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      More than five years after the eruption of the financial crisis in 2007, the global economy is still wrestling with the consequences. Growth slowed throughout the world, from 3.9% in 2011 to 3.2% in 2012, although there were signs of an upturn at the end of the year. Dealing with a period of excessive debt accumulation is a delicate balancing act involving a fairly long period of sluggish growth, and possible threats to the sustainability of public finances.


      That point was reached first in the euro area countries where the largest imbalances had developed. The unavoidable efforts to consolidate the budget and restore competitiveness depressed economic activity, which contracted by 0.4% in the euro area in 2012, but at the same time those efforts lay the foundations for a return to sustainable growth. In the United States and Japan, the economy suffered from uncertainty over future fiscal policy. In most advanced countries, sustainable fiscal consolidation and structural reforms are inevitable sooner or later. A failure to make that clear undermines confidence and implies risks for financial stability, and more generally, for macroeconomic stability.


      The debt reduction process has proved particularly delicate in the euro area, partly because in some Member States a strong negative feedback loop had developed between the banks’ problems and those of the government. A factor conducive to this mechanism is that banking supervision, the resolution of banks in difficulty, and the associated budgetary safety nets have remained a matter of national competence. In 2012, all this led to a clear financial fragmentation along national borders, certainly in the summer when the irreversibility of the euro was increasingly coming into question.


      In this turbulent environment, the Eurosystem continued to guarantee stability. The key interest rate was cut further, and vigorous measures were also taken to safeguard the transmission of monetary policy, threatened by financial fragmentation. The three-year refinancing operations spared the banks from having to proceed with disorderly balance sheet reduction. In addition, at the beginning of August 2012, the ECB Governing Council announced Outright Monetary Transactions (OMTs) purchases of government bonds on the secondary market, subject to strict conditions  as a resolute response to the growing doubts about the irreversibility of the euro.


      However, monetary policy cannot solve the crisis in the euro area. It can only buy time for the essential adjustment process to take place gradually, avoiding destructive scenarios that would imply downside risks to price stability; that is entirely in accordance with the Eurosystem’s mandate.


      The key elements of the fundamental solution are to be found largely in the real sphere, where other players must take on responsibility, both in the national economies and at European level. Since the outbreak of the sovereign debt crisis in May 2010, considerable progress has been achieved in both areas. However, further action is necessary. The Member States must continue to rectify their fiscal and other macroeconomic imbalances, and strengthen their growth potential. The new framework for more economic governance will assist them. If the framework is applied consistently, that could restore credibility and prevent new derailments. Establishment of a banking union will help to break the vicious circle between banks and national governments, and foster durable restoration of financial integration. In 2012, it was precisely here that an important step forward was taken in setting up a single supervisory mechanism. To function at its best, the latter must be quickly supplemented by a single resolution mechanism and a common deposit guarantee system.


      Although this new step is crucial, it presents major challenges for both the ECB and the national supervisory authorities  in our case the Bank, which has been responsible for prudential supervision in Belgium since April 2011. The ECB will have to ensure that monetary policy is kept totally independent from prudential policy, while also taking account of the interactions and synergies. To create an efficient system, the ECB must also be able to rely on the maximum support of the expertise and experience available in the Member States. This is not only necessary in the case of the smaller banks, for which the national supervisory authorities can continue to take prudential decisions, but also for preparing decisions on the major banks  around 200 large banking groups to be taken by the ECB. Good knowledge of the relationship between banks in the national jurisdiction and the macroeconomy is also the reason why the national authorities must remain responsible for macroprudential policy, albeit in consultation with the ECB.


      Fears that the essential restructuring of the Belgian financial sector would lead to severe restrictions on lending have so far proved largely unfounded. Despite this somewhat encouraging finding, it must not be forgotten that some large systemic institutions still need to rid themselves of a substantial residue of depreciated assets, and that is a serious constraint on their management which, in view of the guarantees granted, could constitute a risk for public finances.


      The public is entitled to have high expectations of financial institutions, in terms of both support for the economic revival and rigorous management of activities and risks, as well as governance. The Bank has therefore clarified its criteria for assessing the expertise and integrity of the managers of financial businesses, and continued its horizontal analysis of remuneration policy. Furthermore, the government has asked the Bank to report on the feasibility of a structural reform aimed at separating the traditional activities of deposit banks from the more volatile business of investment banks. In an initial interim report, the Bank drew attention to the disadvantages of such a split for a country that depends on exports by SMEs. A group of experts, chaired by the Governor of the Finnish central bank, Erkki Liikanen, and instructed by the Commission to examine the advisability of this type of reform, subsequently also made recommendations stating that a split was considered appropriate only once the more volatile activities exceed a certain threshold. The Commission will now prepare specific guidelines which the Bank will take into account in its final proposals.


      The Bank has adopted a multidisciplinary approach for implementing its prudential policy. It thus established internal coordination committees to take maximum advantage of the synergies with the Bank’s other activities. For 2013, a multiannual action plan puts the emphasis on a risk-based approach which implies an in-depth analysis of the business models and profitability of the large Belgian financial institutions. This action plan also focuses on credit, liquidity and interest rate risk as well as some specific components of the supervision procedures and methods for both banks and insurance companies. In conducting risk analyses, care is taken to combine the micro- and macroprudential dimensions. The Bank regularly monitors leading financial institutions’ plans for switching to the new solvency and liquidity rules which form an essential risk management parameter.


      During 2012, Belgium underwent an IMF Financial Sector Assessment Programme (FSAP) which assesses the soundness of the Belgian financial system and the quality of the supervision and legislation. The assessment findings will be published in May 2013. That will enable the Bank to make further improvements to the quality of supervision, contributing to a more resilient financial system.


      With slightly negative growth of 0.2% in 2012 and employment down by 17000 units, the Belgian economy felt the effects of the crisis in the euro area, even though the impact on Belgium has so far been less severe than on the hardest hit countries. In 2012, pension and labour market reforms were implemented following a long period of political deadlock and measures were taken to cut the public deficit. As a result, the structural primary balance improved in 2012 by around 1% of GDP and the deficit worked out at 3% of GDP if it is assumed that the 0.8%-of-GDP capital injection in favour of Dexia only has to be included in the public debt, but not in the budget balance. Otherwise, the deficit would come to 3.7% of GDP, just as high as the 2011 figure. Against that backdrop, the interest rate on Belgian government paper declined steeply. Yet there is no room for complacency, and further essential steps down the current path are absolutely necessary.


      There is a need to raise the economy’s growth potential and to ensure the sustainability of public finances, in view of the high debt ratio  which had risen to 99.6% of GDP at the end of 2012  and the heavy costs associated with population ageing. Belgium must match its ambitions to the best-performing European countries, and devise a plan which takes account of the complementarity between the two spheres.


      Boosting the growth potential makes it easier to restore sound public finances, while the way of achieving fiscal consolidation will have an impact on productive capacity. A further increase in the effective retirement age, tailored to longer life expectancy, is beneficial in both respects. By expanding the labour supply, it supports growth potential and at the same time moderates the costs of ageing. Moreover, the quality of the labour supply also needs to be enhanced. Further pension system reforms will be necessary to spread the effort more fairly across successive generations and strengthen the sustainability of our social security system.


      So that the economy can create jobs on a lasting basis, labour costs must also keep in step with productivity. In this respect, Belgium is rather vulnerable in several ways. Inflation and  via automatic indexation  labour costs react quickly to commodity price fluctuations. The fiscal and parafiscal burden on labour is among the highest in the advanced countries, productivity lagged behind that in the main neighbouring countries between 1996 and 2012, and the supply of goods is based too heavily on products that are easy to copy.


      In the face of these problems, the government reformed the pricing of gas and electricity. In addition, it announced a package of measures to reduce the hourly labour cost gap between Belgium and the three main neighbouring countries  which stands at roughly 5% according to the available criterion and it wants to close this gap within a six-year period. If the growing productivity differentials in relation to the three neighbouring countries are taken into account as well, then the gap is almost 13%; true, this is only due to a handicap relative to Germany, but the latter is Belgium’s main trading partner. The level of hourly labour costs, which is particularly high in Belgium, clearly shows that this problem needs to be tackled urgently. It is particularly difficult to correct a competitive disadvantage in an environment where, in practice, the only available scope lies in real negotiated wage increases. That is precisely why the Bank, following the publication of its study on indexation, examined various adjustment options and called on the social partners and the government to draw the appropriate conclusions for setting both wages and prices. Bold reform is the only way to provide the economy with lasting protection against the detrimental consequences of a price-wage spiral and avoid the need to resort to complex correction mechanisms afterwards.


      Furthermore, to generate growth, it is essential to stimulate entrepreneurship and innovation, and to remove the factors hampering business creation or market access. In the long run, rotation whereby new products, new production processes or new businesses replace the existing ones determines the dynamism of the economy.


      In view of the heavy fiscal and parafiscal levies on labour incomes and the complexity of the Belgian tax system, there is a need to examine how the various types of taxes and exemptions affect economic growth, competitiveness and employment. That analysis should point the way to a thorough reform and simplification of the tax system. However, that must not threaten the sustainability of public finances, which is a major challenge in itself.


      Both the level of the public debt and the impending population ageing mean that the budget path outlined in the stability programme must be adhered to and that a credible programme for achieving a structural balance in 2015 has to be drawn up. A balanced budget is necessary to bring down the debt ratio; by reducing the interest charges, that will free up the necessary resources to cover part of the cost of population ageing. The first requirement is to keep a close eye on the implementation of the 2013 budget, and make any adjustments if need be.


      The government’s primary expenditure has now risen to over 50% of GDP. For that reason, the restoration of sound public finances must be based primarily on curbing the growth of that expenditure, especially the spending that does the least to stimulate growth potential and employment, or to attenuate social inequality. An increase in tax on labour is not an option, as it is already particularly high and a further rise would impair growth potential. The scale of the fiscal consolidation is such that all levels of government must share the burden. Appropriate implementation of the State reform could make a contribution here.


      In short, Belgium needs a coherent action plan to support growth potential, safeguard financial stability and guarantee the sustainability of public finances. That is the only way to restore consumer and business confidence, return to sustainable growth, and protect the high standard of living and the existing social model.
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      Two Regents withheld their approval in respect of a number of paragraphs.

    


    1. The global economy between the heritage of the past and the challenges of the future


    1. More than five years after the financial crisis erupted in 2007, the global economy is still wrestling with the consequences. The expansion of activity slowed throughout the world, dropping from 3.9% in 2011 to 3.2% in 2012. The recovery that set in during 2009 and 2010, after the great recession, still looked hesitant in 2012, although there were some signs of an upturn at the end of the year.


    2. As in the case of past financial crises, the exit from a period of excessive debt accumulation proved to be an arduous process for most of the advanced economies, involving a fairly long period of slow economic growth, not only because that process depresses demand but also because, following the distortions that had occurred in the run-up to the crisis, it entails a substantial reallocation of resources on the supply side of the economy. It also means a significant rise in the public debt ratio, whereas before the crisis rising debt leverage was seen mainly in the private sector. One reason is the intervention in support of the financial system, but the main factor is the negative impact on public finances implied by declining economic activity. In situations where the private sector greatly reduces its debt ratio, debt financing by the government can to some extent act as a counter-balance. However, since the public debt of many advanced economies was already relatively high before the crisis, there was the danger that this could threaten the sustainability of public finances.


    3. The euro area countries where the largest imbalances had built up were the first to reach this point, partly because a strong adverse feedback loop had developed between the banks’ problems and those of governments. This mechanism works in two mutually reinforcing directions, and a contributory factor is that banking supervision, the resolution of banks in difficulty, and the associated budgetary safety nets have remained a matter for the national authorities, even though monetary union had already brought close financial integration. As the euro area battled with a real sovereign debt crisis for the third consecutive year, this perverse mechanism led to marked financial fragmentation along national borders so that financing costs, and even access to funding, varied greatly from one country to another.


    4. In that situation, the volume of GDP in the euro area shrank by 0.4% in 2012. This was due to the reduction in debt leverage by the private sector, the fiscal consolidation efforts, the decline in disposable income of individuals and the erosion of consumer and business confidence in the absence of any prospect of a prompt and comprehensive response to the crisis. At first, the slowdown in activity occurred mainly in the countries where the biggest imbalances had built up before the crisis, and where the need for adjustment was therefore greatest. Those were also the countries that suffered most from the effects of the financial fragmentation. From the second quarter of 2012, the decline became more general, and also reached the core of theeuro area.


    5. In July, since the growth outlook was becoming gloomier and the upside risks linked to inflation were diminishing, the Eurosystem cut its key interest rate to 0.75% and the rate on the deposit facility  which attracts money market rates in a situation of abundant liquidity  was reduced to zero following two successive 25 basis point cuts in the key interest rates at the end of 2011. Moreover, as will be explained later, vigorous action was taken to ensure that this easing would actually influence the real economy in all euro area countries, because the financial fragmentation was a threat to the smooth transmission of monetary policy.


    6. In addition, at their June meeting, the euro area Heads of State or Government announced significant steps towards a financial union as a fundamental response to the trilemma whereby it is impossible to reconcile financial integration, financial stability and prudential supervision that is left to individual nations. These measures could weaken the adverse feedback loop between banks and national governments.


    7. Deleveraging by the private sector similarly depressed growth in the other advanced economies, although in the United States there were signs of an improvement in the housing market situation. In the United Kingdom, growth was also held back by the continuation of the fiscal consolidation which had begun in 2010, whereas in the UnitedStates and Japan it was uncertainty over future fiscal policy that hampered the economy. Both countries in fact lack a credible medium-term budgetary path, while the American economy was also at risk of an abrupt and severe fiscal tightening in 2013, the so-called fiscal cliff. This source of uncertainty did not diminish until the beginning of 2013, although the starting date for cutting certain public expenditure was postponed to March 2013 pending further negotiations. Moreover, these economies felt the repercussions of the crisis in the euro area, where imports declined. Overall, growth in 2012 came to 2.3% in the United States and 2% in Japan. Like the euro area, the United Kingdom suffered a recession.


    8. In these countries, too, the already highly accommodating monetary policy was relaxed further. In the United States, the Federal Reserve launched two new securities purchase programmes. In December, it announced that it considered the low policy interest rate would remain appropriate so long as the unemployment rate remained above 6.5% and inflation expectations were firmly anchored, whereas it had previously always referred to a specific period of time. The Bank of England and the Bank of Japan also stepped up their securities purchase programmes and both launched specific refinancing operations aimed at stimulating lending to households and non-financial corporations.


    9. In the advanced economies with their anaemic growth, unemployment remains persistently high. By the end of 2012 it had risen to almost 12% of the labour force in the euro area, with extremes of around 15% in Portugal and Ireland, and over 25% in Greece and Spain. In the United States too, despite a slight fall, unemployment stood at almost 8% at the end of 2012, a particularly high figure by historical standards. In consequence, income inequality increased on both sides of the Atlantic, depressing economic growth and testing social cohesion.


    10. Slackening growth in advanced economies and, more particularly, in the euro area also affected the rate of expansion in emerging countries. Trade relations with the euro area are important for central and eastern Europe, and for many Asian countries, including China. Nonetheless, the decline in growth from 6.3% in 2011 to 5.1% in 2012 is also attributable to the previous tightening of policy in a number of emerging countries. Thus, in 2010 and 2011, China had tightened its monetary policy on account of the risk of overheating, accelerating inflation and soaring house prices. In view of the slower pace of growth, the country reintroduced an expansionary macroeconomic policy in 2012.


    2. Policy choices are crucial for the future of the world economy


    11. The fragility of the recovery is a reminder that, in the short term, not all the risks have yet been overcome. Insufficient attention to that could have an adverse effect on growth and on the process of debt reduction. Conversely, concentrating solely on short-term considerations implies the risk of inadequate encouragement for the necessary adjustments on the supply side of the economy, and could mean failure to reduce unsustainable debt positions. The entire adjustment process is therefore clearly a complex and delicate balancing act in which policy-makers must take account of both short-term risks and long-term challenges.


    12. All spheres of economic policy have to make that trade-off between the short and the long term.


    13. By allowing the necessary time, monetary policy can ensure that the adjustment process is gradual, thus avoiding the highly destructive deflation scenario. However, the other players must also make effective use of that time, otherwise today’s accommodative policy will cause problems tomorrow. After all, monetary policy itself cannot bring about the necessary fundamental adjustments because they are largely located in the real sphere.


    14. In all advanced countries, fiscal consolidation is inevitable sooner or later, although it could be phased in to some extent, depending on the fiscal credibility that the various countries enjoy. The euro area has already made a start, under pressure from the financial markets. While the debt ratio rose to almost 93% of GDP in 2012, the primary deficit has been virtually eliminated. Regaining confidence in public finances is crucial to put the euro area back on the road to financial stability and sustainable growth. In general, other major advanced economies such as the United States, Japan and the United Kingdom not only have a higher debt ratio, but in 2012 they also continued to record large primary deficits. Moreover, in the United States and Japan there are as yet no clear, credible medium-term consolidation strategies. Failure to define a clear strategy presents a serious risk to financial stability and, more generally, macroeconomic stability.


    15. Structural policy is the best way to tackle long-term challenges. It can boost the economy’s growth potential and adjustment capability, e.g. by creating the conditions facilitating the necessary reallocation of resources. The G20 countries also highlighted structural reforms as a way of rebalancing world demand, so that the global imbalances can be further corrected without any contraction in demand.


    16. Structural reforms in the financial sector must also be part of a long-term vision, while taking account of more immediate constraints and risks. Producing a vigorous but gradual response to the numerous shortcomings and defects revealed by the crisis implies reconciling market pressure with the need for transitional periods, to ensure that over-hasty adjustments do not harm economic activity, and preventing shifts in activity towards institutions not subject to regulation. It is not enough to impose stricter quantitative standards of solvency and liquidity. These standards need to be supplemented by measures to ensure better harmonisation, between institutions, of the assessments of risks and asset quality, and also to prevent financial intermediaries from increasing the risk of contagion by combining activities which are too disparate or from promoting complex instruments which expose the users to disproportionate risks.


    17. In addition, the euro area needs to build an institutional architecture to match the integration achieved by monetary union. That will lay the foundations for monetary union to function more efficiently in the future.


    3. The euro area: from an imperfect institutional architecture to decisive steps towards a genuine Economic and Monetary Union


    18. Nowhere else in the world has the debt reduction process been such a delicate balancing act as in the euro area. The reason lies in the imperfect institutional architecture at the start of stage 3 of Economic and Monetary Union (EMU) in 1999. Not only did it lead to serious imbalances, it also made those imbalances difficult to correct. Consequently, that architecture needs adjusting to ensure smoother functioning in the future. 2012 was the third successive year in which crisis management was combined with a strengthening of EMU.


    19. EMU was initially viewed as a structure with a common monetary policy but a largely decentralised fiscal, economic and prudential policy. The Treaty on the Functioning of the European Union and the Stability and Growth Pact only imposed binding restrictions on fiscal policy. From the start, sound public finances were seen as essential for a workable monetary union. Moreover, that was also meant to ensure that, at national level, sufficient scope was available if necessary to absorb asymmetric shocks via the automatic stabilisers.


    20. The crisis exposed the minimalism of this institutional architecture. A number of fundamental weaknesses became apparent.


    21. First, from 2003 onwards, the fiscal rules were not properly respected and in 2005 they were actually relaxed when some large countries had difficulty in complying with them: that is still undermining the credibility of fiscal policy in Europe to this day. One of the consequences was that insufficient use was made of the favourable economic climate preceding the crisis to create buffers for the future.


    22. In addition, during the pre-crisis years, substantial current account imbalances were built up. In Greece and Portugal, they largely coincided with public deficits. However, in Spain and Ireland, they were due to excessive debt accumulation in the private sector. Financial integration resulting from monetary union made it easier to finance those deficits, certainly as financial markets were over-optimistic and consequently did not perform the disciplinary role that had been expected of them at the start of monetary union. The unbridled expansion of domestic demand in countries with current account deficits also caused a surge in wages and prices, leading to a loss of competitiveness. This exacerbated the distortion of the production structure in favour of sectors focusing on the domestic market, a factor which subsequently hampers the adjustment process. Not only did financial markets fail to ensure the necessary discipline, but economic policy and financial supervision, which both remained a national competence, paid insufficient attention to this broader perspective.


    23. Very soon it also emerged that in the countries where the imbalances had accumulated in the private sector, public finances came under severe pressure in the downward phase. Furthermore, when market sentiment suddenly went into reverse, financial integration became synonymous with contagion between countries and an abrupt reversal of capital flows.


    24. What followed was a process of fiscal consolidation and correction of the other macroeconomic imbalances, a process that continued in 2012. In the euro area, the budget deficit declined further from 4.1% of GDP in 2011 to 3.3% in 2012. The consolidation efforts were generally more intense in the countries with the greatest need for adjustment. Spain, Portugal, Greece and Ireland also saw a considerable improvement in their current account balance and competitiveness compared to 2008. In many countries, this was accompanied by structural reforms aimed at supporting growth potential, because it soon became clear that the adjustment could not be based solely on fiscal consolidation. This process is laying the foundations for a return to sustainable growth, even if  in the short term  it has adverse socio-economic effects. That is one reason why, in 2012, the Ecofin Council revised the budget targets initially imposed on Spain and Portugal. In the case of Greece, it was actually necessary to deviate from the path defined in the second programme, even though the private sector had already agreed to a bond swap which had been completed earlier in the year. In contrast, in Ireland, the implementation of the adjustment plan defined in November 2010 is on schedule, and in the summer of 2012 the country regained access to the market.


    25. To avoid such derailments in the future, but also to restore credibility so as to limit the short-term costs of the adjustment, it is vital to reinforce economic governance, a process in which greater policy coordination must give substance to the economic and budgetary pillar of EMU.


    26. To that end, in November 2011, the European Union had already approved a set of six rules known as the Six Pack  with a dual objective. On the one hand, the rules encourage greater fiscal discipline by supplementing the Stability and Growth Pact, particularly by aiming to make the imposition of financial sanctions more automatic. In addition, a new procedure is being introduced to identify macroeconomic imbalances  such as the derailment of competitiveness or the accumulation of excessive debt  in good time. The crisis has shown that fiscal developments are not the only potential source of instability. This procedure was applied for the first time in 2012. Moreover, at the end of 2011, all EU Member States except the United Kingdom and the Czech Republic concluded the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union. This Treaty includes a substantial budgetary section, often referred to as the Fiscal Compact. Its main provision is that every Member State must include in its national law, preferably in its constitution, the principle of a budget which is structurally balanced or in surplus. The central feature of the European fiscal framework is thus firmly anchored in national law as well. Finally, negotiations are in progress on two new Regulations, known as the Two Pack. The first Regulation aims at better monitoring of draft budgets in order to strengthen the preventive arm of the Stability and Growth Pact. The second aims to ensure closer supervision of the Member States experiencing, or at risk of, serious financial difficulties. This new framework for economic governance is therefore already well on the way, but its credibility will depend on its coherent and balanced implementation.


    27. Another striking fact is that EMU was totally ill-equipped to deal with crisis situations, and crisis management mechanisms had to be created along the way. Thus, the European Stability Mechanism (ESM) was launched on 8 October 2012 as a permanent stabilisation mechanism. It replaced the European Financial Stabilisation Mechanism (EFSM) and the European Financial Stability Facility (EFSF), temporary mechanisms introduced earlier. The EMS has a lending capacity of up to €500billion, in addition to the roughly €200billion already allocated to the programmes for Greece, Ireland and Portugal under the EFSF.


    28. Provided the Member States satisfy the required conditions, the ESM can grant them loans or a precautionary credit facility, purchase debt instruments on the primary and secondary markets, and fund the recapitalisation of financial institutions. For the time being, this last facility is only available via a loan to the government of the country concerned. At the beginning of December 2012, Spain thus received a loan of €39.5billion for the purpose of recapitalising its banking sector, which was hard hit by the crisis.


    29. On 29 June 2012, the euro area Heads of State or Government decided to set up a single mechanism for banking supervision. Once this mechanism becomes operational, the ESM will also be able to directly recapitalise banks which are subject to European supervision. This is an important step forward, which should help to break the vicious circle between banks and national governments.


    30. As the crisis spread, the limited ability of individual Member States to absorb shocks became clear, especially as some of them already had substantial public debt before the crisis. The lack of a common safety net for banks is a decisive factor here, because in some Member States the interactions between the problems in their financial sector, the critical situation of their public finances, and the contraction of their economic activity triggered a negative spiral. As a result, banks in those countries also saw their funding dry up.


    31. By the end of 2011, this problem had already become particularly acute. The Eurosystem responded with two three-year refinancing operations, one in December 2011 and the other in February 2012. Together, they injected net liquidity amounting to €520billion. Banks under funding stress  often banks from the most vulnerable countries  were therefore assured of liquidity for a period of three years, preventing a disorderly reduction in their balance sheets and protecting the real economy.


    32. Intermediation via the Eurosystem balance sheet thus replaced financial integration, but it was unable to halt the actual process of fragmentation, certainly not when the irreversibility of the euro was increasingly questioned during the summer. In the case of certain countries, investors feared that they would no longer be repaid in euros. The pricing of this  unfounded  risk of redenomination drove up still further the interest rates on government paper issued by the most fragile countries. In those countries, cuts in the key policy interest rate were no longer passed on, and that seriously disrupted the transmission of monetary policy.


    33. At the beginning of August, the ECB Governing Council therefore announced Outright Monetary Transactions (OMTs). These permit the purchase on the secondary market of government bonds issued by countries which fulfil the conditions specified in an EFSF/ESM programme. There are no predetermined limits on OMTs, but purchases are only possible if the conditions are strictly fulfilled, in order to ensure that Member States do not relax their consolidation efforts because of OMTs. The announcement of the OMTs quickly turned the financial markets around and improved the operation of the transmission mechanism.


    34. The intermediate aim of these exceptional Eurosystem measures is to restore the transmission of the common monetary policy, and not to conduct a different monetary policy in the various jurisdictions. Their ultimate aim is to prevent destructive scenarios causing downside risks to price stability in the euro area, an aim which is perfectly in line with the task entrusted to the Eurosystem. In 2012, not only did inflation subside to 2.2% at the end of the year, but inflation expectations also remained firmly anchored.


    35. Apart from the elimination of macroeconomic imbalances, a key element of the fundamental solution is the establishment of a banking union, which should contribute to a lasting restoration of financial integration and of the monetary policy transmission mechanism.


    36. A unified structure is therefore to be set up for the exercise of banking supervision. The ECB will be in charge of that supervision, but in close association with the national authorities, and, as for prudential regulation, taking account of the specific role of the European Banking Authority (EBA). This new architecture will make it possible to harmonise the supervision framework and methods in the EU, and also establishes the conditions for the possible direct recapitalisation of euro area banks via the ESM.


    37. The agreement reached at the 12 December meeting of the Ecofin Council specifies that the ECB will take charge of the supervision of around 200 major banking groups in 2014, and will monitor the supervision of the other, smaller institutions in the euro area, while still being authorised to exercise direct supervision over them if financial stability so requires. Despite extensive decentralisation, the ECB will have to deploy powers and expertise which currently reside with the Member States and which, furthermore, bear the marks of a national culture and country-specific characteristics. This project will need to cover tasks as diverse as bank licensing, the collection of financial data, surveillance in situ and case monitoring, risk profile assessment, verification of compliance with the prudential rules and the solvency and liquidity requirements, and regular stress tests on systemic banks, as well as the imposition of sanctions.


    38. The ECB will implement monetary policy as well as prudential policy, both of which are vital to the smooth operation of the economy. It will have to ensure that the two policies are conducted independently of each other, while taking account of the interactions and synergies, and of geographical differences if European countries which are not members of the euro area decide to join the banking union.


    39. The characteristics of the recent financial crisis highlighted the need for instruments which go beyond assessing the risks for each institution individually; there is also a need for instruments capable of being used to prevent developments threatening the stability of a country’s entire financial system. In this area, the national authorities are in the front line and the European Systemic Risk Board (ESRB) has asked each country to make a specific body responsible for a policy designed to prevent such systemic risks, a recommendation that Belgium is to follow by setting up a Macroprudential Surveillance Board during 2013. The specific role which the ESRB thus assigned to the national authorities requires close coordination with the European authorities. In particular, that role must be reconciled both with the ECB’s integration of the macroprudential dimension in the exercise of its exclusive monetary and microprudential responsibilities, and with the European Commission’s justified efforts to ensure that bank regulations are unified in order to preserve the Single Market.


    40. The banking union will be unable to function at its best if it consists solely of a single supervisory mechanism. It also needs the support of a common resolution authority and a common deposit guarantee system, which presupposes budgetary arrangements.


    41. The creation of the single supervisory mechanism which, as recommended by the European Council, should soon be supplemented by a single resolution mechanism, marked a crucial new stage in the development of EMU in 2012. All the same, the edifice is still incomplete: further steps are needed to achieve a genuine Economic and Monetary Union. According to the final report produced by the President of the European Council, Herman Van Rompuy, it is important not only to strengthen integration in regard to the financial, economic and budgetary pillars of the Union, but also to improve the Union’s democratic legitimacy.


    4. Belgium at the heart of EMU: three major challenges for enhancing prosperity


    42. The Belgian economy, with slightly negative growth of 0.2%, felt the inevitable effects of the hesitancy of the global economic recovery, and more particularly the crisis in the euro area. Economic activity contracted sharply in the second quarter of 2012, and recorded a slight fall in the last two quarters of the year as well.


    43. The decline in activity was evident in employment sooner than at the time of the great recession. During the year, employment was down by 17000 units and the harmonised unemployment rate stood at 7.4% at the end of 2012, compared to 7.2% a year earlier. The stagnation of household disposable income and the increase in the savings ratio which accompanied the uncertain outlook for employment led to a 0.7% fall in the volume of private consumption. These factors also curbed investment in housing, while firms scaled down their investment during the year as a result of deteriorating demand prospects and the decline in the capacity utilisation rate. The tightening of credit conditions by the banks  more on account of a heightened risk perception rather than increased funding costs or balance sheet constraints  may also have depressed domestic spending, though lower demand was also a factor in the decline in lending to non-financial corporations and households. The positive growth contribution of net exports was attributable to a sharp slowdown in the import growth rate, and cannot conceal the fact that exports also lost momentum.


    44. So far, the crisis has had a less serious impact on Belgium than on the euro area countries which have suffered the most. Despite the hesitant recovery, GDP in 2012 was still above the 2008 figure, which is far from being the case for all euro area Member States. Except in the financial sector, Belgium had not accumulated any significant macroeconomic imbalances during the period preceding the crisis, so today it is still one of the few European countries where the economy as a whole has net financial claims on the rest of the world. Nonetheless, the crisis did leave its mark on production potential, the financial sector and public finances; in addition, it is damaging social cohesion.


    45. While the impact of the crisis on the financial sector was addressed immediately in order to avoid a worse situation and to contain the repercussions on the real economy, pension and labour market reforms were finally implemented in 2012, following a long period of political deadlock, and measures were taken to reduce the budget deficit. However, to secure the country’s prosperity and the high level of social protection, further essential steps are needed in that direction.


    46. Here, Belgian policy has to be fitted into the new framework of reinforced economic governance at European level. It is a mistake to think that this will seriously restrict political room for manoeuvre, or that it will reduce the need to act. Indeed, the new framework focuses on the same challenges as those which arise from an exclusively national viewpoint, namely boosting growth potential and avoiding unsustainable debt positions, in both the private and the public sectors. Encouraging the Member States to take prompt action will save them from the abrupt adjustments that would otherwise be imposed sooner or later by the financial markets. Owing to its central position in the euro area and its open character, the Belgian economy also has everything to gain from the improved operation of EMU which will result from the greater coordination of policies.


    Boosting the growth potential of the Belgian economy


    47. The production potential is currently considerably lower than might have been hoped on the basis of the trends apparent before the crisis, because  for the advanced countries as a whole those trends were based partly on excessive debt. Although that was less true of Belgium, it still impaired the potential owing to the heavy dependence on global developments. Moreover, there is a danger that the crisis will also curb potential growth as a result of a higher risk perception or the possible conversion of cyclical unemployment into structural unemployment, while population ageing will weigh heavily on the labour supply in any case, unless there is a change of policy. Although it is hard to measure potential growth accurately, it is telling that the European Commission currently estimates this growth at 1% for Belgium, whereas before the crisis the figure was in the region of 2%.


    48. On the other hand, there are a number of notable trends which were already apparent before the crisis and which still continue to imply significant challenges for the future: technological progress, the increasing globalisation of the economy, climate change and the emerging costs of ageing. Those costs are very sensitive to changes in the underlying macroeconomic situation, as was evident from the latest report by the Study Group on Ageing. That applies both to the level of activity at the start of the projection  a level which declined as a result of the crisis and to future productivity gains which, together with the use of labour and capital, form an important source of potential growth. Reinforcing growth potential is therefore of vital importance, and in an open economy the crucialpoints for attention are the labour supply, competitiveness, as well as innovation and productivity.


    49. In 2012, the federal government carried out some essential structural labour market reforms in order to expand the labour supply. Under the Europe 2020 strategy, Belgium set itself the target of increasing the employment rate from its 2011 level of 67.3% to 73.2% by 2020, a 6 percentage point rise. The aim of the pension reform is gradually to achieve a substantial increase in the employment rate of the 55-64 age group. However, the impact on the total employment rate is relatively small, and the reduction in ageing costs will also be only moderate because the effect of the fall in the number of pensioners is offset by an increase in the average pension as a result of a longer career. Additional robust measures are therefore necessary, tailored to longer life expectancy. The unemployment benefit reform is intended to make job-seekers take more responsibility; combined with the necessary guidance and activation, that will increase their chances on the labour market. This reduces the risk that the rise in unemployment will become structural after a time, certainly for younger people who have been hardest hit by the crisis. Apart from that, it is noticeable that even now there is a labour shortage in a number of segments.


    50. Furthermore, the quality of the labour supply also needs to be improved by ensuring that education is better geared to the needs of the business world and by working to reduce the number of young people leaving school without adequate qualifications. Systematic further training throughout working life should become the norm, otherwise in a world of rapid technological changes and constant adjustments to the organisation of labour, skills soon become obsolete. Finally, it is vital to take the necessary steps to integrate persons of foreign origin into working life. Failure to mobilise this large group of fellow citizens damages the growth potential of the economy and is also a cause of social exclusion which should not be underestimated.


    51. So that the economy can create jobs on a lasting basis, developments in labour costs must also keep in step with productivity. Moreover, Belgium’s competitiveness is decisive for the country’s full integration into the world economy. Many factors play a role here. They concern both price and cost competitiveness, and less tangible aspects which foster innovation and which  via the quality and diversity of the products offered and the organisation of the production process determine the general efficiency of an economy. That efficiency is usually measured on the basis of total factor productivity.


    52. In this respect, Belgium is rather vulnerable in several ways. First, inflation responds strongly to commodity price fluctuations which are themselves more pronounced than they used to be, owing to globalisation. Consequently, inflation in 2012 was again higher than in the three main neighbouring countries. Despite a marked deceleration from the second quarter, inflation over the year as a whole was still running at 2.6%. Owing to automatic indexation, these sharper fluctuations in inflation have a rapid impact on wages. For instance, gross wages per hour in the private sector rose by 3% in 2012, compared to 2.6% in 2011. For the two years together, the wage increase is almost entirely due to the indexation effect, which came to 5.5%. Conversely, the real negotiated adjustments were very small at 0.2%. Nonetheless, the gap which has opened up since 1996 in hourly labour costs in relation to the average for the three main neighbouring countries did not narrow during the period 2011-2012. It stood at around 5% at the end of 2012, excluding wage subsidies the impact of which cannot be measured at present, in the absence of comparable data for the neighbouring countries. In addition, productivity is lagging behind that in the neighbouring countries, partly because of low total factor productivity. The wage gap in terms of unit labour costs is therefore even larger, amounting to almost 13%. The reason lies in a handicap with Germany, which outweighs the competitive advantage built up between 1996 and 2012 in relation to the Netherlands and France. Viewed over a longer period, Belgium has also lost more export market shares than the three neighbouring countries, on average. The fact that the loss of market share in Belgium exceeds that in Germany but is less than in France tallies with the relative movement in unit labour costs. However, the Netherlands gained market share despite a less favourable trend in labour costs. Finally, the fiscal and parafiscal burden on labour in Belgium is among the heaviest in the advanced countries, driving up labour costs and depressing the labour supply.


    53. The great sensitivity of inflation to fluctuations in energy prices is due partly to the consumption pattern of Belgian households and the relatively low excise duties on energy products. However, in the case of gas and electricity, another factor is that, until recently, suppliers adjusted their tariffs monthly on the basis of indexation formulas which were no longer a true reflection of the movement in costs. The federal government therefore decided to restrict the number of price adjustments to a maximum of four per year, and from April 2013 these adjustments can only be based on market prices for the products themselves, and not on the oil price. In anticipation of this last decision, prices were frozen between April and December 2012, so that the movement in gas and electricity prices was more in line with that in the neighbouring countries. Themechanical impact on inflation was only 0.1 percentage point, but the public debate on pricing prompted consumers to change their suppliers more often than in the past, and to look for the lowest price. This increase in the effective level of competition may continue to play a disciplinary role in the future. It is also important to ensure that distribution tariffs, including the public service obligation elements, are kept in check. In the summer, in order to provide more general encouragement for competition, the federal government decided to strengthen the competition authority and to promote more interaction with the Price Observatory. In addition, the regulations in a number of sectors are still open to simplification, and that could stimulate competition and the creation of new businesses.


    54. In its November policy statement, the government also announced measures to reduce the hourly labour cost gap between Belgium and the three main neighbouring countries. To that end, social security contributions are being reduced from April 2013 by €400 million on an annual basis. The calculation of the national consumer price index is also being revised so that the index better reflects the true pattern of consumption, and the social partners are being asked not to grant any real negotiated wage increases in the interprofessional consultations covering the period 2013-2014. In addition, a group of experts is to investigate to what extent wage subsidies affect the size of the labour cost gap; a reform of the 1996 Law on the Promotion of Employment and the Preventive Safeguarding of Competitiveness is also under consideration. In addition, the legal status of blue-collar and white-collar workers needs to be further harmonised by mid-2013.


    55. The scale of this package of measures illustrates the importance attached to the restoration of competitiveness. However, at the same time, the government’s own assumption that it could take six years before the labour cost gap is entirely closed shows how difficult it is to correct a competitiveness handicap in terms of prices and costs in an environment where, in practice, the only scope for that lies in real negotiated wage increases which are already small as a result of the crisis. That is precisely why, when publishing its study on indexation at the end of June 2012, the Bank examined various possible adjustments, setting out their advantages and disadvantages, and invited the social partners and the government to draw the appropriate conclusions for setting both wages and prices, without questioning the actual principle of compensating for inflation. The aim is prevention rather than cure, while leaving the social partners scope to express their own priorities via consultation.


    56. In view of the high level of fiscal and parafiscal levies on labour incomes, it would be desirable to reduce them, though without compromising the sustainability of public finances; that is in itself a major challenge. Other sources of taxation might perhaps be explored here; greater tax harmonisation at European level could facilitate this process. Moreover, the Belgian tax system is extremely complicated. Not only are the tax rates high, there are also numerous tax allowances and exemptions. An examination of the impact that the various types of levy and exemption have on economic growth, competitiveness and employment must therefore constitute the guide to thorough reform and simplification of the tax system.


    57. Moreover, to generate growth, support the increase in total factor productivity and alleviate the competitiveness constraint that is holding back incomes, it is necessary to encourage entrepreneurship and innovation, and eliminate the factors hampering the creation of businesses or market access. The economy is dynamic by nature. In the short term, its progress depends mainly on the success with which existing firms manage to market their traditional products. In the longer term, the rotation of new products or production processes to replace existing ones is much more important. If that progression works smoothly, the reallocation of resources which has become necessary following the crisis is also made easier. New products can succeed because they respond appropriately to new needs, e.g. those associated with population ageing or the desire for greater energy efficiency and greater ecological sustainability. Their success may equally be due to their intrinsic quality, their specific design, or persuasive marketing. Demand for that type of product will generally be less price-sensitive, whereas the Belgian economy and exports are currently still based far too heavily on products that are easy to copy.


    58. It is crucial to encourage R&D and to create networks of producers and research centres so that knowledge leads to a higher performing economy. Lifelong learning and appropriate occupational mobility are labour market aspects that go hand in hand with a dynamic knowledge economy. A modern, efficient public administration must provide the right support, for instance via a simplified licensing policy. In addition, entrepreneurs must be able to find the necessary funding for their new projects, and that emphasises the need for a stable and efficient financial intermediation system.


    A stable financial system serving the economy


    59. Financial intermediaries have a major role to play in promoting the growth potential of the Belgian economy, because they are the main source of funding and risk hedging for small and medium-sized firms which form the basis of the country’s productive capacity. Fears that the essential restructuring of the financial sector in Belgium may lead to severe restrictions on lending have so far proved largely unfounded. Banks remain active on the market in lending to Belgian individuals and businesses, and are maintaining their presence in a number of foreign countries which are strategically important to some of them, especially in central and eastern Europe.


    60. Though this is rather reassuring, it should not be forgotten that some large systemic institutions still need to rid themselves of a substantial residue of depreciated assets, and that is a serious constraint on their management which, in view of the guarantees granted, could constitute a risk for public finances.


    61. In the case of Dexia, the recurrent problems in refinancing a massive portfolio of very long-term, illiquid securities and loans obliged the authorities to dismantle the group more quickly. Arevised plan, approved by the European Commission, provides for the sale of the group’s remaining operational entities and the sale of Dexia Municipal Agency (DMA) to a new credit institution in which the French State is the majority shareholder. The plan also includes a capital increase of €5.5billion in Dexia SA by the Belgian and French States. Finally, it reduces the tripartite guarantee provided by the Belgian, French and Luxembourg States to a maximum of €85billion, while cutting the part borne by the Belgian State by €11billion.


    62. In 2008 and 2009, the KBC Group also received official support from the Belgian federal government and the Flemish regional government totalling €7billion. In December 2012, the group repaid the balance of €3billion to the federal government, plus a 15% premium. In accordance with its commitment to comply with the new Basel III rules from 2013, KBC increased its capital via a share issue totalling €1.25billion and via the announcement of an additional issue of non-diluting capital securities amounting to €0.75billion in the first half of 2013.


    63. In view of the scale of the official intervention necessitated by the financial crisis, the public is entitled to have high expectations of financial institutions, both in terms of support for the economic recovery and in regard to the rigorous management of activities and risks. That requires in particular that the authorities pay close attention to the organisation and governance models of the individual institutions. In that context, the Bank  which has been responsible for prudential supervision since April 2011  prepared a draft circular which has now been submitted to the sector for consultation, clarifying its criteria for assessing the expertise and professional integrity of the managers of financial businesses, while spelling out its expectations concerning the assessments to be conducted by the institutions themselves. The Bank also continued its horizontal analyses of remuneration policies in large financial institutions. The aim is closer alignment of the criteria for identifying the staff most likely to exercise a significant influence on the firm’s risk profile, and of the variable part of the remuneration paid to those staff.


    64. To simplify the structures of financial corporations and contain the risks more effectively, a number of countries are considering a more fundamental reform aimed at separating the traditional activities of deposit banks from the more volatile activities of investment banking. While greater segmentation may help to reduce the contagion effects, a total split would also have its drawbacks. By preventing banks from carrying out any transactions in certain products, it could be detrimental to customers and even weaken some institutions by encouraging them to adopt positions which are too heavily concentrated on the markets to which they still have access.


    65. Moreover, such a reform can hardly be carried out on a national basis in Europe, because it would not apply to branches of banks from other EU countries. The Commission therefore instructed a group of experts chaired by the governor of the Finnish central bank, Mr Liikanen, to examine whether such an approach is advisable at Community level. The action that the European Commission takes on the basis of the conclusions of this group, which recommends isolating market-making activities and own-account trading above a certain threshold, will be taken into account in the final report that the Bank has to draw up for the government on the feasibility of this type of structural reform in Belgium.


    66. Apart from these government projects and initiatives, the financial institutions themselves need to revise their business model. Methods of organisation established in the past are often unsuitable and oversized for institutions which had to start operating on a smaller scale. Adjustments are necessary to cut costs, preserve profitability and secure stable sources of funding. In Belgium, the banks have reverted to generating most of their income from their traditional business of intermediation with a customer base concentrated on a highly competitive domestic market. Insurance companies are seeing their life insurance products become less attractive in an environment where households have a marked preference for liquidity, and long-term interest rates are at a historically low level.


    67. While Belgian financial intermediaries have access to substantial household savings surplus for developing their activities, that potential also attracts numerous foreign institutions. Tax incentives are currently channelling most of that surplus into saving deposits. Following in-depth analysis, that could justify a review of the impact of the tax system on financial circuits in Belgium, which are currently heavily concentrated on the banking sector to the detriment of direct shareholding and financing via the issue of securities or through institutional investors. For the banks themselves, this “single-product” structure does have its risks, because it makes them very sensitive to the parameters which determine the pattern of these deposits. The new legislation authorising the issue of covered bonds in Belgium opens up some attractive scope for diversification, though it must be used in moderation, otherwise the banks’ balance sheets could be bereft of assets capable of covering non-preferential debtors.


    68. The Bank is keeping a close eye on the restructuring and reorganisation taking place in the Belgian financial sector, being very attentive to the risk implications. Even though the Belgian banks’ recent difficulties were due mainly to operations with foreign counterparties, it is essential not to under-estimate the potential sources of fragility that could result from refocusing on domestic customers, and specifically on the mortgage market which is an important area of activity for Belgian banks. Although mortgage lending criteria have remained fairly conservative overall, the average term of the loans has increased recently while, for a large proportion of contracts, the personal contribution from the borrower is very small and the loan covers almost the whole value of the property to be financed. In view of the marked rise in property prices in recent years, and the negative impact on employment of the slowdown in economic activity, the Bank has recommended credit institutions to maintain a sound, cautious policy. In the past few months, there has been some tightening of the criteria for granting mortgage loans.


    69. In general, the percentage of defaults on bank loans to private customers in Belgium, both individuals and companies, is modest, but as a result the provisions being formed are fairly small. In this context, even a minor deterioration in the financial soundness of these categories of borrowers could quickly lead to a significant increase in write-downs which would soon erode profitability. The Bank conducts regular loan quality assessments and, from 2013, will be able to rely on the more extensive quantitative and qualitative information to be supplied by credit institutions via the Central Corporate Credit Register.


    70. The financial charges borne by borrowers were recently eased by the reduction in capital market interest rates. In principle, that is conducive to financial stability, while financial intermediaries have also been able to record large capital gains on their portfolios of securities. However, this low interest rate environment complicates the balance sheet management of financial intermediaries.


    71. For the banks, the impact will only be evident in the long run, in the event of rapid adjustments to the respective interest rate conditions for assets and liabilities. That threatens to depress profitability all the more, as institutions will have previously tried to boost their profits by allocating a large proportion of their liabilities at low variable rates to the acquisition of assets at higher fixed rates. The Bank recently stepped up its examination of the interest rate risk management arrangements of the main credit institutions.


    72. Insurance companies are struggling to generate enough income to pay out the guaranteed yields to their customers. To deal with this vulnerability, it would be prudentially justifiable to make regular adjustments to the rules setting a ceiling on the guaranteed yields that can be offered on life insurance contracts. Failing that, the Bank will ensure, via its individual checks, that each institution sets the guaranteed yields on its life insurance contracts at levels compatible with the risks and returns on its assets and with its cost structure.


    73. The regulatory standards concerning solvency and liquidity form an essential risk management parameter for financial intermediaries. The latter will need to adapt to the radical changes to be made to those rules in the years ahead.


    74. In the banking sector, on expiry of a transitional period which runs from 2013 to 2018, implementation of the new Basel III solvency rules will mean a significant increase in capital requirements. The Bank regularly monitors the leading credit institutions’ plans for switching to these new rules, taking account of business model modifications, profitability forecasts, possible developments concerning risks, and, if need be, any action envisaged, including the issue of equity capital instruments. Regarding liquidity, the application of specific ratios since 2011 in Belgium and the very regular monitoring by the Bank of the cash positions of credit institutions should enable the latter to meet the new standards immediately without recourse to the intermediate stages provided for by the Basel Committee.


    75. In the insurance sector, too, a start has been made on revising the solvency rules under the EU Solvency II Directive. Entry into effect of these new rules was originally scheduled for 2012, but was postponed because, in the case of financial commitments accompanied by long-term guarantees, the application of the valuation methods proposed by the Directive led to large fluctuations in the equity valuations of insurance companies. The Bank is closely involved in the current work on adjustments at European level, and in the meantime, has already begun work on the transposition into Belgian law of some of the provisions of the Solvency II Directive. It has also asked a number of large Belgian insurance companies to take part in the study, launched by the EU in July 2012, on the impact of the new rules.


    76. For the purpose of its prudential policy, the Bank has opted for a multidisciplinary approach, setting up internal coordination committees in order to maximise synergies with its other activities. This framework should ensure that information flows readily and promptly between the supervision departments and the entities which have to intervene on financial markets, or those engaged in research and the collection of statistics which may shed light on and enhance prudential supervision. In conducting risk analyses, care is taken to combine the microprudential and macroprudential dimensions.


    77. To define the work of these coordination committees more clearly, the Bank set some priorities. For 2013, a multiannual action plan focuses on a detailed analysis of the business models and profitability of the large Belgian financial institutions, as well as credit, liquidity and interest rate risks and some specific components of the supervision procedures and methods for both banks and insurance companies.


    78. To assess whether its prudential policy is working adequately, the Bank can refer to the external opinion of the IMF under the Financial Sector Assessment Programme (FSAP), whereby countries of systemic importance for financial stability, including Belgium, regularly undergo assessment. This expert mission which is currently in progress examines whether the methods of supervising banks and insurance companies and the procedures for crisis management and the conduct of macroprudential policy conform to international best practices. It also analyses the overall stability of the Belgian financial system and uses stress tests to gauge the ability of the large institutions to withstand shocks. This IMF assessment programme should lead to recommendations aimed at strengthening the stability of the Belgian financial system and thus making the sector better equipped to face the many challenges ahead.


    79. The fundamental changes in the prudential supervision regulations and architecture will in fact have profound implications, both for financial institutions and for financial authorities. These massive projects will require concentrated attention, while also entailing substantial resources which must be mobilised if these projects extending over several years are to be brought to a successful conclusion. However, this long-term effort must not be at the expense of any relaxation of the vigilance still required in the surveillance of individual institutions.


    Safeguarding the sustainability of public finances


    80. A third major policy challenge is the consolidation of public finances. The period in which the budget was mostly in balance and public debt was constantly declining came to an abrupt end in 2008. Since 2009, a recession year in which the budget deficit increased to 5.5% of GDP, Belgium has been among the countries in an excessive public deficit situation. To remedy that, the deficit had to be brought below 3% of GDP in 2012, as specified by the Ecofin Council, and the stability programme defined a path for restoring a balanced budget in 2015.


    81. Thanks to the efforts of the Communities and Regions, and especially the federal government, the structural primary balance improved by around 1% of GDP in 2012. Despite the decline in activity, the public deficit therefore came to 3% of GDP, against 3.7% in 2011. In this respect, it was assumed that the capital injection amounting to 0.8% of GDP in favour of Dexia need not be included in the deficit, even though there is no certainty about this. The public debt, which was affected in any case, increased to 99.6% of GDP at the end of 2012, compared with 97.8% a year earlier. That rise is also attributable to the deterioration in the economic climate and Belgium’s contribution to the efforts to limit the impact of the debt crisis in the euro area, while the repayment of the aid to KBC had a downward effect equal to 1.1% of GDP. Although the debt ratio is therefore higher than that of the euro area, the gap has narrowed, shrinking from almost 40 percentage points at the end of 2000 to 7 points at the end of 2012.


    82. Taking account of this high debt level and the heavy costs connected with ageing, it is vital to continue the efforts and to adhere to the path defined in the stability programme. These two factors also explain why Belgium has a relatively high medium-term objective, and the minimum requirement has been revised upwards in 2012 to a structural surplus of 0.75% of GDP. The inauguration of the federal government at the end of 2011 and its programme of structural reforms and fiscal consolidation were an undeniable factor in the marked fall in interest rates on Belgian government securities in 2012. This has already reduced interest charges by 0.3% of GDP over that one year, and the resulting savings will continue to grow in the coming years. Sticking to the path of fiscal consolidation is the only way to anchor the credibility regained, whereas any procrastination would only make the unavoidable adjustment more expensive, owing to the rise in interest charges, especially if there were a resurgence of risk aversion in relation to Belgian public debt on the financial markets. Moreover, as the crisis in the euro area has unfolded, it has shown that a rise in interest rates on government borrowing has significant adverse repercussions on the banking sector and on the financing costs of households and businesses.


    83. In that respect, the first consideration is close monitoring of the implementation of the 2013 budget, with adjustments if necessary. This must be done because the budget was drawn up on the basis of the growth figure assumed in the September 2012 Economic Budget, which did not take account of the further deterioration in the economy during the fourth quarter of 2012. Moreover, the consolidation effort announced for the public authorities as a whole is less than the initial estimate, which in fact reckoned on a substantial additional effort by the Communities, Regions and local authorities, on top of the budgetary measures already unveiled. Nonetheless, for the subsequent period, it is even more important to devise a clear and credible plan for achieving a structural balance in 2015. Such an approach is in fact better for confidence than a hesitant consolidation of public finances.


    84. Meanwhile, primary expenditure of general government now exceeds 50% of GDP, whereas it was only 42.5% in 2000. This growth is evident for the federal government, social security, the Communities and Regions, and local authorities. Not only has the growth rate of public spending not been adjusted in line with the weaker growth potential, but it has also remained high compared to the pre-crisis growth rate of the Belgian economy. The consolidation of public finances must therefore be based mainly on curbing the growth of primary expenditure, especially the spending that contributes least towards a rise of growth potential and employment, and the attenuation of social inequality, while the costs of ageing must be reduced by a further rise in the effective retirement age. In view of the scale of the effort, the need to find additional revenues cannot be avoided. However, increasing tax on labour incomes is not an option, as it is already particularly high, and a further rise would impair growth potential. Moreover, efforts must be devoted to efficient tax collection and fraud prevention, while simplification of the tax system might reduce tax evasion.


    85. All levels of power must be involved in the fiscal consolidation effort. Their respective contributions therefore need to be clearly spelt out and, as specified in the agreement on State reform, certain variables in the Special Finance Act for the Communities and Regions must be finalised. In addition, there is a need for close budgetary coordination between the federated entities and the federal government, with each level committing itself to achieve clear medium-term budget targets. Furthermore, Belgium is among the countries which have yet to ratify the Fiscal Compact and include the budgetary rule in national legislation.


    86. The Belgian economy has many strengths which have facilitated the attainment of a high standard of living. However, if Belgium wants to maintain that standard of living in the future and safeguard the existing social model, against the backdrop of increasing globalisation and population ageing, then it must address a number of important challenges which the crisis has thrown into even sharper relief. There is a need for a coherent action plan to support the growth potential and the transition to a knowledge economy, to guarantee financial stability and ensure the sustainability of public finances. That is the only way to restore consumer and business confidence and return to sustainable growth. Postponement is not an option. In other euro area countries, experience has shown how painful the adjustments are in the event of a late response. The various political authorities and the social partners both carry a crucial responsibility here.


    Brussels, 30 January 2013
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      1. The crisis in the euro area

    


    
      Throughout 2012, financial markets experienced varying but severe tensions in a context of widespread uncertainty, dominated by the euro area crisis. The feedback loops between the financial sector and sovereigns in the euro area intensified, constituting a major driver behind the fragmentation of financial markets along national borders. The actions undertaken by the ECB and governments succeeded in stabilising financial markets from the summer onwards. However, the weakness of demand and activity spread to the core of the euro area, while countries on the periphery continued their structural adjustment efforts. GDP declined by 0.4% in the euro area, with unemployment reaching very high levels in some countries. More generally, world growth also slowed in 2012. Apart from the impact of the euro area crisis, it was affected in particular by the uncertainty over fiscal policy that prevailed until the end of the year in the United States, and by the loss of momentum in emerging economies.


      1.1 Unfolding of the crisis in the euroarea


      In a fragile macroeconomic context, financial market sentiment fluctuated in line with the actions taken by governments


      The global financial crisis and the deep, widespread recession of 2008-2009 brought to the fore a range of macroeconomic imbalances in the euro area, such as unsustainable public finances, excessive growth of private debt, and extremely weak competitiveness in certain Member States. They also revealed weaknesses in the institutional framework of the Economic and Monetary Union (EMU). Indeed, the inadequacy of the mechanisms established for the supervision and coordination of economic policies had allowed these imbalances to emerge in various countries. Moreover, the absence of any crisis management tool significantly limited the euro area’s ability to address the various sources of disruption. In that situation, contagion effects became apparent on the financial markets, facilitated by the close mutual links which had been greatly amplified since the creation of EMU. They particularly affected the most vulnerable countries, and adverse bank-sovereign feedback loops emerged.


      Since the outbreak of the crisis, various measures have been taken to correct these structural shortcomings in the EMU. At first, these measures were often ad hoc, specific and temporary. They gradually became more general in scope, aiming to provide a structural strengthening of the governance and the EMU institutional framework. Member States meanwhile embarked on adjustment and structural reform paths which should ultimately enable them to restore their sound fundamentals.


      However, from the viewpoint of economic agents in general, and financial market participants in particular, the process of European institutional reorganisation and national structural reforms gave rise to successive phases of optimism and doubt. The moments of doubt were fuelled by concerns about the genuine resolve of governments to make determined and consensual progress towards further integration, and the sometimes imprecise character of the measures announced, as well as implementation risks, both at the national and at the euro area level.


      The developments on financial markets in 2012 continued against this backdrop of uncertainty, amplified by a widespread deterioration in the global economy. The macroeconomic outcomes generally fell short of expectations, especially in the euro area, as is evident from the successive downward revisions of the growth forecasts. Within the euro area, the slowdown in activity gradually became widespread, also affecting the stronger economies.
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      In this gloomy and uncertain economic environment, movements in the main financial indicators were determined both by country-specific factors and common euro area factors. In general, market nervousness as measured by the VIX volatility indicator (based on the S&P 500 index) and the VSTOXX indicator (based on the Euro STOXX 50 index) was no longer as acute as in the summer of 2011, but fluctuated in line with the political uncertainty. There were three successive phases during the year: first, a period of calm from the beginning of 2012 to mid-March, followed by renewed tensions fuelled by the increasing fragmentation of financial markets in the euro area, which then gave way to relative tranquillity again from the end of July when the Eurosystem and the European Council took new measures to break the link between sovereign risk and financial risk.
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      Beginning of the year to mid-March: monetary policy decisions and institutional reforms engender calm


      The beginning of 2012 brought a somewhat calmer atmosphere on the various financial markets, following a significant escalation of the sovereign debt crisis in the second half of 2011. That escalation had been fuelled by growing concern over the deteriorating sustainability of public finances in certain euro area countries and the perception of inadequate resolve on the part of governments to tackle the crisis. The easing of tension at the start of the year under review was due to the emergence of signs that activity was stabilising, and prospects of a growth revival during the year, accompanied by a series of government measures.
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      In general, markets welcomed both the budgetary and structural measures adopted by some Member States, notably Spain and Italy, in the autumn of 2011 and the decisions taken at European level in late 2011 and early 2012. Among the latter, the agreement on a Fiscal Compact concluded at the December 2011 European summit and later incorporated in the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union aims to strengthen the preventive aspects of the institutional framework, while the new version of the Treaty establishing the European Stability Mechanism(ESM), signed on 2 February 2012, equips the euro area with a more effective crisis management instrument. On the monetary policy side, the two three-year refinancing operations conducted by the Eurosystem in December 2011 and February 2012  which supplemented a series of non-standard measures approved in August 2011 and two cuts in the key interest rates at the end of the year appreciably reduced the risk of a funding crisis in the European banking sector. On the bond markets, this injection of liquidity revived demand for bonds issued by peripheral States, notably Ireland, Italy and Spain, causing a narrowing of their yield differentials in relation to the bonds of core euro area countries, particularly the German Bund. Over the same period, the market relief drove up the leading European stock market indices, such as the Euro STOXX50, which gained 10% by mid-March.


      During that same period, the specific situation of Portugal and Greece remained a cause for concern, but the contagion effects were limited. At the end of January 2012, owing to speculation over the possible restructuring of the public debt, yields on ten-year Portuguese government bonds climbed to 16.2%, their highest level since the introduction of the euro. The signing of the Treaty establishing the ESM helped to dissipate those fears. In Greece’s case, the increasingly obvious unsustainability of its sovereign debt, combined with the uncertainty over the arrangements for the voluntary participation of the private sector in a debt exchange drove up the yields on government bonds to almost 50%. In the absence of any significant trading activity, that level is however purely indicative. The finalisation of a second assistance programme for Greece in February, and the successful restructuring of the Greek debt at the beginning of March, were well received even though Greek interest rates remained at a very high level.


      From mid-March to the end of July: fears over euro area disintegration fuel market tension


      However, the relative optimism prevailing in the first months of the year began to fade from early spring, when doubts about the financial soundness of certain countries resurfaced  to the point where it was feared that the euro area might disintegrate  and when signs of an economic slowdown were proliferating throughout the world.


      At that time, in various euro area countries the feedback loop between the national banking sector and the State began to have a much more serious effect on market perception of their respective solvency. This phenomenon was particularly marked in Spain, where attention increasingly focused on the weakness of the savings banks confronted by the consequences of rising defaults on their mortgage loan portfolio. The prospect of a need for recapitalisation by the Spanish government generated upward pressure on the latter’s financing costs which in turn imperilled the sustainability of its public finances. This in itself cast doubts upon the solvency of the Spanish banking sector, considering its exposure to national sovereign risk.


      The other major concern weighing on financial markets during this period was the political uncertainty in Greece. Following the early parliamentary elections at the beginning of May, all attempts to form a government ended in failure, so that new elections had to be called, which finally took place on 17 June. This period of political upheaval exacerbated doubts about Greece’s determination to respect the commitments given to international lenders. Any failure to abide by the conditions of the adjustment programme could have led to suspension of the financial assistance with the inevitable consequence of a Greek default. The threat of such a scenario  like the more extreme speculation about a possible Greek exit from the euro, the so-called “Grexit”  was very keenly felt on the bond markets, where the contagion effect further accentuated the differentiation between the core and the periphery, illustrated by the widening of yield spreads. The Greek ten-year bond yield thus leapt by around 1000basis points to reach 30% in May.


      In this context, Spain applied for a European Financial Stability Facility (EFSF) programme of financial assistance amounting to €100billion, for the purpose of restructuring and recapitalising its banks, while the new government formed in Greece endorsed the adjustment programme. At European level, the decision by the euro area summit on 29 June 2012 to set up a single supervisory mechanism for banks and, following that, to allow the ESM the conditional option of arranging direct recapitalisation of the banks, opened up the prospect of finally breaking the feedback mechanisms between national banking sectors and sovereigns.


      More generally, the fragmentation of financial markets along national borders continued, exacerbated by macroeconomic disparities between countries. On the bond markets, concern over the solvency of public finances and the possible reversibility of the euro prompted a sudden widening of yield spreads in the euro area, which reached record levels. At the same time, the yield curves for securities of peripheral countries, notably Spain and to a lesser extent Italy, flattened out abruptly following a very strong rise in short-term interest rates. Thus, after having bounced back by almost 200 basis points, the Spanish two-year yield peaked at 6.7% on 24 July. Conversely, owing to increased demand for safe-haven securities, the sovereign yield curve of certain core countries, such as Germany, dropped to a historically low position, taking its short end into negative territory. The paralysis of the European interbank market persisted, in practice representing a return to national banking systems within the euro area. One consequence of that situation is the unevenness of the transmission of the common monetary policy, as is evident from the wide dispersion of interest rates at which businesses and households can raise finance in the euro area countries.


      The altered mood also erased the gains made at the beginning of the year on European stock markets. Between its temporary peak in March and 25 July, the Euro STOXX 50 dropped by more than 17%, while the Spanish, Italian and Greek reference indices recorded even heavier losses. On the foreign exchange markets, at the end of July the euro was trading at its lowest level for the year against the other main international currencies, which were acting as a safe haven in times of nervousness about the euro area.


      From the end of July: measures by the Eurosystem and the EU stabilise markets


      To address this fragmentation, the Eurosystem set up a new instrument: the Outright Monetary Transactions (OMTs). Although the details were not formally revealed until the beginning of September, the markets responded favourably to this prospect from the end of July, after the ECB President had stated that, within its mandate, the ECB was determined to do whatever it takes to preserve the euro. The OMTs enable the Eurosystem to intervene on secondary sovereign debt markets, subject to strict conditions (see section 2.1). In their implementing conditions, the OMTs thus mitigate the risk of a liquidity crisis in public debt securities, without however dissuading the Member States from implementing the necessary reforms to restore a stable growth path.


      By alleviating investors’ fears of a possible reversibility of the euro and by containing the centrifugal forces at work in the euro area, the introduction of the OMTs also stabilised the financial markets, as is evident from the gains on European stock markets, the narrowing of the “core-periphery” yield spreads, and the appreciation of the euro since they were announced. Other notable decisions contributed towards this restoration of calm, such as the launch of the ESM on 8 October 2012 and the agreement concluded by the European Council at the summit on 18and 19October concerning a road map for the single supervisory mechanism for credit institutions, reflecting its determination to make progress on EMU integration. A decision concerning the legislation establishing this mechanism was passed in December. The revision of the terms of the second adjustment programme for Greece at the end of November and the restoration of the sustainability of Greek debt allowed the release of the payment planned for a new instalment of financial assistance, thus preventing renewed doubts about Greece’s financial capability.


      Other reassuring factors became evident outside Europe: in particular, the Federal Reserve and the Bank of Japan announced the establishment of new quantitative easing measures in support of the real economy. The doubts surrounding the conclusion of an agreement to avoid a sudden, abrupt tightening of fiscal policy in the United States did to some extent reignite nervousness on financial markets towards the end of the year, though the leading international stock market indices nevertheless concluded the year with gains: the S&P 500 and the Euro STOXX 50 progressed by around 13 to 14% over the year as a whole.
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      The financing conditions of governments and banks go hand in hand


      The strong correlation seen again in 2012 between the movement in the price of protection against sovereign default, measured on the basis of sovereign credit default swaps (CDS), and that of CDSs linked to the senior debt of European financial institutions reflects the importance of the interactions between these two sectors. Those interactions come via various routes. First, an increased credit risk on government securities in their portfolio may weaken the banks’ balance sheets: their risk profile deteriorates and they may find it more difficult and expensive to raise finance. Next, the decline in the value of government securities leads to a reduction in the quality of many of these instruments and makes them less eligible as collateral, thus hindering the banks’ access to guaranteed funding. Finally, the weakened financial position of a government also leads to a reduction in the financing advantages that banks may enjoy as a result of the implicit and explicit guarantees which the government offers. The cause and effect relationship may also work in the opposite direction: the weakness of the banks may make government intervention more likely, and hence trigger expectations of a deterioration in the public debt level, completing the vicious circle of a perceived decline in bank solvency.
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      Like the prices of sovereign CDSs, bank CDS prices also benefited from the growing market confidence in the second half of the year. The price for protection against a bank default dropped by 137 basis points in 2012, much less than the cost of insuring against a sovereign default, though that price was distorted somewhat by the rescheduling of the Greek debt in March.
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      This reduced credit risk led to more favourable financing conditions for the banks, as they themselves stated in their responses to the Eurosystem’s bank lending survey. Thus, in 2012, the average cost of the non-guaranteed euro-denominated senior debt of European banks more than halved. This significant fall was partly due to the decline in benchmark yields, but also and primarily to the marked shrinking of the gap in relation to interest rates on five-year swaps or five-year Bund yields. The banks also saw a noticeable decline in the excess cost of financing compared to non-financial corporations, an excess which had appeared after the financial crisis and had increased considerably in 2011. Yields on covered bonds were also down, though to a lesser extent overall than those on uncovered bonds. This movement was fairly widespread; Spain was the sole exception, recording no change over the year as a whole. During 2012, the yield on the covered bonds of Spanish banks increased sharply up to the middle of the year, but then recorded a significant fall.


      On the equity markets, financial institutions saw their financing conditions stabilise after three years of decline. However, they continued to underperform against the global market index.


      Despite the improvement in financing conditions, euro area banks continued to make only modest use of the bond and equity markets.
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      In Europe, the downsizing of bank balance sheets came to a halt in 2012


      The overall reduction in assets made by many euro area banks during the period 2009-2011 seems to have come to an end in many euro area Member States.


      That is probably due to the success of the recapitalisation plans which the European Banking Authority (EBA) recommended in December 2011 and which led to capital totalling more than €200billion being injected into the European banking sector, largely in the form of retained profits and hybrid instruments converted into capital. Between December 2011 and September 2012, the solvency of the banking sector, which still had marked weaknesses according to the results of stress tests at the end of 2011, thus improved, mainly thanks to an increase in its capital and to a lesser extent to the continuing contraction of the volume of its risk-weighted assets.
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      However, there are still divergences between Member States regarding the total bank asset situation. In Ireland, where the banking sector had clearly become too large before the crisis, the reduction in bank assets continued unabated. Conversely, in Spain, which had also recorded marked growth of bank lending, there has not yet been any significant reduction in bank balance sheets.


      Also, not all bank assets were influenced to the same degree by the policy of balance sheet adjustment. In that respect, lending to resident non-financial sectors was hardly affected, and reductions focused more particularly on risky assets, often with non-resident counterparties.


      Thus, the cross-border claims of European banks on certain peripheral euro area countries continued to diminish. Between December 2010 and September 2012, there was a fall of around 18%. This decline mainly concerned Greece (around 52%), where it was essentially the public sector exposure that was reduced, notably as a result of the participation in the Greek government debt rescheduling in March 2012. Compared to Spain and Portugal, this decline was more modest (just over 20%), the assets on the banking sector being the main ones affected. This refocusing of banks’ business on their domestic markets is one of the symptoms of the tendency towards fragmentation of financial markets in the euro area. Box 1 describes the features of that fragmentation.


      1.2 The economy in the euro area and its Member States


      General weakness of activity and demand in the euro area


      After GDP had contracted in the fourth quarter of 2011, at the height of the sovereign debt crisis, 2012 started under more promising auspices in the euro area. At that time, the easing of financial market tensions had been accompanied by strengthening business and household confidence and a stabilisation of activity. However, this improvement was short-lived. GDP growth reverted to negative territory from the second quarter and stayed there in the third; according to the usual definition, these two quarters of GDP contraction marked a new recession. This relapse, after two years of revival, followed the much deeper recession in 2008-2009. In a climate of renewed turbulence and anxiety over the sovereign debt crisis in the euro area, the moderate but persistent weakening of activity was due to both a gradual downturn in domestic demand and a loss of momentum in foreign trade. These factors continued to depress economic activity in the closing months of the year, as the easing of financial market tensions resulting from the decisive measures by the authorities had by then had little positive impact on household or business confidence. On the contrary, pessimism tended to become widespread, extending to other countries, including Germany. Over the year as a whole, the GDP of the euro area thus contracted by 0.4% after a rise of 1.4% in 2011.


      Each domestic demand component was sluggish in 2012. Public consumption was down slightly (0.2%), owing to fiscal consolidation efforts, which also had a more general effect on other domestic demand components, including private consumption. The latter, down by 1% against 2011, was inhibited by a number of other factors. Households’ real disposable income was thus also eroded by job losses, wage moderation and the rising cost of energy. In addition, consumer confidence was undermined by such factors as the debt crisis in the euro area and the rise in unemployment, prompting consumers to become more cautious and to postpone their consumer durable spending plans and housing investments.
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      The slackening pace of activity in the euro area and the increased uncertainty also dented the confidence of business managers, who cut back their investment plans in view of the deteriorating demand outlook. Furthermore, particularly unfavourable credit conditions and the need to reduce debt levels were additional restraining factors in some euro area countries. In the euro area as a whole, gross fixed capital formation thus fell by 3.5% in 2012. Moreover, the worsening outlook for activity since the summer of 2011 led firms to cut their inventories.


      Foreign trade in goods and services alone continued to support growth in 2012, by 1.3 percentage points, thus maintaining a trend which had begun in mid-2010. While the weakening of global economic activity, and hence of foreign demand, significantly affected the rate of export growth compared to the preceding two years, exports continued to benefit from the boost to competitiveness of the depreciation of the real effective euro exchange rate since 2011. At the same time, imports declined as a result of flagging domestic demand.
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      All euro area countries felt the effects of the deteriorating economic climate in 2012, but with varying intensity, the impact being greater for the countries weakened by sizeable macroeconomic imbalances. Those countries, which had embarked on essential adjustments requiring considerable efforts in terms of fiscal consolidation, private sector deleveraging, strengthening of competitiveness and reallocation between the various economic sectors, saw a collapse in domestic demand in a context of escalating unemployment. Since they also faced less favourable financing conditions, these economies plunged once more into recession. Thus, in 2012, GDP growth became decidedly negative again in Spain, Italy and Cyprus, while the slump in activity persisted in Portugal, and even more so in Greece. Ireland was an exception, as activity continued to grow, albeit more slowly. The countries without any major macroeconomic imbalances, which had already benefited from the temporary rebound following the 2008-2009 recession, proved more resilient even though they were unable to maintain their momentum. In Germany and Austria, GDP growth slowed in 2012, although it remained positive. France and Finland recorded virtual stagnation, while activity was down slightly in Belgium and the Netherlands. The effects of the sovereign debt crisis, initially confined to a small number of countries, therefore spilt over into the economies which had hitherto displayed greater resilience.


      Labour market conditions in the euro area deteriorated steadily in 2012, responding more sharply to the decline in activity and to mounting uncertainties than at the start of the financial crisis. During the 2008-2009 recession, labour market adjustments had involved a cut in the number of hours worked per worker, rather than a reduction in jobs. Since then, there have been considerable changes to the economic context. The lack of budgetary scope has curtailed the ability to implement new government support measures, such as incentives for reductions in working time which had contributed to the resilience of employment in the euro area during the great recession, while firms’ reserve absorption capacity was seriously impaired in the absence of a vigorous and prolonged recovery in recent years. Thus, in most countries, the slowdown in economic activity in 2012 and the gloomy medium-term outlook caused firms to scale down their workforce rather than to reduce working time again. Employment in the euro area thus contracted by 0.8% compared to 2011, while unemployment continued to rise, reaching 11.7% in December, its highest level since 1999. Among the euro area countries, trends in employment and unemployment varied greatly. The biggest falls in employment accompanied by the largest increases in unemployment occurred in Greece, Spain, Portugal and Cyprus. They reflect the adjustment of the macroeconomic imbalances mentioned above, which continued in 2012. Apart from a fairly steep decline in their activity, these countries also needed to reallocate the resources of domestic demand-oriented sectors, particularly the construction sector in Spain, by switching them to export-oriented sectors. In addition, unemployment rate differentials between Member States have widened since 2011. Thus, in December, the lowest unemployment rates were recorded in Austria (4.3%), Luxembourg and Germany (5.3% each) and the Netherlands (5.8%), and the highest in Spain (26.1%) and Greece (26.8% in October 2012). In the latter countries, youth unemployment exceeded 50%.


      Continuing structural adjustment efforts


      Despite the rather unfavourable economic environment in the euro area as a whole, the countries suffering from the most serious macroeconomic imbalances continued their structural adjustment efforts in 2012. Those efforts are either defined by programmes which national governments have concluded with the IMF, the EC and the ECB (the Troika), laying down the conditions for the financial assistance which they are granted  as in the case of Ireland, Greece and Portugal  or they are steered by financial market tensions which would become unsustainable if they persisted, as in Spain and Italy, in particular. While these adjustments may depress domestic demand and the labour market in the short term, they are vital to lay a lasting, structural basis for growth potential.


