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FOREWORD
by Guy Quaden,

Governor

The question has been long debated : did the 21st century start on 1 January 2000 or will it not
begin until 1 January 2001? For eleven European central banks, including the National Bank of
Belgium (NBB), the answer is obvious : the 21st century began on 1 January 1999 with the start
of the final stage of European monetary union, the advent of the euro and the integration of these
eleven banks into the Eurosystem, linking them to the new European Central Bank (ECB).

Since then, for member countries in the euro area there has been a single monetary policy decided
in Frankfurt by the ECB. However, the national central banks are closely involved in this process.

On the one hand, the Governor or President of each national central bank has a seat and a vote
— according to the “one man, one vote” rule — on the Governing Council of the ECB, where the
main monetary policy decisions are taken. However, the statutes of the ECB stipulate that all
members of this Council (including the national governors) must base their decisions on the inter-
ests of the euro area as a whole and not on the specific interests of their country of origin. Also, in
accordance with the principle of independence, they cannot accept or request any instructions from
any other authority whatsoever, be it national or European. But quite obviously, the governors of the
national central banks rely heavily on the information supplied to them by the staff of their own
institution.

Furthermore, although decisions on monetary policy are now taken centrally in the euro area, the
execution of monetary policy remains decentralised. In the Eurosystem, which is unlike the model of
any other existing central bank, the national central banks implement in their respective countries the
monetary policy operations decided on by the Governing Council of the ECB and are still the primary
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partners in discussions with the financial institutions established in their territory. Representatives
of the national central banks also take part in various special ECB committees which assist the
Governing Council.

The NBB, which will celebrate its 150th anniversary in 2000, is also continuing to fulfil its other
responsibilities and to pursue a wide range of activities. It performs many services for the Belgian
economy which it constantly monitors and analyses.

The Bank prints and issues banknotes and supervises the quality of the notes and coins in circula-
tion. It provides the State Cashier service. It operates interbank payment and securities clearing sys-
tems; since 1 January 1999 it has also been made responsible for the oversight of the clearing and
payment systems as a whole. In its Central Balance Sheet Office and its Central Credit Offices it
collects and processes information on enterprises and individuals.

The studies conducted by the Bank focus on the various aspects of economic activity. Every month it
produces and publishes a business survey the results of which attract widespread interest, not only
in Belgium but also in other countries. The Bank’s statistical work has been extended considerably in
the course of the modernisation of the Belgian statistical system, decided on in 1994, in particular,
the Bank is responsible for the foreign trade statistics and the compilation of the national accounts
on behalf of the National Accounts Institute.

In 1999 the Bank also took over the activities of the Rediscount and Guarantee Institute.

The Annual Report is the Bank’s principal publication. This document, which is still keenly awaited
and — | believe — much appreciated, provides useful information on recent economic and financial
developments in Belgium — placed in their international context — and, particularly in the message
presented by the Governor on behalf of the Council of Regency, offers comments which clarify and
stimulate the economic policy debate. It is also the chief instrument whereby the Bank accounts for
its actions, in accordance with the principle of responsibility, which goes hand in hand with the high
degree of independence which the Bank is guaranteed from now on — as are the ECB and the other
central banks belonging to the Eurosystem.

For a long time the NBB's Annual Report has consisted of two separate parts (though until now they
were published simultaneously in the same volume), one examining national and international eco-
nomic and financial developments and the other dealing with the annual accounts of the Bank and
its activities as an enterprise. From this year onwards, these two parts will be published, for the
French and Dutch versions, in two separate volumes a few weeks apart.
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The NBB used to be the first Belgian company ending its financial year on 31 December to circulate
its accounts, which came out in February, but it is now dependent on the closure of the ECB's
accounts which takes place later. Those accounts are used, for instance, to calculate the monetary
income due to each national central bank. For that reason, the Bank's General Meeting is now held
on the last Monday in March (and not the last Monday in February).

However, the Bank did not wish to delay the publication of the first part of its Report. Indeed, we
know that the early availability of essential information on the national economy, even if that informa-
tion is provisional, is one of the primary benefits of our Report for the authorities and the public.
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REPORT PRESENTED BY THE GOVERNOR
ON BEHALF OF THE COUNCIL OF REGENCY

ECONOMIC AND FINANCIAL ENVIRONMENT

World economy reviving faster than
expected but with latent risks

During the year under review the world
economy recovered faster than had been ex-
pected from the aftermath of the financial and
economic crisis in Asia and other emerging
economies. The disruption of the financial sys-
tems in these countries was brought under con-
trol, while the feared contagion effects on the
industrialised countries remained on the whole
limited, partly thanks to an appropriate easing of
monetary policies, which helped to restore con-
fidence on the financial markets. As a result,
growth prospects for the world economy im-
proved considerably. However, significant un-
derlying risks are still present. In a number of
the countries recently in crisis the adjustment
process is far from completed, so that they are
still vulnerable to a possible new loss of confi-
dence among their foreign lenders. But the un-
balanced growth pattern and external disequi-
libria of some major industrial countries also
give cause for concern.

After the sharp recession of 1998 most of the
Asian crisis countries experienced a remarkable
economic recovery last year. GDP growth in this
region is estimated to have averaged some
4 p.c. in 1999. In some countries, such as South
Korea and Malaysia, the revival actually ex-
ceeded the most optimistic expectations. Sup-
ported by competitive exchange rates, these
countries’ exports benefited greatly from the
upswing in world trade. In the meantime, re-
forms in the financial sector, which were ur-
gently needed after the turbulences of the pre-
ceding years, made good progress and most of
the financial market indicators stabilised, per-
mitting — given the slackening of inflation — a
relaxation of monetary policy. Now that this part
of the Asian region appears to have the wind in

its sails again, the temptation to scale down the
restructuring efforts must be resisted. In a
number of fields, and especially as far as the
non-bank enterprise sector is concerned, con-
tinued structural reforms remain essential in or-
der to give lasting support to these countries’
growth potential.

In Latin America the economic climate was
generally very depressed during the past year.
Only Mexico, which was able to benefit from
the pull exerted by the American economy,
again showed strong growth and good trade
figures. In Brazil the recession remained on the
whole very moderate and there have recently
been signs of a recovery. However, the whole
region remains vulnerable to new financial dis-
ruptions.

The same can be said of a number of transi-
tion countries in Central and Eastern Europe,
where the aftermath of the Russian crisis is
still perceptible and the Kosovo conflict further
impeded recovery, especially in the Balkan
countries. It is perhaps not by chance that the
countries which have already progressed fur-
thest in the transition to a market economy
and in the implementation of disciplined macro-
economic and structural policies are precisely
those which have been most resilient and put
up quite good economic performances last
year. Hungary, Poland and Slovenia are illustra-
tive in this respect. It is in fact in the interest of
the European Union that the Central European
countries are continuing along the road to-
wards lasting economic growth and adhering
to stability-oriented policies, in view of the
prospect that a number of them may accede to
the Union in the not too distant future.

After two years of sharp decline, the Japanese

economy, too, appears to be heading for a re-
covery, although the revival there is still unsta-
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ble and precarious. A sustained expansionary
monetary and fiscal policy and the indisputable
progress made in the consolidation and restruc-
turing of the banking system have restored con-
fidence to some extent, especially among
households. Evidence of this is provided by the
return to positive growth figures for private con-
sumption and investment in housing. The great-
est boost to growth was however given by pub-
lic investment, which increased by about 14 p.c.
in volume and has pushed up GDP growth by
over 1 percentage point. Business investment,
on the other hand, continued to shrink, albeit
less than in the previous year. Unlike in the
banking sector, the restructuring of trade and
industry is still at a relatively early stage, a situa-
tion which is coupled, especially in the tradi-
tional industries, with the dismantling of excess
or unprofitable production capacity and a con-
traction in employment.

On its external account, the Japanese economy
was, it is true, able to derive some advantage
from the strong revival among its main Asian
trading partners, but at the same time it had to
contend with a loss of competitiveness due to
the sharp appreciation of the yen, which also
pushed up imports. On balance, therefore,
transactions in goods and services with foreign
countries broadly made a neutral contribution to
growth, while the current account surplus, at
nearly 3 p.c. of GDP, remained particularly high.

In view of the continuing uncertainty about the
durability and strength of the cyclical recovery,
the Japanese authorities have for the time be-
ing little choice but to persevere in their stimu-
lation policy. As the monetary authorities have
just about exhausted their possibilities, with
short-term interest rates close to zero, the main
emphasis has perforce been laid on budgetary
policy. It has become crucially important, how-
ever, to strive for maximum efficiency in govern-
ment action, something which has not always
been achieved in the past. The deterioration in
the public finances has actually assumed such
disquieting proportions that the growth in in-
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debtedness might become difficult to control.
There is therefore a real danger that a further
budgetary relaxation may produce adverse ef-
fects on households, which, anticipating a sub-
sequent consolidation, might display a greater
propensity to save.

The continuing strong growth of the American
economy — which, in 1999, reached its eighth
year in a row, and still came to some 4 p.c. —
has undoubtedly helped to dampen the impact
of the recent slowdown elsewhere in the world,
but has at the same time given rise to a number
of potentially destabilising factors, such as very
optimistically valued share prices, a savings ratio
of households which has sunk to a particularly
low level, a high dollar rate and an unusually
large current account deficit, revealing the ex-
tent to which the United States depends on for-
eign financing sources. The baseline scenario
assumed for the near future by the leading in-
ternational forecasters is that of a “soft landing”
of the American economy and its gradual return
to a lower growth path. Unforeseen shocks,
such as an upsurge of inflation or a turn-round
in the attractiveness of dollar investments might
however lead to a much more abrupt adjust-
ment, which in turn could put a damper on the
recovery of the world economy.

This does not alter the fact that the economic
performances achieved by the United States
during the 1990s have been remarkable in
more than one respect and contrast with the
rather disappointing record of Europe and
above all Japan. These differences in economic
results can be the reflection of both demand
and supply factors, the former mainly determin-
ing the cyclical movement of economic activity
and the latter, which relate more specifically to
the input of the production factors labour and
capital and their associated efficiency or pro-
ductivity, chiefly determining potential output
growth over a longer period.

Research has shown that the higher trend
growth of the American economy is to a great
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extent based on a relatively stronger expansion
of the supply of labour. The latter can in turn be
attributed to more dynamic demographic fac-
tors, but also — and perhaps to an even greater
extent — to a more efficient use of the existing
labour potential, due to, among other things,
greater flexibility of the labour market, which
has benefited the employment of both highly
skilled and low-skilled workers.

This is nothing new, however, and therefore
does not offer a satisfactory explanation for the
remarkable fact that economic growth in the
United States speeded up further in the second
half of the past decade and that inflation at the
same time remained low and stable, while un-
employment fell sharply. Activity had already
been showing an upward trend for quite a long
time and one would normally have expected
that productivity growth would weaken, infla-
tionary strains would develop and eventually the
economic expansion phase itself would come to
an end. In fact, the non-inflationary growth po-
tential of the American economy appears to
have received a new impetus during the past
few years. Whether this represents a trend
break, or just a temporary combination of fa-
vourable factors, is still a controversial question.
Some observers regard the atypical acceleration
of productivity growth as a sign of the emer-
gence of a ‘new economy”: the introduction of
new information and communication technolo-
gies and the concomitant spread of more effi-
cient business methods have, they contend,
lifted potential output growth onto a perma-
nently higher level.

These developments are undoubtedly important
and have contributed to the recent wave of in-
vestment which extended the capacity limits of
the American economy for some time ahead. To
what extent they differ from the constant
stream of innovation which — albeit in waves —
has dominated the entire twentieth century and
are really capable of bringing about a lasting
quickening of economic activity remains an
open question for the time being, since the un-

expected productivity rises of recent years are
not the only factor to have favoured the growth
climate in the United States. For instance, do-
mestic demand has been supported not only by
the increase in real disposable income but also
by wealth effects emanating from exuberant
developments on the stock markets. The latter
in turn were linked to the favourable profit pros-
pects for American businesses, although these
were often of a purely speculative nature, as
well as to the inflow of foreign capital which,
against the background of the crisis in emerg-
ing economies, was in search of a safe haven.
As a result, businesses were able to resort to
relatively inexpensive financing sources. Fur-
thermore, the until recently weak international
environment, coupled with falling commodity
prices and a rising dollar rate, ensured that a
large proportion of the American demand ex-
pansion could be catered for on relatively ad-
vantageous terms by recourse to the plentiful
production capacity available abroad. The corol-
lary of this was mounting external deficits — ris-
ing to over 3.7 p.c. of GDP in 1999 — which
however were easily financed from the ample
inflow of foreign capital.

While these and other factors have for some
time been stifling overheating phenomena in
the American economy, they are certainly not a
permanent feature, and some of them have in
fact already largely disappeared. For instance,
the sharp rise in the prices of oil products, fol-
lowed later in the year by other increases in
commodity prices, combined with a moderate
fall in the weighted effective exchange rate for
the dollar, led to upward pressure on import
prices, which subsequently also became evident
in the first stages of the production process. At
the same time, there were signs of a certain
quickening of the rise in unit labour costs. As a
reaction to these heightened inflation risks the
Federal Reserve raised its key interest rate
three times between June 1999 and the end of
the year, by a total of 75 basis points. Now that
the expansion rates of the world’s major eco-
nomic areas appear to be converging, the cru-
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cial factor is whether the American authorities
will succeed in adjusting domestic demand to a
more balanced growth path, while avoiding seri-
ous disruptions in the financial sphere.

Favourable growth prospects with
moderate inflation risks in the euro area

The slowing of growth from which most of the
euro area suffered in the second half of 1998
and at the beginning of 1999 turned out to be
less sharp and of shorter duration than was
originally feared. Various factors contributed to
this. Firstly, the fall in external demand which
was at the origin of the weakening of activity
was partly counteracted by direct or indirect ex-
ports to the United States, where the markets,
as stated, remained unexpectedly dynamic. Sec-
ondly, against the background of already low
and still falling inflation, the easing of monetary
policy decided upon at the end of 1998 and in
April 1999 helped to support confidence and
hence also domestic demand, especially in
those countries where there were fears of a
deflationary spiral. Thirdly, weaker growth did
not appear to have appreciable consequences
for job creation, which partly explains why con-
sumer confidence was hardly affected either.
In the sectors which produce mainly for the
domestic market, such as the building industry
and the service sector, a reasonably high rate of
activity was therefore maintained. On the other
hand, growth was somewhat artificially reduced
in the first months of 1999 by the running
down of inventories following the — largely unin-
tentional — formation of stocks of finished prod-
ucts during the second half of 1998. This stock
cycle in fact explains about two thirds of the fall
in average annual GDP growth in the euro area,
from 2.8 p.c. in 1998 to an estimated 2.1 p.c.
in 1999,

Later on in the year, however, more and more
indications became available supporting the
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presumption that the latter figure, taken from
the OECD’s autumn forecasts, somewhat un-
derestimates the actual course of events. From
the beginning of the summer onwards, the eco-
nomic outlook for the euro area in fact im-
proved considerably. The initial impetus came
from the aforementioned turn-round in the ex-
ternal environment, the pull exerted by which
was further strengthened by an improvement in
the competitive position of enterprises due to
the depreciation of the effective exchange rate
for the euro. All this led to a rapid revival in eco-
nomic activity : industrial output picked up
again, stocks were replenished, partly as a pre-
caution in view of the turn of the millennium,
and a strong recovery of business confidence
was generally observable.

Employment growth, for its part, appears to
have reacted only with a time-lag and to a lim-
ited extent to the recent cyclical slowdown, and
can be estimated for 1999, despite weaker av-
erage GDP growth, at about 1.5 p.c. The trend
towards a more labour-intensive growth pattern
which became apparent in the previous years
may be attributed to a combination of factors.
Thanks to the general moderation of wages,
real labour costs moved more into line with la-
bour productivity, thus curbing the substitution
of capital for labour. Furthermore, employment
growth was supported by the greater policy em-
phasis laid on active labour market measures
and by a structural shift to the generally more
labour-intensive service sector. In view, however,
of the great differences in unemployment rates
according to regions and qualification levels,
and of the persistence of a considerable degree
of structural unemployment within the euro
area, further progress in improving the function-
ing of the labour market is still essential. As
taught by the experience of the United States,
but also of some individual EU countries, this is
likely to substantially increase the chances of
lasting non-inflationary growth.

During the year under review, the euro area, like
other industrialised countries, had to contend
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with a sharp rise in oil prices, but its impact on
consumer prices remained on the whole limited.
This was partly because the extremely low level
reached by oil prices at the end of 1998 could
be regarded as exceptional. Their subsequent
acceleration therefore rather represented a cor-
rection towards a level in line with what had
been considered normal since the reverse oil
shock of 1986. The worsening of the terms of
trade brought about by the oil price rises also
remained limited because the
countries have now become much less depend-
ent on oil imports. According to the OECD, oil

industrialised

inputs per unit of output have decreased on av-
erage by about 40 p.c. since the first oil shock
of the 1970s.

Despite these external price pressures, added
to by the depreciation of the euro, underlying
inflation in the euro area ultimately remained
quite moderate and stable last year, with per-
centage rises fluctuating around 1 p.c. The rise
in the energy and import bill had hardly any re-
percussions on the price development of
non-energy consumer goods, while service price
increases tended to slacken, owing partly to the
favourable effects of deregulation and liberali-
sation in the public utilities sector.

Barring adverse external developments, the
prerequisites for a sustained expansion of ac-
tivity with only limited inflationary pressure ap-
pear to be in place in the euro area, so that
GDP growth could work out at around 3 p.c. in
the near future. Notwithstanding the recent rise
in interest rates, the financial situation — includ-
ing business profitability — is still favourable
for investment, while continuing employment
growth would help to maintain consumer confi-
dence at a high level and to support private
consumption. According to the forecasts made
at the end of 1999, consumer price inflation is
expected to quicken somewhat further in the
first half of 2000, though remaining on average
over the whole year under 2 p.c. and thus be-
low the upper limit of what the European Cen-
tral Bank regards as price stability. This fore-

cast is, however, still subject to risks, in particu-
lar with regard to the outcome of the wage ne-
gotiations in a number of countries and to the
second-round effects of the oil price rises.
Continued vigilance is thus called for.

Some concern has also been felt within the
euro area about the tendency towards an in-
creasing divergence in the growth and inflation
figures of the participating countries. In order to
place these in their proper perspective and to
allow for an appropriate policy response, it must
however be borne in mind that such diver-
gences may have differing causes.

These differences may, firstly, be connected
with the catching-up process still taking place
in some Member States. Countries starting
from relatively low productivity levels will gen-
erally show higher labour productivity in-
creases and thus also greater growth potential
than the more advanced Member States. The
growth differences attributable to this need
not, as such, prompt any misgivings, as they
are more the expression of the convergence of
the countries concerned. The relatively loose
monetary conditions which they can at the mo-
ment enjoy within the monetary union, as well
as the access to a large integrated capital
market, do admittedly give them additional
support in this process, but they also call for
greater watchfulness concerning latent infla-
tionary strains. The primary requirement for the
countries in question is thus to maintain an ap-
propriate stability-oriented policy mix and to
push on with the implementation of structural
reforms in order to heighten the efficiency of
their markets for goods and services and to
promote the smoother operation of their labour
markets.

Further progress in this field would also ben-
efit the other euro area countries by increas-
ing their ability to withstand adverse external
developments or asymmetrical shocks. As
within the frontiers of individual countries, re-
gional and sectoral structural differences are
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unavoidable within a monetary union, too; they
can, however, cause the individual Member
States to react differently to such shocks.
Such factors appear to be partly responsible
for the recent weaker growth performances
of, for instance, Germany and ltaly. Owing to
their more direct trade relationships with a
number of crisis countries or their greater
specialisation in the production and exporting
of capital goods and intermediate products,
these two countries suffered relatively more
from the slackening of world trade than other
countries in the euro area. Countries partici-
pating in EMU should, however, be able to
deal with such situations by ensuring suffi-
cient flexibility in their goods and labour mar-
kets and pursuing appropriate fiscal policies.
The above-average growth and the sharp fall
in unemployment achieved by some countries
which appreciable
progress in that respect prove that such a
policy is rewarding.

have already made

Growth in activity and employment
bears witness to the Belgian economy’s
increased resilience

The Belgian business cycle generally keeps
close to that of the euro area as a whole and
has recently, according to the Bank’s business
surveys, even tended to run ahead of it some-
what, That was also the predominant picture
during the past year, although it was temporarily
clouded by the shock created by the dioxin con-
tamination of part of the food chain. From the
first quarter onwards, activity resumed the dy-
namic expansion which had also prevailed dur-
ing the period up to the beginning of 1998. Av-
erage annual GDP growth, at 2.3 p.c, was ad-
mittedly almost half a percentage point lower
than in 1998, but as elsewhere in the euro
area, that was due more to the weakened initial
position at the beginning of the year than to the
actual cyclical movement during the year. If the
dioxin crisis had not depressed exports and
consumer confidence for a short time during
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the summer months, the Belgian economy
would actually have performed even better, as
the loss of value added brought about by this
crisis is estimated at about a quarter of a per-
centage point of GDP. That is however less
than was initially feared. The fact that the costs
of this asymmetrical shock caused by the dioxin
crisis remained restricted both in duration and
in extent can undoubtedly be regarded as a fa-
vourable side-effect of monetary union. Had it
not been for the euro, both the exchange rate
and the interest rate would probably have come
under pressure and the consequences would
have been felt far beyond the directly affected
sectors.

Apart from this setback, Belgian enterprises
already detected a clear turn-round in export
demand early in the year and sooner than else-
where in the euro area. But as domestic de-
mand in some of our main trading partners,
including particularly Germany and ltaly, re-
mained slack for a little longer, total exports did
not actually begin to pick up until the summer
months. Since then, however, exports have risen
steeply. On average, the volume growth in ex-
ports still amounted to nearly 3 p.c. in 1999,
which anyhow represents a decline of about
1.3 percentage point compared to the previous
year. Nevertheless, it was mainly the turn-round
in stocks, which had increased substantially in
the course of 1998 owing to the unexpected
weakening of demand from abroad, that de-
pressed average growth during the year under
review.

Apart from these predominantly exogenous
factors, the spending behaviour of Belgian eco-
nomic agents on the whole remained very
robust. The high rate of utilisation of production
capacity and the improved sales prospects
stimulated the investment activity of enterprises.
With a volume growth of nearly 8 p.c, gross
fixed capital formation by enterprises, which
was concentrated chiefly in the service sector,
therefore proved to be the most important
activity-supporting factor. Investment in residen-
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tial housing, on the other hand, appears to have
hardly risen at all, mainly owing, it seems, to the
discontinuance of some fiscal incentives and
rising building costs.

The growth in private consumption, which had
been exceptionally high, at 3.8 p.c, the previ-
ous year, admittedly slowed down to 2 p.c.
in 1999, but still proved higher than the
1.5 p.c. increase in real disposable income of
households, indicating that consumer confi-
dence was strong enough to induce house-
holds to further reduce their savings ratio. This
remarkable resilience of consumer confidence
shows that households feel less uncertain
about the future development of their purchas-
ing power. The policy aimed at macroeconomic
stability which led to the integration of Bel-
gium in the monetary union, together with the
efforts made to improve the employment-
content of growth, clearly played a beneficial
role in this respect.

The recent developments on the labour market
bear witness to the effectiveness of the more
active employment policy pursued in recent
years. The combination of sustained wage mod-
eration, limitation of indirect labour costs, activa-
tion of unemployment benefits and introduction
of more flexible working conditions does indeed
appear to be bearing fruit, especially as regards
the labour-intensiveness of economic growth.
Despite the, on average, weaker GDP growth,
the situation on the labour market remained ro-
bust : the volume of work in enterprises, meas-
ured as the total number of hours worked by
employees, increased further, by about 1.1 p.c,
last year. Partly because of the further spread
of part-time working, which received an addi-
tional stimulus from the policy for activating un-
in the
number of persons working in enterprises, at

employment benefits, the increase
1.6 p.c, proved greater still, thus achieving one
of the highest growth rates since the beginning
of the 1980s. Indeed, not very long ago eco-
nomic growth of around 2 p.c. was merely suffi-
cient to bring about a stabilisation of employ-

ment. Against this background the unemploy-
ment figures, too, have continued to decline. At
the end of 1999 the harmonised unemployment
rate stood at 8.7 p.c, or half a percentage point
lower than a year earlier.

Notwithstanding these somewhat tighter labour
market conditions, which mainly related to cer-
tain sectors and regions or to specific occupa-
tional categories, and the fact that the economy
has in the meantime come close to its potential
growth rate again, few signs of inflationary
wage pressure are observable for the time be-
ing. As in the previous year, the rate of increase
of nominal labour costs per full-time equivalent
came to about 2.2 p.c. A favourable influence in
this connection has been exerted both by the
restraint shown in collective wage bargaining as
required by the wage norm and by the wage
moderation resulting from the application of the
‘health index” (which largely offset the inci-
dence of the recent oil price rises), as well as
by the lowering of employers’ social security
contributions. If account is also taken of the in-
crease in productivity, which can be estimated
at around 1.9 p.c, the rise in unit labour costs
works out at only about 0.3 p.c, or about the
same as in 1998.

On the basis of the harmonised index of con-
sumer prices, the inflation rate averaged 1.1 p.c.
during the year under review, which was hardly
any higher than the 0.9 p.c. rise of 1998. During
the second half of the year, however, inflation
speeded up somewhat, to reach 2.1 p.c. in De-
cember, owing to the rise in energy prices. But
the underlying inflationary trend, which can be
better assessed if the changes in the prices of
energy and unprocessed foodstuffs are disre-
garded, continued to slow down throughout the
greater part of the year, after which it acceler-
ated only slightly, to about 1.3 p.c.

All available forecasts indicate that the Belgian
economy will continue to expand in the near fu-
ture, as the revival now in progress is broadly
based. If foreign demand picks up further, as
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predicted, and taking into account the favour-
able development of relative costs, further
strong export growth may be expected, with net
exports making a positive contribution to GDP
growth in 2000 also. Given firm consumer and
business confidence, the various domestic ex-
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penditure components may also be expected to
remain buoyant. With a predicted volume ex-
pansion of at least 3 p.c, GDP growth would
exceed its trend growth, resulting in a further
narrowing of the output gap and sustained em-
ployment growth.

THE EURO AND THE MONETARY POLICY OF THE EUROSYSTEM

The adoption of the euro by eleven Member
States of the European Union was a major his-
torical event and a crucial stage in the building
of Europe. It is too early to make a final judg-
ment about the single currency at the end of its
first year of existence. Some of its advantages
will only progressively become apparent: the
effects of the deepening of the single market,
through the elimination of the exchange risk,
the reduction in transaction costs and the in-
crease in price transparency, will be gradual
and will become stronger from 2002 onwards,
when national currencies will have completely
disappeared. Concrete assessment of other ad-
vantages will be possible only after a certain
length of time. As a matter of course, it will be
some years yet before it will become obvious
that the Eurosystem — which encompasses the
ECB and the national central banks of the euro
area — has in fact succeeded in its task of
maintaining price stability. It is also too soon to
assess the knock-on effects which monetary
union will produce on European integration in
other fields and what its impact on the interna-
tional monetary system will be.

However, the euro’s first steps can already be
said to be promising. The convergence efforts
made have been such that the Eurosystem has
taken over the reins of monetary policy in an
environment of price stability. From the outset
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it also had the benefit of a high degree of
credibility, doubtless primarily due to the guar-
antees enshrined in the Treaty establishing the
European Community — namely its independ-
ence and the primacy of the objective of price
stability —, as well as to the monetary policy
strategy chosen and to the fact that the mem-
bers of the Governing Council of the ECB ad-
here, without reservation, to an area-wide ap-
proach. Owing to the widespread confidence in
the maintenance of the internal value of the
euro and thanks to the budgetary consolida-
tions carried out in recent years, real long-term
interest rates, which have admittedly risen as a
result of better economic prospects in the euro
area and the rest of the world, have remained
appreciably lower than during the period 1980-
1996. On the operational plane, too, the launch
of the new currency was a success, thanks to
meticulous preparation. The integration of the
financial markets is in progress and the euro is
already seen to be a leading international cur-
rency.

The monetary policy strategy has proved to be
well suited to the new context. It has enabled
the Eurosystem to inherit the reputation of the
central banks which have achieved the best re-
sults in terms of price stability, while taking ac-
count of the uncertainties created by the
change of monetary system.
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To guide its action and enable the public to
Judge it, the Governing Council of the ECB first
of all defined more precisely the paramount ob-
Jective of its policy. Price stability is defined as a
rise in the harmonised index of consumer prices
of less than 2 p.c. per year in the euro area. It
must be maintained in the medium term. The
Eurosystem is just as concerned with avoiding
deflation as with preventing inflation. To this
end, it is willing to accept a slight rise in the in-
dex probably exceeding the inherent statistical
overestimation of the actual increase in prices,
due for instance to the improvement in the
quality of the products or to the changes in
consumption habits caused by the variations in
relative prices. This dual concern is illustrated
by the two changes in interest rates in 1999 :
on 8 April a reduction of the rate on the main
refinancing operations, from 3 to 2.5 p.c, was
decided upon in order to counter the downward
risks to activity and consequently to prices; on
4 November this rate was brought back up to
its initial level because this threat had disap-
peared and had been gradually replaced by op-
posite risks for price stability.

The Eurosystem cannot, of course, be held re-
sponsible for temporary variations in prices due
to shocks such as the rise in the prices of en-
ergy products which took place in 1999. But it
must take them into account in the formulation
of its policy if these shocks jeopardise medium-
term price stability. For, given the length of time
which it takes monetary policy impulses to work
their way through, the Eurosystem’s action, even
though it can be gradual, must be forward-look-
ing. It is based on the two pillars of the strategy
adopted by the Governing Council : a prominent
role assigned to money, as signalled by the an-
nouncement of a reference value for the growth
rate of the broad monetary aggregate M3, and
an assessment, based on a wide range of indi-
cators, of the outlook for price developments in
the euro area.

The recourse to a reference value for the in-
crease in M3 reflects a degree of continuity

with the practice of the German central bank
and highlights the Eurosystem’s responsibility
for the monetary impulses to price movements.
It is based on the observation of a fairly stable
medium-term relationship, in the past, between
this monetary aggregate and prices in the euro
area. The reference value was fixed at the an-
nual rate of 472 p.c. in December 1998. This
figure was maintained a year later because
there had been no change in the components
involved in its calculation : the definition of price
stability is unchanged and the estimates of the
potential output growth and the trend decline in
the velocity of circulation of M3 remained in the
region of 2 to 272 p.c. and /2 to 1 p.c. respec-
tively. It should be stressed that it really is a ref-
erence value and not an intermediate monetary
policy target. Indeed, the demand for money
may undergo short-term fluctuations without
harming price stability, and the incidence of the
shift in monetary regime remains uncertain. Fur-
thermore the Eurosystem does not exert any di-
rect control over the movement of M3.

Interest-rate policy is therefore not determined
mechanically by the divergences between the
growth in M3 and the reference value. These
are first of all analysed and evaluated, in parallel
with the overall assessment of the risks to price
stability. Thus, the overstepping recorded during
the first months of 1999 did not prevent the
lowering of interest rates on 8 April because,
being still limited, it could be attributed to the
temporary effect of the transition to the single
currency. By contrast, the observation of a wid-
ening discrepancy between the rate of increase
in the aggregate and the reference value, ac-
companied by a sharp expansion both in credit
and in the most liquid components of M3, was
one of the reasons for the raising of interest
rates on 4 November.

The overall assessment of the outlook for price
developments in the euro area is based on
many other leading indicators, such as price or
unit value indices upstream of consumer prices,
exchange rates, business cycle indicators, data
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on the development of labour costs and on the
public finances. The Governing Council also
takes into consideration the information on in-
flationary expectations derived from financial in-
dicators such as long-term interest rates, while
remaining aware that this information may be
impaired by the lack of liquidity of some mar-
kets, over-reactions and, more generally, the
variability of risk premiums. In 1999 the Council
successively concluded that there were down-
ward and upward risks affecting price stability.
The former were due to the continuing weak-
ness of economic activity while the harmonised
index of consumer prices was rising only very
moderately and industrial producer prices were
actually falling. The easing of the interest rate
policy responded to this and helped to restore
business confidence. Subsequently, the rise in
import prices due to the rebound of oil prices
and the depreciation of the euro, together with
the improvement in the business climate, led to
the appearance of the opposite risks. The need
then was to make monetary policy less expan-
sionary, in order to prevent excessively gener-
ous liquidity conditions from leading to upward
pressures on prices.

Relying on a simple rule for the conduct of
monetary would not have been appropriate,
given the complexity of developed market
economies and the uncertainty surrounding the
new situation. The medium-term orientation of
this policy precludes “activism’, that is, frequent
reactions to ‘news”, which would only increase
the uncertainty. Moreover, the motivations of the
Governing Council of the ECB are explained to
the public by means of publications, speeches
and monthly press conferences.

Furthermore, the final aim is absolutely clear.
The Treaty stipulates that the Eurosystem shall
also support the general economic policies in
the Community with a view, in particular, to
helping to promote growth, employment and
economic and social cohesion, but without
prejudice to price stability. It is by creating an
environment of stability that the Eurosystem will
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best foster growth and employment and enable
the other policies to produce their full effects.
This does not prevent measures necessary for
the pursuit of the paramount aim of contribut-
ing, in the shorter term, to the stabilisation of
activity, since pressures on prices are often
linked with cyclical fluctuations. The lowering of
interest rates decided upon in April is an exam-
ple of this. On the whole, monetary conditions
were particularly favourable to economic expan-
sion in 1999, First, real short-term interest rates
were very low in an historical perspective. Sec-
ondly, the euro depreciated, mainly because of
the cyclical asynchronism vis-a-vis the United
States, and subsequently owing to the revival of
confidence in the Japanese economy. These
boosts are temporary — the exchange rate for
the euro, in particular, should appreciate as Eu-
ropean growth strengthens — and the Govern-
ing Council of the ECB considered that they did
not endanger medium-term price stability.

Pursuit of this objective does not mean that
there has to be perfect uniformity, within the
euro area, of the rates of change in the harmo-
nised indices of consumer prices. Divergences
in inflation between countries create hardly any
problem if they are due to convergence towards
a common price level, resulting from the inte-
gration of markets and increasingly similar pro-
ductivities and standards of living, or if they re-
flect the movement of relative prices between
products whose weights in the various indices
are not identical owing to different consumption
habits. In other cases, corrective action would
be necessary. Thus, budgetary policy should be
more restrictive in countries where the strength
of business activity is creating inflationary
strains. As far as Belgium is concerned, the cy-
clical situation and price developments were
very close to the average for the euro area
in 1999.

The assessment of the economic and monetary
situation in the area as a whole, which guides
the single monetary policy, is nevertheless
based on a thorough knowledge of all the spe-
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cific factors. The national central banks have
given the Eurosystem the benefit of their exper-
tise in this respect. At the same time they have
looked beyond domestic concerns so as to con-
sider the euro area as a whole and to attune
their thinking to the reality of a large economy
which is much less open than those of which it
is composed. Most of them have had to assimi-
late the model of a policy based on the analysis
of monetary developments and of price pros-
pects, instead of endeavouring to achieve ex-
change rate stability, since, for the Eurosystem,
the exchange rate does not have the status of a
monetary policy objective but is merely one of
the indicators taken into consideration in as-
sessing the risks to price stability. In all these
respects, the experience of the Eurosystem’s
first year of operation has been positive and the
learning process has been rapid.

The national central banks are also playing an
active part in the implementation of monetary
policy. Credit institutions hold accounts with their
countries’ central bank and turn to it to obtain li-
quidity, providing as collateral, if they wish, secu-
rities issued and deposited in other countries.
This organisation in no way detracts from the
singleness of monetary policy, because the ab-
solute centralisation of decisions guarantees the
uniformity of the terms offered to credit institu-
tions, while these institutions are able to perform
arbitrages which equalise short-term interest
rates in the euro area, thanks to the TARGET
payment system. The latter thus plays a crucial
role in the integration of the money market, while
at the same time helping to reduce the systemic
risk, since it ensures the final, immediate and
safe settlement of payment orders.

The operational framework chosen by the
Eurosystem gave it the means for effectively
guiding short-term interest rates in 1999, and
money market operators adjusted themselves
rapidly to it. The bulk of liquidity was granted by
means of the main refinancing operations, that
is, the weekly allotments of two-week credits by
tender organised at euro-area level. The proce-

dure of fixed-rate tenders was adopted because
it was important, during this first year, to send
out the clearest possible signals concerning in-
terest rate policy. Credit institutions made ap-
propriate use of the averaging provision over
one-month periods attached to the compulsory
reserves, which allowed them to absorb very-
short-term liquidity fluctuations by adapting their
current account balances. Consequently, except
during the last days of the maintenance periods,
both the recourse to the standing marginal
lending and deposit facilities and the volatility of
overnight interest rates were slight. Moreover,
the overnight rate remained very close to the
rate for the main refinancing operations. Finally,
the Eurosystem did not carry out any
fine-tuning operation during the year under re-
view. A liquidity and credit risk premium ap-
peared temporarily in the interest rates for
interbank deposits, because of the possibility of
computer problems arising at the time of the
changeover to the year 2000. In the end, how-
ever, this took place smoothly.

Although the market for interbank deposits is
completely unified, largely thanks to the TAR-
GET payment system, the integration of other fi-
nancial markets, such as those in repurchase
agreements, bonds and shares, is still incom-
plete and sometimes impeded by differences in
regulations and tax provisions, whereas it could
promote a more efficient allocation of resources.
Market integration has nevertheless already
made progress owing to the introduction of the
euro, as is shown, for instance, by the conver-
sion into euros of most public debt securities
and by the diversification of bond portfolios, by
the upsurge in bond issues by enterprises, by
the links established between securities deposi-
tories and by the creation of common trading
platforms. Furthermore, the Eurosystem intends
to encourage initiatives aimed at heightening
the efficiency of cross-border small-value pay-
ment systems in the euro area.

The improved functioning of financial markets
and the internationalisation of the euro are likely
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to strengthen each other. Among the many fac-
tors that will promote the latter are the size and
liquidity of the euro area’s financial markets,
which will in turn be increased by more wide-
spread use of the euro by non-resident lenders
and borrowers. The euro is already the second-
ranking international issue, investment, reserve
and anchor currency. During the first nine
months of 1999, issues of bonds denominated
in euros on the international markets almost
reached the volume of issues in US dollars, and
their share was appreciably greater than that
generally represented by issues in the curren-
cies which were replaced by the euro. The new
European currency actually comes first if ac-
count is taken only of net issues in a currency
other than that of the borrower. Moreover, some
Asian central banks announced a diversification
of their foreign exchange reserves in favour of
the euro and a number of European and African
countries pegged their currencies to it.

BUDGETARY POLICY

European monetary union created a new frame-
work for budgetary policy, although this, unlike
monetary policy, remains a matter for the na-
tional authorities. The guiding principles are laid
down in the Stability and Growth Pact, whereby
the EU Member States undertook to aim for
medium term objectives of budgetary positions
close to balance or in surplus, in order to create
the necessary scope for allowing the automatic
stabilisers to respond to cyclical needs without
this giving rise to excessive deficits of more
than 3 p.c. of GDP.

This means that the budgetary positions must
include a sufficient safety margin to be able to
cope with normal cyclical fluctuations in eco-
nomic activity. These required safety margins
may diverge from one country to another de-
pending on the sensitivity of their economies
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The introduction of the euro also gives a new
impetus to many other parts of the European
integration process. The changeover to the sin-
gle currency is a sweeping structural reform
which will heighten competitive pressures in the
single market, to the benefit of economic dyna-
mism. By reforming its markets for labour and
products, each country would derive full advan-
tage from its incorporation in the euro area, in-
crease its growth potential and reduce unem-
ployment.

Lastly, a start has already been made on the
preparation for two outstanding events: the
putting into circulation, on 1 January 2002, of
the euro notes and coins, which will make
membership of a community more tangible to
some 300 million citizens, and the gradual en-
largement of the European Union, which should
subsequently cause a larger number of coun-
tries to adopt the euro.

and public finances to cyclical movements.
However, other, more structural factors equally
need to be taken into account to ensure that
excessive deficits are avoided. For instance, it is
to be expected that during the coming decades
the ageing of the population will exert additional
pressure on the public finances of most EU
countries. In so far as this pressure is not less-
ened otherwise, for example by reforms in the
pension systems, adequate safety margins need
to be provided for this purpose, too. Similarly,
Member States with a high public debt will have
to take account of the fact that their budgets
are more vulnerable to interest rate changes
than those of countries with a lower debt ratio.

As more sustainable budgetary positions are
achieved in the future, the emphasis in fiscal
policy will increasingly have to be placed on the
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structural shifts in the revenue and expenditure
pattern which are needed to make the public fi-
nances more conducive to growth and employ-
ment. In that connection the EU’s “Broad Eco-
nomic Policy Guidelines” advocate curbing of
the growth in public expenditure in order to per-
mit reductions in the tax burden and allow ex-
penditure redeployments beneficial to invest-
ment in physical and human capital. There is
also a need for greater efficiency of the tax
systems, while pension and health care systems
must be reviewed to enable them, in the me-
dium term, to cope with the budgetary reper-
cussions of ageing.

Belgian budgetary policy has in recent years
been predominantly marked by the consolida-
tion which was required in order first to fulfil the
conditions for accession to monetary union and
then to meet the requirements of the Stability
and Growth Pact. The efforts made produced
results which compare quite favourably with
those of our European partner countries. The
public deficit and the debt ratio, which had
peaked in 1992 and 1993 respectively, had al-
ready decreased by 7 and more than 18 per-
centage points of GDP in 1998, the last year
before the advent of monetary union. The deficit
then amounted to 1.0 p.c. of GDP and the debt
ratio to 117.4 p.c. of GDP.

In 1999 the overall government deficit worked
out at 0.9 p.c. of GDP. That is not only better
than the average result of 1.6 p.c. of GDP
achieved for the euro area but also below the
target of 1.3 p.c. of GDP set in the Belgian sta-
bility programme of December 1998.

The primary budget surplus, for its part,
amounted last year to 6.3 p.c. of GDP, which is
at least in line with the stability programme’s
target of ‘around 6 p.c.” However, the primary
surplus did decline slightly, by about 0.3 per-
centage point, compared to the previous year.
As the cyclical situation was more or less neu-
tral for the public finances, this worsening is
mainly attributable to discretionary or non-

recurrent factors, and in particular to the addi-
tional burden resulting from the dioxin crisis and
to the reduction in employers’ social security
contributions. The decrease in the primary sur-
plus was however more than compensated for
by the reduction in the interest charges on the
public debt, which was due both to the continu-
ing fall in the debt ratio (from 117.4 p.c. of GDP
in 1998 to 115 p.c. of GDP in 1999) and to the
further decline in the average implicit interest
rate on the public debt. On balance the total fi-
nancing deficit still improved slightly, namely by
0.1 p.c. of GDP.

A breakdown among the various levels of gen-
eral government shows that the decrease in the
primary balance was mainly accounted for by
the federal government, and was chiefly caused
by the contraction of 0.5 p.c. of GDP in the tax
revenue accruing to the federal government, af-
ter allocation of federally collected taxes to the
communities and regions and the social security
system, as well as by additional non-recurrent
outlays amounting to about 0.2 p.c. of GDP due
to the dioxin crisis. This was offset, however, by
the fall in the interest burden, so that the fed-
eral government’s total financing requirement
remained virtually stable. The social security
system’s primary surplus increased slightly, so
that for Entity | as a whole (the federal govern-
ment and the social security system combined)
the primary balance fell by about 0.3 percent-
age point. The norm of the stability programme,
which basically required Entity | to stabilise its
primary balance in relation to GDP, was thus
not met. On the other hand, the primary balance
of the communities and regions increased by
0.3 percentage point, to 0.8 p.c. of GDP, while
that of the local authorities decreased to the
same extent, to 0.3 p.c. of GDP.

During the last decade the resources allocated
to the communities and regions under the Fi-
nancing Act grew in real terms, on average, by
nearly 4 p.c. a year. This enabled them to main-
tain a brisk rate of expenditure — with an aver-
age real expenditure growth of about 2.5 p.c.
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per year, against only 1.5 p.c. for the other sec-
tions of general government — and at the same
time to reduce their overall financing deficit and
recently even to turn it into a surplus. Even if
account is taken of the fact that the communi-
ties and regions were given new powers as
time went on, it must be acknowledged that the
provisional financing system facilitated their
budgetary consolidation. Now that, in 2000, the
final phase of the Financing Act has been
reached, this situation will change and the rev-
enues of the communities and regions will actu-
ally fall behind national income growth. Against
this restrictive background and given the need
to continue to maintain a sufficient degree of
budgetary discipline in the coming years, it is
essential that the different levels of government
remain fully committed to attaining the objec-
tives of the updated stability programme and
that their respective responsibilities in this con-
nection shall be clearly specified.

