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bringing these ratios to their highest level in the period
under review.

The average interest charges on financial debts provide
a means of assessing the cost of recourse to borrow-
ings. In 2006, in globalised terms these charges came to
5.1 p.c. for large firms and 7 p.c. for SMEs (cf. chart 8).
For both categories of firms, charges edged upwards
again in 2006, owing to a small rise in market interest
rates. Nonetheless, both interest rates and the cost of
borrowing are still at historically low levels. Since the early
1990s, average interest rates have in fact fallen by around
5 percentage points for SMEs and 4 percentage points for
large firms. Moreover, the interest charges paid by large
firms are structurally lower than those incurred by SMEs.
For the same method of financing, SMEs generally have to
pay a risk premium because lenders consider their finan-
cial profile to be less sound. They also make greater use of
cash loans, which are a more expensive form of credit.

3.3 Liquidity
Liquidity indicates the capacity of firms to mobilise the
cash resources needed to meet their short-term com-

mitments. It is traditionally assessed as the liquidity ratio
in the broad sense. This ratio, derived from the concept
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of the net working capital, compares the total assets
realisable and available (stocks, claims at up to one year,
cash investments, liquid resources and accruals and defer-
rals) with the short-term liabilities (debts at up to one
year and accruals and deferrals). The higher the liquidity
in the broad sense, the more capable the firm of meeting
its short-term financial commitments. In particular, if the
ratio is higher than 1, the net working capital is positive.

In 2006, the globalised ratio reached 1.38 for large firms
and 1.21 for SMEs (cf. chart 9). In both categories of
firms, liquidity has been rising since 2003, and reached
record levels in 2006. This improvement in the balance of
asset and liability maturities applies to the whole popula-
tion of companies, as is evident from the movement in the
median ratios. Finally, as in the case of the other ratios,
the serene image presented by the globalised ratio and
the median may mask the disparities between firms. Thus,
over 35 p.c. of the companies considered have liquidity in
the broad sense which is less than 1, and therefore nega-
tive net working capital.

The situation of companies whose liquidity is precarious
can be ascertained by examining the overdue debts pay-
able to the tax authorities and the NSSO, mentioned in
the annex to the annual accounts. Arrears of payments to
these two preferential creditors are usually synonymous
with an acute cash flow crisis for a firm; they also serve
as “warning lights” for the investigation departments of
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the commercial courts in their work of tracking down
firms in difficulties.

In 2006, around 15,500 companies, the very great
majority being SMEs, reported overdue debts to the tax
authority and the NSSO totalling almost 900 million euro
(cf. chart 10). The textile industry, construction and the
hotel and restaurant trade were among the branches
most affected. Since 2003, the total amount of these
debts has been declining, and the number of firms
affected has fallen steadily since 1999. This marked ten-
dency towards a reduction in the cash flow risks is one
of the consequences of the recent improvement in the
financial position of firms.

4. Corporate income tax

4.1 Corporate income tax revenues

The analysis which follows focuses on a series of recent
tax reforms concerning non-financial corporations. Up
to 2006, revenues generated by corporate income tax
moved in parallel with the ratio between corporate
income tax and value added (cf. chart 11). Since 2002,
corporate income tax revenues have risen each year,
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increasing by 11.5 p.c. in 2004 and 10.9 p.c. in 2005.
In 2006, following the introduction of the new rules on
corporate income tax authorising the deduction of risk
capital, those revenues have increased by only 4.9 p.c.
(cf. 4.3. The tax reforms).

The ratio between corporate income tax revenues and
value added also increased (by 0.7 percentage point)
between 2002 and 2005. However, that upward trend
was halted in 2006, and revenues generated by this
tax subsided by 0.1 percentage point. That decline was
due both to the slower growth of corporate income tax
revenues and the substantial expansion of value added
(+6.3 p.c.).