      The imbalances revealed by the 2008-2009 economic and financial crisis, and in some circumstances exacerbated by this crisis, necessitated various types of adjustment. The financial sector restructuring, already mentioned briefly for the euro area as a whole in the previous section, will be examined in more detail for Belgium in chapter 3. Apart from this aspect, depending on the case, the necessary adjustments concern consolidation of the government’s fiscal position, deleveraging by non-financial corporations and households, in parallel with property market stabilisation, and more generally the strengthening of competitiveness and the absorption of large, recurrent deficits on the economy’s current account balance.


      Public finances


      In an adverse economic climate, structural discretionary measures, amounting to 1.3 percentage points of GDP, brought a significant reduction in the general government deficit in the euro area. According to the EC’s autumn 2012 forecasts, the deficit was down from 4.1% of GDP in 2011 to 3.3% in 2012. Overall, it declined more slowly than in 2011, but some countries, where public finances were in a particularly precarious situation and which were under pressure from the markets, intensified their efforts. A number of governments  e.g. in Italy, Spain, Portugal and Greece  even had to implement additional measures during the year to pursue their objectives, despite the economic slowdown. Besides, the Ecofin Council also relaxed those objectives during the year for the last three countries mentioned. Despite these efforts, according to the same EC forecasts, some countries were still recording substantial budget deficits: in 2012, they were highest as a percentage of GDP in Ireland (8.4%), Spain (8%), Greece (6.8%) and Portugal (5%), and in Cyprus (5.3%). Conversely, seven euro area countries recorded a deficit of 3% of GDP or less, namely Germany, Estonia, Finland, Luxembourg, Malta, Italy and Belgium; at the end of the year, the first five of these were not, or were no longer, subject to an excessive deficit procedure (EDP). In the case of Germany and Malta, the Ecofin Council decided to close these procedures during 2012.


      The government debt ratio increased from 88.1% of GDP at the end of 2011 to 92.9% at the end of 2012, outpacing the previous year’s rise despite the reduction in the deficit. That acceleration was due not only to the “snowball effect”  in which nominal GDP growth is less than the implicit interest rate on the public debt  but also to government interventions in favour of the financial sector and to the assistance granted to certain euro area countries under the European support mechanisms. According to the conventions applied in the national accounts, those outgoings should not generally be included in the deficit, but they do increase the debt.


      No euro area Member State managed to record a reduction in the public debt in 2012. Nevertheless, the countries subject to a programme, as well as other vulnerable countries, have made considerable efforts to cut the budget deficit since 2010, despite an adverse economic climate. Thus, excluding interest charges, cyclical components and exceptional temporary measures, the deficit reductions achieved between 2010 and 2012 were largest in Greece, Portugal, Ireland and Spain, at 13 percentage points of GDP in Greece and from 4 to 6 points in the other three countries. However, these economies still need to make a major effort to meet the budget targets set in their national stability programmes.


      Private debt and property markets


      In various European countries, the 2008-2009 economic and financial crisis and the bursting of the property bubble, which accompanied it in a number of cases, revealed that households and non-financial corporations had excessive debts. Those debts had swollen in the preceding decade, in parallel with a surge in property prices. Measured on a consolidated basis  i.e. excluding reciprocal financial assets and liabilities within the same sector the debt-to GDP ratio in the private sector peaked at 144% in mid-2010. After that, a modest decline set in, since the debt ratio subsided to 141% in the third quarter of 2012. Thus, just as the debt accumulation in the private sector had occurred sooner than that in the public sector, where debts only built up during the past five years, the reversal likewise occurred earlier. The debt therefore shifted between sectors, in that public finances felt the recessive effects of the efforts to reduce private debt.
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      The debt level of the private non-financial sector varies greatly from one country to another. Levels well above the euro area average are seen, inter alia, in Ireland, the Netherlands  in view of the specific characteristics of the mortgage market in that economy , Portugal and Spain. Conversely, other countries such as Germany, Italy and Greece record the lowest private sector debt ratios in the euro area. Up to now, the adjustment of private sector debt levels in the various countries has generally been very limited. In the case of households, up to the end of 2011, significant reductions from the peak levels had been recorded in Ireland and Spain, while in the case of non-financial corporations there had been substantial corrections in Greece and Spain.
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      These developments confirm the lessons of the past which indicate that debt reduction, particularly in the private sector, tends to be very slow. The speed of debt reduction seems to depend on the various means used  such as an increase in savings or debt relief options. While the latter are widespread in the United States, they are relatively limited in most European countries, particularly for households which, in many countries, are under a stricter legal obligation to meet their financial liabilities. As in the case of the public debt, account must also be taken of the so-called “denominator effect”, as the fall in nominal GDP drives up the debt ratio in times of recession.
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      At the same time, the large discrepancies between residential property prices and their fundamentals which had built up in a number of euro area countries before the crisis continued to diminish during the year under review. Compared to the peak recorded for each country, the total property price correction up to the second quarter of 2012 was largest in Ireland, followed by Spain. In the latter country, it came to 28%, bringing average prices down to their early 2004 level; in Ireland, the fall was even steeper (around 50% since the peak), with prices equalling those at the end of 2000. In the case of the other euro area countries, prices likewise continued to fall in Greece and the Netherlands, and to a much lesser extent in Portugal, France and Italy. In contrast, Germany, which is in an atypical situation compared to its European neighbours following the reunification, saw prices maintain the upward trend which had set in at the end of 2009.


      External imbalances


      Between 2003 and 2007, the differences between euro area Member States in terms of the balance of payments on current account widened substantially. For the countries whose situation had deteriorated the most, this reflected both a lack of competitiveness on foreign markets and the internal macroeconomic imbalances mentioned previously. A country’s current account balance on the balance of payments in fact corresponds to the difference between savings and investment of the public and private sectors taken together. Excess demand, which curbs savings or boosts investment, or conversely, too weak demand at the level of the economy as a whole, will therefore be reflected respectively in a current account deficit or surplus. In the three countries with an assistance programme (Greece, Ireland and Portugal), and in Spain, the current account deficits were substantial up to 2007. But a change occurred in 2008 and since then these deficits have declined steeply, even giving way to a surplus in the case of Ireland. In France and Italy, the current account balance as a percentage of GDP had also been falling since the beginning of this century, though without reaching the deficit level of the first four countries mentioned. However, in contrast to what happened in those four countries, the balance then continued to deteriorate, though Italy did record an improvement during the year under review. In parallel with the falling deficit in the three programme countries and in Spain, the countries with a current account surplus saw their surplus diminish, though the contraction was generally smaller and more short-lived. Germany  the country which, in absolute terms, has by far the biggest surplus in the euro area thus saw its surplus expand slightly again in 2010, before stabilising at a high level.


      According to the breakdown of the data on international trade in goods, the reduction in the trade balances in the three programme countries and in Spain since 2008 largely reflects the variations in trade with other euro area countries known as intra-euro area trade. About half of the decline in the trade deficit in those four countries is thus due to a smaller deficit in relation to their euro area trade partners. The adjustment at the level of intra-euro area trade was more marked in Spain and Portugal. The picture is different for Ireland, whose trade balance has essentially recovered in relation to countries outside the euro area. Concerning the countries in surplus, Germany also saw its trade surplus decline at first, in relation to euro area Member States and third countries alike. From 2010, however, a divergence became apparent: while the trade surplus generated by intra-euro area trade steadily dwindled, the surplus on trade with countries outside the euro area began to expand. So it is the growth of the surplus vis-à-vis the rest of the world that has kept the German surplus at a high level.


      The breakdown of trade into exports and imports shows that the improvement in the balances of Spain, Portugal and Ireland is largely attributable to an export recovery, while imports have stagnated or even declined since2010. However, in Greece, the export revival was weaker than in the other three countries, but at the same time, imports fell more sharply, explaining much of the improvement in that country’s deficit.
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      These variations in foreign trade flows stem partly from progress in terms of competitiveness. The real effective exchange rate indicators based on unit labour costs show that a considerable correction has taken place in Ireland and Spain since mid-2008. In Portugal, it occurred later and more gradually, but in the past few quarters it has clearly gathered pace. In Greece, however, competitiveness continued to deteriorate up to the end of 2009, before turning around, especially from mid-2011 when the catching-up movement gained momentum. Developments in imports are also linked to the contraction of domestic demand in the context of the need for debt reduction in the public and private sectors between 2008 and 2012. During that period, Greece saw the steepest decline in domestic demand. In Portugal, demand held up for a little while longer, but has likewise slumped in the past two years.
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      The improvement in the flow variables, such as the current account balance on the balance of payments, indicates that a return to a more balanced functioning of the economy is in progress, particularly in the three programme countries and in Spain. It is due partly to the effect of structural improvements in competitiveness or public finances. However, the inertia of the stock variables, such as the public debt and the debt of the non-financial private sector proves that this is a lengthy process, in view of the imbalances built up in the past.


      1.3 Global context


      Global economic slowdown, due partly to the crisis in the euro area


      In 2012, the crisis in the euro area had a significant impact on the global economy, its effect spreading throughout the world via various channels. Thus, the weak demand from the euro area undermined the dynamism of its main trading partners’ exports, and the uncertainty associated with the euro crisis similarly dampened the risk appetite on financial markets elsewhere, as well as eroding household and business confidence. However, the expansion of activity outside the euro area was also held back by a number of country-specific factors, such as the uncertainty over fiscal policy in the United States and Japan, or the impact of policy tightening in the emerging market economies in 2011.


      Furthermore, outside the euro area too, the ongoing correction of various macroeconomic imbalances continued to weigh on demand and activity. The simultaneous debt reduction process by the private and public sectors in many of the advanced countries played a dominant role here. Households scaled down their debts in order to strengthen their financial position in the face of an uncertain future. They therefore kept their savings ratio at a high level and restricted their expenditure. Banks likewise continued to strengthen their financial position, which in some countries, had repercussions on lending to the private sector. Finally, many countries persevered with their fiscal consolidation. Since this consolidation was taking place simultaneously in most of the advanced economies, the demand components capable of compensating for its adverse impact on activity were rather inactive worldwide.


      Overall, global GDP growth weakened further in 2012, falling to a modest 3.2%. In the advanced countries, it dropped to an average of 1.3%, a slowdown which was relatively widespread with the notable exception of the United States and Japan. Several economies actually sank into recession. The loss of momentum in the global economy in 2012 also affected the emerging countries. Here, the expansion of activity was gradually restrained by the deterioration in the external economic environment, but also in some cases by domestic factors. Although as a group these countries still topped the league in terms of growth rates, the slowdown had a more serious impact on certain economies, such as those exporting commodities. During the year under review, international trade flagged to a much greater extent even than economic activity, with growth dropping from 5.9% to 2.8%. Commodity prices were highly volatile during the year, falling by an average of 2.8% in dollars, against the backdrop of the global slowdown. Industrial commodity prices  more sensitive to the business cycle  recorded the sharpest fall at 15.9%, while food and energy commodities were down in price by 5% and 0.4% respectively, despite a steep but temporary rise during the summer, caused by uncertainty surrounding supply.


      In the United States, the gradual recovery which had begun in 2009 persisted, with GDP up by 2.3% in 2012. The acceleration compared to 2011 was due partly to a substantial carry-over effect following the surge in activity at the end of that year. In 2012, expansion was moderate, with quarterly growth averaging 0.5% over the first nine months. The growth of activity was fuelled by domestic demand and, more specifically, by household consumption expenditure and business investment. Residential investment also made a positive contribution, for the first time since 2005. However, that contribution was modest in comparison with previous cycles, the reasons being the continuing caution which many financial institutions exhibit in regard to new mortgage lending, the acute uncertainty over the economic outlook, and the still high stock of properties in foreclosure and mortgage loans with substantial arrears. A highly accommodative monetary policy which was further eased during the year continued to support growth. Conversely, US fiscal policy weighed on growth not only because of the lower public expenditure but also on account of doubts regarding the “fiscal cliff”. The latter refers to the substantial fiscal tightening which should have been implemented automatically, by law, at the beginning of 2013, resulting from an increase in various taxes combined with public spending cuts, in the absence of an agreement between the Obama administration and Congress. On the basis of the figures produced by the Congressional Budget Office, an independent body, the ECB estimated the scale of the fiscal cliff at almost $700billion (4.1% of GDP) for the 2013 calendar year. In the end, a partial agreement was approved on New Year’s Day. Its main element was an extension, for most income groups, of the tax cuts introduced in 2001 and 2003. In all, this agreement should reduce the size of the fiscal cliff by two-thirds. The deadline for an agreement on the reduction of certain expenditure was postponed by two months to 1 March 2013. On the American labour market, the recovery has been only gradual, so that the situation remains precarious, with a high unemployment rate and large numbers of long-term unemployed.
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      After a slight recovery in the two preceding years, the United Kingdom recorded negative growth of 0.3% in 2012. The decline which had begun at the end of 2011 persisted throughout the first half of 2012. However, the economy grew strongly in the third quarter, supported by several one-off factors such as the surge in activity generated by the London Olympic Games. The negative growth for the year as a whole was partly the result of an extremely negative contribution from net exports, resulting from stagnant exports and higher imports, and partly of a very modest expansion of domestic demand, attributable largely to the weakness of households’ final consumption expenditure. The reason lies in the modest increase in real disposable income of households, due in particular to the continuing fiscal consolidation and the high inflation in the first half of the year, and also in their steady debt reduction. In addition, domestic demand growth was also restrained by the decidedly negative contribution of stock-building and the sharp cuts in public investment.
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      In Japan, after a 0.6% contraction in 2011, the economy recorded growth of 2% in 2012, a key factor being the reconstruction following the earthquake and the tsunami which had struck the country in March 2011. However, after a continuing recovery in the first quarter of the year, activity fell again following the slowdown in foreign demand and the loss of momentum in domestic demand attributable, among other things, to the abolition of the public subsidies for car purchase and the deceleration of reconstruction expenditure. During the year under review, the growth of economic activity was bolstered mainly by investment and consumption expenditure. Net exports made a very negative contribution owing to the very meagre export growth. This was due to the strength of the yen and the slower expansion of foreign demand, combined with a steep rise in imports, primarily energy commodities.


      In China, the downturn in growth seen since 2010 persisted in 2012, with year-on-year GDP growth falling to 7.8%, the lowest figure since 1999. Nonetheless, signs of recovery appeared towards the end of the year. This slowdown was mainly the result of weaker export growth, but also to a slackening of domestic demand, particularly for investment, as a result of the restrictive policies implemented in 2010 and 2011. Those policies were in fact intended to correct the effects of substantial recovery measures introduced after the 2008 financial crisis. Although those measures had enabled China to shelter itself from the global economic crisis, at the same time they created risks of overheating and posed a threat to financial stability, emanating from the housing sector in particular.


      For the central and eastern European EU Member States, the effects of the slowdown in the euro area were particularly evident in 2012. They spread via various channels, amplified by geographical proximity. On the one hand, the export sectors of those countries were hit, while on the other hand, capital flows from the euro area slowed.
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      Some relaxation of monetary and fiscal policy


      As the weakening of activity and demand became obvious, macroeconomic policies adopted a more accommodative stance throughout the world. However, the extent of this easing differed according to the monetary and fiscal policy space available in the various economies.


      In advanced economies, the easing of monetary policy was continued, mainly via new unconventional measures. Outside the euro area, their primary objective was to support economic activity, particularly via further substantial purchases of securities. In the United States, at the end of its June meeting, the Federal Open Market Committee (FOMC) decided to extend until the end of the year the programme known as Operation Twist, designed to lengthen the average maturity of the Federal Reserve’s portfolio of government bonds. After its September meeting, the FOMC announced a new programme providing for additional monthly purchases amounting to $40billion of agency mortgage-backed securities. Finally, in December, it announced additional monthly purchases amounting to $45billion of long-term government securities starting in January 2013. The Bank of Japan meanwhile increased the volume of its securities purchase programme in five stages to a total of 101000billion yen, or 21.3% of GDP. The Bank of England expanded its securities purchase programme in two stages to £375billion, or 24.2% of GDP. The unconventional measures also took the form of programmes to support lending to the private sector. For instance, in consultation with the Treasury, the Bank of England launched a Funding for Lending scheme, which offers financial institutions funding on favourable terms for a maximum period of four years, in order to encourage them to lend to households and non-financial corporations in the United Kingdom. In Japan, the central bank expanded the scale of its programme encouraging lending to businesses by financial institutions and included loans in US dollars. As a result of these measures, the balance sheets of the main central banks grew still larger. Another significant form of unconventional intervention consisted in central banks modifying their communication strategy. The Federal Reserve adopted the forward guidance strategy, giving an indication on the future movement in its key interest rate so as to anchor interest rate expectations: the period in which the key interest rate would remain at its current very low level was extended in two stages during the year, to at least mid-2015. Following its December meeting, the FOMC modified its forward guidance strategy by linking the period in which the key rate would remain at the very low level prevailing for the past four years to the movement in the unemployment rate and inflation. It also applied forward guidance to its securities purchase policy by undertaking to buy agency mortgage-backed securities and long-term government securities for as long as there is no substantial improvement in the labour market situation.


      Most central banks in the emerging countries also eased their policy or refrained from tightening it. In China, as inflationary pressures ebbed away, the central bank cut the rate on one-year loans in two stages to 6%, and the one-year deposit rate to 3%. It also adjusted its liquidity policy by lowering the minimum lending rate and the reserve requirement ratio. In a context of slackening activity and with a generally narrow fiscal scope, a number of central banks in central and eastern Europe also eased their monetary policy.


      Just as in 2011, the fiscal policy of the advanced countries was geared mainly to the continuing consolidation of public finances. There were further reductions in budget deficits in 2012, with the notable exception of Japan, where the general government accounts suffered for the second consecutive year from the reconstruction efforts following the March 2011 tsunami, combined with more general recovery measures. In the United States, the budget deficit narrowed further while remaining at a relatively high level. Future developments in American public finances and their potential impact on the economic situation were monitored very closely throughout the year, pending a solution to the fiscal cliff; that solution, which was partly provisional, was not found until the end of the year. In addition, the US authorities still need to approve a credible plan ensuring the medium-term sustainability of the country’s public finances. In the United Kingdom, the government adhered to the medium-term fiscal consolidation plan presented in 2010, despite the downturn in activity.


      In the emerging countries, where the situation of public finances is generally more favourable, the fiscal consolidation which started in 2010 was interrupted by the unexpected weakening of growth. However, the situation varies among the main countries. In China, where the public deficit remained stable overall, rising from 1.2% of GDP in 2011 to 1.3% in 2012, the government announced funding for new investment in infrastructure projects.
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      Box 1Financial fragmentation in the euro area


      While the creation of Monetary Union had quickly induced interest rate convergence in the euro area, financial market developments are currently in a phase of marked fragmentation along national borders. The euro area is therefore effectively splitting into two, with the peripheral countries facing high financing costs for both public debt and private sector loans, while the core countries are enjoying historically low interest rates. This box looks at the chain of causes behind this situation, and its consequences.


      Structural cause: emergence of macrofinancial imbalances


      The financial fragmentation in the euro area, which has become much more marked and widespread since 2011, originated right at the start of the crisis, when financial operators began to take a different view of the heterogeneity of the fundamentals of the various economies in the euro area. During the first stage of the EMU, investors took very little notice of the differing fiscal, macroeconomic or financial positions. Quite the reverse: low interest rates and underestimation of the macrofinancial risks specific to each country helped to create these imbalances.


      From 2008, when the financial crisis erupted in Europe, the international decrease in liquidity  particularly at the interbank level  and the absence of any credible safeguard mechanism at the level of the euro area brought country-specific concerns into the foreground for risk assessment. Depending on the case, those concerns relate to a weakened financial sector, excessive debt, unsustainable fiscal positions, a loss of competitiveness, low growth potential, or a combination of these factors. By triggering negative, mutually reinforcing, interactions between the financial sector and the public sector, the fragmentation eventually influenced the financing conditions of households and non-financial corporations in countries subject to structural imbalances. At the same time, in the absence of resolute action by the authorities, contagion mechanisms were seen on the financial markets between countries exhibiting similar weaknesses.


      Fragmentation of lending at international level


      The risk reappraisal and the decrease in confidence in counterparties that marked the eruption of the financial crisis were at first reflected in a drying up of international financing flows. From the third quarter of 2008, the foreign claims of European banks recorded a significant, widespread fall, particularly in the euro area. From the second quarter of 2010, there was also a marked differentiation and segmentation which aggravated the depletion of flows to countries facing serious macroeconomic imbalances. To remedy this situation, the ECB implemented a series of non-standard measures to ensure that banks had access to long-term liquidity; these included the Longer-Term Refinancing Operations (LTROs) conducted in 2011 and 2012. If the amount of liquidity thus obtained is compared to the banks’ balance sheet total, it is evident that banks in the peripheral countries made the most use of ECB refinancing, indicating greater problems in accessing market financing.
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      Impact on financing conditions of the non-financial sector


      Since international financing had dried up, the national imbalances had a serious impact on the risk premiums on each country’s public debt. Ten-year government bond yields serve as a guide in this respect: the fragmentation in the euro area can be measured by the interest rate variation coefficient. A first wave of divergences was evident from September 2008 (line a on the chart below), when the financial crisis began. In 2010 and 2011, when the crisis became mainly a sovereign debt crisis (line b), a tendency towards divergence became apparent in the euro area, in response to two developments: first, the transfer of capital to very liquid government bonds issued by States with unanimously acknowledged solvency, and second, the upward trend in yields concerning countries facing serious imbalances. Despite the temporary respite offered by the ECB’s non-standard measures and the restructuring of the Greek debt in March 2012 (line c), the bond markets came under new pressure from April 2012 (line d). From the end of July 2012, the heterogeneity started a downward movement after the ECB President had announced decisive actions (line e), which took concrete form with the adoption of the OMT programme in September 2012.


      The divergences in terms of the financing conditions of financial institutions and public authorities spread to the conditions for lending to the non-financial private sector, notably in regard to the interest rates charged on bank loans. Thus, the cuts in the key ECB interest rates in 2011 and 2012 led to a fall in interest rates on bank loans to non-financial corporations in a number of core countries, while conversely, interest rate increases were recorded in other countries. Similarly, there was greater heterogeneity in mortgage rates for households. These developments testify to a change in the way the monetary policy transmission channels are working.


      In view of the importance of financial integration for the euro area  not only from the angle of uniform transmission of monetary policy but also with a view to efficient risk allocation and optimum use of growth potential  there have been several recent initiatives to provide structural protection against any new fragmentation. The creation of a banking union and the measures adopted at the Eurosystem level are important steps in that respect; they undeniably help to combat the redenomination risk  i.e. the risk of a forced conversion of euro-denominated assets into another, probably weaker currency  and to confirm that the EMU is here to stay.
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      2. Response by the authorities: actions and institutions


      The European authorities continued their efforts to deal with the financial tensions in the euro area and to remedy the institutional failings and macroeconomic imbalances. The Eurosystem extended its non-standard measures for safeguarding the transmission and singleness of monetary policy by granting very long-term liquidity and announcing that Outright Monetary Transactions would be conducted if necessary, subject to stringent conditions. In a context of economic weakness and receding inflationary pressures, it cut its key interest rates in July. In parallel with the establishment of the permanent stability mechanism, the implementation of the adjustment programmes for Greece, Ireland and Portugal continued, and a new programme was set up for the recapitalisation of the Spanish banking sector. In addition, the economic governance of the EU and of the euro area was strengthened in regard to both fiscal policies and macroeconomic imbalances. Finally, the EU Heads of State or Government laid the foundations for the completion of EMU, providing in particular for the creation of a genuine banking union. In these circumstances, it was decided to establish a single supervisory mechanism comprising the ECB and the competent national authorities. It will become operational during 2014.


      2.1 Eurosystem monetary policy


      Weakening of financial tensions and economic stabilisation at the beginning of the year


      Against the backdrop of acute tensions in various segments of the euro area financial markets, the ECB Governing Council had approved a major package of new enhanced credit support measures at its meeting on 8 December 2011. They were intended among other things to alleviate the consequences of financial market fragmentation for private sector financing conditions, and to ensure that the key interest rate cuts in November and December 2011 were effectively transmitted to the real economy.


      First, the Governing Council had announced that it would conduct two three-year longer-term liquidity providing operations. Second, it had extended the range of assets eligible as collateral for Eurosystem loans by lowering the minimum rating required for certain asset-backed securities (ABS), and by authorising national central banks to accept temporarily as collateral certain credit claims which met specific eligibility criteria. Third, it had reduced the reserve requirement ratio from 2 to 1% with effect from the reserve maintenance period beginning on 18January 2012. Finally, it had agreed to suspend the fine-tuning operations hitherto conducted on the last day of each reserve maintenance period.


      The two three-year longer-term operations aimed to guarantee banks access to stable longer-term financing, so that they would not suddenly reduce their leverage on account of funding difficulties. While such a reduction is in itself desirable since it restores conditions conducive to the soundness of the banking sector, a hasty debt reduction process  which generally involves fire sales of assets or credit restrictions  is liable to be detrimental to the financial markets and to damage the economy as a whole. The extension of the list of eligible collateral for Eurosystem lending was intended to facilitate access to those loans for the banks. Finally, the reduction in the reserve requirements alleviated the banks’ consolidated liquidity needs by around €100billion. It should be noted that the reserve requirements are no longer necessary as a tool for stabilising short-term money market rates in a situation characterised by a global liquidity surplus. This has proved to be the case since the introduction, on 15 October 2008, of fixed-rate tender procedures with full allotment of the bids.


      The two three-year refinancing operations were undeniably the most important measure. The tenders took place on 21 December 2011 and 29 February 2012 respectively, in the form of fixed-rate tenders for an unlimited amount, the interest rate being equal to the average rate on the main refinancing operations over their life. These two operations also offered an option of early repayment after one year, in order to give banks ample flexibility and facilitate the management of their liabilities. The Eurosystem allotted €489billion in the first operation and €530billion in the second. Since these operations partly substituted for others which were reaching maturity, the net injection of liquidity amounted to €210 and €311billion respectively. These relatively high figures show that the banks considered the terms attractive in comparison with those prevailing on the money market or the bond market. The December operation attracted 523 institutions, while 800 took part in the one in February. Among these were many small banks which generally play a key role in lending to SMEs. This was therefore seen as a positive outcome, owing to the heavy dependence of SMEs on bank financing and their importance for the euro area economies, where they account for almost three-quarters of private sector employment.


      Financing considerations greatly influenced the banks’ bidding, as the amounts borrowed covered most of their funding needs for the next three years. Owing to the increasing segmentation of financial markets along national borders, it was mainly banks based in the countries regarded as more financially fragile that encountered funding problems or feared that they might do so. On the balance sheets of the national central banks (NCBs) of the countries concerned, the cross-border outflows of liquidity which accompanied these problems led to a decline in the assets held by commercial banks and, subsequently, to an increase in liabilities under the TARGET2 payment system. As they faced a private funding drought, the commercial banks then turned to their respective national banks for refinancing. Thus, the liquidity supplied by the Spanish and Italian central banks expanded considerably via the three-year operations, while the Greek, Portuguese and Irish central banks had already had to cater for increased demand for refinancing from the banking sector at an earlier stage in the crisis.


      Conversely, commercial banks in the countries perceived as financially sound recorded a cross-border inflow of liquidity, reflected in the TARGET2 claims which the national central banks of those countries record on their balance sheets. That inflow enabled the resident commercial banks to reduce their recourse to central bank refinancing, and some central banks  such as the Deutsche Bundesbank  even found that counterparties placed more liquidity with them than they were lending to the banking sector.
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      This situation illustrates the increased intermediation role played by the Eurosystem during the crisis the banks using the Eurosystem to obtain refinancing or to place their liquidity surplus, rather than lending to one another with the corollary of the expansion of its balance sheet(1).


      Implementation of the measures passed in December 2011 and, in particular, the provision of abundant liquidity via the three-year operations, had a calming effect on many market segments. On the money market, risk premiums fell sharply. After having reached 100 basis points at the beginning of December 2011, a level comparable to that prevailing early in 2009 at the onset of the crisis, the spread between the three-month Euribor and the three-month OIS interest rate shrank to around 40 basis points at the beginning of April 2012. In addition, the three-month Euribor became much less volatile, even though activity on the interbank market remained very limited. On the one hand, the three-year liquidity-providing operations had substantially reduced the banks’ refinancing needs, while on the other hand the ongoing balance sheet adjustment processes, the concern over counterparty credit risk and, in the context of abundant excess liquidity, the low opportunity cost of using the Eurosystem’s deposit facility continued to depress the volume of trading. On the bond market, the improvement in sentiment led to a fall in the risk premiums which banks in the euro area had to pay, and a cautious revival in their medium- and long-term issuing activity.


      The easing of the banks’ funding conditions also benefited the markets in sovereign bonds, where yields declined sharply and spreads in relation to the German Bund narrowed on the whole, particularly for maturities of less than three years. These developments generally result from the various interconnections between the financial sector and the public sector. More specifically, they are also due to the use by the banks  particularly those in Italy and Spain  of liquidity borrowed via the three-year operations to fund the purchase of sovereign bonds of their respective countries. While this last development helped to reduce the financing costs of those countries, it also strengthened the links between sovereign risks and banking risks, and therefore made the banks in those countries more vulnerable to a liquidity or solvency crisis concerning domestic public finances.
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      The favourable impact of the three-year liquidity-providing operations on banks’ funding conditions was also evident in the results of the euro area bank lending survey. In the first quarter of 2012, the banks reported a marked improvement in their access to wholesale financing, especially in regard to the money market and the bond market. Moreover, there was considerable attenuation of the tightening of credit standards which banks applied to both non-financial corporations and households, the main factor being a reduction in balance sheet constraints.


      While the reduction in financing costs and balance sheet constraints helped to avoid a sharp contraction in lending to the non-financial private sector, this lending nevertheless maintained the downward trend which had begun in mid-2011. Bank lending to households and non-financial corporations was still inhibited, in particular, by a continuing high risk perception and by the sluggishness of demand, reflecting the anaemic economic activity and the ongoing process of balance sheet adjustment in the non-financial sector.


      Another effect of the three-year refinancing operations was to swell the liquidity surplus in the euro area banking system by an unprecedented amount. While that surplus had expanded strongly in the second half of 2011 to reach around €300billion just before the first three-year operation, it exceeded €800billion immediately after the second operation at the beginning of March 2012. In that context, the overnight interbank market rate Eonia hovered at very low levels, close to the deposit facility rate.


      The liquidity surplus is equivalent to the difference between the outstanding amount of transactions leading to an expansion of liquidity  namely the refinancing operations, the purchases of securities for monetary policy purposes and the use of the marginal lending facility and the sum of the outstanding amount of liquidity-absorbing transactions and the consolidated liquidity need of the banking system on the basis of autonomous factors and the reserve requirements. It corresponds to the sum of the amounts placed in the deposit facility and on current accounts in excess of the reserve requirements. An increase in the liquidity surplus expands the monetary base, but in reality it is almost the automatic corollary to the massive expansion in liquidity provided by the Eurosystem. It testifies to the greater intermediation role played by the Eurosystem within the euro area banking system, but says nothing about how the banks use the borrowed funds. As explained in more detail in box 2, an expansion of the monetary base does not directly threaten price stability.
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      In parallel with the easing of financial tensions at the beginning of 2012, signs that economic activity was stabilising, albeit at a weak level, gradually emerged. Although the outlook was still subject to downside risks in a persistently uncertain environment, real GDP growth was expected to gradually pick up during the year. Inflation measured by the HICP, after having reached 3% in October-November 2011, gradually subsided. At that point, the expectation was that annual inflation rates would fall below 2% from the beginning of 2013, while the monetary analysis did not reveal any medium-term inflationary pressure. In that context, the ECB Governing Council considered that the level of the key interest rates remained appropriate, following the two cuts of 25 basis points each, in November and December 2011 respectively, and therefore held the central key rate at1%.
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      Resurgence of financial tensions against the backdrop of deteriorating economic prospects


      The relative optimism which had prevailed in the euro area in the initial months of the year under review nevertheless began to evaporate in the early spring, both on the financial markets and in regard to economic activity.


      Following zero GDP growth in the first quarter, the signs of an economic slowdown proliferated from May onwards, and in an environment of mounting uncertainty the economic prospects were steadily revised downwards. Inflation continued to fall, dropping to 2.4% between May and July despite the upward pressure from high energy prices and increases in indirect taxation in some countries. In the context of weak growth and firmly anchored inflation expectations, the inflationary pressures over the horizon relevant for monetary policy had eased.


      In line with contained inflationary pressures, the monetary dynamics remained moderate. As is evident from the results of the Eurosystem’s bank lending survey, credit standards were constantly tightened, essentially reflecting the high risk perception, while balance sheet constraints diminished somewhat. Furthermore, the gloomy outlook for GDP and the ongoing process of balance sheet adjustment continued to weigh on a constantly shrinking demand for loans, on the part of both households and firms. Although the general situation in the euro area still masked significant disparities between countries, the annual growth rate of lending to the non-financial private sector therefore declined further, driven down by a marked contraction of lending to non-financial corporations. The growth of the monetary aggregate M3 gathered pace slightly to 3.9% in October, against 2% in January. The divergence between the movement in M3 and that in lending to the private sector is due largely to an increase in claims by euro area banks on governments, but also to a general preference for more liquid assets in an uncertain economic environment with low interest rates. That preference led to a fall in longer-term financial liabilities, and was also reflected in the movement in the components of M3. The annual growth of the narrow aggregate M1 accelerated considerably from May onwards, propelled by a shift from short-term deposits included in M2-M1 to overnight deposits. Conversely, after having pursued an upward trend until July, the change in marketable instruments, likewise included in M3, became negative following a sharp fall in holdings of short-term debt securities issued by MFIs and repurchase agreements.


      In June and July, in a context of further heightening of tensions on the sovereign debt markets, deteriorating economic prospects and moderate inflationary pressures, the ECB Governing Council adopted a number of new standard and non-standard monetary policy measures aimed at supporting both bank funding and economic growth.
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      On 6 June, the Governing Council thus announced that it would continue to conduct its refinancing operations in the form of fixed-rate tender procedures with full allotment for as long as necessary, and at least until 15January 2013. For the main refinancing operations and the special-term refinancing operations with a maturity of one maintenance period  or about one month the rate applied would always be the central key rate prevailing at the time of the allotment. For longer-term operations it would correspond, as previously, to the average rate on the main refinancing operations over the life of the operation concerned. On 20June, in order to further improve the access of the banking sector to the Eurosystem’s liquidity-providing operations, the Governing Council decided to extend once again the list of eligible collateral for the Eurosystem refinancing operations by lowering the rating threshold and amending the eligibility criteria of certain types of ABS.
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      On 5 July, the Governing Council opted to relax its monetary policy stance further by a 25 basis point cut in its key interest rates. In so doing, it considered that the worsening outlook for economic growth and the mounting uncertainty would restrain inflationary pressures and that, under these conditions, a reduction in the key interest rates was justified in order to fulfil its mandate of maintaining price stability in the medium term. That decision took the key interest rates to historically low levels of 0.75% for the central key rate, 0% for the deposit facility rate and 1.5% for the marginal lending facility rate. On the money market, it triggered a fall in the Eonia overnight rate which declined steadily to less than 10 basis points, a yield close to that on the deposit facility, in the context of a still large liquidity surplus. The cut in the remuneration on the deposit facility, reduced to the same level as that on amounts held on current account in excess of the reserve requirements (which are not remunerated), also removed the financial incentive for banks to transfer their excess liquidity to the deposit facility. Consequently, the sums placed in that facility declined considerably, while at the same time the sums held on current account increased. However, following the interest rate cut, there was no fundamental change in the liquidity surplus. During the autumn, it nevertheless contracted somewhat following the announcement of new non-standard monetary policy measures, namely the Outright Monetary Transactions (OMT).
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      Serious disruption on the sovereign bond market and Outright Monetary Transactions


      Despite the progress made at the summit of Heads of State or Government on 28 and 29 June with a view to extricating the euro area from the crisis, the borrowing costs of the Spanish State and, to a lesser extent, the Italian State rocketed in July, reaching levels which could not be justified by the economic fundamentals of those countries. Driven by the growing fears of investors regarding a possible reversibility of the euro  caused by a country leaving the euro area  short-term bond yields soared, resulting in a flattening of the yield curve. These unprecedented tensions considerably increased the fragmentation of euro area financial markets along national borders. They therefore placed a further heavy burden on financing conditions for a number of national banking sectors and were reflected in the credit standards and commercial banks’ interest rates offered to the private sector. Thus, the cut in the key interest rates decided in July in response to the weakness of economic activity was not passed on uniformly in all euro area countries. In some of them it was reflected directly in the rates offered to households and businesses, whereas in others the rates which banks charged did not really change, or they even increased.


      These developments threatened to drag the economies of several countries into a negative spiral and generate a situation of systemic instability, with risks to medium-term price stability in the euro area. In that context, and to prevent serious distortions in sovereign financing costs from hampering the functioning of the credit markets in the euro area to the point where they jeopardised the transmission and singleness of its monetary policy, the Governing Council announced at its meeting on 2August that it might conduct outright open market operations. The rules governing these purchases on the sovereign debt market  in the meantime referred to as Outright Monetary Transactions (OMTs)  were drawn up on 6September.


      The OMTs were designed to be fully compatible with European law and, in particular, with the prohibition of monetary financing set out in Article 123 of the Treaty on the Functioning of the EU. In particular, this article prohibits the purchase of public debt instruments on the primary market. In that context, it was therefore specified that the OMTs would be conducted exclusively on the secondary market, subject to strict conditions, and only if they are warranted from a monetary policy perspective and to the extent deemed necessary to ensure medium-term price stability. The modalities governing the OMTs were also defined so as to guarantee their effectiveness.


      First, the OMTs are subject to strict conditionality in order to maintain the incentives for governments to implement the essential adjustments to strengthen competitiveness and to progress towards a sustainable fiscal path. This means that such transactions can only be initiated after activation by a Member State of an EFSF or ESM programme accompanied by strict and effective conditionality, providing for the possibility of EFSF or ESM primary market purchases of securities. However, the Governing Council will retain full discretion over the decision to conduct the transactions, a decision to be based solely on monetary policy considerations. The transactions will be suspended during the programme assessment period, and will be terminated in the event of non-compliance with the programme or once the transactions have achieved their objectives. Second, the OMTs are intended for future cases of adjustment programmes, although they can also be considered for countries already under a programme, provided those countries regain bond market access. Third, the OMTs focus on the short part of the yield curve, and in particular on sovereign bonds with a residual maturity of between one and three years. This aspect emphasises that these are transactions in the monetary policy domain and that they essentially aim to depress the reversibility premiums which mainly emerge over that horizon. Fourth, there are no ex-ante quantitative limits, which indicates the Eurosystem’s commitment to do everything possible within the confines of its mandate to safeguard the euro’s future and its soundness. Fifth, in regard to bonds which the Eurosystem purchases under the OMTs, it will accept the same treatment as private or other creditors. The sixth and final point is that the liquidity generated by these transactions will be fully sterilised so as not to affect the aggregate level of liquidity in the banking system. In a desire for great transparency, it is also planned to publish the total OMT holdings, their average duration, their market value and the breakdown by country.
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      After having decided the OMT arrangements, the Governing Council terminated the Securities Markets Programme (SMP) which had been adopted in May 2010 following the first severe tensions caused by the sovereign debt crisis. The SMP’s specific aim was, via purchases of public debt securities on the secondary market, to restore the smooth functioning of the market segments subject to malfunction in the context of the crisis, and thus to safeguard the proper transmission of the monetary policy signal. Although the SMP did support the transmission of monetary policy, it did not offer any incentives for governments to adjust their economic policies and, despite its scale, it did not succeed in permanently stabilising the situation on the sovereign debt markets. Moreover, the SMP had some counter-productive effects, owing to its temporary nature, its lack of transparency and the perception that the Eurosystem had preferential status with regard to the securities purchased.


      Waning financial tensions, sluggish economic activity and contained inflationary pressures at the end of the year


      Even without having been activated, the OMTs have brought a fundamental change in the market mood. Just the announcement of possible potentially unlimited purchases of sovereign bonds did much to ease the financial tensions, especially on the public debt markets of the countries giving rise to the greatest concern, such as Italy and above all, Spain. In those countries, the announcement also led to a reduction in the bank interest rates offered to the private sector and, more generally, restored the confidence of foreign investors who had fled the euro area en masse during the summer. Finally, the announcement of the OMTs seems to have acted as a catalyst for the gradual reduction of recourse to Eurosystem liquidity since the beginning of September.


      In that context, the Governing Council decided to leave the ECB key interest rates unchanged, despite the successive downward revisions of the growth forecasts in September and December. It considered that the accommodative stance of ECB monetary policy, backed by the improvement in market confidence resulting from the adoption of the OMTs, would support economic activity and that, in an environment featuring still moderate monetary expansion, inflation should remain compatible with medium-term price stability. At its meeting on 6September, in order to guarantee the banks’ access to liquidity and to continue fostering an appropriate transmission of monetary policy, the Governing Council agreed to suspend the application of the minimum credit rating threshold for certain securities issued or guaranteed by the central government of programme countries and of those eligible for the OMTs, and to accept as collateral debt instruments denominated in US dollar, pound sterling or Japanese yen provided they were issued and held in the euro area. In reality, this last decision reintroduced a measure which had applied between October 2008 and December 2010. In addition, at its 6 December meeting, the Governing Council decided to continue conducting the fixed-rate tender procedures with full allotment for as long as necessary and at least until 9 July 2013 for all its operations, on the same terms as those already in force. Finally, on 13 December, the Governing Council announced its decision to extend until 1February 2014 the existing liquidity swap lines between the ECB and the Federal Reserve, the Bank of Japan, the Bank of England, the Swiss National Bank and the Bank of Canada. It also announced that, until further notice, it would continue to provide liquidity in dollars through operations with a duration of between 7and 84 days.


      Overall, the monetary policy decisions of 2012 played a crucial role in supporting the credit markets and the real economy in the euro area. During the year under review, the Governing Council constantly reaffirmed its determination to preserve the singleness of monetary policy and thus ensure the effective transmission of that policy in all the euro area countries. However, it systematically repeated that it was acting strictly in accordance with its mandate to maintain price stability in the medium term, and that its monetary policy decisions were taken totally independently. The measures taken, and particularly the OMTs, are intended to help solve the problems affecting the monetary policy transmission mechanism and restore confidence, but the problems are due essentially to the conduct of inappropriate economic policies in a number of countries. In these circumstances, and confronted by the obvious limits of monetary policy, the Governing Council repeatedly called for the resilience of the banks to be strengthened. It also asked the euro area authorities to persevere resolutely with the fiscal consolidation and structural reforms aimed at strengthening competitiveness, the economy’s adjustment capacity, and growth. Finally, it also called for the completion of EMU.


      2.2 Actions of the European authorities


      Already in the first half of 2010, the European authorities and the IMF had adopted a series of measures to halt the sovereign debt crisis that was spreading across the euro area. At first, the crisis was largely regarded as a problem concerning public finances that was confined to certain Member States, particularly Greece. However, it soon became obvious that there was a need to establish powerful emergency financing mechanisms to prevent contagion between Member States.


      At the same time, it also rapidly became apparent that the coordination of economic policy within the EU needed thorough reform, as the existing framework was proving incapable of providing a satisfactory response to the growing divergence within the euro area. The primary objectives of the major reform of economic governance launched in 2010 are the strengthening of fiscal discipline and the early identification and, if necessary, correction of other macroeconomic imbalances. The aim is to avoid any further disruption of the economy of certain Member States, which could again threaten the stability of the euro area as a whole.


      On these two fronts, the reinforcement and implementation of the measures adopted earlier continued in 2012. They took the form of decisions on the programmes of certain countries in difficulty and the application of the new macroeconomic surveillance framework. In addition, to further strengthen the stability of the euro area, the Heads of State or Government of the euro area decided in mid-2012 that it was imperative to break the vicious circle of contagion between banks and sovereigns.


      Establishment of the permanent stability mechanism


      In response to the increasing mistrust of the financial markets regarding the sustainability of the Greek public debt, Greece had already been granted bilateral emergency financing of €110billion for a three-year period in May 2010, of which €30billion was borne by the IMF.


      To avoid contagion between Member States, it had also been agreed to set up the European Financial Stabilisation Mechanism (EFSM) and the European Financial Stability Facility (EFSF), with financing resources totalling €500billion. These mechanisms, established for a three-year period, aimed to grant conditional financial assistance to countries having difficulties in raising finance. The IMF was closely involved, contributing €250billion and helping to design the loan conditions and monitor the rescue plans. These mechanisms offer financial assistance to Member States suffering severe financing problems, thus safeguarding the financial stability of the euro area as a whole. However, this assistance is only temporary and is only granted subject to appropriate, strict conditions. It gives the Member State in distress the time needed to consolidate its public finances and implement the structural reforms aimed at restoring competitiveness and laying the foundations for sustainable growth, thus eliminating the macroeconomic imbalances which were the underlying cause of its financing problems.


      At the end of October 2010, the European Council considered that it was necessary to establish a permanent mechanism to safeguard the financial stability of the euro area as a whole. Originally, this new device, the European Stability Mechanism (ESM), was to take over the role of the EFSF and the EFSM from July 2013, but in December 2011 the euro area Heads of State or Government decided to bring forward the date for its entry into force. A revised version of the Treaty establishing the ESM was signed by the euro area Member States on 2 February 2012. However, the ratification process was delayed, notably because appeals were lodged with the German Constitutional Court, which did not give the go-ahead until September. After the Treaty had been ratified by all the euro area Member States, the ESM was inaugurated on 8 October 2012.
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      The ESM has capital of €700billion provided by the euro area Member States, comprising €80billion in paid-in capital and €620billion in callable capital. The ESM can thus offer effective financing capacity of €500billion. In March 2012, the ceiling for the joint lending capacity of the ESM and the EFSF was raised to €700billion. That figure covers the almost €200billion lent by the EFSF which remains active for the existing programmes for Ireland, Portugal and Greece  and the €500billion corresponding to the new financing capacity of the ESM.


      The activities of the ESM will be the same as those of the EFSF. Subject to strict conditions, it can provide stability support for its members beset by serious financing difficulties. It can also grant precautionary financial assistance. The government bonds of ESM members subject to a macroeconomic adjustment programme or a precautionary programme can be purchased on the primary market. Moreover, the ESM can intervene on the secondary market in its members’ government bonds. Finally, financial assistance may be granted in the form of loans to the government of an ESM member for the specific purpose of recapitalising its financial institutions. On 29 June 2012, wishing to break the vicious circle between banks and the public sector, the Heads of State or Government of the euro area declared that, when a single supervisory mechanism has been created for the euro area banks, the ESM could have the possibility to recapitalise banks directly, instead of via the government. However, that possibility would be subject to appropriate conditions. The European Councils in October and December 2012 instructed the Eurogroup to draw up the operational framework, including the definition of legacy assets, which will guide the direct recapitalisation of the banks. That framework will in practice define the scope within which the ESM will be able to fund the recapitalisation of the banks.


      Moreover, from 1 March 2013, the financial assistance granted under new programmes will be subject to ratification of the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union by the Member State concerned, and its transposition into national law by the stated deadline.


      The ESM will therefore grant conditional financial assistance largely on the same lines as the EFSF. Nonetheless, as shown in the table above, there are some essential differences between the two mechanisms in terms of the institutional structure.


      Follow-up of the Greek, Irish and Portuguese economic adjustment programmes and the recapitalisation programme for the Spanish banking sector


      Greece


      The concern about the sustainability of Greece’s public finances which had triggered the sovereign debt crisis in the euro area continued to fuel turbulence on the financial markets. During the course of 2011, it became increasingly obvious that Greece would not be able to return to the financial markets for its long-term financing as early as 2012, as expected in the first adjustment programme, so that speculation about a possible restructuring of the Greek public debt intensified. That was the context in which the Heads of State or Government of the euro area had already taken certain decisions, in July and October 2011, on a second assistance programme, while the financial sector had stated that it was prepared to set up a voluntary exchange of Greek sovereign debt bonds.


      In February 2012, in accordance with those decisions, the Eurogroup concluded an agreement with Greece on the measures which form the basis of its second economic adjustment programme, the purpose of which was to cut the Greek public debt to 120.5% of GDP by 2020, a level regarded as sustainable. Greece also concluded an agreement with the private sector concerning a voluntary bond exchange (private sector involvement PSI). Since these measures were insufficient to achieve the said public debt target, the Eurogroup decided to grant additional official support, among other things via a further retroactive cut in the interest rate on the bilateral emergency financing granted in May 2010. As for the voluntary bond exchange by the private sector, the 95.7% participation rate was sufficient for the exchange to go ahead. The face value of the Greek public debt held by the private sector was devalued by 53.5%. This haircut entailed the exchange of the existing debt against new government bonds  with a maturity of 30 years and coupons of 2 to 4.3% − with a face value of 31.5% of the existing debt, and against securities issued by the EFSF  with a maturity of maximum two years amounting to 15% of the existing debt. In addition, there was compensation for unpaid accrued interest, and the private creditors also acquired debt securities linked to Greek GDP.


      Next, on 14 March, the Eurogroup approved the financing of Greece’s second economic adjustment programme. The financial assistance runs until 2014 and comes to a total of around €164billion. This figure includes the contribution of €30billion by the EFSF to facilitate the PSI operation, and new emergency financing of €100billion, which had already been agreed in October 2011, plus the undisbursed amounts under the bilateral emergency financing of May 2010 which was discontinued at the start of the second programme. Out of this total, €144.7billion will be granted by the EFSF and the rest by the IMF. This last contribution comes under the arrangement under the Extended Fund Facility, concluded with the IMF in March 2012, which covers a four-year period and amounts to a total of €28billion. Of this funding, €75.6billion was allocated under the first tranche, from March to June 2012, €74billion of which came from the EFSF.


      In mid-October 2012, the Troika  i.e. the team of experts from the EC, the ECB and the IMF responsible for monitoring the programme  completed its assessment of the progress made as a result of the economic adjustment programme. That analysis confirmed that the adjustment programme had to be revised in view of the deeper than expected recession in Greece and the delays accumulated in implementing the programme. More particularly, it had become evident that the planned budget path and the target of cutting the public debt to around 120% of GDP in 2020 were no longer realistic. Greece asked for a two-year postponement of the deadline for achieving its budget targets. In order to improve the sustainability of its public debt, Greece would buy back government bonds which it had issued. If this operation were successful, the euro area Member States would be prepared to consider a number of additional initiatives with the same goal.


      At the beginning of December, Greece therefore launched a buy back operation relating to its government securities, reducing its public debt by around €21billion. On 4 December the Ecofin Council decided to grant Greece an additional two years to enable it to correct its excessive public deficit: this means that Greece has until 2016 instead of 2014 to cut the deficit below 3% of GDP. On 13 December the Eurogroup approved the disbursement of the second instalment, amounting to €49.1billion, of the emergency financing granted by the EFSF, a large part of which was intended to cover the recapitalisation of the banks and the cost of their resolution. Full implementation of the revised adjustment programme, the debt buy back operation and the initiatives of the euro area Member States should ensure that the Greek public debt does not exceed 124% of GDP in 2020.


      Ireland


      After the Irish government had formally requested international assistance, an aid package running until 2013 was approved in December 2010 for a total of €85billion. It included in particular the use of internal funding sources amounting to €17.5billion, partly in the form of a loan financed by the Irish National Pension Reserve Fund, and international aid worth €67.5billion. The recapitalisation and restructuring of the Irish banking sector are key elements of the economic adjustment programme. Successive assessments of the adjustment programme linked to the financial support indicated that it was being resolutely implemented, achieving significant progress in fiscal consolidation and banking sector restructuring, as well as structural reforms to promote growth. The successive funding tranches were paid out so that, at the end of the third quarter of 2012, around €55billion, or 81.5% of the total international support of €67.5billion, had been allocated. The confidence of the financial markets began rising again. Thus, in mid-2011, the yield on the Irish public debt on the secondary market had begun to fall, and the decline continued in 2012. In addition, during the summer of 2012, the Irish debt management agency was again able to raise finance on the markets, albeit to a limited extent, first by issuing Treasury bills, and then longer-term debt instruments.
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      Portugal


      In May 2011, the IMF and the EU had granted Portugal financial assistance amounting to €78billion up to mid-2014. According to the reviews of its implementation, the adjustment programme is on track and the reforms have been generally carried out as agreed. Portugal has made clear progress in correcting its macroeconomic imbalances, especially in external adjustment. However, this faster-than-expected rebalancing of the Portuguese economy favouring economic activity geared more towards exports has put additional pressure on public finances, and that pressure was felt to be beyond the Portuguese government’s control. It was considered that the one-year postponement to 2014 of the deadline for bringing the public deficit back below 3% of GDP would enable the government to adopt new structural fiscal measures while alleviating the short-term economic and social costs of restoring sound public finances. At the beginning of October 2012, it was therefore decided to revise the budget targets set in the financial assistance agreement for Portugal: the public deficit could be 5% of GDP, rather than 4.5%, in 2012 and 4.5% of GDP instead of 3% in 2013. However, in 2014, the deficit must not exceed 2.5% of GDP. At the end of 2012, €61.5billion, or just under 79%, of the financial assistance totalling €78billion had already been disbursed. After having peaked at the end of January 2012, the yield on the ten-year government debt declined gradually throughout the year.


      Spain


      During 2012, Spain too ended up resorting to external financial assistance. However, this aid which is intended strictly to support the process of recapitalising and restructuring Spanish financial institutions, was very different from that granted to the countries mentioned above. Originally, the bubble that had developed on the Spanish property and construction market up to 2008 had been fuelled and encouraged by rapid expansion of banking sector lending. After that bubble had burst and the economic recession had set in, many Spanish banks recorded large stocks of problematic property-related assets on their balance sheet, raising doubts over the adequacy of their capitalisation, especially in the case of the savings banks (cajas), and making it increasingly difficult for them to raise finance on the markets. In response to the growing fragility of banks’ balance sheets, the Spanish authorities had intervened already in 2009, establishing a programme of reforms to recapitalise and restructure the banking sector. Despite this initiative, the government had to step in again in May 2012, partially nationalising Bankia by taking on 45% of its capital; this sparked a loss of confidence in other banking institutions and, more generally, doubts about the viability of the sector as a whole. Apart from these concerns, public finances also gave rise to much anxiety from the end of 2011, following serious budget slippages in that year and the delayed adoption of the 2012 budget at the end of March, although the latter did introduce an ambitious package of reforms concerning fiscal consolidation. In a climate of mixed messages from the Spanish and European authorities and episodes of political uncertainty, the markets steadily lost confidence in Spain’s ability to keep a grip on its public finances. In July, the Ecofin Council did actually grant an extra year for correcting the excessive deficit.


      This context generated adverse mutual interactions between the various fears concerning the stability of the financial sector, the viability of public finances and the deteriorating cyclical conditions, as testified by the surge in interest rates on Spanish government debt securities from March 2012. Although Spain still had access to the markets, its financing costs had nevertheless reached record levels, and it had become obvious that recourse to sufficiently substantial external assistance to provide a credible safety net was necessary to restore the viability of the Spanish banking sector: on 25 June 2012, the government thus submitted an official application for EFSF assistance.


      On 20 July, the Eurogroup agreed to that assistance, which was spelt out in a memorandum of understanding and subject to conditionality specifically concerning the financial sector. The amount of the financial aid, which covers the capital requirements of the banks concerned while including a safety margin, was provisionally set at €100billion. The stress tests which the Spanish government commissioned in June and September 2012 from external consultants, using both a top-down and a bottom-up approach, made it possible to determine and specify the total financing needs. They fell respectively within a range of €51-62billion and €54-59billion, and were thus covered by the planned budget. In addition, the funding is to be granted in the form of loans paid out in several tranches to the Spanish fund for the orderly restructuring of the banks, acting as the government’s agent, which then allocates the funding to the financial institutions concerned. On 3 December, after having examined the progress of the Spanish aid programme, the Eurogroup welcomed the ESM’s decision to authorise payment of the first tranche in the programme, amounting to €39.5billion. These initial funds were meant for the hardest hit financial institutions whose restructuring plans had been approved by the EC in November.


      Cyprus also requested financial assistance from the European emergency funds and the IMF in June 2012. That application was still in negotiation at the closing of this report.


      Enhancing economic governance


      Among other things, the euro area crisis showed that the institutional architecture of EMU had been unable to prevent the formation of imbalances in some countries. Events obliged the leaders of the EU, and more particularly those of the euro area Member States, to strengthen economic governance. Whereas coordination used to concern mainly fiscal policy, it has now become more general. In November 2011, on the basis of the report by the Van Rompuy task force and the EC’s proposals, the European Parliament and the Council had thus adopted a set of six proposals  five Regulations and one Directive known as the Six Pack, based essentially on two pillars. The first  the fiscal pillar  strengthens the Stability and Growth Pact (SGP), which was itself reformed in 2005, to ensure closer surveillance and better monitoring of the sustainability of public finances. The second pillar is intended to prevent other macroeconomic imbalances and to correct them if necessary, in order to avoid the risk that their unwinding may lead to a sudden deterioration in public finances and threaten the economic and financial stability of the country concerned, and of the euro area as a whole(1).


      
        (1) E. De Prest, H. Geeroms and G. Langenus (2012), “New developments in the economic governance of the European Union”, NBB, Economic Review, June, 103-123.

      


      Better surveillance of fiscal policy


      During the year, the fiscal pillar rules and their binding character were further reinforced. Thus, in the margins of the European Council at the beginning of March, the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union (TSCG) was signed by the EU Member States excluding the Czech Republic and the United Kingdom. By opting for an international treaty, the signatories were able to maximise the coordination of their economic policies without having to go through the long process of amending the Treaty on the Functioning of the European Union (TFEU). Apart from some general provisions on the coordination of economic policies and improvements in competitiveness, the TSCG primarily comprises binding fiscal rules known as the “Fiscal Compact”, which apply only to the euro area Member States.


      The Fiscal Compact reiterates three key provisions of the SGP. First, there is the rule whereby the government budget must be in balance or in surplus. That rule is respected if the annual structural budget balance meets the country-specific medium-term objective (MTO) defined in the SGP. The lower limit is a structural deficit of 0.5% of GDP; that limit increases to 1% of GDP if the public debt is less than 60% of GDP. Next, it restates the debt reduction rule under the SGP: a public debt of more than 60% of GDP must be reduced each year by, on average, one-twentieth of the difference between the actual debt level and 60% of GDP. Finally, it contains the SGP provisions defining the exceptional circumstances under which a deviation from the targets is permissible.


      However, the Fiscal Compact also tightens up the fiscal rules of the Six Pack. For one thing, the targets must be enshrined in the constitution or at a comparable level, otherwise the Member State concerned may be summoned before the EU Court of Justice and be subject to a fine of up to 0.1% of GDP. There must also be rapid convergence towards the medium-term objective on the basis of a timetable to be established by the EC, and an automatic correction mechanism must be triggered in the event of a significant deviation from the MTO; the EC laid down the principles for this on 20 June in the year under review. Also, the euro area countries undertake always to accept an EC recommendation on the existence of an excessive public deficit unless a qualified majority votes against it. Other measures require countries subject to an excessive deficit procedure to set up an economic and fiscal partnership programme detailing the structural reforms needed for an effective and durable correction of their excessive deficit. The Member States also promise to improve the coordination of national debt issuance via ex ante reporting to the EC and the Council.


      In addition, the TSCG provides for enhancement of the governance of the euro area, including regular euro area summits. Twelve euro area countries, but not Belgium, ratified the Treaty before the end of the year under review, and it entered into force on 1 January 2013.


      Like the TSCG, the Two Pack is intended to reinforce compliance with the SGP by euro area countries, via two Regulations which the EC proposed on 23 November 2011.


      The first proposal for a regulation reinforces the preventive arm of the SGP by introducing more detailed monitoring and more specific assessment of draft budgets that euro area Member States must submit to the EC before 15 October, including the independent macroeconomic growth forecasts on which they are based and the detailed objectives per sub-sector. In the case of serious defects, the EC may require a revised draft budget. If necessary, it will issue an opinion which will be published, then discussed by the Eurogroup and submitted, on request, to the parliament concerned. The Member States must also have budget rules stated in figures, specifying their medium-term objectives and preferably anchored in the constitution, and an independent fiscal institution to monitor the application of these rules. This means that the similar TSCG provisions will be transposed into European legislation. Member States with an excessive deficit will be subject to even closer surveillance, notably by the submission to the EC and the Economic and Financial Committee of reports on the implementation of the budget during the year, and on the impact of discretionary measures on the budget. If there is a danger that a Member State may not meet its obligations under the excessive deficit procedure applicable to it, the EC may recommend additional measures and make those recommendations public.
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      The second draft Regulation in fact transposes the current approach regarding “programme countries” −i.e. countries receiving financial assistance− into secondary legislation. In particular, it implies enhanced surveillance by the EC and the ECB and technical assistance, on the understanding that other euro area countries confronted by serious financial stability problems may also be subject to such surveillance and assistance.


      On 13 July, the European Parliament made substantial amendments to these two draft Regulations, in order to consolidate their binding character and strengthen the role of the EC and the European parliamentary assembly. In particular, the Parliament wanted the scope of the first draft Regulation extended to cover all economic policy. Although the European Council on 18 and 19 October pressed for an agreement to be reached before the end of 2012, the discussion was still going on in the “trialogue” (Council, Commission and European Parliament) when this Annual Report went to press.


      Better coordination of economic policy


      From the economic policy perspective, the European Semester, organised for the first time in 2011, has gained importance since the entry into force of the Six Pack. It aims to establish closer coordination and lasting convergence between the economies. On the one hand, it incorporates European supervision of structural economic policy on the basis of the broad economic policy guidelines and the employment guidelines; it also incorporates surveillance of macroeconomic policy, more specifically in regard to public finances, under the enhanced SGP, and the prevention and correction of macroeconomic imbalances.


      The Annual Growth Survey, approved by the spring European summit, identifies the main economic challenges for the EU and defines the policy priorities. In April each year, Member States are therefore required to submit to the EC both their stability or convergence programmes and their national reform programmes, which are then assessed by the EC and the Council. That assessment results in a series of recommendations addressed to each Member State and to the euro area as a whole; they are endorsed by the Heads of State or Government towards the end of June before being approved by the Council, and that concludes the European Semester.


      Under the Six-Pack rules, Member States which disregard the recommendations addressed to them are subject to new recommendations and a warning, or even sanctions. However, the Six Pack also allows recommendations to be made outside the timescale of the European Semester. The importance of recommendations made in the context of the European Semester was again emphasised at the European summit on 29 June 2012, when it was decided to make the financial assistance granted under the EFSF/ESM conditional upon compliance with those recommendations.


      The legislative initiatives of the past two years are the most far-reaching since the introduction of the euro. The Two Pack supplements the Six Pack, and the European Semester is an important step in the right direction, heading towards more logical and coherent recommendations. The peer pressure for approval of the recommendations is also reinforced by the Council which applies the principle of following the EC’s recommendations and proposals or explain its position publicly (“comply or explain” principle). On the other hand, the choice of recommendations is not always clear, and there is insufficient prioritisation; also, the objectives are sometimes too vague. The recommendations made do not always take adequate account of possible contagion effects between euro area Member States, and do not differentiate sufficiently between countries. For instance, at the end of May 2012, twelve Member States were subject to an in-depth assessment under the macroeconomic imbalances procedure, though their performance according to the “scoreboard” indicators was quite different, and in the end no imbalance was classed as excessive in these countries, whereas the vulnerability of Cyprus and Spain had become obvious during the year.


      2.3 Adaptation of the European institutions


      Though the legislative initiatives of the past two years represent significant progress, the interdependencies between the financial, real and fiscal spheres require the implementation of additional measures to continue the process towards a more integrated Economic and Monetary Union. With that in mind, at the European Council on 13 and 14 December 2012, the President, Herman VanRompuy, presented his final report entitled “Towards a genuine Economic and Monetary Union”. The Heads of State or Government concluded by agreeing on the basis for the completion of EMU, together with a timetable.


      The Heads of State or Government decided to persevere with the introduction of an integrated financial framework, also known as a “banking union”. This includes the single supervisory mechanism for credit institutions, agreed by the Council members at their meeting on 12December 2012, and the single resolution mechanism funded by the financial sector. The President of the European Council was also instructed to propose, by mid-2013, any measures and a roadmap for achieving closer economic policy coordination. The main instrument available for this purpose is the conclusion, between Member States and EU institutions, of “competitiveness and growth contracts” based on financial solidarity mechanisms. Democratic legitimacy should be reinforced by closer involvement of the European Parliament and national parliaments, which will be able to cooperate better in developing an integrated economic and fiscal policy.


      Establishment of a single supervisory mechanism for banks in Europe


      During the year under review, the discussions took a practical turn, mainly as regards banking supervision. The sovereign debt crisis in the euro area in fact highlighted the close links between the public sector and the banking sector. In a monetary union, if there is no European safety net, the weaknesses of the banking system can have a more rapid adverse effect on the public finances of the Member States. Such a safety net is inconceivable without a single supervision system. Conversely, Member States’ fiscal problems can have a profound impact on the financial situation of domestic credit institutions. As explained in the 2011 Report, numerous measures and reforms to ensure lasting reinforcement of the euro area’s financial system have already been adopted since the eruption of the financial crisis. For instance, a significant tightening of the prudential rules is in progress, which involves in particular the transposition of the Basel III agreements at European level (CRD IV). Apart from these reforms aimed at making the financial system more resilient, coordination between supervisory authorities was strengthened at European level, and a new institutional framework was set up on 1 January 2011 with, for example, the creation of the European System of Financial Supervision (ESFS), comprising the European Systemic Risk Board (ESRB), a European macroprudential supervision body, and the European Supervisory Authorities (ESAs) responsible for improving microprudential supervision in Europe in the three sectors: banking, insurance and securities markets.


      However, the scale and duration of the current sovereign debt crisis showed that these measures were not sufficient. To resolve the crisis and safeguard the euro, it was therefore essential to break the link between sovereign debts and bank debts. In that context, at the euro area summit on 29 June 2012, the EU Council decided to set up a single supervisory mechanism comprising the ECB and the competent national authorities. At this summit, the Heads of State or Government also agreed on the scope for direct intervention by the ESM in European banks subject to common supervision. The new single supervisory mechanism should also help to reduce the market fragmentation. In addition, it should guarantee the uniform and coherent application of the prudential rules and supervision techniques to all credit institutions in order to boost public confidence in the system and ensure a level playing field between institutions.


      In that sense, the introduction of a single supervisory mechanism is a key step in the continuing construction of Economic and Monetary Union. At the summit last December, on the basis of a draft EC text dated 12 September 2012, the Heads of State or Government agreed on a proposal for a Regulation defining the regulatory framework for this mechanism. The Regulation will enter into force early in 2013, and the single supervisory mechanism (SSM) for banks will be operational by no later than 1 March 2014, or one year after the adoption of the Regulation. Section II. A. 2 in the prudential part of this Report describes its provisions in more detail.


      The SSM will take on the supervision of all euro area credit institutions, numbering over 6000(1). The agreement also makes provision for countries not belonging to the euro area to join this mechanism.


      
        (1) According to an ECB census, there are in fact 4 194 credit institutions, not counting those included in the consolidated statements of their parent company.

      


      The ECB’s new responsibilities will be supported by the collaboration, expertise and knowledge of the national supervisors. Initially, the national authorities will retain direct competence for supervising smaller institutions.


      The supervision tasks carried out by the ECB will include decisions on the grant and withdrawal of banking licences, the conduct of stress tests, and the surveillance of financial conglomerates. In addition, the ECB will have to monitor compliance with the prudential rules laid down by European acts, and the adequacy of a credit institution’s internal capital in relation to its risk profile. It will also be able to impose sanctions on institutions which fail to meet the prudential requirements, and will have to help draw up recovery plans if an institution no longer complies with the minimum prudential rules, or is at risk of non-compliance. In order to fulfil its new responsibilities, the ECB will have access to all the information that it needs, and may, in particular, carry out inspections in financial institutions.


      Monetary policy will be kept separate from financial supervision. This new mission therefore does not alter in any way the ECB’s primary mandate, namely the maintenance of price stability.


      This transfer of powers makes it all the more important to establish a single rulebook. The European Banking Authority (EBA) will remain the competent authority here. There must be close collaboration between that institution and the ECB. The Heads of State or Government also accepted the proposal for an amendment by the EC of the EBA Regulation, modifying the voting procedures in this institution; the proposal respects a balance between member countries and those not belonging to the SSM.


      The text also states that the ECB will be jointly responsible with the national authorities for the implementation of certain macroprudential instruments provided for in European acts. This concerns in particular the counter-cyclical buffer, the systemic buffer and the specific capital requirements for loans relating to the property sector. In order to guarantee a coherent, optimal macroprudential policy, the use of these instruments should be differentiated across countries depending on the macroeconomic conditions and specific risks. Other instruments, such as the loan-to-value or debt-to-income ratios, will remain within the competence of the national authorities. Very close collaboration between the competent national authorities and the ECB will be vital, especially as, in the absence of fiscal union, it is very largely the Member States that would bear the financial consequences of a systemic crisis. As explained in the part of the Report concerning prudential policy, discussions are in progress in Belgium on setting up an institutional structure to coordinate macroprudential policy at national level.


      The establishment of a banking union is a vital step in the continuing process of European integration. However, it requires the implementation of other fundamental elements. The single supervisory mechanism cannot be coherent and optimal unless a single resolution authority and a common deposit guarantee system are also set up. In the context of common banking supervision, and taking account of the size of cross-border groups in Europe, the absence of a central resolution authority could again destabilise confidence and strengthen the link between bank debts and public debts. In a crisis period, it is essential to be able to take prompt, convincing action. In these circumstances, a central authority would be more effective than a multitude of national authorities. A mechanism of this kind should limit the negative externalities resulting from individual national measures, such as those seen at the time of the resolution of large European cross-border groups during the financial crisis. That is the context in which the Heads of State or Government asked the EC to draft a legislative proposal on the subject during 2013, and to speed up the discussions on the proposal for an EC Directive on the establishment of a framework for the recovery and resolution of failing credit institutions and investment firms, and on a deposit guarantee fund, in order to reach agreement before June 2013. Another question that arises here concerns sharing the financial burden of such actions.

    


    
      (1) For more details, see Boeckx, J. (2012), “What is the role played by the Eurosystem during the financial crisis?”, NBB, Economic Review, September, 7-29.

    


    
      Box 2Does the strong growth of the Eurosystem balance sheet represent a threat to price stability?


      The level of the monetary base, which corresponds to money in its most liquid form  i.e. money that can only be created by the central bank and therefore comprises banknotes in circulation and reserves that banks hold with the central bank, either on their current account or on the deposit facility  has risen considerably in the euro area since the eruption of the economic and financial crisis. That is due to the intermediation role that the Eurosystem has had to play on the interbank markets. On the one hand, solvent banks facing liquidity problems can obtain refinancing from the Eurosystem on attractive terms against appropriate collateral. On the other hand, stronger banks can place their liquidity surplus with a secure counterparty, the central bank. The Eurosystem’s lending to the banks therefore exceeded the consolidated liquidity need of the banking sector, creating a − currently very large − liquidity surplus on the money market, which took the form of recourse to the deposit facility and amounts held on current account in excess of the reserve requirements.


      When the tensions on the sovereign bond markets grew worse  with repercussions on the financing conditions of the resident banking sectors of the countries concerned  this intermediation role increased further, notably following the decision to allow banks to turn to the central bank for refinancing, in December 2011 and February 2012, for a three-year term and at an attractive rate.


      The associated expansion of the monetary base may raise questions about the risk of excessive lending or a derailment of inflation. Although a close correlation has been evident in the past between movements in the monetary base, lending and the broad money supply M3, the first variable is nevertheless not a major determinant of the latter two. In fact, the Eurosystem systematically ensures that banks have the liquidity they need. Previously, it used to match its provision of liquidity to the consolidated liquidity need of the banking sector and since 15October 2008, following the malfunctioning of the interbank market, it has met all requests for liquidity from individual banks at a fixed interest rate. In this way, commercial bank lending is not constrained by the availability of central bank reserves.
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      In reality, individual banks weigh up the risks and returns when deciding to lend to the real economy. For a commercial bank, the liquidity surplus that it holds with the central bank is a secure and highly liquid asset, compared to loans to the real economy, but it yields a penalising interest rate since it is always remunerated at less than the market rate. However, during the crisis, the banks preferred this asset to alternative use of their liquidity offering higher remuneration but entailing a risk. Lending and the money supply in the broad sense therefore remained flat while the monetary base expanded considerably. Yet this does not necessarily imply that the measures taken by the ECB Governing Council did not have a positive influence on lending. In fact, negative supply factors would probably have depressed lending even further if the banks facing a liquidity shortage had been unable to turn to the central bank for refinancing.


      As the expansion of the monetary base did not speed up the expansion of lending, a fact which is also attributable to the relatively weak demand for loans in a sluggish growth environment, there seems little risk at present of inflation becoming derailed. The generally moderate pace of inflation, and particularly underlying inflation, bears that out. Moreover, long-term inflation expectations have always remained at levels compatible with price stability. That is true not only for the forecasts derived from surveys of professional forecasters, but also for those based on financial products such as inflation swaps. Although the latter are close to their historical average, the risk premiums which they include could blur the signal relating to true inflation expectations, especially in a context of financial turbulence. These readings must therefore be interpreted with caution.


      However, vigilance is required to ensure that the expansion of the central bank balance sheet does not lead to a derailment of inflation or a weaker anchoring of inflation expectations. Even if financial stability considerations mean that the Eurosystem must continue to play a major intermediation role  which is reflected in a voluminous central bank balance sheet  the Governing Council still has the means for tightening the monetary policy stance should upside risks to price stability emerge. A first option for the Eurosystem would then be to offer term deposits or to issue debt instruments, generally better remunerated than the deposit facility. These tools could absorb a substantial part of the liquidity surplus, currently depressing the overnight interest rate. During the year under review, that rate in fact stood at levels close to the amount paid on the deposit facility. Another option would be to modify the interest rate corridor, e.g. by increasing it or by raising only the remuneration on the deposit facility. In that case, the overnight rate would also rise.


      If this increase in the overnight rate were to be reflected  albeit only partially  in the rates offered to retail customers, that would curb demand for loans from households and businesses. In regard to the credit supply, the increase in remuneration of assets held with the central bank  be it in the form of term deposits, debt instruments or use of the deposit facility  tends to reduce the opportunity cost of holding surplus liquidity with the central bank. These two effects may moderate lending and hence inflation. These mechanisms should therefore enable the Eurosystem to continue to guarantee price stability in the medium term, despite a large balance sheet.
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      3. Financial institutions


      In Belgium, credit institutions continued the balance sheet restructuring that they had started when the financial crisis first erupted. In 2012, they reduced their exposures to peripheral euro area countries, in particular. At the same time, they refocused their activity on their intermediation business in Belgium on strategic markets: deposits collected from retail customers expanded, and lending generally remained steady. Overall, the position of credit institutions improved in 2012 as regards both their liquidity and their solvency. Nonetheless, application of the Basel III rules means that, in future, they will have to generate sufficient structural profits in a market that has already reached maturity. The solvency of insurance companies also strengthened in 2012, as a result of an increase in the value of their bond portfolios. However, the persistence of low interest rates is a challenge for profitability, especially in the case of life insurance.


      3.1 Banks


      Continued balance sheet restructuring


      The financial crisis that had shown its first warning signs as early as 2007, and reached its height in 2008 and 2009, led to massive restructuring, sales and transfers of activities in the Belgian banking sector. That resulted in a marked reduction in the balance sheet total of the sector as a whole, and within that, a decline in the proportion of the assets held by the leading banks. As stated in the chapter on the euro area (chapter 1), between the end of July 2007 and the end of September 2012, Belgian credit institutions reduced their assets more, in relative terms, than banks in most other euro area countries. While the balance sheet total had contracted in 2008, mainly as a result of Fortis Bank Nederland leaving the consolidation scope of Fortis Bank, credit institutions made substantial adjustments to their balance sheet during the ensuing years, in some cases in accordance with the agreements concluded with the EC in return for capital injections received from public authorities. The balance sheet total of the Belgian banking sector thus dropped from over €1700billion at the end of June 2008 to €1143billion at the end of September 2012.


