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    1. Constantly changing global situation


    1. Following the deep wounds inflicted by the economic and financial crisis, the recovery continued to make hesitant progress in the advanced economies in2015. Growth reached 1.9%, compared to 1.8% in2014. Conversely, in the emerging economies, economic activity slowed for the fifth consecutive year, recording only 4% growth, which was 0.6of a percentage point below the2014 figure. Owing to the scale of this slowdown and the emerging countries’ weight in the international economy they now account for almost 60% of the world’s economic activity, growth decelerated worldwide, dropping from 3.4% in 2014to 3.1% in2015. This triggered a steep fall in commodity prices a movement which had already begun at the end of 2014 and led to slower expansion of world trade. At just 2.6%, the growth of world trade actually lagged behind the expansion of global activity, whereas trade flows generally grow faster than GDP.


    2. The slowdown in the emerging countries sapped the strength of the recovery in the advanced economies, particularly during the second half of the year when the financial markets also suffered from heightened uncertainty and volatility. Nonetheless, domestic growth remained fairly robust, partly because the various decision-makers modified their policies to take account of the new headwinds coming from the emerging countries. In addition, numerous advanced economies are net commodity importers so that the purchasing power gained from the fall in commodity prices substantially offset the less favourable export figures.


    3. The recovery was more vigorous in theUnitedKingdom and in theUnitedStates where, inDecember, the FederalReserve raised the key interest rates for the first time since the crisis. In that respect, it announced that the subsequent monetary policy normalisation process would probably be very gradual. The recovery was also maintained in Japan and in the euro area, albeit at a more modest pace. However, the under-utilisation of production capacity and the resulting downward pressure on prices in the euro area remain considerable, so that the monetary policy stance was eased again in2015, as will be explained in more detail below. These monetary policy divergences in the leading advanced economies were reflected in the continued decoupling of their long-term interest rates and by significant exchange rate movements between their respective currencies. In a context of great intrinsic uncertainty over the state of the economy, central banks must duly continue to communicate their intentions and avoid being a source of uncertainty themselves. Such communication will inevitably be conditional and must clearly indicate the extent to which the intentions depend on the materialisation of certain macroeconomic scenarios.


    4. The slackening pace of growth in the emerging economies is due to a combination of mutually reinforcing factors. However, the principal reason is the reversal of the credit and investment boom of preceding years. In China, where that investment boom was mainly financed internally, the authorities opted for a centralised transition from an economy focusing on investment and exports to a growth model geared more to consumption and services. Although that transition is vital to achieve a more balanced, sustainable and environment-friendly growth model, it implies the risk of an excessively abrupt growth slowdown in the short term and could exacerbate the vulnerabilities that have built up in the Chinese financial system. To contain those risks, the Chinese authorities decided to ease their fiscal, monetary and exchange rate policies in2015. However, the great uncertainty surrounding current economic developments persisted, and the financial markets were very jittery in the early weeks of2016. China is now in fact the world’s largest economy.


    5. Conversely, in many other emerging economies which traditionally maintain very close trading relations with China, the boom was financed externally. In some cases, the expansion was also heavily concentrated on the extraction of raw materials destined mainly for China, since the production process there has hitherto been highly commodity-intensive. Owing to the reappraisal of the outlook for growth and the prospect of a normalisation of monetary policy in theUnitedStates, some of those countries experienced a sudden reversal of their capital flows, leading to tighter financial conditions and sharp currency depreciations. These movements were most apparent in Russia which also had to contend with the trade embargo decreed by the EU and Brazil, two countries which saw the value of their currency drop by almost half between mid-2014 and the end of2015, while their economies contracted by almost 4% in2015. In such circumstances, the currency depreciation will in principle have a corrective effect by supporting net exports, but in countries where a large proportion of loans are denominated in foreign currency, it also exacerbates the fragility of the financial system. If, in addition, the monetary policy is insufficiently credible, that can cause a self-sustaining depreciation spiral owing to the expectation of further price increases. A number of Latin American countries, including Argentina and Brazil, recorded high inflation in2015.


    6. The implications of the end of the investment boom are not just cyclical. Insofar as the boom led to structural excess investment in certain sectors, it also has an impact on production potential. That applies primarily to the commodity-exporting countries, as some production facilities can no longer be run profitably owing to the slump in prices. For their part, economies with better fundamentals continued to record robust growth rates. For example, India achieved growth of 7.3%, equalling the2014 figure. This shows that the permanent integration of less advanced countries into the global economy continues to offer huge potential in the long term. The opening up of markets where both needs and potential for catching up are massive generates numerous investment opportunities for the excess savings built up in certain advanced economies with an ageing population.


    7. The slackening pace and changing composition of growth in China imply that pressure on finite resources as well as greenhouse gas emissions could diminish, although there is a risk that the steep fall in prices might lead to higher consumption elsewhere. At the December2015 climate conference in Paris, the UnitedNations countries concluded an agreement aimed at limiting global warming. Ultimately, that should help to protect not only the ecosystem but also the whole economic fabric against the effects of climate change. As the corollary to this long-term gain, the transition to an economy with lower greenhouse gas emissions implies various costs in the short term. The efficient accomplishment of that transition is a huge challenge and will entail a major reallocation of resources. On the other hand, this reordering also offers opportunities in that intensified research and investment in technologies protecting the environment may be a source of growth and could help to resolve the current investment deficit. Moreover, the consequences will not be confined to the real economy; they also require attention from the financial stability angle. Thus, an abrupt revision of the prices of frequently debt-financed assets associated with high emission rates could put stress on the financial system. The risks for both the real economy and the financial system will be easier to control if the transition begins early enough so that it can be as gradual and predictable as possible.


    8. The year 2015 also brought the steadily widening repercussions of geopolitical tensions and conflicts, not only in the form of terrorist attacks the impact of which has so far been fairly small in both Belgium and the euro area, but also in the increasing flow of refugees. These refugee movements are primarily within the actual conflict regions but, since the summer, have also been increasingly towards the EUcountries. Apart from the logistical, social and societal problems associated with such an influx of refugees, there is the question of its economic consequences. According to an initial analysis by theEuropeanCommission inevitably subject to much uncertainty the number of asylum-seekers came to more than a million in 2015, and that could rise to three million by 2017. That being the case, the economic impact and more particularly the effect on public finances is likely to be limited overall, especially considering that the total population of the EU will probably grow by no more than 0.4%, bearing in mind that not all asylum applications will be accepted. Over a somewhat longer term, the effect on public finances could actually be slightly positive, although that depends very much on how successful the newcomers are in finding work, and hence on their contribution to economic growth. The speed of the recognition procedures, the aptitudes and skills of the asylum-seekers on arrival, and the efforts of the host countries to encourage their integration into the labour market are key determinants in that respect. The challenges are considerable, and will require lengthy efforts, but this investment is vital to transform the current flow of migrants into a positive supply shock for the European economy. In the longer term, the consequences will be greatest for the three main countries of destination, namely Germany, Austria and Sweden, whereas, in the shorter term, the reception costs will also be concentrated in the transit countries.


    9. In the light of a constantly changing global situation, it is necessary to be sufficiently adaptable while remaining aware of the impact of globalisation on social cohesion. In that respect, national economies need to resist the instinctive response of insularity and guard against protectionism. Openness and international trade also and above all imply greater prosperity: trade boosts productivity, facilitates the spread of new technologies, opens up new markets, strengthens competition and gives consumers access to new products and greater variety. For theEUcountries, and especially for those in the European Economic and Monetary Union (EMU), the events of2015 also showed that the process of European integration requires a qualitative adjustment. The approach to the refugee question, the debate on Greece’s participation in the euro during the summer, and theUnitedKingdom’s request for revision of its EU membership conditions all point in that direction. This adjustment has to result in a more effective approach to mutual challenges, safeguard the integrity of theMonetaryUnion via the necessary deepening of EMU, and culminate in a new balance between EU membership and participation in theMonetaryUnion. That is not an end in itself but a necessary step in order to provide maximum support for growth dynamics in Europe, take full advantage of the introduction of the euro, and ensure an appropriate presence on the international stage.


    2. Euro area: redirecting the recovery towards sustainable growth and strengthening the fundamentals for a stable Monetary Union


    10. Growth in the euro area accelerated from 0.9% in2014 to 1.6% in2015, although it weakened slightly in the second half of the year owing to flagging demand from the emerging economies. Furthermore, the revival was evident in almost all the euro area countries. Lower oil prices, favourable financing conditions associated with an accommodative monetary policy, and the transition from a restrictive fiscal policy to a neutral stance were all factors supporting domestic demand which has since become the engine of growth. The euro’s depreciation tempered the impact on exports of the slowdown in world trade. Nonetheless, the recovery remained modest considering both the scale of the favourable factors at work in2015 and the upturn now apparent in other advanced economies such as theUnitedStates and theUnitedKingdom. Within the euro area, economic activity has yet to regain its pre-crisis level and, despite the approximately 1% rise in employment, unemployment still stood at 10.5% at the end of the year.


    11. These various factors are holding down domestic costs, particularly unit labour costs. Leaving aside energy and food, inflation therefore reached no more than 0.8%. On top of that came the effect of substantial falls in prices of commodities especially crude oil so that the overall consumer price index did not increase at all in2015. What is more, this had some impact on inflation expectations, even in the longer term. If this dynamic persists without an appropriate policy response, there is a danger that the economy could become stuck in a low inflation environment, or could even slide towards deflation, because the lower expectations influence pricing and wage-setting, and therefore also have an impact on actual inflation. Moreover, real interest rates rise if the fall in inflation expectations is not countered by an easing of monetary policy; that curbs the revival in activity, and hence inflation itself. From then on, low inflation is no longer a mere symptom of the economic malaise which is already worrying in itself but also becomes a factor hampering the recovery, notably by impeding the debt reduction process.


    12. In2015, in view of these risks and their seriousness, the ECB Governing Council opted for a further easing of monetary policy. Since there was little scope available for another cut in the key interest rates, the easing primarily took the form of a substantial securities purchase programme announced inJanuary2015 and implemented from March onwards. It was modelled on the2014 programme for the purchase of asset-backed securities (ABS) and covered bank bonds. The programme, which consists in purchasing not only the assets mentioned above but also euro area public sector bonds on the secondary market for a total of € 60billion per month, was initially scheduled up toSeptember 2016, and was in any case to continue as long as necessary to secure a sustained adjustment in the inflation profile compatible with the target of inflation below but close to 2% over the medium term. After the summer, when it became clear that it would take longer to achieve that sustained adjustment in the inflation profile, the Governing Council further heightened the accommodative character of monetary policy in December. To that end, it extended the purchase programme by six months toMarch2017 and decided that it would now also acquire regional and local authority bonds. That six-month extension is simply the logical application of the criteria set out at the start of the programme. Moreover, those criteria are being upheld in full so that the purchase programme can continue beyond March2017 if that becomes necessary for price stability. In addition, a reinvestment policy was announced for securities maturing, the deposit facility interest rate was cut by 10basis points to 0.3%, and it was announced that the fixed-rate tenders with full allotment would continue until at least the end of2017 for all refinancing operations. This not only extended the asset purchase programme but reinforced it with additional measures.


    13. The easing had a favourable impact on financing conditions in the economy. Despite periods of heightened volatility, the nominal interest rate on government bonds dropped to an unprecedentedly low level, not only in Germany but also in the more vulnerable euro area countries. In addition, the decline in inflation expectations was halted so that real long-term interest rates relevant for decisions on expenditure also subsided. Furthermore, the space created in the portfolios of investors and financial institutions by the sale of government securities to the Eurosystem encouraged the search for other investment opportunities, including outside the euro area. That underpinned the value of riskier assets such as corporate bonds and equities, while the euro exchange rate declined. In2015, the monetary stimulus steadily gained traction in the case of households and businesses, which depend heavily on the banks for their funding. The interest rates on new bank loans thus declined significantly, especially in the more vulnerable euro area countries where the transmission of key interest rate cuts had previously been incomplete. Combined with less restrictive credit conditions and rising demand, this restored the growth of lending to positive territory in2015, thus supporting the recovery.


    14. But, it must be remembered that the accommodative monetary policy has side effects and is not without risks to financial stability. Those risks concern the possibility of an overvaluation of asset prices, an excessive search for yield particularly on the part of financial institutions experiencing a slump in profitability in a low interest rate environment and a distortion of resource allocation within the economy, which ultimately undermines growth potential. So long as these risks are only present in certain segments of the financial system, prudential policy and particularly macroprudential policy is the best way of containing them. Monetary policy can thus concentrate on its primary objective the maintenance of price stability which also has positive spillover effects on financial stability via a beneficial impact on debt reduction, the economic recovery, and hence the quality of outstanding credit. Conversely, if financial stability is threatened by widespread risks which sooner or later could, if they materialised, have implications for macroeconomic stability monetary policy needs to take them into account as well, in a medium-term perspective.


    15. At this stage, the euro area shows few signs of a general overvaluation of asset prices. Nor does it appear to be on the verge of a new credit boom. On the contrary, over-restrictive credit conditions remain a source of concern as they hamper the funding of new projects. On the other hand, the profitability of banks and insurers appears to have come under pressure owing to both the slow nominal growth and the low interest rate environment. For the rest, the trend in commercial property prices is dynamic. In regard to residential property, following the sharp corrections in some countries, there does not appear to be any overvaluation in the European Monetary Union taken as a whole, although there are still wide variations between countries. Taking account of the sectoral and often also national nature of these vulnerabilities, the current low interest rate environment calls for an important role within theMonetaryUnion not only for macroprudential policy but also, and above all, for the national component of that policy. The implementation of macroprudential policy inBelgium, which is the Bank’s responsibility, is described in detail later.


    16. But is monetary policy holding interest rates at a level which is artificially low or even too low? In a historical perspective, the current low interest rate environment is indeed highly unusual: at the end of 2015, the yield on Belgian government bonds was negative for all maturities up to four years, and that applied even up to five years in Germany. From a more normative point of view, taking account of the imbalance between saving and investment, and the accompanying economic malaise and disinflation two factors which have also reached an exceptional scale in the euro area the current level of interest rates is not surprising. For the time being, the underlying economic determinants justify very low interest rates. What is happening here is that more secular forces, such as the low growth potential of the euro area, are operating along with cyclical factors linked to dealing with the legacy of the financial and debt crisis a process which has been hampered by the incompleteness of the institutional architecture of the EMU and the resulting financial fragmentation during the crisis. The interaction between the muted future prospects and the legacy of the past influences current decisions on expenditure and is clearly impeding business investment. Since2012, that investment has been less dynamic than might have been expected in the light of its usual cyclical profile, and that in turn has implications for future output potential. The accommodative monetary policy is not enough in itself to escape this impasse, but is nonetheless absolutely essential because it stimulates demand and prevents the persistence of disinflation, thus also helping to hold the inflation component of nominal interest rates up. However, in order to improve the efficiency of monetary policy and provide a structural stimulus for growth and hence for interest rates, it is also necessary to apply a whole range of other levers. It is a question of improving the flow of funding for the economy, conducting a growth-friendly fiscal policy geared to stability, strengthening potential growth and completing the institutional architecture of the euro area. The success achieved in activating these levers will determine the degree to which interest rates return to normal, and the timing of that normalisation.


    17. One of the factors holding back the momentum of the recovery is that the non-financial private sector is still feeling the effects of a high debt level. In theUnitedStates, deleveraging is more advanced, not only because it has benefited from stronger nominal growth, but also because it was encouraged by debt write-down. The crisis also had a serious impact on the balance sheets of the banks the main source of finance in the euro area. In the meantime, significant progress has been achieved here, notably via recapitalisation as a result of the comprehensive assessment which preceded theNovember2014 transition to the single supervisory mechanism (SSM) and the phasing in, for European banks, of the more stringent Basel III framework as defined by EU legislation. Together with the accommodative monetary policy, these factors helped to restore the smooth functioning of the bank credit channel. However, the banks’ balance sheets still include non-performing loans, especially in the countries hardest hit by the crisis. Obstacles to their efficient resolution, such as factors relating to bankruptcy law, must be removed. That will bring the debt ratio down faster without causing excessive levels of saving, and will create scope for new lending to investment projects likely to support growth potential. InSeptember2015, theEuropeanCommission launched a large-scale project in the EU for the purpose of unifying the capital markets with the aim of diversifying the financing of the economy and thus tapping new sources of funding. Although the Capital Markets Union is a medium-term project, efforts are already being made in the short term to relaunch high-quality securitisation and facilitate long-term infrastructure investment. Rapid progress is vital here to foster the recovery. In that respect, however, it is necessary to ensure that the transition to more market financing does not increase the risks to financial stability.


    18. In the euro area, the impact of deleveraging in the private sector largely coincided with the substantial fiscal consolidation prompted by the sovereign debt crisis, while other advanced economies had greater scope for a sequential reduction of leverage in the private and public sectors. That hampered the recovery, even though fiscal policy ceased to be restrictive in2015. The reduction in the euro area public deficit, from 2.6% in2014 to 2% in 2015, is in fact entirely attributable to a cyclical improvement and the fall in interest charges. As a result, the public debt also declined for the first time from 94.5% to 94% of GDP. That said, there is little scope for supporting demand by using fiscal policy. Although most countries no longer have an excessive deficit of more than 3% of GDP, many of them are still a long way from their medium-term objective under the preventive arm of the Stability and Growth Pact. Safeguarding the sustainability of public finances remains crucial in order to cope with the budgetary cost of population ageing and create financial buffers for the future. Greater confidence in public finances is in turn favourable to private sector consumption and investment. Since the Pact is geared very much to the medium term, its implementation offers some scope for flexibility. InJanuary2015, theEuropeanCommission explained how it intended to make optimum use of that flexibility to pursue a fiscal policy conducive to growth, encouraging structural reforms which promote the sustainability of public finances in the long term and boosting investment, particularly in the context of the new European Fund for Strategic Investments. In the autumn, during the review of the draft budgets for2016, theEuropeanCommission also stated that it considered the additional costs of the refugee crisis to be an exceptional factor. Fiscal policy can also encourage growth by steering expenditure towards investment or by reducing the charges on labour and transferring them to sources of taxation less damaging to employment.


    19. To ensure that the recovery is sustainable, reforms are likewise needed to strengthen the supply side of the economy. In the first place, these reforms support growth potential by encouraging more intensive and efficient use of the production factors. That is essential since the euro area’s growth potential is barely 1%, whereas that of theUnitedStates is 2%. At the same time, these reforms promote more effective support for demand, as the improvement in the outlook shortens the laborious debt reduction process, increases the scope for expenditure and stimulates investment. The catalyst is a confidence boost. It is therefore absolutely vital for the reforms to be credible. They also enhance the economy’s adaptability so that, as the reallocation of resources becomes easier, demand is steered towards the appropriate sectors and employment can respond faster to rising demand. That reduces the risk that the current unacceptably high unemployment which was initially cyclical could become structural. In theMonetaryUnion, where the economies no longer pursue their own monetary or exchange rate policy, it is also vital to augment adaptability in order to absorb asymmetric shocks. The reforms are proving beneficial. Some countries which were very severely affected by the crisis and have carried out reforms such as Ireland and Spain are now recording strong growth rates once again.


    20. Work is also needed on the completion of EMU, a process which was outlined inJune2015 in a report by the President of theEuropeanCommission drawn up in close collaboration with the Presidents of the European Council, the Eurogroup, the European Central Bank and the European Parliament. The Monetary Union needs a stronger foundation so that, via the enhanced efficiency of its constituent economies, it becomes more effective and stable itself, and therefore capable of meeting the high expectations. To that end, following the adjustments already made to its architecture since the outbreak of the crisis, particularly in the sphere of economic governance and the banking union, further qualitative progress is needed to ensure that participating countries are permanently better off within the union rather than outside, despite having renounced their own monetary policy as an adjustment tool. That will entail increased responsability combined with greater solidarity. All monetary unions that operate satisfactorily have mechanisms for both risk control and risk-sharing, mechanisms that are not sufficiently developed in EMU. Reinforcement of EMU’s institutional architecture is the only way to end once and for all the doubts over the irreversibility of the euro. So long as doubts persist, as was clearly the case at the height of the crisis in the summer of2012, or following the problems in Greece in2015, there is a danger of the single currency being reduced to an exchange rate system of fixed parities which may nonetheless be adjusted sooner or later. The incomplete architecture of theMonetaryUnion is one of the reasons why the crisis left such deep scars on the euro area.


    21. First, EMU does not have sufficient characteristics of an economic union. Its economic governance needs to be better coordinated and democratically legitimised in order to encourage and assist the countries in conducting an appropriate macroeconomic policy which aims to increase prosperity, prevent crises and acquire, at national level, adjustment mechanisms and sufficient buffers to absorb shocks. It is also necessary to pay closer attention to the interdependence between MemberStates. To that end, inOctober2015, theEuropeanCommission proposed adjusting the European Semester to take greater account of developments at the level of theMonetaryUnion as a whole, and of employment and the social implications of the policies pursued. It also recommended establishing a system of National Competitiveness Boards, and an independent European Fiscal Board is in the process of being set up. The latter will play an advisory role not only in regard to the application of the EU fiscal governance framework but also in the formulation of an appropriate fiscal policy at the level of the euro area as a whole.


    22. However good the economic governance, sooner or later the EMU countries will suffer asymmetric shocks, which cannot be absorbed by the buffers particularly budgetary ones built up at national level. It is therefore necessary to establish more risk-sharing mechanisms. With appropriate financial integration, that can be done by recourse to the private sector, but going forward, it would be preferable to back those mechanisms up with mutual last resort safety net arrangements for the financial system, and at a later stage, with the development of a fiscal stabilisation function. Together with the economic union, the financial union and the fiscal union are in fact two vital pillars of the efficient operation of theMonetaryUnion. In addition, the ambitious aim of completing EMU can be achieved only if it has sufficient democratic support and is backed by a genuine political union which will have to be the keystone of the reform programme.


    23. In the first place, a financial union is of direct importance for the integrity of the single currency. Thus, the events in Greece made it abundantly clear that if a banking sector which is still far too national encounters problems, that may lead to an exit dynamic. A financial union can also contribute to risk-sharing in the private sector. During the run-up to the crisis, financial integration mainly took the form of short-term interbank lending, whereas the retail banks’ activities were still very much geared to the national economies themselves. That situation certainly did not give rise to risk-sharing during the crisis; on the contrary, when the interbank market dried up, the financial system fragmented along national borders because the banks had to turn to their respective public authorities, and a negative spiral developed between the two sectors. That is why the launch of the Capital Markets Union project is equally crucial from this angle, too, since it can help to ensure that the financing of the euro area economies takes place less via bank intermediation, and instead takes the form of financial products better suited to effective risk-sharing in the private sector. It is also necessary to proceed with completion of the banking union a project which was launched at the end of2012 and started inNovember2014 with the changeover to the SSM.


    24. While the regulation and supervision of credit institutions are now largely standardised, two components have yet to be completed in order to finalise the banking union. In regard to the first element, namely the introduction of a single resolution mechanism, that has already been more or less accomplished since the entry into operation of the Single Resolution Board for the euro area and, in Belgium, the Resolution College, which is legally established within the Bank. In parallel with the development of the first resolution plans, theEuropeanBankingAuthority (EBA) set the course for imposing a minimum requirement in terms of own funds and other liabilities which might be eligible for a bail-in if an individual bank got into serious difficulties. In accordance with the Bank Recovery and Resolution Directive (BRRD), the approach is first to opt for a model of risk-sharing within the private sector. But to effectively limit the costs to the taxpayer, it is also necessary to prevent that resolution model from generating new risks to financial stability. The resources available internally can, if necessary, be increased by the intervention of a Single Resolution Fund to be formed by gradually merging the national resolution funds in order to achieve the target of at least 1% of total deposits by2024. This Single Resolution Fund came into effect on 1January2016 and upto2024 if all other financial resources are exhausted, it can resort to a system of bridging finance provided by the Member States. A common backstop will also be needed once the Fund is fully operational in2024.


    25. On the other hand, the second missing component of the banking union is a more distant prospect. This concerns the creation of a joint deposit guarantee system. At the end of2015, theEuropeanCommission proposed establishing a European Deposit Insurance Scheme based on a European deposit guarantee fund created by risk-weighted contributions from the banks and managed by the Single Resolution Board. The transition from national systems to a European scheme would take place in stages, starting with a reinsurance mechanism and proceeding via co-insurance, culminating in the full assumption of the deposit guarantee by the European system. However, this risk-sharing must be accompanied by better risk control. That is why it is also necessary to devise mechanisms which keep the stability of the financial system separate from national public finances. In that regard, a reflection has started at both European and international level concerning the prudential treatment of credit institutions’ claims on sovereign authorities.


    26. The deepening of EMU faces numerous obstacles and progress is sometimes hard, as is evident from the hesitancy over the finalisation of the banking union. A political and fiscal union is, by nature, even more complicated to achieve, and at present there is insufficient support for it in society. EMU must therefore inevitably be completed step by step. But if theMonetaryUnion is to become more robust and efficient, then there can be no doubt from a purely economic point of view that sooner or later it will have to go down the road indicated in the Five Presidents’ Report.


    3. The Belgian financial system in the low interest rate environment


    27. The restructuring measures implemented after the financial crisis brought profound changes in the appearance of the Belgian financial sector. Balance sheets were slimmed down and the main excesses of the past were corrected, leading to a refocusing on the domestic market. Credit institutions were thus able to restore their solvency and achieve good profitability in2015. The decline in interest rates bolstered demand for bank loans, improved the debtor situation reducing the credit risk, strengthened market liquidity, thus lowering financing costs, and pushed up the value of bonds, a source of capital gains for banks and insurance companies.


    28. This last effect which has greatly benefited financial intermediaries in recent years is now tending to fade away as interest rates approach their floor. The first sign of that is the stress on intermediation margins, which are still the main income source for financial institutions. Legal or commercial requirements put a floor on interest rates for sight deposits and savings deposits, whereas competition continues to drive down interest rates for borrowers. It is probably on the mortgage market that this constraint has been most acute, as many borrowers repaid their loans early and took out new loans on more favourable terms. The imposition of an early repayment indemnity on these refinancing operations generated income for the banks which, while considerable, was non-recurring, whereas the drop in interest rates will weigh on profitability throughout the full term of these new loans.


    29. Insurance companies also face an interest rate risk, especially in the life insurance segment, as market interest rates have dropped well below the guaranteed yields on many contracts dating from earlier years. Up to now, the difference has been offset by gains on portfolio securities or by the yields still being received on older bonds. Insurers need to impose strict limits on the distribution of profits to their policy-holders or shareholders so as not to exhaust a source of income which is vital for continuing fulfilment of their contractual obligations. It is also imperative to align the interest rates on new contracts with current market conditions. In that connection, the Bank proposed cutting the maximum benchmark rate on individual life insurance contracts from 3.75% to 1.5%. In January2016, theMinisterof theEconomy decided to bring this rate back up to 2%. The draft Law on the status and supervision of insurance and reinsurance companies also incorporates a legal framework for a regular procedure for setting that benchmark interest rate. The Bank likewise welcomes the agreement between the social partners on the review of the minimum interest rates that employers must guarantee under their pension plans.


    30. To overcome their liability management problems, Belgian banks and insurers are trying to maximise the return on their assets, either by widening the maturity gap between their assets and their liabilities, or by taking on more credit risk. The lessons of the past are still recent, and financial intermediaries remain very cautious in their lending to foreign borrowers. It is more on the domestic market, and particularly on the residential property market, that lending has continued to expand. In contrast to many European countries, Belgium did not experience any property crisis, but it is only very recently that the steady price rises came to a halt. While the market is not easy to assess from indicators that sometimes give contradictory signals, attention should focus on the banks’ lending policies, especially as the overall debt ratio of Belgian households, traditionally lower than elsewhere in the euro area, has risen sharply in recent years to approach the European average. Some mortgage loans are for amounts almost equivalent to the total value of the mortgaged property, or entail repayments representing a worrying percentage of the borrowers’ income. The Bank therefore proposed a one-year extension of its macroprudential policy measure imposing a 5percentage point surcharge on the risk-weighting coefficients applied to Belgian mortgage loans by institutions using internal models. It is also continuing to keep a close eye on the property market situation in order to determine whether additional measures should be considered.


    31. A targeted, individual measure was deemed preferable to the imposition of a uniform minimum capital requirement which would have penalised the most prudent banks, or the general introduction of a countercyclical capital buffer applicable to all loans; that is not currently justified in view of the weak growth of corporate lending. The Bank nonetheless set up the reference framework enabling such an instrument to be introduced in the future. It thus complied with the European rules requesting every Member State to equip itself with macroprudential tools providing protection against the emergence of systemic risks which could threaten the stability of the entire financial system. Those instruments are not designed solely to achieve a cyclical aim, by preventing a credit boom which could lead to excessive debt levels followed by an abrupt asset price correction. They can also be used for more structural purposes, in order to limit the risks of contagion that could result if financial transactions are concentrated too heavily on a limited number of large institutions. With that in mind, at the beginning of 2016, the Bank introduced a capital buffer for systemic institutions, in accordance with the EBA guidelines. In line with this methodology, the Bank considers eight Belgian banks to be domestic systemically important institutions. Four of them BNP Paribas Fortis, KBC Group, ING Belgium and Belfius Banque are subject to a capital surcharge of 1.5% of the risk-weighted assets, while the other four AXA Bank Europe, Argenta, Euroclear and The Bank of New York Mellon will have to create an additional 0.75% buffer. Those buffers will be phased in over three years. These various measures were implemented in close consultation with the ECB which, since the entry into force of the SSM, shares macroprudential powers with the national authorities, the ECB having the right to strengthen but not to weaken the national provisions.


    32. In contrast, in the microprudential sphere, the ECB has acquired a dominant role: since the entry into force of the SSM inNovember2014, it has become directly responsible for the supervision of the main credit institutions of the euro area. During the first year of operation of the new system, the ECB set out to standardise the arrangements for exercising bank supervision between the various euro area countries. That involved two main aspects. The first concerned the application of the second pillar of the Basel III accords organising a structured dialogue between the bank supervisory authorities and the financial institutions subject to their supervision. The ECB revised the individual banks’ estimates of their capital needs and compared them with its own risk analyses, arriving at supplementary requirements that those banks must respect in2016 in addition to the minimum regulatory capital. The second aspect concerns the treatment of discretionary assessment options and margins available to the national authorities in the application of European legislation on the activities, supervision and prudential obligations of credit institutions. As that national latitude can sometimes create substantial variations in capital requirements between different banks, the ECB endeavoured to harmonise the use of that margin of manoeuvre while keeping certain options open. For instance, for banking groups in the insurance business, the ECB retained the option of not deducting from the capital the stakes that those banks hold in insurance companies, while in the case of banking subsidiaries of large foreign groups, it left some latitude over the criteria to be complied with by those subsidiaries in order to respect the liquidity ratios in the short term and the risk concentration limits for intra-group exposures.


    33. Adjustments to the regulations also continued in the other segments of financial activity. In the insurance sector, the draft Law on the status and supervision of insurance and reinsurance companies aims to transpose into Belgian law the important Solvency II Directive which came into force at the start of the year. This change to the reference system will have radical implications for the sector, since the capital requirements will now have to be calculated on the basis of all the risks concerning both assets and liabilities, particularly for provisions which will have to be valued with reference to market interest rates. In2015, in preparation for the entry into force of the new Directive, the Bank examined adherence to the qualitative corporate governance standards and the reliability of the financial and accounting data that insurance companies have to submit in order to enable the prudential authorities to verify compliance with the new requirements. The Bank also processed the applications from companies wishing to use an internal model to determine their capital requirement under Solvency II, and examined the adequacy of the technical reserves applicable under the new regime, enlisting the assistance of external actuaries in the case of some large companies. These various analyses showed that the sector is generally ready for the entry into force of Solvency II, although the degree of preparedness and the safety margins in relation to the minimum requirements vary greatly from one company to another.


    34. In regard to financial infrastructures, there was a continuing gradual transition from a supervisory system based on compliance with general principles and the exertion of moral suasion to a stricter framework involving binding rules. That is true, in particular, for the application of the new EU Regulation on central securities depositories, which gives the European prudential authorities the task of drawing up technical standards for submission to the EC. A matter of particular importance to financial infrastructures though not confined to that sector is cyber security. The digital age and growing use of service platforms available on the internet render financial institutions extremely vulnerable to external intrusion, particularly in the case of networked financial activities. InDecember, the Bank published a circular specifying the additional prudential expectations concerning the operational continuity and security of systemic financial institutions. That circular was in line with the work being done by international organisations on the development of measures to protect against cyber risks. In a related sphere, in2015, the European Parliament and the European Council adopted the Directive on the prevention of the use of the financial system for the purpose of money-laundering and terrorist financing. These new rules will be transposed into Belgian law in the coming months, helping to bring Belgium into line with the recommendations which the Financial Action Task Force (FATF) made in2015 in its fourth report assessing the measures introduced by Belgium to combat money-laundering and terrorist financing.


    35. The numerous measures implemented in recent years bear witness to the desire to reform the prudential regulation and supervision framework to take account of the lessons of the crisis. However, the supervisory authorities are not the only ones needing to reorganise their activities. Financial intermediaries also need to reconsider their business model, particularly owing to the pressure of technological developments which are changing methods of access to financial services. They should begin by cutting their operating costs in line with the smaller scope of business, adjusting their tariffs and the hierarchy of debit and credit interest rates to tailor them more closely to the costs of the various services, and changing the way they design their products. The substantial efforts that financial intermediaries have already made in these areas must continue. All the same, in an economic environment featuring a slower growth rate and very low yields, those measures do not obviate the need for a more radical reflection on the potential impact of regulatory changes and technological progress on the future development of the financial sector.


    36. In promoting financial integration within the euro area, the SSM will have a major influence on the Belgian market. The harmonisation of supervision procedures could favour the development of cross-border groups, the requirements imposed respectively on parent companies and subsidiaries could be reconsidered, while the strategic choices of the leading Belgian banks will from now on be examined by the ECB. Those institutions will have to clearly explain the advantages of their main strategic choices, especially where they differ from the structures usual elsewhere in the euro area, as is the case for the Belgian bancassurance model.


    37. Another initiative which has already been mentioned and which may influence competition conditions between financial intermediaries is the Capital Markets Union Action Plan, launched by the EC inSeptember2015. The aim is to encourage the development of other funding sources, complementary to bank financing, notably by relaunching high-quality securitisation, facilitating long-term investment in infrastructure by insurers and pension funds, and initiating consultations on venture capital funds and covered bonds. These alternative funding sources notably via the new European long-term investment funds (ELTIFs) set up inMay2015 by anEURegulation could enable Belgian financial intermediaries to offer their customers investment opportunities generating a higher return than traditional banking products. The banks have for some years been exploiting the synergies with investment funds arising from asset management consultancy activities in order to generate fee income to supplement interest income. Those links with businesses outside the sphere of credit institutions are tending to proliferate, creating a shadow banking sector. This diversification of the financial circuits is a good thing because it means that Belgian and European firms need no longer depend solely on bank financing, but it is necessary to ensure that the use of these parallel entities is not a means of circumventing prudential supervision and market transparency obligations.


    38. In the years ahead, the major challenge that financial intermediaries are likely to face will concern the spread of IT innovations. New players specialising in the development and application of digital technologies will try to penetrate the financial market, particularly in the sphere of payment services or credit platforms and crowdfunding. Traditional financial intermediaries will need to revise their business models, using integrated data platforms in order to provide the speedy, flexible services that customers now expect. Financial institutions might have to abandon the separation of their various activities blurring the distinction between services for business and private customers and concentrate instead on an integrated approach. New business models are being developed which offer traditional banking activities in new ways, e.g. by exploiting massive databases or by totally revamping the transaction process. The degree to which traditional financial institutions will themselves be able to direct and adopt the radical changes expected in the IT sphere will determine whether they themselves or new players will dominate the supply of financial services in the future. In this regard, traditional intermediaries will also have to pay attention to presenting their services in modular form, optimising their costs and ensuring that IT innovations in financial services are customer-friendly.


    39. The authorities are aware that they have a supporting role to play during the sector’s transformation, and in2015 the Minister of Finance set up a group of leading experts to consider the future of the financial system in Belgium. Seeing that the most attractive financial centres are the ones operating within a stable and predictable legal, fiscal and regulatory framework, thriving in conditions that foster expertise and skills, the experts issued a number of recommendations aimed at strengthening the resilience of the Belgian financial market and making it more competitive. The Bank is prepared to work with the Minister of Finance in following up this report in areas which fall within its competence. It welcomes the experts’ decision to refrain from proposing measures and tax incentives which would be unrealistic in the current fiscal conditions and would merely introduce distortions in the collection and allocation of financial savings. Similarly, it also supports the idea of simplifying taxation of investment income to enhance its neutrality. The government’s main contribution to the smooth operation of the financial system must be to maintain a general environment conducive to the development of a flexible and competitive economy, in which the financial system can benefit from the expansion of activity and contribute towards support for growth.


    4. The Belgian economy: obstacles to growth removed


    40. In the wake of the euro area’s recovery, the gradual revival of the Belgian economy has continued. The efforts to promote competitiveness and employment are already having some effect, but should continue to produce results in the years ahead. There have also been significant measures to ensure the long-term sustainability of public finances, but in2015 only very modest progress was achieved in fiscal consolidation.


    41. The Belgian economy still faces considerable challenges. They pre-date the crisis and concern progressive globalisation, climate change, the impact of rapid technological development and the costs of population ageing. The crisis has also left scars, so that the environment in which these challenges must be addressed has deteriorated. For instance, the public debt has risen by almost 20percentage points of GDP in the space of eight years, swelling from 86.9% in2007 to 106.5% in 2015, although the switchover to the new European System of Accounts (ESA 2010) also played a role here. The crisis also had an impact on employment, albeit to a lesser degree than in the euro area. Between2007 and 2015, the employment rate dropped from 67.7% to 67.2% so that, instead of approaching the target of 73.2% set for 2020, it has widened the gap. Over that same period, the unemployment rate increased from 7.5% to 8.4%. The crisis years were particularly tough for newcomers to the labour market and workers with low skills, and that is detrimental to social cohesion. The reason underlying these various factors is that, during that period, economic activity was almost 10% below the level that might have been expected on the basis of trends prevailing before the crisis. The longer the effects of the crisis persist, the greater the risk that this loss will become permanent. Thus, high unemployment and low investment, though initially cyclical, could ultimately depress output potential because of the risk of the permanent loss of talent on the labour market and the failure to build up an adequate capital stock. What is true for the euro area as a whole also applies to the Belgian economy: the solution cannot come solely from an accommodative monetary policy, though that has supported growth in Belgium, too. Other levers must also be used for that purpose.


    42. Since 2011, various measures have already been taken, both to contain the repercussions of the crisis and to remedy the structural weaknesses of the Belgian economy. That reform policy is spearheaded by labour market reforms, the extension of working life, the restoration of competitiveness, the reduction in charges applicable to labour and the consolidation of public finances, without hampering growth. Some important new steps were taken in2015. Their main objective is job creation, particularly in the private sector, since job creation had until then been heavily concentrated on the public sector and branches subsidised by the government. The aim is to lay a solid foundation not only for economic activity but also for sound public finances and the financial sustainability of the Belgian social model. Aided by the revival in economic activity in the euro area, some measures had a significant impact on a number of economic developments in2015. That was less true of others, either because they take longer to produce their effects as in the case of the pension reform or because they will only be phased in gradually, such as the tax shift.


    The policy pursued had an impact on various economic developments in2015


    43. Economic activity expanded by 1.4%, or 0.1of a percentage point more than in2014. As in the euro area, it was bolstered by the beneficial effect of monetary policy easing on financing conditions, by the euro’s depreciation and by the fall in commodity prices. This last factor reduced firms’ expenses and provided considerable support for household purchasing power. In addition, the recovery in the euro area also contributed in itself to the Belgian revival. The impetus from domestic sources was more diffuse. In the short term, both the control of public expenditure and the continuing wage moderation could conceivably have depressed domestic demand somewhat before stimulating growth via gains in competitiveness and job creation. Perhaps that is why growth in Belgium was slightly weaker than in the euro area, for the first time since the crisis. Nevertheless, there are signs that the policy adopted is beginning to produce results.


    44. In 2015, primary public expenditure i.e. public spending excluding interest charges on the public debt dipped slightly in real terms, after its growth had already slowed down between2012 and2014. The main reason for this fall in2015 is the index jump together with the job cuts in the public sector and the reduction in certain operating expenses and subsidies. The index jump slowed the increase in civil servants’ pay and the growth of social benefits. Overall, the share of primary expenditure in GDP declined for the second consecutive year, from 52% in2014 to 51.2%.


    45. The revenue ratio is expected to show an identical fall, i.e. from 52% to 51.2%. This decline is due partly to the impact of wage moderation on levies on earned incomes and to the first tranche of the tax shift which has already been implemented. In regard to the latter, in2015, the total measures to support purchasing power and in particular the rise in the flat-rate allowance for professional expenses exceeded the revenue derived from increases in indirect taxation during the final quarter, namely the higher rate of VAT on electricity and the increases in excise duty on diesel, tobacco and alcoholic beverages. But at the same time, corporation tax revenues were also lower than expected, despite the measures aimed at enlarging the tax base, perhaps owing to a shift away from advance payments in favour of collection via the assessments. VAT revenues also fell short of expectations, as a result of higher refunds. The latter two developments on the revenue side need to be closely monitored. They largely explain why the public deficit has only improved by 0.3% overall; that is in line with the improvement resulting from the continued reduction in interest charges. The budget deficit therefore came to 2.8% of GDP, whereas when the stability programme was presented inApril, the target was a deficit of 2.5%, and when the draft budget was being prepared in October, a 2.6% deficit still appeared to be feasible. The fact that the public debt nevertheless declined slightly is due solely to exogenous factors, the main one being KBC’s repayment of the aid from the Flemish government.


    46. In addition, wage moderation was further reinforced in 2015. Apart from the new ban on awarding real collectively negotiated pay rises in the private sector, the indexation mechanism was temporarily suspended from April 2015. In consequence, the rise in hourly labour costs slowed again, dropping from 0.7% in 2014to 0.4%, whereas it had reached 3.1% and 2.5% respectively in 2012and 2013. Taking account of productivity gains, unit labour costs in the private sector actually fell for the second consecutive year, declining by as much as 0.5% in2015.


    47. Despite falling labour costs and commodity prices the latter having had a particularly large impact on energy prices inflation speeded up, rising from 0.4% at the end of2014 to 1.4% at the end of2015. That was due partly to increases in indirect taxation connected with the tax shift, and to price rises resulting directly or indirectly from the fiscal consolidation efforts of the various public authorities. Together, these factors drove up inflation by an estimated 0.5of a percentage point on an annualised basis. Even taking account of that, there are signs that high inflation is persisting, especially in services, perhaps because of insufficient productivity gains, the practice of price indexation, or increased margins. Price rises of that type accelerate the loss of purchasing power caused by the index jump, as well as bringing forward the time when indexation can resume, and therefore reduce its effectiveness. If these price rises persist, they will also exert more permanent pressure on competitiveness, not only because the services provided are intermediate inputs for branches exposed to competition, but also because the movement in their prices affects wage-setting.


    48. Wage moderation has greatly narrowed the hourly labour cost gap which had built up since 1996in relation to the three neighbouring countries. According to the technical report of the Central Economic Council, the gap diminished from 4.1% in2013 to 2.9% in2014 and then 1.5% in2015. In2016, the hourly labour cost gap should actually become slightly negative. Although hourly labour costs had moved at a more moderate pace in Belgium than in the Netherlands and France throughout that period, a considerable wage handicap had developed in relation to Germany. That has also narrowed, not only as a result of Belgium’s wage moderation but also because of the return to larger wage increases in Germany. The unit wage gap accumulated since1996 has also diminished considerably. While it still stood at almost 10% in2013, it dropped to 5.3% in the first three quarters of2015. That handicap is attributable to market services, where productivity growth in Belgium lags significantly behind that in neighbouring countries, while the rise in hourly wages is roughly the same. For2016, the law makes provision for the possibility of granting new real negotiated wage increases provided they keep within the total margin of 0.5% of the gross wage bill corresponding to the total employer cost including all charges plus 0.3% of the wage bill in net terms at no extra cost for the employer. Combined with the index suspension, this should lead to a faster improvement of firms’ costs competitiveness.


    49. It is also clear from the figures for economic activity and employment that the policy pursued is beginning to produce results, although the cyclical upturn due mainly to external factors has also been a key determinant. Thus, while exports of goods and services were hit by the slowdown in world trade, gains in market share were made, as in2014. That is attributable both to the euro’s depreciation and to cost control in Belgium. The labour market situation also improved considerably, even during the second half of the year when growth faltered somewhat. Domestic employment was up by almost 37 000units; the improvement was also evident for employees in sectors sensitive to the business cycle. In that respect, contrary to what was seen for a number of years, job creation connected with service vouchers was limited and public sector employment actually declined slightly. The unemployment rate began to fall from May onwards. The number of long-term unemployed was also down slightly, although that is to some extent because a portion of the unemployed who had lost their entitlement to an integration allowance ceased to register as job-seekers. Since1January2012, that entitlement has been restricted to a maximum of three years, and the implications of that measure were apparent for the first time inJanuary2015. In addition, there are ever-increasing signs that age is seen less and less as a factor for working or not. Not only are older unemployed persons now required following successive reforms to remain available for the labour market up to the age of 65years, but since mid-2014, the number of unemployed people between the ages of 50and 55has fallen. Finally, the employment rate of persons over 55years of age has continued to rise, reaching 43.8% in 2015, or almost 10percentage points higher than in2007 on the eve of the crisis.


    50. In2015, besides the fall in commodity prices, the growth of employment totalling 0.8% was therefore the main factor supporting disposable incomes. Despite wage moderation, disposable income was up by 1.2% in real terms, and private consumption grew to the same extent. That is the strongest rise since 2010. Conversely, investment in housing slowed down in2015, mainly because the prospect of a change in the housing bonus in Flanders had caused many investment plans to be brought forward to2014. Nevertheless, other determinants such as the fall in mortgage interest rates and the improvement in the outlook for jobs provided support. Business investment also slowed down, mainly owing to temporary factors, whereas it benefited from the strengthening support of rising demand, increased capacity utilisation, the restoration of profitability and highly favourable financing conditions. It therefore seems that investment is poised to become one of the engines of the recovery in the future.


    Further strengthening the Belgian economy and the sustainability of public finances


    51. For the coming years, the tax shift and the pension reform are already two key projects under construction; moreover, a budgetary path has been set which, in regard to fiscal consolidation, aims at a structural balance in2018. That all requires rigorous implementation, while in some areas additional measures are needed to provide maximum support for growth potential and job creation in the Belgian economy.


    52. The tax shift is intended to reduce the wedge between labour costs and net pay, which in Belgium is the biggest in the EU. By driving up costs, the heavy charges on labour curb demand for labour and by their impact on net wages they depress both the supply of labour and purchasing power. To remedy that situation, the federal government intends to implement new structural measures in relation to purchasing power and competitiveness amounting to a total of € 11.4billion spread over the period 2015-2020, which is equivalent to 2.2% of the GDP expected in2020. The gross purchasing power stimulus amounts to € 7.3billion and consists mainly of personal income tax reductions. Since this measure has a significant impact on lower incomes, these tax cuts also contribute towards combating the unemployment or inactivity traps. The amount allocated to the adjustment of social welfare benefits has also been increased, while corrections are planned to offset the negative effect on the lowest incomes due to funding of the tax shift. To improve competitiveness, reductions are scheduled amounting to € 4.1billion and mainly concerning employers’ contributions. These are predominantly linear reductions; the others concern lower incomes or specific problem areas relating in particular to start-ups and initial recruitment by firms. These reductions in charges also include the cuts which had already been decided on by the previous federal government under the Competitiveness Pact. The extra purchasing power primarily generates additional jobs by boosting domestic demand. Alongside the rise in net exports, an important effect of the measures concerning competitiveness is that the price of labour as a factor of production is made more attractive in relation to the cost of capital. Since that renders the production process more labour-intensive, this type of measure boosts the growth of employment.


    53. To fund the tax shift, measures amounting to € 4.8billion have been defined sufficiently clearly to be taken into account in a simulation. They include € 2.6billion in indirect tax increases, while the taxes on property incomes are also being raised and the corporate tax base is being enlarged. Simulations using the Bank’s quarterly model show that, viewed overall, the tax shift which comprises a gross injection of € 11.4billion and funding for that amounting to € 4.8billion, implying a fiscal stimulus of € 6.6billion in addition to the favourable effect of the actual shift in charges will generate 1.5% extra growth between now and 2021 and help to create around 64 500additional jobs. Even if the feedback effects are taken into account, it is evident that the tax shift as currently envisaged is not fiscally neutral over the period in question. In order to meet the fiscal targets, it is therefore necessary to continue to focus on the funding, first of all by ensuring that all the funding channels already specified but not yet defined in detail are fully utilised. That will reduce the impact on growth and employment.


    54. To maximise the benefits of the tax shift and the other measures aimed at restoring competitiveness, it is desirable to proceed with reforms aimed at strengthening competitive pricing and promoting appropriate wage-setting. More competitive product markets  the need for which is still evident particularly in the network industries and in certain services sectors  will permit efficiency gains and price reductions which will benefit purchasing power and cost competitiveness. That will also enhance the transmission of both wage moderation and the tax shift to selling prices by avoiding an increase in margins, so that growth and employment will be fully supported. The simulations using the Bank’s model also incorporate this impact of cost reductions on prices, and that is one of the decisive factors in the scale of job creation. It is likewise necessary to ensure that the margins created by the reductions in charges benefit employment to the maximum degree and are not used to steer wage-setting in a different direction. One of the assumptions underlying the Bank’s model simulations is that the tax shift has no impact on the movement in real wages. It is also necessary to ascertain how wage-setting can be brought more effectively into line with productivity growth. The government’s forthcoming revision of the Law of 26July 1996on the Promotion of Employment and the Preventive Safeguarding of Competitiveness offers an opportunity in that respect. It is necessary to act jointly with the social partners to seek a new balance between the advantages of coordination at the macro level and the need for increased modulation according to developments specific to sectors or firms or the business cycle.


    55. The federal government has also devoted much attention to a pension reform which was largely implemented in 2015. Thus, it was decided to raise the statutory pensionable age to 66and 67years in2025 and2030 respectively. The conditions governing early retirement have been tightened up, as have the criteria governing entitlement to unemployment benefits with employer top-up previously known as the “pre-pension” scheme while the pension bonus has been abolished. In addition, in the case of the public sector pension scheme, the rule whereby years spent studying count towards the calculation of years of service will be phased out between2016 and2030. On the other hand, the wider reform of public sector pensions announced when the federal government took office and which aims to bring that scheme more closely into line with that in the private sector has yet to be carried out. In2015, a National Pension Committee was also set up to advise the government.


    56. The Study Committee on Ageing has calculated that, taking account of the reforms already in place, ageing costs will decline between now and 2040, dropping from 5.8% to 3.1% of GDP, and from 4.2% to 2.1% by2060. That gain is the combined result of the reduction in the number of benefits paid to pensioners and unemployed people entitled to an employer top-up, together with the positive impact on growth potential of the fact that most of those people will remain in work for longer, which should ultimately boost employment, and hence GDP, by 5.6%. As a result of these reforms, the employment rate among those in the 55-66age group is forecast to rise by 16.4percentage points to reach 68.2% in2060. The extension of working life and the resulting higher pensions should reduce the risk of poverty among pensioners, thus improving not only the fiscal sustainability of the pension system but also its social sustainability. It is specifically the reduction in ageing costs in the longer term, resulting from the pension reform, that will create some scope for fiscal policy in the shorter term. The heavy burden on the budget associated with population ageing is one of the reasons why Belgium still needs to pursue an ambitious medium-term objective within the European fiscal framework  in this case a structural surplus of 0.75% of GDP; however, that objective could conceivably be adjusted downwards once the effect of the pension reform is taken into account. It is also possible that, following these reforms, households may feel less need to save in order to fund their own retirement, and that could already provide support for demand in the short term.


    57. But, to maximise the effect of the pension reform, it is also necessary to consider the question of remuneration, and firms must ensure that appropriate adjustments are made to cater for the longer working life. In fact, it is common for pay to rise with seniority, without reflecting any proportionate increase in productivity, even if older workers have a favourable influence on the productivity of young people by passing on their experience. Career development is not sufficiently successful at retaining older staff in work. It is therefore crucial to attend to the productivity, employability and career characteristics of workers at each stage of their career, and especially those of older workers, if the reform is to succeed. In that respect, the social partners have a key role to play, as their practical knowledge places them in a good position to design the qualitative content of the necessary extension of working life.


    58. The restoration of competitiveness and the tax shift will obviously favour the required expansion of employment, as will the pension reform. Nonetheless, the labour market needs additional measures on top of the efforts already made in regard to the responsibility and activation of the unemployed. Now that the economy is picking up and the number of vacancies is rising, labour supply must not trail behind. Special attention should focus on risk groups which have difficulty in entering the labour market, particularly people from non-EU countries and low-skilled workers. Furthermore, every effort must be made to ensure that the new refugees are integrated into the labour market as quickly as possible. In an economy with an ageing population, the influx of young workers is not only a challenge, it primarily presents opportunities. That is why an inclusive approach is vital; it is also necessary to combat all forms of discrimination. The policies pursued must take sufficient account of characteristics specific to the various target groups, because the factors which may impede the integration of new refugees into the labour market are not the same as those applicable to second- or third-generation immigrants.


    59. The paradigm of the modern labour market is based on developing talent rather than on selection. The primary focus must be on training, support and easing the transition between the various forms of education and the labour market. Targeted reductions in the wage burden, responsibility for which rests with the Communities and Regions since the sixth State reform, may also be an appropriate instrument here. Obstacles to the geographical mobility of workers must be removed. Finally, it is also vital to ensure that workers remain employable. Life-long learning must enable them to keep up with rapid technological innovations and changes to the work process.


    60. To support growth potential and boost productivity, it is also necessary to encourage entrepreneurship and innovation and remove the factors hampering business start-ups and market access. The economy in fact involves a dynamic process. In the short term, its development is determined mainly by the success of existing firms, where cost control is often a decisive factor. However, in the longer term, the predominant factor and primary source of income is rotation, whereby new businesses, new products or new production processes take over from existing ones. This dynamic can operate smoothly if, in particular, administrative, legal and fiscal obstacles are eliminated, an effective, transparent regulatory framework is established, the public administration works properly and financial intermediation is efficient. At macroeconomic level, growth occurs not only if the frontiers of technology are pushed forward but also and above all if technological innovations especially in the field of information and communications(ICT) become widespread throughout the economy. The Belgian economy features a number of firms that are particularly productive and innovative at international level, but the country also has many firms which fall short of the highest productivity standards. There is therefore considerable ground that could be made up. Moreover, the development of an adequate infrastructure could stimulate growth via the associated investment and by the support functions that the infrastructure offers for the rest of the economy. Here, too, the challenges are formidable, as is evident from the scale of everyday traffic problems. In regard to mobility, what is needed is a vision geared to the future which, by establishing the right incentives, changes attitudes to the organisation of work and housing, and the use of leisure time, so that demand for transport is first reduced and then channelled towards modes of travel that generate the least pollution. Here, too, the government has a major role to perform in steering developments.


    61. Finally, fiscal consolidation conducive to growth is vital to achieve the structural balance planned for 2018. That balance is necessary to provide the means to meet the budgetary costs of ageing and, via a substantial reduction in the public debt, to rebuild the financial buffers to absorb negative shocks and create the scope for addressing the new challenges facing society. Owing to the deviation from the planned budget path in2015, there is a need to adjust the efforts to be made in the coming years. On the revenue side, this concerns the funding of the tax shift and close monitoring of the revenue figures which, in2015, failed to keep up with the tax base. Work is also needed to ensure that taxes are duly collected and to maintain resolute efforts to combat both tax evasion and tax and social security fraud. All the same, the budgetary adjustment will have to come largely from judicious control over expenditure. Despite the progress made, primary public expenditure is still high, not only in comparison with the pre-crisis situation but also in relation to most other advanced economies. Moreover, there is also some scope available on the expenditure side for adjustments more favourable to growth. Investment in infrastructure, training and sustainable development can boost economic growth, but so can a reduction in social inequality. Now that the economy is picking up, it is time to implement fiscal consolidation without fear of serious negative feedback effects.


    62. All levels of government must contribute to fiscal consolidation. To that end, it is necessary to set binding, verifiable targets for each entity in accordance with the cooperation agreement of13December2013 between the federal government and the Communities and Regions, which assigned monitoring powers in that respect to the High Council of Finance.


    63. Since 2011, significant steps have been taken towards eliminating the structural weaknesses of the Belgian economy. Labour market reforms, the extension of working life, the restoration of competitiveness, the reduction of charges on labour and the preservation of sustainable public finances are all priority aims of the reform policy. Together with the favourable effect of the upturn in economic activity, the reforms are also beginning to produce results, notably as far as improving competitiveness is concerned, creating private sector jobs and controlling public expenditure. It is important to continue with the reform efforts in order to reinforce the economic basis, as well as the sustainability of public finances, and to find a balanced and forward-looking response to the socio-economic challenges. For this, a multipolar strategy is required. First, the growth potential of the Belgian economy must be given maximum support. That is vital mainly for the development of a high standard of living. That will also foster the sustainability of public finances while creating scope to meet the costs of ageing and the new challenges facing society. Next, sound public finances require continuing fiscal consolidation so as to achieve the structural balance in2018. All available levers must be deployed. They are not substitutes but complement one another. Both pricing and wage-setting and labour market policies must be geared even more to maximum support for job creation, implementing the longer working life arrangements and raising the particularly low employment rate of certain risk groups. Substantial efforts must also be devoted to promoting entrepreneurship, innovation and productivity which, in the long term, will be the main source of income creation while at the same time being the key to greater environmental sustainability. Consistency between the various policy areas and in a federal state like Belgium between the various levels of power is crucial in that respect. There is much at stake. It is a matter of laying solid foundations not only for economic activity and sound public finances but also for the financial sustainability of the Belgian social model. Such a comprehensive, forward-looking project must be able to count on the support of all elements of society and all levels of power.


    Brussels, 27 January 2016
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    1. Global economy and euro area


    1.1 Headwinds slow down global economy in 2015
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    Worldwide economic activity, which had had difficulty getting back on a satisfactory growth trajectory following the financial crisis and its subsequent recession, once again faced increased uncertainty and economic headwinds in 2015. It lost steam and was particularly affected by the slowdown in China, which also depressed economic activity in other emerging countries and world trade. By the summer, uncertainty surged over concerns that a less favourable environment and a reversal in the still very beneficial financial conditions would open up major vulnerabilities in some economies. Geopolitical tensions served to heighten the sombre mood and started to eat into the overall economic climate. However, most of the advanced countries were able to shrug this off to a certain extent and staged further growth on the back of low oil prices and accommodating monetary policies. The upturn remained fairly subdued in the euro area and Japan, but the United States and the United Kingdom again recorded robust recoveries during the year under review.


    Slowing growth in the emerging economies


    The Chinese economy slowed further in 2015, but its growth remains fairly robust: economic activity was up6.9%, though well below the 7.3% increase of the previous year and the peak of 14.2% in 2007. Based on GDP and expressed in purchasing power parities, China became the world’s biggest economy in 2014. To a significant extent, its growth is underpinned by rising consumption on the back of growing real incomes. Investment, by contrast, was severely squeezed, particularly in heavy industry and the property sector.


    China’s gradual slowdown is largely attributable to the country’s transition from an investment- and export-driven economy to a growth model based on consumption and services. The Chinese authorities face a delicate balancing act, as they will need to prevent growth from falling too abruptly while they also have to stop vulnerabilities in a number of industries  e.g. the property and financial sectors  from getting worse. In order to limit the drawbacks of the country’s economic rebalancing, the Chinese authorities took a number of fresh fine-tuning measures in 2015, raising infrastructure spending, for instance, and gradually loosening monetary policy. According to OECD calculations, this fiscal stimulus came to about 1.5% of GDP in 2015. Also, the Chinese government reversed a 2014 move to stop local governments from using off-budget financing vehicles. In the monetary and financial arena, reference rates on one-year loans and deposits have been cut six times since November2014 and are now at 4.35% and 1.5%, compared with 6% and 3% prior to this new easing cycle. As the year progressed, credit institutions saw the requirement for reserves to be held with the People’s Bank of China lowered in five stages, from 19.5% to17%. However, the potentially expansive effect of this should not be overestimated in view of the recent reduction in foreign currency reserves, which pushed down the Chinese banking industry’s excess liquidity. The People’s Bank of China changed its exchange rate policy in August and December2015, sparking a depreciation of the renminbi. Lastly, China took significant further steps in liberalising its interest rates: having abolished the threshold rate on loans in2013, it now moved to scrap the ceiling on deposit rates.
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    Exports contributed negatively to Chinese growth, due to subdued foreign demand combined with the previous appreciation of the renminbi. Import growth also fell sharply. That sizeable slowdown can be attributed to the decline in exports  whose import intensity is very steep  and to the rebalancing of the Chinese economy towards greater consumption and services, which tend to be less trade-intensive than investment and manufacturing. The impact was notable mainly in commodity-exporting countries and other countries in Asia, as Chinese foreign trade is very regionally oriented. India bucked the trend and recorded growth of 7.3%, chiefly on the back of private consumption and structural measures benefiting investment. All in all, Asia, excluding Japan, remained the most dynamic emerging region with growth at 6.6%.


    Weaker economic activity and the efforts of China  one of the world’s biggest consumers of commodities  to cut the energy intensity of its production and consumption have caused a sharp fall in demand for commodities, and commodity prices continued their downward trend in2015. At the beginning of the year, oil prices temporarily revived from their steep falls since mid-2014, but then gradually came down again to dip below $40 a barrel by the end of the year  from some $110 a barrel mid-2014. This major terms-of-trade shock severely hit economic activity in commodity-exporting countries. In countries where virtually all oil export revenue accrues to the State  in the Middle East, for instance  budgets have been significantly affected. In Latin America, economic activity contracted by 0.4% in 2015, following subdued growth at 1.3% in 2014. Most of this was down to deteriorating conditions in Brazil, which recorded negative growth of 3.8%. Aside from the effect of steeply lower commodity prices, country-specific factors were also major detractors of economic activity: political uncertainty, precarious budget conditions and the requisite fiscal consolidation. In addition, inflation in Brazil surged to over 10% by the end of 2015. In Russia, economic activity was similarly depressed by falling commodity prices. This, coupled with persistent geopolitical tensions over the conflict with Ukraine and resultant international sanctions, has pushed the country into a deep recession, as is evident from its negative growth of 3.7%. Significant spillover effects made a big dent in economic activity in most countries of the Commonwealth of Independent States (CIS). The repercussions of Russia’s recession also extended to theCentral and Eastern European countries, although they could benefit from lower oil prices and the gradual recovery of the euro area.


    The slowdown in the emerging economies had a major impact on world trade growth in 2015. Whereas world trade’s fragile recovery post financial crisis primarily reflected subdued demand in the euro area, this recent weakness is mostly down to contracting import volumes in the emerging countries, chiefly in China, Brazil and Russia. In fact, in some months of 2015, import volumes in various emerging regions actually fell. Structural factors also continue to matter: global value chains, for instance, have not expanded any further since the crisis and do not therefore support world trade growth the way they used to. As a result, trade elasticity, expressed as world trade growth relative to global GDP growth, has plunged in the aftermath of the crisis.


    Lastly, greater concern over economic conditions in the emerging economies combined with the imminent normalisation of monetary policy in the United States sharply reduced capital inflows into many of these countries, tightening funding conditions. Hardest hit were countries where steep credit growth had caused internal and external imbalances, such as Brazil, Turkey and South Africa. Many emerging countries had taken advantage of the highly accommodating post-crisis monetary policy in most advanced countries and put the ample liquidity to work in propping up their economies. Corporate debt ratios had gone up sharply and a large proportion of these debts are typically denominated in US dollars and other foreign currencies.


    Advanced economies have held up well(1)


    
      (1) The main macroeconomic variables for the main economies are shown in tables 1 and 2 of the Statistical Annex.

    


    


    While emerging countries were seeing their economic growth slide, the US economy kept expanding and continued to serve as a key engine for global economic growth in 2015. Following a weak first quarter due to temporary factors, US domestic demand was up strongly in the rest of the year. Private consumption, which accounts for close to 70% of US GDP, was driven by robust real income growth, a solid labour market and increased net household wealth. The concomitant recovery in the US housing market boosted investment in residential properties, but other capital spending failed to fully benefit from the still favourable financing conditions. Meanwhile, the appreciation of the US dollar caused a loss in price competitiveness in manufacturing, and this, coupled with stronger domestic demand, negatively impacted the contribution to growth from net exports.


    The labour market kept up its recovery of the past few years and the unemployment rate reached levels that are generally considered  by the Federal Open Market Committee (FOMC) too  compatible with full employment. That said, other labour market indicators continued to point up persistent, if declining, slack in the labour market. Broader unemployment measures  which take into account discouraged workers or involuntary part-timers  and low employment and participation rates still suggest underused labour potential. As a result, compensation for the labour factor continues to merely inch up and combined with lower energy prices and an appreciating currency to ward off any significant upward pressures on consumer prices, causing inflation expectations to be revised downwards.


    By the end of 2015, the FOMC was expecting a further increase in inflation in the medium term to 2%  the level it feels reflects long-term price stability  as temporary falls in energy and import prices should peter out and as the labour market continues to display positive dynamics. And so, at its meeting of 15-16 December, it felt the time was right to raise the corridor for the Fed funds rate by25basis points to [0.25%; 0.50%]. In the weeks running up to the FOMC meeting, financial markets had fully anticipated this rate rise, the first since December2008, and no extra volatility was recorded when it came. The FOMC noted that it expects policy rates to go up only gradually in the calendar year ahead, depending on inflation dynamics. Fiscal policies, by contrast, were rather neutral in 2015: the structural primary balance improved from 1.1% to 1.0% of potential GDP while general government debt stalled at its historic high of 111% of GDP.


    Unlike the United States, Japan faced a stubbornly lacklustre economy in 2015. A GDP fall in the second quarter was followed by only a modest recovery in the third, and GDP ended the year only 0.6% higher in volume terms. Despite an exceedingly tight labour market  with an unemployment rate at a historic low of 3.4% and wage increases (albeit subdued), private consumption lacked lustre, as households quickly built up their savings ratios. Business investment spending also disappointed, despite a cut in corporate taxes, rising corporate earnings and corporations’ unprecedentedly high cash positions. In addition, the Japanese yen’s depreciation failed to fully offset weaker demand from emerging Asia, particularly China.


    The Bank of Japan continued to pursue extremely expansive monetary policies: after it decided to expand its monetary base to 80 trillion yen in October 2014, the Bank of Japan’s balance sheet grew to around 65% of GDP. Inflation expectations were up slightly as a result, but headline and core inflation actually slowed down to around 1%. In terms of public finances, the reduction of the government deficit to 6.7% of GDP failed to stem growing general government debt, currently at nearly230% of GDP. To keep public finances sustainable, Japan needs to achieve higher potential growth, as envisaged in the third Abenomics pillar. Additional structural reforms were announced, aiming among other things to further raise the female employment rate.


    Financial market conditions relatively favourable despite greater uncertainty


    On the whole, financial conditions remained relatively favourable, apart from a few pockets of increased volatility and less robust conditions in specific segments of the market. Equity markets largely forged ahead on the upward trajectory they embarked on in 2013, and notched up fresh record highs. Government bond yields stayed low, with any variations chiefly down to differences in monetary policies between the various economic regions and to market perceptions of these regions being in different phases of the economic cycle. In October2014, the US Federal Reserve ended its asset purchase programme, as the US labour market and economy began to show more general signs of recovery. The ECB, by contrast, announced an expansion of its asset purchase programme on 22January2015 against a backdrop of weaker-than-expected inflation trends in the euro area. Whereas government bond yields in the United States were on an uptrend in the first months of the year, those in the euro area narrowed further and even hit a historic low in April. Japan, which also pursued a very accommodating monetary policy, likewise recorded low yields. Even government bond yields in the so-called peripheral countries of the euro area were down at the beginning of the year. In fact, with investors searching for yield, this fall was even more pronounced than for higher-rated government bonds, causing spreads relative to German Bunds to narrow. Greek government bond yields were the only ones to increase in the first half of the year, due to the election of the new Greek government and the subsequent impasse in negotiations over Greece’s financial aid programme and economic adjustments, as well as growing doubt as to whether the Greeks would continue to have access to funding.


    Volatility in the financial markets intensified over the summer months: after a lengthy period of downward movement, euro area government bond yields were back up in the second quarter. This was due to a confluence of factors, some of them merely technical, reflecting growing investor doubts about the accuracy of government bond valuations after a long period of declining yields. US Treasury yields continued to rise in the first six months, while the upward trend in European government bond yields was accompanied by falling European equity prices, which later rebounded to a certain degree. Growing concerns over the state of their economies also triggered a fall in share prices of various emerging countries in the second quarter; these did not stabilise somewhat until after the summer.
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    Spreads between government bond yields in the euro area’s peripheral countries and German Bunds were also starting to edge up in this period in the wake of increased uncertainty over the situation in Greece. These concerns came to the boil at the end of June, when the country failed to repay the IMF by the second aid programme’s deadline and negotiations about future financing conditions appeared stuck. Risk premiums on Greek government bonds shot up to nearly 20%, only to come back down again in early July, when agreement on a new aid programme was clearly in the offing. While German government bond yields inched down as investors fled to safe havens, the impact on risk premiums on other high-yield government bonds in the euro area remained limited and temporary. This was also the case with any contagion to other financial assets in the advanced countries, as was clear from share prices, which barely budged.


    Turmoil in the financial markets did not really reach a peak until later in the summer, when developments in China took centre stage. Between 12June and 8July, the Chinese stock market lost over 30% of its value, tripped up by an announcement by the Chinese supervisory authorities about a series of new measures designed to curb risky investment behaviour by the country’s shadow banks, which had contributed to the 150% surge in Chinese equities since the middle of 2014. The initial impact on global financial markets was subdued, but this changed suddenly when on 11August the People’s Bank of China announced it was to adjust its exchange rate policy. Although this was described as a transition to a renminbi exchange rate more in keeping with its actual value in the markets and although the currency’s subsequent depreciation was quite modest, markets considered it a wake-up call signifying that the Chinese economy would slow down further. Panic tore through global financial markets, equity prices plunged, volatility shot up, commodity prices fell and the currencies of a range of emerging countries took a massive hit. Meanwhile, the flight to safe-haven investments pushed down yields on government bonds in the advanced countries. By October, calm was gradually returning, but market volatility spiked again and equity prices took another tumble when the ECB only partially met market expectations regarding additional quantitative easing measures.


    The renminbi actually only depreciated by 3% relative to the US dollar in the first days after the policy change was announced, after which it stabilised at some 2.5% below its pre-turbulence level following a series of interventions by China’s central bank. The turmoil nevertheless also affected the exchange rates of other emerging countries, notably in Asia. In fact, various emerging countries’ currencies had been under persistent pressure in the wake of declining capital inflows related to deteriorating growth expectations and the uncertainty over the imminent normalisation of US monetary policy. More specifically, the ongoing fall in commodity prices also depressed the exchange rates of commodity-exporting countries, such as Russia and Brazil. Both the rouble and the real lost about half their value between mid-2014 when the downturn in commodity prices accelerated  and the end of 2015.
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    In the advanced countries, currency market developments reflected diverging monetary policies in the different economic regions. The fall in the value of the euro relative to the US dollar  which had started mid-2014 on expectations of a further easing of the ECB’s monetary policies  continued into 2015. The euro was not the only currency affected; currencies linked to the euro experienced upward pressure, the Danish krone and Swiss franc being a case in point. In fact, pressure on the Swiss franc increased to such an extent that the Swiss central bank decided to stop supporting the minimum exchange rate of 1.20CHF/EUR at the beginning of 2015. The financial markets reacted strongly and the Swiss franc initially surged by over 20% against the euro, after which it gradually lost ground again. Denmark’s central bank kept the krone’s fluctuations within the pre-determined range vis-à-vis the euro through repeated interventions. The euro edged back up relative to the dollar during the course of the year, as it increasingly looked as if the United States would hold off normalising monetary policy. By the end of the year, it had edged back down in the wake of an expected further expansion of the ECB’s asset purchase programme and the growing conviction that the Federal Reserve would finally start raising the Fed funds rate in December. Sterling and the Japanese yen staged similar movements to the euro: both depreciated vis-à-vis the US dollar in the second half of 2014 and at the start of2015, then saw their values inch up in the course of the year before moving back down by the end.


    
      [see Box 1]

    


    1.2 New monetary easing measures to combat weak inflation in the euro area


    Moderate recovery into 2015


    The euro area’s moderate recovery in economic activity, which had started two years previously, continued into2015. Average annualised GDP growth even improved slightly to 1.6% from 0.9% in 2014.


    In the wake of the developments in 2014, the economy’s gradual recovery was down to a combination of key factors. At the external end, the euro exchange rate remained relatively low most of the year, benefiting exports chiefly in the first six months of 2015. On top of that, oil prices expressed in euros sank to new lows after having been cut by half between the middle of 2014 and the start of 2015. In the euro area itself, the already highly favourable financing conditions got even slightly better for various economic sectors. Fiscal policies were neutral in 2015, implying an easing on previous years.


    Various signs suggest that the ongoing recovery of economic activity in the euro area has gradually become broader-based. For one thing, it has now expanded to include nearly all Member States. In addition, it is rather more solidly underpinned by domestic demand, chiefly private consumption. Households have not just benefited from low oil prices, but have also seen a significant improvement in the labour market situation. The net job creation seen in 2014 continued into 2015 at a steady pace and supported the ongoing fall in the unemployment rate, which had started in the middle of 2013. Job creation was spurred on even further in a number of countries by efforts to adjust labour costs and reform labour markets. Lastly, bank lending dynamics to non-financial corporations and private individuals was beginning to rebound after a long period of decline, thanks to less weak demand and improved transmission of accommodating monetary policies in the various jurisdictions of the euro area.


    On the whole, though, such improvement continued to be rather modest, both in light of the extent of supportive measures and of the achievements in other advanced economies, such as the United States and the United Kingdom. A range of factors continue to get in the way of the euro area economy returning to its production potential.


    In 2015, the euro area’s rate of unemployment, both long-term and total, remained high despite having come down. European firms have not made full use of their production capacities and corporate investment has likewise been less robust than might have been expected given the improved prospects for domestic demand, increased profitability and better financing conditions. A number of quite substantial adjustments notwithstanding, the great recession of 2008-2009 and the euro crisis of 2011-2012 are still casting a long shadow over the recovery, even if their impact today is more clearly demarcated and specific. In some Member States, investment in residential properties, which had notched up undue gains in the2000s, is still bumping along the bottom, while in other countries, households or non-financial corporations are still deleveraging their debts.


    Having muddled on and failed to take full advantage of supporting factors, and having seen such beneficial factors eroded over time, the euro area saw its economic climate take a turn for the worse over the summer  which is when the effects of weaker foreign demand from China and other emerging economies was beginning to kick in more strongly, if not equally painfully in all countries. Meanwhile, steep declines in the currency values of some emerging economies wiped out the advantages European exporters had enjoyed from the earlier depreciation of the euro. Even ignoring the specific and generally limited impact of the summer’s Greek crisis, investor sentiment has turned markedly more cautious and more volatile. Against the backdrop of geopolitical tensions, confidence was shaken on several occasions towards the end of the year by the ever more pressing refugee crisis and later also the terrorist threat in Europe.
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    Subdued inflation dynamics


    As a result of the steep falls in commodity prices  and more specifically oil prices  and an insufficiently robust recovery to make use of production capacity slack, the downward inflation trend that had first beset the euro area in 2012 persisted. Inflation as measured by year-on-year changes in the harmonised index of consumer prices (HICP) declined to an average of 0% in 2015, compared with 0.4% in 2014.


    This fall temporarily accelerated towards the end of 2014, when the impact of lower oil prices hit hardest, causing general price levels in January2015 to dip 0.6% below the year-earlier figures. A minor upturn in the spring was followed by a steadily slowing inflation rate to barely above 0% by the end of the year, clearly below the target set by the ECB Governing Council, i.e. an inflation percentage below but close to 2% over the medium term.


    Although the slump in commodity prices was a key contributor to downward price pressures, underlying inflation as measured by changes in the HICP excluding energy and food hovered within a range of 0.6 to 1.1%. Much like in 2013 and 2014, then, underlying inflation also remained weak.


    Domestically driven price pressures edged ahead in tandem with domestic demand, but remained subdued overall. While the rise in unit labour costs reversed from the end of 2014, profit margins contributed to the modest rise in domestic price pressures. As a result, the GDP deflator gathered some momentum in keeping with the upward trend from the second half of 2014  albeit a still fragile recovery.
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    After a while, the persistent downward inflation trend in the euro area started to depress inflation expectations. Their decline began at the end of 2013, accelerating in mid-2014 and hitting historic lows at the beginning of2015 over all horizons. That said, monetary action in the course of the year helped to stabilise developments, although by December both the financial markets and professional forecasters were still assuming that inflation would only very gradually return to levels in keeping with the definition of price stability.


    The deterioration in financial-data-based expectations for long-term inflation i.e. inflation in periods when the impact of shocks currently affecting price trends should have worn off and, with the right policies, should again meet its target  also came to a halt. However, these expectations remained low and the risk of a potential de-anchoring of inflation expectations persisted. To an extent, these concerns were corroborated by survey-data-based inflation expectations for the longer term  these data are stripped of risk premiums and constitute a purer indicator of expectations. After falling back in 2014, the trend turned positive in 2015, but the data did linger below historical averages. Given the modest volatility of this data series, such a deviation  although limited  is cause for some concern. The breakdown of inflation expectations within the next five years (in 2015 these referred to 2020) also pointed to downward risks, as well as a persistently strong asymmetrical interpretation of the price stability definition by private forecasters  a large number of whom continued to predict inflation expectations well below 2%.


    Predominantly downside risks


    The ECB’s Governing Council takes the view that this fragile economic recovery in the euro area in general, coupled with weak inflation in particular, imply that macro-economic prospects have not improved, contrary to what might have been expected. Thus, the December projection exercise revised the outlook for inflation in 2016 and 2017 downwards, to 1% and 1.6% respectively compared with 1.5% and 1.8% in the March projection. What is more, the outlook’s downside risks have increased in spite of all the measures taken. These risks include a sharper-than-expected slowdown in the emerging economies due to uncertainty over the Chinese economy’s transition. In addition, the expected normalisation of US monetary policy could combine with geopolitical tensions to bring new distortions to the emerging markets, as well as to the global financial and commodity markets.
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    Given that these risks slow down the return of inflation to its mid-term target, they also increase the chances of both a lengthy period of low inflation and a de-anchoring of inflation expectations. Both come at a cost that can be traced back to different forms of downward nominal rigidities, implying that some nominal variables might find it hard  or even impossible  to decline. Nominal interest rates, for one  which equal the sum of expected inflation and real interest rates stop at a threshold of around nil. As soon as policy rates hit that low, a central bank runs out of options to cut short-term real interest rates. If, for instance, inflation expectations were no longer securely anchored when that happens and were themselves pointing downwards, they would even bring upward pressure to bear on real interest rates, leading to unintended tightening of monetary policy. In addition, a surprise slowdown in inflation would add to the real burden of debt contracted earlier, as most debt contracts are agreed in nominal terms. This would hamper deleveraging and, all other things being equal, typically makes people keener to save, causing (further) reductions in demand. Low inflation figures for the euro area at large imply that Member States needing to bolster their relative competitiveness will also have to slash their wages and prices in absolute terms. For a variety of reasons, neither employers nor employees are keen to go down that route, and this slows down the adjustment process, increases unemployment and further erodes demand. To keep these risks from taking hold and becoming a reality, the Governing Council decided to carry on and step up its accommodating policies as the year progressed, with the continued aim of supporting the economic recovery in the euro area.


    Monetary policy measures


    End of 2014: instruments deployed prove inadequate


    In view of persistently weak inflation prospects, a loss in growth momentum and poor credit developments in the euro area, the Eurosystem implemented a series of accommodating monetary policy measures as early as 2014. Their purpose was to further ease the monetary policy stance and to ensure its effective transmission to both the financial sector and the real economy.


    In September2014, the Governing Council started off by slashing key interest rates to unprecedentedly low levels: the rate on main refinancing operations (MROs) was reduced to 0.05%, that on the marginal lending facility to 0.30% and on the deposit facility to 0.20%. This latter rate means that banks pay interest for holding cash reserves with the Eurosystem. With key rates lower, euro area banks saw their refinancing costs come down. September and December2014 then saw the first two of eight targeted longer-term refinancing operations (TLTROs), which offer funding to banks at a fixed rate up until the end of September2018 in return for providing fresh loans to corporations and households (residential mortgages excepted). Lastly, the Governing Council also decided to start buying assets issued by the private sector and on 20October2014 launched a third asset purchase programme of euro-denominated covered bonds issued by banks based in the euro area (CBPP3) and on 21November an asset-backed securities purchase programme (ABSPP), whose underlying assets are receivables from the non-financial sector of the euro area. Both programmes were intended to provide liquidity to the money markets, make markets for these types of securities more dynamic, encourage issuance and support underlying loans.