The decline in tax revenues recorded from 2003 following
the first corporate income tax reform was more than out-
weighed by the expansion of the tax base resulting from
the increase in the net operating surpluses of companies.
In 2006, corporate income tax revenues reached a new
record of 8.5 billion euro.

However, it would be wrong to conclude that the tax
burden has risen since 2003. Although corporate income
tax revenues expressed as a percentage of value added
have increased since 2002, the implicit rate has fallen
over the same period (cf. chart 12). The High Council
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of Finance™ considers that the implicit tax rate (cf. 4.2.
Tax burden) is the only accurate way of measuring the real
tax burden. The ratio between the revenues generated by
this tax and value added is not a reliable indicator of the
tax burden. Although the numerator of the ratio of these
tax revenues expressed as a percentage of value added
corresponds to the tax paid, the denominator differs from
the tax base, as the growth of corporate profits consider-
ably outpaces the rise in operating expenses.

4.2 Tax burden

Various indicators can be used to measure the burden of
taxation on corporate profits.@ International companies
generally base their investment decisions on the standard
nominal rate. That rate is currently 33 p.c. (33.99 p.c.
including the crisis contribution), but SMEs may qualify for
a progressive reduced rate.®

Companies may be able to deduct various items thereby
reducing the tax base. Consequently, the real tax burden
may differ from the standard nominal rate. One of the
indicators offering a more accurate idea of the real tax
burden is the implicit rate, namely the ratio between cor-
porate income tax and the tax base.

By calculating the implicit rate on the basis of the annual
accounts of non-financial corporations it is possible to
limit the tax base to profitable companies only. If the
losses incurred by firms were included in the denomina-
tor, that would make the implicit rate sensitive to the
economic cycle. Loss-making firms do not have to pay
any tax, so that — since losses cannot be identified in the
denominator — that results in overestimation of the real
tax burden in periods of weak economic activity.

The drawback of this method of calculating the implicit
rate lies in the fact that it does not permit adequate
adjustment of the denominator in the event of double
counting of profits between companies paying dividends
and those collecting them. The profits are included in
the tax base of these two types of companies, whereas
in reality the profit paid out is recorded in the tax
base only of the companies paying the dividends, and
is deducted from the taxable profit of the companies
receiving them. Consequently, the denominator of the
implicit rate is overestimated, while the real tax burden
is underestimated.

This method has a second drawback in that the numera-
tor includes not the tax actually payable but the figure
recorded in the profit and loss account of the annual
accounts. That figure includes the estimated tax calculated
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on the basis of the expected profit in the current calendar
year and the regularisations. These may be either positive
or negative, and result from a tax inspection, an under-
estimation or even an overestimation of the tax actually
payable and imputed to a previous financial year.

The conclusion is therefore that the implicit rate calcu-
lated on the basis of the annual accounts of non-financial
corporations must be used with caution, and that it rep-
resents only an indication of the difference between the
nominal tax rate and the real tax burden.

The globalised implicit rate based on the annual accounts
of non-financial corporations hovered around a constant
level of 21 p.c. up to 2002 (cf. chart 12). In 2003, this
indicator of the tax burden on corporate profits recorded
a decline,® which may be due to the introduction of the
first tax reform (cf. 4.3. The tax reforms). In 2006, the
second tax reform again reduced the tax burden: it led
to a decline in the implicit rate, which eventually came to
around 16 p.c. However, account must also be taken of
the impact of both the exemption applicable to the profits
of the coordination centres and the deduction of finally
taxed incomes (FTI), ® available to only a small number of
companies. These two factors contribute to the underes-
timation of the tax burden.

The median of the implicit rate, which is less sensitive to
the influence of tax measures applied to a small number
of companies, is higher for both large firms and SMEs,
except that the tax burden on SMEs is lower owing to
the reduced rate applicable to them. Here, too, the
effect of the two tax reforms is undeniable, and the
measures adopted have reduced the tax burden on both
categories of firms. In 2003, the median of the implicit
rate declined by 5.9 p.c. for both large firms and SMEs.
The second tax reform led to a larger reduction in the
tax burden on large firms (-3.8 p.c.) than on SMEs
(2.4 p.c.) in 2006.