      The data used in this section come from standardised prudential reporting. They are consolidated data for all the activities of banks under Belgian law. In the case of DexiaSA, these data used to cover only the activities of Dexia Bank Belgium. The exit of Dexia Bank Belgium now Belfius Bank from the Dexia group in 2011 therefore had only a limited impact on the sectoral aggregate used in this section. The prudentialpoints for attention relating to Dexia SA and to KBC are presented in partII.B of this Report.


      Although the sector’s balance sheet total remained close to its end-2011 level, the banks continued to restructure their activities in the first nine months of 2012, modifying the composition of their main sources of credit risk. In response to the escalating sovereign debt crisis, Belgian credit institutions reduced their exposures to the so-called peripheral countries, as they had in 2011, cutting them to €16.3billion at the end of 2011 and €10.3billion at the end of September 2012. This reduction mainly concerned exposures to Spain, Portugal and Greece  notably in the context of the Greek government bond exchange conducted in the first quarter of the year under review and to a lesser extent Italy, the portfolio of Italian government bonds still amounting to around €7billion at the end of September 2012. Conversely, the resident banks’ exposures to other foreign sovereigns and the Belgian State increased in the first nine months of 2012, by €4.1 and €8.2billion respectively. Belgian government bonds held by the banks thus reached a record €69billion at the end of September 2012, an increase of 50% against 2007. At the end of September 2012, the largest exposures to the foreign government sector mainly concerned the Czech Republic and France (17% each), the Netherlands (15%) and Italy (8%).
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      The decline in positions in relation to peripheral States is part of a more general process which began at the start of the crisis, whereby Belgian banks are refocusing their activities on Belgium and on markets where they have built up a strategic presence. In the first nine months of 2012, the proportion of exposures in the form of loans and debt instruments on all Belgian counterparties private and public  increased again to 51% of all loans and debt securities, compared to 27% at the end of 2007. Conversely, claims on foreign counterparties, which account for the other half of Belgian banks’ exposures, declined.


      Some Belgian banks strengthened their strategic presence in central and eastern Europe, so that the total exposure of the Belgian banking sector to countries in that region came to €93billion at the end of September 2012, or 19% of the total exposures to foreign counterparties. Claims on counterparties in neighbouring countries such as France (€71billion), the Netherlands and the United Kingdom (€57billion each), and Germany (€38billion) form the bulk of other foreign claims on Belgian credit institutions.


      The reduction in the position of Belgian banks on foreign countries mainly concerned bank counterparties. Claims on foreign banking institutions, which had already diminished considerably in 2011, contracted by almost €39billion in the first nine months of 2012, dropping below the level of exposures to the foreign non-banking private sector. This fall applies primarily to exposures to the French banking sector, notably Belfius Bank’s claims on Dexia Crédit Local, a subsidiary of Dexia SA. Foreign interbank loans were also down following the measures which certain banks took in anticipation of the entry into force, on 31 December 2012, of the provisions of the Bank’s 15 November 2011 regulation on the capital of credit institutions and investment firms. Under those provisions, the unsecured exposures of Belgian subsidiaries in relation to their parent company or subsidiaries of their parent company based abroad must not exceed the amount of their capital.
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      At the end of September 2012, claims on the non-bank private sector accounted for 44% of total foreign exposures. Most of them were concentrated on the countries of central and eastern Europe (€55billion)  mainly the Czech Republic, Poland and Turkey  but also the Netherlands (€25billion), the United Kingdom (€22billion) and France (€21billion).


      Taking account of activities both in Belgium and abroad, and also including the securitisation operations conducted in the first nine months of 2012, total exposures of Belgian credit institutions to non-financial corporations remained at a level close to that prevailing at the end of 2011, while the amount of loans granted to private customers expanded again in 2012. This lending to retail customers was equivalent to 32% of the total portfolios of loans and debt securities at the end of September 2012, compared to 19% at the end of 2008. Apart from the reduction in interbank lending, this mainly reflects the growth of loans to Belgian households, notably in the form of mortgage credit. Still taking account of securitisation operations, mortgage loans to Belgian households came to €157billion at the end of September 2012, or 4.4% more than at the end of 2011. However, in the Eurosystem’s bank lending survey most of the Belgian banks taking part reported a tightening of credit terms for this type of loan from the second quarter of 2012.


      In conjunction with the expansion of claims on the Belgian private sector, the banks were able to reckon on an increase in retail deposits, which confirms the continuing tendency to revert to traditional banking activities, including on the liabilities side. The banks thus maintained their financial intermediation function. Total retail customer deposits grew from €304billion at the end of 2011 to €318billion at the end of September 2012. If savings certificates are added, customers’ assets totalled €349billion. The proportion of funding obtained via retail customers increased from 27.9% of the funds collected at the end of 2008 to 41.8% at the end of 2011 and 43.5% at the end of September 2012. Savings deposits were the main source of this growth. Despite a fall in the yields offered and competition from more aggressive foreign players operating via their Belgian subsidiaries, Belgian banks recorded a further expansion in this type of deposit, which reached, for all credit institutions, a record €230billion at the end of September 2012. The ratio of loans to non-bank counterparties as a percentage of deposits collected from those same counterparties (the customer loan-to-deposit ratio) was steady at around 90%.
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      Wholesale deposits comprising interbank loans contracted sharply again in the year under review. It was mainly short-term wholesale financing that declined in the first nine months, dropping from €308billion at the end of 2011 to €249billion at the end of September 2012. This fall, which primarily concerns the secured element, is due largely to the Belgian banks’ recourse to Eurosystem financing and, more specifically, the lengthening of the maturity of the advances received. Large-scale participation in the Eurosystem’s second three-year refinancing operation (Longer-Term Refinancing Operation or LTRO) in February 2012 significantly bolstered the Belgian banks’ long-term borrowings from central banks, up from €18billion at the end of 2011 to €40billion at the end of September 2012. Short-term borrowings, which include in particular the Main Refinancing Operations (MROs) and the Emergency Liquidity Assistance (ELA), declined over the same period from €32 to €2billion. Although, at the end of September 2012, the total gross financing obtained from the Eurosystem stood at €42billion, which was lower than at the end of 2011, it reached only €12billion on a net basis, i.e. after taking account of the Belgian banks’ assets with the Eurosystem. This marked difference between the gross and net figures underlines the prudence of some institutions, seeking cheap medium-term funding in a situation where that source is difficult to access, particularly at reasonable cost. However, the introduction of the covered bond system in Belgium by the Law of 3 August 2012 should enable Belgian banks to extend the average duration of their wholesale financing on a lasting basis. Two large banks announced their covered bond programme in the fourth quarter of the year under review; they arranged an initial issue during December. The rules governing this new system are described in more detail in part II.A.
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      Improvement in liquidity


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


      Since the required liquidity is calculated on the assumption that withdrawals from retail customer deposits will be less than in the case of other short-term funding sources, the reduction in short-term wholesale financing and greater recourse to retail deposits helped to bring down the level of the required liquidity as simulated by the ratio. At the same time, the buffer of unencumbered liquid assets available to the Belgian banks expanded in the first nine months of 2012 from €191 to €239billion. That growth mainly reflects the inclusion of government-backed securities acquired by Belfius Bank in exchange for funding granted to Dexia Crédit Local, new securitisation operations and sales of loan portfolios and larger deposits with central banks. This combination of a fall in the numerator and a rise in the denominator led to an improvement in the regulatory liquidity ratio set by the Bank. To meet the regulatory requirements, the ratio must be equal to 100% or less. Calculated for the sector as a whole, it declined from 83% at the end of 2011 to 68% at the end of September 2012, though that does mask variations between individual institutions.


      The application of the Bank’s liquidity ratio anticipates the future implementation of the two ratios introduced by the new Basel III rules: the liquidity coverage ratio (LCR), which was finalised at the beginning of 2013 and aims to attenuate short-term liquidity risks, will be phased in from 2013, while the net stable funding ratio (NSFR), intended to improve the banks’ structural liquidity position, is to enter into force in 2018. In methodological terms, the LCR is comparable to the Bank’s regulatory ratio though it is based on different parameters, definitions and assumptions for the simulated liquidity crisis scenario. PartII.B takes a more detailed look at recent developments concerning the calibration of the LCR.


      These two ratios form part of a set of new proposals put forward by the Basel Committee in July 2009, in response to the financial crisis; they aimed first to strengthen international prudential standards concerning solvency, and then to introduce uniform liquidity requirements.


      Boosting profitability to strengthen solvency


      In regard to solvency, the first proposals, known as Basel 2.5, were applied from 31 December 2011. The BaselIII rules, presented in more detail in the Bank’s 2011 Report, will be introduced in stages. The implementation date will depend on the conclusion of the negotiations between the European Parliament and the European Council on the new Capital Requirements Directive (CRD IV).


      The reduction in the size of the Belgian banking sector’s balance sheet and the government aid received in recent years enabled credit institutions to improve their solvency ratios. Although the banking sector’s Tier 1 ratio, currently calculated according to the Basel 2.5 rules, reached a substantial 15.4% at the end of September 2012, the application of Basel III will have a major impact on its main determinants. In fact, these new rules will increase the requirements considerably, since they will affect both components of the capital ratio simultaneously, by tightening up the regulatory capital definition and thresholds, and by raising the risk weighting coefficients of various asset categories.


      To comply with these new solvency rules, Belgian banks are essentially counting on retained earnings. The banks which have received government injections of capital will also have to earmark part of the profits for repaying those loans. At the end of the year under review, KBC repaid the whole of the aid received from the Belgian federal State. The Bank made its approval of that operation conditional upon a substantial increase in capital, which KBC achieved by means of a share issue at the end of 2012 and an additional issue of non-diluting capital instruments in January 2013.
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      In the first nine months of 2012, Belgian credit institutions recorded profits of €1.7billion, compared to 0.3billion for the corresponding period of 2011. That growth is due primarily to the sharp fall in provisions and impairments, down from €3.1billion in the first nine months of 2011 to €1.3billion in 2012.


      Very little of this marked fall is due to the change in impairments on loans and receivables, which stood at €1.3billion in the first nine months of 2012, compared to €1.5billion in the corresponding period of 2011. As in 2011, KBC Bank made substantial provisions on its loan portfolio in Ireland. As a percentage of the outstanding total of the loans granted, the loan loss provisions represented 25 basispoints in annualised terms, i.e. less than the figure for the same period in 2011 (29points) and well below the 2009 figure (54points). In the future, however, the currently low level of these provisions is expected to rise, notably in view of the deterioration in the economic climate and the associated increase in the percentage of bad debts. Traditionally, these provisions are recorded mainly in the fourth quarter of the year, when banks undertake a more detailed review of their loan portfolios. However, the percentage of bad debts has already risen during the year under review, up from 3.3% at the end of 2011 to 3.6% at the end of September 2012, partly on account of a deterioration in the quality of the portfolios of loans to non-bank corporations. While claims on foreign counterparties had represented the majority of the defaults in previous years, banks whose activities centre mainly on Belgium were also affected in 2012, indicating that the decline in the quality of the loan portfolios is more general than in the past, though with the exception of claims on retail customers.


      It was mainly other impairments and provisions that declined overall. Whereas they had reached €1.6billion in the first nine months of 2011, they were marginal in 2012. The inclusion of provisions totalling €0.8billion for the future disposal of a number of activities by KBC Bank was offset by the write-back from provisions, originally recorded in 2011, on debt instruments, mainly following the losses made on the exchange of Greek government bonds during the first quarter of the year under review. However, the positive impact of the latter transaction on the provisions was counterbalanced by a negative effect on the result for financial instruments so that, in net terms, the total impact on profits was minimal in 2012.


      In the first nine months of 2012, the Belgian banks in fact recorded a loss on financial instruments amounting to €103 million, though that loss is smaller than the figure for the corresponding period of 2011 when heavy losses had been recognised on assets and liabilities recorded at their market value, notably collateralised debt obligations (CDOs) and equities. Total non-interest income was down to €4.1billion in the first nine months of 2012, against €4.4billion in 2011, as the slight increase in net fee and commission income was more than offset by the fall in other sources of non-interest income, such as exchange differences.
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      Net interest income was down slightly, from €10.5billion in the first nine months of 2011 to €10.4billion for the corresponding period of 2012. The principal income source for Belgian credit institutions, net interest income accounted for 72% of operating income at the end of September 2012, whereas the figure for the same period had been 65% in 2011 and 50% in 2007.


      The main factor behind the virtual stabilisation of net interest income is the persistence, in 2012, of an interest rate structure favourable to intermediation activity between short-term liabilities and long-term assets, as is evident from the spread between ten-year interest rates and the one-month interbank rate. This rate structure combined with the low level of interest rates for the banks’ refinancing at the Eurosystem and the decline in the yield offered on certain types of deposit enabled the Belgian banks to compensate for the negative impact of various factors on their intermediation margin. First, when wholesale market funding was available, it was very expensive in 2012. Second, the low level of interest rates reduces the benefit that credit institutions can derive from very cheap resources, such as sight deposits. Third, in a context of persistently low interest rates, high-yield securities reaching maturity or sold to reduce risk exposures to peripheral States had to be replaced with securities offering a lower yield, such as Belgian government bonds. This process whereby interest rates adjusted to new market conditions was also evident in customer loans.
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      While this last factor depressed the margin generated on long-term assets, that margin was also influenced by the banks’ commercial policy on new lending, as is evident from the difference between the interest rates on long-term loans and the cost of funding them. In 2012, the Belgian banks raised their commercial margin on long-term transactions, a move which they also reported in the Eurosystem’s bank lending survey; this underpinned their overall interest margin. The difference between, on the one hand, the interest rate on mortgage loans with an initial fixed-interest period of more than ten years or long-term loans to non-financial corporations and, on the other hand, the ten-year and five-year OLO yields widened considerably in 2012. However, it is worth noting that the OLO yields give only a general indication of the fluctuations in banks’ funding costs, as those costs do not automatically mirror movements in the yield on Belgian government bonds. The commercial margin which Belgian credit institutions make on their long-term transactions therefore need not coincide with the spread between the debit interest rates and OLO yields, particularly when the latter are highly volatile, as was the case at the end of 2011, owing to the intensification of the sovereign debt crisis, exacerbated by the political uncertainty in Belgium, or during the second half of 2012 when, under the influence of a more favourable outlook, the quest for high-quality assets drove down the interest rate on Belgian government bonds.
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      The operating expenses of Belgian banks increased only slightly, from €10.2billion in the first nine months of 2011 to €10.3billion in the corresponding period of 2012. However, this virtual stabilisation of operating expenses was accompanied by a decline in operating income so that the cost/income ratio stood at 71% at the end of September 2012, exceeding the ratio recorded in 2011 (65%). This reflects the growing difficulty which credit institutions experience in covering their operating expenses out of income from a smaller base of income-generating activities. It also raises the question of the adjustment of some business models in view of the need to generate sufficient profits to meet the Basel III requirements on a mature Belgian banking market. In the second half of 2012, the leading credit institutions announced measures to rationalise their activities, aimed in particular at keeping their operating expenses under control.


      3.2 Insurance companies


      The situation of insurance companies recovered in 2012 but nevertheless remains fragile


      Profitability


      The profitability of Belgian insurance companies improved considerably during 2012, since the sector’s net profit came to €1.9billion over the first nine months, thus regaining the levels prevailing before the 2008 crisis. This result contrasts with the loss of €0.9billion posted in 2011.


      All the main components of the profit and loss account contributed to this recovery. In contrast to 2011, in the life insurance technical account the expansion of investment income to €7billion more than offset the normally negative results on insurance business (6.1billion). On the non-life insurance technical account, profits have been rising since 2008, though without equalling their previous level. Finally, the balance on the non-technical account contrasts with the succession of losses recorded in the previous four years.
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      This generally favourable result for the first nine months of 2012 is, however, insufficient to iron out the divergent underlying trends between the life and non-life sectors. For the past ten years, the profitability of life insurance has been dwindling to a worrying extent, in contrast to that of non-life insurance.


      In regard to non-life business, the improvement in profitability which had begun in 2011 was confirmed in 2012. The net combined ratio, which compares the total cost of claims and operating expenses to net premium income, remained below the 100% mark, showing that insurance companies are maintaining a sound balance between insurance costs and premium income. The increases in premiums resulting from tariff adjustments introduced since 2011 helped to restore the profitability of the non-life sector.


      From a purely accounting perspective, the steady erosion of life insurance profitability up to 2011 could be attributable to various factors, as the detailed information needed for that analysis for the year under review was not available when this Report was finalised. A first factor lies in the declining demand for this type of product. Thus, premium income had dropped to €18.7billion in 2011, compared to €19.3billion in 2010, its lowest level since 2003. This weaker demand for life insurance products is due partly to households’ increased preference for more liquid investments, against the backdrop of sluggish economic activity and great uncertainty on the financial markets. Moreover, the predominance of the “bancassurance” business model in Belgium may have driven banks facing a substantial need for liquidity to channel household savings into banking products rather than life insurance contracts. Finally, the fall in the remuneration on new life insurance contracts makes these products rather unattractive in the current low interest rate environment.


      However, the trend of recent years was halted in the first three quarters of 2012, as premium income rose to €15.1billion against €13.5billion in the corresponding period of 2011. That change may have become even more marked in the final quarter of 2012, as households perhaps anticipated the tax increase on premiums paid for class 21 and 23 insurance contracts, up from 1.1 to 2% on 1January 2013.


      In addition, the book result of life insurance in 2011 was also depressed by payment of the contribution to the Protection Fund. Membership of that fund became compulsory for all insurance companies offering class 21products governed by Belgian law, excluding second-pillar pension products; the annual contribution amounts to 0.15% of the inventory reserves for those products. Although this government protection scheme entails an immediate cost, it could make life insurance products somewhat more attractive to households, who now exhibit greater risk aversion when investing their savings.


      [image: 24246.png]


      A third quite significant factor contributing to the decline in the profitability of life insurance is the fall in the return on assets. The low level of interest rates penalises insurance companies which invest on a massive scale in government bonds; yields have plummeted, especially on Belgian bonds. Life insurance is the most affected, as interest rates have a greater impact on long-term business where investment income is the main source of profit.


      Finally, insurers in the life sector have gradually had to form additional reserves to cater for the effects of the materialisation of the interest rate risk. Under the prudential regulations, they have to form additional reserves to cover a shortfall in the return on the assets in relation to the discount rate used to calculate the technical reserves, i.e. the rate on which insurers base their future commitments to policy-holders. In 2011, the cumulative additional reserves, an increase in which has a negative effect on the book profit of life insurance, came to €2.5billion.


      Solvency


      The rise in profitability was accompanied by a slight improvement in the regulatory solvency margin of insurance companies in 2012, though without restoring the pre-crisis figures. That margin comprises an explicit component which essentially includes the own funds and subordinated debts, and an implicit component consisting mainly of part of the unrealised capital gains, subject to the approval of the Bank in its role as the prudential authority.


      The residual capital gains form a hidden reserve which strengthens solvency. The solvency margin adjusted to take account of all unrealised gains and losses has been highly volatile in recent years. The realisation of certain assets  notably government bonds and equities  which had begun in 2011 and continued in 2012, reduced the outstanding amount of unrealised losses on the investment portfolio, thus helping to improve the adjusted cover ratio. Moreover, the current low level of interest rates is driving up the market value of the bond portfolio, and that effect is multiplied for very long-term bonds. That is why the unrealised gains on bonds and other fixed-interest securities reached unprecedented levels of €8.4 and €15.3billion respectively in the third quarter of 2012. Consequently, the adjusted solvency margin recovered strongly in the second and third quarters of 2012. However, it should be pointed out that the unrealised gains on government bonds are not calculated, in principle, as those bonds continue to be recorded at their acquisition value in accordance with the underlying assumption that they will be held to maturity.


      According to the future EU rules known as SolvencyII, the balance sheet must be based on market values so that the regulatory solvency margin takes account of the impact of economic and financial conditions and the underlying risks.
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      The continuing low level of market interest rates presents a challenge


      Owing to their balance sheet structure, life insurance companies are particularly sensitive to interest rate conditions. Although in 2012 they were able to take advantage of the decline in interest rates by realising gains on certain bond portfolios, a long period of low interest rates such as that seen from the start of the millennium up to the intensification of the sovereign debt crisis in Europe, and then again in 2012, is a challenge in terms of the profitability outlook. The reinvestment of coupons is less lucrative, and maturing bonds are replaced with bonds offering a smaller yield. Since the new investment opportunities are less profitable, the effective return on the assets may become insufficient to cover the rates guaranteed by past contracts. That situation arose in 2011, since the effective returns on investment covering class 21 contracts, which had stood at 4.28% in the previous year, slumped to barely 2.81%, while the average guaranteed yield was only down slightly from 3.22% in 2010 to 3.17% in 2011. The average return on investment was thus lower than the guaranteed yield, for the first time since 2008 when the return had dropped to a historic low of 0.40% at the height of the financial crisis.


      The insurance companies adapted to this context by offering contracts more in line with market conditions, thus contributing to a reduction in the average guaranteed return on class 21 contracts. At the end of 2011, around 83% of the class 21 inventory reserves were held by insurance companies which at that time were offering a guaranteed return of 3.25% on average, taking all their contracts together.
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      Analysis of the data broken down by contract rather than by company reveals that, on that same date, contracts concluded in the past and still offering a guaranteed return of more than 4.5% amounted to €31.7billion, or around 20% of the inventory reserves. Most of those contracts offered a nominal return of 4.75%, the legal maximum for that type of contract up to June 1999; they totalled €30.5billion, or around 19% of the class 21 reserves. Contracts offering a guaranteed return of 3.25% were the most common  with reserves of €35.3billion because, spurred on by competition, the insurance companies tended to offer a guaranteed return corresponding to the minimum stipulated for employers’ contributions paid under the supplementary pension system (second pension pillar). Even so, the reserves came to €11.8billion for contracts offering a return of 3.75%, similar to the minimum return stipulated for personal contributions to supplementary pensions and to the statutory maximum for guaranteed returns in force since July 1999.
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      [BOX 3]


      It should likewise be noted that, under the future SolvencyII rules, a decline in long-term interest rates will also lead to a rise in the discounted value of the liabilities, consisting mainly of the technical provisions for life insurance business. That increase will often outstrip the rise in the market value of the bond portfolio because, in life insurance, the average duration of the liabilities traditionally exceeds that of the assets, therefore resulting in a loss on the net present value of life insurance companies. Conversely, a rise in interest rates reduces the market value of the liabilities and the assets; this particularly affects bond investments on which the unrealised losses are greater the longer the duration. However, rising interest rates may also encourage policy-holders to buy up contracts on which the guaranteed yield is less than that offered by other investment opportunities.


      Since the risk of a drop in interest rates is significant, some insurance companies have adjusted their asset and liability management, partly by using derivatives, which not only give them protection against a fall in interest rates but also enable them to meet profitability targets, and partly by improving the average return on the assets, e.g. via repurchase transactions. Owing to the low yield on bond investments, insurance companies might tend to shift their assets towards other types of long-term investment, such as corporate credit or mortgage markets. While these alternatives offer a better yield, they present greater credit and liquidity risks.
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      In regard to bond investments, the reason for the predominance (44.2%) of government bonds in the investment portfolios of covering assets held by life and non-life insurance companies is that, in the past, these bonds have always been treated as risk-free assets owing to the very low probability of counterparty default. This type of instrument was considered ideal for safeguarding sums invested in the long term. In the context of excessive government debt levels and the downgrading of some countries’ ratings, the sovereign debt crisis revealed the existence of the risk that bonds issued by governments might not be redeemable. In 2011 and 2012, in order to reduce their exposure to the peripheral countries, insurance companies therefore realised part of their portfolio or wrote down the value of their securities issued by those countries. In so far as the proceeds from those sales were reinvested mainly in Belgian government bonds, this tactic concentrated exposures on the domestic market. While that restructuring may reduce the credit risk, it could increase the risk of concentration and depress profitability, since some of the bonds realised offered yields well in excess of those on Belgian government bonds. Overall, investment in government bonds as covering assets, consisting predominantly of bonds issued by euro area Member States, came to almost €104billion in the third quarter of 2012.


      In 2012, the structure of the financial assets covering class 23 contracts also changed, as the proportion of corporate bonds increased fivefold from 4% in 2011 to 22% in the third quarter of 2012.
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      In total, in 2011, the various gains and losses recorded on all transactions aimed at adjusting the investment portfolio structure  taking all instruments together and for all assets, whether providing cover or not  had produced net losses with an impact of €3.7billion on the net result of the sector. In contrast, that impact was positive for the first nine months of 2012, at €0.7billion.


      The trend towards concentrating insurance company investments on national sovereign bonds is a sector-specific sign of the fragmentation of financial markets along national borders, similar in scale to that mentioned previously for the banking sector. Whereas in 2009 Belgian government bonds represented less than 30% of the Belgian insurance sector’s exposure to sovereign bonds issued by euro area countries, they accounted for more than half of that exposure from 2011, and even reached 62% in the third quarter of 2012. The corollary is a substantial reduction in exposures to peripheral countries, including Italy, in both relative and absolute terms.


      The Belgian insurance sector’s exposure to monetary financial institutions, which is virtually confined to covering assets, is based largely on bonds (94%) and to a lesser extent on UCI units (5%) and equities (1%), while derivatives are negligible. At the end of the third quarter of 2012, the book value stood at €30.1billion and the market value came to €31.5billion; it was divided mainly between France (26.5%), Germany (13.7%), the United Kingdom (12.4%), the Netherlands (10.3%) and Spain (8.4%). The exposure to Belgian monetary institutions came to barely 1.4%. Securities issued by monetary financial institutions represented around 13% of the covering assets.


      Although, according to the accounting figures for 2012, the insurance sector seems to be recovering somewhat from developments on the European financial markets which had previously depressed its results, the sector nevertheless remains vulnerable.


      While scaling down investment in sovereign bonds in certain peripheral countries has reduced the credit risk, the heavy weighting of national bonds means a danger of concentration, and confronts insurance companies with a decline in the returns on their investment portfolio.


      Insurers are also subject to an interest rate risk owing to their commitment to guaranteeing a minimum return for certain contracts which, in a persistently low interest rate environment, will put stress on the sector’s profitability. The search for alternative investments to make up for the low bond yields implies the management of additional risks (credit risk and liquidity risk) which were not previously significant for the insurance sector. A start has already been made on modifying the contracts offered to make them more appropriate to market conditions, and to make it easier to cover them against the interest rate risk. The gains realised in 2012, so long as they have not been paid out, form reserves which could underpin returns in the years ahead.
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      Box 3Guaranteed group insurance yields in the context of low returns on financial assets


      In view of the long duration of life insurance contracts and the significance of the associated interest rate risks, there are prudential regulations in Belgium governing the yield guaranteed by insurers. There is a statutory maximum return which takes account of changing market conditions and, in particular, the movement in government bond yields; thus, since 1999, the guaranteed return must not exceed 3.75%. Since interest rates have fallen, many insurers nowadays only guarantee yields significantly below this maximum. Nevertheless, that is not a general trend, particularly for group insurance, owing to the rules on minimum yields to be guaranteed for supplementary pensions.


      To protect scheme members, the Belgian Law on Supplementary Pensions stipulates an annual minimum return of 3.75% on members’ contributions and 3.25% on those paid by employers. These statutory minimums no longer correspond to the reality of market interest rates. However, employers are putting pressure on insurers to guarantee them because they want to protect themselves against their legal obligation to make up the difference in relation to the minimum returns on group insurance contracts providing supplementary pensions.
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      The amounts involved are not trivial since, at the end of 2011, 27% of the inventory reserves relating to class21 concerned group insurance, worth €44billion, of which €38billion related to contracts offering a guaranteed return of 3.25% or more.


      Taking account of the downward trend in yields on government bonds  the main instrument in insurers’ investment portfolios  it will be difficult, if not impossible, for insurers to maintain the link between the guaranteed returns that they offer on group insurance and the statutory minimum returns on supplementary pensions. Apart from purely management considerations, there are also legal constraints since, under the forthcoming European rules on solvency, known as Solvency II, the minimum level of insurance companies’ capital will be determined according to the risks incurred.


      In these circumstances, the Bank proposed lowering the reference rate for long-term life insurance transactions to 2% from 1 January 2013. Since that proposal was not implemented, the Bank reminds insurance companies that the regulations set a general principle of prudence by stipulating that the premiums must be sufficient to cover the benefits and costs, taking account of the income from the covering assets. It will therefore ensure, via its prudential policy, that every insurer applies an interest rate compatible with its risks and costs.


      In the current environment of low returns on low-risk assets, insurance companies will therefore be increasingly obliged to offer rates lower than those stipulated by the Law on Supplementary Pensions. However, it should be noted that, in this case, the obligation on employers to make up the difference will mean a significant increase in labour costs.
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      4. Financial situation of the Belgian non-financial sectors

    


    
      In a context of great uncertainty and fragmentation of the euro area financial markets, Belgium’s net financial assets are a factor of stability. Keen to exercise caution, and despite the low yields, households increased their savings deposits in 2012 at the expense of riskier assets. Their debt ratio also continued to rise owing to a further expansion of mortgage lending, although the pace of that expansion was slower than in the previous year. Leaving aside the traditionally substantial financial flows between associated companies, non-financial corporations expanded their use of financing via bond issuance. However, bank loans remain a major source of external funding, particularly for SMEs. In that regard, interest rates fell in 2012, but the other credit terms were tightened. The Treasury benefited from the sharp fall in market rates during 2012.


      4.1 Overall financial position of the Belgian economy


      Belgium has net financial assets


      Together with the Netherlands, Germany and Finland, Belgium forms a small group of euro area countries with net claims on the rest of the world. In those countries, the domestic sectors taken as a whole have financial assets in excess of their liabilities. In the case of Belgium, this favourable position is due to the size of the net financial wealth of the private sector which, at 108% of GDP at the end of 2011, exceeded the net liabilities of general government. More specifically, the net financial assets of Belgian households, expressed as a percentage of GDP, is the highest (203%) among the euro area Member States for which these data are available.
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      This situation is due to the formation of substantial foreign claims resulting from the accumulation over the years of surpluses on the current account with the rest of the world. It is undeniably a factor of financial stability in a context where the smooth flow of financial transactions within the euro area is hampered by the tendency towards financial market fragmentation. In that regard, as shown by box1 on this subject (section1.1), the countries facing higher interest rates generally have sizeable net debts in relation to the rest of the world.
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      Although the value of the total net financial assets of the Belgian domestic sectors remained positive, at €60billion or 16.1% of GDP in September 2012, it was €39.2billion down against the end of the previous year. This contraction was due solely to negative revaluation effects amounting to €42.7billion, concerning existing financial positions, as the stock market rally boosted the value of the share capital on the corporate liabilities side to a greater extent than the value of the portfolios held by Belgian residents. Conversely, new net financial assets were acquired in other countries in the sum of €3.5billion.


      These new net financial assets were formed in a context of economic gloom which encouraged economic agents to step up their savings and rein in their capital investments. The concern for caution is also evident in the composition of these claims, since it is mainly the assets that households keep in the form of savings deposits that increased. The financial transactions of the domestic sectors therefore helped to boost the net external position by €3.5billion, a figure similar to that for the first nine months of 2011 when the financing surplus of the domestic sectors stood at €3billion. Although this result was comparable overall, there were changes in its composition. First, for both households and non-financial corporations, the accumulation of net financial assets was lower in the first three quarters of 2012 than in the corresponding period of 2011. For households, the figure was down from €14.6 to €8billion, notably on account of the slower rise in their disposable income, and for non-financial corporations it was down from €19.6 to €5.1billion. However, the financing balance of non-financial corporations remained positive, as the economic uncertainty had inhibited investment in real assets. Also, financial corporations recorded a positive financing balance of €3.8billion, whereas that balance had been negative in the previous year. General government contracted new net financial liabilities in the first three quarters of 2012 amounting to €13.3billion, which was less than in the corresponding period of 2011 (15.8billion).


      Although the net external position attracts greater attention in the current circumstances, the gross debt ratio of economies has also been the focus of close scrutiny since the eruption of the financial crisis. Thus, the private and public gross debt ratios are among the indicators taken into account in the EU’s macroeconomic imbalance procedure (MIP). In addition, recent empirical research suggests the existence of thresholds beyond which debts have an adverse impact on economic growth.


      As explained in box7 of the 2011 Report, debt levels particularly in the private sector must nevertheless be interpreted with caution, as they depend on the definition used. In contrast to the non-consolidated concept used in the MIP scoreboard, the Bank takes the consolidated debt ratio for both the private and the public sector; that ratio is obtained by deducting from the non-consolidated debt ratio of each institutional sector the funding received from other entities in that same sector. It concerns more particularly loans between non-financial corporations.


      Total debt ratio is down slightly


      While the figures for Belgium’s net external position are good, those relating to the total debt ratio of the non-financial sector are less favourable, the main factor being the high level of the public debt. However, the total debt ratio dipped very slightly during 2012, the decline being attributable to the private sector and, more particularly, to non-financial corporations.


      At the end of 2011, the total consolidated debt ratio of the non-financial sector (general government, households and non-financial corporations) stood at 242% of GDP, putting Belgium above the euro area average (229%). That situation is due to the relatively high public debt (97.8% of GDP), which like that of eleven other EMU countries exceeds the reference value in the Maastricht Treaty, namely 60% of GDP. The private sector debt ratio (143.8% of GDP) was close to the euro area average (141.3%). That is below the threshold of 160% of GDP set in the MIP, except that it does not apply to the non-consolidated debt.


      During the year under review, Belgium’s public debt grew from 97.8 to 99.6% of GDP. Conversely, the private sector debt ratio was down from 143.8 to 139.9% of GDP in September 2012. That decline is due entirely to non-financial corporations, whose debt ratio fell by 4.9 percentage points during the first three quarters of 2012 to 84.6% of GDP at the end of September. In contrast, the household debt ratio was up by 1percentage point at 55.3% of GDP.


      The slight fall in the non-financial private sector debt ratio evident from the latest data for Belgium does not yet mean a reversal of the trend. In the euro area, the gradual debt reduction by the non-financial private sector in progress since mid-2010 has continued. That has been accompanied by weak expansion of bank lending and, in a number of countries, a property price correction. However, there is no question as yet of any significant debt reduction by households and non-financial corporations in the euro area, as their debt has fallen by 1.2 and 1.7percentage points respectively from the peak, declining to 65.6 and 75.6% of GDP.


      In Belgium, movements in the debt burden have been accompanied by stronger expansion of bank lending to the private sector than in the euro area, where growth became negative from June onwards. Nonetheless, despite the persistently low interest rates, Belgium also recorded a slowdown in bank lending, be it to households or to non-financial corporations, owing to the combined effects of slackening demand and tighter credit conditions other than interest rates from the second quarter onwards. The decline in the annual growth of bank lending was primarily apparent for non-financial corporations, as the rate of expansion dropped from an average of 4.2% in 2011 to 2.1% in 2012, while lending to households continued to grow at a relatively rapid rate, averaging 5.5% in 2012, compared to 6.8% in the previous year.


      Moreover, a number of tendencies can be seen regarding the funding sources of the various sectors. For instance, there has been a shift from bank lending towards non-bank credit in the non-financial corporations sector, owing to highly favourable financing conditions on the corporate bond market; there has also been a shift from foreign banks to resident banks. Box 5 in this chapter analyses these developments in more detail. For the government, too, the domestic sectors are playing an increasing role in funding the public debt. These phenomena may be attributable to the decreasing financial integration in the euro area since the financial crisis.


      4.2 Households


      The value of total net assets of households  which includes both their net financial assets and their real estate increased by €63.9billion in the first nine months of the year under review. That growth is due mainly to the gains generated by the rising prices on the financial markets, particularly on the stock markets. Belgian households also continued to invest in new financial assets. As in previous years, the precautionary motive was the main factor determining savers’ behaviour, favouring investment in risk-free instruments such as bank deposits and certain life insurance contracts. This was accompanied by an increase in household debt, mainly via mortgage loans.


      The balance of financial transactions contributed €8billion to the increase in households’ net financial wealth during the first nine months of 2012. However, their financial surplus declined considerably compared to the net savings built up in 2011. The formation of financial assets, down to €14.9billion, slowed more sharply than the formation of new financial liabilities (€7billion). The low interest rate level, which generally tends to depress the formation of assets and boost the expansion of households’ financial liabilities, was a key factor here, as was the uncertain economic environment.
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      In parallel with the further growth of net financial assets, the increase in the real estate assets owned by households persisted during the year under review. Overall, in 2012, total net assets of households maintained the rise evident since the beginning of 2009, increasing from €1818billion at the end of 2011 to €1882billion on 30 September in the year under review. The amount of households’ financial assets stood at €1003billion on 30 September 2012, compared to €954billion at the end of the previous year. Households’ financial liabilities totalled €211billion, against €205billion at the end of 2011. Finally, households’ real estate was estimated at €1090billion on 30 September 2012, against approximately €1069billion at the end of 2011.
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      Formation of financial assets still shows signs of high risk aversion


      Despite the decline in the already low yields which were even negative in real terms for some products households maintained their financial asset formation, driven by a precautionary motive due to the persistent economic uncertainty. In that situation, most of them opted for financial instruments regarded as secure since, during the first nine months of 2012, riskier assets made up only 14.4% of households’ new financial investment. This risk aversion has been evident since the outbreak of the financial crisis. According to the initial findings of the Eurosystem survey on the financial behaviour of households, the financial crisis triggered a twofold flight to greater security: on the one hand, from equities to bank accounts, and on the other hand, from bank accounts to real estate.
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      Apart from the quest for less risky assets, households’ investment behaviour was also influenced by changes in the taxation of income from savings. On 1January 2012, the tax rate on income from many investment instruments was raised from 15 to 21%. This applied, in particular, to sight and term deposits, and to savings notes and bonds. The second tax change concerned the introduction of a supplementary 4% tax on income from movable property in excess of €20020 (threshold applicable to income in 2012). For the purpose of implementing this measure, income from movable property with the notable exception of exempt interest on regulated savings accounts  will have to be reported in 2013 tax returns if the total exceeds €20020. Below that figure, a sworn statement will suffice to gain exemption from the additional tax. However, taxpayers who have asked their bank to deduct this tax in full discharge need not mention the income in their tax return, but in this case the additional 4% will have been charged at source on all the income received. This regime will apply automatically in the future, with effect from income in 2013, since the government has decided to set a uniform 25% rate for the general withholding tax on income from movable property, while restoring its character as payment in full discharge. However, the 15% withholding tax continues to apply to interest on regulated savings deposits beyond the exemption threshold. That threshold was €1830 for income received in 2012.
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      In this context, households preferred savings deposits to financial market investments. Once again, they put large amounts of savings into bank deposits, ideal instruments for precautionary savings. Viewed overall, banknotes, coins and deposits attracted €15.1billion during the first nine months of the year under review, far more than the other financial asset classes which together recorded net disinvestment amounting to €0.2billion.


      More specifically, in regard to deposits, the formation of savings deposits amounted to €11.1billion, while term deposits recorded a net outflow of €2.1billion. When basic net returns are similar, at around 1%, it is hardly surprising that households preferred savings deposits, in view of their greater liquidity and the loyalty bonus that they offer. Moreover, changes to the tax rules applicable to movable property may have worked in favour of savings deposits.


      Yields on fixed-interest securities declined overall during the past year. The rise in prices to a record high enabled the most active investors to pocket a capital gain by reselling their securities on the secondary market before maturity, while the trough level of bond yields combined with the increase in withholding tax made new bond investments rather unattractive for savers. Overall, households reduced their positions in fixed-interest securities by €6.4billion. For comparison, in the first nine months of 2011, they had made net acquisitions of fixed-interest securities totalling €4.2billion. In particular, subscriptions to State notes were minimal at barely €142 million over the whole year under review, whereas they had raised over €6billion in 2011. In that year, when the tension on the sovereign bond markets was at its height, the last issue had enjoyed unprecedented success, owing to very attractive rates and a withholding tax kept, by way of exception, at 15%.
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      Despite a fall in the guaranteed yields for beneficiaries of class 21 contracts, following the decline in the return on reserves, households boosted their position with insurers and pension funds for a net total of €6.5billion. Admittedly, income from insurance products is exempt from withholding tax so long as the contracts have an effective duration of more than eight years.


      On the other hand, there was hardly any change in holdings of UCI units or shares and other equity in the first nine months of the year under review. While households invested a further €1.1billion in shares and other equity, they cut their investment fund exposures by a similar amount.


      Despite the absence of significant transactions, the household portfolio of risky assets  be it equities, fund units or class 23 insurance products  benefited greatly from the generally favourable market effects. In other words, during the first nine months of last year, their financial assets appreciated by €34.9billion as a result of rising stock markets and exchange rate effects. [BOX 4]


      Further increase in the debt ratio


      As already mentioned, households in general continued to borrow, so that their debt ratio maintained its upward trend to reach 55.3% of GDP. Despite the uncertain climate and some house price stabilisation, mortgage loans recorded the largest rise. That is in line with an upward trend evident since 2005. The expansion of consumer loans was more moderate, at least in absolute terms. However, the increase in the debt ratio of households as a whole needs to be qualified. First, the household debt level is still fairly low compared to the euro area average, for example. Moreover, the recent findings of the bank lending survey reveal that demand for housing loans is slowing down. Finally, the statistics on defaults in the case of lending to individuals do not so far record any structural increase.


      Mortgage lending remained at a high level overall, with new mortgage loans continuing to exceed redemptions by €6billion in the first nine months of the year under review. That growth took household mortgage debts to €171billion at the end of September 2012, 3.6% above the outstanding total of housing loans at the end of 2011.


      [image: 21920.png]


      However, during the first nine months of last year, the year-on-year change for new mortgage loans (excluding refinancing) was 6.5%. That fall was evident mainly in the segment comprising loans for renovation work (whether or not combined with the house purchase) and to a lesser extent in that comprising loans to finance a new house. The economic crisis, uncertain outlook and disappearance of certain tax incentives undeniably inhibited households’ property projects. These factors also contributed to a stabilisation of property prices during the first half of 2012, which is examined in box 4.


      The slight slowdown of growth in mortgage lending is due both to the reduction in supply and to the contraction in demand for loans. According to the results of the bank lending survey, banks thus tightened their mortgage lending criteria during the year. That was evident mainly in lower loan-to-value ratios combined with shorter loan maturities, and in the increase in banks’ margins. The banks justify the restriction of supply by their balance sheet constraints and the perception of risks relating to the housing market and to general economic activity.


      The contraction of supply was accompanied by a simultaneous weakening of demand. At first sight, that decline may seem surprising when interest rates have rarely been so low: the average rate charged on new fixed-rate loans was 3.7% in 2012. Despite favourable borrowing rates, other factors played a dominant role. Thus, the decline in confidence among consumers aware of the risks of an uncertain economic situation depressed demand for housing loans. The same applies to the expiry of the tax incentives mentioned earlier.
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      In addition, individuals contracted new consumer loans totalling €0.4billion in net terms during the first nine months of 2012, or 2.3% of the outstanding total recorded at the end of the previous year. That figure reflects the difference between loans granted and loans repaid. According to the data compiled by the Central Individual Credit Register, €10.8billion was borrowed in the form of consumer loans over the whole of the year under review, be it credit facilities or instalment loans/sales. The average amount of these new liabilities came to €9900. The total outstanding consumer credit stood at €18billion on 30September 2012.


      Despite the increase in household debt, the proportion of defaulting loans is stable overall. That is due in particular to the preponderance of mortgage loans in household debts. According to the Central Individual Credit Register statistics, the number of mortgage loans with non-regularised defaults remained unchanged in 2012, at 1.1% of recorded loans. That low ratio reflects the priority that households accord to repayment of their mortgage loan. As for consumer credit, there are divergent trends between the different variants. The default rate on instalment loans continued to decline, dropping to 9.7% at the end of the year under review. Credit facilities in default were stable at 3.6% of the corresponding total. Finally, non-regularised defaults on instalment sales were up again, amounting to 15.1% of the corresponding loans. It should be noted that, in the case of smaller loans, defaults on instalment sales also record the lowest average amount.
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      4.3 Non-financial corporations


      In a rather unfavourable climate for fixed capital investment, Belgian firms recorded a net financing capacity equal to 1.4% of GDP in the first three quarters of 2012; they thus generated resources which enabled them to proceed with financial investment totalling €5.1billion in net terms. These net financial transactions exhibited several major trends during the year under review. First, cross-shareholdings and inter-company loans still form a substantial source of funding for firms in Belgium. Next, a process of substitution between the various external funding sources has been going on for several months: firms  essentially the largest ones  have turned more towards the issuance of fixed-interest securities, whereas they have made less use of bank loans and share issues. Finally, bank financing is still the main source of debt financing for SMEs, which have probably had to contend with restricted access to credit on account of the tightening of lending criteria by the banks.


      Financial transactions of non-financial corporations are dominated by flows between associated companies


      Inter-company financing represents the bulk of the financial transactions of non-financial corporations, on both the assets and the liabilities side. These activities are generally reflected in cross-shareholdings in the form of listed or unlisted shares and other equity, and inter-company loans. The extent of these activities is still considerable, partly because of the presence of numerous financing centres linked to multinationals and the centralisation in Belgium of the treasury management of multinational companies. That situation has a significant influence on the volume of financial transactions by non-financial corporations.


      Thus, in the first three quarters of 2012, non-financial corporations formed new financial assets amounting to €31.3billion, of which €25.1billion took the form of new lending, principally to other firms.
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      The corollary to these activities consists of the financial liabilities of firms. Owing to the scale of inter-company financing flows, as firms are often affiliated, issues of unlisted shares and other equity are the main external funding channel for non-financial corporations. In the first nine months of last year, those issues totalled €15.4billion, though that was well below the figure for the corresponding period of the previous year, namely €51.2billion. Apart from unlisted share issues, much of the external funding of non-financial corporations comes from inter-company loans. From January to September 2012, firms contracted new non-bank loans totalling €6.6billion, down by about half against the corresponding period of 2011 when new loans came to €12.4billion.
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      Leaving aside inter-company activities, non-financial corporations acquired new financial assets totalling €10.6billion. The portfolio of fixed-interest securities expanded by €4.6billion, compared to €3.1billion for the first nine months of 2011. This mainly concerns securities at over one year: acquisitions of long-term fixed-interest securities by firms came to €3.7billion. Net investment in listed shares was also positive at €4.9billion, though down against the net acquisition of €12.7billion recorded in the corresponding period of 2011. Finally, in net terms, cash assets were up by €1.1billion.


      Signs of a reorientation of non-financial corporations’ external funding


      Apart from cross-funding and funds generated directly by their business, non-financial corporations resorted to issuance of fixed-interest securities and, to a lesser extent, bank loans to cover their needs. It was mainly the largest firms that opted for bond financing rather than bank loans.


      Whereas firms had generally made little use of the bond market previously, this form of funding has clearly gained in importance over the past four years. From 2000 to 2008, non-financial corporations had issued bonds averaging an annual total of €1.3billion, whereas in the first three quarters of 2012 they raised €4.4billion in funding via this instrument, after having collected €3billion in the corresponding period of 2011. That popularity was underpinned by investors’ search for better yields than those on sovereign bonds. Moreover, in the post-crisis years, non-financial corporations made an effort to improve their balance sheet, and that may have led to a downward revision of the risks on corporate bonds, making them more attractive.


      Issues of long-term securities were more dynamic than those of short-term securities  essentially Treasury bills. From January to September 2012, non-financial corporations raised a total of €6billion by issuing long-term securities, whereas they redeemed short-term securities amounting to €1.7billion. Most of the new bonds were subscribed by non-financial corporations and resident institutional investors. [BOX 5]


      Bank lending was down against the previous year. The poor economic prospects and weak business confidence depressed demand for bank loans, which was also restrained by the availability of internal resources and other external funding sources, such as the issuance of debt instruments. In addition, the tightening of lending criteria by banks further accentuated this trend.


      Thus, net bank lending to businesses declined from €4.5billion in the first nine months of 2011 to €0.6billion in the first three quarters of 2012. Resident banks granted loans to businesses totalling €0.7billion, while loans by foreign banks were down by €0.1billion. Among these foreign lenders, euro area banks proceeded to reduce their loans by €3billion, reflecting their renewed focus on their domestic market, while net lending by other foreign banks continued to expand by €2.9billion.


      Finally, as in previous years, firms made less use of the stock market. In the first nine months of 2012, a net total of €0.2billion in listed shares was redeemed, whereas firms had issued shares totalling €0.7billion in the corresponding period of 2011. Taking account of secondary market transactions as well, foreign investors disposed of listed shares totalling €0.7billion, while Belgian investors acquired shares worth €0.5billion. However, including valuation effects, holdings of foreign listed shares increased further during the year to reach 55.2% at the end of September 2012.


      Reduction in financing costs


      The movement in business financing costs is part of the reason for the process of substitution between the various funding sources. The total financing cost of non-financial corporations  calculated by weighting the nominal cost of the various funding sources according to their respective shares in the total outstanding amount of their financial liabilities  remained relatively stable in 2012, ranging between 4.5 and 4.9%.
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      The fluctuations in this total cost mainly reflected variations in the cost of equity financing, as this instrument represents the major part of the financial liabilities of firms. After having risen to 6.7% in April of the year under review, that cost subsided gradually, owing to the rising stock market, falling to 6.2% in December, a level close to that at the start of the year. This figure was 0.7percentage point below the average of 6.9% recorded between 1996 and 2011.


      Conversely, the cost of other financing channels, mainly bonds and bank loans, declined throughout the year. However, it should be noted that this fall was largely reflected in the average cost of new funding, since the funding raised in the first three quarters of 2012 mainly concerned these instruments. On average, the cost of the new liabilities was therefore well below the total cost calculated on the basis of the outstanding amount, which tends to reflect the firm’s opportunity cost.


      The sharpest fall concerned financing via the bond markets, reinforcing its attraction compared to other funding sources during the year under review. The yield measured on the basis of an index of euro-denominated bonds issued by Belgian non-financial corporations, taking all maturities of more than one year together, declined from 3% at the end of December 2011 to less than 2% at the end of December 2012. In addition, the spread in relation to interest rates on five-year swaps, which reflects the risk premiums required for holding these securities, diminished overall between January and December. While the spread stood at 116 basis points at the end of December 2011, it was down to 75 points at the end of 2012. This fall marks a general improvement in financial market confidence during this period, in the light of a search for yield.


      Finally, the interest rate applicable to new bank loans weighted average rate based on the outstanding amount of the various types of loan that Belgian banks granted to businesses declined between the beginning of January and the end of December 2012, falling from 3.3 to 2.9%, a historically low figure. Taking account of a certain time lag in the transmission of monetary policy decisions, that interest rate fall partly reflects the movement in the ECB’s key interest rate. However, it was tempered by an increase in the margin on bank loans.
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      Tightening of access to bank loans


      Despite the growing success of financing via bond issues, bank loans remain vital for many firms, especially for SMEs. The latter defined as firms with fewer than 250workers  accounted for 68% of employment in 2010, testifying to their importance in the economy.


      According to the monthly statistics of the Belgian banks, the growth of their lending remained positive in 2012, although a marked slowdown was seen between April and August, followed by a slight rebound. On an annual basis, the growth rate stood at 1.8% in December, well below the average of 4.2% recorded in 2011. The euro area presented a similar profile but at a lower level, since the growth of lending by resident banks became negative there from June 2012; in December it came to 1.3%. However, that average masked wide variations between euro area Member States, with Spain and Italy recording negative growth rates for lending, while growth remained positive in the Netherlands, Germany and France, as it did in Belgium.


      The results of the qualitative surveys polling banks and business leaders provide information that supplements the quantitative data and may explain the factors determining the movement in bank lending to businesses, both large firms and SMEs. To some extent, they also permit identification of the supply and demand effects. The deterioration of the economic climate in 2012 prompted banks to exercise caution and tighten their lending criteria. At the same time, this rather unfavourable environment also inhibited demand for bank loans, at least among large firms, which turned to other funding sources as described above. Conversely, SMEs  which have fewer alternatives in terms of external funding  continued to resort to bank loans during the first three quarters. The combination of these two developments  tightening of the lending criteria and an increase in demand  may have exacerbated the constraints affecting SMEs by restricting their access to their main source of funding.


      The first of those surveys, the bank lending survey, conducted by the Eurosystem among banks, supplies qualitative information on movements in lending criteria and demand for bank loans from firms. During 2012, the four large Belgian banks polled by that survey stated that they had tightened their lending criteria twice, in the second and third quarters, whereas they had previously kept them unchanged for twelve consecutive quarters, between the second quarter of 2009 and the beginning of 2012. Lending criteria were tightened on both loans to large firms and loans to SMEs.


      Generally speaking, risk perception was reported throughout 2012 as a dominant factor affecting business lending conditions. More particularly, the banks surveyed cited the prospects specific to firms or branches of activity, and the deterioration in expectations concerning general economic activity, as the main risk factors. In addition, in the case of SMEs, they stressed that the increased risks relating to the collateral required did to some extent influence their decision to tighten the criteria for lending to those firms. Their own funding costs and their balance sheet constraints also played a role in the banks’ behaviour, mainly following the renewed tension on the euro area’s financial markets during the second quarter of the year.
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      According to the banks questioned, demand for loans from businesses showed a marked decline throughout the year. However, that trend was due mainly to large firms, whereas credit institutions reported increased demand from SMEs in the second and third quarters of the year. The decline in corporate financing needs for gross fixed capital formation was the main factor contributing to the overall reduction in demand for bank loans by non-financial corporations. The contraction in funding needs for mergers, acquisitions and restructuring, and firms’ recourse to other funding sources also contributed, to a lesser extent, to the decline in demand for loans. Conversely, debt restructuring had the opposite effect throughout the year, generating moderate support for demand.
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      The second qualitative survey is conducted by the Bank among business managers. Their assessment of general credit conditions worsened during the year, with the exception of very large firms. Despite the improvement in interest rate conditions throughout the year, business managers cited the high level of collateral demanded by banks and the restrictions on the amounts loaned as the reasons for their negative overall assessment. Broken down by firm size, the survey results reveal that the deterioration in these conditions mainly affected small firms (those with fewer than 50 workers) and medium-sized firms (employing between 50 and 249 workers).


      Finally, the SAFE survey (Survey on the Access to Finance of SMEs in the euro area), the third qualitative survey conducted on the initiative of the ECB and the EC, specifically questions SMEs about the borrowing conditions which they are offered. It corroborated the results of the Bank’s survey, reporting similar developments. Faced with an uncertain economic environment featuring a rise in the number of corporate bankruptcies, credit institutions probably applied a stricter lending policy, and were doubtless more selective in regard to certain investment projects which had become riskier. SMEs, which are more dependent on bank loans, were the main ones to suffer the consequences of this situation.


      4.4 Financing of the public debt


      Reduction in gross financing requirements and improvement in market conditions in 2012


      In 2012, the gross balance to be financed by the Treasury came to €40.5billion, well below the 2011 figure of €50billion. That reduction was due to the large fall in the federal State’s net balance to be financed, while conversely, the amount of medium- and long-term loans maturing was slightly higher than in the previous year.


      Taking advantage of the marked improvement in financing conditions during the year, the Treasury conducted issues in excess of the original target figures. That enabled it in particular to pre-finance its 2013 needs to a greater extent than expected, and to reduce its short-term debt. In 2012, the Treasury raised finance mainly via medium- and long-term issues in euro, especially OLOs.
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      Since the introduction of the euro, there has been a trend towards increasing internationalisation of the holding of the Belgian public debt, so that the share of the consolidated gross debt held by foreign investors rose to 60% at the end of 2008. However, the financial crisis prompted a reversal in that trend. At the end of the third quarter of 2012, the share of the public debt held abroad dropped to 47%.


      [image: 22722.png]


      The reason is that, in the context of the sovereign debt crisis, foreign investors  notably European financial institutions  have tended to refocus their asset portfolio on their domestic market. In Belgium more specifically, the failure of the June 2010 federal elections to produce a government with a full mandate generated additional uncertainty over the country’s ability to meet its medium- and long-term liabilities. Despite the attractive rates offered, foreign investors abandoned Belgian government securities. Thus, while net foreign investment flows were decidedly positive before the financial crisis erupted, they subsequently declined sharply to become negative in 2011.


      During the year under review, foreign investors again displayed interest in the Belgian debt. That trend illustrates the markets’ renewed confidence in Belgium. It is due in particular to the improvement in the outlook for the country’s institutional and fiscal situation, following the formation of the government at the end of 2011, and to the restructuring of the financial sector. The stronger demand for Belgian government paper among foreign investors was certainly a factor reinforcing the decline in interest rates evident from the start of the year.
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      Box 4Affordability of housing in Belgium


      In the past decade, house prices in Belgium have practically doubled. Moreover, the price correction during the great recession of 2009 was very modest in comparison with that in many euro area countries. Nonetheless, the slowdown in property price rises that began in the autumn of 2011 persisted in the first half of the year under review. In real terms, prices have tended to fall slightly since the summer of 2011.
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      The empirical literature records a number of methods of relating the movement in property prices to that in the fundamental determinants. Those methods can be used to assess the property market valuation. A first approach compares property prices with rents (price-to-rent), the idea being to weigh up the cost of buying a house against the cost of renting it from the point of view of a person wishing to live there. The second approach compares the movement in prices with the movement in disposable income (price-to-income), to measure housing affordability. This may also be adjusted to take account of changes in mortgage interest rates, as the latter have a major impact on households’ borrowing capacity (interest-adjusted-affordability).


      Since property purchases are generally financed by mortgage loans, the last of the above methods seems the most appropriate for assessing the affordability of housing. For that purpose, the debt service burden capital repayments and interest  on a “standard” mortgage loan used to finance the purchase of a property valued at the average price of ordinary houses changing hands during the period in question is compared to the average disposable income of households. That measure, based on a number of technical assumptions relating to such factors as the average loan maturity and the loan-to-value ratio, recorded a marked upward trend between 2005 and 2008, mainly because of the surge in property prices during that period. Housing subsequently became more affordable up to the spring of 2010, owing to the substantial decline in interest rates and the slight fall in prices. However, despite the historically low interest rates, the renewed rise in house prices between mid-2010 and the autumn of 2011 plus the moderation of household incomes drove this indicator back up. With more particular reference to the year under review, the improvement in the affordability of housing which began in mid-2011 was due to the slackening pace of property price rises combined with a further  albeit modest  fall in interest rates. This brought the debt service burden for a new purchase to around 22% of average household disposable income in 2012, a lower figure than before the great recession.
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      Box 5Recent trends in the financing of non-financial corporations


      Not only did the financial crisis bring profound changes in the financing environment of the banks, it also had a considerable influence on the funding structure of the non-financial private sector, as the two phenomena are linked. This box analyses the sources of external funding for non-financial corporations


      Two trends have been emerging since the financial crisis. First, non-financial corporations have stepped up their use of non-bank funding sources, such as corporate bonds. Also, there has been an increase in the share of resident banks in bank lending. These trends are not specific to Belgium; they are in line with a similar international picture regarding lending. These developments need to be monitored, since ease of access to funding plays a crucial role in corporate investment and hence in economic growth.


      Shift from bank lending to non-bank sources of funding


      Although capital market financing represents only a small share of the total external funding of Belgian firms, since that type of financing is reserved mainly for large enterprises with a solid financial base, there has been an increase in recourse to the bond market since 2009. This concerns more particularly long-term corporate bonds. Over the last four quarters, net issues of corporate bonds grew to a cumulative total of €5billion in the third quarter of 2012 (€6.5billion for bonds with a maturity of more than one year). For comparison, over the same period, according to the monthly statistics on resident credit institutions, Belgian banks granted net loans totalling only €1.5billion. Consequently, the share of bonds in the outstanding total of debt financing by firms  comprising bank loans and securities other than shares − increased to 18.7%, against an average of 13.5% over the past ten years.


      The greater attraction of corporate bonds may be linked to the increased appetite for risk on this market. Thus, the average remuneration on capital granted to non-financial corporations in the euro area fell to a historical low point, below the average interest rate on bank loans in Belgium, though that is also hovering around a historical minimum.


      The greater recourse to the financial markets is probably also attributable to the tightening of bank lending conditions, apart from the interest rates charged. As the bank lending survey reveals, those conditions were tightened again in the year under review, especially for long-term loans for which the capital market offers an alternative. Since that option is generally less accessible to small firms, the latter are liable to face more difficult access to funding than large firms, a finding borne out by the survey of lending conditions among entrepreneurs. From the perspective of financial institutions, the rise in corporate bond issuance means a significant diversification of their income sources, notably on account of the commission charged.


      Shift from foreign to resident bank lenders


      Since the financial crisis, there has also been a shift from foreign to resident bank lenders. The share of foreign banks in lending to Belgian residents  in this case non-financial corporations  has risen steadily since the start of Monetary Union as a result of increasing financial integration in the euro area, boosting the share of foreign banks in bank lending to businesses from around 19% at the beginning of 1999 to 35% at the end of 2008. However, that trend was abruptly halted just after the eruption of the financial crisis. While the net flow of lending by Belgian banks had been only slightly negative at its low point in mid-2010, lending by foreign banks to Belgian residents had fallen much more steeply. After having recovered slightly in the ensuing quarters, returning to positive territory at the end of 2011, lending by foreign banks declined again in 2012.
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      These developments are connected with structural adjustments within the financial sector, in the wake of the financial crisis, and are evident throughout Europe. The financial environment constraints facing euro area financial institutions, and the tightening of the capital and liquidity requirements imposed by the new Basel III regulations, are encouraging many credit institutions to reinforce their capital buffer and/or revise their business model, which involves terminating certain activities. So far, euro area banks seem to have focused on national markets, first reducing their risky foreign assets and, to some extent, their lending to the foreign non-bank private sector.


      These changes are another manifestation of the increasing fragmentation of the funding markets along national borders, mentioned in box 1 of this Report (section 1.1).
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    Economic developments in Belgium

  


  
    
      5. Activity, demand and labour market

    


    
      The financial tensions and sluggishness of demand in the euro area gradually had an impact on the Belgian economy as they did on other core euro area economies. In Belgium, GDP contracted slightly by an annual average of 0.2%, mainly as a result of a fall in domestic demand. More particularly, the decline in private consumption and investment in housing persisted in 2012, in a context of stagnating purchasing power, considerable uncertainty among households, and a deterioration in the labour market. During the year, some 16600 jobs were lost and the number of unemployed increased by 25000 units. The employment rate was steady at 67.2%, while the target for 2020 was set at 73.2%. Firms slashed their investment, as the weakness of domestic demand coincided with a marked slowdown in exports. Imports slowed even more sharply than exports, so that the balance of current transactions improved slightly.


      5.1 General economic situation


      Slight fall in activity and deterioration in employment in Belgium


      In Belgium, the gradual slowdown in activity which began in the second quarter of 2011 continued in 2012. In fact, the great and persistent uncertainty caused by the crisis in the euro area and the deep recessions in the countries undergoing adjustment has gradually spread, depressing domestic demand in the core euro area economies, including Belgium. Thus, with a decline averaging 0.2% of GDP over the year under review, economic growth moved into negative territory, although the fall was considerably smaller than at the time of the 2008-2009 global recession. In parallel with the worsening of the business climate, domestic employment lost momentum in 2012, as the meagre 0.2% rise in the number of people in work contrasts with increases of 0.7 and 1.4% in 2010 and 2011 respectively. In contrast to what had happened during the 2008-2009 crisis, when the adjustment in the volume of labour mainly took the form of a reduction in average hours worked per person, the decline in 2012 was shared more equally between employment in persons and hours worked per person.


      Up to the spring of 2011, the Belgian economy stood out from the rest of the euro area, recovering more strongly after the global economic and financial crisis of 2008-2009. During that crisis, it had already demonstrated greater resilience, since the contraction of GDP had been less marked than in the main neighbouring countries and in the euro area as a whole. Thanks to the strong rebound that followed, from the beginning of 2011 activity had already gained a level comparable to that prevailing before the crisis, just as in Germany where the contraction and recovery phases had been more pronounced, whereas in France and the Netherlands activity had not returned to its pre-crisis level. The rapid deterioration in the business climate in 2011 had also had an impact within the euro area as a whole and, to a greater extent, in certain specific countries such as the Netherlands, whose economy had gone into recession in the third quarter. Among the main neighbouring countries, only Germany continued to record sustained growth in 2011, though it was more moderate than in the previous year.


      In the first quarter of the year under review, activity in Belgium expanded, with GDP 0.2% up against the previous quarter. That rise coupled with a slight recovery in the business survey indicators suggested an improvement in activity during the year. The spring macroeconomic projections of the various national and international institutions, including the Bank, thus predicted a slow recovery in activity during 2012. However, the improvement recorded in the first quarter subsequently proved to be only temporary.
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      From the end of the first quarter, the Bank’s barometer began falling again, although the deterioration in business confidence was much slower and less severe than in 2011. This adverse trend coincides with the renewed macroeconomic uncertainties at international and, more particularly, European levels. However, the scale of the contraction of activity in the second quarter of the year under review, at 0.5% quarter-on-quarter, was surprising. It was due to a steep fall in domestic demand and was more marked than in neighbouring countries, which generally continued to record zero or slightly positive growth. GDP remained stable in the third quarter and, according to the NAI’s flash estimate, it dipped by 0.1% in the fourth quarter.


      [image: 26651.png]


      5.2 Demand, income and current account balance


      Weakness of domestic demand


      Much of the decline in GDP during the year under review, namely 0.4percentage point, was attributable to the contraction of domestic demand, caused essentially by the fall in the volume of household expenditure, since households cut both their consumption and their investment. In addition, fiscal consolidation curbed general government final expenditure which virtually stagnated in 2012 with a volume growth of 0.1%. Chapter7 on public finances gives a detailed picture of that expenditure.


      Apart from domestic demand, the contribution of the change in inventories was equally negative in 2012, whereas in the previous year it had contributed to a large extent to the still relatively strong GDP growth. The slackening of economic activity in the course of 2011 had caused a substantial build-up of inventories, as the rate of production was not adjusted immediately to the fall in demand and the deteriorating demand outlook. However, when the first signs of a new economic slowdown emerged in the spring of 2012, the accumulation of inventories was significantly curbed and existing stocks were reduced, causing the change in inventories to contribute negatively to GDP growth over the year under review.


      In contrast, net exports made a positive 0.5percentage point contribution to growth, despite the sharp slowdown in exports following the widespread weakening of demand in Europe. The anaemic domestic demand was also reflected in imports, which decelerated even more sharply than exports, leading to an improvement in Belgium’s trade balance of goods and services.
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      Households reined in their expenditure


      Household final consumption expenditure, which is the main component of domestic demand, was down by 0.7% in real terms in 2012, after having risen only very slightly in 2011. However, that modest, positive year-on-year growth in 2011 was attributable to a level effect resulting from a sharp increase in 2010, masking the decline in private consumption which had begun in early 2011 and persisted in 2012, apart from a very feeble 0.1% pick-up in the third quarter. A downward trend in household consumption over such a long period had not been observed since the early 1980s. Even at the height of the great recession of 2008-2009, when economic activity had shown a record decline, household consumption in real terms had only contracted for two quarters namely in the fourth quarter of 2008 and the first quarter of 2009  and had continued to rise slowly year-on-year. Moreover, experience in the past has shown that household final consumption is generally less volatile than GDP and fixed capital investment, displaying some resilience in times of crisis.
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      Although the recent weakness in private domestic expenditure has been remarkably protracted compared to what has happened in the past, the growth of private consumption in Belgium had nevertheless significantly outpaced the average growth in the euro area and that in France and the Netherlands since the crisis. Despite a brief dip at the end of 2008 and the beginning of 2009, growth had remained strong in comparison with the rate achieved in those countries. In Belgium, household final consumption had regained its pre-crisis level in the third quarter of 2009, and a strong expansion had subsequently been recorded up to the end of 2010, whereas the rebound had been weaker in the other economies. Of the main neighbouring countries, only Germany is now seeing a stronger revival in household consumption since, in contrast to the other countries considered, the recovery continued there in 2011 and2012.


      Fluctuations in private consumption are largely determined by variations in purchasing power. Overall, household disposable income had continued to grow strongly in real terms in 2008 and 2009. In fact, while the great recession intensified, labour incomes exhibited a high degree of inertia as a result of both labour hoarding by producers a normal phenomenon in periods of slackening economic activity, but on this occasion further reinforced by government measures  and a continuing surge in wages. In 2009, in particular, owing to the delays inherent in the specific indexation mechanisms, nominal growth of hourly wages had been fuelled by the previous year’s high inflation, whereas price increases were weakening significantly at that same time; the combination of these factors bolstered purchasing power, at least temporarily. Moreover, net transfers paid to the government had declined sharply during the crisis, as a result of the automatic stabilisers and some specific fiscal factors, such as the speedier personal income tax refunds. The rise in labour incomes and transfers received had only been partially tempered by the fall in other incomes, especially property incomes, following the decline in interest rates and the weaker rise in dividend payments.


      Conversely, despite a revival in activity in 2010 and in 2011, real household disposable income declined during those twoyears. There are various reasons for this: they include the increase in inflation, that was only partly and after some delay reflected in wages, the adverse development of net transfers paid in 2010, and the sharp contraction in property incomes in 2011, as the persistently low returns on financial assets depressed both net interest and dividends received. During the year under review, real disposable income remained more or less stable, against a backdrop of stagnating employment. The decline in real disposable income thus did not continue in 2012, mainly as a result of lower inflation.


      In contrast to the previous year, and despite the stabilisation of disposable income in real terms, private consumption declined in 2012 because the saving behaviour of households ceased to have a compensating effect, whereas it had done so from the start of the economic crisis. In the first phase of the great recession, the savings ratio had risen very rapidly, peaking at the beginning of 2009 in an environment of great macroeconomic uncertainty and a continuing rapid rise in purchasing power. However, a marked fall was recorded subsequently, when the ratio dropped to a historically low level for Belgian households of barely 14.4% of disposable income in the first quarter of 2012, while purchasing power declined steadily.
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      During the rest of the year under review, households began to save a larger proportion of their income again. In addition to the stagnation of real disposable income, the increase in the savings ratio, though small, also depressed consumption. As is evident from box 6, the factors of uncertainty which had a persistent and growing effect on consumer confidence probably played an important role here.
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      First, the spreading of the euro crisis fuelled doubts about a sustained economic recovery in Belgium too. During the autumn, a spate of announcements concerning business closures and restructuring entailing heavy job losses, added to the climate of anxiety. From the beginning of 2011, the employment outlook deteriorated in the opinion of both households and company managers. Furthermore, the uncertainty caused by the absence of a multiannual plan for the implementation of fiscal consolidation and the specific implementation of the structural reforms may also have contributed to the erosion of consumer confidence. Finally, taking account of the persistently low interest rates, the structural decline in returns on financial assets and, more generally, the lower potential growth of the economy, individuals may perhaps have realised that their incomes, particularly those derived from financial assets, would not regain their pre-crisis growth rates in the near future. [BOX 6]


      As in 2009, and more generally in other periods of mounting economic uncertainty, expenditure on consumer durables suffered from the adverse economic conditions, as suggested by the results of the Bank’s consumer survey. They indicate that, in the autumn of 2011, there was a deterioration in the opinion of households concerning whether it was a good time to make major purchases. Following a temporary improvement in the spring, that indicator then remained at a low level during the year under review. Over 2012 as a whole, consumers remained pessimistic about the possibility of making major purchases in the next twelve months. That concern was reflected, inter alia, in the indicator relating to new passenger car registrations. Although the pattern of new car registrations was significantly distorted in late 2011 and early 2012 by anticipation effects due to the abolition on 1 January 2012 of certain government subsidies for the purchase of environmentally friendly vehicles and the announcement of vehicle licensing tax reforms in Flanders and Wallonia, during the year under review their number was much lower than in the previous twoyears.
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      Investment in housing


      In parallel with the weakness of private consumption expenditure, investment in housing also displayed a downward trend for the second consecutive year. It dropped by 2.9% in the year under review, having already fallen by 5.3% in 2011.


      That decline occurred despite historically low interest rates which made mortgage loans available at highly advantageous rates. In the absence of specific support measures such as the temporary VAT cut applicable up to 2010, it took place against the backdrop of a stabilisation of real disposable income and of uncertainty with regard to the outlook for the economy and property prices in Belgium. The stagnation of house prices, evident since the autumn of 2011, in fact gave way to a new rise in the third quarter of 2012.


      The economic conditions also affected companies


      Sluggish demand both in Belgium and on other European markets, combined with the gloomy demand outlook in a highly uncertain environment caused by the crisis in the euro area, led firms to curb their investment substantially from mid-2011. Thus, after a rebound of more than 8% in 2011, investment expanded by only 0.4% on average during the year under review; this positive growth rate being mainly attributable to the level effect due to the strong acceleration of investment observed at the beginning of the previous year. Since then, the slackening pace of activity has caused the capacity utilisation rate in the manufacturing industry to decline quarter after quarter. Therefore, under-utilisation increased throughout the year, as is evident from the constantly widening gap with respect to the average utilisation rate seen since 1980.


      The worsening economic conditions also seriously dented the operating profitability of companies. After twoyears of expansion, their gross operating surplus was down by 3.5%, owing to a small contraction in the volume of sales, on the one hand, but, above all, to the sharp fall in the gross operating margin per unit of sales. The modest reduction in the volume of sales was largely attributable to the weakness of domestic demand, whereas exports recorded slightly positive growth in 2012. Owing to the widespread weakening of demand, companies were unable to pass on the whole of their increased production costs in their selling prices: costs per unit of sales increased by 2.7% in 2012, while selling prices rose by only 1.8%. It was mainly costs of domestic origin, and in particular labour costs, that depressed corporate operating margins. Thus, unit labour costs rose by 4% in 2012, owing to the still sustained increase in hourly wages and the decline in hourly productivity, as the volume of labour used in firms did not fall to the same extent as output. As a result, the compensation paid by companies to their employees increased slightly in proportion to GDP, rising from 37.5% of GDP in 2011 to 38.1% of GDP, which was a little higher than the average since 2000. Finally, the marked 7.5% rise in net indirect taxes is largely attributable to the payments made by the nuclear power supply company, as the sums due for 2011 were not recorded in the national accounts until 2012, and there was also an increase in the amount due in that latter year. Without the payments by the nuclear power supply company, the decline in the gross operating surplus of companies would have been smaller, namely 2.6%.
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      The increase in their gross operating surplus over two consecutiveyears had enabled companies to consolidate their financial position, weakened by the 2008-2009 recession, and to find the resources needed to fund their investment. The fall in corporate operating results in 2012 eroded the financial resources which companies generate, and hence their ability to fund their investment themselves. However, their financial base remains relatively sound because, following the improvement in the two precedingyears, the share of the gross operating surplus of companies in GDP stood at 22.8%, which is close to the ratio seen before the great recession and still slightly higher than that recorded in the early 2000s. Regarding firms’ scope for external financing, the historically low bank lending rates during the year under review benefited investment even though, as already stated (see chapter4), lending criteria were tightened for the first time since the beginning of 2009.


      Of course, in regard to both the financial situation and external financing conditions, the average findings mask divergent situations at the level of the various branches of activity or individual companies.


      All in all, due to a generally sound position, firms seem to have withstood the worsening of the sovereign debt crisis in the euro area better than households. However, they did begin to restrict their investment during 2012 and that trend is set to continue in the absence of any forthcoming improvement in economic and financial conditions.


      Slight recovery in the current account balance


      Overall, the net financing capacity of individuals, which is traditionally positive, increased in 2012 to around 2.9% of GDP. The deficit of general government, whose transactions are described in detail in the chapter on public finances, diminished slightly during the year under review, dropping to a level close to 3%. The financing balance of companies, though remaining positive, declined, mainly as a result of the fall in their gross savings. Thus, on the basis of the national accounts, the financing balance of the domestic sectors as a whole rose from 0.9% of GDP in 2011 to 1.1% in 2012.


