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Introduction

Since the end of the summer of 2008, the economic out-
look for the next 18 to 24 months has deteriorated very
rapidly, both worldwide and for the euro area and Belgium.
The financial tensions which emerged in mid 2007 devel-
oped into a financial crisis which was exceptionally serious
in its scale, duration and geographical spread, and in the
diversity and size of the financial players involved. The
effects of contagion on the real economy multiplied and
became significantly more severe, halting the growth of
activity in most of the advanced economies and causing
commodity prices to plummet. As the financial shocks are
having an impact via various channels — tighter credit con-
ditions, falling stock markets and capital losses, slackening
global demand and deteriorating confidence — on house-
holds, non-financial corporations and credit institutions
alike, and the absorption of these shocks generally has a
prolonged effect on activity and demand, the weakness of
economic activity is likely to persist for several quarters.

The Eurosystem therefore updated its biannual projections
in a context in which the most negative risks identified
six months earlier at the time of the previous exercise
had largely materialised. According to the results for the
euro area published in the ECB’s December 2008 Monthly
Bulletin, there will be negative activity growth in 2009
while inflation is projected to decline as a result of both
the fall in oil prices and the sharp slowdown in activity.
Although the uncertainty inherent in any forecasting exer-
cise is particularly great in the present situation, the risks
are still tending towards a sharper downturn in activity.

In the first three quarters of 2008, the deceleration in GDP
growth in Belgium was not as marked as in the major
European countries. However, towards the end of the year

and in 2009, activity is likely to be affected by the dete-
riorating conditions. This context makes it probable that
the decline in inflation which began in August 2008 will
continue. Coinciding with the publication of new projec-
tions for the euro area, this article offers a brief update of
the results for the Belgian economy. Compiled as part
of the joint Eurosystem exercise, these results incorporate
the information available on 20 November 2008. As is
usual in the case of public finances, these projections
take account only of measures formally approved by the
authorities, particularly for the 2009 federal budget, on
which sufficient detail is available.

1. International environment and
assumptions

For more than a year, the advanced economies of Europe
and North America had already been in a cyclical slow-
down phase when in mid September 2008 the financial
crisis suddenly worsened. Despite action by governments
and monetary authorities seeking to restore confidence
in the financial institutions, risk aversion on the financial
and capital markets became much more acute. In conse-
quence, the fall in stock market prices — down by 25 p.c.
in Europe between July 2007 and August 2008 — acceler-
ated strongly, reaching a total of 45 p.c. in mid November.
The widening of interest rate margins which had begun a
year earlier also intensified significantly. This loss of con-
fidence spread very rapidly, affecting not only the money
market but also government bonds — particularly those of
emerging countries — and corporate bonds.

(1) The previous version of the economic projections for 2008 and 2009 was
presented in more detail in the spring, in the June 2008 issue of the Bank’s
Economic Review.



CHART 1 DEVELOPMENTS ON THE FINANCIAL, PROPERTY AND COMMODITY MARKETS

(monthly averages)
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Sources : Bloomberg, EC, ECB, Federal Reserve, ISM, Standard & Poor’s.

(1) Interest rate on non-collateralised three-month interbank deposits (Euribor for the euro area, Libor for the United States).

(2) Fixed rate paid to the party receiving the variable rate (Eonia for the euro area, actual federal funds rate for the US), in a three-month interest rate swap.

(3) For the euro area, rates on bank loans to non-financial corporations (MIR survey); for the United States, yield on corporate bonds with a BAA rating (Moody’s).




The financial market developments seriously depressed
the economic outlook, while they in turn were fuelled
by the deterioration in the economic environment. Thus,
business and consumer confidence indicators, which
had been falling since 2007, virtually collapsed from
September 2008, in both the United States and the euro
area. Foreign trade has also lost much of its dynamism in
recent months. In this context, the stagnation or decline
in activity seen in the advanced economies during 2008 is
set to continue for several more quarters. Mainly owing to
the effect of international trade, the economic slowdown
is also spreading to the emerging economies, whereas
they had acted as an engine of growth since the begin-
ning of the millennium. Some of those countries are also
seriously affected by the drying up of capital inflows in
the form of direct investment or loans, while commod-
ity producers are being hit by the slump in prices on the
international markets.

The deteriorating global demand outlook has reversed the
trend in commaodity prices. Thus, having doubled between
the end of 2003 and the end of 2006, and risen further
by 2.5 times in 2007 and early 2008 to peak at 145 dol-
lars per barrel of Brent in mid July, oil prices plummeted
to well below 60 dollars in mid November, thus wiping
out the increase recorded since the beginning of 2007.
The pattern was similar for other commodities. The euro’s
depreciation against the dollar by almost 20 p.c. between
April and mid November 2008, following an almost con-
stant appreciation since 2002, mitigated the fall in com-
modity prices to some extent.

Taking account of the easing of the inflationary pressure
resulting from commodity price movements and the sharp
deceleration in activity, the central banks of the leading
economies have considerably relaxed their monetary
policy stance since the summer of 2008, including via
a coordinated reduction in the key interest rates. In the
United States, the Federal Reserve continued the process
of reducing the target federal funds rate which it had initi-
ated in September 2007, cutting it to 1 p.c. The Bank of
England slashed its key rate by 200 basis points to 3 p.c.,
while the ECB Governing Council reduced the rate of the
main refinancing operations in two stages by a total of
100 basis points. When the forecasts were concluded,
that rate stood at 3.25 p.c..

The recent movement in commodity prices and exchange
rates and the easing of monetary policy should be
viewed in the context of the sharp deterioration in the
economic climate, and will only have a gradual effect in
bolstering activity and demand. In the current circum-
stances, the restructuring of the financial sector — via a
reduction in debt levels and recapitalisation of banking
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institutions — and the evaporation of business and con-
sumer confidence are likely to depress the economic
outlook for quite some time.

Thus, the IMF now expects the leading advanced econo-
mies to see a contraction in GDP around the end of 2008
and in early 2009, and a very modest growth revival in
the second half of 2009; this is a scenario on which most
forecasters agree. For countries outside the euro area,
the volume change in GDP is projected to be negative in
2009 in the United States and the United Kingdom, with
falls of 0.7 and 1.3 p.c. respectively. Those economies are
particularly hard hit by the property market correction
and the credit squeeze. The growth prospects were also
downgraded for the emerging economies. They are still
robust in China and India, but the adjustment was sharper
for Brazil and Russia, owing to the slump in income from
commodities and the drying-up of the capital markets.
The financial crisis is also spreading its contagion to some
exposed European economies outside the euro area.

Overall, the volume growth of global GDP is set to slow
from 5 p.c. in 2007 to 3.7 p.c. in 2008 and 2.2 p.c. in
2009, the weakest growth since 1993. A corresponding
slowdown in world trade is also forecast, with expansion
of only 2.1 p.c. in 2009.

In view of the sluggishness of the global economy and the
tighter financing conditions, the euro area is also expected
to experience a period of generally feeble growth up to
the end of 2009. The decline in GDP seen in the second
and third quarters of 2008 is likely to persist until the
beginning of next year, giving way to a fragile recovery.

All components of demand are likely to contribute to the
weakening of activity. Externally, export growth will suffer
as a result of the lack of dynamism in world trade. In
the euro area, corporate investment is set to fall in 2009
owing to the weakness of demand, the erosion of profit
margins and the rising financing cost. Investment in hous-
ing is projected to maintain the decline which began in
2008, owing to the downturn in the property market in
a number of countries. Finally, having been curbed by the
recent surge in inflation, private consumption is expected
to feel the effect on household disposable income of
the deterioration in the labour market, which will be
reflected, in particular, in higher unemployment in 2008
and 2009. Moreover, the decline in the value of financial
assets and — in certain countries — property, plus the gen-
eral climate of uncertainty will also depress household
spending in 2009.

(1) On 4 December 2008, at its meeting in Brussels, the Governing Council reduced
the key rate to 2.5 p.c.



TABLE 1 GDP GROWTH FORECASTS FOR THE MAIN ECONOMIC AREAS
(percentage changes compared to the previous year, in volume)

2007 2008 2009 p.m.

Profgcotz)ns

Actual Projections April 2008
World .. 5.0 3.7 2.2 3.8

of which:

United States .......................... 2.0 1.4 -0.7 0.6
Japan .. 2.1 0.5 -0.2 1.5
United Kingdom ........................ 3.0 0.8 -1.3 1.6
China ... ..o 11.9 9.7 8.5 9.5
India .............. ... 9.3 7.8 6.3 8.0
RuSSia ..o 8.1 6.8 35 6.3
Brazil ....... ... .. 5.4 5.2 3.0 3.7
p.m. World trade ........................... 7.2 4.6 2.1 5.8

Source: IMF (World Economic Outlook — Update, 6 November 2008).

While the vigour of demand and activity had caused infla-
tion to accelerate sharply in 2007 and early 2008, the
rapid deterioration in the economic environment is likely
to bring an appreciable easing of inflationary pressures.
It is primarily fostering a decline in prices of commodi-
ties, particularly oil. According to the assumptions used
in the Eurosystem projections, in 2009 those prices are
expected to rise slightly above the level to which they
had dropped by mid November 2008, but — at an average
of 67 dollars per barrel — they will still be well below the
figures recorded in 2007 and during much of 2008. On

the domestic front, the continuing sustained rise in labour
costs, caused in particular by the cyclical weakness of pro-
ductivity gains, will be more than offset by the erosion of
corporate profit margins.

All'in all, according to the Eurosystem projections, having
reached 2.6 p.c. in 2007, GDP growth in the euro area is
forecast at between 0.8 and 1.2 p.c. in 2008 and between
-1 and 0 p.c. in 2009. Inflation is projected to rise from
2.1 p.c. in 2007 to between 3.2 and 3.4 p.c. in 2008,
before subsiding to between 1.1 and 1.7 p.c. in 2009.

TABLE 2 EUROSYSTEM PROJECTIONS

(percentage changes compared to the previous year)

Euro area p.m. Belgium

2007 2008 2009 2007 2008 2009

Inflation (HICP) ... ... ... ... ... ... ........ 2.1 32/34 1.1/ 1.7 1.8 4.6 1.9
GDPinvolume .......... ... ... ... ... .. 2.6 0.8/1.2 -1.0/ 0.0 2.6 1.4 -0.2

of which:

Private consumption .......... ... ... 1.6 0.1/05 -03/ 0.7 2.0 0.8 0.0
Public consumption ..................... 2.3 1.9/23 1.3/ 1.9 2.3 1.8 1.8
Investment ... 4.2 02712 -6.0/-3.0 6.1 4.8 -0.9
Exports ... 5.9 24/34 -14/ 10 3.9 2.4 -0.1
Imports ... 5.4 2.0/3.0 -1.9/7 11 4.4 4.0 0.3

Sources: ECB, NBB.
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Box — Eurosystem assumptions

ASSUMPTIONS CONCERNING THE MOVEMENT IN OIL PRICES AND INTEREST RATES

CRUDE OIL PRICE®™ INTEREST RATES @
(monthly averages, barrel of Brent) (quarterly averages)
140 140 6 6
120 120 54 -5
100 L 100 4+ ' -4
‘\
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2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009
— In US dollar

—— Three-month interbank rates in euro

— Ineuro —— 10-year yield on Belgian bonds

Source : ECB.
(1) Actual figures up to October 2008, assumption from November 2008.
(2) Actual figures up to the third quarter of 2008, assumption from the fourth quarter of 2008.

The Eurosystem’s economic projections for the euro area and the Bank’s corresponding projections for Belgium are
based on the following technical assumptions:

— The interest rates are based on market expectations. As an annual average, three-month interbank deposit rates
in euro are forecast to fall from 4.7 p.c. in 2008 to 2.8 p.c. in 2009. That presupposes some normalisation of
the spreads which have developed in relation to the ECB key rate since August 2007. Yields on ten-year Belgian
government bonds are projected at 4.5 p.c. in 2008 and 2009. In relation to these benchmark yields, it is also
assumed that the cost of financing corporate and household investment will be raised by an additional 75 and
106 basis points respectively.

— Bilateral euro exchange rates are kept constant at their mid November 2008 level, namely 1.27 US dollar to the
euro.

— In accordance with the movement in implicit prices reflected in forward contracts, international market prices
for a barrel of Brent are expected to average 67.3 dollars in 2009, against 99.9 dollars in 2008.

— The growth of Belgium’s export markets in real terms, measured as the weighted total of the volume of imports
of the trading partners, including those in the euro area, is likely to decline from 5.4 p.c. in 2007 to 3.2 p.c. in
2008 and 0.8 p.c. in 2009.

— The export prices of euro area competitors are forecast to increase by 2.3 p.c. in 2008 and 1.7 p.c. in 2009.

— As is usual according to the Eurosystem conventions, the figures for public finances take account of the

macroeconomic environment and budget measures which have already been announced and have been
specified in sufficient detail.

1




ASSUMPTIONS UNDERLYING THE EUROSYSTEM PROJECTIONS

Three-month interbank rates ineuro ......................

Ten-year bond yields in Belgium ..........................

Euro exchange rate against the US dollar ..................
Oil price (US dollar per barrel) ............................

Export markets relevant to Belgium ................. ... ...

Competitors’ export prices ...,
of which: competitors on the euro area markets ..........

2007 2008 2009

(annual averages)

4.3 4.7 2.8

4.3 4.5 4.5

1.37 1.46 1.27
72.7 99.9 67.3

(percentage changes)

5.4 3.2 0.8
0.2 2.4 3.8
1.1 2.3 1.7

Source: ECB.

2. Activity, employment and demand

In Belgium, the slowdown in activity which had begun
in mid 2007 owing to the weakening of foreign demand
was less pronounced than in the euro area. According
to the NAl's official estimates, though real quarterly GDP
growth was weak, at 0.3 and 0.1 p.c. respectively in
the second and third quarters of 2008, it still remained
positive, in contrast to what happened in the euro area. In
particular, domestic demand remained relatively buoyant
at the beginning of the year, the main impetus coming
from business investment.

However, the very rapid fall in the business survey indi-
cator and the consumer confidence indicator in recent
months has shown that the deterioration in the inter-
national economic situation and the worsening financial
crisis will have a more widespread impact on the econ-
omy. In Belgium as in the euro area, activity is expected
to contract towards the end of 2008 and in early 2009,
giving way to a very weak recovery in the ensuing quar-
ters. Thus, the annual average rate of volume GDP growth
is expected to drop from 2.6 p.c. in 2007 to 1.4 p.c. in
2008 and -0.2 p.c. in 2009.

In this context, net job creation which had been a sig-
nificant factor supporting the Belgian economy in the last
three years is expected to decelerate in 2009, declining
from an annual average of over 65,000 between 2005
and 2008 to less than 8,000 in 2009. This figure actually

reflects the expansion achieved during 2008 since,
according to the projections, the number of persons in
work is likely to fall by almost 8,000 units between the
fourth quarter of this year and the end of 2009.

Expressed as the percentage change, the annual average
growth of domestic employment in persons is forecast to
fall from 1.8 p.c. in 2007 to 1.5 p.c. in 2008 and 0.2 p.c.
in 2009. In the latter year, employment growth will there-
fore outpace GDP growth. There are various reasons why
employment is less responsive to cyclical fluctuations.
First, in some branches of activity, employment is not very
sensitive to cyclical movements. That applies, for example,
to the health sector and personal services. The service
voucher system is also expected to continue expanding
in 2009, though at a more modest pace than in previous
years. Next, even in sectors which are sensitive to the busi-
ness cycle, employment exhibits a degree of inertia. The
main factor here is the time and cost entailed in making
staff redundant, or in recruiting staff during a recovery
period. Also, firms begin by adjusting the number of
hours worked, especially by cutting overtime or resorting
to temporary lay-offs, while maintaining their workforce
if possible. Thus, the expected increase in the number
of persons in work corresponds to a 0.3 p.c. reduction
in the volume of labour in 2009. Apparent productivity
per hour worked is set to stagnate in 2008 and in 2009;
expressed per worker, it is actually likely to show a slight
fall, following an average rise of 1.1 p.c. during the period
2000-2007.
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CHART 2 GDP, BUSINESS SURVEY INDICATOR AND EMPLOYMENT

(seasonally adjusted data)
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Sources : NAI, NBB.
(1) Calendar adjusted data.

Although the labour force is expected to grow more
. . ) . . CHART 3 MAIN EXPENDITURE CATEGORIES
slowly in 2009 than during the period of sustained activity _ _ _
. . ) (calendar adjusted volume data, contribution to the change in
expansion between 2005 and 2008, that growth will still GDP, unless otherwise stated)
outstrip the rise in the number of persons in work. Thus,

the unemployment rate is forecast to rise from 6.6 p.c. in

the fourth quarter of 2008 to 7.1 p.c. in the fourth quar- ’ )
ter of 2009, after having recorded a fall of 2.1 percentage 3 — -3
points over the four preceding years. As an annual aver- , . L,
age, the unemployment rate will increase from 6.7 p.c. in

2008 to 6.9 p.c. in 2009. 1 1
The repercussions of the global financial crisis are felt O_I ~1°
via various channels, and ultimately affect all the main 1 4 L
expenditure categories. In this way, having been the

main engine of GDP growth between 2004 and the first 2 _ ' ' R ' ' R ' ' R ' ' @ -
half of 2008, domestic demand will virtually stagnate in S S S S g

2009. That is likely to reduce demand for imports so that

. . Domestic expenditure excluding change in stocks
the contribution of net exports to GDP growth should

Net exports of goods and services

be only slightly negative, in contrast to 2008, though Bl Change in stocks
that improvement will not be due to any expansion of — GDP®
exports.

Sources: NAI, NBB.
(1) Annual percentage changes.
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TABLE 3 GDP, EMPLOYMENT AND MAIN CATEGORIES OF EXPENDITURE
(calendar adjusted data; percentage changes compared to the previous year, unless otherwise stated)
2006 2007 2008 e 2009 e

GDPO . 3.0 2.6 1.4 -0.2
Total domestic employment in persons ..................... 1.4 1.8 1.5 0.2
Total volume of labour® ... .. .. ... ... 1.5 2.0 1.4 -0.3
Real disposable income ...... ... ... 2.5 2.8 -0.3 1.5
Components of expenditure®
Final consumption expenditure of individuals ................ 2.1 2.0 0.8 0.0
Final consumption expenditure of general government ........ 0.1 23 1.8 1.8
Gross fixed capital formation .............. ... ... 4.8 6.1 4.8 -0.9

Housing ... ..o o 7.9 1.3 0.8 -0.5

Government ... -10.6 3.4 -4.4 7.5

BUSINESS . 5.6 8.5 7.4 -1.9
p.m. Domestic expenditure excluding change in stocks® ... ... 2.1 2.8 1.9 02
Change in stocks® ... ... . . . ... 0.9 0.1 0.8 -0.1
Net exports of goods and services® ........................ 0.1 -0.3 -1.3 -0.3

Exports of goods and services ............ ... .. 2.7 39 24 -0.1

Imports of goods and services ............ ... ... ... 2.7 4.4 4.0 0.3

Sources: NAI, NBB.

(1) In volume.

(2) Total number of hours worked in the economy.
(3) Contribution to the change in GDP.

In fact, the volume of exports is set to fall by 0.1 p.c.
in 2009, compared to an increase of 2.4 p.c. in 2008.
The deterioration in the global economic climate is
therefore probably the first channel through which the
financial crisis will affect the Belgian economy, via the
marked slowdown in foreign demand, taking account of
Belgium’s very open economy. According to the assump-
tions used in this exercise, the decelerating expansion of
export markets which began in 2008 will become still
more marked, since growth will total only 3.2 p.c. this
year and 0.8 p.c. in 2009. That is the weakest annual
expansion since 1993, well below the average growth of
7.5 p.c. recorded between 2004 and 2007.

Having been curbed in 2008 by the slight fall in real
disposable income due mainly to higher inflation, private
consumption is not forecast to rise in 2009, mainly owing
to the stock market slide and the ensuing rise in the sav-
ings ratio. The fall in share prices since the beginning
of 2008, amounting to around 45 p.c. in Belgium as in
most other European financial centres, has in fact led to
a 15 p.c. reduction in the net financial assets of house-
holds. Even though the wealth effects have so far been

14

relatively moderate in Belgium, a drop on that scale would
depress private consumption for the next two to three
years by 1.5 percentage point, as there is no likelihood of
any immediate upturn. That effect will largely materialise
in 2009, so that, in parallel with stagnating consump-
tion, the savings ratio will rise from 12.7 p.c. in 2008 to
14.3 p.c. in 2009, as households set aside a larger part of
their income for the rebuilding of their assets. The sharp
deterioration in consumer confidence since September
2008 should be viewed in this context, although it is also
a more general reflection of the fear of worsening eco-
nomic conditions and labour market prospects.

In these bleak circumstances, business investment is
forecast to fall by 1.9 p.c. in 2009, following more than
four years of vigorous expansion right up to 2008, a year
in which investment grew by an estimated 7.4 p.c. In
addition to the weakening of demand for exports and
consumption, there are similarly cyclical pressures depress-
ing operating margins and hence the internal financing
capacity of companies. Furthermore, external finance has
also become more expensive owing to both the increase
in the rates charged on loans and the higher cost of



raising finance by issuing shares or bonds. These develop-
ments are also due to the stronger risk aversion caused by
the financial crisis.

The widening of interest margins on mortgage loans is
contributing to the expected 0.5 p.c. decline in invest-
ment in housing in 2009. However, this deceleration was
already apparent in 2007, coinciding with a steady easing
of price rises on the secondary property market.

3. Prices and costs

Inflation has eased in Belgium, having risen rapidly from
October 2007 and peaked at 5.9 p.c. in July 2008, when
it was 1.9 points above the level for the euro area. This
fall should continue during the closing months of the year
and for much of 2009. Measured by the HICP, overall
inflation is thus estimated at an average of 1.9 p.c. in
2009, compared to 4.6 p.c. in 2008. The health index,
which is used as the reference for the indexation of wages
and social benefits, is expected to increase by 4.3 p.c. in
2008 and 2.3 p.c. in 2009.

Just as the energy and food components of the consumer
price index were the source of rising inflation in recent
months, they are also the reason for its decline. On the

ECONOMIC PROJECTIONS FOR BELGIUM -
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one hand, the basis effects caused by increases in food
prices will gradually fade away as commodities are not
expected to increase further in price, in contrast to 2007.
Also, according to the assumptions used in this exercise,
oil prices should remain steady in 2009 at around 67 dol-
lars per barrel, well below the price prevailing for much of
2008. Consumer prices of energy are therefore projected
to fall by 3.6 p.c. in 2009, in contrast to the rise of over
20 p.c. recorded in 2008. The rise in electricity and gas
distribution and transport charges has also contributed
significantly to this increase, whereas the government’s
decision to raise excise duty by reactivating the ratchet
system is expected to have only a limited impact in
2009.

However, the decline in overall inflation is partly offset by
the faster increases in service prices. For this component,
which represents around 37 p.c. of the consumer price
index, inflation went up from 1.5 p.c. in the first five
months of 2008 to 3.2 p.c. in October. According to the
projections, it is set to average 3.9 p.c. in 2009. A more
detailed breakdown shows that various factors are con-
tributing to this rise. First, indirect effects due to energy
and food price increases are gradually working their way
through in transport, tourism and catering services, for
which these products are major inputs. Next, the move-
ment in the prices of certain services such as rents and

CHART 4 INFLATION

(HICP, percentage changes compared to the corresponding period of the previous year)

OVERALL INFLATION
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Sources: EC, NBB.

1 Impact on overall inflation, in percentage points, of price changes connected with measures concerning the radio & television licence fee and changes to network industry

tariffs.
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TABLE 4 PRICE AND COST INDICATORS

(percentage changes compared to the previous year)

Total HICP
of which: energy products ................... ... ........
GDP deflator ...
Labour costs in the private sector:
Unit labour costs ... ..

Hourly labour costs ............. ... ... ... ... ... ...

2006 2007 2008 e 2009 e
2.3 1.8 4.6 1.9
7.3 0.2 20.6 -3.6
2.3 24 2.2 3.0
1.5 3.1 3.8 32
3.1 3.7 35 33

Sources: EC, NAI, NBB.

some government-regulated charges generally mirror
inflation. Finally, and more generally, a fairly widespread
acceleration in inflation has been evident since September
2008 for the other service components, possibly on
account of the increase in labour costs.

The change in unit labour costs in the private sector is
estimated respectively at 3.1 p.c. in 2007, 3.8 p.c. in
2008 and 3.2 p.c. in 2009, compared to an annual aver-
age rise of 0.7 p.c. during the period 2002-2006. This
steep increase is due both to the fall in labour productivity
— already appreciable in 2007, owing to the marked
expansion of employment in the private sector, and fur-
ther reinforced in 2008 and in 2009, as a result of the
prolonged weakness of economic activity — and to the
continuing sustained rise in hourly labour costs.

The accelerating pace of the increase in hourly labour costs
in 2007 and in 2008 occurred in the context of the per-
sistent pressure on certain labour market segments, in the
wake of the economic boom. In addition, two temporary
factors — namely the earlier payment of the holiday allow-
ance on termination of a contract of employment, and the
payment of redundancy allowances in connection with the
restructuring of large companies — accentuated the rise in
hourly labour costs in 2007, by a total of around 0.6 per-
centage point. Although these factors have the opposite
effect on the movement in labour costs in 2008, that is not
enough to offset the greater impact of indexation.

For 2009, the 3.3 p.c. increase in hourly labour costs
assumed for the purpose of this exercise essentially corre-
sponds to the expected effect of indexation, which takes
some time to react to the 2008 acceleration in inflation
measured by the health index. This assumption is in line
with that made by the Secretariat of the Central Economic
Council, taking account of the adjustment to the outlook
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for growth and inflation in recent months. It does not in
any way anticipate the outcome of the current negotia-
tions between the social partners.

4. Public finances

According to the latest information, public finances are
expected to end the year 2008 with a deficit of 0.9 p.c. of
GDP. In the macroeconomic context described above, that
deficit would reach 1.7 p.c. of GDP in 2009.

These projections take account of the impact of the vari-
ous measures taken by the government in response to the
financial crisis, such as the provision of funds for financial
institutions in the form of capital injections or loans,
and the provision of guarantees. The funding of these
measures by the Belgian government increased the con-
solidated gross public debt by 6.1 p.c. of GDP. The slightly
negative impact of these measures on the overall balance
in 2008 is expected to disappear in 2009 since, according
to the estimates, revenue from interest, dividends and
fees paid for the provision of guarantees will then slightly
exceed the additional interest charges payable by the gov-
ernment. However, these numbers disregard the indirect
effects of the financial crisis, such as the repercussions on
economic activity and the level of interest rates, and it is
assumed that no guarantees will be invoked.

Expressed as a percentage of GDP, public revenues are
projected to rise from 48.1 p.c. in 2007 to 48.5 in 2008,
dropping to 48.3 p.c. in 2009. Nevertheless, in 2008 they
will reflect the downward influence of various structural
measures, as well as the disappearance of a range of
non-recurring measures which had increased revenues in
2007. However, this impact is more than offset by the fact
that earned incomes, which are taxed at a relatively higher
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TABLE 5 GENERAL GOVERNMENT ACCOUNTS®
(percentages of GDP)
2006 2007 2008 e 2009 e
Revenues .. ... . ... 48.7 481 485 483
of which: fiscal and parafiscal revenues ................... 43.8 433 43.6 43.1
Primary expenditure . ......... .. .. 44.4 44.5 457 46.3
Primary balance .......... .. .. . . . 43 35 2.8 2.1
Interest charges ............ ... 3.9 3.8 3.7 3.8
Financing requirement (=) or capacity ....................... 0.3 -0.3 -0.9 -1.7
p.m. Effect of non-recurring measures ...................... 0.8 -0.2 -0.4 0.1
Consolidated gross debt .......... ... ... . 87.8 83.9 87.8 87.6

Sources: NAI, NBB.
(1) According to the methodology used in the excessive deficit procedure (EDP).

rate, are projected to grow significantly faster than GDP
in nominal terms. What is more, owing to the rising infla-
tion, payroll tax will increase faster than earned incomes.
In 2009, fiscal and parafiscal revenues are projected to
contract significantly in relation to GDP. That is due mainly
to various structural measures passed by the federal
government and affecting personal income tax, and to
the increase in the tax reduction granted by the Flemish
Region. However, this fall will be partly offset by the pro-
ceeds generated by measures which the government has
taken on account of the financial crisis.

Primary expenditure, which came to 44.5 p.c. of GDP
in 2007, should increase to 45.7 and 46.3 p.c. of GDP
respectively in 2008 and in 2009. The real trend growth
of primary expenditure will be slightly higher than the
trend growth of GDP in those two years. Expenditure on
health care and pensions, in particular, is projected to rise
substantially.

The borrowing requirement estimated at 1.7 p.c. of
GDP for 2009 is a particularly marked deviation from
the balanced budget targeted by the government for
this year. There are various reasons for this divergence.
First, the general government budget assumes economic
growth of 1.2 p.c. in 2009, i.e. a far more optimistic sce-
nario than the macroeconomic outlook described above.
Consequently, the projected revenues fall well short of
the figure anticipated in the general government budget,
especially as tax revenues are estimated taking into
account a less favourable basis for 2008. Furthermore,
according to the ESCB methodology, the projections
disregard budget measures for which details are not yet
available. That applies, for instance, to the possible levies

on electricity producers and to much of the revenue to
be generated by the measures designed to combat tax
evasion and social security fraud. Finally, the government
assumes that the communities and regions and the local
authorities will together record a surplus of 0.4 p.c. of
GDP in 2009, whereas the estimates suggest that they will
show a deficit of 0.1 p.c. of GDP.

A break in the downward trend in the debt ratio is
expected in 2008. At the end of this year, the government
debt would total 87.8 p.c. of GDP, or around 4 percent-
age points above the level recorded at the end of 2007.
This increase is due to loans taken out by the Belgian State
to finance the injections of capital into financial institu-
tions and the loans granted to them. In 2009, the public
debt ratio would fall again, although much more slowly
than in previous years owing to the relatively low nominal
GDP growth and the expanding borrowing requirement.

5. Assessment of the risk factors

While the spring projections for Belgium estimated GDP
growth at 1.5 p.c. in 2009, the Bank now expects activ-
ity to contract by 0.2 p.c. The exceptionally large scale
of this adjustment is similar to the adjustment to the
corresponding projections for the euro area. It reflects
the general and very rapid deterioration in the economic
outlook since the end of September 2008. The forecasts
produced by various institutions at the end of the summer
still expected GDP to grow by more than 1 p.c. in 2009.
In view of the recent developments, all institutions are
now expecting GDP to contract in late 2008 and early
2009, with a subsequent very weak recovery.
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The scenarios for a marked worsening of the financial
crisis and its spread to the real economy, mentioned
among the potential risks when the previous exer-
cises were published, have therefore largely materialised.
Nevertheless, the uncertainty surrounding the current
forecasts still seems to be very considerable, though the
risk of a sharper downturn in activity is dominant. Indeed,
past experience of banking and financial crises in various
countries has shown that their effects may be substantial
and long-lasting.

For the moment, it is uncertain whether the worst of the
crisis is already — or almost — over, particularly as regards
the increased cost of funding sources or the fall in stock
market prices. Non-financial corporations and house-
holds could also face credit restrictions. The scale of the
effects of the crisis on economic activity and world trade

is another major factor of uncertainty. The slump in busi-
ness and consumer confidence, but also the plummeting
commodity prices on the international markets, indicate
that there is now a widespread impact on the expecta-
tions of economic agents as regards activity, demand and
incomes. The restoration of a degree of macroeconomic
stability is therefore a primary requirement for a recovery
in economic activity.

Variations between inflation forecasts are largely attribut-
able to the assumptions made regarding oil prices. In view
of the recent sharp fall in those prices, the latest inflation
forecasts for 2009 are generally lower, down to around or
below 2 p.c. In the short term, a more marked slowdown
in activity would cause the inflationary pressures to ease
further via an additional fall in commodity prices or a
more marked erosion of corporate margins.

TABLE 6 COMPARISON OF THE FORECASTS FOR BELGIUM

(percentage changes compared to the previous year)

GDP in volume Inflation Budget balance® Date of publication
2008 2009 2008 2009 2008 2009
NBB — Autumn 2008 ........................ 1.4 -0.2 4.6 1.9 -0.9 -1.7 December 2008
p.m. Spring 2008 . ......... ... ... . . . 1.6 1.5 4.1 2.3 -0.3 -0.8 June 2008
NAL 1.6 1.2 4.7 2.7 n. n. September 2008
EC 1.4 0.1 4.7 2.5 -0.5 -1.4 3 November 2008
OECD .. 1.5 -0.1 4.6 1.9 -0.7 -1.3 25 November 2008
Belgian Prime News .............. ... ... 1.6 1.3 4.5 24 -0.4 -0.7 September 2008

(1) HICP, except for NAI: national consumer price index.
(2) Percentages of GDP.
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Annex

PROJECTIONS FOR THE BELGIAN ECONOMY: SUMMARY OF THE MAIN RESULTS

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

2005 2006 2007 2008 e 2009 e
Growth (calendar adjusted data)
GDPinvolume ... ... 2.2 3.0 2.6 1.4 -0.2
Contributions to growth:
Domestic expenditure, excluding change in stocks .......... 23 2.1 2.8 1.9 0.2
Net exports of goods and services ....................... -0.6 0.1 -0.3 -1.3 -0.3
Change instocks ... ... ... 0.5 0.9 0.1 0.8 -0.1
Prices and costs
Harmonised index of consumer prices ...................... 2.5 23 1.8 4.6 1.9
Health index ....... ... . . e 2.2 1.8 1.8 4.3 23
GDP deflator . ... .o 24 2.3 24 2.2 3.0
Terms of trade .. ... ... . -0.3 -0.7 0.5 -3.0 1.1
Unit labour costs in the private sector ...................... 0.9 1.5 3.1 3.8 3.2
Hourly labour costs in the private sector .................... 24 3.1 3.7 35 33
Hourly productivity in the private sector .................... 1.5 1.6 0.6 -0.3 0.1
Labour market
Domestic employment
(annual average change in thousands of persons) ............ 54.8 58.1 77.4 67.5 7.9
Total volume of labour®™ . ... ... ... . 0.9 1.5 2.0 1.4 -0.3
Harmonised unemployment rate@ (p.c. of the labour force) ... 8.5 8.3 7.5 6.7 6.9
Incomes
Real disposable income of individuals ....................... 0.4 25 2.8 -0.3 1.5
Savings ratio of individuals (p.c. of disposable income) ........ 12.6 12.9 13.7 12.7 14.3
Public finances®
Overall balance (p.c. of GDP) .............. ... ..., -2.6 0.3 -0.3 -0.9 -1.7
Primary balance (p.c. of GDP) ....... ... ... ... ... . ... .. 1.6 43 3.5 2.8 2.1
Public debt (p.c. of GDP) .. ... ... ... ... ... . ... 92.1 87.8 83.9 87.8 87.6
Current account
(according to the balance of payments, p.c. of GDP) ......... 2.6 2.0 1.7 -2.0 -1.4

Sources: EC, DGSEI, NAI, NBB.

(1) Total number of hours worked in the economy.

(2) Adjusted series (Eurostat).

(3) According to the methodology used in the excessive deficit procedure (EDP).

19



(——TEN YEARS OF MONETARY UNION IN RETROSPECT

Ten years of monetary union in

retrospect

L. Aucremanne
J. Boeckx

D. Dury
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Introduction

Ten years ago, on 1 January 1999, stage three of
Economic and Monetary Union (EMU) was launched in
Europe. Initially, eleven countries joined, namely Belgium,
the Netherlands, Luxembourg, Germany, France, Austria,
Spain, Italy, Portugal, Ireland and Finland. On that date
they successfully introduced a new common currency : the
euro. A new central bank was also set up, the ECB, which
together with the national central banks of the participat-
ing countries forms the Eurosystem. Together they took
on the task of formulating and implementing the single
monetary policy of the euro area, the main objective of
which, according to the Maastricht Treaty, is to maintain
price stability. Since then, Greece, Slovenia, Malta and
Cyprus have also become members of the monetary
union, and Slovakia will join on 1 January 2009. From that
date, around 330 million Europeans will use one and the
same currency.

The expectations were extremely ambitious. The single
monetary policy was to bring price stability for the
countries which adopted the euro, whereas in previous
decades those countries had encountered high inflation
and unstable exchange rates, albeit in varying degrees.
Fiscal policy was also aimed at macroeconomic stability:
the principles had been laid down in 1997 in the Stability
and Growth Pact. The introduction of the euro would also
encourage the process of economic integration in Europe
and in some ways it would be the culmination of the
single market established in 1993. The lower transaction
costs and the elimination of uncertainty over exchange

rates would help to promote trade between the Member
States. Combined with greater price transparency expected
to result from the single currency, that would also lead to
increased competition on the product markets, making
them more efficient. The euro would also play a key role
in the integration of the financial markets, which had
remained highly fragmented precisely because of the
existence of separate national currencies. Finally, the euro
could be the catalyst for structural reforms on the labour
and product markets, particularly since the efficiency of
those markets is a major factor in the smooth operation
of monetary union. In the end, these various elements
were to promote economic growth, employment and the
standard of living in Europe, as well as increasing conver-
gence and cohesion between the Member States.

But not everyone endorsed these ambitious — perhaps
even over-ambitious — expectations. There were also many
eurosceptics, who argued that the countries adopting
the euro failed, or struggled, to satisfy the criteria for an
optimum currency union (Mundell, 1961). Under those
criteria, it is not in fact sufficient for countries to be closely
integrated with one another in order to benefit from a
monetary union. There must also be adequate adjust-
ment mechanisms, such as efficient markets, a sufficiently
mobile labour force or the existence of transfers between
countries, enabling them to absorb the repercussions of
asymmetric shocks. In the opinion of the eurosceptics,
the convergence criteria laid down by the Maastricht
Treaty were too one-sided in their focus on nominal con-
vergence (low inflation, participation in the EMS without
devaluation and low long-term interest rates) and sound
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public finances (the limits of 3 and 60 p.c. respectively

for the budget deficit and the public debt, which will ~ CHART1 INFLATION AND LONG-TERM INTEREST RATES IN
. . . GERMANY AND IN THE EURO AREA

be discussed below). According to these critics, the euro

would inhibit the economic development of the countries

which adopted it, and would ultimately lead to higher INFLATION
unemployment™. According to some of them, the euro f_ﬂecrﬁpgav%ﬁacgz)nges compared to the previous year, CPI
was therefore destined to be short-lived. Partly on the 16 16
basis of similar arguments, several EU Member States at 144 14
that time (Denmark, the United Kingdom and Sweden) 12 12
decided not to introduce the euro, even though some of 10 10
them satisfied the criteria for joining. The United Kingdom 8 8
and Denmark still have the option of not adopting the 6 -6
euro, while all the new Member States which joined the 45 ~ 4
EU at the time of its 2005 enlargement are expected to 2] 2
introduce the single currency sooner or later. 0 \' 0
-2 (RN NN NN NN -2
This article looks back over ten years of monetary union % % % 5 § % % % § § % % §

and examines to what extent the introduction of the euro

fulfilled the most ambitious expectations. It takes a brief LONG-TERM) INTERESTIRATE

i ) (percentages)
look at several facets: for an exhaustive and detailed 16 16
account, the article refers to in-depth studies conducted 14 - 14
recently on the occasion of the tenth anniversary of the 12 o - 12
euro®@. The rest of the article is structured as follows. 10 - 10
Sections 1 and 2 deal respectively with monetary and 8 -8
fiscal policy. Section 3 assesses the euro’s international 6 -6
role, and in particular whether it has genuinely helped 44 - 4
to strengthen trade, price convergence and financial 2+ -2
integration. Section 4 considers developments concern- 0 0
ingeconomicactivity employmentandthestandard Of I NN NN NN NN NN NN NENEENENEN )
living in the euro area. Section 5 addresses the problem % % ; E ; § % § § é % % %
of the differences between countries and analyses the
operation of the adjustment mechanisms in the monetary Euro area Germany
union. Finally, section 6 lists a number of challenges for REAL GDP GROWTH AND REAL INTEREST RATE IN
the fut THE EURO AREA
€ Tuture. (percentage changes compared to the previous year,
percentages)
8 8
. . . 7 L2
1. Monetary policy: low inflation 6 s
and success in anchoring inflation 5 - s
expectations 47 4
Sh -3
. . . 2 2
The first ten years of monetary union featured a his- 14 L,
torically very high level of price stability in the euro area. 0 V —~ 0
Between January 1999 and October 2008, inflation in the -1 -1
euro averaged 2.2 p.c. per annum, well below the levels 2 T2
. h d f d d Iﬂ . hdb =3 TTTTTTTTTTTITTTITT I T T ITTITTTITTTITTTITTTTTTTTITTTTITTITTT -3
seen in the preceding four decades. Inflation had been 2 9N 9 S FE NS 8 S
considerably higher, especially in the 1970s and 1980s. g & ¥ 2 2 ¥ o @ 8 8 g 5 ¥

This is a good result, to say the least, even compared to
the figures for Germany, which was the country with the Real GDP growth — Real interest rate
greatest monetary stability during the four decades prior

to monetary union. _
Sources: OECD, Thomsom Financial Datastream.

(1) Difference between long-term nominal interest rate and annual inflation rate.

(1) Cf. for example the article by Paul Krugman published in The Economist,
31 August 1996.

(2) Cf. for example ECB (2008a) and EC (2008).
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By providing price stability, monetary policy helps to
create the conditions for sustainable economic growth.
Indeed, price stability ensures that not only long-term
nominal interest rates but also real interest rates are low.
If inflation expectations are firmly anchored, monetary
policy can in fact be less restrictive, ceteris paribus, than
if it needs to regain control over inflation expectations. If
uncertainty over future inflation has dissipated, investors
are also more readily disposed to lend financial resources
for longer periods, and that reduces the inflation risk pre-
mium contained in long-term interest rates. In the 1970s
and 1980s the opposite had happened: rising inflation
had exerted a disproportionate influence on long-term
interest rates, so that they increased in real terms: on
average, the increase was greater in the countries which
eventually formed the euro area than in Germany, pre-
cisely because German monetary policy was more cred-
ible. Moreover, it was not until 1998 that long-term
interest rates in the euro area converged almost entirely
towards German rates, whereas inflation itself had already
previously fallen to a level comparable to that in Germany.
Therefore, since 1999, real interest rates in the euro area,
in accordance with what growth models suggest, have
again tended to hover in the region of real growth, as had
been the case in the early 1970s.

TEN YEARS OF MONETARY UNION IN RETROSPECT

Price stability also benefits the real economy in that it
reduces the resources necessary for adjusting prices
and wages. This price adjustment process in fact entails
administrative expenses connected not only with the
actual adjustment but also with the collection of all
the information essential for calculating the new prices.
Owing to these costs, the process is not continuous but
tends to display some inertia, and is often unsynchronised,
so that inflation also leads in the short term to changes
in prices and wages in real terms. The signals given by
more fundamental changes in relative prices are therefore
blurred, distorting the allocation of resources. Inflation
may also lead to the application of simple price and wage
indexation rules, since those rules can attenuate, at least
in part, the frictions mentioned above. Nonetheless,
being excessively rudimentary such indexation rules have
the disadvantage of being themselves a source of price
and wage distortion in some circumstances, and hence a
source of macroeconomic instability. In principle, price sta-
bility makes the use of such mechanisms less attractive.

(1) The inertia and unsynchronised character of price adjustments in the euro area
was demonstrated, in particular, by the research findings of the Eurosystem’s
Inflation Persistence Network (IPN), summarised in regard to price setting by
Alvarez et al (2006) and by Dhyne et al.(2006).

Box 1 — The single monetary policy during the financial crisis

This box describes how the single monetary policy reacted to the challenges presented by the banking crisis
both in supplying the money market with liquidity and in determining the appropriate monetary policy stance.
More particularly, it shows that without the introduction of the euro even a fairly symmetrical shock such as the
financial crisis would have had a more divergent impact in the various Member States on variables closely linked to
monetary policy, such as money market liquidity, interest rates and exchange rates. Without the euro, the banking
crisis would therefore have been more difficult to manage and would have caused greater macroeconomic
volatility in the various Member States than it has at present.

Since the financial turbulence erupted in August 2007, the collapse of confidence between commercial banks has
hampered the smooth operation of the interbank market. Banks with surplus liquidity are no longer prepared to
lend to those facing a liquidity deficit. As the tension mounted, the Eurosystem was therefore forced to adapt the
system of liquidity provision to banks and increasingly assume the role of intermediation normally performed by
the interbank market. Initially, it was sufficient to be flexible in applying the existent principles of liquidity provision
in euro. At the beginning of the reserve maintenance periods, in particular, a policy of abundant allotment was
therefore pursued in the weekly main refinancing operations, more fine-tuning operations were conducted
according to market conditions, and the average refinancing term was extended .