(1) High Council of Finance (2001), The corporate income tax reform: the
framework, the issues, the possible scenarios.

(2) For an overview of the various indicators, see the article “Recent trends in
corporate income tax”, published in the June 2007 Economic Review.

(3) That rate (plus the 3 p.c. crisis contribution) comes to:
— 24.25 p.c. on taxable incomes between 0 and 25,000 euro;
— 31 p.c. on taxable incomes between 25,000 and 90,000 euro;
— 34.5 p.c. on taxable incomes between 90,000 and 322,500 euro.

(4) The real tax burden was underestimated in 2003 owing to the considerable
capital gains in excess of 5.9 billion euro realised on shares in the
telecommunications branch. This category of capital gains is totally free of tax.

(5) The system of finally taxed incomes (FTI) avoids double taxation on the payment
of dividends. The profits paid out appear exclusively in the tax base of the paying
company, whereas 95 p.c. of the dividend income is kept separate from the
taxable profits of the company receiving the dividend. The other 5 p.c. constitutes
a fixed amount corresponding to the costs entailed in collecting the dividend.
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4.3 The tax reforms

Belgium has carried out two successive corporate income
tax reforms. The first™ was intended to improve corpo-
rate competitiveness, from the 2004 tax year, by cutting
the nominal rate of tax from 40.17 to 33.99 p.c. (taking
account of the 3 p.c. complementary crisis contribution)
and lowering the reduced basic rates for SMEs. The tax
status of SMEs was also improved: profits imputed to an
investment reserve are now exempt and there is no tax
surcharge payable in the event of a shortfall or absence of
advance payments during the first three years following a
company’s establishment.

Apart from the tax cuts, a number of compensatory meas-
ures were adopted in order to ensure that the corporate
income tax reform was neutral in its effect on the budget.
The application of a 10 p.c. withholding tax on the profits
from liquidation, a change in the depreciation rules, the
introduction of new conditions for application of the FTI
scheme and reinforcement of the rules on deductions
relating to regional taxes are all compensatory measures
which augment the tax base by reducing tax-deductible
expenses.

The second corporate income tax reform® aimed to
attenuate, from the 2007 tax year, the discrimination
between risk capital and borrowings. Previously, only the
interest charges on borrowed capital were tax deductible.
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The introduction of tax relief for risk capital, also known
as the "notional interest deduction”, ended the inequality
of tax treatment between these two forms of financing.
Combined with the abolition of the 0.5 p.c. registration
fee on capital contributions or issue premiums, this tax
allowance encourages companies to consolidate their
equity capital. By implicitly reducing the real tax rate,
the measure should also make Belgium more attractive
to foreign investors from the tax angle. Moreover, it is
an alternative to the coordination centre arrangements
which are to be abolished in 2010.

The notional interest deduction allows companies to
calculate annual notional interest on their capital and to
deduct that from the tax base. The basis for calculating
the risk capital allowance is the amount of equity capital
“adjusted” at the end of the tax period preceding the
one in which the deduction is requested. The adjust-
ment is intended to prevent a “cascade” of deductions
between companies in the same group, ® to reject assets
on which incomes are not taxable under double taxation
treaties, @ and to prevent certain abuses whereby certain
tangible assets are artificially lodged with a company.®
A weighted average was applied to the changes in the
basis of calculation or the adjustment factors during the
tax period. ©®

The notional interest rate applied to the amount of the
basis of calculation is the annual average of the inter-
est rates on 10-year linear bonds (OLOs) published each
month by the Securities Regulation Fund. The interest
rate applicable for each tax year is the rate for the penul-
timate calendar year preceding the tax year. However, the
interest rate thus fixed cannot differ by more than one
percentage point from the rate applied during the previ-
ous tax year, and cannot exceed 6.5 p.c. For the 2007 tax
year, the interest rate for the notional interest deduction
is 3.442 p.c. That rate is increased by 0.5 percentage
point for SMEs, bringing it to 3.942 p.c.?