    However, early in 2015, the Governing Council determined that this monetary easing had been insufficient as inflation dynamics had worked out less well than expected. A series of positive supply shocks, i.e. the significant and persistent price falls for oil products, were put forward as the key reason. Although a positive supply shock does not in itself require a monetary policy response, if it proves persistent and if the economy has spare production capacity which was the case  this may cause economic agents to revise down their inflation expectations, with the latter showing up in prices and wages through second-round effects and so eroding underlying inflation. When this happens, a series of initially positive supply shocks threatens to reverse into negative demand shocks that do require an appropriate policy response. The Governing Council considered the risk of this scenario materialising to be significant and saw its view confirmed in falling inflation expectations. A robust monetary policy response was needed to combat the risks of too long a period of low inflation. With hardly any room left to lower key rates, the Eurosystem’s next logical step was to use the size and composition of the central bank balance sheet to establish an appropriate monetary policy stance. So instead of just controlling short-term interest rates, the Eurosystem now attempts to influence the full range of rates by purchasing assets. If these more favourable financing conditions percolate through to households and corporations, they will help to push inflation back up to 2% through consumption and investment. Since the asset purchases show the central bank’s determination to preserve price stability, they also encourage a firm anchoring or rather, in current conditions, a recovery  of inflation expectations. This is an essential prerequisite for effective monetary policy as it allows the central bank to control real interest rates even when nominal rates have reached their lower bound.


    2015: additional balance sheet measures


    At its meeting on 22January2015, the ECB’s Governing Council moved to announce an expanded asset purchase programme (APP), combining ongoing programmes such as the ABSPP and CBPP3 with an extensive public sector purchase programme (PSPP). Under the APP, the ECB aims to purchase a total €60billion of assets every month. In January, it envisaged the programme running until the end of September2016, but in December, the programme was extended to the end of March 2017 in light of the downward revision of the price stability outlook. What is more, the Governing Council has always said that the APP would run at least until it noticed a sustainable change in the path of inflation in keeping with its price stability objective. In other words, assets may still be purchased after March2017. The Governing Council has thus made it very clear that the APP is meant to help it achieve its mandate.


    While the euro area economic recovery continued  albeit subdued  into 2015, inflation dynamics were persistently weak and the Governing Council found the downside risks for the inflation outlook still present by the end of the year. To ensure a swift return of inflation to 2%, in December it adopted additional measures to make the asset purchase programme more efficient, on top of its extension. One of these was to reinvest principal repayments of securities purchased at maturity under the APP for as long as needed, extending the horizon of both the favourable liquidity conditions and the accommodating monetary policy stance. Another such measure was a cut in the deposit facility rate by 10basis points to 0.30% to encourage banks to actually use their surplus liquidity instead of holding it with the Eurosystem. Other key interest rates were unchanged. Looking ahead, the Council reiterated that it is willing and able to act if necessary, using all instruments available within its mandate, and has pointed out that the asset purchase programme provides sufficient flexibility in terms of adjusting its size, composition and duration.


    PSPP features


    Under the public sector purchase programme (PSPP), the ECB buys euro-denominated securities issued by euro area governments, agencies and European institutions in the secondary market, in return for central bank money or deposits with the central bank. Credit institutions can use these funds to buy other assets and provide loans to the real economy, further easing financial conditions in both cases. (See box 2 for more information on how the APP affects the balance sheets of the central bank and commercial banks.)


    
      [see box 2]

    


    These purchases are made across the countries of the euro area in keeping with the ECB’s capital key, which reflects their economic and demographic size. Purchases under the PSPP are made both by the national central banks (NCBs) and the ECB (see chart7 for more details). Although it is implemented at a decentralised level, the PSPP is fully controlled in all its aspects by the Governing Council and the ECB coordinates its purchases, so preserving the unity of Eurosystem monetary policy.


    To be eligible for the PSPP, debt securities have to meet a number of conditions: they have to be investment grade and have a minimum remaining term to maturity of two years and a maximum of 30 years. Also, the Eurosystem will not purchase securities with returns below the deposit facility rate. Purchase limits are in place to prevent distortions to market and pricing mechanisms, to keep the Eurosystem from turning into a blocking minority in the event of collective debt arrangements and to curb the risk of the ECB becoming one of the main creditors of euro area governments. Supplementary criteria are in force for countries that are under an EU-IMF adjustment programme.
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    The Governing Council has decided that any losses incurred on the purchase of securities issued by European institutions by NCBs, and on securities issued by governments and agencies by the ECB, will be shared. This does not apply to any other purchases under the PSPP, implying that only 20% of PSPP purchases are covered by this arrangement. These constraints on risk-sharing which contrast with the regime governing other monetary policy operations reflects the incompleteness of the EMU and the lack of a common fiscal policy at European level. In the current set-up, full risk-sharing would imply that all euro area countries would bear the risks of a default or debt restructuring of one member and would entail fiscal transfers between Member States for which the Eurosystem does not have a mandate. Taking this into account and to ensure that individual Member States are encouraged to devise appropriate fiscal policies, the Governing Council felt compelled to opt for limited risk-sharing. This decision does not detract from the general unity of monetary policy, as the Governing Council makes all the decisions affecting the euro area as a whole.


    APP implementation in practice


    The expanded asset purchase programme was implemented smoothly in 2015, at volumes matching the announced monthly amount of €60billion. The programme purchased an average net €1billion in ABSs and €9billion in covered bonds every month. Public assets, purchase of which started on 9March2015 and which make up the bulk of the APP, added up to a monthly average purchase of €49billion.


    At the start of the programme, financial market players expressed some doubts as to whether the Governing Council would be able to meet its monthly PSPP purchases targets in quantitative terms. Concerns about a scarcity of government bonds meeting all the requirements were twofold: first, it was assumed that net issuance of debt securities by governments in the euro area would be rather meagre while the programme was running, as fiscal consolidation had been ongoing and Germany was even predicting budget surpluses. And second, it was surmised that banks, pension funds and insurance companies would not be willing to sell government bonds because of regulatory requirements or a lack of attractive investment alternatives. In the event, the feared scarcity never materialised and the proposed purchase amounts were met without difficulty. Besides, the programme has been set up in such a way that it can be adjusted to prevent such risks. As it happens, the Governing Council made use of this flexibility: in September2015, it decided to raise the purchase limit on an individual security issue from the original25% to 33%, unless such a move gives the Eurosystem a blocking minority, in which case the ceiling would be kept at 25%. The 33% ceiling on all of an issuer’s outstanding debt was kept unchanged. Meanwhile, the list of agencies whose debt securities are eligible for the programme was extended twice, in April and July, for reasons of monetary policy and risk control. In addition, in December, the Governing Council announced that the APP would from then on also allow purchases of euro-denominated negotiable debt instruments issued by regional and local governments in the euro area. This might help prevent any potential scarcity issues, for example in the German market for government bonds.


    As for the implementation of the APP in Belgium, on9March, the National Bank of Belgium (NBB) started purchasing OLOs in the secondary market, with net purchases of Belgian government paper under the PSPP amounting to around €16billion for full 2015. The scarcity risk for Belgian government bonds was small, as their share in the secondary markets for euro area government bonds (some 5%) exceeded the NBB’s allocation in the ECB’s capital key (3.52%), due to Belgium’s rather large gross government debt. What is more, the Federal Debt Agency’s funding strategy enables ample liquidity to be generated for the various OLO lines. Lastly, there were no liquidity problems in the secondary markets for OLOs or repos, as shown by the sparse use made of both the NBB’s securities lending and the Federal Debt Agency’s repo facilities.


    TLTROs face reduced demand but play key role


    Long-term funding costs for banks also came down in anticipation of an expanded asset purchase programme run by the Eurosystem and, in January2015, the Governing Council decided to put the fixed interest rate on future TLTROs on a par with the rate governing main refinancing operations at the relevant time. This put an end to the mark-up of 10basis points applied on the first two TLTROs in2014. This particular measure was meant to ensure funding demand from banks via TLTROs as well as a better transmission of monetary easing. It became clear in the second quarter that TLTROs have a key role to play in securing access to cheap funds for banks, particularly when market rates go up. Following two bouts of increased volatility in the euro area bond markets including bonds issued by banks  demand for the fourth TLTRO in June exceeded expectations. On the whole, the demand for liquidity in 2015’s four operations was lower on average than in the first two TLTROs of 2014 (€51.4billion compared with €106.2billion). This was in line with expectations in view of the shorter maturities of the new TLTROs as well as the smaller amounts banks were able to borrow compared with the first two operations. Besides, banks were also receiving liquidity under the APP.


    Impact on the Eurosystem balance sheet, excess liquidity and Eonia rates


    Much as expected, the implementation of the APP and TLTROs significantly increased the Eurosystem’s balance sheet total. Under the APP, the Eurosystem takes a more active role in managing its balance sheet compared with previous years, in which the monetary base mainly depended on bank demand for liquidity. And banks typically used to tap the system in times of financial turmoil, turning the size of the balance sheet into an indicator for tensions in the euro area’s financial system or for the need for central bank intermediation between financial institutions. Since the launch of the asset purchase programme, however, this interpretation no longer applies.


    The launch of the TLTROs and the APP  the former offering cheap long-term loans to banks and the latter providing a virtually constant flow of central bank reserves  served to bring down demand for funding by regular monetary policy operations, such as the weekly main refinancing operations and quarterly longer-term refinancing operations.
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    In line with the expansion of the Eurosystem’s consolidated balance sheet, the amount of liquidity that euro area credit institutions kept with the Eurosystem was also up. Excess liquidity, i.e. the central bank reserves that banks hold on top of their required reserves, either in current accounts or in the deposit facility, which command the same return, amounted to €640billion by the end of December2015, compared with €120billion in early September2014, before the start of the various asset purchase programmes and TLTROs.


    With banks trying to offload their surpluses onto the markets, the massive excess liquidity has driven the Eonia overnight interest rate tenaciously close to the deposit facility rate  the latter not just serving as the lower limit of the Eonia rate but also as its reference value in the case of excess liquidity. This overnight rate remained negative throughout 2015, implying unprecedentedly low interbank funding rates.


    Transmission of the measures to financial conditions and the macroeconomy


    The ECB’s package of measures would appear to have had a visibly positive effect, even if this is difficult to capture in precise numbers. For one thing, the euro area markets for government bonds experienced increased volatility in the second quarter. Over the summer months, the global economy slowed down and global financial and commodity markets grew increasingly jittery. These external shocks make any correct assessment of these measures a tricky proposition and in fact have sparked a recalibration of the degree of the ECB’s monetary accommodation in view of their impact on the inflation outlook. However, it is safe to assume that these shocks would have hit the euro area economy harder if the stimulus package had not been in place.


    Signalling on inflation expectations


    With its asset purchase programme, the ECB’s Governing Council has sent out a strong signal that it is willing to do whatever it takes to meet its price stability objectives. The APP helps the central bank to steer real interest rates appropriately and thus allows it to continue to play its part in stabilising economic activity and inflation. In that sense, its commitment to keeping the APP in place until inflation reaches an expected level of close to 2% has been crucial.


    The ECB’s measures have kept the strong fall in headline inflation from being a more persistently downward force driving inflation expectations. Following the announcement of the APP, market-based indicators rebounded, while the renewed drop in inflation over the summer of 2015 proved only a temporary blip to inflation expectations. This effect also reflects markets’ anticipation of a further APP expansion in December. Meanwhile, survey-based inflation expectations also revived slightly: compared with the end of 2014, the breakdown of the sample respondents in the professional forecasters’ survey showed an upward shift. All that said, multiple resources-derived inflation expectations over all horizons were only a little up on their record lows of the beginning of the year, and remained far removed from the requisite level for price stability. A continued accommodating monetary policy stance is therefore justified.


    Lower nominal rates across bond maturities


    The ECB’s quantitative easing programme also had an immediate impact on the returns of purchased assets. Large-scale purchases of government bonds were expected to drive up the prices of such assets and reduce their returns, in line with the law of supply and demand. As rates of government bonds are a reference value  considered as the ‘risk-free rate’, the stimulus spreads to the rest of the economy in the shape of lower funding costs, encouraging lending and investment.
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    As the markets had already been anticipating additional easing by the ECB since mid-2014, the new measures had already been priced into a wide range of financial assets and yields on government bonds were historically low by the end of 2014 in a great many euro area countries. Nevertheless, yields went down even further after the ECB announced the PSPP in January, and even when its purchases got underway in March. One explanation was that the size of the asset purchase programme was more substantial than had been expected. Debt securities with longer maturities notched up the steepest falls; for instance, the yield on ten-year German Bunds, which acts as a reference value for less risky assets in the euro area, plunged from an average 0.64% in December2014 to close to 0% by mid-April2015. Meanwhile, returns on maturities up to seven years even turned negative. Belgian government paper recorded a drop from 0.90% to below 0.40% for ten-year bonds and negative returns for maturities up to six years. Government bond yields of the more fragile euro area countries also came down, most more strongly so.


    The second quarter saw two price corrections (one at the end of April and one in early June), sharply pushing up government bond yields. Ten-year German Bund yields added 67basis points to 0.83% (monthly average) in the April-June period. A number of explanations have been put forward for these sudden price corrections. First, they may have been a reversal  a logical one to some degree of the equally unexpected and steep falls after the purchases started in March. At the same time, long-term nominal rates may have experienced some upside effect from some improving macroeconomic data and rising inflation expectationsneither of which can be separated from the APP. In that respect, higher yields are not necessarily a bad thing: although the APP initially depresses long yields, the eventual objective of the programme may be said to achieve higher long-term yields, as this points to improving growth and inflation prospects in as much as it reflects upward revisions vis-à-vis short-term rates. Lastly, a number of technical factors affecting the markets may have intensified the upward trend: seasonally reduced market liquidity, significant bond issuance by a number of governments as a result of very low yields, and mechanical trading strategies which cause a spiral of volatility sparking even greater volatility. Although these factors’ actual contribution to volatility cannot be established, one thing has become plain: bouts of increased volatility are integral to a climate of low interest rates. However, the Governing Council intimated it would respond to any unfounded tightening of monetary conditions in such a climate. Yields on government bonds fell again in the second half of the year, as markets discounted expectations of additional monetary policy measures.
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    Volatility notwithstanding, monetary policy measures have served to further flatten the term structure of interest rates. In keeping with the trend in government bond yields, expectations for money market rates moved up from end-April to early July, and were followed by fresh declines. The steeper slope at the (very) long end of the yield curve compared with early January did stay, which may suggest expectations of more rapid normalisation as soon as key interest rates are raised  positive news in itself. By contrast, the short and middle segments of the yield curve declined further as the year progressed. This shows the impact of forward guidance, of deposit facility rate cuts and of the clear signal about the monetary policy stance sent by the asset purchases i.e. lower expectations for future risk-free short-term rates. It is assumed that this effect is stronger for short-term rates as the central bank is more reticent about being tied to low interest rates in the far-off future.


    With APP depressing nominal rates but also causing upside pressure to inflation expectations, long-term real interest rates dipped to record lows. The pronounced monetary easing of the first quarter did not last: nominal rates started climbing while inflation expectations fell. October saw an improvement in anticipation of fresh monetary policy measures: real interest rates were low again by the end of the year.
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    Portfolio rebalancing


    In addition to its immediate effect on the nominal rates of the securities it purchases, the asset purchase programme also has an indirect effect on other assets, resulting in lower market funding costs for banks and non-financial corporations.


    Initially, the APP did prove a favourable influence on European corporate bonds and equity markets. Corporate bond spreads versus five-year swap rates continued to narrow in the first quarter, a trend that was even more pronounced for lower-rated bonds. Meanwhile, European equity markets notched up gains of around 23% between the start of the year and their peaks in mid-April. A search for higher-yielding assets outside the euro area ensued and the concomitant adjustment of investment portfolios pushed the euro exchange rate down. Between early January and mid-April, the euro weakened by nearly10% in nominal effective terms and by 13% relative to the US dollar. By the end of April, trends reversed in the wake of, among other factors, renewed volatility in the European markets for government bonds, financial turmoil in the emerging economies in the second half of the year and the delay, in the autumn, of the rate increase by the Federal Reserve, reflecting concerns over the economic recovery in the United States. The disappearance of some of these factors and expectations of intensification of the existing package of stimulus measures again improved broader financial conditions although they were less favourable than in the first half of the year.
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    Transmission via the banking sector (loan volumes and lending rates)


    If this quantitative easing is to benefit households and corporations, improved financing conditions also need to be passed on in lending, in terms of both prices and volumes. The ECB’s package of monetary policy measures aimed to achieve both and indeed resulted in more attractive financing conditions offered by banks.


    Bank lending costs for households and corporations continued to fall in 2015. In addition, lending rates to corporations converged significantly between countries. Corporations in the more fragile economies saw a continuous fall in their bank lending costs, while these remained stable for corporations in the less hard-hit countries from the beginning of 2015 as this group of countries had seen a more rapid and fuller transmission of earlier cuts in key interest rates. The fragmentation of bank financing conditions in the euro area would appear to be clearly reduced. Towards the end of the year, lending rates to the private sector stopped falling, possibly because the cost of financing for banks stabilised or because of banks’ attempts to boost their margins.


    The bank lending survey (BLS) likewise revealed an ongoing improvement in the lending criteria imposed on the private sector, right across the countries of the euro area. Intensified competition and declining risk perceptions among banks were the main factors contributing to more relaxed lending criteria. Indeed, banks indicated they were primarily using APP-generated additional liquidity as well as TLTRO funding to expand their lending. In terms of the demand from households and corporations for loans, the BLS also noted progress on 2014 thanks to low interest rates, growing financing needs of corporations, firmer consumer confidence and a brighter outlook for housing markets.


    With both demand for loans and loan supply improving, lending growth dynamics benefited: bank loans to corporations, for instance, reversed in terms of year-on-year growth and turned slightly positive from July2015 after having languished in negative territory since June2012. Loans to households saw growth accelerate from 0.2% in January to 1.4% in November.
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    Along with the growth in lending, monetary growth picked up even more steeply, with the asset purchase programme obviously being a key contributor. As described in box 2, money supply goes up when residents of the euro area  the banking sector excepted  sell securities to the Eurosystem. Banks acting as financial intermediaries in such transactions between economic agents and the Eurosystem will see increases not only in their reserves with the Eurosystem but also in deposits (included in M3) by economic agents amounting to the value of the securities sold in this way. Also, the asset purchase programme typically triggers portfolio rebalancing, potentially boosting money growth further  if indirectly  as, say, the banking sector decides to use its new-found liquidity to provide new loans or buy assets. Lastly, the opportunity costs of holding assets included in M3 are very small given the flatter risk-free yield curve.


    Year-on-year M3 broad money growth continued to accelerate only moderately, from 3.9% in January to 5.1% in November. The key driving force was the expansion of the most liquid components of M3, mainly M1 sight deposits.


    Interaction with other policy domains


    Structural reforms, fiscal policies and financial stability


    If monetary policy measures are to achieve the best possible effect, they will have to be backed by other domains of economic policy. On the supply side, the Governing Council has repeatedly pointed out that structural reforms are required to turn today’s economic upswing into a structural recovery. More smoothly operating labour and product markets, coupled with a more favourable business climate, encourage investment, promote job creation and enhance productivity. As for the demand side, the Council emphasised the importance of growth-friendly fiscal policies that observe the EU’s fiscal rules at the same time. After all, compliance with the EU’s Stability and Growth Pact is essential if countries are to meet the budgetary costs of ageing populations and create buffers for the future. Greater confidence in public finances, in turn, tends to encourage consumption and private sector investment.


    By supporting nominal incomes, monetary policies also have a significantly positive if not immediately visible effect on financial stability. If a deflationary trend were allowed to run its course, this would have devastating consequences for the sustainability of nominal debt and land the financial sector with permanently lower interest rates even over longer horizons. Aside from such positive interactions, today’s highly accommodating monetary policies can also put financial stability in jeopardy. A lengthy and persistent low interest rate environment may spark an exaggerated search for returns, encourage excessive debt accumulation and depress profitability of both banks and life insurers. This last point was cited as a key risk in the National Bank of Belgium’s June 2015 Macroprudential Report, the ECB’s Financial Stability Review and the Annual Report of the European Systemic Risk Board (ESRB). In identifying and addressing such financial risks, (macro)prudential policies are the first obvious way to go, leaving monetary policies to focus fully on the primary objective of ensuring price stability.


    1.3 Economic activity in euro area countries recovered but languished below potential


    Broader and more robust growth


    The euro area’s economic revival in 2015 was broader-based than in 2014, with domestic demand in a large number of euro area countries given a substantial boost by  to a lesser or greater degree  lower energy and commodity prices, favourable financial conditions, better access to credit, improved labour markets and less stringent fiscal policies. It was not just consumption that gathered momentum  investment also continued the recovery that first started in 2014. Despite slowing global trade growth, exports rode the wave of a depreciated euro and acted as a key engine for growth.


    Germany was again the euro area’s economic strongman in terms of growth given the size of its economy. The upturn in the Netherlands also proceeded at a strong pace as investment kicked ahead. Economic revival spread increasingly to those countries that had built up major macroeconomic imbalances in the run-up to the financial crisis but that had since largely remedied these imbalances. Following adjustments to their economies, and bolstered by the growth-supporting factors outlined earlier, most of these countries have been experiencing an economic recovery that gathered momentum in 2015. In Spain, for instance, growth in economic activity more than doubled compared with 2014, while Portugal also reported an upturn. Ireland notched up the highest growth in the euro area for the second year running and its exports shot up, as they had done the previous year. Its robust export expansion is related to the key role that multinational corporations play in Ireland’s exports, but its economic revival has now also broadened to include firms that focus more on domestic demand and are relatively more labour-intensive. The Irish recovery, which initially leaned heavily on exports, has thus become more broadly based across sectors and spending categories.
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    In other countries, however, including France and Italy, domestic demand was below the average for the euro area. In France, investment continued to diminish, particularly in construction. That said, exports in both countries benefited from the weaker euro and the economic upturn in Europe and other advanced countries. All in all, their economies recorded moderate growth after having been virtually static in the previous year. In Finland, economic activity picked up in 2015 after three years of decline, but the country’s actual growth was still meagre. This was down to persistently weak domestic demand and stalling exports in the wake of the clobbering of its exports to Russia.


    All in all, in 2015, nearly all euro area countries made significant contributions to euro area growth  in proportion to their economic weight  whereas more than half of the figure for 2014 had been attributable to the increase in Germany’s real GDP. In this regard, Spain and Portugal have caught up smartly in the past two years, and Ireland can even boast a GDP significantly higher than in 2007.


    Greece: the only country still struggling to emerge from the crisis


    Greece is the only euro area country that recorded a fall in GDP in 2015 (of 1.4%) after having just returned to the black in 2014. This decline should be seen against the backdrop of the troubles that occurred when the second Greek adjustment programme expired and it was negotiating its third.


    After the Greek economy appeared to have turned the corner in the course of 2014, negotiations over the fifth review of the second adjustment programme stalled in the autumn of that year. In the financial markets, the spread on Greek government bonds widened and political instability increased. In addition, the end of the year was marred by swelling deposit outflows, which landed Greece’s banks into trouble. The situation remained tense in the first half of2015, especially in the run-up to the Greek referendum at the beginning of July. Surprisingly, and in the teeth of massive uncertainty and falling confidence, economic growth was still positive, although this can be partially explained by a drop in imports and possibly also advance purchases by consumers fearing loss of savings.


    Following an extension of the second adjustment programme, it expired on 30 June 2015 without an agreement between the Troika and the Greek government having been reached about the fifth review and the payment of the final tranche of financial assistance. Subsequently, Greece was unable to pay its debt to the IMF when it was due, and the government in Athens felt compelled by eroding confidence in Greek banks and huge outflows of deposits to impose capital controls at the end of June. Against this backdrop, the Greek economy slid downwards again in the second half of 2015.


    Despite the victory for the No camp in the Greek referendum which voted against the provisions of the adjustment programme, the Greek authorities agreed to a range of measures after negotiations with the Eurogroup and the Heads of State or Government of the euro area countries. Greece then received a bridge loan to help it meet its immediate financial obligations. In August, the Greek government and the European Stability Mechanism (ESM) agreed the country’s third adjustment programme, paving the way for fresh financial assistance to Greece of up to€86 billion over a period of three years (from August 2015 to August 2018), €25 billion of which is earmarked for recapitalising its banks. The average term to maturity of the new ESM loan is32.5years. With the agreement, the Grexit threat was averted. The IMF was closely involved in the negotiations and will consider its participation in the new financial assistance once Greece has taken the steps it considers necessary for implementation of the programme and once the country’s European creditors have made the necessary decisions on debt relief for Greece.


    The first tranche of financial assistance amounted to €26billion, €10 billion of which was in the shape of debt issued by the ESM to repair the Greek banking sector. Of the remaining amount, €13 billion was disbursed in August, €2billion in November and €1billion in December after Greece had met a number of objectives set down in the adjustment programme’s memorandum and had taken measures with regard to the financial sector with the aim of successfully recapitalising the country’s banks. The comprehensive assessment of the four main Greek banks that the ECB carried out in the autumn of2015 initiated their recapitalisation process.


    Growth-enhancing factors in the euro area


    The economic recovery of the euro area has gone hand in hand with a significant improvement in the labour markets of most euro area countries. Combined with the drivers discussed earlier in this chapter, this improvement and the related rise in disposable household income have been supportive of domestic demand in the euro area. In the Netherlands and Italy, employment grew significantly after earlier declines; it also picked up sharply in those countries that had seen massive job losses in the aftermath of the crisis. Just like Ireland, both Spain and Portugal  two countries that have reformed their labour markets in the past few years  saw a major amelioration in the jobs situation. In France, by contrast, net job creation was subdued. Incidentally, in most euro area countries unemployment declined, if only slightly in many cases.
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    Moreover, house prices in the euro area are gradually beginning to revive. After many years of stagnation, the German catch-up in the property sector continued into 2015. Clear recoveries are also noted in certain countries in which residential property markets had been hit hard in previous years: Ireland’s house prices have made significant gains, and to a lesser degree so have Portugal’s since 2013. Spain’s housing market appears to have bottomed out and is making its way back up, as is the market in the Netherlands, which had before also seen house prices slump. The recovery in house prices was often accompanied by a reversal in construction investment; in this regard, Ireland and the Netherlands are reporting strong increases. By contrast, house prices came down further in France and Italy while France in particular suffered further falls in housebuilding investment. Taken as a whole, the euro area recorded a slight recovery in house prices since mid-2014. Construction investment likewise edged up again in 2015 after years of decline.
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    Moreover, it would appear that in a number of euro area countries the legacy of the financial crisis was less of an obstacle to the recovery in economic activity than it had been in previous years. In particular, heavily indebted countries such as Ireland, Spain and Portugal have made considerable progress running down the debt position at the level of both households and non-financial corporations. And this was not only the result of their nominal GDP growth as some countries have also actively deleveraged by reducing the actual size of their debt.


    Growth still somewhat squeezed by financial crisis legacy


    However, private sector debt ratios remain high in a number of countries, making them vulnerable and hindering spending, particularly investment spending. Box3 explains in some greater detail how the need to deleverage private sector debt has eroded investment dynamics in countries in which debts were steep, obstructing a smooth transmission of monetary policies to lending.
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    Furthermore, despite recent falls, unemployment has remained high in Greece and Spain, and to a lesser degree also in Portugal and Italy. Labour markets in these countries were all hit deeply by the crisis and the long-term unemployed account for the largest proportion of the joblessness figures. In Ireland too, which has seen its unemployment rate come down to below the average for the euro area, the long-term jobless constitute the largest group. These unemployed people see their skills atrophy over time, something which harms potential growth.


    
      [See Box3]

    


    Fiscal policies no longer restrictive


    The euro area has made further progress in running down nominal budget deficits and reducing government debt ratios. As in the euro area as a whole, which saw the budget deficit narrow from 2.6% of GDP in 2014 to 2% of GDP in 2015, the government budget balance has improved in most euro area countries. Such improvement reflected lower interest charges, the beneficial effects of the cyclical upturn  a very pronounced feature in Spain and Ireland, among others  and the impact of one-off and other temporary measures, such as in Portugal. However, nearly all euro area countries experienced a reduction in their structural primary balance  which excludes all of these factors  even if this was often minor. This reflects the fact that, after several years of restrictive fiscal policies, a number of euro area countries eased their fiscal policies to some extent. Considered for the euro area as a whole, fiscal policies in 2015 may be described as more or less neutral. Together with the pick-up in economic activity, the improvement in fiscal balances resulted in a slight fall in general government debt as a percentage of GDP in the euro area as a whole, from 94.5% of GDP to 94% of GDP  the first such decline, albeit a minor one, since the outbreak of the financial crisis. General government debt came down noticeably in a number of countries such as Ireland, Germany and Portugal and remained the same or increased in others. Taken together, general government debt in the euro area is still very high, combining with private sector debts to structurally depress the growth capacity of the euro area.
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    In Greece, public finances charted a different course. Following an unmistakeable improvement in 2014, the country’s government deficit widened again in 2015; the structural primary government surplus that it had accrued since 2011 declined in 2015 for the second year running. General government debt shot back up to around 195% of GDP.


    According to the EC’s autumn projections, 2015 government deficits in Spain, Greece, France and Finland were still expected to exceed 3% of GDP, while Portugal’s was forecast to come in at exactly 3%. With the one exception of Finland, all these countries were subject to excessive deficit procedures at the end of2015, as were, in the euro area, Cyprus, Ireland and Slovenia. In July2015, the EC investigated whether France had taken effective action to comply with the Council’s recommendations under the excessive deficit procedure and decided that the procedure should continue to be held in abeyance.


    In accordance with the preventive arm of the Stability and Growth Pact, EU Member States are also required to meet a medium-term budgetary objective. This is a country-specific target value for each Member State, expressed in structural terms. The relevant chart in the chapter on public finances of this Report will demonstrate that several euro area countries still have significant consolidation efforts ahead of them before they achieve that objective. Meanwhile, Germany has exceeded its objective.


    New governance and structural reforms in the euro area continued


    The move towards better governance in the EU was continued in 2015, if sometimes haltingly. It had started in 2010 as a response to the challenges that emerged from the financial crisis. On the issue of public finances, the European Commission presented in January 2015 a Communication on making the best use of the flexibility within the existing rules of the Stability and Growth Pact to further growth-friendly fiscal policies. Its aim is to encourage effective implementation of structural reforms, to stimulate investment, specifically in the context of the new European Fund for Strategic Investments, and to take better account of the economic cycle in the individual Member States.
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    In addition to public finances, surveillance of the risks of macroeconomic imbalances was another arena in which the new governance continued, in keeping with the macroeconomic imbalance procedure. As it turns out, significant adjustments have been made in the euro area countries forced to deal with major macroeconomic imbalances after the crisis. They have sharply reduced the current acccount deficits that had often surged in the run-up to the crisis, with most of them even having reversed into surpluses. Ireland, for one, is looking at a current account surplus of nearly 6% of GDP; Spain’s and Portugal’s were smaller but still at 1.4% and 0.5% of GDP respectively. Although Greece still has a current account deficit of nearly 1%of GDP, this is a major improvement on its 2008 nadir of 16% of GDP. Meanwhile, a number of other countries, particularly Germany and the Netherlands, are consistently recording steep current account surpluses, of nearly 9% and 11%of GDP respectively. All of this has combined to take the euro area as a whole onto a path of increasing current account surpluses post-crisis, adding up to a total of nearly 4% of GDP in2015. Initially, the increase in the current account in financial crisis-torn countries was largely down to contracting domestic demand, but more recently exports have also become a contributor, which in turn is attributable to their improved labour cost competitiveness. Nevertheless, these same countries still tend to have steep net external debt exposures, which continue to be just as much a source of fragility as the high debt ratios of their domestic sectors.


    Incidentally, structural reforms have mostly been implemented more rapidly in the economies that bore the brunt of the financial crisis than they were in the rest of the euro area. Structural reforms are crucially important to a smoothly operating monetary union as these strengthen the adaptability of economies and can bolster their potential growth. Differences between the Member States and the complexities of their institutional environments require reforms to be tailored to the specific needs of individual countries, while not losing sight of potential complementarities between reforms in the various policy domains. In the past couple of years, Spain, Portugal and Ireland have implemented a range of reforms in several domains, including  to a lesser or greater degree  the labour and product markets, public finances and the government sector, and the financial sector. In addition to the countries that have implemented macroeconomic adjustment programmes or bank restructuring programmes, Italy also saw structural reforms gather momentum. To increase productivity and boost its business climate, the country has tabled an ambitious structural reform programme encompassing a range of domains such as its labour and product markets, its institutional framework and its tax system.


    Completion of the institutional structure of Economic and Monetary Union


    The absence of an agreement between Greece and its European creditors until mid-July 2015 once again fanned fears of a possible Greek exit from the euro area. Repeated doubts as to the irreversibility of euro area membership, which eventually also boil down to a debate about the integrity of the common currency, gave yet another  and impossible to ignore  signal that the construction of the Economic and Monetary Union, unique in its institutional structure, remains incomplete, despite major progress on governance and the banking union.


    Observing that, institutionally, the euro area still does not function at its full potential, the five Presidents  of the European Commission, the European Council, the Eurogroup, the European Central Bank and the European Parliament  published their Five Presidents’ Report in June 2015. This announced their plans to deepen EMU and complete it by 2025 at the latest. Their aim is to build on the rapid and unprecedented steps that have been taken since 2010 to ensure cohesion in the euro area and use these to create a sustainable basis for the future.


    These are ambitious plans focusing on  rightfully  ambitious goals. Given the slow execution of earlier decisions in some domains, such as the banking union and the Capital Markets Union, on which the five Presidents are now tabling new proposals, it is clear that such proposals also need fleshing out and implementing. Their plans are to be put into operation in three stages, the first of which started on 1July2015 and is envisaged to be complete by 30 June2017.


    In this first stage, existing instruments and current Treaties should be used to encourage competitiveness and structural convergence, to achieve responsible fiscal policies at national level and at the level of the euro area, to complete financial union and to strengthen democratic accountability. The Five Presidents’ Report envisages the completion of EMU in the second stage by launching more far-reaching actions to make the convergence process more binding. In the final stage, by 2025 at the latest, all steps should be fully in place.


    The report mentions four domains that require progress. First, the euro area is to develop into a real economic union. In the first stage, this will involve setting up a euro area system of Competitiveness Authorities, a more rigorous implementation of the macroeconomic imbalance procedure, a greater emphasis on employment and social performance, and improved coordination of economic policies within a revamped European Semester. In the medium term, in the second stage, the convergence process should be made more binding through a set of commonly agreed standards defined in the EU legal framework, covering such areas as labour markets, competitiveness, business climate and public administration, including certain aspects of tax policy. Secondly, progress should be made towards financial union, enabling the financial system to diversify risk across countries. More concretely, banking union should be completed. The report envisages agreements on an adequate bridge financing mechanism and on a credible common backstop for the single resolution fund during the transition period to the final creation of this fund. In this context, the launch of a European Deposit Insurance Scheme should also come into its own; concrete steps in this direction should be taken as early as the first stage and within the scope of the current legal framework. The Capital Markets Union should become a priority alongside the banking union. Third, the euro area should develop towards fiscal union. By enhancing the governance framework at the first stage, and more specifically by creating an advisory European Fiscal Board, the euro area should make responsible fiscal policies one of the cornerstones of Economic and Monetary Union. In the longer term, in the second stage, as the culmination of a process of convergence and of further pooling of decision-making on national budgets, the euro area could develop a common macroeconomic stabilisation function and so become better equipped to handle shocks that cannot be managed at national level alone. Fourth and lastly, the euro area needs to take steps towards strengthening democratic accountability, legitimacy and institutional strengthening. As the euro area develops into a true Economic and Monetary Union, certain decisions will increasingly need to be taken collectively, while ensuring democratic accountability and legitimacy. A euro area treasury could in future be the place for such collective decision-making, which would however not mean that all aspects of budget revenue and spending will need to be centralised.


    In October 2015, the European Commission approved a range of measures and released recommendations. This package includes a review of the approach to the European Semester, paying greater attention to employment and social aspects. It also aims to improve the tools for economic governance. The EC recommended setting up National Competitiveness Boards and has established an advisory European Fiscal Board. It is also proposing more unified euro area representation in international financial institutions, in particular the IMF. Its proposed set of measures also envisages steps towards completion of the banking union. To this end, the EC tabled a legislative proposal in November on the first steps towards a European Deposit Insurance Scheme. It has also confirmed its prioritisation of the Capital Markets Union in addition to the banking union.

  


  
    Box1Rebalancing of the Chinese economy and its consequences for the global economy


    A series of events in China sparked turmoil in the financial markets in the course of 2015: share prices in the Chinese equity markets lost a great deal of ground in June/July and the renminbi depreciated following the adjustment of the country’s exchange rate policy in mid-August. Weak import and export figures also raised concerns over the strength of the Chinese growth engine. However, the Chinese economy’s slowdown is not new and has in fact been going on for a number of years. In 2007, growth still came in as high as 14.2% whereas it barely reached 7% by 2015. This box investigates the factors behind this slowing growth and its repercussions for the global economy.
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    Prior to the onset of the global financial crisis, China pursued an export-driven growth model. Admittedly, Chinese export expansion was phenomenal in these years, but net exports were never the biggest contributor to the country’s growth, as China initially specialised in assembly operations. What is more, its export growth was underpinned by massive investment in expanding industrial production capacity and its underlying infrastructure, which itself required major imports of capital goods and commodities. Traditionally, capital spending and exports have been the key drivers of China’s growth, but over the years this resulted in growing imbalances in the structure of its economy and spending patterns. The constraints of its growth strategy were even more clearly flagged by indicators such as stalling market shares in global trade albeit at high levels  for specific goods and ever lower returns on investment. In the face of growing doubts, China initially stuck to its investment-based strategy and in fact stepped it up by launching a large-scale fiscal and monetary stimulus programme in the aftermath of the global financial crisis, to avoid too strong a slowdown caused by collapsing export markets. As a result, its high growth continued into 2009 and 2010, running at 10%. Investment as a percentage of GDP rose from 25% in 1990 to 45% in 2010 with the share of private consumption falling to 38%, making for a pretty exceptional composition of spending compared with other emerging and developed countries. New vulnerabilities emerged, such as a bubble in (some parts of) the residential property market, excess capacity in some heavy industries, a rapid increase in corporate debt ratios and local government financing vehicles, uncontrolled expansion of the country’s shadow banks and a growing share of less profitable investment  all adding to doubts about the viability of the existing growth model. The Chinese government and international institutions started to advocate a transition to more moderate but also more balanced growth, with a greater contribution from consumption and services. The stimulus programme was scaled back and economic growth has gradually slowed since 2011.
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    Impact on the euro area and Belgium


    A complex picture emerges for the potential effects of the Chinese slowdown on the rest of the world, and more specifically on the euro area and Belgium. In addition to the immediate impact through trade and financial relations with China, developments in China have indirect repercussions via other countries, some of which are heavily exposed to China.
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    The above chart captures the degree of openness of a country or region as measured by the exported value added as a percentage of GDP. These are relevant statistics as they factor in re-exports and imported inputs(1) and as they reflect the final destination of the exported value added, including value exported via other countries. This is meaningful information for an impact study given the development of global production chains in recent decades and China’s central role in these. The chart only shows the proportion of the value added that ends up in China and the most important other emerging economies. As expected, emerging Asia relies the most heavily on China and other emerging economies. Exports to China, as expressed in value added, account for around1% of Belgium’s GDP, as for the the euro area as a whole. Around 4% of Belgian added value ends up in the other major emerging countries, a relatively high exposure nearly as high as Germany’s that is explained by the Belgian economy’s high degree of openness on top of the fact that a key proportion of Belgian exported value added is incorporated in the exports of Belgium’s neighbouring countries (mainly Germany) to China and other major emerging economies.


    
      (1) See, among others, Duprez C. (2014), “Value creation in exports”, NBB, Economic Review, September.

    


    The recent turmoil in the Chinese financial markets and the contagion spreading to global financial markets have sparked concerns over financial exposures, but China’s immediate financial linkages with the rest of the world, and with Europe in particular, remain limited. China boasts a major savings surplus and does not really need foreign funding. What is more, it has very strict controls in place governing international financial transactions, investment and banking activities. Direct financial exposure to China can be measured by foreign bank claims on Chinese residents. According to this measure, claims on China are still negligible for all countries, with the exception of the United Kingdom and Taiwan. More generally, the exposures of most developed countries’ banks to the group of emerging economies and developing countries not including China is below 10% of total claims. The transmission of shocks in China to the global financial markets thus occurs mainly through confidence effects.


    China’s slowdown is also percolating through by means of a third channel: commodity prices. Its enormous appetite for investment has propelled China to the world’s number one consumer of commodities such as copper, nickel, aluminium and iron ore. In the immediate aftermath of the global financial crisis, the prices of these commodities stayed at high levels as demand was still shored up by China’s massive stimulus programme. With the pace of investment decelerating in China, the metals supercycle came to an end, and producers of these commodities were hit by a combination of falling exports to China and/or lower revenues from commodities and/or depreciating currencies. China’s impact on oil prices is less pronounced as its share in final consumption of oil is more modest (11%) and as abundant supply is a major factor in today’s oil market.


    Recent OECD(1) calculations suggest that a drop in the growth of Chinese demand by 2 percentage points compared with the baseline scenario for 2016 and 2017 would slow growth in the OECD countries by between0.1 and0.2percentage point in both years, based on the effects of trade only. When its simulations also factor in negative financial shocks, such as a worldwide fall in stock markets and an increase in a range of risk premiums, the OECD puts the growth impact at 0.6 percentage point in 2016 and 0.8percentage point in 2017 for the euro area, with Germany having a high exposure. The figures for Belgium may be posited to be roughly the same as for Germany. Japan would be hit harder (0.8 in 2016 and 1 in 2017), as would India (0.6 in 2016 and 1.2 in 2017) and Russia (0.7 in 2016 and 1.3 in 2017). If a fall in commodity prices is also taken on board, the impact of the shock would be lessened for both the euro area and particularly for Japan, as these economies are net importers of oil and metals. The reverse would be true for Russia: it would face an even steeper slowdown (1.8 in 2016 and 1.9 in 2017). As ever, such simulations should be interpreted with due caution as the model structure, its underlying assumptions and the nature of simulated shocks may greatly influence their outcomes.


    
      (1) See OECD (2015), Economic Outlook No. 98, November.
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    Box2Impact on bank balance sheets of the Eurosystem’s expanded asset purchase programme


    The Eurosystem’s expanded asset purchase programme (APP) does not merely have a lasting impact on the balance sheet of the system itself  which is buying the assets  but also on those of the credit institutions in the euro area, which act as intermediaries when settling the purchases, regardless of who is selling.


    On the assets side of the Eurosystem balance sheet, these purchases add to the portfolio held for monetary policy purposes, while on the liabilities side they cause a similar increase in the excess reserves held by credit institutions in the euro area.
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    In principle, euro area banks’ excess reserves will stay at high levels as long as the assets remain in the Eurosystem’s monetary policy portfolio. Use of these generated assets by economic agents  the Eurosystem excepted  can serve to “destroy” this recently issued bank liquidity in three cases: (1)if banks use these new resources to repay open refinancing operations; (2) if this liquidity is converted into banknotes, and (3) if these resources are used to pay euro area governments who subsequently deposit their resources in accounts held by the Eurosystem. These three possible scenarios have materialised relatively infrequently in practice, and excess reserves have typically picked up at the same pace as purchases.


    As for the aggregate balance sheet of the euro area’s credit institutions, the counterpart of bank liquidity created by APP purchases an increase in excess reserves on the assets side will depend on who is the “ultimate” seller of the assets and subsequently on their ultimate use.


    If the seller is a euro area bank  a transaction for own account  the purchase on the assets side of the euro area banks’ aggregate balance sheet will initially show up as a reduction in the securities portfolio. If the seller is a non-bank resident of the euro area, the Eurosystem will settle the purchase on the liabilities side of the euro area banks’ aggregate balance sheet by crediting a deposit account(1). Lastly, if the seller is a non-resident of the euro area, the euro area banks’ aggregate balance sheet will  in light of their increasing reserves  be adjusted by a reduction in their net external assets, i.e. the difference between amounts due from and to non-euro area parties. This reduction is the net outcome of either the payment of the amount received for the securities  into an account held by the non-resident seller with a euro area credit institution  or the debiting of an account held by a resident bank with a foreign bank.


    
      (1) If the depositor belongs to the money-holding sector, the purchase of assets by the Eurosystem should initially prompt an increase in M3 money supply.

    


    Whereas the Eurosystem’s portfolio of euro area government paper has kept rising due to the purchases made under the public sector purchase programme (PSPP), euro area banks have seen theirs shrink somewhat since March2015. This implies that banks have been selling government bonds to the Eurosystem that they had been holding for their own account. Looking at the relevant amountsand particularly when compared with total PSPP purchase volumes as well as the size of the portfolio of government bonds as held by the euro area banking sector  net sales have remained relatively limited. Obviously, other economic agents  whether resident in the euro area or not  have sold securities to the Eurosystem under the PSPP.
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    The direct effect of the APP is an increase in liquidity for banks in the euro area, as evidenced both by their ampler reserves with the Eurosystem and an increase in deposit financing. This liquidity can be used in a variety of ways but will invariably impact the balance sheets of the credit institutions. Some banks might tap these resources to grant new loans, causing, on the assets side, an increase in those banks’ loan portfolios and, on the liabilities side, higher deposits. If their customers use these deposits to, say, buy goods from customers of other banks in the euro area, the central bank reserves are transferred to another party in the system. At the aggregate level of the banking sector, however, bank reserve volumes should remain unchanged in principle. Liquidity should return to the Eurosystem, in one way or another, as the euro area banking industry as a whole is a closed loop.
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    Such second-round mechanisms the above example of which is only one of many possibilities  suggest that the charted direct effect does not neatly capture the APP’s eventual impact on euro area credit institutions’ balance sheets. It will be difficult to determine in the real world the overall effect of the programme on all balance sheet items of banks in the euro area, because of the different decisions on portfolio rebalancing, at the level of both individual banks and non-bank agents (which, by necessity, will act via banks(1)). Such difficulty will be further compounded by the fact that the trends in the various balance sheet items of resident banks will also be influenced by factors other than the APP.


    
      (1) Portfolio rebalancing decisions refer to decisions on adjusting the composition of their respective balance sheets.

    


    Since March2015, growing excess reserves of euro area banks have been moving in tandem with higher deposits by non-bank residents of the euro area, a fall in net external assets and in lending to the public sector in the euro area, and some growth in lending to the euro area’s private sector. At the end of the day, the APP’s impact on euro area banks’ balance sheets may well work out as partially supportive of lending to the real economy. In Belgium too, banks recorded higher reserves coupled with lower net external assets, a decline in net market funding and an increase in deposits by Belgian non-bank residents. Lending to the Belgian non-bank private sector also showed an upward trend, albeit a weaker one.
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    Box3Fragile recovery of investment in the euro area


    Investment in the euro area took a real beating in the financial crisis and has yet to return to its pre-2008 levels seven years on. Capital spending is an essential and highly cyclical element of demand, and the investment slump and subsequent weak dynamics to a large degree explain the seriousness of the recession and the challenging economic recovery in the euro area. Low capital spending levels do not just depress demand, they undermine the long-term growth potential of the euro area economy, as they impede the expansion of capital stock as well as the spread of innovative technologies. Low investment puts the brakes on the creation of employment and wealth. This box compares recent investment dynamics in the euro area with those in a number of other major advanced economies. It then assesses whether the euro area’s subdued capital spending trends are a purely cyclical matter or whether legacy factors persist in bringing a downward influence to bear, particularly on business investment.


    The financial crisis initially appeared to have less of an impact in the euro area than in a number of other major advanced economies; in the United States and the United Kingdom, investment volumes collapsed more dramatically in 2009. However, with the latter countries’ capital spending bouncing back just as rapidly in the following two years, the differences were minor in this first phase of the crisis. In 2012 and 2013, euro area investment sank deeper as the sovereign debt crisis bit and pushed the euro area back into recession. Recovery has been fragile since. Investment volumes have been on an upward trajectory since the end of 2014 but the EC’s latest autumn projections still put them way below their pre-crisis high. In contrast, the United States, the United Kingdom and Japan have seen recovery kick off much more quickly and in the first two countries investment in real terms now exceeds pre-crisis levels.
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    However, this pre-crisis level is only a snapshot of the state of play at that particular time. Taking as our reference the average ratio of investment to GDP, which is measured over a longer period of time, i.e. 1995-2007, this ratio in the euro area happened to be higher than its long-term average in the year before the financial crisis broke, unlike in the United States and the United Kingdom, whose investment as a percentage of GDP was around their average in 2007. Japan’s ratio was even below average at the time, a reflection of years of decline after its asset bubble burst in the early 1990s. In view of this, the fall in the euro area’s investment ratio may be argued to be persistent in as much as it is a correction on previously excessive capital spending. Besides this, investment-to-GDP still languishes well below its long-term average, while US and UK ratios are drawing closer.


    Weak economic growth and the accelerator model


    Our analysis now focuses on non-residential investment, the largest element of which is business investment(1), using an econometric model  i.e. the accelerator model  to better assess investment dynamics. This simple model assumes that companies are guided chiefly by their expectations as to demand, and in empirical research it typically provides a fairly solid explanation of investment trends. It is predicated on the assumption that changes in desired capital stock are proportional to those in GDP. And it is this desired capital stock  including its depreciation  that determines the dynamics of the gross investment.


    
      (1) Only nominal data and no volume data are available for business investment, and various proxies have been proposed in the literature. A number of researchers have deflated nominal business investment using the total investment deflator. Others, such as the EC’s European Economic Forecast of November 2013, use real non-residential investment, as this consists primarily of business investment given its small proportion of public investment. This box has adopted the latter approach.

    


    The accelerator model broadly explains capital spending dynamics since 1999, confirming the unusual nature of investment growth in the run-up to the financial crisis (2004-2008) as well as the fiscal stimulus  including spending on infrastructure  that supported economic activity in the 2009-2010 period. The model also finds investment to be lower than might be expected based on economic growth since the beginning of 2012. These findings are equally applicable to the euro area at large and to most of its individual Member States. Expressed as a percentage of annualised GDP, this investment deficit is deepest in Greece, Italy, Portugal and Finland, while being very minor in Belgium and Germany.


    As it is impossible to explain these weak investment volumes since 2012 using GDP developments only, our analysis requires additional determinants. Factors that may have recently played a part in euro area investment dynamics include the way external funding costs have developed, the need for deleveraging, any credit constraint and increased uncertainty. These factors will be added to the standard specification of the accelerator model.


    The model uses real bank lending rates as a proxy for external funding costs. Differences between the euro area countries remained significant in this period, despite historically low key interest rates in the Eurosystem and a wide range of additional measures to remedy financial fragmentation. These differences reflect the diverging credit risks applicable to the various countries and the solvency of their banks. On top of this, real interest rates have been on the rise since 2013, due to lower inflation and inflation expectations.


    Another explanatory factor is the way corporations themselves rate their funding options. A key indicator may be derived from the EC’s business confidence survey: although there was less mention of credit constraint by corporations across the euro area, clear differences between countries remained, and corporations in the programme countries in particular continued to cite borrowing as a problem. And even for core countries, the situation has not quite returned to pre-crisis levels.
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    Post-crisis, a number of countries embarked on a process of deleveraging, as shows up in the debt ratios of non-financial corporations compared with their peak levels. Corporations may decide to restructure their balance sheets so as to be better prepared when new shocks hit. In fact, they may well have shelved their capital spending plans against the background of economic recession and moderate recovery. All that said, debt ratio reduction has been limited to date and accounts for only a fraction of the pre-crisis increase.


    Uncertainty is often cited as an important explanation of the euro area’s weak investment dynamics. Economic research has found that corporations typically put off their capital spending decisions until they have more information available to them. Uncertainty is hard to quantify and it is not quite clear what indicator best explains the development of business investment. This analysis includes political uncertainty only and adopts current research practice by using the Economic Policy Uncertainty Index (EPUI), compiled by Baker, Bloom and Davis(2013)(1) and based on news reports.


    
      (1) Baker S., N. Bloom and S. Davies (2013), “Measuring economic policy uncertainty”, Chicago Booth Research Paper, 1302.

    


    When real bank lending interest rates, corporate debt ratios, the credit constraint indicator and the political uncertainty index are added to the standard specifications, the model sees a major improvement in its ability to explain the situation, particularly in Spain and France. Uncertainty, credit restrictions, deleveraging and real interest rates are shown to have had a major impact on the investment dynamics in these countries. Other studies have produced comparable findings, including IMF(2015)(1). In so far as these factors still hold back capital spending, there would seem to be a role for policy-makers here.


    
      (1) Barkbu B., P. Berkmen, P. Lukyantsau, S. Saksonovs and H. Schoelermann (2015), “Investment in the Euro Area: Why Has It Been Weak?”, IMF Working Paper 15/32.
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    2. Economic developments in Belgium


    2.1 Economic recovery remains subdued in Belgium too


    In keeping with the ongoing trend noted since thesecond quarter of 2013, economic expansion in 2015 continued at a moderate pace in Belgium, much as in the rest of the euro area, despite a minor slowdown towards the end of the year. In volume terms, year-on-year GDP grew by 1.4%, at pretty much the same speed as in 2014 (1.3%) and slightly below the euro area’s 1.6%.


    Belgium’s economy benefited from the same favourable economic environment enjoyed by its partners in the euro area. First off, monetary policy accommodation made for continued favourable financing conditions for both corporations and private individuals and the government too, for that matter as it reduced their financial outgoings. Conditions such as these encourage investment. What is more, companies benefited from improved competitiveness vis-à-vis their rivals outside the euro area because of the weakening of the euro, which was particularly pronounced relative to the US dollar between mid-2014 and early 2015. Lower commodity prices, especially those of crude oil, also helped reduce producer costs and boosted the purchasing power of private individuals.


    In addition to these external drivers, Belgian macroeconomic policies were less single-mindedly focused. The fiscal stance, for one, appears to have had a largely neutral effect on economic activity in the past two years. However, wage restraint, which had been ongoing since2009 and was enhanced by a range of measures in2015, seems to have supported job creation and so contributed to strengthening the economic fundamentals, even if it did hold back demand and economic activity in the short term. On the whole, and even in the short run, policies supportive of economic potential and the sustainability of public finances should be a force for the good if they give economic agents more confidence in the future.
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    Economic activity continued to pick up and gradually broadened to include the whole of the Belgian economy. While the cyclical recovery of 2013 initially showed up in higher productivity, employment continued to fall; not until the second quarter of 2014 did the labour market experience net job creation. This improvement continued throughout 2015 but was fairly modest as the employment rate established on the basis of the labour force survey data did not go up and in fact inched down between2014 and 2015, from 67.3% to 67.2% of the working-age population, while the harmonised unemployment rate rose slightly until May 2015 before moving back down gradually. Meanwhile, the number of corporate bankruptcies has been declining continuously over the past two years.
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    Domestic demand as a driving force for economic activity has gradually picked up in the past two years. In2015, private consumption took the lead as purchasing power grew thanks to oil prices plunging to new lows. The recovery may have gained a firmer toehold, but it remained too subdued for Belgian growth dynamics to really lift off. In fact, both potential growth and the pace of the increase in the capital stock still languished below their pre-crisis values. Moreover, developments in the second half of 2015 have once again proved the Belgian economy to be highly sensitive to external vicissitudes.
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    2.2 Economic activity and job creation up further despite growing uncertainty


    Although economic activity remained positive throughout2015, it slowed in the third quarter. For a few quarters, the external factors mentioned earlier exerted a greater driving force than did the impact of waning global demand on the euro area. However, this changed as the summer progressed. Growth prospects were revised downwards in several emerging countries, particularly in China, while growth in some developed countries faltered a little and, worse, trade growth significantly trailed expectations. As a result, there was a great deal of uncertainty about the direct or indirect impact of foreign demand for goods and services, and increased volatility in the financial markets. Confidence indicators deteriorated considerably, if temporarily: firms grew less sanguine about their future orders, while consumers no longer took such a rosy view of their financial and employment situation, and applied the brakes to their outgoings. At the same time, the positive contribution to purchasing power of the fall in oil prices diminished. Towards the end of the year, confidence picked up again and the consequences of the terrorist attacks and threats proved altogether muted.


    All that said, 2015 got off to an auspicious start: supported by pick-ups in the manufacturing industry and market services sector, GDP was up 0.5% in the second quarter, its most robust quarterly growth in four years. In the Bank’s surveys around that time, businesses in these sectors were reporting an upswing in the economic cycle.
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    In the third quarter, however, momentum faltered temporarily. Industrial production chains being strongly interlinked globally, the slowing pace of growth in the emerging countries rapidly affected industry, leading to a reversal of the trend in the synthetic curve for manufacturing in the July-September period. A less upbeat outlook was attributable to the order book position and particularly its foreign component  which suddenly got more negative scores, on top of a notable increase in inventories, which pointed to an imbalance between supply and demand. The reversal in confidence in the market services sector was chiefly reflected in the outlook for economic activity and demand in business services, which typically enjoy close ties with themanufacturing industry. Company managers in the trade sector, by contrast, benefited from continued domestic consumption growth and stayed fairly optimistic.


    Economic activity in the construction industry is largely determined by domestic factors. In 2015, value added did not move ahead as smartly as it had the previous year: the winter months were less mild and held back growth somewhat in the first quarter. Synthetic business survey indicators show confidence in new constructions of buildings to have improved throughout 2015, albeit more in the residential than in the commercial market. Infrastructure was mired in malaise a lot longer and confidence only perked up towards the end of the year, possibly as a result of the recent recovery in public investment.


    Value added in non-market services, which include public administration, education, health care and social work, was virtually stable in 2015, after recording a minor upturn in 2014. Taking the longer view, value added creation is currently rather low in the sector and reflects fiscal consolidation efforts.


    Tentative economic activity no curb on labour market recovery


    As it was only very short-lived, the deterioration in the economic climate during the course of the year barely had any impact on employment in 2015. Admittedly, during the summer, business leaders in industry and services were slightly more cautious about hiring prospects and there was a brief slowdown in the use of temporary workers, which closely reflects fluctuations in the business cycle. But other than that, labour demand was primarily bolstered by the gradual strengthening of economic activity and years of moderate developments in labour costs.


    Companies reported an increase in the number of unfilled vacancies. Employer surveys by FPS Economy, SMEs, Self-employed and Energy recorded nearly 93000vacancies on average in the first three quarters of 2015, taking the vacancy rate  the number of vacancies as a ratio of total available jobs, filled or unfilled  to 2.5% compared with 2.3% in the same period of 2014. Cyclical sectors recorded a rise, whereas the “public administration and education” branch fell.


    To fill these vacancies, employers typically turn to temporary employment agencies  marrying their need for extra workers with a reluctance to hire permanent workers in an uncertain economic climate  and to the regional employment services.
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    Vacancies reported to the public employment services rose in Flanders and Brussels between 2014 and 2015, whereas they came down further in Wallonia. Some of these vacancies remain unfilled; at the end of each month, there were around 35000job openings across the country. Frictional unemployment accounts for a proportion of this, i.e. the time needed to optimally align labour supply and demand. Another part of the remaining unemployment figure is attributable to  often overlapping  structural factors, such as a mismatch in skills or work experience, mobility aspects or employment conditions, causing so-called critical occupations in all three Regions. In Flanders, commercial and technical positions as well as cleaning jobs are the hardest to fill, in Wallonia technical, commercial and management positions, while Brussels is particularly short of teachers and technical, back-office and commercial staff.


    [image: 5613.png]


    Total employment added 37500people in 2015, notably more than the figure for 2014. Salaried employment contributed most, compared with only a minor recovery in2014. Contrary to recent trends, business-cycle-sensitive branches supported the upturn this time, with market services being one of the key driving forces. Job creation in the market services sector is clearly less based on new service voucher jobs than it has been in the past, as aresult of saturated demand, the increase in the hourly wage cost and hiring issues. Government austerity measures have served to reduce the number of workers in public administration and education in 2015. Employment numbers were also boosted by higher numbers of self-employed workers: 10 000.
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    Domestic employment solely comprises Belgian or non-Belgian employees in the service of a Belgian employer or registered as self-employed. Foreign service providers and posted workers are excluded even if they work in Belgium and add to value creation. Based on documents drawn up by their countries of origin, the European Commission notes that Belgium is among the key European destinations for workers on secondment: the data suggest that 134000  i.e. 3% of the country’s total workforce  worked in Belgium in 2013, compared with 374000 in Germany (less than 1%) and 182000 in France (not even 0.7%). These posted workers are mostly active in construction.


    
      [see Box 4]

    


    While the labour force swelled by around 18000people, job creation actually helped to push down unemployment in 2015 by 19000. This fall in the number of unemployed job-seekers came on top of a cumulative increase of 53000people between 2012 and 2014. However, in 2015, unemployed job-seekers still averaged an annualised 579000, compared with 500000 in pre-crisis 2008.
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    Unemployment has not been coming down at the same speed in all three Belgian Regions. Flanders responded more slowly and did not see unemployment begin to shrink until July2015, while Wallonia and Brussels recorded falls from July and November2014 respectively. A note of caution is in order: the unemployment rate in the Flemish Region averaged 5.1% in the first three quarters of 2015, well below those forWallonia and Brussels, where 12% and 17.6% of the labour force between 15 and 64years of age are out of work, respectively.


    Lower numbers of unemployed job-seekers  a trend that got under way in 2014  first emerged in the contraction of the pool of those unemployed for less than a year. Short-term unemployment, which typically affects youngsters and the 25 to 49 age bracket the most, has traditionally been more sensitive to cyclical effects and, more specifically, to any upturn in economic activity. Conversely, the number of unemployed people who have been looking for jobs for two years or longer has persistently grown since mid-2013. These situation is primarily due to the job-seekers of 50 and above, notably numerous in this group and difficult to reintegrate on the labour market.


    From 2015, though, the rise in long-term unemployment gradually slowed, albeit partly because of an outflow of people claiming insertion allowances who did not bother to re-register as job-seekers when their benefits ceased. In practice, insertion allowance entitlements have been capped at three years since 1January2012, with the initial effect of these measures beginning to percolate through in January of the year under review. In fact, in September2015, the number of long-term unemployed even shrank compared with the previous year. Despite this positive trend, unemployment exceeding one year averaged51% in total in the third quarter of 2015  a worrying phenomenon more prevalent in Belgium than in the EU at large, where it averages 48.2%. After all, in terms of knowledge, skills and attitudes, the long-term unemployed are the least connected to the labour market and the hardest to re-employ even when economic activity picks up. This is a phenomenon that, ifit persists, causes steeper structural unemployment and erodes the economy’s growth potential.
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    Broken down by age bracket, unemployment shows up major differences between the different age groups. In2012 and 2013, the crisis had made youth unemployment much more severe, with lacklustre demand reducing the job prospects of young people and forcing them to compete with more experienced job-seekers. As is often the case, in 2014, young people were the first to benefit from the cyclical upturn, and the number of unemployed job-seekers under 25 fell off from the end of the first quarter, a trend that continued throughout 2014 and into 2015. The 25-49 age bracket also started to shrink at the end of 2014, while the number of over-50s among the unemployed swelled further. That said, a more specific age demarcation within the latter group reveals diverging trends: whereas the55-60-year-olds accounted for the bulk of the increase in 2014, their share shrank markedly in2015, when the over-60s were hit hardest. Unlike these two older sub-groups, the 50-55 age bracket has been enjoying a decline in unemployment since mid-2014. The upward trend in the over-50s age group is not a recent phenomenon and has been evident since the early 2000s. The rise reflects successive tightening of the criteria granting older unemployed people exemptions from looking for work. The minimum exemption age has gone up from 50in 2002 to 60in2013, and then to 65 in 2015. All these people are now registered as job-seekers.


    Trends in the number of unemployed entitled to benefits based on their status as job-seekers or not do tend to reflect the impact of different measures taken since the 2000s to reduce exemptions from looking for work. The proportion of non-job-seeking unemployed entitled to benefits had fallen to 27% by 2015, compared with over 40% in 2000. In January2015, the government scrapped age-based exemptions altogether and decided that all jobless, including those with an employer top-up and irrespective of their age, should be available for work and actively look for employment. Still, some exemptions, transition measures and adjusted availability were introduced. Beside age reasons, people may be granted an exemption for social and family reasons, albeit that the government has now imposed stricter conditions on access to this system. This set of new measures should accelerate the downward trend in the number of non-job-seeking unemployed entitled to benefits, and re-include them in the supply of labour. In fact, this could contribute to welcome changes in labour market attitudes, as both employees and employers may stop seeing the age of50 as an ”inactivity threshold”.


    2.3 Subdued inflation only partially reflects moderation in labour costs


    Inflation edged up in 2015 but remained low


    In 2015, inflation measured by the year-on-year change in the harmonised index of consumer prices (HICP) stayed low at 0.6%. This was mainly due to crude oil prices, which in fact pushed inflation numbers into negative territory between December2014 and March 2015.


    The downtrend in inflation recorded since mid-2011 nevertheless came to an end, after falling for three years in a row, from 3.4% in 2011 to 0.5% in 2014. The situation in Belgium differs from that in the euro area and in its three neighbouring countries, which continued to see average year-on-year inflation decline in 2015. In the final quarter of 2015, Belgium notched up price rises of 1.3%, compared with 0.2% in its neighbouring countries and the euro area.
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    The widening of the inflation gap between Belgium and the three main neighbouring countries in 2015 was caused by multiple factors. For one thing, services inflation, despite lower labour cost growth, is persistently high in Belgium and contrasts with the situation in its three main neighbouring countries. Furthermore, a number of measures introduced by the federal and regional governments are conspiring to push up inflation. Electricity distribution rates have been raised, for instance, while some of the measures taken to finance the tax shift had already exerted a major influence on prices of energy products chiefly electricity and alcohol. Regulated prices likewise affected inflation, in particular services prices.
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    Energy prices stayed below those in 2014, but inched back up during the year


    After recording declines of 6% in 2014, energy prices fell by 8% in 2015, due to a confluence of factors that brought both upward and downward pressures. The slowdown since 2014 is attributable to sharply lower global oil prices and the downstream drop in prices for refined products. Throughout 2015, Brent crude prices were much lower than in 2014, a year that had already seen sharp falls. In euro terms, Brent slumped by 36% in2015, compared with 10% in 2014.
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    Higher consumer prices for electricity have wiped out part of the effect on total inflation of oil-derived products. In the first quarter of 2015 energy prices were also pushed down by the previous government’s decision to cut theVAT rate on electricity from 21% to6% from April2014 adecision that was reversed in September2015 to help fund the tax shift, taking overall inflation in 2015 up by0.1percentage points. Next, distribution rates went up in the country’s three Regions: Belgium’s utility companies have been subject to corporation tax since mid-2015 and have passed on the extra charges to consumers. In Flanders, August saw the introduction of a so-called “Prosumer rate”, imposing a charge for the use of the power grid on consumers generating a proportion of their own (green) electricity. The distribution rate rise caused by both factors combined added an estimated 0.1percentage point to total inflation in 2015.
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    As part of the tax shift, in November2015, the government introduced a ratchet system for diesel and a reverse ratchet system for petrol linked to diesel prices  with the aim of pushing up diesel prices relative to petrol prices over time. Under this mechanism, any falls in daily maximum prices that are fixed in the “programme contract” for diesel are not fully passed on to consumers but are partly offset by higher excise duties. Once diesel prices have hit an excise duty ceiling, an offsetting cut in excise duties on petrol kicks in, with the mechanism ending as soon as government-targeted amounts have been reached, i.e. €2 for 50 litres of diesel and €1.3 for petrol by the end of 2016. In 2015, the measure had no significant effect on total inflation.


    [image: 6197.png]


    Gas prices came down slightly in 2015, reflecting ZeebruggeHub prices and a reduction in distribution network rates.


    Underlying inflation persistently high due to services prices


    Underlying inflation, as measured by the HICP excluding food and energy, averaged 1.6% in 2015, a minor pick-up relative to 2014’s 1.5%. It has proven to be more persistent in Belgium than in other countries: in Belgium’s neighbouring countries, underlying inflation dropped for the third year running, to an average of 0.9% in2015, compared with 1% in 2014 and 1.1% in 2013. Andin the broader euro area as well, it failed to move beyond0.8% in 2015.


    Services prices are the primary reason for underlying inflation’s persistence, growing by 2.4% in 2015 compared with 2.2% in 2014 while neighbouring countries posted a mere 1.2% in 2015 and 1.6% in 2014. Pricing of services is influenced chiefly by domestic factors such as unit labour costs and corporations’ gross operating surpluses. Labour costs account for 27% of the total household final consumption expenditure but take up over 40% of total costs in the services sector. In fact, prices for services might have been expected to come down as unit labour costs have grown more slowly in the past couple of years. Although labour costs typically show up in consumer prices gradually, their absence in the pricing figures suggests other factors pulling in theopposite direction.
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    First of all, unit labour costs have been advancing more strongly in services than in the manufacturing industry or even the broader economy. Trends in services prices are also related to firms’ profit margins to the extent that they are able to widen these margins, or preserve them in times of low economic activity. In that respect, the OECD’s Product Market Regulation(PMR) indicators suggest that some of Belgium’s services sectors are more strictly regulated than those in other countries and that, theoretically at least, there is less competition. A survey commissioned by the Eurosystem’s Wage Dynamics Network (WDN) indicates companies generally reporting intensified competition in the 2010-2013 period compared with 2008, but less so in business services and financial services. This is not new: as early as 2005, theEurosystem Inflation Persistence Network reported that euro area prices in services are typically more rigid than in other sectors.


    Insufficient competition may explain why communication as a services category made a less negative contribution to inflation in 2015. Normally, this category which accounts for 8.4% of the services consumption basket  is best known for falling prices on the back of major quality improvements of the kinds of products that are taken into account in compiling the consumer price index. Yet in 2015, this category scarcely declined at all, mainly because of price rises for packages announced by a major telecoms company at the start of the year.
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    Pricing of a large proportion of services in Belgium, particularly if regulated, is index-linked  albeit with some time lag  to a range of indicators such as the national consumer price index or the health index, e.g. prices of rent, education, public transport, etc. Theoretically, these types of services might be expected to contribute less to inflation in view of the overall slowdown in inflation in the past few years, but other factors have been known to upset this relationship. Rent prices, for instance, would have gone up less in 2015 if they had been subject to index-linking only. In the event, supply and demand factors in the property market also came into play.


    Services prices are also influenced by administrative decisions, some of which result from fiscal consolidation. The education category, for instance, saw its index surge by29% in October even though a negative figure would have been more likely based on typical index-linking. Indeed, the Flemish authorities raised higher education tuition fees sharply and thereby significantly accelerated inflation in this particular category, the effect of which is estimated at +0.4percentage point on an annual basis in the overall services index. Another example of the influence of regulated prices is the 6% increase in medical costs in January2015, which resulted from a harmonisation of patient fees paid to consultants.
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    Prior to 2015, other regulated services have also become much more expensive, e.g. service vouchers, with prices having gone up from €8.5 to €9 in 2014, and the waste collection (with prices rising by 1.4% in 2013, 18.5% in 2014 and 12.1% in 2015) and waste water treatment (from 3.4% in 2013 to 9.4% in 2014 and 10.7% in2015) categories. The hotels, cafés and restaurants category was a major contributor to the inflation gap between Belgium and its three main neighbouring countries in the 2008-14 period, as revealed in the 2014 annual report of the Price Observatory (NAI).


    The inflation rate for non-energy industrial goods amounted to 0.5% in 2015, against 0.3% in 2014. With industrial goods prices more reliant on global developments than those for services, their still minor price rises would seem to reflect the gloomy economic climate. That said, industrial goods prices picked up slightly in the final months of 2015, mainly because of the influence of euro depreciation on the import deflator  which itself primarily reflects plunging crude oil prices.


    Food prices go up


    Unprocessed food prices rose by 2.1% in 2015, compared with a fall of 1.3% in 2014. Higher prices were chiefly recorded in the vegetables category and to a lesser degree also for fruit. In 2014, good harvests and the Russian trade embargo had caused a collapse in prices, as both had swollen fruit and vegetables supplies. Slightly less favourable weather conditions in 2015 and new markets in Europe and Canada combined to push up the year-on-year inflation figures. Also, drought and poor harvests in the second and third quarters of the year made potatoes a lot more expensive.


    Processed food price increases slowed from 2.1% in2014 to 1.6% in 2015 or  ignoring alcohol and tobacco, whose prices are heavily influenced by excise duty changes  from 0.6% in 2014 to 0.4% in 2015. In this segment, lower food price inflation compared with 2014 was mainly down to falling global dairy prices. Later in the year, milk prices were raised by 14eurocents a litre for a period of nine months, starting in October 2015, a measure taken to pay for a common fund for troubled milk producers facing sales prices that no longer cover their costs. An upside push came from the November rise in alcohol prices as part of the tax shift.
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    Wage restraint and index jump continue to push down labour cost growth


    The growth of labour costs had already clearly slowed down in 2014 but continued to slacken in 2015. Hourly wage costs barely edged ahead by 0.5% across the Belgian economy, down from 0.9% in 2014. Main explanations for this slowdown include the freeze, for the third year running, of real collectively agreed wage adjustments in the private sector; a very slight increase in the health index at the start of the year; and the index jump implemented by the government from 1April2015. This latter measure effectively boils down to a freeze on automatic wage indexation in both the private and government sectors.
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    The increase in hourly labour costs in the private sector slowed down to 0.4% in 2015, compared with0.7% in2014  far below the average 2.5% increase of the past decade. Low inflation and the index jump were major factors behind this deceleration: whereas indexation still added 0.8% to labour cost growth in2014, this percentage fell to 0.1% in 2015. In concrete terms, the official indexation parameter, i.e. the smoothed health index calculated as the average of the health index in the past four months, was blocked from 1April2015 until it will have grown by 2%, implying that most automatic indexation mechanisms are temporarily shelved. The fact that indexation still contributed 0.1% in 2015 was attributable to the fact that the private sector has a wide range of indexation mechanisms in place, depending in particular on joint committee agreements. Some of these had been activated before the index jump was put in place, others after the temporary freeze of the indexation mechanisms e.g. periodic indexation mechanisms (annual, quarterly or other), which saw indexation occur on the usual dates but based on a reference index that no longer reflected price swings after the freeze. Even without the index jump, indexation would have added only 0.5% to wage rises in 2015, because of subdued inflation and the time lags between price trends and indexation. The index jump will have the largest impact on labour costs in 2016.
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    Real negotiated wage growth had already been frozen in2013 and 2014, in accordance with the draft interprofessional agreement imposed by the government as some unions withheld their approval, as they had done in the2011-12 period. This procedure was replicated for the2015-16 period in the absence of a generally accepted collective agreement. With a view to further reducing the wage gap with Belgium’s three main neighbouring countries, no real pay rises in excess of inflation were allowed. For 2016, the law makes provision for the possibility of granting new real negotiated wage increases provided they remain within the total margin of 0.5% of the gross wage bill, corresponding to the total employer labour cost including all charges, plus 0.3% of the wage bill in net terms, at no extra cost for the employer.


    The effect of the wage drift  which comprises, without distinction, pay scale increases agreed by employers and the effects of changes in the employment structureclimbed to 0.4% in 2015, compared with 0% in2014. In addition to long-term trends such as lengthening careers, this modest increase may be explained by the upturn in economic activity for a second consecutive year and the emergence of tensions in some sectors ofthe labour market. In part, this upward effect was offset by the slight fall in employers’ contributions, which partly reflected a lower rate of employer contributions to the fund for business closures and reductions in social security contributions for the fourth and fifth worker employed by SMEs or the self-employed.


    In October2015, as part of the tax shift (see section5.2 as well), action was taken to enhance the competitiveness of Belgian corporations and cut their labour costs. Some cost reductions had already featured in the May2014 Competitiveness and Employment Pact. The measures with regard to labour costs are not expected to have any real effect until 2016 as they are to be put in place only gradually from the beginning of the year. Employers’ contributions to social security, which had been between19% and 29% in 2015, including the structural cost reductions, are expected to range from15% to 25% by 2018, depending on employees’ pay levels. However, measures to fund the tax shift are likely to put upward pressure on inflation and, via the indexation mechanisms, on labour costs, partly offsetting the initial drop in labour costs under the tax shift.


    Public sector wages showed a similar trend to those in the private sector: they grew by 0.9% in 2015, compared with the 1.5% figure for 2014, which itself had been half of 2013’s growth rate. The public sector did not enjoy any indexations in 2014, as the threshold index had not been reached since the end of 2012;2015 saw the introduction of the index jump and with it the further delay of indexation until 2016. No real adjustments were agreed either. The fact that wages budged at all in2015 in part reflected changes in the employment structure of civil servants: employees staying in service for longer as a result of the reforms to early retirement plans continue to enjoy seniority-related wage increases, while newly hired employees are typically better educated than those they replace, which puts them in a higher salary scale.


    Wage gap continued to narrow, primarily due to trends in hourly labour costs


    According to the Central Economic Council (CEC) secretariat, the cumulative wage gap since 1996 with Belgium’s three main neighbouring countries in terms of hourly labour costs narrowed from 4.1% in 2013 to 2.9% in 2014 and then to 1.5% in 2015. As in previous years, this wage gap is mostly down to the cumulative difference of around 10% compared with wages in Germany, whereas labour costs have risen more strongly in France and the Netherlands than in Belgium since 1996. The CEC expects the gap to close in 2016, partly on the back of the tax shift. One measure to reduce taxes on labour specifies that the budget derived from employers’ exemption from paying 1% of payroll tax will be earmarked to cut employers’ social security contributions. These funds are not in any way to be used to increase wage margins in any future pay negotiations, as this is a measure that is already in place, but recognised in the national accounts as a business subsidy and therefore not deducted from labour costs. The shift of this budget merely has an accounting effect, rather than any real effect on labour costs, and should not therefore have any impact on wage negotiations between the social partners. The government agreement envisages an overhaul ofthe1996 Law on the Promotion of Employment and the Preventive Safeguarding of Competitiveness which underpins wage bargaining. To date, no concrete steps have been taken.
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    In addition to hourly wages in Belgium’s business sector rising at a slower pace than in its three main neighbouring countries, productivity also worked out a little better in 2015 and, consequently, unit labour costs were down for the second year running, in fact even more so than in 2014. As a result, the cumulative wage gap since1996 for unit labour costs in the business sector came down from9.7% in 2013 to 5.3% in the first three quarters of 2015. However, despite notable progress in the past couple of years, the difference relative to Germany as recorded since 1996 remains significant.
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    This gap with Germany is primarily traceable to unit labour cost trends in the market services sector. Although hourly labour costs in the Belgian industry rose faster than the average in the three neighbouring countries, this was more than offset by productivity developments. Meanwhile, the reverse happened in the market services sector: hourly labour costs recorded a slight difference in Belgium’s favour, while productivity growth was so poor relative to its neighbouring countries that Belgium ended up with a considerable wage gap. Labour cost trends in the market services sector, like margins, also have an impact in industry though, particulary via outsourcing. When we compare the cumulative difference in unit labour costs with the figures for each of the three neighbouring countries separately, the same pattern emerges: a gap vis-à-vis Germany, more specifically in the market services sector. Compared with the Netherlands, Belgium recorded a lower increase in cumulative labour costs in industry, but labour costs in the market services sector have gone up so much more that the gains in the manufacturing sector were virtually wiped out.


    Probing deeper into the market services sector, a whole range of sub-sectors turn out to have built clear wage gaps relative to the average for the three neighbouring countries, particularly trade, transport, accommodation and food service activities, information and communication and real estate activities. The gap was mostly attributable to less favourable productivity trends, but the evolution of hourly wages also contributed. Faster wage increases recorded in Belgium in a number of services sub-sectors may partly explain why Belgian prices firmed so much more than those in the neighbouring countries. In financial and insurance activities, by contrast, cumulative labour costs since 1996 have gone up much less strongly in Belgium than in its three neighbouring countries, reflecting more favourable trends in terms of both productivity and hourly labour costs.
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    2.4 Economic activity growth increasingly driven by consumption


    In 2015, economic activity was driven by more robust household spending and the change in inventories  the latter having returned to positive territory after years of negative contributions to growth. That said, this variable is volatile and is frequently revised. Due caution should be observed when interpreting theoutcomes. The replies to the Bank’s monthly business survey of the manufacturing industry and trade suggest that inventories in the first months of the year were considered to be becoming more ‘normal’ gradually, reflecting the economic recovery. By the second half of 2015, firms soon began to feel that inventory levels were running too high, particularly in industry, as the outlook for foreign demand turned less certain.
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    Government consumption expenditure added only0.5% in volume terms in 2015. Although similar to the pace of growth in the previous year, this remains historically low compared with an average rise of around 1.5% since2000. Government austerity measures have, after all, curbed current expenditure. Public investment, on the other hand, has gone up sharply, as this Report’s chapter on public finances will show.
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    Companies saw their gross fixed capital formation rise further in 2015, albeit a lot more slowly than in2014. Net exports of goods and services, by contrast, continued to shrink slightly in 2015, as imports were up a little more than exports, despite the country’s wage moderation policies aimed at boosting corporate competitiveness. This contraction was down to a few major  though one-off  purchases abroad, the most important of which was a patent in the pharmaceuticals industry. Although causing major spikes in total investment and services imports, these transactions hardly affect economic activity in the short term, even if they do serve to increase the economy’s intangible assets.
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    Household consumption up faster than incomes


    Staging the fastest increase since 2010 at 1.2%, private consumption was a key driver of higher economic activity in 2015 and recorded very robust growth indeed at the start of the year.
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    The rapid decline in commodity prices from the second half of 2014 boosted household purchasing power and was one of the drivers of consumption. At the same time, the labour market perked up while the fear of redundancy waned towards the end of 2014, even taking this sub-indicator of consumer confidence below its normal levels by 2015. As corroborated by its firm correlation with actual consumption, households’ more positive take on labour market conditions was the motor behind their willingness to spend.