As the crisis grew worse in September and October 2008, the Eurosystem did more to perform this role of
intermediary : partly by supplying even more liquidity to meet the banks’ growing demand for reserves, and partly

(1) For more details on this subject, see Aucremanne et al. (2007) and NBB (2008).
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by accepting more deposits from the banks. To that end, on 8 October 2008 the ECB Governing Council decided
that the weekly main refinancing operations would be conducted at a fixed rate, whereas the central key rate
had hitherto served as the minimum bid rate, and that the bids would be fully allotted at that rate. The corridor
formed by the rates on the standing facilities was also reduced from 200 to 100 basis points. These measures
reduce both the uncertainty for the banks and the intermediation costs, and will remain in force for as long as
necessary, and in any case at least until the end of the first reserve maintenance period in 2009. On 15 October
2008 it was also decided to apply the same fixed rate, namely the rate of the main refinancing operations, and to
continue to fully allot the bids until the end of the first quarter of 2009 in the longer term refinancing operations
(i.,e. 1 month, 3 month and 6 month), and to extend considerably the list of eligible assets for use as collateral in
the Eurosystem credit operations.

In addition, as part of a coordinated move by five central banks, liquidity in currencies other than the euro was
granted against collateral classed as eligible assets by the Eurosystem. That had already been done in the case of
the US dollar since 12 December 2007. Meanwhile, both the volume and the maturity of loans granted in US dollar
have increased. Since 13 October 2008, these injections of liquidity have also been effected at a fixed rate and
the bids have been met in full. Since 20 October 2008, the Eurosystem has also supplied liquidity in Swiss franc.
Finally, a number of central banks in the Eurosystem, including the National Bank of Belgium, supplied emergency
liquidity assistance to certain banks in both euro and US dollar.

Regarding the determination of the monetary policy stance, a distinction should also be made between the
initial phase of the financial turbulence and the worsening of the crisis in September and October 2008. At first,
the upside risks to price stability caused by the rising cost of commodities, the risk of second-round effects and
the derailment of inflation expectations predominated, especially since at that time there was little sign that the
financial turbulence would have a major impact on the real economy. That situation prompted the ECB Governing
Council to raise its key rate by 25 basis points to 4.25 p.c. on 3 July 2008. When the crisis deepened in September
2008 it became clear that the financial turbulence would have severe repercussions on the real economy. The
upside risks to price stability therefore began to subside, partly as a result of the slump in commodity prices but
also because the economic prospects for the euro area were rapidly deteriorating. At the same time, inflation
expectations were also revised downwards. In this context, the key rate was cut on 8 October and 6 November,
by 50 basis points on each occasion. It should also be noted that the 8 October reduction in the key rate was a
joint move coordinated with other central banks. On 4 December, the ECB Governing Council decided to cut its
key rate by a further 75 basis points.

By acting so firmly and — in contrast to what would have happened before 1999 — so uniformly for all euro area
banks, the Eurosystem effectively limited the direct effects of the banking crisis and avoided worse. In addition,
the easing of monetary policy in October and November applies to all euro area Member States, implying that
everywhere the crisis is prevented from spreading to the real economy. In the past, the countries where the
credibility of monetary policy was weakest had always come under greater pressure in the event of a severe
deterioration in economic and/or financial conditions. That was even the case where, in principle, a symmetrical
effect would seem more probable. Thus, when the German mark appreciated against the US dollar, that always
exerted downward pressure on the bilateral exchange rates of other EMS participants in relation to the German
mark and upward pressure on the yield spread with respect to Germany. At the time of the EMS crisis in 1992,
when the German mark had also appreciated strongly against the US dollar, there had been very significant
movements of this type, particularly in the case of Spain and Italy. Conversely, the Netherlands and Austria, whose
monetary policy had in practice long been linked to that of Germany, were hardly affected, and the same applied
to Belgium and France. During the summer of 1993, the EMS again came under pressure, with consequences for
the Belgian franc and the French franc. However, the chart depicts the 1992 EMS crisis because that provides a
particularly good illustration, being larger in scale than the 1993 crisis.
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LONG-TERM INTEREST RATES AND EXCHANGE RATES DURING PERIODS OF FINANCIAL TURBULENCE
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Sources : Thomson Financial Datastream, NBB.

(1) Change since, respectively, 1 June 1992 and 1 July 2007 in the spread between the benchmark government bond yield of the various countries considered and the

yield on the German Bund ; percentage points.

(2) Standard deviation of day-to-day exchange rate fluctuations over a thirty-day period.
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Given the existence of the single currency, neither the euro’s strong appreciation - until recently - against the US
dollar nor the credit crisis have affected the bilateral exchange rates of the various countries in the monetary union.
However, the recent worsening of the financial crisis has again increased the spread in long-term interest rates in
relation to Germany. Yet in view of the size of the shock which the financial system now faces, that increase can
be called fairly small, e.g. in comparison with the 1992 EMS crisis. Of course, that is due to the disappearance of
the exchange rate premium and the positive effect of monetary union on the default risk premium, so that the
current long-term interest rate spreads are attributable largely to differences in liquidity premiums. Without the
euro, it is also very likely that the pressure would have affected not only high inflation countries but also countries
— often small Member States — with a relatively large financial sector, such as the Netherlands, Ireland, Belgium
and Luxembourg. Conversely, for the new EU Member States, the recent worsening of the credit crisis has had
a considerable impact on exchange rates and on the long-term interest rate spread in relation to the euro. This
situation is relatively similar to what used to happen to countries in the euro area. Thus, the Hungarian forint, the
Polish zloty and the Czech koruna recently became far more volatile, one possible reason being, of course, the
underlying fundamentals of those economies. Finally, it seems that in view of Slovakia‘’s imminent accession to the
euro area, the Slovak koruna was barely affected.

This implies that the existence of the monetary union prevented the effects of the credit crisis from being further
accentuated by the additional tension which that crisis would have caused in the various Member States if the

euro had not been introduced.

It should also be pointed out that, during the period
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Sources: ECB, EC, Thomson Financial Datastream.
(1) ECB Survey of Professional Forecasters.

26

It is precisely in order to permit a more gradual response
by monetary policy that the definition of price stabil-
ity is explicitly geared to the medium term. This makes
it possible to accommodate the first-round effects of
fluctuations in commaodity prices, at least so long as the
medium-term outlook for price stability is unimpaired.
Inflation also exceeded the upper limit of 2 p.c. on other
occasions as a result of large increases in oil prices, or
when adverse weather conditions or livestock diseases
had a serious impact on food prices, or when increases
in indirect taxation or essentially administrative price rises
caused inflation to accelerate.



In this connection, one could point out that the HICP
excluding energy and food has remained below 2 p.c.
on average. However, this alternative inflation yardstick
takes asymmetric account of the effects of globalisation.
Thus, it disregards the upward impetus of the energy
and food components of the HICP while incorporating
the downward pressure exerted by cheaper imports from
low-cost countries. The fact that the globalisation process
is accompanied by two effects working in opposite direc-
tions indicates that it mainly causes changes in relative
prices, rather than determining the fundamental trend
in inflation. Of course, such relative price changes may
have a short-term effect on inflation, and the apparent
impact may vary over time, depending on which of the
two forces is dominant at a particular moment. While
monetary policy may accommodate such first round
effects, it does shape the subsequent pattern of inflation
by adjusting demand to the supply in the economy and
by anchoring inflation expectations at a level compatible
with price stability.

The ECB Governing Council has always stressed the
forward-looking nature of monetary policy and the
importance of firmly anchored inflation expectations.
Whenever there was a danger of inflation expectations
being derailed, as in the first half of 2008, the Governing
Council was extra vigilant and, when it saw the need,
also made use of the monetary policy instrument to
anchor those expectations. As a result, inflation expecta-
tions have been remarkably stable in the past ten years,
both on the basis of expectations measured by surveys of
professional forecasters or those derived from financial
instruments, even though inflation itself exceeded the
upper limit of 2 p.c.

It is equally important to stabilise inflation expectations
when there are signs of an excessive fall. In May 2003,
the Governing Council clarified the definition of price
stability by adding “less than but close to 2 p.c.”, thus
introducing a safety margin, particularly in case of a risk
of deflation. More recently, the attenuation of the upside
risks to price stability following the strong contraction
in demand triggered by the credit crisis caused the ECB
Governing Council to cut its key rate on 8 October and
6 November 2008, by 50 basis points on each occa-
sion. Furthermore, the key rate was slashed again by
75 basis points on 4 December, bringing it to 2.50 p.c.

(1) The clear preference among investors for liquid assets has depressed nominal
bond yields whereas it has driven up the yields on indexed bonds. On balance,
the divergent movement in liquidity premiums on each of these segments drives
down break-even inflation, which is independent of actual inflation expectations.
Under normal circumstances, the impact of liquidity premiums on break-even
inflation is small and is dominated by an upward effect attributable to the
inflation risk premium. The existence of such a positive premium, which may also
vary over time, implies that price stability is not immediately threatened when
break-even inflation edges above 2 p.c. That premium also explains why break-
even inflation tends to be higher in the long term than in the short term.
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(standard deviation in percentage points for the period
1998-2007 and for a series of moving 40-quarter periods for
the euro area)
4.0 4.0
1980:-1989
3.5 - S L35
e
2 3.0 3.0
RO,
=
c
~ 2.0 2.5
o
2
C
L 504 — 2.0
w < —<— 1971-1980 .
>
3
- 1.0 15
© 1990-1999
o
& 1.0 - 1.0
&
0.0 — 0.5
0.0 I I I I I I I 0.0
0 0.5 1 1.5 2 2.5 B) 3.5 4

Standard deviation for GDP growth

Sources: Fagan, Henry and Mestre (2005) ; OECD ; Thomsom Financial Datastream.

(cf. also box 1). Declining inflation expectations are doubt-
less a factor here. Yet it must be said that, in the present
circumstances, the fall in break-even inflation derived
from indexed bonds considerably overestimates the actual
decline in inflation expectations®.

One might ask whether the high level of price stability
was achieved at the cost of major fluctuations in eco-
nomic activity. That does not appear to have been the
case, as the standard deviation of both inflation and
real growth was very low during the period 1998-2007,
pointing to a widespread decline in macroeconomic
volatility. That volatility was noticeably greater in the euro
area in the 1970s, 1980s and 1990s than in the years of
EMU. In theory, such a decline in volatility may be due to
more effective conduct of monetary policy, lower variance
in the shocks affecting the economy, or a combination of
the two. These two elements cause an inward shift in the
‘efficiency frontier’, i.e. the curve which — given the size of
the shocks and the structure of the economy — represents
the optimum macroeconomic performance. It is clear
that the curve shifts inwards in case of minor shocks. In
switching from a totally discretionary policy, where the
monetary authority always retains a free hand, to a policy
whereby the monetary authority is required to respect its
set targets, monetary policy gains better control of infla-
tion expectations. The latter thus become an additional
stabilising factor, which is totally non-existent under a
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purely discretionary policy (cf. for example Clarida, Gali
and Gertler, 1999).

The fact that monetary policy in the euro area is based on
a clear strategy, namely a quantitative definition of price
stability and an analytical framework in which the risks
to price stability are systematically subjected to economic
and monetary analysis, works in the same direction. Such
a framework means that the monetary policy stance can
be revised according to the shocks affecting the economy,
but it also means that the revised stance must always
conform to the set strategy. In addition, it implies that the
transparency and communication in regard to the strategy
pursued and the resulting Eurosystem decisions are vital.
That is not only because it is appropriate in a democracy
for an independent institution to be accountable. By
steering expectations, transparency and communication
also promote the effectiveness of monetary policy. It is
therefore no surprise that the Governing Council deci-
sions have always been explained in detail, which has
in turn helped the financial markets to anticipate those
decisions better.

The fact that a similar decline in macroeconomic volatility
has been seen in other advanced economies may indicate
that monetary policy is not necessarily the source of this
phenomenon. Nonetheless, that does not entirely call into
question the role of monetary policy since the conduct of
monetary policy has probably changed in those countries,
too (cf. for example Ahmed, Levin and Wilson (2004) on
sources of macroeconomic stability in the US). Thus, a
number of countries have introduced a strategy of infla-
tion targeting, which also imposes a clear objective for
the central banks. Moreover, between 1998 and 2007
the macroeconomic situation was actually slightly more
stable in the euro area than in most other economies.
The shocks accompanying the turbulence currently hitting
the financial markets are an important test for monetary
policy, particularly in regard to its ability to ensure macro-
economic stability in less favourable circumstances.

There is a serious downside to the euro’s success in regard
to price stability. Since the banknotes and coins were
introduced in January 2002, the euro has often been
associated with higher prices, and perceived inflation
as measured by the EC's consumer survey has deviated
substantially from actual inflation. It is not that the switch
to the euro had no effect in pushing up prices, but all
the studies on the subject show that those price rises
were confined to certain sectors and that, ultimately, the
effect on the general price level was relatively small since,
according to the European statistical institute (Eurostat,
2003), it is most likely between 0.12 and 0.29 percentage
points. Such a deviation between inflation and inflation
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CHART 4 INFLATION IN THE EURO AREA: REALITY AND
PERCEPTION

(percentage changes compared to the previous year)
5.0 5.0
4.5 ~ 4.5
4.0 1 4.0
3.5 ~ 3.5
3.0 f 3.0
2.5 2.5

2.0 =

’J[V 2.0
1.5 A ~/J/ 1.5
1.0 \_/ = 1.0
0.5 ~ 0.5
0.0 | | | | | | | | | | | | 0.0

o 0 o o~ < o 0

(o} (o o (=] o o o

(o)) (<)) o o o o o

- - o~ o~ o~ o~ o~

—— HICP inflation
Consumers' inflation perception @
Source: EC.
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to the HICP according to the standardisation procedure described in Aucremanne,
Collin and Stragier (2007).

perceptions was not found at the time in the EU countries
which had not adopted the euro, namely Denmark, the
United Kingdom and Sweden. Moreover, this perception
gap has proved very persistent in the euro area, but since
mid 2007 perceived inflation has again tended to move in
line with actual inflation. The surge in inflation recorded
in the second half of 2007 and the first half of 2008 did
not in fact have any disproportionate impact on perceived
inflation, and the recent fall in inflation is also faithfully
reflected. Finally, there are few signs that these inflation
distortions have had any significant effect on private con-
sumption, wage setting or inflation expectations which,
as mentioned earlier, have remained firmly anchored since
January 2002.

2. Fiscal policy

Sound public finances are one of the conditions required
for price stability and sustainable economic growth. On
that basis, agreements have been concluded at EU level
in order to guarantee sound public finances.

The Treaty establishing the European Community included
reference values for the budget balance and the public
debt. They were clarified and quantified by the Maastricht



Treaty, ratified in 1992. In principle, the budget deficit
must not exceed 3 p.c. of GDP while the public debt must
not exceed 60 p.c. of GDP, except in cases where the debt
ratio is falling sufficiently to approach that reference value
at a satisfactory pace. Only Member States meeting these
criteria were allowed to join the monetary union.

Under the excessive public deficit procedure, the Treaty
also introduced a mechanism for correcting deviations
from these reference values, to ensure the continua-
tion of budget discipline after the monetary union was
formed. Rules on fiscal discipline and the accompanying
preventive and corrective procedures were supplemented
and clarified by the Stability and Growth Pact adopted in
1997. Thus, Member States were to endeavour to achieve
budgets which were more or less in balance or showing a
small surplus in the medium term. Since the reform of the
Stability and Growth Pact in 2005, there have been differ-
ent national medium-term budget targets to take account
of the diversity of situations in the Member States. Such
fiscal positions should enable the Member States to
accumulate margins to cope with normal fluctuations
in business activity via the operation of the automatic
stabilisers.

2.1. Budgetary developments before and during
Stage 3 of EMU

The budget balance and public debt criteria which
Member States must respect in order to qualify for mem-
bership of the monetary union have undeniably helped
to improve the situation of public finances. That improve-
ment was evidently achieved mainly in the run-up to EMU
Stage 3. During that preparatory phase, the candidate
countries had to make a substantial effort to consolidate
their finances in order to satisfy the set criteria. For the
Member States which joined the monetary union in 1999,
the convergence criteria were assessed on the basis of the
1997 figures.

In the early 1990s, almost all the eleven Member States
forming part of the first wave of countries joining EMU
had a budget deficit in excess of the reference value of
3 p.c. of GDP, whereas in 1997 that was no longer the
case in any of those countries. In the years which followed
the launch of the euro, the budget position of the euro
area initially continued to improve, and a balanced budget
was recorded in 2000. That was achieved thanks to the
favourable economic situation at the end of the previous
decade and the exceptionally large proceeds generated
by the sale of UMTS licences in various countries (0.6 p.c.
of GDP in 2000, for the euro area). During the ensuing
period of weak economic activity, the budget balance

TEN YEARS OF MONETARY UNION IN RETROSPECT

CHART 5 BUDGETARY DEVELOPMENTS IN THE EURO AREA®
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deteriorated to a deficit of 3 p.c. of GDP in 2003. There
followed a new period of consolidation during which the
budget deficit was gradually reduced, falling to 0.6 p.c.
of GDP in 2007.

The improvement in the euro area’s budget balance since
the early 1990s is very largely attributable to the steady
reduction in interest rates and the accompanying decline
in interest charges. In the early 1990s, interest expenses
still represented around 6 p.c. of GDP, whereas since 2005
they have stood at around 3 p.c. of GDP.

During the years preceding EMU Stage 3, the posi-
tive effect of the decline in interest expenses on public
finances was considerably augmented by the strong
growth of the primary balance. The cyclically adjusted
primary balance of the euro area — the profile of
which provides a good indicator of the fiscal policy
stance — increased by 2.5 p.c. of GDP during the period
1992-1998. Thus, almost all countries belonging to the
first wave of membership recorded an improvement.
Failure to respect the Maastricht criteria would in fact
have precluded them from joining the monetary union.
The efforts to consolidate public finances were essentially
based on measures designed to boost revenues.
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Since the launch of EMU Stage 3, fiscal policy has been
eased considerably. In 1999 and 2000, the cyclically
adjusted primary balance of the euro area continued to
grow, but then followed a U-shape: the relaxation recorded
in the period 2001-2004 gave way to renewed consolida-
tion of fiscal policy. However, in 2007 the cyclically adjusted
primary balance was still slightly below its 1999 level.

2.2 Application of the Stability and Growth Pact

Since the Stability and Growth Pact came into force
ten years ago, a number of countries have achieved a
budget position which is more or less in balance or in
surplus. Conversely, other countries have failed to do
so. Thus, the targets laid down in the annual stability
programmes of those countries have not generally been
met, notably because they were based on over-optimistic
macroeconomic assumptions, but also owing to the lack
of consolidation efforts, the necessary political will often
being absent.

The result was that, during the cyclical slowdown at the
beginning of this millennium and in the ensuing years, the
budget deficits of many euro area countries (Germany,
France, Greece, ltaly, Netherlands and Portugal) persist-
ently exceeded the budget target of 3 p.c. of GDP. The
Ecofin Council therefore decided to initiate the excessive
deficit procedure against those countries. It proved impos-
sible to reach agreement on the practical application of
the correction mechanism intended to encourage more
budget discipline. The Stability and Growth pact — con-
sidered by some to be an excessively tight straitjacket —
therefore came under criticism, so that it was reformed
in 2005. This reform made the rules on budget discipline
more flexible since the budgetary effort can be geared
more closely to the general macroeconomic situation — but
it also made them more complex and significantly expanded
the scope for interpretation by the Ecofin Council.

During the years which followed the reform of the
Stability and Growth Pact, all the Member States record-
ing an excessive deficit succeeded in reducing their
budget deficit below 3 p.c. of GDP. However, that
improvement was achieved in an economic boom period.
It was mainly public revenues that increased consider-
ably — notably as a result of the collection of exceptional
revenues. Some countries, however, made insufficient use
of these “good years” to achieve structural improvements
in their fiscal policy. Thus, many Member States which
have not yet attained their medium-term budget target
failed to respect their commitment under the reformed
pact to achieve an annual improvement in their structural
balance of 0.5 p.c. of GDP. Consequently, some of those
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countries are still dangerously close to the budget limit of
3 p.c., which is restricting their room for manoeuvre and
preventing the use of the “automatic stabilisers” in less
favourable economic circumstances.

However, in the context of the current financial crisis it
would be desirable to have such room for manoeuvre
in the budget. In that connection, the Ecofin Council
decided, on 7 October 2008, that the application of the
Stability and Growth Pact should also reflect the current
exceptional circumstances, namely those caused by the
present crisis. Nevertheless, leaving aside the impact of
the crisis, it is important that the Member States continue
to aim at structurally sound public finances.

It cannot be said that the application of the Stability and
Growth Pact has been entirely satisfactory in the past ten
years. The original aim, namely that all Member States
should achieve budget positions which were structurally
in balance or in surplus, was not attained either by the
euro area as a whole or by many of its member coun-
tries. The long-term sustainability of public finances has
therefore still not been achieved, in view of the impact of
population ageing.

2.3 Medium- and long-term fiscal challenges

According to the latest estimates by the European
Commission and the EU’s Economic Policy Committee, as a
result of demographic changes in the decades ahead, age-
related publicspendingin 2050 s likelytobe 4.4 p.c. of GDP
above its 2010 level. In the context of ageing it is therefore
important to ensure the sustainability of public finances.

The European Commission calculates a number of indi-
cators to assess the sustainability of public finances. For
instance, the S2 sustainability indicator measures the
permanent adjustment to the primary balance necessary
to bring it to a level where the intertemporal budgetary
constraint®™ can be respected. In other words, if that
adjustment to budgetary policy is made today, no further
adjustments will be required at a later date when the full
impact of the budgetary cost of ageing is felt. Where a
budgetary effort of this type is made, the costs relating to
population ageing are therefore fully pre-funded.

In 2007, according to the S2 indicator, the sustainability
deficit came to 2.3 p.c. of GDP in the euro area, though
this average masks substantial differences between
Member States. The European Commission divided the EU

(1) The intertemporal budgetary constraint stipulates that the discounted value of
future primary balances must correspond to the current value of the public debt.
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(3) For Greece, the sustainability indicator is based on the budgetary cost of ageing excluding pensions and expenditures relating to the elderly, which implies that this indicator

underestimates the sustainability deficit.

Member States into three risk categories (high, medium
and low risk). This breakdown was confirmed by the
Ecofin Council. It shows that Cyprus, Greece and Slovenia
face the highest sustainability risk. Conversely, only two
countries — Finland and Austria — have a low sustainability
risk. The other euro area countries, including Belgium,
present a medium sustainability risk.

In order to meet the challenge of population ageing, it is
necessary to devise a coherent strategy. Achieving sound
public finances, which means a steady reduction in the
public debt, is crucial here. Increased participation in
the labour market, higher productivity and the reform of
the pension and health systems are also vital elements
of this strategy.

3. The role of the euro as an .
international currency and a driver
of economic integration

3.1 The international role of the euro

The Eurosystem does not directly encourage the inter-
national use of the euro, as it considers that use of the

euro beyond the borders of EMU should be the result of a
market mechanism. Nevertheless, a report on the subject
is produced annually (cf. for example ECB, 2008b). In fact,
the international use of the euro can be regarded as an
indicator of success and credibility, and it may also have
implications for the economies of the euro area itself, in
addition to the — relatively limited — impact of the seignior-
age income (Bini Smaghi, 2008). Thus, monetary analysis
should always take account of the euro’s international
role, as portfolio adjustments may blur the signals given
by movements in monetary aggregates in regard to risks
to price stability.

The latest report on the euro’s international role high-
lights three key trends. First, since the creation of EMU,
the euro has gained in importance on the international
markets, though some stagnation has been evident in
recent years. Thus, between 2001 and 2005, there was
steady growth in the use of the euro for invoicing trade
with countries outside the euro area. In 2006, the propor-
tion of exports denominated in euro actually exceeded
50 p.c. for most countries, while for imports the situation
was less clear-cut. In 2007, the euro represented around
25 p.c. of global foreign exchange reserves, against less
than 20 p.c. in 1999, with a larger share in the reserves
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of industrialised countries than developing countries. The
share of the euro in the stock of international debt securi-
ties (i.e. debt securities issued in a currency other than
that of the borrower) was around 32 p.c. in 2007, com-
pared to only 20 p.c. in 1999. Secondly, the euro’s inter-
national success is also based on euro area residents, since
they own a large proportion of the assets issued outside
the monetary union but denominated in euro. Finally, the
euro’s role is geographically concentrated around the euro
area. Thus, in 2005 the euro accounted for some 57 p.c.
of the foreign exchange reserves of countries bordering
the euro area, a percentage in stark contrast to the global
average mentioned above.

3.2 Trade integration and price convergence

The advent of the euro as a single currency significantly
reduced the costs of cross-border trade in the monetary
union. The euro eliminated the costs of converting
national currencies and the costs of hedging exchange
rate risks as exchange rate volatility and the associated
uncertainty have disappeared. All other things being
equal, the reduction in transaction costs associated with
international trade has a positive effect on trade vol-
umes. However, membership of a monetary union has
a greater impact than one would expect from just those
two factors, as illustrated by the groundbreaking article
by Rose (2000). This author suggests that two countries
belonging to a monetary union conduct up to three
times as much trade as two countries which do not share
a common currency. Although the effects which Rose
estimated were considered rather large by subsequent
studies, it is clear that the creation of a monetary union
does indeed tend to boost the volume of trade within
it. In fact, by joining a monetary union, each national
authority enters into a long-term commitment which
may encourage firms to focus more on the international
market.

The many studies analysing the euro’s impact on inter-
national trade present widely varying results, since
they are based on very different data and econometric
techniques. However, a consensus is emerging on the
fact that the introduction of the euro has probably
stimulated trade within EMU, by as much as 10 p.c.
according to some estimates. According to Berger and
Nitsch (2008), the advent of the euro did not have any
significant impact on bilateral trade in the euro area, as
trade integration in Europe is a gradual process which
has been going on for several decades. Factors other
than the simple introduction of the euro, such as the
gradual liberalisation of the markets in goods and serv-
ices in the single market, have also encouraged trade
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integration so that it is difficult to identify an unambigu-
ous “euro” effect.

More recently, research (cf. for example Mudls and Pisu,
2007) has focused mainly on how the euro has influenced
trade rather than what percentage of additional trade
has been generated. The studies reveal that the euro
has mainly helped to reduce the fixed costs of exporting,
making exports worthwhile for smaller, less productive
firms as well. This widens the range of products offered
rather than their volume, thus enhancing welfare for con-
sumers who appreciate a wider choice of products.

Increased trade integration has brought strong price con-
vergence in the euro area, but according to most studies
that was essentially achieved before the advent of the
euro (cf. for example Rogers, 2007), namely around 1993.
For both tradable and non-tradable goods, price disper-
sion is lower in the euro area than in the EU. Conversely,
price dispersion in the euro area is fairly similar to that
in the United States as regards tradable goods, while it
is lower for non-tradable goods. The early price conver-
gence indicates that, as in the case of trade integration,
other developments such as the harmonisation of tax sys-
tems and smaller differences in the conduct of monetary
policy in the future monetary union countries had already
promoted price convergence even before the introduction
of the euro.

3.3 Financial integration

The monetary union cannot be considered a lasting suc-
cess until all the national financial markets have become
highly integrated. While a highly integrated financial
system helps to improve the efficiency of payments in the
monetary union and stimulates competition in financial
services, it also offers macroeconomic advantages. In
fact, it permits the more effective and coherent transmis-
sion of the single monetary policy, so that the latter has
fewer asymmetric effects in the EMU Member States.
Moreover, monetary union residents are able to spread
the risks more judiciously, and are able to allocate their
savings surpluses and deficits more efficiently. In fact, in
a monetary union with a high degree of financial integra-
tion, consumption patterns do not need to be adapted
in response to idiosyncratic shocks, since the impact of
those shocks can be neutralised via the international
financial markets (risk sharing). Although in principle
cross-border financial integration tends to enhance wel-
fare and is therefore desirable, it also embodies a danger
in that it amplifies the risks of financial contagion. The
turbulence which has recently exposed a number of
banks, and therefore indirectly many consumers, to the
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problems facing foreign players or subsidiaries is a highly
topical example.

The extent to which euro area nationals hold assets
issued in other euro area countries has risen steadily
since the creation of monetary union. This diversification
applies particularly to long-term debt securities: in 2006,
over half of the securities portfolio held by EMU nationals
consisted of assets issued in other EMU Member States,
whereas the figure was only 13 p.c. in 1997. Since the
advent of monetary union, the geographical allocation of
equities has also become more diversified, even though
it is still far more limited than in the case of long-term
debt securities. In contrast, in the case of short-term
debt securities, investors are more inclined towards the
national market.

The current state of financial integration in the euro
area varies greatly according to the market segment
concerned. Moreover, the markets most closely linked to
monetary policy and endowed with the least fragmented
infrastructure are more closely integrated.

The money market therefore exhibits a very high degree
of integration, facilitated in particular by Eurosystem initi-
atives such as the establishment of an interbank payments
settlement system (TARGET) and a system permitting the
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cross-border use of collateral in the open market opera-
tions conducted by the Eurosystem (CCBM). The small
interest rate differentials on the unsecured interbank
market between Member States bear witness to the high
degree of integration on this market, although there is
still room for progress in other money market segments
such as that for short-term debt securities. However, since
the financial turbulence erupted in August 2007, spreads
between money market rates in the various EMU member
countries have steadily increased. Since the financial crisis
deepened in September and October 2008, the interbank
market has become more or less paralysed. That is due
more to a change in risk perception on the part of the
banks in each Member State, rather than a reversal of the
process of money market integration. Moreover, similar
developments have occurred on other money markets,
including those of the United States and the United
Kingdom.

Yield differentials on the government bonds of various
Member States have widened significantly in recent
months, owing to differences in liquidity premiums and,
to a lesser extent, risk premiums. The widening of these
spreads is not symptomatic of a setback in the process of
integration, and the government bond market remains
particularly highly integrated. Nevertheless, in the case
of the corporate bond market the integration process
is hampered by the coexistence of multiple clearing and
settlement infrastructures. The absence of a common
framework for the settlement of transactions is also felt
on the equity market where, despite modest progress in
the integration process, the existence of different clearing
and settlement systems causes a significant increase in the
price of cross-border transactions. The implementation
of TARGET2-Securities, which aims to create a common
platform for the settlement of transactions, is therefore
essential for the continuing integration of the bond and
equity markets.

In contrast to wholesale and capital market related bank-
ing, the retail market is highly fragmented. It is national
players that dominate the local markets, so that competi-
tion is relatively limited and the interest rates charged
vary greatly from one country to another even though
the products concerned are comparable. Thus, the disper-
sion of interest rates on consumer credit has increased
considerably since 2003, and the standard deviation is
now around 135 basis points. While the dispersion is
much smaller in the case of mortgage lending rates, the
standard deviation in this case was still 30 basis points
following some slight convergence since 2003. Part of the
reason for these divergences is that the underlying prod-
ucts are not totally homogenous, but this also indicates
that the retail market is still highly fragmented.
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Although the creation of the Single Euro Payments Area
(SEPA) in 2008 removed a major obstacle for banks
engaged in cross-border activities, there are still other
impediments along the road to retail market integration.
In view of the differences in the current legislation — par-
ticularly regarding the mortgage lending market, which
is especially important for retail banks — the banks find
it more difficult to offer financial services beyond their
national borders. Nonetheless, the present financial crisis
may act as a catalyst, encouraging standardisation of the
rules governing the retail market. For example, harmoni-
sation of the system of deposit guarantees in EMU could
remove this barrier to competition and thus stimulate
international activities.

Furthermore, proximity to the customers plays a key
role on the retail market, so that cross-border merg-
ers and acquisitions are an important way of achieving
a high degree of integration. Owing to differences in
legislation, however, the banks have more difficulty in
conducting such operations, and competition on the
European market therefore remains limited. In addi-
tion, the national authorities sometimes display some
reticence, generally tacit, regarding such operations. At
the same time, the formation of cross-border banking
groups requires harmonisation of banking sector supervi-
sion, preferably on a European scale, a need which is
heightened further by the turbulence currently afflicting
the financial markets.

4. Flagging potential growth curbs the
rise in the standard of living

The standard of living in the euro area is significantly lower
than in the United States or the Scandinavian countries.
There has been little change in that situation since the
start of monetary union. Thus, in the euro area GDP per
capita adjusted for purchasing power variations is around
35 p.c. below that in the United States. In relation to the
Scandinavian countries the difference is 20 p.c. However,
the difference is far less marked in regard to productivity
in terms of GDP per hour worked. A strong tendency to
catch up in fact reduced the productivity gap in relation
to the United States to just over 10 p.c. in 1995. However,
since 1995 productivity has risen less fast in the euro area
than in the United States.

The large differential in terms of GDP per capita and
productivity in the euro area makes it clear that the
number of hours worked per capita has been a key factor
influencing the European standard of living. In the euro
area, that number has in fact declined steadily, even
though the trend was reversed in 1995. In contrast, in
the United States the number of hours worked per capita
had continued to rise until recently. This difference could
indicate a greater structural preference for leisure in
Europe (Blanchard, 2004). That opinion appears to be cor-
roborated to some extent by the continuing decline in the
number of hours worked per employee in Europe, while
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that was no longer the case in the United States after
1980. However, it should be noted that the reduction in
the number of hours worked is due not only to working
time but also to the number of workers in the popula-
tion. The question is also whether the greater preference
for leisure is genuinely structural, i.e. firmly embedded in
European habits. The lower propensity to work may also
be due to various factors, such as the heavy burden of
fiscal and parafiscal levies on labour, or institutional char-
acteristics of the organisation of labour, which depress
both the supply of labour (because extra work is insuf-
ficiently rewarded) and demand for labour (because the
production factor labour is expensive).

However, the number of hours worked per capita has
increased in the euro area since the second half of the
1990s. The effect of the particularly dynamic job crea-
tion, certainly during the period of monetary union, far
exceeded that of the further decline in working time.
Over 15 million jobs have been created in the euro area
since the start of monetary union, thanks in particular to
structural labour market reforms and wage moderation.
This demonstrates that a monetary policy geared to price
stability does not hamper job creation. This success in
job creation may have weaker productivity growth as its
corollary. Thus, during the period 1997-2007 productiv-
ity per worker increased by an average of 1.2 p.c. That

TEN YEARS OF MONETARY UNION IN RETROSPECT

is not only below the figure recorded previously, but is
also lower when compared to the productivity growth
in the United States, which came to 2.1 p.c. over the
same period. Ceteris paribus, the increased mobilisation
of previously inactive workers, most of whom are low
skilled, exerts downward pressure on average productiv-
ity. However, studies also reveal that the relative slowing
of productivity is due almost exclusively to the sectors
producing ICT, and particularly to those using ICT, espe-
cially trade and financial services (Van Ark et al., 2003).
In the euro area, extensive and efficient use of ICT may
have been impeded by structural rigidities, such as a
rather inflexible labour market and obstacles hampering
market access. That is why new measures are needed to
strengthen competition and improve market efficiency.
That applies particularly to the service sector. Such meas-
ures would also foster the continued deepening of the
single market.

In 2000, in order to reinforce the EU’s productive potential,
the European Council launched the Lisbon strategy which
emphasises the need for structural reforms in Europe.
Relaunched in 2005 following an in-depth assessment,
this strategy focuses on two elements vital to a sustain-
able rise in the standard of living, namely labour market
participation and productivity growth. That is why a series
of specific targets were set, to be attained by 2010.
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Thus, the employment rate (defined in relation to the
population of working age) is to be increased to 70 p.c.
Although, as indicated earlier, the employment rate has
risen strongly since the advent of monetary union, the
shortfall in relation to the target is still around 4 percent-
age points. A target was also defined for expenditure on
research and development, namely 3 p.c. of GDP. In fact,
that expenditure is currently below 2 p.c. of GDP in the
euro area, and the gap has not diminished in recent years.
It is considerably higher not only in the United States but
also in Sweden and Finland, where the 2006 figures came
to 3.73 and 3.45 p.c. of GDP respectively.

Overall, the progress achieved in terms of structural
reforms over the past ten years has been inadequate,
despite the undeniable improvement in labour market
participation and employment. As a result, the euro area’s
growth potential has not been strong enough. Further
efforts are therefore needed to achieve the set targets by
2010. That could alleviate the budgetary challenges con-
nected with population ageing. Moreover, reforms aimed
at increasing the flexibility of prices and wages could
promote greater efficiency in the adjustment mechanisms
operating in a monetary union (cf. the next section). The

current downturn in the business cycle certainly does
not downgrade the priority of this reform programme,
and must not be used as an excuse for not getting on
with it.

5. The euro area countries, united but
different

The divergences in economic development between the
EMU Member States were the focus of much attention
from the start. Some people believe that the ‘one size fits
all' monetary policy cannot be right for all EMU Member
States if there are wide divergences between them. Those
Member States can no longer use their own monetary
and exchange rate policies to correct undesirable eco-
nomic developments. The statement that this deprives
them of an effective monetary policy instrument is clearly
only true if the exchange rate is not in itself a source of
undesirable volatility. However, box 1 demonstrates that
this was sometimes the case in the past, especially in a
crisis situation. It therefore seems that the single monetary
policy is an advantage rather than a handicap in the cur-
rent, unusually severe financial crisis.
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Since 1999, inflation and growth differentials between
euro area countries have been relatively small by his-
torical standards. That is particularly true of inflation
differentials, indicating the extent to which monetary
union has led to nominal convergence. During monetary
union, the inflation dispersion has not declined further,
but studies have shown that inflation differentials in the
euro area are comparable in size to those seen between
the various regions of the United States (Angeloni and
Ehrmann, 2005). The profile of the growth differentials
is less clear. The dispersion of the output gap has tended
to diminish since the 1970s, indicating that the differ-
ences in position in the business cycle have moderated
and that the cycle tends to be increasingly synchro-
nised between the various countries, making it easier,
in principle, to conduct monetary policy. Nonetheless,
the growth differentials are substantial, although some
decrease has been seen in recent years. Discrepancies
in trend or potential growth, which may be due to
structural factors, therefore seem to be considerable.
That tallies with the finding that some countries per-
sistently record inflation or economic growth above or
below the average. This is reflected, in particular, by the
high cumulative inflation and growth differentials of
the period 1999-2007. Growth and inflation in Spain,
Ireland and Greece persistently exceeded the figures
recorded in the euro area as a whole, whereas the
opposite applied in Germany. The Italian and Portuguese
economies suffered from an adverse combination of
above average inflation but below average growth.
Belgium was close to the average for the euro area in
terms of both inflation and growth during the period
1999-2007 (cf. also box 2).

However, growth and inflation differentials in a monetary
union are not necessarily a problem. Thus, several euro
area countries initially had low per capita GDP, so that
they were in a catching up or real convergence phase. This
applied to Greece, Ireland, Spain and Portugal. It is there-
fore normal and even desirable to see that marked differ-
ences — which go with the process of real convergence —
in productivity growth between the tradable goods sector
and the non-tradable goods sector, generate considerable
positive inflation differentials in those countries. In princi-
ple, the opposite applies to Germany and to other coun-
tries with high per capita GDP, such as Belgium. The size
of this type of growth and inflation differentials should
diminish as real convergence progresses, but the differ-
entials could increase again if the new EU Member States
adopt the euro before they have attained a sufficiently
high degree of real convergence. This ‘Balassa-Samuelson’
effect only accounts for part of the persistent differentials
in the euro area, mainly because the variations in the
productivity trends are not proportionate to the inflation
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differentials recorded. For example, Portugal ceased to
record strong growth during the period 1999-2007, but
still had high inflation.

It is hard to prevent the existence of some divergences,
since euro area Member States are bound to encounter
asymmetric shocks, and mutual shocks may have more
or less asymmetric effects in certain cases, depending on
the structural characteristics of the Member States, e.g.
in terms of dependence on oil, the degree of openness
or the geographical structure of foreign trade. All these
factors can cause growth and inflation differentials which
are more cyclical in character. In principle, they should
have diminished in scale, taking account of the greater
synchronisation of the economic cycles of the euro area
Member States. Nonetheless, those cyclical differences
have played a role, e.g. in the case of Germany, the
Netherlands, Spain and Ireland. However, it is not always
easy to distinguish between the cyclical element and the
part relating to real convergence, since the two present
the same apparent characteristics, with growth and infla-
tion differentials moving in the same direction. It also
seems that these divergences have been amplified by fac-
tors specific to the initial years of monetary union. Thus,
Germany appears to have joined the monetary union
with a serious handicap in terms of competitiveness,
while the Netherlands was in the opposite situation. In
countries such as Spain and Ireland, demand was strongly
stimulated in the initial years of monetary union, because
the effect of interest rate convergence mentioned earlier
was more marked there. In fact, the disappearance of risk
premiums and the decline in long-term interest rates not
only stimulate potential growth via the fall in the cost of
capital, but also exert a sustained and almost immediate
effect on domestic demand, more particularly on the
property market.

In principle, such divergences should not persist if the
adjustment mechanisms act quickly. Moreover, inflation
differentials may in some cases reflect the operation of an
adjustment mechanism. In fact, in a monetary union, infla-
tion differentials lead to comparable variations in the real
effective exchange rate in relation to the other Member
States. Overheating of the economy is therefore coun-
teracted by a loss of competitiveness, while low inflation
should improve the competitiveness of countries whose
performance is more modest. This balancing mechanism
will be all the more efficient if there is wage and price
flexibility in the countries belonging to the monetary
union, since that permits a relatively faster adjustment
between countries. In the short term, increased wage and
price flexibility may augment the inflation differentials
but help to reduce the growth differentials and the per-
sistence of the inflation differentials. The findings of the
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Eurosystem Inflation Persistence Network (IPN) indicate
that prices are adjusted less frequently in the euro area
than in the United States (cf. in particular Dhyne et al.,
2006 and Alvarez et al., 2006), bearing witness to a high
degree of price rigidity in the euro area. The findings
of the Eurosystem Wage Dynamics Network suggest a
high degree of wage rigidity, though the research by this
network is still on-going. This all goes to show the slug-
gishness of the adjustment mechanisms and the need to
strive for appropriate wage and price setting, taking due
account of the underlying fundamentals.

The competitiveness channel outlined above may also
be thwarted by the real interest rate channel, which
operates in the opposite direction. The latter channel
refers to the fact that, in the case of a single nominal
interest rate, the real interest rate is lower (higher) in
countries with strong growth (weak growth) as a result
of the higher (lower) inflation. It tends to generate
some persistence in the differentials and to restrain
convergence. Although the real interest rate channel
may dominate the competitiveness channel in the short
term, after a time the latter should, in principle, prevail.
Indeed, an inflation differential of a given size may
have a persistent effect on the real interest rate, but
that is unlikely to increase over time. Conversely, the
same inflation differential has a cumulative impact on
competitiveness so that the competitiveness channel is
strengthened over time.

Fiscal policy may also reduce the divergences in the euro
area. In that regard compliance with the Stability and
Growth Pact may play a role, because as the sustainability
of public finances becomes more secure, scope becomes
available for the operation of the automatic stabilisers.
Finally, the risk-sharing mechanism described above may
also attenuate the impact of the divergences. In principle,
that reduces the need to rely on the efficiency of the
other adjustment mechanisms or the intervention of the
national authorities. Recent empirical data show a con-
siderable increase in risk-sharing (Giannone and Reichlin,
2006), illustrating the importance of financial market
integration in the euro area.

The operation of the real interest rate channel and the
competitiveness channel is described below.

[t was mainly in Spain and Ireland that the real inter-
est rate channel played a significant role, at least when
measured as the ex post real short-term interest rate. In
addition, it is in these countries that the real interest rate
showed the sharpest fall at the start of monetary union.
These factors contributed to the sustained rise in asset
prices, the direct consequence being that wealth effects
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(1) The ex post and ex ante real interest rates were calculated as the difference
between the short-term interest rate and observed inflation and expected
inflation, respectively.

further reinforced the expansionary effect of interest
rates. The growth and inflation differentials seen in these
two countries are therefore not due solely to a catching-
up process. Moreover, the overheating which was a fea-
ture of these two economies in the past is today creating
a greater downside risk, as the easing of property prices
entails additional risks for both the financial sector and
the real economy.

However, the importance of the real interest rate channel
needs to be qualified. To measure the impact of inflation
differentials on investment and consumption decisions,
it is necessary to take account of the ex ante real inter-
est rate since that is what determines the intertemporal
behaviour of the economic agents. In the euro area,
the differences between ex ante real interest rates are
less than between ex post rates, at least in countries for
which they could be estimated. Furthermore, it is not easy,
a priori, to know whether the appropriate inflation figure
to use is the one for the country in question or that for
the euro area as a whole, because national inflation is less
relevant for economic agents engaging in international
activities than it is for consumers. The real interest rate
channel could therefore become less important as a result
of greater economic integration.
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The competitiveness channel is the main adjustment
mechanism giving rise to convergence. Its operation can
be illustrated by two examples, namely Germany and the
Netherlands.

Germany was at a competitive disadvantage when join-
ing the monetary union in the wake of reunification.
That disadvantage severely depressed economic activ-
ity in Germany, and the country had to contend with
weaker growth, especially from 2001. Competitiveness
was restored by wage moderation, which in turn brought
inflation down below the level in the euro area as a whole.
The resulting increased competitiveness was reflected
in sustained export growth, but dampened domestic
demand. The latter may also have been curbed by the real
interest rate channel, while the excellent export perform-
ance achieved in recent years was enhanced by the fact
that global demand is relatively concentrated on products
which predominate in German manufacturing, such as
investment goods and cars. From 2007, domestic demand

in Germany moved more or less in parallel with that in the
euro area. The very marked wage moderation in Germany
also came to an end recently. These two factors tend to
show that the adjustment process is reaching its end,
although admittedly it has taken several years.

