banks to compensate for the negative impact of low interest rates on their interest margins. First, in2013, the interest rate structure remained favourable to intermediation activity between short-term liabilities and long-term assets, as is evident from the spread between ten-year interest rates and the one-month interbank rate. Second, Belgian banks in general kept their commercial margins on new loans at a high level, even though their refocusing on activities conducted in Belgium also led to keener competition on that market. Third, it became generally cheaper to raise finance on the wholesale market, particularly following the introduction in2012 of the Belgian covered bond system, and thanks to the improvement in market sentiment regarding European and Belgian banks. Some banks therefore stopped using the financing granted by the Eurosystem, despite the low level of the refinancing interest rate applied by the ECB. Finally, the yield offered on some types of deposits was reduced again in2013.
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    Compared to the other European banking sectors, the Belgian banks’ average cost/income ratio over the past four years is high, even taking account of the improvement in2013. In the second half of2012, the main credit institutions had announced measures to rationalise their activities, one aim being to control the amount of the operating expenses. Those measures began to produce results. Staff costs and other operating expenses declined by € 0.1 and € 0.2 billion respectively in the first nine months of 2013 compared to the corresponding period of2012. The cost/income ratio relating operating expenses to operating income was down to 61 % for the first nine months of2013. However, that fall is largely due to better results on financial instruments rather than a favourable movement in the structural components of Belgian banks’ profitability. That once again indicates that credit institutions are struggling to cover their operating expenses with the proceeds of a smaller basis of income-generating activities, which highlights the need to continue adjusting certain business models.


    Loan loss provisions totalled € 1.2 billion in the first nine months of2013, slightly below the figure for the same period in2012. Their composition varied. Whereas in previous years claims on foreign counterparties had accounted for most of the defaults, provisions for Belgian borrowers represented a significant proportion of the provisions in2013. That is due primarily to the slowing of the deterioration in the quality of certain foreign portfolios, e.g.in Ireland and Hungary, and hence the reduced albeit still considerable need to record new losses on those activities. It also reflects a more general deterioration in the quality of loans in Belgium than in the past, with the exception of certain portfolios, such as mortgage loans. Expressed as a percentage of total outstanding loans, the loan loss provisions stood at 24basis points on an annualised basis, a level similar to the figures for the same periods of2012 (25points) and2011 (29points), but well below the2009 figure (54points).
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    Other impairments declined in the first nine months of2013. In2012, the inclusion of provisions totalling € 0.8 billion for the disposal of a number of activities by KBC Bank was offset by the reversal of provisions recorded in2011 on debt instruments, mainly following the losses on the exchange of Greek government bonds in the first quarter of the year. However, the positive impact of the latter transaction on the provisions was counterbalanced by a negative effect on the result for financial instruments so that, in net terms, the total impact on profits was minimal in2012.


    The profits that Belgian banks made in the first nine months of the year under review helped to keep the Tier1 capital at a high level of around € 55 billion at the end of September2013, compared to € 55.9 billion at the end of2012. That slight fall is due mainly to the early redemption of certain instruments and the change in the regulation concerning the deductions to be made on participations in insurance companies. KBC continued to repay the state aid it had received, with a payment of € 1.75 billion to the Flemish Region in July2013. In January, that institution had also issued capital instruments with no dilution effect.


    As the risk-weighted assets declined further, the banking sector’s Tier1 ratio calculated according to the Basel2.5 rules applicable since 31December2011 reached a substantial 16.5 % at the end of September2013. The decline in the risk-weighted assets in2013 is due in particular to the further fall in Belfius Bank’s exposures to Dexia and the reduction in the risk relating to a CDO (collateralised debt obligation) portfolio by KBC Bank.


    However, the new Basel III rules will raise the Tier1 ratio requirements considerably. The changes to the calculations will affect both components of the capital ratio simultaneously, by tightening up the regulatory capital definition and thresholds, and by raising the risk-weighting coefficients of various asset categories. Although Belgian banks have a substantial capital surplus in relation to the Basel2.5 minimum levels, that will be less true under the Basel III rules. In order to enable credit institutions to adjust their capital structure gradually, these new rules are being phased in from 1January2014. Analyses have shown that Belgian credit institutions have generally made adequate preparations for the new requirements. The Bank has monitored this process closely and taken prudential measures where necessary (see sectionC.2.2 under “Prudential regulation and supervision” in thisReport).


    Activities pruned more moderately than in the past ; asset quality remains a point for attention


    For the four main credit institutions which, before the crisis, together accounted for around 95 % of the sector in terms of balance sheet size, the reduction in risk-weighted assets, which mainly concerns the credit risk, was accompanied by a new contraction in the balance sheet total. Since2007, the Belgian banking sector has undergone massive restructuring, mergers and transfers of activity. That is reflected in a marked reduction in the total assets of the sector as a whole and, within the sector, a decline in the relative size of the main banks’ assets. As already stated, Belgian credit institutions reduced their assets by more overall, in relative terms, than banks in most euro area countries.
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    The decline in the balance sheet total in the first nine months of2013 is due mainly to changes in the market value of derivatives as a result of the increase in long-term interest rates during that period. In2012, accounting changes in the balance sheet of BNP Paribas Fortis had also exerted a downward effect on the amount reported for derivatives.


    Leaving aside the impact of these movements, the balance sheet total remained at a level close to that prevailing at the end of2012, which indicates an attenuation of the wave of restructuring, mergers and activity transfers undertaken by the main banks following the outbreak of the financial crisis. Among the Belgian banks, those which concluded an agreement with the EC following a capital injection by public authorities completed most of the balance sheet adjustments under those agreements. While the balance sheet total had contracted in2008, mainly as a result of Fortis Bank Nederland leaving the consolidation scope of Fortis Bank, those measures formed part of a broader process whereby the banks refocused on the markets where they had built up a strategic presence, reducing the balance sheet total of the Belgian banking sector from over € 1 700 billion at the end of June2008 to € 997 billion at the end of September2013.


    Between2007 and2012, the balance sheet restructuring was reflected mainly in a steady decline in exposures in the form of loans or debt securities to foreign counterparties, be it to the public sector, the financial sector or non-financial corporations.


    Claims on foreign credit institutions had fallen by almost € 200 billion in2012. They were down again slightly in2013, notably following the further fall in Belfius Bank claims on Dexia Crédit Local. The Belgian banks’ largest exposures still concern the banking sectors of the United Kingdom and France, amounting to between € 21 and € 23 billion, followed by exposures to the Netherlands and the United States, at around € 11 to € 14 billion.
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    In response to the sovereign debt crisis, Belgian credit institutions had also made considerable reductions in their exposures to euro area countries more especially prone to market pressures, in order to limit any losses on holdings of such securities. In the first nine months of2013, the total amount of those exposures remained close to € 10 billion, with the portfolio of Italian government bonds forming the major part. At the same time, the value of Belgian government bonds held by Belgian banks declined from € 69 to € 62 billion. Those securities accounted for 41 % of the government bonds held by Belgian banks, compared to 42 % at the end of2012. Though their nominal amount declined in2013, their concentration is still considerable, implying great sensitivity to any widening of the spreads on Belgian government bonds.


    Exposures to the foreign non-bank private sector made up 47 % of total exposures to foreign counterparties at the end of September2013. They were concentrated mainly on Central and Eastern Europe (€ 49 billion), the Netherlands (€ 26 billion), Luxembourg (€ 20 billion), the United Kingdom (€ 19 billion), France (€ 18 billion), Ireland (€ 16 billion) and Germany (€ 15 billion). These exposures were supported mainly by the transfer to the consolidation scope of one Belgian bank of portfolios of loans granted by the group to non-financial corporations, and by the acceleration of repo transactions.


    These developments contributed to the € 13 billion increase, in the first nine months of2013, in total Belgian credit institution exposures to the non-bank private sector. The total amount of the exposures to retail customers was up slightly over the same period and, at the end of September2013, accounted for 33 % of the total portfolio of loans and debt instruments, against 19 % at the end of2008.


    The exposures to the Belgian non-bank private sector increased in the first nine months of2013, although their growth was slower than in previous years. That deceleration is due to the weak demand for credit among households and non-financial corporations, already discussed in detail in sections3.2 and3.3 above.
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    In order to guarantee that the risks relating to the quality of banking sector assets are adequately covered under the single supervisory system (SSM) which takes effect in November2014, the ECB working with the competent national authorities will conduct an in-depth examination of the balance sheets of the euro area banks which will be subject to its direct supervision. That exercise, described in Box1 in sectionA.2 of the section under “Prudential regulation and supervision” in this Report, will mainly concern the portfolios of loans to both domestic and foreign counterparties. One aspect of this examination will consist in assessing the adequacy of the provisions of certain portfolios identified as risky.


    On a consolidated basis, the percentage of impaired claims came to 3.8 % at the end of September2013, equal to the end-2012 figure but well above that for the end of2007 (1.5 %). At the end of September2013, the Belgian banks’ coverage ratio stood at 41 %. This is the ratio between the total provisions and the total impaired claims.


    Among the various counterparties, the percentage of impaired claims remained highest for exposures to non-bank companies. The number of Belgian business bankruptcies has risen continuously since2007, outpacing the growth of the total number of businesses, as is shown by the increase in the ratio between the number of bankruptcies recorded during a year and the number of firms subject to VAT at the beginning of the same year. The figures for the first eleven months of2013 indicate that these trends have continued, so that the prospect of a rise in the percentage of impaired claims among loans to Belgian non-financial corporations cannot be ruled out.
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    Conversely, the percentage of Belgian mortgage loans recording arrears in excess of three months remained very low during2013, reaching 1.2 % at the end of the year. The Belgian banks’ reversion to their basic markets, in terms of both type of business and location, is reflected in particular in the expanding size of the portfolio of Belgian mortgage loans in their total assets. After adjustment for securitisation, the total mortgage loans granted to Belgian households came to € 164 billion at the end of November2013 on a territorial basis. However, their year-on-year growth is tending to fall, having declined to 2.8 % on that date, whereas annual growth had averaged 9.6 % over the past ten years.
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    Having noticed some potentially risky developments principally the existence of portfolios combining long maturities and high loan-to-value and debt-service ratios the Bank, in various publications, recommended the credit institutions to follow a sound, prudent policy in mortgage lending. The Belgian banks adapted their commercial policy, notably by reducing the proportion of new loans with a maturity of over 25years to 11 % of their total new business in the first six months of2013, compared to an average of 23 % between2007 and2012. That change is beneficial in that it creates some scope for absorbing any future increase in the debt service burden by a limited extension of the loan ; there was no corresponding change in the other criteria, as the policy on loan-to-value ratios was not similarly revised while the average debt-service ratio increased as a direct consequence of the shortening of maturities. Although default rates have remained low in recent years, the Bank considered that certain measures were necessary in view of the vulnerability of some sub-portfolios to a possible change in the market situation or the financial position of borrowers. As explained in Box5 in sectionC.2 under “Prudential regulation and supervision”, the Bank decided to increase the risk weighting for Belgian residential mortgage loans.


    Banks benefited from more favourable financing conditions and consolidated their liquidity position


    Apart from the rise in claims on the Belgian private sector, the banks were able to count on growth of household deposits, which confirms the continuing trend towards a return to traditional banking activities on the liabilities side as well. The banks therefore continued to perform their financial intermediation function.


    Total retail customer deposits on a consolidated basis increased from € 321 billion at the end of2012 to € 332 billion at the end of September2013. With the addition of savings notes, customers’ assets totalled € 359 billion. The relative share of financing obtained via retail customers increased from 27.9 % of the funds collected at the end of2008 to 44.8 % at the end of2012 and 46.4 % at the end of September2013. That rise was supported in particular by savings deposits, which are exempt from withholding tax, but to a lesser extent in2013 than in previous years. Despite a fall in the yields offered and competition from more aggressive foreign players, active via their Belgian subsidiaries, banks incorporated under Belgian law recorded a new expansion in deposits of this type which, on a territorial basis, reached a record € 247 billion at the end of November2013. A revision of the preferential tax treatment applicable exclusively to this instrument is being considered. That could lead to substitution in favour of other instruments with similar characteristics, such as term deposits or savings certificates or even other forms of savings.
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    The ratio between loans to non-bank counterparties and deposits collected from those same counterparties (the customer loan-to-deposit ratio) remained at around90 %.


    Since the total funding of the Belgian banking sector was down slightly in 2013, at € 776 billion, and the funding obtained from retail customers had risen, the total wholesale funding which includes that obtained from central banks was lower during the first nine months of2013. There were also major changes in its structure. Although some institutions continued to issue covered bonds following the introduction of that scheme in2012, the Belgian banks turned more towards short-term wholesale funding sources, which were up from € 249 billion at the end of2012 to € 255 billion at the end of September2013, mainly implying greater use of short-term unsecured funding, which over the same period expanded from € 163 to € 187 billion at the end of September2013. Thanks to low interest rates and the favourable sentiment regarding European and Belgian credit institutions, the domestic banks were able in many cases to obtain credit on those markets at rates below those offered by the Eurosystem under its refinancing operations. The Belgian banks’ recourse to central bank funding therefore declined from € 39 billion at the end of2012 to € 21 billion at the end of September2013, mainly as a result of repayment of part of the loans obtained via the longer-term refinancing operations.


    To assess the liquidity of credit institutions, the Bank uses a regulatory ratio, called the stress test ratio, which is intended to oblige the banks to hold sufficient high-quality liquid assets assets which can be mobilised in repo transactions on the capital market or with central banks in order to cope with a crisis which may hamper the refinancing options of those institutions for one month. The ratio’s denominator shows the liquidity available to an institution in such exceptional circumstances which is compared to the liquidity required in one month,

    indicated in the numerator.


    In this calculation, the increase in retail customer deposits has a positive impact on the ratio, in accordance with the assumption that outflows of these deposits will be less than for other funding sources. However, that effect was more than offset by the Belgian banks’ return to the unsecured wholesale funding market at less than one month. At the same time, the buffer of unencumbered liquid assets available to the Belgian banks expanded in the first nine months of2013, rising from € 248 to € 260 billion, notably as a result of the reduction in the amount of collateral used to cover interest rate hedging derivatives.


    To meet the regulatory requirements, the regulatory liquidity ratio defined by the Bank must be 100 % or less. Calculated for the sector as a whole, the ratio increased from 69 % at the end of2012 to 75 % at the end of September2013, interalia following the Bank’s publication of a list of frequently asked questions and their answers (see sectionC.2.1 under “Prudential regulation and supervision”). Despite the slight deterioration, that outcome indicates that Belgian banks’ liquidity is still at a comfortable level. However, this general situation does mask variations between individual institutions, though at the end of September2013 all credit institutions met the requirements of the liquidity ratio at one month.


    The application of the Bank’s liquidity ratio anticipates the future implementation of two ratios introduced by the new Basel III rules : the liquidity coverage ratio (LCR) and the net stable funding ratio (NSFR). The definition of these ratios and the transitional arrangements for implementing them in Belgium by 2018 are discussed in sectionB.2.1 under “Prudential regulation and supervision”.
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    3.5 Insurance sector


    Profitability positive, but under pressure


    In the first nine months of2013, the insurance sector posted net profits of € 1 billion. Although that result was positive, it was not as good as in2012, when substantial value adjustments had underpinned profitability.
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    Among the three main components of the insurancesector’s profit and loss account, it was the life insurance technical result and the non-technical result that deteriorated. In the life sector, realisation and revaluation gains were much more modest than in2012, while premium income was down by 25 %. At the same time, the cost of claims and other technical expenses also declined significantly, albeit to a lesser extent. The non-technical result was no longer supported by value adjustments or realisation gains, and therefore showed a deficit of € 0.5 billion. The non-life technical result has been rising steadily since2008. That trend continued in the first nine months of2013, thanks to the growth of premium income, a result that was boosted by the capital gains realised. For the three components taken as a whole, excluding value adjustments and capital gains, net investment income was only 6 % down despite the persistently low level of interest rates.


    Analysis of the results confirms the alarming fall in life insurance premium income. There are two reasons for that. First, class21 is essentially invested in bonds and therefore offers a yield on new contracts which is much the same as on certain savings accounts, so that households have no incentive to enter into long-term commitments. Against that backdrop, the predominance of the “bancassurance” business model in Belgium may have driven banks facing a substantial need for liquidity to channel household savings into banking products rather than life insurance contracts. Also, on 1January2013, the tax on premiums paid for class21 and 23insurance contracts went up from 1.1 to 2 %. That tax, which is due regardless of the yield on the sums invested, applies to all premiums, whether they are paid under a new or existing contract, in Belgium or abroad. Although life insurance is concluded with a view to the long term, considerably reducing the impact of the tax rise, the effect of this measure was to make the tax system less favourable for life insurance in class21 and23.


    In anticipation of this measure, households had temporarily stepped up their premium payments in2012. Total gross premium income had then reached € 21.1 billion, mainly owing to the unprecedented growth of class23 for a few companies offering investment-linked insurance products with no guaranteed yield, thus implying a greater risk for the policy-holder.


    Apart from the fall in demand for life insurance products, there are other factors that, from a purely accounting angle, may explain the gradual erosion of profitability of life insurance in recent years. For instance, since2011, the result has been depressed by payment of the mandatory contribution to the Protection Fund, amounting to 0.15 % per annum of the inventory reserves for class21 products subject to Belgian law. Another factor is the low yield on assets due to low interest rates, especially on government bonds, which dominate the investment portfolio of insurance companies, and above all the successive reductions in the value of certain assets since2010. Finally, insurers in the life sector have gradually had to form additional reserves to cater for the effects of the materialisation of the interest rate risk. Under the prudential regulations, they have to form additional reserves to cover a shortfall in the return on assets in relation to the discount rate used to calculate the technical reserves, i.e. the rate on which insurers base their future commitments to policy-holders. In2012, the cumulative additional reserves, an increase in which has a negative effect on the book profit of life insurance, came to € 3 billion.
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    The profitability of non-life business has been rising steadily since2008. The net combined ratio, which compares the total cost of claims and operating expenses to net premium income, remained below the 100 % mark, showing that insurance companies are maintaining a sound balance between insurance costs and premium income. The increases in premiums resulting from tariff adjustments introduced since2011 and renewed in2012 and2013 helped to restore the profitability of the non-life sector.


    Investment in government bonds continued to dominate, but there was a shift towards otherassets
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    Although the share of government bonds was down slightly in2013, they continued to predominate (43 %) in the investment portfolios of covering assets held by life and non-life insurance companies. The reason behind the preference for these instruments is that, in the past, these bonds have always been treated as risk-free assets owing to the very low probability of counterparty default. This type of instrument was considered ideal for safeguarding sums invested in the long term. In the context of excessive government debt levels and the downgrading of some countries’ ratings, the sovereign debt crisis revealed the risk that bonds issued by governments might not be redeemable. In2011 and2012, in order to reduce their exposure to the peripheral countries, insurance companies therefore realised part of their portfolio or wrote down the value of their securities issued by those countries. In so far as the proceeds from those sales were reinvested mainly in Belgian government bonds, this tactic concentrated exposures on the domestic market. Whereas in2009, Belgian government bonds had represented less than 30 % of the sector’s exposure to sovereign bonds issued by euro area countries, from 2011 it came to more than half, reaching 57 % in2012 and remaining at that level until the third quarter of2013. The corollary is a significant decline in exposures to peripheral countries, including Italy, in both relative and absolute terms.
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    However, this restructuring could depress profitability since some of the bonds realised offered much higher yields than Belgian government bonds. In total, investment in government bonds for the covering assets came to almost € 102.5 billion in the third quarter of2013, compared to € 104.1 billion in2012. The major part comprised bonds issued by euro area member countries.


    In2013, the total outstanding amount of the bond portfolio both government and corporate bonds declined for the first time. This was due to the sale of bonds which generated profits boosting the result by € 0.6 billion. The low yields on bond investment prompted insurance companies to start refocusing their assets on alternative long-term investment, such as on the business or mortgage loan markets, but also UCIs. While these alternatives may offer better returns, they could nevertheless present greater credit and liquidity risks. The persistence of low interest rates is also encouraging some insurance companies to adjust their asset and liability management, partly by using derivatives, which not only give them protection against a fall in interest rates but also enable them to meet profitability targets, and partly by improving the average return on the assets, e.g. via repurchase transactions.


    Taking account of the continuing predominance of fixed-interest securities in the covering assets, the persistently low level of yields affected the investment income. However, for the technical and non-technical components as a whole, excluding value adjustments and capital gains, the fall in net investment income came to only 6 % over the first nine months of the year under review, as the insurance companies’ portfolio still contains a large proportion of bonds offering yields well in excess of the current rates.


    In-depth analysis of the portfolio of government bonds held by insurance companies in the third quarter of 2013 reveals that, although the weighted average fixed coupon for bonds issued in2013 has dropped below 3 %, the weighted average fixed coupon calculated for the entire government bond portfolio has only fallen slightly in relation to2012, from 4.42 to 4.38 % for life insurance and from 4.12 to 3.94 % for non-life insurance. In that respect, it must be said that though sales of high-coupon bonds generate direct gains, as was the case in2013, they reduce the future average yields on the portfolio.


    As for renewal of investment, 19 % of government bonds (€ 16.9 billion) will mature by the end of2017 in the case of life insurance, compared to 26 % (€ 3 billion) for non-life insurance.


    The life insurance sector’s solvency declined


    Following a modest improvement in2012, the regulatory solvency margin of insurance companies was down slightly in2013, while remaining above 200 % on average. That margin comprises an explicit component which essentially includes own funds and subordinated debts, and an implicit component consisting mainly of part of the unrealised capital gains, subject to the approval of the Bank in its role as the prudential authority. The erosion of the regulatory solvency margin is attributable primarily to the life insurance sector, where the explicit margin deteriorated substantially in2013, owing to the stagnation of own funds, while the minimum required margin continued to increase.


    The residual capital gains form a hidden reserve which strengthens solvency. The solvency margin adjusted to take account of all unrealised gains and losses has been highly volatile in recent years. It improved considerably at the end of2012 when the unrealised gains had reached the unprecedented level of € 23.4 billion, the realisation of certain assets notably government bonds and equities which had begun in2011 having reduced the outstanding amount of the losses. In addition, the low level of interest rates at that time drove up the market value of the bond portfolio, and that effect was multiplied for very long-term bonds. The rise in interest rates which began in June2013 and the realisation of bonds respectively reduced the market value of the bond portfolios and the corresponding unrealised gains. The latter came to € 17.8 billion at the end of the third quarter of2013. Their reduction lowered the adjusted solvency margin.


    According to the future rules under the EU’s SolvencyII Directive, the balance sheet must be based on market values so that the regulatory solvency margin takes account of the impact of economic and financial conditions and the underlying risks.


    The low level of interest rates is a challenge
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    Owing to their balance sheet structure, life insurance companies are particularly sensitive to interest rate conditions. Although in2013 they were able to take advantage of the continuing low interest rates by realising gains on certain bond portfolios, a long period of low interest rates such as that seen from the start of the millennium up to the intensification of the sovereign debt crisis in Europe, and then again from2012, is a challenge in terms of the profitability outlook. The reinvestment of coupons is less lucrative, and maturing bonds are replaced with bonds offering a smaller yield. Since the new investment opportunities are less profitable, the effective return on assets may become insufficient to cover the rates guaranteed by past contracts. In contrast to2011, when that situation arose the effective return (4.57 %) on investment covering class21 contracts was sufficient to cover the interest rates guaranteed in the past, which were only down slightly on average (3.12 % in2012, compared to 3.17 % in2011). That recovery was due partly to the recording of revaluation gains in2012 amounting to € 1.2 billion. The impact of these factors will have dwindled in2013, so that the effective return on investment will have fallen
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    .


    The insurance companies adapted to this context by offering contracts more in line with market conditions, thus contributing to a reduction in the average guaranteed return on class21 contracts. At the end of2012, around 83 % of the class21 inventory reserves were held by insurance companies which at that time were offering a guaranteed return of 3.25 % or less on average, taking all their contracts together.
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    Analysis of the data broken down by contract rather than by company reveals that, on that same date, contracts concluded in the past and still offering a guaranteed return of more than 4.5 % amounted to € 31.3 billion, or around 19 % of the inventory reserves. Most of those contracts offered a nominal return of 4.75 %, the legal maximum for that type of contract up to June 1999 ; they totalled € 26.9 billion (compared to € 30.5 billion in2011), or around 16 % of the class21 reserves. Contracts offering a guaranteed return of 3.25 % were the most common with reserves of € 34.7 billion compared to € 35.3 billion in 2011 because, spurred on by competition, the insurance companies tended to offer a guaranteed return corresponding to the minimum stipulated for employers’ contributions paid under the supplementary pension system (second pension pillar). Even so, the reserves came to € 10.2 billion (compared to € 11.8 billion in2011) for contracts offering a return of 3.75 %, similar to the statutory maximum for guaranteed returns in force since July1999.
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    Overall, the total inventory reserves concerning guaranteed return contracts have increased, at € 165.6 billion in2012, compared to € 161.1 billion in2011. That growth is due mainly to group insurance, which recorded a rise of 7 %. This mainly concerned contracts offering a guaranteed return of 3.25 % minimum and 3.75 % maximum. At the end of2012, the inventory reserves relating to these contracts stood at € 27.2 billion, 13 % higher than in2011.
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    Although the insurance sector made a book profit for the second consecutive year, it nevertheless remains vulnerable in view of the worrying fall in life insurance premium income and the erosion of its regulatory solvency margin.


    Insurers are also subject to an interest rate risk owing to their commitment to guaranteeing a minimum return for certain contracts which, in a persistently low interest rate environment, puts stress on the sector’s profitability. The search for alternative investment to make up for the low bond yields implies the management of additional risks (credit risk and liquidity risk) which were not previously significant for the insurance sector. A start has already been made on modifying the contracts offered to make them more appropriate to market conditions, and to make it easier to cover them against the interest rate risk. The gains realised in2013, so long as they have not been paid out, form reserves which could underpin returns in the yearsahead.

  


  
    Box 6  Valuation of the residential property market


    While residential property prices in most of the advanced countries displayed an upward trend until2007, property market cycles within the euro area thereafter were decidedly out of synch. In that respect, Belgium is a slightly atypical case in that, together with France, Finland and the United Kingdom, it forms part of a group of countries where property prices have been rising steadily for several decades without that leading to a genuine downward correction at the time of the economic and financial crisis in2008. In contrast, such a correction did take place in Ireland, Spain and Greece, and to a lesser extent in Italy and the Netherlands, where strong price rises gave way to steep and persistent falls. Finally, in a small number of countries including Germany, property price rises have been comparatively more moderate for several decades.


    In Belgium, nominal prices of residential property have practically doubled since the beginning of the century, and the drop seen during the great recession was very limited in both scale and duration, compared to that in many euro area member countries. However, the pace of the increases has since slowed down, so that the rise in property prices over the first three quarters of the year under review was only 1.9 % compared to the corresponding period of the previous year, i.e. below the average for recent years. In real terms, prices have generally tended to stabilise in the past few quarters.


    The empirical literature records a number of methods of assessing property markets valuation. There are two different types of indicators, depending on the methodology used. While the first type, known as traditional indicators, takes the form of simple ratios of macroeconomic variables, the second type is based on econometric techniques. Each type has its own advantages, but also many shortcomings, which means that the findings must be interpreted with caution.


    Among the traditional indicators, a first approach compares house prices to rents (price-to-rent ratio), to gauge how a person looking for a home decides between house purchase and rental. A second approach compares property prices to households’ disposable income (price-to-income ratio), in order to measure the affordability of housing. These ratios are believed to revert to an equilibrium value in the long term, whereas in the shorter term they may deviate from that to a greater or lesser extent. Those deviations can then be considered as signals of under- or overvaluation of the property market. These two indicators are very often found at the heart of analyses by many institutions, such as the ECB, the OECD and the IMF, and generally point to very high overvaluation in Belgium, hovering on average between 50 and 60 %.


    The advantage of these methods lies mainly in their ease of calculation. However, they also have their limitations. The theoretical concept of equilibrium underlying the method of valuing the property market is particularly difficult to assess empirically. The equilibrium value is therefore usually approximated as the long-term average of the indicators, implying the assumption that the equilibrium value is stable over time. However, that is a weighty assumption, since this equilibrium value may be influenced by changes in the fundamental determinants of property prices, such as demography, the preferences of economic agents, mortgage contract characteristics (loan ratio, maturity, etc.) and the taxation applicable, as well as the characteristics of the property.
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    Apart from these general considerations, each ratio has its own specific defects. In the case of the price-to-rent ratio, there is a key conceptual difference in that house prices (in the numerator) are based on new secondary market transactions and therefore reflect market conditions, while rents (in the denominator), which in Belgium correspond to the rent component of the consumer price index, usually reflect the rents under existing leases rather than new leases. In addition, as rents in Belgium are subject to various legal rules restricting increases over time, such as (non-obligatory) annual indexation on the basis of the health index, the results obtained essentially reflect those index movements with smoothing and a certain time lag (1). Finally, the relatively small size of the rental market also limits the relevance of the price-to-rent ratio for Belgium.


    
      (1) Each month, rent indexation is only possible for leases reaching the anniversary of their date of signature; indexation is based on the health index figure for the previous month.

    


    The price-to-income ratio assesses the affordability of housing. Since property purchases are generally financed by a mortgage loan, such an analysis has to take account of the debt service burden incurred by the owner. For that purpose, the price-to-income ratio can be adjusted to take account of fluctuations in mortgage interest rates (interest-adjusted-affordability), as the latter have a major influence on households’ borrowing capacity. According to the indicator developed by the Bank and presented in Box 4 in the 2012 Annual Report, the debt service burden of a new purchase came to almost 22 % of a household’s disposable income in2013, exceeding the average of 15 % recorded in the first half of the2000s.


    The second approach for assessing property market valuation is based on econometric techniques, the aim being to use fundamental determinants to fix an equilibrium price which can then be taken as the benchmark for measuring deviations in recorded prices. One of the advantages of this method is that it can take account of many fundamental determinants of residential property prices, on both the supply and the demand side. However, for reasons of data availability and quality, empirical studies on the subject have been largely confined to demand factors, the main ones being household income, mortgage interest rates and demographics. In addition, this methodology does have its defects: it is possible that the econometrically estimated relationship is unstable and, instead of being a measure of market valuation, the gap between recorded prices and the equilibrium price is due to the omission of one or more fundamental determinants. Moreover, even if that gap is zero, a latent imbalance may exist because the fundamental determinants are not at their long-term equilibrium value, as in the case of abnormally low mortgage interest rates.
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    To support their assessments of the residential property markets, a number of international institutions, including the ECB, have recently adopted this methodology. Apart from the traditional approaches, namely the price-to-rent and price-to-income ratios, the ECB uses two indicators based on econometric models. More specifically, those indicators correspond to the residuals from the regression of the price-to-rent ratio on a measure of long-term interest rates, on the one hand, and that of real house prices on demand factors, on the other. The latter are per capita GDP, the number of residents, and short-term interest rates. The results obtained by the ECB are very disparate, with the traditional ratios tending, as usual, towards a high degree of overvaluation of the Belgian property market, while the indicators based on econometric techniques point towards a more moderate result which, depending on the specifications, fluctuates between a slightly positive and a negative market valuation.


    As in the case of financial assets, assessment of the fundamental value of property is a perilous exercise, and the results must be viewed with caution. However, even though they are based on conditions specific to each case, the experiences of other countries are a reminder that the property market may suffer reversals which damage the economy. Moreover, close monitoring is needed from the point of view of financial stability. The Bank’s initiatives in that area are presented in the second part of this Report.


    
      [RETURN]

    

  


  
    Box 7  Bank lending to non-financial corporations : reaction to the economic situation


    The revival of economic activity in the second quarter of 2013 raises the question whether bank lending to businesses will also pick up. Unlike loans to households, which are largely influenced by residential property market developments, lending to businesses generally mirrors the cyclical variations, adopting pro-cyclical behaviour. Nonetheless, the upturn in activity evident from the smoothed overall synthetic business survey indicator from April2013 has not yet been reflected in the fluctuations in credit expansion. However, a delayed response should not be ruled out: for instance, following the upturn in activity after the great recession of late2008 and early2009, lending to non-financial corporations responded after a time lag of about eight months.


    Against that backdrop, this box analyses the link between economic activity and lending to non-financial corporations, and more particularly examines whether the year-on-year growth of lending comes earlier or later than real GDP growth. In addition, a distinction is made here between short-term and long-term loans. Although each cycle is different, the links seen in the past make it possible to assess whether, during the current period, specific factors are causing lending to deviate from its usual pattern. For example, those factors could result from substantial, specific shocks such as the financial crisis.


    [image: 33452.png]


    This box therefore compares the relationship between economic activity and lending both before the crisis (from the first quarter of 1999 to the second quarter of2007) and after the crisis (from the third quarter of2007 to the third quarter of2013).


    On the basis of cross-correlations between real GDP growth and the expansion of bank lending to non-financial corporations, it is clear that business lending before the crisis generally tracked the movement in economic activity. Short-term loans lagged slightly behind activity (by one quarter), while long-term loans anticipated it slightly (by one quarter).


    These differences specific to the period 1999-2007, though small, are counter-intuitive. In general, short-term lending is expected to respond more swiftly to the business cycle than long-term lending, for a number ofreasons.


    Short-term loans are used to meet current funding needs, particularly the purchase of inputs for the production process, which are central to cyclical variations. In addition, it is mainly the cyclical sectors (such as trade) that use this form of credit. The primary purpose of long-term finance is to expand the stock of fixed capital, and that is not normally done until a later phase in the business cycle.


    On the supply side, too, certain factors are conducive to a more rapid upturn in short-term lending. Owing to their shorter maturity, short-term loans generally entail a smaller credit risk than long-term loans. Therefore, given the uncertainty surrounding an incipient economic recovery, the banks initially charge higher interest rates on long-term loans offering less security than on short-term loans. In addition, the time elapsing between the request for a loan and granting of the loan is much shorter in the case of a short-term loan, which may even be granted automatically (as in the case of an overdraft, for example).


    Since the financial crisis, there has been a clear change in the pattern of bank lending to businesses in relation to the business cycle. Overall, credit growth is slower to respond than real GDP growth: since the crisis, it has lagged three quarters behind the cycle, on average. That is particularly true in the case of long-term credit (five quarters behind the cycle, whereas previously it used to be one quarter ahead). Similarly, short-term lending is lagging further behind than it did before the crisis (three quarters behind the cycle, compared to one quarter ahead) although the delay is now shorter than for long-term lending.
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    The slower response of bank lending is a sign that either the usual factors are more active, or specific factors are at work.


    On the demand side, the financial situation of firms is a key factor influencing total demand for loans. The gross debt ratio of non-financial corporations is at a historically high level, which may necessitate balance sheet repair and therefore curb their demand for funding. Nonetheless, there is as yet no sign of substantial deleveraging in the Belgian non-financial corporations sector.


    However, firms are somewhat uncertain about developments in business activity, and that is reflected in a relatively slow response by their investment, which in turn may be the cause of the abnormally slow response by the growth of long-term lending.


    Firms’ demand for bank loans is also reduced by greater use of non-bank funding sources, particularly corporate bond issues. Since this funding is geared mainly to the long term, that is another factor which may explain why it is primarily long-term bank credit that is lagging farther behind economic activity than previously. However, the response of short-term lending also seems to have been held back by alternative funding, notably the substantial liquidity available in the non-financial corporations sector.


    On the supply side, too, there may have been changes which account for the later response by credit growth. Given the importance of economic activity, including for the assessment of collateral value, the uncertainty surrounding the progress of the business cycle among banks this time could impede a rapid revival in lending. That uncertainty is evident from surveys of both banks and businesses. In the bank lending survey, up to the third quarter of2013, the banks still did not report any reduction in the cyclical risk, even though the National Bank’s business survey indicator had been rising since April. Up to the third quarter, firms and particularly SMEs reported a tightening of conditions concerning the collateral required. Furthermore, the possibility cannot be entirely ruled out that uncertainty over the details and practical effects of the new supervision framework for financial institutions may be encouraging them to adopt a wait-and-see attitude.


    In general, the later response by business lending to the economic cycle may be due both to borrowers (demand) and banks (supply) waiting for the recovery to take hold, and to greater use of non-bank funding sources. At present, there do not seem to be any notable, direct restrictions on the credit supply. However, there is a need to examine whether they might develop in the future, threatening a possible further strengthening of activity and demand.


    
      [RETURN]

    

  


  
    4. Public finances


    The general government deficit declined to 2.7 % of GDP in 2013, thus falling for the first time since 2008 below the 3 % reference threshold indicating an excessive public deficit. The 1.3percentage point improvement on2012 is due to the structural measures which the various government entities have taken to boost revenues and cut expenditure, and to a fall in interest charges and one-off factors. At the end of the year, the debt stood at 99.7 % of GDP. Pursuit of the stability programme targets, namely a structural balance in2015 and a structural surplus of 0.75 % of GDP in2016 and subsequent years, is necessary to finance a large part of the budgetary costs of population ageing, which are substantial in Belgium. Also, the revision of the law governing the financing of the Communities and Regions was approved by a special majority in the context of the sixth State reform. It will enter into force on 1July2014. The Treaty on Stability, Coordination and Governance in the Economic and Monetary Union, and especially the budgetary element known as the Fiscal Compact, was ratified by the various parliaments, and arrangements were made for its implementation at federal, community and regional level.


    4.1 Overview of fiscal policy


    Significant reduction in the deficit, below3 %of GDP


    Belgian general government ended the year under review with a deficit of 2.7 % of GDP, which was 1.3percentage points of GDP lower than the previous year’s figure.


    That improvement was due to the structural government measures combined with the effect of favourable financial market developments and one-off factors. Thus, the federal government and the Communities and Regions adopted consolidation measures which, as in2012, improved the structural balance. Those measures essentially concerned revenues, which were raised to a new peak. They also curbed the rate of increase in primary expenditure, which was down in relation to GDP. The renewed fall in interest charges likewise contributed to the reduction in the structural deficit, while one-off factors flattered the level of the nominal deficit. In2012, those factors, and particularly the recapitalisation of Dexia, had exerted a negative influence equal to 0.4 %of GDP on the general government budget balance. In2013, their impact was positive at 0.4 % ofGDP ; this mainly concerns the tax regularisation and proceeds from the sale of mobile telephony licences.


    Conversely, the weakness of economic activity was detrimental to public finances during the year under review.


    For the first time since2008, the public deficit therefore dropped below the reference threshold of 3 % ofGDP marking an excessive public deficit as defined under the European rules. In2009, that threshold had been significantly overshot in the aftermath of the financial crisis and the resulting economic recession. In December of that year, the Ecofin Council had therefore opened an excessive deficit procedure (EDP) against Belgium and recommended cutting the public deficit below that threshold from2012. To achieve that, the Council had stipulated a structural effort averaging 0.75 % per annum during the period 2010-2012.


    Under the consolidation that followed the initiation of the EDP, revenues have risen faster than expenditure. However, since2000, it is expenditure that has increased more strongly, despite a clear fall in interestcharges.
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    On 21June2013, the Ecofin Council stated that Belgium had not taken effective action to implement that recommendation. According to the figures available in the spring, the borrowing requirement had amounted to3.9 % of GDP in2012, and the EC had estimated the average annual structural effort at 0.3 % of GDP during the period from2010 to2012, that last year being the only one with a fully operational federal government. The Ecofin Council therefore took an additional step under the EDP, giving Belgium notice that it must take the necessary measures to bring the excessive deficit to an end in2013. Against that backdrop, it was decided that the nominal deficit must be cut to 2.7 % ofGDP, in order to provide an adequate safety margin in relation to the threshold of 3 % ofGDP. According to the EC’s spring forecasts, such an improvement would amount to a reduction in the structural deficit of 1 % of GDP during the year under review. For2014, the Ecofin Council required Belgium to propose structural measures to ensure permanent correction of the excessive deficit and adequate progress towards attainment of the medium-term objective, which in Belgium’s case means a structural surplus of 0.75 % of GDP. The Ecofin Council also asked Belgium to submit a report on the explicit coordination measures designed to render the fiscal targets binding at federal level and at the level of the federated entities, in a medium-term planningperspective.


    [image: 31306.png]


    In response to these Ecofin Council Decisions, the federal government and the governments of the Communities and Regions set the overall budget target for2013 at 2.5 % of GDP from July, in order to create a safety margin, and they adopted supplementary measures to achieve that. The federal government also undertook to maintain the debt below 100 % of GDP. In accordance with the obligations under another EU Regulation in the Two Pack, which came into force on 30May, the federal and federated authorities issued quarterly reports on the progress achieved in implementing the Ecofin Council Decision, and submitted their draft budget plan to the EC and the Eurogroup on 15October. That plan aims at a structural deficit of 1.2 % of GDP in2014, which implies cutting the nominal borrowing requirement to 2.1 % of GDP. On 15November, the EC found this draft plan to be broadly compliant with the requirements of the Stability and Growth Pact, although in the absence of additional measures it expected the deficit to be larger than indicated in the budget.
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    For the years beyond2014, the federal government also revised the budget path in its latest version of the stability programme, dated April2013. That path now aims at a structural balance in 2015 and a structural surplus of 0.75 % of GDP in2016, in accordance with the medium-term objective. As described in Box8, that target is essential in order to meet the numerous challenges facing public finances in the coming years, starting with population ageing.


    The Treaty on Stability, Coordination and Governance in the Economic and Monetary Union, in which the budgetary section is better known as the Fiscal Compact, stipulates that the balanced budget rule requiring convergence towards the medium-term objective as defined in the Stability and Growth Pact must be transposed into the national law of the 25signatory Member States. That Treaty was ratified by the various Belgian parliamentary assemblies between December2012 and December2013. The 13December2013 cooperation agreement between the federal State, the Communities, Regions and Community Commissions, subject to the approval of the various parliamentary assemblies, implements the key aspects of the Fiscal Compact. The agreement stipulates that when the stability programme is updated, the annual budget targets will be allocated in nominal and structural terms between the various levels of power on the basis of a recommendation by the Public Sector Borrowing Requirement section of the High Council of Finance. That allocation will have to be approved by a decision of the Consultative Committee, a body comprising the Prime Minister and the Minister-Presidents of the Communities and Regions. The Public Sector Borrowing Requirement section is also designated as the independent body which, among other things, monitors compliance with these decisions and, more generally, checks that the governments fulfil their commitments. (Box 8)


    


    4.2 Revenue, expenditure and overallbalance


    Further rise in revenues to an unprecedentedlevel


    During the year under review, total government revenues continued to rise, reaching an unprecedented level of 51.5 % of GDP. However, that was smaller than the increase in the three preceding years. The new, primarily structural, measures represented around 0.4 % of GDP. There was little impact on non-fiscal revenuesoverall.
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    The 0.3percentage point rise in levies on earned incomes is the outcome of higher personal income tax revenues and a small reduction in social security contributions. The increase in personal income tax was due mainly to the success of the tax regularisation operations at relatively moderate cost, which expired in2013. The greater priority accorded to pre-completed tax returns, on which the balance payable is generally small, and wider measures to fight tax fraud also led to lower refunds via assessments. In addition, a relatively strong rise in social benefits subject to withholding tax, owing to the increase in the number of recipients, particularly pensioners and the unemployed, drove up the personal income tax revenues. Furthermore, those revenues were boosted by a measure to raise the withholding tax in the case of temporary lay-offs. In contrast to these factors benefiting personal income tax revenues, an anticipation effect on the part of many households led to an increase in energy-saving investments which are still tax-deductible in the case of work executed under a contract concluded before 28November2011.
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    The slight fall in social security contributions is due partly to the negative effect on revenues of the cuts in contributions, primarily the fixed-rate reduction granted to employers and the work bonus for employees, and partly to the boost that they received from payment of the responsibilisation contributions for pensions payable by local authorities including some intermunicipal associations deductions from redundancy pay and tougher measures to combat tax evasion.


    [image: 33078.png]


    


    Taxes on company profits were up again by 0.1percentage point at 3.2 % of GDP in2013, a level comparable to the average for 2000-2008. According to the government’s assumptions, a set of measures should have increased revenues by almost € 700 million compared to the previous year. The main measure, which alone represents almost half of the total impact, concerns the change in the definition of the reference rate applicable to the tax deduction for risk capital and the restrictions on transferring it. The taxation of capital gains that companies realise on the sale of shares should also raise additional revenue of around € 100 million. Finally, an agreement concluded with a company in the diamond sector involved in a massive international fraud led to payment of around € 160 million. However, it seems that the additional revenues that certain measures should have generated via early payments only partly materialised. It therefore appears that the shift away from early payments in favour of collection via assessments, already reported last year, is still persisting because the tax surcharge due in the event of insufficient advance payments remains fairly low. The small expansion of the tax base and the uncertainty over the strength of the economic recovery also contributed towards the stagnation of advance payments as a percentage of GDP.


    Levies on other incomes and on assets were also up for the fourth year running, from 4.2 to 4.5 % of GDP. There were in fact many measures which boosted that revenue. For instance, after having been harmonised at 21 % in2012, the tax on income from movable property was increased to 25 %, generating over € 350 million in additional revenue. The withholding tax on the liquidation gains will increase from 10to 25 % in October2014. However, a transitional measure permits payment of a dividend corresponding to no more than the company’s taxed reserves, provided the company capital is increased by the same amount. At the end of2013, there were payments of substantial dividends, finally taxed at the lower rate of 10 %, thus boosting these revenues. The impact of these factors and of the increase in other dividends received by households more than offset the effect of the decline in their interest income. Moreover, the increased registration fees on leases and higher taxes on savings deposits gave a further boost to the amounts collected. Finally, inheritance taxes which had benefited from the shorter declaration deadlines in2012 recorded a further marked rise that may have been due to tax regularisation, the stricter checking obligations imposed on notaries, and the dematerialisation of securities. Conversely, smaller contributions paid by credit institutions into the resolution fund and the disappearance of temporary revenues raised in2012, such as the earlier collection of the advance levy on life insurance, reduced the revenues somewhat.
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    Taxes on goods and services declined by 0.1percentage point of GDP, mainly owing to the weak growth of the tax base. While household consumption proved relatively resilient, that was not true of either investment by households primarily in housing or by the government. Nonetheless, various factors helped to mitigate the fall in indirect taxes, such as the increase in excise duty on tobacco and alcohol, the higher tax on insurance premiums, improved collection of VAT on mixed investment goods particularly cars used by self-employed workers for both private and business purposes and measures to fight fraud. These measures favourable to tax revenues outweighed the fall in payments made by the nuclear power supply company. In fact, € 250 million initially planned for2011 had not been paid until2012, thus supplementing the accounts for that year. On top of this naturally one-off shift, the amount due for2013 came to € 481 million, compared to € 550 million for2012.


    Non-fiscal and non-parafiscal revenues were steady at 6.2 % of GDP in2013. Among the positive factors, the most important concerned the imputed social security contributions, as a result of the steep rise in the number of public sector pensioners. In2013, payments by the Bank to the State also reached a record level, surpassing the previous year’s figure by € 325 million. Excess customs duties levied by the EU in the past gave rise to refunds recorded in the national accounts as capital transfers, so that they too contributed towards the buoyant revenues. Conversely, payments by financial institutions in respect of remuneration for guarantees and contributions to the special financial stability fund were down by a total of around € 600 million. Dividend incomes were up slightly, thanks to the exceptional payment made by Royal Park Investments, the company established in2008 to take over the former Fortis Bank’s risk-bearing assets.
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    Growth of primary expenditure was contained


    General government primary expenditure, i.e. spending excluding interest charges, declined by 0.5percentage point from the previous year, falling to 51.1 % of GDP in2013. That implied a 0.8 % cut in the volume of expenditure. Among other factors, the economy measures taken by the federal government and by the governments of the Communities and Regions halted the derailment of expenditure seen in past years. Primary expenditure had peaked in2012, when it exceeded the2000figure by 9percentage points of GDP.


    However, the record figure in2012 was attributable partly to an exceptional cause, since expenditure had been driven up by the recapitalisation of Dexia. That had been reflected in the government accounts by a capital transfer equivalent to 0.8 % of GDP. To obtain a true picture of the fundamental trend in fiscal policy, the growth of expenditure should be adjusted for this and other non-recurrent factors, as well as for cyclical factors and indexation effects.


    First, a number of one-off factors curbed the growth of expenditure in2013 by 1.3percentage points. Apart from the effect of the recapitalisation of Dexia in2012, these included the proceeds from the sale of 800MHz licences to mobile telephony operators, recorded as negative expenditure in the national accounts, and amounting to0.1 % of GDP in2013.
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    Next, the impact of the business cycle on primary expenditure is reflected in unemployment benefits. In2013, these benefits outpaced the average growth rate for this expenditure category owing to the substantial rise in the number of people unemployed. Overall, the cyclical component added 0.1percentage point to the change inexpenditure.


    Finally, factors relating to indexation exerted upward pressure on spending in2013, estimated at 0.4percentage point. Taking the year under review as a whole, civil service pay and social benefits were index-linked by a percentage greater than the rise in the GDP deflator, which is used as the reference for calculating the volume change in primary expenditure. That difference is due entirely to the fact that the key index was exceeded twice in2012, including right at the end of the year, whereas last year the index was not exceeded again.


    Overall, the adjusted growth of primary expenditure was virtually zero in2013. That result is in line with the moderation of the structural growth of public spending which started last year.
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    However, the stagnation in real terms of the adjusted general government primary expenditure masks divergences between the various sub-sectors. At federal level, where final expenditure excluding transfers to other government sub-sectors accounts for 9 % of GDP, it was virtually stable in real terms in 2013, following a 2.8 % fall in2012. Social security expenditure, which amounts to 22 % of GDP, was up by 0.9 %. The Communities and Regions, and similarly the local authorities, which respectively account for expenditure totalling13 and 7 % of GDP, recorded reductions of 0.5 and 1.7 %.
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    Various budget items contributed to the stabilisation of the adjusted federal government expenditure in2013. For instance, a further marked reduction in the number of public sector workers led to a fall in remuneration in real terms. Similarly, the volume of subsidies to businesses declined, as did federal government investment. Conversely, purchases of goods and services by the federal government increased in real terms, following a substantial fall in the previousyear.


    In2013, the growth of the adjusted social security expenditure declined sharply to well below the average for the past ten years. That fall concerned the main social benefit categories.


    Health care spending, which represents just over a third of the social security budget, was up by 0.7 % in real terms. That is a smaller rise than in the previous year, when the increase had also been considerably below the trend growth seen in the past. The target for real growth of health care expenditure, set at 2 % for2013 under the government agreement, was voluntarily under-used : a series of economy measures were included in the initial budget or adopted on the occasion of subsequent budget adjustments. They include the reduction in the volume of medicines prescribed, thanks to stricter monitoring of prescribers, and the cut in the price of pharmaceuticalsreimbursed.
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    Pension expenditure increased by 2.9 % in real terms, which was less than in2012, though still similar to the average growth rate since 2000. That is essentially due to the further increase in the number of pensioners during the year under review : in2013, Belgium had more than 1 900 000 pensioners, on average, taking all systems together. This rise of almost 2 % compared to the previous year is a tangible sign of population ageing in Belgium.
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    In addition, cyclically adjusted unemployment benefits were stable in real terms, following the labour market reforms under the government agreement. Various measures which took effect during the previous year made their full impact during2013. This concerns more particularly the fact that unemployment benefits have been made more degressive over time, and the age for claiming the seniority supplement has been raised from50 to55years. Furthermore, during the year under review, the age up to which unemployed persons must be available for work was raised to 60years, and benefits for temporary lay-offs were limited to 70 % of the wage ceiling.
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    The adjusted primary expenditure of the Communities and Regions was down by 0.5 %, in stark contrast to the average increase since2000. Thus, their purchases of goods and services declined in real terms. At the same time, the remuneration of employees, accounting for over one-third of this government sub-sector’s primary expenditure, lagged behind the trend growth of the past ten years, owing to the recent stabilisation of employment in the Communities and Regions following continuous expansion from2002 to2011.


    Finally, the adjusted expenditure of the local authorities dropped by 1.7 %, mainly owing to the fall in investment. The latter, which accounts for almost half of all public investment, in fact tracks the electoral cycle : investment peaks in the year of the local elections, then falls sharply the following year. This cyclical pattern is responsible for the marked decline in local investment in the year under review. Also the stabilisation of the level of local authority employment curbed the growth of the wage bill. As in the case of the Communities and Regions, the slackening of public employment contrasts with the substantial expansion over the past ten years.


    The stabilisation in real terms of the government’s adjusted primary expenditure is striking compared to the rapid growth over the past decade. While revenues continued to rise in2013, the expenditure slippage seen in recent years seems to have been halted. That is due to the fiscal consolidation efforts made recently by the federal government, the Communities and Regions and by the local authorities.


    This moderation must be maintained in the longer term, as is evident from a mechanical exercise for2014 and2015, in which three technical scenarios for the movement in primary expenditure were developed by way of illustration. The assumptions are ranked in descending order of ambition. The first scenario imagines expenditure frozen at the nominal figure for2013, which implies a contraction in volume. The second envisages expenditure frozen in real terms. Finally, the third shows what is likely to happen if fiscal policy is unchanged. In all three cases, GDP and inflation are also projected with policy unchanged. The budget balance obtained for each scenario is compared with the targets set by Belgium, namely a deficit of 2.1 % of GDP in2014 and 0.5 % of GDP in2015. Without a change in revenues, the stable nominal expenditure scenario is the only one that would conform to the budget path set for those two years. However, that scenario would imply the need for measures generating an immediate, very high yield. If the primary expenditure is less strictly contained, then fiscal consolidation would also require new revenues in order to achieve a structural balance in2015.


    Interest charges down as a result of low marketrates


    In2013, interest charges fell by 0.2percentage point to 3.2 % of GDP. That is a historically low level, and is due to the virtually constant decline in the ratio of interest charges to GDP that began in the early1990s. Thissteep fall is due mainly to the steady reductioninthe implicit interest rate on the public debt, down from 10.1 % of GDP in1990 to 3.2 % in2013.Up to2007, the fall in interest charges was also caused by the significant decline in the debt ratio. However, since the end of2008, the rise in the debt ratio has slowed the reduction in interestcharges.
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    During the year under review, the reduction in interest charges was due essentially to the low level of interest rates on the public debt in both the short and the long term. With the gradual restoration of calm on the financial markets since the end of2011, interest rates on Belgian government securities gradually eased until May2013. By then, they had reached extremely low levels, with ten-year bond yields dropping below 2 %. Those yields then climbed back to 2.6 % by the end of the year. The picture was similar in most euro area countries. The spread on the ten-year OLO in relation to the German Bund contracted from74 to 62basis points between the beginning and the end of the year underreview.


    In view of the current level of the implicit interest rate on Belgian government securities, there is unlikely to be any further significant fall in the years ahead. Therefore, in order to avoid any rise in interest charges in the medium term, fiscal policy will need to make sure that the trend in the debt ratio is firmly reversed.


    Overall balance of the general government sub-sectors


    Following the recommendations of the Ecofin Council on 21June2013, the Consultative Committee between the federal government and the governments of the Communities and Regions resumed the tradition of concluding agreements on the fiscal targets that the various levels of power must achieve. In July, the Committee agreed the principles for the allocation of those targets for2013 and2014. The Institutional Reform Implementation Committee, comprising the Prime Minister, the State Secretaries for Institutional Reform and the representatives of the eight political parties with a special majority in the Chamber of Representatives and in the Senate who support the sixth State reform, finalised various legislative proposals, including the revision of the Special Finance Act for the Communities and Regions. The main aspects of the new version of that law, which will enter into force inJuly2014, are presented in Box9.


