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    Introduction


    Prior to the onset of the financial crisis in 2007, most policymakers traditionally assumed that price stability should be the prime objective of monetary policy. In the previous two decades inflation targeting had become the norm for monetary policy frameworks, either explicitly – at the Reserve Bank of New Zealand, Norges Bank, Sveriges Riksbank, Bank of Chile, etc. – or implicitly, in the case of theUS Federal Reserve and the Eurosystem. Typically, it combined a medium-term inflation target with capacity utilisation objectives such as the highest attainable employment or output consistent with price stability.


    It was generally believed that, if a central bank managed to keep inflation stable and slightly positive – typically at around 2% –, next to real economic, financial stability would also be assured. In fact, it was generally assumed that there was no close link between the financial markets and the real economy: the assumption was that even major disruptions in the financial markets would have no significant real economy effects and that the monetary authorities had adequate tools at their disposal to ‘mop up’ the consequences of any such crises ("the Greenspan put") – ideas that appeared to be confirmed during the great moderation. Any great emphasis on financial stability was thought unnecessary, as the financial markets in the advanced countries appeared to operate more or less efficiently(1). Financial stability was considered to be an altogether different policy domain – and guaranteeing it not monetary policy’s main purpose.


    
      (1) The Eurosystem monitors monetary and credit aggregates in its two-pillar strategy on the initial assumption that money and credit aggregates signal risks to price stability in the medium to longer term.

    


    The great recession has taught policy-makers that price stability in itself is no guarantee of financial stability and cannot prevent financial crises. As it turns out, shocks to the financial system can have major repercussions for the real economy – and also in terms of risks to price stability. Today, in a marked change to the past, financial institutions are generally assumed to require better and more frequent supervision. In addition to strengthened microprudential policies targeting individual institutions, solid macroprudential controls are also needed, devoting explicit attention to the systemic risks to the financial system at large and the ways in which the real economy and the financial spheres interact.


    This article investigates the implications of an active macroprudential policy for monetary policy, paying particular attention to the ways in which the two policy domains interact. The first section outlines the framework in which macroprudential and monetary policies operate: what are the objectives of each policy domain, what instruments are available to help achieve these objectives and what are their main transmission channels? The section then goes on to describe the institutional framework for monetary and macroprudential decisions in Belgium. Section two reviews situations in which trade-offs emerge between price and financial stability. This is crucial, as these trade-offs between the two key objectives determine the nature of the interactions between monetary and macroprudential policies. Drawing on a theoretical model supported by real-world evidence, the article demonstrates that such trade-offs depend on the shocks that might affect the economy. Against this backdrop, Section three suggests in which cases it might be desirable for monetary policy to "lean against the wind", implying that monetary policy might be used to support macroprudential policy to help achieve financial stability when financial imbalances are widespread, or if sufficiently effective prudential instruments are lacking. The final and fourth section touches upon the challenges currently facing the euro area, outlining the potential trade-offs between the Eurosystem’s (non-conventional) monetary policy and financial stability. The article ends with our conclusions.


    1. Definition and institutional framework


    1.1 Objectives, instruments and transmission channels


    Monetary and macroprudential policies are primarily defined by their objectives. The key target of monetary policy is price stability, which, in the euro area, is specifically described as keeping inflation below, but close to, 2% over the medium term. For its part, macroprudential policy is aimed at financial stability, which theECB, as part of its prudential oversight function in the euro area, defines as "a condition in which the financial system –inter­mediaries, markets and market infrastructures– can withstand shocks without major disruption in financial intermediation or in the effective allocation of savings to productive investment"(1).


    
      (1) ECB (2015).

    


    Based on their respective objectives and in keeping with the Tinbergen rule(1), monetary and macroprudential policies draw on a wide range of instruments. Before 2008, the Eurosystem typically used a single monetary policy instrument: key interest rates. But by changing the composition and/or the size of their balance sheets since the beginning of the crisis, central banks in the advanced economies have acquired a second instrument. Macroprudential instruments break down into three separate categories. The first, capital rules, comprises counter-cyclical capital buffers, sectoral capital requirements, systemic risk buffers and leverage ratios. The second category, liquidity rules, includes liquidity ratios such as the liquidity coverage ratio(LCR) and the net stable funding ratio (NSFR). The third and last category, lending limits, encompasses ratios such as loan-to-value caps, loan-to-income caps and debt service-to-income caps, as well as large exposure restrictions(2).


    
      (2) The Tinbergen rule states that for each and every policy target there must be at least one policy tool. It is also recommended that available tools are used for the objective on which they have a comparative advantage (Smets, 2014).


      (3) See Cordemans and Ide (2012), among others, for a detailed review of the types of monetary policy instruments used in the advanced economies since the crisis. A comprehensive review of macroprudential instruments is provided by the Bank’s most recent financial stability report (NBB, 2015).

    


    Categories based on objectives and instruments aside, monetary and macroprudential policies closely interact insofar as their instruments affect general monetary conditions and/or specific conditions in the financial sector, and their effects spread simultaneously across the financial system. For a conceptual analysis of this interface, three types of monetary transmission channels may be distinguished – monetary, credit and risk-taking channels– and tied up with the sphere of influence and range of macroprudential instruments.


    Monetary channels assume that monetary impulses influence the behaviour of non-financial agents through adjustments between money on the one hand and financial and real assets on the other. These adjustments are reflected in (1)the cost of capital, directly affecting the profitability of real investment; (2)interest rates (including rates charged and paid by banks), which are respon­sible for substitution and income effects that change the trade-off between current consumption and savings; (3)asset prices in a broad sense (including exchange rates) through portfolio effects. Furthermore, the prospective nature of decisions taken by economic agents means that their expectations regarding real interest rates – and consequently future inflation – influence the transmission of monetary shocks to spending and investment.
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    Secondly, monetary policy also operates through the credit channels, i.e. the bank lending channel and the balance sheet channel(1). These channels assume that corporations and households acquire investment capital or goods through equity and by borrowing. Imperfections in the credit markets, and particularly information asymmetry, are then a key explanation for the leverage of monetary policy. It is precisely these frictions that put banks in prime position in the credit markets and that ensure the existence of a counter-cyclical external finance premium(2). Thus, the central bank’s capacity to influence bank lending conditions (bank lending channel), as well as the net worth of borrowers and thereby their external funding premium (balance sheet channel), ensures the transmission of monetary policy through the adjustment of banks’ debit conditions (rates and other conditions governing new loans and/or the volume of the credit supply). In the more general financial accelerator theory, this monetary policy leverage on credit conditions, as well as on the price of the assets used as collateral by borrowers, sparks second-round effects that extend and enhance the initial monetary impulse(3).


    
      (1) See, in particular, Bernanke and Gertler (1995), Bernanke, Gertler and Gilchrist (1999) and Mishkin (2001).


      (2) Banks play an important role to the extent that they solve information asymmetry issues. Frictions in credit markets also imply that loans should be collateralised by the net worth of borrowers. In this context, an external finance premium –which is inversely related to the net worth of the borrowers– emerges.


      (3) Hence, the credit approach is not different from traditional monetary analysis, but rather complementary. (See Bernanke (2007) in particular.)

    


    Lastly, the risk-taking channel presupposes that a long period of very expansive monetary policy will encourage economic agents, and particularly banks/financial institutions, to assume more risk, thus influencing the level of activity(1). More specifically, too much confidence on the back of excessively loose monetary policy and a balmy economic environment encourages financial and non-financial investors to take on more risks and build up excessive debt. In addition, a prolonged period of low interest rates might trigger a search for higher-yielding assets on the part of financial institutions and cause them to engage in heavier risk-taking than is desirable for the agent bearing the ultimate risk.


    
      (1) See, in particular, Borio and Lowe (2002), ECB (2007) and Gambacorta (2009).

    


    Much like the monetary transmission mechanisms we have just described, macroprudential instruments directly affect financial institutions’ balance sheets, particularly those of banks, their aim being to make institutions less vulnerable to negative shocks as well as to reduce financial systemic risk. The transmission of macroprudential measures takes the shape of adjustments financial institutions make in their behaviour in response to the balance sheet restrictions imposed on them.


    Monetary and macroprudential policies can be complementary in as much as financially healthier credit institutions – e.g. better capitalised ones – can ensure a smoother transmission of monetary impulses by way of interest-rate and credit channels. Besides, by reducing the probability of systemic stress, the macroprudential framework supports monetary policy as it lowers the chances of the latter having to address the zero lower bound while financial institutions are highly vulnerable and poorly operating markets pose risks to price stability. Conversely, financial stability may benefit from a decision to implement monetary policy instruments in response to some financial developments seen as material risks to price stability in the medium term.


    Interactions between monetary and macroprudential policies may thus turn out well for both sets of objectives, but negative spillovers cannot be ruled out. For example, the risk-taking channel might jeopardise financial stability if, due to financial frictions, more risk-taking due to very expansive monetary policy makes the financial system more vulnerable to shocks.


    1.2 Institutional framework


    The interactions, synergies and trade-offs observed between monetary and macroprudential policies have led to the creation of institutional frameworks in which the same institutions, namely the central banks, have been tasked with both remits, at the national level, at the level of the euro area and that of the European Union. As Regulation (EU) No. 1092/2010 states: "national central banks should have a leading role in macro-prudential oversight because of their expertise and their existing responsibilities in the area of financial stability"(1). Getting national central banks (NCBs) involved has become the generally accepted approach: most European countries have opted for an institutional model entrusting macroprudential responsibilities to their NCBs(2), not just because of their expertise but also because of their independence and credibility, and the potential synergies arising from the interaction between both sets of policies– as it is these that implement monetary policy and are typically also tasked with microprudential supervision, in most cases(3). Both at euro area and at European Union level, NCBs and the European Central Bank (ECB) have been assigned decisive powers in designing macroprudential policies – presen­ting challenges for policy-making and decision-making in both domains, challenges that become even more complex in a monetary union marked by different levels of decision-making.


    
      (1) Regulation (EU) No. 1092/2010 on European Union macro-prudential oversight of the financial system and establishing a European Systemic Risk Board.


      (2) Knot (2014),


      (3) While, in the euro area, the NCBs have transferred to the ECB some or all of their powers – or at least part of their supervision powers –, they remain involved in both implementation and decision-making.

    


    The introduction of the euro was accompanied by a single monetary policy for all countries that joined it, necessitating a centralised decision-making process. Heading up theEurosystem, the ECB’s Governing Council – of which all Member States’ central bank governors are part – is the key authority responsible for monetary policy in the euro area(1), and its decisions apply to all countries in the euro area.


    
      (1) Protocol on the Statutes of the European System of Central Banks and of the European Central Bank.
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    By contrast, the institutional framework for macroprudential policy has a decentralised set-up, with competent authorities at national, euro area and European Union levels. This reflects the heterogeneity of financial cycles across the different countries(1) as well as the need for individual countries to remain able to take specific measures to ensure financial stability, as the responsibilities linked to managing financial crises (of a fiscal nature, among others) have largely remained matters of national provenance(2), and as it is national governments that in the final instance have the authority to take key macroprudential measures given their highly redistributive effect. The supranational institutions, for their part, are expected to facilitate the coordination of national policies between the various countries and to limit any negative spillovers.


    
      (1) Constâncio (2014).


      (2) NBB (2015).

    


    In Belgium, the National Bank of Belgium (NBB) is the national macroprudential authority(1). Its Board of Directors is in charge of measures that affect the wider Belgian financial sector(2), by using sector-specific instruments. To facilitate coordination with other euro area and EU countries, the Board must inform the supranational institutions – i.e. the ECB and the European Systemic RiskBoard (ESRB) – about its intention to take macroprudential measures and take account of any objections before implementing such measures. The Board also has the authority to tighten any macroprudential measures imposed by the ECB that apply to Belgium, and may suggest to the ECB that it impose stricter measures on Belgian banks under the ECB’s direct supervision.


    
      (1) Belgian Official Gazette (2014).


      (2) NBB’s macroprudential authority is supplemented with powers entrusted to the Belgian government whenever selected instruments have redistributive implications. For more information about Belgium’s macroprudential institutional framework, see NBB(2015).

    


    The fact that it has been granted banking supervision authority by way of the single supervisory mechanism(SSM), of which all euro area countries are members, implies that the ECB has macroprudential powers that encompass the whole of the SSM area, but also of specific application to some countries. The ECB’s powers remain limited to the banking industry and to the instruments specified in the European legislation (CRR/CRD IV(1) and the SSM Regulation(2)). If necessary, the ECB may ‘topup’ measures taken at national level by the competent macroprudential authority. This asymmetric mandate –it does not allow for the possibility to ease measures– has been put in place to prevent national governments from being too lenient in the macroprudential arena. This relates primarily to microprudential measures used for macroprudential purposes, which is why both the new banking supervision structures and the specific central bank structures are involved in the decision-making process(3). That said, (macro)prudential tasks must be carried out separately, and without prejudice to the duties under the monetary policy framework(4) (principle of separation).


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


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


      (3) Grande (2014).


      (4) Council Regulation (EU) No. 1024/2013.

    


    The ultimate decision-making authority for macro- prudential policies is the ECB’s Governing Council. It is supported by the Supervisory Board, which is composed of representatives of the ECB and of the competent authorities of the Member States, and whose responsibilities include analysis and preparation of draft prudential decisions. Such drafts are submitted to the Governing Council for its approval or objection during meetings that are held apart from the monetary policy meetings, in order to ensure separate consultations(1). If the Governing Council opposes a decision put forward by the Supervisory Board, it has to disclose its reasons, particularly if they relate to monetary policy. In addition, the Governing Council can request the Supervisory Board to submit a proposal related to macroprudential policy or make macroprudential decisions without any input from the Supervisory Board if such a proposal is not forthcoming(2).


    
      (1) Decision ECB/2014/39 of the European Central Bank of 17 September 2014 on the implementation of the separation between the monetary policy and supervision function of the European Central Bank.


      (2) ECB (2014a)

    


    The NCBs that have been appointed national macroprudential authorities – e.g. the NBB for Belgium – are represented both on the ECB’s Supervisory Board and on its Governing Council, and are thus involved in the analysis, proposal of measures and decision-making on both macroprudential and monetary matters.


    The ECB is also strongly involved in the macroprudential institutional framework of the European Union, as it ensures the secretariat to the ESRB, the principal authority(1). In the event of systemic risk, the ESRB can issue warnings and recommend measures pertaining to the whole financial sector at both the national and supranational level, in keeping with a ‘comply or explain’ mechanism. Its recommendations are not exclusively targeted at the relevant macroprudential authorities, but also at other government bodies – including the legislature and the executive. The Board is not competent to implement macroprudential policy instruments directly, but it does exert influence despite its lack of hard power.


    
      (1) Regulation (EU) No. 1092/2010.

    


    The institutional framework for macroprudential policies in the euro area thus implies that decisions relating to macroprudential policies are taken and implemented at various levels (national, SSM/euro area and European Union), unlike monetary policy, which is common for the euro area. Another fundamental feature is that central banks – including the ECB and NBB – are fully involved in the fleshing-out and decision-making on monetary and macroprudential policies at all levels, implying challenges in terms of coordination as well as separation of both domains, even if the law provides for a strict separation of theECB’s monetary and (macro)prudential policy tasks.


    2. Trade-offs between price and financial stability


    The nature of the interaction between monetary and macroprudential policies is determined by trade-offs between price and financial stability. Drawing on a theoretical model supported by anecdotal real-world evidence, this section will show that the intensity of such trade-offs largely depends on the nature of the shocks that might occur at any particular time.
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    Taken over the longer term, however, there is little or no trade-off between the two objectives, as price stability is necessary – though not sufficient – for financial stability and vice versa, and as monetary and prudential policies make complementary contributions to a stable macroeconomic environment. That said, real and financial cycles might not always run precisely in tandem, or shocks may occur that cause a temporary trade-off between macroeconomic and financial objectives. In such cases, complementarity may be lacking and the two policy domains may be pulling in opposite directions, as illustrated by simulations of a structural macrofinancial model (Gelain and Ilbas, 2014). It is initially assumed that the economy is in equilibrium, but is then disrupted by a negative demand shock and a positive supply shock, respectively.


    Chart 3 shows a negative demand shock, which may have been triggered by, say, weaker consumer confidence in the wake of bad news and/or turmoil in the financial markets. The shock causes demand for goods and services to fall and capital spending to contract, with GDP shrinking and inflation declining in their wake. Weaker demand also sees lending in the economy and banking capital come down, as the economic slowdown drives up default numbers and puts pressure on banks’ profitability and therefore their capital positions.
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    The chart shows the response of a number of macroeconomic aggregates in percentage deviations from their long-term equilibrium values (Y-axis) over time (in quarters, X-axis) in two alternative scenarios. The first scenario assumes that macroprudential policy is not active (broken line): in response to the crisis and low inflation, monetary policy would cut the short-term interest rate, while the second scenario reflects what would happen if macroprudential policy were to be activated (unbroken line) in the form of a counter-cyclical tax/subsidy on bank capital. This type of macroprudential policy can also be considered to approximate the operation of a counter-cyclical capital buffer (CCB). Active macroprudential policies would in this case wind down the CCB to spark lending and get demand back on track, with bank capital falling less than in the previous scenario. As the active CCB policy contains the negative effects of the demand shock, the repercussions for the real economy are also smaller and inflation does not fall as sharply. As a consequence, the central bank does not have to cut the short-term interest rate by as much as it would do if no active macroprudential policy were in place.


    This example shows that both policy authorities move in the same direction to get the economy back on track. Both policies are accommodative in reaction to a negative demand shock. Therefore, the measures may be considered complementary, and there is no conflict between price and financial stability.


    Such a situation emerged in the euro area between 2008 and 2010, when the demise of Lehman Brothers in the United States in September 2008 sparked a worldwide negative demand shock. Consumer and business confidence nosedived and, coupled with the evaporation of bank credit –a consequence of the financial crisis– caused a deep recession: between the first quarter of 2008 and the second quarter of 2009, euro area GDP dropped 5.8% before picking up again. Euro area core inflation, which does not take account of the direct impact of the volatility of commodity prices (very high in the period under review) came down from an average close to 2% at the end of 2008 and beginning of 2009 to 0.8% in February 2010, in tandem with shrinking GDP. The downward trend in macroeconomic variables was also reflected in credit indicators: bank lending to corporations collapsed, with negative net lending flows in the wake of weak demand, while credit supply suffered dislocations from banks hit hard by the financial crisis.


    The authorities responded by applying expansive monetary policies. The ECB dramatically reduced interest rates and provided liquidity to banks, which helped bring down their funding costs. Before the crisis, the importance of macroprudential policy was little known or widespread, and it did not get implemented in the euro area at that moment; impulse responses derived from the model reveal that it would have resulted in an easing of conditions to facilitate lending. As it turned out, the prudential policy actually adopted in the framework of the reforms regulating the financial sector in general and the banking sector in particular may well have had a restrictive impact on lending.


    Chart 4 shows a positive supply shock caused, for example, by technological progress. GDP climbs and lending is encouraged – with higher expectations of future earnings prompting additional spending today – while inflation falls. Monetary policy responds to low inflation by cutting the interest rate. When the counter-cyclical macroprudential policy is activated (unbroken line), it will, in response to greater lending, be more restrictive and raise the CCB, for instance. This in turn pushes down lending and demand, increasing the downward pressure on consumer prices and sparking a further easing of monetary policy.


    Contrary to the negative demand shock scenario, the two different authorities are likely to implement conflicting measures and the effects of one set of measures will be partially offset by the other. Monetary policy will ease due to low inflation while macroprudential policy will tighten to clamp down on lending. Obviously, measures are not complementary in this instance and there is a conflict between price stability and financial stability.


    In the real world, it is often hard to identify a single significant economic supply shock: unlike demand shocks, which typically happen unexpectedly and rather forcefully, supply shocks usually emerge as a series of smaller shocks. The economic expansion in the euro area between 2003 and 2007 to some degree reflects the features of the positive technological shock described in the framework of our model.


    Against the backdrop of the rapid and increasing integration of new economies such as China, India and other emerging countries in the global economy, the euro area had started to import more from cheap production countries in the early 2000s. This downward pressure on the costs of goods used as inputs by euro area corporations can be considered a positive supply shock in so far as it boosted production from firms and so increased supply as compared to demand. In addition, the possibility of outsourcing production to low-cost countries–representing a significant increase in available labour reserves–also added to the economy’s supply capacity, albeit less directly.


    Inflation was limited in this environment: the year-on-year increase in the GDP deflator, which serves as a price index for the added value produced in an economy, slowed down to 2% on average between 2003 and 2007, compared with 2.5% in the two preceding years(1). At the same time, financial risks emerged, as the increased economic openess sparked a wave of optimism about future incomes. Between 2003 and 2007, this led to an increase in the real average growth of lending to the private sector in the euro area of around 30%, with even higher figures in some peripheral countries (where nominal rates had come down very rapidly in the early 2000s). In an environment in which virtually no macroprudential instruments were put into place, the ECB’s monetary policy response was to hike its key interest rates from the end of 2005, from2% in 2005 to 4.25% by 2008. Indeed, despite relatively low domestic inflation rates, the steep increase in money and in lending called for tighter monetary conditions in as much these developments were considered to pose a severe risk to price stability over the medium to long term(2). Section3.2 discusses in some greater depth what the financial cycle looked like in the same period.


    
      (1) It should be noted that commodity prices rose significantly in that period and that overall inflation was therefore on the rise. In the absence of any second-round effects, however, domestic inflation remained relatively low.


      (2) That said, monetary policy remained relatively accommodating in the period despite the increase in key interest rates.

    


    3. Should monetary policy lean against the wind?


    3.1 Leaning against the wind: what and why?


    The previous section has shown that when the economy is hit by a demand shock, monetary and macroprudential policies typically complement each other, with the stability of prices and GDP going hand in hand with financial stability.


    In the event of a supply shock, by contrast, policies are not always complementary. For one thing, a positive shock will see GDP – and lending – go up while inflation comes down, as GDP does not rise as far as its full potential because of imperfections in the goods and labour markets. In this scenario, monetary policy will respond to low inflation by lowering the interest rate, while macroprudential policy will focus on increased lending and its concomitant risks and therefore tighten – a clear trade-off between several objectives. The risk of conflicts and coordination failures increases and there is a stronger argument for a joint strategy for monetary and macroprudential policies. The question whether monetary policy should lean against the wind hence becomes more relevant.


    Monetary policy is said to "lean against the wind" when it decides to be more restrictive than strictly necessary to ensure price stability in the short to medium term, the aim being to keep the risks to financial stability at a minimum.


    Post-crisis, there is little disagreement about the active role that macroprudential policy needs to play to keep financial stability on an even keel, but academics and policy-makers do not yet agree on whether or not monetary policy should lean against the wind and, if so, what the consequences would be for the traditional strategies pursued by central banks aimed at keeping inflation low and stable. Past discussions on whether or not monetary policy should factor in developments in asset prices can be seen as a precursor to today’s debate on the degree of coordination between macroprudential and monetary policies. The debate at the time was conducted on a much smaller scale and arguments in favour of an active role for monetary policy on asset prices (see Cecchetti et al.,2000) were more muted. Counter-arguments included that there were few benefits to responding to asset prices because of the challenges involved in identifying over- and undervaluations, except where this influenced inflation expectations (e.g. Bernanke and Gertler, 2001).


    The financial crisis rekindled the debate and raised the question whether monetary policy was actually contributing to the financial imbalances, the argument being that monetary policy should have been more restrictive in the mid-2000s to slow down any build-up of financial imbalances, even though no upward risks threatened price stability at the time (remember, there was no active macroprudential policy in place either). Changes to the key interest rates typically impact debt positions, the quality of assets and risk appetite of banks – all factors that have an impact on the availability and cost of bank loans for borrowers. Borio and Zhu (2008) argue that the risk-taking channel of monetary policy – which clearly links monetary policy and banks’ risk appetite and hence bank lending – may be important enough to call for an active role for monetary policy to discourage excessive risk-taking at times of economic expansion (see Adrian and Shin, 2010). Although it has been demonstrated (by Reinhart and Rogoff, 2009, for instance) that all serious financial crises have been preceded by times of very rapid credit growth, the discussion about the degree to which financial stability should be one of the core elements of monetary policy has not been resolved decisively. The new framework for macroprudential policy is likely to have a range of different effects on monetary policy, depending on the views of policy-makers. Two of these opposing views are discussed in some greater depth below.


    Those in favour of a more active role for monetary policy in the new framework for macroprudential policies argue that central banks should be given a wider remit than their previous single-minded focus on price stability; that they should factor in the effects of their policies on risk-taking behaviour and where necessary should try to prevent a credit boom, by addressing the build-up of financial imbalances that macroprudential policy may fail to tackle (see De Grauwe, 2008, Borio, 2011). As financial imbalances typically take a relatively long time to build, Bean(2003) suggests that monetary policy should focus on the longer term than is the case today – inflation targets are typically set for the medium term. Woodford(2011) suggests a "natural extension of flexible inflation targeting", in which central banks adopt financial stability objectives in addition to their usual objectives for price stability and output. To assess systemic risk and respond appropriately through the interest rate policy instrument, they will have to take on board both maturity transformation by and the debt positions of financial institutions.


    In line with this view, the Sveriges Riksbank chose to raise its key policy rate in the summer of 2010 – i.e. in the aftermath of the crisis – and hence to lean against the wind, in order to contain the growing household debt burden and rising residential property prices.


    Those against additional objectives for monetary policy to help achieve financial stability reckon that specific macroprudential instruments – e.g. capital and liquidity buffers, loan-to-value ratios, etc. – are much more efficient means of assuring financial stability than is monetary policy. Svensson (2012) proposes a separation of the two policy domains, and advocates that monetary and macroprudential policies should be separated and that financial stability is only relevant to monetary policy insofar as it influences medium-term prospects for inflation and employment. His line of thought implies no change to the pre-crisis framework concerning the pursuit of inflation objectives. Svensson (2012) also points out that the Sveriges Riskbank’s "leaning against the wind" policy has not exactly been a resounding success, and suggests that it came at the cost of lower inflation and higher unemployment figures, which in their turn jeopardised financial stability by increasing the real debt burden of households.


    Bernanke (2011) admits that the importance of financial stability was underestimated before the crisis and that it deserves much greater attention, making financial stability as important as price stability and turning these into complementary remits for central banks. He argues that this should not require any massive changes in the current–price stability targeted – monetary policy framework, as it is as yet unclear whether monetary policy provides the appropriate instruments or whether better macroprudential instruments are available.


    This view is reflected in the Swiss policy reaction to a worrying increase in the country’s debt ratio and rapidly rising prices in its property markets in 2012. The Swiss National Bank has opted not to "lean against the wind" and to stick to its accommodating policies in view of the country’s low inflation outlook. Instead of raising key rates, it activated sectoral CCBs at the end of 2012 in order toput the brakes on rising debt ratios and house prices. A year later, the CCB on risk-weighted assets secured by direct or indirect Swiss property holdings was raised from1% to 2%.
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    In practice, a number of factors would seem to come into play when deciding whether and, if so, to what degree monetary policy should lean against the wind. Section3.2 touches on two of them: (1) the nature of financial imbalances and whether these are sector-specific or widespread, and (2) whether prudential policy has suitable instruments with which systemic risk can be addressed effectively.


    3.2 Specific versus widespread imbalances


    An example of sector-specific imbalances would be a bubble in a specific asset market, such as an excessive increase in house prices. If the emergence of a local bubble is suspected, targeted macroprudential measures – such as a reduction in loan-to-value (LTV) ratios – might be better suited than monetary policy to clamp down on the threat to financial stability. After all, using key rates might require quite a significant rise in interest rates, potentially weakening the real economy and eroding price stability.


    At euro area level, the arguments in favour of leaning against the wind typically find less favour when imbalances are country-(and/or sector-) specific. Macroprudential instruments are much more likely to provide relief in such cases as these can be adjusted to the specific characteristics of the affected country (and/or sector). Pro-leaning arguments gain traction where the risk of contagion to the rest of the economy increases or when imbalances are emerging at a more aggregate level.


    How heterogeneous are financial imbalances in the euro area? Are they widespread or are they limited to a few countries or sectors? What was the situation before the financial crisis? Apart from differences between sectors, the euro area also shows a significant heterogeneity between countries, and most certainly in terms of the financial cycle. Developments in bank credit growth to households and non-financial corporations illustrate the differences between financial cycles in the various euro area countries.


    While turning points are highly correlated, financial cycles in (former) "programme" countries (Greece, Ireland, Portugal and Spain) are typically much more pronounced than in the other euro area countries. On average, (former) programme countries recorded pre-crisis credit growth at twice the pace of that in other Member States, causing a build-up of significant –and country-specific– financial imbalances, which also showed up in rising current account deficits for these countries.


    Euro area monetary policy, which focuses on price stability in the Economic and Monetary Union as a whole, is not really equipped to correct such country-specific imbalances, irrespective of whether these arise from asymmetric shocks or from structural differences. Furthermore, if monetary policy were to target countries with overheated credit markets, such adjustments would not resolve the heterogeneity between countries, as such policies might well be too restrictive for other Member States.


    In such an environment, (country-specific) macroprudential policies are not just better suited to ensure financial stability; they may also prevent single monetary policy from exacerbating certain imbalances. Also, macroprudential policies have the advantage of being able to target measures more specifically, for instance by imposing a more stringent LTV on mortgage loans, if credit growth is only robust in this particular area.
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    The question is whether such (national) macroprudential measures would have fully covered financial stability risks in the (former) programme countries in the first decade of EMU’s third phase and would have brought their financial cycles more in line with the average in the euro area. In view of their high credit growth, we can suppose, ex-post, that the CCBs – one of the key pillars of the euro area’s new macroprudential policies – would have been imposed in these countries, which would probably have nipped over-robust credit growth in the bud and/or could have limited the repercussions of a subsequent "bust" on financial stability(1).