Well before 1999, the Netherlands formed a de facto
monetary union with its main trading partner, Germany,
and therefore ceased to use the exchange rate as an
adjustment mechanism. A priori, there appeared to be few
risks in participating in EMU. However, the Netherlands
experienced a strong economic boom in the late 1990s,
which was further reinforced by a wealth effect due to the
soaring equity and property markets. The resulting labour
market scarcity drove up wages and prices, generating
a much larger rise in unit labour costs than in the main
trading partners, and hence a loss of competitiveness.
This factor therefore triggered the correction. From 2002-
2003, the Dutch economy cooled rapidly and for several
years it actually underperformed the euro area.
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However, the differences in the pattern of inflation and
unit labour costs are not always due to this balancing
mechanism. They are sometimes themselves the source
of the divergences. Thus, they are a problem if they are
due to an unsuitable national policy, structural inefficien-
cies or defective adjustment mechanisms. Policy-makers
recently paid particular attention to the divergent trends
in unit labour costs. The reason for their concern lay in the
negative effect of a deterioration in competitiveness on
the general economic situation, and the potential impact
on inflation of an excessively rapid increase in wages.
The movement in labour costs may cause problems,
especially in countries where pay increases are not linked
sufficiently to productivity gains, and where the current
account balance records a growing deficit. In the context
of the strong surge in inflation in the second half of 2007
and the first half of 2008, the ECB Governing Council
repeated on several occasions that the second-round

effects resulting from the increased price of energy and
food must be avoided at all costs, in setting both prices
and wages. In that regard, it was said that the indexation
mechanisms heighten the risk of triggering a price-wage
spiral, and may cause a loss of competitiveness and a
decline in employment. On the other hand, responsi-
ble wage developments which do not compromise the
smooth operation of the monetary union should be based
on productivity developments and the competitive posi-
tion, while taking account of the still high level of unem-
ployment in the euro area.

6. The challenges ahead

Ten years after its introduction in Europe, the single cur-
rency can be considered a huge success. Price stability,
and more generally macroeconomic stability and increased

in relation to the three main neighbouring countries.

Box 2 — Belgium in the monetary union

The transition to, and Belgium’s participation in, EMU may generally be considered a success. Belgium had already
formed a de facto monetary union with Germany since 1990, when it was decided to peg the Belgian franc to the
German mark. Following the EMS crisis in mid 1993, the fixed exchange rate policy has rarely come under stress
and interest rates have gradually converged, so that the transition to monetary union entailed no real upheaval.
In Belgium, the macroeconomic framework was adapted in anticipation of membership of the monetary union,
in particular by the 1996 law on employment promotion and the safeguarding of competitiveness, which aims
to align the movement in private sector wages with that in the three main trading partners. Belgium also made
efforts in consolidating its public finances, although it must be said that, as in the euro area in general, insufficient
use was made of the favourable phases in the business cycle to achieve structural improvement. Also, Belgium is
a particularly integrated economy, having regard to its high degree of openness and the geographical structure of
its foreign trade, over 70 p.c. of its trade being with euro area countries.

During the period 1999-2007, real short-term interest rates in Belgium generally followed the pattern for the euro
area as a whole, since inflation differentials were narrow and short-lived. Of all the EMU countries, Belgium is the
one with the smallest real interest rate differential in relation to the euro area as a whole, indicating that the real
interest rate channel was certainly not a source of divergences. What is more, since Belgium is closely integrated
with the euro area countries, the business cycle is very similar to that of the euro area. From this angle, too, the
single monetary policy can be considered appropriate to Belgium. Finally, the competitiveness of the Belgian
economy measured on the basis of the real effective exchange rate deflated by unit labour costs is still relatively
well preserved in relation to the euro area as a whole, with the exception of Germany, a major trading partner for
Belgium. In that regard, it must be said that the 1996 law gives priority to the relative movement in labour costs

However, the large positive inflation differential seen in 2008 (averaging 1.2 percentage points over the first
ten months of the year) indicates a need for vigilance. Up to now, this difference has been due mainly to the
movement in prices of energy and food. It therefore raises a series of questions concerning, in the first place, price
formation and competition in those two sectors, although a range of objective factors could be invoked to explain
why inflation in Belgium is so sensitive to fluctuations in crude oil prices, particularly the lower excise duty on

4
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(percentage changes compared to the previous year, unless otherwise stated)
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petroleum products and the higher proportion of such products in Belgian household consumption expenditure.
Creating efficient and competitive product markets in the energy sector, too, therefore presents a considerable
challenge for the national policy makers. At the same time, even if it was not triggered by indexation, the surge
in inflation illustrates the potential risks inherent in this mechanism. In fact, if the movement in real wages cannot
quickly neutralise the whole of the undeniable upward influence which indexation exerts on wage setting in the
current circumstances, the higher rate of inflation will become more permanent, representing an additional threat
to business competitiveness and ultimately weighing on economic activity and employment. After the summer, the
movement in prices of non-energy industrial goods and services also made a positive contribution to the inflation
differential in relation to the euro area, clearly underlining the risk of a more persistent acceleration in inflation.

integration are just a few examples of an impressive array
of achievements. Even during the period of turbulence
which the financial markets are currently undergoing, the
benefits of the single monetary policy have been obvi-
ous. The provision of liquidity by the Eurosystem enabled
the financial system to continue to function even when
confronted by the most serious crisis since the 1930s.
Moreover, in contrast to the period preceding monetary

union, these injections of liquidity were conducted in the
same way for all euro area banks. In the absence of a
single currency and a single monetary policy, a crisis on
this scale would undoubtedly have engendered greater
macroeconomic volatility owing to the combined effects of
the wide divergence of interest rates and strong exchange
rate fluctuations, as was systematically the case in the
past in periods of crisis. All the same, the results for these
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ten years of monetary union are not entirely positive, and
there are still some serious challenges to address.

Tackling the financial crisis remains a major challenge for
monetary policy in the short term. Since the crisis arose
in the banking sector, the monetary policy transmission
mechanism is not currently operating as it would under
more normal circumstances. With the downside risks to
economic growth, the inflationary risks have also greatly
diminished. In this context, sufficient scope developed for
the Governing Council to cut the ECB’s key interest rate
in October, November and December 2008. In any case, it
remains crucial that inflation expectations remain compat-
ible with price stability, i.e. below but also close to 2 p.c.
in the medium term.

Regarding fiscal policy, since the creation of monetary
union insufficient use has been made of favourable phases
in the business cycle to secure sustainable consolidation of
public finances, despite the considerable progress made
during the preparatory phase preceding EMU. It seems
appropriate to allow the automatic stabilisers to oper-
ate during the current downturn in the economic cycle.
However, the consolidation of public finances remains
a structural priority, in view of the long-term challenges
ahead, such as population ageing.

In the past ten years, the potential growth of the euro
area has been mediocre, and that has depressed the
standard of living. A new impetus is therefore required
in regard to structural reforms on the product and labour
markets, to permit full implementation of the Lisbon
strategy for growth and jobs. By eventually improving the
economy’s growth potential, these reforms will enhance
prosperity and augment the capacity to tackle the budg-
etary challenges. In addition, more flexible markets will
make the whole of the euro area more resilient to shocks
and increase the efficiency of the adjustment mechanisms
in EMU while reducing unwelcome divergences in terms
of movements in wages, prices and competitiveness.

The Treaty on European Union provides that all EU
Member States — except for those with an opt-out — will
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eventually join EMU on condition that they meet the
convergence criteria. In view of the varying stages of
real convergence in the new Member States, that could
increase the heterogeneity of the euro area. Up to now,
the successive enlargements of EMU have shown that
participation does not present an insurmountable obsta-
cle for countries with a lower standard of living, but the
success of the euro’s adoption by the new Member States
will also depend to a large extent on the efficiency of
their respective adjustment mechanisms. What is more,
enlargement will also complicate the decision-making
process in the Eurosystem.

Finally, the current financial crisis is evidence of the chal-
lenges which will have to be met in order to preserve
financial stability. Many of those challenges are inter-
national in character. In regard to European unification,
it is apparent that, because of financial integration,
the surveillance of the systemic risks in particular now
extends beyond national borders. There is therefore a
need to reinforce the European dimension and to aim
at a more integrated approach to both regulation and
surveillance.

It is also important to ensure that financial integration,
which is not yet very far advanced in the retail banking
sector, is not relegated to the back burner by the cur-
rent crisis. In the first ten years of EMU, notable progress
has been achieved here, particularly as a result of the
consolidation of financial institutions and infrastructures
on a European scale. That progress has been accom-
panied by economies of scale and has helped to offer
households and businesses a wide range of financing
and investment opportunities, thus augmenting the
economy’s growth potential. Moreover, there can be
no doubt that the increased integration has fostered
the more coherent transmission of monetary policy.
Since financial integration is beneficial, it is important
to distinguish it from the excessive risk-taking behaviour
seen on the financial markets, the primary cause of the
current financial crisis, and to conduct a policy favour-
able to financial integration while setting proper limits
on excessive risk-taking.
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Introduction

Since the IMF’s inception, there have been several major
changes in the world economy of relevance for its lending
operations. Advanced countries stopped borrowing from
the Fund in the 1980s when more fragile middle-income
emerging markets became the biggest IMF borrowers.
More importantly, globalisation and financial deepening
broadened the range of channels through which real and
financial shocks could affect individual economies and
spill over to other countries. Cross-border flows and rising
financial linkages changed the profile of risks that mem-
bers face, inter alia, by deepening vulnerabilities, amplify-
ing the effects of various shocks, and transmitting them
more quickly across national borders. Meanwhile, the
ability to influence private creditors diminished as bonds
largely replaced loans, implying that private creditors were
less subject to regulatory suasion. As a result, IMF mem-
bers’ needs to borrow from the Fund have changed, as
reflected in a change in the size and duration of financing
arrangements.

The growing magnitude of private financing flows and
the emergence of capital account crises made the signal-
ling effect of the Fund’s financing increasingly important.
Short-term balance of payments pressures experienced
by some members were perceived to be the result of
«speculative» capital flows, resulting from rapid shifts in
market perceptions or from misunderstandings of policies
by markets. At the same time, the massive capital move-
ments that triggered capital account crises dwarfed the
amounts that the Fund could deploy. These factors gave
prominence to the Fund’s signalling role and the catalytic
effect of IMF financing.

*  The authors would like to thank L. Coene and W. Kiekens for their valuable
comments.
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lending framework

Similar developments have also been observed during the
financial crisis that began in 2007. The scale of the prob-
lems in some countries affected by the crisis led the Fund
to grant exceptional amounts of financial assistance at
short notice. Also, the magnitude of the financing require-
ments prompted the Fund to call upon other sources of
financial support in addition to its own assistance.

From time to time, the Fund has adapted its financial
toolkit in response to a changing world and the evolv-
ing needs of its membership by redesigning, creating or
terminating individual facilities and adapting its financing
policies. To illustrate this, for instance, the Compensatory
Financing Facility (CFF) has gone through several cycles of
liberalisation and tightening with developments in world
commodity markets and as the Fund has tried to strike
the right balance between financing and conditional-
ity. Other examples of how the Fund has adapted its
array of financial facilities to new circumstances are the
Supplemental Reserve Facility (SRF) and the Contingent
Credit Line (CCL). The SRF was adopted at the height
of the Asian financial crisis in 1997 to lend to countries
with large short-term financing needs stemming from
a sudden collapse of market confidence. Shortly after
the establishment of the SRF, the Fund set up the CCL
as a precautionary line of defence against the spread of
capital-account-driven crises. Due to a lack of demand by
potential users, the CCL was nevertheless wound up at
the end of 2003.

More recently, in light of worsening global economic
conditions, the IMF has introduced some modifications to
one of its concessional lending facilities, the Exogenous
Shocks Facility (ESF) to better meet the needs of its low-
income members. Furthermore, it set up a new non-
concessional Short-Term Liquidity Facility (SLF), which is
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designed to help members facing exceptional balance of
payments difficulties arising from external market devel-
opments despite strong underlying fundamentals and
domestic policies.

Consequently, after over 50 years of evolution, the
Fund now has at its disposal a large arsenal of financial
facilities™, which are the result of its efforts to keep its
relevance in a changing world. Nevertheless, lending
instruments and policies have often been created and
adapted on an ad hoc basis with specific balance of pay-
ments difficulties in mind. As a result, eligibility criteria,
access policies and the charges and maturities schedules
of the Fund’s lending instruments are often not mutu-
ally aligned, leading to a complex web of facilities and
policies.

The IMF is therefore currently reviewing its lending
instruments and access policies as one of the priority
efforts underway to refocus and modernise its work in
the context of its ongoing overall strategic review. The
purpose of this paper is to provide an input into this
discussion.

The paper is structured as follows. Section | gives an
overview of the Fund's current lending facilities and the
policies governing them. Section Il details the issues con-
cerning the Fund’s lending framework. More specifically,
this section illustrates how some of the Fund’s lending
facilities may have lost their relevance, that gaps could be
perceived in the current lending framework and why the
framework itself seems fragmented and overly complex.
These issues can affect the credibility of the Fund’s lend-
ing framework and hence the perceived legitimacy of the
institution. Note that the discussion on the appropriate-
ness of quotas? as a metric on which to base access
to Fund resources falls outside the scope of this paper.
Finally, in section Ill, some options are proposed to address
the issues raised in section II. Three possibilities are put
forward: (i) a multi-facility framework, with one facility
for each type of balance of payments need, (i) a single
flexible facility and (iii) a dual framework, consisting of
two facilities.

1. The Fund’s current lending
framework : overview

The Fund’s lending framework currently consists of two
concessional and seven nonconcessional lending instru-
ments. This paper will only consider the Fund's facilities in
the General Resources Account (GRA), i.e. the IMF's non-
concessional facilities, which are subsequently discussed
in this section.
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From its early history, IMF credit has been made avail-
able in tranches. A purchase in the first credit tranche
involves the use of IMF credit of not more than 25 p.c. of
quota. The upper credit tranches refer to any use of IMF
credit beyond the first credit tranche. Resources drawn
in the credit tranches can be used to meet any balance
of payments need. The IMF has a more liberal attitude to
making resources available in the first credit tranche than
in the upper credit tranches, provided that the member
is making reasonable efforts to solve its balance of pay-
ments problems. Access to the upper credit tranches is
normally provided under a Stand-By Arrangement (SBA),
which is designed to help countries address short- to
medium-term actual or potential balance of payments
needs. SBAs have existed since 1952 and have provided
the bulk of IMF funding.

In 1963, the Fund established the Compensatory Financing
Facility in response to fluctuations in the prices of primary
commodities that afflicted many countries in almost every
region around the globe. The main purpose of compensa-
tory financing is to ensure timely financing for members
that are experiencing balance of payments difficulties
resulting from either a sudden shortfall in export earnings
or an increase in the cost of imported cereals.

The Extended Fund Facility (EFF) was established in 1974
as a vehicle aimed at overcoming actual or potential
balance of payments difficulties resulting from macro-
economic and structural problems. The creation of the
EFF reflected an increasing recognition that balance of
payments problems could have structural origins and thus
could require both an extended period of adjustment and
policy changes that would strengthen the productive and
export base of the economy.

In 1982, the Fund developed the policy on emergency
assistance for natural disasters, and just over a decade
later adopted similar procedures for post-conflict cases.
The Supplemental Reserve Facility (SRF) was established in
late 1997. The purpose of the SRF is to provide assistance
to members that are experiencing exceptional balance of
payments difficulties due to a large, short-term financ-
ing need resulting from a sudden and disruptive loss of
market confidence, reflected in pressure on the capital
account and the member’s reserves. SRF resources are
provided under Stand-By or Extended Arrangements in
addition to credit tranche or EFF resources.

(1) For the sake of simplicity, the paper refers collectively to the various policies on
the use of Fund resources as “facilities”, while this term normally only refers to
those policies on the use of Fund resources that fall outside the credit tranches.

(2) A member’s quota is the capital subscription, expressed in SDRs, that a country
must pay to the IMF on joining. Up to 25 p.c. is payable in SDRs or other
acceptable reserve assets and the remainder in the member’s own currency.
Quotas, which reflect members’ relative size in the world economy, are normally
reviewed and adjusted, if necessary, every five years.



The SRF is not subject to explicit access limits, in contrast
to the SBA and the EFF. In fact, access by a member to the
Fund’s resources in the credit tranches and under Extended
Arrangements is subject to a limit of 100 p.c. of quota on
an annual basis and 300 p.c. cumulatively. There is also a
separate “global” limit of 100 p.c. of quota annually and
300 p.c. cumulatively which applies to overall access by
members to the Fund’s general resources (i.e. to aggre-
gate access across all GRA facilities and policies)™. These
access limits serve several purposes. They give members
confidence about the degree of financial support that
the Fund is normally prepared to provide, and encourage
an appropriate balance with each member’s adjustment
policies, and other sources of financing. The annual limit
helps to ensure that members do not exhaust their total
potential access to the Fund more rapidly than would be
warranted by the nature and size of shocks, while the
cumulative limit reduces the risk of the Fund’s resources
being exhausted, so that members are not treated on a
first-come-first-served basis. The access limits also reduce
the risk of members finding themselves unable to repay
the Fund, thereby safeguarding IMF resources. Access
limits have important financial implications for IMF pro-
gramme countries since they determine the amount of
Fund credit that is subject to surcharges and set an impor-
tant threshold beyond which access decisions are subject
to greater scrutiny.

Access can indeed exceed these limits in “exceptional
circumstances” (i.e. under “the exceptional circumstances
clause”). As the Fund expected that the vast majority
of cases where exceptional access could be considered
would be in capital account crises, an exceptional access
framework was designed in 2003 with these cases in mind.
This framework defines four substantive criteria®, proce-
dures for early consultation with the Board, additional
information disclosure requirements to raise the burden of
proof and ex-post evaluations of programmes that apply
for exceptional access in capital account crises.

However, on the occasion of the 2004 review of the
exceptional access framework, it was decided that these
criteria and procedures should be applied to all requests
for exceptional access, i.e. for both capital and non-capital
account cases. There nevertheless remains an important
distinction differentiating the treatment of capital from
non-capital account crises. In fact, in capital account
cases, the four substantive criteria must be met in order for
exceptional access to be approved under the exceptional
circumstances clause. Moreover, in cases of exceptional
access in capital account crises, there is a strong presump-
tion that access will be provided using resources under
the SRF, where the conditions for this facility apply®©.
This presumption was strengthened in 2003 and again in
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2004. Notwithstanding, it should be noted that the SRF
Decision acknowledges that not all capital account crises
can be resolved within the short SRF maturity.

In non-capital account cases on the other hand, requests
for access above the limits need to be justified “in light of
the four substantive criteria». In other words, observance
of all criteria is not a requirement in these cases and the
Board has the flexibility to grant high access under the
exceptional circumstances clause.

(1) Accordingly, the effective limits on credit tranche and EFF access are lower if a
member uses Fund resources under another facility, such as emergency assistance
or the CFF.

(2) These four criteria include: (i) balance of payments pressure on the capital
account resulting in a need for IMF financing that cannot be met within the
normal access limits; (i) a high probability that debt will remain sustainable
established on the basis of a rigorous and systematic analysis; (ii) good prospects
for the member to regain access to private capital markets while Fund resources
are still outstanding and (iv) a strong adjustment programme adopted by the
member that provides a reasonable strong prospect of success, including not only
the member’s adjustment plans but also its institutional and political capacity to
deliver that adjustment”.

©

SRF support can only be provided “to a member that is experiencing exceptional
balance of payments difficulties due to a large short-term financing need
resulting from a sudden and disruptive loss of market confidence reflected in
pressure on the capital account and the member’s reserves”.
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CHART 1 THE IMF'S EXCEPTIONAL ACCESS POLICY

Exceptional access?

v

Capital account crisis?

— T,
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Exceptional access criteria® Request for exceptional access
under the exceptional access framework is evaluated “in light of” the criteria
fulfilled ? of the exceptional access framework.
No Yes

“Exceptional circumstances clause”

Do conditions for the SRF apply ?®

.
/

SRF SBA / EFF

----p =Pending upon Executive Board approval.

(1) (i) balance of payments pressure on the capital account resulting in a need for IMF financing that cannot be met within the limits; (i) a high probability that debt will remain
sustainable established on the basis of a rigorous and systematic analysis; (i) good prospects for the member to regain access to private capital markets within the time Fund
resources would be outstanding and (iv) a strong adjustment programme adopted by the member that provides a reasonable strong prospect of success, including not only the
member's adjustment plans but also its institutional and political capacity to deliver that adjustment.

(2) The SRF Decision sets out a very specific circumstance test: SRF support would only be provided “to a member that is experiencing exceptional balance of payments difficulties
due to a large short-term financing need resulting from a sudden and disruptive loss of market confidence reflected in pressure on the capital account and the member's
reserves.”
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The chart on the left gives a schematic overview of the
Fund’s exceptional access policy.

When a member seeks an IMF-supported programme
but does not face a pressing balance of payments need,
it may treat a Fund arrangement as precautionary, i.e.
a Stand-By or Extended Arrangement under which the
member has indicated its intention not to make pur-
chases. Members may cease to treat an arrangement as
precautionary at any time and make purchases under it as
long as the conditions set by the arrangement have been
met. Precautionary programmes can provide a valuable
service in lending credibility to authorities’ policies, while
sending a well-calibrated signal to markets.

The table below specifies the modalities of the Fund’s
current nonconcessional facilities.

Table 1 details the charges that are applied to the different
Fund facilities. Surcharges are added to the basic rate of
charge to strengthen the incentives for members to avoid
maintaining large Fund exposure and to encourage early
repayment, accordingly preserving the revolving nature
of Fund financing. SRF surcharges are time-based — i.e.
differentiated according to the period of use — while sur-
charges in the credit tranches and under the EFF are level-
based — i.e. differentiated according to the level of use.

The table also shows the repurchase modalities” — includ-
ing predetermined repurchase schedules and the fre-
quency of repurchase instalments® — for each of the
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different Fund facilities. The IMF’s repurchase policies are
intended to ensure the revolving nature of its resources.
The Fund's repurchase policy is guided by its Articles
of Agreement, which define fixed repurchase periods
for IMF lending (Article V, Section 7(c)) and provide for
early repurchases by members as their balance of pay-
ments and reserve position improves (Article V, Section
7(b)). A major change to these repurchase policies was
introduced in 1997 with the establishment of the SRF. In
line with the short-term nature of this type of balance of
payments need, the SRF, as the table above shows, incor-
porates much shorter repurchase periods and features
predetermined schedules of repurchase expectations that
are legally outside the framework of Article V, Section
7(b). As for purchases in the credit tranches and under
the EFF and the CFF, repurchase expectation schedules
were introduced in 2000, in the context of the review of
IMF facilities. Hence, for most purchases, a borrower is
expected to repurchase according to the relevant schedule
of repurchase expectations which is earlier than under the
schedule of repurchase obligations.

Time-based repurchase expectations can be extended upon
request by the member, in which case repurchases fall due
according to the original obligation schedule. Waivers are
considered by the Board if a member’s external position

(1) When a member draws on the IMF’s general resources, it does so by purchasing
SDRs or other members’ currencies in exchange for its own (domestic) currency.
The IMF's general resources are, by nature, revolving: purchases (or drawings)
have to be reversed by repurchases (or repayments) in instalments within the
period specified for a particular policy or facility.

(2) Purchase and repurchase schedules and the frequency of instalments together
determine the maturity of an IMF lending facility.

TABLE 1 GENERAL TERMS OF IMF FACILITIES IN THE GRA®™
Instrument Charges Repurchases
Base Surcharge Service Commitment Expectation Obligation Instalments
1. First credit tranche None None
2.25 - 4 years 3.25 -5 years Quarterly
2. SBA 100 basis points for credit
over 200 p.c. of quota; 25 basis points
3. EFF 20(\)/ kiag'gopo'ms ior Crfd't plus ;i(;tlgasw 4.5-7 years 4.5-10years  Semi-annual
Basic ove p-c. of quota 50 basis f P t
rate® : P points or amounts
4. SRF 300-500 basis points initial in excess of
surcharge rises by 50 basis 100 p.c. _ _ .
points after 1 year and each of quota 2-25years  25-3years  Semi-annual
subsequent 6 months®
5. CFF None None 2.25 - 4 years 3.25 -5 years Quarterly
6. Emergency None None None 3.25 - 5 years Quarterly

Assistance

(1) The table does not include the most recently created Short-Term Liquidity Facility (SLF), given the special nature of this facility, involving no Fund arrangement providing

a framework for policy monitoring.

(2) The basic rate of charge is the interest charge that is applied to outstanding IMF credit financed from the IMF's general resources. It is set as a portion of the weekly SDR
interest rate. Note that emergency loans are subject to the basic rate of charge, although interest subsidies are available, subject to availability, for countries eligible
for the Poverty Reduction and Growth Facility, one of the Fund's concessional lending instruments.

(3) SRF resources are provided under Stand-By or Extended Arrangements for access above the access limits applicable to credit tranche or EFF resources.
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is not strong enough for it to repay early without undue
hardship or risk. Adjustment programmes supported by
credit tranche or EFF resources are generally designed on
the basis of the obligation schedule for repurchases, so
that in most cases members will be in a position to meet
repurchase expectations only if their external position is
stronger than projected at the outset of the programme.
In contrast, adjustment programmes supported by SRF
resources are designed on the basis of the repurchase
expectations schedule. Whereas under an SBA or EFF the
Executive Board can allow a country to repay at the obli-
gation date, without policy-related conditions, a similar
decision under the SRF requires the Board to be satisfied
with the country’s policy stance. Nevertheless, the “policy
test” for extensions of SRF repurchase expectations has
been interpreted with flexibility.

In order to better align the modalities of the SRF to the
diversity in duration of balance of payments needs expe-
rienced in capital account crises, the maturity structure
of the facility was lengthened in 2003, i.e. when the
exceptional access framework was set up. It was decided
to extend the maturity of SRF repurchase expectations
by one year and that of repurchase obligations by six
months. Nevertheless, these are still shorter than under
the SBA or EFF.

Finally, the Fund is also discussing the design of a possible
new liquidity instrument, tentatively named the Rapid
Access Line (RAL). In fact, many emerging markets see
an unmet need for insurance against large and volatile
capital flows. Fund members, however, have mixed views
about some elements of the design of such a facility,
making it difficult to reach a consensus for an instrument
that would be useful and actually used in practice. In this
context, alternative design proposals for the RAL have
been put forward under the form of a Financial Stability
Line (FSL)™ or Rapid Liquidity Line (RLL)®. The FSL would
aim to guarantee availability of finance for countries
which are in the process of integrating into the interna-
tional financial markets should there be a sharp reversal in
capital flows. The RLL would be geared towards countries
already integrated into international financial markets
that follow basically sound economic policies to address
the problem of capital outflows as a result of turbulence
in global capital markets.

In this context and in light of the ongoing financial tur-
moil, the IMF decided, in October 2008, to create the
Short-Term Liquidity Facility (SLF), to complement the
Fund's traditional facilities described in table 1 above.
This new facility is designed to help members facing
short-term, self-correcting balance of payments pressures,
providing liquidity support to members with a very strong
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policy track record and a sound policy framework. Access
under the facility is up to 500 p.c. of quota, available
in the form of outright purchases, and limited to three
outright purchases per 12-month period. The exceptional
access framework nevertheless does not apply for pur-
chases under the SLF as the members concerned are sub-
ject only to the substantive and procedural requirements
specified in the SLF Decision. The SLF furthermore involves
no formal ex-post conditionality, hence the nature of
the balance of payments problem and the related pre-
qualification framework constitute the key safeguard for
the Fund. All this makes the SLF a somewhat “special
facility” within the IMF’s lending toolkit. Use of the facility
is subject to the same charges and surcharges as in the
credit tranches.

To conclude this section, the chart below charts the evo-
lution, over the last 60 years, of IMF credit outstanding
through its various nonconcessional lending instruments.

As the chart shows, the volume of loans provided by the
IMF in the GRA has fluctuated significantly over time. For
the first few years after the IMF was established in 1947,
there was very limited use of IMF credit because most
developing countries had emerged from the World War
Il commodity boom with substantial foreign exchange
reserves, and European countries that had access to
Marshall Plan funds were discouraged from drawing on
IMF resources. Aggregate use of Fund resources picked
up during the 1960s, as countries experienced balance of
payments difficulties and the Bretton Woods system came
increasingly under strain. The collapse of Bretton Woods
itself — together with the move to floating exchange rates
by the industrialised countries — reduced the demand for
IMF resources. However, the number of arrangements
and volume of IMF credit outstanding soon picked up
again in the aftermath of the 1973 and 1979 oil shocks.
The number of arrangements in place peaked during the
debt crisis in the first half of the 1980s, but had almost
halved by 1989 as these countries emerged from the
debt crisis, and private capital flows resumed in the early
1990s. Demand for IMF credit increased again in the first
half of the 1990s, when the Fund became involved in
helping members’ transition from centrally planned to
market economies, followed by a series of exceptionally
large programmes to deal with capital account crises —
beginning with Mexico in 1995 and including the Asian
crisis countries, as well as Argentina, Brazil and Turkey.
Aggregate use of IMF resources peaked in 1998 and 2003
before plummeting in 2005 owing to early repurchases.

(1) Provided by Executive Directors Bakker and Warjiyo on May 22, 2008.

(2) Provided by Executive Director Nogueira Batista and Senior Advisor to Executive
Director Mori on September 8, 2008.



CHART 2 IMF CREDIT OUTSTANDING IN THE GENERAL
RESOURCES ACCOUNT, 1948-2008
(in billions of SDRs)
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(1) Data as of end April for 1948-1983, end December for 1984-2007 and
November 15 for 2008.

Additional early repurchases further reduced the level of
outstanding IMF resources, to below 10 billion SDR until
end October 2008. Since then, the IMF has been grant-
ing exceptional access loans as the global financial crisis
is unfolding. The loans provided to Hungary and Ukraine
already raised the amount of credit outstanding to more
than 14 billion SDR (situation as of November 15, 2008).

2. The Fund's current lending
framework: issues at stake

As illustrated above, the IMF's financial assistance instru-
ments as they exist today are the result of the Fund's
efforts to retain its relevance in an ever-changing world. In
an attempt to adapt to changing circumstances, the Fund
has over the years redesigned its arsenal of lending facili-
ties and fleshed out its financing policies. Nevertheless,
lending instruments and policies were often created and
adapted on an ad hoc basis with specific balance of pay-
ments difficulties in mind. Consequently, eligibility criteria,
access policies and the charges and maturities schedules
of the Fund's lending instruments are often not mutually
aligned. Only once, in fact, did the Fund undertake a
comprehensive review of its financial facilities structure as
a whole (2000). Since then, the Board has only assessed
specific aspects of its lending structure during regular
targeted reviews.

As a result, the IMF lacks an integrated lending frame-
work. Due to changes in members’ lending needs and to
the creation or adjustment of policies and facilities, some
of the Fund's instruments may have lost their relevance,
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too. Questions have also been raised whether there might
be gaps in the IMF’s current lending toolkit. Its current
lending policies are also often perceived, by both users
and markets, as being too complex and fragmented.
These issues can affect the credibility of the IMF's lending
framework and, ultimately, the perceived legitimacy of
the institution.

2.1 Some lending facilities may have lost their
relevance

As early as the 2000 review of IMF facilities, it was
observed that members make much less use of the Fund’s
more specialised facilities, which are designed to deal with
specific contingencies and events. On that occasion, IMF
staff already felt there was a case for the elimination of all
the more specialised facilities. This argument was based
on a combination of design features and changes in the
world economy that have, or perhaps should have, made
the instruments fall into disuse. At that time, the Board
decided to terminate four special facilities that had gone
virtually unused, in an effort to streamline and simplify
the Fund’s lending structure. Today, the Fund still has one
specialised nonconcessional facility, the CFF.

The CFF has been reviewed several times, most recently in
2000 and 2004. Nevertheless, it has not been used since
1999, despite the changes introduced in 2000 and some
temporary and exogenous shocks that have affected
several members since. Although IMF staff discussed
the possibility of CFF access with a number of members
concerned, these countries decided to use other options
to deal with the shocks. Most of the middle-income
countries concerned generally managed to weather the
storm through a combination of non-IMF financing, use
of reserves, and, in a few cases, greater exchange rate
flexibility. As for the low-income members affected by the
shocks, several of them resorted to alternative forms of
IMF financing, including augmentations under the Poverty
Reduction and Growth Facility (PRGF)® and Emergency
assistance. Others that might have qualified did not feel
a need for an augmentation under the PRGF, while some
countries had other financing options on more attractive
terms than under the nonconcessional CFF.

(1) The SDR is an international reserve asset, created by the IMF in 1969 to
supplement the existing official reserves of member countries. SDRs are allocated
to member countries in proportion to their IMF quotas. The SDR also serves
as the unit of account of the IMF and some other international organisations.
Its value is defined as a basket of key international currencies, consisting of
the euro, Japanese yen, pound sterling, and US dollar. The SDR interest rate
provides the basis for calculating the interest charged to members on regular
(nonconcessional) IMF loans, the interest paid and charged to members on their
SDR holdings, and the interest paid to members on a portion of their quota
subscriptions. The SDR interest rate is determined weekly and is based on a
weighted average of representative interest rates on short-term debt in the
money markets of the SDR basket currencies.

(2) The PRGF is one of the IMF’s concessional lending instruments.
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Against this background, the Board had considered termi-
nating the CFF at the time of its 2004 review. However,
most Directors were willing to keep it on in its current
form until the next review, both to give the facility extra
time to prove its usefulness and in recognition that it
would take some time to develop and gauge the useful-
ness of the new financing instruments currently being
considered for low-income countries. They suggested
that, in the absence of any clear demand for the CFF
by the time of the next review, the facility should be
dropped. Nevertheless, the CFF has not been reviewed
again since 2004.

In 2006, the Fund introduced a new lending instru-
ment, the ESF, which covers exogenous shocks faced by
low-income countries, including any event beyond the
control of a member’s authorities and with a significant
negative impact on the economy. In other words, there
could be some overlap between the events that the ESF
and the CFF were designed to cover. What distinguishes
ESF financing is that it is more concessional than under
the CFF and is similar to a PRGF arrangement. It also
requires a comprehensive economic programme to be
drawn up. Nevertheless, instead of creating a new lending
instrument, the Fund could also have considered making
the circumstances covered by the CFF less restrictive, for
instance by redesigning it so it would have covered the
cases currently targeted by the ESF. The apparent ineffec-
tiveness of the CFF would have justified this option.

While the CFF has not been used since 1999, the need for
Extended Arrangements has also proved to be fairly lim-
ited over recent years. Although the EFF is still used by the
Fund, most recently in the case of Liberia (a blend with a
PRGF arrangement), its value added might have decreased
as the IMF has been granting longer and successive SBAs
to its members. From the IMF's own viewpoint, it can
also be preferable to provide renewed financing with
adequate conditionality rather than upfront medium-
term assistance. Under the existing EFF policy, the Fund
does in fact have less assurance that it will be able to
establish active cooperation with the country for solv-
ing its medium-term problems. The EFF was furthermore
initially designed for members facing protracted balance
of payments problems stemming from entrenched first-
generation structural distortions. Nowadays, however,
almost all adjustment programmes have large structural
components. In this context, thought could be given to
the value added of the EFF in comparison with the SBA.
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2.2 Gaps perceived in the current lending structure

Questions have also been raised as to whether there
might be gaps in the Fund’s current lending framework.

Part of the criticism relates to the fact that, currently,
normal access limits under the IMF’s main financing facili-
ties are purely based on a member’s actual quota. As the
globalisation of financial flows continues, these limits for
non-exceptional access are likely to become increasingly
low in comparison to members’ potential needs. In this
context, there have been calls for the normal access limits
to be raised and for alternative criteria for determining a
country’s financing needs and its capacity to repay to be
explored. While recognising the potential erosion of the
resources available for some members under the current
limits for normal access, this issue will not be taken up
again in this paper.

Furthermore, gaps have been perceived in the IMF's
exceptional access framework.

As illustrated in chart 1, the IMF's exceptional access
policy makes an important distinction between the treat-
ment of capital account and non-capital account crises. It
should first of all be noted that, in practice, this distinc-
tion is not always straightforward and often entails some
degree of judgement.

Moreover, since the SRF was designed especially for mem-
bers in capital account crises with short-term exceptional
access needs, the facility is ill-suited for members facing
a capital account crisis with more protracted high access
needs. Indeed, the SRF Decision explicitly recognises that
not all capital account crises might be resolved within
the short SRF maturity. But, as IMF staff have repeat-
edly argued, it is very difficult to determine ex ante the
duration of a member’s financing needs. Moreover, the
experience with capital account crises shows a greater
variance in the duration of countries’ balance of pay-
ments needs than originally expected, indicating that the
repayment terms for the SRF may not always be adequate
("A" in chart 1). In a number of recent capital account
cases involving exceptional access, the Fund has indeed
provided high access in the credit tranches or under an
Extended Arrangement, as the concerned member’s
financing need was deemed medium-term. As a result,
while the SRF was intended to serve as the main vehicle
for exceptional access in cases involving capital account
pressures, such access has increasingly been granted
under an SBA or EFF.



To illustrate this, in the first arrangements that included
an SRF (Korea (1997), Russia (1998) and Brazil (1998)), all
exceptional access was provided under the SRF. In subse-
guent capital account exceptional access cases, however,
the IMF provided (at least part of the) exceptional access
on credit tranche terms. The Fund recognised the special
nature of these exceptional access cases, including Turkey
(2000), Argentina (2001) and Uruguay (2002), where a
longer period of continued IMF engagement was deemed
consistent with the projected balance of payments needs.
A key distinction in these cases has been high levels of
public debt, sustained high debt-servicing requirements
and the longer time span needed to reinforce solvency.
Nevertheless, the way in which they were handled has
raised gquestions about how to make sure that a country
is using the best facility on hand to address a particular
balance of payments need. The relative cost of the differ-
ent IMF facilities should provide the right incentives to this
end. However, this is not the case at present. Although
the duration of the SRF is shorter than that of the SBA
or EFF, the surcharge on SRF loans is higher than the sur-
charge for high access under an SBA or EFF.

There seem to be other gaps in the Fund's exceptional
access framework, too. As this framework was designed
with capital account crises in mind, the four substantive
criteria underpinning the framework have mainly pro-
vided guidance and constraints where exceptional access
was considered most appropriate, i.e. for capital account
crises. On the other hand, the framework has provided
less clarity in other cases, since observance of the four
criteria is not a requirement in non-capital account crises
and the restrictive circumstances test for the SRF precludes
use of the facility outside capital account crises and in
precautionary settings (“B” in chart 1). Indeed, requests
for exceptional access outside a capital account crisis have
occurred in cases where members had pre-existing high
exposure to the Fund, a potential rather than an actual
need and in “other exceptional circumstances». In fact,
recent decisions to grant exceptional access (Brazil (2003),
Argentina (2003), Turkey (2005) and Uruguay (2005))
involved members that were not experiencing pressures
in their capital account. Hence, these members’ requests
for exceptional access were only tested “in light of the
four exceptional access criteria” and access was provided
under the SBA. For Brazil (2003), it was acknowledged
that there was no actual balance of payments need (as
required under the first criterion of the exceptional access
framework, see footnote 1 in chart 1) and that re-entry
to capital markets was not directly applicable since Brazil
had such access (third criterion). The country had further-
more indicated that it wanted to treat its arrangement as
precautionary. Argentina’s (2003) debt was considered
not to be sustainable in the absence of a restructuring
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effort (second criterion) and prospects were not good for
regaining access to international capital markets within
the period that Fund resources were outstanding (third
criterion). In the case of Turkey (2005), the debt sustain-
ability analysis underlined that the country’s debt outlook
remained highly vulnerable to shocks (second criterion)
and re-entry to capital markets was not directly applicable
since Turkey had retained market access (third criterion).
Likewise with Uruguay (2005), downside risks to debt
sustainability were considerable (second criterion) and the
country had also already regained market access (third
criterion).

In these cases, exceptional access has been granted even
though all four substantive criteria were not met. While
the exceptional access framework allows for such prag-
matism, the Fund’s decisions in these cases have led to the
perception that exceptional access decisions in non-capital
account crises are made on an ad hoc basis.

The newly-created SLF is an extreme case in point as it
explicitly acknowledges that it might be justified to grant
exceptional access to countries that do not necessarily sat-
isfy all criteria stipulated in the exceptional access frame-
work. Indeed, as explained above, the exceptional access
framework does not apply when a purchase is requested
under the SLF even though the latter can involve access
up to 500 p.c. of quota.

Many emerging market economies have perceived yet
another gap in the Fund's financing framework as they are
calling for a lending instrument that would provide insur-
ance against large and volatile capital flows. Discussions
are continuing within the IMF on the desirability and
possible design of a new lending facility to accommodate
these countries’ needs (see section I). It is in this context
that the Fund recently decided to establish the new SLF.
Nevertheless, the SLF is only available for countries that
are well-integrated into global capital markets and with
strong macroeconomic positions and records of consistent
policy implementation. Moreover, in light of the scale of
global capital flows, several emerging market economies
find the access limit under the SLF still too low.

Finally, there are indications that middle-income coun-
tries, the major IMF borrowers in the credit tranches, are
increasingly seeking sources of official financial support
outside the Fund. Recent examples include the BIS loans
to Argentina in 2007 and 2008, the use of a Deferred
Drawdown Option from the Word Bank by Colombia,
Mexico and Uruguay, recent discussions on a World Bank
Development Policy Loan for some EU Member States,
bilateral and multilateral — other than from the IMF -
financial assistance for some countries during the ongoing
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financial turmoil. Thought should be given to whether
the IMF ought to have a role to play in these cases and,
if so, why the countries concerned have not found an
adequate financing instrument within its existing lending
framework.

2.3 The Fund’s financing framework seems
fragmented and overly complex

The IMF's exceptional access framework is an example
in case, as illustrated above. It reflects the difficulty of
applying rather restrictive rules to accommodate a wide
range of circumstances. Frequent “special cases” within
the exceptional access framework have undermined the
value of clarifying — to both members and markets — the
conditions under which exceptional access would be pro-
vided. This has prompted criticism that the IMF's access
policy and its decisions in crisis situations are unclear and
unpredictable. In other words, there seems to be room for
improving the quality, predictability and uniformity of the
Fund’s high access decisions.

Yet another example relates to the Fund's repurchase
policy and, more particularly, its policy on time-based
repurchase expectations. The decisions to extend repur-
chase expectations are indeed often presented, and
viewed by market participants, as a de facto reschedul-
ing of IMF credit. Confusion about what an extension of
repurchase expectations really means leads to questions
about the Fund’s role in supporting members and to
misperceptions regarding its policy of not rescheduling
its claims, possibly eroding its preferred creditor status
over time. In some cases, decisions on extensions could
also be misperceived as signalling approval of a member’s
policies. Furthermore, the mere existence of two payment
schedules — expectations and obligations — can be confus-
ing. This confusion is compounded when a member has
outstanding purchases both in the credit tranches and
under the SRF, since the repurchase expectations policies
are not identical for SRF and other GRA resources, as
discussed earlier. Finally, implementation of the policy on
time-based repurchase expectations has also raised ques-
tions about the appropriate benchmark against which to
assess a member’s balance of payments when an exten-
sion of repurchase expectations is requested, particularly
in the case of follow-up arrangements.

The recent decision to establish yet another lending facil-
ity at the IMF, namely the SLF, adds to the complexity of
the framework. Indeed, the financial assistance envisaged
under the SLF could be provided under a traditional SBA,
while adding the SLF to the Fund’s lending facilities arse-
nal essentially divides countries into an A-list of nations
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that qualify for the SLF without conditionality, and a B-list
of other countries.

2.4 Insum ...

As a general conclusion, one could say that the IMF lacks
a consistent and comprehensive financing framework.
The whole structure of lending facilities and policies
needs alignment in terms of eligibility criteria, access,
pricing and maturities in order to raise the consistency,
predictability and credibility of the lending framework.
The relatively broad range of financial facilities, each
targeted at very specific balance of payments needs and
each governed by specific rules, risks being perceived as
too complex by members and markets alike. Furthermore,
while some have argued that the multitude of IMF facili-
ties and policies acts as an institutional safeguard, one
could argue that overregulation, as illustrated above, can
lead to results that are just as arbitrary as those that may
result from no regulation. lll-conceived and over-detailed
rules can prevent the IMF from doing justice in particular
cases which the rules have not anticipated. All this could
hamper the Fund in playing an effective signalling and
catalytic role.

In order to address these issues, a comprehensive review of
the IMF’s lending structure is needed and seems especially
timely now. First of all, such a review fits squarely within
the Fund’s ongoing Medium-Term Strategy, launched in
2005 and aimed at redirecting the role of the IMF amid
the challenges of the 21st century. As regards lending,
the Medium-Term Strategy recalled the changing circum-
stances and challenges of today’s globalised economy,
and its impact on IMF debtor members’ financing needs.