The renewed co-operation agreement concern-
ing the budgetary objectives for the period
2000-2002 concluded by the federal state and
the communities and regions at the end of No-
vember 1999 opens up favourable prospects
from this angle, as it provides for a number of
procedures which, if appropriately and coher-
ently applied, can cause that agreement to grow
into a real internal Belgian stability pact.

In the new stability programme the government
undertook to maintain the primary budget sur-
plus for general government at about 6 p.c. of
GDP in the coming years and in addition to
achieve budgetary balance by 2002. After that
a small structural budget surplus was to be
maintained, with a view to stabilising the nomi-
nal amount of the public debt, while consist-
ently reducing the debt ratio as a proportion of
GDP.

As far as the budget for 2000 is concerned, the
initial aim was to achieve a small reduction of
0.1 p.c. of GDP in the deficit. This could be re-
garded as a compromise between two very valid
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but — certainly in the short term — difficultly rec-
oncilable objectives, namely the continuation of
the budgetary consolidation process and a sub-
stantial reduction of the collective burden on la-
bour. The object of the latter is to lower the
high level of labour costs in Belgium, which
hampers employment growth and is partly re-
sponsible for the persistence of concealed la-
bour circuits, and thus to strengthen the eco-
nomic base. The budget was drawn up, how-
ever, starting from very cautious macroeco-
nomic assumptions, including economic growth
of 25 p.c. Although such a circumspect ap-
proach is to be welcomed, care should be taken
to avoid regarding cyclical budgetary windfalls —
which have by now become quite probable — as
an additional structural policy margin which can
be used to finance new initiatives without being
matched by compensatory measures elsewhere.
The favourable cyclical conditions therefore call
for a new trade-off whereby priority is assigned,
in the immediate future, to additional deficit and
debt reduction. In the meantime, an assessment
should be made of the effectiveness of the re-
ductions in social charges decided upon in the
past In view of the shortages which are already
observable in some regional or sectoral seg-
ments of the labour market there is a clear
need to make progress in increasing the supply
of labour, since that is essential in order to en-
able the reduction in labour costs to be fully re-
flected in employment growth.

The budgetary course recommended would
make it possible to build up a margin which can
be resorted to later when the economic situa-
tion is less favourable. In contrast, the using up
of cyclical gains nearly always has a procyclical
effect : the economy is additionally stimulated at
a time when there is no need for it which in-
creases the likelihood of inflationary overheat-
ing phenomena, while subsequently corrective
measures have to be taken which additionally
impede growth. Particularly in a monetary union
it is of crucial importance that budgetary policy
shall be allowed to play its stabilising role fully
and in a symmetrical manner.
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It is thus absolutely essential that the commit-
ment in the stability programme that “the fruits
of higher growth in 2000 will be primarily used
to reduce the deficit” shall be strictly honoured,
even if this means that the primary surplus tem-
porarily reaches a higher level. In order to be
consistent with the cyclically neutral budget
strategy advocated here, it is advisable that the
various budgetary norms be formulated in struc-
tural terms, ie. corrected for temporary cyclical
influences. The government’s aim expressed in
the new stability programme, to build up small
structural surpluses after a budgetary balance
has been achieved, is to be seen as a move in
the right direction. Such a strategy would also
benefit from an explicit setting of norms for the
acceptable medium-term growth rate of primary
expenditure, in order to ensure that the lighten-
ing of the fiscal and social charges remains
consistent with the need to reduce the debt
burden sufficiently fast.

Now that structural budgetary equilibria are
within reach, the remaining period before the
ageing of the population begins to take its toll
offers a unique chance to take another look at
the composition and quality of government ac-
tion in order to improve the economy’s invest-
ment climate and step up its growth potential.

EMPLOYMENT POLICY

In view of the rapid changes in the economy
brought about by technical progress and
globalisation and owing to the demographic
trends which are becoming apparent and the
ways in which society is evolving, the European
social model must be preserved and enhanced
but also reformed. This model is characterised
by a relatively high level of social protection
and a number of redistribution mechanisms

Possible ways of doing that include improving
the quality of public services, a judicious increase
in public investment, especially in network and
mobility infrastructure, greater efforts in the field
of scientific and applied research and optimising
both school and lifelong education. Lastly, it
must be understood that the additional pension
and health care burdens which the ageing of the
population is likely to bring about are not an in-
escapable factor but can be largely overcome by
appropriate and forward-looking policies. Struc-
tural measures aimed at increasing labour mar-
ket participation and the employment rate can
help to keep the dependency ratio between non-
working and working persons at a reasonable
level; the progression of pension expenditure
can be slowed down by, among other things, en-
couraging older workers to go on working
longer; and medical overconsumption can be
countered by giving responsibility to both the us-
ers and the providers of care.

All this calls for an integrated medium-term
strategy aimed at bringing about a structural,
permanent consolidation of the public finances
in which the various strategic choices of budg-
etary policy fit in a coherent manner and in
which the action taken by the various govern-
ment authorities is appropriately co-ordinated.

which make it possible, in particular, to keep
poverty in check. A stepping up of these sys-
tems is necessary because of the continued
existence of intolerable situations of distress.
But in most of the countries the model also
needs to be revised, because insufficient job
creation is causing it to miss its target, by rel-
egating part of the population to unemploy-
ment, and is threatening its future. A construc-
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tive social dialogue can help to bring about
these essential changes.

Despite recent progress, unemployment is still
too high in Europe and the employment rate is
considerably lower than those of the United
States or Japan. Some European countries,
however, appear to have succeeded in bringing
into the working circuit a proportion of the
population more or less comparable to that in
the United States, while at the same time
achieving much better results in the battle
against poverty : for instance Denmark, the
Netherlands and Sweden. The efforts to pro-
mote employment must be intensified in order
to reduce unemployment and give more women
and men the opportunily to participate actively
in social life; to increase non-inflationary growth
potential and prosperity; and to support the so-
cial security systems and the public finances in
coping with the ageing of the population,
thanks to stronger growth and a lower depend-
ency ratio.

Since the Amsterdam and Luxembourg Euro-
pean Councils, in 1997, co-ordination and multi-
lateral surveillance of these efforts have been
provided for within the framework of the Euro-
pean Union'’s broad economic policy guidelines
and employment guidelines. The promotion of
employment calls for a multi-dimensional strat-
egy combining sound macroeconomic policies,
an appropriate wage developments, structural
reforms of the markets for goods and services
and specific measures designed to improve the
operation of the labour market. A “macroeco-
nomic dialogue” on these questions was
launched in 1999 by the Cologne European
Council, thanks to which the political authorities,
the social partners and the ECB will be able to
exchange information and improve their mutual
understanding in order to create the conditions
for job-creating growth.

The contribution of monetary policy consists in

ensuring the essential environment of stability. It
is equally necessary for budgetary policies to be
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conducted in accordance with the Stability and
Growth Pact, so as to help maintain fairly low
real interest rates and open up the possibility of
anticyclical lines of action, which will be all the
more effective for not being perceived as a last-
ing relaxation in the public finances.

Wage developments must be compatible with
the maintenance of price stability and the pro-
motion of employment Consequently, they must
not lead to a substitution of capital for labour
and of imports for domestic production. Further-
more, differences in productivity, be it between
countries, between regions, between sectors or
between skill levels, must be sufficiently re-
flected in labour costs. A centralisation of wage
negotiations in the euro area accelerating the
convergence of wage levels without taking ac-
count of the difference in national situations
would be liable to cause job losses in the coun-
tries where productivity is lower. Uniformisation
of wage increases leaving the differentials in
levels unchanged would also be inappropriate.
At the same time, preservation of the European
model requires a common base of social safe-
guards.

The reforms of the labour market mechanisms
are a major component of this overall strategy,
because the low employment rate in Europe is
largely structural. They will increase the advan-
tages of keener competition on the markets for
products and of the development of the infor-
mation society, thanks to a better allocation of
labour and the mobilisation of unemployed hu-
man resources. Since 1998, national action
plans have been implementing the European
Union’s guidelines aimed at improving employ-
ability, developing entrepreneurship, encourag-
ing the adaptability of businesses and their em-
ployees and strengthening the equal opportuni-
ties policy.

In Belgium, even though the employment rate
rose from 1994 to 1999, it is still below the Eu-
ropean average, which is itself too low. The ef-
forts must therefore be stepped up.
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For several years now, wage moderation has
helped to slow down the substitution of capital
for labour. The inter-professional agreement for
the years 1999 and 2000, whose primary aim is
the lasting promotion of employment, does not
depart from this objective. The sectoral agree-
ments appear to have complied with the norm
for the maximum increase in nominal wages, ar-
rived at by reference to the expected movement
of wages in the three main neighbouring coun-
tries. Compliance with this rule has been facili-
tated by the indexation of wages on the basis
of the "health index”. This excludes most petro-
leum products and thereby limits the secondary
effects of the rises in oil prices. The method of
application of the norm derived from the law of
26 July 1996 concerning the promotion of em-
ployment and the preventive safeguarding of
competitiveness has been slightly changed.
Thus, the agreement stipulates that the move-
ment of wages and the training and employ-
ment efforts shall be assessed simultaneously
and that shortcomings in one field can be
weighed against better performance in others.
This greater leeway allows for a certain differ-
entiation in wage developments. In recent years
the strict application of the wage norm had the
merit of ensuring the wage moderation that was
needed for putting a stop to job destruction, but
it was liable at the same time to be too great an
obstacle to any differentiation of wage develop-
ments, while on the national plane, too, disre-
garding of productivity differences and local
conditions leads to rationing of employment.

Reductions
which were stepped up in 1999, are a further
means of moderating the cost of labour, pro-
vided that their proceeds are not used for wage
increases. Furthermore, social contributions, to-

in social security contributions,

gether with taxation, are an instrument whereby
labour costs, which must be attuned to produc-
tivity levels, can be dissociated from net in-
comes, the formation of which should also sat-
isfy considerations of fairness. Thus, the deter-
mination to reduce unemployment among the
least-skilled workers without lowering their

standard of living justifies the retention of larger
reductions in contributions on low wages.

A further requirement for increasing the em-
ployment rate and growth potential, is that a
greater demand for labour shall be matched by
supply, without which the shortages already evi-
dent in some quarters are liable to become
more acute. Obviously, in Belgium, more exten-
sive action needs to be targeted in three direc-
tions : increasing employment of the over-fifties,
raising the skills level and preventing long-term
unemployment. Moreover, it would be helpful to
remove the impediments to mobility, highlighted
by the marked geographical disparity in unem-
ployment rates.

The low level of the employment rate in Bel-
gium compared to the European average re-
lates mainly to the low labour market participa-
tion of young people, senior citizens and
women aged over forty. While the unemploy-
ment rate, and particularly that of youth unem-
ployment, varies greatly according to region,
the limited degree of participation in the labour
market is a common fault The systems par-
ticularly involved are those of early withdrawal
from working life, such as the collectively
agreed early retirement schemes and that for
older unemployed persons not seeking jobs.
Originally designed to lessen the social conse-
quences of restructurings of enterprises and to
combat youth unemployment, they have spread
to such an extent that they are now estab-
lished practice. These systems are in fact a
burden on public budgets and deprive society
of an experienced workforce. The employment
rate of persons aged 50 to 64 is only 37 p.c,
or one of the lowest ratios in Europe, 10 per-
centage points below that of the three main
neighbouring countries. To increase it, even by
an extension of part-time working, it is not
sufficient to reduce the possibility of early
retirement, but it is also necessary to promote
a personnel policy which preserves the moti-
vation and productivity of these workers,
by providing continuous vocational training
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sufficiently early in their careers. The inter-
professional agreement and the national action
plan for employment rightly regard these prob-
lems as priorities and the social partners have
recently submitted proposals on this subject to
the government.

The mismatch between demand for and supply
of labour is also a major source of the job
shortage in Belgium. Even though the phenom-
enon of over-qualification, due to the recruit-
ment policy of some firms, plays a part in cut-
ting out less-qualified candidates, the shift in
demand in favour of workers with an increas-
ingly large fund of knowledge is above all a
trend connected with technological advances.
The progress needing to be made ranges from
school education to continuous on-the-job train-
ing. The proportion of the population possess-
ing a higher secondary education certificate
should be increased, greater value should be
attached to technical education and the gradual
incorporation of young people in working life
should be promoted by apprenticeship sche-
mes. The efforts made in continuing training
should be stepped up, in the
inter-professional agreement.

as stated

Lastly, it is essential to put an end to and pre-
vent long-term unemployment. That is why the
public authorities have taken steps to activate
unemployment benefits, aimed mainly at putting

OTHER STRUCTURAL POLICIES

In addition to more efficient operation of the la-
bour market, structural reforms of the markets
for goods, services and capital and greater dis-
cernment in public intervention will also help to
increase non-inflationary growth potential in the
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low-skilled persons back to work, and have
adopted measures to assist the employment of
young people, which lower the barriers to entry
by socialising part of the cost of first work ex-
perience. Furthermore, the competent regional
administrations should adopt a customised ap-
proach in order to incorporate job-seekers more
rapidly in the labour market, by a programme of
rehabilitation and guidance in training and job
seeking. A system of appropriate incentives
could encourage participation in such a pro-
gramme and proportionate penalties should be
applicable in the event of refusal. Another item
on the agenda is the combating of unemploy-
ment traps, those situations where acceptance
of a job brings no financial advantage or even
represents a loss. One helpful measure in this
direction will be the raising of the lowest net
wages by means of a reduction in personal so-
cial security contributions or in taxation of
earned incomes.

Despite its many dimensions, the active labour
market policy calls for greater simplicity, homo-
geneity and continuity. The proliferation of
measures —the High Employment Council
listed around a hundred and forty — has turned
this into a jungle, has clouded perception of it
by the players involved and has reduced its ef-
fectiveness. Co-operation between the federal,
regional and community authorities is decisive
for the necessary degree of coherence.

European Union. Improving supply conditions
will give each country, especially in the euro
area, the possibility of seizing the opportunities
due to the integration of the markets and of re-
acting better to any external shocks that may
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occur. Since the Cardiff European summit
in 1998, such reforms have formed part of the
broad economic policy guidelines. It is neces-
sary, in particular, to expand the internal market
by opening up hitherto sheltered sectors to
competition, and to encourage the introduction
of new techniques, a source of innovation and
growth. These structural changes often do not
bear fruit until after a certain period of time, but
they are no less necessary for that Sometimes,
however, the advantages become evident more
quickly. Thus, competition in telecommunica-
tions has already led to price reductions and a
more diversified supply of services.

In view of the high degree of openness of the
Belgian economy, competition is already brisk
on most of its markets for goods and on several
markets for services. Economic efficiency can
however be still further increased in a number
of fields. The broad economic policy guidelines
of July 1999 advise Belgium, in particular, to
speed up the implementation of the European
directives on the single market and the liberali-
sation of the network industries such as tel-
ecommunications, post, energy and transport.
Progress has already been made in these re-
spects. In the telecommunications industry, for
instance, the backlog accumulated in the trans-
position of the European directives into Belgian
law has been gradually worked off and compe-
tition has been organised for mobile telephones
and in the national long-distance and interna-
tional-communications sector. There are plans
for gradually opening up postal, electricity and
gas services to competition. This process al-
ready started in April 1999 for electricity sold to
the largest industrial users and in June 1999
for certain postal services. A group of experts
commissioned by the government recom-
mended that this process be speeded up in the
electricity industry. In addition to these sectoral
provisions there has been an increase in the re-
sources devoted to keeping watch on compli-
ance with the rules of competition. Critical ex-
amination of the remaining legal and adminis-
trative obstacles to competition, such as the

barriers to entry into certain fields, is doubtless
also called for.

Furthermore, the public authorities are duty-
bound to do their utmost to ensure a climate
favourable to investment by means of a sound
budgetary policy together with a reorientation of
expenditure, adjustment of taxation and adapta-
tion of the regulations, which will all serve to
make their intervention more effective. Thus a
set of measures, including an increase in public
investment, should meet the demand for mobil-
ity, while respecting the environment. The crea-
tion of new products and services should be
encouraged by greater support for research and
development, public and private expenditure on
which represented only 0.4 and 1.2 p.c. of GDP
respectively in 1995, against averages of 0.7
and 1.5 p.c. in the member countries of the
OECD. Stronger support should be given to the
creation of new firms. The quality of the public
service should be improved, the administrative
simplification continued and the co-ordination of
the various administrations increased.

Owing to their central role in the allocation of
resources, the financial markets are also growth
factors, while generating a specific activity. They
are obviously the first to be affected by Euro-
pean monetary unification, which stimulates the
development of more efficient, wider and
deeper financial markets, subject to keener
competitive pressure. As already mentioned, the
integration of some markets is still impeded by
regulatory and fiscal differences. With regard to
the taxing of incomes from capital, the absence
of harmonisation is furthermore liable to widen
the difference in relation to the taxation of in-
comes from labour, a less mobile factor of pro-
duction. The introduction of the euro has al-
ready led to — sometimes considerable — portfo-
lio reallocations, owing to the disappearance of
the foreign exchange risk within the euro area
and the desire to increase the diversification of
assets according to criteria other than the cur-
rency. An example of this is provided by the de-
velopment of the balance sheets of Belgian
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credit institutions : these have acquired sub-
stantial amounts of bonds in euros issued
abroad by selling Belgian public debt securities
and borrowing liquidity from the Eurosystem.

The users of the financial markets have every-
thing to gain by the integration of these mar-
kets. Companies, especially small and medium-
sized enterprises, will be able to obtain venture
capital more easily and individuals will have
easier access to diversified financial products
and services. The public authorities, too, can re-
sort to a wider market for placing their loans.
Small countries must however pursue an active
policy of promoting their securities on foreign
markets, in order to prevent the fact that they
are smaller and less well-known from leading to
a slower diversification of the portfolios of non-
residents in their favour than that of the portfo-
lios of residents to their detriment. The Belgian
Treasury has taken a series of initiatives in this
direction. It has already succeeded in appreci-
ably improving its conditions for short-term fi-
nancing in euros. On the other hand, the yield
differential between linear bonds and ten-year
German government bonds has tended to in-
crease somewhat during the last two years. This
development, which is also observable for
French and Dutch bonds, appears to be mainly
due to a difference in liquidity connected with
the upsurge in futures on German bonds of this
maturity. The concentration of issues over a
smaller number of maturities, decided upon by
the Treasury, is likely to increase the liquidity of
the Belgian State’s linear bonds.

The producers of financial services can benefit
from the expansion in activity on the European
markets but are also facing very keen competi-
tion. They react to this partly by regroupings, in
order to achieve economies of scale and keep
up with the growth in cross-border transactions.
Thus, in the Belgian banking sector, a great
wave of concentration involving the largest in-
stitutions already occurred from 1996 to 1998.
Two characteristics of this process stand out :
several operations were aimed at the develop-
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ment of ‘bancassurance” groups and there
were many cross-border mergers or acquisi-
tions. The Belgian banks, although confronted
by the dwindling of foreign exchange transac-
tions and the end of the upward movement of
bond prices, are now better equipped to face
increased competition. They employ various
strategies, including a diversification of their ac-
tivities, towards, for instance, insurance, the is-
suing of securities or asset management, to-
gether with an extension of these activities
abroad. These rapid changes in the financial
landscape are of course forcing the prudential
surveillance authorities to adjust their supervi-
sory methods.

More recently, securities depositories of various
countries have also moved closer together.
There are in Belgium several, generally very ef-
ficient, clearing and payment systems, some
of which operate internationally. Since 1 Janu-
ary 1999 the Bank has exercised a surveillance,
called “oversight’, over these systems, in order
to promote their efficiency and soundness, with
reference to the rules produced by the Euro-
pean System of Central Banks and the G10
central banks.

The regrouping movement also affects the
stock markets, which are furthermore exposed
to potential competition from new, entirely elec-
tronic trading systems for use by institutional
investors. The Brussels Stock Exchange, the
CIK and Belfox merged in 1999 to form Brus-
sels Exchanges (BXS). The latter body decided
to participate in the project for a common trad-
ing platform of eight European stock ex-
changes. Compared to other financial centres,
the Belgian Stock Exchange suffers from a
relatively low capitalisation, too small a number
of very large listed companies and a fairly pro-
nounced concentration of the shareholdership.
The lack of sufficiently well known and liquid
securities did in fact depress prices in 1999, a
year during which the diversification of portfo-
lios seems to have primarily involved the main
securities and the largest markets. Provided,
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however, that it actually becomes part of a suf-
ficiently integrated European entity, the Brus-
sels Stock Exchange will still render appreci-
able services to the Belgian economy, and es-
pecially to smaller enterprises wishing to fi-
nance their growth. It creates value added not

CONCLUSION

The immediate economic future looks promis-
ing. For the euro area, in particular, the pros-
pects have steadily improved in recent months,
influenced by the picking-up of the international
markets but above all by strong domestic de-
mand. The stable macroeconomic policy frame-
work created by European monetary union and
the results of the considerable efforts made in
the European Union in recent years to put the
public finances on a sound footing and promote
employment have undoubtedly contributed to
this.

Despite the dioxin crisis the Belgian economy,
too, achieved a much better growth result
in 1999 than was thought possible only a few
months ago. Thanks to a resolute course, pur-
sued for many years, of macroeconomic stability,
budgetary consolidation and income moderation,
and to the increase in the employment-content
of economic growth, a solid foundation has been
laid. In recent months the confidence of both
consumers and producers has risen to histori-
cally high levels. As for the entire euro area,
there is the prospect of an economic expansion
phase which can be both strong and lasting.

Advantage must be taken of these favourable
circumstances in order to speed up the process
of removing the two most important structural
handicaps of the Belgian economy : the high

only through its own activity but also thanks to
the activities which it is helping to develop in
the fields of financial analysis, asset manage-
ment, the issuing and placement of securities
or assistance in connection with mergers and
acquisitions.

public debt and the low activity and employment
rate.

The forthcoming period of strong growth is in
the first place a perfect opportunity for accel-
erating the consolidation process planned in
the new stability programme and thereby re-
ducing the weight of the public debt to a
greater extent than was scheduled. Cyclical
budgetary windfalls must thus be used prima-
rily for additional deficit reduction, so as to en-
able budgetary policy to play an activity-stabil-
ising role in accordance with the European
Stability and Growth Pact But it will be equally
necessary to create more scope for a revised
revenue and expenditure policy making the
greatest possible contribution to strengthening
the economy’s growth potential. To this end,
the coherent medium-term strategy required
will have to be based on a judicious com-
bination of a further reduction of the fiscal
and parafiscal burden on labour, constrained
growth in expenditure and an improvement in
the effectiveness of public intervention. The
coming decade will be particularly propitious
for such an undertaking. To the extent that the
best possible advantage is taken of these op-
portunities and the handicap of the high level
of the public debt is overcome, the burden
which an ageing population will subsequently
bring can be better coped with.
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This demographic trend is also a challenge for
labour market policy, since, with an unchanged
activity rate, it will cause the supply of labour to
shrink considerably, and thus also possibly im-
pair the economy’s growth potential. In order to
safeguard this, participation in the labour mar-
ket must be vigorously stimulated, especially as
the buoyant growth expected is liable to further
increase the shortages already appearing in
certain segments of the labour market. For all
these reasons concerted efforts must be made
to avoid and reduce long-term unemployment,
to increase the participation of older workers
and, more than ever, to improve the level of
training both for workers and for those not in
employment. This will enable the policy of re-
ducing the burdens on labour to be reflected
fully in greater employment.

Finally, lasting growth in activity and employ-

ment also requires greater attention to be paid
to the supply side of the economy. In an ever

34

REPORT PRESENTED BY THE GOVERNOR ON BEHALF OF THE COUNCIL OF REGENCY

more integrated world which is characterised
by keener competition, the dynamism of a de-
veloped economy such as that of Belgium de-
pends entirely on its ability to tap new tech-
nologies and markets and to equip the popu-
lation for the knowledge and information
society.

The year 2000 has begun under a particularly
favourable economic constellation. Both in the
government budget and in the labour market,
spontaneous improvements are to be expected.
But these are no justification for complacency.
They must serve as an incentive to give the
Belgian economy a structural boost and to im-
prove its performance in a world where frontiers
are becoming increasingly blurred. Attention
must remain focused on the future. Because
this future is being prepared today.

Brussels, 2 February 2000.
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1. INTERNATIONAL ENVIRONMENT

1.1 SUMMARY

After being severely checked by the financial
turmoil on the emerging markets, the growth
rate of the world economy climbed back from
2.2 p.c.in 1998 to 3 p.c. in the year under re-
view, though it was still well below the 1997 fig-
ure of 4.2 pc. It was mainly the Asian countries
which contributed to this revival, while the other
economies generally grew at a slower pace.

The acceleration in world growth gave the lie to
the rather pessimistic outlook suggested for the
year under review at the end of 1998. For ex-
ample, for 1999 the OECD predicted a marked

TABLE 1 — GROWTH OF THE WORLD’S MAIN ECONOMIES

(Percentage changes in GDP at constant prices compared
to the previous year)

1998 1999 pm.
Weight
in the
world
economy !
United States ................ 43 38 20.8
Japan ... -2.8 1.4 7.4
Euroarea .................... 28 2.1 165
Other European Union coun-
tries ..o 2.4 2.0 4.4
Other advanced countries? ... 3.3 3.2 39
Emerging Asian economies? .. -6.4 37 7.6
China ... 7.8 7.1 125
Latin America ................ 1.5 -05 8.9
Russia and other transition
countries4 ......... ol -0.6 1.6 4.3
Other countries ............... 1.7 25 14.7
World ..o 2.2 3.0 100.0

Sources: OECD, IMF.

! Percentages of world GDP in 1998 based on 1997 purchasing power parities
and constant prices.

2 Australia, Canada, New Zealand, Norway, Switzerland.

3 South Korea, Hong Kong, Indonesia, Malaysia, Philippines, Singapore, Taiwan,
Thailand.

4 Albania, Bulgaria, Estonia, Hungary, Latvia, Lithuania, Poland, Czech Republic.
Romania, Slovakia, Slovenia and countries of the Commonwealth of Independ-
ent States other than Russia.

slow-down in the United States, virtual stagna-
tion in Japan and the emerging Asian countries,
and global growth of around 2 p.c., practically
the same as in 1998. The negative risks associ-
ated with this forecast, particularly the risk of a
new crisis in certain emerging countries and
continuation of the recession in Japan, were
also regarded as high. These scenarios did not
materialise and the situation generally improved
more than expected, apparently even surpassing
the forecasts published by the OECD in its Eco-
nomic Outlook in December 1999, the main
source of the data discussed in this chapter.

Thus, there was a vigorous return to growth in
most of the emerging Asian economies, which
had been hit by a severe recession in 1998,
many of them having implemented effective
macroeconomic stabilisation programmes and
initiated structural reforms. The rate of expan-
sion of the Chinese economy, affected by the
slowdown in exports, dipped slightly in the first
half year but subsequently stabilised at a level
which was still very high, and actually almost un-
equalled elsewhere in the world. The transition
countries as a whole also moved back into
expansion in 1999,

Japan's GDP, which had been falling continu-
ously since the middle of 1997, increased during
the year under review. This recovery was
brought about by an improvement in consumer
confidence, itself encouraged by the on-going
reform in the financial sector. The continuing,
resolutely expansionist stance on fiscal policy
was also a factor, but at the expense of an in-
creasingly serious deterioration in the Japanese
public finances: the public debt rose to a very
high level and is ballooning rapidly. Fiscal policy,
which provides the short-term foundation for the
as yet fragile recovery, is therefore subject in the
longer term to the constraint of radical reform,
especially as the effects of the ageing of the
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population will be felt more keenly in Japan than
in most other advanced countries.

In the euro area, growth was about three quar-
ters of a point lower in 1999 than in the previ-
ous year, but this weaker performance is mainly
a reflection of the deceleration between the
third quarter of 1998 and the first quarter of the
year under review. Thereafter, in contrast, the
rate of expansion strengthened steadily in most
countries in that region. Despite the slower aver-
age increase in activity in 1999, the labour mar-
ket of the euro area did improve : for the second
consecutive year, employment expanded sub-
stantially and there was a significant fall in un-
employment. This result may be due in part to
the wage moderation in recent years and to
economic policies which are geared more to job
creation.

In the United Kingdom, the slowdown in activity
seen since the peak reached in 1997 gave way
to a strong recovery from the second quarter of
the year under review. The latter movement was
fuelled by final domestic demand, while the con-
tribution of net exports, still affected by the
strength of sterling, remained negative. Average
GDP growth over the year was still half a point
down, remaining slightly below the figure for the
euro area.

In the United States, the turn-round in the cycle,
or at the very least the return to more moderate
growth, said to be in the offing on several occa-
sions in earlier years, especially at the end of
the previous year, was once again deferred : the
expansion of activity remained almost as strong
in 1999 as in 1998, and was sustained at a
much higher rate than in the other advanced
countries. This performance, achieved by an
economy which has practically the highest level
of development in the world, continues a trend
which began some twenty years ago. Compari-
son with Japan and the euro area for each eco-
nomic cycle in fact shows that the difference in
growth has constantly widened since the 1970s
in favour of the United States. In particular, the
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TABLE 2 — LONG-TERM TREND OF THE GDP OF THE MAIN
ECONOMIES AT CONSTANT PRICES

(Average percentage changes per economic cycle'
compared to the previous year)

Earlier complete cycles ~ Current
cycle
Cycle Last
before last cycle
United States ................ 2.7 35 36
Japan ... 38 3.0 1.2
Euroarea ..................0. 2.3 2.4 2.1

Source: OECD.

' Complete economic cycles are defined as periods between two consecutive
troughs, namely: 1975-1982 and 1982-1991 respectively for the United
States; 1975-1986 and 1986-1995 for Japan; 1975-1983 and 1983-1993
for the euro area. The current cycle is defined as the period since the last
cyclical trough, namely 1991, 1995 and 1993 for the United States, Japan
and the euro area respectively.

cyclical upswing which the US economy has en-
joyed since 1991 has been surprising in its du-
ration and vigour, as well as in its intensification
during the period. In the last two decades, the
strong relative growth in the United States has
been founded on an expanding labour supply
and, more recently, faster assimilation of techno-
logical progress than in other economies. Not
only has the demographic basis of the labour
market in the United States been more dynamic
than that of the other advanced countries, but
the market has also demonstrated a greater ca-
pacity to mobilise the population of working age.
Furthermore, maintenance of a particularly high
rate of expansion in the US economy and the
ensuing absorption of unemployment have been
achieved without pushing up prices. However
these developments were accompanied by the
emergence of a high and growing current
account balance of payments deficit.

1.2 ACTIVITY

United States

In 1999, GDP grew by 3.8 p.c. in the United
States. Activity was driven exclusively by final



TABLE 3 — EXPENDITURE IN THE UNITED STATES

(Percentage changes at constant prices compared
to the previous year)

1998 1999

p.m.

Contribu-

tion to the

change

in GDP
Final domestic demand ...... 5.4 5.4 55
Private consumption ..... 49 5.1 34
Public consumption ...... 1.3 23 03
Investment in housing .... 9.2 6.6 03
Investment by enterprises 127 9.1 1.2
Public investment ........ 4.0 71 02
Change in stocks® .......... 0.1 -05 -05

Net exports of goods and

services! ... -1.3 -1.3 -1.3
Exports..........ooooi 2.2 34 04
Imports ... 1.6 12.0 1.7
GDP ... 4.3 3.8 3.8

Source: OECD.
T Contribution to the change in GDP.

domestic demand, while the change in stocks
and that in net exports of goods and services
both made a negative contribution.

All components of final domestic demand con-
tributed to the expansion. Public consumption
and public investment, which saw the strongest
rise since the start of the decade, boosted
growth but made only a modest contribution on
account of the singularly small proportion of
GDP which they represent. Growth was sus-
tained mainly by private consumption, and in-
vestment by enterprises and households.

The buoyancy of household consumption, which
represents over two-thirds of GDP, is derived
both from the rise in the disposable income of
households and from a further decline in the
savings ratio. The latter has fallen almost con-
tinuously since the low point of the cycle in
1991, when it represented 8.3 p.c. of disposable
income, dropping to 2.5 p.c. in 1999. This dra-
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CHART 1 — PRIVATE CONSUMPTION AND SAVINGS RATIO
IN THE UNITED STATES

PRIVATE CONSUMPTION
(percentage changes at constant prices compared
to the previous year)

O = N W > OO T O
T
!

O = N W > O O 3 0 ©

91 92 93 94 95 96 97 98 99

- Private consumption
|:| Disposable income of households

___ Savings ratio of households
(percentage of disposable income)

SAVINGS RATIO AND

ITS DETERMINANTS a b
10 150 400
9 -

s 1 140

wr L300
6 1 130

5 L

af 4 120

sl L 200
o | 1 110

1 L

0 100 100

91 92 93 94 95 96 97 98 99

___ Savings ratio of households (percentage of
disposable income) (left-hand scale)

—— Employment (indices 1991=100)
(right-hand scale a)

___ Share prices (Dow Jones Industrial)
(indices 1991=100) (right-hand scale b)

Sources : OECD, NBB.

matic fall may be attributed mainly to two fac-
tors. One is the uninterrupted expansion of em-
ployment and the steadily weakening unemploy-
ment, giving households a feeling of security
and bolstering their confidence. The other is the
stock market boom, with prices almost tripling
between early 1995 and mid-1999, creating a
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wealth effect, especially as one-third of house-
hold financial assets consist of equities. The as-
set position of these economic agents therefore
improved, at least at market prices : their level of
debt increased sharply but their assets grew
even more quickly.

During the year, the composition of demand
— which remained strong — altered slightly. In
the second half-year the external balance made
a smaller negative contribution to growth, par-
ticularly thanks to a stronger expansion of the
export markets, while the increase in final do-
mestic demand slowed down somewhat. In par-
ticular, demand from households was curbed by
the moderation of the rise in their real incomes
and by the slowing, on average, of the rise in
share prices. Moreover, the increase in interest
rates added to their debt burden and discour-
aged their spending somewhat.

Japan

Growth seems to have been resumed in the
Japanese economy during the year under re-
view. GDP rose by 1.4 p.c. in 1999, whereas in
1998 it had contracted by 2.8 p.c.

Public investment, which, during the year under
review, took place in implementation of the
macroeconomic recovery plans announced in
1998, was by far the most dynamic component
of expenditure : it increased by 13.9 p.c. and
contributed 1.1 percentage points to the growth
of GDP. Furthermore, the granting of temporary
tax cuts also stimulated investment in housing.

The raising of the ceiling on the credit guaran-
tee system at the end of 1998 in favour of
small and medium-sized enterprises permitted a
sharp increase in the outstanding total of these
guarantees and probably explains the substan-
tial decline in the number of bankruptcies re-
corded during the year under review. In the
banking sector, a few institutions were declared
bankrupt in 1999, but they were relatively mod-
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TABLE 4 — EXPENDITURE IN JAPAN

(Percentage changes at constant prices compared
to the previous year)

1998 1999
p.m.
Contribu-
tion to the
change
in GDP
Final domestic demand ...... -3.3 15 1.4
Private consumption ..... -1.1 1.7 1.0
Public consumption ...... 0.7 0.7 0.1
Investment in housing ....  -137 3.1 0.1
Investment by enterprises  -11.3 -5.6 -09
Public investment ........ -0.3 139 1.1
Change in stocks® .......... -0.1 0.1 0.1
Net exports of goods and
services! ... 0.6 -0.1 -0.1
Exports..........oooiin -2.3 03 o
Imports ... =75 1.1 0.1
GDP ... -2.8 1.4 1.4

Source: OECD.
1 Contribution to the change in GDP.

est in size and the resulting financial shortfalls
were considerably smaller than those of the two
big banks provisionally placed under public ad-
ministration at the end of 1998. The reca-
pitalisation of the financial sector with the aid of
public funding was also on a larger scale in
1999 than in the previous year: fifteen big
banks together used 7500 billion yen out of the
total budget of 25,000 billion made available for
the recapitalisation of the banking sector, or four
times the amount recorded up to the end of
1998. Although complete reform will take a long
time and entail some uncertainty, the stabi-
lisation of the banking system in 1999 was wel-
comed by the financial markets. For instance,
risk premiums on short- and long-term loans by
Japanese banks, which had reached very high
levels for a time at the end of 1998 and the
beginning of 1999, have declined significantly
since then.

The reduction in the total number of bankrupt-
cies and the gradual calming of the anxieties



caused by the situation in the financial sector
improved household confidence and that in-
creased private consumption, following the
slump in 1998. The large contribution of this ex-
penditure category to growth was, however, neu-
tralised by the contribution from investment by
enterprises, which suffered a further dramatic
fall in 1999. The persistent weakness of this in-
vestment activity is due to the rate of utilisation
of production capacities, which has remained
exceptionally low.

Net exports, which had made a very positive
contribution to growth in 1998 owing to the de-
cline in imports associated with falling domestic
demand, ceased to make any contribution in
1999. The expansion of the export markets in-
fluenced by such factors as the recovery in the
emerging countries of Asia was almost entirely
offset by the loss of competitiveness due to the
appreciation of the yen. Imports increased
slightly in 1999 owing to the recovery in domes-
tic demand.

Euro area

Economic growth in the euro area was some-
what less sustained than in the previous year,
declining from 2.8 p.c. in 1998 to 2.1 p.c. in
1999. The fall was particularly marked in the
case of exports of goods and services, which,
especially at the beginning of the year, were still
suffering the effects of the weakness of imports
by some emerging or transition countries, while
the positive contribution to growth made by the
change in stocks in 1998 turned slightly nega-
tive. On the other hand, final domestic demand
from the private sector remained steady, espe-
cially in the case of investment by enterprises.
For their part, public consumption expenditure
and gross fixed capital formation increased at a
higher rate.

These movements were not uniform during the
year under review. The slowing of activity which
became apparent in the second quarter of the
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TABLE 5 — EXPENDITURE IN THE EURO AREA

(Percentage changes at constant prices compared
to the previous year)

1998 1999

pm.

Contribu-

tion to the

change

in GDP
Final domestic demand ...... 29 27 26
Private consumption ..... 29 24 1.3
Public consumption ...... 1.3 1.6 03
Investment in housing .... -0.2 1.9 0.1
Investment by enterprises 6.6 59 0.7
Public investment ........ 35 38 0.1
Change in stocks® .......... 05 -0.1 -0.1

Net exports of goods and

servicesT ... -05 -05 -05
Exports.............oooin 4.3 0.9 0.2
IMPOMtS v, 83 40 06
GDP ..o 2.8 2.1 2.1

Source: OECD.
T Contribution to the change in GDP.

previous year, coinciding with the deterioration in
the international environment, persisted during
the early months of 1999. It then gave way to
steadily strengthening growth, as is evidenced

CHART 2 — CONFIDENCE INDICATOR FOR ENTERPRISES IN
THE EURO AREA
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by the trend of the confidence indicator for en-
terprises in the euro area, which is closely corre-
lated with the cyclical component of quarterly
GDP and has the advantage of being available
almost immediately.

In ltaly, however, the upturn in this confidence
indicator took place slightly earlier than in the
other leading economies of the euro area. The
relatively large share of the emerging econo-
mies and transition countries in ltaly’s export
markets may have been a factor here : Italian
exports were particularly affected by the slack-
ening of demand from those economies be-
tween the first quarter of 1998 and the first
quarter of 1999, and subsequently benefited
more from their recovery. In addition, exports
suffered as in the previous year from the medio-
cre competitiveness of production costs. On an-
nual average, the external balance was a factor
which seriously slowed down the growth of
GDP in both 1999 and 1998. In contrast, do-
mestic demand — sustained partly by investment
in equipment and non-residential building — re-
mained buoyant. Overall, Italy’'s GDP increased
by only 1 p.c. in 1999, against 1.3 p.c. the previ-
ous year. This slowdown throughout 1999 came
about because the growth achieved at the be-
ginning of the year was weaker than twelve
months earlier, a handicap which similarly af-
fected most other countries in the euro area.

In Germany the GDP growth rate dropped from
an annual average of 2.2 p.c. in 1998 to 1.3 p.c.
in 1999. This slowing was due primarily to
stocks, whose contribution to growth, after hav-
ing been very positive in the previous year de-
clined almost to zero this year. The increase in
exports of goods and services was appreciably
smaller than in the previous year, but the decline
of the rate of expansion of imports was almost
as great, so that there was only a marginal rise
in the negative contribution to growth made by
the external balance. On the other hand, the ex-
pansion of final domestic demand fuelled by the
very strong growth in investment by enterprises
accelerated slightly.

Of the three large countries in the euro area,
France enjoyed the strongest growth, as in the
previous year. Its GDP grew by 2.4 p.c, or
1 point less than in 1998. As in Germany, this
deceleration was very largely due to the fall in
stocks and was slightly accentuated by a less
favourable contribution from foreign trade. Un-
like in Germany, private consumption had a sig-
nificant slowing effect. However, investment was
still vigorous, especially that in the building of
residential housing, which speeded up.

CHART 3 — ECONOMIC CYCLES IN THE EURO AREA
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Since the decline in the growth of GDP was
more marked in France than in Germany, and
even more so than in [taly, the disparity in the
growth rates of these three large countries,
which had increased slightly in 1998, was partly
reduced during the year under review.

However, differences in gross growth rates are
only an imperfect yardstick for measuring diver-
gences in economic situations. Apart from ran-
dom and seasonal fluctuations, the expansion of
an economy can in fact be divided into two ele-
ments : a trend component, which reflects the
equilibrium growth path for that economy, and
cyclical movements, defined as the deviations
between the actual growth and the trend rate.
Provided that it is measured reliably, the second
component provides, in principle, some indica-
tions of the tensions between supply and de-
mand, and hence of the future movement of
prices. In this connection, data relating to the
differences in cyclical situations between coun-
tries in the euro area are particularly interesting,
since they may reveal potentially divergent infla-
tion rates.

The spread in the cyclical situations between
Germany, France and ltaly, measured for each
country by the difference between actual GDP
and trend GDP, has become extremely small
since the mid-1990s. Moreover, since 1997,
growth in each of these three countries has
been closer to the equilibrium rate. If we con-
sider movements over a longer period for all
euro area countries, we also find a considerable
increase in the convergence of economic cycles
within the euro area since 1992, i.e. since the
start of the process of transition to EMU pro-
vided for by the Treaty of Maastricht. The cyclical
differences between the member countries have
not entirely disappeared, but they can now be
said to be small, given the diversity of levels of
development in the area in question.

However, this process of cyclical convergence,
reflected in a narrowing of the deviations from
the trend GDP, does not in any way mean that
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CHART 4 — TREND GDP PER INHABITANT IN THE
EURO AREA

(Indices for euro area = 100) !

120 120

100 100

80 - 4 80

60 - - 60

40 ) NS IS S Y S S S N I I S — 40

1993
1995
1997
1999

Ireland
—— Spain
Portugal

= Other euro area countries

Sources : EC, NBB.
! Not including Eastern Germany.

the growth rate is the same in all countries in
the area. On the contrary, differences are desir-
able, in that the regions whose development is
lagging behind must ultimately be able to catch
up with the others. And this does seem to be
happening to some extent: the countries with
the lowest per capita GDP at the start of the
1980s have now moved closer to the average
or even slightly above it.

1.3 LABOUR MARKET

In 1999 the unemployment rate declined once
again in the United States, falling to 4.2 p.c. of
the labour force against 4.5 p.c. the previous
year. It also dropped in the euro area, where it
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was down from 10.9 to 10 p.c. By contrast,
in Japan it increased again, rising from 4.1 to
4.7 p.c. In each of these three large economies
the activity rate remained practically unchanged
in relation to 1998, so that changes in unem-
ployment essentially reflected opposing move-
ments in the numbers in work.

These developments are largely due to the very
different stage of the cycle in the three econo-
mies in question. They are also attributable to
differences in the trend rate of expansion in
these economies, which was highest in the
United States, largely because of the faster as-
similation of technical progress. But unemploy-
ment rates must also be assessed in the light of
the structural divergences in the ability of these
economies to bring the population of working
age onto the labour market. The euro area suf-
fers from a serious handicap in this respect, as
is evident from a comparison of the respective
levels of activity, employment and unemploy-
ment.

TABLE 6 — LABOUR MARKET

(Percentages)

1991 1998 1999

United States

Activity T 76.2 777 778

Employment? ............. 71.0 74.2 74.6

Unemployments ........... 6.7 45 42
Japan

Activity "o 75.2 78.1 781

Employment2 ............. 736 75.0 744

Unemployments ........... 2.1 4.1 4.7
Euro area

Activity "o 65.7 65.8 66.1

Employment? ............. 60.3 585 59.3

Unemployment3........... 83 109 100

Sources: EC, OECD.
1 Ratio of labour force to population of working age (15 to 64 years).
2 Ratio of number of persons in employment to population of working age.

