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			Report presented by the Governor on behalf of the Council of Regency (1)

			1.Converting the cyclical upturn into sustainable growth : towards an adjustment of the global economic policy mix

			1.It was back in 2011 that the global economy last produced such a good performance as 2017, when it grew by 3.7 %. Not only was that half a percentage point higher than in 2016, it also exceeded all expectations. Furthermore, the recovery was highly synchronised. Most economies, both advanced and emerging, had a share in it. Investment – which had been seriously affected by the crisis – also picked up, and that had a beneficial impact on international trade, given the high trade intensity of investment goods. In contrast to 2015 and 2016, world trade grew faster than global output, expanding by 4.7 %.

			2.Against that backdrop, the 2016 commodity price rises were consolidated. Support for crude oil prices also came from the decision by OPEC and other oil-producing countries to extend the current output restrictions until the end of 2018. The recovery thus spread to Russia and Brazil, countries which are very dependent on commodity exports and which were still languishing in deep recession in 2015 and 2016.

			3.However, there is as yet no sign of any real increase in inflationary pressure, especially as wage rises remain modest. This is due to various factors, one being the persistence of a degree of underemployment. Another factor concerns the marks that the low inflation environment of recent years may have left on the expectations process underlying wage-setting. In addition, real wages are being held down by the weak productivity growth, although in principle that factor is neutral for inflation. While these three determinants of meagre wage growth differ in character, their common thread is that they each highlight a dimension of the incompleteness of the recovery. For instance, the labour market’s potential will only be fully exploited once the residual underemployment has been absorbed. For their part, the benefits of price stability will only become apparent once wage-setting ceases to bear the imprint of past years’ low inflation. And prosperity and purchasing power will only succeed in producing sustainable growth once faster productivity gains are restored after the cyclical upturn.

			4.It is precisely because the recovery is incomplete that the economy still needs a supportive policy. Thus, monetary policy has remained particularly accommodative, even though the United States has taken new steps towards normalisation. In 2017, the key interest rates were raised on three occasions, and the Federal Reserve began implementing its plan for gradually scaling down its balance sheet. However, long-term interest rates there have not risen above the level prevailing at the end of 2016, as it became apparent that expectations of a strong fiscal stimulus following the presidential election would not be entirely fulfilled. In the aftermath, the profile of the financial markets’ expectations of interest rate increases was adjusted downwards. These were major factors in the depreciation of the US dollar. However, fiscal policy did not become restrictive. At the end of 2017, the United States actually launched a programme of tax cuts. Moreover, fiscal policy elsewhere in the world also bolstered growth. For instance, public investment was stepped up in China to avert an excessive growth slowdown as a result of the economy’s conversion to a model based less on exports and geared more to consumption. The Chinese economy thus continued to grow by 6.8 %. In the euro area, fiscal policy reverted to being broadly neutral, after the fiscal consolidation had dampened growth during the worst years of the crisis.

			5.Given the still extremely low risk-free interest rates, rising asset prices, declining risk premiums – including those for euro area governments – and the low volatility on the financial markets, global financing conditions have remained highly favourable. That has undoubtedly supported growth, but in the event of excessive risk-taking or a sudden repricing of financial assets, that could also create vulnerabilities for the future. Furthermore, the household debt ratio in many advanced economies remains high, while in the emerging economies it is businesses that have a heavy debt burden, especially in China, even though the Chinese authorities took steps to curb credit expansion during 2017. China also faces a steep rise in bad debts. Owing to the size of the Chinese economy, the accumulation of vulnerabilities there is now of global relevance. Also, the normalisation of monetary policy may entail the risk of an over-abrupt tightening of financial conditions and, for the emerging economies, could imply a reversal of capital flows or expose those economies to the vulnerabilities associated with loans in foreign currencies. Finally, there is a possibility that countries may adopt a more protectionist stance. To avert those risks, it is necessary to make use of all the levers in the various policy spheres.

			6.First, we need to contain the vulnerabilities specific to the financial system. Huge progress has been made in that respect since the crisis. Financial institutions now have larger capital buffers and meet higher liquidity requirements. Furthermore, in macroprudential policy, we now have a new sphere of action aimed at stemming systemic risks. While it is useful to assess the effectiveness of this new prudential framework, the primary need is to consolidate that framework and to resist at all costs the temptation to relax it again on the basis of short-term considerations. The completion of the Basel III reform is a further important step in that regard. The final phase of that reform aims to resolve the problem of unjustified differences in risk weightings based on internal models. While banks and insurers have become more shock-resistant, some risks have shifted to less regulated segments of the financial system, and the interconnections between segments have increased – notably via portfolios of derivatives. The prudential authorities need to keep a close watch on these developments.

			7.In view of the extreme fluctuations in so-called digital currencies such as bitcoin and ether, there were many questions in 2017 concerning their implications for financial stability. Those implications remain minor for now on account of the generally limited use of such currencies, which is due in turn to some of their intrinsic characteristics. First, they are not legal tender, nor do they have the other usual characteristics of money. In reality, they are a highly speculative financial asset, because – unlike money issued by central banks – their value is not safeguarded. On the contrary, since the supply is fixed, speculative trends in demand often trigger significant price fluctuations. Moreover, unlike in the case of traditional payment systems, their use for payments is not subject to any form of oversight. These various factors seem to hamper their more widespread use so that there is no likelihood of systemic risks in the immediate future, although vigilance must be maintained. The authorities must also ensure that individual users are adequately informed of the particular – speculative – character of these currencies and the resulting risks.

			8.The current growth acceleration is largely cyclical and originates from the narrowing of the output gap. Now that the gap has diminished – and has even been eliminated in some economies – the economic policy mix needs judicious adjustment to ensure that the cyclical upturn can be converted into sustainable growth. The current upturn must therefore be seized as an opportunity to implement the entire reform agenda aimed at mobilising the labour force and boosting productivity. It is a good while since the conditions have been so favourable for reform : in view of the strength of the recovery, the recurrent argument whereby structural reforms may have adverse effects in the short term is becoming less relevant. Reforms are needed not only in the advanced countries but also in the emerging economies, which now represent almost 60 % of global output. The loss of momentum in the catching-up process in those economies is the main reason why global growth is still lagging behind its usual pre-crisis level.

			9.More than ever before, this reform process depends on openness. That is the only way for all parts of the world economy to progress together. Furthermore, international trade and direct investment are powerful vectors of technological progress and its diffusion, and that mechanism must be safeguarded. As populations continue to age, the productivity gains resulting from technological progress will have to become the main engine of growth. The future therefore implies not less openness but more international cooperation to manage the process of globalisation and avoid the detrimental side effects. The economic partnership agreement concluded between the EU and Japan at the end of 2017 is one example. The need for such cooperation goes beyond the sphere of trade alone. It also applies in such areas as financial regulation, the prevention of a race to the bottom in regard to the taxation of movable assets, and the transition to economies producing lower greenhouse gas emissions. The future also lies in an inclusive economic policy mix ensuring that everyone in the respective national economies can share in the benefits of globalisation and technological progress. In the past, that has not been sufficiently the case, and the result has been polarisation of the labour market. Reversing that trend will require not only an adequate social safety net but also, and above all, a policy that – via education, labour market support, training and empowerment – ensures that everyone’s talents can always be put to use in a constantly changing global economy.

			10.Finally, the adjustment of the policy mix must involve reducing the monetary policy stimulus by means of accurate calibration and transparency. As is evident from the example of the United States, the timing and pace of that normalisation depend primarily on the strength of the recovery. However, developments on the supply side of the economy are also significant factors. For instance, the Bank of England was obliged to start the normalisation process at a time when growth in the United Kingdom had slowed to 1.5 % owing to the process of departure from the EU (Brexit). This demonstrates that the movement in real incomes is driven mainly by the supply side of the economy, and that monetary policy can do little more than support the economy along its adjustment path. Since inflation has remained low in the euro area, that support process entails continuation of an accommodative monetary policy, even though growth has strengthened to 2.2 %.

			2.The euro area : on the road to reflation, but also to increased economic strength and stability for the Monetary Union

			11.The recovery that had begun in the euro area in 2013 gained further momentum in 2017. It also became more broadly based, not only because activity picked up in all the Member States, but also because, after private consumption, business investment likewise became a significant driver. The strong job creation – employment expanded by no less than 1.5 % – underpinned private consumption. Investment gathered pace because firms wanted to ensure that their production capacity – which was already at a high utilisation rate – could keep up with demand, which has strengthened both in the euro area and elsewhere in the world, generating a sharp rise in exports. As a result, net exports again contributed to growth despite the appreciation of the euro.

			12.Since that appreciation of the European currency was due largely to the improved outlook for the euro area, it will not necessarily be a serious impediment to either growth or inflation. Exchange rate fluctuations that are not in line with economic developments, on the other hand, are more damaging. Also, in the case of long-term interest rates, it is the economic fundamentals that have been the most important determinant of their slight increase. These factors therefore do not point to any tightening of financial or monetary conditions. On the contrary, the accommodative monetary policy has continued to ease those conditions and, now that the demand outlook is improving, the policy is actually gaining traction via its support for investment. In addition, bank credit interest rates remained particularly low in 2017, while the volume of lending continued to rise.

			13.The effectiveness of the monetary stimulus is evident not only from the profile of economic activity and lending. Inflation is also showing signs of a turnaround. Although the increase in inflation to 1.5 % in 2017 was largely due to higher oil prices, core inflation has also bottomed out. It stood at 1 % in 2017 compared to 0.6 % at the beginning of 2015. Nevertheless, it is not moving durably enough towards the target of price stability. Since nominal pay increases have remained low, inflation is still insufficiently sustainable in nature. The rise in unit labour costs – the principal source of domestic inflation – came to no more than 0.9 %. In short, 2017 brought both greater confidence that inflation would eventually converge on the target, and awareness that monetary policy needed to be prudent, patient and persistent in order to achieve that.

			14.That is why, in October, the ECB Governing Council decided to continue the net asset purchases in 2018, more specifically until the end of September 2018 or later if necessary, and in any case until the Council sees a sustained adjustment in the path of inflation consistent with the target. From the start, the termination of the net asset purchases had been subject to attainment of the inflation target. This new extension once again emphasises that conditionality. While the amount of the monthly purchases has been further reduced since January 2018 to € 30 billion, in weighing up the options, the Governing Council decided on a smaller amount spread over a slightly longer period. That exerts further downward pressure on the expectation component of long-term interest rates, in view of the reiteration of the intention to hold the key interest rates at their current low levels well beyond the horizon of the net asset purchases. It was also confirmed that, at maturity, debt instruments would be reinvested for as long as necessary. Consequently, when net purchases come to an end, the volume of assets held will remain stable for a good while, and the downward pressure on long-term interest rates will persist.

			15.Is this strong monetary stimulus still necessary, now that the economy is picking up and the danger of deflation has faded ? The answer to that question is a definite yes. Restoring inflation to 2 % is not only in line with the price stability mandate conferred on the Eurosystem by the Treaty, but is also and above all a robust policy. It is advisable from various points of view.

			16.First, it ensures that the euro area does not drift into a low inflation equilibrium. That risk has not yet disappeared entirely, as some indices suggest that the low inflation rate in recent years is one of the causes of the weak nominal wage growth. Inflation expectations have also not yet fully regained their previous level, but it is important that they do so, otherwise the nominal interest rate will become structurally lower, in turn reducing the available scope for future interest rate cuts without coming up against their lower bound. It was specifically in order to create an adequate inflation buffer that the Governing Council clarified the definition of price stability in 2003, stating that inflation in the medium term should preferably be not only below 2 % but also close to that figure. That argument has lost none of its force in the meantime. On the contrary : as the real equilibrium interest rate has since declined further as a result of more secular forces which monetary policy cannot control, the problem of the lower bound for key interest rates has actually become more relevant.

			17.The restoration of price stability will also have considerable positive spillover effects on financial stability. A shift towards a permanent low interest rate environment would be particularly damaging for the business model of financial intermediaries. Moreover, the fact that the key interest rates are therefore more often confronted by their lower bound represents an additional threat, both because of the resulting increased volatility of the economy and because of the need for monetary policy to resort to non-standard instruments. That is precisely the situation currently facing the financial system, where the monetary policy accommodation also entails certain risks. It is true that the monetary stimulus facilitates the deleveraging process, exerts a beneficial influence on the underlying quality of financial assets, and supports demand for credit. But at the same time, that stimulus also compresses the banks’ interest rate margin and could encourage excessive risk-taking, in turn restarting the debt leverage process or leading to asset overvaluation. Although there are few signs of these risks manifesting themselves on a large scale in the euro area, it is essential to remain vigilant, because imbalances are often only built up gradually. Moreover, in some euro area Member States, there has been a steep rise in both mortgage lending and house prices. In view of the predominantly national character of those risks, recourse to macroprudential policy is the most appropriate way of containing them.

			18.Finally, the excessively low inflation is a sign of persistent under-utilisation of production factors. Although the unemployment rate dropped from 12 % in 2013 to 8.7 % at the end of 2017, it remains above its pre-crisis level. Moreover, the under-utilisation of the labour potential also takes other forms. For instance, the number of involuntary part-time workers is still relatively high, and it appears that some members of the labour force have left the labour market owing to the lack of job prospects, but could return if demand for labour continues to rise. In addition, the usual production potential indicators show that the long period of low investment has had a significant downward effect on the capital stock. The fact that investment has now become a factor driving the recovery should make that restriction less of a constraint. There therefore seems to be some scope available for ensuring, by stimulating demand, that the production potential is not only fully used but that it is also supported to the maximum by preventing hysteresis effects. As a result, the structural reforms implemented here and there since the crisis can also come to full fruition. They have undeniably contributed to the strong job creation, and that process does not yet appear to have reached its limit. Accelerating pay rises and higher inflation are precisely the warning lights that indicate when that limit is being approached. From that point of view, too, it is therefore appropriate to make the normalisation of monetary policy dependent on inflation returning towards its target.

			19.Now that the recovery has gained momentum and reflation is looming, the time has come to proceed with reforms in the euro area, too. If the Monetary Union is to gain economic strength while remaining stable, its architecture needs to be reinforced. That can only be done in stages, with convergence on best practices and risk reduction being the preconditions for greater risk-sharing. In that respect, the emphasis must first be placed on completing the current initiatives : the Banking Union and the Capital Markets Union, plus the European Semester and the newly-formed national productivity boards. These initiatives must also constitute opportunities for lifting potential growth and strengthening the resilience of the Member States. That process can gradually create the conditions for progressing towards increased risk-sharing via the public sector, while bearing in mind that sound public finances in the various Member States will always remain the central pillar of the Monetary Union’s fiscal governance.

			20.Considerable progress has already been made in developing the Banking Union, but the project is still incomplete in some crucial respects. The single supervisory mechanism (SSM) has been particularly successful in taking over the direct supervision of large banks and now carries ultimate responsibility for banking supervision in the euro area. In addition, the single resolution mechanism (SRM) in charge of the orderly resolution of systemic banks is also being implemented. With the SRM, the bail-in principle becomes the new operating mode, in which resolution costs are borne by the shareholders and certain creditors, obviating the need to use taxpayers’ money to fund a bail-out.

			21.However, the creation of a fully-fledged Banking Union requires further measures to reinforce stability, including in the event of financial disruption. For instance, even in the event of extreme turmoil, the SRM needs to have sufficient financial strength to provide effective support for the resolution of banks – should a bail-in prove insufficient – and thus limit the risks for financial stability. It is also necessary to set up a strong European deposit guarantee system (the European Deposit Insurance Scheme – EDIS) providing adequate protection for euro area depositors. Moreover, these essential financial safety nets become more effective and more credible if they are organised at Banking Union level and not by each Member State, as they then have larger reserves and are therefore better equipped to intervene effectively, including in the case of major shocks, and thus avert the risk of financial instability. However, the joint financial safety nets also imply far-reaching risk-sharing between the euro area countries. The geographical concentration of a large proportion of the banking risks in the euro area is impeding rapid progress in this sphere. As well as non-performing loans (NPLs), the strong home bias in the government bond portfolios exposes some banks excessively to specific country risks.

			22.Increased risk-sharing must therefore be preceded by substantial risk reduction, involving not only the consolidation of certain bank balance sheets, but also efforts to strengthen the banking system’s resilience. Deeper financial integration must not be at the expense of the financial stability necessary for sustainable economic growth. For these reasons, banks operating in the Banking Union must have sufficient individual resilience to absorb shocks, and adequate safeguards must be built into the framework of regulation and supervision. In that regard, it is very important that the European regulatory authorities transpose the Basel III accord consistently and on time, imposing harmonised, robust liquidity and capital requirements. In addition, the credit institutions that actually incur the risks must have sufficient buffers (in the form of capital, liquidity or bail-in capacity of the required quality) to cover unforeseen losses or shocks, or to permit smooth resolution. In this connection – as regards the home-host debate  – it is necessary to take due account of the concerns of the host country, so that systemic subsidiaries of international banking groups operating in those countries have adequate buffers and therefore do not constitute an excessive risk for the financial stability of the countries concerned. Finally, increased risk-sharing at European level will be more readily accepted if the historical legacy is removed. The large volumes of NPLs in some countries and the structurally low profitability of a number of banks are still a particular cause for concern.

			23.Further reduction of the stock of NPLs is regarded as an important catalyst for the completion of the Banking Union. Although that stock has already been partly reduced in recent years in the euro area – from € 1 046 billion at the end of 2014 to around € 830 billion in the second quarter of 2017 – it continues to weigh on the balance sheets of some European banks, and also indirectly on the European economy. The initiatives of the ECB and the European Commission, which focus on the accelerated reduction of the existing stock of NPLs or on the prevention of new NPL problems, therefore merit all possible support. However, the economic revival and the structural profitability of a number of banks in the countries affected are as yet still too weak to permit adequate, orderly dismantling of the stock of NPLs in the short term. The Ecofin Council’s July 2017 proposals concerning better support for further moves to reduce those assets should encourage the banks to actively clean up their balance sheets. The establishment of an efficient secondary market in that type of assets, possibly including an asset management company, accessible to specialist investors and based on an efficient, transparent legal framework for recovery and bankruptcy, is important not only for the speedier liquidation of the current stock of NPLs but also for that market’s potential future role as a safety valve for removing the excess pressure that non-performing loans place on bank balance sheets.

			24.Although the European banking sector has become much more solvent since the financial crisis, it still faces the challenge of achieving an adequate level of profitability in a sustainable way. As regards the profitability of their business, a large proportion of European banks fall well short of the capital costs demanded by the financial markets. That profitability shortfall is not only reflected in low valuations for the banking sector on the financial markets, but in the long run it also risks leading to funding problems and under-utilisation of the sector’s intermediation capacity, which would hamper economic growth. Apart from cyclical factors associated with the low interest rate environment, such as the low levels of interest rates, the flatness of yield curves, and the downward pressure on interest incomes, more structural factors are also at work. The sector’s excess capacity and the resulting fierce competition, some persistent operational inefficiencies and the long list of challenges relating to technological innovation are squeezing bank profits. At the same time, despite the improved solvency within the European banking sector, the financial markets are still demanding high risk premiums, resulting in relatively heavy capital costs. The structural uncertainties concerning the eventual regulatory framework, the normalisation of monetary policy and the remedies for the legacies from the past have in fact continued to determine risk assessments. Numerous simulations show that a cyclical economic upturn is liable to be insufficient, in the relatively short term, to restore the European banking sector to sustainable profitability in line with market expectations. To safeguard the banking sector’s health in the long term, there is a need for more structural measures aimed at substantial efficiency gains. It is worth considering a number of strategies, such as the achievement of potential economies of scale via acquisitions or the implementation of cost-cutting measures based on digitisation, and a more diversified and flexible business model. In addition, the conclusion of the Basel III accord brings to an end, for the time being, the regulatory framework reforms and the resulting uncertainties. The banking sector can put the final touches to the adjustment of its business models, while the financial markets can continue to pass on the reduced uncertainty in the form of lower risk premiums and capital costs for the sector.

			25.Even with the necessary prior reduction of risks in the regulatory framework and the strengthening of bank balance sheets, completion of the Banking Union remains an ambitious project. To achieve that, it is necessary to reinforce the SRM and implement the EDIS. To complete the SRM, it is important to finalise the European negotiations on the transposition and application of the resolution tools and principles, including the total loss-absorbing capacity (TLAC) and the minimum requirement for own funds and eligible liabilities (MREL). In that connection, to ensure orderly bank resolution, it is necessary to stipulate that the bail-inable liabilities must be sufficient in quality and quantity. The SRM also lacks the broad, mutual financial safety net required for the Single Resolution Fund (SRF) in order to ensure orderly bank resolution even in extreme situations. However, the introduction of the EDIS remains the major stumbling block in the process of completing the Banking Union. The latest proposals by the European Commission provide for a phased transition from the national guarantee systems to the European guarantee system. In the first phase – the reinsurance phase – the EDIS will only provide liquidity assistance ; later, during the coinsurance phase, it could increasingly contribute towards covering losses.

			26.Finally, a Capital Markets Union (CMU) is an important and necessary complement to the Banking Union, which will further reinforce the economy’s growth potential and financial stability. In the Capital Markets Union, risk-sharing (via further financial integration) goes hand in hand with risk reduction (via financial diversification). Direct, diversified funding obtained via the capital markets, such as venture capital and growth capital, is an essential addition to the bank finance predominant in Europe, and could support economic growth and innovation. Furthermore, integrated capital markets are an effective instrument for spreading risks and reducing excessive exposures to local risks. Since the 2015 announcement of the creation of the CMU, various projects have been launched which, by the end of 2019, should result in a framework in which the private sector itself can pursue the development of the European Capital Markets Union. In that context, the European Commission discussed some specific initiatives in its CMU mid-term review. The emphasis here is on such matters as mobilising European risk capital by encouraging European venture capital and growth capital funds and long-term investment, and by simplifying and facilitating SME access to the financial markets. In addition, further harmonisation of national legislative procedures – such as those related to resolution and bankruptcy – and improvement of the transparency of national financial markets should encourage cross-border investment within the EU.

			27.An efficient and stable system of financial intermediation could be of significant help in supporting growth potential in the euro area. However, the availability of finance is not sufficient in itself. It is also necessary to have a dynamic economic environment that stimulates the implementation of growth-generating projects. The European Semester and the newly-created national productivity boards should become a catalyst for the structural reforms needed for that purpose. These productivity boards may also improve ownership of the reform agenda at national level. That process could lead to greater convergence between the Member States and better shock resistance. It should also pave the way to more inclusive growth. As well as potentially boosting the economic vigour of the Monetary Union, those reforms should generate significant positive externalities, because increased growth potential makes it easier to shed the debt burden, creates greater scope for fiscal policy and – by exerting upward pressure on the equilibrium real interest rate – facilitates the implementation of monetary policy. Furthermore, the establishment of a deeper Economic Union reduces the country-specific risks and strengthens the mutual trust necessary for proceeding later on towards the final stages of Economic and Monetary Union. Apart from the possible reform of the European Stability Mechanism, it will still be some time before views on new deepening initiatives converge. This concerns the idea of creating a post for a Minister of Economic and Financial Affairs for the euro area, or establishing a budgetary stabilisation mechanism aimed at absorbing asymmetric shocks.

			28.In the meantime, it is only possible to use the margins in the national budgets, and even if the step towards increased fiscal solidarity is taken, the national budgets will still form the first line of defence against asymmetric shocks. Given the relatively high level of public expenditure in Europe and the existence of a well-developed social safety net, these national automatic stabilisers are in principle powerful. But if public finances are to be fully used, they must be structurally sound, which implies the creation of adequate buffers when the economy is doing well. The fact that these buffers were too small when the crisis erupted is among the reasons why fiscal policy failed to achieve macroeconomic stabilisation during the period 2012-2014. Sound public finances are also vital to financial stability, not least as regards halting the contamination of the banking sector. That is why it is so important for the Member States to adhere strictly to the Stability and Growth Pact rules. The Pact translates the structural determinants of the sustainability of public finances into a medium-term objective and, as regards the adjustment paths towards that objective, takes account of the position in the economic cycle. While the number of countries facing an excessive deficit of more than 3 % of GDP has declined sharply, and the deficit of the euro area as a whole fell to 1.1 % of GDP in 2017, in its assessment of the draft 2018 budgets for five countries, including Belgium, the European Commission nevertheless drew attention to a danger of insufficient progress towards the medium-term objective. Those countries need to take advantage of the recovery to build up reserves for the future.

			29.The importance of sound public finances is beyond dispute. All the same, it cannot be denied that, over time, the Pact has become particularly complex, and that may impair its effective implementation. It is therefore necessary to examine whether any of its provisions can be simplified, but without abandoning the principles behind them. Moreover, there is a need for good incentives to provide maximum support for investment. Of course, the fiscal authorities already have the option of redirecting their expenditure in favour of public investment. In addition, the European Fund for Strategic Investments and the clarification that Eurostat has provided on the statistical treatment of public-private partnerships also create a stimulus. Nonetheless, it is advisable to examine whether further encouragement to make up the shortfall in public investment could be offered if the preventive arm of the Pact were to take account only of amortisation rather than total investment expenditure, provided that does not threaten the debt’s sustainability, and the investment in question actually strengthens the economic growth potential.

			30.Paradoxically, the Monetary Union needs to be strengthened just at the time when the United Kingdom has opted to leave the EU. Brexit is a complex process because integration has now become so firmly entrenched. Nonetheless, in December 2017, the European Council was able to state that sufficient progress had been made to launch the second negotiation phase, as progress had been achieved in all three spheres that had to be clarified in the first phase, namely the legal status of EU citizens in the United Kingdom, the UK’s obligations to the EU budget, and the arrangements for avoiding a hard border between Northern Ireland and the Irish Republic. That has increased the chances of averting a hard Brexit. In any case, such a scenario is not in the interests of either the United Kingdom or the other 27 EU countries. Yet many risks persist, since there is still much to be done in the second phase before the United Kingdom leaves the EU in 2019, and even then, the negotiations on a new trade agreement, in particular, will not have been finalised. For the remaining EU Member States, it is a question of preserving unity, just as in the first phase. While Brexit undeniably had an adverse impact on the British economy in 2017, the effect on the other EU countries, and the euro area in particular, was far smaller. The fact that the divorce process is taking place in an upward phase of the economic cycle has something to do with that.

			3.A stable financial system in Belgium

			31.Ten years after the crisis, the financial sector in Belgium has undergone a real transformation. The thorough revision of the regulatory and supervisory framework has restored the emphasis on financial stability, and the structural changes in the sector’s business models – particularly in the case of banks and insurers – have clearly boosted the sector’s resilience. The robust financial position of the Belgian financial sector provides a sound basis for tackling major challenges in the future, such as a persistently low interest rate environment, the digital transformation, and the deepening of the Banking Union and the Capital Markets Union.

			32.That transformation was particularly apparent in the Belgian banking sector which – partly as a mandatory requirement – abandoned its previous business models and cut its balance sheet total by a third. The banking sector has largely digested these essential structural reforms and is now in a sounder financial situation, as the legacy of the past has been eliminated, giving way to a business model that focuses more on core banking activities such as lending and is aimed primarily at the domestic market. In addition, the banking sector’s solvency has steadily improved so that it now has buffers which have restored the sector’s resilience ; moreover, partly thanks to the ECB’s asset purchase programme, there is now abundant liquidity. Finally, the transformation did not cause lasting detriment to the sector’s profitability. On the contrary, after the initial impact profitability quite quickly regained a level in line with the financial markets’ expectations, partly thanks to widening interest margins. Taking account of the specific funding structure of the Belgian banks, based largely on deposits, the decline in market interest rates was in fact reflected sooner in the banks’ funding costs than in the returns on their assets. This widening of the total interest margin helped to underpin the banks’ interest income and profitability during the crisis. On average, the sector’s return on equity comes to around 10 %, which corresponds to the estimated capital costs.

			33.The reorientation of the sector was not only important for restoring financial stability, it also protected the Belgian economy from an extreme credit drought which typically accompanies a radical balance sheet restructuring in a financial crisis. The Belgian banks continued to finance the real economy – even during the financial crisis. Partly as a result of the dynamic lending and the presence of increased liquidity, bank balance sheets have already been expanding again for several years, after a long period of balance sheet reduction. In entering additional credit risks on the balance sheet, the banking sector fulfils one of its essential financial intermediation functions, namely the selection, financing, monitoring and management of investment projects with ample value added. In this sphere, too, the Belgian banking sector has a good service record. Despite the abundant, dynamic lending to the private sector, the level of NPLs remains quite low in the balance sheets of Belgian banks, and in any case well below the euro area average. However, additional provisioning cannot be entirely ruled out, e.g. following the introduction of the new international accounting standard, IFRS 9, in January 2018.

			34.Nonetheless, there are still serious challenges to be addressed which will put stress on the Belgian banks’ standard business model in the longer term. Apart from the more structural challenges associated with the digital transformation in the financial sector and the increasing competition from FinTech companies, the low interest rate environment is slowly beginning to depress profitability. Apart from some other factors, such as the levies banks have to pay, the profitability of Belgian banks is primarily determined by the net interest margin. Yet, this has steadily come under pressure now that the low interest rates are increasingly reflected in the returns on assets – partly as a result of the refinancing of mortgage loans – while deposit interest rates reached their lower limit some time ago. In addition, the fierce competition in the Belgian banking landscape has led to individual banks applying narrow margins. Belgium is “lagging behind” other countries in seeing narrower interest margins because the balance sheets of Belgian banks, to a greater extent than those of other European banks, are composed of assets with a fairly long repricing period, while the refinancing of mortgage loans began relatively late. In the light of these challenges, the banks need to consider the various ways of maintaining profitability. On the one hand, in their search for yield, the banks are gradually opting to take on more interest rate and credit risks, using higher risk premiums to compensate for the fall in interest income. The latest stress tests show that the Belgian banks do indeed have an above-average exposure to interest rate risks. On the other hand, in a low interest rate environment, business models are being adjusted and geared more specifically to non-interest income, particularly commission and fees for financial services. Nevertheless, additional cost-cutting and / or efficiency gains seem inevitable, particularly in view of the digital transformation in financial intermediation and the increasing competition from FinTech companies.

			35.Mortgage lending and property market developments also need to be analysed with due regard for that context. As the macroprudential authority responsible for financial stability, the Bank keeps a close watch on what is happening in those markets. The current risk analyses in fact suggest that the systemic risks are gradually accumulating. The sustained price increases on the property market which, in Belgium – in contrast to most other European countries – were not accompanied by significant corrections during the crisis, and the strong rise in the household debt ratio indicate that the financial cycle is picking up and the accumulation of macrofinancial risks is continuing. These risks are also reflected in bank balance sheets, which record a substantial volume of mortgage loans for which the banks need only constitute modest reserves on the basis of internal models. In 2013, the Bank had already taken a macroprudential measure in the form of a linear 5 percentage point increase in the risk weighting resulting from the models. In view of the continuing accumulation of systemic risks, the Bank announced that it would reinforce that measure by imposing additional capital buffers in proportion to the risk profile of the mortgage loan portfolio. In so doing, the Bank aims primarily to make credit institutions resilient to property market shocks, and hence to preserve their future lending capability.

			36.Insurance companies have also undergone a structural transformation. The financial crisis had in fact revealed significant exposure to the interest rate risk (duration gap) accompanied by a less solvent sector owing to the steep decline in interest rates. In recent years, the insurance sector has therefore invested heavily to bring the duration gap down to a more manageable level. The big companies have been particularly active in reducing the duration gap, partly by repurchasing a number of large loss-making portfolios and partly by using derivatives and long-term investment to cover the interest rate risks. Although these measures have reduced the interest rate risk exposure of the insurance sector as a whole, some – generally smaller – companies are still significantly exposed to interest rate risks. However, the stress tests conducted in 2017 by the Bank as the insurance sector supervisory authority confirm that the sector’s financial situation is generally sufficiently robust at this stage to withstand a prolonged period of low interest rates.

			37.This reduction in the interest rate risk exposure has removed a heavy burden on the insurance sector’s stability. Nevertheless, in the long run, there are still a number of challenges – especially for life insurers – concerning the larger liquidity risks and long-term profitability. To reduce the duration gap, insurers made greater use of derivatives and invested more in long-term but less liquid assets, thus converting part of the interest rate risk into liquidity risk. Moreover, a prolonged low interest rate environment generates a potential reinvestment risk, because high-yield assets are replaced at maturity by assets at lower yields. But this risk is less relevant in the short term, as the sector’s current investment portfolio guarantees sufficiently high returns and a relatively stable interest margin for a certain period of time. Conversely, the problem is more acute in the case of new guaranteed-yield contracts because the low market interest rates and high entry costs and charges render this type of assets unattractive and impair their profitability. A number of insurers have already stated that they are scaling down their activities in this segment and concentrating more on products on which the financial risks are borne at least in part by the policy-holder and which offer the prospect of potentially higher returns (such as class 23 products).

			38.In a low interest rate environment, it is therefore vital, in the interests of financial stability, to maintain the financial equilibrium in the insurance sector. As the authority responsible for both macroprudential and microprudential supervision of the insurance sector, the Bank has repeatedly published recommendations urging the sector to be cautious in regard to profit- sharing and dividends. If the existing commitments are to be fulfilled in the future, the stock of assets needs to be managed prudently, and there must be a limit on the realisation of capital gains and on profit-sharing and dividend payments for policy-holders and shareholders respectively. As the microprudential supervisor, the Bank can restrict these payments in the event of a threat to the financial balance of a given company. In addition, the Bank intends to see that the contractual conditions of new individual life insurance policies remain in line with market conditions.

			39.The digital transformation will bring profound and irreversible changes for the financial sector. Ready access to digital networks and the rapid assimilation of digital technology in society combined with the exponential growth of computing and storage capacity are the driving forces behind the rapid and far-reaching digital transformation process. That process is also taking place in the Belgian financial sector and is gradually being incorporated in the business models of financial institutions. In the banking sector in particular, the digitisation of customer relations is already far advanced, as consumers increasingly expect financial services to be accessible at all times, regardless of location, time, or the medium used. In addition, digitisation of more operational tasks in the back offices and front offices of financial institutions can generate substantial economies of scale and sharp reductions in costs. However, this type of transformation requires careful preparation to maximise the reduction of operational risks, in view of the complexity of these operations and the need to ensure the business continuity of the institutions, which sometimes have a less flexible IT infrastructure.

			40.The new FinTech companies could play a key role in this digital transformation, because these innovative operators enrich the financial landscape by offering additional services in specific segments of the financial intermediation chain. Thus, FinTech developments – such as crowd- funding, automated investment advice, alternative payment services or peer-to-peer loans – can have a positive impact in that they improve the level of customer satisfaction, reduce transaction costs, and expand the product range. At the same time, FinTech companies can offer financial institutions new types of support services that enhance the efficiency of certain business processes and – via the establishment of appropriate risk management measures – make them run more securely and smoothly. Examples include big data analysis, cloud computing, and the use of distributed ledger systems to protect certain financial transactions. The Bank has a contact point offering active guidance for FinTech companies on compliance with the applicable regulations and supervision requirements. Furthermore, the potentially disruptive effect of FinTech on the financial sector and the resulting new challenges for supervisory authorities must not be underestimated. In the long run, FinTech companies could in fact take over certain lucrative segments of the financial intermediation chain and thus erode the profitability of established operators. Also, the operational risks are increasing because of the heavy dependence on IT systems, and it is not always easy for new FinTech businesses – which are generally small companies – to keep strictly to all the regulations. Finally, the natural environment for these businesses lies much more in the shadow banking sector, or even beyond the supervisory scope of the financial regulators, and that further reinforces the need for cooperation with other competent supervisory authorities in non-financial spheres, such as cyber security.

			41.In this context, the second European Payment Services Directive is a significant step forward in the further integration of FinTech – and BigTech – into European payments. Under this Directive, and subject to the account-holders’ approval, a number of new service providers (offering payment initiation or information aggregation services) can now gain access to information on accounts and payment transactions, which means that banks could de facto lose their monopoly over that information and the associated competitive advantage. Ultimately, this Directive could therefore bring about a structural change in the European payment systems landscape.

			42.As a result of the digital transformation, a number of risks are becoming increasingly correlated. Digitisation and FinTech developments are not only making the financial sector more complex, notably by accentuating the interconnections, but they are also intensifying the interaction between the financial sector and other sectors, such as those comprising technology firms and telecommunications. A clear view of developments in these areas is crucial, particularly for the supervisory authorities responsible for monitoring these risks. Apart from the cyber risks, it is necessary to monitor the risks concerning invasions of privacy and those relating to money-laundering or terrorist financing. Owing to the heavy digital dependence and the interconnections within the financial sector, cyber risk is becoming one of the main risks to the maintenance of financial stability, and a top priority for the supervisory authorities. Cyber attacks are becoming increasingly frequent and may also originate from various quarters, such as financial theft, terrorism or activism. The rapidly evolving cyber threats mean that the sector’s defence capability needs to be sufficiently flexible, and it is vital to ensure that all parties involved in the intermediation process – from the financial market infrastructures to the end users – take the required precautions. In this context, the Bank announced its expectations in a prudential Circular in force since 2016. It is important that the management of the institutions in question guarantees a sound culture in regard to IT risks, and that the regulatory framework conforms to the guidelines issued by international bodies and is sufficiently holistic and flexible to respond promptly and appropriately to new developments in this sphere.

			43.The monitoring of cyber risks is also one of the top priorities for the Bank’s supervision of the financial market infrastructures and the systemic service providers concerned, such as SWIFT, owing to the stringent requirements governing the availability and integrity of these players, as they perform a pivotal, international role in the processing of payments and securities transactions and in the exchange of financial information, and they are of crucial importance for the security of financial transactions. In that context, the Bank – as the lead overseer in an international arrangement with the G10 central banks – keeps a close watch on SWIFT. Not only the roll-out of the Customer Security Programme (CSP), aimed at improving cyber security and the management of cyber risks among direct users, but also SWIFT’s internal resilience are subject to close monitoring and careful assessment on the basis of the relevant international standards. Apart from the emphasis on cyber risks, there is also much attention to the approval of central securities depositories (CSDs) under the new European Regulation on the subject. Other systemic institutions specialising in the custody of securities will be monitored from this year onwards on the basis of a new prudential status specifically geared to this type of institution. This will provide a better legal framework for the specific supervisory activity which the Bank has long since applied to this type of business.

			44.Finally, the Bank took note of the conclusions and recommendations of the parliamentary commissions concerning Optima and the Panama Papers, and is cooperating fully in the implementation of those recommendations. In carrying out some of those recommendations – especially those relating to bank supervision – it is certainly necessary to take account of the new supervisory framework under the SSM. In regard to regulation, the Bank has already taken some initiatives concerning money-laundering practices, terrorist financing, fit & proper requirements, and the “special schemes” liable to favour tax fraud. Some of them have already been implemented or will shortly be acted upon. Other recommendations involving other authorities, such as those concerning the special tax fraud schemes, will take longer. In this area too, the Bank is committed to playing an active part in implementing these recommendations.

			4.A resilient economy and sound public finances are the key levers to a high standard of living and greater social inclusion in Belgium

			45.In 2017, Belgium’s economy grew by 1.7 %, which was respectively 0.2 and 0.3 percentage points higher than in the two preceding years. As a small, open economy, Belgium naturally benefited from the world trade revival and the recovery in the euro area. Exports of goods and services were up by 0.8 percentage point, although the movement in market shares was less favourable than in the preceding years, as cost competitiveness showed no further improvement following its recovery and the euro’s appreciation. Business investment also displayed a clear upward trend. In order to continue meeting demand, firms decide to invest increasingly in expansion. Household consumption grew by 1.1 %, which was less than in 2016. Following the fall in the savings ratio in that year, the growth of consumption dropped back into line with the rise in disposable income, which came to 1.3 % in real terms. This income increased, on the one hand, because real wages were rising again, while on the other hand, employment was expanding strongly. The volume of hours worked rose by 1.5 %, and 66 000 jobs were created. That was the biggest expansion in employment since 2008.

			Growth remains moderate, but job creation is particularly robust

			46.In this connection, two striking developments call for clarification. To start with, since 2015, Belgium’s growth has been slightly below the average for the euro area and for the three main neighbouring countries, yet at the same time job creation in Belgium has been particularly robust. What is the meaning of these divergent developments ?

			47.First, it is necessary to assess Belgium’s growth performance over a longer period. In the past ten years – i.e. since the start of the crisis – Belgium has significantly outperformed the euro area as a whole, and has also done better than neighbouring countries other than Germany. During the two downward phases in the cycle, Belgium proved more resilient, which also implies that there was less ground to make up during the recovery phase – but also less need in that respect. Conversely, the catching-up process was very apparent in countries such as Spain, which had been seriously affected by the crisis. Closer to home, the Netherlands displays a similar profile. It suffered more from the decline in the housing market and the fall in financial asset prices, but is gaining more benefit today from the recovery in those areas. In addition, the fiscal consolidation was initially more vigorous in the Netherlands, and that depressed growth at first, though it subsequently created some room for manoeuvre. In contrast, in recent years, Belgium’s economic policies have exerted some downward pressure on growth, though in principle the impact was temporary. Control over public expenditure meant that public consumption grew more slowly than in neighbouring countries. In addition, although the wage moderation policy had a positive impact on employment and exports, it depressed the growth of disposable income and hence household consumption. Now that disposable income is picking up, private consumption will increasingly become an engine of growth, and that will lessen the divergence in relation to neighbouring countries.

			48.Apart from this short-term downward effect on growth, however, this same policy undoubtedly achieved its main objective of creating jobs in an economy suffering from an atypically low employment rate. The increase in this rate was still lagging behind rates observed in the euro area. Nevertheless, the job intensity of growth was particularly high in Belgium. In the past two years, it has been more than 50 % greater than it was before the crisis. For instance, in 2007, it took growth of 3.4 % to create roughly the same number of jobs as in 2017. The job intensity was also higher than elsewhere in the euro area and in each of the three neighbouring countries. And in contrast to what happened previously, the jobs were created mainly in the business sector, and to a lesser degree in the public sector or in branches of activity receiving substantial government subsidies.

			49.Two policy avenues in this area contributed to this strong job creation. First, major efforts were made to reduce labour costs, partly by introducing wage moderation and partly by cutting employers’ social security contributions. That benefits demand for labour, not only because of the resulting gains in competitiveness but also because the production factor labour becomes more attractive in relation to the production factor capital. However, higher demand for labour cannot boost employment unless the labour supply is sufficient. That is why support for the labour supply formed the second pillar of the policy, especially as that supply is increasingly feeling the effects of population ageing. In that context, the statutory retirement age was increased and the opportunities for early departure from the labour market were reduced. Also, there was emphasis on job-seekers’ activation, training and accountability. Finally, tax cuts via the tax shift serve to make work more remunerative and, in particular, help to reduce what are commonly known as unemployment and inactivity traps. Together, these factors led to an increase in the labour force amounting to around 38 000 units – partly as a result of greater participation among the older age groups – while the number of job-seekers fell by 28 000 units. The unemployment rate thus declined to 7.3 %.

			50.Despite this progress, unemployment remains unacceptably high, and the employment rate is still too low, particularly for certain “risk” groups and in the Brussels and Walloon Regions. The fact that a growing labour shortage nevertheless became apparent in certain labour market segments in 2017 also indicates the presence of a significant qualitative dimension. There is not just a lack of geographical mobility ; it is also likely that the job-seekers’ skills do not sufficiently coincide with the skills in demand on the labour market. Owing to the structural shifts in the economy – due in particular to digitisation – the desired skills are also constantly changing and there are signs of polarisation on the labour market, which is at the expense of jobs requiring medium skills but which above all limits the job opportunities for workers with a low level of education. Further effort is therefore needed in many spheres to mobilise the unused labour potential. That is one of the first factors which could significantly enhance the Belgian economy’s growth potential. An effort is also needed to boost labour productivity, because once the labour potential is fully exploited, productivity gains become the sole sustainable source of wealth creation.

			Making maximum use of the untapped labour potential

			51.In order to make optimum use of the labour potential, it is of primary importance to consolidate the progress on cost competitiveness and ensure that wage-setting makes the maximum contribution to job creation. The amendments to the Law on the Promotion of Employment and the Preventive Safeguarding of Competitiveness, revised in 2017, aim to ensure that the reductions in charges under the tax shift benefit employment to the maximum, and strengthen the preventive character of the framework by fixing a safety margin of at least 0.5 of a percentage point in each negotiation round. Because of the initial moderating effect that this has, in principle, it limits the need for subsequent intervention, but at the same time the amended Law provides for a correction term so that rectification of any slippage compared to the 1996 reference year becomes more automatic. In recent years, it has in fact become apparent that the elimination of any larger handicap is a lengthy and difficult process.

			52.Due regard for competitiveness constraints does not necessarily rule out any increase in purchasing power. For instance, within the limits of this new framework, the social partners agreed on a maximum margin of 1.1 % for real pay rises over the period 2017-2018 as a whole. Most of the margin will be used in 2018 and will help to support private consumption. For that boost to be sustainable, it is necessary to continue to safeguard competitiveness. Preferably, within the negotiating framework, account should also be taken of productivity trends which may vary between sectors, regions and individual firms. As well as promoting employment, that will contribute to labour mobility.

			53.In regard to safeguarding competitiveness, it is not only the movement in wages that matters : price-setting and the trend in other incomes also play a significant role. It is therefore very worrying that inflation has been systematically higher in Belgium than in the neighbouring countries over recent years. Driven by the rise in energy prices, inflation climbed even higher in 2017, from 1.8 to 2.2 %. Moreover, inflation in Belgium is more sensitive to crude oil price fluctuations than in neighbouring countries, mainly on account of lower excise duties on heating oil. Nevertheless, in relation to neighbouring countries, the inflation gap narrowed, declining from almost 2 percentage points in the spring of 2016 to 0.6 percentage point at the end of 2017. This gap had in fact widened temporarily as a result of a number of increases in indirect taxes and public tariffs. Furthermore, the report on that issue produced by the Federal Planning Bureau, FPS Economy and the Bank at the request of the Minister of the Economy found that the movement in prices in the hotels and restaurants sector and in telecommunications was the principal source of the adverse inflation gap in services. Meanwhile, in order to stimulate competition in the telecommunications market, it has been made easier for consumers to switch between operators. It remains important to boost competition on the various product markets. This will lead to more competitive pricing and bigger productivity gains. Furthermore, it will benefit competitiveness. The services provided are not only intermediate inputs for sectors competing with other countries, their pricing also has an impact on wage-setting.

			54.Necessary as it is to control prices and costs, it is equally important to ensure the employability of the labour potential. Not only will that bolster the strength of the economy, it will also foster social inclusion, because a job is the key to emancipation. Everyone therefore needs to be adequately equipped to find a place on the labour market and remain employable throughout their working life in a fast-changing economic environment. The empowerment of people and talents are therefore key words for the labour market policy.

			55.That empowerment starts with the training that young people receive in education. Reforms that reinforce and extend the benefits of training are therefore necessary. Preventing young people from dropping out must remain an important point for attention, even though significant progress has already been achieved in that respect. Language skills – including mastery of both national languages – are crucial, as is early initiation into the latest developments in ICT, or the teaching of ways of thinking aimed at devising creative solutions. Scientific and technological subjects merit particular attention and offer good job prospects. For young people, the transition to working life is facilitated by day-release apprenticeships. But training does not cease on leaving school. Nowadays, lifelong learning is equally vital for keeping up with developments in technology, working methods and forms of organisation. That is not just a matter for firms and their workers, but also for job-seekers, employment agencies and vocational training services. By matching vacancies promptly to job-seekers, it is possible to establish job security in a dynamic economy where jobs with no future disappear, while new jobs are created.

			56.So far, there are few signs that, in Belgium, the changes affecting the labour market have resulted in any sharp rise in income inequality, an increased risk of poverty for persons in work, or a significant deterioration in job quality. Thus, nine out of ten workers still have a permanent employment contract, although temporary contracts are becoming more common. Also, involuntary part-time working is much less prevalent in Belgium than elsewhere in Europe. Many other qualitative labour market indicators differ little from those in countries such as Sweden, Finland and Denmark, which generally score highly in that respect. However, like those countries, Belgium has a very low employment rate for the low-skilled and residents from non-EU countries. These groups must continue to receive special attention, and all forms of discrimination must be excluded. Nevertheless, one characteristic of Belgium is that the gender pay gap is considerably wider than in the Nordic countries. This is because women are proportionately more likely to be in less well-paid occupations, and in particular because, in Belgium, they more frequently work part time. This suggests that it is more often the women who take on the child care, while the men focus more on their career development. That makes it harder for women to progress to more senior positions. This is not only an ethical question, it also has economic implications, as nowadays it is advantageous to be able to call on a wide range of skills via greater diversity at all levels.

			Towards a more productive and dynamic economy

			57.While the changes which are transforming the economy call for adaptation of working conditions, they also create opportunities. For instance, digitisation redefines the concept of distance by eliminating its purely geographical aspect. That applies to the distance between consumers and suppliers, but also the distance between workers and their employer, and is associated not only with e-commerce but also teleworking. Both create new scope in an economy which has to contend with both the congestion of its transport infrastructure and the need to reduce greenhouse gas emissions, while looking for ways to increase productivity gains. Those gains have in fact been seriously eroded in recent years. This is not a typically Belgian phenomenon, although the pace of productivity growth has slackened considerably in Belgium. That is partly just the corollary to the strong job creation, which exerts normal, temporary downward pressure on productivity growth, but ensures that future productivity gains will have a stronger impact since a greater number of workers will have a share in them. For economic growth, it is crucial to create an environment that stimulates productivity gains. That will strengthen income growth and free up additional margins for public finances.