Reflection is warranted on whether there is a gap in the
Fund's lending structure that cannot be filled by using
existing instruments. If it is concluded that there is a con-
vincing case for creating new IMF financing instruments,
due regard should be given to their interaction with the
Fund’s current financing framework in order to avoid
a proliferation of lending instruments and any further
inconsistencies.

Therefore, as it embarks on a review of its facilities, one of
the issues the IMF needs to tackle is whether the present
structure of facilities is unduly complex. Indeed, excessive
complexity makes the Fund’s operations more difficult for
both its own members and the public to understand. A
new lending framework would need to strike a balance
between simplicity on the one hand and the right incen-
tives on the other hand. In other words, it is important to
recognise that there may be costs associated with a larger



number of facilities, especially in terms of complication
and hence, a lack of transparency vis-a-vis both members
and the public at large. At very least, therefore, when it
considers setting up new facilities in the future, the IMF
should first be satisfied that the problem to be addressed
could not be dealt with equally well — or any better —
through the existing facilities.

Finally, it should be noted that, in addition to discus-
sions on new lending instruments, the Board is currently
also reviewing the IMF's (exceptional) access policy and
its overall policy on charges and maturities. In order to
ensure consistency within the Fund’s lending framework,
these issues would also benefit from a thorough review
of the Fund’s lending structure. Indeed, a piecemeal
approach that misses the global picture would risk creat-
ing further discrepancies, eroding — rather than enhanc-
ing — the reputation of the IMF’s lending framework.

3. Towards a coherent lending
framework for the IMF

Ideally, the IMF should have an integrated lending frame-
work consisting of facilities and policies that are mutu-
ally aligned and consistently implemented. The question
remains as to what such a framework should look like.
Conceptually, there are three broad options, which are
further elaborated below. Note that each of the sug-
gested options is designed so as to prevent unduly large
and prolonged use of the Fund's resources. This should
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ensure that the monetary character of IMF financing and
the revolving nature of its resources are preserved.

A schematic overview of each of the proposed options
can be found in the table below.

3.1 A multi-facility framework with one facility for
each type of balance of payments need

One option would be to respond to each type of financ-
ing need with a different IMF financial facility. This
means that there would be a different facility for normal
short-term access, normal longer-term access, high short-
term access and high longer-term access to the Fund’s
resources, for both members’ actual and potential bal-
ance of payments needs. In fact, the Fund’s current
lending structure is built largely around this idea. The
current facilities structure consists of a set of instruments
whereby each facility is aimed at a different type of bal-
ance of payments need: the SBA for normal short- to
medium-term access; the SRF for high short-term access
(be it only for capital-account-driven crises); the EFF for
normal medium- to long-term access cases; and precau-
tionary Stand-By and Extended Arrangements for coun-
tries with no immediate balance of payments needs but
some financial imbalances and risks to their balance of
payments. The lack of explicit policies for longer-term and
precautionary exceptional access reflects IMF members’
divergent views on the desirability of granting exceptional
access in these cases.

TABLE 2

PROPOSED OPTIONS FOR A COHERENT LENDING FRAMEWORK FOR THE IMF

Options

Key characteristics

1. Multi-facility framework
but adjustment of :

Broadly keep current framework (different facilities for different balance of payments needs),

e Exceptional access framework. Two options:

— minimum changes, introduce time-based surcharge
for exceptional access under the SBA/EFF

— abolish exceptional access framework, SRF for all exceptional access

e Repurchase policy

2. Single flexible facility

One SBA-type facility:

e Flexibility in maturity with successive arrangements

¢ One surcharge schedule:
gradual, level-based < 300p.c. of quota; time-based > 300p.c. of quota

3. Dual framework,
consisting of two facilities

Two options:

Or, alternatively

¢ One facility for short-term and one facility for medium- to long-term access;

¢ One facility for normal and one facility for exceptional access
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It is clear that, within this model, a specialised nonconces-
sional facility, designed to deal with specific contingencies
or events, adds little value to the system. In this context,
there might be a case for removing the CFF, the SLF"and
the restriction on the use of the SRF for capital account
crises only.

In light of the concerns raised in the previous section of
this paper, there is also scope for aligning and refining
the terms and conditions governing IMF lending. The
fragmented nature of the current lending policies could
actually create room for “arbitrage across facilities” and
for concerns regarding the IMF’s credibility. Indeed, as the
Fund’s lending policies often provide room for flexibility
to accommodate individual members’ needs, some of its
lending decisions have been perceived as arbitrary. This
perception may harm the predictability and credibility of
the Fund’s lending decisions and ultimately the perceived
legitimacy of the institution.

Part of the problems with the Fund's current financing
structure relate to its exceptional access framework,
as explained in the previous section. Indeed, the rules
underpinning this framework provide less guidance and
clarity in non-capital account crises than in capital account
cases. Moreover, while short-term high access is provided
under an SRF, which was specifically designed for such
cases, medium-term exceptional access is provided under
an "“ordinary” Stand-By or Extended Arrangement. As
indicated above, views nevertheless diverge on the need
for an explicit policy on exceptional access in these cases
for which the exceptional access framework and the SRF
were not designed particularly.

Two options could be envisaged in dealing with these
issues. The first would entail only minimum changes to
the existing lending structure, while keeping the current
distinction between capital and non-capital account crises
in exceptional access decisions. As is currently the case,
the four substantive criteria under the exceptional access
framework would need to be met in the event of capital
account crises, while for non-capital account cases, the
criteria would only provide guidance, leaving the Board
flexibility to grant exceptional access under the exceptional
circumstances clause. In the same vein, the presumption
that the SRF should be used for exceptional access in
capital account crises, when conditions for its use apply,
would also be preserved. Nevertheless, in order to remove
the cost incentive for financing in the credit tranches or
under the EFF above the access limits when the use of

(1) The SLF Decision already incorporates a sunset clause, providing for the expiration
of the facility two years after its establishment. At that time the Board can review
experience with the facility and determine whether it should continue to exist
and whether any design changes are warranted.

56

shorter-maturity SRF resources would be more appropri-
ate, the surcharges between these two sets of facilities
need to be aligned. This could imply the introduction of
a time-based surcharge under the SBA and the EFF for
credit above the access limits, in line with the modalities
of SRF financing. The resultant overall surcharge structure
would ensure that a member pays more for exceptional
access to the Fund’s resources and the longer these are
used, under whatever facility they are granted.

Under a second option, one could consider more com-
prehensive changes to the Fund’s lending framework. A
case could be made for abolishing the exceptional access
framework. First, while the exceptional access frame-
work was developed with capital account crises in mind,
experience has demonstrated that members have equally
needed exceptional access in non-capital account crises.
Within this context, it might be reasonable to abolish
the current distinction between capital and non-capital
account cases. Second, in non-capital account cases,
exceptional access has been provided where (several of)
the four substantive criteria underpinning the exceptional
access framework had not been explicitly met, illustrating
the difficulty of applying rather restrictive rules to accom-
modate a wide range of circumstances. Instead of the
current four specific exceptional access criteria, one could
envisage the Fund granting exceptional access on the
basis of the three criteria guiding all access to GRA financ-
ing. These criteria include (i) an actual or potential balance
of payments need; (ii) the capacity to repay the Fund,
including the strengths of the adjustment programme and
(iiiy @ member's outstanding use of IMF credit and record
in the use of Fund resources.

One could argue, however, that applying “less restrictive
criteria” could increase the number of cases potentially
eligible for exceptional access, thus raising the risks the
IMF faces in terms of potential credit concentration to
large borrowers. To address this issue, under such a set-
ting, the terms of the SRF should be used more broadly,
i.e. in all cases involving exceptional access. The relatively
high surcharges applied under the SRF, increasing with the
time that IMF credit remains outstanding, should ensure
that the Fund is not exposed to high levels of credit risk
for an unduly long time. In order to accommodate more
protracted high-access requirements, the maturity of the
SRF might need to be adjusted accordingly. Again, the
surcharges increasing with the length of time IMF credit
remains outstanding should ensure that, in these cases
too, unduly long use of the Fund’s resources is prevented.
Note also that, if the SRF is used in all cases involving
exceptional access to the Fund’s resources, precaution-
ary high access under the SRF would also need to be
formalised.



Finally, apart from the issues related to the IMF's excep-
tional access framework, problems regarding its current
lending structure have also been observed within the con-
text of its repurchase policy, as explained in section Il. In
order to address these issues, the practice concerning the
Fund’s decisions to extend time-based repurchase expecta-
tions and the associated publication requirements should
be clarified and harmonised across facilities. Nevertheless,
a case could also be made for simply abolishing the policy
on time-based repurchase expectations. Indeed, Article V,
Section 7(b) of the IMF's Articles of Agreement already
states that a country must repurchase when its balance
of payments need disappears. The effective implementa-
tion of this Article renders other repurchase incentives
unnecessary. However, under such an approach, a system
would need to be in place to encourage members to
make voluntary advance repurchases. This could be
achieved through adequate reporting to the Board or the
publication of information regarding borrowing members’
external positions in relation to their outstanding IMF
loans. Alternatively (or additionally), a system could be
considered involving a Board review of a country’s balance
of payments and reserve position, at regular intervals after
the last drawing, in order to determine whether or not it
should be expected to make an early repayment, and if
so, at what pace.

3.2 Asingle flexible facility

At the other extreme, the Fund could opt for a single
SBA-type facility that would be applied flexibly. This kind
of system is appealing for its simplicity, transparency and
because it avoids the difficulty of analysing ex ante the
type and expected duration of the balance of payments
need in question. In order to be workable and to ensure
equal treatment, this approach would have to be based
on clear rules. Such a system would nevertheless depend
to a large extent on the Board’s ability to take well-
thought-out decisions based on clear principles governing
the IMF’s financial role and rigorous justification of every
individual decision, with due regard to precedents and the
merits and requirements of each case.

For a single facility (with a single maturity structure) to be
able to address the issue of longer-than-expected financ-
ing needs, one could allow for consecutive arrangements.
This would be a recognition of the fact that it is difficult
to predict the duration of a member's balance of pay-
ments need in advance. Furthermore, it would increase
countries’ ownership of the adjustment programme and
give the Fund more leverage in promoting members’
adjustment efforts.
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Second, a surcharge system, be it time- or level-based, or
a combination of both, would need to be contemplated
to prevent unduly long and large use of IMF resources.
From a theoretical point of view, it could be argued that
the rate of charge should not be used to discourage
large use of Fund resources. The extent of IMF assistance
should be based on the needs of a country: only large
needs justify large use. It is the responsibility of the staff
and the Board to verify if the amounts requested are in
line with actual needs. This view pleads against the use
of level-based surcharges and in favour of the sole use
of time-based surcharges. This would add greatly to the
transparency and simplicity of the surcharge structure. It
would of course constitute a breach with current practice
and might be conceived as too simplistic to capture the
whole range of incentives and disincentives targeted by
the current system.

The intuitively most appealing option, therefore, would be
a combination of the two approaches. This kind of system
would entail a matrix of charges associated with time
and amount of resources outstanding. Though richest in
its incentive structure, such a combined system may also
be deemed too complex and not sufficiently transparent.
Alternatively, a surcharge system combining the charac-
teristics of the different graduation schedules that are
currently in place, could be envisaged. Indeed, for credit
outstanding above the cumulative limit of 300 p.c. of
quota, there is a case for a surcharge system in line with
that under the SRF. This implies the introduction of a time-
based surcharge structure, providing incentives in support
of the temporary use of exceptional access. Moreover, this
time-based graduation would need to be applied across
successive arrangements in one way or another. For credit
outstanding below 300 p.c. of quota, a surcharge increas-
ing with the level of IMF credit outstanding, aiming mainly
at discouraging excessive use, might be preferred. Such a
graduated surcharge starting at a relatively low level of
credit would, moreover, allow for a gradual increase in the
surcharge and thus reduce the discontinuities arising from
one large step at 300 p.c. of quota.

3.3 A dual framework, consisting of two facilities

One could also opt for a dual-facility framework between
the two more extreme options described above.

Such a framework could, for example, have a facility for
short-term access (an “SBA-type” facility) and a facility
for medium- to long-term access to the Fund’s resources
(an "EFF-type” facility), both also useable on a precau-
tionary basis and for exceptional access to IMF finance.
Such an approach could be justified on the basis of the
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observation that there appears to be a tendency for
countries’ balance of payments needs to be either very
short or rather long. Under such a framework, surcharges
under the facility for medium- to long-term access would,
for any level of credit outstanding, be higher than under
the facility for short-term access. This should discourage
unduly long use of the Fund’s resources. To discourage
unduly large use of IMF finance, the surcharge under
both facilities would rise with the level of Fund credit
outstanding.

Alternatively, the Fund could also opt for a framework
consisting of a facility for normal access (an “SBA-type”
facility) and a facility for exceptional access (an “SRF-type”
facility), both of which could also be used on a precautio-
nary basis. This approach could be justified on the basis
of recent evidence that members’ needs for IMF resources
is expected to remain concentrated at the two ends of
the access spectrum. It is indeed likely that GRA users’
needs will either be primarily for signalling purposes (with
low access) or for large access associated with a sudden
deterioration in capital market conditions (where the need
may be for exceptional access). Under this kind of frame-
work, surcharges under the facility for exceptional access
would be higher than under the facility for normal access,
irrespective of the duration of outstanding IMF loans.
This should discourage excessive use of IMF finance. To
discourage unduly long use of the Fund's resources, the
surcharge under both facilities would rise with the time of
Fund credit outstanding.

Conclusion

In an effort to adapt to changes in its environment, the
IMF has over the years adjusted its lending framework.
Lending facilities and policies have been created, abol-
ished or modified, according to changing global circum-
stances. Nevertheless, these adaptations have often been
made on an ad hoc basis.

This has given rise to some inconsistencies between the
Fund’s lending facilities. Some of its lending instruments
even seem to have lost their relevance. The Fund’s more
specialised facilities in particular have either not (yet) been
used or have been used much less than expected. The use
of the EFF has declined as the Fund has been granting
longer and successive SBAs. Other concerns are related to
perceived gaps in the current lending structure. The SRF, for
example, which was designed for members facing capital
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account crises with short-term exceptional access needs,
is ill-suited for members facing a capital account crisis
with more protracted high access needs. Also, the IMF's
exceptional access framework was designed for members
facing a capital account crisis and has therefore provided
less guidance in non-capital account cases. Moreover, some
emerging markets have called for a lending instrument that
would provide insurance against large and volatile capital
flows, while middle-income countries are increasingly seek-
ing sources of official financial support outside the IMF.
Finally, the Fund’s lending framework is often perceived as
being too complex and fragmented (e.g. the exceptional
access framework and the repurchase policy).

In order to address these issues, a comprehensive review
of the IMF lending framework is direly needed. In fact,
the Fund is currently reviewing its lending instruments
and access policies in the context of its ongoing overall
strategic review. This paper seeks to provide an input
into this process and, within this context, suggests three
options for modernising the Fund's lending structure.
Under the first option, the spirit of the current multi-
facility framework would be maintained, with a different
facility for each type of financing need. In order to make
this new multi-facility framework less complex and more
internally consistent than the current set-up, a number of
modifications are put forward to the policies governing it.
More specifically, in order to better align the Fund’s lend-
ing facilities and policies, the current exceptional access
and repurchase policies would need to be adjusted at the
very least.

A second option involves the most far-reaching adjust-
ment of the Fund'’s lending framework, as it would replace
the whole arsenal of IMF facilities with a single, flexible,
SBA-type facility. Such a system is appealing for its sim-
plicity, transparency and because it avoids the problem of
having to analyse ex ante the type and expected duration
of a member’s balance of payments needs. On the other
hand, in order to be workable and to ensure uniformity of
treatment, each lending decision would need to be based
on clear rules and with due regard to precedents and the
merits and requirements of each case.

As an intermediary solution, the third option suggests
replacing the current lending framework with a dual
framework. Such a structure would comprise two facili-
ties; one facility for short- and one for medium- to long-
term access or, alternatively, one facility for normal access
and one for exceptional access to IMF resources.
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NOVATION AND ENTREPRENEURSHIP:

———STRUCTURAL DETERMINANTS OF COMPETITIVENESS

Innovation and entrepreneurship
structural determinants of

competitiveness

B. Robert

Introduction

In the context of a globalised and increasingly competitive
economy, with shifting structural boundaries, innovation
is a cornerstone of policy and regarded as the predomi-
nant means of sharpening the competitive edge of the
European and individual national economies. Stimulation
of entrepreneurial spirit is another policy ingredient that
is frequently added to it. Innovation and entrepreneurial
spirit are thus at the heart of the process of structural
reforms fostered by international organisations such
as the OECD (Going for Growth) or the EU (Lisbon
strategy).

This article aims to examine the complexity of these
two essential drivers of economic growth and, in par-
ticular, to shed light on innovation as a process involving
multiple players and elements of the general economic
operating framework. At the same time, it will report
on the distinctive characteristics of innovation in
Belgium.

In the first section, the article defines innovation and
explains its role as a determinant of economic growth.
It then proceeds to draw extensively on the results of
the fourth Community Innovation Survey (CIS4). That
survey, conducted under the aegis of the European
Commission (EC), questions European enterprises about
their innovation activity and offers an overall view of the
innovation process and its various elements. It offers an
original view of innovation in Belgium, positioning it in
relation to the three main neighbouring countries and
the EU.

The second section deals with innovation expenditure,
primarily that relating to R&D. The specific measure of
innovation according to the CIS, namely the introduction
by an enterprise of a product or process which is new for
itself or significantly improved, is discussed in the third
section, revealing how the size of the enterprise and the
branch of activity in which it operates influence both the
innovative activity and the various stages of the process.
The following section reviews other elements of the inno-
vation process such as the information sources used and
cooperation efforts made by the enterprise, the obstacles
encountered and the final effects of the innovation for
the enterprise.

The last two sections examine the policies which may
be adopted to promote innovation. Many policies which
affect the general framework of economic activity may
influence innovation. Moreover, specific policies may be
pursued. The fifth section focuses on public aid for inno-
vation and the question of intellectual property rights.
The final section discusses the key role played by entre-
preneurship as the catalyst of innovation.

1. Innovation: definition, role and
process

1.1 Definition

Innovation often implies new technology, but though

innovation usually has a technological aspect, it would be
wrong to consider that it comprises that alone, still less
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just R&D activities. According to Berkhout et al. (2006),
cited by Johansson et al. (2007), innovation needs science,
both pure and applied, it needs development of a product
in both its technical and social aspects, and it needs entre-
preneurship, this last element being crucial.

In line with the OECD's Oslo Manual, which aims to
establish guiding principles for the collection and use of
data on innovation activities in industry, the CIS defines
innovation as the introduction of a product or production
process which is new for the enterprise or significantly
improved on the basis of technological knowledge.
Innovation can therefore be considered primarily as a
process, often protracted, aimed at applying knowledge;
this article will endeavour to explain the various stages of
that process.

The innovation process is complex and implies multiple
interactions between agents from various spheres (enter-
prises, universities, governments, consumers, etc.). The
idea of a linear process leading from R&D conducted
in isolation by an enterprise to a patented invention,
and then to the development and marketing of a new
product exploiting that invention, belongs to the past.
Consequently, the increase in R&D expenditure does not
automatically lead to an improvement in the innova-
tive performance of an economy, even though there is,
broadly speaking, a positive link between these variables.

While innovation has an essential aspect of newness, the
latter can be assessed at various levels: a product can be
new to the firm making it, new to the market on which it
is offered, or — in absolute terms — new to the world. An
innovation can also be presented in multiple forms, just
as the innovators do not constitute a homogenous group
(Srholec and Verspagen, 2008). It is often technological,
based on the R&D carried out by the firm or on absorp-
tion of technologies developed elsewhere. Depending
on the case, it will aim to improve an existing product or
extend the range of products offered by the firm. While
some radical innovations, such as the steam engine, are
destined to take the economy into a new era, most inno-
vations are more modest and incremental in character.
Finally, an innovation may also be largely independent
of technology, in cases where an enterprise reviews its
method of internal organisation or arrangements with
external partners, changes the presentation of its product
or alters its strategy for bringing it to the market.

Owing to the length of the process, particularly in the case
of R&D activities, innovation comprises a large element of
uncertainty which is difficult to quantify in advance. That
uncertainty is assessed and borne by economic agents
presenting the typical characteristics of entrepreneurs.
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1.2 Role of innovation in productivity and growth

The attention paid to innovation by economic growth the-
ories has varied over time, as is succinctly demonstrated in
Box 1. After the Second World War, the sustained growth
of the “Thirty Glorious Years” was clearly based on the
accumulation of production factors via full employment
and extensive capitalisation of the production facilities. In
the global economy based on knowledge and informa-
tion, innovation is now considered the cornerstone of
long-term economic growth, in addition to the expansion
of the labour force. Development of an economy’s innova-
tive potential via technological progress and the training
of its human capital should lead to expansion of the range
of products offered and improve their quality to make
them attractive to external demand and to satisfy new
consumption requirements.

Observation of the sources of growth in recent decades in
a number of European countries and in the United States
confirms the growing importance of innovation. During
the 1980-1995 period, economic growth was based
largely on the accumulation of non-technological capi-
tal, while the contribution of the volume of labour was
negative in most of the countries considered. Growth,
which was higher overall between 1995 and 2005, also
appeared to be more widely dispersed between countries
during this period. In the most dynamic countries — except
Spain — it was driven by total factor productivity, tradition-
ally associated with technological progress and — more
generally — with innovation. In Sweden, the United States
and Finland, the countries with the heaviest expenditure
on R&D, the annual contribution to economic growth
made by total factor productivity averaged between 0.9
and 1.4 percentage point; on the other hand, it was
negative in several countries, including Belgium where it
was minus 0.3 percentage point. At the same time, the
contribution of hours worked often proved to be greater
than in the past, reflecting the employment policies ; how-
ever, it was accompanied by a smaller contribution from
the labour composition, possibly because less productive
persons were being put to work.
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CHART 1 BREAKDOWN OF THE GROWTH OF TOTAL VALUE ADDED, BY VOLUME

(contribution to growth, percentage points, unless otherwise stated)
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Box 1 — Theoretical basis of the role of innovation in economic growth

During the 20™ century, innovation acquired an increasingly important position in explaining economic growth.
Although the role of the innovative entrepreneur in the “creative destruction” of activities, the driving force
behind economic development, was highlighted by Schumpeter (1911), following the Second World War there
was more emphasis on the contribution of the production factors. In this area, the Solow model (1956) is still
the indispensable benchmark for breaking down economic growth between capital and labour. These factors,
affected by diminishing marginal returns, are linked within a production function featuring constant total returns
to scale. Consequently, in the long-term equilibrium, an economy can only continue to prosper via the residual
factor — technological progress — which reflects the efficiency with which capital and labour are combined. While
innovation plays an essential role in the Solow model, it is regarded as exogenous, “falling out of the sky”.
Economic policy therefore aimed primarily to facilitate the transition to long-term equilibrium, particularly via
physical capital investment. Investment aid was one of the preferred instruments. >
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In order to allocate a central role to R&D and innovation, it was necessary to explain their origins. The “endogenous
growth” movement which flourished from the latter half of the 1980s as an extension of the Solow model,
aimed to satisfy this requirement in order to develop models based on a production function with increasing
total returns. These were obtained successively by postulating the presence of externalities in the production of
knowledge considered to be a public good (Romer, 1986), or by suggesting the existence of monopolistic returns
on innovation (Romer, 1990). Aghion and Howitt (1992) added a Schumpeterian dimension by stipulating that
each innovation replaces the previous one, thereby eliminating the existing returns. Since R&D is more or less
certain to lead to innovation, a policy of promoting R&D, possibly within large structures favouring economies of
scale, and the protection of its results via patents, appeared justified.

However, empirical reality demolished the idea of an automatic link between R&D and economic growth, as in
recent decades total factor productivity in the advanced economies has not risen at the same rate as the number
of staff allocated to R&D. Even within the “endogenous growth” movement, Jones (1995) considered that the
diminishing returns of R&D were attributable in particular to the significance of the “fishing out effect” : the most
accessible knowledge has already been discovered.

The conditions and framework surrounding R&D activity are nevertheless just as important as the scale of the
effort put in. The “evolutionist” movement, based on hypotheses radically opposed to those of neoclassical theory,
stresses the decisive role played by the socio-institutional context. Building on Schumpeter’s analysis, it first focused
on the pattern of long waves in economic activity, with no tendency towards long-term equilibrium. These waves
mark the progressive adaptation of the technical, economic and socio-institutional spheres to the emergence
of major innovations, giving rise to new technological paradigms. In the conceptualisation proposed by Nelson
and Winter (1982), economic development and innovation result from the constant introduction of new ideas,
including minor ones, by heterogeneous agents driven by the profit motive, and the selection of those agents in
a competitive environment. Given the complexity of the interactions thus generated, the evolutionist movement

later turned to the study of national innovation systems.

1.3 The innovation process

Innovation uses resources to obtain results, so that an
input-output approach may provide an overall picture, in
the same way as the European Innovation Scoreboard,
although it is not always easy to ascertain whether some
elements are inputs or outputs. This Scoreboard " estab-
lishes the link between the innovation drivers, knowledge
creation and innovative entrepreneurship, on the one
hand, and the applications in terms of sales and jobs and
requests for intellectual property protection, on the other.
This article takes as its central theme the following chart
based on Crépon et al. (1998), which reveals the various
elements of the innovation process, illustrated subse-
guently with the aid of the CIS4 results®@.

Fundamentally, an enterprise will be encouraged to

spend money on innovation if it sees opportunities in
terms of demand (demand pull) or if the emergence of

(1) On this subject, see chapter 3 of the Bank’s 2007 Report.
(2) The CIS methodology is detailed in Box 2.
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new technologies opens up new horizons (technology
push). However, its behaviour is also influenced by more
structural characteristics. These concern primarily the
enterprise itself, and more specifically its size and branch
of activity: a small service enterprise will, in principle,
be less inclined to innovate than a large industrial firm.
Market conditions are also a factor, particularly the degree
of competition.

Starting from the expenditure committed, innovation will
produce concrete effects only at the end of a lengthy
process, which may entail cooperation with other eco-
nomic agents and encounter various obstacles along the
way. Ultimately, innovation may be measured in terms of
patents and other methods of protection, indicating the
completion of research efforts; up to a point, these are
easy to assess. However, they must be considered as an
intermediate result, since a patent does not automatically
lead to an innovation, just as an innovation does not have
to be based on a patent. A survey such as the CIS is then
a way of examining the introduction by a firm of a prod-
uct or process innovation.
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CHART 2 THE INNOVATION PROCESS
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2. R&D and other innovation
expenditure

Innovation expenditure has to be considered as invest-
ment spending designed to acquire knowledge, essential
for the actual introduction of an innovation in the form
of a new product or process. Naturally, that expenditure
includes both intramural and extramural R&D, but it also
covers purchases of machinery, equipment and software,
the acquisition of external knowledge or the training of
personnel. Although R&D holds an important position
in this expenditure, it needs to be understood at its true
value. The acquisition of knowledge is not confined to
R&D, still less to the total amount which an economy
devotes to R&D, since that says nothing about the quality
and effectiveness of that expenditure. Nonetheless, R&D
remains crucial, if only to augment the ability to absorb
new technologies developed elsewhere.

2.1 R&D expenditure

In the innovation policies and the accompanying
debate, special attention is paid to the level of an
economy’s total expenditure on R&D. This is in fact a
criterion which is relatively easy to identify and evalu-
ate, and the EU took advantage of that in incorporating
in the Lisbon strategy a target of 3 p.c. of GDP which
Member States should aim to achieve by 2010. It must
be said that the progress made in this regard by the
EU in general, and Belgium in particular, is limited.
In 2006, the total R&D expenditure of the EU15 and
Belgium came to 1.9 and 1.8 p.c. of GDP respectively.
The existence of a European R&D deficit in relation to
the United States and Japan therefore remains a reality,
as does the wide variation in R&D expenditure between
EU Member States. Sweden and Finland are still the
only two Member States to have achieved, and even
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CHART 3 TOTAL R&D EXPENDITURE
(percentages of GDP)
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amply exceeded, the figure of 3 p.c. of GDP: in 2006
their R&D expenditure totalled 3.7 and 3.5 p.c. of GDP
respectively.

Furthermore, the trend in recent years — though fairly
vague — has certainly not been upwards. Expenditure
by the EU15 has remained close to the level of 1.9 p.c.
of GDP attained in 1999. In Belgium, the changes have
been more marked, owing to the heavy concentration of
R&D expenditure and hence its vulnerability, particularly
to foreign funding. The noticeable rise between 1996
and 2001, from 1.8 to 2.1 p.c. of GDP, was subsequently
negated, so that this expenditure amounted to only
1.8 p.c. of GDP in 2006.

Over the same period, American expenditure remained
steady around the appreciable level of 2.6 p.c. of GDP,
while R&D expenditure in Finland and Japan increased
continuously to reach around 3.5 and 3.3 p.c. of GDP
respectively in 2005-2006. However, it remains below
the level seen in Sweden, where this expenditure has
hovered around 3.75 p.c. of GDP for some years. Finally,
R&D activities are not immune to globalisation: China’s
expenditure increased from 0.6 p.c. of GDP in 1996 to
1.4 p.c. in 2006 and now exceeds in absolute terms the
annual expenditure of France or Germany.
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Apart from its overall level, the sectoral structure of R&D
expenditure is also important; this may be examined
from the funding angle or from the execution angle.
The Lisbon strategy also set a target for the source of
funding, stating that enterprises should finance at least
two-thirds of the expenditure. While the EC highlights
the lack of private funding for European R&D, public
funding is also deficient, particularly in Belgium, where
its contribution is clearly inadequate: it represents just
under a quarter of total expenditure, compared to
around a third in the EU15 as a whole. More specifically,
in 2005 the expenditure funded by the public sector
came to 0.45 p.c. of GDP in Belgium, against 0.64 p.c.
in the EU15, 0.81 p.c. in France and 0.89 p.c. in Finland
and Sweden. Moreover, Belgium is one of the few OECD
countries in which government budget appropriations,
indicating expenditure intentions, contracted in volume
between 2001 and 2006. The public funding deficit is
offset in part by a larger contribution from abroad, par-
ticularly from the enterprise sector: 0.23 p.c. of GDP, or
a level comparable to that of Finland, against 0.17 p.c.
in the EU15.

In terms of execution, the Belgian public sector is also
lagging behind: it accounts for R&D activities totalling
0.15 p.c. of GDP, compared to 0.25 p.c. in the EU15.
However, in relation to the top performing countries,
the EU15 and Belgium need to concentrate mainly on
enterprises, which are responsible for the great majority
of R&D activities. R&D in higher education also needs to
be promoted: in Finland and Sweden it amounted to 0.66
and 0.79 p.c. of GDP respectively in 2005, against some
0.4 p.c. in the EU15 and Belgium.

The difference in the level of R&D expenditure between
two economies may have a structural explanation — as the
propensity for R&D varies significantly between the differ-
ent branches of activity — or the reasons may be intrinsic.
This question was discussed at length in connection with
Europe’s R&D deficit in relation to the United States. In
the light of the work of the group of experts which it had
set up, the EC (2007a) was inclined towards a structural
explanation, in that the technological industrial branches
particularly active in R&D represent a smaller proportion of
value added in the EU.

What is the situation in Belgium ? Since the Belgian and
euro area economies have a similar activity structure, no
structural effect is observed; moreover, the level of pri-
vate R&D expenditure is comparable at just over 1.5 p.c.
of GDP. However, structural effects do operate between
Belgium and its neighbouring countries, namely an
adverse effect in relation to Germany but a favourable
effect in relation to France. Thus, if the structure of



INNOVATION AND ENTREPRENEURSHIP:
STRUCTURAL DETERMINANTS OF COMPETITIVENESS

CHART 4 E BE

R&D EXPENDITURE
BY FUNDING SECTOR
(2005, percentages of GDP)

R&D EXPENDITURE
BY EXECUTING SECTOR
(2005, percentages of GDP)

GOVERNMENT R&D

BUDGET APPROPRIATIONS
(percentage average annual change,
in volume, 2001-2006)

4.0 4.0 H
[ i
35 0 35 cA
| PT
| BE
3.0 3.0 NL
JP
us
2.5 - - 2.5 I I ES
AU
AT
2.0 | 2.0 - I (R
- I o
15 15 I
Fi
EL
1.0 - 1.0 NO
MX
UK
05 - 05 SE
KO

IE |

BE EU15 FR DE US Fl  SE

- Enterprises

BE EU15 FR

Private non-profit sector

DE US F  SE

General government - Higher education

B Rest of the world

Sources: EC, OECD.

the German economy is applied to the actual intensity
of R&D expenditure in the various Belgian branches,
Belgium’s private R&D expenditure would have come to
1.72 p.c. of GDP between 2001 and 2003, instead of
the actual figure of 1.51 p.c. Conversely, a significant
intrinsic effect operates in favour of France, which there-
fore compensates for its adverse structure by a greater
intensity of expenditure in the medium- to high-tech
industrial branches, more specifically in transport equip-
ment and to a lesser extent in chemicals excluding phar-
maceuticals. In the former branch, between 2001 and
2003, private R&D expenditure represented 19.4 p.c. of
value added in France, compared to 2.7 p.c. in Belgium;
the intensity gap is clear in both aeronautical engineer-
ing and car manufacturing, in the latter case manifestly
indicating divergences in specialisation (assembly in
Belgium, model design in France). Overall, the applica-
tion of the R&D intensities of the French branches to the
Belgian economic structure would have increased pri-
vate R&D expenditure in Belgium to 1.79 p.c. of GDP.

For many countries, the structure of the economy may
explain the relative level of private R&D expenditure, as
demonstrated by Mathieu and van Pottelsberghe (2008),
taking the level in Germany as the benchmark. This is true,
for instance, in Finland where the high overall intensity of
R&D expenditure is connected with the country’s heavy
specialisation in a number of technological branches, and
in Belgium. Conversely, even taking account of the struc-
ture of the economy, a positive intrinsic country effect per-
sists for Sweden, the United States, France and Japan. For
the first two countries, the scale of university expenditure
on R&D in Sweden and the size of the unified market in
the United States, which increases the expected return on
R&D expenditure, may be an explanation.

It is evident from the key role of the industrial struc-
ture that there is little sense in imposing a national
target, except in acknowledging that the long-term
aim is effectively to modify the industrial structure.
As van Pottelsberghe (2008) also reports, the disper-
sion of R&D expenditure is just as great between the
American states as between the EU countries, but the
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CHART 5 INTRINSIC AND STRUCTURAL EFFECTS
ON BELGIUM'’S R&D EXPENDITURE
(business expenditure on R&D, actual and simulated .
average 2001-2003, percentages of GDP)
2.0 2.0
1 79
1 72
161 1.51 150 154 16
1.2+ . . 1.2
0.8 - — 0.8
0.4+ — 0.4
0.0 — — 0.0
= o w w -4 -4 ©
S 5 (=) [a) o o o
oE (9] (=) 1< [a) ©
«E E g =2 2 g
8 E = S = ]
B = @ 2
— = =
- s
I High-tech — =
Med/high-tech Manufacturing
I Med/low-tech el iy
Low-tech —
I High-tech —
Services
- Others —
- Others

Source: own calculations based on data from EU KLEMS and the OECD (ANBERD).

(1) The amount spent on R&D in Belgian firms is simulated first by taking the
structure per branch in Germany, France and the euro area and applying it to the
actual intensity of the expenditure of the Belgian branches, and conversely by
applying the intensity in foreign branches (not available for the euro area) to the
actual structure per branch of the Belgian economy.

United States nevertheless achieves higher average and
median results owing to the performance of the most
efficient states. Rather than national targets, it might be
of more benefit to the R&D of the EU countries to unify
the European market, or to promote university research,
by developing industry-science links and adopting the
European Community patent.

The need for a European vision is particularly clear in the
case of Belgium, as demonstrated by Biatour and Kegels
(2008). Their results indicate that the private R&D car-
ried out in Belgium has no influence on the total factor
productivity of the branches, in so far as it benefits the
foreign companies in which it is concentrated. Conversely,
Belgium seems to benefit from R&D conducted in neigh-
bouring countries.
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2.2 Innovation expenditure

As already stated, R&D is only one of the options available
to firms for acquiring knowledge. According to the results
of the CIS4, the acquisition of machinery, equipment
and software is the commonest type of expenditure: it
concerns 73.4 p.c. of innovative Belgian enterprises, a
predominance confirmed in the EU (74.5 p.c.) and in
the neighbouring countries (68.5 p.c.). Next come staff
training and intramural R&D, cited by just over half of
European enterprises. Here, Belgium is notable for a pre-
ponderance of the former, in contrast to the neighbouring
countries. The least frequent activities are those focusing
on aspects outside the enterprise: extramural R&D and
acquisition of external knowledge — e.g. in the form of
rights or licences to use patented inventions — both cited
by 20 to 25 p.c. of enterprises.

The lower priority accorded to intramural R&D in Belgium
is even more marked at the level of the amount spent:
this represents on average 0.9 p.c. of a firm’s turnover,
compared to 1.4 p.c. in the EU. The intensity of expendi-
ture is also higher in the three neighbouring countries
(1.6 p.c. on average), and especially in France (2.2 p.c.),
which is in 2" place in Europe behind Sweden and
ahead of Denmark. While innovative Belgian firms report
expenditure on machinery, equipment and software at a
level comparable to the EU average (0.9 p.c. of turno-
ver), they compensate in part for their intramural R&D
deficit by acquiring external knowledge: with a figure
of 0.5 p.c. of turnover, they are in third place in the EU,
behind Romania and the Czech Republic. Altogether,
innovation expenditure represents 2.7 p.c. of the turnover
of Belgian firms, or less than the European average of
3 p.c. —and in particular, less than in Germany and France
(3.3 p.c.) —, the difference being due solely to intramural
R&D expenditure. However, it is notable that, both in
Belgium and elsewhere, total R&D expenditure, i.e. intra-
mural plus extramural, constitutes the largest expenditure
item overall.

The dominant type of expenditure naturally depends on
the economy’s degree of technological development.
Thus, it is possible to show a negative link between the
intensity of expenditure on machinery, equipment and
software and that on intramural R&D as recorded by the
CIS4, compatible with the idea that the need for R&D
increases when the economy is close to the technologi-
cal frontier (Aghion, 2006). Firms in the new EU Member
States tend to report a relatively higher level of expendi-
ture on machinery, equipment and software, while Belgian
firms are in an intermediate position.
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CHART 6 INNOVATION ACTIVITIES AND EXPENDITURE
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Box 2 — The Community Innovation Survey

The Community Innovation Survey, conducted at regular intervals, questions the enterprises of the 27 EU countries,
Iceland and Norway about their innovation activities. The results discussed in this article are those of the 4t survey
(CIS4) conducted in 2005 and relating to innovation activities in the period 2002-2004. This survey was conducted
via a questionnaire common to all countries; it reviews multiple aspects of the innovation process, as illustrated by
chart 2 above. It is based largely on the OECD’s Oslo Manual which is, for instance, the source of its definition of
innovation, namely “the introduction by an enterprise of a product or process which is new to it or significantly
improved”. While product or process innovations thus defined may be regarded as technological in character, the
CIS, like the Oslo Manual, also addresses non-technological innovations in marketing and organisation. The terms
“technological innovation” and “non-technological innovation” are used in that sense in this article. Most of the
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guestions in the CIS are qualitative; apart from certain descriptive data (turnover and personnel), the quantitative
information requested concerns the amount of innovation expenditure or the turnover resulting from product
innovations. For Belgium, the survey is conducted at the level of the Regions, the replies then being collated
centrally by the Federal Science Policy Office for transmission to Eurostat.

The results presented here are aggregated at country level. In most cases they take the form of a percentage
of the number of — innovative and/or non-innovative — firms. In regard to innovation expenditure, they may
also be expressed as a percentage of turnover. The analysis naturally focuses on the results for Belgium, usually
comparing them with those for the three main neighbouring countries and the average for countries taking part
in the survey ™ (the group’s composition varies according to the availability of the results). Wherever possible and
relevant, the CIS permits the analysis to be refined according to the size and branch of activity of the firms.

Surveys of this type shed a particular, more qualitative light on the innovation process in obtaining the informa-
tion at source. However, in view of the absence of any obligation to reply and the subjectivity inherent in judging
whether a “successful innovation” has been introduced, these results — and especially the country rankings — need

to be viewed with caution.

(1) This group of countries is called the EU in this article even though it potentially includes not only the 27 EU countries but also Iceland and Norway.

3. Measures and types of innovation
according to the CIS

3.1 Product innovations, process innovations and
non-technological innovations

International comparison

According to the CIS4, 51.3 p.c. of Belgian firms are
considered innovative, in stating that, in the three years
preceding the survey, i.e. between 2002 and 2004, they
have introduced a product or process which is new
or significantly improved for themselves. This places
Belgium in 7t position out of the 29 European countries
considered. Only Germany achieves a significantly higher
figure, at 65.1 p.c. Medium-sized and large Belgian firms
appear particularly innovative, with respective scores of
66 p.c. and 83 p.c.; in these two categories they rank 31
and 29 respectively, while their German counterparts still
remain ahead. What is more, large, innovative Belgian
firms are in first place in Europe for product innovations
developed mainly by the enterprise itself or within its
own group. For small firms, the ranking broadly cor-
responds to the overall situation, as these are the most
numerous firms.

At the same time, Belgian industry is in 39 place

among European industries, behind Germany and Ireland.
Conversely, Belgian firms seem relatively less innovative in
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financial activities and in business services which comprise
centres of R&D.

This excellent performance is certainly due in part to the
presence of numerous multinationals in Belgium. In fact,
large innovative Belgian firms belong to a foreign group
in almost 55 p.c. of cases, i.e. significantly more than in
most European countries.

Profile of Belgian innovative enterprises

Regardless of the country, the profile of innovative
enterprises tends to differ from that of other firms. In
general, propensity to innovate increases the larger
the firm, and is higher in industry than in services. In
Belgium, the innovation rate thus stands at 46.5 p.c. for
small firms, 66 p.c. for medium-sized ones and 83 p.c.
for large firms. At branch level, it exceeds the average of
51.3 p.c. in IT activities and technical advice (63.5 p.c.)
and in industry (58.1 p.c.). Next come wholesale trade
and financial activities — respectively 48.5 and 47.8 p.c. —
and transport and communication (33 p.c.). These results
highlight the need to distinguish between R&D and
innovation: according to the CIS4 results, firms in the
financial branches devote only 0.2 p.c. of their turnover
to intramural and extramural R&D expenditure, against
an average of 1.3 p.c. in the economy as a whole, and
2.2 p.c. in industry, but the percentage declaring them-
selves to be innovative is nevertheless similar to the
average.
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TABLE 1 INNOVATIVE ENTERPRISES™
(2002-2004)
Innovation rate Structure
(percentages of the total number of (percentages of the total number of
enterprises in the corresponding category) innovative enterprises)
Belgium Three EU+IS+NO Belgium Three EU+IS+NO
neighbouring neighbouring
countries countries

Total ........ . ... .. 51.3 48.1 39.5 100.0 100.0 100.0
10 — 49 employees . ... 46.5 41.5 34.9 71.6 64.5 69.4
50 — 249 employees ......... .. 66.0 64.1 52.8 22.2 26.8 23.6
250 employees or more .. ...l 83.0 82.0 70.7 6.2 8.7 7.0
Industry ... 58.1 54.3 41.5 53.4 55.1 58.8
SEIVICES oo 453 42.2 36.9 46.6 44.9 41.2
Membership of agroup ..................... 60.6 57.3 55.5 53.6 56.0 40.4

of which foreign control ................... 60.3 57.6 55.2 28.6 10.5 11.6
Active on:

National market .......................... 53.2 54.6 456 92.9 75.0 75.2

European market ... 58.9 59.7 51.9 77.2 50.3 51.2

Other market ............................ 66.6 66.2 58.5 34.5 322 30.3
Product innovators
(with or without process innovation) .......... 35.0@ 31.3@ 245@ 68.3 65.1 62.4

of which innovators having introduced

a product new to the market .............. 20.9? 15.4@ 14.2@ 40.7 32.0 35.9
Simultaneously technological and
non-technological innovators ................. 35.1@ 33.9@ 2220 68.3 70.4 56.3
Solely non-technological innovators ........... 11.5@ 16.0@ 12.2@ - - -

Source: CIS4.

(1) Unless otherwise stated, technological innovators, namely enterprises which have introduced a product or process which is new to them or is significantly improved.

(2) Percentages of the total number of enterprises.

Innovative enterprises are also more likely to belong to
a group, including groups under foreign control. Finally,
they have a stronger foreign market presence.

Compared to that of neighbouring countries and the EU,
the profile of Belgian innovative firms is naturally also
influenced by the structural characteristics of Belgian
firms, be they innovative or not. In terms of innovation,
that is reflected in an adverse bias towards small firms
— compared to neighbouring countries — and towards
the service branches — compared to the EU. Conversely,
Belgium’s very open economy creates a positive bias in
favour of membership of a group and foreign market
activity.