3 Ratio of number of unemployed persons to civilian labour force (standardised
data).
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Thus, in 1999 the unemployment rate in the
United States dropped to its lowest level since
the beginning of the 1970s, falling below the
Japanese rate for the first time. In Japan, where
unemployment had been consistently below
3 p.c. of the labour force during the 1970s and
1980s, the level reached during the year under
review is a historical record. However, it is less
than half the figure for the euro area, where the
activity rate, i.e. the ratio of the labour force to
the population of working age, has in fact re-
mained well below that in the other two major
economies. During the past year, the employ-
ment rate, defined as the percentage of the
population of working age actually in work, was
therefore considerably lower in the euro area
than in the rest of the industrialised world, re-
maining below 60 p.c, while it was almost
75 p.c. in the United States and in Japan.
This characteristic is found in all EMU countries
except Luxembourg. On the other hand, the un-
employment rate in the Scandinavian countries
(Denmark, Norway, Sweden) has fallen consider-
ably since the 1993 cyclical trough, despite
them having some of the highest activity rates
among the advanced countries.

This poor performance by the labour market in
the countries of the euro area is largely a legacy
from the past: by the start of the decade, the
employment rate there was already well below
that of the other two major economies. However,
the difference in relation to the United States
has subsequently widened further.

The labour market has in fact proved particularly
dynamic in that country, as is evident from its
greater capacity for mobilising the population of
working age. Since the 1991 cyclical trough, the
activity rate and the employment rate, which
were already very high at the start, increased
almost uninterruptedly, from 76.2 and 71 p.c.
respectively of the population of working age
during that year to 77.8 and 74.6 p.c. in 1999.
Since 1993 the unemployment rate has fallen
steadily, dropping by a total of 3.2 points. This
improvement, due to the strong economic



growth but also to a highly flexible labour mar-
ket, is all the more remarkable in that it took
place in the context of sustained population
growth : as a result of natural growth and immi-

CHART 5 — MOBILISATION OF THE POPULATION OF
WORKING AGE ON THE LABOUR MARKET

(Percentage changes compared to the previous year)
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gration, the total population of the United States
increased by an average of 0.9 p.c. per annum
over the period from 1992 to 1999, and the
population of working age grew by around 1 p.c.

In Japan, where the population of working age
remained virtually unchanged over the same pe-
riod, the activity rate increased from 75.2 p.c. in
1991 to 78.1 p.c. in 1998, stabilising at that
level last year. In contrast, the employment rate
presented an uneven pattern. From 1991 to
1997 it increased overall despite the low rate of
economic growth during that period, thanks to
Japanese labour market practices, which en-
courage flexible pay and working hours in a
context of individual job security; but the expan-
sion in total employment was not sufficient to
absorb the growth in the labour force. This led
to a rise in unemployment, from 2.1 p.c. of the
labour force in 1991 to 3.4 p.c. in 1997 The
rise in the number of unemployed accelerated
from 1998 onwards, as the depth of the reces-
sion made falling employment inevitable, even in
the special context of Japan.

In the euro area, where the labour market situa-
tion was least favourable from the outset and
the population of working age increased only
slightly, the progress made since the start of the
decade has been lacklustre. Even in relation to
the 1993 cyclical trough, the activity rate and
the employment rate grew respectively by only 1
and 1.3 points overall during the next six years,
while the unemployment rate fell by only
0.9 point.

Nevertheless, there appears to have been a cer-
tain turn-round during the sub-period in ques-
tion. During the first three years of this cyclical
upswing, the labour market position deteriorated
on average, but it showed a strong recovery in
the subsequent three years. That recovery is
doubtless partly attributable to the slightly faster
pace of expansion in output. But it is chiefly due
to an increase in the employment-intensity of
economic growth, defined as the ratio between
the rate of change in employment and the rate

11
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of increase in GDP at constant prices. Thus, the
annual average growth rate of 1.9 p.c. achieved
from 1994 to 1996 brought no increase in em-
ployment, while the 2.4 p.c. growth from 1997 to
1999 was accompanied by an average annual
increase in employment of 1.2 p.c, which means
that the employment-intensity of growth in the
euro area increased from zero to just over
50 p.c. from one period to the next. Indeed, this
intensity increased in all euro area countries,
including those where growth slackened, the
only exception being Luxembourg, where the
initial position was particularly favourable.

This apparent acceleration in job creation in re-
cent years is due partly to wage moderation
throughout the second stage of EMU. The per-
sistence of high unemployment, greater aware-
ness of the link between wage costs and em-
ployment and the prospect of exchange rate
parities being irrevocably fixed with the advent
of the euro contributed towards this develop-
ment. The latter was actually reinforced during

CHART 6 — GROWTH AND EMPLOYMENT-INTENSITY OF
GROWTH IN THE MAIN EURO AREA COUNTRIES
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the period : from 1997 to 1999, compensation
per employee in the enterprise sector increased
by an annual average of just 1.4 p.c. against an
annual average of 3 p.c. from 1994 to 1996.

The improvement in the employment-intensity of
growth also coincides with the greater priority
assigned to employment in European economic
policy since the 1997 Amsterdam European
Council introduced provisions into the Treaty of
Rome aimed at laying the foundations for a
common employment strategy. This new ap-
proach was reflected in the coordination of na-
tional employment policies according to com-
mon guidelines and multilateral monitoring
based on the presentation of multiannual action
plans by the EU Member States. In this context,
the latter adopted various measures aimed at
enhancing the efficiency of the labour market,
e.g. by reducing the compulsory levies on
earned incomes.

A further step in the coordination of European
employment-promotion policies was taken at the
Cologne European Council in June 1999 with
the conclusion of an Employment Pact, compris-
ing as its main provision the decision to organ-
ise on a formal basis a regular exchange of
views between the Council, the Commission, the
European social partners, and the ECB on the
direction to be taken by economic and employ-
ment policies in the EU. The purpose of this
discussion, known as the “macroeconomic dia-
logue’, is to enable all these agents to contribute
towards creating more jobs, while preserving
their respective independence, on the basis of
strong, non-inflationary growth, mainly thanks to
a development of incomes compatible with
these objectives.

1.4 PRICES AND COSTS

Inflation remained low in the advanced countries
during the year under review. Overall, the
progress achieved was less striking than in



1998, notably because of the generally smaller
decline in imported costs.

Import prices were influenced by the movement
of crude oil prices. In December 1998 the
downward trend of crude prices which had per-
sisted for about two years came to an end. The
price of Brent crude, which was down by then to
around 10 dollars per barrel, subsequently re-
mained more or less stable early in 1999. How-
ever, from March onwards it rose rapidly as a re-
sult of the voluntary output restrictions applied
by many oil-exporting countries and the recovery
in world demand, particularly in the emerging

CHART 7 — PRICES OF IMPORTS AND BASIC PRODUCTS IN
US DOLLARS
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Asian countries. The temporary halting of ex-
ports by Irag, coupled with the very low level of
world stocks and the fear that reserves would
be formed at the end of the year to guard
against the risks of computer problems due to
the transition to the year 2000, reinforced the
price rise at the end of the year. In December
the price of Brent averaged around 26 dollars
per barrel, or well over twice the lowest figure
reached in 1998.

Seen in historical perspective, the price re-
corded in December 1999 is not particularly
high. The decline in oil prices at the end of
1998, due mainly to the dip in world growth and
very favourable climatic conditions, had been ex-
ceptionally sharp. Account being taken of the
rise in the general level of prices, the real price
of crude had fallen at that point to the level pre-
vailing immediately before the first oil shock. The
1999 rise in prices therefore represented in part
a return to an absolute and relative price level
closer to the figures observed on average since
the reverse oil shock in 1986.

The macroeconomic impact of the 1999 rise in
the price of crude oil was therefore not compa-
rable to that of the oil shocks in 1973-1974 and
1978-1981. Moreover, the economies of the in-
dustrialised countries have become less sensi-
tive to fluctuations in crude prices over the
years. In these countries, energy consumption
per unit of output has in fact fallen steeply since
the 1970s, a trend due partly to the growing im-
portance of the service sector and to energy-
saving measures. At the same time, energy de-
pendence, defined as the share of imports in
energy consumption, and the share of oil and
gas in energy imports, have declined. In 1999
the deterioration in the terms of trade caused by
the rise in the price of crude was therefore lim-
ited in the case of the industrialised countries.
Thus, for the euro area, if the oil price remains
at its December 1999 level, namely 26 dollars
per barrel, then — all other things being equal —
the real loss of income in annual terms repre-
sented by this doubling of the price in relation to

13
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TABLE 7 — CONSUMER PRICES

(Percentage changes at constant prices compared to the previous year)

1998

19991

p.m.

Unit labour costs
in enterprises 2

Prices of
imported goods

Unit labour costs
in enterprises 2

Prices of
imported goods

United States ............... 1.6 2.6
Japan ... 06 22
Euro area3 .................. 1.1 -0.44

-59 22 23 -0.3
-54 -0.3 -28 -12.6
-23 1.1 1.44 -04

Sources: OECD, EC, NBB.

T In the case of consumer prices in Japan: percentage changes in the average over the first eleven months of 1999 compared to the average for the first eleven

months of 1998.
2 Industrial and service enterprises in the private and public sectors.
3 Harmonised consumer prices.
4 Excluding Luxembourg.

1998 would be only about one quarter and one
seventh of the losses suffered respectively at
the time of the oil shocks in 1973-1974 and
1978-1981. On annual average, the rise in the
price of a barrel of oil in 1999 represented only
about two-fifths of this hypothetical figure, so
that the loss of income for the year under re-
view was far smaller still.

In all, the energy price index expressed in dollars
rose by 30 p.c. compared to 1998. The continu-
ing fall in the price of other commodities and
basic products, averaging some 8 p.c., only par-
tially offset that increase. The overall price index
for basic products expressed in dollars therefore
rose by 12 p.c. in 1999, whereas it had fallen by
22 p.c. the previous year.

Despite this rise in the prices of basic products,
import prices expressed in dollars continued to
fall in the main economies in 1999, although
the fall was less pronounced than in the previ-
ous year. Their fluctuations in fact depend
largely on the movement of prices of manufac-
tured products, which are becoming a steadily
more important part of world trade in goods. The
large drops in import prices expressed in dollars,
recorded in recent years for manufactured
goods, may be attributed to the low level of in-
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flation in the leading economies. As a conse-
quence of the particularly fierce competition in
international trade, these prices are not gener-
ally keeping pace with the rise in national con-
sumer prices. Furthermore, the relatively slow
expansion of world trade may have continued to
influence the decline in external trade prices in
1999,

In the United States, the rise in consumer prices
remained moderate, although the pace quick-
ened slightly from 1.6 p.c. in 1998 to 2.2 p.c. in
the year under review. This was due to the
marked slowing of the fall in import prices. The
increase in unit labour costs slowed from
2.6 p.c.in 1998 to 2.3 p.c. in 1999 owing to a
less rapid rise in compensation per employee,
namely 4.4 p.c. in 1999 against 4.9 p.c. in 1998,
while the improvement in labour productivity re-
mained practically unchanged.

The strong appreciation of the yen, on average,
over the year under review more than offset the
rise in the price of crude oil imported by Japan,
so that import prices in that country fell by
12.6 p.c. Owing to the persistently unfavourable
situation on the labour market, compensation
per employee declined by 0.4 p.c. in 1999. After
a substantial 2.3 p.c. fall in 1998, labour produc-



tivity rose by 2.6 p.c. in 1999 owing to the eco-
nomic recovery, but also to the decline in em-
ployment. Consequently, unit labour costs fell
sharply, namely by 2.8 p.c. However, the large
fall in total production costs was reflected to
only a very marginal extent in the index of con-
sumer prices, which remained virtually un-
changed, Japanese enterprises having taken ad-
vantage of the recovery to improve their gross
operating surplus, which had been seriously
eroded during the 1998 recession.

In the euro area, import prices declined some-
what in 1999, but the fall was far less signifi-
cant than that of a year earlier, mainly because
of the movement of exchange rates. Compensa-
tion per employee, which had risen by just
0.9 p.c. in 1998, increased a little faster in
1999, by 1.9 p.c. Furthermore, labour productiv-
ity, which had increased by a further 1.3 p.c. in
1998, rose by only 0.5 p.c. in 1999. This dip is
partly attributable to economic growth, which
was slower on average in 1999, but it also re-
flects structural changes in the European
economies causing growth to become more
labour-intensive. Unit labour costs, which had
fallen slightly in 1998, therefore increased by
1.4 p.c. in 1999. The marked fall in production
costs in 1998 was only gradually reflected in
the prices of consumer goods in general, and
helped to stabilise the rise in those prices in
1999. Overall, the harmonised index of con-
sumer prices for the euro area rose by 1.1 p.c,

as it had done in 1998.

1.5 BALANCE OF CURRENT
TRANSACTIONS, EXCHANGE
RATES AND INTERNATIONAL
RELATIONS

Balance of current transactions
The relative sluggishness of world trade in 1998

persisted during the year under review : in the
past two years, the volume of transactions in
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goods in fact increased by just 5.1 p.c. and
4.9 p.c. respectively, against an average of
6.2 p.c. during the 1990s. The recovery of trade
in the emerging countries of Asia and in Japan
was counterbalanced by the slower average
expansion of trade in the euro area, and by its
stagnation in the Latin American countries and
its contraction in central and eastern Europe.

The current account imbalances appear to have
generally worsened in recent years. In 1999, the
current account deficit of the United States con-
tinued to expand significantly, rising from 221 bil-
lion dollars in 1998 to 338 bhillion, or from 2.5 to
3.7 p.c. of GDP. It thus beat the previous record
dating from 1987 when it stood at 3.4 p.c. of
GDP. It represents about one quarter of the aver-
age imports and exports of goods and services of
the United States. Japan's current surplus re-
mained more or less unchanged in terms of abso-
lute value, standing at 120 billion dollars, but as a
percentage of GDP it fell from 3.2 to 2.7 p.c. The

CHART 8 — CURRENT ACCOUNTS OF THE MAIN REGIONS OF
THE WORLD
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euro area's surplus dropped from 83 billion dol-
lars in 1998 to 49 billion in 1999, down from 1.3
to 0.8 p.c. of GDP. On the other hand, the current
account deficit of the other countries was con-
verted into a small surplus. Thus, the external
deficits of the Latin American countries and those
of central and eastern Europe (OECD members
and non-members) contracted. However, the im-
provement in the external account for this group
of countries was partly offset by the decline in the
current account surplus of China and the emerg-
ing countries of Asia, including South Korea. If
the oil-exporting developing countries in the vari-
ous regions are considered separately, it further-
more becomes apparent that the current account
external deficit of this group of countries declined
markedly. Finally, the problem of the unreliability
of world data on the current account balance of
payments became still worse in the year under
review. While the balances of the various coun-
tries should cancel one another out overall, the
world statistics reveal an overall deficit for all the
economies, which increased in 1999; no satisfac-
tory explanation is available for this.

Up to the beginning of the 1990s, the persist-
ent and growing external deficit of the United
States, reflecting the net overall financing re-
quirement of the US domestic sectors, was ac-
companied by a large public deficit, but in recent
years it has been caused by the steadily grow-
ing net financing requirement of the private sec-
tor. In this sector, investment is at about the
same level as in the euro area and Japan, but
the savings ratio is particularly low in relative
terms. Conversely, households and enterprises
combined have a large financing capacity in the
euro area, and more so in Japan, where their
savings represent a particularly large proportion
of GDP. This surplus amply offsets the public
deficit, though in the past few years the trend
and level of that deficit have become far less
favourable in Japan than in the euro area. In
these two regions there is therefore a corre-
sponding current account surplus, though Ja-
pan’s is still much larger than that of the euro
area.
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CHART 9 — KEY MACROECONOMIC AGGREGATES IN THE
MAIN ECONOMIES IN 1998

(Percentages of GDP)
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The increase in the United States’ current
account deficit in 1999 is due mainly to
transactions in goods.
exports of goods continued to expand at a
modest rate on account of the relatively sub-
dued growth of the export markets and a
small loss of market shares. Imports remained

In volume terms,

as buoyant as ever, owing to the persistent
expansion of final demand and a further rise
in its import content. This relatively large
increase in the share of imports in final
demand, which has coincided with a loss of
export market shares, may indicate that the
United States is suffering a decline in its
competitiveness. On the other hand, the terms
of trade deteriorated during the past year,
whereas they had improved in 1998,

Like transactions in goods, factor incomes have
produced a growing deficit, which amounted to
some 0.2 p.c. of GDP in 1999. This trend is
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CHART 10 — TRANSACTIONS IN GOODS AND TERMS OF TRADE OF THE MAIN ECONOMIES

(Percentage changes at constant prices compared to the previous year) !
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connected with the sharp decline in the net ex-
ternal position of the United States. While that
country still enjoyed a surplus of over 2 p.c. of
GDP in the mid-1980s, it went into deficit in
1989 and the position deteriorated rapidly in the
years thereafter, reaching about 18 p.c. of GDP

- Market shares

Ratio between imports
and final demand?

Ratio between imports
—— and final demand?, average
for the main economies

in 1998. However, net factor incomes remained
in surplus until 1997, since the implicit return on
the external assets of the United States was
higher than the average cost of the country’s li-
abilities. The balance was then reversed by the
combined effects of the continuing deterioration
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in the net external position and the shrinking dif-
ferential between the return on assets and that
on liabilities.

In Japan, the rise in the overall deficit on service
transactions and transfers offset a slight
strengthening of the balance of transactions in
goods. However, this improvement was due
solely to the improvement in the terms of trade,
while the recovery in the volume of imports,
which outpaced the rise in exports, had a nega-
tive impact. The competitiveness of Japanese
products was in fact adversely affected by
the appreciation of the yen, both on domestic
markets and abroad. The share of imports in
final demand in Japan increased faster than the
average for the main economies, and that coun-
try suffered a considerable loss of export market
shares.

The decline in the current account surplus in the
euro area was due to a smaller surplus on the
balance of trade, caused mainly by the decline
in the rate of coverage of imports by exports
in volume terms, and to a lesser extent by a
deterioration in the terms of trade. The growth
of exports slackened significantly, mainly owing
to the substantial slowing of market growth. At
the beginning of 1999, exports were in fact still
depressed by the widening of the international
financial crisis which erupted following the tur-
moil in the Asian countries in 1997 During the
year under review, however, they recovered
thanks to the revival in world economic activity.
Overall, the decline in the cover ratio remained
small, since imports also grew less strongly than
in the previous year. Both the rise in final de-
mand and the increase in its import content
were in fact smaller in 1999.

Exchange rates

From the end of 1998 to the end of 1999, the
bilateral exchange rates for the dollar and the
yen in relation to the euro appreciated strongly,
by just over 16 and 29 p.c. However, for an
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analysis of the trend of the current transactions
of the main economies with the rest of the
world, the weighted average exchange rate pro-
vides more relevant information on the condi-
tions under which trade has taken place, par-
ticularly if a comparison is made of its average
movement from one year to the next.

The persistence of a particularly buoyant eco-
nomic situation in the United States bolstered
the weighted average exchange rate for the dol-
lar in the first half of 1999, after the substantial
correction which occurred during the last few
months of 1998. However, owing to changes in
relative growth prospects compared to Japan
and the euro area and the expectation of a
growing external account deficit, the dollar sub-
sequently fell sharply until October. The persist-
ent strength of the US economy nevertheless
continued to confound the forecasters, so that
this trend of the dollar was again reversed at the
end of the period. Overall, the effective ex-
change rate for the dollar was some 3 p.c. lower
in the year under review than the average rate
observed in 1998.

CHART 11 — WEIGHTED AVERAGE EXCHANGE RATE
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In contrast, the yen weakened at first before ap-
preciating sharply in the second half of the year
under review. This strong recovery took place in
the context of a turn-round of growth forecasts
and a more positive climate on the Japanese
financial markets. Thus, the weighted average
exchange rate for the yen rose by an annual
average of 15 p.c.

The differences in economic growth and short-
term interest rates between the United States
and the euro area were the main factors behind
the marked depreciation in the weighted aver-
age rate for the euro in the first half-year. How-
ever, the increasingly convergent signs of accel-
erating growth in the euro area and the financial
markets’ expectation that short-term rates would
rise at the beginning of November slowed down
the depreciation of the euro for the greater part
of the second half-year. But subsequently, the
relative strength of the American economy
seems again to have become the dominant fac-
tor. Overall, the weighted average exchange rate
for the euro depreciated by 5.5 p.c. in 1999
compared to 1998,

International relations

During the year under review, the IMF paid spe-
cial attention to strengthening the international
monetary and financial system. For this purpose,
it encouraged its members to improve the qual-
ity and transparency of the information supplied,
notably by including statistics on external re-
serves in the Special Data Dissemination Stand-
ard. The IMF also launched a pilot project on the
disclosure of the reports which it compiles on
the supervision of the economic policy of its
member countries under Article IV of its Articles
of Agreement. Several member countries includ-
ing Belgium supported this project and are tak-
ing part in it.

To improve the stability of the international fi-
nancial system, the IMF collaborated with other
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international institutions on the development,
circulation and implementation of international
standard rules aimed at improving the working
of economic policy. Rules on the transparency of
monetary and fiscal policy were thus developed.
The IMF attached special importance to the
soundness and stability of the national financial
sectors.

During the year under review, the IMF also ex-
amined the role of the private sector in the pre-
vention of financial crises. In this connection, the
emphasis was on greater market discipline and
more effective assessment of the risks by the
private sector. The IMF also tried to involve this
sector in crisis management, e.g. by devising
schemes for coordinated debt rescheduling
mechanisms.

To prevent financial crises more effectively, the
IMF Executive Board decided in April 1999 to
introduce a contingent credit line. This was in
addition to the supplementary reserve facility
created in December 1997 for countries already
in crisis. It is intended for IMF member countries
which pursue a sound economic policy and are
not yet in a financial crisis when the funds are
committed but which might experience balance
of payments difficulties, by contagion, as a result
of circumstances beyond their control, especially
unfavourable developments on the international
capital markets resulting from events in other
countries.

In September 1999 the IMF Board of Gover-
nors adopted a resolution whereby the Interim
Committee would be converted into an Interna-
tional Monetary and Financial Committee and its
operating procedures would be adapted.

In the IMF, programmes for the poorest develop-
ing countries, social policy and, in particular, pov-
erty reduction, have gained in importance. The
Enhanced Structural Adjustment Facility was
converted into a Poverty Reduction and Growth
Facility. In addition, as part of the debt reduction
initiative for highly indebted poor countries,
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agreement was reached at the annual meetings
between the IMF and the World Bank in Sep-
tember 1999 on relaxation of the conditions for
access and more rapid and extensive reduction
of the foreign debts of these countries.

Moreover, the advent of EMU changed the rela-
tions between the IMF and the euro area coun-
tries. Technical adjustments were made to the
method of calculating the SDR at the beginning
of the year under review, the euro being substi-
tuted for the German mark and the French franc
in the basket of currencies used for these cal-
culations. Furthermore, the ECB was given the
status of observer on the IMF Executive Board.
Finally, the supervision at national level exer-
cised pursuant to Article IV of the IMF Articles
of Agreement was supplemented by broader
supervision over the euro area as a whole.

Less use was made of the IMF's financial sup-
port in 1999, after two years when it was much
in demand as a result of the financial crisis in a
number of emerging countries. Gross drawings
on the Fund's resources totalled SDR 10 billion
in the year under review, against 16.1 and
20.6 billion in 1997 and 1998 respectively. The
outstanding amount of credit, including drawings
on loans under the poverty reduction and growth
facility, also declined, falling from the record
level of SDR 66.8 billion at 31 December 1998
to SDR 576 billion at the end of last year.

The IMF replenished its resources via the gen-
eral 45 p.c. increase in quotas which came into
force in 1999. This increase had been decided
on in 1997 to enable the IMF to perform its role
in the achievement of balanced growth and in-
ternal and external stability in its member coun-
tries. The increase in Belgium's quota from SDR
3,102.3 million to SDR 4,605.2 million took
effect in May. In addition, the procedure for
approving the fourth amendment to the Articles
of Agreement, intended to facilitate a special
one-time allocation of SDRs, continued to make
progress. In Belgium, this fourth amendment
was ratified by a law dated 26 April 1999, but it
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will not take effect until it has been approved by
member countries representing at least 85 p.c.
of the voting rights.

In Europe, further progress was achieved in po-
litical and economic integration. Leaving aside
the efforts to improve the coordination of EU
economic policies, and in particular the introduc-
tion of a macroeconomic dialogue mentioned
elsewhere, it was in the fields of EU enlarge-
ment and cooperation between the central banks
that the most significant advances were made.

At the Helsinki summit in December 1999, the
European Council gave a new impetus to the
preparations for enlarging the EU. In particular,
it reaffirmed the principle of a single set of ar-
rangements for the process of accession to the
EU, for which there are now thirteen candidate
countries : the six countries with which nego-
tiations had already begun (Cyprus, Estonia,
Hungary, Poland, the Czech Republic and
Slovenia), the six with which negotiations are to
start during 2000 (Bulgaria, Latvia, Lithuania,
Malta, Romania and Slovakia), and Turkey,
which is now recognised as a candidate coun-
try, aiming to join the Union on the basis of
criteria identical with those applicable to the
others.

The Council also gave a firm political undertak-
ing that it would do everything possible to com-
plete the work on the Intergovernmental Confer-
ence on |Institutional Reform by December
2000, so that the EU would be able to welcome
new Member States from the end of 2002.

During November, a high-level seminar on en-
largement was held in Helsinki, on the initiative
of the Eurosystem, which comprises the ECB
and the eleven national central banks of the
euro area countries, with the central banks of
the twelve countries concerned in the accession
negotiations. The purpose of this meeting was
to identify the main questions for which these
institutions are responsible and develop co-
operation between the Eurosystem and the



central banks of the candidate countries. That
co-operation will be extended in the various
fields which are of interest to the monetary au-
thorities, particularly the statutes of the central
banks, statistics, payments systems and financial
legislation.

On 26 September 1999 fifteen European
central banks, including the National Bank of
Belgium, announced that they would not enter
the gold market as sellers for the next five years,
with the exception of already decided transac-
tions. The total volume of the latter will not ex-
ceed 2,000 tons during that period, and annual
sales will not exceed approximately 400 tons.
Over the next five years, the signatories to the
agreement will not expand their gold leasing and
their use of gold futures and options.

1.6 ECONOMIC POLICY

General direction of macroeconomic
policies

The divergences in the focus of macroeconomic
policies pursued in the main economies largely
reflect cyclical differences. In some cases they
also address other concerns, such as the need
for structural reforms and, in the case of the EU
countries, the adjustment of economic policies
and structures to cope with the challenges and
constraints presented by accession to or partici-
pation in a common currency area.

Largely because it is further ahead in the cycle,
the United-States has, generally, the most
restrictive stance on economic policy of the
world’s three leading economies. This is evi-
denced by a short-term interest rate differential
in relation to the other currencies which was
positive for the fourth consecutive year, the
greater improvement in the public finances
achieved since the last cyclical trough and the
generation of budget surpluses in a context of
durable and sustained economic growth. Ameri-

INTERNATIONAL ENVIRONMENT

can fiscal policy has also produced an appropri-
ate but still insufficient response to the very low
level of private savings.

At the other extreme, Japan — which is emerg-
ing from recession — has the most expansionary
monetary and fiscal policies of all the OECD
countries. The Japanese central bank is pursu-
ing a policy of zero interest rates and the struc-
tural primary balance of general government
shows a large deficit. Overall, the macroeco-
nomic policy of the Japanese authorities aims to
support the considerable efforts to reform the
financial institutions and economic regulation in
general, without which the restoration of sus-
tained growth would be compromised.

Taken as a whole, the euro area falls between
these two extremes as regards the phase of the
cycle and the general direction of macroeco-
nomic policies. In this area, the levels of both
the net financing requirement of general gov-
ernment and the gross public debt, as well as of
short-term interest rates, are in an intermediate
position between those of Japan and the
United States. The budget balance nevertheless
continued its structural decline last year in con-
formity with the medium-term strategy of the
Stability and Growth Pact, which aims in par-
ticular to create the optimum conditions for
price stability.

However, the effects of membership of a single
currency area are not confined to monetary and
fiscal policy. In general, they mean that countries
in the euro area have to make a special effort to
conform to the more global strategies imple-
mented for some years by the EU as a whole in
order to adapt the labour market and improve
the operation of the markets in goods and serv-
ices without prejudice to the continuing harmo-
nisation of legislation for the purpose of widen-
ing the scope of the single market. Fiscal policy
has also been used as an additional instrument
in this connection, notably via reductions in fis-
cal or in para-fiscal levies on earned incomes in
a number of countries.
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Fiscal policy

In the United States, the budget surplus in-
creased from 0.4 p.c. of GDP in 1998 to 1 p.c.
in 1999. It was accompanied by a further con-
traction — the sixth in a row — in the public debt
ratio, which fell from 62.4 p.c. of GDP in 1998
to 69.3 p.c. in 1999.

CHART 12 — NET FINANCING REQUIREMENT (-) OR
CAPACITY OF GENERAL AND GROSS
PUBLIC DEBT OF THE MAIN ECONOMIES
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These results were achieved mainly thanks to
the energetic fiscal consolidation programme
implemented since the beginning of the
decade : in 1992, the transactions of general
government produced a record deficit of 5.9 p.c.
of GDP. Since that peak the net balance has im-
proved by a total of 6.9 percentage points of
GDP, of which 4.8 points can be attributed to a
reduction in expenditure and 2.1 points to an
increase in revenue. The recovery which this
produced was due primarily to discretionary
measures : according to the OECD their contri-
bution totalled around 70 p.c.

The restrictive line imposed on US fiscal policy
has three aims: to overcome the shortage of
national savings and eliminate the current defi-
cit, to promote the stability of the macroeco-
nomic environment and therefore to facilitate
the conduct of monetary policy, and to anticipate
the financial consequences of the ageing of the
population.

In Japan, the policy stance on the public fi-
nances remains expansionary, as it was last year.
It is based on the implementation of a “fifteen-
month” budget which offered incentives de-
signed to provide permanent support for the
economy throughout the period from January
1999 to March 2000. In November of the year
under review, the government also presented a
major new recovery programme, partly to be
paid for by the 2000 budget.

Since 1992, many fiscal stimulation programmes
have already been launched in Japan. They have
curbed the decline in economic activity in that
country, and have doubtless helped finally to put
it back on the road to growth. But they have also
caused a serious worsening of the situation in
the public finances. The net financing require-
ment, which was already up to 6 p.c. of GDP in
1998, deteriorated further to reach 7.6 p.c. dur-
ing the year under review. This movement was
accompanied by an increase in the gross public
debt from 973 to 105.4 p.c. of GDP. The net
debt, which increased during this period from



29.8 to 372 p.c. of GDP, remained relatively
small, but the method of calculating it, based on
the book value of the financial assets of general
government, could lead to substantial underesti-
mation of the actual debt position. In fact, part of
the consolidated assets consists of rather illiquid
claims of mediocre quality on public financial in-
stitutions. Owing to the crisis which Japan has
experienced, the percentage of bad debts in the
portfolio of some of those institutions has greatly
increased and has reached a high level.

Japan’s gross public debt ratio, which was still
below that of the United States and the euro
area in 1993, far outstripped that of these two
major economies in the space of a few years, to
reach one of the highest levels in the OECD.
The gross public debt would furthermore in-
crease by around two thirds of GDP if the po-
tential commitments relating to the debt guaran-
tee of various public institutions were included,
and by a higher amount still if account were
taken of certain potential liabilities, such as
credit guarantees.

In the euro area, fiscal policy was again tight-
ened on account of the commitments under the
Stability and Growth Pact adopted at the
Amsterdam Council in June 1997, which clari-
fies the procedures laid down by the Treaty of
Maastricht in respect of excessive public deficits
and supervision of fiscal policy. This pact pro-
vides that, in normal circumstances, the budget
deficits of EU Member States must not exceed
3 p.c. of GDP, and defines as the medium-term
objective a budget position which is more or less
in balance or in surplus. To attain this objective
by 2001-2002, the governments of the coun-
tries of the euro area presented multiannual
programmes, called stability programmes, at the
end of 1998 and the beginning of 1999.

Comparison between the budget balances
achieved and those announced as objectives in
the stability programmes provides a measure of
the progress or delay in the implementation of
the national programmes, though it is compli-
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cated by the change in the national accounts
system introduced in the interim, the impact of
which cannot be assessed at this stage. With this
proviso, such an exercise shows that, in the past
year, the great majority of countries achieved a
net financing requirement of less than the target
set in their programme. For the euro area as a
whole, the deficit was reduced to 2 p.c. of GDP
in 1998 and 1.6 p.c. in 1999, while the stability
programmes aimed to bring it down, overall,
to 2.3 p.c. and 1.8 p.c. The greater progress
achieved in the year under review was therefore
attributable primarily to the fact that the starting
point in 1998 was lower than expected.

Unlike in the two preceding years, the reduction
in the public deficit in 1999 was based almost
exclusively on a decline in the burden of interest
charges in GDP. However, it was sufficient to
give rise to a further decline in the level of gross
public debt, from 75.6 p.c. to 74.8 p.c. The level
of debt in the euro area thus declined for the
third consecutive year since the 1996 peak of
76.9 p.c.

Monetary policy

In the United States, where monetary conditions
were eased from September to November
1998, mainly because of the impact which the
weak international environment was having on
the domestic economy, the Federal Reserve re-
turned to a more restrictive policy stance during
the year under review.

In the first half of 1999, domestic demand was
more buoyant than expected, and the labour
market situation became tight, while the interna-
tional economy strengthened. These develop-
ments fuelled expectations of price rises, re-
flected in higher long-term interest rates. They
prompted the Federal Reserve to raise the fed-
eral fund rate in June, and then in August and
November, increasing it in three stages from
4.75 to 5.5 p.c. The rate on three-month euro
deposits in dollars, which remained below 5 p.c.
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from January to May, then increased to average
6 p.c. during the final quarter.

The rise in long-term interest rates in Japan,
which had taken place since November of the
previous year, plus various other factors such as
the strength of the yen, the lack of confidence
among households and enterprises and the
downward pressure on prices, led the monetary
authorities to decide on a further relaxation of
their policy in February 1999. The Bank of
Japan boosted liquidity, and its main key rate,
the uncollateralised overnight call rate, was
reduced to the lowest possible level: from a
quarter of one per cent in January, it dropped
to practically zero in April and has remained
unchanged ever since.

That decision, the effects of which supplemented
those of other general government measures
such as raising the ceiling on the credit guaran-
tee system for small and medium-sized enter-
prises and the recapitalisation of the banking
sector, helped to halt the rise in long-term rates,
to eliminate the premium on Japanese bank
lending rates and to push up share prices.

Short-term market rates edged downwards :
thus, the rate on three-month euro deposits
denominated in yen dropped from an average of
just over 0.3 p.c. in 1998 to just under 0.1 p.c.
in 19909,

As explained in more detail in the chapter on
monetary policy in the euro area, the ECB
Governing Council twice adjusted the Euro-
system’s main refinancing rate. In April it re-
duced it from 3 p.c. to 2.5 p.c. and in November
it restored it to its original level.

On the money market, the rate on three-month
deposits denominated in euros first declined
from 3.1 p.c. in January 1999 to 2.5 p.c. in May,
before moving back up to reach 3.4 p.c. in
December.

Long—term interest rates

The downward trend of long-term interest rates
observed since 1995 was interrupted in each of
the three main economies, at intervals of just a
few months, between November 1998 and
February 1999. This rate rise was accompanied

CHART 13 — SHORT-TERM AND LONG-TERM INTEREST RATES IN THE MAIN ECONOMIES
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in some cases by a later and smaller rise in
short-term interest rates and in other cases by a
relative stability in these rates, so that the yield
curve rose more steeply in all these economies.

However, there was no evidence that these
various movements had a common cause.

The recovery in long-term rates in the United
States which began in November 1998 was due
to several factors. For one thing, the “flight to
quality” observed at the time of the international
economic and financial crisis in the autumn of
1998, which was reflected in a particular enthu-
siasm for investing in US bonds, had come to an
end. Furthermore, the improvement in the eco-
nomic outlook and hence the expectation of up-
ward pressures on prices also contributed to
this recovery. Long-term dollar interest rates
rose sharply up to the end of the first half-year,
and then more moderately, to reach 6.3 p.c. in
December.
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In Japan, heightened awareness of the serious-
ness of the outlook for the public finances
exerted upward pressure on benchmark govern-
ment bond rates from November 1998 onwards.
This rise continued after the announcement of
plans for a substantial reduction in the financing
of the public debt by financial institutions de-
pendent on general government. As the central
bank had further eased monetary policy, this
movement stopped in March. Since then the
long-term benchmark interest rate in yen has
hovered between 1.5 and 2 p.c.

In the euro area, long-term rates dropped to
their lowest level, namely 3.8 p.c, in January
1999, before increasing in the first half-year,
doubtless in the wake of the US rates. Their rise
then accelerated slightly in the second half-year,
in response to more and more signs that growth
was picking up in this area. In all, rates rose by
1.5 percentage points compared to the low
point in January.
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2. THE SINGLE CURRENCY AND MONETARY POLICY

2.1 LAUNCH OF THE EURO

Since 1 January 1999 the euro has been the
currency of the eleven countries taking part in
European monetary union. Responsibility for the
single monetary policy now rests with the
Eurosystem, comprising the ECB and the eleven
central banks of the countries in the euro area.
This system is also responsible for carrying out
foreign exchange transactions, managing the
Member States’ official reserves and promoting
the smooth operation of the payment systems.

The national monetary units will continue to ex-
ist until 2002 as non-decimal expressions of the
euro. On 1 January 2002, euro notes and coins
will be placed in circulation. In November 1999
the Council of European Ministers for Economic
Affairs and Finance defined the broad outlines
of this operation, notably a small-scale advance
distribution of the new notes and coins and a
maximum period of two months in which the old
and new currencies would circulate side by side,
on the understanding that exchange will still be
possible after the end of February 2002.

Meanwhile, using the euro is neither compulsory
nor prohibited for non-financial enterprises and
individuals. On the other hand, it has become
the only currency used on the money and for-
eign exchange markets since 1 January 1999,
at least for transactions of some size.

The introduction of the euro is an obvious factor
in the integration of the financial markets of the
euro area. This development is most apparent
on the money market: the market in interbank
deposits is fully integrated. The Eurosystem has
played an important role in this respect. The sin-
gle monetary policy guarantees common refi-
nancing terms for the credit institutions of all
euro area countries. Moreover, the TARGET pay-

ment system is helping to align short-term inter-
est rates, since it makes it easy for financial in-
stitutions to engage in cross-border arbitrage. A
tendency towards greater integration is also ob-
servable on other financial markets, especially
the bond market, where portfolios which used to
contain predominantly national securities are
rapidly being diversified. The European financial
markets are consequently becoming more liquid.
This development is encouraging international
use of the euro, as is apparently confirmed by
data on bond issues on the international finan-
cial markets. Thus, in the first nine months of
1999, net issues of euro-denominated bonds
represented 44 p.c. of total international bond
issues, against 47 p.c. for the US dollar, while
the share represented by the old national cur-
rencies of the euro area taken together had
fluctuated between 20 and 30 p.c. in the pre-
ceding years. If only net issues of bonds de-
nominated in a currency other than that of the
issuer are considered, the euro’s share ex-
ceeded that of the dollar.

2.2 STRATEGIC ASPECTS OF THE
EUROSYSTEM’S MONETARY
POLICY

The main objective of the Eurosystem’s mon-
etary policy, specified in the Treaty of Maastricht,
is price stability. The Eurosystem can exert only
an indirect influence over the general price level
via its hold over very-short-term interest rates.
As a guide, and to enable the public to judge its
policy, the Governing Council of the ECB has
quantified the main objective and defined the
two “pillars” of the strategy to be followed to at-
tain the objective : an essential role for money,
emphasised by the announcement of a refer-
ence value for the growth in the broad monetary
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aggregate M3, and broadly based assessment
on a wide range of indicators of the outlook for
the movement of prices and the dangers for
price stability throughout the euro area. This was
the strategy applied when monetary policy deci-
sions were taken in 1999, namely a cut in inter-
est rates in April and an increase in November.

After placing the 1999 monetary policy deci-
sions in their strategic context, this section will
conclude with a description of the developments
in long-term interest rates and exchange rates,
which are among the indicators considered in
the second “pillar” of the strategy but also play a
key role in the process of transmitting monetary
policy stimuli, though they still depend on many
other factors.

In general, the monetary conditions prevailing in
1999 augur well for the maintenance of price
stability, while at the same time favouring the
expansion of economic activity in the euro area.

The final aim of monetary policy

In October 1998 the Governing Council of the
ECB defined price stability as a rise in the har-
monised index of consumer prices (HICP) of
less than 2 p.c. per annum throughout the euro
area. Price stability must be maintained in the
medium term.

A small rise in the consumer price index is seen
as a sign of generally stable prices, since the
index has an inherent “measurement bias’,
caused mainly by changes in spending habits
and improvements in the quality of goods and
services. It also encourages changes in relative
prices if there are nominal downward rigidities
and reduces the risk of a deflationary spiral
while avoiding the distortions which true inflation

would generate.
In 1999 the rise in the HICP in the euro area

remained below 2 p.c, as it had done in the two
preceding years. Since it generally takes quite a
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CHART 14 — HARMONISED INDEX OF CONSUMER PRICES
IN THE EURO AREA

(Percentage changes compared to the corresponding month of the
previous year)
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while before monetary policy influences prices,
the credit for this state of affairs should be ac-
corded not only to the Eurosystem but primarily
to the policies pursued earlier by the national
central banks, which bequeathed to the new in-
stitution a situation conducive to stability.

Measured by the annual rise in the HICP, infla-
tion was at its lowest, at 0.8 p.c,, from November
1998 to February 1999. It then climbed back to
reach 1.7 p.c. in December 1999. This accelera-
tion was due to the sudden increase in the en-
ergy prices. The prices of unprocessed food
products, another volatile component of index,
declined from June onwards owing to favour-
able supply conditions. The rise in the prices of
other goods and services continued to slow
down until September, mainly because of keener
competition in certain sectors such as telecom-



munications and the delayed effects of the pre-
vious year's fall in oil prices, but also thanks to
the credibility of monetary policy.

The Eurosystem obviously cannot be held re-
sponsible for external shocks such as the rise in
oil prices. However, the Governing Council of the
ECB must take them into account in formulating
monetary policy if they present a threat to the fu-
ture stability of prices : this analysis is part of the
second “pillar” of the monetary policy strategy.

In the euro area, inflation rates showed a re-
markably convergent downward trend until
1997. Since then there has been a slight widen-
ing of the differences between countries : in the
Netherlands, Spain, Portugal and Ireland, the in-
flation rate was 2 p.c. or higher during 1999,
while it did not exceed 1 p.c. in Austria, Ger-
many, France and Luxembourg.

The inflation differentials observed are still mod-
est and similar in magnitude to those found, for
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example, between major cities in the United
States. Apart from technical factors such as dif-
ferences in the weighting of the components of
the index, they appear to be due mainly to two
economic causes. First, the convergence of
price levels implies that, during a period of tran-
sition, countries where prices are relatively low
face greater inflation than those where prices
are high. This convergence may result from the
increased integration of markets, where prices
are becoming more transparent, and from the
alignment of productivity levels in sectors ex-
posed to international competition, leading to an
increase in the purchasing power of employees
and in prices in the sheltered sector in countries
where the “catching up” takes place. The
steeper rise in prices in Spain, Portugal and Ire-
land could be partly due to this process. Second,
differences in the cyclical situation may cause
inflation differentials. Thus, stronger growth is
associated with higher inflation in Ireland and
the Netherlands. Specific factors may also play
a role. For instance, the steeper rise in prices in

TABLE 8 — HARMONISED INDEX OF CONSUMER PRICES IN THE COUNTRIES OF THE EURO AREA

(Percentage change)

AUSEII
Germany ..ot
France ...
Luxembourg ...
Belgium ..o
Finland ..o

Maximum deviation ...........cco i

Weighted standard deviation ........................o0

1996 1997 1998 1999
1.8 1.2 0.8 05
12 1.5 0.6 0.6
2.1 1.3 0.7 0.6
12 1.4 1.0 1.0
1.8 1.5 0.9 1.1
1.1 1.2 1.4 1.3
4.0 1.9 2.0 1.7
1.4 1.9 1.8 2.0
3.6 1.9 1.8 2.2
2.9 1.9 22 2.2
22 1.2 2.1 25
22 1.6 1.1 1.1
29 0.7 1.6 1.9
1.1 0.2 0.6 0.6

Source: EC.
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the Netherlands is also due to increases in
regulated prices and renewed pay rises after a
long period of moderation.