    Sector-specific imbalances may also justify the activation of targeted macroprudential instruments. In 2013, the National Bank of Belgium decided that the Belgian housing and mortgage markets were showing signs of potential risks, in particular given the significant increase in house prices and mortgage lending in the preceding decade, and the trend towards easing lending criteria (longer mortgage maturities, larger loans).


    At the end of 2013, the Bank deemed it appropriate to draw on its new macroprudential set of tools for the first time, to help make banks more resilient to possible adverse shocks in the mortgage market. More specifically, the Royal Decree dated 8December2013 raised by 5percentage points the risk weights used by banks for mortgage loans, a measure that applied to banks using an internal ratings-based model (IRB). The measure has brought risk weights for Belgian mortgage loans more in line with the average in a number of European countries (from 10% to 15%).


    Based on the outstanding mortgage loan portfolio at the end of 2013 (€ 165billion), this implied an increase in risk-weighted assets by € 8.2billion. Assuming that banks hold the 8% minimum required capital for these assets, this adds an extra capital requirement of around € 700million, or 0.2% of GDP. Alternatively, banks might chose to reduce their risk-weighted assets–though not necessarily their mortgage holdings – to meet this stricter requirement(2).


    
      (1) Jiménez et al. (2012) have found that Spain’s introduction of a CCB in2000–which was revised in 2005 and 2008 – helped smooth the credit cycle.


      (2) The Bank estimated the additional capital the measure required at € 600 million (see NBB, 2015), though in practice it did not result in an effective increase, as the banks already had sufficient capital in place. In fact, the measure implied a limited reduction of the capital ratio, indicating that the banks took the adjustment largely on the liabilities side and not through any rundown of risk-weighted assets.

    


    Evaluating the macroeconomic impact of the measure is not straightforward, but it can be noted that it was relatively limited in scope when compared with some macroprudential measures adopted in other countries(1). That said, some evidence can be found on the basis of banks' credit standards when granting mortgage loans (impact on financial stability) as well as from credit growth developments (macroeconomic impact).


    
      (1) In the Netherlands, for instance, De Nederlandsche Bank (DNB) imposed an additional systemic buffer of 3% of total risk-weighted assets (and a buffer of 1% for the fourth largest bank). According to the DNB, the three major banks account for over 80% of the Dutch market (DNB, 2012). Note that this measure attempts to contain systemic risk and does not directly compare with the targeted mortgage loan measure in Belgium.

    


    As the Bank Lending Survey reveals, Belgian banks have tightened their credit standards on mortgage loans since the introduction of the measure at the end of 2013, deviating from the trend in the rest of the euro area, where banks have tended to ease their credit standards slightly. These tighter credit standards on housing loans are also in contrast to the easing of credit standards on loans to firms as implemented by Belgian banks in the same period.


    Nevertheless, the annual growth rate of mortgage loans in fact increased again by the end of 2014. The accommodating monetary policy – resulting in a further drop in mortgage lending rates – and, at the end of 2014, the expectations of a less favourable tax treatment for mortgage loans that was introduced in Flanders in 2015, have played a role in this trend.
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    3.3 Macroprudential instruments and their effectiveness


    When addressing the question of whether monetary policy should lean against the wind, we need to investigate, in addition to whether imbalances are widespread or sector-/country-specific, whether macroprudential authorities have access to appropriate instruments to combat systemic risk effectively. After all, there may be doubts about the effectiveness of the instruments one is intending to use, especially if such instruments have never been used before or only in a limited way. The Belgian experience of changing the risk-weighting for mortgage loans appears to be positive, but it is generally too early to assess the impact of macroprudential measures, most of which have been taken only since the financial crisis.


    Also, the impact of the instruments might change over time as financial markets will always look for ways to sidestep rules and legislation, and regulatory flexibility and alertness will remain imperative if systemic risk is to be addressed successfully.
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    In the case of half-hearted and inefficient prudential policies, it may indeed be desirable for monetary policy to lean against the wind, as it can help temper the financial cycle when prudential measures prove not very effective. Raising the risk-free rate – a typical monetary policy instrument and the starting point for pricing assets and credit – is felt throughout the financial system, even in sectors where prudential rules are less applicable, such as in shadow banking (“It gets in all the cracks", as former member of the Federal Reserve Board Jeremy Stein stated in a 2013 speech).


    The effectiveness of macroprudential policy is primarily threatened by the potential shift from regulated sectors to sectors governed by less strict rules. A potential case in point – and one that might make macroprudential rules much less effective – is that, increasingly in the euro area, market funding is stepping into the gap left by banking finance to corporations(1).


    
      (1) Some authors (Herman, Igan and Solé, 2015) note that such shifts may also occur in response to a monetary-policy-sparked interest rate change, which affects the various subsectors (banking and non-banking) of the financial industry differently.

    


    Post-crisis, corporations have increasingly been tapping the markets for their funding, largely offsetting the contraction in bank loans in some countries of the euro area – a trend that has gone hand in hand with the expansion of the non-banking financial sector (including so-called "shadow banking").


    On the one hand, the growth of non-banking financial sectors has diversified sources of external funding in a highly bank-dominated financial intermediation industry, and such expansion of the capital markets might actually make the financial system in the euro area more stable.
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    On the other hand, however, from a macroprudential perspective this might give rise to some concern over the growth of non-banking sectors for financial intermediation(1), as the banking industry is rigorously regulated and controlled when compared with other financial sectors – and all the more so since the financial crisis. There is a real risk, then, that financial vulnerabilities are shifted to less strictly regulated institutions. In such a climate, as we observed above, monetary policy may, in the absence of regulatory instruments to address such concerns, help to contain a potential bubble by raising interest rates, which should percolate through to all sectors of the economy and all segments of the financial markets. This is why it is important to extend (macro)prudential powers to non-bank financial sectors, and particularly to shadow banking.


    
      (1) The rapid rise of shadow banking is identified as one of the main threats to financial stability in the ECB’s Financial Stability Review published in May 2015.

    


    4. Does current monetary policy in the euro area pose a threat to financial stability?


    This final section will discuss in greater detail the current assessment of the trade-off between assuring price stability and financial stability in the euro area. In order to safeguard price stability, the Eurosystem is currently pursuing a markedly accommodative monetary policy. After policy rates had reached their lower bound in September 2014, the ECB started buying ABS and covered bonds in the autumn of that year. In January 2015, the Governing Council moved to combine these programmes into an expanded asset purchase programme (APP) for mainly government bonds, with monthly purchases amounting to €60 billion. The Council intends to run the programme until the end of September2016 and, in any case, until it sees a sustained adjustment in the path of inflation that is consistent with its aim of achieving inflation rates below, but close to, 2% over the medium term. Both the APP announcement and its actual implementation have depressed short-term as well as long-term rates, both nominal and real – i.e. adjusted for inflation expectations. The monetary boost has now also reached households and corporations, as interest rates on new loans have been coming down significantly since mid-2014, whereas they had been virtually unchanged in the previous months.


    Meanwhile, some signs are now also pointing at risks to financial stability, and these may not be unconnected with recent monetary policy measures, which imply a significant amount of liquidity being pumped into the financial system and noticeable effects on market rates. For one thing, share prices have gone up sharply, while risk premiums in the bond markets are very low indeed and some institutions such as the IMF (2015) – as well as the NBB(2015)– have warned that low nominal rates threaten to weigh on the profitability of banks and insurers.


    The APP’s impact on the financial markets typically runs via three channels. First off, the announcement of such a major, never-used monetary policy instrument sends a strong signal that the central bank is taking its mandate–i.e. ensuring price stability – very seriously indeed. This boosts central bank credibility and helps anchor inflation expectations around its stated target. In addition to this all-encompassing first channel, there is the immediate impetus to prices from assets so purchased, reducing long-term nominal rates. Lastly, market participants are likely to rebalance their portfolios, as individual sellers of assets will typically use the central bank reserves or bank deposits they have been paid to make new investments.


    Accommodative monetary policy benefits macroeconomic stability through these three channels: real interest rates fall as direct effects squeeze nominal rates and as the signalling effect stabilises inflation expectations. Portfolio rebalancing pushes up the value of risky assets, allowing less highly rated economic agents to also secure funding. Meanwhile, the three channels – and particularly the immediate downward pressure on nominal rates and the portfolio rebalancing – also pose risks to financial stability, if they trigger an excessive search for yield or cause economic agents with fixed nominal return objectives to get into trouble, e.g. life insurers that have committed themselves to specific minimum returns.


    4.1 Current trade-offs – three considerations


    To adequately gauge the trade-offs between price stability and financial stability, three main factors come into play.


    The first is straightforward: the primary objective of monetary policy in the euro area is to ensure price stability. There is little doubt that risks to price stability were on the downside in mid-January2015: in the preceding months, inflation had plumbed greater depths than had been anticipated and inflation expectations had fallen, even those for the longer term. With policy rates at their lower bound, non-conventional monetary policy, or the active use of the central bank balance sheet as a monetary policy instrument, was the next logical step.


    The second aspect is rather more subtle. On the surface, the asset purchase programme does indeed seem to spell trouble for financial stability, but its risks should be compared to those that would have emerged if monetary policy had not provided further stimulus, but had let disinflation run its course and slide into deflation. This would have had devastating effects on financial stability, as it would have put downward pressure on nominal incomes – from labour as well as capital or wealth – implying that nominal debt would have weighed more heavily: a debt deflation scenario that might trigger larger default numbers. In addition, permanently low inflation would also imply permanently low nominal rates. This would not only have negative consequences for financial stability (as we describe below) but would also mean that it would no longer be possible to make full use of monetary policy to help stabilise the economy (because of the lower bound on nominal interest rates) – a real problem for financial stability also, which benefits from a less volatile macroeconomic environment.


    However, positive spillover effects on financial stability via macroeconomic stabilisation are not visible immediately, and tend to support financial stability only indirectly, in contrast to the clearly identifiable effects of monetary policy accommodation on the valuations of selected asset classes. And although monetary policy does act as a positive influence on financial stability via macroeconomic stabilisation, its effect on the financial markets, and on the banking and non-banking financial sector (including shadow banking), should be tracked closely.


    A third and final factor in this context is that, although valuations in selected markets have increased considerably, lending in the euro area has stayed fairly anaemic and the process of balance sheet strengthening has continued unabated, both in the banking industry and in the non-financial private sector. What is more, residual risks can be addressed via targeted (macro)prudential instruments, as – in contrast to the pre-crisis period – there is now a framework in place to use such instruments more swiftly and smoothly. Section 4.2 illustrates all three aspects for a sector often identified as hard hit by accommodating monetary policy: (life) insurance.


    4.2 Risks of too-low inflation: monetary policy and the (life) insurance industry


    The APP had pushed down long-term nominal rates to record lows by mid-April2015 and there has only been a subdued revival since. Insurers are often mentioned as the one group that will see profitability come under pressure if this situation persists.


    To assess how exposed insurers are, there are two elements that we need to consider. The corporations most vulnerable to lengthy periods of low interest rates are those that face a bigger mismatch between the duration of assets and liabilities – i.e. their assets have shorter durations than their liabilities – and a bigger legacy of contracts (liabilities) with high nominal returns (see ECB (2015), p. 12).


    If there is no duration mismatch between assets and liabilities, insurers do not see their profitability slashed by falling interest rates triggering revaluations of their balance sheet positions: in fact, discounted values rise just as fast on both sides of the balance sheet and no capital shortfalls emerge. Lower interest rates do not just imply higher discounted values of future liabilities, they similarly affect long-term assets(1).


    
      (1) See page 22 of IMF (2015): “In the past three years, European life insurers’ equities have paid one of the most attractive dividends, outperforming on the back of waning euro area fragmentation risk, high capital gains on bond holdings, and the release of excess capital due to lower claims inflation.”

    


    That said, insurers’ assets generally have shorter durations than their liabilities and EIOPA data (2014) show that the mismatch is typically bigger in the northern euro area countries (Germany, Austria, the Netherlands, Finland). Hence, the potential repercussions of today’s monetary policy are not only sector-specific, they are even more pronounced in some countries for one single sector.


    Their assets having shorter durations than their liabilities in some countries poses a challenge to these corporations: when they mature, these assets will have to be reinvested at lower rates. The problem gets even worse if the liabilities on their balance sheet come with high guaranteed returns, which was common practice at a time when nominal interest rates were much higher than they are today. The right panel of chart 10 illustrates that these guaranteed returns currently exceed returns on government paper in the euro area – a challenge for insurers. The chart also shows that returns on investment have gone up in the past few years on the back of higher equity and bond prices – as accommodating monetary policies support returns by producing capital gains.
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    Paradoxically, the current very low interest rate environment also creates the best conditions to ensure the future financial health of the insurers, precisely because these low-interest policies are supposed to breathe new life into the economy and get inflation back up – a sure route towards higher interest rates. In that context, it is instructive to investigate what are the driving forces behind these low nominal rates.


    Chart 11 breaks down ten-year rates on AAA-rated government paper in the euro area: long-term nominal rates contain a compensation for expected inflation (measured here in terms of ten-year inflation swaps) and an implicit real interest rate (measured as the difference between nominal rates and the inflation swap). The chart does not explicitly allow for the role played by risk premiums (intended to compensate for risks related to, for example, long durations or liquidity of the instruments).


    In the pre-crisis 2005-2007 period, long-term interest rates stood at around 3.8%, breaking down into inflation compensation of nearly 2.2% and real interest rates of 1.6%. This latter percentage more or less equalled the economy’s potential growth(1), which makes sense as long-term real interest rates typically tie in closely with this.


    
      (1) OECD forecasts.

    


    Just before the ECB announced its APP in December 2014, nominal ten-year rates had come down to 75 basis points, while implicit real interest rates had turned slightly negative in the wake of previous monetary policy easing plus the expectation of a future expanded asset purchase programme. In fact, real interest rates had dipped below potential growth – a monetary stimulus. However, inflation expectations had also fallen sharply: inDecember2014, the financial markets were pricing in average inflation for the next decade of a mere 1.2%, well below the Eurosystem’s objective and significantly lower than the2.2% inflation compensation seen in 2005-2007(1). In other words, the subdued inflation outlook was also contributing to low long-term nominal rates.


    
      (1) This 2.2% inflation compensation in the pre-crisis period is not necessarily inconsistent with inflation expectations "below, but close to, 2%" as different types of risk premiums (e.g. liquidity premiums) influence the price of these inflation swaps. This analysis does not explicitly identify these premiums.

    


    In June 2015, after a few months of APP, long-term nominal rates had moved somewhat higher than inDecember2014, to 88 basis points. When broken down, however, these nominal rates were clearly more growth-friendly than in December: higher inflation expectations imply lower ex ante real interest rates and more monetary stimulus.
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    The ECB’s APP has significantly reduced the chances of interest rates getting stuck in a ‘Japanese’ scenario of deflation and decades of interest rates close to zero, even in the longer maturities. A ‘Japanese’ scenario here suggests a "passive" monetary policy not actively combating falling inflation. It implies an acceptance of disinflation and economies sliding into permanently low or even negative inflation, and so also into low nominal rates. This particular scenario may bring about a new equilibrium in which nominal rates equal zero, while prices fall at a pace implying real interest rates on a par with the potential growth of the economy(1) (and with real interest rates neither stimulative nor restrictive to growth). This scenario is outlined by Bullard (2010) and also covered by Boeckx, Butzen, Cordemans and Ide (2015).


    
      (1) To arrive at equilibrium real rates, the analysis used long-term potential growth in the euro area as projected by the OECD.

    


    The APP attempts to prevent just such a scenario by putting downward pressure on real interest rates and thus kick-starting the economy as well as inflation. Under this scenario, nominal rates should eventually also turn higher, as inflation expectations amount to around 2% and real interest rates approximate potential growth.


    Our analysis shows that the APP helps to ward off the threat of low nominal rates – for insurers, say – by stabilising its inflation component. However, real interest rates over a longer horizon are outside the control of monetary policy, as these tend to reflect potential growth. And potential growth depends on factors unrelated to monetary policy, such as technological advances, demographics and labour market policies.


    Should potential growth – for various reasons – languish below past levels (and international institutions expect it will), prudential policy may have a part to play in incorporating this new "real reality", for instance when setting return guarantees on life insurance. In addition, the regulator should also actively monitor whether corporations (continue to) pursue appropriate asset liability management and do not get tempted into an excessive search for yield (as noted above) or by selling off high-coupon bonds too hastily as they record high prices due to low interest rates.


    The NBB (2015) discusses in greater detail the prudential measures the Bank has taken in its capacity as the insurance industry’s regulator. Within the framework of Belgian insurance laws, the Bank puts a proposal to the competent minister to adjust the mechanism of maximum rates on individual long-term insurance contracts. The Bank also recommends that insurers move cautiously on locking in capital gains in light of the environment of low interest rates. Its 2013 decision–calling for the creation of a so-called "flashing-light provision" as additional provision to cushion interest rate risks–also still applies.


    Conclusions


    The Tinbergen principle states that, for economic policy to be successful, there should be at least one instrument for each objective. It is within this framework that the ECB has been given macroprudential responsibilities to ensure financial stability, while keeping its (macro)prudential objectives separate from its duty to ensure price stability.


    However, this does not imply that, in addition to synergies, trade-offs between macroeconomic and financial objectives might arise. Interaction between the two policy domains is therefore inevitable.


    Although monetary policy does not have macroprudential objectives, a "leaning against the wind" policy might be appropriate when financial imbalances are widespread or if sufficiently effective prudential instruments are not available.


    In the current context, expansive monetary policies appear justified as the economy shows no signs of widespread, excessive risk behaviour, as monetary policy in fact has positive spillovers on financial stability via macroeconomic stabilisation, and as targeted macroprudential instruments are available to help address risks that might emerge.

  


  
    Bibliography


    Adrian T. and Shin H.S. (2010), "The Changing Nature of Financial Intermediation and the Financial Crisis of 2007-2009", Annual Review of Economics, 2, pp. 603 18.


    Bean C. (2003), "Asset Prices, financial imbalances and monetary policy: are inflation targets enough?" in Richards and Robinson (eds.), Asset prices and Monetary policy, 4876, Reserve Bank of Australia.


    Belgian Official Gazette (2014), Law of 25 April 2014 on the implementation of mechanisms for macroprudential policy and determination of the specific duties of the National Bank of Belgium as part of its task to contribute to the stability of the financial system.


    Bernanke B. (2007), The Financial Accelerator and the Credit Channel, remarks at the conference on The Credit Channel of Monetary Policy in the Twenty-first Century, Federal Reserve Bank of Atlanta.


    Bernanke B. (2011), The effects of the Great Recession on Central Bank Doctrine and Practice, speech at the 56thEconomic conference, Federal Reserve Bank of Boston.


    Bernanke B. and Gertler M. (1995), "Inside the black box: the credit channel of monetary policy transmission", Journal of Economic Perspectives, 9(4), pp. 27 48.


    Bernanke B. and Gertler M. (2001), "Should Central Banks Respond to Movements in Asset Prices?", American Economic Review, Vol. 91, pp. 253 257.


    Bernanke B.S., Gertler M. and Gilchrist S. (1999), "The financial accelerator in a Quantitative Business Cycle Framework", Handbook of Macroeconomics, Volume 1, Chapter 21, pp. 1341 1393.


    Boeckx J., Butzen P., Cordemans N. and Ide S. (2015), "Deflation in Japan, Abenomics and lessons for the euro area", NBB, Economic Review, June, pp. 99 123.


    Borio C. and Lowe P. (2002), Asset prices, Financial and Monetary Stability: Exploring the Nexus, BIS Working Paper 114.


    Borio C. and Zhu H. (2008), Capital regulation, risk-taking and monetary policy: a missing link in the transmission mechanism, BIS Working Paper 268.


    Borio C. (2011), Central banking post-crisis: what compass for uncharted waters?, BIS Working Paper 353.


    Bullard J. (2010), Seven Faces of “The Peril”, Federal Reserve Bank of St. Louis Review, September/October, 92(5), 339 52: http://research.stlouisfed.org/econ/bullard/pdf/SevenFacesFinalJul28.pdf.


    Cecchetti S., Genberg H., Lipsky J. and Wadhwani S. (2000), Asset Prices and Central Bank Policy, Geneva Reports on the World Economy, 2, International Centre for Monetary and Banking Studies and Centre for Economic Policy Research.


    Constâncio V. (2014), The ECB and macro-prudential policy: from research to implementation, speech at the 3rd Macro-prudential Research Network Conference, Frankfurt, 23 June.


    Cordemans N. and Ide S. (2012), "Monetary policy in the United States and the euro area during the crisis", NBB, Economic Review, June, pp. 39 65.


    De Grauwe P. (2008), "The Risks of being Chairman in the Age of Turbulence", International Finance, 11:1, pp. 109 115.


    DNB (2013), 2012 Annual Report.


    EBA (2014), Fourth report on the consistency of risk weighted assets.


    ECB (2007), "The impact of short-term interest rates on bank risk-taking", Financial Stability Review, pp. 163 167.


    ECB (2014a), Decision ECB/2014/1 of the European Central Bank of 22 January 2014 amending Decision ECB/2004/2 adopting the Rules of Procedure of the European Central Bank.


    ECB (2014b), Decision ECB/2014/39 of the European Central Bank of 17 September 2014 on the implementation of the separation between the monetary policy and supervision function of the European Central Bank.


    ECB (2015), Financial Stability Review, May.


    EIOPA (2014), EIOPA Insurance stress test2014, November.


    EU (2010), Regulation (EU) No. 1092/2010 of the European Parliament and of the Council of 24November2010 on European Union macroprudential oversight of the financial system and establishing a European Systemic Risk Board.


    EU (2013a), Directive 2013/36/EU of the European Parliament and of the Council of 26June2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC.


    EU (2013b), Regulation (EU) No. 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No. 648/2012.


    EU (2013c), Council Regulation (EU) No. 1024/2013 of 15October2013 conferring specific tasks on the European Central Bank concerning policies relating to the prudential supervision of credit institutions.


    Gambacorta L. (2009), "Monetary Policy and the Risk Taking Channel", BIS Quarterly Review.


    Gelain P. and Ilbas P. (2014), Monetary and Macroprudential Policies in an Estimated Model with Financial Intermediation, NBB Working Paper 258.


    Grande M. (2014), Integrating macro- and micro-prudential supervision at the ECB, Presentation at the 9th High Level Meeting on Global Banking Standards and Regulatory and Supervisory Priorities in the Americas, Lima (Peru), 4 and 5November.


    Herman A., Igan D. and Solé J. (2015), The macroeconomic relevance of credit flows: an exploration of US data, IMF Working Paper 15/143.


    IMF (2015), Global Financial Stability Review, April.


    Jiménez G., Ongena S., Peydró J.-L.and Saurina J. (2012), Macroprudential policy, countercyclical bank capital buffers and credit supply: Evidence from the Spanish dynamic provisioning experiments, NBB Working Paper Research series N°231, October.


    Knot K. (2014), "Governance of macroprudential policy", Financial Stability Review, Banque de France, April.


    Mishkin F.S. (2001), The transmission mechanism and the role of asset prices in monetary policy, NBER Working Papers 8617.


    NBB (2015), Financial Stability Report, June.


    Official Journal of the European Union C 326 of 26.10.2012, p. 230, Protocol (No. 4) on the statute of the European system of central banks and of the European Central Bank.


    Reinhart C. and Rogoff K. (2009), This Time is Different: Eight Centuries of Financial Folly, Princeton University Press.


    Smets F. (2014), "Financial Stability and Monetary Policy: How Closely Interlinked?", International Journal of Central Banking, vol. 10(2), 263 300, June.


    Stein J. (2013), Overheating in Credit Markets: Origins, Measurement, and Policy Responses, speech at the research symposium sponsored by the Federal Reserve Bank of St. Louis, February.


    Svensson L.E.O. (2012), "Inflation targeting and leaning against the wind", International Journal of Central Banking, June, pp. 103 114.


    Woodford M. (2011), Inflation Targeting and Financial Stability, mimeo.

  


  
    Has the crisis altered the Belgian economy's DNA?


    E. Dhyne and C. Duprez(1)


    
      (1) The authors thank L. Aucremanne, L. Dresse, C. Swartenbroekx, C. Fuss and J. DeMulder for their comments on the preliminary versions of this article. The findings presented in this article also benefited from discussions with A.Leivchenko (U. Michigan), A. Bernard (U. Darmouth), K. Manova (U. Stanford), G. Magerman (KUL) and S. Rubinova (Geneva Graduate Institute).

    


    


    Introduction


    Owing to the development of information and communication technologies combined with the integration of new economies into global trade, production processes nowadays are fragmented(1). Instead of operating self-sufficiently, managing all the successive production phases themselves, firms make extensive use of outsourcing, obtaining intermediate goods and services from other companies. Typically, some specialise in providing services – such as accounting, transport, marketing, etc. – for third parties while others specialise in producing intermediate goods or components(2). They do not necessarily aim to make a final product for the end user, but instead form a link in the production chain. Today, an economy’s production capacity therefore comprises a real network of interlinked firms. That network is not confined within national borders. Firms establish many buying and selling relationships with partners in other countries, especially in a small open economy like Belgium.


    
      (1) See Baldwin (2012) for more information on this subject.


      (2) See Kraemer et al. (2011), who illustrate the iPhone and iPad production chain.

    


    Various indicators relevant at the level of the firm can be used to describe this fragmentation of production. Among them, the concept of the total length of the production chain to which a firm belongs indicates the number of successive firms involved in making the end product. In addition, each firm is distinguished by its position in a production chain. This second concept gauges whether a firm specialises in the initial production phases or, conversely, in the final stage that delivers the final product. Hitherto, economic analysis had taken very little notice of these dimensions, but they are now beginning to attract attention in the economic world, partly as a result of the recent publication of macroeconomic data linking the output of various branches of activity located in different countries. On the basis of that research, and by applying the principles of input-output analysis(1) to an original microeconomic database, this article presents a new way of understanding the operation of the Belgian economy and draws some initial lessons, notably in regard to the recent crisis.


    
      (1) See Johnson (2014) for a survey of the literature on value added trade, calculated on the basis of the input-output tables, and Duprez (2014) for an illustration of the situation in Belgium.

    


    In practice, the analysis reveals that Belgian firms generally form part of relatively long production chains. In addition, the Belgian economy specialises in production segments at a relatively early stage in the production process. On average, the goods and services produced in Belgium are therefore relatively distant from the end user. There are two combined effects here: (i) the branches of activity that tend to be involved in the initial production stages, such as chemicals, metallurgy and certain business services, are relatively predominant in Belgium, and (ii) compared to firms of other European countries belonging to the same branches of activity, Belgian firms generally specialise in the initial production stages, the goods or services produced then undergoing subsequent processing before being sold to the end user.


    In regard to economic performance, the econometric analysis presented in this article establishes that, during the period 2002-2011, the fragmentation of the production processes was beneficial overall to Belgian firms, as the fastest growing firms are the ones which succeeded in securing a place in the longest production chains. However, the ones that benefited the most are those at the end of the chain, i.e. close to the end user. Fragmentation and proximity to the consumer therefore appear to be determinants of economic performance.


    However, the fragmentation process came to a halt during the economic crisis. In Belgium, the crisis caused the production network to shrink. Transactions by new firms did not fully offset the destruction of businesses or existing economic links. Within the Belgian network, the most vulnerable firms were essentially small businesses with low productivity, specialising in the initial production phases.


    This article is structured as follows. The concepts, data and methodology used are presented in sections 1.1 and 1.2. Sections 1.3 and 1.4 look at the economy from the interconnections angle in order to illustrate the specific characteristics of the Belgian economic fabric and to describe its economic performance. Section 2 describes the economic crisis and its repercussions. The article ends with some concluding remarks.


    1. The Belgian economy’s DNA


    1.1 The Belgian economy as a production network


    Like other advanced economies, Belgium has a fragmented production system. The manufacture of an end product involves a number of firms making successive contributions. Here, attention focuses on two of the various indicators relevant at the firm level which can describe this fragmentation of production. The first measures the total length of the production chain, and the second gauges the relative position of a firm in that chain.


    Two measures of distance are necessary to construct these two indicators. The first assesses a firm’s proximity to the end user, by counting the number of production stages still to be completed before the final product is sold to the consumer(1). The second determines the number of production/processing stages already completed upstream of the firm. The sum of these two distances gives the total length of the production chain to which the firm belongs. The ratio between the two indicates the firm’s relative position. To avoid any confusion, it should first be made clear that these distance measures are based solely on the number of different firms involved consecutively in the production and are not based on any geographical criterion concerning the distance in kilometres between these production units.
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    Chart 1 illustrates the concepts with the aid of an imaginary, simplified example of a production chain in the motor vehicle industry. Let us assume that car manufacturing in Belgium uses steel from China which is itself made from iron ore extracted in Congo. In this international car manufacturing chain comprising three links, the Belgian vehicle assembly firm is close to the consumer, the Chinese iron and steel industry occupies an intermediate segment, and mineral extraction in Congo is at the head of the chain. By definition, firms remote from the end user specialise in the initial phases of the production process. At the other end of the chain are firms specialising in product assembly and sales.


    In reality, the organisation of production chains is far more complex. Firms are generally involved in more than one chain. For example, a tyre manufacturer may sell part of its output via the motor vehicle industry or the mass marketing sector. It may also sell its products directly to consumers via its website. This firm therefore satisfies final demand via three channels, namely the motor vehicle industry, the retail sector and direct sales. The length of the production chain in which this firm operates and its relative proximity to the consumer will depend on the relative importance of these three channels(1).