    For the year under review, the federal, Community and Regional governments agreed that the overall public deficit must not exceed 2.5 % of GDP, thus creating a safety net in relation to the 2.7 % of GDP specified in the Ecofin Council Decision. That stricter target was allocated as follows : 2.4 % of GDP for Entity I, comprising the federal government and social security, and 0.1 % of GDP for Entity II, comprising the Communities and Regions and the local authorities. Within Entity I, social security received a grant which should enable it to aim at a balanced budget, while a deficit of 2.4 % of GDP is acceptable for the federal government ; that target allows for the fact that the responsibilisation contribution relating to pensions, intended to make the Communities and Regions bear part of the cost of pensions for their statutory staff, will not be paid again by those entities. In order to meet the Entity II deficit target of no more than 0.1 % of GDP, the Communities and Regions undertook to meet their own initial targets and specify additional margins in order to make up for non-payment of the pension responsibilisation contribution and to cover any local authority deficit, as the Federal Planning Bureau and the Bank had estimated inJune2013 that the latter could come to € 260 million. The governments of the French Community, the Walloon Region and the Brussels-Capital Region therefore proceeded to adjust their budget during the summer, while the Flemish Community had sufficient safety margins following the spring adjustment, so that it did not need to take any further action.
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    Compared to the previous year, both EntityI and EntityII contributed to the reduction in the public deficit in2013, with the federal government and local authorities making the biggest contributions.
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    The federal government’s net financing requirement was cut from 3.4 to 2.5 % of GDP. That improvement was due to a rise in tax revenues, a fall in primary expenditure and a reduction in interest charges. Capital expenditure was down sharply, as in2012 it had been driven up by the recapitalisation of Dexia. That effect was partly offset by a new increase in transfers to the other sub-sectors.


    Those additional transfers from the federal government once again went mostly to social security. As in previous years, they covered the rise in social benefits. Socialsecurity, which recorded a small deficit in2012, thus restored a balanced budget during the year underreview.


    The accounts of the Communities and Regions ended in balance. The income growth offset the increase in primary expenditure. In fact, more own tax revenues were raised for this sub-sector, notably in the form of inheritance taxes. The federal government also granted additional resources to the Brussels-Capital Region under the first part of the refinancing of the Brussels institutions pursuant to the sixth State reform. These extra resources compensated for the slight fall in revenues transferred under the Special Finance Act. Rising expenditure includes current transfers to the localauthorities.


    The local authorities cut their deficit from 0.4to 0.1 % of GDP. On the revenue side, they received more transfers from the Communities and Regions and the federal government. Among those transfers, the ones paid to the police districts were stepped up because, apart from revenues for the current year, in2013 those entities received from the federal authority the proceeds of the2012 fines due to them. Overall, local authority expenditure was down during the year under review, as the fall in investment after the municipal and provincial elections inOctober2012 more than offset the new increase in employees’ remuneration. In2013, the local authorities also paid for the first time a contribution introduced by the Law of 24October2011 ensuring the permanent funding of local authority staff pensions. (Box 9)


    4.3 Public debt and government guarantees


    The public debt ratio remained below 100 % ofGDP


    The Belgian government debt ratio came to 99.7 % of GDP at the end of2013, 0.1percentage point below the previous year’s figure. In itsApril2013 stability programme, the federal government had undertaken to implement the measures necessary to bring the debt ratio down below 100 % of GDP.


    The virtually stable debt ratio contrasts with the rise that began at the time of the outbreak of the financial and economic crisis. The capital injections and loans granted to financial institutions and peripheral countries bythe government since2008 had been a major factor in raising the debt ratio. Thus, since2007, the Belgian publicdebt has increased by 15.7percentage points. Over thesame period, the public debt of theeuro area soared by 29.3percentagepointsofGDP, a much more serious deterioration than in Belgium. The gap between the debt ratios of Belgium and the euro area therefore continued to shrink, and was down to 4.2percentage points of GDP at the end of2013.
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    The stabilisation of the Belgian debt ratio is the outcome of opposing movements in endogenous and exogenousfactors.


    The endogenous factors raised the Belgian debt ratio by 1percentage point of GDP. Their impact is determined partly by the gap between the implicit interest rate on the public debt and nominal GDP growth, and partly by the level of the primary balance. In 2013, nominal GDP growth remained below the implicit interest rate, and the level of the primary surplus, at 0.5 % of GDP, was insufficient to avoid the endogenous rise in the debt. Since2009, the year in which the budget surplus turned into a deficit in the wake of the economic and financial crisis, the primary balance was generally insufficient to avoid the snowball effect of interest charges on the public debt.
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    Exogenous factors, so named because they have an impact on the public debt but not on the overall balance, had a favourable influence of 1.1percentage points of GDP on the debt in2013. However, some exogenous factors drove the debt ratio higher. In particular, the federal government debt ratio felt the direct repercussions of the sovereign debt crisis. In that respect, the aid granted to Greece, Ireland and Portugal via the European Financial Stability Fund (EFSF) and the capital contributions to the ESM increased the debt by 0.4 and 0.3 % of GDP respectively in2013. The cumulative effect of the aid to European countries in difficulty, granted by Belgium since2010 in the form of bilateral loans and via the EFSF and the ESM, comes to 2.9 % of GDP. Conversely, other factors helped to bring down the debt during the year under review. This concerns in particular the further repayment by KBC, amounting to 0.5 % of GDP, of the capital injected into that institution by the government. The federal government also sold off assets in2013. First, in May2013, it sold shares in Royal Park Investments amounting to 0.2 % of GDP. Next, in November2013, it sold shares in Fortis Bank for 0.9 % of GDP. Then inDecember, the federal State transferred to financial institutions the claim on the EC in respect of the Berlaymont building, amounting to 0.2 % of GDP. Issue and redemption premiums reduced the debt ratio significantly for the second consecutive year. In 2013, they lowered the debt by around 0.4 % of GDP. Since the yield on the public debt securities coupon during the year under review generally exceeded the market interest rate, the issue and redemption value of those securities was globally higher than their nominal value.
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    Treasury debt management helped by favourable conditions in2013


    In2013, the gross balance to be financed by the Treasury stood at € 40.4 billion, similar to the2012 figure. The increase in the amount of medium- and long-term loans maturing was entirely offset by the reduction in the net financing requirement of the federal State.
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    As borrowing conditions offered were favourable, the Treasury decided to proceed with medium- and long-term euro-denominated issues mainly OLOs for a sum considerably in excess of the original targets, enabling it to make substantial reductions in its short-term debt. The average maturity of the Treasury’s debt portfolio thus increased from 7.2years at the end of2012 to 7.6years at the end of 2013.


    After the introduction of the euro, holdership of the Belgian public debt had tended to become increasingly international. However, the financial crisis reversed that trend. The emergence of the sovereign debt crisis and the difficulties that Belgian politicians encountered in forming a government after the June2010 elections had ushered in a period of great uncertainty. Despite the attractive yields offered, foreign investors had then turned their back on Belgian government securities. Thus, while net flows of investment from the rest of the world were decidedly positive before the outbreak of the crisis, they subsequently declined steeply, becoming negative in2011. Although foreign investors began to show an interest again during2012, the share of the public debt held outside Belgium had continued to fall.
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    In2013, the appetite of foreign investors for Belgian debt was confirmed and the proportion of the debt held outside Belgium increased to 51.9 % at the end of the third quarter. This strong demand indicates market confidence in Belgium, and certainly helped to keep Belgian interest rates at levels close to those prevailing in the core euro area countries.
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    Reduction in guarantees granted to financialinstitutions


    Against the backdrop of the financial crisis, the Belgian government, principally the federal State, granted guarantees to financial institutions. They do not affect the budget balance or the debt unless they are called on. Leaving aside the deposit protection system, the amount of the guarantees granted declined by € 13.7 billion during2013 to € 45.4 billion at the end of the year. Despite this sharp fall, the guarantees to the financial sector still represent a potentially substantial government liability corresponding to 11.9 % of GDP. The major part of these guarantees concerns interbank funding for Dexia, namely € 39.8 billion, comprising both the residue of the old system dating from2008 and the guarantees granted on the basis of the December2011 scheme.

  


  
    Box 8  Medium-term budgetary objective in the light of ageing


    In accordance with the preventive arm of the Stability and Growth Pact, the EU Member States are required to meet a medium-term budgetary objective ensuring the long-term sustainability of public finances. This is a country-specific target value for each Member State, calculated in accordance with a methodology defined by the EC and approved by the Ecofin Council. Factors taken into account in calculating that value are the size of the public debt and the expected increase in public expenditure resulting from population ageing.
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    Population ageing will primarily drive up expenditure on pensions, healthcare and care of the elderly. In its July2013 report, the Study Group on Ageing estimates that, assuming no change of policy, social benefits will rise by 5.4percentage points of GDP in Belgium between2012 and2060. During the first year of that period, they increased by 0.6percentage point owing to the weakness of economic activity. Between2013 and2050, social benefits are projected to rise by 4.8percentage points, then stabilise after that. Such long-term projections are naturally subject to great uncertainty, as is evident from the frequent upward revisions of the Study Group’s estimates. The Working Group on Ageing Populations and Sustainability, set up by the EU, uses basic assumptions that differ somewhat from those of the Study Group, and expects the budgetary costs of ageing to be higher. The estimate for Belgium is one of the highest among the EU countries.


    Belgium’s medium-term budgetary objective implies a structural surplus of 0.75 % of GDP. According to the stability programme approved inApril2013, that surplus will be achieved in2016, following attainment of a structural budget balance in2015. If that target is met, it will create considerable fiscal scope which can be allocated to the expected rise in social benefits resulting from population ageing since, on the one hand, the speedier debt reduction will mean lower interest charges, and on the other hand, it will be possible to tap into the budget surplus as ageing costs increase.


    The results of a simulation exercise on the long-term picture for public finances clearly bear out this view of the situation. That exercise is based on the assumption that the structural budget surplus of 0.75 % of GDP will be achieved in2016 and maintained until2020. After that, the general government budget balance will tend towards a deficit of 1 % of GDP in2050. That option conforms to the European governance framework which stipulates that the medium-term budget deficit may be up to 1 % of GDP, provided social benefits are stable by then. This exercise also used macroeconomic assumptions that support the Study Group’s baseline scenario. According to that scenario, labour productivity will increase by an average of 1.3 % a year during 2014-2050, while employment will expand by 0.2 %, generating growth of economic activity averaging 1.5 % per annum.
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    According to this scenario, the primary balance could decline from 3.8 % of GDP in2017 to 0.2 % of GDP in2050. That would create fiscal scope of 3.6 % of GDP, which could be allocated to funding the budgetary costs associated with ageing. If that objective of a surplus of 0.75 % of GDP is achieved, it would therefore be possible to pre-finance three-quarters of the cost of ageing as estimated by the SGA.


    To ensure the funding of social benefits and other expenditure in the future without having to impose excessive fiscal pressure, it would therefore be advisable to respect the targets set by theApril2013 stability programme and to achieve a medium-term structural surplus of 0.75 % of GDP. In view of the many uncertainties surrounding estimates of the budgetary costs of ageing together with the other long-term needs, it would be wise to consider this target surplus as a minimum.


    To aim at less ambitious targets and achieve the said surplus only much later, if at all, would mean that only a smaller proportion of the budgetary costs of ageing could be pre-financed. That would also be true if economic growth fell short of the level anticipated in the Study Group’s baseline scenario. Measures are therefore needed to boost both labour market participation and labour productivity, so as to raise the level of potential GDP. Suchprogress is in fact essential to achieve, and ideally surpass, the economic growth figures assumed in the SGA baseline scenario.


    Finally, although speedy attainment of the medium-term budgetary objective would make it possible to pre-finance much of the expected increase in age-related expenditure, that effort will have to be supplemented by reforms to the pension, health care and long-term care systems in order to maintain control over the increase in that expenditure.


    
      [RETURN]

    

  


  
    Box 9  Impact on public finances of the sixth phase of the State reform and the revision of the Special Finance Act (1)


    
      (1) Special law of 6 January 2014 reforming the financing of the Communities and Regions, increasing the fiscal autonomy of the Regions and funding the newpowers.

    


    A revision of the Special Finance Act for the Communities and Regions of 16January1989, which was last substantially amended in2011, was approved by eight political parties forming a special majority in the Chamber of Representatives on 28November2013, and in the Senate on 19December. This revision is a key element of the sixth State reform, which will take effect on 1July2014. It specifies and determines the amounts of the agreement dated 10October2011, the mechanisms of which were presented in an Economic Review article (2).


    
      (2) Bisciari P. and L. Van Meensel (2012), “Reform of the Special Finance Act for the Communities and Regions”, NBB, Economic Review, June, 65-85.

    


    Apart from more political and institutional aspects, the sixth State reform implies an additional transfer of powers from the federal government and social security to the Communities and Regions. Calculated on the basis of estimates for2015, i.e. the first full year in which the reform will be effective, that transfer will amount to around 4.7 % of GDP. The biggest transfers in budgetary terms around 2.8 % of GDP will go to the Communities. This concerns all family allowances and various aspects of health care and social support, including retirement homes. The Regions will acquire additional powers mainly relating to employment and tax expenditure. The share of the Communities and Regions in the revenue and expenditure of general government will thus increase considerably.


    In the case of the Regions, one of the main changes resulting from the new Finance Act concerns their wider fiscal autonomy. Thus, they will be able to charge ‘extended’ additional percentages for an amount corresponding to around a quarter of the personal income tax revenues, or 2.9 % of GDP in2015. The tax base will still be determined by the federal government, which will also continue to collect the tax, but the Regions can fix their own tax rates and scales. Adjustments made by the Regions may affect progressivity, but only to a limited extent.


    Apart from these revenues, in order to exercise their new powers, the Regions will receive additional resources shared out on the basis of fiscal allocation keys, including personal income tax. These will not always cover the expected expenditure, and their rate of increase will not be linked entirely to economic growth. Instead, theRegions will in future benefit from growth of their personal income tax revenues which will tend to outpace GDP growth beacause of two factors : the progressive tax rates and population ageing, as pensions form part of the tax base but are not inclued in GDP.
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    The text specifies retention of a solidarity mechanism in favour of the Regions where personal income tax revenues are below the national average, but the detailed arrangements will be changed. This will correct 80 % of the discrepancy between a Region’s share of the population and its share of personal income tax revenues.


    The Communities will also receive additional resources for exercising their new powers, but on the basis of demographic allocation keys. Furthermore, they will not be entirely linked to economic growth. The resources available to the Communities for the exercise of their existing powers, notably in education, will be restructured and will comprise a grant broken down according to the number of pupils attending French-language and Dutch-language schools plus a grant broken down according to a tax allocation key (personal income tax).


    Taking account of all the changes made to the method of funding the Communities and Regions, the most important of which have been mentioned here, the resources of some entities will be less than under the previous system. A transitional mechanism in the form of an equalisation factor was therefore devised to ensure that no entity loses resources at the time of the switch from the old law to the new one. The amounts of this factor will be fixed in nominal terms for ten years, then phased out over the ensuing ten years.


    Leaving aside the transition mechanism, the Brussels entities  Brussels-Capital Region, Community Commissions and municipalities  will receive additional resources amounting to around 0.1 % of GDP by2015, generated by various channels. Thus, taking account of net commuter flows entering this Region, an adjustment will incorporate part of the incomes of commuters from the other two Regions. Another mechanism will compensate the Brussels-Capital Region for the income that it does not receive on the wages of officials of international institutions based in Brussels. Other resources will be devoted to specific expenditure, such as security, mobility and bilingual premiums. Part of that has been allocated to the Brussels institutions since2012.


    As a contribution to ageing costs, the Communities and Regions will in future pay a levy to the federal State for the pensions of their officials. Hitherto, it was the federal government that in practice paid almost the entire cost of these pensions. The impact on the budget will be greater for the Communities than for the Regions, since they employ more staff, particularly teachers.
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    In July2013, an agreement was concluded whereby the federated entities will likewise contribute towards the consolidation of public finances. In2014, the personal income tax revenues allocated to them will be subject to a one-off levy of € 250 million. In2015, a contribution of € 1.25 billion is expected, which will increase to € 2.5 billion in2016. These structural contributions will take the form of cuts in the grants relating to employment policy for the Regions, the personal income tax grants for the Communities, and the special grant for the Joint Community Commission. Furthemore, the federated entities will be required to make an additional effort tending towards 0.23 % of GDP in2030, by weakening the link to economic growth in the case of various grants from2017 onwards. For the Regions, this concerns in particular the grants for new employment and tax expenditure powers, for the Communities it concerns powers relating to health care and social support, and the resources granted according to a fiscal allocation key, and for the Joint Community Commission it concerns the special grant paid to that institution.
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    5. Structural issues


    Significant measures have already been taken to meet the challenge of population ageing and economic adjustment in the face of globalisation and technological changes. Nonetheless, the diagnosis of the Belgian economy’s performance still presents a mixed picture. The balance of current transactions with the rest of the world has deteriorated since2000, partly as a result of structural factors. The losses of export market share show that firms are not fully integrated into the international value chains. That integration concerns not only large industrial exporters but also their suppliers. Potential growth declined owing to weak productivity, while the employment rate of some population groups was low. There is scope for postponing the actual age of leaving the labour market and bringing it closer to the official retirement age, for supporting and encouraging job-seekers in finding work, and for enhancing the quality of human capital in order to boost the proportion of people in work. As for competitiveness, according to the Central Economic Council, the wage handicap in relation to the three neighbouring countries stabilised in2013 at a cumulative total of 4.8 % since1996. Wage subsidies, excluding service vouchers and subsidies to promote employment in the non-market sector, reduce this gap by around 1.3percentage points. Also, the relative movements in energy costs in the various economic regions are considerably affected by recourse to unconventional hydrocarbons, which are particularly intensively used in the United States. The implications for industry in Belgium are potentially significant. In general, the indicators also show that Belgium is not among the top-performing countries in terms of the efficiency of support activities including government services and the spread of innovations in more efficient processes or products coming onto the market.


    5.1 Belgium faces many challenges


    Like neighbouring economies, Belgium has an advanced level of development and prosperity that few in the world enjoy. With per capita GDP of € 34 000 in2012, or € 30 400 expressed as purchasing power parity, the Belgian population’s incomes are relatively high. As stated in chapter3, the financial assets of households as a ratio of GDP are the highest in the euro area. Additional indices show relatively low levels of poverty, thanks in particular to significant redistribution mechanisms. Finally, composite prosperity indicators covering factors outside the economic sphere generally place Belgium in a fairly good position, though in view of the criticisms of those indicators they should be used withcaution.


    However, this relatively advantageous situation is certainly no guarantee for the future. The economic and financial crisis of 2008-2009 was a reminder that, to safeguard prosperity in the long term, there has to be a stable economic environment with no major imbalances. The crisis weakened the foundations of growth : potential growth has fallen from an estimated 1.8 % to just under 1 % in Belgium. In 2013, the public debt and the unemployment rate were significantly higher than in 2007.


    Against that economic backdrop still scarred by the crisis, domestic demand in the short term will lack the dynamism needed to restore vigorous growth as quickly as possible. The economic and financial adjustments yet to be made in Belgium and in other euro area countries will depress total demand there in the immediate future, even if those adjustments are essential to restore sustainable growth in the longer term.


    Six years after the crisis, some of the pre-existing structural challenges are looming closer. On top of the deterioration in the public accounts, population ageing will generate substantial additional financing requirements in the medium term while at the same time impairing the economy’s production capacity by reducing the active labour supply. There is also a need to adapt to a global environment which has undergone rapid, radical change, though there has been steady expansion for the past quarter of a century. Progress in information and communication technologies, like the liberalisation of trade and the decline in transport costs, are in fact the source of increasing fragmentation of the production chains, not just at international level but also between the various branches of economic activity. In addition to these developments, there are the questions concerning sustainability of the environment and energy.
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    Significant steps were taken in2013 and in earlier years, particularly to cut the public deficit and reform the pension and unemployment systems. Nonetheless, the scale of the challenges remains considerable, and efforts must therefore continue. In order to consolidate public finances and afford the costs of ageing, it is vital to use every lever to help the economy to secure its place in international value creation and, more generally, to create the broadest possible basis for the development of activity and employment. In that regard, the conditions for a dynamic, competitive and resilient economy encompass numerous factors. This chapter presents Belgium’s overall position, first in terms of recent structural performance and then by taking a closer look at a range of levers relating to activity and employment conditions.


    5.2 Muted economic performance


    A general diagnosis of the Belgian economy’s performance involves examining a number of indicators, ranging from Belgium’s position in the production chains now increasingly organised at global level to potential growth and the employment rate. That information supplements the findings for public finances, reported in chapter4.


    Deterioration in the balance of current transactions with the rest of the world


    In providing a consolidated view of the balance between the expenditure and income of all resident sectors of the economy, the balance of current transactions is a useful indicator for detecting any domestic imbalances. It also makes it possible to detect their effect on external flows.


    According to the balance of payments figures, Belgium’s current account balance with the rest of the world has tended to deteriorate, ending in2013 with a deficit estimated at 2.2 % of GDP, whereas in the period 1995-1999 it had recorded a surplus of more than 5 % of GDP. A period of recurrent deficits such as the one since2008 had not been seen since the first half of the 1980s. At that time, Belgium and Luxembourg still had a common balance of payments.
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    Cyclical factors have certainly had an adverse effect on the current balance. For instance, the surplus on factor incomes, supported in particular by the remuneration that international institutions pay to their officials resident in Belgium, contracted sharply as a result of the unfavourable movement in portfolio and investment earnings. Despite a still very positive overall net external position, Belgium’s balance of portfolio and investment income deteriorated from2009, being converted to a deficit in2012, as the low yield environment had a greater impact on incomes received from abroad than on those paid to the rest of the world. The balance of trade in goods and services was also influenced by the flagging demand among some trading partners. However, these factors are insufficient to explain the whole of the decline in the current account balance.


    Structural factors are therefore also at work. Thus, over the past decade, the Belgian economy has been unable to absorb all the effects of the rise in prices of imported commodities, especially oil. More generally, according to the estimate produced by the IMF on the basis of its External Balance Assessment methodology, the current account balance should have recorded a surplus of 1.3 % of GDP in2012. Taking account of the negative effect of cyclical factors, estimated at 0.9percentage point, there is still a considerable discrepancy in relation to the recorded deficit of around 2 % of GDP. Apart from estimation errors, that may reflect inappropriate policies or an unsatisfactory structural position.


    Loss of export market shares and integration in the international value chains


    The deterioration in the balance of trade in goods is the main determinant of the downward trend in Belgium’s current account with the rest of the world. In that regard, it is traditional to consider external performance from the angle of export market shares. Although differences are apparent between the various available statistical sources, they all show a tendency for Belgium to lose export market share over the past two decades.


    Assessed against a broad selection of 48countries, Belgium’s share in exports of goods and services declined from 3.2 % in1995 to 2.5 % in 2009, and to 2.2 % in2012. This downward trend is not specific to Belgium, given that some economies long active in international trade, such as Japan, the United States, France, Italy and the United Kingdom, have also lost market shares. Conversely, other advanced economies, including Germany, the Netherlands, Austria and Sweden, have experienced less severe erosion. The emerging economies, particularly China, India, Russia and, to a lesser extent, the new EUMemberStates, have significantly stepped up their stakes in international trade.


    However, the traditional view whereby exports are produced at home to meet foreign demand is now rather out of date. For one thing, exports incorporate an increasing quantity of re-exported goods, particularly in the case of countries which, like Belgium, have port infrastructures on an international scale. Also, in their export production process, firms use intermediate inputs from abroad, such as commodities and energy products, but also manufactured components or even business services. These imported inputs are a fundamental determinant of export competitiveness, either because they enable resident firms to concentrate entirely on their core business, making best use of the comparative advantages of the various production units, or simply because they are indispensable. However, they remunerate foreign production factors and in that respect they do not form a direct source of income for the Belgian economy.


    To assess the extent to which an economy relies on foreign demand to generate activity or employment, it is necessary to isolate the domestic value added created during the export production process. According to the OECD estimates (1), switching from the traditional indicator relating exports to GDP to an indicator of the amount of exported value added in GDP reduces Belgium’s degree of openness, with ratios of 74 and 34 % of GDP respectively in 2009. An international comparison indicates that the value added exported by Belgium as a share of value added exported by a large selection of 48countries declined from 2.1 % in1995 to 1.9 % in2009, a 12 % fall compared to a 21 % reduction for exports of goods and services. Although the figure is still negative, the loss of market share therefore seems less severe when it is based on value added. By way of comparison, in Germany’s case the corresponding share contracted by 10 % from 10.3 to 9.3 % of the total selection of countries, whereas its share in exports of goods and services was only 2 % down.


    
      (1) The estimates are based on the OECD’s TiVA database, which centres on a global input-output matrix. It is based on the national input-output tables and the supply and use tables for which the latest available year is generally 2009.

    


    The adverse geographical structure of Belgian exports is one of the factors underlying the muted external performance over the past two decades. Belgium’s direct exports to the emerging economies are still limited. In2009, countries outside the euro area took 39 % of Belgium’s goods exports, compared to an average of 50 % for the euro area Member States. Admittedly, the products exported to a partner country are not always consumed there, since they may in turn be re-exported to third countries, usually after processing. The OECD estimates indicate that domestic firms form part of production chains for goods and services which are ultimately also consumed in countries outside the euro area. The share of the latter in the final consumption of the total value added that Belgium exports thus came to 56 %. However, that is low compared to the corresponding figure of 65 % for all euro area MemberStates.
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    One determinant of the amount of exported value added is the degree to which the export production facilities use inputs from abroad. The countries where firms use more foreign inputs are also the ones that generate the most domestic value added in connection with their export production. The position of the production segment within the chain seems to play a crucial role here. Firms at the end of the value creation chains use far more inputs imported from companies further up the chain. In these final stages of production, close to the end user, the margins are bigger, notably because the finished products or services are more differentiated than the intermediatecomponents.
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    In that regard, it seems that Belgium is relatively well integrated into international production chains. Thanks to such factors as its sea ports and pipeline infrastructure, Belgium has preferential access to imported inputs. In addition, a large share of the value added is exported. However, Belgian exports are in turn reused to a great extent by the countries of destination as inputs for their own export production, which indicates that, even though there are specific sectoral characteristics, Belgium belongs to an intermediate segment in the production chain. That position in this intermediate segment may prove precarious if high labour costs are combined with rising commodity prices or, at the very least, unfavourable movements in relation to potential competitors.


    Characteristics specific to each economy influence the degree of participation and the position within supranational value creation chains. A small country generally makes greater use of foreign inputs, as its domestic resources are too limited to offer a full range of intermediate products and services. In addition, countries located along trade routes, be they sea or land routes, also use more foreign inputs, benefiting from their comparative advantage in supply costs. Finally, economies endowed with natural resources belong to an earlier stage in the production chains. Russia and Norway, for instance, which have abundant resources of energy and commodities, are quite naturally suppliers of intermediate inputs. Since those countries also use these products within their own borders, their production facilities generally have fairly limited reliance on imported intermediate components.


    To maintain or strengthen their position in the global production processes, firms nowadays must concentrate on their core business, making greater use of foreign suppliers to obtain the inputs needed for their activities. Atcompany level, it is the combination of these intermediate inputs and their own production factors that determines competitiveness. Apart from direct intermediate imports, which play a crucial role in competitiveness, asignificant proportion of the inputs comes from other domestic firms, triggering multiplier effects in the economy. In2011, each of the large exporting companies based in Belgium purchased, on average, intermediate inputs for their production activities totalling at least € 10 000 from eight domestic firms, which were generally smaller, less productive companies.
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    These suppliers include a large number of service companies. Progress in information and telecommunications has in fact made it easier to integrate the provision of services into production, often indirectly. In 2009, intermediate inputs produced by the services branches accounted for almost 36 % of the value of Belgian manufacturing industry’s exports, almost half coming from abroad. Services higher up the production chain, namely R&D, branding and design, or those downstream, such as distribution, marketing and sales, today form a substantial and constantly growing component of the value of industrial products.
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    These support activities therefore contribute fully towards the economy’s external competitiveness. The analysis in (Box10) shows that an increase in their productivity could strengthen competitiveness by triggering a domino effect in other sectors, and that it would therefore benefit the whole economy. Moreover, it would ensure that these service activities remain in Belgium, thus contributing to employment. The creation of a competitive environment for market activities is a key factor which would boost the productivity of the service sector, especially in the retail trade and some network industries. In order to secure a place in the segments that generate value added, it is also vital to improve commercial creativity, marketing and design, and enhance the value that consumers place on retailers’ own brands, e.g. by introducing trust labels.


    Potential growth restrained by weak total factorproductivity


    In providing an estimate of production capacity, the analysis of potential growth offers useful information on the rate at which an economy can develop without generating major imbalances. It is true that the underlying methodology does have some weaknesses, so that there is a high degree of uncertainty surrounding estimates of potential growth. However, the economic crisis of 2008-2009 and the ensuing laborious recovery undoubtedly raise questions regarding the structural growth of the Belgian economy.


    According to the EC, potential growth slowed sharply from2008, in the wake of the economic crisis in the euro area. Over the past five years, growth has fallen to around 1 % in Belgium and in a weighted average of the three neighbouring countries, and to 0.5 % for the euro area. In Belgium, potential growth reached 1.8 % during the period immediately preceding the crisis. According to the forecasts, that loss of momentum will persist, especially in Belgium, and in the medium term potential growth is unlikely to return to the level prevailing at the start of the millennium.


    Potential growth depends both on the quantity of the production factors used labour and capital and their efficiency, which is reflected in total factor productivity (TFP). This breakdown into three determinants reveals the characteristics specific to Belgium, both in relation to the three neighbouring countries and compared to the average for the euro area. Over the period considered as a whole, labour’s contribution was larger in Belgium. Conversely, that of TFP was much smaller.


    Of the three determinants of potential growth, the most striking fall recorded in Belgium over the past decade concerned the level of TFP. That decline contrasts with the weighted average trend in the three neighbouring countries and in the euro area. Admittedly, TFP is a multidimensional concept which is difficult to grasp, comprising both the respective qualities of labour and capital and their returns when they are combined. The scientific conference to be held by the Bank in October2014 should promote a better understanding of the determinants. However, a number of explanatory factors can be put forward.


    The contrasting labour and TFP trends could be partly linked. In recent years, the increase in the number of hours worked has occurred mainly in the non-market sector, but the productivity of workers joining the labour market recently, for instance via government subsidies, is generally below the average for the economy. It is important to ensure that the problem of reconciling a large contribution from labour and TFP is only temporary, in particular by boosting the initially low productivity of newcomers on the labour market. While the European countries in general have experienced the same contrasting trends between labour and TFP over the past five years, a similar analysis for the period 1995-2012 as a whole does not reveal any significant negative link between the two contributions.
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    In any case, various studies show that investment in R&D, a high level of innovation, and better-quality jobs generate TFP gains. Similarly, the factors favouring the reallocation of resources to the best performing firms, both existing and new, help to boost the aggregate productivity of the economy. Government efficiency could also play a part here.


    Although the contribution of capital to growth potential remained positive, it lost impetus from 2009. In particular, since the start of the millennium the volume of the net capital stock has shrunk in manufacturing industry, and also in education and public transport (except for the Belgian national rail company, the SNCB). These are elements crucial for the economy’s development.


    The contribution of labour remained relatively constant, partly as a result of demographic factors and, before the crisis, the increase in the employment rate. Compared to the average in other European countries, however, the rate is still low.


    Slower growth of the population of workingage …


    The growth of the population of working age resident in Belgium has slowed sharply since2010. Thus, while the rise in the number of people in the 20to 64age group the section of the population that, according to the definition decided in the context of the Europe 2020strategy, best corresponds to the group that could be in employment  declined to 26 000 in 2013, against an annual average of around 40 000 since 2000, and a peak figure of 60 000 in 2007. The reasons for this slowdown are twofold. First, the flow of net migration has moderated, partly as a result of tightening of the rules on family reunification in 2010, but probably also because of the less buoyant economic environment. According to the Federal Planning Bureau’s population forecasts, net migration will continue to fall, among other factors because of the gradual narrowing of the discrepancies in the standard of living within the EU, which would make Belgium relatively less attractive. Also, owing to a cohort effect, numbers exiting the labour market have increased more sharply than the number of entrants. Between 2000 and 2013, the number of potential labour market entrants, namely the 20-24 age group, expanded by almost 10 %, while the number leaving, namely people in the 60-64age group, was up by more than 25 %. Up to now, the inflow has outpaced the outflow in absolute terms, but that will no long apply in a few years’ time, in view of population ageing.


    … and a low employment rate for certain population groups


    The employment rate in Belgium averaging 67.3 % over the first three quarters of 2013 is not particularly low compared to the average for the EU (68.3 %), where the economic crisis had a severe impact on the labour market of certain countries, but it is low in relation to the economies that do best in this respect (the Nordic countries, Germany, the United Kingdom and the Netherlands), and compared to the target set by the Belgian federal government in2010, aiming at an employment rate of 73.2 % of the population aged 20-64years by2020. At regional level, only Flanders has committed to such a target, namely 76 %, or 4percentage points above the average employment rate over the first three quarters of 2013. For the same period, the proportion of people in employment within the 20-64age group in Wallonia and Brussels stood at 62.3and 56.8 % respectively. Certain groups are particularly under-represented in employment, either because they are less active on the labour market or because they face high unemployment, or as a result of both these factors.
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    Although the male employment rate remained above-average, it still declined by3percentage points between2000 and2013. That fall is due mainly to the heavy toll on the workforce exacted by the crisis in certain branches of industry and construction, which employ mainly men. Conversely, the female employment rate increased ; over the first three quarters of2013 it averaged 62.1 %, or around 7percentage points below the target for that group. In the 55-64age group, for which the target is 50 %, employment participation has also recorded a notable increase since2000, even though it is still only 41.7 %. For these last two groups, the low employment rate is accompanied by a below-average activity rate, as their unemployment rate is also lower than average. More particularly, while the unemployment rate of women generally exceeded that of men, the situation has been reversed in the past two years, for two reasons. First, male unemployment has risen, owing to job losses and the fact that the skills and qualifications of some of those men losing their jobs are probably not sufficiently tailored to meet the current labour demand, making it hard for them to find employment. Also, the unemployment rate among women has fallen, which is partly a result of their specific characteristics, for instance because the women entering the labour market have a higher level of education. lt is also necessary to take account of the positive impact of job creation programmes such as the service voucher system which recruits mainly low-skilled women.


    Low-skilled persons and non-EU nationals combine a low activity rate and a high unemployment rate. The second of these groups, comprising only 4 % of the 20-64-year-old population, is still one of the least integrated on the Belgian labour market. At 28.6percentage points, the gap in the employment rate compared to the average for Belgian nationals is the second largest in the EU. According to the targets, that has to drop below 16.5percentage points in2020. Young people are also hard hit by unemployment, especially those with the lowest skills. If they do have a job, they are generally paid close to the minimum wage, which is relatively high in Belgium compared to the median wage. Many empirical studies have shown that the corresponding labour cost has an adverse impact on employment, and hence on the integration of the unemployed people concerned. A reduction in the fiscal and parafiscal pressure specifically for the low-skilled could help them to find work without increasing the risk of an unemployment or inactivity trap or even the risk of poverty that would result if net wages were too low. There are various provisions for this, some of which, such as the work bonus or reductions in charges in favour of young people with very low skills, were stepped up during the year under review. It should be noted that the social partners have agreed to phase out the age-related reduction in the minimum wage for young people in the 18to 21age group by 1January2015.


    In2013, an average of 584 000 job-seekers were registered with the public employment services (Actiris in Brussels, Arbeitsamt in the German-speaking Community, FOREM in Wallonia and VDAB in Flanders). These people represent the main component of the available labour reserve and can, in theory, be mobilised more quickly than inactive workers, in view of their closer link to the labour market. Nonetheless, this group also contains unemployed workers who are more difficult to integrate. Among the low-skilled and the 20to 29age group, job-seekers make up around 15 % of the corresponding active population. Their situation has worsened in comparison to 2000when that figure was just over 10 %. Also, as stated above, the unemployment rate of non-EU nationals is particularly high, since 29.6 % of the corresponding labour force was out of work, on average, over the first three quarters of2013.


    Serious imbalances on the labour market


    The mismatch between labour supply and demand, among other things in regard to qualifications, reduces the likelihood of finding work, even when the economy picks up. In Belgium, around 200 000 job-seekers, or almost 34 % of the total number of unemployed, have been jobless for more than two years. Almost 90 000 of them have been looking for work for more than five years. In regard to knowledge and skills, these long-term unemployed are very remote from the labour market and form the most difficult group to reintegrate even if economic activity picks up. At regional level, the specific cyclical dynamics mentioned in chapter 2inevitably influence the average duration of unemployment episodes. On average, in 2013, those who had been seeking work for less than six months accounted for 40 % of the unemployed registered in Flanders, while in Wallonia a very similar proportion, namely 37 %, had been unemployed for over two years ; in Brussels, that applies to no less than 46 % of unemployed job-seekers. These differences also reflect the fact that the chance of making the transition from unemployment into work, measurable by the labour market statistics, is lower in these two Regions than in Flanders.
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    The degree of mismatch between demand for labour and the labour supply can be examined by comparing the distribution of employment by level of qualifications required against the distribution of the active population by level of initial education. Graduates of higher education and people who did not progress beyond secondary level formed two groups each representing around 39 % of the labour force in2012, while those who had not completed secondary education made up 21 %. At the same time, jobs regarded as highly-skilled and medium-skilled each accounted for 45 % of the total jobs, leaving 10 % of jobs requiring lower qualifications. This is the primary source of the mismatch, as the qualifications required are higher than those possessed by the labour reserve.


    However, this approach disregards the possibility that skills may improve or become outdated after the diploma has been obtained. The distinction between formal qualifications and “know-how“ can be assessed by breaking down the adult population in work according to the level of education, and by type of occupation.
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    The increase in the initial training level of the new cohorts of workers is obvious : the younger they are, the higher their level of education, whereas the older cohorts are divided almost equally among the three levels of education. But whatever their age, nine out of ten employed people work in medium to highly-skilled jobs. That means that older people, though they did not complete secondary education, are employed in medium-skilled jobs or as a result of the experience gained have progressed during their working life towards jobs which are more exacting nowadays in terms of the initial level of training required. In the case of highly-skilled occupations, a tertiary education degree is normally required, but in certain cases experience may also accord access. Among the medium-skilled occupations, it is quite common for people in the 55-64age group to have no certificate of secondary education. That is far less common in the under-35age group : in this type of occupation, a quarter have actually attended higher education. In the case of low-skilled occupations, there is again a generation gap : most of the older people in employment did not complete secondary education, whereas the opposite is true of young people.


    The skills can therefore be acquired on the job. However, it seems increasingly common for people leaving education early to be squeezed out by medium-skilled workers, even for jobs not needing any specific qualifications, because they are likely to lack certain capabilities, notably social skills. It is also possible that the recruitment requirements are set too high, leading to a poor allocation of resources that ultimately benefits neither employers nor workers, nor the rejected low-skilled candidates.


    The group of skilled persons is not uniform. Among other factors, the (potential) employer’s assessment of the qualifications obtained depends on the subject studied, as some choices increase the risk of a horizontal mismatch (doing a job for which one has the right level of education, but in a different field from the one studied), or even a vertical mismatch (holding higher qualifications than required for a given occupation). In 2012, 22 % of higher education graduates were overqualified for their job, compared to 11 % with secondary level qualifications.


    However, there are opportunities for the low-skilled. Analysis of the job offers registered with the public employment services and for critical functions shows that, rather than formal qualifications, it is skills, attitudes, subject studied and possibly experience that matter to employers. At VDAB, more than four out of ten job offers do not specify the level of formal qualifications required. That also applies to almost half of the offers received by FOREM and a third of those at Actiris. If qualifications are specified, the requirement is usually higher education (in most cases a professional bachelor’s degree). The necessary number of years’ experience is not always specified either. In regard to language skills, most of the time, the offers received by the public employment services do not require a command of a second language, except in Brussels and the German-speaking Community.
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    However, most of the job offers do specify one requirement or another in terms of schooling, experience, driving licence or language skills. Lifelong training therefore remains a key element of support for job-seekers in order to match the labour supply more closely to demand.


    During the year under review, the public employment services received an average of 27 000 job offers a month through the ordinary economic channels (excluding temporary work), down slightly against2012. At the end of the year, some 45 000 jobs, most of them in Flanders, remained vacant. The number of vacancies can be attributed to both frictional factors (the mismatch between the labour supply and demand takes some time to correct) and structural factors, such as qualification or geographical mismatches. In that respect, offers concerning critical jobs are likely to remain open for longer than the average. In Flanders, an estimated one in ten remains open for more than six months. However, the public employment services cover only part of the demand for labour in the economy, but it is not possible to measure the relative importance of the many other recruitment channels for which no data arerecorded.


    Unemployed people with the lowest skills are generally more reluctant to commute long distances in order to accept a job, because the financial benefit that they may gain in relation to the amount of the unemployment benefit received is less than for higher-skilled workers. Yet that is not sufficient to explain the disparity in unemployment rates recorded between regions which are geographically very close. For instance, the provinces of West Flanders and East Flanders, where unemployment stands at 3.8 %, are adjacent to Hainaut, where 13.1 % of the active population is seeking work. This means that the regional frontiers remain a barrier to worker mobility ; that is not the case in Brussels, where many Walloon and Flemish commuters travel daily to work.


    5.3 Levers for supporting growthpotential


    Raise the proportion of people in work


    Various measures concerning the labour market were approved at the end of2011 under the federal government agreement, and implemented in the ensuing two years. In general, they are intended to help alleviate a number of the problems mentioned above.
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    In view of population ageing and the low employment rate of people in the 55to 64age group, increasing the number of active people within that group could make a big contribution towards improving the labour supply and the employment rate. One approach is to reduce the number of workers leaving the labour marketprematurely.


    In this respect, OECD statistics put Belgium at the bottom of the ranking in terms of length of working life. Although the statutory retirement age is 65years, the effective age of exit from the labour market is under 60years for both men and women. Belgium thus underperfoms most OECD countries. Several European countries have already raised the statutory retirement age, or plan to increase it to over 65or link it to life expectancy. In Belgium, life expectancy at the age of 60is 21.5years for men and 25.5years for women, the same as the European average.


    The (early) retirement system is currently being reformed in order to delay this age of departure from the labour market. On the one hand, the age at which workers can claim early retirement is being gradually raised from 60.5years in2013 to 62years in2016. At present there are no plans for further increases. On the other hand, the age of eligibility for the system of unemployment with employer top-up (previously known as “pre-pension”) has also been raised. The minimum age applicable to the general scheme has increased from 58to 60years. Since2013, firms in economic difficulties have only been allowed to use this system for workers over the age of 52.5years. By2018, that age is to be raised to 55years. In the case of firms undergoing restructuring, the age limit is 55years. In addition, employers arranging collective redundancies involving proportionately more workers aged 55 and over will have to pay a special social security contribution. The age criteria adopted in these various measures are still significantly below 65years, and therefore cannot entirely fill the gap in relation to the statutory retirement age.


    To raise the employment rate, it must also be more advantageous for workers to remain active for longer. The reform of the pension bonus is helping by making it financially more attractive to postpone retirement. Workers in fact build up a pension supplement via steadily increasing fixed amounts received for each day of full-time work. In addition, the conditions for combining pensions and work have been relaxed. For instance, the wage limits for pensioners under the age of 65years have been raised. Since 1January2013, pensioners aged 65or over who have worked for at least 42years are no longer subject to any limit on their additional earnings. However, these cases are very rare in Belgium. In2012, 4.7 % of people in the 65to 69age group were working, compared to an average of 11 % in the EU.


    The increase in the effective age of departure from the labour market should also be accompanied by better use of the potential labour reserve. Some of the workers currently employed part-time would like to work more hours, and that could expand the volume of labour in hours, or employment in full-time equivalents (FTEs). In2012, the proportion of part-time workers in Belgium who wanted to increase their working time was estimated at around 9.5 % or 100 000 people.


    Moreover, raising the employment rate of low-skilled persons and ethnic minorities also entails training including apprenticeships and work experience combined with training courses and the establishment of measures to promote diversity.


    In order to stimulate geographical mobility among job-seekers, the definition of a “suitable job” was amended in2012 so that the job may now be located within a 60km radius of the place of residence, instead of the previous 25km. With the same goal in view, the cooperation between public employment services has been stepped up, among other reasons to facilitate the exchange of job offers, and to intensify language training. Moreover, a new agreement was concluded between the Regions and the federal government on monitoring and guidance for job-seekers, in preparation for the planned transfer of powers under the State reform.


    To encourage the transition from unemployment into work, unemployment benefits were made more degressive for cohabitants in November2012, and that applied to all existing and new job-seekers. From 1March2013, it was also expanded to other types of household, although some groups are still exempt, namely those over55, people with at least 33 % disability, and the unemployed with at least 20years’ work experience (25years byNovember2017). In addition, according to NEO figures, during the first three quarters of2013 around 75 000 people benefited from an activation measure in support of job creation. That is considerably fewer than in previous years, owing to the termination of the Activa “win-win” scheme.


    Adjustments to social legislation could also influence the functioning of the labour market. One example is the harmonisation of the status of blue-collar and white-collar workers by reform of the laws on redundancy (notification period and compensation) and the first day without paid benefit in case of illness. The new system came into effect on 1January2014 for all new contracts. Entitlements under existing contracts will be retained, and new entitlements will be calculated on the basis of the new system. Manual workers will receive compensation from the NEO to cover the difference between the period of notice calculated under the old rules up to 31December2013 and the same period of notice according to the new rules. Finally, some branches of activity, and in particular large parts of the construction sector, will not be subject to the new system.


    Enhance the quality of the human capital


    As an investment in human capital, lifelong learning contributes towards the efficient functioning of the labour market and strengthens the economy’s growth potential. Given the rising demand for skilled workers in the advanced countries at the expense of repetitive tasks in the wake of globalisation and the fragmentation of production chains, improving the skills of the labour force is an important lever for employment. It also promotes the application and spread of innovation, and hence external competitiveness and productivity gains.
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    In Belgium, 6.6 % of adults participated in lifelong learning in2012, while the European average was 9 % and some Nordic countries, such as Denmark, Sweden and Finland, recorded participation rates of around 25 % or even more.


    For young people, the level of initial education remains decisive for access to employment. Analysis of the progress of school-leavers by the public employment services shows that each additional grade of education increases the chance of rapid entry into the labour market. In Flanders, the proportion of young people still unemployed after one year declines from 38 % to 12 % according to whether they completed the lowest or highest grade of general secondary education. In Wallonia, the rate of insertion into employment after six months rises from one in four to one in two, taking all forms of education together, for the same variation in level of education. At secondary level, an apprenticeship certificate ensures the best employment opportunities, while at tertiary level a professional bachelor’s or master’s degree offers the best chance.


    However, too many young people leave school without at least obtaining a certificate of higher secondary education or the equivalent. In2012, that applied to 12 % of young people aged between 18and 24years. Under the Europe2020 strategy, Belgium undertook to reduce that to 9.5 %. The percentage of early school-leavers varies greatly from one Region to another, since it stands at 20.1 % in Brussels, 14.8 % in Wallonia and 8.7 % in Flanders, which aims to cut that figure to 5.2 % by2020. Except in the latter Region, these proportions varied only very slightly between 2000and2012. In Belgium, the proportion of people in this age group not having completed their schooling and not in training or employment came to 6.6 % in2012.


    The latest results of the OECD’s PISA assessment programme showed that almost a quarter of French-speaking pupils aged15did not have the minimum skills in mathematics necessary for participating fully in society. In Flanders and in the German-speaking Community, the figures were 15and 16 % respectively for the pupilsassessed.
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    The quality of education can be measured by its efficiency (mean score) and its equity (dispersion of the results around the average). There are wide variations between and within the three Communities in Belgium. The average results for Flanders are at the top of the OECD ranking, well ahead of the international average, and even higher than the score for Finland, which usually heads the rankings for EU countries. Belgium’s German-language schools are likewise among the most efficient in the EU. Conversely, French-language education scores slightly below the OECD average. The dispersion of the results of French-speaking, and particularly Dutch-speaking pupils exceeds the average for the countries studied. The reasons for the variations in performance between both pupils and institutions lie partly in the structure of the education system. The system of successive selection creates a hierarchy of types of education and schools that tends to homogenise groups of pupils, with the “strong“ on one side and the “weak“ on the other. In addition, performance depends very much on the socio-economic situation of the pupil’s family. In the Flemish and French Communities, around 20 % of the variations in performance can be attributed to that factor ; in the German-speaking Community, the figure is only 4 %.
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    Labour costs


    Cumulative labour cost handicap in relation to the three partners


    Labour costs are one of the crucial factors for job creation and firms’ competitiveness. A legal framework for the movement in wages in the private sector has therefore been provided under the1996Law on the Promotion of Employment and the Preventive Safeguarding of Competitiveness. Its central feature is monitoring by the Central Economic Council (CEC) secretariat of the movement in hourly labour costs in the Belgian private sector compared to Germany, France and the Netherlands, the three main neighbouring countries which are also Belgium’s principal trading partners.


    [image: 31607.png]


    Thanks to the increase in the available information, the CEC now bases its work entirely on the national accounts data to assess hourly labour costs, including as regards the number of hours worked, whereas in the past it had to produce its own estimates for that. This methodological improvement explains some of the revisions of the previous publications by that institution.


    [image: 31652.png]


    In its December2013 technical report, the CEC estimated that the wage handicap accumulated since1996 in relation to these three countries came to4.8 % for the year under review, exactly the same as in the previous year. Again according to the CEC, that should decline by 1percentage point in2014. This reduction is expected to be apparent in relation to each of the three countries, but would be greater in regard to Germany where negotiated wage increases approved in2013 are in line with an acceleration that began in2010. Nonetheless, as the average duration of the pay agreement periods in that country is shorter than previously, there is still a high degree of uncertainty surrounding the outlook for wages. In that connection, it should be noted that the wage projections for the reference countries have often been overestimated in the past.


    This difficulty in both estimating exactly how labour costs will move in the neighbouring countries, and in predicting inflation in Belgium, and hence the effect of indexation in a context of repeated upward shocks, has contributed to the wage slippage in relation to neighbouring countries. That was one reason why the government planned to revise the1996Law. Although that modernisation has not yet materialised, the government has adopted various measures to promote the goal announced in November 2012 of closing the wage gap accumulated since 1996 in relation to the average of the three neighbouring countries. Those measures concerned additional cuts in social contributions in2013, with others scheduled for future years, the freezing of real wages in2013 and2014, while maintaining the indexation mechanism and scale increase, and modernisation of the price index. This last measure essentially had a small moderating effect in2013.


    Moreover, in order to clarify the diagnosis of the wage slippage, the government instructed the Group of Experts on Competitiveness and Employment (GECE) to compute among other things the impact of subsidies reducing labour costs in Belgium and in the neighbouring countries, and to conduct a detailed analysis by branch of activity. This research revealed that the scale of wage subsidies in the broad sense is considerable in Belgium. Since these subsidies are also used as a way of funding employment in the non-market sector or in personal services via the service vouchers, they represent a significant percentage of the wage bill. According to the national accounts methodology (ESA95), these subsidies are not deducted from labour costs, which may impair the international comparability of those costs. In its report, the GECE assessed the impact of the subsidies on the wage handicap in2011 at between4.1and 0.5percentage points, depending on whether account is taken of measures which more or less target specific categories of workers, and the estimated impact of the secondary effects of the targeted subsidies on the structure of employment. By encouraging the growth of activities where the wage level is below average, targeted measures could in fact drive down the average hourly labour costs. According to the approach that comes closest to the spirit of the1996Law, and which disregards the subsidies corresponding to measures whose effects are concentrated on the non-market service branches and service vouchers, that impact is estimated at around 1.3percentage points.
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    In addition, if a reduction in labour costs resulting from targeted subsidies is taken into account, that can lead to undesirable spillover effects. In general, subsidies expand the scope available for any pay increases in firms as a whole. Since the subsidies vary in size from one branch of activity to another or more particularly, from one joint committee to another companies receiving relatively lower subsidies will see their labour costs outpace those in the rest of the economy, in relative terms.


    For all branches of activity together, if hourly labour costs rise more steeply than in the case of the main competitors that does not necessarily impair the cost competitiveness of the economy provided there is an accompanying, equally strong rise in labour productivity. Analysis of unit labour costs takes account of these two factors. An international comparison for the business sector a concept similar to that of the private sector shows that since1996 unit labour costs in Belgium have risen faster than in the three neighbouring countries almost every year. Averaging 13.1 % over the first three quarters of2013, the cumulative handicap since1996 is smaller than in2012 but still much bigger than the handicap in terms of hourly labour costs. In2013, it was mainly labour productivity in each of the three neighbouring countries that grew more slowly than in Belgium.
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    The gap for the business sector as a whole is attributable mainly to market services and to industry, the latter being the branch of activity most directly exposed to foreign competition. Although hourly labour costs in firms belonging to these branches rose much more sharply than the average for their counterparts in neighbouring countries, the gap is due mainly to the decidedly less favourable movement in productivity, the figure for2013 only slightly attenuating this factor. Since cost increases may be reflected in prices, especially in the case of services, such gaps may have repercussions on consumer prices and on the costs of other firms for which they constitute intermediate inputs.
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    Taking the position in relation to each of the neighbouring countries individually, Belgian firms accumulated a unit labour cost handicap vis-à-vis Germany of no less than 25 % between1996 and the third quarter of2013. In contrast, in relation to the Netherlands they accumulated an advantage of around3.9 %, while their competitive position in relation to France has deteriorated since 2012, from a small 0.7 %advantage to a moderate handicap of1.7 % over the first three quarters of2013. The picture is similar for industrial firms, although the advantage in relation to the Netherlands is much smaller. Conversely, for market services in general, Belgium has had a cumulative disadvantage since1996 in relation to the threecountries.


    In comparison to the euro area as whole, the divergence in the movement in labour costs was smaller than in relation to the three main partners owing to faster increases in certain peripheral countries up to the outbreak of the economic and financial crisis. The significant adjustments that those countries have made to wages and productivity have rectified that situation to some extent.


    Higher level of labour costs than inneighbouring countries


    Apart from the comparison of cumulative developments since 1996, which by law is the benchmark for assessing any derailments, the comparison in terms of levels puts Belgium among the countries with the highest hourly labour costs, even if the comparison is confined to countries at the same stage of development.


    In comparison with the neighbouring countries, hourly labour costs in the business sector as a whole are significantly higher, being estimated at around € 40 in Belgium in2012, against € 35 in France and just over € 30 in the Netherlands and Germany. The difference is even greater in relation to the average for the euro area, although that figure is influenced by the Southern European countries where living standards and costs are well below theaverage.


    The gap in relation to the neighbouring countries is due to the combined effect of higher net wages except compared to Luxembourg and a heavier fiscal and parafiscal burden. The implicit tax on labour, calculated as an aggregate and taking account of employers’ and employees’ social security contributions and personal income tax, is in fact higher.


    According to the figures in the GECE report, labour costs even taking account of subsidies are higher than in the other countries in the great majority of the branches of activity considered. The aggregate gap for the private sector as a whole therefore does not seem to be attributable to activity structure effects. It should be noted that in most of the branches studied, as well as in the economy as a whole, productivity levels are higher in Belgium. Thus, while acknowledging the methodological problems of such a comparison, it seems that the picture is more balanced if productivity differentials are taken into account, since unit labour costs are higher in Belgium in 11of the 21branches analysed by the GECE, while they are lower than those in the neighbouring countries in ten cases. However, such a comparison encounters methodological problems. Also, it is hard to determine whether these higher levels of productivity are the cause or the consequence of the higher labour costs, owing to the endogenous relationship between these two variables.