The single monetary policy must be centred on
the objective of price stability throughout the
euro area. Large and persistent inflation differen-
tials not justified by market integration and the
alignment of the economies should therefore
prompt correction via other economic policies.

The first pillar of the strategy

The Eurosystem assigns an essential role to
money, and monetary analysis is the first pillar of

CHART 15 — MONETARY AGGREGATES ' AND
CONSUMER PRICES 2 IN THE EURO AREA

(Three-month averages of percentage changes compared to the
corresponding month of the previous year)
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! The narrow monetary aggregate, M1, comprises fiduciary money (notes and
coins) plus overnight deposits; M3, the money supply in the broad sense,
comprises M1 plus time deposits of up to two years, deposits redeemable at
a period of notice of up to three months (e.g. savings books or deposits) and
liquid negotiable instruments issued by the MFI sector, such as securities of
monetary UCls. Account is taken of the positions of the MFls in relation to
residents of the euro area as a whole. However, these data can be calculated
only for the period starting in September 1997. Figures relating to earlier
periods were therefore estimated on the basis of national monetary and
banking statistics, which were not fully harmonised in the past. See the
Monthly Bulletin of the ECB, February 1999, for a detailed description.

2 HICP from 1996 onwards.
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its monetary policy strategy. This pillar repre-
sents continuity in relation to the practice of
the German central bank and highlights the
Eurosystem’s responsibility with regard to infla-
tionary pressure of monetary origin. Furthermore,
the development of the money supply is a valu-
able source of information, since medium-term
price movements are ultimately a monetary phe-
nomenon. Thus, historical analysis reveals a
fairly stable relationship between the money
supply, M3, and prices in the euro area. Medium-
term variations in the growth of M3 have pre-
ceded changes in inflation rates.

In practical terms, the prominent role assigned
to money is expressed by the announcement of
a reference value for the growth of the broad
monetary aggregate, M3. The Governing Council
of the ECB preferred a reference value to an in-
termediate target and announced a figure rather
than a range, which would have aroused expec-
tations of an automatic reaction if the actual
growth of M3 were to move outside the bounda-
ries of range. In fact, the link between the rate
of expansion of M3 and inflation is a medium-
term link rather than a short-term one; also, the
change in monetary regime increases uncertain-
ties about the quality of the statistical data and
a possible change in behaviour. The Council
therefore stressed that the interest rates would
not be adapted “mechanically” if there were
signs that the growth in the money supply was
deviating from the reference value.

Each month, movements in the money supply
are compared with the reference value on the
basis of the three-month centred moving aver-
age of the growth rate of M3 compared to the
corresponding months of the previous year. If
the rise in M3 in the euro area deviates from the
reference value, a detailed analysis of that de-
viation will try to assess whether there is any
threat to price stability. Under the first pillar of
the monetary policy strategy, the Governing
Council of the ECB also examines the develop-
ments in the various components of M3 and in
the counterparts to M3 in the consolidated



balance sheet of the monetary financial institu-
tions — i.e. essentially the national central banks,
credit institutions and monetary UCls.

In December 1998 the Governing Council set a
4179 p.c. reference value for the growth of M3.
This value is in line with the ultimate aim of
price stability, given the assumptions regarding
the economy of the euro area. In fact, the trend
growth rate of real GDP in the euro area is esti-
mated at between 2 and 2'/2 p.c. and the trend
decline in the velocity of circulation of M3 at
between 72 and 1 p.c. As part of the annual re-
view of the reference value, the Council decided
in December 1999 to keep it at 4'2 p.c. be-
cause the components on which it is based have
remained unchanged.

During the first eleven months of 1999, the
three-month moving average of the growth in
M3 in the euro area always exceeded the stated
reference value. However, there are two distinct
periods. The overstepping was less than 1 per-
centage point up to May 1999, then increased
in the subsequent months to reach 1.6 points in
November.

The historically low level of nominal and real in-
terest rates, and hence the low opportunity cost
of holding monetary assets, is possibly an impor-
tant reason for a marked preference for liquidity.
The steadily strengthening recovery of economic
activity may also have been a contributory factor.
In addition, the rise in long-term interest rates
may have initially aroused expectations of an in-
terest rate increase and hence led to a specula-
tive demand for ready cash. Finally, special fac-
tors connected with the switch to the euro may
have played a part.

The developments in M3 were greatly influ-
enced by those in M1, and more particularly by
the expansion of the overnight deposits, which
represented around one third of M3 in 1999,
The average annual increase in these overnight
deposits amounted to 14.7 p.c. Between the
end of December 1998 and the end of January
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1999 this rise accelerated from 11.7 p.c. to
18.4 p.c. This quickening was probably largely
due to technical factors connected with the
launch of the third stage of EMU and to the
high degree of uncertainty following the intro-
duction of the euro and the international finan-
cial situation, which may have led to a pref-
erence for liquid investments. The growth
remained very rapid in the subsequent months,
but the influence of these specific factors
gradually dwindled.

In the consolidated balance sheet of the MFls,
loans to the private sector of the euro area were
the main counterpart to the strong expansion in
the monetary aggregate, M3. The decline in
bank lending rates stimulated the demand for
credit, as did the strengthening of economic
growth. The large number of mergers and acqui-
sitions and a steep rise in the price of land and
housing in some countries were other factors. In
addition, some residents of the euro area took
out loans to finance their foreign investments.
On the supply side, the keener competition
among MFls probably also created easier credit
conditions.

The second pillar of the strategy

A global appraisal of the likely trend of prices
and the dangers to price stability in the euro
area as a whole form the second pillar of the
Eurosystem’s strategy. This assessment is based
on a wide range of indicators which, like the
monetary aggregates, foreshadow the move-
ment of consumer prices : indices of prices and
costs, especially wage costs, exchange rates,
business indicators, information on budgetary
policies, etc. The Governing Council of the ECB
also considers the forecasts of other institutions
and financial market indicators such as long-
term interest rates in order to form its opinion
on the risks to price stability. As in the case of
the first pillar of the strategy, no “mechanical’
reaction to the movement in one indicator or an-
other can be expected, given the uncertainty
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CHART 16 — INDICATORS OF PRICES, COSTS AND
ECONOMIC ACTIVITY IN THE EURO AREA

(Percentage changes compared to the corresponding period in the
previous year, unless otherwise stated)

Hourly wage costs in industry and
services (NACE codes C to K) (left-hand scale)

—— Industrial producer prices (left-hand scale)

Confidence indicator for heads of industrial
enterprises (balance of replies to
the monthly survey) (right-hand scale)

Source : EC.

surrounding the relationship between macroeco-
nomic variables, especially in the new context of
monetary union.

During the year under review, the available infor-
mation has successively revealed the existence
of downward and upward risks relating to price
stability. At the beginning of the year, when con-
sumer prices were rising very slowly, industrial
producer prices continued to fall. In addition, de-
spite the depreciation of the euro and a recov-
ery in oil prices from March onwards, predictions
for consumer prices were revised downwards
because of flagging growth.

From the summer onwards, the risk of inflation-
ary pressure re-emerged, notably because of
the rise in import prices and strengthening
growth. On the financial markets, bond yields
started to rise faster than in the United States,
reflecting the better growth outlook in the euro
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area, but also the resultant threat to price
stability.

Interest rate policy

In December 1998 the Governing Council of
the ECB had announced that the Eurosystem'’s
first main refinancing operations would be car-
ried out at a rate of 3 p.c. This level corre-
sponded to the rate to which all the central
banks in the area had jointly reduced their key
rate on 3 December, with the exception of the
Banca d'ltalia, which had waited until 23 De-
cember to do the same. The rates on the stand-
ing marginal lending and deposit facilities were
set at 45 and 2 p.c. respectively, except for a
brief period at the beginning of stage three of
EMU during which the “corridor” formed by
these rates was narrower (see section 2.3).

The Eurosystem’s interest rates were adjusted
twice during the year under review : on 8 April
and 4 November.

In April the rate on the main refinancing opera-
tions was cut by 50 basis points to 2.6 p.c. and
the rates on the standing marginal lending
and deposit facilities were reduced to 3.5 and
1.5 p.c. respectively. Like the December 1998
cut, the decision in April 1999 was made in re-
sponse to the possibility that the weakness of
activity might exert downward pressure on fu-
ture consumer prices, at a time when the rise in
the HICP was already well below 2 p.c. While it
was true that the monetary analysis, the first pil-
lar of the strategy, did not suggest any need to
ease interest rate policy, since M3 was growing
at above the reference rate. This overstepping
was only small, however, and was due to the
steep rise in January, which could be regarded
as being temporary. Examination of a wide
range of indicators which foreshadow the move-
ment of consumer prices, the second pillar of
the strategy, revealed downward risks owing to
many signs of a more marked slowdown in
growth than had been predicted. The Governing



Council regarded the cut in rates as the way to
maintain price stability in the medium term while
helping to restore the confidence of heads of
enterprises in the economic outlook.

In November the interest rate on the main refi-
nancing operations was raised by 50 basis
points to 3 p.c, the rate on the marginal lending
facility was increased to 4 p.c. and that on the
deposit facility to 2 p.c. Information regarding
the two pillars of monetary policy pointed in the
same direction, indicating a steady upward trend
in the overall threats to future price stability, and
the disappearance of the downward risks exist-
ing at the time of the interest rate cut in April.
The steadily widening disparity between the
growth of the broad money and the reference
value during the preceding months showed that
there was ample liquidity in the euro area, con-
firming the strong expansion of lending and the
most liquid components of M3. Moreover, the
rate of increase in the HICP was expected to
quicken in the short term in the wake of the
sudden surge in oil prices since the spring. Fi-
nally, the economic environment had improved
markedly since the spring and the forecasts had
been revised upwards. The level of interest rates
applied since April was therefore no longer justi-
fied and it was necessary to prevent generous
liquidity conditions from being translated into
pressure on prices in the medium term.

Raising interest rates seemed the best way of
avoiding doubts over monetary policy and future
inflation, so as to sustain non-inflationary growth
and at the same time contain the volatility of the
money market at the end of the year. This was
also the interpretation prevailing on the markets,
where the decision was welcomed, as is evident
from the ensuing temporary fall in long-term in-
terest rates.

Despite the rise in the Eurosystem’s rates and a
specific risk premium on account of the transi-
tion to the year 2000 (see section 2.3), three-
month interest rates remained particularly low in
the euro area, whether compared with American
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CHART 17 — THREE-MONTH INTEREST RATES IN THE

EURO AREA
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! Weighted average of national three-month interbank rates up to 1998;
three-month interbank rate in euros (Euribor) in 1999,

2 Nominal rate minus annual rate of change in the index of consumer prices
(from 1996, HICP).

rates or with the rates prevailing in the countries
of the same area over the past twenty years.
From 1981 to 1995 the difference between the
three-month interest rate and the rise in con-
sumer prices was usually between 3 and 6 p.c.
in the euro area, whereas in 1999 it shrank to
around 2 p.c.

Long—term interest rates

Long-term interest rates are determined by the
interaction of many factors, such as the pre-
dicted movement of prices and the associated
growth expectations, budgetary
policy, demographic and institutional factors
which affect the propensity to save, the liquidity
of the financial markets, the net external posi-

uncertainty,

tion of the economy and rates in other countries.
They are influenced by monetary policy, but that
effect is not clear-cut. For instance, a short-term
interest rate increase may cause bond yields to
rise, but it could also make them fall if it reas-
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sures financial operators about the central
bank’s resolute commitment to combating infla-
tion.

In 1999, ten-year interest rates in the euro area
reached a low point averaging around 3.8 p.c. in
January, then recovered, rising back to 5.5 p.c.
in October. The main causes of this recovery
seem to have been the pull exerted by US rates,
and subsequently the improvement in the pros-
pects for economic activity in the euro area.
During the first few months of the year, long-
term rates in the United States rose more
steeply, widening the differential to over 170 ba-
sis points. From mid-June onwards, influenced
by signs of growth picking up, the rise in bond
yields was more marked in the euro area. The
yield curve then recovered, particularly in the
medium-term segment, which is the most sen-
sitive to the economic outlook : the differential
between three-month and three-year rates
widened while that between three-year and ten-
year rates remained steady. In November, long-

CHART 18 — THREE-MONTH, THREE-YEAR AND TEN-YEAR
INTEREST RATES IN GERMANY
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Sources : EC, BIS.

" Interbank rate in German marks, in
in 1999.

1998; interbank rate in euros (Euribor)
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CHART 19 — LONG-TERM INTEREST RATES IN THE

EURO AREA
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' Nominal rate minus the rate of change in the index of consumer prices for
the current year (HICP from 1996, onwards).

2 Nominal rate minus the average rate of change in the index of consumer
prices over the next ten years (HICP from 1996 onwards). With effect from
1990, rate calculated on the assumption that inflation will remain at 1.5 p.c.
after 1999.

term interest rates dipped for a time following
the tightening of the Eurosystem'’s interest rate
policy. The average level of ten-year rates was
5.3 p.c. in December.

Despite their rise, real long-term interest rates in
the euro area — hovering around 4 p.c. in the
last quarter of 1999 — remained much lower
than during the period from 1980 to 1996,
when there were substantial risk premiums due
to fears of inflation and excessive government
deficits. In particular, the countries which strove
hard to achieve convergence were the main
ones to continue reaping its benefits.

The euro exchange rate

The euro exchange rate does not have a key
role in the monetary policy of the Eurosystem.
Most of the national central banks used to pur-
sue an exchange rate policy, but the aim was to



ensure a stable exchange rate vis-a-vis the ref-
erence currency, which was the German mark.
The euro area as a whole is much less open
than its individual component economies. In the
monetary policy strategy of the Eurosystem,
however, the euro exchange rate is one of the
indicators taken into account in the framework
of the second pillar in assessing the risks to
price stability. It can influence the level of prices
in the area in two ways: it affects the cost of
imported goods and services expressed in euro
and it has an impact on the competitiveness of
resident enterprises, and hence on the demand
for their products.

However, the movement of the euro exchange
rate does not depend only on the Eurosystem’s
monetary policy but also on the assessment by
financial operators of a set of factors both

CHART 20 — THE EURO’S EXCHANGE RATE AGAINST THE
US DOLLAR AND ITS MAIN DETERMINANTS
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Sources : EC, BIS, ECB, NBB.

' Percentage differentials in relation to the 1990 average level. From 1990 to
1998, weighted average US dollar exchange rate of the eleven euro area
currencies.
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within and outside the euro area. The dominant
factor in 1999 seems to have been the eco-
nomic outlook.

The weighted average exchange rate for the
euro depreciated by 9.9 p.c. between January
and December in the year under review. This
movement was due mainly to the appreciation of
the US dollar and sterling, the currencies of the
euro area’s main trading partners, and of the
yen, while the rate vis-a-vis the Swiss franc re-
mained stable.

The exchange rate for the euro vis-a-vis the US
dollar attracts particular attention in view of the
importance of the United States as a trading
partner and the influence which this rate has on
others such as the rate of sterling. The euro
depreciated against the dollar by 129 p.c. be-
tween January and December. Starting from a
level of 1.18 dollars on 4 January, it dropped to
1.01 dollars by mid-duly. It then recovered to
1.09 dollars by mid-October on account of the
improved economic outlook in the euro area. Its
subsequent renewed slide to 1 dollar at the be-
ginning of December seems to have been due
mainly to a revival of optimism about growth in
the United States.

In recent years the dollar rate has in fact re-
acted primarily to differences in the economic
cycle. Longer-term factors, such as the inflation
differential or the respective net external posi-
tions, should on the other hand tend to encour-
age appreciation of the euro.

2.3 OPERATIONAL ASPECTS

The operational framework adopted by the
Eurosystem efficiently performed the functions
assigned to it in 1999 : to steer money market
interest rates, limit their instability and enable
the ECB to send out appropriate monetary
policy signals. Credit institutions in the euro area
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seem to have adapted well to the new environ-
ment, and the smooth functioning of the TAR-
GET payments system ensured homogeneous
monetary conditions in the euro area.

The Eurosystem acts primarily via open market
operations, i.e. transactions initiated by the ECB
with credit institutions in the euro area, without
discrimination. It also offers them two standing
facilities which enable them to borrow or deposit
overnight funds at pre-announced rates. Finally,
credit institutions are required to maintain mini-
mum reserves totalling 2 p.c. of some of their
liabilities. These reserves are fully remunerated,
so that they do not cause any relocation of
banking activities or disintermediation.

TABLE 9 — CONSOLIDATED AND SIMPLIFIED STATEMENT
OF ACCOUNT OF THE EUROSYSTEM

(Assets = +, liabilities = —; average daily outstanding amounts
in 1999 billions of euro)

Operations  unconnected ~ with  monetary

policy ™ oo -83.3

Notes in circulation ...................... -339.0

Net gold and foreign exchange assets ... 340.8

Deposits of public authorities ............ -46.2

Miscellaneous, net ..................e -39.0
Average reserve requirement ................ -101.6
Total: liquidity requirement of credit institu-

tions .. -184.9
Open market operations ..................... 185.7

Main refinancing operations .............. 1349

Longer-term refinancing operations ...... 46.4

Structural operations ...l

Fine-tuning operations ...................

Other? .. ... 4.4
Total: residual money market surplus ........ 08
Standing facilities ... 0.2

Marginal lending facility .................. 1.0

Deposit facility ...................ooo -0.8
Difference between current account assets

and the average reserve requirement: sur-

plus (=) ou deficit (+) ........ooviiiinnn. -1.0

Source: ECB.

" Including debt certificates issued and securities acquired before 1 January
1999.

2 Operations concluded before 1 January 1999 and maturing in January 1999.
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The reserve requirements increase the structural
deficit of the money market, i.e. the need felt by
credit institutions as a whole to resort to bor-
rowing from the Eurosystem. In 1999 they rep-
resented about 55 p.c. of that need for liquidity.
It did not prove necessary to change the net po-
sition of the Eurosystem in relation to the bank-
ing sector by means of structural open market
operations such as the issuing of debt certifi-
cates.

The reserve requirement needs to be respected
only on average for a period of one month, so
that reserve assets may vary from one day to
the next and absorb very-short-term fluctuations
in liquidity, such as those due to the variations in
the demand for banknotes or in the deposits of
public authorities with the national central
banks. The system of minimum reserves thus
acts as a stabiliser of very-short-term interest
rates, making it possible to avoid frequent
interventions by the Eurosystem. In 1999, the
Eurosystem did not in fact carry out any fine-
tuning operation.

The only open market operations carried out by
the Eurosystem during the year under review
were therefore the regular refinancing opera-
tions effected by tenders addressed to all credit
institutions in the euro area meeting the
counterparty eligibility criteria. The weekly allot-
ments of two-week credits, which are the only
ones intended to give monetary policy signals to
the markets, represented almost three-quarters
of the liquidity injected. The function of the
monthly allotments of three-month credits is not
to influence interest rates but only to provide a
limited amount of longer-term financing.

These monthly tenders are at variable interest
rates. In January and February, bidders were
served at a single rate (“Dutch-style” tenders);
subsequent allotments were at multiple rates
(“American-style”). The average rate for these
operations, which, like all Eurosystem lending,
must be covered by appropriate collateral, re-
mained slightly below the three-month money
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CHART 21 — LIQUIDITY POSITION OF CREDIT INSTITUTIONS IN THE EURO AREA

(Daily outstanding amounts, billions of euro)

5 LIQUIDITY REQUIREMENT AND OPEN MARKET OPERATIONS

ﬁ J 240

220 220
200 }Tﬂw Iil A= 200

1801 ﬂ ¥ H 180
o e ) .

AL B
Reserve maintenance periods (1999)

140 140
1 2 3 4 5 6 7 8 9 10 11

— Liquidity requirement extended by the reserve requirement !

—— Eurosystem open market operations

COVERAGE OF THE RESIDUAL MONEY MARKET BALANCE 2
40

el T e bl Lol bl

AP At

-20 W -20
Reserve maintenance periods (1999)
-40 -40
1 2 3 4 5 6 7 8 © 10 11
—— Difference between assets on current account and average requirement : surplus or deficit (=)
— Net recourse to the standing facility and marginal lending facility (=)
p.m. CUMULATIVE DIFFERENCE, FOR EACH RESERVE MAINTENANCE PERIOD, BETWEEN ASSETS
ON CURRENT ACCOUNT AND THE RESERVE REQUIREMENT
20 1
10 1 05

OW“V(\ . S ol
Y s

-10 1-05
- Reserve maintenance periods (1999) 1
1 2 3 4 5 6 7 8 9 10 11
—— Cumulative surplus or deficit (=) as a percentage of the reserve requirement (left-hand scale)
____ Difference between the weighted average overnight interbank deposit rate (Eonia) and the rate for the main
refinancing operations (right-hand scale)
Source : ECB.

! Net liabilities of the Eurosystem resulting from non-monetary-policy operations (and debt certificates issued and securities acquired before 1 January 1999), plus
the average reserve requirement.
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market rate for transactions without collateral.
The amount allotted was 15 billion euro up to
September. This figure was increased to 25 bil-
lion in October, November and December be-
cause of the expected rise in demand for
banknotes on the eve of the year 2000, so that
the outstanding amount of three-month credits
rose from 45 to 75 billion.

As regards the main refinancing operations, the
ECB reserves the right to choose the method of
allotment. In 1999, interest rates for subsequent
tenders were always announced at the end of
the Governing Council meetings. This procedure
made it possible to send out very clear signals
regarding the direction of monetary policy. The
amounts allotted were determined according to
the expected liquidity requirement, and the out-
standing amount of two-week credit fluctuated
between 106 and 167 billion euro. The ECB
systematically permitted credit institutions as a
whole to satisfy the reserve requirements in ad-
vance : mid-way through the reserve mainte-
nance period, the cumulative assets on current
accounts represented, on average in 1999,
around 103 p.c. of the reserve requirement.

The aim of this regulation of the liquidity of the
money market was to maintain the overnight in-
terest rate at around the rate for the main refi-
nancing operations. The ECB was always suc-
cessful in injecting liquidity when it so desired,
except for the allotment on 6 April (during the
third reserve maintenance period) : expectations
that the Governing Council would decide to cut
interest rates at its meeting on 8 April kept bids
down to a particularly low level. Other tenders
attracted a surfeit of bids. The first call for ten-
ders brought in bids totalling more than six
times the amount allotted, and on 2 November
bidding reached a peak of thirty-six times the
amount allotted, in anticipation of a decision to
raise interest rates at the Governing Council
meeting on 4 November. In order to prevent cer-
tain credit institutions from being able to benefit
excessively from their participation in the weekly
allotments, simply because they possess plenty
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of eligible securities to serve as collateral for
their borrowings from the Eurosystem, the ECB
was careful to supply sufficient liquid resources.
Thus, eight of the eleven reserve maintenance
periods in 1999 ended with a net recourse to
the deposit facility by the credit institutions.
Therefore, after the first reserve maintenance
period, the overnight interest rate rarely ex-
ceeded the rate for the main refinancing opera-
tions by more than 15 basis points, and was
sometimes well below it.

Except in the final days of the reserve mainte-
nance periods, recourse to the standing mar-
ginal lending and deposit facilities was insignifi-
cant, apart from at the beginning of the year:
from 4 to 21 January the cost of such recourse
was cut by a transitional measure to reduce the

CHART 22 — EUROSYSTEM AND MONEY MARKET
INTEREST RATES
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Source : ECB.



“corridor” formed by the interest rates on these
facilities. During this period in which credit insti-
tutions were adapting to the integrated money
market of the euro area, the rate on the mar-
ginal lending facility was set at 3.25 p.c. and
that on the deposit facility at 2.75 p.c.

At the end of this transition period, money mar-
ket operators seemed sufficiently capable of
managing their cash flow in the new environ-
ment. The regulation of liquidity by means of the
Eurosystem’s weekly tenders and the mecha-
nism of maintaining average reserves over one-
month periods were sufficient to contain the
volatility of the overnight interest rate. As al-
ready mentioned, it generally stayed very close
to the rate for the main refinancing operations. It
diverged at the end of the reserve maintenance
periods when, by definition, the averaging sys-
tem ceases to play its stabilising role. It usually
declined at that point, since the Eurosystem had
placed the credit institutions in a situation where
they had excess reserves. On the other hand, it
was well above the rate on the main refinancing
operations both during the days preceding the
decision to raise rates on 4 November and
again on 30 December, owing to the risk of
computer problems due to the advent of the
year 2000.

Money market rates for longer-term transactions
depend even more on expectations regarding
the ECB's interest rate policy. For instance, the
three-month rate was below the overnight rate

THE SINGLE CURRENCY AND MONETARY POLICY

before the 4 April decision to cut interest rates,
and it began to rise by the summer, a trend
partly encouraged by the Governing Council's
communication policy. It was in fact the said
possibility of computer problems at the time of
the transition to the year 2000 that led to the
incorporation of a credit and liquidity risk pre-
mium in money market interest rates. Thus, the
three-month rate rose by almost 40 basis points
at the end of September. This premium, which
was smaller than that on the US dollar money
market, declined in November and December.

The smooth operation of the TARGET cross-bor-
der payment system enabled operators to en-
gage in arbitrage, which aligned money market
interest rates in the euro area. In this way, partici-
pation in the Eurosystem tenders, the pattern of
reserve maintenance and the trend of the au-
tonomous factors, such as demand for banknotes
or the formation of deposits by public authorities
with the central banks, were able to diverge from
one country to another without impairing the con-
sistency of the single monetary policy.

Belgian credit institutions seem to have been
particularly successful in adapting to the single
money market. Their current account assets
were fairly volatile and therefore performed effi-
ciently their expected function of absorbing li-
quidity shocks. These financial intermediaries
played little part in most of the monthly tenders,
but they obtained plentiful supplies of liquid re-
sources in the weekly allotments.
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3. ECONOMIC ACTIVITY

3.1 SUMMARY

The Belgian economy benefited from the im-
provement in the international environment, es-
pecially the recovery in the euro area during the
year under review. In the end, the slowdown in
economic activity which had begun in Belgium
at the beginning of 1998 was only short-lived.
The year-on-year GDP growth rate in fact quick-
ened slightly from the first quarter of 1999 on-
ward, and reached 4 p.c. at the end of the year.

Growth thus reached an average of 2.3 p.c. in
1999, almost half a point down compared to the
previous year, because the recovery during the
year under review did not compensate for the
handicap of a cyclical starting position which
was relatively less favourable than in 1998,
Thus, if GDP had remained steady throughout
1999 at the level reached at the end of the pre-
vious year, then economic activity would have
declined by 0.1 p.c. on average, whereas if the
same had been the case in 1998 there would
have been a rise of 1.6 p.c.

As in the previous year, Belgium’s cyclical pat-
tern was slightly more accentuated than that of
the euro area, as the more marked deceleration
in growth in Belgium in 1998 was also followed
by a stronger recovery during the year under re-
view.

The downturn in activity in 1998 occurred in
market services and to a still greater extent in
manufacturing industry. In the final quarter, the
value added in manufacturing industry was actu-
ally less than it had been a year earlier, a situa-
tion which recurred at the beginning of the year
under review. Industry began to recover in the
second quarter, despite the “dioxin” crisis, i.e. the
contamination of part of the food chain with that
substance in June.

ECONOMIC ACTIVITY

CHART 23 — QUARTERLY GDP AND VALUE ADDED BY
MAIN BRANCH OF ACTIVITY AT 1995
PRICES

(Percentage changes compared to the corresponding period of
the previous year)
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In the end, this incident seems to have had only
a minor influence on total value added. It af-
fected the output of certain sectors of agricul-
ture and the food industry from June 1999 on-
wards, but most of the effects faded fairly
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CHART 24 — ECONOMIC SITUATION IN THE FOOD

INDUSTRY
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rapidly during the summer. Thus, the large fall in
the gross synthetic indicator for the food indus-
try, observed in June in the results of the busi-
ness surveys, was steadily eliminated thereafter,
and by September this indicator was almost
back to its pre-crisis level. Similarly, from July
onwards the data of the index of food industry
output ceased to show any significant effects,
even though the trend of activity had still not re-
sumed its normal course in some sub-sectors,
notably the meat industry.

Altogether, the contamination of food products
with dioxin caused the Belgian economy to suf-
fer an overall loss of value added estimated at
around one quarter of a per cent in 1999, ac-
count being taken of the indirect effects on
other sectors upstream and downstream of agri-
culture and the food industry. As the analysis of
the allocation of output will show, it was mainly
exports that were affected.
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The loss of earnings suffered during the sum-
mer and the costs caused by the crisis obviously
impaired the financial position of enterprises op-
erating in the agricultural and food industry sec-
tors; these enterprises are generally small and
therefore relatively fragile in the face of unex-
pected shocks. Various measures were taken,
notably in consultation with the tax authorities,
social security institutions and banks, in order
to limit any cash-flow problems and above all to
provide compensation for the cost of destroying
unsaleable goods.

3.2 MAIN CATEGORIES OF
EXPENDITURE

The slower average growth in 1999 was due
largely to the slump in external demand which
had begun in the second half of 1997 and per-
sisted until the middle of the year under review.
This affected not only exports but also — indi-
rectly — the trend of stocks. On the other hand,
the growth in final domestic demand remained
relatively vigorous.

As in the rest of the euro area, it was mainly
from the second half of 1998 onwards that Bel-
gium’s exports of goods and services suffered
from the sharp slackening of world demand.
However, by the beginning of 1999 Belgian en-
terprises were becoming more optimistic about
the outlook for external markets. The results
of the monthly business surveys actually reveal
that, after a low point in December 1998, firms
in manufacturing industry became steadily more
upbeat about their export order books. In com-
parison with enterprises in the euro area, com-
panies based in Belgium also seem to have
been quicker to notice the signs of a reversal in
the trend, as they had been on several occa-
sions in the past. At the time of each of the last
four turning points in the cycle, Belgian eco-
nomic indicators reacted slightly faster than the
indicator for the euro area as a whole. Neverthe-



less, Belgium's exports generally move in line
with those of the euro area.

Thus, exports remained disappointing for the
first two quarters of 1999 even though the
above-mentioned economic indicator began to
recover as early as January. During this period,
the more sustained demand on the emerging
markets was in fact insufficient to offset the

CHART 25 — COMPONENTS OF TOTAL DEMAND AT 1995
PRICES

(Percentage changes compared to the corresponding period of
the previous year)
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CHART 26 — ASSESSMENT OF EXPORT ORDER BOOKS IN
MANUFACTURING INDUSTRY

(Smoothed ', seasonally adjusted data)

10 10
0 r 410
10 F -10
00 k- 4 -20
-30 -1 -30
40 -40

1994 1995 1996 1997 1998 1999

— Belgium

—— Euro area?

Sources : EC, NBB.
! From September 1999 onwards, estimates based on gross data.

2 Data with a one-month time lag, as EC dating is one month later than that
adopted for the NBB data for the same survey period.

decline in exports to partners in the euro area.
Apart from the weakness of demand from the
main trading partners, Belgian exports also suf-
fered from the repercussions of the dioxin cri-
sis : the European Veterinary Committee initially
decided to impose a temporary ban on exports
of the products directly affected, and then to
subject them to highly stringent checks. These
measures caused a very marked temporary fall
in exports of agricultural and food products:
while these exports had declined by 6 p.c. in
value during the first five months of the year
compared to the corresponding period in 1998,
they slumped by more than 20 p.c. in June.
Fears that the crisis would persist fortunately
proved unfounded. In September, total sales
abroad of agricultural and food products were
already back to the level prevailing before the
outbreak of the crisis, although some sectors
such as the meat industry were still experienc-
ing problems.

Though one cannot rule out the possibility that
the foreign sales of some other branches of in-
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dustry may have suffered temporarily from the
tarnished image of products made in Belgium,
the eventual impact of the dioxin crisis on ex-
ports seems to have been relatively modest,
measured for 1999 as a whole. It represented
some 2.5 percentage points for exports of agri-
cultural products and manufactured foods, but,
in view of the minor importance of these sectors
in total exports of goods and services, the over-
all negative effect on the latter can be estimated
at around a quarter of a percentage point.

In the second half of the year under review, the
downward trend of foreign sales was totally re-
versed by the strong recovery in demand in the
euro area and the other EU countries. Over
1999 as a whole, exports of goods and services
increased by 2.9 p.c.

Stocks built up by enterprises at the end of
1997 and the beginning of 1998, when demand
was still strong, subsequently proved excessive,
in view of the downturn in economic activity
which spread to a greater extent than expected
from the emerging economies to the EU, and to
other regions such as the transition countries,
with which some euro area countries maintain
close trading links. In the final quarter of 1998
and the first half of 1999, enterprises reduced
their stocks to a more appropriate level in the
light of expected demand. Over the year under
review as a whole, this movement caused a
marked deceleration in growth. Incidentally,
there is no indication that enterprises increased
their stocks temporarily as a precaution against
any problems in the transition to the year 2000.

While economic growth was impeded at the be-
ginning of 1999 by factors over which Belgian
economic agents have little control, it was, on
the other hand, constantly sustained by demand
from households, enterprises and general gov-
ernment alike.

After a strong expansion between mid-1997

and the end of 1998, the final consumption
expenditure of individuals continued to grow, but
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at a slightly slower pace. It is mainly purchases
of durable goods, particularly cars, that have
risen in recent years. New car registrations were
up again in 1999, whereas they normally de-
cline in years when the motor show is not held.
Apart from more general factors such as the
buoyant economy and the historically low level
of interest rates, one possible explanation for
this trend is the replacement of cars registered
at the time of the spate of purchases which fol-
lowed the opening of the frontiers between
eastern and western Europe in the late 1980s.
At the time, this led to a massive demand for
second-hand vehicles on terms which encour-
aged the replacement of the stock of cars in
Belgium. Consumption of communication prod-
ucts such as mobile phones, personal computers
and software has also risen significantly since
the middle of 1997.

Overall, private consumption grew by an average
of 2 p.c. in 1999, or 1.8 percentage points less
than the previous year. This slowdown is linked
to the more modest increase in individuals’ dis-
posable incomes in real terms.

The increase in total wages and salaries, the
main component of the primary income of indi-
viduals, slowed down in 1999 as the growth of
employment slackened. However, the change in
the total wage bill does not necessarily present
a true picture of the change in the income which
individuals obtain from their work, after the vari-
ous deductions applied in the form of contribu-
tions and direct taxes. Measures were taken in
1999 to reduce the scale of these levies, as is
evident from the deceleration in transfers paid
to general government. The rise in wages and
salaries paid by employers was appreciably
slowed down by the new reductions in employ-
ers’ contributions, applicable for the most part
from 1 April 1999, without there having been
any direct impact on the disposable income of
employees. Conversely, their purchasing power
was boosted by the full reindexation of the tax
scales used for calculating personal income tax,
a measure which has no effect on the total cost



of wages and salaries borne by enterprises and
general government. Altogether, the rise in net
wages outstripped not only the latter but also
the previous year's increase.

As regards rents, which form the largest compo-
nent of the gross operating surplus of house-
holds, increases were held down because the
health index of consumer prices, used here, as
in the case of wages, as a reference for index-
linking, rose less steeply than in 1998.

The trend of other resources of individuals was
even less favourable. Incomes from property
were slightly down compared to the previous
year : the increase in the level of investments by
individuals was insufficient to offset the fall in
the yields on new financial assets compared to
those on old investments maturing. Furthermore,
the more modest growth in economic activity in
1999 was reflected in the less marked rise in
the compensation and profits of self-employed
persons, though the situation did vary consider-
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ably from one type of occupation to another. For
instance, the rise in the incomes of profession-
als in the medical sector speeded up.

Consumption expenditure by households did not
fully reflect the smaller increase in their pur-
chasing power, since their savings ratio declined
for the sixth consecutive year.

Expenditure on housing rose only slightly, by
0.2 p.c, in 1999. One of the reasons for this
was the expiry in mid-1998 of the measures re-
ducing VAT on the construction of certain cat-
egories of housing. In addition, building costs
and land prices were rising, while mortgage in-
terest rates rose sharply from June 1999 on-
wards, though they had admittedly been at a
record low. The sluggishness of new housing
construction was partly offset by conversion and
selling activity on the secondary market, which
had been intensifying for several years. In the
national accounts, secondary market transac-
tions are reflected in expenditure on housing,

TABLE 10 — GROSS DISPOSABLE INCOME OF INDIVIDUALS AT CURRENT PRICES

(Percentage changes compared to the previous year)

Gross primary iNCOME ......coviviiiiiiiiiiiiaiiieaeinnn

Wages and salaries ...........coooiiiiiiiiiii
Incomes from property " ... ...
Compensation and profits of self-employed persons ...

Gross operating surplus ..........coovviiiiiiiiiiiiii.

Net current transfers paid? ...
of which:

From and to general government ...................

Transfers received ...

Transfers paid
Gross disposable income ...

p.m. At constant prices® ... ... o i

pm. 1999 e,

in billions

1996 1997 1998 1999 e of euro
1.4 35 38 2.6 180.2
1.5 38 38 33 1215
-0.8 2.6 24 -20 21.3
1.5 30 b6 2.6 20.5
36 3.1 39 32 16.8
1.6 8.7 42 2.3 -32.6
0.2 7.9 4.7 1.7 -30.9
2.4 3.1 2.6 22 39.7
14 5.1 35 2.0 -70.6
1.3 2.5 3.7 2.7 1475
-0.7 08 27 1.5 139.3

Sources: NAI, NBB.

T These are net amounts, i.e. the difference between incomes from property received from other sectors and incomes from property paid to other sectors.

2 These are net amounts, ie. the difference between transfers received from other sectors and transfers paid to other sectors, excluding transfers in kind.

3 Data deflated by the national index of consumer prices.
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TABLE 11 — GDP AND THE MAIN CATEGORIES OF EXPENDITURE AT 1995 PRICES

(Percentage changes compared to the previous year)

Final consumption expenditure of individuals ..............

p.m. Individuals’ savings ratio' .................. ..
HOUSING .« oo
Gross fixed capital formation by enterprises ...............
Expenditure by general government .......................

Final consumption expenditure ..........................

Investment ...
Total final domestic expenditure ......................o.s.
Change in stocksZ ... ..coiiiiiii
Exports of goods and services ................oo
Total final expenditure ...
Imports of goods and services .......... ...

Net exports of goods and services? .......................

1996 1997 1998 1999 e
0.6 22 3.8 2.0
187 17.8 16.7 16.3
-4.0 4.9 2.3 0.2
4.3 7.2 4.5 7.8
15 0.4 1.4 2.8
2.3 1.4 2.1
=78 5.2 1.0 111
1.1 2.6 3.3 3.0
-0.3 0.1 0.8 =11
1.3 6.7 4.2 29
1.0 4.4 4.2 2.3
1.0 5.8 6.3 2.2
0.3 09 -12 0.6
1.0 35 2.7 2.3

Sources: NAI, NBB.
! Percentages of individuals’ gross disposable income at current prices.
2 Contribution to the change in GDP.

but only to the extent of the registration fees
paid when such transactions take place.

From the final quarter of 1998, enterprises dis-
played growing optimism about the economic
outlook. In this connection, the dioxin crisis does
not seem to have spread to enterprises which
were not directly concerned. Moreover, rates of
utilisation of production capacities once again
reached a high level. The profitability of enter-
prises as a whole also remained satisfactory. In
this context, with a rise of almost 8 p.c,, invest-
ments by enterprises were the most dynamic el-
ement of domestic demand in 1999, along with
investments by general government.

More detailed analysis of this trend reveals fairly
marked differences in behaviour from one
branch of activity to another. Firms operating in
market services were the main ones to step up
their investment substantially. This was the case
particularly in the transport and communications
sector, owing partly to major projects connected
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with the continuing expansion of the mobile
phone network. Gross fixed capital formation
also rose significantly in the business services
sector. In industry, on the other hand, it generally
remained at a lower level. Certain branches of
activity such as textiles and the gas sector had
in fact invested heavily in recent years. In the
motor vehicles sector, where a number of major
projects for increasing production capacity are
in progress, there was a large increase in gross
fixed capital formation.

Final consumption expenditure by general gov-
ernment grew by 2.1 pc. in 1999, against
1.4 p.c. in 1998, This quickening was due
entirely to expenditure on health care, which
— according to the conventions adopted by the
NAI in the new reference methodology for
the national accounts: ESA 95 — is imputed to
the sector which ultimately pays the cost of fi-
nancing, i.e. in most cases general government,
rather than households. The influence of this ex-
penditure on the final consumption of general



CHART 27 — DEGREE OF UTILISATION OF PRODUCTION
CAPACITIES AND SYNTHETIC CURVE OF
ECONOMIC ACTIVITY IN MANUFACTURING
INDUSTRY

(Seasonally adjusted data)
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government is more visible than that on private
consumption calculated by the old methodology,
account being taken of the substantial difference
in size between these two categories of expendi-
ture. The amount disbursed for health care in
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fact represents almost one third of the final con-
sumption of general government whereas it
constituted only about one tenth of private
consumption. Other public consumption expendi-
ture increased less fast than in 1998, and this
applied both to compensation and pensions paid
to public authority personnel and to purchases of
goods and services by general government.

Public investment grew strongly, by more than
11 p.c, in 1999. The impending local elections
induced local authorities to initiate major public
works programmes.

Overall, the increase in total final demand was
only 2.3 p.c. during the year under review,
whereas it had reached 4.2 p.c. in 1998. How-
ever, the impact which this marked slowdown
had on GDP was tempered by its repercussions
on imports of goods and services, the rise in
which slowed from 6.3 p.c. in 1998 to 2.2 p.c. in
1999. Imports were restrained even more by the
fact that, among the main categories of final ex-
penditure, it was the most import-intensive ex-
penditure that made the largest contribution to
the decline in growth in 1999, namely stock for-
mation and exports. Unlike in 1998, the growth
of the latter nevertheless outpaced the rise in
imports, so that the contribution of net exports
of goods and services to growth became posi-
tive again, representing 0.6 percentage point
of GDP.
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4. LABOUR MARKET

The annual growth in the volume of work done
by employees in enterprises kept closely in line
with the trend of economic activity, slowing from
1.8 p.c. in 1998 to 1.1 p.c. in 1999. The rise in
the number of paid workers employed by enter-
prises also slackened in 1999, but to a lesser
extent, slowing from 2.1 p.c. to 1.6 p.c. The fact
that this fall was more moderate is attributable
to the continuing expansion of part-time work-
ing, particularly via the policy of activating unem-
ployment benefits, while recourse by enterprises
to temporary lay-offs does not generally seem to
have played a special role in this connection in
1999,

CHART 28 — ACTIVITY AND EMPLOYMENT

(Percentage changes compared to the corresponding quarter of
the previous year)
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Sources : NAI, MEL, NSI, FPB, NEMO, NBB.

" The volume of work corresponds to the number of employees expressed as
full-time equivalents multiplied by the contractual annual working hours and
adjusted to take account of hours not worked by workers temporarily laid off.
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It is true that temporary lay-offs, which enter-
prises use as a way of avoiding redundancies
when coping with changes in activity regarded
as incidental or temporary, did increase during
the first half of the year following the slackening
of growth of the Belgian economy in the second
half of 1998 and at the start of the year under
review. The fears aroused by the dioxin crisis at
the end of the first half of 1999 did not materi-
alise and the crisis made only a marginal contri-
bution towards the increase in temporary lay-
offs. In contrast, the strong recovery apparent
during the latter part of 1999 was reflected in a
marked reduction in this type of unemployment:
in terms of seasonally adjusted data, it dropped
back during the fourth quarter to below the
levels recorded during previous periods of
sustained growth of activity.

Although the rate of expansion of paid employ-
ment in enterprises was lower on average in
1999 than in the previous year, this movement
is still remarkable when viewed in an historical
context, since — from the start of the 1980s
until 1997 — 1988 was the only year to show a
larger annual increase in paid employment.

The employment policy implemented in recent
years is one reason for this result. While it is dif-
ficult to measure the number of additional jobs
created by the many measures which make up
this policy, particularly those which provide for
reductions in employers’ social security contribu-
tions, the NEMO payment statistics can be used
to assess the success of the measures for get-
ting the unemployed back into work while they
continue to draw unemployment benefits. The
activation policy, which consists in subsidising a
large proportion of the compensation paid to the
long-term unemployed taking on part-time work,
represents — along with youth employment in-
centives — one of the pillars of the government'’s
employment policy as defined in the Belgian
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TABLE 12 — EMPLOYMENT

(Number of persons in work in thousands of units;
annual averages unless otherwise stated)

1998 Change in 1999 e

(per-

centages)
Total employment ............... 3,855 40 1.0
Domestic employment .......... 3,801 40 1.0
of which:
Self-employed workers ....... 693 -1 -0.2
Employees ................... 3,108 41 1.3
of which:
Public authorities and edu-
cation® ... 703 3 05
Enterprises ................ 2,404 37 1.6
Frontier workers (balance) ...... 54

Sources : NAI, NBB.