    The favourable climate also showed up in the synthetic consumer confidence indicator, which improved right through to June 2015, when confidence reached its highest levels since mid-2011. Around the same period, the indicator capturing consumers’ inclination to buy durable goods also peaked and June retail transaction volumes also reached a new high.


    However, the confidence boost of the first half was cut short as the third quarter progressed, with private individuals becoming increasingly worried about the impact of current geopolitical events on the local economic situation, and taking a notably more pessimistic line on the consequences for job security. At the same time, the stimulus of lower oil prices in terms of purchasing power declined and quarterly consumption growth slowed from0.6% in the second quarter to 0.2% in the third. And although the turmoil abated after the summer and confidence perked back up, households kept a tighter rein on their purse-strings throughout the second half.


    All that said, and bucking the second-half slowdown, total private consumption rose virtually in line with gross disposable income, which added 1.8% in nominal terms and 1.2% in real terms.


    Looking at private individuals’ primary income, the sum total of the gross operating surplus and gross mixed income staged the strongest growth in 2015  3.2% in nominal terms, its highest pace since the great recession. Both types of income grew at similar rates, with the first comprising both actual collected rental income and imputed rental income from owner-occupied housing. The second type of income is earned by the self-employed and benefited from improved general economic conditions, with the steady increase in the number of self-employed people also weighing in.


    Compensation of employees advanced by 1% in 2015, lagging behind the two previous years despite a more rapid increase in the number of hours worked on the back of the rebounding business cycle. As noted, the upturn was held back by measures to keep labour costs in check, such as the index jump  against a background of low inflation too  and frozen real agreed adjustments.


    [image: 6891.png]


    Lastly, households saw their capital income shrink again in2015, as they had in the four previous years. Inthewake of the great recession, the low interest-rate climate and reduced corporate dividend payments have squeezed capital income and, more generally, household disposable incomes. In 2015, net interest income contracted further, but this was partially offset by a tentative upturn in dividends received.


    In addition to higher labour income, private individuals saw their disposable incomes boosted by reduced net transfers to other sectors, which fell for the first time since2009. As in the previous year, transfers receivedmainly social benefitsagain rose modestly in2015 in the wake of limited indexation among other factors. Modest though this was, it exceeded the slim rise in paid transfers, depressed as they were by reduced taxes on income and wealth. The net contraction compared with 2014 was due not only to a higher deductible professional expense allowance, but also to a 2015 decline in amounts paid on liquidation surpluses and tax regularisation compared with the previous year.
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    Simultaneously to the minor recovery of disposable income in 2015, the proportion saved also edged down further to 12.5%, taking the savings ratio to within an inch of 2013 all-time lows and way below the levels of around 16% seen before the onset of the great recession. This persistently low savings ratio  by Belgian standards at least  may be explained by households’ propensity to save capital income sooner than labour income, with a drop in the share of the former type of income spelling a lower average savings ratio. Additionally, private individuals may not have tailored their consumer spending patterns to slower income growth and have therefore been limiting their savings accruals to keep raising their consumption expenditure.


    Investment in housing came down by 0.1% in 2015 even though mortgage rates kept falling and people’s fears of losing their jobs diminished on average. This decline stands in contrast to 2014, when households had been very active in the property markets. This rather more subdued picture reflects the changes announced in2014 concerning the tax treatment of mortgage loans in Flanders, which would appear to have prompted the Region’s residents to put in place their investment plans before the year was out. The contraction in the first halfof 2015 reflects this backdating shift, specifically in terms of payment of registration fees (stamp duty).


    Business investment creeps up; own resources rise steeply


    Enterprises account for around two-thirds of the economy’s total annual gross fixed capital formation. This particular component of demand is quite volatile as it is prone to occasional exceptionally large individual items that can have a major impact on quarterly figures. A case in point is evident for the first quarter of 2015, when a large amount was paid to acquire a foreign patent. In accordance with ESA 2010 methodology on national accounts in force since 2014, the capitalisation of research and development is recognised as an investment, while the purchase of a patent abroad also constitutes an import transaction. Adjusted for this, business investment would have gone up by an annualised 1.6%, instead of the 1.9% actually recognised. This is significantly below the 3.9% upturn in2014, ignoring comparable transactions.
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    It may well be that investment growth is somewhat dampened by structural effects related to changes in the type of assets into which investment is channelled. A possible explanation is that the manufacturing industry with its extensive plant and equipment is losing ground and accounts for a smaller proportion of gross investment, with less sizeable investment in, say, research and development mopping up some of the slack.
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    Business investment in 2015 slumped, despite supportive factors such as a capacity utilisation rate in the manufacturing industry that had been  as early as the end of 2013  at or over its average as recorded since1980, and despite the demand outlook for this sector looking brighter. What is more, companies were able to tap funding for their investment plans at very favourable conditions indeed, while their internal resources had also grown steadily. The gross operating surplus of companies, i.e. revenues from their activities, shot up by4.5% in nominal terms in 2015, once again pushing the operating surplus as a share of value added slightly ahead of the average since 1995. Conversely, the corresponding share of worker compensation declined for the second consecutive year.
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    Both the 1.7% advance in the gross operating margin per unit of sales and the 2.7% volume increase in final sales contributed to a higher gross operating surplus in 2015. Margin improvement reflected sharply lower unit sales costs, while imported goods and services were a lot cheaper in 2015 than in previous years, most of these items of course reflecting lower prices of oil and other commodities. By contrast, costs of a domestic origin inched up despite curbs on labour costs, as unit net indirect taxes rose. Lower costs were not fully passed on to prices and ended up adding 1.7% to the gross operating margin per unit of sales  a marked change on the weaker margin performance of the previous four years. Final sales fell below the previous year’s figures, reflecting less dynamic exports among other factors.


    Foreign demand slowing


    In 2015, exports of goods and services in volume terms recorded growth lagging the previous year’s: 3.5% compared with 5.4%. In part, this was down to declining foreign demand  which, incidentally, accelerated as the year progressed.


    Despite the fall in the value of the euro vis-à-vis the US dollar from the autumn of 2014 and the first effects of recent labour cost restraints on improved cost competitiveness, it would appear that exports in 2015 were not supported nearly so muchas before by new gains of market share in volume terms, as they had been in 2014, even if these were exceptionally large at 1.7%. According to projections available by the cut-off date of this Report (particularly the statistics for the first three quarters), Belgium’s exports only rose slightly faster than the import demand from its main trading partners, weighted by the structure of the exports. However, this new market share gain (around 0.3%) is close to the average recorded over the post-crisis period.
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      [see Box 5]

    


    2.5 Improved current account balance


    In 2015, given the trend in all income and expenditure across the different sectors, the amount of savings in theBelgian economy has once again outstripped investment. The country’s financing capacity, as estimated on the basis of the national accounts, grew from 0.6% in2014 to 1.1% in 2015, particularly on the back of firms seeing their revenues increase while their gross investment in fixed assets lagged behind. As a result, since2010, companies have recorded, year after year, financial surpluses ranging between 2% and 5% of GDP (2.9% in 2015). In addition, the public sector borrowing requirement came down slightly while household financing capacity increased somewhat to 1%of GDP.
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    The economy’s improved financing capacity also shows up in similar developments of the current account balance with the rest of the world as recorded in the balance of payments. These statistics show the external balance to have turned positive again in 2015 and to have amounted to 0.3% of GDP, compared with negative figures since 2011. The breakdown by types of transaction underlines the importance of goods and services in achieving this surplus, although this was partly offset by a deteriorating balance of primary income  which mostly covers income from labour and investment with the rest of the world  and, to a lesser extent, by the worsening of the secondary income balance.
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    Like other net importers of oil products, Belgium has benefited from steeply lower oil prices, which, because of their greater weighting in the basket of imported goods, have had a bigger impact on import prices than on export prices. Annualised import prices declined by around 3.1%, compared with a fall of some 2.1% in exports. This improvement in the terms of trade has reduced the net energy bill from an average of nearly €17.5billion per year between 2010 and 2013 to€17.1billion in 2014 and around €10billion for the first nine months of 2015.


    This favourable price effect has more than made up for the negative contribution of net foreign trade in real terms, as export volumes rose less rapidly than import volumes. As noted, the purchase of a foreign patent significantly pushed up imports in 2015 and volume effect would have been virtually neutral without this exceptional transaction.


    This smaller energy deficit combined with higher imports related to this specific investment explain why the goods trade is responsible for the improved trade balance in 2015, even though the services surplus has fallen.


    While the overall balance of goods and services recorded favourable figures, the primary income surplus continued its downward trend first seen in 2012. Although minor in2015, this deterioration can primarily be traced back to falling investment income balance  mostly portfolio investment in 2015  whereas the balance of labour income remained relatively stable.


    This downward trend in net investment income at work since 2012 is due, to a lesser extent, to the slight decline of the net international investment position vis-à-vis the rest of the world recorded up to 2014. However, this has to be viewed more specifically in the context of the general decline in returns on investment products which exert a negative effect on the income of a net creditor country such as Belgium, whose net international investment position remains exceedingly positive at over50% of GDP.


    Moreover, the trend in net investment income would also appear to have been influenced by structure effects in the composition of external assets and liabilities.
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    In this way, the “other investment” category, which includes deposits and loans from various sectors including banking, trade credit, etc., would appear to account for a bigger chunk of Belgium’s global investment position, while this investment category records the lowest implied returns. Despite the depreciation of the euro, implicit yields of some categories of financial products seem to have fallen further on the external assets side than on the liabilities side. This is particularly the case for portfolio investments, where implied returns on assets worsened, while those on liabilities remained stable. A similar picture emerges, although to a lesser degree, for direct investment. Despite a limited net position, total direct investment by respectively Belgian residents abroad and foreign residents in Belgium is actually quite high  over twice the size of GDP. The fact that implied returns on these different categories of assets are declining more strongly than those on liabilities might be attributable to a different breakdown, particularly in terms of maturity. Tax considerations may also explain why income flows from direct investment in Belgium are somewhat at variance with market conditions. Regardless of the country’s extremely positive net international investment position, this general slowdown in implied returns, together with changing assets and liabilities composition, helps explain weak net income as well as its downward trend recorded since 2012. The investment income deficit is projected to have widened a little further in2015.
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    The secondary income deficit deepened as a result of a higher amount paid by Belgium to European institutions under the fourth own resource, which is linked to gross national income. Balance improvement in 2014 reflected an adjustment of Belgium’s national contributions to the EU budget following gross national income revisions for various Member States of the EU. This happened to be favourable for Belgium.
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    Box4Seconded workers in construction


    Posted workers are contracted to work in Belgium while they are typically employed in other countries. Their contractual relationships with their non-Belgian employers remain in place and they are governed by the social security system of their country of origin. Under European law, employers are required to respect social legislation in force in the host country, e.g. governing working hours, wage conditions and more specifically local minimum wages, etc.


    According to NSSO figures based on Limosa returns(1), there were 216000workers posted to Belgium in the year2014 as a whole, compared with 90000 in 2007. These workers do not show up in Belgium’s employment statistics, but in those of their employers’ countries of origin. Nearly 60% of them work in construction. Note that they are not necessarily on annual contracts: the returns record the number of people on secondment contracts, not the length of their service.


    
      (1) Compulsory return prior to employment of seconded workers in Belgium.
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    Construction workers on secondment are typically nationals from neighbouring countries, Portugal, Poland and other East European countries. Measured by the foreign company’s location, the Netherlands tops the league table, reflecting the flexibility of Dutch laws on temporary employment agencies, which has led to the establishment of a large number of companies offering such services.
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    Secondments in the construction industry have boosted sector output, and Belgium’s national accounts put its rise between 2007 and 2014 at 14% in volume terms. Construction companies’ intermediate use, which includes wages for secondment work, increased a little faster, while the value added generated by the sector advanced 10%.


    Employment in Belgium did not benefit from it. Between 2012 and 2014, in particular, the period in which the number of seconded workers grew most strongly, the number of construction employees fell by 11300. Even disregarding seconded workers, the sector also saw a shift from salaried employees to self-employment, which added 4400people.


    Under EU law, foreign employers are required to comply with the rules on working hours and minimum wages of thehost country, but audits by FPS Employment Labour and Social Dialogue find that they do not necessarily do so. In the real world, discouraging audits are very difficult to carry out, enabling foreign companies to offer a service at lower prices than their domestic counterparts thanks to less strict employment conditions and lower wages. European rules are being circumvented at the expense of Belgian employment, which is marked by high wages and heavy direct tax charges onlabour.


    On the whole, the minimum employment conditions as enshrined European law are not enough to prevent social dumping. More specifically, conventional wages would be more relevant as a criterion than minimum wages. The Commission’s proposed Labour Mobility Package to better coordinate social security systems is intended to encourage worker mobility and to help national authorities combat abuse and fraud, but it will take a while before this initiative takes on a more concrete shape. And so to address the shortcomings of the current system, Belgium and a number of other Member States are calling for a review of the conditions that apply to secondments.
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    Box5Trends in corporate operating margins


    Corporations’ profitability is an essential prerequisite for growth in both investment spending and employment. One way to gauge profitability is to look at the margin rate, defined as the ratio of the operating surplus to the value added. This indicator measures the percentage of the value added available to the company after payment of wages and taxes on production and imports, plus any subsidies. This macroeconomic concept differs sharply from the taxable profits of a company, as it does not include any net payments for debt funding, for instance, in order to neutralise any distortion to results arising from the financial structure. In corporate accounting it would more or less equal EBITDA-to-sales, less current purchases of goods and services.


    This margin may be analysed at sector level based on NAI data releases between 1995 and 2014. For all private, non-financial corporations together, the gross margin rate amounted to 44% in the final year of that period(2014). This is below the 46% reached before the onset of the great recession, but still ahead of levels recorded at the end of the 1990s and in the early 2000s. In fact, after the boom in the run-up to the crisis we would now seem to be looking at levels normalising.
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    However, the picture is influenced by depreciation and amortisation, which are typically less dependent on the business cycle and which therefore tend to eat into margins more when production slows or declines. In addition, a steady increase in capital depreciation has been making itself felt since the mid-1990s, particularly related to the share of IT assets  which depreciate relatively quickly  in the total. Expressing the margin rate in net terms, i.e. after depreciation (or EBIT), the great recession does turn out to have been a turning point. The net margin rate declined from its peak of around 30% in 2007 to a mere 25% in 2014, and no recovery has materialised on this gauge.


    When margin rates are broken down using the net approach, industrial services are found to have been much harder hit than were market services. In 2014, the net margin rate languished more than 30% below 2007 levels in industry, compared with around 20% in market services. Gross margin rates show only minor differences in trends, barring a difference in cyclical sensitivity.
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    Broken down by different industrial branches, gross margins paint a widely divergent picture even within industry itself, with more innovative branches typically generating more robust or even improving rates. Also, margin developments in the more traditional industrial branches prove the most sensitive to the vagaries of the economic cycle, strong demand for industrial products from the emerging countries having been a major upward driver of results in these branches before the crisis.


    Branches in market services and construction were affected by the crisis in varying degrees, and there would not appear to be any clear correlations between trends before or after. Margin rates fell hardest in information and communication and transport and storage. The latter branch is closely linked to industry and suffered the brunt of collapsing global trade in the aftermath of the recession. Trade has also found it tough to sustain margins since the crisis, while construction and other services  which include specialist services and rapidly growing research and development activities  recorded a further improvement in profitability in the same period.


    Apart from cyclical factors, structural factors weigh in on margin rates, and relative price effects emerge due to industry’s far greater exposure to global competition than market services: revenues depend on sales prices for goods, while some costs, e.g. wage costs, are index-linked in Belgium. Particularly fierce competition in industry in effect means that companies in this sector have less pricing power than their counterparts in services. That said, productivity gains are much more substantial in industry, with unit labour costs only slightly up and margin rates more or less sustained. Unit labour costs are rising much faster in services considering their lower productivity gains compared with industry, but sales prices also advanced much more briskly.
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    Drawing on corporate profit and loss accounts, a similar analysis may be applied from the perspective of company size. The net sales margin, i.e. net operating result as a percentage of turnover, reveals strong correlations between developments before and after the start of the crisis. Pre-tax profitability of larger corporations had improved much more markedly than that of SMEs in the years before the crisis, but plunged just as fast after peaking in2007. In fact, SMEs prove somewhat more profitable on average. A number of factors might explain the different developments and profitability levels: large corporations, regardless of their sector, tend to be more exposed to the global economy, while SMEs are typically better represented at the rather more profitable services end of thespectrum. Statistical effects may also come into play: bankrupt companies are factored out of the population, leaving only companies with higher average profitability. With bankruptcies affecting the SME population more, plotted series may well overestimate their profitability levels.
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    3. Savings and financing the Belgian economy


    3.1 Financial behaviour of corporations and households influenced by muted economic cycle and low interest rate environment


    The more it persists, today’s low interest rate environment is likely to have an increasing effect on savings in the economy as well as patterns of financial behaviour displayed by entities in the various sectors. As its impact is felt through multiple channels, so its final effect on each of these entities will differ depending on their own unique features.


    Low levels of interest rates should be more encouraging of consumption than of savings, as they tend to eat into returns on financial investment. With households generally saving a larger proportion of income from investment than from other types of income, less investment income increases that substitution effect. By contrast, indebted economic agents typically benefit from low interest rates and see their disposable income rise as their debt burdens are reduced, prompting some income redistribution favouring debtors. Credit institutions’ and insurers’ revenues are also sensitive to trends in interest rates, particularly given their intermediary role.


    To cushion the drop in their financial wealth, investors may be tempted to turn to higher-yielding but riskier financial assets. At the same time, economic agents may use such low financing costs to extend their debt positions, either to increase their leverage and maximise income from their assets, or to acquire real assets or even fund additional consumption. Quite aside from these effects on the dealings of the various sectors of the economy, a low interest rate environment increases the value of both financial assets and liabilities. It therefore has benefits and drawbacks that depend on the wealth position.


    These various channels exerted different degrees of influence on the transactions and financial positions of all sectors of the Belgian economy in 2015. Despite some signs of deeper impact, the effects generally remained limited, for private individuals as much as for non-financial corporations and the financial sector at large. A still mixed economic context and continued risk aversion as the legacy of the financial crisis continue to act as moderating influences to this day.


    Non-financial corporations(1)


    
      (1) In this and subsequent sections, data discussed refer to transactions by non-financial corporations on a consolidated basis. This implies that transactions between resident non-financial corporations are factored out, which primarily concern cross-holdings and loans between related corporations, as well as trade credit. Also disregarded are transactions with the foreign non-banking sector, captive financial institutions and money lenders. These transactions mainly comprise intra-group flows. Given their specific nature, these transactions are discussed separately at the end of this section.

    


    Belgian corporations bolstered capital spending and cash reserves; quite reticent to tap new external financing


    In 2015, Belgian non-financial corporations took advantage of the  albeit modest  upswing of the economic cycle and reviving business confidence on the demand outlook to increase investment, also supported by very low interest rate levels. In the first nine months of the year, they raised their gross fixed capital formation to€ 42.3billion, an increase of € 1.3billion on the year-earlier period, while at the same time scaling back their inventories by € 3.8billion.
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    In addition to increasing their gross capital formation, non-financial corporations also used the first nine months of 2015 to acquire financial assets to the tune of € 5.7billion as well as € 0.4billion in non-produced non-financial assets. Contrasting markedly with last year’s sale of a proportion of their debt securities portfolios, these additions largely took the shape of liquid assets. By the endof the third quarter, their reserves comprised cash and deposits equalling 29.8% of GDP, up from 26.4% a year earlier. This build-up of reserves may indicate a desire to be prepared for a rising need for working capital, to cover current expenses such as inputs for production or the payment of wages, or for future investment projects. It may also reflect a wait-and-see attitude in an environment that is still anything but secure.


    On the whole, the resources non-financial corporations have managed to save on the back of higher operating results as well as reduced financial costs should be enough to cover purchases of new assets. However, the aggregate data conceal major differences in the financing requirements of individual corporations. Some may indeed save up to bolster their cash positions or to invest, in addition to expanding their capital stock, but others need to tap outside resources to finance their capital spending or strengthen their working capital. These latter firms will have to attract fresh liabilities, from individuals or institutional investors, or from banks. Taken together, non-financial corporations contracted an extra€ 1.7billion worth of new liabilities in the first three quarters of2015, a rather subdued increase when compared with the volume of new liabilities taken on between 2011 and 2013.


    Bond financing remained important in 2015


    Corporations’ higher, though still moderate, recourse to external financing in 2015 came at a time when their costs were pretty much unchanged on 2014, even in the teeth of greater financial volatility. That said, significant differences remained between the various financial instruments.


    As in 2014, there was a huge difference between the cost of issuing new listed shares and that of debt financing when compared with previous years. This gap may partly explain why investment in the shape of non-financial corporations’ authorised capital stalled in the first nine months of 2015. Major reductions in equity had been recorded in the period spanning the second half of 2013 to the third quarter of 2014, that is to say after the announcement in the Programme Law of 28June 2013 of an increase of between 10% and 25% of personal income taxes levied on liquidation bonus payments, and before it came into force on 1October 2014. However, this was a temporary measure only and should not have affected transactions in 2015.


    In net terms, then, new financial liabilities of non-financial corporations primarily took the form of debt in 2015. This higher issuance was still dominated by the largest among the corporations, which typically have easier access to market financing and continued to display a preference for bond loans. While new bank loans added up to € 1.9billion for the first three quarters of 2015, a total € 2.7billion of debt securities was issued, less than in the corresponding period of 2014. Non-bank loans declined, with this category including loans provided by other financial institutions, such as insurers, as well as leases and factoring.
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    Non-financial corporations’ appetite for bonds reflects the fact that issuing these is cheaper than paying the interest charged by banks. In January 2015, returns on investment grade bonds with a maturity of one year or over i.e. those with upper to maximum (AAA) ratings  were around 1%. Unlike bank loans, this capability only extends to corporations considered the safest of the bunch. In the wake of a general increase in long-term rates starting from April, returns went up to 1.5% in November, very close to interest rates on new bank loans, which were averaging 2% around that time.
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    Corporations borrow more from resident banks against a backdrop of easier loan conditions


    In year-on-year terms, the outstanding amount in loans provided by resident banks to Belgium-based non-financial corporations, which had dipped into negative territory throughout 2014, turned positive again from February2015 and bank-reported data put it at 1.5% by the end of November. The upturn was attributable both to eased loan criteria on the back of low financing costs and balance sheet constraints, and to a higher demand for loans.


    The first of these two factors reflected credit institutions continuing to benefit from the highly accommodating policies of the Eurosystem, which through all its facetsincluding its forward guidance and the expanded programme for the purchase of assets  has managed to keep banks’ financing costs exceedingly low. Consequently, banks have continued to gradually lower interest rates, particularly for long-term loans. Average interest on such new loans to corporations of less than€ 1million with terms to maturity over five years came down from 2.6% at the end of 2014 to 2.2% in November2015.


    To date, interbank rates have not been fully passed onto borrowing rates charged to corporations. After the financial crisis first broke, resident banks took advantage of easier monetary policies to raise their intermediation margins to higher and more realistic levels than before the crisis. By the end of 2013, these margins started shrinking as competition heated up, and they got even tighter in2015. By way of illustration, the difference between borrowing rates charged by resident banks on loans with a term to maturity of five years or over and five-year swap rates narrowed by 29basis points between December2014 and November 2015.
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    Money market rates did not fall as sharply as they had in 2014, and this factor probably played a lesser part in Belgian banks’ lending policies in 2015. According to the quarterly bank lending survey (BLS), conducted among the country’s four main resident credit institutions, other developments nonetheless prompted a further easing of bank loan criteria, aside from financing costs and balance sheet constraints. Competitive pressures were a first key driver, caused as much by other banks as by market funding tapped by large corporations. Also, banks reported downward revisions to their assessment of credit risk, which can be related to economic improvement throughout 2015. In concrete terms, easier loan criteria spread to conditions other than interest rates, such as restraints on volume and term to maturity, as well as a range of clauses typically featuring in loan agreements.
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    The survey clearly highlighted higher demand and information provided by the banks questioned reveals that corporations’ borrowing requirements primarily reflect their need to finance capital spending, expand inventories and increase working capital. On the back of low interest rates, small and medium-sized enterprises (SMEs) account for a sizeable proportion of this demand for bank loans, as their more limited access to the financial markets makes this source of finance more of a necessity. In the first three quarters of 2015, bank loans taken out by corporations grew by 0.7%, with even large corporations a key contributor to the demand despite their preference for bond loans: between December 2014 and September2015, their bank borrowings rose by 3.3%, compared with falls in 2013 and 2014.
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    Intra-group operations again cause major financial cross-transactions
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    In addition to loans from credit institutions and liabilities contracted with other institutional lenders and private individuals, resident non-financial corporations currently derive a very large proportion of their new liabilities, as recorded in their financial account statistics, from related party transactions. For non-financial corporations, the importance of these intra-group operations may be gauged using the amounts involved in transactions with non-resident, non-financial corporations and withBelgium-based captive financial institutions and money lenders(1). Inthe first nine months of 2015, new liabilities of resident non-financial corporations derived from these entities amounted to € 28.4billion. These are also related to asset purchases by resident non-financial corporations in the same sectors for virtually the same consideration of€ 27.4billion.
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      (1) Captive financial institutions and money lenders include financial holding companies and companies in charge of finance for the group of which they arepart.

    


    These financial flows are a structural feature of Belgium, whose role as a financial centre has expanded significantly since the approval in 2005 by the federal government of tax deductions for risk capital, the so-called notional interest deduction. This came into force in the2007 tax year and has proved a stimulus to boosting the equity of Belgium-based corporations, by offering them the possibility to tax deduct the cost of equity in just the same way as the cost of debt. Cash flows inBelgian non-financial corporations are probably largely determined by liquidity requirements and investment projects of related corporations. Lower volumes recorded since 2012 appear to be due in part to successive decreases in yields on Belgian government-issued ten-year linear bonds (OLOs), which act as the reference rate for the notional interest deduction forBelgium-based corporations.


    Belgian corporate debt on the whole sustainable


    Non-financial corporations have generally seen their total debt rise as a result of transactions as well as an increase in the valuation of their outstanding debt as a result of declining market returns. Consolidated debt, i.e. excluding mutual liabilities between resident non-financial corporations, rose from 99.7% of GDP at the end of 2014 to106.2% by the end of the third quarter of 2015.
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    Belgian non-financial corporations’ high debt level compared with euro area firms (79.3% of GDP) requires further explanation. A large proportion is down to the intra-group funding referred to above. Instead of meeting an external financing requirement, these debts often reflect redistribution within a group  possibly for tax reasons, with liabilities offset by corresponding claims on a group entity. While debts between related domestic corporations are not included in consolidated debt calculations, they are when provided by the foreign non-banking sector and the captive financial institutions and money lenders sector, though this is often also intra-group funding. Ignoring this latter type of financing, non-financial corporations’ debts only amounted to 54.4% of GDP.
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    From a historical perspective, solvency is quite robust when measured by the debt-to-equity ratio. This implies that non-financial corporations’ debt ratio and its increase constitute no immediate threat to debt sustainability. Generally speaking, in fact, outstanding debt has risen less than share capital since the crisis, with the latter’s relatively large increase mainly due to an increased valuation on the back of reviving share prices. After all, debt issuance (€ 158billion) has been much more significant than equity issues (€ 98billion) since 2008, and the latter even slowed to a net€ 6.1billion in the first three quarters of 2015, on a consolidated basis, compared with € 7.1billion in the corresponding period of 2014. The tax advantage to be gained from equity via the notional interest deduction dropped, as rates are linked to long-term interest rates.


    In addition to its level, multiple other factors determine the sustainability of debt, such as its compositione.g. maturity structure  and the interest charges, all of which have actually been pointing to an improvement in sustainability in the past couple of years. Non-financial corporations improved their financing structure by using more long-term debt  generally considered less risky than having a lot of debt expiring in the short term (refinancing risk). Long-term debt (over one year) as a proportion of consolidated debt amounted to64% in the third quarter of 2015, compared with51% at the end of 2008. This growing proportion reflects corporations tapping non-bank resources more, particularly by issuing corporate bonds, which tend to have longer maturities. Lastly, despite higher debt levels and extended maturities, interest charges i.e. interest payments as a percentage of thegross operating surplus have come down since the financial crisis, thanks both to accommodating monetary policy and higher operating surpluses.


    
      [see Box 6]

    


    Households


    Private individuals invested less and focused more on riskier assets in 2015


    The downward trend in Belgian household savings, which had started in 2012, continued into 2015. Whereas in2011 new savings amounted to € 9.7billion a quarter, this plunged to € 5.3billion in 2014 and sank even further in 2015, to € 4.4billion. These figures are consistent with steeply lower household income from accounts and deposits against a backdrop of low interest rates. The savings slump was somewhat cushioned by steadying income from dividends and other investment, but on the whole private individuals saw their net income from financial investment come down too. This affects any new financial savings, as households tend to consume less of this type of income than labour income. In fact, weak returns on financial investment are encouraging households to spend a greater proportion of their disposable income, at the expense of their savings.


    In addition, the dearth of safe and profitable investment opportunities has encouraged households to change the composition of their financial assets: taking savings accumulated in the first three quarters of 2015, private individuals appear to have switched to investment in riskier financial assets in an attempt to cushion the lack of returns on less risky products  a shift that started in 2014 and accelerated in 2015. Nevertheless, ongoing economic fragility caused households to keep investing their savings in highly liquid instruments, possibly as a precaution, but perhaps also to wait for better and more profitable opportunities to open up in financial assets or property.


    Factoring in higher liabilities, households saved € 13.1billion in the first nine months of 2015, compared with€ 15.7billion in the same period of the previous year. Instruments generally considered riskier notched up a net increase of € 15.9billion, with a mere € 0.8billion ending up in products with little or no risk  a huge drop on the € 7.3billion invested in these instruments between January and September 2014.
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    The popularity of riskier assets primarily benefited investment funds, which raked in € 13.1billion in the first three quarters of 2015, from € 8.3billion inthecorresponding period of 2014. Class23 insurance products (which offer no guaranteed return) also gained from this trend albeit to a lesser extent  with inflows of€ 1.3billion, as did equities (€ 1.5billion). In the less risky arena, sharply lower net amounts on the previous year chiefly reflected private individuals selling off debt securities and/or not reinvesting in these instruments, sparking a negative flow of € 9.3billion. Private investors were also less enamoured of class21 insurance products offering a guaranteed return; these attracted merely€ 1.3billion in new resources, compared with€ 4.7billion in 2014. Meanwhile, cash and deposits again exerted a great pull, notching up € 8.8billion in the first three quarters of 2015, compared with € 9billion in the previous year. In fact, households again plumped for sight deposits, which accounted for more than half of investments in liquid assets. This trend, which had begun in 2012, reflected narrowing returns on savings accounts as opposed to current accounts, as well as generally low interest paid on these types of savings. Although regulated savings accounts had benefited from additional savings by private individuals in the first half of 2015, they lost their appeal in the third quarter, when fewer savings came in than were taken out.
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    Aside from gross returns, savings may also be influenced by the tax treatment of financial assets. The big change in2015 was the tax treatment of pension savings. Thetax rate on savings paid in up to 2014 was lowered from10% to 8% but a proportion of this tax was collected early: between 2015 and 2019, an annual 1% is deducted from capital saved by the end of 2014, with the remaining 3% due when the contract expires, i.e. after ten years of savings deposits or when the beneficiary reaches the age of60. Any pension savings deposits made from 1January2015 will be taxed at 8% when the beneficiary turns 60. In 2015, investment in pension funds remained high at € 1.6billion over the first three quarters, compared with € 2.1billion in the same period of 2014.
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    Other changes in taxation came into force on 1January2016, to help finance the tax shift, which aims to reduce tax on labour income and offset this with heavier levies on income from wealth. Inevitably, this will affect household preferences as to how they invest their savings. Two measures deserve special mention in this context. The first is that withholding tax on paid interest and dividends has gone up from 25% to 27% (with the exception of some categories of income, such as interest received on regulated savings accounts, whose treatment has not changed, and of some State notes, the so-called Leterme notes). The second is the introduction of a specific tax of 33% on financial speculation; this affects profit made on the sale of equities or financial derivatives kept for less than six months. Both measures might influence households’ willingness to invest in these types of asset.


    Mortgage loans booming on favourable conditions and various legal changes


    At the same time as building new assets, Belgian households have also been taking on new financial liabilities, mainly mortgages and, to a lesser extent, consumer loans.


    2015 saw a wave of mortgage lending against a backdrop of recovering housing markets. In Belgium, nominal prices of residential properties have more than doubled since the year 2000, and declines were quite modest during the great recession when compared with a large number of euro area Member States, in scale as well as duration. That said, growth momentum has slowed significantly since 2011. In 2015, despite property tax reforms, namely in the Flemish Region, nominal prices were up again by 3.2% over the first three quarters, which ended the downward trend seen in the past four years. In real terms, property prices followed similar trends.


    Activity in the housing market had been very brisk towards the end of 2014 in anticipation of impending tax reforms. It returned to more normal levels in 2015, albeit that the Royal Federation of Belgian Notaries recorded a 6.4% rise in the number of transactions for the year at large.


    In the first three quarters of the year under review, the amount in new mortgage loans outpaced repayments by€ 5.2billion. Households saw their total mortgage burden climb to € 194.6billion by September 2015, up 2.7% compared with the end of 2014. Mortgage loan volumes were on a continuous growth path throughout the year and posted an annual change of 6% in November, compared with 4.3% at the end of 2014.


    These robust growth figures ignore key refinancing transactions of existing loans that took place at the end of2014 and in early 2015  these have hardly impinged on the size of outstanding mortgage amounts. In fact, two key elements drove the upturn: low interest rates, which have encouraged households to take out new loans to finance their dwelling or to invest; and tax changes already implemented or soon to come into force, i.e. the new regional rules on mortgage interest relief.


    In nominal terms, the actual cost of mortgage loans granted to households remained historically low, as interest rates on medium-term and long-term loans continued to fall as the year wore on. Mortgage rates on loans initially fixed for over ten years were at 2.5% on average in November, while the percentage had stood at 2.8% in December2014. Mortgage rates on loans initially fixed for over five years and less than ten years showed a similar trend over the same period: from 2.7% to 2.4%. Belgium’s banks noted that they had eased their lending conditions for housing loans in the third quarter of the year after having slightly tightened them in the first half. This easing was reported to have taken the shape of improved non-monetary conditions, particularly the loan-to-value ratio. Conditions were left unchanged in the fourth quarter.


    Refinancing aside, new loans were mostly used to buy and renovate residential properties. Changes in the rules also help to explain these trends: in part, the robust dynamics of the end of 2014 reflected households in Flanders anticipating tax treatment changes that were scheduled to come into force on1January2015 (mortgage interest relief). Under the new rules, the maximum amount eligible for relief is reduced and thetax benefit limited to40% (instead of the marginaltax rate). Wallonia implemented changes on1January2016:mortgage interest relief was replaced by a system of chèque-habitat, an individual tax credit that becomes less advantageous the more a person earns; this may also have persuaded some households to act and buy property sooner rather than later. In 2015, households may also have decided to have any renovations done before the year was out, anticipating the imminent change to a measure under which a lower VAT rate was paid for renovations (applicable to properties over ten years old from 2016, compared with five years until the end of 2015). Premium changes to help reduce energy consumption may also have played a part, while a final potential explanatory factor for home loan growth is that property is considered a safe investment in Belgium and may well have been seen as an alternative given the shortage of low-risk opportunities to earn a return.


    On the trend in arrears on loans, the Central Individual Credit Register (CICR) recorded no significant increase in terms of home loans, with 2015 default rates stable at low levels (1.2%). Average home loan arrears amounted to € 40500 in December2015, compared with € 38400 at the end of 2014, an increase of 5.4%.


    Consumer loans also rose in the first nine months of2015 compared with the year-earlier period of2014, albeit their outstanding amount is very much smaller than that of mortgage loans. Subdued increases in disposable income, coupled with low interest rates, probably tempted households to boost volumes borrowed for consumption purposes. Net flows amounted to € 0.3billion in the first three quarters of 2015, compared with € 1.3billion in2014. However, Central Individual Credit Register (CICR) data suggest that new loan volumes rose significantly from August and pertained to transactions involving credit facilities and instalment loans. Arrears on credit facilities amounted to 4.9% in December 2015, compared with4.3% inDecember 2014. Arrears of sales and instalment loans, by contrast, edged slightly down in2015 to10.4% in December, compared with 10.7% at the end of the previous year.


    [image: 6450.png]


    Financial wealth climbs further, changes its composition and enjoys fresh positive valuation effects


    The financial wealth of a household is the sum total of its financial assets. In addition to changes resulting from the building-up of new assets or entering into new financial liabilities, other effects also come into play, i.e. changes in the prices of its existing assets (valuation effects). Between 2012 and 2014, total financial wealth growth was supported by both volume changes and revaluations of the asset portfolio. Following the heavy losses incurred in 2008 with the onset of the financial crisis, which took households three years to clear, the 2012-14 period saw a significant rise in the valuations of the riskier assets in their portfolios, boosting their financial wealth by€ 73.2billion. 2015 proved a year of contrasts: first-quarter trends in stock market prices added € 27.7billion to portfolios, but the numbers took a turn for the worse in the second and third quarters, when private individuals incurred losses of nearly € 21billion on their riskier assets. However, when considered over the full nine-month period, valuation effects remained positive and accounted for almost 35% of the increase in household financial wealth in the period.
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    In September 2015, Belgian households boasted financial wealth of € 1193billion, working out at 293% of GDP. This compares with € 947billion, or 275% of GDP inDecember 2007, before the onset of the financial crisis. Over the first three quarters of 2015, it grew by € 20billion, which breaks down into € 13.1billion for the formation of new assets and € 6.9billion for the valuation of theassets portfolio.


    Over half of private individuals’ portfolios comprise products with little or no risk: cash, deposits, debt securities and insurance products (class23 excepted). This overall category accounted for € 668billion in September 2015, with regulated savings accounts still the most popular at€ 240billion, followed by less risky insurance products to the tune of € 230billion. Highly liquid and low-risk assets, which are usually kept for precautionary saving or while waiting for higher-yielding investment opportunities, make up a substantial chunk of households’ portfolios and account for about one-third of their financial assets.


    Between 2007 and 2015, capital earmarked for precautionary savings or for savings in anticipation of higher-yielding investment opportunities (cash and deposits) climbed from 27.6% to 31.1% of the financial portfolio, reflecting greater household risk aversion due to the financial crisis. Meanwhile, this category’s breakdown had also changed: compared with end-2007, the proportion of cash or assets held in current accounts rose, mostly at the expense of money in term deposit accounts. More generally speaking, less risky assets  which in addition to cash and deposits also include debt securities and insurance products excluding class23  have seen their share of the total swell over this period; they accounted for 56% of household financial wealth by September2015, compared with around 53% at the end of 2007. Undoubtedly, the 2008 raise in the deposit guarantee level from € 20000 to € 1 00000 also played a part. Conversely, riskier financial instruments, i.e. shares, investment fund units and class23 insurance products, declined as a proportion of financial wealth from 46% in2007 to 42.9% in September 2015.


    Amounting to € 512billion in September 2015, these riskier instruments broke down into listed and unlisted shares (€ 298billion, 58%), investment fund units (€ 163billion) and class23 insurance products (€ 51billion).


    In terms of financial liabilities, total household debt, which had come in at € 249billion at the end of 2014, stood at€ 257billion in September 2015, three-quarters of which was mortgage debt. This works out at an annualised increase of 5.2% on average in the first three quarters of 2015, a more robust growth rate than the average for 2013 and 2014 (4.2%).


    Household debt ratio


    The household gross debt ratio continued its upward trend and reached 59.1% of GDP in the third quarter of2015, in contrast to a slight deleveraging seen since the beginning of 2010 in the euro area, where the debt ratio gradually declined from 65% to 60.9% of GDP in the third quarter of 2015. The persistent increasein the debt ratio in Belgium is mostly attributable to mortgage loans.


    Regardless of the further rise in the gross debt ratio, households’ financial positions have generally remained robust, as evidenced by the debt-to-asset ratio staying lower in Belgium than in the euro area. In fact, debts have risen quite closely in step with financial wealth growth since the crisis. Microeconomic data also bear out that debt in Belgium is better covered by assets than in the euro area, which is true for both financial assets and for total assets. In view of the uneven distribution of debt, income and wealth across households, these data also point up important vulnerabilities or pockets of risk in the debt structure. More specifically, some households are displaying limited repayment capacity in view of their income and/or liquid assets (see box 7).
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      [see Box 7]

    


    Ex-post indicators of credit risk such as non-performing loans (NPLs) and arrears on loans as registered by theCentral Individual Credit Register (CICR) illustrate that the debt service burden is still manageable for most households. The NPL ratio for mortgage loans in theBelgian market was relatively low in the third quarter of2015 and growth in year-on-year total payment arrears for households fell from 4.9% at the end of 2014 to 1.4% in December 2015. These trends can be traced back to an improved macroeconomic environment, and in particular to the fall in joblessness numbers, as well as to the accommodating monetary policy in place since 2008 which has meant that higher debt ratios have not raised total interest charges for households (as a percentage of their disposable income).


    Though the overall debt position does not flag up any excessive risks, the Bank has taken a number of precautions within its macroprudential mandate to limit potential future risks. For one thing, it has encouraged banks to observe reticence when setting their mortgage lending conditions and at the end of 2013 it increased the risk weightings on mortgage loans by 5percentage points for banks using an internal ratings-based approach (IRB). Asof 1 January 2016, it can also impose an additional capital buffer (CCB) in the event of too rapid an upswing in the non-financial private sector credit cycle.


    3.2 Role and position of the financial sector in the Belgian economy


    Banks


    Belgian banks have sharply scaled back the size of their balance sheets since 2007 and have focused on traditional banking activities in selected strategic markets.
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    Total assets of Belgium’s banks grew from € 996billion at the end of 2014 to € 1008billion at the end of September2015, i.e. 248% of GDP. This would appear to confirm that the industry has completed the deleveraging process that got underway at the end of 2007, when Belgian banks still had total assets of € 1578billion, or 458% of GDP, and that has fundamentally changed the composition of their balance sheets. The expansion of activities that defined the years in the run-up to the financial crisis had increasingly focused outside the Belgian market, as it was saturated. After 2008, the focus was firmly back on Belgian soil and cross-border activities were trimmed, although there was still a strong presence in some foreign “home markets“, such as East and South-East Europe (KBC and BNP Paribas Fortis), the Netherlands (Argenta), Ireland (KBC), Switzerland (ING Belgium) and Luxembourg.


    As well as changing their regional focus, Belgium’s banks increasingly resumed their traditional intermediary roles after the financial crisis, attracting deposits from savers and lending to households and companies. Loans provided to private individuals by Belgian banks have risen steadily, chiefly in the Belgian market and in foreign home markets, and amounted to € 263billion  i.e. 26% of total assets  by the end of September 2015. A large proportion of this is attributable to the Belgian market for mortgage loans. The outstanding mortgage total grew steadily from € 111billion at the end of 2007to € 175billion, a rise of 58%. The portfolio of loans toBelgian non-financial corporations also pursued an upward trajectory, albeit a less pronounced one and with occasional periods of negative growth. It advanced from € 97billion at the end of2007 to € 114billion at the end of September2015, accounting for 11% of the Belgian banking sector’s total assets.


    At the same time, outstanding loans to foreign non-financial corporations and to  mainly foreign  banking and non-bank financial corporations have fallen since the end of 2007. This also explains observed falls since 2008of outstanding loans to counterparties outside Belgium, both in the euro area and elsewhere in the world. By the end of September2015, loans by Belgian banks to foreign non-financial corporations totalled € 88billion while € 146billion had been lent to financial corporations, nearly three-quarters of which to banks and one-quarter to non-bank institutions.


    Belgian banks have also steeply reduced their portfolio of debt securities since the financial crisis, from € 297billion at the end of 2007 to € 182billion at the end of September2015, with this being largely attributable to a lower exposure to securities issued by financial and non-financial institutions. Investment in government bonds, by contrast, rose by € 3.5billion, taking these securities as a proportion of the total balance sheet from 9%to 13% by the end of September 2015.
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    These trends have not been a straight-line affair, and the actual composition of the government bonds portfolio has changed markedly since the onset of the financial crisis. Turmoil in the markets for government bonds in2011 and 2012 prompted a rebalancing of exposures to government paper. Belgian banks focused on Belgian government bonds and sharply reduced their exposures to peripheral countries, from € 46billion at the end of2007to € 11billion at the end of 2013. From 2014, these positions grew again to end up at € 22billion by the end of September2015, which was still well below pre-crisis levels. Exposures to non-peripherals, including countries rated AAA such as Germany, have also gone up since2014. The Belgian public authorities remain the main counterparty, with a 49% share of the total portfolio of public loans and bonds by the end of September2015.


    The banking sector’s balance sheet contraction since the start of the financial crisis reflects movements in loans and securities portfolios, but also significant falls in the market value of the derivatives portfolio, which slumped from € 223billion at the end of 2008 to € 66billion by the end of September2015. Most of this portfolio is made up of interest rate derivatives, whose market values are typically volatile and reliant on market rates. Its decline in the past eight years reflects reduced demand for interest rate risk hedging, as well as a general reduction in banking activities. Banks have done what they could to cut the number of such contracts, for instance in the event of cross-exposures to the same counterparties. Banks frequently agree new contracts with reverse features to neutralise their existing exposures  so-called back-to-back contracts. As a result, falling market values on the assets side were often linked to comparable reductions on the liabilities side.


    The financial crisis also triggered key changes in other items on the liabilities side of Belgian banks’ balance sheets, a slump in market funding being one of them. The biggest downturn was recorded in funding by the interbank market, which includes funding by central banks. The total amount borrowed in this market fell from € 432billion at the end of 2007 to € 121billion at the end of September2015. Even though funding from central banks was high at some points  e.g. when market funding temporarily dried up during the global financial crisis and the European sovereign debt crisis , Belgium’s banks have seldom tapped it in the past few years. Neither did the Belgian banks turn to the markets much for other types of funding, which declined overall. That said, they did use the Belgian system for the issue of covered bonds first implemented in 2012: € 21billion had been borrowed in this way at the end of September2015.
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    The general demise of market-based funding for Belgian banks was offset by increased deposit-based funding from households and non-financial corporations, another feature of the transition by the Belgian banks to a more traditional business model. This type of funding recorded an overall increase in the total value of the balance sheet since 2007 to reach 48% by the end of September2015, mainly on the back of household deposits. Savings accounts, in particular, gathered momentum and non-consolidated total savings deposits rose from € 149billion at the end of 2007 to € 258billion by end-2014 and € 261billion at the end of September2015. A significant proportion of this total was paid into branches of foreign banks and then transferred to the parent companies outside Belgium.


    2015 balance sheet developments confirm that deleveraging, which started in 2008, is now complete


    2015 also saw the first signs of a stabilisation in retail deposits  in the Belgian market at least  as households gradually switched to other types of assets. Increasingly, households choose to invest a proportion of their wealth in funds, as these generate higher returns than low-yielding savings deposits and life insurance. Belgium’s banks also had recourse to other funding resources: wholesale deposits from both non-financial corporations and financial institutions went up from € 204billion at the end of 2014 to € 223billion by the end of September2015, partly because these companies were facing a rather sparse range of investment opportunities.


    Two different reasons may be cited for the recent change in the composition of assets. First, in 2015, there was a further increase in the amounts lent to private individuals and non-financial corporations in the home markets of Belgian banks (including Belgium), as befits normal growth of activities. Secondly, exposures to foreign and mainly financial counterparties picked up, a trend that coincided with developments in Belgian banks’ wholesale deposits. These may well be of a temporary nature and do not seem to reflect any change in investment policies; to date, Belgian banks have not gone off on any marked search for yield. That said, some banks may be inclined to impose rather more sweeping changes on their assets (and liabilities) in future, in an attempt to support their profitability levels if the current economic climate of low interest rates and subdued growth  persists in the medium term and erodes their profit generation capacity.


    Solid results for Belgian banks in 2015


    This kind of pressure on profitability did not emerge in 2015. The banking sector as a whole posted profits of € 4.4billion in the first three quarters of the year, compared with € 3.6billion in the same period of 2014. Despite the reorientation on the domestic market, non-Belgian “home markets” remain a key source of income for Belgium’s banks: a total 38% of their 2015 net profits derived from foreign activities. The generally solid results of Belgian banks took the shape of an annualised return on equity of 9.6% and a (relatively) high annualised return on assets of 0.6%.
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    Net interest income up despite low interest rate environment


    These healthy Belgian bank results are partly underpinned by higher net interest income, rising from € 10.8billion in the first three quarters of 2014 to € 11.3billion in the corresponding period of 2015. This increase partly reflected favourable volume trends in interest-bearing assets and liabilities, which moved back up in 2015 after major contractions from the onset of the crisis. Moreover, interest margins picked up as average interest paid on liabilities fell more rapidly than returns on assets, continuing a virtually uninterrupted trend since 2008. In fact, the balance sheet contraction that got underway from the very start of the financial crisis primarily focused on relatively low-yielding activities, such as interbank operations, providing a boost to average returns on assets. What is more, credit institutions managed to keep their commercial margins on selected products high or even raise themthis margin being the difference between interest rates charged by banks on loans and their corresponding market rates. The intermediation margin, another component of total interest margins, is determined by the yield curve. Total margins rose in 2015, thanks to further declines in bank financing costs, while average returns on assets lost less ground. Interest rates paid on savings deposits, for instance, came down by 27basis points between the end of 2014 and end-September2015, while returns on mortgage loans, other term loans and securities slid by a mere9, 24 and 14basis points respectively. Lastly, Belgium’s banks benefited hugely from early repayment charges on 2015’s very large number of mortgage loan refinancing transactions, which contributed to increasing margins and interest revenue.


    Non-interest income also on the rise, supported by fee and commission income and gains on financial instruments


    Belgian bank results in 2015 were also shored up by higher non-interest income, which amounted to € 5.7billionin the first nine months of the year, as against € 5billion in the corresponding period of 2014. One contributing factor was a € 0.4billion higher net fee and commission income item, mainly on the back of commission earned on the sale of investment funds to households. Gainson financial instruments were also up, mainly thanks to positive (realised or unrealised) changes in financial asset market values.


    Higher operating expenses, stable wages


    Though benefiting from both interest income and other income, Belgian banks’ gross operating result was eroded by a further increase in operating expenses of some € 0.4billion. A new cost in the equation was their first contribution to the European Single Resolution Fund. An essential feature of the European banking union, this fund will be put in place from 2016, replacing national resolution funds for Member States participating in the banking union set up under Directive 2014/59/EU, and will take on the duties of those funds for credit institutions based in the banking union.


    Staff expenses remained stable in 2015, just as in previous years. Between 2007 and 2010, the banking sector had seen payrolls shrink hugely, as Belgian banks massively reduced the reach of their activities and refocused on the domestic market. Payroll costs have since then stabilised despite a permanent reduction in employee numbers in Belgium. In fact, employment in the banking sector contracted by nearly 8% between 2010 and 2014, while it fell by only 2% in the broader economy. Alower headcount fits in with rationalisation programmes in place at some of these institutions to align their cost structures with their new business models. However, this process shifted the banks’ employment structure towards a greater proportion of managerial staff, so curbing the reduction in compensation.


    Impairments and provisions down to very low levels in 2015


    In contrast, impairments and provisions, which had already been taken to favourable levels by a downward trend since 2011, shed another € 0.3billion in the first nine months of 2015 compared with the same periodof 2014. Foreign portfolios account for around one-third ofthe € 0.6billion recognised for the first nine months of 2015, while these had made up around 80% of the year-earlier figure  a sure sign that new impairments on some of the Belgian banks’ foreign portfolios came down again. Provisions to the tune of € 0.3billion were reversed. They chiefly related to provisions taken by a number of banks in 2014 to cover unknown impairments that might have arisen from the depreciation of Hungarian portfolios, following measures that the Hungarian government had announced in the first half of 2014. These measures involved the repayment of a proportion of amounts received from borrowers and the conversion of foreign currency loans to Hungarian forint. The impact of these reversals on bank results was limited, as they were partly offset by specific impairments on these portfolios as part of impairments on loans and receivables.


    Belgium’s banks should sustain profits in future, having continued to benefit from temporary phenomena in 2015


    Most of the fairly high profitability of Belgian banks in 2015 can be attributed to temporary factors. For instance, income from capital gains on portfolios at market values does not reflect any structural revenue, and income from refinancing penalties was also of a temporary nature. In addition, banks are unlikely to be able to scale back their financing costs even further as these have reached very low levels. If euro area interest rates stay low for much longer, all interest-bearing assets  whose average maturities are typically longer than those on liabilities  will have to be reinvested at lower rates, depressing margins even more. The question is whether Belgium’s banks will be able to sustain their current return levels in the future. To help them do so, they might make further changes to their cost structures. In fact, at the end of 2015, a number of major banks announced that they were extending their restructuring plans and are envisaging additional cost-cutting related to their branch office networks and workforces. Admittedly, cost-income ratios have improved in the past few years, from 72% in 2010 to 59% in the first nine months of 2015, but much of this improvement was underpinned by the temporary factors noted above, including refinancing penalties on mortgage loans.


    Robust growth in Belgian mortgage loans portfolio, riding a wave of refinancing


    In 2015, a great number of Belgian households refinanced their mortgages, much as they had done in the second half of 2014, driven by low mortgage rates. Between end-June 2014 and the end of November2015, mortgage rates on roughly one-third of outstanding mortgage loans in Belgium were revised downwards, with consumers typically opting for a new fixed rate for the remaining maturity of the loan. Mortgage lending worked out at € 66billion between end-November 2014 and end-November2015, some 40% of this related to internal refinancing. External refinancing, i.e. consumers taking their loans to a different bank, amounted to € 11billion in the same period.


    In 2015, low interest rates served as a direct boost to the mortgage loan portfolio, which had already staged a robust rise in the second half of 2014 in anticipation of measures in Flanders curbing mortgage tax relief from 1January2015. Total outstanding mortgage loans to Belgian households grew from € 169.4billion at the end of 2014 to € 176.4billion by end-November2015. Other factors contributed as well: borrowers took advantage offavourable interest rates to take out larger mortgages and used already reimbursed capital without this making any changes to their monthly repayments. And a previous section of this Report has discussed another factor: borrowers anticipating stricter conditions related to low VAT rates on renovations and changes to the Walloon and Brussels housing bonus system, scheduled to come into force in 2016.
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    At this juncture, the surge in home loans does not appear to derive from any significant, across-the-board relaxation of credit standards applied by Belgium’s banks. The total portfolio for the sector is still showing declines in the proportion of mortgage loans with contractual maturity of 25years and over, which had started to come down in 2012. In 2015, this category of loan accounted for a mere2% of total new mortgage lending. In 2014 and 2015, low interest rates also pushed down the ratio between monthly debt service and borrower incomesthe so-called debt service-to-income ratio (DSTI)  for newly agreed loans, albeit only very slightly. It is worth nothing, though, that the low interest rates of the past two years have served to push up the average amounts actually borrowed under new contracts. This has led to a shift to higher average loan-to-value (LTV) ratios  which expresses the relationship between the mortgage amount borrowed and the value of the property so financed  but this phenomenon stayed within boundaries set by bank lending policies. The number of loans with LTV ratios in excess of 100% has stabilised at relatively modest levels since 2013.


    As noted, the quality of the mortgage loan portfolios of Belgian banks remained stable in 2015, in spite of a few pockets of risk. The percentage of mortgage loans in arrears was unchanged at around 1.2%, although actual total payment arrears  i.e. amounts still owed when the loan is denounced  inched up from € 1.3billion to € 1.35billion. In addition to the regulatory capital they are obliged to earmark for their portfolios to cushion any unexpected losses, Belgian banks have had to create an additional buffer since the end of 2013 equal to five percentage points of the risk weight applied to their portfolios of Belgian mortgage loans, if computed on the basis of internal models. In October 2015, the Bank, acting on its mandate as macroprudential authority in Belgium, started a procedure to extend this measure in view of persistent vulnerabilities, such as the not insignificant proportion of loans combining high LTVs, high DSTIs and long maturities.


    Banking sector solvency improved again in 2015 and number of non-performing loans kept falling


    The regulatory capital that is meant to cover the credit risk on the Belgian mortgage loan portfolio as well as the Belgian banks’ other portfolios is based on a calculation of risk-weighted assets. This amount derives from weights that are assigned to the various portfolios of assets and is either calculated by internal models, for banks that have sought and received permission for such models, or from a flat-rate scale applied to banks using the standardised approach. Belgium’s banks have also been subject to a new regulatory framework since 1January2014, known as BaselIII, translated into CRDIV in the European Union. The 2014 transition to the new framework led to an increase in risk-weighted assets. Credit-risk-related assets went up as a result of the higher weighting assigned to exposures to credit institutions and because some banks were no longer able to apply a  more favourablestandard approach to sovereign debt exposures rather than an internal ratings-based approach. In 2015, there was no such increase; in fact, the total amount of risk-weighted assets relatedto credit risk fell from € 290billion at the end of 2014 to € 281billion at the end of September2015. This reflected a shift in the structure of assets to positions with lower risk weights.


    Other risk-weighted assets concern market and operational risk, but also include the regulatory add-on applied to the portfolio of Belgian mortgage loans and the credit valuation adjustment (CVA) which, under CRDIV, aims to improve cover of the counterparty risk arising from derivatives transactions. These risk-weighted assets were relatively stable in the first nine months of 2015.
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    As a result, total risk-weighted assets, the denominator of regulatory solvency ratios, contracted from € 350billion at the end of 2014 to € 344billion at the end of September2015. As for the numerator: regulatory Tier1 capital edged up slightly to € 54billion at the end of September2015, some € 52billion of this being common equity Tier1 capital (CET1). By the end of September2015, the common equity Tier1 ratio of the Belgian banking sector averaged 15.0%, up from 14.7% at end-2014.


    CRDIV prescribes the gradual implementation of a range of add-on buffers from 2016. In addition to the minimum capital requirements, a capital conservation buffer was introduced on 1 January, starting off at 0.625% in 2016 and rising to 2.5% by 2019. A countercyclical buffer will need to be activated in the event of excessive lending growth in the economy and will be linked to the location of a bank’s operations. For institutions active in several countries, like many Belgian credit institutions, this implies observing the different countercyclical buffers applicable to the relevant countries and applying them in relation to the size of their activities. The Bank has set the countercyclical buffer for theBelgian market at 0% from 1January2016 and will review the appropriateness of the level every quarter. Lastly, at the end of 2015, it announced the levels of the add-on buffers it will impose on eight banks within the framework provided by CRDIV, as these banks have been designated as systemically important in Belgium. The various measures are described in greater depth in sectionA of the “Prudential regulation and supervision” part of this Report.


    Lower risk-weighted assets were accompanied by a reduction in the percentage of impaired loans, with the ratio moving from 3.9% at the end of 2014 to 3.6% by the end of September2015, as the total amount of non-performing loans remained stable while the total portfolio increased in the same period. The ratio fell for all types of counterparties. These consolidated statistics include both the Belgian and the foreign portfolios of the Belgian banks, whose proportion of non-performing loans, generally speaking, remains larger.


    Insurance companies


    Sector sees profitability decline due to negative life insurance results


    As in the banking sector, weak economic conditions in Belgium and the rest of the euro area, as along with the low level of interest rates weighed on Belgian insurance companies’ profitability levels in 2015. In the first nine months of the year, the sector’s net result came down from € 1billion in 2014 to € 0.6billion, and annualised return on equity shrank to 5.1%, whereas it had reached an average 20% before the financial crisis (in the2003-2007 period) and had still been at 8.8% in 2014.


    This contraction was caused by a worsening of both the life insurance technical result and the non-technical result, which recorded losses of € 0.1billion and € 0.6billion respectively. These negative figures contrast sharply with the further increase in profitability of the non-life sector, which notched up profits of € 1.3billion in the first nine months of the year.


    Despite capital gains of € 1.1billion, the life sector’s investment income failed to make up for the strong decline in insurance activities, with life premiums shrinking € 1billion to € 10.8billion in the first nine months of the year after having slumped to new record lows in 2014. In fact, the 2015figure constituted the lowest premium income since 2006. The downtrend in premium income from 2008 directly reflects the low interest rate environment: with class21investments mostly consisting of bonds, new contracts had to promise guaranteed returns at conditions prevailing in the markets. Unsurprisingly, these were not tempting enough for private individuals to commit to a longer-term investment; they preferred more liquid assets. Against this backdrop, the 2013 increase in tax on premium payments for life insurance products to 2% may also have reduced savers’ demand for life insurance products.
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    The profitability of the non-life sector, by contrast, has accelerated since 2008 and recorded an increase of 5.8% of premium income in the first nine months of 2015, taking this to € 9.5billion. 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, and have generally raised rates and optimised their cost structures. It is worth noting, though, that these generally solid results were not achieved in all sub-sectors of the non-life sector; in some, costs were higher than premiums.


    Lacklustre economic growth, low inflation and low interest rates may be here to stay, and insurers may be forced to adjust their operations and cost structures even further, on top of all the measures they have already taken. After all, business models guaranteeing lasting profitability for insurers, even in less favourable economic circumstances, are a prerequisite for the stability of the broader financial sector. Using the results of transversal analyses of the insurance sector, the Bank decided to take microprudential action to bolster, in a sustainable way, the profitability of selected number of institutions. In addition, it may prove necessary for insurers to slash operating expenses further, possibly through consolidations, in order to align cost structures with the shrinkage in activity volumes. Assuralia statistics put FTE numbers at nearly 23000in 2013, less than in previous years. Labour costs, which had steadily increased since 2001, stabilised in 2014.
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    SolvencyII in place from 1 January 2016


    The impact of the financial crisis was less immediate and strong for insurance companies than for banks, so that the restructuring of their regulatory framework was initially less far-reaching. Seven years on, though, persistently low interest rates are posing a major challenge to the sector. And on 1January2016, it also saw fundamental reforms to its regulatory framework with the implementation of SolvencyII. A radical change for insurers, the new framework is largely based on assets and liabilities being recognised at market values, with a company’s equity defined as the difference between the market values of its assets and liabilities.


    Assets will be valued on the basis of quoted market prices where available, while the fair values of other assets are calculated on the basis of assumptions reflecting market conditions, interest rates, the probability of events etc. Insurance companies’ liabilities are mainly technical reserves whose market values are impossible to determine, and the value of these reserves is arrived at by calculating the present value of the incoming and outgoing financial flows on the basis of the discount rate. This will be a risk-free rate set by the European Insurance and Occupational Pensions Authority (EIOPA) on the basis of market swap rates with maturities of up to 20years, extrapolated to the ultimate forward rate of 4.2%.


    Portfolios being valued at market values should facilitate assessments of the financial risks facing insurers and enable them to better anticipate the impact of low interest rates on their solvency in future. Whereas under the current system the present value of life insurance technical reserves is calculated on the basis of the commercial interest rates as specified in the contract, SolvencyII will see the estimated values of technical reserves increase when market rates fall, putting pressure on the value of a company’s equity.


    However, the SolvencyII regulatory framework has put in place transitional measures, some of which will apply until 2032, by which time the balance sheet position of insurance companies will be fully estimated at market values.


    According to a first set of data collated by the Bank in 2015 as part of a preliminary analysis, the Belgian market should, on average, be sufficiently resilient to handle a lengthy period of low interest rates. However, this general observation obscures heterogeneities: although many insurers are indeed well capitalised, an analysis of solvency margins under SolvencyII reveals that some of them, typically smaller companies, are a lot more vulnerable. TheBank has requested that these institutions take specific measures to meet the new requirements. This current period of low interest rates coinciding with the changes in the prudential regulatory framework might prompt a restructuring of the weakest entities in the sector or their takeover by other, more robust companies.


    Insurers adjust investment strategies in search of returns


    In view of the low returns on their traditional portfolios, insurers are trying to shift their investments to higher-yielding assets in order to meet the liabilities stemming from life insurance contracts. For several years now, government bonds have been losing ground to other assets in their investment portfolios. The category continued to shrink steadily in 2015, falling to 41% (€ 102.5billion) from 46% in 2011. The decline is partly the result of bonds being sold out of the portfolio to tap capital gains and partly due to a reorientation towards alternative investments. That said, the extent of this shift to riskier assets remained fairly muted in 2015. An evergrowing loan portfolio, which rose to € 16.6billion in the third quarter of 2015, is a case in point as its share in the assets of insurance companies has more than doubled in the space of four years, even if it does not account for more than 6.7%. Investment in units for collective investment (UCIs) is also still on the rise and added nearly € 30billion, largely attributable to class23 insurance products. Posing less of a risk to insurers, this classhas flourished in the run-up to SolvencyII, a system that imposes less stringent capital requirements on this classthan it does for products offering guaranteed returns. Lastly, a small number of insurers are shifting their government bond portfolios towards bonds commanding lower ratings than before, in order to realise higher returns than those offered by the safest issuers.


    The transition to SolvencyII also prompts changes to the capital requirements governing the different types of assets. Investments in equities, for instance, will require more capital than they did under Solvency I and a number of insurers are bound to review their strategic asset allocations.


    SolvencyII will likely also influence insurers’ management of assets and liabilities (ALM). This framework will require additional capital to cover the interest rate risk arising from mismatches in the cash flows between liabilities and assets, a common occurrence for insurers. Insurers looking to reduce the gap in maturities on both sides of their balance sheets will be unable to shorten the duration of their liabilities and will therefore be much more likely to extend the duration of their assets. Analyses of asset flows bear this out as maturities of recently acquired bonds are typically longer than those that have gone from the portfolios.


    Low interest rates pose threat to the sector


    A lengthy period of low interest rates is bad news for the insurance industry, and particularly for life insurers, which tend to have higher average durations of liabilities than of assets and which still guarantee high rates of return to policy-holders.
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    Total inventory reserves for guaranteed-return contracts grew from € 165.8billion to € 168.4billion between the end of 2013 and end-2014, the latest period for which detailed annual data are available. These higher outstanding reserves are attributable to group insurance, which recorded an increase of nearly 5%. Reserves for individual insurance were stable; contracts with guaranteed returns of over 2% declined and those with lower returns were up. The biggest risk facing the Belgian insurance sector is the legacy of contracts with high guaranteed returns, which can no longer be funded profitably due to low market rates. In 2014, contracts for which the guaranteed return on accrued and/or yet to be accrued reserves (based on future premiums) exceeded 4.5% amounted to € 26.6billion or 16% of inventory reserves. The comparable figure for 2013 was € 27.6billion.


    Persistently low interest rates are forcing insurance companies to offer contracts more in line with market conditions, taking the average guaranteed return of class21agreements down from 3.04% in 2013 to 2.91% in 2014 or, more specifically, from 2.88% to2.72% for individual insurance and from 3.41% to3.27% for group insurance. This has also encouraged insurers to market class23contracts that are linked to investment funds and offer no guaranteed return. What is more, some class21contracts impose time limits on guarantees and specify that the reserve built up will technically be considered a new premium after the agreed period, with guaranteed returns in line with market conditions that apply by that time. Meanwhile, insurance companies have also developed hybrid products to help reduce their risks, consisting of a guaranteed-return life insurance product (class21) coupled with another life product in class23, whose returns reflect the performance of an investment fund. But, options to pass on lower returns to policy-holders are limited by intense competition between insurance companies and from other savings products.


    If current low interest rates are here to stay, significant amounts of high-rated securities (AAA or AA) coming to maturity will have to be reinvested in lower-yielding investments. There is a real risk, then, that the effective return on assets will not be enough to cover the guaranteed interest rates on contracts entered into earlier. The outstanding total of life insurance contracts with guaranteed returns and the actual rates paid on them are therefore very important risk parameters for insurance companies in times of falling interest rates on risk-free investments. Inaddition, offering too low a return would expose insurers to a greater risk of policy surrender. In support of their net profit, insurers unlocked capital gains to the tune of € 1.3billion in the first nine months of 2015.


    At times of low interest rates, prudential rules oblige insurance companies to book additional annual provisions in their accounts. These provisions, for which no exemptions have been granted since 2013, stood at a cumulative total of € 5.4billion at the end of 2014 and made the sector less profitable.
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    In its press releases, the Bank has repeatedly expressed its concerns over the impact of low nominal growth coupled with consistently low interest rates on the situation of insurance companies. This is why it encourages them, as it does Belgium’s banks, to proceed with their restructuring process and rationalisation programmes in order to bolster their solvency position, without taking on any new operational risks. The Bank has also recommended that insurers curb any dividend payments to shareholders and policy-holders in order to safeguard their fundamental resilience in the longer term, while also suggesting that they consider their interest margin levels. Improving the solvency of financial institutions by retaining earnings and/or raising capital will be the key if insurers are to meet the new challenges of the economic cycle and ever more rigorous regulatory requirements. Given these constraints, the Bank has cautioned reticence on the part of insurers when realising capital gains, as this should fit into a preventive strategy primarily focused on meeting contractual obligations.


    As the insurance industry’s supervisor, the Bank is authorised to set and  if called for by circumstances review the maximum reference rate for long-term insurance contracts (in excess of eight years). In view of current market developments, it has recommended reducing this maximum reference rate from 3.75% to 1.5%. In January2016, Belgium’s Minister of the Economy exercised his right of evocation; he set the maximum reference rate at 2%.


    Belgium’s new SolvencyII law will include a mechanism for the annual setting, from 1January 2017, of the maximum reference rate. Retaining the Minister’s right of evocation, this new mechanism should better reflect current market conditions and prevent competitive distortions that could jeopardise consumer interests. The Bank supports the proposed downward revision of the system of minimum guaranteed interest rates on group insurance, as provided for in the Law of 28April2003 governing supplementary pensions. The Law currently imposes an annual minimum return on supplementary pensions of 3.75% for member contributions and of 3.25% for the contributions paid in by employers. These minimum interest rates are no longer in step with current market rates. However, employers have been pressuring insurers to guarantee these ratesincluding through profit-sharing  in an attempt to cover their own legal obligation to make up the difference with the minimum returns for these group insurance contracts for supplementary pensions. These fixed minimum interest rates will be replaced with a system where these rates are left to float, so they are better aligned with conditions in the market.


    3.3 Significant net financial assets, transferred abroad via the financial sector


    On aggregate, domestic sectors have more financial claims than liabilities, and the Belgian economy had built up a net asset position vis-à-vis the rest of the world of 52% of GDP by the end of June2015. Households accounted for the greater proportion of this: as a percentage of GDP, they boasted the largest net financial wealth (235%) of any euro area country. By contrast, other sectors, such as non-financial corporations (86.3%) and the general government (97.8%), face significant net liabilities.


    Belgium’s net external claims are a key structural feature of its economy. Their development is not merely driven by the broader economy’s net savings  which more or less coincide with the current account balance  but also by price swings in sectors’ assets and liabilities. It is important to focus on the nature of these funds and on the way in which financial resources in sectors enjoying surpluses flow to deficit sectors, i.e. financial intermediation.


    The economies of Europe, including Belgium’s, are traditionally said to have bank-driven financial intermediation, in contrast to the US economy, whose financial markets mainly provide intermediation. Indeed, Belgium’s financial intermediaries have a key part to play in absorbing funds, as is immediately apparent when breaking down how the net wealth from the various sectors end up with sectors that face net financial liabilities. The financial sector (comprising banks, other financial institutions, insurers and pension funds) is the key user of net household wealth, to the tune of 139% of GDP in the third quarter of 2015, with other sectors accounting for 92% of GDP. Supported by this ample funding base, Belgium’s financial sector does not require recourse to other sectors for its net funding. In fact, these net financial assets are more than adequate to meet the net requirements of the country’s domestic sectors, allowing its financial sector to build up net surpluses vis-à-vis the rest of the world.
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    Intermediation outside the financial sector works differently. Here, too, Belgian households are the main net creditors, but the foreign sector also provides net funding, with the resources used both by non-financial corporations and by the general government. Whereas theBelgian financial sector and other sectors enjoy roughly equal weight in general government funding, Belgium’s non-financial corporations are chiefly funded from outside the financial sector. One source of finance is by way of issuing listed or unlisted shares, whose owners are either Belgian households or foreigners. Their debt funding, by contrast, is mostly supplied by the Belgian financial sector, even if bank credit is are below that in other euro area countries (32% of GDP compared with 42% of GDP in the euro area at the end of September2015) and funding via the financial sector partly also derives from holding companies, typically intra-group funding. In addition, bank loans have increasingly been replaced by capital markets-based funding since the financial crisis  albeit mainly in the case of large corporations with outstanding bonds trending up from 4.3% of GDP at the end of 2007 to a peak of 11.5% of GDP by the third quarter of 2015. The fact that non-financial corporations do not tap the financial sector a lot also reflects the cyclical nature of their net financial liabilities, which tend not to be very high when there is no major fixed capital formation or if they have access to significant internal resources.


    Net funding provided to the financial sector by households is relatively evenly distributed across its three sub-sectors: banks, other financial institutions (e.g. shadow banks) and insurers and pension funds, at 46%, 35% and 58% of GDP respectively. It is worth noting that in terms of gross funding banks receive a lot more from households (95% of GDP) as the banking sector, unlike the other two financial sub-sectors, also provides lending to households (worth 49% of GDP, primarily mortgage loans). Banks’ sector-specific breakdown of investments is similar to those of insurers and pension funds in that they primarily finance the general government and parties outside Belgium. A key point is that all of Belgium’s financial sub-sectors run net external surpluses, which implies that the net funding derived from households amply meets the financing needs of domestic sectors. If built up via the financial sector, these exposures tend to take the shape of portfolio and other investments (mainly interbank deposits and loans).
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    The size of these exposures via the financial sector is closely linked to net household wealth. External assets accrue most at insurers and pension funds, as Belgium’s demographics imply a rising pension entitlement accrual trend. The pivotal role played by the financial sector in financial intermediation demonstrates the importance of effective prudential policies, particularly in Belgium where net household wealth is largely converted through the financial sector into portfolio investment and other investment transferred abroad. The question is whether this is an optimal allocation and whether households should not be providing funding to other sectors in a more direct way, so that external exposures are built up outside the financial sector and potentially also changing the form that they take  issues that may be addressed by initiatives such as the Capital Markets Union, as well as by the tax framework if this is predicated on a neutral treatment of financial instruments.

  


  
    Box6Credit cycles and systemic risk: the credit-to-GDP gap as a monitoring instrument


    The recent financial crisis has revealed the key importance for the economy of financial cycles  and more specifically credit cycles  and exposed the procyclical relationship between these cycles and economic activity, particularly in periods of recession. Should lending grow excessively, for instance because of over-optimistic risk assessments, the downward phase of the cycle could spell significant losses for the banking sector, which might exacerbate a recession if banks then move to cut lending and/or restructure their balance sheets. In fact, this procyclical aggravation of financial shocks to the real economy via the banking system and the financial markets proved one of the destabilising factors during the global financial crisis. Belgium managed to avoid a credit crunch but the experience of some other euro area countries has shown it to be imperative to keep regular track of credit developments in the non-financial private sector, to avoid the build-up of excessive imbalances in the upward phase of the cycle and thus curb the impact of economic and financial crises.


    In the exercise of its macroprudential mandate, the Bank oversees credit trends in theBelgian economy, and more particularly in the non-financial private sector. A range of indicators may be used to ascertain an economy’s position in the credit cycle. Empirical research has shown that such indicators should include measures gauging lending to the non-financial private sector, more specifically the credit-to-GDP ratio and any deviation from its long-term trend: the credit to-GDP-gap. In fact, the credit-to-GDP ratio proves a solid leading indicator of financial crises; lending is considered excessive when this ratio rises much faster than its long-term trend, i.e. when lending to the non-financial private sector is growing a lot more rapidly than GDP.


    Since the beginning of 2016, the Bank has started releasing estimates of the credit-to-GDP gap every quarter. This variable is one of the core indicators for setting the countercyclical capital buffer (CCB), a macroprudential instrument designed to temper cyclical systemic risk and combat procyclical characteristics of lending. When assessing the credit cycle and any potential systemic risk, and when deciding to activate the CCB, the Bank takes into account a wide array of key indicators and, for instance, also publishes the debt-to-GDP ratio, based on a broader definition of debt than the credit-to-GDP gap.


    Concepts of credit


    The Bank proposes a narrow and a broader concept of credit. Its narrow definition, i.e. lending by resident banks to the non-financial private sector (including securitised loans), serves to assess the credit-to-GDP gap. The Bank actually prefers this definition as it offers the opportunity to make optimum use of the available data (longer data series), as well as because of the stability (volatility) of the series of estimated credit gaps and the shorter publication lag time. The broader concept of credit, which comprises all  banking and non-banking loans on a consolidated basis (excluding domestic and foreign intra-group funding) and debt securities, makes it possible to track the levels and trends of the general credit risks facing the non-financial private sector, and thus its resilience(1).


    
      (1) For a more precise definition of the broad credit concept, see Annex 2 of the NBB document “Setting the countercyclical buffer rate in Belgium: A policy strategy”, available from the Bank’s website.

    


    The credit-to-GDP ratio (narrow definition) published by the Bank amounted to 76.5% in the third quarter of2015, while the debt-to-GDP ratio (broad definition) worked out at 113.9% in the same period. Parallel trends between the two ratios in the 1999-2009 period were disrupted by the financial crisis, with the credit-to-GDP ratio remaining relatively stable after 2009 while debt-to-GDP rose further. These diverging trends demonstrate the importance of reviewing a range of different credit definitions and may be explained by the higher uptake of non-bank financing after the crisis, and more specifically increased issuance of debt securities by non-financial corporations  a category of debt only covered by the broader definition. Both definitions suggest that the period of expansion preceding the crisis (2005 2008) related to an uptrend in bank loans, mostly to households.
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    Credit-to-GDP gap and long-term trends


    The Bank calculates the credit-to-GDP gap following the procedure recommended by the ESRB, as specified in the Belgian Law of 25 April 2014 on the legal status and supervision of credit institutions. It is measured in percentages of GDP and calculated by subtracting the estimated long-term trend from the recorded credit-to-GDP ratio. In keeping with ESRB recommendations, this trend is computed using a one-sided recursive Hodrick-Prescott filter with a high smoothing parameter (400 000).


    The long-term trend typically follows the credit-to-GDP ratio fairly closely, depending on whether it develops in a linear fashion or shows major fluctuations (such as a lengthy downtrend that suddenly reverses). There have been two clearly demarcated periods of steep growth since 1980, the first at the end of the 1980s and early 1990s, when the credit-to-GDP ratio added around 2.5 percentage points a year. The second one was more recent: just before the financial crisis, when the credit-to-GDP ratio grew at a pace fairly close to that in the earlier expansion period. In 2015, by contrast, the ratio’s long-term trend rose only very slightly, suggesting relative stabilisation.


    According to estimates of the credit-to-GDP gap, the past thirty years have seen two periods of financial expansion, which happen to coincide with the two periods of strong credit growth. The first expansion got underway when the economy staged robust growth at the end of the 1980s and was caused by significantly more bank lending to both households and non-financial corporations. The second period of expansion, which preceded the financial crisis (2005-08), was marked by an acceleration of house prices and was driven more by households than by non-financial corporations. Household contributions to the credit-to-GDP gap turned positive at the end of 2004, while those of non-financial corporations did not become positive until mid-2007. In fact, household contributions were significantly higher than those of non-financial corporations, accounting for nearly 70% on average of the credit-to-GDP gap between 2009 and 2013. Despite the recent credit expansion  which mainly concerns householdsthe credit-to-GDP gap has narrowed since the financial crisis and turned negative in the fourth quarter of 2014. In the third quarter of 2015, the credit-to-GDP gap was slightly negative at 0.9% of GDP, both for households (0.1% of GDP) and for non-financial corporations (0.8% of GDP).
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    Box7Households’ capacity to repay mortgage debt from income and financial assets


    Households may run into financial difficulties repaying their mortgages when their income is not sufficient to meet their scheduled debt repayments and when they do not have sufficient (liquid) financial assets to meet these payments. This box draws on data provided by the 2010 Eurosystem Household Finance and Consumption Survey (HFCS) to analyse to what extent households are able to repay their mortgages and what obstacles they may face when trying to do so. Survey data at household level have the advantage of separating out households with debt and providing information on the distribution of assets and debts for these households. The downside is that these survey data are neither exhaustive nor exact. After all, survey respondents represent only a sample of the population and their replies may be inaccurate or incomplete. What is more, surveys of this kind are not carried out very frequently and results are often published after a time lag(1). However, HFCS findings enable a special review of distribution aspects and more specifically of questions such as who owns assets, who is in debt and what proportion of outstanding mortgage debt is subject to risk.