			58.Productivity gains originate from many sources. Innovation and technological progress are key factors, but so are their wide diffusion throughout the economy and an efficient reallocation process whereby labour and capital can be readily redeployed. From that point of view, productivity and innovation are multidimensional concepts which require a transversal approach. Where innovation itself is concerned, Belgium performs well, especially as regards partnerships between businesses, universities and government. Nonetheless, the spread of innovation is still unsatisfactory. In that respect, a more competitive market could provide incentives for modernisation and greater organisational efficiency. By simplifying the time-consuming administrative, legal or fiscal procedures and removing unnecessary barriers, resource allocation can be facilitated. Also, a smoothly functioning public administration and an efficient and transparent regulatory framework will contribute to this. In Belgium, many fast-growing businesses are appearing on the scene, and lately more people have been switching to self-employed activity. At the same time, the dynamic process whereby the most productive activities take over from less productive ones is still underdeveloped. In comparison with other European countries, few new businesses are being established, their growth is limited and also the rate at which existing companies disappear is low. That could be a sign of inefficiency. The number of “zombie” companies – i.e. those whose operating profits are insufficient to cover their financial costs over an extended period – is also fairly high in Belgium. This concerns about 10 % of the population of firms, and they generally record slow productivity growth. A dynamic economy needs companies that, thanks to their adaptability, successfully boost their own chances of survival. Besides, resources for new initiatives can be freed up from scrapping activities with no future. Not only does that substitution have an immediate impact on productivity at macroeconomic level, it also promotes the employability and remuneration of workers by giving them the opportunity to develop in a more productive environment.

			59.Furthermore, potential growth and productivity will benefit from an efficient infrastructure. In Belgium, the infrastructure has suffered from the low level of public investment. Mobility and energy supplies are two crucial areas where the need is very great in that regard. A forward-looking perspective is necessary to reconcile economic efficiency and ecological sustainability. As well as carefully considered infrastructure investment, there is also a need to create incentives to reduce demand for mobility and energy before channelling that demand towards the least polluting options. While the government has a notable steering role to play here, the private sector’s contribution may also be important. In order to mobilise private investment for projects requiring a substantial capital injection and extending over a very long period, it is essential to have a stable and predictable framework.

			For public finances, the time has come to build up buffers for the future

			60.The budget deficit declined sharply in 2017, from 2.5 % to 1 % of GDP. The improvement was due to a further reduction in interest charges, the buoyant economy (especially the strong jobs growth), the maintenance of control over primary expenditure, the substantial rise in corporation tax revenues, particularly the advance payments, and a reduction in the contribution to the EU budget. Excluding the impact of the business cycle and one-off factors, the structural deficit dropped from 2.1 % of GDP in 2016 to 1.2 %. This improvement is close to the target set in the stability programme, namely a full one percentage point reduction. For the first time in years, the public debt diminished significantly, by almost 3 percentage points, to 102.8 % of GDP. While no progress had been made in 2016, 2017 proved to be a particularly good year for public finances.

			61.However, there can be no resting on laurels. The good economic situation must be used to build up buffers for the future, because the public debt is still particularly high while, despite the pension reform, population ageing will generate additional budgetary costs. Moreover, it is becoming increasingly necessary to find solutions to other challenges, such as mobility and the energy transition. And in today’s rapidly changing economic constellation it is important for the government to be able to continue providing an adequate social safety net. That is why continued progress towards structural equilibrium – the medium-term objective for Belgium’s budget balance – remains desirable. The adjustment path towards that objective plays a key role in the Stability and Growth Pact, and must remain the guiding principle of fiscal policy in Belgium.

			62.The need for further fiscal consolidation is undeniable, but it remains complex to achieve as there are many interactions between the government and the economy which need to be taken into account in devising the budget strategy. First, a resilient economy will facilitate fiscal consolidation. That is an important reason for pursuing the structural reforms which support the economy’s growth potential. The fact that, following implementation of the pension reform in particular, it was possible to reduce Belgium’s medium-term objective from a surplus of 0.75 % of GDP to a structural balance is a telling example. The composition of revenue and expenditure also influences the functioning of the economy, and hence ultimately the budget balance itself. On both the revenue and the expenditure side, there is scope for adjustments to make public finances more conducive to growth.

			63.On the revenue side, the tax shift was an important step in that direction. The heavy burden of charges on labour in fact holds back growth and employment. Reducing those charges has already generated additional jobs. The current tax shift will continue until 2020, and the planned reductions are to be implemented in a way which does not compromise further reductions in the public deficit. Corporation tax was also reformed in 2017 : the result is that, once the new regime becomes fully effective in 2020, the basic tax rate will be cut to 25 % but the tax base will be enlarged. That will bring the taxation of businesses more into line with the format in other European countries ; the reform is a follow-up to the new European rules to combat tax evasion. The lowering of the tax rate – which prevents any widening of the gap in relation to other countries – is important for attracting foreign direct investment. That investment is significant in facilitating the spread of innovation and technology. In view of the need for further fiscal consolidation, it is good that the corporation tax rate cut is kept fiscally neutral, and the fact that any payback effects are disregarded demonstrates prudence. In implementing the reform, it is advisable to keep a close eye on the associated risks and effects. It is also necessary to maintain the efforts aimed at the proper collection of revenue, and to examine the degree to which new tax reforms could support growth, steer the abundant savings in Belgium towards financing investment, and create incentives to help reduce greenhouse gas emissions.

			64.On the expenditure side, there is also scope for growth-friendly adjustments, particularly as regards investment which supports the economy and the social fabric. In addition, there must be judicious control over public expenditure, and effort must be devoted to enhancing the efficiency and quality of government action. Primary public expenditure is still high, not only in relation to the pre-crisis situation, but also compared to most advanced economies, without necessarily producing a correspondingly better service. In parallel with the efforts to achieve administrative simplification and efficient management, the government must seize the progressive digitisation as an opportunity for securing productivity gains in the many spheres in which it operates. Determining the spheres designated for government action is an intrinsically political choice that reflects society’s preferences. Conversely, striving for cost effectiveness in those spheres is a universally accepted economic principle.

			65.All Belgian government entities have a responsibility to ensure the sustainability of public finances, and mutual coordination is indispensable. That is why the federal government and the governments of the Communities and Regions must conclude an agreement which contains binding budget targets, as specified by the cooperation agreement of 13 December 2013. That clarifies each entity’s responsibility and permits independent monitoring of the adjustment path by the High Council of Finance. It is also advisable for the country’s various government entities to coordinate their policy initiatives so that they can be efficiently tailored to local needs, in line with the aim of the sixth State reform.

			5.Conclusion

			66.Now that the global economy is doing well, it is time to adjust the economic policy mix. The powerful monetary incentives need to be gradually scaled down, even though the various economies still diverge in terms of the strength of the recovery and the underlying inflationary pressures. Thus, the Federal Reserve has been able to take further normalisation steps, while in the euro area it has proved necessary to prolong the accommodative monetary policy. Nevertheless, a policy of reforms favourable to growth must become a priority everywhere. That will convert the cyclical upturn into sustainable growth. In the euro area, there is an urgent need to complete the Banking Union while remaining aware of the specific challenges that the current asymmetric architecture presents during the transitional phase. The Capital Markets Union needs to be deepened further, and the Member States must make their economic fabric more resilient while also ensuring sound public finances conducive to growth. These reforms will not only boost economic strength, they will also benefit the stability of the Monetary Union.

			67.In 2017, the financial conditions remained highly favourable throughout the world, and financial market volatility was particularly low. While that undoubtedly benefited growth, we must not lose sight of the risks which could accumulate. That is also the environment in which Belgian financial institutions operate. The radical restructuring in the wake of the crisis has made the Belgian financial system fundamentally sounder. All the same, new challenges are emerging. The current low interest rate environment is one of them. While it is necessary from a macroeconomic angle, and it has positive repercussions on financial stability, it nevertheless generates increases in financial market valuations and compresses the banks’ intermediation margin, which may encourage increased risk-taking. This situation is also liable to have a more serious impact on life insurers, even though most of the companies concerned have succeeded in considerably reducing their interest rate risk exposure. Those risks are being closely monitored, and that is the context in which the Bank proposed, in 2017, an additional macroprudential measure concerning mortgage loans. Financial intermediaries also face major structural changes, such as the trend towards more market financing, excess capacity in the European banking world, and last but not least, digitisation and the emergence of the FinTech operators. This combination of factors certainly has implications for current business models, but it also gives rise to opportunities for improving user-friendliness, expanding the range of services, and ensuring effective cost control. The supervisory authorities must ensure that these transitions do not compromise financial stability, and they must remain sufficiently attentive to the new vulnerabilities that are emerging, e.g. as regards the increase in cyber risks.

			68.In parallel with the recovery in the euro area, economic activity also picked up in Belgium. Although Belgium’s growth remained a little lower at 1.7 %, job creation was particularly robust, with 66 000 additional jobs. The job creation was facilitated by wage moderation and the reduction in employers’ social security contributions. It also benefited from the ever-increasing support for the labour supply resulting from the extension of working life, the activation and guidance concerning job-seekers, and the support for purchasing power via the tax shift. The reforms which have been implemented are therefore clearly bearing fruit. While the economic upturn, with the increasing tension on the labour market, presages other problems that will have to be addressed, it primarily creates a favourable climate for dealing with those issues. Apart from the consolidation of competitiveness via appropriate wage-setting and pricing, there is still much to be done to take advantage of Belgium’s untapped labour potential. Education, labour market support and lifelong learning must ensure that talent can be used to the full in a constantly changing economic structure. That empowerment of people and talent will bear more fruit if every form of discrimination is outlawed – whether it concerns the workers’ origin, religion, gender or age. That could also encourage the reallocation of resources from less productive to more productive activities and – in conjunction with innovation efforts, well thought-out infrastructure investments and more competitive product markets – lead to the necessary increase in productivity growth in Belgium. That is the way to establish a sustainable basis for a high standard of living, and create the necessary scope for the government to handle the budgetary impact of ageing, to deal with other challenges such as mobility and the energy transition, and to continue to guarantee an adequate social safety net. Nonetheless, following the clear progress achieved in 2017, that same government must maintain its efforts to achieve a structural balance and – without compromising that path – it must continue to adjust both revenue and expenditure in order to make the government’s action both more efficient and more conducive to growth.

			69.The strength of the Belgian economy is not only evident in the high standard of living that it has already generated, or in the fact that it withstood the crisis fairly well. That strength may also be latent in aspects which, at this stage, are still a source of fragility but which, for the future, offer the prospect of considerable scope for progress. The continuing mobilisation of the labour potential, increased productivity gains, adequate funding for the economy, and more efficient public service are all levers which, via the continuation of the reform policy, can both enhance the economy’s resilience and strengthen social inclusion.

			Brussels, 31 January 2018

			 

			
				
					(1)	One Regent was unable to endorse the Report in its entirety.
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			Economic and financial developments

		

		
			I.	ECONOMIC AND FINANCIAL DEVELOPMENTS

		

	
		
			1.   Global economy and euro area

			1.1Robust growth widespread in the main economic regions

			In line with the trend that had begun in mid-2016, economic activity continued to gain momentum in 2017. At 3.7 %, global GDP growth reached its highest level since 2011. Moreover, its geographical basis became broader in both the advanced and the emerging economies. In the advanced economies, the vigour of activity was supported by continuing accommodative monetary policies combined with a fiscal policy stance that remained neutral overall and a revival of consumer and business confidence. It was very clearly based on the dynamism of domestic demand – particularly the investment revival – and employment. In the emerging economies, the growth acceleration was less marked, but there was a more noticeable decline in the divergences between countries. The improvement in the general economic climate was accompanied by strengthening world trade and a strong rise in financial asset prices. Conversely, commodity prices presented a more mixed picture.
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			The economic situation improved slightly in the emerging economies

			In China, economic growth maintained a strong pace at 6.8 %. In contrast with the previous rebalancing in favour of private consumption and services, activity in 2017 benefited from a steep rise in exports, offsetting the slowing of domestic demand. It was mainly investment in businesses and housing that decelerated, with substantial capacity left unused. Fiscal policy remained slightly expansionary, the main factor being a high level of public investment. While the monetary policy stance was neutral overall, the People’s Bank of China embarked on selective easing in order to facilitate access to credit for small firms and for the agricultural sector. But on the other hand, in the context of a high debt level and increased risks to financial stability, the Chinese authorities took new measures to curb the rapid and persistent expansion of credit. Moves to contain the activities of the shadow banking sector are ongoing, while access to mortgage loans has been tightened and interbank financing is to be more strictly regulated. In addition, certain measures have contributed to the deleveraging of the business sector, though progress has been limited so far. But there has been no change as yet in the implicit guarantees provided for State enterprises.

			In India, the repercussions of the measures to curb the shadow economy, such as the demonetisation of the 500 and 1 000 rupee notes implemented in November 2016 and the effects of the harmonisation of the tax on goods and services introduced in July 2017, temporarily weighed on the dynamism of activity. GDP growth dropped to just below 7 % in 2017. However, these measures should help to reinforce economic potential in the longer term. In addition, the adoption of a national code governing corporate bankruptcies and the plan to recapitalise the public banks (amounting to around 1.3 % of GDP) announced in October should enable the banks to grant new loans and thus support investment and the dynamism of the economy.

			Economic activity in the commodity-exporting countries – and more particularly those exporting fossil fuels – continued to suffer from the still relatively low prices of these products on the international markets, although prices did pick up in 2017. All the same, after two years of severe recession, Brazil and Russia managed to stage a comeback. In Brazil, the recovery was initially driven by agriculture, before strengthening and extending to other sectors of the economy. Lower inflation underpinned household consumption demand, while investment – though still down – nevertheless benefited from the easing of monetary policy. In Russia, the economy gradually strengthened from the end of 2016, following the rise in oil prices, stabilisation of the rouble, and the decline in inflation. Consumption and private investment both contributed to the recovery on the back of renewed confidence and an improvement in financing conditions. The higher revenue from fossil fuels helped to bring about a considerable reduction in the public deficit.

			The cyclical upturn continued in the main advanced economies

			In the United States, economic activity gained momentum in 2017. Supported by an investment revival, GDP growth increased steadily, reaching more than 3 % year-on-year in the third quarter. As a result of job creation, the unemployment rate reverted to the level prevailing in the early 2000s, falling to 4.1 % in December. At the same time, the labour market participation rate of the population of working age remained largely unchanged, at just under 63 %. Private consumption remained robust, bolstered equally by the wealth effects associated with the flourishing asset market and by the – albeit still modest – rise in wages. Despite these favourable developments, inflation languished below its target level of 2 % and inflation expectations were still relatively weak. Nonetheless, taking account of the strengthening economy, the Federal Reserve widened the range for its three key interest rates on three occasions – in March, June and December – raising it to 1.25-1.50 %. In October 2017, it also launched a plan for gradually scaling down its investment in securities reaching maturity. Fiscal policy remained neutral overall in 2017. The public deficit was steady at just over 4 % while the public debt edged upwards to 108 % of GDP. The end of the year saw the adoption of a major tax reform comprising tax cuts on both personal incomes and corporate profits. The implementation of this programme during the course of 2018 and 2019 means that the gradual monetary normalisation should be accompanied by a fiscal stimulus.

			In Japan, the economic expansion gathered pace in the context of highly accommodative financing conditions and massive government measures to support the economy. Export growth in the wake of the international trade revival led to stronger investment, while consumption benefited from a further improvement in employment. Nevertheless, excluding prices of energy and food, inflation remained close to zero ; the main factor seems to be the very cautious approach to setting wages and prices among Japanese firms, after years of low inflation or even slight deflation. Despite a growing shortage of labour, with unemployment at less than 3 %, and a sharp rise in business profits, wages hardly changed in real terms.

			In these circumstances, the Bank of Japan made no adjustments to its accommodative monetary policy, aimed at raising inflation towards its 2 % target. It continued to apply a negative interest rate of –0.1 % on the current account deposits of financial institutions. In addition, to keep the ten-year interest rate close to 0 %, it retained its programme of purchases of Japanese Treasury bills in the region of 80 000 billion yen (or around € 590 billion) on an annual basis. Finally, it continued purchasing other types of assets such as exchange-traded funds and property investment funds. The fiscal stance remained expansionary in 2017, with the deficit above 4 % of GDP. The gross public debt came to around 240 % of GDP.

			In contrast to the general trend, growth slowed down in the United Kingdom

			In the United Kingdom, after having displayed some resilience following the vote in favour of Britain’s exit from the EU on 23 June 2016, the economy slowed considerably in 2017, the main reason being a weakening of private consumption, which suffered particularly from a decline in purchasing power as a result of the surge in inflation that followed the sharp depreciation of the pound sterling during 2016. Conversely, the fall in the pound bolstered exports which, unlike imports, recorded strong growth. On the other hand, the uncertainties surrounding the arrangements for leaving the EU curbed business investment. Despite the less favourable economic dynamic, job creation remained robust. The unemployment rate dropped below 4.5 %, while the labour market participation rate remained stable at around 78.5 %.

			As inflation had reached a high point of 3.1 % in November 2017, well above its 2 % target, the Bank of England decided to raise its key interest rate to 0.5 % in November. The government did little to ease the restrictive fiscal policy implemented to bring down the deficit, which had verged on 10 % of GDP at the height of the crisis. In November 2017, it announced a new plan to stimulate the economy in the form of higher investment, lower taxes – notably to make access to home ownership easier for households – and moderation of the planned cuts to current expenditure.

			On 29 March 2017, the British government officially informed the President of the European Council that the United Kingdom wished to leave the EU. Since then, negotiations with the European Commission have begun ; initially they concerned questions relating to the separation, and more particularly the full financial settlement, the rights of British citizens in the EU and of European citizens in the United Kingdom, and the border between Northern Ireland and the Irish Republic. These discussions were made more difficult by the fact that the Conservatives lost their absolute majority in the parliamentary elections that they called in June 2017. At the European Council on 14 and 15 December, the Heads of State and Government of the EU Member States found that sufficient progress had been made on the questions relating to the divorce. That opened the way to negotiations on the future economic relationship between the EU and the United Kingdom, and on the transitional phase that the British government wants once the United Kingdom officially leaves the EU on 29 March 2019.

			International trade picked up, and non-food commodity prices followed suit during the year

			After having weakened considerably in 2016, global trade flows staged a strong recovery in 2017, with expansion once again significantly outpacing GDP growth, in contrast to the picture in the two preceding years. The strengthening of trade was evident both in the advanced economies and in the emerging economies. It was driven by the rise in global demand, and more specifically the increased investment in equipment, which tends to have a higher import content than other demand categories. Apart from the revival in activity in the euro area, where trade is particularly intense, the stronger growth in China and the United States was a dominant factor here. Higher Chinese imports stimulated trade within Asia, while across the Atlantic, the rise in oil prices supported the investment revival in the energy sector.

			After having virtually doubled in 2016, oil prices subsided for a time in the first half of 2017. That was due to the increased production in the United States and the faster-than-expected recovery of production in Libya and Nigeria. During the second half of the year, however, oil prices began rising again, as a result of both the strong demand from Europe and the United States, and the uncertainty surrounding the (geo)political and social situation in a number of producer countries in the Middle East and Venezuela. Finally, the expectation of extension of the agreement between OPEC members and some other countries on cutting production by 1.8 million barrels per day drove prices still higher as the year drew to a close. At the end of November, it was finally decided to renew the agreement until the end of 2018.

			Industrial commodity prices followed a similar pattern ; after beginning to strengthen in 2016, they dropped back from February in view of the prospect of weaker demand from China, following the Chinese government’s measures to avoid a property market bubble. Most of the lost ground was made up in the second half of the year, as metal prices were then supported by the improvement in the economic climate, and in particular by the increased dynamism of the Chinese economy. Only food commodity prices continued to fall throughout the year, as a succession of record harvests in recent years had led to the formation of substantial stocks.
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			Financial market conditions remained favourable

			On the financial markets, conditions remained particularly favourable in 2017, against the backdrop of the revival of the global economy, anticipation of a continuing accommodative monetary policy in the main advanced economies, and the search for yield in an environment of still exceptionally low interest rates. Although political uncertainty remained high owing to the Brexit negotiations, the lack of clarity over the future fiscal policy in the United States, and the persistent geopolitical tensions, volatility remained very low. The VIX index reverted to its pre-crisis level – except for some spikes in the spring and summer – due mainly to the renewed tensions between the United States and North Korea.

			Stock markets soared worldwide as a result of the improved outlook for corporate profits in a favourable economic climate. In the United States, they actually rose to new record levels. In the emerging countries, the Chinese and Indian stock markets performed particularly well. There were just a few isolated corrections. For instance, share prices in the euro area dipped slightly from May to August, potentially as a result of the appreciation of the euro which may have depressed the profit outlook for export firms. The temporary price falls in Japan were due mainly to reactions to developments in North Korea and the appreciation of the yen.

			Like last year, bond yields remained very low. The interest rate rise in the wake of the US presidential elections in November 2016, which mainly reflected higher inflation forecasts in expectation of a more expansionary fiscal policy in the United States, did not continue in 2017. The yield on US government bonds actually declined further in the first nine months of the year, as market forecasts concerning the future fiscal policy were gradually revised downwards. The possibility of a tightening of monetary policy and the announcement of the tax reform plans reversed the trend in the autumn. In the euro area and in Japan, interest rates remained close to their historical floor. European bond yields maintained a gradual upward trend on account of favourable economic prospects for the euro area and stronger expectations of the phased withdrawal of the monetary stimulus by the ECB.

			At the same time, spreads in relation to the German Bund also narrowed in most of the euro area countries, primarily following the waning of the political uncertainty seen in the run-up to the French presidential elections. That contraction was supported by the improvement in economic conditions and the increase in the rating of certain countries. Portugal and Greece saw the biggest reduction in spreads, amounting to over 200 basis points. The restoration of confidence in the Greek economy was conveyed by the fact that the country’s government returned to the capital markets during the summer, issuing bonds with a 5-year maturity for a total of € 3 billion.
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			While financial market conditions thus remained very positive overall, a number of international financial institutions nevertheless warn about the possibility of risks to financial stability, as there are some signs suggesting that current financial market prices are out of line with their fundamental values. For example, in the United States, the price-earnings ratios are higher than their historical averages. Such high valuations combined with the persistently low volatility create the risk of sharp corrections on the markets in the event of a sudden reversal in investor sentiment.

			On the foreign exchange markets, the uncertainty surrounding US monetary and fiscal policies depressed the US dollar. In the first nine months of the year, it depreciated against the currencies of most of the advanced and emerging economies. It weakened particularly in relation to the euro, which was itself actually supported by stronger growth rates in the euro area and renewed confidence in the European economy following the French presidential elections. Against the backdrop of the Brexit negotiations, the euro also continued to rise against the pound sterling, before subsiding slightly in September, as there were increasing expectations that the Bank of England would tighten its monetary policy. The dollar regained a little ground from September as the prospect of a corporation tax reform became more likely and market forecasts for the future US monetary policy path were revised. The Russian rouble and the Brazilian real, which had appreciated considerably in 2016 following the rise in commodity prices, did not strengthen any further against the dollar in 2017.
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			1.2Even though economic activity has picked up in the euro area, inflation has remained below target so the accommodative monetary policy has continued

			The expansion of activity strengthened in the euro area

			As was the case in other leading advanced economies, activity in the euro area clearly became more dynamic in 2017. The recovery which had begun in 2013 and gained further momentum in mid-2016 thus drove up the average rate of GDP growth to 2.2 %, following 1.8 % growth in 2016. The expansion continued to generate a particularly large number of new jobs. It also became widespread across countries. Although there are still differences between countries, with growth rates ranging from 1.5 % to 5.6 %, the divergences have diminished in the euro area, with no country recording a fall in GDP.

			With the support of monetary and fiscal policies in particular, there was a marked improvement during 2017. As in the two preceding years, private consumption remained the principal engine of growth. Despite the weak wage growth, labour incomes were in fact boosted by significant new job creation ; in some cases, this job creation was reinforced by the reforms of previous years. Public consumption also continued to rise in 2017. But it was investment – though somewhat volatile – that tended to record the biggest expansion in 2017, with a GDP growth contribution almost equalling that of private consumption.

			In this regard, firms exhibited greater dynamism than in 2016. While an increased need to renew and extend the means of production led to a steady rise in the capacity utilisation rate, taking it above the long-term average, firms continued to enjoy favourable external financing conditions, rising profitability and robust demand prospects on both the domestic market and the export market. Business confidence thus reached levels not seen since the early 2000s, and was hardly affected at all by the uncertainties associated with such issues as the laborious negotiations on the United Kingdom’s exit from the EU or political divisions in certain countries such as Spain, or by those originating elsewhere in the world.
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			The recovery also concerned other types of investment. More particularly, investment in housing which had fallen to a low point in 2015, ultimately began to pick up a bit later than business investment. The recovery was strongest in the countries which had suffered the sharpest corrections when their property bubble burst, namely Ireland, the Netherlands and Spain. Pockets of vulnerability could appear in the first two of those countries, where prices are rising in a context of persistent market rigidity and continuing high household debt levels. In Germany, too, residential investment continued to increase at a steady pace in 2017, in line with the general expansion of the property market ongoing since 2010. Germany is one of the few countries where the market has reached its highest levels in ten years, thanks to the recent dynamism but also in the light of the weakness that preceded the crisis.

			By continuing in 2017, the strengthening of world trade that had begun in the previous year boosted exports from the euro area, despite the euro’s appreciation. The export growth also outpaced the expansion of imports, so that foreign trade made a direct contribution to GDP growth in 2017, as well as having knock-on effects on investment and employment.

			Yet the recovery is still partly incomplete

			Despite this clear improvement in economic activity, the euro area’s recovery remains incomplete. In most euro area countries, the general investment revival has not yet been sufficient to restore the average investment levels prevailing before the crisis. In some of those countries, investment – notably in housing – had been excessively bloated at that time.

			On the labour market, the under-utilisation that had built up over the past ten years has not yet been entirely absorbed, even though the consolidation of the economic recovery became increasingly apparent via improvements in the conditions on that market. Job gains gradually became widespread in more countries and sectors. Thus, in the first quarter of 2017, employment eventually exceeded its pre-crisis level. Moreover, there was a general decline in unemployment rates which was all the more remarkable in that it occurred in a context of rising labour market participation rates, mainly in the case of women and older workers. In some euro area countries, there were actually signs of a labour shortage in particular sectors or concerning specific skills.
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			Other indicators modify this picture. For instance, after having fallen until 2013, like the number of people in work, the number of hours worked per person has not increased since then, owing to the growing proportion of part-time workers. In addition, the unemployment rate is still very high in certain countries or for certain groups, such as the young, and the number of long-term unemployed remains very substantial. Furthermore, for the euro area as a whole, other broader measures of the under-utilisation of labour – such as the number of involuntary part-timers or the numbers discouraged from looking for work – revealed a much slower reduction than in the case of the unemployed.

			Combined with other aspects such as low productivity gains, low inflation, employment composition effects in terms of sectoral allocation, and the impact of the labour market reforms introduced in some countries following the economic and financial crisis, these factors helped to hold down wages. Although remuneration per person began to pick up from mid-2016, the increase remained generally weak in the euro area in 2017. Here, too, there were significant variations between countries depending on the state of the domestic labour market.

			Inflation is still too low

			The weak wage growth in the euro area kept core inflation down to a low level, in the region of 1 % in 2017. While headline inflation rose from 0.2 % in 2016 to 1.5 % in 2017, it remained lower than a level compatible with the ECB’s definition of price stability, namely below but close to 2 %. Furthermore, the sharp rise in inflation at the beginning of the year was driven mainly by the volatile components, namely energy and food, so that it is unlikely to be sustained. According to the Eurosystem estimates, inflation is set to remain below the target in the years ahead. The forecasts were actually revised downwards during the year. Despite a slightly higher projection for 2018 released in December, the forecast for 2019 does not exceed 1.5 %. Long-term expectations are also not yet anchored at around the higher level dating from before the crisis. However, inflation expectations based on survey data have constantly picked up, though the respondents still report downside risks.
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			Numerous factors may explain the persistently low inflation

			The inflationary process is complex, and subject to the influence of numerous factors which may also have a changing impact over time. For instance, as already stated, the extent to which the revival in economic activity resulted in a shortage of production factors in the euro area remains uncertain. It is also possible that certain structural reforms may have increased the labour and production potential so that it takes longer before a strengthening of aggregate demand exerts upward pressure on prices.

			The prolonged period of low inflation in recent times may also affect price movements. For instance, persistently low inflation could exert downward pressure on the wages negotiated between employers and workers, and on the prices set by firms, and that would delay progress towards the inflation target. In addition, long-term inflation expectations are still below the Eurosystem target. In principle, the effect of shocks currently influencing prices should disappear in the medium term, and inflation should therefore conform to the target once again. The fact that inflation expectations are still lower than targeted could therefore indicate that the protracted period of low inflation has led economic agents to revise the inflation trend downwards : one would therefore expect price increases to stabilise at a lower level, rather than regaining the average prevailing before the crisis.
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			Finally, exogenous shocks may also have curbed inflation. Thus, the decline in oil prices in 2014 and 2015 was a major factor in the slowing of price increases. While such shocks normally have only a temporary impact on inflation, their influence may persist if inflation expectations are not firmly anchored.

			As in the case of deflation, it is undesirable for inflation to remain too low for an excessively long period

			In response to the steep fall in inflation and the associated risk of deflation, the ECB Governing Council has adopted various stimulus measures in recent years. Thus, in January 2015, it decided to purchase public and private sector assets on a large scale (expanded asset purchase programme – APP). From the start, the Governing Council announced that it would continue with the monthly purchases until prices were rising in line with the target in a sustained manner. That decision explicitly linked the execution of the purchase programme to the inflation target. From March 2016, the Governing Council also announced that it would maintain the key interest rates at or below their current levels well past the horizon of the net asset purchases. It thereby gave clear indications of the future monetary policy (forward guidance) relating to both the period of the asset purchases and the period for maintaining low key interest rates. Since March 2016, the deposit facility rate has stood at –0.40 %, with the rate on the main refinancing operations at 0 % and the marginal lending facility rate at 0.25 %.

			The measures proved effective in supporting the real economy and averting the risk of deflation. Consequently, in December 2016, it was decided to cut the monthly net asset purchases from € 80 billion to € 60 billion with effect from April 2017. Then, in June, the wording of the forward guidance was altered slightly : the Governing Council confirmed that the key interest rates would be held at their (low) current levels, but no longer mentioned the possibility of lowering them further.

			However, a substantial monetary stimulus was still required in order to avoid a long period of excessively low inflation. Inflation which falls short of the central bank target for too long is in fact harmful, just like deflation. In the current circumstances, if price rises reverted to 2 %, that would attenuate the impact of the crisis. Since debts are generally contracted in nominal terms, lower-than-expected inflation hampers the still necessary process of debt reduction in the euro area. Since the desire to avoid any nominal fall in wages and prices if at all possible is deeply embedded in society, low inflation also impedes the absorption of macroeconomic imbalances in various Member States.

			In addition, a monetary policy geared to price stability attacks the fundamental causes of low inflation. If the latter is due solely to a shortage of demand in the economy, maintenance of the monetary stimulus will also help to eliminate the residual under-utilisation of the production factors. Moreover, if the protracted period of weak price rises has affected the price- and wage-setting behaviour of firms and workers, then – in order to restore the firm anchoring of inflation (or inflation expectations) at around 2 % – the monetary stimulus must be maintained until price stability is re-established, and hence possibly after the output gap has been filled. The costs of an overheated economy will in fact be offset by longer-lasting benefits in the future. The nominal interest rate effectively corresponds to the sum of expected inflation and the real interest rate. Firmly anchored inflation expectations give the central bank more scope to tackle future recessions. It can then make adequate cuts in the key interest rates without taking them down to their floor level (1), and that reduces the likelihood of the Eurosystem having to resort to non-standard measures once again.
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			It was therefore decided to prolong the monetary stimulus

			As the level of inflation (and inflation expectations) was too low, the Governing Council maintained its flexible monetary policy stance in 2017. The various monetary stimulus measures – low key interest rates, asset purchases, and forward guidance – therefore continued to apply. In October, the Governing Council also decided to maintain the flexible stance after December 2017. That decision is consistent with its commitment to continue the asset purchases until there are signs of a sustained adjustment in the path of inflation.

			In practice, the Governing Council decided to extend the asset purchases for nine months, i.e. until the end of September 2018. In any case, it repeated that the net purchases would continue until inflation shows sustained progress towards its target. Since the Governing Council is increasingly convinced that convergence on the inflation target will come about gradually, the amount of the net monthly purchases was cut from € 60 billion to € 30 billion from January 2018 (“lower for longer”). Debt instruments maturing will still be reinvested well after the end of the net asset purchases, and in any case for as long as necessary, so that the total amount of assets held on the Eurosystem’s balance sheet will remain steady. The key interest rates remained unchanged and the Governing Council confirmed that they would remain at their current level for an extended period, and in any case well past the horizon of the net asset purchases.

			By purchasing a smaller amount over a longer period – rather than a larger amount over a shorter period – the Eurosystem maintains a presence on the market for longer, so that the stimulus measures can be transmitted over a longer period. In the more favourable financial and economic environment, investors can immediately take better account of future central bank purchases in the valuation of financial assets. Moreover, the forward guidance on the key interest rates implies that extension of the purchase programme postpones the expected date for the first interest rate rise. If the outlook becomes less favourable or if the financial conditions no longer permit further progress towards a sustained adjustment of the inflation path, the Governing Council is also prepared to increase the volume and / or extend the duration of the APP.
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			Practical implementation of monetary policy measures

			Purchases under the APP are made in accordance with certain guidelines. Thus, the Eurosystem decided not to hold more than 33 % of each issue and 33 % of a country’s total debt. Government bond purchases are also broken down between euro area countries in accordance with the ECB’s capital key. Since that reflects a country’s size in terms of its economy and its population, and is unconnected with the country’s debt level, the Eurosystem may become a key player in debt markets which are relatively small if measured according to the outstanding stock or new issues, as is the case in Germany. German government bonds are also very much in demand : owing to their high solvency and the depth of the market, they are a secure investment instrument and are highly prized as collateral. As a result, considerable tensions appeared between demand and supply regarding these instruments.

			As a result, for several months in 2017, monthly purchases of German government bonds were slightly below the percentage indicated by the capital key. However, minor and / or temporary divergences are permitted, since the key is a guideline and not a strict objective. Such divergences are also inevitable, as purchases depend on the availability of the assets. The proportion of German securities in the total public debt purchased by the Eurosystem is actually a little higher than the figure indicated by the capital key. Consequently, smaller monthly purchases can also be absorbed in the future. Nonetheless, a number of smaller euro area countries have greater difficulty in achieving their target for government bond purchases. That is due to the very small scale of the markets concerned or the fact that the stated purchase limits have been reached. In that case, to attain the target volumes of government securities, bonds of European institutions, for example, are purchased instead.

			In addition, the growing imbalance between demand and supply led to a marked compression of the yields on government bonds with the highest credit rating. Thus, in 2016, the short- and medium-term yields on German bonds were generally lower than the deposit facility rate, which constitutes a floor for overnight money market rates. In 2017, short-term German yields were pushed down even further. That fall also resulted from the Governing Council’s decision, in December 2016, to purchase if necessary government securities offering yields below the deposit facility rate. However, that decision made it easier for the Eurosystem to reach its targets for purchases of German securities and other prized instruments.

			In order to ensure that the shortage of good-quality instruments did not hamper the smooth operation of the market, most Eurosystem central banks devised arrangements for lending securities. In that way, bonds purchased under the APP were loaned again to market players. In fact, it is mainly government bonds that are much in demand, notably because they serve as collateral for repo transactions. Securities lending thus helped to curb serious disruption on the markets in good-quality securities. Nonetheless, the Eurosystem is still maintaining a close watch on developments on the securities markets concerned, in order to guarantee both the efficient transmission of monetary policy and financial stability.

			The October 2017 “lower for longer” decision will have a positive influence on the implementation of the APP, since a scarcity of securities will take longer to arise and the downward pressure on interest rates will be more measured. The Governing Council also intends to continue purchasing substantial amounts of private assets. It has therefore once again demonstrated the necessary flexibility, which should also facilitate the implementation of the APP.

			Thanks to the APP’s flexibility, the purchase volume targets were again achieved and market disruption was kept to a minimum. At the end of 2017, the securities purchased under the APP came to almost € 2 300 billion, or around 50 % of the Eurosystem’s balance sheet total. Government bonds made up the bulk of that at € 1 889 billion. The Eurosystem also held € 241 billion in covered bank bonds, € 132 billion in bonds issued by non-financial corporations, and € 25 billion in asset-backed securities.

			In addition, in March 2017, the Eurosystem provided cheap, stable financing for the banks via a fourth and final targeted longer-term refinancing operation (TLTRO II ) (2). After deduction of the repayment of the old TLTROs, that operation injected € 217 billion into the banking system to support lending to the private sector. At the end of 2017, the total outstanding volume of TLTROs came to € 754 billion, or around 17 % of the Eurosystem’s balance sheet total.

			As a result of the APP and the TLTROs, the Eurosystem’s consolidated balance sheet continued to expand considerably. In parallel with the growth of the central bank’s balance sheet, the liquidity that euro area credit institutions hold with the Eurosystem also increased. In this surplus liquidity situation, the overnight money market rate – Eonia – stabilised at several basis points above the deposit facility rate. Throughout 2017, the overnight money market rate therefore remained negative so that interbank financing costs were at the lowest levels ever recorded.
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			The extra liquidity injected into the banking system via the APP likewise drove up the claims and liabilities that national central banks of the euro area hold in relation to the ECB, known as the TARGET balances. As a result of the decentralised implementation of monetary policy in the euro area, cross-border interbank payments in euro create open positions between national central banks : a net inflow of payments into a Member State increases the TARGET claim (or reduces the TARGET debt) of the national central bank concerned, and vice versa for a net outflow. Since, under the APP, around 80 % of the securities are purchased from non-residents, that generates considerable cross-border payment flows and, consequently, an increase in the TARGET balances. For example, if the Banco de España purchases securities of a commercial bank based in Germany, or makes the purchase via such a bank, there is then a flow of payments from Spain to Germany which increases both the TARGET debt of the Banco de España and the TARGET claim of the Bundesbank. In addition, a significant proportion of counterparties are established outside the euro area. Settlement of APP transactions with those counterparties generally takes place in large financial centres such as Germany, and to a lesser extent the Netherlands. The associated inflow of liquidity is reflected in an increase in the TARGET claims of the central banks of those two countries. Since the launch of the APP, however, the TARGET balance of the National Bank of Belgium has remained small and fairly stable.

			Financial conditions have remained favourable

			The monetary policy measures helped to ensure that the nominal interest rates on the various asset classes remain low. The forward guidance thus anchored short-term risk-free interest rates at a low level, close to the deposit facility rate. The APP drove down longer-term risk-free interest rates, and particularly the term premium that they include. That premium reflects the compensation that investors demand for the duration risk, i.e. the fact that longer-term financial assets are exposed to volatile prices owing to unforeseen future fluctuations in interest rates. In purchasing longer-term assets and replacing them with secure short-term assets (i.e. central bank reserves), the Eurosystem in fact reduces the overall duration risk in the hands of the private sector. In that context, it is the total amount purchased (i.e. both existing and future purchases) that matters, and not the monthly purchases, which may justify a slower pace of purchases from January 2018. During 2017, however, the yield curve steepened slightly, probably as a result of the euro area’s improved macroeconomic performance and the associated expectations concerning revision of the monetary stimuli. Moreover, a higher long-term nominal interest rate due to better prospects for growth and inflation is proof of the success of the purchase programme (for more information, see box 2).
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					[See box 2]

				

			

			In all euro area countries, ten-year government bond yields in 2017 were slightly higher than in the previous year, while remaining low and remarkably stable. Spreads between yields on government bonds of euro area countries and German securities were generally stable. That could be evidence of the active functioning of the APP portfolio rebalancing channel. In that connection, investors reduce their portfolios of euro area government securities purchased on a massive scale by the Eurosystem and buy more higher-yielding securities so that the interest rates on the latter are also driven down.

			Firms likewise enjoyed favourable funding costs. Since June 2016, the Eurosystem has also purchased bonds of non-financial corporations with a very high credit rating, and that has been a factor holding down the yields on those bonds. Yields on corporate bonds not eligible for the programme also remained low or even declined, which is a further sign of the portfolio adjustments that followed the Eurosystem’s purchases.

			In contrast to the rather flat nominal interest rates, the euro appreciated strongly from the spring of 2017, both against the dollar and against a broader basket of currencies. As that appreciation was largely due to the improvement in the situation within the euro area, its impact – in principle downward – on inflation needs to be qualified to some degree.

			Lending to the private sector continued to expand

			The banking sector – which plays a fundamental role in financing the euro area’s economy – continued to transmit the monetary policy stimuli to the real economy. On the one hand, borrowing costs for households and businesses continued to fall. Moreover, there was some further convergence in debit interest rates on bank loans to firms in the various euro area countries, reflecting a further attenuation of the financial fragmentation. Also, the positive dynamic of the growth of bank lending to the private sector persisted. But in the vulnerable Member States and in the Netherlands, credit expansion generally remained negative.

			The bank lending survey (BLS) shows that the credit supply and demand for loans both contributed to the vigorous expansion of lending in the euro area. Thus, the criteria for lending to businesses and households were eased, usually as a result of the fiercer competition and a reduction in risk perception on the part of the banks. The banks also announced that they had given priority to allocating the liquidity generated by the APP to the expansion of their lending. Furthermore, they stated that the negative interest rate on the deposit facility had a positive impact on the volume of lending even though it simultaneously depressed their interest margin. That said, demand for loans on the part of businesses and households continued to rise, thanks to low interest rates, higher fixed capital formation, stronger consumer confidence and the improved outlook on the housing market.

			The low interest rates, expanding volumes and easier access to credit thus put a different perspective on the concerns of some observers who fear that the monetary policy measures may have an inappropriate effect on the banks’ intermediation capacity and on the supply of bank credit in the euro area (3).
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			The road to price stability presents risks and opportunities

			By maintaining favourable financing conditions, monetary policy supported the cyclical upturn in the euro area. In this way, the Governing Council aims to fulfil its price stability mandate. It will thus be possible to normalise monetary policy in order to create conditions enabling the central bank to perform its stabilising role at all times, including during future recessions. However, it is also essential to mobilise other policy spheres.

			The low interest rate policy in fact does not only offer advantages at macroeconomic level, but is also liable to create risks for financial stability. The Eurosystem is keeping a close eye on any negative effects of its accommodative policy, but so far there has been little sign of widespread risks in the euro area. Nonetheless, specific vulnerabilities may become apparent in some countries, e.g. on the housing market. Prudential policy has the best instruments for being the first to ward off those risks. That enables monetary policy to concentrate fully on price stability, and hence to create conditions which will ultimately facilitate the normalisation of nominal interest rates, which will foster financial stability.

			Although monetary policy helps to stabilise economic activity at around its potential level, it has few if any means of guaranteeing sustained economic growth in the long term. Structural and institutional reforms, and a fiscal policy which encourages growth and inspires confidence, are key factors in that respect.

			1.3Taking advantage of the favourable economic climate to strengthen EMU

			The robust and balanced economic growth and the financial conditions prevailing in 2017 create a buoyant environment for strengthening the basis of the euro area and its constituent economies. Although this environment has permitted some progress in reducing the imbalances that have accumulated since the crisis, that progress has been limited so far. Reforms are essential to boost the euro area’s development potential and resilience, as regards both the governance of the Economic and Monetary Union (EMU) and the functioning of the economies.
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			Public finances are gradually improving in the euro area, although many countries still need to make an effort

			In the euro area as a whole, the public deficit continued to fall, declining from 1.5 % of GDP in 2016 to 1.1 % of GDP in 2017. That improvement is due mainly to the continuing economic recovery and, in a very low interest rate environment, to the reduction in interest charges. Fiscal policy was slightly expansionary overall.

			The budget balance improved in most euro area Member States. Despite stronger-than-expected growth, Greece again recorded a budget deficit, but the figure was well below the reference value of 3 % of GDP. This picture is due to the fiscal policy pursued by the Greek government : in 2016, in the context of stabilisation of the economy, the restriction on public expenditure, including public investment, and a number of one-off factors had resulted in a primary balance considerably above the target set in the adjustment programme. However, a decline ensued in 2017. Nonetheless, in its autumn forecasts, the EC expected Greece to achieve its primary surplus target for 2017. Most euro area countries pursued an expansionary fiscal policy, leading to a deterioration in their structural primary balance. That was particularly true in Finland, the Netherlands and Italy ; conversely, Belgium, Ireland and France tightened their fiscal policy. The business cycle had a favourable influence in almost all countries, and interest charges were down slightly more or less everywhere.
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			The public debt diminished in most euro area countries ; nonetheless, the debt ratio remained more or less steady in France and Italy. In general, the public debt of the euro area as a whole therefore subsided, coming down to 89.3 % of GDP.

			Although Spain’s budget deficit diminished, it still exceeded the reference value of 3 % of GDP. Among the euro area countries, France also remained subject to an excessive deficit procedure under the corrective arm of the Stability and Growth Pact (SGP). In the case of Portugal, the EU Council decided in June 2017 that the excessive public deficit had been eliminated, and the procedure was therefore terminated. The excessive deficit procedure concerning Greece was cancelled in September 2017, in view of the fiscal measures adopted by the Greek government in recent years. Nonetheless, Greek public finances remain subject to close scrutiny under the current macroeconomic adjustment programme. In all, only two euro area countries were therefore still subject to an excessive deficit procedure at the end of 2017, in sharp contrast to the situation during the crisis years of 2010 and 2011 when only three of the current 19 euro area countries were spared that procedure.

			For 16 euro area Member States – namely the 19 countries excluding Spain, France (both subject to an excessive deficit procedure) and Greece (subject to an adjustment programme) – the supervision of public finances takes place under the preventive arm of the SGP. In that connection, the EU Member States are required to pursue a medium-term objective (MTO). This is a reference value for the structural budget balance specific to each country and consistent with sound public finances. Factors taken into account in setting the MTOs included the need to reduce the public debt to a sustainable level. In 2017, the efforts that Member States needed to make to achieve their respective MTO still differed considerably from one country to another. Thus, a few countries such as Germany and the Netherlands had some scope in their budgets, since their structural budget balance exceeded their MTO. Conversely, many euro area countries, including Italy and Belgium, still needed to make an effort to achieve their objective. In that regard, in November 2017, in its overall assessment of the draft budgetary plans of the euro area countries, the EC stated that some Member States, including Belgium, risked deviating significantly from the adjustment path required to achieve their MTO.

			In the private sector, too, the vulnerabilities which have built up since the crisis are slowly being resolved

			The fragilities left over from the crisis continued to depress growth in the euro area. They are due to the excessive private debt levels and non-performing loans remaining on the balance sheets of some banking sector institutions. These vulnerabilities continued to recede, albeit at a slow pace.

			The debts of the non-financial private sector had reached a high level in the euro area in general, and in certain countries in particular. Depending on the case, it was mainly due to non-financial corporations, notably in countries such as Ireland, the Netherlands and Belgium that recorded cross-border financial flows inflated by the presence of multinational financial entities in their territory. In other cases, it was households that bore a heavy debt burden.
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			The downward trend in the debt as a ratio of GDP which has been evident in the euro area since 2015 continued in the first half of 2017. It was very marked in Ireland, mainly owing to the decline in the outstanding debt of non-financial corporations (active deleveraging). Significant reductions were also seen in Portugal, the Netherlands, Spain and Greece for both households and non-financial corporations, mainly as a result of GDP growth (passive deleveraging). In Belgium, too, the ratio dipped slightly during the first half of 2017. But in this case, apart from the effect of higher GDP, the decline is due entirely to non-financial corporations as a result of a reduction in intra-group debt. Conversely, as will be explained in more detail in chapter 3, households continued to add to their debt. In contrast to other countries, firms in Finland and France continued actively taking on debt, causing the ratios to rise. Germany is an atypical case : while the private sector debt ratio had fallen steadily since 1999, it stabilised at a low level from 2015 and actually edged up very slightly in the first half of 2017.
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			The euro area’s banking sector also faced the need to resolve problems inherited from the past in order to fully restore its capacity to allocate funding efficiently in all countries. The profitability of some financial institutions is still hampered by excess capacity and cost inefficiencies, exacerbated by the low interest rate environment. In some countries, this concerns the scale of the non-performing loans in the portfolios of loans and advances. While that ratio continued falling up to the second quarter of 2017 throughout the euro area, dropping to its lowest level since the end of 2014, broad geographical divergences persisted, with ratios ranging between less than 1 % and more than 40 %. In all, total unproductive claims remain high at around € 800 billion despite having fallen from the peak of almost € 1 100 billion reached at the beginning of 2015.

			In July 2017, the Ecofin Council adopted an action plan to tackle non-performing loans. The ECB likewise lent its support to that initiative. In fulfilling its mission of banking supervision, it noted that banks adopted very different approaches to the identification, assessment, management and write-off of non-performing loans. In March 2017, in order to implement a consistent prudential strategy in the euro area, the ECB sent the banks guidelines on the treatment of non-performing loans. The guidelines advocate measures, processes and good practices requiring the banks to set up methods of reducing these loans. In October 2017, these guidelines were supplemented by an addendum spelling out the expectations concerning prudential provisioning for new non-performing loans with effect from 1 January 2018.

			Limited progress in implementing the agenda for deepening EMU

			The economic and financial crises that Europe suffered between 2008 and 2013 revealed some flaws in the original architecture of EMU which prevented citizens from reaping all the potential benefits in terms of opportunities and economic and social protection. While significant progress has been achieved since then, consistent efforts are still needed to achieve full completion.

			In June 2015, the Five Presidents’ Report had relaunched the process, proposing a roadmap for the route to be followed up to 2025. In line with that report, the reflection paper on the deepening of EMU, published by the EC in May 2017, reformulated the specific options on the basis of a new sequence of steps. For some of the existing proposals, more time may be needed to complete the discussions and secure sufficient support from the Member States to permit full implementation, while others which are already well on the way to fruition will be easy to finalise. On the basis of the principle that the reduction in risks specific to each EMU member must go hand in hand with the establishment of institutions and procedures permitting risk-sharing between the various parties, the options put forward in the reflection paper aim at completion of a genuine financial union and greater integration of the economic and fiscal union. Finally, on 6 December 2017, the EC presented a series of Communications describing the new stages towards completion of EMU. These new proposals essentially concern the creation of a European Monetary Fund (EMF) anchored in the EU’s legal framework, new fiscal instruments to strengthen the stability of the euro area, and finally, the definition of the possible functions of a European Minister of Economy and Finance.