(1) Law of 24 December 2002 amending the rules on the taxation of corporate
incomes and introducing a system of advance decisions on taxes.

(2) Law of 22 June 2005 introducing a tax deduction for risk capital.

(3) Shares in profits are excluded from the basis of calculation in order to prevent the
parent company and the subsidiary from both receiving a tax allowance based on
the same capital.

(4) A company which has a permanent establishment in a country party to the
convention and whose income is exempt in Belgium cannot apply any risk capital
deduction to the part of the capital attributable to that establishment.

(5) The basis of calculation is reduced by the net accounting value of the tangible
fixed assets to the extent that those fixed assets are unreasonably excessive
compared to the needs of the business, assets which do not produce any taxable
periodic income and are held by way of an investment, and property held for
private purposes.

(6) Considering that the change took place on the first day of the calendar month
following its occurrence.

(7) For the 2008 tax year, the rate will be higher owing to the increase in interest
rates between 2005 and 2006. It will thus rise to 3.781 p.c. for large firms and
4.281 p.c. for SMEs.
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If the company has insufficient taxable profits to take full
advantage of the notional interest deduction, the exemp-
tion not granted can be carried forward successively to
taxable profits in the next seven financial years. However,
it cannot be carried forward in the event of a takeover or
change of control over the company which does not cor-
respond to legitimate economic or financial objectives.

This reform also made provision for a number of compen-
satory measures aimed at budget neutrality. Tax incen-
tives, such as the tax credit for SMEs, were abolished, the
rate of the investment allowance (single or staggered)®
was cut to zero and the legal definition of the concept
of “capital gains” was amended.® The measure relating
to the tax-exempt investment reserve for SMEs was not
abolished, but cannot be applied at the same time as the
notional interest deduction. SMEs which form an invest-
ment reserve during a given tax period cannot deduct
notional interest for that period or for subsequent tax
periods.

4.4 Financial behaviour of firms

By introducing the tax relief for risk capital, the authorities
hope to encourage firms to invest more by means of their
own capital, either by issuing new shares or by making
use of reserved profits. Since it came into force in 2005,
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the measure has had a structural impact on the financial
behaviour of firms (cf. charts 13 et 14). It is even probable
that there has been a dynamic effect, with firms trying
to increase the impact of the notional interest deduction
by specifically targeted optimisation techniques, such as
increasing the equity capital, reducing the amounts of
adjustment items, or restructuring.

The movement in the adjusted equity capital can be com-
pared with the figures on capital increases published in
the annexes to the Moniteur belge. These two variables
generally follow a similar pattern. Chart 13 shows, in
addition to capital increases via share issues, the positive
adjusted capital of non-financial corporations excluding
coordination centres. Only firms with positive adjusted
capital can in fact claim the notional interest deduction.
Moreover, the measure does not apply to companies eligi-
ble for an excessively generous tax scheme under ordinary
law, such as the coordination centres.

In 2006, share issues reached a record level of 114 bil-
lion euro, representing an increase of more than 250 p.c.
against 2005.® In regard to capital increases, many firms
therefore seem to have waited until 2006 before adjust-
ing their financial structure.

The adjusted equity capital reached a record level in 2006,
for both large firms and SMEs. This upward trend had
already begun in 2005 for both categories of firms, but it
was mainly large firms that recorded a break in the trend
from 2005. Their adjusted equity capital in fact increased
by around 30 p.c. for two consecutive years, whereas it
had never previously risen by more than 14 p.c.

Although SMEs qualify for a 0.5 percentage point higher
deduction, it is mainly international firms and those with
substantial financial resources that are restructuring their
capital. The notional interest deduction is in fact more
attractive for the most heavily capitalised firms. Apart
from the notional interest deduction, SMEs are still able
to opt for the investment reserve. Several factors influ-
ence that choice, such as the amount of the (adjusted)
equity capital, the investment forecasts, profit forecasts
and dividend policy.