      The expansion of the financing capacity of the domestic sectors as a whole has its counterpart in the balance of foreign trade in goods and services, which increased in value in 2012. That revival occurred despite a negative effect of price changes. Although the terms of trade deteriorated by a further 0.2% in 2012, that was much less than in the previous twoyears. This adverse movement in relative prices, which forms part of a structural trend due partly to the characteristics of the economy (see section 6.3), reflects in particular the difficulty which Belgian producers face in adjusting their selling prices in line with their input costs, particularly in the case of imports such as energy.
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      The improvement in the foreign trade result is therefore due to a rise in the volume of net exports, in a context of a significant slackening of gross export and import flows. In fact, despite a modest rebound in the first quarter, the volume growth of exports of goods and services recorded a marked cyclical downturn in 2012, falling to an estimated 0.7%, compared to 5.5% in 2011. Although this movement was augmented by heavier losses of market share than in 2011, the main factor is the lack of dynamism on markets in the euro area, the expansion of which slowed from 4.8% in 2011 to just 0.3% in 2012. This weakness of external demand was likewise evident to a lesser extent on markets outside the euro area, where the growth rate  at 3.4%  was down by 2.1 percentagepoints against 2011.


      Owing in particular to the fragmentation of production chains, deploying units located in various countries so that exports have a high import component, the marked slackening of exports curbed demand for imported goods and services. In addition, imports also felt the repercussions of the decline in domestic expenditure. Overall, following a 5.7% increase in volume in 2011, imports grew by just 0.2% in 2012. Since this loss of momentum exceeded that recorded by exports, the change in the balance of foreign trade in goods and services made a positive contribution to GDP growth of 0.5percentage point.
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      It is evident from the foreign trade statistics that, over the first nine months of the year, the decline in imports by value applies mainly to non-metallic mineral manufactures (primarily diamonds), iron and steel and, to a lesser extent, metalliferous ores, electrical machinery and appliances, clothing, non-ferrous metals and organic chemicals. Furthermore, in the case of road vehicles, even though increased imports followed by re-exports expanded the gross flows, the improvement in the balance was largely determined by a fall in imports of vehicles for the domestic market. On the other hand, the deficit in energy products, and particularly gas, continued to grow.


      According to the balance of payments figures, the deficit in transactions in goods therefore diminished, falling from €9.6billion in 2011 to €6.4billion in 2012. After having recorded a significant fall in 2011, the surplus generated by service transactions expanded again in 2012 by around €0.9billion to €3.9billion. The recovery of the balance of services is due essentially to growth in the surplus on transport services and international triangular trade. These improvements were partly offset by an increase in the amount that Belgian residents spent on foreign travel.


      The balance of factor incomes increased slightly in 2012, owing to the combined effects of a moderate rise in the structural surplus of labour incomes, consisting mainly of salaries paid by the EU to its staff resident in the country, and a modest expansion of the surplus on investment income.


      [image: 27621.png]


      Finally, there was a slight worsening of the deficit on current transfers by general government. In particular, there was an increase in Belgium’s contributions to the European budget, notably those paid in respect of customs duties and the GNI contribution.


      Overall, the current account deficit contracted, mainly as a result of the improvement in the balance of goods and services. It was down from €6.3billion in 2011 to €2.3billion in 2012, or around 0.6% of GDP. Apart from the improvement in the current account, the partial absorption of the capital account deficit also contributed to the rise in the financing balance of the economy as a whole. According to the balance of payments, Belgium’s net borrowing from the rest of the world, which had totalled €7.2billion in 2011, thus declined to €2.6billion in 2012, an improvement corresponding to 1.2 percentagepoints of GDP.
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      5.3 Employment and activity by branch


      Employment reacts swiftly to the slowdown in economic activity


      Following a two-year revival in activity, the cyclical downturn observed in 2012 was reflected more quickly in the change in domestic employment than during the great recession. The net total number of jobs created is estimated at an annual average of 6500, but measured by the change between the fourth quarters of 2011 and 2012, no fewer than 16600 jobs were lost in 2012.


      Over the first three quarters of 2012, the branches of activity sensitive to the business cycle  namely industry, construction and market services, which together account for the bulk of paid employment  recorded a decline in their workforce of 18000 units compared to the end of 2011. Despite the introduction of new recovery measures such as the increased cuts in social security contributions for the first three workers recruited in SMEs, a number of factors supporting employment disappeared, including certain crisis measures such as the increased activation (“win-win”) of benefits for certain unemployed persons. At the same time, the measures aimed at only partial replacement of staff lost through natural outflow in the public sector led to a decline of employment in that sector, and the rise in the number of jobs in the health care sector and in service voucher firms, particularly dynamic in recentyears, slowed down.
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      While large-scale use of temporary lay-offs for economic reasons had limited the recession’s impact on employment in 2008 and 2009, that was less the case in 2012. Employers’ pessimism regarding the duration of the crisis and the deterioration in the financial situation of firms are probably part of the reason for that difference. Furthermore, it was decided to introduce a responsibilisation contribution payable by employers making extensive use of this scheme, and it is now compulsory to inform the NEO from the first day of temporary lay-off.


      A logical consequence of this reduced labour hoarding was that many firms, both in industrial branches and in financial services, announced collective redundancy programmes to bring their workforce into line with the new market conditions. In accordance with the December 2011 government agreement, the conditions for access to schemes concerning unemployment with a company supplement (formerly called pre-pensions), career breaks and time credit were tightened up.


      The slowdown in activity affected all market branches of activity


      The slowdown in economic activity gradually spread across the various branches of activity, although the pattern was specific to each branch.


      Industry, which accounts for 16% of the value added of the economy as a whole and is generally more sensitive to the business cycle, clearly suffered from the weakening of economic activity which began in the spring of 2011. Quarterly growth of value added in this branch of activity moved into negative territory in the first half of 2012, thus continuing the trend which had begun in the second quarter of 2011.
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      The decline in value added affected almost all industrial branches, albeit to varying degrees. In the first half of the year under review, according to the industrial production statistics, the pharmaceutical industry thus recorded a decline in its output of more than 19% against the previous half year, the sharpest fall ever seen in this branch of activity. Manufacture of IT, electronic and optical products also recorded a marked decline in production in the first half year, in line with the trend which had begun in early 2011. In the case of output in the chemical, metalworking and motor vehicle industries, the profile is much the same, namely a significant fall during the 2008 crisis followed by a relatively rapid recovery in the next twoyears. In the first half of 2012, all these industries recorded a further decline in their production, in contrast to the general picture since 2000. The textiles industry is a special case in that the fall in output in the first half of the year follows a more general trend, which was nonetheless reinforced after the great recession. In contrast, sectors such as food and drinks manufacturing, which produce basic essentials, proved more resilient to the deterioration in activity during the year under review.


      [image: 28440.png]


      The downward trend in value added in industry coincides with the fall in private consumption and foreign demand. In that regard, following a slight improvement in the first quarter of 2012, business leaders in the manufacturing industry reported a generally negative assessment of export order books from April onwards in the Bank’s monthly business surveys.


      When activity contracts, apparent labour productivity is generally the first variable to decline, owing to the initial inertia in adjusting hours worked per person and employment. The fall in hourly productivity was clearly visible in industry. Contrary to what had been seen in the initial phase of the great recession, average working time per person, down by 0.2%, exhibited a flatter profile than value added, owing to the relatively small increase in the use of temporary lay-offs. In contrast, employment was harder hit, recording almost 7000 job losses over the first three quarters of the year.


      Although the decline in industrial employment was amplified by the deterioration in the economic climate, it nevertheless conforms to a fundamental trend: whereas industry represented 20% of paid employment in 2000, that share had fallen to just 15% in 2012. This is due to a more or less permanent process of restructuring in a sector of activity which has to contend with ever fiercer foreign competition. Rationalisation and automation of production processes have steadily reduced the number of people needed to create the same quantity of value added: hourly productivity in industry rose by no less than 25% between 2000 and 2012, while employment there declined by 17% over the same period. Moreover, that fall is attributable partly to developments such as outsourcing of non-core tasks in order to cut costs, and greater use of agency workers; these developments do not imply net job losses, but a reclassification in other branches of activity, particularly the business services sector.


      Despite relatively favourable weather conditions for building in the first quarter, value added in construction hardly varied in the year under review. This branch of activity, which accounts for an estimated 6% of total value added, clearly suffered in 2012 from the weakness of domestic demand, and more particularly the low level of household investment in housing and the slackening of firms’ investment. From the start of the year under review, these negative developments were reflected in clearly deteriorating order book assessments and in rather pessimistic demand forecasts, implying a slump in the construction industry. This decline in activity and in business confidence primarily concerned structural building work. In civil engineering and road works, the picture was different in that this sector benefited from more sustained demand from local authorities in the run-up to the October elections.


      Owing to its inherent sensitivity to weather conditions, the construction industry makes heavy use of the temporary lay-offs system. Although recourse to that system increased from February and surged by no less than 64% in March, compared to the same month in 2011, the rise recorded during the winter months was still less than usual. The slowdown in activity evident since the beginning of the year was halted in the third quarter. That was essentially reflected in the number of hours worked per person, so that hourly productivity which had risen during the first half of the year, contracted thereafter. In contrast, employment in the branch continued to fall, since there were 1700 job losses over the first three quarters of 2012, bringing the employment figure down to 219000.


      In market services, the annual growth of value added was down slightly in the year under review, and actually moved into negative territory from the second quarter. This branch of activity, which alone accounts for more than half of Belgium’s total value added, suffered in 2012 from both the marked fall in private consumption and the decline in industrial production which had begun in mid-2011, the latter exerting an adverse influence on service companies specialising in support for industry and, more generally, for businesses (B2B). In fact, there was little movement in the synthetic business survey curves for the retail trade and business services during the year under review, owing to the poor demand outlook. As that outlook subsequently deteriorated, confidence in this branch of activity declined.
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      The market services branches comprise some of the country’s biggest employers. In the third quarter of 2012, their workforce totalled around 1583 000 workers, representing 42% of paid employment, down by 9000 units compared to the end of 2011. That fall can be regarded as a correction after productivity had started to decline from the second quarter of 2011, as a result of relatively stable value added at a time when the workforce continued to expand.


      The number of employees in business services was down by 4100 against the end of 2011, that fall being moderated by the continuing success of service voucher jobs, heavily subsidised by the federal authority. At the end of 2011, according to the NEO data, 113000 people were employed under this scheme, which gradually seems to be reaching its saturation point. This workforce is expected to have expanded by a further 12% or so between the fourth quarters of 2011 and 2012. Higher costs and the restriction on the number of hours of service, together with the increasing problems that service voucher firms are experiencing in recruiting suitable staff, are probably factors curbing the growth of these jobs. However, it is the decline in agency work which is the main source of the reduction in the business services workforce. In the fourth quarter of 2012, the number of hours worked by agency staff had dropped by 9% compared to the same period in 2011. This sector is in fact particularly sensitive to cyclical fluctuations, the reason being, quite obviously, the flexibility of the contracts under which these people work, but also the heavy dependence on industry. No less than 56% of the hours worked by agency staff are performed by blue-collar workers, usually in industrial firms.
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      Nonetheless, the number of hours worked per person in market services increased slightly in the second and third quarters of 2012, to reach its highest level since the end of 2008.


      Non-market services are defined in the broad sense to include education, public administration, health and social work, and other services. This branch, whose value added represents about a quarter of that of the economy as a whole, is generally less sensitive to the business cycle. Quarterly growth rates here remained positive throughout the year under review, in line with the previous year. However, there was a slight downward trend in all sub-branches of this sector in the first half of the year, owing to more acute pressure caused by public spending cuts.


      During the great recession, the rise in the number of non-market sector employees had helped to bolster employment. Here, too, the situation changed significantly. Quarter-on-quarter, employment in the “public administration and education” branch declined again during the first three quarters of 2012, having fallen in the second quarter of 2011 for the first time since 1997. Compared to the end of 2011, employment was down by around 4300units. “Other services” were the only branch to record positive growth of around 0.4% between the second and third quarters of 2012, to a level of 634000 employees, of whom 486000 work in the heavily subsidised health care branch. These developments concerning employment were accompanied by a small rise in the number of hours worked per person, while hourly productivity remained practically unchanged.


      Apart from the 3810 000 employees, domestic employment included around 741000 self-employed workers in the third quarter of 2012. Despite tough economic conditions with a surge in bankruptcies and a deceleration in business start-ups  there were thus around 3200 self-employed workers more than at the end of 2011.


      Yet during the second half of the 1990s and in the early 2000s, the number of self-employed workers had been falling steadily. It was the accession of new EU Member States, notably from central Europe, in 2004 that halted this trend. Transitional arrangements permitting temporary restrictions on the free movement of nationals of those States had been introduced at the time in order to protect the old EU members from a labour market supply shock. Those arrangements had been commonly circumvented by recourse to worker secondment and by the adoption of self-employed status, not covered by the transitional measure. Since 2009, that restriction has only applied to people from Romania and Bulgaria, two States which joined the EU in 2007. Most nationals of those countries entering Belgium as self-employed workers are active in the construction industry, as were the Polish citizens before them.


      Stabilisation of the employment rate


      People in work can be classified on the basis of the labour force surveys (LFS). They show that 67.2% of the population in the 20-64 age group have a job in Belgium; that proportion hardly changed during the year under review. The total employment rate is therefore still below the European average which, at 68.5%, was down slightly in 2012. Moreover, the gap in relation to the 73.2% target endorsed by the Belgian authorities under the Europe 2020 strategy has not narrowed any further. Some population groups for which sub-targets were also set for 2020 are still under-represented on the labour market. That is true of women, whose employment rate  after rising rapidly  stagnated at around 12 percentagepoints lower than the figure for men. Having fallen in 2012, it now needs to increase by one point per annum over the next eightyears to reach the target of 69.1%. In contrast, the employment rate of those aged from 55 to 64years increased during the year under review. It averaged 39.6% over the first three quarters of 2012, or onepercentage point higher than in 2011. This means that this group’s participation in employment has been constantly rising for the past tenyears, as described in more detail in box 7. It will need to maintain that dynamism in order to reach the 50% target set for 2020. Finally, although this concerns a smaller population group, it is noticeable that fewer than four in ten residents who are non-EU nationals have a job. That is the lowest rate in the EU, and the gap in relation to Belgian nationals is almost 30 percentagepoints, the worst figure in the 27 Member States excluding Sweden. The Belgian authorities are committed to halving that gap to less than 16.5 percentagepoints by 2020. At regional level, the employment rate increased in Brussels and Wallonia, reaching 58.9 and 62.2% respectively, whereas in Flanders participation in employment was unchanged at 71.6%. The detailed results per Region are presented in the statistical annex.
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      [BOX 7]


      5.4 Labour supply


      New rise in unemployment


      While the employment rates discussed in the previous section are calculated in relation to the population aged from 20 to 64years in the context of the European monitoring system, a more accurate picture of the labour supply is obtained by reference to the traditional definition of the population of working age, i.e. the 15-64 age group. In 2012, this category expanded by 29000 persons, which means that the average annual growth has continued its slowdown. Although still above the average of around 25000 over the past 20years, that growth is 41000 units below the 2007 peak. The reason lies in a smaller inflow of people into this age group, with a decline in the number aged from 15 to 19years, and a larger outflow at the other extreme of the age pyramid, the rapidly expanding 65-69 age group.
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      Against a backdrop of economic stagnation and a steady reduction in support by the raising of the retirement age for women to 65years, the participation rate remained virtually stable in 2012. In consequence, the labour force grew by only 21000 persons, the smallest increase since 2007. In that year, 73000 jobs had been created, so that 53000 persons were taken out of unemployment. In 2012, the situation was very different: the 6500 jobs created were not in fact enough to absorb the growth of the labour force, so that 14000 persons joined the ranks of the unemployed. The NEO thus recorded an average of around 559000 unemployed job-seekers (UJS) in 2012.


      The rise in unemployment started at the beginning of the year. Logically, it is the group of short-term unemployed, i.e. those seeking work for less than six months, who were the first affected. From the spring, however, there was also an increase in the number of persons unemployed for six to eleven months, indicating that a large proportion of the “new” unemployed did not manage to find a job within six months. Since the end of September 2012, there has been an increase in all categories of job-seekers, including the long-term unemployed. In December, the NEO recorded 24000 UJS more than a year previously, including those employed by a local employment agency (LEA): 11000 had been out of work for less than six months, 8000 for six to eleven months and 5000 for over a year. The rise in the number of short-term unemployed is an often inevitable, though temporary, consequence of a downturn in the business cycle. Although still limited, the growth of long-term unemployment is more worrying, especially as it set in more quickly than had been the case in 2009. In fact, in terms of knowledge, skills and even attitude, these job-seekers are the farthest removed from the labour market and therefore form the group which is hardest to reintegrate, even in periods of economic growth. The expansion of this group therefore heightens the risk of worsening structural unemployment.
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      The rise in unemployment concerned all age groups in the labour force. However, those under the age of 25years were proportionately the most affected, with an increase of around 10000 job-seekers in one year. There are various factors which account for this. At the beginning of their career, young people are often employed under temporary contracts, which may therefore be terminated very rapidly. Also, their links with employers are more tenuous than those of more experienced workers who have been able to build up specific human capital, and for whom the cost of redundancy, depending inter alia on seniority, is higher if they have a permanent contract. However, the steep decline in the number of young unemployed persons at the time of the revival in activity in 2011 shows that fears of a “lost generation” should not be exaggerated, especially as, under the December 2011 government agreement, this group will now qualify sooner for activation and assistance in their efforts to find a job. The old “waiting benefits” system for those under 30years of age has been converted into an “integration allowance” paid on completion of a one-year “professional integration period”; that benefit may be drawn for a maximum of 36 months. This new scheme aims to encourage young people to start looking for work sooner and more actively.


      The increase in the number of job-seekers in the country as a whole varies from one Region to another, even though it began simultaneously in Flanders and Wallonia. The sensitivity of the Flemish economy to the business cycle is obvious, with unemployment up by 9.4% year-on-year at the end of December 2012, compared to 1.6 and 1.8% in Brussels and Wallonia respectively. At the time of the great recession, unemployment had risen by roughly 25% in Flanders, whereas the increase was only around 10% in Brussels and 5% in Wallonia. Similarly, when activity picked up in 2010 and 2011, it had fallen faster in the north of the country than in the other two Regions, whereas Brussels recorded only a brief period of falling unemployment at that time.


      The increase in the number of jobless is reflected in the harmonised unemployment rate. This measure, based on the LFS, expresses the ratio between the number of unemployed job-seekers according to the International Labour Office (ILO) definition  i.e. persons out of work who state that they are available for work and are actively seeking a job, but are not necessarily registered as such and do not necessarily receive any benefits  and the labour force. On average, the harmonised unemployment rate came to 7.4% over the first three quarters of 2012, compared to 7.2% in the same period of 2011. The deterioration affected most job-seeker categories. Thus, the female unemployment rate was up by 0.2percentage point to 7.4%, restoring it to slightly above the figure for men. The biggest increases concern foreign job-seekers. While the unemployment rate for Belgians remained unchanged, that for nationals of other EU Member States climbed by 0.5percentage point to 11.1%, while that of non-EU nationals rose by 1.9points to 29.3%. At regional level, in contrast to the picture presented by the NEO administrative statistics, the number of UJS measured by the LFS remained stable in Flanders. Of course, the results of a survey of a population sample cannot be expected to be as accurate as an exhaustive census, but this divergence may also be due to the fact that some of the people registered by the NEO are not actively seeking work or are not available, and are therefore not counted as job-seekers in the LFS. The intensification of the policy of assistance and monitoring for the young unemployed in 2012 and the extension of that policy to the 50-55 age group from 2013 should help to bring the two figures closer together. Despite these statistical problems, the discrepancy between the Regions in terms of the employment rate is also found at the level of unemployment. While 16.5% of the labour force is looking for work in Brussels, in Wallonia the figure is only 9.9% and in Flanders 4.5%.
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      Various labour market reforms decided when the government was formed in the autumn of 2011 could have a significant influence on the labour supply. For example, the definition of a “suitable job” has been modified: the job may now be located within 60 km of the person’s home, instead of the previous 25 km. The aim is both to encourage job-seekers to be more mobile and to reduce geographical disparities by encouraging people to commute to places of employment where, in certain cases, a shortage of local labour may inhibit expansion. Similarly, the steeper degressivity of unemployment benefits over time is intended to create an additional financial incentive to facilitate the transition from unemployment to work. The measure, which applies to all existing and new job-seekers, is being phased in. Since 1 November 2012, the increased degressivity has applied to cohabiting unemployed people (there are transitional measures for the long-term unemployed) and from 1 March 2013 it will affect other household categories. However, some groups will remain outside the scope of this scheme: those over 55, persons with at least 33% disability, and the unemployed with at least 20years’ work experience.
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      Box 6Household saving and consumption in times of crisis


      In 2012, the savings ratio of individuals stood at 15% of their disposable income, representing a slight rise against the previous year. However, that is still well below the peak of 19.6% reached in the first quarter of 2009, at the height of the great recession, and also lower than in the early 2000s. This box attempts to find some reasons for this.


      In general, apart from wishing to pass on wealth to future generations, individuals save primarily to ensure that they have sufficient resources for their retirement, when their current income will be greatly reduced. According to the data on the financial accounts and the household balance sheet for the end of 2011, they invested 53% of their savings in real estate and 47% in financial assets.


      Individuals adjust the rate at which they form these reserves so as to stabilise their consumption profile over time. At macroeconomic level, this propensity of individuals to “smooth” their expenditure is evident in the fact that shocks affecting their disposable income are absorbed to a greater extent by their savings than by their consumption. Thus, if they suffer a loss of income which they consider temporary, e.g. owing to a decline in the return on their assets, they may dip into their savings to maintain their level of consumption. Conversely, an increase in their income resulting from accidental or temporary effects, as in 2008 and 2009, will not necessarily lead to an increase in consumption.
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      On the other hand, if individuals expect a permanent decline in their future income, e.g. because they fear job losses, they may immediately adjust their consumption accordingly, and thus increase their savings. This precautionary behaviour played a major role during the great recession, between mid-2008 and mid-2009. The peak savings ratio recorded in the first quarter of 2009 in fact corresponds to a time when individuals took a very pessimistic view of the economic situation and expected a sharp rise in unemployment, as shown by the predicted movement in unemployment according to the results of the consumer confidence surveys conducted at that time. Since mid-2011, that same indicator has again shown mounting concern among consumers regarding the outlook for employment in Belgium, a tendency which persisted until the end of 2012. However, the recent deterioration in households’ confidence was not accompanied by an increase in their savings ratio equal to that seen during the great recession.


      This divergence may be due to the return on financial assets. High returns encourage households to save more, even if it means a temporary cut in consumption. That factor probably favoured savings in the early 2000s and in 2007 and 2008. Conversely, the decline in returns had a negative influence from 2002 to 2005. It should also be noted that, taking account of the volatility and impermanence of this type of income, households are inclined to save it rather then spend it on consumption, and that amplifies the effect that the return on assets has on the savings ratio. That is why the household savings ratio tends to follow the same pattern as the proportion of their disposable income derived from their assets.


      Since 2009, saving has been discouraged by the fall in returns on financial assets, which have remained below the level prevailing before the great recession.


      However, that is probably not the only cause of the low household savings in recentyears. Saving behaviour may also be affected by the persistence of consumption habits, causing individuals to adjust their consumption expenditure some time after the change in their income. In the context of an adverse trend in incomes, as has been the case since 2010, that factor also depresses the savings ratio.
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      Box 7Labour market participation of persons aged from 55 to 64years


      According to the labour force surveys, almost 40% of those in the 55-64 age group were working in Belgium during the first three quarters of 2012. In 2000, that figure was only 26%. The increase is therefore remarkable, but  with four out of ten persons in work  Belgium is still well below the European average of around one in two, while in Sweden around three-quarters of people in this age group are in work.


      Just as for the rest of the population, the employment ratio of people aged between 55 and 64years varies considerably according to level of education, sex and age. The average employment rate is 57% for the 55-59 age group, and drops to 21% for those aged from 60 to 64years. Moreover, while 46% of men aged from 55 to 64years are working, that is true of only one-third of women in that age group. Among the highly-skilled, 57% had a job in 2012, compared to 44% of the medium-skilled and 27% of the low-skilled. Within this age group, the biggest increase in the employment rate since 2000 has been among those aged from 55 to 59years, women, and the medium- and highly-skilled respectively. The gaps have narrowed at regional level: in 2000, the employment rate for the 55-64 age group in Brussels was still around 10 percentagepoints higher than the figures for Flanders and Wallonia; in 2012, the difference was down to about 2 and 5points respectively.


      Apart from the influence of fundamental trends such as the improvement in the level of education, increased participation of women in the labour market, and the tertiarisation of the economy, various policies have contributed to the rise in the employment rate of persons aged 55 and over since 2000. The statutory pension scheme for women was thus aligned with that of men by gradually raising the standard retirement age from 60 to 65years and extending from 40 to 45years the length of working life necessary to qualify for a full pension. Similarly, the minimum age for claiming the status of older unemployed not seeking work increased from 50 to 58years and, under the Generation Pact, access to pre-pensions was restricted for workers under the age of60years.


      The effect of these measures is clear on examination of the change in the numbers qualifying for the various schemes permitting an early exit from the labour market. In 2000, almost 30% of those in the 55-59 age group had finally given up work under an early departure scheme (retired, pre-pensioner not seeking work, older unemployed person not seeking work, and disabled), whereas the figure in 2011 was down to one in five. That fall is due to a substantial decline in the use of pre-pensions and, especially, of the status of older unemployed person. In the 60-64 age group, the reform of the conditions for access to the statutory pension for women led to a fall in the percentage of pensioners. Altogether, 59% of persons in this age group had left the labour market in 2011, compared to 66% in 2000. The proportion of people in the 55-64 age group using these schemes thus fell by around 10 percentagepoints in a decade, to reach 39%.


      In the comingyears, the proportion of people aged from 55 to 64 in the population of working age will continue to rise. In 2020, it will be 20.6%, compared to 18.8% in 2011. If there is no significant increase in the employment rate of this group, the economy’s growth potential will suffer and, in view of the worsening ratio of active to inactive persons, that could jeopardise the creation of value added and prosperity, as well as the financial health of the social security system. Under the Europe 2020 strategy, the Belgian government is therefore committed to ensuring that one in two persons in the 55-64 age group are in work in 2020.
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      To reach this goal, the federal government agreement of December 2011 provided for a set of additional measures to be phased in during theyears ahead. For example, by 2016, workers will no longer be able to claim early retirement unless they are 62years old and have worked for 40years. The conditions for access to the system of unemployment with a company supplement  the new name for pre-pensions  will also be tightened up, the minimum age being raised to 60years and the length of working life increased to 40years from 2015. In both cases there will still be some exceptions, e.g. for those with a long career. From 2013, the minimum age to qualify for the status of older unemployed not seeking work will be raised to 60 and, in regions where the unemployment rate is considered low, even 65years. In addition, from 2013 onwards, the policy of activation and monitoring of job-seeking behaviour will also apply to unemployed persons aged from 50 to 55years; in 2016, the scheme will be extended to job-seekers aged at least 58.


      According to the estimates by the Study Group on Ageing, between now and 2020, these structural measures should increase the employment rate of people aged from 55 to 64years by 4 percentagepoints, and that of the total population of working age by 0.4 of apercentage point. In the long term, respective increases of 5.6 and 1points are expected. In view of this limited impact, additional measures will have to be considered shortly, among other factors to take account of the longer life expectancy.
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      6. Prices, costs and competitiveness


      In 2012, inflation declined to 2.6%, and the gap narrowed in relation to the three neighbouring countries as a result of the slower pace of energy price rises. However, underlying inflation remained higher in Belgium, where it was again fuelled by the acceleration in unit labour costs. That was due to the deterioration in productivity and the effect of wage indexation. According to the Central Economic Council, the wage handicap in relation to the three neighbouring countries worsened in 2012, reaching a cumulative total of 5.1% since 1996. That deterioration impairs the external competitiveness of the economy and is a factor behind Belgium’s loss of market share in the export of goods. Strengthening competitiveness and, more generally, boosting the Belgian economy’s growth potential require not only cost control but also more effective support measures  including action by the government, a climate conducive to entrepreneurship, and better distribution of innovations via marketing of processes or products.


      6.1 Consumer prices


      Modest fall in inflation in 2012 owing to the effect of energy prices


      Twelve months after peaking at 4%, inflation measured by the year-on-year change in the harmonised index of consumer prices (H ICP) dipped temporarily to 2% in July of the year under review, the lowest rate of price increases since March 2010. Inflation subsequently rose to 2.6% from August to October before slowing at the end of the year, dropping to 2.1% in December. As an annual average, inflation thus fell from 3.5% in 2011 to 2.6% in 2012. That decline was due to the effect of the smaller increase in energy prices, which more than offset the slight acceleration in underlying inflation and the sustained rise in unprocessed food prices.


      In 2012, inflation was running at 2.5% in the euro area and 2.2% on average in the three main neighbouring countries. The inflation gaps detrimental to Belgium, which came to 0.7 and 1.1 percentage points respectively in 2011, therefore narrowed significantly during the last year, to 0.1 and 0.4 percentage point. That reduction, due mainly to the movement in energy prices, was particularly marked in the second quarter when crude oil prices were falling rapidly.


      Energy


      Traditionally, energy prices have a greater impact on inflation in Belgium than in the neighbouring countries, given the higher weight of energy in the consumption basket of Belgian households. That is due partly to greater car use and partly to the large number of relatively poorly insulated individual homes. Moreover, consumer prices of energy are more sensitive to fluctuations in international oil prices, given the level of excise duty on petroleum products, which is lower on average than in the neighbouring countries, and the application, until 2012, of an automatic indexation mechanism for gas and electricity prices based among other things on international oil prices. The slackening pace of Brent oil price rises in 2012 and, to a lesser extent, the freezing of gas and electricity prices from April, account for the narrowing of the gap in terms of energy price movements between Belgium and neighbouring countries. Energy prices increased by 6% on average in Belgium in 2012, compared to 5.6% in the neighbouring countries, whereas in 2011 the increases were respectively 17 and 10.4%.


      During the year under review, against the backdrop of declining global demand, oil prices on the international markets fluctuated in line with the degree of  frequently geopolitical tensions concerning production. Brent peaked at $125 per barrel in March, then slumped to a low point of $96 in June before recovering to around $110 during the last six months. Over the year as a whole, however, the average price in dollars was virtually the same as in the previous year, whereas in 2011 it had risen by 40%.
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      Nevertheless, in contrast to 2011 when the appreciating euro had to some extent attenuated the rapid rise in the price of oil in dollars, in the context of the euro area crisis, the single currency depreciated against the dollar in 2012, so that the price increase was larger in euros than in US dollars. The euro price of Brent oil thus rose by an average of 9% in 2012, though that is still well below the 32% surge recorded in 2011. For the year 2012, the combination of a persistently high Brent price and the euro’s depreciation led to a Brent price in euros which exceeded the summer 2008 peak, whereas the dollar price remained below that level.


      Taking account of these variations in international market prices, the rise in the prices of all energy products derived from petroleum heating oil, diesel and petrol slowed significantly in 2012 compared to 2011, approaching the average for the neighbouring countries. However, the scale of this common movement varied slightly from one product to another, notably according to the level of excise duty applicable and specific movements affecting their international prices. In that regard, ex-refinery prices of diesel had risen more than those of petrol up to 2011, taking them to a higher level. That difference was partly absorbed in 2012 following the stronger rise in petrol prices on the international markets at the beginning of the year. That development could indicate a market rebalancing, after the sustained strengthening of demand for diesel at the expense of petrol in recent years.
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      For gas and electricity, too, the transmission of fluctuations in energy commodity prices  including oil  was hitherto faster in Belgium than in neighbouring countries, owing to the monthly adjustment of retail prices under variable price contracts. Thus, mainly as a result of the more modest rise in oil prices, the increase in gas prices dropped from 19% in 2011 to 8% in 2012, while prices in the neighbouring countries went up by 7 and 6% respectively. The increase in electricity prices slowed from 12 to 2%. These two products were subject to the price freeze which the government imposed on upward revisions, pending a reform of the relevant indexation mechanisms. However, in a context of moderate increases on the international markets, that freeze had little effect. Box 8 describes the pricing reforms on the retail gas and electricity markets.


      [BOX 8]
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      Food products


      The rise in unprocessed food prices accelerated considerably again in 2012, reaching an annual average of 3.4%, compared to barely 0.2% in 2011. This sharp increase, like that already seen in 2010, is due to rather unfavourable local supply conditions. Bad weather in the spring and summer affected the harvest of fruit, and particularly vegetables, so that prices of those products surged by 3.2 and 5.9% respectively, year-on-year, whereas in 2011 they had fallen, reflecting a return to normal following steep increases in 2010. The supply of certain types of fish was also more limited than usual, driving up prices of that product category by 4.4% year-on-year.
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      Processed food prices continued to rise, increasing by 3.1%, similar to the 2011 figure. That continuing rapid rise is due in particular to the further marked increase in the cost of food commodities, attributable mainly to the drought in the United States which affected cereal prices in particular. That was reflected both in the peak of the IMF’s food commodity price index in July and in the constant rise in the indicator based on EU domestic market prices. That indicator, weighted according to the consumption profile of Belgian households, is more relevant for assessing the transmission of fluctuations in international consumer prices in Belgium. Although the food commodity price rise calculated in that way is smaller than for the IMF index, it was nevertheless very marked in 2012, since the indicator exceeded the peaks of 2007-2008 and 2011.


      The price surge in 2007-2008 had led to a much more pronounced acceleration in processed food prices in Belgium than in the three main neighbouring countries, contributing to the observed adverse inflation gap in relation to those countries. That effect was not reversed in 2009 at the time of the fall in commodity prices, indicating a high degree of asymmetry in the pricing of these products. Since then, commodity prices have reached new peaks, but the differential in relation to the rise in those countries was smaller, at 0.2 percentage point in both 2011 and 2012. However, in those two years, that gap was greatly diminished by bigger alcohol and tobacco price rises in the neighbouring countries. In fact, if those products are excluded, the gap widens to 1.2 percentage points in 2011 and 0.9 percentage point in 2012.


      Health index and underlying inflation continue to rise strongly


      Underlying inflation  measured by the movement in prices of non-energy industrial goods and services, which are less volatile and less directly affected by fluctuations in commodity prices than energy and food prices largely reflects the transmission to consumer prices of costs generated in the economy. It stood at 1.8% in 2012, which was a little higher than in 2011 (1.7%), and thus once again above the average of 1.5% in the three neighbouring countries.


      Much of this slight acceleration is attributable to the rise in indirect taxes on certain services under the 2012 budget though it must be said that the neighbouring countries also applied similar increases  and to an increase in the prices of communication services. Thus, service prices went up by 2.5% in 2012, compared to 2.2% in 2011, whereas in the case of non-energy industrial goods inflation was down slightly, from 1% in 2011 to 0.9% in 2012. This latter component of the price index was specifically affected by a methodological factor accentuating the impact of the January and July sales, namely an increase in the weight of clothing in the index, as part of the annual adjustments to the weighting scheme.


      Apart from wage indexation, the health index is also used as the reference for increases in rents and prices of a number of services, so that movements in that index tend to be reflected after a time lag in the underlying inflation rate. While the rise in the health index was smaller in 2012, down from 3.1% in the previous year to 2.7%, it was still substantial owing to the continuing steep increase in heating oil and unprocessed food. Even though the health index basket excludes alcohol, tobacco, petrol and diesel, in order to limit the second-round effects of increases in excise duty and, above all, oil shocks, it does include other energy products and other goods subject to volatile price fluctuations. The gas and electricity price indexation specific to Belgium, the high weight of energy in the consumption basket, and the low level of excise duty on heating oil are all factors which tend to make the health index very sensitive to energy prices. While the tariff freeze did relieve that sensitivity to some extent, that measure was only temporary, and the maintenance of an automatic tariff indexation system based on commodity prices is likely to continue contributing to the volatility of the health index, with implications for the automatic wage indexation in turn.
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      The movement in the underlying inflation trend is also determined by that in labour costs. Pursuing an upward trend which had begun during 2010, unit labour costs continued to accelerate in the private sector, rising by an average of 4% in the first three quarters of 2012 against the same period of the previous year; that reflects both a decline in productivity gains, directly linked to the cyclical downturn, and a rise in hourly labour costs. Their rise was initially reinforced in the first half of 2012, fuelled in turn by the high inflation recorded in 2012, then marked time in the third quarter, whereas the average hourly wages in the three neighbouring countries surged after remaining stable for two quarters. [BOX 9]


      6.2 Labour costs and other costs


      The nominal rise in labour costs is still high


      Despite the marked weakening of activity and demand, hourly labour costs in the private sector continued to rise strongly in the year under review, increasing by an average of 3.2% for the business sector as a whole. That outcome is mainly due to the significant impact of indexation on wages, whereas the real agreed increases were limited and, on balance, the wage drift had little influence. Although  for specific reasons - employers’ social security contributions had been a major factor keeping the rise in labour costs down to 2.3% in 2011, they had only a minor upward effect in 2012.


      The wage increase resulting from automatic indexation came to 2.8% in 2012, slightly more than in 2011 when the effect of that factor had already been considerably greater than in the previous year. Taking account of the time lags relating to the mechanisms applied in the various sectors, the average indexation during the year under review continued to originate largely from the significant rise in the health index at the end of 2011, whereas the deceleration in that index which had begun after the first quarter of 2012 had an only gradual effect. The wage increases thus resulting from past inflation therefore considerably heighten the risk of second-round effects which could trigger an inflationary spiral. In fact, they are subsequently included in selling prices, at least in branches where competition conditions permit that, giving further impetus to inflation. That in turn leads to an additional wage increase via automatic indexation in all firms, regardless of whether they are subject to competition. In the context of an international cyclical downturn, that may have a greater impact on the competitive position and profitability of Belgian firms, because their counterparts, based in countries which do not apply automatic indexation, will be less inclined to grant pay increases.


      The real agreed adjustments for 2011-2012 were regulated by a Law implementing the provisions of the draft interprofessional agreement. When some of the unions had rejected that agreement, the government had decided to make it compulsory. Whereas in 2011 there had been no margin available for agreed adjustments in excess of indexation, it was possible to grant a real increase in 2012, so long as it did not exceed 0.3%. In practice, the wage increases set by the joint committees did not all reach that maximum, since the real agreed adjustments amounted to 0.2% in 2012.


      The “wage drift and other factors” item covers increases and bonuses granted by firms in excess of the interprofessional and sectoral collective agreements (including pay-scale increases), the effects resulting from changes in the employment structure, and measurement errors. In 2012, those factors were neutral overall.


      Thus, employee benefits granted in the form of payment instruments free of tax and employees’ and employers’ social contributions  generally eco-vouchers often concerned only a small amount and were only issued in a few sectors, as in 2011, whereas they had made a positive contribution to the increase in wages in 2010. In addition, the downturn in activity and the less favourable economic outlook tended to restrain demand for labour, and therefore to ease the tension on certain labour market segments and the pressure on the wage drift.


      These factors worked in the opposite direction from the generally positive wage drift resulting in particular from structural population trends. Moreover, as stated in the previous chapter, a large proportion of the jobs created in 2012 received government support in one form or another. These measures generally target low-skilled jobs where the level of pay is below the average for the private sector. Thus, the growing popularity of the service vouchers boosted the number of jobs under that scheme, resulting in a negative contribution to the wage drift. Conversely, however, the abolition on 31 December 2011 of the programme of unemployment benefit activation, which reduced the wages of new workers by the amount of the benefit for a maximum of thirty months, resulting in a corresponding reduction in the employer’s wage bill, contributed to an increase in the wage drift in 2012.


      Employers’ contributions exerted only slight upward pressure on hourly costs in 2012. However, they are part of the reason for the acceleration in labour costs compared to the previous year. In fact, in 2011, the amounts paid in lieu of notice, which are included in “other contributions”, had declined sharply compared to 2010 when a large car assembly plant closed down. In 2012, the contributions ceased to be influenced by such a base effect and, in the absence of new measures, their small upward contribution was due to the flat-rate character of the structural reductions in contributions, whose moderating effect diminishes over time in proportion to wages. In 2012, the total amount of the reductions in social security contributions came to around €5.6 billion, or 3.7% of the total private sector wage bill.


      The payroll tax reductions  which, according to the national accounts methodology (ESA 95), are recorded as subsidies and are not deducted directly from labour costs  had no significant impact on the change in total labour costs during the year under review, as no new measures of that type were implemented in 2012. These reductions are intended, amongst other things, to support R&D activities and certain specific forms of employment, such as shift work, night work and overtime. They came to €2.4 billion in 2012, or 1.6% of the private sector wage bill.
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      Increase in the wage handicap as a result of adverse movements in both hourly costs and productivity


      According to the technical report published in January 2013 by the CEC Secretariat, the wage handicap in relation to Germany, France and the Netherlands  the three largest neighbouring countries, which are also Belgium’s main trading partners  worsened again in 2012. Altogether, over the period 2011-2012, hourly labour costs in the Belgian private sector increased by 6.3%, outpacing the likely 5.5% average rise in the above countries. That situation is far from exceptional because, since the implementation of the 1996 Law on the Promotion of Employment and the Preventive Safeguarding of Competitiveness, the handicap has only diminished slightly on two occasions during the various two-year periods covered by the interprofessional agreements, namely in 2003-2004 and in 2009-2010. The hourly wage handicap which has built up between 1996 and 2012 in relation to the private sector of the three main partners is estimated at 5.1%. To obtain a more accurate picture of reality, it would also be necessary to take account of the impact of the payroll tax reductions on this differential; however, as stated earlier, they are not included in labour costs according to the national accounts methodology. In the absence of comparable statistics between countries, the government instructed a group of experts to analyse this question during 2013.


      Between 1996 and 2008, a period in which a nominal wage norm had been set under each interprofessional agreement, the gap between the increases in hourly labour costs in Belgium and the three neighbouring countries can be divided into three terms. The first indicates how the wage norm adopted at the time of the negotiations between the social partners relates to the increase in labour costs expected at the same time in the neighbouring countries. The second term concerns Belgium only, and indicates whether the wage norm was respected by comparing it with the rise in labour costs recorded ex post. Finally, the third term measures errors in the prediction of movements in labour costs in the neighbouring countries by comparing the rise in labour costs ex post with the movement originally expected.


      This breakdown reveals that, when the maximum wage increase norms were defined, they were always less than or equal to the expected movement in hourly labour costs in the neighbouring countries. However, it is evident that, ex post, the actual figures exceeded the centrally agreed norm  sometimes considerably  for the periods 2001-2002, 2005-2006 and 2007-2008, and that these excess increases were associated on each occasion with larger-than-expected indexations. Whether or not the wage norm is respected depends in fact to a large degree on the extent to which the actual wage indexation was higher or lower than expected: since indexation is automatic, any acceleration in the health index is ultimately passed on in full in labour costs, albeit after a time lag which varies according to the agreements concluded by the joint committees.
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      Nonetheless, the stronger wage growth recorded in Belgium was also largely due to an overestimate of the hourly labour cost increases expected on average in the three neighbouring countries when the norm was set. Such overestimates have occurred in the case of all the interprofessional agreements concluded since 1997 except the 2001-2002 agreement and during the period 2011-2012. They led to excessive real agreed increases because of overvaluation of the maximum margin available for the increase in labour costs in Belgium, after taking account of any corrections for earlier slippages, the predicted indexation and the wage drift.


      That is one of the reasons that prompted the government to plan to revise the 1996 Law on the Promotion of Employment and the Preventive Safeguarding of Competitiveness, so that it would also take account of the average movement in labour costs in relation to the reference countries over the preceding two years, and not only the movement expected in the coming two years. In November 2012, the government stated that it wanted to close within six years the wage gap that has actually accumulated since 1996 in relation to the average of the neighbouring countries. To achieve that aim, it urged the social partners not to specify any increase in gross pay beyond automatic indexation, except for scale increases, in the interprofessional agreement for the period 2013-2014. In addition, there are plans for supplementary measures to reduce employers’ contributions, and some adjustments to the calculation of the health index which should slow down wage indexation slightly in 2013 mainly because prices discounted in the sales are taken into account (see box 9).


      If hourly labour costs in Belgium rise faster than among the main competitors, that does not necessarily prevent the economy from remaining cost competitive, so long as there is an equally marked rise in labour productivity at the same time. However, the analysis of unit labour costs in the business sector  which takes account of these two factors indicates that, for the past fifteen years, those costs have constantly risen faster in Belgium than in the three main neighbouring countries. In relation to 1996, the cumulative handicap averaged 12.8% in the first three quarters of 2012, far more than the gap in terms of hourly labour costs. Unit labour costs have also risen faster in Belgium than in the three main neighbouring countries every year except in 2003, 2004 and 2009. During the year under review, the resulting handicap grew still larger, as wages climbed faster in Belgium while the movement in labour productivity was more favourable in the three neighbouring countries than in Belgium.


      This gap observed for the business sector as a whole is attributable mainly to market services  especially the “trade, transport and accommodation and food service activities” sector  but also to industry  the branch of activity most directly exposed to foreign competition. In both cases, the discrepancy is due both to the movement in hourly labour costs and to the far less positive movement in productivity, the latter factor predominating in the case of market services. Since they are often reflected in service prices, such gaps may have significant second-round effects on consumer prices. Germany is undeniably the country in relation to which the differential is largest, at around 25%. In regard to Germany, there is an apparent disadvantage for the main branches of activity except construction and, within market services, “financial and insurance activities”. Where France and the Netherlands are concerned, Belgian firms built up a slight competitive advantage between 1996 and 2012 of 0.4 and 2.7%, respectively, but in the past three years that has been dwindling. While Belgian industry has a small handicap in relation to France, it has improved its competitive position in relation to Dutch manufactures since 1996. However, in comparison with those two countries, Belgian market services have a competitive disadvantage. In relation to the other euro area countries, Belgium likewise recorded a favourable trend during the period in question, but that advantage has tended to diminish steadily since 2009, as the structural reforms in the southern European countries in particular become apparent in unit labour costs.


      Other costs


      Of course, wages are not the only cost factor to play a role, be it in terms of firms’ price competitiveness or the setting of consumer prices for households. The other aspects involved are the gross operating surplus and gross mixed income  which cover the results of corporate activity and the income of self-employed workers and the cost of intermediate inputs, which are either imported or obtained from domestic production. According to a “cumulative” approach achieved by breaking down the cost structure of domestic intermediate inputs, the costs generated in producing those inputs are incorporated in the direct costs, so that the final breakdown includes only the remuneration of domestic production factors and intermediate imports.


      According to data from the input-output matrix, for which the latest available year so far is 2005, it seems that employee remuneration accounts for 28% of industrial production costs overall, about half of which is generated directly by the producers concerned, while the other half forms part of the input costs of Belgian suppliers, including those active in the service branches. Although this figure is lower than in neighbouring countries, particularly in relation to less open economies such as France and Germany, it is still significant, especially as these are the main costs over which the social partners and the government can exercise some influence.


      The movement in imported costs and in costs generated within the economy is reflected directly in firms’ selling prices and, by extension to the economy as a whole, in the final expenditure deflator. Although the rise in that deflator slowed down in Belgium in 2012, as it did in the three neighbouring countries, the Belgian rate of increase nevertheless remained higher, as did the HICP. This gap is due partly to the import deflator which, like the export deflator, generally rises faster than in the partner countries. The reason probably lies partly in structure effects, particularly concerning specialisation in products in the initial processing phases  which are the most energy-intensive  especially in the case of goods intended for export, but it is possible that differences in statistical methodology between countries may also affect the calculation of the foreign trade deflators.
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      All domestic costs, not only labour costs but also the operating surplus, likewise display a more dynamic profile than in the neighbouring countries, which suggests that, despite rising labour costs and import prices, margins have been maintained overall, at least on average for the economy as a whole.


      6.3 Competitiveness and growth potential of the economy


      Apart from an increase in external cost competitiveness, other elements are necessary for sustained improvements in prosperity and increases in the economy’s resilience to external economic or financial shocks. In that regard, taking account of the imminent prospect of population ageing, technological changes and environmental challenges, it is vital to make maximum use of potential demand in the new global growth centres and to exploit all the economy’s internal potential.
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      International trade in services does not offset the losses on goods


      In Belgium, according to the balance of payments figures, the balance of current transactions with the rest of the world followed a gradual but steady downward trend during the 2000s, mainly owing to a fall in the balance of trade in goods and services. That balance declined from a surplus averaging 4.3% of GDP in the period 1995-1999 to a deficit averaging 0.1% of GDP between 2009 and2011.


      Although this movement was not enough to offset the fall in net exports of goods, the balance of trade in services has been rising constantly since 1995, Belgium’s good performance being due to the dynamism of its exports rather than the weakness of its imports. If Belgium is compared with the other euro area countries, it thus emerges that the share of service flows in GDP is one of the highest, and the movement in service exports is among the strongest. Similarly, while the share of exports of goods by Belgium in world trade declined by over a third in value during the period 1995-2011, the corresponding share of services has remained constant at around 2.3%. At the same time, the share in global service exports was down from 6.6 to 6.2% in Germany, from 6.9 to 5.3% in France and from 3.7 to 2.5% in the Netherlands.
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      Belgium’s central position in the European economic structure is one of the main factors contributing to these good results in foreign trade in services. On the one hand, the country enjoyed the support of its net exports of services to the international organisations based there, such as the European institutions, and the activities to which they give rise, particularly at the level of multinationals. Also, this position at the heart of Europe has favoured an intermediation role owing to its geographical location, which has led to the development of services connected with the globalisation of trade. Thus, transport and logistics services have been able to develop, particularly thanks to the major role of the port of Antwerp in goods flows.


      However, Belgium’s good general performance in regard to trade in services is not reflected in all categories. For instance, there has been no significant growth in exports of services relating to information and communication technologies. Moreover, the share of services geared strongly towards innovation, such as R&D services or the exploitation of patents, is still small. Yet all these services form a catalyst for growth that could benefit the entire economy.


      In contrast to services, trade in goods has exhibited a much less favourable trend. Thus, according to the national accounts, the coverage ratio of goods in terms of value  i.e. the ratio between the value of exports and that of imports  declined by 8.2% over the whole of the period from 1995 to 2011. That fall is attributable entirely to an 8.6% deterioration in the terms of trade, as the 0.5% increase in the coverage ratio in volume did not offset that adverse movement in relative prices.


      This unfavourable trend in prices, which has accelerated over time, is due essentially to the rise in prices of commodities, of which Belgium is a net importer. Prices of commodities, and particularly oil, have risen sharply in recent years, reflecting among other things the pressure of global demand on these resources. According to the foreign trade figures, the balance of trade in the mineral fuel category, which includes oil, gas and electricity, thus declined by €15.4 billion between 1995 and 2011, leading to a similar contraction in the overall result for goods. For comparison, the great majority of European countries also recorded a deterioration in their mineral fuel balance over the same period, to varying degrees.
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      However, commodity prices are largely determined on the international markets; economic agents in Belgium, as elsewhere in Europe, therefore have almost no influence over them, and it is possible that new commodity price rises will continue to put pressure on Belgium’s trade balance in the future. In order to relieve that stress, and the resulting loss of income for the economy as a whole, it is vital to improve the volume coverage ratio and to limit the deterioration in the terms of trade. To do that, it is a matter of adjusting the movement in export prices to that in import prices without any adverse impact on the volume of exports.


      That ability to adjust export prices upwards depends partly on the type of product: as a general rule, the scope is much smaller for manufacturers of highly standardised products. In their case, the potential supply is plentiful, production equipment can be easily replicated, and consumers are less willing to pay, since these goods can be easily replaced with similar products or substitutes. Furthermore, in so far as commodities are also inputs in the production of goods and services destined for export, an increase in their prices weakens Belgian producers, who also face relatively high domestic production factor costs. That is less true in the case of goods incorporating a larger knowledge content.
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      In Belgium, though the share in total exports consisting of products with a low technology content fell by almost 7 percentage points between 1995 and 2011, in favour of medium-low technology products, the share of high- or medium-high technology products increased by only 0.3 percentage point to 51% of Belgium’s total exports. In that respect, Belgium is lagging well behind the neighbouring countries, where that proportion came to 55.7% in the Netherlands, 62% in France and 69.3% in Germany.
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      In the end, the decline in the trade balance reflects a lack of dynamism in the value of goods exported by Belgium. That is also illustrated by the gap between the growth of partner countries’ imports and the expansion of Belgian exports of goods, revealing steady losses of export market shares. Although the geographical markets specifically served by Belgian exports fall short of the 7.8% average annual expansion of the global market as a whole, since Belgian exporters generally still focus insufficiently on fast-growing emerging markets, they nevertheless expanded by an average of 7.1% per annum between 1995 and 2011. That growth is similar to that of the specific geographical markets of a selection of European countries. However, with an average annual increase of 4.8%, Belgium’s exports did not display the same vigour, so that the loss of market shares averaged 2.2% per annum.


      Similarly, while it also lagged behind the rise in total global demand, the average annual increase in demand for products exported by Belgium, at 7.5%, was still appreciable in relation to that addressed to a selection of European countries. Since the market for Belgian export products is relatively dynamic, the discrepancy in relation to exports was larger, so that Belgium’s loss of market shares averaged 2.6% per annum.


      An international comparison shows that the Netherlands and Germany suffered smaller losses of market share on the main markets served by Belgian exporters, whereas France, the United Kingdom and Japan experienced heavier losses. In general, most economies long active in international trade, including Belgium, lost ground. In contrast, the emerging economies, and particularly China, Russia and the new EU Member States, gained market share. These developments form part of a more general trend towards the greater integration of those economies into global production.


      Strengthening the basis of export activities


      Apart from the examination of aggregate foreign trade flows, an analysis of the population of firms active on international markets provides additional indicators of the dynamism of goods exports. Owing to the selection criteria applied and the cleansing of the databases, these microdata cover on average 90% of the macroeconomic data presented above; the growth profile of the two series is similar over the period considered, which runs from 1995 to 2011.


      During that period, exports calculated on the basis of the microdata grew by an average of 5.2% per annum, while the number of export firms only increased slightly, from 8600 in 1995 to 8700 in 2011. However, this virtual stabilisation masks considerable movements within the population, concerning the entry of new companies and the termination of the international business of established exporters, averaging around 1600 firms per annum in each of these two categories. The proportion of new entrants still on the international markets after one year averaged 60%, dropping to 26% after five years.


      The systematic increase in the average value of exports per exporter was accompanied by a greater concentration of exports on a small number of firms, which are generally larger, more capital-intensive and more productive than those active on the domestic market only. Thus, in 2011, 1% of export companies accounted for over half of the total value of exports. The export concentration is also reflected in the small number of firms operating on a large number of foreign markets or with a large product range, while the firms doing so represent the bulk of the total value of exports. In 2011, the average exporter sent 22 different products to 14 destinations; the goods are divided into more than categories, which are sometimes very closely linked  cars for example, are subdivided into four separate categories according to their engine size. In that same year 2011, barely 5% of exporters served more than 50 destinations, but they accounted for over half of the sales. These firms therefore make up the hard core, and very largely determine the pattern of foreign trade flows.


      The export value did not display a uniform profile during the period considered. From 1995 to 2000, it increased by an annual average of 7.5%. The growth rate declined to 4.9% per annum from 2000 to 2007, then to 3% from 2007 to 2011. During that last period, there were wide fluctuations, with negative growth of around 10% per annum during the 2008-2009 crisis, after which exports began rising again, expanding by an annual average of 15.7% in 2010 and 2011.


      The microdata permit a breakdown of export growth between the intensive margin and the extensive margin. The former concerns the movement in established flows of goods, i.e. the change in the amount of exports by firms for products already sold on foreign markets. The extensive margin covers new transactions, be it the entry of new exporters or extension of the destination markets or the range of export products.


      The intensive margin played a dominant role in the pattern of exports. In the periods 1995-2000 and 2000-2007, it accounted for half of the change in exports, on average. A breakdown of the 2007-2011 period reveals that its role was even more important in the crisis years, when it accounted for more than 90% of the decline in exports, and during the ensuing period of export market recovery, when its contribution was almost 90%. This means that export companies which survived the difficult years responded very rapidly to the international trade revival and succeeded in increasing their exports of standard goods to existing markets. The extensive margin therefore accounted for just under 50% of the export growth during the period 1995-2007, and less still thereafter. However, there were no mass departures of firms from the international markets during the crisis, as the intensive margin absorbed the shocks while firms continued to expand their range of internationally marketed products.
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      In general, the export base is still relatively narrow. Price competitiveness alone will not secure its expansion. That also depends on many other factors which determine the attractiveness of the economy and its potential for innovation and adaptation, via the quantity and quality of the human capital, the quality, design and distinctiveness of the products offered, the marketing of those products and the organisation of the production processes.


      As regards labour quality, Belgium is well placed in terms of basic training: during the period 2009-2011, 43% of the 30-34 age group held a higher education diploma, well above the average percentage in the three neighbouring countries and the EU. However, there is still some way to go to achieve the level of the best three European countries (Finland, Sweden, Cyprus). An analysis of the higher education courses pursued also shows that, on average, Belgium has fewer scientific and technical graduates than the neighbouring countries and the EU; a similar lack of interest is also seen at the secondary education level. Apart from a sound basic education, further training is also important for workers, particularly to keep them in employment during longer careers. In Belgium, the proportion of the 25-64 age group stating that they have attended training is still 30% below the average for the neighbouring countries and the EU.


      This knowledge needs to be turned into more efficient production processes and new products which, as stated above, are vital for the expansion of the export markets. Although R&D expenditure in Belgium, as a percentage of GDP, is considerably less than in the three neighbouring countries, mainly as regards government funded R&D, Belgium outperformed the neighbouring countries and the EU, on average, according to the EC’s global Innovation Union Scoreboard. However, the efforts aimed at matching the level of the top performing European countries (Sweden, Denmark, Germany, Finland) must continue. This scoreboard examines innovation from a broader perspective than just R&D expenditure, since it takes account of factors such as enablers (qualifications of the population, quality of research institutions, funding), firms’ activities (investment, cooperation on innovation, patents) and the outcome in terms of innovation. Where innovation is concerned, a number of Eurostat Community Innovation Surveys (CIS) report mediocre performance by Belgium compared to the reference groups. The number of firms innovating their production processes was 18% below the figure for the three neighbouring countries. Product innovation, which generates higher-quality goods and/or a broader range, and the conquest of new markets are crucial to withstand the mounting competition on the export markets. The share of turnover originating from the sale of new products in Belgium is less than in the three neighbouring countries and the EU. That is probably due to the more defensive strategy of Belgian firms, for whom conquering new markets is apparently not the primary aim of innovation.
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      Apart from technological innovation, non-technological aspects such as design or marketing quality also play a key role. The percentage of firms introducing marketing innovations is lower than in the neighbouring countries. That was the case in regard to patent applications submitted to the European Patent Office.


      Entrepreneurship evidently plays a crucial role in the development of new products and the conquest of new markets, as new firms adapt more easily and flexibly, and their presence heightens competitive pressure, stimulating innovation. According to the results of the Eurobarometer on SME funding, access to finance is not an impediment in Belgium, whereas it is in the neighbouring countries. The same applies to the regulatory requirements preceding the creation of new businesses, such as the procedures to be followed, the cost and the number of waiting days. However, according to the Global Entrepreneurship Monitor, intentions concerning the creation of new businesses and actual start-ups are below the average for neighbouring countries. Clearly, Belgium still needs to make a major effort to raise the status of entrepreneurs and the associated social recognition.
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      Boosting potential growth


      The above-mentioned factors do not only influence the economy’s external competitiveness, they also help to support its growth potential. In general, an economy’s potential growth is the rate at which it can develop without generating macroeconomic imbalances. It depends both on the quantity and quality of the mobilised production factors  labour and capital  and on the general efficiency of the economy, reflected in its total factor productivity (TFP). Belgium’s potential growth, which the EC estimated at 0.9% in 2012, has been characterised by a continuous downward trend since the start of the new millennium.


      Of the three determinants of potential growth, the contribution of labour has been the most stable, in particular due to the increase in the employment rate of older workers, even though that rate is still low compared to the European average. Nevertheless, that contribution faltered recently against the backdrop of weak or negative activity growth since 2008 which is likely to persist according to the EC’s forecasts. In the face of population ageing, the structural measures taken at the end of 2011  and detailed in box 7  are therefore a first essential step towards boosting labour market participation.


      The capital stock has also played its part in weakening potential growth since 2000. Development of the capital stock is partly endogenous, since it is directly linked to output forecasts. In some years, the contribution of the capital stock to growth was moreover adversely affected by investment cuts in periods of weak economic activity.


      In Belgium, the most notable decline since 2000 undoubtedly concerns TFP, whose contribution to potential growth has been falling continuously since 1988, according to the EC. A sectoral analysis by the Federal Planning Bureau shows that TFP has decreased in market services whereas it has risen in manufacturing industry. For the economy as a whole, the steady decline in TFP in Belgium stands out all the more clearly in comparison with the weighted average movement in TFP in the three main neighbouring countries and the euro area. The negative gap recorded by Belgium has widened continuously and is set to remain large according to the EC’s forecasts. Although estimates of potential growth, and more particularly TFP, are surrounded by a high degree of uncertainty, these findings  which are borne out by other research  do raise questions.


      According to the endogenous growth theory, investment in R&D, intensive innovation and improvements to job quality are major factors contributing to TFP gains. Those factors are also key sources for the transmission of productivity gains to the rest of the economy. As already stated, these aspects offer scope for progress in Belgium, particularly by the refocusing of basic education on technical and scientific subjects, additional investment in lifelong learning, and the marketing of innovations. Apart from the beneficial impact on TFP, there would be significant secondary effects conducive to growth potential, such as a better match between labour demand and supply, or a better export performance, with higher value products less sensitive to cost factors.
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      The creation of a competitive environment for market activities is another key factor which increases productivity in two ways. First, more efficient producers can win market share at the expense of less efficient companies. Second, the productivity of other firms is also stimulated since, in order to stand up to the new competitors, they have to devise strategies for either improving the quality of their existing products or developing new ones. In regard to the operation of the markets in goods and services, some sectors of the Belgian economy feature distortions which result, more specifically, in faster price rises in Belgium than in the three neighbouring countries, as described in the inflation analysis at the start of this chapter. That malfunctioning is liable to slow the development of new knowledge or production methods, and inhibit market access for new players. Action is desirable for the service sector, and more specifically for the retail trade and certain network industries. There is also room for improvement in the efficiency of the Belgian government. Since the sectors mentioned above supply important inputs for other spheres of the economy, an increase in productivity could bring about a cascade effect in other sectors and thus benefit the whole economy.


      Not only is the service sector essential in terms of value added and employment, it has also contributed recently to the current account surplus on the balance of payments. The international trade in services is due mainly to Belgium’s central location, the presence of international institutions in the country and, to a much smaller extent, services relating to ICT or innovation. However, productivity growth has been much weaker here than in the three neighbouring countries. In addition, the EC mentions barriers to cross-border trade in services, e.g. in regard to environmental certification and the retail trade. In the latter case, simplifying the access conditions and reducing the restrictions on business operations could strengthen competition.


      Some network industries, and more specifically electricity and gas, telecommunications, postal services and transport, feature a number of distortions which ought to be eliminated. They are reflected, for instance, in the fact that in October of the year under review, Belgium came 19th in the ranking of EU Member States concerning the transposition and implementation of the European Directives in national laws relating to these sectors. As for the retail markets in gas and electricity, when the Belgian government transposed the Third Energy Package Directives, it was particularly keen to improve transparency and competition conditions, the aim being to guarantee end users efficient markets and effective competition, in particular by making it easy for consumers to switch suppliers, while still ensuring consumer protection. Increasing energy efficiency will also have the effect of cutting costs and boosting productivity. In regard to the other network industries, the EC considers that the regulatory obstacles need to be removed and the institutional framework strengthened so that the rules on state aid can actually be applied.


      Finally, efficient governments supply services for the whole economy and have a beneficial impact on competitiveness and growth prospects. In particular, in regard to industrial restructuring, the rapid launch of new establishments requires an appropriate licensing policy on the part of the various political authorities, and the development of new activities often depends on the ability to carry out infrastructure projects within a reasonable timeframe. More generally, according to the World Bank’s government efficiency index, though Belgium outperforms the average of its three neighbouring countries and the EU, it still has room for improvement in order to equal those with the best scores  generally the Scandinavian countries. In addition, the economic efficiency of all government spending and taxation must be analysed, taking account of the underlying societal objectives, especially as the amounts involved are high in Belgium.


      Stimulating competitiveness, at the level of both price and non-price factors and in terms of the efficiency of the markets in goods, services and labour, is among the recommendations made by the EC in the year under review in the context of the European Semester, and more specifically the macroeconomic imbalance procedure. In the new Semester which began at the end of 2012, the Commission will examine in more detail what progress has been made, and will produce a new situation report in the in-depth review which Belgium will undergo.

    


    
      Box 8Reforms to the method of pricing gas and electricity


      Automatic indexation of gas and electricity prices on international prices of energy commodities  particularly oil  is common practice in the variable price contracts offered by suppliers operating in Belgium. Therefore, in view of the wide variations on the international oil market in recent years, the volatility of consumer prices of gas and, to a lesser extent, electricity increased significantly, both in relation to the past and in comparison with the neighbouring countries.
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      To manage the effects of the volatility, the government adopted a number of provisions in the Law of 8 January 2012 which transposes the European Third Energy Package Directives into Belgian law, particularly as regards the aspects relating to consumer protection and social cohesion. Under this legislation, the gas and electricity regulator (CREG) is to supervise adjustments to energy prices and changes to the price formulas for residential customers and SMEs. In the case of variable price contracts, the Law limits the number of indexations to four per year, namely at the beginning of each quarter. Previously, suppliers could actually adjust their tariffs every month.


      The Law of 29 March 2012 amends the Law of 8 January and aims at more radical reform of these indexation mechanisms, notably by no longer leaving suppliers of residential customers and SMEs totally free to determine for themselves the parameters forming the basis of the automatic indexations. Thus, it made the CREG responsible for defining and proposing “an exhaustive list of accepted criteria for each supplier to draw up the indexation parameters so that they satisfy transparent, objective and non-discriminatory criteria and represent the true supply costs”. Pending that list, a transitional period was established from 1 April to 31 December 2012. During those nine months, there was a ban on upward indexations of the variable price of energy for supplies of electricity and gas. Since the oil price declined for a time during the second quarter, and the parameters reflect price movements with some flattening and a time lag, the freeze had little impact on overall inflation. Thus, it is estimated that the freeze reduced the rise in the HICP by 0.1 percentage point in 2012.


      On 1 August, the CREG published its proposed list, containing only parameters which have an explicit name and which also respect two criteria. First, they must reflect only the movement in the supplier’s actual supply costs, and not other costs such as staff expenses, depreciation or operating costs. Second, they must be calculated solely on the basis of the prices quoted on the European gas and electricity markets, which  for various reasons  display relatively high volatility compared to oil prices. For one thing, the transmission of gas and electricity is more complicated and expensive, and less flexible because it relies on networks. The same applies to storage, which is even virtually impossible for electricity, heightening the price impact of any market imbalance. Also, these markets are less globalised and the transaction volumes are smaller.
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      While the indexation of gas and electricity prices on the basis of benchmarks including international prices for oil or petroleum products may have been justified in the past, when gas supply contracts between suppliers and producers were mostly indexed to the oil price, that link has lost some of its relevance in recent years. Gas supply conditions, and hence the true cost of obtaining supplies, have in fact changed with the growing importance of the spot markets for gas, especially as the gap between gas prices indexed to the oil price and spot prices of gas has increased. In view of these developments, the regulator recommended ending this reference to oil prices, even though indexation based solely on gas and electricity prices would not in itself reduce the volatility of consumer prices of these products. In regard to the neighbouring countries, price changes are less frequent and not simultaneous in the Netherlands, and are even state-controlled in France.


      [RETURN]

    


    
      Box 9Reform of the national consumer price index


      As is done every eight years, a complete reform of the national index of consumer prices is being prepared with a view to the entry into force of a new index with a base year of 2012 in January 2014. Although there are mini-reforms every two years, the change of base ensures that this index, which is also used to calculate the health index, is representative. The weighting scheme will thus be totally updated to reflect new household consumption habits more accurately. Moreover, this revision also offers the opportunity for methodological changes, thus enabling the national index methodology to be aligned with that defined by Eurostat for the HICP, for which the weighting formula is updated more frequently.


      A significant change expected in the forthcoming reform concerns the method of recording the prices of food and everyday items. In future, it will be based partly on supermarket scanner data which are a more exhaustive source than records of individual prices. This approach should also give a better idea of the real market share of white label products and private labels in the household basket. Also, to take better account of the substitution effect between suppliers of telecommunication services, their prices will in future be calculated by a more complete method, which is also used to record gas and electricity prices and which takes account of changes in market share.


      In January 2013, at the instigation of the government, two other modifications came into force earlier. First, the effect of the seasonal sales is now taken into account in the record of prices, as was already the case for the HICP, except that this impact will be distributed proportionately over all the months rather than recorded solely in the sale months. Second, a “payment” approach is adopted in regard to heating oil contracts, and could be reintroduced for gas and electricity fixed price contracts. Such an approach was in fact already applied in the past but, since 2007, the “acquisition” approach has applied, in accordance with the Eurostat guidelines for the HICP, for the purpose of recording the prices of these last two products. That method takes account of the tariffs in force at the time when inflation is calculated, whereas the “payment“ approach is based on the average tariffs over the past twelve months, in accordance with the annual invoices that consumers actually pay. That change could curb the transmission of changes in energy commodity prices to the consumer price index, although earlier studies on the consequences of such a change of method did not produce any clear conclusions(1).


      
        (1) Cornille D. (2009), “Methodology or pricing: how can the greater volatility of consumer gas and electricity prices in Belgium be explained?”, NBB, Economic Review, 47-57, December.

      


      These changes enable the national consumer price index to reflect consumption habits more accurately and quickly. They must therefore be encouraged, notably to avoid any overestimate of consumer price rises. However, to guarantee the credibility of the inflation figure, it is crucial not to present these reforms as wage moderation tools. The changes announced are unlikely, on their own, to bring any structural slowing of the rise in the health index. Nevertheless, in the short term, the taking into account of the sales has a mechanical downward effect on the health index, and it should therefore help to reduce Belgium’s wage handicap in relation to neighbouring countries for a time.


      [RETURN]

    

  


  
    
      7. Public finances


      The general government deficit declined by 0.8 percentage point, mainly as a result of the fiscal consolidation measures implemented by the federal government and by the Communities and Regions. It dropped to 3% of GDP, a level which no longer exceeds the reference threshold indicating an excessive public deficit. This estimate is based on the assumption that the increase in Dexia’s capital effected by the government is a purely financial transaction. If that were not the case, the deficit would amount to 3.7%. The procedure validating the statistical treatment of that transaction is still in progress. Although the structural growth of primary expenditure was contained, it nevertheless outpaced GDP growth. Expenditure and  in its wake  revenue therefore reached historically high levels. The debt expanded by 1.8 percentage points of GDP to 99.6% of GDP at the end of the year.


      7.1 Overview of fiscal policy


      Marked reduction in the deficit to just below the threshold of 3% of GDP, mainly as a result of structural fiscal consolidation measures


      Belgian general government ended the year under review with a deficit very slightly below 3% of GDP(1) (2.97% according to the Bank’s calculations), down by 0.8percentage point of GDP compared to 2011.


      
        (1) This estimate is based on the assumption that the Dexia capital injection effected by the government at the end of the year under review is a purely financial transaction which should only be recorded in the public debt, and not in the balance. According to Eurostat’s opinion on the matter, this transaction should be recorded in the form of a capital transfer, in which case the deficit would come to 3.7% of GDP. When this Report went to press, the validation procedure was still in progress.

      


      This substantial reduction in the public deficit resulted mainly from the consolidation measures taken by the Communities and Regions and by the federal government, formed in December 2011, in a context of severe financial market pressure on Belgium. In contrast to previous years, various one-off factors and measures also boosted the budget balance by 0.3 percentage point of GDP, whereas the other determinants of the overall balance had an adverse effect. Thus, public finances were hard hit by the slowdown in economic activity, even though the latter’s composition, particularly the continuing strong growth of the wage bill, did soften the impact of that factor to some extent. Higher interest charges also depressed the overall balance.
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      The measures taken were largely structural. They led to an improvement in the structural primary balance of 0.9percentage point of GDP, the biggest annual increase since Belgium joined the EU Monetary Union. The year under review therefore saw a major fiscal consolidation effort, in stark contrast to the easing in the previous ten years. Without that impetus, the structural primary balance would have deteriorated by around 1 percentage point of GDP.
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      The improvement in the structural primary balance is due essentially to the increase in revenue. The savings made in primary expenditure curbed the growth of that spending, though without preventing it from rising in proportion to GDP. Both revenue and expenditure thus reached historically high levels.


      The general government deficit thus dropped below the reference threshold of 3% of GDP marking an excessive public deficit as defined by the European rules. That threshold had been significantly exceeded in 2009, in the aftermath of the financial crisis and the economic recession. In December of that year, the Ecofin Council had therefore recommended Belgium to cut its public deficit below that threshold by 2012 in a credible and sustainable manner. To meet that requirement, the stability programme which the federal government submitted in April2012 had, like the previous version, provided for limiting the budget deficit to 2.8% of GDP in 2012 and restoring a balanced budget by 2015. The latter target remains a precondition for addressing the many challenges which public finances will face in the coming years.


      7.2 Revenue, expenditure and overall balance


      Revenue


      Total revenues have reached an unprecedented level in relation to GDP


      In 2012, total government revenues increased by 1.6percentage points to 51% of GDP, a level never seen before in Belgium. In fact, the measures introduced for this fiscal year represented an effort of almost €4.9billion, or 1.3% of GDP. They affected virtually all revenue categories: the impact on fiscal and parafiscal revenue came to 1.1% of GDP, and on other revenue 0.2% of GDP.


      The developments in 2012 are therefore resolutely in line with the recent context of fiscal consolidation, the measures now being designed largely to generate extra revenue rather than to ease the fiscal and parafiscal burden. This year, the effect of these measures on the change in revenue was particularly significant.


      Levies on earned income increased by 0.3percentage point to 26.2% of GDP. That rise was due to the expansion of social security contributions and, to a lesser extent, personal income tax revenues; it resulted both from the rise in wages in relation to GDP and numerous measures. Revenue raised on the factor labour, expressed as a percentage of GDP, thus reached its highest level since the implementation of the 2001 tax reform.
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      Among the levies weighing chiefly on labour, personal income tax revenues increased very slightly as a percentage of GDP. On the one hand, several structural measures generated increased fiscal pressure. Thus, certain benefits in kind, namely company cars and accommodation which firms make available free of charge to their employees, are now more heavily taxed, generating additional personal income tax revenue of around €100 and €170million respectively. Also, the end of the fixed personal income tax reduction in the Flemish Region brought in around €50million in extra revenue. The increase in the share of wages in the value added of the Belgian economy is another key factor behind the growth of personal income tax revenues in relation to GDP. On the other hand, the additional percentages accruing to the local authorities were down sharply. That fall could be due to the priority processing of pre-completed tax returns, which increased in number and which mainly concern benefit recipients paying relatively low additional percentages.


      The rise in the share of wages is also the main factor behind the growth of social security contributions. Another beneficial factor concerned the stronger measures to combat fraud. Moreover, the measures reducing contributions still exerted a slight influence in 2012, their growth being a little lower than that of the wage bill to which they apply.