			Since its launch, the Banking Union has made great progress, particularly in the establishment of the single supervisory mechanism (SSM) and the single resolution mechanism (SRM). Nevertheless, two major components are yet to come ; they are discussed in box 14 in this report (see the “Prudential regulation and supervision” part of the Report). First, the EU’s new bank resolution framework provides for resolutions to be financed by the shareholders and creditors of the bank concerned, and if necessary by a Single Resolution Fund (SRF) pre-financed by the banking sector. However, in the event of serious problems affecting several banks simultaneously, the Fund could prove insufficient. In December 2013, it had thus already been agreed that the Member States would supplement the fund with a common backstop which would be fiscally neutral – any pay-outs would have to be reimbursed by the banking sector in the medium term – and available solely as a last resort. The European Stability Mechanism (ESM) was put forward as a natural candidate for such financial support, and in December 2017, the EC suggested that the ESM could be gradually converted into the EMF. Next, a European Deposit Insurance Scheme (EDIS) constituting the third pillar of the Banking Union would guarantee that deposit accounts had a greater level of protection, the same for all savers in the euro area.

			The establishment of a Capital Markets Union (CMU) is intended to integrate the various national financial ecosystems and make the current system less dependent on the banking channel. The private sector could thus count on more diversified funding sources or investment options, better suited to its plans. That would substantially reinforce the financial sector’s overall resilience and the private sector’s capacity for cross-border risk-sharing. A 2015 action plan had defined the priorities for achieving the entry into force of the CMU by 2019. A number of measures have been taken since then in accordance with the planned schedule, such as the revision of the legislative framework concerning risk capital and securitisation operations, and the removal of certain national barriers connected with differences between corporate restructuring and insolvency procedures. With Brexit, the prospect of the largest European financial centre’s departure from the Single Market has accentuated the need to consolidate this programme. Thus, in June 2017, the EC published a mid-term review reporting on the progress made and redefining the action plan by centring it round a number of new priority measures accompanied by a scoreboard. The aim is to strengthen the supervision framework concerning the capital markets, develop proportionate rules on small listed companies and investment firms, remove the final barriers to cross-border investment, consolidate the EU’s dominant position in sustainable investment, and support the development of financial technology (FinTech).

			Among the various options mentioned, the 2015 Five Presidents’ Report had highlighted the fact that economic and fiscal union needed to progress towards increased convergence of economic and social structures in euro area countries. The proposal for a macroeconomic stabilisation mechanism for the euro area was put forward with that objective in mind. In view of past crises, it is impossible to guarantee that all risks can be eliminated and all economic shocks can be readily absorbed, even in economies which are already resilient, with sufficiently flexible labour markets and sound public finances. As stated in the EC’s May 2017 reflection paper, a European stabilisation mechanism could thus be envisaged to supplement the stabilising role of the national budgets and monetary policy. In that connection, the EC’s Communication in December 2017 proposes new budgetary instruments. They include an ad-hoc instrument for pooling the EU’s public finances, based on the principle of a European investment protection system and triggered automatically in the event of a serious asymmetric shock, subject to compliance with strict eligibility criteria. Such support would be mixed, based on loans from the EU budget and the EMF, and a “grant” component funded by EU budget appropriations and supplemented if necessary by an insurance mechanism based on voluntary contributions from the Member States.

			Take the necessary action to strengthen the potential of the euro area economies

			Although they have a key role to play, initiatives taken at European level will be insufficient to guarantee that the economies of the euro area function satisfactorily in order to ensure the prosperity of their citizens. Responsibility for economic policies rests mainly with the Member States, and there are considerable challenges to be addressed in order to reverse the trend towards slower potential growth, to increase the resilience of the economies, and to include more people in that process. The restoration of potential growth could also help to break the self-perpetuating spiral of weaker growth and low investment, as well as supporting the reduction of public and private sector debt levels.

			In recent decades, the potential growth of the euro area has maintained a downward trend, in common with other advanced economies such as the United States and Japan. While it had already fallen below the average for OECD member countries since the 1980s, it subsequently continued to decline gradually. During the 2008-2012 crisis, the impact was actually more severe and longer lasting than in other economies, so that potential growth stood at less than 1 % per annum at the beginning of this decade. In contrast, in the United States and on average in the OECD countries, growth remained considerably higher at over 1.5 %.
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			While the difficulty of capturing certain types of new activities – notably those concerning digital technologies – in the statistics may heighten the uncertainty around the exact quantification of potential growth, and perhaps lead to an under-estimation bias, the general finding of a marked slowdown in potential growth in the euro area and a shortfall in relation to other advanced countries is nevertheless borne out. Potential growth is influenced by the various production factors that can be mobilised, and more specifically by the volume of labour and capital available, and by the efficiency with which those factors are used. In regard to labour, this concerns in particular the size of the labour force (which is affected by ageing, for example) but also its skills (the “human capital”) and the degree to which the characteristics of the labour supply correspond to the needs of the demand for labour (mismatch). The production factor “capital”, which complements the factor “labour”, incorporates technological innovations and progress to a great extent. The continuous process of creating and destroying businesses and jobs is important for the efficient allocation or reallocation of the means of production between branches of activity and firms.

			Thus, inefficient rules governing product, labour or financial markets may unnecessarily hamper the reallocation of resources and competition between firms, yet without better achieving the rules’ original aim. The services sector seems to suffer most in that respect. Also, in some countries, the crisis impeded access to loans for young, often highly productive, businesses.

			Policy must help to create a climate more favourable to investment, innovation and the spread of technology, as well as the reallocation of resources towards the most productive investment. In addition, improvements in the institutional environment can play a part, notably via more efficient resolution mechanisms for insolvent businesses, making it easier for failing firms to disappear and for the production factors that they used to be efficiently reallocated. On the product markets, it is necessary to continue breaking down the barriers preventing the entry of new businesses. Other structural reforms are likewise recommended, such as reforms aimed at improving the business climate, strengthening competition, enhancing efficiency and providing better training for human capital.

			Measures are also needed to foster a labour market that functions more smoothly and to raise the labour market participation rate, particularly in the case of younger and older workers, women, the low-skilled, and migrants. The necessary action must be taken according to the specific factors hampering the participation of these groups. Thus, the employability of certain groups has to be enhanced, e.g. by updating or developing the skills of older persons and low-skilled workers, providing more child-care facilities, continuing to reduce the gap between gross and net pay, particularly for low wage earners, and combating discrimination. In addition, other reforms will be needed in various spheres such as pensions, education and training.

			Consistent reform packages of complementary measures in various fields, such as labour and product markets, are a better way of supporting growth than isolated measures. It is very important to set the priorities and the sequence to be followed in implementing structural reforms, so as to optimise their short- and medium-term impact and ensure that they are distributed across income groups. In this connection, labour market reforms must be preceded – or at least accompanied – by product market reforms in order to ensure that wage adjustments are reflected in prices. Similarly, as regards the labour market, the OECD – to mention just one entity – recommends that reforms to employment protection and unemployment benefit systems should always be accompanied by measures concerning activation, retraining, and a return to work.

			Various Member States have already adopted a series of measures. But this mainly applies to the countries hard hit by the crisis. Other countries have introduced few structural measures, so that the economic potential is not fully exploited. The monitoring at national level of measures designed to fulfil the recommendations addressed to them year after year in the European Semester shows that the measures are not being sufficiently implemented. In all euro area countries, additional progress will be necessary to accelerate further the restoration of potential growth.

			In recent years, the EU has taken various initiatives to encourage the implementation of this type of measures. For instance, the national productivity boards, which the EU Council recommended creating in 2016, should in the future stimulate structural reforms. If national authorities and the citizens themselves are convinced of the need for the reforms, then – in accordance with the ownership principle – they will be better disposed to adopt the measures concerned. Similarly, the Communication which the EC published on 6 December 2017 on the subject of the new budgetary instruments for a stable euro area within the framework of the European Union aims in particular to encourage national structural reforms. For that purpose, a new tool to assist in establishing reforms will be devised after 2020 to support the reforms that the Member States are committed to implementing. As a test, the EC proposes already extending the options available to them of allocating part of the European structural and investment funds to the support of reforms agreed under the European Semester. There will also be provision for tailor-made technical assistance deployed at the request of the countries concerned.

			Finally, it is necessary to emphasise once again the importance of completing the CMU in order to facilitate access to alternative funding for innovative projects.

			 

			
				
					(1)	Section 1.3 of the Report 2016 contains more information on the floor level of the key interest rates.

				

				
					(2)	For more information, see the 2016 Report.

				

				
					(3)	For more information, see de Sola Perea M. and M. Kasongo Kashama (2017), “The negative interest rate policy in the euro area and the supply of bank loans”, NBB, Economic Review, December, 43-61.
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			Box 1  –  The advent of digital currencies from a central bank’s point of view (1)

			Digital currencies issued by the private sector, such as bitcoin and ether, aroused keen interest in the press last year. Some of them recorded a significant increase in value. These currencies generally make use of distributed ledger technology (DLT), which – like cash (or in other words, coins and banknotes) – enables the participants to effect direct transactions between themselves. Unlike traditional electronic money systems which are based on secure intermediaries – such as central banks or credit card issuers – for making transactions and maintaining an up-to-date central register, the settlement system is therefore direct in the case of digital electronic currency. As these types of decentralised systems are anonymous and promise to be more efficient, less expensive, and speedier, digital currency could compete strongly with traditional monetary instruments and have potentially significant consequences for central banks, the financial system and the economy in general. Apart from financial services, distributed ledger technology could have applications in many branches of activity, such as the transport sector (for listing logistical transactions), notaries (for recording house purchases), public administration (for collecting taxes, granting subsidies, and electronic voting), and health care (for digitising patient records). This box will simply confine itself to examining digital currencies and their underlying technology from the central bank’s point of view.

			Money traditionally performs three functions : it can be used to make transactions (means of exchange), to keep wealth safe (store of value) and to express the value of goods and services (unit of account).

			The new technology could make the private sector’s digital currencies into an attractive means of exchange. But its large-scale application still seems to imply some disadvantages. For instance, the number of transactions that can be processed simultaneously is currently rather small and the system is still highly energy-intensive.

			At the moment, private digital currencies, and especially bitcoin, are therefore a speculative asset rather than a means of exchange. As there is no advantage in simply holding these currencies – for example, they do not generate any interest – they are bought solely for subsequent resale at a higher price. This lack of fundamental value – they in fact consist only of a digital code – makes these currencies different not only from certain commodities but also from central bank money, which derives its value from its status as legal tender and its predictable purchasing power. The price of private sector digital currency is therefore volatile by nature, so that it cannot be used as a secure store of value for transferring purchasing power to the future. However, that volatility and the risk of bubbles imply that private sector digital currencies may disrupt financial stability, and hence the transmission of monetary policy. Similarly, the practice whereby companies acquire capital by issuing a digital currency themselves (initial coin offering – ICO) may be detrimental to financial stability or result in unexpected losses for consumers. At this stage, there is in fact little if any control over ICOs, so that there is a serious danger of risky or fraudulent investment. Moreover, unlike electronic bank accounts, investment in private digital currencies does not qualify for the € 100 000 cover provided by the deposit guarantee system. At present, the total value of all private sector digital currencies seems too small to threaten the system, though that does not rule out occasional minor disruption.

			At the moment, private sector digital currencies play no role at all as a unit of account in the economy – thus, stores that offer to accept payment for purchases in euros or bitcoins base the bitcoin price on the prevailing exchange rate – and that situation seems likely to persist in the future. Once again, the fact that these currencies are not legal tender, making them intrinsically volatile, is a major obstacle. If private sector digital currencies were nevertheless to gain wide acceptance and ultimately served as a unit of account, they could take the place of traditional money, including central bank money. That scenario embodies a serious risk in that it would prevent the central bank from fulfilling its role. Since it would no longer be able to steer financing conditions in the economy, it would also be unable to absorb macroeconomic shocks and could no longer take on the function of lender of last resort in the event of a shortage of market liquidity.

			Private sector digital currencies thus do not perform the three functions of money and cannot be regarded as a monetary instrument. That limits their large-scale adoption, so that they seem to present only a minor potential threat to financial and monetary stability. Nevertheless, central banks and competent authorities are keeping a close watch on developments in digital currencies and will take any necessary action.

			All the same, central banks are taking an interest in digital currencies. Some are examining whether it is appropriate to issue banknotes in digital form – central bank digital currency (CBDC). A digital currency of that type raises a whole lot of questions, including as regards its universal accessibility, whether or not it bears interest, the possibility of holding it in unlimited amounts, and whether its advantages outweigh its drawbacks.

			For example, in an appropriate configuration, this digital currency could remove the obstacles preventing monetary policy from imposing strongly negative nominal interest rates when the economic circumstances so require. In that respect, a CBDC could promote macroeconomic stability. Similarly, it could guarantee citizens’ access to secure assets, even if cash became less widely used. However, the consequences of introducing a CBDC are uncertain for the banking sector and for financial stability. Substantial conversion into digital banknotes of bank deposits by households and firms could have serious repercussions on the financial sector. Even if it might reduce the liquidity risk that commercial banks incur in using short-term deposits to fund long-term loans, which would make the financial system more secure and limit the risk of disruption in the transmission of monetary policy, that scenario does have its dangers. In order to protect lending and economic activity against adverse effects, the commercial banks might need to attract alternative longer-term finance. Furthermore, there is a risk that a readily accessible claim on the central bank could amplify the intensity and frequency of bank runs. Thus, central banks are seriously considering the advantages and disadvantages of CBDCs and their various modalities before taking a decision.

			
				
					(1)	For more information, see Stevens A. (2017), “Digital currencies : threats and opportunities for monetary policy”, NBB Economic Review, June, 79-92.
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			Box 2  –  What are the factors underlying the change in financial conditions in the euro area since the end of 2016 ?

			In the autumn of 2016, nominal yields on government and corporate bonds increased in the euro area, and that rise continued in early 2017. Thereafter, yields remained more or less stable. The effective euro exchange rate also made fairly steady progress during the spring and summer of 2017 before stabilising at a slightly higher level than at the beginning of 2015, when the Eurosystem announced the purchase programme. These two findings seem to indicate a tightening of financial conditions. However, the rise in stock market values in the euro area over the same period casts a different light on those findings. This box proposes an interpretation of recent developments on the basis of an econometric model.

			The increase in long-term interest rates and strengthening of the euro seem to thwart the Eurosystem, which is trying to create highly accommodative financial conditions to nudge inflation back towards its target in the euro area. Yet, a tightening of financial conditions does not always imply an excessive and undesirable tightening of monetary policy ; the nature of the underlying shock plays a leading role in that regard. For instance, the more favourable outlook for growth and inflation in the euro area may justify an increase in the exchange rate or a higher long-term interest rate. That said, when external shocks cause an unwelcome tightening of financial conditions, or when financial market players over-react to new information, it is possible for the central bank to have to intervene in order to guarantee an appropriate monetary policy course. That is why it is important for the Eurosystem to know the shocks which caused the tougher financial conditions.

			The vector autoregression model (1) used to this end explains how these three factors – internal macroeconomic shocks, external shocks and monetary policy shocks – contributed towards the change in financial conditions in the euro area. The model uses three variables, namely the ten-year risk-free nominal interest rate in the euro area, the stock market index for the euro area, and the euro exchange rate in relation to 38 trading partners. On the basis of theoretical assumptions, sign restrictions are then applied which enable the three shocks to be identified. Thus it is postulated that, all other things being equal, restrictive monetary policy shocks drive up interest rates, depress stock markets and strengthen the euro. Positive internal macroeconomic shocks are assumed to exert upward pressure on these three variables, while external shocks will drive interest rates in the opposite direction from exchange rates. Incidentally, the shocks in the model only present a picture of the interpretation that financial market players put upon the flow of economic data. The analysis cannot determine the degree to which the various shocks influence uncertainty, risk aversion, or risk assessment. Furthermore, the analysis only captures the degree to which the respective shocks have contributed to the change in financial conditions since the autumn of 2016, and does not measure their overall contribution to their levels. Over a longer period, the contribution of monetary policy shocks is much greater : the accommodative monetary policy pursued since the financial crisis has in fact played a significant role in easing financial conditions.
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			The model’s results show that external shocks played a dominant role in the change in financial conditions in the euro area at the beginning of the period in question. The election of Donald Trump as President of the United States and the associated expectations of a new fiscal stimulus – which would result in speedier tightening of US monetary policy – therefore drove up long-term interest rates not only across the Atlantic but also visibly in the euro area. At the same time, external shocks also led to some easing : they depressed the euro exchange rate and caused European stock markets to rise. During 2017, however, the impact of external shocks on the financial variables moderated considerably, probably reflecting the slackening pace of American economic growth and the downward adjustment of expectations concerning a fiscal stimulus in the United States.

			From the spring of 2017, it was mainly the combination of an improved performance and better growth prospects in the euro area that underpinned the continuing rise in long-term interest rates and strengthening of stock market sentiment. It was also a major factor in the euro’s appreciation during the summer. The effect on inflation occurred via two channels. First, by lowering import prices, the euro’s appreciation prevented inflation from reverting to 2 %. Next, in principle, an economy in an upswing also exerts internal upward pressure on prices.

			The contribution of monetary policy shocks was smaller, and up to mid-2017 it was neutral overall. The Eurosystem therefore succeeded in preserving favourable financial conditions without even causing volatility. Nevertheless, since the summer, a monetary policy shock has also led to some tightening. The markets seem to have interpreted Mario Draghi’s speech at the ECB forum in Sintra at the end of June as a tightening of monetary policy, or at least as an indication in that direction. Since it was announced, in October 2017, that the monetary stimulus measures would be maintained for some time yet, monetary policy temporarily helped to ease financial conditions once again.

			In view of the leading role played by internal factors, and considering that the tightening in the form of higher interest rates and a more expensive euro was offset to some extent by the rising stock markets, financial conditions in the euro area remained favourable overall in 2017 and were conducive to the revival of economic activity and higher inflation. However, if the financial conditions were to prove incompatible with a further rise in inflation towards its target, the asset purchase programme could be extended in terms of size and duration. In 2017, that commitment was confirmed at the end of each Governing Council meeting.

			
				
					(1)	The method is based on that used in Matheson T. and E. Stavrev (2014), News and monetary shocks at a high frequency : A simple approach, in two ECB speeches given in 2017, namely Calibrating unconventional monetary policy and Dissecting the yield curve : a central bank perspective, and in Budrys and Saint-Guilhem (mimeo).
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			2.   Economic developments in Belgium

			2.1Stronger economic activity and robust job creation

			Economic recovery gathered momentum but remained less dynamic than in the euro area at large

			Like its key European partners, Belgium saw its real GDP pick up in 2017, from an average of 1.4 % in the three previous years to 1.7 %. Economic activity advanced strongly in the first six months, but slowed down somewhat in the second half. It was mainly supported by domestic demand, much like in Belgium’s neighbouring countries and the euro area as a whole.

			Economic activity trends may show a similar profile to other European countries, but Belgium’s GDP growth rate was lower, as it had been in the two preceding years. Between 2015 and 2017, the difference averaged nearly 0.5 of a percentage point a year compared with the euro area and around 0.3 percentage point relative to neighbouring countries.
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			A note of caution is in order. For one thing, the recent rather more subdued recovery in Belgium follows a much less pronounced fall in GDP in the 2008-09 recession and greater resilience right into 2013, which saw the end of the euro area crisis. Between 2008 and 2017, Belgium’s real GDP growth may have been slower than Germany’s, but it was faster than that of the Netherlands, France and the euro area.

			In addition, the slower dynamics reported in the past three years primarily reflected private and public consumption, which country-specific factors may well help to explain. In the Netherlands, for instance, private consumption was supported by wealth effects sparked by factors including the recovery in property prices following a prolonged slump in the Dutch property sector. In Belgium, by contrast, wage restraint measures in the private sector depressed household purchasing power, even if these bolstered corporate competitiveness and encouraged job creation over time. In a similar development, the index jump agreed in 2015 constrained pay trends in Belgium’s public sector and social security benefits. Generally speaking, fiscal policies in Belgium were typically more restrictive than in its neighbouring countries. By contrast, Germany saw public consumption jump, mainly as a result of the efforts made to deal with the inflow of migrants.

			Consumption differences were not offset by better foreign trade figures : the contribution of net exports to real growth was generally comparable to that of Belgium’s neighbouring countries and below the euro area’s.

			Market services did well in 2017

			In 2017, market services were the key contributor to GDP growth and its increase. This sector does not just account for a significant share of the economy (47 % of GDP), its value added for the first nine months rose by 2.4 % on the year-earlier period in 2016 – a rate of growth that had not been seen since 2011 and the trend continued to steadily pick up as the year progressed. In fact, economic activity within market services also evolved nicely, both in typically consumer-driven sectors such as trade, transport and the catering industry and in more business-to-business services such as R&D, legal, accounting and management services.

			By contrast, value added trends in the manufacturing industry, a key contributor to GDP growth in 2014 and 2015, have slowed since. The growth rate for the first three quarters of 2017 even turned negative compared with the same period in 2016. The business climate varied widely across the sector, though, with two branches of industry doing particularly badly – metallurgy and the manufacture of coke, refined petroleum products and nuclear fuel. Ignoring these, the industry sector would have reported an increase of 1.5 % for the first three quarters of 2017 relative to the year-earlier period in 2016, with most branches recording positive growth. Against this backdrop of stronger activity, the capacity utilisation rate in the manufacturing industry has risen considerably within the space of one year, potentially boosting the need for capital spending. Meanwhile, manu­facturing’s synthetic business survey indicator – which is derived from the Bank’s monthly surveys and reflects business confidence – was significantly above its historical average. The rather more specific indicators are pointing to a minor upturn in demand prospects for the fourth quarter, but also to a slight slowdown in anticipated export orders. Value added growth turned negative in the construction industry in 2017.
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			Robust job creation coincided with slowing productivity gains

			Having already seen quite a large number of jobs created in the two preceding years, Belgium further bolstered its employment numbers in 2017. Domestic employment added 1.4 %, i.e. the number of people in work grew by 66 000, which was 0.2 percentage point up on 2016. As in the previous year, economic growth in 2017 proved highly employment-intensive, with Belgium’s economy creating more jobs for the same advance in GDP than it had in the past. While the increase in employment relative to economic activity growth worked out at over 0.5 prior to the great recession, it was well above 0.8 in 2017. During the same year, this employment-intensity ratio typically amounted to nearly 0.7 in the euro area and in Belgium’s three main neighbouring countries.

			These outcomes closely tie in with measures Belgium has taken in past years to both push back labour costs and ease fiscal and parafiscal pressures on income from employment. The labour-cost-cutting measures stimulate corporate demand for labour as this becomes more attractive, and slow its substitution by capital. Tax-easing measures increase the labour supply by making it financially more attractive to work. In addition, measures tempting the unemployed or inactive back into the workforce also help boost labour supply.
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			The high employment intensity of economic growth happens to coincide with apparently lacklustre labour productivity showings, a business cycle factor that serves to accelerate the weakening productivity trend. On the whole, post-crisis productivity trends have been atypical, much as the recovery in economic activity has been.

			The scale of the 2008-09 economic crisis meant that productivity per person employed continued to grow relatively slowly in the initial stages of the recovery. In Belgium, automatic stabiliser mechanisms – and particularly the option of temporary lay-offs – cushioned job losses during the recession, but also held back the recovery of productivity when economic activity started to pick up again. Besides, the economic upturn proceeded more tentatively than in previous recoveries and was quickly followed by a second dip, caused by the sovereign debt crisis in the euro area. As a result, productivity per person employed, after both the 2008-09 global financial crisis and the euro area crisis in 2012-13, rose significantly more slowly after four years than the averages recorded after the European Union’s technical recession of 1996-2006 or the 2001-02 recession in Belgium.

			Ignoring business cycle development, productivity gains in the broader economy typically slow down when market services grow at the expense of industry in terms of employment or in total labour volume in the economy, as productivity gains tend to advance less steeply in services than in industry. These structural changes lasted well into 2014 and 2015, when rapid productivity growth in industry came hand in hand with a further contraction in labour volumes. By contrast, atypical sector-specific trends emerged from 2016, when productivity per person employed in industry began to slow markedly. Note that this was mostly down to weaker economic activity in metallurgy as well as in the manufacture of coke, refined petroleum products and nuclear fuel.
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			Unemployment steadily declined

			Net employment creation was higher in 2017 than in previous years ; it was comparable, in fact, with that in the boom years before the great recession – 65 000 additional jobs on average annually between 2005 and 2008. At that time, service vouchers contributed as much as 20 % to total employment growth, while they no longer accounted for even 3 % in 2017. Also, public administration and education had virtually stopped contributing to salaried employment growth by 2017. They only accounted for a mere 5 % of salaried jobs created in net terms, compared with 17 % between 2005 and 2008. Just as in the preceding two years, most new jobs in 2017 were created in sectors sensitive to the business cycle (+39 000 in 2017), with the best performers in business services (+22 000) and trade, transport and the catering industry (+12 000). Unlike previous years, 2017 did not see any job losses in industry and construction.
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			Despite a higher activity rate and against the backdrop of a larger working-age population – albeit one growing less steeply than in the first decade of the 2000s – higher employment involved a fall in the number of unemployed job-seekers for a third year running. In real terms, these averaged 525 000 in 2017, 28 000 below the figure for 2016. The harmonised unemployment rate worked out at 7.3 %, still higher than it was before the great recession (7 % in 2008).
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			The number of unemployed job-seekers fell in Belgium’s three Regions, across all unemployment durations, age brackets and levels of education. Worth noting is the relatively steep drop in the number of low-skilled unemployed job-seekers since 2015, especially as this category had not grown since the 2012 sovereign debt crisis, unlike other categories. By contrast, the number of highly-skilled unemployed job-seekers fell only slowly, whereas they had been hardest hit in previous years. A note of caution : the labour force survey revealed that a mere 29 % of low-skilled job-seekers that dropped out of the unemployment category in 2016 actually found jobs. The other 71 % left the labour market altogether and became inactive. These percentages were 59 % and 41 % respectively for the highly-skilled.

			End-of-career scheme reforms have an impact on both employment and unemployment

			Population ageing in Belgium – though less marked than on average in the European Union – and the concomitant slower growth of the working-age population is presenting a real challenge for pension system funding since the dependency ratio – defined by the Study Committee for Ageing as the relationship between the number of people aged 67 and older and the number of people between the ages of 18 and 66 – rose from 23.8 % in 2005 to 24.9 % in 2015 and will keep rising in the years ahead. A key challenge will be to activate everyone in the potential labour force, and particularly the over-55s. A number of measures have been taken to help achieve this.

			On 1 January 2013, early retirement age qualifications began to be gradually tightened up. In 2012, people were still allowed to retire at age 60 and after a career spanning 35 years, but by 2017 these ages had been ratcheted up to 62.5 after a career spanning 41 years. The statutory age for early retirement will reach its maximum of 63 in 2018, with the career span requirement going up to 42 years in 2019. In addition, from 1 January 2015, all people who are fully unemployed – including those with employer top-up – have been required to register as job-seekers and be available for the labour market, irrespective of their age.

			Coupled with changes made previously, these measures have boosted the employment rate of 55- to 64-year-olds to 47.7 % in 2017 from 31.8 % in 2005, with both men and women recording an increase. The employment rate for women between 55 and 64 (43 %) is still some ten percentage points below their male counterparts (53 %), but the difference has narrowed by half compared with 2005.
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			While employment has been rising, there has been a massive fall in the number of people retiring early from the labour market. Over a decade ago, some 42 % of 55 to 64-year-olds had left the labour market, but this number had fallen to 35 % by 2016. Moreover, by 2014, the effective age for leaving the world of work had risen to 60 for men and 59.3 for women. These figures are still well below OECD averages of 64.6 for men and 63.1 for women. The demand for all types of early retirement schemes fell, with the exception of disability. A recent study by the Bank (1) suggests that the advance in disabled numbers recorded over the last decade largely reflects population ageing and higher activity rates. Only a small proportion of the higher disability claims – i.e. 10 % for men and 19 % for women – is attributable to other, non-observed factors, such as possibly less accessibility of other early retirement schemes.

			Labour market tensions clearer after four years of robust job creation

			The demand for labour, as measured by the number of vacancies posted by regional public employment services, has been growing in all three Regions since 2015. In 2017, these services were notified by companies of 29 200 vacancies per month on average (excluding temporary agency work), compared with 25 500 in 2016. Within that same timeframe, temporary agency workers have also clocked up higher performances, as expressed in total number of hours worked, by an average 6 %.

			The number of job-seekers remains high. However, the Bank’s business surveys reveal an upward trend in the number of companies reporting a shortage of qualified workers, which suggests that the large pool of available workers does not necessarily match companies’ needs and requirements.
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			This mismatch between labour supply and demand is not a new phenomenon. In fact, this structural issue, which is discussed in greater detail in chapter 5 of this report, reflects a range of factors relating to the skills required by employers and those offered by workers. The problem is both one of basic training (level of education and field of study) and lifelong learning (lack of “transversal” competences or non-updated specific skills). What is more, Belgium has a relatively large number of long-term unemployed ; in the first three quarters of 2017, 49 % of unemployed job-seekers had been out of work for a year or more, compared with an average 45 % in the European Union. These people are harder to bring back into active employment as they typically fail to meet the needs of the labour market. Lastly, low geographical mobility – despite major regional differences – does not help an exchange of workers between the Regions, which would be necessary to meet labour demand.
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			If hiring issues persist, the most affected sectors could well face upward pressure on wages. This could threaten to slow their labour demand, as it would increase the relative price of labour. Conversely, it would push up the opportunity costs of inactivity and might well attract new candidates that do meet employers’ needs.

			2.2Higher inflation and stronger wage growth

			Inflation accelerated in 2017, fuelled by energy prices

			In 2017, headline inflation averaged 2.2 %, compared with 1.8 % in 2016. Contrary to 2015 and 2016, inflation-sparking factors were not specific to Belgium and mainly resulted from external developments, with other European economies also feeling the effects. Belgium’s inflation gap with its neighbouring countries and the average for the euro area – which had widened in 2015 and 2016 – narrowed as the year progressed but remained significant.

			The 2017 headline inflation increase was down to the energy component in the harmonised index of consumer prices (HICP), as changes in energy prices moved from –0.6 % in 2016 to 9.9 % with the reversal of trends in oil products (fuels and heating oil) and gas. Compared with lower energy prices in 2016, these products turned a lot more expensive in 2017, in keeping with sharply higher Brent prices in the international markets. Annualised, the  rise in the price of a barrel of Brent – which had dropped to € 29 at the beginning of 2016 – was particularly marked in the first six months of 2017.

			By contrast, the upward trend in electricity prices slowed from 28.3 % in 2016 to 7.9 % in 2017, as the effects of federal and regional electricity-related measures wore off in 2017. More specifically, in March 2016, Flanders had hiked the energy levy from around € 3 to € 100 per annum per average household, and then withdrew the free basic electricity package in May. These electricity measures had served to add 0.7 percentage point to headline inflation in 2016 (including the VAT increase to 21 %, implemented in September 2015 as part of the tax shift), but only accounted for an effect of 0.2 percentage point in 2017. The Flemish energy levy was abolished from 1 January 2018, as the Constitutional Court ruled it to be invalid.
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			Other price index categories show slowing price increases in 2017

			Services inflation came down to 1.9 % from 2.2 % in 2016 due to a range of factors, including the one-off nature of some past decisions. The October 2015 increase in tuition fees in Flanders – which had put around 0.2 of a percentage point on services inflation in 2016 – no longer made an impact in 2017, for instance. Neither did telecommunications companies raise the prices of their packages by as much as they had done in 2016, when this had pushed up services inflation by 0.2 percentage point. The June 2017 abolition of roaming costs for international mobile phone calls, meanwhile, also helped reduce services inflation.

			Accounting for over 40 % of the household consumer basket in Belgium, services are typically key contributors to headline inflation. The government’s role in setting prices for some of these – and hence in the level of services inflation – is not a new phenomenon. Services with regulated prices have been a bigger factor in inflation since 2012, reflecting price increases in areas such as sewage, waste collection, out-patient and hospital services, social protection (mainly nursing homes) and education. In fact, in 2017, regulated services prices still accounted for nearly one-third of total services inflation, even if this has been coming down since 2015.

			Services inflation is also driven by structural factors related, among other things, to inadequate competition. A report drawn up by the Bank, the Federal Planning Bureau and FPS Economy and presented to the Minister for the Economy in March 2017 showcases two sectors displaying unfavourable price trends compared with those in Belgium’s three main neighbouring countries. These are catering services, with restaurants and cafés in Belgium recording steeper prices increases, and telecommunications, where prices are not falling as sharply. The report stresses the need to follow up these issues in a context where competition-enhancing measures have been taken, a recent example being the introduction in July 2017 of the Easy Switch procedure, making it easier to switch telecommunications providers.

			As it turns out, services prices were little moved by past years’ wage moderation efforts and constantly stayed close to their long-term average growth of 2.1 %. In 2015 and 2016, when unit labour costs were falling, profit margins widened, whereas they did not in 2017 when unit labour costs rose. This explains why services inflation remains relatively stable.
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			Inflation of non-energy industrial goods slowed to 0.8 % from 1 % in 2016, possibly contained by the recent appreciation of the euro. The effect of a higher euro on the prices of these goods is that it makes importing intermediate inputs and finished goods from non-euro area countries less expensive. Lower inflation in this category in 2017 also reflected the disappearance of the upward effect of, first, new European emission standards – in place since the end of 2015 – on the purchase price of cars, and second, Flanders raising the one-time vehicle registration tax in January 2016.

			Underlying inflation, which comprises trends in both services and non-energy industrial goods prices, declined from 1.8 % in 2016 to 1.5 % in 2017.

			Slower increases in food prices, from 3.1 % in 2016 to 1.4 % in 2017, served as much more of a brake on headline inflation than did underlying inflation. In fact, the steep falls in fruit and vegetables prices even triggered an overall price drop in the unprocessed food category. Meanwhile, processed food returned to a more normal pace of price rises, after having been bumped up in 2016 by higher excise duties on alcohol and tobacco, and by the introduction of excise duties on soft drinks containing sugar agreed under the tax shift. While virtually all components showed lower inflation figures or only slightly higher inflation, the price of butter shot up, peaking at 26 % in November, as demand for the product grew both in Belgium and worldwide – more specifically in Asia, against a backdrop of declining production and falling demand for vegetable oils.

			Inflation gap narrows in 2017 relative to neighbouring countries

			With inflation in Belgium staging less of an increase in 2017 than in its three neighbouring countries, the inflation gap that had widened in the two previous years narrowed, from an average 1.4 percentage points in 2016 to 0.8 percentage point in 2017 ; it stabilised at around half a percentage point in the second half.
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			In the first six months of 2017, energy was the key contributor to Belgium’s headline inflation, as energy-based product prices are more highly exposed to global oil price fluctuations, mainly due to very low excise duties on heating oil. Due to its small proportion in prices, this flat-rate tax dampens the transmission of crude oil price swings to consumer prices much less than in neighbouring countries. In addition, in Belgium, heating oil accounts for a greater share of energy consumption and also thus makes up a larger part of the consumer price index basket (14 % of energy usage compared with an average 8 % in neighbouring countries). These factors, which had helped to narrow the inflation gap between Belgium and its neighbours in times of falling oil prices – e.g. in 2015 – served to widen it at the beginning of 2017.
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			The headline inflation gap with Belgium’s three main neighbouring countries may have narrowed, but remains quite significant, one factor being that services prices in Belgium continue to rise faster. In 2017, telecoms services and restaurants and cafés were still largely responsible for the services inflation gap between Belgium and its neighbours, followed by spending related to nursing homes, day nurseries for children and hospital services.

			The inflation gap for the other categories – which had served to ratchet up the difference with Belgium’s main neighbouring countries in 2016 – significantly shrank in the course of 2017, as measures that had previously made it larger no longer came into play, such as measures to fund the tax shift that had affected food products and higher tax on electricity.
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			Wages back up in 2017 after a spell of moderation

			Having grown only very little for two years – by 0.2 % in 2015 and 0.7 % in 2016 – gross hourly wages in the private sector recorded a sizeable upturn of 2 % in 2017. Hourly labour costs also shot up, by 1.7 %, compared with a 0.8 % fall in 2016 and a virtually negligible rise in 2015. Clearly, 2017 brought a reversal in the lengthy post-2009 period of wage moderation and labour cost-cutting, the outcome of a range of measures whose most notable effects had percolated through in the two previous years. These measures might well have something to do with the fact that economic growth has recently turned more employment-intensive.

			Gross wages are rising faster mostly as a result of index-linking based on consumer prices. This mechanism, which is likewise applied to government workers’ pay and social security benefits, was suspended by the Belgian government in April 2015. It blocked its indexation gauge, i.e. the average of the health index in the previous four months, until it reached a level of +2 %, meaning that automatic indexation mechanisms were suspended until April 2016. How exactly the gauge influences wages is determined at the level of private sector joint committees, and time spans to the point when wages are adjusted can be shorter or longer. The index jump had a partial impact in 2015, but mainly in 2016 and even into March 2017 for joint committees applying annual indexation in the month of March. As mechanisms returned to normal after the index jump, average wage indexation in the private sector contributed 1.6 % to the increase in gross wages.
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			Gross wage trends have also been on the rise as a result of collectively-agreed wage increases, negotiated at sector level and based on the 2017-18 interprofessional agreement by the social partners at national level. The wage benchmark was agreed at 1.1 % for both years together, up on the three previous two-year figures, when it had languished at around zero. Sectoral negotiations in 2017 resulted in collective wage increases that remained very subdued and did not exceed 0.2 %.

			Lastly, there is a whole host of other elements that come into play with wage cost increases : wage agreements at company level, individual pay rises as well as other factors that impact the wage structure. Between them, the sum total of these factors would appear to have had barely any impact in 2017 : the wage drift is estimated at 0.1 %. Although it is not possible to quantify each of these factors separately, it may safely be assumed that labour market tensions – which are becoming increasingly visible in some companies – may prompt employers to start raising wages in the future. This might undermine employment opportunities if it turns into a general trend and also reaches sectors, companies or regions in less favourable circumstances. Wage rises can also accelerate when the employment structure changes, e.g. through an increase in educational levels, in age or in seniority in a labour market with older workers staying in service for longer. By contrast, more hiring of low-skilled people could have the reverse effect.

			In addition to wage moderation, reductions in employers’ social contributions have also served to curb labour costs. This aspect of the tax shift – which includes a proportion of the measures taken previously under the Competitiveness Pact – had its biggest effects in 2016 but is scheduled for additional phases running well into 2020. Having curbed labour costs by 1 % in 2016, these measures had an additional impact of 0.3 % in 2017, mainly reflecting the full-year impact of a general reduction in social security contributions that started in April 2016 and that amounted to an additional cut of € 255 million in 2017. On top of this, a new measure aimed at reducing contributions for first hires involved an additional reduction of around € 40 million in 2017. As well as cutting employers’ social contributions, the tax shift also involves an easing of personal income tax in the 2016-19 period.

			The sixth State reform put the Regions in charge of setting the conditions and rules that govern the allocation of cuts in contributions for target groups. In each of the Regions, hiring young people, older workers or the long-term unemployed may bring benefits, and these targeted cuts are recognised in the national accounts as wage subsidies. Disregarding these targeted reductions, though, the importance of wage subsidies has fallen in 2017, due mainly to the conversion from the general exemption for employers from paying 1 % payroll tax into lower basic rates for employers’ social contributions. In the economic concept, which also incorporates the impact of subsidies, hourly labour costs in the private sector rose by 1.9 % in 2017.

			At 2.7 %, 2017 hourly labour costs in the public sector again outpaced those in the private sector, as indexation had a greater effect (the trigger index figure was passed in May, a year after its previous breach) and the wage drift was much more marked. Apparently a structural phenomenon, the wage drift in the public sector may reflect hires with superior qualifications, while retirement-related outflows featured more lower-skilled personnel. Another factor may have been the increase in the number of contract workers in the public sector, but it is worth noting that the wage drift also reflects errors and omissions in various statistical series and has shown very volatile trends in the past.

			Labour costs in 2017 rose slightly less than for Belgium’s main trading partners

			Estimates by the Central Economic Council (CEC) suggest that in 2017 its three main trading partners saw labour costs in the private sector climb a little higher than in Belgium. The minor gap is the outcome of more dynamic growth in hourly labour costs in Germany, a similar trend in France and a weaker upturn in the Netherlands. Recent trends, then, match the outlook posited by the 2017-18 interprofessional agreement.

			The agreement was the first to be compliant with the new rules as announced on 19 March 2017 to revise the 1996 Employment and Competitiveness Law. To determine the maximum available negotiating margin, the new Law, like the old one, draws on expected labour cost trends in the three main neighbouring countries, i.e. Germany, France and the Netherlands, as well as on inflation projections for Belgium. The Law also specifies that wage gap calculations may not take account of reductions in contributions agreed under the tax shift for the 2016-20 period and that only half of any fresh post-tax-shift contribution reductions may be factored in. Ignoring cuts in contributions, reference hourly labour costs in the private sector in 2016 turned out 0.8 of a percentage point higher than national accounts-based estimates ; the figure for 2017 was 0.3 percentage point.
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			In future, any calculation of the maximum available negotiating margin also has to include corrective mechanisms as well as a safety margin ensuring that wage differences benefiting Belgium are partially put towards eradicating the historical wage gap, i.e. the one already there before the 1996 Law came into force. The CEC has yet to estimate the actual level of this gap.

			Comparing the rise in hourly labour costs in Belgium with that of its main trading partners is a relevant exercise in gauging relative labour cost trends in Belgium, but it fails to take account of developments in productivity. The revised Law also stipulates that, to complement information available to the social partners at the interprofessional negotiations, the CEC should report on three other measures of Belgium’s pay gap : the absolute wage gap, the absolute wage gap factoring in productivity levels and, lastly, the gap in labour costs built up since 1996, adjusted for the reductions in employers’ social security contributions as well as for wage subsidies in Belgium and its three main trading partners.
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			Belgium’s competitiveness can be judged by the official wage gap as calculated by the CEC, ignoring or “neutralising” cuts in contributions agreed under the tax shift. It can also be measured by the wage gap in terms of unit labour costs, a measure that will show a neutral development if a more rapid increase in labour costs coincides with a stronger acceleration in productivity.

			In principle, hourly labour cost trends should not deviate from those for labour productivity for any length of time. As discussed in section 2.1, Belgium’s labour-intensive growth of the past few years in part reflects increased participation by the low-skilled or workers whose productivity growth lagged the average, hampering a revival in productivity. Trends in the unit labour costs gap match those for the hourly labour costs gap, albeit that productivity in Belgium has risen less sharply in the past two years. Broken down by sectors, Belgium proves relatively weak in market services, a sector, incidentally, that is becoming increasingly important to the economy.

			2.3Domestic demand, cornerstone of Belgium’s growth

			Enhanced economic activity in Belgium in 2017 was largely underpinned by business investment (2) and exports. Both have a high import content and imports also staged significant growth as a result, with net exports making only a minor contribution to GDP growth. Overall public spending on consumption and investment also grew faster than in 2016. However, the rate of growth in general government consumption stayed below GDP growth.

			
				
					[image: ]
				

			

			Private consumption softens, particularly of durable goods

			Because of its sheer size, private consumption remained a significant contributor to GDP growth, if to a lesser degree in 2017. A slowdown emerged at the year’s mid-point, when the robust base effects of the temporarily stronger dynamics a year previously faded, despite very favourable showings for consumer confidence. This latter indicator, which has far exceeded its historical average for the past two years, continued to rise gradually during 2017 – mainly thanks to the more favourable employment outlook – and reached its highest level in over 16 years.

			The robust upturn in household consumption at the beginning of 2016 partly reflected trends in durable goods sales. NAI statistics on durable goods consumption first released in 2017 reveal a wave of big-ticket purchases in 2015 and early 2016 of goods with an estimated useful life of over three years (for instance major appliances or vehicles). At that time, households were looking at an improved outlook for labour market conditions and their own incomes, as well as at receding economic uncertainty, which may have prompted some to step up their demand for goods, and for durable goods in particular. Other temporarily conducive factors included the low interest rate environment, greater purchasing power on the back of low oil prices, and pent-up demand for these goods.

			The slowdown in durable goods consumption from the third quarter of 2016, which ended in negative annualised growth in the second and third quarters of 2017, coincided with a falling indicator from the household consumption survey for major purchases in the next twelve months. The cycle of durable goods purchases – which requires no repeat purchase in the short term – contributed to relatively weak consumption in 2017. This is not the only explanation, as private consumption also edged down when durable goods are excluded.

			Renewed confidence on the part of households would appear to reflect less fear of unemployment. However, general confidence indicator calculations do not factor in the sub-indicators capturing households’ views of their current financial situation. Against a backdrop of – until recently – subdued or even negative growth in real wages, households continued to take a relatively dim view of their financial situation in 2017. The rather looser link between the confidence indicator and consumption profiles might well be explained by this unusual dichotomy between households’ sanguine unemployment expectations and stagnating views of their financial situation.
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			Investment in housing shows a similar pattern to durable goods consumption : after growing robustly for three years, housing investment even turned negative in 2017, despite historically low mortgage rates. It is worth noting, though, that both areas of spending are still at high levels after the brisk clip of the previous years, both durable goods consumption and investment in housing.

			Higher household disposable income encouraged both consumption spending and saving

			Household disposable income recorded robust growth in 2017, climbing by 1.3 % in real terms compared with 0.9 % in 2016 and an average 0.4 % in the three previous years. The upturn was mainly down to higher labour income on the back of robust employment creation, among other factors. Meanwhile, gross wages per hour worked (excluding employers’ social security contributions) rose from 0.2 % in current prices in 2015 to 1.2 % in 2016, and even to 2 % in 2017. Taking account of the rise in prices measured by the household consumption expenditure deflator, hourly wages inched up by only 0.2 % in 2017, compared with falls of around 0.3 % a year in 2015 and 2016. In that time, the index jump first made itself felt in 2015 and then had a major impact in 2016, with its effect weakening in 2017. Meanwhile, collectively-agreed wages for 2017 fuelled a rise in real wages in the private sector – albeit a minor one – after a two-year wage freeze.

			Other income categories also chipped in to accelerating purchasing power. Buoyed by a favourable business cycle, self-employed people saw total gross operating surplus and gross mixed income stage a remarkable improvement in 2017. In contrast to the three preceding years, households even saw their capital income pick up in 2017, thanks in part to companies paying out higher dividends.
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			By contrast, there was a drop in the net total amount in transfers from other sectors and those paid to other sectors in 2017, which slightly chipped away at the higher household disposable income. Here, too, a more robust economy was a factor. By supporting the total wage bill, increased employment creation did not just generate higher income tax receipts, it also reduced unemployment and with it the total amount paid in unemployment benefit. Also, tax shift-inspired measures to boost purchasing power had a negligible effect on household income in 2017, unlike in 2016, when the first stage of the tax shift was implemented.

			Consumer spending grew by 1.1 % in real terms, just slightly less than disposable incomes. As a result, the savings ratio inched up very tentatively in 2017, after recording falls for several years. In 2009, households in Belgium still saved 17.7 % of their disposable incomes, but the ratio declined to 11.2 % in 2016 and ended up at 11.3 % in 2017. However slight, the increase in the savings ratio in 2017 was supported by higher capital income, as households typically save a large proportion of this type of income.

			Businesses continued to invest heavily

			Improved economic conditions and, by extension, optimism on the part of most business leaders did not merely generate employment in 2017, it also made for vigorous business investment, just as in 2016. In net percentage terms, business investment may have staged only a moderate rise of 1.3 %, but this was held back by the fact that 2016 had seen a number of specific major purchases and sales outside Belgium, with only limited effect on the economy. Disregarding the impact of specific transactions, business investment would have grown by 5.5 %, even more than its 2016 performance (already quite a dynamic year in terms of capital spending) and well over the average in the 2013-15 period.

			
				
					[image: ]
				

			

			In manufacturing, brisker economic activity was particularly visible in a significant increase in capacity utilisation rates, including recourse to physical capital. By October 2017, capacity utilisation was 1.3 percentage points up on the year-earlier figure, amounting to 81.7 %, its highest level since 2008. Although the increase was more or less across the board, it was more pronounced in the production of consumption goods and intermediate goods. Incidentally, capital spending dynamics were not limited to manufacturing, as market and non-market services also contributed to investment growth, according to VAT returns in the first three quarters of 2017. Only construction businesses were more reticent about capital spending.
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			In 2017, businesses enjoyed ample funding options in the shape of both internal and external funds, to the benefit of capital spending. External funding was supported by accommodating monetary policies, keeping borrowing costs low. At the same time, businesses typically had access to internal resources, despite higher unit sales costs for the first time since 2013. Their gross operating surplus – i.e. revenues from operating activities – grew by 4.8 % in nominal terms in 2017, a growth rate below the average in the three previous years, but still above GDP growth.
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			In 2017, sales volumes grew apace, by 3.1 %. Businesses saw their gross operating margins per unit of sales add 1.6 % on the back of a stable margin rate that saw sales prices and unit sales costs rise in tandem – by 1.9 %, a rate not seen since 2012. Unlike the years between 2014 and 2016, unit sales rose, as prices of imported goods and services advanced (particularly oil products) and as labour costs increased on the back of positive labour market developments. Higher unit sales costs also reflect a 2.4 % rise in unit net indirect taxes (which was actually a lower increase than in 2016).

			The current account balance with the rest of the world remained close to equilibrium

			Just as in 2016, the Belgian economy’s financing capacity edged up in 2017 and remained slightly positive. The national accounts suggest it reached nearly 0.4 % of GDP, compared with 0.2 % in 2016. The figures primarily reflect general government’s lower borrowing requirement, while private individuals likewise boosted their financing capacity in 2017, thanks to stabilising savings and slower investment in housing. That said, their financing capacity remained subdued relative to levels previously enjoyed. Corporate funding surpluses, by contrast, were eroded by dynamic business investment.

			Underpinning the favourable financing capacity trends in Belgium’s broader economy are improved net income flows with the rest of the world. The goods and services transactions surplus was stable in 2017. At 4.5 %, export volumes may have grown a little more than did imports (4.2 %), but the terms of trade deteriorated by nearly 0.4 % as export price increases trailed those for imports. One cause was the rise in energy prices, which hit imports faster and harder than exports because of the heavier weighting of energy products in imports, pushing up the net bill for energy. The higher euro only partially offset higher energy prices in 2017.