Finally, 71.6 p.c. of Belgian innovative firms have
between 10 and 49 employees, and 46.6 p.c. of them
are active in the service branches; in both cases, that

figure is relatively higher than in the EU and in the
three neighbouring countries. 53.6 p.c. of the firms
belong to a group, i.e. considerably more than in the
EU (40.4 p.c.), but slightly less than in the neighbour-
ing countries (56 p.c.). More significantly, this group is
often under foreign control: that is true for 28.6 p.c.
of Belgian innovative firms, compared to just 11 p.c.
in the EU and in the three neighbouring countries.
This international openness is also reflected in activity:
77.2 p.c. of Belgian innovative firms are active on a
foreign market in Europe, compared to only just over
half in the three neighbouring countries or in the EU.
At the same time, however, they have a stronger focus
on the domestic market than elsewhere, at over 90 p.c.,
compared to three-quarters in the three neighbouring
countries or in the EU.
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Types of innovation

In all countries except Cyprus, more than half of the inno-
vators — 68.3 p.c. in Belgium — are product innovators,
whether or not that is accompanied by a process inno-
vation. Moreover, 40.7 p.c. of Belgian innovators stated
that they have introduced a product which is new to the
market; however, that finding should be interpreted with
caution, since it probably depends on the market's size
and especially on its degree of development. Thus, the
highest scores for this question tend to be found for the
new EU Member States.

Technological and non-technological innovations usu-
ally go hand in hand, especially in the most innovative
countries according to the CIS. In fact, it is probable that
the marketing of a new product is accompanied by a
revised marketing strategy, just as the introduction of a
new production process prompts a review of the firm’s
organisation. Yet the proportion of companies introduc-
ing solely non-technological innovations is quite consider-
able, including in countries where technological innova-
tion concerns over 50 p.c. of firms. Though it belongs to
this group, Belgium is somewhat lagging behind with only
11.5 p.c. of firms introducing solely non-technological
innovations.

3.2 Influence of the firm’s size and branch of
activity on the innovation process

The influence of the firm’s size and the branch in which
it operates is not confined solely to whether or not it
innovates, but affects the entire process.

Thus, in Belgium, in regard to expenditure on innovation,
while innovative firms of all sizes are inclined to acquire
machinery, equipment and software in the same propor-
tions, small firms engage in less intramural R&D (47.4 p.c.,
compared to 79.3 p.c. of large firms) and acquire less
external knowledge (15.8 p.c., against 36.5 p.c. of large
firms). Moreover, the universities are primarily a source of
inspiration for large firms (8.1 p.c., compared to around
3 p.c. for small and medium-sized firms). In general,
propensity to cooperate with other players increases
significantly with size.

Small firms report fewer innovation projects being aban-
doned or seriously delayed, probably because they actu-
ally carry out fewer projects. However, they do complain
more about a lack of internal funding and, to a lesser
extent, external funding, and the excessive cost of inno-
vation. Moreover, they are less frequently granted public
funding, particularly European funding. Finally, they make

TABLE 2 INFLUENCE OF THE FIRM'S SIZE AND BRANCH OF ACTIVITY ON THE INNOVATION PROCESS IN BELGIUM
(percentages of the number of innovative enterprises in the corresponding size category or branch of activity, 2002-2004)
10 - 49 50 - 249 250 employees Industry Services
employees employees or more

Acquisition of machinery, equipment and software 72.3 75.8 76.5 78.3 67.7
Intramural R&D . ... 47.4 65.0 79.3 60.8 44.8
Acquisition of external knowledge ............ 15.8 26.9 36.5 15.8 23.9
University as information source .............. 33 3.9 8.1 5.4 1.9
External cooperation ........................ 28.6 48.2 733 38.1 33.0
Project abandoned or seriously delayed ........ 34.7 53.3 87.4 46.7 36.8
Lack of internal funding ..................... 20.2 15.6 13.6 20.8 16.4
Lack of external funding ..................... 12.4 8.0 9.2 12.5 9.8
Excessive costs .......... .. 21.3 14.6 12.8 21.8 16.5
Public funding .......... ... ... oL 214 24.2 32.8 29.3 15.2

of whichBU ....... ... .. ... ... ....... 2.3 4.4 14.9 4.4 2.6
Patent ... ... ... .. 8.6 14.4 26.4 13.1 8.5
Industrial design .......... ... ... 9.6 23.0 235 14.0 12.7
Source: CIS4.
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less frequent use of the main methods of protecting
intellectual property rights.

At branch level, industrial firms generally appear to
be more involved in the innovation process, including
expressing a stronger perception of the obstacles repre-
sented by lack of funding and the level of costs. At the
level of innovation expenditure, though industrial firms
concentrate their spending more on intramural R&D
(60.8 p.c., compared to 44.8 p.c. of service enterprises),
service enterprises make up for that by acquiring external
knowledge (23.9 p.c., compared to 15.8 p.c. of industrial
firms).

To what extent are the national CIS results influenced
by variations in structure by size or branch? Systematic
tests on all the indicators used showed that these struc-
tural differences had only a limited impact on the overall
result, so that there is little if any bias in comparisons
between Belgium, the three neighbouring countries and
the EU.

For example, 53.3 p.c. of Belgian innovative firms stated
that they had conducted an intramural R&D activ-
ity, a proportion comparable to that seen in Germany
(53.8 p.c.), but much lower than in the Netherlands and
France (respectively 67.4 and 70.2 p.c.). While this com-
parison involves structural effects which are all unfavour-
able to Belgium, those effects do not exceed a maximum
of 1.8 percentage points in the case of Germany. In other
words, if Belgian innovators had the same size structure
as in the neighbouring countries — more favourable to
intramural R&D in view of the higher percentage of
medium-sized and large firms — their overall propensity
to intramural R&D would be hardly any greater. The sub-
stantial gap in relation to France and the Netherlands is
therefore due essentially to intrinsic effects unfavourable
to Belgium.

4. Other elements of the innovation
process

Following the description of innovation, the forms which
it may take, and the investment expenditure on which
it depends, this section will focus on illustrating certain
stages in the ongoing process: the sources of innovation,
the cooperation developed in order to achieve it, the main
obstacles encountered and the effects as perceived by the
enterprise.

INNOVATION AND ENTREPRENEURSHIP:
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4.1 Sources of information and cooperation with
other players

An enterprise does not develop an innovation in a
vacuum. It is influenced by other players and, what is
more, it often interacts with some of them. Other play-
ers may perform a role at the start of the process, as an
information source or encouragement for the innovation,
but also during development, via cooperation. In this
regard, the behaviour of Belgian firms is compatible with
their traditional position at the heart of the international
production chain, as producers of intermediate goods.
That position causes them to take account of their cus-
tomers’ requirements, modifications by suppliers and the
behaviour of competitors in their innovation process, but
also gives them a natural opportunity to develop numer-
ous international cooperative projects.

That said, the hierarchy of innovation sources is broadly
similar between countries, especially for the three main
sources, namely the enterprise itself or the group to which
it belongs — a source considered very important by over
half of innovators in Belgium and the three neighbouring
countries —, customers and suppliers. Belgium tends to
record prevalence rates which are higher than those of
neighbouring countries and the EU; in particular, among
the EU countries it has the second highest score at
39 p.c., well behind the 50 p.c. recorded by Ireland — for
the source “customers”.

In general, Belgian innovators seem more inclined to
cooperate: 35.7 p.c. of them state that they have used
one or other form of cooperation, against around 25 p.c.
in the neighbouring countries and in the EU. This stronger
propensity to cooperate applies particularly to cooperation
with foreign countries — in Europe or elsewhere. Belgian
innovators are also in 5% position (10.9 p.c. of innovative
firms) in terms of cooperation with non-EU countries.

Sources of innovation and cooperation often go together.
In both Belgium and the other countries considered, the
same players hold the three leading positions, with sup-
pliers being more involved in cooperation and customers
being more important as a source of information. While
Belgian innovators most often cite the internal source as
very important, in response to the question concerning
the preferred parties for cooperation — a question to which
the CIS permits only one answer — they mention primarily
the suppliers, then the enterprise itself or the group to
which it belongs, and the customers. These are the same
three for the EU and neighbouring countries, though cus-
tomers are in that case preferred to the group.
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CHART 7 ELEMENTS OF THE INNOVATION PROCESS

(percentages of the total number of innovative firms, 2002-2004)
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Source: CIS4.

(1) Innovative enterprises attaching great importance to the source, the obstacle or the effect respectively.

(2) Out of a total of eleven potential obstacles suggested by the survey questionnaire. The five main obstacles shown in the table are also the only ones considered very important
by more than 10 p.c. of the enterprises concerned.

Interactions with universities deserve special attention
in that they are considered essential to the performance
of the innovation system. While the universities are a
source of innovation seldom mentioned by European
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firms, cooperation with a university during the process is
more common, particularly in Belgium, where 13.2 p.c.
of innovators mention it, compared to about 9 p.c. in
the neighbouring countries and in the EU. The general



propensity to cooperate tends to increase in all countries
with the size of the firm, but cooperation with a university
seems to be the preserve of large enterprises; in Belgium,
it concerns 37.5 p.c. of the innovators with 250 employ-
ees or more. In this area of industry-science links, Finland
clearly stands out: 33.1 p.c. of innovators there state that
they have cooperated with a university — namely 69.4 p.c.
of large firms, but also 24.5 p.c. of small firms, compared
to 10.3 p.c. of innovative firms with 10 to 49 employees
in Belgium.

4.2 Obstacles encountered during the innovation
process

The obstacles which may impede the route to innovation
are potentially numerous and varied. They may originate
within the enterprise itself (own resources, costs) or on
the factor markets (financial, labour) or product markets
(lack of competition, uncertain demand). They may oper-
ate at an early stage, stifling any thought of innovation,
or take effect during the process, perhaps causing serious
delays or even the straightforward abandonment of a
project. The obstacles facing firms which nevertheless suc-
ceed in introducing an innovation and those which do not
are different, as can be inferred from the CIS.

However, in assessing projects which are delayed or aban-
doned, the survey only considers innovators, which makes
it even more difficult to interpret the results. Thus, the
lower rate of abandonment or delay among Belgian inno-
vators than in the neighbouring countries or the EU, com-
bined with a relatively high innovation rate, could mean
that Belgian firms are more confident when embarking on
an innovation process, but could equally mean that they
are less ambitious, so that their innovations are less likely
to fail. In most countries, projects are more often seriously
delayed than abandoned, and abandonment tends to
occur at the concept stage.

The main obstacle encountered by Belgian firms which
have not innovated is found on the demand side, as
— above all — the absence but also the uncertainty of
demand is considered to be a very important hamper-
ing factor by just over one-third of the firms concerned.
Financial factors play an equally significant role, as the
scale of the costs and the lack of internal funding are both
mentioned by more than a quarter of non-innovators,
each in comparable proportions. Domination of the
market by established firms is a very important obstacle
for 13 p.c. of non-innovators. In the neighbouring coun-
tries, the same three obstacles head the list, although
financial factors are slightly predominant in Germany and
the Netherlands.
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For Belgian innovators, the principal obstacles are clearly
financial, and apply mainly to small firms: excessive costs
and lack of internal funding, each applicable to around
19 p.c. of all innovative firms, plus in fifth place the lack
of external funding (11.2 p.c.). Dominance of the market
by established firms (14.8 p.c.) and the lack of qualified
personnel (13.6 p.c.) complete the table. This last factor
is mentioned more often than in the EU (11 p.c.) and in
the three neighbouring countries (7.6 p.c.). As firms can
identify any desired number of obstacles as being very
important, the sum total for all the obstacles mentioned
may be informative: it comes to 96.5 p.c. for the neigh-
bouring countries, 107.3 p.c. for Belgium and 130.1 p.c.
for the EU.

The impact of the degree of market competition at
the level of innovation has formed the subject of many
theoretical debates. It is generally accepted that the link
takes the shape of an inverted U. Initially, strengthen-
ing competition prompts firms to innovate in order to
stand out from their competitors and to try to secure
the temporary returns on innovation. This effect is more
marked in economies or sectors close to the technological
frontier, where growth may be harder to achieve owing
to imitation (Aghion, 2006). Beyond a certain threshold,
however, competition may reduce the returns which could
be expected ex ante and therefore have the effect of dis-
couraging potential innovators. Dominance of the market
by established firms is an obstacle mentioned by a consid-
erable percentage of firms, whether they have innovated
or not, though it is not the decisive factor. However, this
obstacle is more in evidence in certain industrial branches,
both in firms which have innovated and in those which
have not. That is the case in chemicals, textiles and the
manufacture of other non-metallic mineral products,
including glass. In the case of the first branch, in contrast
to the other two, this finding is also true for many other
European countries.

4.3 Effects of innovation on firms’ activities

Regardless of the country or the firm’s size, the positive
effects of innovation on activity are mainly apparent at
product level, which is logical in view of the preponder-
ance of that type of innovation. In Belgium, firms seem
to place greater emphasis on improving product quality,
while in the neighbouring countries, expanding the range
and conquering market share play an equally important
role. This might be seen as a sign of modesty on the part
of Belgian firms, wishing to offer quality goods and serv-
ices in order to maintain their intermediate position in the
international production chain, while firms in the neigh-
bouring countries focus more on winning market share.
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It is also notable that the neighbouring countries make
more frequent mention than Belgium of increased flex-
ibility and the reduction in labour costs as consequences
of innovation.

Non-technological innovations have a greater impact in
the case of technological innovators, indicating that a
combination of the two is beneficial in a firm surrounded
by a culture of innovation, although it is possible that
the respondents cannot distinguish clearly between the
effects of the two types of innovation. Once again, the
improvement in product quality is the main effect, while
the reduction in customer response time proves to be
almost as important.

5. Framework conditions and
innovation policies

Since innovation is a complex process involving players
from various spheres and subject to the influence of many
factors, the policies which may promote it are naturally
just as varied. While there may be specific measures tar-
geting R&D and innovation, many policies designed to
improve the general framework for pursuing economic
activity can also prove beneficial.

The EC (2007b) justifies the systemic approach by
stipulating that the science-technology-industry trip-
tych needs to be supplemented by a favourable
framework in terms of education, labour market and
financial markets, in order to enhance performance
in regard to competitiveness and growth. Jaumotte
and Pain (2005) also showed that an improve-
ment in these framework conditions does more to
boost the R&D effort than direct support for R&D,
particularly in small open economies.

One of the chief general policies which could affect
innovation, as indicated, for example, by the OECD in
the 2006 issue of its report Going for Growth, is edu-
cation policy. This puts the emphasis on the training
of scientific personnel, necessary for R&D, but also on
helping to develop the entrepreneurial spirit. In these
same two areas, an efficient labour market facilitates the
matching of demand and available resources, signalling
any shortages. Since research and innovation activities
take place over a long and uncertain horizon, they need
suitable funding, both at the launch of the enterprise
and in the initial growth stage; the availability of ample
and effective venture capital is therefore essential. Finally,
the external openness of the economy is a vehicle for
innovation via the transfers of technology encouraged by
trade and direct investment, while competition policy and
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bankruptcy legislation determine the degree of openness
and dynamism of the market.

In the general framework of competition policy and
the debate over the appropriate level of competition,
intellectual property rights are a crucial question for
innovation. While a limited period of protection encour-
ages the potential innovator by guaranteeing that he
will profit from his efforts, it may also curb the spread
of existing innovations, and hence their use and their
improvement by other firms. Van Looy et al. (2008)
showed that specific legislation on intellectual property
rights concerning publicly funded research by universi-
ties could encourage the emergence of university entre-
preneurship (spin-offs), the original inventor taking a
more active share in the product’s commercial devel-
opment. Such legislation, modelled on the American
Bayh-Dole Act of 1980 or the law in force in Belgium
since the mid 1990s, grants ownership of the invention
to the university while providing for appropriate remu-
neration for the researcher.

Generally speaking, Belgium lags behind in regard to the
filing of applications for intellectual protection, which
could imply that the innovations introduced are more
directly practical. According to the CIS4 results, Belgian
innovators make significantly less use of intellectual pro-
tection methods of any kind than their counterparts in
neighbouring countries and in the EU. The gap is particu-
larly marked in the case of industrial design, the common-
est form of protection ahead of patents.

In regard to triadic patents — patents filed simultane-
ously with the American, European and Japanese patent
offices — Belgium is in a relatively median position, close
to that of the EU15 but well behind the Netherlands
and Germany. Also, the rate of patent filing diminished
slightly in Belgium between 1995 and 2005, whereas it
increased in the great majority of countries. In this area,
too, Belgium'’s activity is highly international, so that the
statistics should be viewed in that perspective. Thus,
Belgium is among the countries with the highest level of
cross-border ownership of patents and involvement of a
foreign co-inventor: this concerns about 40 p.c. of the
patents filed to the European Patent Office. On the other
hand, in contrast to trade flows but more comparable
to the situation in foreign direct investment, the United
States is the leading partner country, although the EU
is still predominant on account of cooperation with
Germany and France.

Apart from general policies, governments may also exert
a more direct influence on R&D and innovation, be it via
their own R&D activities — from the point of view of both
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CHART 8 INTELLECTUAL PROPERTY RIGHTS
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USING THE PROTECTION
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(percentages of the total
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enterprises, 2002-2004)
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(1) Patents filed simultaneously with the three patent offices in America, Europe and Japan.

(2) Arithmetical mean of the share of national patents held by foreigners and the share of foreign patents held by nationals.

their scale and their governance — or by subsidising private
R&D, by acting as the primary user or, more generally, by
organising the establishment of an effective innovation
system which encourages links and transfers of knowl-
edge between universities and industry.

The CIS4 offers an original view of the public funding
received by firms. Altogether, 22.8 p.c. of Belgian inno-
vators stated that they had received public funding, a
rate comparable to the European average but higher
than that in the neighbouring countries. However, the
latter display wide variations: the public funding received
in the Netherlands is substantial, in France it conforms
to the European average and in Germany it is low. The
differences between countries are evident mainly at the

level of national funding sources. Within those sources,
the breakdown between levels of power is naturally dic-
tated by the country’s institutional structure: funding is
more often regional in Belgium, and federal or central in
the neighbouring countries; for the EU as a whole, the
breakdown is relatively balanced. In Belgium, while the
policy of direct support for R&D and innovation is now
largely delegated to the regions, the federal government
can still intervene via taxation, as it did during the recent
period by lowering the payroll tax for R&D personnel. In
that regard, in its latest assessment of the progress made
in implementing the National Reform Programme, the EC
considered that Belgium’s innovation policy still lacked
adequate coordination between the levels of power
concerned.
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CHART 9 PUBLIC FUNDING OF INNOVATION

(innovative firms which have received funding from the level of government mentioned between 2002 and 2004, percentages of the total number of

corresponding innovative firms)
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Overall, European funding is less important than national
funding. Moreover, Belgian innovators receive even less of
it than those in the neighbouring countries or in the EU
as a whole. The gap is particularly apparent in the case of
funding not forming part of the Framework Programme.
However, these results based on the number of benefici-
ary firms do not say anything about the amount of fund-
ing received.

The firm’s size has a marked influence on the receipt of
public funding. Almost 33 p.c. of Belgian innovative large
firms have received public funding, taking all sources
together, compared to 21 to 24 p.c. in the case of SMEs.
These differences originate from regional funding and
the EU’s Framework Programme, though the latter aims
to place particular emphasis on SMEs; conversely, the
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proportion of Belgian firms receiving federal funds is
similar for all size classes. In the other countries, it is also
frequently more common for large firms to receive public
funding, and that is certainly true in the case of European
funding.

6. The special role of entrepreneurship

Entrepreneurs play a key role as innovation promoters
and catalysts. Thus, the rise of the advanced, highly tech-
nology-intensive sectors was supported by newly estab-
lished small firms. The development of entrepreneurship
has therefore attracted much attention recently, in both
theoretical discussions and political debates, especially
in connection with the Lisbon strategy. According to



Audretsch (2007), the establishment of a business makes
it possible to eliminate the barriers relating, for instance,
to divergences of individual perceptions which, in large
firms, prevent new knowledge from being converted
into commercial applications. The entrepreneurial capital
which thus enters the production function has a large
local dimension, as there is an evident tendency for
innovation to be concentrated geographically, e.g. via
clusters.

Like innovation, entrepreneurship is a complex phenom-
enon to define and describe; it may be viewed variously
as the action of creating an activity, the inclination to do
so, or a societal phenomenon. The main definitions put
forward over the years indicate that the entrepreneur is an
innovator, an industrial leader who creates new combina-
tions of the means of production (Schumpeter), taking the
risk relating to the uncertainty of the business (Knight). He
thus displays an ability to be aware of the opportunities
available on the market and to choose between them
(Kirzner).

INNOVATION AND ENTREPRENEURSHIP:
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The entrepreneur is notable for the function which he per-
forms, but has no specific status, be it as a self-employed
person, shareholder or manager, so that various types of
entrepreneur exist. Similarly, a policy aiming to encourage
entrepreneurship is not equivalent to a policy targeting
SMEs. The latter have their own needs connected with
their size, justifying the provision of a level playing field,
whereas entrepreneurship occurs in the preliminary phase,
at the embryonic stage of the activity, or even when it is
still just a project or idea.

While Audretsch et al. (2007) identify a fundamental ten-
dency featuring the transition from a managerial economy
to an entrepreneurial economy, a combination of small
and large firms is of course necessary, as demonstrated by
Keilbach and Sanders (2007), who distinguish between
expanding the product range — which comes under explo-
ration, and is therefore an entrepreneurial function — and
improving the quality of existing products — which comes
under operation, and is therefore an R&D function, more
readily applied by large companies. This might explain

CHART 10 ENTREPRENEURSHIP
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the “European paradox” whereby the EU achieves good
results in terms of patents — intermediate R&D results —
but seems to have greater difficulty than the United States
in converting them to marketable innovations owing to a
lack of entrepreneurship.

Given its multiple dimensions which are difficult to
define, entrepreneurship is hard to measure, especially
for the purpose of international comparison on the basis
of harmonised indicators. It is traditional to use static
approximations such as the number of self-employed
persons, or dynamic ones such as the ratio of busi-
ness formations or closures, or surveys assessing the
behaviour of individuals or their inclination to set up a
business.

It is clear from these various sources and indicators that
Belgium is suffering from a serious deficit in entrepre-
neurship. Although it holds a median position in terms of
the proportion of non-agricultural self-employed workers
(12 p.c. of employment), it has one of the lowest rates of
nascent entrepreneurial activity, proof that self-employed
status and entrepreneurial activity in the sense under-
stood by this article represent two different realities.
According to the GEM figures, in 2007 only 3.2 p.c. of
the population aged 18 to 64 years had been pursuing an
entrepreneurial activity for a short time (between 3 and
42 months) or had taken steps in that direction. However,
the performance of France, Sweden and Germany is
comparable or hardly any better, in contrast to Finland
and the United States with scores of 6.9 and 9.6 p.c.
respectively.

Observed over twelve years (1995-2006), the gap
between the rates for the creation and disappearance
of enterprises, known as turbulence, proves relatively
small in Belgium. Attitudes towards starting a business,
be it in terms of desire or feasibility, are in fact below
the average for the three neighbouring countries and
the EU25.

As in the case of innovation, the policies for boosting
the level of entrepreneurship in an economy are many
and varied, owing to the numerous individual, sectoral
and macroeconomic factors which may exert an influ-
ence. Moreover, action is needed primarily in the early
stages, as the hardest obstacles to overcome apparently
arise before the initial steps leading to the creation of a
business, as shown by van der Zwan et al. (2006). That
same study, which endeavours to explain the propensity
to become an entrepreneur, reveals the inhibiting influ-
ence of the perception of administrative charges, and
sometimes the existence of a negative country effect,
particularly in Belgium.
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In broad terms, Audretsch et al. (2007) identify seven
groups of determinants affecting supply and/or demand
in the case of entrepreneurs, and hence seven routes
for political intervention. These include general policies
already mentioned in the determination of a favour-
able framework for innovation (funding, training, market
organisation, etc.), but also policies influencing individual
choices between employee and self-employed status, and
individual preferences (values and attitudes towards risk)
which are much harder to influence.

Conclusion

Innovation and its catalyst entrepreneurship constitute
the cornerstone underpinning the growth of economies
which have reached an advanced stage of development.
Innovation takes place according to a process involving
numerous elements which may influence its chances of
success. Political measures in favour of innovation there-
fore potentially cover a broad field and are not confined
to an indiscriminate increase in R&D budgets. In particular,
the general framework in which an economy operates, its
structural characteristics and its history are too important
to ignore.

Thus, in the case of Belgium, the fact that it is a small
open economy means that its innovation activity is largely
determined by foreign enterprises. That is manifested
in the percentage of R&D expenditure funded by other
countries, and in the often international character of the
patents resulting from its research. Similarly, the group
— often foreign — to which an enterprise belongs plays a
substantial role as an innovation source or cooperation
partner. Finally, large Belgian enterprises, which are par-
ticularly innovative compared to their European counter-
parts, mostly belong to a foreign group.

It is therefore especially difficult in Belgium to isolate R&D
activity from the international context, since the results of
research conducted there benefit other countries, while
at the same time the Belgian economy seems to benefit
more from research conducted elsewhere. A European
view is therefore necessary.

Moreover, the structural attention paid to public finances
clearly has to do with the inadequate level of public R&D,
which is a support and essential complement for private
R&D. Furthermore, the allocation of competence in a
federal State requires efficient coordination of policies
conducted at the various levels of power, and that is not
yet sufficiently the case in Belgium, as pointed out by
the EC in its latest assessment of the progress made in
implementing the National Reform Programme.



In addition, the structure of activity in the Belgian econ-
omy, such as its specialisation in intermediate goods, does
influence its innovative profile. The position of Belgian
firms at the centre of the international production chain
means that innovations take greater account than else-
where of the needs of customers and suppliers, and tend
towards improvements to existing products rather than
the development of new products designed to conquer
new markets. Similarly, Belgian enterprises make relatively
less use of R&D, but compensate for that lack by the
acquisition of external knowledge, something which is
certainly favoured by their external openness and their
membership of a group.

While these structural characteristics may in some respects
weaken the innovation process, they can also be seen as
strengths, above all via the high degree of adaptability
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and absorption capacity of Belgian firms. The need now
is to consolidate these advantages and work on the
most glaring weaknesses in order to set up an efficient
innovation system. Among the various general conditions
necessary for encouraging innovation, training remains a
priority, insofar as human capital forms an essential pillar
of a knowledge-based economy. In addition to its general
contribution to the improvement of the labour market,
strengthening basic and further training can yield benefits
at various stages in the innovation process: providing
scientific personnel for R&D, developing entrepreneurial
spirit, facilitating the spread of ICT in the economy, etc.

Efficient factor and product markets are also indispensa-
ble. Examples here are the availability of suitable funding
for new companies and the supply of network products
such as gas, electricity and broadband connections.
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REND IN THE FINANCIAL STRUCTURE AND RESULTS

———OF FIRMS 2007

Trend in the financial structure and

results of firms 2007

David Vivet

Introduction

Every year, in the December issue of the Economic Review,
the National Bank describes the developments taking
place in the annual accounts of non-financial corporations.
By the autumn, the Central Balance Sheet Office in fact
already has a representative sample of the annual accounts
relating to the previous year. The conclusions drawn on
the basis of that sample can therefore be extrapolated
relatively reliably to the population as a whole.

This article comprises three sections. Section 1 briefly
describes the methodology and sample used. Section 2
presents an extrapolation of the main profit and loss
account items for 2007. Finally, section 3 assesses the
financial situation of companies, particularly their level of
profitability, solvency and liquidity.

It must be stressed that this analysis concerns the year
2007 only, and therefore does not permit any conclusions
regarding developments in 2008, particularly the conse-
quences of the current financial crisis.

1. Methodology and constant sample

1.1 Characteristics of the data used and the
constant sample

Since the late 1970s, the Central Balance Sheet Office has

collected data on the accounts of non-financial corpora-
tions. For that purpose, firms are required to submit their

annual accounts using a standard form by no later than
seven months after the end of the financial year. The data
are then adjusted as necessary to meet the required qual-
ity standards. By September, an initial analysis is possible.
However, each year the nature of the data available for
the latest financial year examined — in the present case
2007 - raises methodological questions.

The population of annual accounts relating to 2007 is
incomplete, mainly because some firms are late in filing
their annual accounts. Moreover, those same firms are
often in a structurally less favourable financial position
than firms which file their accounts in time to meet the
deadline. Previous editions of this article have highlighted
the significant differences — particularly in terms of profit-
ability, solvency and liquidity — between firms according
to the date on which they file their annual accounts. In all
probability, the data currently available for 2007 present
an over-optimistic view of reality.

Owing to these problems, the 2007 data are not directly
comparable with those for previous years. In order to
ensure comparability, the constant sample method is
used. The constant sample for 2006-2007 comprises firms
which filed annual accounts for both 2006 and 2007 .
The method consists in extrapolating the 2007 results on
the basis of the trends found in the constant sample: the
2007 figures are obtained by taking the final figures for

(1) In order to be included in the sample, firms must also meet the following
conditions:
— both sets of annual accounts relate to a financial year lasting 12 months;
— both sets of annual accounts met the quality requirements of the Central
Balance Sheet Office;
— the annual accounts relating to 2006 were filed before 31 August 2007;
- the annual accounts relating to 2007 were filed before 31 August 2008.
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2006 and applying the rates of change recorded in the
sample. It is therefore assumed that the trends seen in
the sample are representative of the trends occurring in
the population as a whole. As verified in previous edi-
tions of this article, that assumption is largely borne out
since, in the vast majority of cases, the estimates give an
accurate representation of the direction and scale of the
actual movements.

Table 1 shows the constant sample for 2006-2007. It
comprises 164,548 firms, or over 58 p.c. of the annual
accounts filed in 2006. Representativeness in terms of
the balance sheet total is significantly higher, since it
comes to 86 p.c. The reason for this difference is that it
is mainly small or very small firms which are absent from
the sample. Also, in terms of the balance sheet total, the
representativeness of manufacturing industry is particu-
larly high (96 p.c.) since large firms predominate in that
sector.

2. Movement in the main components
of the profit and loss account

2.1 General trends and cyclical context
In line with what occurred in the previous year, activity

growth in Belgium was again robust in 2007, at 2.8 p.c.
compared to 2.9 p.c. in 2006. This is similar to the growth

observed in the euro area as a whole, and the contribu-
tory factors are the same in both cases. On the one hand,
despite the slowdown in the United States, external
demand remained steady, driven mainly by the economies
of Eastern Europe and Asia and the commodity-producing
countries. Also, domestic demand for investment and
consumption showed a marked rise.

In contrast to previous episodes since the start of the
millennium, when periods of recovery soon ground to a
halt, activity thus maintained a vigorous rate of expan-
sion for almost two years. However, the second half of
2007 brought the beginning of a slowdown. Although
it subsequently intensified, the slowdown nonetheless
remained relatively moderate in 2007, having regard to
the accompanying developments in the external environ-
ment, namely the turmoil which erupted on the financial
markets, the rapid appreciation of the euro and the
further substantial increase in the price of energy and
agricultural commodities.

In that context, the value added of non-financial corpora-
tions maintained the upward trend of the preceding four
years, growing by 4.8 p.c. at current prices in 2007. Total
value added, i.e. the difference between sales revenues
and the cost of goods and services supplied by third par-
ties, thus came to over 162 billion euro (at current prices).
The value added created by a firm enables it to cover its
operating expenses, with any surplus recorded as a net
operating profit. That profit reflects the firm's current

TABLE 1

COMPOSITION AND REPRESENTATIVENESS OF THE CONSTANT SAMPLE 2006-2007

Manufacturing industry ......... ... ..

Non-manufacturing branches ............. ... ... ... . .....

Manufacturing industry .......... ...

Non-manufacturing branches ..............................

Firms All Representativeness
in the non-financial of the sample,
2006-2007 corporations in p.c.
sample in 2006
164,548 281,674 58.4
12,018 16,549 72.6
152,530 265,125 57.5
14,431 23,171 62.3
150,117 258,503 58.1
922,731 1,073,190 86.0
818,033 913,959 89.5
104,698 159,231 65.8
249,467 260,405 95.8
673,263 812,785 82.8

Source: NBB.

(1) For firms in the constant sample, the balance sheet total taken into account is the 2006 figure.
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industrial and commercial efficiency, independently of its
financing policy and any exceptional items.

Staff costs traditionally account for by far the major part
of a firm's expenses: in 2007, they thus represented
almost 91 billion euro, or 72 p.c. of the operating
expenses of non-financial corporations. In parallel with
a further increase in the workforce, staff costs increased
by 5.6 p.c. For the first time in five years, the growth rate
of staff costs thus outpaced the increase in value added.
After staff costs, depreciation allowances are by far the
most significant operating expense. In 2007, echoing the
further substantial rise in investment, they increased for
the fourth consecutive year at a rate of 4.8 p.c.®.

Determined largely by staff costs and depreciation, the
increase in total operating expenses was once again less
than the rise in value added (+4 p.c.). Consequently, the
net operating result maintained the upward trend of the
last five years, gaining 8 p.c. to over 35 billion euro, or
twice the 2002 figure. Previous editions of this article

TREND IN THE FINANCIAL STRUCTURE AND RESULTS
OF FIRMS 2007

have pointed out that this trend is exceptional in histori-
cal terms; it is broadly due to cost control in a generally
favourable economic context, and has significantly altered
the breakdown of value added, to the detriment of staff
costs and depreciation (cf. chart 1)@.

The movements in corporate value added and operating
results can also be compared with the movement in the
Bank’'s business survey indicator, which measures busi-
ness confidence (cf. chart 2). In contrast to the steep falls
normally seen after a peak in the cycle has been reached,
the business survey indicator remained at a high level for
quite a time after the July 2006 peak. It did not decline
until the beginning of the second half of 2007, and then
only to a limited degree since, at the end of the year, it
was still above its long-term average level. That pattern is
connected with the gradual deceleration in the growth of

(1) Including reductions in value.

(2) This type of finding is not specific to Belgium and also applies, for example, to all
OECD countries. On this subject, see OECD (2008), “Growing unequal? Income
distribution and poverty in OECD countries”, Paris.

TABLE 2 MAIN COMPONENTS OF THE PROFIT AND LOSS ACCOUNT
Percentage changes compared to the previous year Millions of euro Percentages of
value added
2003 2004 2005 2006 2007 e 2007 e 2007 e
Valueadded .............................. 4.4 6.6 4.6 6.1 4.8 162,156 100.0
Staff costs ... ... .. (=) 1.6 3.4 3.0 4.3 5.6 90,769 56.0
Depreciation, downward value adjustments® (=) -4.3 0.7 3.7 5.3 4.8 26,340 16.2
Other operating expenses ................. (=) 11.8 1.4 6.5 12.8 -11.0 9,713 6.0
Total operating expenses .................... 1.0 2.7 34 52 4.0 126,822 78.2
Net operatingresult ....................... 25.5 26.5 9.2 9.3 8.0 35,334 21.8
Financial income ......................... (+) 6.8 -12.4 4.4 -9.1 16.8 44,465 27.4
Financial charges ........................ (=) 46 -15.9 -10.9 -13.3 15.9 33,852 20.9
Financial result ............................. 31.8 18.0 36.5 8.3 19.7 10,614 6.5
Ordinary result .......... ... ... ... ... ... 26.7 24.9 14.1 9.1 10.5 45,948 28.3
Exceptional result® ... ... .. ... L. (+) - - - - 11,927 7.4
Net result before tax ...................... 77.0 2.3 47.4 3.8 13.1 57,874 35.7
Taxes on profits ............ ... .......... (=) 7.0 11.5 10.9 4.7 8.4 9,243 5.7
Net result aftertax ........................ 1121 -0.1 57.7 3.6 14.1 48,632 30.0
p.m. Net result after tax
excluding the exceptional result . ... ... 34.8 29.2 15.0 10.2 11.0 36,705 22.6

Source: NBB.
(1) On tangible and intangible fixed assets and formation costs (item 630).

(2) There is very little sense in calculating a percentage change for this aggregate, which may be either positive or negative and does not lend itself to reliable estimation.
The figure for 2007 corresponds to the sum of the exceptional results known at the time of writing this article.
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CHART 1 CHANGE IN THE BREAKDOWN OF VALUE ADDED
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value added in 2007. Thanks to the moderate character
of the downturn in the cycle combined with cost control,
the operating result increased for the sixth consecutive
year.

The financial result showed a further improvement in
the year under review, reaching 10.6 billion euro. The
net exceptional result was decidedly positive for the third
year running, the main factor being capital gains on the
realisation of financial assets. After deduction of taxes on
profits, non-financial corporations made a net profit of
almost 49 billion euro in 2007, an increase of 14.1 p.c.
The profit excluding the exceptional result rose by 11 p.c.
in 2007.

Annex 1 gives details on the data in table 2 by firm size
and sector.

2.2 Results by branch of activity

For the first time since 2001, value added in manufac-
turing stagnated in 2007 (0.2 p.c. at current prices),

while the growth of the operating result slowed sharply
(+1.4 p.c.) (cf. table 3). Apart from the euro’s appreciation
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and the rising cost of commodities, the main factor
behind these developments is the restructuring of large
firms in the two main branches of industry, namely chemi-
cals and metal manufactures (and more specifically car
manufacture). Moreover, that restructuring had an impact
on the workforce of those branches, which between them
lost almost 4,000 jobs. In the agri-food industry, results
stagnated, owing mainly to the rise in commodity prices.
In the three industries mentioned, however, the fall in the
operating result should be viewed in the context of the
strong growth previously recorded. Metallurgy is the
only major industrial branch to maintain the momentum

(1) Between 2001 and 2006, the operating result at least doubled in these three
branches.
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TABLE 3

(percentage changes compared to the previous year)

VALUE ADDED AND NET OPERATING RESULT BY BRANCH OF ACTIVITY

Manufacturing industry .......... ... ... .o
of which:
Agricultural and food industries ........... ... ...
Textiles, clothing and footwear ........................
Timber ..
Paper, publishing and printing .........................
Chemicals ...
Metallurgy and metalworking .........................

Metal manufactures .......... ... ... ... ... . ...

Non-manufacturing branches ...........................
of which:
Retail trade ....... ... .
Wholesale trade . ....... ... .
Hotels and restaurants ................. ... ..
Transport . ...
Post and telecommunication ............ ... ... ...
Real estate activities ............. ... ... ... L
BUSINESS SEIVICES . ..o
Energy and water ............... ..

Construction . ...

Value added Net operating result p.m.
Percentage share
of the branches

in total value

added

2006 2007 e 2006 2007 e in 2007 e
6.0 -0.2 11.8 1.4 30.6
0.7 2.4 -6.5 -3.1 4.0
0.1 1.7 6.0 12.0 1.2
8.6 10.1 21.3 22.7 0.6
1.8 2.5 2.4 3.9 2.2
8.8 -8.4 12.5 -20.6 7.9
6.2 14.5 17.4 51.6 5.0
11.5 =51 30.4 -4.9 6.3
5.4 7.6 8.4 121 69.4
4.4 7.9 9.8 19.9 8.4
5.2 1.2 9.5 14.2 13.6
2.9 5.1 -22.2 20.7 1.7
5.7 6.8 12.7 14.7 8.1
2.6 -1.2 0.9 -4.2 4.6
1.4 2.9 2.0 1.7 3.0
7.7 8.9 13.6 17.0 13.6
1.5 -1.4 3.3 -2.3 3.9
8.9 8.3 12.9 19.7 6.6

Source: NBB.

of recent years, bolstered by the iron and steel industry
but also by companies processing metals other than iron.
In the space of five years, the operating profits in metal-
lurgy have risen from 0.3 to 2.1 billion euro.

It was therefore the non-manufacturing branches that
underpinned the results of Belgian firms in 2007 : overall,
value added increased by 7.6 p.c. and the operating result
was up by 12.1 p.c., in both cases representing a bigger
rise than in 2006. In the retail trade, the discount formula
expanded particularly strongly, while in the wholesale
trade, activities relating to pharmacy, chemicals and
refineries did best. In business services, it was the tem-
porary employment agencies that made the principal
contribution to growth. The construction sector, though

(1) Since the concepts used cannot be explained in detail in this article, the reader is
requested to consult the reference works on the subject.

suffering from higher costs and interest rates, benefited
from the dynamism of dredging activities.

3. Financial situation of firms

The financial analysis which follows is based on the theory
of interpretation of the annual accounts, from which a
number of ratios have been taken®.

The ratios are presented both in global form and as a
median. The globalised ratios are obtained by taking the
sum of the numerators for all firms and dividing it by the
sum of their denominators. The median is the central
value in an ordered distribution: for a given ratio, 50 p.c.
of firms have a ratio above the median and 50 p.c. of
firms have a ratio below it. The two measures are com-
plementary as they answer different questions. Since it
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takes account of each firm according to its real weight in
the numerator and the denominator, the globalised ratio
primarily reflects the situation of the largest firms.

In contrast, by indicating the situation of the central firm,
the median reflects the movement in the population in
general, as the median is influenced equally by each of
the firms, regardless of size.

3.1 Profitability

Profitability concerns firms’ ability to generate profits.
It can be assessed, in particular, on the basis of the net
return on a firm’s own capital. This ratio, also known as
the return on equity (ROE), expresses the net profit after
tax as a percentage of the equity capital. It therefore indi-
cates the return which shareholders receive after deduc-
tion of all expenses and taxes. Over a sufficiently long
period, the return on equity has to exceed the return on a
risk-free investment in order to provide shareholders with
a premium to compensate for the risk to which they are
exposed: this is known as a risk premium.

CHART 3 RETURN ON EQUITY AND BENCHMARK BOND
YIELD ™
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In 2007, the globalised return on equity came t0 9.2 p.c.
for large firms and 12.5 p.c. for SMEs (cf. chart 3). As
in the previous year, SMEs therefore achieved higher
profitability than large firms. The reason for the recent
decline which the latter have suffered is that profits have
not grown as fast as the equity, which was influenced to
some extent by the recent introduction of the tax allow-
ance for risk capital, commonly known as the “notional
interest deduction”. The steady recovery in the profit-
ability of SMEs over the past five years is attributable
largely to business services and real estate activities.
Moreover, the movement in the median shows that
the improvement in profitability concerned the Belgian
economy as a whole: since 2002, median profitability
has risen by almost 5 p.c. for large firms and 3.3 p.c.
for SMEs.

The yield on government bonds is a useful benchmark for
assessing corporate profitability. The gap has tended to
widen in favour of firms: whereas in 2002 the profitability
of the two categories of firms had dropped below the
rate on linear bonds, the situation has changed radically
since then. Broadly speaking, the risk premium offered is
8.2 p.c. for SMEs and 4.9 p.c. for large firms.

3.2 Solvency

Solvency concerns the ability of firms to honour all their
short-term and long-term financial commitments. This
article analyses it on the basis of three concepts: the
degree of financial independence, the degree to which
borrowings are covered by the cash flow, and the interest
charges on financial liabilities.

The degree of financial independence is equal to the
ratio between equity capital and total liabilities. If the
ratio is high, the firm is independent of borrowings.
This has two beneficial effects: first, financial expenses
are low and therefore exert little downward pressure on
profits; also, if necessary, the firm can easily contract
new debts on favourable terms. The degree of financial
independence can also be interpreted as a measure of
the firm’s financial risk, since the remuneration of third
parties is fixed, unlike the firm's results which fluctuate
over time.

In 2007, globalised financial independence stood
at 459 p.c. for large firms and 34.8 p.c. for SMEs
(cf. chart 4). The slight fall in the case of large firms is due
to a share purchase financed by borrowing in the energy
sector. The ratio has maintained an upward trend for
almost twenty years, and that is true for the whole popu-
lation considered, as is evident from the medians.
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CHART 4 DEGREE OF FINANCIAL INDEPENDENCE
(percentages)
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The degree of financial independence and its reciprocal,
the debt level, provide a picture of the general balance
of the assets and liabilities. While this picture is necessary
to diagnose solvency, it is not sufficient since it does not
permit appraisal of the firms’ ability to repay their debts,
nor the level of charges which they incur. These two con-
cepts will be addressed below.

As a measure of the percentage of its debts that the firm
could repay by allocating the whole of the year's cash
flow to that purpose, the degree to which borrowings
are covered by cash flow indicates the firm’'s repayment
capability. The converse of that ratio indicates the number
of years which it would take to repay all the debts at a
constant cash flow. The information supplied by this ratio
supplements that provided by the ratio of financial inde-
pendence, as a high level of indebtedness may very well
be mitigated by a substantial repayment capability, and
vice versa.

In 2007, the globalised cover rate of borrowings stood
at 11.7 p.c. for large firms and 14.7 p.c. for SMEs, the
two categories of firms recording divergent movements
as in the previous year (cf. chart 5). Following a marked
recovery between 2002 and 2005, the ratio of large firms

CHART 5 DEGREE TO WHICH BORROWINGS ARE COVERED
BY CASH FLOW
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contracted in the ensuing two years, as the increase in
the cash flow was not enough to offset the rise in debts
(influenced in particular, by a firm in the energy sector, as
already mentioned). However, the movement in the medi-
ans does indicate that, for most firms, the ratio improved
steadily in 2006 and 2007.