      Taxes on company profits increased strongly for the third consecutive year, rising from 2.5% of GDP in 2009 to 3.2% in 2012. They were thus practically back to the level prevailing before the eruption of the financial crisis. That growth originated essentially from the shifts which took place in previous years from advance payments to collection via assessments. Indeed, firms which do not make sufficient advance payments during a particular financial year are subject to a tax surcharge at the time of the assessment. However, there is currently little incentive to pay all the tax due in advance, since the rate of that surcharge is only 2.25%, which is not enough to outweigh the cost of funding the advance payments by borrowing. The significant enlargement of the tax base in the two preceding years is therefore reflected to a great extent in the 2012 assessments. However, the increase in the latter was partly offset by a slight fall in advance payments as a percentage of GDP, owing to a combination of factors. Apart from the shift to assessments which has just been mentioned, uncertainty surrounding the continuation of the economic recovery evident at the beginning of the year, and confirmation of a further slowdown at the end of the year, depressed the advance payments. The 3% limit on the interest rate taken as the reference for calculating the risk capital allowance was not enough to compensate for these downward effects, and nor were the other measures such as the increase in tax on company cars.
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      Levies on other incomes and on assets were also up for the third year running, from3.8 to 4.1% of GDP. There were in fact many measures which boosted that revenue. For instance, the taxation of the various types of income from movable property was largely harmonised, and in most cases the withholding tax was raised from 15 to 21%. If the introduction of a supplementary 4% contribution on the highest incomes from movable property is taken into account, the withholding tax revenues collected from individuals should have risen by around €900million. However, the decline in dividends paid and in interest rates in 2012, and the switching of part of the savings to instruments that are less taxed, such as savings accounts, moderated the total growth of these revenues. Companies were also affected by an increase in the levies on income from movable property, since the capital gains on equities that they realise in the short term are now taxed. In addition, the contributions paid by credit institutions to the newly formed resolution fund generated more than €200million in extra revenue. Finally, two temporary measures also underpinned these revenues in 2012: the one-month reduction in the deadline for declaring inheritance tax, and the earlier collection of the advance levy on life insurance, which should have raised around €50 and €200million respectively. This last factor consisted of a 6.5% levy on life insurance reserves or pension savings formed before 1 January 1993, collected immediately rather than when the holder reaches the age of 60 years. The residual tariff applicable to these reserves, namely 10%, will thus be the same as that for reserves formed after 1 January 1993.
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      A number of measures, mainly concerning VAT, also gave a significant boost to taxes on goods and services, amounting to 0.4 percentage point of GDP. Thus, the abolition of the VAT exemption on certain services provided by notaries and bailiffs, and the introduction of VAT on pay television, should have raised almost €200million, in addition to the effect of the stronger measures against tax evasion. The increase in excise duty on tobacco also generated more than €100million in additional revenue. However, the biggest revenue increase concerns the payments made by the nuclear supply company. On the one hand, €250million due for 2011 was not paid until 2012, while the amount relating to 2012 was increased to €550million. Compared to the impact of these factors, the decline in certain revenues, such as those from taxes on road traffic, appears trivial.


      Finally, non-fiscal and non-parafiscal revenues were up from 6% of GDP in 2011 to 6.3% in 2012. Part of that rise is due to the increase in contributions to the deposit guarantee system, amounting to more than €200million. A temporary factor also boosted these revenues substantially in 2012, since bpost was ordered to repay subsidies wrongfully received between 2006 and 2010, for a total of €300million. Conversely, dividends and interest paid to the government in return for its support of the financial sector and Belgium’s European partners during the financial crisis were down by about €50million.


      Increase in resources of all levels of power


      The breakdown of resources collected by the various government sub-sectors provides an overview of their respective fiscal powers. However, the transfers between these sub-sectors should be taken into account in order to obtain an indication of the resources that each level of power can allocate to its own policy.


      Thus, the federal government collects a significant share of Belgian public revenues, as its fiscal powers cover the major part of personal income tax, VAT and corporation tax. During the year under review, its total revenues expanded by 1.3 percentage points to 28% of GDP. Following adjustment for transfers to other levels of power, the resources available to the federal government drop to 9.5% of GDP. However, that is 0.8percentage point more than in 2011, implying a break in the downward trend in the resources that the federal authority can spend on its own policies. Nonetheless, that increase was accompanied by a further rise in transfers to the other government sub-sectors. Thus, as has almost always been the case since 2000, social security recorded an increase in transfers amounting to 0.3percentage point of GDP in 2012, or equivalent to the growth of its own resources. At the same time, the resources of the Communities and Regions grew by a further 0.2point, as a result of both the additional transfers from the federal government and, to a lesser extent, the rise in their own fiscal and non-fiscal resources. Finally, local authority revenues were stable once again, as the increase in transfers originating mainly from the Regions neutralised the fall in their own revenues.


      Primary expenditure


      General government primary expenditure, i.e. spending excluding interest charges, was up by 0.7percentage point of GDP against 2011, at 50.5% of GDP. Thus, despite the federal government’s economy measures, that expenditure reached a historically high level, 8percentage points above the 2000 figure. The increase is due to an average real rise of 2.6% per annum over the past twelve years, or 1.3percentage points more than real GDP growth.


      Altogether, the volume of primary expenditure was up by 0.6% in 2012. However, that expansion rises to 0.8% if it is adjusted for the effect of one-off factors or those linked to the business cycle and the impact of indexation, so as to offer a true picture of the underlying trend in the government’s expenditure policy.
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      Non-recurrent factors curbed expenditure growth by 0.3percentage point. In 2011, expenditure had been driven up by one-off measures on the part of the Regions in favour of Holding Communal which, as a major Dexia shareholder, bore the full brunt of the collapse of Dexia’s share price. This had led to a capital transfer amounting to 0.2% of GDP. In contrast, the investment grants to the SNCB group were cut by 0.1% of GDP in 2012.
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      Regarding the impact of the business cycle on primary expenditure, the increase in benefits paid to those fully unemployed and drawing benefits and to unemployed persons receiving a company supplement remained below the average growth rate for that expenditure category, thanks to a relatively favourable economic situation up to and including the first quarter of 2012, as there is a slight time lag before the economic situation influences unemployment. However, that factor was largely offset by a marked rise in benefits paid to workers laid off temporarily, these being benefits which respond more rapidly to fluctuations in activity. Overall, the cyclical component contributed 0.1percentage point to expenditure growth.


      Moreover, as civil service pay and social benefits were index-linked in 2012 by a percentage equivalent overall to the rise in the HICP, which serves as the total primary expenditure deflator  namely 2.6%, the factors relating to indexation had only a minor impact during the year under review.


      The 0.8% real growth of primary expenditure following adjustment for these various factors is 1.9percentage points below the average growth of that expenditure since2000. It broadly corresponds to the trend GDP growth.
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      Structural expenditure growth in all government sub-sectors, excluding the federal government


      The real increase in the adjusted general government primary expenditure masks divergences between the various sub-sectors. At federal level, where final expenditure excluding transfers to other government sub-sectors accounts for less than 9% of GDP, a fall of 3.9% in real terms was seen in 2012. In contrast, social security expenditure, which amounted to 22% of GDP, was up by 2.2%. The Communities and Regions, like the local authorities, which respectively account for expenditure totalling 12.6and 7% of GDP, recorded increases of 1.3and 2%.


      Most of the items contributed to the significant fall in the adjusted expenditure of the federal government. A marked reduction of between 3 and 4% in the number of public sector workers led to a fall in remuneration. Following savings on operating expenses, the government also made considerable cuts in its purchases of goods and services, partly as a result of efficiency gains which will continue to have an impact in the years ahead, and partly thanks to the freezing of certain expenditure. Subsidies to businesses also recorded a sharp fall, the main reason being the abolition of the bonus for vehicles causing less pollution, representing around 0.1% of GDP, and the cuts in the subsidies to the SNCB group. In addition, some public investment was frozen and postponed to future years, and expenditure on development cooperation was reduced. Finally, after having risen steeply in recent years, federal subsidies in the form of a reduction in payroll tax were static in relation to GDP.


      In 2012, adjusted social security expenditure grew strongly again, although the rise was below the average for the past twelve years.


      Pension spending, which represents around one-third of the amounts paid out by social security, increased by 3.4% in real terms. The measures for adjustments in line with prosperity, which came to €290million, were a major contributory factor. In that respect, it should be noted that the pension scheme reforms which the government introduced at the end of 2011 will probably only have a downward effect on pension benefits from 2013. Meanwhile, there has been a further considerable increase in the number of pensioners. Moreover, sickness and invalidity benefits surged by more than 6%, so that their strong growth apparent since 2006 is continuing at much the same pace. Several factors may account for this trend. First, the measures for adjustment in line with prosperity added €80million to these benefits in 2012. Next, the alignment of the female retirement age with that for men in 2009 has had the effect of delaying the date on which women come off invalidity benefits. In addition, the increase in the labour market participation rate of older workers, which is particularly significant for women, raises the numbers receiving sickness and invalidity benefits. Moreover, in recent years there has been a marked rise in the numbers suffering from mental illness and disorders of the musculoskeletal system and connective tissues. Finally, it may be that, as in other countries, this increase in the number of benefit recipients is also attributable to the tightening of the conditions of eligibility for other social benefits.
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      Conversely, the growth of social security spending was tempered by the moderation or decline in certain benefits. In regard to health care, which represents just over one-third of the social security budget, the real increase of around 1% was much weaker than the trend recorded in the past. Various measures, such as savings on medical fees and reimbursement of medicines, and the stimulation of competition between pharmaceutical companies, contributed to this slowdown. In addition, there was a temporary freeze on certain expenditure. Moreover, the cyclically adjusted expenditure on unemployment and unemployment with a company supplement recorded a sharp fall in volume of around 3.7%, owing to the labour market reforms. As explained in more detail in the section on the labour supply (see section5.4), the conditions for granting integration benefits to young people leaving education were also made stricter and subject to a time limit. In the case of ordinary unemployment benefits, the criteria concerning a suitable job were tightened up, and the seniority supplement was reduced. Since November 2012, unemployment benefits have also been falling faster over time, even though the impact on 2012 expenditure is small. The conditions for granting unemployment with a company supplement were also made more stringent. Finally, the subsidies paid by social security grew more slowly than in previous years. The phasing out of the “win-win” plan, geared to the recruitment of workers in certain risk groups, reduced the activation subsidies by almost €120million, compensating in part for the sustained rise in spending on service vouchers and the higher subsidies in favour of employment in the non-profit sector, known as the social Maribel scheme.


      The adjusted primary expenditure of the Communities and Regions increased by 1.3%, or less than the average since the start of the new millennium. Thus, purchases of goods and services were down in real terms, while at the same time the remuneration of employees, representing over one-third of this sub-sector’s primary expenditure, lagged behind the trend growth of recent years. Conversely, subsidies were up sharply, owing to the additional resources made available by the Flemish government for the Flemish Housing Fund, which offers mortgage loans on advantageous terms. [BOX 10]


      Finally, the adjusted expenditure of the local authorities grew by 2%, mainly as a result of investment. The latter, which accounts for almost half of all public investment, in fact follows the electoral cycle. In general, the biggest increases occur in the year preceding the local elections, and to a lesser extent in the election year. That was again the case in 2011 and 2012. However, it should be noted that growth during the present cycle was below normal. That may be due to the less favourable financial situation of the municipalities and greater recourse to techniques for keeping investment outside the budget, such as public-private partnership projects and investment via autonomous municipal bodies.
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      Interest charges


      Interest charges up for the first time in twenty years


      In 2012, interest charges edged upwards by 0.1 percentage point of GDP. That was the first increase in this ratio since the early 1990s. In fact, after having peaked at 11.6% of GDP in 1990, interest charges declined steadily for more than two decades, dropping to 3.3% of GDP in 2011. This steep fall is due mainly to the reduction in the implicit interest rate on the public debt and, up to 2007, to the decline in the debt ratio. Since 2008, the debt ratio has been rising again, curbing the fall in interest charges.
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      During the year under review, the increase in interest charges was due partly to the rise in the debt ratio and partly to the reduction in swap income, because a number of large transactions matured in 2011 and therefore ceased to have an effect in 2012. The fall in the interest rates on the public debt, in both the short and the long term, was too little to counterbalance these negative effects.
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      During 2011, interest rates on Belgian government securities had risen gradually, peaking on 25 November, when ten-year bond yields stood at 5.8%. At that time, Belgian yields were tending towards those of the peripheral euro area countries, suggesting that it would become difficult to finance the Belgian public debt. However, from the end of 2011 and during 2012, the pressure eased and yields on Belgian government securities gradually diminished.


      That fall reflects in particular the revival of market confidence in Belgium. The agreements leading to the formation of a federal government and the conclusion of a budget restored credibility. Belgian interest rates then moved closer to those of core euro area countries. The spread between the ten-year OLO and the German Bund, which had widened to 366 basis points on 25 November 2011, thus shrank from 233 to 75points between the beginning and end of 2012. However, that differential is still much larger than before the financial crisis. From an international angle, there are several factors which also contributed to the fall in Belgian and European interest rates, notably the measures taken at European level to resolve the sovereign debt crisis. That crisis also prompted investors to retreat to the bonds of the strong euro area countries, thus taking the interest rates on their borrowings to historically low levels. During 2012, the interest rate on Belgian ten-year loans dropped steeply from just over 4% to just over 2% between the beginning and end of the year. That indicates that Belgium has regained its place in the group of countries which investors regard as secure.
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      The importance of that development for public finances must not be underestimated. If the interest rates on Belgian securities had remained at the record level of 25 November 2011, that would have raised the cost of interest charges by around 0.3% of GDP in 2012, and even more in subsequent years. More generally, the improvement in the State’s financing conditions also benefits other sectors  banks, businesses and households  as is evident from the opposite example of the peripheral countries. Consequently, it is vital for Belgium to retain the confidence of investors. To do that, it is desirable in particular to implement a fiscal policy which permits the continuing structural elimination of the deficit and ensures the long-term viability of public finances.


      Overall balance of the general government sub-sectors


      The deficit of Entity I, comprising the federal government and social security, was reduced in 2012. The deficit of Entity II, which comprises the Communities and Regions and the local authorities, deteriorated slightly, though it remains considerably smaller than that of EntityI.


      The federal government deficit was cut from 3.4 to 2.5% of GDP. The improvement in the overall balance of this level of power is due mainly to the increase in revenue. That was partly offset by higher interest charges, and particularly by larger transfers to the other sub-sectors in the form of tax revenue transfers or current and capital transfers.
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      The additional transfers from the federal government went mainly to social security, these extra resources supplementing those already paid in previous years. Since 2000, these transfers have risen considerably by 3.3percentage pointsof GDP  enabling social security to finance much of the rapid growth of its expenditure. In 2012, social benefits were up by a further 0.6percentage point of GDP against the previous year, slightly outpacing the rise in revenue so that the overall balance of social security deteriorated slightly.


      The deficit of the Communities and Regions declined from 0.2% of GDP in 2011 to 0.1% in 2012. Revenue growth more than offset the rise in primary expenditure, as more tax revenues were transferred by the federal government under the Special Finance Act. In addition, the Communities and Regions recorded an increase in their own revenues. Current primary expenditure showed a significant rise, while capital spending was down, the latter having recorded a one-off expansion in 2011 as a result of measures taken by the Regions in favour of Holding Communal. The extra expenditure mainly concerned employee remuneration, subsidies, and transfers to local authorities.


      The local authority deficit was up from 0.1 to 0.2% of GDP, as revenue stagnated while expenditure increased. The larger transfers from the Communities and Regions were offset by a fall in the additional percentages on personal income tax. At the same time, primary expenditure grew strongly, notably as a result of the rise in employee remuneration and investment.


      7.3 Public debt and government guarantees


      Public debt


      Further rise in the public debt ratio, owing to the combination of weak growth and the repercussions of the European sovereign debt crisis


      The Belgian government debt ratio reached 99.6% of GDP at the end of 2012, or 1.8percentage points more than in the previous year. This upward trend has been evident since 2008, the year in which the government injected capital into certain ailing financial institutions, abruptly halting the fall in the debt ratio which had begun in 1993. Since 2007, the Belgian public debt has thus risen by 15.5percentage points. A similar development has occurred in other European countries. Over the same period, the euro area’s public debt jumped by 26.5 percentage points of GDP, outstripping the increase recorded in Belgium. The gap between Belgium’s debt ratio and that of the euro area therefore continued to narrow, shrinking to 6.6percentage points of GDP at the end of 2012.
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      During the year under review, much of the rise in the Belgian debt ratio, namely 1.2% of GDP, was due to endogenous factors, mainly on account of the deterioration in economic activity.
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      Exogenous factors, so named because they have an impact on the debt but not on the overall balance, likewise exerted an adverse influence on the debt in 2012, of around 0.6% of GDP. The federal government debt suffered, in particular from the direct repercussions of the sovereign debt crisis. In that regard, the aid granted to Greece, Ireland and Portugal via the EFSF increased the debt by 1.4% of GDP, while the first capital contributions to the ESM pushed it up by 0.3% of GDP. The cumulative effect of the aid to European countries in difficulty, granted by Belgium since 2010 in the form of bilateral loans, the EFSF and the ESM, comes to 2.4% of GDP. The impact of the Dexia capital injection amounted to 0.8% of GDP. Conversely, other factors helped to bring down the debt during the year under review. This concerns in particular the early repayment of state aid by KBC, amounting to around 1.1% of GDP, and the use of surplus liquidity available at the beginning of the year following the particularly successful issue of State notes, ending in December 2011, equivalent to 0.4% of GDP. The issue and redemption premiums resulting from the difference between the face value of public debt securities and the price at which they are issued or redeemed also reduced the nominal value of the debt by 0.6% of GDP. The reason for that exceptional amount was that the Treasury issues were significantly above par throughout 2012.
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      Guarantees granted to financial institutions


      Against the backdrop of the financial crisis, the Belgian government, principally the federal State, granted guarantees to financial institutions. These are not recorded in the budget balance or in the debt unless they are called on. Leaving aside the deposit protection system, the guarantees granted to financial institutions can be estimated at €59.3billion at the end of 2012, a potential government liability corresponding to 15.7% of GDP. The major part of these guarantees concerns interbank funding for Dexia, namely €44.6billion, comprising both the residue of the old system dating from 2008 and the temporary guarantees granted to Dexia Holding on the basis of the December 2011 scheme. The initial agreement concerned temporary guarantees amounting to a maximum of €45billion, of which 60.5% was borne by Belgium. That agreement was amended in June 2012, expanding the system to a maximum of €55billion. At the end of 2012, following the agreement between Belgium and France on the recapitalisation of Dexia, this system underwent a definitive revision. From 24 January 2013, the limit was thus raised to €85billion; Belgium’s share in the new guarantees declined from 60.5to 51.4% and the annual rate of remuneration dropped from 90 to 5 basis points.
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      Box 10Dynamism of public spending versus economic dynamism: where is the equilibrium point?


      The share of primary expenditure in GDP reached a record level in 2012. That was the outcome of a trend prevailing since the start of the millennium which, if not corrected, will rapidly become unsustainable. This box compares the growth of primary expenditure with that of GDP since 2000, and draws general lessons for the future.


      Primary expenditure adjusted for cyclical and non-recurrent factors grew by 38% in real terms between 2000 a year in which the budget was balanced and 2012. That is 18percentage points higher than the growth of trend GDP, calculated according to the ESCB method. The ratio of adjusted primary expenditure to trend GDP therefore increased from 40.9% in 2000 to 47.2% in 2012. In the past twelve years, adjusted revenue has risen more or less in line with trend GDP, on average, namely by 20%. Owing to the uncoupling of adjusted primary expenditure from revenue and trend GDP, the structural primary balance deteriorated by 6percentage points of GDP during the period considered.


      That rapidly widening gap is not due solely to the adverse effects of the financial and economic crisis. Even before 2008, primary expenditure had recorded structurally stronger growth than trend GDP and revenue. However, that fast expansion of primary expenditure had been almost entirely offset by the fall in interest charges, so that the financing balance had remained stable.
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      Since the eruption of the crisis, the uncoupling of the movement in primary expenditure and trend GDP has been accentuated. On the one hand, the marked fall in GDP led to a sharp downward revision in trend GDP and the estimate of potential GDP growth. On the other hand, the increase in structural primary expenditure was even stronger than before the crisis.


      Altogether, adjusted primary expenditure as a percentage of trend GDP increased by 6.3percentage points between 2000 and 2012. More than half of that growth is attributable to social benefits. Among the latter, it is health care that recorded the strongest rise, at 1.4points. Pensions were also up sharply, notably on account of the measures concerning adjustment in line with prosperity and the ageing of the population. The rise in other social benefits was driven by the growth in sickness and incapacity benefits, particularly pronounced since 2007. Conversely, unemployment benefits were down slightly.


      Primary expenditure other than social benefits increased by 2.7percentage points of trend GDP during the period considered. EntityI, which comprises the federal government and social security, and represents around one-third of this expenditure, contributed 1.5points. The impact of subsidies to enterprises came to 1.4percentage points of GDP, owing to the measures to reduce the payroll tax and the development of the service voucher system. The remaining 1.2point increase is attributable to EntityII, comprising the Communities and Regions plus the local authorities, and generating around two-thirds of this expenditure. In regard to remuneration of employees, current transfers and purchases of goods and services, the increase is almost entirely attributable to this entity. Taken together, these three expenditure categories boosted its primary expenditure by 1.3percentage points of GDP between 2000 and 2012. Finally, capital expenditure moved more or less in line with GDP between 2000 and 2012; it grew a little more slowly than GDP in the case of EntityII, whereas in the case of Entity I it slightly outpaced GDP growth.
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      The sharp acceleration in the growth of primary expenditure in relation to that of GDP is untenable, as it implies either a continuous rise in taxation in the economy, or expansion of the deficit, and hence an increase in the debt. In the short term, in view of the persistence of the debt crisis in the euro area, the volume growth of GDP is unlikely to recover quickly and regain the pre-crisis trend level. In the long term, the expansion of GDP could be considerably weaker than in the past, notably on account of population ageing.


      In order to restore sustainable public finances, it is therefore advisable to curb the growth of primary expenditure significantly in the coming years, not only to take account of weaker potential GDP growth than before, but also to bring down the level of primary expenditure as a percentage of GDP. At the same time, potential growth must itself be reinforced.
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      The crisis which continues to weaken the international financial system has taken on a strong European dimension. Nowhere but in the euro area do the interdependencies between the weight of public debt and the funding difficulties of credit institutions make themselves so keenly felt. To eliminate these adverse interactions which are fragmenting the Single European Market, and even endangering the euro area’s survival, the European authorities decided to supplement the Economic and Monetary Union (EMU) by creating a banking union. The latter will have as its key component a single supervisory mechanism, but it will also need to be complemented by common recovery and resolution procedures and deposit guarantee systems. As laid down in the agreement reached at the Council of Ministers (Ecofin) on 12 December 2012, this banking union will involve the European Central Bank (ECB) taking charge, from 1 March 2014 (or no later than twelve months after entry into force of the Regulation entrusting that mission to the ECB), of the supervision of around 200 very large banking groups, and the monitoring of supervision of the other smaller institutions in the euro area. The ECB will have the right to assume direct supervision of the latter if that is justified on grounds of financial stability (section 1).


      The main advantages of this new structure lie in the supervision of large systemic and cross-border banks. In supervising these large institutions, the ECB will have to take account of the ongoing work at international and European level relating to the identification and monitoring of systemic institutions, the exercise of the macroprudential mandate and, more recently, the advisability of introducing structural reforms to separate the activities of deposit banks and those of investment banks (section 2).


      Apart from this significant change in the prudential architecture, the financial system will have to continue to adapt to the new solvency and liquidity requirements introduced for both banks and insurance undertakings by the Basel Committee and the European Commission (section 3).


      In Belgium, too, regulatory changes were made in 2012. They concern covered bond issuance, the new policy on organising the compliance function, assessment of the fit and proper character of the management of financial institutions, and the remuneration policy of those institutions (section 4).


      1. Banking union and crisis management


      In his report dated 26 June 2012(1), the President of the European Council presented an overall proposal for stabilising the Economic and Monetary Union. That proposal is based on four essential building blocks, namely: an integrated financial framework, an integrated budgetary framework, an integrated economic policy framework and a decision-making process based on democratic legitimacy and accountability.


      
        (1) Van Rompuy, H. (2012), “Towards a genuine Economic and Monetary Union”, EUCO 120/12.

      


      The reinforcement of the first of these building blocks, the integrated financial framework, aims to restore financial stability in Europe. The report by the President of the European Council details the elements that should make up the integrated financial framework. As well as being based on a single rulebook, it should comprise integrated supervision and common systems for deposit insurance and bank resolution.


      Following this report, the euro area summit on 29 June 2012 asked the European Commission to present proposals for establishing a “single supervisory mechanism”. On 12September 2012, the Commission published proposals granting supervisory powers to the ECB and aligning the regulation of the European Banking Authority (EBA) with the new supervisory structures. In addition, in a separate communication, the Commission stressed its intention to propose a single mechanism for managing and resolving bank crises and coordinating the application of the resolution tools for banks in the banking union. The Commission will present this proposal once its June 2012 proposal on recovery and resolution and its July 2010 proposal on a deposit guarantee system have been adopted by the European Parliament and the Council.


      1.1 Single supervisory mechanism


      Legal framework


      On 12 December 2012, the Council of Ministers (Ecofin) reached agreement on a Regulation that confers specific tasks on the ECB for policies relating to the prudential supervision of credit institutions. Under that Regulation, the ECB will have exclusive competence over the prudential supervision of euro area credit institutions.


      The ECB will carry out its tasks within a “single supervisory mechanism” (SSM) composed of the ECB and the national supervisory authorities. The ECB will be responsible for the effective and consistent functioning of the SSM. Countries outside the euro area can also join the SSM.


      Separation of the ECB’s monetary function from its prudential tasks


      The establishment of the SSM is without prejudice to the relevance of the Treaty provisions applicable to the ECB itself: the ECB’s independence guaranteed by the treaties and the articles relating to its decision-making bodies applies equally within the framework of the SSM.


      Even after the SSM enters into force, price stability will remain the ECB’s principal objective. Its new tasks must not harm the credibility of its monetary policy.


      In formulating its internal rules, the ECB will ensure that its reputation is safeguarded and that monetary policy is appropriately separated from the prudential tasks.


      However, it must be borne in mind that prudential expertise and information may be essential for defining monetary policy. The ECB will have to take account of the interactions and synergies between monetary and prudential policy. [BOX 1]


      Allocation of tasks in the SSM


      The ECB and the national supervisory authorities jointly constitute the SSM. The ECB is responsible for the effective and coherent functioning of the SSM as a whole.


      Without prejudice to that responsibility of the ECB, the allocation of tasks in the SSM is based on the distinction between “less significant banks” and “significant banks” (see box 1).


      Prudential decisions concerning “significant banks” will be taken by the ECB. The national supervisory authorities are responsible for assisting the ECB in the preparation and implementation of the prudential tasks of the SSM. In the case of “less significant banks”, the national supervisory authorities retain competence for taking prudential decisions.


      The ECB’s framework Regulation provides for procedures concerning the grant or withdrawal of credit institution authorisation and assessment of the acquisition or disposal of a qualifying holding in a credit institution. For these decisions, ultimate competence rests with the ECB even in the case of “less significant banks”.


      The national supervisory authorities’ role in prudential supervision has yet to be clarified in a framework Regulation to be approved by the ECB on a proposal of the Supervisory Board.


      That Regulation will be a key factor in the success and credibility of the SSM. It has to provide the basis for an effective system of high-quality banking supervision. It must permit maximum use of the experience and expertise of the national supervisory authorities, including for the supervision of “significant banks”, without prejudice to the coherence of the SSM. The procedures for making decisions on prudential supervision must be organised so as to allow focus on the prudential activities themselves.


      Preparation of the single supervisory mechanism


      The SSM Regulation will be published on completion of the legislative procedure. The SSM will then be set up in accordance with the timetable laid down by the transitional provisions of the SSM Regulation.


      On the basis of the thresholds specified by the SSM Regulation, and subject to the preparation of a methodology in the ECB’s framework Regulation, over 90% of the total Belgian banking sector (measured according to the assets) will be considered as significant. Once the methodology has been established, it will be possible to produce a complete list of the credit institutions considered as significant in the SSM and therefore subject to direct ECB supervision.


      In Belgium, the “significant banks” category comprises both credit institutions for which Belgium is currently the home Member State and those for which it is currently the host Member State. In both cases, the Bank will contribute to the preparation and implementation of prudential supervision within the SSM.


      A working group was set up at the Bank in the summer of 2012 to monitor developments concerning a banking union, and more specifically to prepare the SSM. The Bank is also contributing to the preparations in progress at the ECB, particularly regarding the practical arrangements for the SSM, the allocation of its tasks, the impact on prudential supervision and reporting, the organisation of the ECB, and macroprudential aspects.


      1.2 Recovery and resolution framework and deposit guarantee systems


      Apart from the SSM, the banking union also needs a recovery and resolution framework and common deposit guarantee systems.


      In June 2012, the European Commission published a proposal for a Directive of the European Parliament and of the Council establishing a framework for the recovery and resolution of credit institutions and investment firms(1). That proposal for a Directive deals with the whole crisis management sequence, from preparation and early intervention to resolution and the financing thereof. The proposal for a Directive covers all credit institutions and some investment firms.


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

      


      To improve the preparation for crisis management, the proposal for a Directive provides for drawing up recovery and resolution plans. Such plans permit exploration of the various crisis management options potentially available. In normal times, that preparation can identify and attenuate obstacles impeding an orderly crisis resolution. The recovery plan focuses, in particular, on the identification of the actions that a credit institution can take when facing a serious crisis. The aim of those actions is to restore the financial situation of the institution implementing them. In contrast, the resolution plan identifies the critical economic functions so as to permit an orderly resolution in a crisis, in order to minimise the exposure of taxpayers in the event of government intervention. In addition, the resolution plan tests the authorities’ ability to use the various resolution tools at their disposal.


      In connection with the preparation of these plans, the proposal for a Directive provides for the resolution authorities to take measures to reduce or remove impediments to resolvability. Those powers would include the option of requiring an institution to conclude service agreements to cover the provision of critical economic functions or services, to limit its maximum individual or aggregate exposures, to divest certain assets or to change its legal or operational structures so as to reduce complexity and ensure that its critical functions can be separated from its other functions in the event of resolution.


      The European Commission’s proposal for a Directive also introduces a new instrument: intra-group financial support. This is a reciprocal agreement establishing the terms of potential liquidity support measures that can be taken within the group in the event of a crisis. The agreement is voluntary in that a group is not obliged to conclude it and, if it does so, it is not necessary for all the group companies to be parties to the agreement.


      The proposal for a Directive expands and harmonises the powers to intervene at an early stage and the resolution powers. Early intervention powers include the supervisory authority’s power to appoint a special manager, to request the institution to implement the measures set out in its recovery plan, to convene a general meeting of shareholders and to request the institution to negotiate a debt restructuring plan with its creditors. The resolution powers are to be exercised by the resolution authority. The proposal would require the Member States to confer on the resolution authorities  which would have to be administrative public authorities  resolution powers, namely sale of the business to a private party, establishment of a bridge bank, separation of the assets and bail-in by the debtors.


      Finally, the draft Directive would establish a mechanism for financing the resolution measures by setting up financing arrangements with ex-ante funding by the sector; the arrangements would remain national. Nonetheless, the proposal provides that national arrangements could borrow from the financing arrangements of other Member States. In addition, it provides for the mutualisation of losses in the context of a group resolution.


      Mention should also be made of the European initiatives aimed at greater harmonisation of the operation of deposit guarantee schemes and strengthening their ability to intervene. The proposal for a Directive tabled by the European Commission in July 2010 also intends to ensure that depositors enjoy the same protection throughout the European Union. In addition, it provides for the establishment of cross-border cooperation mechanisms between national protection funds.


      As the Commission announced in its Communication of 12September 2012, once these two texts have been adopted by the European Parliament and the Council it will propose a single resolution mechanism to manage and resolve banking crises and to coordinate the application of the resolution tools for banks forming part of the banking union.


      2. Macroprudential oversight and structural reforms


      2.1 Identification and monitoring of systemic institutions


      One of the items on the international reform agenda developed after the crisis which erupted in 2008 is the identification of Global Systemically Important Financial Institutions (G-SIFIs), i.e. those whose failure could have a significant impact on the global financial system. For that purpose, the Basel Committee on Banking Supervision and the International Association of Insurance Supervisors (IAIS), working with the Financial Stability Board (FSB), jointly developed methodologies for identifying G-SIFIs on the basis of a series of indicators.


      In November 2011, the Basel Committee published its rules text on Global Systemically Important Banks (G-SIBs). The methodology for identifying G-SIBs uses indicators divided into five categories: size, substitutability/infrastructure, interconnectedness, cross-jurisdictional activity and complexity. This methodology was applied to data collected from the 75 biggest international banks and, in November 2012, the FSB published a provisional list of 28 G-SIBs which had been identified by means of this methodology. These G-SIBs were divided into four classes (buckets) corresponding to varying degrees of estimated systemic importance and hence varying levels of capital surcharges. The FSB will update the list of G-SIBs annually.


      On the basis of the Basel Committee proposal, the G-SIBs need to have additional own funds in the form of common equity Tier 1 capital, amounting to between 1 and 2.5% of their risk-weighted assets, depending on their systemic importance. This requirement will be phased in from 1 January 2016, becoming fully effective on 1January 2019. Institutions whose systemic importance exceeds that of the fourth bucket may be required to hold an additional 1% capital. There are no Belgian groups currently designated as G-SIBs.


      Several types of measures will be applied to the G-SIBs, in addition to the requirement to increase loss absorbency, reflected in the capital surcharges. In particular, there must be more intensive supervision of G-SIBs, and all G-SIBs must draw up recovery and resolution plans. Those plans are currently being formulated.


      In regard to Global Systemically Important Insurers (G-SIIs), the IAIS published a public consultation document in 2012, presenting a G-SII identification methodology. Like the method devised for G-SIBs, that methodology uses five indicator categories: size, substitutability, interconnectedness, global activity and non-traditional, non-insurance activities. An initial designation of G-SIIs by the FSB is planned for April 2013.


      In 2012, the IAIS also published a set of supervision policy proposals concerning G-SIIs. Comparable to the measures adopted for G-SIBs, these proposals encompass more intensive supervision, the establishment of effective resolution schemes, and higher loss absorption capacity. For the purpose of more intensive supervision, the authorities will have to determine which of the activities pursued by a G-SII make it systemically important, and establish a plan, called a Systemic Risk Reduction Plan, to reduce the systemic importance of the G-SII.


      In the case of institutions which are not of global systemic importance but which may be important for the financial system at national or regional level, many authorities have begun to set up frameworks for the identification of Domestic Systemically Important Financial Institutions (D-SIFIs). In 2011, the Bank started applying a D-SIFI identification framework by making use of indicators comparable to those used to identify G-SIFIs.


      In 2012, the Basel Committee formulated and published a series of principles for the identification and treatment of Domestic Systemically Important Banks (D-SIBs). That framework provides for the use of indicators in all the categories included in the G-SIB identification methodology, except for cross-jurisdictional activity. The Basel Committee’s framework of principles for D-SIBs was also developed on the assumption that national authorities will impose higher loss absorption requirements on D-SIBs. As in the case of G-SIBs, that requirement would have to be met solely with the aid of common equity Tier 1 capital. If a banking group has been identified as a D-SIB in the country of origin, but also as a G-SIB, the authorities of that country will have to impose the higher of the requirements for D-SIBs and those for G-SIBs. The national authorities should also introduce additional requirements and any other supervision measures which they deem appropriate to address the risks posed by a D-SIB. They will need to begin applying these requirements to D-SIBs in accordance with the timetable for phasing in the framework applicable to G-SIBs, in other words from January 2016. A peer review process at Basel Committee level will be used to oversee the national implementation of the D-SIB framework.


      2.2 Macroprudential mandate


      Established on 1 January 2011, the European Systemic Risk Board (ESRB)  whose principal mandate is the detection of systemic risks at European level  issued a number of recommendations in 2011 for the various national authorities. Under one of those recommendations, the competent national authorities are asked to designate a specific entity for the conduct of macroprudential policy in their respective countries. The aim will be to contribute to the safeguarding of financial stability as a whole, notably by making the financial system more robust and by limiting the accumulation of systemic risks that any disruption in the financial services sector could lead to for the economy as a whole.


      The financial crisis demonstrated that an individual approach to institutions and risks is not enough to ensure global financial stability, in view of the increasing interconnectedness of financial institutions in a context of financial globalisation and significant interactions between the real economy and the financial markets. The causes of instability in the financial system are not solely of internal origin, they may also come from outside, e.g. from the real sphere. Recent experience has shown that, by affecting interest rate levels, structural current account imbalances at global level have encouraged the development and proliferation of complex high-yield products. Periods of instability may also be amplified by inappropriate macroeconomic and macroprudential policies, as highlighted during the latest financial crisis.


      In the euro area, the possibility of conducting macroprudential policies at national level is important as the Member States of the Monetary Union are no longer able to deploy the traditional instruments of monetary policy to prevent or reduce certain idiosyncratic macroeconomic and financial risks. So far, Belgium does not have an institutional structure responsible for macroprudential policy as recommended by the ESRB. Although the Bank’s Organic Law does mention that the Bank contributes to financial stability, the existing legislation does not yet contain any clear and precise macroprudential mandate defining the objectives, tasks, instruments and responsibilities of the competent national authorities in that respect.


      During the year under review, in order to comply with the ESRB‘s recommendations, the Belgian authorities started analysing various options for setting up an appropriate institutional structure for the purpose of establishing a macroprudential authority and developing instruments to prevent the emergence of systemic risks.


      Whatever form it takes, the new institutional structure should promote the exchange of information and analyses on the risks to financial stability, create synergies in that regard between the competent authorities, and coordinate macroprudential policies in Belgium. In that context, access to information is vital. Some financial institutions are currently beyond the scope of any supervision by the authorities, yet the current financial crisis has shown that unregulated institutions or the parallel banking system could generate serious systemic risks. That risk cannot be ruled out in the future, particularly in the context of tougher prudential rules for regulated institutions, which might prompt certain institutions to transfer activities outside the scope of supervision in order to avoid the stricter rules. Various studies have been launched at international and European level to gain a better understanding of the risks associated with the parallel banking system and to reduce the systemic risks inherent in that type of activity. However, as the information currently available is still very fragmentary, it is important for the competent authorities to have the appropriate instruments and legal basis to obtain the relevant information on the subject.


      As stated in section I.A.2.3 of this Report, that structure will have to form part of the new architecture designed to establish a single supervisory mechanism at European level, in order to ensure some consistency taking account of the shared responsibilities here, and to avoid the negative externalities that could result from the implementation of macroprudential instruments in an individual Member State.


      Apart from the importance of an appropriate institutional structure, the ESRB recommendations also state that the competent authorities must have at their disposal instruments which can reduce the accumulation of systemic risks. So far, the arsenal of tools and instruments is still limited in Belgium. The competent authorities have only partial access to some instruments. Following the adoption of the “twin peaks” model, the Bank was given new powers and new tools within the scope of macroprudential policy. As explained in the 2011 Report, the Bank can impose additional requirements on systemic institutions if their risk profile could jeopardise financial stability. It may likewise oppose strategic decisions of those institutions if it considers that certain transactions might affect their risk profile or financial stability.


      However, these instruments have a limited scope and cannot cover all institutions in the financial sector. In general, there are several types of instruments that the competent authorities should have at their disposal, but their effectiveness has not yet been entirely demonstrated, in view of the lack of experience on the subject and the diversity of financial and economic systems. A first category relates to instruments which are called microprudential but are used for macroprudential purposes. This concerns in particular the capital or liquidity requirements applied either to the entire sector or to certain categories of institutions or sectoral risks. Some of these instruments are included in the text of the CRD IV (Capital Requirements DirectiveIV), such as the counter-cyclical capital buffer or the “systemic” capital surcharge, designed to limit the leverage effects and to encourage banks to hold sufficient capital to cope with systemic risks. There are also other, sometimes complementary, macroprudential instruments. Thus, the imposition of maximum ratios between the amount of a mortgage loan and the value of the property to be financed, or between the borrower’s outstanding debts and his income, may also be useful for reducing certain risks arising in the property sector, for instance. Taxes on property, or more generally on savings, may likewise in some respects help to reduce  or conversely, increase systemic risks.


      While the conduct of an appropriate macroprudential policy should limit the accumulation of systemic risks and thus help to maintain financial stability, it is nevertheless essential to bear in mind that macroprudential policy cannot entirely eliminate periods of instability, as risks are inherent in financial intermediation: risks associated with maturity transformation (i.e. funding long-term projects by collecting short-term deposits), credit risk, liquidity risk, etc. The best contribution that macroprudential policy can make is to strengthen the financial sector and to lower the costs inherent in periods of financial instability.


      2.3 Structural reforms


      The 2008 financial crisis revealed significant weaknesses in the financial system at both microprudential and macroprudential level and led to a broad agenda of international regulatory reforms, including an increase in the minimum regulatory capital requirements, enhancement of the quality of the capital which credit institutions hold, broadening of the risks for which capital requirements are imposed, introduction of liquidity rules for banks, introduction of macroprudential policies, and the establishment of frameworks to allow resolution of bank failures without the use of taxpayer funds.


      Although these international measures should noticeably improve the resilience of the banks and the financial system, a question that has been raised is whether these measures are sufficient and whether structural reforms are needed in the banking sector. The term structural reforms may cover a whole spectrum of provisions, ranging from a total ban on certain activities by banks to the segregation of some activities in separate legal structures. These measures specifically aim to improve the resolution framework for banks, to avoid recourse to public funding to bail out credit institutions, to reduce risk-taking and to limit conflicts of interest.


      Structural reforms have already been proposed in the United Kingdom and the United States. The British Vickers reform proposal centres on the concept of ring-fencing, which consists in isolating from the rest of the banking sector the institutions which collect deposits from individuals and SMEs. The ring-fenced banks would be allowed to pursue traditional bank lending activities, but not investment banking. However, the ring-fenced banks could engage in trading activities in connection with the treasury function, in other words hedging risk management. Investment banking activities would be prohibited for ring-fenced banks, but permitted for other legal entities in the same financial group. However, strict limits would be imposed on exposures between ring-fenced entities and other entities in the same group, together with requirements concerning independent governance and operations of the ring-fenced entities.


      The Vickers reform aims to improve the possibility of resolution for banks engaging in activities vital for the economy. The goal of the measures proposed by the Vickers Commission is therefore to permit the implementation of policies which help to ensure the continuity of the critical activities of those banks should they run into difficulties, and which minimise the need to use public funds in the event of a banking crisis.


      The Volcker rule in the United States aims to reduce excessive risk-taking by banks. It bans proprietary trading by banks, and the holding or sponsoring of private equity funds or speculative hedge funds. ln contrast to the Vickers proposal, the Volcker rule does not permit other entities in the banking group to engage in these activities.


      Following publication of the Vickers and Volcker reforms, the Belgian government asked the Bank to analyse whether it was appropriate and feasible to introduce structural reforms in Belgium. In June 2012, the Bank responded by publishing an interim report examining the question of structural reforms and presenting a preliminary analysis of a set of measures to strengthen the stability of the Belgian financial system.


      The Bank’s report sets out the problems in implementing the Vickers reform and the Volcker rule. One of the key challenges of the Volcker rule for the supervisory authorities would be to succeed in distinguishing between proprietary trading activities, which are prohibited, and other activities such as market-maker or hedging activities, which are permitted. All these types of operations have similar characteristics, and distinguishing between them would involve the use of highly complex rules which are liable to be circumvented.


      Challenges of implementing a Vickers-type reform concern the need to ensure that ring-fenced banks do not surreptitiously engage in prohibited activities (via their treasury function), to guarantee that ring-fenced banks remain adequately “separate” from entities in their group which are not ring-fenced, and to ensure that the presence of cross-border financial institutions does not compromise the aims of the reforms. An EU Member State which unilaterally introduces Vickers-type structural reforms cannot require the ring-fencing of foreign branches of EU banks operating in its territory. Consequently, if those branches pursue activities on a sufficiently large scale in that country’s financial system, an unlevel playing field may be created, since those branches will not be restricted in their activities or their intra-group operations. Furthermore, foreign subsidiaries of EU banks operating in that country could decide to become branches in order to circumvent the structural reforms.


      These observations raise serious doubts about the feasibility of effective unilateral application of the Vickers reform package in a country such as Belgium, which has a large number of cross-border banking groups. However, it is useful to recognise that the Vickers-type reforms are in reality a set of policies divided into four different categories: ring-fencing or prohibition of activities, rescue and resolution, capital surcharges, and intra-group exposures. These categories, combined with consideration of certain characteristics specific to the Belgian financial system, formed the basis for defining the measures which the Bank recommended in its interim report.


      The Bank’s important recommendations are as follows: (1)require all domestic systemically important banks to draw up failure recovery and resolution plans; (2)improve the effectiveness of the 2010 Law on failure resolution by specifying the role of the Bank as a failure resolution authority for both systemic and non-systemic banks; (3)in the context of greater supervision by the Bank over Belgian domestic systemically important banks, formulate a definition of strategic decisions of those banks that includes any change in operations or activities which could potentially affect resolvability; (4)extend the scope of the limits on intra-group cross-border exposures; (5)apply targeted second-pillar capital surcharges to trading activities above a certain threshold, in order to increase the costs of those activities and ensure that they do not seriously impede the possibility of bank resolution; (6)make the subsidising of savings more neutral in relation to the type of financial instrument, thus diversifying the channels whereby savings are invested in the real economy.


      In October 2012, a group of experts appointed by the European Commission and instructed to examine the advisability of implementing structural reforms on the scale of the EU, published its conclusions. The recommendations of that group, chaired by the Governor of the Central Bank of Finland, Mr Liikanen, aim to strengthen deposit banks and limit the potential recourse to taxpayer support for banking groups too heavily involved in trading activities.


      Like the Bank’s interim report, the Liikanen group report takes account of certain characteristics of the European banking system and problems with implementing the Vickers and Volcker reforms. The Liikanen group proposes separating market-making and proprietary trading activities of deposit banks once the volume of those activities exceeds a certain threshold. The separated trading activities could be transferred elsewhere in the group, to an entity which does not collect deposits. The entities performing these trading activities cannot own or be owned by a bank. Deposit banks’ exposure to these entities must conform to market conditions and be subject to strict interbank exposure limits.


      The Liikanen recommendations therefore represent a compromise between the Vickers reforms and the Volcker rule. If they were imposed at European level  which would depend in particular on the response by the European Commission  that would avoid the problems of an unlevel playing field resulting from unilateral application of this type of reform by one Member State. The response to the Liikanen report will be taken into account in the Bank’s final report on the feasibility of structural reforms in Belgium.


      3. Solvency and liquidity requirements


      3.1 Capital requirements for the banking sector


      In November 2010, the Group of Central Bank Governors and Heads of Supervision of the member countries of the Basel Committee and the G20 had approved the proposals of the Basel Committee set out in two documents entitled “Basel III: A global regulatory framework for more resilient banks and banking systems”, which essentially concerns solvency standards, and “Basel III: International framework for liquidity risk measurement, standards and monitoring”, which deals with liquidity standards.


      These new solvency and liquidity standards will be an important step towards strengthening the soundness of the banking sector after the financial crisis. The aim is to improve the sector’s loss-absorption capacity in the event of an economic or financial crisis, and to enable it to continue lending to economic agents.


      During the second half of 2011 and in 2012, the Committee continued to spell out its new standards, notably by publishing the document “Global systemically important banks: Assessment methodology and the additional loss absorbency requirement  final document“ (see section II.A.2.1).


      The Basel Committee also defined strict standards for the disclosure of information on the amount and quality of the capital; they are set out in the document dated June 2012 “Composition of capital disclosures”. The purpose of these standards is to improve the transparency and comparability of capital and capital ratios. During the financial crisis, it emerged that the absence of uniform disclosures concerning the quality and amount of capital hampers assessment and comparison of the banks’ capital position for both supervisors and the market. That lack of transparency was a factor which heightened uncertainty around the actual solvency of the banking sector, justifying the Basel Committee’s proposal for tightening up the rules on the subject.


      In regard to the method of calculating the capital requirements, the Committee similarly continued its work and produced new proposals for counterparty and market risks.


      Regarding the counterparty risk resulting from transactions in derivatives, the Committee raised the standards for calculating the capital requirements for exposures to central counterparties. A central counterparty (CCP) is a clearing house positioned between the counterparties of contracts traded on one or more financial markets, becoming the buyer vis-à-vis any seller and the seller vis-à-vis any buyer, thus ensuring the successful future conclusion of the contracts to be executed. The volume of transactions in derivatives passing through CCPs is set to increase in the future, notably on account of the new EU Directive on European Market Infrastructure Regulation (EMIR), which will oblige credit institutions to use such counterparties to clear their derivative transactions. Thus, the Committee proposed a minimum risk weight equivalent to 2% of the credit institution’s volume of exposures resulting from derivative transactions on an eligible CCP, whereas there is currently no such requirement. Credit institutions’ exposures to non-eligible CCPs, i.e. those not subject to prudential supervision or regulation in accordance with the international principles laid down on the subject by the International Organisation of Securities Commissions (IOSCO), will be subject to a requirement similar to that applied to exposures to industrial undertakings. A credit institution’s contribution to a CCP’s default fund will be subject to a specific requirement which can be calculated on the basis of an advanced method or a simplified method in which the contribution will have a 1250% weighting, with a maximum determined according to the volume of exposures to the CCP. The Committee plans to refine the proposed rules by the end of 2013.


      As for market risk, the Basel Committee published a consultation document in May 2012 (“Fundamental review of the trading book  consultative document “) containing its proposals regarding the review of the capital requirements for market activities. The Basel Committee’s key proposals on this subject concern in particular: 1° a more objective distinction between trading activities (the trading book) and other business (the banking book), in order to reduce the scope for regulatory arbitrage; 2° a new calibration for internal models of market risks and standard methods in order to take better account of the risks of extreme losses; 3° the taking into account of the liquidity of positions in the methodology for calculating the capital requirements. The Committee is also examining the possibility that, after revision, the standard methodologies can be used to determine a minimum requirement (or floor) in the case of institutions authorised to use their internal models to calculate the requirements for market risks. The consultation ended in September 2012, and the Committee hopes to finalise its proposal in 2014.


      As regards the actual application of the new solvency standards, the Basel Committee was instructed to check whether its member countries are correctly applying the current international solvency standards and are ready to apply the future Basel III standards. It is in fact essential to apply these international standards fully and correctly in order to promote confidence in the global financial system. The Committee has therefore embarked on a process of examining its members’ existing and future legislation.


      An initial detailed examination has been conducted on Japan’s legal and regulatory framework and the legislation being prepared in the United States and the European Union. The Committee published the results of that examination in October 2012. It concluded that Japan is correctly applying the new Basel III solvency standards but that, in the European Union and the United States, the texts being prepared do not conform entirely to the new standards. The Committee asked the jurisdictions concerned to take account of that finding when drafting their final regulations. The Basel Committee’s assessment will be finalised when the European and American legislation has been finally approved by the authorities of those jurisdictions.


      In the European Union, the proposal for a Directive and Regulation dated 20 July 2011 on implementation of the Basel III standards was negotiated in the EU Council of Ministers, which managed to reach a compromise in May 2012. The Council made no fundamental changes to the legislative texts proposed by the European Commission; it is trying to keep to an approach which ensures maximum harmonisation of the determination of the capital requirements and the amount of the capital.


      However, the Council wanted to give the Member States more flexibility for imposing stricter capital requirements than the minimum standard of the Basel Committee. That flexibility is justified, in particular, by the need to equip countries with the necessary tools for managing macroprudential risks and to take account of the differences between Member States, notably the importance of the banking sector for the local economy, which may justify different requirements between countries in order to reduce the systemic risk associated with the financial sector.


      Thus, the draft Directive approved by the Council permits the Member States to impose a supplementary capital buffer for systemic risk. In order to take account of the potentially adverse effects of this requirement on the other Member States, a notification procedure has been set up. That procedure obliges the Member States to notify the European Commission, the EBA and the ESRB one month in advance of any decision to introduce such a buffer, stating the reasons for doing so. The EBA and the ESRB have to assess whether that decision might have an excessively adverse impact on the financial system of other member countries or on the functioning of the Single Market. If the systemic risk requirement proposed by a Member State exceeds 5% of the risk-weighted assets, the European Commission could oppose it.


      This capital buffer for systemic risk is additional to the other supplementary requirements aimed at reducing the pro-cyclical effect of the solvency standards, and already included in the European Commission’s July 2011 proposal. Under that proposal, it was possible to oblige institutions to form capital buffers in excess of the minimum requirement. In that case, institutions will have to have a fixed minimum buffer called the capital conservation buffer, in addition to the minimum requirement. In the event of excessive expansion of lending in the economy, supervisors may decide to impose an additional counter-cyclical capital buffer. If the institution does not have sufficient capital to cover the minimum requirement and the stipulated buffers, the supervisor will impose restrictions on the payment of dividends to shareholders. In a crisis, the supervisor may also decide to reduce the level of the required buffers in order to enable the banking sector to continue lending to the economic agents.


      Apart from these capital buffers, the text of the EU Regulation approved by the Council also enables Member States to increase the capital requirements in general or, more specifically in regard to exposures to the financial sector or the property market, to impose stricter standards concerning risk concentration or additional transparency in the event of an increase in the systemic risks, in order to reduce the impact of such risks on financial sector stability. Such a power is likewise accorded to the Commission where that increased risk concerns all the member countries of the Economic and Monetary Union. However, the countries concerned must justify those measures, by demonstrating that they are appropriate to the worsening of the risks. The Council may oppose measures taken by the Member State, notably if the ESRB, the EBA or the Commission judges that there is insufficient evidence supporting the reasons put forward, particularly the increase in systemic risks, that the proposed measure is inappropriate or that it has an excessively adverse impact on the functioning of the Single Market.


      This set of measures should provide Member States with the necessary instruments to conduct their macroprudential policy successfully and thus reduce the systemic risks resulting from economic or financial developments.


      The European Parliament and the Council began negotiating the texts of the Directive and the Regulation in June 2012, the aim being to apply the new solvency standards as soon as possible.


      The EBA has started working on the operational implementation of the forthcoming EU Directive and Regulation. On the basis of the draft texts, the EBA is required to propose technical standards to supplement the provisions of the Directive and the Regulation, and to ensure their uniform application. In that connection, the EBA has already published a set of consultation documents with the aim of specifying the technical criteria applicable to the capital calculation(1), the calculation of the requirements for counterparty risk(2) and the reporting requirements relating to the future leverage ratio. These consultation documents will be finalised when the future Directive and Regulation are approved by the European Parliament and the Council.


      
        (1) Consultation paper on Draft Regulatory Technical Standards on Own Funds of 4.4.2012; Consultation paper on Draft Implementing Technical Standards on Disclosure for Own Funds of 7.6.2012; Consultation paper on Draft Regulatory Technical Standards on the concept of Gain on Sale associated with future margin income in a securitisation context of 12.6.2012; Consultation paper on draft technical standards on the calculation of credit risk adjustments of 17.7.2012; Consultation paper on the application of the capital calculation methods for financial conglomerates of 31.8.2012; Consultation on technical standards on cooperatives, mutuals, savings institutions and similar institutions of 9.11.2012.


        (2) EBA consultation on draft technical standards for credit valuation adjustment risk of 11.07.2012.

      


      The Bank has been monitoring the measures taken by credit institutions to ensure that they will meet the new solvency and liquidity requirements. A number of institutions take part periodically in an impact analysis coordinated at international level, so that their progress in relation to the future standards can be monitored. In addition to this periodic analysis, as part of its assessment of the adequacy of solvency, the Bank questioned the largest credit institutions about their solvency targets, their current solvency position in relation to the new BaselIII standards, and how they expected that position to change, taking account of their business plan, the economic growth forecasts, and their plans for issuing capital instruments or for reducing the risks and the likelihood of crisis situations. The examination aims to ensure that the institutions concerned will be able to amply meet the new standards within the time allowed by the provisions of the future Directive and Regulation on the subject. [BOX 2]


      3.2 Liquidity requirements for the banking sector


      The Basel III agreements provide for the introduction of two harmonised international liquidity standards: the liquidity coverage ratio (LCR), which requires banks to form an adequate liquidity buffer to cope with a serious liquidity crisis independently for one month, and the accompanying component, namely the net stable funding ratio (NSFR) which puts the emphasis on the soundness of institutions’ structural liquidity position and encourages them to fund illiquid assets with relatively stable financing sources such as long-term funds, capital and the deposits of retail customers and SMEs. Previously, the Basel standards were confined to solvency requirements. From 2015, they will therefore be supplemented by more harmonised supervision of institutions’ liquidity.


      During the period under review, the Basel Committee finalised the calibration of the LCR. In the course of that revision, the Committee responded to specific concerns regarding the liquidity buffer of institutions (the ratio’s numerator), and the calibration of net cash outflows in a crisis situation (the ratio’s denominator). The original definition set in December 2010 for the LCR liquidity buffer included cash and central bank deposits, liquid debt securities issued by governments, quasi-public authorities and companies with a high credit rating, and covered bonds with similar characteristics. The modified definition provides for greater diversification of the eligible assets and recognition of the liquidity of certain additional financial assets. The Basel Committee decided that certain well-defined corporate bonds with a lower credit rating, exchange-traded shares and securitised assets could form part of the LCR liquidity buffer. It was also decided to reduce the assumed net cash outflows in the case of deposits and liquidity facilities granted to non-financial corporations, public and quasi-public authorities and central banks. In particular, the reduction in the obligations associated with the provision of liquidity facilities for the corporate sector could moderate the impact of the introduction of the LCR on the provision of those facilities and hence on the funding of the real economy. The Basel Committee also adopted a uniform approach to the potential liquidity flows connected with derivative contracts in the final agreement on the LCR. The potential scale of the liquidity needs relating to the provision of additional collateral to cover the counterparty risks in relation to derivative contracts was demonstrated during the financial crisis, notably in the context of the liquidity problems confronting Dexia. Finally, the Basel Committee decided to introduce the LCR in phases, beginning with a minimum requirement of 60% in 2015, rising by 10% each year to 100% in 2019. This gradual introduction should prevent any distortion of financial and economic activity. Nonetheless, the Belgian supervisory authority proceeded to implement liquidity ratios similar to the LCR as early as 2011 for all credit institutions operating in Belgium. The liquidity buffers formed in that connection should enable the institutions concerned to meet the full 100% LCR quickly, rather than phasing it in as planned by the Basel Committee.


      At European level, work has continued on the transposition into EU law of the Basel III standards, of which the said liquidity ratio is a key component, via a new EUDirective and Regulation directly applicable to European credit institutions (CRD IV). In the run-up to the introduction of the LCR, this EU Regulation establishes unified liquidity reporting for all European credit institutions. During 2012, the EBA presented a proposal for this reporting, and submitted it for consultation to the European banking sector and other parties involved. That document will be finalised shortly after the adoption of the CRD IV as a harmonised liquidity reporting framework for all European credit institutions. The EBA has also been working on a set of technical standards and guidelines which are to define some aspects of the LCR in more detail.


      At national level, the Bank  in its capacity as the Belgian supervisory authority  continued to use the stress test ratios introduced at the beginning of 2011, which are similar to the LCR, as the regulatory quantitative liquidity standards. At the end of 2011, the tense situation on the financial markets was reflected in an increase in the number of institutions failing to comply with this statutory liquidity limit. During 2012, however, following a turbulent final quarter in 2011, the measures adopted by the European Council and the ECB (notably the special longer-term refinancing operations, the interest rate cut on the deposit facility, and the government bond purchasing programme) alleviated the difficult conditions confronting the European banking sector on its funding markets. Against that backdrop, the Belgian banks also made use of the ECB’s special longer-term refinancing operations to step up their long-term borrowing. In addition, they took advantage of more favourable funding and liquidity conditions to issue long-term debt instruments. A number of institutions also implemented action plans to secure structural improvements in their liquidity position. These concerned measures such as the expansion of their portfolio of securities eligible as collateral with the Eurosystem, reduction in the use of liquidity for non-strategic activities, the issuance of long-term paper for the retail public, etc. Finally, despite very low interest rates, the amounts deposited in regulated savings accounts continued to grow in most Belgian institutions. The Belgian banks’ short-term liquidity position consequently improved from the beginning of 2012, so that the aforesaid measures by the European authorities, the turnaround in financial market conditions and the specific efforts on the part of certain institutions meant that the regulatory standards were once again satisfied during the period under review.


      Apart from this standard, the Bank also undertook various individual prudential measures to improve liquidity management in certain institutions, and continued to keep a close eye on the liquidity situation of Belgian credit institutions in view of the persistent financial market tension. In addition, under the Financial Sector Assessment Programme (FSAP) exercise which the IMF arranged for Belgium at the end of 2012, the Belgian banks were subjected to a series of stress tests concerning their liquidity situation during the year under review (see section II.B.1.3).


      Finally, the new Belgian regulations on issuance of covered bonds by Belgian credit institutions will enable the institutions concerned to exploit a new source of long-term (and therefore more stable) funding in the future (see section II.A.4.1). Some major Belgian institutions (Belfius and KBC) have already issued covered bonds under these new regulations. That development could make an additional contribution towards improving the structural liquidity position of institutions.


      3.3 Requirements of the European Solvency II and Omnibus II Directives for the insurance sector


      The first Directives on insurance were published in 1973 and 1979, concerning non-life and life insurance respectively. Since then, technical developments and supplementary requirements, notably in regard to risk management, have made it necessary to modernise those Directives.


      To that end, the European Commission started work on a Directive applicable to insurance and reinsurance activities which would recast 13 sectoral Directives and bring about the thorough modernisation of a number of aspects such as governance, risk management, prudential valuation rules, including technical reserves, capital requirements, equity components eligible to be taken into account in view of their quality, and the supervision of insurance undertakings belonging to a group. Conversely, no changes were made to other aspects, such as the principles concerning authorisation or liquidation.


      This work ended with the publication of Directive 2009/138/EC of the European Parliament and of the Council of 25 November 2009 on the taking-up and pursuit of the business of insurance and reinsurance, known as the Solvency II Directive.


      The Directive originally specified that the new provisions would enter into force on 1 November 2012 and that the Member States must transpose them by 31 October 2012. However, the 2008 financial crisis demonstrated that the valuation methods proposed by the Directive led to high volatility in the valuation of insurance companies’ assets.


      Such volatility proved incompatible with the medium- or long-term horizon of most of the companies’ liabilities. The work was therefore redone to ensure greater capital stability, particularly in regard to the long-term guarantees (LTG). A Directive dated 12September 2012 postponed the dates for transposition and entry into force of the Solvency II Directive to 30 June 2013 and 1January 2014 respectively.


      The changes under consideration are to form the subject of a new Directive, provisionally called Omnibus II. However, there is no unanimity either on the products which are to form part of the long-term guarantee package or on the techniques to be used (matching adjustment, counter-cyclical premium, etc.).


      In July 2012, in view of the importance of what is at stake, it was decided to conduct an impact assessment before adopting the Omnibus II Directive. Difficulties emerged regarding the dates for transposition and entry into force such that some Member States and the Commission are questioning the advisability of implementing some of the provisions of the Solvency II Directive, e.g. in regard to governance (including Own Risk and Solvency Assessment or ORSA), and the reporting obligations ahead of those in the Omnibus II Directive.


      Meanwhile, the Bank has started work on transposing the Solvency II Directive in its original form. Some texts were submitted for the opinion of interested parties in June and December 2012.


      4. National regulatory developments


      4.1 Legislation authorising the issuance of covered bonds


      During 2012, a legal framework was set up in Belgium to govern the issuance of debt instruments commonly known as covered bonds(1). Following the example of foreign legislation, it aims to offer credit institutions better (re)financing facilities. Belgian credit institutions have hitherto been at a competitive disadvantage owing to their inability to access these sources of (re)financing.


      
        (1) Law of 3 August 2012 introducing a legal framework for Belgian covered bonds.


        Royal Decree of 11 October 2012 on the issuance of Belgian covered bonds by Belgian credit institutions.


        Royal Decree of 11 October 2012 on the portfolio administrator in connection with the issuance of Belgian covered bonds by a Belgian credit institution.


        Circular NBB_2012_12 on the practical arrangements for applying the Law of 3August 2012 introducing a legal framework for Belgian covered bonds.


        Circular NBB_2012_13 on the portfolio monitors in Belgian credit institutions issuing Belgian covered bonds.

      


      The key feature of covered bonds is the legal mechanism that was set up in order to protect holders of these debt instruments. That mechanism provides for the formation of a special pool of assets, separate from the general assets of the issuing credit institution, isolating the institution’s assets allocated to covering these bonds. The special assets are segregated from the general assets by recording the credit institution’s covering assets in a register maintained specifically for the purpose. This procedure is not in any way comparable to asset assignment. The assets remain on the issuing credit institution’s balance sheet but are no longer part of its general assets.


      While covered bonds represent a technique for mobilising claims in the same way as securitisation, more commonly known as asset-backed securities (ABS) or mortgage-backed securities (MBS), they differ from the latter in several ways. One essential difference between covered bonds and ABS/MBS is that holders of covered bonds have not only a legally guaranteed right of recourse to the cover assets, but also a right of recourse to the institution’s general assets (the dual recourse principle). Covered bonds are also simpler financial instruments than ABS/MBS, which usually imply the existence of various separate risk tranches. This tranching does not exist in the case of covered bond issues. Finally, covered bonds are used only to refinance existing loans. The issuance of covered bonds does not permit transfer of the risk relating to the loans thus mobilised, since the underlying portfolio of claims remains on the balance sheet of the issuing credit institution: it therefore does not lead to any reduction in the issuing institution’s capital requirements.


      The special assets are the cornerstone of the mechanism protecting holders of covered bonds. In this respect, strict qualitative and quantitative requirements concerning the constituent cover assets are imposed by law.


      Thus, the special cover pool of assets must consist essentially of mortgage loans or claims on public entities. Those assets must represent at least 85% of the face value of the covered bonds.


      The cover assets must also be worth at least the equivalent of 105% of the face value of the covered bonds. That is a statutory minimum. In practice, the cover level could be higher. It depends, for instance, on the coverage necessary to obtain and maintain a particular rating, set by the rating agencies, or the contractual liabilities taken on by the issuing institution.


      For the purpose of calculating the above percentages, the authorities also needed to set the criteria for valuing the cover assets. Taking account of the technical questions that these provisions could raise, particularly for claims backed by real estate, the Bank issued a circular specifying the practical modalities for implementing the valuation methods.


      The August 2012 Law also introduces various parties with the role of facilitating compliance with the obligations in respect of covered bond holders. The task of the bond-holders’ representative is to facilitate relations with the covered bond-holders and to ensure that their interests are respected. The cover pool monitor, appointed with the approval of the Bank, has to ensure compliance with the requirements concerning the covering assets. Finally, in the event of a problem, such as bankruptcy or removal from the list of institutions authorised to issue covered bonds, the portfolio administrator has to manage the special assets for the purpose of fulfilling the commitments specified in the covered bond issuance conditions.


      [image: 23891.png]


      The creation of a legal framework offering a new source of secured funding for credit institutions fuelled the debate on the use of the assets of Belgian banks as collateral, to the detriment of other categories of creditors, including depositors. To address that concern, a Royal Decree limiting the issuance of covered bonds was passed into law. The text stipulates that an institution cannot proceed with new covered bond issues if the total amount of the assets allocated to covering the existing covered bonds amounts to 8% of its balance sheet total. In exceptional circumstances, the Bank has the power to grant temporary exemptions from the application of this limit, but also to impose a more stringent limit if that should prove necessary.


      Owing to the special rules appropriate to covered bond issuance, there is an ad-hoc procedure for obtaining a general authorisation from the Bank permitting the issuance of covered bonds. That procedure involves checks on a number of essentially organisational constraints which it was deemed necessary to define in formal terms in the legislation. That authorisation thus concerns the ability to issue covered bonds and does not constitute permission to issue them, for which specific authorisation is required.


      On its website, the Bank publishes a list of the credit institutions which it has authorised to issue covered bonds. It also publishes a separate list of covered bond issues by credit institutions. The covered bonds are removed from the list when they mature or are redeemed.


      4.2 New policy on the organisation of the compliance function


      For all institutions subject to the Bank’s supervision, the compliance function is of fundamental importance for managing their integrity and protecting the financial consumer. It is a key element of a financial institution’s proper organisation and good governance. In accordance with the prudential regulations, the Bank may, on the recommendation of the Financial Services and Markets Authority (FSMA), specify what is meant by an adequate independent compliance function.


      It is the FSMA’s responsibility to oversee the organisation of the compliance function from the point of view of respect for the rules of conduct ensuring the honest, fair and professional treatment of the parties concerned.


      The two supervisory authorities harmonised and clarified their expectations regarding the organisation of the compliance function in a new joint circular dated 4December2012.


      The new circular takes account of developments concerning the compliance function and changes in the governance of institutions. It replaces all existing circulars concerning the compliance function addressed to institutions subject to the Bank’s supervision.


      The circular contains 14 principles which will be taken into account in assessing the organisation of the compliance function. Those principles will be applied proportionately, taking account of the type of institution and the services provided.


      The first principle describes the tasks of the compliance function: identification and assessment of the compliance risk, supervision of testing, of drafting of recommendations, and reporting on the subject of compliance risk. This is the risk that the institution may be penalised for failure to respect the rules on integrity and conduct laid down by the laws and regulations, leading to loss of reputation and possible financial damage.


      The new circular describes the governance of the compliance function in detail, namely the role of the board of directors and the audit committee, if there is one, and the role of the effective management or the executive committee, if there is one (principles 2 to 5 inclusive).


      The board of directors, or possibly the audit committee, must regularly assess the integrity policy and confirm the compliance charter. This circular also points out the importance of the board of directors in promoting integrity in the conduct of business (the tone at the top).


      The effective management or the executive committee is responsible for managing the compliance risk, formulating the integrity policy and adopting the necessary measures to ensure that the institution has an adequate, independent compliance function at all times.


      The compliance function comes directly under a member of the effective management. There should be no conflict of interests between that task and the other responsibilities of the said member. If the latter is in charge of both the compliance and the risk management functions, he/she must ensure that both tasks receive equal attention. The member of the effective management responsible for the compliance function cannot be competent for the internal audit function.


      Principle 6 provides for regular reporting to the effective management and informing of the board of directors or the audit committee.


      Principle 7 introduces the three lines of defence model, governing relations and communication between the operational management (first line), transversal functions, including compliance (second line), and the internal audit (third line). The circular also deals with the relationship between the compliance function and the legal function, and strongly recommends that the two tasks be carried out by two separate departments.


      The circular attaches particular importance to the independence of the compliance function (principle 8). The principles (9 to 11) concerning its organisation are the same as in existing texts. The circular regulates the organisation of compliance in a group context (principle12).


      The circular prohibits the outsourcing of the responsibility for compliance. Nevertheless, an institution may on occasion use an expert to carry out precisely defined compliance tasks, or as a temporary solution in the event of a staff shortage (principle 13).


      The last principle (principle 14) concerns the organisation of the compliance function in smaller institutions. These institutions can choose to make a member of the effective management responsible for compliance. That member may entrust some or all of the compliance activities to an expert, either outside the institution or within the group to which the smaller institution belongs. The supervisory authorities must be informed in advance if the institution entrusts some or all of the compliance tasks permanently to an expert.


      4.3 Assessment of the fit and proper character of the managers of financial institutions


      In the aftermath of the financial crisis, attention focused in particular on the need for changes in the governance of financial institutions. This triggered a national and international debate on the aptitudes required  i.e. the fit and proper character  of people called upon to fill positions at the most senior level in financial institutions. Some of these initiatives have since led to legislation or prudential policy documents to be implemented at national level.


      In order to learn from recent events and enhance the clarity of the existing and future legal provisions on fit and proper character, the Bank  as the supervisory authority  decided to assess its current policy on the subject and to incorporate the conclusions of that assessment in a new prudential policy document entitled “Fit and proper standards for members of the executive committee, the directors, the effective management and the persons responsible for independent control functions of financial institutions”.


      The aim of this new policy is threefold. First, the Bank wants to clarify what it means by “fit” (“expertise”) and “proper” (“professional integrity”). By using assessment standards, it aims to help institutions with the practical implementation of the legal provisions on fit and proper character. Institutions will thus be able to establish a better framework for their own assessment of these aptitudes. The Bank also aims to spell out what it expects of institutions in regard to fit and proper screening. Finally, the Bank wants to establish transparent communication on its fit and proper policy. In so doing, it will streamline its aptitude assessments in terms of both content and procedure.


      The proposed policy as set out in a draft circular comprises a number of new ideas on fit and proper screening. For instance, it proposes a tougher approach to impending or current criminal, administrative or disciplinary proceedings concerning a person to be screened, while there is clearer guidance on the use of the interview technique by the supervisory authority.


      The scope of the circular encompasses a larger group of persons than the current system. In future, fit and proper screening will concern the following:


       members of the executive committee (whether directors or not);


       other members of the management body;


       in the case of institutions with no executive committee and branch institutions, the effective management;


       persons responsible for independent control functions, namely compliance, risk management, internal audit and the actuarial function.


      That scope will be enshrined in the law following the transposition of CRD IV and Solvency II into national law.


      The draft circular was presented to the sector for consultation at the end of December 2012 and will be finalised during 2013.


      In 2012, as part of the fit and proper procedure, the Bank issued more than 500 opinions on management appointments and reappointments.


      4.4 Remuneration policy of financial institutions


      The remuneration policy of financial institutions remains a major concern at both national and European level.


      On 12 April 2012, the EBA published an implementation study on compliance in the various EU Member States with the CRD III provisions on remuneration and the Guidelines on Remuneration Policies and Practices of the Committee of European Banking Supervisors (CEBS)(1). The main stumbling blocks are the small number of staff in institutions falling within the scope of the restrictions under the CRD III (identified staff), the high ratios between the variable and fixed remuneration components, and the imperfect risk alignment mechanisms.


      
        (1) The study is available at: http://eba.europa.eu/cebs/media/Publications/Standards%20and%20Guidelines/2010/Remuneration/Implementation-survey-on-CEBS--Guidelines-on-Remuneration--final-.pdf

      


      At the beginning of 2012, the Bank undertook a second in-depth horizontal analysis of compliance with the rules on remuneration by six large institutions for the year 2011. The Bank thus intends to promote a level playing field in the Belgian financial sector. That exercise shows that, overall, the response on a number of points for attention previously identified is still inadequate and, above all, patchy. In line with the conclusions of the said EBA implementation study, this concerns the determination of the identified staff and the definition of the appropriate ratios between variable and fixed remuneration. Those variable/fixed ratios are in fact a relatively simple way of ensuring that the remuneration system does not give staff excessive incentives to take irresponsible risks.


      After two years of application of the regulatory framework, which have seen the emergence of a number of best practices in the Belgian sector, the Bank embarked on a more specific and quantitative interpretation of these requirements. Ahead of the next remuneration cycle, the Bank also intends to spend more time on testing the risk alignment of the remuneration policy.


      When it comes to defining the group of identified staff, a three-stage approach is needed.


      In the first and most important stage, the institution must determine which staff may have a material impact on its risk profile. The group of identified staff must therefore comprise the staff most able to influence the institution’s risk profile in that they define, help to define or control that risk profile. In accordance with paragraph 16 of the CEBS Guidelines, this assessment must be conducted for the executive directors, the senior management responsible for day-to-day management, staff responsible for internal control functions and other risk-takers, a category which certainly cannot be confined solely to trading room activities. Staff at the same level of total remuneration as senior management and other risk-takers should also be included among the identified staff.


      The second stage  which is new since the last horizontal analysis  consists in defining the group of identified staff following the above risk analysis so as to include at least 1% of the total staff. If that percentage is not currently attained, it means that the concept of material impact on the risk profile needs to be more broadly defined. In principle, for large institutions, classed as such on account of their size, the nature and complexity of their activities, and their risk profile, this concerns staff who are entirely subject to all the specific requirements of the CRDIII regarding variable remuneration (such as the deferral of 40 to 60% of the variable remuneration for a minimum of 3 to 5 years, or payment of 50% of the variable remuneration in financial instruments).