			Since 2016, the reorganisation of the trading activities of a multinational pharmaceuticals company, whose transactions are carried out more widely through its Belgium-based subsidiaries, has considerably boosted Belgium’s exports and imports. In net terms, the overhaul has no effect on Belgian GDP, as it affects trade flows in both directions and to the same degree, but it does complicate the assessment of Belgium’s export results. Stripping this effect from the statistics, Belgium’s exporting companies would not have lost market share in 2016 ; in 2017, by contrast, their foreign sales would have grown less than import demand from its main trading partners.
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			Belgium’s loss of market share in 2017 does not change the fact that it remained stable in the 2014-16 period, following an average loss of 0.7 % a year immediately after the financial crisis, i.e. between 2010 and 2013. This improvement is not exclusive to Belgium : similar trends were visible in other euro area countries, which all benefited from a lower euro, while some were also boosted by wage moderation measures. There was no improvement for Germany, though, where market share gains declined between the two periods, nor in France, which recorded a minor loss of market share in the 2014-16 period. Belgium’s cost competitiveness relative to its euro area rivals has also improved in the past few years and this change in unit labour costs would appear to have been largely passed on to export prices in the most recent period.
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			All that said, Belgium’s export results do lag behind its partners. Wage moderation and labour cost cuts have helped it narrow the gap, but this is only gradually and partially filtering through to exports, for a variety of reasons. First, the price elasticity of Belgium’s exports is relatively low, as its total goods exports comprise a higher percentage of intermediate goods. After all, in the world’s global value chains, Belgian exporters typically export the types of goods whose prices tend not to be a crucial issue, at least not in the short term. It is indeed not easy to rapidly change an existing value chain, particularly where intra-group transactions are involved – a phenomenon typical of Belgium. On the other hand, comparison of production costs is a major factor in choosing the location of production units within these chains. What is more, high-technology goods account for a large share of Belgium’s exports, as they do in its three main neighbouring countries. Goods requiring a lot of research and development – e.g. pharmaceuticals products – are less sensitive to price changes than goods based on more standardised technologies. Lastly, the impact of Belgium’s cost competitiveness on net exports and economic growth remains limited as the import content of its exports is relatively higher – in other words, because its domestic value added is smaller. However, exported value added is still significant in view of exports’ share of the Belgian economy.
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			The evolution of the financing capacity of the Belgian economy as a whole is broadly reflected in the balance of payments data. These statistics suggest that, at –0.2 % of GDP, the current account balance stayed close to equilibrium in 2017, much as it had done in the two previous years, compared with a deficit of 0.9 % of GDP in 2014.

			In contrast with the goods and services surplus, which on balance of payments data fell to € 2.7 billion from € 5.6 billion, net primary incomes rose from nearly € 2.7 billion in 2016 to around € 3.6 billion in 2017. This improvement was largely due to a smaller deficit in Belgium’s net investment income relative to the rest of the world. This negative investment income balance sits rather oddly with the country’s net external position, which is still at a hefty surplus of nearly 50 % of GDP.

			Between 2012 and 2016, Belgium’s investment income deteriorated in line with a broader fall in market returns on investment products. This trend typically benefits countries whose foreign liabilities exceed their foreign assets (Italy, Spain) rather than net creditor countries such as Belgium, Germany or the Netherlands. That said, Belgium’s investment income deficit is relatively large when compared with some other euro area countries.

			Belgium’s negative net investment income can be explained by both a composition effect of its net external position and by a returns effect. Its net foreign assets, for instance, take the shape of key positions in “portfolio investment” and “other investment” (which include deposits and loans from various sectors including banking, trade credit, etc.). This latter category appears to have gained in importance, although it is precisely the investment with the lowest implicit return. What is more, these investment categories would seem to be looking at implicit returns on external assets below those on liabilities, specifically in the “other investment” category. Tax considerations might explain this, as Belgium’s direct investment mainly takes the form of (intra-group) loans and not shareholdings. Against the general backdrop of falling investment product returns in the financial markets, implicit returns would appear to have dropped harder in “portfolio investment” and “other investment” for external assets than for liabilities. This may reflect a different breakdown of assets and liabilities, particularly in terms of maturities.
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			Lastly, in 2017, the secondary income deficit shrank when compared with 2016, reflecting a smaller Belgian contribution to the EU budget among other factors.
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					(1)	See Saks Y. (2017), “A better understanding of developments in the numbers claiming disability insurance“, NBB, Economic Review, September, pp. 55-68.

				

				
					(2)	An analysis of the various demand components is affected by significant specific transactions that do not, however, directly affect economic activity in Belgium. Examples are changes in the international set-up of distribution channels at multinational companies – affecting both gross exports and gross imports – or purchases abroad (ships or patents), which are recognised as both gross fixed capital formation and imports. The analysis stripped out these transactions insofar as they could be traced.
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			Box 3  –  Energy prices for households in Belgium and its three main neighbouring countries

			How much households pay for what types of energy varies greatly between Belgium and its neighbours. To some extent, these differences are down to tax policies, which for Belgium showed up in the level of tax levied on energy.

			In terms of oil products, Belgium’s excise duties on diesel are among the highest in the European Union. It has not always been that way. As part of the tax shift, Belgium reintroduced a ratchet system in November 2015. To raise diesel prices relative to petrol prices, the government put a system in place pulling in two different directions for petrol and diesel. Any falls in daily maximum prices for diesel – set under the “programme contract” establishing the retail prices of oil products – are not fully passed on to consumers if they result from lower prices on the Rotterdam wholesale markets but are partly offset by higher excise duties. Once diesel excise duties have hit a ceiling, an offsetting cut in excise duties on petrol kicks in, with the mechanism ending as soon as government-targeted levels are reached. Under this policy, excise duties on diesel have been raised multiple times since 2015. Since the increase in March 2017, consumers have been paying more for diesel in Belgium than in its main neighbouring countries. Overall, excise duties on diesel have risen from an average € 0.48 per litre in 2016 to € 0.53 in 2017, accounting for 42 % of the total price (inclusive of VAT).

			At 45 % of prices at filling stations, excise duties on petrol still exceed those for diesel, athough they have come down very slightly, from an average € 0.62 per litre in 2016 to € 0.61 in 2017 for Super 95. This is less than the excise duties being paid in Belgium’s three main neighbouring countries. Although petrol prices excluding all taxes have been pretty similar between Belgium and its main neighbours in the past few years, they are significantly higher when all taxes are included in the Netherlands, with 2017 total prices lowest in Belgium on average.

			Tax levels are also a determining factor in electricity prices. On data gathered by the Commission for the Regulation of Electricity and Gas (CREG), the federal regulator of the gas and electricity market in Belgium, the cost of the actual energy component of electricity is fairly similar for average users in Belgium and the three main neighbouring countries (around € 0.06 per kilowatt hour). In Belgium, this was only one-quarter of the total price charged in 2017 : 60 % is taken up by network fees for transmission and distribution, levies and surcharges, with the remainder made up of VAT. The tax component in Belgium has recorded major swings, as VAT on electricity was first cut to 6 % in April 2014, followed by a return to 21 % in September 2015, and as the Regions levied taxes like the energy levy imposed by Flanders in March 2016 (and cancelled in early 2018). However, retail power consumption is taxed most heavily in Germany, largely to help finance renewable energy – levies (excluding VAT) account for 40 % of electricity consumer prices. Constant price increases charged to Belgian households since 2015 have opened up an ever greater price gap relative to France and the Netherlands, where prices are less affected by various taxes. Belgian prices are getting increasingly closer to German levels, though.
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			As for natural gas prices, the value of the energy component has been falling across the board over the period and is currently at similar levels in all four countries (around € 0.025 per kilowatt hour). Lower overall prices in Belgium compared with Germany and France are explained by higher levies in Germany and higher network fees in France. The Netherlands extracts its own natural gas but its consumers do not benefit from lower prices, as the government imposes a high regulatory energy tax to encourage energy savings and carbon emission reductions.

			When introducing its safety net mechanism in 2012, the Belgian government was looking to prevent electricity and gas prices for households and SMEs from rising above the average in neighbouring countries. This mechanism was discontinued on 31 December 2017. CREG notes that the mechanism has made the information available to the various market players more transparent, particularly as contracts were obliged to use price indexation parameters linked to market prices for electricity and natural gas. Some aspects of the safety net mechanism will remain in place, including monitoring by CREG, which will keep up to date the database of all products aimed at households and SMEs and which will also continue to draw up international comparisons. With the mechanism’s discontinuation, some of CREG’s monitoring and control duties will also cease, including those related to the quarterly indexations – mainly intended to address the issue of energy price volatility in Belgium.
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			3.   Savings and financing the Belgian economy

			3.1Businesses take advantage of low interest rates to raise their borrowing from resident banks

			Belgian businesses turn to bank lending to fund higher investment

			Economic and financial circumstances were exceptionally conducive in 2017 for businesses to expand their operational capacity. As noted in the previous chapter, for instance, their fixed capital formation remained dynamic, amounting to € 45.3 billion in the first nine months of the year. Belgian non-financial corporations lifted their real or financial investment abroad by € 3.4 billion during the same period.

			The intensity of the investment – funded in part through operating surpluses and cash reserves – was such that businesses’ outstanding cash and bank deposits did not grow any further in 2017 after the first quarter, and subsequently declined a little. Cash reserves nevertheless remained high at the end of the third quarter, amounting to € 115.7 billion or 26.6 % of GDP – slightly below the peak recorded in the third quarter of 2009, when companies had stockpiled cash due to their low level of investment activity during the recession.

			Despite this, the increase in businesses’ profits and the scale of their cash reserves do not seem to have diminished demand for bank loans. This at least is what the Eurosystem’s bank lending survey (BLS) suggests, with internal resources barely cited as an explanation for the demand for bank lending in 2017. Demand rose again, incidentally, in line with higher investment and other borrowing requirements, such as those relating to mergers and acquisitions and restructuring. Heightened demand in the final quarter of the year had more to do with financing inventories and working capital, as expressed in a larger percentage of short-term loans within overall bank lending in that period.
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			Aside from increased borrowing requirements, demand for credit continued to be buoyed by very low interest rates. The ECB’s monetary policy remained accommodating in 2017, enabling banks to continue to finance themselves at low cost, while competitive pressures once again encouraged them to ease margins a little on the loans they provided. Medium- and long-term rates for bank lending remained extremely low as a consequence, close to rates at less than one year. However, long-term interest rates rose slightly – by 12 basis points from the end of 2016 – to an average of 1.81 % in September 2017, in keeping with the general financial market trend.

			Against this backdrop, growth in bank lending to businesses gathered further momentum in 2017, reaching 6.1 % year-on-year in November and substantially outpacing the 3.1 % increase for the euro area. This growth has been primarily attributable over the past three years to long-term loans. All the same, short- and medium-term loans – those with a term of less than five years – made a stronger contribution to the increase in the final months of 2017.
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			Growth in loans provided by Belgian banks in 2017 chiefly benefited micro- and small businesses, with the outstanding amount of loans granted to such firms climbing 9 % between the third quarter of 2016 and the same period in 2017. The increase was much more substantial than that for medium-sized and large enterprises, which saw growth in loans provided of 0.4 % and 4.8 % respectively. In addition, all sectors drew more heavily on bank lending in 2017, albeit to a varying degree. Growth in borrowing was more pronounced in industry and in sectors focusing on services to businesses. It was more moderate in the wholesale and retail sectors, and also in construction and real estate. Despite this lower growth, at the end of September 2017, the two latter sectors still accounted for just over a quarter of loans by resident banks to Belgium-based non-financial corporations.
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			Overall, new loans received by Belgian businesses from resident banks during the first three quarters of 2017 amounted to € 6.4 billion, including securitised loans, according to the financial accounts statistics. Broader use of bank lending was accompanied by a reduced call on market funding, and especially on funding via bonds. This is evident from the fact that repayment of loans contracted in that form from the other institutional sectors exceeded the value of new bond issues. As a result, the volume of debt instruments issued by non-financial corporations was down € 375 million over the first three quarters of 2017, having risen € 13.5 billion in the previous year, due primarily to AB InBev’s bond issue to fund the acquisition of SABMiller. Reduced issuance of debt instruments since mid-2016 suggests that, all things considered, the corporate sector purchase programme (CSPP) implemented by the Eurosystem has not had any significant direct impact on Belgian businesses, other than possibly through the downside pressure that the measure exerted on bond market rates. This is partially attributable to the small number of Belgian businesses whose bonds have a sufficiently high rating to qualify for purchase under the programme. It is also possible that some Belgian-based firms may have benefited indirectly – via shareholdings or intra-group loans – from funds raised through the issue of bonds by associated companies in Belgium or abroad.
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			Corporate debt levels fell overall in 2017, largely due to movements in intra-group funds

			Despite the rise in borrowing, overall corporate debt levels contracted considerably between the end of 2016 and the third quarter of 2017. The decline arose primarily from a € 39.1 billion fall in outstanding intra-group loans (1), which was largely attributable to the repayment by a large enterprise of a debt to a company from the captive financial institutions and money lenders sector. Furthermore, outstanding loans provided by non-resident banks also declined in the first three quarters of the year, by € 11.1 billion.

			As a result, on 30 September 2017, consolidated corporate debt amounted to € 507.7 billion, or 116.9 % of GDP. It thus remained well above the euro area average, which came to 77 % of GDP. The difference ought to be qualified, however, given the substantial intra-group liabilities of Belgian non-financial corporations towards foreign entities or captive financial institutions and money lenders. Adjusted for these liabilities, which account for almost half of the total, Belgian corporate debt to other sectors came to € 266.9 billion or 61.4 % of GDP. The scale of intra-group debt is typical of Belgium and also of a small number of other European countries, including the Netherlands, Ireland and Luxembourg.

			The capital ratio of Belgian non-financial corporations had exceeded the euro area average for a prolonged period, but this ceased to be the case in 2017. The debt-to-capital ratio amounted to 66.5 % in the third quarter of 2017, compared with an average of 62 % for the euro area, reflecting the sharp rise in the debt levels of Belgian-based businesses in 2016, whereas balance sheets in the euro area have been pruned more or less steadily since the end of 2011. The more rapid increase in Belgium’s corporate debt level apparent recently is substantially attributable to the funds borrowed via various channels by AB InBev. The recent decline in investment in equity capital, the volume of which had previously been boosted by the notional interest deduction scheme, also pushed up the debt-to-capital ratio, albeit to a more limited degree. The relevant tax deduction has become less attractive due to successive reductions in its reference rate – the yield on ten-year linear bonds (OLOs) issued by the Belgian government – and the fact that it has not been possible since 2013 to carry tax deductions over from one tax year to another.

			It should also be noted that businesses chiefly contracted new loans with long terms and at historically low interest rates, which could compress both refinancing risk and interest charges.

			3.2New increase in household debt

			Net formation of financial assets declined further in 2017

			The trend seen since 2010 towards a lower rate of accumulation of new financial assets by households continued in 2017, since the total amount of their consumer spending and real investment more or less equalled their disposable income. The cumulative balance of financial transactions by households fell year-on-year to minus € 1.7 billion by the end of the third quarter of 2017, its lowest level since 2007.

			This was again accompanied by the regular and steady accumulation of new liabilities to the tune of € 3.1 billion a quarter in 2017, compared with € 2.6 billion in 2016. For their part, new investment declined in the first nine months of 2017 to € 0.8 billion a quarter, as opposed to € 3.5 billion during the corresponding period of 2016.

			Households focusing more on riskier financial assets

			Having faced exceptionally low returns for several years, households not only purchased fewer financial assets, they also focused more on instruments associated with higher risk levels and which therefore offer a certain level of return. This increase in risk appetite reflected the upturn in economic growth and the clear improvement in household confidence to which this gave rise, as well as attractive financial market developments such as price increases and limited volatility.
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			The pursuit of higher returns, necessitating the holding of riskier assets, translated into the sale of debt securities – principally government and corporate bonds and savings certificates – to the amount of € 6.3 billion, which meant households realised potential capital gains on the portfolios in question. Insurance products with guaranteed capital (specifically those belonging to class 21) were adversely affected by the low interest rate environment and by a strategic shift in insurance company policy. The companies in question responded to the potential reinvestment risk inherent in this situation by scaling back production of these products, which have become less profitable ; households meanwhile cashed them in to the tune of € 3.6 billion. Finally, they also reduced their investment in the shape of cash and deposits, from € 11.5 billion in the period from January to September 2016 to € 5.3 billion. The funds released were mainly placed in current accounts (€ 3.8 billion) and savings accounts (€ 2.8 billion).
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			Conversely, households acquired investment fund units amounting to € 7.9 billion, and, to a lesser extent, insurance products without capital guarantee, such as those belonging to class 23, for a sum of € 1.9 billion. But they once again offloaded individual shares, primarily listed equities, for a total of € 0.8 billion.

			Changes to taxes levied on income from movable assets also impacted households’ decisions on their financial investment. The tax on speculation was scrapped in 2017, having been introduced in 2016 for capital gains realised by private investors on the stock exchange within less than six months. At the same time, the maximum amounts payable for the tax on stock market transactions applicable to all operations were almost doubled, rising in the case of equities from € 900 to € 1 600. Lastly, withholding tax on dividends and interest was raised from 27 % to 30 % on 1 January 2017.

			Other changes also had the potential to alter household behaviour. The government introduced a 0.15 % tax, for instance, on outstanding assets held by private individuals in securities accounts where these amount to at least € 500 000. This applies to holdings of equities, bonds and investment funds, as well as other exchange-tradeable financial products such as warrants, certificates and trackers, but excludes registered securities. Nor does investment in life insurance and pension savings products attract the tax, which may have stimulated investment in class 23 insurance products in particular. Other new elements have also come into effect since 1 January 2018, including an exemption from the 30 % withholding tax on the first € 627 in dividends, and a cap of € 940 (compared with € 1 880 previously) on the tax-exempt interest on savings accounts. These adjustments are primarily intended to encourage private individuals to invest in the real economy – in the form of shares – by discouraging investment in savings accounts. Finally, one of the changes that did not affect household transactions in 2017 was also aimed at pension saving : where contributions had previously entitled savers to a 30 % reduction in tax up to an annual ceiling of € 940, they are permitted as of 2018 to pay in above that limit to a maximum of € 1 200 per year, in which case the applicable tax reduction is reduced to 25 %.

			Households show continued interest in real estate against the backdrop of a relatively stable market

			Property prices in Belgium have been rising strongly for over three decades now, with no genuine downward correction being triggered even against the backdrop of the economic and financial crisis that began in 2008. Corrections of this kind have, by contrast, occurred in several European countries, among them Spain, Ireland and the Netherlands. House prices have, however, been rising again in the past few years in virtually all European countries – particularly in the euro area periphery, but also in the Netherlands and Germany, and sharply so in Austria.
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			Growth in property prices accelerated somewhat in Belgium between 2016 and 2017, with a nominal year-on-year increase of 2.8 % in the first three quarters of 2017. Deflated by the final consumption expenditure deflator, the figure amounts to a real price increase of 1.1 %. House prices had continued to rise between 2011 and 2016, but the pace of growth had eased. The recovery in 2017 appears to have put an end to that pattern. A clear but short-lived acceleration also occurred in 2015, even though tighter tax rules on mortgage loans – in the Flemish Region in particular – might have mitigated this.

			According to the estimates of an econometric model that takes account of various demand factors – household disposable income, mortgage rates, demographic trends and key changes in taxes on real estate – house prices in 2017 are believed to have been approximately 6.5 % higher than their estimated equilibrium value. This was less than in 2015, when the deviation had risen sharply to 11.1 %. The reduction is chiefly attributable to the slower rate of increase in property prices, which therefore remains lower than what the determinants in the model suggest, but also in part to the recent expansion of the housing stock. The number of dwellings increased by 5.5 % between 2010 and 2016, while the number of households rose 4.1 % over the same period, which suggests a better match between the housing supply and demographic trends. It should also be noted that real estate prices being close to the value estimated according to the underlying fundamental determinants in no way implies that the property market is not facing any risks. Property prices could fall substantially should one of the determinants deteriorate sharply – due to an increase in interest rates, for instance, or a shock to household income.

			Activity in the secondary real estate market, which was clearly influenced by the reforms implemented by the Regions since 2015 with regard to the tax deductibility of mortgage loans, moved closer to its customary levels in 2016. It picked up again in 2017, albeit at a moderate rate, as the Royal Federation of Belgian Notaries recorded a rise of barely 1 % in the number of transactions in the first three quarters of the year compared with the corresponding period in 2016.

			Increase in household debt once again primarily due to mortgage loans

			The financial environment in 2017 thus remained conducive to renovation projects and property purchases. Low interest rates continued to be a key factor underpinning demand for residential property investment. Although interest rates on new mortgage loans with a term of over ten years were slightly higher than their November 2016 trough (1.99 %), they remained extremely low, amounting to 2.07 % in November. Rates for loans with variable interest and a fixed-rate period of no more than one year continued to decline, falling from 2.48 % at the end of 2016 to 1.89 % at the end of November 2017. Consequently, taking account of the increase in consumer prices, real interest rates on new home loans remained around zero.

			Successive reductions in recent years in the interest rates applying to new mortgage loans meant that the average rate of interest on outstanding loans with a residual term of over five years also declined in 2017, reaching 2.27 % in November.

			At the same time, the Eurosystem’s BLS shows that participating banks reported a certain tightening of credit terms since the beginning of 2016, although this was neither generalised nor continuous. Closer analysis of the survey suggests that it resulted from an increase in the margins on standard loans (in 2016) and, more recently, on riskier loans. This development may have been mitigated, however, by competitive pressures.

			Household demand for property finance remained robust in 2017. Compared with previous years, however, it related more to newbuilds and purchases, with outstanding renovation loans more stable. This combined with higher property prices to drive an upward trend in the average amount of mortgage loans.
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			As a result, outstanding mortgage loans hit a record high of € 222 billion in September 2017. Since property loans account for the lion’s share of household debt, the latter continued to trend upwards in the third quarter of the year, to 59.9 % of GDP. This ratio is currently higher than the average in the euro area, where the downward trend that began at the end of 2009 continued in 2017, albeit at a slower pace. Household debt in the euro area fell to 57.9 % of GDP by the end of September 2017.

			The arrears recorded by the Central Individual Credit Register do not provide evidence, however, of any general vulnerability to debt on the part of households. The percentage of mortgage loans in arrears declined further in 2017 to 1 % at the end of December, compared with 1.1 % at year-end 2016. The situation has improved in recent years, as confirmed by the default rate per loan issue year, measured over time and without taking account of regularisations. In 2007, 0.9 % of mortgage loans were no longer being serviced after one year, compared with just 0.3 % in 2016. Similarly, 0.5 % of contracts issued in 2015 had been in default at least once after a period of two years, compared with 2 % of those granted in 2007.
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			Non-mortgage credit only accounted for 14.5 % of total household debt, but was generally more prone to default. An improvement was noted in 2017 in this regard, too. The average amount of borrowing associated with loans and instalment sales stabilised, while that of credit lines declined. In the case of arrears, the default rate on loans and instalment sales also declined month by month, to 9.3 % at the end of December (compared with 9.7 % at the beginning of the year), while that on credit lines, which had been on an upward trend between 2012 and 2016, stabilised in December 2017 at 5.1 %.

			Although households’ debt levels have risen, their substantial volume of financial assets mitigated the associated risk, as their aggregate financial situation generally remains robust. This reflects the fact that, despite the weakness of new investment, the balance of their debts and their financial assets did not deteriorate fundamentally in the course of the year : the ratio stood at 19.4 % at the end of September, which was still clearly lower than that for the euro area as a whole (27.1 %).

			Vulnerabilities from a microeconomic point of view can, however, be found in the structure of household debt, based on data from the Household Finance and Consumption Survey (HFCS). Some households may be viewed as running a risk, as their level of debt is high relative to their income or because of the high ratio between the sum borrowed and the value of the purchased property. A rise in interest rates or a deterioration in labour market conditions, for instance, would then have the potential to weaken the limited debt servicing capacity of the households in question. It should be noted, incidentally, that households’ financial assets are unevenly distributed : they are relatively concentrated among households that are free of debt, while in the case of households that do carry debt, these assets are more likely to be held by those with a favourable debt-to-income ratio. In other words, the financial capacity of Belgian households only partially helps to bolster the sustainability of their mortgage debt.

			
				
					[See box 4]

				

			

			The economy’s overall financial position remains favourable

			Belgian households have the most substantial net financial wealth, relative to GDP, of any country in the euro area. This exceptionally comfortable situation helps place Belgium in a net creditor position that is among the highest in the euro area. The substantial net financial wealth of its households amply compensates for the net liabilities of Belgium’s government and business, and ensures the country its net creditor position. Within the euro area, the Netherlands, Germany, Finland and Austria also boast net creditor positions. According to the national financial accounts, Belgium’s net claims on other countries amounted at the end of September 2017 to € 200 billion, or 46 % of GDP.
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			The outstanding financial assets and liabilities of the domestic sectors are important when identifying macroeconomic imbalances. The EC, for instance, focuses for its macroeconomic imbalance procedure (MIP) not only on government borrowing, but also on elements such as the net external position and consolidated private debt. To this end, uniform threshold values are applied to EU countries based on historical debt levels, below or above which the situation might be viewed as unsustainable. With reference to the net external position, the threshold value for which is –35 % of GDP, the Belgian economy is therefore well outside the danger zone. The EC applies threshold values of 60 % of GDP for public debt and 133 % for consolidated private debt. The fact that, just as for public debt, the threshold value has been exceeded for private debt (177 % of GDP at the end of September 2017) does not necessarily imply that the latter entails sustainability risks. To start with, the consolidated debt of Belgian non-financial corporations includes a substantial amount of cross-border intra-group loans, which ought ideally to be stripped out of the debt definition. Adjusted for such loans, Belgian private debt works out at 121 % of GDP, which is below the threshold value. The threshold values, when viewed more widely, are merely indicative ; when assessing the sustainability of private debt, account should also be taken of other factors that determine financial health, such as the quantity and quality of the assets and / or of the equity capital balancing these debts.

			Aside from the structural risks arising from the debt positions, policy – above all macroprudential policy – aims to limit the cyclical risks associated with lending. More specifically, since 2016, it has been ascertained based on the credit-to-GDP gap whether banks need to form a countercyclical capital buffer (CCyB). Despite the relatively strong growth in lending, this indicator currently works out at below 2 percentage points of GDP, which is the figure recommended by the European Systemic Risk Board (ESRB) as the threshold value for forming a CCyB. As Belgium’s macroprudential authority, however, the NBB bases its calculation of the buffer not only on the lending pattern but also on an evaluation of the other cyclical risks that can hit the financial system. The buffer has so far not been activated and so amounts to 0 % of the risk-weighted assets.

			3.3Banking sector benefits from the economic revival, but still faces significant challenges

			The restructuring drive that occurred during the financial crisis and the years that followed means that Belgian banking is financially healthy, enabling the sector to both promote and benefit from the economic recovery. Nevertheless, the banks still face onerous challenges. The prolonged period of low interest rates is starting to weigh on the intermediation margin, their principal income source, prompting an attempt to offset this loss by raising their production volume – and thereby triggering intense competition in certain key markets. This heightened competition should not be accompanied by behaviour that could prove harmful to the financial health of credit institutions. For this reason, the Bank stressed in a press release on 21 November 2017 that the recent vigorous growth in mortgage lending had arisen in part due to unusually relaxed lending criteria, and called on the sector to respond by making itself less vulnerable to a real estate shock. Belgium’s banks must also ensure that commercial margins, which have declined sharply in recent years, continue to reflect the risks associated with new loan business and do not weigh unduly on the future profitability of the credit institutions.

			Completion of banks’ balance sheet restructuring accompanied by recovery in lending to private sector

			Banks in Belgium reduced their assets by over a third between the end of 2007 and the end of 2014, mainly by disposing of interbank and international operations. As a result, the sector’s balance sheet, measured on a consolidated basis (2), shrank over the course of the period to € 996 billion (248 % of GDP) from € 1 578 billion (458 % of GDP). Having gone through this process, the financially healthy banking sector has enjoyed the positive effects of the economic revival since 2015, encouraged by accommodating monetary policies of the central banks. Belgian banks’ total assets came to € 1 044 billion (almost 240 % of GDP) at the end of September 2017. The increase reflected factors such as a rise in bank lending to the private sector, encouraged by the abundance of cash made available to the banks. Loans by the Belgian banking sector to Belgian and foreign households and non-financial corporations rose by € 37 billion and € 13 billion respectively between the end of 2014 and September 2017.
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			The banks have scaled back their exposure to the public sector in recent years, in contrast with their lending to the private sector. Their portfolio of government bonds, which accounts for the majority of this exposure, had been reduced from € 180 billion at the end of 2014 to € 156 billion at the end of September 2017. This trend gathered pace in the recent period, as the market conditions created by the ECB’s asset purchase programme encouraged the banks to sell part of their portfolio – allowing them to realise capital gains – or at least not to renew positions as they matured. Furthermore, the banks have steadily diversified their portfolio of government bonds – and 2017 was no exception – following a clear trend towards concentration in the Belgian market during the sovereign debt crisis of 2011 and 2012 against the backdrop of financial system fragmentation in the euro area. Exposure to the Belgian public sector nevertheless still accounted for over half that portfolio on 30 September 2017.

			Exposures to commercial and residential property in Belgium continue to grow rapidly as part of a general increase in lending

			Within their lending to the private sector, loans by banks to Belgian non-financial corporations have risen by almost € 11 billion since the end of 2014, € 5 billion of which was in the last 12 months alone. The loans in question totalled € 129 billion as at 30 September 2017. As previously noted, growth in bank lending was fairly general, but it was particularly marked in industry and services to business. Credit growth was once again relatively vigorous among Belgian enterprises in the construction and real estate sectors, though without hitting the same high level as the past ten years. Taken together, these businesses accounted for 25 % of the banks’ portfolio of loans to Belgian non-financial corporations at the end of September 2017, making them the most important single sector. This has contributed to the banking sector’s increasing exposure to commercial and residential property in Belgium.

			More generally, Belgian banks focus a larger proportion of their activities on the domestic mortgage market. The total outstanding amount of mortgage loans to Belgian households has risen, for example, by over 5 % year-on-year in the past two years, peaking at € 194 billion at the end of September 2017. Gross mortgage loan business amounted to € 50 billion over the past 12 months, with € 15 billion of this comprising the internal refinancing of loans previously taken out by bank clients. External refinancing – i.e. where the loan is refinanced with another bank – came to € 4 billion. Net new business thus hit a record level of just over € 30 billion year-on-year. Some borrowers have refinanced their mortgage loans several times, which means it is no longer possible to determine the refinanced portion of the banks’ portfolio accurately. However, over a third of Belgian mortgage loans can be estimated to have been refinanced since the end of 2014. Refinancing has once again risen a little since mid-2017, probably due to borrowers anticipating possible interest rate rises in response to the announced gradual winding down of the ECB’s accommodating monetary policy. The refinancing of mortgage loans involves early redemption fees, which positively impact the banks’ net interest income at the moment they are collected. But this does not diminish the fact that reducing the level of interest on these contracts – with the new rate generally fixed for the entire remaining term of the loan – puts additional pressure on the profitability of this portfolio, alongside the lower rates on new business.

			Vulnerabilities have built up in the Belgian mortgage portfolio

			The banks’ general focus on mortgage lending has also intensified competition, as expressed in a decline in commercial margins on new loans, calculated as the difference between the rates that clients pay on the contracts and the market financing rates for comparable maturities. What’s more, growth in mortgage loans since 2015 has no longer been accompanied by a tightening of lending criteria, as was the case between 2012 and 2014. The criteria were, in fact, loosened somewhat in the first half of 2017. The average term of new mortgage loans lengthened again, for instance, while the average debt-service-to-income ratio (DSTI) for borrowers ceased to decline and even deteriorated slightly, despite longer terms. Moreover, the share of new business accounted for by mortgage loans where the amount borrowed is equal to more than 80 % of the value of the financed property (loan-to-value ratio, LTV) rose to 50 % again in the first half of 2017, having eased from 50 % to 41 % between 2012 and 2014. Other trends, such as the increase in the average amount borrowed and the rise in household debt, lend weight to the picture of substantial and growing vulnerabilities in this portfolio, even though default rates remain relatively low. In view of this, the Bank deems it necessary to replace the macroprudential measure introduced in 2013 – an increase of five percentage points in the risk weighting calculated using internal models – with a measure consisting of two components : a linear one applying equally to all loans, which therefore ensures continuity with the previous measure, and a more targeted component to be applied in the form of a multiplier that would depend on the average risk of the portfolio at each bank. The effect would be to impose a proportionally higher capital requirement on banks whose mortgage loan portfolios are exposed to greater risk and which therefore contribute more substantially to systemic risk. This new provision, announced in the Bank’s press release of 21 November 2017, is discussed in detail in the second part of this Report (see part II.B.1).
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			In spite of the intense competition in certain segments of the Belgian market, banks have not unduly bolstered their international presence, as they did previously. Belgian banks’ foreign assets only account for slightly less than a quarter of the sector’s total assets and consist primarily of loans to households and to non-financial corporations in a few strategic markets, including the Netherlands, the Czech Republic, Turkey, Luxembourg and Ireland.

			Belgian banks still have surplus liquidity despite increase in lending to the private sector domestically and internationally

			The banking sector ended the third quarter of 2017 with surplus liquidity, reflecting the ample availability of liquidity in the euro area and despite the increase in lending to households and businesses. A more substantial proportion of this liquidity has been reinvested recently in the Eurosystem. As a result, assets held in current accounts with the central banks rose from € 69 billion in September 2016 to € 120 billion in September 2017, having been fairly stable for some years. This development is attributable to the extremely low level of short-term market interest rates, which makes deposits with the central banks more economical, even at a negative rate of interest, than investing in the interbank market.

			The increase in the Belgian banking sector’s surplus liquidity can be explained in part by growth in deposits from other Belgian or foreign credit institutions, which came to € 121 billion in September 2017, compared with € 103 billion in the previous year. Belgian banks also made more intensive use of the liquidity lines provided to the sector by the ECB in the context of targeted longer-term refinancing operations (TLTRO II), doing so to the tune of € 10 billion during the same period. In this way, they were able to finance themselves cheaply for a prolonged period. Deposits by Belgian and foreign households rose by € 7 billion and € 5 billion respectively.

			A substantial proportion of the new bank deposits were the result of repurchase agreements (repos), where Belgium’s banks pledge securities to other credit institutions in exchange for liquidity, which is repaid when the contract matures. This has prompted a virtually persistent increase since the beginning of 2017 in the percentage of encumbered assets in the banking sector’s total assets, which rose to 14.2 % in September. Other elements also caused the proportion of encumbered assets to increase, including the issue of covered bonds.

			Although a bigger proportion of the assets is encumbered and is hence no longer liquid, Belgian banks still enjoy a robust liquidity position, as shown by their liquidity ratios. The sector’s liquidity coverage ratio (LCR), which requires a bank to maintain sufficient high-quality liquid assets to be able to sustain the total net outflow of funds for 30 days during a period of stress, is still well above the required 100 %. However, the breakdown of the banks’ liquid asset buffer has changed as a result of the developments described above, and now comprises a larger proportion of current account credits with the central banks and less government paper.

			Belgian banks reported another set of good results in 2017

			Despite the persistently low level of interest rates, Belgian banks have shown relatively high profitability since the end of 2014 compared with that of other credit institutions in the euro area. The sector recorded a net profit of € 4.9 billion in the first nine months of 2017, which meant that the annualised return on equity approached 10 % for the third year in a row, compared with 0.6 % for assets. Box 5 at the end of this section provides a more detailed comparison of the results of the Belgian banking sector with that of the euro area.
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			The high level of profitability in Belgium nevertheless has to be seen in the light of returns demanded by shareholders. For the recipients of the funds invested by shareholders, these returns correspond with capital costs, which for many institutions represent a profitability target that can have an impact on the banks’ internal management. Capital costs are difficult to measure, though, as they are influenced not only by the institution’s risk profile, but also by elements that cannot be observed, such as market uncertainty. According to a survey by the European Banking Authority (EBA), most European banks place their capital costs at between 8 % and 10 %.
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			The solid results achieved by the banking sector in the first nine months should also be qualified, as these were boosted by the restructuring of a large banking group, which meant that new entities were included in the consolidation perimeter for the Belgian banks in 2017. This expansion was a major factor behind the increase in bank operating income to € 17.9 billion in the first nine months of the year, compared with € 16.6 billion for the same period in 2016. The total income from more structural sources of profitability, such as net interest income and net fee and commission income, by contrast, remained stable.
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			The increase in operating income was primarily attributable to the improved level of non-interest income, which chiefly reflected the previously cited expansion of the banking sector’s consolidation perimeter. Also contributing to this was a € 450 million increase in net fee and commission income, as brighter economic prospects encouraged the sale of investment fund units. Gains on financial instruments, by contrast, were down a little, due to a further slight increase in long-term interest rates : unrealised gains, which are recognised when the market values of securities increase, and gains on the sale of securities declined accordingly to € 580 million in the first nine months of 2017, compared with € 760 million in the previous year.

			Banks are seeking to diversify their income sources in response to intensified pressure on their interest margins

			Having remained resilient until recently, banks’ net interest income fell by € 430 million in the first nine months of 2017. The decline is attributable to the contraction of net interest margins, which meant the impact outweighed profits generated by the growth in lending to the private sector. Faced with lower returns on their assets in 2017, Belgium’s banks were no longer able to bear down on their financing costs as they had done in recent years. This was particularly the case with rates on sight and savings accounts, which had already been pegged back in the second half of 2016 to a lower limit of 0 % and 0.11 % respectively (including fidelity premiums).

			The pressure that the low interest rate environment is exerting on their net interest income has also prompted banks to modify their business model with a view, among other things, to diversifying their income sources. Some institutions have already announced that they intend to expand their sales of investment products. New technologies also offer banks the opportunity to broaden their commercial offering by developing new distribution channels as well as new products and services. At the same time, as already evident in the payments business, the rise of new technologies could also encourage new players to enter certain segments, thereby fuelling competition. What’s more, the development of technological tools frequently requires significant and risky investment that can be beyond the reach of smaller institutions.

			Digital tools could nevertheless enable the sector to ease its cost structure, which has so far proved relatively rigid. The ratio of Belgian banks’ costs to their income has scarcely moved from 60 % for some years now. Their operating expenses came to € 10.5 billion in the first nine months of 2017, up almost € 700 million compared with the corresponding period in 2016. This higher expenditure is due largely to the restructuring of a bank group previously referred to, which resulted in the integration of new entities in the sector’s consolidation perimeter. Operating income grew to a similar extent, however, and so the sector’s cost-to-income ratio remained stable at 59 %.

			Staff costs accounted for just under half of total operating expenses in the first three quarters of 2017. These have been stable since 2014, even though Febelfin statistics suggest that employment in the sector contracted by about 13 % between 2010 and 2016 – a paradox that can be explained by the rise in average wage costs in the sector, reflecting changes in the personnel structure. Figures for 2016 show that Belgian banks mostly recruited holders of Master’s degrees or PhDs to managerial posts, while the proportion of clerical staff within the workforce has been clearly diminishing for some years now.

			Favourable economic climate and cautious reserve policy limit the need for fresh provisions

			The improved economic climate in Belgium and abroad also contributed to the sector’s good results through a further reduction in provisioning. Provisions came to € 450 million in the first nine months of 2017, which is barely 3 % of banking income. By way of comparison, the ratio in 2013 was close to 15 %. The low level of additional provisions partially reflects the high quality of Belgian banks’ assets : non-performing loans as a percentage of the Belgian banking sector’s total loans and advances stood at 3 % at the end of September 2017, well below the euro area’s second-quarter average of 5.4 %. The current level of outstanding provisions already covers almost 46 % of non-performing loans, moreover, which reduces the necessity to take extra provisions under the current rules. It is nonetheless possible that provisioning by the Belgian banks will be raised in the future following the introduction of the IFRS 9 accounting standard on 1 January 2018. The latter specifies that loan loss provisions will no longer be calculated on the basis of losses incurred but on probable future losses, and that such provisions should be made at the first visible sign of deterioration in credit quality and for the entire residual term of the contract.

			Solvency position of the Belgian banks remains at a respectable level

			The Belgian banks’ risk-weighted assets have gradually increased since the end of the deleveraging process in 2014, in line with the general balance sheet trend. These rose from € 370 billion at the end of 2016 to € 374 billion at the end of September 2017. Risk-weighted assets largely comprise credit risk weightings, which amounted to € 314 billion at the end of September, compared with € 308 billion at the end of 2016. The higher level of risk-weighted assets means that the capital requirement for the Belgian banks has risen. Common equity Tier 1 (CET1) capital also recorded a slight increase, to € 60.7 billion, with the result that the CET1 ratio remained stable around 15.7 %. This still puts the Belgian banks, on average at least, in a comfortable solvency position that is amply ahead of regulatory requirements.

			The regulatory minimum Tier 1 basic capital requirement under CRD IV (the Capital Requirements Directive) was 5.75 % in 2017, compared with 5.125 % in 2016, due to the increase in the capital conservation buffer to 1.25 %. The buffer will amount to 2.5 % by year-end 2019. The capital requirement was raised further for systemically important institutions ; as from 2018, the extra buffer will amount to 0.75 % for less systemically important banks and 1.5 % for more systemically important ones. On top of these Pillar 1 capital buffers, there will be Pillar 2 buffers set individually for each institution based on its risk profile (see the “Prudential regulation and supervision” part of this Report). CRD IV further states that transitional measures relating to some capital deductions will also gradually disappear by around 2018. If CRD IV had been fully in place in September 2017, CET1 ratios would have merely edged down to 15.4 %, still a respectable level.
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					[See box 5]

				

			

			3.4Insurance sector remained under pressure in 2017

			Belgian insurance companies faced persistently difficult market conditions in 2017, despite the economic recovery. The low interest rate environment poses a significant challenge to their life insurance activities, while non-life business began to stabilise.

			Non-life insurance profits remained stable, while life insurance recorded a low level of profitability

			The insurance sector as a whole reported net profits of € 1.3 billion in 2016 and a 9.8 % return on equity. The figures were in line with those of the three previous years, yet remained well below their level before the financial crisis. Sector profits in the 2003 to 2007 period averaged € 2.1 billion and the return on equity 20 %, albeit in an economic and financial environment that proved unsustainable in the long term.

			Non-life insurance results have been relatively constant since 2012 at around € 1.4 billion. Premium income – which came to € 12.7 billion in 2016 – has also remained stable for two years now, and this was also the case during the first nine months of 2017, which might indicate possible market saturation. The trend towards stagnating premiums poses a significant challenge to the non-life insurance sector, which currently faces fierce competition in the Belgian market and a slowdown in premium collection in certain traditional segments. The net combined ratio, which compares the total cost of claims and operating expenses to net premium income, rose slightly in 2016, reflecting sector cost trends, before declining in the first nine months of 2017. The combined ratio remained below 100 % for most insurance categories, suggesting healthy cost management in the sector. Third-party motor insurance was an exception, with a ratio of 102 % in September 2017, although this was down on the figure at the end of 2016.

			Life insurance business activity, meanwhile, has fallen off substantially since the financial crisis. Profits of € 1.1 billion in 2016 were up considerably on the previous year, but were largely underpinned by realised capital gains, which came to € 1.6 billion. The sector’s premium income slid to what amounted to the lowest level since 2002, influenced by the hefty decline in individual class 21 products, while the figures for group insurance were stable. Investment income, not including realised gains, has also declined since 2012 due to low interest rates and the more concrete manifestation of reinvestment risk. The country’s insurance companies have adjusted to this environment by scaling back or ending the output of class 21 products and by focusing more on new products that are better aligned with the current economic situation, most notably class 23 products, where the investment risk is borne by policy-holders. The business model of the life insurance companies could gradually shift in the future towards activities in asset management. Although premium income for products of this type remained very low in 2016, it rose considerably in the first nine months of 2017, in sharp contrast with the further decline shown by class 21 figures.

			
				
					[image: ]
				

			

			Liabilities with high guaranteed returns are slowly declining

			Total inventory reserves for guaranteed-return contracts fell from € 164.3 billion to € 163.7 billion between the end of 2015 and end-2016, the most recent period for which detailed annual data are available. This contraction in reserves was chiefly caused by individual insurance, the outstanding amount of which fell further, by just under 2 %. The downward trend in technical provisions for individual class 21 products that began in 2013 points to deteriorating activity across the sector. The trend is the result of declining net receipts, as the new premiums, the interest rates offered and possible profit-sharing no longer offset withdrawals – the capital paid out to the policy-holder when contracts mature or are surrendered. Group insurance, by contrast, recorded an increase of 3 %.

			Although reserves for contracts with guaranteed returns of over 2 % declined (–11 % between 2015 and 2016) in favour of lower-return agreements (+40 % over the same period), contracts with a guaranteed return on accrued and / or yet-to-be accrued reserves (based on future premiums) exceeding 4.5 % nevertheless still represented € 23.5 billion in 2016, or 14 % of inventory reserves. The comparable figure for 2015 was € 24.5 billion and for 2011 € 31.3 billion. Most contracts guaranteeing the policy-holder a high return also promise the same on future premiums. At the end of 2016, agreements of this kind accounted for 88 % of inventory reserves on contracts with a return in excess of 4 %. The negative impact of these contracts on profitability and solvency has led some insurance companies to mount major surrender campaigns for several years now, in which they use exit premiums to encourage policy-holders to terminate their contracts. The outstanding amount of guaranteed-return life insurance contracts and the level of this return are, indeed, extremely important potential risk parameters for the insurance companies in a period in which interest rates on risk-free investment are continuing to fall.
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			Persistently low interest rates are forcing insurance companies to offer contracts more in line with market conditions, with the average guaranteed return on class 21 agreements falling from 2.82 % in 2015 to 2.62 % in 2016 – or, more specifically, from 2.64 % to 2.44 % for individual insurance and from 3.19 % to 2.96 % for group insurance. Insurers also imposed time limits on guarantees and promoted sales of class 23 agreements, which do not offer guaranteed returns and are mostly tied to public or internal investment funds, sometimes managed by the group’s fund manager. In addition, hybrid products were developed, combining features of classes 21 and 23.

			Low interest rate environment poses threat to insurers’ investment income

			The average annual return of the covering assets of guaranteed-return contracts was 5.13 % in 2016 for the sector as a whole. This percentage was largely underpinned, however, by realised capital gains, as the return adjusted for gains and impairments worked out at 4 %. Furthermore, the average duration of life insurance liabilities (10.8 years) is longer than that for assets (8.4 years) : weighted according to the assets and liabilities, the difference in duration in 2016 was estimated at 1.8 years. These two factors mean that insurers offering guaranteed returns are exposed to a reinvestment risk. If the current low level of interest rates were to persist, a substantial amount of maturing securities with a high rating (AAA or AA) will have to be reinvested in instruments offering a lower return. In this scenario, the effective return on the assets, which is still currently higher on average than the guaranteed return, would no longer be sufficient, in theory, to cover the guaranteed returns on previously concluded agreements.

			Various instruments have been defined under prudential regulation to ensure that the interest rate risks are covered (3). Unless conditional exemption is granted, for example, insurance companies are required to form additional annual provisions – generally called “flashing-light provisions” – to ensure that they can still meet their future obligations, despite the low interest rate environment. These provisions came to € 7.6 billion at the end of 2016, roughly equal to the previous year.

			The maximum reference rate for long-term life insurance contracts has been held at 2 % in 2018, and the minimum rate for employer-guaranteed returns on supplementary pensions at 1.75 % for member and employer contributions. Although these two reference rates are set within different legal frameworks, they are revised together annually to ensure that the second rate does not exceed the first. Employers might shun the system if the guaranteed return for supplementary pensions were set at too high a level, as they would be no more able than the insurance companies to pay the guaranteed interest.
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			Investment showing some signs of a search for yield

			In view of weak returns on their traditional portfolios, some insurance companies have attempted to shift their investment to higher-yielding assets in order to meet the obligations arising from their life insurance contracts. Although this portfolio adjustment is proceeding slowly and in step with longer-term assets, the proportion of government bonds and liquid assets has been declining for several years now, while that of loans and investment funds is growing. By the end of September 2017, bonds still accounted for the majority of portfolio holdings, at € 194 billion, with government securities making up € 133 billion (€ 76 billion of which was in Belgian government bonds) and corporate bonds € 61 billion. Almost 63 % of these securities commanded a high rating (AAA or AA), with that level remaining stable throughout the past year. The loan portfolio has been growing for a number of years now and was worth € 27 billion by the end of the third quarter of 2017, accounting for 10 % of investment excluding class 23. To put this in context, exposure to mortgage loans in Belgium’s neighbours was closer to an average of 5 %, with the exception of the Netherlands, where it came to 17 %. The rise of this type of portfolio reflects how insurers are diversifying their investment and suggests that certain companies are searching – albeit to a limited extent – for yield. The value of assets held to cover technical provisions for class 23 contracts amounted to € 35 billion, with these assets mostly held in units of undertakings for collective investment (UCIs).
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			Slight improvement in insurers’ solvency, but widespread differences remain

			Solvency is calculated under the Solvency II system as the ratio of an insurer’s eligible own funds to the capital requirements set according to its risk profile. The average weighted ratio of the sector as a whole stood at 192 % on 30 September 2017, suggesting a comfortable solvency position and a substantial improvement on the previous year’s ratio of 165 %. This reflects the fact that certain insurers had supplemented their equity through capital increases, which bolstered the favourable impact of the modest rise in interest rates. Insurers’ balance sheets are calculated at market value under Solvency II, which means that a rise in interest rates actually results in a sharper decline in the value of the insurers’ liabilities than in their assets, since the duration of the former is longer than that of the latter. This is expressed in net terms in an increase in equity at market value.

			All the same, there are widespread differences between the country’s insurers, whose ratios ranged from 100% to 400 % in September 2017, with a median of 170%.