(1) But the increased deduction for investments continues to apply to patents,
investments in research and development, energy-saving investments, investments
designed to secure business premises, or investments intended for the production
of reusable containers for drinks and industrial products.

(2) From the 2007 tax year, the exemption is explicitly limited to the net capital gain,
and the costs entailed in realising a capital gain can no longer be deducted from
the exempt amount.

(3) A large part of the transactional value is generally imputable to a small number
of firms. The high level attained in 2004 is attributable exclusively to a single
coordination centre whose capital increased by 11 billion euro.
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The difference in the financial behaviour of large firms and
SMEs is very clear from their dividend policy (cf. chart 14).
Since 2003, both categories of firms have recorded a large
increase in dividends paid out, owing to the profit growth
achieved. Dividends paid out by SMEs reached a record
level of 2 billion euro in 2004 and fluctuated around that
level in 2005 and 2006. Dividend payments by large firms
reached a record level of 24.4 billion euro in 2005. There
was then a break in the trend in 2006, when they fell by
20 p.c. The introduction of the notional interest deduction
reinforces the attraction of equity capital.

Conclusion

Overall, the economic environment in 2006 was largely
favourable to businesses: expansion of the export mar-
kets, a stable currency, slowing of the pace of oil price
rises, low long-term interest rates and rising stock mar-
kets. In that context, the value added of non-financial
corporations mirrored the trend in GDP: its growth rate
in fact accelerated in 2006, to reach 6.3 p.c. at current
prices, a level comparable to that of 2004 (cf. table 2).
While the rise in total operating expenses was amplified
again in 2006, to reach 5.5 p.c., it still remained below
the rise in value added. Consequently, the net operat-
ing result, which had already increased dramatically in
the three preceding years, recorded a further strong rise
(+9.2 p.c.). In the space of four years, the net operating
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profit thus virtually doubled from 17 billion in 2002 to
almost 33 billion euro in 2006.

In line with the trend seen over the past decade, the
financial result increased again during the year under
review, and now totals almost 10 billion euro. As in 2005,
the net exceptional result was decidedly positive, the
main factors being the capital gains on the realisation of
assets in the energy sector. After deduction of taxes on
profits, financial corporations made a total net profit of
more than 43 billion euro in 2006, up by around 5 p.c.
compared to the previous year. The profit excluding the
exceptional result climbed almost 14 p.c. to 34 billion
euro. These movements recorded in 2006 are in line
with the trend towards a dramatic recovery in corporate
results, apparent since 2003. It should be remembered
that the profit excluding the exceptional result came to
only 15 billion in 2002.

The financial situation of companies continued to improve
in 2006. Both the globalised ratios and the distribution fig-
ures indicate the — in historical terms — exceptionally high
levels attained by the profitability, solvency and liquidity of
Belgian firms. Nonetheless, some firms are in a precarious
position: thus, a quarter of Belgian companies are loss-
making, while 16 p.c. of them have negative equity.

A record level of corporate income tax revenues total-
ling 8.5 billion euro was recorded in 2006 in the case
of non-financial corporations. However, the increase in
those revenues was less marked in 2006 (+4.9 p.c.) than
in 2004 and 2005 owing to the effect of the notional
interest deduction. That effect is also apparent in the ratio
between corporate income tax revenues and value added.
Following an upward trend during the period 2002-2005,
that ratio declined by 0.1 percentage point in 2006. Yet
the growth of corporate income tax revenues does not
mean that the tax burden has risen since 2003. The glo-
balised implicit rate declined in 2003, perhaps on account
of the first tax reform, before falling further in 2006 to
around 16 p.c. as a result of the second tax reform. The
latter has probably had a structural influence on corporate
financial behaviour. Share issues reached a record total
of 114 billion euro in 2006, an increase of more than
250 p.c. against 2005. The adjusted equity capital — which
forms the basis for calculating the amount of the tax relief
for risk capital — also reached a record level in 2006. It is
mainly large firms that have recorded a break in the trend
since 2005, as their adjusted equity capital increased by
around 30 p.c. for two consecutive years. The difference
between large firms and SMEs is also apparent in their
dividend policy. Large firms paid out 24.4 billion euro in
dividends in 2005, a record figure, but in 2006 there was
a 20 p.c. decline in the profits distributed.
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Annex 2