      The third stage consists in examining whether the group of identified staff includes staff whose variable remuneration is less than €75 000. If that is the case, then by way of exception, in view of the low level of their variable remuneration, these staff need not be subject to the specific requirements so long as they respect a maximum variable/fixed ratio of 1 to 1, whatever their sphere of activity in the institution. This means that, for these staff, the variable component must never exceed the fixed component of their remuneration. In the case of identified staff who exceed that threshold, all the specific CRDIII requirements on deferral and the use of financial instruments must be applied to the whole of their variable remuneration.


      Regarding the variable/fixed ratio, appropriate implementation means, in principle, that this ratio must not exceed 1 to 1 except in the case of trading room activities where a maximum ratio of 2.5 to 1 applies. As stated above, the exception of 2.5 to 1 does not apply to identified staff to whom the specific CRD III requirements are not applied as their variable remuneration is less than €75000. Exceptions to these ratios must be approved by the board of directors on the basis of a policy drawn up by the institution as part of the overall remuneration policy, specifying in detail the circumstances in which such an exception may be submitted to the board of directors.


      These implementing measures are minimum standards, without prejudice to existing practices involving percentages of identified staff higher than 1% or variable/fixed ratios of less than 1 to 1 or 2.5 to 1. Assessment of the appropriateness of a remuneration system is in fact based on the whole set of measures and their interdependence. Although the above analysis fits into a framework of risk-based supervision geared primarily to large institutions, the Bank believes that it is also relevant for other institutions. These requirements must therefore also be considered by medium-sized and small institutions as minimum standards which, moreover, are without prejudice to any existing, stricter practices in those institutions. That said, in its assessment of the remuneration policy, the Bank will also take account of the size, internal organisation, nature, scope and complexity of the activities of medium-sized or small institutions, in accordance with the proportionality rules under the CEBS Guidelines, which may be applicable either to the institution itself or to the identified staff.


      It should be noted that the institution’s board of directors is responsible for the remuneration policy, including compliance with the above standards. In addition, the Bank expects the implementation of the remuneration policy to form part of the annual assessment of the internal control measures by the effective management (see NBB circular_2011_05 of 14 February 2011 on the establishment of a proper remuneration policy, p. 5).


      Another point to emerge from the EBA implementation study is that closer attention to disclosure of the remuneration policy and practices may reinforce implementation. On 27 July 2012, the EBA published two guidelines on this matter concerning the collection of data on remuneration by the national supervisory authorities and by the EBA itself. The first concerns the remuneration of identified staff, the second relates to high earners, i.e. staff whose remuneration exceeds €1 million per annum. The EBA guidelines, transposed into two NBB circulars(1), are presented in the form of harmonised templates to be used by all European supervisory authorities. The first data collection ended on 31 December 2012 and concerns figures for both 2010 and 2011. In future, institutions will have to supply these data at the end of June each year.


      
        (1) Circulars NBB_2012_09 and NBB_2012_10, available at: http://www.nbb.be/pub/cp/domains/ki/circ/ki_circ.htm?l=fr #Gouvernance.

      

    


    
      Box 1Categories of banks in the single supervisory mechanism


      The allocation of tasks in the SSM is based on the distinction between “less significant banks” and “banks not considered as less significant” (hereinafter: “significant banks”).


      The significance of an institution is determined at the highest level of consolidation within the participating Member States according to the following criteria: (1) its size, (2) its importance for the economy of the European Union or of any participating Member State, and (3) the significance of its cross-border activities. If a banking group is considered as significant, all its subsidiaries and branches will be considered significant as well.


      More specifically, an institution will not be considered “less significant” if it meets any of the following criteria:


      (1)the total value of its assets exceeds €30billion; or


      (2)the ratio of its total assets to the GDP of the Member State of establishment exceeds 20%, unless the total value of its assets is below €5billion; or


      (3)following notification by the competent national authority which considers the institution to be of significant relevance to the domestic economy, the ECB takes a decision confirming such significance after conducting a comprehensive assessment including a balance-sheet assessment of the credit institution concerned.


      The precise methodology for calculating these criteria will be determined by the ECB.


      The ECB may also consider that an institution is significant if it has established banking subsidiaries in more than one participating Member State, and if its cross-border assets or liabilities represent a significant part of its total assets or liabilities.


      Credit institutions which have received or requested direct support from the EFSF or the ESM are regarded as significant.


      [RETURN]

    


    
      Box 2Timetable for entry into force of the Basel III standards


      On the basis of the Basel Committee’s recommendations, the new Basel III standards are to be phased in between 1January 2013 and 1 January 2022. The transitional measures specified are summarised in the table. Although entry into force at European level was delayed on account of the negotiating process between the European Parliament and the Council, it is still the intention to apply the new standards as soon as possible with due respect for the same transitional measures.


      The minimum level of the solvency requirements for common equity Tier 1 will be set at 3.5% of the risk-weighted assets in 2013, and gradually increased to 4.5% in 2015. The minimum capital requirement will be set at 8% in 2013. From 2016 onwards, institutions must gradually build up a capital buffer in the form of common equity Tier1, called the conservation buffer, which is to equal 2.5% of the weighted risk volume in 2019.


      In regard to the new elements to be deducted from the capital under the Basel III standards, those deductions will be phased in at the rate of 20% a year from 2014. The future transitional measures therefore imply simultaneously a gradual reduction in the effective capital on account of the new deductions and a gradual increase in the capital requirements.


      Finally, the leverage ratio will be used as an observation ratio from 2013; it must be published from 2015 and will become compulsory from 2018.


      [image: 2012-Box02-E.pdf]
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    Prudential supervision

  


  
    
      1. Organisation of prudential supervision: towards strong direction of prudential activities


      The 2011 Report describes in detail the organisation of the supervision departments in five autonomous services following the introduction of the “twin peaks” supervision model and the integration of prudential supervision at the Bank. It also discusses at length the supervision methodology applied by the Bank, namely the four-eyes principle, and the instruments that the Bank uses to ensure that this model functions effectively. Among other things, the Report commented on the creation of three consultation forums (the Committee on Prudential Planning and Coordination, the Risk Committee and the Macro-Financial Committee) to steer the whole process.


      During the year under review, a prudential supervision management cycle was introduced to enable the Board of Directors to provide clearer direction on prudential priorities and measures, on the base of a short- and medium-term risk analysis.


      1.1 The master plan


      The master plan forms the basis of the prudential management cycle. It sets out the prudential supervision strategy and vision for a period of three to five years, in the context of the main developments in the financial sector and taking account of the international and national regulatory developments which have been announced. It results in a series of long-term objectives.


      For the master plan2012-2015, the main parameter to be taken into account is still the persistence of the crisis affecting the financial system and forcing financial institutions not only to scale down their activities but also, and more fundamentally, to revise their business model. The financial crisis prompted a revision of the regulatory framework applicable to the financial sector. That revision includes not only a fundamental reform of the microprudential regulations, but also the establishment of macroprudential instruments and regulatory texts on recovery and resolution plans. In order to minimise the impact on society of the failure of a financial institution, there was also a debate on the need for certain risk activities of banks to be either isolated in separate entities or subject to stricter capital requirements. The steering and management of all these projects is clearly a complex matter, particularly owing to the need to manage any undesirable effects.


      In the light of this, the key aims of the organisation of prudential supervision were defined. The priority must be to set up an efficient and effective process for steering supervision by strategic planning, systematically setting the prudential priorities without losing the flexibility necessary to detect and respond to any new development. In addition, it is necessary to take measures to move on from supervision geared to compliance to supervision geared to risks by extending the supervision horizon (macroprudential dimension, business model analysis, etc.) and clustering institutions according to their risk profile, with an appropriate allocation of resources. Next comes the improvement of the supervision process and its set of instruments, with particular attention to expanding and using the system of sanctions, rationalising the inspection missions and strengthening the internal control environment within operational prudential services. Finally, all these elements need to be housed in an efficient organisation based on judicious use of limited resources, with transparent internal and external communication and close cooperation and synergy among all divisions of the Bank.


      At this stage, the master plan still disregards the impact of the banking union (see section II.A.1.1) and the IMF recommendations following its FSAP (Financial Sector Assessment Programme) review of the Belgian financial system (see section II.B.1.3). However, it is clear that all these developments may have a significant impact on the implementation of the master plan and will therefore necessitate adjustments to the plan.


      1.2 Risk review


      In implementing the master plan2012-2015, it is appropriate from both the microprudential and the macroprudential perspective to set up an annual risk review, to determine the prudential priorities for the coming period. For the period running until the end of 2013, the financial risks described below were recognised as meriting priority and must be included as such by the various prudential services in their respective action plans. The first priority is the business model analysis, both for banking and insurance and for market infrastructures, following the impact of the financial crisis on those institutions, and against the backdrop of significant modifications to the regulations. It is also necessary to reserve an important place for analysing the interest rate risk in banking and insurance, especially on account of the low interest rate environment and the potential consequences if those rates turn around. The next priority is liquidity risk management, both in banking and insurance and in market infrastructures, particularly in the context of funding problems in the banking sector and the preparations for the introduction of international liquidity standards. For the insurance sector, this mainly concerns potential liquidity risks relating to certain products, while in the case of market infrastructures intra-day liquidity risks are the primary concern.


      There is a need for greater vigilance over credit risks, taking account of the slowdown in economic growth in Belgium and in the neighbouring euro area countries. That implies greater attention to asset quality, the risk parameters used and the level of reserves formed, and value reductions applied. In line with these ideas, it will also be appropriate to pay attention to movements on the property market in Belgium.


      Apart from the financial risks, the following areas will also receive priority attention in the prudential supervision process:


       the development of new policies in the wake of the international standards and the best practices of foreign supervisors, in regard to assessment of the fit and proper character of the management of financial institutions;


       orientation of the scorecard risk analysis tool (described in the 2011 Report, in section 3.1.2 of “Financial stability and prudential supervision”) in banking and insurance to make it an instrument which permits the clustering of institutions and thus contributes to a risk-based approach to supervision;


       further refinements to the policy on determining the capital requirements under the second pillar of the Basel Agreement, via the capital add-ons policy and theInternal Capital Adequacy Assessment Process (ICAAP);


       the fundamental revision of the reporting and analysis instruments. Following the entry into force of Basel III and Solvency II, prudential and financial reporting will be radically revised. That offers the opportunity for also adapting the analysis tools based on periodic reporting and incorporating them in the overall supervision methodology.


      The priorities listed in the risk review are the guiding principle for drawing up the respective action plans of the various supervision services. However, the whole process does offer some scope for adjustments which may be necessary on account of new developments or new risks arising in the sector, detected by means of appropriate instruments at national and European level.


      1.3 Three consultation committees


      In the second half of 2011, the Bank set up three consultation committees to coordinate all its supervision work and integrate prudential supervision into its other tasks. They developed their activities and became fully operational in 2012.


      The Committee on Prudential Planning and Coordination (CPPC) ensured the proper operational organisation of prudential supervision. In particular, it supervised the monitoring and implementation of the decisions taken by the Board of Directors in order to structure the resources allocated to supervision in coherent organisation charts between the five different services concerned with prudential supervision, and to strengthen these resources by targeted recruitment. The CPPC also planned and coordinated the conduct of the various prudential supervision support activities, particularly IT projects, the development of a general organisation structure for inspections, the operational allocation of tasks for the purpose of verifying the fit and proper character of the management of financial institutions, and budgetary procedures.


      [BOX 3]


      The other two committees performed their respective tasks in the analysis and monitoring of financial stability. The Risk Committee (RC) piloted the risk analyses, paying attention to the interactions between the micro- and macro-prudential dimensions. It also ensured that the regulations were properly understood and consistently applied. For the purpose of coordination and to exploit the synergies between the various prudential services, the RC set up several groups (or risk teams), each responsible for a major topic relating either directly to a risk category or field, or to risk monitoring techniques or instruments, or to major components of the regulations. In forming these teams, care was taken to limit participation to managerial staff directly concerned with the various topics, but also to involve as many of those staff as possible in one of the groups so that the coordination process could be extended to the various levels of prudential supervision. That approach facilitated the general implementation of the four-eyes principle by combining the experience gained by members of the operational supervision teams with the more general approaches adopted by staff responsible for analysing financial stability or for transverse operational functions.


      During the year under review, the RC’s activities included comparison between institutions of the parameters used to calculate the risk weightings applied to similar assets, such as securities issued by the same sovereign or loans to the same enterprises. This type of analysis makes it possible to assess whether credit institutions evaluate identical risks in a comparable way. Such comparison exercises, which may in particular be used in connection with the Bank’s validation of internal risk assessment models applied by banks, were also launched at international level.


      The third committee, the Macro-Financial Committee (MFC), arranged the coordination and flow of information between the supervision services and the other departments of the Bank more directly involved in tasks which may either clarify and enrich prudential supervision or be affected by it. The main themes covered concerned cyclical developments influencing the pattern of risks within the Belgian economy and financial sector, macroeconomic projections, the credit situation overall and in certain key sectors, such as real estate, the structural characteristics of the Belgian economy influencing the activity of financial intermediaries, and analysis of economic and financial developments in the main countries where Belgian banks have substantial positions. In this context, the MFC pointed up vulnerabilities in various countries where Belgian institutions are particularly exposed, prompting more specific, detailed analyses of certain portfolios built up by those financial institutions.


      In 2012, joint meetings were also held between the RC and the MFC. Their purpose was to coordinate certain major projects, particularly the analysis of the Belgian property sector, and to agree jointly on the priorities to be proposed to the Board of Directors for the 2013 risk review (see section II.B.1.2). In the years ahead, these interactions are set to intensify as macroprudential policy is developed and implemented. [BOX 4]


      2. Operational supervision of banks


      2.1 Overview


      At the end of 2012, the Banks and Stockbroking Firms Service exercised prudential supervision over 123 credit institutions and 36 investment firms.


      In2012, the prudential supervision of the banks was again dominated by the persistent financial crisis. The supervision policy defined in 2011 was maintained and reinforced where necessary. Due attention was likewise paid to harmonising the organisation of macro- and microprudential supervision, and to optimising the supervision instruments used.


      Daily reporting of the liquidity position of systemic institutions continued to be applied in full, while details of the data to be reported were extended in order to provide a deeper understanding of the liquidity situation and underlying trends for each institution concerned. While the ECB’s substantial injections of liquidity had a stabilising effect on the general liquidity situation of the banks, it must be said that there has not so far been any significant restoration of unsecured lending between banks, and that long-term funding remains scarce and expensive. The Bank obliged some banks with inadequate liquidity buffers to rebuild their buffers without delay under an action plan, and also urged them to accord greater priority to structural improvements in their liquidity and, if need be, to align their commercial policy with that goal.


      [image: 2012-Txt-Tab01-E.pdf]


      The Bank plays an active part in various colleges of supervisors; in five of them it acts as the consolidating supervisory authority of a cross-border Belgian group (home supervisor) and in seven as the supervisory authority of a Belgian subsidiary of a foreign group (host supervisor). The degree of involvement in a college as the host supervisor depends inter alia on the importance of the Belgian subsidiary for the foreign group, or its importance in the Belgian financial sector. The process of conducting risk assessments and taking capital decisions jointly  i.e. in the college  by the supervisory authorities is now up and running. This intensive process begins with analysis of the risks and capital targets at the level of each group banking entity. These analyses are then incorporated in a single, overall risk report which sets the capital targets for the parent company and for each European banking subsidiary in the group. The exchange of information and the joint assessments enhance the participating supervisory authorities’ understanding of the group, and foster comprehensive, consistent supervision of cross-border groups.
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      Systemic institutions have to give the Bank advance notice of their strategic decisions, and the Bank may oppose any decisions that could be detrimental to the institution’s pursuit of a sound and prudent policy, or could even seriously compromise the stability of the financial system. In 2012, the Bank examined a number of cases concerning systemic institutions, generally relating to the acquisition of activities or entities, or the disposal of large subsidiaries. The prudential benefits of this system lie inter alia in the testing by the supervisory authority of the basic assumptions and objectives behind these operations for the banks concerned; as a result, when issuing a notice of non-objection, the Bank often stipulates an adjustment to the project or specifies better control and monitoring of any risks.


      In view of the impending entry into force of the new capital requirements under the Basel III rules, the Bank asked the banks to check their readiness to apply these new  often stricter  rules. As the introduction of Basel III is accompanied by extensive, complicated transitional rules (see section II.A.3.1), the banks had to conduct simulations of their financial position and their capital situation for the whole of this transitional period. In accordance with the expectations of the national and international supervisory authorities and market players, it is important for the banks to demonstrate that they already respect the new Basel III requirements even without resorting to the transitional measures. The Bank urges any banks expecting a shortfall to strengthen their capital or adjust their risk appetite in line with their current financial situation.


      In2012, the Bank conducted targeted, sectoral analyses on compliance with a number of new rules aimed at preventing money-laundering and terrorist financing. A key element of these regulations is the correct identification of the financial institution’s customers. To combat money-laundering and terrorism, it is vital that banks know who are the ultimate recipients of the account assets, or who actually ordered the financial transactions, even if the transactions are recorded in the name of companies or de facto associations. On the basis of these analyses, the Bank asked financial institutions to exercise increased vigilance and discipline in this matter. It even imposed formal rectification deadlines on a number of banks requiring them to bring their organisation into line with the statutory requirements in this respect.


      The Service which is responsible for the supervision of investment firms as well as banks, also conducted on-site assignments. These take the form of an inspection of the audit plan, a thematic inspection, a targeted inspection or a fact-finding mission.


      Owing to the financial crisis, most of the missions in the case of systemic groups related to the management of financial risks, and particularly the risk management function, the management of liquidity and concentration risks, and the valuation of securities portfolios.


      In other institutions (domestic banks and investment firms) the missions are essentially planned on the basis of a three- to five-year audit cycle. Most of the missions concern the functioning of the management bodies and the transverse supervision functions (internal audit, compliance, risk management) or specific risks relating to the activities.


      In view of the specific responsibilities of the Bank as the host supervisor of European branches, missions in those institutions solely concern the application of the anti-money-laundering regulations.


      2.2 Dexia


      InOctober2011, Dexia was forced to undertake the total, but phased, dismantling of the group (see section 3.2.1 of the volume on “Financial stability and prudential supervision” in the Report 2011). That plan involves the sale of operating entities which are still saleable, and the temporary management of assets and activities for which there is a market or a buyer. To finance the plan, it was necessary to obtain new financial guarantees from the Belgian, French and Luxembourg governments totalling a maximum of €90 billion.


      Following the October 2011 sale of Dexia Bank Belgium and its subsidiaries (now the Belfius group) to the Federal Holding and Investment Company (FHIC), which acts for the Belgian State, Dexia initiated or effected the following operations in 2012:


       sale of the 50% stake owned by Banque Internationale à Luxembourg (BIL) in the RBC Dexia Investor Services joint venture to the Royal Bank of Canada (27July 2012);


       sale of the Turkish subsidiary DenizBank to Sberbank (28September 2012);


       sale of the BIL group to Precision Capital and the Grand Duchy of Luxembourg (5October 2012); in that respect it should be noted that the legacy portfolio of this sub-group remained outside the scope of the sale;


       signing on 15 March 2012 by the French State, the Caisse des Dépôts et Consignations and the Banque Postale, of a statement of intent on the creation of a new credit institution in France, which will acquire control of Dexia Municipal Agency;


       the Dexia Asset Management sale process is well advanced, with the signing of an agreement with GCS Capital, but the deal has not yet been closed;


       following the notification by the Spanish institution Banco Sabadell at the beginning of July 2012, stating that it wanted to exercise its option to sell its 40% stake in Dexia Sabadell, Dexia and Banco Sabadell began discussions on the arrangements for executing that operation; those discussions are still in progress.


      As the dismantling plan is based on significant intervention by the Belgian, French and Luxembourg States, it requires the European Commission’s approval. In view of the extent of the state aid, and the complexity and duration of the plan, the European Commission has gradually extended its investigation. Although the Commission decided, on 21December2011, to open a formal investigation procedure, it also gave provisional approval for the State guarantees for the financing of Dexia SA, provided the amount guaranteed did not exceed €45 billion. The Commission asked the States to submit a sound, reasoned restructuring plan within 3months; that was done on 21 and 22 March 2012.


      At the end of May2012, the Commission decided to step up its investigation procedure concerning Dexia and asked the latter to draw up a modified plan, as circumstances had changed since the first plan was submitted. In the meantime, it approved the extension of the State guarantee to 30September 2012. On 6 June 2012, it gave its consent to an increase in the maximum amount of this temporary financing guarantee to €55 billion. On 26September 2012, the State guarantee was again extended to 31 January 2013.


      When the new plan was drawn up, it was first necessary to take account of the fact that the Dexia banking subsidiaries would still have access to central bank financing by complying with the minimum capital requirements. Dexia also needed to further diversify its funding in order to be less dependent on central bank financing. On the basis of the prudential stability forecasts and the conditions under which the group could fund itself in the current market environment, and in that expected for the coming years, it emerged that the underlying assumptions used for previous simulations needed substantial adjustment. The new simulations are now based on the assumption of funding costs that have a very negative impact on the outlook for profits in the years ahead.


      The changes to the funding plan forced the Dexia board of directors to write down the value of DexiaSA’s stake in Dexia Crédit Local by €5billion leading to negative equity for Dexia SA. Pursuant to Article633 of the Companies Code, the Dexia SA board therefore decided to convene an extraordinary general meeting of shareholders which on 21 December 2012  decided to continue the company’s activities. The board also proposed a capital increase of €5.5 billion, reserved for the Belgian State (53%) and the French State (47%), via the issuance of preferential shares. That operation made it possible to restore Dexia SA to a positive equity position, increase the capital of Dexia Crédit Local by €2 billion, clear Dexia’s debts to Dexia Crédit Local, and reduce the funding guarantee demanded to €85 billion, allocated as follows: 51.41% for Belgium, 45.59% for France and 3% for Luxembourg. The group should thus be able to proceed with an orderly dismantling in the coming years.


      On 16 November 2012, the States submitted this new plan to the European Commission, which approved it on 28December2012.


      In accordance with the agreements, since July 2012 the Dexia group has scaled down and unified the management of Dexia SA and Dexia Crédit Local. In practice, Dexia SA and Dexia Crédit Local exist as separate legal entities but both with the same management. On completion of the capital increase, the composition of the board of directors and specialist committees within the board will also be adapted to take appropriate account of the new shareholder structure of Dexia SA, with the Belgian and French States respectively holding 50.02% and 44.40% of the capital.


      Meanwhile, the changes to the group structure have also led to modification of the organisation of prudential supervision, and a new cooperation agreement between the Bank and the French prudential supervision authority (Autorité de contrôle prudentiel  ACP) which supervises the Dexia Crédit Local sub-group. The Bank is still the consolidating supervisory authority for the Dexia group but as the consolidated position of Dexia is now virtually the same as the sub-consolidated position of Dexia Crédit Local, it was agreed that the group’s prudential supervision will in future be conducted jointly, the Bank taking the formal decisions at consolidated level and the ACP taking those same decisions in respect of the Dexia Crédit Local sub-group.


      2.3 KBC


      The financial crisis of 2008 and 2009 forced the KBC group to seek state aid. The Belgian federal government and the Flemish government subscribed to non-diluting, redeemable capital instruments for a total of €7 billion. Redemption of these instruments is subject to the Bank’s prior approval. The Belgian federal government also provided a guarantee system for the KBC group’s portfolio of structured credit products.


      Following these operations, the European Commission obliged the KBC group to restructure and to respect a timetable for repayment of the capital injections. The restructuring plan included the dismantling of a number of activities and portfolios, and the sale of various subsidiaries. In selling entities such as Kredyt Bank and Warta (respectively banking and insurance subsidiaries in Poland), Fidea (Belgian insurance subsidiary) and KBL European Private Bankers (Luxembourg private banking group), the KBC group took some important steps in the implementation of that plan.


      In regard to repayment of the state aid, the KBC group obtained the Bank’s approval for repayment of an initial instalment of €500million to the Belgian federal government in January 2012. KBC subsequently asked the Bank if it could also repay the residue of €3 billion of federal aid in December2012.


      The basic principle was that this repayment must not significantly weaken the KBC group’s solvency, and that the group must respect not only the actual capital targets set annually by the college of supervisory authorities, but also all the new Basel III standards, even without the transitional provisions (“fully loaded”).


      The projections for the KBC group’s financial position in the coming years, subject where necessary to a number of stress scenarios, showed that “fully-loaded” compliance with Basel III from 2013, after imputation of the repayments to be made, was not feasible without an increase in the capital. The KBC group therefore decided to arrange a capital increase totalling €1.25 billion and to issue Contingent Capital Notes for at least €750million.


      3. Prudential supervision of insurance


      3.1 Overview


      The Insurance and Reinsurance Companies Service supervises insurance companies, reinsurance companies, mutual guarantee associations and regional public transport undertakings, the latter having the ability to insure their own fleets of vehicles.


      At the end of 2012, 113 companies were thus subject to the Bank’s supervision, or 8 fewer than at the beginning of the year.


      The changes are due to mergers, the conversion of Belgian undertakings into branches under the law of other Member States, and the total termination of activities following the transfer of portfolios to run-off or the expiry of all the insurance liabilities.


      During the year under review, some Belgian undertakings were converted into branches; conversely, one large European group centralised one of its business lines in Belgium by converting subsidiaries into branches of a Belgian company. Another group is also preparing to centralise one of its business lines in Belgium; in future, the Belgian subsidiary is to operate in other Member States via freedom to provide services.
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      3.2 Specific points for attention


      Colleges


      The collaboration between supervisory authorities for cross-border groups is organised in colleges coordinated by the consolidating supervisory authority of a group (home-country authority), with the participation of the supervisory authorities of the group subsidiaries and branches (host-country authority).


      Recurring items on the agenda of these colleges concern the examination and assessment of the financial position, organisation, strategy and risks to which the group and its components are exposed. Coordination arrangements were drawn up with agreements on collaboration and the exchange of information, both in “going concern” situations  e.g. for approval of an internal model  and in stress situations. The exchange of information between the supervisory authorities was streamlined via adoption of an internet application developed by the European Insurance and Occupational Pensions Authority (EIOPA).


      A number of colleges were organised in 2012 to prepare for the introduction of Solvency II. They took the form of workshops, reviews, joint inspections and teleconferences. These colleges focused mainly on the procedure preceding approval of the use of internal models to determine the capital required (pre-application procedure). In2012, the colleges also embarked on the initial preparations for the appraisal of the institutions’ Own Risk and Solvency Assessment (ORSA), a pillar II requirement of Solvency II.
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      Valuation of the technical provisions in non-life insurance


      In non-life insurance, the technical provisions have sometimes been used to smooth the results of insurance activities, particularly to conceal losses. In practice, when faced with weak profitability, some insurance companies temporarily cut their allocations to the provisions to achieve a corresponding improvement in the profit and loss account. However, this smoothing did not generally affect the adequacy and very prudent character of the provisions. Moreover, that was confirmed by various qualitative impact studies conducted during the preparation of the Solvency II Directive.


      However, in recent years, this practice has become more worrying: some companies repeatedly reduce the level of prudence in their technical provisions. The financial crisis is clearly one of the reasons for this behaviour, as it affects the financial income of insurance undertakings. Some undertakings also anticipated the method of calculating the technical provisions under Solvency II, but without necessarily adopting the other Solvency II rules on prudence as well. The prudential authorities therefore need to pay close attention to assessing the undertakings’ provisioning policies. The development of new software for assessing claims provisions by actuarial methods is enabling both insurance companies and authorities to calculate increasingly accurately the best estimate of the provisions, and the percentile of the distribution of the ultimate claims burden to which the provision corresponds.


      Model dossiers


      The Bank expects companies exposed to significant risks or holding a significant market position to use a risk management model which satisfies the principles specified by circular CPA-2006-1-CPA. The risk models are assessed annually by the Bank. In that connection the Bank assesses any major changes which have taken place since the previous examination of the model, compliance with the model development plan as announced by the company, and the action which the latter has taken on recommendations and points for attention which the Bank formulated in the previous year.


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


      Pursuant to Article31,§3, second section, of the Royal Decree of 14 November 2003 on life insurance activity, insurance undertakings must form an additional provision for contracts offering a guaranteed interest rate of more than 0.1% above 80% of the average interest rate on ten-year linear bonds over the past five years (“pivot” rate in circular CPA-2006-2-CPA). The additional provision, which forms part of the life insurance provision, is equal to the sum for all contracts of the positive difference between the contract’s inventory provision, calculated by replacing the technical interest rate with the pivot rate, and the contract’s inventory reserve according to the technical basis of the contract. This additional provision is calculated at 31 December in each year. It has to be built up gradually, at the rate of at least 10% of the total additional provision each year. The same rules apply to occupational accident insurance.


      Insurance companies wishing to be exempt from the obligation to form an additional provision must submit a dossier in accordance with circularCPA-2006-2-CPA each year before 1 October of the year for which they are seeking exemption. This dossier has to satisfy the Bank that the flows generated by the assets will be enough to cover the interest rate liabilities associated with the insurance liabilities.


      For 2012, in its Communication NBB_2012_04 of 29May2012, the Bank had prescribed the use of a benchmark risk-free interest rate curve produced by EIOPA for discounting net cash flows. The results of the calculations based on the benchmark risk-free interest rate curve were a key element in the assessment of exemption applications. This was new information which marked a clear break with the past, since undertakings had been able in previous years to choose their own interest rate curve, so long as they used it systematically over the years.


      In 2012, 23 companies applied to the Bank for exemption from forming an additional provision; two of them submitted dossiers for both their life insurance and their occupational accident insurance, making a total of 25 cases. Most companies seeking exemption obtained it for all or part of the requested segments, in some cases for less than 100% depending on the quality of the model used.


      Pre-application procedure for internal models


      The future Solvency II prudential framework will enable companies to calculate the regulatory capital requirements on the basis of an internal model. In its current form, the Directive gives the prudential authority six months in which to assess the model and approve its use for regulatory purposes. Owing to fears of a heavy workload concentrated in a short period, it was agreed to allow undertakings the option of submitting their model to the prudential authority in advance, via a pre-application procedure, without the authority having to formally approve or reject the model at that stage. These dossiers must show that the undertaking has sufficient control over the modelled risks to produce reliable results.


      Apart from its local aspects, the pre-application process also has an international dimension. The colleges of supervisors set up to coordinate the supervision activities incorporate the pre-application process when starting or continuing their work. In some cases, the college of supervisors meets in an ad-hoc configuration, and brief on-site inspections are conducted on specific subjects, such as market risks, portfolio replication and risk-modelling, particularly the risk of natural disasters.


      At the Bank, work on pre-applications for internal models began in 2011 for undertakings which had submitted a dossier following the communication of 18 February 2011 concerning this procedure. In all, eleven dossiers were submitted to the Bank and four undertakings announced that they would submit a dossier later.


      The Bank notes that companies have already made significant progress, but that there are still some major challenges to address. The findings set out in reports to the undertakings mainly concern the implementation plans, the methodology and the use of the internal models. The inspections already carried out have enabled the Bank to draw conclusions at various levels; in regard to risks, the conclusions concern both the risks covered and the problems specific to each type of risk, including the methodology applied and the parameters used. Thus, it has often been found that credit risk was inadequately covered, that the calculation of the market risk was approximate, that the mortality tables were not prospective, and that  in the case of catastrophe risk  the undertaking was using a non-transparent vendor model. Similarly, in regard to the general modelling principles, it is already possible to draw a number of conclusions. Thus, the chosen methodology often generates simplified models, the granularity is inadequate and data quality leaves something to be desired.


      Inspection missions: on-site audit topics


      The prudential supervision of insurance and reinsurance companies includes conducting on-site inspections in undertakings. Those inspections are conducted by a team of inspectors separate from the teams in charge of the continuous off-site monitoring of the undertakings’ prudential situation.


      Forming part of a risk-based supervision approach, the inspection and supervision teams help to ensure that companies abide by the business operating conditions and, in particular, that there are no serious defects in their organisation, internal control and risk management systems.


      The inspection follows an annual plan. This plan, drawn up in consultation with the supervision teams, is an integral part of the overall annual action plan of the service responsible for the prudential supervision of insurance and reinsurance companies.


      The inspection missions lead to written reports detailing the purpose of the mission, the type of checks carried out, the findings and the risks detected, and setting out the resulting recommendations. At the end of the inspection process these reports are notified to the undertaking concerned. The latter is asked to comment and to state the measures that it intends to adopt in order to implement the recommendations, and the proposed timescale for doing so.


      The 2012 inspection plan comprised a set of missions concerning around twenty insurance undertakings. The main purpose of those missions was to assess:


       the rules and principles applied in regard to governance and management structure;


       the risk management systems and the transverse supervision functions;


       the adequacy of the technical provisions calculated according to Solvency I;


       progress in preparing for the requirements under Solvency II, particularly the adoption of the best estimate to calculate the technical reserves and the modelling of the solvency requirements with a view to calculating the capital requirements under the future solvency rules.


      Some missions were also intended to verify adherence to the measures announced by the companies following previous missions, while others aimed to compare the management practices of various undertakings for certain specific classes of activity.


      4. Specific operational functions


      4.1 Prudential IT supervision


      Special meetings of colleges of supervisors of large international groups for which the Bank is home-country supervisor were held for the first time in 2012 on IT subjects. The IT supervisor experts of the main supervisory authorities of the foreign host country meet under the direction of the centre of expertise for prudential IT supervision.


      Supervision of the continuity and reliability of IT servicesand the security of internal IT platforms remained central concerns. In 2012, as in previous years, particular attention was paid to the impact on IT of major reorganisations in banking groups, often a direct or indirect consequence of the financial crisis. After two years without detection of any fraud in Belgium, the resurgence of e-banking fraud in mid-2011 put the spotlight on supervision of the security of the e-banking services of Belgian financial institutions in 2012. In that respect, the Bank works closely with, inter alia, the Belgian financial sector association (Febelfin) and the federal police’s Computer Crime Unit, in order to combat or minimise fraud. As in previous years, the security of Belgium’s e-banking services generally ranks as excellent in international terms. However, vigilance is still required in view of the inventiveness of criminals, who are constantly developing and applying new fraud techniques.


      The centre of expertise also plays a leading role in the ECB working group on the security of on-line payments, which reports to the ECB’s European forum on retail payment security (SecurePay). This working group concentrated mainly on analysing the various threats associated with these operations and defining good security practices.


      4.2 Supervision of models and quantitative methods


      In2012, the Bank’s “quantitative methods” centre of expertise, which analyses risk management and measurement models, focused mainly on preparing the ground for entry into force of the SolvencyII rules, which will permit the use of internal models to determine the level of regulatory capital requirements for insurance undertakings. In this context, a comparative analysis of the various institutions’ practices was conducted in order to promote good practices in the sector. International collaboration, via college missions with foreign supervisory authorities and via consultation in working groups, aims to ensure a level playing field in Europe.


      In the banking sphere, 2012 featured the analysis of a number of dossiers on internal models for credit risk, market risk and operational risk. The analysis approach was refined. Thus, for all application dossiers, the impact of the new models concerning the capital requirements was analysed, comparisons were made with similar models used by other institutions, sensitivity analyses were conducted jointly with the institutions, and the assumptions underlying the models were examined in workshops. These various stages result in a list of the prioritised terms and conditions for the validation of these internal models and in a clearer definition of the supervisory authorities’ expectations.


      5. Oversight and prudential supervision of financial market infrastructures


      5.1 Overview


      Since April 2011, the Bank has been responsible not only for the oversight but also for the prudential supervision of financial market infrastructures. On 18 October 2012, the Bank and the FSMA signed a memorandum clarifying the exchange of information and cooperation between the two institutions in connection with the supervision of securities settlement systems and central counterparties. That cooperation aims to prevent gaps and duplication, and to avoid any unnecessary burden on market infrastructures. In its assessment of the market infrastructures based on international standards, the Bank will consult the FSMA on aspects for which the latter is responsible. In the event of a crisis affecting a market infrastructure, there will be consultation.
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      The rules applicable to financial market infrastructures were amended during the year under review. In April, the Committee on Payment and Settlement Systems (CPSS) and IOSCO published their Principles for financial market infrastructures, which group together and reinforce the standards applicable worldwide to post-trade market infrastructures. As the Bank stated in its circular dated 20 July2012, the CPSS and IOSCO Principles for financial market infrastructures will form the reference framework for the prudential supervision and oversight of settlement institutions. At European level, Regulation No648/2012 of 4 July 2012 on OTC derivatives, central counterparties and trade repositories entered into force in August. The European Union is also continuing its work on the development of European legislation on central securities depositories (CSDs).


      The influence of the changes to the regulatory framework and the European TARGET2 Securities (T2S) project on the business models of market infrastructures was examined. In regard to liquidity, intra-day management is still relevant, as is consideration of the risk of possible default by an infrastructure participant.


      5.2 Oversight


      SWIFT


      The Bank acts as lead overseer of SWIFT. Central banks make SWIFT subject to oversight because this entity is crucial to the security and efficiency of the financial messages exchanged between financial institutions and financial market infrastructures throughout the world.


      The SWIFT overseers recently decided to extend the number of countries concerned in this oversight. Since May 2012, apart from the G10 central banks, the senior representatives of twelve other central banks have also formed part of the SWIFT Oversight Forum, which discusses SWIFT oversight policies and oversight conclusions.


      The oversight activities concern all types of operating risk that may affect the SWIFT messaging services. Special points for attention include the identification and control of operating risks, cyber-defence, operational security and operational continuity. In 2012, the SWIFT overseers also monitored some major on-going projects and, in particular, the project for the technological renovation of the FIN application, which forms the basis of the SWIFT messaging services.


      Oversight of card payment schemes and retail payment systems


      The banks which own the Bancontact/MisterCash debit card scheme have for some years been seeking to replace it with another scheme conforming to SEPA (Single Euro Payments Area) standards. In 2011, that position was reviewed. Bancontact/MisterCash will be retained after all. As the scheme’s overseer, the Bank has monitored these developments. In particular, it recommended the establishment of a guarantee system to protect the scheme against the possible default of one of its members, in conformity with the harmonised standards of the European System of Central Banks (ESCB) applicable to card payment schemes.


      At the end of 2012, as the lead overseer of MasterCard Europe (MCE), the Bank ended the coordination of the cooperative assessment of MCE’s conformity with the standards laid down by the Eurosystem in 2008.


      The Centre for Exchange and Clearing (CEC), which is the Belgian automated clearing centre for the exchange and clearing of retail payments between banks active in Belgium, is to migrate to the French technical platform, STET, at the beginning of 2013, in order to conform to the SEPA standards. However, the CEC will remain a Belgian system separate from its French counterpart. In 2012, the oversight focused on the preparations for that migration. In conjunction with the change of platform, the CEC is also to increase the frequency of the clearing cycles in accordance with the recommendations of the Bank’s oversight concerning financial risk management.


      The Bank also took part in the work of the European Forum on the Security of Retail Payments which, under the aegis of the Eurosystem and the ESCB, brings together representatives of the authorities in charge of oversight and prudential supervision. Publication of reports on the security of payment services offered via the internet and on access to payment accounts by certain players is scheduled for the beginning of 2013.


      Oversight of securities settlement systems


      The Bank acts as the overseer of securities settlement systems in respect of three Euroclear group entities: Euroclear SA/NV (ESA), Euroclear Bank (EB) and Euroclear Belgium. The Bank is also the overseer of its own NBB-SSS (Securities Settlement System).


      ESA is the Euroclear group’s parent company. It owns the securities processing platforms and offers common services for the group’s (international) central securities depositaries  (I) CSDs. An international cooperation agreement  last amended in December 2011  governs multilateral cooperation concerning the supervision of the common services which ESA provides for the group’s CSDs. The Bank acts as the coordinator of ESA oversight. In this connection, the ESA policy on human resources has been examined. Apart from the usual monitoring of the operational stability of settlement platforms, the policy on management of the IT infrastructure and measures to protect against cyber crime were also analysed. Finally, an examination was launched on the recovery or resolution procedures planned in the event of default by a group entity.


      As the lead overseer of Euroclear Bank (EB), the Bank assessed the EB settlement system in the light of the new CPSS and IOSCO Principles for financial market infrastructures. Since EB is a critical international institution at systemic level, the IMF included EB in its FSAP for pan-European payment and securities settlement systems, which began in the final quarter of 2012.


      Euroclear Belgium mainly holds Belgian securities. It settles its operations jointly with Euroclear Nederland and Euroclear France on the unified ESES settlement platform used by these three CSDs. The Bank monitored the ESES CSD decision to join the T2S project and the development by Euroclear Belgium of services for issuers. It also paid attention to the situation regarding settlement efficiency.


      Finally, the Bank monitored the implementation by the NBB-SSS operator of the recommendations made at the time of the last assessment of that system in the light of the ESCB and CESR standards for securities settlement systems.


      5.3 Prudential supervision of institutions operating financial market infrastructures


      Market infrastructures are still generally subject to pressure from three conflicting sources. First, the regulators, recognising the stabilising role that market infrastructures can play in systemic risk control, are inclined to extend the role of those infrastructures while raising the requirements imposed on them in order to ensure their resilience. Also, the participants in these infrastructures, who are subject to profitability constraints and/or recapitalisation requirements, oblige these infrastructures to reduce the transaction costs and thus to implement radical restructuring programmes. Finally, these two demands have to be met in market conditions where the maintenance of total issuance and transaction volumes cannot be taken for granted.


      These various pressures and the regulatory initiatives now in preparation are leading to fundamental restructuring of the architecture and positioning of the players; that process has now begun and will have an impact over a number of years. In this connection, two important initiatives for systemic market infrastructures operating from Belgium merit particular mention in 2012. This concerns the creation by EB of an operational branch based in Poland, and the plans for creation of a CSD by the Bank of New York Mellon group.


      These projects are being monitored by the prudential authorities, which not only have to give their approval but must also supervise the impact on the risk profile of the infrastructures concerned, particularly via the ICAAP-SREP (Internal Capital Adequacy Assessment Process  Supervisory Review and Evaluation Process).

    


    
      Box 3Monitoring of banks’ business models


      Following the restructuring of the financial sector, the large Belgian banks have refocused their operations on more traditional markets and products. At the same time, they need to adapt their cost structure in order to achieve sufficient structural profitability to gradually strengthen their capital in anticipation of the entry into force of BaselIII. In these circumstances, the monitoring of the strategies adopted by large Belgian financial intermediaries is a crucial point for attention in the conduct of prudential policy. The Bank put the assessment of the consistency and appropriateness of the business models of the large Belgian financial intermediaries at the top of its priorities in its risk review for 2013. Analysis of these models, which determine the scope for development of the institutions concerned and their ability to withstand shocks, is a complex exercise requiring detailed examination of the numerous aspects and angles of the business of a bank, insurance company or financial conglomerate, and entailing the use of expertise from various departments at the Bank.


      Those components include inter alia the macroeconomic assumptions (concerning growth, inflation, unemployment, wages, etc.), financial assumptions (cost of funding, interest rate, exchange rate, etc.), the economic and competitive context determining the profitability and risk constraints which banks have to confront in developing their overall strategies, the organisation and governance aspects, regulation, and the impact of current legislation on the behaviour of financial institutions.


      This overall analysis must in turn serve as an anchorage point for an in-depth examination of the strategy of individual large institutions. The aim is to determine more precisely the extent to which the various business lines of these large financial institutions are profitable, and thus proceed to assess the institutions’ vulnerability and sensitivity to economic or financial developments which are detrimental to the development of their activities.
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      Box 4Financial Sector Assessment Programme


      Since 1999, the International Monetary Fund has conducted Financial Sector Assessment Programmes (FSAPs) aimed at the full, in-depth analysis of a country’s financial sector. The objective of these assessments is to detect the main factors of vulnerability which could trigger financial crises. They concern both supervision and regulation and the risk profile of the financial system.


      Financial crises can have disastrous consequences for the real economy, as is evident from the financial crisis which has beset our economies for more than five years. In that context, the IMF decided to incorporate the FSAP in bilateral surveillance or the Article IV consultations. It was also decided that from now on the 25 jurisdictions with a large or “systemic” financial sector will undergo this assessment every five years.


      In view of the size of its financial sector and the importance of the cross-border groups, Belgium is now on that list of the 25 leading financial centres. As the last exercise took place in 2005-2006, Belgium’s financial system underwent assessment by the IMF as part of the next Article IV consultation; this audit started in the year under review and will end in 2013.


      The assessment has two main elements. The first concerns analysis of the soundness of the financial system as a whole, including via stress tests. The purpose of these tests is to analyse the vulnerability of financial institutions confronted by various macroeconomic shocks  such as a prolonged period of very weak economic growth, a fall in the prices of financial assets or property, or a significant rise in interest rates. The IMF also assesses the authorities’ ability to react effectively in the event of a financial crisis.


      The second element gauges the quality of the regulation and supervision of banks, insurance companies and financial markets. For the purpose of this exercise, the supervisory authorities have to assess their own legal arsenal in the light of international standards such as the Basel core principles for banks and core principles for insurance undertakings. Those principles encompass the preconditions for effective supervision, the rules on licensing, regulation and the prudential requirements relating, for example, to credit risk, market risk or interest rate risk, the oversight and supervision methodology, disclosure requirements and the prudential authorities’ powers in the event of failure by institutions to respect the regulations.


      The authorities must also demonstrate to the IMF teams the extent to which these standards are actually applied in practice. For the purposes of this exercise, the IMF will refer to the 2006 Core Principles for banks and the 2011 Core Principles for insurers. However, the Basel Committee very recently revised these principles for banks.


      In September2012, the Basel Committee on Banking Supervision adopted a new set of Banking Core Principles. They certainly do not imply any radical break with the 2006 principles, and care was taken to ensure adequate continuity and comparability.


      The new features concern the following five aspects:


       first, the Core Principles and the associated Assessment Methodology are now brought together in a single document;


       second, the principles are reorganised to distinguish more easily between what the supervisory authorities do and what is expected of the banks;


       third, various individual principles have been improved to take account of weaknesses which emerged in the banking sector during the financial crisis. This mainly concerns the supervision of systemic institutions, the addition of a macroprudential perspective to supplement the traditional microprudential perspective, and the adoption of supervision measures for crisis situations (recovery and resolution measures);


       fourth, there is greater emphasis on governance within banks;


       and finally, the role of market discipline is further highlighted.


      Although the Bank is officially still being assessed on the basis of the old 2006 Banking Core Principles, it also supplied details of the supervision of systemic institutions, its supervision in a crisis situation, and the way in which it has combined micro- and macroprudential supervision since the introduction of the “twin peaks” model in 2011. The Bank also took the initiative itself to give an in-depth account of the financial institutions’ governance requirements.


      The Bank was keen to demonstrate a similar proactive attitude towards the new Principles for the Supervision of Financial Conglomerates, also adopted in September 2012, which were drawn up by the trans-sectoral Joint Forum established under the aegis of the Basel Committee, the International Organisation of Securities Commissions and the International Association of Insurance Supervisors. As far as possible, the Bank undertook a self-assessment in regard to this new international regulatory framework for the supervision of conglomerates.


      Within the Bank, this in-depth analysis of the financial sector deployed numerous resources in both the Prudential Services and the Legal Service and Research Department during the year under review. The FSAP conclusions are expected in May 2013.
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    Methodological note


    Unless otherwise indicated, when data are compared from year to year, they all relate to the same period of the years in question. In the tables, the totals shown may differ from the sum of the items owing to rounding.


    In order to provide an update on various key economic data relating to Belgium in the year 2012 as a whole, it was necessary to make estimates, as the statistical material for that year is sometimes still very fragmentary. In the tables and charts, these estimates, which were finalised at the end of January 2013, are marked “e”. They represent mere orders of magnitude intended to demonstrate the trends which already seem to be emerging. For the periods for which data are published, the sources used are mainly the NAI, the DGSEI and the Bank. The comments on the international environment and the comparisons between economies are usually based on the latest data or estimates originating from institutions such as the EC, the IMF, the OECD and the ECB.


    The monetary unit used in the Report for the data concerning the euro area member countries is the euro. Amounts relating to periods before the introduction of the euro, on 1 January 1999 for Belgium and for most of the member countries, are converted at the irrevocable euro conversion rates. Except in the chapters on monetary policy and prices, where the definition coincides with the historical reality, the euro area is defined wherever possible in this Report as consisting of all the EU countries which adopted the single currency during the period 1999-2012. Apart from Belgium, the area therefore consists of Austria, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, the Netherlands, Portugal, Spain, Slovenia, and Slovakia. For convenience, the term “euro area” is also used to designate this group of countries for periods prior to the start of Stage 3 of EMU. For some analyses, the preferred source was the OECD which includes in the euro area only the countries which are members of that international institution, i.e. excluding Cyprus and Malta. In view of the small size of those economies, the OECD data present a picture which is perfectly representative of the euro area as a whole.


    Since 1999, the NAI, in accordance with the obligation imposed by Eurostat, has applied the ESA 95 methodology for compiling the national accounts(1). As far as possible, the Report incorporates the definitions and methods resulting from ESA 95. However, it still expresses the data in gross terms although this new system presents the main aggregates derived from the national accounts in the form of net results for consumption of fixed capital. Gross data have the advantage of reducing the problem connected with the valuation of depreciation, which is based on the assumption of perfect knowledge of the stock of fixed capital. Furthermore, gross data make it easier to interpret certain movements such as those of the gross operating surplus. For simplicity, the sectoral breakdown groups together, under the heading “individuals”, households and non-profit institutions serving households, which constitute separate sectors according to the ESA 95 methodology. Nevertheless, the terms “individuals” and “households” are used as synonyms. The terms “corporations” and “enterprises” are also frequently used as synonyms, whereas in the commentary from the GDP expenditure angle, “enterprises” also covers self-employed persons, who are included under households in the real and financial sectoral accounts.


    
      (1) For fuller information concerning the ESA 95, see the NAI publication entitled Comptes nationaux 1998  Partie 1: Estimation des agrégats annuels. The changes caused by the switch to ESA 95 for the general government account are specified in more detail in another publication from the same source, entitled Comptes nationaux 1998  Partie 3: Comptes des administrations publiques.

    


    The Belgian national accounts, like those of other European countries, have undergone a series of important methodological revisions in recent years, affecting in particular the breakdown of price and volume effects. The changes thus made were explained by the NAI in the publication of the detailed national accounts in December 2005, November 2006 and October 2009. Thus, since 2006, the volume series have been expressed in prices of the year preceding the one for which they were first published, while according to the previous practice they were expressed at prices of a fixed base year (2000, in the 2005 edition of the national accounts). This modification makes it possible to “chain” the volume change in the aggregates or sub-aggregates. According to this method, their volume growth between two consecutive periods is calculated systematically by reference to the previous year’s prices and weights. The changes between consecutive periods are linked together (cumulated) to give a chained index. When the chained index of an aggregate or sub-aggregate is applied to the amount (level) of a reference year, such as 2010, as in the official national accounts published in July 2012, that provides a measure of the volume change in “chained euros (reference year 2010)”. The use of chaining leads to a loss of additivity in regard to the volume levels (except for the figures relating to the reference year and the year immediately following it). This implies, for example, that in the case of chained level series, GDP is not equal to the sum of its components.


    In the section devoted to the international environment, the presentation is also consistent with the ESA 95 or its equivalent, the System of National Accounts published jointly by the United Nations, the World Bank, the EC, the IMF and the OECD (SNA 1993). Nevertheless, the statistics from the sources to which reference is made in the Report, principally the EC and the OECD, are not always uniform, because the period for which the methodological revision or the conversions from one system to the other have been carried out still varies greatly from one country to another.


    The breakdown of the financial accounts between individuals and corporations is largely based on data from Belgian financial institutions. The information making it possible to break down the financial transactions between the private sector and the other sectors, especially transactions with foreign countries or those made within the non-financial corporations sector itself, is much more fragmentary. The main statistics which can be used for this purpose, namely the globalisation of the annual accounts of companies compiled by the Bank’s Central Balance Sheet Office, are in fact partial, are produced only annually and are available only after a time lag of several months. It has therefore been necessary to introduce some assumptions and make various estimates.

  


  
    Conventional signs


     the datum does not exist or is meaningless


    n. not available


    p.m. pro memoria


    e estimate by the Bank

  


  
    Abbreviations


    Euro area countries


    


    EA Euro area


    


    BE Belgium


    DE Germany


    EE Estonia


    IE Ireland


    EL Greece


    ES Spain


    FR France


    IT Italy


    CY Cyprus


    LU Luxembourg


    MT Malta


    NL Netherlands


    AT Austria


    PT Portugal


    SI Slovenia


    SK Slovakia


    FI Finland


    


    Other countries of the European Union


    


    BG Bulgaria


    CZ Czech Republic


    DK Denmark


    LV Latvia


    LT Lithuania


    HU Hungary


    PL Poland


    RO Romania


    SE Sweden


    UK United Kingdom


    


    Other countries


    


    JP Japan


    TR Turkey


    US United States


    Other abbreviations


    


    ABS Asset-backed securities


    ACP French prudential supervisory authority


    


    BCBS Basel Committee on Banking Supervision


    BEA Bureau of Economic Analysis (United States)


    BIS Bank for International Settlements


    


    CCP Central counterparty


    CDS Credit default swap


    CEBS Committee of European Banking Supervisors


    CEC Centre for Exchange and Clearing


    CEC Central Economic Council


    CIS Community Innovation Surveys


    CPPC Committee on Prudential Planning and Coordination


    CPSS Committee on Payment and Settlement Systems


    CRD Capital Requirements Directive


    CREG Commission for Electricity and Gas Regulation


    


    DGSEI Directorate General of Statistics and Economic Information (FPS Economy, SMEs, Self-employed and Energy)


    SIB Domestic Systemically Important Bank


    


    EB Euroclear Bank


    EBA European Banking Authority


    EC European Commission


    ECB European Central Bank


    Ecofin Economic and Financial Affairs Council


    EDP Excessive deficit procedure


    EEA European Economic Area


    EFSF European Financial Stability Facility


    EFSM European Financial Stabilisation Mechanism


    EIOPA European Insurance and Occupational Pensions Authority


    ELA Emergency Liquidity Assistance


    EMIR European Market Infrastructure Regulation


    EMS European Stability Mechanism


    EMU Economic and Monetary Union


    Eonia Euro Overnight Index Average


    ESA Euroclear SA/NV


    ESA European System of Accounts


    ESCB European System of Central Banks


    ESES Euroclear Settlement for Euronext-zone Securities


    ESFS European System of Financial Supervision


    ESRB European Systemic Risk Board


    ESRI Economic and Social Research Institute (Japan)


    EU European Union


    Euribor Euro Interbank Offered Rate


    


    Febelfin Belgian Financial Sector Federation


    FEBIAC Belgian motor vehicle and cycle federation


    Federgon Federation of HR Partners


    FHIC Federal Holding and Investment Company


    FINREP Financial Reporting


    FOMC Federal Open Market Committee (United States)


    FPB Federal Planning Bureau


    FPS Federal Public Service


    FSAP Financial Sector Assessment Programme


    FSB Financial Stability Board


    FSMA Financial Services and Markets Authority


    


    GAAP Generally Accepted Accounting Principles


    GDP Gross domestic product


    GNI Gross national income


    G-SIB Global Systemically Important Bank


    G-SIFI Global Systemically Important Financial Institution


    G-SII Global Systemically Important Insurer


    


    HICP Harmonised index of consumer prices


    


    IAIS International Association of Insurance Supervisors


    IAS International Accounting Standards
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TABLE 30 OVERVIEW OF INSTITUTIONS SUBJECT TO NATIONAL BANK OF BELGIUM SUPERVISION

(end-of-period data)

2003 200
Financial holdings
Total .. 8 8
Credit institutions
Credit institutions governed by Belgian law .................... 61 59
Electronic payment institutions ............................. - -
Belgian branches of credit institutions governed
by the law of a NON-EEA COUNtIY ...........uvenreeneeneenn... 10 9
Belgian branches of credit institutions governed
by the law of another EEA country ........................... 38 36
Total credit institutions 109 104
Payment institutions governed by Belgian law
Total .. 0 0
Settlement institutions governed by Belgian law and
sinilar settlement institutions licensed in Belgium
Total 0 0
Insurance companies
Insurance companies governed by Belgian law 118 18
Belgian branches of insurance companies governed
by the law of another EEA country ........................... 65 57
Belgian branches of insurance companies governed
by the law of another non-EEA country 5 3
According to specialisation
Life insurance . 31 3
Non-life insurance 126 19
Mixed insurance 31 28
Reinsurance . 0 0
Total insurance companies 188 178
Freedom to provide services
Credit institutions 433 an
Insurance companies . ... 670 681
Total freedom to pravlds services . 1103 1152
Stockbroking firms with Belgian licence®
Total .. 37 36
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Source: NBB.
(1) The list of all institutions subject to the Bank's supenvision can be consulted on its website: wwwinbb.be.

(2) In accordance with the allocation of tasks agreed with the FSMA, the Bank also supervises 14 branches of investment firms governed by the law of another EEA Member State.
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TABLE 7 GDP AND THE MAIN CATEGORIES OF EXPENDITURE, AT CURRENT PRICES

(data not adjusted for calendar effects, in € millior)
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Sources: NAI, NBB.

(1) Final consumption expenditure of households and of general government, and gross fixed capital formation.

(2) Final domestic expenditure and change in inventories.
(3) Total domestic expenditure and exports of goods and services.
(@) Final consumption expenditure and gross fixed capital formation of general goverment.
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CHART 85 EXPORT GROWTH AND CONTRIBUTIONS OF
INTENSIVE AND EXTENSIVE MARGINS
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CHART 69 VALUE ADDED OF THE MAIN BRANCHES OF
ACTVITY

(percentage changes compared to the previous quarter)
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CHART 36 GUARANTEED RATE OF RETURN ON CLASS 21
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(1) Yield on the secondary market in 10-year Belgian government loans (0LOS),
weekly data.
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TABLE 14

UNEMPLOYMENT RATE: BREAKDOWN BY REGION

(in % of the corresponding labour force aged 15 to 64, annual averages)

Brussels Flanders ‘Wallonia
2009 2010 2011 20122 2009 2010 2011 20122 2009 2010 2011 20122
Total .. 159 174 171 165 50 52 43 45 1m2 ns 95 929
According to sex
Women ... 158 180 155 16.0 50 5.1 44 45 19 122 101 102
Men ... 159 16.9 184 169 50 52 42 44 107 109 9.0 96
According to age
151024 ... 317 397 353 320 157 156 127 129 305 30.0 252 256
251054 ... 152 163 168 156 39 42 35 38 9.7 103 85 88
551064 ... 92 92 6.5 121 43 40 34 29 54 46 44 5.1
According to educational level
Lower secondary education or less ............. 263 30.0 305 271 8.1 9.6 86 84 186 196 166 180
Upper secondary education ................... 184 19.1 193 203 5.1 5.1 39 45 s 121 103 103
Higher education ..................cocoooe. 8.6 9.0 85 8.8 31 30 26 25 56 55 43 43
According to nationality
Belgian .. ... 151 16.9 156 147 45 47 38 38 105 109 9.1 93
Other EU nationals .......................... 103 1.9 125 138 86 88 82 92 138 122 103 98
Other ... 330 323 356 322 216 247 199 237 389 387 294 349
Source: DGSEL.

(1) These unemployment rates are calculated on the basis of the harmonised data taken from the labour force survey.

(2) Averages of the first three quarters.
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TABLE 22 CONSOLIDATED GROSS DEBT OF GENERAL GOVERNMENT®
(end-of-period outstanding amounts, in € million)
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1. Official debt of the Treasury ................................ 263018
INRUID ... 259295
At up to one year 30222
At over one year 229073
In foreign currencies 3724

2. Components of the official debt of the Treasury
not included in the consolidated gross debt® ................. 3459
3. Valuation difference® 489
4. Other ajuStments® .....................ccoooeeueiiiainn. 0
5. Other federal government liabilities® ........................ 83886
6. Consolidation between federal government units® 17416
of which Ageing Fund assets” 4266

7. Consolidated gross debt of federal government
(1=2434445-6) ..ot 251519
8. Consolidated gross debt of Communities and Regions 15305
9. Consolidated gross debt of local authorities .................. 14 860
10. Consolidated gross debt of social security .................... %
11. Consolidation between the general government sub-sectors® 10138

12. Consolidated gross debt of general government

(7+8+9+10—11) .o 271637
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Sources: FPS Finance, NBB.

(1) Concept of debt s defined in Council Regulation (EC) No. 3605/93 of 22 November 1993 on the application of the Protocol on the excessive deficit procedure annexed to the Treaty establishing the European Community.

(2) Manly treasury certifcates presented to the IMF.

(3) Adjustment to the valuation of treasury certificates and treasury bills to convert the discounted value to the face value.
(@ Adjustments permitting the transition from a net debt concept to the gross debt concept; certain assets being recorded in the official debt of the Treasury.
(5) Mainly the debudgeted Treasury debt, the debts of the “Caisse des Dépots et Consignations — Deposito- en consignatiekas”, SHLAF (until 2006), and the RIF (from 2005 to 2008), coins in circulation and the imputed debt resulting from Belgium's participation

in the mutual support mechanism of the European Financial Stabiliy Facilty (EFSP) (from 2011).
(@) Federal government deb, the counterpart of which is an asset of a federal govemment unit.
(7) Including the capitalised interest on *Ageing Fund Treasury Bonds”.

(@) Debt of a general government subsector, the counterpart of which is an asset of another general government subsector.
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TABLE 2 GDP IN THE MAIN ECONOMIES

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

2010 2011 2012 pm. pm.

PV

global GDP® 1o global GDP

growth®
Advanced countries ......................... 30 16 13 511 07
of which:
United States .......................... 24 18 23 19.1 04
JAPAN 47 06 20 56 01
EUMO @M€d ........oveeeee i 20 14 04 143 01
United Kingdom ........................ 18 09 03 29 00
Emerging countries ......................... 74 63 5.1 489 25
of which:
Central and eastern Europe .............. 46 53 18 35 01
Emerging Asia ......................... 95 80 66 250 17
of which:
ChiNa .. 104 93 78 143 1
Latin America and Caribbean ............. 62 45 30 87 03
World ... 5.1 39 32 100.0 32
World excluding euro area ................... 56 43 38 857 33
p.m. World trade® . ........................ 126 59 2.8

Sources: EC, IMF.

(1) For regions according to the IMF definitions and calculated on the basis of purchasing power parity.

(2) Average of exports and imports of goods and services.
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TABLE 6 GDP AND THE MAIN CATEGORIES OF EXPENDITURE, AT CURRENT PRICES
(calendar adjusted data; percentage changes compared to the previous year, unless otherwise stated)
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Sources: NAI, NBB.
(1) Contribution to GDP growth.

(2) Final consumption expenditure of households and of general government, and gross fixed capital formation.

(3) Contribution to GNI growth.
(@ Final domestic expenditure and change in inventories.

(5) Total domestic expenditure and exports of goods and services.

(@) Final consumption expenditure and gross fixed capital formation of general government.
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CHART 52 EXTERNAL FINANCING COSTS OF NON-FINANCIAL CORPORATIONS
(monthly data, in %)
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Sources : Barclays Capital, Thomson Reuters Datastream, NBB.

(1) Obtained by weighting the cost of financing by listed share issues, bond issues and bank loans according to their respective shares in the total outstanding amount of these
financia liabiliies. At the end of September 2012, the proportions were 51.9 % for shares, 10.1 % for bonds and 38 % for loans.

(2) Estimated on the basis of a dividend discount model (see box 19 in the 2005 Report). According to that model, the cost of financing by share issues declines (increases)
following a rise (fal in stock market prices and increases (contracts) in response to an increase (reduction) in diidends (not only those actually paid but also those expected).

(3) Yield on an index of euro-denominated bondsissued by Belgian non-financial corporations taking all maturites of more than one year together, and with a rating of more
than Baa ; the index is weighted according to the outstanding amounts. In December 2012, the average maturity was 5 years.

(4) Weighted average rate applied by Belgian banks to business loans. The weighting is based on the outstanding amounts of the various types of credit.
(5) Interest rate on loans of more than € 1 millon at variable rates, intiall fixed for up to one year.
(6) Interest rate on loans of € 1 million or les, with a rate intialy fixed for more than five years.
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TABLE 31 BALANCE SHEET STRUCTURE OF CREDIT INSTITUTIONS GOVERNED BY BELGIAN LAW, BY PRODUCT®

(end-of-period consolidated data, in € billion)

Assets

Loans and advances to credit institutions ........................

Loans and advances to other than credit institutions ...

P MOPGAgE I0ANS .. ... ..o\t oo
Deebt iNStrUMENtS ... ... .ouueet e eee e
EQUity INStUMENtS ... .......ouoiee i
DEMVAtIVES ... ... eet e
Other @SSEtS ... .ouee et
Total @SSetS ... ... it
Liabilities

Debts to credit institutions.

Deposits@ ... .

p.m. Regulated savings depOSits® ...............................
Bonds and other debt SeCUrities . ..............................

Derivatives .

Subordinated liabilities .................. ..
Other liabilities ...
Total equity and minority interest ...............................

Total liabilities ...

2003 2004 2005 2006 2007 2008 2000 2010 20m segtmber
2068 2126 2773 285.7 3208 2132 156.1 1958 174.3 1452
42838 4829 591.8 591.0 666.2 555.6 5365 506.6 509.4 515.1
17.4 1320 154.7 189.7 2083 1322 158.3 1785 183.9 185.0
2830 2910 3200 3193 2962 29838 264.7 2319 2120 195.7

180 310 480 64.4 52.8 159 88 58 a7 55
- - - 518 1205 2231 1351 1332 167.0 165.4
96.4 1257 1322 109.7 1220 1156 893 777 798 1160

10330 11432 13693 14220 15784 14221 11905 11511 11473 11430
2573 2816 4126 4153 4317 2762 1676 177.2 1285 1227
4167 456.1 502.7 556.4 582.4 557.4 5418 5114 5139 518.3
129.0 146.9 153.8 142.7 131.1 129.2 163.5 186.4 183.7 195.2
115.2 1139 1195 159.3 179.1 1244 150.0 1253 101.3 1120

- - - 721 1223 2327 1478 1485 184.4 181.9

239 237 243 257 360 37.0 302 294 264 204
2329 2732 2732 145.9 159.6 1453 99.4 102.1 140.2 187.8
322 350 370 473 67.3 491 537 57.2 528 59.1
10330 11432 13693 14220 15784 14221 11905 11511 11473 11430

Source: NBB.

(1) Data based on Belgian accounting principles (Belgian GAAP) until 2005 and on IAS/IFRS standards from 2006 onwards.

(2) Deposits booked at amortised cost.
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CHART 87 GROWTH POTENTIAL AND PRODUCTIVITY IN BELGIUM

BREAKDOWN OF POTENTIAL GROWTH IN BELGIUM ‘GAP IN THE CONTRIBUTION OF TFP BETWEEN BELGIUM
(contributions to potential growth; percentage points, AND ITS PARTNER COUNTRIES
unless otherwise stated) (percentage points)
30 30 0.00 0.00
254 25 =EE r
20 Lo 010 010
015 f 015
1.5 t1s
020
1.0 10
025+
05 Fos 004
oY T o -0.35 -
Los A b )
E58588588882858¢8¢% B8z8888z8828¢8¢8
[ Total factor productivity —— Compared to the three neighbouring countries®
B Cepital —— Compared to the euro area®
B Labour
—— Potential growth (percentage changes)
Source : EC.

(1) Calculated according to the EC's production function method (see EC (2010), The production function methodology for calculating potential growth rates and output gaps,
Economic Paper 420, July).

(2) Weighted average contribution of potential TFP to potential growth in France, the Netherlands and Germany.

(3) The figures for the euro area (17 Member States) are only available from 2003.
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CHART 61 LABOUR MARKET OUTLOOK ACCORDING
TO CONSUMERS AND FIRMS IN THE
MANUFACTURING INDUSTRY

(balance of replies, seasonally adjusted data)
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Source : NBB.
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CHART 40 BREAKDOWN OF THE MAIN EXPOSURES TO
MONETARY FINANCIAL INSTITUTIONS (1)

(unconsolidated end-of-period data, at book value, in € billon)
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Source : NBB.

(1) The MFI sector is considered to comprise allfinancial corporations and quasi-
corporations excluding those which come under the central bank sector,
engaging principall in financial intermediation activities which consist in
collecting deposits and/or close substitutes for deposits from institutional entities
other than monetary financial corporations, and granting loans and/or investing
in transferable securites for their own account.
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TABLE 2 NUMBER OF ON-SITE MISSIONS IN 2012, BROKEN DOWN BY TYPE OF INSTITUTION

Large banking  Belgian domestic  Belgian domestic  EU branches Branches of Total
groups banks investment firms third country
Number of missions ........... 15 " 3 2 1 32

Source: NBB.
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TABLE 21 OVERALL BALANCE OF GENERAL GOVERNMENT, BY SUB-SECTORS

(in € milion)
Entity | Entity General government

qovamment oy el S Regons autates el PR cconting B e eor
2003 ... 767 -870 -103 2 424 398 501 -291
2004 L. 675 37 638 -9 54 63 702 379
2005 ... 7985 297 8281 377 -50 328 7954 7550
2006 ... 163 845 682 539 -229 310 902 1214
2007 Lo -3836 1692 2145 1255 567 1821 323 -173
2008 ... 5851 1586 4265 94 700 607 3658 3490
2009 ... ~14515 2408 16923 2521 295 2226 ~19 149 18871
~11236 158 11394 2375 68 2444 -13838 13390
~13109 206 13315 805 225 -1030 -14345 -13771
9646 522 -10168 436 888 ~1325 ~11492 —11171

Sources: NAI, NBB.

(1) The E5A 95 methodology was adapted in 2001 to exclude from the calculation of the overall balance the net nterest gains on certain financial transactions, such as swaps and forward rate agreements (FRAS). However, this adjustment is not taken into account
for the purpose of the excessive deficit procedure (EDP) o for the EC's assessment of the stabilty programmes.
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CHART 30 GEOGRAPHICAL BREAKDOWN OF ASSETS HELD
BY BELGIAN CREDIT INSTITUTIONS IN THE FORM
OF LOANS AND DEBT SECURITIES

(consolidated end-of-period data, in € billion)
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Source : NBB.

(1) Data obtained from the consolidated reporting of Belgian credit institutions.
Breakdown in accordance with FINREP prudential reporting.

(2) Data obtained from the consolidated reporting of international banking statistis.
Data compiled in accordance with the Belgian accounting standards (Belgian
GAAD) The assets are dssifed according o the limatefral sk L. afer ik
transfer.
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TABLE 3

INSTITUTIONAL STRUCTURE OF THE EUROPEAN STABILITY INSTRUMENTS

Legal structure

Duration

Capital structure

Contribution to capital against guarantee
system

Maximum lending capacity

Creditors' rights

European Stabilty Mechanism (ESM)

European Financial Stabiliy Facilty (EFSF)

International financial institution under
international law

Permanent
Authorised capital of €700 billion
comprising paid-in capital of €80 billion
and callable capital of €620 billion
Application for or receipt of financial
assistance does not affect the obligation
to contribute to the paid-in capital
€500 billon

Preferred creditor status®;
only junior to IMF

Private company under Luxembourg law

Temporary

Supported by guarantees of euro area
Member States amounting to a maximum
of €780 billion

Member States can “step out” of the
guarantee system when they apply for
financial assistance

€440 billon

On an equal footing with other creditors
(pari passu)

Source: ESM.

(1) However, the Eurogroup decided not to grant preferred creditor status in respect of the transfer to the ESM of the assistance to Spain for the recapitalisation of the banks.
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RESIDENTIAL PROPERTY PRICES IN BELGIUM
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Sources : NAI, NBB.
(1) This measure is based on the technical assumption that a “standard* mortgage loan has an average maturity of 20 years and a loan-to-value ratio equivalent to
80 % of the property value. It concerns the costs of a new purchase.

(2) Deflated by the household final consumption expeniture deflator.
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TABLE 15 INACTIVITY RATE: REGIONAL DETAILS

(percentages of the corresponding population aged 15 to 64", annual averages)

Brussels Flanders ‘Wallonia
2009 2010 2011 20122 2009 2010 2011 20122 2009 2010 2011 20122
Total .. 345 337 351 346 308 301 308 310 367 359 370 36.8
According to sex
Women ... a5 407 425 412 364 353 359 36.1 430 424 431 432
Men ... 274 266 275 280 254 249 259 261 303 294 310 303
According to age
151024 ... 721 725 726 723 66.0 659 66.3 684 68.7 68.6 694 69.4
251054 ... 204 187 25 212 s 109 19 19 178 171 191 190
551064 ... 535 553 519 514 62.7 60.3 59.8 584 65.5 63.2 614 60.4
According to educational level
Lower secondary education or less ............. 524 50.6 527 54.1 538 528 54.1 546 58.2 56.1 57.9 573
Upper secondary education ................... 35.1 354 374 340 267 259 270 275 32 38 330 326
Higher education ..................cocoooe. 174 157 159 166 131 134 140 137 152 155 156 165
According to nationality
Belgian .. ... 347 340 353 35.1 306 299 305 305 36.1 356 36.6 363
Other EU nationals .......................... 296 271 26.0 278 291 266 293 279 387 352 364 364
Other ... 421 46 475 439 432 443 456 50.0 527 50.1 54.2 54.8
Source: DGSEL.

(1) These inactivity rates are calculated on the basis of the harmonised data taken from the labour force survey.

(2) Averages of the first three quarters.
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CHART 90 GENERAL GOVERNMENT PRIMARY EXPENDITURE

(in % of GDP)
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Sources : NAI, NBB.
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TABLE 3 NUMBER OF UNDERTAKINGS SUBJECT TO

THE BANK’S SUPERVISION

01012012 31122012
Active insurance undertakings . . a3 87
Insurance undertakings in run off ...... 10 9
Reinsurance undertakings . 2 1
Other™ 16 16
Total® ... 121 13
Source: NBE.

(1) Mutual guarantee associations and regional public transport undertakings.

(@) In addition, at the end of 2012 the Bank exercised prudential supervision over
9 branches governed by the law of another EEA Member State; that supevision
was confined to verifying compliance with the law on money-aundering.
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CHART 59 GDP, EMPLOYMENT AND VOLUME OF LABOUR

(percentage changes compared to the corresponding quarter
of the previous year, data adjusted for seasonal and calendar
effects)
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OEBPS/Images/2012-Ann-Tab13-E_fmt.png
TABLE 13 EMPLOYMENT RATE: BREAKDOWN BY REGION

(in % of the corresponding labour force aged 20 to 64, annual averages)

Brussels Flanders ‘Wallonia
2009 2010 2011 20122 2009 2010 2011 20122 2009 2010 2011 20122
59.5 59.2 582 589 ns 721 78 716 61.7 62.2 62.2 622
p.m. Total (from 15 to 64 years) 55.1 548 538 546 65.8 66.3 66.2 65.9 56.2 56.7 57.0 57.0
According to sex
Women ... 53.2 525 525 53.1 65.7 66.7 66.4 66.3 55.2 555 55.8 55.6
Men ... 66.0 66.1 64.1 64.8 772 774 770 768 68.3 68.9 68.7 68.7
According to age
201029 ... 50.0 463 46.7 486 68.5 679 67.1 65.1 54.8 549 546 537
301054 ... 68.2 69.6 66.5 67.3 849 85.6 85.2 85.1 746 748 745 745
551064 ... 423 406 450 427 358 382 389 404 327 35.1 36.9 376
According to educational level
Lower secondary education or less ............. 423 414 396 40.0 526 533 520 519 /a9 435 431 429
Upper secondary education ................... 55.7 54.9 529 55.2 732 741 740 729 639 63.0 62.9 633
Higher education ..................cocoooe. 755 76.8 710 76.1 842 84.1 838 842 80.1 799 808 799
According to nationality
Belgian .. ... 60.6 60.1 59.8 60.6 722 729 727 726 63.1 63.2 634 633
Other EU nationals .......................... 66.8 67.4 68.1 65.7 68.0 701 68.5 69.0 54.8 58.9 58.9 597
Other ... 404 408 36.0 401 469 444 463 419 32 328 338 317

Source: DGSEI.