    The energy cost issue


    Whether used as sources of energy and fuel or as specific inputs in the manufacture of products, energy represents a significant, or in some cases even predominant, element of production costs in the various branches of activity. Like the other cost components, the price level and movement in the prices paid by industrial users influence the profitability of their business and their competitiveness. That is particularly true where the conditions diverge from those confronting competitors.


    The extraction of unconventional gas is a fundamental game-changer ...


    The cost competitiveness of Belgian firms as regards energy prices is considered at two levels : in relation to competitors within the EU and in relation to competitors outside the EU.
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    The principles of the EU’s energy policy apply to all Member States. This concerns in particular the liberalisation of network energy (gas and electricity), which took effect in Belgium on 1January2007 as part of the completion of the Single Market, and the European climate and energy package for a reduction in greenhouse gas emissions, in particular via the development of renewable energy. Belgium aims to cut greenhouse gas emissions by 15 % from their 2005 level in the sectors not covered by the European emission quota trading system, and to see renewable energy sources accounting for 13 % of gross final energy consumption by2020. However, there are wide variations in the implementation of these principles on national or even regional markets, depending on the rate of progress towards liberalisation or the ambition concerning the development of renewable energy. The resulting financial impact for firms using renewables varies according to the implementing details of the surcharges applied, e.g. those intended to finance public service obligations or to support renewable energy. There are therefore price discrepancies between countries and between the various categories of industrial consumers, since the surcharges are often degressive as consumptionrises.


    According to EC data, gas prices for industrial users in Belgium match the average for the three main neighbouring countries. For average consumption, they are 20 % lower than prices in Germany, where network charges are high by international standards. The lower pre-tax prices enjoyed by the Netherlands as a gas producer are not passed on to Dutch consumers, owing to higher taxes and other levies aimed at encouraging energy saving and cutting CO2 emissions, especially on the part of smallconsumers.


    In general, unit prices excluding tax are tending towards more similar levels in the case of high annual consumption, probably as a result of the greater price negotiating power of large industrial users, and the proximity to the European gas markets which have developed since the liberalisation and where prices usually converge. In addition, at national level, industries using large quantities of gas are often granted reductions or exemptions from the levies. Belgium plans to exempt electricity producers from excise duties on gas, in the same way as major industrial users, in order to support the profitability of essential power stations and to keep them in operation to ensure normal supply of electricity.


    In regard to electricity prices, the situation is more varied since these prices are more affected by regulatory provisions. Belgium is in an intermediate position. In France, energy costs are still influenced by measures aimed at giving French consumers the benefit of the competitiveness of the nuclear power stations. In Germany, industrial users pay various surcharges funding support for renewable energy (guaranteed purchase tariffs, combined heat and power generation, connection to offshore facilities), but they are granted exemptions once their consumption exceeds 10 000 MWh and their energy bill comes to 15 % of their value added. For large industrial electricity users (i.e. with annual consumption in excess of 100 000 GWh), other exemptions may apply, such as the one enjoyed by German industrial users since 2011 in respect of transportcosts.


    Various surcharges are also incorporated in the industrial tariffs in Belgium, most of them relating to the funding of support mechanisms for ‘green’ electricity, at both federal level (offshore wind farms and the (extra) cost of connection to them) and at regional level (certificates for green electricity and for combined heat and power generation). The amounts actually imputed vary according to different parameters specific to the firm, such as location, annual consumption, participation in a voluntary agreement on energy (according entitlement to sliding-scale tariffs) or connection to a distribution network or to the Elia transmission network. On 1July2013, a degressive tariff and an absolute ceiling were introduced for the surcharge concerning the federal funding of the offshore wind farm. Conversely, the level of the regional surcharges relating to renewable energy for consumers in Wallonia differs considerably from that in the case of installations in Flanders and Brussels : in2013, the respective ratios stood at 3to 1and 4or 5to 1 for firms connected to the distribution networks ; they are proportionately higher for lower annual consumption levels, and for those with no voluntary agreement on energy. Apart from the inherent complexity of these multiple mechanisms, the frequent changes make it difficult to calculate costs in the medium term and to plan investment.


    At global level, the exploitation of unconventional gas in theUnitedStates since2006 has had radical implications for gas trading between regions, and especially for the prices charged on the various regional markets. That has had a significant knock-on effect on the competitiveness of Belgian and European industries, especially those involving energy-intensive activities.


    Up to2005, gas prices on the regional markets moved broadly in parallel, though there were occasional differences owing to local supply conditions. Since then, there have been greater discrepancies, as the rise in crude oil prices drove up the price of liquefied natural gas (LNG) in Japan and gas prices on the European continent, which were largely fixed under long-term contracts indexed to oil prices. In contrast, the Henry Hub gas price is derived from the equilibrium on the American gas market, where over80 % of the gas comes from the numerous domestic suppliers. Shale gas exploration and production, initiated by the smallest of those producers, are gradually reducing the need for the United States to import LNG, thus freeing up substantial volumes for other markets. Apart from diverting shipments originally intended for its domestic market, the United States has now begun modifying its LNG installations for export, in order to make use of arbitrage opportunities.


    Considerable price differences have in fact emerged between the various regional markets in the United States, Europe and Asia, creating opportunities for selling LNG in the short term, provided those transactions cover the differences in transport costs between markets. The European market initially benefited from this supply of LNG via shipments from Qatar which had originally been destined for the United States, while European demand was depressed by the economic and financial crisis, leading to a gas glut. From April2010, spot prices in Europe rose as the surplus on the European market diminished owing to the cold winter, followed by the tensions generated by the Arab spring. The nuclear accident in Fukushima on 11March2011 boosted demand and in the short term led to a large-scale diversion of shipments from the Middle East, helping to absorb the available LNG surplus.


    Compared to the floor price on the American market, purchase prices for gas in2013 were 4.4times higher for Japanese buyers of LNG and2.4times higher for (major) European consumers. That situation had a considerable impact on the production costs of activities making heavy use of both gas and electricity. In fact, the low gas price in the United States favoured the use of (highly efficient) steam and gas turbines, benefiting the selling price of electricity for American industry and households ; prices dropped to their 2005level or even much lower in the case of gas, which was not true of the selling prices charged to European and Japaneseconsumers.
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    with potentially significant implications for industry in Belgium


    These energy cost differentials have influenced the relative competitiveness of industries. First to be affected were firms whose production processes use shale-gas-derived products. That applies more particularly to petrochemicals, for which the ethane extracted from natural gas liquids present in the shale gas can be used as an input in ethylene production. The growth of the associated production of ethane led to a steep fall in the price of ethylene on the American market, further strengthening the competitiveness of this energy-intensive industry compared to its European and Asian competitors who mainly use naphtha derived from crude oil refining, a less advantageous process. Since ethylene forms the basis for numerous polymers and polyethylene, PVC and PET, that situation has implications beyond the sphere of petrochemicals, affecting the entire value chain of derived products made of plastic and, downstream, the sectors that incorporate those products in their own output, such as the motor vehicle sector, the packaging industry and construction.
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    The refining industry in the United States also benefits from this growing use of unconventional hydrocarbons, especially the cheap gas being used as a source of heat and a hydrogen input. In addition, the production of unconventional light (tight) oil and the development of shale oil are weakening the position of European refiners on the United States market, where European petrol surpluses have traditionally been sold.
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    These developments have potentially significant implications for Belgian industry. The Antwerp port zone is in fact home to the second largest chemical cluster in the world, after Houston, and is based on the presence of refining units. There are also other major production centres elsewhere in Belgium. During the period 2010-2012, around 4 % of industrial jobs and 0.6 % of total employment were in the branches directly concerned coking and refining and the manufacture of plastics in primary forms and the proportion was even larger in downstream sectors. In terms of the foreign trade balance, plastics in primary forms (of which 25 % come from net exports of polymers derived from ethylene) accounted for almost six-tenths of the surplus of 3.2 % of GDP in trade in chemicals, excluding pharmaceuticals, in2012. For these products, cost competitiveness depends in particular on the price of gas and electricity (notably for production processes based on electrolysis).
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    Since Europe has less abundant gas resources than the United States, it is all the more important for European industry and particularly the chemicals industry to position itself in segments where products have high value added, in order to compensate for the loss of cost competitiveness in certain segments. For industry in the broad sense, that is an incentive to tailor the supply of products and processes more closely to the needs of an economy which uses less energy and the emergence of ‘green’ growth via innovation in cleaner technologies, or even the development of new segments, by pioneering a new value chain.


    General conditions for the operation of theeconomy


    Apart from the increase in the employment rate, the improvement of the quality of human capital and control over production costs, there is a wide range of conditions determining the economy’s ability to generate activity and jobs and to adapt flexibly to the constantly changingenvironment.


    To some extent, the slower pace of productivity gains in the advanced countries may be due to a tendency towards de-industrialisation and the accompanying growth of services activities, as productivity rises faster in industry than in the services sector. Although these trends are apparent in all economies, the slowing of productivity gains is more pronounced in Belgium. Inhibiting factors are therefore at work, preventing the economy from exploiting all the developmentpotential.


    Improve the services offered by the infrastructure


    By favouring personal mobility, trade in goods and services, and the spread of ideas, a high-quality infrastructure be it publicly owned or not is an asset in supporting productivity growth.


    As for the quality of its trade and transport infrastructure roads, railways, ports Belgium is highly rated, ranking fourth in Europe, behind Germany, the Netherlands and Sweden. The Belgian ports are in fact a nodal point for overseas goods transport in Europe, and the port of Antwerp is among the top three European ports in terms of the volume and weight of the goods that it handles. Improvements to the river links, via cooperation between the Flemish sea ports and the Walloon inland waterway ports, are enhancing the efficiency of freight traffic, which should benefit the busy domestic road network. Brussels and Antwerp, in particular, are among the most heavily congested cities in Europe, so that Belgium ranks first among European countries for traffic hold-ups. The economic costs that the congestion entails detract from the benefits of the economy’s location, as regards not only its links to the rest of the world but also its central position in a densely populated region with a high income level. In Brussels, the congestion is attributable mainly to commuters, whereas in Antwerp the transport of goods to and from the port is an additional cause.


    Another component of the infrastructure is internet access. In that respect, Belgium outperforms the EU average, but does less well than the neighbouring countries. Apart from its role in enhancing transparency of social life, internet access boosts economic efficiency. Indeed, information technologies contribute towards the better and faster spread of information, which in turn facilitates innovation and increases productivity in a broad range of activities.


    Some limitations in the functioning of the infrastructure available in Belgium show that improvements are possible, notably via the implementation of innovative solutions. In this field, cooperation between the various competent authorities is crucial to obtain satisfactory results.


    Spread the innovation efforts and results morewidely


    On the one hand, innovation makes processes more efficient, reducing the costs and improving the quality of the goods and services offered. It also leads to the creation of new products to meet demand on new markets. Proper training for workers helps to bring about innovation. Despite the acknowledged quality of the Belgian education system and the high rate of participation in higher education, the number of scientific and technical graduates is low compared to other European countries, and that hampers the development of ideas and new technologies.


    Turning to R&D expenditure, Belgium does better than the EU average, but is outperformed by the three neighbouring countries. With R&D expenditure averaging just over 2 % of GDP for the past four years, Belgium has not yet met the target under the Europe 2020 strategy of 3 % of GDP, two-thirds of which being attributable to the private sector. Out of the total R&D expenditure, the government accounts for around a quarter, which is a smaller share than in other European countries.


    According to the European Innovation Union Scoreboard, while Belgium’s performance more or less equals that of the three neighbouring countries and is considerably better than that of the rest of the EU, it is nevertheless significantly inferior to that of the partners most active in this sphere. This scoreboard examines innovation from a broader perspective than just R&D expenditure, since it takes account of factors such as enablers (qualifications of the population, quality of research institutions, funding), firms’ activities (investment, cooperation on innovation, patents) and the outcome in terms of innovation.


    The data from Eurostat’s Community Innovation Survey reveal that Belgian firms do not necessarily try to conquer new markets but instead aim to improve production processes. That could be the reason for their low sales of new products. However, in this respect too, Belgium is outperformed by the neighbouring countries. In other words, the main innovators in Belgium tend to invest in established sectors. They do devote resources to R&D, but in order to develop better versions of existing products rather than invest in totally new fields requiring particularly intensive R&D efforts.


    To encourage R&D, the federal government has already taken a set of measures such as relaxing the conditions for tax deduction of patent incomes (extending it to SMEs), increasing the percentage of payroll tax exemption for scientific research, and promoting scientific cooperation with the BRICS countries.


    While the federal government tends to contribute more indirectly to promoting investment in R&D via cuts in contributions, the regional governments offer more direct support, notably by allocating subsidies or by structuring the innovation efforts in order to generate synergy. With their industrial policy, the three Regions aim at “intelligent specialisation” in favour of the economy and employment, the intention being to support the steady international growth of SMEs geared to innovation. In that respect, the sustainability of economic activities has become increasingly important. That is evident from the stimulation of environment-friendly, energy-saving technologies and processes and the more efficient use of commodities. Efforts are also intensifying in support of projects in new innovative sectors, such as the energy and environment sectors, but also information and communication technologies, nanotechnologies and life sciences. In particular, Belgium has a relatively high number of firms operating in these last two sectors, compared to other European countries although neighbouring countries do even better and spends a substantial amount on R&D in the fields of biotechnology and nanotechnology. That discipline is generally considered to be very promising in view of its applications in various aspects of industry and daily life. In contrast, in the other innovative sectors, Belgium lags behind the EU in terms of investment in R&D, and even farther behind its neighbouring countries.


    Moreover, the amount spent on R&D in Belgium by firms and public authorities is concentrated mainly on four sectors, namely pharmaceuticals, chemicals, IT services and telecommunications equipment. In addition, the expenditure is attributable to a small number of firms which are generally large and often belong to an international group. Thus, little R&D spending is devoted to green technologies, for example. The low level of public spending on R&D for environmental technologies in overall public R&D expenditure is an illustration of that, even though the neighbouring countries do even less well. The European countries allocating the highest percentage of their R&D expenditure to environmental topics are Estonia, Italy and Spain. One of the challenges that Belgium will have to tackle therefore concerns stepping up R&D efforts.


    Finally, it should be noted that the level of private investment in Belgium is below the EU average. Over the 1995-2012period, the Belgian private sector spent on average 12.6 % of GDP on real investment, compared to an average of 13.2 % of GDP in the EU. However, private investment has proved more resilient than in the rest of the EU since the crisis, as it has remained more or less steady in Belgium while declining sharply in the EU. Public investment has been considerably more modest in Belgium than in the EU. In fact, during this period, the Belgian government’s investment averaged only 1.7 % of GDP, compared to almost double that figure in the EU, at an average of 3.3 % of GDP. Since the crisis there has nevertheless been more emphasis on the importance of investment, and the government’s role in that, the aim being to at least maintain the quality and volume of the facilities to ensure a sufficiently broad basis for the economic recovery.


    Stimulating entrepreneurship


    Another challenge concerns actually implementing the results of the innovation process in order to make them available on the markets in the form of innovative products. Entrepreneurship plays a fundamental role here, as new companies, or new activities within existing companies, can anticipate the new needs of consumers and thus conquer new markets. Their presence also heightens the pressure of competition, encouraging established firms to develop innovations. Apart from producing innovations, new businesses also generate jobs. In view of the recent closure of several major industrial establishments, the creation of new businesses ought to be encouraged.


    The establishment of new businesses depends to a large extent on the presence of an entrepreneurial culture. Entrepreneurs have to be willing to take the step of setting up their own company and be ready to take risks. This entrepreneurial culture is influenced by twoaspects of the operating environment for the (future) entrepreneur : first, the business needs flexible funding, with efficient access to capital ; second, the administrative procedures entailed in setting up a business must be minimised, and the government must offer an appropriate framework.


    In general, it seems that the culture of entrepreneurship is deficient in Belgium. The percentage of the population which has recently set up a business or intends to do so in the near future is very low compared to the figures for the EU and the neighbouring countries. Various measures were taken to address this in2012 and in2013, such as the reduction in contributions for the first three staff recruited by SMEs starting up in business, the reform of the bankruptcy law, and the second chance entrepreneurship for bankrupt entrepreneurs acting in good faith.


    Although some of the environmental factors are relatively favourable in Belgium, the “costs of entrepreneurship” are fairly substantial at certain levels. Belgian entrepreneurs in fact see the government as a hindrance to entrepreneurship. The OECD indicators concerning product market regulation, for which the latest available findings relate to2008, also show that the quality of the regulation aimed at promoting competitiveness is mediocre in Belgium compared to the rest of the EU and the neighbouring countries. The update of the indicators for2013 is scheduled for early2014 ; that might be used to assess the changes which have taken place not just in Belgium but also in other countries. Generally speaking, the strengths and weaknesses that these indicators reveal are largely confirmed by the opinion of the economic agents in various surveys.


    The administrative costs associated with setting up a business are perceived as onerous : they concern the number of compulsory procedures to be followed in order to set up a company, the multiplicity of contact points, the number of days’ work taken to complete the formalities, and the total cost of registering a company. Although the number of days’ work entailed in launching a business is very small in Belgium compared to other countries, the costs of setting up a business are considerable, as is the required minimum capital. On top of that, there is the strong feeling of a lack of communication and administrative simplification. The regulations and procedures are singularly unclear, and the government’s efforts to reduce the administrative burden are too meagre, not only in relation to the rest of the EU but also, and above all, compared to the neighbouring countries. Access to the service sector is also more complicated in Belgium, notably because of the number of licences to be obtained in order to pursue a commercial activity in the service sector, the formal qualifications required and the protection of existing companies. This poor access is striking in the case of the Belgian economy, in view of the importance of the tertiary sector. Government control is far-reaching in Belgium compared to other countries. The State owns businesses and is actively involved in the operation of certain companies. Conversely, the commercial barriers are few, which is not surprising given the very open character of the Belgian economy. In addition, that leads to a significant inflow of foreign direct investment.


    Just as in other countries, the Belgian government has already embarked on administrative simplification in favour of businesses. Thus, there are plans to simplify the legislation and the administrative procedures, and e-Procurement roll-out is continuing. This application offers firms an electronic option for completing certain stages of the public procurement procedure (publication, registration, award) with the government. However, the efforts fall short of those in some other Europeancountries.


    Chapter3 explained that Belgian SMEs had more difficulty than large firms in obtaining loans. However, the SMEs’ perception of access to credit is more positive in Belgium than in other European countries. The percentage of firms considering that access to credit is one of the main problems is in fact much lower in Belgium than elsewhere in Europe. Instead, Belgian SMEs see production and labour costs as the main problem, and ever-increasing numbers of them consider that the regulations are one of the major obstacles.


    Firms wanting to market innovative products also have to find the capital to proceed with their often substantial investments. In regard to risk capital, Belgium performs much better than the EU average, though the results of the neighbouring countries are better still.


    Generally speaking, in Belgium as in many European countries, a lasting improvement in the growth prospects involves structural reforms to boost the efficiency of the labour and product markets. In recent years, these reforms have gathered pace in Spain, Greece, Ireland, Italy and Portugal, as the debt crisis in the euro area and the market pressures have acted as a catalyst. After all, in the assistance programme countries, the financial assistance was dependent on the implementation of such reforms. However, according to the international institutions, less progress has been achieved in other euro area countries, including Belgium.

  


  
    Box 10  A microeconomic view of the competitiveness of firms and of participation in global value chains


    The increasingly widespread use of microeconomic data such as those supplied by the Bank’s Central Balance Sheet Office sheds more light on the macroeconomic diagnosis of a relative deterioration in the competitiveness of the Belgian economy. The aggregate figures in fact mask very diverse actual situations at company level, as the productivity of some firms (branches) is higher or lower, or increasing at varying rates.


    However, microeconomic data analysis traditionally had to contend with a lack of comparability between countries, because of wide variations in the available data or the methodologies used. So far, there are no representative databases containing microeconomic data that are comparable between the various EU Member States or the euro area countries (1). In order to address that problem, a research initiative by the European System of Central Banks (ESCB) the CompNet (Competitiveness Research Network) resulted in competitiveness indicators based on microeconomic data, using definitions and analysis methods harmonised for 13EU countries, including Belgium. Those indicators give a more accurate picture of the level of competitiveness of firms and how it is changing.


    
      (1) International databases such as AMADEUS or ORBIS generally contain only the accounting data of large firms, which makes these various sources rather unrepresentative, especially for a country like Belgium where SMEs represent a large proportion of activity and employment.

    


    More particularly, the Belgian economy features very wide variations in productivity within one and the same branch between the top performing firms (90thpercentile of the productivity distribution) and the weakest performers (10thpercentile of the productivity distribution). However, it has one of the highest average levels of productivity in Europe, as Belgium is ranked second among the countries participating in the ESCB CompNet, behind Germany.
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    In these countries, the average productivity of firms is generally greater than their median productivity, reflecting significant asymmetry in the productivity distribution, indicated by a relatively large number of firms with low productivity plus a few superstars.
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    Many empirical studies have revealed that the great majority of a country’s firms do not perform sufficiently well to secure a permanent place on the international markets. Only the best performers can achieve that. The structure of the Belgian economy is no exception in that respect. The most productive firms therefore play a vital role in the integration of the Belgian economy into the global value chains.


    However, the integration of an economy in these value chains is not confined solely to the exporters. Indeed, alarge number of non-exporting firms are suppliers for these exporters and are therefore also part of the global value chains.
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    In2011, on the basis of the data from the Central Balance Sheet Office, foreign trade and FPS Finance, it was possible to identify 10 472 firms with annual turnover of € 100 000 or more in exports of goods and / or services. Those firms in turn relied on a network of 79 291tier-1suppliers, i.e. non-exporting firms which supply goods and / or services amounting to € 10 000 or more to at least one export company. In 2011, these two categories covered 24 % of firms and almost 80 % of employment and value added as reported in the annual accounts registered with the Central Balance Sheet Office.


    Analysis of these customer/supplier links reveals a hierarchy of corporate productivity. Tier-1 suppliers tend to be less productive than export firms : on average, the suppliers’ productivity is only 73 % of the figure for exporters.


    While the level of productivity varies considerably between firms, and while it is a major determinant of their degree of integration in the global value chains, the trend in the productivity of Belgian companies over the period 1997-2010 for which a comparison with Germany is possible also varied greatly from one firm to another. The growth of apparent labour productivity was much less favourable in the weakest performing Belgian firms than in their German counterparts, whereas the opposite applied to the best performing firms.


    Apart from the movement in productivity alone, there is also a negative movement in unit labour costs compared to Germany at macroeconomic level. However, according to the company data, it seems that this deterioration was particularly noticeable in the lower part of the productivity distribution, while highly productive firms managed to keep the rise in unit labour costs down to a level similar to that seen in Germany, partly thanks to the relatively favourable improvement in their productivity. This result could perhaps be influenced by selection effects, as only the best performing firms are able to maintain their position in the population of exporters. In contrast, the less productive firms were unable to compensate for nominal pay increases with sufficient growth in their productivity, and therefore suffered a sharp deterioration in their unit labour costs. This less favourable situation could prompt exporters to turn to other sources of supply for their intermediate inputs, including foreign sources.


    Analysis of the links between firms shows that the question of the Belgian economy’s competitiveness cannot be reduced to a problem of direct participation by those firms in international trade. It must encompass the integration of the maximum number of companies in the global value chains, whether they be exporters or firms higher up the production chain.


    
      [RETURN]

    

  


  
    A. New European and Belgian supervision framework

  


  
    1. Introduction

  


  
    In the part on “Prudential regulation and supervision” of this Report, “new banking law” refers to the major project for regulatory reform in the banking sector for the purpose of transposing the European Capital Requirements Directive IV (CRD IV) and the Capital Requirements Regulation (CRR). The draft law also incorporates other key elements such as structural reforms and certain aspects of the European Directive on the recovery and resolution of credit institutions. The term “banking law” is used for simplicity even though, as the Report went to press, it was still only a draft being debated in Parliament. Some of the provisions described in the Report may therefore yet be amended.

  


  
    In the aftermath of the financial crisis, the authorities radically reformed the regulatory framework of the financial system at both national and international level. These changes are designed to establish a structure which is more capable of safeguarding financial stability, and to improve governance in the financial sector. The G20played a considerable part in outlining the main aspects of these reforms, which were subsequently considered in depth by international bodies such as the IMF, the Financial Stability Committee, the BIS and the OECD. This international coordination is vital to ensure the integration of the prudential framework and thus to avoid regulatory arbitrage in the context of financial globalisation.


    Apart from the profound changes to the regulations over the past five years, the implementation of which at European and national level will be described in more detail in chapter B of the “Prudential regulation and supervision” part of this Report, it was also decided to redesign the supervision architecture in order to strengthen both the macroprudential and microprudential dimensions and to ensure the convergence of supervision practices (see chapterC). As explained in detail in the 2011 Report, the implementation of the European System of Financial Supervision (ESFS) has already contributed to a steady improvement in cooperation between the national supervisory authorities, and has also helped to establish a set of harmonised prudential procedures. In addition, cooperation between national supervisory authorities and harmonisation of supervision practices have become a reality via the operation of the colleges of national supervisors in charge of the supervision of the main entities of cross-border groups.


    In the euro area, the spreading of the crisis to certain sovereign debt markets showed that a monetary union requires not only closer coordination of fiscal and economic policies but also unified supervision and, more generally, an integrated financial framework. Such a structure, called a “banking union”, is essential to reduce the negative feedback between the public sector and the banking sector and to limit the fragmentation of markets. Moreover, bank supervision generally extends beyond domestic borders, in view of the existence of cross-border groups and the more general integration of markets. In that sense, the banking union is a cornerstone for the further construction of EMU, and that is the context in which, in December 2012, the Heads of State or Government agreed on the actual implementation of a first pillar of the banking union, the single supervisory mechanism (SSM), the main characteristics of which are presented in the second section of this chapter.


    During the year under review, significant progress was made in implementing the SSM both at legislative level, with the approval of the SSM Regulation (1) on 12September and 15October respectively by the European Parliament and the Council, and in terms of the operational implementation of the SSM.


    
      (1) Council Regulation (EU) No. 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies relating to the prudential supervision of credit institutions.

    


    In regard to the second pillar, namely a single resolution mechanism, the Council reached agreement in December of the year under review. In addition, it expressed the wish to conclude an intergovernmental agreement by 1March 2014 to govern the operation of the single resolution fund. The main points of that agreement are presented in section 3 of this chapter. It should be noted that the new banking law provides for the creation of a resolution authority at the NBB, with extensive powers of resolution for institutions in serious financial difficulty.


    Progress on the third pillar, namely the harmonised deposit guarantee system, has hitherto been confined to harmonisation of the national systems.


    At national level, the implementation of the “twin peaks” model on 1April 2011 (1) brought fundamental changes to the supervision architecture. This new framework improved the coordination and integration of micro-

    prudential and macroprudential policies. Further progress was achieved in 2013 with the draft law establishing a macroprudential authority in Belgium, a role that the Bank will take on. The authority will have to cooperate with the ECB which will also have powers relating to macro-

    prudential policy. Section 4 sets out the framework for the exercise of macroprudential policy.


    
      (1) Royal Decree of 3 March 2011 implementing changes in the financial sector supervision structures.

    


    The “twin peaks” model was also reinforced by the signing of cooperation agreements between the Bank and the Financial Services and Markets Authority (FSMA) with the aim of improving the exchange of information between these two institutions. On the basis of separate reports submitted by the two institutions, the government is currently considering the possibility of further reform with the transfer of pension fund supervision from the FSMA to the Bank. Those developments are described in section5 of this chapter.
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    During the year under review, this general reform of the Belgian supervision architecture and its regulatory framework was commended by the IMF in its Financial Sector Assessment Programme (FSAP).

  


  
    2. Single supervisory mechanism


    2.1 Context and preparation


    The sovereign debt crisis in the euro area had revealed serious shortcomings in the construction of EMU. The successive responses by the European authorities over a period of almost two years have gradually lessened the vicious circle which had developed between the public sector and the banking sector, and slowed the retreat behind national boundaries on the part of market players. In that respect, the ECB’s statements and actions, the report (1) by the President of the European Council in June 2012 stressing the need for close coordination in the economic, fiscal and financial spheres, the conclusions of the Council on 29 June 2012 concerning the need for a banking union and, finally, during the second half of the year under review, the adoption by the Council and the Parliament of the SSM Regulation, proved decisive in gradually restoring economic agents’ confidence in the European banking system, and more generally in EMU. Chart 2 identifies the dates of announcement of the programme of outright monetary transactions by the ECB Governing Council and of the banking union. The ECB decision, reinforced by the banking union project, not only accentuated the fall in credit default swap prices for the debt of European sovereigns and financial institutions, but was also accompanied by a lasting inversion of the hierarchy between the two debtor categories, as the index of sovereign CDSs dropped below that of financial CDSs and also became much less volatile.


    
      (1) Towards a genuine Economic and Monetary Union, 26 June 2012.

    


    The SSM, which aims primarily to ensure the soundness and safeguarding of European banks and to enhance integration and financial stability in Europe, is scheduled to take effect on 4 November 2014. The implementation of this reform of the architecture of financial supervision in Europe is a major challenge, especially as the preparations will have to be completed within a very short period.


    During the year under review, a number of projects have already been launched and some progress has been made at various levels, notably in regard to organisation, supervision techniques and legislation. In 2013, the ECB and the national competent authorities worked closely together on the preparations for the SSM. That cooperation was piloted by a High-Level Group comprising representatives of each of the national competent authorities concerned and the ECB, and by a smaller Project Team. The High-Level Group was supported by a Task Force, which was in turn assisted by five Work Streams.


    The SSM operating procedures were set out in a draft Framework Regulation and a supervisory manual. Moreover, in accordance with the Regulation imple-

    menting the SSM, the ECB, in close collaboration with the national competent authorities, initiated the comprehensive assessment process for credit institutions which will come under the direct supervision of the ECB from 4 November 2014. That exercise, the components of which are described in Box 1, aims to determine the risk profile and identify any structural weaknesses in these institutions in order to promote the transparency and consolidation of the European banking sector with a view to the lasting restoration of market confidence in the European banking system.


    2.2 Tasks


    The SSM Regulation assigns to the ECB important tasks concerning prudential policy with due respect for EU law. The ECB’s responsibilities relate to institutions deemed significant, i.e. those that meet one of the following criteria : (1) the total value of its assets exceeds € 30 billion, or (2) the ratio of its total assets to the GDP of the Member State of establishment exceeds 20 % (unless the total value of its assets is below € 5billion), or (3) in the view of the national competent authority the institution is considered to be of significant relevance to the domestic economy, and the ECB confirms that opinion, and (4) it has requested or received support from the EFSF or the ESM. In the case of institutions considered less significant, the national competent authorities remain responsible for supervision. Nonetheless, the ECB will exercise horizontal supervision in order to detect potential vulnerabilities. It will also be able to take over the direct supervision of those institutions if that proves necessary to ensure the consistent, rigorous application of the supervision rules. Nevertheless, one exception was introduced for “common” procedures : for the grant or withdrawal of credit institution authorisation and for decisions relating to qualifying holdings, the ECB will be responsible for all banks, whatever their significance. However, the national authorities will remain responsible for preparing decisions on these subjects.
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    The ECB will have to ensure that credit institutions respect the minimum prudential requirements set by the CRD IV and the CRR (1) notably in regard to capital, liquidity, governance and major risks. Thus, it will have to make sure that institutions hold sufficient own funds in relation to the minimum prudential rules but also considering their intrinsic risk profile. In this context, the ECB will also be responsible for the individual risk assessment under pillar 2.


    
      (1) Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC, and Regulation (EU) No. 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No. 648/2012.

    


    In addition, the ECB will have the task of applying the qualitative requirements intended to guarantee that credit institutions have sound structures, processes and governance mechanisms. That includes the procedures for checking the integrity and expertise requirements for people in charge of managing credit institutions, but also examination of the internal control systems and remuneration policies and practices.


    In view of the importance of the large financial groups, the ECB will have to exercise supervision on both a consolidated and a non-consolidated basis. Thus, the ECB will participate in the colleges, without prejudice to the right of the national authorities to take part as observers. Moreover, in the case of financial conglomerates for which the banking arm is the dominant activity, the supplementary supervision will likewise be the responsibility of the ECB, which will thus take on a coordinating role.


    The Framework Regulation and the supervisory manual stipulate that a Joint Supervisory Team (JST) will be associated with each significant bank or banking group and will supervise that bank or banking group.


    The ECB will have to apply the European and national laws derived from the EU legislation. Some supervisory tasks are not entrusted to the ECB and remain the responsibility of the national authorities. These include consumer protection and measures to combat money-

    laundering. Furthermore, as explained in section 4 of this chapter, the macroprudential powers are shared between the ECB and the national competent authorities. In view of the importance of these policies for the stability of the financial system as a whole, it will be necessary to establish efficient coordination with all the authorities concerned.


    If the ECB finds any shortcomings or defects, it will be able to impose appropriate measures or sanctions, as defined by the Framework Regulation which spells out the respective roles of the ECB and the national competent authorities. In addition, wherever possible, the allocation of powers to impose sanctions is aligned with the allocation of supervisory powers and therefore takes account of the distinction between significant and less significant institutions. In accordance with the SSM Regulation, the ECB’s power to impose sanctions is confined to imposing fines and periodic penalty payments. The ECB may ask the competent national authorities to impose additional sanctions. Moreover, on finding a serious deterioration in the financial situation of a credit institution, the ECB will be able to take early intervention measures as defined by EU law. Those actions will have to be coordinated with the competent resolution authorities.


    2.3 Governance


    The Governing Council is the ECB’s top decision-

    making body, including for the performance of the new tasks resulting from the SSM. For the preparation and performance of the ECB’s tasks in the SSM, a new body called the Supervisory Board was set up at the ECB. All proposals for decisions by the Supervisory Board are subject to the approval of the Governing Council.


    Decisions relating to the performance of the prudential tasks may take the form of individual measures or guidelines, recommendations or decisions. The ECB may also adopt Regulations, but only to the extent necessary to organise or specify the arrangements for carrying out the SSM tasks.


    Supervisory Board meetings will be prepared by a Steering Committee. Its composition will be laid down in the Supervisory Board’s rules of procedure, but in any case must ensure a fair balance and an rotation between the national competent authorities.


    In view of its responsibilities relating to the stability of the financial system, the Supervisory Board can be expected to work closely with the Governing Council in determining macroprudential policy. The Governing Council and the Supervisory Board may arrange joint meetings in order to ensure that the microprudential and macroprudential perspectives are effectively combined. Those joint meetings should mean that proposals for decisions prepared by the Supervisory Board with a view to activation of the macroprudential tools are generally approved by the Governing Council without amendment (see section 4 of this chapter).
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    The ESCB Financial Stability Committee will also meet in a composition adapted to the SSM. As the macroprudential tools are still largely held by the national authorities, the members of this Committee, with their experience gained at national level, will make an important contribution towards assessing the macroprudential risks. In this area, the ECB will also work with the European Systemic Risk Board (ESRB) which performs key functions in the coordination of macroprudential policies (see section 4 of this chapter)


    The creation of the SSM also has implications for the European Banking Authority (EBA) whose governance and voting arrangements were adapted to ensure the smooth functioning of the Single Market and the cohesion of the European Union. Thus, the simple majority rule for certain decisions of the Supervisory Board has been changed to a double simple majority rule, applicable to members from the competent authorities of countries participating in the SSM and members representing the competent authorities of non-participating nations.


    In addition, the various powers of the EBA have been clarified. Apart from the convergence of prudential rules and standards, the EBA is to contribute towards promoting best supervisory practices in the Single Market by developing, in consultation with the competent authorities, a European supervisory manual incorporating the best supervisory techniques and procedures. This manual will cover both prudential aspects, e.g. relating to credit risk or liquidity risk, and the dimensions concerning consumer protection and measures to combat money-laundering. Moreover, in connection with its powers relating to the coordination of crisis management, the EBA will be invited to participate as an observer in the meetings of the authorities concerned, particularly the resolution authorities. In addition, the EBA’s tasks have been extended to include assessing the need to prohibit or restrict certain types of financial activities or making recommendations to the EC or the SSM Supervisory Board on the treatment applicable to new or innovative financial activities. All these changes were introduced by an EU Regulation dated 22 October 2013 (1).


    
      (1) Regulation (EU) No. 1022/2013 of the European Parliament and of the Council of 22 October 2013 amending Regulation (EU) No. 1093/2010 establishing a European Supervisory Authority (European Banking Authority) as regards the conferral of specific tasks on the European Central Bank pursuant to Council Regulation (EU) No. 1024/2013.

    


    (Box 1)


    2.4 Challenges


    Given the scale and importance of the reform of prudential supervision, the practical implementation of this project presents numerous challenges. The transitional period is extremely short, especially as all the preparatory work has to be completed by the end of that period, even if some key parameters will still have to be determined later.


    With regard to organisation, the ECB has to develop expertise and acquire the human resources needed to establish and harmonise quality control practices. Overall, the ECB expects to employ an extra 1 000 staff over the period 2013-2014 ; they will be allocated among the various Directorates General and other support services to be set up when the SSM actually takes effect. The recruitment of the necessary staff, including some from the national supervisory bodies, must not be at the expense of any significant weakening of the national teams, which will themselves face a relatively heavy work load in their own preparations for the SSM and the comprehensive assessment of the large banks in their own country. These national teams will have to work closely with the ECB, both during the transition phase and in the final phase, notably via the Joint Supervisory Teams (JSTs), which will ensure the transfer of the knowledge required to guarantee high-quality supervision.


    Apart from this collaboration between the ECB and the national authorities, it will also be necessary to ensure a degree of uniformity in the decisions in order to establish a level playing field between the institutions coming under ECB supervision, while taking account of both structural differences and variations in risk profile between the individual institutions. This decision-making process must be efficient, and must be conducted within a reasonable timeframe, although there needs to be full scope for interaction between the national authorities and the ECB in the preparation and implementation of decisions in theSSM. The comprehensive assessment exercise concerning large European credit institutions will be the first experience of applying this collaboration framework. It will also offer a first opportunity for harmonising supervision practices and techniques.


    In regard to legislation, the harmonisation of the rules introduced by the CRD IV and the CRR is accompanied by a degree of discretion retained by the Member States and the competent supervisory authorities. Some of these national options may have significant prudential implications. That concerns in particular the treatment of banks’ shareholdings in insurance companies, and the regimes applicable  during the transitional phase determined by Basel III  to unrealised losses and gains on assets recorded at fair value and to deferred taxes. Until the SSM enters into force, it is for the national authorities namely the NBB in the case of the companies subject to its supervision to determine these options (see chapterB, section2.1 of the “Prudential regulation and supervision” part of the Report for more details on the Belgian options). From 4 November 2014, the ECB will take charge of harmonising these options under the SSM. Meanwhile, the prudential treatment of SSM credit institutions will remain subject to some uncertainty that could have significant accounting implications. It will be essential to quantify that impact correctly to ensure a uniform approach in the comprehensive assessment process, taking account of the potential implications of that exercise for the possible imposition of corrective recapitalisation or restructuring measures.


    These harmonisation issues will not be confined to the treatment of the options under the CRD IV and the CRR, but will also concern the application of the national laws of the participating countries, whether those laws are derived from the transposition of other EU Directives or from purely national law, as those legislative provisions could interfere with the tasks conferred on the ECB. In Belgium’s case, one instance is the Bank’s power to veto strategic decisions taken by Belgian credit institutions.


    As regards regulation, the ECB will also have to coordinate its action with that of the European authorities. That will primarily concern the EBA, but will also extend to the European Insurance and Occupational Pensions Authority (EIOPA) and the European Securities and Markets Authority (ESMA). The ECB will in fact have to supervise conglomerates pursuing activities in multiple sectors and pay particular attention to preventing any risk of arbitrage that might result from divergent sectoral regulations.


    2.5 Impact on the NBB’s prudential supervision and on credit institutions


    Owing to the substantial market share in Belgium of financial groups meeting the criteria defining significant credit institutions, the NBB will be very closely involved in the implementation of the SSM. Indeed, around 95 % of the sector’s total assets are held by Belgian credit institutions deemed to be significant, and therefore falling within the competence of the ECB from 4 November 2014.


    There will be a JST for each significant credit institution or banking group. For each JST, the Supervisory Board will appoint a coordinator and decide the team’s size and composition. The national competent authorities of the countries where a bank is established will appoint the staff members to form part of the JSTs. For the national authorities, they form the key resource for assisting the ECB in the preparation of its supervisory tasks. In fact, in the case of banks subject to the ECB’s direct supervision, the files are to be prepared by the JSTs in accordance with clearly defined procedures harmonised at SSM level. While the final decision will now rest with the Supervisory Board and the Governing Council, the NBB will nevertheless be informed in advance of all proposals for decisions relating to significant credit institutions, both via the JST members who will report regularly to the Bank on the work of the SSM bodies, and via the national representatives on the Supervisory Board and the Governing Council.
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    For banks considered less significant and for institutions not subject to ECB supervision, such as branches directly subject to the law of a non-EEA Member State, the NBB retains full responsibility for the final decisions (1). However, the supervision methods must be harmonised with those developed for banks deemed significant, with due regard for the principle of proportionality.


    
      (1) Except for decisions relating to “common” procedures, where the final decision rests with the SSM decision-making bodies.

    


    Entry into force of the SSM will also affect institutions subject to direct ECB supervision. Although the NBB will remain the contact point for certain specific matters such as verification of the expertise and integrity of the management, these institutions will in future contact the ECB on most matters in order to ensure uniform treatment within the SSM. Moreover, regular meetings between the supervisory authority and the institutions will from now on take place under the aegis of the ECB and the JSTs. While the national authorities will continue to take charge of the regular collection of prudential data, the ECB will conduct the necessary checks to ensure the level of quality.


    3. Single resolution mechanism


    On 10 July 2013, the European Commission published a proposal for a Regulation establishing rules and a procedure for the resolution of credit institutions in the framework of a single resolution mechanism (SRM) (1). That proposal aims to establish the second pillar of the banking union, complementing the other two pillars, namely the single supervisory mechanism and the harmonised deposit guarantee system. The single resolution mechanism aims to strengthen the cohesion of the banking union by centralising resolution responsibilities at European level by analogy with the planned centralisation of responsibility for supervision. That alignment is necessary because supervision, early intervention and resolution form a continuum. It ensures that the implications of supervision responsibilities exercised at central level do not have to be borne by the national authorities in the resolution framework.


    
      (1) Proposal for a Regulation of the European Parliament and of the Council establishing uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the framework of a Single Resolution Mechanism and a Single Bank Resolution Fund and amending Regulation (EU) No. 1093/2010.

    


    The SRM as proposed by the EC is based on the creation of a Single Resolution Board and a Single Bank Resolution Fund. The Single Resolution Board is to be composed of an Executive Director, a Deputy Executive Director, and representatives of the European Commission, the European Central Bank, and the national resolution authorities. It will be responsible for drawing up resolution plans for all banking groups established in Member States participating in the SSM, and for banks not forming part of a group. As a corollary, it will also assess resolvability and stipulate the minimum own funds requirements. In addition, it will determine the liabilities to be taken into account in the bank’s bail-in, taking care not to jeopardise financial stability. Finally, the Board is to define the approach to be adopted where, in cooperation with the SSM, it finds that a group or a bank actually meets the conditions for resolution. In particular, that implies determining the use to be made of the various resolution tools, namely (i) sale of the business, (ii) use of a bridge institution, (iii) asset separation, and (iv) bail-in. The approach proposed by the Single Resolution Board will be validated by the European Commission, while it will be implemented by the national resolution authorities concerned, under the supervision of the Single Resolution Board.


    The definition of a resolution approach is governed by a set of principles designed to ensure continuity of the critical functions performed by the institution but without resorting to public funding and taking care to avoid certain forms of moral hazard. The Single Resolution Board has to ensure that the shareholders are the first to bear the losses, followed if necessary by the institution’s creditors, according to the order of priority for bankruptcy cases and giving equitable treatment to creditors in the same class. In particular, no creditor may incur greater losses than would have been the case if the institution had been the subject of bankruptcy proceedings. Finally, the Single Resolution Board will ensure that the institution’s management is dismissed, except where retention of the management is necessary for the achievement of the resolution objectives.


    The Single Resolution Fund is to be financed by credit institutions and investment firms. This Fund will replace the national resolution funds of the participating Member States and will take on their role. It will have six intervention options. First, it can guarantee the assets or components of the liabilities of an institution in resolution, one of its subsidiaries or a bridge institution or asset management vehicle. Second, it can grant a loan to these various bodies. Third, it can acquire certain assets of an institution in resolution. Fourth, it can contribute to the capital of a bridge institution or asset management vehicle. Fifth, it can also pay compensation to shareholders or creditors if it is established that the compensation granted to them is too little in view of the situation which would have applied to them in a bankruptcy scenario. Finally, it can contribute to the bail-in if the latter has not been applied to all creditors eligible for the bail-in.


    On 18 December 2013, the EU Council of Ministers concluded an agreement on the general approach concerning the single resolution mechanism. That agreement concerns both a compromise text of the Regulation establishing rules and a procedure for the resolution of banks under a single resolution mechanism, and on the intention to conclude an intergovernmental agreement by 1March2014 which will govern the Single Resolution Fund. That Fund is to be financed mainly by the banking sector and provided with a back stop at the expense of the national authorities or the ESM (1), if the available funds prove insufficient. The compromise text contains adjustments in relation to the decision-making process within the SSM, the composition of the Single Resolution Board and the powers of the Single Resolution Fund. Negotiations with the European Parliament can therefore begin with a view to concluding an agreement by the end of the legislature.


    
      (1) On 21 June in the year under review, the Eurogroup reached agreement on the direct recapitalisation of financial institutions by the EMS. That recapitalisation will be limited to € 60 billion. The operational framework will only be completed once the European Parliament has finalised the legislative proposals for recovery and resolution and the deposit guarantee system.

    


    The European Commission intends the SRM to take effect on 1January 2015. However, in order to function correctly, this mechanism, which is an essential extension of the single supervisory mechanism, must be supported by a uniform body of rules within the participating Member States. The entry into force of the SRM therefore also depends on the date of entry into force of the Directive of the European Parliament and of the Council establishing a framework for the recovery and resolution of credit institutions (1), scheduled for 1 January 2015 (2).


    
      (1) Proposal for a Directive of the European Parliament and of the Council establishing a framework for the recovery and resolution of credit institutions and investment firms and amending Council Directives 77/91/EEC ,82/891/EC, 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC and 2011/35/EC and Regulation (EU) No. 1093/2010.


      (2) See chapter B, section 2.4 of the part on “Prudential regulation and supervision” of the Report, concerning the legislative framework for the recovery and resolution of banks.

    


    That Directive will be partly transposed in Belgium via the new banking law which, among other things, gives the National Bank the role of resolution authority ; for that purpose, a Resolution College will be formed at the Bank. This new resolution authority will therefore need to work with the Single Resolution Board in connection with the tasks conferred upon it (1).


    
      (1) See chapter B, section 2.4 of the part on “Prudential regulation and supervision”.

    


    4. Macroprudential policy


    The single supervisory mechanism, which has a microprudential task, will have to coordinate its action with that of the macroprudential authorities responsible for ensuring the stability of the financial system as a whole. Indeed, one of the great lessons of the recent crisis was that an individual approach to the institutions is not enough to contain the risks of financial fragility. In a context of global markets, the interactions between financial intermediaries can rapidly trigger contagion which will spread all the faster if the main market players have adopted similar strategies or identical positions.


    This macroprudential dimension calls for specific competence, because it requires not only the development of an aggregate view of the functioning of the financial markets, but also a clear grasp of the interactions between the real and financial spheres of the economy. The causes of instability in the system are not solely linked to endo-

    genous factors but may also come from developments in the structure of economic activities, featuring at global level structural imbalances in the current account balance or, at national level, abnormal growth of certain categories of expenditure and investment, notably in the real estate sector.


    As a result of their position at the heart of the financial system, combined with the expertise developed in conducting one of the main components of macroeconomic policy, central banks are destined to play a leading role in defining such a macroprudential policy. The policy has to combine two major imperatives. It must be coordinated within economic regions where there is close financial integration, as in the euro area, because contagion effects are liable to be particularly virulent in such an environment. At the same time, since it is evident that financial instability may also occur within a particular market as a result of cyclical developments specific to one country, that is an argument for leaving some national autonomy. First, despite the creation of a single resolution mechanism, the domestic authorities will still carry primary responsibility for the financial implications of a systemic crisis affecting their economy. Also, those authorities will be more likely to use their freedom of action in relation to macroprudential policy if the other main components of macroeconomic policy, such as monetary and microprudential policy, are increasingly beyond their direct control.


    These were the considerations behind the setting up in 2010 of the European Systemic Risk Board (ESRB), which was given the task of coordinating the conduct of macroprudential policy within the EU and, via its warnings or recommendations, prompting national or European authorities to take action in this area. So far, the ESRB has made six recommendations. Four of them concern specific topics, namely lending in foreign currencies, funding of credit institutions in dollars, monetary undertakings for collective investment, and funding risk assessment and follow-up. Two more specifically concern the establishment of appropriate structures for exercising macro-

    prudential policy.


    The first of these two recommendations calls on all EU Member States to designate a national authority specific-

    ally responsible for this policy. In Belgium, the government proposes to confer that mandate on the NBB by its draft law establishing the mechanisms of a macroprudential policy and spelling out the specific tasks devolved to the NBB in connection with its task of contributing to the stability of the financial system. For that purpose, the Bank will be authorised to collect any useful information from institutions that could generate a macroprudential risk, if appropriate via the bodies responsible for supervising those institutions. It will be able to mobilise in-house information and expertise and be supported by its regular contact with the other bodies concerned, and its relations with the European authorities involved in the exercise of macroprudential policy.


    Another ESRB recommendation asks the Member States to develop a strategy for the conduct of macroprudential policy by defining intermediate objectives, using specific instruments and periodically assessing those objectives and instruments. The draft law provides for a broad range of instruments to enable the Bank to comply with that recommendation. In that respect, a distinction should be made between the instruments which had originally been intended for microprudential aspects and certain instruments for exclusively macroprudential use. The former include the imposition of supplementary requirements regarding own funds or liquidity, either in general or geared to certain exposures, and quantitative limits in relation to counterparties or certain activities. The Bank can implement them directly so long as it first informs the competent authorities and takes account of any objections that they raise. The second set of instruments comprises measures relating to mortgage loans, concerning loan-to-value ratios and debt service ratios for borrowers ; these measures are to be implemented by the government on the recommendation of the Bank.


    However, the NBB did not wait for the formal introduction of this new law before implementing measures to prevent the emergence of systemic risks. While the previous legislation had not designated an authority responsible for macroprudential policy as such, the Bank’s Organic Law had long included contributing to financial stability among the Bank’s tasks. This role of the Bank was greatly extended in April 2011 with the implementation of the “twin peaks” model, incorporating the macroprudential and microprudential dimensions of financial supervision and giving the Bank special powers in relation to systemicinstitutions.


    That is the backdrop against which the Bank introduced two adjustments to its regulations on own funds at the end of 2013. In view of the recent property price rises and the economic uncertainty that could impair borrowers’ future repayment capabilities, as part of a comprehensive package, it increased the weighting coefficients of mortgage loans, the levels of which were considerably lower than those prevailing in most neighbouring countries (see chapter C, section 2.1 of the part on “Prudential regulation and supervision” of the Report). Also, when considering the need for structural reform of the Belgian banking sector, the Bank decided to impose a capital surcharge on trading activities above a certain threshold, in order to reduce the scale of credit institutions’ high-risk activities (see chapter B, section 3 of the “Prudential regulation and supervision” part).


    The centralisation of the prudential supervision of credit institutions in the future SSM means that the Bank will coordinate its macroprudential action with the ECB to a greater extent than in the past. Up to now, that coordination was based essentially on existing inter-

    actions between financial stability and price stability, the primary objective of the ECB’s monetary policy. It was based on Article127.5 of the Treaty on the Functioning of the European Union, stipulating that the ESCB shall contribute to the smooth conduct of policies pursued by the competent authorities relating to the prudential supervision of credit institutions and the stability of the financial system. On taking direct responsibility for the individual supervision of systemic financial institutions in the euro area, the ECB will supervise the use for microprudential purposes of many instruments which could also be mobilised in the macroprudential sphere. That will not remove all need for more targeted use of these tools by the national authorities, in the event of developments threatening the financial stability of one of the Member States. The SSM Regulation stipulates that both the national competent authorities and the ECB may, subject to prior mutual notification, impose additional solvency requirements for systemic purposes. Consequently, these respective powers will reinforce and supplement each other in order to raise the level of requirements if appropriate, but not to reduce it so as to prevent the conduct of macroprudential policy leading to a relaxation of the prudential rules.


    The establishment of this new framework for the coordination of macroprudential policy between the ECB and the national central banks will have to be reconciled with the establishment within the ESCB of a governance structure which safeguards the autonomy of the exercise of the individual supervision of credit institutions and at the same time maintains the independence of monetary policy. In the macroprudential sphere, there will be a need for special arrangements reflecting the hierarchy that already prevails at the level of most Member States, where the central bank is the main player in regard to the introduction of regulations specifically designed to prevent systemic risks.


    The ECB will also have to liaise with the ESRB, which will retain its own macroprudential powers. They are more limited than those of the ECB, since the ESRB only has power to issue warnings or recommendations, with no direct control over the actual use of the instruments. At the same time, those powers are more extensive in that the ESRB’s mandate covers the whole of the EU and extends beyond just the credit institution segment to encompass the whole of the financial sector.
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    5. Belgian supervision framework


    The Law of 2 July 2010 (1) laid the foundations for a radical change in the supervision of firms in the financial sector in Belgium, conferring on the King the powers necessary to transfer the prudential supervision of credit institutions, insurance companies, investment firms, reinsurance companies and institutions for occupational retirement provision (IORPs) to the National Bank of Belgium.


    
      (1) Law of 2 July 2010 amending the Law of 2 August 2002 on the supervision of the financial sector and on financial services, and the Law of 22 February 1998 establishing the Organic Statute of the National Bank of Belgium, and containing miscellaneous provisions.

    


    In accordance with this reform introduced by the “twin peaks” Royal Decree, the Bank became the main prudential supervision authority while the FSMA conducts the transverse supervision of the rules of conduct, market supervision, and consumer information and protection (1). The report to the King preceding the “twin peaks” Decree also defined the dividing line between the powers of the two institutions : “The prudential rules aim specifically to ensure the soundness of financial institutions by imposing requirements relating in particular to the solvency, liquidity and profitability of those institutions ; the rules of conduct aim specifically to ensure the honest, fair and professional treatment of customers via requirements relating in particular to the firm’s competence, the conduct of its business and the conscientious treatment of the customer or consumer under the code of conduct.”


    
      (1) See Parliamentary documents, 52nd legislature, 2009-2010, No. 2408/1, p. 27.

    


    5.1 Cooperation protocol between theBank and the FSMA


    The new “twin peaks” supervision architecture implies some interaction and consultation between the Bank and the FSMA in order to coordinate the performance of their supervisory tasks. While the banking and financial legislation amended by the “twin peaks” Royal Decree contains some provisions on coordination of the supervision by the Bank and the FSMA, it also stipulates that these two authorities are to conclude a protocol in order to lay down the practical arrangements for the cooperation specified by law, and to determine the cases where further coordination is necessary to ensure uniform application of the legislation.