The average interest charges on financial debts provide a
means of assessing the cost of recourse to borrowings. In
2007, in globalised terms these charges came to 5.9 p.c.
for large firms and 7.8 p.c. for SMEs (cf. chart 6). The year
2007 was synonymous with a general increase in the cost
of external financing. Having begun in late 2005, the rise
in interest rates on the various categories of corporate
loans persisted in 2007, owing to successive increases
in the Eurosystem’s key rates and, from the summer,
the financial market tension generated by the subprime
crisis. As chart 6 shows, these developments are reflected
mainly in the accounts of large firms.
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CHART 6 AVERAGE INTEREST CHARGES ON FINANCIAL
DEBTS
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3.3 Liquidity

Liquidity indicates the capacity of firms to mobilise the
cash resources needed to meet their short-term commit-
ments. It is traditionally assessed as the liquidity ratio in
the broad sense. This ratio, derived from the concept of
the net working capital, compares the total assets realis-
able and available (stocks, claims at up to one year, cash
investments, liquid resources and accruals and deferrals)
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 2007, the globalised liquidity ratio in the broad
sense came to 1.29 for large firms and 1.24 for SMEs
(cf. chart 7). While the latter maintained the upward trend
of recent years, that was not so in the case of large firms,
which recorded a fall in the ratio despite a considerable
increase in their current assets (+11 p.c.). The reason lies
in the even larger increase in their short-term liabilities
which — as already mentioned — is attributable to a firm in
the energy sector. Nevertheless, the liquidity of large firms

92

CHART 7 LIQUIDITY IN THE BROAD SENSE
1.40 1.40
1.35 L 1.35
1.30 - 1.30
1.25 L 1.25
1.20 - 1.20
115 L 115
1.10 - 1.10
1.05 - 1.05
1,60 1 1 1 1 1 1 1 1 1 1.00

1999
2001
2003
2005
2007 e

= | arge firms, globalised ratio
SMEs, globalised ratio
====|arge firms, median

SMEs, median

Source: NBB.

is still above the average for the past decade. Moreover,
the movement in the medians indicates that the majority
of firms are better able to meet their short-term liabilities.
Finally, as pointed out in previous editions of this article,
the number of firms mentioning overdue debts to the tax
authority and the NOSS has fallen steadily for the past
ten years; such debts are generally a sign of serious cash
flow problems.

Conclusion

It must be stressed that this analysis concerns the year
2007 only, and therefore does not permit any conclusions
regarding developments in 2008, particularly the conse-
guences of the current financial crisis.

In line with the previous year, economic activity contin-
ued to expand vigorously in 2007, recording growth of
2.8 p.c., compared to 2.9 p.c. in 2006. Despite the slow-
down in the United States, external demand remained
buoyant, while domestic demand for investment and con-
sumption gained momentum. Overall, activity thus main-
tained a vigorous rate of expansion for almost two years.



However, the second half of 2007 brought the start of a
slowdown. Though this subsequently became much more
marked, it still remained relatively moderate in 2007, in
the light of the accompanying developments in the exter-
nal environment (financial market turmoil, rapid apprecia-
tion of the euro and rising price of commaodities).

Consequently, with a growth rate of 4.8 p.c., the preced-
ing years’ upward trend in the value added at current
prices of non-financial corporations was maintained in
2007. Since total operating expenses (and more par-
ticularly staff costs and depreciation) once again grew
more slowly than value added, the net operating result
increased for the sixth consecutive year. Between 2001
and 2007, it more than doubled, rising steadily from 17 to
over 35 billion euro. As pointed out in previous editions of

TREND IN THE FINANCIAL STRUCTURE AND RESULTS
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this article, that growth is exceptional in historical terms,
in both its duration and its scale. As examination of the
operating margin confirms, it indicates an unprecedented
ability on the part of firms to generate income for their
shareholders.

Corporate financial health also continued to improve
in 2007. Although the globalised ratios of large firms
declined, that is attributable to just one or two isolated
instances. Conversely, the trend in the median ratios
reveals that the majority of firms, whatever their size,
achieved higher profitability, solvency and liquidity. It was
only the cost of interest charges on financial debts that
increased in 2007, following successive increases in the
Eurosystem key rates and, from the summer, the financial
market tension due to the subprime crisis.
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TREND IN THE FINANCIAL STRUCTURE AND RESULTS
OF FIRMS 2007

Annex 2

SECTORAL CLASSIFICATION

NACE-Bel reference

Manufacturing industry .. ... .. 15-37
of which:

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

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

of which:

Retail trade .. o 50-52
Wholesale trade ... ... 51
Hotels and restaurants .. ... ... 55
L5171 60-63
Post and telecommuniCation ... ... ... 64
Real estate activities ... ... 70
BUSINESS SEIVICES . . .ot 72-74M
Energy and Water ... 40-41
CONSTIUCTION oot 45

(1) Except 74.151 (management of holding companies).
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Annex 3

DEFINITION OF THE RATIOS

Item numbers allocated

full format® abbreviated 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) ...t 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) ...t 42/48 + 492/3 42/48 + 492/3

Ratio = N/D

(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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The social balance

Ph. Delhez
P. Heuse
Y. Saks

H. Zimmer

Introduction

Introduced in 1996, the social balance sheet contains a set
of information concerning various aspects of employment
in enterprises. That information can be used to analyse
the trend in employment, staff costs and working time,
the structure of employment at the end of the financial
year, staff movements and employee training. In addition,
the social balance sheet was intended to provide informa-
tion on the use which businesses made of various employ-
ment promotion measures. However, the constant adjust-
ments to employment policy have rendered that record
obsolete and hence unusable, despite the efforts of the
legislature to update it. In the new version of the social
balance sheet, applicable to financial years ending from
1 December 2008, this table will no longer appear since
the NSSO is able to supply the information requested from
the multi-purpose declaration that businesses have been
required to file since 2003. Another important change
concerns the tables relating to training, which have been
modified in order to take better account of all corporate

(1) It should be noted that the obligation on large and very large NPIs to file
standardised accounts, imposed from the 2006 financial year, causes a break in
the historical data series. All NPIs employing more than 20 persons have been
required to complete a social balance sheet since 1998. In most cases they
submitted a single social balance sheet to the National Bank. But although they
have long been subject to this obligation, some of these NPIs did not comply.
Since 2006, the standard models for the annual accounts of large NPIs (meeting
or exceeding more than one of the following criteria: annual average number
of workers employed (in full-time equivalents) equal to 5; total annual income
other than extraordinary income (excl. VAT) equal to 250,000 euro; balance
sheet total equal to 1,000,000 euro), or very large NPIs (if the average annual
number of workers employed (in full-time equivalents) exceeds 100 persons or
if more than one of the following criteria is exceeded: annual average number
of workers employed (in full-time equivalents) equal to 50; total annual income
other than extraordinary income (excl. VAT) equal to 6,250,000 euro; balance
sheet total equal to 3,125,000 euro) include a social balance sheet, which
encourages them to fulfil their legal obligations. In addition the formalisation
of the accounting obligations has led to the filing of a single set of accounts
for some entities from 2006 or 2007, whereas in previous years they had filed
multiple social balance sheets.

|———THE SOCIAL BALANCE SHEET 2007

sheet 2007

training efforts: formal training, informal training and
initial training will be recorded in separate tables. In addi-
tion, the report on persons employed at the end of the
financial year will from now on include a breakdown by
gender and standard of education for both the abbrevi-
ated and full-format balance sheets; that information will
therefore disappear from the detailed breakdown of staff
recruitment and departures, which was available for full-
format accounts only.

This article discusses the results of the social balance
sheets filed for 2007. It is divided into five main sec-
tions. The first section examines the trend in employment
between 2006 and 2007. It also sets out the main results
of an analysis of employment dynamics and the contribu-
tion made by firms’ demography to this. The second sec-
tion analyses staff movements recorded in 2007. The third
comments on the structure of employment (particularly
working arrangements, type of employment contracts
and the use of temporary workers), and the last two focus
respectively on staff costs and training.

The results set out in this article are obtained, for each
financial year, from uniform populations of firms which
have filed a social balance sheet meeting a range of
quality criteria®. Annex 1 contains a brief account of the
methodological principles governing the construction of
these populations and the regional breakdown of firms
belonging to them. The breakdown by branch of activity
is based on the sections and divisions of the NACE-Bel
nomenclature (2003 version) reproduced in Annex 2. As
in previous years, Annexes 2-9 contain a series of detailed
indicators per branch of activity. Annexes 10-12 break
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down some of those indicators according to the region to
which the firms belong. Annex 13 contains the new social
balance sheet form applicable to firms filing full-format
accounts for years ending from 1 December 2008 ™.

Most of the results of this analysis are obtained from a
constant reduced population® of firms, which permits
analysis of the movement in a range of variables between
the 2006 and 2007 financial years, whereas comparison
with the data relating to the complete population for
2006 would introduce a bias which would distort the
conclusions. However, the use of a constant population
does impose constraints. By definition, the firms which
are included in that population must have filed social
balance sheets for two successive years. This automati-
cally excludes new businesses and companies which have
disappeared (e.g. because they have gone bankrupt or

(1) The new version of the social balance sheet applicable to firms filing full-format
accounts is shown in Annex 13. The document is also available on the National
Bank'’s website (http :/www.nbb.be/DOC/BA/SocialBalance/Models/Bilan%20
social_C_17032008.pdf), as is the form applicable to firms filing accounts in the
abridged format. (http ://www.nbb.be/DOC/BA/SocialBalance/Models/Bilan%20
social_A_17032008.pdf).

Firms have seven months from the end of the financial year to file their social
balance sheets at the Central Balance Sheet Office. In view of the extra time
needed to check the data, the full set of social balance sheets was not available
on 8 September 2008, the date on which the 2007 figures were extracted.

S

been taken over), possibly causing some discrepancies
between the changes observed in the constant popula-
tion (referred to as the reduced population in the rest of
this article) and those recorded for the total population.
However, the adoption of this approach is justified in
view of the considerable length of time required to obtain
information for all firms, and the safeguards offered by
the representativeness of the reduced population.

The reduced population comprises 44,718 firms which, on
the basis of the 2006 data, employed 1,312,274 workers,
representing respectively 56 p.c. of firms in the total popu-
lation and 70 p.c. of the workers which they employ.

The breakdown of firms by branch of activity is based on
the NACE-Bel codes. Altogether, workers employed in
the trade, transport and communication branch represent
one-third of the reduced population, and industry 28 p.c.
The other branches are less important in relative terms,
namely 19 p.c. for the financial, real estate and business
services branch, 12 p.c. for other services and 7 p.c. for
construction. Agriculture remains decidedly marginal,
which is why it does not appear in the tables and charts
in this article (except in the annexes).

TABLE 1 CHARACTERISTICS OF THE TOTAL AND REDUCED POPULATIONS IN 2006
(percentages of the total, unless otherwise stated)
Total population Reduced population
Number of Number of Number of Number of
firms employees " firms employees
p.m. Units ... 79,402 1,863,641 44,718 1,312,274
(in percentage of the corresponding data
for the total population) ............................. (56.3) (70.4)
Breakdown by branch of activity
Agriculture ... 1.7 0.5 1.6 0.4
INAUSEIY 13.2 24.6 15.3 28.4
CONSIrUCHION ... 14.7 7.4 15.2 7.3
Trade, transport and communication ....................... 4209 30.9 418 328
Financial, real estate and business services .................. 20.1 17.1 19.8 18.6
Other services@ ... .. . . 7.3 19.5 6.2 12.5
Breakdown by size of firm®
Small firms (up to 50 FTES) ... ... i 94.6 34.0 93.0 29.0
Medium-sized firms (over 50 to 250 FTES) .................. 4.4 21.7 5.7 21.8
Large firms (over 250 FTES) . ... i, 1.0 443 1.3 49.2

Source: NBB (social balance sheets).

(1) Sum of items 1001 (full-time workers) and 1002 (part-time workers).
(2) Health and social work; community, social and personal services.

(3) Determined according to the value of item 1003 (FTEs) in 2006.
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The classification of firms by size is based on the average
number of workers expressed as full-time equivalents
(FTEs)™. Small firms with no more than 50 FTEs, or 93 p.c.
of firms in the reduced population, employed around
29 p.c. of that population’s workforce in 2006, well below
the figure of 34 p.c. recorded for the total population.
Medium-sized firms, employing 50 to 250 FTEs, accounted
for 22 p.c. of the workforce in the reduced population, a
proportion similar to that for the total population. Large
firms, with over 250 FTEs, employed just under half of the
workforce in firms in the reduced population, compared to
44 p.c. in the total population. The results obtained from
the reduced population are therefore influenced by the
over-representation of large firms.

1. General characteristics of
employment developments

1.1 In the reduced population of firms between
2006 and 2007

On average, the number of workers employed in the
44,718 firms in the reduced population increased by
29,605 units, representing a rise of 2.3 p.c. between
2006 and 2007. Expressed in FTEs, the growth in the
volume of employment was slightly lower at around
2.1 p.c. The employment expansion is due both to the rise
in full-time workers and the increase in part-time workers
— up by 15,856 and 13,749 units respectively. In relative

(1) Item 1003 in the social balance sheet.

THE SOCIAL BALANCE SHEET 2007

terms, it is the number of part-timers that has shown the
largest increase at 4.3 p.c., compared to 1.6 p.c. for full-
time workers. On the basis of the situation at the end of
the year, employment grew by 1.9 p.c. — or 1.8 p.c. in
terms of FTEs — indicating a fall in the rate of job creation
during the year, consistent with the economic slowdown
observed in 2007.

At the end of the year, the firms considered thus
employed just over 25,000 more workers than a year
earlier. With 14,396 additional persons recorded on the
staff register, female workers made a larger contribu-
tion to this rise than male workers. In regard to the
type of working arrangement, the number of full-time
employees increased by 13,353 units, with fairly similar
contributions from male and female staff. Conversely, it
was mainly women who influenced the increase in the
number of part-timers registered at the end of the year,
since they accounted for 71 p.c. of the rise in this staff
category. However, it is worth noting that the number
of men employed part time increased at a slightly higher
rate than the number of women, at 4.2 p.c. against
34 p.c

The growth of the average number of persons employed
was generated mainly by small and medium-sized enter-
prises which recorded an increase in their workforce
of 13,000 and 10,000 units respectively. Large firms
recorded a rise of almost 6,500 workers. While full-time
workers accounted for most of the increase in employ-
ment in SMEs, the opposite applied in firms with over
250 FTEs, where part-timers accounted for 83 p.c. of the
expansion in employment.

TABLE 2

(reduced population)

EMPLOYMENT DEVELOPMENT BETWEEN 2006 AND 2007

Persons employed FTEs
Full-time Part-time Total
Annual average
Units ... 15,856 13,749 29,605 25,034
Percentages .......... ... i 1.6 4.3 2.3 2.1
As at 31 December
Units ... 13,353 11,656 25,009 21,664
of which
Men ... 7,213 3,400 10,613 9,695
Women ... 6,140 8,256 14,396 11,970
Percentages ...l 1.3 3.6 1.9 1.8

Source: NBB (social balance sheets).
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CHART 1 CHANGE IN EMPLOYMENT BETWEEN 2006 AND

2007 : BREAKDOWN BY FIRMS' SIZE AND BRANCH
OF ACTIVITY ™
(annual averages, reduced population)
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Source : NBB (social balance sheets).
(1) Agriculture was disregarded owing to its minor relative importance.

Employment expanded in all the main branches of activ-
ity, albeit in varying proportions. The strongest increases,
between 8,000 and 9,000 additional workers, were
recorded in financial, real estate and business activi-
ties — the sub-branch covering real estate and business
activities accounting for most of the rise —and in the other
services branch which includes health and social work. In
relative terms, this was the branch recording the biggest
increase, at 5.4 p.c. The number of workers also showed
a marked rise in firms in the trade, transport and commu-
nication branch (6,710 additional workers) particularly in
firms active in trade and repairs.

1.2. Employment dynamics and contribution of
firms’ demography ™

The annual data taken from the social balance sheets
were used to construct a longitudinal database covering
all firms active in NACE-BEL branches of activity C to K@
— i.e. the secondary sector in the broad sense (including
energy supply and construction) and market services —
which filed a social balance sheet at the National Bank’s
Central Balance Sheet Office between 1998 and 2006.
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This database was used notably to determine how the
individual changes in the behaviour of firms affect total
employment throughout the business cycle. The study
deals with the period 1998-2006 and takes account of
the heterogeneity of both firms and workers.

The concepts of job creation and destruction rates are
intended to identify individually the firms which have
recorded an increase in employment and those recording a
decline in their workforce between two consecutive years,
to permit separate recording of increases and reductions
in the workforce, known as gross job flows. It is there-
fore possible to measure, year after year, the respective
intensity of these movements by relating the gross flows
to average employment in the firm. Combining the job
creation and job destruction rates gives the net change
in employment.

This leaves out of account both firms where employment
has remained stable and firms for which no employment
data are available for one of the two years in question.
Net employment growth therefore represents an approxi-
mation of the actual change in employment observed in
the population of all firms employing paid staff.

In our analysis population, the job creation rate averaged
8.8 p.c. between 1998 and 2006, while the job destruc-
tion rate came to 7.2 p.c. These rates are 4 to 5 times
higher than the net employment growth rate observed,
which averaged 1.6 p.c. per annum.

The job creation rate is closely linked to the business
cycle. The correlation coefficient between this variable
and volume GDP growth is 0.74 for the period consid-
ered. Conversely, though the correlation between the
job destruction rate and economic activity is negative,
as expected, it is much weaker since the coefficient
is —0.40.

This last finding is borne out by other studies. According
to the literature, an adjustment in the workforce via
job destruction is generally associated with a flexible
employment market, as is the case, for example, in
the United States. Thus, the job reallocation rate — i.e.
the sum of the job creation and job destruction rates —
shows a negative correlation with GDP growth in the
United States, which means that firms can easily cut
back their employment during a recession. Conversely,

(1) This section reflects the main results of the study by Heuse and Saks (2008) and is
based on a different population from the one used in the rest of this article.

(2) l.e. C: Mining and quarrying; D: Manufacturing; E: Electricity, gas and water
supply; F: Construction; G: Wholesale and retail trade, repair of motor vehicles
and personal and household goods; H: Hotels and restaurants; I: Transport
and communication; J: Financial intermediation and K: Real estate, renting and
business activities.
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Box — How to calculate job creation and destruction rates

For example, imagine an economy consisting of three firms. During the period of observation, no firms are created

and none disappear.

EMPLOYMENT
(persons)
Workforce at the end of the period Average Change
workforce in employment
int from¢—-1to¢
torl t
Firm 1 286 258 272 -28
Firm 2 o 80 100 90 20
Firm 3 10 24 17 14
Total employment in the economy ............ 376 382 379 6
There are two different sets of firms in the economy:
— firms recording a positive net change in employment (in this case, firms 2 and 3);
— firms recording a negative net change in employment (in this case, firm 1).
Job creation rate in the economy
This is the sum of the positive changes in employment (namely, the total jobs created): 20+ 14 =34
expressed as a function of total employment in the economy (379 persons)
i.e. a job creation rate in t: 9.0 p.c.
Job destruction rate in the economy
This is the sum of the negative changes in employment (namely the number of jobs destroyed),
in absolute terms: 28
expressed as a function of total employment in the economy (379 persons)
i.e. a job destruction rate in t: 7.4 p.c

Net growth of employment in the economy

This is the difference between the rate of job creation and the rate of job destruction

j.e.:

90p.c.-74pc.=16p.c

in Continental European countries, where the labour
market is more rigid, adjustments generally take place
via job creation and generally, the negative correlation
between the reallocation rate and economic activ-
ity is not confirmed. This is true for Belgium: during
the period under review, this correlation coefficient is

positive. In particular, Belgian employment protection
legislation and the labour shortages seen for certain
occupations and certain branches of activity may limit
the scale of redundancies during a slowdown in activ-
ity, especially where the slowdown is considered to be
temporary or minor.
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CHART 2

(percentages)

JOB CREATION AND DESTRUCTION RATES : INFLUENCE OF THE BUSINESS CYCLE

1998 1999 2000 2001

Volume GDP growth (left-hand scale)

= Job creation rate )
: :I (right-hand scale)
= Job destruction rate

2002

2003 2004 2005 2006

Sources : NAI, NBB.

Over the period 1998-2006, the job creation rate peaked
(@t 10.7 p.c.) in 2000, when GDP grew by 3.8 p.c., the
maximum observed during that period. In that year,
the job destruction rate reached a low point of 6.7 p.c.
During the ensuing slowdown in activity, the job crea-
tion rate declined gradually while, conversely, the job
destruction rate increased. In 2002 and 2003, the net
employment growth rate thus became negative. In the
following three years, a cyclical upswing emerged and
reversed the trends. The job creation rate picked up, but
without regaining its 2000 level, while the destruction
rate fell to its lowest level during the period, namely
5.6 p.c. in 2006.

By using the same indicators based on Davis, Haltiwanger
and Schuh (1996), it is also possible to examine the impact
which the creation and disappearance of firms has on the
movement in aggregate employment. For that purpose,
firms are divided into four sub-sets which are exhaustive
and mutually exclusive.

The set of firms recording a positive change in employ-

ment between t-7 and t is divided into two sub-groups:
the first comprises incoming firms which for the first time
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report paid employment which is not zero in t, and the
second comprises established firms where employment
increases between t-7 and t.

Similarly, the set of firms recording a negative change
in employment between t-7 and t is divided into two
sub-groups: the first comprises firms which disappear
between t-7 and t, and the second comprises estab-
lished firms where employment declines between t-1
and t.

For the total population examined, 27 p.c. of job crea-
tion (or 2.4/8.8) is due to the creation of firms, while
the remaining 73 p.c. is attributable to established firms.
The disappearance of firms accounts for about 30 p.c.
(or 2.2/7.2) of job destruction, while the remaining
70 p.c. corresponds to the contraction of employment in
established firms.

Comparable results exist for Austria, Germany and ltaly
(Stiglbauer et al., 2003), where incoming firms account
respectively for 32, 27 and 32 p.c. of total job creation,
while outgoing firms contribute to respectively 34, 23 and
33 p.c. of the total jobs destroyed each year.
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TABLE 3 JOB FLOWS AND FIRM DYNAMICS

(percentages, annual averages 1998-2006)

Job creation rate™

Job destruction rate®

Total Incoming Established Total Outgoing Established
firms firms firms firms
Total NACE-Bel Cto K ............... 8.8 24 6.4 7.2 22 5.1
of which:
Manufacturing .................. 6.0 1.5 44 6.3 1.6 4.7
SEervices . ... 10.3 2.9 7.4 7.7 2.5 52

Source: NBB (social balance sheets).

(1) The various rates are calculated here in relation to the same denominator, namely total employment in the sector considered.

The methodology used to calculate the effect of firms’
demography on movements in employment is arbitrary in
some respects. To illustrate this point, imagine a mature
firm experiencing serious financial problems. In general,
the firm will begin by cutting its expenditure and modi-
fying its human resources management policy, before
reviewing its recruitment policy and possibly making staff
redundant. If the firm eventually goes out of business,
at the end of a process which often takes several years,
it is only the final change in its employment which is
attributed to the firm’s disappearance. In that sense, the
method underestimates the real impact of disappearing
firms on the total job destruction.

2. Staff movements

2.1 Staff recruitment and departures in firms filing
full-format accounts

The social balance sheet contains a specific table showing
recruitment of workers at the time of their entry in the
firm’s staff register, and staff departures corresponding to
the termination of their employment contract during the
year. These staff movements were greater in 2007 than in
2006. Taking all firms in the reduced population, recruit-
ment was 7.8 p.c. higher than in the previous year and
departures were up by 10.4 p.c. Altogether, net recruit-
ment came to 21,052 persons in 2007, which was lower
than the figure of 31,017 recorded a year earlier. This fall in
net inflows concerned all sizes of firms, although in varying
proportions; in contrast to the situation in small and large
firms, the decline was very modest in medium-sized firms.

(1) Staff changes recorded as at 31 December year-on-year (25,009 units in table 2)
are not always equal to the balance of staff recruitment and departures, owing to
the existence of errors in the social balance sheets filed.

Firms filing full-format accounts are required to supply
more detailed information on staff recruitment and depar-
tures. The information relates to the characteristics of the
newly recruited workers and those whose contract has
ended. Apart from the working arrangement — a detail
also supplied in abbreviated accounts — it also concerns
the type of employment contract, gender, standard of
education and, if appropriate, the reason for termina-
tion of the contract. Firms required to submit full-format
accounts represented 18.3 p.c. of the total number of
firms in the reduced population in 2007, but 77.4 p.c. of
the average workforce. The level of their staff recruitment
and departures, which was higher than a year earlier,
implied a net inflow of 14,182 persons in 2007, slightly
fewer than in 2006.

Continuing a trend seen in previous years, in 2007 the
net recruitment of women in firms filing full-format
accounts (7,885 units) exceeded male net recruitment
(6,297 units).

TABLE 4 STAFF RECRUITMENT AND DEPARTURES

(persons, reduced population)

2006 2007

Recruitment ................... 511,234 550,983
of which: full-format accounts . . 282,622 303,820
Departures . .......... ... ..., 480,217 529,931
of which: full-format accounts . . 267,354 289,638
Net recruitment ................ 31,017 21,052
of which: full-format accounts . . 15,268 14,182

Source: NBB (social balance sheets).
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CHART 3 NET STAFF RECRUITMENT IN 2007 : BREAKDOWN
OF WORKERS BY STANDARD OF EDUCATION
AND BRANCH OF ACTIVITY ™
(persons, reduced population, full-format accounts)
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Source : NBB (social balance sheets).
(1) Agriculture is disregarded because of its minor relative importance.

The net increase in the workforce recorded in firms filing
full-format accounts was due to the combination of net
recruitment of workers with higher education qualifica-
tions (9,088 units) or certificates of secondary education
(6.473 units) and net departures of holders of certificates
of elementary education (1,379 units). Although this
tallies with what is seen in the latest social balance
sheets, the net flow of persons with higher education
qualifications was smaller than the year before (down
by 2,705 units). Net departures of low-skilled workers
were less pronounced (down by 1,318 units). All the
main branches of activity recorded net recruitment of
highly-skilled staff, in varying proportions. Net departures
of low-skilled workers concerned more specifically firms
active in industry and those belonging to the trade,
transport and communication sector. The efforts which
those firms have to make in order to compete are often
reflected in staff restructuring, which primarily affects
this category of workers. In industrial firms, which are
older, these net departures are also attributable to the
retirement of staff who are, on average, less skilled.
Conversely, in contrast to what happened in 2006,
recruitment of medium-skilled staff exceeded departures
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in all branches, and more specifically in the trade, trans-
port and communication sector which recorded more net
recruitment of persons with secondary level qualifications
than highly-skilled workers.

2.2 Expansion of part-time working

The importance of part-time working in the expansion of
employment between one year and the next is evident
in the social balance sheets. The choice of this working
arrangement satisfies several objectives. It can notably
attenuate the effects of restructuring in some firms, keep
people in employment longer as they approach retire-
ment, or make it easier for individuals to achieve a better
work-life balance.

Various career break schemes encourage individual reduc-
tions in working time. The time credit scheme — applicable
in the private sector — enables people to temporarily take
a total or partial break from their career. During the period
of suspension of the employment contract or reduction
in hours worked, the worker qualifies for an allowance
paid by NEO. According to NEQO’s annual report, in 2007
224,021 workers received an allowance for adjusting their
working time. Of these, half were recorded in the time
credit scheme. The most successful type of career break
is the one-fifth reduction in working time, as 61 p.c. of
workers in the time credit scheme chose that option. The
flexibility offered by the time credit was quite popular
with men, and in 2007 their share in this scheme came
to 37 p.c., the same as in 2006. Workers aged 50 and
over represent the major part of the time credit scheme:
their share has risen steadily to reach 55.7 p.c. in 2007.
That is a considerable increase compared to their 41 p.c.
share in 2003.

The changing relative proportions of full-time and part-
time workers originate not only from staff recruitment
and departures but also from internal changes, e.g. when
workers switch from full-time to part-time work. In the
social balance sheets, the scale of such changes can only
be ascertained by comparing staff numbers between two
year-end dates and external staff movements during the
year.

The expansion of part-time working was not on the same
scale in all firm size classes, and did not always originate
from the same source. In large firms, the part-time work-
force expanded by 5,105 units between 31 December
2006 and 2007, while the full-time workforce barely
increased during that period. This development is due
mainly to changes in working arrangements within the
firm. In fact, examination of external movements shows
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CHART 4 STAFF MOVEMENTS IN 2007 : BREAKDOWN BY WORKING ARRANGEMENTS AND FIRM SIZE
(persons, reduced population)
CHANGE IN WORKFORCE BETWEEN 31 DECEMBER 2006
AND 31 DECEMBER 2007 NET STAFF RECRUITMENT DURING 2007
15,000 15,000
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Source : NBB (social balance sheets).

that this category of firms recorded net departures of
part-time workers and substantial net recruitment of
full-time workers during the year. In medium-sized firms,
switching to part-time work was also a decisive factor:
while the number of part-timers increased in roughly
the same proportions as full-time workers between
31 December 2006 and 2007, expanding by 4,129 and
4,904 persons respectively, net recruitment of part-time
workers was quite modest. In small firms it was mainly
full-time workers who contributed to the rise in employ-
ment between 2006 and 2007. The part-time workforce
expanded by 2,422 persons, with internal changes
reinforcing the net recruitment of workers under this type
of arrangement.

2.3 Type of employment contracts

Firms in the reduced population filing full-format accounts
stated that 49 p.c. of staff recruitment and 51.7 p.c. of
departures recorded in 2007 concerned workers on per-
manent contracts, while the respective figures were 46.8
and 44.5 p.c. for staff on fixed-term contracts. Contracts
for the execution of a specific project and substitution
contracts together represented around 4 p.c. of recruit-
ment and departures.

The turnover rate in the case of staff recruited for a
fixed term — including those taken on to execute a
specific project or for substitution purposes — is high by
nature. Despite the supposedly more stable link with the
employer, staff employed on permanent contracts do
exhibit some mobility as a result of natural wastage or the
desire of either party to terminate the contract. The staff
turnover rate provides an indication of external mobility:
it is calculated by comparing staff departures during the
year with the number of staff recorded at the beginning
of the year. In 2007, this rate was 15.2 p.c., or 0.6 per-
centage point higher than the year before. It was small
firms — where the rate of staff replacement is traditionally
higher — that recorded the biggest increase in staff turn-
over, up from 24.9 to 27.2 p.c. in 2007, compared to 18.6
and 11.8 p.c. respectively in medium-sized and large firms
in 2007. These differences, which are seen every year, may
be due notably to greater opportunities for internal mobil-
ity in large firms which also tend to have a more struc-
tured approach to pay progression. These differences are
also reflected at the level of branches of activity, as some
of them tend to have a higher concentration of large
firms. Thus, in industry (especially energy and water),
health and social work (which includes hospitals) and in
financial and insurance services, the rate of staff turnover
is below average. In the transport and communication
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CHART 5

GROSS STAFF RECRUITMENT AND DEPARTURES BROKEN DOWN BY TYPE OF CONTRACT IN 2007

(percentages of the total, reduced population, full-format accounts)

RECRUITMENT

29

1.2

DEPARTURES

27

1.1

- Permanent contracts

Fixed-term contracts

Contracts for the execution of specific projects

- Substitution contracts

Source : NBB (social balance sheets).

sector the turnover rate is around 4 percentage points
below the average. Conversely, some branches of activity
record particularly high external mobility. That applies, for
instance, to real estate and business services, which com-
prise firms of more varied sizes. The type of activities also
determines to some extent the scale of staff turnover. In
community, social and personal services, and even more
obviously in the hotel and restaurant trade, the respective
turnover rates are 28 and 80 p.c. These very high replace-
ment rates are recurrent and may be attributed partly to
less favourable pay and working conditions. However, it
should be pointed out that in these branches the social
balance sheets record only part of the total volume of
employment.

2.4 Reasons for leaving

When recording staff departures, firms filing full-format
accounts are required to specify the reason for termina-
tion of the contract. As in previous years, around half of
departures are due to the termination of a temporary
contract. In 2007, 31 p.c. of contract terminations were
due to voluntary departure, the same proportion as in
the previous year, reflecting the relative dynamism of the
labour market. In fact, the ratio of voluntary departures
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tends to be higher in years of cyclical upswing, as work-
ers have more chance of finding employment elsewhere.
Among the other causes, 16 p.c. of departures were due
to redundancies. Staff taking early retirement or retire-
ment accounted respectively for 3.1 and 2.3 p.c. of those
leaving.

The relative importance of the reasons for terminating
contracts vary according to firm size, and even more so,
according to the firm’s branch of activity. In small firms,
termination of temporary contracts accounted for only
31 p.c. of departures. It was workers leaving voluntarily
— probably influenced by the more limited opportunities
for internal mobility — who accounted for the major-
ity of the staff departures (almost 52 p.c.). Voluntary
departures represent a smaller proportion in large firms.
Conversely, compared to SMEs, large firms have higher
levels of redundancies and staff taking early retirement or
retirement. Firms employing over 250 FTEs accounted for
around 76 p.c. of staff taking early retirement or retire-
ment in the population considered.

At the level of branches of activity, termination of a
temporary contract was the reason for almost 70 p.c.
of departures in firms in the other services sector which,
as already mentioned, includes the health sector and
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CHART 6 RATE OF TURNOVER  FOR WORKERS UNDER
PERMANENT CONTRACTS IN 2006 AND IN 2007
(percentages, reduced population, full-format accounts)
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(1) Ratio between the number of departures recorded in t and the number of staff at
the end of year t minus recruitment and plus departures recorded during the year.
Agriculture was disregarded because of its minor relative importance.

community, social and personal services. This was also a
major reason for leaving in the trade, transport and com-
munication sector. In the case of firms in the construction
sector, 60 p.c. of departures were due to people leaving
voluntarily. In industry, the percentage leaving for this
reason was also above average. Financial, real estate and
business services also deviated from the average in that
just over a quarter of departures were due to redundancy.
Finally, regarding other reasons for leaving, it is the indus-
trial sector where early retirement was most widespread,
representing 10 p.c. of departures. This branch — which
tends to consist of large firms — accounted for 60 p.c. of
total early retirement.

3. Structure of employment

3.1 Full-time and part-time work

Part-time work has expanded steadily in firms required to
file a social balance sheet. While one in five workers was
employed part time in 1998, that proportion had risen to

CHART 7 GROSS STAFF DEPARTURES IN 2007 :

BREAKDOWN BY REASON AND FIRM SIZE

(percentages of the total, reduced population, full-format
accounts)
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Source : NBB (social balance sheets).

(1) Voluntary departures by mutual agreement between the parties, or death in
service.

one in four by 2004. It continued to increase significantly
thereafter, particularly between 2005 and 2006, probably
because a larger number of NPIs — which often have a
higher proportion of part-time staff — were included in
the total population from 2006, following the obliga-
tion imposed on the larger ones to submit standardised
accounts to the Central Balance Sheet Office.

In the reduced population there was a further rise in the
proportion of part-time workers, up by 1.7 p.c. between
2006 and 2007. An increase was recorded for both men
and women. The proportion of women working part
time — already very high — increased by a further 0.5 p.c.
However, it was men who recorded the biggest increase
(2.9 p.c.), though admittedly starting from a much lower
level. If these percentages are applied to the figures for
the total population in 2006, it seems that almost 52 p.c.
of women and 11 p.c. of men were working part time
in 2007.

An increase in part-time working was evident in all firm
size classes and in all branches of activity between 1998
and 2007. However, part-time working is very unevenly
distributed, as is clear from the figures obtained for 2007
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TABLE 5 DEVELOPMENTS IN PART-TIME WORKING

BETWEEN 1998 AND 2007

(percentages of corresponding employment,
data as at 31 December)

Men Women Total
Total population
1998 ... 6.2 43.0 20.0
1999 ... 6.7 43.7 20.8
2000 ... 7.0 44.0 20.7
2001 .. 7.3 44.8 213
2002 ... 8.1 46.5 22.8
2003 ... 9.1 48.0 241
2004 ... 9.8 49.0 252
2005 ... 10.3 50.4 259
2006 ... 10.8 51.6 27.4
Reduced population
2006 ... 9.7 49.6 24.3
2007 ... 10.0 49.9 24.7
p.m. Percentage changes . ... 2.9 0.5 1.7

Source: NBB (social balance sheets).

for the reduced population. For example, it is less common
in medium-sized firms (20.5 p.c. of workers) than in small
(23 p.c.) or large firms (27.7 p.c.). The reasons for greater
use of this working arrangement are probably not the same
in small companies as in large ones. In the former, it is pri-
marily an instrument for adjusting the volume of employ-
ment in line with activity. In large companies, on the other
hand, the volume of labour is spread over a larger number
of workers, making it easier for the employer to respond to
workers wishing to achieve a better work-life balance.

The relative importance of part-time work is closely con-
nected with the percentage of women in the workforce
of the various branches of activity. Construction — a sector
where women represent less than 7 p.c. of the workers
— is where this working arrangement is least common
(5.7 p.c.), although the proportion of female part-timers
there is considerably higher than in industry (respectively
40.3 and 31 p.c.). Conversely, there are fewer male part-
timers in construction than in industry (respectively 3.1
and 5.7 p.c.). In other services, part-time workers account
for half of the labour force. In this branch, where almost
three-quarters of the workers are women, 61.4 p.c. of the
female workforce work reduced hours, as do 20.4 p.c. of
the men.
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CHART 8 MALE AND FEMALE PART-TIME WORKING IN 2007 ©

(percentages of the corresponding employment, data as at
31 December, reduced population)
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(1) Agriculture was disregarded because of its minor relative importance.

3.2 Type of employment contract

Temporary employment contracts — i.e. fixed-term con-
tracts, substitution contracts or contracts concluded for
the execution of a specific project — and contracts employ-
ing agency workers are instruments for adjusting the
volume of labour according to production requirements.
Furthermore, with the prior authorisation — or in some
cases notification — of the social inspectorate, the second-
ment of staff gives the user access to additional workers,
usually from an associated company.

The information on agency workers and staff on second-
ment is available only for firms filing full-format accounts.
For firms as a whole, the only available item is the break-
down by employment contract as at 31 December for
staff entered in the firm’'s register, which already offers
a good idea of the use of certain instruments permitting
flexible employment.



Following a decline recorded between 1999 and 2001,
the share of temporary contracts stabilised at around
6 p.c. between 2002 and 2004. Since then, the trend
has been upwards: in 2006, these contracts represented
6.5 p.c. of total jobs, a level which is nevertheless lower
than that recorded at the beginning of the analysis
period. The rise continued at a moderate pace between
2006 and 2007. If the increase recorded in the reduced
population is applied to the figure for the total popula-
tion in 2006, the proportion of temporary contracts
comes to 6.6 p.c. of the total in 2007.

On average, the number of permanent workers increased
by 1.8 p.c. between 2006 and 2007, whereas over the
same period the number of staff recruited on temporary
contracts was up by 4.1 p.c. The rise was substantial in the
case of contracts concluded for the purpose of a specific
project, the number of which increased by over 25 p.c. A
large increase was recorded in various branches of activity,
particularly trade, health and social work, and real estate
and business services. In all, however, staff engaged on
this type of contract account for only a marginal fraction
of the workers recruited (0.2 p.c.).

THE SOCIAL BALANCE SHEET 2007

Permanent contracts still make up the bulk of total
employment, at 93.4 p.c. in 2007. In this regard, atten-
tion should be drawn to the strong convergence in the
proportion of permanent workers in the three firm size
classes. Whereas at the start of the analysis period small
firms had a much higher proportion of workers on per-
manent contracts than they do now, at 95.7 p.c. in 1998
compared to 93.5 p.c. in 2007, the opposite is true for
large firms. In these, the relative proportion of permanent
workers has increased, rising from 91.1 p.c. in 1998 to
a peak of 93.7 p.c. in 2003, before gradually subsiding
to 93.1 p.c. In medium-sized firms, the situation has
changed little, except at the start of the period when the
business environment entailed short-term adjustments
to the workforce, boosting the proportion of temporary
workers in employment. In 2007, the share of permanent
staff came to 93.9 p.c., compared to 93.6 p.c. in 1998.

Workers entered in their employer’s staff register on tem-
porary contracts are proportionately a little less numerous
in firms filing full-format accounts (5.3 p.c. of the work-
force as at 31 December 2007 for the reduced popula-
tion) than in firms filing abridged accounts (5.8 p.c.).

CHART 9

RELATIVE IMPORTANCE OF TEMPORARY CONTRACTS " AND PERMANENT CONTRACTS BETWEEN 1998 AND 2007 @

(percentages of the total, data as at 31 December, total population)
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(1) Fixed-term contracts, substitution contracts or contracts concluded for a specific project.

(2) The results for 2007 were calculated by applying the change recorded between 2006 and 2007 for the reduced population to the value observed for the total population

in 2006.
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Nonetheless, in the case of full-format accounts additional
information is available on the use of agency workers®
or workers seconded from another company, so that the
total active workforce (in FTEs) can be broken down by
type of contract, including agency workers and workers
on secondment.

This analysis shows that, in firms filing full-format accounts,
the use of external workers recruited by another enterprise
— staff agency, sister company or any other employer — is
widespread. In 2007, a total of 4.1 p.c. of employment
expressed in FTEs consisted of agency workers — who
therefore make up the largest proportion of temporary
workers — and 2.9 p.c. consisted of workers on second-
ment, while 3.8 p.c. of staff were workers on fixed-term
contracts, and the other two categories of temporary
contracts remained marginal. Altogether, workers on per-
manent contracts represented 88.5 p.c. of employment.

Permanent contracts account for around 90 p.c. of
employment in terms of FTEs in both medium-sized and
large firms. While the percentage of temporary workers is

CHART 10 PROPORTION OF WORKERS EMPLOYED UNDER A
NON-PERMANENT CONTRACT IN 2007 ™
(percentages of total employment in FTEs, reduced population,
full-format accounts)
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(1) Agriculture was disregarded on account of its minor relative importance.

(2) Staff linked to a firm by entry in the staff register and seconded to another firm
obliged to file a social balance sheet are counted twice, without it being possible
to correct that double counting.
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almost the same, large firms make proportionately greater
use of fixed-term contracts, whereas medium-sized firms
make greater use of agency staff. In small firms, workers
on secondment represent the bulk of the temporary staff,
but for this category of firms the breakdown is heavily
biased by the presence of a new structure linked to the
BNRC and set up in 2004, which had only two workers
on the permanent staff at the end of 2007 but during
this period received almost 19,000 FTEs transferred from
BNRC Holding.

Relatively few firms use workers on secondment. In
2007, of the 8,185 firms filing full-format accounts, only
387 used this procedure, or under 5 p.c. of the total.
Nonetheless, workers on secondment represent no less
than a fifth of the workforce expressed in FTEs in the user
firms. They are particularly common in transport and com-
munication (particularly at BNRC and in a number of port
handling firms which make use of companies supplying
dockers) and in the health and social work sector.

The proportion of firms using temporary employment
agencies far exceeds the proportion of firms using work-
ers on secondment. Although the use of agency staff is
strictly regulated, and is still prohibited in certain cases
and for a number of activities?, the regulations applicable
are much less strict than those concerning secondment,
which is generally prohibited except in certain cases®. In
the reduced population, 63 p.c. of firms filing full-format
accounts took on agency workers in 2007. The percent-
age rises the bigger the firm. Thus, 53 p.c. of small firms
use such staff, compared to 79 p.c. of medium-sized firms
and 90 p.c. of large firms. However, in small firms agency
staff account for 7.5 p.c. of the workforce in FTEs com-
pared to 6.9 p.c. in medium-sized firms and only 3.3 p.c.
in large firms. In the various sectors, a larger proportion
of firms in mining and quarrying, manufacturing and
hotels and restaurants take on agency staff: here, user
firms represent 92, 85 and 75 p.c. respectively of the total
number of companies. The sectors making least use of
agency workers are health and social work and financial
and insurance services.

(1) In terms of hours worked, the volume of agency work stated in the social balance
sheets for 2007 represented over 40 p.c. of that recorded by Federgon, the
“Federation of Employment Partners”. The conclusions which may be drawn from
the social balance sheet therefore appear to be representative.

S

The use of agency workers is prohibited in cases where an employment contract
is suspended on account of a lack of work caused by economic factors or
inclement weather, or in the case of a strike or lock-out in the firm. In the case of
removal firms, furniture storage facilities and related activities, the use of agency
staff is still strictly prohibited. In construction, it is permitted only for the purpose
of replacing a worker who is unfit for work or if there is a temporary surplus of
work.

©

Apart from their normal activities, employers may make their permanent

staff available to other users on an exceptional basis and for a limited period.
However, this requires the prior authorisation of the social inspectorate following
agreement between the user and the firm’s union or, failing that, the workers’
organisations represented on the joint committee for the firm. The prior
authorisation is not required if two firms are mutually dependent in economic
and financial terms and/or if the staff are made available for the purpose of
performing specialist work requiring particular professional qualifications.