			 

			
				
					(1)	Amount estimated based on data from the financial accounts, which aggregate loans provided to non-financial corporations by the foreign non-financial sector and by the captive financial institutions and money lenders sector. This is a consolidated amount that does not take account of loans provided by non-financial corporations to other resident non-financial corporations.

				

				
					(2)	The consolidated basis includes not only the activities of the banking sector in Belgium, but also those of Belgian banks’ foreign-based subsidiaries.

				

				
					(3)	The specific regulatory requirements for mitigating the interest rate risk are dealt with in more detail in the sections on insurance companies in the “Prudential regulation and supervision” part of this Report. The “flashing-light provision” is discussed specifically in box 16 of this section of the Report.
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			Box 4  –  Distribution of wealth components among households in Belgium and the euro area

			Belgian households display substantial financial wealth. Microeconomic data on the distribution of household savings can help explain certain developments in the overall economy that are revealed by the financial accounts. Assets held by a small part of the population tend, moreover, to contribute more substantially to an unequal distribution of wealth, while more widely distributed assets are more likely to reduce inequality. Disaggregated data can also thus help to explain inequality. The Household Finance and Consumption Survey (HFCS) (1) is conducted across the euro area and allows the distribution of household investment to be analysed. The most recently available data for this three-yearly survey relate to 2014. However, the degree to which households invest in particular assets, depending on their wealth, and the fundamental differences that emerge as a result, hardly change over the years. This is the source that has been used here to determine the extent to which possession of the various wealth components in Belgium corresponds with or deviates from that in the broader euro area. It should be reiterated in this regard that, viewed in aggregate, at over 309 % of GDP, the financial wealth of Belgian households is far greater than the euro area average of 214 %.
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			For the purposes of this analysis, households are split into percentiles (hundredths) according to their total net wealth : i.e. the sum of the value of all their assets less the sum of all their outstanding debts. Ownership of the various assets is generally seen to rise in both Belgium and the euro area as a household’s net wealth increases. All the same, there are several noteworthy differences between the various wealth components. Possession of certain assets varies sharply between wealthier and less wealthy households, while other assets feature in a larger number of portfolios and are hence distributed more evenly across the population. Savings deposits and home ownership, for instance, are distributed more equally, whereas it is primarily the richest households that own equities and other real estate. It may be inferred from this that the pattern of investment in shares, unlike that of savings deposits, is determined by a relatively small proportion of the population. Income inequality is reduced, meanwhile, by widespread home ownership, while investment in other real estate tends to increase inequality. Consequently, the growth in investment in supplementary real estate reflects the investment behaviour of a fairly small part of the population.

			There are several clear differences between Belgium and the euro area. The findings of the 2014 survey show, for example, that almost 77 % of Belgian households hold one or more savings accounts, compared with a euro area average of roughly 60 %. Individual pension funds and life insurance – the third pension pillar – are more widespread in Belgium than in the euro area : 44 % as against 30 %. Furthermore, a quarter of Belgian households save in the form of bonds, savings certificates or funds, compared with just one household in eight in the euro area. Belgian households’ relatively large appetite for financial investment of this kind compared with euro area households is found in all wealth quintiles. At the same time, significantly more Belgian households own their main residence : in 2014, this was the case for roughly 70 % of households in Belgium and for 61 % in the euro area. The difference is most apparent in the second and, to a lesser degree, the third wealth quintiles.

			In addition to their main residence, about 19 % of Belgian households own other real estate (to rent, for leisure use or for business purposes). The equivalent percentage for the euro area as a whole is higher (24 %) and the difference is found across the entire distribution of wealth. Lastly, some 18 % of Belgian households hold listed or unlisted shares (including in self-employed businesses) ; the proportion in the euro area averages a broadly equal 19 %. Distribution across wealth groups is also fairly comparable.

			The generally widespread possession by Belgian households of four types of asset – savings deposits ; individual pension funds and life insurance ; investment funds, savings certificates and bonds ; and, lastly, their main residence – makes Belgium (along with Slovakia) one of the euro area countries with the least unequally distributed total net wealth. The richest 1 % of households in Belgium, for instance, own 12 % of total net wealth, compared with a euro area average of 19 %. The 5 % (10 %) richest households in Belgium own 30 % (43 %) of total net wealth, as opposed to 38 % (51 %) in the euro area.

			
				
					(1)	For a description and analysis of the 2014 outcomes in Belgium, see : Du Caju, P. (2016), “Household wealth in Belgium : initial findings of the second wave of the Household Finance and Consumption Survey (HFCS)”, NBB, Economic Review, September, pp. 27–43. The key results for the euro area are summarised in : Household Finance and Consumption Network (2016), The Household Finance and Consumption Survey : results from the second wave, ECB Statistics Paper Series No. 18, December.
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			Box 5  –  Belgian banks are achieving better results than those of the euro area, but substantial challenges remain

			The 2008 financial crisis badly affected the Belgian banks, which suffered major exceptional losses on the winding up of activities and on other impairment charges and provisioning. This exerted intense pressure on their profitability, with the return on their assets falling to –1.5 % in 2008, which was by far the worst result in the euro area.

			At that point, Belgium’s banking sector embarked on the restructuring of its business model in accordance with concessions some of the banks made to the European Commission in exchange for the state aid they received at the height of the crisis. Like other European banks, they sharply reduced their interbank transactions and their international operations. However, this process began somewhat earlier in Belgium and went relatively further than elsewhere in the euro area : between the end of 2008 and 2010, Belgian banks scaled back their balance sheets by almost 20 %, bringing their total assets expressed as a percentage of GDP below the European average.

			Some of these measures had a positive impact on profitability and consequently on banks’ solvency. Belgian banks divested themselves of a substantial proportion of their low-margin assets (interbank loans) between 2008 and 2012, bolstering their net interest margin in the process. This margin, calculated as the ratio of net interest income to total assets, rose from 100 to 130 basis points. The banks also used their first post-crisis profits to strengthen their solvency position. The Belgian banking sector’s solvency ratio – which expresses the relationship between the level of regulatory capital and total assets – rose from 16.4 % to 18.2 % between 2008 and 2012, compared with an increase from 11.7 % to 14.7 % for all euro area credit institutions combined.

			The sharp decline in interest rates after 2012 was also very favourable at first to the Belgian banking sector’s net interest income as the banks were quick to benefit from the fall in their funding costs, while their interest receipts followed the trend more gradually because of the larger proportion of fixed-rate loans in Belgium than elsewhere in the euro area. Consequently, Belgian banks’ net margins rose from 2012 onwards until peaking in 2015. Net margins at other euro area banks were relatively stable over that period.
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			Although the euro area banks’ net interest income increased less sharply, they nevertheless recorded higher non-interest income than the Belgian banks (in the shape of fees, gains on financial instruments, etc.), as the latter have pursued more traditional business models since the financial crisis, geared towards banking services for retail and business clients. Moreover, the structural reforms in Belgium since 2014 have introduced a regulatory framework for the sector’s trading activities.

			The increase in operating income also contributed to a decline in the banking sector’s cost-to-income ratio, which fell in Belgium from 85 % in 2008 to 58 % in 2016, compared with a reduction from 72 % to 66 % in the euro area as a whole. Substantial differences are nevertheless still apparent between countries, which can be traced in part to the varying scale of their banks’ branch networks. More generally, these differences also indicate that Belgium’s banks still have some room for manoeuvre in which to improve the efficiency of their service, given that their operating expenses have barely fallen in absolute terms since the beginning of the crisis.

			The return on the Belgian banks’ assets was well above that of the euro area as a whole at the end of 2016 – the most recent year for which full data are available. The greater part of this difference relates to the high numbers in certain euro area countries for provisions and impairments and exceptional losses (fines, litigation costs, etc.). These led to risk costs – the amount of provisions and impairments relative to operating income – amounting to 21.4 % in the euro area at the end of 2016, compared with just 7.9 % in Belgium. As explained in the chapter on the euro area (see section 1.3), the high rates of default in some countries represent a considerable hindrance to the European banking sector’s profitability.

			Belgian banks still have to contend with significant challenges, even though, according to the different profitability scenarios set out above, they find themselves in a healthier-than-average situation than European banks as a group. The Belgian banking sector’s balance sheet and income structure shows greater exposure to a more prolonged low interest rate environment or a sudden fall in interest rates. Despite the efforts made in the past, Belgium’s banks therefore need to further bolster their profitability, by structurally tapping into a more diverse range of income sources and improving the efficiency of their operations.
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			Box 6  –  Insurers have a part to play in funding infrastructure projects

			As institutional investors, insurance companies play a part in the funding of the economy, especially infrastructure projects. Life insurance activities are linked to long-term liabilities, and so investment in long-term projects is perfectly aligned with these companies’ needs. All the same, insurers showed very little interest in investment of this kind until the new Solvency II prudential rules came into force in January 2016, because of the onerous capital requirements associated with such investment, which is frequently unrated and has long maturities.

			The European Commission responded, as part of the implementation of the Investment Plan for Europe, by amending the legislation relating to the Solvency II rules to lower the capital requirements for certain investment in infrastructure projects and in European long-term investment funds, with a view to making these more attractive to European insurers. In June 2017, the EC also proposed the creation of a separate asset class, with specific capital requirements, for investing in businesses active in infrastructure projects. As the competent supervisory authority for the insurance companies, the Bank issued a Circular in February 2017 (1) to provide additional information on the definition of and criteria for qualifying investment in infrastructure project entities according to Solvency II, intended to help insurance companies make the necessary risk assessments, given that infrastructure projects are subject to specific risks that these companies must be able to manage.

			In September 2017, infrastructure projects in Belgium accounted for just 0.7 % of total insurance company investment, while barely 62 % of these projects met the criteria to qualify for reduced capital requirements. What is more, only 14 of the 68 insurance companies subject to Solvency II reported that they invest in infrastructure projects, with several major insurers not active in this area at all. Assuralia, the association of Belgian insurance companies, ascribes this to the fact that the improvements to Solvency II take no account of the specific characteristics of the Belgian federal system : the funding of numerous infrastructure projects is currently guaranteed by the Regions rather than the federal government, which means they do not qualify for reduced capital requirements, as these only apply to investment guaranteed at federal level. The EC is due to examine this point, however, during its review of Solvency II scheduled for the end of 2018.

			Insurers are willing to invest in infrastructure projects, which are very attractive to them in a low interest rate environment because of the illiquidity premium on offer, but they feel that there are too few high-quality projects available and that their funding has not been sufficiently standardised. They are therefore calling for a platform to be developed that could connect project initiators with insurers – a proposal that had likewise been made previously by the Belgian pension funds, which are supervised by the FSMA. They too could help fund infrastructure projects, despite their lower balance sheets (an estimated € 30 billion for the sector as a whole, compared with € 240 billion in investment for life insurance). Less than 1 % of the pension funds’ investment currently takes this form.

			Despite the cited difficulties, investment in infrastructure by the Belgian insurance companies has risen by € 230 million since December 2016 (most recent available figures) to almost € 2.2 billion in September 2017, of which € 671 million was invested in projects in Belgium. This investment takes the shape of loans or of shares in projects (government-guaranteed or otherwise), and of stakes in public-private partnerships or in European long-term investment funds. They are used to fund projects such as the construction of hospitals, social housing, roads, airports, prisons, schools or energy sector infrastructure.

			Wider participation by Belgium’s insurers and pension funds in financing infrastructure projects would enhance the success of the National Pact for Strategic Investments announced by the government. But this has to be in line with the general risk policy set out by each company.

			
				
					(1)	See section E.2.6 of this Report’s “Prudential regulation and supervision” part.
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			4.   Public finances

			4.1Belgian public finances improve, but major challenges remain

			Significant reduction in government deficit in 2017

			Belgium ended 2017 with a general government deficit of 1 % of GDP – an improvement of 1.5 percentage points on 2016, when the defict stabilised. The reduction was due in part to a structural improvement in public finances, reinforced by the continuing upturn in the economy and strong jobs growth, the low interest rate environment and a number of one-off factors. After several years of virtually no improvement, these factors enabled solid progress to be made in 2017 on the road to achieving sound public finances. However, more still needs to be done : a structural balance has not yet been achieved and general government debt remains very high – though it did fall substantially in 2017, for the first time in years, down 2.9 percentage points to 102.8 % of GDP.

			The improvement in the budget balance can be attributed to higher revenue and a reduction in both primary expenditure and interest payments as a proportion of GDP. The rise in the revenue ratio was mainly due to higher income from taxes on company profits, caused largely by the sharp increase in advance payments. Other revenues remained virtually flat, as levies on employment were not reduced further in 2017 in the context of the tax shift. Primary expenditure grew moderately, and more slowly than economic activity. The combination of higher revenue and reduced expenditure as a percentage of GDP boosted the primary surplus to 1.5 % of GDP, its highest level since 2008. At the same time, interest payments continued their downward trend, falling by 0.3 percentage point to 2.5 % of GDP.
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			Federal government still accounts for most of the deficit

			The general government deficit is attributable almost entirely to the federal government, which saw its deficit fall from 2.5 % of GDP to 1.1 % in 2017. The social security accounts showed a surplus of 0.2 % of GDP, while the Communities and Regions closed the year on a slight negative result amounting to 0.1 % of GDP ; more specifically, the French Community and Walloon Region both recorded modest deficits. Finally, local government maintained a small surplus of 0.1 % of GDP, a slight reduction compared with 2016.

			
				
					[image: ]
				

			

			Improvement of 0.9 percentage point in structural overall balance

			The nominal balance was helped in 2017 by both the performance of the economy and non-recurrent factors, which contributed 0.2 and 0.3 of a percentage point, respectively. The structural balance, obtained by stripping out cyclical and temporary factors, consequently improved by 0.9 percentage point in 2017. The structural primary balance, which is a better reflection of discretionary fiscal policy because it is immune to the influence of movements in interest rates, improved by 0.6 percentage points of GDP.

			All in all, Belgium’s public finances showed a marked improvement in 2017. Despite this, the structural budget deficit still stands at 1.2 % of GDP, and, on the assumption of no policy change, is unlikely to improve in the 2018-20 period.
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			The European fiscal framework must be the guideline to achieve a structurally balanced budget

			The fiscal policies of the euro area countries must be aligned with the European governance framework for public finances, which is intended to promote fiscal discipline and avoid unwanted fiscal outcomes. Belgium is currently in the preventive arm of the Stability and Growth Pact, which sets achieving the medium-term objective (MTO) as a key requirement. This objective is set for the different countries based on the level of government debt, the estimated potential growth and the costs of population ageing. For Belgium, the MTO set in the stability programme in April 2017 was a structurally balanced budget. This would enable Belgium to reduce its government debt to 60 % of GDP sufficiently quickly, another key objective of the European fiscal framework. These actions are necessary in order to build buffers for the future and create the necessary policy headroom to meet the costs of an ageing society. Those costs are considerable, despite the mitigating effect of measures being taken in the context of pension reforms. Further structural consolidation efforts must be in line with the European framework.
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			The April 2017 stability programme, which sets out the fiscal plans for 2017 and the subsequent three years, is based on recommendations published by the Public Sector Borrowing Requirement section of Belgium’s High Council of Finance in March 2017. It comprises an amended budget trajectory in which the achievement of a structurally balanced budget is deferred from 2018 to 2019. The target for 2017 was a reduction in the structural budget deficit of one percentage point of GDP.

			The draft budget published in October 2017 amended the budget path again. The target of a better structural budget balance for 2018 was retained, but with a reduction in the envisaged improvement. No targets were set for 2019 and 2020, but, on the assumption of no policy change, the structural budget deficit of the general government would turn out at 1.3 % of GDP in 2020. Based on the economic projections published by the Bank in December 2017, the structural deficit will increase slightly from 2018.

			Based on the October 2017 draft budget and its own autumn forecasts, the EC concluded that there was a risk that Belgium would deviate significantly from the adjustment path to the MTO in 2017 and 2018 as set out by the preventive arm of the Stability and Growth Pact. As for the corrective arm of the Pact, Belgium must meet the debt criterion stipulating that its public debt should diminish at a satisfactory pace towards the reference value of 60 % of GDP, based on an average annual reduction in the debt ratio of one-twentieth of the difference compared with the reference value. According to the EC’s analysis, Belgium was not expected to meet this debt criterion in either 2017 or 2018.
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			No cooperation agreement on fiscal targets again in 2017, but internal fiscal coordination remains crucial

			European obligations relate to the budget position of the general government, which is the sum of the results of the federal government and the social security sector (Entity I) on the one hand and the Communities and Regions and local government (Entity II) on the other. Efforts must therefore be shared across all these government sub-sectors.

			The cooperation agreement signed on 13 December 2013 between the federal government, the Communities, the Regions and the Community Commissions provides a formal framework for fiscal coordination within Belgium. The agreement stipulates that the Consultative Committee, a consultation and coordination platform for the different levels of government, must agree on annual fiscal targets in the stability programme and their allocation across government sub-sectors based on a recommendation by the Public Sector Borrowing Requirement section of the High Council of Finance.

			Since signing the cooperation agreement, the Consultative Committee has been unable to agree on the allocation of the budgetary path as set out for the general government in the stability programme. In 2017, as in 2015 and 2016, the Communities and Regions merely took note of the budgetary path for the general government and its allocation between Entity I and Entity II. The April 2017 stability programme stated that both the general government and the two entities would achieve a structural balance in 2019 ; however, it did not contain any targets for the individual Communities and Regions.

			Yet, continued failure to agree on effective fiscal coordination between the different levels of government will have major consequences. In the absence of approved targets for each level of government, the High Council of Finance’s Public Sector Borrowing Requirement section cannot determine whether there is any significant deviation, and the operation of the automatic correction mechanism can therefore not be guaranteed. The PSBR section has accordingly called on the different governments to approve targets. The EC and Ecofin Council have also repeatedly expressed their concerns about the lack of internal fiscal coordination and have urged Belgium to reach a binding agreement on the allocation of the budget path between the different levels of government and to ensure an independent monitoring system to track the budgetary outcomes.

			4.2Developments in Belgian public finances in 2017

			Increased revenue and corporation tax reform

			Government revenues rose by 0.5 percentage point of GDP in 2017, halting the downward trend that has characterised recent years.
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			The revenue ratio rose mainly thanks to higher taxes on company profits. Revenue from corporation tax had also risen in previous years, against the backdrop of a positively trending economy and growth in corporate earnings, but the increase in 2017 was significantly greater, at 0.6 percentage point of GDP. Advance payments by companies rose particularly strongly and appear to be back at their level prior to the economic and financial crisis. This sharp rise in advance payments in 2017, which generates a temporary surplus because it will reduce the collection via assessments in the ensuing years, can be explained in part by the increase in the tax surcharge due in the event of insufficient advance payments : the base rate for the tax surcharge was doubled for advance payments in 2017 (assessment year 2018) to 2.25 %. The corporation tax reform, the main elements of which are explained in box 7, provide for a further increase to 6.75 % from 2018 (assessment year 2019). This is likely to lead to an increase in the share of advance payments in 2018. The reduction in the rate for notional interest deductions to 0.237 % for 2017 (assessment year 2018) also contributed to the extra revenue from corporation tax.

			
				
					[image: ]
				

			

			
				
					[See box 7]

				

			

			Levies on earned income declined by 0.2 percentage point of GDP, principally because of a reduction in social security contributions. This reflected the full impact in 2017 of the lowering of the rate of employer contributions with effect from 1 April 2016. Revenue from personal income tax more or less stabilised after having fallen sharply in previous years due to the tax shift. There were no further reductions in levies on employment, though additional cuts are planned for the coming years in both personal income tax and social security contributions.
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			Revenue from levies on other income and on assets stayed more or less flat. The impact of the increase in the standard rate of withholding tax from 27 % to 30 % from 1 January 2017 was offset by a reduction in revenue due to low interest rates on fixed-income financial assets. In addition, the federal government has decided to introduce a subscription tax on custody accounts.

			Taxes on goods and services were also virtually unchanged, due to stabilising VAT revenues and a slight increase in revenue from excise duties after tobacco and alcohol duties were raised.
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			In contrast to previous years, the targets set in the initial budget were achieved in 2017, mainly due to the above- mentioned increase in corporation tax revenue.

			Finally, non-fiscal and parafiscal revenues rose by 0.1 percentage point of GDP, principally due to the full impact of the kilometre-based charge for heavy goods vehicles introduced by the Regions on 1 April 2016.

			Primary expenditure continues to develop at a moderate pace

			In nominal terms, primary expenditure rose less quickly than the rate of economic activity, thus continuing its downward trend as a share of GDP in 2017, taking it below 50 % for the first time since 2010.

			The moderation of primary expenditure was helped by a number of non-structural factors which supported efforts to consolidate public finances. These included the easing or disappearance of a series of unexpected factors which had weighed on the overall balance in 2016, for example substantial tax rebates in response to court rulings, as well as exceptional efforts made to accommodate the inflow of asylum-seekers. There was also a temporary reduction in 2017 in Belgium’s contribution to the EU budget, which is based on gross national income. These factors moderated the growth in expenditure by 0.3 percentage point. The strength of the economy also pushed down primary expenditure thanks to a reduction in unemployment benefits.

			Adjusted for the influence of temporary factors, the cyclical effect and the time lag between inflation and indexation, real primary expenditure in 2017 is estimated to have risen by 0.8 %. Although expenditure rose more steeply than in the three preceding years, when it was virtually flat, the increase was nonetheless limited and lower than GDP growth by volume.

			Social benefits fell to 25 % of GDP, 0.2 percentage point below 2016. The reason was the reduction in unemployment benefits, which fell for the fourth year running due to the combined effect of the healthy economy and the restrictions on benefit entitlements introduced in recent years which are gradually having an impact. This latter factor is partially offset by a shift to other expenditure categories, as some people who were excluded from unemployment benefit moved onto subsistence benefit.
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			Sickness and disability benefits, which had been rising steeply for years, increased less quickly in 2017, though still faster than GDP. The measures taken to mitigate the increase in these benefits appear to be bearing fruit, even though benefits from the National Institute for Health and Disability (INAMI / RIZIV) are not falling. Expenditure on health care and pensions more or less kept pace with economic growth. The spontaneous increase in the budgets for these two categories due to population ageing has been moderated by a series of measures taken to mitigate this effect. In health care, a raft of measures have been taken, in some cases supported by the pharmaceuticals industry. On the pensions front, stricter conditions governing early retirement were introduced in 2017 ; and there was an increasing budgetary impact of the abolition of the pension bonus in 2015, and of the phasing out of the “diploma bonus” system used in calculating the career length of civil servants as from 2016.
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			The controls on government expenditure also touched on the other current spending categories, such as civil service salaries, which grew more slowly than the rate of economic activity and accounted for 12.3 % of GDP. This was largely the result of the virtual freeze on civil service employment.

			Purchases of goods and services remained unchanged compared with 2016, at 4 % of GDP. The impact of the structural reduction in operating budgets at federal level was cancelled out by an increase in expenditure at other government levels.
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			Public investment was also stable compared with 2016, at 2.2 % of GDP. However, this investment cannot be assessed on an annual basis as it normally spans a cycle of six years, corresponding to the municipalities’ electoral cycle, since local government accounts for roughly a third of public investment. The share of public investment generally rises in the run-up to municipal and provincial council elections, and contracts again afterwards. Comparing the trend in public investment in the present electoral cycle with past trends reveals that public investment growth has been below its usual rate for some years. While in the short term this is helpful to the aim of consolidating public finances, it is counter-productive in the longer term because of the positive effect this expenditure has on potential growth.

			Further reduction in interest charges

			Interest charges fell further in 2017, by 0.3 percentage point of GDP. As in 2016, this reduction was due almost entirely to the fall in the implicit interest rate. This rate, which is the computed interest charge as a proportion of outstanding public sector debt at the end of the previous year, will continue to trend downwards as long as the market interest rate on new issues remains lower than yields on mature securities and government loans. In the short term, the government was able to generate some funds through the issuance of Treasury bills with maturities of less than one year, because interest rates remained negative throughout the year. Yields on ten-year reference bonds fluctuated between 0.5 % and 1 % throughout 2017.
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			Government debt down, but still high

			The debt ratio fell by almost three percentage points in 2017, to 102.8 % of GDP. This was the first substantial fall in the debt ratio in ten years and marks a clear reversal in the upward trend since the onset of the financial crisis, which pushed up the ratio by almost 20 percentage points. Belgium is thus following the trend in the euro area, albeit at a slightly slower pace. As a result, Belgium’s debt remains much higher than in most other countries.

			The reduction in the debt ratio in 2017 was due to endogenous factors. The fact that nominal GDP growth was substantially higher than the implicit interest rate on government debt reduced the debt ratio. Over the last ten years, the implicit interest rate has by contrast generally been higher than nominal growth, creating upward interest rate-growth dynamics which explained just over half the increase in the debt ratio over that period.

			Reducing the debt ratio more structurally will require a sustained primary budget surplus. As stated, in 2017, this surplus rose to 1.5 % of GDP.

			Exogenous factors, which affect debt but not the overall balance, also lowered the debt ratio slightly. The proceeds from the partial sale of the federal government’s investment in BNP Paribas and the positive impact on cash revenues from the tax receipts in 2017 (based on assessments in 2016) were partially offset by an increase in loans provided by the Regions in the context of social housing policy, pension commitments of pension funds acquired from the private sector in the past, and a number of factors relating to debt management. The interest payments on a cash basis were higher than those on a transaction basis, whereas the latter serve as the reference for interest charges in the government accounts. The reason for this is that the nominal coupon on bonds issued in recent years has exceeded the market interest rate, creating a downward effect on the debt in the year of issue equivalent to the issue premiums, because the issue value of the securities exceeds their nominal value. This effect gradually disappears as the higher coupon is paid out, however. The downward effect of issue premiums has exceeded the upward effect of the difference in interest payments over the last five years, but in 2017 the reverse was the case.
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			Management of the federal government debt, by far the most important component of Belgium’s total public debt, led to a further increase in the average maturity of the debt, from six years in 2009 to nine years and three months in 2017. The gross balance to be financed fell significantly in 2017 due to the reduction of the budget deficit in cash terms, helped by the partial sale of the stake in BNP Paribas. The smaller borrowing requirement was accommodated principally by a reduction in the issue of – short-term – Treasury bills and, to a lesser extent, of long-term debt.
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			4.3Need for further reduction in budget deficit and government debt

			Ensuring the sustainability of the public finances is crucial

			Sound public finances are essential for securing the trust of economic agents, and help secure sustainable growth which promotes employment.

			Although Belgium’s public finances improved in 2017, further consolidation is needed. This will require determined action to reduce the budget deficit to a sustainable structural balance, enabling a reduction in government debt, which is still well above the threshold of 60 % of GDP set in the Maastricht Treaty. This is essential first and foremost to create the policy scope needed to accommodate the costs of an ageing society ; although those costs are mitigated by the measures taken to reform pensions, they are still considerable.

			The opportunities offered by the current positive economic climate need to be grasped in order to build buffers to allow the economy to be supported during periods of cyclical downturn. The economic and financial crisis has shown that an active fiscal policy can be helpful, especially during periods of severe recession or when the opportunities for further easing of monetary policy are limited. The creation of these buffers could also enable other social challenges to be addressed, including investment in infrastructure, education and environmental protection, as well as sustaining prosperity and social protection.

			Population ageing will continue over the coming decades at a substantial cost

			The populations of most advanced nations are ageing rapidly, and Belgium is no exception to this trend, which is set to continue in the coming decades. The dependency ratio of older people, defined here as the number of people aged 67 years and older relative to the population aged between 18 and 66 years, rose in Belgium from 21.1 % in 1995 to 25.7 % in 2017, and demographic forecasts suggest a further increase to almost 40 % by 2060. Whereas in 1995 there were around five potential workers for every retiree, that number will more than halve by 2060. Moreover, forecasts suggest that the number of people of working age will decline in the 2021-36 period.

			These trends have an enormous impact on society, including on public finances. All things being equal, the slowdown in growth (and even temporary contraction) of the working-age population will act as a brake on employment and economic growth, in the latter case driven mainly by an increase in productivity. At the same time, the sharp rise in the older population will lead to higher public spending on pensions, health care and elderly care.

			Estimates by the Study Committee on Ageing (SCA) in July 2017 suggest that social benefits will continue to rise over a long period, from 25.3 % of GDP in 2016 – a figure that is close to the ratio currently estimated for 2017 – to 27.6 % in 2060, after peaking at 28.5 % in the 2038-43 period. This suggests a gradual increase in the costs of ageing from 2016 to 3.2 percentage points of GDP between 2038 and 2043 ; afterwards they would gradually fall back to 2.3 percentage points in 2060.

			These projections are based on a number of hypotheses, including the rise in labour productivity, which is assumed to accelerate from an average of 0.5 % between 2015 and 2020 to 1.5 % after 2035. Simulations by the Study Committee on Ageing suggest that if productivity growth in the 2035-60 period were to turn out 0.5 percentage point lower, this would increase the costs of ageing by 1.1 percentage points in 2060. In other words, if the rise in productivity growth were reduced by 0.5 percentage point, this would roughly double the budgetary costs assumed in the reference scenario.
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			Addressing the challenge of population ageing requires three-pronged strategy

			Against the backdrop of population ageing, the long-term sustainability of public finances must be assured through a three-pronged approach in which three components reinforce each other, namely achieving sound public finances, boosting potential GDP and mitigating ageing-related expenditure.

			As far as public finances are concerned, the additional consolidation measures needed to achieve a structurally balanced budget in the medium term, and thus to reduce the level of debt, must be focused mainly on selectively reducing expenditure.

			Given the relatively low employment rate in Belgium, the best way of raising potential GDP is by creating jobs. Labour productivity also needs to be supported. Although this is generally achieved mainly through private initiatives, the government can make a key contribution by creating favourable conditions through targeted investment and spending on education and R&D, by promoting more efficient market operation, encouraging entrepreneurship and creativity, improving the functioning of institutions, etc.

			The federal government has already taken a series of measures to reform the pension system in recent years in a bid to keep the costs of ageing under control. The most radical measures were taken in 2015 and entailed raising the statutory retirement age, introducing stricter conditions for early retirement and scrapping the pension bonus. One measure, the gradual raising of the age at which people are eligible for survivor pensions (from 50 in 2025 to 55 in 2030), was annulled by the Constitutional Court at the end of November 2017. However, this has only a minimal impact on the budgetary costs of population ageing.

			In its 2015 report, the Study Committee on Ageing estimated the effect of the main 2015 pension reforms in 2060 on the labour market, economic activity and the costs of ageing. It estimated that those costs would turn out 2.1 percentage points of GDP lower, made up of 1.5 percentage points in lower pension expenditure and 0.6 percentage point in reductions in other social benefits. The estimates suggested that GDP and employment would both grow by 5.6 %.

			The pension systems have been slightly modified again since. The main thrust in 2017 was on harmonising the incorporation of periods of study in pension calculations in the three main pension systems (employees, civil servants and self-employed workers). The government also decided to raise the wage ceiling up to which pension entitlements can be accrued, enabling entitlements to be accrued for careers spanning more than 45 years (abolition of the ‘unity of career’ principle) and revising the calculation of pension rights for periods of unemployment and early retirement. A number of changes are also in preparation, the most important of which relate to introducing a points-based pension system, taking into account heavy and arduous work when calculating pension entitlements, and introducing part-time pensions. As stated, the Study Committee on Ageing believes that social benefit payments will increase sharply in the future despite these measures.

			Fiscal strategy must be aimed at achieving a structurally balanced budget

			Belgium could assure the sustainability of its public finances by adhering to the European fiscal framework. The resultant fiscal buffer could be used to accommodate some of the costs of population ageing. The accelerated debt reduction would drive down interest charges, while at the same time the budget balance could ease gradually.

			This view is supported by the outcomes of a simulation of the course of public finances over the long term. Two scenarios were compared, in which the costs of ageing – 3 % of GDP over the 2020-40 period – were initially left out of consideration. In the first scenario, the primary balance and budget deficit deteriorate by 2020 to 0.6 % and 1.5 % of GDP, respectively. These are the projected results for that year based on the Bank’s December 2017 projections if policy remains unchanged. From 2020 onwards, the budget deficit is projected to stabilise until 2040. Given the expected rise in interest charges over that period, the primary balance would therefore need to increase by 0.5 % of GDP. Adding the costs of population ageing pushes up the total fiscal measures required to 3.5 % of GDP by 2040.

			The second scenario assumes a balanced budget from 2020 onwards ; this would require a primary surplus in that year of 2 % of GDP. The budget would then remain balanced for five years, after which the overall balance, in line with the European fiscal framework, would gradually tend towards a deficit of 0.5 % of GDP. Once the debt ratio has fallen below 60 % of GDP in 2037, the deficit would rise to 1 % of GDP. The gradual easing of the fiscal targets, combined with lower interest charges due to the more rapid fall in government debt than in the first scenario, enables a fiscal buffer of 1.1 % of GDP to be established. Since these factors would together cover just over a third of the costs of population ageing, the fiscal measures needed by 2040 based on the hypotheses in this technical exercise would be limited to 1.9 % of GDP.
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			Achieving a structurally balanced budget

			The government has two levers to help it achieve a structurally balanced budget : revenues and primary expenditure. Interest charges also play a role, though their contribution depends not only on the debt dynamics, but also on movements in interest rates.

			Thus far, considerable savings have been made on interest charges thanks to the reduction in interest rates in recent years. These charges should reduce further over the next few years due both to the fall in the implicit interest rate and the reduction in government debt. However, this reduction will be slower than between 2012 and 2017, and will slow further in the future. It will moreover depend on how the current benign climate evolves. To illustrate the impact of interest rate movements on interest charges, three scenarios were simulated for the medium term based on an unchanged finance structure. In the first scenario, the most favourable for the public finances, it is assumed that market interest rates remain at their very low 2017 level until 2020. In the second – more central – scenario, it is assumed that interest rates increase slightly in line with the assumptions used in the Bank’s December 2017 projections, which took into account the expectations of the financial markets. The third, relatively unfavourable scenario assumes a sharper increase in interest on government loans, of 10 basis points per quarter for short-term rates and 15 basis points for medium- and long-term rates. The assumptions on the evolution of debt were also taken from the autumn forecasts. In the favourable scenario, interest charges would fall from 2.5 % of GDP in 2017 to 2 % in 2020. In the central scenario, interest charges would amount to 2.1 % of GDP in 2020, while in the unfavourable scenario, they would turn out at 2.3 % of GDP.

			The degree to which interest charges could fall and revenues rise in the years ahead is limited, and achieving a structurally balanced budget will therefore predominantly require new savings in primary expenditure. Although Belgium’s public spending ratio has trended downwards since 2013, it remains high compared with the rest of the EU, whereas the ratios prior to the crisis were comparable. In 2017, primary expenditure in the euro area as a whole stood at 45.2 % of GDP, 4.5 percentage points lower than in Belgium. Public expenditure in Belgium has risen by 7.3 percentage points of GDP since 2000, twice the rate of the euro area, having started at virtually the same level. After peaking at 52.5 % of GDP in 2013, the reduction in primary expenditure has however contributed fully to restoring the health of public finances.
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			However, public spending should not be regarded purely as a means of fiscal consolidation. In the first place, it is an indispensable instrument in enabling the government to fulfil its various tasks in the public interest. Moreover, public expenditure also contributes to economic growth, chiefly in the short term though to some extent also in the longer term. It is therefore extremely important to make policy choices which optimise both functions.

			Logically, the extent of primary expenditure should be reflected in the quality of services delivered to the community. This is indeed the case in some areas of government activity, for example health care, but by no means everywhere. All in all, the Belgian government achieves only moderately efficient results compared with the European average. The findings of a study into the efficiency of government activity in Belgium were published in the Bank’s Economic Review (1).
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			Within a given fiscal framework, it is worthwhile adjusting the composition of public expenditure so as to give priority to categories that can reinforce economic growth in the long term. The tax shift fitted in with that aim on the revenue side, by reducing the burden of taxation on employment. A similar “expenditure shift” is recommended on the spending side, in which the share of the available resources flowing into investment is stepped up, specifically in the form of investment in infrastructure, as well as an increase in productive investment in areas such as support for R&D and innovation and expenditure that contributes to helping the labour force adapt to the digital age. The share taken by investment in government expenditure in Belgium is relatively low ; countries with comparable expenditure levels devote a much bigger share to investment, while other countries which invest as much as Belgium generally spend less.

			 

			
				
					(1)	See Cornille D., P. Stinglhamber and L. Van Meensel (2017), “Public sector efficiency in Belgium”, NBB, Economic Review, June, pp. 31-41.
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			Box 7  –  Reform of corporation tax in Belgium

			Until 2017, the standard corporation tax rate in Belgium was 33 %. This was increased by a supplementary crisis contribution of 3 %, taking the nominal tax rate to 33.99 %. Reduced rates applied for company profits not exceeding € 322 500.

			These rates meant that Belgium had the third highest nominal tax rate in the European Union, after Malta and France. The nominal rate in Ireland, Cyprus, Hungary and Bulgaria was actually below 15 %, and the unweighted average rate for the EU as a whole was 21.9 %. The trend towards lower rates, which began before the economic and financial crisis but virtually ground to a halt thereafter, appears to have been resumed in the recent period, with some EU Member States having already lowered their rates or planning to do so.
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			An overview of the highest nominal rates in different countries provides only a partial picture of the actual tax burden weighing on companies, however, because the actual burden is also dependent on tax deductions or preferential systems. Tax rates calculated on the basis of actual tax paid provide a better impression of the real tax burden.

			The actual burden of taxation on companies is below the nominal rate in virtually all EU Member States. In Belgium, for example, the difference between the nominal rate and the average actual rate of 28.3 % was around six percentage points. This illustrates the policy of the Belgian government, with a relatively high nominal rate being linked to a relatively limited tax base.

			The appropriateness of such a fiscal niche strategy based on preferential systems combined with relatively high nominal rates has been questioned by the Taxation and Social Security Contributions section of the High Council of Finance in the light of international developments. Initiatives have for example been taken at the instigation of the OECD, with support from the G20, to prevent undermining the tax base and counter the relocation of profits purely for fiscal reasons. These initiatives lay at the basis of the Anti-Tax Avoidance (ATAD) Directive (1), which is intended to ensure the coordinated implementation of actions across the EU. Also, the measures aimed at full transparency of tax regimes, not least regarding prior tax rulings or pricing arrangements, should prevent profits being transferred to countries where they will be subject to little or no tax. Rules have also been implemented which must be met by a preferential tax system for income from patent rights (patent boxes). This led to the Belgian system, which was very favourable for businesses from an international perspective, being replaced on 1 July 2016 by an innovation income deduction. The EC also concluded that the earlier excess profit rulings, which enabled multinationals to enjoy sometimes substantial tax advantages, were against EU rules on state aid. These initiatives, aimed at combating tax avoidance, warrant full support given the unfairness and macroeconomic inefficiency of tax evasion.
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			To limit distortions from the corporation tax, Belgium therefore decided to lower existing nominal corporation tax rates. The proposed reform was adopted by the Belgian Parliament on 22 December 2017, and henceforth a strategy will be employed which is based on a reduction of the nominal rates and a broadening of the tax base.

			Specifically, the corporation tax reform reduces the general nominal rate to 29 % in 2018 (2019 assessment year) and finally to 25 % in 2020 (2021 assessment year). The supplementary crisis contribution will also be cut to 2 % in 2018 and abolished in 2020. The rate for SMEs will fall from 2018 (2019 assessment year) to 20 % for taxable profits smaller than € 100 000.

			A system for offsetting losses for companies affiliated in a group is also being introduced, and the participation exemption has been raised from 95 % to 100 %. The investment allowance for SMEs has been temporarily raised to 20 % and the exemption for remittance of withholding tax has been extended to researchers with Bachelor’s degrees.

			A number of compensatory measures have been introduced in the light of the rate reduction and other stimulus measures to broaden the tax base, with a view to ensuring that the reform of corporation tax is budget-neutral. In principle, therefore, the average tax burden should remain unchanged.

			The main compensatory measures are in the reform of the system of notional interest deduction. Up to 2017, notional interest deduction was related to the total outstanding amount of own equity. The reform considerably restricts this system by only taking account of the increase in equity, i.e. incremental capital. However, the reform will also reduce the economic benefits of the system.

			A number of deductions are also being merged in a basket, in particular the carried-forward participation exemption, carried-forward innovation income, previous losses, carried-forward notional interest deduction and the new system of incremental notional interest deduction. Available tax deductions for this basket are limited to 70 % of the tax base before application of the basket, with the first € 1 million being fully deductible. This means that 30 % of the tax base exceeding € 1 million represents the minimum corporation tax base.

			Another key aspect of the reform is the transposition of the EU Directives on combating tax evasion, and in particular the Anti-Tax Avoidance Directive. As these Directives aim to prevent the tax base from being undermined due to extreme tax planning, they can help fund the proposed reform. The transposition of these Directives will limit the tax-deductibility of borrowed capital, entail taxation of the controlling domestic company in respect of certain income received by foreign companies, and include measures to combat “hybrid mismatches”, where entities or financial instruments are classified in different ways in two countries’ tax regimes, which means they are sometimes not taxed at all.

			A more complete picture of the corporation tax reform can be found in the study published by the Bank on 6 December 2017 on the macroeconomic and budgetary aspects of the reform (2).

			
				
					(1)	Council Directive (EU) 2016/1164 laying down rules against tax avoidance practices that directly affect the functioning of the internal market.

				

				
					(2)	See https://www.nbb.be/doc/ts/publications/other/ds1711552fr.pdf.
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			5.   Reinforcing the foundations of sustainable economic growth

			5.1Transitions are necessary in various spheres

			The Belgian economy strengthened in 2017, supported not only by the more favourable international economic situation, but also by the accommodative monetary policy stance in the euro area and the measures taken in Belgium, including those concerning pensions, labour costs and the labour market. However, the improvement will not be enough to achieve a structural increase in the economy’s potential. In view of the major changes in the global economic environment, technological developments, environmental pressures and population ageing, it is vital to create the conditions for a dynamic, flexible and inclusive economy.

			The economy’s principal structural strengths and vulnerabilities have been well documented in earlier editions of the Annual Report (1). More particularly, Belgium has a diversified and internationally open economy which offers its citizens a relatively high degree of protection, but it is also an economy where the employment base remains too narrow and productivity gains have lost momentum.

			Rather than produce another comprehensive survey, this structural chapter of the Report will focus on the transitions that need to be successfully completed in order to create an operating framework in which the challenges can be met. It gives a brief description of two transition objectives : they concern the ability to regenerate the business fabric in order to galvanise the economy in a sustainable way, and the means to tackle the changes affecting the labour market and people’s working conditions.

			In the short term, it may seem contradictory to aim simultaneously at increased productivity and greater inclusion on the labour market while taking account of the transition to a low-carbon economy to which Belgium is committed, because more job-intensive growth may temporarily slow the apparent productivity of labour, while the restoration of productivity may seem to be at odds with a reduction in environmental pressures. However, in the long term, these objectives are mutually reinforcing and provide a sustainable, inclusive basis for growth. To that end, a whole set of reforms is needed without delay to encourage the efficient allocation of resources between firms and make it easier for people to adapt to the changes in employment.

			5.2Ensuring a more efficient allocation of resources

			Even though the Belgian economy is among the most productive in Europe, the productivity gains – whether measured in terms of value added per worker or according to the concept of total factor productivity – have been at structurally low levels for many years, as they have in most of the advanced economies. The economic and financial crisis depressed the gains still further, and in Belgium the recovery did not bring a rapid return to the pre-crisis pace of productivity growth. Yet in the long run, productivity growth is the main factor driving up value added and the revenue generated in the economy.

			Despite differences inherent in the nature of the data (2), that slowdown is evident both from the macroeconomic information obtained from the aggregate national accounts statistics and from the microeconomic results of firms. It is particularly noticeable in both market and non-market services branches.
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			Manufacturing industry branches in fact continued to record substantial productivity gains. Conversely, the gains measured for service activities weakened significantly. This divergence in dynamism is due partly to varying sources of productivity growth : for industrial firms, most of the productivity gains are attributable to internal efficiency improvements, e.g. via increased automation of the production chains or development of new products, but in services – be it in the market or non-market sector – there were fewer internal sources of productivity growth in the period 2000-2015.

			Taking account of the weaker internal productivity growth in the services branch, it is important to reallocate productive resources from the least to the most efficient firms or to newcomers in the optimum way to maximise the contribution that this branch makes to aggregate growth. Various indicators, such as low rates of business creations and closures, and a high survival rate for inefficient firms, point to a structural lack of dynamism in the population of Belgian firms.

			Few new businesses…

			One of the first indicators of the weak dynamism of the reallocation of resources is the business creation rate. Although the figure in Belgium came to 6.4 % in 2015, its highest level since 2012, it has been structurally one of the lowest rates in the EU since 2008. While no similar data are available for the more recent period, the figures published by Graydon suggest that an upward trend was maintained in Belgium in 2016 and 2017, as the number of firms registering for VAT for the first time was 9 % and 13 % higher respectively than in 2015. Although this indicates the trend in business creations, these data overstate the level of new economic activities since they are not adjusted to exclude new registrations that are purely fiscal or administrative. Even taking account of these encouraging recent developments, the discrepancy in relation to other countries will diminish only gradually.
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			Although they are proportionately less numerous, almost 75 % of firms created in Belgium between 2006 and 2010 still succeeded in staying in business for at least five years. Though this survival rate after five years declined to just over 60 % for companies set up at the height of the 2009-2010 financial crisis, it is still particularly high compared to the rates in France, the Netherlands, the Nordic countries (at around 50 %) and Germany (40 %).
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			This performance may be interpreted in a positive way. For example, it can be considered as a sign of the good quality of new Belgian firms. Data from the Global Entrepreneurship Monitor for 2015 in fact indicate that young entrepreneurs in Belgium are motivated by the desire to set up a business with strong growth potential, rather than by the desire or the need to create their own business for personal development or subsistence reasons. A less favourable interpretation, illustrated below, would be that the absence of high-potential but risky projects means that – while the risk of failure is lower – opportunities are being missed.

			Of the new businesses created between 1997 and 2009, 3.5 % were high-growth firms or “gazelles”, and 6 % recorded moderate growth. A young business is regarded as a gazelle if, in its first five years of activity, its workforce or turnover grows by an annual average of at least 20 % for a minimum of three consecutive years ; for young businesses achieving moderate growth, that threshold is set at 10 %.
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			Even though they are usually very small firms when they are first established, gazelles offer the best job creation prospects in the medium term. According to a recent study (3), they are active in all branches of the economy and have a set of characteristics predisposing them to generate high growth, such as a high rate of investment in intangible assets or a relatively better skilled workforce. These good prospects extend beyond the first five years of activity : 47 % of gazelles continued to record annual average growth of their workforce or turnover of at least 10 % between their fifth and tenth years of activity.

			As well as growing rapidly, gazelles tend to be over-represented in the upper tail of the productivity distribution. Thus, 30 % of gazelles are in the top quartile of the productivity distribution from their first year of activity. Their entry into the market therefore has a positive overall impact on aggregate productivity. Moreover, the productivity growth of these firms tends to be more sustained during their first five years of existence. In the period from 1998 to 2014, gazelles achieved productivity growth which was 7.7 percentage points higher than that of young firms with low or negative growth.

			
				
					[image: ]
				

			

			… and few business closures…

			A second indicator of sub-optimum resource allocation is the business closure rate. That is also structurally very low in Belgium compared to other European countries : in 2015, the rate was 3 %, compared to 11 % in the United Kingdom.

			While it is good to have relatively more business creations than closures, such a low closure rate should not necessarily be considered as an indicator of optimal functioning of the economy. If an economy is operating efficiently, it is usual to see a large number of market entries and exits. This low business closure rate also puts a somewhat different perspective on the interpretation of the high survival rate of new firms : in view of the difficulties and costs involved in closing a company, the high survival rate of new firms may reflect the fact that some projects for which the outcome is uncertain – they could lead to either very strong growth or a rapid exit from the market – are quite simply not launched in Belgium, and that limits the scope for creating promising businesses. Reducing the costs associated with business closures could therefore have a positive impact on the number of gazelles.

			… combined with the survival of inefficient firms point to a resource reallocation problem

			One final indicator reinforces that finding : the proportion of the Belgian economy comprising “zombie” firms, i.e. firms which have existed for at least ten years with operating profits amounting to less than their financial expenses for at least three successive years. Despite all, these firms, which exist in all branches, manage to remain in business as a result of various factors, such as weak competition from new entrants, regulations that are too favourable towards incumbent companies, over-burdensome liquidation procedures, or malfunctioning on the financial markets. These zombie firms, which tend to be larger than the median company, are relatively inefficient since almost 65 % of them have productivity levels below the median. In 2014, according to the data from the Central Balance Sheet Office, they represented around 10 % of Belgian firms, 12 % of employment and 16 % of the capital stock. In 2013, on the basis of its own calculations, the OECD arrived at similar figures for Belgium (9 % of firms, 14 % of employment and 14 % of the capital) ; these figures are nevertheless much higher than for France (2 % of firms, 5 % of employment and 6 % of the capital) or the Nordic countries (3 % of firms, 6 % of employment and 9 % of the capital).

			While it is normal for a business to experience temporary periods of operating losses, especially in a cyclical downturn, it is rather worrying to see that these zombie firms can remain in that situation for long periods. In fact, 33 % of firms identified as zombies for the first time during the period from 1998 to 2009 were still in that position five years later without ever having come out of it for any length of time. This means that, over eight years, a third of zombie firms generated insufficient operating profits to cover their financial expenses, and that applies virtually every year. While it may be desirable for them to stay in business in the short term, that has numerous long-term implications especially if these firms do not have enough incentive to restructure. If they survive, they seem incap­able of catching up technologically by means of new investment, and on average their handicap increases. By remaining in business or being incapable of restructuring efficiently, they affect the economy as a whole by curbing the growth of more efficient firms and hence the aggregate growth of productivity.
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			This situation has negative implications for the employability of these firms’ workers, as the technological disconnect afflicting zombie firms may lead to de-skilling of their workers, who are no longer given adequate training or are not sufficiently familiar with new technologies. That not only reduces their opportunities for switching to other jobs, it also lowers their chances of finding another job if their firm closes down. In the extreme case – which does not currently apply in Belgium – the survival and increasing number of zombie firms could have an impact on the stability of the financial system if some financial institutions became over-exposed to this type of firm.
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			Removing exit barriers is also a way of stimulating business creations

			The steady inflow of new entrants combined with the exit of the least productive firms are two vital factors in raising productivity via a better allocation of the available resources in the economy.