    The Bank and the FSMA concluded that protocol on 14March 2013 (1). It was intended to spell out the two authorities’ mutual understanding of the cooperation which exists between them while pointing out that it is for each authority to perform the tasks assigned to it by law with full autonomy and responsibility. The cooperation takes three forms, namely the exchange of information, consultation and coordination ; the latter is arranged as a dialogue after which the authority that has to decide takes sole responsibility for the decision.


    
      (1) General protocol on the cooperation between the National Bank of Belgium and the Financial Services and Markets Authority to ensure the coordination of the supervision of the institutions subject to their respective supervision. This protocol is published on the respective websites of the two authorities.

    


    Among other things, the two authorities agreed that, apart from the exchange of information specified by the banking and financial legislation, they would on their own initiative exchange all information of significance and relevance for the performance of their respective tasks so that each of them may take its decisions in full knowledge of the facts. Similarly, they agreed to consult one another in order to ensure the uniform application of the banking and financial legislation.


    In addition to the regular meetings between the Governor of the Bank and the Chairman of the FSMA, the protocol establishes a liaison committee and a joint supervision policy committee. These two committees aim to ensure a continuous dialogue between the two authorities on the implementation of the protocol and the coordination of their supervision policies respectively. In this context, the Bank and the FSMA consulted one another in particular on aspects relating to the fit and proper character of managers and on money-laundering.


    The protocol also describes the practical arrangements for cooperation between the two authorities.


    It should also be mentioned that this general protocol on cooperation conforms to the recommendations made by the IMF in the context of the FSAP and that, apart from this protocol, the Bank and the FSMA have already concluded a cooperation agreement on the supervision and monitoring of market infrastructures, while a protocol on foreign investment firms is currently being finalised.


    5.2 Supervision of occupational pension and supplementary pension institutions


    The powers relating to the prudential supervision of IORPs have not yet been transferred to the Bank. That transfer is enshrined in chapter 20 of the “twin peaks” Decree, but under Article 351 (2) 3rd indent of that Decree the effective date of the transfer is to be determined by a Royal Decree. In the absence of such a decree, the transfer will take place automatically on 31 December 2015. It was also stipulated that by no later than 31 December 2013 the Bank and the FSMA are to produce a report to “enable the King to take a decision on the entry into force of the provisions of this chapter”. Among other things, that report is to examine any changes which have occurred in regard to the characteristics of the legislation and the IORP market, and is to ensure equivalent treatment of institutions operating in the second pillar pension sector (insurance companies and IORPs) so as to avoid prudential arbitrage. The Bank submitted its report to the government at the end of 2013.

  


  
    Box 1  Comprehensive assessment of credit institutions in preparation for the SSM


    In November of the year under review, in accordance with the SSM Regulation, the ECB and the competent authorities began the comprehensive assessment of the banks for which the new European supervisory authority will take on the supervision from 4 November 2014. This exercise concerns the 128 credit institutions in the 18participating euro area countries with an asset value in excess of € 30 billion, representing around 85 % of the banking assets of the euro area.


    This exercise, which is to be completed before the SSM takes effect, aims both to foster transparency by enhancing the quality of the information available on the condition of banks and to continue the consolidation of the credit institutions’ balance sheet by conducting a comprehensive assessment of their risk profile and identifying and implementing any corrective measures required.


    This assessment, which should help to build confidence in the European banking sector, comprises three complementary components, the results of which will be disclosed per country and per institution on completion of the process, prior to the transfer of the supervision of these institutions to the SSM :


     Risk assessment system (RAS) : using various indicators plus backward- and forward-looking information, a comprehensive quantitative and qualitative analysis will be conducted on the intrinsic risk profile of the institutions. It will cover the business model, liquidity risk, credit risk and governance aspects. This analysis will be based on a harmonised methodology developed by the ECB in collaboration with the national authorities. Initially, this new supervision tool will be used in parallel with the national systems, so as to derive benefit from bases of comparison and improve the methodology. This dual assessment, which is relatively onerous in operational terms, will facilitate the transition to the new supervision framework.


     Asset quality review : this review aims to analyse in detail the quality of banks’ assets, essentially by checking their valuation in the institutions’ accounts as at 31 December 2013, with due regard for the level of collateral and provisions. The analysis will cover banking and trading book exposures, on- and off-balance-sheet positions, and exposures to domestic and foreign risks using minimum cover criteria. All categories of exposures will be considered, whether they relate to governments, financial institutions, firms or households. Special attention will focus on the valuation of more complex instruments and less liquid or higher risk assets, which tend to increase the opacity of bank balance sheets. For this exercise, a prudent interpretation of the international financial reporting standards (IFRS) will be applied and the EBA will establish a harmonised definition of non-performing loans and forbearance in order to ensure uniform treatment between countries and institutions.


     Stress tests : on completion of the prudential analysis and quality review, stress tests will be conducted jointly with the EBA in order to check the banks’ ability to absorb various types of macroeconomic and financial shocks.


    To determine any capital shortfall, the assessment will be based on a capital benchmark of 8 % Common Equity Tier1  CET 1 in accordance with the definition in the CRD IV and the CRR, while taking account of the transitional arrangements both for examining asset quality and for the baseline stress test scenario. For the adverse scenarios, lower capital thresholds will be notified with the details of the exercise.


    In view of the scale of this exercise, the ECB and the national authorities will work together closely at all times, while enlisting the support of independent third parties. To ensure that the exercise is consistent between Member States and between banks, the ECB will take responsibility for developing and implementing a standardised methodology and a comprehensive approach while the national authorities will be responsible for the execution under the supervision of the ECB, which will ensure the quality of the exercise.


    A number of Belgian credit institutions will be subject to this comprehensive assessment, namely Belfius, KBCGroup, Investar (Argenta), Axa, Bank of New York Mellon and Dexia. This last institution will be subject to special treatment to take account of its specific characteristics and the resolution plan approved by the European Commission on 28December 2012. The exercise will also include the credit institutions BNP Paribas Fortis and ING Belgium via their respective parent institutions.
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    Where appropriate, this comprehensive assessment of the credit institutions will be followed by a series of corrective measures, notably to adjust the provisions and equity capital of the various banks. In that context, the ex-ante establishment of support mechanisms is crucial to the success of the exercise. Any capital shortfalls identified must be made good primarily via private capital sources. If those sources are insufficient, it will be possible to resort to public intervention in accordance with national practices and European rules.


    
      [RETURN]

    

  


  
    B. Prudential regulation

  


  
    1. Introduction


    During the year under review, work continued on the reform of the prudential regulatory framework. The measures were transposed into Belgian and European law on the basis of the guidelines established by the internationalinstitutions.


    For the banking sector, this concerned more specifically the publication of CRD IV and CRR, which apply from 1January2014, and the proposals for a Regulation on the single resolution mechanism and a Directive on the recovery and resolution of banks. These European provisions need to be transposed into Belgian law, hence the new banking law. Its scope is very broad : as well as transposing CRDIV, CRR and the recovery and resolution provisions, it covers structural reforms and remuneration policy. These various points are considered in more detail in section2 of this chapter.
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    In regard to the insurance sector, the changes concerning prudential regulation stipulated in the SolvencyII Directive (1) were postponed again. However, transitional measures were adopted under the Quick FixI and II Directives, so that some provisions of the Regulation could already be implemented. In addition, the Solvency II Directive required amendment, and that was done by the OmnibusII Directive. Owing to the delay in implementing SolvencyII, it was not possible to finalise a pre-draft Belgian law during the year under review. In order to prepare firms for the new supervision regulations, the Bank decided to comply with and supplement the EIOPA guidelines. Furthermore, measures were adopted at Belgian level concerning interest rate risk provisions (flashing-light provisions), while the Bank submitted pre-drafts to the government on the acceptance of publicly guaranteed loans as covering assets and the system of exemption for local insurance companies. Section3 of this chapter looks at these subjects in moredetail.


    
      (1) Directive 2009 / 138/EC of the European Parliament and of the Council of 25November2009 on the taking-up and pursuit of the business of insurance and reinsurance.

    


    For market infrastructures, the standards for central counterparties were laid down in the European Market Infrastructure Regulation (EMIR) (1) and the Implementing Regulations. In addition, further work was done on the European legislation on central securities depositories, the recovery and resolution of market infrastructures, and payment services. The Bank kept a close watch on all these activities, as discussed in section4 of this chapter.


    
      (1) Regulation (EU) No.648 / 2012 of the European Parliament and of the Council of 4July2012 on OTC derivatives, central counterparties and trade repositories.

    


    Progress was also made at cross-sectoral level, starting with the transposition via the new banking law of the Financial Conglomerates Directive (FICOD I) (1) and the Joint Forum Principles. In regard to the banking and insurance sector, the Bank paid particular attention to the fit and proper character of the management of financial institutions. From now on, under the banking law and the alignment of the insurance supervision law, it is compulsory to set up a management committee. Finally, in regard to “citizens’ loans”, the Bank has the task of checking whether the use of the money raised by means of these contracts conforms to the legal rules. These cross-sectoral aspects are explained in section5 of thischapter.


    
      (1) Directive 2011 / 89/EU of the European Parliament and of the Council of 16November2011 amending Directives 98 / 78 / EC, 2002 / 87 / EC, 2006 / 48 / EC and 2009 / 138 / EC as regards the supplementary supervision of financial entities in a financial conglomerate.

    


    2. Banks


    2.1 Transposition of Basel III into Community law  CRD IV / CRR


    The lengthy process of transposing into Community law the Basel Committee proposals known as BaselIII, on which work had begun in2011, culminated in the June2013 publication of CRD IV and CRR. This Directive and the Regulation applied on 1January2014 (1).


    
      (1) CRD IV and CRR came into force on 17July2013 and on 28June2013 respectively. CRD IV had to be transposed into the national law of the Member States by 31December2013. CRR applies from 1January2014.

    


    The Directive introduces new organisational provisions which require the establishment, within the statutory board of directors, of an audit committee, an appointments committee, a risk committee and a remuneration committee. In regard to the last two, the risk committee is intended to enable the statutory board of directors to determine the institution’s risk strategy and risk tolerance with full knowledge of the facts, and to keep a close watch to ensure that the effective management of the institution implements and respects these two parameters. The remuneration committee has to ensure that the incentives created by the remuneration system, including the promotion system, are not such as to lead to excessive risk-taking in the institution or behaviour motivated by interests other than those of the institution and its stakeholders. To that end, the Directive specifically defines the policy rules applicable to the variable components of remuneration. In particular, except in special cases, it limits the variable component of remuneration to 100 % of the fixed component.


    The new European Regulation defines the minimum solvency and liquidity requirements to be respected by all credit institutions and investment firms in Europe. Those requirements are equivalent to the ones proposed by the Basel Committee and approved by the Group of Governors and Heads of Supervision, and later by the G20 in November2010 (1). Long transitional periods are specified for both categories of requirements, so that the new regulations can be phased in gradually, thus moderating their economic impact.


    
      (1) See Report 2011, “Financial stability and prudential supervision”, p. 50 to54.

    


    Solvency requirements


    In regard to solvency, the EU Regulation introduces a leverage ratio. That ratio defines the minimum amount of own funds in relation to the total volume of assets, in order to ensure that a rapid rise in lending to counterparties with a low risk weighting does not lead to an excessive increase in the total debt ratio or leverage. It also sets aside any inconsistencies in the calculation of risk-weighted assets. While the Basel Committee proposed a level of 3 %, the Regulation only introduced the leverage ratio as an observation ratio up to 1January2018. In the light of the lessons derived from this observation period regarding the impact on credit institutions’ business, the Commission can then make this ratio mandatory via a legislative proposal which will have to be approved by the Council and by the EuropeanParliament.


    The Regulation also modifies the minimum solvency ratios expressed as percentages of the own funds to be held in relation to the weighted risk volume. Compared to the previous rules, the percentages to be respected have been raised and the definitions of both own funds and the weighted risk volume for specific risks have been tightened up. As for the percentages, the new minimum requirements raise the solvency ratio from 2 % to 4.5 % for core elements of own funds (common equity Tier1CET 1), from 4 % to 6 % for Tier1 and to 8 % in terms of total capital.


    In the definition of own funds used for these ratios, the emphasis is on the core elements of own funds, which essentially comprise the capital represented by the ordinary shares and the reserves. In addition, the deductions and adjustments to own funds, e.g. in respect of goodwill or holdings in other financial institutions, were harmonised and are now applied to these core elements of the own funds. In forming their Tier1 equity, institutions can always include hybrid debt instruments in addition to the common equity elements, so long as they are perpetual, offer total flexibility on payment and remuneration, and can be used to cover losses if necessary. Subordinated instruments with a minimum maturity of five years can continue to be taken into account as additional or Tier2 elements in calculating the total own funds.
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    Turning to the risk-weighted exposure, the Regulation strengthens the capital requirements for credit risks in the case of derivatives business by imposing a capital charge for potential losses of market value resulting from downgrading of the counterparty’s credit rating. Conversely, to attenuate the risk that higher solvency standards could affect lending to SMEs, the Regulation permits a 24 % reduction in the credit risk requirements for loans to SMEs, subject to certain conditions. These lower requirements will be reviewed in2017 on the basis of a report to be drawn up by the EBA on the situation regarding lending to SMEs and the risks associated with that business.


    The CRDIV Directive introduces an additional provision to lessen the pro-cyclical effect of the solvency requirements. As well as the minimum required by the Regulation, credit institutions will have to gradually build up a 2.5 % common equity buffer, known as the capital conservation buffer. In the event of a crisis, the supervisory authorities may decide to reduce the level of that buffer in order to enable the banking sector to continue financing the economy ; conversely, in the event of a credit boom, they can increase the level with an extra capital buffer known as the counter-cyclical capital buffer. If a credit institution has insufficient own funds to meet the minimum requirement and form the required buffers, the supervisory authority may impose restrictions on the payment of dividends to shareholders and on variable remuneration.


    The EBA was given the task of drawing up the technical measures to ensure uniform application of these rules in Europe. In practice, that means that the Member States will have less freedom than before to impose more stringent standards on their entire banking sector. However, the Regulation and the Directive do offer the Member States some flexibility for increasing the regulatory requirements, so long as that is justified either by macroprudential risks or by structural differences between the various national financial markets.


    If heightened systemic risks pose a threat to the financial sector’s stability, the European regulation permits the Member States to increase the overall capital requirements, impose targeted additional requirements, e.g.on the financial sector or the real estate sector, or impose stricter rules on risk concentrations (1). However, these measures must be justified in the light of the increased risks. In certain cases the Council may oppose a measure taken by the Member State, particularly if the ESRB, the EBA or the Commission considers that the stated justifications are not sufficiently well-founded, that the proposed measure is inappropriate, or if it has an excessively adverse impact on the functioning of the Single Market.


    
      (1) See chapterA, section4, of the part on “Prudential regulation and supervision” of the Report.

    


    The Member States can also impose an extra capital buffer to take account of the structural systemic risks in their financial sector. To cater for any adverse effects of that measure on the other Member States, a notification and authorisation procedure was introduced, obliging national authorities to notify the European Commission, the EBA and the ESRB one month in advance, stating the reasons for their decision. The EBA and the ESRB are responsible for assessing whether the decision to impose such a surcharge might have excessively harmful consequences for the financial system of other Member States or for the functioning of the single market. From2016, the Commission may also automatically oppose any systemic risk requirement in excess of 5 % of the exposure.


    Finally, in accordance with the international standards, the Directive also allows the Member States to impose an extra capital buffer on institutions deemed systemically important at global or local level. That additional requirement may range between 1 % and 3.5 % of the weighted exposure and must be met by the common equity.


    As regards the practical application of this new legislation to Belgian credit institutions and investment firms, the Bank prepared its own draft regulation during the year under review. This draft sets out, among other things, the rules on exercising the options left open by the European legislation and the rules on application of the transitionalmeasures.


    As far as the rules on exercising the options are concerned, the Bank decided in particular to maintain its policy on the treatment of holdings in insurance companies, accepting that these are not deducted from the own funds if they are held by a mixed financial holding company. In contrast, holdings by credit institutions or investment firms must be deducted from the own funds. The Bank also decided to maintain its policy on risk concentration by limiting the exposures of Belgian subsidiaries of foreign institutions to their group to 100 % of their own funds.


    In addition, the Bank adopted a set of measures to enable credit institutions to adjust the level of their own funds gradually to the new regulations. For example, during a transitional period, it authorised them to retain in their own funds existing capital instruments which do not meet the eligibility criteria under the new regulations. If they are not redeemed in the meantime, these instruments will be gradually excluded from the own funds over a ten-year period. New deductions from the own funds, mainly those relating to unrealised losses on the investment portfolio recorded at market value and deferred taxation, will be phased in over a five-year period.


    Liquidity standards


    Published by the Basel Committee on Banking Supervision inDecember2010, the Basel III package includes for the first time, in addition to solvency requirements, two harmonised international liquidity standards : the liquidity coverage ratio (LCR), which requires banks to hold sufficient buffers in the form of liquid assets to withstand a serious liquidity crisis independently for one month, and the net stable funding ratio (NSFR), which focuses on a robust structural liquidity position and encourages institutions to finance their illiquid assets with relatively stable sources of funding, such as long-term funds, capital and deposits of households and SMEs. At the beginning of2013, the Basel Committee published a finalised version of the LCR calibration. During the year under review, the Committee continued its analysis of the interactions between the LCR and monetary policy, the transparency requirements for the LCR and the final calibration of the second ratio, theNSFR.


    Under the terms of the CRR, the first harmonised liquidity ratio, the LCR, is to apply to all credit institutions and financial holding companies in Europe from 1January2015, both in regard to individual legal entities and at the highest consolidation level in Europe. The LCR will be phased in as a regulatory standard, starting with a minimum requirement of 60 % at the beginning of2015, raised by 10 % a year in2016 and2017, and by 20 % at the beginning of2018 to bring the ratio up to 100 %. The CRR stipulates that the European Commission will specify the final details of the European LCR by no later than the end of June2014. The EBA was also requested to devise various technical standards and guidelines defining certain aspects of the LCR. On the subject of the NSFR, the CRR states that the European Commission may prepare a legislative proposal by the end of2016, introducing this ratio as a regulatory standard. Finally, the CRR provides for the establishment of unified liquidity reporting for all credit institutions from2014.


    With effect from2015, liquidity regulation and reporting in Belgium must therefore be adapted or replaced in accordance with the European single rulebook specified by the CRD IV and the CRR. However, as the local supervisory authority, the National Bank retains some discretion over the transition from the national liquidity ratios to the LCR, even in the case of significant banks subject to the direct supervision of the SSM, until such time as the LCR has been fully phased in by the CRR. The Bank’s liquidity rules have already been applying quantitative liquidity standards comparable to the LCR since2011. The Bank therefore intends to make sure that credit institutions and financial holding companies under Belgian law continue to hold sufficient liquidity reserves at the time of transition from the Bank’s ratio to the LCR, in order to avoid any “cliff effects” (1) due to the phased introduction. The CRR explicitly allows the national authorities to impose stricter requirements until the LCR has been introduced in full. The Bank therefore intends to phase in the European LCR 100 % from 1January2015. After that date, the Belgian regulations on quantitative liquidity standards and liquidity reporting will therefore cease to apply in the case of all Belgian credit institutions and financial holding companies. The Bank explained these strategic decisions in a communication to the institutions concerned. In a later phase, these plans will be put into effect via adjustments to the relevant regulations.


    In preparation for the introduction of these international standards as liquidity requirements for Belgian banks, asample of institutions are already submitting quarterly reports to the supervisory authority on their position. The EBA then uses that information to draw up various technical standards and guidelines defining certain aspects of the LCR. From2014, the said introduction of European prudential liquidity reporting will require all credit institutions and financial holding companies to submit reports on the standards laid down by BaselIII. Apart from the reporting on these two future liquidity standards, the EBA has also developed additional harmonised reporting on other aspects of the banks’ liquidity position, notably the maturity of the assets and liabilities and the concentration of funding per counterparty and per product. This additional reporting will enable the supervisors to gain a fuller picture of the position of institutions and to monitor it more effectively.


    
      (1) Avoidance of cliff effects when phasing in the LCR means the need to ensure that banks already respecting the 100 % standard do not temporarily reduce their liquidity buffers because the LCR is being phased in and only stipulates a ratio of 60 % in2015.

    


    2.2 Transposition of the CRD IV and the CRR into Belgian law


    The CRD IV Directive and the CRR Regulation were adopted on 26June2013. They implement the recommendations of the Basel Committee on Banking Supervision, particularly the “Basel III” provisions (1). In view of the extremely short time allowed for transposing the CRDIV and the CRR into Belgian law, the Bank made a major contribution to the work of transposition conducted under the direction of the Minister of Finance. That work was incorporated in a fundamental revision of the Banking Law of 22March1993 (2) (3). The entry into force of the new banking law is to be accompanied by an important regulatory section designed in particular to implement various options that the CRR left to the discretion of the Member States and national competent authorities.


    
      (1) Avoidance of cliff effects when phasing in the LCR means the need to ensure See chapterB, section2.1, of the part on “Prudential regulation and supervision” of the Report.


      (2) Law of 22March1993 on the status and supervision of credit institutions.


      (3) The changes concerning investment firms, especially brokerage firms, will form the subject of a separate draft law.

    


    The transposition also affords the opportunity for clarifying the scope of certain provisions in line with the IMF’s Financial Sector Assessment Programme (FSAP) (1) and the Basel Committee’s recommendations.


    
      (1) See chapterC, section1.1, of the part on “Prudential regulation andsupervision”.

    


    CRD IV contains numerous provisions on governance (1). Those provisions were reclassified in order to bring together in the new law all the measures concerning the governance structure as such. Those measures are described in (Box2).


    
      (1) See chapterB, section2.1, of the part on “Prudential regulation andsupervision”.

    


    While there are no other substantial changes concerning access to the banking business, the new law includes various additional modifications derived essentially from CRDIV, intended to regulate the pursuit of the business. This mainly concerns risk management and remuneration policy (1). A separate chapter devoted to specific operations (mergers and assignments, issuance of covered bonds, pursuit of activities abroad, etc.), groups together some subjects already covered by the Banking Law of 22March1993, with the addition of strategic decisions, originally introduced for systemically important institutions in the Bank’s Organic Law.


    
      (1) See chapterB, section2.5, of the part on “Prudential regulation andsupervision”.

    


    The chapter of the new banking law concerning regulatory standards and obligations is supplemented by the new provisions on additional capital buffers. Those buffers must consist of top-quality own funds, as they are meant to be the first to absorb any losses that the credit institution incurs in its activities. This concerns the capital conservation buffer, the counter-cyclical capital buffer, the capital buffer for systemically important institutions and the capital buffer for macroprudential risk. These new requirements are derived directly fromCRDIV.


    Compliance with these additional requirements on the formation of capital buffers is assured by the innovative provisions imposing restrictions on the payment of dividends. The new banking law stipulates that so long as the institution fails to satisfy its additional CET1 requirement, it may not pay out any dividends that result in a reduction in the common equity Tier1 or CET1. In such cases, the priority must be to rebuild the highest quality core equity.


    However, in accordance with CRDIV, the new banking law does permit some derogations from this principle of a ban on any dividend payments. Those derogations, which are subject to conditions that vary according to the size of the reduction in the safety buffers, thus enable credit institutions to rebuild their capital gradually by earmarking part of the profits for restoration of the buffer first before any discretionary distribution (dividends, share repurchases and variable bonuses, etc.). CRDIV circumscribes the progressive character of the capital rebuilding thus defined, and imposes the calculation rules to be applied in order to determine how much

    institutions must retain and how much they can pay out ; this is known as the“maximum distributable amount”.


    The provisions on the oversight of credit institutions incorporate a new chapter on the prudential supervision process which transposes CRDIV, while corresponding to current good practice. The section on group oversight (oversight on a consolidated basis and supplementary supervision of conglomerates) forms a coherent whole, containing the provisions of the EU legislation on supplementary supervision of financial conglomerates (1), the provisions of the Banking Law of 22March1993, and those of the Royal Decrees of 12August1994 and 21November2005 (2) (3).


    
      (1) See chapterB, section5.1, of the part on “Prudential regulation andsupervision”.


      (2) Royal Decree of 12August1994 on the supervision on a consolidated basis of credit institutions, investment firms and investment fund managementcompanies.


      (3) Royal Decree of 21November2005 organising the supplementary supervision of credit institutions, insurance companies, reinsurance companies, investment firms and investment fund management companies forming part of a financial services group, and amending the Royal Decree of 22February1991 containing general rules on the supervision of insurance companies and the Royal Decree of 12August1994 on the supervision on a consolidated basis of credit institutions.

    


    As for the recovery measures applicable in cases where an institution fails to comply with the prudential laws or regulations, the banking law adds new, binding measures to the Banking Law of 22March1993, formulated on the basis of CRDIV, plus the possibility of implementing a recovery plan. In line with CRDIV, the new banking law in fact provides for two innovations.


    The aim of the first innovation is that measures can be taken to remedy a failure before it actually occurs. If a supervisory authority has information indicating that, within the next twelve months, a credit institution is likely to cease functioning, in accordance with the current legislation on supervision, it can thus already require certain measures to be taken within a specified period. The second innovation consists in the option for the supervisory authority to impose tougher requirements on a credit institution if it identifies a failure or a recognised risk of failure, even if the authority has already set a recovery deadline. In that situation, the credit institution may be made subject to additional or specific requirements relating to solvency, liquidity, risk concentration, valuation, reporting or disclosure. The supervisory authority may also impose more binding measures on the rebuilding of the capital, in relation to dividend distribution or any payment to shareholders and/or holders of equity instruments, or concerning variable remuneration. These binding measures will be lifted when the supervisory authority finds that the institution has rectified the situation within the specifiedtime.


    Except for the provisions resulting from the changes inherent in the transposition of CRDIV, there is nothing fundamentally new about the provisions relating to penalty payments, other coercive measures and sanctions. The new banking law distinguishes between penalty payments and administrative sanctions, in view of their differing nature and purpose.


    Finally, the new banking law includes amending provisions to bring it into line with the changes in European law, particularly theECB’s new powers in the prudential supervision sphere (1).


    
      (1) See chapterA, section2, of the part on “Prudential regulation and supervision”.

    


    2.3 Structural reforms


    InJuly2013, the Bank published its final report on structural banking reforms in Belgium, following the publication of its interim report inJune2012. When the Belgian government asked the Bank to analyse the question of structural reforms, two countries had announced their intention to implement such reforms in the banking sector, namely the United States, by means of the Volcker rule, and the United Kingdom, with the Vickers reforms. InOctober2012 an ad-hoc group of experts chaired by Erkki Liikanen and appointed by the European Commission published a report containing recommendations on structural banking reforms in Europe. The above examples provided either for a ban on proprietary trading (i.e. activities which do not meet the needs of customers) or the separation of certain types of trading activities into distinct entities, in that case with a choice between total compartmentalisation or partial ring-fencing (for activities above a certain threshold).


    The current emphasis on structural reforms was prompted by the significant role played by the banks’ proprietary trading very often involving complex financial products in exacerbating the recent financial crisis. Although trading activities undeniably entail a high degree of risk, it must also be remembered that they are heterogeneous : some are riskier than others, and some are better for the real economy than others. Trading activities are varied by nature : they may concern trading for own account, financial services for customers in which the bank acts as counterparty in transactions relating, for example, to derivatives that a customer wishes to buy or sell, market-maker activities notably on government bond markets where the bank, as an intermediary, ensures sufficient liquidity for the market to operate smoothly, the provision of issue guarantees, and transactions intended to hedge the banks’ own risk positions resulting from its “traditional” banking business.


    Unfortunately, it is quite difficult in practice to distinguish between proprietary trading and other trading activities. For instance, the characteristics of proprietary trading are similar to those of market-making and certain hedging activities. In these last two cases, the banking entity acts as the counterparty in negotiating the underlying position and only maintains its position for a limited period. Moreover, these positions, even if held only temporarily, may also generate profits or losses as a result of price fluctuations. Owing to these similarities, the characteristics of a transaction are not sufficient in themselves to determine whether or not the trading is taking place for own account. Instead, it is the purpose of the transaction and the intention of the trader that are decisive.


    This problem of distinguishing between proprietary trading and other forms of dealing with similar characteristics explains some of the differences between the multiple proposals currently on the table concerning structural banking reforms. Thus, the Liikanen group opted to recommend separation of both proprietary trading and the market-making activities of deposit banks in order to avoid the lack of clarity that the separate definition of the two types of activity would create. In the UnitedStates, where the Volcker rule only requires the separation of proprietary trading, the authorities have spent over two years preparing regulations to implement that rule.


    Apart from the problems relating to the distinction between proprietary trading and other trading activities, the aims of the structural banking reforms are numerous and difficult to implement. Those aims include : eliminating any implicit subsidy resulting from the deposit guarantee for trading activities, protecting retail activities from contagion by risk-trading activities, reducing risk-taking, and limiting any risk of taxpayers having to bear the cost of a bankruptcy. In view of these numerous problems, the Bank opted for an overall approach in its report, making policy recommendations in such varied spheres as recovery and resolution frameworks, trading activities proper, the tax treatment of savings, and depositor protection. This set of potential measures offers various lines of defence in relation to the challenge of achieving the stated objectives of the structural reforms.


    Recommendations on proprietary trading


    Two recommendations in the Bank’s final report concern trading activities, and get right to the heart of the problems connected with structural banking reforms. The first recommendation, which is based on the interim report, concerns the application of capital surcharges to trading activities above a certain threshold. The aim is to discourage institutions from engaging in excessive trading activities and to ensure that these trading activities do not create a serious obstacle if the bank should require resolution. The second recommendation concerns requiring banks to transfer their proprietary trading activities above a certain threshold to a separate entity which is banned from accepting deposits. Strict limits would be imposed on intra-group positions between the deposit bank and this trading entity.


    For the capital surcharges, two indicators one based on risk and the other not will be used to determine the thresholds beyond which the banks will be subject to a surcharge. The concept of a non-risk-based indicator is comparable to one of the Liikanen group proposals for providing a back stop in addition to the risk-weighted capital requirements, to protect against inadequate capital requirements for market risk as a result of model risks and measurement errors. The Bank’s non-risk-based indicator puts the threshold for the ratio between trading assets and total assets at 15 %.


    The risk-based indicator used to determine the capital surcharge will be based on the amount of the capital requirements for market risk as a percentage of the total capital requirements. Although the requirements for market risk apply to the bank’s trading portfolio positions and are therefore a good risk-based indicator for trading positions, the requirements for market risk also have to be calculated for all exchange rate risks. Since in practice a large proportion of foreign exchange positions result from the hedging of exposures in the banking book, the proportion of the requirements for market risk resulting from foreign exchange positions is deducted from the risk-based indicator. Expressed as a percentage of the total capital requirements, the threshold determined by the risk-based indicator for the total amount of the capital requirements for market risk, after deduction of the requirements for market risk resulting from the foreign exchange risk, comes to 10 %.


    If the non-risk-based indicator triggers a capital surcharge for trading activities, the amount of the surcharge will be equal to 100 % of the volume of trading activities above the threshold of 15 % of the total assets. If the risk-based indicator triggers a capital surcharge, the amount of the surcharge will be equal to three times the amount by which the capital requirements for market risk exceed the threshold of 10 % of the total capital requirements. If both indicators are triggered, the amount of the surcharge will be equal to the higher of the surcharges implied by either indicator.


    Table2 shows the average values of the two indicators for the four largest Belgian banks. It is evident that the average of the two indicators would have exceeded the thresholds in2008, although there are significant differences between the individual values for the various banks. The table also shows that the values of the two indicators have fallen over time, suggesting that trading activities declined in the wake of the crisis.


    Another recommendation in the Bank’s final report is that proprietary trading activities above a certain capital threshold should be separated from deposit banks. The Bank proposes imposing such ring-fencing if the capital requirements for proprietary trading activities as defined exceed a specified threshold. The Bank has yet to put forward a proposed figure for that threshold, but it must not exceed a percentage to be set at between 0 % and 2.5 % of the capital. That margin offers some flexibility in determining the exact threshold ; at this stage, that is necessary in view of the problem of defining proprietary trading and distinguishing it from other trading activities. That flexibility also appears appropriate because no other country has adopted a similar rule.


    Rules to be laid down in a separate regulation will define proprietary trading as all the residual activities which cannot be placed in other categories, such as market-making activities by official market-makers, transactions made at the request of customers and adequately hedged, and transactions relating to cash management or asset and liability management. Since there are no clear definitions of market-making or customer services, the exact details of the definition of these categories in the new banking law and the implementing regulations will play a significant role in determining the amounts of the banks’ trading activities which will be classed as proprietary trading.


    Both the measures proposed in relation to trading activities are innovative, and Belgium will be the first country to implement rules of this type. In addition, the Bank considers that these two policies are complementary. On the one hand, as trading activities are generally very risky, the surcharge should prevent banks engaging in an excessive volume of trading. Also, proprietary trading which is not clearly of benefit to the real economy should not form a significant percentage of the banks’ trading activities.


    Other recommendations


    The bank recovery and resolution sphere forms the subject of three recommendations which also figured in the interim report. The first recommendation prescribes the preparation of recovery and resolution plans for all domestic systemically important banks (D-SIBs). In that respect, the Bank has already started preparing and evaluating recovery plans for eight Belgian D-SIBs (section2.4, of this chapter).


    [image: 27688.png]


    The second recommendation advocates more effective regulatory and legal practices for launching resolution procedures in the event of credit institutions failing. For example, that recommendation suggests clarifying the NBB’s role as a resolution authority. That point is now included in the new banking law which provides for the creation of an independent resolution authority at the Bank.


    The third recommendation, in line with the requirement that all strategic decisions by D-SIBs must be submitted for the Bank’s prior approval, concerns a broad definition of strategic decisions. That definition includes any change in the bank’s operations or activities which could affect its resolvability. This recommendation has now been implemented in the Bank’s prudential practices.


    As for the other recommendations in the final report, the interim report had drawn attention to the high level of savings in Belgium, in conjunction with the key role due partly to tax concessions of bank intermediation for these savings. In view of the possible inefficiencies that could result, the Bank recommended making the subsidy for this type of savings instrument more neutral, in order to diversify the channels through which savings are allocated to investment in the real economy. The suggestion is that any extension to other instruments of the tax exemption for income from savings deposits should also apply to long-term instruments in order to alleviate the long-term funding constraints for businesses, and SMEs in particular, and to promote long-term saving (1). However, any abolition of the tax exemption for income from savings deposits should be phased in over a sufficiently long period in order to minimise the disruption for financial institutions and the financial system.


    
      (1) In any case, the tax exemptions on savings products must conform to theEuropean rules, which prohibit any discrimination in favour of funds invested with financial institutions based in Belgium.

    


    The last subject addressed in the final report concerns depositor protection. Policies aimed at protecting depositors are designed to increase the likelihood that balance sheet assets will be sufficient to cover the liabilities relating to deposits in the event of a bankruptcy, thus reducing the need for intervention by deposit guarantee systems or taxpayers. In that respect, the report recommends introducing a rule giving depositors priority in the creditor reimbursement ranking in the event of a bank failure. The recommended rule would imply that all deposits eligible for deposit protection would be repaid before unsecured creditors. The new banking law contains such a provision. The final report also recommends that banks should maintain a minimum amount of own funds or liabilities eligible for a bail-in, so as to avoid having to use taxpayers’ money in the event of a bank failure.


    2.4 Recovery and resolution


    Agreement was reached in December of the year under review on the proposal for a Directive establishing a framework for recovery and resolution (1). The Directive covers the whole sequence of crisis management, from preparation to resolution and financing. It applies to credit institutions and to some investment firms.


    
      (1) See chapterA, section3, of the part on “Prudential regulation and supervision” of the Report.

    


    In order to improve the crisis management preparations, the Directive provides for the drafting of recovery and resolution plans. The major problems confronting some financial institutions since2008 have shown that the time factor played a key role in the management of a financial crisis. Complex solutions have to be evaluated and implemented very swiftly, both by the struggling institution and by the government. However, some solutions should be capable of being assessed before a crisis erupts, in order to speed up the response by financial institutions and the government.


    Such plans make it possible to explore the various potentially available crisis management options. As a result of these preparations, the obstacles to an orderly resolution can be identified and reduced during a non-crisis phase. The recovery plan identifies in particular the measures that a credit institution can take when facing a serious crisis. The aim of those measures is to restore the financial health of the institution that implements them. Conversely, the resolution plan identifies the critical economic functions so that, in a crisis, it is possible to proceed with an orderly resolution, minimising the cost to taxpayers in the event of public intervention. Moreover, the resolution plan tests the authorities’ ability to use the various resolution instruments available to them.


    For the purpose of drawing up these plans, the Directive specifies that resolution authorities should be able to take measures to reduce or remove obstacles to resolvability. Those powers include the option of requiring the institution to conclude service agreements to cover the provision of critical economic functions or services, to limit its maximum individual and aggregate exposures, to divest specific assets and to change its legal or operational structures so as to reduce complexity in order to permit the separation of critical functions from other functions in the event of resolution.


    The Directive also introduces a new instrument : intra-group financial support. This is a mutual agreement setting out the arrangements for liquidity support within a group in the event of a crisis. Such an agreement is voluntary in that a group is not obliged to conclude one and, if it does so, not all the group companies need necessarily be parties to the agreement.


    In addition, the Directive provides for extension and harmonisation of the early intervention powers and resolution instruments. The early intervention powers include the possibility for the supervisory authority to appoint a special manager, to require the institution to implement the measures set out in its recovery plan, to convene a shareholders’ meeting and to require the institution to negotiate a debt restructuring plan with its creditors.


    Furthermore, the Directive requires the Member States to designate a resolution authority whose powers include the use of the resolution instruments. These must be applied once an institution faces three conditions simultaneously. First, it must be failing or likely to fail. Second, there is no reasonable prospect that any alternative private sector or supervisory action would prevent the failure of the institution within a reasonable timeframe. Third, a resolution action must be necessary in the public interest. When the first two conditions are met, and regardless of the whether the third condition is fulfilled, the resolution authority must proceed to write down the capital instruments. If the third condition is also met, the resolution authority must apply one of the resolution instruments, namely sale of the business, creation of a bridge institution, asset separation or bail-in. Finally, the Directive establishes a mechanism for financing resolution measures via the creation of a scheme financed in advance by the sector. This financing mechanism remains national in the Directive, although the intention is that all the funds of countries participating in the SSM are to be pooled in a single resolution fund under the single resolution mechanism (2).


    
      (1) See chapterA, section3, of the part on “Prudential regulation and supervision”.

    


    The new banking law will already transpose parts of the Directive. As well as designating the NBB as the resolution authority, that law will introduce an obligation to draw up recovery and resolution plans for credit institutions under Belgian law. In accordance with the Directive, the resolution authority will be responsible for assessing the resolvability of each institution and reducing or removing any obstacles to resolution. The new banking law will define the conditions for initiating resolution and will introduce the resolution instruments specified by the Directive. However, although the bail-in principle is enshrined in the law, such an instrument can only be used subject to a Royal Decree debated by the Council of Ministers and adopted on the recommendation of the resolution authority. That Decree will have to be ratified by law within twelve months following its publication in the Moniteur belge/Belgisch Staatsblad.


    The new banking law will also introduce the instrument for the write-down or conversion of capital instruments, conferring on the resolution authority the power to write them down or convert them into shares if an institution is no longer viable. That is also in line with the approach recommended by the European Commission in its communication on the banking sector dated 10July2013 (1). In connection with the assessment of State aid, the Commission specifies that in accordance with the principle of a fair sharing of the burden, the losses must first be absorbed by the equity, hybrid securities and subordinated debt instruments. Conversely, the Commission does not yet require senior debt holders to contribute to the burden-sharing as they would in the case of a bail-in.


    
      (1) Communication from the Commission on the application, from 1August2013, of State aid rules to support measures in favour of banks in the context of the financial crisis (2013 / C 216 / 01).

    


    The obligation introduced by the new banking law to draw up a recovery plan for credit institutions formalises the approach already adopted by the Bank. Following the implementation and assessment of two pilot projects conducted and partially completed in2012, the Bank extended this approach to all D-SIBs in2013. In addition, the Bank set up a pilot project with an insurance company to provide it with a recovery plan (1). These various projects also conform to the IMF’s recommendation, in the context of the FSAP, on drawing up recovery and resolution plans for all systemically important financial institutions. CRDIV also makes provision for those plans.


    
      (1) On this subject, it should be noted that inOctober2012 the European Commission launched a consultation on the recovery and resolution framework for financial institutions other than banks, which deals in particular with the preparation of recovery plans by insurance companies. Following that consultation, the European Commission announced that it would initiate legislation on the recovery and resolution framework of financial institutions other than banks.

    


    In order to facilitate the preparation of recovery plans for the various institutions subject to that obligation, the Bank has developed guidelines detailing the type of information that the recovery plan must comprise. These guidelines are based directly on international experience in this sphere, particularly the instructions which the Bank of England issued to its own institutions, and the EBA’s recommendations.


    The recovery plan is to consist of various modules dealing with specific questions. The first section describes the governance of the plan and identifies the people within the institution who are responsible for developing it. This module ensures that the management and decision-making bodies of the institution are sufficiently involved in devising the plan. To that end, the institution is asked to confirm that the plan was approved by the institution’s board of directors. The second module presents a two-part strategic analysis. The first part gives a full description of the institution’s activities and their systemic importance. In particular, the analysis must permit identification of the legal entities that perform functions which the institution deemed critical. The second part of this second module forms the core of the recovery plan, since it identifies the institution’s vulnerabilities, draws up crisis scenarios specific to each vulnerability, lists the recovery options that could be implemented and assesses their relevance in each of the stated scenarios. The third module deals with the activation of the plan. It aims to ensure that the recovery plan is integrated into the governance of the business and will be launched sufficiently early for the recovery options to be implemented if necessary. Finally, the last module lists the measures that the institution intends to take so that its plan can be implemented or updated.


    2.5 Remuneration policy


    There is a broad national and international consensus on the role that financial sector remuneration policies played in the eruption of the2008-2009 financial crisis. It is clear from all the national and international reports published in the aftermath of the financial crisis that remuneration policy has to form a key element of risk management by financial institutions and prudential supervision of that risk management.


    In the transposition of CRDIV, the remuneration policy requirements which, at this stage, appear mainly in the Regulation of 8February2011 (1), are all enshrined in the new banking law. That law also contains the limits set by CRDIV in respect of remuneration in institutions receiving exceptional financial support from the government.


    
      (1) Regulation of 8February2011 approved by the Royal Decree of 22February2011. Mention should also be made of the circular dated 14February2011 on the establishment of a good remuneration policy, which refers to the “Guidelines on Remuneration Policies and Practices” of the Committee of European Banking Supervisors, which form an integral part of the Belgian prudential framework on remuneration policy.

    


    The Regulation, which faithfully transposed into Belgian law the requirements of CRDIII (1) on an appropriate remuneration policy and came into force on 1January2011, is based on several pillars. First, it determines the categories of staff to be subject to the remuneration policy (the Identified Staff). Next, it lays down a number of governance principles relating to remuneration policy (notably the responsibilities of the statutory board of directors and the formation of a remuneration committee within it). It also sets out some principles to be respected regarding the link between risks and remuneration. Finally, it lists the elements of the remuneration policy which must be made public.


    
      (1) Directive 2006 / 48/EC of the European Parliament and of the Council of 14June2006 relating to the taking up and pursuit of the business of creditinstitutions.

    


    From the start, the Bank paid great attention to implementing these requirements concerning remuneration policy, notably by arranging horizontal analyses of remuneration practices in the sector. In2012, on the basis of that experience, the Bank adopted a guideline that introduced a more specific, quantitative interpretation of two constant points for attention in regard to remuneration policy, namely the number of Identified Staff and the appropriate ratio between fixed and variableremuneration (1).


    
      (1) For more details on this subject, see the NBB Report 2012, p 210-212.

    


    In principle, it was not the intention that CRD IV should rework the provisions on remuneration introduced by CRDIII. The main innovation of CRDIV consists in the introduction of a maximum ratio of1to1between variable and fixed remuneration, with the option for the general meeting to grant a derogation permitting a ratio of2to1. That obligation will take effect from the 2014performance year and should create a more level playing field. In that respect, the new banking law is expected to impose stricter rules. Another point which should be mentioned is the EBA’s mandate to develop regulatory technical standards, particularly on the criteria for selecting the Identified Staff and the conditions under which supplementary Tier1 and Tier2 capital and other instruments can be used for remuneration purposes. In regard to the criteria for selecting the Identified Staff, the regulatory technical standards aim at greater harmonisation of the selection processes, in line with the NBB’s policy, and should help institutions to start listing their Identified Staff, an exercise that in fact still constitutes a risk analysis. The Bank’s guidelines, whereby the Identified Staff must include at least 1 % of the total number of staff, should be viewed as a minimum to be respected after this risk analysis.


    In2013, the NBB embarked on another extensive horizontal analysis of compliance with the rules on remuneration policy by large institutions. By always using the same method to make comparisons between institutions, the Bank aims to encourage a level playing field in the Belgian financial sector. This time, six large institutions were included in the analysis, which looked at performance during2012 for which variable remuneration was paid at the beginning of2013. This third horizontal analysis revealed that progress has generally been made on the two points covered by the policy that the Bank adopted in the previous year, namely the number of Identified Staff and the proportion between fixed and variable remuneration.


    However, the NBB notes that further progress is needed in the use of mechanisms to facilitate a link between remuneration policy and the risk management of the institutions. There are two aspects to the question of the link between risks and remuneration : an ex-ante aspect and an ex-post aspect. In the first instance, risks must be taken into account in the performance assessment phase when variable remuneration is decided (ex-ante). Since it is impossible to determine all the risks in advance, it may be necessary to make adjustments later ; that is the stage covered by the requirements on the actual payment of the variable remuneration (ex post). Thus, part of the variable remuneration can only be paid after some time has elapsed (40 % to 60 % of variable remuneration over a period of at least3 to 5years) and at least half of it must consist of financial instruments. This takes effective account of the institution’s performance over the longerterm.


    Finally, on 15July2013 and 29November2013 respectively, the EBA published reports containing quantitative data on high earners (staff earning over € 1 million per annum). The first report related to performance in2010 and2011, and the second to performance in2012. These reports were based on remuneration data gathered by the national supervisory authorities, including the Bank. For each Member State, the EBA listed the number of high earners in each sphere of activity and the main elements of their remuneration.


    3. Insurance undertakings


    3.1 International environment


    The SolvencyII Directive (1) aims at radical modernisation of the European legislative framework for prudential supervision of insurance and reinsurance undertakings. The basic goals of this Directive are to ensure that the assets and liabilities of the supervised firms are valued at market prices, and to focus closer attention on the risks to which the firms are exposed and the way in which those risks are managed (2).


    
      (1) Directive 2009 / 138 / EC of the European Parliament and of the Council of 25November2009 on the taking-up and pursuit of the business of insurance and reinsurance.


      (2) For more details, see the Report2011, “Financial stability and prudential supervision”, p.55 to58.

    


    The original plan was that the Directive should enter into force on 1November2012. However, it emerged that the proposed methods for valuation at market prices could lead to great volatility in the valuations of the firms’ capital ; that was incompatible with the medium- to long-term horizon of most of their liabilities. It was therefore decided to examine alternative methods aimed at reducing this excessive volatility in the capital, to attenuate the impact of low interest rates on the discounting of the long-term guarantees given by the firms, and to conduct an impact study on these new methods (Long-Term Guarantees Assessment) (1). At the same time, the entry into force of the Directive was first postponed to 1January2014 by the QuickFixI Directive (2). The impact study which began on 28January2013 combines various scenarios for assessing the effects of the proposed measures on the financial situation of firms (assets, liabilities, capital, minimum capital requirements and solvency ratio), on consumer protection, on the implementation costs and effectiveness of the Solvency II Directive, and on the financial stability and the risk management of firms.


    
      (1) See Report2012, p.206.


      (2) Directive 2012 / 23 / EU of the European Parliament and of the Council of 12September2012 amending Directive 2009 / 138 / EC (SolvencyII) as regards the date for its transposition and the date of its application, and the date of repeal of certain Directives (Quick FixI).

    


    The data on the eight Belgian companies taking part in this study were analysed and validated by the national authorities and by EIOPA. In a report subsequently made public, EIOPA recommended a number of methods to be taken into account for the Long-Term Guarantees Assessment, and proposed that firms should publish the impact of these measures on their financial situation. Under the Omnibus II Directive (1), amending the SolvencyII Directive, the presidency of the European Union formulated a proposal for adjustment based largely on the EIOPA report. The preparation of that proposal made it necessary to postpone once again the transposition and entry into force of the SolvencyII Directive, to31March2015 and1January2016 respectively. That postponement was incorporated in the proposal for the Quick FixII Directive (2).


    
      (1) These proposals were to be incorporated in the proposal for a Directive of the European Parliament and of the Council amending Directives 2003 / 71 / EC and 2009 / 138 / EC in respect of the powers of the European Insurance and Occupational Pensions Authority and the European Securities and Markets Authority (OmnibusII).


      (2) Proposal for a Directive of the European Parliament and of the Council amending Directive 2009 / 138 / EC on the taking-up and pursuit of the business of insurance and reinsurance (SolvencyII) as regards the date for its transposition and the date of its application, and the date of repeal of certain Directives (QuickFixII).

    


    As a result of the delayed entry into force of the SolvencyII Directive, EIOPA published an opinion on its website concerning the provisional implementation of that Directive (1). The Bank notified that opinion to the sector in order to make it aware of the issue and to encourage unremitting efforts in preparation for the implementation of the SolvencyII Directive.


    
      (1) Opinion on Interim Implementation of SolvencyII.

    


    On 31October2013, following the adoption of that opinion, EIOPA published guidelines for the national authorities on how to proceed during the transitional phase in the run-up to SolvencyII. Those guidelines concern four key topics : governance, forward-looking assessment of own risks (based on the principles of Own Risk and Solvency Assessment or ORSA), pre-application for the use of internal models and the periodic submission ofinformation.


    The national authorities are not required to conform to these guidelines, but if they decide not to, they must inform EIOPA and explain their reasons. EIOPA will then publish a notice stating that the competent authority does not comply with the guidelines or does not intend to do so.


    With the support of the national authorities, EIOPA has also established a question-and-answer procedure concerning the preparatory guidelines in order to clarify their scope and interpretation, notably in specific cases. The responses will be published on the EIOPA website. They will not be binding, so that the national authorities retain some latitude in the application of the guidelines, e.g. to take account of specific local circumstances.


    Finally, the SolvencyII Directive will have to be supplemented by implementing measures at various levels, some being binding and directly applicable in the Member States by way of EU Regulations (delegated acts and implementing technical standards), others being simply guidelines for which the Bank will either have to state whether it conforms or intends to conform, or must explain the reasons why it does not wish to do so.


    3.2 National legislation


    Transposition of the SolvencyII Directive and preparatory measures


    Work on the transposition of the Solvency II Directive continued during2013. In view of the uncertainty relating in particular to the treatment of long-term guarantees (see section3.1), it was not possible to finalise a pre-draft law during the year under review.


    In order to prepare firms as far as possible for the new supervision rules, EIOPA published guidelines which aim to anticipate the implementation of certain parts of the new supervision regime. In this respect, the Bank decided on a proactive approach, not only conforming to the EIOPA guidelines but also supplementing them in two respects. First, the obligation to submit information is extended to insurance companies below the minimum thresholds specified in the guidelines, in order to prepare all market players for the future Solvency II rules. However, the Bank intends to ask these firms for less extensive information. Second, firms and groups undergoing the process of pre-application for the use of internal risk management models will have to use the same forms for the information relating to the solvency requirements as those for the submission of information by firms adopting the standard approach. In fact, it is not at all certain that firms or groups submitting an application will actually be granted approval for the use of an internal model immediately on entry into force of the Solvency II Directive.


    Circulars have been prepared to implement the content of these guidelines.


    The provision for interest rate risk, known as the flashing-light provision


    Life insurers and undertakings covering accidents at work still have contracts in their portfolio offering guaranteed yields well in excess of the yields currently obtainable on the financial markets. Insurance companies in such a position have to form a “supplementary” technical reserve. Income from the assets corresponding to that provision is added to that generated by the covering assets representing the life insurance provision so as to guarantee the interest rate level promised in the contract.


    The principle and the detailed provisions on the formation of the supplementary reserve are set out in Article31, §3, of the life insurance Decree (1). However, a circular exempts insurance companies from forming that reserve if they can show that the financial flows generated by their covering assets will cover the commitments given in their insurancecontracts (2).


    
      (1) Royal Decree of 14November2003 on life insurance business.


      (2) Circular CPA-2006-2-CPA. See Annual Report2012, p.227.

    


    Nevertheless, in line with an International Monetary Fund recommendation (1), the NBB suspended the application of that circular during the year under review for two important reasons. The first concerns the current economic situation, which implies that the low level of interest rates will persist for a long time both on the Belgian capital market and on the euro-swap market. The second reason is the need to establish a mechanism tailored more closely to the principles of the future supervision regime to be introduced on transposition of the Solvency II Directive. TheBank is planning to implement a new exemption system to take account of the second reason for the suspension and to ensure that the technical provisions are sufficient at all times in accordance with the current prudential standards.


    
      (1) “We recommend that the NBB strengthen its Flashing Light approach and put in place a sound market-consistent valuation standard for total provisions, either as a Pillar1 or as a Pillar2 requirement for all insurers”.

    


    Acceptance of loans guaranteed by a public authority as covering assets


    During the year under review, a pre-draft Royal Decree was prepared with a view to amending Article10, §4 of the Royal Decree of 22February1991, hereinafter referred to as the general regulation (1).


    
      (1) Royal Decree of 22February1991 laying down general regulations on the supervision of insurance companies.

    


    The proposed change relates to the treatment of loans guaranteed by States, regional and local authorities or international organisations, as covering assets, and more particularly the maximum percentage that such loans may represent in the technical provisions. Those loans are generally used to finance long-term public investment projects (infrastructure, telecommunications, hospitals, social housing, schools, prisons, etc.) which correspond fairly well to the maturity of the insurance companies’ liabilities.


    Since these loans are not accompanied by one of the guarantees expressly listed in the general regulation (mortgage, other real surety, a guarantee by a bank or insurance company) they could only be used as assets covering 5 % of the technical provisions for all loans together and 1 % per borrower, greatly reducing the attraction of these investments for insurance companies. That restriction was illogical since despite the quality of the guarantor the general regulation rated these loans as inferior to those guaranteed by a credit institution or insurance company. Conversely, there was no limit for loans granted direct to public entities.


    The said pre-draft Royal Decree intends to rectify this inconsistency while keeping this type of investment within the limits set by the European Directives. Two essential changes are proposed for that purpose.


    The first consists in according to loans guaranteed by a State (1), a regional or local authority, or an international organisation to which an EEA Member State belongs the same treatment as applies to loans granted direct to those same authorities. The second change concerns the individual limits applicable both to loans granted to those counterparties and to other securities (bonds, equities, etc.) that they issue. Loans guaranteed by one of the said authorities or organisations and other securities issued by the same counterparty can be included in the covering assets at 10 % of the technical provisions per counterparty, on the understanding that the total investments (loans and securities) effected with issuers and borrowers with whom the insurance company places over 5 % of its technical provisions must not exceed 40 % of those provisions.