    
      (1) Fundamental features of the assets and liabilities distribution typically remain fairly stable over time, and an analysis of 2010 data thus has relevance today. Thesurvey was conducted in Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Italy, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia andSpain. The “euro area as a whole” refers to these fifteen countries.

    


    To assess households’ mortgage burdens, two debt ratios relate mortgage debt to income or to financial assets:


     The debt-service-to-income ratio (DSTI) divides the flow of monthly mortgage payments by a household’s gross income flow at the time of the survey. This ratio reflects the proportion of its income a household needs to meet its scheduled debt payments.


     The liquid-assets-to-debt-service ratio (LATDS) divides the value of a household’s liquid assets (deposits, bonds, listed shares and mutual funds) by the flow of monthly mortgage payments at the time of the survey. This ratio indicates how many months a household could finance its mortgage debt payments from its liquid financial assets, e.g. in the event of a sudden loss of income.


    When debt ratios linked to income or liquid assets become too unfavourable, the risk increases that households will be unable to meet their debt commitments. This box therefore focuses on mortgaged households that are looking at excessive debt ratios (high DSTI, low LATDS), and more specifically on their share of the total outstanding mortgage debt. According to HFCS data for 2010, 69.7% of Belgian households are owner-occupiers compared with 60.1% in the euro area; 30.5% of Belgian households have mortgage loans compared with 23.1% in the euro area.


    On the ability to repay the mortgage from current income flows, 18.2% of total outstanding mortgage debt inBelgium is concentrated with households that spend over 40% of their income on debt repayments, compared with 14.9% of households in the euro area. Those with DSTIs in excess of 50% account for12.7% of outstanding mortgage debt in Belgium and 10% in the euro area. Belgian households typically take out their first mortgages to get onto the property ladder at a relatively young age, when their incomes still have growth potential. In addition, very long-term mortgage loans or loans without capital repayments account for a relatively smaller proportion inBelgium, which implies that debt service payments are typically higher. These intrinsically favourable features of the Belgian mortgage market do imply a higher number of households with high DSTIs.


    The analysis of the extent to which a household’s outstanding mortgage debt is covered by financial assets will be limited to its liquid assets. Liquid financial assets enable households to make it through periods of lower income, in the event of unemployment for instance. Such periods may at times be quite lengthy, but it is worth investigating more moderate instances of loss of income such as a period of six months. Liquid assets comprise the value of deposits, bonds and savings certificates, listed shares and mutual funds. Not included are unlisted shares and the value of a self-employed person’s own company, accrued pension entitlements and other assets. Financial accounts reveal that such liquid financial assets added up to 160% of GDP in Belgium in the third quarter of 2015, compared with 106% for the euro area.


    HFCS data show that the high total financial wealth of households is unequally distributed(1). For one thing, liquid financial assets are not evenly distributed across households with or without mortgage debts. Mortgaged households account for 30.5% of all Belgian households but they own a mere 21.9% of all liquid financial assets. Moreover, financial assets are also unevenly divided across this group of households with mortgages. This means in effect that not all of these households have sufficient financial resources to cover their debt.


    
      (1) See Du Caju Ph., “Structure and distribution of household wealth: An analysis based on the HFCS“, NBB, Economic Review, September 2013, pp. 41-62.

    


    In Belgium, HFCS data reveal, 14.9% of total mortgage debt is owed by households that have sufficient liquid assets to pay off this debt at once and in full. These households hold on to these assets to finance other (unexpected) expenses or simply because of their returns, which may well be higher than the cost of the loan, partly because of the tax treatment of mortgages. In the euro area, only 8.9% of total outstanding mortgage debt is completely covered by liquid assets.
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    However, the unequal distribution of assets and debt also implies vulnerable groups of households: 30.8% of mortgage debt in Belgium is owed by households with insufficient liquid assets to finance six months of debt repayments; this percentage is at 53.8% in the euro area. The proportion of this debt  covered by financial resources only to a very limited degree  also happens to be higher among groups of households that already find it hard to repay their debts from their household income. While only one-fifth of outstanding mortgage debt with a DSTI of 20% or less in Belgium is owed by households that have insufficient liquid assets to finance their repayments over a period of six months, this percentage climbs to seven-tenths of mortgage debt with a DSTI of50% or over. The figures for the euro area show the proportion of inadequately covered mortgage debt at 50% in the group with the lowest DSTIs and at 70% in the group with the highest DSTIs. It would appear that liquid assets in Belgium are mostly held by households without mortgages and by those indebted households that have relatively little trouble repaying their debt from their household income.


    All things considered, Belgians’ wealth of financial assets contributes to the sustainability of their mortgage debt. However, a significant proportion of mortgaged households spend a large part of their household income on repayments and have few liquid financial reserves to make up for any temporary loss of income. These particular households are vulnerable to unemployment shocks and constitute pockets of risk in the mortgage market. Low-income households with a mortgage are relatively prone to this risk  and particularly the younger ones(1), who may not have had the time to save sufficiently.


    
      (1) See Du Caju Ph., Th. Roelandt, Ch. Van Nieuwenhuyze and M.-D. Zachary, “Household debt: evolution and distribution“, NBB, Economic Review, September 2014, pp. 61-80.
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    NBB Report 2015


    Economic and financial developments

  


  
    4. Public finances


    4.1 Overview of fiscal policy(1)


    
      (1) As for all the macroeconomic estimates for Belgium, the 2015estimates for public finances have been established on the basis of information available on 29January 2016.

    


    Deficit dips just below the threshold of 3% of GDP


    Belgium ended 2015on a general government deficit of 2.8% of GDP. Only slightly better than the figure for 2014, this is the third consecutive year of a deficit very close to the threshold of 3% of GDP that the European fiscal framework uses as its reference value for determining excessive deficits. General government debt edged down slightly to 106.5% of GDP, thanks to specific factors.


    Belgium’s lower deficit matches the drop in interest charges on its public debt, while both primary expenditure and revenue, expressed as percentages of GDP, plunged in 2015, confirming the trend reversal first observed in 2014. The similar trend in 2015partly reflected the index jump slowing down a number of expenditures and revenues, while spending was curbed by austerity measures and tax revenue fell below expectations.


    Declines were almost of the same magnitude on the revenue and expenditure side, leaving the primary balance i.e. the overall balance excluding interest charges virtually unchanged and back in equilibrium. The latter contrasts with the state of play in the period before the onset of the financial and economic crisis: in 2007, Belgium’s general government still recorded a primary surplus of 4% of GDP, even if this was already undershooting levels notched up around the turn of the century.
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    Belgium’s structural overall balance which adjusts the budget for the effects of cyclical and temporary factors improved by 0.3percentage point of GDP in 2015compared with the previous year, matching the improvement in the nominal balance. The business cycle may have exerted a bit of an upward push on public finances, but the effect was cancelled out by the downward pull of non-recurrent factors that were less favourable than in 2014. The structural balance stalled on the same kind of figures as in 2013, while the general government had still enjoyed a structural improvement in 2012and 2013of 1.3percentage points of GDP. Obviously, then, the much-needed further consolidation of public finances has virtually ground to a halt: capturing the fundamental trend in fiscal policies, the structural primary balance even deteriorated in 2014and 2015by a total of 0.4percentage point of GDP.
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    Fiscal targets missed again


    These outcomes imply that, once again, Belgium failed to meet its agreed fiscal targets after pushing them back several times in previous years.


    In its April 2015stability programme, which presents its budgetary plans for the current and subsequent three years to the EC, the Belgian government envisaged a reduction in its 2015structural budget deficit by 0.7percentage point of GDP. Subsequent years were to see a further improvement of the structural balance and equilibrium reached by 2018. These targets are in line with the European budgetary framework, which requires an annual improvement in the structural balance of 0.6percentage point of GDP.
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    Belgium improved the structural balance by 0.3percentage point of GDP in 2015, way below the target. The same had happened in 2014, when the aim was a rise of 0.5percentage point of GDP but the reality brought an increase in the structural deficit of 0.1percentage point of GDP. Taking both years together, the deviation adds up to 1percentage point of GDP.
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    The EC classified the breach of the reference value of 3% of GDP for the budget deficit in 2014as modest, temporary and exceptional, and ascribed it in particular to statistical adjustment as part of the transition to ESA 2010. It also said that the required improvement in the structural balance in order to comply with the debt rule in 2016 prescribing an incremental decline of one-twentieth a year in the gap between the debt ratio and 60% of GDP was not achievable and not desirable in view of the exceptional economic conditions of low inflation coupled with slow economic growth; in fact it effectively ignored the debt rule laid down in 2011. Although defensible in the current climate, the EC turning a blind eye to its own debt criterion should remain a temporary matter and compliance with the debt criterion should once again be a central plank of fiscal policies as soon as inflation picks back up and economic activity rebounds. In addition, the EC took a similarly flexible line on the rules of the preventive arm, noting some, but no significant deviation from the desired path towards medium-term targets. It its autumn projections, which put the 2015budget deficit at 2.7% of GDP, the EC considered that similar risks prevailed in 2015.


    The target date for a balanced budget has been systematically postponed in the past few years, but to ensure the sustainability of Belgium’s public finances, rapid strides will need to be taken towards that goal, and subsequently also towards achieving the medium-term objective set in the European fiscal framework. At this point, the target is pegged at a structural surplus of 0.75% of GDP, but the calculations that underlie it date back to 2012and are still based on the debt ratio as well as on the projected budgetary costs of an ageing population at the time. However, the debt ratio has deteriorated and therefore worsened the starting point, although the Belgian government has taken a range of measures to help curb the cost of ageing in the longer term. All things considered, the new minimum medium-term objective which the EC will propose in the spring of 2016and which should factor in the impact of structural measures may be assumed to be less steep.


    To achieve current medium-term objective, Belgium will require a bigger improvement in its structural balance than other euro area countries. One reason for this is that Belgium achieved a relatively minor improvement in its balance in the 2010-15period when compared with the other countries. In fact, only a very few countries Germany, for one took restructuring further than strictly required, which is why the Germans now enjoy some budgetary wiggle room.


    Contributions from the different entities to consolidation influenced by sixth State reform


    Sound management of public finances is the essential duty of every government and every government sub-sector. Under the sixth State reform, the Communities and Regions gained in importance following the major transfer of authorities and resources from Entity I, which comprises the federal government and social security. The budget section, which came into force on 1January 2015, features in the Special Finance Act of 6January2014 to reform funding of the Communities and Regions, enhance the fiscal autonomy of the Regions and fund new powers and authorities; the same was done for the German-speaking Community in the Law of 19April2014.


    The Communities now enjoy full authority over all family allowances and various aspects of health care and social support, while the Regions acquired additional powers, most notably relating to employment such as reductions in social security contributions and tax expenditure in particular mortgage interest relief (housing bonus). The French Community transferred most of its new responsibilities and associated resources to the Walloon Region and the French Community Commission, thus implementing the Sainte-Émilie agreements.


    Most of the expenditure affected by the sixth State reform falls within the social security remit, and by transferring relevant resources to the Communities and Regions through earmarking tax revenues, grants or fiscal autonomy, the federal government gave up financial resources that it had previously used to keep social security in balance, regardless of whether it did so via alternative financial resources or by way of an equilibrium grant.


    As it was, the year in which the budget section of the sixth State reform was put into place saw a reduction in transfers by Entity I to the Communities and the Regions. The Special Finance Act of 6January 2014had envisaged a larger contribution by the federated entities to the consolidation of Belgian public finances; this was to take the shape of a structural levy of € 1.25billion on the personal income tax resources that are transferred to the Communities and Regions by the federal government, whereas they ended up contributing € 250million in 2014. In fact, this levy will be raised to € 2.5billion in 2016. Also, the so-called “responsibilisation contribution” (shortfall contribution) by the federated entities for the payment of their civil servants’ pensions significantly increased for the first time in 2015. State reform also included a refinancing of various Brussels-based institutions, e.g. the Brussels-Capital Region, the French Community Commission, the Flemish Community Commission and the municipalities in that Region.


    Against this institutional backdrop and given economic developments as described in this Report’s other chapters, the slight reduction in the overall nominal deficit of the Belgian government was down to an improvement in the accounts of Entity I and to a lesser degree of Entity II, which is made up of the Communities and Regions as well as local government. Entity II’s borrowing requirement still remains well below that for Entity I.
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    In 2015, the federal government deficit shrank by 0.1% to 2.4% of GDP. Besides the bigger consolidation contribution by the federated entities, federal finances also benefited from a further easing of interest charges, from the austerity measures taken by the government in its initial 2015budget and the two adjustments of March and October, as well as from the full effect of earlier measures. That said, all these favourable factors were partly offset by various unfavourable ones on the revenue side.


    In 2015, too, social security accounts were balanced. Measures taken on health care and unemployment meant that social benefit payments were under control, whereas the index jump proved a downward force for both benefits and social security contribution receipts.


    Despite their contributions to the consolidation of public finances, the Communities and Regions still managed to cut their deficits from 0.4% to 0.3% of GDP, taking advantage of the downward effect of the index jump on public employees’ wages and transferred social benefits, particularly child allowances, as well as the measures taken by the newly elected governments after the May 2014general election. The Walloon Region, the Flemish Community and the French Community ended 2015on a deficit, whereas the Brussels-Capital Region still ran a surplus.


    Local government, a sub-sector not immediately affected by the State reforms, reported a virtually unchanged deficit of 0.1% of GDP. Like the other sub-sectors, it was also able to reduce the wage bill on the back of the index jump.


    Solid fiscal coordination essential


    In the fiscal arena, there are countless interactions between a state’s various federated entities; these require efficient and operational coordination, and even more so if this state has a strongly federal dimension.


    The 13December 2013cooperation agreement between the federal government, the Communities, the Regions and the Community Commissions implements the key aspects of the Fiscal Compact of the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union. The agreement stipulates that when the stability programme is updated, annual budget targets will be allocated in nominal and structural terms between the various levels of government on the basis of a recommendation by the Public Sector Borrowing Requirement section of the High Council of Finance. This allocation will have to be approved by a decision of the Consultative Committee, a body comprising the Prime Minister and the Minister-Presidents of the Communities and Regions. The Public Sector Borrowing Requirement section is also designated as the independent body which, among other things, monitors compliance with these decisions and, more generally, checks that the governments fulfil their commitments.


    In 2015, the Consultative Committee confined itself to taking note of the division of the fiscal targets across government sub-sectors as proposed by the federal government. The April 2015stability programme determined that both the individual federated entities and the sub-sectors should put in place budgetary trajectories that lead to a structurally balanced budget by 2018at the latest. Regarding individual entities, the programme did not specify any step-by-step process or targets for 2015.


    4.2 Government revenues and expenditure both down


    The fall in total general government expenditures by 1.1percentage points of GDP can be traced back to a drop in interest charges of 0.3percentage point and primary expenditure ending up 0.7percentage point lower  the latter a continuation of a downtrend that started in 2014and a clear reversal of the recent past, which had seen primary expenditure surge since the turn of the century. Also persisting in its 2014showings, government revenue fell by 0.8percentage point of GDP in 2015. All that said, Belgium’s expenditure and revenue ratios remained stubbornly high, both from historical perspective and in comparison with other European countries.
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    As for the contribution of primary expenditure and total revenue to the consolidation of public finances after the financial crisis and the subsequent recession, two clear periods emerge: first, a recovery largely driven by income-boosting measures in the 2011-13period, and second, a shift in focus towards scaling back primary expenditure from 2014. However, consolidation was rather limited in size as government revenues also fell hard in this period.
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    Steep falls in revenue from payroll taxes and government revenues from financial institutions


    The downturn in total government revenue reflects across-the-board falls in fiscal, parafiscal and other revenues.


    In regard to fiscal and parafiscal revenue, it was levies on earned income that went down hardest, by 0.3percentage point of GDP, virtually entirely because of reduced revenue from personal income tax. The share of wages in GDP contracted in the wake of the index jump and the freezing of real negotiated wages, the impact of which was compounded by the increase in tax-deductible professional expense allowances taken into account in payroll tax calculations. Meanwhile, a lower pay ratio adversely affected social security contributions, although this was offset by a shift from allocated to real social contributions for child benefit granted to public employees, the authority for which has been transferred to the Communities under the sixth State reform.


    Revenue from taxes on company profits nudged 3.3% of GDP, up 0.1percentage point of GDP on 2014, chiefly because of 2015assessments making up for delays in 2014.


    In financial 2015, a range of fiscal measures conspired to push up the tax base for corporation tax, such as the subjection to corporation tax of some intermunicipal utility companies and restrictions on the use of the notional interest system by banks. A similar effect derived from new legislation on the liquidation levy imposed on small and medium-sized enterprises. If SMEs keep their profits as a reserve in their companies and pay 10%, no additional withholding tax will be due upon liquidation on condition that these retained earnings stay in the company until its liquidation. Lastly, lower reference rates for notional interest deductions  linked to yields on ten-year Belgian government bonds  had an upward effect on corporation tax due.


    [image: 5523.png]


    Contrary to expectations at the time of the initial budget, the effect of these factors only partially showed through in advance tax payments by companies, which remained virtually unchanged. Consequently, revenue from tax assessments may be expected to rise further in future, continuing the post-crisis shift to tax assessments from tax collection via advance payments. Supporting this trend is the low tax surcharge due in the event of insufficient advance payments, i.e. 1.125% in the 2016tax year.


    Levies on other income and on assets decreased by 0.1percentage point of GDP to 4.3% of GDP  a clear break with the recent past and a result of lower revenue from withholding tax. This revenue had seen a temporary uptick in 2014due to a change in the law on liquidation gains, for which withholding tax was raised from 10% to 25% in October 2014. Income from the third tax regularisation operation, announced as the final window for tax forgiveness, also slumped.
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    Taxes on goods and services, expressed as a percentage of GDP, declined slightly in the wake of lower VAT revenues, which itself was down to a hefty increase in refunds in the first half of 2015, while gross VAT revenue was in line with tax base expectations. The first half’s unexpected surge in refunds may be partly due to the strong rise in capital spending in the first quarter, while significant growth in inventories in the first two quarters of the financial year may also be part of the explanation. The second half of 2015, by contrast, saw average refunds slide and somewhat offset the steep rise of the first six months. VAT revenue returned to its upward trajectory when VAT rates on households’ electricity consumption were raised to 21% from the beginning of September. In a separate development, income from excise duties was stable at 2.1% of GDP, as it will not be until 2016that the full extent of higher excise duties on diesel and alcohol will feed through to revenue, these having come into effect on 1November of the year under review.
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    The slowdown in non-fiscal and non-parafiscal revenue by 0.3percentage point of GDP was caused, among other factors, by the State receiving less income from various financial institutions. The Bank’s payments to the State, for one, declined, as did fees paid by Dexia for government guarantees. Banks’ payments into Belgium’s resolution fund ceased as this was replaced by a European version from 2015, and as the Belgian State merely serves as a conduit to funnel the banks’ payments to this European fund. Lastly, the shift from imputed to actual social contributions pushed down other revenue.
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    Restrictive primary expenditure management


    Primary expenditure as a percentage of GDP was down considerably in 2015. This ratio, which measures government spending excluding interest charges, dropped back from 52% of GDP in 2014to 51.2%. This downward trend reflected a stabilisation of primary expenditure in volume terms, coupled with economic activity growth in real terms.


    To obtain a true picture of the fundamental trend in fiscal policy, the growth of expenditure should be adjusted for temporary factors as well as for cyclical factors and indexation effects. For one thing, non-recurrent factors slowed spending growth by 0.1percentage point in 2015, e.g. the extension of UMTS licences, whose allocation is recognised as a negative expense in the national accounts. Second, unemployment benefits showed the effects of the business cycle on primary expenditure and recorded a growth rate below their typical average in 2015, which means that, all in all, the cyclical component shaved 0.2percentage point off the change in primary expenditure. And lastly, indexation-related factors excluding the index jump had a negligible impact on expenditures.
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    At the end of the day, primary expenditure recorded adjusted growth of 0.3% in 2015, and so has managed to stay below real GDP growth for the second year running. The gap with economic activity growth nevertheless widened to 1percentage point in 2015. This slowdown suggests that the current fiscal policy stance, geared towards consolidation of public finances by way of spending cuts, remained on course.


    Numerous austerity measures at various levels of government have combined to slow down primary expenditure, and the index jump was a key driver: for one thing, it helped all government sub-sectors to keep their wage bills in check, including in the Communities and Regions, as well as in local government, which accounted for 45% and 37% of government employment respectively. And for another, the implementation of an index jump put the brakes on higher social benefits  which were set for a 2% increase in July if automatic indexation had been in force. This single measure therefore has significant effects on total primary expenditure even if it has failed to improve the overall balance, as government revenue has also fallen in the wake of constrained employee compensation.
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    On balance, civil servants’ remuneration inched down on lower employee numbers in addition to the index jump, as not all vacancies left by employee departures were filled. Lower government employment has a significant impact as compensation accounts for one-quarter of public sector expenditures  12.5% of GDP in 2015. Compensation controls were in place at federal government level, which had committed to cutting payrolls by 4% in 2015, both for the public administration and social security bodies. Local authorities, Communities and Regions also attempted to restrain this expenditure.
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    Savings were made on purchases of goods and services across all government sub-sectors. On balance, intermediate consumption still grew in real terms, but at a clearly slower rate than the average since 2000. This is particularly true for the federal government and social security bodies, which had agreed to slash their operating budgets.


    Subsidies were likewise revised downwards. This category includes reductions in payroll tax, targeted cuts in social security contributions and service vouchers, as well as federal government subsidies to Belgium’s national rail company SNCB, which were scaled back in 2015.


    Current transfers, including external transfers, were slightly up in real terms. This was the outcome of two factors pulling in opposite directions: cost-cutting measures related to the development aid budget partly offset Belgium’s higher fourth-resource contribution to the EU’s budget.


    Public investment was significantly up in the year under review; gross fixed capital formation was the only expenditure rising faster than its average trend in the past 15years. Major school construction projects, particularly in the Flemish Community, were a key driving force, as was the pick-up in investment by local government in keeping with its typical electoral cycle. The federal government, by contrast, cut down on its capital spending in the past year.


    
      [see Box 8]

    


    Other capital expenditure has fallen sharply as limits on tax credits for energy-efficiency investment, as approved by the previous federal government, took hold. From now on, these tax reductions are recognised in the national accounts as investment grants and no longer as lower revenue.
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    The budget for social benefits has grown once more, despite the index jump. Full-2015expenditure was up by 2.3% on volume factors and a benefits review allocating a ‘welfare’ budget that links benefits to general living standards. However, the actual growth percentage is still below the average of the past 15years.


    Health care spending added 1.5% in real terms, similar to the previous year’s increase but still a lot below past trends. The year 2015saw the implementation of a range of health care measures such as an increase in patient fees for selected consultants, price cuts for subsidised medicines and the promotion of generic drugs, as well as shorter hospital stays after giving birth.


    Pension expenditure increased by 1.3% in real terms, taking down growth even further, to half of the average increase since 2000. Key drivers were the index jump and a slowdown in the growth of the number of pensioners. In 2015, the age threshold for early retirement was raised to 61.5and the career length condition to 40years from39. However, it will be some time before the reforms approved by the current federal government have any visible effects.


    Meanwhile, benefits paid under the sickness and disability scheme continued to rise to well above the long-term average in real terms. This is being driven by a steep upturn in the number of disability benefit claimants, as the baby boom generation grows older and with it the number of women in the older age brackets who are increasingly active in the labour market. Other factors include stricter eligibility conditions for other social benefits, such as unemployment benefits and more recently also early retirement.


    Lastly, cyclically adjusted unemployment benefits fell in real terms on the back of the labour market reforms agreed by the federal government as described in chapter2.


    Interest charges down significantly


    In 2015, interest charges fell by 0.3percentage point to 2.8% of GDP, in line with the ongoing downward movement in the interest-charges-to-GDP ratio since the early 1990s. The contraction was due mainly to the steady reduction in the implicit interest rate on the public debt, down from 10.1% of GDP in 1990to 2.7% in 2014. Up to 2007, the fall in interest charges was also caused by the significant decline in the debt ratio, but the rise in the debt ratio has slowed this reduction since the end of 2008.
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    2015was no different and the further decline in interest charges mirrored the exceedingly low interest rates on new securities and government loans, both short-dated and longer-dated bonds. Owing to negative interest rates throughout the year, the government generated some funds through the issuance of Treasury bills with maturities of less than one year. In April 2015, yields on ten-year reference bonds plumbed intra-year lows of around 0.3% to rise again to 1.3% in June and to 1% by the end of the year. The spread on ten-year linear Belgian bonds relative to Bunds stabilised at around 30basis points by the end of 2015.


    4.3 Public debt still high, but pension reforms boost long-term sustainability of public finances


    Debt ratio slightly down


    Public debt, which had been steadily rising after the onset of the financial and economic crisis in 2008, came down only slightly in 2015, to 106.5% of GDP. Belgium’s debt ratio nevertheless remains high compared with the euro area (down to 94% of GDP). The gap between the two again increased somewhat. Between 2010and 2013, Belgian public debt did not rise as fast as that of the euro area, which shot up because of rapidly rising debts in a number of peripheral countries.
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    The slight fall in the debt ratio is exclusively attributable to exogenous factors, so named because they have an impact on the public debt but not on the overall balance. Endogenous factors as in interest-rate-to-growth dynamics, which capture the impact of implicit interest rates and nominal GDP growth on debt ratios, pushed it slightly upward. Indeed, debt ratios automatically increase when implicit interest rates exceed nominal growth, unless the primary balance is positive enough to cushion this. These dynamics have added 10.7percentage points of GDP to debt growth since 2008, mainly triggered by the recession in 2009and because of relatively low nominal growth in GDP in the past four years. In 2015, implicit interest rates on the public debt, although steadily moving down, still exceeded nominal GDP growth; to prevent an endogenous increase in the debt ratio in 2015, a small primary surplus was required. As it happened, the primary balance remained at 0%.
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    In 2015, exogenous factors proved a downward influence on the debt ratio: KBC repaid the last remaining debt it had received from the Flemish Community in 2010in the aftermath of the financial crisis, while Greece paid off part of the loans it had received since 2012under the European Financial Stability Facility (EFSR). Sound debt management helped to reduce the debt ratio, more specifically because of the favourable effects of issue premiums  with nominal coupons exceeding market rates, their issue values were higher than their nominal values. Issue premiums have also been a feature of previous years as yields on government bonds have fallen. However, the downward effects on debt are only temporary and typically evaporate as and when higher coupons are paid. Once again, in 2015, interest payments on a cash basis for securities issued above face value in the past few years exceeded those on a transaction basis, which serve as the reference value for interest charges in the general government accounts. A similar upward effect derived from the costs of interest-rate swaps and other derivative contracts entered into in the autumn of 2014in order to issue government bonds at then applicable rates in 2015. In a separate development, debt was swollen by state pension liabilities related to pension funds that were taken over from corporations in the past. With the implementation of ESA 2010, government acquisitions of pension funds such as Belgacom’s in 2003  are recognised as purely financial transactions and have no impact on the overall balance. Funds thus taken over initially depress debt, but future pension liabilities will push it up year after year. Lastly, higher loans granted under social housing policy caused upward pressure on the debt ratio.


    General government debt management benefits from lower interest rates


    Federal government debt is by far the most important component of total general government debt in Belgium.


    In 2015, the federal government’s gross balance to be financed amounted to € 41billion, i.e. € 2.8billion more than in the previous year, as medium-term and long-term debt expiring in 2015was significantly higher than in 2014. Conversely, fewer outstanding loans were bought back and the budget deficit shrank in cash terms.


    Belgium’s higher financing requirements were mostly met through the issuance of OLOs, while funding by means of non-standardised debt securities was also up, by € 1.2billion. Unlike highly liquid standardised OLOs, these latter securities are tailored to the needs of investors: in 2015, for instance, the government issued securities  for the first time and on a limited scale  with a maturity of 100years, as well as inflation-linked securities for which investors will receive an annual interest coupon on a nominal amount linked to an inflation index and the index-linked nominal amount at maturity. Unlike in 2014, in 2015, the government actually reduced the volume of Treasury bills, by € 1.1billion.


    This selection of funding resources resulted in a minor upturn in the average maturity of the debt portfolio, to eight years  still quite a hefty change on 2010, when it was still at six years. A longer average maturity typically reduces refinancing risks.
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    Debt ownership also remained virtually stable on 2014, with domestic and foreign investors holding around half of general government debt. By the end of 2011, the proportion of foreign investors in the total had shrunk to 41% in the wake of reduced confidence in Belgian government paper, but in 2014this returned to more or less normal pre-sovereign debt crisis levels. This renewed confidence in Belgium is also clear from the low spread between ten-year OLOs and German Bunds, which fluctuated around 30basis points throughout the year, its lowest average since 2007.


    Guarantees granted to financial institutions decline further


    Against the backdrop of the financial crisis, the Belgian government, principally the federal State, granted guarantees to financial institutions, which do not affect the budget balance or the debt unless they are called on. Since the end of 2014, the only remaining guarantee relates to the Dexia interbank funding that had been agreed in December 2011. This was replaced by a final agreement in January 2013, with the ceiling for the Belgian State put at € 43.7billion. The guarantee declined from € 37.6billion in 2014to € 31.5billion in 2015.
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    Fresh steps in pension reforms


    Keeping public finances sustainable in the longer term is an essential prerequisite for fiscal policy, with the spend on pensions, health care and care for the elderly key determinants that need to be kept in check. On taking office in October 2014, the federal government tabled a number of proposals for further reform of the pension systems, based on the underlying principle of keeping people in work longer. This would boost employment, support economic activity and slow down the increasing budgetary cost of an ageing population.
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    The new government’s most notable proposals were to raise the statutory retirement age, to further tighten up early retirement conditions and to abolish the pension bonus  a financial stimulus to keep people approaching the end of their careers in work longer. The government also announced its intention to harmonise the various pension systems governing civil servants and private sector employees. In addition to these reforms, the government announced the creation of an advisory National Pension Committee to help pave the way for fundamental reform and to oversee the financial and social sustainability of Belgium’s pension systems. The committee is supported by the pensions Knowledge Centre and an Academic Council. These bodies were created in the spring of 2015.


    Today, a number of these pension reform measures have already been put into place: the statutory retirement age will be raised from 65to 66in 2025and to 67in 2030, when any and all career length requirements will cease. In addition, early retirement conditions were tightened up further. At the end of 2011, the previous federal government had agreed to raise the required minimum age from 60to 62years and to raise the minimum career length from 35to 40years. Going one step further, the incumbent federal government raised this minimum age to 62.5in 2017and to 63in 2018, with the compulsory career length increasing to 41years in 2017and to 42years from 2019 with some exceptions still applying to people who have had very long careers. Meanwhile, the government will limit the number of people eligible for survivor pensions by gradually raising the minimum age from 45to 50in 2025, and to 55in 2030. Lastly, the system of pension bonuses was abolished with effect from 1January 2015, and no bonus entitlements will accrue after that date unless they were built up before the announcement that the system would be axed. All reforms pertain to the three most important pension systems: of the civil service, private sector employees and the self-employed.


    Meanwhile, a number of adjustments were also agreed specifically for public sector pensions. One key change is the abolition of the so-called ‘diploma bonus’, with academic study years counting towards calculations of career length gradually phased out between 2016and 2030. People will now also be allowed to combine, without limitation, a public sector retirement pension with income from the exercise of a professional activity, from 65years of age or after a career of 45years.


    Taking a leaf from the previous coalition’s book, the government also tightened up the conditions governing unemployment benefit with employer top-up, i.e. pre-pension arrangements. Two key changes were introduced: it raised the minimum eligibility age and it stipulated that this group of unemployed people should be registered as job-seekers and be available for work. Some exceptions apply for people in heavy and arduous jobs, people who have had unusually long careers and people with serious medical conditions. In future, it will also be impossible for people to collect their supplementary occupational pensions before they effectively retire, and any new schemes will not be allowed to end before members turn 65.


    In the years ahead, further reforms may be expected in the various pension systems, as the National Pension Committee was set up precisely to prepare such reforms. It has been tasked with defining objective criteria for heavy and arduous work, investigating the possibility of part-time pensions, reviewing the harmonisation of the diploma bonus system in pension calculations in the three main pension systems and studying the implementation of a points-based pension scheme. The federal government hopes to have secured agreement on such a scheme by the end of its term in office and is looking to its implementation by 2030. Other reforms announced include harmonisation of some aspects of the public sector scheme with that in the private sector, an overhaul of pension institutions and enhancement of the link between labour input and pension amounts. Measures were also tabled that should strengthen the second pension pillar.


    Pension reforms reduce the budgetary cost of an ageing population


    The Study Committee on Ageing (SCA) analyses the social and budgetary consequences of an ageing population in the longer term and calculates the budgetary cost of ageing as the change in percentages of GDP in social benefits as a whole.


    In its 2015report, the Study Committee presents a baseline scenario capturing the main measures taken by the federal government in the past year in terms of social expenditure, and particularly pensions, unemployment benefit with employer top-up, unemployment, health care and disability. The scenario also allows for a possible shift in retirement behaviour patterns whereby the increase in the statutory pension age prompts people to postpone retirement by an average of two years. Social expenditure under the baseline scenario will climb from 25.3% of GDP in 2014to 27.3% of GDP in 2060, having peaked at 28.4% of GDP in 2040. Between 2014and 2060, the budgetary cost of ageing thus works out at 2.1percentage points of GDP, down by half of the figure in the SCA’s 2014report.


    Invariably, such long-term projections are fraught with considerable uncertainty, as they rely completely on their underpinning assumptions  and the scenario outcomes are particularly influenced by the assumptions pertaining to productivity growth and the labour market, which underpin calculations of potential economic growth. The scenario sees productivity growth increasing gradually by an average 0.8% per annum in the 2014-20period, to 1.5% a year from 2035. If actual productivity undershoots this assumption by 0.25percentage points from 2035, the budgetary cost of ageing would be 1.2percentage point of GDP higher by 2060. In the baseline scenario, the administrative unemployment ratio will drop steeply, from 12.3% of the labour force in 2014to 8% by 2036. To make these projections come true, the country needs active policies to support productivity growth and boost labour market participation.
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    To study the specific impacts of the main pension reform measures on the labour market, economic activity, the cost of an ageing population and the social sustainability of pensions, the SCA took its 2015report’s baseline scenario and compared it with a scenario that does not include these measures. Its findings show that the reforms combine to reduce by 395 000the number of people eligible for retirement pensions and the number of non-job-seeking unemployed with employer top-up in the rather longer term (by 2060). This is offset by a comparable rise in the non-retired population, made up of the labour force and the economically inactive. The reforms should take the total employment ratio 3.9percentage points higher, with the ratio of the 55-66age bracket even climbing by 16.4percentage points. An increase in the labour force would translate into a 5.6% expansion in employment, while GDP is expected to rise by the same percentage on the assumption of unchanged productivity growth.
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    The reforms, then, would push down the cost of an ageing population by 2.1percentage points of GDP, of which 1.5percentage points is attributable to lower pension expenditure and 0.6percentage point to other social expenditure. Lower spending on pensions reflects three factors: a fall in the number of retired people and non-job-seeking unemployed enjoying an employer top-up, the abolition of the pension bonus and the upward revision of economic growth.


    Lengthier careers will also add up to higher average pension amounts than in a scenario of no reforms. This, coupled with higher labour market participation by women should help to reduce the risk of poverty for the retired, while also narrowing inequality within this group. Pension reform measures already in place should therefore help cut the budgetary cost of ageing while at the same time enhancing the social sustainability of pensions.


    Absorbing structural budget deficit is essential to guarantee sustainable public finances


    While structural measures have helped the government to significantly cut the expected future costs of an ageing population, these remain quite significant and the sustainability of Belgian public finances therefore remains a concern, especially against a backdrop of high and rising general government debt  way over the Maastricht Treaty criterion of 60% of GDP  and a budget deficit that came within an inch of the target of 3% of GDP in 2015.


    By complying with the European fiscal framework and by meeting the targets as set out in its stability programme, Belgium should be able to ensure the sustainability of its public finances. If Belgium does actually meet both these conditions, it will create a budgetary margin to help cushion the cost of an ageing population, because more rapid deleveraging should push down interest charges and as the budget balance may then be used for this purpose.


    This is corroborated by a simulation exercise plotting the development of public finances in the longer term. The exercise assumes that Belgium will achieve a structurally balanced budget by 2018, in line with the stability programme target, while this balanced budget is assumed to stay in place until 2025. The government’s overall balance would then incline towards a deficit of 0.5% of GDP after 2025. The deficit is then assumed to revert back to 1% of GDP once government debt has dipped below 60% of GDP. This scenario is fully compliant with the European fiscal framework, which specifies that the budget deficit may rise to a maximum of 0.5% of GDP in the medium term and to 1% of GDP in countries with debt ratios below 60% of GDP and with low risks to the sustainability of public finances in the long term. The exercise next factors in the growth assumptions underpinning the baseline scenario of the Study Committee on Ageing, which sees labour productivity increase by an average 1.3% per annum in the 2016-60period, while employment should add 0.4%, taking economic activity growth to an average of 1.7% per annum.


    The simulation exercise throws up a primary balance at 2.4% of GDP in 2019, gradually declining to 1% in 2040and to 0.5% by 2060. The permitted deterioration of the primary surplus by 1.4% of GDP between 2019and 2040is less than half of the expected impact on the balance of the cost of ageing in that period. By 2060, the decline in the primary surplus should produce a margin nearly equal to the expected ageing costs. Belgium’s debt is expected to dip below 60% of GDP around 2035
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    .


    To be able to fund future social benefits and other expenditure without having to raise taxes in a major way, Belgium would be well advised to achieve its stability programme targets and comply with the rules of the European fiscal framework, while also keeping government expenditure on pensions and health care strictly under control. Lastly, policies should be put in place that focus on increasing potential growth by promoting productivity and encouraging employment, all the more so because the estimates of the budgetary cost of ageing are hedged with uncertainties, particularly when it comes to assumptions about economic growth.

  


  
    Box8Public investment trends


    Public investment can take many different forms, from buildings and other construction projects, to transport, to intangible assets including R&D, etc. In Belgium, this expenditure amounted to close to € 10billion in 2015.


    Belgium’s Communities and Regions accounted for over half of public investment, which quite logically extended to their remits in education, road infrastructure, public transport, etc. Local authorities take up over one-third of public investment, although this typically varies in line with municipalities’ six-year electoral cycle. This type of capital spending tends to focus on provincial and municipal roads and schools, as well as waste management. The federal government, which includes social security that calls for little or no capital spending, today only represents one-tenth of total public investment in Belgium, for instance on defence.
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    Between 1970and 2015, public investment as a percentage of GDP halved and it now accounts for a mere 2.5% of GDP, as against 5.5% in its heyday in the early 1970s. Compared with total expenditure, public investment fell even harder and now only takes up one-third. Forty-five years ago, Belgium spent 13% of its budget on investment, but it saw this percentage nosedive over the subsequent two decades to 5% in 1990. The ratio has since fluctuated around 5% of primary expenditure.


    The biggest cuts were recorded in the fiscal consolidation drive of the 1980s  after all, capital spending is easy to scrap or postpone at times of austerity. However, by the end of the 1980s, investment stabilised and it currently varies between 2% and 2.5% of GDP  very different from other spending categories, most of which have risen sharply since 2000.


    For many embattled countries, Europe’s economic and financial crisis brought deep cuts in public investment, e.g. in Ireland, Portugal and the Mediterranean countries. Like Belgium, these countries  Greece excepted  are now among the group of countries with the lowest levels of public investment. Germany is one of them: just like in Belgium, public investment in Germany was low even before the crisis and has since hardly budged. The Scandinavian countries, by contrast, have investment ratios that are twice as high, at close to 4% of GDP. In 2015, public investment as a percentage of GDP averaged 2.7% in the euro area.
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    In terms of net fixed capital formation, Belgium is in the middle of the rankings at a ratio of nearly nil in 2015. Net fixed capital formation is defined as the difference between gross fixed capital formation and the use of investment, i.e. investment less depreciation of fixed assets due to normal wear and tear. Post-crisis, net fixed capital formation has also fallen sharply across Europe, by an average 0.8percentage points of GDP between 2007and 2015in the euro area.


    Like some other government expenditure  e.g. on education and R&D  capital spending clearly benefits a country’s long-term growth potential. In a situation like the current one, with public investment low in Belgium and in other European countries, the government had best leave investment spending untouched or even step it up as much as feasible, as this facilitates higher capital stock and benefits an economy’s production capacity. Enhancing a country’s capital stock also has less obviously immediate benefits: public investment may encourage private spending and raise productivity. But how public investment influences potential growth depends on the type of investment, and government should single out spending considered sufficiently productive, such as on infrastructure  both maintenance and new construction , investment in training and education, and ‘green’ investment. Lastly, the decision-making process should be as efficient as possible and allow for the government to achieve the best possible projects at the lowest possible cost.


    
      [Return]
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    5. Raising the growth potential and resilience of the economy


    5.1 Integrating in a constantly changing world


    The repercussions of the successive crises experienced in the 2008-12period continued to be felt in 2015, and the economic recovery remained fragile. On top of this, Belgium  together with Europe’s other economies  had to contend with fundamental structural changes that presented both opportunities and threats.


    Against the backdrop of a globalising economy, the past two decades have been marked by the accelerated development of new economic powers in the world, most notably China. The emerging economies are both a manufacturing base and  as the income level of their population rises  a source of demand. At the same time, production chains have been organised on an increasingly international basis, resulting in a large-scale worldwide reallocation of value creation and employment. This has been made possible by factors such as the use of more efficient and less expensive technologies in the transport of goods and exchange of data.


    Viewed more broadly, new technologies are bringing about extremely rapid change to the environment in which companies, workers, consumers and governments operate. This relates on the one hand to innovation in specific fields of activity, such as the biosciences and biotechnology, and nano materials, and on the other to transversal technological progress based on digitisation. This is having a far-reaching impact on production practices, market operation and the organisation of society more generally. It is no longer simply the kind of business that has traditionally been exposed to international competition that is having to deal with these forces: every company, regardless of sector, is having to reconsider its business model in response to the rise of digital businesses operating all over the world in fields such as e-commerce, tourism, media, culture and financial services. Economic agents are also being confronted at local level by competitors based far away. Even locally based firms are now able to forge relationships with partners and customers all over the world.


    The international fragmentation of value chains and technological developments are accompanied by a transformation of the form and content of labour. The necessary skills are constantly evolving. It is difficult to align the organisation of the economy as a network with an approach to labour that has traditionally been heavily centralised and vertical.


    These fundamental changes are occurring at a time in which it is also necessary to address the consequences of an ageing population and when the environmental sustainability of economic activity has become a primary concern. They pose significant challenges to the continued existence of the current social model and the well-being of the population through the danger of exclusion from the labour market or the drying up of the finances needed for the State to operate and for the viability of social protection to be maintained.


    These various developments have already had an impact on the organisation not only of industrial sectors, but also that of a considerable proportion of market services in the advanced economies. As a small, open economy traditionally specialising in semi-finished goods, Belgium has naturally had to contend with these fundamental changes. Recent studies show that a substantial proportion of Belgian businesses have been able to integrate themselves into these global value chains. Just over 5% of them are export companies, 11% are suppliers to export companies, and 54% may be viewed as having a significant involvement  direct or indirect  with export-related activities.
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    Merely participating in global value chains is not sufficient to gain optimum benefit; a good position within the chain is also important, as a company’s position within the production process has a decisive influence on its results. Businesses at the end of the chain tend to record better economic results than those at an earlier stage, in terms of both productivity growth and the expansion of the workforce. Viewed in this light, the Belgian economy might suffer from its traditional role of turning intermediate products into semi-finished goods, which means that Belgian companies are positioned at a relatively earlier stage of these chains compared with the EU average. For one thing, they are more concentrated than their counterparts in neighbouring countries in sectors active at the beginning of chains (specialisation effect). Moreover, even though they are active in the same industries as their counterparts in other countries, they generally tend to be positioned at an earlier stage (position effect). This is the case, for instance, for basic chemicals in the chemicals industry and basic metal-working in the metal-working industry, both of which are highly developed in Belgium due to ready access to raw materials via the ports.
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    In a more fragmented economic environment of this kind, economic policy to safeguard a country’s competitiveness may not be limited solely to the results of export companies. The domestic contribution to the added value and labour components of those exports ought equally to be consolidated and developed.
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    After all, the international reorganisation of production systems did not have a neutral impact on the pattern of Belgium’s market share and those of its three neighbouring countries within total OECD exports. Between 1995and 2011 the most recent year for which it is possible to estimate the value added domestically to exports  Germany, Belgium, France and the Netherlands all registered a fall in the content of domestic added value. The decline partly reflects the transfer of certain production segments to countries where production costs are less steep (Eastern Europe or emerging economies). The fall of about 20% in Belgium was similar to that for the Netherlands, greater than in Germany (15%) but less than in France (25%). The decline in the content of domestic added value to exports in Belgium, France and the Netherlands was partially offset by the rise in the import content of exports, due to the re-export of imported products, whether or not after further processing. In Germany, the contribution of the import content of exports compensated for the reduction in the domestic content, thereby raising the market share for exports.


    Fundamental organisational changes also had an impact on demand for labour. By changing production techniques and intensifying international competition, these phenomena had a highly polarising effect. Highly-skilled professions, such as IT specialists, engineers, architects, accountants and financial experts, are more sought after, as their skills offer a fairly good fit with technological progress. Certain more conceptual phases of the production chain have also developed in Belgium, thanks in particular to the quality of the human capital.


    These developments have, by contrast, put pressure on professions with an intermediate skills level, especially those whose tasks are of a more routine nature, and which can therefore be more readily relocated. Administrative jobs, such as typists, and certain skilled professions in industry (such as textiles, metal-working and printing) have suffered from computerisation, the automation of production chains and greater outsourcing and relocation opportunities. Fiercer international competition means that businesses can select the production location for certain segments based on comparative advantages in respect of production costs, availability of labour, or even flexibility in terms of prevailing tax, social and environmental laws.
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    Low-skilled jobs have been less affected by these major changes, although supportive economic policy measures, including those to benefit domestic services, contributed to this. Demand for certain occupations has not diminished, however, especially where these are not routine and, as in the case of domestic help, involve interaction between providers of the service and customers.


    Despite the fundamental changes they have brought about in production practices as well as in the content and organisation of work, the changes in the economic and technological environment have not prevented Belgium from maintaining its level of prosperity. The Belgian economy, like those of its neighbours, continues to display a high degree of economic development. GDP per capita stood at about € 35 750in 2014, which means the average per-capita income generated in the economy was within the same margin as in the neighbouring countries  12% higher than the average of the 15countries belonging to the EU at the beginning of 2003, prior to the expansion that took in primarily the Baltic states and certain Central and Eastern European countries.


    The result reflects higher productivity per hour worked and a longer average working time per worker. The first of these advantages is declining, however, as average productivity growth was less than that in neighbouring countries in the 2000-2014period. The second is chiefly attributable to Belgium’s small number of part-time workers and to the fact that they work longer hours than in the other countries. By contrast, the workforce participation rate was significantly lower in Belgium than in the other countries. This gap has widened in recent years, as the employment rate has risen less strongly in Belgium. The difference is measured based on administrative data, to ensure consistency with other elements of the breakdown of GDP per resident. Belgium’s position relative to the other countries considered does not change if the measurement of the employment rate is based on the labour force survey although the results are higher than those based on administrative sources.
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    While trends in contributions to growth have not changed fundamentally since the great recession, growth in income per capita has been abruptly curtailed. Germany has distinguished itself in this respect from Belgium and its other partners by maintaining a positive, albeit slightly slower, dynamic.


    At individual level, employment participation is also a factor in mitigating the risk of poverty. In 2014, one Belgian aged 18 to 64 in five was confronted with the threat of poverty or social exclusion. Although this percentage is well below the European average, it remains higher than in France and the Netherlands, and has seen very little change in the past ten years. There are certain groups in Belgium that only participate in employment to a limited degree. This is particularly the case for young people, the over-55s, non-EU citizens and, transversally, low-skilled people. Within these groups, it is the low-skilled as well as non-EU citizens who are at greatest risk of poverty, with a third and more than a half of them affected, respectively. This indicator highlights the importance of achieving better labour market integration for everyone, especially these target groups, by offering them quality jobs with decent pay.
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    Generally speaking, sustainable consolidation of the economy’s development potential, alongside measures to mitigate the budget impact of demographic ageing, should not just help safeguard the long-term viability of public finances but also increase resilience to external shocks. This must be based on the creation of additional jobs as well as on efficiency gains and on an economy that functions so as to allow smooth adjustment to the constant changes occurring within the economic environment. Belgium’s various governments have introduced fundamental reforms in this regard in recent years, the consequences of which must be tracked continuously and precisely. Where necessary, they should also be consolidated through other measures.


    A variety of measures have already been taken since 2011 in order to mitigate the crisis and tackle the structural weaknesses of the Belgian economy, primarily in the shape of labour market reforms, extended working life, restored competitiveness and reduced labour costs. Significant new steps were taken in 2015. The intention is to lay a solid foundation not only for employment and economic activity, but also for healthy public finances and to ensure that the Belgian social model remains affordable.


    This final chapter will look in greater detail at the measures that have been taken with respect to the labour market and the general functioning of the economy. A number of remaining points will also be considered, without claiming to offer an exhaustive summary or comprehensive analysis. The most recently available data will be drawn on. They relate to earlier periods in some cases, chiefly where the availability of data usable for international comparison is limited, or where there is a need for granular information that reflects the heterogeneous nature of Belgium’s businesses. Such data are only considered if they continue to offer relevant information on current fundamental features of the economy.


    
      [see Box 9]

    


    5.2 Raising the employment rate by strengthening both labour supply and demand


    Increasing the number of people in work is key in terms of safeguarding the long-term funding of the social security system and improving social integration. At the same time, the need to raise the employment rate is part of a range of specific challenges for the labour market. The ageing of the Belgian workforce  like that of the population as a whole  is already clearly visible. Moreover, the economy can only adapt to globalisation and new technologies if it and more specifically the labour market too  functions in such a way as to allow smooth shifts in production factors towards promising new activities. These same forces not only lead to a change in the nature of the required tasks, but also alter the expectations of (potential) employees as to how these tasks should be performed.


    Growth in employment should be aided by the recovery in competitiveness and by the tax shift, as well as by the pension reform. It will also be stimulated by a comprehensive approach supported by all stakeholders in the labour market. The equilibrium point between labour supply and demand needs to be raised in order to create more jobs.
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    Raising demand for labour by scaling back obstacles to hiring


    The results of the Wage Dynamics Network (WDN) survey of wage-setting carried out in 2014by the ESCB showed that companies considered “uncertainty about economic conditions”, “high payroll taxes” and “high wages” to be the biggest obstacles to hiring new employees with permanent, open-ended contracts in the 2010-13period. Other key factors were insufficient availability of labour with the required skills and high firing costs. Wage levels and high payroll taxes are particularly relevant for Belgian companies  even more so than for businesses in the main neighbouring countries. A reduction in payroll taxes, as the tax shift entails, could therefore help break down obstacles to job creation. Strategies to mitigate uncertainty and to increase the availability of labour would also seem appropriate, as a large percentage of companies take the view that the labour market has become less flexible.


    Fiscal and parafiscal wedge higher in Belgium than in the euro area and neighbouring countries


    Fiscal and parafiscal pressure on employment  most frequently cited by employers as a relevant or highly relevant hindrance to hiring workers in Belgium  does indeed remain particularly heavy when viewed internationally. The tax wedge, equal to the difference between the labour costs paid by an employer and the net earnings received by the employee, is the largest of any EU country for which data is available, regardless of wage levels. A high tax wedge has a negative influence on the labour supply as it makes working less rewarding, and it undermines demand for labour as hiring and retaining workers is more expensive. Social security contributions are the largest part of labour taxes in Belgium and it is the employers’ contributions that provide most of them. They therefore account for a considerable proportion of total labour costs.
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    One of the aims of the tax shift is to reduce employers’ social security contributions significantly in the years ahead: employers’ actual contributions to social security, including extra reductions for low and average wages, should be brought down from a percentage varying between 19% and 29% in 2015to between 15% and 25% by 2018. To that end, additional resources have been added on top of those already set out in the 2014Pact for Competitiveness, Employment and Recovery and to the amount that was already being used for the 1% exemption from passing on payroll tax for businesses in the market sector. The planned budget for measures relating to the tax shift that have an impact on wage costs in the business sector totals € 1 389million (or approximately 1% of the wage bill) in 2016; by 2020, it will amount to a total reduction of € 3 293million.


    In addition to this, the first hire by SMEs is wholly exempt from social security contributions as from 1January 2016, and reduced social security contributions apply to the second to sixth employee. Moreover, the partial exemption from passing on payroll tax for night and shift work has been raised with effect from 1January 2016from 15.6% to 22.8%, with an additional specific exemption for companies producing high-technology products.


    However, the tax shift does not only consist of measures designed to enhance businesses’ competitiveness by reducing wage costs; it is also intended to widen the labour supply through measures to stimulate purchasing power. Action has been taken to fund this shift. The following box describes a simulation of the macroeconomic impact of these measures.
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      [see Box 10]

    


    The substantial moderation of real conventional adjustments, the index jump and the tax shift should help reduce growth in labour costs considerably for companies in the private sector and hence diminish the wage gap relative to the neighbouring countries. Moreover, the coalition agreement provides for an adjustment to the Employment and Competitiveness Law to introduce provisions that will prevent the growth of labour costs in the reference countries from being exceeded again, after the existing situation has been rectified. This revision will occur in consultation with the social partners prior to the beginning of the next round of negotiations on collective labour agreements.


    Wages heavily influenced by structure of employment


    In addition to the heavy tax burden, employers cited high wage levels as an obstacle to hiring. The high level of wages is partly attributable to the high productivity of employees and to the structure of employment. Wage patterns for white-collar workers in Belgium are heavily influenced by an employee’s seniority within a company and by their level of education. Most collective labour agreements in which job categories and the corresponding minimum pay for white-collar staff are determined include a pay scale based on seniority; this kind of differentiation is very rare, however, for blue-collar workers. For employees aged over 50in particular, growth in pay related to seniority is stronger in Belgium than in other countries. In the case of blue-collar workers, by contrast, growth in experience-related pay generally accompanies changes in function and hence in pay scale.
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    Owing to the ageing of the Belgian workforce, seniority-based pay scales will have a growing impact on wage patterns. Whereas the 3034-year-old age bracket still accounted for the largest proportion of people in work in 1995, in 2014it was the 4549-year-olds. More than a quarter of workers were aged over 50in the latter year, compared with 15% in 1995. The ageing of the workforce not only reflects demographic trends in Belgium, but also measures such as stricter early retirement rules that the government has introduced with a view to lengthening working careers. Raising the retirement age further in the years ahead will likely only intensify this phenomenon.


    In theory, an employee’s productivity initially rises sharply, following which it continues to grow slightly, before levelling off or even falling towards the end of their career. More rapid increases in pay after the age of 55 probably only rarely matched by the pattern of productivity undermine the position of these workers in the labour market and make them more expensive for employers. This illustrates yet again that it is crucially important to invest in lifelong learning throughout people’s careers to maintain or even increase their employability. It is worth noting, however, that higher pay levels in the statistics above the age of 55are partially attributable to composition effects, since the composition of employment in terms of education level changes for the oldest age cohorts. The proportion of highly-skilled workers, who earn more than average, increases, while that of the low-skilled shrinks, as the latter often leave the labour market earlier than their highly-skilled counterparts. This is because low-skilled workers tend to start work at a younger age, which means they are entitled to a full pension sooner and likewise qualify at an earlier age for early retirement schemes. The opportunity costs associated with retirement are also lowest for low-skilled staff, as they suffer the smallest loss of income in terms of their pension compared with their previous wage level.


    Employment structure and demographic ageing also play an important role in pay patterns in the public sector. This is because civil servants’ pay rises with seniority in a similar way as in the private sector, albeit with a few differences. The federal government, for instance, pays a basic salary for more senior positions that is almost always higher than in the private sector. The ratio is reversed at lower levels, basic salaries are, with a few exceptions, lower than in the private sector. Although seniority-related differentials are similar for higher positions to those in the private sector, they are larger in the case of lower-status staff.
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    It is also the case that pay patterns in Belgium correlate strongly with educational levels. Pay has been rising much more steeply for the highly-skilled than for low- and medium-skilled staff. Demand for medium-skilled jobs has fallen in the last few years  due in particular to technological developments and to the emergence of global value chains  while demand for highly-skilled staff has increased. These social trends are changing the structure of employment in Belgium, which is affecting average wage levels.


    Influence of redundancy costs on hiring


    According to the employers surveyed for the WDN, obstacles to hiring  in terms of costs  are not just related to labour costs, but are also influenced by redundancy expenses. OECD data show that employment protection rules for temporary contracts and for the individual dismissal of permanent employees were not much stricter in 2013than on average in the euro area. The specific requirements for collective redundancies, by contrast, were more restrictive in Belgium. Since the harmonisation of blue-collar and white-collar status in 2014, blue-collar staff have enjoyed greater protection, and the trial period has been scrapped. In other words, legislation governing individual redundancies has been tightened up for blue-collar workers in Belgium since 2013. The rules for white-collar staff  particularly those with low high seniority  have, by contrast, been loosened. Over time, this harmonisation ought to reduce the obstacles to mobility between blue-collar and white-collar jobs during an employee’s career and, possibly, make technical education more attractive. Moreover, the government’s intention, as expressed in the coalition agreement, to simplify company closure and collective redundancies procedures (the Renault Law), in order to obtain shorter procedures that offer greater clarity sooner to the affected company and its employees, could make redundancy rules more flexible.
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    Supporting the labour supply


    Measures designed to boost demand for labour will not be enough in themselves to raise the employment rate in any lasting way. If they are not accompanied by an increase in supply, the shortage of workers that is already affecting certain functions and regions will grow rapidly. This means not only facilitating access to work in general, through policies such as offering an appropriate financial stimulus, but also concentrating particularly on those groups that are currently the least active in the labour market. The paradigm of the modern labour market relies much more on the development of talent than on selection. Above all, the focus must be on education, guidance and a smoother transition between the different forms of education and the labour market.


    Insufficient transition into work


    Compared internationally, the transition from unemployment to work is low in Belgium: on average, barely 20% of unemployed people found a job after one year, while this rate is as high as 25% in Germany, 31% in France and more than 40% in Denmark and Sweden  all countries with similar economic situations to that of Belgium.
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    The federal and regional governments in Belgium have bolstered their activation and guidance measures with a view to shortening the duration of unemployment. Alongside the measures taken by the public employment services to help unemployed people seek work, they have for instance broadened the definition of what constitutes a “suitable position” in terms of the vacancies that unemployed people must consider. There are now also more frequent checks on whether unemployed people are genuinely seeking work. In addition, the degressive nature of unemployment benefits, which was tightened up from the end of 2012, has now come into full force.


    Harmonised data suggest that there is far less transition in Belgium from inactivity into employment, especially compared with Germany, Austria and the Nordic countries. There is more part-time work in those countries, and it is more common to have shorter-term employment contracts (temporary work, etc.). Countries where apprenticeships are common, such as Germany, achieve better results in terms of the transition from study to work. Other factors also influence the transition into employment, such as an activation policy offering specific guidance and training. These are discussed at more length later in this chapter.


    Stimulating labour market participation by reducing unemployment traps


    Financial stimuli ought not to be disregarded. The income of those in work must be sufficiently higher than their replacement income, since taking up a job entails certain costs (commuting, child care, etc.) and may lead to the loss of certain advantages enjoyed by benefit recipients, such as higher health care subsidies or access to particular public services.


    This dilemma is swiftly solved for most unemployed people, as the individuals concerned have qualifications and skills that command a professional income that is clearly higher than the benefits they receive when they are unemployed or inactive. The financial unemployment trap is a reality, however, for several population groups facing greater difficulties in the labour market. It can be a factor for the low-skilled, for instance, who generally only qualify for low-paid work, above all in the case of a part-time job. In Belgium in 2014, unemployment benefits for people who had a relatively low-paid job (earning 67% of the average wage) amounted to 76.4% of the wage earned prior to unemployment, the highest level in the whole of the EU. Although unemployment benefits have been reformed in recent years, Belgium’s position has not altered structurally, as the relevant benefits were raised at the beginning of the period of unemployment and made more degressive at the same time.
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    As part of the tax shift, measures have also been taken with a view to raising the net wages of people in work, particularly for low and mid-level incomes. These have taken the form, for example, of a staged increase in the flat-rate allowance for professional expenses in 2015, 2016and 2018. The calculation of the tax-free amount has also been adjusted and  with effect from 2020 only a single tax-free amount will be applied, regardless of income. In addition, the government is proposing the phased integration of the 30% tax band with the 25% band (in income year 2016and income year 2018), and the widening of the 40% tax band by raising the lower threshold for the 45% band from € 13 530to € 13 940(income year 2018) and then to € 14 330(income year 2019). Both the social and the fiscal parts of the work bonus were raised on 1August 2015. Moreover, further increases in the fiscal work bonus (a refundable tax credit) are planned for 2016and 2019. Net income from work will also rise for the self-employed: as from 2018, they will enjoy reduced social security contributions, equal to the reduced contributions for starters which already apply to them.
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    Selected target groups require specific measures


    With just over two-thirds of 20-64-year-olds in work, Belgium remains well below the 73.2% target set for 2020. This situation is attributable to various risk groups, so-called because their employment rate is considerably below the average. Despite an improvement compared with the figures in 2000, the employment rate for women is 1.3percentage points lower than the European average and that for over-55s 9.4points lower. The same applies to young people and the low-skilled, for whom the situation has deteriorated faster in Belgium over the past 15years than in the EU as a whole. The fall in employment among young people is partly due to the larger percentage of students and longer study periods. Among European countries, Belgium has the lowest employment rate for non-EU citizens and the difference in the employment rate between this population group and the country’s own citizens is much bigger than the European average. Each of these groups thus requires special attention, particularly in terms of training and tackling discrimination.
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    Increased labour-market participation by over-50s


    While the total population in Belgium continues to grow relatively robustly, the rate at which the working age (15-64) population is growing has been coming down steadily. In 2014, it grew by just 9 000people, the outflow being offset less and less by an inflow of young people from the age of15. Demographic forecasts suggest that the working age population will actually begin to fall in 2018.


    The labour force has grown more strongly than the working age population, due in part to more workers aged 50 and above participating in the job market. Although the number of older people in work is growing, the total number of unemployed job-seekers aged 50and above also continues to rise. These increases are the result of policy measures intended to exempt fewer unemployed people from seeking work and of increased career length.


    In 2014, a total of 27% of 5064-year-olds use one or other early retirement scheme prior to the statutory retirement age. Although this percentage remains high, it nevertheless shows a sharp reduction compared with the year 2000, when almost 36% of 5064-year-olds opted for one of the different schemes. This decline is noticeable in each age category for this population group, as it is for each of the relevant schemes, with the exception of disability.


    The proportion of retired people in the 50-64-year-old category fell from 14.2% to 10.2% between 2000and 2014, due primarily to the raising of the statutory retirement age for women. What is more, the successive reforms carried out since 2011, which include tightening the conditions for access to early retirement, have yet to take full effect.


    The system of unemployment benefits with employer top-up and exemption from job-seeking  the former pre-pension scheme  has undergone numerous rule changes since 2000, with the age criteria raised and career length conditions tightened. In principle, these benefits can no longer be accessed before the age of 62, although numerous exceptions continue to apply. The age requirement to qualify for the job-seeking exemption linked to the rule has meanwhile been gradually raised to 65. In 2014, this system applied to 3.2% of 55-59-year-olds and to roughly 12% of 60-64-year-olds.


    The status of older unemployed people not seeking work  which was introduced in 1985to reduce differences in treatment between redundant older employees qualifying for an early retirement scheme and other employees  had already been frequently modified. While in 2000this status was still accessible from the age of 50, the minimum age has been raised several times since 2002. From 2015, newly unemployed people remain obliged to seek work until the age of 65: only unemployed people who previously held this status are able to retain it. The proportion of people belonging to this category in 2014was 0.9% for 55-59-year-olds and approximately 8% for 60-64-year-olds.
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    The increase of over 2.5percentage points recorded between 2000and 2014in the proportion of disabled people in the 50-60-year-old bracket illustrates the need to closely monitor working conditions, given that people are having longer careers.


    Long-term unemployment common among over-50s


    The number of job-seekers and the average duration of unemployment are determined in part by the socioeconomic, demographic, regulatory and institutional context. The relative scale of long-term unemployment is an indicator of structural unemployment, which does not fall when there is an upturn in activity. The duration of unemployment can exert a negative influence in itself, as it can reduce the employability of the long-term jobless; their skills gradually atrophy, and they can feel discouraged. The level of structural unemployment in Belgium is partly explained by the rise in the average age of the unemployed, due both to demographic ageing and to the measures taken to encourage unemployed people aged 55and over to actively seek work.


    Lifelong learning increases employability


    The creation of new activities and jobs is what drives economic dynamism in an increasingly competitive international environment. This dynamism relies in turn on skilled workers who are capable of adapting to a constantly changing society. Lifelong learning is vital in this context, and even more so given the relative ageing of the working-age population  but it is not sufficiently accessible to all groups in society. According to the labour force survey, barely 7% of workers in 2014had undertaken any training in the four weeks prior to the survey. The amount of training was especially meagre for low-skilled workers and for employees aged 55and over, even though these groups would benefit considerably from training: it would enable the former to bring their skills levels into line with the demands of the labour market and the latter to maintain their skills throughout the course of their careers.
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    Efficient education system enhances entry into the labour market


    The speed and quality of young people’s entry into the labour market depends primarily on their level of education. In 2014, however, almost one pupil in ten left school without a certificate of higher secondary education or the equivalent. In other words, these youngsters lack the minimum skills required by employers, and which are necessary for lasting integration in the labour market. The percentage of early school leavers has fallen steadily since the year 2000, bringing it close to the 9.5% target set for 2020, but considerable differences remain between the three Regions. The rate in Flanders is 7% and this Region targets a 5.2% rate for 2020. It is therefore successfully stemming the flow of insufficiently skilled young people into the labour market. This is not the case for Wallonia and Brussels, where the percentage of early school leavers is twice as high.


    This indicator does not provide any de facto information about socioeconomic status. The percentage of young people neither in employment nor in education and training offers a better illustration of the difficulties youngsters experience in entering the labour market. Belgium’s results have improved sharply since 2000, bringing them into line with the EU average. The differences mentioned earlier are visible again at regional level. The unemployment rate among the low-skilled is much higher in Brussels and Wallonia than it is in Flanders. This incurs considerable human and economic costs, both for the community and for the individuals themselves, in terms of budget, activity and income.


    To address these difficulties, it is necessary to strengthen the connection between education and employment, to re-evaluate vocational and technical education, and to develop apprenticeships and internships. In 2014, almost 44% of the Belgian population aged 30-34held a higher education diploma, with the proportion rising to 50% for women. However, women were less likely to hold a qualification in the STEM subjects (Science, Technology, Engineering and Mathematics). Yet, STEM graduates are highly sought after by employers and thus able to integrate themselves in the labour market more readily and sustainably. In fact, a lot of ‘critical occupations’ are in these subject areas, but the proportion of STEM graduates (male and female together) in Belgium was only 16.9%, compared with 22.9% in the EU based on the most recently available figures, which date from 2012.
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    Non-EU citizens still under-represented in the labour market


    Labour market policy also needs to pay particular attention to people of non-European origin, mainly because of their low employment rate. It is essential, given the current inflow of asylum-seekers, to ensure that these people are integrated into the labour market. This population group offers a number of advantages; it could, for instance, help alleviate population ageing. After all, while 21% of the Belgian population is aged between 18and 34, some 51% of asylum-seekers fall into this category. Moreover, they appear to be better educated than previous waves of refugees. OECD data for Germany show that 20% of Syrian asylum-seekers hold a tertiary education diploma, compared with 15% of all other nationalities together. The large proportion of high-skilled people among Syrian refugees is confirmed by survey data from the Office of the United Nations High Commissioner for Refugees.


    
      [see Box 11]

    


    Regional employment and unemployment differentials


    At regional level, Flanders differed from Belgium’s other two Regions in its higher average employment rate in the first three quarters of 2015: 72% compared with 61.4% in Wallonia and 58.5% in Brussels. It was also the first of the three Regions to set a target for employment in 2020 (76%).


    This is also reflected in the marked differences in unemployment levels between the Regions. Differences were detected within individual Regions as well, with wider gaps between the respective Walloon provinces than between the Flemish ones. The unemployment rate in Flanders was 5.1%, compared with 12% in Wallonia and 17.6% in Brussels. Antwerp was the Flemish province with the highest rate of unemployment, at 6.1%, which is still considerably less than the lowest unemployment figure in Wallonia, 8.2% in Walloon Brabant.
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    These regional differences highlight possible hindrances to geographical mobility in Belgium. Large numbers of Walloon and Flemish commuters travel into Brussels every day and an increasing number of Brussels residents work outside their Region; but mobility between the two other Regions is much lower, even between neighbouring provinces. The first factor that might explain this phenomenon is the language barrier and a second possible explanation is that the lowest-skilled unemployed generally gain less financial benefit from accepting a job far from home than more highly skilled job-seekers do. The regional public employment services have been increasing their efforts to exchange vacancies for some years now, and they are collaborating more intensively to organise language courses.
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    5.3 Imbuing the Belgian economy with greater vitality and resilience


    To bolster growth potential and enhance productivity, Belgium needs to encourage an entrepreneurial mind-set and innovation, and remove factors that stand in the way of creating companies and access to the markets. After all, the economy is a dynamic process. In the rather longer term, the key drivers of income creation are both the development of existing companies  particularly as part of global added value chains  and churning, with new companies, new products and/or new production processes taking the place of others. These dynamics will be able to keep ticking over smoothly if administrative, legal and tax barriers are broken down, an effective and transparent regulatory framework is in place, and financial intermediation operates efficiently.


    International productivity comparisons generally put Belgium at the top of the league table. In fact, some Belgian companies actually push the technological frontier and rank among the most efficient in their industries. However, such first-class companies’ superior performances mask highly diverging results, as business productivity shows a strongly asymmetrical distribution in most countries. For example, Belgium’s 10% of companies with productivity levels among the highest in Europe have a counterpoint in huge numbers of companies  nearly 70%  with results below, and sometimes far below, the average in their sectors.
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    The most efficient companies  i.e. the ones in the top 30percentiles of productivity distribution  typically also prove the most strongly integrated in global value chains. These exporters/importers of goods or services and/or subsidiaries of multinational corporations are key players in the market because of the international trade they generate and as drivers of technology diffusion. In 2013, they accounted for only 10% of the companies registered with the Bank’s Central Balance Sheet Office, but contributed 71% of the added value and 65% of employment.


    Productivity levels influence both participation in value chains and the degree to which companies are integrated in their domestic components. The more productive a company exclusively focused on the domestic markets, the better it will fit into the domestic processing phases at an earlier stage than  but close to  export companies. As a result, it should benefit from global demand as much as from technological transfers holding out opportunities to push at the frontiers of efficiency.


    Belgian companies’ generally high productivity levels cannot disguise the fact that productivity has hardly budged in the past couple of years. Achieving higher levels of productivity growth is possible both by enhancing productivity gains in existing companies and by encouraging the creation of new and promising companies.


    Raising productivity by encouraging research and innovation …


    Although many aspects  improving the quality of production factors, say, or making management more efficient can boost internal productivity growth, it is investment in intangibles, and R&D spending in particular, that makes the difference. At this juncture, however, such investment is typically concentrated in companies that are already highly productive and that want to stay at the top of their technological game. The challenge is to get more companies to make these types of investment and to get them more focused on innovation.
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    In Belgium, a lot is already happening in this arena. A great many fiscal or parafiscal benefits are in place, such as an 80% tax deduction on income from patents and partial exemption from payroll tax for researchers, making Belgium relatively competitive. The country’s three Regions have each developed their own innovation policies, for instance by reducing administrative burdens and simplifying government aid procedures, but also by designing investment programmes to favour innovative economic clusters. Belgium’s R&D spending as a percentage of GDP may be above the EU average, but it still lags the 3% target agreed in the country’s Europe 2020strategy. Over two-thirds of research and development is carried out by the private sector, while the government’s financial resources earmarked for R&D remain below those in the three neighbouring countries.
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    In the private sector, it tends to be the bigger enterprises that give priority to R&D. In 2012, 7.9% of innovative companies in Belgium  regardless of whether they launched new products, developed new production processes or introduced innovations in marketing or organisation  belonged to companies with head offices outside Belgium, compared with an average 3.7% in the EU and 3.6% in Belgium’s three neighbouring countries. In addition, R&D spending is typically focused in selected sectors, such as pharmaceuticals and chemicals. The pharmaceuticals sector, for one, has greatly increased its share of R&D in the private sector in recent years, to 31% in 2011(from 25% in 2005). Services, particularly in information and communication technology, also saw their share go up, to 21% in 2011(compared with 17% in 2005), pushing down the relative shares of research and development in other sectors of industry, such as the manufacture of electronic and computer equipment.


    The European Innovation Union Scoreboard (IUS) continues to rank Belgium among the so-called innovation followers, performing above the average in the EU, but below the leading innovators. The chart captures a broader perspective of innovation than just R&D and presents an overview of the innovation ecosystem, a nexus of complex links between, among other factors, human capital, access to finance, investment, intellectual property and regulatory frameworks.


    Belgium does well on the numbers of people who have completed higher education, but despite this European recognition for the country’s education system, the number of science and technology graduates is lagging behind. As they are often crucial players in the innovation process, this could put a brake on the development of ideas and new technologies. Belgium’s research system may have expanded strongly, but there is still scope for improvement in terms of access to funding and the diffusion of innovation effects across the broader economy. In fact, the innovation process often gets stuck at the design stage and fails to be taken to the next level in terms of developing new products.
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    Business productivity growth is not merely a product of spending in R&D or other intangible assets; it implies optimum diffusion of technology trends. Companies integrated in global value chains, and more particularly multinationals, are key to the spread of innovations, as R&D and innovations developed in international groups will typically be dispersed to all of their entities irrespective of their locations.


    On top of this direct impact in multinational group companies, spillover effects may reach domestic companies earlier in the chain. Belgian companies enjoying direct relationships with multinationals show a smaller productivity gap (28%) than those that are further removed from these multinationals (45%). Their closeness also helps improve their total factor productivity (TFP) faster than multinationals and enables them to catch up with these.
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    … by better integrating information and communication technology …


    Yet another source of internal productivity growth is increased integration of new information and communication technology (ICT) in production and distribution processes. Like most of its European peers, Belgium has yet to fully leverage new possibilities and opportunities; and this is especially the case with its SMEs.


    Belgium now faces the twin challenge of encouraging and keeping up to date its digital infrastructure, and better leveraging elements already in place. ICT’s share of the added value remains lower in Belgium than in its three neighbouring countries, the OECD average and the United States. And ICT needs to be integrated into other sectors of the economy, as there are more profits to be earned by using technology than by developing it.


    In the most recent 2014-15period, the percentage of Belgian companies selling their products and/or services online (24%) exceeded the EU average (16%) as well as the average in the three neighbouring countries (17.6%). By contrast, the number of companies buying online (18.5%) fell below the EU average (22.5%) and that for the neighbouring countries (25.7%). These commercial online activities have pushed e-commerce’s proportion of overall turnover to 15%, close to the European average. However, e-commerce in Belgium is constrained by a range of regulatory conditions that do not affect its neighbours, and the end-2015agreement on the legal framework for night and shift work in e-commerce should benefit trade and distribution, and help Belgium catch up.


    … and by efficiently allocating resources


    Enhancing companies’ internal performance is one way of boosting a country’s average productivity levels; the other is business creation and closure dynamics. An economy running at its full potential will see the least productive companies go under and so free up resources (physical capital, labour and/or financial resources), boosting the expansion of existing players and creating fertile ground for new companies with better growth prospects to emerge.


    The recent crisis caused the collapse of many a company in Belgium, and to re-energise the country’s productive network new companies will need to be created, preferably players with high growth potential. This is a challenge, as Belgium has been known for years for its low number of new businesses; in this arena it lags behind its three neighbouring countries and even the broader EU. Statistics on company demographics reveal that the new business creation ratio in Belgium  an average 5.2% in the 2010-12period  is well below these two reference areas, i.e. 9.6% in the neighbouring countries and an average 10.1% in the EU. At the same time, company closure rates are also significantly lower in Belgium and make for very weak rotation in its population of companies. All that said, Belgium did see the net number of companies grow by 2.1% in the period and so beat the EU average (1.5%). More recent data for Belgium only would seem to suggest that business creation dynamics have somewhat improved in the past two years.
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    However, these negative observations on gross business creation numbers require some qualification: though relatively low in numbers in Belgium, these would appear to be of a higher quality than in the main neighbouring countries.


    New companies can be broken down into two main categories depending on their long-term growth potential. The first category  necessity- or opportunity-driven entrepreneurship  comprises people creating their own jobs (retail, self-employed, the liberal professions, etc.) or seeing the creation of their company as a way to earn a living or generate an income. The second category entrepreneurship focused on growth  comprises people aiming to develop an economic project generating wealth and employment beyond their primary need to secure their livelihoods. A sample of Belgian companies created in the past two decades shows examples of both profiles, as not even 27% of these new players saw their turnover make significant strides in the first five years of their existence  29% if only SMEs are considered  while 32% sustained or reduced their activity levels. Belgium’s potential high-growth players are slightly more strongly represented in manufacturing and construction.


    Contributions made by necessity- or opportunity-driven entrepreneurs should not be dismissed, of course, but ultimately it is growth-driven entrepreneurs that are likely to spark buoyant TFP and employment growth, provided they are not greatly discouraged either at the start or at a later stage of their development. Compared with the situation in Belgium’s three neighbouring countries and in the EU, this latter category accounts for a bigger proportion of the population of Belgian entrepreneurs. Surveys conducted by Global Entrepreneurship Monitor (GEM) revealed a higher number of growth-driven entrepreneurs in Belgium, except at the peak of the recent economic crisis when reduced employment opportunities in both private and public sectors may have encouraged more people to start their own business. What is more, Belgium’s growth-driven entrepreneurs are much more focused on developing and exporting new products than their counterparts in its neighbouring countries.
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    Both types of entrepreneurship can run into a range of obstacles. Whereas regulatory barriers may hinder market entry for entrepreneurs driven by necessity or opportunity (rules about starting a retail business, say, or entry barriers to selected professions), growth-focused entrepreneurs undoubtedly face greater funding issues. Banks may have recently loosened their bank lending conditions for companies, but venture capital remains very hard to come by. According to OECD figures, Belgium invested 0.028% of GDP in venture capital in 2014, just above the EU15average, but the amount of funding that goes into early-stage projects  e.g. start-ups  is below the EU15average and invested amounts have stalled at below pre-crisis levels. To improve access to this type of funding, the federal government launched a tax shelter mechanism for start-ups in the year under review, particularly aimed at innovative SMEs.
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    Cultural factors also influence the dynamics of both types of entrepreneurship. Belgium’s cultural conditions are less conducive to business creation than the average in Europe, with a greater fear of failure and risk aversion often cited as impediments when establishing companies in Belgium. By contrast, Belgium puts few objective obstacles or red tape in the way of the budding entrepreneur. From a rather longer-term perspective, the country would do well to pursue education policies that encourage student creativity and reward an entrepreneurial mind-set, for the benefit of both individuals and society at large. Policy measures to help bankrupt entrepreneurs' transition to a new occupational activity might tempt greater numbers of aspiring entrepreneurs to flesh out their projects.


    A growth-promoting framework requires high-quality infrastructure …


    In addition to intangible capital, physical transport and communications infrastructure is of course also crucially important for any country to foster its economic potential, to earn and keep its place in the globalised economy and to make it more attractive for foreign direct investment (FDI). It also helps to ensure an efficient economy by facilitating labour mobility and physical and information flows.


    A key contributor to the Belgian economy, logistics is supported by a port infrastructure  which is among the best performing in the EU  and by the country’s geographical position in the middle of a hinterland of various key centres. Belgium ranked third in the World Bank’s 2014Logistics Performance Index, after Germany and the Netherlands, and it is also among the European leaders in terms of transport infrastructure density (road, rail and waterways).