' This item corresponds to the Nace-Bel L and M branches as defined by the
NAL.

action plan for employment submitted to the
European Commission in June 1999,

The number of persons obtaining work under
one form or another of the unemployment ben-
efit activation policy was almost 7500 units
higher at the end of 1999 than in December
1998. Altogether, some 29,000 people ben-
efited from these measures: 5,500 were em-
ployed in the public sector and NPIs under the
occupational transition programmes, 7,500 took
a “SMET" job, mainly in the private market sec-
tor, and 16,000 worked through Local Employ-
ment Agencies, doing sufficient work to be ex-
empted from signing on as job-seekers, and
therefore to be recorded as persons in work.
Anyone who has done at least 180 hours’ work
through a Local Employment Agency job-crea-
tion scheme over a period of six months preced-
ing their application is exempt from signing on
as a job-seeker. In addition, almost 23,000 other
unemployed persons worked an insufficient
number of hours to qualify for this exemption, so
that altogether around 39,000 unemployed per-
sons were taking part in the Local Employment
Agency scheme at the end of the year.
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In 1999, 41,000 additional paid jobs were cre-
ated on average in the economy as a whole,
representing a rise of 1.3 p.c. in the number of
persons employed. Over a quarter of this is at-
tributable to the different measures for the acti-
vation of unemployment benefits mentioned
above. The size of the increase in employment
recorded in recent years is due to a combination
of various factors which together helped to boost
the employment-intensity of growth. The above-
mentioned activation measures have created
jobs for people — especially the low-skilled —
who, under current conditions, are having diffi-
culties in getting into the regular labour market.
At the same time, the moderate rise in labour
costs, by exerting a favourable influence on the
comparison between the cost of the labour fac-
tor and the cost of the capital factor, has doubt-
less slowed down the process of substitution of
capital for labour. Finally, in recent years, certain
labour market trends have increased the scope
for adjustments between the supply of and de-
mand for labour, thus conforming to the wishes
of enterprises, but also those of some workers.

Thus, part-time working continued to increase
its share of total employment. In 1998, part-time
workers represented 17.8 p.c. of the number of
employees. This type of working should continue
to expand, as the jobs being created by the acti-
vation of unemployment benefits are all part-
time. Moreover, there is still a labour redistribu-
tion potential which has been little exploited in
industrial sectors, since part-time working repre-
sented only b p.c. of jobs in 1998, whereas in
services it totalled over 23 p.c. Furthermore, em-
ployers are making increasing use of workers
taken on under fixed-term contracts or agency
staff, to cater for temporary labour shortages.
This raised the proportion of non-permanent
posts from around b p.c. at the beginning of the
1990s to almost 8 p.c. in 1998. The number of
persons carrying out an agency assignment in
1998 totalled almost 280,000, or close on twice
as many as at the start of the decade. Finally, to
match the organisation of labour more closely
with production requirements, much use is made
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of atypical working hours in Belgium: in 1999,
almost a third of the people employed in indus-
try regularly worked on Saturdays, Sundays or at
night, and over half were regularly involved in
team work. Although the use of atypical hours is,
on average, more widespread in Belgium than in
other EU countries, Belgium still has some lee-
way to make up as regards part-time work and
non-permanent posts.

The number of self-employed persons remained
virtually unchanged in 1999, as did the balance
of frontier workers, which represents the differ-
ence between the number of residents working
abroad and the number of non-residents em-
ployed in Belgian production units. As a result,
national total employment increased by 40,000
units, roughly the same as paid employment, or
by 1 p.c. on average. This development, com-
bined with a modest increase in the population
of working age, was reflected in a further rise in
the employment rate, which, by relating these
two variables, represents the proportion of the
population of working age actually in work, be it
full-time or part-time. Since 1994, the year when
it reached a low point of 55.8 p.c. following the
downswing in economic activity in 1993, the em-
ployment rate has risen continuously, reaching
575 p.c.in 1998 and 58 p.c. in 1999, a level
comparable to that recorded at the end of the
1970s. However, the employment rate seen in
Belgium is still below that for the EU as a whole,
which amounted to 60.8 p.c. in 1998, and even
further below the average employment rate of
the three main neighbouring countries, Germany,
France and the Netherlands, which was 62.9 p.c.

Within the EU or the euro area, the employment
rate figures vary widely from country to country.
Similarly, within a country there may be large
variations from one region to another. In Bel-
gium, while the pattern of the movement of the
employment rate observed in the two main geo-
graphical regions of the kingdom was generally
identical from the late 1980s onwards, the level
recorded was very different. On 30 June 1998,
the latest date for which the administrative
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CHART 30 — BREAKDOWN OF THE POPULATION OF

WORKING AGE IN BELGIUM AND IN THE
THREE REGIONS

(At 30 June)
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Employment rate, or the number of persons in work according to administrative
sources, expressed as a percentage of the population of working age. The
latest data available by region relate to 1998.

The difference between Belgium and the total for the regions is due to
employment which cannot be broken down between the regions, particularly
civil and military defence personnel working in Germany.

Domestic employment comprises the number of persons working in a particu-
lar territory, regardless of their place of residence, while total employment
means persons in work, resident in a particular territory, regardless of the
place where they work.

Number of unemployed within the meaning of the International Labour
Organisation (any person without a job who is actively seeking work and is
available for work), according to the labour force survey.
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series on employment issued by the Ministry
of Employment and Labour are available, the
employment rate was 59.8 p.c. in Flanders,
against only 54.2 p.c. in Wallonia and 52.8 p.c. in
Brussels. In earlier years, the Brussels Capital
region had seen a less favourable trend than the
other two entities : while the employment rate
reached a low point in 1994 and subsequently
recovered in Wallonia and Flanders, in Brussels
it continued to fall in 1995 and has since re-
mained more or less stable.

At both regional and national level, the employ-
ment rate represents the proportion of the popu-
lation of working age resident in the territory and
actually in work, whatever the geographical area
where that activity is pursued. This indicator
therefore does not necessarily reflect the
strength of demand for labour in a given region,
since there may be large-scale transfers of
workers between geographical areas. In Belgium,
the Brussels Capital region absorbs most of the
trans-regional transfers of workers. On 30 June
1998, around 335,000 workers not resident in
Brussels were pursuing an activity there, while
56,000 residents had a job outside the region
where they were living. Net inflows of workers
therefore totalled around 279,000 — a figure
almost equivalent to the number of residents
working in the actual region — while in Flanders
and Wallonia net outflows of 199,000 and
135,000 respectively were recorded.

In its recommendations on employment, the
European Commission attaches particular impor-
tance to increasing the employment rate, placing
special emphasis on the low rate of participation
by women and older people in the labour mar-
ket. Calculated by age group, the employment
rate in Belgium is particularly low for the popula-
tion of working age belonging to the youngest
age group and for older people, for whom it was
26 and 36.6 p.c. respectively, while the employ-
ment rate for the population aged 25 to
49 years was almost 77 p.c, a rate comparable
to the average in the three main neighbouring
countries.
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TABLE 13 — EMPLOYMENT RATE: BREAKDOWN BY AGE AND GENDER'

(Percentages of the population of the corresponding age group)

Men
Belgium ...
Three main neighbouring countries?....................
Women
Belgium ..o
Three main neighbouring countries2....................
Total
Belgium ...
Three main neighbouring countries2....................

156-64 years 16-24 years 26-49 years 50-64 years
67.0 29.3 87.0 496
70.9 41.2 87.0 56.4
475 225 66.3 241
54.9 36.1 69.0 38.0
57.3 26.0 76.8 36.6
62.9 38.7 780 471

Sources: EC, NSI.

T The data shown in this table were obtained exclusively from the labour force survey. The figures for Belgium therefore differ from those obtained from the other

administrative sources used elsewhere in this chapter.
2 Germany, France, Netherlands.

The low employment rate among the youngest
people is due largely to the education and wel-
fare system prevailing in Belgium, which is
based mainly on full-time education, in contrast
to the German system based on alternation of
training and education and the Dutch system
which favours part-time working by students. At
the other end of the age pyramid, the fact that
women join the Belgian labour market later and
the use of various systems of early withdrawal
from the labour market are the reasons for the
low employment rate recorded in Belgium for
the population aged 50 to 64 years, namely
36.6 p.c. in 1998, whereas in the three neigh-
bouring countries the rate averaged 47.1 p.c.
This peculiarity of the Belgian labour market is
already apparent in the b0 to b4 age group, for
which the employment rate was 60 p.c. against
an average of around 72 p.c. in the three neigh-
bouring countries.

The Belgian labour market features two systems
of early withdrawal from working life paid for out
of the general government budget, thus depriv-
ing the market of a large proportion of the la-
bour force of working age even though, in cer-
tain regions, sectors or occupational skills, there

is a shortage of workers. Thus, in June 1999
7 p.c. of the population aged 50 to 64 years
was covered by the collectively agreed early re-
tirement scheme. Though this proportion has
certainly been falling for several years, the de-
cline has been more than counterbalanced by
the rise in the number of older unemployed per-
sons not seeking work, who in June 1999 rep-
resented 8.2 p.c. of the population aged 50 to
64 years, almost twice the percentage recorded
in 1995 before access to this scheme was
made easier. Altogether, these two systems of
early withdrawal from the labour market con-
cerned 15.2 p.c. of the population aged 50 to
64 years in 1999: 21.9 p.c. of the men and
8.8 p.c. of the women.

In 1998, non-active persons, ie. persons of
working age who, although without a job, state
that they are not seeking work, represented a
relatively similar proportion of the population
of working age in the three regions, namely
36.5 p.c. in Flanders, 37.6 p.c. in Wallonia and
38.1 p.c. in Brussels. In other words, the differ-
ences in employment rates between the three
regions were almost entirely reflected in the
differing proportions of unemployed job-seekers.
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While the comparatively high proportion of non-
active persons can be explained in part, at the
two extremes of the age pyramid, by peculiari-
ties of the education system or the schemes for
withdrawal from working life, some of these per-
sons who are not working also fail to present
themselves on the labour market because they
consider that there is not a job available for
them. The number of these non-active persons,
like the number of unemployed, could be re-
duced, especially by more appropriate training.
The employment rate does in fact rise consider-
ably with the level of education: in 1998, the
rate in Belgium for the population aged 25 to
59 years was 43.5 p.c. for persons of primary
education standard and almost 90 p.c. for uni-
versity graduates. True, the proportion of highly
skilled persons in the population aged 25 to
59 years is higher in Belgium than in the three
neighbouring countries, but the proportion of
persons with low skills is also higher, thus de-
pressing the production potential of the
economy as a whole.

The increase in the standard of training required
by employers is also a characteristic of the
changes taking place on the labour market. The
information obtained from the “social balance
sheet” highlights this trend. In 1998, net recruit-
ment by enterprises submitting a full set of ac-
counts to the Central Balance Sheet Office and
employing mostly workers on permanent con-
tracts related exclusively to workers with at least
a certificate of secondary education, while the
number of workers of primary education stand-
ard declined. This decline involved both male
and female workers, whether working full-time
or part-time.

While improvement in the level of basic training,
by enhancing employability, is one of the keys to
raising the employment rate, in-service training
enables workers to upgrade their skills and adapt
to new technologies. Recognised as one of the
guidelines of the European employment policy,
investment in human resources is also at the
heart of the December 1998 interprofessional
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CHART 31 — NET RECRUITMENT ' IN 1998, BROKEN DOWN
BY LEVEL OF EDUCATION
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Balance of workers taken on and leaving, entered in the staff register of
enterprises which submit a full social balance sheet to the Central Balance
Sheet Office and in which the number of workers on permanent contracts
represented at least 98 p.c. of the workforce registered at the end of the
1998 financial year.

sectoral agreement, which stipulates that the ef-
forts made in in-service training must attain the
average for the three main neighbouring coun-
tries within six years, and total at least 1.4 p.c. of
labour costs by the end of the agreement cover-
ing the 1999-2000 period.

TABLE 14 — TRAINING IN PRIVATE SECTOR ENTERPRISES

1997 1998
Training cost ... 1.3 14
(percentage of labour costs)
Number of persons receiving training ..  34.2 365
(percentage of total workforce)
Training hours ..., 0.8 0.9

(percentage of the total number of
hours worked)

Source: NBB.



The social balance sheet makes it possible to
assess the amount of effort devoted to training
by private sector enterprises. Between 1997
and 1998 the budget which they allocated to
training increased by over 13 p.c. to represent
1.4 p.c. of labour costs in the private sector as
a whole in 1998, though large divergences
were evident between the different branches of

LABOUR MARKET

activity. Over a third of the workforce was in-
volved in a training course during that year,
each trained worker having received an average
of around 36 hours’ training, or 2.3 p.c. of the
annual average working hours of a full-time
worker. Altogether, however, the total training
effort represented just 0.9 p.c. of the number of
hours worked.
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5. COSTS AND PRICES

5.1 COSTS

In 1999, unlike in earlier years, wage formation
in Belgium took place without any direct govern-
ment intervention. Management and labour had
1998, an
interprofessional sectoral agreement for 1999-
2000 which, in accordance with the law of 26
July 1996 on the promotion of employment and

in fact concluded, in December

the preventive safeguarding of competitiveness,
set as the reference for negotiations in sectors
and enterprises the average wage increase ex-
pected in the three main neighbouring countries,
which the Central Economic Council estimated
at 5.9 p.c. over the two years as a whole. How-
ever, some latitude was left in this agreement, in

TABLE 15 — INDICES OF LABOUR COSTS'

COSTS AND PRICES

order, for instance, to take account where nec-
essary of situations specific to particular sectors.

It was this agreement that provided the frame-
work for negotiating collective labour agree-
ments in the sectors during the first half of
1999. They concern about two million workers
and deal with increasing purchasing power, in-
service training and employment, and also other
working conditions such as the policy on safety
and health in enterprises. It is difficult as yet to
make an accurate assessment of the impact of
these agreements on the trend of labour costs
in 1999. The indices of collectively agreed
wages for manual and non-manual workers pub-
lished by the MEL are the only source offering
information on the trend of gross nominal com-

(Percentage changes compared to the corresponding period of the previous year)

Indices of collectively agreed monthly wages 2

Hourly labour costs p.m.
Index of hourly labour

costs in the three main

o TIONS  acive agreements neighbouring
1996 ... 1.7 1.7 1.0 2.1
1997 .o 1.7 15 02 25 2.2
1998 .o 1.9 12 0.7 2.1 2.1
1999 ... 1.7 1.1 0.5 n. n.
1st quarter of 1998 ......... 19 1.0 0.8 20 2.0
2nd quarter of 1998 ......... 18 1.0 0.8 12 2.2
3rd quarter of 1998 ......... 2.1 1.5 0.6 26 2.1
4th quarter of 1998 ......... 1.8 13 05 26 22
1st quarter of 1999 ......... 1.4 12 0.2 26 2.2
2nd quarter of 1999 ......... 1.7 1.4 0.3 n 2.1
3rd quarter of 1999 ......... 1.8 1.0 0.8 n. n.
4th quarter of 1999 ......... 1.7 09 08 n. n.

Sources: EC, MEL.
! Industry and services excluding public authorities.

2 Weighted average of indices of the wages, under collective agreements, of manual and non-manual employees. The index for manual employees has been adjusted

to eliminate the effect on hourly wages of the reduction in working hours.
3 Germany, France and the Netherlands; weighted on the basis of GDP.
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pensation derived from the collective agree-
ments concluded by the joint industrial councils.
They make it possible to identify the various fac-
tors influencing wage scales : wage adjustments
made by applying indexation mechanisms, in-
creases decided upon under collective agree-
ments and, for manual workers, those resulting
from the reduction in working hours.

For analysis purposes, a single index of wages
under collective agreements has been con-
structed by weighting the movement in the indi-
ces of manual and non-manual workers. It
shows that labour costs in Belgium continued
their moderate rise in 1999. Agreed wages
increased by 1.9 p.c. in 1998 and 1.7 p.c. in
1999, mainly on account of the smaller effect
of agreed adjustments. The latter in fact pre-
sented a fairly contrasting pattern during the
year under review, rising initially at a very mod-
est rate — around 0.2 p.c. — which speeded up
to 0.8 p.c. in the second half of the year, in line
with the increase in the number of agreements
being implemented. This acceleration was not,
however, reflected to a comparable extent in the
movement of nominal agreed wages, since the
impact of wage indexation diminished during
this period.

However, indices of wages under collective
agreements are still incomplete indicators of the
movement of wage costs per full-time employee
in enterprises, since they take no account of
such elements as bonus payments, increases
agreed at enterprise level, wage drift and em-
ployers’ social security contributions. These ele-
ments are included in the index of hourly labour
costs published on a harmonised basis for the
first time in April 1999 by Eurostat for the EU
Member States. The aim of this index is to meet
the greater need for information to be provided
quickly, for the authorities and for management
and labour, in the context of monetary union.
These costs are an important determinant of the
trend of prices and hence of future inflation.
Furthermore, the trend of wage costs needs to
be kept in line with macroeconomic conditions.

58

TABLE 16 — LABOUR COSTS IN ENTERPRISES'

(Percentage changes compared to the previous year)

1997 1998 1999 e
Labour costs per full-time em-
ployee ... 31 22 22
Increase resulting from:
Indexations ............. 15 12 1.1
Wage increases under
collective agreements 0.2 0.7 0.5
Actual social contribu-
tions paid by employ-
ers to public authori-
ties? .o 0.4 -0.3 -0.4
Others ...t 1.0 0.6 1.0
Productivity per full-time em-
ployee ... 38 1.9 19
Unit labour costs* ............. -0.6 0.3 03

Sources: MEL, NAI, NBB.
Public and private enterprises.

o

Contribution to the increase in labour costs per full-time employee.

w

This item includes increases in the form of single bonuses, increases granted
by enterprises over and above collectively agreed adjustments for the sector,
the difference between estimated and actual indexations, the difference be-
tween the estimated and actual effect of the collectively agreed wage increas-
es, the impact of social contributions other than those paid to public authori-
ties, the wage drift resulting from measures to activate unemployment benefits
or a change in the composition and structure of employment, and the impact
of the change in the actual hours worked per full-time employee.

N

Per unit of value added in enterprises, at constant prices.

Wage policy now plays a vital adjustment role in
the event of asymmetrical economic shocks in a
monetary union, where, by definition, exchange
rates can no longer perform that function.

In 1998 the increase in hourly labour costs is
shown to have been identical in Belgium and
its three main neighbouring countries, namely
2.1 p.c, despite wider fluctuations during the
year. However, the comparison appears to have
been less favourable in the first quarter of
1999, when the rise in Belgium was 2.6 p.c,
against 2.2 p.c. in the reference countries. How-
ever, the rate of increase should have slowed
down subsequently, as the policy on reducing
employers’ social security contributions was in-
tensified and the effect of indexation diminished.

Taking account of the fact that the number of
hours worked per full-time employee hardly
changed at all in 1999, the rise in labour costs



per full-time employee came to 2.2 p.c. as in
the previous year. The total increase resulting
from indexations was slightly down in 1999, at
1.1 p.c. against 1.2 p.c. in 1998, as this small re-
duction only partly reflects the trend of the
health-index four-month average, in view of the
way in which that index is used in the indexation
mechanisms of the various sectors. In 1999 the
average effect of increases granted under
sectoral collective agreements came to 0.5 p.c.
That is within the margin allowed by the wage
norm agreed upon in December 1998 by man-
agement and labour for 1999-2000, after tak-
ing account of the indexation expected at the
time of calculation and the wage drift, estimated
at 0.5 p.c. per annum. If inflation had been lower
than expected in 1999, permitting a larger in-
crease under the wage agreement, that possibil-
ity would not normally have needed to be used,
since the increase in prices was, on average,
also lower than expected in the three neigh-
bouring countries. The aforementioned law of
26 July 1996 provides for mechanisms to ad-
just the movement of wages in cases where it is
found that the rise in wages in Belgium was ulti-
mately greater than that actually recorded in the
three main neighbouring countries.

The increase in real wages determined under
the sectoral agreements therefore remained
modest, in line with the trend which has been
apparent since 1994, despite increasing signs
in 1999 of a labour shortage in certain regions
or sectors and a scarcity of certain skills.
In principle, the single wage norm introduced
by the law of 26 July 1996 prevents wages
from adapting freely to market conditions, but
enterprises facing a labour shortage might be
tempted to deviate from the norm. Indeed, the
latest interprofessional agreement does provide
for more flexible appraisal of compliance with
the wage norm. In particular, it stipulates that the
appraisal will simultaneously consider the trend
in wages, training effort and employment, and
specifies that any unfavourable development in
one of these areas can be offset by favourable
developments in the other areas.

COSTS AND PRICES

Since 1994, wage moderation has also been
accompanied by a policy of reducing social se-
curity contributions, underpinned by the entry
into force on 1 April 1999 of the multiannual
plan for reductions in employers’ social security
contributions. That date marked the end of two
social security contribution reduction schemes.
This concerned, firstly, the “Maribel” reductions,
which applied to manual employees of enter-
prises engaged in economic, commercial or in-
dustrial activities, except for those coming under
certain specific joint committees (oil, gas and
electricity, financial institutions, insurance), and,
secondly, the low-pay measure, which applied to
workers earning a gross monthly wage of up to
1,5638.25 euros (or 62,053 francs). These provi-
sions had been used very extensively, since, in
1998 — according to MEL data — they applied
to some 54 p.c. of workers in enterprises, on av-
erage : about two fifths were covered by one of
these two measures, while one fifth qualified for
both simultaneously. These schemes have been
replaced by a “structural reductions in contribu-
tions” system which comprises a flat-rate reduc-
tion granted for each employee plus a supple-
employees
receiving wages not exceeding the threshold of

mentary reduction granted for

TABLE 17 — REDUCTIONS IN EMPLOYERS’ SOCIAL
SECURITY CONTRIBUTIONS'!

(Millions of euro)

1998 1999
Structural reductions in contributions .. - 734
Maribel ... 649 327
LOW pay Measure ...........oooovvenns 379 171
Social Maribel ... 50 216
Other ..o 575 550
TOtal et 1,653 1,008
p.m. Percentages of total wages and

salaries ... 1.9 22

Source : Chamber of Representatives.

1 On a cash basis, which lags about three months behind the transactions
approach of the national accounts.
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the old low-pay measure. This new system is
wider in scope than the previous measures,
since it concerns all workers except those in
the socio-cultural, health and welfare sectors,
for whom a special scheme — called “Social
Maribel” — has been in force since 1997 This
scheme, which links reductions in contributions
to job creation, was also made more attractive
in the year under review, the reduction in con-
tributions being stepped up from 161.13 to
24271 euro per quarter from 1 July 1999. As a
result of the new reductions in social security
contributions for employers, the total reductions
granted increased on a cash basis from 1.7 bil-
lion euro in 1998 to almost 2 billion euro in the
year under review, representing 2.2 p.c. of total
wages and salaries. In 1999 this factor reduced
the rise in labour costs per full-time employee
by 0.4 p.c.

Finally, the movement in labour costs is also in-
fluenced by residual factors which consist
chiefly of the wage drift, caused mainly by
changes in the structure of employment, and the
adjustment to working hours resulting from vari-
ations in temporary lay-offs. Together, these fac-
tors increased labour costs by 1 p.c, against
0.6 p.c. in 1998.

Taking account of the rise in productivity, unit
labour costs showed only a small increase, of
0.3 p.c. During the past six years they have been
more or less stable, overall primarily because of
wage moderation. This has therefore done much
to help control prices in recent years.

In 1999 the rise in selling prices, slightly greater
than that in unit labour costs, contributed to-
wards the increase in the gross operating sur-

TABLE 18 — DETERMINANTS OF THE GROSS OPERATING SURPLUS OF COMPANIES'!

(Percentage changes compared to the previous year)

Gross operating margin

Unit selling price .......ooooviiiiii

On the domestic market ...

On the export market ...

Costs per unitsold ...
Imported goods and services? ......... ...
Costs of internal origin per unit produced® ..........

Indirect taxes net of subsidies ....................
Labour costs ...
Gross operating surplus of self-employed persons

Gross operating surplus of companies per unit sold .....
Volume

Final sales at constant prices .....................00s.
On the domestic market ....................oo

On the export market

Gross operating surplus of companies ......................

1996 1997 1998 1999 e
1.9 3.0 0.1 0.6
1.6 1.4 0.4 1.6
2.4 4.6 -0.3 -0.5
22 3.0 0.5
29 5.2 -16 0.2
1.4 0.3 1.3 0.8
5.6 3.3 1.6 2.0
0.6 -06 0.3 0.3
1.8 -29 -11.8 -2.3
0.2 2.8 0.7 1.3
09 5.0 45 2.4
0.6 3.3 4.8 2.0
1.3 6.7 4.2 29
1.2 8.0 5.3 3.8

Sources: NAI, NBB.

! Private and public enterprises.

2 Expressed in national currency.

3 Per unit of value added at constant prices in enterprises.
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plus of companies per unit sold. On the other
hand, the deterioration in the terms of trade, i.e.
the ratio of export to import prices, had the op-
posite effect, as the rise in import prices result-
ing from higher prices for petroleum products
and the depreciation of the euro was not yet
entirely reflected in export prices.

The 1.3 p.c. overall increase in the gross operat-
ing margin was accompanied by a 2.4 p.c.
growth in the volume of sales, so that the gross
operating surplus of companies increased fur-
ther in 1999. However, at 3.8 p.c, its rate of in-
crease was lower than that recorded in 1997
and 1998.

TABLE 19 — HARMONISED INDEX OF CONSUMER PRICES

COSTS AND PRICES

5.2 PRICES

Inflation remained low in Belgium during the
year under review. Measured by the harmonised
index of consumer prices, it came to 1.1 p.c, or
littte more than the annual average of 0.9 p.c.
recorded in 1998. Price movements in Belgium
in 1999 therefore did in fact remain, for the
euro area as a whole, within the limits which the
ECB considers compatible with price stability,
namely an annual increase in the price index of
less than 2 p.c.

After accelerating until March in the year under
review, the rate of increase in the consumer

(Percentage changes compared to the corresponding period in the previous year)

Total p.m.
Health
Non- Energy Underlying index®
processed products inflation2
food
products !
Processed Non-energy Services of which:
food industrial
products products Rents
Weight in p.c......... 100 10.2 10.7 791 141 338 31.2 6.0

1996 ... 1.8 0.7 b8 1.4 08 0.6 25 2.4 1.7
1997 (oo 15 2.7 3.1 1.1 2.3 0.1 1.7 14 1.3
1998 ..o 09 22 -3.6 1.4 1.4 0.7 2.1 1.6 13
1999 ... 1.1 2.1 1.1 0.6 0.8 1.7 15 0.9
1999 January ...... 1.0 3.1 -4.8 1.4 0.4 1.2 2.2 15 12
February ...... 1.0 34 -48 14 0.4 12 2.1 14 1.2
March ........ 1.3 3.1 -2.8 1.6 0.7 1.2 23 15 13

April ..o 1.1 1.0 -06 1.4 0.7 1.1 19 15 1.1

May .......... 0.8 0.1 -05 1.1 0.8 0.7 1.6 15 0.7

June ...l 0.7 -08 -0.3 1.1 09 0.8 15 15 0.7

July oo 0.7 -30 2.1 09 0.6 0.8 12 15 0.4
August ....... 0.9 -22 4.5 09 0.6 0.7 12 15 0.6
September ... 1.3 -1.3 59 0.9 0.6 0.6 14 1.5 08
October ...... 14 02 6.1 0.9 0.6 0.6 12 15 0.9
November .... 16 =11 75 1.1 0.6 0.6 1.8 14 1.1
December ... 2.1 -2.1 12.3 1.3 0.9 0.6 2.1 15 13

Sources: EC, MEA, NBB.
' Fruit, vegetables, meat and fish.

2 Inflation excluding the effect of variations in the prices of non-processed food products and energy products.

3 National consumer price index, excluding the effect of variations in the prices of products considered harmful to health (namely tobacco, alcoholic beverages, petrol
and diesel), the energy levy introduced by the law of 22 July 1993, and the excise-duty-compensating tax on diesel vehicles, which came into force in January 1996.
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price index slowed down, reaching a low of
0.7 p.c. in June and July. Thereafter, it steadily
edged back up.

The higher inflation from November 1998 to
March 1999 was fuelled by the steep increases
in the prices of non-processed food products,
particularly vegetables and potatoes, caused by
the bad weather during the 1998 harvests.
These increases were interrupted in April, while
from June onwards prices actually declined on
account of generally favourable supply condi-
tions. The dioxin crisis did not, after all, have any
significant impact on the consumer price index,
though that does not rule out an effect at an
earlier stage in the marketing circuit, for exam-
ple in farmers’ producer prices. It is difficult to
isolate the effect of the crisis from that of other
factors determining these prices, but in June
and July a marked fall in producer prices was in
fact observed for pigs, poultry and eggs.

For much of the year under review, energy prod-
uct prices moved in the opposite direction from
prices of non-processed food products. The
marked reductions noted at the beginning of the
year still represented a continuation of the 1998
movement. Prices on the international crude oil
market had slumped in 1998 following the con-
traction of demand caused by the crisis in the
emerging or transition countries. The agreement
providing for restrictions on output, concluded
by the OPEC countries in March of the year un-
der review, reversed this trend, especially as
compliance with it was good. The upward trend
in oil prices was also bolstered by the recovery
in demand generated by the expansion of the
world economy, so that prices for Brent crude
more than doubled, from just over 10 dollars a
barrel in February 1999 to around 26 dollars on
average in December of the year under review.

An increase in the crude oil prices quoted on
the international market prompts an almost im-
mediate rise in the prices of petroleum products,
namely petrol, diesel and fuel oil, which have an
overall weighting of 5.1 p.c. in the HICP. Fluc-
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CHART 32 — CONSUMER PRICES OF ENERGY PRODUCTS
IN BELGIUM ' AND CRUDE OIL PRICES

(Indices 1996 = 100)
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Sources : EC, NBB.
T Measured by the HICP.
? Fuel oil, petrol, diesel, LPG and lubricants.

tuations in the consumer prices of these prod-
ucts are governed by the programme contract
concluded between the State and distributors.
The programme contract, which sets maximum
selling prices for the products covered, guaran-
tees that changes in oil prices will be reflected
in consumer prices without any automatic ad-
justment to distributors’ margins. The prices cal-
culated under this contract in fact take account
of the conditions prevailing on the international
markets, and of the production costs of enter-
prises in the Belgian oil sector. In consequence,
the movement in consumer prices is not propor-
tional to the change in quoted prices for crude
oil. First, it is necessary to take account of the
movement in the dollar exchange rate, which
may amplify or attenuate the variation in prices



in euros. During the year under review, the euro
depreciated on average by about 5 p.c. against
the dollar. Next, the effect of a change in the
crude oil price is moderated by excise duties,
which are flat-rate taxes representing around
half the price paid by consumers. Furthermore,
this price rise similarly has no direct influence
on the value added at the different processing
and distribution stages. Altogether, between the
first two months of the year and December, con-
sumer prices for petroleum products increased
by only about 29 p.c. in Belgium, whereas, even
expressed in dollars, the price per barrel for
Brent crude more than doubled during that pe-
riod.

However, an increase in oil prices does have in-
direct effects on consumer prices, and these be-
come apparent in different phases. It influences,
albeit after a time-lag, the prices of the other
energy products included in the HICP, notably
electricity and gas, with a combined weighting of
5.5 p.c. This time-lag amounts to about three
quarters on average for the price of natural gas.
It takes even longer before the influence of oil
prices affects electricity charges, and the impact
is smaller : these charges are in fact calculated
taking account of two parameters : the price of
fuel and other production costs, including
wages. In 1999, oil had only a 1 p.c. share in
electricity production, the greater part — 68 p.c. —
being produced from nuclear energy, with gas
and coal accounting for 27 and 12 p.c. respec-
tively. Thus the fall in oil prices in 1998 did not
cause electricity prices to drop until May 1999,
and the reduction was only small. From October
onwards, these prices were also influenced by
the reduction in charges decided upon by the
Supervisory Committee for Electricity and Gas,
the effect of which will be felt until September
2000. In November 1999 the Supervisory Com-
mittee also announced a further rate reduction
taking effect in July 2000. This policy on
charges is intended to eliminate the current
price differentials vis-a-vis some European part-
ners in favour of households and of industry in
general.

COSTS AND PRICES

[t also needs to be seen in the general context
of the liberalisation of markets in goods and
services in the EU. This process was extended
to electricity by the European directive dated
19 December 1996 on common rules for the
internal market in electricity, transposed into
Belgian law by the law of 29 April 1999 on the
organisation of the electricity market. Belgium
has therefore opened up the first segment of its
market to competition since April 1999, without
making use of the one-year exemption which it
had secured. “Eligible” customers are large en-
terprises, major electricity consumers (using
over 100 GwH per annum), who account for
around 33 p.c. of total electricity consumption.
There is provision for a progressive widening of
the eligibility criteria, and from 1 January 2007
distributors will also have a free choice of sup-
plier for at least 25 p.c. of their needs, with total
freedom of choice by 2011 at the latest.

The higher oil prices also influence final con-
sumption prices via their impact on the cost of
intermediate inputs at the various stages in the
production process. That influence may also be
accentuated at a later stage by the indexation of
wages. However, the risk that a rise in oil prices
might set off a price-wage spiral, as happened
in the 1970s, has been considerably moderated
since 1994 by the use of the health index as a
reference for wage indexation, as the health in-
dex excludes petrol and diesel. The deterioration
in the terms of trade which a steep rise in oil
prices inflicts on the economy is therefore,
thanks to the health index, no longer borne
solely by enterprises, at least initially, but also by
individuals.

The impact of the rise in oil prices on consumer
prices for non-energy industrial products and
the prices of services is felt after a certain
time-lag. According to the Bank's quarterly
econometric model, it takes at least thirteen
quarters before all the effects of an oil price
shock are reflected in prices. The assimilation of
shocks also depends on macroeconomic condi-
tions. For the consumer, the impact of cost in-
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creases, such as oil price rises, depends on
many factors, such as the extent to which such
increases are considered to be permanent, the
economic situation and competition on the mar-
ket. A temporary shock in oil price quotations is
absorbed more readily in gross operating mar-
gins than a shock which is regarded as perma-
nent. An upswing in the economy exerts effects
in two ways: it leads to higher productivity,
which limits the rise in unit output costs, and it is
accompanied by a general strengthening of de-
mand, which makes it easier for cost increases
to be passed on to consumers. An increase in
competition has a moderating effect on prices.

The recent oil price rises have not yet had any
visible impact on underlying inflation, which cor-
responds to overall inflation excluding the effect
of changes in the prices of non-processed food
products and energy. On the contrary, underlying
inflation fell during the first seven months of
1999, and then stabilised before admittedly
creeping back up in November and December,
but that was because of a quickening of the rise
in the prices of services. The increase in the
prices of non-energy industrial products slowed
down for much of the year, as the 1998 fall in
oil prices was still keeping costs down in the
year under review, illustrating the time-lags men-
tioned earlier.

The trend in prices of services, especially in tele-
communications, demonstrates the growing
pressure of competition unleashed by the move
towards deregulation and liberalisation. The
marked fall in telephone prices in November
1998 depressed service prices by 0.7 percent-
age point during the first ten months of the year
under review. This kept the rise in service prices
down to a very low level in historical terms. Fur-
thermore, the impact of the said reduction on
consumer prices is doubtless underestimated,
given that the keener competition has until now
been evident in specific market segments such
as mobile phones or business telecommunica-
tions. For one thing, mobile phones are not in-
cluded in the current price index. Also, the indi-
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CHART 33 — INFLATION IN SERVICES'

(Percentage changes compared to the corresponding month of
the previous year)
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rect effect of falling telecommunications prices
on inflation via the costs of enterprises is hard
to quantify. From November 1999 onwards,
service prices and hence underlying inflation in-
creased at a faster pace, since the reductions in
charges granted a year earlier in the telecom-
munications sector ceased to influence inflation
calculated on an annual basis.

Rents form an important component of services.
During the year under review, they rose at a
steady 1.5 p.c. Their real increase was very
small, as rents are index-linked on the basis of
the health index. In addition, there is a surplus
supply of rented housing. In recent years, low
mortgage interest rates combined with the im-
provement in the general economic situation
have doubtless encouraged individuals to prefer
to cover the cost of a loan rather than rent in
their expenditure on housing, and hence to opt
in favour of home purchases.

The rise in the prices of processed food prod-
ucts, the other component of underlying infla-



CHART 34 — OVERALL AND UNDERLYING INFLATION '
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tion, remained moderate, since the price of cof-
fee — the main product behind the volatility of
prices in this category — continued to fall at a
more or less constant rate. This price movement
speeded up slightly in December owing to the
rise in the price of bread, following the decision
of the Minister for Economic Affairs to approve
the application for an increase in the maximum
price of this product, submitted by the bakery
sector in 1998 to take account of the rising la-
bour costs.

As in 1998, the overall and underlying inflation
rates recorded in Belgium during the year under
review were little different from the figures for
the euro area as a whole. In the case of overall

inflation, the rises and falls were slightly more
pronounced in Belgium than on average in the
euro area. These more marked fluctuations oc-
curred mainly in non-processed food products
and are attributable to the fact that weather
conditions and other incidental factors which
have a temporary impact on supply, such as live-
stock diseases, have a major effect on prices for
this category of products in a particular country,
especially if the country is small, but are re-
flected in the average price level of the euro
area only to the extent of the weighting of that
country. Moreover, in that average price the
movement in prices in one particular country
may be offset by an opposite movement in an-
other country.
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6. PUBLIC FINANCES

6.1 REVENUE, EXPENDITURE AND
FINANCING REQUIREMENT

European monetary union created a new envi-
ronment for budgetary policy in the euro area, al-
though this, unlike monetary policy, remains a
matter for the national authorities. The EU Mem-
ber States are henceforth required to comply
with the provisions of the Stability and Growth
Pact, which specifies the obligations imposed by
the Treaty on European Union. In order to pre-
vent, in particular, the development of the public
finances from impairing the effectiveness of
monetary policy, they undertook by this pact to
steer their budgets, in the medium term, towards
equilibrium, or even a surplus. The purpose of
this objective is to ensure that the incidence
of normal fluctuations in economic activity on
public revenue and expenditure can be absorbed
without this leading to an excessive deficit of
more than 3 p.c. of GDP.

The medium-term orientation thus given to budg-
etary policy is moreover justified for other rea-
sons. It contributes to a faster reduction in the
level of indebtedness in the countries where this
is still above the reference value of 60 p.c. of
GDP, as well as to the creation of scope for cop-
ing in the longer term with, among other things,
the consequences of the ageing of the popula-
tion.

In order to give substance to the commitments
defined in the Stability and Growth Pact, the
Member States are required to draw up each
year a stability programme, or a convergence
programme in the case of the countries which
have not yet adopted the euro. They must de-
scribe in this programme the broad lines of their
budgetary policy for the next three or four years
and indicate the course which they will follow to
make their budgetary situation comply with the
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provisions of the pact. The first series of stability
or convergence programmes was presented at
the end of 1998 and the beginning of 1999. It
constitutes the main reference according to
which the budgetary policy pursued by the Mem-
ber States in 1999 must be assessed.

Belgium's first stability programme, submitted in
December 1998, was centred on the mainte-
nance of the general government primary sur-
plus at the expected level for the year 1998, that
is, about 6 p.c. of GDP. This strategy, which had
already been the subject of a formal undertaking
on the part of the Belgian authorities at the be-
ginning of 1998, was to make it possible, thanks
to the downward trend of interest charges, virtu-
ally to eliminate the budget deficit by 2002 and
to reduce the debt ratio by nearly 11 percentage
points between 1998 and 2002. In order to
make this strategy possible, specific budgetary
norms were defined for the various sub-sectors
of general government. On the one hand, the pri-
mary surplus of Entity I, that is, the federal gov-
ernment and the social security system, was to
remain unchanged at the level of 5.3 p.c. of GDP
envisaged for 1999. On the other hand, the
budget of Entity Il, i.e. the regions, communities
and local authorities, was to remain in balance.
The stability programme, based on a trend eco-
nomic growth of around 2.3 p.c. per annum for
the period from 1999 to 2002, also imposed a
strict rule for the allocation of the effects on the
budget of a more favourable economic situation,
by setting aside the greater part of these for
faster reduction of the public deficit and the
public debt. The allocation for other purposes
was limited, under the best assumption, to at
most 0.14 p.c. of GDP per year.

However, the results achieved by the general
government account in 1998 were much better
than had been forecast: its deficit, which was
still estimated at 1.6 p.c. of GDP in the stability
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programme, was kept down, according to the
most recent national accounts, to only 1 p.c. of
GDP, while the primary surplus amounted to
6.6 p.c. and not 6 p.c. These more favourable
balances are mainly attributable to higher rev-
enues from tax and social contributions, as well
as to better results for the communities and re-
gions. These factors were offset to a slight ex-
tent by the changeover to the new methodology
of ESA 95 for the national accounts. This led to
several important changes for the general gov-
ernment account, the final net incidence of
which in 1998 proved only slightly negative. With
a deficit of 1 p.c. of GDP, the target set by the
stability programme for 2000 was already
reached in 1998.

In accordance with the European regulations, the
Belgian authorities submitted an updated stabil-
ity programme at the end of the year under re-
view. This new programme applies to the years
2000 to 2003. In addition to the confirmation of
the norm for the medium-term stabilisation of
the primary surplus for general government as a
whole at about 6 p.c. of GDP, a second norm in
terms of financing balance is added. Net financ-
ing must return to equilibrium in 2002, via inter-
mediate deficit targets of 1 and 0.5 p.c. of GDP
respectively for the years 2000 and 2001. The
government undertook, however, to reduce the
public deficit to a greater extent in 2000 in the
event of economic growth in excess of 2.5 p.c,
making provision for this purpose for a priority
allocation of the resultant margin for manoeuvre.
For the year 2003, a slight structural financing
surplus must be generated, with a view in par-
ticular to counteracting the incidence on the
public debt of the transactions which are not
taken into account in the net financing balance
and thus permitting a stabilisation of the debt in
nominal terms.

Such a strategy is in accordance with the recom-
mendations of the Stability and Growth Pact. The
dual norm implies that, if the movement of inter-
est rates is in accordance with expectations, the
objective of budgetary balance in 2002 will ne-
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cessitate a primary surplus of about 6.4 p.c. of
GDP.

As in the stability programme of December
1998, norms were laid down for the various pub-
lic entities, to enable each of them to achieve a
balanced net financing position in 2002. With re-
gard to Entity |, this calls for a large increase in
the primary surplus by then. For the communities
and regions as a whole, budgetary balance must
be achieved over the entire period, in accordance
with the terms of the co-operation agreement of
24 November 1999 between the governments
of the federal and federated entities. Lastly,
the local authorities must generate a surplus of
0.2 p.c. of GDP for the years 2000 and 2001
and keep their budgets in balance from 2002
onwards.

Revenue

Fiscal and parafiscal revenue amounted in 1999
to 449 p.c. of GDP, representing a decline of
0.5 percentage point compared to the previous
year.

More than half of this revenue is levied on
earned incomes, in the form of taxes or social
contributions; the other two categories of levies
on incomes — namely taxes on company profits
and those on incomes from movable and immov-
able property — each represent less than one
tenth of the fiscal and parafiscal pressure, the
remaining quarter being levied on transactions in
goods and services.

The fluctuations of the share in GDP of each of
these categories can be broken down between
the movement of the tax base compared to GDP
on the one hand and that of the implicit rate
— revenue expressed as a percentage of the tax
base — on the other.

From 1996 to 1998, levies weighing chiefly on
earned incomes remained practically stable as a
percentage of GDP, as a result of opposite



TABLE 20 — REVENUE OF GENERAL GOVERNMENT

(Percentages of GDP)
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Levies weighing chiefly on earned incomes .................
Personal income tax! ...
Social security contributions? ......... ...

Taxes on company profitss ...

Levies on other incomes and on assets ....................
Of which:
Levies on income from movable property4 ...........
Levies on income from immovable property® ........
Death duties ...

Taxes on goods and Services ............oooviiiiiiiiiiiinn.
Of which:

Excise duties
Other levies on vehicles® .................cooviines.

Fiscal and parafiscal revenue ...
Federal government ................. ..o
Social security ....... ... i
Communities and regions .................c.c.ccooiiin.
Local authorities ...

Non-fiscal and non-parafiscal revenue ......................

Total reVeNUE .o vv i

1995 1996 1997 1998 1999 e
26.4 26.2 26.4 26.3 26.0
125 124 125 126 123
139 139 139 137 13.7
2.6 2.8 3.0 35 32
3.4 3.4 35 35 33
1.2 1.0 1.0 0.9 0.8
1.8 2.0 2.0 2.1 2.0
0.3 0.4 0.3 0.4 0.4
1.8 122 123 121 124
6.8 7.0 7.0 6.9 7.2
2.4 25 2.4 2.4 2.4
0.6 0.7 0.7 0.7 0.7
441 446 451 45.4 449
17.0 17.0 17.0 17.4 16.9
14.6 14.8 15.1 14.9 156.0
10.3 105 10.7 10.8 11.0
22 23 23 22 21
1.3 1.4 12 1.1 1.4
454 46.0 46.3 46.4 46.3

Sources: NAI, NBB.