SECTORAL CLASSIFICATION

NACE-Bel reference
Manufacturing iNdUStry . . ... 15-37
of which:

Agricultural and food indUSEHiES .. ... ..o 15-16
Textiles, clothing and footwear ... ... . 17-19
TIMEr 20
Paper, publishing and printing . ... ... .. 21-22
CREmMICals 24-25
Metallurgy and metalworking . ... ... 27-28
Metal ManUTaCtUIES . . ... 29-35

Non-manufacturing branches . ........ ... . . . . . 01-14 and 40-95

of which:

Retail trade ... 50-52
Wholesale trade ... ... 51
HoreCa 55
TTANS PNt e 60-63
Post and telecommunication ... ... . 64
Real estate aCtiVItieS . ... o 70
BUSINESS SEIVICES . o ittt ettt e 72-74M
ENergy and Water ... 40-41
CONSIIUCHION . . .t ettt e e e 45

(1) Except 74,151 (management of holding companies).
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Annex 3

DEFINITION OF THE RATIOS

Item numbers allocated

full format™ abridged format
1. Return on equity
Numerator (N) .. ........ ... .. . . . . . .. 70/67 + 67/70 70/67 + 67/70
Denominator (D) .............. . ... . . . ... 10/15 10/15
Ratio = N/D x 100
Conditions for calculation of the ratio:
12-month financial year
10/15 > 0@
2. Degree of financial independence
Numerator (N) .. ......... .. ... . . . . . . .. 10/15 10/15
Denominator (D) ....... ... 10/49 10/49
Ratio = N/D x 100
3. Degree to which borrowings are covered
by cash-flow
Numerator (N) ....... ... ... . . . 70/67 + 67/70 + 630 +
631/4 + 6501 + 635/7 + 70/67 + 67/70 + 8079 +
651 + 6560 + 6561 + 660 + 8279 + 631/4 + 635/7 +
661 + 662 — 760 — 761 — 656 + 8475 + 8089 + 8289 +
762 + 663 — 9125 — 780 — 680 8485 — 9125 - 780 — 680
Denominator (D) ............... .. 16 + 17/49 16 + 17/49
Ratio = N/D x 100
Condition for calculation of the ratio:
12-month financial year
4. Average interest charges on financial debts
Numerator (N) ........... ... . .. 650 -65-9125-9126
Denominator (D) ............... ... 170/4 + 42 + 43 170/4 + 42 + 43
Ratio = N/D x 100
Condition for calculation of the ratio:
12-month financial year
5. Liquidity in the broad sense
Numerator (N) ........ ... . . ... 3 +40/41 + 50/53 + 3 +40/41 + 50/53 +
54/58 + 490/1 54/58 + 490/1
Denominator (D) .............. i, 42/48 + 492/3 42/48 + 492/3
Ratio = N/D
6. Implicit rate of corporate income tax
Numerator (N) .......... . ... . ... . . .. . . . ... ..., 67/77 67/77
Denominator (D) .............. .. oo 9903 - ((280 + 282 + 284)/
28) x 750 9903

Ratio = N/D x 100

Conditions for calculation of the ratio:
9903 >0
If 28 = 0, then D = 9903 (full format)

(9903 - (((280 + 282 + 284) / 28) x 750)) > 0
(full format)®

(1) In which the profit and loss account is presented in list form.
(2) Condition valid for the calculation of the median but not for the globalised ratio.
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