TABLE 6 AGENCY WORKERS IN FIRMS

FILING FULL-FORMAT ACCOUNTS

(reduced population)

2006 2007
Percentages of the total
Number of FTEs .............. 3.9 4.1
Hours worked ................ 4.8 5.0
Staff costs ................... 3.2 33
Units
Number of FTES .............. 39,490 41,966
Hours worked (thousands) .. ... 73,932 78,673
Hours worked per FTE ......... 1,872 1,875
Staff costs per hour worked
(euro) ... 232 23.8
p.m. Percentages of
agency employment
recorded by Federgon
Hours worked ............. 42.7 42.0

Sources: Federgon, NBB (social balance sheets).

Agency staff employed by firms in the reduced popula-
tion filing full-format accounts increased by 6.3 p.c.
between 2006 and 2007. In the latter year, these firms
employed 41,966 FTEs from agencies, equivalent to
4.1 p.c. of employment. The percentage is similar in
small and medium-sized firms, at around 5.6 p.c., but
is only 3.1 p.c. in large firms. In community, social and
personal services, manufacturing industry, and hotels and
restaurants, the share of agency workers exceeds 6 p.c.
Conversely, in health and social work, energy and water,
and financial and insurance services it is still around or
below 1 p.c.
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The volume of hours worked by agency staff increased
by 6.4 p.c. and in 2007 represented 5 p.c. of the total
volume of labour. The average annual working time per
agency worker remained more or less steady, rising from
1,872 hours in 2006 to 1,875 hours in 2007. The aver-
age hourly cost of an agency worker was up from 23.2 to
23.8 euro, a rise of 2.7 p.c., comparable to the average
increase for staff recorded in the register of firms filing
full-format accounts, namely 2.8 p.c. In total, costs relat-
ing to the employment of agency workers accounted for
3.3 p.c. of staff costs in 2007.

4. Staff costs

The staff costs recorded in the social balance sheets
comprise only payments by employers to staff entered
in the register. They differ from the labour cost concept
used in the national accounts in that they do not include
the payments made to pensioners — who are no longer
recorded in the staff register — or certain costs associated
with any restructuring, which may be recorded on the bal-
ance sheet of firms as exceptional expenses. Furthermore,
the picture indicated by the social balance sheets relates
to a reduced population of firms, constant for 2006 and
2007, with the omissions of workers and firms which
this methodology implies. Consequently, the movement
in costs stated in the social balance sheets is not directly
comparable to that calculated on the basis of the national
accounts.

The costs incurred by firms in the reduced population in
respect of workers recorded on their register increased by
5.1 p.c. between 2006 and 2007. Over the same period,
the number of workers expressed as FTEs rose by 2.1 p.c.
This increased the average annual labour cost by 3 p.c,,
from 50,196 to 51,679 euro.

TABLE 7 STAFF COSTS RELATING TO WORKERS RECORDED IN THE STAFF REGISTER
(euro, unless otherwise stated; annual averages; reduced population)
2006 2007 Percentages change
between 2006 and 2007

Per FTE .. 50,196 51,679 3.0
Per hour worked ... ... ... 32.9 33.8 2.8

Full-time workers . ... . 335 345 2.9

Part-time workers .......... ... 29.7 30.4 2.2

Source: NBB (social balance sheets).
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The volume of labour expressed in hours increased at
a slightly higher rate than in the case of employment
expressed in FTEs, namely by 2.3 p.c., so that costs per
hour worked increased by slightly less (2.8 p.c.) than
costs per FTE, reaching an average of 33.8 euro in 2007.
The rise was slightly sharper for full-time workers, whose
wages increased from 33.5 to 34.5 euro per hour worked
—up by 2.9 p.c. In contrast, the hourly wages of part-time
workers increased by a much more modest 2.2 p.c. to
reach 30.4 euro in 2007.

The trend in hourly labour costs is often more volatile for
part-timers than for full-time workers, as the expansion of
part-time working is leading to changes in the structure
of the part-time workforce (notably in terms of the work-
ers' gender, qualifications and seniority, as well as the
working arrangement chosen and the branch of activity
where they are employed), which have some influence on
the level and growth of the wage bill attributed to these
workers. It is also worth noting that the breakdown of the
volume of labour and costs between full-time and part-
time workers is often complicated at firm level, and that
the resulting errors have a greater impact in the case of
part-time work than full-time work, the volume of which
is much larger.

The rise in average costs per hour worked remained
fairly uniform — at or around 3 p.c. — in the various firm
size classes. The scale of the increase was the same in
small and medium-sized firms, both for full-time work-
ers (2.9 p.c.) and for part-timers (3.8 p.c.). In contrast, in
large firms the rise was much more marked for full-time
workers (3.4 p.c.), while it was decidedly smaller for part-
timers (1.2 p.c.).

Hourly cost increases varied between the branches of activ-
ity. The rise was very modest in the energy and water sector
(0.1 p.c.) and in financial and insurance services (1.6 p.c.).
It was also well below the average in hotels and restaurants
(2.2 p.c.). Conversely, hourly costs increased by significantly
more than the average in the health and social work sector
(3.9 p.c.) and in mining and quarrying and manufactur-
ing (3.9 and 3.7 p.c. respectively), as well as in commu-
nity, social and personal services (3.5 p.c.). In the other
branches, the increase was between 2.4 and 2.7 p.c.

While the movement in staff costs per hour worked varies
between firms brought together by branch of activity, the
hourly cost levels also differ, both according to branch
and firm size. As a general rule, hourly costs increase the
larger the firm, but that is not systematically the case, as
is evident from the 2007 findings in the reduced popula-
tion. In trade, mining and quarrying, and real estate and
business services, hourly costs in medium-sized firms
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CHART 11 STAFF COSTS PER HOUR WORKED IN 2007 :
BREAKDOWN BY SIZE AND BRANCH OF
ACTIVITY OF THE FIRMS @
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(1) Agriculture was disregarded on account of its minor relative importance.

exceeded those in large companies, and in the energy
and water sector they were lower than the costs recorded
in small firms.

In 2007, hourly costs averaged 26.8 euro in small firms,
32.8 euro in medium-sized companies and 38.9 euro in
large firms, but for the same size class the hourly cost in
some firms was up to twice as high as in others, depend-
ing on the branch of activity. The hotel and restaurant
trade recorded the lowest wages for all size classes: the
cost of one hour’s work averaged 18 euro in small enter-
prises, 23 euro in medium-sized ones and 27 euro in large
ones. In the energy and water sector, on the other hand,
hourly wages came to almost 40 euro in small companies
and over 60 euro in large ones. In the case of medium-
sized firms, hourly labour costs were highest in financial
and insurance services, at around 44 euro.

5. Training

The social balance sheet makes it possible to measure
the training efforts of firms on an annual basis. For 2007,
it comprised two tables, one concerning formal training
and the other dealing with training, guidance and men-
toring activities resulting from the law of 5 September



2001 promoting the employment rate of workers. These
last activities are relatively uncommon, unlike formal
training activities: in 2006, 416 enterprises, out of the
79,402 firms in the total population, stated that they had
conducted such activities, and in the reduced population
the figure was only just over 300 in 2007, or 0.7 p.c. of
the total. This low proportion suggests that the results
thus obtained are not validly usable. Moreover, since this
information no longer appears in the new version of the
social balance sheet applicable for years ending on or
after 1 December 2008, it was decided not to devote a
specific section to the subject in this analysis.

5.1 Formal training recorded in the social balance
sheets

Formal training covers the training courses and pro-
grammes run by a person trained for the purpose in
premises devoted to that activity. The organisation of
these activities is planned according to the needs of the
trainer. Employers are required to state the number of
participants attending one or more forms of training,
the hours spent on these activities and the costs incurred
by the firm, stating the figures separately for men and
women. The concept of training costs is understood in the
broad sense, i.e. not only the costs invoiced, the trainers’
pay and the various logistical costs associated with these
activities, but also the pay of the participants and specific
payments to the sectoral and social security funds, less
any subsidies received.

At the level of the total population, just over 5,000 firms
completed the social balance sheet table relating to formal
training between 2002 and 2005. In 2006, the number of
trainer companies increased to 5,549 units. Entry into
force of the obligation on large NPIs to file standardised
annual accounts from that year onwards was doubtless
a factor here. Thus, in 2006, in the community, social
and personal services branch and in the health and social
work sector, where NPIs are very numerous, the number
of enterprises organising formal training increased by 45
and 145 respectively compared to the average figures
recorded between 1998 and 2005, representing a rise of
39 and 24 p.c. respectively.

While the rise between 2005 and 2006 in the total popula-
tion probably reflects a break in the series, that is not the
case in the reduced population — which covers the same
enterprises for the two consecutive years — where a signifi-
cant increase of almost 5 p.c. in the number of enterprises
organising training was recorded between 2006 and 2007.
In 2007, 4,102 enterprises had organised formal training,
or 9.2 p.c. of companies in the reduced population.
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It should be noted that the training programmes of some
firms may vary considerably from one year to another
according to their investment projects and the available
budgets. Moreover, not all firms arrange training system-
atically in every year. Thus, even within the reduced popu-
lation, 3,159 enterprises completed the tables relating to
formal training for both 2006 and 2007, while 754 firms
supplied this information for 2006 only, and 943 (almost
a quarter of the total) for 2007 only. These characteris-
tics must be taken into account in assessing the results
recorded in relation to the training targets set.

In 1998, under the central agreement for 1999-2000, the
social partners had quantified the amount to be spent on
training in the next six years: in 2004, training costs were
to represent 1.9 p.c. of labour costs incurred by all firms
in the private sector. Intermediate targets had been set for
the years 2000 (1.4 p.c.) and 2002 (1.6 p.c.). In 2003, at
the employment conference, a target for participation in
training was added: by 2010, one in two workers must
have access to training each year. At the end of 2005,
under the Generation Pact, the government asked the
social partners to ensure that these commitments were
fulfilled. In particular, it asked them to define new growth
paths. In this connection there is provision for assessing
the training efforts at sectoral level, and a penalty system
has been set up in the form of a specific contribution from
sectors making insufficient effort. The pact also stipulated
that the target of 1.9 p.c. of the wage bill to be spent on
training was now to be achieved by 2006, or two years
later than the social partners originally planned.

On the basis of the results obtained for our analysis
population (which does not include all firms: in par-
ticular, those with less than one FTE are excluded, as are
those whose financial year ends on a date other than
31 December), the figures fell far short of the targets.
In 2006, the number of workers with access to training
came to only 35.2 p.c. of the total workforce, and train-
ing costs represented less than 1.2 p.c. of the wage bill.
This weak performance highlights the substantial effort
still required on this matter.

Between 2006 and 2007, there was nonetheless an encour-
aging rise in training indicators in the reduced population®.
Thus, the number of workers trained increased by 2.5 p.c.,
outpacing the increase in employment, which expanded by
2.3 p.c. on average. As a result, the training participation
rate increased, though admittedly by a modest amount
(only 0.2 p.c.), bringing it to 39.4 p.c. in 2007.

(1) Note that in the case of the training indicators obtained for the reduced
population, both the levels and the movements are subject to an upward bias
owing to the over-representation of large firms, which are traditionally more
systematic in reporting their investment in training.
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The rise in the numbers taking part in training remained
moderate compared to the increase in budgets and train-
ing hours, up by 9.3 and 9.7 p.c. respectively. For compar-
ison, total staff costs increased by only 5.1 p.c. and hours
worked by 2.3 p.c. The share of training costs in total staff
costs therefore increased sharply, from 1.37 to 1.42 p.c.
for this same reduced population, representing a 4 p.c.
rise. The number of hours of training expressed as a per-
centage of the total hours worked was up by 7.3 p.c. in
firms in the reduced population between 2006 and 2007.
In 2007, these firms thus devoted 0.93 p.c. of working
time to training, compared to 0.87 p.c. a year earlier.

Since the hours of training and the costs increased at
similar rates of around 9 p.c., the average cost of an
hour’s training remained unchanged overall, in the region
of 52 euro. Conversely, the number of hours of training
per participant increased by 7.1 p.c., with each trained
worker receiving 32.6 hours of training, or two hours
more than in 2006. The situation still varies between
men and women. For women, access to training was still
almost 10 p.c. below the figure for men in 2007, while
the average number of hours of training for female work-
ers was more than 25 p.c. less than for men. There was a
gap of comparable size in regard to the cost of an hour’s
training.

As a general rule, investment in training and workers'
access to training increases the bigger the firm. But the
training policy also depends very largely on the specific
requirements of the various sectors. Thus, some of them
long ago set up training schemes accessible to a large
proportion of their staff. In the energy and water sector,
three-quarters of workers had access to training in 2007.
The rate of access to training was also well in excess of
the 50 p.c. target in financial and insurance services, and
in transport and communication, while it was close to
that figure in manufacturing (47 p.c.). Conversely, work-
ers in the hotel and restaurant trade and the construction
industry are the worst off, since barely 11 and 15 p.c. of
them respectively were offered training. In regard to the
financial effort, the ranking of the sectors and their posi-
tion in relation to the targets is almost the same. The top
performers devote more than 2.5 p.c. of the wage bill to
training, while the sectors which spend the least spend
less than 0.5 p.c. The health and social work sector is dif-
ferent from the others: while the participation rate there
(43 p.c.) is well above the average (39 p.c.), the amounts
allocated to training are quite low in proportion: training
costs represent only 0.65 p.c. of the wage bill, compared
to the average of 1.42 p.c.

TABLE 8 FORMAL TRAINING IN FIRMS

Training Training Training costs Hours of training
firms participants
(as p.c. of (as p.c. of (as p.c. of (average (as p.c. of (average
total firms) average staff costs) per hour, hours worked) per participant,
employment) in euro) in hours)
Total population
1998 ... 7.5 33.0 1.34 44.5 0.75 33.1
1999 .. 7.8 34.6 1.30 44.4 0.75 31.2
2000 ... 7.6 35.1 1.42 43.0 0.86 353
2001 . 7.0 35.0 1.36 44.3 0.84 34.0
2002 .. 7.2 34.6 1.27 46.4 0.79 31.8
2003 ... 7.1 34.7 1.20 45.4 0.77 31.0
2004 ... 6.8 35.7 1.13 46.6 0.73 28.4
2005 ... 6.7 36.0 1.13 47.9 0.73 28.0
2006 ... 6.9 35.2 1.17 49.3 0.75 29.0
Reduced population
2006 ... 8.8 39.3 1.37 52.0 0.87 30.5
2007 .. 9.2 394 1.42 51.8 0.93 32.6
p.m. Percentage changes . ..... 48 02 4.0 -0.4 7.3 7.1

Source: NBB (social balance sheets).
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CHART 12 POSITION OF BRANCHES OF ACTIVITY IN 2007,
IN RELATION TO TRAINING TARGETS ™
(percentages, reduced population)
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(1) Agriculture was disregarded owing to its minor relative importance.

(2) Training costs as a percentage of staff costs.

(3) Numbers participating in training, as a percentage of average employment.

5.2 Tables relating to training in the new version of
the social balance sheet

A new form relating to the social balance sheet applies to
all financial years commencing from 1 December 2008.
As regards the training efforts of employers, the informa-
tion requested is much more detailed and the scope is
broader. Given the importance of this information in the
future for the assessment of the training efforts of firms,
at both macroeconomic and sectoral or individual level,
it is essential to clarify the content. That is why a metho-
dological note, available on the website of the National
Bank of Belgium, was produced jointly by the Central
Balance Sheet Office, the Central Economic Council and
the National Labour Council®.

(1) Cf. Explanatory notes, only available in French or Dutch, on the information on
training activities included in the social balance sheets at: http:/Awww.nbb.be/
DOC/BA/SocialBalance/Notice_Formations_FR_4%20avril%202008.pdf.
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The training schemes covered are divided into further
vocational training and basic vocational training.

Further vocational training schemes comprise training
attended by one or more staff members, planned in
advance and designed to augment the workers’ knowl-
edge or improve their skills. This training is funded partly
or entirely by the firm (including indirectly, e.g. via contri-
butions to training funds). This training category is subdi-
vided into formal and informal training.

Further formal vocational training means courses and
apprenticeships designed by trainers. This type of training
is characterised by a high degree of organisation by the
trainer or the training institution. It takes place in premises
clearly separate from the place of work. These training
programmes are intended for a group of trainees and may
lead to a certificate of attendance.

Less formal or informal vocational training means learning
activities other than those mentioned above. This kind of
training is typically organised to a large degree (in terms
of time, place and content) by the individual trainees or
groups of trainees themselves. The content is determined
according to their individual needs. There is a direct link
between the training and the job or the place of work,
but the training may also involve attendance at confer-
ences or trade fairs for learning purposes.

The social balance sheet devotes one table to each of these
two types of further training. In both cases, employers are
required to state the number of workers concerned, the
hours of training completed and the net cost borne by
the firm, giving separate figures for men and women.
However, the table relating to formal vocational training
contains more details on costs, since employers have to
give specific details on the calculation of the net cost for
the firm, namely the gross costs directly connected with
the training (comprising the costs inherent in the training
— enrolment fees and, if appropriate, travel and accom-
modation costs, cost of supplies, remuneration of training
staff and organisers, miscellaneous operating costs — and
the wages of the workers), contributions and payments
to collective funds intended for financing the training, less
any subsidies and other financial benefits received.

The last table is devoted to initial training given to per-
sons employed under systems which alternate training
and work experience. To qualify as initial training, it must
fulfil the following criteria: the purpose of the training is
to acquire a diploma or an officially registered certificate;
the person’s main activity must be training, but the course
must consist at least in part of practical experience in the
firm; the period of training must be at least six months.
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In regard to initial training, the employer must state
separate figures for men and women indicating the total
number of apprentices or trainees in question, the hours
worked in the firm (excluding time spent in the training
institution) and the net cost to the firm.

Conclusions

As an annual average, employment grew by 2.3 p.c. in
2007, driven by the favourable developments in the full-
time and part-time workforce. The rise in the average
number of workers was widespread in all firm size classes
and all branches of activity, but it exceeded the average in
SMEs and in certain branches of the tertiary sector.

The expansion of part-time working is attributable only
partly to the recruitment of staff working reduced hours.
In medium-sized and large firms, the growth of the part-
time workforce corresponds mainly to changes in the
working arrangements of existing staff. In small firms, on
the other hand, these internal changes reinforced the net
inflow of part-time workers. However, in this category of
firms, it was full-time staff who accounted for most of the
rise in employment in 2007.

Construction of a longitudinal database using the
annual data taken from the social balance sheets over
the period 1998 to 2006 made it possible to study the
dynamics of paid employment in the private sector in
relation to the business cycle. The rate of job creation
thus appears to be closely linked to the pattern of
business activity, while the correlation between the
rate of job destruction and economic activity, although
negative as expected, is weaker. The influence of firms’
demography on the dynamics of paid employment was
also demonstrated. In 27 p.c. of cases, job creation is
attributable to new firms, while the disappearance of
firms accounts for around 30 p.c. of job destruction;
this corresponds to the orders of magnitude seen in
other European countries.

The external staff movements recorded in firms in the
reduced population were greater than in the previous
year, but in total the net inflow of workers in 2007
— around 21,000 units — was 10,000 units below the
2006 level. It came to around 14,000 units in firms
filing full-format accounts, which are required to supply
more details on these staff movements. In these com-
panies, net recruitment was higher for women than
for men, continuing a trend apparent for several years.
Regarding the workers’ standard of education, the net
increase in the workforce was due to a combination
of net recruitment of workers with higher education
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diplomas or certificates of secondary education and
net departures of holders of certificates of elementary
education.

Analysis of the reasons for leaving indicates variations
according to the firm's size and branch of activity. In
medium-sized and large firms, most staff departures are
due to expiry of temporary contracts, while in small firms
voluntary departure is the main cause. Also, redundancies
and retirement, including early retirement, are relatively
more common in firms with over 250 FTEs. At the level of
branches of activity, the relative shares of the various rea-
sons for leaving sometimes deviate widely from the aver-
age. Thus, the expiry of temporary contracts accounted
for almost 70 p.c. of departures in firms in the other serv-
ices branch. In construction, 60 p.c. of departures were
due to workers leaving voluntarily. Financial, real estate
and business services also exhibited significant deviations
from the average, since just over a quarter of departures
were due to redundancy. Finally, early retirement was
most widespread in industry, accounting for 10 p.c. of
departures.

In the case of firms filing full-format accounts, the
turnover rate of staff on permanent contracts came to
15.2 p.c. in 2007, 0.6 percentage point higher than a year
earlier. In particular, small firms — which traditionally have
a higher rate of worker replacement — recorded increased
external mobility. In the branches which tend to contain
large firms, such as manufacturing, health and social
work, and financial and insurance services, the rate of
staff turnover was below the average. In contrast, some
branches of activity recorded particularly high levels of
external mobility. This was true, for instance, in real estate
and business services, a sector containing firms which vary
more in size.

Part-time working continued to expand steadily among
the staff of firms required to file a social balance sheet,
rising from 20 p.c. in 1998 to over 27 p.c. in 2006. In the
reduced population, there was a further increase (1.7 p.c.)
in the rate of part-time working in 2007. Already very
widespread among the female working population, since
over half of women work reduced hours, female part-time
working showed a further slight increase between 2006
and 2007 (0.5. p.c.). For men the increase was larger
(2.7 p.c.), although admittedly starting from a much
lower level.

This working arrangement is increasingly common what-
ever the branch or firm size. Nonetheless, it is unevenly
distributed: it is more common in small and large entities
than in medium-sized firms, and in branches of activity
where women are the most strongly represented, such



as other services (which includes in particular health and
social work).

The proportion of temporary contracts continued to rise
in 2007, reaching 6.6 p.c. of the total, compared to 6 p.c.
three years earlier. However, permanent contracts still
represent the major part of employment, i.e. between 93
and 94 p.c. of the total depending on the firm’s size class.
This convergence contrasts with the much more hetero-
geneous situation seen at the beginning of the analysis
period, when the proportion of permanent workers in
small firms was almost 5 percentage points higher than
in large companies.

Agency work expanded again in 2007 in firms filing
full-format accounts — the only ones for which this
information is available — to represent a total of 4.1 p.c.
of the FTE workforce; this constitutes the largest pro-
portion of the temporary labour force, ahead of work-
ers on fixed-term contracts (3.8 p.c.) and workers on
secondment (2.9 p.c.). The instruments used to adjust
the labour force vary between branches: in industry,
it is agency staff that are used most frequently, while
in trade, transport and communication greater use is
made of workers on secondment and while the other
services branch makes more use of workers on fixed-
term contracts.
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The wage bill increased by 5.1 p.c. between 2006 and
2007 in firms in the reduced population. At the same
time, the volume of labour grew by 2.3 p.c., so that the
increase in hourly costs averaged 2.8 p.c. The increase
was larger in the case of full-time workers (2.9 p.c.) than
part-time workers (2.2 p.c.). The movement in these
costs and the cost levels vary considerably according to
the firm’s size class and branch of activity. Hourly costs
generally increase with size. They are lowest in the hotel
and restaurant trade and highest in the energy and water
sector, and in financial and insurance services.

In regard to training, the performance observed in 2006
for the total population still falls well short of the targets:
training costs represented only 1.17 p.c. of the wage bill,
whereas the Generation Pact had stipulated a target of
1.9 p.c., and the rate of worker participation in training
was only 35.2 p.c., compared to the target of 50 p.c. set
for 2010. Some improvement was nevertheless recorded
between 2006 and 2007 in the reduced population: the
indicator relating to the amount spent on training was
up by 4 p.c. If this percentage were applied to the 2006
figure for the total population, the training budget would
have represented 1.22 p.c. of staff costs in 2007. The
rate of worker participation in training also increased very
slightly, by 0.2 p.c., to reach 35.3 p.c. in 2007 according
to the same calculation method.
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Annex 1
Methodological annex

1, l\/]lcef’;hodological principles governing the composition of the populations
of firms

The methodological principles governing the composition of the populations of firms to be used in the analysis are
described in detail in Annex 1 to the article “The social balance sheet 2005”, which appeared in the December 2006
Economic Review and is available on the website of the National Bank of Belgium (www.nbb.be).

It should be remembered that only the social balance sheets of firms which meet certain criteria relating to homogeneity,
consistency and quality are taken into account. In particular, the financial year must comprise 12 months and must
end on 31 December; the firms must be in the private sector®, they must have at least one FTE employee, and their
economic activity must be clearly identified®; the data reported in the social balance sheet must tally exactly with the
data in the annual accounts®; firms submitting abnormal values for hourly staff costs or hours worked per FTE are
eliminated, as are any anomalies found in regard to training and the use of agency workers.

The use of these methodological principles is justified by the desire for reliable, consistent data. However, it does mean
that the number of social balance sheets used for the analysis in this article is significantly smaller, for each year, than
the total number of social balance sheets filed at the Central Balance Sheet Office.

In addition, the analysis of the results of the social balance sheets filed for 2007 is conducted on a constant reduced
population®, which further limits the coverage of the analysis population in relation to the balance sheets filed at the
Central Balance Sheet Office. The results presented in this article therefore reflect the changes recorded in a population
which remained stable between 2006 and 2007, and may differ from the changes which, following final closure, will be
observed on the basis of the total population® of firms filing a social balance sheet.

Following the selection process, the total population for 2006 comprised 79,402 firms and 1,863,641 employees. For
the same year, the constant reduced population comprised 44,718 companies which together employed 1,312,274
workers, corresponding to 70.4 p.c. of the persons employed in all the firms submitting a social balance sheet for that
year, although the number of firms included in the reduced population represents only 56 p.c. of the total population of
firms. Workers employed in firms in the reduced population represent 50 p.c. of the private sector employment recorded
in the national accounts®.

(1) Private sector employment is defined as employment recorded in the total economy (S1), less employment in the public sector (513) and in the household sector (S14).
This concept also excludes firms in NACE-Bel branches 75 “public administration and defence; compulsory social security”, 80 “education” and 95 “Activities of households
as employers of domestic staff”, as well as temporary employment agencies (NACE-Bel 74-502).

(2) Firms whose activity or address is unknown are excluded from the population.
(3) This amounts to excluding firms in which some of the employees work abroad or are not entered in the staff register (statutory staff).

(4) Firms have seven months from the date of the end of the financial year to file their social balance sheets at the Central Balance Sheet Office. In view of the additional time
needed to check the data, the full set of social balance sheets relating to 2007 was not available on 8 September 2008 when the data were extracted.

(5) Firms which did not file a social balance sheet for one of the two years are in fact excluded from the reduced population. Moreover, since the Central Balance Sheet Office
gives priority to processing the annual accounts of large firms, the results based on the reduced population for 2007 lead to some distortion in favour of large firms.

(6) The concept of private employment used here corresponds to employment recorded in the total economy (S1), less employment in the public sector (513) and in the
household sector (S14). This concept also excludes firms in NACE-Bel branches 75 “public administration and defence; compulsory social security”, 80 “education” and 95
“Activities of households as employers of domestic staff”, which are not taken into account in full in the social balance sheets.
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TABLE 1 REPRESENTATIVENESS OF THE REDUCED POPULATION IN 2006

Number of workers Representativeness
of the reduced population

In the national In the social balance sheets In p.c. of In p.c. of
accounts™ private sector the total
employment® population
Total Reduced
population® population®
(M ) (3) @ =03/ (5)=03)/@
According to the employment criterion . .... 2,620,678 1,863,641 1,312,274 50.1 70.4
Agriculture ... 17,021 9,809 5,389 31.7 54.9
Industry ................................... 586,991 459,084 372,553 63.5 81.2
Mining and quarrying industry .............. 3,087 2,999 2,566 83.1 85.6
Manufacturing industry .......... ... ... ..., 558,735 433,901 352,354 63.1 81.2
Energy and water ............. . ... 25,169 22,184 17,633 70.1 79.5
Construction ........ ... .. 186,126 137,667 95,551 51.3 69.4
Trade, transport and communication .......... 784,035 575,348 430,823 54.9 74.9
Trade and repairs . ... 462,223 312,718 231,026 50.0 73.9
Hotels and restaurants .................... 88,398 55,443 25,948 29.4 46.8
Transport and communication .............. 233,414 207,187 173,849 74.5 83.9
Financial services, real estate
and business services .. ... 547,231 317,753 244,237 44.6 76.9
Financial and insurance services ............. 127,445 111,890 98,086 77.0 87.7
Real estate and business services® .......... 419,786 205,863 146,151 34.8 71.0
Other services . ......... ... ... 499,274 363,981 163,720 32.8 45.0
Health and social work .................... 398,379 318,659 134,484 33.8 4222
Community, social and personal services .. ... 100,895 45,322 29,236 29.0 64.5
According to the criterion
concerning the number of firms ....... ... n. 79,402 44,718 n. 56.3

Sources: NAI, NBB (social balance sheets).

(1) The concept of employment used here corresponds to paid employment in the private sector, or employment in the total economy (S1) less employment
in the public sector (513) and the household sector (514). Moreover, this concept excludes employees in NACE-BEL branches 75 (Public administration and defence;
compulsory social security), 80 (Education) and 95 (Private households with employed persons), which are not taken into account in full in the social balance sheets.

(2) Sum of items 1001 (full-time workers) and 1002 (part-time workers).
(3) Excluding temporary recruitment agencies in the case of the social balance sheets.

Representativeness according to the employment criterion varies from one branch of activity to another. Expressed as
a percentage of the workers employed in firms in the total population relating to 2006, it is lowest in the branches
dominated by small firms, whose annual accounts are filed and/or processed later. This applies, in particular to hotels and
restaurants and to agriculture. Representativeness is also low in the health and social work branch, where changes in
the filing practices of some NPIs disrupted the recording of information contained in the social balance sheets in 2007,
causing the authors to disregard the enterprises concerned ™.

Furthermore, some firms are not represented in the analysis population. Examples include NPIs employing fewer than
20 persons, which are not required to submit a social balance sheet, and temporary employment agencies which were
omitted for the sake of the consistency and quality of the analysis populations. Similarly, paid staff working for employers
not incorporated as a company are excluded since only companies are required to file a social balance sheet. Consequently,
representativeness expressed as a percentage of the employment recorded in the national accounts is particularly low in
the branches containing a large proportion of such enterprises or workers, notably the community, social and personal
services branch, the real estate and business services branch, hotels and restaurants, and agriculture.

(1) Following the obligation to file standardised accounts, applicable to large and very large NPIs since 2006, some institutions which previously filed separate social balance
sheets have filed a single social balance sheet since 2006 or 2007.
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2. Methodology governing the regional breakdown of the social balance sheets

In contrast to last year, the analysis of the social balance sheets was not conducted from a regional angle in this
article. Nevertheless, Annexes 10 to 12 contain a series of regional indicators identical with those published in the
December 2007 Economic Review.

The regional breakdown of firms applies only to the total populations obtained on the basis of the methodological
principles described in section 1 of this annex, for the years 1998 to 2006. The methodology governing the regional
breakdown is similar to that used in 2004 ™.

Single-region firms are those whose registered office and place(s) of business are located in a single region. In 2006,
these single-region firms numbered 78,241, or almost 99 p.c. of the total firms filing a social balance sheet which met
the quality criteria for that year. These companies are generally fairly small: on average, they employ 18 workers.

TABLE 2 REGIONAL BREAKDOWN OF FIRMS FILING A SOCIAL BALANCE SHEET IN 2006
(total population)

Number of firms Number of workers
Units Percentages of the total Total, units Percentages of the total
Single-region firms ............... ... ..., 78,241 98.5 1,373,355 73.7
Brussels ......... . 9,226 11.6 152,149 8.2
Flanders ......... ... ... ... ... ... ... ... 48,202 60.7 872,829 46.8
Wallonia . ........ . 20,813 26.2 348,377 18.7
Multi-region firms ......... ... ... ... . ... ... 1,161 1.5 490,286 26.3
Total ... .. 79,402 100.0 1,863,641 100.0

Source: NBB (social balance sheets).

The remaining 1,161 “multi-region” firms are established in more than one region. On average, they employ
422 persons.

For firms established in more than one region, there are two ways of producing the regional breakdown. The first
consists in attributing the whole of the amounts entered in the social balance sheet items of these firms to the region in
which the firm records the largest number of jobs. In this “majority” approach, each firm is attached to a single region
each year, but that region may differ from one year to the next according to the changes in employment at its places
of business. This majority allocation method introduces distortions in the employment breakdown because some of the
firms active throughout Belgium are attributed to Flanders, which covers 44 p.c. of the country but contained almost
58 p.c. of its residents as at 1 January 2007, while others are allocated to the Brussels region owing to the location of
their registered office, where many services and hence workers are concentrated.

The proportional allocation approach consists in allocating all the social balance sheet items of multi-region firms among
the regions where they have their registered office and their places of business. Such a formula can be calculated for
employment or wages on the basis of the data per establishment collected by the NOSS, as is done by the NAI for
compiling the regional accounts. Conversely, it is not possible to define an allocation formula appropriate to all the
variables in the social balance sheet. That applies, for example, to further training and to agency work. On these subjects,
corporate behaviour may vary according to the activity, organisation and location of the various places of business, and
possibly the training or the agency work available.

(1) See the article “The social balance sheet 2003, published in the Economic Review in the fourth quarter of 2004.
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Neither the majority breakdown (which attributes all the social balance sheet items of each firm to the region in which
it employs the largest number of workers) nor the proportional allocation (which breaks down the social balance sheet
items between the various regions where the enterprise is active according to the employment recorded there) was
considered satisfactory. The group of multi-region firms was therefore not divided among the regions.

It must be pointed out that the breakdown by branch of activity differs considerably between multi-region and single-
region firms (cf. table 3). Within each of these groups there are divergences in specialisation between firms based in
Brussels and those based in Flanders or Wallonia. This heterogeneity is part of the reason for the differences in results
recorded for the regional indicators in Annexes 10 to 12.

TABLE 3 REGIONAL STRUCTURE OF EMPLOYMENT IN 2006

(percentages of the total, total population)

Single-region firms Multi-region Total
firms
Brussels Flanders Wallonia Total
Agriculture ... 0.1 0.8 0.7 0.7 0.0 0.5
Industry ................................... 1.5 28.4 26.4 26.0 20.7 24.6
Construction ....... ... ... ... 5.0 9.4 11.5 9.4 1.6 7.4
Trade, transport and communication .......... 29.9 27.7 23.8 26.9 419 30.9
Financial, real estate and business services .. ... 34.1 11.1 9.2 13.2 27.8 17.1
Other services ............ ... .. 19.4 22.6 28.3 23.7 8.0 19.5

Source: NBB (social balance sheets)
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Annex 2

Classification of firms by branch of activity

The classification of the firms by branch of activity is based on the activity code given in the directory of firms prepared
by the National Bank for the compilation of the national accounts, and containing a range of administrative data on
firms active during any year. The 2006 directory was chosen as the reference to determine the sector and branch of
activity to which firms should be allocated for the whole period from 1998 to 2007. It is based on the 2003 NACE-BEL
nomenclature. Firms not listed in the 2006 directory retain the activity code attributed in the 2005 directory, or failing
that, the code allocated to them by the Central Balance Sheet Office.

The descriptions in the body of the text are based on a breakdown into six or twelve branches, according to requirements.

THE SOCIAL BALANCE SHEET 2007

These two breakdowns appear systematically in annexes 3 to 9.

CLASSIFICATION USED FOR THE ANALYSIS OF THE SOCIAL BALANCE SHEETS

AND LIST OF SECTIONS AND DIVISIONS IN THE NACE-BEL NOMENCLATURE OF ACTIVITIES

Heading Section Division
AGHICURUIE A-B 01-05
INdUSTrY .o
MININg and QUAITYING . ... 10-14
Manufacturing ... ..o 15-37
Energy and Water ... ... ... E 40-41
CONSITUCTION .« . oo e e e e e e e F 45
Trade, transport and communication ....... ... ...
Trade and rePairs . .. ..o G 50-52
Hotels and restaurants ........... .. 55
Transport and communication ............. ... I 60-64
Financial, real estate and business Services .............. ...
Financial and insurance Services . ........... i J 65-67
Real estate and business services™ .. ... .. ... K 70-74
Other ServiCes .. ... ...
Health and social work . ... . . N 85
Community, social and personal services .............. ... . .. 90-93

(1) Excluding temporary employment agencies (code NACE-Bel 74.502).
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Annex 3

CHANGE IN THE NUMBER OF WORKERS RECORDED BETWEEN 2006 AND 2007 IN FIRMS IN THE REDUCED POPULATION

Full-time equivalents Number of persons

Average employment Employ- Average employment Employ-
ment ment
at at
year Full-time Part-time year
end end
(units) (p.c.) (p.c.) (units) (p.c.) (units) (p.c.) (units) (p.c.) (p.c.)
Agriculture ... 120 2.5 -0.2 124 3.0 -12 -0.9 112 2.1 -04
Industry .................. 2,347 0.7 0.5 1,838 0.6 1,014 2.5 2,853 0.8 0.5
Mining and quarrying . ... -8 -0.3 -1.2 -8 -0.3 -2 -1.4 -10 -0.4 -1.4
Manufacturing .......... 2,465 0.7 0.5 2,069 0.7 866 2.2 2,935 0.8 0.5
Energy and water ....... -109 -0.6 1.2 -223 -1.4 150 10.7 =73 -04 1.3
Construction .............. 2,570 2.7 1.9 2,255 2.5 473 9.4 2,728 2.9 2.0
Trade, transport
and communication ........ 5,518 1.4 0.7 3,105 1.0 3,605 3.0 6,710 1.6 0.8
Trade and repairs ........ 4,533 2.2 1.1 3,435 2.2 1,239 1.7 4,674 2.0 1.0
Hotels and restaurants -59 -0.3 -4.6 -165 -1.3 353 2.6 188 0.7 -3.0
Transport
and communication . ... .. 1,044 0.6 0.7 -165 -0.1 2,013 5.9 1,848 1.1 1.2
Financial, real estate
and business services ... .. .. 7,591 3.5 4.0 5,050 2.9 3,389 4.8 8,440 3.5 3.9
Financial and insurance
SEIVICES ... 540 0.6 -0.1 28 0.0 181 0.7 210 0.2 -0.2
Real estate and business
services" ... L. 7,051 5.5 6.8 5,022 49 3,208 7.3 8,230 5.6 6.6
Other services ............. 6,889 5.2 5.0 3,484 4.2 5,279 6.5 8,763 5.4 5.1
Health and social work .. .. 6,454 6.1 5.9 3,179 5.3 5111 6.9 8,290 6.2 6.1
Community, social
and personal services . ... 434 1.7 1.5 304 1.4 168 2.2 473 1.6 0.4
Total .................... 25,034 2.1 1.8 15,856 1.6 13,749 4.3 29,605 2.3 1.9

Source: NBB (social balance sheets).

(1) Excluding temporary employment agencies.
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Annex 4

HOURS WORKED BY WORKERS RECORDED IN THE STAFF REGISTER

Units, per year (total population)

Percentage change
between 2006 and 2007

(reduced population)
2000 2001 2002 2003 2004 2005 2006
Per full-time equivalent Per Per Per Per Per Per
full-time  ful-time  part-time  full-time  full-time  part-time
equivalent  worker worker  equivalent  worker worker
Agriculture ... 1,573 1,537 1,545 1,533 1,556 1,525 1,548 1,546 755 1.0 0.8 2.2
Industry ................... 1,534 1,518 1,506 1,508 1,533 1,517 1,520 1,523 998 0.3 0.2 -0.1
Mining and quarrying ..... 1,517 1,479 1,487 1,497 1,490 1,463 1,479 1,476 1,004 1.1 1.6 -6.9
Manufacturing ........... 1,540 1,523 1,510 1,512 1,540 1,521 1,525 1,528 995 0.1 0.1 -0.2
Energy and water ........ 1,416 1,415 1,426 1,425 1,410 1,445 1,435 1,432 1,073 3.1 3.1 2.1
Construction ............... 1,460 1,438 1,427 1,433 1,464 1,442 1,442 1,437 944 0.3 0.4 -1.0
Trade, transport
and communication ......... 1,677 1,640 1,627 1,616 1,605 1,578 1,576 1,580 878 0.0 -0.3 1.6
Trade and repairs ......... 1,634 1,628 1,610 1,600 1,608 1,597 1,589 1,594 945 -0.1 0.0 0.5
Hotels and restaurants .... 1,624 1,580 1,590 1,567 1,562 1,561 1,564 1,544 671 0.3 -0.2 0.3
Transport
and communication ....... 1,740 1,666 1,656 1,648 1,608 1,554 1,560 1,568 886 0.0 -0.7 4.0
Financial, real estate
and business services ........ 1,601 1,588 1,552 1,541 1,551 1,536 1,541 1,561 878 0.5 0.6 1.2
Financial and insurance
Services . ................ 1,529 1,500 1,428 1,426 1,436 1,422 1,417 1,459 843 1.3 1.4 35
Real estate and business
services™ ... L. 1,657 1,654 1,646 1,625 1,630 1,609 1,612 1,620 895 -0.2 -0.1 -0.2
Other services .............. 1,555 1,514 1,513 1,520 1,531 1,510 1,496 1,482 875 0.2 0.1 0.7
Health and social work .... 1,549 1,503 1,502 1,508 1,523 1,496 1,482 1,462 879 0.1 -0.1 0.6
Community, social
and personal services ..... 1,595 1,583 1,581 1,594 1,583 1,592 1,585 1,577 823 0.8 0.9 1.0
Total ..................... 1,584 1,559 1,545 1,543 1,552 1,532 1,530 1,533 889 0.2 0.1 1.0

Source: NBB (social balance sheets).
(1) Excluding temporary employment agencies.
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Annex 5

BREAKDOWN OF THE NUMBER OF WORKERS REGISTERED BY EMPLOYMENT CONTRACT AND BY GENDER

(percentages of the total workers recorded in the staff register at the end of the year)

2000 2001 2002 2003 2004 2005 2006 2006 2007
(total population) (reduced population)
By type of contract
Permanent contract ......................... 93.1 93.8 93.9 94.0 94.0 93.8 93.5 94.7 94.6
Fixed-term contract ......................... 5.4 4.8 4.8 49 5.0 5.2 5.4 4.5 4.6
Agriculture ... . 7.4 7.5 5.2 6.1 6.2 6.4 6.3 5.4 6.9
Industry ... 5.2 4.2 3.8 3.5 3.8 3.9 4.4 4.3 4.6
Mining and quarrying ................... 6.1 5.6 5.8 6.0 6.1 6.3 8.2 8.1 7.4
Manufacturing ................... L. 5.1 4.0 3.7 3.4 3.7 3.7 4.2 4.2 4.6
Energy and water ...................... 8.0 7.4 6.2 6.3 6.0 6.3 6.6 6.9 6.1
Construction ........ ... ... ... ... . 3.1 2.1 2.7 2.7 2.7 29 3.2 2.6 2.6
Trade, transport and communication ........ 46 4.7 5.2 5.6 5.5 6.0 5.9 5.0 5.1
Trade and repairs ... 5.1 5.6 5.6 6.0 5.7 6.1 5.8 55 57
Hotels and restaurants .................. 9.9 8.9 9.7 11.4 12.6 15.0 15.4 1.1 12.5
Transport and communication ............ 2.8 2.5 3.7 3.7 3.2 3.3 3.3 3.3 32
Financial, real estate and business services ... 4.7 42 4.1 4.2 4.0 4.4 43 2.9 2.8
Financial and insurance services ........... 4.8 4.4 35 2.9 3.0 2.9 2.9 2.6 2.2
Real estate and business services™ ........ 4.7 4.0 4.6 5.1 4.7 5.2 5.0 32 32
Other services ............ ..., 8.5 7.9 7.4 7.2 7.7 7.6 7.7 7.1 6.8
Health and social work .................. 8.5 7.8 7.2 7.0 7.7 7.5 7.6 6.9 6.9
Community, social and personal services . .. 8.8 8.8 8.8 8.6 7.9 8.4 8.3 8.0 59
Substitution contract ............. oL 1.3 1.2 1.1 0.9 0.9 0.8 0.9 0.7 0.7
Contract for a specific project ................ 0.2 0.3 0.2 0.2 0.2 0.2 0.2 0.1 0.2
By gender
Men ... 63.0 62.7 61.9 61.6 60.9 61.1 59.3 63.4 63.0
WOMEN et 37.0 37.3 38.1 38.4 39.1 38.9 40.7 36.6 37.0

Source: NBB (social balance sheets).
(1) Excluding temporary employment agencies.
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Annex 6

BREAKDOWN OF EMPLOYMENT ACCORDING TO THE STATUS OF WORKERS IN FIRMS FILING FULL-FORMAT ACCOUNTS

(percentages of average FTE employment)

2000 2001 2002 2003 2004 2005 2006 2006 2007
(total population) (reduced population)
Workers on the staff register .............. 96.3 96.5 96.5 96.4 95.7 95.6 93.7 93.1 93.0
Agency workers . ... . 3.0 2.8 2.7 2.8 3.1 3.3 3.7 3.9 4.1
Agriculture ................................ 29 3.6 5.4 5.4 6.7 4.5 7.3 51 4.6
Industry ... 4.8 4.2 4.1 4.3 5.0 5.0 5.8 58 6.0
Mining and quarrying ..................... 4.1 3.3 3.7 3.1 2.3 2.6 2.8 2.8 32
Manufacturing ... 5.0 4.4 43 45 5.2 5.2 6.1 6.1 6.3
Energy and water ............ .. ... 0.8 0.9 0.8 1.0 1.0 1.0 1.3 0.9 1.0
Construction .......... ... 1.4 1.3 1.1 1.1 1.2 1.6 2.0 2.0 2.2
Trade, transport and communication .......... 2.8 2.8 2.7 2.9 3.4 3.7 4.2 4.0 4.2
Trade and repairs ... 36 35 33 35 3.9 4.0 45 44 46
Hotels and restaurants .................... 6.1 5.0 4.6 4.0 4.0 4.3 6.0 4.9 6.1
Transport and communication .............. 1.9 1.9 2.0 2.3 2.9 3.4 3.8 35 3.7
Financial, real estate and business services .. ... 2.1 2.0 1.8 1.7 2.0 2.1 2.6 2.5 2.6
Financial and insurance services ............. 1.2 1.2 0.8 0.7 0.6 0.7 0.8 0.7 0.8
Real estate and business services®™ .......... 3.0 2.8 2.7 2.7 3.2 3.2 3.8 4.0 4.0
Other services ...............coiiiiiio... 0.9 0.9 0.9 0.9 1.0 1.0 1.0 1.5 1.6
Health and social work . ................... 0.4 0.4 0.4 0.4 0.6 0.5 0.5 0.6 0.7
Community, social and personal services .. ... 53 5.1 5.1 5.1 5.2 53 5.8 6.4 6.6
Persons seconded to the firm®@ ... ... ... ... 0.7 0.7 0.8 0.9 1.1 1.1 2.6 2.9 2.9

Source: NBB (social balance sheets).
(1) Excluding temporary employment agencies.
(2) Workers recorded in a firm's staff register and seconded to another firm which is obliged to file a social balance sheet are counted twice.
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Annex 7/

STAFF COSTS PER FTE®™

Euro, per year (total population) Percentage
change
between

2006 and 2007
(reduced
2000 2001 2002 2003 2004 2005 2006 population)
Agriculture ... 26,660 27,007 28,417 28,750 29,772 29,826 29,908 33
Industry ... 44,969 46,455 48,694 49,694 51,594 52,677 54,528 3.7
Mining and quarrying ..................... 39,958 41,812 43,941 45,628 46,147 46,671 47,957 51
Manufacturing ............... .. 43,823 45,273 47,285 48,627 50,289 51,354 53,204 3.8
Energy and water ........................ 70,529 74,075 77,528 74,852 77,809 79,108 80,831 3.1
Construction ........ ... . 33,534 34,532 35,638 36,609 37,763 37,934 39,077 2.9
Trade, transport and communication .......... 37,472 38,807 40,486 41212 42,370 43,543 44,882 2.6
Trade and repairs ............ o 38,346 39,797 41,080 41,509 42,398 43,448 44,815 2.6
Hotels and restaurants .................... 24,750 25,141 26,517 27,508 28,230 28,676 29,532 2.5
Transport and communication .............. 38,420 39,753 42,003 43215 44,939 46,488 47,957 2.6
Financial, real estate and business services ..... 53,581 55,196 56,179 56,904 57,516 58,091 58,945 2.2
Financial and insurance services ............. 62,437 63,910 64,292 65667 67,278 68908 70,838 2.9
Real estate and business services® .......... 46,675 48,654 49,972 50,562 50,742 51,151 52,125 2.2
Other services .......... .. ... .. ... ... 33,892 33,924 35,905 37,491 39,097 39,726 40,323 3.9
Health and social work .................... 33,996 33,848 35731 37,381 39,169 39,694 40,122 4.0
Community, social and personal services ... .. 33,176 34,388 37,020 38,193 38,625 39,912 41,614 4.3
Total ... ... .. 41,382 42,729 44,411 45,265 46,496 47,503 48,522 3.0

Source: NBB (social balance sheets).
(1) Item 1023 / item 1003.
(2) Excluding temporary employment agencies.
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Annex 8

STAFF COSTS PER HOUR WORKED

Euro (total population) Percentage
change
between

2006 and 2007
(reduced
2000 2001 2002 2003 2004 2005 2006 population)
Agriculture ................................ 16.95 17.57 18.40 18.75 19.13 19.56 19.32 2.3
Industry ... 29.31 30.61 32.34 32.96 33.66 34.73 35.87 3.5
Mining and quarrying ..................... 26.35 28.27 29.56 30.48 30.96 31.90 32.43 3.9
Manufacturing ............. ... L 28.46 29.73 31.32 32.17 32.67 33.77 34.89 3.7
Energy and water ......... . ... . ... .. 49.80 52.35 54.35 52.52 55.17 54.75 56.34 0.1
Construction ............ ... ... 22.97 24.01 24.97 25.55 25.79 26.31 27.10 2.5
Trade, transport and communication .......... 22.34 23.66 24.89 25.50 26.40 27.59 28.48 2.7
Trade and repairs . ... 23.47 24.45 25.52 25.95 26.36 27.20 28.21 2.7
Hotels and restaurants .................... 15.24 15.91 16.68 17.55 18.08 18.37 18.88 2.2
Transport and communication .............. 22.09 23.86 25.37 26.23 27.95 29.91 30.74 2.6
Financial, real estate and business services ... .. 33.47 34.75 36.20 36.92 37.09 37.82 38.26 1.6
Financial and insurance services ............. 40.84 42.59 45.03 46.06 46.84 48.45 49.99 1.6
Real estate and business services@® .......... 28.17 29.41 30.35 31.11 31.12 31.80 32.34 24
Other services ............ ... ... ... ........ 21.79 22.40 23.73 24.67 25.53 26.31 26.96 3.8
Health and social work .................... 21.94 22.52 23.78 24.79 25.71 26.54 27.08 3.9
Community, social and personal services .. ... 20.80 21.72 23.42 23.97 24.40 25.06 26.26 35
Total .................... .. 26.12 27.40 28.75 29.34 29.95 31.01 31.71 2.8

Source: NBB (social balance sheets).
(1) Item 1023 / item 1013.
(2) Excluding temporary employment agencies.
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Annex 9

FORMAL TRAINING IN 2007 IN FIRMS IN THE REDUCED POPULATION

Agriculture ...