    
      (1) Proportionality is therefore the prevailing hypothesis here. While that is probably acceptable at firm level, it is much more debatable at the level of the branch of activity. Nevertheless, it forms the basis of the measures established using the input-output tables.

    


    1.2 The data


    The various indicators presented in section 1.1 are generally calculated at sectoral level on the basis of the input-output matrix data published by statistical institutes (see Antras et al., 2012; Fally, 2012). However, it is also possible to obtain a more detailed assessment at the firm level. For that purpose, three data sources were used.


    The main data source consists of the individual firms’ declarations to the tax authorities, and in particular the annual declaration of all transactions between firms (the “customer” file). For each VAT declarant, these declarations list all transactions effected with other parties liable for VAT(1). Together, these declarations provide a comprehensive picture of trading between Belgian firms, information which in turn permits the reconstruction of domestic production chains. These data, available for the period 2002-2012, were cross-checked against those from the Central Balance Sheet Office to ensure that the set of VAT declarants comprised only firms for which accounting data were also available. In 2012, the network thus obtained covered 250 000 firms for which almost 8.7million trade transactions were observed.[go to box 1]


    
      (1) That database is described by Dhyne, Magerman and Rubinova (2015).

    


    Individual information on imports and exports was added to this first data source(1). These data identify importers and exporters and the amounts concerned per partner country. Importers and exporters play a particularly significant role in global value chains in that they link the domestic production network to the rest of the world.


    
      (1) The individual information on foreign trade comes from the Intrastat declarations for intra-EU trade and from the customs declarations for the extra-EU trade.

    


    Ideally, in order to describe the global production network, we need data on all transactions between firms throughout the world, but such a database is not available. To determine whether a product or service exported by a Belgian firm is consumed directly by a foreign consumer, or whether – conversely – it undergoes additional processing in branches of activity located outside Belgium, and if so, the number of those processing operations, the macroeconomic data from the World Input-Output Database(1) (WIOD) were used. Those data provide an annual assessment of all national and international transactions between firms in 40 countries divided into 35 branches of activity. These annual world input-output tables are available for the period 1995-2011. On the basis of the WIOD data and taking account of the branch of activity to which the Belgian exporter belongs and the countries to which that firm exports, the international part of the production chain was estimated and added to its domestic component. A similar exercise was conducted for imports. The number of prior upstream processing operations undergone by imported products was also estimated, and that component was likewise taken into account in measuring the total length of the production chains.


    
      (1) For more information, see Dietzenbacher et al. (2013) and Timmer et al. (2015). To construct the WIOD data, the national input-output tables were amalgamated in a global matrix. Adjustments were made in order to rectify inconsistencies, notably asymmetries between the exports reported by a country and the corresponding imports reported by the partner country. Those adjustments create discrepancies in relation to the WIOD data and the official national accounts and foreign trade statistics.

    


    In order to establish complete chains with a domestic component and an international component, the analysis was confined to the period 2002-2011, for which the three data sources are available. That approach permits the most detailed possible assessment of the degree of fragmentation of the production chains at the firm level. In many respects, the data on transactions between Belgian companies can be regarded as an input-output table at the firm level. However, unlike the latter, they cannot distinguish between intermediate inputs and investment goods. In the national accounts, investment goods are a component of final demand, not intermediate consumption. The data on transactions between firms therefore create a downward bias in the value added of firms that invest(1).


    
      (1) Another conceptual difference in relation to the input-output tables is that the latter are drawn up per homogenised product whereas the data per branch of activity are heterogeneous by nature.

    


    1.3 Fragmentation and positioning of the Belgian economy in global value chains


    As well as providing supplementary information to establish the international component of the production chains involving Belgian firms, the WIOD macroeconomic data are also useful for the purposes of an international comparison of production chains.
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    First, it is worth mentioning that the distance from firm to consumer depends partly on the branch of activity to which the firm belongs. Typically, public services are aimed at end users, namely the residents receiving the services. Conversely, some business services such as accounting, engineering and architectural services, are often located upstream of the production chains because most of them are provided for third companies which produce their own goods or services. While industry taken as a whole occupies an intermediate segment, certain specific branches such as iron and steel and woodworking are located further up in the chain. Their products will pass through a number of intermediate stages before being sold to the consumer, often in a different form. Byweighting by the relative importance of the branches of activity in the economy, we obtain an average distance to the consumer of 2.3 in Belgium, with an average production chain length of 3.5.
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    In comparison with the EU15, where the average distance to the consumer is around 2, Belgian production is relatively distant from the end user. Two factors account for this deviation from the EU15 average. First, the economic weight of branches of activity which are typically remote from the consumer, such as chemicals, metallurgy and business services, is greater in Belgium than in the EU15. Second, in comparison with firms of other European countries belonging to the same branch of activity, Belgian firms seem to concentrate more on the initial or intermediate production segments. This apparent tendency to produce intermediate goods and services is consistent with the image of an economy specialising more in semi-finished products (see EC, 2015).


    As explained above, the concept of the fragmentation of the production chain can be analysed in more detail by using data on trade transactions between firms. Firms are naturally interlinked via the supply of intermediate goods and services. In 2011, the average firm had a portfolio of 36 domestic business customers. However, some of them, especially in the electricity, gas and water distribution sector, had several thousands of domestic business customers. Moreover, 50% of firms operated in chains with an average length of 2.4 or more, 30% of firms formed part of chains averaging more than 3 in length, and for 10% the average chain length was more than 4.
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    In general, the number of exporting firms is relatively low. In Belgium it is just under 5% of firms, of which almost half export less than 10% of their turnover (see Dhyne and Duprez, 2013). However, as a result of the links between them, a very large proportion of Belgian firms form part of international value chains. Thus, in 2011, almost 82% of the firms observed in the Belgian production network supplied inputs to the rest of the world, either directly or indirectly via third companies. Overall, almost 20% of Belgian firms, on average, ultimately export at least 10% of their output, and almost 10% export at least 25% of their output. Export businesses therefore act as a link in the export process for many domestic firms. The presence on foreign markets is therefore indirectly relevant for many more Belgian firms than the export companies alone. This finding is even more striking in regard to imports. Almost all Belgian firms use foreign inputs, obtaining supplies directly or indirectly from importers, particularly in the case of energy and commodities.
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    This fragmentation of the production chains and the high degree of integration into global value chains conceal significant regional disparities. As chart 5 illustrates, domestic production chains are more fragmented in Flanders. Flemish firms are also more integrated into global value chains. While it is true that the regional disparities reflect sectoral specialisation, the Flemish economy being more specialised in branches of activity which typically form part of more fragmented chains, such as chemicals, refining, maritime shipping, rubber and plastic products, etc., the disparities also reflect greater specialisation on the part of Flemish firms, and a denser fabric of small and medium-sized firms specialising in a particular production segment.


    1.4 Fragmentation and economic performance


    In the economic literature, there are opposing arguments on how fragmentation affects corporate performance. According to a first section of the literature based on the development of outsourcing, firms which specialise in making their flagship product are more efficient. A chain comprising several firms each of which specialised in a particular segment is therefore said to be more efficient than a production chain in which a single firm manages all the production stages.


    According to a second section of the literature, mergers or acquisitions indicate that better control of the various production phases can minimise the risks and cut the costs, notably by economies of scale or by the sharing of a number of support functions. According to this theory, concentration, as opposed to fragmentation, improves performance. Overall, these two schools of thought are evidence that the effect of the fragmentation of production chains on corporate performance is basically unknown.


    By incorporating the two indicators of production chain fragmentation, in this case the length and relative position, in an equation for the growth of total factor productivity (TFP) or employment, it is possible to estimate their effect. The assessment of the impact of fragmentation on TFP is based on analysis of the individual data contained in the annual accounts of Belgian firms observed over the period 2002-2011. Those data were used to estimate a Cobb-Douglas production function at the level of the branches of activity defined according to the two-digit NACE Rev. 2 classification. Using these estimates, it was possible to assess TFP growth at firm level and to link that to the fragmentation indicators.
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    The econometric analysis, which incorporates a range of characteristics (the firm’s sector, economic developments, etc.), indicates that firms forming part of long production chains have higher TFP growth rates. Although the effect of fragmentation on efficiency growth is not linear, since it declines with the average length of the production chain, it only becomes negative for lengths in excess of 10, which are not seen in the Belgian network. That suggests that the productive efficiency of Belgian firms could be further improved overall by increased specialisation. Moreover, efficiency gains are not distributed evenly throughout the length of the production chain, as it is firms at the end of the chain that seem to achieve the strongest TFP growth.


    Although the econometric analysis also shows that the fragmentation of production has a beneficial impact on employment growth, the effect is smaller than in the case of TFP. It therefore seems that outsourcing is not generally detrimental to employment in firms that resort to it.


    In conclusion, the positive effect of outsourcing exceeds the negative effect of a weaker control of the production chain in the empirical Belgian observations for the period 2002-2011. The results also indicate that the positive effect of production chain fragmentation is not evenly distributed throughout the chain. It is the firms at the end of the production chain that generate the most value added for a given input. In so far as they probably adapt their products to consumer preferences, firms situated at the end of a chain seem to face relatively inelastic demand, which enables them to gain more benefit from the fragmentation process.


    2. Effects of the economic crisis


    The recent economic crisis took its toll on all countries, albeit in various degrees. Europe was particularly hard hit, both in the scale of the initial shock and in the slow pace of the ensuing recovery. In the first quarter of 2015, the volume of GDP in the EU15 had still not regained its early 2008 level. Although Belgium had achieved that by the first quarter of 2011, the average annual growth recorded in the last five years has remained weak, at 0.9%.


    2.1 Heterogeneous impact on activity at the various stages in the production chains


    The economic climate influences both production and the way it is organised. Between 2002 and 2008, when the economic situation was favourable, production chains tended to fragment, as is evident from their increased length. The phenomenon was particularly marked in the case of the emerging economies, as a result of their growing integration into the global economy. In that regard, China’s accession to the WTO at the end of December 2001 marked a turning point in that trend. Conversely, during crisis episodes such as those that occurred recently and in 2001-2002, the fragmentation process slows down or even goes into reverse. In a climate of increased uncertainty, firms are probably less likely to establish trading relations with partners. Similarly, firms generally ease back on investment, and that restricts the creation of new, more specialised production units.
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    As stated in section 1, proximity to the end user and the fragmentation of production chains had a beneficial effect on economic performance in the period 2002-2011. That was especially true at the time of the economic crisis, as the branches of activity farthest from the end user – whether in the industrial sector or not – were the most affected by the recession. The degree of correlation between the contribution of the branches of activity to GDP from 2007 to 2009 and distance from the consumer is –0.41. For the years preceding the crisis and for the recent years which followed it, the most distant branches were also the ones which, in general, made the smallest contribution. However, as indicated by the lower correlation rates of –0.31 and –0.36 respectively, the connection is slightly weaker than during the crisis.
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    2.2 Cleansing of the domestic network


    The economic crisis also had an impact on the organisation of the domestic production network. Looking at the overall picture of the economic activity generated by that network, measured by the growth of aggregate turnover, it is possible to identify three sources of growth: (i) an intensive component that depends on trade between firms already observed at the start of the period, (ii) an extensive component which is a function of the number of new or disappearing firms in the production network, and (iii) a second extensive component associated with the establishment of new trading relations or the destruction of trading relations between existing firms.


    While these three components made a positive contribution to the growth of the domestic production network during the period 2002-2007, the recent crisis significantly altered the growth dynamics. At the height of the crisis, the network contracted owing to the dual impact of a net destruction of businesses and a reduction in transaction volumes. During the recent period 2009-2012, the extensive component continued to depress the growth of the network, as the activity generated by the creation of new businesses or trading relationships was not enough to offset the activity lost as a result of the exit of a number of firms. Only the rise in the volume of existing transactions made a positive contribution to the recovery of the economic activity of the domestic production network. This strong contribution of the intensive margin to the growth of the network during the post-crisis period indicates that firms which managed to survive the initial shock saw a significant revival in activity in 2012 compared to 2009. All the same, the number of firms in the network declined steadily.


    A detailed econometric analysis of the probability of survival of domestic firms makes it possible to examine more closely the characteristics of the companies which closed down during the crisis period(1). Among the results obtained, the negative links traditionally seen between firms’ size or productive efficiency and the risk of exit are confirmed by the analysis of the microeconomic data for Belgium(2).
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      (2) The definition of the concept of business closure used for this analysis covers all types of cessation of activity, such as bankruptcy or merger. A firm is deemed to have closed down between t and t+2 if it was observed in t but not in t+2. Atwo-year period is used to avoid counting temporary departures from the sample (firm observed in t and in t+2 but not in t+1).


      (3) It should be mentioned that, like Blanchard et al. (2015), we find an increased risk of exit for Belgian firms owned by a foreign company. That finding is consistent with the literature on the behaviour of multinationals in the organisation of their production systems. Firms owned by a multinational became particularly vulnerable during the recent crisis. In fact, in that period, numerous Belgian production units that came under large international groups were closed down.

    


    Moreover, the fragmentation of the production chains and a firm’s relative position in those production chains are likewise relevant, because they have a significant influence on the probability of a firm’s exit. Firms operating in highly fragmented production chains faced an increased risk of exit. Presumably, in a very fragmented chain, each link can be readily replaced in the event of difficulties, particularly for firms involved in the initial production stages, which are generally more standardised. At the peak of the crisis, firms active at the start of a production chain had to be particularly efficient in order to survive. However, a firm’s disappearance did not necessarily imply a shortening of the production chain, as the weak link could be replaced at either local or international level. Conversely, firms active at the end of a chain, producing a differentiated product tailored to the needs of the end user, were better equipped to avert the risk of exit during the crisis. These findings therefore seem to indicate that the recent economic crisis had the effect of thinning out the domestic production chains by eliminating the least efficient links, primarily in the initial production phases.
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    Conclusion


    Using a unique and original database which combines information on the organisation of the domestic production network with segments of international production chains, this article aims to present some new findings on the operation of the Belgian economy, notably in regard to the recent crisis situation.


    One of the first points to emerge is that Belgian firms have a large number of mutual trading links. The days when each business operated on its own, covering the entire production process, are largely gone. Compared to other economies, the Belgian economy appears to feature a relatively high degree of fragmentation of production. In addition, via trading links with import or export firms, the majority of Belgian firms are integrated – albeit indirectly – into global production chains. The question of the economy’s external competitiveness is therefore not confined to exporters alone, but extends to a very large number of firms active in a wide variety of branches of activity. It is even less appropriate to restrict this question solely to industrial companies, as service firms make a massive contribution to production chains.


    The diagnosis concerning the fragmentation of production in Belgium could be further refined, although that is beyond the scope of this article. Various factors, such as the country’s small size or its central location in Europe, could play a role in that diagnosis. Moreover, the analysis of the evolving fragmentation process could be followed up. The fall in commercial transaction costs evident at the start of the millennium, stimulated by such factors as the reduction in transport costs, the emergence of ICT and the lowering of political and economic barriers to trade in emerging countries, undeniably fostered increased international fragmentation. In the absence of further cost reductions, it would be interesting to ascertain whether the fragmentation process has now reached maturity, or whether there is still potential to be exploited.


    Apart from showing that production is fragmented, the article highlighted a link between fragmentation and position in production chains, on the one hand, and economic performance on the other. In general, between 2002 and2011, it was beneficial to belong to a fragmented production chain. Belgian firms which concentrated on a specific segment in the production chain were thus best able to survive. That specialisation was particularly advantageous for firms at the end of the production chains. Over the period studied, the greatest efficiency gains were achieved close to the consumer.


    The economic crisis which had a serious impact on Belgium, as on all economies, brought the fragmentation process to a halt. It also rendered some firms vulnerable. Apart from small size and low productivity, the risk factors include membership of long chains, especially in the case of firms located at the beginning of the chain. Overall, since the crisis the trading links established by firms in the network have not made up for the links destroyed. It is therefore more crucial than ever to create businesses in order to regenerate the domestic production network. However, business creation is relatively weak in Belgium compared to other European countries.


    In the end, whether a firm be new or long-established, the productivity gains that it achieves remain crucial to its survival and development. Specialisation in a particular production segment by resorting to outsourcing or spin-offs for production phases in which the firm has less expertise is one way of achieving that objective. Another strategy involves getting closer to the end user, e.g. by offering goods or services directly targeting consumers or by establishing a customer-centred approach. As always, staff training and innovation in design, communication and marketing are crucial to make products attractive to consumers.

  


  
    (1) Possibly after processing.

  


  
    Box 1 – Measures of the fragmentation of production chains and of the relative position of firms in global value chains


    In general, the average length of production chains is measured by the sum of an indicator of distance from the end use, or upstreamness, and an indicator of distance from the initial creation of value added, or downstreamness. Although these measures are presented here at the level of the firm, they apply equally at the level of branches of activity if the only available data are sectoral.


    The first measure (upstreamness) is based on the output (Yi) of a firm i broken down into the total of intermediate supplies to other firms j ([image: 4217.png]j Fij) and sales to meet final demand (FDi):
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    If we express intermediate supplies to other firms as part of the output of those firms, we get the following formula:
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    Since the output of firms j can in turn be sub-divided into intermediate supplies and final demand, firm i in fact serves final demand directly via its own sales and indirectly by supplying other firms. Antras et al. (2012) define the average distance separating firm i from final demand as the average number of processing operations that goods produced by firm i undergo before reaching the end user. That distance is designated by the variable Ui defined as follows:
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    The first term of this expression represents the share of firm i's output destined directly for final demand. The second term expresses the share of i's output which goes to meet final demand after only one additional processing by other firms. That share is multiplied by the factor 2 because two transactions are needed for that part of i's output to reach final demand, with i selling to j, and j selling to final demand. By the same logic, the third term represents the share of i's output that reaches final demand after two additional processing operations. That term is multiplied by a factor 3 because three transactions are needed for i’s output to reach final demand via that channel. The subsequent terms of the expression represent the share of output that undergoes yet more additional operations.


    The second measure (downstreamness) is based on an alternative breakdown of output Yi into the sum of purchases of intermediate inputs ([image: 4219.png]j Fji) from other firms plus the creation of value added by the firm itself (VAi):
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    If purchases of intermediate inputs from other firms are expressed as a share of the output of those firms, we can state that:
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    This expression reveals the average number of processing operations applied to the various amounts of value added embodied in the output of firm i. That measure is denoted by the variable Di defined as follows:
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    In this expression, the various amounts of value added, weighted in proportion to their share of the inputs of firmi, were multiplied by the respective number of processing operations which they have already undergone.


    To sum up, the variables Ui and Di represent respectively the average number of processing operations upstream and downstream of firm i. The average length of the production chains in which firm i participates is given by:
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    Since Ui and Di have a minimum value of 1, by subtracting 1 from the sum of the two variables, we can standardise the shorter length at 1. The relative position of firm i in the production chains is obtained by:
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    A value for xi close to 0 indicates that the firm is at an initial production stage, while a value close to 1 shows that it is at the end of the production chain.


    
      [RETURN]
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    Corporate profit margins: recent developments in a low inflation context


    V. Baugnet


    T. De Keyser


    Introduction


    Profitability is a decisive factor for corporate investment policy. If the level of profitability is adequate, the funding necessary for new projects can be made available internally. According to the business surveys conducted by the Bank, 90% of investment in Belgium is thus financed out of own resources. A profitable business will also have readier access to external finance, and particularly bank loans, necessary for carrying out its projects. Chart 1 illustrates the extent to which a rise in corporate profit margins is generally accompanied by an increase in the rate of investment after a lag of two to three quarters. Moreover, a sound profit base makes it easier to withstand external shocks, be it a slackening of demand, a sudden rise in the price of inputs (such as energy) or an increase in borrowing costs.


    The first part of this article presents a diagnosis of corporate profitability in Belgium, approaching it essentially from the profit share angle. What was the impact of the recent crisis on the profit share of Belgian companies? Were some sectors of activity affected more than others? Did the profit share of SMEs move in line with those of large firms? How profitable are Belgian firms in comparison with their foreign counterparts? These are the kind of questions that we shall address in this first section
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    Section 2 focuses on the determinants of corporate profit shares. Weak demand, low consumer purchasing power and rising input costs are all factors linked to the economic cycle that may compress corporate profit margins. The cyclical factors may be combined with more structural factors such as globalisation and the resulting competition which becomes ever more intense and geographically widespread, or the development of new forms of production and consumption linked to new technologies (e-commerce, etc.), which may likewise depress corporate profitability. Finally, not all branches of activity are affected in the same way: industry differed from market services in that respect before and after the crisis, as sectoral characteristics such as capital intensity and the trend in productivity and labour costs influence corporate profit margins.


    The final section examines the connection between corporate profit margins and economic activity before considering the role of profit margins in price movements and their link with the various components of prices. In that connection, it analyses the factors contributing to the current low inflation climate. Finally, a brief international comparison reveals whether the situation in Belgium is comparable to that in other countries.


    1. Recent diagnosis of the profitability of Belgian firms


    Profitability can be analysed by means of the indicators obtained from two main statistical sources: the national accounts, on the one hand, and the annual accounts of firms (balance sheets and profit and loss accounts), on the other hand.


    In the national accounts, corporate profitability can be approached from the profit share angle also known as the profit margin or the mark-up rate. The (gross) profit share is the ratio between the (gross) operating surplus and the (gross) value added. That indicator measures the percentage of value added retained by companies after payment of wages to workers and the net taxes (minus subsidies) on production and imports. The profit share therefore corresponds roughly to the share of value added that remunerates the factor capital; the profit share is not independent from the capital intensity, that may vary from one country or one branch of activity to another. It should also be noted that, in this article, the profit share is usually understood in the strict sense, i.e. the gross operating surplus excluding gross mixed income which, as its name indicates, comprises "mixed" labour and capital incomes accruing to self-employed workers; when the analysis is supplemented by an international comparison, the broader concept (the only one available internationally) is used. The profit share can also be expressed in net terms, i.e. after deduction of depreciation.


    The profit share is calculated before taking account of financial costs and direct taxes; it is therefore far removed from the concept of profit, but it has the advantage of eliminating the role of the financial structure and taxation in the assessment of results and thus measuring the operating profitability of firms. Moreover, this indicator is consistent with other macroeconomic variables derived from the national accounts, such as wages, productivity, capital stock, etc. It also permits an international comparison and is available over a relatively long period of time.


    Additional measures of profitability can be calculated on the basis of the information contained in firms' balance sheets and profit and loss accounts. These measures can refine our assessment of a firm's commercial or financial performance. For example, the net return on the operating assets, defined as the ratio between the net operating result and the operating assets, expresses the firm's commercial performance in relation to the factors allocated directly to its operation. It permits a comparison of the efficiency of the productive process of firms operating in different branches of activity within which the scale and structure of the assets may vary considerably. The return on equity, which divides the net result after tax by the equity capital, is the ultimate measure of profitability, i.e. the return accruing to shareholders after deduction of all costs and taxes. Calculated on the basis of the microeconomic data, these profitability indicators derived from the balance sheets can be used for separate analysis of large firms and SMEs.


    The balance sheet indicators and those derived from the national accounts are both produced per branch of activity. This article concentrates on non-financial corporations, excluding firms in non-market services and in agriculture. References to firms as a whole therefore mean firms in industry (manufacturing and the energy sector), market services (excluding banks), and construction; these branches represent around 70% of the value added produced in Belgium. The statistics per branch of activity are available from 1995 to 2013.
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    After a substantial increase from 40% to almost 46% between 2002 and 2007, the gross profit share of Belgian firms had fallen steeply in 2008 and 2009, dropping to43%. Following a slight recovery in the two ensuing years the gross profit share contracted again in 2012 before stabilising at 44% in 2013.


    A more marked decline in the profit share since the crisis is evident if it is considered in net terms. The net profit share fell from a peak of around 30% in 2007 to 24% in 2013. Compared to the gross concept, the net profit share is obtained after deducting capital depreciation and thus takes account of the theoretical deterioration of production facilities. In that connection, it must be pointed out that, in the national accounts, depreciation is estimated on a linear basis according to the lifetime of the assets, disregarding their actual use and without considering tax or accounting factors which often influence the depreciation policies of firms.


    The sluggishness of depreciation expenditure at a time of weak growth of activity and operating surplus, has depressed net profit margins since the beginning of the 2008 recession. Moreover, since the second half of the 1990s, there has been a steady increase in the average depreciation rate of the capital stock. That is connected with the growing proportion of IT and digital assets which tend to depreciate faster. These two factors explain why the net margin has been eroded far more than the gross margin since 2008.


    Viewing the two concepts side by side shows the difficulty of assessing the current level of corporate profitability. According to the gross concept, the current level of the margin, though below the 2007 peak, is not particularly low; the decline in the gross profit share since the crisis is more a sign of a return to normal following a strong expansion phase. Conversely, according to the net concept, the profit margin is currently well below its historical average, the decline since the crisis coming on top of a downward trend in the long run.


    Are there any disparities between branches of activity? Chart 3 shows the movement in profit margins in industry and market services in gross and net terms. From 2000 to 2007, the gross profit share was rising quite strongly in industry and market services. When the crisis erupted, profit shares fell more sharply in industry than in market services, but the ensuing recovery phase was also more pronounced in industry. In net terms, as mentioned earlier for non-financial corporations as a whole, the situation was considerably less favourable in the two main branches. It was in industry, especially, that profit share fell behind; in 2013 the net profit share there was more than 30% below its pre-crisis level. Over the same period, a drop of around 20% occurred in market services.
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    The industrial sub-sectors were not all affected in the same way. For instance, it was heavy industry that suffered the most dramatic fall in profitability: first in metallurgy, then in coking and refining and the manufacture of rubber, plastics and non-metallic minerals, and finally in the wood and paper branch. Profit shares also declined, though to a lesser degree, in textiles and food. Conversely, gross profit shares were stable in chemicals, pharmaceuticals and the energy sector. Finally, the gross margins of firms in metal manufacturing – a sector that encompasses plant and machinery, electrical, electronic and optical equipment – and in the manufacture of transport equipment actually increased between 2007 and 2013. However, the very marked improvement in profit share between 2007 and 2013 in the manufacture of transport equipment must be viewed in perspective, since that was due mainly to the dip in2007, when a major car manufacturer in the north of the country closed down.


    Generally speaking, branches featuring a high degree of innovation seem to have recorded a tinier reduction in the profit share than the more traditional industrial branches. It is also interesting to note that, in industry, the branches where profit margins have fallen most steeply since the crisis are those which had seen the biggest rise previously, from 2001 to 2007. This suggests an important cyclical component in the pattern of the profit margin. This applies to metallurgy, coking and refining, and the manufacture of rubber, plastics and non-metallic mineral products. The strong global demand for these industrial products, particularly from emerging countries, had certainly contributed to the very favourable performance of these branches of activity in the pre-crisis period.


    The crisis that erupted in 2008 had a varying impact on the sub-sectors in market services and construction. The sharpest fall in profit shares occurred in the scientific research and development branch, in trade, and in transportation and storage. This last branch is closely connected with industry; the slump in trade from the end of 2008 and in 2009 and the only partial recovery that followed had a serious impact on the activity of this branch. Within the trade branch, profit margins on sales of motor vehicles and in the wholesale trade contracted much more sharply than retail margins. There was a small decline in profit margins in real estate and in the information and communication branch, while profitability actually improved slightly in accommodation and food service activities and in construction. Finally, the business services branch (administrative services, scientific, technical, legal and accounting activities, etc.) recorded quite a marked rise in profitability between 2007 and 2013.


    [image: 3716.png]


    


    The alternative profitability indicators calculated on the basis of firms' balance sheets (see Annex 1) confirm that the industrial sub-sectors hardest hit since the crisis were metallurgy, the wood and paper branch and textiles. Conversely, they modify the finding that construction companies were only slightly affected by the crisis, since they reveal that the profitability of those companies was eroded to the same extent as in market services. The balance sheet indicators are probably more relevant for assessing the situation in construction since they take account of the results of self-employed workers, who are very numerous in this branch, while the profit share is calculated in the strict sense, i.e. excluding the gross mixed income of self-employed workers.


    The indicators calculated on the basis of firms' balance sheets can also be produced separately for large firms and SMEs. Chart 5 illustrates three profitability indicators: the net margin on sales, which measures the commercial performance of an activity unit, disregarding financial, exceptional and tax factors; the net return on total assets, which measures the firm's economic profitability in terms of the assets employed; and the return on equity, i.e. the profit accruing to shareholders after deduction of all expenses and taxes, which is the ultimate measure of the firm's financial profitability. The indicators are represented by the median of the observations, which is unaffected by outliers within the two populations.


    Since 2008, the profitability of large firms has been eroded more than that of SMEs, but it had improved more strongly before the crisis. That finding is valid whichever profitability indicator is used. The indicators per branch (see Annex 1) show that in almost all sectors, large firms have suffered more than SMEs. The negative impact of size on the movement in profitability since the crisis seems just as significant as the influence of the sector of activity.


    Various factors may have helped smaller firms to maintain their profit margins better at the outbreak of the crisis in2008. First, SMEs were more flexible in their staff management, and were able to shed excess staff more quickly in the face of slackening demand, while large firms may have retained jobs for longer. The degree of exposure to the international environment also varies between large firms and SMEs, even within the same branch of activity: for instance, in food service and accommodation activities, hotel chains and catering companies – being more dependent on the global market – are typically large organisations, while SMEs are linked more closely to the domestic market. Finally, if a larger proportion of SMEs went bankrupt in the wake of the crisis and therefore left the statistical population, that could also explain the maintenance of an "apparently" higher rate of profitability – only the most profitableSMEs being recorded – while the population of large firms is traditionally more stable over time.
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    To complete the analysis, it is worth comparing the movement in the profit share of Belgian companies with that of their foreign counterparts. Only the gross profit share, taking account of the gross mixed income of self-employed workers, is available for international comparisons, namely up to 2014.