(1) These employment rates are calculated on the basis of the harmonised data taken from the labour force survey.

(2) Averages of the first three quarters.
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CHART 81

COST STRUCTURE : DIRECT COSTS AND CUMULATIVE COSTS

(in % of the total, 2005 data)

100

%

EY

70

60

50

40

30

20

TOTAL ECONOMY

Direct costs Cumulative costs
— T 100

- 30

B intermediate imports
I Domestic production
B Remuneration of employees.

INDUSTRY

Direct costs

100 7

90

80

70

60

50

40

30

204

B Gross operating surplus and mixed income of self-employed workers

[0 Taxes net of subsidies on production and on products

Cumulative costs

100

o0

80

F70

60

F 40

30

F20

Source : EC.
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CHART 15 BUSINESS CONFIDENCE

(diffusion indices, seasonally adjusted data, PMI of output in
the manufacturing industry and the service sector, monthly

data)
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TABLE 5 DEFLATORS OF GDP AND THE MAIN CATEGORIES OF EXPENDITURE
(data not adjusted for calendar effects, percentage changes compared to the previous year)

2003
Household final consumption expenditure ........................ 14
Final consumption expenditure of general government ............. 33
Gross fixed capital fOrMation ....................covueeeeeeein.. 15
HOUSING ... e e 26
ENEEIPIISES ... ... oot eee e e 12
General QOVerNMENt ..................c.c.cceuueiiiiiiien. 12
p.m. Final domestic expenditure®™ . ... ... ........................ 1.9
Terms of trade -02
Exports of goods and services _14
Imports of goods and services -1.2
GDP e 20
GNI e 23
p.m. Total domestic expenditure® .............................. 23
Final expenditure® 07
General government expenditure® ......................... 3.2
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Sources: NAI, NBB.
(1) Final consumption expenditure of households and of general government, and gross fixed capital formation.
(2) Final domestic expenditure and change in inventories.

(3) Total domestic expenditure and exports of goods and services.

(@ Final consumption expenditure and gross fixed capital formation of general goverment.
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MONETARY BASE, M3, LOANS TO THE PRIVATE SECTOR AND LONG-TERM INFLATION EXPECTATIONS IN THE EURO AREA

MONETARY BASE, M3 AND LOANS TO THE PRIVATE SECTOR
(monthly data, indices 1999 = 100)
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(1) Implicit infation ate derived from swaps covering the inflation risk in the euro area, for a period of five years beginning five years after the conlusion of the

contract.
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CHART 37 DISTRIBUTION OF CLASS 21 LIABILITIES

DISTRIBUTION OF LIFE INSURANCE INVENTORY'
RESERVES ACCORDING TO THE AVERAGE GUARANTEED
RETURN PER INDIVIDUAL COMPANY

(in % of the total inventory reserves of

dlass 21 contracts)

BREAKDOWN OF LIFE INSURANCE INVENTORY RESERVES
/ACCORDING TO THE AVERAGE GUARANTEED RETURN
PER INDIVIDUAL CONTRACT

(year-end 2011 data, in € billion)
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Source : NBB.

(1) Outstanding amount of lfe insurance reserves guaranteeing a return different from that in the chart; the guaranteed return for these contracts averaged 3.03 %.
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CHART 91 PUBLIC EXPENDITURE ON PENSIONS, SICKNESS
AND INVALIDITY BENEFITS AND HEALTH CARE

(deflated by the HICP. percentage changes compared to the

previous year)
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TABLE 20 REVENUE, EXPENDITURE AND OVERALL BALANCE OF GENERAL GOVERNMENT

(in € million)

2003 2004 2005 2006 2007 2008 2000 2010 20m 2012
Revenue™ ... . ... ... i 140 452 142 527 149 445 155 545 161676 168 826 163813 173214 182727 191979
Fiscal and parafiscal revenue 121325 128539 133818 139396 145011 150 638 145 567 153 505 160 712 168 245
Levies weighing chiefly on earned income 73670 76221 78354 80092 84039 88 869 88193 91623 95817 98 686
Personal income tax® 33677 34967 36162 36258 37548 39822 38058 40399 42287 43160
Social security contributions® . 39993 41254 42191 43833 46 490 49 047 50135 51225 53530 55526
Taxes on profits of companies® e 7912 8991 9816 11372 11763 11603 8531 9601 11037 12093
Levies on other income and in respect of property® . 9504 10637 11564 12041 12585 13026 12066 13081 14018 15269
Taxes on goods and services . ... . 30239 32690 34084 35891 36625 37140 36777 39201 39839 42197
Non-fiscal and non-parafiscal revenue® . 19127 13988 15627 16 149 16 665 18188 18246 19709 22015 23733
Expenditure excluding interest charges 126 240 129312 144316 141732 148 883 159 097 170325 174577 184313 190 201
Social insurance benefits 63276 66344 69007 71097 74559 80128 86005 88510 93104 97745
Replacement incomes 35813 37211 38710 40082 42117 44952 48359 49 992 52325 55181
Pensions ........ 23812 24779 25921 27021 28895 30952 32743 33875 35851 38039
Private sector pensions 16253 16664 17321 17823 18441 19807 20900 21507 22712 24 260
General government pensions . 7559 8115 8600 9199 10454 11145 11842 12368 13140 13779
Old persons’ guaranteed income . 264 283 276 269 340 430 390 436 450 472
Unemployment benefits with company supplement® 1184 1239 1257 1301 1359 1443 1502 1592 1637 1616
Unemployment benefits 5747 6024 6121 6097 5746 5774 6903 6817 6605 6685
Career breaks and time credit 432 488 556 590 647 700 750 783 814 835
Sickness and disability insurance benefits . 3366 3485 3636 3839 4144 4554 4922 5335 5822 6341
Industrial accidents and occupational diseases .. 494 495 503 503 508 531 518 520 481 495
Integration allowance . 514 418 440 463 478 570 631 636 664 697
Othier Sﬁcﬁ‘ insurance benefits® . 27464 29132 30298 31015 32442 35176 37646 38518 40778 42565

of which:
Health care ... 16745 18053 18896 19256 20286 22262 23778 24488 25897 26881
Family allowances . 4637 4731 4850 5023 5154 5421 5663 5761 6004 6260
Other primary expenditure 62964 62969 75308 70636 74324 78 969 84320 86067 91209 92 456
Compensation of employs 33833 34664 36422 38003 39624 41858 43491 44707 46 487 47 955
Current purchases of goods and services - 10430 10666 10959 11418 11744 12506 13085 13 300 13589 13537
Subsidies to enterprises 3680 3397 4826 5524 6487 7236 7486 9093 9999 10121
Current transfers to the rest of the world 2787 3099 3249 3307 3303 3610 4065 4043 4119 4215
Other current transfers ... 3484 3771 4025 4267 3940 4431 4809 5228 5513 5733
Gross fixed capital formation . 4549 4607 5068 5002 5237 5401 5787 5771 6340 6636
Other capital expenditure .. 4202 2767 10760 3025 3990 3926 5597 3925 5164 4259
Net amount excluding interest charges . 14212 13214 5130 13813 12794 9729 6511 -1363 1586 1778
Interest charges 14713 13916 13083 12821 13117 13387 12638 12475 12759 13270
Overall balance according to the ESA 95 501 702 7954 992 -323 -3658 -19149 -13838 14345 11492
p.m. Overall balance according to the EDP® -291 -379 -7 550 1214 -173 -3490 -18871 -13390 -13771 -11171

Sources: NAI, NBB.
(1) In accordance with the ESA 95, general government revenues do not include the tax revenues transferred to the EU.

(2) Mainly withholding tax on earned incore, advance payments, assessments and proceeds of additional percentages on personal income tax.

(3) Total social contributions, including the special social security contribution and the contributions of non-active persons.

(@ Mainly advance payments, assessments and the withholding tax on income from movable property payable by companies.

(5) Manly the withholding tax on income from movable property payable by households, the withholding tax on income from immovable property (including proceeds of aditional percentages), inheritance taxes and registration fees.

(6) Property incomes, imputed social security contributions, current and capital transfers from other sectors and sales of produced goods and services.

(7) New name for pre-pensions (early retirement).

(@) Apart from the two main sub-categories mentioned in the table, this item also includes mainly allowances to handicapped persons and transfers to the institutions accommodating them, payments by subsistence funds and pensions to war victims.

(9) The ESA 95 methodology was adapted in 2001 to exclude from the calculation of the overall balance the net nterest gains on certain financial transactions, such as swaps and forward rate agreements (FRAS). However, his adjustment is not taken into account
for the purpose of the excessive defict procedure (EDP) o for the EC's assessment of the stabilty programmes.
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TABLE 16

HARMONISED INDEX OF CONSUMER PRICES

(percentage changes compared to the correspanding period of the previous year)

January ...
February .
March .
April

uly .
August .
September ...............
October .................
November

December

Total

19
25
23
18
45
0.0
23
35
26

33
33
31
29
26
22
20
26
26
26
22
21

pm pm.
Wational Health index®
consumer price index
Energy Unprocessed Processed Underlying trend
ood® food in inflation®
Non-energy Services
industrial goods

66 09 22 13 03 21 21 16
127 17 20 13 03 21 28 22
73 33 21 15 09 21 18 18
02 30 a7 14 09 19 18 18
198 28 78 18 13 23 45 42
-140 04 17 21 14 26 01 06
100 35 1.0 11 08 14 22 17
170 02 31 17 10 22 35 31
60 34 31 18 09 25 28 27
137 03 35 19 07 26 36 34
126 18 35 20 1.1 26 37 34
104 30 35 18 1.1 23 34 31
88 22 32 19 13 22 32 3.0
54 34 29 20 10 26 28 27
21 34 25 20 09 27 23 22
28 31 23 17 03 26 23 22
56 45 27 18 09 25 29 26
48 46 30 19 09 26 28 24
45 57 33 18 08 25 28 25
15 43 32 18 08 25 23 22
14 45 31 17 08 24 22 22

Sources: EC, DGSEL
(1) Fruit, vegetables, meat and fish.

(2) Measured by the HICP excluding food and energy.

(3) National CPI excluding the prices of products considered harmful to health, namely tobacco, akcoholic beverages, petrol and diesel.
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CHART 21 EUROSYSTEM BANK LENDING SURVEY IN THE EURO AREA (1)

(quarterly data)
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CHART 76 BRENT PRICE AND EURO/DOLLAR EXCHANGE
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(monthly data)
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Source : Thomson Reuters Datastrearm.
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CHART 24 M3 AND LOANS TO THE PRIVATE SECTOR IN THE
EURO AREA
(percentage changes compared to the corresponding month

of the previous year unless otherwise stated, seasonally
adjusted data)

2007 2008 2009 2010 2011 2012
— M3

Contributions to_ [ | M1
the growth of M3 | a1

—— Loans to the private sector "

Source : ECB.

(1) Households, non-financial corporations, insurance companes, pension
funds or occupational pension institutions and other non-monetary financial
intermediaries. Data adjusted for securitisation.
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TABLE 8 VALUE ADDED OF THE VARIOUS BRANCHES OF ACTIVITY, BY VOLUME
(data not adjusted for calendar effects, percentage changes compared to the previous year)

2003 2004 2005 2006 2007 2008 2000 2010 20m pm.
o the 2011
GoP
Agriculture, forestry and fishing 73 53 122 10.4 12 39 01 42 79 07
Industry, energy and water ... 09 32 04 14 33 01 97 52 24 151
Mining and quarrying . 17 42 79 87 48 25 54 34 58 01
Manufacturing industry . EF] 38 11 07 35 -02 145 54 30 124
of which:
Food, beverages, tobacco 34 05 20 68 56 21 00 97 2.0
Textiles, wood, paper and printing . 40 -32 45 58 -28 18 -26 55 13
Chemicals and rubber 59 55 09 13 33 173 109 05 43
Metallurgy and metal-working industry 46 8.1 23 94 6.1 122 109 10.4 2.0
IT products and electrical equipment 05 -47 1 78 -32 165 09 0.1 07
Machinery and equipment, transport equipment 24 1.0 44 41 -32 284 41 34 16
Other manufacturing industries 38 EX 45 33 13 24 22 25 06
Electricity and gas 25 -20 10.0 20 13 25 25 32 18
Water 40 95 42 12 45 00 89 36 08
CONSHUCHON . ... e 58 45 89 16 09 19 05 48 52
Services
Trade and repairs . 50 36 -33 03 67 02 26 21 17 1
Transportation and storage 16 39 63 02 21 30 57 28 68 55
Accommodation and food service activities . 18 00 10 21 1.1 06 -100 06 34 1.4
Information and communication 21 47 01 30 33 34 19 01 21 38
Financial services . -5 97 34 97 18 06 05 45 30 56
Real estate activities 17 00 04 12 06 22 07 21 24 82
Legal and administrative services, R&D 37 32 98 57 62 45 34 15 30 s
Public administration and education .. 13 12 16 15 09 09 04 11 07 128
Human health and social work . 03 17 07 02 27 20 42 02 22 68
Other services . 0.1 53 22 26 1.0 35 45 17 26 18
Value added of branches, at basic prices ......................... 10 27 18 27 29 16 29 22 21 8.5
Taxes less subsidies on products® ...........................o.L 01 08 02 03 03 04 02 04 0.1 105
GDP e 08 33 18 27 29 10 28 24 18 100.0
Source: NAL

(1) This heading also includes manufacture of coke and the pharmaceutical industry.
(2) Contribution to the change in GDP.
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TABLE 10 GDP AND MAIN EXPENDITURE CATEGORIES

(calendar adjusted volume data; percentage changes compared to the previous year, unless otherwise stated)

2000 2010 2011 2012
Household final consumption expenditure ................... 06 27 02 <07
General government final consumption expenditure .......... 19 07 08 0.1
Gross fixed capital formation .............................. -84 14 41 04
HOUSING ... -86 31 53 29
ENEIPIISES ... ..ot eee e -102 32 86 04
General government .. 97 31 53 16
p.m. Final domestic expenditure® .......................... -1.2 14 12 04
Change in inventories? -1.0 03 07 02
Net exports of goods and services? .. ...................... 06 0.7 0.1 0.5
Exports of goods and services EIR} 96 55 07
Imports of goods and services -106 89 57 02
GDP .o 27 24 18 02

Sources: NAI, NBB.
(1) Excluding the change in inventories; contributions to the change in GDP compared to the previous year, percentage points.
(2) Contributions to the change in GDP compared to the previous year, percentage points.
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CHART 47 MORTGAGE LENDING
(quarterly data, excluding refinancing)

~
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1 Amount in € billion (left-hand scale)
— Annual percentage changes (right-hand scale)

2012

Source : NBB.
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CHART 74 UNEMPLOYMENT IN BELGIUM AND IN THE
REGIONS

(percentage change in the number of unemployed job-seekers
compared to the corresponding month of the previous year)
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Source : NEO.
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TABLE 20 EXPORTS, EXPORT MARKETS AND MARKET SHARES
(goods™ in value; average annual percentage changes; period 1995-2011, unless otherwise stated)

Belgium Germany France Netherlands Reference
area®
EXPOMLS . e e 48 63 40 79 58
Geographically weighted export markets .................... 7.1 75 73 67 72
p.m. Gain (+) / loss (<) of market shares .................... 22 -1.2 31 11 -1.2
Export markets weighted by products ...................... 75 71 74 77 73
p.m. Gain (+) / loss (<) of market shares .................... -26 07 32 02 -14
Export structure™ . ... ...
High-technology products ................................ 108 188 262 273 196
Medium-high technology products ....................... 402 505 358 284 404
Medium-low technology products . . 283 174 180 251 25
Low-technology products . 206 133 201 192 184

Sources: EC, UNCTAD, NAL.
(1) According to foreign trade, national concept data for Belgium.

(2) Unweighted average of twelve countries (France, Germany, Netherlands, United Kingdom, taly, Spain, Sweden, Austra, Irsland, Portugal, Greece and Finland), except for the
export structure where the reference region corresponds 1o the euro area.

(3) In % of total manufacturing exports in 2011. The product dlassification according to technological content corresponds to that used by Eurostat and the OECD.
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CHART 32 NET INTEREST INCOME AND YIELD CURVE
SPREAD

(consolidated quarterly data)
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interbank rates (in %) (right-hand scale)

Sources : Thomson Reuters Datastream, NBB.
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TABLE 23 DETERMINANTS OF THE CHANGE IN THE CONSOLIDATED GROSS DEBT OF GENERAL GOVERNMENT
(in % of GDP, unless otherwise stated)

2003 2004 2005 2006 2007 2008 2000 2010 20m 2012e
Debt level (at end of period) ......................ocoil 984 9.0 920 88.0 84.0 892 95.7 %55 978 %6
Change in the debt .................cccveiuiiiiiiiiiii, 50 43 21 -40 39 52 65 01 22 18
Endogenous change? 27 5.0 13 -48 44 -16 7.0 04 02 12
Primary balance required to stabilise the debt 24 04 04 05 06 13 5.1 07 -02 17
Implicit interest rate on the debt . 52 50 46 45 46 47 40 37 36 36
Nominal GDP growth® 28 55 42 51 53 31 -1.6 45 39 1.9
Actual primary balance .........................ocoiii 5.1 45 17 43 38 28 19 04 04 05
Change resulting from other factors® ........................... 23 06 08 08 05 67 05 02 21 06
Net acquisition of financial assets
Cash and deposits 02 0.1 01 00 04 19 ER| 03 02 04
Shares and other equity 00 03 01 00 03 45 1 00 11 01
Securities other than shares'™ ... 0.1 01 -02 0.0 0.0 0.0 01 0.0 0.0 0.0
LOANS ..o e 22 0.1 01 00 00 00 0.1 02 05 14
Valuation effects
Impact of exchange rate differences ......................... 02 00 00 00 00 01 00 01 00 01
Impact of issue and redemption premiums . .................. 01 00 02 01 01 02 0.1 01 02 06
Difference between interest on accrual basis and cash interest .. 04 02 00 00 00 01 00 01 01 00
Volume effects
Changes in sectoral classification and other volume changes . 00 00 04 00 00 00 00 00 00 00
Other effects
Net change in other accounts payable and receivable .......... 06 05 01 07 05 03 06 01 00 00
Financial derivatives ....................................... 00 00 00 00 00 00 00 06 01 01
Statistical adjUStMeNt .. .................coouiiiiiii 00 0.1 01 01 02 01 0.1 03 01 n.

Sources: NAI, NBB.
(1) Concept of debt s defined in Council Regulation (EC) No. 3605/93 of 22 November 1993 on the application of the Protocol on the excessive deficit procedure annexed to the Treaty establishing the European Community.

(2) The endogenous cange n the pubc debt s ndicated by the iferenc between the prmarybalance requie o stabils the debtin % of GDP e the balance equl to th difference between the kit tees ate on the debtand th norinal GDP growth e,
multilied by the atio between the deb at the end of the previous year and the GDP in the period considered — and the actual primary balance.

(3) Percentage changes compared to the previous year.
(@ A positve (negative) value means a factor increasing (reducing) the debt.
(5) Excluding financial derivatives.
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CHART 5 BOND YIELDS, SWAP CONTRACTS AND THE GERMAN BUND
(daily data, in %)

FIXED-INCOME SECURITIES, SWAP AGREEMENTS AND
THE GERMAN BUND COVERED BONDS
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~— lreland

Sources : Markit Economics, Thomson Reuters Datastream.
(1) iBoxx euro corporate banks senior index referencing euro-denominated non-guaranteed bank senior debt.
(2) iBoxx corporate non-financial index referencing bonds with a term of 5-7 years issued by non-financal corporations.
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CHART 18 GENERAL GOVERNMENT BUDGET BALANCE AND DEBT IN THE MAIN ECONOMIES

(in % of GDP)
BUDGET BALANCE " GROSS PUBLIC DEBT#
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Sources : EC, IMF, OECD.

(1) For the euro area and the United Kingdom, under the rules laid down for the excessive deficit procedure (EDP), the figures include net interest gains on certain financial
transactions such as swaps.

(2) For the euro area and the United Kingdom, the figures concern the consolidated gross debt, i.e. excluding debts which have as their counterpart assets i the general
government sector.
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CHART 84 CCOMPARISON OF MARKET SHARE GAINS AND LOSSES BY THE MAIN EXPORTERS
(goods in value, average annual percentages ; period 1995-2011, unless othenwise stated)

L
L
*

China
Russia
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100 Change in share of total exports to the main markets served by Belgium "
| Change in share of global exports.

& Change in share of GDP in global GDP
[xx] p.m. Share in 2011 of total exports to the main markets served by Belgium

Sources : UNCTAD, IMF, NAL.
(1) Belgium’s 30 main export markets.
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CHART 9 ECONOMIC DEVELOPMENTS IN THE EURO AREA

GDP AND MAIN EXPENDITURE CATEGORIES IN
THE EURO AREA

(data adjusted for seasonal and calendar effects;
contributions to the volume change in GDP compared to
the previous quarter; percentage points unless
otherwise stated)

ECONOMIC SENTIMENT INDICATOR
(seasonally adjusted monthly data,
average 1990-2012 = 100)
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Source : EC.

(1) Percentage change compared to the previous quarter.
(2) Austria, Belgium, Germany, Finland, France, Luxembourg, Netherlands.
(3) Greece, laly, Portuga, Spain.






OEBPS/Images/2012-Ann-Tab26-E_fmt.png
TABLE 26 FORMATION OF FINANCIAL ASSETS AND NEW FINANCIAL LIABILITIES OF NON-FINANCIAL CORPORATIONS

(in € million)

First nine months pm.
outstanding amount
2003 2004 2005 2006 2007 2008 2009 2010 20m 201 2012 September 2012

Formation of financial assets 58043 23753 25310 70025 145449 190556 76108 131553 74225 92091 31297 1696517
At up to one year 34979 12504 10982 36466 38615 67447 57204 321 -14734 3638 19319 446 072
Notes, coins and sight deposits . . 1797 1261 2099 4976 2722 -3960 8273 3411 13847 7913 14562 45174
Other deposits .............................. -3751 1546 4273 16454 14224 -476 20349 5575  -10519 11614 7760 66876
Other® ... 36933 15311 13156 15036 21669 71884 28581 2485 18063  -7338  -12518 334022
At OVEr ONe Year .................c........o.. 22180 38154 13916 31838 77004 121327 23670 8686 7180 71677 50404 1155395
Shares and other equity® ..................... 2339 19018 10442 758 55568 53643 23960 47912 23300 45386 318 736312
Fixed-interest securities ....................... -1753  -1086 1454 3620 3050 2998 6266 2371 4701 3803 3678 22200
Other(® 21504 20222 2020 34700 1838 64686 6556 41316 43859 22488 46409 396 884
Other assets and statistical adjustments® 888  -1897 a2 1721 29830 1781 4766 44376 17099 24052 212 95050
New financial liabilities ........................... 69303 25865 16213 68525 145195 190181 76165 127522 68927 72456 26199 2148158
At up toONe year ... 20700  -8760 5097 20716 28465 14080 25798  -5337 2107 2357 33466 262264
Loans granted by credit institutions 1468 6881 -2120 4299 6353 6544 8465 1797 4688 3294 3263 58819
Other loans® . 22373 15448 9561 17268 18130 6020 33647 2381  -3887 6807 -28538 195593
Fixed-interest securities . . -205 192 2344 -851 3981 1516 616 1159 1306 1156 1665 7852
At OVEr ONe Year .................c........o.. 33456 37836 5532 5486 118057 170313 50138 130459 62346 74325 60247 1866 050
Loans granted by credit institutions ............ 540 349 132 5444 10927 23662  -3264 1014 797 1250 3847 102306
Other loans®™ ........................... 21970 14799 -656 16567 14658 19710 6772 38084 26241 19239 35181 291730
Shares and other equity® ..................... 5323 22485 9094 31437 92329 127738 52963 89095 33001 51966 15193 1442751
Fixed-interest securities ....................... 5623 202 1585 1398 144 -798 72m 2266 2308 1870 6027 29264
Other liabilities .............................. 15147 3211 5585 7038 1327 5788 229 2401 4473 489 -582 19844
Financial balance® ............................... -11256 2112 9097 1500 254 375 57 4031 5208 19635 5098 451 641

Source: NBB.
(1) Including intrasectoral loans of non-financial corporations.
(2) Including reinvested profits made on foreign direct investments.

(3) This item comprises miscellaneous assets, including interest accrued and not due. I additio, it covers errors and omissions on Belgium's financial account vis-3-is the rest of the world which, for consistency between the accounts, are regarded as unrecorded capital
movements.

(@) This item comprises the technical reserves of non-autonomous institutions for occupational retirement provision and other accounts payable within the meaning of the ESA 95, such as taxes or contributions due but not yet paid, or interest accrued and not due.
(5) See note 4 to table 25.
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CHART 72 VALUE ADDED, PAID EMPLOYMENT, HOURLY PRODUCTIVITY AND HOURS WORKED PER EMPLOYEE IN THE MAIN
BRANCHES OF ACTIVITY
(data adjusted for seasonal and calendar effects, indices 2nd quarter of 2008 = 100)
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CHART 27 FINANCIAL ASSISTANCE IN THE EURO AREA
(situation at the end of 2012, € billion)
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Sources : EC, EFSF, ESM, IMF

(1) EFSM, EFSF and ESM. The finandial assistance for Spain was transferred from the
EFSF o the ESM.

(2) Treasury and National Pension Reserve Fund.

(3) Bilateral loans from the United Kingdom, Denmark and Sweden.
(4 Bilateral loans from euro area countries.

(5) Including undisbursed amounts under Greece I
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CHART 26 BANK FINANCING OF NON-FINANCIAL CORPORATIONS IN THE EURO AREA

BANK LOANS TO NON-FINANCIAL CORPORATIONS @

DEBIT INTEREST RATES ON BANK LOANS TO NON-FINANCIAL (percentage changes compared to the corresponding period
CORPORATIONS of the previous year; monthly data adjusted for securitisation,
(monthly data, loans up to € 1 million) unless otherwise stated)

2008 2009 2010 201 2012 2008 2009 2010 201 2012

—— Belgium —— Germary  —— France —— Italy Spain  — Portugal —— lreland

Sources : ECB, NBB.
(1) Rates offered on new loans, taking all maturites together.
(2) All maturiies together, data not adjusted for securitisation before February 2010. The data relating to laly are not adjusted for securitsation.
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TABLE 13 NET LENDING TO THE REST OF THE WORLD

(balances; in € billion, unless otherwise stated)

2009
1. Current account
Goods and SErVICeS ....................oiiiiiiinnn 16
Goods . -45
Services 6.2
Income ... -02
Earned iNCOME . .........coiieiiniiniiiiiinnn 48
Investment income ... -5.0
Current transfers .. ... 6.3
Transfers of general government .................... a8
Transfers of other sectors .......................... -15
Total ... -48
pm. [dem, in % Of GDP ... 14
2. Capital aCCOUNt ...\t e 14
3. Net lending to the rest of the world (1 +2) .............. 63
pm. [dem, in % Of GDP ... 18
Financing requirement (<) or capacity of the
domestic sectors, according to the national
accounts, in % Of GDP ......oveveveeeeeenn 03

2010

37
341
68

93
5.0
43

6.2
5.2
09

68
19

08

6.0
17

29

2010
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96
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68
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2012e
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-06
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Sources: NAI, NBB.

(1) Owing to a more recent pdate, the figures for 2011 differ slightly from those presented in table 24 i the annex.
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STRUCTURAL PRIMARY EXPENDITURE (1) BY CATEGORY AND BY ENTITY
(change between 2000 and 2012, in percentage points of GDF)
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Sources : NAI, NBB.
(1) Adjusted for cycical and non-recurrent or fiscally neutral factors.






OEBPS/Images/2012-Txt-Tab21-E_fmt.png
TABLE 21 TARGETS FOR THE OVERALL BALANCE OF BELGIAN GENERAL GOVERNMENT

(in % of GDP)
2008 2009 2010 2011 2012 2013 2014 2015

Stability programme

April 2008 ... 00 03 07 1.0

April 2009 ... 12 34 -40 34 -26 15 07 00

September 2009 (complement) ... 59 60 55 44 28 13 00

January 2010 ... 59 48 41 -30 20 -10 00

April 2011 .. 41 36 28 18 08 02

April 2012 ... 37 28 215 ER| 00
p.m. Actual figures .................. -1.0 55 38 37 20e

Sources: EC, FPS Finance, NA, NBB.
(1) As in the other tables and charts in this chapter, including — in accordance with the rules laid down for the excessive deficit procedure (EDP) — et interest gains on financial

transactions such as swaps.
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TABLE 1 NUMBER OF CREDIT INSTITUTIONS AND
INVESTMENT FIRMS SUBJECT TO THE BANK'S
SUPERVISION

01012012 31122012

Credit institutions

Institutions under Belgian law ......... 47 a4
Branches under the law of a non-EEA

COUMIY e 9 9
Branches under the law of another EEA

COUMIY e 52 53
Financial holding companies 7 7
Financial services groups .............. 3 4
Financial institutions which are

subsidiaries of one or more credit

INSHHUtONS .. .........oeeeeei 4 4
Credit institutions linked to a central

institution with which they form

a federation . 2 2
Total i 124 123
Investment firms

Institutions under Belgian law ......... 2 2
Branches under the law of a non-EEA

COUMIY e 0 0
Branches under the law of another EEA

country 16 13
Financial holding companies .......... 2 2
Total i 40 36

Source: NBB.
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REFOCUSING BY FINANCIAL INSTITUTIONS

GEOGRAPHICAL BREAKDOWN OF CROSS-BORDER

CLAIMS OF EUROPEAN BANKS RECOURSE TO ECB REFINANCING OPERATIONS
(indices June 2008 = 100, on a consolidated basis) (in % of balance sheet total of domestic MFIs)
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Sources : BIS, NCB.
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CHART 16 QUARTERLY PROFILE OF GDP IN THE MAIN
ADVANCED ECONOMIES

(seasonally adjusted data, percentage changes in the volume
of GDP compared to the previous quarter)
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Sources : EC, BEA, ESRI.
(1) Data ako adjusted for calendar effects.
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TABLE 6 INCOME STATEMENT OF BELGIAN CREDIT INSTITUTIONS
(consolidated data; in € billion, unless otherwise stated)

2007
Net interest income ......................... 1330
Non-interest income ........................ 13.01
Net fee and commission income
(excluding commission paid to agents) ....... 7.35
(Unyrealised gains or losses on financial
instruments® 376
Other non-interest income 191
Operating iNCOMe .......................... 2631
Operating expenses ......................... -16.08
Gross operating result ....................... 10.23
Impairments and provisions . 318
Impairments on loans and receivables 038
Impairments on other financial assets ....... 250
Other impairments and provisions . ............ -0.30
Other components of the income statement 039
Net profit or Ioss ........................... 6.66

2008

14.48
480

676

-383
1.86

19.28
-16.59
269
-1331
294
736
-3.01
-10.60
2121

2009

14.89
3.93

5.66

274
1.01

18.82
-1461
4.20
-7.36
559
0.29
-2.06
1.94
122

2010

1377
639

515

-0.04
1.28

20.15
-13.29
6.86
-1.83
-1.76
-0.09
-0.16
0.53
5.56

20m

13.99
561

524

-0.80
117

19.60
-13.18
6.41
502
-3.05
137
061
-1.04
0.36

First nine months

2011

10.49
435

408

-0.54
081

14.85
10.19

4.66
3.1
-1.53
-1.13
-0.45
-1.25

029

2012

1036
4.10

417

-0.10
0.03

14.46
-1033
413
-1.26
-1.28
0.80
078
115
172

In 9% of
operating
income

ni
283

288

100.0
7142

Source: NBB.

(1) This item also includes the net realised gains (Iosses) on financial assets and labilies not measured at fair value through profit or loss, the net gains osses) on financial
assets and liabities held for trading and designated at fair value through profit or loss, and the et gains (losses) from hedge accounting.

(2) This figure is the Belgian banking sectors cost/income ratio.
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TABLE 19 SUMMARY ACCOUNT OF THE REST OF THE WORLD, AT CURRENT PRICES®!
(data not adjusted for calendar effects, in € millior)

2003 2004 2005 2006 2007 2008 2000 2010 20m 2012
1. Gross primary iNCome .................ccouiuiieiiiiaiiin.s 4203 3218 1988 2724 -3366 4968 2139 -7016 -4057 4322
Compensation of employees® .......................o..s 3763 4001 4088 4365 4721 4883 5132 5348 5218 5391
Taxes on production and imports® ............. ... 834 704 79 954 1233 1409 1005 1002 1134 1198
Property incomes® . -1274 79 1305 687 122 1494 6266 -2670 27 -129
2. Current transfers® 3694 4350 4182 4120 3060 4223 4641 4337 4758 4607
Transfers received 7549 7937 8482 8380 8217 9413 10266 10784 10898 11384
Transfers paid . ............ooiiii 3855 3587 4301 4260 5157 5190 5624 6447 6139 6776
3. Transactions in goods and services ........................... -14925 -14313 ~11935 -12152 ~12905 2963 9292 8072 -4562 5322
Imports by Belgium ... 189 248 206 881 226802 245 346 264298 291223 238743 276 461 307 369 312245
Exports by Belgium ... 204173 221194 238737 257498 277 203 294186 248035 284533 311931 318568
4. Net current transactions (1 + 2 +3) ...........ooooeeuinin.n. -15434 -13181 -9741 -10757 -13211 -3708 -2512 -10751 -3860 5037
5. Capital transfers® ... 183 157 316 9 1094 1538 1400 438 557 1004
6. Overall balance (4 + 5) -15252 -13024 -9425 -10747 -12117 217 1112 -10313 -3303 -4033

Sources: NAI, NBB.
(1) In accordance with the national accounts conventions, transactions are recorded from the point of view of the rest of the world. A positive (negative) figure for the balances of the various items therefore corresponds to et expenditure (revenue) for Belgium in
relation to the rest of the world. In particula, a positive (negative) overall balance corresponds to net borrowing (lending) by Belgium in relation to the rest of the world.

(2) These are net amounts, i.e. the difference between transfers received from other sectors and those paid to other sectors, excluding transfers in kind.
(3) These are net amounts, i.e. the difference between transfers received from other sectors and those paid to other sectors, including net acquisitions of non-financial non-produced assets and et acquisiions of valuables.
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TABLE 19 BREAKDOWN OF THE FINAL EXPENDITURE DEFLATOR BY COST CATEGORY

(percentage changes compared to the previous year)

Belgium

Final expenditure deflator .................
of which:
Private consumption ....................
Exports of goods and services ............
Breakdown according to cost
IMPOTt PFCES ... ... oeeceeeeee
Total domestic costs (GDP deflator) .........
Labour €osts ...........oiiiiiiii
Gross operating surplus .................
Indirect taxes net of subsidies ............

Three neighbouring countries®

Final expenditure deflator .................
of which:
Private consumption ....................
Exports of goods and services ............
Breakdown according to cost
IMPOTt PFCES ... ... oeeceeeeee
Total domestic costs (GDP deflator) .........
Labour €osts ...........oiiiiiiii
Gross operating surplus .................
Indirect taxes net of subsidies ............

2007

23

28
24

21
24
22
37

17
12

06
20
05
33
42

2008

a1

33
39

65
21
4.4
0.1

21

20
24

3.4
1.6
27
02
09

2009

07
R3]

83
12
38

-1.6

07

03
38

64
09
49

43
09

2010

39

20
a7

63
20
03
57
12

16
29

46
1.0
05
38
1.2

201

35

31
39

53
20
27
20
09

22

21
32

51

1.4

05
43

2012e

24

26
21

26
22
3.4
09
76

18
19

24
14
24
03
26

Source: EC.
(1) Weighted by final expenditure.
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CHART 23 INFLATION IN THE EURO AREA

(percentage changes compared to the corresponding period of
the previous year ; monthiy data)
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Sources : EC, ECB.
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CHART 7 TOTAL BANK ASSETS (1)
(consolidated data)

TREND
(indices July 2007 = 100)
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(in % of GDP)
Belgium
Germany
Spain
France
Ireland
Euro area
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Sources : EC, Thomson Reuters Datastream, ECB.
(1) Six-month moving average.
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CHART 19 NET BORRROWING (1) BY BANKING SECTORS.
FROM NATIONAL CENTRAL BANKS

(outstanding amounts, monthly data in € billior)
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o
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—— Germany
—— Belgium, France

—— Spain, Haly

—— Greece, Ireland, Portugal

Source : NCBs.

(1) Difference between amounts lent by the NCBs to the resident banking sector and
amounts deposited by resident banking sectors with the NCB.
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CHART 33 CCOMMERCIAL MARGIN ON BELGIAN NON-BANK PRIVATE SECTOR LOANS

(teritorial data, in %)

HOUSEHOLDS NON-FINANCIAL CORPORATIONS
6 6 5 6
i ] M
4| La 4 4
5 f 5 —A/\ 3
2 2 2 2
5 M /,/\/ F1 1 A 1
0 /\\ / o o \/ 0
=i V =i EE -
@ . . . = @ . . . B

2009 2010 2011

—— Mortgage loans
—— 10-year OLOyield
—— Differential

2012

2009 2010

—— Long-term loans®
—— 5-year OLOyield
—— Differential

201

2012

Sources : Thomson Reuters Datastream, NBB.

(1) Interest rate on mortgage loans with an initial fixed-interest period of more than ten years.
(2) Inerest rate on loans of less than € 1 million with an inital fixed-interest period of more than five years.
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TABLE 2 MAIN MACROECONOMIC INDICATORS IN THE EURO AREA AND OTHER MAJOR ECONOMIES (2-2)

(in % of GDP)

EUMD G183 ..ot
GEIMMANY ..ot
FIANCE ..ttt
HRIY e
SPAIN .
Netherlands .
Belgium .
Austria

Greece A
FINANG ...
POMUGAL e
IRIANG ...
SIOVAKIA ... ..ot
LUKEMDOUIG ...+ttt
SIOVRNIA ..ot
CYPIUS et
ESIONI -+t

United KINGGOM - ... .o
United States .............iiiit e

Balance of payments curtent account Overall balance of general govermment Public debt
2010 20m 2012 2010 201 2012 2010 2011 2012
03 03 11 62 41 -33 856 88.1 929
6.1 56 57 41 -08 -02 825 805 817
20 -26 -22 71 52 -45 823 86.0 9.0
35 -33 -12 -45 -39 -29 1192 1207 1265
44 -37 -24 97 -80 615 693 86.1
51 83 9.2 51 -37 63.1 655 688
30 10 13 -38 -30 9.5 978 996
35 11 11 -45 -32 720 724 746
-128 -17 -83 -10.7 68 1483 1706 1767
16 -1 -16 -25 -18 186 490 53.1
97 -66 -30 9.8 -50 935 108.1 1191
11 11 23 -309 -84 922 106.4 176
-25 -25 14 17 -49 4.0 433 517
82 71 44 -08 -19 192 183 213
04 0.1 20 57 -44 386 269 540
92 -42 -63 53 53 613 711 897
32 03 -0.9 02 -1 67 61 105
50 03 21 -36 -26 683 709 723
-25 -19 -38 -10.2 78 62 79.4 85.0 887
-30 -31 -30 -4 -10.2 -85 978 1022 109.8
37 21 11 -84 93 -99 1927 2053 2143
40 28 29 -5 -2 -13 335 258 22

Sources: EC, IMF, OECD, NBB.
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TABLE 34 MAIN COMPONENTS OF INSURANCE COMPANIES’ BALANCE SHEET

(end-of-period unconsolidated data, in € billior)

Assets

Investments ..
All activities with the exception of class 23 .
Sharest
Debt SECUMTIES . ... .ottt
Land and buildings
Investments in affiliated undertakings
Mortgage loans and others
Class 23 .
Shares .
Debt securities .
Others
Reinsured part of technical ProvISIONs ...........................
Claims and Oher aSSets ... ..ot ieteteeeee e

Total @SSETS . ...\ttt

Liabilities

Technical PrOVISIONS . .. ... ..\ e ee oo oo
Life insurance (with the exception of class 23) .
Class 23
Non-life insurance ...
Other provisions ..

Reinsurance companies’ deposits

Debts .

Other liabilities.

Total liabilities ...

2003 2004 2008 2006 2007 2008 2000 2010 2011 September
20129
1252 1433 166.5 1837 2017 202.7 2149 2295 2338 2409
107.9 1244 141.7 158.3 1772 1846 195.8 209.9 2152 2187
138 15.1 179 188 198 134 1.4 19 96 87
722 882 101.2 152 1300 1366 1515 165.9 172.0 1733
24 26 26 25 26 31 31 30 32 33
80 82 92 1,0 142 157 169 168 155 146
15 103 108 107 106 159 130 123 14.9 188
17.3 189 248 255 246 18.1 19.1 195 186 222
134 137 195 212 195 136 149 152 146 n.
26 32 41 38 46 42 39 41 36 n.
13 20 13 04 05 03 03 02 04 n.
62 66 52 49 48 70 66 68 72 74
il 138 133 132 138 141 129 120 156 155
1424 163.7 1850 2019 2204 238 2304 285 2566 2638
88 9.4 102 107 1.9 142 145 146 137 15.4
1208 137.8 156.5 169.9 185.5 1880 198.5 2109 2183 2244
762 889 103.7 152 1306 1394 149.2 160.4 167.7 1705
175 19.2 250 257 0.7 182 19.2 196 186 22
231 242 27 233 22 2.8 242 249 259 218
50 55 51 57 62 55 59 60 60 69
24 25 27 26 27 48 a7 49 51 53
82 18 135 165 176 145 143 154 167 16.1
22 22 20 22 26 23 25 27 28 26
1424 163.7 1850 2019 2204 238 2304 285 2566 2638

Source: NBB.
(1) Including shares in undertakings for collectve investment.
(2) On a quarterly basis.
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TABLE 22 REVENUE OF GENERAL GOVERNMENT®
(in % of GDP)

2008 2009 2010 201 2012e
Fiscal and parafiscal revenue 35 27 431 35 47
Levies weighing chiefly on earned income 257 259 257 259 262
Personal income tax® .. 15 12 13 1.4 15
Social contributions® 142 147 144 145 147
Taxes on company profits® . . 33 25 27 30 32
Levies on other incomes and on assets® .. 38 35 37 38 a1
Taxes on goods and services 107 108 110 108 12
of which:

VAT 68 68 70 69 7.4

Excise duties 20 21 21 21 21
Non-fiscal and non-parafiscal revenue® .. 53 54 55 60 63
Total revenue 487 481 486 494 51.0

Sources: NAI, NBB.

(1) In accordance with the ESA 95, total revenue of general government does ot include the proceeds of fiscal revenue which the government transfers to the EU.

(2) Mainly withholding tax on earned incorne, advance payments, assessments and the proceeds of additional percentages on personal income tax.

(3) Including the special social security contribution and the contributions of persons not in work.

(@) Mainly advance payments, assessments and withholding tax on movable property income of companies.

(5) Mainly withholding tax on income from movable property of individuals, withholding tax on income from immovable property (including the proceeds of additional percentages),
inheritance taxes and registration fees.

(6) Income from property, imputed social contributions, current transfers and capital transfers from other sectors, plus sales of goods and services produced, including the
remuneration on the guarantees granted by the State on individuals' deposits and interbank loans.
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BREAKDOWN OF INVENTORY RESERVES ACCORDING TO THE
RETURN ON CLASS 21 GROUP INSURANCE CONTRACTS

situation at the end of 2011)

<200%
(4%)

>2.00%and <3.25%
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2375%
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23.25%and<3.75%
(54%)

Sources : NBB.
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CHART 99 DIRECT IMPACT OF THE SOVEREIGN DEBT CRISIS
ON THE BELGIAN PUBLIC DEBT (1)

(in % of GDP)
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Sources : ECB, NBB.
(1) Bilateral loans, EFSF and ESM.
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CHART 77 FOOD PRICES
(indices 2005 = 100)

FOOD COMMODITY PRICES

210 210
190 - 190
170 170
150 - 150
130 - 130
110 t 10
o TS S S — @

2006 2007 2008 2009 2010 2011 2012

—— International prices in € (IMF)

—— Prices on the EU domestic market”

CONSUMER PRICES OF PROCESSED FOOD

135 135

2006 2007 2008 2009 2010 2011 2012

Excluding alcohol
and tobacco

Belgium —

Three main
neighbouring ~ —— .
countriess

Sources : EC, IMF, NBB.

(1) Average of prices prevaiing on the EU domestic market in cases where there is
production in the EU, or intemational prices where that is not the case (cocoa,
coffee), weighted by consumption in Belgium (HICP weightings).






OEBPS/Images/23775.png
CHART 12 RESIDENTIAL PROPERTY PRICES IN THE EURO
AREA (1)

(indices 15t quarter of 2000 = 100)
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Sources : OECD, ECB.

(1) The countries are ranked according to the rise in property prices up to the
respective peak in each country.
(2) Second or third quarter of 2012 depending on the country.






OEBPS/Images/2012-Ann-Tab01-E_fmt.png
TABLE 1 MAIN MACROECONOMIC INDICATORS IN THE EURO AREA AND OTHER MAJOR ECONOMIES (1-2)

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

GDP® Unemployment rate® Inflation
2010 20m 2012 2010 201 2012 2010 2011 2012

BUMO @M€A ... ..o 20 14 -04 10.1 10.1 13 16 27 25
GEIMANY ... 42 30 08 71 59 55 12 25 21
FIANCE ...t 17 17 02 97 96 102 17 23 22
Maly oo 18 04 -23 84 84 106 16 29 33
SPAIN L. 03 04 -14 201 217 251 20 31 24
Netherlands ... 16 10 -03 45 44 54 09 25 28
Belgium ... 24 18 02 83 72 74 23 35 26
AUSHIA . .. 21 27 08 44 42 45 17 36 26
GIRECE ...\ttt -49 -71 -6.0 126 177 236 47 31 1.0
Finland . ... 33 27 o1 84 78 79 17 33 32
POMUGAl ... ..o 14 -17 -30 120 129 155 14 36 28
Ireland -08 14 04 137 144 148 -6 12 20
Slovakia . 44 32 26 145 136 135 07 41 37
Luxembourg 29 17 04 46 48 54 28 37 29
Slovenia ... 12 06 -23 73 82 85 21 21 28
Cyprus 13 05 -23 64 79 121 26 35 31
EStONIA ..o e 33 83 25 169 125 105 27 5.1 42
Malta ... 34 19 1.0 69 65 63 20 25 32
United Kingdom ... 18 09 -03 78 80 79 33 45 28
United States .................oooiiiii 24 18 23 96 89 81 16 31 21
Japan . a7 06 20 51 46 44 -07 -03 00
China 104 93 78 a1 a1 41 33 54 27

Sources: EC, IMF, OECD, NBB.
(1) Seasonally adjusted volume data.
(2) Ratio between the number of unemployed and the labour force, in %.
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TABLE 7 MAIN COMPONENTS OF THE PROFIT AND LOSS ACCOUNT OF BELGIAN INSURANCE COMPANIES

(unconsolidated data, in € billor)

First rine months®

2000 2010 20m 201 2012

Life insurance technical result ............................. 07 08 07 00 09
Result of insurance activities ............................ 80 71 48 24 61
Net investment inCOMe .........................ccce.... 88 78 41 24 70
Non-lfe insurance technical result . ......................... 07 07 09 06 10
Result of insurance activities ............................ 04 04 01 01 02
Net investment inCOMe .........................ccce.... 10 12 08 07 08
Non-technical result® ... -05 -0.1 -11 -06 0.0
Net investment inCOMe .........................ccce.... 07 02 -09 -03 05
Other eSURS ............eeuis e eee e 02 03 02 -03 05
Net result for the financial year ......................... 09 14 -09 00 19

Source: NBB.
(1) Figures based on quarterly supenvisory data reports.

(2) The non-technical result includes investment income ot imputed to life and non-life insurance actvites, and exceptional results and taxes.
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TABLE 27 FORMATION OF FINANCIAL ASSETS AND NEW FINANCIAL LIABILITIES OF GENERAL GOVERNMENT

(in € million)

Formation of financial assets ......................
Deposits, loans and securities other than shares
With general government ....................
With other sectors ....................ooooou.
Other assets™ . ..... ...

At UD 10 ONe Year ...........................
of which:

Treasury certificates ......................

Other securities .........................

AL OVEr ONe Year ....................cceu..n.
of which:

Linear bonds ...

Other securities .........................

In foreign CUFTeNcies ...........................

At up to one year

At over one year .

Financial balance® ...............................

First nine months pm.
outstanding amount
2003 2004 2005 2006 2007 2008 2009 2010 20m 201 2012 September 2012
-4496 3413 478 1341 12353 22411 3605 8905 11580 4983  -3888 131202
-3871 4060 1366 -844 11731 5466 5909 11116 6748 4206 2975 65637
1623 3615 1820 -532 10587 1191 2863 9313 4338 8393 7808 44971
-5495 445 455 -312 1144 6658 3046 1803 2410 4187 4832 20666
-625 647 -838 2185 622 16945 2304 2210 4833 -7 -913 65565
-4116 4443 8729 601 13267 2583 15306 23796 26328 10786 9394 439170
-2835 5743 9480 729 13760 22127 19262 24424 26468 9759 8209 437986
518 -1822 1004 1154 7475 18063 4754 2788 4440 -1 12450 64932
-1063 -133 869 334 3738 11132 2167 236 5169 -1268 99 35583
472 457 -184 107 1013 3554 3835 1807 5803 1734 6452 4083
-2317 7565 8476 -425 6284 4064 24016 21636 22028 9870 20659 373054
7790 4968 4125 -14 6679 4512 16228 16161 14547 8674 14419 286769
8948 552 87 1517  -1063 571 7533 2491 4320 "7 1542 28835
-1281  -1300 -751 -128 -492 3736 3957 628 ~140 1026 1185 1184
761 " -381 55 -492 428 3957 -17 ~140 1026 1185 1184
520 -1310 -370 73 0 -492 0 611 0 0 0 0
-380 1030 8251 7 914 3452 18910  -14891 14748 15769  -13282 -307 968

Source: NBB.

(1) Shares and other equity, UCI units, financial derivatives and other accounts receivable within the meaning of the ESA 95.

(2) See note 4 to table 25.
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TABLE 35

(unconsolidated data, in € billon, unless otherwise stated)

MAIN COMPONENTS OF INSURANCE COMPANIES’ INCOME STATEMENT

Technical account in life insurance
Net premiums Written ............................
Individual dlasses 21,22 and 26 .................
Group dasses 21 and 22
Class 23
Claims paid (-)
Change in the provisions for dlaims (-) .
Premiums after insurance costs . ..
Net operating expenses (-)
Insurance results before investment income . .
Net investment income

Technical result life insurance

Technical account in non-life insurance

Net premiums Written ............................
Claims paid (-)
Change in the provisions for dlaims () .
Premiums after insurance costs ..................
Net operating expenses (-) .
Insurance results before investment income . .
Net investment income . .
Technical result non-life insurance ...............

Non-technical account

Total technical result life and non-life insurance . .
Residual net investment income .. .
Other and exceptional results .....................
Net result
pm. Return on equity (in %) .
p.m. Combined ratio non-life (in %) ................

First nine months

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 201 2011 2012
131 144 177 200 252 204 219 195 186 18.9 18.4 135 15.0
a7 74 17 13.1 149 126 14.5 131 122 1255 n7 n. n
30 32 35 39 39 38 42 a4 46 46 46 n. n
56 38 24 29 6.4 a1 3.2 19 17 20 21 n. n
54 69 7.9 85 10.2 13.0 13.0 153 135 127 155 11 131
78 6.4 129 15.2 205 124 13.3 29 15 138 6.1 37 67
-0.1 12 3.1 -37 54 -50 -44 13 65 55 32 -13 -4.9
11 11 1.2 12 13 14 16 16 16 16 1.6 1.2 1.2
12 0.0 -43 -49 68 64 -6.0 03 -80 -7 -48 -24 -1
20 03 48 57 8.0 74 69 34 88 78 4.0 25 70
08 -02 05 08 12 10 10 -37 07 08 -0.7 0.0 0.9

85 9.1 96 89 9.3 9.3 97 92 95 104 77 79

59 57 57 56 59 6.3 65 66 68 72 54 53

0.9 08 1.0 1.1 0.8 05 0.4 0.4 0.4 0.1 03 02

17 26 29 23 26 25 28 22 23 3.0 21 24

27 28 29 27 28 27 28 26 27 3.0 22 23

-10 -02 0.0 -04 02 02 0.0 -04 -04 0.0 -0.1 0.2

07 1.0 12 15 13 15 02 1.0 11 09 07 08

-03 0.8 12 11 12 13 02 07 07 0.9 06 1.0

08 05 13 20 23 22 22 35 14 15 02 06 1.9
06 0.1 02 03 07 05 17 03 07 02 09 03 0.4

04 04 04 06 06 05 01 07 02 03 02 03 06
10 038 06 17 24 22 38 -39 09 14 -0.9 0.0 1.9
121 -10.4 7.3 180 233 208 317 273 63 9.9 67 03 122

175 111.6 102.1 99.6 104.3 101.7 102.1 100.2 103.8 104.5 996 101.4 982

Source: NBB.
(1) On a quarterly basis.
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CHART 71
(seasonally adjusted data)

BUSINESS SURVEY INDICATORS FOR THE MAIN BRANCHES OF ACTIVITY
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Source : NBB.
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CHART 62 INDICATORS OF CONSUMPTION OF DURABLE GOODS BY HOUSEHOLDS

SUB-INDICATORS OF CONSUMER CONFIDENCE:
OPINION ON WHETHER IT IS THE RIGHT TIME TO MAKE
MAJOR PURCHASES AND THE OUTLOOK

IN THAT RESPECT

(balance of the replies, seasonally adjusted data)

NEW PASSENGER VEHICLE REGISTRATIONS
(thousands of units, data adjusted for seasonal

and calendar effects)

S W VA
\'va Ad \,\/JV L

Opinion on whether it is the right time

1o make major purchases
Expectations concerning major purchases

in the next twelve months

—— Number of registrations
—— Average 2002-2012

Sources : FEBIAC, NBB.
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STRUCTURAL PRIMARY EXPENDITURE AND REVENUE (1) OF
GENERAL GOVERNMENT AND TREND GDP

(deflated by the GDP deflator, indices 2000 = 100)
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Sources : NAI, NBB.
(1) Cydlically adjusted (according to the ESCB method) and adjusted for non-
recurrent or fiscally neutral factors.
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CHART 39 BREAKDOWN OF THE MAIN EXPOSURES TO
EURO AREA GOVERNMENT BONDS

(unconsolidated end-of-period data, at book value, in € billon)
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Source : NBB.






OEBPS/Images/20721.png
CHART 1 EQUITY MARKET VOLATILITY INDICES

(daily data)
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Source : Thomson Reuters Datastrearm.
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CHART 6 EUROPEAN STOCK MARKET INDICES
(daily data, 31 December 1999 = 100)
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TABLE 14 EMPLOYMENT RATE BY CATEGORY
(in % of the population aged from 20 to 64 years, averages for the period)

First three quarters

2000 2008 2009 2010 201 201 2012
Total ... 65.8 68.0 67.1 67.6 67.3 67.2 67.2
pm EU .. 66.5 70.3 69.0 68.6 68.6 68.7 68.5
By sex
Women ... 56.0 61.3 61.0 61.6 61.5 61.5 61.4
Men ... 755 747 732 735 73.0 728 73.0
By age
From 20to 29 years .................... 66.0 64.5 61.8 61.0 60.5 60.2 593
From30to 54 years .................... 767 80.5 799 80.5 798 798 798
From 55 to 64 years .................... 263 345 353 373 387 386 396
By nationality
Belgians ............coiiiiiiiiiiiii 67.2 69.1 68.4 68.8 68.7 68.5 68.7
Nationals of other EU countries ........... 60.1 65.4 62.4 65.0 65.1 64.7 64.8
Other ...t 36.1 421 409 404 396 399 389
By Region
Brussels ............ociiiiiiiiiiiii 59.7 60.2 595 59.2 58.2 58.6 589
Flanders ............ocoiiiiiiiiiiiinn 69.4 723 ns 721 ns e e
Wallonia ... 61.1 628 61.7 622 622 62.0 622

Sources: EC, DGSEL

(1) The average is calculated on the basis of the second quarter data for the 27 current Member States of the EU.
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TABLE 1

GDP AND THE LABOUR MARKET IN EURO AREA

CCOUNTRIES IN 2012

(volume data, percentage changes compared to the previous

year, unless ctherwise stated)

GDP Employment
in'persons
Germany .............. 08 11
France ................ 02 01
faly L. 23 13
Spain . -4 45
Netherlands ............ 03 02
Belgium ............... 02 02
Austria ... 08 11
Greece ................ 60 79
Finland ................ 01 03
Portugal ............... -30 40
Ireland ................ 04 12
Slovakia ... 26 03
Luxembourg . 04 19
Slovenia . 23 16
Cyprus . 23 40
Estonia ................ 25 18
Malta ................. 10 09
Euro area .............. 04 08

Bage
55
10.2
10.6
25.1
5.4
74
45
236
79
15.5
14.8
135
5.4
85
121
10.5
6.3

13

Sources: EC, NBB.

(1) Euro area countries are ranked according to the size of their GDP in 2012.

(2) Number of unemployed as a percentage of the labour force.
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CHART 22 LIQUIDITY IN THE EUROSYSTEM
(outstanding amounts, weekly data in € billon)

2007 2008 2009 2010 2011 2012

Securities held for monetary policy purposes
Main refinancing operations

Longer-term refinancing operations

Use of the marginal lending facility
Liquidity-absorbing and fine-tuning operations
Consolidated liquidity need of credit institutions

Liquidity surplus®

Source : ECB.

(1) Liquidity need due to “autonomous factors" such as demand for banknotes and reserve requirements.

(2) The liquidity surplus is equivalent to the difference between the outstanding amount of transactions leading to an exgansion of liquidity ~ namely the refinancing operations,
purchases of securites for monetary policy purposes and the use of the marginal lending faciity — and the sum of the outstanding amount of liquidity-absorbing operations
and the consolidated liquidity need of the banking system. It corresponds to the sum of the amounts placed in the deposit faciity and on current accounts in excess of the
reserve requirements.
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CHART 68 TEMPORARY LAY-OFFS, AGENCY WORK AND

WORKING TIME ADJUSTMENT

(quarterly averages, seasonally adjusted data)
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Sources : Federgon, NEO.
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CHART 98 DETERMINANTS OF THE CHANGE IN THE
CONSOLIDATED GROSS DEBT OF GENERAL

GOVERNMENT
(in % of GDP)
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Sources : NAI, NBB.
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TABLE 27 OVERALL BALANCE OF GENERAL GOVERNMENT, AND PER SUB-SECTOR

(in % of GDP)

Primary balance ...
Entity |
Federal government .
Social security .
Entity I
Communities and ReQioNS -...........................
Local aUtORItIES ..............coeeeriiiiiiiiiiennn

Interest charges .
Overall Balance ....................ciiiiiieiieeeieains
ENTIY | oo
Federal government .
Social security .
Entity I
Communities and Regions .
Local aUtORItIES ..............coeeeriiiiiiiiiiennn

2009

-19
-16
08
07
03
06

03

36
55
49
4.2
07
07
07

0.1

2010

-04
0.0
0.1
0.0

-03

-05
0.1
34

38

31

-30
0.0

-07

-07
0.0

20m

04
-05
03
01
0.1
0.0
0.1

33

2012

05
05
07
01
0.0
0.1
01
34
-30
26
25
01
04
01
02

Sources: NAI, NBB.






OEBPS/Images/21179.png
CHART 42 FINANCIAL TRANSACTIONS OF HOUSEHOLDS

(in € billion)
@ @
e
months

0 Formation of financial assets
1 New financial liabilities (-)
— Financial balance

Source : NBB.
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TABLE 24

REVENUES PER GOVERNMENT SUB-SECTOR

(in % of GDP)

Entity | ......

Federal government ........................
Social SeCUritY ..o

Entity Il .....

Communities and Regions .................
Local aUthorities .........................

Total revenues

Before transfers between sub-sectors

After transfers between sub-sectors

2010 2011 2012e 2010 201 2012e
406 410 26 300 300 314
264 267 280 9.0 8.7 95
14.2 143 146 211 213 219
8.1 8.4 83 18.6 19.4 19.6
a5 48 48 1.7 125 127
36 36 35 69 69 69
286 49.4 51.0 486 49.4 51.0

Sources: NAI, NBB.
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CHART 17

KEY INTEREST RATES AND ASSETS ON THE BALANCE SHEETS OF THE MAIN CENTRAL BANKS

MAIN KEY INTEREST RATES

ASSETS ON CENTRAL BANK BALANCE SHEETS
(monthly averages, in % of average GDP during

(daily data) the period 2007-2012)
77 r? 30+ 30
. _r'_'1_|_,‘ s ts
H
o L o o o

2007 2008 2009 2010 2011 2012

—— China

—— Euro area

—— United Kingdom
—— United States

—— Japan®

2007

2008

2009

2010

2011

2012

Sources : IMF, Bank of England, Bank of Japan, People's Bank of China, Federal Reserve, ECB.
(1) For the key interest rates, the line is divided if the central bank set tseff a target range, the upper limit of the range being indicated by a finer lin in the same colour.
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TABLE 37 NET ISSUES OF SECURITIES® BY FINANCIAL® AND NON-FINANCIAL CORPORATIONS AND GENERAL GOVERNMENT

(in € millor)
First nine months pm.
Ou!;!'a:vhdemglsmoum
2003 2004 2005 2006 2007 2008 2009 2010 2011 2011 2012 September 2012
Fixed-interest securities ........................o... -6290 7782 -7 693 813 31416 67 695 71061 12108 24872 4167 21591 563999
Financial and non-financial corporations .......... -3257 -5339 —-12558 2032 21541 45332 57 262 -7960 5517 6112 10798 207 545
Securities at up tooneyear ................... -301 694 -3186 —1487 4270 2620 9631 -6 640 -4034 4915 9496 29045
Securities at over oneyear .................... -2956 -6033 9372 3518 172n 4273 47 631 -1320 9551 -1197 1301 178 500
General government ...l -3033 2443 4865 -1219 9874 22362 13798 20068 19 355 10279 10793 356 454
Securities at up tooneyear ................... -1355 574 304 385 4258 18914 -9962 2027 489 1488 5168 40850
Securities at over oneyear .................... -1678 -1869 4561 1604 5616 3448 23761 18 041 18 866 8790 15961 315604
Shares ... ... 4022 22699 13262 53607 144 582 149 669 64 568 89033 35372 53138 17 946 1550633
Listed shares ...l 818 4182 5407 5646 1371 13925 936 891 1310 1137 2070 209 069
Unlisted shares and other equity® . 3205 18518 7855 47 961 133211 135744 63 632 88142 34062 52001 15876 1341564
p.m. Recourse by financial and non-financial
corporations to the securities market . 765 17 360 704 55639 166 124 195 001 121 830 81073 40889 47026 28744 1758178

Sources: Euronext Brussels, FSMA, NBB.
(1) Excluding derivatives and units of UCs.
(2) Excluding the Eurosystem.

(3) Including reinvested profits on direct investrments effected in Belgium by foreign companies.






OEBPS/Images/21020.png
CHART 2 INTERNATIONAL FINANCIAL MARKET
DEVELOPMENTS

(daily data)

MAIN STOCK MARKET INDICES
(Indiices, December 2006 = 100)
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Source : Thomson Reuters Datastrearm.
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TABLE 29 FORMATION OF ASSETS AND NEW LIABILITIES OF FINANCIAL INTERMEDIARIES OTHER THAN MONETARY INSTITUTIONS

(in € million)

Non-monetary UCIs
Formation of financial assets .
Deposits ...........
Fixed-interest securities .
Shares and other equity® .
UC! units .
Other assets
New finandial liabilties
UCT units held by Belgian househoids
UCI units held by other investors
Other assets ..
Financial balance®
Insurance companies an
retirement provision
Formation of financial assets .
Deposits ...........
Fixed-interest securities .
Loans ... .........
Shares and other equity
UCI units .
Other assets
New finandial liabiities . .
Net claims of household: serv
and insttutons fo occupationaletirement provion
Other insurance technical reserves .
Other liabilities .
Financial balance
Other®
Formation of financial assets .
Deposits .
Loans .
Shares and other equity
Other assets
New financial liabilties -
Loans ...........
Shares and other equity
Other liabilities .
Financial balance

institutions for occupationa

Fist nine months

pm
Qutstanding amount

at the end

2003 2008 2005 2006 2007 2008 2000 2010 2011 2011 2012 September 2012
4029 6240 6492 7935 1851 13982 263 4337 12001 8972 755 84759
2390 1994 13861 655 6996 2990 3331 4123 2134 1323 1583 7866
489 4728 1123 3130 7450 1192 1 323 3546 2702 2927 24555
338 2465 a4 1222 4250 798 4017 1731 5184 4734 4007 27247
205 5 5855 5058 —141 5350 1296 2405 -333 89 215 20043
1583 1988 515 1624 2086 3652 1720 565 -804 -303 467 5048
4029 6240 6492 7035 1851 13982 263 4337 12001 8972 755 84759
5335 4222 1471 5092 352 6684 5036 4419 634 5240  -3870 54032
-1307 2019 5021 2843 293 5184 4595 621 531 3509 2879 28951
0 0 4 0 1419 2114 704 539 317 222 27 1776
0 0 0 0 0 0 0 0 0 0 0 0
16405 20422 22478 15522 16547 7787 14082 14646 9449 6328 5507 291358
3320 2587 75 896 -1090 2064 3176 1068 2668 2966 640 11803
11737 14847 15964 14977 14693 4288 16984 15983 6546 3512 4320 193793
104 —107 672 241 -36 1242 769 221 483 275 3985 17658
1258 97 2164 1394 1542 3758 1673 740 787 447 227 20331
2206 2538 4250 2330 135 5504 703 1084 3289 1303  -1064 32224
503 461 697 264 81 2029 476 1134 2254 430 857 15548
16300 20380 23925 16709 15563 10317 12276 13160 10754 6585 5390 276150
13035 15104 20170 11403 13776 6616 9409 11257 6712 5482 5477 205 968
1580 2197 1838 1757 341 730 1070 1897 503 190 299 30915
1775 3078 1917 3549 1447 2971 1796 6 3540 913 386 39267
15 2 w7 1187 983 2530 1807 1486 1305 256 207 15208
7277 3569 8180 30716 51473 58799 30828 5043 5002 332 2505 206132
3559 135 1769 285 7 8022 2585 346 754 1706 5348 17701
3121 702 1214 14951 11048 43969 18763 11018 6163 364 1975 137549
1619 2461 4913 4125 29375 5808 4124 1115 252 176 2633 29193
2215 1945 203 1133 11043 1001 10526 4514 2167 1429 218 21689
8300 4219 6493 29994 50154 60650 33545 6825 5553 1096 5243 215204
8461 2888 1417 9502 13148 10807 4223 3784 8134 954 2552 493813
-68 63 4165 19014 32288 9202 6356 644 1321 479 2812 59696
93 1268 o1 1478 4718 40640 22966 11254 12366 621 121 105 695
-1023 650 1696 722 1320 1851 2718 1782 S5 2227 2739 -9072

Sources: BEAMA, Belgian Association of Pension Intitutions, FSMA, NBB.
(1) Including real estate certficates.

(2) Non-monetary UCs are treated as pure financial intermedaries, with no financial balance.
() Financial holding companies, real estate investment funds with fixed capital (Sicafi), private closed-end equity funds (Prica, undertakings for investment in claims, mortgage companies, regional social housing companies, finance companes, investment firms

and UCI management companies.
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TABLE 9 FINANCING REQUIREMENTS AND RESOURCES OF
THE FEDERAL STATE

(in € billion)
2010 01 2012e
Gross financing requirements ... 435 50.4 405
Gross balance to be financed ~ 37.0 429 EEN
Budget deficit® .......... 12 189 80
Medium- and long-term
debt maturing during
the year ................. 259 2.1 256
INeuro ................ 253 2.1 256
In foreign currencies .... 06 00 00
Buy-backs
(securities maturing the next
yearorlater) ............... 65 71 70
Other financing requirements 00 04 00

Medium- and long-term funding 453 495 480
Linear bonds (OLOs) . 40.9 409 430

State notes and others® 45 86 5.1
Net change in the short-term
debt in foreign currencies .... 0.0 01 00
Change in the outstanding
amount of Treasury Certificates 0.3 53 34
Net change in other short-term
debts in € and in financial
assets . 21 64 41

Source: FPS Finance.
(1) The budget balance is calculated on a cash basis and, among other things.
takes account of finandial transactions which are not included in the overai
blance of general governnent which, i accordance ith the ESA 95,
is calculated on a transaction basis.

(2) Including, in particular, Euro Medium-Term Notes and Schuldscheine.
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CHART 50 NEW FINANCIAL ASSETS OF NON-FINANCIAL CORPORATIONS

(in € billion)
200 200 100 100
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~ ~ ~ ~ ~ ~ First nine months.
I Cash and deposits
| Listed shares
1 Unlisted shares and other equity
Fixeckinterest securities (excluding derivatives)
0 Loans
Other
1 Total
Source : NBB.

(1) Mainly transitory items and statistcal adjustments.
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CHART 60 HOUSEHOLD FINAL CONSUMPTION IN BELGIUM,
THE NEIGHBOURING COUNTRIES AND THE EURO

AREA
(volume indices, first quarter of 2008 = 100, seasonally
adjusted data)
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TABLE 5 FINANCIAL MARKET INFRASTRUCTURES SUBJECT TO THE BANK'S SUPERVISION AND OVERSIGHT

International college of supervisors / cooperative oversight agreement The Bank acts
as the sole authority
‘The Bank acts The Bank participates under the direction
as the principal authority ‘of another principal authority
Prudential supervision Belgian branch of BNYM
Payment and electronic
money institutions (18)
Prudential supervision and Euroclear Belgium (CIK) LCH.Clearnet SA/NV Euroclear Bank®
oversight (ESES)
Euroclear SA/NV Atos Worldline®
Bank of New York Mellon SA/NV BNYM DCT
(BNYM)
Oversight SWIFT® TARGET2 Securities (T25)% NBB-555
TARGET2 (T2) Bancontact/Mister Cash®
as CECo

MasterCard Europe®

Source: NBB.
(1) BNYM SA/NV is the European headquarters of the BNYM group. The Bank is the principal authority in the college of European supervisors.
(2) The Bank works on an ad-hoc basis with other central banks concerned.

(3) Peer review in the Eurosystem/ESCB.

(@) Society for Worldwide Interbank Financial Telecommunication.
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CHART 48 HOUSING LOAN DEMAND AND SUPPLY

CONDITIONS
(quarterly data)
75 75
50 50
25 t-25
0 0
50 +--s0
5 I I I L L L 5

2006 2007 2008 2009 2010 2011 2012

—— Criteria for granting loans to households®@
—— Household demand for loans@®

Source : NBB.

(1) Weighted net percentages of responses by the credit institutions to the
Eurosystem’s bank lending survey, indicating the degree to which lending criteria
were eased or tightened (3.

(2) The responses are weighted according to the distance from a “neutral”
response : mention of a *considerable” change in the lending criteria or in the
demand for loans is accorded double the weighting of the mention of  *slight"
change.

(3) Weighted net percentages of responses by the creit institutions to the
Eurosystem’s bank lending survey indicating the degree of increas or decrease (-
in loan dermand.
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TABLE 38 INTEREST RATES
(end of quarter, in % per year)

Yield on the interbank market Yield on the Belgian secondary market in securities issued by Belgian general government
Overnight Three-month® “Three-month Linear bonds (0LO) Ten-year
Treasury Certifcates benchmark OLO
At one year At two years Atfive years

2008 Q1 . 416 473 381 38 378 392 431
Q2 427 495 422 464 479 487 487
Q3. 417 528 378 3 382 422 461
Q4 235 289 176 199 251 332 377

2009 Q1 . 164 151 077 1.01 170 321 394
Q2 0.40 1.10 056 084 152 29 395
Q3. 053 075 038 070 1.40 268 365
Q4 041 070 033 084 143 274 372

2010 Q1 . 0.40 063 031 062 1.05 234 355
Q2 054 077 035 0.69 1.06 238 346
Q3. 088 0.89 042 0.89 118 221 309
Q4 082 1.01 063 157 204 324 397

2011 Q1. 090 124 096 157 217 354 424
Q2 172 155 135 163 222 347 413
Q3. 146 155 083 084 162 308 3.70
Q4 063 1.36 005 058 1.89 336 406

2012 Q1. 039 078 017 057 116 243 354
Q2 038 065 017 042 080 212 323
Q3. (] 022 000 0.10 033 131 254
Q4 013 0.19 000 003 010 090 204

Sources: ECB, NBB.
(1) The weighted average interest rate on the interbank market of the euro area for unsecured overnight transactions (.. transactions not backed by securitis) in euro (Eonia).
(2) Average interest rate offered on the interbank market of the euro area for unsecured three-month transactions i euro (Euribor).
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CHART 66 EXPORTS AND IMPORTS OF GOODS AND
SERVICES, BY VOLUME
(data adjusted for seasonal and calendar effects, percentage

changes compared to the corresponding quarter of the
previous year, unless otherwise stated)

2008 2009 2010 201 2012

I Exports of goods and services
1 Imports of goods and services | (left-hand scale)
A Belgium'’s export markets

Assessment of export order books®
(right-hand scale)
—— Smoothed series

—@— Gross series

Sources : NAI, ECB, NBB.
(1) Balance of replies to the monthly survey in the manufacturing industry, non
calendar adjusted data.
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CHART 45 FORMATION OF FINANCIAL ASSETS BY
HOUSEHOLDS ACCORDING TO THE ASSET CLASS

(in € bilion)
50 50
40 I 40
30 k30
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20 T S S B I 20
First nine
months

Notes, coins and deposits
Fixed-interest securities
UCl units

Shares and other equity
Insurance products®

Other®?

ONEENENR

Total

Source : NBB.
(1) This item essentially comprises the net dlaims of households on ife insurance
technical reserves and pension funds or occupational pension institutions.
(2) This item comprises, 5o ar as they could be recorded, trade credit and

miscellaneous assets on general government and financil institutions.
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CHART 11 DEBT OF THE NON-FINANCIAL PRIVATE SECTOR
AND OF GENERAL GOVERNMENT (1) (2)

(annual data, in % of GDP)
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Ml Households
I Non-financial corporations

General government

Source : EC.
(1) Consolidated concept.
(2) The countries shown are ranked according to their total debt in 2011,
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TABLE 25 GENERAL GOVERNMENT PRIMARY EXPENDITURE
(deflated by the HICF. percentage changes compared to the previous year, unless otherwise stated)

Level recorded™ .

Real growth recorded ...

Influence of non-recurrent
or fiscally neutral factors? ..

Influence of cyclical factors? ...

Indexation effect@®

Real growth adjusted for cyclical
non-recurrent or fiscally neutral factors
and for indexation effects

p.m. Volume growth of GDP®

2008

459
23

03
02
04

31
1.0

2009

50.0

74

08
07

a1
27

2010

490
02

12
0.0
12

26
24

20m

298
20

0.2
03
-05

27
1.8

2012

50.5
06

03
0.1
0.0

08
02

Average
for the period
20002012 e

462
26

0.0
0.0
01

27
13

Sources: DGSEI, NAI, NBB.
(1) In % of GO
(2) Contribution to real recorded growth of primary expenditure.

(3) Effect caused by the difference between the actual indexation of public sector wages and social security benefits and the rise in the HICP. The other effects due to
ifferences between inflation measured by the HICP and the movement in price factors influencing other expenditure categories, whether they are attributable to the
indexation mechanisms or to a divergent pattern in the prices of certain expenditure categories, are not adjusted owing notably to the absence of suffcient information.