    
      (1) Refers only to countries which are members of the OECD or have concluded certain loan agreements with the International Monetary Fund, i.e. more specifically the countries in ZoneA as referred to in Article2 (1) of Council Directive 89 / 647 / EEC of 18December1989 on a solvency ratio for credit institutions.

    


    Local insurers


    Local insurers are set up in the form of mutual insurance associations or cooperative societies and confine their insurance business to the municipality where their head office is located or to neighbouring municipalities. They only insure against the risk of fire or related and ancillary risks (theft, water damage, owner’s and tenant’s liability, assistance in the event of a fire, etc.). The insurance covers simple risks, namely private housing (up to € 1.4 million) and some other real estate (up to € 45.4 million).


    Originally, these businesses only fell within the scope of the law on the supervision of insurance companies if that was explicitly specified by a Royal Decree, which was never the case. The new Article2, §1 quater of the supervision law in force since 1January2010 stipulates that these businesses are now subject to all the provisions of the law unless a Royal Decree grants them total or partial exemption. In the absence of such a decree, local insurers are now therefore subject to all the provisions of the law on the supervision of insurancecompanies.


    However, this situation does not tally with the intention of the legislature, which recognised that “the full application of the supervision legislation to these businesses would be a death sentence for them” (1) and that it was sufficient to subject them to “a ‘light’ supervision regime involving the imposition of a number of rules concerning good governance and compulsory reinsurance with a small retention” (2).


    
      (1) Parliamentary documents, Chamber52 / 2292 / 1, p.35.


      (2) Parliamentary documents, Chamber52 / 2292 / 1, p.35.

    


    The Bank therefore prepared a pre-draft Royal Decree that aims to maintain much of the exemption regime which was the rule before the change in the law in2010. This is a provisional solution enabling local insurers to continue operating perfectly legally pending the establishment of a specific supervision regime when the SolvencyII Directive is transposed.


    However, the pre-draft Royal Decree does provide for local insurers to be registered with the Bank. That registration, which is a requirement for exemption, is subject to a number of conditions, notably the business must have been operating since 1January2010, it must limit its activities in regard to both insured property and risks covered and ancillary transactions, it must be largely reinsured and it must submit documents and information enabling the Bank to monitor the maintenance of the conditions for granting registration.


    4. Financial market infrastructures


    The regulations on financial market infrastructures underwent a number of changes during the period under review. At European Union level the implementation of the standards laid down by the EMIR Regulation (1) for central counterparties continued. Further work was also done on the European legislation concerning central securities depositories (CSDs). Consultations were initiated at global and European level with a view to the adoption of rules on the recovery and resolution of financial market infrastructures. Finally, work also continued on the regulations relating to payment services.


    
      (1) Regulation (EU) No. 648/2012 of the European Parliament and of the Council of 4 July 2012 on OTC derivatives, central counterparties and trade repositories.

    


    4.1 Central counterparties : EMIRRegulation


    The EMIR Regulation aims to strengthen the European Union’s regulatory framework on transactions in derivatives by improving the stability, transparency and efficiency of derivatives markets. It also aims to reduce the credit risk, liquidity risk and operational risk of the counterparties in the clearing ofOTC derivative transactions.


    The EMIR Regulation and the Implementing Regulations that came into force on 15March2013 govern the mandatory use of central counterparties (CCPs) for standardised OTC derivative transactions and lay down risk management requirements, including the exchange of collateral for non-standardised OTC derivative transactions. The EMIR Regulation also introduces an obligation to report derivative contracts to central registers. These rules provide an overview of the operation of the derivative markets and provide the supervisory authorities with data on the derivative contracts of institutions subject to their supervision. The entry into force of the various obligations is being staggered : the obligation to report derivative contracts takes effect inFebruary2014, while the clearing obligation is set to apply from mid-2014.


    These regulations also govern the operation of the trade repositories, which centralise the data on transactions in derivatives concluded by market players. Finally, the EMIR Regulation also establishes the conditions and procedures for granting licences to CCPs, and governs CCP supervision. CCPs are in fact systemically important market infrastructures with a high risk concentration.


    Use of a CCP reduces the systemic risk by optimising the risk management of the counterparty and increasing transparency, at least if the CCP itself ensures robust risk management. The EMIR Regulation therefore stipulates, among other obligations, that margins and haircuts must always be sufficiently conservative and that the CCP must have pre-paid financial resources at its disposal to cope with the simultaneous default of the two main clearingmembers.


    4.2 Securities clearing : proposal for anEU Regulation


    Since2012, the NBB has been involved in the work at European level on the new Regulation concerning CSDs. The main aim of this piece of legislation is to establish a harmonised status and a common supervision framework for CSDs in accordance with the international principles of the Committee on Payments and Settlement SystemsInternational Organisation of Securities Commissions (CPSS-IOSCO) relating to CSDs.


    The grant of EuropeanCSD status by the national authorities will enable these institutions to operate freely in the EU, including offering issuance services which were previously organised essentially on a national basis. To ensure the smooth operation of the financial markets and investor protection, there will need to be cooperation agreements between the competent authorities of the countries for which the services offered by a CSD are of significant importance.


    The negotiations on this new Regulation are still in progress, and should be finalised in early2014. After that, ESMA working closely with the central banks will have to develop the technical standards based on this regulation. The Bank is also involved in the working groups set up for that purpose.


    The four Belgian CSDs Euroclear Bank, CIK, Bank of New York Mellon CSD and NBB-SSS will need to initiate various measures in the coming months to conform to all the new rules under the CSD Regulation. Its implementation in Belgium will also entail a number of changes to the laws and regulations, which are already being prepared.


    4.3 Recovery of financial market infrastructures


    As a member of the CPSS, the National Bank took part in the international work on the recovery and resolution of financial market infrastructures. That work is aimed at obliging those infrastructures to devise emergency plans to cope with unexpected losses, so that they can continue their critical activities without government financial intervention. Market infrastructures must arrange for the unexpected losses resulting from counterparty default, higher operating costs or loss of income to be allocated ex ante among their shareholders, participants and creditors. Various bodies organised consultations on this subject during the period under review. The European Commission started the ball rolling at the end of2012 by arranging a consultation for non-bank institutions, and the CPSS and the FSB did likewise in July and August respectively. The Regulation is expected to apply in particular to CCPs and CSDs that grant credit.


    4.4 Retail payments and non-bank payment service providers


    Payment institutions and certain electronic money institutions provide payment services such as payment account cash deposit and withdrawal, transactions via these payment accounts, card payment issuance and funds transfer. The NBB continued work on the implementation of the European Payment Services Directive (1) and the corresponding Belgian legislation. For instance, the Royal Decree of 19September2013 (2) ratifies the Bank regulation on the capital of electronic money institutions. During the period under review, the Bank also published guidelines governing the prudential status and periodic reporting of electronic money institutions, and the exemption policy relating to payment and electronic money services. At the same time, negotiations began at European level on Payment Services Directive2, which will refine and update the regulatory framework for payment institutions.


    
      (1) Directive 2007 / 64 / EC of the European Parliament and of the Council of 13November2007 on payment services in the internal market amending Directives 97 / 7 / EC, 2002 / 65 / EC, 2005 / 60 / EC and 2006 / 48 / EC and repealing Directive 97 / 5 / EC.


      (2) Royal Decree approving the regulation of the National Bank of Belgium of18June2013 on the capital of institutions for electronic money and the investment of funds received in exchange for the electronic money issued.

    


    The Bank takes part in the European Forum on the Security of Retail Payments, which aims at the exchange of expertise on the subject between the participating prudential supervisors and overseers. InJanuary2013 the Forum published recommendations (1) which providers of payment services and payment systems have to apply from 1February2015. The aim is to reduce the relatively high incidence of fraud and to create fair conditions of competition for payment service providers. The Forum also arranged a public consultation on access to payment accounts for non-bank payment service providers. The final report on that consultation is expected early in2014. Finally, inNovember2013, it launched a public consultation on the recommendations concerning the security of mobile payments.


    
      (1) Recommendations for the security of internet payments, ECB, January2013.

    


    5. Cross-sectoral regulations


    5.1 Conglomerates


    Financial conglomerates are groups which, with due regard for clearly defined significance thresholds set out in the Financial Conglomerates Directive (FICOD) (1), combine the activities of the banking and investment sector with those of the insurance sector. The activities of the companies belonging to such groups are deemed significant in a given financial sector if they exceed either an absolute threshold or a relative threshold (Article3 of the Financial Conglomerates Directive). These groups are headed either by an unregulated holding company (mixed financial holding company) or a regulated undertaking such as a credit institution or insurance company.


    
      (1) Directive 2002 / 87 / EC of the European Parliament and of the Council of16December2002 on the supplementary supervision of credit institutions, insurance undertakings and investment firms in a financial conglomerate and amending Council Directives 73 / 239 / EEC, 79 / 267 / EEC, 92 / 49 / EEC, 92 / 96 / EEC, 93 / 6 / EEC and 93 / 22 / EEC of the Council, and Directives 98 / 78 / EC and 2000 / 12 / EC of the European Parliament and of the Council.

    


    In the new banking law, the supplementary supervision of financial conglomerates forms the subject of two substantive amendments.


    First, it was a question of transposing FICOD I (1), which amends both the Financial Conglomerates Directive itself and the sectoral prudential directives for the banking and insurance sectors. FICODI was designed as a relatively limited technical amendment, intended essentially to introduce top-level supervision.


    
      (1) Directive 2011 / 89 / EU of the European Parliament and of the Council of 16November2011 amending Directives 98 / 78 / EC, 2002 / 87 / EC, 2006 / 48 / EC and 2009 / 138 / EC as regards the supplementary supervision of financial entities in a financial conglomerate.

    


    It was also necessary to implement the Joint Forum Principles on the Supervision of Financial Conglomerates which were published on 24September2012, redrafting the principles of the same name dating from1999. The Joint Forum is an international cross-sectoral consultation body operating under the aegis of three founding committees, namely the Basel Committee on Banking Supervision, the International Association of Insurance Supervisors and the International Organisation of Securities Commissions.


    This resulted in compliance with the recommendations made by the IMF in the FSAP (1).


    
      (1) For more details, see section1 of chapterC in the part on “Prudential regulation and supervision”of the Report.

    


    Apart from these substantive amendments, there was a desire for a single, consistent regulatory text in the form of the new banking law, bringing together all the implementing provisions on group supervision (1) in so far as they apply to credit institutions.


    
      (1) This concerns the provisions of the Royal Decree of 12August1994 on consolidated supervision and the Royal Decree of 21November2005 organising the supplementary supervision of conglomerates.

    


    Ultimately, the intention is that the changes to the supervision of credit institutions should be mirrored by similar changes for insurance companies via the implementation of the SolvencyII Directive.


    At European level, the main aim of FICOD I was to remedy an undesirable effect of the original Directive on financial conglomerates. It had emerged that, as a result of the supplementary supervision of the conglomerate introduced by the original text, consolidated bank supervision of the holding company disappeared or was reduced to a lower-level bank consolidation within the financial conglomerate if the group was organised as a financial holding company. To remedy this undesirable effect, the former CBFA, in common with other European supervisory authorities, had made use of the exemption option in Article3(3) of the Financial Conglomerates Directive (1). This article stipulates that financial conglomerates which exceed the absolute size threshold namely a balance sheet total in excess of € 6 billion for the smallest financial sector in the group but not the relative size threshold can claim exemption from supplementary group supervision. Such exemptions made it possible to maintain consolidated bank supervision at the group’s top level. (2)


    
      (1) Transposed at the time by Article2§3, end of the first indent, of the Royal Decree of 21November2005.


      (2) See the annual report of the CBFA, DC Report2006, pp.34 and35.

    


    In order to rectify this undesirable effect, it was decided that FICODI would introduce a whole set of identical changes in the various sectoral Directives. In CRDIII andIV, the term “financial holding company” (i.e. a holding company heading a banking group) was supplemented by the words “or mixed financial holding company”) (designating a holding company heading a financial conglomerate). Thus, consolidated banking supervision can also apply at the level of a mixed financial holding company. By this technique, FICODI reinforces the idea of top-level supervision, so that both consolidated banking supervision and supplementary banking supervision can be applied at the group’s top level, regardless of its structure. As a result, group supervision can operate more effectively at the group’s central decision-making level, i.e. where most of the strategies will be mapped out for the group as a whole or for the banking sub-group.


    [image: 30006.png]


    When FICOD I was transposed via the new banking law, this additional phrase “or mixed financial holding company” was inserted after “financial holding company”.


    In addition, the new banking law governs the relationship between consolidated banking supervision and supplementary supervision of conglomerates, an issue which has not so far been clearly resolved in the European texts on the subject. The new banking law applies three principles in order to integrate the supplementary conglomerate supervision into the consolidated banking supervision.


    First, to avoid any overlap between insurance group supervision and consolidated banking supervision at the level of a mixed financial holding company, it is stipulated that if the banking sector is the most important sector of the financial conglomerate, it is always solely consolidated banking supervision that will apply at the level of the mixed financial holding company. This does not mean that insurance group supervision cannot apply to a lower sub-group of insurance companies within the financialconglomerate.


    Next, if a credit institution is part of a financial conglomerate, the obligations and powers relating to risk-based supervision (1) can be determined on the basis of the group as a whole as defined pursuant to the Financial Conglomerates Directive as the relevant scope for consolidated banking supervision. This means that the scope of this consolidated supervision  specified in Article 19 of Regulation No. 575/2013 (2) which is normally confined to subsidiaries of those credit institutions, investment firms and financial institutions, is extended to include all possible subsidiaries and associated companies, and hence also those in the insurance sector.


    
      (1) “Obligations and powers relating to risk-based supervision” (pillar2 of the prudential supervision) means the obligations concerning the Internal Capital Adequacy Assessment Process (ICAAP), and the rules, processes and mechanisms of credit institutions (governance), and the Supervisory Review and Evaluation Process (SREP) and the associated supervision measures.


      (2) Regulation (EU) No. 575 / 2013 of the European Parliament and of the Council of26July2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No.648 / 2012.

    


    Finally, in line with the second principle, it is stipulated that the group risks resulting from intra-group transactions and risk concentrations within the financial conglomerate are to be treated separately and appropriately under pillar2 of the consolidated banking supervision, and that any stress tests at the level of the financial conglomerate (1) can be incorporated in this pillar.


    
      (3) Transposition of Article9bis, inserted in the Financial Conglomerates Directive since entry into force of FICODI.

    


    These various principles mean that, for a financial conglomerate in which the banking sector is dominant, the supplementary supervision of the conglomerate can be tailored as far as possible to the consolidated banking supervision so that these groups are subject to only one supervision regime albeit incorporating additional supervision of the conglomerate rather than two separate supervision regimes. This also conforms to the IMF recommendations on the supervision of conglomerates in that the baseline supervision which the NBB was to exercise over credit institutions for both solo and consolidated supervision is directly extended to financial conglomerates. The baseline supervision of these groups comprises a set of minimum supervisory measures conducted during a specified cycle on the basis of a clear framework enshrined in law, geared specifically to the supervision of the risks inherent in conglomerates (intra-group transactions, risk concentration, complexity, conflicts of interests), and in which financial conglomerates with the same risk profile are subject to the same degree of supervision.


    Apart from the capital test for financial conglomerates (1), which aims purely to detect multiple use of the same capital (“double gearing”) for the banking sector and investment services and for the insurance sector, it is now also possible, under pillar2 of the consolidated banking supervision, to make a capital adjustment whereby the risks relating to the conglomerate can be weighed against the benefits of diversification which may result from combining banking and insurance activities.


    
      (1) On the basis of the calculation methods mentioned in Article6 of the Financial Conglomerates Directive. See also the document entitled “Joint Committee FINAL draft Regulatory Technical Standards on the consistent application of the calculation methods under Article6(2) of the Financial Conglomerates Directive under Regulation (EU) No.575 / 2013 (Capital Requirements Regulation  CRR) and Directive 2013 / 36 / EU”, published on 26July2013.

    


    Although it is ultimately specific to Belgium, this integration between consolidated banking supervision and supplementary conglomerate supervision is supported by various provisions of the Financial Conglomerates Directive. For instance, Article9(6) states that the supervisory authorities can align the supplementary supervision of the internal control mechanisms and risk management processes at the level of the financial conglomerate with the sectoral provisions on the Supervisory Review and Evaluation Process (SREP).


    The integration is permissible only with the approval of all the competent authorities concerned with the financial conglomerate. That is particularly important for the ECB’s power in relation to the supplementary supervision of conglomerates. When this Report went to press, it was still unclear exactly how theECB intended to implement that. Nonetheless, there are indications that it similarly wishes to conduct the supplementary supervision of conglomerates as part of the consolidated banking supervision.


    5.2 Governance


    Fit and proper


    On 17June2013, the NBB published a circular (1) in which it aims to focus special attention on the fit and proper character of the people responsible at the top level of financial institutions.


    
      (1) The standards of “expertise” and “professional integrity” for members of the management committee, directors, people responsible for independent audit functions, and effective managers of financial institutions (circular NBB_2013_02 of 17June2013).

    


    


    This new circular, finalised following a public consultation, is addressed to all financial institutions subject to the Bank’s supervision. By giving the various types of institution the same guidelines on the assessment of aptitude, the Bank can maintain its consistent treatment of the financial sector. The cross-sectoral fit and proper approach is also connected with the presence of large banking and insurance groups on the Belgian market.


    The personnel covered by the circular are those performing or wishing to perform the following functions in a financial institution :


     member of the management committee (whether a director or not) ;


     director ;


     person responsible for an independent audit function ;


     effective manager : in institutions with no executive committee or in certain branches.


    The circular spells out the responsibilities for assessing aptitude. In that regard, it draws attention to the respective roles of the financial institution, the persons concerned and the supervisory authority. The main principle is that responsibility for selecting and retaining staff with expertise and professional integrity rests with the financial institution itself.


    The circular contains detailed guidelines on the assessment of expertise and professional integrity. In that connection, it stresses that fit and proper screening always implies an in-depth assessment process which, on the basis of the various relevant elements, provides the most comprehensive possible picture of a person’s aptitude for a particular job. The use of a number of weighting factors, such as the reliability and age of the data, makes it possible to judge the relevance and significance of the available information.


    The aspect relating to expertise (“fit”) comprises three complementary components : appropriate knowledge and experience, competence, and professional behaviour. The assessment of the first two components takes account of the characteristics of the institution concerned and the (intended) job. In the case of a post within a body comprising more than one person, account must be taken of the composition and functioning of the body as a whole.


    The aspect relating to integrity (“proper”) extends beyond disqualification, which applies automatically and leaves the NBB no discretion. In fact, the Bank examines the entire history for anything that could affect a person’s professional integrity. In some situations, however, the Bank wishes to exercise its discretion very strictly, so that its assessments are then virtually automatic. That applies, for example, if the person was convicted of an offence included in the list of offences leading to disqualification, even if the verdict is still open to appeal.


    In principle, aptitude is assessed before the commencement of duties and when duties are changed. However, since the requirements concerning expertise and integrity apply at all times, a new assessment may take place while a person is in post. The circular sets out the practical details of assessments by both the financial institution and the supervisory authority, both before the commencement of duties and during performance of the function.


    In regard to the assessments by the Bank, it is stated that the Bank has a wide range of information sources and will make more systematic use of the interview technique for its screenings. Deliberate withholding of information or misinformation will have a negative influence on the assessment and lead to immediate rejection.


    The new “fit and proper” policy will be enshrined in law when the CRDIV and SolvencyII Directives are transposed into national law.


    Within the framework of the SSM, the ECB Governing Council will take the final decision in the event of a negative “fit and proper” assessment for a significant bank. The person concerned will have the opportunity to be heard first.


    Obligation to establish a management committee


    The ever-increasing complexity of the business of credit institutions and insurance companies, and the requirements resulting from stricter prudential supervision, have long since prompted many firms to optimise their internal organisation by setting up a management committee. The policy of the prudential supervisor on this matter is nothing new and was reflected, for example in a circular concerning good governance (1). However, in the absence of any legal obligation the approach has so far been confined to recommending the establishment of an managementcommittee.


    
      (1) Circular PPB-2007-6-CPB-CPA.

    


    In the case of credit institutions, the new banking law will make it compulsory to form a management committee, while that obligation will be imposed on insurance companies by the insertion in the current insurance supervision law of a specific provision from the new banking law. That will ensure parallel arrangements for the two categories of financial institution.


    The obligation to form a management committee has many advantages from the prudential angle. In contrast to the exercise of effective management, the operation of the management committee is governed by the Company Code, which guarantees a high level of legal certainty, notably in regard to the collegial aspect of the board, relations between the management committee and the board of directors, separation of the management and supervision functions, and the delegation of powers, common in financial institutions. In addition, the management committee of a financial institution must be composed of directors, which implies equality between its members and identical access to information and mutual control over decision-taking. However, that does not prevent the allocation of separate functions to the various members of the management committee.


    The main drawback of this obligation to form a management committee concerns its potential extra cost for small organisations, which sometimes have difficulty in meeting this requirement owing to the shortage of appropriate candidates. If the nature, scale and complexity of the business justify it, the Bank may exempt a credit institution or insurance company from the obligation to form a management committee, or may permit this commitee to include members who are not directors.


    5.3 “Citizens’ loans”


    Credit institutions


    The draft law on “thematic citizens’ loans” is intended to encourage long-term saving to facilitate lending for the purpose of funding socio-economic or ethical projects. In order to finance such projects, credit institutions will be able to raise funds in the form of savings notes or term deposits, and the income will qualify for tax concessions. These savings notes and term deposits must have a maturity of at least five years. The minimum investment is set at € 200.


    Credit institutions can use the funds thus raised solely to provide direct or indirect finance (via interbank loans) for public or private sector projects meeting the conditions laid down by this law and its implementing decrees.


    The law stipulates a period of one year for actually allocating the capital raised by these “thematic citizens’ loans” to eligible projects. A buffer equivalent to 10 % of the funds raised can also be reserved and invested in secure liquid assets in order to ensure that the credit institution can handle savers’ deposits and withdrawals.


    The Bank is responsible for monitoring compliance with the rules on the allocation of the funds raised by credit institutions. For that purpose, credit institutions must meet the requirements concerning reporting, the content and frequency of which will be defined by regulation. That reporting supplements the accounting data on the funds raised and the use of the funds which must be recorded under a separate heading pursuant to the draft Royal Decree.


    Insurance companies


    The scope of the law on “thematic citizens’ loans” has been amended to include certain insurance products. The aim is to offer life insurance policies in order to raise capital which can be used to fund socio-economic or ethical projects. The insurance policies in question are single premium class 21contracts (life insurance with a guaranteed yield), having a minimum term of ten years and offering cover in the event of death which is at least equivalent to the inventory value, so that they are similar to insurance bonds. The right of redemption is limited to 5 % of the theoretical redemption value. In addition, the contracts must qualify for compensation from the Special Protection Fund for deposits, life insurance and capital of approved cooperative societies. The insurance company cannot impose a minimum premium of more than € 200. Finally, the contracts concerned must provide for the formation of a ring-fenced fund as referred to in Article57 of the Life InsuranceDecree.


    As in the case of credit institutions, the Bank has to verify whether the allocation of the funds raised by means of these contracts meets the legal requirements.


    

  


  
    Box 2  Provisions on governance in the new banking law


    CRDIV devotes much attention to the statutory board of directors, specifying its role and responsibilities in many areas. First, the statutory board of directors is expected to define the business strategy and objectives, including the institution’s risk tolerance. Next, in order to strengthen the supervisory and monitoring role of the statutory board of directors, one of the key aims of CRDIV, it is necessary to make a clear distinction within that body between the supervision and monitoring functions relating to the institution on the one side and those relating to the effective management on the other.


    That is why the new banking law makes it mandatory to establish a management committee within the statutory board of directors of credit institutions (1). This presupposes that the non-executive board members, who are therefore not members of the management committee, form the majority on the statutory board of directors, that all executive board members, and only those members, form part of the management committee, and finally, that the chairman of the statutory board of directors is not the same person as the management committee chairman.


    
      (1) See also section 5.2 of this chapter.

    


    The supervisory authority will have a power of derogation which may lead to some relaxation of the requirements in the case of smaller organisations, in accordance with the principle of proportionality for which CRD IV makes express provision.


    In order to enhance the effectiveness of the supervision and monitoring of the activities, operation and risk profile of significant institutions by the statutory board of directors, CRD IV requires four special committees to be set up within that board. Apart from the audit committee and the remuneration committee already stipulated by the Law of 22March1993, the new banking law requires the creation of a risk committee and a nomination committee. These committees are responsible for preparing the decisions of the statutory board of directors on their respective subjects. Only the non-executive members of the statutory board of directors who are not involved in the effective management of the institution  may form part of these committees, which are intended to reinforce the supervisory function of the statutory board of directors.


    The establishment of a risk committee within the statutory board of directors is one of the key advances of CRDIV. That is why the latter, and hence the new banking law, stipulate that each member of the risk committee shall individually have a full understanding of the subjects handled by the said risk committee. The statutory board of directors can then act with full knowledge of the facts to determine the risk strategy and risk tolerance appropriate to the institution, notably in regard to proprietary trading activities (see section2.3 of this chapter), and closely supervise the implementation and compliance by the effective management of the institution.


    The professionalisation of the statutory management bodies is to be evident not only in the profiles of their members but also in their degree of commitment and independence in the exercise of their mandate. In this connection, the nomination committee assesses the level of knowledge, commitment, availability and independent mindedness required for the statutory board of directors as a whole and for each of its members according to the characteristics of the credit institution.


    At the instigation of the European Parliament, CRDIV also includes a specific provision aimed at encouraging diversity, more particularly the representation of women on the statutory management bodies. That provision was transposed into the new banking law.


    As regards the operational organisation, it should be noted that the Law of 22March1993 contained very few specific provisions on the operational independent control functions of internal audit, risk management and compliance, which should not be confused with the aforesaid committees dealing with some of these subjects within the statutory board of directors. The relationship between the commercial and business units and the independent control functions is sometimes defined as the three-line defence model of a credit institution :


     the commercial and business units (including the front office) form the institution’s first line of defence, whichhas to identify the risks of each transaction and adhere to the set procedures and limits ;


     the second line of defence comprises the oversight functions (sometimes also called support functions), namely the risk management function and the compliance function, responsible for ensuring that the risks are identified and managed by the commercial and business units (and the front office) in accordance with the set rules andprocedures ;


     the third line of defence is the internal audit which, among other things, ensures respect for the procedures by the first and second lines of defence.


    The new banking law defines the necessary independence of these three functions, their powers and the arrangements for remuneration of the person in charge and the staff assigned to the performance of the functions. It should be noted that, in practice, the new rules have largely been anticipated.


    
      [RETURN]

    

  


  
    C. Prudential supervision

  


  
    1. Development of closer, more comprehensive supervision


    During 2012 and 2013, the IMF conducted a full, in-depth analysis of the Belgian financial sector under the FSAP. In addition, and taking account of the resulting recommendations, the NBB set out its priorities for microprudential and macroprudential analysis in its master plan 2012-2015 and in its 2013 and 2014 risk reviews. These priorities were determined with due regard for the potential risks which could arise in the financial sector, in the current national and international macroeconomic environment. The action plans of the various prudential services have to take account of those identified as priority risks.


    During the year under review, the supervision structure for banks, insurance companies and financial market infrastructures was developed further in the context of the FSAP recommendations and the 2013 annual risk review. That structure is presented in sections 2, 3 and 4 respectively of this chapter.


    1.1 Financial Sector Assessment Programme


    The IMF’s assessment of the financial sector aims to detect the main vulnerabilities which could trigger financial crises. That assessment comprises two main pillars. The first concerns analysis of the resilience of the financial system as a whole, notably on the basis of stress tests and the detection of the principal risks facing the system. The second pillar assesses the quality of the regulation and supervision of banks, insurance companies and financial markets.


    The conclusions of the Belgian financial sector assessment, published in May of the year under review, draw attention to the main progress made in restoring a sound financial sector and improving the prudential supervision framework on the basis of the lessons learnt from the financial crisis. The IMF’s assessment was positive overall ; it emphasises that the regulation of the banks and insurance companies conforms to international good practice. Adherence to the IMF recommendations will be further checked under the new SSM supervision framework.


    While the introduction of the “twin peaks” model on 1 April 2011 generated more synergy between microprudential and macroprudential policy, the supervision method adopted by the Bank and the implementation of a supervision cycle contributed to the improvement in the analyses and the promotion of financial supervision centred on the main risk factors. Nonetheless, the IMF pointed out the need to continue the reforms in order to ensure the optimum functioning of the new supervision architecture. The IMF recommendations concerned strengthening cooperation between the FSMA and the Bank and establishing a macroprudential authority. Apart from the improvements to be made to the regulatory framework for crisis management, the IMF also recommended establishing a resolution authority in Belgium.


    In regard to the supervision process, the IMF stressed the importance of tailoring the supervision of individual institutions to the risk profiles and complexity of the organisational structures, especially in the case of smaller institutions. In addition, the IMF considered that the supervisory authority should have regular meetings with the management of financial institutions in order to examine in detail the main risks facing those institutions and the measures and actions required to limit those risks. In the insurance sector, too, the prudential supervision framework should take greater account of this aspect of risk analysis so that the sector is better prepared for the implementation of Solvency II.


    The IMF’s main findings and recommendations concerning the supervision of conglomerates in Belgium were that prudential practice has been based in recent years on prudence and the maximum use of the powers conferred on the supervisory authority, even if that means that there is no specific regime applied to conglomerates but instead consolidated supervision at sectoral level. The IMF noted that the corollary was the current lack of a clear framework applicable to any group classed as a financial conglomerate. The IMF’s main recommendation therefore concerned the need to establish baseline supervision for financial conglomerates.


    Although the financial position of banks and insurance companies has gradually improved over the past few years, the stress tests revealed certain vulnerabilities, namely the sector’s low profitability and the close links between the financial sector and the government. According to the IMF, the supervision of financial institutions should include more systematic stress tests at both microprudential and macroprudential level.


    As already explained in various sections of this Report, most of the IMF’s recommendations under the FSAP have been or will be taken into account in the various legislative proposals currently being finalised, and in the supervision techniques and procedures applied by the Bank. By way of illustration, (Box 3) details the Bank’s preparatory work concerning the Financial Action Task Force (FATF) on money-laundering.


    1.2 Annual risk review 2013


    Every year, in order to define its prudential analyses and guidelines, the Bank determines its priorities for the three main financial sectors, namely banks, insurance companies and market infrastructures, taking account of their respective characteristics. Those priorities are subjected to both a transverse analysis for all these sectors and a vertical analysis at the level of the individual dossiers dealt with by the operational services. These priorities concern both the major financial risks and the supervision procedures. All these aspects, listed and illustrated in chart 8 below, are discussed in more detail in the sections that follow. Box 4 looks in more depth at the New Organisation for Valorisation of Audit (NOVA) project, a reform which had already been launched before the establishment of the annual risk review 2013, but which also forms part of the improvements to the supervision process.


    In regard to financial risks, during the year under review, particular attention focused on the business models of the individual institutions, since they are subject to stricter requirements as a result of the major changes to the law following the financial crisis. The business model risk concerns the three sectors, but the work had initially concentrated on the banking sector, where the determinants of the main sources of income and costs were identified. The interest rate risk is closely connected with the business models owing to the importance of intermediation activity, though the banks and insurance companies differ in their approach to that activity. Other risks were also accorded priority : liquidity risk which confronts the three sectors owing to financial market volatility, credit risk in a context of slackening economic growth in Belgium and in neighbouring euro area countries, and the real estate market risks in Belgium. Finally, the operational risks relating to cyber crime are of more specific concern to market infrastructures.


    In regard to supervision procedures, the work concerned three priority topics. First, the publication of a new circular on expertise and professional reliability (1) was an important step forwards in the ‘fit and proper’ project launched in 2012. The uniform application of the assessment criteria set out in the circular and the extension of the experience with ‘fit and proper’ interviews will remain high on the agenda of all prudential departments in 2014.


    
      (1) See chapter B, section 5.2 of the “Prudential regulation and supervision” part of the Report.

    


    On the second topic, “scorecarding” can be regarded as completed for credit institutions. The Bank reformed this risk analysis instrument in order to improve structural consistency in the supervision of the various credit institutions over which it has authority. In this connection it worked on two projects : cluster analysis and proportionality. The first project aimed to improve what is known as “peer group clustering” on a more refined and risk-oriented basis. The aim of the proportionality project was to permit adaptation of the profile of institutions in the scorecarding application on the basis of their impact/risk classification, and is therefore connected with the clustering project. The work on pillar 2 was postponed for credit institutions ; future work will depend on the SSM developments concerning the SREP.
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    Finally, the revision of the Quantitative Analytical Tools (QAT) is a project concerning the process of supervising both banks and insurance companies. In 2013 the work centred on the banking element (the B-QAT project). The existing Bank Performance Report (BPR) had to be revised following the changes to financial and prudential reporting made by CRD IV, applicable from 1January2014. In this project, work concerned both the content, namely the most relevant core data supporting supervision, and the form in which the data can be processed and presented in an optimal way, such as how to improve the integration of microprudential and macroprudential data. B-QAT is organised at three levels : (1) the Key Risk Indicators (KRI) are a standardised set of ratios and key figures which act as an early warning system for the teams responsible for prudential supervision, (2) the risk dashboard gives a broader and more detailed picture of the credit institution and forms a kind of financial identity card combining various topics in a clear format to give a coherent, structured picture of the credit institutions, and (3) the detailed thematic templates supply more specific information on each topic and facilitate in-depth analysis of a particular topic by combining relevant information from various sources or from various basic reports. For levels 2 and 3, the Bank had to do most of work, while the KRIs are essentially defined by the EBA or the SSM. Work on the thematic templates was completed in the autumn of 2013. The B-QAT project along with other changes to supervisory practices showed that there was a need for an updated IT environment, in the form of the Prudential Supervision Improvement and Extension Programme (PRIME). This programme aims to renovate the IT applications and tools supporting the Bank’s prudential supervision activities. The programme is intended to provide institutions, the supervisory authorities, the management and the various parties involved with a modern and efficient environment for collecting, validating and managing data and for analysis and prudential reporting. That environment will also be flexible so that the expected requirements of the SSM can be respected. In PRIME, the data from the various sectors subject to supervision are collected on one and the same technological platform. (Box 4)


    1.3 Annual risk review 2014


    In regard to financial risks, the Bank set its supervision priorities for 2014 against the backdrop of a slight improvement in the macroeconomic and financial environment. In general, the work begun in 2013 will continue in 2014. There were no major changes to the list of priorities, though the sequence was amended and there was a shift of emphasis. In addition, a clearer distinction was made between priorities for credit institutions and those for insurance companies. While the banking sector analyses will be greatly influenced by the preparations for the SSM, especially the comprehensive assessment of credit institutions coming under direct ECB supervision from November 2014, the insurance company analyses will concentrate on examining the business models and their sustainability in the context of the very low level of interest rates in recent years and the changes to be made to the regulations under Solvency II.


    As recommended by the IMF following the FSAP, the concept of supervision tailored to the risk profile will also be extended to smaller institutions, particularly those with a high risk profile.
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    As regards priorities under the supervision process, the B-QAT project will first be supplemented in the near future with a second component : the risk dashboard. The first application of the new B-QAT concerning data for the first quarter of 2014 will obviously be subjected to close scrutiny, and will be followed by the final adjustments to the new analysis instrument. A similar analysis instrument is to be developed for the supervision of insurance companies as a result of Solvency II, which will introduce new reporting requirements. Now that the implementation of Solvency II has been scheduled for 1 January 2016, this will mean a tougher challenge in 2014. Other work relating to the supervision of insurance companies which needs to be done in the near future is the updating of scorecarding to permit more risk-oriented supervision. As in the case of banking supervision, this will form the basis of a cluster analysis in 2014 (1).


    
      (1) See chapter C, section 3.1, of the part of the Report on “Prudential regulation and supervision”.

    


    Recovery and resolution will also be added to the list of priorities. Since the 2007-2008 crisis, the development of recovery and resolution plans has become one of the priorities of supervisory authorities throughout the world. The preparation of such plans for global systemically important banks (G-SIBs) is coordinated at G20 level by the FSB. This aspect will be developed in parallel with the European work programme on this subject, now that the Bank has gained experience from a number of pilot projects (1).


    
      (1) See chapter B, section 2.4, of the part on “Prudential regulation and supervision”.

    


    Creation of the SSM also presents a major organisational challenge for the Bank’s supervision processes, as explained in detail in other sections of this Report (1). In addition, the operational framework for the macroprudential instruments specified by CRD IV will be developed in line with what is being done at international level, as in theESRB.


    
      (1) See chapter A, section 2, of the part on “Prudential regulation and supervision”.

    


    Finally, turning to the supervision of conglomerates, one of the FSAP recommendations concerned devising better baseline supervision for financial conglomerates and paying greater attention to the specific risks generated within such “bancassurance” groups. Since there are currently no clear international guidelines on this, the Bank considered it advisable to align the supervision of financial conglomerates with consolidated supervision at sectoral level. For credit institutions, that was done via the new banking law (1). For insurance companies, it will be introduced via transposition of the Solvency II Directive.


    
      (1) See chapter B, section 2.2, of the part on “Prudential regulation and supervision”.

    


    2. Banks


    2.1 Components of the annual risk review 2013


    During the year under review, the Bank’s priorities for the supervision of the banking sector concerned business models, interest rate risk, liquidity risk, credit risk and real estate risk.


    Business models and interest rate risk


    In the second half of 2012, the Bank began setting up an analysis of the business models of banks. This analysis and the underlying methods were tested on a large bank. During 2013, the methodology developed was then further refined and extended to the four large banks (Belfius, BNPP Fortis, ING Belgium and KBC).


    Business models are the means and methods that an institution uses to conduct its business, generate profits and continue developing. Each business model is unique, but certain characteristics are common to different banks. Business model analysis forms part of the supervision activities and, according to CRD IV, it is an essential part of the SREP, which means that the findings must be reflected in other components of the SREP and be used in the general SREP analysis. The purpose of the business model analysis is to enable the supervisory authority to form an opinion on (1) the current business model of the institution subject to its supervision and its viability, (2) the way in which the business model could change as a result of the institution’s strategic decisions and/or changes in the economic and market environment, in other words the sustainability of the model. That determines the appropriate actions to be taken by the supervisory authority under the SREP.


    The business model analysis offers the supervisory authority an instrument for determining at an early stage the situations and actions which could prejudice the institution’s sustainability or general financial stability. The supervisory authority is thus able to adopt a more prospective and proactive approach. The development and implementation of business model analyses in Belgium is in line with a more general international trend among supervisory authorities to conduct in-depth analyses of the business models of banks in the course of their supervision.


    The need for a business model analysis as part of supervision also fits into the context of the major developments and changes in the economic and market environment at national and international level, and the amendments to banking regulation, which are putting pressure on the institutions and forcing them to change. In addition, there is strong pressure of competition in the Belgian banking sector owing to a number of large banks retreating to their home market and reverting to traditional banking activities. The inclusion of the business model analysis in banking supervision and its extension to insurance companies forms part of the IMF’s recommendations in connection with the FSAP (1).


    
      (1) See chapter C, section 1, of the part on “Prudential regulation and supervision”.

    


    In 2013, the main focus of attention was the development and implementation of the first phase of the business model analysis, which consisted in mapping the four main credit institutions in Belgium. That analysis was based on both quantitative and qualitative data. Since the aim at this stage is to determine in particular the bank’s ability to generate income and profit, it was necessary to identify the profitability drivers at the most basic level  i.e. customer tariffs, the volume of business, fees, etc. Development of the analysis framework for these basic variables also permits some comparisons between institutions  e.g. in regard to volumes, tariffs


    and marginsand, in a second phase, projections and scenarios simulating in particular the interaction with macroeconomic variables such as the yield curve. The quantitative analysis is based partly on the internal data that the bank supplies on its activities, portfolios and sub-portfolios, and in that respect distinguishes between homogenous product groups ; this produces characteristic data such as volumes, customer tariffs and maturities for all activities on and off the balance sheet. The various sources of income such as net interest income, fee income and income from market activities are included in the analysis, as is the operating cost structure and depreciation. This analysis makes it possible to produce an outline, economic representation of the activities and underlying profit generation for each institution.


    The quantitative analysis is supplemented by various types of qualitative information on the institution, namely the quarterly and annual reporting, management accounting and budget reviews, market analyses, risk analyses for the various activities, etc. Interviews are also conducted with those responsible for the various operational activities within the institution. The data and the qualitative information enable a detailed bottom-up analysis, though it has to be supplemented by an analysis adopting a more top-down approach. Finally, on the basis of the quantitative and qualitative analyses, the performance of the current business model of each institution is assessed, together with its main sources of risk and vulnerability. That analysis is useful not only for the SREP but also for the analysis of the periodic financial results of the institution.


    In 2014, the business model analysis will continue, with the ongoing operational implementation of the first phase and the launch of the second phase where possible. This second phase will focus more on prospective analyses and will examine the institution’s strategic actions and multi-annual plans in order to arrive at an assessment of its sustainability.


    In view of the low interest rate environment and the potential impact of an upturn in interest rates, particular attention has been paid to analysing interest rate risks in the banking sector. Since the impact of the low interest rate environment on bank revenues was a key aspect of the work relating to the business model analysis, the work on the interest rate risk for the banking sector was largely integrated into that on the business model analysis in 2013. In 2014, the work programme for interest rate risk will concentrate more specifically on the asset/liability management (ALM) aspect of those analyses. In addition, specific analyses were conducted in 2013 on certain ALM aspects of individual institutions and for specific activities, in connection with the modelling of the interest rate sensitivity of sight accounts and savings accounts and the impact of a sudden rise in interest rates on the market value of the Belgian government bonds in credit institutions’ portfolios.


    Liquidity risk


    Credit institutions were able to raise funding on the financial markets under better conditions in 2013. Most large institutions also recorded steady growth of regulated savings deposits. As a result of the further expansion of this last source of funds and the limited growth of the assets, there was less need for Belgian banks to issue long-term paper. Issuance of long-term securities was relatively modest during the year under review, and mainly concerned covered bonds. These developments enabled credit institutions and financial holding companies to consolidate their already relatively comfortable short-term liquidity position, and to respect the regulatory stress test ratios for liquidity risk introduced by the supervisory authority in 2011.


    Despite the steady improvement in financial market conditions from the second half of 2012, supervision of the liquidity position and liquidity management of credit institutions remains a priority, especially in the context of the preparations for the introduction of international liquidity standards. During the year under review, the Bank therefore continued to produce a quarterly report presenting an overview of financing conditions on the money and capital markets and a transverse analysis of the liquidity position of institutions on the basis of national liquidity ratios and new harmonised international standards. That report monitors the liquidity position of banks periodically, and duly informs the services concerned and the management of the NBB. Daily reporting of the liquidity of systemically important institutions continued as before.


    Following a survey of the treatment of cash flows relating to derivative portfolios, the Bank also identified a number of inconsistencies in the liquidity reporting currently applicable in Belgium. The supervisory authority calculates its regulatory liquidity standards  the stress test ratios for liquidity risk  on the basis of that liquidity reporting. To ensure that the reporting tables are completed consistently, the Bank therefore decided to publish a list of frequently asked questions and the answers relating to the tables and the instructions. The Bank expects institutions to take account of these clarifications from now on in reporting their liquidity position.


    The second pillar of bank supervision according to the Basel Principles is based on an analysis by the supervisory authority of the specific characteristics of individual institutions and the need to impose individual supervision measures. In regard to this second pillar, CRD IV specifies that during the SREP the supervisory authorities should also pay explicit attention to an institution’s liquidity position and liquidity management, and may impose additional, specific liquidity requirements on the basis of that analysis and other information. In addition to second-pillar decisions on capital, similar decisions on liquidity will be introduced in 2014 and will apply at least annually. During the year under review, the EBA worked on guidelines for an SREP on liquidity, and the SSM also developed a comparable methodology. The Bank is similarly devising a methodology on the basis of these international guidelines and activities.


    Credit and real estate risk


    During the year under review, the work relating to credit risk centred on two key topics : comparison of the various parameters that banks use to calculate their risk-weighted assets, and prospective assessment of the credit risk on the basis of adverse macroeconomic scenarios.


    The credit risk parameters were compared for the business loan portfolio. This portfolio is better suited to direct comparison of the risk parameters applied by different lenders since a firm often has a relationship with more than one bank. For this purpose, use was made of new data from the central credit register supplemented by the results of an ad-hoc survey. The analysis attempted to distinguish between differences due to the nature of the loan (maturity, collateral obtained) and differences resulting from divergent calibration of the same risk by different banks. These data also made it possible to identify the branches of activity with a high ratio of risk-weighted assets to total assets. All these analyses which are in line with a general trend towards risk assessment benchmarking, will support the work required by the ECB in connection with the comprehensive assessment of credit institutions.


    The prospective assessment of credit risk relates to the stress tests, of which it forms a key element. Thus, it was possible to model changes in the credit risk (losses and provisions) of banks according to various macroeconomic scenarios on the basis of the work done in connection with the IMF’s FSAP mission. However, this approach proved to have a number of limitations. Work is currently in progress on improvements to the analysis framework with a view to the stress tests to be conducted as part of the comprehensive assessment which the ECB has launched in preparation for the SSM.


    As far as credit risk on the Belgian mortgage market is concerned, in the past few years, the Bank has analysed recent developments on that market in detail, and ascertained the risk profile and quality of credit institutions’ mortgage loan portfolios. This analysis was based in particular on data collected from 16 credit institutions via ad-hoc reporting of data on Belgian mortgage loans granted and held by each institution. During the year under review, the Bank decided to repeat this survey of credit institutions at regular intervals for the time being. The data on outstanding totals and new business will now be collected twice yearly, and the data on the corresponding minimum capital requirements will be collected annually (for the year-end position).


    On the basis of the 2012 and 2013 surveys and in view of the relatively high ratio of mortgage loans in the balance sheet total of credit institutions, the Bank also considered that a potential increase in credit losses on these portfolios due to possible market shocks justified prudential measures. Similarly, the FSAP report had noted potential risks to financial stability from the Belgian property market.


    These measures aim to strengthen the banks’ resilience and mitigate the concentration risk. Box 5 offers a more detailed account of the reasons for these measures and their content. They are the first macroprudential measures taken by the Bank. (Box 5)


    2.2 Organisation of supervision


    Mapping of the banking sector


    The population of banks was relatively stable in 2013. The decline in the number of credit institutions under Belgian law  which is partly technical (switch to payment institution status)  was largely offset by a rise in the number of branches under foreign law. The already significant presence of foreign banks in Belgium, in the form of Belgian branches or subsidiaries, is persisting. In the investment firm sector, consolidation has also been in progress for a number of years, and in 2013 that again led to a fall in the number of institutions.


    Supervision practice  preparation for BaselIII


    At least once a year, the supervisory authority subjects each financial institution to a full risk assessment, and checks whether the financial institution’s capital is sufficient, taking account of its financial structure and risk profile, including risks not covered by pillar 1. If the institution is part of a group, the consolidating supervisory authority and the authorities responsible for supervising subsidiaries and major branches have to agree on a common position and determine the capital needed for each entity and for the consolidated unit. The mutual decision on capital is the outcome of a long and intensive process, starting with the request by the consolidating supervisory authority to the local supervisory authorities for their assessment of the risks and their proposal regarding capital for the local entity, and culminating in a detailed risk assessment for the group as a whole and for its constituent entities followed by determination of the level of capital. That level is generally significantly higher  to a degree that depends on the specific risk profile of the group and its entities  than the minimum regulatory capital requirement.
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    During the period under review, the Bank paid special attention to the preparation of credit institutions for the more stringent Basel III rules, and conducted two types of analysis for that purpose. The first analysis comprised periodic simulations of the banks’ capital levels according to the rules applicable from 1 January 2014. The banks not only had to respect the new minimum regulatory standards, but also had to show that their capital was sufficient to maintain the minimum set by the latest decision on capital. A second set of analyses examined the extent to which the banks were already able to comply with all the new Basel III rules from 1 January 2014 without using the transitional arrangements. Banks with an insufficient margin were asked to implement an action plan to expand their buffers in time by increasing their capital and/or reducing their risks. In a number of cases, this led to specific actions and measures to strengthen the solvency position of the institutions concerned.


    Supervision practice  inspections and model validation


    On-site inspections are an important aspect of supervision. Prudential inspectors do not form part of permanent supervision teams but make up a separate group, carrying out their inspection missions in accordance with an agreed methodology (see the box on NOVA in chapterC, section 1 of the “Prudential regulation and supervision” part of the Report). Important topics covered by the inspections include the functioning and quality of risk management, the organisation and risk management of market activities, management of credit risk and liquidity risk, supervision of the retail network, and the application of the regulations on the prevention of money-laundering and the financing of terrorism.


    As regards the validation of new models and the monitoring of the performance of previously validated models, the bulk of the work again concerned credit risk, which accounts for the major part of the capital requirements for institutions. Attention also focused on fair value models owing to the gradual disappearance of the prudential filter of the AFS (available for sale) portfolio under Basel III. Some new dossiers were also dealt with under market and operational risk and the ICAAP (International Capital Adequacy Assessment Process).


    Supervision practice  cyber security and IT outsourcing


    The internet has rapidly become a critical external network for the provision of services to the outside world (customers, branch networks, agents, etc.) and for the internal operation of institutions subject to supervision. At the same time, the use of the internet by institutions and their dependence on this tool generate high risks for the security and continuity of internal and outsourced IT systems and for the internet services offered.


    In this connection, a particular focus of attention in 2013 concerned protection against cyber risks in general, and the plans for outsourcing the IT activities of financial institutions via “cloud computing” systems (1) in particular. Close cooperation was also established with Febelfin and the Federal Computer Crime Unit, among others, in order to combat e-banking fraud. It is noteworthy that almost all the e-banking fraud committed in Belgium in 2013 was due to specific fraudulent techniques (generally ‘phishing’ e-mails followed by telephone contact) whereby cyber criminals deceive users of e-banking services into disclosing their personal security codes.


    
      (1) These are IT services offered on request and on line by providers of specialist IT services. In this connection, virtualisation and internet techniques are often used to render the IT services more extensible and more flexible.

    


    


    3. Insurance undertakings


    3.1 Components of the annual risk review 2013


    The NBB has already been taking various initiatives since the end of 2011 to identify the points for attention in the insurance sector. In so doing, it has concentrated mainly on interest rate risk and liquidity risk. Since the end of 2011, the Bank has therefore launched special reporting geared to the vulnerabilities of large insurance companies. That reporting gives the supervisory authority a better idea of some of the risks specific to the insurance sector. In 2013, the Bank continued to use the results of this special quarterly reporting combined with the regular reporting data to conduct horizontal analyses in the insurance sector. The two main initiatives of 2013 are discussed below.


    Persistence of a low interest rate environment


    During the year under review, the NBB launched analyses designed to study in more detail the potential implications of persistently low interest rates for the insurance sector in Belgium. Historically, the Belgian insurance sector has always featured high guaranteed yields on certain life insurance products, and that is still the case, both for individual life insurance and for group policies. The guaranteed yields offered in Belgium are among the highest in the European insurance sector.


    On the basis of an initial outlier analysis, the Bank singled out 13 companies and subjected them to more detailed examination in regard to the risks relating to this persistently low interest rate environment. The results of these analyses were then incorporated in a horizontal market analysis.


    The initial findings resulting from these analyses indicate very wide variations in the management of the interest rate risk in the insurance sector. Companies use highly diverse strategies to manage this risk, and some of them warrant closer monitoring by the supervisory authority. The analyses also afforded a clearer view of the various facets and consequences of this persistently low interest rate environment.


    Such an environment not only leads to a reinvestment risk  investments maturing have to be reinvested at a lower yield  but low interest rates also make it more difficult for insurers to market attractive life insurance products. With low guaranteed yields, it is harder to persuade customers and that may contribute to a decline in the volume of premium income.


    In a low interest rate environment, there is also a danger that insurance companies may be over-zealous in their quest for higher returns on their investment portfolio. The first signs of a change in investment strategies are emerging on the Belgian insurance market. In a context of diversified portfolio management, that may not necessarily be a problem but firms must ensure that their expertise in managing their investments and risks is sufficient to maintain control over these alternative investments, which often have a credit and liquidity risk profile different from that of their traditional investment portfolio.


    Another consequence of the low interest rate environment is that the transition from Solvency I to Solvency II, bringing a more market-consistent valuation, entails additional challenges, because the market value of the technical provisions increases significantly if the risk-free interest rate is low. In order to ease this transition, Omnibus II provided for transitional measures for discounting the risk-free interest rate. That is mainly advantageous for countries offering high guaranteed yields, so the likelihood is that Belgian insurance companies will also want to make use of that.


    Furthermore, a low interest rate environment implies the risk of a sharp interest rate hike. If rates increase, insurance companies are not generally in a position to respond as flexibly as banks, owing to the longer maturity of their assets. The profit-sharing that insurance companies can offer on top of the minimum guaranteed yield therefore takes longer to adapt to rising interest rates than the interest that the banking sector can offer on alternative investments such as savings accounts or savings certificates. The risk of increasing surrenders and a further decline in premiums is then all the more real.


    Analysis of a low interest rate environment shows the need for constant monitoring of this problem. Moreover, since the total assets of the insurance sector consist largely of investments in bonds issued by government entities, in-depth research was conducted into the composition and characteristics of the government bond portfolio of the insurance sector.


    The results of this analysis for the sector as a whole were published in the FSR 2013. By mapping the maturity profile and coupon interest rates on government bonds, this study showed that, in the coming years, if the low interest rate climate persists, Belgian insurance companies will probably have to reinvest substantial amounts of AAA and AA bonds maturing at yields below the current coupon rate. In view of the outstanding amount of life insurance contracts with a high guaranteed yield, if the reinvestment risk materialises to such a considerable degree, albeit gradually, then in a low interest rate environment that could have a very significant impact on the results of insurance companies. Against that background, the substantial unrealised capital gains that insurance companies are currently recording on their bond portfolios will need to be treated prudently ; those gains should not be allocated to the payment of dividends for policy-holders or shareholders, but should instead be regarded as a buffer for the years ahead, in case the current low interest rate environment persists in the medium term.


    That environment and the resulting uncertainty over the feasibility of continuing to respect long-term commitments have already led to a downward adjustment of the guaranteed interest rate in the life insurance sector, both on new policies and for existing contracts where that is contractually possible. Moreover, this same low interest rate environment means that non-life insurers can no longer count on sufficient financial income generated by their assets to offset technical losses. That situation has encouraged the sector to pay greater attention to pricing, claims management and costs, and that has benefited the combined ratio. Apart from the individual analysis of the interest rate risk, the Bank therefore also considers the business model and general strategy of insurance companies as a key element in the overall risk assessment. Two pilot projects were launched in 2013 for that purpose. In 2014, the Bank will use the experience gained from those projects to initiate a more general review of the business models of large insurance groups.


    Liquidity risk


    In its analysis of the potential liquidity risk in the insurance sector, the Bank focused attention on monitoring the following aspects :


     “Surrenders” and total incoming and outgoing cash flows, namely premiums, (partial) surrenders, expiring contracts, deaths, etc. in class 21 insurance portfolios.


     The respective ratios between “liquid” and “less liquid” assets/liabilities.


     The exposure to certain specific assets and derivatives with a potential liquidity risk, e.g. repo’s, securities lending activities, OTC derivatives, etc.