    The erosion of the profit share of Belgian firms since the crisis has been similar to that seen on average in the euro area and in the three neighbouring countries. The profitability of Belgian companies, like that of their German and Dutch counterparts, had risen sharply before the crisis, but that is not true of French firms, whose profitability had remained stable during that period.
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    The current level of the profit share of Belgian firms is very close to the European average. German firms lead the field in profitability, whereas French firms have a systematically lower profit margin. However, it should be noted that structural characteristics, such as capital intensity, sectoral specialisation or the importance of self-employed workers in the economic fabric, may vary from one country to another and may generate structural differences in profit shares between countries.


    2. Determinants of the profit share


    This section reviews the factors which may have influenced profit shares both during the recent period and also, more structurally, since 1995. Developments in industry are distinguished from those in market services, in view of the sometimes contrasting dynamics in these two main branches. From 1995 to 2013, the profit share increased by 5% in cumulative terms in the corporate sector as a whole. While the profit share has increased by almost 9% in industry, it has remained broadly unchanged in the market services.


    Profit share, capital intensity and return on capital


    Since the profit share is deemed to remunerate the capital invested in the production process, it is inextricably linked to the concepts of capital intensity and return on capital. The profit margin can in fact be broken down into:
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    The first component represents the capital intensity in value, i.e. the capital stock divided by value added; the second component can be called the intrinsic rate of return on capital, or return on capital, i.e. the gross yield obtained by the capital stock. The decomposition of the profit share shown in chart 7 is in nominal terms and encompasses price effects on top of volume effects. All other things being equal, the profit share rises (falls) if the return on capital rises (falls) and/or the capital intensity rises (falls).


    The capital intensity of non-financial corporations as a whole has varied only very slightly between 1995 and the present day. However, that apparent stability conceals significant disparities between sectors. In industry, the capital intensity increased considerably and more or less constantly between 1995 and the present day, whereas it tended to decline, albeit less steeply, in market services. In cumulative terms, capital intensity increased by just over 15% in industry between 1995 and2013 whereas it fell by around 5% in market services.


    The return on capital remained stable overall from 1995 to the early 2000s, before rising significantly up to 2007. After that, the crisis that erupted in 2008 triggered an abrupt fall in the return on capital, followed by a partial recovery. The pattern of the return on capital has varied less between industry and market services, if we exclude the period at the beginning of the years 2000, when the return on capital slowed down somewhat in industry but rose in market services. Industry actually recorded a cumulative fall of around 6% in the return on capital between 1995 and 2013, while market services saw an increase on a similar scale.


    What does that tell us in regard to the analysis of the profit share? It is evident that short-term fluctuations in profit shares are driven primarily by variations in the return on capital, whereas capital intensity is influenced mainly by more structural shifts. Thus, since the 2008 crisis, the decline in profit margins in industry and in market services essentially reflects the fall in the return on capital, which has a highly cyclical component.


    Viewed over a longer period, i.e. considering developments taking place since 1995, the relative reduction in capital intensity in market services has been compensated by a proportional increase in the return on capital, which has exerted a neutral influence on the profit margin.


    In industry, ever-increasing investment is necessary to generate the same value added; in other words, the average productivity of the capital is declining. In its2015 technical report(1), the Central Economic Council puts forward a number of reasons for the steady fall in capital productivity in industry. First, it could be due to constantly declining productivity gains from the new investment made, or steadily shrinking margins, e.g. because of the relative rise in intermediate costs compared to selling prices. Another explanation is statistical, and concerns the use of the national accounts. In the event of adjustments leading to a decline in activity, value added falls but the capital stock remains present in the national accounts until it disappears at the end of its life. The decline in capital productivity would then be due not to lower productivity gains but to the fact that the capital stock contains capital which is no longer being used.


    
      (1) Annexes to the 2015 technical report, Central Economic Council, June 2015.
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    Profit share, productivity and labour costs


    The profit share can also be analysed as a supplement to the share of compensation of employees and net indirect taxes in the value added of companies.


    [image: 3759.png]


    


    


    The share of employee compensation in value added can then be broken down as follows:
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    The first element represents hourly labour costs while the second is equal to the inverse of hourly productivity (asimilar reasoning is of course possible per person rather than per hour).


    Under the simplifying assumption that the influence of net indirect taxes is marginal(1), the profit share is influenced primarily by changes in real productivity compared to wages. The decomposition of the profit share shown in chart 8 is in real terms; thus the variables do not encompass any price effects. The profit share tends to rise (fall) as real productivity per hour/per person increases faster (more slowly) than real wages per hour/per person.


    
      (1) This assumption is not always verified. Indeed, from 1995 to 2013, net indirect taxes tended to fall slightly as a percentage of value added in Belgium, owing to the rise in wage subsidies.

    


    From 1995 to 2013, real hourly productivity recorded a cumulative rise of almost 20% in non-financial corporations as a whole. Over that same period, hourly labour costs increased by just under 15%. Labour productivity accelerated much faster in industry than in the economy as a whole, while real wages in that sector hardly increased any faster. Avery different picture emerges in market services, where productivity declined slightly in cumulative terms between 1995 and 2013, while wages increased at the same rate as overall.


    Since the crisis, productivity has stagnated in the economy as a whole while labour costs have continued to rise, albeit at a moderate pace. Once again, the two main branches present a contrasting picture: productivity growth was weaker than the rise in labour costs in market services, while the opposite applied in industry.


    Since real productivity has long tended to outpace the rise in labour costs in industry, one might have expected a pronounced increase in the profit share in that branch; conversely, given that productivity has not risen as fast as labour costs in market services, the profit share there should have tended to fall. The absence of these tendencies is due to the existence of relative price effects.


    Profit share, relative prices and competition


    Relative price effects occur because firms in a given sector pay wages which are generally linked to the consumer price index (CPI), but their income depends on their selling prices which do not necessarily move in line with average prices. For each sector i, it is possible to identify a relative price effect corresponding to the ratio between the value added deflator for the sector in question and the consumer price index, which also contributes to the movement in the profit share
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    Relative price effects can be approached via the movement in the value added deflators in the various branches of activity (see table 1). These deflators illustrate the relative ability of firms in the various branches to pass on their input cost increases in their selling prices.


    The contrast between the movement in the value added deflators in industry and market services is very striking. Between 1995 and 2013, the rise in selling prices was zero, on average, in industry, compared to 2.4% in market services. Even during the recent crisis period, services selling prices continued to rise quite strongly. Conversely, in industry, even when activity is very buoyant and there is, in principle, strong demand for industrial goods, as in the first half of the 2000s, firms struggle to impose even small increases in their selling prices. The adverse movement in relative prices therefore exerts structural pressure on industrial profit margins.


    In industry, these relative price effects have been particularly unfavourable, since 1995, in metallurgy, textiles and the wood and paper sector. In regard to the recent crisis period, the most negative relative price effects were recorded in metallurgy, coking and refining, and the manufacture of plastics, rubber and non-metallic mineral products, and in the food industry and the wood and paper sector. Some products of these industries – notably textiles or base metals – have characteristics which make it harder to charge high prices. These are standardised products which can be easily copied, so that the potential supply is abundant. Demand for these products is also highly elastic, as consumers will only pay a limited amount for products which are readily interchangeable.


    Analysis of the degree of competition sheds additional light on the disparities between the fixing of selling prices in industry and in market services. Thus, in a monopolistic situation, firms with market power can charge prices in excess of the marginal costs. The market power of firms is therefore another determinant of the profit margin in the long term.
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    Belgian industrial firms face intense competition across an ever-widening geographical area. This fiercer competition from low-cost producers, whether it comes from the emerging economies, from the new EU Member States or, more recently, from certain southern European countries which have carried out internal devaluations, is exerting severe downward pressure on final selling prices in industry.


    In market services, market power is linked more to the degree of domestic competition. It can be measured by a concentration index which corresponds to the sum of the squares of the market shares of each firm within a sector. Such an index has been calculated using balance sheet data for Belgian companies in the various branches of market services over the period 1995-2013. It seems that the degree of concentration had declined in market services from 1995 to 2005, reflecting an increase in competition. Since then, however, the degree of competition appears to have stabilised or even diminished slightly.


    The results of the OECD's Product Market Regulation (PMR) indicators likewise suggest that entry to the Belgian services sector is subject to greater administrative and regulatory barriers than the average for OECD countries.


    The less intensive competition on services markets might therefore explain why the rising labour costs in recent years – which in Belgium have persistently exceeded those in neighbouring countries – were easier to pass on in higher services prices. Recent analyses indicate that this phenomenon may have had a significant influence on total inflation in Belgium. Although total inflation has dropped below the level registered in neighbouring countries in recent years, underlying inflation seems to have fallen less sharply in Belgium, mainly because of the rise in services prices. A number of structural factors which might have contributed to that are suggested, including divergences in labour productivity, indexation mechanisms applicable to many services prices, and relatively weaker competition on the services market. Given this context, the EC and other international institutions have for years recommended that Belgium adopts structural reforms on product markets.


    One phenomenon that could stimulate competition and therefore exert structural downward pressure on prices in services, especially in the retail trade, is the growth of e-commerce, or trade through the internet. This type of trade permits much more intensive and wider comparison of prices and products, particularly in the case of standardised goods and services, thus increasing competition among those products. In addition, entering a digital market is easier, so that the extra threat of competition also depresses prices. Prices may also be dragged downwards by structurally lower costs. Owing to a high degree of centralisation and automation, and possibly lower labour costs, e-commerce often features a cost structure different from that of traditional marketing channels.
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    Eurostat statistics on the percentage of people ordering a product or service on the internet over the past year indicate that Belgium still lags behind the euro area average in many branches of activity. Competition in the branches selling those products or services is likely to get even stronger as internet shopping becomes more common. In addition, the regulatory framework is gradually being adapted and made less restrictive in order to encourage this form of trade.
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    3. Link between margins, cyclical developments and prices


    The movement in margins may also be linked to changes in economic activity and prices. On the first point, margins present a decidedly pro-cyclical profile in Belgium: thus, the coefficient of correlation with real GDP stood at 0.72 for the period 1995-2013. Analysis of real GDP growth from the income angle, which breaks that growth down into the contribution of compensation of employees, the gross operating surplus, and net indirect taxes, in fact reveals the importance of a rise in the gross operating surplus as a contributor to GDP growth. The volatility ofGDP growth seems to be mainly due to this factor. The contribution to GDP growth of the increase in the wage bill is relatively somewhat smaller as well as being far more stable. Given their much smaller weight in value added, net indirect taxes have only a limited influence on real GDP growth.


    The movement in margins is also frequently linked to the output gap, which measures the difference between an economy's actual GDP and potential GDP. The argument for the link with margins is that, if the output gap is negative, it is harder for firms to increase their margins because of the unused production capacity which constantly exerts downward pressure on prices. Although this link certainly appears to exist, it is rather tenuous, as there is hardly any correlation between the level of the output gap and margins. Conversely, changes in the size of the output gap closely mirror the movement in margins, with a correlation of 0.61 for the period 1996-2013. This link does not in itself indicate causality, but it shows that margins increase mainly when the output gap improves, and vice versa.


    As already stated, margins rise faster in periods of buoyant economic activity and contract proportionately when the economic situation deteriorates. Consequently, margin growth is far more volatile than the changes in the GDP deflator, which is used here as a measure of the general movement in prices in the economy.


    The relative stability of prices in Belgium during the period analysed thus masks highly cyclical underlying components. In the short term, the margin per unit of output appears to serve as a buffer, absorbing reductions in productivity. The often very marked decline in productivity at the beginning of crisis episodes is due, among other factors, to the decision of companies to engage to a certain degree in labour hoarding.


    The need for the shock absorber function is probably due to the presence of rigidities, particularly in regard to prices, which delays the adjustment of these latter to changing market conditions. Moreover, it is difficult to raise prices in periods of weak economic activity, owing to the prevalence of fierce competition in those periods, aimed at winning over consumers who are tempted to save rather than spend. Conversely, when economic activity picks up the market can afford to charge higher prices again, with an underlying increase in margins. The period from late 2009 to 2011 is one example. Margins therefore act to some extent as a buffer in the face of fluctuations in labour costs per unit of output, thus stabilising cyclical movements in the GDP deflator.
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    During the most recent period, price increases have been well below the average of 2%; inflation is falling fast, while the increase in remuneration has been halted, notably as a result of the various policy measures to keep labour costs under control. The upward pressure on prices due to the margin increases over the last three quarters is largely offset by the downward pressure of steady productivity gains. As already mentioned, this situation should be viewed in the context of the sharp fall in prices at international level.


    An international comparison shows that the movement in the GDP deflator and the contribution made by profit margins vary from one euro area country to another. Despite the presence of idiosyncratic factors, there are still some similarities between Belgium and its neighbouring countries – Germany, France and the Netherlands, which form a first group of countries – and between Spain, Portugal and Italy, which form a second group. In regard to the level of the deflator, it can be said that the price growth in the first group fell from 2% to around 1%, which is less than in the second group, where the deflator averaged almost 3.5% before the crisis, compared to around 0.5% after it.


    The contribution of the unit margin to the deflator varied greatly between the two groups of countries during the crisis years. In Belgium and its neighbours, the crisis caused margins to contract, the decline being slightly smaller in France and the Netherlands than in Belgium, and slightly bigger in Germany. In the countries which form the second group, the margin per unit of output increased continuously on average over the periods considered. In that group, the adjustment seems to have taken place via labour costs instead.


    As a result of these disparities, the share of the operating surplus in GDP has risen since the crisis in the group of southern European countries, mainly at the expense of the wage bill. In Belgium and its neighbouring countries, the opposite happened: the share of the operating surplus declined in favour of the wage bill. One possible explanation for the constantly positive contribution of the margin per unit of output to the deflator may lie, for example, in the increased cost of external financing in the wake of the crisis, which forced companies from the southern European countries to rely more on their internal financing, resulting in continuous strong margin growth. Another possibility is less competition in markets, as suggested by a recent study concerning Spain (Montero et al, 2014)(1). In addition, the steeper rise in wages in the southern European countries was probably not adequately offset by productivity gains, which caused the labour market to readjust abruptly when the crisis erupted. In Belgium and in the neighbouring countries, this tension on the labour market was evident to a much lesser degree, or even absent.


    
      (1) Montero, J. and A. Urtasun (2014), Price-cost mark-ups in the Spanish economy: a microeconomic perspective, Banco de España, Documentos de Trabajo 1407.
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    Conclusions


    Firms which are sufficiently profitable stand up better to fluctuating economic conditions and are more inclined to invest. However, since the 2008-2009 recession, the profit share (i.e. profit margin) of Belgian firms has exhibited a marked decline which has been widespread, affecting almost all branches of activity. The decline has been slightly greater in industry than in market services, particularly if account is taken of the expenditure necessary in the future to replace and modernise production facilities, which are tending to depreciate ever more rapidly. The profitability of large firms has been eroded more significantly than that of SMEs, but it had improved more strongly before the crisis. The movement in the profit share of firms in Belgium has been no different from that evident in neighbouring countries.


    It is mainly cyclical factors that explain the fall in profit margins since the crisis, whereas those margins had risen considerably during the pre-crisis period. In industry, the adverse trend in relative prices is putting structural pressure on profit margins in a context of ever fiercer global competition in manufactured goods. However, the steady rise in labour productivity in volume, clearly outpacing real wage growth, makes it possible to maintain a reasonable margin. Firms in market services, which are less exposed to international competition, are suffering from inadequate productivity growth, while until recently their labour costs were still rising quite steeply. Ultimately, other factors such as the development of e-commerce, may also influence profit margins in services.


    Finally, there is a close correlation between the movement in profit margins and the trend in economic activity. Firms tend to boost their margins when economic activity is buoyant and reduce them when activity loses momentum. The link between margins and prices appears to be much looser, as margins in Belgium seem to act as a buffer, moderating the effects of cyclical fluctuations on labour costs and productivity. To some degree, margins temper the impact of economic shocks on prices. A comparison with a few other euro area countries shows that this effect has been likewise apparent in Belgium's neighbouring countries during the crisis, whereas in some of the more peripheral countries that was not the case, or the effect was much smaller.
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    Introduction


    Over the past decade, emerging market economies have staged a period of impressive growth. As a result, their share in world GDP (expressed in purchasing power parity terms) grew from 32% in 2000 to 44% in 2014, whereas that of advanced economies declined from 59% to 46% over the same period. Concurrently, the one-directional influence of advanced economies has been gradually diminishing, suggesting that the interdependence between emerging markets and advanced economies is becoming increasingly two-sided (Buelens, 2013). The sharp losses on advanced economy equity markets in mid-August on doubts about the strength of the Chinese economy provide additional signs of that interdependence changing.


    In recent years, however, growth in emerging markets has slowed substantially on average and is also projected to remain sluggish for the foreseeable future. While cyclical factors – including, among others, tighter external financial conditions and weak global demand – play a role in this process, some of the slowdown seems to reflect lower potential growth and is thus more permanent in nature. As emerging markets now account for a bigger part of the global economy, a more protracted slowdown will have more serious ramifications than in the past. Some argue that it may even contribute to a so-called “new mediocre”, a period of moderate growth rates for the world economy.


    The aim of this article is to highlight several structural factors that can explain the synchronised slowdown of emerging markets as well as the more muted growth forecasts. These factors are not identical for all regions, but they are operating simultaneously. After a short look at some stylised facts about emerging markets’ past growth performance and the spillovers to the rest of the world, the article starts with a section on the rebalancing of growth in China, the largest and fastest-growing emerging market economy over the past decades. The gradual drop in its impressive growth rates since 2011 is already having a substantial impact on both other emerging market and advanced economies. The recent slump in commodity prices, for example, is in part the result of developments in China, which has become one of the world’s biggest consumers of metals and oil. The next section then looks at the consequences of the excessive build-up of private sector leverage in Central and Eastern European countries in the run-up to the crisis. Notwithstanding the specificities of the credit cycle boom and bust in this region, emerging market countries in other regions where debt has continued to accumulate in recent years might be confronted with similar challenges in future. The subsequent section studies trends in global value chains, which seem to have stopped growing longer, contributing to a deceleration of trade growth compared to GDP growth. The article then continues by looking at two factors that will play out in the more medium term, i.e. the middle-income trap – a sustained period of low growth following a period of high growth, largely attributable to a slowdown in productivity growth – and the gradual disappearance of the demographic dividend in some emerging market countries. The final section concludes.


    1. Some stylised facts


    As a result of their impressive growth rates during the past decade, emerging markets’ share in the global economy has increased by more than 10percentage points since2000. For many consecutive years, they have also made the largest contribution to global growth (see graph1). At the peaks of their impressive growth trajectory in 2007 and 2010, emerging markets’ contribution to global growth amounted to roughly 3.3percentage points or 2percentage points above that of advanced economies. Emerging markets’ outperformance of advanced economies has been especially remarkable in the aftermath of the crisis. The Chinese government implemented a fiscal and monetary stimulus programme on an unseen scale which also boosted commodity prices. Along with easy macroeconomic policies in many other emerging economies and abundant global liquidity, this led to a spectacular recovery of growth in emerging countries. Their quick rebound from the global financial crisis led to the overly optimistic view that emerging markets were “decoupling”(1) from advanced economies.


    
      (1) See for example “Resilience in emerging market and developing economies: will it last?”, World Economic Outlook 2012, chapter 4, and “Uncoupling Asia: Myth and reality”, Asian Development Bank (2007), Asian Development Outlook.
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    Since 2011 however, activity in emerging markets has been gradually slowing down. The turning point appears to have been the decision by the Chinese government to scale back its stimulus programme amidst signs of emerging vulnerabilities at a time when demand in advanced economies had not yet recovered. Unlike previous episodes, this slowdown does not seem to have been triggered by any specific crisis event, such as the Asian crisis in 1998, the dot com crisis in 2001 or the global financial crisis in 2007. Moreover, the current slowdown is characterised by its gradual and highly synchronised nature, hitting almost all emerging markets simultaneously (see graph2). As structural factors are playing a role alongside more cyclical elements, growth is projected to remain lower over the medium term. These projections are associated with downward revisions of potential growth. For example, the IMF (2015d) has estimated that potential growth in the six major emerging economies (Brazil, China, India, Russia, Turkey and Mexico) declined on average from 7.5% in 2006-2007 to 5.5% in 2013-2014.
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    Given the increasing share of emerging markets in the global economy over the last decade, a persistent slowdown in emerging market growth could have significant implications for the rest of the world. If a growth slowdown were to be confined to a few more vulnerable emerging markets, the impact on global growth is likely to remain contained. A more broad-based slowdown, however, as we are currently witnessing, is likely to have a more significant impact.


    Both the IMF and the OECD have analysed the likely impact on advanced countries of a given slowdown in emerging markets. According to an IMF analysis from2014, a 1percent growth shock in emerging markets would reduce advanced economies’ growth by 0.2 of a percentage point over a year. A study by the OECD (2014) found that, for each slowdown in non-OECD growth of 2percentage points, growth in high-income countries (i.e. a selection of OECD countries) would be negatively affected by around two-thirds of a percentage point on average.


    Developments in China, one of the main growth engines among emerging markets over the last decade, have a particularly significant impact on both emerging and advanced economies. The effects of the rebalancing of the Chinese economy towards slower, but more sustainable growth, are indeed already being felt, impacting negatively on growth in its main trading partners and in commodity markets.


    A slowdown in emerging markets affects other economies through different channels. As global trade integration has deepened, this is a first channel through which important spillovers occur. The current weakness in global trade is to a significant extent the result of the slowdown in emerging markets, including the drop in demand from China. According to an analysis by the OECD, for most high-income countries, gross exports to individual emerging markets account for less than 2% of GDP. Gross exports to non-OECD economies as a whole account for almost 20% of GDP for a number of open high-income countries, such as Belgium or the Netherlands, and 7-10% for manufacturing exporters like Germany, Italy and Japan.


    Second, emerging markets, by now the largest commodity consumers, can have a significant impact on commodity prices. The current slowdown in emerging markets has been partly responsible for the sharp drop in commodity prices since mid-2014, with different effects on importers and exporters. Spillovers through the financial channel remain limited. Nevertheless, through confidence effects, financial turbulence in emerging markets may also raise investor risk aversion and thereby reduce asset prices in high-income countries.


    [image: 3786.png]


    


    2. Rebalancing in China


    Since 2011, China’s growth performance has become more moderate. This section examines the factors behind this change and the spillovers to other economies.


    China’s impressive economic development over the past three decades has transformed it into the world’s second largest economy after the US. Reliance on exports and investment in industry have driven growth, which was around 10% a year for almost 30years until recently. However, doubts about the sustainability of this producer-based and export-led growth model have increased over time as deepening economic imbalances showed the limits to this growth strategy. These include a very high share of increasingly inefficient investment in GDP at the expense of consumption, reliance on state-owned enterprises with too small a private sector, a relatively underdeveloped services sector (in particular social services, health care, business and financial services), a tightly controlled financial sector, rising income inequality, an energy-intensive economic structure and mounting pressure on natural resources.


    Despite growing doubts, an investment-driven strategy has been maintained and even reinforced by a massive fiscal and monetary stimulus in the aftermath of the global financial crisis in order to avoid a sharp growth deceleration due to the collapse of export markets. The measures have been implemented through local government and the predominantly state-owned banking sector, and resulted in a rapid expansion of investment in mainly infrastructure and real estate fuelled by strong credit growth. The programme was scaled down in subsequent years as it had induced a bubble in the property market, a build-up of leverage at local government and corporate level as well as the sudden emergence of a largely uncontrolled shadow banking sector. This exacerbated the imbalances and vulnerabilities associated with the old growth model.


    As a consequence of these developments, a consensus has emerged among key Chinese government officials and international organisations that a transition towards more moderate but more balanced growth is necessary. With this objective in mind, China has embarked on a comprehensive third plenum(1) reform blueprint towards a new growth model. In this model, services sectors, innovative enterprises, infrastructure development and the green economy will provide the main engines for growth. The necessary resource reallocation will be achieved through greater reliance on markets, including more market-based pricing, the removal of barriers to entry in many sectors and a more level playing field for non-state-owned market players. Ample attention will also be given to improved social welfare as a way of boosting consumption and maintaining social harmony.


    
      (1) The third plenum is the third plenary session of the Communist Party’s Central Committee in a five-year cycle, as the members of the Central Committee are chosen to serve a five-year term. The meeting is important because the new leadership presents its blueprint for economic and political reforms in the coming five years.

    


    The evidence on progress made towards rebalancing the economy is mixed so far. Economic growth has been slowing down since 2011, largely because of the decelerating investment growth rate, whereas the consumption growth rate remains more or less stable at best. Roughly 80% of total investment originates in three big sectors: the property sector (1/4), infrastructure investment (1/4) and manufacturing (1/3). There are signs of a slowdown in each of these areas, due to policy measures to tackle vulnerabilities, excess capacity in several manufacturing sectors (heavy industry in particular) and in some segments of the housing market. But China’s continued urbanisation process will ensure sustained demand for investment in housing and infrastructure.


    In comparison with other emerging markets, demand in China is very clearly skewed towards investment at the expense of private consumption. The share of investment in GDP averaged 45% in China between 2008 and 2014, against slightly more than 30% in India and Indonesia and much lower values around 20% in the other major emerging economies. The figure for China is somewhat biased though, as it was the only country where the investment share rose during the period under consideration due to the already mentioned government response to the global financial crisis. The share of private consumption in GDP averaged only 36% in China over the same period, against 50% or more in the other emerging economies. One explanation for this is the high household savings rate in China, which remained around 25% during this period and reflects the inadequacies of the social safety net as well as the demographic dividend (see section 7). Another factor explaining the low consumption share in GDP is the low household share in income. Tight capital controls ensure that these savings are channelled into investment. Measures to stimulate consumption in the form of higher minimum wages and the continued expansion of the social safety net have been taken, but are only gradually working their way through to consumption.
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    Another indicator of rebalancing is the trend in employment shares in the primary, secondary and tertiary sector. As expected, the employment share of agriculture declined steadily, and this has benefited both the manufacturing industries and the services sectors. However, a services employment share of about 40% in2014 is low by international standards, as it reaches 50% or more in many emerging economies and 75% or more in advanced economies. One factor holding back services sector development for a long time has been the undervalued exchange rate of the renminbi (Dorrucci et al., 2013), which reinforces a country’s specialisation in low-tech industries employing cheap labour and consequently also contributes to the low household share in income and to related weak consumption. Strong appreciation of its real effective exchange rate in recent years has nevertheless led the IMF to conclude in its latest Article IV consultation report that the renminbi is no longer undervalued. At the same time, a shift in export structure towards more sophisticated exports and better paid jobs is also being observed. Other factors hindering services sector development include entry barriers and the above-mentioned weak consumption. The current primary sector employment share of 30% suggests that there is still scope for shifting rural labour into higher-productivity services sectors.


    Successful rebalancing of the Chinese economy is considered important in order to safeguard robust productivity growth in the medium term. The shift of the remaining labour reserves out of agriculture into services and from low-tech exports into higher-value-added exports will boost productivity growth. These shifts need to be accompanied by a continued transition from State to market and financial market liberalisation, both of which should encourage a more efficient allocation of resources. Under the no-rebalancing scenario, productivity growth is likely to be dragged down by a growing misallocation of resources, while high investment rates will provide less and less impetus to growth. This will also induce a further build-up of vulnerabilities, increasing the risk of a hard landing. But the very high investment ratio in China implies that rebalancing towards consumption-led growth will be accompanied by lower growth, especially in the near term because the pick-up in consumption growth will be more gradual. The stimulus for brisker consumption growth must come from an expansion of the social safety network, the removal of discriminatory practices against domestic migrant workers (they make up one-third of total employment) and stronger nominal wage growth.


    The slowdown of the Chinese economy due to lower investment has implications for the global economy well beyond its direct contribution to world growth. In particular, reduced investment in heavy industry and construction has contributed to the end of the commodity super cycle, which is the topic of the next section. China currently accounts for more than 60% of world imports of manganese, aluminium and iron ore (OECD, 2015), although demand for iron ore will be shored up somewhat by new railway construction projects. Its import share amounts to 40% for copper. Downward adjustments in heavy industry also affect energy (oil and coal) demand as these industries tend to be very energy-intensive. Not surprisingly, the largest exposures to China can be found among commodity exporters, especially New Zealand, Australia, Brazil, Chile, South Africa and Indonesia. A number of Asian countries such as Vietnam, Thailand, Taiwan and Korea are also heavily exposed through their exports of final goods to China.
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    3. The end of the commodities boom


    The steep decline in commodity prices that started in the second half of last year against the background of a slowing Chinese economy is an important factor shaping the economic context for many emerging markets. While lower commodity prices provide a boost for commodity importing countries, growth forecasts for commodity exporters have been revised downwards. More particularly, the IMF 2015 growth forecasts for emerging markets heavily dependent on commodity exports (see countries depicted in graph 6) were trimmed by 1.7 percentage points on average between October 2014 and April 2015. Although significant declines in the prices of food and industrial commodities have been observed too, oil prices have shown the most remarkable movement, with prices dropping more than 55% since July2014. Food and industrial commodities both fell by about 25% over the same period. The remainder of this section will focus on the effects of the fall in oil prices.


    The collapse of oil prices directly affects growth in oil-exporting countries as they are faced with a negative terms of trade shock. Graph 6 illustrates that oil exports in many emerging market countries account for a significant share of their GDP. For those countries where oil export revenues accrue almost entirely to the government, as is the case in the Middle East for instance, fiscal positions are hit too. Declining export and fiscal revenues, in turn, feed back into lower oil production and investment. Net oil importers, on the other hand, see their terms of trade improve. The extent to which lower oil prices benefit households and firms in these countries nevertheless depends on how big the price pass-through is. In many emerging market countries, administrative controls on energy prices actually limit the transmission to end users and hence, the positive effects on demand. If lower oil prices do feed through to domestic prices, households will see their disposable income rise, while firms can enjoy lower costs, boosting their profits and investment.