(4) Calendar adjusted data.
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CHART 70 INDUSTRIAL PRODUCTION PER BRANCH
(percentage changes compared to the previous half year)
S FEgiiogos
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Long-term average (2000-2012)

Source : DGSEL
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CHART 3

(daily data, in %)

BOND YIELDS OF A SELECTION OF EURO AREA COUNTRIES
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Source : Thomson Reuters Datastrearm.
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TABLE 16 UNEMPLOYMENT RATE BY CATEGORY
(in % of the labour force aged from 15 to 64 years, average for the period)

First three quarters

2000 2008 2009 2010 201 201 2012
Total ... 70 70 80 84 72 72 74
pm EU .. 9.4 7.1 9.0 9.7 97 96 105
By sex
Women ... 87 76 8.1 86 72 72 74
Men ... 58 6.5 78 82 72 72 73
By age
From 15to 24 years .................... 175 180 219 224 187 195 189
From 25to 54 years .................... 6.1 6.1 6.8 73 64 63 65
From 55 to 64 years .................... 30 44 5.1 46 40 43 45
By nationality
Belgians ............coiiiiiiiiiiiii 6.2 6.3 71 75 63 63 63
Other EU nationals ..................... 101 9.1 1.0 1.0 103 106 ma
Others ........cooiiiiiiiiiiiiiiinann 307 274 295 306 278 274 293
By Region
Brussels ............ociiiiiiiiiiiii 140 16.0 159 174 171 165 165
Flanders ............ocoiiiiiiiiiiiinn 43 39 50 52 43 45 45
Wallonia ... 103 101 1m2 ns 95 94 929

Sources: EC, DGSEL

(1) The average is calculated on the basis of the second quarter data for the 27 current Member States of the EU.
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CHART 44 FORMATION OF FINANCIAL ASSETS BY
HOUSEHOLDS ACCORDING TO THE RISK
INCURRED (1)

(in € bilion)
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Source : NBB.

(1) Excluding the assets under the “Other" item in chart 46.

(2) This category covers banknotes, coins and deposit, fixec-interest securites
and insurance technical reserves other than class 23. These are therefore ail the
instruments which, provided they are held to maturity and the debtor honours
his comrmitments, guarantee a positive or zero nominal return in ther reference
currency, This distinction is therefore arbirary in that, owing to the absence of
information, it disregards the risk inherent n the curfency or counterparty of the
investment.

(3) This category comprises financial instruments which do not offer the guarantee
described above, namely shares and other equity, UCI units and class 23
insurance technical reserves.
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CHART 35 SOLVENCY MARGIN OF BELGIAN INSURANCE
COMPANIES

(unconsolidated data, in % of the mirimum required margin)
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Quarterly data®
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Implicit margin _| marain®
p g

B Hidden reserves

Source : NBB.
(1) The figures reported quarterly are not entirely comparable with the final figures
reported annually. In particular, they take no account of any redistrbition of

profits o shareholders and policy-holders.

(2) This margin is composed of an explicit margin  including the own funds,
subordinated debts and certain other balance sheet items — and an implicit
margin which, subject to the Banks approval, comprises certain other specific
elements, the principal one being a part of the unrealised gains on investment
portfolios
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TABLE 28 FORMATION OF FINANCIAL ASSETS AND NEW FINANCIAL LIABILITIES OF MONETARY FINANCIAL INSTITUTIONS®

(data on a teritorial basis, in € million)

Formation of financial assets
Interbank daims .
Belgian MFis
Foreign MFis
Loans®
of which:
Households
Non-financial corporations -
Fixed-interest securities
of which:
General government .
Rest of the world .
Other assets.
Total ...
Households .
Non-financial corporations -
General government .
Financial institutions
Rest of the world ...
New financial liabilities
Interbank liabilities
Belgian MFis
Foreign MFis
Cash and deposits @
of which
Households
Non-financial corporations -
Fixed-interest securities .
Savings notes .
Other Fixed-inter
Other liabilities and statistical adjustments
Total
Households .
Non-financial corporations -
General government .
Financial institutions
Rest of the world .
Financial balance® .

Fist nine months

pm
Qutstanding amount

at the end

2003 2008 2005 2006 2007 2008 2000 2010 2011 2011 2012 September 2012
65477 54147 61608 49673 131413 53508 95797 41307 41979 24443 33435 382661
8112 7003 15998 2001 32006 27669 32846 35695 53065 8702 4575 109 966
57365 47054 45611 46772 99407 81267 62951 5612 11086 15741 28860 272695
20860 23263 49173 33971 37519 7676 32675 12569 -16961 2834 9111 358465
5625 6734 13367 12129 7634 23835 9982 5403 -982 8180 2274 105 698
1605 1341 954 4168 11353 8227 6688 314 3268 2800 2229 100 183
2871 14594 10407 5840 3780 45113 12830 3134 26377 200 17878 278670
8880 2830 45 2521 14667 1248 8002 5176 5702 9213 5833 71180
5779 17065 11217 3657 16712 8013 20045 12411 9345 8526 28764 119291
7044 25723 10252 20626 4775 39234 56449 1509 55668 50975 14191 261477
90510 117727 131440 98430 220467 23074 172090 -58610 107063 72383 28010 1281272
5578 6723 13372 123% 8201 23656 -11024 5093 884 8264 2334 108 063
1285 993 1049 5931 11796 12957 12364 1453 3485 322 221 107526
8799 -3368 653 2096 15132 2405 3197 6927 11125 10750 5840 101363
22473 27224 13031 32636 72816 114010 38600 -38642 81152 24063  -2279 374574
72542 86155 104642 49563 142785 82641 113300 -30536 12185 26034 32684 589746
57646 48231 89244 74571 110732 98296 130690 60550 57544 4118 44706 314554
8112 7003 15908 2001 32006 27669 32846 35695 53065 8702 4575 109 966
49534 41138 73246 71670 78726 125966 97844  -24855 4479 12820 40131 204588
27963 44528 49815 9139 50648 35711 1609 18022 5849 37871 3331 594 844
16804 19171 15359 11610 8941 9223 17526 18184 12352 9822 15484 308389
1304 19 1976 9144 9112 3791 4975 8704 1286 61 427 85067
8900 5499 9558 -418 13972 6843 23134 19608 10099  -8497 5725 67850
6976 7357 7280  -2863 1358 2405 7661 -4100 140 642 3910 31452
1924 1858 2279 205 12614 4438 15473 15508 9959 9139 9636 36398
2775 24086 6002 11338 48304 80235 56625 1039 59415 60094 8 000 282198
79485 111346 135502 94629 223746 24493 165790 63175 112710 85350 34311 1259446
8473 12836 7635 7925 1381 12990 21088 13427 13542 16753 12904 356327
227 216 1713 9022 9542 3860 3552 8441 2004 697 65 87506
55 13 50 436 1212 16231 -10978  -1553 3057 590 2418 34220
21121 35033 20463 10918 66601 88442 70320 42935 69810 26427 320 290 898
50063 63679 105641 67200 132570 89309 109132 40556 24207 40882 49888 490 49
11025 6381 4062 3801 3279 1419 6300 4565 5647 12967 6301 21826

Source: NBB.
(1) Credit institutions, monetary UCIs and monetary authorities.
(2) Other than those included in interbank transactions.

(3) See note 4 to table 25.
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CHART 46 SAVINGS DEPOSITS AND TERM DEPOSITS OF
HOUSEHOLDS

(quarterly data ;in € billon, unless otherwise stated)

2006 2007 2008 2009 2010 2011 2012

(left-hand

deposits
scale)

Ja Formation of regulated savings
| Formation of term deposits }

—— Interest rate on savings deposits ] (right-hand

—— Interest rate on term deposits @ scale)

Source : NBB.

(1) Excluding loyatty bonuses.

(2) Net of 15 9% withholding tax (up to 2011) or 21 % (in 2012). Average of the
rates applied to the main term deposit categories, weighted by the amounts of
the new depasits in each of these categories.
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CHART 55 BUSINESS MANAGERS' PERCEPTION OF LENDING CONDITIONS (1) : BREAKDOWN BY FIRM SIZE

FAVOURABLE/  IMPROVEMENT/DETERIORATION
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— Small —— Medum-sized ~ —— Large —— Very large

Source : N8B (survey of credit access conditions among business managers).

(1) Balance, in %, of the responses by the business managers polled, indicating their favourable or unfavourable (-) assessment of general bank credit access conditions, and
their assessment (improvement or deterioration (-) concerning the various criteria.
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CHART 34 PREMIUM INCOME AND COMBINED RATIO (1)
(unconsolidated data, in € bilion unless othenwise stated)

LIFE INSURANCE PREMIUMS

. L.

0 L 0
e
months

0 Class 21 (individual)
1 Class 21 (group)
' Class 23 (individual)

Other classes
— Total

NON-LIFE INSURANCE PREMIUMS AND COMBINED RATIO
120 12 120

2
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8 F1o 8+ —— 110
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24 Los 2 fos
ol ley gl L

g8 8 8 8 & 3 s g

Fist e

months

—— Non-ife insurance premiums (left-hand scale)
—— Combined ratio (in %) (right-hand scale)

Source : NBB.

(1) The combined ratio i the ratio relating the sum of the cost of claims plus
operating expenses to net premium incorme.
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CHART 58 GDP IN BELGIUM
(volume data adjusted for seasonal and calendar effects, unless otherwise stated)

GDP IN BELGIUM, THE EURO AREA AND
THE THREE MAIN NEIGHBOURING COUNTRIES

(indices, pre-recession peak in 2008 = 100) GDP AND BUSINESS SURVEY INDICATOR

103 103

102 - 102
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100 100

991 99

98| f-o8

o7 ro7

96 -1 {96
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04| f-oa

% 93
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—— Belgium GDP (left-hand scale)
—— i Percentage changes compared to the ortesponding
Gy quarter of the previous year
—— France [ Percentage changes compared to the previous quarter
~—— Netherlands Overall synthetic business survey curve” (right-hand scale)

—— Smoothed series
—@- Gross series

Sources : EC, NAI, NBB.
(1) Balance of replies to the monthly survey, non calendar adjusted data.
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CHART 25 KEY INTEREST RATES AND MONEY MARKET
RATES IN THE EURO AREA

(daily data)

2007 2008 2009 2000 2011 2012

—— Marginal lending facility rate
—— Central key interest rate
—— Deposit facility rate

—— Eonia

—— Three-month Euribor

Sources : Thomson Reuters Datastream, ECB.
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HOUSEHOLD SAVINGS AND RETURN ON FINANCIAL ASSETS

SAVINGS RATIO AND PROPERTY INCOME

(in % of gross disposable income?, quarterly data

adjusted for seasonal and calendar effects)

SAVINGS RATIO AND RETURN ON FINANCIAL ASSETS
(annual data)

2 2w as
20 — 20 184 s

Lao
18| L v
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s 8 3 8 8 2 =& s 3 3§ § § g &
—— Savings ratio —— Savings ratio (left-hand scale)

Share of net property income in gross disposable

income

Implicit rate of return on financial assets
(right-hand scale)

Sources : NAI, NBB.

(1) In % of gross disposable income in the broad sense, i.e. including the change in households" entitlements to additional pensions accruing in the context of an
occupational activty

(2) Ratio of interest, profits distributed by companies and property incomes distributed to policy-holders in relation to the outstanding amount of financial assets at the
end of the previous year.
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TABLE 18 HOURLY LABOUR COSTS IN THE PRIVATE SECTOR
(calendar adjusted data; percentage changes compared to the previous year, unless otherwise stated)

2008 2009 2010 201 2012e

Gross hourly wages 36 22 09 26 30
Collectively agreed wages" .. 35 26 06 27 30
Real agreed adjustments 05 02 0.1 00 02
Indexations 29 25 05 27 28
Wage drift and other facmrsm 0.1 0.4 03 0.1 00
Employers’ social contributions® .. . 0.1 0.5 0.0 -0.4 0.1
Social security .. 00 03 00 01 02
Other contributions® 01 02 00 05 00
Hourly labour costs 37 27 09 23 32
p.m. Including the effects of the payroll tax reductions® . 35 23 05 22 32

Sources: FPS Employment, Labour and Social Dialogue; General notes on the budget; NAI; NSSO; NBB.

(1) Wage increases fixed by joint committees.

(2) Increases and bonuses granted by enterprises over and above those under central and sectoral collctive agreements, wage dift resuiting from changes in the structure of
employment and erfors and omissions; contribution to the change in labour costs, percentage points.

(3) Contribution to the change in labour costs resulting from changes in the implicit contribution rates, percentage points.

(@) Actual social contributions which are not paid to the government, including premiums for group insurance, pension funds or occupational pension institutions, and imputed
contributions, including redundancy pay.

(5) This concemns the part of the reductions in payrol tax granted to private sector firms. According to the ESA 95-based national accounts methodology, these should be recorded
as a subsidy and not as a direct reduction in charges. They therefore cannot be taken into account in calculating labour costs.
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CHART 63 INVESTMENT BY ENTERPRISES

INVESTMENT BY ENTERPRISES AND DEMAND EXPECTATIONS

(volume data adjusted for seasonal and calendar effects)

CAPACITY UTILISATION RATE IN THE MANUFACTURING

INDUSTRY

(in %, seasonally adjusted quarterly data)
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—— Smoothed series
~@— Gross series
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—— Average since 1980
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201
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Sources : NAI, NBB.
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TABLE 39

(in % per year)

MAIN INTEREST RATES OF THE EUROSYSTEM

Dates of announcement of changes

Deposit facilty rate

Rate on the main refinancing operations

Fixed-rate tenders

Variable-rate tenders

Rate on the marginal lending facilty

Fixed rate Minimum bid rate
2002 5 December 175 275 375
2003 6 March 150 250 350
5June .. 1.00 200 3.00
2004 =
2005 1 December ....................co.iii 1.25 225 325
2006 2 March 150 250 350
8June .. 175 275 375
3 August . 200 3.00 400
5 October . 225 325 425
7 December ......................ee...n. 250 350 450
2007 8 March 275 375 475
6 June 3.00 400 5.00
2008 3July 325 425 525
8 October . 325 375 425
6 November 275 325 375
4 December 200 250 3.00
2009 15 JANUAIY ...l 1.00 200 3.00
SMArCh ..o 050 150 250
2 April 025 1.25 225
7 May 025 1.00 175
2010 =
2011 ARl L 050 1.25 200
THY 075 150 225
3 November 050 1.25 200
8 December 025 1.00 175
2012 SUUY L 000 075 150

Source: ECB.
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CHART 38 CCOMPOSITION OF THE COVERING ASSETS PER

INSURANCE ACTIVITY'
(unconsolidated end-of-period data, in € billion)
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Source : NBB.

(1) Situation at the end of September 2012.
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CHART 43 HOUSEHOLD WEALTH
(in € billion, end-of-quarter outstanding amount)

2000 2000
1800 1800
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w0
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—— Total net assets
—— Financial assets
—— Finanial liabilities
~—— Real estate

Source : NBB.

(1) From 2005 to 2011, the year-end data are obtained from a new register which
combines the volurme data from FPS Finance (General Property Records Agency)
and the data on the seling prices obtained from FPS Econormy. The pre-2005
data are retropolated on the basis of the estimates published in the 2010
Report. The figures as at the end of March, June and September in each year are
intrapolations (and forecasts for 2012).
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TABLE 26 ADJUSTED PRIMARY EXPENDITURE BY GENERAL GOVERNMENT SUB-SECTOR @
(deflated by the HICE percentage changes compared to the previous year, unless otherwise stated)

2008 2009 2010 201 012e Average pm
for the 2012
period in% of

20002012 GDPSI

ENtity | ..o 39 a4 30 30 0.4 27 309
Federal government ....................... a5 39 4.0 27 -39 24 88
Social security ... 36 46 26 32 22 29 220

Entity Il ..o 20 35 1.9 21 15 25 196
Communities and Regions ................. 25 37 18 1.9 13 28 126
Local authorities .......................... 1.0 31 22 26 20 20 7.0

Total .. 31 a1 26 27 08 27 505

Sources: DGSEI, NAI NBB.
(1) The expenditure of the general government sub-sectors does not include mutual transfers.

(2) Real growth adjusted for the influence of cyciical and non-recurrent or fiscally neutral factors, and for indexation effects.
(3 Non-adjusted, non-deflated consolidated data.
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CHART 31 LOAN LOSS PROVISIONS OF BELGIAN CREDIT
INSTITUTIONS (1)

(consolidated data, basis points)
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Source : NBB.

(1) Net flow of new impairments for credit losses expressed as a percentage of the
outstanding loans. Data from 2006 orwards relate to the loan loss rato for the
category “Loans and receivables* according to IASIFRS.

(2) Annualised.
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CHART 53 LENDING BY RESIDENT BANKS TO RESIDENT
NON-FINANCIAL CORPORATIONS (1)

(end-of-month data ; annual percentage change, unless
othenwise stated)
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— Belgium

] (eft-hand scale)
—— Euroarea

—_ p.m. Business survey curve for Belgium
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Sources : ECB, NBB.
(1) Including securitised loans (only from January 2010 for the euro area).
(2) Balance of responses.
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TABLE 15 LABOUR SUPPLY
(annual averages; changes, unless otherwise stated; in thousands of persons)

2007 2008 2000 2010 2011 2012e pm.

20126,

level™
Population of working age® ... 70 62 50 55 45 29 7254
Labour force ... 20 53 43 5 40 21 5188
National employment 73 79 E 31 59 6 4628
Frontier workers 2 1 1 1 2 0 77
Domestic employment .. 7 79 -9 31 62 7 4552
Unemployment® 53 -26 51 14 -20 14 559

Sources: DGSEI, FPB, NAI, NEO, NBB.
(1) Population aged from 15 to 64 years.

(2) Unemployed job-seekers, comprising totally unemployed persons claiming benefits (except older unemployed persons not seeking work). and other job-seekers registered
on a compulsory or voluntary basis. Employees of the local employment agencies who are already included in employment are excluded from this total.
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CHART 95

TEN-YEAR GOVERNMENT BOND YIELDS (1)

YIELD ON THE OLO AND THE GERMAN BUND

(weekly averages)

"
Aoy L
VAN

—— Belgium —— Germany
'YIELD DIFFERENTIAL ON THE OLO IN RELATION
TO THE GERMAN BUND
(weekly averages, basis points)
100 A k100

Source : Thomson Reuters Datastrearm.

(1) Secondary market yield on benchmark bonds issued by the Belgian State (OLO)

and the German State (Bund).
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LABOUR MARKET PARTICIPATION OF PERSONS IN THE 55-64 AGE GROUP
in % of the corresponding population)
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—  p.m. Belgium in 2000 [ Pre-pensioner, not seeking work ®
—— Total Belgium B Oider unemployed not seeking work
— Total EU B Disabled

Total Sweden (best performance in the EU)

Sources : EC, DGSEI, FPB, INAMVRIZIV, NEO, ONP/RVE, SAPSP/PDOS.
(1) Average of the first three quarters.

(2) Estimated totals obtained by adding together data which do not necessarily concern the same period or the same date. For 2000, n the absence of the information
necessary to exclude double counting in the case of a mixed private/public sector career where pensions are concermed, it was assumed that the percentage of mixed

caeers in the total number of pensions was the same as in 2011.

(3) Since 1 January 2012, pre-pension has been called “unemployment with a company supplement”.
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CHART 80 UNIT LABOUR COSTS IN THE BUSINESS SECTOR (1) IN BELGIUM
(differences in 9% in comparison to the three main neighbouring countries, cumulative since 1996)

COMPARED TO THE AVERAGE FOR THE THREE MAIN NEIGHBOURING COUNTRIES
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Source : EC.

(1) The business sector comprises the NACE branches of activity B to N inclusive, and therefore includes industry, construction and market servies. It can be taken as an
approximation of the private sector.

(2) Average of the first three quarters.
(3) A positive sign implies that unitlabour costs and hourly labour costs are ising faster in Belgium than the average for the three main neighbouring countries.
(4) A positive sign implis that labour productivty is rising more slowly in Belgium than the average for the three main neighbouring counties.
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TABLE 23 MAIN FISCAL AND PARAFISCAL MEASURES(®

(in € millon, differences compared to the previous yean)

w0 o1 2012
Structural fiscal measures ... ... 1051 573 3616
Federal government and social
security . 689 510 3487
of which:
Personal income tax 49 -186 295
Corporation tax .. 403 280 817
Levies on other incomes
andon assets .......... 0 0 1247
Taxes on goods and
Services ............... 48 366 740
Communities and Regions
and local authorities ... ... 362 63 130
Structural parafiscal measures .. -301 -172 34
Non-recurrent measures ....... 1472 409 466
of which:
Late payment of the
nuclear rent for 2011 ... 0 -250 500

Inheritance taxes:
declaration deadlines
shortened by one month 0 0 50

Early collection of the
advance levy on life
insurance .............. ] 0 200

Acceleration of the
assessments (individuals

and companies) ........ 1385 30 285

VAT reduction on houses

built in 2009 and 2010.. 150 150 0
Total ... 2222 810 4166
pm.in % of GDP ............ 06 02 1

Sources: Budget documents, NBB.

(1) This generally concens the presumed influence of the measures according to the
budget documents. The final impact may be different.
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OIL, GAS AND ELECTRICITY PRICES

(percentage changes compared to the corresponding period of the previous year)
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Sources : Belpex, Essent, Thomson Reuters Datastream.
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CHART 78 UNDERLYING INFLATION TREND AND LABOUR COSTS IN THE BUSINESS SECTOR (1) IN BELGIUM AND IN THE THREE MAIN
NEIGHBOURING COUNTRIES

(percentage changes compared to the corresponding quarter of the previous year)
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-+ pm. Health inde, Belgium

Sources : EC, DGSEL.

(1) The business sector comprises the NACE branches of activity B to N inclusive, and therefore includes industry, construction and market servies. It can be taken as an
approximation of the private sector.

(2) The data on the underlying trend in inflation, i.e. inflation measured by the HICP excluding food and energy, relate to the total economy.
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CHART 73 UNEMPLOYMENT BY DURATION IN BELGIUM

(changes in thousands of persons compared to the corresponding month of the previous year)
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Source : NEO.
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CHART 97 CCONSOLIDATED GROSS DEBT OF GENERAL
GOVERNMENT IN BELGIUM AND IN THE EURO

AREA
(in % of GDP)
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Sources : EC, NAI, NBB.
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CHART 03 INFLUENCE OF THE ELECTORAL CYCLE ON
GROSS FIXED CAPITAL FORMATION OF LOCAL
AUTHORITIES

(percentage changes in volume (1) compared to the previous
year, excluding property sales)
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Sources : NAI, NBB.

(1) Data deflated by the prices of gross fixed capital formation of general
government.
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TABLE 36

(end-of-period unconsolidated data, in € billion, unless otherwise stated)

LEVEL AND COMPOSITION OF INSURANCE COMPANIES' SOLVENCY MARGIN

Life

Explicit margin ...

In % of required margin .

Implicit solvency margin .
Future profits® ...
Unrealised capital gains .

In % of required margin .

Total solvency margin
In % of required margin .......................

Non-life

Bxplicit margin ...
In % of required margin .........................
Implicit solvency margin .

Unrealised capital gains .
In % of required margin ..........................
Total solvency margin ..........................
In % of required margin .......................

All activities

Explicit margin ...
In % of required margin .
Implicit solvency Margin ..........................
Future profits™
Unrealised capital gains .

In % of required margin .

Total solvency margin ..........................
In % of required margin .......................

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 20m september
43 a1 a5 59 69 78 85 110 12.3 123 12 10.7
154 131 128 143 144 146 144 177 185 172 150 141
29 33 31 33 42 43 24 11 15 1.4 14 31
20 1.9 18 08 07 07 05 04 03 02 02 1.6
09 14 13 26 35 37 20 08 12 12 12 15
104 106 87 81 88 81 41 18 2 20 19 a
7.2 73 76 9.2 1 121 1.0 122 138 1338 126 138
258 237 215 223 232 227 185 195 208 192 169 182
42 42 49 48 48 50 57 58 5.1 5.0 53 59
273 251 285 270 280 275 302 301 284 274 264 288
05 0.6 05 08 0.9 1.0 07 03 05 05 04 05
05 0.6 05 08 0.9 1.0 07 03 05 05 04 05
35 35 31 43 54 54 37 14 27 25 20 2
48 48 55 56 5.8 6.0 6.4 6.1 55 55 57 6.4
308 286 316 313 334 329 340 315 312 299 284 310
86 8.2 95 107 17 12.8 142 168 17.4 173 165 16.6
197 173 179 181 180 179 183 206 206 193 174 172
35 39 36 a1 5.1 53 31 14 20 1.9 18 36
20 1.9 19 08 07 07 05 04 03 02 02 1.6
15 20 18 33 a4 a6 27 1.0 17 1.7 16 20
79 81 69 70 79 74 40 17 24 21 19 37
12,0 121 131 1438 169 18.0 173 18.2 19.4 19.2 183 202
276 254 28 251 259 253 223 223 230 214 193 209

Source: NBB.
(1) In lfe insurances.
(2) On a quarterly basis.
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CHART 79 WAGE NORM AND WAGE HANDICAP IN THE PRIVATE SECTOR, ACCORDING TO THE CEC

BELGIUM'S HANDICAP IN TERMS OF HOURLY LABOUR BREAKDOWN OF THE MOVEMENT IN RELATIVE HOURLY
COSTS IN THE PRIVATE SECTOR LABOUR COSTS IN BELGIUM COMPARED TO THE THREE
(differences in % compared to the three main MAIN NEIGHBOURING COUNTRIES

neighbouring countries, cumulative since 1996) (percentage points)
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(1) No wage norm was defined under the interprofessional agreements for 2009-2010 and 2011-2012.

(2) Wage norm less the expected movement in hourly labour costs in neighbouring countries. A negative figure therefore implies that the wage norm was set at a level below
the expected movement in neighbouring countries.

(3) Actual increase in labour costs in Belgium, less the wage norm. A positive (negative) figure therefore implies that the wage norm was exceeded (respected).

(4) A positive (negative) figure indicates that actual indexation was greater (ess) than the expected indexation.

(5) Epcted ncrezse in labour costs i the three neighbouring countres, e ther acual ncease. A positive (negatve)fguretherfore imple that th rie inabour cost nthe
neighbouring countries was overestimated (undeestimated).
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CHART 75 INFLATION IN BELGIUM AND IN THE THREE MAIN NEIGHBOURING COUNTRIES
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Sources : EC, NBB.
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CHART 49 NON-REGULARISED DEFAULTS
(in % of the number of current loans, end-of-year data)
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Source : NBB.

(1) I the case of credit faciites, there is a satistcal break i the series in the fourth
quarter of 2011. That break, which alo affects the total credit series, is due to
an extension of the scope of the Central Individual Credit Register. Since the end
of 2011, authorised current account overdrafts have had to be recorded in the
Central Register, whereas that was not previously the case if the credit facilty
amounted to less than € 1 250 and was repayable within three months.
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TABLE 10 EMPLOYMENT RATE

(in % of the corresponding labour force aged 20 to 64, annual averages)

2003 2004 2005 2006 2007 2008 2009 2010 2011 20122
Total .. 64.7 65.6 66.5 66.5 67.7 68.0 67.1 67.6 67.3 67.2
p.m. Total (from 15 to 64 years) 596 60.3 61.1 61.0 62.0 624 61.6 62.0 61.9 61.8
According to sex
WOMeN ... 56.2 572 587 58.8 60.3 613 61.0 616 61.5 61.4
Men L 731 738 743 740 75.0 747 732 735 730 73.0
According to age
201029 ... 61.9 62.7 633 64.0 64.5 645 61.8 61.0 60.5 593
301054 ... 763 772 782 783 797 805 799 80.5 798 798
5510 64 ... 281 300 323 320 344 345 353 373 387 396
According to Region
BIUSSEIS . ...t 575 586 59.2 579 59.4 60.2 595 59.2 58.2 589
FIaNdrs . ... ... 68.1 69.7 704 706 ne 723 ns 721 nse e
Wallonia ... 60.6 603 61.8 61.6 626 62.8 61.7 622 62.2 622
According to educational level
Lower secondary education or less ...................o.o.. 487 485 488 488 495 49.1 477 484 473 472
Upper secondary education ..................coooiiiiiii.ns 67.0 67.8 68.8 68.3 69.3 701 68.8 69.1 68.9 68.5
Higher education ...............cooiiiiiiiiiiiiiii 822 825 829 824 837 83.0 819 819 82.0 819
According to nationality
BeIgian .. ... ... 66.1 66.9 67.8 67.8 689 69.1 68.4 68.8 68.7 68.7
Other EU nationals ..............ccooiiiiiiiiiiiiiinnns 58.2 595 61.9 61.5 63.4 654 62.4 65.0 65.1 64.8
Other . 342 362 366 363 403 421 409 404 396 389
Source: DGSEL.

(1) These employment rates are calculated on the basis of the harmonised data taken from the labour force survey.

(2) Averages of the first three quarters.
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TABLE 8 FINANCIAL ASSETS AND LIABILITIES BY SECTOR
(data at the end of September 2012; in € billon, unless otherwise stated)

Outstanding amount Change i net financial wealth
between December 2011 and Septerber 2012

Assets Lizbilties Net financial wealth Total Financal  Valuation®
transactions
September pm.
2012 December

2011
Households ......................... 1003 21 792 749 43.1 80 35.1
Non-financial corporations ............ 1697 2148 452 367 846 5.1 -89.7
General government ................. 131 439 -308 -301 73 133 60
Financial corporations® ............... 1864 1836 28 18 96 38 59
p.m. Total of domestic sectors ......... 4695 4634 60 100 -39.2 35 427
idem, in % of GDP .............. 1252 123 161 269 -104 09 114

Source: NBB.

(1) Financial corporations consist mainly of monetary financial institutions (the NBB, credit institutions and monetary UCIs) and instiutional investors (non-monetary UCls,
insurance companies and occupational pension institutions).

(2) Changes due mainly to price and exchange rate fluctuations.
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CHART 13 ADJUSTMENTS TO BALANCE OF PAYMENTS CURRENT ACCOUNTS IN THE EURO AREA
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Source : EC.

(1) Greece, Ireand, Portugal and spain.
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TABLE 11 UNEMPLOYMENT RATE
(in % of the corresponding labour force aged 15 to 64, annual averages)

2003 2004 2005 2006 2007 2008 2009 2010 2011 20122
Total .. 82 85 85 83 75 7.0 8.0 84 72 74

According to sex

WOMeN ... 89 96 9.6 94 85 76 8.1 86 72 74

Men L 77 76 77 75 6.7 65 78 82 72 73
According to age

151024 ..o 218 212 25 205 188 18.0 219 224 187 189

251054 .. 71 74 74 72 66 6.1 6.8 73 64 6.5

5510 64 ... 30 39 44 48 42 44 5.1 46 4.0 45
According to Region

BIUSSEIS . ...t 15.8 159 165 177 172 16.0 159 174 171 165

FIaNdrs . ... ... 57 54 55 50 44 39 5.0 52 43 45

Wallonia ... 109 121 19 1m8 105 101 1.2 ns 95 99
According to educational level

Lower secondary education or less ...................o.o.. 125 133 141 140 130 125 137 154 141 140

Upper secondary education ..................coooiiiiiii.ns 84 85 85 82 76 7.0 8.1 82 6.8 74

Higher education ...............cooiiiiiiiiiiiiiii 44 47 45 45 38 36 45 45 38 38
According to nationality

BeIgian .. ... ... 75 77 77 75 6.8 63 71 75 63 63

Other EU nationals ..............ccooiiiiiiiiiiiiiinnns 1.9 19 100 n7 98 91 1.0 1.0 103 ma

Other . 330 328 341 332 296 274 295 306 278 293

Source: DGSEL.

(1) These unemployment rates are calculated on the basis of the harmonised data taken from the labour force survey.

(2) Averages of the first three quarters.
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CCONSUMER PRICES OF GAS AND ELECTRICITY

(percentage changes compared to the corresponding period of the previous year)
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Sources : EC, Thomson Reuters Datastream.
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TABLE 5 LIQUIDITY BUFFER, FUNDING STRUCTURE AND REGULATORY LIQUIDITY RATIO
(consolidated end-of-period data; in € billion, unless otherwise stated)

2009 2010 2011 September 2012
Total assets .. 1190 1151 1147 1143
of which:
Unencumbered liquid assets 23 232 191 239
Total funding® 913 849 816 806
of which:
Retail deposits 283 300 304 318
Short-term wholesale funding® 454 362 308 249
Unsecured 267 m 162 165
Secured 187 140 146 85
Regulatory liquidity ratio (in %)@ 102 78 83 68
Customer loan-to-deposit ratio (in %)@ 90 0 90 92

Source: NBB.

(1) Defined as the sum of the total deposits and the total issues of debt securites (including bonds).

(2) Funding maturing in the year following the reporting date. This wholesale funding comprises funds obtained from various counterparties ranging from banks and
institutional investors to public sector entities and large firms.

(3 Regulatory ratio at a one-month horizon. The aim of this ratio i to ensure that credit insttutions hold sufficent liquid assets to withstand the impact of certain
exceptional circumstances defined by the supervisory authority. In practice, the ratio compares net cash outflows in a scenario in which the liquidity position is under
pressure — simulated partly by assuming that large cash withdrawals affect the various funding sources ~ and the buffer comprising unencumbered iquid assets. The ratio
must be 100% or less in order to satisfy the regulatory requirements.

(4) The customer loan-to-deposit ratio meastres the extent to which banks use the deposits of their customers (rtail and non-financil business customers) to fund the loans
granted to those same custormers. If the ratio exceeds 100%, it means that the banks are using other, more volatile sources of funds such as interbank financing or
fssuance of debt securities to fund the loans to their customers, and therefore run a greater fiquidity isk in relation to their refinancing. A ratio o less than 100% means
that the banks have funds to finance other assets.
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CHART 29 BELGIAN BANKS' EXPOSURE TO THE PUBLIC SECTOR (1)

FOREIGN PUBLIC SECTOR EXPOSURES TREND IN PUBLIC SECTOR EXPOSURES
(in % of the total, data at the end of September 2012) (in € billion)
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Source : NBB.
(1) Public sector exposures in the form of loans and deb instruments, except for Belgium, for which only government bonds are included. Foreign public sector exposures are
valued on the basis of the final risk, .. after isk transfer.
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CHART 82 TRADE IN GOODS AND SERVICES
(average over the period ; in % of GDP, unless otherwise stated)
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Sources : EC, NBB.
(1) In % of comesponding global exports.
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CHART 41 NET FINANCIAL ASSETS IN EURO AREA MEMBER
STATES (1)

(end-2011 data, in % of GDP)
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Sources : EC, NBB.

(1) Difference between the outstanding amount of financial assets and liabiltes. The
data are not available for Luxembourg.
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CHART 57 CCONSOLIDATED GROSS DEBT OF THE NON-FINANCIAL SECTOR (1)

(in % of GDP)
BELGIUM EURO AREA
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Sources : EC, NBB.

(1) Data up to the third quarter of 2012. Quarterly data for the non-financial private sector debt ratio. Annual data for the public debt (end of period, forecast for 2012),
interpolated linearly on a quarterly bass.
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TABLE 18 SUMMARY ACCOUNT OF CORPORATIONS, AT CURRENT PRICES®)

(data not adjusted for calendar effects, in € millior)

1. GrOSS PHMAIY NCOME ... ... eeeiet e
GrOSS OPEFAHING SUMPIUS . ... .cevueiiiieeaiiienas
Property incomes ... ... ... ..

2. Current transfers® ...
Transfers received ...

THANSTerS PaId ...t

3. Gross disposable Income (14 2) ........vvvvireeieeeiin

4. Change in households’ entitlements to additional pensions

accruing in the context of an occupational activity ............
5. GrOSS SAVINGS (3 4 4) ... ...t
6. Capital transfers® ..................cccoceiiiiiieneiaaiis
7. Gross fixed capital formation ..............................

8. Change in INVENtOres ...................oeeeeeeeeeann.

9. Overall balance (5 + 6 - 7 - 8)

6318
16949
23267

39987

1721

38267

1888

2004

51980
65344

-13364

-7 409
16 863
24272

44571

-1853

42718

917

36851

3123

3661

2005

54084
70051
~15968

-8189
17 491
25681

45895

-2008

43887

8941

38471

3959

10397

2006

56935
73502
-16567

-9.459
18270
27729

47475

-1956

45520

1947

40572

4964

1930

2007

61101
79347
-18246

8278
20280
28559

52822

-2469

50354

1689

44649

4381

3012

2008

59321
79392
-20071

8624
21227
29852

50 697

2852

47 845

1157

47 881

5949

4829

2000

48 821
7519
-26375

6384
2207
28455

42437

2583

39854

2691

43018

-3308

2835

2010

66178
84661
-18483

6305
23538
29843

59873

3472

56 401

2547

42 456

2199

14292

20m

69455
89001
-19546

9012
22481
31493

60442

-3071

57371

3629

47386

4153

9461

2012

67293
85877
18584

-10136
23794
33930

57157

3132

54025

1183

48702

1759

4747

Sources: NAI, NBB.

(1) The data i this table are calculated in gross terms, i.. before deduction of consumption of fixed capital.
the difference between incomes or transfers received from other sectors and those paid to other sectors, excluding transfers in kind.
the difference between transfers received from other sectors and those paid to other sectors, including net acqisitions of non-financial non-produced assets and net acquiitions of valuables.

(2) These are net amounts, i
(3) These are net amounts,
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CHART 100 GUARANTEES GRANTED TO FINANCIAL
INSTITUTIONS

(in € billon, end-of-year data)
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Sources : NAI, FPS Finance, NBB.
(1) Guarantees relating to the 2008 and 2011 schemes.
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TABLE 4 COLLEGES IN WHICH THE BANK PARTICIPATES

Complex groups

Local undertakings

International undertakings

“The Bank is the home-country
authority

“The Bank is the host-country
authority

Ageas
KBC Assurances
Befius Insurance
Pav

Intégrale

AXA (AXA Belgium)

Allianz (Allianz Belgium and Euler Hermes)

Generali (Generali Belgium and Europe Assistance)
Munich Re (ERGO Life, DAS and DKV)

HDI (HDI Gerling)

BNP Paribas (Cardif)

Delta Lioyd / Aviva (Delta Lioyd Life)

Baloise (Mercator, Euromex, Audi, Nateus and Nateus Life)
Metlife

Nationale Suisse (Nationale Suisse Belgium and L'Européenne)
ING (ING Life and ING Non-Life)

Assurances du Crédit Mutuel (Partners)

CIGNA (CIGNA Life and CIGNA Europe)

Source: NBB.
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CHART 83 BREAKDOWN OF THE GOODS BALANCE BY PRODUCT CATEGORY
(in € billon, data according to the national concept)
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Sources : EC, NAI NBB.
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TABLE 33 KEY FIGURES FROM CREDIT INSTITUTIONS GOVERNED BY BELGIAN LAW

(end-of-period consolidated data, in € billion, unless otherwise stated)

Large banking groups
Balance sheet total ...
CUStOMENS’ hOIINGS ...+ ee e et e el
Loans and advances to CUStOMENS . ................ooeiiuiaeinnn.
Risk asset ratio (in %) ............oooiiiiiiiii
Net after tax results ....................cooeueiiiiieeiaei.
Return on average assets (N %) .......................coooen..

Return on average equity (in %)

Cost-income ratio (in %) ..ot

Total Belgian credit institutions

Balance sheet total ...
CUStOMENS’ hOIINGS ...+ ee e et e el
Loans and advances to CUStOMENS . ................ooeiiuiaeinnn.
Risk asset ratio (in %) ............oooiiiiiiiii
Net after tax results ....................cooeueiiiiieeiaei.
Return on average assets (N %) .......................coooen..
Return on average equity (I %) . ................coeeeeeeeeein..

Cost-income ratio (in %) ..ot

2003 2004 2005 2006 2007 2008 2000 2010 20m segtmber
913.2 10107 12292 13480 1488.8 1326.8 10920 1003.2 967.8 950.0
4539 482.1 5320 667.4 7009 6128 6225 559.8 518.4 528.1
3849 4332 535.1 553.8 6190 505.0 481.7 4507 a41.4 443.4
124 1256 1.1 12 10.8 162 17.0 19.2 182 17.6
36 46 57 92 6.2 -209 -15 50 0.1 13
04 05 05 07 0.4 14 01 05 0.0 0.2
142 173 19.9 231 13.7 408 38 1.1 0.1 40
728 706 723 55.5 60.6 863 777 655 66.5 712
1033.0 11432 13693 14220 1578.4 14221 11905 1151.1 1147.3 1143.0
5319 570.1 622.1 715.7 7616 681.8 6919 6367 6152 6303
42838 4829 591.3 591.0 666.2 555.6 5365 506.6 509.4 515.1
128 13.0 15 119 1.2 162 173 19.3 185 179
40 52 66 97 6.7 -206 12 56 0.4 17
04 05 05 07 0.4 13 01 05 0.0 0.2
136 15.8 185 224 13.2 -365 26 10.5 07 a5
739 720 726 55.7 61.1 85.0 775 659 67.3 714

Source: NBB.

(1) Data based on Belgian accounting principles (Belgian GAAP) until 2005 and on IAS/IFRS standards from 2006 onwards.
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TABLE 3 GDP AND MAIN CATEGORIES OF EXPENDITURE, BY VOLUME

(calendar adjusted data; percentage changes compared to the previous year, unless otherwise stated)

2003
Household final consumption expenditure ........................ 08
Final consumption expenditure of general government ............. 14
Gross fixed capital fOrMation ....................covueeeeeeein.. 0.1
HOUSING ... e e 34
ENEEIPIISES ... ... oot eee e e -12
General government .. 11
p.m. Final domestic expenditure®® ... ... ... ... 08
Change in inventories™ ... ... ... 0.0
Net exports of goods and services!" . 0.0
Exports of goods and services 05
Imports of goods and services 05
GDP e 08
Trade surplus or deficit (-) due to the change in the terms of trade® 0.1
Net primary incomes received from the rest of the world® ......... 02
GNI e 06
p.m. Total domestic expenditure® .............................. 08
Final expenditure® . 07
General government expenditure® ......................... 1.4
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Sources: NAI, NB.
(1) Contribution to the change in GDP.

(2) Final consumption expenditure of households and of general government, and gross fixed capital formation.
(3) Contribution to the change in GNI.

(@ Final domestic expenditure and change in inventories.

(5) Total domestic expenditure and exports of goods and services.

(@) Final consumption expenditure and gross fixed capital formation of general government.
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CHART 65 FINANCING BALANCE OF DOMESTIC SECTORS
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BELGIAN NON-FINANCIAL CORPORATIONS : FUNDING SOURCES AND COSTS

FUNDING SOURCES

FUNDING COSTS

(in € billion, cumulative net flows over four quarters) (in %)
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Sources : Thomson Reuters Datastream, NBB.
(1) Weighted average rate applied by Belgian banks to new business loans.

(2) Yield to maturity of an index of euro-denominated bonds issued by euro area non-financial corporations. These bonds have a minimurn rating of B8B-/8aa3,
residual maturity of at least one year, and a minimum outstanding amount of € 250 milion.
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CHART 1

CCOMPARISON OF THE IMPACT ON THE BALANCE SHEET OF SECURITISATION AND COVERED BOND ISSUANCE
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TABLE 12 DETERMINANTS OF THE GROSS OPERATING SURPLUS OF COMPANIES %, AT CURRENT PRICES

(percentage changes compared to the previous year)
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Costs of domestic origin per unit of output?®
of which:
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Final sales at constant prices ....................
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EXDOILS ... ee e
Gross operating surplus of companies ............

p.m. Idem, excluding payments by the nuclear power supply
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Sources: NAI, NBB.
(1) Private and public companies.
(2) Including the change in inventories.

(3) Apart from compensation of employees, this item covers indirect taxes minus subsidies, and gross mixed income of self-employed persons.
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CHART 10 FISCAL CONSOLIDATION : DEFICIT LEVEL IN
2012, EFFORTS MADE SINCE 2010 AND EFFORTS
PLANNED ACCORDING TO THE BUDGET TARGETS

(changes in the structural primary balance (1) ; in percentage
points of GDR, unless othenwise stated)
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Source : EC.

(1) The structural primary balance corresponds to the general government balance
excluding interest charges, adjusted for cyclcal effects and temporary measures.

(2) Calculated on the basis of the EC's autumn 2012 forecasts.

(3) Calculated on the basis of the 2012 national reform and stabilty programmes, or
deficit targets as revised by the Ecofin Counci (for Spain, Portugal and Greece).

(4) 2016 for Greece. Between 2013 and 2016, the primary balance s only adjusted
for cyciical effects.

(5) Nominal deficit in % of GDP.
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TABLE 12 INACTIVITY RATE

(percentages of the corresponding labour force aged 15 to 6417, annual averages)
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Source: DGSEI.
(1) These inactivity rates are calculated on the basis of the harmonised data taken from the labour force survey.
(2) Averages of the first three quarters.
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CHART 64 GROSS OPERATING SURPLUS AND WAGE BILL OF COMPANIES
(in % of GDP)
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TABLE 25 FORMATION OF FINANCIAL ASSETS AND NEW FINANCIAL LIABILITIES OF HOUSEHOLDS

(in € million)

First nine months pm.
Outstanding amount

at the end
2003 2004 2005 2006 2007 2008 2009 2010 2011 2011 2012 September 2012

Formation of financial assets 23624 15374 24527 17417 28143 24976 32948 28258 33502 23832 14948 1003358
At up to one year 16616 20722 14991 13528 10454 8682 6776 12972 12447 10626 11745 304 242
Notes, coins and sight deposits . 4547 5792 6150 1108 342 1405 5005 2613 1965 804 6137 71347
Savings deposits 1793 14180 8335 1740 8774 1792 3285 20894 4318 2810 11086 212032
Time deposits . -4908 %2 200 11201 17525 2683 25749 9975 3514 435 349 20111
Fixed-interest securities ....................... 357 244 13 238 739 1364 1986 47 56 39 15 147
Units of monetary UCIS ....................... 599 %02 326 798 622 1438 3350 90 2705 2695 1966 605

AL OVEr ONe YEar ....................cccceui.n. 7605 5388 9061 3270 15623 16580 27502 15362 21002 10397 3368 687843
Time deposits .. .............coiiiiiiiiins 627 37 637 35 1329 3431 4362 1147 3188 2723 1385 17899
Fixed-interest securities ....................... 11972 17085 13146 14634 5775 10752 9425 4090 10957 4221 6369 100 601
Shares and other equity ...................... 5353 1494 9741 2991 6777 11627 7535 4087 1341 2839 1079 207 064
Units of non-monetary UCIs ................... 10045 6732 10105 7490 1201 16170 6800  -4780 3278 5139 778 107 774
Insurance products® ......................... 15513 17607 22479 13370 14582 6941 12980 18997 8794 5753 6496 254 506
Other assets® ....................cceueeeinnn. 597 -10736 475 619 2065 285 -1330 75 53 2809 165 11273
New financial liabilities ........................... 6753 6282 12134 12247 14389 13930 5657 11354 13247 9225 6989 211318
Loans at up to One Year ........................ 908 167 811 54 134 379 eI 47 34 100 690 6843
Loans at over one year ......................... 7999 6009 11650 11862 13253 13574 6657 11568 13213 9292 5993 200 429
Mortgage I0ans ............................. 7659 6478 10268 10757 11942 11780 7496 11528 12247 8682 5957 171195
Consumer 10ans ............................. 208 481 648 278 1388 1259 646 18 987 598 315 17 485
Other .......ouiiiiii e 548 12 735 827 77 535 1485 2 21 1 219 11749
Other liabilities® .............................. 247 440 327 439 1002 -2 759 167 0 167 306 4046
Financial balance® .............................. 16871 9092 12393 5170 13754 11047 27291 16904 2025 14608 7959 792 040

Source: NBB.
(1) Essentially net claims of households on lie insurance reserves and on institutions for occupational retirement provision.

(2) This item comprises other accounts receivable within the meaning of the ESA 95, namely trade credit and miscellaneous assets on general government and financial institutions, including in particular interest accrued and not due.
(3) This item comprises other accounts payable within the meaning of the ESA 95, such as taxes or contributions due but not yet paid, or interest accrued and not due.

(@) The balances of the financial accounts of the domestic sectors do not correspond to the net financing capacities or requirements as recorded in the real accounts, owing to the differences between the dates of recording of the transactions in these two accounts,
statstical adjustments or errors and omissions. Thus, for example, the financial accounts cannot, for lack of data, record most of the trade credits and advances.
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TABLE 40 EXCHANGE RATES

(national monetary unts per euro, annual averages)

2003 2004 2005 2006 2007 2008 2009 2010 201 2012
US dollar ... 1131 1.244 1.244 1.256 1370 1471 1.395 1326 1392 1.285
Japanese YeN ...l 131.0 1344 1369 146.0 1613 1525 1303 116.2 11.0 1025
SWISS franc .. ... ... 1.521 1.544 1.548 1573 1.643 1.587 1.510 1.380 1.233 1.205
Chinese yuan renminbi . .......... ... 9.363 10.297 10.196 10.010 10.418 10.224 9.528 8971 8.996 8.105
KOrean WM . ... ... 13469 14226 12736 11986 12730 1606.1 17729 1531.8 1541.2 14477
Hong Kong dollar .. ....... ...t 8.808 9.688 9677 9.755 10.691 11.454 10.811 10.299 10.836 9.966
Singapore dollar . ... ... ... 1970 2.102 2070 1.994 2.064 2076 2.024 1.806 1749 1.606
Canadian dollar 1.582 1617 1.509 1424 1.468 1.559 1.585 1.365 1376 1.284
Norwegian krone 8.003 8.370 8.009 8.047 8.017 8224 8.728 8.004 7793 7.475
Australian dollar 1738 1.691 1632 1.667 1.635 1742 1773 1.442 1.348 1241
Pound sterling ........... i 0.692 0.679 0.684 0.682 0.684 0.79 0.891 0.858 0.868 0.811
Swedish Krona ... 9.124 9.124 9.282 9.254 9.250 9615 10.619 9537 9.030 8.704
Danish Krone ... 7431 7.440 7.452 7.459 7.451 7.456 7.446 7.447 7451 7.444
€Zech KOTUNA ...t e e 31.85 31.89 29.78 2834 2177 2495 26.44 25.28 2459 2515
Hungarian forint . 2536 2517 2481 264.3 251.4 2515 280.3 2755 2794 2893
Bulgarian ev ... ... .. 1.949 1.953 1.956 1.956 1.956 1.956 1.956 1.956 1.956 1.956
Romanian leu™ ... 37551 40 510 3621 3526 3335 3.683 4.240 4212 4.239 4.459
Lithuanian litas .. ... ... o 3453 3.453 3453 3453 3.453 3453 3.453 3453 3453 3.453
Latvian lats 0.641 0.665 0.696 0.696 0.700 0.703 0.706 0.709 0.706 0.697
Polish oty ... ... o 4.400 4,527 4023 3.896 3.784 3512 4328 3.995 aa 4.185
p.m. Effective euro exchange rate®

(index 1st quarter 1999 = 100) .............cc.coveeiuiaee. 100.6 104.4 102.9 102.8 106.2 109.4 1106 103.6 103.4 97.8

Source: ECB.
(1) From 2005, new Romanian leu.

(2) Data compiled on the basis of the weighted averages of the bilateral euro exchange rates. The weightings are cakculated from the trade in manufactured products during 2001-2003, 2004-2006 and 2007-2009 with the trading partners whose currencies appear
in the table, and take account of the effects of third markets.
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TABLE 9 LABOUR MARKET

(annual averages, thousands of units)

2003 2004 2005 2006 2007 2008 2000 2010 20m 2012e
Population of working age® ... 6805 6835 6879 6942 7012 7074 7124 7180 7225 7254
LaboUr ORCE . ... .o 4769 4849 4922 4966 4986 5039 5082 5127 5167 5188
National employment .........................coeeuiiiiinn. 4231 4275 4337 4387 4460 4539 4531 4562 4622 4628
Frontier workers (balance) ....................o 69 72 73 75 77 78 79 79 77 77
Domestic employment . .................cc..cceuieeiaiin. 4161 4204 4264 431 4383 4461 4452 4483 4545 4552
Self-employed 689 692 695 699 706 716 720 726 736 741
Employees . 3472 3512 3569 3612 3677 3746 3732 3757 3809 381
Branches sensitive to the business cycle® . 2222 2231 2260 2201 2341 2387 2349 2352 2386 2379

Public administration and education . 730 745 759 764 77 781 795 802 803 799

Other services® 520 537 550 557 565 578 589 603 620 632
Unemployment® ................ccouiiiiiiiiiiiiai 538 573 585 579 526 500 551 565 545 559

Sources: DGSEI, FPB, NAI, NEO, NBB.

(1) Persons aged 15 to 64.

(2) The branches agriculture; industry; construction; production and supply of electrciy, gas, steam and air conditioning; water supply; sewerage, waste management and remediation activites; trade; repair of motor vehicles and motorcycles; transportation and
storage; accommodation and food senvice activites; information and communication; financial and insurance actiies; real estate activities; specialst, scientific and technical actvities and administrative and support service activtes.

(3) The branches human health and social work; culture, entertainment and recreational activites; other senvice activities and actviies of households as employers.

(@) Unemployed job-seekers, consisting of wholly unemployed persons receiving benefits (excluding older unemployed persons not seeking work), and other compulsorily or voluntariy registered job-seekers. Job-seekers working via the local employment agencies
were excluded since they are already included in employment.
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SAVINGS RATIO AND EXPECTATIONS FOR UNEMPLOYMENT
(quarterly data, adjusted for seasonal and calendar effects)
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(2) Quarterty averages of the balance of replies to the monthiy consumer survey.
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CHART 51 NEW FINANCIAL LIABILITIES OF NON-FINANCIAL CORPORATIONS

(in € bilion)
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(1) Mainly loans granted by Belgian and foreign non-financial corporations, alo referred to as inter-company loans.
(2) Includes technica reserves of non-autonomous occupational pension institutions and transitory tems.
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CHART 89 CCORPORATION TAX

(in % of GOP)
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(1) Including other taxes, the main component of which s the withholding tax on
income from immovable property.
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CHART 54 LENDING CONDITIONS AND DETERMINANTS AND DEMAND FOR LOANS ACCORDING TO CREDIT INSTITUTIONS
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Source : N8B (Eurosystem bank lending survey).
(1) Weighted net percentages of responses by credit nstitutions to the Eurosysters bank lending survey indicating the degree to which lending critria were eased or tightened
3

(2) The responses are weighted according to the distance from a “neutral” response : mention of a “considerable” change in the lending critera or in demand for loans is
accorded double the weighting of the mention of a *slight" change.

(3) Weighted net percentages of responses by the credt institutions questioned about lending critera. A negative (positive) percentage corresponds to a citerion reflecting
tightening (easing). The responses to the various sub-questions were cumulated.

(4) Weighted net percentages of responses by credit nstitutions to the Eurosysters bank lending survey indicating the increase or decrease (- in demand for loans.

(5) Weighted net percentages of responss by the credit insttutions questioned about the factors determining demand for loans. A positive (negative) percentage corresponds to
a factor which contributed to the increase (decrease) in demand. The responses to the various sub-questions were cumulated.
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CHART 28 BALANCE SHEET STRUCTURE OF BELGIAN CREDIT INSTITUTIONS
(consolidated end-of-period data (1), in € billion)
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(1) Data compiled according to the Belgian accounting rules (Belgian GAAP) until 2005 and according to the IAS/IFRS standards from 2006.
(2) Derivatives are recorded at their market value, including from 2007 ~ income receivable and charges payable (which are not included in the data relating to 2006).
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CHART 4 INDICES OF CREDIT DEFAULT SWAPS FOR
EUROPEAN SOVEREIGN DEBT AND FOR THE
SENIOR DEBT OF EUROPEAN FINANCIAL
INSTITUTIONS

(daily data, basis points)
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Sources : Bloomberg, Thomson Reuters Datastream.

(1) Index measuring the average el of prermuson 5 year credit defaut swaps
referencing the sovereign debt of 19 western European countries.

(2) Index measuring the average level of premiums on 5-year credit defauit swaps
referencing the senior debt of 25 large European financil institutions.
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TABLE 24 CURRENT AND CAPITAL TRANSACTIONS ACCORDING TO THE BALANCE OF PAYMENTS

(in € million)

Fist nine months

2010 2010 201200
Credits Debits Balances Credits Debits Balances Credits Debits Balances
1. Current account . 343199 336393 6803 372282 377525 5282 286034 288342  -2307
Goods and services 281123 277409 3713 308 971 314506 5533 238079 238989 -908
211913 215020 3107 240287 248826 8541 181982 185399 3417
General merchandise . 199485 206429 6944 227250 239700 12449 171621 178345 6724
Goods for processing . 9728 6778 2948 9025 6856 2170 6953 5024 1931
Repairs to goods . 486 258 228 511 348 163 440 249 189
Purchases of goods in ports . 1558 904 652 2021 980 1039 1726 861 866
Non-monetary gold 659 652 6 1480 939 539 1240 919 321
Services .. 69211 62389 6820 68686 65 680 3008 56 098 53591 2507
Transport . 19795 15743 4054 18 865 15712 3155 15386 12607 2780
Travel 7820 14263 6444 8381 15993 7613 6437 13980 7544
Communication 3116 2490 623 3257 2514 74 239 1949 a7
Construction ... 2027 1737 286 2024 1828 197 1288 1009 217
Insurance ... 839 883 43 868 940 -70 680 777 -9
Financial services . 2529 1443 1087 2750 1644 1105 1868 1206 661
Data-processing and information services 3034 2189 843 3500 2630 871 3050 2428 621
Royalties and licence fees .. 1768 1425 344 1857 1888 -33 1601 1609 -8
Other services to enterprises . 25413 19 888 5526 24347 19934 4414 21194 16223 4972
of which merchanting (net) 2898 - 2898 2392 - 2392 2589 - 2589
Personal, cultural and recreational services . 498 641 143 539 640 -103 M5 427 -13
Services provided or received by general government, not included eisewhere . 1367 176 1192 1506 223 1283 1186 131 1054
Services not allocated 1007 1510 507 794 1731 938 594 1244 648
Income 53262 44005 9256 54485 47 669 6817 41648 36 368 5280
Earned income . 7672 2684 4988 7726 2748 4976 5687 2080 3611
Income from direct and portfolio investment 45592 41321 a2 46 761 44922 1840 35959 34288 1671
Current transfers 8811 14977 6168 8826 15352 6526 6307 12984 6680
General government . 1781 7021 5242 1937 7015 5079 1165 6315 5182
Other sectors ... R 7033 7958 -926 6889 8337 1448 5142 6640 1498
2. Capital account . R 611 1443 -832 369 1298 -929 638 487 151
Capital transfers . 257 937 681 232 1081 -849 92 246 154
Acquisitions and sales of non-produced non-financial assets 354 506 151 136 217 -81 546 242 304
3. Net lending to the rest of the world (1 +2) ..., 343810 337836 5971 372651 378823 €171 286672 288829  -2156

Source: NBB.
(1) Owing to different revision schedules, the figures in the annex and the balance of payments statistcs display temporary differences from the data used in the analytical section (see table 13). Those data were updated when the Report went to press.
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TABLE 11 DETERMINANTS OF THE GROSS DISPOSABLE INCOME OF INDIVIDUALS, AT CURRENT PRICES
(percentage changes compared to the previous year, unless otherwise stated)

2008 2009 2010 2011 012e pm.
20126,
in € billion
Gross primary income . 55 05 19 25 25 277.4
Compensation of employees . 54 09 21 43 33 2022
Volume of labour of employees .......... 16 19 09 19 01
Labour costs per hour worked ............ 38 28 12 26 32
Gross operating surplus
and gross mixed income ................... 23 26 13 13 21 472
of which income from self-employed activity 19 14 1 09 14 239
Property income 109 55 12 66 -19 280
Interest (net) . 84 -205 95 -29 -45 67
Dividends received ...................... 11 57 35 122 15 128
Net current transfers™ ...................... 55 -12.1 73 38 14 468
Current transfers received . 59 73 21 40 45 873
Current transfers paid .. 58 03 39 39 34 1341
Gross disposable income ..................... 55 21 08 23 28 2306
p.m. In real terms® ... 22 28 1.2 08 01
Savings ratio® ... 166 183 15.4 14.4 150

Sources: NAI, NBB.

(1) These are net amounts, i.e. the difference between incomes or transfers received from other sectors and those paid to other sectors.

(2) Data deflated by the household final consumption expenditure deflator.

(3) In % of gross disposable income in the broad sense, i.e. including the change in households' entitiements to additional pensions accruing in the context of an occupational
activiy.
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TIMETABLE FOR THE IMPLEMENTATION OF THE BASEL Ill STANDARDS
(in % of risk-weighted assets)

2011 2012 2003 2014 2015 2006 2017 2018
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capital ratio .................. 35 40 45 45 45 45
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Minimum total capital ......... 80 8.0 80 80 80 8.0
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Source: Basel Committee on Banking Supervision.
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CHART 94 BREAKDOWN OF THE CHANGE IN INTEREST
CHARGES

(in %, unless otherwise stated)
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Sources : NAI, FPS Finance, NBB.

(1) Ratio between interest charges (including issue premiurms) and the monthly
average outstanding debt.

(2) For general government as a whole.

(3) Ratio between interest charges in the current year and deb at the end of the
preceding year.
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TABLE 32 MAIN COMPONENTS OF THE INCOME STATEMENT OF CREDIT INSTITUTIONS GOVERNED BY BELGIAN LAW

(consolidated data, in € bilon)

First nine months

Net interest iNCOME . ...... .. ..ottt 122 128 127 % 12.8 133 145 149 138 14.0 10.5 104
Capital result other than the net interest result .. 10.7 1n.4 128 i 139 13.0 48 39 64 56 44 4.1
Net fees and commission . 65 72 79 i 6.7 7.4 68 57 52 52 4.1 42
Profits and losses realised on assets 1.8 2.0 22 i 36 38 -3.8 =27 0.0 -0.8 05 0.1
24 22 27 i 36 1.9 19 1.0 13 12 0.8 0.0

Gross operating income (banking product) ................... ... 228 242 255 3 266 263 193 18.8 202 196 14.8 145
Operating eXPenses (=) . .............couuuieiiiieiiiiaiiiiaa. 16.9 174 185 i 148 16.1 16.6 146 133 13.2 10.2 103
Staff @XPENSES ... ... ... 77 7.8 79 i 9.0 92 92 79 74 6.6 56 51
Impairment losses and provisions (=) .................ooiiiiin 15 05 04 % 04 32 133 74 18 5.0 31 13
Other income and tax expense (income) relating to the result . ... ... -0.5 =11 -08 i -1.7 0.4 -10.6 19 05 -1.0 -13 -1.2
Net profit or 10ss .. .. ... ... 4.0 52 6.6 i 9.7 6.7 =212 -12 56 0.4 03 17

Source: NBB.

(1) Data based on Belgian accounting principles (Belgian GAAP) until 2005 and on IAS/IFRS standards from 2006 onwards.
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CHART 92 SUBSIDIES GRANTED TO COMPANIES :
REDUCTIONS IN WITHHOLDING TAX ON EARNED
INCOMES, SERVICE VOUCHERS, ACTIVATION
PROGRAMMES AND THE SOCIAL MARIBEL
SCHEME

(in % of GDP)

2006
2008
2010

] Reductions in withholding tax on earned incomes
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Bl other
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Sources : Budget documents, NAI, NBB.
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CHART 8 CROSS-BORDER CLAIMS OF EUROPEAN
BANKS (1) ON PERIPHERAL MEMBER STATES OF
THE EURO AREA

(change between the end of December 2010 and the end of
September 2012, on a consolidated basis) 2) (3)

Greece

Ireland

ttaly

Portugal

Spain

I T Y Y B o
55 50 45 ~40 35 30 25 20 15 10 5 0 §

[ Total

B Public sector

B Banking sector
B Other foreign claims
0 Potential exposures

Source : BIS.

(1) Banks controlled by residents and established in Austria, Belgium, Finland,
France, Germany, Greece, Ireland, tal, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, Turkey and the United Kingdom.

(2) Overall % change broken down into various claim categories.

(3) Data from the reporting of consolidated international bank statistics. The assets
are broken down on the basis of final ik, .. after isk transfer.

(4) Cross-border claims resulting from exposures in the form of derivatives,
quarantees and credit commitments.
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CHART 56 HOLDERS OF THE BELGIAN PUBLIC DEBT

BREAKDOWN OF THE OUTSTANDING AMOUNT
BY HOLDER
(quarterly data, in %)
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Sources : NAI, NBB.
(1) First three quarters.
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CHART 96 TRANSFERS PAID TO SOCIAL SECURITY (1)

(in % of GDP)
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Sources : NAI, NBB.

(1) Current and capital transfers paid by the other general government sub-sectors
and tax revenues transferred by the federal government.
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TABLE 4

OVERVIEW OF THE NEW EU GOVERNANCE FRAMEWORK

What?

Who?

Date of entry

Six Pack

TSCG"

o Pack

5 EU Regulations and
1 EU Directive

EU Member States (with some

differentiation between euro area
countries and others)

13 December 2011

International treaty

EU Member States except
the Czech Republic and

the United Kingdom,

fiscal and economic rules
applicable specifically to euro
area Member States

1 January 2013)

2 EU Regulations
(in negotiation)

Euro area Member States

Target date: 2013

into force
Content * Enhanced fiscal surveillance  Restriction of the structural * Even closer fiscal supervision and
(including the operational debt deficit, preferably enshrined coordination in the euro area
criterion) in the constitution; automatic
correction mechanism « Compliance with binding fiscal
« Minimum requirements for rules of a constitutional nature
national fiscal frameworks « In principle, euro area monitored by independent
countries must accept the EC's national institutions
* Prevention and correction of recommendations on excessive
other macroeconomic imbalances  geficite® « Precise timetable for the annual
budget, with prior examination
* New, more automatic « Role of the European Court of by the EC
decision-making procedures Justice
* Stricter surveillance for countries
« Greater economic policy subject to financial problems.
coordination (automatic if assistance is
« Euro area summits granted)
Source: NBE.

(1) The term Fiscal Compact is often used to refer to fiscal rules included in the TSCG.
(2) The euro area countries undertake to accept any EC recommendation on the existence of an excessive defict, unless a qualified majority votes against it
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CHART 20 THREE-MONTH INTEREST RATES
(daily data)

2007 2008 2009 2010 2011 2012

ju Spread betieen the three-month Eribor and
the three-month OIS rate

—— Three-month OIS" rate

—— Three-month Euribor

Announcement of the two three-year operations
on 8 December 2011

_ Allotment of the operations on
21 December 2011 and 29 February 2012

Sources : ECB, Thomson Reuters Datastream.

(1) The fixed rate paid by the counterparty of an interest rate swap contract receiving
the overnight interest rate (Eonia) for a period of three months.
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HETEROGENEITY OF INTEREST RATES

INTEREST RATE ON NEW LOANS TO NON-FINANCIAL

YIELD ON TEN-YEAR GOVERNMENT BONDS CORPORATIONS WITH A TERM OF LESS THAN ONE YEAR
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Sources : Thomson Reters Datastream, ECB.
(1) A higher variation coefficent indicates greater heterogeneity between all euro area countries at a given moment. The variation coefficient was multiplied by a factor
of 10.
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TABLE 4

GDP AND MAIN CATEGORIES OF EXPENDITURE, BY VOLUME

(data adjusted for seasonal and calendar effects; percentage changes compared to the corresponding quarter of the previous year, unless otherwise stated)

Household final consumption expenditure ...........
Final consumption expenditure of general government
Gross fixed capital formation
Housing .
Enterprises .
General government ...........................

p.m. Final domestic expenditure®®

Change in inventoriest ..........................

Net exports of goods and services®™ ................
Exports of goods and Services ...................
Imports of goods and services ...................

p.m. GDR percentage changes compared to
the previous quUarter .........................

p.m. Total domestic expenditure®

Final expenditure®

General government expenditure® ............

Q1 @ Q3 Qa Q1 Q@ @ Q4 Q Q2 @ Q4
34 3.0 23 21 1.0 05 0.0 06 05 08 06 n
11 08 0.6 05 06 07 09 09 05 0.1 01 n
55 29 14 18 42 65 a1 1.9 21 1.2 n
33 3.0 83 49 0.0 42 92 77 37 21 n
76 54 11 17 66 123 10.1 5.4 a4 08 n
39 -40 38 -78 05 1.8 86 105 46 09 n
0.9 1.2 1.6 16 15 17 1.0 03 03 -07 -06 n
03 07 02 05 0.4 0.2 14 09 06 0.2 09 n
08 1.1 1.0 0.1 09 0.1 -10 03 05 0.2 1.1 n
78 116 9.7 93 10.1 65 a7 1.0 12 03 02 n
69 104 87 96 92 65 62 14 19 0.0 15 n
20 3.0 25 22 29 20 14 09 04 03 04 -04
0.1 1.0 05 0.5 08 0.2 0.0 0.1 0.2 -05 0.0 01
12 1.9 15 22 20 1.9 25 1.2 0.9 0.6 -15 n
40 6.0 51 53 56 40 35 1 1.0 02 -09 n
13 05 04 0.0 0.6 08 14 15 08 0.2 02 n

Sources: NAI, NB.
(1) Contribution to the change in GDP.

(2) Final consumption expenditure of households and of general government, and gross fixed capital formation.

(3) Final domestic expenditure and change in inventories.
(@) Total domestic expenditure and exports of goods and services.

() Final consumption expenditure and gross fixed capital formation of general government.
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TABLE 17 SUMMARY ACCOUNT OF HOUSEHOLDS, AT CURRENT PRICES(
(data not adjusted for calendar effects, in € millior)

2003 2004 2008 2006 2007 2008 2000 2010 2011 012e
1. Gross primary inCome ......................ccoooiioiiiiii 210762 216080 222902 233660 246813 260366 259071 263908 270576 277428
Wages and salaries® ... 147171 151334 156 416 164017 172765 182160 183 820 187707 195787 202214
Property iNcomes® ............ ... 25240 25540 2577 26 489 28804 31042 30179 30543 28520 27969
Gross mixed INCOME .. ... .............oooieiiiiii 20375 21180 21350 22462 23016 23447 23121 23386 23586 23905
Gross operating SUrpIUS .. .......................... 17975 18027 19364 20693 22229 22818 21951 22 22684 23340
2. Current transfers® ... 38841 40279 41473 41809 44707 47172 41472 44519 46202  -46840
Transfers received ... 60898 62956 65581 67489 69186 73298 78647 80276 83501 87258
Transfers paid ... 99739 103 235 107 054 100 299 113892 120 469 120120 124794 120703 134098
3. Gross disposable income (1 +2) ... 171921 175 801 181429 191850 202106 213195 217598 219389 224374 230588
p.m. In real terms® ... 200194 200004 200992 206335 211345 215912 222035 219389 217635 217906
(percentage changes compared to the previous year) .. ... 02) 0.1 05 @7 2} @2 28 12 0.8 ©.1)
4. Change in households’ entitlements to additional pensions
accruing in the context of an occupational activity .............. 1716 1857 2009 1959 2467 2856 2577 3465 3064 3125
5. Final consumption expenditure . 144 590 150 454 156 153 163 500 171080 180174 179810 188 451 194 691 198704
6. Grosssavings (3 + 4 =5) ... 29047 27205 27285 30219 33404 35877 40 365 34403 32747 35009
p.m. In % of gross disposable income® . 16.7 153 149 156 164 166 183 154 14.4 150
7. Capital transfers® ... 763 -850 1250 1358 —1175 -1320 925 1731 -1950 ~1592
8. Gross capital formation ... 14822 16 200 19048 21036 22890 23900 2015 22814 22610 22667
9. Overall balance (6 + 7 =8) ................coooiiiii, 13462 10065 6982 7825 9428 10658 17426 9859 8187 10749
Sources: NAI, NE.
(1) The data in this table are calculated i gross terms, ie. before deduction of consumption of fixed capital.
(2) Remuneration (excluding that of owner entrepreneurs), including soial security contributions and cil service pensions.
(3) These are net amounts, .. the difference between incomes or transfers received from other sectors and those paid to other sectors, excluding transfers in kind.
(@) Data deflated by means of the household final consumption expeniture deflator
(5) In 9% of gross disposable income in the broad sense, ie. including the change in households’ entitiements to additional pensions accruing in the context of an occupational actviy.

(6) These are net amounts, i.e. the difference between transfers received from other sectors and those paid to other sectors, including net acquisitions of non-financial non-produced assets and et acquisiions of valuables.
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CHART 86 INDICATORS OF NON-PRICE COMPETITIVENESS
(difference in 9% between Belgium and the reference group, average 2009-2011, unless otherwise stated)

BELGIUM IN RELATION TO BELGIUM IN RELATION
THE THREE NEIGHBOURING  BELGIUM IN RELATION TO THE THREE BEST EU

Quality of human capital COUNTRIES TO THE EU COUNTRIES®

% of higher education graduates in the population
aged from 30 to 34 years

Higher education graduates in scientific or technical
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pm. Government funced®

Innovation performance
(innovation Union Scoreboard score)

9% of firms innovating processes

9% of tumover in new products™

9% of innovative firms regarding the conquest of
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9% of firms innovating marketing

Number of patent applications submitted to
the European Patent Office per millon active residents®
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Sources : EC, Global Entrepreneurship Monitor.
(1) The ranking of the best three countries s determined annually and may change from one year to the next.
(2) Data covering the years 2008-2010.

(3) Data covering the years 2007-2009.

(4) Data from the CIS 2010 survey.

(5) Data from the CIS 2008 survey.

(6) EU excluding Austria, Bulgaria, Cyprus, Estonia, Luxembourg and Malta.
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TABLE 17 HARMONISED INDEX OF CONSUMER PRICES AND LABOUR COSTS
(percentage changes compared to the previous year)

2008 2000 2010 201 2012 pm
s
ety
HICP L. 45 00 23 35 26 22
ENEIGY ... 198 140 10.0 17.0 60 56
Unprocessed food@ ....................... 28 04 35 02 34 38
Processed f00d .......................o.l 78 17 1.0 31 3.1 28
Underlying inflation® ..................... 18 21 11 17 18 15
Non-energy industrial goods ............. 13 14 08 1.0 09 13
SIVICES ..ot 23 26 14 22 25 16
p.m. Health index'® ......................... 42 06 17 321 27 -
p.m. National index ......................... 45 01 22 35 28 -
Labour costs in the private sector .............
per unit of oUtpUt ......... ...l 36 38 06 22 37e 239
per hour worked ......................... 37 27 09 23 32e 249

Sources: EC, OFCD, CEC, DGSEI, NAI, NBB.

(1) As in the other tables and charts in this chapter: HICE, weighted average based on household consumption; labour costs, weighted average based on GOP
() Fruit, vegetables, meat and fish.

(3) Measured by the HICE, excluding food and energy.

(@) National consumer price index excluding products deemed harmful to health, namely tobacco, alcoho, petrol and diesel.

(5) Average of the first three quarters; business sector (NACE branches of activity B to N).

(6) Estimate on an annual basis by the CEC.
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CHART 14 COMPETITIVENESS AND DOMESTIC DEMAND IN SOME EURO AREA MEMBER STATES
(indices 1999 = 100)

REAL EFFECTIVE EXCHANGE RATE

(based on unit labour costs in the total economy, DOMESTIC DEMAND.
36 trading partners) (excluding change in inventories, at constant prices)
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Source : EC.

(1) An appreciation of the real effective exchange rate eflects a deterioration in competitiveness.
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CHART 88 STRUCTURAL PRIMARY BALANCE (1)
(change compared to the previous year, percentage points
of GDP)
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Sources : NAI, NBB.
(1) According to the ESCB methodology, described in Boutheuilin C.,
Ph Cour-Thirmann, G. van den Dool, P, Hemandez de Cos, G. Langenus, M. Mohr,
. Momigiano and M. Tujula (2001), Cyciially adjusted budget balznces
An altemative approach, ECB, Working Paper 7.