Advance payments, assessments and withholding tax on interest income.

@ on

savings.

o

o

Registration tax, road tax, excise-duty-compensating taxes and Euro tax disc.

movements in the tax base and the implicit rate.
The share of earned incomes in GDP showed a
downward trend, while on the contrary the im-
plicit rate of taxation on these incomes in-
creased slightly : the incidence of the progres-
sive nature of the scales of personal income tax,
heightened by their partial non-indexation, and
that of the extension of the special social secu-
rity contribution, were in fact only partly offset by
reductions in employers’ contributions. During
the year under review, the fiscal and parafiscal
pressure on earned incomes declined slightly, as
the share of these incomes in GDP stabilised,
while at the same time the implicit rate de-

Withholding tax on earned income, advance payments, assessments and proceeds of additional centimes on personal income tax.
Total social contributions, including the special social security contribution and the contributions of persons not in work.

Withholding tax on income from movable property of individuals, as well as the taxes on stock exchange transactions, UCls, listed and bearer securities and long-term

Withholding tax on income from immovable property (including the proceeds of additional centimes), registration fees on real estate transactions and mortgage fees.

creased somewhat. This slight reverse movement
is due to further reductions in employers’ contri-
butions, while the complete reindexation of the
tax scales has ended the automatic increase in
the tax burden caused by inflation. Although the
second of these measures relates to income for
the whole of the year 1999, it was applied to the
scale of the withholding tax on earned income
only with effect from 1 April 1999. The further
reductions in the contributions payable by em-
ployers were decided upon in implementation of
the multiannual programme of reduction of
charges on employers announced in the Belgian
action plan for employment of April 1998, the

69



PUBLIC FINANCES

CHART 35 — MAIN DETERMINANTS OF FISCAL AND PARAFISCAL REVENUE
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first phase of which became applicable during
the year under review. They came into force in
April in the market sector, and in July in the non-
market sector, at a total budget cost estimated in
1999 at nearly 350 million euro.

Tax revenues from companies, for their part, in-
creased very markedly until 1998. This rise is
mainly due to that in the tax base, which was
swollen by substantial capital gains in 1997 and
1998. Despite a rather variable profile, the im-
plicit tax rate also showed a slight upward trend
between 1995 and 1998, in the context of a
more restrictive policy on fiscal expenditure. In
1999, however, the share in GDP of revenue
from companies declined, for the first time in
several years. In the absence of measures
changing the tax rate, this decrease might be at-
tributable to the fall in taxable profits in relation
to GDP,

The share of levies on other incomes and on as-
sets underwent little change from 1996 to
1999. The weight of taxes levied on incomes
from movable property decreased, while that of
levies on incomes from movable property and on
immovable assets increased slightly. Death du-
ties, which affect both movable and immovable
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assets, also increased somewhat, whereas the
nominal rates applicable to the passing-on of
family companies were reduced in the three re-
gions, while the general structure of the rates
was furthermore changed in the Flemish region.

The decline, since 1995, in levies on individuals’
incomes from movable assets is attributable both
to the movement of the tax base and to that in
the implicit tax rate. As a result of the decline in
interest rates, the share of individuals’ incomes
from movable assets in GDP has in fact been
steadily eroded, from over 12 p.c. of GDP in
1995 to about 10 p.c. in 1999. Despite the rise
in the nominal rate of the withholding tax on in-
terest incomes in 1996, the implicit tax rate
showed a downward trend, owing to the portfolio
reallocations in favour of lightly taxed or untaxed
financial products, such as the securities issued
by UCls or savings deposits. The fall, as percent-
ages of GDR in revenue from taxes on incomes
from movable assets took place entirely in the
withholding tax on interest incomes, since the
proceeds of the withholding tax on dividends
was stable and the various taxes connected with
financial transactions practically doubled, so that
they now represent a quarter of this revenue
category.



CHART 36 — LEVIES ON INCOMES FROM MOVABLE AND
IMMOVABLE ASSETS AND ON THESE
ASSETS '

(Percentages of GDP, unless otherwise stated)
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On the other hand, the proceeds of the taxes on
other income and on immovable assets kept
closer to the movement of GDP. Registration
fees on real estate transactions increased, owing
to the rise in the relative prices of real estate
and the greater number of transactions. Rev-
enues from the withholding tax on immovable
assets, on the other hand, were relatively stable
from 1996 to 1998, because the growth in the
additional centimes levied by municipalities was
slight. It should also be noted that the indexation
of assessed property incomes from 1991 on-
wards helped to prevent a decline in the share of
these revenues in GDP. The fairly large decrease
in these in 1999 was due to collection delays in
the Flemish region, since that region has col-
lected the additional centimes itself from the
1999 fiscal year onwards.

After a substantial rise in 1996 due to the in-
crease of half a point in the standard VAT rate,
to the raising of excise duties and to the intro-
duction of an excise-duty-compensating tax on
diesel-engined vehicles, taxes on transactions in
goods and services, expressed as percentages
of GDR, remained practically unchanged until
1998. In 1999 their share in GDP increased
again, entirely owing to VAT revenues. In the ab-
sence of any significant rise in the VAT tax base,
the movement of these revenues is attributable
to a rise in the implicit rate due, on the one hand,
to the abolition, in the middle of the previous
year, of the measures reducing VAT on the build-
ing of social or small dwellings, and, on the other
hand, to a more favourable structure of private
consumption. Sales of products subject to the
standard rate of 21 p.c, such as cars, mobile
telephones and data-processing equipment, in
fact rose faster than those of other goods and
services on which the average rate was lower.
Excise duties, however, remained unchanged
compared to the previous year, during which
they had been swollen by exceptionally large
payments on tobacco sales in Luxembourg.

The movement of fiscal and parafiscal revenue
differed greatly from sub-sector to sub-sector in
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1999, the federal government's revenues having
contracted by 0.5 percentage point of GDPF,
whereas those of the communities and regions
and those of the social security system in-
creased by 0.2 and 0.1 point respectively.

This divergence is mainly due to the institutional
mechanisms whereby the revenues are distrib-
uted between the different levels of power. Thus,
the already structurally large increase in taxes al-
located to the communities and regions was ac-
celerated in 1999 by the assignment of addi-
tional resources derived from a settlement of
amounts payable for the past. The revenues of
the communities and regions therefore increased
by 4.3 p.c. in real terms. Furthermore, the amount
transferred to the social security system under
the alternative financing scheme was also in-
creased, as the counterpart to the additional re-
ductions in employers’ contributions. After these
allocations, the net revenues accruing to the fed-
eral government decreased by 1.2 p.c. in real
terms.

A similar divergence is to be seen in the longer-
term movement of revenues by sub-sectors,
those of the communities and regions having in-
creased annually from 1990 to 1999 by 3.9 p.c.
in real terms, that is, a much higher growth rate
than that of GDP and that of the revenues of the
other components of general government, espe-
cially the federal government, whose revenues
grew on average by only 1.1 p.c. per annum. The
sharp rise in the resources of the federated enti-
ties is chiefly due to the mechanisms established
for the assignment of personal income tax and
VAT revenues — which constitute more than
80 p.c. of the total revenues of these entities —
during the transitional period of application of
the Communities and Regions Financing Act of
16 January 1989. For personal income tax, vari-
ous relatively complex adjustment mechanisms
resulted in a very strong real rate of increase, of
over 7 p.c. per year. The chief mechanisms in-
volved were the gradual freeing of the resources
necessary for financing the exercise of the re-
sponsibilities transferred to the communities and
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regions and the gradual alignment of the distri-
bution of the resources assigned to them with
the relative contribution of their respective
populations to the proceeds of the personal in-
come tax. The volume of VAT revenues allocated
for financing education, for its part, moved mainly
in line with the — tiny — decline in the population
of under-18s in the community where this de-
cline was slowest. But, account being taken of
an ad hoc upward correction in 1990 and of the
paying up of amounts owed for the past in
1999, it nevertheless showed a very small aver-
age increase of 0.4 p.c. per annum from 1990 to
1999. The substantial rise in the revenues of the
communities and regions warranted an upward
trend in their primary expenditure, of 2.5 p.c,
whereas for the other components of general
government that trend amounted at the same
time to about 1.6 p.c.

In the final phase of the Financing Act starting in
the year 2000, the increase in the revenue of

TABLE 21 — FINANCING RESOURCES
OF THE COMMUNITIES AND REGIONS

(Annual percentage changes at constant prices)!

Transition Final pm.
period phase Structure
in 1998
(percent-
ages of

total

1990-1999 2000-2010 revenue)

Revenue from personal in-
come tax and VAT allo-
cated under the Financ-

ing Act 2 ... 39 1.2 82
To finance education ... 0.4 -0.3 34
For other responsibilities 7.2 2.1 48
Other revenue ............. 40 n. 18

Total revenue of the com-
munities and regions ... 39 n. 100

pm GDP .................. 20 22

Sources: Chamber of Representatives, NAI, NBB.
1 Deflated by the national index of consumer prices.

2 For the year 2000 the data are those of the federal government's initial
budget; for the following years they are estimated on the basis of the devel-
opment of the population (according to the NAI projections published in
1996), of economic growth of 2.2 p.c. and on the assumption that the inter-
regional differences in the per capita proceeds of personal income tax will re-
main unchanged.



the communities and regions will be appreciably
smaller. For the transferred part of the personal
income tax, the mechanisms which brought
about a very marked increase will disappear and
the movement — apart from the amount of the
solidarity intervention — will simply be equal to
that in GNI (GNP in the former ESA 79 defini-
tion). For VAT revenue, on the other hand, the
method of calculation is unchanged, ie. its total
amount will continue to be adapted to the
number of young people. Assuming real growth
of 2.2 p.c. and taking account of the expected
decline in the population of persons aged under
18, the real rise in the total amount of revenue
transferred can be estimated at about 1.2 p.c.
per annum, which, unlike in the past, is below
economic growth.

PUBLIC FINANCES

Non-fiscal and non-parafiscal revenue reached
1.4 p.c. of GDP in the year under review against
1.1 p.c. in 1998. This sharp rise is due particu-
larly to the provisional recording, according to
the national accounts methodology, of the
amount to be refunded by companies for Maribel
aids declared to be not in accordance with Euro-
pean competition law.

Primary expenditure

Expenditure excluding interest charges in-
creased by 0.2 point of GDP during the year un-

der review, thus amounting to 40 p.c.

Deflated by the national index of consumer
prices, it increased by 2.7 p.c. in 1999, ie. at a

TABLE 22 — PRIMARY EXPENDITURE OF GENERAL GOVERNMENT'

Percentages of GDP

Percentage changes at constant prices?

1997 1998 1999 e 1996 1997 1998 1999 e
Compensation ... 8.7 86 86 -08 1.8 22 15
Net current purchases of goods and services ....... 1.6 1.6 1.7 22 1.8 5.7 46
Current transfers to individuals ...................... 236 233 233 1.6 0.7 2.0 2.1
of which: Private sector and general government
PENSIONSS L. i 89 88 8.7 09 29 29 1.6
Unemployment benefits, early retire-
ment pensions and career interruptions 2.7 26 25 20 -1.2 -1.0 -0.8
Health care ..., 55 55 5.7 5.2 -2.1 34 5.0
Subsidies to enterprises ... 1.7 1.6 1.7 49 -9.7 -0.9 45
Current transfers to the rest of the world ........... 1.7 1.7 1.7 6.7 8.0 39 3.1
Capital expenditure ... 3.1 29 3.1 -2.4 19.3 -35 9.3
p.m. excluding non-recurrent capital expenditure* ... 28 2.7 29 1.8 0.9 -12 94
Total primary expenditure ... 404 39.8 40.0 1.1 2.0 1.8 27
p.m. excluding non-recurrent capital expenditure® ... 402 39.6 398 1.4 08 20 27
Federal government ... 13.1 127 128 -0.1 2.7 05 28
Social security .............o oo 185 183 182 2.1 -04 23 2.1
Communities and regions ........................... 11.4 11.3 11.2 -0.7 34 24 1.6
Local authorities ... 52 52 53 08 1.8 32 4.9
GDP 1.0 35 2.7 2.3

Sources: NAI, NBB.

T Expenditure excluding interest charges. For general government as a whole, the data are consolidated, that is, they exclude transfers between sub-sectors.
2 With the exception of GDP, the data are deflated by the national index of consumer prices.

3 Including the pensions of Post Office staff and the guaranteed income for old persons.
4

Exercise of the government guarantee for writing off the losses of public sector financial institutions, expenditure connected with the dioxin crisis and transactions
deducted from expenses (sales of buildings and grants of licences for mobile telephony).
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CHART 37 — GROWTH IN PRIMARY EXPENDITURE AT CONSTANT PRICES '

(Percentage changes)
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T Expenditure excluding interest charges, deflated by the national price consumer index.

2 Corrected to eliminate non-recurrent capital expenditure.

considerably higher rate than in the previous
year, owing to the sharp increase in health ex-
penditure, subsidies to enterprises and capital
expenditure.

The quickening of the rate of expansion of
health care insurance interventions took place in
hospitalisation expenditure. The latter, which had
been curbed more than the other categories of
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intervention in 1998, accelerated mainly be-
cause of measures to boost staffing and pay lev-
els in the hospital sector.

The sharp increase in subsidies in 1999 is artifi-
cial, because their level had been reduced the
previous year by a repayment from the Post Of-
fice to the Treasury, following the change in the

method of financing that body's staff pensions.



The movement of capital expenditure was influ-
enced during the last few years by exceptional
and non-recurrent transactions. Thus, in 1997
and 1998, this spending had been successively
swollen by the investment aid granted for the
building of the high-speed train network and by
the clearing-off by the Treasury of the exchange
losses on foreign currency loans contracted by
a public credit institution. Capital expenditure
nevertheless contracted in 1998, because, in ac-
cordance with the national accounts methodol-
ogy, the payment to the federal government of
the proceeds of the granting of a mobile tele-
phony operation licence was deducted from this
1999,
recurrent nature of all these transactions, a fur-

expenditure. In owing to the non-
ther decrease in capital expenditure might have
been expected, but this spending increased on
the contrary owing to the expenditure of around
420 million euro entailed by the compensation
for the losses resulting from the contamination
of food products by dioxin. If all this exceptional
non-recurrent expenditure is disregarded, the
change in capital expenditure appears to have
swung from a fall of 1.2 p.c. in 1998 to a rise of
9.4 p.c. in 1999, primarily owing to the increase
in investment by local authorities with a view to
the municipal elections to be held in 2000.

Looked at from a longer-term viewpoint, the rela-
tively high real growth in primary expenditure in
1998 and 1999 represents a trend break
compared to the previous years. Adjusted for
exceptional capital expenditure, it actually
reached an average of 2.3 p.c. per annum during
these two years, against an average of only
1.2 p.c. from 1994 to 1997 This quickening of
the rate of rise of primary expenditure is partly
the concrete manifestation of the regaining of a
certain margin for manoeuvre by general govern-
ment after years of budgetary consolidation. The
small increase recorded until 1997 took place
within the special context of the recovery efforts
made to meet the Treaty of Maastricht's conver-
gence criteria for the public finances, which were
based on, among other things, compliance with a

norm for the stabilisation of the federal govern-

PUBLIC FINANCES

ment's primary expenditure in real terms. In ac-
cordance with the commitments entered into by
the Belgian authorities at the beginning of 1998,
fiscal policy was subsequently based on the prin-
ciple of stabilisation of the primary surplus at a
level of about 6 p.c. of GDP. Under normal eco-
nomic conditions, this new norm offered Entity |
a certain latitude for adapting its revenue or ex-
penditure policy in a less restrictive manner than
in the past.

The rise in primary expenditure was however
more limited than that observed at the beginning
of the 1990s when, after years of severe restric-
tions, the rise in spending had peaked at an av-
erage of about 3.5 p.c. per annum from 1991 to
1993. Various factors had contributed to this
runaway movement, including the general revi-
sion of civil service scales, the upward adjust-
ment of pensions in the public sector and the
raising of pensions in the private sector, the in-
crease in unemployment connected with the cy-
clical reversal and the particularly sharp increase
in health expenditure and capital spending.

Overall, primary expenditure increased during the
last two years, and on average also during the
past decade as a whole, at a rate close to the
trend increase in GDP, but appreciably higher
than that, of about 1.5 p.c, assumed for the fu-
ture in the stability programme.

The quickening of the rate of increase compared
to the period 1994-1997 is attributable to that in
current purchases of goods and services, health
expenditure and capital expenditure. Spending in
the first category, which had increased only very
slightly in the first part of the 1990s, was influ-
enced in 1999 by the expenditure connected
with the elimination of food products contami-
nated by dioxin, such as analysis, storage and
transport costs. The other two categories of ex-
penditure, for their part, show a profile which
tends to be repeated in a cyclical manner.

From year to year health expenditure does in
fact fluctuate greatly, since periods of sharp rise
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alternate with periods of much more moderate
growth, or even decline as in 1997, without such
a profile being entirely explainable by the effect
of discretionary measures. Over the past decade
as a whole this expenditure increased on aver-
age by 3.7 p.c. per annum, or much more than
the other categories of current expenditure.

Capital expenditure, for its part, is largely deter-
mined by the movement of investment by local
authorities, which represents nearly 50 p.c. of
public investment and is connected with the
cycle of municipal elections every six years.
Thus, from 1991 to 1993, the rise in investment
by local authorities was particularly large, reach-
ing nearly 30 p.c. in 1993, that is, during the
year preceding the last municipal elections.
During the following two years, ie. in 1995 and
1996, this investment contracted on average by
about 15 p.c. per annum. It resumed its growth
from 1997 onwards, at first moderately and then
much faster in 1999, with a view to the munici-
pal elections in 2000.

On the other hand, the rate of increase of com-
pensation and of replacement incomes did not
speed up during the last two years.

Unlike the other categories of expenditure, the
replacement incomes for which the NEMO s re-
sponsible, that is, the expenditure on unemploy-
ment benefits, early retirement pensions and ca-
reer interruptions, have already been showing a
slight decline for several years. This decrease
has been coupled with an appreciable change in
their structure over the years. Interventions for
unemployment benefits shrank by nearly 20 p.c.
from 1994 to 1999, parallel with the number of
beneficiaries, which fell at the same time from
about 557000 units in 1994 to less than
425,000. On the other hand, expenditure on final
withdrawals from the labour market increased
owing to the rise of about 70,000 units in the
number of persons coming under the scheme for
older unemployed persons not seeking jobs,
which is tending increasingly to take the place of
the conventional early retirement system, the

76

number of beneficiaries of which has declined in
recent years. Lastly, expenditure on temporary
withdrawals from the labour market, although
smaller in amount, has also shown strong growth
since 1997, the number of persons who have re-
ceived compensation from the NEMO for career
interruptions having risen from 57,000 to about
81,000 units. The greatest success has been

CHART 38 — EXPENDITURE OF THE NEMO
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achieved by part-time career interruptions. Alto-
gether, expenditure on unemployment benefits
represented only half of the NEMO's total ex-
penditure in 1999.

The increase in the rate of rise of primary ex-
penditure in 1998 and 1999 took place in the
accounts of the federal government and the
local authorities. Thus, corrected to eliminate
non-recurrent capital expenditure, the federal
government's spending grew in real terms by
1.1 p.c. in 1998 and by 2.7 p.c. in 1999,

CHART 39 — PRIMARY EXPENDITURE BY SUB-SECTOR

(Percentage changes at constant prices)
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whereas it had remained more or less stable on
average during the 1990s. After years of severe
restrictions, increased needs made themselves
felt in some departments, chiefly connected with
justice and security. At nearly 5 p.c, the local
authorities’ spending also grew faster than the
long-term average, mainly pushed up by invest-
ment expenditure.

The growth in the expenditure of the communi-

ties and regions, which was more than 3 p.c. per
annum at the beginning of the 1990s, slowed

COMMUNITIES AND REGIONS
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down somewhat in the most recent period. In
1999 it amounted to only 1.6 p.c.

Social security expenditure remained, both in
1998 and 1999, despite the sharp rise in
spending on health care insurance, fairly close to
its average long-term expansion rate, in line with
that of GDP.

Interest charges

The changeover to the new methodology of
ESA 95 entails a substantial change in the
method of taking account of interest charges:
these no longer have to be recorded at the time
of payment but on a transactions basis, that is,
taking account of the interest accrued over the
whole or part of the year on debts contracted or
redeemed during the year. This methodological
change can strongly affect both the movement
and the level of interest charges. Thus, in the
new method, a nominal increase in the debt
leads to a relatively faster increase in the
charges for the year under review, to the extent
of the amounts of interest accrued but not yet
due which it generates. Furthermore, fluctuations
in interest rates also manifest themselves faster
in interest charges. Lastly, the incidence of
changes in the financing structure according to
maturity is reduced on a transactions basis. This
is because the year-to-year shifts in interest pay-
ments which accompany these changes no
longer affect interest charges, so that the inci-
dence of changes in the financing structure re-
mains restricted to that of the differences in the
rates on the various components of the debt.

According to the new accounting method of
ESA 95, the interest charges of general govern-
ment as a whole declined by about 0.6 percent-
age point of GDP in 1999, to reach 7.1 p.c. of
GDR, or the lowest level since the beginning of
the 1980s. The sharp fall in interest charges
during the year under review is due to the con-
tinuance of the contraction in the debt ratio and
the further decline in the implicit interest rate on
the public debt.
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CHART 40 — INTEREST RATE ON THE PUBLIC DEBT

(Percentages)
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After the rapid downward movement observed
since the beginning of the 1990s, the implicit in-
terest rate on the public debt rose again slightly
in 1998, before showing a further — albeit
limited — decline during the year under review. Its
movement is determined chiefly by that of the
average rate of the Treasury’s debt, which repre-
sents the greater part of the public debt. This
cost is influenced in turn by the composition of
the Treasury's debt and by the rate on its main
components.

If the temporary decrease in the share of the
long-term debt which took place in 1994 is dis-
regarded, a clear trend towards longer maturities
is seen to have emerged in recent years in the
composition of the Treasury’s debt, thus reducing
the vulnerability of the public finances to
changes in rates, which are difficult to foresee.
As interest rates are generally higher the longer
the maturity, this opportune increase in the aver-
age duration of the public debt resulted in a
higher implicit rate on the public debt than if the
structure had remained unchanged.

The fall in the implicit rate is therefore solely due
to the decline in the rates on the various compo-
nents of the debt. Short-term rates, the changes
in which are reflected almost immediately in the
implicit rate, have shown a clear downward trend
in recent years. A jump in the rates on three-
month and six-month certificates was recorded
only briefly in 1998, contributing to the tempo-
rary interruption of the downward movement of
the implicit rate on the public debt. During the
year under review, however, the decline in the
average rates on these certificates continued,
mainly thanks to the reduction of 50 basis points
in the rate for the main refinancing operations
which the Governing Council of the ECB de-
cided upon in April and despite the return of this
rate to its initial level in November.

Long-term market rates have a less immediate
incidence on interest charges, because only a
limited proportion of the long-term debt is re-
deemed and refinanced at new rates each year.
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The sharp fall in long-term market rates in recent
years has therefore not yet been fully reflected
in the implicit rate on the long-term debt. During
the year under review, this implicit rate was still
6.7 p.c, that is, a level about 200 basis points
above the rate observed on average on the mar-
ket for the Treasury's long-term issues in euro.

CHART 41 — THE TREASURY’S LONG-TERM DEBT IN
EURO'

(Situation at the end of 1999)

BREAKDOWN BY INTEREST RATE

5 (percentage shares)

25
20 — 20
15 15
10 10
5 H 5
o |_| [l =@,
N o™ m < [l © o~ o) () o - 5 (0]
o L d »m o+ B © L » ; g H ]
SCHEDULE OF DUE DATES
30 10
25 - 1o
20 -
\ 18
15 - N N
\ 1+
10 +
5 | 16
0 5)

2000 2001 2002 2003 2004 2005

|:| Amounts (billions of euro, left-hand scale)

— Interest rates ? (right-hand scale)

Source : Ministry of Finance.

! Excluding loans issued before 1 January 1999 in currencies other than the
Belgian franc.

2 Average nominal rate on loans reaching maturity.

79



PUBLIC FINANCES

A substantial proportion of the Treasury's long-
term debt is in fact still subject to relatively high
nominal rates: these reach 6 p.c. or more for
about three quarters of the Treasury's long-term
debt in euro, and even 8 p.c. or above for one
third. Unless market rates rise strongly during
the next few years, the implicit rate on the long-
term debt will continue to decline, because it will
be possible for loans reaching maturity to be
refinanced at lower rates.

The decline in interest charges should therefore
continue, especially as, under normal economic
conditions, general government’s indebtedness
as a percentage of GDP should continue to con-
tract thanks to the maintenance of a high pri-
mary surplus and to the medium-term stabilisation
of the debt in nominal terms.

Net ﬁmzncing requirement

From 1992, during which year it had reached its
highest level in the decade, to 1998, general
government's net financing requirement de-
creased uninterruptedly, falling from 7.9 p.c. of
GDP to 1 p.c. This reduction was due both to
the growth in the primary surplus, which reached
the particularly high level of 6.6 p.c. of GDP in
1998, and to the fall in interest charges.

The increase in the primary surplus over this pe-
riod was chiefly due to the recovery efforts made
by general government. This structural improve-
ment was concentrated mainly on the years
1993 to 1997, during which the greater part of
the budgetary consolidation measures were
taken. In 1998, however, the increase in the pri-
mary surplus was mainly attributable to the good
business situation, since there was only a small
rise in the balance corrected for the influence of
the economic cycle.

In 1999, for the first time since 1992 the pri-
mary surplus contracted. Thus it fell to 6.3 p.c, a
level which is still however above the norm of
6 p.c. which the authorities undertook to comply
with. As the incidence of the business situation
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CHART 42 — NET FINANCING REQUIREMENT, PRIMARY
BALANCE AND INTEREST CHARGES

(Changes compared to the previous year as percentages of GDP)
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Sources : NAI, NBB.

! Change in the primary surplus corrected for the incidence of the business
situation, the effects of changes in the distribution and allocation of the
national income, and the incidence of relative prices.

2 Calculated as a balance.
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TABLE 23 — NET FINANCING REQUIREMENT OR CAPACITY OF GENERAL GOVERNMENT

(Percentages of GDP)

Revenue ...
Expenditure excluding interest charges .....................

Primary balance
Entity | oo
Federal government ...

Social security ...
Entity I oo
Communities and regions ...........ooovviiiiiiiinn.
Local authorities ...

Interest charges ...

Net financing requirement (=) or capacity ..................
Entity | ..o
Federal government ...
Social security ...

Entity 11 oo
Communities and regions ...........ccoovvviiiiiinnn.

Local authorities ...

p.m. Stability programme of December 1998

Primary balance .............ccoo i
Entity | oo
Entity Il

Net financing requirement (=) or capacity ..................
BN | oo
BNty Il

1995 1996 1997 1998 1999 e
454 460 463 46.4 463
405 409 404 39.8 400
49 5.0 59 6.6 63
4.4 43 49 55 52
4.4 45 45 5.1 47
-02 0.4 0.4 05
05 08 09 1.1 11
-04 -0.1 02 05 08
09 08 08 06 03
9.1 8.7 79 7.7 7.
-49 -37 -20 -10 -09
-38 -36 29 -15 -13
-38 -34 -27 -19 -18
-02 0.4 0.4 05
-04 -0.1 02 0.4 05
-07 -0.4 -0.1 02 05
0.4 03 03 02 -0.1
6.0 6.0 60

52 5.3 5.3

08 06 07

-1.9 -1.6 -1.3

-20 -1.5 -1.3

0.1 -0.1

Sources: NAI, NBB.

T The data of the December 1998 stability programme were compiled in accordance with ESA 79. They are not, therefore, fully comparable with the other data in the

table, which are compiled according to ESA 95.

was relatively neutral, the deterioration of
0.3 percentage point in the primary surplus is
chiefly due to the reductions in employers’ social
security contributions and the negative effect of
the non-recurrent transactions commented upon
earlier.

This decline in the primary surplus was however
more than counterbalanced by the further reduc-
tion in interest charges. Thus, the total net fi-
nancing requirement declined slightly in 1999, to
0.9 p.c. of GDR, ie. 0.4 point below the value
adopted in the stability programme of December
1998.

The reduction in the primary surplus of general
government took place mainly in the accounts of
the federal government. It was chiefly due, on
the one hand, to the contraction of 1.2 p.c. in
real terms in the tax revenue accruing to it on
balance after the allocations to the other general
government bodies and, on the other hand, to
the adverse net incidence of non-recurrent
transactions. The primary surplus of the social
security system, on the other hand, increased
slightly, but, overall, the norm of stabilisation of
the primary balance defined in the December
1998 stability programme for Entity | was not
complied with. While the changeover to ESA 95
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makes it difficult to compare the levels of pri-
mary surplus between the actual results and the
aims of the stability programme, which was still
drawn up according to ESA 79, the fact remains
that this entity’'s primary balance decreased
appreciably. This reduction, which amounted
altogether to 0.3 point of GDR is, it is true,
partly attributable to accidental factors such as
the dioxin crisis and the paying-off of amounts
owed for the past to the communities.

Despite this decline in the primary surplus, the
net financing requirement of Entity | decreased
slightly, since the fall in general government's in-
terest charges mainly benefited the federal gov-
ernment, which is in fact by far the most heavily
indebted sub-sector.

The net financing capacity of the communities
and regions increased by 0.3 percentage point
of GDP in 1999, reaching 0.5 p.c. The rate of

TABLE 24 — CONSOLIDATED GROSS DEBT

(Percentages of GDP, unless otherwise stated)

growth in their revenue remained very high ow-
ing to the application of the Financing Act and
the paying-off of the amounts owed for the past.
The growth in their expenditure actually slowed
down. The local authorities” surplus, for its part,
turned into a small deficit, mainly owing to the
sharp rise in their expenditure. Altogether, the
surplus of Entity Il stabilised at the level of
0.5 p.c. of GDP, that is, well beyond the equilib-
rium rule laid down in the 1998 stability pro-
gramme. It is only partly attributable to the
above-mentioned paying-off, while the change-
over to ESA 95 had no significant effect.

Debt

Since 1993, in which year the consolidated
gross debt of general government as a whole
reached a peak level of nearly 136 p.c. of GDR,
the debt ratio has declined uninterruptedly. From
1994 to 1998 the annual contraction in the debt

1994 1995 1996 1997 1998 1999 e

Level of the debt ... 135.9

1345 131.8 128.3 123.0 117.4 116.0

Change inthe debt ... -1.4 -2.7 -35 -5.3 -5.6 -2.4
Endogenous change ..............o -1.4 -1.4 09 -4.0 —4.1 -30
Primary surplus required to stabilise the debt! ... 32 35 6.0 19 26 33
Real implicit interest rate on the debt? ....... 55 53 56 5.1 49 52
p.m. Nominal implicit interest rate? ....... 7.3 7.1 68 65 6.5 63
Deflator of GDP2................... 1.8 1.8 1.2 1.3 1.6 1.0
Real growth in GDP2 ..., 30 25 1.0 35 27 2.3
Actual primary balance ................oo 45 49 5.0 59 6.6 6.3
Change resulting from other factors ................ -14 -4.4 -1.3 -1.6 05
Returning of the NBB's surplus gains on gold ... -2.7 -1.0
Privatisation operations ..................... -0.2 -0.3 -0.9 -1.0 -0.1
Acquisitions (+) or sales (=) of other financial
assets ... -0.4 -1.6 -0.1 -08 0.3 0.3
Exchange rate differences ....................... -0.2 -0.2 0.4 0.4
Otherd ..o 0.7 0.6 -056 0.1 -0.8 -0.1
Source: NBB.

T This balance is equal to the difference between the implicit interest rate on the debt and the rate of growth of nominal GDP, multiplied by the ratio between the debt

at the end of the previous year and the GDP of the period in question.
2 Percentages.
3 Lending, equity investment, taking over of debt and statistical adjustments.
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averaged 3.7 percentage points of GDP, the rate
actually rising to five, or even nearly six, percent-
age points in 1997 and 1998.

The debt ratio continued its downward move-
ment during the year under review, but only to
the extent of 2.4 p.c. of GDPF, a considerably
smaller decline than in the preceding years. This
slowing is chiefly attributable to two elements.

On the one hand, the contraction in the debt
from 1994 to 1998 was connected to a consid-
erable extent with exogenous factors without any
incidence on the public deficit, such as the
privatisations, the reduction in general govern-
ment's financial assets with credit institutions
and, chiefly in 1996 but also in 1998, the alloca-
tion for repayment of the foreign currency debt
of the capital gains made by the Bank on the
operations of arbitrage of gold against foreign
currencies.

Unlike in the preceding years, such exogenous
factors did not augment the endogenous reduc-
tion in the debt during the year under review, and
even partly destroyed it. Around half of the pro-
ceeds of the sale of shareholdings in Cockerill-
Sambre was actually used to reduce the debt,
but this was not enough to offset the adverse
incidence of the increase in the level of out-
standing financial assets and fluctuations in ex-
change rates.

On the other hand, the endogenous decline in
the debt slowed to 3 percentage points of GDP
during the year under review, against about
4 percentage points in 1997 and 1998. This
somewhat smaller decrease is attributable both
to the slackening of economic growth — GDP at
constant prices grew by 2.3 p.c. in 1999, against
3.5 and 2.7 p.c. during the preceding two years —
and to the rise in the real implicit interest rate,
which increased from 4.9 p.c. in 1998 to 5.2 p.c.
during the year under review. This increase of
the real implicit interest rate is connected with
that in the deflator of GDP, which rose by 1 p.c.
during the year under review, whereas it had still

PUBLIC FINANCES

increased by about 1.5 p.c. during the previous
years. The fall in the deflator was only partly
counterbalanced by a very slight decline in the
nominal implicit interest rate on the public debt,
since the latter reflects the slowing of inflation
and the accompanying lower market interest
rates only with a certain time-lag, as the longer-
term public debt loans are renewed.

6.2 INTERNATIONAL COMPARISON
Euro area

In 1999, with a deficit of 0.9 p.c. of GDR,
Belgian general government had a net financing
requirement smaller than that of the euro area
considered as a whole, in which this sector's
financing requirement represented 1.6 p.c. of
GDP. According to data estimated by the EC,
Belgium was outranked only by the Netherlands,
with a slight deficit, and by three other small
countries in the area, Finland, Ireland and
Luxembourg, whose budgets showed a large
surplus.

Since 1993, that is, the year during which the
deficit of the public finances in the euro area
countries reached an historic peak level, the im-
provement in the budget balance reached about
6.3 p.c. of GDP in Belgium, against 3.9 p.c. for
the euro area, where all the countries found
themselves in 1999 in a more favourable situa-
tion than six years earlier.

In most of the countries, the improvement in the
public finances resulted chiefly from the move-
ment of the primary balance, as interest charges
underwent little change. In Belgium, however, the
fall in interest rates was substantial, as in Portu-
gal, Ireland and, above all, Italy.

In this group of countries where interest charges
decreased sharply, Italy and Portugal benefited
mainly from a substantial reduction in the implicit
interest rate on the debt. These two countries
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CHART 43 — PUBLIC FINANCES IN THE EURO AREA

IN 1999

(Percentages of GDP, unless otherwise stated)
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derived advantage from the downward conver-
gence of their interest rates during the prepara-
tory period for European Monetary Union. On the
other hand, in Belgium and Ireland, as a larger
proportion of the convergence of interest rates
had already taken place previously, the reduction
in the implicit interest rate was smaller during
the period in question. The fall in interest rates
there was thus largely due to the decrease in
the debt, reflecting, to a great extent, the endog-
enous momentum of debt reduction associated
with the high level of primary surplus achieved in
both countries.

In Belgium, the debt reduction strategy thus pur-
sued is desirable in order both to ensure that the
public debt is reduced at a satisfactory pace to-
wards the reference value of 60 p.c. of GDP, as
required by the Treaty of Maastricht, and to gen-
erate a sufficient margin to cope with, among
other things, the consequences of the ageing of
the population.

Expenditure on pensions and ageing of
the population

During the coming decades the industrialised
countries will be faced with a considerable age-
ing of their population, which will lead to a rise in
the interventions of general government for the
benefit of older persons, especially pension ex-
penditure.

Actually, the extent of these benefits — financed
via pay-as-you-go systems, that is, by the pro-
ceeds of social contributions or taxes — varies
considerably from one OECD country to another.
In 1995 they ranged between barely 4 p.c. of
GDP in the Anglo-Saxon countries and 12 p.c.
in Sweden and 13 p.c. in ltaly. In Belgium they
represented, as in France and Germany, about
10 p.c, thus standing at a level above the average
for the euro area and appreciably higher than in
the Netherlands, where they reached 6 p.c.

These appreciable differences may, in some
cases, be attributable to the demographic situa-



CHART 44 — MAIN EXPLANATORY FACTORS

OF THE LEVEL OF PUBLIC PENSION
EXPENDITURE

Euro area countries Other areas
PENSION EXPENDITURE !
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The OECD figure for Belgium differs from that appearing in Table 22 in so
far as it also includes the early retirement and ordinary retirement expenditure
of public enterprises.

Ratio between pension expenditure and the dependency rate of older
persons or ratio between the average retirement pension per older person
and GDP per person of working age, 1995.

Ratio between the statutory pension and the wage for a typical worker
(whose wage is equal to twice the average level in industry, whose career is
complete and whose partner is dependent), 1989,

Percentages of the population aged 55 to 69 not working and not
unemployed, 1997.
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tion, basically represented by the ratio between
the number of older persons and the population
of working age. Thus, the relatively low level of
this dependency rate in Ireland, the United
States and the Netherlands — where it is below
20 p.c. — helps to reduce the current amount of
retirement pensions, while the high dependency
rate observed for instance in Sweden, Italy and
Belgium — where it reaches 24 p.c. or above —
partly explains why expenditure is above average
in these countries.

Apart from this demographic factor, different
conceptions of the organisation of the social
system do even more to explain the level of pen-
sion expenditure in the various countries. These
conceptions are reflected, as an approximation
and greatly simplified, by the ratio between pen-
sion expenditure and the aforementioned de-
pendency rate, which provides a rudimentary
yardstick for measuring the generosity of the
pension system in each country.

On the basis of the figures for 1995, the gener-
osity of the public retirement pension systems is
high in ltaly and low in the Netherlands and Den-
mark and, above all, in the Anglo-Saxon coun-
tries; Belgium is at a level slightly above the av-
erage. These differences are attributable to
many factors, two of which can easily be quanti-
fied.

The first one is the replacement rate, that is, the
ratio, for a typical worker, between the statutory
pension and the wage received. This rate is high
in Spain, Italy and Portugal, while it is slightly be-
low the average in Belgium. It is moreover par-
ticularly low in the Anglo-Saxon countries, the
Netherlands and Denmark, where the benefits
paid to retired persons are only slightly, or even
not at all, linked with their earlier occupational
incomes, but are largely in the form of a flat-rate
amount — that is, one identical for everybody.

The extent of the cost of retirement pensions

for general government also depends on the
number of older persons who receive benefit.
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The number of inactive persons aged bb to 69,
that is, persons who do not work and are not
unemployed, is an indicator of this, since, in a fair
number of cases, these persons are in fact enti-
tled to a retirement benefit. While the replace-
ment rate of pension payments is below average
in Belgium, the inactivity rate there is high : as in
France, ltaly, Austria and the Netherlands, it fluc-
tuates around 80 p.c. Early retirement systems,
on the other hand, are much less developed in
Sweden, for instance, where the inactivity rate in
this age group is slightly below 50 p.c.

The financial resources at the disposal of retired
persons do not come exclusively from the social
security system, nor from any part of general
government. Apart from this first pillar, additional
retirement pensions may also be organised via a
capitalisation system, either at enterprise or sec-
tor — second pillar — level, or at purely individual
— third pillar — level. It should furthermore be
pointed out that general government also bears
part of the burden of these retirement pensions,
via fiscal expenditure items earmarked for this
purpose.

No exhaustive numerical data are available con-
cerning the extent of capitalisation in pension
systems. Mention is often made in this connec-
tion of the assets held by pension funds. The
data on this indicate that the second pillar is
not very extensive in countries which have a de-
veloped public system, as is the case in Bel-
gium, France, Germany, Italy, Spain or Austria.
By contrast, when general government guaran-
tees only a limited replacement rate, as for in-
stance in the Anglo-Saxon countries and the
Netherlands, substantial assets are accumu-
lated, per enterprise or per sector, as provision
for the future.

However, if an examination is made not only of
the resources of pension funds but also of all
the financial assets which households accumu-
late in one form or another — and to which they
can if necessary resort at the end of their work-
ing life — it becomes apparent that the resources
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CHART 45 — ASSETS OF PENSION FUNDS IN 1996

(Percentages of GDP)
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capitalised in this way are very substantial in Bel-
gium : as mentioned in the chapter on financial
accounts and markets, the total net financial as-
sets of Belgian households represented 585 bil-
lion euro, or about 250 p.c. of GDP, in Septem-
ber 1999.

The available projections show that, owing to the
ageing of the population, public pension ex-
penditure will increase substantially during the
coming decades in the industrialised countries.
The precise extent of this additional budgetary

CHART 46 — INCREASE IN PUBLIC PENSION EXPENDITURE
BETWEEN 2000 AND 2030

(Percentages of GDP)
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burden varies, however, from one study to an-
other, with the figure obtained depending on a
multitude of assumptions, concerning, for in-
stance, the development of migration flows, the
activity rate, economic growth, and the adapta-
tion of retirements to prosperity. In 1996 the
OECD estimated that, by 2030, pension ex-
penditure will, with unchanged policies, be on av-
erage about four percentage points of GDP
above the level currently observed in the OECD,
the bulk of this rise taking place during the pe-
riod 2010-2030.

PUBLIC FINANCES

In order to prevent the demographic trend from
driving the public finances off course in the future,
it is important to prepare here and now for this
budgetary challenge. That is why the authorities of
many countries are envisaging, or already carrying
out, pension reforms. Particular emphasis is also
placed on measures capable of increasing the
employment rate and GDP, since a larger base
makes it easier to cope with additional burdens.
Lastly, the need for the soundest possible public
finances, before the budgetary consequences of
ageing make themselves felt, is also stressed.
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7. SUMMARY OF TRANSACTIONS BY SECTOR

The summary of transactions by sector provides
an overall view of the main movements of the
economy, enabling the link to be made between
the developments of the real economy and
those observed on the financial markets. It re-
veals the net financing capacity or requirement
of the domestic sectors as a whole, which can
also be arrived at via the current transactions
and capital account of the balance of payments.

From 1998 to 1999 the net financing capaci-
ties and requirements of the various domestic
sectors underwent little change as percentages
of GDP. Overall, the net lending of the Belgian
economy to the rest of the world stabilised at
about 4 p.c. of GDP.

Gross saving by individuals declined a little more
in 1999, both in relation to GDP and as a pro-
portion of disposable income. This further reduc-
tion in the savings ratio, from 16.7 p.c. of dispos-
able income in 1998 to 16.3 p.c. in 1999, is

TABLE 25 — NET FINANCING CAPACITY OF INDIVIDUALS

(Percentages of GDP)

attributable to several factors. First, the gradual
improvement of the labour market, the realisation
that the consolidation of the public finances is
bearing fruit and the conviction that the purchas-
ing power of the currency is better protected as
a result of Belgium’s participation in EMU are all
elements which have contributed to the restora-
tion of household confidence, thus reducing the
need to build up precautionary savings. Secondly,
incomes from property, of which a larger propor-
tion is saved, decreased in 1999, so that their
share in disposable income declined further.
Moreover, it is quite possible that the wealth ef-
fect resulting from the good performance of the
stock markets in recent years has also contrib-
uted to the fall in the savings ratio, since the
capital gains made in recent years on holdings of
shares, which constitute a growing proportion of
the financial assets of households, are not re-
corded as incomes but nevertheless increase the
financial assets of individuals and may have led
to a rise in consumption.

1. Gross disposable income ..........oovvviiiiiiiin
Change in the pension fund entitlements of individuals..

Final consumption expenditure ..........................