     Projections concerning liabilities and assets sensitive to the interest rate, in order to help identify significant future cash flow shortfalls.


    The reported data once again confirm that, faced with a tendency towards rising surrenders and declining premiums, the Belgian insurance sector is finding it increasingly difficult to maintain the level of new class 21 business. That is due partly to the new tax treatment of life insurance products introduced in 2013, raising the tax on new premiums from 1.1 % to 2 %. It is also exacerbated by the low interest rate environment and by the fact that some life insurance products are no longer offered. Despite these declining volumes, the pure liquidity risk relating to this trend appears to be under control in most companies. The main point to watch is that these shrinking production volumes do not have too serious an impact on the profitability of the insurance business.


    These developments also demonstrate the importance of monitoring the change in liquid assets and studying in more detail the relationship between liquid assets and liabilities that can be regarded as liquid or can be readily cancelled. In that respect, the conduct of an ALM policy centred on identifying and monitoring cash deficits will become increasingly important, both for the supervisory authority and for the insurance companies themselves. In some companies, the concentration of exposure to certain assets and derivatives with a potential liquidity risk is relatively high as a percentage of the total assets. Those exposures need to be monitored more closely.


    3.2 Organisation of supervision


    Mapping of the insurance sector and colleges of supervisors


    At the end of the period under review, the Bank was supervising a total of 106 insurers, reinsurers, mutual guarantee associations and regional public transport companies (the latter being able to insure their fleet of vehicles themselves). That is therefore fewer than at the end of 2012, when the total came to 113. This downward trend is attributable to mergers, the conversion of Belgian companies into branches under the law of other EEA countries, closures following the transfer of portfolios to run-off, or the expiry of all the insurance liabilities. Furthermore, a European group continued to centralise its business lines in Belgium during 2013. As a result, the Belgian subsidiary will operate in future via branches in most other EEA countries.


    Supervisory authorities of cross-border groups cooperate in colleges coordinated by the group’s consolidating supervisor (the home country authority), with the participation of the supervisory authorities of the group’s subsidiaries and branches (host country authority). Recurring items on the agenda for these colleges include the examination and assessment of the financial position, organisation, strategy, and the risks to which the group and its subsidiaries are exposed. Coordination arrangements are drawn up, namely arrangements on cooperation and the exchange of information, both in a going concern situation  e.g. for approval of an internal model  and in a stress situation. In that connection, EIOPA developed an internet application to continue streamlining the exchange of information between supervisory authorities.
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    During the period under review, a number of colleges were organised to prepare for the introduction of Solvency II. They took the form of joint inspections, workshops and reviews. In 2013, the emphasis was on drafting and discussing a risk assessment at the level of the group and at the level of its constituent entities.


    In 2012, the colleges had also launched the initial preparations for the Own Risk and Solvency Assessment (ORSA) of institutions, a pillar-2 requirement of Solvency II. An initial assessment of the ORSA ratios by the supervisory authorities took place in 2013.


    Supervision practice  preparations for Solvency II


    In 2013, the insurance sector was asked about the best estimate of the technical provisions. The NBB’s intention here was to examine the degree to which the industry was ready for entry into force of the new prudential regime. The survey results will be used in 2014 to encourage firms which are not yet up to the required level of supervision in methodological terms to catch up and take the necessary measures for that purpose.


    Some companies are already anticipating Solvency II by adjusting their technical provisions towards the best estimate. That practice is problematic because it implies only partial implementation of the new prudential regime. In 2014 the Bank will therefore pay particular attention to estimating the required level of the technical provisions under the existing rules.


    Under Solvency II, as an integral part of their business strategy, companies will have to conduct a regular assessment of their total solvency needs in the light of their specific risk profile, more particularly the ORSA. At the end of 2012, insurance companies were reminded about preparing an ORSA. Seven companies responded to the Bank’s request and a number of the reports received were analysed and tested for compliance with the Solvency II requirements. A qualitative assessment model was developed for that purpose. The exercise will continue in 2014 with an initial analysis for a number of companies and a second analysis for those already examined. The qualitative assessment model will be refined and an initial approach to quantitative assessment is planned. The aim is to assess all companies by 2015.


    Under the future Solvency II prudential framework, firms will be able to calculate their regulatory capital requirements on the basis of an internal model. The Solvency II Directive gives the prudential authority six months to assess the model and approve its use for regulatory purposes. Since the large workload entailed is concentrated on too brief a period, it was decided to allow firms to submit the model for assessment to the supervisory authority in advance, under a pre-application procedure. It is certainly not the intention for the supervisory authority to make any formal decision on the model at this stage. The firm must demonstrate that the modelled risks are sufficiently under control to produce reliable results.
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    At the Bank, work on pre-applications for internal models began in 2011 for undertakings which had submitted a dossier following the communication of 18 February 2011 concerning this procedure. In all, eleven dossiers were submitted to the Bank. This procedure permits examination of the extent to which companies wishing to use internal models to calculate their capital requirements are prepared for that.


    In 2013, the same team dealt with both the quantitative and the qualitative aspects of the models. The inspections were conducted at the level of the Belgian parent company, the foreign parent company of Belgian firms, and the Belgian subsidiary of the foreign parent company. The developments and adjustments made to the internal models were monitored via regular meetings with the companies and by specific inspections. For some insurance groups, the college of supervisors discussed the practical arrangements and the organisation of the decision-making process in cases where the supervisory authorities disagreed on the appropriateness of the group model for the local market. Any shortcomings in the models were notified to the companies following discussion by the college.


    The NBB notes that the companies have made progress but that some major challenges remain. The inspection missions already carried out enabled the Bank to draw conclusions both on the risks covered and on problems specific to each type of risk and the methodology applied. The 2012 findings were confirmed. Credit risk is often inadequately covered, the calculation of the market risk is approximate, the mortality tables used are not forward-looking, and non-transparent Vendor models are used in the case of catastrophe risk. The conclusions on the general modelling principles are also in line with those from 2012. The chosen methodology generates simplified models with inadequate granularity. Independent validation of the models needs upgrading and local knowledge of the group models is sometimes lacking, a finding that also applies to the management’s knowledge of the model. The methods of aggregating capital requirements are often insufficiently justified. That conclusion applies equally to the risk model : the choice of model, the assumptions and the use of expert judgment need stronger support. Finally, the outcome of the assessment of the technical provisions is uncertain. This all leads to excessive volatility in the capital and uncertainty over its exact level.


    In regard to the flashing-light provision discussed in chapter B, section 3.2 of the “Prudential regulation and supervision” part, the Bank notified insurance companies that from 2013 the exemption dossiers will no longer be examined on the basis of the CPA-2006-2-CPA circular but according to a new methodology, owing to the persistently low interest rate environment and developments concerning Solvency II. As a result, no exemptions were granted in 2013.


    Supervision practice  risk information and risk analysis


    For the large insurance groups, periodic meetings took place with the members of the executive management of the undertaking. These meetings are intended to keep a close watch on the financial health of the companies concerned. That monitoring is necessary, notably in view of the FSAP conclusions. The weaknesses identified in some companies indicate the need for recovery measures. The periodic meetings with the companies ensure that the measures taken are closely monitored.


    The large insurance groups inform the Bank of the outcome of the business-specific analyses which they conduct either periodically or on an ad-hoc basis (IMF stress tests, survey of vulnerabilities, assessment of the impact of Solvency II). During the course of 2013, the results of the various separate surveys were collated and examined against the standard reporting submitted to the Bank by the company. This exercise led to a risk analysis for each company. On the basis of these analyses, it was possible to detect any pitfalls, prompting more detailed analyses of those potential risks. The analysis results were discussed with the companies, which were urged to take steps to reduce their exposure to the increased risks.


    Pursuant to the Bank’s circular of 21 December 2012 (1), in the case of the large insurance groups, an interview was conducted every three months with the approved auditor to discuss the undertaking’s general situation. For other companies, these interviews were held less frequently.


    
      (1) Circular NBB_2012_16 of 21 December 2012 on the approved auditors’ duty of cooperation.

    


    Supervision practice  inspections


    The inspection method underwent fundamental changes in 2013 to harmonise the inspections and improve their efficiency. For more details on this, see Box 5 on NOVA in chapter C, section 1 of the “Prudential regulation and supervision” part.


    The 2013 inspection plan comprised a number of assignments concerning fifteen insurance companies. The main purpose of the missions was to assess :


     the rules and principles applied in regard to governance and management structure ;


     the risk management systems and transverse control functions ;


     reinsurance business ;


     the organisation of class 23 activities and management of the associated risks ;


     the rules for allocating costs among the various branches of activity ;


     the adequacy of the technical provisions calculated under Solvency I ;


     the progress of the preparations for the Solvency II requirements and in particular the adoption of the best estimate for calculating the technical provisions, and the preparations for the ORSA.


    Some of the inspection missions also aimed to verify respect for the measures announced by the companies following previous missions, while others aimed to compare the management practices of the various companies for certain specific classes of activity.


    4. Oversight and prudential supervision of market infrastructures


    4.1 Components of the annual risk review 2013


    In the year under review, the Bank’s supervision priorities for financial market infrastructures concerned business models, liquidity risk and operational risk.


    Business models


    The various market infrastructures are adapting their business models with a view to the introduction of TARGET2-Securities (T2S) and the specific new rules designed to make the activities more robust, such as CRD IV, EMIR and the draft Regulation on CSDs. This restructuring will give these entities access to new types of activity or functions, and that could tend to increase their risk profiles. The many companies operating in the post-trading sector are able to perform different roles : they may act as central depositories, provide custody services or act as authorised representative, depository or counterparty. However, their respective business models tend to converge for certain business segments, e.g. those where collateral is mobilised and rendered fluid. The extension of the market infrastructure activities to other links in the post-trading chain, the provision of new services and the increase in geographical scope therefore require close monitoring for the potential impact on risks.


    Liquidity risk


    If a financial market infrastructure has insufficient liquid resources at the scheduled moment for settlement, that may lead to systemic problems, especially in illiquid or volatile markets, and solvency problems. In particular, the NBB made sure that Euroclear Bank, as a financial market infrastructure, has the necessary procedures to measure and manage liquidity risk, even in the event of simultaneous default by two of its largest participants. Central depositories have an atypical risk profile. They do not collect deposits from the public and their lending activities are generally confined to granting intraday credit, solely for the purpose of facilitating the settlement of transactions. The excess deposits by their professional customers are also reinvested at maturities that ensure balance sheet liquidity. The supervision therefore needs to be based on principles specifically tailored to these business profiles, such as the CPSS-IOSCO principles for market infrastructures.


    Operational risk


    In the field of operational risk, cyber security is now receiving more specific attention. The supervisory authorities must, in particular, ascertain whether the market infrastructures are able to defend themselves and respond to cyber attacks, which are becoming more numerous and more serious. The main aim is to safeguard the integrity and confidentiality of the transactions handled by these infrastructures, and to guarantee continuity of service. As a member of the CPSS, the Bank took part in the international work on the cyber risks facing financial market infrastructures. That work charted the recent developments in cyber threats and the techniques available for dealing with them. The subject currently being examined is how the financial system as a whole could protect itself better against the growing level of threat, and whether the recovery mechanisms planned in response to a successful attack need to be strengthened. In view of the close links between infrastructures in the global financial system, it is vital to prevent the spread of any consequences of an attack. The work of the G20 central banks concerning cyber risks is still at the analysis stage, and it is too soon to state what the new oversight expectations might be for financial market infrastructures in this sphere.


    During the period under review, the Bank organised a round-table conference with the Belgian financial market infrastructures on the subject of cyber risks. There was an exchange of expertise on techniques for preventing, detecting, controlling and combating cyber threats. The participants also discussed the challenge of coping with the growing cyber threats, and considered the sectoral measures that might make a positive contribution here.


    4.2 Organisation of supervision /oversight


    The Bank is the prudential supervisory authority and overseer of market infrastructures. In exercising prudential supervision, it monitors the operator as an institution, whereas its oversight focuses on the system used by the operator. While the prudential supervision checks whether an institution complies with the rules on capital requirements, management, organisation and operational functioning, the oversight is more concerned with the stability of the financial system as a whole. The oversight examines whether systemic infrastructures are capable of ensuring the continuity of their services even in extreme circumstances. Table 6 indicates the Belgian infrastructures subject to the Bank’s authority and cooperation between the Bank and the supervisory authorities of third-country infrastructures.
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    SWIFT


    The Bank acts as lead overseer (principal supervisory authority) of SWIFT (Society for Worldwide Interbank Financial Telecommunication). Central banks make SWIFT subject to oversight because this entity is crucial to the security and efficiency of the financial messages exchanged between financial institutions and financial market infrastructures throughout the world.


    During the period under review, the SWIFT Oversight Forum set up in May 2012 became more closely involved in determining the policy on oversight in relation to SWIFT. Apart from the G10 central banks, ten other central banks are informed of the SWIFT oversight conclusions. They participate in determining the points for attention for future oversight activities.


    The oversight activities concern all types of operating risk that may affect the SWIFT messaging services. During the period under review, special attention focused on the further development of integrated risk management and protection against cyber threats. Entry into service of a new data centre and the progress achieved with the technological renovation of the FIN application  the central application for the exchange of messages via SWIFT were closely monitored.


    Payment infrastructure


    The Bank acts as lead overseer of MasterCard Europe. In 2013, it concluded a Memorandum of Understanding with the Central Bank of Russia, establishing cooperative oversight. The cooperation takes effect at the same time as the establishment of a legal supervision framework in the Russian Federation, and is justified by the growth potential of MasterCard Europe in that country. A similar agreement with the Nederlandsche Bank is being prepared, since the Dutch debit card scheme (PIN) was replaced by the MasterCard Europe debit card function (Maestro). The Bank also kept a close watch on the measures taken by Bancontact/MisterCash to conform to the standards introduced by SEPA (Single Euro Payments Area) for a payment card scheme.


    The Centre for Exchange and Clearing (CEC), the Belgian clearing centre for the exchange and clearing of small interbank payments, migrated its technical platform at the end of March 2013 to the French retail payments system, Système technologique d’échange et de traitement. The CEC nevertheless remains a Belgian legal entity. The Bank concluded an agreement with the Banque de France on the exchange of information for the purpose of oversight.


    Growing numbers of non-bank institutions have been operating under the payment institution status introduced last year (see the table in section 2.2 of chapterC). In2013, the Bank embarked on a detailed survey of the duties of vigilance incumbent upon these payment institutions in order to prevent money-laundering and thefinancing of terrorism.


    Central counterparties


    In the final quarter of 2013, the national competent authorities launched the authorisation procedure defined in the EU’s EMIR Regulation, whereby each CCP is granted a European passport. In that context, a supervisory college is set up for each CCP and has a right of consultation and escalation under the authorisation procedure. In early January 2013, the Bank took part in the supervisory college of 7 foreign CCPs, either as the supervisory authority of a CSD which the CCP uses for settlement, or as the supervisory authority of one of the three main clearing members of the central counterparty.


    Securities deposit and settlement


    The supervision concerning CSDs and securities settlement systems (SSS) focused on the establishment of a CSD by Bank of New York Mellon and on the activities of Euroclear Bank.


    In December 2012, Bank of New York Mellon CSD and Bank of New York Mellon SA/NV were recognised respectively as a CSD and an institution equivalent to a settlement institution. That recognition entails the obligation to meet a series of basic requirements for a robust operational framework and risk management. In 2013, the Bank considered that those requirements were met and approved the operational launch of the Bank of New York Mellon CSD. The latter was also appointed as a securities settlement system. It will begin operating by early 2014 at the latest.


    In November 2012, the FSB included the Bank of New York Mellon group in the list of Global Systemically Important Banks (G-SIBs). Consequently, as the supervisory authority of Bank of New York Mellon SA/NV the Bank concluded a cooperation agreement with the Federal Deposit Insurance Cooperation and the Board of the Federal Reserve, responsible for supervising the group’s parent company in the United States. That agreement concerns participation in the preparation and regular monitoring of a general resolution plan under the aegis of a Crisis Management Group comprising the supervisory authorities of the main entities of Bank of New York Mellon. The work of the Crisis Management Group began in the second half of 2013.


    From late 2012 to early 2013, the IMF conducted an EU-wide FSAP for the first time covering pan-European financial market infrastructures. In the process, the IMF  following in the footsteps of the Bank  also conducted an assessment of Euroclear Bank, on the basis of the CPSS-IOSCO principles applicable to financial market infrastructures. The IMF’s recommendations concerned among other things the recovery plan requirements, advances on coupon payments and bond redemptions, daily reconciliation of positions in securities, and risk analysis concerning customers of participants in Euroclear Bank. As regards the organisation of the supervision itself, the IMF recommended formalising and extending the current cooperation between the Bank and the Luxembourg authorities in respect of Euroclear Bank, in order to create a level playing field for Euroclear Bank and Clearstream Banking Luxembourg as international central securities depositories (ICSDs), and to include the ECB in that process. The Bank and the Luxembourg authorities are currently finalising an agreement. Lastly, the IMF considered it appropriate to deploy additional resources to strengthen the oversight of systemically important market infrastructures like Euroclear Bank.


    In accordance with the new requirements included in the CPSS-IOSCO principles for market infrastructures, the Bank has to cooperate with the authorities of the countries for which the smooth operation of market infrastructures based in Belgium and active internationally is of major importance. At this stage, that requirement specifically concerns Euroclear Bank. The various cooperation agreements intended to give the authorities concerned access to all useful information for the exercise of their own responsibilities were finalised recently or are in progress. The structural implementation of that cooperation will take place in 2014.

  


  
    Box 3  Combating money-laundering and the financing of terrorism and proliferation : preparation of the 4th mutual evaluation of Belgium by the FATF


    In February 2012, the intergovernmental Financial Action Task Force (FATF) approved the new “International Standards on Combating Money Laundering (AML) and the Financing of Terrorism & Proliferation (CFT)”, constituting its forty new “Recommendations”. The FATF then continued its work of defining the new methodology for assessing technical compliance with the FATF recommendations and the effectiveness of the AML/CFT systems. As a member of the Belgian delegation, the Bank played an active part in this work. Adopted in February 2013, this new methodology will form the basis of the fourth round of mutual evaluations of the organisation’s member countries. Following the assessment of the Belgian financial system conducted by the IMF in 2012 and 2013, Belgium will be one of the first four countries to undergo a mutual evaluation by the FATF using the new methodology.


    New FATF methodology


    The new methodology takes account of the experience gained during the third round of mutual evaluations. After that round, the member countries considered that, while it had been necessary to check initially that the countries evaluated had adapted their laws, regulations and measures to combat money-laundering and terrorist financing in order to take account of the 40 FATF Recommendations, the fourth round of evaluations should be used to ensure that the control mechanisms developed by member countries are effective, though without neglecting the need for those countries to watch over the compliance of their provisions with the new international standards which remain the essential basis for the effectiveness of these systems.


    The new FATF methodology therefore implies that the fourth-round evaluations are organised by a dual procedure. That procedure first evaluates the technical compliance of the national systems with the standards but also, at the same time, their effectiveness in combating money-laundering, the financing of terrorism and proliferation. The countries evaluated will thus have to demonstrate that their laws and regulations and the other measures that they apply satisfy the almost 250 criteria for assessing technical compliance, which cover all components of the FATF recommendations. In addition, they will have to demonstrate the degree to which their systems for combating money-laundering and the financing of terrorism and proliferation are suitable for attaining the aims of an effective system. Those aims are identified and specified in detail by the methodology in the form of eleven immediate outcomes.


    As in the past, the new evaluations will be organised in three main phases. First, the country assessed has to provide the evaluation team with detailed information on both the technical compliance of its provisions with the FATF recommendations and the effectiveness of its systems. That basic information is supplemented by a two-week on-site visit by the evaluation team so that the evaluators can gain a clearer understanding of the mechanisms in place. Finally, the mutual evaluation report is discussed and adopted by the FATF. However, it should be noted that, during the on-site visit, the emphasis will be on evaluating the effectiveness of the mechanisms developed by the country in question. That evaluation will focus mainly on the vulnerabilities of the country evaluated, taking account of all its specific characteristics. The aim of the evaluation is in fact to help the evaluated country to tackle those vulnerabilities in order to increase the effectiveness of the measures to combat money laundering and the financing of terrorism and proliferation.


    Preparations in Belgium


    In the closing weeks of 2013 and the initial weeks of 2014, the various Belgian authorities concerned, including the Bank, thus contributed to the preparation of the detailed dossier of information on the mechanisms in place in Belgium, to demonstrate that they comply with the standards and are effective.


    In this connection it should be noted that, pending the fourth Directive on the prevention of money-laundering and the financing of terrorism, on which negotiations are in progress, it has not yet been possible to adapt the Belgian laws and regulations to the new FATF standards.


    However, since the new standards place more emphasis on the risk-based approach to supervision, the Bank can in particular make use of the “periodic questionnaire” on AML/CTF which financial institutions subject to its supervision have to complete each year. With that questionnaire, the Bank’s risk-based approach to the exercise of supervision will be based on the collection of systematic, standardised data, facilitating comparisons between financial institutions and over time. In order to enable the financial institutions to prepare their answers for the beginning of 2014, the questionnaire was sent out to them by circular in September 2013 (1). Shortly after that, the questionnaire was also presented to them at an information meeting organised by the Bank.


    
      (1) See Circular NBB_2013_10 of 25 September 2013 on the periodic Questionnaire relating to the prevention of money-laundering and the financing of terrorism, and the annexes to the circular.

    


    The information dossier produced by the Belgian authorities will form the main basis on which, in the spring of 2014, the FATF evaluation team will determine the priorities to be given particular attention during the rest of the mutual evaluation process, and notably during the on-site visit.


    During that visit scheduled for 30 June to 11 July 2014, the evaluation team will conduct a detailed examination of the AML/CFT mechanisms implemented in Belgium, taking account of the previous decision on the priority of the various topics in this field.


    The draft evaluation report will be debated and approved by the FATF in February 2015. This mutual evaluation report will also form the final section of the report drawn up by the IMF on Belgium under the FSAP.


    
      [RETURN]

    

  


  
    Box 4  NOVA : the new inspection method


    For the Bank, the inspections conducted by specialist inspectors on banks and insurance companies are a vital and irreplaceable supervision instrument for detecting failings in the way in which institutions organise their business and manage their risks, and for taking the necessary corrective measures. The Bank’s inspections take place in the context of the risk assessment of the institutions, and lead to decisions on action plans. One of the actions that might be considered is the planning of an inspection. The Bank may also arrange an inspection at any time if specific circumstances so require. After the inspection, the Bank draws up an inspection report in which it expresses a general opinion and sets out its findings and recommendations. This inspection report enables the Bank to assess whether immediate action is needed, and to adjust the general risk profile of the institution at the time of the periodic risk assessment (see chart for more details).


    During the year under review, the inspection methods were radically revised via the New Organisation for Valorisation of Audit (NOVA) project, in order to harmonise the inspections and make them more effective. Work on the NOVA project resulted in a general inspection manual, applicable since October 2013. That manual gives a clear definition of the inspection process and sets out a formal methodology. More particularly, it provides for an inspection universe, the introduction of the latest audit concepts and techniques, revision of the work programme objectives, a standardised implementation process, opinion rating, scoring of the recommendations and a modified inspection report. The NOVA project also involved work on automating the inspection process in order to maximise consistency in its execution.


    The inspections conducted by the Bank are a) results-oriented : inspectors formulate opinions and recommendations for the spheres examined, giving them individual scores so that the shortcomings detected can be targeted,

    b)risk-oriented : the inspectors apply a methodology based on an analysis of the risk exposures and the way in which the risks are, or are not, monitored, c) intrusive : adequate information on supervision is actively sought, and d)forward-looking : the spheres analysed are related to the overall risk management system that supports future (financial) performance, for which purpose the Bank uses the Prudential Internal Control Standardised Model (or PRISM) as the internal reference model.
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    The review of the inspection methods coincides with the introduction of the SSM. The Bank decided to align the NOVA methodology as far as possible with that of the SSM, while maintaining the elements for which there is no provision as yet in the SSM, and/or those which, in the light of Belgian experience, should preferably be kept, such as the formulation and follow-up of recommendations by inspectors, and the notification of an overall rating. These additional elements will apply to all supervised institutions until the SSM comes into operation, and to all subjects for which the Bank has full and exclusive powers.


    The inspection process and the expectations in relation to supervised institutions are explained in detail in the circular relating to inspections (1). This transparent approach is designed primarily to ensure that the inspections run smoothly. The methodological revision is accompanied by adjustments to the organisational model, as the Bank decided to group the inspectors together in a single service from November 2014.


    
      (1) Circular NBB_2013_15 of 11 December 2013 on inspections.
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    Box 5  Real estate : measures adopted


    Over the last few years, the Bank has analysed in depth recent developments on the mortgage market and identified the risk profile and quality of Belgian credit institutions’ mortgage loan portfolios.


    In this respect, the 2012 Financial Stability Review (FSR) stated that a substantial number of borrowers in recent vintages may have stretched their loan maturities, loan sizes and/or debt service ratios to levels that could entail a higher risk of future credit losses for banks than in the past. To maintain the current very high asset quality of Belgian mortgage loans, the FSR therefore called for increased vigilance over current market developments, and a closer watch on the application of sufficiently conservative credit standards and the establishment of adequate risk pricing for all new mortgage loans.


    The supplementary survey in 2013 focused in particular on the way in which the potential risks associated with mortgage loans are taken into account in calculating the minimum capital requirements for credit risk under the pillar 1 rules. In that regard, particular attention was paid to credit institutions which use the internal ratings-based approach (IRB) to calculate their minimum regulatory capital requirements for mortgage loans. The levels of the risk weights calculated with these internal risk models for Belgian mortgage loans (averaging around 10 %) are considerably lower than those determined by the standard approach for calculating the minimum capital requirements for credit risk (risk weighting of at least 35 %), though they vary widely between institutions. More detailed analysis confirmed that these differences between institutions are largely attributable to variations in the risk profile  and particularly the relative importance of the riskier sub-segments  of the portfolios of the different banks. However, the analysis also confirmed that the risk weights for Belgian mortgage loans were often very low in absolute terms, and lower on average than in many other European countries.
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    Although the credit quality indicators for households do not so far point to any deterioration in default rates on recent mortgage loan vintages, a number of factors could lead to a rise in credit losses in the future. In that respect, the said article in the FSR 2012 highlighted the particularly steep increase in house prices and mortgage lending over the preceding ten years, and the trend towards longer loan maturities and the relatively high (though stable) share of loan-to-value ratios of more than 80 % (including ratios higher than 100 %) in new contracts. In this connection, it is possible that a sizeable group of borrowers in recent vintages may have stretched their mortgage loan maturities, loan sizes and/or debt service ratios to levels that could entail a higher risk of future credit losses for banks than in the past. Consequently, some segments of the latest mortgage loan vintages could be more vulnerable to a deterioration in incomes and housing market conditions. Partly on the basis of criteria measuring the over- or under-valuation of property prices, the Bank and international institutions such as the ESRB, the OECD and the IMF therefore decided to draw attention recently to the potential risks associated with the Belgian housing and mortgage market.


    In this context, and in view of the relatively large share of Belgian mortgage loans in the balance sheets of Belgian credit institutions, the NBB considered it justified to take some prudential measures aimed at strengthening the banks’ resilience and reducing the concentration risk.


    The first measure is macroprudential in nature and provides for a flat-rate 5 percentage point increase in the risk weightings calculated by the banks themselves, but only for banks calculating their minimum regulatory capital requirements for Belgian mortgage loans according to an IRB model. That measure took effect with the Royal Decree of 8 December 2013 (1). In practice, if a bank using the IRB approach calculates an internal risk weighting of 10 % for Belgian mortgage loans, this measure requires the minimum capital requirements to be calculated on the basis of a 15 % risk weighting. This add-on does not apply to banks using the standard approach mentioned earlier to calculate their capital requirements. This moderate add-on seems appropriate in view of the rather conservative policy on mortgage lending in the past, and the historically low level of losses on such loans. However, in view of the cyclical character of this measure, the Bank will keep a close eye on market developments for the purpose of continuous assessment of the appropriate level of that add-on. From 2014, the new capital requirements for Belgian mortgage loans can only be maintained pursuant to European rules permitting the EU Member States to impose specific requirements to address macroprudential risks. The Bank will do whatever is necessary to maintain the add-on with due regard for the new EU Directives applicable from 1 January 2014.


    
      (1) Royal Decree of 8 December 2013 approving the regulation of 22 October 2013 of the National Bank of Belgium amending the regulation of 15 November 2011 of the National Bank of Belgium on the solvency of credit institutions and investment firms.

    


    The other two measures adopted by the Bank are microprudential in nature : one concerned launching a horizontal assessment of the said IRB models on the basis of the results of the backtesting (2) to be conducted by the institutions, followed by any necessary adjustments to those approaches, and the other consisted in requesting credit institutions to carry out a self-assessment of the degree to which each bank conforms to the EBA Opinion on Good Practices for Responsible Mortgage Lending and the EBA Opinion on Good Practices for the Treatment of Borrowers in Mortgage Payment Difficulties. The results of these two exercises will be analysed in the first half of 2014.


    
      (1) Backtesting is one of the components of the quantitative validation of a model based on comparison between predicted and actual values.
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    Methodological note


    Unless otherwise indicated, when data are compared from year to year, they all relate to the same period of the years in question. In the tables, the totals shown may differ from the sum of the items owing to rounding.


    In order to provide an update on various key economic data relating to Belgium in the year2013 as a whole, it was necessary to make estimates, as the statistical material for that year is sometimes still fragmentary. In the tables and charts, these estimates, which were finalised at the end ofJanuary2014, are marked “e”. They represent mere orders of magnitude intended to demonstrate the trends which already seem to be emerging. The Belgian sources used are mainly the NAI, the DGSEI and the Bank. The comments on the international environment and the comparisons between economies are usually based on the latest data or estimates originating from institutions such as the EC, the IMF, the OECD and the ECB.


    The monetary unit used in the Report for the data concerning the euro area member countries is the euro. Amounts relating to periods before the introduction of the euro, on 1January1999 for Belgium and for most of the member countries, are converted at the irrevocable euro conversion rates. Except in the chapters on monetary policy and prices, where the definition coincides with the historical reality, the euro area is defined wherever possible in this Report as consisting of all the EU countries which adopted the single currency during the period 1999-2013. Apart from Belgium, the area therefore consists of Austria, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia and Spain. For convenience, the term “euro area” is also used to designate this group of countries for periods prior to the start ofStage3 of EMU. For some analyses, the preferred source was the OECD which includes in the euro area only the countries which are members of that international institution, i.e. excluding Cyprus and Malta. In view of the small size of those economies, the OECD data are perfectly representative of the euro area as a whole.


    Since1999, the NAI, in accordance with the obligation imposed by Eurostat, has applied the ESA 95 methodology for compiling the national accounts (1). As far as possible, the Report incorporates the definitions and methods resulting from ESA 95. However, it still expresses the data in gross terms although this new system presents the main aggregates derived from the national accounts in the form of net results for consumption of fixed capital. Gross data have the advantage of reducing the problem connected with the valuation of depreciation, which is based on the assumption of perfect knowledge of the stock of fixed capital. Furthermore, gross data make it easier to interpret certain movements such as those of the gross operating surplus. For simplicity, the sectoral breakdown groups together, under the heading “individuals”, households and non-profit institutions serving households, which constitute separate sectors according to the ESA95 methodology. Nevertheless, the terms “individuals” and “households” are used as synonyms. The terms “corporations” and “enterprises” are also frequently used as synonyms, whereas in the commentary from the GDP expenditure angle, “enterprises” also covers self-employed persons, who are included under households in the real and financial sectoral accounts.


    
      (1) For fuller information concerning the ESA 95, see the NAI publication entitled Comptes nationaux 1998  Partie 1 : Estimation des agrégats annuels. The changes caused by the switch to ESA 95 for the account of general government are specified in more detail in another publication from the same source, entitled Comptes nationaux 1998  Partie 3 : Comptes des administrations publiques.

    


    The Belgian national accounts, like those of other European countries, have undergone a series of important methodological revisions in recent years, affecting in particular the breakdown of price and volume effects. The changes thus made were explained by the NAI in the publication of the detailed national accounts in December2005, November2006 and October2009. Thus, since2006, the volume series have been expressed in prices of the year preceding the one for which they were first published, while according to the previous practice they were expressed at prices of a fixed base year (2000, in the2005 edition of the national accounts). This modification makes it possible to “chain” the volume change in the aggregates or sub-aggregates. According to this method, their volume growth between two consecutive periods is calculated systematically by reference to the previous year’s prices and weights. The changes between consecutive periods are linked together (cumulated) to give a chained index. When the chained index of an aggregate or sub-aggregate is applied to the amount (level) of a reference year, such as2011, as in the official national accounts published in September2013, that provides a measure of the volume change in “chained euros (reference year2011)”. The use of chaining leads to a loss of additivity in regard to the volume levels (except for the figures relating to the reference year and the year immediately following it). This implies, for example, that in the case of chained level series, GDP is not equal to the sum of its components.


    In the section devoted to the international environment, the presentation is also consistent with the ESA95 or its equivalent, the System of National Accounts published jointly by the United Nations, the World Bank, the EC, the IMF and the OECD (SNA1993). Nevertheless, the statistics from the sources to which reference is made in the Report, principally the EC and the OECD, are not always uniform, because the periods for which the methodological revision or the conversions from one system to the other have been carried out still vary greatly from one country to another.


    The breakdown of the financial accounts between individuals and corporations is largely based on data from Belgian financial institutions. The information making it possible to break down the financial transactions between the private sector and the other sectors, especially transactions with foreign countries or those effected within the non-financial corporations sector itself, is much more fragmentary. The main statistics which can be used for this purpose, namely the globalisation of the annual accounts of enterprises compiled by the Bank’s Central Balance Sheet Office, are in fact partial, are produced only annually and are available only after a time lag of several months. It has therefore been necessary to introduce some assumptions and make various estimates.
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     the datum does not exist or is meaningless


    n. not available


    p.m. pro memoria
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TABLE 28 FINANCING REQUIREMENTS AND RESOURCES OF
THE FEDERAL STATE

(in € billon)
201 012 2013e
Gross balance to be financed 504 405 404
Gross financing requirements 429 335 33.0
Budget deficit () or
surplus (+)® 189 80 57
Medium- and long-term
debt maturing during
the year 241 256 273
In euro 241 256 273
In foreign currencies 0.0 0.0 0.0
Buy-backs
(securities maturing the next
year or later) 71 70 74
Other financing requirements 04 00 0.0
Funding resources 495 48.0 467
Linear bonds (OLOs) 409 430 423
State notes and others 86 5.1 a4
Net change in the short-term
debt in foreign currencies 0.1 0.0 06
Change in the outstanding
amount of Treasury Certificates 5.3 -34 71
Net change in other short-term
debts in € and in financial
assets 64 a1 0.1

Source: FPS Finance.
(1) The budget balance is calculated on a cash basis and, among other things,
takes account of financial transactions which are not included in the overail
balance of general government which, in accordance with the ESA 95,
is calculated on a transaction basis.
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CHART 30 INFLATION IN BELGIUM AND IN THE THREE NEIGHBOURING COUNTRIES

CONTRIBUTION OF THE MAIN COMPONENTS

INFLATION (HICP) TO THE INFLATION GAP IN RELATION TO THE THREE
(percentage changes compared to the corresponding month NEIGHBOURING COUNTRIES
in the previous year) (percentage points)
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CHART 71 OWN FUNDS, REQUIRED MARGIN AND REGULATORY SOLVENCY MARGIN
(non-consolidated end-of-period data)
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TABLE 16 CREDIT QUALITY INDICATORS
(consolidated end-of-period data; in € billon, unless otherwise stated

Total Percentages of impaired daims'® Coverage ratio®
loans
September 2007 2011 2012 september 2007 2011 2012 September
2013 2013 2013
Credit institutions. 1258 00 03 03 04 59.0 602 538 755
Non-bank companies® 1823 23 59 7.0 7.0 372 427 427 455
Households® 2790 28 41 41 41 276 397 397 333
Non-bank institutions® 511 03 06 03 03 319 292 311 379
Total © 652.5 15 33 38 38 323 as a4 405

Source: NB8.
(1) Impaired ciaims (according to the IAS 39 definition) in % of total loans granted.

(2) Specific or general provisions s a percentage of the impaired daims

(3) Indludes exposures to non-finandial corporations and certain SME, and to certain non-bank financial corporations.
(@) Also includes self-employed persons and certain SMES

(5) Indludes exposures to certain non-bank finandil institutions and to local authorites

(6) Also includes loans to central governments.
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CHART 9 LABOUR MARKET IN THE EURO AREA

(percentage changes compared to the corresponding quarter
of the previous year, unless otherwise stated)
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1 ~—n
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2009 2010 201 2012 2013

I Employment n persons (left-hand scale)

—— Unemployment rate” (fight-hand scale)

Sources: EC, ECB.
(1) Ratio between the nurmbers unemployed and the labour force, in%.
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CHART 52 LENDING BY RESIDENT BANKS TO RESIDENT
NON-FINANCIAL CORPORATIONS

(end-of-month data; annual percentage change, unless
othenwise stated)

7. Y N T N Y A P
2001 2003 2005 2007 2009 2011 2013

— Belgum } (eft-hand scale)

—— Euroarea

p.m. Synthetic business survey curve for Belgium®
T (right-hand scale)

Sources: ECB, NBB.
(1) Including securitised loans (from January 2010 for the euro area).
(2) smoothed indicator, balance of reples.
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INSPECTIONS IN CONNECTION WITH RISK ASSESSMENT

— Action plan
— Capital decision/solvency requirements
— Other

Inspection p\an‘- _«

Reports External Auditors

Contacts with institutions and auditors

Supervisory cooperation

Reports Inspection

Management statement on interal control

Inspection mission

—Remedial actions
— Capital add-on / solvency requirements
—Other

SIpopiag

ajeIpawL

Source: Circular NBB_2013_15 of 11 December 2013 on inspections.
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TABLE 29 LABOUR MARKET PARTICIPATION

(in % of the population aged from 20 to 64 years; annual averages, unless othenwise stated)

Total
p.m. EU®
By sex
Wormen
Men
By level of education
Low-skilled
By age
From 20 to 29 years
From 55 to 64 years
By nationality
Other EU nationals®
Non-EU nationals®®
By Region
Brussels
Flanders
Wallonia

Employment rate Activity Unemployment
rate rate®
2000 20139 Europe 2020 2013% 20130
targets
658 673 732 733 82
665 683 750 764 106
56.0 62.1 69.1 676 80
755 724 790 83
505 471 556 153
66.0 58.1 686 153
263 a7 500 a1 56
610 637 723 19
361 403 <1650 572 296
597 568 702 191
694 720 760 757 a8
611 623 70.1 1

Sources: EC, DGSE.

(1) Job-seekers in percentage of the active population aged from 20 to 64 years

(2) Average over the first three quarters of 2013.

(3) For 2000, the average i cakculated on the basis of the second quarter' figures and excludes Croatia

(@) Lower secondary education qualfications at most
(5) Exduding Croatia.

(6) Difference between Belgians and non-EU citizens must be less than 165 percentage points.
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CHART 14 LIQUIDITY IN THE EUROSYSTEM
(outstanding amounts, weekly data, in € billon)

2007 2008 2009 2010 201 2012 2013

Securities held for monetary policy purposes
Main refinancing operations.

Longer-term refinancing operations

Use of the marginal lending facilty
Liquidity-absorbing and fine-tuning operations

Consolidated liquidity need of credit institutions

Liquidity surplus®

Source : ECB.

(1) Liquidity need due to “autonomous factors* (such as demand for banknotes) and reseve requirements.

(2) The liquidity surplus is equivalent to the difference between the outstanding amount of transactions leading to an exgansion of liquidity ~ namely the refinancing operations,
the purchase of securtisfo monetary poiy puposes and the se o th marginal lending facity - and the sum o th outstanding amount of iy absoring
operations and the consolidated liquidity need of the banking system. It corresponds to the sum of the amounts placed in the deposit facilty and on current accounts in
excess of the reserve requirements.






OEBPS/Images/34161.png
CHART 85 DETERMINANTS OF THE CHANGE IN THE
CONSOLIDATED GROSS DEBT OF GENERAL

GOVERNMENT
(in% of GDP)
8 8
6 6
24 t2
o o
=
4~ -4
L L ! L L ! o

2007 2008 2009 2010 2011 2012 2013e

] Changein the debt:
[ Exogenous change
| Endogenous change

Sources: NAI, NBB.
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CHART 57 TOTAL BANK ASSETS
(territorial data)

TREND IMPORTANCE IN THE ECONOMY
(indices July 2007 = 100)® (in % of GDP)
150 150
Belgium
130 - t 130
Germany
110 F 110 Spain
e |- France
Ireland
70 70
Euro area
- P T S S S S ) . I
g 5 g g n 3 20 a0 e0 80 1000
—— Belgium —— France B 2008
—— Germany —— Ireland 2013
—— Spain —— Euroarea

Sources: EC, ECB.
(1) Six-month moving average.
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CHART 60 COST/INCOME RATIO OF EUROPEAN
BANKING SECTORS

(consolidated data, averages 2010-fist half of 2013)

Source: ECB.
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TABLE 25 PRIMARY EXPENDITURE SCENARIOS

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

2014
Nominal expenditure frozen
Real expenditure frozen
Projected expenditure with no change of policy®

2015

Nominal expenditure frozen
Real expenditure frozen
Projected expenditure with no change of policy®

primary expenditure Budget Gap in relation
balance 10 the target®
Real Nominal
growth growth (i % of GDP) (in % of GDP)
-5 00 -5 06
00 15 23 02
09 24 28 06
13 00 03 02
00 13 -6 ER]
12 26 27 22

Sources: Budget documents, NBB.

(1) On the basis of the Bank's economic projections for 2014, published in the December 2013 Econommic Review, and GDP growth of 1.4% in 2015, similar to the EC’ forecasts.
(2) Objectives under the April 2013 stabilty programme and in the Ecofin Council Decison of 21 June 2013,
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CHART 23 GDP IN BELGIUM, THE EURO AREA AND
THE THREE MAIN NEIGHBOURING COUNTRIES
(indices, pre-recession peak in 2008 = 100, volume data
adjusted for seasonal and calendar effects)
103 103
102 102

101
100
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Sources:
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CHART 20 KEY INTEREST RATES, MONEY MARKET RATES
AND LIQUIDITY SURPLUS IN THE EURO AREA

1000 6

2007 2008 2009 2010 2011 2012 2013

[ Liquidity surplus (in € billion) (ieft-hand scale)

—— Marginal lending facilty rate
—— ECB's main refinancing rate

—— Deposit faciliy rate (right-hand scale)
—— Eonia

One-year Eonia swap rate
one year ahead

Sources : Thomson Reuters Datastrear, ECB.
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CHART 3 GOVERNANCE OF THE SINGLE SUPERVISORY
MECHANISM

Joint Supervisory Teams

National competent authorities
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DEPENDENT VARIABLE: CHANGE IN THE SAVINGS RATIO®

Q@: Future financil stuation Q7 Movement in unemployment
Constant ~0.0054. -0.0002
Residues (1) —0.5199*** -0.2665**
Change in the share of labour income in disposable income -3.9853*** —4.2338***
Change in net financial assets -0.2315 -0.0896
Real long-term interest rate 0.0076* 0.0011
Q2u (-2) 0.0379%**
Q2s (1) -0.0109*
Q7u (-2) 0.0088
Q7s (1) -0.0045
Adjusted R? 0.7181 0.6051

(1) The letter “u” after each question stands for uncertainty. The letter “s stands for the balance. Statitical significance is indicated by the symbols *, ** or *+*
for levels of 10, 5 or 1% respectivel. The varizbles based on the consumer survey replies were standardised. The figures in brackets refer to the nimber of lags.
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TABLE 3 CHANGE IN THE NUMBER OF INSTITUTIONS

SUBJECT TO THE BANK'S SUPERVISION

Credit institutions
Under Belgian law

Branches governed by the law of
another EEA country

Branches governed by the law of
a non-EEA country

Financial holding companies
Financial services groups
Other financial institutions

Investment firms:

Under Belgian law

Branches governed by the law of
another EEA country

Branches governed by the law of
a non-EEA country

Financial holding companies

Payment institutions and electronic
money institutions

Payment institutions
Electronic money institutions

31122012

123
44

53

TSNS

18
12

31122013

122
39

55

34
20

26
16

Source: NBB.

(1) These are either specialit subsidiaries of credit institutions or credit institutions
assodiated with a central institution with which they form a federation.






OEBPS/Images/32923.png
CHART 21 EXPECTATIONS REGARDING OVERNIGHT INTEREST RATES IN THE EURO AREA ™
075 o7 o7 075 o7 075
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Announcement of the first repayment
for the first three-year longer-term
refinancing operation, end of January:

—— Before
—— After

Interest rate reduction in May (~0.25 %)

—— Before
—— After
Forward guidance decision in July

—— Before
— After

End of October

After the publication of
the October inflation figures
(early Noverber)

After the key interest
rate reduction
on 8 Noverber (-0.25 %)

End of December

Sources : Bloomberg, NB.

(1) Measured on the basis of the implicit one-month interest rate derived from the rates on Eonia swaps with different maturities.
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CHART 47 DEFAULTS ON HOUSEHOLD LOANS'", PER YEAR OF GRANTING
(in % of the number of loans)

MORTGAGE LOANS INSTALMENT LOANS
50 50 9 9
45 Las o Le
40 L a0 . L,
35 L35
6| L6
30 f30
5 s
25 L2s
4 Fa
20 f20
3| L3
15 Fis
10 Lo 2 2
05 fos 1 L
a0 T R R S B o 0 TS T S RO B ®
MG M2 Mi24 Mi36 MedB MO Mi72 M+B4 M6 M2 Mi2d Mi36 M4 MsSD Mi72 MiS4
INSTALMENT SALES CREDIT FACILITIES
9 5 10 10

J

2 2
14 F 14 / L,
ﬂ @ @ I L L L I I I ﬂ
M6 M2 Mi24 M35 M+48 M+60 Mi72 M+84 M6 M+12 Mi24 Mi36 M+d8 Mi60 M+72 Mi84
—— 2006 —— 2007 —— 2008 —— 2009 —— 2010 —— 2011 —@—2012
Source: NBB.

(1) I the case of mortgage loans, a default is recorded if the sum due remains totally or partly unpaid three months after the due date, o if the sum due remains totally or
partly unpaid one month after a demand by registered letter. In the case of instalment loans and sales, a default applies f three instalments remain totally or partly unpaid, or
if 2 due instalment remains totally or partly unpaid for three months, or if the outstanding amount of instalments becomes payable immediately. Finall,in the case of credit
faciites, a default s recorded if a capital sum and/or the total cost becomes due in accordance with the credit contract conditions and remins totally or partly unpaid for
three months, or if the capital has become repayable i full and the amount due remains totally or party unpaid, or if the total amount repayable is not repaid within the
month following expiry of the zeroing term.

2) Loans e gouped sccording t theyear ofgraning. For each yer, the cunes show the nurbr o defauling loans 3 3 petcentage of th orginal ot numberoflans

 a certain number of months following the granting of the loans. Any loan regularisations are disregarded.
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TABLE 23 GENERAL GOVERNMENT PRIMARY EXPENDITURE

(deflated by the GDP deflator, percentage changes compared to the previous year, unless otherwise stated)

Level recorded ™

Real recorded growth

2. Influence of non-recurrent or fiscally neutral
factors®

3. Influence of cydlical factors®
4. Indexation effect?®

5. Adjusted real growth (1 -2 -3 -4)

2009 2010 20m 2012 013e Average
20002012
50.0 49.1 50.0 516 511 463
59 04 37 29 08 29
08 12 02 12 13 02
07 01 04 0.0 0.1 0.0
07 -10 04 04 04 0.0
37 26 34 13 0.1 28

‘Sources: DGSEI, NAI, NEB.
(1) In % of GDP.

(2) Contribution to real recorded growth of primary expenditure.

(3) Effect caused by the difference between the actual indexation of pubiic sector wages and sodial security benefits and the rise in the GDP deflator. The other effects due

to differences between inflation measured by the GDP defiator and the movement in price factors influencing other expenditure cat
to the indexation mechanisms or to a divergent pattern in the prices of certain expenditure categories, are not adjusted owing notat

information.

jories, whether th
iy to the absence

are attributable
suffiient
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CHART 61 LOAN LOSS PROVISIONS OF BELGIAN CREDIT
INSTITUTIONS™

(consolidated data, basis points)

0 80
70~ t70
60 t 60
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40+ ta0
30 t 30
20+ f-20
10 F 10
o T il
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8 28 888 & &% §aRER

Nine first

months®

Source: Ngg.

(1) Net flow of new impairments for credit losses expressed as a percentage of the
outstanding loans. Data from 2006 orwards relate to the loan loss rato for the
category “Loans and receivables* according to IASIFRS.

(2) Annualised.
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CHART 34 SAVINGS RATIO

(in % of gross disposable income in the broad sense, quarterly
data adjusted for seasonal and calendar effects)
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Source: NAL.
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CHART 32 CONSUMER PRICES OF FOOD

CONSUMER PRICES OF PROCESSED FOOD
(indices 2009 = 100)

CONSUMER PRICES OF UNPROCESSED FOOD

(percentage changes compared to the corresponding

month in the previous year)
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Excluding alcohol and tobacco
Belgium —

Three neighbouring
countries

2010 201
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—— Fruit

2012
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Source: EC.
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CHART 74 DISTRIBUTION OF CLASS 21 LIABILITIES

DISTRIBUTION OF LIFE INSURANCE INVENTORY RESERVES BREAKDOWN OF LIFE INSURANCE INVENTORY RESERVES
ACCORDING TO THE AVERAGE GUARANTEED ACCORDING TO THE AVERAGE GUARANTEED RETURN
RETURN PER INDIVIDUAL COMPANY PER INDIVIDUAL CONTRACT
(in % of the total inventory reserves of class 21 contracts) (year-end 2012 data, in € billion)

100 100

475

80 0 450

375

60 60 250

40 40 330

325

20 20 315
3.09

0 0
¢ 5 8 g g 5 ¢t 200
g B g g ] ] R 2

Average guaranteed retum: 2.50
Il 325% orless 225
[ Over 3.25 % but not exceeding 3.50% 0

I Over 3.50% but not exceeding 4.00%
B Over 4.00% but not exceeding 4.50 %

40

Source: NBB.
(1) Outstanding amount of lfe insurance reserves guaranteeing a return different from that in the chart; the guaranteed return for these contracts averaged 3.09 %.
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CHART 48 FINANCING BETWEEN NON-FINANCIAL
CORPORATIONS AND FORMATION OF
FINANCIAL ASSETS

(in € billon, net flows, cumulative over four quarters)

200 200
150 150
100 - 100

50 50
o Hu o
50| F-s0

o I I I

2003 2005 2007 2009 2011 2013

I Funding granted by resident firms "
I Foreign non-bank funding %!

—— Total financial assets

Source: NBB.
(1) Includes only iabltes in the form of loans, shares and other equity.
(2) Includes mainly funding granted by foreign non-financial corporations.
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CHART 98 UNEMPLOYMENT RATE PER PROVINCE IN BELGIUM
(in% of the active population aged from 20 to 64 years)

[ ptos%
] More than 5% and up to 8%

[ More than 8% and up to 11%
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Source: DGSEL
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CHART 84

CONSOLIDATED GROSS DEBT OF GENERAL
GOVERNMENT IN BELGIUM AND IN THE EURO
AREA

(in% of GDP)

— Belgium

—— Euroarea

Sources: EC, NAI, NBB.
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TABLE 1 GDP OF THE MAIN ECONOMIES ™

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

2011
Advanced countries .. 17
of which:
United States . 18
Japan .. 04
Euro area ... 16
United Kingdom ... 1
Emerging countries . 62
of which:
Central and Eastern Europe ... 54
Emerging Asia ... 78
of which:
China 93
Latin America and Caribbean .. 46
World .. 39
World excluding the euro area ... 43
p.m. World trade® ... 6.1

2012

28
14
-07
03

49

14
64

77
30

31
37

27

2013

19
17
-04
13

47

25
65

77
26

30
35

27

pm.
Contribution to
global GDP growth"

pm.

Share

e of
global GDP®

2013

07

04
01

00

23

01
16

02

30
31

2007

56.1

215
63
157
33

439

35
197

108
84

1000
843

2012

504

195
55
135
28

496

34
250

147
87

1000
865

Sources: EC, IMF, OECD.

(1) For regions outside the euro area, GDP is calculated according to the IMF definitions and on the basis of purchasing power parities.

2) Average of exports and imports of goods and services.
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CHART 102 BELGIUM’S WAGE HANDICAP IN RESPECT
OF HOURLY LABOUR COSTS IN THE PRIVATE

SECTOR, ACCORDING TO THE CEC

(cumulative differences since 1996 compared to the

three main neighbouring countries, in%)

2 20
15 s
10 L 1o
5 Ls
0 Lo
e s
-10 F-10
15+ s
ol |y,

EalE g R R
—— Three main neighbouring countries®
—— Germany
—— France
—— Netherlands
Source: CEC.

(1) Weighted average based on relative size of GDP
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CHART 64 BREAKDOWN OF ASSETS HELD BY BELGIAN CREDIT INSTITUTIONS IN THE FORM OF LOANS AND DEBT SECURITIES
(consolidated end-of-period data, in % of the total)

BREAKDOWN BY COUNTERPARTY EXPOSURES TO THE PUBLIC SECTOR®
GEOGRAPHICAL BREAKDOWN TYPE®
100 100
80 80
60 60
40 40
2 20
0 0
2007 012 201303 2007 012 201303 2007 2012 201303
B Belgium B Creditinstitutions Bl Begium
I Euroarea I Non-bank companies & I Peripheral countries
B Rest of the world M Households M Central and Eastem Europe
B central governments B Germany, France, Netherlands
M Non-bank institutions ® M Other countries

(1) Data obtained from the consolidated financial reporting of Belgian credit institutions. Breakdown in accordance with FINREP prudential reporting.

2) Dt cbtained rom the consoldate reporting of ntenationalbanking statisic.Data compled in accordance with th Belgan ccounting sandards (Belgan GAAP). e
assets are dlassified according to the utimate final isk, ie. after risk transfer.

(3) Includes exposures to non-financial corporations and certain SMES, and to certain non-bank financial companes.
(4) Also includes the self-employed and certain SMEs.
(5) Includes exposuies to certain non-bank financial insttutions and local authorites.
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CHART 5 OVERVIEW OF THE AMERICAN HOUSING AND LABOUR MARKETS
(indices 2000 = 100, unless othenwise stated)

) /\ R
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2005
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——  Housing under construction
——  Housing sold (new and existing)

——  House prices®”

201

2013
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20m

—— Unemployment rate (in %, left-hand scale)
—— Total employment (right-hand scale)

2013

108
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%

Sources : Standard & Poor's, Thomson Reuters Datastream.
(1) Case-shille index of 20 metropolitan regions.
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CHART 36
(in % of GDP)

GROSS OPERATING SURPLUS AND WAGE BILL OF COMPANIES

GROSS OPERATING SURPLUS WAGE BILL
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—— Average since 2000

Sources: NAI, NBB.