    But this superior infrastructure is deteriorating, particularly the country’s roads, which are facing serious congestion, especially in and around the large conurbations and not least because taxation favours car use.
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    INRIX’s report, which is based on observations of real-time average speeds and traffic volumes in major conurbations in particular, notes that Belgium is the most congested country in Europe; three of its cities  Brussels, Antwerp and Ghent  made it to the Top 10of most traffic-jam-prone European cities in 2014. Investment in transport infrastructure should not merely emphasise closer integration of the various transport resources (roads, rail and inland waterways) and more complementarity between them, but should also find solutions to bottlenecks in the system. Such spending should also take account of global ecological considerations and promote modes of transport that impact less on the environment. In fact, environmental considerations should be extended beyond transport to encourage environmentally friendly production practices and responsible behaviour across the board. This will require efficient coordination between the various entities of the State.
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    … a suitable regulatory framework …


    Appropriate regulation is equally important to an efficiently-run economy. If excessive, it nips in the bud the rise of new players, promotes the continued existence of poorly performing companies and slows TFP growth. However, improving economic efficiency should never be the only criterion by which to judge a regulatory framework, and specifically not at the expense of failing to protect consumers and/or the environment. Similarly, market imperfections may call for a rigorous regulatory framework, as the absence of rules and regulations could cause companies to undermine the public interest by not taking account of the negative externalities caused by their operations. OECD indicators on regulation suggest that the rules governing product markets  which might depress economic efficiency  are generally agreed to be less heavy-handed in Belgium, as well as in its neighbouring countries and in the other countries of the EU.


    Nonetheless, there are some notable differences between Belgium’s performance and that of its three neighbouring countries. The legal and regulatory framework, the adaptability of government policy, bureaucracy and the efficiency of doing business all leave room for improvement in Belgium. It is worth noting that the sixth State reform transferred some of these powers  e.g. access to selected professions  to the Regions, and that diverging regulatory developments might hinder the growth of economic activity, especially for companies active in more than one of Belgium’s three Regions.
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    … and robust governance on the part of the government


    In addition to appropriate regulation, a sound economy also benefits from the confidence business and private individuals have in their government and the country’s institutions. The World Bank’s Worldwide Governance Indicators have shown such confidence to have been higher for Belgium than the EU average for many years. Some indicators nevertheless point to less favourable conditions in Belgium than in its three neighbouring countries, particularly in the government’s ability to enforce rules and policy measures that foster the development of the private sector as well as the rule of law  e.g. intractably slow legal procedures.
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    Box9Supplementary indicators for Belgium in addition to GDP: summary of the first publication


    In accordance with the Law of 14March 2014, the Federal Planning Bureau (FPB), under the auspices of the National Accounts Institute (NAI), has developed a series of indicators in order to measure quality of life, human development, social progress and the sustainability of the economy. A first report was published at the beginning of February 2016, in which these supplementary indicators in addition to GDP are discussed.


    The FPB has selected twelve themes, following careful analysis of the various initiatives that have been taken for almost ten years now by international institutions (EC and Eurostat, OECD, and the UN Economic Commission for Europe) and by countries such as the Netherlands, France and the United Kingdom. Sixty-four indicators were selected from existing statistics. These must be calculated using robust methodology, must be relevant to the themes being considered, and must allow comparisons over time or with other countries.
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    Summary of results


    The law requires the publication of a summary of the results in the Bank’s Report. This task is rendered more difficult by the diversity of the studied themes and the heterogeneous nature and characteristics of the indicators taken into account  in terms of availability, for instance. The supplementary indicators in addition to GDP serve, in fact, to reflect the multidimensional nature of the factors influencing well-being and development, so that emphasising certain specific indicators or deriving a synthetic indicator would be contrary to this approach. The analyses described in the Bank’s Report also match this approach, incidentally, as they draw on the supplementary indicators where these offer relevant information on the themes covered. This is the case, for instance, for the indicators relating to the employment market and the risk of poverty, but also to those for the net financial position of the public debt relative to other countries.


    The summary presented here, which was prepared according to the approach described in the FPB publication, nevertheless relies on a transversal breakdown of the indicators according to three dimensions: “Here and now”, “Later” and “Elsewhere”. For the purposes of evaluation, it examines whether the indicators have developed positively in terms of the political objectives set at Belgian and European level.


    The “Here and now” dimension comprises the indicators that might offer answers to questions about the situation and development of the well-being of the Belgians and of Belgian society. It consists of 36indicators, from which no clear trend can be inferred:


     Subjective well-being remained stable between 2002and 2012, the most recent year for which this survey data is available.


     Most of the indicators relating to the “Health” and “Education and training” themes developed positively, as did emissions of particulates (PM2.5) and nitrogen oxides (NOx), and those relating to the number of road traffic accidents.


     Energy dependence has increased since 1990, but there has been a positive turn in the past five years.


     Developments for the themes “Standard of living and poverty”, “Work and leisure” and “Society”, by contrast, have mostly been negative over the past five years.


    The “Later” dimension relates to the question of whether Belgians and Belgian society will be able to maintain their level of well-being in the future or even to increase it. It comprises 34indicators, mostly related to environmental factors (“Environment”, “Climate and energy”, “Natural resources”, “Land and ecosystems”) and economic themes (“Economic capital”, “Mobility and transport”), and to the “Health” and “Education and training” themes. General confidence and contacts with friends and family are likewise included, as is the proportion of young people not in employment, education or training. For the most part, these indicators moved steadily closer to the adopted targets. The most noteworthy exceptions are:


     An initial deviation from the targets set for indicators regarding use of natural resources and primary energy consumption, followed once again by a turn for the better in the past five years.


     The indicator for the meadow bird population (“Land and ecosystems” theme)  one of the rare indicators for biological diversity that have been available for a prolonged period  deviated increasingly widely from the target.


     As stated in the chapter on public finances, the level of public debt rose from 2007onwards, moving away from the target of 60% of GDP.


     Within the “Mobility and transport” theme, the share of the car in passenger transport moved steadily closer to the target from 1990onwards, but has begun to move away from it again in the past five years. The opposite occurred in freight transport.


    The “Elsewhere” dimension incorporates indicators that help answer the question: “How does the development of society in Belgium influence the capacity of other countries to develop and the well-being of their people?”. It comprises seven indicators relating to the “Natural resources” and “Climate and energy” themes, together with the indicator for official development aid.


     The indicators for the “Natural resources” and “Climate and energy” themes relate to global environmental capital, such as the climate system and raw materials resources. All these indicators have been converging with their targets in the past five years.


     Official development aid showed a very slight improvement over the period as a whole.


    Breakdown of results by population group


    A large number of indicators (25of the 64) have been broken down according to relevant population categories  primarily gender, education and/or age, although other breakdowns are also presented.


    The situation for women is better than or equal to that of men in terms of health and its determinants, with the exception of depression, which affects women more frequently. Men are also more likely to be the victims of fatal road traffic accidents. The differences are narrowing in this regard, probably reflecting increasingly similar lifestyles. Men’s pay, by contrast, remains higher than that of women, although the gap is narrowing. Women are more likely than men to receive higher education, the female employment rate is converging with that of males, and men still have significantly more leisure time than women. What is more, women rate a number of themes differently to men, as seen primarily in their lower general confidence and greater sense of insecurity. They also have less confidence than men in institutions, although the difference is shrinking.


    The level of education is a determinant not just of labour market status but also of health. The two dimensions are, incidentally, linked through employment and working conditions, as well as the generally higher income levels of highly-skilled professions. The employment rate, unlike the unemployment rate, rises with the level of education, while people whose qualifications are not so high have more leisure time. Health, as measured in terms of life expectancy and healthy life expectancy, is better for the highly-skilled. Moreover, education levels correlate positively with other determinants of health: there are fewer regular smokers and fewer cases of obesity among highly-skilled workers, while the lowest-skilled are more likely to experience depression.


    When broken down by age, the figures show that the situation of people nearing the end of their careers and of retirees has improved relative to that of people at the beginning of their careers. This reflects the fact that the risk of poverty or social exclusion has fallen over the past ten years for people aged 65and over, thanks primarily to the reduction in the proportion of pensioners on incomes below the poverty level. This reduction was structurally influenced by the raising of the employment rate among 55-64-year-olds and among women, which had the effect of consolidating the accrual of pension entitlements, particularly for women. The unemployment rate among 15-24-year-olds has, by contrast, remained roughly four times higher than that of 55-64-year-olds over the past two decades. It is also apparent from indicators broken down according to socio-economic status that the unemployed are more likely than other socio-economic categories to experience poverty or social exclusion. The proportion of unemployed people with incomes below the poverty level, for instance, has remained higher than that of retired people throughout the past decade. The gap has actually widened.


    The indicators broken down by household type showed that one-parent families  almost exclusively adults in the first half of their professional career and their dependent children  are more likely than other types of household to experience problems in entering the employment market and to suffer serious material deprivation. Families of this sort also have to get by more often on an income below the poverty threshold.


    Future developments in the supplementary indicators in addition to GDP


    All the supplementary indicators in addition to GDP will be updated annually. The series can be adjusted in line with new thinking and social debates, but also in response to other international and Belgian initiatives, the latter at both federal and regional level. The FPB’s next report will include international comparisons, primarily at European level.
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    Box10Macroeconomic impact of the tax shift on the Belgian economy


    The federal government decided in 2015to implement a major tax shift. Phased in over a period from 2015to the end of 2020, this should primarily reduce fiscal and parafiscal pressure on employment. The tax shift will be funded by raising a number of taxes on consumption, levying additional taxes on income from capital, and increasing several specific company taxes.


    The object of the exercise is to create higher growth and additional jobs in the Belgian economy. The chief goal on the demand side of the labour market is a substantial reduction in wage costs by reducing employers’ contributions and hence improving the competitiveness of businesses. The more favourable relative price of labour compared with capital, together with increased export demand due to the improvement in Belgian companies’ prices compared with those of foreign competitors, should create additional jobs. On the supply side, working will be made more attractive by raising net pay. The boost to household purchasing power will be further intensified by a work bonus for low-paid workers, by an increased funding for the adjustment of social insurance benefits to the standard of living and by adding a number of social corrections, designed to help mitigate the negative consequences of funding the tax shift for weaker members of society. A total of € 11.4billion in new structural measures aimed at boosting purchasing power and competitiveness will be taken within the framework of the tax shift, representing 2.2% of forecast GDP in 2020.


    The funding measures required if an excessive burden on the public sector budget is to be avoided tend to curb positive impacts on growth and employment. Taxes on consumption reduce household disposable income and partly cancel out the competitive advantage gained by businesses, as higher prices feed through into higher wages due to automatic index-linking. Taxes on income from capital and a wide range of specific increases in business taxes included in the package of measures will exert upward pressure on bank interest rates and businesses’ capital costs, causing them to scale back investment. The total impact of the measures to fund the tax shift is estimated at € 4.8billion  0.9% of forecast GDP in 2020.


    Taken together, the purchasing power and competitiveness measures should deliver an initial boost that is € 6.6billion greater than the initial financing costs. The positive payback effects of the tax shift for the economy will, however, temper the ultimate impact of the tax shift on the government’s financing balance.
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    The table shows the scale and phasing for each year of the amounts relating to the newly introduced measures. The final column indicates the total ex-ante estimated costs or gains of all the measures set out under that heading, leaving aside effects arising from changes in behaviour on the part of the economic agents in response to the new measures.


    The macroeconomic impact of the complete package of measures on the Belgian economy in the 2015-21 period(1) has been estimated using the Bank’s econometric quarterly model. This is based on the hypothesis that the real component of hourly labour costs in the private sector will not be renegotiated, compared with the assumed wage trajectory in a baseline scenario without a tax shift. This implies that neither employees nor employers will use the extra scope opened up by the tax shift in terms of competitiveness and purchasing power as an argument for bringing new wage conditions to the negotiating table. Price movements resulting from the package of measures may, by contrast, influence the nominal component of hourly labour costs through the operation of automatic index-linking. The Bank’s model does not contain a behavioural equation for the labour supply, which means that reduced taxes on pay in particular do not affect the participation rate.


    
      (1) The NBB paper “Incidence macroéconomique sur l’économie belge du scénario de tax shift élaboré par le Gouvernement” contains further details of the measures incorporated in these calculations. It also describes at greater length the macroeconomic influence exerted both by the overall package of measures and by that of the grouped measures on competitiveness and purchasing power measurement and funding side of the tax shift.

    


    Only part of the calculated macroeconomic effects can be attributed to the tax shift itself. The remainder is the result of the positive impact of the implicit budgetary stimulus on the Belgian economy, due to the initial deterioration in the primary government budget balance. However, the total effect cannot be split unambiguously between these two elements.


    These calculations show that, over a seven-year period, the Belgian economy would receive an additional boost to growth of 1.5%, and that approximately 64 500new jobs would be created, although the positive impact would remain fairly modest until 2017.
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    The competition element of the tax shift in particular is supposed to create a relatively large number of jobs in the long term. This is not only because of the combined effect of the substitution of capital for labour and increased demand for exports, but also because about 20-25% of the new reductions in employers’ contributions are aimed at low wages, which should create more jobs than an identical amount would if spent on linear measures. At the same time, however, when calculating the impact of the tax shift on the Belgian economy, it ought not to be forgotten that jobs created via the competition element are also subject to greater uncertainty. It is obviously important that businesses actually take advantage of reduced labour costs to lower prices. What is more, competitive advantages will diminish and the effects calculated will be partly neutralised if  contrary to the hypothesis used in the calculations  domestic real wages nevertheless experience upward pressure compared with the wage levels used in the baseline scenario, or if foreign competitors themselves lowered their prices.


    Lastly, the positive payback effects for the public finances, generated primarily by additional receipts related to extra jobs and reduced spending on unemployment benefits, will reduce the initial budget deficit. The impact on the primary balance, however, will remain negative for the whole of the period considered in these calculations: it would hit a trough in 2019and after that the effect would reduce. Still, further funding measures will be needed to achieve the budgetary targets set out in the stability programme. Guaranteeing sustainable public sector finances remains crucial if the budgetary costs of demographic ageing are to be met and buffers built up for the future.
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    Box11Some statistics on the wave of asylum applications in 2015


    A total of 35 476applications for asylum were registered in Belgium between 1January and 31December 2015 twice the number in 2014. The Office of the Commissioner General for Refugees and Stateless Persons (CGRS) recorded a peak of 5 512applications in September 2015, which was three times as high as in the same month in 2014.


    This sharp increase did not only occur in Belgium. Severe geopolitical tensions and the deterioration in living conditions and security in the countries of origin have caused the number of asylum applications in the EU to rise inexorably since May 2015, reaching 171 000in September and a total of 883 000since the beginning of 2015. The number for the EU, too, is twice that for the same period of 2014, with Belgium accounting for 3.1% of the total number of asylum applications in the EU during the first nine months of 2015, putting it in seventh place for the number of registered asylum-seekers. The first two places were occupied by Germany and Hungary (35% and 20% of applicants respectively). In terms of asylum-seekers per capita, Hungary has received the largest number, with 18per 1 000residents, followed by Sweden (8), Austria (7) and Germany (4). Belgium occupied seventh place with 2asylum-seekers per 1 000residents.
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    To ease pressure on a number of countries, the EU Council approved plans in September 2015to disperse refugees. A total of 160 000asylum-seekers from Italy, Greece and Hungary were allocated to other Member States, based on a formula taking account of the characteristics of the receiving country: total population (40%), GDP (40%), number of asylum applications in the past (10%) and unemployment rate (10%). These criteria would require Belgium to receive 5 928additional asylum-seekers over the next two years.


    In 2015, the main countries of origin of people seeking asylum in Belgium were Iraq (21.8% of applications), Syria (21.3%), Afghanistan (20%) and Somalia (5.4%). A worrying element in the recent wave of asylum-seekers is the growing proportion of unaccompanied minors representing 10% of total applications, with the CGRS registering 3 520applications in 2015compared with 531in 2014.


    Despite the higher number of minors, 1834-year-olds make up the largest age group (51.4%) among migrants. This age structure contrasts with that of the Belgian population, in which the same category only represents 21.3%. The relatively young refugee population could therefore be a positive factor, given the relative ageing of the Belgian population. In quantitative terms, however, the scale of this group currently remains limited: the roughly 29 000asylum-seekers aged 14to 64who were received in 2015account for just 0.4% of the working-age population and 0.5% of the working population. Their contribution will depend on factors such as the degree to which they integrate into society and enter into the labour market. Nevertheless, in Belgium, the participation of people of foreign origin in the labour market is much lower than that of natives  more so than anywhere else in Europe. Combating obstacles to employment for non-EU citizens will therefore be crucial if full use is to be made of the potential of this wave of refugees in terms of employment and economic growth.
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    General introduction


    2015saw the continuing implementation of the measures adopted in the wake of the financial crisis to strengthen the financial sector and safeguard financial stability. This was the first full year in which the Bank had exercised its macroprudential mandate. 2015was also the first year in which the Bank and the ECB jointly performed their role in microprudential supervision via the single supervisory mechanism (SSM). The Belgian framework for bank recovery and resolution was implemented with, among other things, the commencement of the Resolution College’s duties. Further steps have been taken at both national and international level on devising a similar framework tailored to the characteristics of insurance companies and market infrastructures. Progress was also made on the creation of the third pillar of the banking union, the common deposit guarantee system, in the form of a draft Regulation on the European Deposit Insurance Scheme.


    The entry into force on 1January 2016of a new regulatory framework for insurance companies (Solvency II) brings a major challenge, both for the sector and for the supervisory authority. During the year under review, due attention was therefore devoted to the preparation of this new framework. The Bank was also designated as the competent authority for the approval and supervision of central securities depositories (CSDs).


    The Capital Markets Union launched in the spring of 2015is another key European initiative for strengthening financial stability. It should stimulate capital market financing and reduce market fragmentation. More efficient and effective financial markets should lead to more flexible investment funding, while a diversification of funding sources contributes towards risk-sharing and hence financial stability. The proposals concerning simple, transparent and standardised securitisation are a first practical step. The promotion of the harmonious development of shadow banking is in line with those objectives.


    The aforesaid reforms concerning the regulation and architecture of prudential supervision formed an integral part of the priorities in the Bank’s 2015Annual Risk Review. Those priorities are increasingly influenced by international and European developments, in this instance the SSM. The persistently low interest rate environment and the hesitant economic recovery were decisive in determining the priorities for this annual exercise. Those two factors are exerting downward pressure on interest income, with all the associated consequences for profitability. In addition, they may also tend to intensify the quest for high-yield assets, which are generally associated with a higher risk (search for yield).


    Against that backdrop, the Bank paid particularly close attention to analysis of the business models and profitability drivers of banks, insurance companies and financial market infrastructures. This examination was supplemented by specific transversal analyses, concerning such aspects as interest rate, liquidity and credit risk. As regards credit risk, developments on the residential property market were closely monitored. In the financial sector, the ever-growing importance of digitalisation demands special attention to the cyber risks facing the sector. Finally, extra resources were devoted to combating money-laundering and terrorist financing.
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    A.Macroprudential policy


    1. Introduction


    2015 was the first full year in which the Bank exercised the new macroprudential mandate conferred on it by the Law of 25April2014(1) (the “Banking Law”). In that connection, the Board of Directors met three times as the macroprudential authority. Since the entry into force of the SSM, the Bank has fulfilled this responsibility jointly with the ECB.


    
      (1) Law of 25 April 2014 on the legal status and supervision of credit institutions.

    


    This shared competence illustrates the specific role of macroprudential policy in the maintenance of financial stability within a system featuring a common currency and closely interlinked financial markets. In enabling account to be taken of the asynchrony of the Member States’ economic and financial cycles and of the more structural characteristics which still distinguish the national financial systems, macroprudential policy allows the authorities of the various euro area countries some scope to guard against the risks that these specific national characteristics and developments could present for financial stability within their own economy and, potentially, by extension, for the euro area as a whole. However, the ECB limits this significant degree of national autonomy in the conduct of macroprudential policy in view of the potential interference with monetary policy or the possible risks of distortion in the exercise of microprudential supervision.


    Many EU countries, including Belgium, have recently applied macroprudential measures to their banking system, enabling the European arrangements to be tested. Those arrangements list the categories of instruments available to the supervisory authorities and also lay down detailed notification and authorisation procedures.


    Macroprudential policy is generally aimed at two main objectives. The first is to limit structural risks, notably the risk of contagion that could result from an excessive concentration of financial operations in a small number of large systemic institutions. The macroprudential instruments set up for that purpose are examined in section2.


    The second objective is to attenuate the risks arising from financial cycles, which lead to rapid expansion of lending with the consequence of excessive debt in the economy as a whole or in certain sectors, and overvaluation of the prices of some financial or real assets. The subsequent correction can lead to a sharp fall in prices, severe debt repayment problems, and a general reduction in demand. This use of macroprudential policy for countercyclical purposes is discussed in section 3.


    Finally, section 4 considers the possible extension of macroprudential policy beyond the banking sphere to which it has so far been largely confined.


    2. Avoiding the concentration of banking activities


    Systemically important banks are institutions whose failure could have a significant impact on the financial system or on the real economy. There are two reasons justifying the imposition of additional capital requirements in their case: (1)to limit the risk of the institution’s default, since such a failure would entail high economic and social costs; (2)to require the institution to maintain a capital reserve (“buffer”), reflecting the negative external effects that its default would cause.


    At world level, the Basel Committee on Banking Supervision and the Financial Stability Board (FSB) have drawn up a list of global systemically important banks (G-SIBs) and divided them into sub-categories according to the institutions’ global systemic importance. From 2016 onwards, these G-SIBs will have to have a common equity Tier1 (CET1) buffer of between 1% and 3.5% of the total risk exposure, depending on the G-SIB class to which the credit institution belongs; thegreater the bank’s systemic importance, the larger the buffer must be. BNP Paribas Fortis and ING Belgium are Belgian subsidiaries of global systemically important banks, but no Belgian group has been designated as a G-SIB.


    Banks which are not of global systemic importance may nevertheless be systemic at regional or national level. Domestic systemically important banks (D-SIBs) are institutions whose failure could have a significant impact on the national financial system and on the real domestic economy. With effect from 1 January 2016, the Bank is required to list the D-SIBs established in Belgian territory (referred to as other systemically important institutions or O-SIIs in the CRD IV) and publish it each year. TheBank may also impose supplementary capital requirements on D-SIBs.


    During the year under review, the Bank adapted its methodology for identifying D-SIBs in line with the European Banking Authority (EBA) guidelines on the designation of O-SIIs(1), and identified the Belgian D-SIBs in accordance with the new methodology. The Bank also decided to impose a capital surcharge on the D-SIBs.


    
      (1) EBA guidelines on the criteria to determine the conditions of application of Article 131(3) of Directive 2013/36/EU (CRD IV) in relation to the assessment of other systemically important institutions (O-SIIs). See also the National Bank of Belgium Regulation of 10 November 2015 on the method of designating domestic systemically important institutions and determining the amount of theTier1capital buffer.

    


    2.1 Identification and publication of Belgian D-SIBs


    The EBA methodology for identifying O-SIIs comprises two steps. In the first step, certain institutions are automatically designated as O-SIIs on the basis of a quantitative score for systemic risk; in the second step, other institutions may be added at the discretion of the supervisory authority.


    First, scores are calculated for banks on the basis of indicators relating to their size, the complexity of their activities, their interconnectedness and their substitutability. The EBA guidelines are based on a list of mandatory indicators combined with a weighting factor in calculating the total score for an institution’s systemic relevance. In that respect, they correspond very closely to the criteria used in the methodology for identifying G-SIBs. Any bank which has a total systemic importance score above a set threshold is automatically designated as a D-SIB. Next, the authorities have the option, at their discretion, of using other indicators or applying other weighting factors to the EBA’s mandatory indicators in order to classify other institutions as D-SIBs in addition to those designated automatically.


    On the basis of this methodology, eight Belgian banks were designated as D-SIBs: BNP Paribas Fortis, KBC Group, ING Belgium, Belfius Bank, AXA Bank Europe, Euroclear, The Bank of New York Mellon (BNYM) and Argenta. The first seven were designated automatically as D-SIBs on the basis of their score according to the EBA methodology, while Argenta(1) was added in the second stage. The supplementary indicators taken into account in the second step of the methodology were the banks’ share in deposits in Belgium, in loans in Belgium, and in the liabilities and assets in the financial system in relation to Belgian counterparties. Particular attention focused on deposits. These supplementary indicators were chosen because indicators of national relevance are regarded as more appropriate for designating domestic systemically important banks than indicators of European or global relevance. The list of institutions designated as Belgian D-SIBs was published on the Bank’s website and will be revised annually, in accordance with the Banking Law(2) and the EBA guidelines.


    
      (1) Since Dexia is subject to specific requirements of an EU-approved restructuring plan, it was not included in calculating the systemic relevance score.


      (2) Article 14 of Annex IV of the Banking Law. Transposition of Article 131 of Directive 2013/36/EU (CRD IV).

    


    2.2 Additional capital requirements for Belgian D-SIBs


    Although the European legislation does not lay down specific guidelines for determining the level of the capital surcharge for D-SIBs, the Basel framework specifies two principles for that purpose. First, the level of the additional capital requirement must be in proportion to the institution’s systemic importance. In practice, the institutions are divided into categories (or ‘buckets’) according to their systemic importance, and each category corresponds to a particular capital surcharge. Second, wherever possible and without prejudice to the need for a qualitative assessment, the authorities are required to use quantitative methods to determine the level of the capital surcharge. In that context, after calculating the total systemic importance score in accordance with the EBA guidelines, the Bank conducted a number of quantitative analyses to determine the amount of the additional capital buffers stipulated for Belgian D-SIB.


    The Bank decided to apply capital surcharges(1) to each of the eight Belgian D-SIBs, dividing them into two groups according to their systemic importance. Institutions in the first group, namely AXA Bank Europe, Argenta, Euroclear and BNYM, are of lower systemic importance and are required to maintain an additional Tier1 capital buffer (CET1) of 0.75% of the risk-weighted assets. Institutions in the second group, namely BNP Paribas Fortis, KBC Group, ING Belgium and Belfius Bank, which are of greater systemic importance, are subject to a CET1 buffer of 1.5%. These capital surcharges will be phased in over a three-year period from 1 January 2016.


    
      (1) National Bank of Belgium Regulation of 10 November 2015 on the method ofidentifying domestic systemic institutions and determining the amount of theTier1 capital buffer (CET 1).
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    A comparison of the levels of capital surcharges already announced in other European countries shows that most of them range between 1% and 3%, though there are exceptions, lower levels being imposed in Spain, Hungary, Italy, Luxembourg, Portugal and Slovenia, and higher ones in Sweden. This comparison also shows that the capital surcharges imposed on Belgian D-SIBs correspond to the European average. More specifically, the Belgian requirements are generally higher than those in the countries mentioned above as imposing relatively low surcharges, but lower than those in Denmark, Lithuania, the Netherlands, Sweden and Slovakia. The requirements specified by the Belgian authorities are more comparable to those in Finland, France, Greece, Ireland and Malta. These differences between European countries may be due to the degree of the banks’ systemic importance or to divergent policy choices.
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    3. Limiting the cyclical effects of banking activities


    3.1 Countercyclical capital buffer


    During the year under review, the Bank defined the scope of the countercyclical Tier1 capital buffer (countercyclical capital bufferCCB) in accordance with the European and Belgian regulations. The CCB was introduced under the Basel III framework and aims to promote sustainable lending during the cycle by augmenting the credit institutions’ resilience. Thus, capital buffers are imposed if the cyclical systemic risk increases (e.g. in the case of excessive credit expansion) and the requirements can then be eased when the cycle turns around and the risks begin to diminish. If risks become apparent, as in a financial stress situation, the supervisory authority may decide to release the buffer in order to give the banks some scope for absorbing losses and maintaining their supply of credit.


    By law, the Bank must set the percentage of the countercyclical capital buffer on the basis of one or more reference indicators reflecting the credit cycle and the risks associated with excessive credit expansion in Belgium, taking account of the specific characteristics of the national economy. That primarily concerns the ratio between the volume of lending in Belgium in relation to GDP and that ratio’s deviation from its long-term trend, known as the credit/GDP gap. As described in its Communication on strategic choices(1) and in chapter 3 of the section of this Report on “Economic and financial developments”, the Bank bases its calculation of the credit/GDP gap on the narrow concept of credit which comprises lending by resident banks to the resident non-financial private sector, adjusted for securitisation. However, the buffer percentage is not automatically deducted from the value of the credit/GDP gap. In accordance with the ESRB’s recommendations, a wide range of indicators regarded as relevant for signalling an increase in cyclical systemic risks are also monitored. They reflect not only developments in lending such as credit expansion in various sectors and the credit/GDP gap on the basis of broader credit concepts, but also, for example, signs of property price overvaluation and structural vulnerabilities, such as private sector debt levels and the leverage effect in the banking sector. The decision on the countercyclical buffer percentage forms part of the Bank’s broader macroprudential risk analysis framework, described in the 2014 Report(2).


    
      (1) “Strategic choices for determining the countercyclical buffer in Belgium” (www.nbb.be).


      (2) See box 3 in the section on “Prudential regulation and supervision” in the 2014 Report.


      

    


    With effect from 1 January 2016, the Bank has to determine each quarter the countercyclical capital buffer percentage applicable to credit exposures on counterparties established in Belgium. The buffer percentage must in principle be set between zero and 2.5% of the risk-weighted assets, but it may be set at a higher level if that is justified by the underlying risks. On the basis of the information mentioned above, from which a selection of key indicators is published in detail on the Bank’s website at the time of each decision, the Bank sets the appropriate countercyclical buffer percentage and informs the ECB. The ECB has the power to increase that percentage but may not reduce it. According to the information available in the last quarter of the year under review, neither credit developments nor the other indicators used implied any increase in systemic risk. For the first quarter of 2016, theCCB was set at 0%(1) for credit risk exposures on counterparties established in Belgium. That buffer percentage applies from 1 January 2016 and will be reviewed after three months.


    
      (1) National Bank of Belgium regulation of 24 November 2015 on the determination of the countercyclical Tier 1 capital buffer percentage (CET 1).

    


    The Belgian banks also have to apply the CCB percentage set by foreign supervisory authorities for their credit risk exposures in the countries concerned. However, in view of the current financial cycle position, the Member States set the level of their CCB at 0% for the first quarter of 2016. Only Norway and Sweden set a positive buffer percentage of 1%, applicable from the third quarter of the year under review. The CCBs of third countries must also be applied in the case of local risk exposures. In that connection, the European Systemic Risk Board (ESRB) centrally monitors any third country risks relevant to Belgium(1).


    
      (1) Brazil, Hong Kong, China, Turkey, Russia and the United States.


      

    


    3.2 Residential property


    On the subject of residential property, the Bank has conducted an in-depth analysis of the Belgian mortgage market in the past few years and has charted the risk profile and quality of credit institutions’ mortgage loan portfolios. That examination was based partly on data collected from sixteen credit institutions via a reporting scheme developed specifically for data on Belgian mortgage loans held and granted by these institutions. The analyses conducted by the Bank and by international institutions such as the ECB, the ESRB, the OECD and the IMF drew attention to the potential risks associated with the Belgian housing and mortgage market. Although the household solvency indicators do not yet point to any deterioration in the mortgage loan default rate in recent years, there are nevertheless several factors which could lead to increased loan losses in the future. In the face of less favourable developments on the Belgian residential market, the riskier outstanding mortgage loan segments could be a source of higher-than-expected loan losses for the banks. As described in the 2013 Report, the Bank considered it justified to adopt a range of prudential measures in order to enhance the banks’ resilience and reduce the concentration risk. The most important measure adopted in the final quarter of 2013 was a macroprudential measure stipulating a flat-rate 5percentage point increase in the risk weightings for banks using an internal ratings-based approach (IRB model) to calculate their minimum capital requirements for mortgage loans in Belgium. However, considering the cyclicality of this measure, the Bank kept a close eye on market developments during the year under review so that it could continuously assess the appropriate level of this percentage supplement. It concluded that the 5percentage point supplement (equivalent to around €600 million of additional capital) still provided an adequate but necessary capital buffer in view of the risks identified. In the final quarter of the year under review, it therefore initiated the necessary procedure for extending the measure in 2016. That extension requires the agreement of the competent European institutions in accordance with Article458 of the Capital Requirements Regulation (CRR)(1).


    
      (1) Regulation (EU) No. 575/2013 of the European Parliament and of the Council of26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No. 648/2012.

    


    4. Extension to other financial sectors


    4.1 The shadow banking system


    Financial and technological innovations have facilitated and accelerated the emergence of alternatives to bank intermediation. Moreover, the search for yield and the regulatory requirements have prompted the transfer of the activities of traditional financial institutions to structures subject to less stringent rules or weaker constraints. It is important to monitor the development of these new structures, often referred to as shadow banking (for the definitions, see box 12 “Shadow banking in Belgium”). On the one hand, the growth of the non-bank financial sectors, including shadow banking, has led to diversification of funding sources. The resulting more efficient allocation of capital contributes to the deepening of the financial sector, which is one of the aims of the European Capital Markets Union project. On the other hand, there are also risks in the development of shadow banking: it increases the complexity of the intermediation circuit, and the less stringent regulation plus the absence of a legal safety net heightens the vulnerability of not only the shadow banks but also the financial sector as a whole, owing to the interconnections with other financial institutions.


    In order to prevent the risks from jeopardising the stability of the entire financial system and to devise appropriate regulations, the FSB recommends introducing shadow bank monitoring in order to identify and regularly assess the risks. In Belgium, the results of this monitoring exercise discussed in box12 “Shadow banking in Belgium” indicate that the investment fund sector has grown considerably since 2011, owing to the search for yield in a low interest rate environment, and that trend continued during the year under review.


    
      [see Box 12]

    


    Apart from better risk monitoring, further work is in progress, notably at the instigation of the FSB, the Basel Committee on Banking Supervision and the ESRB, to revise the regulations on shadow banking. There seems to be a broad consensus that it will not be possible to impose the same measures as those applicable to banks, but that account will need to be taken of the specific characteristics of the entities and their activities. In the case of investment funds, a fast-growing sector as described in box1, the risks are twofold. In periods of financial stress and low market liquidity, open-end funds which investors can exit at any time may be obliged to sell off their assets cheaply or even suspend redemptions in the event of a liquidity shortage. Investment funds must of course respect the consumer protection stipulated by law, but if the risks materialise simultaneously and in acute form in periods of financial stress, the impact on the real economy will be unavoidable, with potential indirect repercussions on the banking sector. From the banks’ point of view, there is also a risk of contagion for the rest of the financial sector owing to the interconnections between investment funds and the traditional banking sector, if a bank linked to a fund manager decides to intervene for reputational reasons, even if it is not under any contractual obligation to do so (“step-in risk”). That risk is particularly worrying since it is heavily concentrated on a few Belgian banks. Scrupulous monitoring is therefore advisable.


    That monitoring and those activities form part of the broader international approach from a more macroprudential angle. In that context, the ESRB is examining the risk associated with leverage effects and the liquidity risk in investment funds. More specifically, it is examining whether the current restrictions on individual funds could be better harmonised between Member States to permit consistent monitoring. On the basis of that monitoring, macroprudential measures such as stress tests, capital buffers or redemption restrictions can be developed for a sub-group of institutions which are particularly susceptible to these risks or which, owing to their size, represent athreat to financial stability.


    4.2 Insurance companies


    Through the essential functions that they perform in supporting economic activity and their significant role as investors on the financial markets, insurance companies may also be a source of risk to the stability of the financial system as a whole. However, insurers were less directly affected by the 2008 financial crisis, while the nature of their activities means that risks in that sector develop more slowly and over a longer time scale than in the case of the banks.


    Nonetheless, the persistently low interest rates are exerting ever-increasing pressure on the profitability of that sector. While mixed insurance groups can to some extent offset the impact of these adverse financial conditions on their life insurance business with the good results achieved in the non-life segment via their efforts to improve cost management, pure life insurance companies are particularly vulnerable, especially as many of them still hold contracts in their portfolio offering guaranteed yields well above the returns that can currently be obtained on the financial markets.


    This severe constraint obliges insurance companies to take long-term measures, some being aimed at improved matching of the assets and liabilities while others restrict the distribution of profits to policy-holders and shareholders when that proves necessary to preserve long-term solvency. Several years ago, in order to back up these measures, the Bank required insurers facing such a situation to form an ‘additional’ technical provision. Income from the assets covering that provision must be added to the income generated by the assets representing the life insurance provision, in order to guarantee the interest rate level promised in the contract.


    Up to 2012, insurance companies which could demonstrate that the financial flows generated by their covering assets were sufficient to meet the liabilities arising from their insurance contracts could apply for exemption from creating this additional provision. That option has since been abolished as the current economic situation makes it likely that interest rates will remain at a low level for quite some time.


    In accordance with the current insurance supervision law, the Bank, as the supervisory authority for insurance companies, is responsible for setting the maximum reference interest rate on long-term life insurance contracts (more than eight years) and revising it as circumstances change. In that connection, the Bank proposed cutting this maximum reference interest rate from 3.75% to 1.5% owing to the current market developments. At the beginning of January 2016, the Minister of the Economy used his power of evocation to set the maximum reference interest rate at 2%, thus bringing it into line with the regulations on supplementary pensions.


    Looking ahead, the new SolvencyII Law provides for a mechanism whereby the maximum reference interest rate is fixed once a year, and for the first time on1January2017. Under the new regime, the Minister of the Economy retains the option of approving, amending or rejecting the new maximum interest rate. The mechanism for calculating the maximum reference interest rate proposed under the new legislation should more accurately reflect the current market conditions and prevent distortions of competition that could be contrary to the consumer’s interests. The Bank also welcomes the agreement between the social partners on the revision of the system of guaranteed minimum interest rates for group insurance and pension contracts, as laid down by the Law of 28April 2003 on supplementary pensions. That agreement was enshrined in the Law of 18December 2015 and means that, from 1January 2016, the minimum guaranteed interest rates will likewise reflect market conditions more closely.

  


  [image: 5676.png]


  
    Box12Shadow banking in Belgium


    The FSB defines shadow banking as a “credit intermediation involving entities and activities outside the regulated banking system”, and renders that definition applicable in practice by including in the national financial accountswhich are drawn up on the basis of a residence criterion  money market investment funds, non-money market investment funds, other financial intermediaries, financial auxiliaries and non-institutional lenders in a multinational group (captive financial institutions and money lenders). That is the broad definition of the shadow banking system(1).


    
      (1) There are financial interconnections between the various entities of the financial sector as a whole and in the shadow banking sector in particular. Those interconnections lead to double counting if their assets are added together. That applies, for example, to insurance companies that invest in investment funds, orinvestment funds that invest in other funds.

    


    The Bank applies this basis of international comparison while adapting it in the light of the systemic risks associated with the activities of those sectors in Belgium. For that purpose, the Bank has adopted a criterion which is both narrower in some respects and wider in others to take account of the specific characteristics of the Belgian financial sector. The criterion is made narrower by excluding financial institutions and non-institutional lenders operating within a multinational group, on account of their specific nature. Although these institutions have expanded significantly, thanks first to the attractiveness of the coordination centres and then the notional interest deduction system (their assets totalled €460 billion in the second quarter of the year under review, or 55% of the broad indicator), they nevertheless effect mainly intra-group transactions and engage in hardly any investment or borrowing with external institutions (such as banks). They therefore do not have any credit intermediation function.


    Conversely, the Belgian criterion was widened concerning the coverage of investment funds. These form a major category in shadow banking which has expanded greatly in recent times. To obtain a more comprehensive overall view of this sector, the assets of Belgian funds were extended to include acquisitions by Belgian residents of units in investment funds based in other countries but marketed in Belgium, often managed by resident banks. However, no data are available before the year 2013.
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    A review of the growth of the various financial market segments reveals that the expansion of the assets of the largest sector  the banking sector  stagnated in 2008 when a major restructuring of the banking industry was undertaken, following the economic and financial crisis. Since 2013, the sector has resumed a slow upward trend. During the crisis, shadow banking continued to gain ground, and  defined according to the broad criterion  it continued to grow until 2012, when it stabilised at roughly €850 billion or 36% of the global financial sector. That stabilisation was not seen in either the EU or the euro area. On the contrary, in 2014 and at the beginning of the year under review, the sector continued to grow strongly. It also recorded steady growth according to the narrow Belgian criterion, and, in the second quarter of the year under review, represented 16% of the financial sector as a whole, or €381 billion; that rises to €551 billion if Belgians’ investments in foreign funds are included.


    The recent growth of the shadow banks is due largely to the success of investment funds, attributable to investors’ search for yield in a low interest rate environment. In regard to Belgian investment funds, it is mainly mixed funds offering investment in equities and bonds that have enjoyed increasing success since 2011. Apart from net purchases of fund units which remained positive during the year under review, price effects also contributed to the rise in the outstanding amounts. As a result of these two factors combined, Belgian investment funds recorded an outstanding total of €144 billion at the end of the second quarter in the year under review. Belgian residents also invested €169 billion in foreign funds.
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    B.Recovery and resolution


    1. Introduction


    In 2015, the work on common risk prevention and risk-sharing mechanisms in the financial sector continued. The Bank made progress in a number of areas concerning the framework for the recovery plans of credit institutions. For instance, it published Communications on the content of the full recovery plans, and on the nature of simplified recovery plans and the conditions for applying them. Apart from the minimum list of indicators that the recovery plans must contain, the Banking Law stipulates that credit institutions must include in their monitoring system indicators relating to encumbered assets. Thresholds in that respect were set during the year under review. Section 2 of this chapter discusses these points.


    As stated in the 2014 Report, the resolution arrangements for credit institutions and certain investment firms were considerably improved in 2014. First, the legal framework was totally revamped in order to introduce new, harmonised resolution instruments in the European Union; that increased the scope for intervention by the authorities. Next, in connection with the implementation of the banking union, the introduction of the single resolution mechanism which is now the second pillar of that union made fundamental changes to the institutional architecture. In many Member States including Belgium, and within the banking union, the year 2015 was dominated by the operationalisation of the legal and institutional changes introduced in 2014, which are described in section 3 of this chapter. Practical manifestations of this included the launch of the work of the Resolution College at the Bank and participation in a number of pilot projects for the preparation of transitional resolution plans. Progress was also achieved in setting up the third pillar of banking union, namely the common deposit guarantee system.


    At European level, the work on the insurance sector’s recovery and resolution plans, discussed in section 4, is now in the development phase. Where Belgium is concerned, the Bank can impose a recovery plan on certain undertakings and, as the prudential supervisory authority of a large insurance company forming part of a global systemically important insurer (G-SII), it has taken part in the work of a Crisis Management Group.


    The Communication published by the Bank, setting out the requirements for the recovery plans of financial market infrastructures, is discussed in detail in section 5. These plans are based on the banks’ recovery plans, adapted in line with the sector’s specific characteristics.


    2. Banks


    2.1 Recovery plans


    A recovery plan is a management strategy aimed at preventing the failure of a credit institution in a serious stress situation. It requires identification of scenarios which are sufficiently serious to threaten the institution’s survival, taking account of its business model, risks and vulnerabilities. The scenario must be more extreme than those used for other regulatory exercises, such as stress tests for the supervisory authorities. The purpose of the recovery plan is not to predict the factors that could trigger a crisis but rather to identify the available options for responding to a crisis and to assess whether those options are sufficiently robust. The recovery plan must exclude from consideration any exceptional form of state or central bank support.


    In 2015, the Bank published three Communications in connection with the preparation of the recovery plans. They are discussed in the sub-sections below.


    2.1.1 Contents of the full recovery plans


    In its Communication dated 8April 2015(1), the Bank described the content of full recovery plans. This Communication is meant as a user-friendly instrument which credit institutions and parent companies can use to draw up recovery plans; it sets out in a single document the requirements of the Bank Recovery and Resolution Directive (BRRD(2)), the EBA’s regulatory technical standards on the content of recovery plans(3), and the EBA’s Guidelines on the range of scenarios to be used in those plans(4). This Communication will be updated to incorporate the latest EBA Guidelines on the minimum list of qualitative and quantitative indicators that recovery plans must include(5). Since the SSM is responsible for determining the content of the recovery plans of banks considered significant, the Bank’s Communication only applies directly to banks considered less significant. However, the guidelines may also be useful for the preparation of the recovery plans of significant banks because the Bank’s Communication collates all the requirements in the EBA documents, whereas the SSM does not provide specific guidelines on the content of the recovery plans.


    
      (1) Communication NBB_2015_17of 8April 2015“Recovery plans  Guidelines for credit institutions”.


      (2) Directive 2014/59/EU of the European Parliament and of the Council of 15May 2014establishing a framework for the recovery and resolution of credit institutions and investment firms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations (EU) No. 1093/2010and (EU) No. 648/2012, of the European Parliament and of the Council.


      (3) EBA/RTS/2014/11of 18July 2014on the content of recovery plans under Article 5(10) of Directive 2014/59/EU establishing a framework for the recovery and resolution of credit institutions and investment firms.


      (4) EBA/GL/2014/06of 18July 2014on the range of scenarios to be used in recovery plans.


      (5) EBA/GL/2015/02of 6May 2015on the minimum list of qualitative and quantitative recovery plan indicators.

    


    A full recovery plan must contain five components. The first sets out the main conclusions of the analysis included in the recovery plan and summarises the institution’s assessment of its recovery capacity. The second part concerning governance and monitoring describes the process whereby the recovery plan was drawn up and approved. It also includes another crucial element, namely a description of the process for triggering activation of the recovery options. The framework for recovery plan activation must include a set of indicators so that stress can be detected at a sufficiently early stage for institutions to take steps to rectify their situation. Institutions are expected to describe the early warning system in the recovery plan monitoring framework together with the threshold values set for the indicators and the points at which the escalation process will be triggered. The third section comprises the strategic analysis, which can be regarded as the central feature of the recovery plan. It includes the following components: a description of the core business and critical functions of the institution; quantitative details of the stress scenarios which would present a serious shock for the institution; and quantitative and qualitative analyses of potential recovery options which the institution could activate in order to recover from a shock. The fourth section, the communication plan, has to describe how the institution would notify interested parties within the institution and outside it of the activation of the recovery plan. Finally, the last section sets out the preparatory measures taken by the institution to facilitate the implementation of the recovery options if necessary, and to improve their effectiveness.


    To provide further assistance for the banks in drawing up their recovery plans, the Bank’s Communication gives more details on the information mentioned in the EBA documents, particularly on certain aspects specific to the various sections of the plan. This Communication likewise contains templates to be used by the banks for supplying certain information that must be included in the plan. These templates help to ensure that the banks provide all the information required for recovery plans, and also facilitate assessment of the plans by the competent authorities.


    Before the adoption of the Banking Law in 2014, the Bank was already working with a number of Belgian banks on the development of their recovery plans. The Banking Law stipulated that all banks which had not yet submitted a recovery plan to the Bank must do so within 18months following publication of the Law, i.e. by 7August 2015at the latest. The banks subject to the full-scale recovery plan requirements have now submitted their plans. The Bank is currently assessing those plans, either in its capacity as the direct supervisory authority or in collaboration with the SSM in the case of banks subject to direct ECB supervision.


    2.1.2 Simplified recovery plans


    The requirements for simplified recovery plans comprise two components: (1) identification of the banks eligible for simplified recovery plan obligations, and (2) specification of the nature of those simplified obligations. Regarding the first component, Article 113of the Banking Law stipulates that the authorities may decide to apply the simplified recovery plan obligations to institutions which “are found to be non-systemic and whose failure and subsequent winding-up under normal insolvency proceedings would not be likely to have a significant negative effect on financial markets, on other institutions, on funding conditions or on the wider economy”. The Belgian D-SIBs can never be eligible for simplified obligations. On this subject, the BRRD lists the criteria to be applied in that assessment and mandates the EBA to draw up Guidelines specifying those criteria in detail.


    In September 2014, the EBA published draft Guidelines for determining the banks eligible for simplified obligations; the final Guidelines(1) were published in July 2015. These guidelines contain a list of mandatory indicators that the authorities must use to determine whether a bank is eligible for the simplified obligations. Those indicators are divided into the following categories: size, interconnectedness, scope and complexity of the activities, risk profile, legal status, nature of business, shareholding structure and legal form. The EBA also sets out a number of optional indicators which the competent authorities may use. The Bank applied the EBA methodology in identifying the banks eligible for simplified obligations and duly informed the banks in question.


    
      (1) EBA/GL/2015/16of 7July 2015on the application of simplified obligations.

    


    As regards the nature of the simplified obligations and the terms for applying them, the Banking Law (Article 113, §2) specifies that the mandatory content of the recovery plan can be reduced and the annual updating obligation may be relaxed, while the deadline for first submission of the recovery plan may be extended. Although the BRRD specifies criteria for identifying the banks eligible for simplified obligations, it contains no criteria on the content of simplified recovery plans. The competent authorities are free to take decisions on the content of simplified plans, or classify banks into categories and apply similar requirements to all banks in the same category.


    In June 2015, the Bank published a Communication with guidelines on the content of simplified recovery plans . These simplified plans must contain the same basic components as full-scale plans, but with significantly less detailed data and a less detailed quantitative analysis. More specifically, banks producing a simplified plan are subject to fewer obligations regarding the detailed description and quantification of recovery scenarios and in regard to the quantitative analysis of the impact of any recovery options. The Bank’s Communication on simplified recovery plans enables the eligible banks to draw up a recovery plan tailored to their size, business model and complexity. The guidelines also postponed to 31December 2015the deadline for the banks’ submission of their first recovery plans to the competent authorities.


    2.1.3 Asset encumbrance indicators


    As mentioned above, the description of the recovery plan activation process is an essential component of the plan and contains a set of quantitative indicators used to detect stress at an early stage. While the EBA Guidelines on indicators for recovery plans contain the minimum list of indicators which must be included in every recovery plan, the Banking Law also stipulates that the banks must include indicators of asset encumbrance in their recovery plan monitoring frameworks. In the event of bankruptcy, creditors have an individual priority claim on these specific encumbered assets, which implies that the assets are no longer available to cover the depositors’ preferential right. The reason for the requirement in the Banking Law is that an increase in the encumbered assets often accompanies the start of stress on financial institutions, as creditors of struggling institutions insist on more secured loans rather than unsecured loans. Indicators of encumbered assets can help to ensure that banks have sufficient unencumbered assets on their balance sheet to cover their deposit and other unsecured liabilities in the event of the bank’s resolution.


    The inclusion of asset encumbrance indicators in the banks’ recovery plans is specific to Belgium and is not a BRRD requirement. The Banking Law stipulates that banks must take account of two indicators of asset encumbrance to ensure that sufficient unencumbered assets are available at all times to cover the deposits eligible for the deposit guarantee, for which the Banking Law specifies preferential treatment. The Regulation on Asset Encumbrance(1), which accompanies the Banking Law, defines these two asset encumbrance indicators and specifies for each indicator the range of values within which the thresholds applicable to specific banks must lie. The Bank then has to determine the bank-specific threshold values so that the values are within the range stipulated in the Regulation.


    
      (1) National Bank of Belgium Regulation of 1April 2014concerning encumbered assets in connection with recovery plans.


      

    


    Each indicator is calculated individually as a ratio of unencumbered assets over deposits eligible for the deposit guarantee. The two indicators differ in their definition of unencumbered assets. The narrow indicator uses a more conservative criterion than the broad indicator for measuring unencumbered assets. More specifically, the narrow indicator estimates the assets which will probably be unencumbered if the bank goes into resolution. That indicator implicitly takes account of the fact that some of the assets which are currently unencumbered could become encumbered if the bank were to encounter stress and before a resolution procedure is actually launched. In contrast, the broad indicator focuses only on assets which are currently unencumbered, and disregards certain assets which would be expected to become encumbered in the normal course of business, and not as a result of stress.


    The Banking Law and the accompanying Regulation set two specific thresholds for each indicator: an “early warning (or ‘flashing-light’) threshold” and a “recovery plan threshold”. The flashing light threshold serves as a warning signal at an early stage of stress, enabling the institution to analyse the underlying cause of the declining value of the indicator and to keep a close eye on the situation. If the “recovery plan threshold” is breached, the institution has to activate the escalation process for its recovery plan, which means that the recovery or crisis committee must meet to determine whether the institution is in, or on the verge of, a recovery phase, and whether it is necessary to implement any recovery plan options. Although the credit institution has to notify the supervisory authority if either the early warning threshold or the recovery threshold for either of the indicators is exceeded, it is important to point out that if one of the encumbered asset indicator thresholds is exceeded, that does not automatically lead to activation of the recovery options.


    The range of threshold values for the asset encumbrance indicators within which all bank-specific indicators must lie is specified as follows in the Regulation: from 80% to 100% for the narrow indicator and from 100% to 135% for the broad indicator(1). In April 2015, the Bank published a Communication stating the bank-specific thresholds for these asset encumbrance indicators(2). In order to determine the bank-specific thresholds, the Bank decided  at least for the current period  to define a small number of categories of banks on the basis of the proportion of their funding obtained from deposits eligible for the guarantee system, and to set indicator thresholds for each of those categories. This implies that all banks in the same category must respect the same indicator threshold values(3).


    
      (1) It should be noted that, since the narrow indictor is a “forward” indicator, it is based on a criterion for encumbered assets that exceeds the actual value of the assets currently encumbered. For this indicator, a value of less than 100% therefore need not imply that the current level of unencumbered assets is lower than the guaranteed deposits.


      (2) Communication NBB_2015_18of 9April 2015“Recovery plans  Obligations concerning encumbered assets”.


      (3) The thresholds set in the Communication may be adjusted in the future, both on the basis of changes in the liquidity rules, used in the definition of the narrow asset encumbrance indicator, and on the basis of any experience concerning false alarms following an overshoot of the current indicator thresholds.

    


    2.2 Resolution


    2.2.1 Institutional framework


    Regulation (EU) No. 806/2014(1), known as the SRM Regulation, which establishes the single resolution mechanism, was implemented in 2015. The SRM comprises the Single Resolution Board, all the national resolution authorities of the Member States participating in the banking union, the European Commission and the EU Council.


    
      (1) Regulation (EU) No. 806/2014of the European Parliament and of the Council of 15July 2014establishing uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the framework of a Single Resolution Mechanism and a Single Resolution Fund and amending Regulation (EU) No. 1093/2010.

    


    The BRRD assigns two separate roles to the European Union resolution authorities. First, they are responsible for developing resolution plans for all credit institutions and banking groups, and second they are the ones to manage the resolution process that deals with a bank failure. The SRM Regulation defines the allocation of these tasks and responsibilities between the Single Resolution Board and the national resolution authorities. Thus, the Single Resolution Board is responsible for drawing up the resolution plans and adopting all resolution decisions relating to institutions regarded as significant in accordance with Article 6of Regulation (EU) No. 1024/2013(1), known as the SSM Regulation, institutions subject to the direct supervision of the ECB, and cross-border groups. The national resolution authorities perform the same tasks and exercise the same responsibilities in relation to institutions which do not come under the Single Resolution Board remit. The national authorities must also ensure that the decisions of the Single Resolution Board are actually implemented.


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


      

    


    The Single Resolution Board comprises a chair, a vice-chair, four other full-time members and a representative of each national resolution authority of Member States participating in the banking union. The chair, vice-chair and the four other full-time members were appointed on 19December 2014and took up their duties in the first quarter of 2015.


    In 2015, the Single Resolution Board met five times in plenary session. During those plenary sessions, the Board adopted a number of administrative or organisational decisions and defined the policy guidelines on resolution plans, the resolution process and the operationalisation of the Single Resolution Fund. To work out these positions, the Single Resolution Board set up four committees, mainly composed of the Single Resolution Board and the national resolution authorities; the committees focused respectively on cooperation between the Single Resolution Board and the national authorities, the methodology for developing resolution plans, decision-making and procedures to be followed when an institution goes into resolution, and the Single Resolution Fund. In the future, the Single Resolution Fund is also to manage the European Deposit Insurance Scheme, which is outlined in box 13.


    
      [see Box 13]

    


    The Single Resolution Board acts jointly with the national resolution authorities. In Belgium, the Organic Law(1) designated the Bank as the national resolution authority. In accordance with the BRRD and in order to ensure segregation between the prudential tasks and resolution activities, the Organic Law established a new body at the Bank, namely the Resolution College, chaired by the Bank’s Governor. Apart from the Governor, the Resolution College is composed of the Vice-Governor, the Directors responsible for the Departments in charge of the prudential supervision of banks and stock-broking firms, prudential policy and financial stability, and the resolution of credit institutions, the Chairman of the Board of Directors of the Federal Public Service Finance, the officer in charge of the Resolution Fund, four members appointed by the King by Decree deliberated in the Council of Ministers, and a magistrate appointed by the King. The Chairman of the Financial Services and Markets Authority (FSMA) attends the meetings of the Resolution College in an advisory capacity.


    
      (1) Law of 22February 1998establishing the Organic Statute of the National Bank of Belgium.


      

    


    The Royal Decree of 22February 2015(1) determines the operating procedures of the Resolution College. It specifies that the Resolution College meets at least four times a year and whenever circumstances so require. The Decree also lays down the arrangements for decision-making, including the quorum requirements. Finally, it also determines the conditions governing the exchange of information by the Resolution College within the Bank and externally.


    
      (1) Royal Decree of 22February 2015determining the rules on the organisation and operation of the Resolution College, the conditions relating to the exchange of information by the Resolution College with third parties, and the measures to prevent conflicts of interest.

    


    Since the Decree appointing the Resolution College members was adopted on 10April, it was possible to hold the first meeting of the College during the second quarter of the year. In 2015, the Resolution College met twice, and on three occasions had to pass decisions by a written procedure.


    2.2.2 Legal framework


    The major part of the transposition of the BRRD was carried out in 2014with the adoption of the Banking Law. Certain elements could not be transposed into Belgian law at that time as the new Banking Law was adopted before the finalisation of the BRRD. Those elements therefore had to be transposed later. However, certain provisions of the Banking Law empower the King to complete the transposition of the Directive in some areas. These include elements concerning bail-ins, the treatment of groups, and relations between the authority and third countries.


    The Royal Decree of 18December 2015(1) contains provisions introducing the bail-in tool into Belgian law. Those provisions ensure accurate transposition of the bail-in arrangements laid down in the BRRD. Via a bail-in, shareholders and creditors of the institution being resolved contribute towards financing the institution by having to bear all or part of the losses that they would have suffered if the institution had been wound up under a normal insolvency procedure, i.e. in Belgian law a bankruptcy procedure. The scope of these arrangements is specified in the BRRD, which provides for the exclusion of certain creditors (such as depositors covered by the deposit guarantee, i.e. up to € 100 000, or secured creditors). These provisions will have to be applied by the Resolution College in cases where it has sole competence, but also as a supplement to the provisions of the SRM by the Single Resolution Board in the case of Belgian credit institutions for which it has competence.


    
      (1) Royal Decree of 18December 2015amending the Law of 25April 2014on the legal status and supervision of credit institutions.


      

    


    Since the transposition of the BRRD by the Banking Law concentrates on individual credit institutions, it does not deal with aspects concerning the problem of groups or aspects relating to international cooperation. The Royal Decree of 26December 2015(1) completed the transposition of these aspects of the BRRD.


    
      (1) Royal Decree of 26December 2015amending the Law of 25April 2014on the legal status and supervision of credit institutions in regard to the recovery and resolution of groups.

    


    The transposition of the BRRD will be finally completed when the provisions on the resolution financing arrangements have been transposed into Belgian law and the scope of the transposed provisions has been extended to investment firms.


    2.2.3 Transitional resolution plans


    As 2015can be regarded as a transitional year, the Single Resolution Board asked each national resolution authority in the banking union  including the Bank  to draw up three transitional resolution plans, each intended for a group for which the Single Resolution Board has competence. These transitional resolution plans are the first step towards the development of resolution plans conforming to the BRRD in 2016.


    A resolution plan comprises a number of sections. It begins by describing and analysing the institution or group concerned and sets out a range of information as the basis for assessing its critical activities and the way in which they depend on or are interconnected with other internal and external functions. The maintenance of these critical functions during resolution is one of the aims of the resolution procedure. Each resolution plan also describes a preferred resolution strategy. The preferred resolution strategy determines the entity or entities (defined as resolution strategy entry points) that will absorb the resolution losses, and defines how the institution or group could be restructured to restore its viability and separate the sound business from the problem activities, or with a view to its partial or total liquidation. In this connection, the resolution plan likewise addresses the question of operational continuity and aspects relating to communication. Finally, it concludes with an assessment of resolvability.


    For the purpose of drawing up these plans, the Single Resolution Board set up six pilot projects with internal resolution teams (IRTs) composed of members of the Single Resolution Board and staff of the national resolution authorities covering six different European banking groups. Each IRT aims to devise a resolution plan for the banking group concerned. The Bank took part in two of these IRT pilot projects.


    One of the tools which is available to the resolution authorities and must be defined in the resolution plan is the minimum requirement for own funds and eligible liabilities (MREL). The BRRD stipulates that all credit institutions and their parent companies must maintain a certain level of liabilities to which a bail-in can be applied. These consist of capital instruments, provided they are fully paid-up and have a maturity of at least one year, but also certain liabilities held by unsecured creditors with a maturity of at least one year. However, the Directive does not specify the amount of the requirement, which has to be determined case by case.


    To regulate the way in which the level of the MREL is determined and harmonise it at technical level, the EBA adopted a draft of the regulatory technical standards on 3July 2015, defining the methodology to be used to determine the level of that requirement. The draft regulatory technical standards break down the level of the MREL requirement into two cumulative components. The first is the amount necessary to absorb the losses that led the institution or group into a resolution situation. That amount is defined on the basis of the prudential capital requirements. The second is the amount needed to recapitalise the institution or group in the course of the resolution process. That amount, which is likewise based on the prudential capital requirements, can be adjusted downwards if, for example, it is found that the institution or group can be liquidated under normal insolvency procedures and therefore does not have to be recapitalised, or if only part of the activities must be maintained during resolution. It can also be adjusted upwards if it emerges that the level of capital necessary to restore market confidence after a resolution process is likely to exceed the prudential requirements.


    In 2015, the Single Resolution Board and the Bank did not determine the individual MREL levels for Belgian institutions for which they are respectively competent since the Single Resolution Board did not formally adopt any resolution plans in 2015. That requirement will gradually be defined in individual cases in 2016during finalisation of the resolution plans.


    Apart from the requirements specific to the European framework, the FSB has also defined the terms of its total loss-absorbing capacity (TLAC), requirement, announced on 9November 2015(1). That requirement applies only to G-SIBs and therefore does not concern the entire scope of the BRRD. Unlike the MREL, the TLAC requirement defined by the FSB is based on the fixing of a minimum threshold. The TLAC requirement is defined as equal to 16% of the risk-weighted assets from 2019and 18% from 2022, or  if that requirement is greater  6% of the denominator of the leverage ratio from 2019or 6.75% from 2022. Most of that requirement must be met by subordinated liabilities, regardless of whether the subordination is legal, contractual or structural. At least one-third of the requirement must be met by debt instruments. The FSB also stipulates that part of the loss-absorbing capacity must be placed in advance with group entities regarded as material.


    
      (1) Financial Stability Board (2015), “Principles on Loss-absorbing and Recapitalisation Capacity of G-SIBs in Resolution”, Total Loss-absorbing Capacity (TLAC) Term Sheet, 9November.

    


    In that context, and in order to facilitate the implementation of the TLAC rules, a number of Member States have adjusted the creditor ranking applicable to the insolvency arrangements in order to ensure that certain liabilities subject to a bail-in are subordinated to other liabilities whose contribution to a bail-in would be more problematic. For example, in November 2015, Germany adopted a system whereby holders of bonds issued by credit institutions are subordinate to other unsecured creditors of the institution concerned in the creditor ranking. In December 2015, France similarly announced a draft reform of the creditor ranking that aims to divide unsecured creditors into different categories. This reform would make it possible to issue debt securities in a new unsecured category, ranked between subordinated instruments and the category of preferential unsecured liability instruments.


    The Royal Decree transposing the bail-in rules into Belgian law does not alter the creditor ranking applicable to a liquidation procedure. Following the drafts adopted or announced in some Member States, the European Commission decided to assess whether it would be desirable to adopt common rules for the European Union. Belgium’s position could be modified depending on the European Commission’s conclusions and changes to legislation in the other Member States.


    2.2.4 Contribution to the Single Resolution Fund


    The BRRD requires each Member State to establish a national resolution fund by 1January 2015. That fund, pre-financed by the levying of contributions from credit institutions and investment firms, should reach a target level of at least 1% of the total amount of deposits covered by no later than 31December 2024.


    The SRM Regulation establishes the Single Resolution Fund in the banking union on 1January 2016. It takes the place of the national resolution funds for credit institutions and investment firms covered by that legislation. Its target level is set at a minimum of 1% of the total amount of the deposits covered for relevant institutions licensed in the banking union (i.e. almost € 55billion). The fund must be created within eight years.


    In 2015, it was for the national resolution authorities to levy contributions to the resolution fund. From 2016, the Resolution Board will take over that responsibility, in collaboration with the national resolution authorities.


    The method of calculating the resolution fund contributions is determined by Delegated Regulation (EU) 2015/63(1). In order to clarify its implementation in Belgium, the Resolution College adopted a Circular on 23November 2015. That Circular clarifies the definitions in the Commission’s Delegated Regulation and the assumptions and methods used in its application.


    
      (1) Commission Delegated Regulation (EU) 2015/63of 21October 2014 supplementing Directive 2014/59/EU of the European Parliament and of the Council with regard to ex ante contributions to resolution financing arrangements.

    


    Following the adoption of this Circular, the Resolution College notified the various credit institutions and investment firms subject to the Single Resolution Fund of the contributions which they would have to pay in 2015. Those contributions were paid into the national resolution fund which, under the intergovernmental agreement on the transfer and mutualisation of contributions to the Single Resolution Fund, will pay them over to the Single Resolution Fund by no later than 31January 2016. The Single Resolution Board will take account of the contributions collected in 2015and transferred to the Single Resolution Fund and deduct them from the amount payable by each institution.


    3. Insurance undertakings


    The work on recovery and resolution plans for the insurance sector is still in the development phase at European level. The main reference documents come from the FSB and the International Association of Insurance Supervisors (IAIS), to which the FSB assigned the task of devising policy measures in this field. At FSB level, it concerns the list of global systemically important insurers (G-SIIs) produced in July 2013 and updated in October 2015, and the “Key Attributes of Effective Resolution Regimes for Financial Institutions” published in October 2014. At IAIS level, the document in question is entitled “Developing Effective Resolution Strategies and Plans for Systemically Important Insurers” (in consultation since November 2015). In regard to Belgium, the Bank may, pursuant to the Solvency II Law, require certain undertakings to prepare recovery plans (on this subject, see sub-section 5.1.2of the chapter on Insurance).


    In this context and in parallel with this work, the Bank, as the prudential supervisor of a large Belgian insurer forming part of a group classed as a G-SII (joint decision in July 2013by the FSB, the IAIS and the national authorities concerned), took part in the work of a Crisis Management Group (CMG) set up at the beginning of 2014under the aegis of the Autorité de contrôle prudentiel et de résolution (ACPR), the French Prudential Supervisory Authority .


    The main tasks of this CMG are:


     validation of a Systemic Risk Management Plan, a document stating the reasons why the group in question was considered as a G-SII and explaining how the group manages those systemic risks;


     validation of a group recovery plan which includes extreme stress scenarios, clearly defined thresholds and recovery options;


     validation of a Liquidity Risk Management Plan describing the measures for addressing a liquidity problem within the group;


     definition of a resolution strategy for the group concerned and drafting of the group resolution plan;


     carrying out a “resolvability assessment” in order to assess the group’s resolvability;


     in the longer term, introduction of future supplementary capital requirements for non-traditional or non-insurance activities, known as Higher Loss Absorbency Requirements (HLA).


    The main subjects discussed by this CMG concern analysis of the group recovery plan (produced by the group concerned). One of the points discussed related to the determination of the critical functions, i.e. functions whose sudden interruption could disrupt the real economy and financial stability. At present, two branches of activity have been classed as “sensitive” from an economic and social point of view, namely the “industrial accidents” branch and branch 21. Another subject discussed was the identification of critical shared services, i.e. services shared within a group and necessary for the performance of critical functions. The work began by determining a set of services featuring that characteristic. These are mainly financial services (cash management, trading activity, asset management, reinsurance, etc.) and operational services (ICT infrastructure, personnel management, etc.).


    In regard to definition of the resolution strategy and preparation of a group resolution plan, the current discussions concern the selection of a strategy: TopCo (organising resolution at the level of the holding company at the top of the pyramid) or OpCo (organising resolution at the level of the operating companies). The draft resolution plan comprises two sections: a section on the ultimate parent company at group level and transversal questions, and a section specific to the resolution options feasible for the local entities concerned. In the case of the Belgian insurer, two scenarios were examined: default by the ultimate parent company at group level, and default by the Belgian entity. In each case, various resolution tools were considered: on the one hand, stabilisation or restructuring instruments (sale or transfer of shares to a third party or a bridge institution), sale or transfer of insurance contract portfolios, branches of activity or total assets, recapitalisation) and on the other hand, instruments for scaling down the business or for orderly winding-up (run-off) and voluntary or compulsory liquidation.


    4. Financial market infrastructures


    Following the publication of the guidelines concerning the recovery of financial market infrastructures (FMIs) in the report by the Committee on Payments and Market Infrastructures International Organisation of Securities Commissions (CPMI-IOSCO)(1), the Bank published a Communication clarifying the recovery plan requirements for FMIs(2). Some FMIs, such as Euroclear Bank, also have bank status and were already obliged to respect the requirements concerning bank recovery plans described above. For FMIs without bank status, there were not previously any detailed recovery plan requirements. The Communication for FMIs is based on that concerning bank recovery plans(3), but tailored to the specific characteristics of FMIs. The main differences compared to the communication for banks concern the sections on “governance” and “strategic analysis”. In the Communication on FMIs two additional sections are added, namely “structural weaknesses” and “links between FMIs”, and there is provision for the option of sharing information from a cross-border market infrastructure’s recovery plan with other authorities concerned.


    
      (1) Recovery of Financial Market Infrastructures  Bank for International Settlements and International Organisation of Securities Commissions (October 2014).


      (2) Communication NBB_2015_22of 23July 2015 Recovery plans- Specific guidelines for Belgian credit institutions and Belgian parent companies of credit institutions which also have the legal status of a central securities depository (CSD) or institution equivalent to a settlement institution, and for Belgian CSDs which do not have the legal status of a credit institution.


      (3) Communication NBB_2015_17of 8April 2015“Recovery plans  Guidelines for credit institutions”.

    


    In regard to governance, FMIs have to add a description of the consultation of the stakeholders (such as participants or linked FMIs). Since the FMI recovery plan may also include the allocation of losses to third parties, it is important that those who will bear the losses are consulted during the development and implementation of the plan. On the other hand, the requirements relating to retail deposits which FMIs do not have were deleted.


    In the strategic analysis section, the definition of the critical functions was extended to include functions which are necessary for the smooth operation of payment, clearing and settlement systems. The authorities concerned and the stakeholders must also be consulted in the course of identification of the critical functions. In the case of groups, the plan must also include a description of the financial, operational and legal links between the various legal entities within the group. In regard to stress scenarios, the FMIs must take account of not only capital and liquidity shocks but also cumulative business losses, as FMIs obtain most of their income from transaction and custody fees. Apart from traditional recovery instruments such as recapitalisation or access to liquidity sources, FMIs must also include instruments which are specific to them. They must have sufficient financial resources to absorb losses (such as equity capital or a guarantee fund containing money from the participants). These resources have to be pre-financed, which means that FMIs must already have the funds available before the losses materialise. The recovery plan must make provision for instruments to rebuild these financial resources once the buffers are exhausted. FMIs may have other specific recovery instruments such as insurance or indemnity contracts which help to compensate for losses arising from general business, custody or investment risks. Central securities depositories (CSDs) also have to analyse the relevance of instruments for assigning losses to participants, and instruments for transferring critical functions and/or intellectual property rights from an entity in recovery to another viable group entity. FMIs must assess the impact of the recovery instruments not only on their capital, liquidity and profitability but also on the provision of critical services or on other group entities. They must also verify the appropriateness of each recovery instrument on the basis of five specific characteristics:


     Comprehensiveness: the range of recovery instruments must determine exhaustively how the institution is to continue performing its critical functions in all relevant scenarios.


     Effectiveness: each instrument must be reliable and must have a sound legal basis.


     Transparency, measurability, manageability and controllability: instruments must be transparent and designed so that those who may face losses or liquidity shortfalls can measure, manage and control their potential losses and liquidity shortfalls.


     Creation of appropriate incentives for the institution’s participants and other relevant stakeholders to monitor the size of the risks that they cause or face in the system and to assess the institution’s risk management.


     Negative impact on participants and on the financial system in general is kept to a minimum.

  


  
    Box13Towards a European Deposit Insurance Scheme


    On 24November 2015, the EC published a draft Regulation on the European Deposit Insurance Scheme (EDIS). In so doing, it laid the foundations for the third pillar of the banking union, alongside the existing single supervision and single resolution mechanisms.


    According to the draft Regulation, EDIS is to be phased in between 2017and 2024. In the first stage (2017-2019), the EDIS will provide limited reinsurance cover for national deposit guarantee systems (DGS) faced with a liquidity shortage upon compensation of depositors whose deposits have become unavailable, or upon having contributed towards the financing of a bank resolution. After this initial provision of liquidity, the DGS will be able to further limit its losses, e.g. by subrogation in the rights of the depositors in the event of bankruptcy. In the end, the DGS will have to reimburse the net losses to EDIS after deduction of a limited contribution from EDIS. To ensure that a DGS is not under-funded compared to the legal requirements of the DGS Directive(1), the contribution from the EDIS is capped at a percentage of the liquidity needs and losses that the DGS would face if it were funded in accordance with the legal requirements. This hypothetical rule is designed to prevent moral hazard.


    
      (1) Directive 2014/49/EU of the European Parliament and of the Council of 16April 2014on deposit guarantee schemes.

    


    In the second stage (2020-2023), EDIS will no longer operate as a reinsurer but will act jointly with the DGS as the depositors’ insurer. The share of EDIS in this insurance activity will increase from 20% in 2020to 80% in 2023, after which it will be the sole insurer for depositors from 2024onwards. From then on, the role of the national DGS will be confined to dealing with depositors and banks on behalf of EDIS. Thus, the DGS will compensate depositors and collect contributions from the banks on behalf of EDIS.


    The recently revised Directive on deposit guarantee systems is maintained as a single rule book and will be applied by EDIS. The level of cover remains set at € 100 000. The contributions from the banking sector also continue to be risk-based, and the target amount for funding is kept at 0.8% of covered deposits.


    
      [Return]
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    C.Banks


    1. Introduction


    The year under review was the first full year of operation of the SSM. In practice, this means that seven Belgian banking groups regarded as significant according to the criteria defined by the SSM Regulation are now subject to the direct supervision of the ECB: AXA Bank Europe, Argenta, KBC Group, Belfius Bank, Dexia, The Bank of New York Mellon and Bank Degroof Petercam (formerly Bank Degroof). This last bank underwent a comprehensive assessment during the year. The Belgian subsidiaries and branches of banking groups established in other countries participating in the SSM have the same classification as the banking group to which they belong. Thus, BNP Paribas Fortis and ING Belgium are classed as significant.


    For the first time, a Supervisory Examination Programme (SEP) was implemented and the governance of credit institutions was subjected to thematic and horizontal analysis. Section 2 gives more details on these aspects of the new supervision and on the inspections carried out under the SSM.


    The ECB paid particular attention to standardising the prudential supervision arrangements. The work started by focusing on the Supervisory Review and Evaluation Process (SREP) and resulted in the definition of the additional capital requirements for individual institutions (“pillar 2 requirements”). After that, it concerned the harmonisation of the options and national discretions. These two aspects and the other work of harmonisation, both quantitative and qualitative, are described in section 3.


    When harmonising prudential supervision practices and regulations, it is necessary to take account of the principle of proportionality. Apart from that challenge, good cooperation and mutual confidence between the national authorities and the ECB are vital to ensure high-quality supervision under the SSM. Furthermore, it is appropriate to make use of the national authorities’ expertise in the exercise of supervision. Finally, the development of procedures which is inevitable in the initial stage of the SSM and demands much attention must not be at the expense of regular risk analysis. It is also important to supplement supervision at consolidated level with more granular analyses of the main subsidiaries of large banking groups.


    The new microprudential supervision framework was introduced against the backdrop of continuing preparation and implementation of the national and international regulations (discussed respectively in sub-sections 4.1 and 4.2 of this chapter) and work on the quantitative and qualitative information that credit institutions are to submit periodically to the competent authorities (see sub-section 4.3). During the period under review, due attention was also paid to the governance of credit institutions; this was reflected, for instance, in the drafting of a governance handbook and a new detailed horizontal analysis of compliance with the rules on the remuneration policy (see sub-section 4.4).


    2. Mapping of the sector and operational aspects


    2.1 Population


    The Belgian banking landscape was again fairly stable in 2015, with a small decline in the number of branches. In the case of investment firms, there was no change.


    One Belgian bank exited the sector following the split after cessation of its business, while for the first time in years one new Belgian bank was registered, namely MeDirect Bank SA/NV. This new bank is the result of the conversion of the Belgian subsidiary of Mediterranean Bank, a Maltese credit institution, into a fully-fledged Belgian credit institution. This new credit institution was regarded as a less significant institution when it was licensed, but will be transferred to the significant credit institutions category from 2016because, following a takeover, the banking group to which it belongs is now considered a significant institution according to the SSM criteria, Consequently, the Belgian subsidiary and the Maltese parent company and other licensed group entities now come under the direct supervision of the ECB, and the Bank will become a member of the Joint Supervisory Team (JST) set up for the purpose under the SSM.


    [image: 9520.png]


    In 2015, the ECB also classed the Belgian bank Degroof Petercam (formerly Banque Degroof) as a significant institution on account of its cross-border activities. In accordance with the SSM rules, it subjected the bank to a comprehensive assessment of its financial situation, comprising an asset quality review (AQR) and a stress test. That exercise did not reveal any solvency problems, but offered the opportunity to assess the specific characteristics of the lending practices of that institution which specialises in discretionary asset management in the light of the general SSM methodology. The conclusions of that assessment will be taken into account in the regular supervision.


    The table lists the Belgian population of credit institutions incorporated under Belgian law, without their branches, grouped according to the classification criteria of the SSM Regulation.


    2.2 Supervision programme


    Since the entry into force of the SSM, much of the Bank’s supervisory work concerning Belgian credit institutions classed as significant is shared with the ECB. The SSM provides for close cooperation between the ECB and the national competent authorities (NCAs), and JSTs have been set up for that purpose for each significant Belgian banking group.


    [image: 9528.png]


    In 2015, these JSTs implemented for the first time a supervisory examination programme (SEP) drawn up at ECB level and approved by the Supervisory Board at the end of 2014. This programme, designed to be applicable to all large European banking groups, was converted into an individual programme for each credit institution, to take account of each institution’s size, specific characteristics and the general risk score which it was given in 2014at the end of the comprehensive assessment to which it was subject in that year.


    The SEP comprises various types of work, the frequency and scale of which depend on the factors mentioned above. It includes the preparation of periodic follow-up reports by type of banking risk, the arrangement of interviews with managers and representatives of the credit institution’s key functions, and the organisation of detailed thematic reviews conducted simultaneously in all institutions subject to direct ECB supervision. All this work contributes to the annual risk assessment and the assessment of the adequacy of the institution’s solvency and liquidity position.


    Of course, the implementation of this first programme of supervision at European level entailed adjustments at the level of both the ECB and the Bank, as initial problems emerged in the learning phase. Usually, this concerned the development of the methodologies and adjustment of procedures to local requirements and specific characteristics. In Belgium, for example, the supervision of significant subsidiaries of large banking groups subject to supervision on a consolidated basis plays a dominant role. This was the subject of much discussion in the various networks of experts and in the JSTs. The implementation of individual supervision programmes for each institution also entailed coordination to ensure both the continuity and the consistency of prudential practices at national level. Finally, to ensure the success of the SSM and the maintenance of effective cooperation between the NCAs and the ECB, the Bank kept and will continue to keep a close eye on the operational implementation of the matrix organisation involving functional links between the local teams and the ECB, while keeping the existing hierarchical links with the Bank.


    In regard to the less significant banks, the Bank is in the front line for conducting the supervision programme. Since the ECB also carries ultimate responsibility for these banks too, the SSM monitors these local and specialist banks at the second level, and agrees arrangements with the national supervisory authorities in order to adopt the same approach as far as possible in conducting the supervision. Furthermore, in developing its supervision instruments for this group of credit institutions, the Bank systematically checks whether such instruments already exist at the ECB (e.g. for supervising significant institutions) and whether they are applicable, taking account of the required proportionality, to smaller local and specialist institutions. In so doing, the Bank endeavours to make efficient use of resources and also intends to avoid any discrepancy between the supervision practices and instruments used for significant institutions and those applied to less significant institutions.


    2.3 Governance and aptitude testing


    Since the entry into force of the new Banking Law, the Bank’s supervision has become even more important in every aspect relating to bank licensing, and more particularly the assessment of the expertise and professional integrity of bank executives and officers responsible for key functions, such as internal audit, risk management, compliance (“fit & proper” checks), on the one hand, and the assessment of potential acquirers in the event of changes to the capital structure.


    Although, since the start of the SSM, the ECB takes the final decision on some institutions, the Bank and the ECB conduct this analysis jointly, with the Bank concentrating primarily on compliance with the specific provisions introduced by the Belgian legislature in transposing the CRD IV into the Banking Law.