E N

Gross savings (1 + 2 =3) ..oiiiiiiii
p.m. Savings ratiol ... o
5. Capital transfers? ...
6. Gross capital formation................oooo

7. Net financing capacity (4 + 5 =6)......ccoovviiennn.

1995 1996 1997 1998 1999 e
66.2 65.7 64.2 63.8 63.3
0.6 0.8 0.9 0.7 0.7
539 54.2 53.6 53.8 537
129 123 114 10.7 103
19.4 187 17.8 16.7 16.3
0.4 . -0.1 -0.1 -0.1
6.6 6.4 6.5 6.5 6.5
6.7 59 4.9 40 3.7

Sources: NAI, NBB.
' Gross savings expressed as percentages of gross disposable income.

2 These are net amounts, that is the difference between the transfers received from other sectors and the transfers paid to other sectors, including net acquisitions of

non-financial assets.
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The rise in capital transfers received by indi-
viduals — especially by owner-entrepreneurs in
compensation for damage due to the dioxin
crisis — was of the same order of magnitude as
that in capital taxes, so that, on balance, net
capital transfers stabilised. As individuals’ pro-
pensity to invest also remained unchanged, the
decrease in their gross saving was reflected
in a further reduction in their net financing
capacity.

Unlike during the three preceding years the
gross savings of companies did not decrease in
1999, the reduction in current transfers paid to

the others sectors, chiefly general government,
having been counterbalanced by a similar move-
ment in gross primary income. The latter de-
creased owing to the rise of 0.3 p.c. of GDP in
interest payments and net dividends, while the
gross operating surplus remained practically un-
changed. As both capital transfers and gross
capital formation underwent little change, the
net financing capacity of companies remained
the same as in 1998,

The net financing capacity of general govern-
ment decreased by 0.1 p.c. of GDP during the
year under review.

CHART 47 — SAVINGS RATIO OF INDIVIDUALS AND SOME DETERMINANTS
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T Including shares held indirectly by households via the institutional investors with which part of their savings are invested. Annual average of end-of-year situations,

except in 1999, (until September for 1999).
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TABLE 26 — NET FINANCING CAPACITY OF COMPANIES

(Percentages of GDP)

SUMMARY OF TRANSACTIONS BY SECTOR

1. Gross operating sSUrplUs .......coovvvviiiiiiii
Net incomes from property paid to other sectors ' ......
Gross primary income (1 + 2) ..o
Net current transfers to the other sectors 12 ............
Gross savings (3 4 4) .o
Capital transfers ' ...

Gross capital formation ...

® N e oA~ W N

Net financing capacity (6 + 6 = 7) ....c.ovvviiiniennn.

1995 1996 1997 1998 1999 e
18.6 184 19.0 19.1 192
-19 -18 -23 -2.3 -26
16.7 16.6 16.6 16.8 16.6
-2.7 -29 -32 -3.7 -35
14.0 137 13.4 13.1 132
0.6 1.1 09 0.8
121 120 125 13.0 129
1.9 2.3 2.0 1.1 1.1

Sources: NAI, NBB.

T These are net amounts, that is the difference between the transfers received from other sectors and the transfers paid to other sectors.

2 Including net acquisitions of non-financial assets and changes in individuals' pension fund entitiements.

Overall, the movements described above offset
each other, so that the net domestic financing
capacity remained unchanged.

CHART 48 — NET FINANCING REQUIREMENT (-) OR
CAPACITY BY MAJOR SECTOR

(Percentages of GDP)

9 9
6 —>¥ 6
3 3
\
0 0
-3 -3
-6 : : : : -6

1995 1996 1997 1998 1999e
= Domestic sectors as a whole

— Individuals

—— Companies

—— General government

Sources : NAI, NBB.

The latter, which is calculated as the sum of
the net financing capacities or requirements of
the three domestic sectors, should, in principle,
correspond to Belgium’s net lending to the
rest of the world, i.e. the sum of the current
account balance and the capital account bal-
ance of the balance of payments. Neverthe-
less, this equality is not apparent in the fig-
ures, because the national accounts statistics
and the data on the balance of payments,
which provide a detailed survey of the transac-
tions of residents with non-residents, are not
completely harmonised, particularly as regards
incomes.

The balance of Belgium’s capital account, which
comprises capital transfers — including debt for-
giveness and grants for financing investment
projects in, among others, developing coun-
tries — as well as acquisitions and sales of non-
produced non-financial assets, such as land,
patents and licences, is generally small and has
little influence on the overall course of net lend-
ing to the rest of the world. Consequently, the
level and development of the latter, which re-
mained virtually stable during the year under
review, are almost exclusively attributable to the
current account balance.
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SUMMARY OF TRANSACTIONS BY SECTOR

TABLE 27 — NET LENDING TO THE REST OF THE WORLD ACCORDING TO THE BALANCE OF PAYMENTS

(Balances, billions of euro)

Current @account ...
Goods and services ...

INCOMEBS vttt
Current transfers ...

Capital account ...
Net lending to the rest of the world ........................

p.m. Percentages of GDP ...

Net financing capacity according to the national
ACCOUNTS vt

1995 1996 1997 1998 1999 e
83 8.7 104 9.3 9.3
82 83 9.8 9.1 9.3
8.1 8.0 8.6 85 7.9
0.1 0.3 12 0.6 1.4
3.0 35 3.8 3.9 39

-29 -3.1 -32 =37 -39
0.1 0.1 0.4 -0.1 -0.1
8.4 8.8 108 9.2 9.1
4.2 4.3 5.0 4.1 3.9
87 9.3 105 a.1 9.2

Sources: NAI, NBB.

The greater part of Belgium's current account
surplus stems from the surplus in respect of
transactions in goods and services with the rest
of the world. Traditionally, incomes received
from and paid to the rest of the world also gen-
erate a positive balance, while current transfers
generally show a deficit of the same order of
magnitude.

During the year under review the surplus on the
goods and services account expanded slightly,
while that on the income account stabilised. On
the other hand, the deficit in respect of current
transfers increased slightly further.

The slight improvement in 1999 in the surplus
on transactions in goods and services, amount-
ing to 0.2 billion euro, was due to the so-called
level effect, whereby an identical growth in ex-
ports and imports in value leads to a larger sur-
plus because the former were greater than the
latter the previous year. Whereas in 1998 a sub-
stantial improvement in the terms of trade had
been more than counterbalanced by a marked
worsening of the coverage rate in volume, ex-
actly the opposite developments were recorded
during the year under review. Thus, in 1999, the
volume of exports increased more than that of
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imports, to the extent of 0.7 percentage point. At
the same time, import prices rose somewhat
owing to the sharp increase, of around 40 p.c,
in energy prices, while export prices declined
slightly, bringing about a worsening of the terms
of trade of about 0.7 percentage point.

The movements recorded in transactions in
goods and services were not homogeneous.

TABLE 28 — TRANSACTIONS IN GOODS AND SERVICES
WITH THE REST OF THE WORLD'

(Percentage changes compared to the previous year)

1998 1999 e

Values

Exports ... 39 24

Imports 46 24
Volumes

Exports ... 42 29

Imports ... 6.3 22
Unit values

Exports ........ ... -0.3 -05

Imports ... -1.6 0.2

Sources: NAI, NBB.

T Unlike the method of recording used in the balance of payments, goods foi
processing were recorded in gross terms.



While the surplus on transactions in services in-
creased by 0.8 billion euro, that on transactions
in goods decreased by 0.6 billion euro. The im-
provement in the balance on services was due
to net increases in the surpluses under the sub-
headings transportation and construction serv-
ices. The slower growth in the volume of goods
imports compared to the volumes exported
probably led to a sharper fall in expenditure on
transportation than in earnings from it. The
larger surplus recorded in construction services
is attributable to the fact that the building by
foreign contractors of a new production unit of a
large enterprise in Belgium was completed at
the end of 1998, leading to the disappearance
of a large amount of expenditure.

SUMMARY OF TRANSACTIONS BY SECTOR

The net factor incomes which Belgium receives
from the rest of the world did not increase fur-
ther in 1999. Net compensation of employees
did rise slightly more, while incomes from direct
and portfolio investment decreased, the down-
ward movement of interest rates having had a
greater incidence than the further growth in Bel-
gium's net assets on the rest of the world,
which, at the end of September 1999, were es-
timated at 89 billion euro.

With regard to current transfers, both transfers
by individuals and those by general government
resulted in a larger deficit than in 1998. For the
latter, this is attributable to the rise in Belgium’s
contribution to the budget of the EU.
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8. FINANCIAL ACCOUNTS AND FINANCIAL MARKETS

8.1 FINANCIAL ACCOUNTS

Change of monetary unit

The introduction of the euro radically alters the
environment in which financial transactions take
place. It requires, on the part of economic
agents, adaptations which take place at different
rates depending on the sectors, but also in rela-
tion to the three major functions of money,
namely those of unit of account, means of pay-
ment and store of value.

In everyday life, the franc still serves as the unit
of account, despite the gradual spread of double
price marking. On the other hand, for quotations
on the financial markets, the euro was immedi-
ately adopted as the reference value. Stock mar-
ket prices and most securities issued by public
and private borrowers are henceforth denomi-
nated in euro, and the exchange rates for the
currencies of the countries not belonging to
EMU are expressed in relation to that currency.

The use of the euro by enterprises is steadily
increasing. Several surveys have aimed at meas-
uring the development of this degree of use. In

September 1999, according to a survey pub-
lished by the Federation of Belgian Enterprises,
nearly half of enterprises made out at least part
of their invoices in euros, while 21 p.c. kept their
accounts in that currency. The percentages are
considerably higher for export-oriented compa-
nies than for those which confine their activities
to the domestic market.

While the transition to the new unit of account is
gradual, the shift towards the new means of
payment is marked by two major steps. The first
took place on 1 January 1999, when the
changeover from the franc to the euro took
place for all monetary policy interventions, all
interbank transactions and virtually all trans-
actions on the rest of the money market. The
second step, still being prepared for, will corre-
spond to the introduction, in 2002, of euro notes
and coins. Between these two phases, economic
agents can choose when to convert their bank
accounts.

This process made relatively little progress in
1999, since in September, according to an esti-
mate by the BBA, less than 1 p.c. of the ac-
counts of individuals and less than 2 p.c. of
company accounts were then expressed in euro.

TABLE 29 — USE OF THE EURO AS UNIT OF ACCOUNT IN BELGIAN NON-FINANCIAL ENTERPRISES

(Percentages of total number of enterprises)

Enterprises sending out invoices in euro .................

Enterprises keeping their accounts in euro ...............

February September of which:
1999 1999
Non-exporting Enterprises exporting mainly
enterprises

within the outside the
euro area euro area

41 49 39 55 b9

15 21 13 27 23

Source: Survey by the Federation of Belgian Enterprises.
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TABLE 30 — DEGREE OF USE OF THE EURO
IN SMALL BANK PAYMENTS

(Percentages)

Number of Amount of

payments payments
1st quarter .................. 0.86 5.77
2nd quarter ... 1.02 6.86
3d quarter ... 1.87 838
4t quarter ..o 1.12 825
Source: NBB.

The percentage rose, however, to about 15 p.c.
for large enterprises, which converted a sub-
stantial proportion of their accounts previously
expressed in monetary units of the other coun-
tries of the euro area.

This relative inertia is reflected in the degree of
the use of the euro for small payments between
Belgian banks, as measured by the transactions
carried out in the CEC. In the fourth quarter of
1999, payment instructions in euro represented

only 1.1 p.c. of the total number of orders. In
the case of large enterprises, which have ad-
vanced proportionally further in the movement
of changeover to the euro, the percentage of
the total amount of payments during this period
was 8.3 p.c. Movements from quarter to quarter
indicate that the conversion rate is still very
slow.

The transition to the euro as a store of value
does not create the same psychological difficul-
ties or operational problems as those connected
with the other two functions of money. At this
level the change occurred automatically, as the
creation of the euro irrevocably eliminated any
exchange risk for a wide range of financial as-
sets and liabilities.

This effect remained relatively limited for liabili-
ties, as the debts of individuals were almost ex-
clusively expressed in francs. Furthermore, gen-
eral government had already substantially
reduced its foreign currency borrowings during
the preceding years. Lastly, while the foreign
currency liabilities of enterprises are relatively

TABLE 31 — BREAKDOWN BY CURRENCY OF THE FINANCIAL ASSETS AND LIABILITIES OF THE MAJOR DOMESTIC SECTORS

(End-of-period outstanding amounts)

December 1998

September 1999

Total
in billions of euro

Percentages of currencies

of which:
Percentages of currencies
other than the franc

of which: Total
in billions of euro
other than the franc

Financial assets'

Individuals ... 660
Companies ............ooooviiiiiin 331
General government ... 21
Total ... 1,012
Financial liabilities
Individuals 93
Companies 590
General government.................. 274
Total oo 957

187 683 112
330 360 143
0.6 23 0.3
231 1,066 120
0.7 98 0.6
7.3 597 4.4
6.2 282 3.7
6.4 977 3.8

Source: NBB.

! The breakdown by currency of the assets built up via institutional investors was calculated on the basis of the structure of the investments made by these investors.
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large in absolute amount, their relative share re-
mains small, as a large proportion of the liabili-
ties of companies is in the form of equity.
Overall, the introduction of the euro led to a re-
duction in the proportion of the liabilities of the
domestic sectors as a whole which are not de-
nominated in the national currency, from 6.4 p.c.
at the end of 1998 to 3.8 p.c. at the end of
September 1999.

The single currency had a greater effect on the
structure of assets. At the end of 1998 compa-
nies held nearly one third of their financial as-
sets in foreign currencies, this high percentage
reflecting the substantial direct investments
made in foreign enterprises. As these equity in-
vestments are largely made in companies in
neighbouring countries, the changeover to the
euro was reflected in a decrease of over a half
in the foreign currency assets of enterprises.
The foreign currency position of individuals also
fell. At the end of 1998 over 18 p.c. of this sec-
tor's investments consisted, directly or indirectly,
of claims in currencies other than the national
currency. As a result of the introduction of the
euro, that percentage was down to 11.2 p.c. at
the end of September 1999.

Individuals

The financial surplus of individuals reached
15.2 billion euro during the first nine months of

FINANCIAL ACCOUNTS AND FINANCIAL MARKETS

1999. While the formation of financial assets
showed an increase, from 16.3 to 20 billion
euro, new liabilities came to only 4.8 billion
against b.1 billion the previous year.

Individuals had, it is true, increased their liabili-
ties very substantially between 1995 and 1998,
so that the recent movement represents only a
relative decrease. Moreover, expressed as a per-
centage of disposable income, their debt ratio
went on rising. While it is still far below the per-
centages observed in most of the other industr-
ialised economies, especially the Anglo-Saxon
countries and Japan, this rate amounted to
65 p.c. in 1999, compared to 63.3 p.c. the previ-
ous year and 56.9 p.c. in 1995, This increase
was, however, coupled with a rise in the financial
assets held by households, so that, in relation to
total financial assets, this sector's debt declined
from 15.6 p.c. in 1995 to 14.1 p.c. in 1999.

During the last few years, recourse by individu-
als to borrowing was undoubtedly stimulated by
the decline in the banks’ debtor interest rates,
as a result of the combined effects of the gen-
eral fall in interest rates and keener competition
on the credit market. After having fallen to his-
toric lows at the beginning of the year, they
moved upwards again from the second quarter
onwards. This reversal applied both to mortgage
loans and to instalment loans, which are the two
major traditional forms of financing used by
households.

TABLE 32 — FORMATION OF FINANCIAL ASSETS BY AND NEW FINANCIAL LIABILITIES OF INDIVIDUALS

(Billions of euro)

Formation of financial assets ......................co
New financial liabilities ...,

Financial balance ...

First nine months

1995 1996 1997 1998 1998 1999
19.3 26.2 289 22.1 16.3 20.0

1.8 4.4 5.5 6.9 5.1 4.8
175 219 234 152 111 15.2

Source: NBB.
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CHART 49 — FINANCIAL LIABILITIES OF INDIVIDUALS '

66 20
64 | 418
62 416
60 4 14
58 412
56 L L L L 10

1995 1996 1997 1998 1999

___ Percentages of gross disposable income
(left-hand scale)

___ Percentages of financial assets
(right-hand scale)

Source : NBB.
' End-June data for financial assets and liabilities.

Most of the banks’' creditor rates were also
raised, although this movement was not uniform

CHART 50 — BANK INTEREST RATES'

(End-of-period data)

CREDITOR RATES

I EE——S

Q 1 1 1 1 1 1
1997 1998 1999
= Five year bank bonds
—— Regulated savings deposits 2
—— Three-month time deposits
Source : NBB.

for all categories of products. The rates on bank
bonds showed the largest rise, reattaining the
levels in force at the beginning of 1998. This
development reduced the disinclination of indi-
viduals to use this form of investment. During
the first nine months of 1999 the outstanding
amount of bank bonds and other fixed-interest
securities issued by banks decreased by only
2.9 billion euro compared to 6.1 billion in 1998,
Conversely, the rates on savings deposits were
not readjusted upwards. This relative inertia of
the conditions offered on savings deposits is not
new. The rates on savings deposits have re-
mained very stable during the last three years;
their decline during the downward phase of in-
terest rates in the second half of 1998 and the
early months of 1999 was only marginal.

While the raising of rates played a part in reduc-
ing the unpopularity of investments with credit
institutions — which increased overall by 6.4 bil-
lion euro during the first nine months whereas
they had decreased by 3.9 billion in 1998 — it
did not lessen the infatuation of individuals with

DEBTOR RATES

~ T

1997 1998 1999
— Instalment loans

—— Mortgage loans

! Rates obtained by means of a survey among the main credit institutions, weighted by the market share of each of these institutions.

2 Fictitious gross rate, including the fidelity bonus, calculated on the net rate in such a way as to make it comparable to the gross yield on assets which are not

exempt from the withholding tax on movable assets.
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TABLE 33 — STRUCTURE OF THE FORMATION OF FINANCIAL ASSETS BY INDIVIDUALS

(Billions of euro)

First nine months

1996 1997 1998 1998 1999
With credit institutions ... 10.1 2.7 -1.6 -39 6.4
Notes and overnight deposits ......................o... 04 0.9 32 28 49
Savings deposits ... 10.7 79 45 20 2.1
Notes and other fixed-interest securities ............... -34 -86 -7.3 -6.1 -29
Other oo 2.3 2.5 -20 -25 2.2
With institutional investors ... 10.1 15.4 26,0 21.3 180
Guaranteed-capital index UCls .....................0.. 2.7 42 6.7 7.4 2.7
Share UCIs ... -02 1.4 4.4 34 38
Other UCIs oo 13 1.5 4.8 3.8 3.7
Insurance companies and pension funds ............... 6.3 82 9.0 6.8 7.8
Direct purchases of securities and miscellaneous assets .. 6.1 108 -1.3 -1.2 -4.4
Shares ! ... 26 29 2.0 22 48
Fixed-interest securities and miscellaneous assets ..... 35 79 -33 -34 -9.2
Total oo 26.2 289 22.1 16.3 20.0
Source: NBB.

! Including real estate certificates.

stock exchange investments. These investments,
which, in 1999, were mainly in foreign shares,
once more represented the main method of
building up financial assets: the aggregate
amount of purchases of units of share UCls and
index UCIs together with direct purchases of
shares reached 11.3 billion euro during the first
three quarters of 1999, against 13 billion in
1998.

However, these transactions assumed a differ-
ent form. The interest in guaranteed-capital in-
dex UCls decreased, and individuals displayed a
more marked preference for direct purchases.
This recent change in the channels via which in-
dividuals invest in risk capital might have been
due to two reasons. Firstly, the financial condi-
tions were less conducive to the creation of in-
dex UCls with capital protection. In order to of-
fer vyields linked to the movement of stock
market prices while ensuring the maintenance
of the capital invested, these institutions use the
funds which they raise not to acquire shares but

to acquire bonds or time deposits and options
on indices. Now the increase in the volatility of
stock market prices had the effect of making
these options more expensive, while the low
level of long-term rates limits the yields obtained
on fixed-interest assets. These index UCls have
thereby become much more expensive to build
up, so that they have no longer offered such
attractive yields possibilities as previously.
Secondly, it is also quite possible that a growing
number of individuals have resorted, for their
stock market investments, to the asset manage-
ment services which both credit institutions and
investment enterprises have endeavoured to
develop and extend during the last few years.

Companies

During the first three quarters of 1999 the fi-
nancial equity capital which companies have
been able to generate through their activities
declined slightly, from 179 to 16.5 billion euro.
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As this sector’s investments went on increasing,
the financial deficit of enterprises increased.

Both the formation of assets and new liabilities
showed an upward trend. The growth in the
former is due to a rise in deposits abroad and to
equity investments in the form of direct invest-
ments. The increase in the latter is attributable
especially to the growth in share issues, which
were particularly substantial at the beginning of
the year.

The financing costs of companies, which had
gradually decreased from the beginning of
1995 until the start of the year under review,
subsequently increased again. This rise was not
confined to short-term and long-term bank cred-
its. The decline in prices on the Brussels Stock
Exchange also had the effect of making share
issues more expensive, as the raising of a given
amount of equity capital henceforth led to a
greater dilution of the existing capital. This cost
increase can be illustrated by the price earnings
ratio or, alternatively, by its opposite, the ratio of
profits to stock market prices.

The latter percentage, which had declined dur-
ing the preceding years, recovered in 1999. It
thus moved parallel with nominal interest rates,

TABLE 34 — FINANCING STRUCTURE OF COMPANIES'

(Billions of euro)

CHART 51 — FINANCING COSTS OF COMPANIES

(Percentages)

\
6’\&‘\\%\\/\/\_—\ ~ 6
1N V“klg{/«f

1995 1996 1997 1998 1999

— Five-year investment credits
— Ratio of profits to stock market prices

= Six-month time advances

Sources : BBL, NBB.

although it is a datum of a different nature, as
the ratio of profits to prices is akin to a real
yield.

The market price of shares is of course known
only for listed securities. Now a large proportion
of the issues made by Belgian companies take

Equity capital ...
Gross fixed capital formation ...
Financial balance ...
Formation of financial assets .......................in

Financial liabilities ...
of which: Share issues ..........ccooviiiiiiiiiann.

First nine months

1996 1997 1998 1998 1999
185 17.4 229 179 16.5
237 2565 26.7 183 195
-52 -8.1 -39 -04 -30
123 10.3 16.1 1.7 2562
175 18.4 20.0 120 282

6.3 83 9.4 59 133

Sources: NAI, NBB.

1 Credit institutions and institutional investors are excluded from the companies sector, because they are treated as pure financial intermediaries whose financial assets

are identical to their financial liabilities.
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TABLE 35 — ISSUES OF SHARES BY BELGIAN COMPANIES

(Millions of euro)

FINANCIAL ACCOUNTS AND FINANCIAL MARKETS

Issues of listed shares ..........ccoviviiiiiiiiiiiiiiiinns
On the main market ...,
On specialised markets! ...

Issues of unlisted shares ............ccoviiiiiiiiiiinnnns.
Risk capital2 ...
Other ISSUES .t vttt

First nine months

1996 1997 1998 1998 1999
2,038 2,034 1,710 1,022 4,951
1,917 1,801 1,569 886 4174

121 232 141 136 77
4,948 6,260 7,641 4,894 9,005

180 191 417 n. n.
4,067 6,069 7,224 n. n.
6,286 8294 9,351 5916 13,257

Sources : BFC, BXS, European Venture Capital Association, NBB.
T EASDAQ and Euro-NM.
2 Funds raised during the year by companies specialising in risk capital.

place outside the stock exchange. During the
first nine months of the year, these private
issues amounted to 9 billion euro, while the
funds raised on the stock exchange totalled
4.3 billion. Of the latter sum, much larger than in
the previous years, more than half is accounted
for by a large capital increase made in January
by a leading company in the financial sector.

In many respects, the markets for listed shares
and for unlisted shares display very different
characteristics. This is due not only to the
method of trading, as the former can be traded
on an organised market while the latter can only
change hands by private treaty. Unlisted shares
are generally issued by smaller, less well-known
companies whose shareholders are mainly fam-
ily members.

In order to stimulate economic growth and en-
courage the development of enterprises, it is
however important to provide mechanisms which
ensure a certain osmosis between these markets.
Two processes can be used for this purpose.

The first is the introduction of securities on mar-
kets specialising in high-growth-potential com-
panies, possibly as a preliminary to later entry

into the main market. In Belgium there are two
institutions offering this possibility. They are
EASDAQ, a pan-European market established in
Belgium as a counterpart to the American
NASDAQ, and Euro-NM, an association initially
created in collaboration between the Frankfurt,
Paris, Amsterdam and Brussels stock ex-
changes.

Another method is to resort to professional in-
vestors which are willing to subscribe for issues
of unlisted shares. This enables enterprises
which are not sufficiently well known to envis-
age stock exchange listing immediately to obtain
funds in amounts exceeding the personal assets
of the entrepreneur or his environment. This sys-
tem, known under the name of “venture capital’,
is highly developed in the United States, but less
so in Europe. In October 1999, in order to en-
courage this form of financing, the EC adopted
an action plan designed to encourage Member
States to persevere in their efforts in the field of
venture capital.

The recent creation, in Belgium, of contact net-
works should permit a better segmentation of
the market. These networks are intended to
serve as bridges between, on the one hand,
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TABLE 36 — BREAKDOWN OF FINANCING OF ENTERPRISES
WITH RISK CAPITAL '

(Percentage of total financing in the form of risk capital,
average 1993-1998)

Belgium Europe 2
According to type of investor
Independent funds ............ 11.1 50.8
Captive or semi-captive compa-

NIES oo 38.1 442
Public sector .................. 50.8 49
Total ...oooviiii 100.0 100.0

According to the development
phase of the enterprise fi-
nanced
Creation ..............cui 26.2 7.9
Expansion ... 58.2 36.7
Change in shareholdership .... 15.6 55.4
Total ...oooviiii 100.0 100.0

Source: European Venture Capital Association.

While the European Venture Capital Association tries to obtain the widest pos-

sible coverage, it is however not able to carry out an exhaustive census of the

activity of investors in risk capital. A number of operators, especially among

the smaller companies, are therefore not covered by these statistics.

2 Corresponds to the fifteen countries of the EU excluding Luxembourg, plus
Switzerland, Norway and Iceland.

businessmen whose financing requirements are
smaller than the minimum amount of the hold-
ings acquired by companies specialising in risk
capital and, on the other hand, private investors
who place at the disposal of new enterprises not
only financial resources but also their profes-
sional experience.

The amounts invested in risk capital are still
small, both in absolute terms and compared to
the neighbouring countries. This situation is due
to both supply and demand factors. Many entre-
preneurs are reluctant to resort to this form of
financing because doing so entails relinquishing
part of the ownership of their company. Further-
more, the number of investors willing to make,
directly or indirectly, investments in risk capital is
still small. The relatively limited savings-gather-
ing role played by life insurance companies and
pension funds, in comparison with other coun-
tries, is an additional handicap.
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In this context, the development of risk capital is
still mainly based, in Belgium, on the public sec-
tor. During the years 1993 to 1998 the latter
provided half of the financing in this form,
against an average of barely b p.c. in the Euro-
pean countries. A reverse imbalance is observ-
able for independent funds, which provided
50 p.c. of risk capital in Europe against 11 p.c.
in Belgium. The market share of captive or semi-
captive companies — which operate exclusively
or partly on behalf of a parent company, which
may be an industrial enterprise or a financial in-
stitution — is, on the other hand, fairly close to
that recorded in the neighbouring countries.

The Belgian market in fact specialises chiefly in
giving assistance for the creation and expansion
of enterprises, to the detriment of financing of
changes in shareholdership. In other words, the
first stage of intervention of risk capital, which
relies fairly considerably on public initiative, does
not yet appear to be sufficiently followed up in a
second intervention stage in the form of re-
placements of shares or financing of manage-
ment buy-outs or management buy-ins. This
situation might impede the actual development
of the first stage, particularly in the form of pri-
vate initiatives, by reducing the possibilities of
further sales of shares, by preventing a faster
turnover of participations in the portfolios of risk
capital companies and by thus limiting the accu-
mulation of experience in the assessment of
new dossiers.

General govemment

During the first nine months of 1999 the deficit
of general government amounted to 5.7 billion
euro against 4.8 billion in 1998. The Treasury
again gave preference to long-term financing
instruments, the debt at over one year having
increased by 7 billion. Net issues of Treasury
certificates represented only 0.5 billion, while
financial assets increased by 1.8 billion. This
increase was due solely to the very short-term
investment by the Treasury of part of the
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TABLE 37 — FORMATION OF FINANCIAL ASSETS BY AND NEW FINANCIAL LIABILITIES OF GENERAL GOVERNMENT

(Billions of euro)

Formation of financial assets! ........................oo.

New financial liabilities ...
Atuptooneyear .......ooooiiiiiiiiii

At over one year

Financial balance ...

First nine months

1995 1996 1997 1998 1998 1999
-2.4 -4.8 -15 -1.7 -13 1.8
6.1 2.7 33 05 35 75
-16.9 -06 -0.1 -6.3 1.1 05
23.0 32 3.4 6.7 2.4 7.0
-85 =74 -4.8 -2.2 -4.8 =57

Source: NBB.
" Including lending and equity investment.

proceeds from the September 1999 issue of a
new line of six-year linear bonds. These opera-
tions were intended, in particular, to prefinance
the redemption of Treasury certificates maturing
in October.

The introduction of the euro had a double effect
on the structure of the debt. The first was of an
automatic nature. As a result of the conversion
into euros of the loans previously denominated
in the currencies of countries participating in
EMU, the relative share of liabilities in foreign

currencies was reduced from 6.2 to 3.3 p.c. The
second effect was due more to an instant-reac-
tion policy on the part of the government. The
measures taken to diversify the distribution of
public debt securities, which are described in
detail in the part of section 8.2 dealing with the
securities market, caused the share of linear
bonds held by the rest of the world to rise from
8.1 p.c. in December 1998 to 21.6 p.c. in Sep-
tember 1999. This increase took place chiefly at
the expense of credit institutions, which held
only 49.5 p.c. of these securities in September

TABLE 38 — BREAKDOWN OF THE TREASURY’S DEBT BY HOLDER

(Percentages)
Linear bonds Treasury certificates
December ~ December  September ~ December  December  September
1996 1998 1999 1996 1998 1999
Belgium ..o 87.4 919 78.4 678 56.6 5656.7
of which:
Credit institutions ... 59.9 61.6 495 50.5 41.2 439
Other holders ........coooviiiii 275 30.3 289 17.3 156.3 11.8
Rest of the world ... 126 8.1 21.6 322 435 443
of which:
Euroarea..........oooiiiii n. n. 129 n. n. 285
Other countries ... n. n. 88 n. n. 156.8
Total ..o 100.0 100.0 100.0 100.0 100.0 100.0
Source: NBB.
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1999 against 61.6 p.c. nine months earlier. The
proportion of Treasury certificates held by for-
eign countries appears to have stabilised at the
much higher level of about 44 p.c.

For a proper assessment of this change it
should be noted that this breakdown of public
securities by holder disregards the purely tem-
porary changes of ownership due to repurchase
agreements, since these serve as collateral for
financing transactions and therefore do not fulfil
an economic purpose of portfolio diversification.

Now, as will be seen in the part of section 8.2
devoted to credit institutions, repurchase agree-
ments are an instrument frequently used by
Belgian banks to obtain net resources in euro
abroad on the interbank market. When these
transactions relate to general government secu-
rities, they in fact offer the advantage of freeing
the banks of the equity-capital-cover require-
ments applying to traditional interbank trans-
actions. Although Belgian credit institutions can
henceforth use for this purpose securities
issued by both Belgian and foreign general gov-
ernment, they still for the most part use Belgian
Treasury securities, as these still constitute the
bulk of their portfolios.

A large proportion of the Belgian securities thus
sold to foreign banks are allocated by the latter
as cover for the credits which they obtain from
their central banks. This circuit has the effect of
removing from the market a volume of securities
which is therefore no longer able to contribute
to the liquidity of the secondary market.

Rest of the world

The entry into force of EMU had the effect of
changing the conditions under which Belgium
carries out its financial transactions with foreign
countries. Previously, every investment made or
loan contracted outside the BLEU was re-
flected, directly or indirectly, in a conversion of
national currency into foreign currencies or vice
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versa. By changing the supply and demand con-
ditions on the foreign exchange market, these
transactions could therefore interfere with the
exercise of a monetary policy whose primary aim
was to preserve the stability of the value of the
franc vis-a-vis the German mark. This constraint
has now been eased, because Belgium forms
part of a much wider monetary area which has
not set itself a foreign exchange objective.

Although capital movements are therefore no
longer a key variable for the conduct of mon-
etary policy, an examination of them never-
theless makes it possible to understand how
Belgium’s transactions fit into the whole body of
the financial markets of the euro area and the
rest of the world.

An analysis of the recent transactions carried
out with foreign countries reveals two circuits of
funds. The former involves the monetary authori-
ties, credit institutions and general government.
During the first nine months of 1999 Belgian
banks greatly diversified their assets by increas-
ing their net positions on the rest of the world
by over 21 billion euro. They financed these
additional claims both by reducing their port-
folios of Belgian public debt securities and by
borrowing from the monetary authorities.

The Treasury thus turned more to foreign coun-
tries to obtain its finance, this having been re-
flected in capital inflows of 189 billion euro,
contrasting with the outflows of 7.6 billion re-
corded for the whole of the year 1998. These
two movements were not only in opposite direc-
tions but were also connected with transactions
of very different kinds. Whereas in 1998 general
government transactions with foreign countries
had chiefly taken the form of redemptions of
foreign currency debts, those carried out in
1999 were due to an active policy of interna-
tional spreading of Belgian public debt securi-
ties in euro.

Since the start of the third stage of EMU,
Belgian banks have the possibility of accumulat-
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TABLE 39 — FINANCIAL BALANCE OF BELGIUM VIS-A-VIS THE REST OF THE WORLD BY COUNTERPARTY SECTOR'

(Billions of euro)

First nine months

1997 1998 1998 1999
Monetary authorities ... -0.5 2.0 3.1 -10.1
Credit institutions ... 2.1 -38 -40 21.1
General government ... -2.3 7.6 3.0 -189
Institutional investors ... i 6.4 14.4 12.0 59
Other sectors ... .o 48 -11.1 -8.2 8.4
Total oo 105 9.1 59 6.6
Source: NBB.

T A plus sign indicates a net capital outflow, a minus sign a net inflow.

ing claims on foreign countries by borrowing
from the monetary authorities. Previously, the
changes in the loans granted by the Bank to
credit institutions were due to fluctuations in the
deficit on the money market in francs only. This
deficit was itself determined chiefly by the
development of Belgium's note circulation and
foreign exchange reserves.

This link with purely national variables has now
disappeared. Belgian banks participate, together
in the
Eurosystem’s allocations of credit by tender for

with those of the other countries,

meeting the liquidity requirements of the whole
of the euro area. By participating actively in
these transactions, resident institutions have
been able to borrow, via the Bank, substantial
amounts which have been partly redistributed in
the rest of the area. These net acquisitions of
external assets have given rise to transfers, via
TARGET, by Belgian banks to other banks in the
area, which have deposited the funds thus ob-
tained in accounts with their respective central
banks. Against this, the latter have in turn built
up claims with the Bank. It is these transactions
which explain the bulk of the capital inflows of
10.1 billion euro recorded during the first three
quarters of 1999 by the Belgian monetary
authorities.

The second circuit is due to the role played by
institutional investors in households’ investments
abroad. The international diversification of the
assets of individuals is not a new trend. Sub-
stantial capital outflows have been recorded in
this form since the beginning of the 1980s. In
an initial phase these transactions were carried
out directly by households in the form either of
deposits with foreign banks or of purchases of
securities issued by non-residents. In a second
stage the gradual institutionalisation of savings
was coupled with a sharp growth in acquisitions
of units issued by Luxembourg UCls specialis-
ing in monetary assets or bonds.

The rise in stock market prices subsequently
induced households to acquire units of UCls
investing directly or indirectly in shares. Unlike
the others, these UCIs were usually set up in
Belgium. Contrary to the system in force in
Luxembourg, UCls governed by Belgian law are
subject to corporation tax, which enables them
to benefit both from the imputation of the with-
holding tax on income from movable assets and
from the provisions contained in international
agreements aimed at preventing double taxation.

The increase in these subscriptions for units of
UCls whose vyields are linked to stock market
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prices had been particularly sharp in 1998, hav-
ing taken place mainly at the expense of direct
investments abroad. These purchases therefore
gave rise to repatriations of funds by house-
holds, which were offset by subsequent outflows
from institutional investors when the latter used
a large proportion of the funds raised to acquire
securities issued by non-residents. The attrac-
tiveness of index UCls and of UCls specialising
in shares decreased in 1999, so that the share
of these institutions in capital movements
declined, individuals having reverted to making
direct investments abroad.

8.2 FINANCIAL MARKETS

Payment systems

In order to enable the financial markets of the
euro area to function as efficiently as the na-
tional markets, new payment systems common
to the whole of the EU were introduced at the
beginning of 1999. The TARGET system thus
came into operation, linking the fifteen national
gross real-time settlement systems, including
ELLIPS for Belgium. This system ensures risk-
free and rapid execution of transfers in euro
between the various member countries for all
large-value payments.

In this connection mention should be made of
the Belgian law of 28 April 1999 implementing
the European directive of 19 May 1998 on the
finality of the carrying out of settlements in pay-
ment systems and in securities transaction set-
tlement systems. This law is thus aimed at safe-
guarding the proper operation of payment and
securities settlement systems, including collat-
eral for securities, against the adverse effects of
insolvency proceedings opened against Belgian
or foreign participants in these systems.

By contrast, the progress made in connection
with small payments has been slower. These are
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still usually made via networks of correspondent
banks, resulting in longer execution periods and
higher transaction costs. The introduction, in
2002, of euro notes and coins, which will make
it possible to carry out cross-border cash pay-
ments free of charge does, however, require the
parallel creation of flexible and inexpensive
mechanisms for small-value bank transactions
between the various countries of the euro area.
In order to encourage the development of such
systems, the ECB published in September a
notice listing a series of objectives which must
be achieved not later than 1 January 2002.

This document recommends that priority be
given to bank transfers, especially in view of
their importance for the remote execution of
small-value cross-border payments. The times
taken for these transactions should become
comparable to those for domestic bank trans-
fers, while their cost should be substantially re-
duced and borne exclusively, unless otherwise
agreed in advance, by the initiator of the trans-
action. The participation of individual credit insti-
tutions in cross-border small-value payment sys-
tems should be facilitated by the application of
objective and non-discriminatory access criteria.
Lastly, the standardised norms already defined
by the European Committee for Bank Norms
should enter into force as soon as possible.

The great attention paid by the ESCB to pay-
ment systems is not however solely attributable
to the desire to ensure integration of the money
market of the euro area and a smooth transition
to the single currency. It springs from a more
fundamental concern, common to all central
banks, to contribute to the security and stability
of the entire financial system and to maintain
public confidence in the currency. Secure and
efficient payment systems are essential, not only
in order to ensure rapid and transparent trans-
mission of the impulses of monetary policy but
also in order to contain one of the greatest po-
tential sources of systemic risk. The object is to
prevent the breakdown of a payment system or
default by a participant in such system from



leading, by a contagion affect, to the disruption
of all financial markets. The central banks are
directly involved when such crises break out,
since they are then called upon to intervene as
lender of last resort for credit institutions.

The crucial and fundamental role of payment
systems in maintaining the stability of the finan-
cial markets and confidence in the currency has
long been recognised. It has induced the central
banks both to design and operate such systems
themselves and, more generally, to exercise
oversight over the mechanisms which they do
not organise themselves.

The promotion of the proper operation of pay-
ment systems was explicitly incorporated in the
fundamental tasks of the ESCB and formulated
in its statutes. In Belgium, the law of 22 Febru-
ary 1998 establishing the Organic Statute of
the Bank stipulates in its Article 8, that “the
Bank shall ensure that the clearing and payment
systems operate properly and shall make certain
that they are efficient and sound. It may carry
out all transactions or provide facilities for this
purpose. It shall
adopted by the ECB in order to ensure the effi-
ciency and soundness of the clearing and pay-
ment systems within the European Community

implement the regulation

and with non-member countries”. It is clear from
the explanatory statement that this power has a
dual-scope, as the Bank is made responsible for
supervising both payment systems and securi-
ties clearing systems. For payment systems, the
general policy guidelines are laid down within
the ESCB in consultation with all the national
central banks, while the concrete implementa-
tion of the surveillance functions is delegated to
each central bank.

In the performance of its task, the Bank can
also derive support from the work done by the
G10 central banks, especially within the Com-
mittee on Payment and Settlement Systems. In
particular, this committee laid down, in 1990,
general norms, the “Lamfalussy
norms”, and in December 1999 it published

so-called
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a document on the fundamental principles of
payment systems.

The Bank’s functions include that of monitoring
the application of these norms by the various
payment and settlement systems operating in
Belgium. One principle, however, is very widely
recognised at international level : the supervision
must not on any account give rise to the
granting of a certification, approval or authorisa-
tion to the systems in question. The operators
themselves must bear the primary responsibility
for the security and efficiency of the existing
structures.

This activity is less akin to the role of supervi-
sory authority than to that of a body giving ad-
vice and making recommendations. This means
that those responsible for the systems subject
to supervision by the Bank must consult and in-
form the latter about any important question.
The Bank, for its part, will gather all information
which it deems useful and will, if necessary, sub-
mit proposals for changes designed to improve
the reliability of the existing systems.

In Belgium the Bank manages, in agreement
with the participants, a number of systems,
namely ELLIPS for real-time large value pay-
ments, the CEC and the Clearing House for
small payments. It also itself operates the
Clearing System, which is chiefly used for the
delivery, against payment, of dematerialised pub-
lic securities. It furthermore maintains opera-
tional relations with most of the systems under
its supervision. In order to avoid any conflicts of
interests, a strict separation has been estab-
lished between these operational activities and
the surveillance function.

In addition to the above-mentioned systems, the
Bank’s supervision relates chiefly to Euroclear,
Banksys (especially Proton) and SWIFT. In the
last-mentioned case it takes place within the
framework of an international co-operation as-
sociation with the G10’s Committee on Payment
and Settlement Systems, in which the Bank acts
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as lead overseer with the support of a number
of central banks represented on this committee.
In 2000 the Bank will start to supervise the
other systems established in Belgium, such as
Europay, BXS-Clearing and BXS-CIK. Lastly, the
bank is also involved in the supervision of inter-
national systems, such as Euro 1 Clearing, man-
aged by the EBA Clearing Company, which was
created by the Banking Association for the Euro,
and the proposed CLS Banksystem. Their lead
overseers are, respectively, the ECB and the
Federal Reserve of New York, with the Bank
helping to perform these international tasks in
its capacity as the central bank of a country in
which credit institutions participating in these
systems are located.

The Bank also maintains relations with the BFC
in the exercise of its supervisory functions. How-
ever, each of these two institutions has a spe-
cific role to play. Briefly, oversight relates mainly
to the systems and the prudential supervision
applies to the individual institutions.

There is a long tradition of informal co-operation
between the Bank and the BFC. This co-opera-
tion will of course be maintained in the context
of the activities relating to institutions or sys-
tems, such as BXS Clearing, in relation to which
both the BFC and the Bank have legally author-
ised tasks to perform. The purpose of this ap-
proach is to avoid any duplication or inadequacy
in the performance of the respective tasks of
the Bank and the BFC.

Credit institutions and other financial
intermediaries

As the banks are at the heart of the payment
system, it was in the specific functions which
they perform in this field, particularly via the
interbank market, that they were most directly af-
fected by the introduction of the single currency.

The most immediate effect was the increase in
the volume of interbank transactions carried out

TABLE 40 — INTERBANK TRANSACTIONS OF BELGIAN CREDIT INSTITUTIONS

(End-of-period outstanding amounts on a territorial basis, billions of euro)

Interbank assets

Monetary authorities

Credit institutions

Claims resulting from repurchase agreements'
Other claims ...

Interbank liabilities
Monetary authorities

Credit institutions

Debts resulting from repurchase agreements’ .........
Otherclaims ...

December 1998 September 1999

In francs In foreign Total In euro In foreign Total
currencies currencies

7.2 - 7.2 5.3 - 5.3
645 138.1 202.6 135.1 64.4 1996
426 8.7 513 613 3.4 64.7
218 129.4 151.2 739 61.0 134.9
71.6 138.1 209.7 140.4 64.4 204.8

4.0 - 4.0 10.3 - 10.3
77.0 1658 2428 1745 88.4 2629
54.8 16.1 70.9 104.2 2.6 106.8
22.2 149.7 1719 70.3 85.8 156.1
81.0 1656.8 246.8 184.8 88.4 2732
-9.4 =27.7 -37.1 —44.4 -24.0 -68.4

Source: NBB.
" Including advances against collateral.
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in the national currency. Whereas in December
1998 interbank assets and liabilities in francs
represented euro equivalents of 72 and 81 bil-
lion respectively, in September 1999 interbank
franc assets and liabilities amounted respec-
tively, to 140 and 185 billion euro. This increase
was largely counterbalanced by the fall in trans-
actions in other currencies.