OEBPS/Images/31306.png
TABLE 19 TARGETS FOR THE OVERALL BALANCE OF BELGIAN GENERAL GOVERNMENT

(in % of GDP)
2008 2000 2010 2011 2012 2013 2014 2015 2016

Stability programme

April 2008 0.0 03 07 1.0

April 2009 -12 34 40 34 26 -5 07 00

September 2009 (complement) -5.9 -60 55 44 28 -13 0.0

January 2010 59 -a8 a1 30 20 -10 00

April 2011 41 -36 -18 -08 02

April 2012 -37 -2.15 11 0.0

April 20132 -39 -25 -2.0 -05 04

p.m. June 20139 -2.7 2.1
p.m. Actual figures -1.0 56 37 37 —4.0 27e

Sources: EC, FPS Finance, NAI, NB.
(1) As in the other tables and charts in this chapter, including — in accordance with the rules laid down for the excessive deficit procedure (EDP) — net interest gains on finandial

transactions such as swaps
(2) These balances correspond to the structural budget balances which were respectively ~29% of GDP in 2012, ~1.8% in 2013,
in 2016
(3) Dedsion of the Ecofin Coundl on 21 June 2013,

129% in 2014, 0% in 2015 and 0.75%
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CHART 16 DEBIT INTEREST RATES ON NEW BANK LOANS
TO NON-FINANCIAL CORPORATIONS

(monthly data, original maturity of less than one year, up to
€1 millon)

225 s

200 \ 5

2008 2009 2000 2011 2012 2013

Standard deviation of interest rates®
© (efichand scale)
—— Belgium Spain
—— Germany Portugal | (right-hand
France —— lreland | scale)
— ttaly
Source : ECB.

(1) Standard deviation of interet rates for the twelve euro area Member States on
1 January 2002, except Luxembourg.
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TREND IN APPARENT LABOUR PRODUCTIVITY AND UNIT LABOUR COSTS

(indices 1997 = 100)

TREND IN APPARENT LABOUR PRODUCTIVITY

LEAST PRODUCTIVE FIRMS MEDIAN FIRMS. MOST PRODUCTIVE FIRMS
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TREND IN UNIT LABOUR COSTS
LEAST PRODUCTIVE FIRMS MEDIAN FIRMS. MOST PRODUCTIVE FIRMS.
(1%t decile) (5" decile) (9" decile)
0o 0 10
104 120 SES
1204 120 -0
o+ o o
100 100 - 100
P A IR I
2882882 2882 88°¢ 2883 88z¢
8RR RRRAR 88 8 8RR R 88 8RR RR
—— Belgium
—— Germany
—— France

Sources: CompNet database, Lopez-Garcia et al. (2013), Eurostat.
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CHART 77 CCORPORATION TAX

(%% of GOP)
40 0
35 fas
30 k3o
25 \/_/\/\ Fas
20 k20
154 Eis
104 k1o
05 Fos
00 00

2001 2003 2005 2007 2009 2011 2013e

—— Advance payments
—— Assessments

—— Total®

Sources: NAI, NBB.

(1) Including other taxes, the main cormponent of which s the withhldig taxon
income from immovable property.
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SCENARIO FOR THE TREND IN PUBLIC FINANCES ON THE BASIS OF THE MEDIUM-TERM BUDGETARY OBJECTIVES®!

(in% of GDP)

2040
2045
2050

—— Budgetbalance J (eft-hand scale)
— Primary balance

I public debt (right-hand scale)

Sources: SGA, NAI, NBB.
(1) On the basis of the macroeconomic assumptions of the SGA's baseline scenario and the assumption that the implict interest rate on the public debt willise to.
3.75% in 2025 and then stabilie at that level.
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CHART 88 GUARANTEES GRANTED TO FINANCIAL
INSTITUTIONS

(in € billon, year-end data)

70 70
60 60
50 Lso
404 a0
30 t30
20 f-20
104 10
0 Lo
2008 2000 2010 2011 2012 2013
I Dexia®
| Other

Sources: NAI, FPS Finance, NB8.
(1) Guarantees relating to the 2008 and 2011 schemes.
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TABLE 6 HARMONISED INDEX OF CONSUMER PRICES AND LABOUR COSTS
(percentage changes compared to the previous year)

HICP
Energy
Unprocessed food @
Processed food
Underlying inflation®
Non-energy industrial goods
Services
p.m. Health index®
p.m. National index
Labour costs in the private sector
Per unit of output
Per hour worked

2009

0.0
-140
04
17
21
14
26
06
01

a3
27

2010

23
10.0
35
10
11
08
14
17
22

04
09

20m

34
17.0
02
31
15
10
19
31
35

26
24

2012

26
6.0
34
31
19
09
25
27
28

a4
37

2013

12
46
a4
32
14
08
19
1.2
71

18e
22e

pm
Three main
neighbouring countries®

2013

14
14
38
22
71
06
15

208
216

Sources: EC, OECD, CEC, DGSEI, NA, NBB.

(1) Asin the other tables and charts in this chapter: HICP, weighted average based on household consumption; labour costs, weighted average based on GDP.

() Fruit, vegetables, meat and fish.
(3) Measured by the HICE, excluding food and energy.

(@) National consumer price index excluding products deemed hamful to health, namely tobacco, alcohol, petrol and diesel

(5) Average of the first three quarters; business sector (NACE branches of actvity B to N); source: EC.

(6) Estimate on an annual basis by the CEC
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CHART 37 FINANCING BALANCE OF DOMESTIC SECTORS AS

A WHOLE

(in % of GDP)
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Financing requirement (-) or capacity (+)
" of domestic sectors as a whole
—— Companies
—— General government

—— Individuals

Sources: NAI, NBB.
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TABLE 6 THE BANK'S SUPERVISION AND OVERSIGHT OF FINANCIAL MARKET INFRASTRUCTURES

Intemational college of supenvisors / cooperative oversight agreement The Bank acts
as the sole authority
The Bank acts The Bank participates under the direction
as the principal authority of another principal authority
Supervision Belgian branch of

Bank of New York Mellon

Payment and electronic
money institutions.

Supervision and oversight Euroclear Belgium (CIK) — ESES. CCP colleges™ Euroclear Bank?
Euroclear SA/NV ‘Atos Worldiine
Bank of New York Mellon SA/NV® BNYM CSD
Oversight SWIFT®@ TARGET2-Securities'™ NBB-SSS
TARGET2 Bancontact/Mister Cash®
ase CEc®

MasterCard Europe®

Source: N8,
(1) These are the supervisory colleges for the central counterparties LCH Cleamet SA, LCH Clearnet Ltd, Euro CCP-NL, Eurex AG Clearing, KDPW-CCE, Keler CCP and CCRG.
(2) The Bank works on an ad-hoc basis with the other central banks concerned

(3) Bank of New York Mellon SA/NV is the European headquarters of the BNYM group. The Bank is the principal authority in the college of European supervisors.

(@) Society for Worldwide Interbank Financial Telecommunication.

(5) TARGET2-Securites s the planned platform for the settlement of multiple securites settlement systems (S55) in the euro area from mid-2015

(6) Peer review in the Eurosystem / ESCB.

(7) Continuous Linked Settiement.
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CHART 03 BREAKDOWN OF MANUFACTURING INDUSTRY
EXPORTS IN COMPONENTS OF VALUE ADDED

(share of the total amount exported, in%, 2009)

Belgian VA Foreign VA
[ | [} From manufacturing industry
From other branches
- From services

Source: OECD.

(1) Including agriculture and fishing, extractive industries, production of gas,
electricity and water, and construction.
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CHART 22 GDP IN BELGIUM AND CONFIDENCE INDICATORS

(volume data adjusted for seasonal and calendar effects, unless otherwise stated)

GDP AND BUSINESS SURVEY INDICATOR CONSUMER CONFIDENCE®
5 10 5
4 Ls i Lo
3 Lo
4 5 s
2 L s
14
L0 10 -0
o
-1+ == -15 F 15
-2+ 2 -20 | 20
5 25
o L 5o 25+ t 25
E 1 L 1 L 1 35 30 30

2008 2009 2000 2011 2012 2013

GDP (left-hand scale)

J Percentage changes cormpared to the corresponding quarter
of the previous year

" Percentage changes compared to the previous quarter

Overall synthetic business survey curve® (right-hand scale)

—— Smoothed series
~@- Gross series

2008

2009

2010

201

2012

2013

Sources: NAI, NBB.
(1) Balance of replies to the monthly survey, non calendar adjusted data.
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CHART 68 BREAKDOWN OF THE MAIN EXPOSURES TO
EURO AREA GOVERNMENT BONDS

(unconsolidated end-of-period data, at book value, in € billon)
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Source: NBB.
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TABLE 18 MAIN COMPONENTS OF THE PROFIT AND LOSS ACCOUNT OF BELGIAN INSURANCE COMPANIES

(non-consolidated data, in € billion)

Life insurance technical result
Result of insurance activities
Premiums and other technical income net of reinsurance

Cost of claims and other technical expenses, net of
reinsurance

Net investment income
of which
Income excluding adjustments and capital gains
Non-life insurance technical result
Result of insurance activities
Premiums and other technical income net of reinsurance

Cost of claims and other technical expenses, net of
reinsurance

Net investment income
of which
Income excluding adjustments and capital gains
Non-technical result®
Net investment income
of which
Income excluding adjustments and capital gains
Other results

Net result for the financial year

First nine months®

2009 2010 20m 2012 2012 2013
07 08 07 12 09 04
8.1 71 48 83 6.1 59
186 18.9 183 207 15.1 14

267 260 231 -29.0 212 173
88 78 a1 95 7.0 63
63 7.0 7.1 7.2 52 5.0
07 07 09 1.1 1.0 11
03 04 0.1 01 02 0.1
9.2 96 104 108 82 83
95 -100 -103 -109 80 82
1.0 12 08 12 08 10
1.1 12 11 12 09 08
05 0.1 11 0.1 0.0 05
06 02 09 08 04 0.1
0.1 0.1 02 0.1 0.1 0.1
0.1 03 02 07 05 05
09 14 09 24 1.9 10

Source: N8,
(1) Figures based on quarterly supenvsory data reports.

(2) The non-technical result includes investment income not imputed to life and non-life insurance activites, and exceptional resulfs and tares.
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BREAKDOWN OF THE NUMBER OF WORKERS CONCERNED BY A COLLECTIVE REDUNDANCY PLAN NOTIFICATION BY BRANCH OF ACTIVITY )
(in 9% of the total number of workers)

2010 2011 2012 2013
Metalworking and metal processing 285 282 59.0 741
Petrochemicals 122 159 84 47
Agri-food 23 156 26 30
Distribution 370 43 04 25
Stone industry 30 7.0 28 24
Textiles 04 6.1 87 11
Transport 53 48 31 17
Other®? 13 18.1 15.0 105
Total 100.0 100.0 100.0 100.0

Source: FPS ELSD.

(1) The sub-division by branch is based on the joint committees.

(2) Ausilary joint committees; paper and wood:; printing, graphic design and media; financial sector; hotels and restaurants; medica, teaching and social organisations;
business and personal services
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CHART 15 NET BORRROWING " BY BANKING SECTORS
FROM NATIONAL CENTRAL BANKS

(outstanding amounts, monthly data, in € billon)

800 800
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400 - 400
200 - - 200
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200 - -200

—a00 | - -a00

s00 S R S <

2007 2008 2009 2010 2011 2012 2013

—— Germany
—— Belgium, France

—— Spain, taly

—— Greece, Ireland, Portugal

Sources : NCBs.

(1) Diference between amountslnt by the NCBS 0 the residet banking sectrs
and amounts deposited by esident banking sectors with the NCBS.
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TABLE 14 FINANCIAL ASSETS AND LIABILITIES OF NON-FINANCIAL CORPORATIONS

(in € billion)

Financial assets
of which
Notes, coins and deposits
Fixed-interest securities
Listed shares
Unlisted shares and other equity
Loans
Other®
Financial liabilties
of which
Unlisted shares and other equity
Listed shares
Fixed-interest securities

Loans granted by
financial institutions
other companies®

Other®

Net financial wealth

Outstanding amount

Change compared to December 2012

At the end of At the end of Total Tansactions  Valuation effects®

2012 September 2013

18380 1906.5 686 138 567
1186 1286 100 102 02
291 289 02 02 00
1746 196.1 215 34 18.1
6306 668.2 376 12 388
757.4 7525 49 a9 00
1276 1321 a5 a5 00

21711 22150 439 200 240

12330 12513 183 66 17
1936 2112 176 1.0 166
38.1 220 39 20 0.1
686.1 687.8 17 32 -5
1828 181.8 -10 05 -5
503.4 506.0 26 26 00
204 28 24 5.1 28

3331 3085 26 8.1 328

Source: NBB.

(1) Changes resulting mainly from fluctuations in prices and exchange rates. This item also includes reciassfications.
(2) Indludes technical reserves of non-autonomous occupational pension institutions, transitory items and derivatives.
(3) Mainly loans granted by Belgian and foreign non-financial corporations, also referred to as “inter-company loans"
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CHART 62 TOTAL ASSETS AND RISK-WEIGHTED ASSETS

TOTAL ASSETS RISK-WEIGHTED ASSETS
[ —

—— Main banking groups
—— of which: Credit risk
—— Other

Source: NBB.
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TABLE 21 REVENUE OF GENERAL GOVERNMENT

(in % of GDP)
2000 2010 2011 2012 013e
Fiscal and parafiscal revenue 4238 432 436 48 454
Levies weighing chiefly on earned income 259 258 26.0 263 266
Personal income tax® 12 14 15 15 138
Social contributions® 147 144 146 149 148
Taxes on company profits® 24 26 29 3.1 32
Levies on other incomes and on assets® 36 37 39 a2 45
Taxes on goods and services 108 1.0 108 1 1.0
of which
VAT 68 70 69 70 7.0
Excise duties 21 21 21 21 21
Non-fiscal and non-parafiscal revenue® 53 55 60 62 62
Total revenue a8.1 487 496 510 515

Sources: NAY, NBB.

(1) In accordance with the ESA 95, total revenue of general government does not include the proceeds of fiscal revenue which the government transfers to the EU.
(2) Mainly withholding tax on eared incorme, advance payments, assessments and the proceeds of additional percentages on personal income tax.

(3) Indluding the special social security contribution and the contributions of persons not in work.

(@) Mainly advance payments, assessments and withholding tax on movable property income.

(5) Mainly withholding tax on income from movable property of individuals, withholding tax on income from immovable property (including the proceeds of additional percentages),
inhertance taxes and registration fees

(6) Income from property, imputed social contributions, current transfers and capital transfers from other sectors, plus sales of goods and services produced, indluding the
remuneration on the guarantees granted by the State on indiduals' deposits and interbank loans
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NOMINAL PRICES OF RESIDENTIAL PROPERTY IN A SELECTION OF EUROPEAN COUNTRIES

(indices 2000 = 100)
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CHART 63 BALANCE SHEET STRUCTURE OF BELGIAN CREDIT INSTITUTIONS
(consolidated end-of-period data, in € billion)
STRUCTURE OF THE ASSETS STRUCTURE OF THE LIABILITIES
1600 1600 1600 1600
1400 1400 1400 1400
1200 1200 1200 1200
1000 1000 1000 1000
800 800 800 800
600 600 600 600
400 400 400 400
200 200 200 200
0 0 0 0
§53828 BaE8zszs;E 55822 8p28sEacs
RNRRAKR RRRR/SRS?2 R NRRRR RRRRARSR2
g ]
B interbank claims I interbank debts
B Loans I Deposits and savings certificates
B Debt securities - Own funds, minority interests
and subordinated debts
[0 Other assets
Derivatives® Certificates of deposit, bonds
= I otner deb securities
I otheriabities
I Derivatives®
Source: NBB.

(1) Data compiled according to the Belgian accounting rules (Belgian GAAP) until 2005 and according to the IAS/IFRS standards from 2006.
(2) Derivatives are recorded at their market value, including from 2007 ~ income receivable and charges payable (which are not included in the data relating to 2006).
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CHART 45 LENDING CONDITIONS AND DETERMINANTS AND DEMAND FOR MORTGAGE LOANS ACCORDING TO CREDIT
INSTITUTIONS

(weighted net percentages of replies by credit institutions)

CREDIT SUPPLY CREDIT DEMAND
50 50 100 100
40~ 40
30+ 30 50 5o

20~

|

. A

20 L 20

30 L 20

40 | . 100+ L -100

50 L —so0

60 I S S N B - 150 N S S TR SO | <D
2007 2009 201 2013 2007 2000 2011 2013

—— Mortgage lending conditions &
[0 Financing costs and balance sheet constraints @
| Pressure of competition®®

[0 Risk perception®®)

Demand for mortgage loans
by households @

[ Borrowing requirement @
1 Altemative funding sources®

Source: N8B (Eurosystem bank lending survey).
(1) Degree to which lending criteria were eased or tightened (-) left-hand chart) or degree to which demand for loans increased (+) or decreased (-) (ight-hand chart).

(2) The replies are weighted according to the distance from a “neutral” response: mention of a *“considerable* change in the lending criteria or demand for loans is accorded
double the weighting of the mention of a *slight” change.

(3) A negative (positive) percentage corresponds to a citerion reflecting tightening (easing).
(4) A positive (negative) percentage corresponds to a factor which contributed to the increase (decrease) in demand.
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CHART 38 EXPORTS AND IMPORTS OF GOODS AND
SERVICES, BY VOLUME
(data adjusted for seasonal and calendar effects, percentage

changes compared to the corresponding quarter of the
previous year, unless otherwise stated)

20 20

10 10
20 20
2 2

2 )

2008 2009 2010 2011 2012 2013e

100 Belgium's export markets
—— Exports of goods and services
—— Imports of goods and services

[+ Marketshares (annual changes,
in percentage points)

Sources: NAI, ECB, NBB.






OEBPS/Images/26933.png
‘Syiew piy 10 SDaUA 3y} 10 1UN0De 3Ye) pUe ‘4Gl ) uf

Jeadde s3puIMD 350U siuLied BUIPeR Ul M 6002-L00Z PUE 900Z-+00Z *E00Z-1007 BULNP S1NPoId PRIMDINUEW Ul 3P 3U WOl PAAEIMIE> 24e SBURYBIAM UL “s31el 3BUBLIX3 OInS [RI1ENG U 0 SIBEINE PRUBIAM 24 40 Siseq 241 UO PaIWI> 18] (2)

1oy uewuewoy Mau 5007 WOl (1)

83 :@unos
L1101 626 veol v€ol 9011 €601 z901 gzol 6201 rrol (001 = 6661 Jauenb s xapu)

(pdIel abueyxe aina anpayg wd
8617 gl (k484 S66°€ 8zEy use v8LE 968°€ €207 2y ** Aojz ysiiod
zor0 1690 90L0 60L0 90L0 £€0L0 00L0 9690 9690 5990 “* sie| uewe
(3743 €sv'e €sv'e €sv'e €sv'e €sv'E €sv'e €svE (3944 €sv'E sey| uelenyin
6lvY 144 2244 azy ovzy €89°€ sec’e 925°€ L9e olsor (N3] Ueluewoy
956 9561 9561 9561 9561 956'L 9561 956°L 9561 €561 3] ueyebjng
6L5'L st 6evL 687L ovEL VT L 8eEL STEL Lov'e L6v'L euny ueneosd
6967 £687 v6Lz 3724 €087 4 risz €197 (824 risz uLI0§ ueueBUNH
86's su'sz 5324 875z 9z S6vz e vE'8T 8L67 68'le eunioy 429z
8st'L rovL Lso'L L ovvL 9sv'L Lso'L 65v'L sy ovv'L auony ysiueq
7598 voL'e 0£0°6 L1656 61901 HEN 0576 vS7'6 w876 vZL6 euoyf Ysipams
680 1180 2980 8580 1680 96L°0 890 2890 890 690 Buipsas punod
8LEL 1wzl el L 27 e seg'l 1991 €91 169'L Je|jop ueyensny
Log'L styL €6LL 7008 24 v2T'g 108 08 6008 oceg auaiy uelBamioN
89€'L 871 el S9EL 5 6551 29yl vzy'L 6051 At Je|lop uelpeued
299l 909t evLL 208l 9207 907 7907 66°L 007 w01z Je|jop aiodeb
20€0L 9966 9€8°0L 66201 L1801 vSyLL 16901 SSL'6 1196 8896 Jejjop Buoy buoH
6ESr L ruvy TS L glEs L 62LLL 19091 oLzt 9861 L 9Lzl sz oM UeaIoy
s91'8 sou'g 9668 168 8256 vzzoL 81yl olooL 96L°0L L6701 1quiwua) uenk asauiyd
LTl soz'L 2241 ose'l ois't 1851 €79l €15°1 8vs'L rrsL T duel SSIMS
) szl [ zolL €0€L szs1 €19l oovl 69€L PYEL uak asaueder
8ze'L 8zl €L oze'L s6e'L Lyt oce'L 957'L L e Jejiop s
€10z 20 1oz ooz 600z 8007 Lo0z 900 s00z 00z

(sabesane fenuue ‘oina J2d syun Kieiauow feuoneu)
S31VY IONVHIXI 6€ TavL






OEBPS/Images/31810.png
CHART 106

TOTAL PRICE OF GAS AND ELECTRICITY INVOICED TO INDUSTRY IN BELGIUM AND IN THE THREE NEIGHBOURING

COUNTRIES ™
(in € per MWh)
GAS

Average consumption 2 High consumption®®
- o -
@ o @ w
" o w w
40 - 40 40 40
» - =
20 20 20 20
10 10 10 10

8% RR R® RR RR &R 8% ®R RR RR R® R’R

ELECTRICITY

Average consumption 2 High consumption ®
50 o 5o -
125 - — 125 125 125
o -
25 25 25 25
0- 0 0- —0

£ z3 z8 zp z& z& cB 8 & z& z3 :z&

R]8 RR R’RR KRR 8RR KRR 8] RR KRR KRR R\’ R8RR

I Excluding taxes
1 Non-deductible levies and taxes
1 VAT and deductible taxes

—— 2008-2010
S1: First six months.

Source: EC.

(1) Half-yearly average of the prices invoiced to end users.

(2) For gas: between 10 000 GJ and 100 000 GJ; for electrcity: between 500 MWh and 2 000 MWh.
(3) For gas: between 10 000 GJ and 400 000 GJ; for electricity: between 20 000 MWh and 70 000 MWh.
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DEPENDENT VARIABLE: CHANGE IN THE SAVINGS RATIO®

Coefficent
Constant 25.0230
Share of labour income in disposable income -3.5364
Net financial assets of households -0.4806

(1) Quarterly data from 1999Q1 to 2013Q3.
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TABLE 7 LABOUR COSTS
(calendar adjusted data; percentage changes compared to the previous year, unless otherwise stated)

2000 2010 2011 2012 013e
Labour costs in the private sector
Gross hourly wages 22 0.9 27 38 22
Collectively agreed wages" 26 06 27 3.0 20
Real agreed adjustments 02 0.1 0.0 02 0.1
Indexations 25 05 27 28 19
‘Wage drift and other factors@ 04 03 0.0 08 02
Employers’ social contributions® 0.5 0.0 03 0.1 0.0
Social security 03 0.0 0.1 0.1 0.1
Other contributions® 02 00 -04 00 01
Hourly labour costs in the private sector 27 0.9 24 37 22
Unit labour costs in the private sector 43 0.4 26 44 18
Hourly labour costs in the public sector 26 18 39 38 31
of which: Indexations 25 05 27 25 23
Hourly labour costs in the economy as a whole 238 1.1 27 37 24

Sources: FPS Employment, Labour and Social Dialogue; General notes on the budget; NAI; NSSO; NBB.
(1) Wage increases fixed by joint committees

(2) Increases and bonuses granted by enterprises over and above those under interprofessional and sectoral collective agreements, wage drift resulting from changes in the structure of
‘employment and errors and omissions: contribution o the change i l2bour costs, percentage points

(3) Contribution to the change in labour costs resulting from changes in the implicit social contribution rates, percentage points.

(@) Actual social contributions which are not paid to the goverment, including premiums for group insurance, pension funds or occupational pension nstitutions, and imputed
‘contributions, including redundancy pay.
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CHART 95 CONTRIBUTIONS OF LABOUR AND TFP® TO
POTENTIAL GROWTH

(percentage points, annual data for the EU15 countries
between 1995 and 2012)

Contribution of TFP
~
L

1 . L,

2 1 I I I o

Contribution of labour

Source: EC.

(1) Calculated according to the ECs production function method (see EC (2010),
The producton unction methodlogy fo calating potentilgrowth tes and
Qutput gaps, Economic Paper 420, July)
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CHART 110 MARKET REGULATION

(differences between Belgium and the reference region, a positive result reflecting a position more favourable to entrepreneurship in Belgium; percentage
points)

Legal and administrative barriers to entrepreneurship
Administrative burden entailed in setting up a business
Communication and simplification of regulations and procedures
Barriers to access to the tertiary sector

State control

Barriers to trade and intemational investment

0 -8 -6 -4 2 0 2 4 6

| Belgium compared to the EU
[ Belgium compared to the three neighbouring countries

Source: OECD.
(1) No data for Bulgaria, Cyprus, Croati, Latvia, Lithuania, Malta and Romania.
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CHART 50 OUTSTANDING AMOUNTS OF CASH AND

DEPOSITS HELD BY NON-FINANCIAL

CCORPORATIONS
(in % of GDP)
40 40
35 - t35
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20 t20
15 15
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5 5
o LI LHELIRTELTELEALELR ALY o
2003 2005 2007 2009 2011 2013

I Notes, coins and sight deposits
" Other deposits at up to one year
1 Deposits at over one year

—— Total

Source: NBB.






OEBPS/Images/309191.png
CHART 90

THE REST OF THE WORLD

(in% of GDE balance of payments data)

BALANCE OF CURRENT TRANSACTIONS WITH

8 8
6 te
4+ ta

n o o &
I Goods
I Services
0 Income

© Current transfers
—— Current balance

Sources: NAI, NBB.
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TABLE 20 GENERAL GOVERNMENT ACCOUNTS
(in % of GDP)

2000 2008 2009 2010 2011 2012 20138
Revenue 490 487 481 487 496 510 515
Expenditure 490 497 537 524 533 549 542
Primary expenditure a5 459 50.0 491 50.0 516 511
Interest charges 66 38 36 34 33 34 32
p.m. Primary balance 65 28 -1.9 04 04 06 05
Budget balance 0.0 -1.0 56 37 37 4.0 2.7

Sources: NAY, NBB.
(1) According to the methodology used in the EDP






OEBPS/Images/29844.png
CHART 6 MINIMUM REQUIREMENTS FOR REGULATORY CAPITAL UNDER BASEL Il AND CRD IV AT THE END OF THE TRANSITION
PERIOD

(in% of the risk weighted assets)

Bank's own Bank's own
3 buffer buffer
3

B4 Fillar 2 buffer Pillar 2 buffer
18

13
105

s -

6 -

45

7 1

2

o

. Pillar 1 Pillar 2 Pilar 1 Pillar 2
Basel Il CRDIV

Source: Basel Committee.
(1) A completed box indicates an obligation, a blank box indicates an option.
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CHART 99 AVERAGE EFFECTIVE AGE OF EXIT FROM THE LABOUR MARKET AND STATUTORY RETIREMENT AGE®

MEN WOMEN

Norway
reland
Netherlands
Germany
Euroarea®
ttaly
France
Belgium

Luxembourg

70 & 60 55 50 50 55 60

B Effective [] statutory

Source: OCDE.
(1) The effective age of retirementis calculated over a five-year period (2007-2012). The statutory retirement age relates to 2012.
(2) Urmweighted average of the euro area counties, excluding Cyprus and Matta.
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CHART 31 CONSUMER PRICES OF GAS AND ELECTRICITY

(percentage changes compared to the corresponding period in the previous year)

GAS

ELECTRICITY.

75
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75

2008 2009 2010 2011 2012 2013

—— Belgium
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Sources: EC, Thomson Reuters Datastream.
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TABLE 15 INCOME STATEMENT OF BELGIAN CREDIT INSTITUTIONS
(consolidated data; in € billion, unless otherwise stated)

First nine months In % of
operating
income
2009 2010 2011 2012 2012 2013
Net interest income 149 138 140 136 104 99 60.0
Nonvinterest income 39 64 56 54 41 66 400
Net fee and commission income
(excluding commission paid to agents) 57 52 52 54 a2 46 280
(Unrealised gains or losses on financial
instruments® 27 0.0 -08 0.0 -01 11
Other non-interest income 10 13 12 0.0 0.0 09
Operating income 188 202 196 189 145 165 1000
Operating expenses -146 133 -132 -139 -103 -10.1 [SRL]
Gross operating result 42 69 64 5.0 41 64
Impairments and provisions 74 -1.8 -5.0 -26 -13 -14
Impairments on loans and receivables 5.6 -1.8 -30 -20 -13 -12
Impairments on other financial assets. 03 0.1 -14 08 08 0.0
Other impairments and provisions 21 0.2 -06 -15 038 02
Other components of the income statement -12 05 -1.0 038 -12 -15
Net profit or loss -12 56 04 16 17 35
Source: NEB.

(1) T e 3o ncuces the net relsed gans (osses)on fnancial ssets nd lbitesnot messured at fai value thiough o o o5, the net gains (osses)on fnancl
assets and libilties held for trading and designated at fai value through profit or loss, and the net gains (losses) from hedge accounting.

(2) This figure is the Belgian banking sector's cost/income ratio.
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CHART 91 INTERNATIONAL COMPARISON OF EXPORT MARKET SHARES
(cumulative percentage change from 1995 to 2009, unless otherwise stated)
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I Change in the share in exports of goods and services 2
A Idem, between 1995 and 2012
1 Change inthe share in exports of domestic value added
[ Share in exports of goods and services in 1995 (in %, right-hand scale)

Sources: EC, OECD, NBB.
(1) Share in total exports of 48 countries (the 34 OECD member countries plus Brazi, Bulgaria, China, Taiwan, Hong Kong, India, Indonesia, Latvia, Lithuania, Malta, Romania,
Russia, Singapore and South Africa).

(2) Data according to the balance of payments.
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TABLE 13 HOUSEHOLD ASSETS AND LIABILITIES: BREAKDOWN BY INSTRUMENTS

(in € billion)
Outstanding amount Change compared to December 2012
At the end of At the end of Total Transactions Valuation
2012 September 2013 effects®
Real estate 11060 1137.7 316 17 19.99
Financial assets 10308 1057.8 270 132 138
of which
Notes, coins and deposits 3254 3372 ns 122 -04
Fixed-interest securities 98.0 882 -98 -89 09
Shares and other equity 2276 2377 102 13 89
Ucl units 112 1213 101 52 a9
Insurance products 257.0 2635 65 52 13
Financial liabilities 2138 2194 56 49 07
of which
Mortgage loans 1734 177.8 a4 38 -06
Other loans 365 377 12 11 0.1
Total net assets 19230 1976.1 53.1 200 331
Source: NEB.

(1) Induding reciassifcations

(2) In the case of real estate, valuation effects are calculated on the bass of the movement in the index of residential property prices. The relative increase in that index is applied
to the amount outstanding at the start of the period.
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CHART 8 QUARTERLY PROFILE OF GDP AND MAIN
EXPENDITURE CATEGORIES IN THE EURO AREA
(data adjusted for seasonal and calendar effects; contributions
to the change in volume GDP compared to the previous
quarter,in percentage points, unless otherwise stated)
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0.0 | 00

02 02

0.4+ 04
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0.8 08
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0 Private consumption
1 Public consumption
1 Gross fixed capital formation
| Change in inventories

Net exports of goods and services
— Gppo

Source: EC.
(1) Percentage changes compared to the previous quarter.
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TABLE 5 COLLEGES IN WHICH THE BANK PARTICIPATES.

‘The Bank is the home-country. The Bankis the host-country
authority authority

Complex groups. Ageas AXA (AXA Belgium)
KBC Insurance

Belfius Insurance

P&V
Local undertakings Intégrale
Ducroire
TCRe
International undertakings Allianz (Allianz Belgium and Euler Hermes)

Generali (Generali Belgium and Europe A:
Munich Re (ERGO Life, DAS and DKV)
HDI (HDI Gerling)

BNP Paribas (Cardif)

Delta Lioyd / Aviva (Delta Lioyd Life)

Baloise (Baloise Belgium and Euromex)

MetLife (Metlife Insurance)

Nationale Suisse (Nationale Suisse Belgium and LEuropéenne)
ING (ING Life and ING Non-Life)

Assurances du Crédit Mutuel (Partners)

CIGNA (CIGNA Life and CIGNA Europe)

Source: NBB.
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UNCERTAINTY INDICATOR AND BALANCE OF RESPONSES TO THE CONSUMER SURVEY QUESTIONS

EXPECTATIONS CONCERNING THE HOUSEHOLD'S
FINANCIAL SITUATION (Q2) EXPECTATIONS CONCERNING UNEMPLOYMENT (Q7)

2 2
‘7%& /\m [
@ 9

yﬁ«. N NN f"\\'r\'n A

a4 L

24 L
34 L
] L
I I 1 I I I " e L L I I L L
2007 2008 2009 2000 201 2012 2013 2007 2008 2009 2000 201 2012 2013
— Uncertainty
— Balance

Source: NBB.

(1) Al variables were standardised over the period beginning in 1990. A Q2 or Q7 balance higher than zero means that the assessment of the future is postive; an
uncertainty reading higher than zero indicates that uncertainty has increased.






OEBPS/Images/26686.png
€102 A 1 uo 13 o paudf 1w eneord 1013 ()
“siaLienb saip 151y 3 4o sebesRRY (2)

aNNS 3310} JNOGE] 3U) WOI3 UHE) €1EP PISIUOWIEY 34) 4O SISEq ) UO PAAEINDIED S1e Sate Juawoldwa 3L (1)

359 :inos
8¢ 9lE 8EE 82 ow X €9 [ vie L'6e 09 gor ©Ryo
zss z09 685 685 £69 €oL 589 oL V) r's9 189 veo * gsjeuoneu N3 BYO
8€9 9€9 e €9 (32 v ru 6L o8 665 265 109 o ** eibjpg
Ayjeuoneu o3 buipioddy
88L oog 808 66L Leg 68 ge8 18 vse 8L o 89L * uopeaNpa JaYBIH
9€9 9€9 679 o€y ovL 62 ovL R gl €vs 65 615 uonesnpa Aiepuodas saddn
344 oer ey Sev 125 ris 078 33 (&3 S'6E 96€ vy * 553 JO UONEINP3 AIBPUOdaS JaMOT
[2A3] [euonedNpa 03 bulpIoddY
g8€ V3 69 L'se oer sor 68 43 rey 6l osy 9ov  $9 03 5§
€5 37 7 ey zsg 618 zsg 958 1's9 699 s'99 969 * 9501 0g
sis 9€s 9t 61 059 s's9 V) 619 61 g1 rov €9 67 0107
2be 03 buipioddy
089 789 89 689 gL roL o v sl9 €19 L'v9 199 U
£9s 895 855 s'ss [¥2) 799 o9 99 775 €75 §Ts 575 * uawom
X35 0} buIpIoDIY
s €15 0z 295 £99 659 799 £99 s ors ges 8vs
€29 s29 729 729 oz SiL gL k22 295 785 z8s 765
@EL0T 20z 1oz oz @El0z 20z 1oz oloz @€z a0z 1oz ooz
sigpueyy spssnug

(s3Besane [enute ‘19 01 07 pabe uoeindod Guipuodsaio 2t 4o 9 u)

STVL3A TYNOID3Y :3LVY INIWAOTINT €1 318VL






OEBPS/Images/39329.png





OEBPS/Images/26855.png
“SPAEMLIO 9007 Wt SIS PUEIS 1/ U0 PUE (A U

/P8) 5007 13un sajdpud Buguno>e eiBfag o paseq exeq (1)

“gaN 3205

3
Si-
vL
os
rou
s9l
60
4
£
99

66

£loz

ot
T
€1
s
€01
shl
00
ro-
42
82

vo

2o

supuous U sy

91
g0~
9T
69
65l
681
00
00
v's
v's

9gL

2o

v0
ol
os
99
TeL
96l
Tl
80~
Ts
95

ovl

oz

95
S0
£
Ve
€€l
zoz
€1
00
Ts
vo

gel

otoz

Ti-
61
Ve
6L
9t
g8l
oL
-
rs
&€

61l

600z

Tiz-
901~
€5l
6
991
€6l
61
E
29
£

Ssvl

8002

r9
¥0-
43
z6
1oL
€9z
61
8
VL
o€l

€€l

Lo0z

6

r1-

vo

06

8yl

99z

9€

9¢€

9
6L

871

9002

6L
S8l
74
T
44
6L
871

Tt

00z

50
8L
v
1474
44
0T
141
viL

871

o0z

*3ynsa1 3y3 o) 6

* ol

++ ss0 10 3yoxd 19N

eja1 (3WodU) sUSCXS Xe) PUE BWOUI BYIO

* () suoisiroid pue sasso] Juauuedu|

sasuada el

* (-) sesuadxe Bunessdg

@>npoid Bupjueq) awodur Gugesado ssoi

 BYPO

** 53355 UO pasi|eal 53550| pue SIYoiq

IWWOD pue 533 19N

awWoduy 35213}

+ 3InSa1 153131 13U 34} Uey) J3YI0 NSl [exded

PN

w3 urwep paiep

MY NVIDT38 A8 GINSIA0D SNOLLNLILSNI LIG34D 40 INJWILVLS IWODNI JHL 40 SININOJINOD NIVIN

L€ F1avL






OEBPS/Images/26748.png
“sauieiBoid AIIGEIS a4h J0 JUSWISS3SSE 533 343 10§ 10 (4Q3) SINP3DOId 1A43 BNsSXS a4 40 3s0dind 34y 10}
2NGY2E 0 UBEY 10U 1 WBISNIPe SIy) “BASMOH (Svi) SUBBAIBE 31e1 PIewI0y pue Sews Se LPNS 'SUOIDESUEI) [eIDUeL UIRLIE LO SUIEB 1521810 19U 3Ly 3DUe[eq [IE13A0 3L 10 UONBINOIED 3L WOl FpPXd o) LOOZ ul paIdepe sem ABOIOPOLIaW 56 /S3 UL (6)

“Swpi Jem 01 suoisuad pue spuny URASISINS AQ S1uaWAEd ‘WL BUNEPOWO>D SUORMSUI 34} 01 SI3jsUe pue suosiad paddedipuel 01 s3ouemofle AU S3PNDU OSfe W31 S1y) 218} 241 Ul PRUORU3W SaOBRIR-GNS Uiew o 21 woJj edy (g)
QuawaIn A1e3) suosuad-2id 10} Sweu MaN (1)

“53310435 pue 5p0B PONPOI] 4O S3feS PUE SIOPSS SO WLy SISUEI) [elded PUE 1N *SUCKNGUILO AN [e10s paANdu “sacoul A1sadold (9)

‘532 UonensiBal pue saxey aduelayu ‘(saBeuaiad feuonippe 0 spazoid Buipnpuy Auadoid 3RADLULY WOJ AWCDUI UO Xe) BUIPIOUYMM U} ‘Splouasnol AQ ageded Auadoud ajgenows wol awoU) Lo el Buiployyum 3Ly A (5)

“saeduwo Aq aiqefed Auadoid 3igeAow WOl WO U0 ¥e) BUPIOYLIM 241 U SawSS3sse ‘Suauked aduerpe AU (v)

“Su0siad SNDE-UOU JO UONNGIIUO) 241 PUE LOANGLIUGD N335 [B120S ED3dS 241 BUIPNUI 'SUORNGUIUO [B0S [E10L (£)

xe1 awoul euosiad uo saBeIzd euonIppe Jo 5p32301d pue SiaWSS3sSe ‘SiuwAed DUAPE FWOdI PRUIED UO Xe1 BUIRIOLIM AR (2)

713 343 03 PaI3{SUBI SENU3KR) Xe) 3U3 PNPUI 10U O SANUANAI 1UBWILIANOB (612035 'S6 YS3 24k UMM 2DUEPIODe Ul (1)

9N IV :sinos
61z01~  6S6¢I~  SILEl- /€€~ 968l 06rE- i~ piz L 055 £~ 6Le- ©d03 3y1 01 bujpioe dueleq e wd
L2501~ 9Lzsl-  68Zhl- SOLEL-  vTzel-  8S9E- vze- 266 56 L~ 204~ o . 6 753 3} O} Buipiodde duefeq (12190
9SE 7L LLOEL evLzL vzl or9zL ge€L LiLgl Lzg zL €80 €L 96 €L . * sabIeyd 159190
6281 90z 2~ 5 1= S67 L~ 5859~ 62L6 6Ll €18 EL 0ELS PIZEL sabieyd 1sa133ul BUIPNPXe JuNowe 19N
29zv 62l L LSS z68¢€ 0295 926 € 066 € ST0 € 09L01 oLz aunypuadxd eyde> YO
PE6S 95L9 ols9 6285 v6LS Loy s g2 2005 8906 109% uonewo; [eyded paxiy S0
8r9s 2655 0£95 Lz L8y Lev ov6 € Lty S20v LLE SIajsuel] JUaLNd U0
9951 6€2Y 80L Y €01 5901 ol9€ €0€ € L0E€ evzE 660 € PIIOM 3U} JO 1531 3} O} SI3jsuesy Jualind)
8L66 8zLoL scLoL 1026 ovs L 9L 879 25 S 9z8Y L6E € *+ sasudiaiua 0} sapIsans
oLovL L96 €1 S9€L ovzEL TTLEL 905 71 vwLLL 8iy Ll 65601 999 01 SaDJABs pue SPOOB 40 saseuind Juaind
8561 88 S5 9 L1991 sspep 858 I 729 6€ €60 8€ 2Ty 9 799 vE saakojdwa 4o uonesuadwod
951 6 98196 €08 16 6198 v 696 8L P2EVL 9€9 0L 80€ 5L 696 29 ainypuadke Aewnd 1O
9€E9 7819 6109 192§ €995 Lzvs vSLs €205 osg v LELY saouemolfe Ajuwey
oY L2 €887 806 57 88y vZ 8Lz 3444 98207 952 61 96381 €508l 2ued yjeay

SIym Jo

evzey €0z zy 850 2y 8¢ €09 L€ 9Ll sE Ty ze 510 LE 867 0€ €L 67  @SHJaU3q BURINSU [B1305 JBUIO
206 Los €79 vEQ LEg (] 8Ly €9y ovt 81y * aouemole uonebalu|
6t 8y L8y 0zs 8ls LES 805 €05 €05 s6t feu oo pue sjuapDe [eLIsnpu|
1899 629 2086 SEES w6y ySS¥ iy 6E8 € 9E9€ S8y € SWauaq adueinsul
28 €8 rig €8L 0sL 0oL 199 065 955 28y o . * 1Ipan awp pue Syeaiq Jaae
oL L1g9 5099 2189 €069 vLLS LS 1609 1z19 209 suyaUaq JusWAo|dwaun
€851 9291 Le9L 2651 2051 £ L 65 L LOE | szL 662 L @ dn-doy sakojdwa m syjauaq JuawAojdwaun
Ly 95k oSt %Y 06€ /34 ove 692 9%z €87 . * awodul pagjuesend suosiad plO
340 P06 €L 9gLEL 09€ 7L ogg Ll spiiL Sy oL 661 6 0098 siig  suoisuad UBLILIRAOB [eJ12UD)
29652 L2z vz veLze L0517 006 02 L0861 Ly 8L €28 L1 Lz L1 99 9L suossuad 101795 ajentiq
108 6€ sz 8e 098 5€ 998 €€ LeLze 256 0€ 6887 120 L2 126 57 6LLYT SUOIsU3g
2085 £6€.55 €625 £86 67 ovE 8y 756 v ey 780 oY olge L1z L€ o . e * s3W0dU| Juawade|day
50 LOL 965 L6 14826 Lor 88 686 58 82108 655 7L £60 1L £00 69 VE 99 S}J3USQ SDUBINSUI [EDOS
oLz s6l 8L g6l 089 81 9SS bLL Lev OLL 60651 €888yl €L Iyl 9lEPYL ze 6zl sabieyd 15a13u1 BUIPNPX® ANYPUICHY
PES €T 9z €2 iz 16961 Loz81 2818l 59991 619l 7951 286 €L " (99NUAA3 [EDS14eled-UOU Pue [eSH-UON
8907 80L LY L286€ 207 6€ 864 9€ ol L€ 579 9€ 168 S€ 80 vE 069 Z€ S3DIAI3S pUE SPOOB UO Saxel.
6vE LL S8 sl Lzl BlEEL £0€ 2L 920 €L s8s 7L Lvo zL 95 LL €901 Auadoud 40 129ds31 I puB SWIODUI JBYIO UO SINS]
pSETL 089 LL SELOL 196 9628 €09L1 €94 11 wE L 9186 166 8 T saluedwod 4o suoid uo saxel
51995 12855 SvLES szz IS 9EL0S Lv0 6 067 97 €€ €7 161 2 ¥ST Ly (©SUOINQLIUCD AJUNd3s (@105
8lLsy 0L €p 807 7 sov o 801 8€ 228 6€ 85 L€ 857 9€ 791 9¢ 196 V€ (©XE} BWODUI [PUOSI3d
€€L 101 9686 25196 689 16 £vz 88 69888 6€08 260 08 PSEBL L2z 9L AWODUI pausea uo A1y Bulyblam saiaT
505 €L 057891 166 091 695 €51 ov9 st 8£9051 L0 SvL 96€ 6EL 818 €€l 65 871 anuanas [edsyeled pue [edsiy
6£0 61 95 161 €€l €8l Loz Ll g eol 928891 99 191 SbS Sst Stp 6pL s Tl w3NUINY
2107 20 1oz ooz 600z 8007 Lo0z 900 s00z 00z

(u
ANIWNYIA0D Tv¥IN3D 40 IDNVIVE TIV¥IAO ANV I¥NLIANIIX3 ‘INNIAY 0z T1gvL

3 vy






OEBPS/Images/32426.png
CHART 55 CDS INDICES FOR SOVEREIGN DEBT AND FOR THE SENIOR DEBT OF FINANCIAL INSTITUTIONS
(daily data, basis points)

EUROPEAN AND SOVEREIGN SWAPS BANK SWAPS
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o 0 o L L L L o
2000 2010 201 2012 2013 2000 2000 20m 2012 2013

— Sow® ——  iTraxx Senior Financials ®

—— iTraxx Senior Financials® —— KBC Group

—— Belgian government debt ——— BNP Paribas Fortis

—— Spanish govemment debt

Sources: Bloomberg, Thomson Reuters Datastream.
(1) Index measuring the average level of five-year CDS premiums referencing the sovereign deb of 14 West European countries.
(2) Index measuring the average level of five-year CDS premiums referencing the senior debt of 25 large European financial institutions.
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CHART 109 INDICATORS OF NON-PRICE COMPETITIVENESS

(differences in% between Belgium and the reference group, a positive result reflecting a position more favourable to competitiveness in Belgium; average
2009-2012, unless otherwise stated)

Infrastructure
Quality of trade and transport infrastructure @
Households’ internet access

R&D and innovation

Higher education graduates in scientific or technical subjects,
per 1000 persons aged from 20-29 years2 @

R&D expenditure
p.m. Government funded®

p.m. environmental R&D in % of total public R&D expenditure®

Innovation performance
(Innovation Union Scoreboard score)

% of firms innovating processes®
9% of turnover in new products =

Entrepreneurship
% of persons polled who plan to set up
a business within three years®

% of persons polled currently setting up a business
or having done so in the past 3%z years®

Environmental factors influencing entrepreneurship
Bureaucratic impediments to business activity ™

Percentage of firms using e-Procurement ®

Percentage of SMEs considering the factor
“access to credit” as one of the main problems®

nvestment in % of GDP“®! I I L L
40 20 o 20 40 60 80

Risk capital:

100 Belgium in relation to the EU
" Belgium in relation to the three neighbouring countries

Sources: World Bank, EC, Global Entrepreneurship Monitor, IMD Competitiveness Yearbook, ECB.
(1) Data covering the years 2010 and 2012.

(2) Data covering the years 2009 to 2011.

(3) EU excluding Poland, Bulgaria, Cyprus, Croata, Lata, Lithuania, Makta and Romania.

(4) Data from the Cls 2010 survey: EU excluding Greece.

(5) Data from the CIS 2008 survey.

(6) EU excluding Bulgaria, Cyprus, Luxembourg and Malta.

(7) EU excluding Malta and Cyprus.

(8) Data covering the years 2011 and 2012.

(9) Data covering Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands, Portugal and spain.
(10) EU excluding Cyprus, Croatia and Malta.
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CHART 40 CCONSOLIDATED GROSS DEBT OF THE NON-FINANCIAL SECTOR®
(in % of GDP)

BELGIUM EURO AREA

B Households
I Non-financial corporations
B General government

Sources: EC, ECB, NEB.

(1) Dt up o the thid quarter of 2013 for Belgur, up tothe second quarterfor the e aea. Quartely data or the o financial privae sector debt rato. Annualcta for
the public debt (end of period, forecast for 2013}, interpolated linearly on a quarterly basis.
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CHART 89 PROSPERITY INDICATORS FOR BELGIUM

PER CAPITA GDP
(in €thousand, in terms of purchasing power parity, 2012)
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Sources: EC, OECD, UNPD.

(1) The human development indicator combines lfe expectancy, level of traiing and
per capita income.
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CHART 56 MARKET ENVIRONMENT FOR FINANCIAL INSTITUTIONS
(daily data)

YIELDS ON BONDS, SWAP CONTRACTS EUROPEAN STOCK MARKET INDICES
AND THE GERMAN BUND (in %) (indices 1 January 2007 = 100)

2007 2008 2009 2010 2011 2012 2013 2007 2008 2009 2010 2011 2012 2013

~— Global stock market index Euro STOXX 50
—— Index of the European banking sector
—— KBC

—— Ageas

—— Non-guaranteed senior debt®
—— Swaps (five-year)

—— German Bund (five-year)

—— Non-finandial corporate bonds®
—— Covered bonds

Sources: Markit Economics, Thomson Reuters Datastream.
(1) iBoxx euro banks senior corporate index referencing euro-denominated non-guaranteed bank senior debt.
(2) iBoxx euro corporate non-financial index referencing euro-denominated bonds with a maturity of 5-7 years issued by non-financial corporations.
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CHART 81 INFLUENCE OF THE ELECTORAL CYCLE ON LOCAL
AUTHORITY INVESTMENT®®

(percentage changes in volume1 compared to the previous
year, excluding property sales)

Sources: NAI, N8B,

(1) The vertical grey lines indicate the municipal legislture terms.

(2) Data deflated by the prices of gross fixed capital formation of general
government.
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CHART 101 RESULTS OF THE PISA 2012 ASSESSMENT FOR MATHEMATICS IN THE EU COUNTRIES
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TABLE 10 DETERMINANTS OF THE GROSS OPERATING SURPLUS OF COMPANIES'", AT CURRENT PRICES
(percentage changes compared to the previous year, unless otherwise stated)

Gross operating margin per unit of sales®
Unit selling price
On the domestic market
Exports
Costs per unit of sales”
Imported goods and services
Costs of domestic origin per unit of output
of which
Unit labour costs®
Unit net indirect taxes
Final sales at constant prices
On the domestic market®
Exports
Gross operating surplus of companies

p.m. Operating surplus, in % of GDP

2009 2010 201 2012 013
07 71 08 42 06
-38 a1 36 16 05
-23 36 32 20 15
53 a7 39 13 -05
46 36 a1 27 04
-84 63 53 15 -03
25 -1 02 a1 17
34 -13 16 a1 15
-05 04 -26 60 22
-60 51 a4 05 07
-25 21 23 -10 -08
94 81 64 18 21
53 125 52 37 14
221 238 241 228 227

Sources: NA, NBB.
(1) Private and public companies;
(2) Indluding the change in inventories

(3) Apart from compensation of employees, this item covers indirect taxes minus subsidis, and gross mixed income of self-employed persons.

(@) Unit abour costs are expressed here in units of value added of the business sector and are not calendar adjusted. They therefore differ slightly from those in table 7,

Which are expressed in units of value added of the private sector and are adjusted for calendar effects.
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CHART 100 LIFELONG LEARNING

(in% of persons aged from 25 to 64 years stating that they
took part in training in the four weeks preceding the survey,

2012 data)
35 £
30 30
25 5
20 20
15 15
10 10
5 5
o 0

Source: EC.
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CHART 104 LEVEL OF HOURLY LABOUR COSTS IN THE
BUSINESS SECTOR® IN 2012

(in®
50 50
40 40
30 + 30
20+ - 20
10 10
o =0
EA BE PR LU N DE

00 Net wages®
{2 Tares and social contributions
(payable by employers and employees)®

Source: EC.
(1) In firms with ten or more employees.
(2) Labour costs minus estimated fiscal and parafiscal levies.

) Estimated by apping the mpict et o tax on lbour (erployers: and
employees’ contributions to social security and personal income tax) in 2011 to
hourly labour costs in 2012.
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SHARE OF THE MORTGAGE DEBT SERVICE BURDEN IN THE DISPOSABLE INCOME OF HOUSEHOLDS
(in %)
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Sources: NAI, NBB.

(1) This measure s based on the technical assumption that a *standard mortgage loan has an average maturity of 20 years and a loan-to-value ratio equivalent to
809% of the property value. It concers the costs of a new purchase.
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TABLE 2 VALUES OF THE NON-RISK-BASED INDICATOR
AND THE RISK-BASED INDICATOR FOR THE FOUR
LARGEST BELGIAN BANKS

(in %)
End Q
2012 2010 2008
Non-risk-based indicator 123 153 214
Risk-based indicator 52 88”1390

‘Source: NBB.
(1) Estimated on the basis of the Basel 2.5 rules for capital requirements for market
risks,
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CHART 19 M3 AND LOANS TO THE PRIVATE SECTOR IN
THE EURO AREA

(year-on-year growth unless otherwise stated; seasonally

adjusted data)
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Source : ECB.

(1) Namely households, non-financial corporations, insurance companies, pension
funds or occupational pension institutions and other non-monetary financial
intermediaries. Data adjusted for securitsation effects.
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CHART 58

NET INTEREST INCOME AND YIELD CURVE
SPREAD

(consolidated quarterly data)
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CHART 6 KEY INTEREST RATES AND ASSETS ON THE BALANCE SHEET OF THE MAIN CENTRAL BANKS

MAIN KEY INTEREST RATES

ASSETS ON CENTRAL BANK BALANCE SHEETS
0)

(daily data) (monthly averages, indices 2007 = 10!
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2007

2008

2009

2010

201

2012

2013

Sources : IM, Bank of England, Bank of Japan, People’s Bank of China, Federal Reserve, ECB.
(1) For the key interest rates, the line is divided if the central bank set tseff a target range, the upper limit of the range being indicated by a finer linein the same colour.
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CHART 13 TOTAL DEPOSITS " WITH NATIONAL BANKING
SECTORS

(indices January 2008 = 100)
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Source : ECB.

(1) Total deposits of non-bark customers excluding central governments, total
amount outstanding at the end of 2007 and subsequent cumulative monthly
flows.
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TRANSFER OF POWERS TO THE COMMUNITIES AND REGIONS
(in % of GDP, estimated on the basis of needs with no change of policy in 2015)

Communities 28
of which
Family allowances 15
Aspects of health care and social support 12
Regions 18
of which
Employment policy 1.0
Miscellaneous tax expenditure” 07
Total a7

Sources Federal government, NB

(1) Mortgage loans (single home), use of service vouchers and energy-saving
investment.
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CHART 5 REFORMS OF THE PRUDENTIAL REGULATION FRAMEWORK IN 2013

BANKS INSURANCE MARKET CROSS-SECTORAL
CCOMPANIES INFRASTRUCTURES REGULATIONS

International context

Belgian context

Source: NBB

(1) The legislation mentioned in the “international context* was in many cases already finaised previously but had an impact on the “Belgian context” during the year
under feview.
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DISTRIBUTION OF APPARENT LABOUR PRODUCTIVITY
(averages 2003-2007, in € thousand per FTE)

L L I
4 50 100 150 200

| Interquartile range

® Median
® Average
—1 p10-p90

Source: CompNet database, Lopez-Garca et al. 2013).