    Both supply and demand factors have played a role in the fall in oil prices. Global demand for oil has declined to a significant extent on the back of weaker demand from major emerging economies. On the other hand, supply has risen steadily in recent years due to the increase in the production of non-conventional oil in the US, OPEC’s decision from November2014 not to lower its output accordingly and the faster-than-expected recovery of oil production in countries like Iraq and Libya.
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    While the outlook for oil and other commodity prices is inherently highly uncertain, a substantial part of the recent price drop is expected to have a large persistent component. On the one hand, while demand in many parts of the world will slowly pick up again along with the recovery of global economic activity, the recent relative weakness of emerging markets is dampening demand for commodities and is likely to continue to do so. The unprecedented rise in commodity prices during the 2000s was in fact largely the result of substantial increases in demand from fast-growing emerging markets, especially China. On the other hand, while oil production is expected to decline on the back of lower investment, output will take some time to adjust, given large existing capacity. The International Energy Agency therefore expects a surplus on the oil market to persist through 2016. In other words, oil prices are likely to return to higher levels, but only gradually.


    While lower oil prices are already negatively impacting growth in oil-exporting countries, a more persistent decline in oil prices is hitting investment in oil exploration and development too and, as such, also affects potential output and longer-term growth prospects for oil exporters. Historically, there has been a strong correlation between developments in the oil price and global oil investment, as graph7 below illustrates. Oil investment is actually already adapting to a context of lower oil prices, with major oil companies reportedly cutting back on investment plans. This confirms IMF (2015d) estimates on the basis of historical data that the impact of lower oil prices on investment is generally felt within one year.
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    Oil price volatility has also increased, reflecting uncertainties that could push prices either up or down. Uncertainties relate inter alia to increased geopolitical tensions in countries like Iraq and Libya, possible effects of the nuclear deal with Iran, OPEC’s production strategy and future energy efficiency and substitution from oil to other energy sources. Higher uncertainty about the future course of oil prices may further reduce investment growth in the oil sector and could even limit investment growth in non-oil sectors that use oil intensively. The effect of uncertainty is compounded by the largely irreversible nature of investment, especially in the conventional oil sector (IMF, 2015d).


    In those oil-exporting countries where oil revenues accrue largely to the government, fiscal positions are significantly affected, forcing governments to cut down on expenditure. Substantial buffers built up during the boom years should allow governments in many oil-exporting nations to avoid steep cuts in investment, thereby limiting the impact on longer-term growth. Countries that do not have sufficient buffers available will need to adapt spending more swiftly. More particularly, fiscal break-even prices for oil have risen significantly in those oil-exporting countries where government revenues were used to pay for large increases in expenditure when oil prices were high and rising. For those countries, the current fall in oil prices might be a reminder to undertake necessary reforms. More generally, in order to enhance their resilience to shocks, countries that are heavily reliant on exports of oil or other commodities would benefit from structural reforms aimed at diversifying their revenue base towards other, more stable sources of income. In order to limit the impact of the oil price drop on their economies, these countries would specifically benefit from diversifying the sectoral composition of growth and from investing in growth-enhancing areas such as education, health or infrastructure.


    4. Leverage


    Leverage is another factor affecting growth in emerging markets. In the run-up to the crisis, credit had been building up to a significant extent globally, including in many emerging markets (see graph 8). While the financial crisis temporarily slowed down credit growth, it continued building up in many regions afterwards, especially in Asia. In fact, a prolonged period of low interest rates in the aftermath of the crisis and investors’ search for yield supported capital flows to emerging markets and lowered the cost of financing.
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    Nevertheless, in Central and Eastern Europe, private credit growth has, since the crisis, not resumed the robust upward trend it had been pursuing before. While the region had witnessed a remarkable build-up of credit during the 2000s – facilitated to a significant extent by cross-border loans from western European banks – the financial crisis triggered a sudden stop in external financing and domestic credit growth fell sharply from its pre-crisis highs. Falling income and asset prices, in particular the bursting of the housing price bubble, combined with higher risk premiums, made high levels of private debt unsustainable. In several countries, the debt overhang was exacerbated by the exchange rate depreciation, given that a significant share of corporate and household loans were denominated in foreign currencies. In an effort to clean up their balance sheets, households and companies curtailed their borrowing. As credit ground to a halt, investment rates plunged across the region and have remained weak ever since (see graph 9). While these developments pushed the region into a deep recession, the lack of any pick-up in investment, especially productive corporate investment, is also having an impact on the region’s longer-term growth prospects.


    Important differences between the countries in the region nonetheless exist. Overall, the largest debt reductions since the crisis can be observed in the countries that were faced with the highest build-up of leverage beforehand, as was the case in the Baltic countries or Hungary for example. While the Baltics have since the start of the crisis also experienced the sharpest drop in investment, they were the ones showing the first signs of a recovery of fixed capital formation. In this regard, some have argued that the Baltics were able to adjust faster due to their more flexible institutions and to strong trade and financial links with countries that were less affected by the crisis, namely the Nordic countries (IMF, 2015b). In most other countries in the region, investment remains sluggish.


    The gradual recovery of the region in the aftermath of the crisis has been essentially creditless, with constraining factors on both the demand and supply side holding back the resumption in lending. The slowdown in credit and investment demand is partly a natural consequence of the general decline in aggregate demand in the economy in the aftermath of the crisis. Nevertheless, the creditless recovery is also a sign of more structural problems facing the region, with the high private sector debt overhang continuing to weigh on credit demand and investment for some time to come. Banks, on the other hand, are not supplying credit. The deterioration of the external funding environment(1), as well as bad portfolio quality – banks in some countries are still carrying a high stock of non-performing loans on their balance sheets (see graph10) – and poor profitability are impairing banks’ ability and willingness to resume lending.


    
      (1) The “Vienna” Initiative, launched in January2009, brought together all the relevant public and private sector stakeholders of EU-based cross-border banks active in emerging Europe to provide a forum for decision-making and coordination, helping to avoid a massive and sudden deleveraging by cross-border bank groups in emerging Europe.
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    The fact that structural factors are playing a role in holding back investment complicates policy-making. For instance, the easing of monetary conditions will not necessarily induce higher borrowing as households and companies are focused on deleveraging and banks are burdened with several constraints. The region would benefit from NPL write-downs and measures that render the insolvency framework more efficient. At present, corporate insolvency legislation is considered weak in many countries in Central and Eastern Europe, while personal insolvency frameworks are sometimes non-existent (World Bank Doing Business, 2014). Given the sharp rise in post-crisis insolvencies in many Central and Eastern European countries, several of them have in the meantime started reforming or refining their insolvency regimes. In some of the most badly affected countries, direct government intervention has been used to tackle the problems related to high private sector debt levels. Hungary is probably one of the most illustrative examples in this regard. To reduce the stock of household foreign currency loans, the Hungarian government passed legislation (effective on 1February2015) converting all foreign-currency-denominated mortgages–which accounted for almost 70% of the retail loan portfolio– to forint loans. The government had already launched several support schemes before to tackle the problems of foreign-currency loans, but these had failed to target fully the most vulnerable debtors and significantly increased moral hazard.


    Finally, it should be recalled that the challenge of deleveraging is compounded by other problems, facing emerging markets more generally. First, their public, banking and non-financial private sector balance sheets have become more integrated over the past decade, which magnifies the problem and importance of deleveraging. In that regard, the IMF has noted that large-scale repair of corporate balance sheets complicates deleveraging efforts of households, with negative feedback effects on firms. In fact, as firms cut back investment and fire workers, they depress household income, which weakens household debt metrics. This lowers consumption, in turn further weakening firms’ balance sheets. When both corporates and households are faced with high debt levels, as is the case in Central and Eastern Europe, the situation is even more painful. Second, as illustrated in section7 of this article, unfavourable demographics have the potential to slow growth as well, making it even more difficult to escape the negative debt dynamics. Finally, there is a risk of a vicious circle between debt overhang and deleveraging: debt overhang implies slower growth, which makes deleveraging more difficult, feeding back into continued slow growth. Structural reforms are essential to escape this vicious circle.
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    Notwithstanding the specificities of the credit cycle boom and bust in Central and Eastern Europe, emerging market countries in other regions might be confronted with similar challenges in future. Tightening external financing conditions and slower domestic growth might expose vulnerabilities that have been building up in those emerging market economies where debt has continued to accumulate in recent years. As graph8 illustrates, other emerging market regions, and Asia in particular, have witnessed a continued rise in credit after the financial crisis, partly the result of the rebound in capital inflows over 2010-2012. The largest emerging market economies (Brazil, China, India and Russia) seem to have reached the later stage of the credit cycle, which is marked by deteriorating asset quality, increased leverage and asset prices which have reached their peak (IMF, 2014c).


    5. Global value chains


    Some argue that one of the factors contributing to the emerging markets’ growth slowdown is the changing pattern in global value chains (GVC). The concept of GVCs refers to the division of the production of goods and services into linked stages of production scattered across different entities and increasingly across international borders in order to optimise differences in comparative advantages between countries. The rapid growth and complexity of international GVCs observed since the late 1980s has been facilitated by technological developments, falling transport costs and a reduction in trade barriers.


    Participation in GVCs allows a country to specialise in tasks and parts of goods and services instead of finished products. This more granular specialisation in tasks allows for stronger productivity effects in exporting firms and sectors than final goods specialisation. In addition, GVC participation enables low- and middle-income countries to move into industries with a higher technology content through their specialisation in low-skilled tasks such as assembly, and to benefit from economies of scale through trade as well as from greater diversification.


    There are significant differences between regions and countries in the extent to which they participate in GVCs which can largely be explained by differences in structural characteristics. In an empirical study on developing countries, Kowalski et al. (2015) found the following key determinants for GVC participation: (1)market size, (2)level of development, (3)industrial structure with a higher share of manufacturing acting as a plus, and (4)location as GVCs are organised around large manufacturing hubs so there is a premium to being closer to the main manufacturing hubs in North America, Europe and Asia, As a consequence, South East Asia, emerging Europe and Mexico have benefited most from the integration into GVCs organised around the central hubs of respectively China, Germany and North America. In addition, trade and other policies can play a significant role, in particular low import tariffs (both at home and faced in export markets), regional trade agreements, inward FDI openness, logistic capabilities and the quality of infrastructure and institutions.


    The development of GVCs has supported world trade growth in the last 20years. The growing international fragmentation of production has resulted in an increase in back-and-forth trade in components and parts for processing and re-exports. This boosted world trade elasticity in the pre-crisis period due to the difference in measures, as trade is usually measured in gross terms, whereas GDP is measured in value-added terms. Gross trade also grew more rapidly than its value-added equivalent, which filters out “double counting” of imported inputs used in the production of exports. The gap between the gross and the value-added measures of trade should reflect the level of outsourced inputs in total world trade and can therefore also be used as a proxy for measuring the GVC related component of trade (Borin and Mancini, 2015; Constantinescu, Mattoo and Ruta, 2015). Figure11 shows the evolution of the ratio of GVC-related trade to gross trade, with a rise corresponding to an expansion of international GVC and vice versa.
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    The share of GVC trade in total trade grew from approximately 36% in 1996 to 47% in 2008, with a temporary mild reversal during the crisis years 2001 and 2002. But it plummeted during the global financial crisis, suggesting there were interruptions in the international supply chains due to the crisis. These might be related to the difficulties in obtaining trade credit at the height of the recession. GVC-related trade has not (yet) fully recovered its pre-crisis value. This is one indication that the process of international fragmentation of production may have slowed down or reversed. Further evidence is provided by the elasticity of trade. It has in fact been noted by the various international organisations that this elasticity has declined since the global financial crisis. Using quarterly data, the ECB (2015) estimated the ratio of world trade growth to global GDP growth at 2.2 for the period 1995Q2 to 2007Q4, and 1.1 for the period 2011Q3 to 2014Q3. Similarly, Borin and Mancini (2015) computed the average elasticity of world trade based on annual data for the periods 1996-2000, 2001-2005 and 2006-2011 and found respectively values of 2.06, 1.45 and 1.13. In a next step, the elasticities in each period were broken down into a component related to the GVC contribution to trade and a residual component. It was found that the elasticity of GVC-related trade declined from 0.45 to 0.33 and further to 0.04 in the 3 consecutive periods. Finally, Dhyne and Duprez (2015) measured the length of the production chains for Belgium, the advanced economies and the emerging economies separately. They found evidence of a shortening of the production chains in recent years, which affected emerging economies in particular.


    Part of the explanation for the levelling off in the expansion of GVCs may be related to the changing patterns in Chinese trade. China’s rise as a major exporter has been spectacular, with its export market share going up from 2% in 1990 to 13% in 2013. China rapidly became the assembly line of the Asian value chain, importing components and services from Japan, Korea, Taiwan, Thailand, Malaysia and more recently Vietnam and Cambodia. The imported components in turn often embody value added produced in third countries. But throughout the 2000s, China upgraded its exports and took an increasingly larger share of value added in the GVCs, as evidenced by the falling share of imports of components and parts in China’s merchandise exports from its peak of 60% in the mid-1990s to its current level of around 35% (Constantinescu, Mattoo and Ruta, 2015). China’s changing trade specialisation offers both opportunities and challenges. Its gradual exit from labour-intensive goods such as clothing has already created opportunities for low-income Asia (e.g. Bangladesh, Vietnam, Cambodia). But its import-substituting strategies are also limiting opportunities for other middle-income countries with similar specialisations.


    In general, if the expansion of GVC integration was associated with stronger productivity performance in some emerging countries, then this boost to productivity is likely to disappear with the stagnation of GVCs, in particular in those emerging economies that integrated successfully into value chains but are now finding it more difficult to move up the value chain.


    6. The middle-income trap


    The slowdown currently observed in many emerging countries is actually a recurring phenomenon in economic history. International experience over a longer period of time does show that is quite common for emerging and developing countries to undergo a sustained period of low growth after several years of strong growth. This phenomenon can occur at different per capita income levels but is most often observed in middle-income countries (defined as the range $2 000–$15 000 of GDP per capita in PPP in Aiyar et al. (2013)). As a consequence, these countries fail to achieve a period of sustained improvements in per capita income that is long enough for them to join the selective club of high-income countries. Instead, their per capita income levels stagnate or fall back, causing them to stay in the middle-income bracket for an extended period of time. This observation is commonly referred to as the “middle-income trap”.


    Growth slowdowns in middle-income countries are often associated with weakening or even negative productivity growth (OECD 2014, Ferranini, Zweglich and Hummels 2012). During the transition from a low-income to a middle-income economy, productivity is boosted by shifting labour from lower to higher productivity sectors (e.g. from agriculture to manufacturing or services, from the countryside to urban areas). This shift continues to be an important factor in middle-income countries as long as labour reserves last (e.g. India and Indonesia). During this take-off phase, developing countries also benefit from low labour costs, inducing a foreign-investment-led development of export industries, as well as rapid capital accumulation and transfers of technology. But, at some point, these drivers weaken and labour becomes more expensive, implying that the focus needs to turn increasingly to productivity gains within sectors resulting from shifts into higher-value-added production through innovation and industrial upgrading. Many countries find this much harder to achieve, explaining why they get stuck in the middle-income trap.


    Figure 12 illustrates the experience of several large emerging economies in all corners of the world during the period 1971-2011 (1990-2011 for emerging Europe and CIS). Countries included in the sample are those with a population of at least 10 million in 2011 (7.5 million for emerging Europe), and which had a per capita real GDP in PPP in the range of $2 000 and $15 000 for at least a part of this period.


    As the figure illustrates, there have been a few countries which made the transition from the middle-income class to the high-income group after 1971. This has been the case for the first wave of Asian tigers (Taiwan, Korea and Hong Kong) as well as the Czech Republic, and more recently Hungary, Poland and Malaysia. The success of the East European countries can be attributed to EU accession, which facilitated real convergence through sustained productivity growth. In contrast, the countries of Central and South America, the Middle East and Africa, as well as the late starters from East Europe and the CIS, registered more modest improvements in their standards of living and they remained in the middle-income range.


    Emerging Asia constitutes a heterogeneous group in terms of performance. With the possible exception of Malaysia, the second wave of Asian tigers (Thailand, Philippines, Indonesia) has not replicated the successes of the first wave. Korea, Taiwan, Thailand and Malaysia have all relied successfully on multinational corporations to develop their export industries and to contribute to the growing sophistication of their exports through technology transfers, but Korea and Taiwan have been more successful in creating local technology firms which played an instrumental role in the domestic diffusion of technologies (Cherif and Hasanov, 2015). China’s record has been impressive and comparable to the earlier Asian success stories, but it is still a middle-income country today. As discussed in the second section, a successful rebalancing of the Chinese economy offers the best prospects for sustained productivity growth in the medium term, which appears necessary (though perhaps not sufficient) to avoid the middle-income trap. India is the most recent arrival in the middle-income group, and its take-off is not as spectacular as China’s.


    Emerging Europe and the CIS countries share a growth path which is characteristic for the countries that made a big-bang transition from a centrally planned economy to a market economy in 1990. This caused an immediate drop in living standards in the early years of economic restructuring, which was gradually recovered as growth resumed. These countries also benefited to varying degrees from a productivity boost associated with their integration into the world trade system, closure of unproductive state-owned enterprises, adoption of Western technologies and liberalisation of financial markets. However, the latter led to excesses, as reflected in the Russian crisis in 1998 and more recently the bursting of the credit boom in some of these countries (see section 4).
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    Finally, it also needs to be noted that many countries included in the sample are major oil and commodity exporters. This is the case for all countries in Central and South America and the CIS, as well as Indonesia, Malaysia, South Africa, Angola and Iran. The observed improvements in their living standards during the last decade are linked to the oil and commodity price boom which has now ended. Experience seems to suggest that these countries are more at risk of falling into the middle-income trap. During commodity price booms, these countries experience wage increases, an expansion of the non-tradable goods and services sectors, strong export growth but also a reduction in their level of export diversification. At the end of the boom, they can no longer compete with low-income countries due to their higher wages, nor can they compete with high-income countries because they have not shifted into higher-value production. In addition, these countries are much less integrated into global value chains than some of the non-resource-based emerging economies.


    The per capita income gap between emerging and advanced economies can be broken up into two components: one gap due to differences in labour use and another component reflecting the differences in labour productivity levels, the so-called productivity gap. The OECD (2014) found that the episode of strong growth during the 2000s, resulting in some convergence of per capita GDP levels with OECD members, was partly linked to improvements in labour use (as measured by the number of persons employed as a ratio of total population), together with the recovery of the instability and crises of the 1990s. Much less has been achieved in terms of closing the large productivity gap vis-à-vis OECD countries, as figure 13 shows. If the pace of productivity growth observed between 2000 and 2011 is extrapolated into the future, convergence with advanced economies is likely to be a long-drawn-out process for many emerging economies.


    Empirical studies shed some light on the important determinants of productivity growth and real convergence. Eichengreen, Park and Shin (2013) show that countries with a high share of population with secondary and tertiary education as well as a high share of high-technology exports are less likely to experience growth slowdowns at middle-income levels. In addition, they find that countries with high old-age dependency, high investment rates (that may translate into low future returns on capital) and undervalued real exchange rates (which provide a disincentive to move up the technology ladder) are more likely to get caught in the middle-income trap. Bulman, Eden and Nguyen (2012) come to similar conclusions and find that countries escaping the middle-income trap experienced rapid structural transformation from agriculture to industry, higher human capital and innovation, greater export orientation and macroeconomic stability. Also important is the creation of technologies by domestic firms (Cherif and Hasanov, 2015). The implications are that continued rapid growth in emerging economies will require pro-active policies that foster deep structural transformation and spawn new sectors (Rodrik, 2011). Governments can help by creating a conducive environment that includes key elements such as macroeconomic, political, and social stability, increased spending on R&D, adequate public investment in infrastructure and human capital, a well-functioning market and a favourable business climate, but that may not provide the magic bullet alone.


    7. Demographic factors


    The transition from a low-income to a middle-income economy, where growth is boosted by shifting labour from lower to higher productivity sectors, is often accompanied by a demographic transition during which fertility rates fall and average life expectancy is extended. Before less abundant cohorts of population reach working age, there is a demographic window of opportunity when the labour force continues to expand and the dependency ratio declines. The addition of labour inputs has the potential to accelerate growth further. This phenomenon is referred to as the “demographic dividend”, its size depending on the ability of an economy to absorb and productively employ the extra workers.


    A lower dependency ratio also contributes to growth through the saving channel: to the extent that working people save and dependents do not, it raises the household saving rate. More savings will translate into a lower cost of capital, which is likely to boost investment rates and thereby reinforce the growth-enhancing effect of the demographic transition. Another positive impact could come from reduced pressure on government spending on dependents, but it will be smaller in emerging countries with small social safety nets.


    All major emerging economies considered in figure14 have benefited from a declining dependency ratio over the last decades. The case of China is quite spectacular and reflects the implementation of the one-child policy in addition to the natural drivers. It should also be mentioned that the demographic dividend has been a key element in the rise of the Asian tigers. While many emerging economies will continue to enjoy a demographic dividend for some time after 2015, Russia (and the entire region of the CIS and emerging Europe) and China begin to face ageing challenges. In China, it is estimated that the labour force will decline after 2015 and labour shortages are expected to appear around 2020. In contrast, India could benefit from a continued demographic dividend over the next two decades.
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    As mentioned in the previous section, empirical research has found that economic slowdowns are more likely in countries with high (old age) dependency rates. Population ageing affects the size of the labour force through effective retirement but also through the labour market participation rate of older people (age55 – 64) which is lower than for people of prime age (age25 to54). As the number of retirees is replaced by a smaller number of new entrants, there is a risk of labour shortages arising which will push up wages. So there is a greater urgency to boost productivity growth sustainably through a shift to economic sectors with a higher technology content and through innovation in countries with ageing populations. It also underlines the necessity for China to successfully rebalance its economy, otherwise it will grow old before getting rich.


    Conclusion


    With emerging markets accounting for almost as high a share of the world economy as advanced economies in 2014 and in view of the increasingly two-sided interdependence between both, the broadly-based growth slowdown in emerging economies is already having a significant impact on the world economy via trade links, commodity prices, financial markets and confidence effects. This article has highlighted a number of structural factors that have contributed to this slowdown. A major development is China’s determination to move onto a more moderate and more balanced growth path since increasing imbalances and vulnerabilities had shown the limits of three decades of very rapid growth. China’s rebalancing act has already produced negative spillover effects on trade partners and commodity-exporting countries. This adds to the second explanatory factor, namely the sharp fall in prices of many commodities, including oil, due to the interplay between weak global demand and large existing capacities, which is putting producing countries under pressure to cut back on investment and spending programmes. At the same time, some Central and Eastern European countries are struggling to recover from the bursting of the credit-fuelled business cycle bubble following the global financial crisis which was immediately transmitted to the region via the dominant western European banks. Finally, the development of global value chains, a factor which contributed to the rise of some emerging markets, in particular China, East Asia, Eastern Europe and Mexico, appears to have halted or even gone into reverse.


    The rather structural nature of these factors can also explain why the slowdown of growth in emerging markets is expected to be protracted. The rebalancing of the Chinese economy is a permanent feature, the slump in oil and commodity prices will most likely have a large persistent component and deleveraging takes time. Moreover, this article has shown that it is quite common for emerging economies to experience a long period of low growth after an extended period of brisk expansion. This so-called middle-income trap most often results from a failure to maintain sustained levels of productivity growth after the easy part of the convergence process through sectoral shifts and when productivity growth becomes more dependent on the adoption of new technologies and on innovation. The risk of getting caught in the middle-income trap will be exacerbated in the coming years by rapid population ageing in China and the CIS and Central and Eastern European countries.


    Looking ahead, it appears that the power of emerging markets’ engine of growth will get weaker. Predicting longer-term growth trends is nevertheless subject to many uncertainties. The transition towards a more balanced growth model in China may not always follow a smooth and predictable path, as the recent events of the past summer months indicate, and will cause ripples in the rest of the world. And while Central and Eastern Europe is still recovering from its debt overhang, other emerging markets are seemingly lagging behind in the cycle and still accumulating debt more rapidly than warranted by their growth performance. This makes them less resilient to external shocks. Against this background of a more moderate growth potential and rising vulnerabilities, the macroeconomic fundamentals of emerging markets no longer appear as solid as in the immediate aftermath of the global financial crisis. This has contributed to the recent change in market sentiment as reflected in the financial market turmoil and slowing capital flows to emerging market economies. Strengthening fundamentals and speeding up other reforms will be necessary in order to avoid falling into the middle-income trap and a return to the volatile years of the 1980s and 1990s.
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    European governance framework for public finances: presentation and evaluation
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    S. Van Parys


    Introduction


    In contrast to monetary policy, the fiscal policy of the euro area countries has remained a national competence. Since it is important that countries taking part in a monetary union should aim at fiscal discipline, the Maastricht Treaty and the Stability and Growth Pact made provision for establishing a European governance framework for public finances, accompanied by binding fiscal rules. That framework is one of the cornerstones of Economic and Monetary Union, and it is vital that Member States comply with the rules for that union to work well.


    This article discusses the European governance framework for public finances and subjects it to a critical appraisal. Section 1 looks at the importance of fiscal rules in general, and in a monetary union in particular. Section 2 outlines the main stages in the creation of the European budgetary framework. Section 3 describes the current framework. Section 4 details the way in which the European budgetary framework has been applied in recent times. Section 5 presents an appraisal. The article ends with a number of conclusions.


    1. Importance of fiscal rules, particularly in a monetary union


    1.1 Usefulness of fiscal rules


    The sound management of public finances is one of the essential preconditions for price stability and vigorous, sustainable growth conducive to employment. Experience has also shown how much damage an economy can suffer from a lack of fiscal discipline. In addition, it is generally recognised that a good budgetary framework comprising a set of procedures, institutions and fiscal rules can do much to promote a sound fiscal policy.


    Fiscal rules impose restrictions on fiscal policy and can avert the tendency to deficit bias, i.e. the propensity for the democratic decision-making process to encourage deviations from what is regarded as good fiscal policy from the macro­economic point of view. Thus, in recent decades, the governments of many countries have often allowed their expenditure to grow faster than their revenue – even in times of economic prosperity – resulting in ballooning budget deficits and soaring debt ratios. One reason for this tendency towards inadequate fiscal discipline is short-termism on the part of populations and politicians, as people seem to focus mainly on the short-term benefits of tax cuts or spending increases without being aware of the possible adverse consequences of an expansionary fiscal policy in the longer term. Politicians tend to exploit this in order to boost their chances of re-election. Moreover, they may deliberately opt to favour current generations and shift the debt burden onto future generations. Another explanation for the deficit bias is what is known in game theory as the common pool problem. In regard to fiscal policy, this means that each ‘player’ or interest group pursues its own interests without taking account of the general budgetary restrictions. This common pool problem is sometimes linked to coalition governments.


    In principle, financial markets can discourage an inappropriate fiscal policy – and hence reduce the need for fiscal rules – by incorporating a higher risk premium in interest rates for governments with looming budgetary problems. However, this disciplinary mechanism does not always work perfectly, as was evident in retrospect from the period preceding the eruption of the financial crisis in 2008.


    In a monetary union where fiscal policy is fragmented, the arguments in favour of strict fiscal rules are even stronger, because in such a union an irresponsible fiscal policy on the part of one or more governments can have undesirable spillover effects, either between the countries forming part of the monetary union or between fiscal and monetary policy. Inefficient fiscal discipline can also pose a threat for financial stability. To minimise such contamination effects, the institutional architecture of a monetary union in which fiscal policies are fragmented therefore ought not only to provide the necessary guarantees ensuring that the central bank is independent and governments are not responsible for other governments’ debts (‘no-bail-out’ clause), but should also lay down strict rules ensuring adequate fiscal discipline. [see to box 1]


    1.2 The position of fiscal rules in the European policy framework


    European Monetary Union entailed the creation of a unique institutional structure in which monetary policy was unified while fiscal and structural policy remained largely decentralised. While historical proposals had aimed at more centralised economic coordination, there was insufficient political will to transfer these important powers to European level in the 1990s. In the absence of a form of economic government at European level, the coordination of fiscal policy and surveillance of public finances were laid down in binding rules to ensure the sustainability of public finances, namely in the articles of the EU Treaty concerning the need to avoid excessive deficits and the associated excessive deficit procedure (EDP)(1), and in the Stability and Growth Pact. This is a “hard” form of coordination since there are rules and a system of sanctions for non-compliance.


    
      (1) In this context, the term “excessive deficit” concerns both non-compliance with the budget deficit criterion and non-compliance with the debt criterion.

    


    One of the lessons of the economic and financial crisis was that the European policy framework needed adjustment, as the existing framework had not adequately detected and addressed the macro­economic and financial imbalances. Following the crisis, there were therefore various initiatives aimed at strengthening coordination and surveillance procedures. Thus, financial policy became more centralised with the creation of the banking union. That union will be based on three pillars, namely a single supervisory mechanism, a single resolution mechanism and a common deposit guarantee scheme, the aim being to safeguard the stability of the financial system. In addition, the coordination of macro­economic policy was stepped up, e.g. by the macro­economic imbalance procedure. That procedure concerns the identification, prevention and correction of macro­economic imbalances and a system of sanctions. As in the case of fiscal policy, this constitutes a form of “hard” coordination. Conversely, in regard to structural economic policy, there is only provision for a “soft” form of coordination, without binding rules. This coordination is organised within the framework of the broad economic policy guidelines and the guidelines for employment, which are amalgamated into the integrated guidelines.