Furthermore, the net position of Belgian banks
vis-a-vis the monetary authorities was reversed.
At the end of 1998 credit institutions held with
the Bank, mainly in monetary reserve accounts,
assets equivalent to 7.2 billion euro, whereas the
outstanding amount of their borrowings was
only 4 billion. At the end of September 1999,
total recourse to credit from the ESCB
amounted to 10.3 billion euro, while balances on

accounts totalled only 5.3 billion.

The instruments used on the interbank market
in euro will gradually change. Like the develop-
ment which was observed in Belgium following
the money market reform of 1991, the tech-
nique of repurchase agreements should spread
all over the euro area. A growth in recourse
to this instrument was actually observed in
Belgium during the first months of EMU. How-
ever, this increase has up to the present taken
place more in liabilities, i.e. the Belgian banks'
borrowings, than in assets, which consist of the
liabilities of foreign institutions. The fact is that
credit institutions can mobilise prime assets very
easily in support of their borrowings, because
they hold a substantial portfolio of Belgian
public securities. Furthermore, the asymmetrical
movement of the use of repurchase agreements
might also be due to the Belgian banks’ greater
familiarity with this technique, which was already
a major instrument of the former interbank mar-
ket in francs.

At the end of September 1999 the outstanding
amount of securities lodged as collateral by
Belgian banks to cover their interbank transac-
tions in euro was 104 billion. If the amount of
the securities deposited with the NBB to cover
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both monetary policy transactions and the op-
eration of the TARGET gross settlement system
is added, the securities pledged by the Belgian
banks represented about 70 p.c. of the total out-
standing amount of their portfolios of securities
in euros. At the same time the Belgian credit
institutions were themselves benefiting, to the
extent of 61 billion, by similar collateral guaran-
teeing a large proportion of their loans on the
interbank market.

The payment systems and securities settlement
systems are thus closely interconnected, which
fully justified the aforementioned principle of
making the central banks responsible for the si-
multaneous supervision of these two structures.
In order to facilitate pledging transactions, the
Bank's securities clearing system was altered by
the adoption of a gross settlement method in-
stead of settlement by offsetting. Furthermore,
the Bank participated in the implementation,
throughout the ESCB, of the so called “corre-
spondent central bank” model. This system per-
mits cross-border use of collateral by enabling
the various credit institutions in the euro area to
obtain a loan from their central bank of origin in
exchange for collateral held with other central
banks.

Belgian banks showed a net deficit, on the
interbank market, of 68.4 billion euro at the end
of September 1999, against 37.1 billion at the
end of December 1998. This expansion had as
its counterpart an increase in the amount by
which their assets vis-a-vis the other sectors ex-
ceeded the corresponding liabilities. During the
first three quarters of 1999 the latter declined
by 1.2 p.c. whereas their assets rose by 7.6 p.c.
The last-mentioned percentage is due however,
to widely differing changes for the various sec-
tors. Belgian banks reduced their portfolio of
Treasury debt certificates, their claims on gen-
eral government having fallen by 6.8 p.c. This
reduction was coupled with an increase in lend-
ing to individuals and companies, but was chiefly
counterbalanced by an upsurge in purchases of
paper issued by the rest of the world, especially
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TABLE 41 — BALANCE SHEET STRUCTURE OF BELGIAN CREDIT INSTITUTIONS

(End-of-period outstanding amounts on a territorial basis, billions of euro)

Asset Liabilities
December ~ September  Percentage ~ December  September  Percentage

1998 1999 change 1998 1999 change

Belgian and foreign credit institutions ................. ... 209.7 204.8 -2.3 246.8 2732 +10.7

Other sectors .....cooiiii i 382.4 411.7 +7.6 386.5 381.7 -12

Individuals and companies .............ciiiii 169.4 176.6 +4.3 315.6 306.3 -29

General government ... 150.3 140.0 -6.8 38 7.0 +86.1

Rest of the world ... 62.8 95.1 +51.5 67.1 68.4 +1.8

Miscellaneous™ ... ... - - - -411 -384 -6.6

Total oo 592.1 616.5 +4.1 592.1 616.5 +4.1
Source: NBB.

! These miscellaneous items, shown net, correspond to non-attributable items, adjustments and valuation differences, especially those between the market value and

the book value of credit institutions’ equity capital.

foreign general government authorities, as
claims on non-resident clients increased by over

50 p.c.

The increase in the profitability of Belgian credit
institutions, which was interrupted in 1998, was
resumed in 1999. During the first nine months
of the year the yield on equity capital reached,
on an annual basis, 12.3 p.c. against 11.4 p..
for the corresponding months of 1998, which
points to an increase for the year as a whole. It

should be noted that profitability is generally
higher during the year than at the end of the
year, when equity capital increases as a result of
the placing to reserve of undistributed profits.

The increase was proportionally even greater for
the return on assets, which rose, from the one
period to the other, from 0.35 to 0.41 p.c. This
growth was only partly reflected in the return on
capital, as the Belgian banks took less advan-
tage of the leverage effect. The ratio between

TABLE 42 — PROFITABILITY AND SOLVENCY OF CREDIT INSTITUTIONS GOVERNED BY BELGIAN LAW

(Data on a company basis)

Return on equity? ...
Return on assets2 ...
Financial leverages ...

Cover coefficient of assets weighted by risks4 ............

First nine months’

1995 1996 1997 1998 1998 1999

837 10.38 10.88 9.62 11.40 12.30

0.24 0.29 0.30 0.30 0.35 0.41
34.3 3562 359 320 32.7 30.3
119 1.7 1.4 1.3 1.4 10.5

Sources: BFC, NBB.

! Data on annual basis.

2 Percentage yield after tax.

3 Ratio between total assets and equity.
4 Consolidated end-of-period data.
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total assets and equity in fact declined from
32.7 to 30.3.

This greater capitalisation was not coupled with
a rise in the coverage coefficient of assets
weighted by risks, or risk asset ratio, because
the above-mentioned changes in the balance
sheet structure were reflected in an increase in
claims on private clients, who are given a
weighting coefficient of 100 p.c, at the expense
of interbank assets or public securities, which
are given a small or zero coefficient.

The growth in bank incomes is attributable to in-
terest earnings. Whereas their share in total
bank earnings had fallen by about 11 percent-
age points between 1995 and 1998, it appears
to have increased during the first nine months
of 1999, reaching 60.9 p.c. of the total against
56.7 p.c. the previous year.

Like the movement already observed in 1998,
the interest margin calculated as the difference
between the yield on assets and the cost of li-
abilities, increased, reaching 1.28 p.c. during the
first nine months of 1999. As stated above,

FINANCIAL ACCOUNTS AND FINANCIAL MARKETS

claims on non-bank customers, which are pro-
portionally more profitable, grew as a share of
the banks’ balance sheet, at the expense of
transactions on the interbank market. On top of
this structure effect there was a widening of the
interest margin on the latter category of trans-
actions. In fact, the negative differential usually
shown by Belgian banks on the interbank mar-
ket disappeared in 1998 and was replaced by a
positive difference of 0.05 p.c. during the first
nine months of 1999. The possibility, for Belgian
banks, henceforth to carry out a larger propor-
tion of interbank transactions in their own cur-
rency, together with the availability of a substan-
tial outstanding amount of public securities
which could easily be used as collateral, may
well have made it possible to reduce the cost of
interbank borrowings abroad.

By contrast, the margin on transactions with
customers, which is the main component of
Whereas it
amounted to 2.30 p.c. in 1996, it reached only
1.98 p.c. during the first three quarters of 1999.
This fall took place despite an increase in matu-

interest results, shrank further.

rity transformation activity. The share of liabilities

TABLE 43 — INTEREST RESULTS OF BELGIAN CREDIT INSTITUTIONS

(Data on a company basis, percentages)

First nine months'

1995 1996 1997 1998 1998 1999

Share of interest results in bank earnings ................. 67.8 65.5 62.5 56.6 56.7 60.9
Overall interest margin? ... 1.29 1.31 1.17 1.22 1.22 1.28
of which:
Margin on interbank transactions? ................ -0.13 -0.26 -0.15 0.02 -0.01 0.05
Margin on transactions with clients2 .............. 2.20 2.30 2.06 2.02 2.01 1.98
p.m. Share of claims at over one year in claims on
clients34 ... 60.3 61.2 62.1 61.9 61.7 63.3
Share of liabilities at up to one year in liabilities to
clientsd ... 64.8 65.8 68.4 69.8 70.7 72.0
Source: NBB.

' Data on annual basis.

2 Calculated as the difference between the yield on assets and the cost of liabilities.

3 According to term on issue.
4 Excluding variable-rate advances for terms over one year.
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at up to one year in the resources collected
from customers rose from 65 p.c. at the end of
1995 to 72 p.c. at the end of September 1999,
chiefly owing to the loss of attractiveness of
bank bonds. At the same time, the proportion of
assets represented by claims at over one year
reached 63 p.c. at the end of September 1999,
against 60 p.c. at the end of 1995, owing, on
the one hand, to the sharp increase in mortgage
loans and, on the other hand, to a growth in the
proportion of long-term securities in the securi-
ties portfolio.

enabled the
Belgian banks to generate substantial incomes in

These maturity transformations

a context where the differential between long-
term and short-term rates remained substantially
positive and even tended to increase during the
last few months. Credit institutions were therefore
able to compensate partly for the narrowing of
margins due to the keen competition on the finan-
cial markets. They also, however, became more
vulnerable to sudden changes in the yield curve.

As the other components of bank incomes de-
clined overall, the relative weight of interest in-
comes increased during the first three quarters

of 1999. This development must however be
placed in its proper context. On the one hand,
the decrease in total income excluding interest
is mainly attributable to the results of securities
trading. Owing to the rise in long-term rates,
several banks suffered losses on this category
of transactions, as had in fact also been the
case during the previous upward movement in
1994. On the other hand, during each of the
four preceding years, incomes excluding interest
had shown a very high growth rate, far above
that of interest results.

The increase in recent years in activities other
than intermediation has spread to most other
types of transactions. Three sources of income
have however grown more markedly, namely
commission on securities transactions and asset
management, income from shares and equity
and results on realisation of securities.

The rates of increase have not however been
identical for all three categories. The increase in
equity income is recent and is largely attribut-
able to the various acquisition operations which
have recently taken place within the Belgian
banking sector.

TABLE 44 — RESULTS EXCLUDING INTEREST OF BELGIAN CREDIT INSTITUTIONS

(Data on a company basis, millions of euro)

Commission on securities transactions and asset manage-
MENT Lo

Income from shares and equity investment .................
Result on realisation of securities ..........................
Result of securities trading activity ..................... ...,

Other commission and income excluding interest, net of
COMMISSION PAIA ...ttt

Total income excluding interest .....................n

Ditto as annual percentage increase .......................

First nine
months!
1995 1996 1997 1998 1999
596 797 1,046 1,600 1,725
460 735 519 570 1,044
798 816 1,165 1,970 1,453
481 451 323 369 =717
1276 1,480 1,779 2,070 2,167
3,610 4,280 4,821 6,480 5,672
+39.8 +18.6 +12.7 +34.4 -125

Source : NBB.
' Data on an annual basis.
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Results on realisation of securities increased
mainly in 1998, but remained very high during
the first three quarters of 1999. Credit institu-
tions actually hold a substantial portfolio of se-
curities which were issued several years ago at
rates far above the conditions currently in force
and on which they therefore acquire latent capi-
tal gains. By selling part of these securities they
can realise these gains. Such transactions do
however have an adverse effect on the future
development of the intermediation margin, be-
cause the financial resources thus generated
have to be reinvested at lower rates.

The steadiest growth has been that in commis-
sion on securities transactions and asset man-
agement. This nearly tripled between 1995 and
1999. The rise in stock market prices encour-
aged the issuing and placement of securities. It
also stimulated the interest of investors in vari-
able-interest securities. The banks were thus
able to step up their portfolio management ac-
tivities on behalf of third parties, and also the
distribution of units of UCls.

The tapping of these new income sources is
helping to change the risk profile of credit insti-

FINANCIAL ACCOUNTS AND FINANCIAL MARKETS

tutions. Responding to this, these have endeav-
oured to adjust their cover instruments and
management systems. In the light of this dual
development, it became clearly apparent that the
international requirements as regards solvency
needed to be changed. In June 1999 the Basle
Committee on Bank Supervision, which has
been working for several years on a revision of
the Capital Accord, disseminated for consulta-
tion a document presenting the results already
achieved.

The Committee's proposal does not confine it-
self to the minimum solvency requirements. It is
also based on two other major pillars. Firstly, it
aims to introduce a permanent process of pru-
dential assessment of the equity requirements
for each individual institution. Secondly, it em-
phasises the idea that the transparency of the
information published by the various institutions
is an essential instrument for improving market
discipline and facilitating bank supervision.

The solvency coefficients should cover a wider
range of risks than hitherto, because they would
henceforth apply also to the interest rate risks
run in transactions with customers and to the

TABLE 45 — RESOURCES GATHERED BY FINANCIAL INTERMEDIARIES FROM NON-BANK CUSTOMERS

(Changes, billions of euro)

Credit institutions ™ ... . i

Institutional investors2 ... ... i

Undertakings for collective investment ...................
In fixed-interest assets ...
Guaranteed-capital and share indices ..................
Pension saving, mixed and miscellaneous ..............

[nsurance COMpanIes ............ooovviieeiinieeeaiinnn..

Pension funds ...

First nine months

1995 1996 1997 1998 1998 1999
8.4 20.0 16.3 114 127 8.8
6.4 111 17.6 28.6 239 20.2
0.3 4.6 9.1 193 169 122
0.8 1.3 2.0 19 1.8 0.8

-0.1 2.6 6.0 122 115 7.3

-03 0.8 1.1 53 3.6 4.1
5.6 59 7.9 8.8

6.9 8.0
0.5 0.6 0.5 0.5
148 31.1 339 40.0 36.6 29.1

Sources: BFC, ISO, Belgian Association of UCls, Belgian Association of Pension Funds, Luxembourg Insurance Commissariat, NBB.

' Belgian credit institutions, on a territorial basis.
2 Institutional investors operating on the Belgian market.
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operational, legal and reputation risks. Although
the rules now in force for market risks are not to
be significantly changed, a more detailed break-
down of the weighting categories is being con-
sidered for credit risks. This classification would
be based on the ratings assigned by independ-
ent agencies, but the Committee could, under
certain conditions, allow recourse to the internal
ratings which the banks themselves assign to
their counterparties.

Measured by the volume of funds raised from
their non-bank customers, the activity of institu-
tional investors fell off slightly during the first
nine months of 1999. This movement repre-
sented a reversal compared with the trend dur-
ing the preceding years. The sharp rises re-
corded on most stock markets had stimulated
investment with UCls, especially those whose
yields are linked with the movement of stock
market prices. This interest lessened during the
first three quarters of the year under review, the
funds raised by guaranteed-capital index UCls
or those specialising in shares having fallen
from 11.5 billion euros in 1998 to 7.3 billion in
1999.

Despite this decline, it must not be forgotten
that several structural factors will continue to
exert a favourable influence on investments with
institutional investors during the next few years.
A growing number of persons are building up
savings intended to supplement the legal pen-
sion system. Furthermore, in a context where the
mastering of inflation has pushed down interest
rates, investors are trying to obtain high yields
by investing in higher-risk assets. The increased
recourse to institutional investors forms part of
this diversification strategy.

In so far as these undertakings pursue an active
risk-spreading policy, the structure of their port-
folios will be influenced by EMU, since the intro-
duction of the euro reduces the range of curren-
cies among which institutional investors can
spread their assets. Whereas at the end of
1998 36 p.c. of the assets of these investors
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TABLE 46 — ASSET STRUCTURE OF INSTITUTIONAL
INVESTORS

(End-of-period outstanding amounts, percentages)

December September
1998 1999
By currency
Infrancs ... 64.0 -
INeuro ..o - 83.6
In other currencies ............ 36.0 16.4
By counterparty
On Belgium ... 58.8 56.1
Financial intermediaries . ... 12.5 10.8
General government ....... 246 238
Other sectors .............. 218 215
On the rest of the world ...... 412 439
Financial intermediaries . ... 7.0 9.0
Other sectors .............. 34.2 349

Sources : BFC, ISO, Belgian Association of UCls, Belgian Association of Pension
Funds, Luxembourg Insurance Commissariat, NBB.

were in foreign currencies, this proportion fell to
about 16 p.c. as a result of the creation of the
single currency.

Institutional investors thus have to look for other
methods of diversification, especially by increas-
ing their claims on the rest of the world. Al-
though the available data in this field are still
very fragmentary, especially in the case of insur-
ance companies and pension funds, the share of
foreign assets appears to have risen, during the
first nine months of 1999, from 41.2 to 43.9 p.c.

Two important legal measures also influenced
the activity of these institutions during the year.
On 30 April 1999 a Royal Decree lowered the
maximum reference rate for life insurance trans-
actions from 4.75 to 3.75 p.c. and the discount
rate for calculating the minimum financing of
collective capitalisation for group insurances
from 7 to 6 p.c. Two other Royal Decrees ex-
tended these provisions to pension funds. In
making these adjustments the government took
account of the repercussions, on the conditions
of activity of these institutional investors, of the



fall in interest rates which had taken place in re-
cent years owing to the slowing of inflation.

A Royal Decree of 7 July 1999 defined the crite-
ria determining the public nature of the financial
transactions, which are applicable particularly to
UCls, to seeking to obtain deposits or other re-
payable funds, to issuing operations and to op-
erations deemed to be equivalent to a public is-
sue. By this provision the government defined
the concept of investors who, as they do not
specialise in financial matters, should have the
benefit of specific protective measures. The
more precise definition of the parameters ena-
bling a distinction to be made between profes-
sional operators and other investors will give the
banks and other financial intermediaries greater
legal security in the exercise of their functions
of asset management, investment consultancy
and the organisation of security issues.

Securities markets

The gradual substitution of companies for gen-
eral government as the main borrowers on the
Belgian securities markets became more pro-
nounced in 1999. Although net issues of linear
bonds and Treasury certificates by general gov-
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ernment still represented a substantial volume
during the first nine months, namely 8.6 billion,
this amount is influenced by the September is-
sue of linear bonds intended to prefinance the
redemption of Treasury certificates in the follow-
ing month, but still more so by seasonal factors.
The Treasury’s financing requirements are con-
centrated in the first three quarters, so that the
deficit and hence the volume of new issues de-
clined, over the year as a whole, to an appreci-
ably lower level.

Capital increases by companies via the stock ex-
change amounted in the first nine months of the
year to 4.3 billion euro, against 2.2 billion in
1998. In addition, companies raised 7.3 billion by
issuing fixed-interest securities, especially short-
term ones on foreign markets. Although the intro-
duction of the euro was coupled with a substan-
tial increase in issues of that type, the total
outstanding amount of these securities in circula-
tion is still much smaller than that of securities is-
sued by general government and of listed shares.

Owing to their size, it is the two last-mentioned
markets that are most directly affected by the
introduction of the euro. The challenges are
much the same in both cases. On the demand

TABLE 47 — NET ISSUES OF SECURITIES ON THE MAIN BELGIAN SECURITIES MARKETS

(Billions of euro)

First nine months p.m.

Outstanding
amount

at the end of

September
1996 1997 1998 1998 1999 1999

9.3 6.3 1.7 4.7 8.6 250.6
5.7 1.0 -5.6 1.7 0.9 406
3.6 5.3 7.3 2.9 7.7 209.9
25 2.2 29 2.2 43 1727
1.4 0.1 0.6 1.3 7.3 269
132 85 53 8.1 20.1 4492

Sources : BFC, BXS, EASDAQ, NBB.

1 Including Treasury bills as well as commercial paper issued by the communities and regions.
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side, investors now have a much greater range
of choice because EMU permits wide geo-
graphical diversification without any exchange
risk. The supply conditions are also influenced,
since issuers, keen to obtain the best financing
terms, are turning more to foreign countries in
order to derive the greatest advantage from
competition. Technological innovations assist this
dual development by facilitating relocation of
markets, opening up new possibilities for elec-
tronic trading or allowing the centralisation of
clearing and settlement functions in supra-
national bodies.

Although they are faced with comparable devel-
opments, these two market compartments still
have their own distinctive features.

Public debt securities generally display a high
degree of homogeneity from country to country,
which makes it easy to compare the financing
conditions applying to Belgium with those of the
other countries of the euro area. Furthermore,
the bulk of issues are made by a single bor-
rower, the Treasury, which can thus react quickly
to the new market situation.

The Belgian Treasury made several adjustments
during the year under review which are in line
with provisions already introduced in previous
years. Thus, the diversification of the securities
offered was continued. After having extended
the maturity range of linear bonds in 1998 by
making issues with maturities of up to thirty
years and launching the first Treasury bills, in the
form of commercial paper at up to one year, the
federal government issued a new line of floating-
rate linear bonds in April 1999. This instrument,
the rate on which is linked to that on three-
month interbank deposits in euro (Euribor), was
the first issue of this type made in euro by a
sovereign borrower.

The initial tranche of this linear bond line, like
that of the two fixed-rate linear bond lines
launched in 1999, was placed by an interna-
tional syndicate of financial institutions, while the
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following tranches were placed by the traditional
method of tendering. This adjustment of the is-
sue procedures is aimed at increasing the liquid-
ity of these securities by ensuring from the out-
set that the resultant volume of securities in
circulation is comparable with the outstanding
amount of those issued by general government
in the largest countries of the euro area. This
new technique is also intended to attract more
foreign investors.

In order to promote the placing of its debt with
non-resident investors, the Treasury also accred-
ited several primary dealers established abroad.
While offering better access to an international
clientele, these made it possible to counterbal-
ance the reduction in the number of Belgian pri-
mary dealers resulting from the restructurings in
the domestic banking sector. Furthermore, a
new category of market operators, the “recog-
nised dealers’, was created at the beginning of
1999. While, unlike the primary dealers, they are
not required to comply with the binding norms in
terms of volume of activity on the primary and
secondary markets, the recognised dealers have
the task of placing the securities of the Belgian
public debt abroad, on certain markets and with
certain targeted investors.

In return for their specific commitments, these
two bodies of specialists in Belgian Treasury se-
curities are henceforth the only ones permitted
to deal on the primary market, while only the pri-
mary dealers are authorised to participate in
non-competitive tenders.

The Treasury also continued its policy of
regrouping maturities. The interest payments on
linear bonds are henceforth concentrated on
two due dates, 28 March and 28 September.
Treasury certificates, while still being issued
weekly, now have only two maturity dates per
month, an arrangement which also helps to
increase the volume of the lines.

Lastly, the Treasury wished to take advantage
of the process of integration of the secondary



markets started, within the euro area, by the
creation of EuroMTS. This entirely electronic
market, operating in real time and still confined
to a limited number of operators, opened in April
1999, trading initially in the most liquid loans
of Germany, France and ltaly. In September
Belgium, together with Spain and the Nether-
lands, was able to benefit by a widening of this
market by introducing three linear bond lines
which complied with the double criterion of hav-
ing been recently created and having a substan-
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tial volume in circulation. On the national plane
the Treasury and the primary dealers agreed to
use the same software as that of EuroMTS in
order to establish, in 2000, an electronic trading
platform, called MTS Belgium, for dematerialised
securities of the Belgian public debt.

The lines of action pursued by the Treasury in
order to attract more foreign investors did not
have identical results for the short-term and

long-term debt. On the money market, the nega-

CHART 52 — FINANCING CONDITIONS OF THE BELGIAN PUBLIC DEBT

INTEREST-RATE DIFFERENTIALS
(basis points)

TREASURY CERTIFICATES AGAINST
INTERBANK DEPOSITS !

0 0
BT —— 1-10
-20 < -20
30 b \ 1{-30
-40 + - -40
-50 I I I I I I -50

1998 1999
—— 12-month
6-month
—— 3-month

10-YEAR GOVERNMENT BONDS AGAINST
THE GERMAN BUND

50 50
40 -1 40
30 130
20 120
°r /\; 10
O Il Il Il Il Il Il O
1998 1999

— Belgium —— Spain

— ltaly Netherlands

— France

Sources : Ministry of Finance, NBB.

RATIO BETWEEN THE AMOUNTS OF
THE TENDERS SUBMITTED BY THE
BIDDERS AND THE AMOUNTS ALLOTTED

BY THE TREASURY
TREASURY CERTIFICATES
12 12
10 10
8 8
6 6
4 4
2 2
0 0
LINEAR DONDS
3 3
2 12
1r 11
0 I I I I I I 0

1999

T Rate on interbank deposits in francs (Bibor) until 1998; rates on interbank deposits in euro (Euribor) in 1999.
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tive interest rate differential between Treasury
certificates and interbank deposits in francs and,
since January 1999, in euro, increased during
the last two years. The average differential for
three-, six- and twelve-month instruments rose
from 8 basis points during the first three quar-
ters of 1998 to 11 basis points during the fol-
lowing three quarters. The differential widened
further during the second half of 1999, reaching,
in the fourth quarter, 18 basis points for the
twelve-month certificates, 25 basis points for the
six-month certificates and as much as 40 basis
points for the three-month securities. This widen-
ing of the differential was however largely due to
the impending changeover to the year 2000.
Credit institutions, keen to have the best possi-
ble liquidity at the end of the year, chose to buy
Treasury certificates, which are easily mobilisable
in the form of repurchase agreements.

On the bond markets, the differential between
the ten-year linear bond and the German bund
of the same duration, which serves as the
benchmark on this market, increased somewhat
in 1999. This movement was not however spe-
cific to Belgian public securities, as a similar
widening was recorded for the long-term public
debt of other euro area countries.

This difference between the two markets is also
reflected in the increase in the ratio between
the amounts of the bids made by the tenderers
and the amounts actually allotted by the Treas-
ury. This ratio rose from an average of 2.4 in
1998 to b in 1999 for Treasury certificates, but
went up only from 1.7 to 2.3 for linear bonds.

The reasons for this divergence are to be found
in the two major differentiation factors still exist-
ing between the markets for public securities of
the member countries of EMU, namely the
credit risk and liquidity. These two criteria are
hardly discriminatory for Treasury certificates. All
the Member States of the euro area do in fact
enjoy the highest rating for their short-term debt
in euro, while the uniformisation of the money
market and the spread of repos within the area

118

means that liquidity differences are now practi-
cally without significance for short-term public
securities. Furthermore, the Belgian government
has a certain advantage in this segment be-
cause several countries in the area, especially
Germany, issue hardly any short-term public se-
curities.

On the other hand, on the bond markets there
are appreciable interest rate differentials be-
tween the securities of the various countries.
Thus, German ten-year bunds are at a premium
compared to the benchmark loans of all the
other countries in the area. This differential ex-
ists even vis-a-vis the countries which have the
same rating as Germany, a fact which highlights
the important role played by liquidity. Liquidity in-
fluences, in particular, the yields for the ten-year
maturities, because the German Treasury certifi-
cates of this duration are the basis of the trans-
actions carried on Eurex, which is by far the
main futures market for bonds in euro. On the
other maturities the interest rate differentials
with Germany are generally smaller.

On the stock market, the challenges presented
by the single currency were one of the main jus-
tifications for the far-reaching reform introduced
by the law of 10 March 1999. This law made it
possible to combine, in an integrated structure,
the Brussels Stock Exchange Company, the Bel-
gian derivatives market (Belfox) and the Securi-
ties Deposit and Clearing Office of the Financial
Sector.

An overarching company was created, under the
trade name of Brussels Exchanges or BXS. This
groups the stock markets together and has two
subsidiaries, BXS-Clearing, which serves as a
clearing body, and BXS-CIK;, which is responsi-
ble for the safe guarding and settlement of
transactions for shares and warrants. The new
structure thus brings together all the functions
connected with stock exchange transactions, ex-
cept for the settlement of transactions in fixed-
yield securities, which takes place via the Bank's
clearing system. It is also responsible for the



organisation and supervision of the market and
for the dissemination of information. It has a
managing committee responsible for implement-
ing the strategy decided upon by the board of
directors, a market authority and disciplinary
commission. The legislator has given BXS the
legal form of a public limited liability company,
which makes it possible to safeguard this insti-
tution against the risks of a change in equity in-
herent in a co-operative structure while at the
same time offering the possibility of subse-
quently opening up the shareholdership to third
parties, or even of stock exchange listing.

The authorities also took two other more spe-
cific measures in order to diversify the securities
traded on the Brussels Stock Exchange. On
6 July 1999 they amended the Royal Decree
concerning the prospectus to be published
when a public securities issue is made. The aim
of this measure is to simplify the introduction, on
a Belgian secondary market, of securities al-
ready listed on a foreign market, by specifying
the conditions to be met in order to be ex-
empted from publishing a prospectus.

In addition, the Brussels Stock Exchange, by
virtue of an authorisation granted by a Royal
Decree of 9 June 1999, launched a new finan-
cial instrument called “Index Participating Units”
or IPUs, in December 1999. This product, in-
tended mainly for individuals, but also accessible
to institutional investors, consists of an option
on the Bel20 index enabling the purchaser to
acquire part of the value of the basket of securi-
ties underlying this index. In practice, the acqui-
sition price of the IPU is at all times equal to
the market price of this basket portion, since the
price of exercise of the option is zero and the
investor is entitled to receive amounts propor-
tionally equivalent to the dividends on the shares
which compose the index. The Brussels Stock
Exchange is the first European financial centre
to offer this type of product.

These various measures, especially the creation
of BXS, are designed to enable the Brussels
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Stock Exchange firstly to contend with the poten-
tial competition from new, entirely electronic,
cross-border trading systems and, secondly to fit
itself better for some of the alliances currently
being studied between the major European stock
exchange centres. The Brussels, Amsterdam and
Luxembourg stock exchanges have already actu-
ally moved closer together, as each of the mem-
bers of these three stock exchanges have been
able, since the beginning of 1999, to intervene
without an intermediary and without additional
cost in the two other exchanges. Other projects
are being prepared, such as the interconnection
of the trading platforms of the main European
stock exchanges or the possible creation of a
pan-European clearing and settlement delivery
structure. These various projects are aimed at,
among other things, meeting the potential com-
petition from non-stock-market operators.

The numerous remaining obstacles to the proc-
ess of regrouping the various stock exchanges
in Europe are not only due to operational or
technical difficulties. They are also connected
with the specific features of these markets,
which, compared to the markets for public debt
securities, are far from being standardised. This
situation is due to the nature of the securities,
which represent risk capital, to the great frag-
mentation of issuers each with their own char-
acteristics and also to the absence of harmoni-
sation of accounting layouts or tax systems.

Despite these national differences, the Brussels
Stock Exchange developed in close correlation
with the other main European centres during the
period preceding the entry into force of the
euro. Thus, from the beginning of 1996 to the
autumn of 1998, the Belgian, German and
French indices showed very similar fluctuations
and also ran in line with the pattern of the Euro
Stoxx index. This parallelism applied to the en-
tire market, but also, more specifically, to the in-
dicators relating to the largest listed securities.

However, from the last months of 1998 on-
wards, and particularly in 1999, the two Belgian
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CHART 53 — STOCK MARKET PRICES

(End-of-period data, indices January 1996 = 100)
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indices and the German CDAX diverged from
the general trend.

In the case of Germany, this deviation is prob-
ably attributable to cyclical factors, as the eco-
nomic recovery there materialised more slowly
than in most of the other EU countries. It is
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however symptomatic to note that this factor
chiefly affected the prices of the smallest secu-
rities, because the DAX index, confined to the
big companies, moved more in line with the
other European indices.

The Belgian cyclical pattern, on the other hand,
was relatively more favourable in 1999 than that
of the euro area as a whole and therefore can
hardly be said to be the cause of the difference
in performance on the stock markets. Further-
more, the decline in prices in Belgium applied
both to big companies and to other securities.

As the movement was fairly general, it does not
appear to have been solely attributable, either, to
sectoral causes, such as the considerable
weight on the Brussels Stock Exchange, of fi-
nancial securities or the incidence of the merg-
ers and acquisitions which took place in some
branches of activity. Furthermore, these opera-

tions are not specific to Belgium.

[t seems undeniable, on the other hand, that the
entry into force of EMU played a part in chang-
ing supply and demand conditions on the stock
markets. Owing to the introduction of the euro,
purchasers, and especially institutional investors,
were able to widen their investment horizon
without having to incur any exchange risk. This
— both geographical and sectoral — diversifica-
tion movement seems to be taking place prima-
rily on the largest markets and in the case of
the main companies or of enterprises specialis-
ing in new technologies. On these various
planes the Brussels Stock Exchange suffers
from a handicap. Its total capitalisation is far
smaller than that of the neighbouring centres,
while the fairly few listed companies include
only a small proportion of very large enterprises
and few technological securities. The concentra-
tion of the market, measured by the share of the
5 p.c. of enterprises with the highest capitalisa-
tion, amounted in Brussels at the end of 1998
to only 57 p.c, against nearly 70 p.c. for the
Paris Stock Exchange and between 70 and
80 p.c. for those of Amsterdam and Frankfurt.
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TABLE 48 — CHARACTERISTICS OF SOME EUROPEAN STOCK EXCHANGES'

(End-1998 data)?

Number of listed ~ Stock exchange
enterprises capitalisation in

Market Holding of the main shareholder
concentration 3

billions of euro Between
Over 50 p.c. 25 and 50 p.c. Under 25 pc.
Brussels ..o 146 210 56.5 68 26 6
Frankfurt ..., 741 931 77.8 68 21 11
Paris ... 914 837 68.6 37 32 31
Amsterdam ... 2192 512 733 44 20 36

Sources: International Federation of Stock Exchanges; BXS; E. Wymeersch, A Status Report on Corporate Governance Rules and Practices in Some Continental
European States in K. Hopt, H. Kanda, M. Roe, E. Wymeersch and S. Prigge (eds), Comparative Corporate Governance. The State of the Art and Emerging

Research, Clarendon Press-Oxford, 1998.
! National securities.

2 Except for the holding of the main shareholder, where the data relate to 1995 for France, 1996 for Germany and 1997 for Belgium and the Netherlands.

3 Market share of the 5 p.c. of enterprises with the highest capitalisation.
4 Percentage of the total number of listed companies.

This situation is furthermore reflected in the
representation of Belgian enterprises in the
Euro Stoxx 50 index, as only two of them are in-
cluded in this indicator covering 50 of the larg-
est companies in the EU.

In this context, the diversification of the invest-
ments of Belgian investors in securities of other
European countries has probably not been
counterbalanced by a flow of the same size in
the opposite direction to the benefit of securi-
ties listed on the Brussels Stock Exchange. This
asymmetry has weighed all the more heavily on
prices because, for a number of Belgian shares,
the markets are fairly narrow, as a very large
proportion of the capital is permanently held.
The percentage of listed companies whose main

shareholder holds over 50 p.c. of the shares is
estimated at 68 p.c, while the largest share-
holding is less than 25 p.c. in only 6 p.c. of the
enterprises. Although comparable percentages
are observed in Germany, the concentration of
the shareholdership appears to be much less
great in France and the Netherlands.

In a context which admittedly differs from that of
public debt securities, the trend of prices on the
Brussels Stock Exchange therefore comes
down to a problem of liquidity which seems to
be common to both markets. To strengthen this
liquidity, issuers, handicapped by their smallness,
are endeavouring to spread their securities more
widely on foreign markets, resorting if necessary
to non-resident intermediaries.
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METHODOLOGICAL NOTE

METHODOLOGICAL NOTE

Unless otherwise indicated, when data are compared from year to year, they all relate to the same
period of each 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 make it possible to describe the development of various important economic data relating
to Belgium in the year 1999 as a whole, it was necessary to make estimates, as the statistical mate-
rial for that year is inevitably still very fragmentary. In the tables and charts these estimates, which
were arrived at in January 2000, are marked by the sign “e". They represent mere orders of magni-
tude intended to demonstrate the trends which already seem to be emerging. On the other hand, the
comments on the international environment and the international comparisons are based on data
from international institutions, which for the year under review were closed a few months earlier.

On 1 January 1999 the Belgian franc ceased to be an independent currency and became one of the
national denominations of the euro. The euro is therefore the monetary unit used in this Report, when
the data relate to Belgium or the euro area. The amounts relating to the periods prior to 1 January
1999 are converted at the irrevocable conversion rates for the euro. The euro area consists of the
eleven countries which share the single currency, namely — in addition to Belgium — Austria, Finland,
France, Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain. For convenience, the
term “euro area” is also used to designate this group of countries for periods prior to 1 January 1999,

For the years prior to 1999 the official national accounts data have been included in the Report as
they stand. However, account has been taken of the corrections to the definition of the general gov-
ernment deficit, announced by the NAI in its January 2000 publication entitled Comptes nationaux
1998 — Partie lll : Comptes détaillés et tableaux. These corrections are mirrored in the company
accounts’.

During the year under review the NAI, in accordance with the obligation imposed by Eurostat, applied
the ESA 95 methodology for the first time for compiling the national accounts, instead of the ESA 79
methodology used until then. This new system gives a more accurate and complete picture of eco-
nomic developments. It also proposes a better accounting treatment of products or services whose
development was at an early stage when the old system was designed (such as, for instance, soft-
ware and leasing). Lastly, it does more to ensure the international comparability of macroeconomic
data. The implementation of ESA 95 was accompanied by the introduction of a set of new concepts
and a number of methodological changes. Although the NAI has already presented the new system
in detalil, it seems appropriate to comment briefly on certain changes and innovations'.

With regard to the new concepts, some of them are merely terminological adaptations, while others
relate to aggregates which did not exist previously. One of the most noteworthy changes with regard
to terminology is that the term “gross national product” (GNP) is replaced in ESA 95 by the concept

! For fuller information concerning the new system of national accounts according to ESA 95, see the NAI publication entitled Comptes nationaux
1998 - Fartie | : Estimation des agrégats annuels. The changes caused by the switch to this new system for general government are specified in
more detail in another publication from the same source, entitled Comptes nationaux 1998 — Partie Ill: Comptes des administrations publiques.
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of “gross national income” (GNI). Another example is that of the term “depreciation”, which is
replaced by the expression “consumption of fixed capital”

The ESA 95 methodology distinguishes two concepts connected with consumption and disposable
income. There is first of all that of final consumption expenditure, which identifies the portion of final
consumption paid for by each of the sectors and is matched by the concept of gross disposable
income. Actual final consumption, by contrast, measures the acquisition of consumer goods and serv-
ices independently of the sector which does the spending. The concept corresponding to this is that
of gross adjusted disposable income. The difference between these concepts lies in the treatment
applied to certain goods and services which are financed by general government or by non-profit
institutions serving households but which are provided to the latter in the form of social transfers of
individual non-market goods and services, also called transfers in kind. A typical example is that of
the interventions of general government in health expenditure. In ESA 79 these were treated as
transfers from general government to households and therefore formed part of the latter’s final ex-
penditure. In ESA 95 these interventions are regarded as final consumption expenditure of general
government made available to households in the form of social benefits in kind. They are then in-
cluded in the actual final consumption of the latter, but not in their final expenditure. Like the presen-
tation of the national accounts by the NAI, the comments in this Report relate to the concepts of final
consumption expenditure and gross disposable income. The data concerning consumption, dispos-
able income and the savings ratio are not comparable, therefore, with the aggregates used in earlier
editions.

A number of new concepts, such as the “gross operating surplus of individuals’, are commented upon
in greater detail when they are analysed.

The Report furthermore incorporates the new definitions and methods as far as possible into the
Bank’s traditional form of presentation, which provided a complete and comprehensive picture of the
main developments which had taken place in the Belgian economy. It continues, however, to express
the data in gross terms although ESA 95 presents the main aggregates obtained from the national
accounts in the form of net fixed capital consumption results. The presentation in the form of gross
data has the advantage of limiting the problem connected with the valuation of depreciation, which is
based on the knowledge, assumed to be perfect, of the stock of fixed capital. Furthermore, the use of
the same concepts as in the past makes it easier to interpret certain movements such as the gross
operating surplus. For similar reasons the sectoral breakdown groups together, under the heading
“individuals”, households and non-profit institutions serving households, which constitute separate
sectors according to the ESA 95 methodology.

In the chapter devoted to the international environment, the traditional presentation has been main-
tained, because the sources used, usually the OECD, have not yet been entirely adapted to the new
methodology, or to its equivalent, the United Nations System of National Accounts (SNA 1993).

With regard, in particular, to the content, there are, between ESA 95 and the preceding system,
ESA 79, a number of methodological differences which can exert an influence on GDP. For Belgium,

only the following changes are important from this point of view :

— in the new system, consumption of fixed capital is extended to bridges, roads and other public
works. In so far as the output of general government is conventionally valued as being the sum of

124



METHODOLOGICAL NOTE

costs, of which consumption of fixed capital forms part, the new working method has the effect of
increasing the value added of general government and, ultimately, GDP;

— purchases of software and large data banks are no longer regarded as intermediate consumption
but are considered to be gross investments in fixed capital. The same applies to the development
of software and of large data banks for private use;

— in calculating the output of insurance companies, account is taken henceforth of the total amount
of the income from the investment of the technical provisions. The old system took account of only
part of the income from the provisions formed in connection with life insurance.

Another significant change is the taking into account of the reinvested profits on foreign direct in-
vestments in the calculation of the incomes from property received from and paid to foreign coun-
tries. This has no effect on GDP but does have an impact on GNI.

Another consequence of the changeover to ESA 95, or of the clarifications of the national accounts
methodology provided in this connection by Eurostat, is the change in sectoral classification for cer-
tain institutional units. This leads to slight changes in the financing balances of the major sectors of
the economy, especially general government. However these changes are greater for the outstanding
amount of its financial assets and liabilities. The nominal amount of the consolidated gross public
debt which serves as the reference for the excessive public deficit procedure in the Treaty on Euro-
pean Union had to be revised upwards in this context.

There is no longer a specific chapter devoted to comments on the balance of payments of the BLEU.
In the euro area the changes in the financial flows between the BLEU and the other member coun-
tries have hardly any significance for monetary policy and the determination of the exchange rate for
the euro. On the one hand, the allocation of the financial resources emanating from economic agents
with a savings surplus to economic agents with a deficit is no longer determined in the euro area by
expectations concerning exchange rates, or by interest-rate differentials due to the existence of sev-
eral currencies subject to independent monetary and foreign exchange policies. On the other hand,
the use of a single currency leads to an integration of the financial markets and an intensification of
the financial flows between the countries of the euro area.

However, Belgium's current account balance of payments transactions are still the subject of specific
comments, which are grouped together in this Report with the summary of the transactions of the
major sectors. They provide indications on the competitiveness of the Belgian economy, as well as, all
other things remaining equal, on the development of its financial position vis-a-vis the rest of the
world, that is, on the net accumulation of claims on foreign countries.

The breakdown of the financial accounts between individuals and companies is largely based on
the data from credit institutions. The information making it possible to break down the other finan-
cial transactions of the private sector, especially transactions with foreign countries or purchases of
securities, are 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 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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CONVENTIONAL SIGNS

_ The datum does not exist or is meaningless
zero or negligible quantity

n. not available

p.C. per cent

p.m. pro memoria

e estimate by the Bank
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LIST OF ABBREVIATIONS

BBA
BFC
BIS
BLEU
BXS
CIK
CEC
EASDAQ
EC
ECB
ELLIPS
EMU
ESA
ESCB
EU
FPB
GDP
GNI
GNP
HICP
HWWA
IMF
ISO
LEA
MEA
MEL
MFI
NA
NASDAQ
NBB
NEMO
NPA
NSI
OECD
OoLO
OPEC
SDR
TARGET
UCl
UPEDI

VAT

Belgian Bankers’ Association

Banking and Finance Commission

Bank for International Settlements

Belgian-Luxembourg Economic Union

Brussels Exchanges

Securities Deposit and Clearing Office of the Financial Sector
Centre for Exchange and Clearing

European Association of Securities Dealers Automated Quotation
European Commission

European Central Bank

Electronic Large-value Interbank Payment System

Economic and Monetary Union

European System of Accounts

European System of Central Banks

European Union

Federal Planning Bureau

Gross domestic product

Gross national income

Gross national product

Harmonised Index of Consumer Prices

Hamburgisches Welt-Wirtschafts-Archiv

International Monetary Fund

Insurance Supervision Office

Local Employment Agency

Ministry of Economic Affairs

Ministry of Employment and Labour

Monetary Financial Institution

National Accounts Institute

National Association of Securities Dealers Automated Quotation
National Bank of Belgium

National Employment Office

Non-profit association

National Statistical Institute

Organisation for Economic Co-operation and Development
Linear bond

Organisation for Petroleum Exporting Countries

Special Drawing Right

Trans-European Real-time Gross settlement Express Transfer
Undertaking for collective investment

Union professionelle des entreprises de travail intérimaire (Association of temporary
employment agencies)

Value added tax
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