    The required aptitude is assessed on the basis of the criteria and procedures laid down by the Belgian legislation, namely the Banking Law and the guidelines specified in a Circular(1), and the points for attention emerging from the collaboration with the ECB. More specifically, as regards the assessment of the candidates’ expertise, particular attention focuses on the training programmes offered by the institutions to inform candidates about the institution concerned and, where necessary, to update their technical knowledge in various fields. Candidates must also demonstrate that they can devote sufficient time to their duties; in the case of credit institutions classed as significant pursuant to Article 3, 30°, of the Banking Law, account must also be taken of the restrictions on the number of mandates defined by Article 62of the Law. Other points for attention concern the required collective expertise of the management board or advisory committees and the existence of a policy for identifying and managing conflicts of interest. This refers not only to conflicts of interest relating to personal or professional circumstances, but also conflicts of interest in regard to directors proposed by the government, e.g. as shareholders or in connection with state aid.


    
      (1) Circular NBB_2013_02of 17June 2013.

    


    Since governance is also one of the SSM’s main priorities, the SSM had planned to conduct an in-depth analysis in 2015on the governance of the banks subject to its supervision. The thematic analysis was conducted at consolidated level, but some subsidiaries classed as significant were also included in the exercise. It covered two topics: the operation of the banks’ management bodies (board of directors and executive committee)(1) and the risk acceptance framework(2) defined for pursuing their activities. The thematic analysis was conducted with due regard for national provisions on governance and risk management, but also took account of the recommendations issued on the subject at international level (such as the guidelines on corporate governance principles for banks, laid down by the Basel Committee in July 2015). The JSTs analysed the credit institutions’ documents and minutes and met their senior management in order to form an opinion on the quality of the governance and on the risk appetite of each credit institution concerned. In some cases, the JSTs attended a meeting of the board of directors as observers, which enabled them to assess the information presented to members of the board, the interaction between the executive and non-executive directors, and the quality of the discussions that precede decision-making.


    
      (1) Organisation, composition, quality of documentation and minutes, account taken of the “risk” dimension in discussions.


      (2) Quality of the risk appetite framework, assessment of limits and indicators, governance and strategy followed.

    


    In general, as regards governance (composition and organisation of the board of directors), the Belgian banks perform better than the average for all credit institutions under the SSM. Conversely, the assessment of the framework for risk acceptance shows that the Belgian banks need to go into more detail in their discussions and produce more formal documentation on the subject. The “risk” committee that has to advise the board of directors should be able to make a contribution here.


    In any case, good governance will always be an important point for attention. This thematic analysis will have enabled the ECB to assess the governance situation in each significant bank in the SSM, but also to determine reference indicators for banks with a similar profile (benchmarking exercise) and identify good governance practices, adherence to which will be promoted and encouraged in the future.


    2.4 Inspections conducted under the single supervisory mechanism


    The on-site inspections are detailed investigations into institutions for the assessment of the various risks to which they are exposed and the adequacy of the existing accompanying measures and supervision. The decision to conduct an on-site inspection is generally taken within the framework of a supervision plan, and specific procedures and techniques are followed for the inspection.


    Inspections of significant institutions are conducted in accordance with the procedures laid down by the SSM, whereas the national authorities remain responsible for inspecting less significant institutions, with due regard for the guidelines and inspection methodology issued by the ECB.


    The procedures concern:


     definition and objectives of the inspections;


     their organisation;


     inspection concepts and techniques;


     the procedures applicable to the various stages of an inspection (planning, preparation, execution, report, follow-up and review).


    The inspections are conducted by teams appointed by the ECB and composed of staff of the national competent authorities and the ECB. The ‘heads of mission’ are generally staff of the national competent authorities and must not be members of the full-time supervision teams.


    The SSM inspection methodology describes the objectives for the main inspection themes, and the recommended inspection techniques for each objective. The guidance provided by the methodology forms the basis of all inspections in the SSM, and all inspections must expressly refer to that. The methodology is continuously supplemented and adjusted by the ECB in consultation with the national competent authorities.


    3. Single Supervisory Mechanism


    3.1 Key projects


    While the preparatory phase of the single supervisory mechanism had been dominated by the comprehensive assessment of significant banks and therefore needing to be subject to direct ECB supervision, and by the operational and organisational implementation of the single supervisory mechanism, the year under review  which was the first year of the SSM  was devoted primarily to following up that assessment and developing harmonised prudential policies and supervision practices.


    In particular, the harmonisation of the options and national discretions (ONDs) available to the national authorities under the CRD IV/CRR is an important aspect of the development of the single rule book. The harmonisation of the methodologies for risk assessment and for the evaluation of solvency and liquidity positions is also a key element in the convergence of the Supervisory Review and Evaluation Process (SREP) relating to the additional capital requirements, known as pillar 2requirements. However, the harmonisation work is not confined to these aspects, but covers numerous areas of prudential supervision, both quantitative (validation of internal models, dividend payment policy, etc.) and qualitative (governance and remuneration policy, inspection methodology, etc.).


    Monitoring of the financial situation of the Greek banks and the new comprehensive assessment of those banks formed an important part of the maintenance of stability within the SSM during the year under review.


    Also in that year, institutions which were considered as significant at the end of 2014, including Bank Degroof Petercam (formerly Bank Degroof), underwent a comprehensive assessment.


    3.2 Main developments and decisions on supervision


    3.2.1 SREP decision and methodology


    In 2015, the banks subject to SSM supervision adopted the SSM approach to the SREP for the first time. That process comprised four stages. Following an SREP analysis of the individual banks conducted by the JST, horizontal analyses were used to examine consistency between the individual dossiers. In September and October of the year under review, the individual SREP dossiers were discussed with the institutions concerned, after approval by the Supervisory Board. In November 2015, following the period in which the institution had the right to be heard, the SREP decisions on capital and liquidity were again submitted to the Supervisory Board and then to the Governing Council for final approval.


    The methodology used follows the SREP guidelines published by the EBA in December 2014(1) and involves a holistic approach which lists, analyses and quantifies the various aspects of banking risks. The ultimate aim is to conduct a full assessment of the material risks facing the institution and to quantify the capital and liquidity requirements, with the option of imposing specific supervision measures in that respect too.


    
      (1) EBA/GL/2014/13: Guidelines on Common Procedures and Methodologies for the Supervisory Review and Evaluation Process (SREP).

    


    The first element of the SREP approach is a quantitative and qualitative assessment by the supervisory authority of the risks facing the institution, using the Risk Assessment System (RAS). On the basis of certain indicators of general banking risks, an automatic calculation generates (risk) scores. The risks are then the subject of a much more detailed and substantiated expert analysis which takes account of the various risk dimensions, and if necessary the JST adjusts the automatically calculated scores.
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    For the purpose of determining the capital and liquidity requirements, the methodology is based not only on the RAS but also on an Internal Capital Adequacy Assessment Process/Internal Liquidity Adequacy Assessment Process (ICAAP/ILAAP)(1), and on checking the assessments and quantifications of the institution’s risks with the aid of benchmarks and proxies. In addition, stress tests are conducted over a set timescale (between three and five years, for example) to estimate how the capital and liquidity profile will change in the years ahead and to improve the detection and quantification of any vulnerabilities.


    
      (1) The institution’s ICAAP comprises the processes and strategies for continuously analysing and ensuring the adequacy of the internal capital in terms of quantity, type and distribution, taking account of the risks to which the institution is exposed or which it may encounter. The ILAAP encompasses the institution’s processes and strategies for ensuring that it has adequate liquidity reserves at all times to cover the potential liquidity risks.

    


    The Supervisory Board formulated some important strategic clarifications in regard to capital requirements under the SREP. First, the SREP requirements must be covered by CET 1capital, since that is better able to absorb shocks. Next, CET 1capital must first and foremost be used to cover the pillar 1requirement and the pillar 2requirement before it can be allocated to compliance with the macroprudential capital buffer requirements, whether it be the capital conservation buffer or the other buffers imposed when systemic risks emerge. Consequently, in the event of failure to comply with the overall pillar 1and pillar2 requirements and the macroprudential capital buffers, the distribution of dividends and variable remuneration and the payment of coupons on hybrid capital instruments must be limited pursuant to the provisions of the CRD(1). The ECB thus specified in its Recommendation of 28January 2015on dividend distribution policies that it expected institutions which did not respect the total requirements of pillars 1and 2and the buffers applicable to refrain from distributing dividends. In accordance with that Recommendation, it notified the institutions, via the SREP decisions, that the necessary measures would be taken if their capital margin in relation to the total requirements(2) was less than 25basis points.


    
      (1) Article 141of Regulation (EU) No. 575/2013of the European Parliament and of the Council of 26June 2013on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No. 648/2012


      (2) Namely the sum of the pillar 1and pillar 2requirements and the buffer requirements (CET 1).
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    Overall, following this harmonisation, the 2015CET 1 requirements for banks under the SSM (applicable in 2016) increased by an average of 46basis points, compared to the 2014requirements (applicable in 2015). Thus, the pillar 1and 2 requirements including the capital conservation buffer increased from 9.7% in 2015to 10.1% in 2016. In addition to these requirements, there are the other macroprudential buffers imposed by the various national competent authorities. The national macroprudential authorities have very often supplemented the above requirements with additional requirements to take account of the systemic dimension of credit institutions at national level or to reduce certain emerging structural or cyclical systemic risks. Those requirements will generally be phased in over the period 2016-2019.


    In the case of the Belgian banks, the microprudential requirements for CET 1have been reduced. Thus, on average, the sum of the pillar 1and pillar 2requirements including the capital conservation buffer declined from 12.1% in 2014(applicable in 2015) to 10.25% in 2015(applicable in 2016), the reason being that the Bank has already in the past demonstrated the necessary prudence when determining the pillar 2requirements, and in so doing has also taken account of certain systemic dimensions. As stated in chapter A of the Report in the section on “Prudential regulation and supervision”, the Bank classified eight domestic banks as systemically important institutions and decided to impose an additional capital requirement on those Belgian institutions, ranging between 0.75% and 1.5%. That additional capital buffer requirement will be phased in between 1January 2016and 1January 2018at the rate of one-third of the required amount each year.


    3.2.2 Options and national discretions


    Both the CRD and the CRR and the delegated acts which supplement them make provision for a number of ONDs for the competent supervisory authority and/or the Member States.
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    Now that the ECB has become the competent authority for significant credit institutions in the euro area, it has embarked on the necessary work of specifying how these ONDs available to the supervisory authority should be applied. In the course of this work, the ECB has distinguished between the options and discretions which will apply to all credit institutions in general and those which may be used case by case on the basis of a dossier submitted by the institution.


    The ECB’s aim is to harmonise prudential treatment at the level of the euro area; that is essential to ensure fair treatment for all credit institutions, and also tends to make it easier to supervise them. The comprehensive assessment conducted in 2014showed that divergences in the use of the ONDs within the euro area were creating substantial differences in solvency ratios between credit institutions. Those divergences were due in particular to differences in the use of the transitional measures laid down by the CRR. In this harmonisation exercise, the ECB has generally adopted a prudent approach, defining strict criteria for the use of national discretions, taking account of the best practices followed by the various euro area supervisory authorities and, as far as possible, respecting the international standards defined by the Basel Committee. The ECB has also taken account of the legitimate expectations of credit institutions in not systematically modifying all the national rules to which they are subject.


    On 11November 2015, following completion of this work, the ECB published two consultation documents aimed at harmonising the arrangements for exercising the 122options and national discretions available to the competent authorities. The first document is a draft Regulation intended to harmonise the arrangements for exercising 36general options and national discretions. The main ones concern the CRR transitional measures relating to the definition of own funds. In that regard, the ECB draft Regulation makes provision, in particular, for a transitional regime limited to five years for the deduction of deferred tax assets from own funds, except in the case of banks subject to restructuring plans, while some national authorities had decided, in accordance with the CRR, to adopt a ten-year transitional period for deferred tax assets in existence on 31December 2014. The second document is a Guide clarifying the policy and criteria that the ECB actually follows to decide on the use of ONDs that have to be exercised case by case. This notably concerns the option of not deducting insurance holdings from credit institutions’ own funds, or waiving the limit on significant risks for cross-border intra-group exposures. In that connection, the ECB clarified the exemption criteria laid down by the CRR and the criteria for exempting institutions from compliance with the short-term liquidity coverage ratio (LCR) at company level in cases where they constitute sub-groups of entities managing their liquidity centrally. In such cases, the LCR must be respected at the level of the sub-group as a whole. However, the ECB stipulates that institutions forming part of such sub-groups must individually maintain sufficient liquidity to fulfil 75% of the LCR. With a view to finalising the implementation of the banking union in the euro area, it will review that rule in 2018in the light of its practical experience, with due regard for institutional developments.


    On the basis of the outcome of the public consultation which ended in mid-December 2015, the ECB will finalise its Regulation and its Guide so that both can apply from March 2016. It will also continue to examine the options and national discretions not yet covered by the Regulation and Guide.


    In that connection, it should be noted that this is not a question of total harmonisation of the prudential rules, as the Regulation and Guide will apply only to significant institutions and subject to direct ECB supervision, and ONDs offered to the Member States rather than the competent authorities are not included in this harmonisation exercise.


    In the case of the Belgian credit institutions subject to direct ECB supervision, this Regulation should not imply any fundamental change in the current framework. In fact, most of the options adopted by the ECB correspond to options used in Belgium pursuant to the National Bank of Belgium Regulation of 4March 2014on the implementation of the CRR. The transitional measures adopted in Belgium are generally in line with the options proposed by the ECB, except for the deduction of unrealised losses on available-for-sale (AFS) securities issued by sovereign EU Member States. In their case, the Belgian Regulation offered the option of not deducting the losses if they did not exceed 5% of the face value of the portfolio of securities in question. Also, the ECB did not question the option of not deducting insurance holdings from the own funds of credit institutions, an option which is widely used in Belgium and in other Member States.


    In addition, in accordance with the option that the CRR offers to Member States, the limit of 100% of own funds was maintained for cross-border intra-group exposures in relation to parent companies and sister companies of Belgian credit institutions.


    The Bank likewise decided to maintain until 1January 2017 at the latest the obligation to respect the CRR’s LCR in full, both on a solo basis and on a consolidated basis. After that date, the rules defined by the ECB can be applied, and institutions will be able, if appropriate, to apply for exemption from the obligation to respect that liquidity ratio in full on a solo basis if they constitute or form part of a sub-group managing its liquidity centrally and they respect the criteria laid down by the CRR and the ECB. Belgian institutions also remain subject to the general solvency requirement (gearing ratio) laid down by the Regulation dated 4March 2014, pending the application of a minimum leverage ratio at European level.


    In order to ensure equal treatment between Belgian institutions classed as significant and those considered less significant, the Bank decided to adapt the Regulation of 4March 2014in order to align the various provisions.


    3.2.3 Miscellaneous


    To preserve the renewed confidence in the European banking sector, the SSM continued its efforts to put the euro area’s banking sector on a sound footing, taking account of the weaknesses detected in some banks, particularly those which had failed the comprehensive assessment. The ECB thus monitored the capital plans adopted by those institutions to restore their solvency position. In that regard, particular attention focused on the viability of their business models and the adequacy of the provisions, taking account of the very high level of non-performing loans in some Member States. The persistence or even continuing growth of these non-performing loans seriously weakens banks’ profitability and is a major hindrance to the recovery of economic growth. Against that backdrop, the SSM set up a task force to identify good practices relating to the resolution of these loans and the obstacles particularly legal ones hampering their resolution. The entry into force of the BRRD on 1January 2016 could make it considerably harder to resolve these bad debts particularly by setting up ‘bad banks’ granted government aid in view of the implications of state aid for the credit institutions concerned. Thus, from 1January 2016, all state aid must be preceded by the application of a bail-in as defined by the BRRD and save in exceptional circumstances the outcome will always be the resolution of institutions which have received state aid.


    The ECB also conducted a new comprehensive assessment which, as in 2014, was based on two complementary pillars: an asset quality review (AQR) and stress tests. The ECB conducted the exercise on the basis of a harmonised methodology designed to promote convergence in the definition of prudential concepts and rules, and in supervision practices. Two types of institution were involved. First, there were the institutions which had not been subjected to this exercise in 2014because they had not been designated as significant until after the list was drawn up in September 2014. The Belgian credit institution Bank Degroof Petercam (formerly Bank Degroof) took part in this exercise in 2015with eight other institutions subject to the SSM, and passed all the elements of the comprehensive assessment as described in section 2.1of this chapter.


    Furthermore, in view of the precarious financial situation of a number of Greek banks, pursuant to the agreement reached by the Eurogroup in August 2015, the ECB was also given the task of determining the capital needs of those institutions classed as significant. Under the financial plan totalling € 86billion, a maximum of € 25billion can be devoted to improving the financial situation of those banks and absorbing their resolution costs, in return for the application of a degree of risk-sharing with their shareholders and creditors. To avoid serious contagion risks and an even greater deterioration in economic activity, depositors were not subject to this risk-sharing. To meet the Eurogroup’s requirements, the ECB conducted a new comprehensive assessment for those banks, taking account in particular of the significant degradation of their loan portfolios and liquidity position. The initial results of that exercise for banks considered significant indicated a capital need amounting to € 14.4billion. In addition, the capital plan submitted by those institutions should make it possible to reduce the intervention of the European Stability Mechanism to € 5.43billion.


    In response to the many questions raised in recent years concerning the consistency of the capital requirements indicated by internal models, the SSM launched a project for the horizontal assessment of those internal models. That project, called the TRIM (Targeted Review of Internal Models), was prepared in 2015. It will concentrate on the assessment of a range of key factors likely to lead to insufficiently consistent results. All “suspect” topics will be taken into account, ranging from clarifications of the legislation to the qualitative and quantitative aspects of internal models. The year 2016will be devoted to off-site analyses of the transversal aspects (clarifications of the legislation and qualitative factors), and on-site assessments of the quantitative elements will be conducted in 2017and 2018. A representative sample of the models will undergo an on-site assessment. This project will make it possible to reduce unwarranted variations in the risk-weighted assets and to check whether the results of the internal models are sufficiently consistent.


    4. Continuing implementation and development of national and international legislation


    4.1 International regulations


    The introduction of the Basel III framework remains fundamental to the construction of a robust financial system, the maintenance of public confidence in bank regulation, and the guarantee of fair competition between banks operating internationally. Monitoring of the implementation of these regulatory reforms therefore remains a priority for the Basel Committee.


    During the year under review, the Basel Committee continued to work on its programme of scanning the introduction of the new regulatory standards by individual supervisory authorities. Under the Regulatory Consistency Assessment Programme launched by the Committee, the implementation of the rules on both capital and liquidity forming part of the Basel III package was assessed for the countries forming part of the Committee.


    In analysing the impact of the entry into force of this new prudential framework, the Basel Committee continues to base its views on six-monthly impact studies concerning capital requirements (both risk-weighted solvency ratios and the leverage ratio) and liquidity criteria in all banks of the countries which are members of the Basel Committee. Since the launch of the Basel III standards, there has been a general, gradual improvement in both capital and liquidity ratios. The data for the end of December 2014show that, for the first time, all the large banks operating internationally respected the minimum CET 1ratio (7% + any buffers for systemically important banks). Under the current prudential framework, the CET1 ratio averaged 11.7% for large internationally active banks. The big Belgian banks recorded a higher average CET 1ratio. The average Basel III leverage ratio, defined as the ratio between the Tier 1capital and the total assets plus part of the off-balance-sheet positions, came to 5.0% for large banks operating internationally. The Belgian banks included in this sample recorded a leverage ratio which was slightly lower on average than that of their international counterparts.
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    A similar picture emerges for the banks’ liquidity situation: since the completion of the two Basel III liquidity standards, both the LCR and the long-term structural liquidity ratio  the net stable funding ratio (NSFR)  have increased considerably. While the LCR determines whether a bank has sufficient liquid assets to withstand a liquidity stress scenario for one month, the NSFR indicates whether a bank has sufficient long-term funding to finance illiquid assets. At the end of December 2014, the LCR averaged 125.3% for large banks operating internationally, while 81% of the banks in the sample already had an LCR of more than 100%. The NSFR stood at 111.2% for that group of banks, and 75% of those banks already had an NSFR of more than 100%. On average, the Belgian banks in that sample had liquidity ratios slightly higher than their international counterparts.


    As well as monitoring the implementation of the Basel III standards, the Basel Committee continues to work on improving the consistency of the capital requirements. Benchmark studies conducted by the Committee on the calculation of the capital requirements by banks confirmed that there are significant differences between the banks’ regulatory capital ratios, owing to factors unconnected with the underlying risks of the banks’ portfolios. Those differences raise questions about the methods of calculating risk-weighted capital ratios. In response, the Basel Committee is working on a range of policy and supervision measures to supplement the Basel III package, in order to limit the excessive variability of the capital requirements calculated on the basis of a bank’s internal models. The focus of the current work, scheduled for completion by no later than the end of 2016, is therefore on the denominator of the general risk-based capital coefficient, i.e. the methods of calculating the risk-weighted assets.


    To this end, the Basel Committee is first devising specific measures to improve the system of calculating the capital requirements for operational, credit and market risks on the basis of internal models. The changes in question will limit the available model parameters and choices, particularly for portfolios or risk types which, by their very nature, are less suited to modelling.


    A second measure is the revision of the standardised approach for the calculation of the capital requirements for operational, credit and market risks. The Committee has continued to work on this revision on the basis of proposals published earlier. On completion, these revised standardised approaches will form the basis for establishing a floor for the capital requirement calculated on the basis of internal models which should ensure that the capital requirements based on internal models are maintained at a prudent level.


    A third measure concerns the introduction of a leverage ratio which does not involve risk-weighting of assets. Although a risk-weighted capital requirement is very important, it cannot prevent institutions with low-risk assets from relying very heavily on debt financing. The leverage ratio rectifies that. In the event of financial difficulties, excessive debt financing may lead to a forced debt reduction and the fire sale of assets, triggering a fall in the price of those assets and financial losses, and potentially destabilising the financial system. The Basel III measures provide for the introduction of a minimum leverage ratio from 2018. That leverage ratio is currently still an observation ratio, but it must be made public by credit institutions. Public disclosure of the leverage ratio is compulsory from the year under review, at the same time as the publication of the institution’s financial reports. For institutions reporting quarterly, this must therefore be done from the publication relating to the first quarter of 2015. Since mid-2011, a sample of institutions have already been reporting the leverage ratio to the supervisory authorities. On the basis of the information gathered during this observation period, the Basel Committee is examining whether final adjustments should be made to the definition, calibration and minimum level of the leverage ratio requirement. It is also examining the degree to which the leverage ratio can be used as a macroprudential instrument by the possible introduction of additional buffer requirements for this ratio. At the meeting of the Group of Central Bank Governors and Heads of Supervision on 10January 2016, it was decided that the leverage ratio should be calculated on the basis of the Tier 1capital and must equal at least 3%. Requirements concerning additional buffers for G-SIBs were also discussed.


    At European level, the EBA is to report by the end of October 2016on the impact and effectiveness of the introduction of a binding leverage ratio in the European context, in order to establish a final definition and a minimum requirement for the leverage ratio as a mandatory capital requirement for European banks by 2018. That report includes an analysis of the extent to which the minimum required level and the reporting requirements should be differentiated according to the size, business model and risk profile of the institutions. It also examines the interaction between the leverage ratio and other prudential requirements such as the risk-weighted capital ratio and the liquidity requirements, and the possible impact on the financial markets of the introduction of a leverage ratio.


    A fourth and final Basel Committee measure to limit the excessive variability of the capital requirements is the increase in the transparency of the bank balance sheet, activities and risks. In that respect, the year under review saw the finishing touches to new guidelines on the information that credit institutions have to disclose.


    Apart from this work on following up the implementation of the Basel III standards and limiting the variability of the risk-weighted assets, there were some important regulatory developments concerning the prudential treatment of securitisation operations. A key point here is the Basel Committee’s revision, in December 2014, of the framework relating to the capital requirements for credit institutions’ securitisation positions. That revised framework, which will enter into force in January 2018, is a major step forward in the completion of Basel III.


    At the same time, the Capital Markets Union aims to improve the financing of the real economy through capital markets in Europe. Securitisation is an important element of that initiative, being perfectly in tune with its objectives. With that in mind, in connection with the action plans announced at the end of September 2015, the EC published its proposal for legislation on a new harmonised European securitisation framework. That framework will replace all the sectoral regulations on securitisation and will also create a standard for simple, transparent and standardised securitisation in the EU. The preferential prudential treatment of this type of securitisation by credit institutions and investment firms will be implemented via amendments to the CRR.


    Other more specific measures under the Capital Markets Union Action plan are a consultation on covered bonds, adjustments to the Solvency II calibrations for investment by insurers in infrastructure projects and European long-term investment funds, and proposals for modernising the Prospectus Directive in order to facilitate access to public contracts.


    In the prudential sphere, the call for evidence on the cumulative impact of the financial reforms is a significant initiative under the Capital Market Union Action Plan. It aims to assess the impact of the CRR and the CRD IV on the bank financing of the economy. The results of this work will probably have implications for the strategic approach adopted by the EC for bank regulation. During the reforms to be introduced under the Capital Markets Union Action plan, it is important not to lose sight of the impact on the financial system’s stability.


    Finally, the international community of supervisory and financial authorities is also taking a critical look at the treatment of sovereign risks or risks associated with exposure to governments. Those exposures currently receive preferential treatment in the calculation of the capital requirements for banks. The Basel Committee and other international groups are examining the extent to which that preferential treatment is still justified in the light of the crisis, and whether a change in that approach would affect related spheres such as the financing of governments and monetary policy.


    4.2 Belgian legislation


    Owing to the creation of the SSM and the direct supervision by the ECB over significant Belgian credit institutions, developments in Belgian legislation mainly concern matters for which the national supervisory authority or the Member State still retain regulatory competence.


    That applies in the first place to the structural reforms in the banking sector, where the national legislation has been developed further in anticipation of a European framework. In this connection, the Banking Law prohibits Belgian credit institutions which collect deposits or issue debt instruments covered by the Belgian deposit protection system from engaging in proprietary trading activities or certain very high-risk trading activities. The Belgian provisions on these structural reforms were set out in detail in the 2014Report. At the end of March 2015, following consultation with the sector, the Bank published a Circular containing instructions on a periodic qualitative and quantitative reporting obligation, designed to permit regular monitoring of compliance with the provisions concerned. Thus, all institutions have to submit an annual qualitative conformity report. As for the quantitative reporting obligations, the Bank was pragmatic in its allowance for the principle of proportionality. Thus, institutions with a small trading portfolio are exempt from these obligations.


    Apart from the structural reforms in the banking sector, the EU Member States also retained some latitude on entry into force of new liquidity standards for credit institutions, namely the LCR and the NSFR. Basel III in fact set two liquidity standards: the liquidity coverage requirement (LCR) and a minimum net stable funding ratio (NSFR). New legislation was needed for these instruments to be used. The LCR was developed in a Delegated Regulation(1), which came into force on 1October 2015. The NSFR Regulation has yet to be developed. The CRR and the Delegated Regulation provide for a transitional period from 1October 2015to 1January 2018, during which the LCR will be phased in, rising from 60% to ultimately 100%. The Member States may nevertheless decide to introduce the 100% LCR immediately and to apply the national rules on liquidity up to 2018. This avoids any temporary weakening of the liquidity requirements in Member States which already have national rules on the subject. Belgium was one of the Member States which already had such rules.


    
      (1) Commission Delegated Regulation (EU) 2015/61of 10October 2014to supplement Regulation (EU) No. 575/2013of the European Parliament and the Council with regard to liquidity coverage requirement for Credit Institutions, Official Journal L 11of 17January 2015, p. 34.

    


    The Banking, Finance and Insurance Commission (CBFA) and later the Bank have in fact had a liquidity stress test ratio in place since 2010, measured over a one-month horizon(1). The Bank decided to replace the existing Belgian liquidity standards with the LCR from October 2015, but to introduce the 100% LCR immediately, on grounds of prudence. This new liquidity regime was set out in an NBB Regulation(2) and an NBB Circular(3). The Regulation stipulates that every Belgian credit institution must apply the 100% LCR at company and consolidated level, and at sub-consolidated level if it is the subsidiary of a European banking group. The Regulation excludes the option of applying certain preferential treatment to incoming and outgoing flows. In principle, the Regulation and the Circular will be abolished once the 100% LCR is introduced throughout the European Union; that is scheduled for 1January 2018. In connection with the development of a harmonised European regulatory framework (see sub-section 3.3.2of this chapter), the Bank nevertheless decided to repeal these provisions by no later than 1January 2017.


    
      (1) CBFA Regulation of 27July 2010on the liquidity of credit institutions, financial holding companies, settlement institutions and entities equivalent to settlement institutions (repealed).


      (2) Royal Decree of 5July 2015approving the National Bank of Belgium Regulation of 2June 2015on the liquidity of credit institutions, Moniteur belge/Belgisch Staatsblad 10July 2015.


      (3) Circular NBB_2015_20of 2June 2015.

    


    A third area in which the Belgian legislation is being developed in anticipation of (and in accordance with) future international developments expected in both the Basel Committee and the SSM is the monitoring of the interest rate risk associated with banking activities outside the trading book. In view of the current low interest rates and the potential consequences of both a persistence of these low rates and a possible interest rate turnaround, the interest rate risk has been considered a priority, in recent years, in the supervision of Belgian credit institutions. In this connection, particular attention focused not only on a more refined analysis of recent developments in banks’ interest income, but also on an improvement in the prudential reporting of the interest rate risk. At international level, too, work is in progress to strengthen the prudential reporting and treatment of the interest rate risk associated with activities outside the trading book, and to improve the comparability of these procedures. Thus, in May 2015, the EBA published new guidelines on the treatment of the interest rate risk, while the Basel Committee is currently working on a new improved approach to that risk. Finally, the SSM is also in the process of developing its interest rate risk approach.


    The prudential reporting and treatment of the interest rate risk of Belgian credit institutions as applied up to the end of 2015were described in the 2006Circular on sound management practice in relation to the interest rate risk inherent in non-trading activities(1). However, analyses revealed substantial differences between the various Belgian credit institutions in regard to the underlying assumptions and methodologies used in that prudential reporting. Since it will be some time yet before the work at international level is completed, an improvement in the quality and comparability of Belgian prudential reporting is an immediate priority. That is why a new Circular(2) will enter into force on 1January 2016, setting out guidelines on sound management practice and reporting of the interest rate risk associated with non-trading activities. The new Circular contains a number of clarifications and details relating to the underlying methodologies and assumptions to be used in prudential reporting. It also incorporates the said EBA guidelines in the Belgian prudential framework.


    
      (1) Circular PPB-2006-17-CPB of 20December 2006.


      (2) Circular NBB_2015_24of 3September 2015.

    


    The new Circular does not affect the principle that the interest rate risk associated with activities outside the trading book is a risk that needs to be properly managed, assessed and covered by capital within the institution. Prudential reporting aims to compare the risk between different institutions so as to detect any outlier values. The banks are thus expected to manage their interest rate risk positions on the basis of various possible interest rate scenarios, including persistently low interest rates, and in so doing to measure the impact on both the bank’s income and on the economic value. Prudential reporting therefore remains a basis on which the supervisory authority assesses the interest rate risk in its SREP and determines any pillar 2capital add-ons. In its assessment of the interest rate risk according to the principles and reporting described in the Bank’s Circular, the supervisory authority considers both qualitative elements (adequacy of the institution’s risk management) and quantitative elements (size of the interest rate risk that the institution actually incurs).


    4.3 Reporting and accounting


    The quantitative and qualitative information that the credit institutions report periodically to the competent authorities is a vital tool for the exercise of prudential supervision. Similarly, the reports that credit institutions publish each year under the Basel pillar 3framework are an important source of information for market participants wishing to assess the risks that the institution incurs and how it manages them. In particular, the Bank has monitored some recent changes in these respects. On the one hand, this concerns the international accounting rules, and more particularly the European debate on the adoption of the new International Financial Reporting Standard 9(IFRS 9 Financial Instruments) destined to replace International Accounting Standard 39(IAS 39 Financial Instruments: Recognition and Measurement) from 2018. Also, in 2014, the ECB adopted a new Regulation extending the financial reporting requirements on the basis of the Financial Reporting Framework, known as FINREP. Finally, the Bank transposed into the Belgian legislative framework the EBA guidelines on disclosures under pillar 3, and the 2013accounting guidelines concerning institutions subject to its supervision.


    4.3.1 IFRS 9, Financial Instruments


    This new standard, destined to replace IAS 39, is applicable to the banking and insurance sector and was developed in three stages, starting in 2008. The first stage concerned the classification and valuation of financial instruments in IFRS financial statements. The second stage concerned the recognition of losses incurred on those same financial instruments in the event of deterioration in their credit quality (impairment). The third stage was devoted to the accounting treatment of specific hedging operations (micro-hedge accounting). The International Accounting Standards Board (IASB) continues to work on the fourth stage relating to the accounting treatment of hedging operations, particularly interest rate risk hedging, on a broader basis (macro-hedge accounting).


    The standard was completed by the IASB in July 2014and its application will be compulsory from 2018(it may be applied before that). In Europe, however, its application depends on a decision that the EC is to take following a procedure for the adoption of the IFRS standards. The discussions on this subject are still in progress at European level, notably with a view to resolving the problems specific to the insurance sector.


    The Bank kept a close eye on the development of IFRS 9, which aimed primarily to remedy the “too little, too late” effect of the model used in IAS 39which was based on losses incurred, and hence to improve the quality of the institutions’ financial reporting. The main effect of this new accounting standard should in fact be to increase the credit risk provisions by switching to a model based on expected losses, which is more in line with the prudential requirements.


    In the discussions on the adoption of IFRS 9by the European Union, the European bank supervision authorities via the EBA stressed the need to give the sector sufficient time to make sound arrangements for the practical implementation of this particularly demanding project.


    In that connection, the bank supervisors emphasised that it was crucial for every institution concerned to proceed rapidly with the launch of this project, not only to ensure a qualitative transition within the time allowed, but also to anticipate any repercussions on the capital of the institutions concerned. The competent authorities together with the EBA will therefore keep a close watch on the progress of the project in the institutions subject to their supervision throughout the preparatory phase.


    Finally, the Bank played an active part in the work of the Basel Committee and the EBA on the drafting of guidelines by the bank supervisory authorities in order to ensure a robust implementation of the new model for recording expected losses in the accounts on the basis of IFRS 9.


    4.3.2 Application of FINREP at individual level


    FINREP is the European framework defining the financial information that credit institutions must report periodically to the competent authorities. FINREP has applied in Belgium since 2006. Following CRD IV, FINREP was considerably revised and harmonised at European level via an implementing technical standard (ITS) prepared by the EBA, and now applies throughout the EU countries. FINREP was designed mainly to collect IFRS accounting data. It may also be supplemented by accounting data produced according to national standards, but in that case it is necessary to carry out a concordance exercise (mapping) at national level.


    On 17March 2015, under the SSM, the ECB adopted ECB Regulation (EU) 2015/534on reporting of supervisory financial information. Since the current European rules only cover the financial reporting (FINREP) of credit institutions subject to prudential supervision which apply the IFRS on a consolidated basis, this new Regulation will now make it possible to require financial information in the FINREP format from a) groups which are subject to prudential supervision and draw up their consolidated annual accounts in accordance with national accounting standards, and (b) on an individual basis from all institutions (whether they prepare their accounts on the basis of national or international accounting rules). In Belgium’s case, this ECB Regulation only has the effect of imposing FINREP (or part of it) at individual company level (see (b) above), as all Belgian groups subject to prudential supervision already draw up FINREP on a consolidated basis, using the IFRS.


    In order to ease the reporting burden for small institutions, the ECB Regulation makes provision for four sets of more or less binding FINREP tables in order to adapt the content of the data to the characteristics of each group of credit institutions. The Regulation also sets an initial reference date for that reporting, which varies according to the characteristics of each institution. For significant institutions, the first reference date depending on the institution’s characteristics will be 31December 2015 (“stand-alone” significant institutions none as yet recorded in Belgium), 30June 2016(other significant institutions), or 30June 2017(less significant institutions).


    The new ECB Regulation contains no specific provision on the underlying accounting law which must be applied, which means that FINREP needs to be supplemented by data on the credit institution drawn up in accordance with the accounting (or reporting) rules in force in the country concerned. In Belgium, the accounting reference system determined by the 1992Royal Decrees (BE GAAP)(1) applies to the preparation of the individual company accounts, whereas IFRS applies only to the preparation of consolidated accounts. The main problem in implementing the ECB Regulation will therefore be to establish a concordance (mapping) between FINREP (typically aligned with the IFRS) and the national reporting scheme based on the BE GAAP standards.


    
      (1) Royal Decree of 23September 1992on the annual accounts of credit institutions, investment firms and UCI management companies.


      

    


    4.3.3 Transposition of the Directive on annual financial statements and related reports


    In 2015, the Bank presented to the competent ministers a draft Royal Decree transposing the new European Directive 2013/34/EU of 25June 2013on annual financial statements into the Belgian accounting law applicable to financial holding undertakings and insurers.


    This new Company Law Directive, which repeals and replaces the 4th and 7th Directives on annual accounts and consolidated annual accounts, aims primarily to reduce the administrative burden on small and medium-sized enterprises. However, the administrative simplifications introduced here do not apply to financial holding undertakings and insurers, which are regarded as public-interest entities in the same way as listed companies. Owing to their public importance, these undertakings are required to meet more extensive financial reporting requirements at all times. The new Directive also introduces a range of new reporting requirements. For instance, in the notes to the financial statements, financial holding undertakings and insurers have to supply information on important events which occurred after the balance sheet date.


    4.3.4 Application of the EBA guidelines to pillar 3


    Part VIII of the CRR (Articles 431et seq.) defines the public disclosure obligations, also known as pillar 3requirements, applicable to credit institutions and investment firms. That information is meant to enable market participants to measure the level of risk facing each institution and thus to exercise some form of market discipline over it. Article 432of the CRR states that institutions need not publish the required information if it is considered non-material, proprietary or confidential. Article 433of the CRR also stipulates that institutions must publish the required disclosures at least once a year, but must assess the need to publish some or all of them more frequently in the light of the specific characteristics of their activities.


    In December 2014, on the basis of the powers conferred on it by these provisions, the EBA published guidelines on (a) the way in which institutions must apply the concept of material, proprietary or confidential information in relation to the pillar 3requirements, and (b) the assessment by the institutions concerning more frequent disclosure of that information.


    In 2015, in order to incorporate these EBA guidelines in the national framework, the Bank issued a Circular to Belgian credit institutions and stock-broking firms, requesting them to conform to the EBA guidelines.


    4.4 Developments concerning governance


    4.4.1 reparation of a governance handbook for the banking sector


    Following the international developments relating to governance, both at the level of the supervisory authorities (new directives issued by the Basel Committee and the EBA) and in European legislation, the Banking Law updated the various rules on governance and specified them in more detail in 2014.


    The cross-sectoral Circular dated 30March 2007(1)has in fact become largely obsolete. In those circumstances, during the year under review the Bank developed a governance handbook which replaces that Circular, at least where credit institutions are concerned(2).


    
      (1) Circular NBB_2015_25: Guidelines on the disclosure of information (pillar 3, CRD IV).


      (2) Circular NBB_2015_29: Introduction of a governance manual for the banking sector.

    


    The handbook aims to bring together all the legal documents relating to governance (Banking Law, explanatory memorandum, Regulations, Circulars, European legislation, and international standards) applicable to credit institutions and to provide additional clarification where necessary. The handbook also discusses subjects which are not actually covered by specific legal documents.


    The main innovation consists in the possibility of consulting the handbook on line (see www.nbb.be/governancebanks), which enables institutions to look through all the legal documents in a very user-friendly way using interactive links. The aim is for the handbook to become a “dynamic” tool, without the need for systematic adjustment of the references and names which it contains, as in the case of the circulars, for example. Any changes will always be notified to the institutions.


    4.4.2 Remuneration policy


    In 2015, the Bank conducted another detailed horizontal analysis of large institutions’ compliance with the remuneration policy rules this time in close consultation and collaboration with the SSM. By using the same method to compare institutions with one another, the Bank aims to promote a level playing field in the Belgian financial sector. In this case, six large institutions had been included in the analysis which related to 2014performance for which variable remuneration had been paid at the beginning of 2015. The Bank paid particular attention here to the new points introduced by the CRD IV and to the implementation of the recommendations which it had made in the previous year.


    The primary point highlighted by this fifth horizontal analysis is the importance of proper documentation of the process of selecting the Identified Staff, including staff identified purely on the basis of the level of their remuneration but not ultimately selected because their professional activities were not considered to have any material influence on the institution’s risk profile. This should enable the Bank to verify that the selection process conforms to the rules. The Bank also asks for the documentation to include a comparison with the results of the previous year’s selection process.


    Next, the Bank finds that, in general, there has been a shift from variable to fixed remuneration following the introduction of the cap on variable remuneration. Insofar as role-based allowances are used for that purpose, the Bank stresses that it is necessary to respect the conditions whereby remuneration can be considered fixed, as laid down in the EBA Opinion of 15October 2014on the use of allowances.


    Third, the Bank notes increased transparency concerning the link between risks and remuneration policy. That applies both to the actual remuneration policy and to its translation into specific decision-making. Moreover, efforts have been made to vary the percentages of deferred variable remuneration according to differences between staff. That said, the payment is generally only deferred for the statutory minimum of three years. However, the Bank expects significant credit institutions as defined in Article 3, 30°, of the Banking Law to apply a minimum delay of five years, at least in the case of members of the board of directors and the people effectively managing the institution.


    Finally, each institution must examine how it can conform to the legal requirement whereby at least 50% of any variable remuneration consists of an appropriate balance between shares or equivalent instruments and, if possible, other capital instruments mentioned in the Banking law(1). The conditions governing the use of those capital instruments as variable remuneration are listed in the technical regulatory standards adopted by the European Commission(2). Those instruments can only be used if they have been issued and are sufficiently available. The institutions are asked to examine whether they can use that type of instrument and to inform the supervisory authority accordingly.


    
      (1) This concerns more specifically capital instruments which meet the conditions for eligibility as additional Tier 1or Tier 2capital instruments, or other instruments which can be fully converted into Tier 1core capital instruments, or which can be fully written down, and which in any case accurately reflect the credit quality of the institution from the point of view of continuity.


      (2) Delegated Regulation (EU) No. 527/2014of the Commission of 12March 2014.

    


    At European level, the EBA published a report on 7September 2015entitled “Benchmarking of remuneration practices at Union level and data on high earners”, relating to the 2013performance year. That report is based on remuneration data from a representative sample of institutions, collected by national supervisory authorities, including the Bank. The document reports a further fall in the ratio between variable and fixed remuneration. It also identifies a number of other trends at EU level, including in regard to the number of Identified Staff and the composition of the remuneration.


    The EBA Guidelines on Remuneration Policies and Practices were also updated to take account of the experience gained since they were first applied in 2011 and the changes made in the wake of the CRDIV. These guidelines set out in detail the requirements concerning a good remuneration policy. The points addressed include the following: governance requirements, the application of remuneration policy in a group context, the process of selecting Identified Staff, the distinction between fixed and variable remuneration with a view to the correct calculation of the ratio between these two components, the requirements concerning the link between risks and remuneration policy, etc. The EBA guidelines also make a distinction between obligations applicable to all staff and those applying only to the Identified Staff. The Bank will be guided by this EBA reference document in the actual exercise of its supervision over remuneration policies and practices.
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    D.Insurance


    In this chapter, the “Solvency II” Law means the Law transposing into Belgian law the European Solvency II Directive as amended by the Omnibus II Directive. For simplicity, the term “Solvency II Law” is used even though, when this Report went to press, it was still a draft Law which has yet to be debated in Parliament. It is therefore possible that some of the provisions mentioned in this Report may yet be amended, especially as the implementing Decrees were still at the draft stage.


    1. Introduction


    The introduction of the new regulatory framework for insurers and reinsurers (Solvency II) on 1January2016 presents a major challenge for both the sector and the supervisory authority. The risk-based approach adopted in SolvencyII could have a significant impact on the business model of insurance companies. For instance, additional capital could be stipulated in order to meet the new capital requirements. Another point for attention concerns the development and implementation of the processes and procedures necessary to meet the SolvencyII requirements. The supervisory authority will also have to revise its practices to incorporate the risk-based approach in its routine supervision and to make full use of the new reporting.


    The entry into force of Solvency II marks the end of a long legislative process. In 2014, a final agreement was reached on the revision of the Solvency II Directive(1) (by the Omnibus II Directive(2)), opening the way to the development of the Delegated Regulation by the European Commission and technical implementing standards and guidelines by the European Insurance and Occupational Pensions Authority (EIOPA). In 2015, the Solvency II Directive, as amended by the OmnibusII Directive, was transposed into Belgian law (the SolvencyII Law). Following a “comply or explain” procedure, the great majority of the EIOPA guidelines were endorsed by the Bank before being transposed into circulars or internal procedures.


    
      (1) Directive 2009/138/EC of the European Parliament and of the Council of 25November2009on the taking-up and pursuit of the business of Insurance and Reinsurance (Solvency I Solvency II).


      (2) Directive 2014/51/EU of the European Parliament and of the Council of 16April2014amending Directives 2003/71/EC and 2009/138/EC and Regulations (EC) No. 1060/2009, (EU) No. 1094/2010and (EU) No. 1095/2010 in respect of the powers of the European Supervisory Authority (European Insurance and Occupational Pensions Authority) and the European Supervisory Authority (European Securities and Markets Authority).

    


    The preparatory work relating to Solvency II also led to thorough revision of the existing regulatory framework for the prudential supervision of insurers and reinsurers. The Royal Decree on the annual accounts of insurers and reinsurers refers to the provisions of Solvency I for the calculation of the technical reserves. As the SolvencyI framework is being dropped, these provisions are incorporated in the Royal Decree itself. New provisions on the formation of an additional life insurance reserve (the flashing-light reserve) are also being introduced. The Royal Decree on life insurance activity was also aligned with the provisions of the Solvency II Law, and some sections on consumer protection were taken out. A new Royal Decree on profit-sharing has been drafted, which takes account of both the profitability and the solvency of the institution and gives the Bank the power to limit profit distribution in specific cases.


    In view of the large volume of new regulations entering into force in 2016, both the insurance sector and the Bank face a considerable operational risk. Will all institutions meet the new legal requirements? Have adequate procedures been set up? Will the institutions be able to deliver qualitative and quantitative reporting? And will the quality of those reports be satisfactory? The first reports submitted during the preparatory phase showed that many institutions still needed to make considerable progress.


    Section2of this chapter begins with an overview of the insurance institutions and groups operating in Belgium. Section3discusses the sector’s qualitative and quantitative preparations for Solvency II. Section4deals with the monitoring of some priority risks and concludes with an account of the Bank’s main regulatory initiatives.


    2. Mapping of the sector


    2.1 Insurers


    At the end of 2015, the Bank exercised supervision over 91 insurers, reinsurers, surety companies and regional public transport companies which insure their fleet of vehicles themselves. The number of supervised undertakings has been falling slowly but steadily since the end of 2012, when the figure was still 113. This decline is due mainly to mergers and the cessation of business following the transfer of portfolios (about three-quarters of the decline). The expiry of insurance liabilities and the conversion of Belgian companies into branches of insurance companies of other EEA member countries account for about one-quarter of the reduction.


    2.2 Insurance groups


    At the end of 2015, 17Belgian insurance groups were subject to the Bank’s supervision. Eight of them only have holdings in Belgian insurance undertakings (national groups), while the other nine have holdings in at least one foreign insurance undertaking (international groups). Under Solvency II, the Bank is the group supervisory authority for each of those groups and, in that capacity, it receives specific reports which form the basis of prudential supervision at group level.


    [image: 5783.png]


    In order to facilitate group supervision, the supervisory authorities of cross-border groups work together in colleges of supervisors. These colleges ensure that the collaboration, exchange of information and mutual consultation between the supervisory authorities of the EEA member countries actually takes place in order to promote the convergence of supervisory decisions and activities. The establishment and operation of the colleges are based on coordination arrangements between the supervisory authorities concerned.
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    In 2015, coordination arrangements were agreed for each Belgian international group with the supervisory authorities concerned. Coordination arrangements were also signed for insurance groups which have their head office in another EEA member country and a subsidiary in Belgium.
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    3. Preparation for Solvency II


    3.1 General framework


    2015was an important year in the preparation for entry into force of Solvency II. In September 2013, the uncertainty surrounding the adoption of the SolvencyII Directive in Europe prompted EIOPA to publish guidelines in preparation for Solvency II. At the end of 2013, these guidelines were endorsed by the Bank and transposed into the following Circulars in preparation for Solvency II:


     The Circular on requirements concerning the prospective assessment of own risks;


     The Circular on requirements for pre-applications for use of an internal model;


     The Circular on requirements concerning the governance system;


     The Circular on requirements concerning the communication of information to the Bank.


    The undertakings implemented these Circulars in 2014, and the Bank monitored both the implementation and the progress of the preparations for Solvency II in 2015. Similarly, during 2015, after conducting a consultation on the subject, the Bank published a whole series of Circulars intended to help insurers to make the necessary preparations. Two additional Circulars were also published: one concerning the supplementary requirements on the communication of information to the Bank, and the other on the simplification of the Solvency I reporting during the preparatory stage.


    3.2 Assessment of the qualitative preparations


    The Bank’s various contacts with the insurance sector showed that, up to mid-2014, the insurers’ preparations focused mainly on the development of internal models and on other more financial and quantitative aspects of the Solvency II requirements. During the year under review, developments concerning the assessment of the solvency needs and governance were also closely monitored.


    Pursuant to Solvency II, as an integral part of their business strategy, undertakings must regularly assess their own solvency needs in the light of their specific risk profile (Own Risk and Solvency Assessment, ORSA). In2014, the Bank used a qualitative assessment model to examine, for a number of companies, the extent to which their internal processes were prepared for that. In 2015, the points for attention which emerged from that examination were monitored and the assessment was updated on the basis of new information obtained from the ORSA reports. During the year under review, the Bank also paid particular attention to the low yield environment. Thus, large insurance companies were also asked to assess their solvency situation in a scenario in which, after 20years, the risk-free interest rate curve used to value the insurance portfolio does not converge on an interest rate of 4.2%, but on a lower interest rate in line with market conditions.


    Apart from monitoring the progress of the ORSAs, in2014, the Bank also asked all insurers to test their governance system against the Solvency II requirements and to draw up an action plan to remedy any defects before entry into force of the new regulatory framework. In so doing, the Bank intended to draw insurers’ attention to a number of points concerning governance under Solvency II. The results of this questionnaire were analysed in 2014, and in 2015the findings were relayed to the insurance companies.


    In general, it was found that insurers did not face any insurmountable problems preventing them from complying with the Solvency II governance requirements. Nonetheless, some undertakings were asked to make more effort to ensure that compliance. Their lack of attention to the instructions on requirements relating to expertise and professional integrity was a recurrent failing. Insurers must attach more importance, among other things, to situations which could lead to a reappraisal, and to the procedures for the appraisal of other key staff. In many cases, insurers were also asked to make sure that the actuarial function is allocated sufficient resources so that it can perform its duties in an appropriate, totally independent way. Furthermore, the actuarial function must also be properly organised at group level. Another point for attention is the need to designate someone within the undertaking to take on full responsibility for key functions which are outsourced.


    3.3 Assessment of the quantitative preparations


    The Bank expects insurers and insurance groups to develop appropriate systems and procedures to supply high-quality information for the purposes of prudential supervision. The information submitted in that respect during the preparatory stage enables the Bank to examine and assess the progress made and the quality of the information provided.


    The Bank decided that all Belgian insurers and insurance groups must submit annual and quarterly Quantitative Reporting Templates (QRTs) for 2014and for the third quarter of 2015. However, in the case of small undertakings and small groups, the Bank limited the scale of the reporting. The final version of the reporting templates will form the basis of the Bank’s periodic risk analyses and will provide a deeper insight into the solvency position and the financial situation under Solvency II. In analysing the QRTs, the Bank was also able to draw on the specific reports compiled by the approved auditors.


    3.3.1 Quantitative reporting by insurers


    The great majority of undertakings succeeded in submitting their QRT for 2014. For various reasons, sixcompanies did not manage to do so. For instance, some of those undertakings were destined to exit the market before the entry into force of Solvency II, while others are subject to special provisions on account of their small size, so that there was no point in reporting during the preparatory stage. Some companies were in the process of a strategic reorientation during the preparatory stage and therefore did not submit reports. Insurers which did not report or which were very late in doing so were contacted on the subject and are being closely monitored.


    At the end of November 2015, the Bank also received the QRTs relating to the third quarter of 2015. These figures indicate an improvement in the operational preparedness of the undertakings since the first wave of QRT reporting. In regard to the QRT reports relating to the third quarter of 2015, 79% of undertakings fulfilled their obligations within a week of the final deadline, whereas only 50% had achieved that in the first wave.


    3.3.2 Quantitative reporting by insurance groups


    The obligation to submit the annual and quarterly QRTs during the preparatory stage applied equally to all Belgian insurance groups. The deadline for group reporting relating to the 2014financial year was set at 15July 2015. Of the 17insurance groups subject to the obligation, only 11submitted their reports. One insurance group had planned to absorb its only insurance subsidiary before the entry into force of Solvency II, so that group reporting was irrelevant. Most of the groups that submitted reports did so on time. Only one group was more than a month behind the deadline.


    In relative numbers, the insurance group reporting clearly fell short of the figures for insurers. The groups which did not report or which were late in doing so were contacted on the subject and are being closely monitored to check the continuing development of the underlying systems and procedures, as the Bank also expects insurance groups to submit accurate reports on time. At the beginning of 2016, the Bank received the group reports relating to the third quarter of 2015, and on that basis it reassessed the operational preparedness of the groups.


    The Bank decided to extend the reporting obligation during the preparatory stage to the market as a whole, and not limit it to insurance undertakings and groups covered by the EIOPA guidelines on the submission of information to the competent national authorities. Taking account of that and in view of the scale and operational complexity of the reporting, the Bank is cautiously optimistic about the operational preparedness of Belgian insurers and insurance groups. Undertakings which did not manage to submit their reports or failed to do so on time are expected to do significantly better in future reporting cycles.
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    3.3.3 Results of the analysis of the content of the quantitative reporting


    The preparatory stage was originally designed to put the emphasis on the operational aspect of the reporting, rather than on the quality of information supplied. However, the publication of the results of the EIOPA stress test at the end of November 2014 using data relating to the end of 2013 and the further deterioration in the macroeconomic environment for insurers since the end of 2013 prompted EIOPA and the national supervisory authorities to conduct a broader and more detailed analysis of the impact of the current economic environment and the degree to which the sector is prepared for Solvency II. The QRTs formed a key element of that analysis.


    The Bank found that the quality of the data submitted during the preparatory stage was inadequate, and is continuing to monitor that aspect, in collaboration with the undertakings concerned. Overall, the quality of the reporting needs to improve considerably if it is to satisfy the legal requirements of Solvency II and be usable for prudential purposes.


    The Bank launched a dialogue with insurers reporting a solvency ratio below the statutory minimum (100%) during the preparatory stage. It reviewed the measures that those undertakings could adopt to restore their solvency position before the actual entry into force of Solvency II. Various types of prudential measures were taken, such as the option of using  subject to the Bank’s approval  certain transitional provisions or certain parameters specific to the undertaking concerned, adjustment of the reinsurance structure, a reduction in the guaranteed interest rates, de-risking of the asset portfolio or an increase in the capital. In view of the poor quality of the information, that approach was also extended to all undertakings with a solvency ratio of less than 120% or those confronted since the reporting by new events liable to jeopardise the solvency ratio.


    The approach aimed mainly to set up an action plan for these undertakings which, if successfully implemented, would enable them to achieve sufficient solvency by the time the new rules took effect. Despite this proactive approach, it is still possible that some undertakings may still be insufficiently solvent, e.g. because the planned measures have not yet been fully implemented or because a change in the macroeconomic circumstances has had a serious adverse effect on the solvency ratio.
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    Examination of the solvency ratios reported during the preparatory stage for 2014reveals that the ratio is below 100% for 8undertakings. Another 8undertakings reported a solvency ratio of between 100% and 120%. Although serious solvency deficits were identified for several individual undertakings, the deficit at market level is small. The solvency deficit for these 8undertakings corresponds to 1.6% of the solvency capital requirement for the market. The market solvency ratio stands at 190%.


    In October of the year under review, EIOPA presented a summary report on the monitoring of undertakings with a solvency deficit and the measures taken to address it, and on the impact of the current market conditions on their present and future solvency situation.


    3.4 Specific points for the Bank’s attention


    3.4.1 Internal models


    In 2015, the Bank analysed the applications from insurers wishing to use an internal model to calculate their regulatory capital under Solvency II.


    As a result of the pre-application procedure conducted since 2010, the number of undertakings intending to use an internal model has fallen sharply, as the Bank’s inspection reports demonstrated to five undertakings that they would find it difficult to meet the Bank’s stipulations for internal models, based on the legal requirements. Those undertakings decided to end their pre-application procedure or postponed the planned date for submitting their application.


    Seven applications were expected in 2015. After their latest contacts with the Bank, two undertakings opted to delay the date for submitting an application. One application for a (virtually) full internal model was rejected. That leaves four undertakings (two full internal models and two partial internal models) whose applications were accepted, but only after the imposition of additional capital requirements and conditions. In most cases  depending on the approach adopted by the colleges concerned  those points were inserted in a remedial plan that the undertakings added to their application. There were also two new applications submitted at the end of 2015on which a decision will be taken in 2016.


    In general, a key factor for success seems to consist in the undertakings being aware of the substantial resources needed to develop and validate the internal models, and planning accordingly at a sufficiently early stage. One of the most important points for attention identified by the analysis of the applications was that some subsidiaries of foreign insurance groups have inadequate knowledge of their internal model developed at group level, so that they cannot really take it on board; another important point is that various undertakings underestimated the role of the national supervisory authorities in the process of deciding on the approval of an internal model at group level. In addition, the independent internal validation is often insufficiently critical, so that too few questions are asked about the fundamental choices relating to the models. In regard to types of risk, the modelling of the life underwriting risk has not yet generally achieved the same quality standards as the modelling of other types of risk. Finally, it seems that, in some cases, the weaknesses detected in internal models for the calculation of the solvency capital requirement also have a significant impact on the calculation of the technical provisions under the new prudential rules (best estimate) and/or the solvency capital requirement determined by the standard formula (particularly in the case of life insurance activities).


    3.4.2 Assessment of the best estimate


    Assessment by the Bank


    Last year, the assessment of the adequacy of the technical provisions applicable under the new prudential rules took up most of the inspection team’s resources. That was due partly to the size of the amounts forming the technical provisions on insurers’ balance sheets  the best estimate represents the bulk of an insurer’s liabilities and plays a crucial role in determining its solvency  and partly to the duration of these liabilities. In particular, this last factor leads to complex actuarial calculations based on a large number of assumptions, parameters and measures envisaged by the insurer’s management bodies, and a degree of uncertainty which must be assessed with due caution.


    The examinations carried out by the inspection teams led to a significant increase in the total amount of the technical provisions of the insurance companies considered. Furthermore, following various inspections conducted in 2015on the calculation of the technical provisions, the Bank has identified several points to which it will pay particular attention during implementation of Solvency II to determine whether the undertakings have made the correct adjustments.


    First, there was evidently a great disparity between life and non-life insurance activities, the latter generally presenting fewer problems owing to the relatively short duration of the liabilities and good overall control of the claims management process. The second point for attention is the often incorrect application of the prudential rules on contractual limits, concerning whether or not the results of future business are taken into account in the calculation of the technical provisions. It was also found that the financial projections do not take accurate account of the costs associated with insurance liabilities, and that the risk margin  i.e. the margin to be applied as a prudence factor in addition to the calculated best estimate  is not correctly estimated. The application of discounting curves other than the one published by EIOPA also gives rise to problems. The final point for attention is the inadequate estimate of future profit-sharing in view of the expected yields from the assets representing the technical provisions.


    Development of the assessment instrument


    In connection with checking the best estimate, the Bank has developed a special form of reporting on life insurance operations. For that purpose, insurers have to report all cash flows involved in determining the best estimate. Other data must also be reported, namely the cash flows used to rebuild the inventory reserves for the insurance policies concerned, and various general statistics relating to parameters such as average age, sums insured, average guaranteed interest rates, etc. The figures reported by the insurer will be processed in various ways to permit a breakdown of the best estimate into its constituent parts, a reconciliation of the best estimate with the inventory reserves, and a range of consistency tests.


    The data reported by the undertakings will also be used to map the insurance portfolios on the basis of the said general statistics. These various points can then be examined to arrive at an initial assessment of the suitability and conformity of the best estimate calculation. The conclusions of that initial analysis will then be used to consider whether that best estimate  or some elements of it  should be examined in more detail.


    In the year under review, these data were collected for the first time from 7large Belgian insurers. In the case of those companies, the full report as at 31December2014 was expected by the end of 2015 at the latest.


    Assessment by external experts


    In connection with the measures in preparation for Solvency II, it was vital for the Bank to have sufficient confidence in the calculation of the best estimate by the undertakings. As well as carrying out its own inspections, the Bank also called in external actuarial experts to assess the quality and suitability of the best estimate of the seven largest Belgian insurers.


    In their report, the external experts gave their opinion on such matters as the accuracy of the amount of the best estimate and on the correct use of the data, assumptions and models. Where possible, they also quantified the impact of the shortcomings identified. During June2015, the provisional findings were presented to the management of the insurance undertakings concerned and to the Bank, after which the reports were finalised.


    The analysis of these reports resulted in a number of findings for each undertaking. Those findings were notified to the individual undertakings with a request that they draw up an action plan, on the basis of which the Bank will be able to monitor their progress. Comparison of the individual findings revealed a number of divergent market practices and points for attention, which will be considered in greater depth via horizontal analyses in order to foster greater convergence and harmonisation.


    The work of the external experts is regarded as a useful supervision instrument during the preparations for Solvency II. It enabled the Bank to meet a specific need without entailing any structural increase in operating costs. This type of assignment will not be repeated in the immediate future, although the use of external experts remains an option which might be considered under specific circumstances.


    4. Priority risks


    4.1 Interest rate risk


    The potential consequences of persistently low interest rates are the biggest financial risk facing insurers, and therefore remain a point for the Bank’s attention. In view of the fragile macroeconomic situation, the boost provided by the interest rate rise since April 2015could be short-lived. Moreover, the Belgian insurance sector still features high guaranteed yields on certain life insurance products.


    In 2014, the Bank developed a new standard report to permit more detailed monitoring of the interest rate risk facing all insurers. That report consists of various components which are important for providing an accurate and complete picture of the interest rate risk situation in insurance undertakings. This concerns more particularly the following four aspects: the composition of the current outstanding guaranteed yields on insurance portfolio contracts, the duration of the technical provisions and their covering assets, detailed projections for cash flows from the technical provisions and their covering assets, and projections relating to yields on the assets and liabilities.


    The results of the first round of reporting, based on the figures at year-end 2013, were submitted to the Bank at the end of the third quarter of 2014and were still being analysed in 2015. On the basis of those data, the Bank developed a series of indicators providing a better insight into the interest rate risk facing both individual insurance companies and the market. Points considered include the level of the average guaranteed yields and their residual term, the proportion of the technical provisions with interest rate guarantees on future premiums, the various duration gaps and the matching of the underlying asset and liability cash flows.


    On the basis of this assessment framework, undertakings can be given a score for each of these indicators and in some cases outliers can be identified. The undertakings concerned are subjected to more detailed examination, which may result in a request for an action plan or the imposition of mitigating measures, such as the purchase of derivatives.


    The Bank found that some undertakings failed to submit these reports, and that the data quality was not always up to expectations. Thus, data from some undertakings were excluded from the dataset following an in-depth assessment. The comments submitted to the insurance companies during this first reporting cycle should ensure that the quality improves significantly in the years ahead. In addition, on the basis of the aforesaid analyses, the Bank also examined whether it was appropriate to impose risk mitigation measures on some of these undertakings.


    4.2 Liquidity risk


    Since 2011, the Bank has taken various initiatives to chart the liquidity risk facing the insurance sector in Belgium. For that purpose, a section on liquidity was first added to a more general report which aimed to reveal the vulnerabilities of the six largest Belgian insurance groups.


    The figures reported showed that a number of Belgian insurers faced rising redemptions and falling premium income. The main factors here are a change in the tax treatment of life insurance products, as the tax on premiums was increased from 1.1% to 2% in 2013, the current low interest rates, and the fact that an ever-growing proportion of the class 21portfolio is now eight years old, bringing exemption from the withholding tax for certain contracts (e.g. on redemption). Moreover, increasing numbers of insurers are deliberately turning away from offering certain class 21products.


    At the end of 2014, the Bank decided, on the basis of these initial results, to introduce separate quarterly liquidity reporting for all life insurance undertakings. Also, to permit integrated monitoring of the liquidity risk, the Bank developed a series of risk indicators. These can be divided into three groups. The first group of indicators focuses on the trend in incoming and outgoing cash flows and how they are interconnected. The second group examines the trend in liquid assets and liabilities and the ratio between them. The third group of indicators monitors the trend in exposures to instruments and derivatives presenting a potential liquidity risk. Each group of indicators is then linked to a range of risk limits so that the risk can be monitored systematically for each indicator.


    On the basis of the initial results for the life insurance sector as a whole in Belgium, it emerged that, during the first half of 2015, around 48% of Belgian life insurers had to contend with an outflow from the traditional life insurance portfolio that exceeded premium income for at least one of the two quarters. In the case of around 16% of the undertakings, the total outgoing cash flow came to more than twice the premium income. If redemptions alone are considered, it can be said that for 16% of undertakings (not necessarily the same ones as those mentioned above), the related cash flows exceeded their premium income. These are often undertakings which are actively trying to scale down their life insurance portfolio (or part of it). There has also been a downward trend in the proportion of the assets that can be considered liquid. It declined from around 61% at the end of 2014to 55% as at 30June 2015. Moreover, there are very marked differences between undertakings in the ratio of liquid assets to liabilities which could, in theory, be cancelled without (any major) penalty. For most undertakings the volume of the liquid assets is still more than sufficient to cover the most liquid liabilities. Finally, a small number of undertakings (13.5%) hold, at face value, a quantity of derivatives accounting for more than 10% of the total market value of their investment. A similar conclusion can be drawn for the same percentage of undertakings (not necessarily the same ones) in regard to their exposure to repo transactions, securities lending and other related activities.


    The results of the liquidity reporting described above led to follow-up measures for a small group of undertakings. The Bank also decided to maintain the liquidity reporting under Solvency II.


    5. Legislation


    The introduction of a new regulatory framework for the prudential supervision of insurers and reinsurers led to the preparation of the Solvency II Law and a large number of implementing measures and Circulars. The abolition of the Solvency I framework and disappearance of the Law of 9July 1975provided an occasion for a thorough review of all the existing rules on the prudential supervision of insurers and reinsurers. Some Royal Decrees and Circulars have already been recast on account of Solvency II, but owing to the large volume of legislation that exercise will continue in 2016. As explained in Box 3, the disappearance of the medical index and the rising health care costs meant that particular attention must be paid to requests for an increase in health insurance tariffs.


    5.1 The Solvency II Law


    The Solvency II Law on the legal status and supervision of insurance and reinsurance undertakings transposes the Solvency II Directive. This Law replaces those governing the supervision of insurance undertakings (Law of 9July1975) and reinsurance undertakings (Law of 16February2009), and their implementing Decrees will also be rewritten.


    The Solvency II Law represents a significant reform of the prudential supervision of insurers and reinsurers, focusing that supervision on the knowledge, control and attenuation of all types of risk associated with the pursuit of their activities. The approach is prospective, covering all elements of the balance sheet in assessing the real risks. For that purpose, the asset and liability items are stated at their market value. Like the SolvencyII Directive, the Law is based on three pillars. The first pillar determines the quantitative requirements relating to capital and technical provisions, the second lays down qualitative rules on the monitoring of the risks by the undertakings, and the third determines the information that the undertakings must supply, either for supervision purposes or for the public. A number of points specific to Belgium merit particular attention.


    5.1.1 Governance


    The Solvency II Directive leaves the national legislatures some latitude to supplement and specify the requirements to be met by insurers and reinsurers. The SolvencyII Law used that option to establish a governance system which is based on the minimum requirements of the Directive but also takes account of the achievements of earlier legislation and equal treatment with the other financial sectors.


    The governance structure of an insurer or reinsurer comprises a statutory administrative body, usually the board of directors, which carries ultimate responsibility for the undertaking and is in charge of the strategy and determination of the risk policy, a management committee which holds all the powers to manage the undertaking, three specialist committees within the board of directors (remuneration, audit and risk committee), and four independent supervisory functions or key functions (compliance, internal audit, risk management and actuarial function).


    Taking account of the relative heterogeneity of the sector, the Solvency II Law provides for various exemptions from this standard structure to allow for the undertaking’s specific situation. Thus, as regards the management committee, the new Law incorporates the principles included in insurance supervision law since 2014. In principle, it is obligatory to establish this committee but  depending on the undertaking’s size and risk profile  the Bank may grant exemption inter alia in respect of the obligation to set up such a committee, its composition or the prohibition on combining the chairmanship of the management committee with that of the statutory administrative body.
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    The new Law no longer requires the management committee to be composed entirely of members of the statutory administrative body, but stipulates only that three members of that committee  or even two if the risk management officer is not a member (see below)  must also be members of the statutory administrative body. Conversely, it maintains the obligation whereby non-executive members of the statutory administrative body must make up the majority of that committee.


    In regard to the specialist committees, the Solvency II Law provides for two exemptions which do not require the approval of the supervisory authority. The first means that specialist committees are not obligatory in undertakings which meet at least two of the following criteria: average number of employees below 250people, balance sheet total of € 43million or less, and annual net turnover of € 50million or less. In that case, the functions of the committees are performed by the statutory administrative body as a whole. Under the second exemption, in undertakings with a balance sheet total of less than € 3billion, a single body may exercise the powers of the audit committee and the risk committee.


    Two other exemptions are subject to the Bank’s prior approval. The first waives the obligation to establish one or more of the three specialist committees if the insurer or reinsurer is part of a group and if such a committee has been set up in an undertaking controlled by the group (e.g. in a credit institution or insurance holding company). Obviously, the committee set up at group level must have powers which extend to the insurer or reinsurer. The second exemption only concerns the remuneration committee. That committee need not be formed if the company is organised in such a way that the statutory administrative body receives adequate support.


    There is also provision for some flexibility in regard to the risk management function. In principle, a member of the management committee is in charge of that function. However, the same person may combine that post with responsibility for the compliance function and the duties of the actuarial function which do not generate risks (e.g. the preparation of certain reports), provided the actual performance of the three functions is kept separate and there are no conflicts of interest. In the case of undertakings with a balance sheet total of € 3billion or less, there is no need to obtain the consent of the supervisory authorities in this respect.


    The Bank may also allow the risk management function to be headed by someone who is not a member of the management committee if the undertaking’s risk profile so permits and if there is no conflict of interests concerning that officer.


    In comparison with other financial sectors, especially the credit institution sector, the requirements of the Solvency II Law are more flexible. They make allowance for more diverse situations, e.g. for medium-sized undertakings or those with a simpler structure, but this may also lead to an increase in the cases where an undertaking cannot adequately measure and control the risks associated with its activities. It must be acknowledged that there is some contradiction between the requirements of the Directive, which regards risk management as a central feature in the organisation of insurance and reinsurance undertakings, and the exemptions possible under the Belgian law, some of which  as explained above  are not subject to any prior checks. In any case, the Bank will keep watch over the way in which the undertakings set up their governance system and the resources that they use to detect and control the risks inherent in their activities. From that point of view, it will also pay close attention to how the risk management function actually operates.


    5.1.2 Ex-ante recovery plans


    The Solvency II Law contains new provisions in relation to both the Directive and the earlier legislation regarding ex-ante recovery plans. The Bank may impose such a plan on certain undertakings on the basis of their size or their risk situation. The plan comprises measures that the undertaking is likely to implement if the risks foreseen in the plan actually materialise. However, pending European harmonisation on the subject, the Law does not lay down any general obligation requiring all insurers and reinsurers to draw up such a plan, not does it provide for the preparation of resolution plans by the Bank.


    The recovery plan should be seen as preparation for the implementation of a consolidation programme or short-term financing plan that the undertaking may have to produce at relatively short notice if it fails to meet the solvency capital requirement (SCR) or the minimum capital requirement (MCR).


    5.1.3 Preferential claims and separate management


    The Solvency II Directive incorporates provisions from earlier Directives regarding preferential claims of insurance creditors. The EU legislation provides for two options which may be combined, namely an absolute preferential claim on the assets representing the technical provisions and a preferential claim on the whole of the assets. Exceptions to the latter preferential claim are claims by employees of the undertaking, the tax authorities and social security systems, and claims on assets subject to rights in rem.


    The Solvency II Law uses both options offered by the Directive. Compared to the earlier situation, this places insurance creditors in a better position if the preferential claim on all the assets has to be exercised. Under the Law of 9July1975, that preferential claim ranked very low, making it virtually ineffective.


    The claims accorded preference are assessed from the point of view of the liquidation of the insurance undertaking. In that situation, the contracts are terminated without being transferred to another undertaking which will take on the management of the existing portfolio or continue the business of the undertaking making the transfer. Since the policy-holders and insurance beneficiaries have to be paid out the amount of their claims, it is no longer possible to take account of future events such as contract redemptions or the discounting of compensation claims. The amount of these claims may therefore differ from that of the technical provisions shown in the Solvency II balance sheet.


    On the other hand, the assets forming the basis of the preferential claims are stated at market value, as is normal under the other provisions of the SolvencyII Law. To permit checking of the consistency of that basis, the Law obliges insurance undertakings to maintain a permanent register stating the assets which will thus be excluded from claims on the undertaking by other creditors.


    The preferential claims are organised on the basis of each separate division, of which there are just two: life and non-life. It was considered that these were the only two divisions sufficiently consistent and stable to prevent manipulation of the basis of the preferential claims. Investment funds (mainly those in class 23) in which the policy-holder bears the investment risk form exceptions, as each one is a separate division in itself. The reason is that, for this type of contract, the claim is at all times equal to the assets forming the fund.


    5.1.4 Small undertakings


    The Solvency II Law contains a chapter devoted to undertakings excluded from the scope of the Directive (Article4 of the Directive). This small number of undertakings, licensed pursuant to the Law of 9July 1975, are subject to rules comparable to those under the aforesaid Law which permit account to be taken of their size and of the low risk inherent in their activities. For these undertakings, that is a practical application of the principle of proportionality.


    So long as these undertakings have concluded an agreement providing for the reinsurance or total transfer of their liabilities, they qualify for almost total exemption from the provisions of the Solvency II Law.


    Finally, for local insurance undertakings which confine their activities to covering simple risks in the municipality where they have their registered office or in neighbouring municipalities, it is proposed to revert  broadly speaking  to the rules in force up to 31December 2009; that means virtually total exemption from supervision provided their activities remain limited and the undertakings take out reinsurance covering the major part of their risks.


    5.1.5 Transitional provisions over 16years


    The Solvency II Law contains transitional measures taken over from the Directive. These allow insurers and reinsurers sufficient time to adapt to the new provisions, and to stagger the financial impact over time. Two of these measures concern the technical provisions over a 16-year period. One directly concerns the amount of the provisions (the transitional measure on technical provisions), while the other operates indirectly via the risk-free interest rate (transitional measure on the interest rate). The two measures are mutually exclusive, in that the use of one automatically rules out use of the other.


    The amount of the transitional measure on technical provisions corresponds to the difference between the technical provisions under Solvency II and the technical provisions under Solvency I (including the additional provision and the provision for profit-sharing) on the portfolio of contracts in existence on 1January 2016. This deduction is at its maximum in the first year and declines linearly at the end of each year, disappearing from 1January 2032.


    The transitional measure on the interest rate corresponds to the difference between the single discount rate for life insurance portfolio liabilities according to the Solvency I rules and the single discount rate according to SolvencyII. This transitional measure decreases linearly over a 16-year period in the same way as the transitional measure on technical provisions. It can only apply to all the contracts in the life insurance portfolio concluded before the introduction of Solvency II. The extra workload that this measure entails, owing to its complexity, is such that few undertakings are likely to make use of it, either in Belgium or in the other Member States.


    The application of the transitional measures is subject to the prior approval of the supervisory authorities. Since this transitional period is decidedly future-oriented, it is important for the Bank to have all the necessary information to assess the quality of this prospective valuation. Insurance undertakings seeking the Bank’s approval will therefore have to compose a dossier for that purpose. The content of that dossier has been specified in a Circular.


    5.2 Guidelines


    5.2.1 Royal Decree on profit-sharing and the granting of rebates


    The entry into force of the Solvency II Law made it necessary to adjust the rules on profit-sharing in line with the new prudential rules for insurance and reinsurance undertakings.


    The prudential rules only concern profit-sharing applicable to all insurance contracts. The rules on the allocation of profits to specific contracts come under consumer protection and do not belong in a prudential Decree. Profit-sharing involves handing over all or part of the undertaking’s profit to policy-holders and beneficiaries to offset the cautiousness priced into the tariffs. The amount is determined as a global figure for all the policy-holders concerned and incorporated in the insurer’s technical provisions in the form of an allocation in the financial year to the provision for bonuses and rebates.


    The main weakness of the old regulations was that the supervision of profit-sharing was based only on the annual accounting profitability of the insurance contracts, with no future-oriented view of the risks that the undertaking has to bear throughout the life of the contract. The Decree introduces a prospective approach via the criterion of the SCR coverage ratio.


    The technical/financial profit, i.e. the net result of the actual insurance operations, plus the net financial result disregarding the allocation for the financial year to the provision for bonuses and rebates, is defined as the maximum amount that an undertaking may distribute in the form of profit-sharing.


    On that basis, the Decree distinguishes between three situations. If the SCR coverage ratio is 100% or more without the need to use the transitional measures provided for by the Solvency II Law (see 5.1.5above), the undertaking may distribute the above amount without seeking the consent of the Bank. If that ratio is 100% or more purely because the undertaking uses the transitional measures, the distribution is subject to the Bank’s prior approval. Finally, if the ratio is below 100% even with use of the transitional measures, no profit distribution is permitted. In this last case, however, the Bank may grant exceptional permission for the distribution of profits if the undertaking proves that there is no detrimental effect on its financial situation, e.g. because it has capital components which are not eligible for covering the SCR and non-distribution would have adverse procyclical effects, such as mass contract redemptions.


    The rules described above apply separately to life and non-life business.


    5.2.2 Royal Decree on the annual accounts of insurance and reinsurance undertakings


    The statutory annual accounts of Belgian insurance undertakings are currently governed by the Royal Decree of 17November 1994on the annual accounts of insurance and reinsurance undertakings, commonly known as BE GAAP for insurance. For the calculation of the technical provisions, that Decree is supplemented by the more detailed stipulations of the Solvency I framework. The entry into force of the Solvency II framework, replacing Solvency I, has severed that link between the accounting rules and the prudential rules. Furthermore, the Solvency II system does not contain any rules on accounting.


    Considering these developments, the Bank consulted interested parties on a possible adjustment to the statutory accounting rules for the insurance sector. Those adjustments are not only in keeping with Solvency II, but also tie in with the revision of the rules on the calculation of profit-sharing, which mainly depends on the accounting result for the year.


    The approach that the Bank proposes is to maintain the current philosophy of BE GAAP for insurance, which is based mainly on a symmetrical assessment of the insurance assets and liabilities according to historical cost and/or amortised cost. However, the Bank considered it advisable to propose tightening up these accounting rules by incorporating the prudential rules on calculation of the technical provisions under the Solvency I framework, those rules being more precise and cautious. This adjustment primarily concerns the supplementary (flashing-light) provisions which should continue to be included in the statutory accounts despite the switch to Solvency II. The statutory accounting standards for the insurance sector also need to be adjusted to take account of the power that the Solvency II Law conferred on the Bank to grant exemptions from the accounting rules.


    5.2.3 Circulars relating to the EIOPA guidelines


    The provisions of the Solvency II Directive, amended by the Omnibus II Directive, were supplemented by Delegated Regulation (EU) 2015/35of 10October 2014and are subject to EC technical implementing standards (TIS) and EIOPA guidelines. The TIS and the guidelines were drawn up in two stages.


    The stage 1TIS and guidelines, which mainly concern the approval dossiers which undertakings have been able to submit since 1April 2015, were published by EIOPA on 2February 2015. The stage 2guidelines and the guidelines on the governance system and those on the ORSA were published on 14September 2015. The Bank prepared national Circulars to incorporate these guidelines into the Belgian legislation and submitted them to interested parties for consultation. In the case of certain guidelines, there is no specific Circular because those guidelines concern procedures to be included in the Bank’s prudential supervision system.


    The Bank will keep a close watch on the EIOPA guidelines. The Circulars were adapted on some points to take account of specific national characteristics, and additional clarification was provided in the Circulars on own funds. Also, to prevent distortion of competition between Belgian insurers, the Circular on contract limits includes an annex explaining how to apply those limits to certain specific products.