			For most of the usual determinants of entrepreneurship (administrative barriers, access to finance, entry barriers, etc.), Belgium generally performs better than the EU15 average ; nevertheless, there is a substantial deficit in entrepreneurial culture. Fear of failure, risk aversion and undervaluation of entrepreneur status in society are all factors that seem to hold back the creation of businesses in Belgium (4). It is therefore crucial to promote entrepreneurship as an attractive career choice, beneficial for both individuals and society.

			The greater stigma attached to failure in Belgium is connected with the costs incurred by failing entrepreneurs, which are among the highest in the EU15. Although the regulations on the liquidation of firms are aimed at other legitimate objectives such as preventing certain forms of fraudulent behaviour, over-burdensome liquidation procedures may in fact discourage the development of new projects, especially in the case of highly innovative projects with an uncertain outcome. Cutting the costs associated with failure would therefore help to stimulate the creation of firms in Belgium. Moreover, that increased competition would not necessarily cause more established businesses to close, but could instead encourage them to be more innovative and reduce any technological handicap, thus boosting aggregate productivity still further.
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			Measures have been taken to stimulate the entrepreneurial culture, particularly in education. However, the benefits will only become apparent in the longer term. At federal level, a legal framework defining the status of student-entrepreneurs has existed since 1 January 2017. In Wallonia, entrepreneurship is one of the four aspects of the “SME Plan”. The “Enterprising generations 2015-2020” programme was adopted in that connection ; it offers a series of measures to promote entrepreneurship among young people. This type of initiative also exists in Flanders. Building on earlier measures, the Flemish Region launched an education plan over the period 2015-2019 aimed at encouraging entrepreneurship and entrepreneurial spirit, and thus activating entrepreneurial potential among students and job-seekers.

			Adjusting the regulatory framework to facilitate the development of projects with high growth potential and the spread of new ideas

			Apart from any reform of the legislation on the liquidation of firms, other regulatory reforms could – by improving the operation of product markets – contribute to the better allocation of resources in favour of the most efficient firms. An unnecessarily restrictive regulatory framework that goes beyond its own objectives hampers the optimum allocation of resources, because it offers inefficient incumbent firms too much protection against competition from potential newcomers.
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			Since 2010, Belgium has introduced a number of reforms aimed at improving the operation of these markets. In recent years, the Belgian regulatory framework has become less strict than the European average. In particular, the indicators measuring levels of bureaucracy, administrative constraints and the flexibility of the regulations, which were very low compared to other European countries, have risen significantly. However, there is still room for progress in these respects compared to the best-performing countries in the EU.
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			Thus, the weak productivity gains in the services sector may be due partly to market inefficiencies resulting from regulations which have yet to be adjusted. The market efficiency indicators published by the OECD reveal that in legal and accounting services and in telecommunications, the regulations are relatively stricter in Belgium, compared to neighbouring countries and the EU average. While certain measures taken since 2017 – such as the introduction of the Easy Switch procedure making it easy for consumers to switch between telecommunications operators – should improve the efficiency of this market, other services sectors could benefit from structural reforms.
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			In general, the Belgian regulations are such that the economy is extremely open to international trade. Moreover, they seem to offer a framework which is generally favourable to investment and the establishment of multinational companies, key vectors for the spread of technological innovation. Conversely, some aspects of the regulations could still be improved in order to take advantage of the changes in the economy, and particularly the digital revolution. For example, delays in adapting the legal framework governing night work have seriously hampered the development of e-commerce in Belgium compared to neighbouring countries.

			Making access to venture capital easier for (young) high-growth firms

			Apart from cultural or regulatory impediments, problems concerning access to finance could also limit the creation of businesses or restrict their growth in their initial years of activity. From a macroeconomic point of view, it is important that firms with the highest growth potential can readily find the funding sources necessary for their creation and development. Yet at the level of the funding structure of young high-growth firms, it is typically observed that the share of equity capital in total liabilities is relatively small, and that they make greater use of short-term borrowing to finance their development.

			While this does not imply that the funding base of gazelles is more fragile, it must be said that young high-growth firms seem to have difficulty in attracting venture capital. Their risk profile is, by nature, more pronounced than that of other young firms. In addition, they tend to invest more in intangible assets which are not so easy to use as collateral. These characteristics impede funding via bank loans, which incidentally are a less appropriate solution than venture capital. The recent enlargement of the federal tax shelter to SMEs and the tax framework favourable to crowdfunding are positive signals for innovative firms with high growth potential. By improving their access to the capital markets, these tools should help to match innovative young firms’ funding methods to their risk profile.

			Stimulating innovation and the spread of technology to reduce the technological gap in relation to the efficiency frontier

			Alongside the dynamism of business creations, innovation enables new firms and those already in the market to stand out from their competitors and approach the technological frontier, or even drive it forward, by increasing the efficiency of the production process. The development of new products likewise secures a comparative advantage for innovative firms, making it easier for them to address new markets. These various channels also contribute to increasing productivity.

			Essential to nurture innovation, R&D expenditure has been rising steadily for a number of years in Belgium, where it represented 2.5 % of GDP in 2016. That is higher than the EU15 average (2 %), but still below the target of 3 % of GDP set by the Europe 2020 strategy. In Belgium, most of that expenditure takes place in the private sector, and more especially in large firms which are often subsidiaries of multinationals ; in addition, it is concentrated on a small number of branches of activity, mainly chemicals and pharmaceuticals.
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			To provide a further stimulus for innovation efforts throughout the economy, a reform of the tax deductibility of income generated by innovation was adopted in 2017, the aim being to extend the allowance to include expenditure on computer software protected by copyright. Since these activities must take place in national territory, this measure should help to encourage foreign firms located in Belgium to pursue their innovation efforts here, but it could also prompt domestic firms, particularly SMEs or firms with a technological handicap, to engage in this type of investment.

			This tax framework favourable to innovation, combined with the Belgian economy’s other advantages concerning innovation – attractive research systems, high level of business investment, and increased collaboration between firms themselves and with the government – puts Belgium among the group of EU countries which the EC describes as "strong innovators" since 2010, behind the Nordic countries, Germany, the Netherlands and the United Kingdom.

			Investing in transport and communication infrastructure…

			The organisation of the domestic production network also suffers from the effects of the weak reallocation of resources between firms in recent years. There is in fact a relative partitioning of trade between firms at local level, heightening their dependence on a few major local players, especially in the case of SMEs. That fragmentation of the Belgian economy increases the polarisation between expansion zones, which feature a dense economic fabric conducive to the creation of businesses, and zones in decline, where new businesses struggle to grow owing to a sparser economic fabric.

			To reduce that fragmentation, it is necessary to pursue policies that facilitate internal flows of goods, services and people. Of course, that entails investment in transport infrastructure consistent with the necessary transition to a low-carbon economy, as in recent years some links in the transport networks have deteriorated. According to survey data from the World Economic Forum, the general quality of our infrastructure, on a scale of 0 to 7, declined from 5.8 in 2014 to 4.9 in 2017. These values are around the EU average, but well below the scores achieved by neighbouring countries. This deterioration, which makes Belgium less attractive for foreign direct investment, could ultimately have adverse repercussions on the spread of technological innovations in Belgium.

			Other impediments to mobility and internal trade must likewise be reduced. For example, policies aimed at increasing knowledge of the second national language enable firms and workers to play an active part in the labour markets or the markets in goods and services of the country’s various Communities and Regions.
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			The digital revolution also makes it easier for firms and workers to overcome distance barriers by giving consumers or business customers dematerialised access to the products and services that the firms offer. In 2016, no less than 24 % of firms in Belgium achieved at least 1 % of their turnover on line. Although that proportion of firms is higher than the EU average (18 %), it is still important to encourage SMEs to become more committed to this process by guaranteeing easy access to good-quality digital infrastructure. The digitisation of the economy and the new forms of teleworking that it facilitates could also provide a partial solution for some of the mobility problems.

			… and in the energy transition and the environmental transition to ease mobility constraints

			Apart from transport infrastructure quality, access to energy at competitive prices with no risk of supplies being disrupted is another essential requirement for the smooth functioning of the economy. It also has a major influence on decisions by both national and foreign investors to locate their activity in Belgium, and more generally it represents an important element of the resource allocation process. It is therefore necessary to prevent investors thinking that the continuity of the energy supply, particularly electricity, is not adequately guaranteed in Belgium. According to the World Economic Forum, even though the Belgian electricity system is seen as very reliable in terms of power cuts and voltage stability, with a score of 6.2 out of 7 in 2016, putting it in 23rd position out of 138 countries, that perception has steadily deteriorated in recent years (Belgium ranked 13th in 2009-2010, with a score of 6.7).

			The Belgian electricity-generating system is based mainly on gas-fired and nuclear power stations, although the contribution of solar power and wind power is increasing. Whatever approach the authorities adopt on the future production mix currently under discussion, the production facilities will need to be adapted and modernised within less than ten years so as to limit the consequences in terms of CO2 emissions and costs while still ensuring a sufficient domestic production capability.

			If the domestic production capacity is insufficient to meet future demand for electricity, imports of electricity will inevitably have to increase. Since 2000, net imports have accounted for around 9 % of consumption, on average. That naturally requires sufficient interconnection capacity with neighbouring countries. But an excessive structural dependence on imports also carries its own risks. If the total supply were to be occasionally insufficient to meet demand, e.g. in the event of unexpected disruption of production, or at peak consumption times, the purchase price could skyrocket in the event of a shortage on the European electricity market. Excessive dependence on foreign supplies could also weaken Belgium’s security of supply, which would in practice be affected by planned production unit closures in neighbouring countries and the availability of foreign networks.

			Apart from interconnections with neighbouring countries, the domestic network also needs to be adapted, as the increased production of electricity from renewable sources and the efforts to enhance efficiency on the demand side require a system which is more decentralised than the current distribution networks, to permit intelligent management of electricity supply and demand.
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			In the coming years, guaranteeing secure energy supplies will therefore entail substantial investment in both production capacity and networks. In view of the time lag between the decision to invest in the energy sector and the injection of the first kWh into the network, the necessary measures must be taken to create the market conditions and regulatory framework which will ensure a non-disruptive transition phase. The government must therefore develop a coherent long-term view by defining the future production mix without delay, and at the same time, it must establish a stable and credible regulatory framework forming a basis on which investors can promptly decide on the optimal choices.

			In parallel with the adaptation of the energy sector, all firms must – like households – be encouraged to reduce their energy consumption by means of correct energy pricing that takes account of some of the associated environmental externalities, while still enabling Belgian firms to remain competitive with their principal rivals. Competitiveness and environmental constraints are often seen as contradictory in the short term, because the ecological transition may prove expensive for firms. However, that transition is also an opportunity for economic development : firms have to adapt to the new environmental constraints by investing at an early stage in the design or adoption of innovative technologies.

			In order to facilitate the financing of this energy transition, and more generally, our economy’s ecological transition, the creation of green financial products could be beneficial in mobilising the savings of households and investors for the purposes of sustainable economic development.
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			5.3A changing labour market

			The changes on the labour market are reflected in the profile of new recruits

			The structural trends that increasingly determine the functioning of the economy, such as technological changes or the globalisation of production chains, also affect the labour market. The continual need to regenerate the business fabric and adapt to competition conditions leads to changes in employment conditions as regards both the skills required and potentially the forms of working. In addition to these developments, individuals have changing aspirations about the place occupied by work in their personal life. Also, labour market participation and the pursuit of an occupation are crucial factors both for supporting the economy’s growth potential, particularly in the context of population ageing, and for promoting the inclusion of people in society.

			These developments are only gradually reflected in the aggregate labour market statistics. They are more visible at the margins, in the case of new recruits.

			In Belgium, according to the labour force surveys, newly recruited staff – i.e. those who were either unemployed, inactive or working for a different employer one year before the survey – together represented 14 % of total employment in 2016. That is similar to the figure in France (15 %), but lower than in the Netherlands (24 %) and Germany (29 %). Going by this indicator, the Belgian labour market appears more rigid than that of neighbouring countries. Those rigidities may be due to factors inherent in the functioning of the labour market, such as a high replacement rate in the event of unemployment, substantial employment protection, especially in the case of collective redundancies, the existence of a relatively high minimum wage for the least-skilled, and a heavy burden of taxes and parafiscal charges on wages. Although those rigidities have recently been reduced to some extent by the government reforms, they could still limit the scope for efficient allocation of workers, and thus prevent higher productivity gains. It is therefore necessary to strike a good balance between worker protection and the degree of flexibility needed for the smooth functioning of the economy.

			Among the new recruits, more than half were working for another employer, one in five was unemployed a year previously, another one in five had just left education, while the rest had been inactive in the previous year (at home, on work incapacity leave, retired or on early retirement).
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			New recruits included not only a larger proportion of highly-educated people than in neighbouring countries, but also – except for the Netherlands – a larger proportion of people with a low level of education. In Belgium, the middle-educated are therefore relatively less represented among the new recruits. In the case of highly-educated people, this phenomenon has become more marked over time, since the figure increased from 34 % to 38 % of new recruits between 2006 and 2016. Conversely, the new job inflows include fewer people with a low level of education than in the past. It can also be said that they still represent a higher proportion of new recruitment than of total employment, which reflects a higher rotation rate within this group.
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			In terms of age, Belgium has proportionately fewer workers over the age of 55 years in total employment. On the other hand, in regard to new recruits, Belgium is very slightly ahead of France and the Netherlands, and their number – though still moderate – is rising.

			The Belgian labour market also features a small number of workers on fixed-term contracts, compared to other countries. That factor contributes to the relatively lower proportion of new recruits in Belgium. However, the share of fixed-term contracts among new recruits is rising (41 % in 2016, against 35 % in 2006). The commonest form is the very short-term contract (less than one month) which is specific to Belgium.

			The labour market is becoming polarised

			The major technological upheavals which stimulate demand for highly-skilled labour have gradually contributed to the polarisation of the labour market. The structure of employment by skill level required has thus changed considerably. In Belgium, the proportion of highly-skilled jobs has risen, as has the proportion of low-skilled jobs, while the share of medium-skilled jobs has fallen. In comparison with other European countries, the scale of this phenomenon is still limited, and jobs requiring moderate skills still account for over 40 % of total employment. In many other EU15 countries, the share of low-skilled jobs has declined. Their increase in Belgium is due in particular to the success of the service voucher system. Since its establishment in 2004, no fewer than 130 000 jobs have been created under this system.
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			The polarisation of the labour market concerns employment analysed according to the level of skills required for a given job. Employment can also be broken down according to the level of education of the workers filling those posts. While polarisation leads to greater pressure on medium-skilled jobs, the biggest decline during the decade concerned the proportion of total employment represented by workers with a low level of education. Jobs requiring low or medium skills are increasingly being performed by middle-educated workers. In the case of highly-skilled jobs, the proportion of highly-educated people has shown a very marked increase over ten years, to the detriment of middle-educated workers, and to a lesser extent those with a low level of education, who used to gain readier access to such jobs in the past thanks to the experience that they had acquired during their career.
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			In general, the sometimes divergent trends in the level of skills needed to perform a job and the level of education of the workforce influence the mismatches between supply and demand. While the dynamic job creation in 2016 and 2017 tended to heighten the labour market tensions, the matching difficulties are due more to a structural mismatch problem between the level of education of the spare labour, particularly the unemployed, and the skills that employers want.

			In 2016, 11 % of employment corresponded to low-skilled jobs while the proportion of low-educated job-seekers stood at 36 %. Conversely, highly-skilled jobs amounted to 46 % of employment, while the proportion of job-seekers with tertiary education qualifications was 23 %. These discrepancies probably also reflect the fact that employers demand skill levels which exceed what they really need.

			Apart from the mismatch concerning skills and, to some extent, requirements, the matching problems are exacerbated by a lack of occupational and geographical mobility among workers. That is reflected in the disparities in unemployment rates between neighbouring geographical areas. For workers, particularly the low-skilled, the distance between home and the workplace represents a significant cost ; also, the language barrier seems to seriously hamper flows of Walloon and Brussels workers to Flanders. Furthermore, as was evident on the basis of new recruitments, occupational mobility – either the transition from unemployment or inactivity to employment, or from one job to another – is less developed than in neighbouring countries.

			Such mismatches are an economic problem, since they lower the economy’s growth potential and impede the optimum reallocation of resources, but they also give rise to a social problem, owing to the resulting unemployment or inactivity.

			Mixed record on education

			To improve the allocation of resources and labour productivity, people must be able to secure adequate training throughout their life. For young people without the benefit of work experience, education is crucial : in Belgium, the employment rate of the low-skilled aged between 15 and 34 years who have been out of education for three years is 35 %, compared to 85 % for the highly-educated. Lifelong training is also increasingly essential for adults to ensure their employability throughout their working life.

			In regard to initial and continuing education, Belgium has a mixed record. The school drop-out rate, i.e. the proportion of young people aged between 18 and 24 years who leave the education system without having obtained any qualifications, is still considerable, at almost 9 % in 2016 (10.7 % in the EU15). However, it has fallen sharply in the past ten years. While the proportion with tertiary education qualifications (30-34 years) is higher in Belgium (45.6 %) than in the EU15 (39.1 %), it has risen less than in other countries, reducing Belgium’s comparative advantage. In addition, too few young people opt to study science, technology and mathematics (STEM). Yet those are the subjects that offer the highest employment rates.

			The data for the whole country mask major disparities between Regions and Communities. As regards the drop-out rate, at 6.8 % Flanders performs better than Wallonia (10.3 %) and especially Brussels (14.8 %). In the OECD PISA tests, Flemish pupils also perform much better than young people in the French Community. Since numerous studies have shown that educational performance is closely correlated with the family socio-economic level, there is a serious risk that the precarious social situation of young French speakers linked to their difficulties of insertion into the labour market will be perpetuated. The French and Flemish Communities have embarked on major reforms to improve the effectiveness and – above all – the fairness of the education system. In view of the cohort effects in the school population, it will be some years before the benefits of these reforms will be visible ; moreover, they are only being implemented gradually.
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			Learning does not cease on leaving school ; it is a lifelong process. That is essential to maintain employability, develop new skills and facilitate switching to other occupations or jobs. In Belgium, however, the rate of worker participation in continuing training is still considerably lower than in the EU15 (at 6.8 % and 13.4 % respectively in 2016). That is even more true for certain groups of workers, such as those over the age of 55 (5.6 %), and the low-educated (2 %, or five times less than for highly-educated workers). Yet in both cases, these are groups that could benefit significantly. In order to rectify the low rate of participation in further training for all workers, the Law on Feasible and Manageable Work introduced an obligation to provide training averaging five days a year per full-time equivalent in the private sector. In parallel with this statutory requirement, the regional authorities offer numerous tools (training vouchers, paid educational leave, training / integration plan, etc.) in order to support continuing training.

			Development of new forms of work

			Apart from the increased requirements in terms of education and skills, the changes in the economy also influence employment conditions. Despite the increase among new recruits, the proportion of temporary contracts has risen only very slightly in Belgium over the past ten years. More than nine in ten employees still work on the basis of a permanent contract.

			However, some groups are over-represented in temporary contracts. For anyone under the age of 25, they are increasingly becoming the only route to their first job experience, since in 2016, 39 % of that group had been taken on under a temporary contract – an increase of 9 percentage points in ten years – compared to 7 % for the 25-54 age group and 3 % for the 55-64 age group. Low-skilled workers who have less bargaining power than the better educated are also more likely to have a temporary contract. Finally, the proportion of non-European nationals on temporary contracts is three times the figure for Belgian nationals.

			Various recent provisions are intended to make the organisation of labour more flexible. Apart from the Law on Feasible and Manageable Work, which in particular relaxes the rules on calculating working time, there is the introduction of flexi-jobs in the hotel and catering sector, followed by the extension of that scheme to include trade and pensioners, the reform of student jobs, the extension of temp agency work to the entire private sector, and the adoption of a more progressive method of calculating the period of notice.

			Ever more workers are opting for self-employed status, which is characterised by greater flexibility and autonomy but also implies increased job and income insecurity. The most striking changes are evident in the construction and other service activities branches ; to a lesser degree, the share of self-employment is also rising in the information and communication sector and in real estate activities. Though the average level of education of self-employed workers has risen, self-employed status is still a means of gaining access to the labour market for low-skilled, older and foreign people who have difficulty in finding paid employment. Apart from the measures already taken to enhance the social status of these workers, the government intends to stimulate entrepreneurship by granting, with effect from 2018, a reduction in social charges for self-employed workers during their first two years of activity.
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			The status of self-employed in a secondary activity has been very successful. It enables people in paid employment as their main occupation to continue enjoying job security and all the social advantages connected with that status (time credit, parental leave, maternity leave, etc.) together with an additional income. That choice implies lower risks compared to switching to entrepreneurship as the main activity.

			Furthermore, the proportion of part-time workers which is higher in Belgium than in the EU15 (24.7 % compared to 22.9 % of total employment) has risen by around 3 percentage points over ten years, owing to the increase in men working part-time. These contracts still concern proportionately 4 times as many women as men (in 2006, that ratio was 5 to 1). Belgium has an increasing proportion of part-time workers (+4.4 percentage points in 10 years) in the 55-64 age group (30.8 % compared to an average of 23.2 % in the EU15). The existence of various schemes (time credit, career breaks, and thematic leave) enabling workers to reduce their working time has certainly contributed to the success of part-time working. Those schemes have been enthusiastically welcomed, particularly among people reaching the end of their working life who can thus scale down their working time gradually up to retirement. Part-time working is also increasingly widespread among young people, since it concerned 29 % of workers under the age of 25 in 2016, whereas ten years previously the figure was 21 %. Another notable point is that involuntary part-time working is much less common in Belgium, where it concerns only 8.8 % of part-time workers compared to 27.3 % in the EU15. Furthermore, that proportion is declining in Belgium, whereas it is rising in the EU15. For young workers in particular, it has halved, dropping from 38 % in 2006 to 19 % in 2016.

			The labour market’s overall performance is satisfactory, but there is still room for improvement

			Quantitative aspects are not enough to assess the labour market’s performance ; job quality, respect for diversity, and measures to combat poverty are equally important. The FPB’s “beyond-GDP” indicators contribute towards this more qualitative approach. On that basis, it is evident that the Nordic countries, Germany and the Netherlands produce good scores for most of the indicators simultaneously, demonstrating that there does not have to be a trade-off between quantity, quality and fairness on the labour market.

			At the level of the quantitative indicators, Belgium performs less well than the Nordic countries and neighbouring countries in terms of employment and inactivity rates.

			Conversely, as regards the qualitative aspects, Belgium’s performance is generally good, comparable to that of Denmark or Germany, particularly as regards remuneration, labour market insecurity, job satisfaction and the work-life balance. Poverty in work and the gender pay gap are less marked than in neighbouring countries, and they have diminished to a greater extent in Belgium over the past ten years.

			However, in regard to inclusion, the gap between the overall employment rate and that of certain population groups is greater in Belgium than in most European countries. Moreover, developments here over the past ten years have been less favourable than in the comparison countries (less improvement in the employment rate of the 60-64 age group, sharper deterioration in the employment rate of young people, etc.). For these groups, it must be said that the Nordic countries, the Netherlands and Germany perform very well. On the other hand, the employment rate gap for low-educated workers and non-European nationals is considerable in all the comparison countries. In addition, the employment rate of the low-educated is down in all countries, while the picture for non-European nationals is more mixed, with a significant improvement in Belgium.

			Employment policies therefore need to pay special attention to these groups. Their employment and unemployment rates are set out in the statistical annex. At regional level, targeted aid is specifically aimed at the young, the low-educated, the over-55s and the long-term unemployed. Under the sixth State reform, these schemes and these target groups can now vary from one Region to another. Several of the measures announced by the federal government in the summer of 2017 are also aimed at these groups. For example, “starter jobs” are intended to encourage the recruitment of young people in the 18-21 age group by reducing the labour cost without affecting take-home pay. Workers over the age of 55 will qualify for financial compensation if their working time is reduced (from full-time to four-fifths) when switching from shift work to lighter or more suitable duties. Employers who make use of the “pre-pension 2.0” scheme, discharging older workers while still paying them part of their wages, will be subject to a responsibility contribution, deemed to dissuade them from using that scheme. The range of tools to combat discrimination will be widened by allowing the government to conduct anonymous checks (mystery calls). Finally, low-paid workers with family responsibilities will qualify for a double tax deduction for child care costs. For this category of workers, the employment traps in Belgium are still greater than in the other EU15 countries, despite the reforms already carried out to attenuate them, such as the tax shift.

			To boost the labour supply, the government intends to increase employment incentives and reinforce the activation policies. Comparatively speaking, Belgium devotes the bulk of its resources to passive support measures for those without a job, and is notable more particularly for the share of expenditure devoted to early retirement. However, that expenditure is tending to diminish following the reforms implemented since the beginning of the century to curb early withdrawal from the labour market, such as the tighter conditions for access to the scheme concerning unemployment with an employer top-up, and that trend should continue in the coming years. At the same time, the proportion of active measures (employment incentives, training, protected jobs, etc.) has increased, as closer monitoring of job-seekers has been introduced, notably for those farthest away from the labour market.
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					(1)	See in particular chapter 6 “A dynamic and inclusive economy” in the National Bank of Belgium Report 2016.

				

				
					(2)	For example, the results obtained on the basis of microeconomic data are much more sensitive to outliers.

				

				
					(3)	See De Mulder J., H. Godefroid and C. Swartenbroekx (2017), “Up or out ? Portrait of young high-growth firms in Belgium”, NBB, Economic Review, December, 93-113.

				

				
					(4)	See De Mulder J. and H. Godefroid (2016), “How to stimulate entrepreneurship in Belgium ?”, NBB, Economic Review, September, 63-80.

				

			

		

		
			Box 8  –  Funding by means of green bonds : a fast-growing market

			The substantial investment required to implement the energy transition generates demand for suitable funding, which must also be “green” (1). The market in this type of financial product is therefore expanding rapidly, particularly in the case of green bonds which meet the funding needs of businesses and governments, and investor demand for sustainable investment products.

			This market emerged in 2007-2008, when multilateral development banks such as the European Investment Bank or the World Bank launched their first issues, in response to demand from various institutional investors concerned about environmental questions. Private sector issuers, primarily non-financial corporations and commercial banks, joined them in 2013-2014, on the basis of the existing Green Bond Principles. These principles define the reference framework for this type of instrument which, though not binding, is recognised by stakeholders in the sector. Since 2013, issues of labelled green bonds have escalated, supported by demand for this financial product which rocketed following the diversification of the portfolios of pension funds and insurers. Recently, some sovereign issuers in the euro area have also turned to green bonds. Following France at the beginning of 2017, Belgium became the second country to issue “green OLOs”, i.e. long-term green linear bonds, at the beginning of 2018.

			In 2017, green bond issues worldwide came to over $ 150 billion (or almost 15 times the 2013 level). The biggest issuers were non-financial corporations, commercial banks and development banks. Issues by local authorities and municipalities also represented a significant and growing share. These bonds mainly funded projects in renewable energy sectors, construction (low-carbon building projects), sustainable management of water resources, and low carbon-emission transport.

			The financial characteristics of green bonds seem to be the same as those of traditional bonds in terms of credit quality, yield and issue price. The available data indicate that, for the same issuer, the credit profile of a green bond is similar to that of a traditional bond, namely a bond ultimately redeemed at par and paying a fixed rate of interest via an annual coupon.

			Green bonds have some advantages over traditional securities. As they are often associated with rigorous reporting, they guarantee a direct link with identifiable projects, without any loss of yield or liquidity. Owing to the transparency imperative associated with financial instruments labelled “green”, they increase the information available on the underlying asset and on the issuer’s strategy. Investors can therefore diversify their portfolios by acquiring assets which do not risk becoming stranded (i.e. assets devalued as a result of sudden, major changes in legislation, environmental constraints or technological breakthroughs). For their part, issuers can choose to prefer these funding instruments in order to diversify their investor base, and in particular to attract those wanting sustainable, long-term investment. In addition, green bond issues enable firms to promote their sustainable development strategy and establish their reputation in this field.
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			Green bonds also generate additional costs compared to traditional bond issues. For the issuer, those costs are linked to the need to label the securities, and to the reporting requirement ; for the investor, they include the time devoted to analysing this type of bond. The market is also subject to specific credit risks (2), notably in view of the innovative character of the activities in question and the long-term nature of the investment projects funded, as well as reputation risks. The absence of any international legal standard defining what is or is not considered eligible for funding via green bonds raises the question of the reliability of the information supplied on the monitoring and evaluation of these financial instruments.

			 

			
				
					(1)	For more details, see Ben Hadj S., J. De Mulder and M.-D. Zachary (2017), “Sustainable green finance : exploring new markets”, NBB, Economic Review, September, 7-24.

				

				
					(2)	See also section B.8. in the “Prudential regulation and supervision” part of this Report.
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			Box 9  –  Beyond GDP : supplementary indicators for Belgium

			In accordance with the Law of 14 March 2014 supplementing the Law of 21 December 1994 containing social and miscellaneous provisions, the National Accounts Institute (NAI) and the Federal Planning Bureau (FPB) publish a report each year on the beyond-GDP indicators. In accordance with the Law, the report is summarised here.

			As in previous years, the FPB reviews 63 selected indicators in order to measure “quality of life, human development, social progress and the sustainability of our economy”, grouped crosswise around three dimensions (“Here and now”, “Later” and “Elsewhere”). As well as updating the indicators, this third report explains a number of changes made to some of them in order to take account of comments formulated in consultations with the government and with civil society, or for methodological reasons (unavailability, change of definition, more relevant way of measuring targets). It also presents the results of work on two indicators to be developed which were discussed in the Chamber : the carbon footprint and a measure of road congestion. In regard to the latter, the report does not publish any indicator on the subject owing to the lack of recent data for Belgium as a whole.

			Carbon footprint

			The creation of a carbon footprint indicator is intended to extend the national stocktaking of greenhouse gas (GHG) emissions by including those emissions outside national territory. More particularly, this concerns taking account of the volume of domestic and foreign GHG emissions represented (directly or indirectly) by products destined for final consumption by residents of a country, i.e. by taking account of the emissions resulting from the production of imported goods (charged to the producer country) and conversely, by excluding emissions resulting from the production of exports (which contribute to the increase in emissions on national territory). That approach requires, in particular, the availability of robust data on import and export flows of all countries in the world, so as to reflect as accurately as possible the development of production chains which are often located in many countries. A first – simplified – method consists in the domestic technology assumption whereby all countries use the same technology as Belgium. A more complete approach involves collecting the necessary data on imports, exports and the technologies used in all countries of the world (arranged in multiregional input-output tables for the entire world). Research on the subject in 2017 (1) reveals that while territorial emissions – relating to production – remained stable between 1995 and 2007 at around 120 million tonnes of CO2 equivalent (Mt CO2 eq) per annum, the carbon footprint that takes account of detailed production chains and country-specific technologies was systematically higher. Belgium was thus a net importer of GHG emissions over the whole of the period considered. In 2007, the gap was particularly large : the carbon footprint calculated on the basis of the multiregional input-output tables was 145 Mt CO2 eq per annum, compared to 110 Mt CO2 eq per annum for territorial emissions (and 103 Mt CO2 eq per annum for the carbon footprint calculated on the basis of domestic technology) (2). Research on the subject will continue, with the aim of extending the calculation to the most recent years in order to include this indicator in the list of beyond-GDP indicators.

			Composite indicator of well-being “Here and now”

			In order to conform more closely to the principle stipulated in the Law of arranging the supplementary indicators in a minimum number of categories, the FPB geared its research towards devising a composite “Here and now” indicator of well-being (3) to enable the Chamber to adopt a position on the subject. Taking account of the multidimensional nature of well-being, a composite indicator was chosen ; this made it necessary to select indicators and define their weighting in order to arrive at an appropriate yardstick. This composite indicator was designed to provide the best explanation of changes in well-being as measured by the ad-hoc question in the EU-SILC 2013 survey on “Overall life satisfaction”. On the basis of linear regressions, a set of statistically significant explanatory variables was adopted, covering five topics. On that basis, six indicators were selected to form the composite indicator. It appears that the principal determinant of well-being is health (weighting of 0.4). As regards determinants of standard of living and poverty, the lack of sufficient income to achieve a standard of living considered normal has the greatest – negative – impact on well-being (0.19). The impact is also negative if people are unemployed (0.04), unfit for work (0.13) or lacking any qualifications (0.09). Conversely, the possibility of receiving assistance or sympathetic attention from someone close to them has a favourable influence on individuals’ well-being (0.15).

			The increased well-being between 2005 and 2008 is due mainly to an improvement in the situation of people suffering from severe material privation. Improvements in the state of health, unemployment and dropping out of education also played a role, albeit to a lesser degree. The abrupt turnaround in the indicator from 2008 is attributable mainly to the change in the state of health. From 2012 to 2015, well-being gradually deteriorated, reflecting the combined effects of the worsening of the state of health, social support and unfitness for work. In 2016, there was a rebound due to an improvement in both social support and – albeit to a lesser extent – the indicators of material privation and dropping out of education.

			In general, the trend in this indicator is relatively similar to that of the net disposable income of households, but deviates from the trend in per capita GDP. From 2005 to 2008, the composite well-being indicator and per capita GDP both increased ; subsequently, they followed divergent trends since, after having declined in 2009, per capita GDP resumed its generally upward tendency and actually peaked in 2016, while the well-being indicator tended to fall and in 2016 was still well below the level prevailing before the economic and financial crisis.
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			Evaluation of the supplementary indicators and international comparison

			For detailed information on the methodologies used to select the topics and indicators, and to produce the breakdowns, interested readers should consult the report published by the NAI and the FPB in February 2016 (4).

			The “Here and now” dimension comprises 37 indicators providing answers to questions on Belgian residents’ well-being and how that has changed since 1990. They do not reveal any systematic tendencies :

			–Subjective well-being, assessed on the basis of a survey, remained stable between 2002 and 2014 ; it must not be confused with the “Here and now” composite well-being indicator presented above.

			–Most of the indicators concerning the topics “Health” and “Education and training” are maintaining a favourable trend. The only one deteriorating is the indicator on postponement or cancellation of health care for financial reasons.

			–There is no clear trend in the indicators concerning “Standard of living and poverty”.

			–Most of the indicators concerning “Work and free time” and “Social life” have moved closer to their targets since 1990.

			–Of the last five indicators for the “Here and now” dimension, three (exposure to particulates, NOx emissions and road deaths) are moving towards their targets, while the ones concerning energy dependence are moving away. No significant conclusion can be drawn for the indicator concerning victims of natural disasters.

			If the “Here and now” indicators are compared with the same indicators for the EU or, failing that, for the three neighbouring countries, the results are generally favourable to Belgium : of the 23 indicators that can be compared, 16 show a more favourable situation in Belgium.

			The “Later” dimension comprises 32 indicators on the ability of Belgian people and society to maintain or even enhance their well-being in the future. Most of the indicators for this dimension (mainly concerning environmental and economic subjects) have moved closer to their targets over the whole period and over the past five years. The most notable exceptions are as follows :

			–Stress at work was higher in 2010 than in 2005 ; however, more recent data are not available.

			–The indicator concerning wild bird populations (on the subject of “Land and ecosystems”), one of the few biological diversity indicators available over a long period, is diverging from its target.

			–On the subject of “Economic capital”, the public debt indicator has moved further away from its target since 2007. The same applies to the stock of fixed capital (in relation to GDP) since 1990.

			–On the subject of “Mobility and transport” concerning passenger transport, the proportion of cars – which had been falling from 1990 – has been rising again since 2007.

			International comparison of the “Later” dimension shows that Belgium scores badly in the case of the environmental indicators. It is mainly the comparisons of social indicators that are favourable to Belgium.

			The “Elsewhere” dimension comprises five indicators that answer the question “How does the development of society in Belgium influence other countries’ ability to develop and the well-being of their population ?”.

			–The indicators on the subject of “Natural resources”, “Climate” and “Energy” relate to global environmental capital, such as the climate system and commodity resources. These indicators are moving towards their targets.

			–Government development aid as a percentage of GDP was higher on average in the years 2000-2010 than in the 1990s. However, it has declined since 2011.

			Among the five indicators illustrating the dimension “Elsewhere”, only the domestic consumption of materials indicator is more favourable in Belgium than in Europe.

			Analysis of the trends was approached from two angles : first, from the point of view of the change over time in the Belgian indicators compared to the politically defined targets, and next from the point of view of the findings for the 51 indicators in Belgium compared to their level in Europe (or failing that, in the three neighbouring countries). Analysis of the change in the indicators compared to the targets generally reveals more favourable results for the indicators concerning environmental subjects than for those on social topics. Conversely, when Belgian levels are compared with the European averages, the comparison is generally favourable for the social indicators and unfavourable for the environmental indicators.

			The movement in the indicators in Belgium compared to their targets was affected by the 2008 economic and financial crisis : the crisis had an adverse impact on numerous social indicators, such as the risk of poverty or social exclusion, while the economic slowdown led to a reduction in some environmental pressures. In regard to the results of the European comparison, the social indicators are influenced by the presence of a more developed social protection system in Belgium than in many other European countries, while the environmental indicators reflect severe environmental pressure in Belgium owing to the high population density and the presence of an industrial sector centred on intermediate activities generating above-average pollution.

			Breakdown of the indicators

			Of the 63 indicators selected, 28 also supply values according to various population categories, such as gender, income level, level of education and age. They show that :

			–Differences according to gender are diminishing, although some large gaps persist in terms of the time devoted to work or leisure, depression (to the detriment of women), higher education graduates, and premature death due to chronic ailments (to the detriment of men).

			–Differences according to level of education persist, or are even getting worse, particularly as regards the unemployment rate.

			–The trend in the situation of older people is more favourable than for young people, notably as regards the risk of poverty or social exclusion, or the employment rate.

			–In general, the most affluent categories are in a more favourable position. This applies to the indicators of standard of living and poverty, which are highly unfavourable in the lowest income quintile, and to four indicators concerning health (smoking, obesity, depression and health care cancellation) and confidence indicators relating to social life, which improve with the level of income. However, on some subjects, the picture is less clear-cut. In particular, as already stated, income has a limited impact on the subjective perception of well-being, as that depends to a greater extent on health, or the ability to work.

			Topics for future research

			The beyond-GDP indicators will continue to be updated annually ; they may vary according to new insights and social debates. In future years, the FPB will refine its analyses, e.g. in regard to the composite indicators (for the “Later” and “Elsewhere” dimensions) and the creation of new indicators to complete the set, notably concerning the carbon footprint. It would also be useful to have national data on road congestion. More generally, the aim of selecting and devising indicators is to improve their convergence with the sustainable development indicators, notably in the context of the monitoring of the UN’s sustainable development targets.

			 

			
				
					(1)	See Hambÿe C. H, B. Hertveldt and B. K. Michel. (2017), Belgium’s Carbon Footprint – Calculations based on a national accounts consistent global multi-regional input-output table, Federal Planning Bureau, Working Paper 10-17, September.

				

				
					(2)	This only concerns emissions relating to production. Household emissions (around 30 Mt CO2 eq per annum) are the same whichever approach is used and are disregarded in the comparison.

				

				
					(3)	See Joskin A. (2017), What matters to Belgians ? Analysis of the determinants of individual well-being in Belgium, Federal Planning Bureau, Working Paper 4-17, June.

				

				
					(4)	See http://www.plan.be/publications/publication-1541-en-indicateurs+complementaires+au+pib.
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			Prudential regulation and supervision

		

		
			II.	PRUDENTIAL REGULATION AND SUPERVISION

		

	
		
			A.   FSAP : assessment of the Belgian financial sector and IMF recommendations

			In 2017, the International Monetary Fund (IMF) conducted an analysis of the Belgian financial sector and Belgian financial regulations. This Financial Sector Assessment Program (FSAP) is a five-yearly exercise for countries with a systemically important financial sector, such as Belgium. The last time Belgium was assessed was in 2012-2013.

			This analysis forms part of the IMF’s supervisory function, along with its missions under Article IV, involving an extensive analysis of the socio-economic policy of the Member State in question. An FSAP is a financial sector analysis by the IMF that considers three main topics.

			First, it assesses the financial sector’s resilience by trying to identify systemic risks and sources of potential financial contagion between the various components of the financial sector. An essential tool enabling the IMF to examine the financial sector’s resilience is the stress test, in which the IMF assesses the influence of extreme macroeconomic shocks on the portfolios of banks and insurance companies, for example.

			Second, the IMF also checks the quality of the supervisory framework. On the one hand, it examines the microprudential supervision framework where the Basel Core Principles for Effective Banking Supervision and the Insurance Core Principles set the standard. In 2017, in view of the size of the financial conglomerates in the Belgian financial sector, the IMF also examined the supervision of these bancassurance groups on the basis of the Principles for the Supervision of Financial Conglomerates. Another key element of the mission concerned macroprudential supervision which, since the financial crisis, has formed an integral part of prudential supervision. For Belgium, the 2017 FSAP was the first opportunity to obtain an IMF analysis of the National Bank’s still quite new macroprudential policy, including the Bank’s initiatives in the residential real estate sector. During this mission, the IMF also examined the way in which the Bank conducts the oversight of SWIFT (1).

			Third, an FSAP also focuses on the crisis management arsenal, i.e. the set of tools available to a Member State to prevent and combat financial crises. To that end, the IMF conducts interviews not only with the supervisory authority but also with other crisis management players, such as the resolution authority (in Belgium, the Resolution College set up at the Bank) and the deposit guarantee system (in Belgium, the Guarantee Fund for Financial Services).

			The FSAP generally comprises several missions. For instance, the IMF’s visit to Belgium in 2017 included a brief preparatory mission and two detailed missions lasting two weeks each. During these missions, various IMF experts held interviews with the Bank, the Financial Services and Markets Authority (FSMA), the Federal Public Service (FPS) Finance, the Finance Office, the aforesaid crisis management players and a whole range of market participants.

			The IMF also held meetings with the European Central Bank (ECB) and the Single Resolution Board (SRB), the authority responsible for the resolution of the leading banks in the euro area. With the entry into force of the first and second pillars of the Banking Union, the supervision and resolution framework became largely European. The ECB and the SRB are now responsible for the supervision and resolution of credit institutions deemed significant (significant institutions : SIs), under the single supervisory and resolution mechanisms. It should be noted that an FSAP of the euro area as a whole is taking place in parallel with the Belgian FSAP. That exercise is very important in view of the Banking Union and the primarily European character of financial regulations in the European Union.

			The Belgian FSAP mission was prepared with the aid of questionnaires, completed in advance by the Bank, the ECB, the FSMA and FPS Finance. This written approach gives the IMF an initial view of any vulnerability in the financial sector and the quality of the regulatory and prudential framework before the on-site mission.

			On completion of an FSAP mission, the IMF publishes its recommendations, in which it states the entities to which those recommendations are addressed (e.g. the Bank, the federal government, the ECB) and the timescale for implementing them. These recommendations are not binding but they carry considerable weight. Thus, most of the recommendations resulting from the 2012-2013 FSAP on banking supervision were transposed into the Banking Law (2) and the Law of 25 April 2014 establishing the mechanisms of a macroprudential policy (3). This concerns among other things the granting of the macroprudential authority mandate and the resolution authority mandate to the Bank, the introduction of preferential treatment for retail deposits in the event of bankruptcy, and the requirement whereby credit institutions must submit their strategic decisions to the supervisory authority for prior approval. Since the last FSAP, the supervision framework and the prudential regulations have therefore undergone radical change. The 2017 FSAP will reveal the areas in which Belgium is on the right track and those where the situation could be improved.

			These recommendations are expected to be approved by the IMF Executive Board in March 2018. They will be presented in a Financial System Stability Assessment (FSSA), accompanied by technical notes focusing on specific subjects. These recommendations could also have some influence on the agenda of the supervisory and regulatory authorities in the years ahead. The next FSAP is scheduled for 2022.

			 

			
				
					(1)	SWIFT (Society for Worldwide Interbank Financial Telecommunication) is a limited liability cooperative company established in Belgium and specialising in the exchange of financial messages between financial institutions and financial market infrastructures.

				

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

				

				
					(3)	Law of 25 April 2014 establishing the mechanisms of a macroprudential policy and spelling out the specific tasks devolved to the National Bank of Belgium.

				

			

		

	
		
			B.   Macroprudential policy

			The purpose of the Bank’s activities in performing its macroprudential mandate is to safeguard overall financial stability. The Bank fulfils part of that responsibility jointly with the ECB, which was given a number of powers concerning macroprudential policy under the single supervisory mechanism (SSM).

			During the year under review, the Bank maintained its watch on the risks concerning residential real estate and developed new measures to address the vulnerabilities found. The Bank also has to take a number of recurrent macroprudential decisions. That concerns the quarterly fixing of the countercyclical capital buffer rate applicable to credit exposures in Belgium, and the annual preparation of the list of domestic systemically important banks. Furthermore, in 2017, a new macroprudential instrument was added to the list of instruments available to the Bank in connection with its mission of contributing to the stability of the financial system.

			In regard to the extension of the macroprudential framework, during the period under review, the Bank continued to develop its risk assessment framework in order to strengthen the link between the wide range of data used in risk analysis and the available macroprudential policy options. In addition, analyses of broader risk developments in the financial system gave rise to a report on asset management and the shadow banking system in Belgium, and a report describing the use of financial derivatives by Belgian banks and insurers, the resulting risks and the regulations on the subject. Finally, during the year under review, the Bank also monitored the risks connected with climate change and the transition to a low-carbon economy.

			1.Residential real estate

			In recent years, the Bank has kept a close eye on the risks associated with developments on the Belgian housing market and those relating to the banks’ mortgage loan portfolios, more especially in the riskier sub-segments. In its analyses, the Bank noted in particular the sustained growth of mortgage lending, the growing debt of Belgian households, some (as yet moderate) signs of a potential overvaluation of property prices, and some relaxation of the lending criteria. In their analyses of the risks to financial stability in Belgium, the Organisation for Economic Cooperation and Development (OECD), the IMF, the ECB and the European Systemic Risk Board (ESRB) also drew attention to developments on the Belgian housing market. At the end of 2016, the ESRB issued a warning to eight Member States, including Belgium, on the basis of an analysis of the medium-term risks.

			In 2016, the Bank had extended by one year a macroprudential measure adopted in 2013 (1). That measure, in force until 27 May 2017, provided for a flat-rate, 5 percentage point increase in the risk-weighting coefficients applicable to Belgian mortgage loans for which the own funds requirements are calculated using internal models.

			In the first half of 2017, in view of the persistence of the various vulnerabilities, the Bank had wanted to take a new measure to ensure continuity with the previous measure which had meanwhile expired, while also targeting the riskier sub-segments. The aims of this measure were twofold : to strengthen the resilience of the banking sector in the face of any shocks on the mortgage market, and to discourage excessive risk-taking, because if the Belgian housing market were to take a less favourable turn, the riskier segments of the mortgage loan portfolios could become a source of heavier-than-expected loan losses for the banks.

			The government did not approve this Bank proposal by Royal Decree, but in June it asked the Bank to conduct a new risk assessment and, at the same time, to extend the measure that had expired in May. The Bank therefore issued a recommendation to the banks concerned so that they would continue to apply that measure, and undertook to produce a new analysis of the housing market by the end of October.

			That analysis showed that the vulnerabilities evident in the past had not been resolved (see section 3.3. of the “Economic and financial developments” part of the Report). Mortgage lending has continued to grow by more than 5 % per annum since July 2015, and consequently the household debt ratio was in the region of 60 % of GDP in 2017, a level which now exceeds the euro area average. The rise in house prices seen in recent decades is still persisting and various indicators suggest some overvaluation of the housing market. In particular, the strong growth of mortgage debt reflected the large proportion of recent mortgage loans with a high loan-to-value ratio, i.e. the amount of the mortgage loan in relation to the value of the property being financed, and a high debt-service-to-income ratio, i.e. the monthly debt repayment in relation to the borrower’s income. In addition, the favourable developments seen in the past as regards tighter lending conditions seem to have come to an end, and a new easing of those conditions has actually been observed recently. Finally, the banks’ commercial margins continue to diminish, possibly indicating that competition on the market is driving them to take insufficient account of the aforesaid risks in setting their rates.

			On the basis of that analysis, the Bank therefore considers that there is still a need for a new, stricter, more targeted measure than the one which has expired, both to maintain the banks’ resilience and to limit the excessive accumulation of systemic risks. In the Bank’s opinion, the Belgian banks should mobilise capital amounting to around € 1.4 billion to enable them to absorb potential significant shocks on the Belgian residential property market.

			The Bank examined various options and decided on a two-pronged measure (2). The new proposed measure would first comprise a linear component, i.e. one targeting all loans in the same way, thus ensuring continuity with the previous measure. This linear component would correspond to a 5 percentage point surcharge in the risk weighting calculated in accordance with internal models. A second, more targeted, component would apply according to the average risk of each bank’s portfolio, using a multiplier. In this case, the initial (microprudential) risk weighting would be multiplied by a factor of 1.33. This means that banks holding a riskier mortgage loan portfolio and therefore contributing more to systemic risk would be subject to a proportionately higher capital requirement.

			Taken together, the two components would result in the creation of a buffer amounting to around € 1 500 million consisting of common equity Tier 1 capital (CET1). That would correspond to an increase in the average risk weighting of Belgian mortgage loans from 10 % to 18 % (5 % increase due to the first component and 3 % due to the second component), a ratio which would be slightly higher than the European average.

			This measure was submitted to the ECB under Article 5 of the Single Supervisory Mechanism Regulation (SSM Regulation (3)), and the procedure in the various competent European institutions, stipulated by Article 458 of the Capital Requirements Regulation (CRR (4)), is currently ongoing. If the European institutions raise no objections, the measure will enter into force in the second quarter of 2018, once the Belgian government has approved a new Royal Decree.