    It should be noted that this article focuses on the European fiscal rules aimed at budgetary discipline. Those rules make no provision for extensive coordination of fiscal policy. Under the macro­economic imbalance procedure, it is possible to make fiscal policy recommendations, but that aspect is not examined in detail here. Nor does the article consider the mechanisms for supporting Member States facing problems in financing their public debt on the financial markets.


    2. Creation and development of the European governance framework forpublic finances


    In the beginning, the European governance framework for public finances was simple, but it has undergone regular adjustments over the years. Sometimes it was made more flexible while at other times it was tightened up, according to the available scope for discretionary decisions on the application of the framework. As a result of these successive reforms, the framework has been broadened and made “smarter”, but it has also become far more complex. The main adjustments made since the establishment of the first fiscal rules under the Maastricht Treaty are set out below.


    2.1 Maastricht Treaty


    The basis for the current European governance framework for public finances was laid down by the Maastricht Treaty (officially called the Treaty on European Union), signed on 7 February 1992, which provided for the creation of a ­currency­union in Europe by the end of the 1990s. The Treaty incorporated a number of safety mechanisms designed to prevent wasteful budgeting and ensure fiscal discipline: a ban on central banks providing monetary financing for governments, a ban on preferential public sector access to financial institutions, a no-bail-out clause and the requirement to avoid any excessive public deficit or excessive public debt.


    Countries wishing to join the ­currency­union had to meet a number of macro­economic criteria –known as the “convergence criteria”– among other things in regard to public finances. For instance, the budget deficit must not in principle exceed 3% of GDP, while the public debt may not be more than 60% of GDP, unless the debt ratio is diminishing sufficiently and approaching that reference value at a satisfactory pace. The Treaty also linked a correction mechanism to these criteria: the “excessive deficit procedure” (EDP), aimed at guaranteeing the maintenance of fiscal discipline after the creation of the ­currency­union. Failure to respect the criteria triggered implementation of a corrective procedure whereby, on a proposal from the European Commission (EC), the Ecofin Council could decide that the deficit was excessive, order the Member States concerned to adjust their fiscal policy, and even impose certain sanctions: thus, the European Investment Bank could be asked to reconsider loans to the countries concerned or unremunerated deposits and fines could be imposed. The Ecofin Council had very extensive decision-making powers in that regard, and had total autonomy to decide the measures to be taken.


    2.2 Stability and GrowthPact


    There were fears that fiscal discipline might weaken or even vanish following the creation of the ­currency­union. In that connection, not all Member States considered that the Treaty’s corrective procedure was sufficiently dissuasive. The German government of the day led calls for supplementary safeguards to ensure lasting fiscal discipline within the Monetary Union, and in 1995 it had already put forward initial proposals for clarifying and strengthening the fiscal rules. Those proposals soon gained the support of the small Member States. An agreement was concluded in December 1996 at the Dublin European Summit, and the new regime was dubbed the “Stability and Growth Pact”. By this means, the European policy-makers aimed to spell out the importance of lasting fiscal discipline accompanied by the price stability that the ECB was to monitor, in order to create the necessary conditions for balanced, sustainable activity growth. The Pact was signed in June 1997 at the Amsterdam Summit.


    The key requirement of the Maastricht Treaty concerning the avoidance of excessive deficits was naturally incorporated in the Pact. The rules were extended to include a number of preventive measures. The Member States undertook to submit annual stability programmes (or convergence programmes in the case of Member States not taking part in EMU), geared to the attainment of the medium-term objective of a budget close to balance or in surplus, and to take the necessary fiscal measures for that purpose. These budget positions were meant to provide the Member States with sufficient scope to deal with normal cyclical fluctuations via the operation of the automatic stabilisers without their public deficit exceeding the limit of 3% of GDP. The definition of an excessive deficit was also clarified. Finally, the Pact sharpened the corrective mechanisms that come into force when such a deficit is identified, and specified that failure to comply with the rules would, in principle, give rise to sanctions.


    The Pact tightened up the fiscal rules to some degree. The preventive element of the Pact aimed both at the long-term sustainability of public finances and at the stabilising function of fiscal policy in the short term. The corrective arm was devised on the basis of strict rules of procedure which left little scope for interpretation in the event of missed targets, and which came into effect if the public deficit exceeded 3% of GDP.


    2.3 First reform of the Stability and GrowthPact


    Even though the Stability and Growth Pact rules were tightened up, most Member States relaxed their fiscal discipline to some degree once they had joined the ­currency­union. They were encouraged in that by the lack of specific detail in the preventive arm of the Pact and by over-optimistic growth forecasts at the start of the new millennium. The public deficits of some Member States, including Germany and France, exceeded 3% of GDP and those countries risked being subjected to the strict rule of the corrective arm which stipulates that the excessive deficit must be eliminated within a year of being identified. Gradually, some people came to regard the Stability and Growth Pact as too strict a straitjacket, and it attracted increasing criticism: there were calls for some relaxation of the rules.


    In March 2005, following lengthy debate, the Ecofin Council reached agreement on the reform of the Stability and Growth Pact, placing the emphasis on strengthening the economic fundamentals and on the Pact’s flexibility. That reform modified both the preventive and the corrective arms. The main change to the preventive arm concerned the definition of the medium-term objective namely of a budget close to balance or in surplus. That objective was now expressed in structural terms, i.e. excluding the effects of the business cycle and one-off factors. Country-specific objectives were introduced, ranging from a deficit of 1% of GDP for Member States with a low debt ratio and high potential growth to a budget in balance or in surplus for Member States with a high debt ratio and low potential growth. Member States which had not yet achieved their medium-term objective were to aim at improving their structural public balance. In that regard, an improvement averaging 0.5 percentage point of GDP per annum was the benchmark, and the effort must be stepped up in periods of favourable economic conditions. As for the Pact’s corrective procedures, there was significant easing of the definition of the exceptional circumstances in which a public deficit of over 3% of GDP is not considered excessive. Thus, any contraction in activity and any long period of growth which, though positive, is still well below its potential level might justify an exception. The “other relevant factors” which must be taken into account in assessing the excessive character of the public deficit were also defined. Account would likewise be taken of all other factors that the Member State concerned deemed relevant for a detailed qualitative assessment of the exceeding of the benchmark. In addition, the deadlines to be met in the various stages of the excessive public deficit correction procedure were extended.


    More generally, this reform implied a marked shift from an institutional framework based on the application of strict rules towards a framework offering the Ecofin Council much greater scope for interpretation. In that respect, it meant in some ways a return to the situation prevailing before the introduction of the Pact. Furthermore, the increased complexity could hamper surveillance over compliance with the SGP rules. There was also evidence of a substantial, widespread relaxation of the existing rules, and the ultimate threat of sanctions tended to retreat into the background. Overall, this reform of the Pact therefore meant a relaxation of the existing rules.


    2.4 Second reform of the Stability and Growth Pact


    In 2010, the negative impact of the financial crisis on public finances and of the resulting economic recession led to a political consensus on the need to reinforce the European regulatory framework. The European Council was aware of the gravity of the situation and at the beginning of 2010 it had decided to strengthen the economic governance framework of the European Union, and its fiscal rules. For that purpose, a working group was set up which, in close consultation with the EC, produced proposals aimed at tightening up the European fiscal rules and extending the European macro­economic surveillance and coordination procedures.


    At the end of September 2010, the EC had already formulated six legislative proposals – subsequently termed the “Six Pack” – intended to modify the regulatory framework. They brought in a procedure concerning macro­economic imbalances and made fundamental adjustments to the budgetary framework. In view of the sovereign debt crisis, the debt criterion was highlighted in the corrective arm of the Stability and Growth Pact. In addition, the system of sanctions under that part of the Pact was made a little more stringent. A rule on expenditure was added to the preventive arm, and the possibility of imposing sanctions was introduced. Apart from the changes to the preventive and corrective arms of the Stability and Growth Pact, the decision-making procedures and sanctions were also adapted to improve the application of the fiscal rules. Finally, minimum conditions were imposed in relation to the national budgetary frameworks of the EU Member States. Following some amendments, these six legislative proposals were formally approved in the autumn of 2011 by the European Parliament and the Ecofin Council. It was also decided to improve the synchronisation of the national reform programmes and the stability and convergence programmes in the framework of the European Semester which had been approved in the previous year.


    At the end of November 2011, the EC proposed two new Regulations (the Two Pack) to further reinforce budgetary surveillance in the euro area. The first aimed to strengthen and harmonise budgetary procedures in the euro area countries, and to impose additional surveillance and reporting obligations in the event of an excessive deficit. The second introduced heightened surveillance in euro area countries requesting financial assistance from European emergency funds or those which, in the EC’s opinion, face serious financial stability problems which could have adverse repercussions on other euro area countries.


    At the December 2011 European Council, all EU Member States except the United Kingdom stated their willingness to conclude a new Fiscal Compact, which aimed to enhance fiscal discipline further with more automatic sanctions and stricter surveillance. The Member States were also to improve the coordination of their economic policies. These agreements were defined in a new intergovernmental Treaty on Stability, Coordination and Governance in the Economic and Monetary Union, signed during the European Council in early March2012 by 25EUMemberStates (all the Member States at that time except the United Kingdom and the Czech Republic).


    The Fiscal Compact forms the budgetary section of the Treaty. Its substantive provisions conform to the requirements of the Stability and Growth Pact: the government budget must be in balance or in surplus. This rule is deemed to be respected if the structural budget balance for the year is in line with the country’s particular medium-term objective. Rapid convergence towards that objective is required, via an adjustment path proposed by the EC. The main innovation of the Fiscal Compact is the obligation to transpose these rules into national law, preferably in the constitution or in another law ensuring full compliance with the rules.


    These changes extended and strengthened the budgetary framework and prompted the Member States to pay more attention to adopting and adhering to the framework. In contrast to the 2005 reform, it was clearly a step in the right direction. At the same time, the framework again became more complex, so that it may be harder to implement.


    2.5 EC Communication on flexibility


    In its January 2015 Communication, the European Commission described how, in the context of its policy goals, it would use the existing rules of the Stability and Growth Pact in order to strengthen the link between structural reforms, investment and fiscal sustainability to support job creation and growth. The Communication will be discussed in detail in section 3.2.3. On the basis of the initial assessment of fiscal policy by the EC following the implementation of the Communication’s guidance, it seems that the latter resulted in a relaxation of the application of the budgetary framework.


    3. Current rules of the European budgetary framework


    This section begins by placing the current European budgetary framework in context in the European policy coordination cycle. Next, it takes a closer look at the main European budgetary rules and their implementation. Finally, it outlines the rules that currently apply in Belgium.


    3.1 Part of the broader European governance framework


    One of the key lessons that Europe learnt from the recent economic and financial crisis is the need for greater surveillance and better coordination of the Member States’ economic policies. The European Semester, an annual cycle for the coordination of economic policies, approved in 2010 and in force since 2011, ensures that the Member States’ fiscal and economic policies remain in line with their European obligations: their public finances on the basis of the Stability and Growth Pact rules, and their economic reform plans on the basis of the country-specific recommendations and the long-term objectives for growth and employment under the Europe 2020 strategy.


    The European policy coordination cycle begins in November when the EC publishes two reports. The Annual Growth Survey describes the economic challenges facing the EU and the political priorities. The Alert Mechanism Report examines the Member States and identifies the ones requiring more detailed analysis in order to determine whether they exhibit macro­economic imbalances. In February, the EC publishes reports on each Member State analysing the economic situation, the reform programmes and – when deemed necessary by the Alert Mechanism Report – any imbalances to be corrected. In March, the European Council’s spring summit presents a report on the general macro­economic situation and on the progress made towards attaining the objectives of the Europe 2020 strategy. It sets out policy guidelines for the EU and the euro area on the basis of the Annual Growth Survey published by the EC. In April, the Member States submit their stability or convergence programmes, which aim to ensure the viability of their public finances, and their national reform programmes oriented at a smart, sustainable and inclusive growth in such areas as employment, education, research, innovation, energy and social inclusion. In May, after evaluating these programmes, the EC issues recommendations for each country. These set out the policy stance appropriate to each Member State in the areas deemed to take priority for the current year and the year following. Next, the various competent ministers in the Council of the EU examine these country-specific recommendations, and the European Council approves them. Finally, in late June or early July, the Ecofin Council formally adopts them. Where public finances are concerned, the Member States thus receive policy guidance before they finalise their draft budget plans for the ensuing year. Euro area countries must submit their draft budget plans for the next year by no later than 15 October. In November, the EC issues its opinion on each plan, and that is followed by discussion in the Ecofin Council. This assessment mainly investigates whether the plans conform to the Stability and Growth Pact requirements.


    If, in the course of the budgetary surveillance, it emerges that a Member State is not respecting the rules of the preventive or corrective arms of the Stability and Growth Pact, the EC and the Ecofin Council decide to initiate either a significant deviation procedure or an excessive deficit procedure against the Member State concerned. Such decisions are generally taken in December on the basis of the statistical notifications of the end of September and the EC’s autumn forecasts or in June on the basis of the statistical notifications of the end of March and the EC’s spring forecasts.


    3.2 Main European fiscal rules


    In the context of policy coordination, the fiscal policy of the Member States must conform to the European fiscal rules. As already mentioned, those rules comprise a preventive element that is meant to avert the development of unsustainable budget positions, and a corrective element that concerns the recovery measures for Member States facing an excessive public deficit or an excessive public debt.


    3.2.1 Rules of the preventive arm


    3.2.1.1 Medium-term objective: definition and calculation


    Pursuit of the medium-term objective is central to the preventive arm. That objective is a benchmark for the budget balance specific to each country, expressed in structural terms.


    It is the Member States themselves that propose the medium-term objective in their stability or convergence programme. However, the objective must satisfy minimum requirements: it must maintain a safety margin in relation to the maximum deficit of 3% of GDP, it must ensure rapid progress towards a sustainable budget position, and it must create sufficient scope in the budget for such things as public investment. In addition, in the case of the euro area countries the medium-term objective must be at least –0.5% of GDP, while for countries with a debt ratio well below 60% of GDP presenting minimal risks in terms of the long-term sustainability of their public finances the medium-term objective may be at least –1% of GDP. Finally, a country may invoke an exception clause if the resulting minimum medium-term objective corresponds to an unrealistically large primary surplus. Since no country has ever succeeded in maintaining a primary surplus much above 5.5% of GDP over a long period, it was decided to set an absolute maximum limit for the medium-term objective corresponding to a primary surplus of that size.


    Every three years, the EC calculates the minimum levels of the country-specific medium-term objectives, taking account of the latest data on the expected budgetary costs of ageing as published in the triennial Ageing Report produced by the Ageing Working Group and by the EC under the auspices of the Economic Policy Committee. However, the calculations may be performed more frequently if a Member State embarks on a structural reform which could have a substantial impact on the sustainability of its public finances. The calculations were last performed in 2012, and the figures will be adjusted during 2015.


    3.2.1.2 Progress towards the medium-term objective


    Countries which have not yet achieved their medium-term objective must follow an adjustment path in order to move towards that objective at an appropriate pace. That applies to most of the Member States, including Belgium. In 2015, Belgium is projected to have a structural deficit of 2.3% of GDP, and is therefore still a long way from its medium-term objective [see Box 2].


    The progress that these countries achieve is assessed on the basis of two indicators, namely the change in the structural budget balance and the change in real public expenditure.


    The required improvement in the structural balance is determined on the basis of the Member State’s economic situation and its public finances. The benchmark is an improvement in the structural budget balance equal to 0.5percentage point of GDP. For countries with a debt ratio of more than 60% of GDP, the required improvement exceeds 0.5percentage point of GDP. In a favourable economic climate, those countries have to strive for a bigger improvement, while they can reduce their efforts when economic conditions are tougher. The application of these rules was specified in more detail by means of a decision-making matrix, the latest version of which is set out in the EC Communication of January 2015 (see table 4).


    Each Member State was given a benchmark for the permitted annual change in real government expenditure. That benchmark is below the medium-term potential GDP growth, and is consistent with the required improvement in the structural budget balance. The expenditure concept excludes interest charges, the cyclical component of unemployment expenditure, and all spending related to EU programmes financed by European funds. Furthermore, public expenditure is adjusted for the budgetary impact of discretionary measures on the revenue side. The advantage of the expenditure rule – as opposed to the required improvement in the structural balance – is that public expenditure can be readily monitored and can therefore be controlled by the government.


    Countries with a structural budget balance corresponding to their medium-term objective have to keep that balance stable, and their public expenditure must not outpace medium-term potential GDP growth.


    3.2.2 Rules of the corrective arm


    The two original criteria relating to public finances under the Maastricht Treaty are still central to this part of the Stability and Growth Pact, but their application has since been clarified. The nominal public deficit must not exceed 3% of GDP, unless the deficit is declining considerably and continuously and is approaching the reference value, or the excess is exceptional and temporary and the deficit remains close to the reference value.


    The outstanding public debt must not exceed 60% of GDP, or if it does so, it must approach that reference value at a satisfactory pace. The guideline here is an average annual reduction in the debt ratio of one-twentieth of the difference between the reference value and 60% of GDP. That reduction must occur in the last three years for which the figures are available or in the last year for which the figures are available and in the two ensuing years (according to the EC’s estimates).


    For countries which, like Belgium, were subject to an excessive deficit procedure when this rule was approved on 8November 2011, transitional provisions apply for three years following the correction of their excessive deficit. During the transitional period, they must make sufficient progress to meet the debt criterion at the end of that period. Their progress is measured by the adjustment in the structural budget balance, also known as the minimum linear structural adjustment (MLSA).


    3.2.3 EC Communication on making the best use ofthe flexibility within the rules of the Stability and GrowthPact


    After the rules of the European governance framework concerning public finances had been strengthened in 2011-2013, the European Council and Commission became convinced that the application of the fiscal rules should aim to promote potential growth and job creation. Thus, the June 2014 European Council stated in its conclusions that the flexibility offered by the Stability and Growth Pact should be used to support the EU growth strategy. In January 2015, the EC issued a Communication explaining how it intended to make best use of the flexibility offered by the existing rules of the Stability and Growth Pact in order to promote a growth-friendly fiscal policy. That is to be achieved by taking greater account of the economic circumstances in the Member States when defining the efforts to be made under the preventive arm, but also by stimulating investment and by encouraging effective implementation of structural reforms. The Communication spells out a number of proposals for promoting growth and employment derived from the policy programme of the new EC President, Jean-Claude Juncker, which the European Parliament took as the basis for endorsing the new Commission.


    3.2.3.1 Taking greater account of economic circumstances


    To take better account of cyclical fluctuations, the EC will from now on use a matrix describing the appropriate fiscal adjustments that countries are expected to make under the preventive arm of the Stability and Growth Pact. This means that the Member States which have not yet attained their medium-term objective will be required to step up their consolidation efforts in better times. Countries whose macro­economic situation is considered to be extremely bad because their real GDP growth is negative or because their negative output gap exceeds 4% of GDP need not make any adjustments. The required improvement in the structural balance is also modulated according to the level of the public debt. In any case, the new matrix makes the EC’s application of the fiscal rules more transparent.


    3.2.3.2 Investment clause


    In order to encourage investment, Member States subject to the preventive arm of the Stability and Growth Pact may deviate temporarily from their medium-term objective or their fiscal adjustment path. Member States are only permitted to apply the investment clause under strict conditions. The clause is only valid for Member States whose real GDP growth is negative or whose GDP falls far short of its potential level, resulting in a negative output gap of more than 1.5% of GDP. In addition, national investment expenditure only qualifies if the projects are co-funded by the EU under the structural and cohesion policy, the Trans-European Network and the Connecting Europe Facility, or if they are co-financed by the European Fund for Strategic Investments. The result must be an actual increase in investment levels. The deviation must not drive the budget deficit above the 3% limit and a safety margin must be provided. The deviation must also be corrected during the period of the Member State’s stability or convergence programme i.e. within four years following the entry into force of the investment clause. The EC implements this last criterion by stipulating that the difference between the structural budget balance and the medium-term objective may not exceed 1.5percentage points of GDP. These conditions can be considered strict in that only a few countries satisfy them.


    3.2.3.3 Structural reform clause


    Member States subject to the preventive arm of the Stability and Growth Pact may also deviate temporarily from their medium-term objective or from their adjustment path leading to that objective in order to take account of the effect of structural reforms. These deviations may not exceed 0.5percentage point of GDP and must be corrected during the period of the stability or convergence programme. This last condition implies that only Member States whose structural budget balance is no more than 1.5percentage points of GDP short of their medium-term objective are eligible for the structural reform clause. The EC will assess the reforms and check whether they are substantial, whether they have verifiable long-term positive effects on the budget – including an increase in potential growth – and whether they are actually implemented.


    In the case of Member States subject to an excessive deficit procedure, the EC may recommend a longer period for correcting the excessive deficit if there is a specific structural reform plan that meets the said conditions. When a decision is to be taken on whether or not to initiate an excessive deficit procedure, the implementation of structural reforms may be regarded as a relevant factor.


    3.2.4 Application of the regulatory framework: monitoring, tolerance margins and non-compliance procedures


    As part of its multilateral budgetary surveillance, the EC systematically examines whether the Member States’ fiscal policies meet the requirements of the Stability and Growth Pact.


    3.2.4.1 Preventive arm


    The examination of compliance with the preventive arm of the Stability and Growth Pact centres on adherence to the medium-term objective and the required progress towards that objective. That assessment entails an ex-ante analysis of the budget plans and an ex-post analysis based on statistical data for the previous year notified by the Member States to Eurostat and validated by that institution. It is only the results of the ex-post analysis that may form the basis for initiating a procedure which could give rise to sanctions.


    The ex-ante analysis includes an assessment of the budget targets and measures set out in the stability and convergence programmes to be submitted to the EC by the Member States each year. The EC bases its assessment on the macro­economic and budgetary data from its spring forecasts. It begins by checking whether the medium-term objective satisfies the requirements. Next, it examines whether the Member State’s structural budget balance corresponds to that objective or – if that is not the case – whether the Member State is achieving the required improvement in that balance and is adhering to the adjustment path. Finally, it checks whether the planned increase in public expenditure conforms to the benchmark. A Member State respects the preventive arm if it complies with both the rules on the structural budget balance and the rules on public expenditure. If it fails to satisfy one or both of the rules, the EC will conduct an overall assessment.


    A key innovation introduced by the Two Pack is that the EC also examines the draft budgetary plans that the euro area Member States have to publish by 15October and issues an opinion on those plans. If the EC finds serious breaches of the Stability and Growth Pact rules, it requests the Member States concerned to revise their plans.


    The ex-post analysis examines the previous year’s budget figures and checks whether they deviate from the medium­-term objective or the path for attaining it. For that purpose, the EC assesses whether any deviations from the adjustment path towards the medium-­term objective are “significant” or not(1). They are significant if the following two conditions apply, or if either of them is met and a general analysis reveals that the other is present to some degree. First, the deviation between the movement in the structural balance and the predefined path amounts to at least 0.5percentage point of GDP for a given year or an annual average of at least 0.25percentage point of GDP for two consecutive years. Second, the growth of public expenditure deviates from the set target and has an impact on the general government balance of at least 0.5percentage point of GDP in a given year or cumulatively over two consecutive years.


    
      (1) The notion “significant deviation” is the central concept in the ex-post analysis but is also used in the ex-ante analysis.

    


    However, deviations are not considered significant if they are due to abnormal circumstances which are beyond the control of the Member State and have a marked adverse effect on the government’s financial situation or during periods of particularly negative growth within the EU or the euro area as a whole.


    If the EC finds a significant deviation, it issues a warning to the Member State. If the Member State fails to produce an adequate response and does not correct the deviation promptly, the Ecofin Council may decide to initiate the significant deviation procedure prescribed by the preventive arm of the Stability and Growth Pact. That procedure may lead to a sanction in the form of an interest-bearing deposit of 0.2% of GDP.


    3.2.4.2 Corrective arm


    If the statistical data on public finances indicate that the budget deficit exceeds the reference value of 3% of GDP, or that the rules on the public debt have been breached, or if the outlook implies that such a risk exists, the EC produces a report determining whether an excessive deficit procedure should be launched. In that connection, the EC takes account of the level of public investment and all other relevant factors, including the medium-term economic and fiscal developments.


    As already stated, the deficit criterion is accompanied by two exception clauses which may prevent the launch of an excessive deficit procedure, namely if the deficit has fallen significantly and continuously and is approaching the reference value of 3% of GDP, or if the excess is exceptional and temporary and the deficit is close to the reference value.


    There is also provision for a tolerance margin in the case of the minimum linear structural adjustment to be respected by countries subject to the excessive deficit procedure on 8November2011 in order to satisfy the debt criterion by the end of the three-year transitional period. Thus, the difference between the actual adjustment of the structural budget balance and the required improvement must not exceed 0.25percentage point of GDP.


    If, on the basis of the EC’s opinion, the Ecofin Council considers that an excessive deficit exists, then it issues recommendations to the Member State concerning the elimination of that deficit within a specified period via a minimum required improvement in the structural budget balance, and may impose sanctions. However, if the Member State has subsequently taken effective action, in that it has achieved the required improvement in the structural budget balance but has not managed to cut the deficit below 3% of GDP, the Ecofin Council may extend the deadline, in principle by one year. Conversely, if the Member State in question fails to implement the Ecofin Council’s recommendations, it becomes subject to the next step in the procedure laid down by the Maastricht Treaty, which may eventually culminate in a fine of up to 0.5% of GDP. An excessive deficit procedure may be halted if the excessive deficit has been corrected in a sustainable way. That is assessed on the basis of both the statistical data and the outlook, assuming that there is no change of policy.


    The submission of inaccurate statistics on the budget deficit or the public debt also attracts a fine of up to 0.2% of GDP.


    3.3 European fiscal rules applicable to Belgium


    Since the June 2014 decision by the Ecofin Council lifting the excessive deficit procedure initiated against Belgium in December 2009, Belgium has been subject to the preventive arm of the Stability and Growth Pact. It also has to comply with the provisions under the corrective arm.


    As already mentioned, in regard to the preventive arm, the medium-term objective for Belgium was set at a structural surplus of 0.75% of GDP. Belgium has to move towards that objective at an appropriate pace. The required improvement for 2014 was set at a minimum of 0.5percentage point of GDP, and on the basis of the adjusted decision-making matrix and the 2015 spring forecasts of the EC, it was set at a minimum of 0.6percentage point of GDP for 2015 and 2016. As regards the annual permissible increase in real public expenditure, Belgium was recommended to restrict the growth to a maximum of 0.2% in 2014 and 0% in 2015 and 2016.


    In regard to the corrective arm, the nominal public deficit must not exceed 3% of GDP, and the public debt must be reduced at a satisfactory pace below the reference value of 60% of GDP. Transitional provisions apply to Belgium during 2014-2016. In order to meet the debt criterion at the end of that transitional period, the structural budget balance has to improve by at least 0.7percentage point of GDP each year. However, since there was no improvement in 2014, that figure has been increased for 2015 and 2016 to at least 1.1 percentage point of GDP. Nevertheless, owing to the exceptional economic circumstances, namely low inflation combined with weak economic growth, the EC considered in its February 2015 opinion that the improvement required, in principle, in the structural budget balance is neither feasible nor desirable.


    4. Recent applications of the European budgetary framework to Belgium and to other euro area countries


    The assessment of the draft budgets for 2015 and the latest stability programmes offers a clear view of the way in which the EC applies the current European budgetary framework, taking account of the new rules on flexibility.


    4.1 Assessment of the draft budgets for 2015


    The draft budgets for 2015 of the euro area Member States not subject to an adjustment programme were examined by the EC during November2014(1). The general conclusion of the initial analysis of those budgets was that five countries fully conformed to the Stability and Growth Pact recommendations; four countries largely conformed and the other seven countries risked failing to comply. These last two groups of countries were asked to take the necessary fiscal measures to ensure that the 2015 budget conformed to the Stability and Growth Pact. In the case of France, Italy and Belgium, the view was that the risk of non-compliance could have consequences for the excessive deficit procedure. The EC announced that it would conduct a new assessment by March 2015.


    
      (1) Greece and Cyprus are currently subject to an adjustment programme.

    


    At the end of February2015, the EC published the results of its scheduled follow-up analysis of the application of the Stability and Growth Pact in France, Italy and Belgium. That analysis took account of new information on the finalisation of the budget laws, the structural reform programmes and the EC’s own winter forecasts. Since Belgium and Italy were situated under the preventive arm, the EC checked – on the basis of a report produced in accordance with Article126(3) of the Treaty on the Functioning of the European Union – whether those countries breached either the deficit or debt criterion. The EC’s 2015 winter forecasts had shown that Belgium would have a budget deficit of 3.2% of GDP in 2014 and that insufficient progress had been made to satisfy the debt criterion. The latter also applied to Italy. In the case of France, a report was produced as part of the ongoing excessive deficit procedure in accordance with Article126(7) of the Treaty on the Functioning of the European Union to determine whether additional action was needed under that procedure.


    Belgium


    In the case of Belgium, the report’s main conclusion was that, taking account of all relevant factors, the country respected both the deficit criterion and the debt criterion, and that there was therefore no need to initiate an excessive deficit procedure.


    Those conclusions were based on an in-depth analysis which found that, while the budget deficit of 3.2% of GDP expected for 2014 did exceed the reference value of 3% of GDP, that excess was small, exceptional and temporary. It was attributable partly to unusual circumstances, more specifically the statistical adjustments concerning the switchover to the ESA 2010 methodology for the national accounts. The impact of that factor on the public deficit was estimated at 0.3% of GDP for 2013, and a comparable effect for 2014 was taken into account. The EC also pinpointed lower than expected revenues, which could have been foreseen in some cases.