Industry ...l
Mining and quarrying .. ...
Manufacturing ...........

Energy and water ........
Construction ...............

Trade, transport
and communication .........

Trade and repairs .........
Hotels and restaurants

Transport
and communication ... ....

Financial, real estate
and business services ........

Financial and insurance
SerVICeS ...

Real estate and business
services™ .

Other services ..............
Health and social work . ...

Community, social
and personal services .. ...

Training participants

Hours of training

Training costs

(as p.c. of employment) (as p.c. of  (average per participant, in hours) (as p.c. of (average per participant, in euro)
hours staff
worked) costs)

Total Men Women Total Men Women Total Men Women
49 4.1 8.5 0.06 16.2 16.4 15.9 0.06 378 457 269
48.3 49.6 44.5 1.15 34.9 36.2 29.5 1.52 1,743 1,801 1,513
23.1 234 22.2 0.75 47.5 48.0 41.0 0.52 1,147 1,067 2,144
47.1 48.6 42.9 1.09 34.1 35.6 28.3 1.41 1,621 1,680 1,380
75.7 73.9 75.1 2.32 43.4 43.9 42.0 2.96 3,313 3,438 2,906
15.2 15.4 1.5 0.25 23.8 23.7 24.7 0.33 899 888 1,107
37.5 41.5 31.2 0.92 34.1 38.4 241 1.50 1,683 1,880 1,235
28.3 30.3 26.0 0.43 21.4 23.2 19.0 0.63 917 1,036 754
11.5 12.9 10.8 0.16 16.1 17.0 15.0 0.27 519 563 463
53.8 54.7 51.0 1.63 43.6 46.8 31.8 2.63 2,261 2,349 1,943
38.9 42.4 34.3 1.06 37.2 38.2 359 1.82 2,577 2,570 2,586
57.9 61.5 54.5 1.57 35.3 34.8 35.9 2.85 3,315 3,364 3,258
26.8 31.4 20.5 0.76 39.9 42.0 36.1 0.88 1,562 1,675 1,355
40.6 34.6 42.6 0.65 191 20.4 18.6 0.64 505 635 465
43.1 33.8 45.1 0.70 18.7 19.5 18.5 0.65 466 513 456
28.8 36.1 20.8 0.44 21.7 22.1 20.9 0.57 785 853 641
39.4 41.0 36.7 0.93 32.6 36.0 26.2 1.42 1,691 1,861 1,367

Source: NBB (social balance sheets).

(1) Excluding temporary employment agencies.
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Annex 10

TYPE AND STRUCTURE OF EMPLOYMENT CONTRACTS, BY REGION

(total population)

2000 2001 2002 2003 2004 2005 2006
Part-time employment
(percentages of employment as at 31 December)

Single-region firms ....... ... ... .. L 21.2 21.2 22.7 23.6 24.8 25.1 26.6
Brussels ... 20.0 20.7 22.4 223 23.9 24.9 23.9
Flanders ...... ... .. i 21.0 20.7 223 23.4 24.9 25.2 27.0
Wallonia ............ .. ... ... ......... 22.4 22.8 23.7 24.5 24.7 24.9 26.5

Multi-region firms ............ ... ... ..., 19.5 21.7 23.0 25.4 26.3 28.2 29.7

Total ........ ... ... 20.7 21.3 22.8 24.1 25.2 25.9 27.4

Temporary work ™
(percentages of employment as at 31 December)

Single-region firms ....... ... ... .. L 7.0 6.1 6.0 6.0 6.2 6.3 6.8
Brussels ... 7.6 6.1 6.4 7.3 7.5 7.2 6.9
Flanders ....... ... ... 5.9 5.1 4.6 4.6 4.8 5.1 5.6
Wallonia ............ .. ... ... ......... 9.7 8.8 9.4 9.1 9.0 9.0 9.7

Multi-region firms ............ ... ... ..., 6.4 6.6 6.4 5.9 5.7 5.7 5.7

Total ........ ... ... 6.9 6.2 6.1 6.0 6.0 6.2 6.5

Agency work in firms
filing full-format accounts
(percentages of average FTE employment)

Single-region firms ............... ... ... ... 35 33 3.2 3.2 3.6 3.8 4.5
Brussels .......... .. ... . ... 2.3 2.3 2.4 2.3 2.5 2.6 2.6
Flanders ........... .. ... ... ............ 3.6 3.3 3.3 34 3.9 4.1 4.8
Wallonia ... 4.2 3.8 35 34 36 38 4.4

Multi-region firms ............ ... ... 2.0 1.9 1.7 2.0 2.2 2.2 2.4

Total ....... ... .. . . ... 3.0 2.8 2.7 2.8 3.1 33 3.7

Source: NBB (social balance sheets).
(1) Fixed-term contracts, substitution contracts or contracts concluded for a specific project.
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HOURS WORKED AND LABOUR COSTS, BY REGION
(total population)

Hours worked per FTE (units, per year)
Single-region firms ............... ... ... ...
Brussels ...l
Flanders ............... ... ... .. .. .. ...
Wallonia ...
Multi-region firms ............. ... ...

Staff costs per FTE (euro, per year)

Single-region firms ............. ... . L
Brussels ................. ... L.
Flanders .......... ... ... ... ...........
Wallonia ............ .. ... ... .........

Staff costs per hour worked (euro)
Single-region firms ............... ... ... ...
Brussels ...l
Flanders ............. .. ... ... ... ... ...
Wallonia ...
Multi-region firms ............ ... . ...

2000 2001 2002 2003 2004 2005 2006
1,580 1,564 1,554 1,549 1,566 1,549 1,547
1,621 1,622 1,604 1,586 1,598 1,578 1,578
1,577 1,558 1,551 1,550 1,573 1,554 1,553
1,565 1,550 1,536 1,528 1,532 1,523 1,519
1,597 1,547 1,522 1,528 1,513 1,485 1,483
1,584 1,559 1,545 1,543 1,552 1,532 1,530

39,088 40,337 41,848 42,616 44,021 44,999 45,781
47,372 48,871 51,196 50,857 52,548 53,460 53,681
38,689 40,051 41,562 42,641 43,946 45,016 45,891
35,518 36,597 37,673 38,603 40,121 41,083 42,101
47,529 48,714 50,757 51,790 53,560 54,432 56,044
41,382 42,729 44,411 45,265 46,496 47,503 48,522
24.75 25.79 26.93 27.52 28.11 29.05 29.59
29.22 30.13 31.91 32.07 32.89 33.88 34.02
24.54 25.71 26.80 27.52 27.93 28.97 29.55
22.70 23.60 24.53 25.26 26.19 26.97 27.71
29.76 31.48 33.34 33.89 35.39 36.66 37.78
26.12 27.40 28.75 29.34 29.95 31.01 31.71

Source: NBB (social balance sheets).
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Annex 12

FORMAL TRAINING IN FIRMS, BROKEN DOWN BY REGION
(total population)

2000 2001 2002 2003 2004 2005 2006
Training participants
(percentages of average employment)

Single-region firms ............. ... . 27.2 24.7 26.2 25.8 26.8 27.1 26.6
Brussels .......... .. 30.3 28.5 29.5 27.4 28.1 26.7 26.4
Flanders ... ... ... ... .. ... L. 30.3 26.2 28.1 27.9 28.8 29.1 28.2
Wallonia ... .. 16.8 18.6 19.5 19.6 20.9 22.1 22.8

Multi-region firms ............ ... ... ...... 56.7 61.1 55.6 56.8 61.7 60.7 59.4

Total ....... ... . 35.1 35.0 34.6 34.7 35.7 36.0 35.2

Hours of training
(percentages of hours worked)

Single-region firms ............. ... . 0.61 0.58 0.52 0.56 0.53 0.54 0.53
Brussels .......... .. 0.72 0.61 0.59 0.60 0.49 0.53 0.56
Flanders ... ... .. .. ... ... L. 0.67 0.63 0.56 0.62 0.59 0.57 0.55
Wallonia ... .. 0.39 0.42 0.38 0.38 0.39 0.45 0.44

Multi-region firms .............. . ... ...... 1.52 1.51 1.46 1.31 1.32 1.30 1.41

Total ....... ... . 0.86 0.84 0.79 0.77 0.73 0.73 0.75

Training costs (percentages of staff costs)

Single-region firms ............... ... ... ... 0.93 0.83 0.76 0.76 0.73 0.72 0.69
Brussels ...l 1.18 0.87 0.85 0.74 0.63 0.70 0.69
Flanders .......... ... i 0.99 0.90 0.82 0.86 0.82 0.77 0.72
Wallonia ... 0.54 0.58 0.52 0.49 0.56 0.61 0.61

Multi-region firms ............. ... ... 2.49 2.47 2.31 2.09 2.07 2.08 2.26

Total ... ... 1.42 1.36 1.27 1.20 1.13 1.13 1.17

Training firms (percentages of total firms)

Single-region firms ............ ... .. 7.0 6.4 6.6 6.4 6.3 6.2 6.3
Brussels .......... ... 7.2 6.7 71 6.7 6.9 6.7 7.0
Flanders ... ... .. ... ... ... L. 8.0 71 7.2 7.2 7.0 6.8 6.9
Wallonia ... ... 4.6 4.5 4.7 4.5 4.5 4.4 4.7

Multi-region firms .............. . ... ...... 46.8 46.3 47.6 43.4 44.1 44.8 42.9

Total ....... ... . 7.6 7.0 7.2 7.1 6.8 6.7 6.9

Source: NBB (social balance sheets).
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SOCIAL BALANCE SHEET

Numbers of joint committees applicable to the firm:

STATEMENT OF PERSONS EMPLOYED

WORKERS RECORDED IN THE STAFF REGISTER

AGENCY STAFF AND PERSONS SECONDED TO THE FIRM

During the year

Average number of persons employed
Actual number of hours worked ...
Costs to the firm

1. Full-time 2.  Part-time 3. Total (T) or total 3P. Total (T) or total
in full-time in full-time
Codes equivalents equivalents
This year and last year (FTEs) (FTEs)
(this year) (this year) (this year) (last year)
Average number of workers 100 ....(FTEs)
Actual number of hours worked 101 A(T)
Staff costs 102 )
Value of benefits additional to wages ........ 103 | XXXXXXXXXXXXXXXX [ XXXXXXXXXXKKKXXX | e (T)
1. Full-time 2. Part-time 3. Total in full-time
Codes equivalents
On the balance sheet date
Number of workers recorded in the staff register 01 S PR (PO
By type of employment contract
Permanent contract ...........ccccoeoiiiiciiicie e T10 | e | e |
Fixed-term contract 111
Contract for a specific project .... 112
Substitution contract ... T3 | s | v |
By gender and standard of education
VBN e e 120 | e | e |
€IEMENTAY ... s 1200 | oo | e | e
SECONTANY ..ottt e e 1201 | e | e | e
higher Nnon UNIVErSity ........cccoiiiiiieiiieeee e 1202 | oo | e | e
university 1203
Women: ......ccceeueene 121
€IeMENLANY ...viiiiiec s 1210 | oo | e | e
SECONTANY ..euiiiiiiieeitieee ettt 1211 | i | e | e
higher Non UNIVErsity ........cccccoiieiiiieiiiecce e 1212 | i | s | e
UNIVEISITY oo 1213 | e | e | e
By occupational category
Managerial and supervisory staff .............cccoociiiiiiicns 130 | o | e | e
Clerical workers 134
Manual workers. 132
133

1. Agency staff 2. Persons
Codes seconded to the
firm
150
151
152
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TABLE OF STAFF MOVEMENTS DURING THE YEAR

RECRUITMENT

Number of workers entered in the staff register during the
LT LSS

By type of employment contract
Permanent contract .........ccocueviiiiieiiieiiie e
Fixed-term contract ...........cccoviiiiiiinie e
Contract for a specific project
Substitution contract ..

DEPARTURES

Number of workers whose contract expiry date was
recorded in the staff register during the year ...................

By type of employment contract
Permanent contract .........ccoceviiiieiiiii e
Fixed-term contract
Contract for a specific project .
Substitution contract
By reason for contract termination

Retirement
Early retirement ...
Redundancy
Other rEASON ......eeiiiiiii e

Of which: number of persons continuing to work for the
firm at least half time as self-employed workers

Codes

1. Full-time

2. Part-time

3. Total
in full-time
equivalents

205

210
211
212
213

Codes

1. Full-time

2. Part-time

3. Total
in full-time
equivalents

305

310
311
312
313

340
341
342
343

350

139




INFORMATION ON TRAINING FOR WORKERS DURING THE YEAR

Formal continuous vocational training at the employer’s expense
Number of Workers CONCErNEd ...........ooiiiiiiiiiie e
Number of hours of training completed
Net cost to the firm

of which gross cost directly relating to training................c.ccoooviin.
of which contributions and payments to collective funds ........................

of which subsidies and other financial benefits received (to be
AedUCEEA). ...t

Less formal or informal continuous vocational training at the employer’s
expense

Number of workers concerned
Number of hours of training completed..
Net cost to the firm

Basic vocational training at the employer’s expense

Number of workers concerned
Number of hours of training completed
Net cost t0 the firm ..o

Codes Men Codes Women
5801 [ .o 5811 | e
5802 5812
5803 5813

58031 oviiiiiieieeees 58131

58032 58132

58133
5821 5831
5822 5832
5823 5833
5841 5851
5842 5852
5843 | oo 5853 | tieiiiiiii
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Summaries of articles

Economic projections for Belgium — Autumn 2008

Since the publication of the previous forecasts in June 2008, the economic outlook has deteriorated
very rapidly, both at global level and for Belgium. The financial tensions which emerged in mid 2007
turned into a serious crisis, and the contagion effects on the real economy proliferated, halting the
growth of activity in the advanced economies and causing an abrupt fall in commodity prices.

The slowdown in activity which began in mid 2007 as a result of weakening external demand
was slightly less marked in Belgium than in the euro area. However, the plummeting confidence
indicators show that the deterioration in the international economic situation and the worsening
financial crisis will have a more widespread impact on the economy. As in the euro area, activity
is predicted to decline in Belgium in late 2008 and early 2009, with a very modest recovery in the
ensuing quarters. Thus, real GDP growth is projected to fall from 2.6 p.c. in 2007 to 1.4 p.c. in 2008
and -0.2 p.c. in 2009.

Most expenditure categories are affected directly or indirectly by the global financial crisis, and will
therefore reflect the sharp growth slowdown in 2009. Exports of goods and services are projected
to fall, following the marked deterioration in external demand. After its expansion had been curbed
in 2008 by the stagnation of real disposable income caused by rising inflation, private consumption
is not expected to grow in 2009, the main factors being the stock market slide and the subsequent
increase in the savings ratio, but more generally the deteriorating economic conditions and labour
market prospects. In these gloomy circumstances in terms of demand, and in the face of the
increased cost of raising finance via bank credit or via share issues, business investment is forecast
to decline in 2009, after having been vigorous for more than four years. Investment in housing is
likely to maintain the tendency to slow down which began in 2007.

On the labour market, net job creation, which had been a significant factor bolstering the economy
in the last three years, is likely to dry up in 2009. As an annual average, growth should remain
positive thanks to the still favourable trend during 2008. Following a year-on-year increase of
1.8 p.c. in 2007 and 1.5 p.c. in 2008, the rate of employment expansion in persons is projected to
fall to 0.2 p.c. in 2009, although supported by a further increased in service vouchers. This expected
rise in the average number of persons employed in 2009 corresponds to a 0.3 p.c. reduction in the
volume of labour, as firms prefer to start reducing the number of hours worked. The unemployment
rate is projected to rise from 6.6 p.c. in the fourth quarter of 2008 to 7.1 p.c. in the fourth quarter
of 2009. As an annual average, it is set to increase from 6.7 p.c. in 2008 to 6.9 p.c. in 2009.

After having reach a peak of 5.9 p.c. in July 2008, average inflation is likely to diminish from
4.6 p.c. in 2008 to 1.9 p.c. in 2009 on the back of the deceleration in food price rises and the drop
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in oil prices. The health index is forecast to rise by 4.3 p.c. in 2008 and 2.3 p.c. in 2009. However,
inflation is expected to increase in the case of services, particularly as a result of the indirect effect
of the energy and food price shocks on transport and restaurants, the linking of certain service price
increases to the general level of inflation, e.g. for rents, and the progressive incorporation of labour
cost increases.

Reflecting both the dip in labour productivity, following the weakness of economic activity in
2008 and 2009, and the continuing sustained increase in hourly labour costs, unit labour costs in
the private sector are forecast to rise by 3.1 p.c. in 2007, 3.8 p.c. in 2008 and 3.2 p.c. in 2009,
compared to an average annual increase of 0.7 p.c. from 2002 to 2006. For 2009, the growth of
3.3 p.c. in hourly labour costs, assumed for the purpose of this exercise, corresponds essentially to
the expected effect of indexation, the latter taking time to respond to the acceleration in inflation
measured by the health index. This assumption is in line with that adopted by the Central Economic
Council Secretariat, taking account of the adjustment to the outlook for growth and inflation in
recent months. It does not in any way anticipate the outcome of the current negotiations between
the social partners.

According to the latest information, public finances will end the year 2008 with a deficit of 0.9 p.c.
of GDP. In the macroeconomic context described above, that deficit is likely to reach 1.7 p.c. of GDP
in 2009. The downward trend in the public debt ratio is expected to be interrupted in 2008. At
the end of this year, the public debt is forecast at 87.8 p.c. of GDP, or around 4 percentage points
above its level at the end of 2007. This increase is due to loans which the Belgian State contracted
to finance injections of capital into its financial institutions and the loans which it granted to them.
In 2009, the public debt ratio is likely to begin falling again, although more slowly than in previous
years taking account of the relative weakness of nominal GDP growth and the increased borrowing
requirement.

JEL Codes: E17, E25, E37, E66

Key words: Belgium, macroeconomic projections, Eurosystem

Ten years of monetary union in retrospect

1 January 1999 saw the start of the third and final phase of European Economic and Monetary Union
(EMU). Ten years on, membership has expanded from the initial 11 members to reach 16 countries
by January 2009. This article reviews the first decade of monetary union from a number of angles.

Monetary policy under EMU managed to secure historically low inflation, thereby creating the
conditions for sustainable economic growth. Despite large relative price movements stemming from
globalisation, inflation expectations remained well-anchored at levels consistent with price stability.
The high degree of price stability did not come at a cost in terms of less stable economic activity as
both inflation and output volatility have declined markedly in the euro area over the past decade,
as was the case in other industrialised countries too. The current financial turmoil nevertheless
poses a serious challenge for monetary policy and it may well require swift and rapid action, as
already illustrated by the Governing Council’s decisions to cut interest rates. Also, the Eurosystem’s
operational framework has been used flexibly in order to accommodate euro area banks’ demand for
liquidity. Before EMU, financial crises tended to hit countries with poor macroeconomic frameworks
harder, so monetary union and its unified policy framework have clearly prevented financial turmoil
putting even further pressure on individual Member States.

Fiscal policy during the first ten years of monetary union cannot be described as an unqualified

success as not all Member States reached their initial targets and their subsequent medium-term
objectives set out in their respective Stability Programmes. Taking into account the consequences
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of population ageing, such fiscal policy shortcomings might endanger the sustainability of public
finances in future.

The introduction of the euro lowered trade costs within EMU, leading to higher international trade
flows which in turn fostered price convergence. Financial market integration varies considerably
across different market segments with markets closer to monetary policy displaying further
integration. The standard of living in the euro area is well below that in the US and has not changed
much during the first decade of monetary union. Further structural reforms and the deepening of
the Single Market should strengthen Europe’s productive potential and the higher labour market
participation rates should be sustained.

Growth and inflation differentials in the euro area are relatively small in relation to historical trends
and when compared with other monetary unions. Although these differences are not necessarily
problematic, the good functioning of a monetary union depends crucially on the efficiency of
adjustment mechanisms, such as the competitiveness channel that works through the real effective
exchange rate, as illustrated by Germany and the Netherlands, for instance. The overall balance
of Belgium’s participation in EMU is positive. However, the recent sharp surge in inflation raises
questions about the functioning of product markets, in particular for energy, and also highlights the
importance of wage moderation.

Big challenges lie ahead for EMU. First and foremost, the financial turmoil poses a significant
challenge for monetary policy and for safequarding financial stability. Secondly, population
ageing requires further consolidation of public finances. Structural reforms in product and labour
markets can help make this budgetary challenge more manageable and further raise standards of
living. Finally, the enlargement of monetary union to other EU Member States might entail more
heterogeneity in the euro area, thus requiring efficient national adjustment mechanisms.

JEL Codes: EQO, E52, E60, F33

Key words: EMU, monetary policy, fiscal policy, economic integration, monetary union, adjustment
mechanism

Review of the IMF's lending framework

In an effort to adapt to changes in its environment, the IMF has over the years adjusted its lending
framework. Lending facilities have been created, abolished or modified, according to changing
global circumstances. Nevertheless, these adaptations have often been made on an ad hoc basis.

The article examines the current structure of IMF lending facilities and the policies governing them.
It illustrates how some of the Fund’s lending facilities may have lost their relevance, that gaps could
be perceived in the current lending framework and why the framework seems fragmented and
overly complex. These issues can affect the credibility of the Fund’s lending framework and hence
the perceived legitimacy of the institution.

In order to address these issues, a comprehensive review of the IMF lending framework is direly
needed. In fact, the Fund is currently reviewing its lending instruments and access policies in the
context of its ongoing overall strategic review. This article seeks to provide an input into this process
and, within this context, suggests three options for modernising the Fund’s lending framework.

Under the first option, the spirit of the current multi-facility framework would be maintained, with a
different facility for each type of financing need. In order to make this new multi-facility framework
less complex and more internally consistent than the current set-up, a number of modifications
are put forward to the policies governing it. A second option would involve the most far-reaching
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adjustment of the Fund’s lending framework, as it would replace the whole arsenal of IMF facilities
with a single, flexible, SBA-type facility. Such a system is appealing for its simplicity, transparency
and because it avoids the problem of having to analyse ex ante the type and expected duration
of a member’s balance of payments needs. On the other hand, in order to be workable and to
ensure uniformity of treatment, each lending decision would need to be based on clear rules and
with due regard to precedents and the merits and requirements of each case. As an intermediary
solution, the third option suggests replacing the current lending framework with a dual framework.
Such a structure would comprise two facilities, one facility for short- and one for medium- to long-
term access or, alternatively, one facility for normal access and one for exceptional access to IMF
resources.

JEL Codes: F33, F34, F53

Key words: financial facilities, IMF, official lending, review

Innovation and entrepreneurship : structural determinants of competitiveness

Innovation and entrepreneurship have become the cornerstone of growth and competitiveness
policies. They are both multidimensional, and thus highly complex, concepts. The focus of the article
is on the process nature of innovation which is extensively illustrated by means of the Community
Innovation Survey (CIS) results for Belgium, its three main neighbouring countries and the EU as a
whole. The CIS offers an original view of how firms are performing in the innovation stakes in each
economy, defining innovation as the introduction of a new or significantly improved product or
process. Among the various dimensions considered are expenditure on innovation, including R&D,
cooperation with other economic agents, hampering factors, public support and innovation policies.
The specific role of entrepreneurship as a driver of innovation is also considered.

The article points up the importance of general framework conditions and the structural
characteristics of an economy for its innovation process and performance. In the case of Belgium,
its external openness, the necessary fiscal restraint, and the position of its firms at the core of the
international production process really do exert an influence on its overall innovation profile.

JEL Codes: L26, 031

Key words: innovation, entrepreneurship, CIS

Trend in the financial structure and results of firms in 2007

In 2007, growth of total value added generated by Belgian non-financial corporations reached
4.8 p.c. At the same time, operating costs rose by 4 p.c. So, for the fifth year in a row, value added
rose faster than operating costs. As a consequence, net operating profit saw a further noticeable
increase (+8 p.c.), reaching the total of more 35.3 billion euro. After taking into account the other
elements of the profit and loss account, non-financial corporations generated an overall net profit
after tax of 48.6 billion euro, representing a new year-on-year increase. The financial position of
firms also continued to improve globally in 2007, as confirmed by profitability, solvency and liquidity
ratios.

JEL Codes: G30, L60, L8O

Key words: firms results, financial structure, sectoral analysis
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The social balance sheet 2007

According to the results of the social balance sheets available in September 2008, employment
rose by 2.3 p.c. in 2007. The increase concerned both full-time as well as part-time workers. The
rise in part-time working is only partially explained by the hiring of part-time workers: this year
again, medium-sized and large enterprises also saw numerous changes in working arrangements.
Although women still account for the bulk of part-time workers, the increase in the part-time rate
was greater for men than for women. The analysis shows that part-time working is spread unevenly
in the various branches of activity.

As in previous years, the article studies staff movements and the characteristics of workers joining
and leaving companies filing full-format accounts. It also examines reasons for leaving and the
external turnover of workers by comparing the results from the various groups of enterprises
categorised according to their size or their branch of activity. The analysis also highlights the further
advance in 2007 of temporary employment contracts — whose proportion is tending to become
more uniform in the various categories of company size — and the increased use of agency work
in companies filing full-format accounts. Recourse to these contracts as instruments for workforce
adjustments varies considerably from one branch of activity to the other.

The total wage bill rose by 5.1 p.c. between 2006 and 2007 in the reduced population of companies.
Over the same period there was a 2.3 p.c. growth in the number of hours worked, so that hourly
labour costs grew by 2.8 p.c. on average. The rise was more pronounced for full-time than for
part-time workers. Major differences in levels are still discernible in terms of hourly costs, depending
on the size and branch of activity of the companies.

In terms of training, the results for 2006 still fall well short of the set targets: training costs
accounted for 1.17 p.c. of the total wage bill whereas the target specified in the Generation Pact
for this same year was 1.9 p.c. At the same time, the participation rate in training was only 35.2 p.c.
whereas a target has been set of 50 p.c. by 2010. Growth was nevertheless recorded between 2006
and 2007 within a favourable economic context: the cost indicator for training grew by 4 p.c. and
the participation rate by 0.2 p.c. If these increases were applied to the level observed in 2006, these
same indicators should amount to 1.22 and 35.3 p.c. respectively for 2007.

JEL Codes: J20, J24, J30, M51, M53

Key words: employment, staff costs, training, working hours, employment contract, full-time,
part-time, skills, temporary worker
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138. The efficiency frontier as a method for gauging the performance of public
expenditure: a Belgian case study, by B. Eugene, September 2008

The paper uses the Free Disposal Hull framework in order to assess the relative efficiency of Belgian
general government in the field of health care, education and public order and safety. In order to
do so, it aggregates a large number of outcome indicators.

Several drawbacks indicate that results must be interpreted cautiously. These drawbacks aside, the
analysis reveals that Belgium is relatively efficient in the field of health care. As a whole, the Belgian
education system is more expensive but also produces better results than the European average.
However, an analysis based on a limited set of indicators reveals that the French-speaking education
sector is very inefficient while the Flemish Community’s efficiency is markedly better. As far as public
order and safety are concerned, major improvements could and should be made, either to improve
service or cut costs.

139. Exporters and credit constraints. A firm-level approach, by M. Mudls,
September 2008

By building a theoretical model and taking it to the data with two novel datasets, the paper analyses
the interaction between credit constraints and exporting behaviour. Building a heterogeneous
firms model of international trade with liquidity-constrained firms yields several predictions on the
equilibrium relationships between productivity, credit constraints and exports that are then verified
in the data. The main findings of the paper are that firms are more likely to be exporting if they
enjoy higher productivity levels and lower credit constraints. Also, credit constraints are important
in determining the extensive but not the intensive margin of trade in terms of destination. This
introduces a pecking order of trade. Finally, exchange rate appreciation will lead existing exporters
to reduce their exports, while encouraging entry of credit-constrained potential exporters and exit
of the least productive exporters.
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140. Export destinations and learning-by-exporting : Evidence from Belgium, by M. Pisu,
September 2008

The paper evaluates the causal effects of exports to different destination countries using a
comprehensive dataset on Belgian manufacturing firms from 1998 to 2005. Initial evidence suggests
that, before export market entry, exporters to more developed economies have superior productivity
levels than non-exporters and firms exporting to less developed countries. Moreover, they seem
to experience higher productivity growth rates in the post-entry period, suggesting learning-by-
exporting effects. However, applying matching methodology to formally evaluate the causal effects
of export market entry on productivity reveals no such impact. Thus, the productivity advantage of
firms exporting to developed countries appears to be driven solely by self-selection.

141. Monetary aggregates and liquidity in a neo-Wicksellian framework,
by M. Canzoneri, R. Cumby, B. Diba, D. Lépez-Salido, October 2008

Woodford (2003) describes a popular class of neo-Wicksellian models in which monetary policy is
characterized by an interest-rate rule, and the money market and financial institutions are typically
not even modeled. Critics contend that these models are incomplete and unsuitable for monetary-
policy evaluation. The Banks and Bonds model developed in the paper starts with a standard
neo-Wicksellian model and then adds banks and a role for bonds in the liquidity management
of households and banks. The Banks and Bonds model gives a more complete description of the
economy, but the neo-Wicksellian model has the virtue of simplicity. The purpose is to see if the
neo-Wicksellian model gives a reasonably accurate account of macroeconomic behavior in the more
complete Banks and Bonds model. The authors do this by comparing the models’ second moments,
variance decompositions and impulse response functions. They also study the role of monetary
aggregates and velocity in predicting inflation in the two models.

142. Liquidity, inflation and asset prices in a timevarying framework for the euro area,
by Ch. Baumeister, E. Durinck, G. Peersman, October 2008

In the paper, the authors investigate how the dynamic effects of excess liquidity shocks on economic
activity, asset prices and inflation differ over time. They show that the impact varies considerably over
time, depends on the source of increased liquidity (M1, M3-M1 or credit) and the underlying state
of the economy (asset price boom-bust, business cycle, inflation cycle, credit cycle and monetary
policy stance).

143. The bond premium in a DSGE model with long-run real and nominal risks,
by G. D. Rudebusch, E. T. Swanson, October 2008

The term premium on nominal long-term bonds in the standard dynamic stochastic general
equilibrium (DSGE) model used in macroeconomics is far too small and stable relative to empirical
measures obtained from the data- an example of the “bond premium puzzle. However, in models
of endowment economies, researchers have been able to generate reasonable term premiums by
assuming that investors face long-run economic risks and have recursive Epstein-Zin preferences. The
authors show that introducing these two elements into a canonical DSGE model can also produce a
large and variable term premium without compromising the model’s ability to fit key macroeconomic
variables.
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144. Imperfect information, macroeconomic dynamics and the yield curve:
An encompassing macro-finance model, by Hans Dewachter, October 2008

In the paper, the author estimates an encompassing Macro-Finance model allowing for time variation
in the equilibrium real rate, mispricing and learning dynamics. The encompassing model specification
incorporates (i) a small-scale (semi-)structural New-Keynesian model, (i) flexible price of risk
specifications, (iii) liquidity premiums in the form of (constant) deviations from (Gaussian) no-arbitrage
and (iv) learning dynamics. This model is estimated on US data using MCMC (Markovchain Monte
Carlo) techniques. We find that the encompassing model outperforms significantly standard Macro-
Finance models in terms of marginal likelihood and Bayesian information criterion. Three findings
stand out. First, unlike standard Macro-Finance models, a substantial fraction of the variation in
long-term yields is attributed to changes in the perceived equilibrium real rate. Second, statistically
and economically significant learning effects, especially for inflation expectations, are found. Finally,
historical decompositions show that the model can replicate the US yield curve dynamics over the
period 1960-2007.

145. Housing market spillovers: Evidence from an estimated DSGE model,
by M. lacoviello, S. Neri, October 2008

The paper evaluates the causal effects of exports to different destination countries using a
comprehensive dataset on Belgian manufacturing firms from 1998 to 2005. Initial evidence suggests
that, before export market entry, exporters to more developed economies have superior productivity
levels than non-exporters and firms exporting to less developed countries. Moreover, they seem
to experience higher productivity growth rates in the post-entry period, suggesting learning-by-
exporting effects. However, applying matching methodology to formally evaluate the causal effects
of export market entry on productivity reveals no such impact. Thus, the productivity advantage of
firms exporting to developed countries appears to be driven solely by self-selection.

146. Credit frictions and optimal monetary policy, by V. Curdia, M. Woodford,
October 2008

The authors extend the basic (representative-household) New Keynesian (NK) model of the monetary
transmission mechanism to allow for a spread between the interest rate available to savers and
borrowers, that can vary for either exogenous or endogenous reasons. They find that the mere
existence of a positive average spread makes little quantitative difference for the predicted effects of
particular policies. Variation in spreads over time is of greater significance, with consequences both
for the equilibrium relation between the policy rate and aggregate expenditure and for the relation
between real activity and inflation.

Nonetheless, the authors find that the target criterion — a linear relation that should be maintained
between the inflation rate and changes in the output gap — that characterizes optimal policy in the
basic NK model continues to provide a good approximation to optimal policy, even in the presence
of variations in credit spreads. They also consider a “spread-adjusted Taylor rule”, in which the
intercept of the Taylor rule is adjusted in proportion to changes in credit spreads. They show that
while such an adjustment can improve upon an unadjusted Taylor rule, the optimal degree of
adjustment is less than 100 percent; and even with the correct size of adjustment, such a rule of
thumb remains inferior to the targeting rule.
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147. Central bank misperceptions and the role of money in interest rate rules,
by G. Beck, V. Wieland, October 2008

Research with Keynesian-style models has emphasized the importance of the output gap for policies
aimed at controlling inflation while declaring monetary aggregates largely irrelevant. Critics, however,
have argued that these models need to be modified to account for observed money growth and
inflation trends, and that monetary trends may serve as a useful cross-check for monetary policy.
The authors identify an important source of monetary trends in form of persistent central bank
misperceptions regarding potential output. Simulations with historical output gap estimates indicate
that such misperceptions may induce persistent errors in monetary policy and sustained trends in
money growth and inflation. If interest rate prescriptions derived from Keynesian-style models are
augmented with a cross-check against money-based estimates of trend inflation, inflation control is
improved substantially.

148. Financial (in)stability, supervision and liquidity injections: A dynamic general
equilibrium approach, by G. de Walque, O. Pierrard, A. Rouabah, October 2008

The paper develops a dynamic stochastic general equilibrium model with interactions between an
heterogeneous banking sector and other private agents. The authors introduce endogenous default
probabilities for both firms and banks, and allow for bank regulation and liquidity injection into the
interbankmarket. Their aim is to understand the importance of supervisory and monetary authorities
to restore financial stability. The model is calibrated against real data and used for simulations.
The authors show that liquidity injections reduce financial instability but have ambiguous effects
on output fluctuations. The model also confirms the partial equilibrium literature results on the
procyclicality of Basel Il.

149. Monetary policy, asset prices and macroeconomic conditions: A panel-VAR study,
by K. Assenmacher-Wesche, S. Gerlach, October 2008

The paper studies the relationships between inflation, economic activity, credit, monetary policy, and
residential property and equity prices in 17 OECD countries, using quarterly data for 1986-2006.
Using a panel vector autoregression (VAR), the authors find plausible and significant responses
to a monetary policy shock. Shocks to asset prices have a positive, significant effect on GDP and
credit after three to four quarters, whereas prices start to increase much later. They also consider
the transmission of US shocks from the US to the other economies. While monetary policy shocks
are transmitted internationally, other shocks are not, perhaps because of the form of coefficient
restrictions used.

150. Risk premiums and macroeconomic dynamics in a heterogeneous agent model,
by F. De Graeve, M. Dossche, M. Emiris, H. Sneessens, R. Wouters, October 2008

The authors analyze financial risk premiums and real economic dynamics in a DSGE model with three
types of agents — shareholders, bondholders and workers — that differ in participation in the capital
market and in terms of risk aversion. Aggregate productivity and distribution risk are shared among
these agents via the bond market and via an efficient labor contract. The result is a combination
of volatile returns to capital and a highly cyclical consumption process for the shareholders, which
are two important ingredients for generating high and countercyclical risk premiums. These risk
premiums are consistent with a strong propagation mechanism through an elastic supply of labor,
rigid real wages and a countercyclical labor share. The authors discuss the implications for the real
and nominal component of the risk premium on equity and bonds. They show how these premiums
react to changes in the volatility of the shocks, as experienced during the great moderation.
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ONVENTIONAL SIGNS

Conventional signs

- the datum does not exist or is meaningless

e estimate by the Bank
n. not available
p.C. per cent

p.m. pro memoria

151



——1LIST OF ABBREVIATIONS

List of abbreviations

Countries

BE Belgium

DE Germany

IE Ireland

EL Greece

ES Spain

FR France

IT [taly

cYy Cyprus

LU Luxembourg
MT Malta

NL Netherlands

AT Austria

PT Portugal

S| Slovenia

FI Finland

BG Bulgaria

Cz Czech Republic
DK Denmark

EE Estonia

v Latvia

) Lithuania

HU Hungaria

PL Poland

RO Romania

SK Slovakia

SE Sweden

UK United Kingdom
EA-13 Eurozone excluding Cyprus and Malta
EU-15 European Union excluding the countries which joined in 2004 and 2007
EU-25 European Union excluding Bulgaria and Romania
AU Australia

CA Canada

CH Switzerland
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IS Iceland

JP Japan

KO Korea

MX Mexico

NO Norway

NZ New Zealand

TR Turkey

us United States

Others

ANBERD Analytical Business Enterprise Research and Development Database
BNRC Belgian National Railway Company

CCBM Correspondent central banking model

CCL Contingent Credit Line

CFF Compensatory Financing Facility

cIS Community Innovation Survey

Cls4 4th Community Innovation Survey

DGSIE Directorate-general Statistic and Economic Information Belgium
EC European Commission

ECB European Central Bank

EDP Excessive Deficit Procedure

EFF Extended Fund Facility

EMS European Monetary System

EMU Economic and Monetary Union

Eonia Euro Overnight Index Average

ESCB European System of Central Banks

ESF Exogenous Shocks Facility

EU European Union

Euribor Euro Interbank Offered Rate

Federgon Federation of partners for employment

FSL Financial Stability Line

FTE Full-time equivalents

GDP Gross Domestic Product

GEM Global Entrepreneurship Monitor

GRA General Resources Account

HICP Harmonised index of consumer prices
Horeca Hotel, restaurant and cafés

ICT Information and Communication Technologies
IMF International Monetary Fund

IPN Inflation Persistence Network

ISM Institute for Supply Management

MIR Monetary Financial Institutions Interest Rates
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LIST OF ABBREVIATIONS

NACE-Bel Belgian version of the statistical nomenclature of economic activities in the
European Community

NAI National Account Institute

NBB National Bank of Belgium

NEMO National Employment Office

NPI Non-Profit institution

NSSO National Social Security Office

OECD Organisation for Economic Co-operation and Development

OoLO Linear bond

PRGF Poverty Reduction and Growth Facility

RAL Rapid Access Line

RLL Rapid Liquidity Line

R&D Research and Development

SBA Stand-By Arrangement

SDR Special Drawing Rights

SEPA Single Euro Payments Area

SLF Short-Term Liquidity Facility

SME Small and Medium-sized Enterprises

S&P Standard and Poor’s

SRF Supplemental Reserve Facility

TARGET Trans-European Automated Real-time Gross settlement Express Transfer system

UMTS Universal Mobile Telecommunications System

VAT Value added tax
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