    5.2.4 Circular on applications for approval and transitional measures


    In the context of the gradual introduction of Solvency II (phasing-in), it is important to improve transparency and to provide further details on the information requirements and approval procedures relating to the various measures as laid down in Article 308a of the Solvency II Directive.


    The use of some measures which come under the phased introduction of Solvency II requires the Bank’s prior approval on the basis of a full application dossier. That approval will be granted on an individual basis, taking account of the specific requirements and additional factors relevant to the appraisal.


    To improve transparency and provide further details on the specific requirements concerning the various approval procedures, the Bank sent out a Circular to the insurance companies.


    Undertakings which intend to submit an application for approval for one or more of the transitional measures relating to the entry into force of Solvency II are required to provide the Bank with certain specific, relevant information. That concerns such matters as the use of the matching adjustment, the volatility adjustment, the transitional measures on risk-free interest rates and technical provisions, ancillary own funds, company-specific parameters, and a full or partial internal model.


    For the great majority of the measures, the Circular refers to the relevant EC implementing Regulations and the EIOPA guidelines. In the case of the transitional measure on technical provisions, the Bank imposes specific requirements for the content of the application dossier. This concerns the documentation of all relevant calculations, a standard reporting template showing the impact of the transitional measure, an assessment of conformity with the capital requirements with and without application of the measure, a capital management plan taking account of the application of the measure, and the results of standardised stress test scenarios entailing a balance sheet projection over 16years. The Bank expects those projections to be sufficiently realistic and conservative.


    5.2.5 Circular on reporting


    The Circular on reporting for insurance undertakings sets out what the Bank expects in regard to the regular communication of information in the context of the implementation of the Solvency II Law. It essentially comprises a summary of all the provisions of the various regulatory texts on reporting under Solvency II.


    In particular, it contains information on:


     the legal framework for reporting requirements,


     the exemption policy,


     the reporting structure,


     the content and date of the last report to be submitted under Solvency I,


     the content and submission date of the “Day-1” report and the first quarterly report under Solvency II in 2016,


     the content and submission dates of future quarterly reports,


     the content and submission dates of the annual quantitative reports.


     the content of the report on solvency and the financial position,


     the content of the information to be supplied regularly for supervision purposes,


     some practical guidance for reporting on financial stability and harmonisation with reports destined for the ECB, and


     the additional national requirements and means of communicating information to the Bank.


    
      [see Box 14]

    

  


  
    Box14Adjustments to hospitalisation insurance tariffs


    A health insurance policy is a contract which is, in principle, concluded for life and which cannot be cancelled by the insurer. Moreover, the law limits the scope for insurers to make changes to the technical basis of the premium and the conditions of cover under these contracts once they have been concluded.


    However, health care costs are constantly rising and are difficult to predict at the time of conclusion of the contract. It is therefore inevitable that the premium has to be adjusted during the term of the contract (unless substantial margins are priced into the contract from the start).


    There is also the problem of the ageing provision. This stems from the system of level premiums, which means that young policy-holders pay more than the premium needed to cover the risk. That surplus is set aside in the ageing provision to absorb the higher costs at a later stage in life. While the adjustment of the premiums via an index  which takes no account in the growth of the ageing provision  absorbs the increase in medical costs in the immediate future, it does not adjust the existing ageing provision in line with that increase.


    In the case of non-occupation-related health insurance contracts, the insurers’ options for adjusting the premiums and conditions of cover were originally restricted by law to the following three possibilities:


     by mutual agreement between the parties, at the request of principal policy-holder and solely in the interests of the persons insured,


     on the basis of the consumer price index,


     on the basis of one or more specific indices, known as the “medical indices”.


    Since the abolition of the third option in 2011, there are now only two alternatives for tariff adjustments by insurers, which implies that it is no longer permissible to increase a tariff by a percentage that exceeds the consumer price index. Without prejudice to these limited legal options for adjusting tariffs, under exceptional circumstances an undertaking may seek the Bank’s consent to rebalancing its tariffs if it can show that the tariffs charged are  or risk becoming  loss-making. Since health care costs are rising faster than the consumer price index, and in view of the problem of the ageing provision, many insurers have been forced to do that.


    Between 2013and 2015, the Bank received nine applications for tariff increases from six different insurers. Of the nine applications, seven were approved either in whole or in part (the increase was permitted but only for part of the percentage originally requested) and two were refused.


    The Bank examines these applications from a prudential angle. In contrast, consumer protection is an FSMA responsibility. This means that the Bank takes account of product profitability and decides on the basis of the factors generating that profitability. For that purpose, the undertaking has to supply, among other things, a short-term projection of its accounting results for the products in question, accompanied by the results of the portfolio over the entire period covered. An undertaking’s cost structure is one of the objective data that determine profitability, but is not decisive. In 2016, the Bank will take steps to introduce a uniform, harmonised application dossier.


    After obtaining the opinion of the FSMA, the Bank approves the increase if it considers that failure to adjust the tariff will lead to a situation which is loss-making, or likely to become so. In the case of some undertakings, the application submitted concerned a small or older health portfolio in run-off.
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    E.Financial market infrastructures


    1. Introduction


    There were further developments in the legislation on financial market infrastructures (FMIs) during the year under review. Section 2 presents the mapping of the sector. The oversight approach is traditionally based on principles rather than on detailed rules; the authorities use arguments to persuade FMIs (moral suasion) instead of punishing them with fines or other penalties. However, there is an evident shift away from this soft law approach towards hard law in the sense that the requirements are spelt out in laws for both payment systems and CSDs. Where CSDs are concerned, the Regulation on central securities depositories (the CSD Regulation)(1) transposes into European law the CPMI-IOSCO Principles for Financial Market Infrastructures. Apart from the publication of theCircular on recovery plans for FMIs, the main provisions of which are discussed in section4 of the chapter on “Recovery and resolution”, the regulations were further extended as explained in section3 of this chapter.


    
      (1) Regulation (EU) No. 909/2014 of the European Parliament and of the Council of 23 July 2014 on improving securities settlement in the European Union and on central securities depositories and amending Directives 98/26/EC and2014/65/EU and Regulation (EU) No. 236/2012.

    


    Section4 describes the supervision and oversight activities relating to the risks accorded priority attention in theAnnual Risk Review 2015. More specifically, this concerns supervision of liquidity and credit risk, operational risk and the monitoring of the business models.


    2. Mapping of the sector


    The Bank is responsible for the oversight and prudential supervision of FMIs. The prudential supervision monitors the risks facing the FMI itself, while the oversight focuses on the security and efficiency of the system operated by the FMI. In particular, the oversight checks whether systemic infrastructures are capable of ensuring the continuity of their services in extreme circumstances. The table shows the Belgian infrastructures subject to the Bank’s authority and the cooperation between the Bank and the supervisory authorities of third-country infrastructures.
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    The Bank grants authorisation for payment and electronic money institutions. The number of payment institutions has risen slightly since last year: one institution was licensed with full status (B+S Payment Europe) and two exempt institutions were authorised to offer payment services in Belgium (Rent A Terminal Belgium SPRL and Belmoney Transfert SPRL). One exempt institution ceased its activities. Two of the three new institutions operate in card payment systems, which reflects the changing market conditions in the card payment sector. In the electronic money sector, there were no changes in the number and status of the institutions in 2015. Altogether, there are20institutions offering payment services in Belgium and 11 which can issue electronic money; this number is set to rise owing to the new regulatory framework applicable to payment services.
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    3. Legislation


    In the wake of the operational incidents at WorldlineSA in2014 and2015, it was suggested that it might be advisable to introduce a stringent law governing the supervision of payment systems in Belgium. Worldline handles virtually all Bancontact/MisterCash transactions in Belgium and a large proportion of other card payments. Consequently, Worldline is systemically important for payment transactions on the Belgian market and the company is subject to the oversight of the Bank.


    After many years without a hitch, there have been seven incidents altogether in the past two years, three of which attracted extensive media coverage, while the others had little or no impact on the general public’s payment transactions. Since operational continuity is crucial to the smooth flow and reliability of payments traffic in Belgium, questions were asked about whether oversight based on soft law is sufficiently effective. The current oversight role, based on moral suasion, may therefore by supplemented by hard law in order to safeguard the efficiency and stability of critical payment infrastructures.


    A more stringent supervision law might, for example, impose requirements on payment transaction and payment scheme operators in Belgium in regard to such matters as operational stability (data confidentiality and integrity and system availability), transparency and communication. The stability and continuity of the processing of payments in Belgium must continue to be guaranteed, not least because the payment card industry is slowly but surely progressing towards a Single Euro Payments Area (SEPA), with moves to consolidate in order to achieve economies of scale, which could have a significant impact on the national payment infrastructures.


    As foreseen by the 2007 Payment Services Directive, theEC launched a review in 2012 which led to a revision of the Directive in 2015. To make payment services more transparent and competitive, the European Parliament and the Council broadened the playing field under the new Directive(1), paying particular attention to the security of payment services offered to the public. The revised Payment Services Directive, published on23December2015, has to be transposed into national law by 13January2018. In comparison with the previous Directive, the scope has been extended to two types of payment services which were not previously subject to authorisation: payment initiation services and account information services.


    
      (1) Directive (EU) 2015/2366 of the European Parliament and of the Council of25November 2015 on payment services in the internal market, amending Directives 2002/65/EC, 2009/110/EC and 2013/36/EU and Regulation (EU) No.1093/2010, and repealing Directive 2007/64/EC.

    


    Payment initiation services and account information services never hold the payers’ funds. They only provide services to initiate payments or to collect account information with the express approval of the payment services user. They must ensure that personal security data are not accessible to other parties, and must communicate with the parties concerned in a secure manner. To ensure that any incidents are followed up directly and speedily, payment service providers will be obliged to report any significant operational or security incidents.


    The new Directive also makes provision for the creation of a central register at European level containing lists of all payment institutions authorised in Europe. This will enable all payment service users to consult a central register comprising the data from all national registers of payment service providers.


    Although cryptocurrencies (also known as virtual or digital currencies) such as Bitcoin do not constitute a payment system and the Bank has no authority over them, it keeps a close watch on the associated problems. As a payment instruments regulator, it repeated the warning it issued in2014 about the risks associated with virtual money. The Bank stressed once again that cryptocurrencies are not legal tender nor are they a form of electronic money, there is no financial supervision or oversight of crypto-currencies, and these products are therefore risky. During the year under review, the Bank took part in two pieces of work on this subject. One was the ECB’s February2015 report entitled “Virtual currency schemes  a further analysis”, which was an extension of an initial analysis of virtual currencies conducted in2012(1), and the other was the report on digital currencies published by the CPMI(2). Apart from the actual virtual currency schemes, the Bank is also interested in the new technologies that crypto-currencies have brought (distributed ledgers) which could have a significant impact in the future on the operation of payment systems and instruments.


    
      (1) Virtual currency schemes, ECB, October 2012.


      (2) Digital Currencies, CPMI, November 2015.

    


    In regard to the CSD Regulation, last year saw the designation of the competent authority in Belgium, and further work on the technical standards. On11June2015(1), the Bank was designated as the competent authority responsible for carrying out the duties referred to in theCSD Regulation on the authorisation and supervision of CSDs, without prejudice to the specific responsibilities of the FSMA.


    
      (1) Royal Decree of 11 June 2015 designating the competent authority responsible for the authorisation and supervision of central securities depositories.

    


    Three CSDs are currently operating in Belgium: Euroclear Bank, Euroclear Belgium and NBB-SSS. However, the authorisation obligation does not apply to this last CSD which is run by the central bank, although NBB-SSS has to conform to most of the requirements of the CSD Regulation. Furthermore, CSDs which themselves offer services relating to settlement in commercial bank money must obtain authorisation for the provision of banking-type ancillary services, in addition to their CSD and credit institution licences. That obligation applies toEuroclear Bank.


    The CSD Regulation requires the Bank to consult the relevant authorities before granting authorisation to CSDs or authorising the provision of banking-type ancillary services, and in reviewing the authorisations at least once a year. The authorities concerned, specified in theCSD Regulation, are the ones for which the smooth operation of the CSD is important, e.g. the overseer(1) of theCSD, the central banks which issue the main currencies in which settlement is made, and the authorities of the countries for which the CSD is important. In that connection, it is worth noting that  separately from the CSD Regulationthe Bank intends to conclude an oversight cooperation agreement for Euroclear Bank, in accordance with the CPMI-IOSCO principles, with the central banks which represent the main currencies in the system.


    
      (1) The Bank’s responsibility as overseer is thus maintained as regards implementation of the CSD Regulation. In particular, that makes it possible to take account ofchanges in the international principles applicable to CSDs and impose compliance with those principles.

    


    The CSD Regulation empowers the European Securities and Markets Authority (ESMA) and the EBA to develop technical standards, in close cooperation with the members of the ESCB, and submit them to the EC, for the purpose of specifying the following in more detail (indicative list):


     the information that the CSD must supply to the competent authority in the authorisation application;


     the conditions under which the EU currencies are considered the main currencies;


     the reconciliation measures to be taken by the CSDs;


     the operational risks for links between CSDs and the methods of measuring, managing and reducing those risks;


     the financial instruments which can be considered highly liquid with a minimal market and credit risk, and in which the CSD is permitted to invest its financial resources;


     the tools for monitoring, measuring and managing (primarily intra-day) credit risks and liquidity risks.


    The Bank was closely involved in the development of these technical standards which are scheduled for publication early in 2016. The CSDs must apply for the necessary authorisations on the basis of the CSD Regulation within a maximum of sixmonths following publication of these technical standards.


    4. Oversight and supervision of FMIs


    4.1 Liquidity risk and credit risk


    During the year under review, the Bank played an active role in the discussions on the CSD Regulation’s technical standards relating to liquidity risk. Moreover, that is one of the priorities of the 2015 Annual Risk Review forFMIs. In the case of international CSDs (ICSDs), liquidity risk is not only monitored as part of the prudential supervision but is also kept under close vigilance via oversight reporting which takes more account of the specific characteristics of FMIs. For instance, oversight reporting considers the intra-day risk (whereas prudential reporting is based on end-of-day figures) and reveals links with the settlement and other activities of the (I)CSD.


    In view of the specific characteristics of (I)CSDs, and to supplement existing bank legislation, the CSD Regulation introduces rules on the management of intra-day credit risks and liquidity risks. In that connection, very close attention is paid to the management of the collateral that participants pledge to the (I)CSD. Another important point is the requirement for (I)CSDs to have sufficient liquid resources to cope with the simultaneous default of the two participants with the largest debit position. TheCSD Regulation goes further here than the Principles for FMIs, which state that (I)CSDs must at the very least be able to withstand the default of the participant with the largest debit position.


    Such stringent requirements are justified for CSDs in view of their systemic importance, as CSDs play a leading role in the settlement of stock market and off-exchange transactions between market counterparties. These systems are also used for mobilising and managing the collateral which is exchanged to cover the risks inherent in certain transactions, such as repos, or monetary policy or credit transactions, but also to meet the margin requirements of central counterparties (CCPs).


    When CSDs process the purchase or sale of securities, the cash leg of the transaction is recorded on the account of either a central bank (central bank money) or a credit institution (commercial bank money). In the latter case, the CSD Regulation stipulates the use of a single-purpose bank, i.e. a credit institution which does not engage in any activities other than the settlement of the cash leg of securities transactions, in order to minimise the risks to that bank. In Belgium, the securities settlement systems settle transactions either in the books of the Bank (NBB-SSS and Euroclear Belgium) or in those of Euroclear Bank (the only future single-purpose bank in Belgium).


    (I)CSDs that provide credit to their participants (in various currencies) such as Euroclear Bank may be exposed to credit risk and liquidity risk. This mainly concerns intra-day risks because, in principle, participants settle their accounts before the end of the day. Both the Principles for FMIs and the CSD Regulation require these credit risks relating to participants to be covered by collateral (or other equivalent financial resources). The Bank keeps a very close eye on the degree to which intra-day risks are covered at Euroclear Bank.


    If a participant is unable to meet its liabilities, Euroclear Bank can liquidate the collateral. Since the proceeds of the liquidation or sale of the collateral are not available immediately, Euroclear Bank must have sufficient financial resources to bridge the gap. Part of the available liquid resources comes from the cash surpluses that participants leave on their account at Euroclear Bank. These can be used for routine liquidity risk management or  at least partially  in a crisis situation. While the surpluses contribute towards the liquid resources, they also create credit risks in that they are invested on the interbank market. The Bank pays due attention to the size of these cash surpluses and examines the degree to which the investments are covered by collateral (reverse repo).


    Since Euroclear Bank’s liquidity needs originate from providing credit to its participants, the Bank as the overseer keeps an eye on the trend in use of credit. In that connection, it takes a closer look at the links between the activities of Euroclear Bank and the resulting credit risks. Similarly, specific attention focuses on the liquidity needs and resources in various currencies, and the interdependence between Euroclear Bank and other market infrastructures such as CCPs or other (I)CSDs.


    4.2 Operational risk


    A second priority in the year under review was the operational risk including cyber risk (discussed in section3 of the next chapter on “Cross-sectoral aspects of prudential regulation and supervision”). The oversight approach to operational risk goes well beyond the capital requirements for operational risk. Given the systemic importance of the financial market infrastructures, the availability of their systems is crucial. This aspect therefore takes up most of the attention in the monitoring of IT projects. Concerns about the timely delivery of a new platform or control of the associated costs must not take precedence over the stability of the financial system.


    The Bank is the lead overseer of SWIFT (Society for Worldwide Interbank Financial Telecommunication). SWIFT is subject to central bank oversight because it is crucial to the security and efficiency of the financial messages exchanged between financial institutions and financial market infrastructures throughout the world. The oversight of SWIFT is conducted by the G10 central banks, while the oversight programme and findings are examined by a larger group in the SWIFT Oversight Forum, in which ten other central banks also participate.


    The oversight activities concern all types of operational risks associated with SWIFT messaging services. Cyber risk was again the focus of greatly increased attention during the year under review. The development of mechanisms protecting against cyber threats is ongoing. As part of a continuous assessment, better ways of detecting, protecting against and responding to cyber threats are being examined, taking account of the changes in the nature of cyber threats and the new protection solutions gradually becoming available.


    The modernisation of the FIN application, central to theSWIFT messaging services, continued during the year under review. This thorough technological overhaul was conducted without impairing the availability of the messaging services for customers. The monitoring of this multi-annual project was another key priority during the year under review. In the past few years, there has been increasing diversification in the services that SWIFT provides for financial institutions, e.g. with the development of solutions assisting them in their reporting obligations to the supervisory authorities. Another point of interest for overseers is therefore the degree to which this increasing diversification of services influences the risk management of SWIFT as a whole.


    4.3 Business model analysis


    The monitoring of FMIs’ business models in a changing environment remains a priority for supervision and oversight. The growing need for collateral, and hence for collateral management services, is a trend that has been in evidence for some years now. The obligation to use a central counterparty for clearing standardised over-the-counter (OTC) derivatives will not only increase the need for collateral or margin, but will also mean that the frequency with which counterparties have to exchange collateral will increase from a weekly or monthly cycle for transactions not cleared in a CCP to more intra-day margin calls. In addition, many counterparties (including CCPs and central banks) have their own definition of eligible collateral. Market players who are very active on the repo markets or in multiple CCPs therefore need an efficient platform for transferring securities (sometimes even intraday) accepted by their various counterparties. In view of the market players’ ever-increasing need for collateral, efficient allocation of the collateral is necessary to avoid any (real or apparent) shortages.


    For quite a few years now, Euroclear Bank has offered collateral management services which were recently grouped under the name Collateral Highway. This platform enables customers to mobilise their securities efficiently (whether they are on an account with Euroclear or with a partner) and transfer them to the counterparty who needs them as collateral. These services are offered not only to customers of Euroclear Bank but also to customers of other CSDs in the Euroclear group, as the services have been extended to local Euroclear CSDs. The joint venture between Euroclear and the American CSD Depository Trust & Clearing Corporation (known as DTCC-Euroclear Global CollateralLtd) is another major extension of theCollateral Highway. The joint venture will enable customers to manage their margin obligations efficiently and simplify the mobilisation of the necessary collateral (from the American CSD). Mid-2016 will see the launch of the first part of the platform, namely the Margin Transit Utility (MTU), which will handle the processing of margin obligations. The second part, the Collateral Management Utility (CMU), which will deal with the mobilisation of collateral, will be launched a few months later. The Bank’s approval was required in the same way as for all strategic decisions by systemic institutions. The competent authorities of the United States and the United Kingdom (as the joint venture is based in Britain) will also have to approve the project.


    The business models of the Belgian BNYM entities were also monitored. This year, as part of an exercise whereby the group’s presence, and its activities and the markets to which access is proposed, are continuously adapted to the financial and regulatory context, the BNYM group made various changes affecting the group entities in Belgium.


    One important change with regard to its positioning is the group’s decision to connect to the TARGET2-Securities platform as a directly connected participant. That decision implied direct access to TARGET2 for BNYM SA/NV and led to the gradual replacement of its access to the infrastructures of the main European markets via sub-depositories by direct access. The group consequently decided to put its central securities depository BNYMCSDSA/NV on standby.


    TheBNYM group also opted to refocus the activities ofBNYMSA/NV on securities management, by terminating its activities as a member of clearing institutions on behalf of its customers operating in derivatives and by transferring its securities lending and borrowing activities to the Bank of New York, London Branch.


    The Crisis Management Group (CMG), set up in accordance with the FSB’s guidelines on Key Attributes of Effective Resolution Regimes for Financial Institutions, is interested in the organisation of the BNYM group’s activities, as this group is considered to be a Global Systemically Important Financial Institution (G-SIFI), i.e. an institution which, owing to its size, activities and deep embedding in the financial network, is of systemic relevance in the financial world.


    Since 2013, a CMG meeting has been held every year for BNYM, organised alternately by the Federal Deposit Insurance Corporation and the Federal Reserve Bank of New York. The Bank is also represented on the CMG, as are the Board of Governors of the Federal Reserve System (United States), the Bank of England (United Kingdom), the Prudential Regulation Authority (United Kingdom) andfor the first time in 2015, as observers  the ECB and the Single Resolution Board (SRB). The CMG focuses in particular on the international configuration of the BNYM group, its presence in over 100 markets, the monitoring of transnational outsourcing and the degree to which its operational continuity can be guaranteed or improved.
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    F.Cross-sectoral aspects of prudential regulation and supervision


    1. Introduction


    In recent years, in its capacity as a supervisory authority, the Bank has played an active part in the work of the Financial Action Task Force (FATF) on combating money-laundering and terrorist financing. Section2of this chapter discusses Fourth Round Evaluation Report on Belgium. The report indicates that while Belgium has a robust system for the prevention of money-laundering and terrorist financing, it does not conform fully to the recommendations in some respects. In response to these findings, the Bank decided to conduct an in-depth review of the organisation of its supervisory powers on the subject.


    During the year under review, technological progress also had a significant impact on the financial sector. Thus, the ever-growing importance of digitalisation led to the market entry of suppliers of software and applications supporting financial services, positioned alongside the traditional market players. Established players are responding to this trend by developing new applications or business models themselves, and/or by collaborating with these new entrants. This could entail new risks, and requires heightened vigilance, as explained in section 3.


    Owing to the steady advance of digitalisation in the management of financial transactions and non-cash money and the importance of the internet in the financial sector, a detailed analysis of cyber risk management has become a priority for the prudential supervisor. Section4explains how the Bank addressed this need during the year under review, e.g. by issuing a Circular to systemic institutions clarifying its expectations regarding operational continuity and security, and taking an active part in the international efforts to improve cyber resilience.


    2. Combating money-laundering


    The Fourth Round Evaluation Report on Belgium was published on the website of the Financial Action Task Force (FATF) after being discussed at the plenary meeting of that international organisation on 26February2015. This report concludes that Belgium has the core elements of a sound anti-money-laundering and counter-terrorist financing (AML/CFT) regime, although some elements are not yet fully in line with the forty 2012 FATF Recommendations.


    As regards the technical conformity of Belgium’s provisions and mechanisms with those recommendations, it should be noted that the Belgian laws and regulations evaluated were still based on the previous version of the FATF recommendations. Consequently, the level of conformity found in Belgium in 2015was lower than at the time of the third mutual evaluation by the FATF in2005. However, that situation is temporary, and will be largely remedied by the transposition of the Fourth EU Anti-Money-Laundering Directive(1) and entry into force of the new EU Regulation(2) on information accompanying transfers of funds.


    
      (1) Directive (EU) 2015/849of the European Parliament and of the Council of 20May 2015on the prevention of the use of the financial system for the purposes of money-laundering or terrorist financing, amending Regulation (EU) No. 648/2012of the European Parliament and of the Council, and repealing Directive 2005/60/EC of the European Parliament and of the Council and Commission Directive 2006/70/EC, Official Journal of the European Union, L141of 5June 2015.


      (2) Regulation (EU) 2015/847of the European Parliament and of the Council of 20May 2015on information accompanying transfers of funds and repealing Regulation (EC) No. 1781/2006, Official Journal of the European Union, L141of 5June 2015.

    


    The evaluation of the effectiveness of the AML/CFT measures applied in Belgium likewise presents a mixed picture. While the effectiveness of these measures is assessed as substantial in regard to four of the eleven immediate outcomes defined by the new FATF evaluation methodology, it is assessed as moderate in regard to the other seven immediate outcomes. That result is attributable partly to the short time that Belgium was given to adapt to the new effectiveness requirements based on the evaluation methodology adopted by the FATF in February 2013.


    In regard to the financial sector, a positive point is that the FATF found that companies in this sector have a good understanding of their prevention obligations and the risks to which they are exposed, and that the financial institutions generally seem to take appropriate preventive measures, including in high risk situations.


    However, the report regrets that the supervision that the Bank exercises in this matter on the basis of assessment of the prudential risks does not take sufficiently clear and specific account of the assessment of the risks of money-laundering and terrorist financing associated with each of the supervised institutions. The available remote supervision tools need to be improved in that respect. The frequency of its on-site inspections also needs to be stepped up significantly in order to permit better supervision of the effectiveness of the measures applied by the financial institutions and to gain a more continuous insight into the risks. The FATF therefore recommends that the Bank should make more frequent use of its powers to impose sanctions where that is justified by the seriousness of the shortcomings found. In addition, the FATF considers that the Bank should do more to raise the awareness of the financial sector. The report emphasises that, in order to meet all these specific recommendations, the Bank needs to allocate more resources to AML/CFT supervision.


    In view of the results of its evaluation, Belgium has to report annually to the plenary meeting of the FATF on the measures that will be taken to conform to the specific recommendations addressed to Belgium in the FATF report and to improve the level of technical conformity and effectiveness of its AML/CFT arrangements.


    In the meantime, the above-mentioned Fourth EU Directive has been adopted and published, and preparations are under way for its transposition into Belgian law with the Bank’s participation. The new European Regulation on information accompanying transfers of funds was published on the same day as the Directive and will apply from 26June 2017, by which date the legal provisions transposing the Directive into national law must also be in force.


    Taking account of the findings set out in the Mutual Evaluation Report and the FATF’s recommendations addressed to the Bank, the latter also decided to conduct a fundamental review of the organisation of its AML/CFT supervision powers. The new set-up puts the emphasis on increased specialisation of the staff responsible for the remote monitoring of AML/CFT by bringing them together in a specialist group in charge of the prudential supervision on the subject. In addition, the staff assigned to this team are considerably specialised and their numbers are being increased. This team will carry out its duties in close cooperation with the inspection service, which will also have more resources allocated to on-site AML/CFT inspections. This reorganisation will make it possible to define and implement a supervisory approach specifically based on an assessment of the risks of money-laundering and terrorist financing to which each of the supervised financial institutions is exposed, so that the frequency and intensity of the supervision both remote monitoring and on-site inspections  can be tailored more closely to those risks. Nevertheless, close links will also be maintained with the teams in charge of the general prudential supervision.


    As regards its supervision tools, in 2015the Bank continued with the process launched in 2013of gradually developing and refining a periodic questionnaire on the prevention of money-laundering and terrorist financing which supervised financial institutions must complete each year. Thus, via a Circular dated 7October 2015the Bank sent out the new questionnaire which institutions must complete before the end of February 2016on the basis of their situation as at 31December 2015(1). The main innovation in this third version of the annual questionnaire, introduced after consultation with the professional associations of the financial sector and the insurance sector, is that it now includes a new section designed to collect the quantitative data that will enable the Bank to improve its knowledge of each financial institution’s classification of its customers and business relationships on the basis of its assessment of the associated money-laundering and terrorist financing risks. Quantitative data are also collected to provide a better understanding of the process for the production and analysis of internal reports on atypical transactions and the process for reporting suspicious transactions to the Financial Intelligence Processing Unit (CTIF-CFI).


    
      (1) Circular NBB_2015_26 of 7 October 2015 on the periodic questionnaire on the prevention of money-laundering and terrorist financing.

    


    The abridged questionnaire that small payment institutions and electronic money institutions have to complete each year was also supplemented with a section on the collection of the same type of quantitative data, but with due regard for the principle of proportionality(1).


    
      (1) Circular NBB_2015_27 of 7 October 2015 on the short-form periodic questionnaire on the prevention of money-laundering and terrorist financing.

    


    As well as forming an extension of the process begun in 2013, this adjustment to the periodic questionnaire is also an initial, partial response to the recommendation made by the FATF to the Bank in the said Fourth Round Mutual Evaluation Report on Belgium, in order to refine and perfect its AML/CFT supervision instruments.


    3. FinTech: technological innovation inthe financial sector


    The central role of the processing and exchange of data in the provision of financial services has led to a high degree of digitalisation in the financial sector. FinTech is a generic term for firms that offer software and applications supporting the provision of financial services. The Bank notes that growing numbers of IT start-ups focus on the development of this type of software and applications, and position themselves alongside the traditional market players. It expects this digitalisation to have a significant impact on the financial sector, and therefore analyses the associated risks.


    FinTech start-ups develop alternative approaches to the supply of financial products, e.g. new business models for consumer credit, national or international payments, and investment advice. Established players are responding to this trend by developing new business models and applications themselves, and/or by collaborating with these start-ups.


    FinTech firms have the potential to bring about fundamental changes in specific segments of the financial sector, to improve the customer’s experience and to cut costs.


    Various techniques are used to improve the customer’s experience. Expertise in data management and analysis is used to create accurate customer profiles, enabling the software and the products or services offered to be tailored to the customer’s preferences. Particular attention focuses on the design of interfaces, with the emphasis on user-friendliness. In addition, the use of financial software on online platforms, such as online retailers, leads to simplification and, in many cases, faster processing of the transaction.


    Alternative business models and processes generally combine ease of use with cost reduction. FinTech start-ups mainly opt for market segments offering large margins, and not necessarily a full range of products or services. By offering the software and applications worldwide, it is possible to reap economies of scale. Many FinTech solutions drive down the costs to the end user via extensive disintermediation. For example, in the case of consumer payments, there are solutions which are no longer based on correspondent banking relationships. In lending, banks can be circumvented by direct contact between the borrower and the lender via internet platforms (peer-to-peer finance model). These new models and processes may generate new risks (e.g. as regards compliance and regulation) which need to be analysed and monitored.


    In contrast to the FinTech newcomers, existing financial institutions have developed an extensive framework of financial services systems supporting the full range of products. Financial institutions have the necessary expertise to respond to the compliance and regulation challenges. They have established strong networks with other financial institutions and have a relationship of trust with the end user. It takes substantial investment to set up such a framework.


    Banks are aware of the large productivity gains achievable in the financial sector if they can link their own financial framework to new solutions from FinTech firms. The challenge for the banks lies in optimising and opening up this financial framework to prevent the FinTech solutions from evading their sphere of influence. In the resulting new ecosystem, end users will enjoy an extended range of innovative and reliable products and services.


    4. Cyber risks


    Digitalisation and the importance of the internet in the financial sector continue to grow, stimulated partly by innovative newcomers and the further rationalisation of the IT resources used. Financial institutions and FMIs are making ever-increasing use of specialised software/hardware components and service providers for the development and management of data systems (examples include the growing use of external clouds for data storage and processing).


    Financial institutions and FMIs manage the information systems for the storage of non-cash money, the processing of financial transactions and the management of (confidential) financial customer data. These systems must be adequately protected against various forms of cybercrime, cyberespionage and cyberterrorism. An in-depth assessment of the management of cyber risk is among the top priorities of the prudential supervision and oversight of financial institutions and FMIs.


    4.1 Sharp rise in cyber threats


    Cyber risk analyses revealed various cyber threats. Major threats for the immediate future include the growing use of externally developed software/hardware components and external service providers, dependence on a small number of technologies, long-term, targeted attacks and the presence of unreliable insiders.


    The use of externally developed software/hardware components and external service providers involves three cyber risks. Thus, the integrity of an FMI’s infrastructure may be impaired if it is managed by an external service provider. That may occur in various ways, e.g. by the deliberate or involuntary installation of malware, the alteration and/or deletion of data, or changes to configurations. Moreover, compromised systems of service providers may create access to the systems of the financial institution or FMI. Finally, software/hardware components bought in by the institution may incorporate methods of circumventing the data system’s authentication processes (back doors).


    Recent events have shown that commonly used basic technologies may have significant defects which undermine the good protection of the system, e.g. via a leak in the cryptography (Heartbleed). These defects, which are not always known to the technology developers, are found in many different applications. Long and complicated processes for updating the technology lead to additional exposure. Security experts predict that cyber criminals will continue to invest in tracking down these defects.


    The number of advanced persistent threats is also expected to rise. For example, if cyber criminals are able to keep the attacks hidden from the system managers, data may be extracted over a long period. The development and use of these techniques generally require advanced specialist knowledge, which means that only a small number of groups have the necessary skills. However, these techniques are currently offered on the black market in user-friendly applications, and are therefore available to a broader public.


    Apart from external threats, organisations also face unreliable insiders. An unreliable insider is an organisation’s employee, subcontractor or other partner who abuses his access to the organisation’s data systems in order to damage the organisation. Possible abuse includes the intentional publication of internal documents, the alteration or destruction of confidential data, and the restricting or blocking of access to data systems and/or confidential data.


    4.2 Guidance on cyber resilience


    During the year under review, the Bank drew up a prudential Circular for systemic institutions, defining the prudential expectations regarding operational business continuity and security with special attention to cyber resilience. That Circular came into force on 1January2016. Subjects covered include raising awareness of security in software development, the physical and logical segmentation of internal IT systems, the use of strong authentication solutions for privileged administrator access to critical or sensitive IT systems, and the periodic organisation of large-scale security tests in which independent experts check the effectiveness and quality of the security on the basis of realistic attack scenarios carried out in an ethical manner.


    The Bank plays an active part in the CPMI-IOSCO working group for the development of guidance regarding cyber resilience for FMIs. In 2015, the working group published a consultative paper setting out five categories of measures for the management of cyber risks and three general components. The five categories of measures are: cyber governance, identification of cyber risks, protection against cyber attacks, detection of cyber incidents, limitation of the impact of cyber incidents, and recovery after cyber incidents. The three general components are continuous testing of data systems, awareness of developments in the organisation’s environment, and continuous improvement of cyber security strategies on the basis of acquired insight. Investments in the various categories of measures are mutually complementary. This guidance supplements the CPMI-IOSCO principles for financial market infrastructures. It clarifies and supplements the governance requirements (principle 2), the framework for comprehensive risk management (principle 3), settlement finality (principle 8), operational risk management (principle 17) and the links between financial market infrastructures (principle 20).


    4.3 Cyber risk analysis


    In 2015, both the prudential supervision and the oversight accorded particular importance to securing financial institutions and FMIs against cyber risks. European and international cooperation is becoming ever more important in that respect. Thus, in 2015, the SSM conducted a cross-sectoral review of cyber security covering the 130largest banks and banking groups in Europe (the banks considered significant). On the basis of that review, other supervision measures were planned and carried out, including a number of targeted on-site inspections. In addition, a group of IT experts has been established in the SSM to improve the coordination, steering and monitoring of the supervision of the various IT risks and cyber risks specific to the sector as a whole. A new working group was also set up at the EBA for IT supervision, which will accord due attention to cyber risks as well as to the various IT risks. Another important platform for cooperation in combating cyber risks is the SecurePay Forum for the security of internet payments in Europe.


    The close cooperation with entities such as Febelfin and the Federal Computer Crime Unit with a view to limiting e-banking fraud continued in the year under review. In this respect, it is worth noting that in 2015, as in 2014, instances of e-banking fraud remained stable at a low level in Belgium, notably as a result of the efforts made by financial institutions and following some successful arrests by the Belgian police and judiciary. As in 2013 and 2014, cases of e-banking fraud committed against private individuals in 2015were due almost exclusively to fraud techniques whereby cyber criminals deceive users of e-banking into disclosing their personal security codes (usually after a telephone call or via a rogue website). In2015, there were a few cases of fraud which specifically concerned professional e-banking channels and which used malware.


    For the time being, the expansion of mobile banking services (via smartphone or tablet) has not led to any notable rise in the number of fraud cases in Belgium. The Bank is working with the sector to monitor the existing threats and the security solutions adopted by financial institutions.
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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 2015as a whole, it was necessary to make estimates, as the statistical material for that year is sometimes still fragmentary. In the tables and charts, these estimates, which were finalised at the end of January 2016, are marked “e”. They represent mere orders of magnitude intended to demonstrate the trends which already seem to be emerging. The Belgian sources used are mainly the NAI, the DGS 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 1January 1999for 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 1999-2015. Apart from Belgium, the area therefore consists of Austria, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia and Spain. For convenience, the term “euro area” is also used to designate this group of countries for periods prior to the start of Stage 3of 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, Malta, Latvia and Lithuania. In view of the small size of those economies, the OECD data are perfectly representative of the euro area as a whole.


    In September 2014, the new European standard ESA 2010for calculating national accounts came into force; it replaces the ESA 1995, introduced from 1998. This methodological revision falls under the international guidelines of the System of National Accounts  2008 (SNA 2008), drawn up jointly by the United Nations, the IMF, Eurostat, the OECD and the World Bank. Interested readers can find a detailed presentation of the changes in the NAI publication NAI (2014) ESA 2010 The new reference framework for the national accounts, September. http://www.nbb.be/doc/dq/en_method/M_ESA2010_EN.pdf. Concomitantly, the sixth version of the IMF’s manual on methodology for the balance of payments and the net international investment position also came into force in 2014. Moreover, in Belgium as in the other countries, implementation of these new methodologies also provided an opportunity to make some other improvements to the national statistics.


    As far as possible, this Report has made use of the statistics compiled using the new methodology standards and the resultant definitions. In Belgium’s case, these data are available back to the year 1995for the national accounts and the general government sector accounts, to 1999for the quarterly financial accounts and 2008for the balance of payments. Wherever necessary, figures have been retropolated for earlier periods.


    For the sake of 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 2010methodology. 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 people, who are included under households in the real and financial sectoral accounts.


    In the section devoted to the international environment, the presentation is also consistent with the ESA 2010or its equivalent, the SNA 2008. Nevertheless, the statistics from the sources to which reference is made in the Report, usually the EC and the OECD, are not always uniform, because the periods for which the methodological revision or the conversions from one system to the other have been carried out still vary greatly from one country to another.
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    Conventional signs


     the datum does not exist or is meaningless


    . not available


    p.m. pro memoria


    e estimate by the Bank
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    Abbreviations


    Euro area countries in 2015


    


    EA Euro area


    


    BE Belgium


    DE Germany


    EE Estonia


    IE Ireland


    EL Greece


    ES Spain


    FR France


    IT Italy


    CY Cyprus


    LU Luxembourg


    LV Latvia


    LT Lithuania


    MT Malta


    NL Netherlands


    AT Austria


    PT Portugal


    SI Slovenia


    SK Slovakia


    FI Finland


    


    Other European Union countries


    


    EU European Union


    EU15 European Union, excluding countries that joined after 2003


    EU27 European Union, excluding Croatia


    


    BG Bulgaria


    CZ Czech Republic


    DK Denmark


    HR Croatia


    HU Hungary


    PL Poland


    RO Romania


    SE Sweden


    UK United Kingdom


    Other countries


    


    CN China


    JP Japan


    US United States


    Other abbreviations


    


    ABS Asset-backed securities


    ABSPP Asset-backed securities purchase programme


    ACPR Autorité de contrôle prudentiel et de résolution (French Prudential Supervisory Authority)


    Actiris Brussels regional employment office


    AFS Available for sale


    AML/CFT Anti-money-laundering and combating the financing of terrorism


    APP Expanded asset purchase programme


    AQR Asset quality review


    


    BE GAAP Belgian Generally Accepted Accounting Principles


    BIS Bank for International Settlements


    BLS Bank lending survey


    BNYM Bank of New York Mellon


    BRRD Bank Recovery and Resolution Directive


    


    CBFA Banking, Finance and Insurance Commission


    CBPP3 (Third) covered bond purchase programme


    CCB Countercyclical capital buffer


    CCP Central counterparty


    CEC Central Economic Council


    CEIC Macroeconomic Databases for Emerging and Developed Markets


    CET 1 Common equity Tier 1


    CGRS Office of the Commissioner General for Refugees and Stateless Persons


    CICR Central Individual Credit Register


    CIS Community Innovation Survey


    CLS Continuous Linked Settlement System


    CMG Crisis Management Group


    CMU Collateral Management Utility


    Corep Common solvency ratio reporting


    CPB Central Planning Bureau (the Netherlands)


    CPMI Committee on Payments and Market Infrastructures


    CRD Capital Requirements Directive


    CRR Capital Requirements Regulation


    CSD Central securities depository


    CTIF Cellule de traitement des informations financières (Belgian Financial Intelligence Processing Unit)


    CVA Credit valuation adjustment


    


    DGS Deposit guarantee system


    DGS Directorate General Statistics


    DTCC Depository Trust & Clearing Corporation


    D-SIB Domestic systemically important bank


    DSTI Debt-service-to-income (ratio)


    


    EBA European Banking Authority


    EC European Commission


    ECB European Central Bank


    EDIS European Deposit Insurance Scheme


    EDP Excessive deficit procedure


    EEA European Economic Area


    EEC European Economic Community


    EFSF European Financial Stability Facility


    EIOPA European Insurance and Occupational Pensions Authority


    EMIR European Market Infrastructure Regulation


    EMU Economic and Monetary Union


    Eonia Euro Overnight Index Average


    EPUI Economic Policy Uncertainty Index


    ESA European System of Accounts


    ESCB European System of Central Banks


    ESES Euroclear Settlement for Euronext-zone Securities


    ESFS European System of Financial Supervision


    ESM European Stability Mechanism


    ESMA European Securities and Markets Authority


    ESRB European Systemic Risk Board


    EU European Union


    ESRB European Systemic Risk Board


    


    FATF Financial Action Task Force


    Federgon Federation of HR service providers


    FIN SWIFT messaging service


    FINREP Financial reporting framework


    FMIs Financial market infrastructures


    FOMC Federal Open Market Committee (United States)


    FOREM Service public wallon de l’emploi et de la formation professionnelle


    FPB Federal Planning Bureau (Belgium)


    FPS Federal Public Service


    FPS ELSD Federal Public Service Employment, Labour and Social Dialogue


    FSB Financial Stability Board


    FSMA Financial Services and Markets Authority


    


    G10 Group of Ten


    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


    


    HFCS Household Finance and Consumption Survey


    HICP Harmonised index of consumer prices


    HLA Higher loss absorbency requirement


    


    IAIS International Association of Insurance Supervisors


    IAS International Accounting Standards


    IASB International Accounting Standards Board


    ICAAP Internal Capital Adequacy Assessment Process


    ICSD International central securities depository


    ICT Information and communication technology


    ICPF Insurance companies and pension funds


    IFRS International Financial Reporting Standards


    ILAAP Internal Liquidity Adequacy Assessment Process


    IMD Institute for Management Development


    IMF International Monetary Fund


    INAMI National Institute for Health and Disability Insurance


    INRIX Provider of traffic and driver-service information


    IORP Institutions for occupational retirement provisions


    IOSCO International Organisation of Securities Commissions


    IRB Internal ratings-based approach


    ITS Implementing technical standards


    IUS Innovation Union Scoreboard


    


    JST Joint Supervisory Team


    


    LATDS Liquid-assets-to-debt-service ratio


    LCR Liquidity coverage ratio


    LEA Local employment agency


    LFS Labour force survey


    LTG Long-term guarantee


    LTV Loan-to-value


    


    MCR Minimum capital requirement


    MFI Monetary financial institution


    MIP Macroeconomic imbalance procedure


    MIR Monetary financial institution interest rates


    MREL Minimum requirement for own funds and eligible liabilities


    MSCI Morgan Stanley Capital International


    MTO Medium-term objective


    MTU Margin Transit Utility


    


    NACE Nomenclature of economic activities of the European Community


    NAI National Accounts Institute


    NBB National Bank of Belgium


    NCA National competent authority


    NCB National central bank


    NCPI National consumer price index


    NEET Not in employment, education or training


    NEIG Non-energy industrial goods


    NEO National Employment Office


    NPL Non-performing loan


    NPO National Pensions Office


    NSFR Net stable funding ratio


    NSSO National Social Security Office


    


    OECD Organisation for Economic Cooperation and Development


    OFI Other financial intermediaries


    OLO Linear bond


    OMT Outright monetary transactions


    ONDs Options and national discretions


    OpCo Organising resolution at the level of the operating companies


    ORSA Own Risk and Solvency Assessment


    O-SII Other systemically important institution


    OTC Over-the-counter (derivatives)


    


    PIT Personal income tax


    PFMI Principles for Financial Market Infrastructures


    PMR Product Market Regulation Indicator


    PSPP Public sector purchase programme


    


    QAT Quantitative Analytical Tool


    QRT Quantitative Reporting Template


    


    RAS Risk Assessment System


    R&D Research and development


    


    S&P Standard & Poor’s


    SAFE Survey on the access to finance of SMEs in the euro area


    SCA Study Committee on Ageing (formerly SGA)


    SCR Solvency capital requirement


    SdPSP/PDOS Public Sector Pensions Service


    SEP Supervisory Examination Programme


    SEPA Single Euro Payments Area


    SICAFI Real estate investment fund with fixed capital


    SITC Standard International Trade Classification


    SME Small and medium-sized enterprise


    SMP Securities Markets Programme


    SNA System of National Accounts


    SNCB Belgian national railway company


    SPV/SPE Special purpose vehicle/special purpose entity


    SRB Single Resolution Board


    SREP Supervisory Review and Evaluation Process


    SRM Single resolution mechanism


    SSM Single supervisory mechanism


    SSS Securities settlement system


    STEM Science, Technology, Engineering and Mathematicss


    SWIFT Society for Worldwide Interbank Financial Telecommunication


    


    T2-S TARGET2-Securities


    TFP Total factor productivity


    TiVA Trade in Value Added


    TLAC Total loss-absorbing capacity


    TLTRO Targeted Longer-Term Refinancing Operation


    TopCo Organising resolution at the level of the holding company at the top of the pyramid


    TRIM Targeted Review of Internal Models


    


    UCI Undertaking for collective investment


    UJS Unemployed job-seeker


    


    VAT Value added tax


    VDAB Vlaamse Dienst voor Arbeidsbemiddeling en Beroepsopleiding


    VIX Volatility Index


    


    WDN Wage Dynamics Network


    WEF World Economic Forum


    WIOD World Input-Output Database
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    List of legislation

  


  
    List of legislation


    Banking Law: Law of 25April 2014on the legal status and supervision of credit institutions


    BRRD: Directive 2014/59/EU of the European Parliament and of the Council of 15May 2014 establishing a framework for the recovery and resolution of credit institutions and investment firms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations (EU) No. 1093/2010and (EU) No. 648/2012, of the European Parliament and of the Council


    CRD IV: Directive 2013/36/EU of the European Parliament and of the Council of 26June 2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC


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


    CSD Regulation: Regulation (EU) No. 909/2014of the European Parliament and of the Council of 23July 2014on improving securities settlement in the European Union and on central securities depositories and amending Directives 98/26/EC and 2014/65/EU and Regulation (EU) No. 236/2012


    EMIR Regulation: Regulation (EU) No. 648/2012of the European Parliament and of the Council of 4July 2012 on OTC derivatives, central counterparties and trade repositories


    Omnibus II Directive: Directive 2014/51/EU of the European Parliament and of the Council of 16April 2014amending Directives 2003/71/EC and 2009/138/EC and Regulations (EC) No. 1060/2009, (EU) No. 1094/2010and (EU) No. 1095/2010in respect of the powers of the European Supervisory Authority (European Insurance and Occupational Pensions Authority) and the European Supervisory Authority (European Securities and Markets Authority)


    Organic Law: Law of 22February 1998establishing the organic statute of the National Bank of Belgium


    Solvency II: Directive 2009/138/EC of the European Parliament and of the Council of 25November 2009 on the taking-up and pursuit of the business of Insurance and Reinsurance


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


    SRM Regulation: Regulation (EU) No. 806/2014of the European Parliament and of the Council of 15July 2014establishing uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the framework of a Single Resolution Mechanism and a Single Resolution Fund and amending Regulation (EU) No. 1093/2010
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CHART 17 EMPLOYMENT GREW FURTHER IN MOST
COUNTRIES OF THE EURO AREA

(employment in number of persons, percentage changes on
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TABLE 19 MAIN FISCAL AND PARAFISCAL MEASURES
(in € millon, differences compared with the previous year)

2013 2014 2015
Total fiscal measures 2795 221 684
Structural fiscal measures 1747 545 1244
Federal government and social
security 1720 525 1161
Personal income tax 461 -56 492
Corporation tax 552 27 102
Levies on other incomes
and on assets 7 131 358
Taxes on goods and services 636 123 273
Communities and Regions
and local authorities 27 20 82
Non-recurrent measures 1048 324 -560
of which
Liquidation gains 600 65 665
Tax regularisation 625 293 642
Tax agreements and
court decisions 52 -248 323
Delayed collection of
inheritance taxes o -150 225
Delayed personal income
tax assessments 25 150 100
Structural parafiscal measures 60 -285 -174
Total 2735 -64 510
p.m. In % of GDP 07 00 o1

Sources: Budget documents, NBB.
(1) This generally concerns the presumed influence of the measues according to the
budget documents. The final impact may be different.
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TABLE 10 TRANSACTIONS BY NON-FINANCIAL CORPORATIONS

(in € billon)
First nine months

2011 2012 2013 2018 2014 2015

Asset creation 65.1 297 549 52.1 339 aa7
Gross fixed capital formation® 50.9 525 528 57.0 41.0 423
Change in inventories™ 47 19 -03 -1.0 08 -38
Purchases of non-produced non-finandial assets"” 08 02 08 11 06 04
Purchases of financial assets® 88 49 15 5.0 -85 57
Funding 713 687 707 595 a7 506
Gross savings and capital transfers® 492 53.9 59.7 589 468 488
New finandial liabilities ® 227 148 1.0 05 51 17

Source: NBB.
(1) Data from non-finandial accounts.

(2) Data from financial accounts. Not inciuded, with the exception of data on deb secuities, are transactions with other non-financial corporations, captive financial insttutions
and money lenders, or those with the foreign non-banking sector
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CHART 44 BUSINESS INVESTMENT EDGES UP

BUSINESS INVESTMENT AND DEMAND OUTLOOK
(volume data adjusted for seasonal and calendar effects)

CAPACITY UTILISATION IN MANUFACTURING INDUSTRY
(in %, quarterly data adjusted for seasonal effects)
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(right-hand scale)
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Sources: NAJ, NBB.
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CHART 3

CURRENCY DEPRECIATION IN THE MOST VULNERABLE ECONOMIES
(exchange rates relative to the US dollar, unless otherwise stated: index 2011 = 100)
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(1) Relative to the euro.
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CHART 94 SUBSTANTIAL UNCERTAINTY, HIGH TAXES AND HIGH WAGES ARE SEEN BY BELGIAN COMPANIES AS THE BIGGEST
OBSTACLES TO HIRING WORKERS WITH PERMANENT, OPEN-ENDED CONTRACTS

(2010-13 period, in %)

High abour taxes
Uncertainty about economic ituation
High wages

Insufficient availabilty of labour
Firing costs

Risks that labour laws are changed

Costs of other inputs

Hiring costs
Access to finance
Other
I I I I I
) 220 3 4 0 6 70 8 % 100
I Relevant or highly relevant A Three main neighbouring countries

1 oflittle relevance
1 Not relevant

Source: ESCB (WDN survey).
(1) Weighted restits based on employment and sector, according to the structure of the overall business population. Unweighted results for Germany.
(2) Unweighted average results for France, Germany and the Netherlands.
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CHART 49 FALL IN NET PRIMARY INCOME

(balances according to the balance of payments; in € billon,
unless otherwise stated)
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CHART 84 DETERMINANTS OF THE CHANGE IN THE
(CONSOLIDATED GROSS DEBT OF GENERAL
GOVERNMENT

(in percentage points of GDP)
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I Primary balance
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Sources: NAJ, NB.
(1) The difference between the debt's implicit interest rate and nominal GDP growth,
‘multiplied by the debt at the end of the previous year and GDP in the period

under review.
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CHART 34 AVERAGE INFLATION IN THE 2012-14 PERIOD
AND IN 2015 ADDS UP TO OVER 2% FOR A
WIDE RANGE OF SERVICES COMPONENTS "

Hotels, cafes and restaurants (17.8%)
Rent (11.0 %)

Hospital care (8.9 %)

Communication (8.4 %)

Meintenance and repairs (7.0 %)
Sodial protection (6.4 %)

Recreation and culture services (5.8 %)
Insurance (6.4 %)

Package travel (4.4 %)

Medical services (3.7 %)

Hairdressers and beauticans (3.5 %)
Home dezning senices (3.4 %)
Transport services (3.2 %)

Education (1.3 %)

Waste water treatment (1.2 %)

Waste collection (0.6 %)

Total senvices

Health index

T T
420 2468101214

1 Average in 2012-14 period

e 2015

Source: EC.
(1) In brackets: category weight in the HICP services component.
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CHART 112 GOVERNMENT POLICIES AND LEGAL AND REGULATORY FRAMEWORK NEED TO BE BETTER ALIGNED TO COMPETITIVE

CHALLENGES

(indicators for regulation and market functioning, normaised standard eviation between Belgium and s reference group)

BELGIUM COMPARED
WITH THREE

NEIGHBOURING BELGIUM COMPARED
COUNTRIES WITH EU

BELGIUM COMPARED
WITH THREE
BEST-PERFORMING
COUNTRIES ™

The legaland requiatory framewrk encourages competitueness
‘Adsaptabity of the governments policies

Government decsions are effectvely implemented

Transparency of government polices

Bureaucracy does not hinder business activty

Protectonism does not impairthe conduct o business

Publc sector contractsare suffcienty open toforeign bidders
Competiton legslaton s eficien in preventing unfarr competton
Ease o doing business i supported by reguiations

Property rights are adequately enforced

Technological regulation supports business
development and innovation |

5 =

1 2008201
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Source: IMD.
(1) Selection of the three best performing counties based on the average in the years under review, by indicator.
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TABLE 28 EMPLOYMENT RATE OF RISK GROUPS BY REGION

(in % of the corresponding population aged 20 to 64,
unless otherwise stated, averages for the first three quarters

of 2015)

Busels  Flanders  Wallonia
Total 585 720 614
Women 529 683 569
Aged up to 30 458 655 494
Aged 55 and over 448 453 408
Low-skilled a1 504 404
Difference between Belgians and
non-EU citizens® 189 203 245
Source: EC.

(1) The employment rate for non-EU citizens is 40.2 % in Brussels, 52.3% in Flanders
and 38:3% in Wallonia
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CHART 95 BELGIUM HAS LARGEST TAX WEDGE" IN EU

(levies on income from labour in % of labour costs for
employers, 2014, by wage levels)
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I income tax
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Source: EC.

(1) Businesses with at least ten employees. Tax wedge for a single person with no.
children. This comparison does not take account of wage subsidies.
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CHART 83 DEBT RATIO DOWN IN BELGIUM AND IN EURO
AREA

(consolidated gross government debt, in % of GDP)
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Sources: EC, NAI, NBB.
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CHART 10 (ONGOING IMPROVEMENT IN BANK LOANS TO THE PRIVATE SECTOR IN THE EURO AREA

LENDING INTEREST RATES ON BANK LOANS TO: BANK LOANS TO THE PRIVATE
NON-FINANCIAL CORPORATIONS HOUSEHOLDS SECTOR™ AND M3
(in %) (in %) (year-on-year percentage changes)
s s 20

. & o 2w c : o o o= om e : o o 3 o
—— Belgium — ltaly —— Private sector

—— Germany — Portugal —— Households

—— France ----- Main refinancing rate —— Corporations

—— Spain e M3

Sources ECB, Thomson Reuters Datastream.
(1) All maturities. Data for bank loans to the private sector are adjusted for securtisation over the whole period. Those for bank loans to households and corporations are
adjusted from January 2010
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CHART 50 DECLINING RETURNS ON ASSETS AND LIABILITIES® DESPITE BELGIUM'S CONTINUED VERY POSITIVE NET INTERNATIONAL
INVESTMENT POSITION

(in 9%, unless otherwise stated)
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Source: NEB.
(1) Implied returns calculated on the flow data of the balance of payments in year t and of Belgiums average external position in year t-1
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CHART 57 TRANSACTIONS BY RESIDENT NON-FINANCIAL
(CORPORATIONS WITH THE FOREIGN NON-
BANKING SECTOR, CAPTIVE FINANCIAL
INSTITUTIONS AND MONEY LENDERS

(in € billion)
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Source: NBB.
(1) With the exception of transactions involving debt securites
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CHART 9 GOVERNANCE STRUCTURE
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Source: NBB.
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CHART 12 FISCAL POLICIES NO LONGER RESTRICTIVE

GOVERNMENT BUDGET IN A SELECTION OF EURO.

AREA COUNTRIES OVERALL BALANCE AND GOVERNMENT DEBT
(2015, changes on previous year, in percentage IN A SELECTION OF EURO AREA COUNTRIES
points of GDP) (2015, % of GDP)
N [
a L]
[} L ]
3 2lel o o5 o 1%
e LIRS/
o
N
I Overall balance I Overall balance (left-hand scale)
W structural primary balance® @ Government debt (right-hand scale)

Sources EC, NBB.
(1) Overall balance excluding interest charges and adjusted for cyclical influences and one-off and other temporary factors.
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CHART 1 EMERGING MARKETS SLOWDOWN DEPRESSES COMMODITY PRICES AND INTERNATIONAL TRADE
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CHART 92 DECLINING SHARE OF MEDIUM-SKILLED
PROFESSIONS ™

(share of total employment, change in percentage points
between 2000 and 2013)
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Source: EC.

(1) According to the International Standard Classfication of Occupations (1SCO),
Towskilled jobs include basic occupations such as domestic helpers. Medium-
skiled occupations indlude adminisrative personnel, providers of personal
services, tradespeaple, artisans and machine and systems operators Fighly-skilled
jobs include managers and the intellectual, scientific and artistc professions.
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TABLE 11 LENDING BY RESIDENT BANKS TO NON-FINANCIAL CORPORATIONS BY BUSINESS SIZE
(average annualised gowth rates, in %)

Average
2005201503 2005-2008 2000-2015Q3 20151201503
SMEs 52 91 27 07
Small businesses 50 93 24 07
Medium-sized businesses 55 88 35 08
Large corporations 21 109 33 33

Source NBB (Central Corporate Credit Register),
(1) Annualised averages of quarterly growth figures. The second quarter of 2012 and the fourth quarter of 2014 have been ignored because of breaks in the statistical series
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CHART 111 BELGIAN TRANSPORT INFRASTRUCTURE GETTING WORSE
(normaised standard deviations between Belgium and its reference group)

BELGIUM COMPARED BELGIUM COMPARED
WITH THREE WITH THREE
NEIGHBOURING BELGIUM COMPARED  BEST-PERFORMING
COUNTRIES WITH EU COUNTRIES™
Qualty of overallifrastructure (ransport, telecoms and eneray)
Qualty of roads

Qualiy of railroad nfrastructure 2.

Qualty of port infrastructure

Qualty of ai transport infrastructure:

Efficency of infrastructure for the distribution of goods and services 3.

ICT meeting the requirements of business 3.9

Connectiity of peaple and firms (telecors, information technology, etc ) 2 3.9 | | | |

2 1 0 1 2 =2

1 2008-2011
N 2012-2015

Sources: IMD, Global Competitiveness Report (WEF).
(1) Selection of the three best performing counties based on the average in the years under review, by indicator.
(2) Data for 2010 and 2011, and ot for the 2008-11 period.

(3) EU excluding Cyprus and Mattz

(@) Data for Latvia only pertai to the 2013-15 period.
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TABLE 23 LONG-TERM IMPACT OF PENSION REFORMS IN
THE LABOUR MARKET

(impact by 2060; changes in thousands, unless otherwise
stated; difference between baseline scenario and no reforms
scenario)

Number of retired -315
Number of non-job-seeking unemployed with
employer top-up -80
Total -395
Labour force 318
Employment 292
Job-seeking unemployed 25
Inactive 77
Employment (change, in %) 56

Source: Study Committee on Ageing (SCA)
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CHART 19 INCREASED CURRENT ACCOUNT SURPLUS IN THE
EURO AREA

(annual data in € billion)
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| Eight smaller euro area countries®
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Source: EC.
(1) Cyprus, Estonia, Latvia, Lithuznia, Luvembourg, Malta, Slovakia and Slovenia
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CHART 10 ANNUAL FINANCIAL LOSS DUE TO E-BANKING
FRAUD IN BELGIUM

(in€)
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Source: NBB.
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CHART 29 GREATER INFLATION GAP BETWEEN BELGIUM AND ITS NEIGHBOURING COUNTRIES
CONTRIBUTION OF THE MAIN COMPONENTS
INFLATION (HICP) TO THE INFLATION GAP WITH
(percentage changes compared with the same month THE THREE NEIGHBOURING COUNTRIES
in the previous year) (percentage points)
50 50 20 20
20| fao 154 Lis
30| L0 10 10
20| L20 05+ 05
10| Lo oo 00
00| Loo -05-| ko5
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—— Belgium ] Total
—— Three main neighbouring countries I ol products

—— pm. Euro area

B Gas and electricity
1| Processed food
B unprocessed food

[ Non-energy industrial goods and services.

Sources: EC, DGS.
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MAIN FINANCIAL SECTORS AND SHADOW BANKING
(assets in € billion, unless otherwise stated)

@
1200 3

~—— Banks -
Insurers and pension
funds
Shadow banks:
broad criterion™
Shadow banks: narrow (left-hand
criterion®@ excluding scale)

" Belgians’ purchases
of foreign funds®
Shadow banks: narrow

... diterion@including
Belgians’ purchases
of foreign funds® -
EU broad criterion —
(in € billion) (right-hand

[ Euroarea broad scale)
criterion (in €billion)  —

o

(1) The broad criterion for shadow banks includes money market funds, non-money
market investment funds, other finandial intermediaries, finandal auliaries and
intra-group financial institutions and non-nstitutional lenders.

(2) The narrow criterion for shadow banks corresponds to the brozd criterion
except for finandal institutions and non-institutional lenders operating within
2 mutinational group.

(3) Estimate based on the financial accounts for investrment by Belgian residents
in foreign investment funds
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CHART 31 IMPORT PRICES AND PROFIT MARGINS OFFSET MODERATING INFLUENCE OF WAGE GROWTH ON UNDERLYING
INFLATION

(percentage changes compared with the previous year)

UNDERLYING INFLATION (HICP) IMPORT DEFLATOR AND BRENT OIL PRICES.
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—— Underlying inflation in Belgium, 0 import deflator (left-hand scale)
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I services

Underlying inflation in the three main
neighbouring countries
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Sources: EC, NBB.
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TABLE 3 BELGIAN CREDIT INSTITUTIONS GROUPED ACCORDING TO THE SSM CLASSIFICATION CRITERIA

Significant institutions

Belgian parent (54.7 %)
Argenta
AXA Banque Europe
Belfius
Degroof Petercam
Dexia
KBC (KBC Banque, CBC)

Non-Belgian SSM-member parent (35.3 %)
BNP Paribas (BNP Paribas Fortis, Bpost banque)
Crédit Mutuel (Beobank, BKCP. Banque Transatlantique)
ING (ING Belgium, Record)

Banca Monte Paschi Belgio
MeDirect (2016)

Puilaetco Dewaay Private Bankers
Santander

Société Générale Private Banking

Non-Belgian non-5SM member parent (3.0 %)
Bank of New York Mellon

Less significant institutions (7.0 %)
Byblos Bank Europe
kv
CPH
Crelan (Crelan, Europabank, Keytrade)
Dierickx, Leys & C°
ENI
Euroclear
Finaxis (ABK, Delen, Van Breda)
Nagelmackers
Optima Bank
Shizuoka Bank
United Taiwan Bank
van de Put & C°
VDK Spaarbank

Source: NBB.

The figures in brackets are the market shares calculated on the basis of the consolidated balance sheet totals.
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CHART 2 INCREASED FINANCIAL MARKET VOLATILITY IN THE SUMMER MONTHS OF 2015

(daily data)

MAIN STOCK MARKET INDICES VOLATILITY
(indices 2011 = 100) (VIX index)
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—— MSCI Emerging markets

~—— Shanghai Composite (CN)

TEN-YEAR GOVERNMENT BOND YIELDS
(in %)

SPREADS ON TEN-YEAR GOVERNMENT BOND YIELDS.
(relative to German Bunds, in %)
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—— United States
—— Germany.
—— Japan

2015

o1 02 2013 2w 2015
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" (ight-hand scale)
reland | (eft-hand
—— ltaly scale)

—— Spain

Source : Thomson Reuters Datastream.
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CHART 21 GROWING ECONOMIC ACTIVITY BOOSTS EMPLOYMENT BUT FAILS TO SHOW UP IN UNEMPLOYMENT RATE UNTIL

MID-2015

'CONTRIBUTION TO ANNUAL GDP GROWTH
(in percentage points, adjusted for calendar effects)

HARMONISED UNEMPLOYMENT RATE
(in % of the labour force aged 15 and over)

T T T A A

N~

z—\/\—//

2011 2012 2013 2014 2015

0 Domestic employment
1 Hourly productivity
[ Average working hours

—— p.m. Real GDP.

2011 2012

—— Belgium
—— Euroarea

2013 2014 2015

Sources: EC, NAI, NBB.
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CHART 28 ACTIVATING JOB-SEEKERS : CONSTANT
REDUCTION IN BENEFIT CLAIMANTS EXEMPT
FROM LOOKING FOR WORK

(in thousands of people)
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1 Notexempt

Source: NEO.
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LAGGING INVESTMENT DYNAMICS IN THE EURO AREA — AN EMPIRICAL EXPLANATION

GROSS CAPITAL STOCK GROWTH AVERAGE ANNUAL INVESTMENT DEFICIT
(in volume, %) (between 2012Q1-2015Q2, in % of GDP)
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— Gross capital stock growth (observed)

Expected capital stock growth based on
GDP development(

Expected capital stock growth based on GDP
development plus other determinants "

Bl Accelerator model

B Accelerator model plus other factors(®

05

00
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Source: NBB calculations.

(1) Expected capital stock growth is the outcome of an estimate by the so-called accelerator model, with the inclusion of additional factors f relevant. Additional
factors i this instance” real bank lending rates, corporate debt ratios, credit restrctions on production and politcal uncertainty.
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CREDIT-TO-GDP AND DEBT-TO-GDP RATIOS
(quartery data, sector contributions in % of GDP)

CREDIT-TO-GDP RATIO (NARROW DEFINITION)

DEBT-TO-GDP RATIO (BROAD DEFINITION)

2

[ Households

1 Non-financial corporations

—— Credit-to-GDP ratio (narrow definition)
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Liiia Liiia Liiia
I Households

I Non-financial corporations
—— Debt-to-GDP ratio (broad definition)
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Source: NBB.






OEBPS/Images/6694.png
AN YN sinos.

009 L= 108 1~ 6lr- 8¢ 1~ €6L 6~ 1St Y66~
€9 Ti- 88l - Lo 855 |- yLZOL- €9 zizol-
9z L= e~ 064~ €6~ 669 6~ 9L~ 95 6~
L2091~ ez 976 1- 08~ g EL- 90~ oy EL-
955 §1- 858 |- 159~ 802 |- 869 €1~ 9z PLEEL-
y6b v1- 100 €~ 108~ 69 2- €6y Li- Lo 18801~
y8L 8L~ 998 2~ 101~ 6SL2- 61651~ 555 7 YOE €L~
168 €~ 3 €9 €8¢~ oLz v SEE L 5095
907 L1 244 VEE | 85 1~ [E y0€-
196 79¢ 2= PES 665 95 51~
sapuoLpne suabay pue Funoas WwawuIA0E
oL 1201 sapunuwo) oL 1e0s. 1e12p34

1BWUI2106 (€12 fnug 1 Az

(uoyw 3 u)
¥OL235-8NS A8 'INIWNYIAOD TV¥INID 40 IDNVIVE TIVHIAC €1 XaNNY






OEBPS/Images/6658.png
“€10Z AINF 1 U0 13 34 paUIOl Uy &0 102013 (8)
‘Siawenb 3311 11 34 40 s36eINY (2)

3AINS 3310} JNOGE] 3L WOI3 UBYe) €1ep PESIUOULIRY 3L 4O SSEq 34 UO PaIEITDIed e Salel WwawAORWS 353Ul (1)

590 :an05
€8¢ 443 143 9le 575 oy ror 8T zor 9o oL L6e ©BYO
ozs €95 7'ss 709 gEL €oL £69 €0L 989 zoL r99 v's9  gSleuoneu N3 BYIO
879 ze9 8€9 9€9 8 62 ru v 1’65 985 645 665
6L S6L o6L oo ove '8 zes &€ 65L s9L S'sL gsL
U9 619 9€9 9€9 8L oz vEL 6L 6l 65 zzs €5 uoneanpa Aiepuodas saddn
ror iy Exed oy 705 gls ozs ris Uiy vor X3 S6E $53] 10 UOREINP3 AIBpUODaS JaMOT]
|313] [eUOREINP3 O} BUIPIOIY
gor 88 L'6e e 24 344 6 sov g 9o oy 6Ly 79 0} 5§
oL &L €5 €5 ov8 ] o5 678 T 599 559 699 75 0} 0F
(G 505 ols 9€s S5's9 979 1's9 S5's9 85y € R o
099 659 ru9 789 st zoL gL roL Tv9 29 €19 €99
695 gLs 695 295 €89 99 699 799 65 res v'es €25
195 595 045 £15 599 99 799 659 0rs £v5 575 0rs * (sseaf 9 03 5| woy) jeroy wd
719 819 €29 529 oz &1L &l SiL 58S r8s 895 [T o 3oL
@s10z 10z €10z zoe @sloz 10z €10z 2oz @sloz oz €10z 3
ewofem sigpuayy spssnug
(saBeiane fenuue ‘9 0) 07 pabe uonendod BLIPUOISRLI0 aLp 10 % Ul)
$TIV130 TYNOI93 *31VY INIWAOTAN I 6 XaNNY






OEBPS/Images/7209.png
CHART 9 APP CAUSES INVESTORS TO REBALANCE THEIR INVESTMENT PORTFOLIOS

STOCK MARKET INDEX AND CORPORATE

BOND SPREADS EURO EXCHANGE RATE
o fh -
i
100 L L 10

2014 2015

" Eurostoxx 600 (index) (left-hand scale)

— AAA corporate bonds 1 (basis points)

—— BBB corporate bonds (right-hand scale)

Bilateral exchange rate between the euro and
the US dollar (right-hand scale)

—— Nominal effective exchange rate (left-hand scale)®

Sources: ECB, Thomson Reuters Datastream.

(1) Vertical biue lines show the announcement, start of implementation and extension of the APP (22 January, 9 March and 3 December respectively).

(2) Nominal effective exchange rate against the 38 main trading partners of the euro area.
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BELGIUM'S WAGE GAP NARROWED FURTHER

CHART 37
(percentage differences in hourly labour costs in the private
sector compared with the three main neighbouring countris,
umuatie since 1996)
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—— Three main neighbouring countries®

— Germany
—— France
—— Netherlands

Source: CEC.

(1) Weighted average based on relative size of GDP.
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CHART 87 PENSION REFORMS SLOW DOWN RISE IN SOCIAL BENEFITS
(social benefits, in % of GDP)

2014 SCA REPORT 2015 SCA REPORT®®
E%S

Source: Study Committee on Ageing (SCA)

(1) In terms of pension reforms, the Study Committee factored in the increase in the legal retirement age, strcter eligibilty conditions for early retirement, tightening of
unemployment benefit with employer top-up, increase in the minimum age for sunvivor pensions, the abolition of the pension bonus in the three pension systems and the
abolition of the diploma bonus for the career condition in the civl senvice scheme.

(2) Social expenditure, in percentages of GDP, was subject to a downward effect due to the upward revision of GDP after the transition to ESA 2010 in the national accounts.






OEBPS/Images/5613.png
CHART 26 RISING NUMBER OF VACANCIES IN BRUSSELS
AND FLANDERS

(vacancies reported by the public employment services(",
in thousands, monthiy averages)
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—— Total

Sources: Actirs, Forem, VDAB.
(1) Normal economnic cycle excluding temporary workers.






OEBPS/Images/7418.png
CHART 11 HOUSING MARKET ADJUSTMENTS ENDING IN COUNTRIES HARDEST HIT BY THE FINANCIAL CRISIS®
(percentage changes on previous year)
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Source: £C.

(1) Counties arranged according to the size of the change in house prices in 2015
(2) First three quarters for house prices.
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CHART 18 UNEMPLOYMENT FELL BUT REMAINED HIGH IN
A NUMBER OF EURO AREA COUNTRIES

(in 9 of the labour force)
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Source: EC.
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THEMES AND NATURE OF THE SUPPLEMENTARY INDICATORS IN ADDITION TO GDP

Themes

Nature of the selected indicators

Subjective well-being

Standard of living and poverty

Two indicators that show satisfaction with life, based on data from the European Social Survey.

Ten indicators relating to household consumption, official development aid, the risk of poverty
or social exclusion, income inequality, the number of subsistence benefit recipients and
over-indebtedness,

Work and leisure

Six indicators relating to socio-economic position in the employment market and to stress
at work and leisure.

Health

Six indicators on life expectancy and health risk factors

Education and training

Society

Three indicators concerning education and training

Seven indicators of general confidence and interpersonal contacts, participation in civil life,
and safety and insecurity.

Environment

Climate and energy

Natural resources

Five indicators on pollutants.

Five indicators relating to greenhouse gas emissions and energy consumption,
including renewable energy.

Seven indicators for the consumption of raw materials (including fuel and water) and
for waste.

Land and ecosystems

Economic capital

Five indicators on diversity of fauna and land use.

Six indicators relating to investment, fixed capital stock and intellectual capital stock, and
also to financial variables — the net financial position compared with other countries, and
public debt.

Mobility and transport

Three indicators on the share of cars in passenger transport and on the transport of goods
by road, as well as the number of traffic deaths

Source: FPB (2016), Supplementary indicators in adtion to GDP.






OEBPS/Images/6077.png
CHART 99 LESS TRANSITION INTO WORK IN BELGIUM

(transtion from unemployed or inactive status in 2012 to
employed in 2013, in % of initial socio-econormic status)
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TABLE 25 TAX SHIFT: OVERVIEW OF MEASURES WITH AN IMPACT ON WAGE COSTS

nstrument Torget group ear Vesure

Generic employers’ social All employers 2016 Rate:30%

security contributions Extra reduction for low and medium wages
Lower flat-rate reduction

2017 -
2018 Rate: 25%
Extra reduction for low wages
Scrapping flat-rate reduction and reduction for high wages

Social security contributions SMEs 2016 Hiring first worker: no employer’s contributions

first hire Hiting second 1o sixth worker reduced social security
contributions, also applies retroactively to employees
hired in 2015

2017 Extra reduction third to sixth worker
2018 -

Payroll tax exemption All employers 2016 Structural 1% payroll tax exemption converted into
budget to reduce generic employers' social security
contributions

Payroll tax exemption for Companies where 2016 Exemption: 22.8% of payroll tax instead of 15.6 %

night and shift work

night and shift work
is carried out

in 2015
2.2 percentage points extra for high-tech products

Sources: FPB, NEB.
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TABLE 8 NUMBER OF PAYMENT AND ELECTRONIC
MONEY INSTITUTIONS SUBJECT TO SUPERVISION

Payment institutions
Under Belgian law
Exempt institutions®

Branches governed by the law of
an EEA member country

Electronic money institutions
Under Belgian law
Exempt institutions

Branches governed by the law of
an EEA member country

31122014

18
1

31122015

20
12

Source: NBB.

(1) Pursuant to Article 48 of the Law of 21 December 2009, “exempt insttutions”

are subject o a lightr regime comprising only the obligations arising from

Aticles 21 and 22 of that Law.
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CHART 69

LIFE INSURANCE PREMIUMS FALL, NON-LIFE INSURANCE GROWS

(non-consolidated data; in € billion, unless otherwise stated)

LIFE INSURANCE PREMIUMS

INON-LIFE INSURANCE PREMIUMS AND COMBINED RATIO®
2

= 30 1 120 14 120
- 2 12| 115 12| s
o Lo 10 ILIRCE R L

- s 8 105
15| s
— 6 100 F 100
10 o 2 t-os o5
5 2 0 2 %
o I S ol bgy gl L
First nine First nine
months. months
I Class 21 (individual) —— Non-lfe insurance premiums (left-hand scale)
100 Class 21 (group) —— Combined ratio (in %) (right-hand scale)
1 Class 23 (individual)
Other classes
—— Total
Source: NEB.

(1) The combined ratio i the ratio relating the sum of the cost of claims plus operating expenses to net premium income.
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CHART 42 PRIVATE CONSUMPTION INCREASES ON THE BACK OF SHARPLY IMPROVED CONFIDENCE

RETAIL SALES®
(2010 index = 100, volume data adjusted for seasonal
and calendar effects)

UNEMPLOYMENT OUTLOOK.

(balance of replies, seasonally adjusted data)

- - w o

A A b o M re

PWAWATAWAA AN

NAS AV VoV 0 w0

. I 5

o 2w AN\
\J

201 2012 2013 2014 2015

—— Unemployment outiook
—— Average since 1998

Sources: EC, NBB.
(1) Excluding motor vehicies and motorbikes.
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CHART 97 SHARP INCREASE IN PAY ACCORDING TO AGE, PARTICULARLY FOR HIGHLY-SKILLED WHITE-COLLAR STAFF"

AVERAGE GROSS MONTHLY PAY BY PROFESSIONAL 'AVERAGE GROSS HOURLY WAGE BY EDUCATION LEVEL
STATUS AND AGE AND AGE
(in €, full-time workers, 2013) (in €, full-time workers, 2013)
6000 6000 0 o
5000 [~ 5000 7 r
30-] 30
4000 - - 4000 . | -
] [ ol / 20
2000 [~ 2000 9 =
10 10
1000 + 1000 5 L,
@ TR R S R R S R ® 0 L 0
2 % 2 2 @ 2 % 2 g 9 a 3 m
LG G B g % o ) o » "
VR &R R g ¢ 8 5 A v 4 g. K A
— Blue-collar —— Low-skilled
—— White-collar —— Medium-skilled
—— Highly-skilled
Source: DGS.

(1) Only for companies with more than ten employees. Certain sectors, such as agricutture, fisheries, public administration, education, health care and other personal services
were not taken into account.
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CHART 62

(cumulative flows from 2006Q1, in € billior)

VALUATION EFFECTS POSITIVE SINCE 2012, BUT DOWNWARD CORRECTION FROM THE SECOND QUARTER OF 2015

350 350
300 300
250 L 250
200 200
150 - F 150
100 L 100
50 Fs0
EY EY
-100 -100

2006 2007 2008

I New financial savings
| Valuation effects
—— Change in outstanding amount

2009

2010

201

2012

2013

2014

2015

Source: NBB.
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CHART 76 GOVERNMENT INFLUENCE HAS WEAKENED IN
RECENT YEARS

(in % of GDP)

2001
2003
2005
2007
2009
2011
2013
2015

—— Total revenue
—— Total expenditure
Primary expenditure

Sources: NAJ, NBB.
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IMPACT OF THE TAX SHIFT ON THE BELGIAN ECONOMY AFTER SEVEN YEARS, BROKEN DOWN BY SIGNIFICANT

TRANSMISSION CHANNELS

(deviation in % from 2 baseline scenario; cumulative growth differentials, unless otherwise stated)

GDP

Private consumption

Gross fixed capital formation
Exports of goods and services

Employment in thousands of
persons

Nominal labour costs per hour
Consumer prices

Primary balance (in % of GDP)
Public debt (in % of GDP)

New measures Funding Balance
Purchasing  Competi- Total  Indrecttaes  Non- Other Total
power ‘tiveness labour-
related
14 11 24 -07 -02 00 -09 15
37 06 a3 -08 -02 00 -1 32
21 10 31 -08 -1 00 -19 12
01 13 13 -06 -01 00 -07 06
242 532 974 -235 -94 00 -329 645
o1 -39 -38 12 o1 00 13 -25
o1 -8 -6 18 02 00 19 03
-07 -03 -09 03 03 00 06 -03
32 40 72 35 -25 -01 6.1 11

Source: BNE.
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CHART 106 COMPANIES INTEGRATED INTO GLOBAL VALUE CHAINS ARE MORE PRODUCTIVE AND INNOVATIVE
(in % of popuiation, 2013)

Domestic export and import companies

Domestic export or import companes

Rank 1 domestic suppliers!"