			2.Countercyclical capital buffer

			Once a quarter, the Bank has to set the countercyclical capital buffer (CCyB) rate applicable to credit exposures on counterparties located in Belgian territory. The aim of the CCyB is to support sustained lending throughout the cycle by strengthening the banks’ resilience in the event of an increase in the cyclical systemic risks (e.g. in the case of excessive credit growth). It uses a wide range of information, including a vast array of indicators considered relevant for signalling the rise in cyclical systemic risks (5). However, neither the credit developments – although they bear witness to some dynamism in lending to non-financial corporations and Belgian households – nor the other indicators used pointed to any increase in systemic risks during the year under review. The countercyclical buffer rate applicable to credit exposures on counterparties located in Belgium was therefore held at 0 % throughout that period. Each decision on the countercyclical buffer rate is submitted to the ECB and published every quarter on the Bank’s website together with a selection of key indicators.
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			Belgian banks also have to apply the buffer rates imposed by foreign authorities on their credit exposures in those countries. The table below gives an overview of the current and future countercyclical buffer rates. During the year under review, in response to the ESRB’s Recommendation on recognising and setting counter­cyclical buffer rates for third-country exposures, the Bank identified three third countries where those exposures were material (the United States, Switzerland and Turkey) and defined a framework for monitoring cyclical systemic risks in those countries.

			3.Domestic systemically important banks

			In the fourth quarter of the year under review, on the basis of the methodology of the European Banking Authority (EBA), the Bank confirmed the list of eight Belgian domestic systemically important banks (D-SIBs or “O-SIIs”) (6) drawn up in 2016. BNP Paribas Fortis, KBC Group, Belfius Bank, ING Belgium, Euroclear, Bank of New York Mellon (BNYM), Argenta and AXA Bank Belgium therefore retain their status as O-SIIs.
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			The first six banks were automatically designated as O-SIIs on the basis of their quantitative systemic importance score (7). Argenta and AXA Bank Belgium were classified as O-SIIs according to information obtained from supplementary indicators. The supplementary indicators taken into account are the banks’ shares in deposits and loans in Belgium. The choice of these supplementary indicators is justified because indicators which are national in scope are considered more appropriate for designating domestic systemically important institutions than European or global indicators.

			The capital surcharges announced in 2015 for these O-SIIs still apply (8). The high economic and social costs that failure of these institutions would entail are the reason for boosting their resilience by means of additional capital requirements. In 2018, the capital surcharge is 0.75 % of the risk-weighted assets for Argenta, AXA Bank Belgium, BNYM and Euroclear, and 1.5 % for Belfius Bank, BNP Paribas Fortis, ING Belgium and KBC Group (9).

			4.Macroprudential instrument concerning a funding requirement

			During the year under review, a new macroprudential instrument was added to the arsenal available to the Bank for performing its mission of contributing to the stability of the financial system. This new macroprudential instrument should be considered in the context of the Bank Resolution and Recovery Directive (BRRD) (10) and fulfils the need to be able to apply a bail-in (11) to an entity undergoing resolution without jeopardising the stability of the financial system.

			Every institution must meet a minimum requirement for own funds and eligible liabilities (MREL) in order to be able to absorb losses and effect a recapitalisation if a bail-in is applied. This minimum requirement is fixed by the resolution authority and must comprise an amount sufficient to be used for the bail-in, enabling the institution to remain in business, if appropriate, and maintaining market confidence in the institution. In any event, the MREL must be at least equal to 8 % of the total liabilities to qualify for recourse to a resolution fund or the use of public financial stabilisation instruments.

			It is also necessary to ensure, especially in the case of systemic events, that the bail-in can be applied without compromising confidence in the banking sector, if financial stability is to be preserved. The bail-in of eligible debts will take place with due regard for the ranking of claims. Confidence in the banking sector could be eroded if deposits were to be affected by the bail-in. Since the principle of equal treatment for creditors of equal rank must be respected, deposits can only be excluded from the scope of the bail-in if institutions have a sufficient quantity of lower level instruments which can be used before others to cover losses.

			The addition of a new macroprudential instrument enables the Bank to oblige institutions to hold sufficient lower ranking instruments, as the Bank now has the power, as the macroprudential authority, to impose a funding requirement comprising a) common equity Tier 1 (CET1) or additional Tier 1 or Tier 2 capital, b) subordinated debts, c) claims such as those referred to in Article 389/1, 2°, of the Law of 25 April 2014, namely Non-Preferred Senior claims (see chapter C below) and if appropriate d) other debt eligible for application of the bail-in. This requirement can be imposed individually for all credit institutions or investment firms, or for a sub-category of them, and on an individual or consolidated basis for financial holding companies, mixed financial holding companies or mixed holding companies. As the macroprudential authority, the Bank can also determine the method of calculating the minimum funding requirement and the respective shares of the funding sources in that minimum requirement referred to in a) to d).

			This macroprudential instrument does not in any way replace the microprudential MREL imposed on institutions ; instead, it supplements that. If the Bank were to decide to activate this new instrument, it would in all cases need to notify the ESRB and the ECB before adopting the measure, in the same way as when applying other macroprudential instruments.

			5.Extension of the macroprudential framework

			In the first quarter of the year under review, the ESRB published a report on the way in which the Member States had complied with its Recommendation of 4 April 2013 on intermediate objectives and instruments of macroprudential policy (12). In that Recommendation, the ESRB lists four intermediate objectives for macroprudential policy in the banking sector. Those intermediate objectives serve as quantifiable, operational specifications for the mission of maintaining financial stability as the ultimate aim of macroprudential policy. The Bank’s macroprudential framework was judged fully compliant with the Recommendation.

			Nevertheless, the Bank continued to develop its risk assessment framework during the year under review. More specifically, on the basis of the data used for risk assessment (13), a list of indicators was drawn up for the four intermediate objectives of macroprudential policy in the banking sector. The indicators cover the accumulation of risks in financial institutions (banks, insurers and other financial institutions), the non-financial private sector (households and non-financial corporations), financial markets and the property market. In addition, for each intermediate objective, indicators were listed which can warn of the materialisation of such risks and, if appropriate, indicate the need to release certain macroprudential measures.

			The aim of this extension of the risk assessment framework is to strengthen the link between the wide range of data used in the risk analysis and the macroprudential policy options available to the Bank. More specifically, the monitoring tool based on the intermediate objectives makes it easier to identify the appropriate policy options for reducing the risks detected. In order to choose the most appropriate instruments, it is necessary to link the instruments and their expected transmission mechanism to the underlying risks and the macroprudential policy objectives (14).
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			6.Monitoring of the shadow banking sector and asset management

			The 2016 report by the High-Level Expert Group (HLEG) on the future of the Belgian financial sector (15) makes a series of recommendations aimed at strengthening the resilience and competitiveness of the Belgian financial sector, to enable it to continue contributing to the sustainable growth of the Belgian economy. That is the background to the request made to the Belgian supervisory authorities to submit a report in 2017 to the Minister of Finance on the risks associated with the shadow banking sector and its interconnections with other (financial) sectors in Belgium, and in particular the systemic risks associated with development of the asset management sector in Belgium.

			In the third quarter of the year under review, in response to that request, the Bank and the FSMA presented and then published a joint report on asset management and the shadow banking system in Belgium (16). The size of these different but overlapping sectors in Belgium can be defined and measured in various ways. A first key aim of the report is therefore to define the concept of shadow banking, to mark the dividing line between that shadow banking sector and the asset management sector in Belgium, and then to clarify the mutual relationship between the two.

			Asset management refers to the part of the financial system that manages financial assets for investors, either via the collective management of investment funds or by discretionary management of individual investors’ portfolios, or by providing investment advice. The size of this sector may be described in a number of ways, depending on which activities are considered to be Belgian. For instance, at the end of 2016, the net asset value of Belgian investment funds totalled € 144 billion, and Belgians owned units in foreign investment funds amounting to € 189 billion. Belgian asset managers managed assets totalling € 248 billion, both on a collective basis (Belgian and foreign funds) and on a discretionary basis. Finally, Belgian banks were active in the sector for a sum of € 531 billion, both in managing their own assets (via a Belgian or foreign asset management company which they owned, or via their own private and institutional banking activities) and in the marketing of third party funds.
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			Shadow banking refers to a form of credit intermediation without the participation of ordinary banking system entities and activities. In the report, this sector is defined for Belgium according to two different methodologies, namely the Financial Stability Board (FSB) method and the EBA method. The narrow FSB measure starts with non-bank financial intermediation in general, and then reduces it to non-bank financial intermediation effected by entities outside the prudential consolidation scope of a banking group and posing bank-like risks for the financial system. This narrow definition results in a figure of € 128 billion (30 % of GDP), comprising money market and other funds excluding equity funds (€ 111 billion overlap with the asset management sector), other financial intermediaries such as leasing and factoring companies, and commercial credit companies and mortgage lenders with the exception of those consolidated in a banking group (€ 7 billion), and securitisation vehicles except for securitisation retained on the balance sheets of Belgian banks (€ 10 billion). According to the EBA methodology, the overlap between the asset management sector and the shadow banking sector is considerably smaller, since that methodology considers that shadow banking entities include only money market funds and alternative investment funds (AIFs) (17) providing leverage of more than 300 %, or granting or buying loans. According to this approach, the Belgian shadow banking sector only represents a total of € 19.4 billion (5 % of GDP).

			The asset management sector and the shadow banking sector form part of a more market-oriented financial system, where part of the financial intermediation takes place outside the banking sector. This funding arrangement offers a valuable alternative to bank finance and thus widens the diversity of credit sources and investment options for investors. On the other hand, it may engender systemic risks, particularly if it is linked to banking activities such as liquidity transformation and maturity transformation and/or the creation of credit and leverage, and may give rise to points for attention concerning investor protection.

			For the part of the shadow banking sector that overlaps with the asset management sector, the main risk is the liquidity risk, and in particular the risk of sudden, large-scale redemptions. However, that risk – which arises because most of these funds are open-ended and therefore comprise a variable number of units (18) – is already partly absorbed by the current regulations and the regulations being prepared on various subjects, including the diversification of assets and liabilities and liquidity management instruments. In this context, it should be noted that the asset management sector and the shadow banking sector, contrary to their sometimes negative connotations and the idea that they avoid any regulatory framework, are duly subject to regulatory requirements, although the details differ from the regime applicable to financial institutions such as banks.

			In addition to the direct risks, the asset management sector and the shadow banking sector may also generate (systemic) risks indirectly, in particular via their inter­connections with other financial institutions and the real economy. Those interconnections, which may take the form of both contractual and non-contractual debts and claims, tend to be limited for households and non-financial corporations (e.g. investment in funds). However, for financial institutions, they are more significant and more complex, particularly in the case of interconnections between conglomerates. Nonetheless, it should also be noted that, in the specific case of Belgium, no systemic points for attention were found apart from those already identified at international level.

			On the basis of the analyses conducted, the HLEG report makes a series of recommendations on policies to be adopted for monitoring systemic risks in the asset management sector and the shadow banking sector. First, there is a need for a greater exchange of information between the competent authorities and initiatives to improve reporting by the shadow banking entities concerned, so that this sector can be defined and supervised in a more appropriate way. Next, it is necessary to introduce periodic monitoring of the Belgian shadow banking sector. In this context, the Bank and the FSMA undertake to update the statistics annually and, as far as possible, to add new and more refined data and risk analyses. As the shadow banking sector is international in character, that exercise will also be in line with the activities of the international authorities (such as the FSB and IOSCO : the International Organisation of Securities Commissions) concerning monitoring, risk assessment and policy implementation. The Bank and the FSMA will thus continue to contribute to these international activities.

			In addition, two more specific recommendations were made on the subject of the two principal risks detected in the HLEG report. In regard to the liquidity risk of open-ended funds, the FSMA will maintain its efforts to ensure that fund managers keep a proper watch over their liquidity risks, and will make liquidity risk management tools available to all Belgian investment funds. In the case of the risks relating to interconnections between conglomerates, and more particularly those resulting from non-contractual obligations (step-in risk), supervision over the adequacy of the risk management within financial conglomerates needs to be further reinforced and extended.

			7.Report on derivatives

			In the aforesaid HLEG report on the future of the Belgian financial sector, the Belgian supervisory authorities were also asked to present to the government, before the end of the year under review, a report on developments in the use of financial derivatives in the Belgian financial system and the resulting systemic risks. In December of the year under review, the Bank thus submitted its report to the Minister of Finance, comprising an analysis of the use of financial derivatives by Belgian banks and insurance companies, and the associated risks, together with a review of the new regulatory framework introduced after the financial crisis.

			The report begins with a general description of the characteristics of the various types of financial derivatives and the purposes for which they can be used by financial institutions. More specifically, financial derivatives can be used for risk-hedging, for market-making activities and providing services to customers, and to take positions in order to benefit from existing or expected differences between buying and selling prices or other fluctuations in prices or interest rates. The report then proceeds to explain the mechanisms whereby the use of derivatives may generate systemic risks. Derivatives may expose the counterparties to a wide range of risks, even if they are used for hedging. Systemic risks relating to the use of derivatives may result, in particular, from the sectoral concentration of positions held by a number of financial institutions via derivatives, and from the interdependence between financial institutions resulting from their mutual transactions in derivatives.

			Next, the report describes the changes introduced in the regulatory framework in the wake of the financial crisis which directly or indirectly concern derivatives : the adjustments to the Basel III regulatory framework, the adoption of the Solvency II framework for insurance companies, the entry into force of the European Regulation on over-the-counter derivatives, central counterparties and trade repositories (European Market Infrastructure Regulation : EMIR), the proposal for an EU Regulation on the recovery and resolution of central counterparties (CCPs), and the BRRD.

			Finally, the report draws on the data given to the supervisory authority to analyse the developments in the use of derivatives by Belgian banks and insurance companies. As regards the nature of the products, it is interest rate swaps that predominate among the financial derivatives used, in the case of both banks and insurance companies in Belgium. The analysis also shows that the Belgian banking sector’s exposures to derivatives have declined sharply since the financial crisis. At the same time, the fall in interest rates since the crisis has had a substantial negative impact on the market value of the Belgian banks’ exposures to derivatives and on the net interest income from derivatives (19). In general, insurance companies make far less use of derivatives than banks.

			While the analysis of the data collected by the supervisory authority reveals certain trends in the activities of banks and insurance companies concerning derivatives, the limitations inherent in those data nevertheless make it impossible to discern all the key developments. For one thing, the detailed data on derivatives at transaction level, which must now be reported pursuant to the EMIR legislation, and which could supply information on many aspects of activities concerning derivatives, cannot yet be fully utilised. Also, as a large proportion of transactions in derivatives are now cleared by central counterparties, the availability of detailed data still does not mean that the authorities are able to gain from the system a full impression of all the counterparties on both sides of the centrally cleared transactions. The central counterparties’ systemic importance, which arises naturally from the EMIR requirement concerning central clearing for standardised derivatives, highlights the need to establish an effective recovery and resolution framework for those central counterparties, as is currently being discussed in Europe.

			The report reveals some important points for attention concerning the policies to be adopted. First, although the use of derivatives has declined and the hedging of some risks by derivatives may reduce those risks, their use may also lead to new risks and wide fluctuations in the income of financial institutions. In view of the very complex and technical nature of derivatives, it is also important for financial institutions to have adequate risk management structures so that the governing bodies of those institutions can gain a general idea of the use of financial derivatives within the institution and thus make an accurate assessment of the associated risks.

			8.Risks relating to climate change and the transition to a low-carbon economy

			The international agreement reached at the Paris Climate Change Conference (COP21) is among the reasons for the recent increase in attention to the potential impact on financial stability of climate change and the eventual transition to a low-carbon economy. In a 2017 report, the FSB mentioned that the amount of financial assets subject to direct climate risks or transition risks came to between $ 4 000 and 43 000 billion, according to various studies. While these estimates are still imprecise, particularly in view of the long time-scale to be considered, they nevertheless indicate the potential importance of these risks.

			The classification of the various risks confronting the financial sector in view of climate change and the transition to a low-carbon economy is generally accepted at international level. The direct risks mainly concern the liabilities of non-life insurers and the potential increase in the claims burden resulting from extreme climatic conditions, but also exposures to counterparties located in regions of the world considered the most vulnerable to climate change. The transition risks concern among other things the exposures to the sectors that are the heaviest consumers of fossil fuels and/or the most vulnerable in the event of a sudden energy transition, including the real estate sector. The transition to a low-carbon economy also leads to the development of green finance. These instruments may likewise present credit risks, particularly in view of the relatively innovative nature of the activities concerned and the long-term character of the investment funded, or reputation risks (e.g. in the event of failure to respect the commitments concerning the green nature of the project) when these products are issued or marketed by financial institutions.

			The monitoring of the various financial risks associated with climate change, and particularly their potential impact on financial stability, is an important attention point for the Bank. The Belgian financial sector’s exposures to the direct risks are relatively minor, except for the non-life insurance sector. The indirect risks could prove more significant. However, a more accurate measure of those exposures requires a more refined analysis framework than the currently available data permit. That framework will need to be developed in the near future on the basis of the methodology devised and approved at international level. Apart from the efforts to be made by the supervisory authorities, it is desirable for all the players concerned, including non-financial entities, to give more publicity to the aforesaid risk exposures. Initiatives such as those of the FSB via its Task Force on Climate-related Financial Disclosures should be encouraged.

			In any case, it is not desirable to influence – via legislation – the strategic choices of financial institutions concerning climate or energy, e.g. by means of higher or lower capital requirements for certain types of exposures. Nonetheless, the Bank’s macroprudential mandate is to guarantee continued financial stability in Belgium, and it is therefore the Bank’s duty to monitor any excessive systemic risks that arise, whether they be due to climate change or any other factor.

			 

			
				
					(1)	This measure originally entered into force via a Bank Regulation approved by the Royal Decree of 8 December 2013, then implemented in 2014 for a two-year period pursuant to Article 458 of the CRR.

				

				
					(2)	See the Bank’s press release dated 21 November : “The National Bank intends to strengthen the resilience of Belgian banks to any problems relating to mortgage loans and property shocks”.

				

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

				

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

				

				
					(5)	See “Setting the countercyclical buffer rate in Belgium : A policy strategy” (www.nbb.be).

				

				
					(6)	In EU legislation, D-SIBs are called other systemically important institutions (O-SIIs).

				

				
					(7)	That score is calculated as an aggregate of the mandatory indicators relating to the size, complexity, interdependence and substitutability of the banks, the indicators being assigned fixed weighting factors. When a bank’s systemic importance score exceeds a certain threshold, the institution is automatically classified as an O-SII. Nevertheless, the authorities can use other indicators or apply different weighting factors to the indicators stipulated by the EBA to designate additional banks as O-SIIs.

				

				
					(8)	See the “Annual disclosure regarding the designation of and capital surcharges on Belgian O-SIIs (1 December 2017)”. (www.nbb.be).

				

				
					(9)	Without prejudice to the ceilings provided for in Article 14 §5 of Annex IV to the Belgian Banking Law.

				

				
					(10)	Directive 2014/59/EU of the European Parliament and of the Council of 15 May 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. 1093/2010 and (EU) No. 648/2012, of the European Parliament and of the Council.

				

				
					(11)	The bail-in instrument comprises a mechanism for absorbing the losses of an institution in the process of resolution, the institution then being recapitalised by the write-down or conversion of equity instruments or other eligible liabilities. The write-down and/or conversion is carried out as far as possible in accordance with the ranking specified by the usual insolvency procedures. The losses must be borne first by the shareholders, followed by the holders of additional Tier 1 equity, then Tier 2 equity, other subordinated creditors and, finally, the creditors of other eligible liabilities.

				

				
					(12)	See “ESRB Recommendations on intermediate objectives and instruments of macro-prudential policy (ESRB/2013/1)” and “ESRB Recommendation on intermediate objectives and instruments of macroprudential policy (ESRB/2013/1) : Follow-up – Summary Compliance Report” (www.esrb.europa.eu).

				

				
					(13)	The Bank’s macroprudential risk analyses are based on a top-down approach, a bottom-up approach, and a model-based approach (see the Bank’s Macroprudential Report 2016).

				

				
					(14)	See “The Belgian macroprudential policy framework in the banking sector” (www.nbb.be).

				

				
					(15)	“The future of the Belgian financial sector”. Report of the High-Level Expert Group (HLEG) established on the initiative of the Belgian Minister of Finance, 13 January 2016.

				

				
					(16)	“Report on Asset management and Shadow banking”, September 2017  (www.nbb.be).

				

				
					(17)	Alternative investment funds are funds which are not covered by the European rules on UCITS (undertakings for collective investment in transferable securities). They are generally funds that invest in alternative strategies, such as hedge funds, private equity funds and property funds.

				

				
					(18)	An open-ended fund is an investment fund that offers the possibility of issuing or redeeming shares. People investing in these funds can easily enter or leave, and many open-ended funds permit daily redemptions.

				

				
					(19)	The reason is that the maturities of investment on the assets side of the bank balance sheet are longer than the maturities of the funding on the bank’s liabilities side. Since a number of banks generally hedged themselves against interest rate increases, the steep decline in interest rates over recent years led to losses on derivatives (interest rate swaps) used to hedge that risk.

				

			

		

	
		
			C.   Recovery and resolution

			During the year under review, the Bank’s work on recovery and resolution mainly concerned resolution in the banking sector. While the European institutional framework remained relatively stable, its implementing provisions – some of which have yet to be defined – were discussed at European and international level. At the same time, a new category of unsecured creditors was introduced in Belgian law in order to facilitate the application of the bail-in instrument. The Single Resolution Board (SRB), in cooperation with the national resolution authorities, continued to draw up resolution plans for significant credit institutions and the financing of the European and national resolution funds was stepped up. The Bank also published a Circular (1) on the implementation of the various EBA guidelines on crisis management, concerning both recovery and resolution plans and various modalities of intervention or resolution.

			As regards financial market infrastructures, at the end of 2016, the European Commission had published a proposal introducing a legal framework for the recovery and resolution plans of central counterparties whose importance is growing in view of the obligation to clear certain types of derivatives via such institutions. The discussions at European level continued during the year under review.

			As regards insurance companies, the European Insurance and Occupational Pensions Authority (EIOPA) analysed the various national recovery and resolution regimes. As it found wide variations between Member States, it made recommendations aimed at greater harmonisation of those regimes. Implementation of those recommendations would entail future adjustments to the regulatory framework.

			1.Resolution of banks and investment firms

			1.1Institutional and legal framework

			The European institutional and legal framework concerning resolution remained relatively stable during 2017. It is based on the BRRD, which defines a framework for the recovery and resolution of credit institutions and investment firms, and on the SRM Regulation (2), which establishes the single resolution mechanism (SRM).

			While the European framework defines an overall approach to resolution, some of its implementing provisions have yet to be determined, e.g. by the EBA or the SRB in accordance with their respective competences. In particular, the SRB launched a reflection with the aim of devising, within the Banking Union, an approach on a range of horizontal topics including, for example, the definition and calibration of the MREL, the mapping of critical functions performed by European banking groups, the operational continuity of entities in resolution, and the access to market infrastructures in resolution.

			Some international developments also enriched the discussions on the implementation of the resolution framework in Europe. For example, in December 2016, the FSB launched a consultation on the internal total loss-absorbing capacity, or internal TLAC, i.e. the loss-absorption capacity of the subsidiaries of a banking group subject to a single point of entry resolution strategy (i.e. a banking group in which the bail-in instrument would only be applied to one legal entity within the group, the single point of entry, in order to cover all the group’s losses). In response to the FSB consultation, in February 2017, the NBB stressed the importance of such a mechanism in the implementation of the single point of entry resolution strategy, and raised a number of technical arguments demonstrating that some instruments, such as collateralised guarantees, cannot ensure that one of the conditions necessary for implementing such a strategy is met, namely the upstreaming of losses to the parent company and the downstreaming of capital to the subsidiaries in resolution. The FSB published the final version of its guiding principles on the internal total loss-absorbing capacity in July 2017.

			At the same time, the implementation of the European framework also required adjustments to the Belgian legislation in order to facilitate the use of the new resolution instruments that it introduces. In 2017, Belgium followed the initiative already taken in several Member States, including France, to facilitate the application of the bail-in instrument by introducing a new class of debt instrument (Non-Preferred Senior).

			In the event of a bank resolution, the shareholders must be the first to bear the losses, followed if necessary by the institution’s creditors. In accordance with the no-creditor-worse-off (NCWO) principle, no creditor may incur greater losses than those it would have incurred if the institution had been wound up under normal insolvency proceedings. The creditors have to contribute towards the losses according to the ranking of their claims in bankruptcy, and creditors of equal rank must receive equal treatment (pari passu).

			The resolution authority identified a number of obstacles concerning unsecured creditors, hampering the use of the bail-in instrument. The first is the presence in this rank of unsecured deposits. While the legal framework permits the absorption of losses by unsecured deposits, including corporate deposits, the resolution authorities nevertheless face a considerable risk of contagion for the real economy.

			Next, among the unsecured creditors, there are highly complex products, such as structured products (which package various financial instruments, such as derivatives, within a single debt instrument), so that it may prove impossible to effect their write-down or conversion within a reasonable period of time.

			Although the legal framework provides for the possibility, in exceptional circumstances, of excluding from the scope of application of the bail-in instrument certain liabilities normally eligible for bailing in, that option needs to be qualified as it could contravene the NCWO principle. “Traditional” debt instruments which, unlike the debt instruments which would be excluded, can be more readily written down or converted would consequently have to bear greater losses, after which the holders of those traditional debt instruments would be entitled to claim compensation from the resolution fund.

			To resolve these two problems, a new category of unsecured creditors (Non-Preferred Senior) was created which, in the event of competing claims on the credit institution’s assets, would be repaid after the ordinary unsecured creditors but before creditors holding subordinated debt. For the application of the bail-in instrument, this means that they will have to bear part of the losses after the subordinated creditors but before the ordinary unsecured creditors.

			To qualify as Non-Preferred Senior, debt instruments must meet a range of requirements. They must be debt instruments with an initial maturity of not less than one year and the contractual terms must stipulate that the holder is a junior unsecured creditor. Debt instruments subject to conditions which would make it too difficult to apply the bail-in instrument are excluded.

			With this initiative, Belgium anticipated the European Directive (3) amending the BRRD on the basis of which a new category of debt instruments is introduced into the creditor hierarchy at a rank directly above that of the subordinated instruments issued by banks (see section D.3.1. below).

			At European level, the year under review was marked by the resolution of a number of banking crises which provided a test for the new European resolution rules.

			
				
					[See box 10]

				

			

			1.2Resolution plans

			The BRRD requires a resolution plan to be developed for each European banking group. The preparation of a resolution plan is aimed at improving a group’s resolvability. Under the Directive, a banking group is deemed resolvable if the resolution authority can either liquidate all its constituent legal entities via normal insolvency proceedings or resolve it by applying the various resolution tools and powers at their disposal while safeguarding the stability of the financial system and ensuring the continuity of critical functions performed by the group.

			The SRM Regulation gives the SRB responsibility for preparing the resolution plans of significant and/or cross-border credit institutions, and those subject to the ECB’s direct supervision. Responsibility for drawing up the plans for other less significant institutions falls to the national resolution authorities.

			Designing resolution plans is an iterative process which, depending on the complexity of the banking group, may extend over several years. In that connection, the SRB devised a sequential approach defining various stages in the preparation of resolution plans. In order to design a plan that fully complies with the BRRD’s requirements, the SRB defined five stages in resolution plan development. The first stage is the transitional resolution plan. It is followed by the phase 2, 3, 4 and 5 resolution plans. The transitional resolution plan defines the bases of a resolution plan and of the resolution strategy itself. Both are further developed in the phase 2 to phase 5 plans by an iterative process, each plan comprising an additional decision factor in the light of the MREL or the identification of impediments to resolvability.

			During 2017, in cooperation with the national resolution authorities, the SRB developed mainly transitional, phase 2 or phase 3 resolution plans. Unlike the phase 2 plans prepared in 2016, the phase 3 plans incorporate a binding consolidated MREL requirement.

			The consolidated MREL requirement is determined in accordance with the methodology adopted by the SRB in 2017. The requirement comprises a loss absorption amount, a recapitalisation amount and a market confidence charge. The first is based on the capital requirements, namely the Pillar 1 and Pillar 2 requirements and the combined buffer requirements (see chapter D below). The recapitalisation amount is equivalent to the Pillar 1 and 2 requirements applied to the amount of the risk-weighted assets (total risk exposure) as determined after resolution. That amount may therefore recognise, within certain limits, a reduction in the risk-weighted assets resulting from the materialisation of certain risks. Finally, it is supplemented by an amount intended to ensure market confidence, equal to the combined buffer requirements less 125 basis points, again applied to the post-resolution risk-weighted assets.

			A consolidated MREL is insufficient for a single point of entry resolution strategy which assumes that the bail-in, aimed at absorbing all the group’s losses, is applied at a single point. That is why the consolidated requirement would need to be supplemented by a requirement at individual level to be satisfied by entities covered by the single point of entry resolution strategy.

			The SRB’s resolution plans are drawn up by internal resolution teams comprising members of the SRB and representatives of national resolution authorities. During 2017 the Bank, as the national resolution authority, took part in developing three phase 2 resolution plans and three phase 3 resolution plans concerning significant credit institutions established in Belgium, as well as in developing transitional resolution plans for two other credit institutions likewise established in Belgium. In addition, the Bank contributed to the development of the resolution plans of nine major banking groups with subsidiaries in Belgium.
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			1.3Resolution financing

			The BRRD requires each Member State to establish a resolution fund, financed by the levying of contributions from credit institutions and investment firms. Each resolution fund must reach a target level of at least 1 % of the total volume of covered deposits by no later than 31 December 2024.

			The SRM Regulation established the Single Resolution Fund (SRF) in the Banking Union on 1 January 2016. It replaces the national resolution funds for institutions contributing to the SRF. However, national compartments are maintained within the SRF for a transitional period. The Fund must be fully constituted within eight years. Its target level is set at a minimum of 1 % of the total amount of the covered deposits for relevant institutions licensed in the Banking Union. The SRB estimates the target level of the SRF at € 55 billion in 2023.

			The SRB defines the annual target level of the SRF and calculates the contributions for each institution. The national resolution authorities work with the SRB at every stage in the process. More specifically, by no later than 31 January in each year, they collect the data necessary for the calculation, and they notify the institutions of the amounts of their contributions by no later than 1 May.

			The method of calculating the SRF contributions is determined by a European Commission Delegated Regulation (4). Small institutions pay a flat-rate contribution. A risk-adjusted calculation method is used to determine the contributions of larger institutions.

			In 2017, the SRB levied a sum of € 250 million on the Belgian institutions liable for contributions, while in 2016 the sum collected was € 277.6 million. This decline is explained by the mutualisation of resources which is being phased in by the SRF during the transitional period and which modifies the basis of calculation. The change in the basis of calculation is beneficial for Belgian institutions because they have a quantity of covered deposits which is proportionately above the European average. The institutions were able to pay 15 % of their contribution in the form of an irrevocable payment commitment guaranteed by cash collateral. The total amount of the contributions from Belgian institutions in this form came to € 34.4 million in 2017. The SRF has already collected a total of € 17.4 billion from institutions covered by the SRM Regulation.

			For institutions not subject to the SRF, i.e. branches located in Belgium of credit institutions or investment undertakings of a third country, and Belgian investment firms not covered by the ECB’s consolidated supervision of their parent company, the Law of 27 June 2016 introduces a national resolution fund financed by the levying of annual contributions. The Law specifies that the contribution and payment arrangements are determined by the Bank’s Resolution College, and that the national resolution fund collects those contributions. In 2017, the Resolution College adopted a Circular (5) specifying the calculation method applied for that year and informed the national resolution fund of the amount of the contributions due from institutions not liable for contributions to the SRF. The annual target level for 2017 amounted to just over € 450 000.

			 

			
				
					(1)	Circular NBB_2017_29 of 30 November 2017 – EBA guidelines on crisis management.

				

				
					(2)	Regulation (EU) No. 806/2014 of the European Parliament and of the Council of 15 July 2014 establishing 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, OJ L 225 of 30.7.2014.

				

				
					(3)	Directive (EU) 2017/2399 of the European Parliament and of the Council of 12 December 2017 amending the Bank Recovery and Resolution Directive as regards the ranking of unsecured debt instruments in insolvency hierarchy.

				

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

				

				
					(5)	Circular NBB_2017_28 – National Bank of Belgium Resolution College Circular on the calculation and collection of contributions to the Resolution Fund due from enterprises not subject to the Single Resolution Fund.
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			Box 10  –  Italian and Spanish banking crises

			The year 2017 saw the resolution of several banking crises which enabled the new resolution rules adopted at European level to be put to the test.

			The Monte dei Paschi di Siena bank had to resort to Italian state aid to support its liquidity and solvency positions, notably by means of a capital increase amounting to over € 5 billion. This government aid did not require resolving the group as the increase in capital could be considered precautionary (1), being justified by the results of a stress test exercise conducted by the competent authorities. In accordance with its policy on state aid, however, the European Commission stipulated that the holders of subordinated debts of the Monte Paschi group must share in the losses by accepting a reduction in the amount of their claims equal to over € 3 billion. Nevertheless, private investors were partially spared these losses as it was considered that they had not been adequately informed of the risks incurred when investing in the form of subordinated debts and that, consequently, they should receive compensation on the grounds of mis-selling (sale of products inappropriate to the investor’s knowledge and risk profile).

			The competent supervisory authority had to deem the Italian banks Banca Popolare di Vicenza and Veneto Banca failing or likely to fail due to their inability to restore their profitability and solvency in a sustainable way. In view of the activities and size of these institutions, the SRB considered that these two banks did not meet the public interest requirement as defined by the BRRD. It therefore concluded that no resolution measure was necessary, the consequence being the liquidation of these two institutions. The Italian authorities were able to avoid a disorderly liquidation by first recapitalising these two entities for an amount of € 4.8 billion and transferring their healthy assets and deposits to the Italian banking group Intesa for € 1. The remaining assets and liabilities of the residual entities of these two banks essentially comprise a portfolio of non-performing loans and the capital and existing subordinated debts, which will be used to cover the losses. The difference was financed by debt guaranteed by the Italian government to the tune of € 12 billion in order to facilitate an orderly liquidation.

			In Spain, Banco Popular similarly had to be deemed failing or likely to fail due to a severe liquidity crisis, which was the result of a loss of confidence among the creditors following the difficulties the bank experienced in improving its financial situation, weighed down by an excessive volume of non-performing assets. In view of the size of Banco Popular in Spain, the SRB considered that resolution measures aimed at preserving the bank’s essential activities were necessary. It therefore proceeded immediately with a valuation of the assets and concluded that the whole of the capital and the subordinated debts had to be used to cover the existing losses. That made it possible to sell the Banco Popular to the Santander group for € 1.

			In the above four crisis cases, the authorities used the tools introduced by the BRRD to preserve financial stability, the risk of a bail-in for depositors. However, it must be said that state aid was still needed to resolve some crisis situations, as in the case of the Italian banks. The local authorities considered that the aid was inevitable to avoid economic disruption in Italy, and more particularly in the regions where the banks in question operated. These cases show that it is difficult to exclude, a priori, state aid in a crisis situation, particularly if several large institutions are affected at the same time.

			That aid was considered compatible with the European rules on state aid and with the BRRD. In the case of Banca Popolare di Vicenza and Veneto Banca, the aid was intended to facilitate the liquidation of banks which would cease to operate. In the case of Monte Paschi, the aid could be granted on the basis of a special BRRD provision which permits a precautionary recapitalisation. In accordance with its general policy, the European Commission ensured that the shareholders and holders of subordinated debt bore the losses, to prevent the state aid being used to cover existing losses. That policy highlighted the difficulty of using debt instruments held by retail customers to cover the losses incurred, as that could damage customers’ confidence, whereas one of the aims of the crisis resolution is to restore confidence in the financial system.

			The speed with which other entities could be found to take over the activities of the banks in crisis also helped to maintain financial stability. Without the rapid takeover of the entities and activities concerned by other investors, it would probably have been very difficult for the authorities to stop cash withdrawals and avoid a disorderly liquidation. It thus seems that having access to sufficient liquidity sources in the case of a bank resolution is essential for the success of a resolution procedure.

			Finally, these cases also highlighted the importance, in the event of resolution, of considering the situation of not only the failing bank but also the entities associated with it, more particularly the foreign banking subsidiaries. Those subsidiaries may be affected by the failure of the parent institution and by the resolution or restructuring measures taken, which could disrupt financial stability in the host countries of those subsidiaries.

			 

			
				
					(1)	The BRRD makes provision for the precautionary recapitalisation mechanism, which enables a state to recapitalise a bank without triggering a resolution mechanism. The amount of the recapitalisation must be based on the level of theoretical losses estimated by the supervisory authority in a stress test exercise, and cannot be used to cover existing losses.
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			D.   Banks and stockbroking firms

			In 2017, in a continuing low interest rate environment, the SSM focused most particularly on supervising the profitability of credit institutions and their sensitivity to interest rate movements, notably on the basis of stress tests developed specifically for that purpose. The results of those tests were also used in the annual risk assessment and quantification of the necessary capital and liquidity (Supervisory Review and Evaluation Process : SREP). In addition, the SSM finalised its guidelines on the management of non-performing loans. The implementation of the accounting standard IFRS 9 and the outsourcing of various bank services were likewise accorded priority attention. Finally, the SSM published its expectations concerning the quality of the Internal Capital Adequacy Assessment Process (ICAAP) and the Internal Liquidity Adequacy Assessment Process (ILAAP), stressing the need to improve credit institution practices in that sphere. The Bank participated in all this work via the Joint Supervisory Teams.

			At national level, horizontal analyses focused particular attention on interest rate risks, market risks and Belgian banks’ business models. The Bank also monitored the implementation of the structural reforms aimed at prohibiting or restricting certain trading activities. Finally, the Bank took note of the recommendations issued by the Optima and Panama Papers commissions and followed them up.

			Developments concerning international banking regulations took place both at global level, with the finalisation of the “Basel III” regulations by the Basel Committee on Banking Supervision, and at European level with the continuing negotiations on updating the European banking regulations. At national level, the Bank adapted its rules on the options and discretions granted to national supervisory authorities. Other points were clarified in the debate on the allocation of powers between the ECB and the national supervisory authorities.

			1.Mapping of the sector and operational aspects

			1.1Population and classification of Belgian banks according to the SSM criteria

			At the end of 2017, the Belgian banking population comprised 104 institutions. While the number of Belgian credit institutions has remained stable, the number of branches of credit institutions governed by the law of another member country of the EEA (European Economic Area) declined by four units.

			As explained in the Report 2016 (see section C.1. under “Prudential regulation and supervision”), the ECB – via the SSM – exercises direct supervision over all euro area institutions considered significant (SIs), and is assisted in that by the national supervisory authorities. The latter continue to maintain direct supervision over less significant institutions (LSIs), although the ECB may take on the direct supervision of those institutions if that is justified for the consistent application of its supervision standards.

			In the case of the SIs, under the direction of the ECB, the Bank takes part in 15 Joint Supervisory Teams (JSTs) which supervise significant Belgian institutions or groups of institutions, be they Belgian banks owned by a Belgian parent company, Belgium-based subsidiaries of a non-Belgian parent company subject to the SSM, or banks established in Belgium and owned by a non-Belgian parent company not subject to either the SSM or the law of an EEA member country. The group of Belgian LSIs comprises 16 banks (excluding financial holding companies and financial services groups).
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			1.2Operational aspects

			Inspections

			The rise in the number of on-site inspections in the banking sector since 2015 continued in 2017. Those inspections mostly concerned significant institutions. In accordance with the supervision priorities defined by the SSM, the inspections mainly considered the financial risks incurred by the banks and the organisation of their control functions. The inspections conducted under the SSM are increasingly entrusted to joint teams, comprising inspectors from various supervisory authorities belonging to the SSM.
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			On subjects which do not fall within the ECB’s competence, the inspections concerned all institutions placed under the direct prudential supervision of the Bank. There was particular emphasis on the prevention of money-laundering and terrorist financing.

			Internal models

			The TRIM (Targeted Review of Internal Models) project aims to enhance credibility and confirm the appropriateness and relevance of the internal models used by SIs to calculate capital requirements. Among other things, this project aims to ensure that the internal models conform to the regulations, to harmonise supervision practices within the SSM, and to reduce unjustified variations in the risk-weighted assets.

			The first TRIM on-site missions took place in 2017. This first wave of missions concerned the models for calculating credit risk for retail customers and SMEs, and the models for calculating market risk. Eight missions were conducted in Belgium in 2017.

			As a result of the preparations carried out in 2016, these missions were based on a common methodology and uniform inspection techniques which describe the work to be done on site by all inspection teams. In addition, the use of common methodologies and techniques permits comparison of the results of each mission in the SSM. The SSM produced a “Guide for the TRIM” which spells out the expectations of the supervisory authorities and determines a common interpretation of the rules in the SSM. This stage is a precondition for achieving one of the TRIM’s objectives, namely the harmonisation of supervision practices. Thus, the guide will facilitate a more harmonised approach to the assessments of the models’ quality and their assumptions.

			A second wave of missions will take place in 2018 and 2019. As well as completing the missions concerning market risk calculation models, it will cover the models used by SIs to calculate the credit risk on portfolios with a historically low default rate (corporates, financial institutions, specialised finance).

			Belgian structural reforms

			The Bank is the competent authority responsible for ensuring compliance with the rules restricting the trading activities of credit institutions (“structural reforms”). The Banking Law and the Bank’s Regulation dated 1 April 2014 (1) frame the legislation on structural reforms and establish a prohibition in principle on proprietary trading, but with a number of possible exemptions. The structural reforms are not governed by European law and therefore come under the supervision of the Bank. Meanwhile, the European Commission decided to withdraw its proposal for a Regulation on the subject at European level. Apart from Belgium, other countries such as Germany, France and the United Kingdom now have national legislation on structural reforms of the banking sector.

			The Belgian 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 and certain very high-risk trading activities. However, five categories of trading activities are still allowed. The first two permissible trading activities are the provision of investment services and ancillary services for customers, including hedging, and the maintenance – on the basis of a contractual obligation – of a liquid market by continuously publishing buying and selling prices for a particular type of transferable security or financial instrument. Trading operations that constitute effective economic hedging of the various risks inherent in a financial institution’s balance sheet are exempt from the prohibition, as are trading operations connected with sound liquidity management, and those resulting from strategic decisions relating to the management of a sustainable and liquid investment portfolio for the institution concerned, provided all these trading operations meet clearly defined criteria and standards.

			The permitted trading activities are subject to both quantitative and qualitative requirements. A dissuasive capital surcharge is imposed on financial institutions if the permitted trading activities exceed one of the quantitative thresholds laid down in the Regulation. These materiality thresholds consist of a first, volume-based threshold which stipulates that the sum of the trading assets must not exceed 15 % of the total assets, and a second, risk-based threshold whereby the sum of the capital requirements for market risk must not exceed 10 % of the total capital requirements.

			In order to monitor the Belgian banking sector’s application of the legislation relating to the structural reforms, the Bank has conducted horizontal analyses since 2015 on the basis of quantitative and qualitative reporting tables. At the same time, the Bank conducted a number of on-site inspections in 2017 to verify compliance with Belgian law. The reporting obligation combined with targeted spot checks enable the supervisory authority to assess general compliance with the legislation on the structural reforms.

			The quantitative reporting data revealed a reduction in permissible trading operations brought about by the legislation on structural reforms but also, for example, by the restrictions resulting from the leverage ratio. That ratio prompted institutions to take steps to limit derivatives portfolios, to use bilateral netting, or to settle existing derivatives transactions via a central counterparty. All these measures helped to reduce the risks for the Belgian banking sector.

			However, the materiality thresholds defined in the Regulation do not in any way constrain the trading activities of Belgian banks. The quarterly reports show that the volume-based ratio has fallen significantly since 2014. All institutions respect the permitted threshold of 15 % with a very wide safety margin. The derivatives position is a key determinant of that ratio. The volume of derivatives held for trading purposes was reduced on both the assets and the liabilities side of the balance sheet in all reporting institutions between the end of 2014 and the end of 2016. Similarly, the risk-based ratio has maintained a downward trend, on average, since 2014. Here, too, all institutions respect the permitted threshold of 10 % with a very large safety margin.
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			Although the regulatory framework aims to prevent financial institutions from expanding their trading activities to the excessive levels prevailing before the financial crisis, thus building up certain risks, the Regulation also intends to provide an adequate margin for the trading activities necessary to support the economy and to conduct the institution’s own management (asset/liability management and liquidity management).

			Optima and Panama Papers commissions

			On 7 July 2016, the Belgian Parliament set up a parliamentary commission to inquire into the causes of Optima Bank’s bankruptcy and any conflicts of interest between the Optima group, including its constituent entities, and the government. The committee of inquiry’s report published on 28 June 2017 successively examines Optima Bank’s business model and policy, the role of the financial supervisory authorities, evaluation of the legislation and financial supervision instruments, relations between Optima Bank and the other Optima group companies, the link between Optima Bank and public entities, and finally, the tax fraud inquiry, and particularly the fraud and money-laundering mechanisms. A key factor in the design and organisation of the committee’s work was that it had to take account of the fact that some aspects of the case formed part of a current judicial investigation.

			In its work, the commission of inquiry was able to use the database which the Bank made available to it in a data room opened from September 2016 to the end of June 2017, containing all the Bank’s administrative documentation. The Bank also provided detailed written answers to all requests for clarification and documentation.

			In assessing the Bank’s role, the commission of inquiry analysed the Bank’s action in the light of the information and supervision instruments available to it at the time when it had to make choices and take decisions in regard to Optima. The commission also confirmed the point of view whereby access to the financial market did not need to be tightened up to the point where the entry threshold became prohibitive for new institutions, which are generally small entities operating according to specific business models. Such an approach would mainly benefit existing, larger institutions, which would continue to expand, potentially increasing the systemic risk further within the financial sector. Moreover, in assessing the supervisory authorities’ role, the commission did not assume that the purpose of prudential supervision was primarily to prevent the failure of any financial institution, as that would favour moral hazard. If supervisors were to adapt a “no bankruptcies” policy, this could in fact send the banks a wrong signal in tempting them to consider that, whatever risks they took, the supervisory authorities and/or the government would always intervene to prevent a bankruptcy. Instead, the commission assumed that the impact of a bankruptcy had to be absorbed by the efficient functioning of the mechanisms for resolution, liquidation (possibly via bankruptcy proceedings) and depositors’ compensation in accordance with the rules on the subject.

			The Bank took note of parliament’s conclusions and recommendations, and will cooperate fully in their implementation, in the interests of consistency with the recommendations made by parliament in the case of the Panama Papers.

			Analysis of the recommendations revealed that some of them concern the practicalities of supervision. Consequently, when implementing them it is necessary to take account of the institutional context under the SSM, whereby the ECB is responsible for the supervision of not only SIs but also – indirectly – LSIs. Accordingly, the supervision of SIs and LSIs must be organised as consistently as possible.

			In regard to legislation, various initiatives have already been taken in response to a range of recommendations, particularly concerning the prevention of money-laundering and terrorist financing, compliance, “fit and proper” policies and special schemes. Some recommendations had already been implemented in anticipation, or may be implemented fairly soon. Other recommendations do not require specific monitoring in the light of the existing supervision framework. Finally, the Bank also looked into a number of recommendations which will take longer to implement, e.g. in the sphere of the particular mechanisms, given that any initiative on these subjects needs the support of other interested parties.

			2.Supervision under the single supervisory mechanism

			2.1Supervision priorities and risk assessment

			The year under review was the third full year of operation of the SSM, which is responsible for the prudential supervision of the main banking groups operating in Belgium.

			During that year, the SSM’s action was essentially based on risk analysis and developments in the banking sector. Profitability was still under stress for euro area banks, owing to cyclical factors such as the low interest rates in the euro area, significantly eroding the banks’ interest margin without the volume of lending expanding sufficiently to offset that, but also structural factors such as the excessive level of non-performing loans in the banking sectors of certain countries, and the failure to achieve an adequate reduction in operating costs. That is the context in which the SSM defined its priorities for 2018, focusing its action on various specific spheres.

			In 2016, the SSM launched a thematic review of the banks’ business models and profit sources. That analysis is based mainly on examination of the business plans and the measures aimed at adapting the business models to identified future challenges, notably concerning digitisation and outsourcing. That analysis will continue in 2018, making it easier to detect weaknesses in banks’ profitability and to assess the adequacy of the measures to be taken under their strategic plan.

			Assessing the sensitivity of interest margins to interest rate movements is particularly important in a low interest rate environment and in view of a potential increase in those rates. During the past year, that analysis was based partly on the results of a stress test exercise (see box 12 under “Prudential regulation and supervision”).
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			One of the factors significantly eroding the profitability of some European banks and their ability to support the real economy is still the excessive level of non-performing loans. In that regard, the SSM finalised its guidance on the management of these loans, and asked the credit institutions to define credible strategies for gradually reducing their portfolio of non-performing loans. The strategies had to be defined by institutions with a high level of non-performing loans compared to the national average. They were submitted for the approval of the SSM, which examined whether they were sufficiently ambitious yet realistic, taking account of the financial and operational capacity of the banks concerned and the legal and judicial context in which they operate. In 2018, the SSM will keep a close eye on the implementation of these measures and their effectiveness.

			To supplement its guidance, the SSM also published a consultation document spelling out its expectations regarding prudential provisions for non-performing loans. In that connection, it proposes that, to calculate the prudential capital, institutions should apply a 100 % provision to the unsecured part of any loan deemed non-performing for more than two years, and a 100 % provision to the secured part of any loan which has been non-performing for more than seven years, unless the institution can provide objective evidence that such a level of provision is not justified. The aim of this rule is to prevent any future increase in the volume of non-performing loans without adequate cover at levels which are unsustainable for the sector. If this level of provision cannot be demonstrated in the accounts, notably under the IFRS rules, the institutions concerned will be asked to adjust their capital accordingly. This prudential provisioning rule will apply to loans classed as non-performing after 1 January 2018. The SSM will issue a proposal at a later stage concerning the stock of non-performing loans on that date.

			The SSM also finalised its thematic review on the credit institutions’ preparations for applying IFRS 9 which comes into force in 2018 and will have a noticeable impact on the volume of loan loss provisions (see section D.3.3).

			The adequacy of risk management and of solvency and liquidity positions is another constant point for attention, especially in a period of low profitability implying limited capacity to generate capital and a potential tendency to opt for riskier strategies (search for yield).