    In analysing the debt criterion, it found that the expected improvement in the structural balance was insufficient to satisfy that criterion in 2016, at the end of the transitional period. However, the assessment took account of some relevant factors. First it was considered that the required adjustment towards the medium-term objective was largely guaranteed. Account was also taken of the structural reforms announced in connection with pensions, labour cost competitiveness and labour market participation, which help to comply partly with the country-specific recommendations that the EC had formulated in 2014. Finally, the economic circumstances were considered exceptional, combining low inflation with weak growth, making it very difficult to satisfy the debt criterion conditions during the 2014-2016 transitional period. In the light of these circumstances, the EC considered that the stipulated substantial improvement in the structural budget balance was neither feasible nor desirable.


    The striking point about this EC assessment of Belgian fiscal policy is that the debt criterion rule was not stringently applied during the transitional period and that the EC also clearly took account of the economic context and a wide range of other relevant factors.


    Italy


    While the report on Italy identified the presence of a significant deviation from the prescribed path for reducing the debt, it concluded that – taking account of all the relevant factors – Italy did respect the debt criterion. As the conditions concerning the deficit were also met, there was no justification for initiating an excessive deficit procedure.


    The EC reached that conclusion on the basis of a number of relevant factors which were also considered for the purposes of the analysis for Belgium: the exceptional economic circumstances, namely low inflation combined with weak growth, which make it very difficult to respect the debt criterion conditions during the transitional period, the likelihood that the required improvement in the structural budget balance under the preventive arm of the Stability and Growth Pact would be achieved (that improvement was revised downwards for Italy following the EC’s January 2015 Communication on flexibility, which enabled Italy to fulfil the stipulated conditions), and the expected implementation of ambitious measures which would promote growth.


    France


    In the course of the ongoing excessive deficit procedure against France, the EC examined whether effective action had been taken to correct the excessive deficit by 2015. The analysis showed that France did not plan to respect the Ecofin Council’s June 2013 recommendations concerning its nominal and structural budget targets. However, the EC concluded that, on the basis of the assessment for 2013-2014, it could not be said that France had not taken any effective action, and proposed extending the deadline for correcting the excessive deficit by two years, namely until 2017.


    But contrary to normal practice, this analysis took no account of the projections for the current year, which is the deadline for correcting the excessive deficit. Moreover, the assessment for 2014 was based on unvalidated data, and the deadline is normally only extended by one year. The EC’s conclusions were confirmed by the Ecofin Council on 10March2015. At the end of March, the provisional figures for 2014 showed that effective action had been taken in the period 2013-2014.


    In the end, the EC decided not to reject the 2015 draft budget plans of any of these three countries, even though – on the basis of these results combined with those for the previous years – they seemed to deviate from the Stability and Growth Pact rules in a number of respects. The reason for that decision is that a high level of flexibility and different relevant factors were taken into account.


    4.2 Assessment of the 2015 stability programmes


    4.2.1 Assessment of the euro area countries


    In May2015, the EC published its country-specific recommendations and its recommendations under the Stability and Growth Pact. Those last recommendations are based on the stability programmes of the EUMemberStates for 2015, and take account of the EC’s 2015 spring forecasts. The analysis below focuses on compliance with the fiscal rules.


    In the first instance, the EC checked whether the countries subject to the excessive deficit procedure respected the recommendations issued to them by the Ecofin Council. This concerned seven euro area countries, as the Council decided in June2015 to end the procedure against Malta.


    In addition, in the case of countries not subject to an excessive deficit procedure, the EC checked whether they met the conditions of the corrective arm, namely the deficit criterion and the debt criterion. The general figures in the EC’s 2015 spring forecasts pointed to an improvement in the fiscal situation of most euro area Member States. In Finland’s case, a report was prepared in accordance with Article 126(3) of the Treaty on European Union which concluded that Finland was failing to respect the deficit and debt criteria. Nevertheless, no excessive deficit procedure has been initiated for the moment, in the expectation that Finland will submit a modified stability programme in the autumn of 2015. The fiscal position of the other euro area countries did not require any further action.


    Finally, for the twelve euro area countries not subject to an excessive deficit procedure, the EC examined compliance with the conditions under the preventive arm. For that purpose, on the basis of its spring forecasts 2015, it examined whether the medium-term objective had been met and, if that was not the case, the progress made towards achieving it. In the latter case, it analysed developments during the year and the average for the current year and the preceding year. This revealed that only three countries would attain their medium-term objective throughout the period or would make the necessary progress towards achieving it. The other countries would comply with the set rules to a lesser degree. Apart from Finland, Belgium is the only country failing to comply with the rules in any of the years.


    4.2.2 Assessment for Belgium


    In Belgium’s case, the February 2015 conclusion concerning respect for the deficit criterion and the debt criterion was broadly confirmed in May 2015, as the relevant factors used to reach that conclusion still applied in the light of new information from the Belgian government and the EC’s 2015 spring forecasts.


    The assessment of compliance with the preventive arm of the Stability and Growth Pact yielded mixed results. For 2014, the EC’s overall ex-post assessment shows some deviation from the prescribed path for moving towards the medium-term objective. For 2015 and 2016, the progress towards that objective according to Belgium’s stability programme satisfies the conditions of the Stability and Growth Pact. However, according to the EC’s 2015 spring forecasts, there is a risk of some deviation for 2015 and a risk of a significant deviation for 2016 if the policy remains unchanged.


    5. Assessment of the European budgetary framework


    This section assesses the current European governance framework in regard to public finances with reference to the criteria that the fiscal rules should ideally meet, and examines proposals for reforming the European budgetary framework.


    5.1 Effectiveness of the Stability and Growth Pact


    It is hard to assess the degree to which the fiscal rules and the associated procedures laid down by the Maastricht Treaty and by the Stability and Growth Pact have contributed to a sound fiscal policy, because it is impossible to make a comparison with a situation in which the euro area countries were not subject to this budgetary framework. That said, a number of interesting lessons can be drawn from the assessment of compliance with the European fiscal rules and the movement in public finances in the euro area countries.


    In a recent study(1), staff members of the IMF assessed compliance with the Stability and Growth Pact rules since 1999. The study clearly shows that failure to comply with the fiscal rules in the strict sense was the rule rather than the exception. The aim of the Stability and Growth Pact, namely that all Member States should achieve structurally balanced budget positions, was not attained in quite a number of countries and certainly not for the euro area as a whole. In that respect, the application of the rules cannot be considered successful.


    
      (1) See Eyraud L. and T. Wu (2015).

    


    While the European fiscal rules had been properly respected in the run-up to European Monetary Union, that was decidedly less the case once the countries formed the Union. During the years following the approval of accession to EMU, a deterioration in the structural budget balance was evident in most countries, whereas that balance had generally improved strongly in the preceding years. This relaxation of fiscal policy is a very clear sign of “fiscal fatigue”. While any country failing to comply with the Maastricht criteria would have incurred an extremely severe penalty, namely refusal of accession to the Monetary Union, the Stability and Growth Pact sanction mechanisms were in any case considered much less coercive.


    Following the financial crisis and the ensuing economic recession, the Stability and Growth Pact rules were strengthened, and that undoubtedly helped to improve the situation of public finances in the euro area. That improvement can be seen primarily in the marked reduction in budget deficits of most Member States compared to 2009. For the euro area as a whole, the budget deficit was brought below 3% of GDP in 2013, for the first time since 2008, dropping to 2.4% of GDP in 2014. This tendency to improve should continue in the coming years.


    However, many euro area countries –including Belgium– have yet to attain their medium-term objective. They therefore need to take further measures to reduce their structural budget deficit. That applies in particular to countries with a still excessive budget deficit or a public debt which is too high and not diminishing at a satis­factory pace.


    The economic and financial crisis also caused a ballooning public debt in most of the euro area countries. Only six countries managed to keep their debt ratio below 60% of GDP. In 2014, the average debt ratio was 94.2% of GDP.


    It is therefore clear that the sustainability of public finances in the long term is still not guaranteed in many countries, especially as social benefit expenditure is expected to rise in the future as a result of population ageing. Reducing the risks entailed and achieving sound public finances requires proper application of the rules of the European fiscal framework.


    5.2 Fiscal rules


    As a result of the successive amendments to the rules since the original version, the Stability and Growth Pact has become more appropriate or smarter.


    First, it is undeniable that if a country respects the Stability and Growth Pact rules, its public finances will be sustainable in the long term. Indeed, the definition of the medium-term objective takes account of the budgetary cost of ageing and the debt ratio, two factors which largely determine the long-term sustainability of public finances. It is therefore good to see the renewed attention to the debt criterion and the implementation of that criterion following the approval of the Six Pack.


    Second, as a result of the reforms, the rules take increasing account of the government’s function in stabilising the economy in the short term. Thus, the medium-term objectives and budgetary efforts are expressed in structural terms, enabling the automatic stabilisers to smooth out ­cyclical fluctuations. Moreover, since the EC’s January2015 Communication, the rules offer greater scope for pursuing a counter-cyclical policy. However, in regard to the latitude for a counter-cyclical policy within the governance framework, there could admittedly be a conflict between the rules on the structural budget balance and the debt ratio. When economic activity is sluggish, the debt ratio is liable to rise automatically owing to the denominator effect of low nominal GDP, thus increasing the structural effort required. If the low nominal GDP is due to inflation remaining well below the ECB’s expected target, it seems advisable to make an adjustment for that when assessing the debt criterion.


    Finally, the investment clause and the structural reform clause are used as a means of encouraging measures to promote potential growth. Although that intention is laudable, the clauses are open to criticism in their present form. For instance, the structural reform clause does not comprise any method for calculating the budgetary impact of the structural reforms and the corresponding tolerance margin, so that the application of the clause is not transparent. As for the investment clause, it is very restrictively worded so that only a very few member countries are eligible to apply it in its current form.


    The successive adjustments have resulted in an increasingly precise definition of the rules. Apart from the clear statistical definitions of the budget balance and the public debt, the application of which is monitored ever more effectively by Eurostat, various budgetary surveillance concepts have been given a more specific interpretation. The medium-term objective and the required adjustment path to attain it are expressed in structural terms. Similarly, the concept of the adequate degree of convergence towards a debt ratio of 60% of GDP has been clarified. While these are welcome developments, some of the concepts could nevertheless be improved. For instance, the formula for calculating the medium-term objective is based partly on justifiable economic principles, but it is also determined partly ad hoc, and that impairs its credibility. Moreover, there are some practical constraints inherent in the calculation of structural budget balances, because it is very difficult to calculate the balances in a stable way owing to problems in measuring long-term potential growth and the output gap. Since the estimated output gap sometimes undergoes major revision, the estimated structural budget balances also change significantly as time goes by. The levels of the structural budget balances are particularly sensitive to revision of the figures, even if the year-on-year changes are less susceptible. In practice, the structural budget balances therefore need to be applied with due caution, and the methods used to calculate them require further refinement. Nonetheless, a budgetary framework based on imperfect structural balances is preferable to one based on nominal balances, as the latter takes absolutely no account of the economic situation.


    The current fiscal rules represent considerable progress compared to the original pact, and form a good basis for budgetary agreements within a monetary union. However, the increasingly smart fiscal rules automatically entail greater complexity. Owing to the successive adjustments to the European budgetary framework, it has become difficult to gain a clear view of the rules in force. For policy-makers, even now, it is hard to ascertain which rules must be applied and what conclusions the EC will draw from its assessment. That could undermine support for the European fiscal rules and their democratic legitimacy, and reduce the motivation for strict adherence to the rules. The rules currently in force ought to be collated into a single document that is updated: that would considerably improve the transparency of the budgetary framework and enhance its effectiveness. For the same reasons, it is also desirable to develop the fiscal rules into a stable regime subject to only occasional amendment.


    5.3 Application of the fiscal rules


    The success and effectiveness of any fiscal framework depends not only on the quality of the rules themselves but also on their application, which may be strict or flexible.


    The European fiscal rules can only produce the desired results if there is a broad consensus on the wisdom of applying them, and if the policy-makers are prepared, if necessary, to take the measures required to respect them. But, experience has shown that, in some countries, there is relatively little support for strict compliance with the rules. A stronger commitment on the part of those countries to ensure proper application of the European fiscal rules would in any case do much to promote the smooth operation of those rules.


    In addition, the proper application of the European fiscal rules needs to be monitored and enforced. The recent application of those rules shows that the EC has exhibited flexibility and that the rules have been given a flexible interpretation. It is a good thing to make best use of the flexibility offered by the rules in order to stimulate potential growth and create jobs, but wide flexibility and too many exception clauses damage the credibility of the whole regulatory framework. It is particularly the excessive combination of flexibility and exception clauses that poses problems, as this could undermine the rule-based governance framework. Furthermore, it is sometimes difficult to determine the circumstances to which the exception clauses apply. While the EC’s decision to set aside the debt criterion may be justifiable in the current situation, that can only be temporary and, as soon as inflation and activity growth begin rising again, adherence to the debt criterion must be restored as a central aim of fiscal policy in all euro area countries.


    A transparent regulatory framework is therefore crucial. In particular, the rules applicable to a Member State must be clearly communicated to the policy-makers and the assessment must contain a proper explanation of the basis for the decisions. Similarly, clear communication with the national fiscal institutions is important to enable them to make recommendations that correspond to what is expected on the basis of the European fiscal framework.


    The EC must also monitor compliance with the European fiscal rules and for that purpose it must take full advantage of the possibilities offered by the Six Pack. It is hard to say whether the restrictions that the EC imposes on itself in this respect are the result of a deliberate choice or whether they are partly due to the limited competence of the EC as the central authority supervising compliance with the rules. A credible fiscal framework should rely on strict application of the fiscal rules.


    5.4 Reform of the budgetary framework in a broader perspective


    There is a consensus that the absence of a unified fiscal policy may seriously hamper the smooth operation of monetary union. However, there is currently insufficient political will for greater centralisation of fiscal policy in Europe, which requires major steps towards political union, so that this solution may only become possible in the long term. The determination of fiscal policy is in fact a central task for any government, and it is difficult to give it up because that would imply a serious reduction in sovereignty.


    In the short and medium term, it is necessary to strive for more efficient operation of the regulatory framework for public finances. This requires a stable, robust budgetary framework that is taken seriously by the various national governments. The current Stability and Growth Pact must in any case form the basis for that. The EC needs to keep a close eye on respect for the framework, and sanctions must be imposed in the event of any breaches of the rules. It is also important to strengthen the regulatory framework in order to ensure the long-term sustainability of public finances in the light of population ageing.


    Moreover, a country’s public finances must not be placed in jeopardy by struggling financial institutions needing capital injections from the government, as was the case during the financial crisis; that would exacerbate the situation of public finances, leading in turn to a fall in the value of government bonds, potentially damaging the health of the banks and other financial institutions. To prevent such negative feedback effects between financial institutions and governments, it is necessary to complete the European banking union project, including the establishment of a common deposit guarantee scheme.


    Ultimately, the reinforcement of the regulatory framework for public finances and its strict application could benefit the credibility of the European institutions, and that could trigger progress towards political union. At the end of the day, EMU needs to develop from a system based on fiscal policy rules and guidelines into a system based on greater sharing of sovereignty with the common institutions.


    The reform of the budgetary framework must therefore be a key element in the reform of the broader European political framework, the main aim of which should be to strengthen the ­currency­union while taking account of the challenges, interests and responsibilities common to the countries that use the euro as their currency. The report prepared by the five Presidents of the main European institutions (the European Commission, the European Council, the Eurogroup, the European Parliament and the ECB), which was published at the end of June2015 for the purpose of completing EMU, could play a role here. The report assumes that closer coordination of economic policies is essential to the proper operation of EMU. It advocates progress on four fronts, namely the transition to a genuine economic union, a financial union –by completion of the banking union and by the launch of the capital markets union– a fiscal union and, as the cornerstone, political union. That progress is to be made in three stages and completed by 2025 at the latest. In regard to fiscal union, the authors emphasise the mutual advantages of a responsible fiscal policy and hence the importance of clear agreements on the subject. Likewise it is crucial for the sum of the national budget balances to constitute a budgetary position appropriate to the euro area as a whole. In the short term, confidence in the European budgetary framework needs to be strengthened. The report proposes the creation of an advisory European Fiscal Board, which would coordinate and complement the work of the national fiscal councils. It would formulate an opinion on the appropriate budgetary path at both national and euro area level within the framework of the Stability and Growth Pact rules. However, the EC must retain responsibility for ensuring compliance with those rules. That should improve compliance with the rules and the coordination of fiscal policy between euro area countries. In the longer term, the report foresees the creation of a fiscal stabilisation mechanism at the level of the euro area as a whole. That would be better able to deal with shocks too severe to be managed by a single country. However, before any such mechanism can be set up, it is first necessary to achieve considerable progress on economic convergence, financial integration and the coordination and centralisation of decisions on national budgets, together with greater democratic accountability for the policies adopted.


    The proposals put forward by the five Presidents in their report show that there is full awareness at the highest level of the need to modify the European policy framework and to give further thought to its implementation. As regards any reforms of the budgetary framework, it is crucial to take the necessary steps to render the rules clear and transparent, but above all to ensure that the rules are applied in a consistent way.


    Conclusion


    Up to now, in contrast to monetary policy, the fiscal policy of the euro area countries has remained a national competence. However, it is largely determined by a European governance framework aimed at promoting fiscal discipline and avoiding undesirable budget outcomes.


    The Maastricht Treaty and the Stability and Growth Pact that implements the Treaty’s requirements concerning fiscal surveillance form the basis of the European budgetary framework, which comprises a preventive component aimed at avoiding the occurrence of unsustainable budget positions, and a corrective component concerning the recovery measures for Member States facing serious problems with their public finances. Various adjustments to the budgetary framework have made it more intelligent but at the same time they have also increased its complexity.


    Since the start of European Monetary Union, the most important rules of the Stability and Growth Pact have often been broken. That is undeniably the result of the rather weak support for strict compliance with the rules in some countries, but it is also due in part to the very complicated rules of the budgetary framework and the lax supervision over their implementation. The wide flexibility and the numerous exception clauses are key factors here. Nevertheless, in most of the euro area countries, the strengthening of the Stability and Growth Pact rules in the period 2011-2013 seems to have helped bring about an improvement in public finances that had been derailed during the financial crisis and the resulting economic recession. All the same, many Member States – including Belgium – still need to make additional efforts in order to abide by the fiscal rules. For instance, most countries have not yet attained their medium-term objective: for most countries, that objective amounts to a structurally balanced budget or a small structural deficit. The debt ratio also remains too high in many countries, and owing to the costs of population ageing, the sustainability of public finances is not guaranteed in the long term.


    In the light of that, the current Stability and Growth Pact rules need to be implemented correctly in the short and medium term. That is primarily the responsibility of the Member States, but the EC also needs to ensure greater clarity and transparency while enforcing the rules more effectively and uniformly. That could encourage the Member States to adhere strictly to the rules and would make the European budgetary framework more efficient. Making the best use of the flexibility within the existing Stability and Growth Pact rules in order to promote a growth-friendly fiscal policy can only be a good thing, but wide flexibility combined with exemption clauses threatens to undermine the rule-based governance framework, and that is absolutely to be avoided.


    In the long term, it is desirable for fiscal policy to become more centralised, but that requires more macro­economic and social convergence, and fundamental steps towards political union. The Five Presidents’ Report published at the end of June contains a number of interesting proposals and in any event forms a good starting point for the reform of the budgetary framework.

  


  
    Box 1–Criteria for fiscal rules


    Fiscal rules lay down targets or limits for key aggregates in public finances, such as the budget balance, public revenue and public expenditure, and the debt level. In the literature, there is a broad consensus on a number of requirements which must be met if fiscal rules are to operate successfully. There are frequent references to the criteria put forward by Kopits and Symansky (1998), who considered that the ideal fiscal rule should have the following characteristics: it should be clearly defined, transparent, relevant, consistent, simple, flexible, enforceable and efficient. These requirements are briefly explained below.


    A fiscal rule must be clearly defined and transparent, i.e. its scope must be clearly specified and impossible to circumvent. It must also form the subject of clear reporting based on statistical conventions. The general government budget balance derived from the national accounts, which is the main fiscal target in Belgium as in other EU Member States, is an indicator that largely conforms to these principles. That is undoubtedly connected with the reference to this general government accounts aggregate in the Maastricht Treaty. Eurostat has developed case-law aimed at ensuring that these accounts reflect the economic reality as closely as possible.


    A fiscal rule must also be relevant to the aim in view. This means that the rule must concern the budgetary outcomes ex post. Ideally, a fiscal rule should aim at the long-term sustainability of public finances, but it also has an economic stabilisation function in the short term. That aspect is important in a monetary union where the fiscal rules can thus prevent any excess burden on monetary policy.


    A good fiscal rule must be consistent with other fiscal rules and with other policy objectives.


    It should also preferably be simple so that it resonates with the political decision-makers and the general public, thus increasing its impact.


    A fiscal rule must also be flexible. This means that its implementation should take account of unforeseen circumstances such as changes in the economic situation. Obviously, economic growth and its chief components may have a considerable influence on some aggregates, such as the general government budget balance. In order to neutralise the impact of the business cycle, fiscal targets are therefore commonly formulated on the basis of structural budget balances, from which the influence of cyclical and one-off factors is excluded. In that connection, it is usual to resort to a measure of the output gap, which indicates the difference between actual and potential economic activity.


    Another feature of an ideal fiscal rule is that it should be enforceable, which implies that sanctions can be imposed in the event of failure to respect the rule. It is not absolutely necessary to have a formal system of sanctions; reputational damage may also be regarded as a sanction. Obviously, the tougher the sanction and the stricter its application, the greater the incentive to respect the fiscal rule.


    Finally, a fiscal rule must be efficient in the sense that it leads to the implementation of the desired fiscal policy and the adoption of any structural measures necessary for that purpose. In addition, the criterion to which the rule relates must never be biased. On this subject, the specialist literature refers to Goodhart’s law which states that a statistical indicator ceases to be useful once it becomes a policy instrument. In other words, once a criterion becomes a policy target, it is no longer a good indicator.


    However, it should be noted that a rule cannot easily combine all these features. Thus, if a rule is made more flexible, it becomes less simple. Moreover, a simple rule which makes no distinction between the policy actually pursued and the fiscal impact of events which are beyond the government’s direct sphere of influence is liable to be difficult to enforce. In addition, it is not easy to define simple, transparent rules to optimise the favourable effect that government measures have on growth. Fiscal rules are therefore inevitably the outcome of an imperfect compromise between all the various requirements mentioned above.
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    Box 2 – Calculation of Belgium’s medium-term objective


    Belgium’s medium-term objective is currently equivalent to a structural surplus of 0.75% of GDP and results from the application of the rules described in this section to Belgium in 2012.


    In principle, the minimum level of this objective should be equal to a surplus of 1.3% of GDP, namely the maximum of the following three values:


    (1) a value guaranteeing a safety margin in relation to the maximum deficit of 3% of GDP: it is calculated on the basis of a measure of the output gap and the output elasticity of the budget balance. For Belgium, this was equal to a deficit of –1.7% of GDP (MTO1);


    (2) an absolute minimum which, in Belgium’s case, is equal to a deficit of –0.5% of GDP, since the debt ratio exceeds 60% of GDP (MTO2);


    (3) a value guaranteeing the sustainability of public finances or rapid convergence towards sustainability: it is equivalent to a surplus of 1.3% of GDP and corresponds to the sum of the following three components (MTO3):


    a.the first component calculates the nominal budget balance necessary to stabilise the debt ratio at 60% of GDP in the long term (in 2060). That calculation is based on the average nominal growth over the period from 2013 to 2060 as estimated in the 2012 Ageing Report. For Belgium, the calculation indicates a budget deficit of 2.2% of GDP. That figure is obtained by multiplying the debt ratio (60% of GDP) by the expected nominal GDP growth (3.6%);


    b.the second component represents an additional effort for countries with a debt ratio higher than 60% of GDP. That effort increases in a straight line, starting at 0.2% of GDP for a debt ratio of 60%. For Belgium, this effort came to 1.1% of GDP in 2012;
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    c.the last component defines the budgetary effort necessary to pre-finance one-third of the expected budgetary cost of ageing. For Belgium, that cost was estimated in 2012 at 7.2% of GDP: this component is therefore equivalent to 2.4% of GDP.


    However, the minimum level of the medium-term objective, namely 1.3% of GDP, is subject to an absolute maximum calculated on the basis of a structural balance corresponding to a primary balance of 5.5% of GDP, namely a structural budget surplus of 0.75% of GDP.


    Belgium’s medium-term objective is the highest for any euro area country, owing to its heavy public debt and the substantial budgetary costs of ageing, as estimated in 2012. Luxembourg was the only other country with a medium-term objective corresponding to a structural budget surplus.
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            Chart 4 Summary of the European fiscal rules applicable to Belgium in 2014, 2015 and 2016
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    Interactions between monetary and macroprudential policies


    The article analyses the interactions and trade-offs between monetary and macroprudential policies. While both policy domains have their respective objectives, i.e., price stability for monetary policy and financial stability for macroprudential policy, they impinge on closely related variables, such as output, inflation and financial variables. Therefore, depending on the circumstances, the strategy of one policy-maker might either reinforce or undermine the effectiveness of the other’s.


    The article first defines the objectives and describes the transmission channels of both policies, and sets out the institutional framework in Belgium and the euro area. Coordination between the two domains may be advantageous at times when there are strong trade-offs between price and financial stability, for instance when facing a supply shock, making coordination more desirable but also more challenging. In addition, when the available macroprudential instruments are not proven to be sufficiently effective, or when financial imbalances are widespread throughout the economy, monetary policy might have to ´lean against the wind´, i.e., follow a somewhat tighter stance than justified by the price stability objective, in order to avoid the further build-up of financial imbalances.


    The article concludes with a discussion of the current interaction between monetary and macroprudential policies in the context of low nominal growth and low interest rates. Recent monetary policy measures, including the EAPP, contribute to safeguarding price and macroeconomic stability through the anchoring of inflation expectations. That, in turn, should also support financial stability. Nevertheless, risks to financial stability might emerge in the current prolonged period of low interest rates and abundant liquidity. Targeted sector- (or country-)specific macroprudential measures are to be preferred when dealing with the potential build-up of financial imbalances, such as within the insurance sector.
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    Has the crisis altered the Belgian economy’s DNA?


    Using a unique and original database which combines information on the organisation of the domestic production network with data from segments of international production chains, the research work described in the article aims to present some new findings on how the Belgian economy works. One of the first points to emerge is that Belgian firms have a lot of mutual trading links. Compared to other economies, the Belgian economy seems to exhibit a relatively high degree of fragmentation of production. In addition, via trading links with import or export firms, the majority of Belgian firms are integrated – albeit indirectly – into global production chains. The question of the economy’s external competitiveness is therefore not confined to exporters alone, but extends to a very large number of firms active in a wide variety of branches of activity. In general, belonging to a fragmented production chain seems to be beneficial. Belgian firms which specialise in specific segments of the production chain fared better, and especially those active at the end of the production chain. During the economic and financial crisis, however, specialisation was actually a risk factor for firms, especially for those involved in the early stages of production. Overall, since the crisis, the trading links established by firms in the network have not made up for the links lost. It is therefore more crucial than ever to create new businesses in order to regenerate the domestic production network.


    JEL codes: F61, L23, L24, L25


    Key words: production organisation, fragmentation, global value chains, upstreamness, downstreamness, efficiency


    Corporate profit margins: recent developments in a low inflation context


    This article presents an analysis of Belgian corporate profitability and its contribution to the low inflation environment in recent times. Since the 2008-2009 crisis the profit margins of Belgian firms have exhibited a marked decline which has been widespread, affecting industry as well as market services. The profitability of large firms has been eroded more significantly than that of SMEs, but it had improved more strongly before the crisis. The movement in the profit margin of firms in Belgium has been no different from that evident in neighbouring countries.


    It is mainly cyclical factors that explain the fall in profit margins since the crisis, whereas those margins had risen considerably during the pre-crisis period. In industry, the adverse trend in relative prices is putting structural pressure on profit margins in a context of ever fiercer global competition in manufactured goods. However, the steady rise in real labour productivity – clearly outpacing real wage growth – makes it possible to maintain a reasonable margin. Firms in market services, which are less exposed to international competition, are suffering from very inadequate productivity growth, while until recently their labour costs were still rising quite steeply. For firms active in this branch, it is essentially their ability to charge high selling prices that enables them to preserve a comfortable profit margin. Ultimately, other factors such as the development of e-commerce, may also influence profit margins in the service sector.


    Margin growth appears to be closely correlated with economic activity. The link between margins and prices is less clear, as margins are apparently utilised as a buffer to dampen the effects of business cycle fluctuations on wage costs and productivity. Margins thus blunt the impact of economic shocks on prices. A comparison with a selection of other euro area countries shows that this impact was felt in the neighbouring countries, but the effect was absent or much smaller in some more peripheral countries.
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    Factors explaining emerging economies’ growth slowdown


    Over the past decade, emerging market economies have staged a period of impressive growth, boosting their share in world GDP. In recent years, however, growth in emerging markets has slowed substantially and is projected to remain sluggish for the foreseeable future. The aim of the article is to highlight several structural factors that can explain this synchronised slowdown. The article focuses on four structural factors that have already had an impact on the economic performance of emerging economies. These include the rebalancing of growth in China, with significant spillover effects on other emerging market as well as advanced economies; the recent slump in commodity prices; an excessive build-up of private sector leverage in Central and Eastern European countries in the run-up to the crisis and changing trends in global value chains. The article continues by looking at two factors that will play out in the more medium term, i.e. the middle-income trap – a sustained period of low growth following a period of high growth, largely attributable to a slowdown in productivity growth – and the gradual disappearance of the demographic dividend in some emerging market countries.
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    European governance framework for public finances: presentation and evaluation


    In contrast to monetary policy, the fiscal policy of the euro area countries has remained a national competence. Since it is important for the countries belonging to the Economic and Monetary Union to aim at fiscal discipline, the Maastricht Treaty and the Stability and Growth Pact made provision for establishing a European governance framework for public finances, accompanied by binding fiscal rules. The framework is one of the cornerstones of EMU, and it is vital that Member States comply with the rules for that union to work well.