(1) The various percenties of the distrbution are calculated per branch and then aggregated. Since small firms are under-represented in the German sample, that may
Gause theproducttydsrbuton of that county o shit o theright T productity gap between Belgiur and Germany i therefore probablysmaler than that
shown.
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CHART 107

WHOLESALE GAS PRICES
(in'$ per MBtu™)
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Henry Hub gas price (US)

Price of LNG in Japan

Average price of imported gas at the German border
Spot TTF gas price @ (NL)

Sources: World Bank, BAFA, CREG.
(1) MBtu = Milon Brtish thermal units.
(2) TIF: Title Transfer Facilty; gas marketplace in the Netherlands.
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TEN-YEAR INTEREST RATES IN THE UNITED STATES AND THE EURO AREA !

CORRELATION BETWEEN TEN-YEAR BREAKDOWN OF THE TEN-YEAR BREAKDOWN OF THE TEN-YEAR
INTEREST RATES IN THE UNITED STATES  INTEREST RATE IN THE UNITED STATES  INTEREST RATE IN THE EURO AREA
AND N THE EURO AREA® (in %) (in %)
07 5 6
06 Ls
05 Ls
04+ [ ° .
L3
03
L2
02
01 1 1
ol I . | . . | ®
2 2 =2 = = 00 2om 2012 2013 000 201 202 20

®  Expected nominal growth in the long term
—— Implied five-year forward rate five years ahead
—— Five-year interest rate

Sources : Consensus Economics, Thomson Reuters Datastream.

(1) The respectve inerest rate for,the uro area cortespond 9 the average nerest rates on governient debt securies o e uro area Merber states it an
AAA rating, namely Germany, Austria, Finland, France and the Netherlands. Since France lost ts AAA rating on 12 July 2013, its interest rate ceased to be taken into
account from that date.

(2) The time-varying correlation between day-to-day changes i the ten-year interest rate in the United States and the euro area is calculated on the basis of a moving
sample over three years.
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CHART 12 EURO AREA DEBT AND BUDGET BALANCES

FISCAL CONSOLIDATION: STRUCTURAL EFFORTS MADE SINCE

DEBT OF THE NON-FINANCIAL PRIVATE SECTOR AND 2010 AND PLANNED UNTIL THE MEDIUM-TERM OBJECTIVES
GENERAL GOVERNMENT '@ (change in the structural balance® in percentage points of GDP,
(in % of GDP) unless otherwise stated)
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the excessive
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0 20102013
" After 2013 until the medium-term objective ®
M Nominal deficitin 2013®

B General government
— Peak of the private sector debt

Sources : EC, ECB.
(1) Consolidated debt in the fourth quarter of 2007 and the second quarter of 2013.

(2) Countries are ranked according to their total debt level in the second quarter of 2013.

(3) The structural balance corresponds to the general government balance adjusted for cyclical effects and temporary measures.
(4) Calculated on the basis of the EC's autumn 2013 forecasts.

(5) According to the 2013 stability programmes.

6) In% of GDP.
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TABLE 12 FINANCIAL ASSETS AND LIABILITIES BY SECTOR
(in € billion, unless otherwise stated)

Outstanding amounts at the end of September 2013 Transactions, first nine months of 2013
Assets Liabilties Nt financial Assets Liabilties Financial
wealth balance®
Households 1058 219 838 132 49 83
Non-financial corporations 1907 2215 -308 18 200 81
General government 129 aa7 318 538 81 -139
Finandial corporations® 1747 1749 2 248 379 131
p.m. Total of domestic sectors 4841 4631 210 55 5.0 -06
Idem, in % of GDP 1276 1220 554 1.5 1.3 0.1

Source: NBB.
(1) Cumulative flows over the first nine months of 2013.

(2) I the case of the assets, this is the difference between the outstanding amounts of assets and liabiltes. In the case of transactions, it is the difference between transactions
in assets and in liabilties

(3) Financial corporations consist mainly of monetary financial institutions (the NBB, credit institutions and monetary UCIs) and institutional investors (non-monetary UCs,
insurance companies and occupational pension institutions)
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CHART 49 NEW FINANCIAL LIABILITIES OF NON-FINANCIAL CORPORATIONS

(in € billion)
200 200 40 40
150 [ 150
100 | £ 100
50 - 50
o  — o
50 50
~100 —100  -10 10
g g 8 8 2 2 2012 2013
H = ] & g g
~ ~ ~ First nine months
1 Listed shares Loans granted by financial institutions
| Unlisted shares and other equity " Other loans®

B Fixed-interest securities (excluding derivatives) NIl Other®

[ Total

—  p.m. Finandal assets

Source: NBB.
(1) Mainly loans granted by Belgian and foreign non-financial corporations, alo referred to as inter-company loans.
(2) Includes technica reserves of non-autonomous occupational pension institutions and transitory tems.
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CHART 25

(balances, seasonally adjusted data)

BUSINESS SURVEY INDICATORS FOR THE MAIN BRANCHES OF ACTIVITY

MANUFACTURING INDUSTRY CONSTRUCTION
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Source: ECB.
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CHART 80 PUBLIC EXPENDITURE ON HEALTH CARE AND
PENSIONS

deflated by the GDP deflator; percentage changes compared
to the previous year, unless otherwise stated)
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Sources: Budget documents, NAI, National Pension Office, NBB.
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DIFFERENCE BETWEEN THE ACTUAL AND ESTIMATED SAVINGS RATIOS IN THE LONG TERM
(n percentage points)
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Source: NBB.
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CHART 17 INFLATION AND INFLATION EXPECTATIONS IN THE EURO AREA

(year-on-year percentage changes)
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Sources : EC, Bloomberg, Thomson Reuters Datastream, ECB.

(1) Measured by implied forward inflation swap rates. Since consumer price indices are pubished after some delay, inflation swap contracts reflect the inflation expected in the
month three months ahead of their due date. For instance, one-year contracts dated December 2012 reflect inflation rates expected in September 2013.

(2) Implied inflation rate derived from swaps covering the inflation fisk in the euro area, for a period of five years beginning five years after the conclusion of the contract.






OEBPS/Images/31041.png
CHART 83

TEN-YEAR GOVERNMENT BOND YIELDS"” AND
BREAKDOWN OF THE CHANGE IN INTEREST
CHARGES

(in%, unless otherwise stated)
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Sources: NAI, FPS Finance, Thomson Reuters Datastream, NBB.

(1) Yield on the secondary market in benchmark bonds issued by the Belgian State
(0LO) and the German State (Bund).

(2) Ratio between interest charges (including issue premiums) and the monthly
average outstanding debt.

(3) Ratio between interest charges in the current year and deb at the end of the

preceding

year.
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CHART 27

SELF-EMPLOYED PERSONS FROM THE “NEW"
MEMBER STATES SETTLED IN BELGIUM

(annual averages, in thousands of persons)
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(1) Including assistants.






OEBPS/Images/38917.png
CHART 69 CCOMPOSITION OF THE COVERING ASSETS PER

INSURANCE ACTIVITY'
(non-consolidated end-of-period data, in € billior)
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(1) Situation at the end of September 2013,
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CHART 105 DIFFERENCE IN LABOUR COST LEVELS BETWEEN BELGIUM AND THE WEIGHTED AVERAGE OF THE THREE NEIGHBOURING
COUNTRIES ™, 2010

(differences in%)
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Source: GECE.

(1) As the total amount of the wage subsidies in the neighbouring countries i very small and the available information does not permit a breakdown by branch of activty, the
GECE disregarded those subsidies for the three neighbouring counties.

(2) Difference between Belgium and the average labour cost in relation to average hourly productviy in the three neighbouring countries.
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CHART 28 UNEMPLOYED JOB-SEEKERS IN BELGIUM AND IN THE THREE REGIONS "
(change in thousands of persons compared to the corresponding month of the previous year)
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(1) Since January 2012, the VDAB 1o longer deletes job-seekers accepting a contract for agency work unless they have worked for at least ten days by the end of the month.
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CHART 75 DISTRIBUTION OF CLASS 21 LIABILITIES - GROUP

INSURANCE

(in € bilion)
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CHART 10

EXTERNAL Al

\DJUSTMENTS IN THE EURO AREA

BALANCE OF PAYMENTS CURRENT ACCOUNT
(annual data, in € billion)

REAL EFFECTIVE EXCHANGE RATE

(indices 1999 = 100, based on unit labour costs in
the total economy, compared to the rest of the euro area)
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(1) An appreciation of the real effective exchange rate reflects a deterioration in competitiveness.
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CHART 35 BUSINESS INVESTMENT

INVESTMENT BY ENTERPRISES AND DEMAND
EXPECTATIONS
(volume data adjusted for seasonal and calendar effects)

CAPACITY UTILISATION RATE IN MANUFACTURING
INDUSTRY
(in %, seasonally adjusted quarterly data)
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CHART 41

HOUSEHOLD WEALTH
(in € billion, end-of-quarter outstanding amount)
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(1) From 2005 to 2012, the year-end data are obtained from a new register
‘which combines the volume data from FPS Finance (General Administration of
Patrimonal Documentation) and the data on real estate seling prices obtained
from FPS Econormy. The pre-2005 data are retropolated on the basis of the
estimates published in the 2010 Report. The figures s at the end of March,
June and September in each year are intrapolations (and forecasts for 2013}
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CHART 29 UNEMPLOYMENT INDICATORS

UNEMPLOYED JOB-SEEKERS BY AGE GROUP
(changes in % compared to the corresponding month
of the previous year)

HARMONISED UNEMPLOYMENT RATE IN BELGIUM
AND IN THE EURO AREA
(seasonally adjusted monthly data, in % of the labour
force aged 15 and over)
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Sources: EC, NEO.
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CHART 70 CCOMPOSITION OF THE GOVERNMENT BOND PORTFOLIO OF INSURANCE COMPANIES
(non-consolidated data as at 30 September 2013, in € billio, unless otherwise stated)
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Sources: Bloomberg, NBB.
(1) Calculation of the average coupon disregards zero-coupon bonds and variable rate bonds; their amount s negligible.
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CHART 78 PRIMARY EXPENDITURE OF GENERAL
GOVERNMENT AND GDP

(percentage volume changes compared to the previous year)
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(1) Primary expenditure deflated by the GDP deflator and adjusted for cyciical and
non-recurtent o fiscally neutral factors and for the indexation effect. The latter is
the effect caused by the difference between the actual indexation of public sector
Wages and social security benefits and the rise in the GDP deflator.

(2) Calendar adjusted data.
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CHART 42 FINANCIAL TRANSACTIONS OF HOUSEHOLDS

(in € billion)
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PROJECTED TREND IN SOCIAL BENEFITS, ASSUMING NO CHANGE OF POLICY
(in % of GDP)

34

34

sa oo,
28 g AL S 3R
22 8 8§ 8 2 % 8§ & 8

Source: Study Group on Ageing.
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ENERGY COMPONENT TRENDS OF THE HISTORICAL SUPPLIER'S MAIN VARIABLE TARIFF ACCORDING TO THE OLD AND NEW

PARAMETERS
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Source: NAI (frice Obsenvatory).
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CHART 53 LENDING CONDITIONS AND DETERMINANTS AND DEMAND FOR LOANS ACCORDING TO CREDIT INSTITUTIONS
(weighted net percentages of responses by credit institutions)

CREDIT SUPPLY CREDIT DEMAND
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___ Corporate lending conditions @ Demand for loans by businesses @
(left-hand scale) (left-hand scale)
ey G I Gross fixed capital formation @
I balance sheet constraints @ 1 Inventories and working capital 2
B Pressure of compettion®® (right-hand scale) [ Mergers, acquisitons and
" o corporate restructuring @@ ("g‘hghand
[0 Risk perception scale
(R Debt restructuring @
m Alternative funding sources @@

Source: N8B (Eurosystem bank lending survey).
(1) The degree to which lending criteria were eased (+) or tightened (- (eft-hand chart), or the degree of increase (+) or decrease (-) in demand for loans, (ight-hand chart).

(2) The responses are weighted according to the distance from a “neutral” response: mention of a “considerable” change in the lending criteria or demand for loans is accorded
double the weighting of the mention of a *slight” change.

(3) A negative (positive) percentage corresponds to a citerion reflecting tightening (easing).
(4) A positive (negative) percentage corresponds to a factor which contributed to the increase (decrease) in demand.
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CHART 2 EFFECT OF THE BANKING UNION ON THE LINK BETWEEN BANKING SECTORS AND SOVEREIGN SECTORS
(credit defauit swap indices, daily data, basis points)
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Sources: Bloomberg, Thomson Reuters Datastream.
(1) Index measuring the average level of premiums on five-year crecitdefauit swaps referencing the sovereign debt of 19 West European countris.
(2) Index measuring the average level of premiums on five-year crecit default swaps referencing the senior debt of 25 large European financil institutions.
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CHANGE IN GROWTH BETWEEN 2011 AND 2013
(n percentage points)
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® Change in effective real growth
" Contribution of the cyclical component
I Contribution of potential growth

Source : IMF.
(1) The cyclical component s calculated s the difference between effective real growth and estimated potential growth.
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RECENT GROWTH SLOWDOWN IN THE EMERGING ECONOMIES
(percentage changes in volume GDP compared to the previous year, unless otherwise stated)
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Source : IMF.
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CHART 33 PRIVATE CONSUMPTION INDICATORS

RETAIL SALES
(indices 2005 = 100, volume data adjusted for seasonal
and calendar effects)
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Sources: EC, FEBIAC, NBB.
(1) Except motor vehicls.
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CHART 87 BREAKDOWN OF THE OUTSTANDING AMOUNT
OF THE BELGIAN PUBLIC DEBT BY HOLDER

(quarterly data, in%)

B Beloium Foreign countries

Sources: NAI, NBE.
(1) First thee quarters
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CHART 65 BANKRUPTCIES OF BELGIAN FIRMS
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Source: NBB.

(1) Ratio between the nurmber of bankruptcies during a year and the number of
firms subject to VAT at the beginning of the same year.
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BUSINESS CYCLE AND GROWTH OF BANK LENDING TO NON-FINANCIAL CORPORATIONS
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Source: NBB.
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TABLE 9 DETERMINANTS OF THE GROSS DISPOSABLE INCOME OF INDIVIDUALS, AT CURRENT PRICES
(percentage changes compared to the previous year, unless otherwise stated)

pm
In €billon
2009 2010 2011 2012 20138 2013e
Gross primary income 05 18 25 32 18 2840
Compensation of employees 09 21 44 37 17 2065
Volume of labour of employees -19 09 18 0.0 0.7
Labour costs per hour worked 28 11 27 37 24
Gross operating surplus
and gross mixed income -26 11 06 12 17 47.2
Property income™ 58 16 66 38 25 303
of which
Interest (net) -207 -92 57 07 30 7.0
Dividends received 52 42 -123 81 34 146
Net current transfers™ -115 74 a2 13 31 8.8
Current transfers received 73 20 40 46 33 90.1
Current transfers paid 0.1 39 40 34 32 1389
Gross disposable income 19 08 22 37 15 2352
p-m. In real terms® 27 -1.2 09 12 03
Savings ratio® 182 152 141 152 15.0

Sources: NAY, NBB.
(1) These are net amounts, i.e. the ifference between income or transfers received from other sectors and those paid to other sectors.
(2) Data deflated by the household final consumption expenditure deflator.

(3) In % of gross disposable income in the brozd sense, i.e. incuding the change in households' entitlements to addtional pensions accruing in the context of an occupational
activty
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CHART 59 CCOMMERCIAL MARGIN ON NEW BELGIAN NON-BANK PRIVATE SECTOR LOANS
(teritorial data, in %)

HOUSEHOLDS NON-FINANCIAL CORPORATIONS
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—— Mortgage loans® —— Long-term loans@
—— 10-year swap rate —— S-year swap rate

—— Spread —— Spread

Sources: Thomson Reuters Datastream, NBB.
(1) Interest rate on mortgage loans with an initial fixed-interest period of more than ten years.
(2) Interest rate on loans of less than € 1 millon with an initial fixec-interest period of more than five years.






OEBPS/Images/31249.png
CHART 7 FISCAL BALANCE AND GENERAL GOVERNMENT DEBT IN THE MAIN ECONOMIES

(in% of GDP)
FISCAL BALANCE® GROSS GOVERNMENT DEBT®2
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—— United States —— Euroarea —— Japan
—— United Kingdom —— China

Sources : EC, IMF, OECD.
(1) For the euro area and the United Kingdom, according to the rules laid down for the excessive defcit procedure (EDP), including net inerest gains on certain financial
transactions such as swaps.

(2) For the euro area and the United Kingdom, this is the consolidated gross debt, .. after deduction of the debts with the counterpart of assets within the general government
sector,
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CHART 86 DIRECT IMPACT OF THE SOVEREIGN DEBT CRISIS
ON THE BELGIAN PUBLIC DEBT®

(in € billion)
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Sources: EFSF, ECB, NEB.

(1) Direct impact of the loans to other euro area countris (bilteral loans to Greece
and loans via the EFSF) and capital injections in the ESM.
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CONTRIBUTION OF BELGIAN FIRMS TO EXPORT ACTIVITIES IN 2011
(in € millon, unless otherwise stated)

Number of firms. Employment® Value added Exports
Export firms 10472 922 101329 215843
Tier-1 suppliers @ 79291 665 53035 -

Source: N8,
(1) In thousands of full-time equivalents.
(2) Export firms may also supply other exporters. These are not considered to be tier-1 supplers.
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CHART 26

GDP, EMPLOYMENT, PRODUCTIVITY AND TEMPORARY LAY-OFFS
(data adjusted for seasonal and calendar effects)

DOMESTIC EMPLOYMENT, WORKING TIME AND

PRODUCTIVITY DAYS OF TEMPORARY LAY-OFFS
(contributions to annual GDP growth, in percentage points) (quarterly averages, in millions)
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1 Hourly productivity
— Volume GDP.

Sources: NAI, NEO, NBB.
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CHART 18 EUROSYSTEM BANK LENDING SURVEY IN THE EURO AREA
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7 7
60 - I eo
50 L s0
2 s
™ 1 | A AN =
20 L2
10 F 1o

N v
N8

60
=5 L . . . . L L L L

2007 2008 2009 2010 2011 2012 2013 2007 2008 2000 2010 2011 2012 2013
—— Demand for loans
—— Credit standards
Factors tightening I Balance sheet constraints.
the credit standards :l 1 Risk perception

Source : ECB.
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CHART 108 REAL UNIT VALUE OF GAS AND ELECTRICITY FOR END USERS "
(indices 2005 = 100)

GAS

ELECTRICITY
160 160
140 - 140
120 120
100 -f t 100
80 80
60 60
40 40
20 20
o L L L I L L L o

2005
2006
2007
2008
2009
2010
201
2012
20132
2005
2006
2007
2008
2009
2010
201
2012
2013

Industry  Households
OECDEuope  ——  oee
United States —

Japan —

Source: IEA.

prices to firms

(1) Uit values of gas and electricity purchases/sales in national currencies, deflated by the consumer price index for prices to households and by the producer price index for
(2) Average of the first two quarters.
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TABLE 8 GDP AND MAIN EXPENDITURE CATEGORIES

(calendar adjusted volume data; percentage changes compared to the previous year, unless otherwise stated)

Household final consumption expenditure

General government final consumption expenditure

Gross fixed capital formation
Housing
Enterprises
General government
p-m. Final domestic expenditure™
Change in inventories®
Net exports of goods and services @
Exports of goods and services
Imports of goods and services
GDP

p.m. Final demand

2000 2010 2011 2012 2013e
06 28 02 03 06
1.9 06 07 14 07
84 11 a1 -20 24
86 36 32 32 -0

-10.2 31 73 21 05
98 21 7.1 24 114
ER] 1.4 1 02 0.0
RN 03 09 04 05
06 06 03 05 06
9.4 8.1 64 18 20
88 75 69 13 13
-28 23 18 -0.1 0.2
55 45 40 05 07

‘Sources: NAI, NBB.

(1) Exduding the change in inventories; contributions to the change in GDP compared to the previous year, percentage points.

(2) Contributions to the change in GDP compared to the previous year, percentage points.
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CHART 9

RISK REVIEW 2014
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CHART 67 PREMIUM INCOME AND COMBINED RATIO®
(non-consolidated data, in € billion unless otherwise stated)
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Source: NeB.

(1) The combined ratio is the rati relating the sum of the cost of dlaims plus operating expenses to net prermium income.
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CHART 82 STRUCTURAL REVENUE AND EXPENDITURE ™ OF
GENERAL GOVERNMENT AND TREND GDP

(data deflated by the GDP deflator,indices 2000 = 100)
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Pre-crisis trend GDP (with an average growth rate
of 2 % after 2007)

Sources: NAI, NBB.
(1) Adjusted for cyclical, non-recurrent or fiscally neutral factors, and indexation
effects.
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TOTAL NUMBER OF FIRMS NOTIFYING A COLLECTIVE REDUNDANCY PLAN AND NUMBER OF WORKERS CONCERNED PER REGION
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CHART 97 STRUCTURE OF EMPLOYMENT BY AGE ACCORDING TO LEVEL OF EDUCATION AND TYPE OF OCCUPATION ™
(in% of the corresponding total population in work, 2012)

5 LOWER SECONDARY EDUCATION ATMOST  HIGHER SECONDARY EDUCATIONATMOST __ HIGHER EDUCATION
40 40| 40+
30 30 30|
20 204 20
10 10 10
o0 0 o0
2534 3544 4554 5564 2534 3544 4554 5564 2534 3544 4554 5564
Years  years  yeas  years Years  yeas  yeas  years Years  yeas  yeas  years
4 LOW-SKILLED OCCUPATIONS MRS PEAUATRRE HIGHLY-SKILLED OCCUPATIONS
50
40 40 40+
30| 30 30
2 20| 20+
10| 10 104
0 0
2534 3544 4554 5564 2534 3544 4554 5564 2534 3544 4554 5564
years  yeas  yeas  years Years  yeas  yeas  years Yeas  yeas  yeas  years
M Lower secondary education at most I Higher secondary education at most I Higher education

Source: EC.
(1) The highlysiled occupations comprse diecos, acminitators and managers, ntllctua an scientfic occupations, and ntermedite occpatos (SCO 1 10 3. Low sl
‘accupations comprise elementary occupations (e.g. transport workers or cleaners, ISCO ). Between these two categories are the medium-skiled occupations (e.g. cerical

workers, sales assistants and skilled industrial workers).
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CHART 66 MATURITIES OF NEW BELGIAN MORTGAGE

LOANS
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0 15 years; 20years) [ > 35 years

Source: NBB (survey of 16 credit nstitutions).
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CHART 92 INTEGRATION IN GLOBAL VALUE CHAINS
(in%, 2009 data)
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TABLE 27
(in % of GDP)

REVENUES PER GOVERNMENT SUB-SECTOR

Entity |
Federal government
Social security

Entity I
Communities and Regions
Local authorities

Total revenues

Before transfers between sub-sectors

After transfers between sub-sectors

2011 2012 013e 2011 2012 013e
412 26 430 302 314 317
268 279 283 87 93 93
144 147 147 214 221 223
84 83 85 19.4 196 19.9
a8 49 5.0 125 127 128
36 35 35 69 68 7.1
496 51.0 515 296 51.0 515

‘Sources: NAI, NBB.
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CHART 51 EXTERNAL FINANCING COSTS OF NON-FINANCIAL CORPORATIONS
(monthly data, in %)

12 12 6 6
104 Lo s Ls
8 e a4 s
6 Le 3 |3
4 La 24 L2
24 L2 14 L
o I L L I I o o I I I I T 0
2008 2000 200 201 202 2013 2008 2000 2010 2011 2012 2013

— Total weighted cost®’ —— ECB key interest rate
—— Listed shares® —— Three-month Euribor
—— Corporate bonds ™ —— Five-year swap
~—— Bank loans ~— Short-term loans®

—— Long-term loans ®

Sources: Barclays Capital, Thormson Reuters Datastrear, NBB.

(1) Obtained by weighting the cost of financing by listed share issues, bond issues and bank loans according to their respective shares in the total outstanding amount of these
financia lablies.

(2) Estimated on the basis of a dividend discount model (see box 19 in the 2005 Report).

(3) Yield on an index of euro-denominated bondsissued by Belgian non-financial corporations taking all maturites of more than one year together, and with a rating of more
than Baa; the index s weighted according to the outstanding amounts.

(4) Weighted average rate applied by Belgian banks to business loans. The weighting is based on the outstanding amounts of the various types of credit.

(5) Interest rate on loans of more than € 1 millon at variable rates, initally fixed for up to one year.

(6) Interest rate on loans of € 1 million o less, with a rate nitaly fixed for more than five years.
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TABLE 4 LABOUR SUPPLY AND DEMAND
(annual averages; changes, unless otherwise stated; thousands of persons)

pm
Level

2000 2010 2011 2012 013 2013e

Population of working age™ 50 55 a5 22 22 7269
Labour force 43 45 43 25 14 5209
National employment -8 31 63 1 -1 4625
Frontier workers 1 1 0 1 o 81
Domestic employment -9 30 63 9 -1 4544
Self-employed 4 6 10 9 6 751
Employees -13 24 54 1 18 3793
Branches sensitive to the business cycle -38 3 32 - 25 2353

Public administration and education 14 7 4 -1 -1 804

Other services n 14 18 7 8 636

p.m. Service vouchers® 19 15 12 8 9 118
Unemployment® 51 14 20 14 24 584

Sources FPB, DGSEI, NAI, NEO, NSSO, N8,
(1) Popuation aged from 15 to 64 years.
(2) On the basis of the NSO data

(3) Unemployed job-seekers, comprising totally unemployed persons diairming benefits (except older unemployed persons not seeking work), and other job-seekers registered
‘on 2 compulsory or voluntary basis. Those working via the local employment agencies who are already included in employment are excluded from this total
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CHART 103

(differences in %, cumulative since 1996)

UNIT LABOUR COSTS IN THE BUSINESS SECTOR® IN BELGIUM

CCOMPARED TO THE AVERAGE OF THE THREE MAIN NEIGHBOURING COUNTRIES

SITUATION IN 2013 COMPARED

MOVEMENT SINCE 1996 TO 1996
2 2
15 Fis
10 L 1o
s Ls
o Lo
= - L . .
3 5 £ 2z 8
5= & & 8 8 5 8 £ =& ;= g 2
a8 B OB OB OB H B 8 . B
H
H 3
— Unit labour costs®
[ Hourly labour costs®
I Hourly labour productivity*!
'COMPARED TO THE THREE MAIN NEIGHBOURING COUNTRIES
SITUATION IN 2013 % COMPARED
MOVEMENT SINCE 1996 TO 1996
2 30
° °
20+ ° L 2o
10
P e
0 A - hd 0
.
e L 1o
0 L | L . 0
5 2 s 8 & 5 8 = = g 5 F
& 8 § 5§ § ® & & =& /- B
_ _ — H H
o Gemany  a Fanee o Netherlands
—— Ewoarea  —— Three main neighbouring countries
Source: EC.

(1) The business sector comprises the NACE branches of activity B to N inclusive, and therefore includes industry, construction and market services. It can be taken as an

approximation of the private sector.
(2) Average of the first three quarters.

(3) A positive sign implies that unitlabour costs and hourly labour costs are ising faster in Belgium than the average for the three main neighbouring countries.

(4) A positive sign implis that labour productivty is rising more slowly in Belgium than the average for the three main neighbouring counties.
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CROSS-CORRELATIONS BETWEEN THE GROWTH OF BANK LENDING AND REAL GDP GROWTH

BEFORE THE CRISIS CRiSIS
(1999Q1 - 2007Q2) (200703 - 2013Q3)
10 10
05 Fos
00 AN 00
05
S T N R A S S R I SR RS -
5 5 4 = 0 1 2 3 4 65432101 23 45
Lag/lead between the movement in lending Lag/lead between the movement in lending
and the movement in GDP (quarters) and the movement in GDP (quarters)
Credit growth Credit growth Credit growth Credit growth
lags GDP growth leads GDP growth lags GDP growthleads GDP growth
—— Loans to non-finandial corporations
—— Short-term loans
—— Long-term loans
Source: NBB.

(1) Cross-correlations between real GDP growth year-on-year and the year-on-year growth of bank lending to non-financial corporations. The maximurm correlation
indicates the number of quarters by which fluctuations in credit lead (positive value on the horizontal axis) or lag (negative value on the horizontal axis) fluctuations

in GDP.






OEBPS/Images/26583.png
88N ‘0230 NI D3 15DuN0S.

344 (K74 A4 ST 7z €1 x4 vz 6l
Tz 881z so1z ooL- 56 68~ 60 [ 0z
oL 1701 886 s9- €6~ roL- s rz- 62
€76 reg €18 r9- o= e £ 8E- s
Ex23 €1 569 re- €€ 82 8l [ o=
ool 86 e ro- zo- [ vz 82 €0
o9LL 998 SiL €8 r9- €9 0z 99- €v-
€9 S vy 85 €9~ 0s e z0
SV iz 8l 60— 1o re [ €L
€75 ves rey oe- [ €v 91 92
facdl rL Lol vi- Vel I ry Tl
:¥2d) et z801L 65 £ 60 &l T
r'8s 9€s 434 7z ro- zi- gl Sl
zoLL 695t €0oLL SEL- 56~ €7~ €5 -
8L oL 8 s7- s7- ST gl sl
66 866 086 rz- re- 7z 0z ri-
8L €1 rs9 €€ €v- 96 e ve
86 098 S0L 89- 96~ v Ti- or-
o€EL ozl rozi oe- 8E- oL 50~ ve-
S€6 706 858 L= 8- €5 gl vz s
96L o8 008 00 1o 80- oL oL €9
L6 L6 088 ve- re- - 24 €1 1o
€10z 20z 1oz €10z 20z 1oz €10z 20z 1oz
192 21ang 1aWLIZM0B (213036 10 DUeleq €120 1unoxe wano swauiked 1o adueeg

euyd
ueder

SIS panun
* wopbury pauun

oelen
 ewoisy
-~ snidk>

eluanols
Bunoquiaxn]

enenols
* puep
|ebnuog

 spuepayaN

: ureds

o Rey
Dduely

* Auewsan

- eale oIng

(da9 40 % u)

(2-7) SINONOD3 YOrvIN ¥3HLO ANV V3V O¥N3 3HL NI SYOLYDIANI JINONODIOUIVIN NIVIN T T1avL






OEBPS/Images/27089.png
CHART 8

RISK REVIEW 2013

KEY FINANCIAL RISKS

PRIORITIES SUPERVISORY PROCESS

Banks and insurance comparies Market infrastructures.

Source: NBB.






OEBPS/Images/30642.png
CHART 76 DETERMINANTS OF THE CHANGE IN THE
GENERAL GOVERNMENT BUDGET BALANCE "

(change compared to the previous year, percentage points

of GDP)
4 4
3 F3
24 53
1 F1
0 o
F-2
ER [
-4~ F-a
= S T R N e Y Y S =
2005 2007 2009 2011 2013
[ Budget balance
of which:

I structural budget balance
I One-off factors
B Cydical component

Sources: EC, NAI, NBB.
(1) According to the EC methodology for the cyclical adjustment of the balance.
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TABLE 1

EUROPEAN PRUDENTIAL SUPERVISION ARCHITECTURE

Banks

Other financial
institutions

Microprudential supenvsion

Macroprudential supenvision

Prudentil regulation

Euro area Rest of the EU

SSM/ National authorities
national authorities

National authorities

Euro area Rest of the EU
SSM/ National authorities /
national authorities / ESRB.
ESRB

National authorities / ESRB.

=

EC/EBA

EC / EIOPA / ESMA

Source: NBB.
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BREAKDOWN OF THE PORTFOLIO OF MORTGAGE LOANS OF IRB BANKS BY LTV, DSR AND MATURITY AT ISSUANCE®®
(non-consolidated data, end 2012)

p— ®

e ‘ .
n I

DSR<30% DSR130%; 50%] DSR>50%

B v>2sy [ vRo2sly [ M<20y

Source: NBB.
(1) The three indicators are calculated at the time of granting the loans.

2) he elatv iz of the cicles elct thereltivesze ofthe portoio whie the leve of the utstandingarount f foans in telation tothe vlue of the property
(loan-to-value, LTV) and the ratio between the deb repayments and the borrower's income  the time of granting the loan (debt service ratio, DSR) are broken
down by speciic intervas. In addition, each portfolio is broken down according to the inital maturiy (maturity, M) of the loans expressed in years.
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CHART 7 INTEGRATION OF THE SUPPLEMENTARY CONGLOMERATE SUPERVISION INTO CONSOLIDATED BANKING SUPERVISION

PRINCIPLE 1: SECTORAL GROUP SUPERVISION
OF THE MOST IMPORTANT SECTOR WITHIN
THE FINANCIAL CONGLOMERATE APPLIES AT THE TOP

BEFORE FICOD I: POSSIBLE OVERLAPPING
‘OF GROUP SUPERVISION AT THE TOP.

Mixed finandial
holding company.

ixed financial
lding company.

[ insurance.
sub-group.

Insurance
sub-group.

4

PRINCIPLE 3: SUPERVISION OF RISK CONCENTRATION,
INTRA-GROUP TRANSACTIONS AND INTERNAL CONTROL
AND RISK MANAGEMENT MECHANISMS AT THE LEVEL
OF THE FINANCIAL CONGLOMERATE IS INTEGRATED INTO
PILLAR 2 OF THE CONSOLIDATED BANKING SUPERVISION

PRINCIPLE 2: FOR PILLAR 2, THE SCOPE OF THE CONSOLIDATED
BANKING SUPERVISION MATCHES THE ‘GROUP' AS DEFINED
FOR THE PURPOSE OF THE SUPPLEMENTARY
CONGLOMERATE SUPERVISION

Mixed financlal
holding company.

Mixed finandial
holding company.

Supplementary conglomerate supervision
1 Consolidated banking supervision

Insurance supervision

Source: NBB.
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CHART

79 PUBLIC SECTOR EMPLOYMENT
(annual averages, indices 2005 = 100)

115

115

110

105 -

100

110
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%

2005
2007
2009
201

—— Federal government and social security
—— Communities and Regions.

—— Local authorities

——— Total

2013

%

Sources:

NAI, NBB.
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FINAL PRIMARY EXPENDITURE OF THE GENERAL GOVERNMENT SUB-SECTORS
in% of GDP, estimates based on 2013 figures®)

BEFORE REFORM AFTER REFORM &
(51.1) (51.1)

I Federal government
Social security
B Communities and Regions

Local authorities

Sources: Federal government, NAI, NBE.
(1) Transers between government sub-sectors are excluded so that only final expenditure s considered.

(2) 2015 for the transfer of powers.
(3) Excluding powers transferred on the revenue side (mainly tax expenditure and reductions in social security contributions).
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CHART 1 INTERNATIONAL FINANCIAL MARKET DEVELOPMENTS

(daily data)

TEN-YEAR GOVERNMENT BOND YIELDS
(in %)

SPREADS ON TEN-YEAR GOVERNMENT BOND YIELDS
(in relation to the German Bund, in %)

20 50
18
16+ L a0
14
124 F30
10|
8- F2
6
a L 10
24
oL h . . o
008 2009 2010 201 2012 203 008 2000 2010 20m 202 2013
—— United States —— Portugal ~— Greece (right-hand scale)
—— Germany — lreland
(eft-hand scale)
~— Japan — haly
— Spain
SPREADS ON GOVERNMENT BOND YIELDS BETWEEN
MAIN STOCK MARKET INDICES EMERGING MARKETS AND THE UNITED STATES ™
(indices 2007 = 100) (in %)
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—— MSCI Emerging markets

EURO EXCHANGE RATE

2008 2009 2000 20m 2012 2013

EXCHANGE RATES OF SOME MAIOR EMERGING
COUNTRIES AGAINST THE US DOLLAR
(indices 1 May 2013 = 100)

105

L 100

L os

ks

e

L w0

s P S S S R =

008 08 20w 2om 201 203 June August October  December
2013
—— US dollar (eft-hand scale) — Brazil —— Meiico
—— Japanese yen — China — Russia
Norminal effective euro | (right-hand scale) — Inda —— Turkey
— SEEREED — Indonesia — South Africa

(index 2007 = 100)

Source : Thomson Reuters Datastrear.
(1) Index EMBI+ spreads for loans of similar maturiy,in US dollars.

(2) Weighted average euro exchange rate against the currencies of the euro area’s 20 main trading partners.
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TABLE 24 ADJUSTED PRIMARY EXPENDITURE BY GENERAL GOVERNMENT SUB-SECTOR @
(deflated by the GDP deflator, percentage changes compared to the previous year)

2000 2010 2011 2012 013 Average

20002012
Entity | 40 31 37 11 07 29
Federal government 36 40 34 238 0.0 26
Social security 4.1 27 38 27 09 3.0
Entity I 32 18 30 17 -09 26
Communities and Regions 34 18 23 10 -05 238
Local authorities 30 19 42 30 17 23
Total 37 26 34 13 01 28

Sources: NAY, NBB.
(1) The expenditure of the general government sub-sectors does not include mutual transers.

(2) Primary expenditure deflated by the GDP deflator and adjusted for the influence of cydical and non-recurrent or fiscally neutral factors, and for indexation effects. The latter
is the effect caused by the difference between the actual indexation of public sector wages and social security benefits and the rise in the GDP deflator.
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CHART 94 GROWTH POTENTIAL®
(contributions to potential growth; percentage points, unless

othenise satec)
20 20
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05 os
00+ o0
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5 & ¥ z & I 5 3 %
R R R R R B R & R
Belgium Three neighbouring Euro area
countries

0 Labour

I Capital

1 Total factor productivity

—— Potential growth (percentage changes)

Source: EC.

(1) Calculated according to the EC's production function method (see EC (2010),
The production function methodologyfo caulating potentl growth rates and
output gaps, Econormic Paper 420, Juy).
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TABLE 11 NET LENDING TO THE REST OF THE WORLD
otherwise stated)

(balances; in € bilion, unl

1. Current account

Goods and services
Goods
Services

Income
Earned income
Investment income

Current transfers
Transfers of general government
Transfers of other sectors

Total
p.m. Idem, in % of GDP

2. Capital account

3. Net lending to the rest of the world (1 + 2)
p.m. Idem, in % of GDP

2009 2010 201 2012 013
a3 a3 37 -29 -15
45 38 -104 -107 n
88 81 67 78 n
-02 85 62 31 13
a8 50 50 50 50
50 35 12 -8 38
63 -60 -66 -78 83
48 -50 51 51 54
-15 -10 -16 27 29
22 68 41 76 -85
-06 19 -1 -20 -22
-14 -10 07 04 -05
36 58 48 -80 -90
-1 16 -13 21 -24

‘Sources: NAI, NBB.
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TABLE 17 LIQUIDITY BUFFER, FUNDING STRUCTURE AND REGULATORY LIQUIDITY RATIO
(consolidated end-of-period data; in € billon, unless otherwise stated)

2000 2010 2011 2012 September
2013
Total assets 1190 1151 1147 1049 997
of which
Unencumbered liquid assets 223 232 191 248 260
Total funding®” 913 849 816 784 776
of which
Retail deposits 283 300 304 321 332
Short-term wholesale funding® 454 362 308 249 255
Unsecured 267 222 162 163 187
Secured 187 140 146 86 68
Regulatory liquidity ratio (in %)@ 102 78 83 69 75
Customer loan-to-deposit ratio (in %) 90 90 90 92 93
Source: NEB.

(1) Defined as the sum of the total deposits and the total issues of debt securities (including bonds).

(2) Funding maturing in the year following the reporting date. This wholesale funding comprises funds obtained from the various counterparties ranging from banks and
institutional investors to public sector entities and large firms.

(3) Regulatory ratio at 2 one-month horizon. This ratio compares net cash outflows in a scenario in which the liquidity position is under pressure ~ simulated partly by assuming

that large cash withdrawals affect the various funding sources — and the buffer comprising unencumbered liquid assets. The ratio must be 100% or less in order to satisfy
the regulatory requirements.
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CHART 54 BUSINESS MANAGERS’ PERCEPTION OF LENDING
CONDITIONS AND THE INVESTMENT OUTLOOK
BREAKDOWN BY FIRM SIZE"

INVESTMENT OUTLOOK.
BUSINESS MANAGERS" FOR THE CURRENT YEAR
PERCEPTION OF LOAN COMPARED TO
CONDITIONS @ THE PREVIOUS YEAR &
(net percentages) (net percentages)
20 s0
20 0
304
10
204
v 10+
104 VAN ]
10 3 Vv
o -0
o
Zd
o
20 o
50| o
60 N R 60 [ |
—— small firms ——  Medium-sized firms
—— Large firms. —— Very large firms

Source: N8B (survey of credit access conditions among business managers).

(1) smallfims = from 1 to 49 workers; medium-sized firms = from 50 to
249 workers; large firms = from 250 to 499 workers;

Very large firms = 500 workers of more.

(2) Balance, in %, of the responses by the business managers polled, indicating
their favourable (+) or unfavourable (<) assessment of general bank credit access
conditions.

() Balance, in %, of the responses by the business managers polled, indicating an
increase (+) of decrease (-)in their investment compared to the previous year.
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CHART 43 FORMATION OF FINANCIAL ASSETS BY

HOUSEHOLDS : BREAKDOWN BY ASSET CLASS

(in € bilion)
50 50
40 - a0
30 - k30
20| k20
10— F10
0 Fo
~10 F-10
20 L L e
BB EE 2 e Bog
R 8 R R R R’ R 2 R
First nine
months
I Notes, coins and deposits
[ Fixed-interest securities (Less risky
instruments)
y Class 21 insurance
products
B uCi units
Shares and other equi
= auiy (Riskier
m Class 23 insurance products " instruments)
I other®
[ Total
Source: NBB.

(1) This item essentially comprises the net claims of households on life insurance

technical reserves and pension funds or occupational pension institutions.

(2) This item comprises, 5o ar as they could be recorded, trade credit and
miscellaneous assets on general government and financil institutions.
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CHART 96 UNEMPLOYMENT BY DURATION IN BELGIUM
(in% of the total number of unemployed job-seekers, 2013)

339

174

B Less than six months.
B six to eleven months
Twelve to twenty-three months

Two years and over

Source: NEO.
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TRADE EXPOSURE OF THE ADVANCED ECONOMIES TO THE BRICS COUNTRIES
(in% of total exports of the advanced econories, 2012)

25 %
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Source : IMF.
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TABLE 2 OVERVIEW OF THE MAIN MACROECONOMIC
VARIABLES IN THE EURO AREA

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

201 2012 2013

GDP 16 07 04

Household final consumption

expenditure 03 -14 0.7

General government final

consumption expenditure 0.1 -05 0.0

Gross fixed capital formation 16 -40 -33

Change in inventories 03 05 0.1

Net exports of goods and

services 09 15 06

Exports 65 25 13

Imports a5 -09 0.1
Inflation 27 25 14
Unemployment rate@ 101 14 122
General government fiscal
balance® -42 37 31
Gross public debt® 88.0 9227 95.7

Source: EC
(1) Contributions to the change in GDF, percentage points

(2) Ratio between the number of persons unemployed and the labour force, in %.
@) In % of GDP.
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CHART 4 IMPLICATIONS OF THE SSM FOR THE NBB IN TERMS OF DECISION-MAKING PROCESSES CONCERNING INSTITUTIONS
SUBJECT TO ITS SUPERVISION

ECB's DECISIONS NBB's DECISIONS

S =

NBB's DECISIONS

mm

Outside the SSM

Source: NBB.

(1) Home superision concens supervision in the banks county of origin at the highest consolidation level.
(2) Host supervision concerns supenvision in the host country of branches or subsidiaries of banks of foreign origin.
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CHART 39 NET FINANCIAL ASSETS AND FINANCIAL BALANCE

NET FINANCIAL ASSETS OF THE EURO AREA

MEMBER STATES 0 FINANCIAL BALANCE, BELGIUM ®
(data at the end of 2012, in % of GDP) (in % of GDP)
150 150 10 10
8 s
100 100
2 k2
0 o /
o o
|
50 50 = .l -2
-4+ L
100 - - -100
L
77 I T T T A s el e L
ZsesTrEERHEOE YT 2 5 3 8 &5 8 = =
2 ] ’R R & R R R
[ General government [ General government
| Private sector | Private sector
—— Total economy (net external position) —— Total economy (external balance)

Sources: EC, NBB.
(1) Difference between the outstanding amount of financial assets and liabilites. Luxembourg is not included owing to the high volatily of the data.
(2) Difference between transactions in financial assets and libiltes, cumulative over four quarters.
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TABLE 3 GDP AND MAIN MACROECONOMIC INDICATORS IN THE EURO AREA COUNTRIES IN 2013
(volume data; percentage changes compared to the previous year, unless otherwise stated)

GoP Employment  Unemployment rate® Youth Inflation
unemployment rate®
Germany 05 05 54 75 16
France 02 02 1.0 256 1.0
Italy -1.8 -16 122 a6 13
Spain 13 36 266 577 15
Netherlands -10 12 7.0 14 26
Belgium 0.2 0.2 85 228 12
Austria 04 05 5.1 86 21
Finland -06 -06 82 196 22
Greece -0 35 270 592 09
Ireland 03 12 133 2438 05
Portugal -1.8 -39 174 368 04
Slovakia 09 -03 139 333 15
Luxembourg 19 17 57 199 17
Slovenia 27 24 11 206 19
Estonia 13 16 93 173 32
Cyprus 87 78 167 400 04
Malta 18 23 64 137 10
Euro area 04 09 122 242 14

Sources EC, NBB.
(1) Euro area countries are ranked according to the size of their GDP in 2013
(2) Ratio between the numbers unemployed and the Iabour force, in %.

(3) The youth unemployment rate indicates the number of unemployed persons aged between 15 and 25 years as a percentage of the labour force of the same age. Data relating to
R T Clmet o oot Evam (chan. Sovens b v Espreme)
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CHART 3 COMMODITY PRICES

(monthly data; US dollars; indices 2010.= 100,
unless otherwise stated)
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1404 140
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60 k60
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ol v Ly

200
2003
2005
2007
2009
20m

2013

—— Non-energy commocities
—— Brent crude oil

Sources : HWWI, Thomson Reuters Datastream.
(1) Price per barrel.
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TABLE 4 CHANGE IN THE NUMBER OF UNDERTAKINGS.
SUBJECT TO SUPERVISION

31122012 31122013

Active insurance undertakings 87 83
Insurance undertakings in run-off 9 8
Reinsurance undertakings 1 1
Other® 16 14
Total 13 106
Source: NEB.

(1) In addition, at the end of 2013, the Bank exerdsed prudential supenvision over
nine branches of companies governed by the law of another EEA country,
{hough that was confine to Checking compiance with the money-aunderng
legisation

(2) Mutual guarantee associations and regional public transport companies.
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COST TRENDS OF THE ENERGY COMPONENT OF GAS AND ELECTRICITY FOR VARIABLE-PRICE CONTRACTS®

2010 201 2012 2013

Index Annual
(anuary 2010= 100) _growth rate
(eft-hand scale)  (right-hand scale)

Energy component
of gas

Energy component
of electricity —

Source: NAI (Price Obsenvatory).
(1) Lagged by one morith in accordance with the price index methodology.
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CHART 46 NON-REGULARISED DEFAULTS
(in % of the number of current loans)
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szfu
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2007 2008 2009 2010 2011 2012 2013

—— Credit facilities "

—— Instalment sales (left-hand scale)
— Instalment loans

—— Mortgage loans (right-hand scale)

Source: NBB.

(1) I the case of credit faciites, there is a satistcal break i the series in the fourth
quarter of 2011, That break is due to an extension of the scope of the Central
ndividual Credit Register. Since the end of 2011, authorised current account
overdrafts have had to be recorded in the Central Register, whereas that was not
previously the case if the credit faciity amounted to less than € 1 250 and was
repayable within three months.
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CHART 4 INTERNATIONAL TRADE IN GOODS

INTERNATIONAL TRADE IN GOODS
(seasonally adjusted monthly data, average of exports and
imports, indices 2007 = 100)

ELASTICITY OF INTERNATIONAL TRADE TO GLOBAL
ECONOMIC GROWTH

140 140 25 25
130+ 130 20 Lo
120+ 120

154 Fis
110 110
100 1o 100
%0+ % 05 tos
80 - 80 0.0 0.0

2007 2008 2009 2010

— World
——  Emerging economies
~—— Advanced economies

2011

2012

2013

1980-1984.

1985-1989

1990-1994

1995-1999

2000-2004.

2005-2011

20122013

Sources : IMF, CPB.
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TABLE 26 OVERALL BALANCE OF GENERAL GOVERNMENT AND PER SUB-SECTOR
(in % of GDP)

2009 2010 201 012 m3e Target

in2013
Entity | . -49 =31 -34 =35 -24
Federal government ... -42 -30 -34 -34 -24
Social security ... -07 00 00 -1 00 00
Entity Il -07 -07 -04 -05 01 -01
Communities and Regions .. -07 -07 -02 00 00 00
Local authorities . o1 00 -01 -04 01 -01
Total . 56 -7 -37 -40 -27 -25
-27

p.m. Ecofin Council Decision ...

(1) Sources: EC, federal government, NAI, NBB.
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CHART 24 VALUE ADDED OF THE MAIN BRANCHES OF
ACTVITY
(contributions to the change in GDP compared to the previous

quarter, unless otherwise stated; volume data adjusted for
seasonal and calendar effects)

12 12
1.0 10
0.8+ Los
06+ Los
0.4+ Loa
02 Fo2
00 oo

0.2 | ] t-02

0.4 04

o6 06

201 2012 2013
[ Manufacturing industry, energy and water
| Construction
1 Market services
B Non-market services
|| Other
— Gpp2

Source: NAL.

(1) Namely the “Agriculture, forestry and fishing" branch and product-related taxes
net of subsidies.

(2) Percentage changes compared to the previous quarter.
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TABLE 22 MAIN FISCAL AND PARAFISCAL MEASURES”
(in € millon, differences compared to the previous year)

201 2012 2013
Structural fiscal measures 485 2970 1574
Federal government and social
security 423 2841 1534
of which
Personal income tax -273 -394 201
Corporation tax 280 817 396
Levies on other incomes
and on assets o 1311 569
Taxes on goods and
services 366 719 521
Communities and Regions
and local authorities 63 130 40
Structural parafiscal measures —-206 185 27
Non-recurrent measures 141 923 207
of which
Tax regularisation 0 0 731
Late payment of the
nuclear rent for 2011 -250 500 -250

Inheritance taxes
declaration deadlines
shortened by one month 0 80 -50

Early collection of the
advance levy on life
insurance o 200 -220

Acceleration of
the assessments
(individuals and

‘companies) -200 100 100

VAT reduction on houses

built in 2009 and 2010 150 0 0
Total 139 4078 1510
p.m. In % of GDP 0.0 1.1 04

Sources: Budget documents, NBB.
(1) This generally concerns the presumed influence of the measures according to the
budget documents_ The final impact may be different
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CHART 73 GUARANTEED RATE OF RETURN ON CLASS 21
CONTRACTS

1999
2001
2003
2005
2007
2009
201
2013

—— Long-term interest rate("
—— Average guaranteed rate of return on existing contracts

Annual return on assets covering guaranteed
rate contracts

Sources: Thomson Reuters Datastream, NBB.
(1) Yield on the secondary market in 10-year Belgian government bonds (0LOS),
weekly data.
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TABLE 30 PROPORTION OF EARLY SCHOOL-LEAVERS.

(young people not having completed at least higher
secondary education in % of the population aged

between 18 and 24 years)

Belgium
Brussels
Flanders
Wallonia

2000

138
207
16
155

2012

12.0
201

8.7
148

Source: EC.
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CHART 1 THE THREE PILLARS OF THE BANKING UNION
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TABLE 31 IMPORTANCE OF THE PETROCHEMICAL AND REFINING BRANCHES IN BELGIUM —

20102012
(in € millon, unless otherwise stated)
Value added Direct obs, Exports® Trade balance®
n thousands
Coking and refining 1030 45 21841 11627
Chemical industry, excluding pharmaceuticals 6494 440 40 695 12895
of which

Manufacture of plastics in primary forms.

and other organic chemicals in primary

forms 3494 168 9999 -

Sources: NAY, NBB.
(1) Foreign trade figures according to the national concept.
(2) Expressed in FTEs.
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CHART 44 INDICATORS OF THE MOVEMENT IN MORTGAGE LENDING AND THE PROPERTY MARKET

NUMBER OF RESIDENTIAL BUILDING
PERMITS GRANTED AND HOUSING
STARTS IN BELGIUM

NUMBER OF TRANSACTIONS ON
THE SECONDARY PROPERTY
MARKET

MORTGAGE LENDING (in thousands, moving totals (in thousands, moving total over
(monthly data) over three months) twelve months)
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(in %) (right-hand scale)
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Sources: DGSE, NBB.
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TABLE 5 STRUCTURE OF SALARIED DOMESTIC EMPLOYMENT PER BRANCH OF ACTIVITY AND PER REGION, IN 2012
(in % of total salaried employment)

Brussels Flanders Wallonia Beigum
Branches sensitive to the business cycle 56.9 66.6 56.8 62.4
of which
Industry 46 176 144 146
Construction 25 62 67 58
Trade, transport and hotels and restaurants 203 236 214 224
Financial and insurance activities 98 23 18 34
Business services 136 136 101 126
Public administration and education 285 173 246 211
Human health and social work 93 129 146 127
Other service activities” 53 32 4.1 38
Total 100.0 1000 100.0 100.0
Source: NAL

(1) Ats, entertainment and leisure actiites; actiities of households as employers; undifferentiated production of goods and services by households for their own use; other senvice:
actiites.
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CHART 72 UNREALISED GAINS AND SOLVENCY MARGIN OF BELGIAN INSURANCE COMPANIES
(non-consolidated data)

UNREALISED GAINS ON INVESTMENT ASSETS SOLVENCY MARGIN
(in € billion) (in % of the minimum regulatory margin)
7 7 500 500
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~100 -100
g 8 g g o0 200 2n am 2m
Real estate 8 8 B
- Quarterly data
I Participation in associated companies
[ Gl M Explcit margin 7 Reguiatory solvency
B Bonds 0 Implicit margin _| margin®
0 other B Hidden reserves
Source: NBB.

(1) The figures reported quarterly are not entirely comparable with the final figures reported annually.In particular, they take no account of any redistrbution of profits to
shareholders and policy-holders.

(2) This margin is composed of an expliit margin including the own funds, subordinated debts and certain other balance sheet iters and an impiicit margin which, subject to
the Bank's approval, comprises certain other specific elements, the principal one being a part of the unreaiised gains on investment portfolios.
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CHART 11 REALLOCATION OF EMPLOYMENT IN THE EURO AREA COUNTRIES UNDERGOING ADJUSTMENT
(change in employment, expressed in relation to the labour force, in percentage points)
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Source: EC.

(1) Agiculture, industry, trade and transport.
(2) Information and communication, professional services, general government, education, health and other non-market services.