Rank 2 domestic suppliers®
Rank 3 domestic suppliers®
Other domestic companies
T T T T T T
o 5 10 15 20 ) 30 3 a0
I nnovative companies® 1 Productive companies®

Source: NBB, based on individual data provided by the Central Balance Sheet Office, foreign trade and the balance of payments.
(1) A rank 1 supplier is a domestic company that supplies intermediate inputs or provides sevices to at least one export company or multinational
(2) A ranki supplier is a domestic company that supplies intermediate inputs or provides services to at least one rank i-1 suppier

(3) A company is considered innovative if it invested in intangible assets in 2012 and/or 2013, e.g. R&D, concessions, patents, licences, know-how, tradermarks and related
ights, or in goodwill

(@) A company is considered very productive fits apparent labour productivty s i the top 30 percentile of productiviy distribution.
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CHART 93 WORK REDUCES THE RISK OF POVERTY OR
SOCIAL EXCLUSION

(in % of the population aged 18 to 64, 2014)

5

20

N R BE DE UETS

[0 At-risk-of-poverty rate among working people
1 Risk of poverty or social exclusion
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CHART 4 CET 1 CAPITAL REQUIREMENTS

Countercyclical
capital buffer
systemic risk buffer
Transitional part of the capital
=51l buffer conservation buffer included in
(0.25%-0.5%) the SSM pillar 2 decision;
however, the capital conservation
buffer will be regarded as a
Capital conservation ‘macroprudential tool and not as
buffer: 0.625% a pillar 2 requirement.

Pillar 2

ECB's SREP decision
(including capital conservation buffer)

Pillar

Source: NBB.
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CHART 51 DEBT SECURITIES STILL LARGEST CATEGORY
IN NEW LIABILITIES OF NON-FINANCIAL
(CORPORATIONS

(new financial liabilties of non-finandial corporations, in € billor)

30 30
25+ 2
20 0
15 | 15
10 -] 10

5 s
o o
= =

10 L L -10

2 o o = z w0
] ] R R R R
First nine.
months
N Bank loans
[ Non-bank loans
[ shares and other equity
I Debt securities
| Otherliabilities
— Total

Source: NEB.

(1) Not included are non-debt securites liabiliies incurred with other non-financial
corporations, captive financial insttutions and money lenders, nor those from
the foreign non-banking sector
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CHART 15 REAL INTEREST RATES STAYED AT LOW LEVELS

(in %)
15 15
10 10
05 05
00
05
-10
=)
20 L 20
2013 2014 2015

0 Nominal interest rate
! Inflation compensation® (reverse sign)
— Realinterest rate®

Sources: Bloomberg, Thomson Reuters Datastream.

(1) Vertical biue lines show the announcement, start of implementation and
extension of the APP (22 January, 9 March and 3 December respectively)

(2) Measured on the basis of swap contracts covering the infiation rsk in the euro
area for 2 5-year period.

(3) Calculated as the difference between nominal interest rates and
infiation compensation.
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TABLE 15
(in % of GDP)

GENERAL GOVERNMENT OVERALL BALANCE AND DEBT

Revenue
Primary expenditure
Interest charges
Primary balance

Overall balance

General government debt

2000 2007 2012 2013 2014 W015e
290 483 516 527 520 512
24 243 522 523 520 512

67 40 36 33 31 28

66 40 -06 04 00 00
-01 o1 41 -29 31 -28
1088 869 104.1 105.1 1067 1065

‘Sources: NAJ, NBB.
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CHART 98 EMPLOYMENT PROTECTION IS MORE STRICTLY
REGULATED IN BELGIUM FOR COLLECTIVE
REDUNDANCIES

(index figures, scale of 0 to 6, from less to more restrictive,

in2013)
6 6
5 5
4
3
l ] +
1+ —t
o o
Protection of Speciic Reguiations
permanent requirements for temporary
employees fom  for collective work
(indvidual) redundancies
redundancy
| N3 EA®

Source: OECD.
(1) Unweighted average. No figures available for Cyprus, Malta, Lithuania and
Lata
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CHART 58 MODERATE DEBT OF NON-FINANCIAL CORPORATIONS
(consolidated data)

DEBT(® OF NON-FINANCIAL CORPORATIONS
(in % of GDP)

DEBT-TO-EQUITY? RATIO AND SHARE OF LONG-TERM DEBT

(in %)

L

20

k70

60

I 50

20

§

2001
2003
2005
2007
2009
2011
2013
2015

—— Belgium, of which
[ Other debt

{1 Lending by “captive financia institutions and money
lenders" and the foreign non-banking sector

—— Euroarea

.

2003
2007

—— Debt-to-equity ratio
—— Share of long-term debt

2009
2011

2013

2015

‘Sources: ECB, NBB.
(1) Gross debt defined s the total of outstanding loans and debt securiies.
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MARGIN RATE IN INDUSTRY AND THE MARKET SERVICES SECTOR
(index 2007 = 100)

GROSS MARGIN RATE
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Source: NAL
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TABLE 27 EDUCATION AND TRAINING INDICATORS BY REGION
(in % of the corresponding population, 2014)

Brussels Flanders Wallonia
2020 target
Early school leavers (18-24 years) 144 7.0 52 129
NEET (15-24 years) 1538 938 14.7
Higher education graduates (30-34 years) 475 448 478 40.1
Continuous training (25-64 years) 100 75 54

Source: EC.
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CHART 8 HIGHER EUROSYSTEM BALANCE SHEET COMES WITH INCREASED EXCESS LIQUIDITY, DEPRESSING THE EONIA RATE

CONSOLIDATED BALANCE SHEET OF THE

EUROSYSTEM: ASSETS KEY INTEREST RATES, MONEY MARKET RATE
(in € billion) /AND EXCESS LIQUIDITY

2012 2013 2014 2015 2012 2013 2014 2015
e - (Elgfshs al:%u;i:?/: (in €billion)

) —— Marginal lending facility rate

I ~BseP | APP —— Main refinancing rate (in %)

0 psee —— Deposit facility rate (g T )
11 Other balance sheet items ~—— Eoniarate

Sources ECB, Thomson Reuters Datastream.
(1) Excess liquidity equals the sum of the amounts placed in the deposit facilty and current account exceeding reserve requirements.






OEBPS/Images/7640.png
CHART 47 (CORPORATE FINANCING CAPACITY INCREASES

(in % of GDP)
10 10
5| Ls
6 Le
4 La
2 L2
0 Lo
2
| L
| s
el L
g 8 B 8 & 5 8 ¢
~ = = - - = = R
Individuals
General government
Companies

Financing requirement (-) or capacity (+) of domestic
sectors as a whole

Current account (balance of payments)

Sources: NAJ, NBB.
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CHART 4 MODERATE GROWTH OF EURO AREA ECONOMIC ACTIVITY AGAINST A BACKDROP OF REVIVING LABOUR MARKET

ANNUAL CONTRIBUTION TO GDP
(data in volumes; in percentage points, unless

otherwise stated) LABOUR MARKET
3 3 2 13
| L =
S——
24 r2 \ Fn
i 3 k10
1+ > 1 re
Fs
0 Lo o F7
- ®eq,00 . Le
. Fs
o
S L oo
1 1 L.
a4 L.
= 1 = L,
F1
3 I | = 5 L ®
01 2012 2003 2014 2015 201 012 2003 2018 2015
Private consumption © Employment, in persons® (left-hand scale)
1 public consumption —— Unemployment rate® (right-hand scale)
[0 Gross fixed capital formation ®  Long-term unemployment® (right-hand scale)
" Change in inventories
0 Net exports.
— Gppo

Source: EC.
(1) Percentage changes on same quarter in the previous year.
(2) Ratio between the number of persons unemployed and the labour force, in %.
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TABLE 22 FINANCING REQUIREMENTS AND RESOURCES OF
THE FEDERAL GOVERNMENT

(in € billon)
2013 2014 2015
Gross balance to be financed 404 382 410
Gross financing requirements 330 329 37.0
Budget deficit (+) or
surplus ()™ 57 105 9.0
Medium- and long-term
debt maturing during
the year 273 224 280
In euro 273 24 280
In foreign currencies 0.0 0.0 0.0
Buybacks
(securities maturing the next
year or beyond) 74 53 40
Funding resources 467 357 407
Linear bonds (OLOs) 423 318 356
State notes and others a4 38 5.1
Net change in the short-term
debt in foreign currencies 06 0.0 0.0
Change in the outstanding
amount of Treasury Certificates 7.1 18 1.1
Net change in other short-term
debts in € and in financial
assets 01 14 14

Source: FPS Finance.
(1) The overall balance s calculated on a cash basis and takes account of financial

transactions which are not induded in the overall balance of general government
which, in accordance with ESA 2010, is caiculated on a transaction basi.
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TABLE 17 OVERALL BALANCE OF GENERAL GOVERNMENT AND BY SUB-SECTOR

(in % of GDP)
2012 2013 2014 20150
Entity | 36 25 26 24
Federal government 35 24 25 24
Social security 0.1 0.0 0.0 0.0
Entity II 06 04 05 04
Communities and Regions 0.1 -02 04 03
Local government -05 -02 0.2 0.1
Total 41 29 31 28

Sources: NAJ, NB.
(1) These figures include the advances on the regional additional percentages on personal income tax although, according to the methodology of ESA 2010, those advances
are regarded as purely financial transactions and the regional additional percentages are only taken into account at the time of collection. This approach deviates from
NAI practices but is in line with those observed in developing fiscal targets in the recommendations of the Public Sector Borrowing Requirement section of Belgiums High

Council of Finance, a5 well as in stability programrmes.
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CHART 81 RELATIVELY LIMITED INCREASE IN PUBLIC EXPENDITURE ON HEALTH CARE AND PENSIONS IN CONTRAST TO SICKNESS
AND DISABILITY BENEFITS

(defiated by GDP defiator; percentage changes compared with the previous year, unless otherwise stated)

HEALTH CARE R PENSIONS® . SICKNESS-DISABILITY

74 7 7
6 6 6
5 5 5
a 4 a
3 3 3
2 24 2
14 1
ol

2010 2011 2012 2013 2014 2015e 2010 2011 2012 2013 2014 2015 2010 2011 2012 2013 2014 2015e

0 Real growth
—— Average growth 2000-2014
—— Average real GDP growth 2000-2014

Sources: Budget documents, NAJ, NBB.
(1) Expenditure adjusted for the indexation effect, caused by the difference between the actual indexation (or the theoretical indexation for 2015 in view of the agreed index
jump) of public sector wages and social security benefits and the rie in the GDP deflator
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CHART 6 BASEL lll CET 1 RATIOS FULLY IMPLEMENTED:
AVERAGE FOR LARGE INTERNATIONALLY ACTIVE
BANKS

(in %)

2011 2012 2013 2014

B e

—— CET 1 minimum

* CET 1 plus capital conservation buffer

Source: Basel Committee on Banking Supervision.
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CHART 23 MODERATE GDP GROWTH DUE TO ROBUST FIRST HALF-YEAR

CONTRIBUTIONS OF THE MAIN BRANCHES

GDP AND BUSINESS CONFIDENCE OF ACTIVITY@
s 10 12 12
10 L 1o
2
] 08 L os
3+ 06 - I o6
Lo
04 L o4
24
02 o2
]
1 00 - 00
o L 02 L 02
04 1 L 04
1 - - - - 15 06 L L L L -06
2011 2012 2013 2014 2015 201 2012 2013 2014 2015

GDP (left-hand-scale)

j Percentage changes compared with
the corresponding quarter of the previous year

Manufacturing industry, energy and water
Construction

|
|
[ Market services
-
|

[ Percentage changes compared with the previous
quarter
Non-market services
Overall synthetic business survey curve ¢
(right-hand scale)
—— Smoothed series

—e— Gross series

Other®

GDP@

Sources: NAJ, NB.
(1) Balance of replies to the monthly surveys, non calendar adjusted data.

(2) Contributions to the change in GDP compared with the previous quarter, unless otherwise stated; volume data adjusted for seasonal and calendar effects.
(3) Namely * Agriculture, forestry and fishing" and product-related taxes net of subsidies.

(@) Percentage changes compared with the previous quarter
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CHART 100 RISK OF FINANCIAL UNEMPLOYMENT TRAP ()
(ratio of net benefits to last net wage, in %)

0O 10 2 30 40 50 6 70 8

B 2004
o 2014

Source: EC.

(1) Before becoming unemployed, the person in question had a job eaming 67 %
of the average employee wage. Average situation for si types of household
and for five different durations of employment (2, 7, 13, 25 and 60 months),
unweighted averages, only taking account of unemployment benefts
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TRADE AND FINANCIAL EXPOSURE TO CHINA

EXPORTED VALUE ADDED FOREIGN BANK CLAIMS ™
(in % of GDP) (consolidated, in % of total daims)
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Sources: BIS, OECD.
(1) Banks with their head offices in countries featuring in the BIS Gatabase.
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CHART 110 CULTURAL FACTORS IN THE WAY OF BUSINESS
CREATION

(in % of 18-64 age bracket, average in the 2012-14 period)

Brakes Drivers.

Fear of failure ﬁ

High status in society

Attractve career choice
Media attention
Perceived opportunities
Required skils
— T T
60 4 20 0 20 4 60 8
U
-

| Neighbouring countries

Source: Global Entrepreneurship Monitor.
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TABLE 9 BALANCE OF PAYMENTS AND NET LENDING TO THE REST OF THE WORLD
(balances; in € billon, unless otherwise stated)

2011 2012 2013 2014 2015

1. Current account
Goods and services 25 =31 00 13 45
Goods 97 96 64 -39 n
Services 73 65 64 52 n
Primary income a1 89 6.1 a2 36
Compensation of employees 5.1 54 55 57 58
Investment income 02 42 11 08 13
Other primary income -0.7 06 06 0.7 -08
Secondary income 57 6.0 69 6.4 69
General government -38 31 -38 -35 -39
Other sectors 20 30 =31 238 30
Total 41 -02 09 -09 11
p.m. Idem, in % of GDP -1.1 o1 02 02 03
2. Capital account 04 23 04 -1.0 0.1
3. Net lending to the rest of the world (1 + 2) 45 21 13 19 1.0
p.m. Idem, in % of GDP 12 05 03 05 03

Sources: NAJ, NBB.
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CHART 74 SLIGHTLY BETTER STRUCTURAL OVERALL
BALANCE IN 2015 ON LOWER INTEREST

CHARGES
(changes compared with the previous year, in percentage
points of GDF)
10 10
08 | {os
06 | [ os
04 | Loa
02 | Loz
o | [ oo
02 4 {02
04 4 [ -04
06 {06
o8 I I I I I 08

2010 2011 2012 2013 2014 2015e

[ structural overall balance
of which
0 structural primary balance
1 Interest charges

Sources EC, NAY, NBB.
(1) The cyciical component of the structural overall balance is determined based on
EC methodology.
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CHART 86 FURTHER REDUCTION IN GUARANTEES
GRANTED TO FINANCIAL INSTITUTIONS

(guarantees granted to financial institutions, in € billon)

o Y
& Y
50 50
a0 Lao
30 t30

2008 2009 2010 2011

0 Dexia
[ other

2012 2013 2014 2015

20

‘Sources: FPS Finance, NA, NBB.
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TABLE 6 GDP AND MAIN EXPENDITURE CATEGORIES

(calendar adjusted volume data; percentage changes compared to the previous year, unless otherwise stated)

Private consumption
General government consumption
Gross fixed capital formation
Housing
Enterprises
General government

p.m. Final domestic expendture®
Change in inventories®

Net exports of goods and services?
Exports of goods and services
Imports of goods and services

GDP

p.m. Final demand

2011 2012 2013 2014 w15e
03 06 09 04 12
13 15 -01 06 05
a2 02 -17 70 19
-25 -01 41 57 -01
65 00 05 80 20
59 21 37 40 54
14 07 00 19 12
07 -09 07 -02 05
-03 03 07 04 -03
67 18 16 54 35
73 14 08 59 38
18 02 00 13 14
42 07 04 34 25

Sources: NAJ, NBB.

(1) Exduding the change in inventories; contributions to the change in GDP compared with the previous year, percentage points:

(2) Contributions to the change in GDP compared with the previous year, percentage points.
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ECONOMIC ACTIVITY AND CONSTRUCTION EMPLOYMENT IN
BELGIUM

(index 2007 = 100; by volume for econormic activity indicators, by people for
employment)
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Source: NAL
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TABLE 2 DOMESTIC EMPLOYMENT AND ITS COMPONENTS
(calendar adjusted data; change in thousands of persons in comparison to previous year, unless otherwise stated)

2011 2012 2013 2014 2015
Labour force 412 311 6.1 290 180
National employment 61.1 166 -185 149 372
p.m. Employment rate®® 673 672 672 673 672
Frontier workers. 02 05 08 07 -03
Domestic employment 613 16.1 -17.7 156 375
Self-employed 8.0 7.8 59 71 9.9
Employees 533 83 236 86 276
Branches sensitive to business cycle 319 -78 -25.1 -38 162

Of which

Industry 30 -74 -124 -116 -84

Market services 255 08 79 133 2469
Public administration and education 50 17 27 51 26
Other services 164 145 13 73 140
p.m. Service vouchers 1.5 81 85 51 37
Unemployment -198 145 246 140 -19.2
p.m. Unemployment rate® 72 76 85 36 84

Sources EC, NAL, NEO, NBB.
(1) Data from labour force sunveys.

(2) As a percentage of working-age population (20-64)
(3) As 2 percentage of labour force (15-64).

(@) Average of fist three quarters.
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CHART 14 MONETARY POLICY MEASURES FURTHER
FLATTEN EXPECTED OVERNIGHT RATE TRENDS "

(in basis points)
350 350
300+ - 300
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~— After the Governing Council meeting in January 2014
——  After the Governing Council meeting in January 2015
——  After the Governing Council meeting in April 2015
~——  After the Governing Council meeting in July 2015

——  After the Governing Council meeting in December 2015

Source: Bloomberg
(1) Measured on the basis of the implicit overnight interest rate derived from
interest rates on Eonia swaps with varying maturites.
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CHART 46 LESS ROBUST GROWTH OF GOODS AND
SERVICES EXPORTS

(volume data adjusted for seasonal and calendar effects;
percentage changes compared to the corresponding quarter
of the previous year, unless otherwise state)

EXPORTS AND IMPORTS OF GOODS AND SERVICES

BY VOLUME
05 l los
o M| [

2010 2011 2012 2013 2014 2015

0 Belgium's export markets

—— Exports of goods and services

—— Imports of goods and services

1 Market share® (annual changes, in %)

MANUFACTURING INDUSTRY
FOREIGN ORDERS — INTERMEDIATE GOODS

0 30
) b5
B [ 20
15 15

> \ / VAN B
-0 \ \/ I

2010 2011 2012 2013 2014 2015

—— Seasonally adjusted and smoothed series
—®~ Seasonally adjusted gross series

Sources ECB, NA, NBB.
(1) Based on the most recent projections for import demand from trading partners,
dating from mid-November 2015,
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TABLE 31 ENTREPRENEURSHIP POTENTIALLY GENERATING
MORE GROWTH

(in % of total new entrepreneurs®’)

or Growth
opportunity
2008
Belgium 554 a7
Neighbouring countries 76.0 240
EU average 796 204
2011
Belgium 829 172
Neighbouring countries 76.8 232
EU average 718 283
2014
Belgium 738 262
Neighbouring countries 83.0 17.0
EU average 707 293

Source: Global Entrepreneurship Monitor
(1) Entrepreneurs starting 2 business or running a business that is no more than
three-and-a-haif years old.
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APP'S IMPACT ON THE CONSOLIDATED AND SIMPLIFIED BALANCE SHEET OF THE EUROSYSTEM

(in € billon)

Assets Liabilties
06032015 25122015 06032015 25122015
Refinancing operations 471 542 Banknotes in circulation 1010 1083
Securities held for monetary Government deposits 56 70
licy purposes 237 805
policy purp Reserves held by banks 254 757
Other assets. 1427 1421 Required reserves 107 13
Excess reserves + 147 644
Other liabilities 815 858
Total 2135 2768 Total 2135 2768

Source: ECB.
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IMPACT OF TAX SHIFT ON BELGIUM'S ECONOMY AND PRIMARY BALANCE
(deviation in % from a baseline scenario; cumulative growth differentials, unless otherwise statec)

GDP

Private consumption

Nominal labour costs per hour
Consumer prices

Employment (in thousands of persons)
Primary balance (in % of GDP)

p.m. Balance not funded in advance
(in % of GDP)

2015 2016 2017 2018 2019 2020 2021
0.0 02 05 07 1.0 13 15
0.1 05 12 16 22 29 32
0.0 08 08 12 15 22 25
02 05 06 08 07 05 03
04 6.1 163 267 386 525 645
01 04 01 03 06 04 03
0.0 05 04 -08 -1 -13 -13

Source: NBE.
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EMPLOYMENT AND SECONDMENTS IN CONSTRUCTION
(annual changes in thousands of people)

SECONDMENTS
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Sources: NAI, NSSO.
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TABLE 5 BELGIAN INSURANCE GROUPS SUBJECT TO THE
BANK'S SUPERVISION

Belgian national groups Belgian international groups
Alleasehold Ageas SA/NV
AMMA Assurances Argenta Assurances
Cigna Elmwood Holdings Aviabel
Credimo Holding Beffius Assurances
Federale Assurance Credimundi
Fork Capital Integrale
Securex KBC Assurances
Vitrufin PSH
Trade Credit Re Insurance
Company

Source: NBB.
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CHART 48 IMPROVED GOODS AND SERVICES BALANCE THANKS TO POSITIVE TERMS OF TRADE

(percentage points of GDP, unless otherwise stated)

DEVELOPMENT OF THE GOODS AND SERVICES BALANCE DEVELOPMENT OF THE GOODS AND SERVICES BALANCE®
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I volume effect

1 Price effect
Change in the balance of the goods and

®  services according to the national accounts

p.m. Balance of the goods and services

" balance according to the balance of payments®
p.m. Balance of the goods and services
according to the national accounts "

Goods balance (excluding energy products®)
Energy products balance®
Services balance

Goods and services balance according to the balance
of payments

Sources: NAJ, NB.
(1) In % of GDP

(2) According to balance of payments statistics, in € billon.

(3) According to foreign trade statistics ~ mineral fuels, lubricants and related materials (SITC-3).
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CHART 78 CORPORATION TAX SHIFTS TO COLLECTION VIA

TAX ASSESSMENTS
(in % of GDP)

40 40

35 35

30 - 30

= f/\\\/ 20
20 20

—— Advance payments
—— Assessments

— Total®

Sources: NAJ, NB.
(1) Including other taxes, the most important of which is the withholding tax.
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TABLE 24 BREAKDOWN IN THE PATTERN OF GDP PER CAPITA
(average annual percentage changes, by volure, unless othenwise stated)

-
population® per year®
2000-2014
BE 09 01 02 -01 08
R 07 -02 02 -04 11
DE 13 -02 09 -05 11
NL 08 -02 03 -03 09
EU15 08 -02 03 -03 10
2009-2014
BE -02 -02 -02 -01 04
R 01 04 00 -04 07
DE 10 00 11 -06 06
NL -06 04 -03 -01 02
EU15 04 -03 -03 -04 06
Level, 2014 (in €) (in %) (in %) (in hours) (in €9)
BE 35759 652 623 1560 565
R 32391 634 653 1473 531
DE 36099 66.0 80.1 1366 500
NL 39382 657 79.0 1420 534
EU15 31892 65.1 693 1574 2439
Source: EC.

(1) Ratio of population aged 15 to 64 to the total population
(2) Based on employment i the national accounts.

(3) Based on employment and labour volume in the national accounts.
(@) Real GDP per hour worked.

(5) At curtent prices
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CHART 109 BUSINESS CREATION AND CLOSURE RELATIVELY
LOW IN BELGIUM

(in % of the number of active companies, 2010-12 averages)

BE DE 3 N 2

B Birth rate
| Deathrate

Source: EC.






OEBPS/Images/5288.png
CHART 20 ONGOING BUT MODEST RECOVERY IN BELGIAN
ECONOMIC ACTIVITY

(GDP in volume, index 2008Q1 = 100, ata adjusted for
seasonal and calendar effects)
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Sources: EC, NAL.
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CHART 82 LOWER INTEREST CHARGES ON FURTHER
IMPLICIT INTEREST RATE FALLS

(in %, unless otherwise stated)

CHANGE IN INTEREST CHARGES

(in % of GDP)
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—— Three-month Treasury Certificates

2015¢

—— Twelve-month Treasury Certificates
—— Long-term debt in €
~—— Market interest rate (ten-year OLO)

Sources FPS Finance, NAJ, NBB.
(1) Ratio between interest charges i the current year and deb at the end of the
previous year
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CHART 61 RESIDENTIAL MORTGAGE RATES DOWN, LOAN VOLUMES UP, ARREARS'", @ STABLE

ARREARS ON MORTGAGE

MORTGAGE RATES ON NEW LOANS LOANS® BY YEAR
TO HOUSEHOLDS OF GRANTING®
(monthly data) MORTGAGE LENDING (in % of the number of loans)
16
6 14
5 124
10
2
8
2 6
2 4
14 2
ol 1w o IR U
5 gcgegge 5 gzape 2558 §388
EBEBEEBZRERER EBEEBEEZREE Eﬁﬁézzﬁéég
Variable rate at an initial fixed-rate Year-on-year growth
‘term of less than one year (in %) —— 2006 —— 2007
Initial fixed-rate term of over [ TWelve-month cumulative net flows —— 2009 —— 201
ten years (in €billion) —o— 2013 2014

Average rate on outstanding
—— loans with a term to maturity
of over five years

Source: NBB.

(1) A mortgage loan is registered as in default when a due sum has not been paid either in part or in full () within three months following its due date or (i) within one month
after formal notice has been served by recorded delvery letter

(2) Loans are grouped by the year they were granted, with the curves showing the number of loans past due for each year as a percentage of the total number of original
loans, after a set number of months following their issue. No account s taken of any regularisation of the loans.
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CHART 5 OVERALL CAPITAL REQUIREMENTS FOR BANKS"

(CET 1, in %)
SSM BANKS BELGIAN BANKS
14 14
12 2
10 Lo
8 Ls
6 L6
4+ Fa
24 L2
0 Lo
2014 2015 2014 2015

0 Pillar 1 + Pillar 2

1 osis

Sources ECB, NBB.

(1) The 2014 (2015) requirements apply in 2015 (2016). These are unweighted
averages. The average for Belgium concerns the banks diassed as signfiicant,
including BNP Paribas Fortis and ING Belgium.
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CHART 7 QRT REPORTING BY INSURERS
(number of undertakings)

2014 Q32015

B on time 4 weeks I ontime 2 weeks
0 1day 1 Longer 0 1day I Longer or no report
1 week B o report 1 week

Source: NBB.
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ASSETS OF BELGIAN INVESTMENT FUNDS AND ACQUISITIONS OF
FOREIGN FUNDS BY BELGIANS

(assets in € billior)

[

I Bond funds
1 Equity funds
I index funds
Pension savings funds
1 Mixed funds.
Il Other funds
|

p.m. Investment by Belgians
n foreign investment funds®

Source: NEB.

(1) The broad criterion for shadow banks includes money market funds, non-money
market investment funds, other finandial intermediaries, financial auliaries and
intra-group financial institutions and non-nstitutional lenders.

(2) The narrow criterion for shadow banks corresponds to the brozd criterion
except for finandal institutions and non-institutional lenders operating within
2 mutinational group.

(3) Estimate based on the financial accounts for investment by Belgian residents in
foreign investment funds.
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TABLE 16 TARGETS FOR THE OVERALL BALANCE OF BELGIAN GENERAL GOVERNMENT
(stability programme targets; unless otherwise stated; in % of GDP)

2012 2013 2014 2015 2016 2017 2018
Nominal balance
April 2012 -2.8 -2.15 -1.1 0.0
April 2013 -25 -20 -05 04
April 2014 21 -14 04 06
April 2015 -25 -2.0 -1.0 0.2
October 2015 (draft budget) 26 21 -1.0 03
p.m. actual 4.1 -29 31 -28e
Structural balance
April 2013 -1.8 -12 0.0 0.75
April 2014 -14 0.7 0.0 0.75
April 2015 -2.0 -13 06 0.0
October 2015 (draft budget) -20 -1.2 05 0.0
p.m. actual -34 27 -28 -25e

Sources: EC, NAY, FPS Budget and Management Control, FPS Finance, N8B,
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TABLE 20 GENERAL GOVERNMENT PRIMARY EXPENDITURE
(deflated by the GDP defiator, percentage changes compared with the previous year, urless otherwise stated)

2011 2012 2013 2018 015e Average
20002014
Level recorded 508 522 523 520 512 472
1. Real recorded growth 41 29 0.1 08 0.1 28
2. Influence of non-recurrent or fiscally neutral
factors® 04 11 -14 02 0.1 0.0
3. Influence of cydlical factors@ -03 0.1 0.1 0.1 02 0.0
4. Indexation effect® 04 03 05 -04 00 00
5. Adjusted real growth (1 -2 -3 -4) 36 13 09 10 03 27

Sources DGS, NAJ, NBB.
(1) In % of GOP
(2) Contribution to real recorded growth of primary expenditure.

(3) Effect cause by the iference betvieen the actual nderation (orthe theoreical indeation for 2015 n v of the agreed index ump)of public sector wages and socl
sectrity benefits and the rise in the GDP deflator. The other effects due to differences between inflation measured by the GDP deflator and the movement in price factors
influencing other expenditure categories — whether these are attributable to the indexation mechanisms o to divergent patterns in the prices of certain expenditure categories
~ are not adjusted, owing to the absence of sufficient information.
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CHART 43 CONTINUOUS EROSION OF SAVINGS RATIO AND
CAPITAL INCOME

(in % of gross disposable income”)

19 19
184 Lois
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2011
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—— share of net capital income in gross disposable income

—— savings ratio

Sources: NAJ, NB.

(1) In % of disposzble income in the broad sense, i.e. including changes in
households’ supplementary pension entitlements accruing in the context of an
occupational actity.
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ADDITIONAL DETERMINANTS OF INVESTMENT

REAL INTEREST RATES ON BANK LENDING TO

NON-FINANCIAL CORPORATIONS
(in %)
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(1) Sources: EC, ECB, OECD, Thomson Reuters Datastream, NBB calculations.
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CHART 1 LEVEL OF ADDITIONAL CAPITAL REQUIREMENTS
FOR BELGIAN D-5IBS.

(in % of the risk-weighted assets)

1.00

075

050

000
From1/1/2016  From 1/1/2017  From 1/1/2018

[ BNP Paribas Forts, KBC Group, ING Belgium
and Beffius Bank

I AXA Bank Europe, Argenta, Euroclear and BNYM

Source: NBB.
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TABLE 14 MAIN COMPONENTS OF THE PROFIT AND LOSS ACCOUNTS OF BELGIAN INSURANCE COMPANIES

(non-consolidated data, in € billon)

Life insurance technical result
Non-life insurance technical result
Non-technical result®

Net result for the financial year

Return on equity

First nine months®
201 2012 2013 2014 2018 2015
07 12 06 07 03 01
09 11 12 15 10 13
-11 o1 -04 08 -03 -06
-09 24 14 13 10 06
-7 178 102 88 89 51

Bron: NE.

(1) Figures based on quarterly prudential reports, except for the annualised return on equity

(2) The non-technical result includes investment income ot imputed to life and non-ife insurance actiites, and exceptional items and taxes.
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TABLE 26 EMPLOYMENT RATE FOR AT-RISK GROUPS AND 2020 TARGETS COMPARED WITH EUROPEAN AVERAGE

(in % of the corresponding population aged 20 to 64, unless otherwise stated)

Belgum U

20159 pm 2020 20159 pm

hange target change
since 2000 since 2000

Total 672 12 732 69.9 34
Women 629 69 69.1 642 69
Aged up to 30 57.8 -86 613 -23
Aged 55 and over 438 17.6 50.0 532 163
Low-skilled 456 52 525 25
Difference between Belgian and non-EU citizens 231 n. 165 14.0 n.

Source: EC.
(1) EU27 (exduding Croatia); second-quarter data were used for 2000.
(2) Average of the first three quarters.

(3) In percentage points.

(@) The employment rate for non-EU citizens is 45.5% in Belgium, compared with an average of 56.5% for the EU.
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CHART 45 GROSS OPERATING SURPLUS KEEPS GROWING, WHILE COMPENSATION DIPS BELOW AVERAGE

(in % of the value added of companies)
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Sources: NAJ, NBB.
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CHART 72 BELGIAN ECONOMY CHARACTERISED BY
POSITIVE NET FINANCIAL ASSETS®

(data at end-June 2015, in 9% of GDP)

300 300
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0 Lo
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200 - k200
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I General government
1| Households

1 Enterprises
—e— Total economy (ie. net external position)

Sources ECB, NBB.
(1) Difference between the outstanding amounts of financial assets and libiltes.
Luxembourg and Malta are not included in view of the high volatilty of
their data
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PUBLIC INVESTMENT DOWN IN EUROPE AND REMAINS LOW IN
BELGIUM

(fxed capital formation, estimates for 2015, in % of GDP)
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Source: EC.
(1) The average value given for the euro area isin fact the figure for 2007.
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CHART 7 SET-UP OF THE EXPANDED ASSET PURCHASE PROGRAMME (APP)®

12%
International > Risksharing
7 institutions > Purchased by NCBs
8%
Purchased by ECg > Risk-sharing
88%
Governments

and agencies
80%
Purchased by Ncgs = No risk-sharing

Source: ECB
(1) The scale of these blocks does not fully reflect the size of the different programmes but does provide an indication
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CHART 53 INCREASED LENDING BY RESIDENT BANKS TO
RESIDENT NON-FINANCIAL CORPORATIONS,
FOLLOWING FALLS IN 2014

(end-of-month data; annualsed percentage changes)

L,
—— Belgium
——— Euro area

Sources ECB, NBB.
(1) Induding securitsed loans.
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CHART 77 DETERMINANTS OF THE CHANGE IN THE GENERAL GOVERNMENT'S NOMINAL OVERALL BALANCE AND PRIMARY

BALANCE®

(changes, in percentage points of GDF)

OVERALL BALANCE PRIMARY BALANCE
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100 Interest charges I Revenue

1 Primary balance
[_] Nominal overall balance

1 Primary expenditure
[] Primary balance

Sources: NAI, NBB.

(1) The government-paid capital increase for Dexia in 2012 s recognised as 2 capital transfer and had a negative effect of 0.8% of GDP on that year's overall balance and

primary balance.
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CHART 105 BELGIAN COMPANIES AMONG THE MOST EFFICIENT IN EUROPE
(apparent labour productivity®, in € thousands)
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Source: Comphet
(1) Results based on individual data for companies with 20 or more employees, in manufacturing industry and market senvices (NACE 2008 branches C o N, with the exception

of branches D and E). Averages of the various moments of the distrbution of apparent labour productivity assessed at the level of NACE 2-digit sectors of actviy over the
2003-07 period. Data on the 2011-13 period for Belgium confirm the very asymmetrical and highly heterogeneous nature of the productivity distribution of its companies.

Data not available for the other countries,
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CHART 103

IMPROVEMENT IN EDUCATION AND TRAINING INDICATORS

(in % of the corresponding population, 2014)

Early leavers from education and training
(18-24-year-olds)

‘Young people (15-24) who are not in employment,
education or training (NEET)

People aged 30-34 who have
taken higher education

Education and training participation rate
(past four weeks, 25-64-year-olds)

EU

|

® p.m. 2000

20 30 40
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Source: EC.
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CHART 40 SPIKE IN INVENTORIES TEMPORARY, ACCORDING
TO BUSINESS LEADERS

(balance of replies, seasonally adjusted data)
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Source: NBB.
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CHART 55 SIGNIFICANT IMPROVEMENT IN LENDING CONDITIONS TO CORPORATIONS
(weighted net percentages”)

KEY EXPLANATORY FACTORS FOR LENDING CRITERIA KEY LENDING CONDITIONS
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—— Corporate lending criteria [ Margins on standard loans

[ Financing costs and balance sheet constraints 1 Margins on the most risky loans

I Competition [ Other lending conditions (average)

[ Risk perception

Source: NBB (bank lending survey).
(1) A postive (negative) net percentage corresponds to 2 factor contributing to tightening (easing) of lending criteri or to  condition leading to such tightening (easing).
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CHART 35 FOOD PRICES RISE AND FEEL THE TAX PINCH
(percentage changes compared with the previous year)
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Source: EC.
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CHART 104 CONSIDERABLE DIFFERENCES IN UNEMPLOYMENT RATES BETWEEN NEIGHBOURING AREAS
(in % of the corresponding labour force aged 15 to 64, averages for the first three quarters of 2015)
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Source: DGS.
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GROSS MARGIN RATE BEFORE AND AFTER THE FINANCIAL CRISIS, BY SECTOR

(average annual growth in the period under review, percentage changes)
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TABLE 6 COLLEGES FOR INSURANCE UNDERTAKINGS SUBJECT TO THE BANK'S SUPERVISION

The Bank is the group supervisory authority The Bank is one of the supervisory authorities involved
Ageas SA/NV Allianz Allianz Benelux
Argenta Assurances Euler Hermes
Aviabel
Belfius Assurances AXA AXA Belgium
Credimundi Inter Partner Assistance
Integrale Touring Insurance
KBC Assurances
PSH Assurances du Crédit Mutuel Partners Assurances
Trade Credit Re Insurance Compan!

pany Delta Lioyd Delta Lioyd Life

Generali Generali Belgium

Europ Assistance Belgium

Munich Re DAS.
Ergo Insurance
DKV Belgium
NN NN Insurance Belgium

NN Insurance Services Belgium

Baloise Group' Baloise Belgium
Euromex

Source: NBB.
(1) The coordination arrangements will be signed during 2016.
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TABLE 4 CONTRIBUTIONS TO INFLATION FROM PRICE CHANGES FOR LARGELY REGULATED GOODS AND SERVICES

(percentage points)

Contribution to total HICP inflation

Contributions to price changes among the main components

Energy
Excise duties on motor fuels
VAT on electricity
p.m. Annualised impact as of September
Electricity distribution rates
Services
Domestic services (including service vouchers)
Education
p.m. Annualised impact as of October
Medical services
Waste collection
Sewage
Processed food
Excise duties on tobacco
Excise duties on alcohol
p.m. Annualised impact as of November
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03
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pm.
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1.0

408

13.1

Sources: EC, NBB.

(1) Indluding a “Prosumer" rate introduced in Fianders in August 2015.
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CHART 41 DYNAMIC CONSUMPTION GROWTH IN FIRST
HALF-YEAR

(calendar adjusted volume data; percentage changes
compared with the previous year, unless othenwise stated)
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DISTRIBUTION OF OUTSTANDING HOUSEHOLD MORTGAGE DEBT BY DEBT-SERVICE-TO-INCOME RATIO® (DSTI) AND LIQUID-ASSETS-
TO-DEBT-SERVICE RATIO® (LATDS)

(in % of total outstanding mortgage debt of households)

J
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Liquid assets-to-debt-service ratio (LATDS)

Sixmonths o over  Less than six months
Debt-service-to-income ratio (DSTI)
Over 50% [
Between 40% and 50% (| N
Between 30% and 40% [
Between 20% and 30% J
20% or less (|

Sources: ECB, NBB (HFCS).
(1) Monthly mortgage payments divided by 2 households gross income.
(2) The value of a household's liquid financial assets (deposits, bonds and savings certfcates, listed shares and mutual funds) divided by monthly mortgage repayments
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TABLE 29 PRODUCTIVITY GAPS BY CLOSENESS TO
MULTINATIONAL COMPANIES®

(in %, average in 2006-2013 period)

Difference in Difference in
productity levels _productivity
compared with  growth relative to

multinationals - multinationals
Rank 1@ suppliers 276 15
Rank 2% suppliers 359 1.7
Rank 3% suppliers 453 41
Other domestic companies 444 46

Source: NBB.

(1) Any company at least 10 %-owned by foreign investors

(2) Arank 1 domestic supplier is a company that supplies intermedate inputs or
services to at least one multinational.

(@) Arank i domestic supplier is a company that supplies intermediate inputs or
services to at least one Rank i1 supplier
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CHART 107 R&D INVESTMENT AND INNOVATION
PERFORMANCE ABOVE EUROPEAN AVERAGE

(2014)
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R&D spending (in % of GDP left-hand scale)
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Innovation performance — Innovation Union
A Scoreboard — IUS (right-hand scale)

Sources: EC (1US) and Eurostat.
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CHART 85 DEBT SPREADS AND OWNERSHIP RETURN TO NORMAL AFTER FINANCIAL AND ECONOMIC CRISIS
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‘Sources: Thomson Reuters Datastream, NAI, NBE.
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CHART 67

INTEREST PAID BY BELGIAN BANKS DECLINED FASTER THAN RETURNS ON ASSETS IN 2015
(interest on outstanding amounts of the various categories of assets and libiltes of Belgian credit institutions, non-consolidated data in %)

AVERAGE INTEREST EARNED ON VARIOUS TYPES
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Source: NBB.
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APP'S DIRECT EFFECT ON THE AGGREGATE AND SIMPLIFIED BALANCE SHEET OF EURO AREA BANKS, REPRESENTED BY SELLER

Assets Liabilities
Banks' reserves (with the Eurosystem) Residents’ deposits
Required reserves APP sellers’ deposits +
Excess reserves + Other deposits
Deposits with non-residents + Deposits of non-residents +
Securities portfolios Borrowing from the Eurosystem
APP-eligible securities + Other borrowing
Other securities Equity
Loans
Other assets

Counterpart to the increase in excess reserves
Seller is a euro area bank
Seller is a non-bank resident of the euro area
Seller is not a resident of the euro area

Source: NBE.
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CHART 65 BELGIAN BANKS SCALED BACK BALANCE SHEETS FROM THE START OF THE FINANCIAL CRISIS
(balance sheet structure of Belgian credit institutions; end-of-period data, on a consolidated basis " ; in € billion)

Other liabilities?
Derivatives®

STRUCTURE OF ASSETS STRUCTURE OF LIABILITIES
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2 2
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B Loans I Deposits and savings certificates®
B Debt securities - Own funds, minority interests and
subordinated debts
[0 Other assets®
[ Certifcates o deposit, bonds and other
B Derivatives® debt securities

Source: NBB.

(1) Data compiled according to Belgian accounting rules (Belgian GAAP) until 2005 and according to IAS /IFRS standards from 2006

(2) “Other assets* mainly comprise balances with central banks, shares, tangible and intangible assets, and deferred tax assets. “Other libiltes" are primarily short positions,
liablities excluding deposits and debt securiies, provisions and libiltes for defined benefit obligations:

(3) Denvatives are recognised at market values, including ~ from 2007  income receivable and charges payable (which are not induded in the data relating to 2006).

(@) From the third quarter of 2014, savings certfcates are o longer inciuded in “deposits and savings certificates*, but rank under “certicates of depost, bonds and other
debt securities". Liabilties linked to transerred assets are no longer recognised under *other liabiltes", but are included under different items on the libilties side.
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PURCHASES OF EURO AREA PUBLIC SECTOR BONDS BY THE
EUROSYSTEM AND BY EURO AREA BANKS

(three-month cumulative net flows, in € billon)
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Source: ECB.
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CHART 25 BRIEF SLOWDOWN IN TEMPORARY AGENCY ACTIVITY AND HIRING PROSPECTS IN INDUSTRY AND SERVICES
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INITIAL IMPACT OF THE TAX SHIFT ON GOVERNMENT ACCOUNTS

(in € million)

New measures
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Source: NBE.
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CHART 96

COMPOSITION OF EMPLOYMENT REVEALS
AGEING OF WORKING POPULATION

(by age, in % of total employment)
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CHART 60 FORMATION OF FINANCIAL ASSETS: GREATER
FOCUS ON RISKIER PRODUCTS

(in € billion)
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Il Cash and other deposits Less risky
instruments

[ Debt securities

m Insurance products,
excluding dlass 23

[0 investment fund units
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1| Class 23 insurance products®

I other

[ otal

Source: NBB.
(1) These items comprise the net diaims of households on technical insurance
reserves and on standardised guarantee schemes;

(2) This item comprises, insofar as they have been recorded, trade crecit as well as
miscellaneous assets of general government and financial nsttutions.
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CHART 52 FUNDING VIA BOND ISSUANCE STILL CHEAPER
THAN BANK LOANS

(monthly data, in %)
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—— Total weighted financing cost
—— Listed shares®
—— Corporate bonds®

—— Bank loans®

Source: NBB.

(1) Obtained by weighting the cost of funding by listed share issuance, bond issues
and bank loans according to their respective shares in the total outstanding
‘amount of these financial izbltes.

(2) Estimated on the basis of a dividend discount model (see box 19 in the 2005
Annual Report)

(3) Return on an index of euro-denominated bonds issued by Belgian non-financil
corporations, with maturites of more than one year and with ratings in excess of
B2a; the index is weighted according to the outstanding amounts.

(@) Weighted average rate appiied by resident banks to business loans. The weighting
s based on the outstanding amount of the various types of redit.
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INTERNATIONAL COMPARISON OF EMPLOYMENT RATE GAPS
BETWEEN NON-IMMIGRANTS AND NON-EU CITIZENS

(in percentage points, working population aged 20 to 64)
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CHART 108 INNOVATION IN BELGIUM: PROCESS IMPROVEMENT BEFORE NEW PRODUCTS

(normaised standard deviations between Belgium and its reference group; 2012, unless stated otherwise)

Companies that are product innovators only
‘Companes that are production process innovators only.
‘Companies that are marketing innovtors only

‘Companies that are organisztional innovators only

‘Companies that innovate in terms of goods

‘Companies that innovate in terms of senvices

Integration by companies of new technologies”
Companies' innovation capabiltiest”
Tumover derived from new products

Number of science and technology graduates (aged 20-29)
Number of doctorate holders (aged 25-34)

20 15 <10 05 00

| Belgium compared with EU

05

I Belgium compared with three neighbouring countries
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Sources: Eurostat (CIS) and World Economic Forum (WEF).
(1) 2015 resuts.

(2) 201112 averages

(3) 2011 resuts.
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CHART 6 WEAK INFLATION DYNAMICS IN THE EURO AREA
(year-on-year percentage changes)

ACTUAL INFLATION AND SHORT- AND MEDIUM-TERM

EXPECTATIONS LONG-TERM INFLATION EXPECTATIONS
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— HICP —— Five-year inflation swap five years ahead®
~——Underlying trend in inflation " «++++ Long-term average

Inflation expectations five years ahead,

HICP inflation expected in®: quarterly ECB survey of professional forecasters.

~ January 2014

+ January 2015

- July 2015
September 2015

-+ December 2015

Sources: Bloomberg, ECB, Thomson Reuters Datastream.
(1) HICP excluding food and energy.

(2) Mezsured by the implicit forward rate for an inflation swap. Since consumer price indices are published after some delay, iflation swap contracts reflect the inflation
in the month three months zhead of their due date. For instance, one-year contracts dated December 2015 eflect inflation rates expected in September in
subsequent years.

(@) Implict infiation rate derived from swaps covering the inflation risk in the euro are, for a period of five years beginning five years after the conclusion of the contract.
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TABLE 30 GROWTH PROFILE, AFTER FIVE YEARS, OF COMPANIES CREATED BETWEEN 1996 AND 2010
(in % of number of companies reated)

Total

Breakdown by initial size®
Small
Medium-sized
Large

Breakdown by sector
Industry
Construction
Market services

m Five years after creation
Shat of otal ’
at time of
‘creation Closed Zombie® Stable® Significant growth®
a5 35 282 269
58 283 07 28 281
31 333 69 285 314
10 279 84 576 61
6 346 21 345 287
16 369 27 270 334
78 33 37 281 238

Source: NBB, based on VAT returns and data from the Crossroads Bank for Enterprises.
(1) A zombie company is one with turnover in ts fifth year of business at least two dediles lower than at the outset of operations.
(2) A company is rated as stable i s turmover in ts fifth year of business s in the same decile — or one notch up or down — as at the outset of operations.

(3) A company is considered to stage significant growth i s tumover ints fifth year of business is at least two dediles higher than at the outset of operations.

In construction, a company cannot be dlassified as staging significant growth if t ranked in the top two decile at the outset.

(&) A company i considred sl s turmove it st year of busines s n the owest three ecles of that year; 1 5 consdere age f sl turnover i 1 the top
ree
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CHART 22 BROADER-BASED ECONOMIC ACTIVITY, BUT PERSISTENTLY SLOW POTENTIAL GROWTH

POTENTIAL OUTPUT AND NET CAPITAL STOCK

(percentage changes compared with the previous year,

'CONTRIBUTION TO REAL GDP GROWTH in volume)
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Sources: NAJ, NB.
(1) Adjusted for key purchases of capital goods outside Belgium
(2) Excluding housing and the “public administration and education” branch
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CHINESE SHARE OF COMMODITY CONSUMPTION

(in % of global consumption)

7 70
& 0
50 50
a0 f-a0
EY 0
20 f20
10+

o

fonore  Aluminum  Copper  Nickel

B 2000 [0 2014 B 2003

o 20m

Source: UN Comtrade.






OEBPS/Images/5523.png
TABLE 18 GENERAL GOVERNMENT REVENUE®

(in % of GDP)
2011 2012 2013 2014 2015
Fiscal and parafiscal revenue 432 443 452 48 444
Levies weighing chiefly on earned income 257 26.0 264 262 259
Personal income tax® 14 15 18 16 13
Social contributions® 143 145 147 145 145
Taxes on company profits® 28 3.0 31 32 33
Levies on other incomes and on assets® 37 40 a4 a4 43
Taxes on goods and services 109 13 1.2 1 109
of which
VAT 69 69 69 69 67
Excise duties 21 21 20 21 21
Non-fiscal and non-parafiscal revenue© 7.1 73 75 72 6.8
Total revenue 503 516 527 520 512

Sources: NAJ, NB.

(1) In line with ESA 2010, total revenue of general government does not include the proceeds of custorms duties transferred to the EU nor the revenues levied directy by the EU.
(2) Mainly payrolltax, advance payments, assessments and additional percentages on personal incore tax.

(3) Indluding the specil soial security contribution and the contributions of people not in work.

(@) Mainly advance payments, assessments and withholding tax

(5) Mainly withholding tax on income of individuals, withholding tax on income from immovzble property (including the proceeds of additional percentages), inheritance taxes
and registration fees.

(6) Income from assets, imputed social contributions, current transfers and capital transfers from other sectors, plus sales of goods and services produced, including revenues on
quarantees granted by the State on interbank loans.
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PROFITABILITY OF MAJOR CORPORATIONS AND SMES
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Source: NBB (Central Balance Sheet Offce).
(1) Defined as the net operating result a5 a percentage of tumover
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CHART 75
(in % of GDP)

BELGIUM TO MAKE BIGGEST STRUCTURAL BALANCE IMPROVEMENT TO ACHIEVE MEDIUM-TERM OBJECTIVE

°
>l

BE E S B R M Sk

—— Structural balance in 2010

—— Structural balance in 2015e

—— Medium-term objective (MTO)®
4 Yettorealise in order to meet the MTO
4 Improvement in 2010-15¢

Sources: EC, NBB.

(1) Minimum medium-ter objective as defined by the EC in 2012. These targets will be reviewed at the beginning of 2016.
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CHART 80 PRIMARY EXPENDITURE LAGS BEHIND
ECONOMIC GROWTH

(percentage volume changes compared with the previous year)
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1 Adjusted primary expenditure

—— GDP by volume®

Sources: NAJ, NBB.

(1) Primary expenditure deflated by the GDP deflator and adjusted for cyclical and
non-recurrent or budget-neutral factors, and for the indexation effect The latter
s caused by the difference between the actual indexation (or the theoretical
lexation for 2015 i view of the agreed index jump) of public sector wages
and social secrity benefits and the rise in the GDP deflator
(2) Calendar adjusted data
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CHART 2 INTERNATIONAL COMPARISON OF CAPITAL
SURCHARGES IMPOSED ON D-SIBS

(in % of the risk-weighted assets(")
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Sources EBA, ESRB, NBB.

(1) The red dots indicate the median value of the capital surcharges applied to
D-51Bs in each country. The vertical lines represen the ranges within which
those surcharges vary. They correspond to the additional capital requirements
(in %) imposed on D-5/Bs_ These surcharges may be imposed under Artide 131
of CRD IV (05l buffer), Article 133 of CRD IV (systemic risk buffer) and/or pillr
2 requirements.
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CHINESE ECONOMIC SLOWDOWN

GDP AND ITS COMPONENTS

EXPORTS AND INVESTMENT (contributions to GDP changes in volume, percentage
(Annual percentage change in volume) points, unless otherwise stated)
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Sources CEIC, OECD.
(1) Percentage change on the same quarter of the previous year
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CHART 68

MORTGAGES

(new mortgage loans, twelve months cumulative; in € bilion)
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CHART 70 BONDS STILL PREDOMINANT IN LIFE INSURANCE

INVENTORY RESERVES

(breakdown of insurers’ covering assets; non-consolidated
endo perod data, n € bllon)
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Source: NBB.
(1) Data at 30 September
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RELATIVE PRICES BY SECTOR
(Value-added price deflator, average annual growth in the period, in %)
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CHART 79 VAT REFUNDS SMARTLY UP IN FIRST HALF

OF 2015
(VAT revenue, percentage changes compared with the
previous year)
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CHART 63 HOUSEHOLD FINANCIAL WEALTH BREAKDOWN MORE FOCUSED ON LESS RISKY PRODUCTS THAN BEFORE THE CRISIS
(in % of the total)

End-2007 September 2015

a2 11
42 13

B Cash and deposits M Debt securities B insurance products excluding class 23
I investment fund units Il Usted shares Unlisted shares
B other equity Class 23 insurance
" products
Il other
Source: NEB.

(1) These items comprise the net diaims of households on technical insurance reserves and on standardised guarantee schernes
(2) This item compries, insofar as they have been recorded, trade crecit as wel as miscellaneous assets of general government and financial insttutions






OEBPS/Images/6602.png
CHART 38 WAGE GAP IN TERMS OF UNIT LABOUR COSTS NARROWED FURTHER IN 2015, BUT REMAINS SIGNIFICANT COMPARED
WITH GERMANY

(business sector® in Belgium, percentage differences, cumulative since 1996)

COMPARED WITH THE AVERAGE OF THE THREE MAIN NEIGHBOURING COUNTRIES
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Sources EC, NAL
(1) The business sector comprises NACE categories B to N and so includes industry, construction and market services, serving as a proxy for the private sector
(2) Average of the first three quarters.

(3) A postive sign implies that unit labour costs and hourly labour costs are rising faster in Belgium than the average for the three main neighbouring countries
(@) A postive sign impiies that labour productivity is rising more slowly in Belgium than the average for the three main neighbouring countries
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SPENDING IMBALANCES IN CHINA ©

50

a5

35

20

2

Investment (% GDP)

2

| chinazo10
4 china 2014

China 20004

chinat990 S e

L TR

ofA ® ® Us

T T T T T T
20 30 4 0 6 70 8

Private consumption (% GDP)

® Advanced economies
® Emerging economies

Source: World Bank.
(1) Figures refer to 2014 unless otherwise stated.
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TABLE 1 GDP OF THE MAIN ECONOMIES

(percentage changes in volume compared with previous year, unless otherwise stated)

Contbtion to Share of
‘global GDP growth global GDPY
2013 2014 2015 2015 2009 2014
Advanced countries 11 18 19 08 473 429
of which
United States 15 24 25 04 17.4 159
Japan 16 00 06 00 49 44
Euro area 03 09 16 02 15.1 122
United Kingdom 22 29 25 o1 26 24
Emerging countries 50 46 40 23 527 57.1
of which
Emerging Asia 70 68 66 20 250 299
of which
China 77 73 69 1 133 166
Central and Eastern Europe 29 28 34 o1 33 33
Russia 13 06 37 01 35 33
Latin America 29 13 04 00 87 86
World 33 34 31 31 100.0 100.0
p-m. World trade® 32 34 26

Sources EC, IVF:
(1) According to IMF definitions and on the basis of purchasing power parites
(2) Average of exports and imports of goods and services.
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CHART 90 AVERAGE DISTANCE BETWEEN BUSINESSES AND
END USERS"/@

(diferences compared with the average of the EUTS, 2011)
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Source: NBB, based on WIOD data.

(1) The average distance to the end user measures the average number of processes
‘undergone during production before a product reaches its end users. The greater
the distance, the more specialised a country s in production phases situated in
early stages of the chains.

(2) A positive contribution from the specialsation effect indicates that a country's
businesses are represented more strongly ~ compared with the EU15 as a
whole — in industries situated in the intial processing stages of global value
chains (e.g.iron and steel industries and the chemicals industry).

A postive contribution from the postion effect means that a country's businesses
in the same industry are generally concentrated more strongly in the eariiest
processing stages (e.q. basic chemicals and basic metal-working) than s the case
for the EU15 average.
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CHART 16 ECONOMIC GROWTH POSITIVE AGAIN IN
NEARLY ALL COUNTRIES OF THE EURO AREA

(GDP growth by volume, percentage changes on previous
year, unless othenwise stated)
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Source: EC.
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CHART 71 CONTINUED HIGH GUARANTEED RETURNS IN
GROUP INSURANCE

(breakdown of lfe insurance invertory reserves by guaranteed
return per individual contract; end-of-period datz, in € billon)

>450%

14.00%;4.50%]

13.50%;4.00%]

13.00%;3.50%]

1250%;3.00% ]

12.00%;250% ]

1150%;2.00% ]

11.00%;150% ]

1050%;1.00% ]

10.00%;050% ]
0 5 10 15 20 25 30 35 40 45 50
2014 2013

Group insurance l =
Individual insurance [l

Source: NBB.
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CHART 89 ALL MAJOR SECTORS PARTICIPATE IN GLOBAL VALUE CHAINS
(breakdown of Belgian businesses, in 2012

TOTAL ECONOMY' INDUSTRY MARKET SERVICES

00 Export companies | Rank 1 suppliers® [\ Rank 2, 3 and 4 suppliers®  Other suppliers
1 Companies not integrated into global value chains®

Source: NEB.
(1) Sectors H to N as dlassified by NACE Rev. 2, excluding banks and insurance companies.

(2) A rank 1 supplier is a non-export company that supplies inputs or senices to at least one export company.

(3) A rank i supplier is 2 non-export company that supplies intermediate inputs or services to at least one rank i-1 supplier
(@) Other non-export companies located in earlier stages of the production chain than the export companies.

(5) Non-export companes that are not located in earler stages of the production chain than the export companies.
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CHART 5 INFLATION DOWN FURTHER IN EURO AREA AMIDST WEAK DOMESTIC PRICE PRESSURES
(changes on same period in previous year, unless otherwise stated)
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Sources ECB, EC.
(1) The margin rate is defined as the gross operating surplus per unit of output
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CHART 56 A RANGE OF FACTORS SUPPORTING
(CORPORATIONS' DEMAND FOR LOANS

(weighted net percentages”)

150 150

150 150
01 202 203 2014 2005
—— Total demand
Gross fixed capital formation
Inventories and working capital
Interest rates®
Other borrowing requirements
Internal funding

Competitive pressures

Market funding

Source: NBB (bank lending survey).

(1) A postive (negative) net percentage corresponds to 3 factor contributing to
borrowing demand going up (down).
(2) A factor first included in the survey in the fist quarter of 2015.
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CHART 113 SOME ASPECTS OF GOVERNMENT GOVERNANCE SCORED AS LESS FAVOURABLE IN BELGIUM THAN IN NEIGHBOURING
COUNTRIES®

(averages in 2011-14)

Voice and accountabilty
2

Contolof coruption , Poltca iy

7

2 2
Rule of law Government effectiveness

2

Reguiatory qualtty

— BE — DEFRNL — EU

Source: World Bank.

(1) High values reflect good governance scores.

(2) “Voice and accountability” captures perceptions of the extent to which a country’s ctizens are able to participate in selecting their government, as well s freedom of
expression, freedom of association, 2nd a free media.

(3) “Government effectiveness"” captures perceptions of the quality of public services, the quality of the cil service and the degree of is independence from politcal pressures,
the quality of policy formulation and implementation, and the credibilty of the governments commitment to such policies.

(@) “Regulatory quality" captures perceptions of the abilty of the government to formulate and implement sound policies and regulations that permit and promote private
sector development.
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CHART 24 TEMPORARY UNCERTAINTIES IN SOME SECTORS
(economic indicators, balance of replies, seasonally adjusted data)
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Source: NBB.
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CHART 13 TEN-YEAR GOVERNMENT BOND YIELDS
HISTORICALLY LOW AFTER PSPP LAUNCH,
SUBSEQUENT VOLATILITY "

(in %)

S
y
3
2013 2014 2015
— Belgium — Spain
~—— France — ltaly

—— Gy — Portugal

Source: Bloomberg
(1) Vertical biue lines show the announcement, start of implementation and
extension of the APP (22 January, 9 March and 3 December respectively)
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CHART 54 PERSISTENTLY LOW MONEY MARKET RATES
AND FURTHER DECLINES IN INTEREST RATES FOR
LONG-TERM BANK LOANS

(monthy data, in percentage points)

6 s
5 Ls
4 La
3] Ls
2| Lo
1] 1
0| Lo
o N S S S S <

2008 2009 2010 2011 2012 2013 2014 2015

—— ECB key interest rate
—— Three-month swap
—— Five-year swap
~—— Short-term loans"
—— Long-term loans®

Sources Barclays Capital, Thormson Reuters Datastrear, NBB.

(1) Interest rate on new bank loans of more than € 1 millon at variable rates,
inttially fived for up to one year

(2) Interest rate on lozns of € 1 milon or less, with a rate iniially fixed for more
than five years.
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CHART 39 WAGE GAP IN TERMS OF UNIT LABOUR COSTS LARGELY ATTRIBUTABLE TO MARKET SERVICES SECTOR
(2015, percentage differences relaive to the three neighbouring countries, cumulative since 1996)

Economy at large

Public sector

Business sector®
of which

Industry and energy

Merket services

of which
‘Wholeszle and retail trade, transport,
‘accommodation and food service actities
Information and communication
Financial and insurance activities

Other market senvices
of which

Real estate actiities
Independent professions, academic and technical
activties, administrative and support services I

60 40 20 0 20 40 60 8

[ unit labour costs®
0 Hourly labour costs®
1 Hourly labour productivity®

Sources EC, NAL

(1) Average of the first three quarters.

(2) The business sector comprises NACE categories B to N and thus includes industry, construction and market senvices, sening as a proxy for the private sector. The public
sector coincides with NACE categories O to Q.

(3) A postive sign implies that unit labour costs and hourly labour costs are rising faster in Belgium than the average for the three main neighbouring countries

(@) A postive sign impiies that labour productivity is rising more slowly in Belgium than the average for the three main neighbouring countries
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TABLE 8 DETERMINANTS OF THE GROSS OPERATING SURPLUS OF COMPANIES'", AT CURRENT PRICES
(percentage changes compared to the previous year, unless otherwise stated)

Gross operating margin per unit of sales®@
Unit selling price
On the domestic market
Exports
Unit sales costs.
Imported goods and services
Costs of domestic origin per unit of output®
of which
Unit labour costs*
Unit net indirect taxes
Final sales at constant prices®

Gross operating surplus of companies

201 2012 2013 2014 2015e
08 24 06 0.0 17
35 17 04 03 11
3.0 22 13 05 0.0
39 13 04 1.0 21
43 25 04 04 -16
5.1 15 04 1.0 31
1.0 38 14 04 02
19 33 18 04 05
12 72 02 04 19
46 07 03 37 27
38 17 09 37 45

Sources: NAJ, NB.
(1) Private and public companes.
(2) Induding the change in inventories.

(3) In addition to wages, this item comprises indirect taxes minus subsidies, and gross mixed income of self-employed people.

(4) Unit labour costs are expressed in units of value added of the business sector and are not calendar adjusted.
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CREDIT-TO-GDP GAP

CREDIT-TO-GDP RATIO (NARROW DEFINITION)
(quarterly data, in % of GDP)
£
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" Non-financial corporations
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Source: NBE.
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CHART 33
INDEXATION MECHANISM

RENT PRICES DO NOT ALWAYS REFLECT

(change in percentages compared with the previous year)
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—— NCPI-derived rent prices
—— Average 12-month health index
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‘Sources: DGS, NBB.
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CHART 73

FINANCIAL INTERMEDIATION AND NET EXTERNAL ASSETS OF THE BELGIAN FINANCIAL SECTOR

INTERMEDIATION PROCESS, 2015Q3
(outstanding net claims on financial and other sectors,

FINANCIAL SECTOR NET EXTERNAL ASSETS

in % of GDP) (in % of GDP)
= . o o
Net creditors 80 - I 80
o L 2] [
ol | & L
=] [
Lo ] [
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=2 20 - 20
~100 L 100 10+ 10
Net debtors o o
~150 ~ 150 -10
MFI OF ICPF Other = o o
actas § g % % E E & & &
[ Households

1 Non-finandial corporations
1 General government
'~ Other domestic sectors
1 Restof the world

I Insurance companies and pension funds (ICPF)
1 Monetary finandial institutions (MFI)
[ Other financial institutions (i.e. shadow banks) (OF1)

Source: NBB.






OEBPS/Images/5898.png
CHART 27 FASTER DROP IN NUMBER OF UNEMPLOYED
JOB-SEEKERS.

(changes in thousands of people compared with the same
month of the previous year)
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Source: NEO.
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TABLE 12 INCOME STATEMENT OF BELGIAN CREDIT INSTITUTIONS

(consolidated data; in € billon, unless otherwise stated)

Net interest income
Non-interest income

Net fee and commission income (incl
ccommission paid to agents)

(Unrealised gains or losses on financial
instruments™

Other non-interest income

Operating income

Operating expenses

Gross operating result

Impairments and provisions
Impairments on loans and receivables
Impairments on other financial assets
Other impairments and provisions

Other components of the income statement

Net profit or loss

Fist nine months In % of
operating
20m 2012 2013 2014 2014 2015 reome
14.0 136 133 145 108 13 665
48 45 7.0 62 50 57 335
44 45 50 53 a1 a5 268
08 0.0 08 01 03 13
12 0.0 13 09 05 01
187 18.1 203 207 158 169 100.0
123 -130 -124 127 96 -100 58.9%
64 5.0 8.0 8.0 62 7.0
5.0 26 30 13 -09 06
30 20 23 13 -10 09
14 08 0.0 0.0 0.0 0.0
06 -15 06 0.1 0.0 03
-1.0 08 18 22 -16 19
04 16 33 a5 36 a4

Source: NBB.

(1) This ftem s ncudes th net reased gans (osses) on fnanci asets and Iabiltes ot measured at fi yvalue through proft o oss, the net gains(osses) on financial

assets and liabiltes held for trading an
(2) Cost/income ratio of the Belgian banking sector.

esignated t fai value through profit or loss, and the net gains (losses) from hedge accouning.
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TABLE 4 NUMBER OF UNDERTAKINGS SUBJECT

TO SUPERVISION
02 2003 20014 2015
Active insurance undertakings 87 83 80 75
Insurance undertakings in run-off 9 8 4 3
Reinsurance undertakings 1 1 1 1
Other® 16 14 12 12
Total 13 106 97 91

Source: NEB.

(1) In addition, at the end of 2015, the Bank also exerdsed prudential supervision
over ten branches of companies governed by the law of another EEA member
‘country, although that was confined to checking compliance with the money-
laundering regulations

(2) ) Surety companies and regional public transport companies.
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CHART 102 PEOPLE AGED 50 AND OVER ARE MORE FREQUENTLY AFFECTED BY LONG-TERM UNEMPLOYMENT
(unemployed job-seekers by age and duration, share of the comesponding total, 2015)

LESS THAN TWO YEARS MORE THAN TWO YEARS

7%

[0 Under25 1 2549 10 Overso

Source: NEO.
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TABLE 13

BREAKDOWN OF TIER 1 CAPITAL AND RISK-WEIGHTED ASSETS.

(end-of-period data, on a consolidated basis, in € billon, unless otherwise stated)

Tier 1 capital
of which
Common equity Tier 1
Risk-weighted assets
of which
Credit risk
Market risk
Operational risk
CVA
Other
Tier 1 ratio (in %)
Common Equity Tier 1 ratio (in %)

2009 2010 201 2012 2013 2014 September
2015
539 579 565 559 556 534 535
- - - - - 515 516
4075 3725 3738 3527 3394 3498 3439
3523 3228 3129 3010 287.7 2901 2807
161 107 219 166 99 71 102
388 351 352 350 342 349 353
- - - - - 82 77
02 39 38 o1 76 95 101
132 155 151 159 164 153 156
- - - - - 147 150

Source: NBB.
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TABLE 3 HARMONISED INDEX OF CONSUMER PRICES
(percentage changes compared with the previous year)

HICP
Energy
Unprocessed food
Processed food

Underlying inflation
Services
Non energy industrial goods

Health index

201 2012 2013 2014 2015
34 26 12 05 06
17.0 6.0 46 -6.0 80
02 34 a4 13 21
31 31 32 21 16
15 19 15 15 16
1.9 25 19 22 24
1.0 0.9 10 03 05
31 27 12 0.4 1.0

Source: DGS.
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CHART 36 IMPACT OF THE TEMPORARY SUSPENSION OF
INDEXATION MECHANISMS ON THE REFERENCE
INDEX FOR WAGES

(index®, 2013 = 100)

108 108
103 103
102+ F 102
101 101
100 - F 100
Aprl 2015
% %
2018 2015¢ 2016e

—— Smoothed health index®
—— Health index
—— Reference index®

Sources DGS, NBB.
(1) Based on the NBB's 2015 autumn projections.
(2) Fourmonth average of the health index

(3) Smoothed health index, taking into account the temporary freeze of the
indexation mechanisms.
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TABLEAU 1 MANDATORY INDICATORS ACCORDING TO THE EBA METHODOLOGY

(%)

Crterion Indicators Weighting

Size Total assets 25,00
Importance (including substitutability/financial Value of domestic payment transactions 833
system infrastructure) Deposits from the private sector in the EU 833
Loans to the private sector in the EU 833

Complexity/cross-border activity Value of OTC derivatives (notional) 833
Cross-border liabilities 833

Cross-border claims 833

Interconnectedness Liabilities towards financial institutions 833
Claims on financial institutions 833

Outstanding debt instruments 833

Source: EBA guidelines on the criteria to determine the conditions of application of Article 131(3) of Directive 2013/36/EU (CRD V) in relation to the assessment of O-SI.
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TABLE 7 THE BANK'S SUPERVISION AND OVERSIGHT OF FINANCIAL MARKET INFRASTRUCTURES

Institutions / systems subject to supervision and oversight

The Bank acts as the sole authority Intemnational cooperation

The Bank acts as the lead authority ‘The Bank particpates,
another authority is ezd author

Prudential supervision Belgian branch of BNYM SA/NV
Bank of New York Mellon
(BNYM)

Payment and
electronic money institutions
Supervision and oversight BNYM CSD Euroclear Bank. CCP Colleges®
Worldine Belgium Eurodlear Belgium
Eurodlear SA/NV

Oversight NBB-555 SWIFT®) TARGET2
Bancontact / MisterCash TARGET2-Securities
Centre for cise

Exchange and Clearing®
MasterCard Europe®

Source: NBB.
(1) Peer review in the Eurosystem / ESCB.

(2) These are the supenvisory colleges for the central counterparties LCH Clearnet SA, LCH Clearnet Ltd, EuroCCP, Eurex AG Clearing, CC&G, ICE Clear Europe, KDPW-CCP and
Keler CCP

(3) Sodiety for Worldwide Interbank Financial Telecommunication,
(4) Continuous Linked Settiement.
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TABLE 5 LABOUR COSTS

(calendar adjusted data; percentage changes compared to the previous year, unless othenwise stated)

Labour costs in the private sector
Gross hourly wages
Collectively agreed wages®
Real agreed adjustments
Indexations
Wage drift and other factors®
Employers’ social contributions®®
Social security
Other contributions®
p.m. Unit labour costs in the private sector
Hourly labour costs in the public sector
of which: indexations

Hourly labour costs in the economy as a whole

2011 2012 2013 2014 w15e
21 31 25 07 04
26 30 23 08 05
27 30 20 08 01
00 02 o1 00 00
27 28 19 08 01
01 00 03 00 04
-05 o1 02 -01 -02
o1 00 o1 02 -02
-05 o1 o1 o1 00
23 35 21 -02 -05
37 32 32 15 09
27 25 23 00 00
24 32 27 09 05

Sources FPS ELSD, NAL, NSSO, NBB.
(1) Wage increases fixed by joint comittees,

(2) Increases and bonuses granted by companies over and above those under interprofessi
structure of employment, and errors and omissions; contribution to the change in labour costs, percentage poits.

(3) Contribution to the change in labour costs resulting from changes in the implicit soial security contribution rates, percentage points

ional and sectoral collective agreements; wage drift resulting from changes in the.

(@) Actua socal contrtions ot pa 0 the government,including premiurs or roup insurance, penson fundsor occupatnl persion sttutons, and mputed

‘contributions, including redundancy pay.
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TABLE 2 NUMBER OF INSTITUTIONS SUBJECT TO

THE BANK'S SUPERVISION

Credit institutions
Under Belgian law

Branches governed by the law of
an EEA member country

Branches governed by the law of
a non-EEA member country

Financial holding companies
Financial services groups
Other financial institutions”

Payment institutions
Under Belgian law

Branches governed by the law of
an EEA member country

Financial holding companies

31122014

19
37

56

34
20

31122015

116
37

52

34
20

Source: NBB.

(1) These are specialst subsidiaries of credit institutions and credit institutions
assodiated with a central insttution with which they form a federation.
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EUROPEAN FISCAL FRAMEWORK TARGETS SHOULD BE MET TO ENSURE SUSTAINABILITY OF PUBLIC FINANCES

CHART 88
(public inances based on fiscal targetst”, in % of GDP)

@ ] B g
2 g g g

—— Overall balance
] (left-hand scale)

—— Primary balance
I General government debt (right-hand scale)

Sources: EC, FPB, NA, SCA, NBB.
(1) Simulation based on the macroeconomic assumptions underpinning the SCA baseline scenario as well as on the assumption that implicit nterest rates on general

government debt wil ise to 3.75% in 2035 and then stabilie at that level. Inflation is assumed to be at 1.9 % from 2018.
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DIAGRAM OF THE SREP APPROACH

Block 3
Block 2
Comparative Block 2
Comparative analysis
analysis ICAAP in ‘LA?P/(‘E'QQH‘S
ICAAP astress setinternally
situation
Pillr 2 capital requirements Pillr 2 liquidity requirements

Source: ECB.
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INVESTMENT SINCE 2007 — AN INTERNATIONAL COMPARISON

‘GROSS FIXED CAPITAL FORMATION ‘GROSS FIXED CAPITAL FORMATION
(volume data, index 2007 = 100) (in % of GDP, volume data, index 1995-2007 = 100)

110 110 10 110
100 100 100 AN = 100
wd N\ /R
85 - 85 85+ 85
2007 2009 2011 2013 2015e 2007 2009 2011 2013 2015¢e

—— Euro area ~—— UnitedKingdom  —— United States ~ —— Japan

Source: EC.
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CHART 59 HOUSEHOLD FINANCIAL SAVINGS DOWN
(annual data, unless othenwise stated; in € billion)

50 1 50 18
04 L2 a0 k12
.
304 Lo 30 10
20 204
104 104
o La o+ La
10 10
20 o 20 o
g 2 2 g 2 e
] ] ] ] ] ] R
First three
quarters
of the year
[ Newfinancial savings |
(left-hand scale)
I New financial liabilities _|
@  Income from interest-bearing investments»
(right-hand scale)
Source: NEB.

(1) Estimates at the end of the first three quarters in right panel
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CHART 91 REDUCTION IN DOMESTIC VALUE ADDED TO
EXPORTS

(export market shares"; percentage changes for the
19952011 period, unless otherwise stated)

EY EY
20 - 20
104 k10

10 10

20 20

30 I . .

Belgum  Gemany France Netherlands

1 Contribution of domestic added value®
0 Contribution of imported inputs®
A Market share of exports®

Source: NBB calculations based on OECD data (TIVA).
(1) In percentage points:

(2) hare of the export of goods and senvices by value in the total exports of OECD
countries
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TABLE 21 PRIMARY EXPENDITURE IN 2015
(year-on-year percentage changes by volume. unless otherwise stated)

Year-on-year change pm. n % of GDP pm.
Average change In % of GDP
20002014 in 2000
Wages 03 23 125 1.1
Intermediate consumption 05 27 43 37
Pensions 13 30 102 81
Health care 15 33 69 53
Unemployment 66 13 15 17
Sickness and disability benefits 47 48 18 1.1
Other social benefits 01 24 47 41
Business subsidies 15 67 33 17
Current transfers 12 22 21 18
Gross investment 51 13 25 24
Other capital expenditure -185 35 14 13
Total 0.1 29 512 424

‘Sources: NAL NBB.






OEBPS/Images/6891.png
TABLE 7 DETERMINANTS OF HOUSEHOLD GROSS DISPOSABLE INCOME, AT CURRENT PRICES
(percentage changes compared to the previous year, unless otherwise stated)

m
in Ebiion
2011 2012 2013 2014 015 2015e
Gross primary income 28 25 12 10 12 2912
Compensation of employees 45 34 20 12 1.0 2124
Volume of labour of employees 21 03 08 03 04
Labour costs per hour worked 24 32 27 09 05
Gross operating surplus
and gross mixed income 20 13 09 21 32
Capital income 6.1 12 32 26 12 284
Interest (net) 43 06 144 392 -210 25
Dividends received -154 18 0.0 1.9 07 146
Net current transfers 64 24 45 06 -5 -53.7
Current transfers received 28 55 39 08 10 911
Current transfers paid 41 43 42 07 0.1 144.7
Gross disposable income 20 26 05 11 18 2375
p.m. In real terms®@ -1.0 06 06 05 12
Savings ratio® 136 135 123 126 125

Sources: NAJ, NEB.
(1) These are net amounts, . the difference between income or transfers received from other sectors and those paid to other sectors.

(2) Data deflated by the household final consumption expenditure defiator.

(3) In % of disposable income in the broad sense, i including changes in households' supplementary pension entitiements accruing in the context of an occupational actvity
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CHART 66 BELGIAN BANKS MAINLY DELEVERAGED
EXPOSURES TO FOREIGN COUNTERPARTIES
(geographical breakdown of assets held by Belgian credit

institutions in the form of loans and debt securites®,
end-of-period data, in € billion)
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Source: NBB.

(1) Data obtained from the consolidated reporting of Belgian credit nstitutions.
Breakdown in accordance with FINREP prudential reporting.
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CHART 101 DECLINE IN EARLY RETIREMENT FROM THE
LABOUR MARKET AMONG 50-64-YEAR-OLDS

(in % of the corresponding population®)
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not seeking work

1000 Older unemployed people not seeking work

[ [imecredit and career breaks,
fulltime

Disabled

Sources: DGS-FPB, NIHDHNAMI-RIZI, NEO, NPO, PSPs.

(1) Estimated totals, obtained by combining data that do not necessarly relate to
the same period. Possible double-counting for mixed careers cannot be ruled out
in the data for pensions from 2000. The chart assumes that that proportion of
‘mixed careers in the total number of pensions was equal to that in 2014. For
this reason, the total figures are only indicative.






OEBPS/Images/6249.png
CHART 32

WORKERS' PAY ACCOUNTS FOR SIGNIFICANTLY
HIGHER PROPORTION OF COSTS IN SERVICES
(COMPARED WITH OTHER SECTORS

(breakdown of cumulative costs of household spending,
in %, in 2010)
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Sources: NAI, NBB.

(1) At purchase prices.
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CHART 64 HOUSEHOLD DEBT LEVELS KEEP RISING, BUT WITHOUT ANY INDICATION OF EXCESSIVE RISKS

HOUSEHOLD DEBT® DEBT®/ASSETS RATIO OF HOUSEHOLDS
(in % of GDP) (in %)
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—— Belgium, of which: Debt/Financial Debt/Total
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T v— asset assets
1 Otherloans GBI
Euro area — e

—— Euroarea

2215

‘Sources: ECB, NBB.
(1) Gross debt defined s the total of outstanding loans.
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COMMUNITIES AND REGIONS ACCOUNT FOR THE BULK OF PUBLIC
INVESTMENT

(public investment by sub-sector®, in 9% of GDP)

1 Federal government

1 Communities and Regions
— Total

Sources: NAJ, NB.
(1) The national accounts did not include the Communities and Regions as fully-
fledged sub-sectors until 1989. For the period before 1995, for which the
NAI does not provide statistics in keeping with the ESA 2010 methodology, a
retropolation was carried out on the basis of the growth rates included in the

national accounts according to ESA1995
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