    The article discusses the European governance framework for public finances and subjects it to a critical appraisal. Section 1 looks at the importance of fiscal rules in general, and especially in a monetary union. Section 2 outlines the main stages in the creation of the European budgetary framework. Section 3 describes the current framework. Section 4 details the way in which the European budgetary framework has been applied in recent times. Section 5 presents an appraisal.


    The European fiscal governance framework has evolved since the foundations were laid by the requirements concerning fiscal surveillance set out in the 1992 Maastricht Treaty. These changes have made it smarter but at the same time they have also increased its complexity.


    Since the start of European Monetary Union, the most important rules of the Stability and Growth Pact have often been broken. That is undeniably the result of the rather weak support for strict compliance with the rules in some countries, but is also due in part to the complexity of the fiscal rules and the lax supervision over their implementation. Although the measures taken to tighten up the framework over the period 2011-2013 improved public finances in many Member States, there are still many countries, including Belgium, that need to make additional efforts to comply with the fiscal rules.


    In the short and medium term, the rule-based framework needs to be correctly implemented. In the long term, it is desirable for fiscal policy to become more centralised but that requires more macroeconomic and social convergence, and fundamental steps towards political union. The Five Presidents’ Report published at the end of June contains a number of interesting proposals and in any event forms a good starting point for the reform of the budgetary framework.
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    283. Economic importance of the Belgian ports: Flemish maritime ports, Liège port complex and the port of Brussels – Report 2013, by F. Van Nieuwenhove, June 2015


    The paper is an annual publication issued by the Microeconomic Analysis service of the National Bank of Belgium.


    The Flemish maritime ports (Antwerp, Ghent, Ostend, Zeebrugge), the Autonomous Port of Liège and the port of Brussels play a major role in their respective regional economies and in the Belgian economy, not only in terms of industrial activity but also as intermodal centres facilitating the commodity flow. This update paper provides an extensive overview of the economic importance and development of the Flemish maritime ports, the Liège port complex and the port of Brussels for the period 2008 – 2013, with an emphasis on 2013. Focusing on the three major variables of value added, employment and investment, the report also provides some information based on the social balance sheet and an overview of the financial situation in these ports as a whole. These observations are linked to a more general context, along with a few cargo statistics.


    284. Crisis-proof services: Why trade in services did not suffer during the 2008-2009 collapse, by A. Ariu, July 2015


    During the 2008-2009 crisis, trade in goods fell by almost 30%. In contrast, trade in business, telecommunication and financial services continued growing at their pre-crisis rates and only services related to transport declined. Using trade data at the firm-product-destination level for Belgium, the author showes that during the crisis the elasticity of services exports with respect to GDP growth in destination countries was significantly different from that of goods exports. In particular, the negative income shock in partner countries affected exports of goods but not exports of services.


    This difference is economically sizable: if goods exports had had the same elasticity to GDP growth as services exports, their fall during the 2008-2009 collapse would have been only half what was observed.


    285. The labour market position of second-generation immigrants in Belgium, by V. Corluy, J. Haemels, I. Marx. G. Verbist, A. Stevens, September 2015


    Belgium has one of the largest gaps in labour market outcomes between natives and individuals of foreign origin. One might expect that the children of migrants (the so-called second generation) would perform better than the first generation, as they ought to have a better knowledge of the local language, better educational qualifications and greater opportunities for work experience in the domestic labour market. On the basis of data from the ad hoc module of the 2008 Labour Force Survey (LFS) the authors find that employment rates for second-generation migrants in Belgium are hardly better than those for first-generation migrants. This finding stands in marked contrast what is found in neighbouring countries. Using a unique combination of data sources, they examine the labour market position of second-generation migrants in more depth. They find considerable variation in labour market outcomes by country of origin and a Fairlie decomposition yields that education is an important explanatory factor of the employment rate gap. Yet there still remains a large unexplained part.


    286. The implications of household size and children for life-cycle saving, by B. Capéau, B. De Rock, September 2015


    On the basis of a concatenation of fifteen Belgian household budget surveys from 1995/96 to 2010, the authors investigate the impact of demographic factors, such as ageing and changing household composition, on saving behaviour. Not focusing on high frequency events (e.g. business cycles and unexpected shock), they find that saving behaviour is fundamentally driven by the change in household size and composition. Older people seem to be more impatient, and thus save less, though this evidence is not clear cut. Contrary to the usual practice of considering the allocation of household income over consumption and saving to be the result of one particular household’s member decision, they present here a more individually based analysis of the data. By lack of true panel data, the assumptions that have to be made for such an approach (identical intertemporal preferences among household members) are severe, but not necessarily less preferable than those, if any, underlying the common practice of assuming one single individual decision maker.


    287. Monetary policy effects on bank risk taking, by A. Abbate, D. Thaler, September 2015


    Motivated by VAR evidence on the risk-taking channel in the US, the authors develop a New Keynesian model where low levels of the risk-free rate induce banks to grant credit to riskier borrowers. In the model an agency problem between depositors and equity holders incentivizes banks to take excessive risk. As the real interest rate declines these incentives become stronger and risk taking increases. They estimate the model on US data using Bayesian techniques and assess optimal monetary policy conduct in the estimated model, assuming that the interest rate is the only available instrument. Their results suggest that in a risk taking channel environment, the monetary authority should seek to stabilize the path of the real interest rate, trading off more inflation volatility in exchange for less interest rate and output volatility.
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¥ Budget margin

Sources: EC, NBB.

(1) Apart from Belgium, Greece is the only country for which the obligation to lmit the primary balance to 5.5% of GDP had to be taken into account in setting the minimum

medium-term objective in 2012. In the case of Greece, that led to application of the minimum medium-term objective for euro area countries with a debt ratio in excess of
60 % of GDE, namely a deficit of 0.5 % of GDP.
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CHART 6
(in % of GDP)

BUDGET BALANCE AND PUBLIC DEBT IN A NUMBER OF EURO AREA COUNTRIES
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CHART 3 ILLUSTRATION OF A NEGATIVE DEMAND SHOCK

(percentage deviations from long-term equilibrium values)
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Source: Gelain and llbas, 2014.
(1) Y-axis: deviation from long-term equilirium values (as 2 %); X-2xis: time unit (in quarters).
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CHART 6 INTERNATIONAL COMPARISON OF THE TREND
IN THE LENGTH OF PRODUCTION CHAINS

(length of the average chains to which econorries belong)

g 8 E B E &
—— Belgium

—— Advanced economies
—— Emerging economies

Source: NBB calculations based on the WIOD.

(1) The emerging/ advanced economies diassification is the one used by the
United Nations.
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CHART 8 DETERMINANTS OF THE PROFIT SHARE: PRODUCTIVITY AND LABOUR COSTS

(indx 1995 = 100)
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(1) Hourly productiviy is defined as the volume of value added divided by the number of hours worked. Hourly labour costs are defined as real wages (deflated by the
consumer price index) in relation to the number of hours worked.
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PROFITABILITY OF BELGIAN FIRMS SINCE THE CRISIS ACCORDING TO THE BALANCE SHEET INDICATORS
(average annual growth rate in the period 2007-2013)
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Source: NB8 (Central Balance Sheet Office).
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Stability and Growth Pact

Preventive arm

v

1) Improvement in the structural balance of
at least 0.5 percentage point of GDP in 2014
and at least 0.6 percentage point of GDP
in 2015 and 2016

2) Maximunn real growth of public expenditure of
0.2% in 2014 and 0% in 2015 and 2016,

Corrective arm

v

1) The government's budget deficit must not

exceed 3% of GDP.

2) The public debt must be reduced

at a satisfactory pace to 60% of GDP.
In view of the exceptional econormic
circumstances, namely low infiation combined
with weak economic growth,

the EC stated that the improvement required,
in principle, in the structural balance (MLSA)
is neither feasible nor desirable.
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CHART 3
SERVICES
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CHART 7
(index 1995 = 100)

DETERMINANTS OF THE PROFIT SHARE: CAPITAL INTENSITY AND RETURN ON CAPITAL®
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(1) Capital intensity is defined as the capital stock divided by the value added, both expressed in nominal terms. The return on capital i defined as the gross operating

surplus divided by the capital stock, both expressed in nominal terms.
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TABLE 1 OVERVIEW OF THE EUROPEAN POLICY FRAMEWORK

Sphere Level Instrument Characteristics
Monetary Common ECB/ESCB Aims at price stability
Financial Common Banking union Guarantees the stability of

Single supervisory mechanism  the financial system

Single resolution mechanism

Proposal for a common deposit
guarantee scheme®

Macroeconomic National Hard coordination Coordination of economic
legislative framework and policy® (macroeconomic
sanctions imbalance procedure)

Structural National Soft coordination Coordination of structural
recommendations policy (based on integrated

quidelines)

Fiscal National Hard coordination Aims at fiscal discipline®®
legislative framework and (Stability and Growth Pact and
sanctions excessive deficit procedure)

Source: NBB,

(1) Composed of a European resolution authority — the Single Resolution Board — which started on 1 January 2015, and 2 Single Resolution Fund which is schedled for
inauguration on 1 January 2016.

(2) o far, progress towards the common deposit guarantee scheme has been confined to harmonisation of the national systems covering bank deposits up to a total of
€100 000.

(3) Integrated into the European Semester.

(@) Comes under “hard coordination in the event of exceptional imbalances
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CHART 6 PROFIT SHARES OF NON-FINANCIAL
(CORPORATIONS: INTERNATIONAL
COMPARISON

(in %)
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Source: Eurostat.

(1) 1t comesponds to the gross profit shares of non-financial corporations, including
the gross mixed income of self-employed persons.
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CHART 5 PROFITABILITY INDICATORS IN LARGE FIRMS
AND SMEs

(in 9%, median of the observations)
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Source: N8 (Central Balance Sheet Office).
(1) Defined as the net operating result divided by the turmover.

(2) Defined as the net result before tax and financial charges, exduding exceptional
results, divided by the total assets.

(3) Defined as the net result after tax, excluding exceptional resutts, divided by the
equty.
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CHART 8 SOURCES OF EXTERNAL FUNDING FOR NON-FINANCIAL CORPORATIONS IN THE EURO AREA
(in € billio, flows cumulated over 12 months)
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Source: ECB

(1) Cyprus, Spain, Greece, Ireland and Portugal.
(2) With the exception of Lithuania.
(3) Adjusted for securitsation, except for Belgium and Ialy
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CHART 13

LABOUR PRODUCTIVITY GAPS OF EMERGING ECONOMIES VIS-A-VIS OECD AVERAGE

(Percentage gap with respect to OECD average in GDP per person employed; in PPE, constant 2011 international dollars)
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Sources: OECD, own calculations
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TABLE 5 SITUATION OF THE EURO AREA MEMBER STATES UNDER THE STABILITY AND GROWTH PACT

Counties subject to the preventive arm Countries subject to the cortectve am

Germany, Estonia, Finland, Latvia, Lithuania, Luxembourg, Malta, Ireland (2015), France (2017), Portugal (2015), Slovenia (2015),

Slovakia Spain (2016)
Austria, Belgium, Italy, Netherlands Cyprus (2016), Greece (2016)
(countries also subject to the transitional provisions (programme countries)

concerning the debt criterion)

Sources EC, NBB.
(1) The years in brackets indicate the deadiine for correcting the excessive public deficts.
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CHART 9 MARGINS AND REAL GDP GROWTH IN BELGIUM

MARGINS AND REAL GDP GROWTH
(year-on-year changes, in %)
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TABLE 7 EC'S ASSESSMENT OF BELGIUM'S 2015 STABILITY PROGRAMME (MAY 2015) — PREVENTIVE ARM

2018 2015 2016
o spa i spo o
1. Change in the structural balance
(in percentage points of GDP compared to the previous year,
unless otherwise stated)
Required (minimum) change (1) 05 06 06
Actual/expected change (1) 01 06 05 06 02

Deviation over one year

(in percentage points of GOP) () = () — () Al oo o0 [ee oe

Average deviation over two years

2. Change in real public expenditure
(in % compared to the previous year, unless otherwise stated)

Required (maximum) change 02 00 0.0
Actual/expected change

05 13 -01 01 13
Deviton over one year (n percentage ports of com . |02 | [SENN [GSNN el EEE

Average deviation over two years

3. Conclusion

Over one year Overall Overall Overall
Compliant Compliant
assessment assessment assessment
On average over two years o Overall Overal Compliant  Si9ntficant
assessment  assessment deviation

General conduson - - - - -

Source: EC
(1) EC’s 2015 spring forecasts.

(2) April 2015 stabilty programme

(3) Not applicable since Belgium was sublect to an excessive defict procedure in 2013,

(@) Impact on the structural balance of the difference between the actualiexpected change and the required change.
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CHART 2 GROSS AND NET PROFIT SHARES OF NON-
FINANCIAL CORPORATIONS” IN BELGIUM
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Source: NAL

(1) Unike the profit share in chart 1, which relates to non-financial corporations as
a whole, this relates only to firms in industry, market services and construction.
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TABLE 3 EUROPEAN FISCAL MONITORING WITHIN THE ANNUAL POLICY COORDINATION CYCLE

European Commission Coundl of the EU European Coundil Europezn Parliament Member States

November Autumn forecasts

- -
February Winter forecasts
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May Spring forecasts

Y -
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Budgetary surveilance
" Macroeconomic surveillance
Sources EC, NBB.

(1) National reform programmes






OEBPS/Images/4033.png
CHART 7 LINK BETWEEN CONTRIBUTION TO GDP
DURING THE CRISIS AND DISTANCE
FROM THE CONSUMER

(each trizngular symbol represents a branch of actiity)
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Sources NAI, NBB calculations based on VAT data, foreign trade figures and the WIOD.
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CHART 4

ILLUSTRATION OF A POSITIVE SUPPLY SHOCK

(percentage deviations from long-term equilibrium values)
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Source: Gelain and llbas, 2014.
(1) Y-axis: deviation from long-term equilirium values (as 2 %); X-2xis: time unit (in quarters).
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CHART 11 MARGINS AND MOVEMENT IN THE GDP
DEFLATOR IN BELGIUM
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(year-on-year change, in %)
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CHART 10

INSURERS AND LOW INTEREST RATES

Liabilities

DURATION OF INSURER ASSETS AND LIABILITIES
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Sources: EIOPA, ECB.
(1) The data reveal the annually guaranteed returns for insurers that have actually issued such guarantees.
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TABLE 6 PREVENTIVE ARM: SUMMARY OF THE RESULTS OF THE EC ANALYSIS FOR EURO AREA MEMBER STATES (MAY 2015)

2014 2015 2016

Germany
Luxembourg
Netherlands
Lithuania Some deviation
Slovakia
Italy Some deviation
Latvia
Estonia Some deviation
nustra B o i
Belgium Some deviation Some deviation

Finland Some deviation

Malta @ Some deviation Some deviation

Source: EC.

(1) A devition izs entfied i rlation o th target for the hange n the sructurl balance an/or pubic expendire, but the ECS oreall asessent shoved tha these
countries satisfied the conditions of the preventive arm of the Stabilty and Growth P:

(2) Not applicable since Maita was subject to an excessive deficit procedure.
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CHART 1 SIMPLIFIED EXAMPLE OF AN INTERNATIONAL PRODUCTION CHAIN

Source: NBB.
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CHART 12 CHANGE IN MARGINS PER UNIT OF OUTPUT
AND THE GDP DEFLATOR: GEOGRAPHICAL
DISPARITIES

(average annual growth, in 9% unless othenwise stated)
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CHART 10 BANK NON-PERFORMING LOANS TO TOTAL
GROSS LOANS
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CALCULATION OF BELGIUM'S MEDIUM-TERM OBJECTIVE (MTO)

(in % of GDP)
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TABLE 1 RELATIVE PRICE EFFECTS PER BRANCH OF ACTIVITY

(value added deflator, average annual growth rate over the period, in %)

19952013 19952001 20012007 20072013
Total 17 14 22 14
Market services 24 28 27 17
Industry 0.0 -14 1.1 0.4
of which:
Food 07 08 11 18
Textiles 14 23 22 03
Wood, paper and printing -10 03 18 -1.6
Chemicals 19 12 16 52
Pharmaceuticals 06 18 06 30
Metallurgy and metalworking -19 33 42 6.4
Metal manufacturing
(plant and machinery, electrical, electronic and
optical equipment, etc.) 11 22 16 40
Transport equipment 04 38 30 58
Coking and refining, rubber, plastics and non-metallic
mineral products, and others 04 20 25 33
Energy, water and waste 11 -09 20 22

Source: NAL
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CHART 14 DEMOGRAPHIC EVOLUTION IN SELECTED
EMERGING MARKET ECONOMIES
(total dependency ratio, prospects according to median
scenario)
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Source: UN World Population Prospects 2015 update.
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CHART 4

DECOMPOSITION OF GDP GROWTH

(in percentage points, unless otherwise indicated)
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CHART 5 EMPLOYMENT SHARE BY SECTOR
(in % of total employment)
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CHART 2 SYNCHRONISED SLOWDOWN IN EMERGING
ECONOMIES

(percentage of emerging economies with real GDP growth
siowdowns)
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Source: INFF Spillover Report (2014)
Orange bars indicate that more than 70 % of sample countries experienced a
growth siowdown.

(1) Encompasses the dot com bubble, the 9/11 attacks and the cises in Argentina,
Brazi and Turkey
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CHART 4 GROSS PROFIT SHARES BEFORE AND AFTER THE CRISIS, BY BRANCH OF ACTIVITY

(average annual growth rate over the period, in %)
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CHART 12

(real GDP per capita in PP , 2005 USD, chained)

HISTORICAL EVIDENCE ON THE MIDDLE-INCOME TRAP
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(1) Purchasing Power Parity (PPP) is commonly used to compare standards of living across countries. PP are compiled by the International Comparison Program (ICP).
o ensure comparzbilty over time, a measure of real GDP (expenditure approach) is chosen which uses prices that are constant over time and fixed across countries
‘The calculations make use of the real GDP growth series from the national accounts and the ICP benchmarks from multiple years (2005 being the most recent

benchmark).
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CHART 11 TWO LONG-TERM SCENARIOS FOR TEN-YEAR NOMINAL RATES
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Sources: Bloomberg, EC, ECB.
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CHART 7 GLOBAL OIL INVESTMENT AND OIL PRICE
(bilions of constant 2010 USS, unless otherwise indicated)
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Sources: IMF April 2015 World Economic Outiook.

(1) APSP: average petroleum spot price; average of UK Brent, Dubai and West
Texas Intermediate, equally weighted.
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CHART 5

NON-COMPLIANCE WITH THE MAIN RULES OF THE STABILITY AND GROWTH PACT
(frequency of non-compliance with the rule during 1999-2014)
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Sources : EC, NBB.

(1) Number of years when the government budget deficit exceeded 3 % of GDP. divided by the total number of years.
(2) Number of years when the public debt exceeded 60 % of GDF, divided by the total number of years.
(3) Number of years when the structural budget balance was less than 0.5 % of GDF, divided by the total number of years.

(4) I the years when the structural budget balance was less than -0.5 % of GDP, proportion of years in which the annual improvement n the structural budget balance was less

than 0.5 percentage point of GO
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CHART 4 DISTRIBUTION OF PRODUCTION CHAIN LENGTHS AND PARTICIPATION IN EXPORT ACTIVITIES IN 2011

(in cumulative %)

DISTRIBUTION OF AVERAGE PRODUCTION
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1| Less than 10% of turnover is exported

Source: N8B calculations based on VAT data, foreign trade figures and the WIOD.
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CHART 10 MARGINS AND OUTPUT GAP

MARGINS AND OUTPUT GAP LEVEL MARGINS AND CHANGE IN THE OUTPUT GAP

(in percentage points, unless othenwise stated) (in percentage points)
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Correlation: 0.17 Correlation: 0.61

Sources: EC, NAL
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TABLE 2 MILESTONES IN THE DEVELOPMENT OF THE EUROPEAN GOVERNANCE FRAMEWORK FOR PUBLIC FINANCES

More flexible Stricter ‘Smarter / More complex
1992: Maastricht Treaty
1997 Stability and Growth Pact (SGP) X x
2005: First reform of the SGP x x
2011-2013: Second reform of the SGP x x
2015: EC Communication on flexibility within the SGP x x

Source: NBB.
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CHART 1

SUMMARY OF THE MAIN EUROPEAN FISCAL RULES

Stability and Growth Pact

Preventive arm

l

Requirement conceming
a balanced budget
in the form of
a country-specific
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, l
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in the structural balance MTO level
and and
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real growth of
public expenditure

Corrective arm

l

General
government
budget defiit

max. 3% of GDP

l

If the deficit exceeds 3%
of GDP there is still
o problem if the deficit
is close to 3% and

1) the deficit shows
a continuous,
significant fal

or

2) the excess is temporary
and exceptional

|

General
government
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max. 60% of GDP

l

If it exceeds 60 % of GDP
there isstil no problem

i itis approaching the reference
value at a satisfactory pace

1) general rule: gap in relation
1060 % of GDP s reduced
by 1/20* per annum

2) transitional rule after the end of
the EDP: minimum annual
improvement in the structural
balance (MLSA)

Source :
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CHART 2 SECTORAL COMPARISON OF THE DISTANCE TO
THE CONSUMER

(average per branch of activity® in Belgium, 2011)

Public administration

Education

Motor vehicles

Food and tobacco
industries

Construction

Financial and
insurance services

Transport
Woodworking

Business services

Wetallurgy and
metaiworking

0 1 2 3 4

I Distance to the final consumer
—— Average distance

Source: NBB calculations based on the WIOD.

(1) Selection out of 35 branches of actvity defined according to the NACE
dassfication 2003.
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CHART 1 PROFIT SHARE AND INVESTMENT RATE OF
NON-FINANCIAL CORPORATIONS IN BELGIUM

(in %, data adjusted for seasonal variations and calendar
effecty)

4 30
2 f28
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36 {2
33 | f22
ot Ly

—— Profit share (left-hand scale)

—— Investment rate (right-hand scale)

Source: NAL

(1) The profit share of non-financil corporations i defined as the gross operating
surplus divided by gross value added

(2) The investment rate of non-financial corporations is defined as gross fixed
capital formation divided by gross value added
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CHART 3 INTERNATIONAL COMPARISON OF DISTANCE TO
THE CONSUMER®

(deviation from the EU15 average)
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0 specialisation effect
| Effect of branch position in the value chain

Source: N8 calculations based on the WIOD.

(1) The specialsation effect measures the difference between (2) the distance to
the EUTS consumer and (b) an average distance weighted on the basis of the
weight of the EU15 branches of activty applied to the distance to the consumer
per branch of activity observed in the economy in question. The branch postion
effect measures the difference between (o) and the average distance to the.
consumer in the country concerned
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CHART 3 APPLICATION OF THE INVESTMENT CLAUSE CRITERIA TO EURO AREA COUNTRIES
(figures for 2015, in % of potential GO, unless othenwise stated)

OUTPUT GAP.
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Source : EC.

(1) In percentage points of GDP.

(2) In 2016, the negative output gap should be less than 1.5 % of GDP in Cyprus, the Netherlands and Portugal, so that those countries wil no longer meet the conditions of
the investment clause.
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CHART 8 BREAKDOWN OF THE GROWTH OF THE TOTAL
TURNOVER GENERATED BY THE BELGIAN
PRODUCTION NETWORK

(contributions to cumulative growth)
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I Existing relationships
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Source: NBB calculations based on VAT data.
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CHART 5 FRAGMENTATION OF PRODUCTION CHAINS AND PARTICIPATION IN EXPORTS — AVERAGE PER DISTRICT IN 2011

AVERAGE LENGTH OF THE PRODUCTION CHAINS PERCENTAGE OF TURNOVER EXPORTED (IN %)
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Source: N8B calculations based on VAT data, foreign trade figures and the WIOD.
(1) Unweighted average.
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CHART 8 DOMESTIC CREDIT TO THE PRIVATE SECTOR

(in % of GOP)
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Source: World Bank.
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CHART 6 MORTGAGE LOAN RISK WEIGHTS:
AN INTERNATIONAL COMPARISON

(in %)
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Sources EBA, NBB.

(1) sk weigts of banks usng an G model <o calulte ther reguiatory o
requirements. Data as released in the Fourth report on the consistency of s
weighted assets (EBA, June 2014).
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CHART 6 NET EXPORT OF COMMODITIES IN A SELECTION
OF EMERGING MARKETS

(net exports as 2 share of 2014 GDF, in %)
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Sources: UN Comtrade, IMF
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TABLE 1
ECONOMETRIC RESULTS®

GROWTH OF TOTAL FACTOR PRODUCTIVITY (TFP) AND EMPLOYMENT AND FRAGMENTATION OF PRODUCTION —

Annual TFP growth (diog)

Annual employment growth (diog)

Variables m @ @ @ © ®

Chain length 0.024%%* 0.066%** 0054+ 0.013%5% 0018***  _0.015%**
(0.002) (0.006) (0.006) (©.001) (0.003) (0.003)
Squared chain length -0.007*** —0.005*** -0.001* -0.001
(©.001) (.001) (0.001) (©.001)

Relative position 02274+ 0.084%%*
(0.011) (0.006)
Observations 499 558 499 558 499 558 976 902 976 902 976 902
R 0259 0259 0260 0279 0279 0279

Source: NB cakculations based on VAT data, foreign trad figures and the WIOD.

(1) Standard deviation in brackets. *** significant at the 19 threshold, ** significant at the 5% threshold, * signficant at the 10% threshold. Al explar
‘the characterfsics of firm i in period  ~ 1. Each regression comprises a constant, sectoral and time binary varizbles, and fixed effects specfic to the fim

variables refer to
variable TFP was

obtained by estmating production functions at the level of the 2-igit NACE Rev. 2 branches of activiy, using the estimation method proposed by Wooldridge (2009)
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CHART 2 INSTITUTIONAL FRAMEWORK OF MONETARY AND MACROPRUDENTIAL POLICIES IN BELGIUM

Monetary policy

Eurosystem: Governing Council of
the ECB

19 national central banks

Macroprudential policy

NBB: Board of Directors

'\

SSM: Governing Council of the ECB

19 national central banks

T

Supervisory Board

19 national competent authorities

European Systemic Risk Board

Source: NBB.

Note: The red arrows indicates direct decision-making power; blue stands for recommendations.
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TABLE 2 PROBABILITY OF EXIT OF FIRMS AND
FRAGMENTATION OF PRODUCTION CHAINS ("

(average marginal effects assodiated with the estimation of
a Probit equation)

Baseline effects  Effectsduring  Chi* test®

(o crss) the risis

Employment

(in log) —0010%**  -0003***  7396***
(©.001) (0.001)

TFP (in log) —0035***  —0.035%** 0.00
(©.001) (0.001)

Length of

production chains 0.010%** 0.007*** 4.74%*
(0.001) (0.001)

Relative position in

production chains -0.005 -0.032#%** 19.06%**
(0.005) (0.005)

Source: N8B calculations based on VAT data, foreign trade figures and the WIOD.

(1) Standard deviation i brackets. *** significant at the 19% threshold,
** significant at the 5% threshold, * significant at the 10% threshold. A firm
is considered to exit it is observed in # but not in ¢ + 2. All the explanatory
variables refer to the characteristics of firm i in period £ Apart from the
vaiables presented in the table (whether or not crossed with an indicator
for the cisis period), the estimated Probit equation also incorporates sectoral
and time binary variables, an indicator of the Belgian firms membership of
& mltintons! roup, and two variales whih respectely efect the share
of exports and the share of imports in the firms turnover. The equation was
estimated for four periods: 2003, 2005, 2007 and 2009

(2) Under the null hypothesis, the criss did ot affect the impact of  variable on
the probsbiity of et This hypothess s refeced for employment, lengih of
producton cians and eathe postion in producton chais. It ot refected

or TFP.
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CHART 11

SHARE OF GVC-RELATED TRADE IN WORLD

TRADE
(in %)
-
o

Source: Borin and Mandini (2015) based on OECD-WTO TIVA database.
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TABLE 4 DETERMINATION OF THE REQUIRED ANNUAL IMPROVEMENT IN THE STRUCTURAL BUDGET BALANCE FOR COUNTRIES
WHICH HAVE NOT YET ATTAINED THEIR MEDIUM-TERM OBJECTIVE

(in percentage points of GDP)

Economic conditions Gross debt < 60% of GDP and Gross debt > 60% of GDP or
no risk to the sustainability of risk to the sustainability of
public finances public finances
Exceptionally bad
real growth < 0% or output gap" < -4 % No adjustment
Very bad
—4% < output gap < 3% 00 025
Bad
-3% < output gap < ~1.5%
a) real growth < potential growth 00 025
b) real growth > potential growth 0.25 05
Normal
~1.5% < output gap < 1.5% 05 >05@
Good
output gap = 1.5 %
a) real growth < potential growth >05@ 2075
b) real growth > potential growth 2075 =10
Source: EC.

(1) The output gap corresponds to the difference between actual GDP and ts potential level, expressed in % of that level
(2) An improvement of more than 0.5 percentage point of GDP in the structural balance is regarded by convention as at least equal to 0.6 percentage point of GDP.