			From that point of view, it is essential for institutions to have accurate, reliable data in order to identify, measure and manage their risks properly. In that connection, the SSM continues to put constant pressure on institutions to make them respect the international standards of data quality and aggregation and internal risk reporting.

			In addition, the SSM published its specific expectations regarding the quality of the Internal Capital Adequacy Assessment Process (ICAAP) and the Internal Liquidity Adequacy Assessment Process (ILAAP), emphasising the need for improvement in credit institutions’ practices on this subject. As regards risk measurement, the SSM expects institutions to estimate their risks and capital needs both on an economic basis and with due regard for the regulatory capital requirements. Thus, institutions should be able – taking account of their business plans and financial plans – to ensure that they can maintain their regulatory capital at a level above the total regulatory requirements, including all the capital buffers. In the case of a severe crisis scenario (adverse stress test), institutions should also guarantee that the level of capital remains above the minimum requirements (total Pillar 1 and Pillar 2 requirements).

			As institutions are also tending to resort to the outsourcing of many services on a larger scale, partly to reduce their costs, the SSM launched a thematic review on the subject aimed at identifying the associated risks, defining good practice and developing a framework for controlling these risks. As regards more particularly the developments concerning digitisation, the SSM drew up its methodology for assessing IT risks, more specifically cyber risk, and incorporated it in its process for assessing the risks and quantifying the necessary capital and liquidity (SREP).

			The consequences of Brexit will also continue to influence the SSM’s activities during 2018. The ECB, working with the national supervisory authorities, will continue to examine the plans of banks wishing to relocate some of their activities currently based in the United Kingdom by transferring them to the euro area. Particular attention will focus on the implementation of the policies defined by the ECB to prevent the licensing in the euro area of banking entities lacking adequate control over the risks associated with their activities. The ECB will also monitor the impact of Brexit on the activities of European banks and the measures that the banks take to limit the repercussions.

			As well as participating in the various activities of the SSM, the Bank also conducted several specific horizontal analyses of the Belgian banking sector.
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			2.2SREP methodology and results

			In 2017, banks subject to SSM supervision (SIs) underwent a new SREP evaluation based on the methodology developed in 2015 and the adjustments made in 2016 to take account of the results of the harmonised stress tests conducted on the basis of the situation at the end of 2015. The SSM had taken account of those results in its SREP decisions when setting an additional target, called the Pillar 2 guidance (2), on CET1 capital. The Pillar 2 guidance was meant to ensure that, in a severe crisis, the CET1 ratio remains above the sum of 5.5 % of the risk-weighted assets plus the amount of the systemic capital buffer fixed by the FSB for banks classed as global systemically important groups.
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			For the 2017 SREP decision, applicable in 2018, and more particularly for the Pillar 2 guidance, the SSM did not conduct a full stress test as in 2016, but conducted a detailed analysis of the interest rate risk sensitivity of the banks subject to its supervision (see box 12 below). The results of that exercise led to reductions or increases in the Pillar 2 guidance of 10 or 25 basis points compared to the level fixed under the 2016 SREP decision.

			Although 2017 brought no changes in the methodology for quantifying the Pillar 2 requirements of the SSM’s Pillar 2 guidance, it should be noted that the European Commission and the EBA started work on improving the harmonisation of practices on the subject. Thus, the ECB methodology could undergo further adjustments in 2018 to take account of the effects of those revisions being prepared at European level. In 2018, the SREP evaluation should also take account of the results of the new harmonised stress test exercise.
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			In 2016, the adjustments to the SREP methodology had led to a reduction in the average level of the Pillar 2 requirements, which then came to 2 % of the risk-weighted assets as opposed to 3.1 % in 2015. As a result, this was similar to the level imposed by other prudential supervisory authorities outside the euro area. In 2017, the average level of the Pillar 2 requirements was stable in relation to 2016. However, the CET1 ratio threshold – (maximum distributable amount trigger : MDA trigger) beyond which a bank must restrict the payment of dividends, variable remuneration or coupons on additional capital instruments in accordance with European law – increased as a result of the further phasing in of capital conservation buffers and systemic risk buffers.

			Thus, for Belgian banks subject to SSM supervision, the average MDA trigger increased from 8.47 % to 9.38 %, while the Pillar 2 requirements remained more or less stable at 1.97 % in 2017 compared to 2.03 % in 2016.

			The total CET1 capital requirement increased from 10.59 % to 11.11 %, smaller than the rise in the MDA trigger, reflecting the reduction of the Pillar 2 guidance from 2.12 % to 1.74 %. That reduction is due mainly to the fact that the part of the capital conservation and systemic risk buffers taking effect in 2018 can be offset by a corresponding reduction in the Pillar 2 guidance, provided the latter is maintained at a minimum of 1 %.

			The Bank conducted a similar exercise for LSIs which, in contrast to SIs, are subject to the Bank’s direct supervision. From 2018, that exercise will also be based on the results of the stress tests developed during the year under review.
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			3.Regulatory aspects

			3.1International regulations

			The changes in international banking regulations at global level are marked by the finalisation of the “Basel III” regulations by the Basel Committee on Banking Supervision and at European level by the ongoing negotiations on an update of the European banking regulations. The sections below present the salient points on these two subjects.

			3.1.1Final Basel III agreement

			The 2016 Report gave a detailed account of the work of the Basel Committee on Banking Supervision concerning completion of the Basel III package, with reforms of the regulatory standards for the banking sector. Apart from the set of Basel III standards already finalised, including the increase in the quality and level of the regulatory capital requirements and the introduction of harmonised liquidity ratios, a leverage ratio, and macroprudential buffers in addition to the minimum requirements, the Committee continued to work on strengthening the credibility of the denominator of the risk-weighted capital ratio. The revision of the calculation of this denominator, namely the risk-weighted assets, would then complete the Basel III reforms. In that context, the Committee worked on revising the standard approach for the calculation of the risk-weighted assets, an approach which does not use internal models, and restricted the use of internal models for certain types of risks. For other types of risks, the use of internal models was made subject to additional conditions. For instance, the regulations specify the use of an output floor setting a minimum level for the capital requirements calculated on the basis of internal models, a level which should be no less than a set percentage of the capital requirements as calculated according to the standard approach. That should improve the comparability of capital requirements determined on the basis of internal models, and prevent any undue use of those models. These reforms will be phased in. A final agreement on the subject, ratified in December 2017, provides for the introduction of a 72.5 % output floor from 2022. The increase in the capital requirements resulting from the new framework is capped for the first five years at 25 % for individual banks. Completion of these reforms could mark the beginning of a pause in regard to international banking regulations. For European banks, however, these standards have yet to be transposed into European legislation before they enter into force. The revision of the European banking regulations discussed in the next section therefore does not yet include that transposition.

			In 2017, the Basel Committee on Banking Supervision also continued to examine the preferential treatment of sovereign exposures with regard to the calculation of capital requirements. In this context, the Committee published a discussion paper setting out a number of ideas on the subject, ranging from abolition of the national discretionary power permitting preferential treatment of these exposures, and introduction of additional capital requirements when set concentration limits are exceeded, to increased transparency on the part of banks concerning their exposure to public sector counterparties. However, in view of the impact of such treatment on the government bond markets and on government funding costs, any change in that approach must be carefully considered.

			3.1.2Adjustments to the European banking regulations (CRR 2 and CRD V)

			At the end of 2016, the European Commission published its proposals on adjustments to the European banking regulations, comprising the directly applicable Capital Requirements Regulation (CRR), as well as the Capital Requirements Directive (3) (CRD) to be transposed into national law by the Member States. These proposals aim to implement some additional elements of the Basel III package for European banks, such as the second Basel III liquidity standard, a long-term liquidity ratio (net stable funding ratio, NSFR), and the leverage ratio imposing a minimum capital requirement based on the size of the institution’s assets and some of its off-balance-sheet items. The proposals also make provision for new methods of calculating the capital requirements for market risks and counterparty risks in the risk-weighted capital ratio, and measures to increase proportionality in the application of the banking regulations by limiting the burden of reporting and disclosure for smaller institutions. The texts also include far-reaching proposals on the replacement of the capital and liquidity requirements for local subsidiaries of EU banks, substituting guarantees provided by the EU-based parent company. Finally, the proposals concern adjustments in the Pillar 2 approach of the supervisory authorities and define the details of the TLAC requirement for global systemically important institutions (see chapter 2 of the “Prudential regulation and supervision” part of the Report 2015). The European institutions will endeavour to finalise these adjustments to the Directive and the Regulation by the end of 2018.

			However, during the year under review, the Member States and the European Parliament have already agreed to fast-track certain elements of that proposal. First, this concerns transitional measures aimed at ensuring that the entry into force of the new international accounting standards on the treatment of expected loan losses (IFRS 9) has a gradual impact on the banks’ regulatory capital. Section 3.3 of this chapter gives more details on those transitional measures. Next comes the creation of a new category of debt instrument (Non-Preferred Senior debt) in the creditor hierarchy, which ranks immediately senior to the subordinated instruments issued by banks. The issuance of these instruments is intended to strengthen the level of risk-absorbing debt (MREL) in the banking sector and to facilitate possible resolution. The new debt instrument category introduced in Belgium was explained in detail in chapter C.

			The reforms of the banking regulations are a key element in the European Commission’s policy development programme for the completion of the Banking Union. The adjustments to the banking regulations should lead to further risk reduction in the European banking sector, and should relaunch the associated negotiations with a view to the further deepening of the European agreements on burden-sharing in the event of certain risks materialising in European banks, via the establishment of a European deposit guarantee scheme and a mechanism providing adequate finance for the European Resolution Fund (risk-sharing). In that context, box 14 describes the elements that the European Commission listed in a recent Communication on its vision for the completion of the Banking Union, as well as the consequences of a Banking Union that is still incomplete with regard to the need for both capital and liquidity buffers at the level of Belgian subsidiaries of European banking groups and the required supervision of those Belgian subsidiaries.
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			3.2Belgian regulations

			Owing to the increasing harmonisation of the banking regulations at European level, the Belgian regulatory activities are less extensive than in the past. That being the case, apart from the Belgian initiative explained in chapter C concerning the issuance of a new category of subordinated instruments by the Belgian banking sector, the Bank made amendments to its Regulation (4) on the national options and discretions for national competent supervisors as laid down by the CRR and the CRD. In 2016, the ECB – as the competent authority for SIs – largely harmonised the national options and discretions. In 2017, it recommended a similar approach for LSIs, prompting the Bank to amend its Regulation on the subject (5).

			Other relevant clarifications of the institutional framework in the context of the debate on the allocation of powers between the ECB and the national supervisory authorities were made. When implementing the prudential missions entrusted to it by the SSM Regulation, the ECB applies the European legislation and its national version. In 2016 and 2017, the ECB worked with the European Commission to clarify the allocation of powers between the ECB and the competent national authorities, taking account of the list of tasks set out in the SSM Regulation, and to determine the national legislation which can be deemed to be implementing the EU legislation. In regard to the Belgian Banking Law in the case of SIs, the clarifications concerned the authorisation to be granted for strategic decisions (Article 77), the approval of certain appointments (Article 60), the consent to be granted for the appointment of approved auditors (Article 223) and transactions with related parties (Article 72). It was established that these articles in the Banking Law come under the microprudential scope and therefore – in the case of significant institutions – fall under the jurisdiction of the SSM. An additional clarification was announced on the subject of covered bonds.

			The national competent authorities retain exclusive responsibility for tasks which are not included in the list of tasks given in the SSM Regulation and which are not essential to the ECB’s prudential function. Examples include macroprudential supervision tasks, regulations on structural reforms, and the supervision of external auditors.

			3.3Accounting and governance

			3.3.1Implementation of IFRS 9 “Financial instruments”

			Since 1 January 2018, IFRS 9 (International Financial Reporting Standard 9) has replaced IAS 39, in force up to that date. The new standard introduces significant changes in regard to loan loss provisions (impairments), which from now on must be valued on the basis of an expected loss model, while IAS 39 prescribed an incurred loss model. To assess the effect of this new standard and the implementation difficulties that it could cause, the EBA conducted two impact studies, the second having ended with publication of a report in July 2017. The ECB also conducted a thematic analysis on the implementation of the IFRS 9 by SIs and, in collaboration with the national authorities, by LSIs. The EBA and ECB analyses highlight the importance of good preparation for the entry into force of this new accounting standard.

			One of the main conclusions of these analyses was that the banks had made progress in implementing IFRS 9, but that small banks were still lagging behind in their preparations, compared to large banks. In addition, it seems that many banks have lowered their ambitions regarding parallel runs for IFRS 9 and IAS 39, which could – depending on the case – prove worrying for the transition. The banks will use varying data, processes and models to estimate the expected credit losses, and that could impair comparability between banks, hence the importance of the information to be supplied in the notes to the annual accounts (disclosures). The internal implementation and validation of the modelled methods of valuing the provisions remain major points for attention with a view to rigorous application of the standard. In quantitative terms, it seems that the main effect of IFRS 9 will be to increase the provisions compared to the current level under IAS 39 (by 13 % on average, according to the EBA study). The effect on the common equity Tier 1 (CET1) ratio should on average range between 40 (ECB analysis) and 45 basis points (EBA analysis). Smaller banks which mainly use the standardised approach to measure credit risk at prudential level estimated a bigger impact on their capital ratios than the large banks.

			In view of the introduction of IFRS 9, the EBA adopted guidelines on credit risk management practices and on the recording of expected credit losses. These guidelines are based on recommendations on the same subject, published by the Basel Committee in December 2015, but adapt them to the European context. The EBA guidelines recommend establishing appropriate and prudent practices, both in credit risk management and in the implementation and continuing application of the expected credit loss methods of accounting.

			The Bank played an active part in the aforesaid work of the EBA and the ECB on monitoring the implementation of IFRS 9. Also, to follow up the EBA guidelines on credit risk management practices and accounting for expected credit losses, the Bank published a Circular (6) making these guidelines applicable in Belgium.

			Finally, it should be noted that measures have been adopted at European level giving institutions the option of spreading over a five-year period the negative impact on the regulatory capital resulting from the transition to IFRS 9 rules on provisioning.

			3.3.2Remuneration policy : horizontal analysis

			The Bank traditionally conducts an annual horizontal analysis on the remuneration policies of significant institutions. In the analysis conducted during the year under review, the main focus was on the subjects mentioned in the Bank’s Circular dated 10 November 2016 (7), and on monitoring the Bank’s recommendations issued in the course of previous analyses.

			The findings can be divided into bank-specific conclusions and more general conclusions or tendencies. In view of the SSM’s competence in regard to the supervision of individual significant institutions, the results for the banks concerned were shared with the JSTs to ensure appropriate monitoring. The general conclusions are presented below.

			As regards “Identified Staff”, the banks made an effort to improve the documentation on their identification process. However, they need to demonstrate greater transparency about the participation of the remuneration committee, the risk and control functions, the functions supporting operational activities, and the committees of the statutory governing body concerned in the identification process.

			In the case of the ratio between fixed and variable pay, all the Belgian banks respect the 50 % maximum specified by the Banking Law. Some banks use “functional” allowances which lead to a (substantial) real increase in fixed remuneration. The EBA guidelines of 27 June 2016 on sound remuneration policies set out clear criteria for the allowances which can be classed as fixed remuneration. The banks need to improve their remuneration policy in order to increase the transparency of the terms describing their allowances.

			In general, it appears that the banks grant financial instruments within the legally permitted limits. Banks tend to pay 50 % of the variable remuneration in the form of financial instruments in the case of both the immediate part and the deferred part.

			The banks are encouraged to apply more varied percentages and deferral periods. In accordance with the EBA guidelines, significant institutions should in any case apply, at least for members of the management body and senior management effectively running the business, deferral periods of at least five years. This last rule has not yet been implemented by all the banks.

			In some cases, the role of the risk committee and control functions concerning remuneration could be improved. In that connection, the banks should ensure that the risk committee examines, documents and justifies its assessment of the remuneration system. The assessment and discussions should be a recurring annual item on the risk committee’s agenda.

			The same applies to the participation of the control functions in determining the Identified Staff and in decisions on the allocation of variable remuneration.

			In the light of the results of this horizontal analysis, the Bank will review the frequency of this exercise.

			 

			
				
					(1)	National Bank of Belgium Regulation of 1 April 2014 on proprietary trading activities.

				

				
					(2)	Unlike the Pillar 2 requirement, the Pillar 2 guidance is fixed in addition to the amount of CET1 necessary to cover the capital buffer requirements. Failure to meet that target does not trigger automatic prudential measures such as restrictions on payment of dividends, variable remuneration or coupons on AT1 instruments, applicable in the event of failure to comply with the capital buffer requirements. If a bank does not respect the Pillar 2 guidance, it must inform the supervisory authority, and the SSM may take prudential measures, with due regard for the specific circumstances.

				

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

				

				
					(4)	National Bank of Belgium Regulation of 4 March 2014 on the implementation of Regulation (EU) No. 575/2013 of the European Parliament and of the Council of 26 June 2013.

				

				
					(5)	National Bank of Belgium Regulation of 12 December 2017 amending the National Bank of Belgium Regulation of 4 March 2014 on the implementation of Regulation (EU) No. 575/2013 of the European Parliament and of the Council of 26 June 2013.

				

				
					(6)	Circular NBB_2017_26 of 11 October 2017 concerning the EBA Guidelines of 12 May 2017 on credit institutions’ credit risk management practices and accounting for expected credit losses.

				

				
					(7)	Circular NBB_2016_44 of 10 November 2016 concerning the EBA Guidelines of 27 June 2016 on sound remuneration policies (EBA/GL/2015/22).
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			Box 11  –  Horizontal analyses of the banking sector

			The Bank regularly monitors the various risks confronting the banking sector. These general analyses cover subjects such as developments in credit institutions’ balance sheets, profitability, and solvency and liquidity positions. For several years now, the Bank has been keeping a close eye on developments concerning the mortgage loan portfolios of major Belgian banks (see section B.1.). In 2017, the Bank also conducted horizontal analyses on various specific topics. The analyses concerning banks’ business models and interest rate and market risks are presented below.

			Business models

			Every year, the Bank conducts a horizontal analysis of the strategic and financial plans of the leading Belgian credit institutions. That analysis aims to present an overview of the banks’ own expectations regarding the profitability of the banking sector, its main activities and any underlying systemic risks. If banks all adopt the same strategy, the individual measures taken by the banks can in fact lead to significant systemic risks.

			As already described (see chapter 3 of the “Economic and financial developments” part of this Report), the profitability of the Belgian banking sector, though above the euro area average, is currently subject to pressure from various factors, such as the move initiated during the financial crisis whereby Belgian banks are refocusing on the domestic market, the resulting fiercer competition, and the low level of interest rates. This pressure on the underlying profitability of Belgian banks highlights the importance of prospective monitoring of developments to detect any risks. This analysis shows that the banks expect this pressure to continue for some time yet, but there are considerable differences of opinion on when they may see profits growing again.
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			The 2017 analysis in fact shows that most institutions expect their net interest income to fall in the coming years. While the low interest rates encourage new lending, at the same time they result in increasing erosion of the transformation margin. According to the sector, this downward trend in net interest income would persist even if the banks manage to boost the expansion of their lending, as most of them expect to do.

			However, such an increase in the volume of lending would put substantial pressure on loan pricing. In these market circumstances, it is therefore necessary to keep a close watch over lending conditions. In their forecasts, the banks nevertheless expect historically low loan loss provisions, similar to those seen in recent years.

			All banks expect to partly offset the loss of interest income by increasing their fee and commission income, mainly by selling investment funds and services, and insurance products. However, as fee and commission income is heavily dependent on the market environment, the amount is difficult to estimate. This is why this source of income is more volatile than traditional interest income.

			In view of the pressure on income and the challenge presented by the entry of new operators, most banks feel obliged to make substantial reductions in their operating costs, or at least to keep them stable to maintain their profits over time. In this situation, many banks ultimately predict a gradual – or in some cases considerable – reduction in staff costs by switching to digital sales channels and making greater use of automation. These developments need to be closely monitored in view of the risks, particularly the operational risks, that they may entail.

			Interest rate risk

			Given the low interest rates and the potential consequences either of rates persisting at that low level or of a possible turnaround, the interest rate risk has been a priority for the supervision of Belgian credit institutions for a number of years. For this reason, developments in the interest income of Belgian banks and the prudential indicators of interest rate risk in the banking book have been analysed in more detail over the past few years. In addition, a horizontal analysis of the ALM (asset and liability management) strategies of several Belgian banks was launched in 2017 to gain a better understanding of the way in which they address the challenges concerning low interest rates and the uncertainty over how interest rates will move in the coming years.

			Generally speaking, Belgian banks have a relatively large volume of assets on which interest rates are fixed for a long period, financed mainly by sight deposits and savings deposits. As the broader analysis of the business models revealed, the low interest rates tend to depress the interest income of the Belgian banks, as deposit interest rates have reached their floor, while the return on the assets is progressively revised downwards, which is exacerbated by early redemption of mortgage loans.

			In a low interest rate environment, banks may therefore be inclined to increase the duration gap between their assets and liabilities, boosting their transformation margin and hence their net interest income, if interest rates remain low. However, a bigger duration gap also makes the banks more vulnerable to an interest rate hike. In that context, the analysis of the Belgian banks’ ALM strategies aims to gain a better understanding of the decisions taken in recent years concerning the banks’ positioning in relation to various possible changes in the yield curve, and the consequences in terms of sensitivity to interest rates. The initial results indicate that Belgian banks pursue divergent strategies in relation to future interest rate movements.

			Market risks

			During the period under review, the Bank also conducted a new horizontal analysis of the market risks and credit valuation adjustment (CVA) (1) risks for the Belgian financial sector.

			An annual horizontal analysis is necessary to monitor more accurately how this type of risk is changing. This exercise, which also serves to establish a benchmark against which the individual findings can be assessed, applies in the first place to the main banks subject to capital requirements for market risks and CVA, but also applies to ten smaller credit institutions with limited trading activities, and banks with a specific business model.

			During 2016 and the first half of 2017, the financial markets remained positive and relatively calm. On average, the capital requirement applicable to major Belgian banks for market risks and CVA was only 2.2 % and 2 % respectively of the total Pillar 1 capital requirement, compared to 84.8 % for credit risk and 8.7 % for operational risk. The smaller institutions with limited trading activities have a capital requirement for market risk amounting to just 0.6 % of the total capital requirements. For most large Belgian banks, the capital requirement for market risk is calculated mainly on the basis of internal models, while smaller institutions use only the standardised approach. Total exposures reported in the trading books indicate that the largest position is in debt instruments, followed by foreign exchange positions and equity positions. Commodity positions are negligible. The capital requirement for CVA risk is calculated mainly on the basis of the standardised approach.

			In recent years, the scale of the Belgian banks’ trading activities has been greatly reduced. Since the introduction of the Basel 2.5 methodology for market risk in the fourth quarter of 2011, almost all Belgian banks have seen a gradual reduction in their capital requirement for market risk. This period featured de-risking and deleveraging activities, and a decline in demand for more complex commercial products, at a time of relative calm on the financial markets. The capital requirements for market risk imposed on the banks currently considered significant (SIs) have fallen considerably over the long term, dropping from around € 2 billion in the first quarter of 2008 to € 690 million in the second quarter of 2017. The trend in financial assets held for trading purposes has been similar, as over the same period the proportion of the total assets represented by financial assets held for trading declined significantly, from an average of 15.3 % in the first quarter of 2007 to 5.3 % in the second quarter of 2017.
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					(1)	Credit valuation adjustment (CVA) risk : risk of loss caused by changes in a counterparty’s credit risk premium due to a change in its credit rating, or in other words in the market value of the counterparty’s credit risk.
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			Box 12  –  Stress test on the interest rate risk for banks

			In 2017, as part of its annual stress test exercise, the SSM carried out a stress test on the interest rate risk related to non-trading book activities (the banking book) of banks subject to the ECB’s direct supervision.

			The stress test aimed to obtain additional information on the interest rate sensitivity of the banks’ economic value of equity and net interest income. The interest rate sensitivity was tested on the basis of six interest rate scenarios simulating changes in the level and shape of the yield curve : (1) a curve identical to that at the end of 2016, (2) a steeper curve, with short-term interest rates falling while long-term rates rise, (3) a flatter curve with short-term interest rates rising and long-term rates falling, (4) a return to the end-2010 curve, becoming steeper because long-term interest rates are rising more than short-term rates, (5) a parallel 2 % rise in interest rates, and (6) a parallel 2 % fall in interest rates. The shocks are intended to expose certain sensitivities, but are not a forecast of future interest rate changes in the euro area. The stress test was a bottom-up exercise, which means that the banks provided the projections for the interest rate shocks on the basis of their own models.

			On the basis of the stress test results, the SSM concluded that most European banks were managing their interest rate risk relatively well. The stress test showed that for most banks subject to the ECB’s direct supervision, rising interest rates would boost net interest income in the next three years, but would reduce the economic value of the equity. In addition, the stress test showed that most models that banks use to estimate the repricing profile of deposits with no contractual maturity are based exclusively on a period of declining interest rates and could therefore present a high model risk. Finally, the stress test confirmed that banks use interest rate derivatives to hedge interest rate risk exposures and to obtain a specific interest rate profile, and that they take varying positions in regard to future interest rate changes.
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			The stress test results and the additional information obtained on interest rate sensitivity are used for the Supervisory Review and Evaluation Process (SREP), more specifically in regard to the qualitative measures and for the discussion between the supervisory authority and the banks. In addition, the results are used by the SSM to adjust the Pillar 2 guidance for banks (see section D.2.).

			Altogether, 111 credit institutions took part in the stress tests, including six Belgian institutions. Belgian banks generally have a specific business model featuring a relatively large percentage of assets with a long repricing maturity. The assets consist mainly of mortgage loans financed primarily by deposits with no contractual maturity or repricing date. As a result, Belgian banks have a relatively large duration gap between their assets and liabilities, and therefore resort to derivatives on a substantial scale to hedge the resulting interest rate risk. However, derivatives in turn create other risks. Also, the banks are heavily dependent on behavioural models to estimate both the repricing profile of deposits with no contractual maturity and the early redemption of mortgage loans. That implies a considerable model risk. Owing to the significant duration gap, the extensive use of derivatives and the high model risk, Belgian banks’ exposure to interest rate risk in the banking book is greater than the average for the euro area banking sector, and that is also reflected in the SSM stress test.
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			Box 13  –  Trial stress test exercise for LSIs

			In 2017, the Bank conducted a trial stress test exercise for five LSIs, as part of the SSM project for developing a harmonised, consistent approach for the SREP of euro area LSIs. Three guiding principles were followed during this exercise. First, the stress test had to be based on a static balance sheet assumption whereby LSIs cannot take measures to reduce the impact of the shock applied, such as reducing exposures, selling assets or cutting costs. Next, the main stress factors consisted of higher loan losses, lower net interest income, and – for most LSIs – losses on the market value of their trading book. Finally, the path of the CET1 ratio had to be simulated over a three-year period (2017-2019) according to a baseline scenario and an adverse scenario supplied by the ECB. These two scenarios comprised projections of a number of macroeconomic and financial variables, such as real GDP, the unemployment rate, property prices and interest rates.

			Since this was a trial exercise, the Bank decided to adopt a top-down approach without collecting prior data from the institutions. That would make it possible to judge the degree to which the prudential reporting data alone are an appropriate and sufficient input for such an exercise. In addition, this decision was guided by the fact that also smaller LSIs will be subject to this stress test in the future, and they do not necessarily have sufficient resources to devote to such an exercise. The results of the trial exercise proved insufficiently robust for use in determining the Pillar 2 guidance, both as regards the path of the CET1 ratio over the three-year period and the stress factors underlying the capital reduction.

			For that reason, in preparation for the 2018 exercise, the results of the trial stress test exercise were discussed with the LSIs to identify the additional information that they could provide about their starting position, and to judge the relevance of the methodological assumptions used. In parallel with methodology improvements, that additional information will be used in 2018 in a new stress test exercise for three high-priority LSIs. The results of that exercise will be used to determine the Pillar 2 guidance in the context of the 2018 SREP.
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			Box 14  –  Completing the Banking Union

			The Banking Union is still incomplete. The introduction of a single supervision and single resolution of significant credit institutions by the SSM and the SRM respectively still has to be supplemented by the adoption of a third pillar comprising a single deposit guarantee scheme, and by development of a guarantee mechanism that provides sufficient funding for the SRF.

			During the year under review, the European Commission published a report on the subject (1) setting out its ambition of concluding new agreements on the completion of the Banking Union by the end of 2018. In this context, the European Commission aims via the proposed adjustments to the European banking regulations (CRR 2 and CRD V) to unlock the discussions on the European Deposit Insurance Scheme (EDIS) by specifying that, initially, this guarantee fund can provide liquidity for national systems, and then in a second co-insurance phase, the European system progressively contributes towards covering national losses in accordance with an allocation key yet to be determined. In addition, it is necessary to design adequate funding for the SRF, preferably in the form of a credit line from the European Stability Mechanism (ESM).

			At the same time and with regard to a further reduction in the risks of the European banking sector, the European Commission announced measures to reduce the volume of non-performing loans in certain banks via an action plan which includes new prudential measures by supervisory authorities, a reform of the national legislation on bankruptcy, the development of secondary markets for non-performing assets, and incentives for further restructuring in the banking sector. There are also proposals for defining a specific prudential regime for investment firms, in order to reduce risks there too. Finally, the Commission envisages proposals aimed at establishing a framework for sovereign bond-backed securities (SBBS) in order to further diversify the banks’ sovereign bond portfolios and thus break the link between the potential financial problems of governments and the stability of the local banking sector.

			The incomplete Banking Union and the ongoing international discussions on cost-sharing in the event of an international banking group getting into difficulties imply that sufficient attention is still needed on the supervision, at individual level, of large local subsidiaries of such groups. It is also important that those local subsidiaries have sufficient buffers (in the form of capital, liquidity or a bail-in capacity of the required quality) to cope with unexpected losses or shocks, or to permit resolution with recapitalisation. The proposals on replacing the capital, liquidity and MREL requirements applicable to local subsidiaries of EU banks with guarantees provided by the parent company, as set out in the aforesaid Commission proposals on adjustments to the European banking regulations, must therefore take due account – in the home/host debate – of the concerns of the host countries, so that systemic subsidiaries of international banking groups operating in those host countries have sufficient buffers and therefore do not constitute an excessive risk for financial stability in those countries.

			 

			
				
					(1)	European Commission Communication to the European Parliament, the Council, the European Central Bank, the European Economic and Social Committee and the Committee of Regions on completing the Banking Union, October 2017.
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			E.   Insurance undertakings

			During the year under review, the Bank continued to exercise closer supervision over insurance undertakings with the highest risk profile. In some cases, the Bank imposed measures which occasionally led to cessation of all or part of an undertaking’s business. The Bank’s operational supervision over insurance undertakings also focused in particular on the adequacy of the “best estimates” of future flows of technical provisions in the life insurance portfolios, in view of the importance and the difficulty of modelling customer behaviour in a changing interest rate environment. The quarterly reports which undertakings submitted to the Bank under the new Solvency II prudential regime also formed the subject of a transversal analysis.

			Furthermore, the legal framework for insurance and reinsurance undertakings was completed. Supervision regimes tailored to small institutions were set up, and Communications on licensing and cross-border activities were published. In addition, Circulars clarified the Bank’s expectations concerning the internal risk management of insurance undertakings, the identification of preferential claims in the event of liquidation, the loss-absorbing capacity of deferred taxes, and the definition of infrastructure investment and the associated prudential eligibility criteria.

			Brexit and its implications for the Belgian and European insurance market constituted a key point for attention. The year under review also brought EIOPA’s generally positive assessment of the way in which the Bank exercises prudential supervision over insurers and insurance groups. In addition, various field tests were conducted in connection with the preparation of a common prudential framework for internationally active insurance groups.

			Finally, the Bank also conducted various horizontal analyses on such subjects as liquidity risks and spread risks, and carried out stress tests on the interest rate risk.

			1.Mapping of the sector and supervision priorities

			1.1Insurance undertakings

			At the end of 2017, the Bank exercised supervision over 82 insurers, reinsurers, surety companies and regional public transport companies which insure their fleet of vehicles themselves. The steady decline in the number of undertakings evident in previous years continued, owing to mergers and the cessation of business following the transfer of portfolios. These operations are dictated partly by the need to continue streamlining the structure of the insurance groups operating on the Belgian market, and partly by new, tougher capital requirements in a low interest rate environment.

			There was a notable rise in the number of reinsurers subject to supervision, but that was due simply to a technical adjustment to the regulations. With the entry into force of the new prudential supervision regime, direct insurers that also operated as reinsurers before 2016 were additionally registered as reinsurers.

			1.2Insurance groups

			At the end of 2017, 11 Belgian insurance groups were subject to the Bank’s supervision, three fewer than in 2016. Further rationalisation of the groups’ structure is dictated by the Solvency II framework. Seven of these groups only have holdings in Belgian insurance undertakings (national groups), while four groups 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.
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			The supervisory authorities of cross-border groups facilitate group supervision by working 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 decision-making and the convergence of supervisory activities. The establishment and operation of the colleges are based on coordination arrangements between the supervisory authorities concerned, for which the principles are laid down in the regulations.
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			1.3Points for attention concerning operational supervision

			During 2017, the problems identified in the past relating to the financial situation of certain undertakings were not all resolved. Undertakings with a high risk profile remained subject to closer supervision by the Bank. In parallel with initiatives taken by the institutions themselves, the Bank imposed measures which, in certain cases, led to cessation of some or all of the institution’s activities.

			In addition, the supervision of insurers again featured the entry into force of new prudential rules. The problems concerning the correct application of the new rules have not been totally resolved at this stage, but some progress was apparent. Owing to the scale and complexity of the reporting, its quality gave rise to questions, but a notable improvement was achieved during the period under review.

			In 2016, work and surveys had been conducted on large insurance undertakings. In 2017, the resulting information was subjected to a transversal analysis on three specific subjects.

			Best estimate

			A first sphere concerned the work on the adequacy of the “best estimate” (1) of the technical provisions for the portfolio of life insurance products. Workshops arranged with large undertakings examined the calculation of the best estimates at granular level. There were discussions on the functioning of profit-sharing at segment and product level. In the current low interest rate environment, the undertaking’s profit-sharing policy has only a limited impact on the calculation of the best estimate for life insurance products. However, that profit-sharing will be more significant if interest rates rise, especially for more recent products with a low guaranteed yield, as the average maturity and cash flows of the undertakings’ assets are largely aligned with those of the liabilities, and that currently reduces the portfolio’s interest rate risk. If interest rates rise, that alignment could limit the undertaking’s scope to keep profit-sharing in line with market interest rate levels (capacity to pay). If the undertaking cannot meet its customers’ expectations, those customers will be inclined to drop the product (redemption risk or lapse risk) and invest in other products which do keep to market interest rates. It is no easy task to model customers’ behaviour in a changing interest rate environment for the purpose of calculating the best estimate, as there are few time series available on the subject. These analyses lead to further interactions with the undertakings to gain a better understanding of the modelling of best estimates at product and portfolio level.
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			Cost projections in the best estimate

			A second sphere of the transversal analysis concerned the cost projection in the best estimates. This analysis was based on a questionnaire sent to seven large insurers in 2016. The comparative analysis of the responses resulted in general findings and clarifications regarding the current regulations, and they were presented to the sector for consultation.

			The Bank wants to see more consistent cost allocation and cost projections in the best estimates, as it found that there were differences in the way in which undertakings allocate and project costs, and that situation was not always entirely in accordance with all the regulations. The Bank also drew up instructions and issued clarifications concerning reporting models. However, the information provided by that reporting does not enable the Bank to conduct a full analysis. The Bank therefore attaches great importance to the production of adequate documentation by the undertakings. This work resulted in a Communication to the undertakings (2).

			Analysis of the periodic reporting

			The quarterly reports that undertakings submit to the Bank under the new prudential regime were analysed in depth. The data thus supplied were subjected to plausibility checks in regard to the key elements of the undertakings’ financial situation. In 2017, the Bank received for the first time reports on a complete financial year, in this case the year 2016. The information in these annual reports is particularly extensive, and new supervision instruments are being developed for conducting the necessary analyses on these data. The action of the Bank in systematically asking the undertakings to remedy the defects found is leading to a notable improvement in reporting quality.

			Priority was accorded to analysis of insurers with a low solvency ratio. The solvency calculations are based on a multitude of technical specifications and require a good interpretation of the regulations to ensure correct application. In addition, correct calculation of the parameters used is equally essential to ensure the quality of the solvency figures reported. The analysis includes a detailed examination of the valuations in the balance sheet, and of the calculation of the required and available capital. This exercise is conducted according to the principle of proportionality.

			In 2017, undertakings submitted a Regular Supervisory Reporting (RSR) to the Bank for the first time. This document forms part of the information which must be submitted for supervision purposes. The RSR information is used to establish the undertaking’s overall risk profile. It is examined together with the information obtained from the ORSA (Own Risk and Solvency Assessment) (3), the Solvency and Financial Condition Report and the governance memorandum. The RSR of the large undertakings was analysed, then shared and discussed in the colleges of supervisors. Meetings were arranged with the large undertakings to examine the consistency of the various documents mentioned above. The RSR is a particularly useful instrument for the supervisory authority as it permits the correct interpretation of the large volume of figures submitted in the periodic reports.

			1.4Points for attention concerning thematic inspections

			Investment management

			The persistent low interest rate environment makes it difficult for insurers to find suitable investments with a yield sufficient to cover the contractually guaranteed interest rates without taking excessive risks. A number of insurers are refocusing their investments, notably in favour of (mortgage) loans (see section 3.4 under “Economic and financial developments” in this Report). In 2017, being concerned about appropriate management of the risks of these investments, the Bank carried out inspections on the investment strategies and the associated risk management. Those inspections yielded some findings. The executive board often receives insufficient information on the implementation of the investment strategy and the risk management. The ALM policy and the investment policy (including as regards outsourcing) are not always sufficiently developed and/or do not conform to the Solvency II regulations, and the ALM risk is not always monitored continuously. The functions associated with these tasks need to be more clearly defined, and the risk management needs to be independent of the operational tasks. Finally, it is evident that the internal audit does not always pay the necessary attention to the investment policy, usually owing to a lack of resources.

			Prevention of money-laundering and terrorist financing

			The inspections carried out in this sphere highlighted some shortcomings in the analysis of the risks confronting the undertakings, which may lead to organisational inadequacies in terms of both the resources allocated to the prevention function and the procedures established for detecting and reporting suspicious transactions. The on-site checks also revealed a lack of knowledge and proper organisation in relation to financial sanctions and embargoes.

			Other themes

			The calculation of the best estimate of the technical provisions (see section E.1.3) also formed the subject of specific inspections which concerned in particular the account taken of profit-sharing and the difficulties that small undertakings experience in calibrating their assumptions.

			Inspections on the valuation of mortgage loans also generated some points for attention, notably as regards the discounting assumptions, the failure to take account of interest on arrears in the cash flows, and the absence of back-testing.

			2.Legal framework and horizontal analyses

			2.1Undertakings subject to a special regime on account of their size

			Article 4 of the Solvency II Directive states that the provisions of the Directive do not apply to undertakings whose business does not exceed certain thresholds concerning premium income or technical provisions, or does not involve certain complex risks such as liability, credit and suretyship insurance risks, or cross-border activities. Belgium made use of this option by making provision, in Articles 272 to 302 of the Solvency II Law, for three regimes geared to small undertakings.

			The first of these regimes concerns undertakings which fall below the thresholds defined by the Directive, which are reiterated in the Solvency II Law, though the latter specifies that reinsurance activities are not eligible for this particular regime. The undertakings in question are subject to a supervisory regime similar to the one that existed under the Law of 9 July 1975 on the supervision of insurance undertakings, particularly as regards the requirements concerning own funds and technical provisions.

			The second regime concerns undertakings whose business does not exceed the thresholds in the Directive and which have also concluded an agreement whereby they systematically reinsure or transfer all their insurance liabilities. In view of this transfer of risks, these undertakings are exempt from all supervision, except for the obligation to register with the Bank and prove that they still meet the conditions to qualify for that exemption.

			Finally, the third regime concerns local insurance undertakings, i.e. those which confine their business to covering certain fire risks in the municipality where their head office is located or in neighbouring municipalities. The thresholds applicable to these undertakings are lower than for the preceding categories, the permitted activities are more limited, and a high reinsurance transfer percentage is required. If these conditions are met, the supervision regime is confined to registration, verification of compliance with the said conditions, and the requirement concerning an effective management team comprising at least two persons. It should also be noted that this regime is available only to undertakings pursuing activities which met the aforesaid conditions on 1 January 2016.

			The supervision regimes described above are described in more detail in two specific Circulars (4) (5).

			2.2Preferential rights and running inventories

			The Solvency II Law set up a system of protection for policy-holders, insured persons and beneficiaries of insurance contracts or commitments in the event of liquidation of the insurance undertaking. This system comprises a preferential right to the assets corresponding to the technical provisions of the various separately managed activities, and a preferential right to the whole of the assets of the insurance undertaking. It should be noted that these preferential rights do not concern reinsurance claims.

			These provisions formed the subject of a Circular (6) specifying which claims are preferential and the rules on their valuation, and the conditions governing whether an asset can be included in those subject to the preferential rights corresponding to the various separately managed activities.

			The Circular also points out that insurance undertakings must maintain a special register, called the running inventory, which identifies the assets forming the basis of each of the preferential rights corresponding to the separately managed activities. These registers must be constantly updated, but since the preferential rights will only be asserted in the context of a liquidation in which the insurance contracts are terminated, it is only necessary to submit an annual summary to the Bank. It is therefore only necessary to submit the complete registers to the Bank if the risk of liquidation is imminent or if a check is being carried out.

			2.3Communications on authorisation and cross-border activities

			Communication on the authorisation of undertakings governed by Belgian law

			The Solvency II Law maintained the principle of prior authorisation for the pursuit of insurance or reinsurance activities. Authorisation is granted per branch in the case of insurance and per activity in the case of reinsurance. An undertaking authorised in an insurance branch or a reinsurance activity cannot extend its operations to another branch or activity for which it does not have authorisation until after obtaining an extension of its authorisation.

			The Bank published a Communication (7) which sets out the conditions and describes the procedure for applying for authorisation as an insurance or reinsurance undertaking governed by Belgian law, or for requesting an extension of an existing authorisation. It is accompanied by the memorandum on the obtaining of authorisation by an insurance or reinsurance undertaking governed by Belgian law, detailing the procedure to be followed. These documents essentially constitute an update of Communication D.146 of 19 April 1996 and the previous authorisation memorandum, which are cancelled.

			Communications on cross-border activities

			The Solvency II Directive upheld the principle whereby authorisation obtained in one Member State is valid throughout the European Union. However, that does not mean that there are no formalities governing the commencement of activities in another Member State, be it via a branch or via freedom to provide services. In reality, both the Directive and the Solvency II Law provide for a notification procedure between the authorities of the Member States concerned by the start of cross-border activities. Belgian law also makes provision for a prior notification regime for the acquisition of a subsidiary abroad and the commencement of an activity in a non-EEA country. Those procedures are set out in two Communications (8) (9) which update the Bank’s guidelines on the subject.

			2.4Circular on the Own Risk and Solvency Assessment (ORSA)

			The Own Risk and Solvency Assessment (ORSA) forms the foundation of the risk management of insurance undertakings under Solvency II.

			It is essential for an undertaking’s executive committee and board of directors to be aware of all the significant risks to which the undertaking is exposed, whether or not they are included in the calculation of the regulatory solvency capital requirements and whether or not they are quantifiable. It is vital for the undertaking to assess for itself, in its risk management, the amount of own funds that it should hold in view of the risk exposure and commercial objectives specific to the undertaking. It is essential for the solvency and risk assessment to be incorporated in the undertaking’s management policy, and more particularly in its strategic decisions.

			An initial Circular on the subject had been adopted pursuant to the EIOPA guidelines. A new Circular (10) was drawn up during the period under review to strengthen the risk management.

			A chapter was added concerning good practices for stress tests. In the ORSA, undertakings have to make a prospective assessment of the risks which they expect to face. Stress tests are one of the tools that they must use to facilitate that prospective approach to risk management. The aim of the good practices is to give undertakings better information on how to devise a sound framework for stress tests, sensitivity analyses and scenario-based analyses. These good practices describe both the quantitative and the qualitative aspects of the stress tests while drawing attention to the principle of proportionality : small undertakings can focus more on qualitative aspects while larger undertakings have to use more sophisticated stress-testing techniques.

			Undertakings are also required to attach a table to their ORSA report, presenting an overview of the five principal current or future risks confronting the undertaking, taking account of the business plan and its risk tolerance limits. The summary table gives the Bank an accurate idea of the risk analysis conducted by undertakings and an overview of the stress tests and scenarios devised.

			2.5Loss-absorbing capacity of deferred taxes

			Article 153 of the Solvency II Law, which transposes Article 103 of the Directive, provides for an adjustment to the calculation of the solvency capital requirement (SCR) corresponding to the loss-absorbing capacity of deferred taxes.

			Under Solvency II, the assets and liabilities are recorded at the value at which they could be transferred or exchanged in a transaction concluded under normal market conditions. That results in a figure which differs from their book value or their tax value. Deferred tax assets (DTAs) and deferred tax liabilities (DTLs) represent the tax impact of these valuation differences known as “temporary differences”. However, it should be noted that, as in the case of the IFRS, part of the DTAs may also result from unused tax credits and unused tax losses.

			Thus, in the Solvency II balance sheet, an insurer or reinsurer will record a DTL or a DTA according to whether an asset will produce a gain or a loss not currently expressed in its balance sheet. In other words, the undertaking will immediately record either the tax on the profit resulting from the capital gain, or the tax credit resulting from the capital loss. However, the recording of a (net) deferred tax asset is subject to a recoverability test in which the undertaking has to demonstrate that it will make a future taxable profit to which this DTA can be imputed.

			Deferred tax assets may result either from a negative valuation difference between the value according to Solvency II and the tax value of the assets, which is the case if there is an unrealised net loss on the securities portfolio, or from a positive valuation difference in the liabilities if the Solvency II technical provisions exceed the statutory technical provisions.

			The adjustment concerning the loss-absorbing capacity of deferred taxes (LAC DT) consists in taking account of changes in the deferred tax assets and liabilities when calculating the SCR, as the SCR is an own funds requirement intended to cater for either a reduction in the value of the assets or an increase in the liabilities. Such fluctuations also imply a change in the amount of the deferred tax assets and liabilities. The adjustment in question consists in taking that change into account in calculating the SCR.

			In an initial Circular (11) on the subject, only the amount of the net deferred tax liabilities could be taken into account in the adjustment concerning the loss-absorbing capacity of deferred taxes. The Circular (12) discussed here abolished that restriction in order to bring the Bank’s practices more into line with those developed on this subject in the other Member States.

			It is evident from an EIOPA study that the restriction applied by the Bank could be considered a strict rule compared to the methods developed in the other Member States, which aim primarily to impose restrictive assumptions, should the occasion arise, in connection with the demonstration of the existence of future profits which can justify the part of the LAC DT exceeding the net DTL.

			With effect from 2016, Belgian undertakings were therefore authorised to reduce their SCR by an amount in excess of the net DTL, known as the notional DTLs. However, the Circular specifies that these notional DTLs must not exceed whichever is the smaller of either, on the one hand, the amount resulting from the recoverability test or, on the other hand, the estimated taxable profits according to the undertaking’s business plan, which are cumulated over a maximum of five years and multiplied by the tax rate, then by the SCR coverage rate before application of the adjustment, the latter rate being reduced by 100 %.

			The new Circular was to apply for the first time to the calculation of the SCR relating to the situation as at 31 December 2016. However, an analysis revealed that few undertakings used the option offered by the new Circular.

			EIOPA also carried out work to reduce the differences between Member States in application of the LAC DT.

			2.6Infrastructure Circular

			Economic research has shown that the investment rate in the European Union is still below the long-term average prevailing before the 2008-2009 financial crisis. It is government investment that is particularly low, mainly on account of the need to restore sound budgets in the Member States following the European debt crisis.

			As investment is a highly cyclical component of demand, it largely explains the seriousness of the recession and the struggle to restore growth in the euro area. In addition, the low investment rate also erodes an economy’s long-term growth potential.

			The European Commission, under the presidency of Jean-Claude Juncker, therefore put forward an “Investment Plan for Europe” when he took office. One aim of the plan was to eliminate unjustified barriers in the legislation concerning the funding of infrastructure projects by insurers. In fact, insurers – and particularly life insurers – are essentially long-term investors often seeking to acquire assets with a maturity that matches their liabilities.

			That is why Delegated Regulation 2015/35, which – among other things – sets out the capital requirements for insurance undertakings, creates a separate infrastructure asset class that takes account of the specific characteristics of this investment. The new asset class has to meet criteria concerning resistance to stress and the predictability of cash flows, and must form the subject of an appropriate contractual framework. Fulfilment of these criteria should ensure that the prudential policy is tailored to the risk profile of infrastructure investment.

			In February 2017, the Bank published a Circular (13) providing additional clarification on the definition of infrastructure investment and the associated eligibility criteria, to enable insurers to assess the corresponding risks. In some cases, that risk assessment will require adjustment of the risk management systems of insurance undertakings in view of the potentially new character of the investments concerned.

			2.7Brexit

			The United Kingdom’s withdrawal from the European Union – commonly known as “Brexit” – planned for the first quarter of 2019 raises a series of questions concerning the activity of British undertakings in the European Union, particularly if it is assumed that, after Brexit, the United Kingdom will have to be considered as a third country under EU legislation on insurance and reinsurance. In that scenario, British undertakings will no longer be able to pursue their activities either via freedom to provide services or via a European branch which would not be supervised by the Member State in which it is established.

			In view of this uncertainty, some British insurers and reinsurers are already examining the possibility of establishing a subsidiary in the European Union and transferring to that subsidiary the activities that they have hitherto carried out via freedom to provide services or via a branch. Such a subsidiary would offer parent companies in the United Kingdom the advantages of the single licence throughout the European Union. Some insurance and reinsurance undertakings (Lloyd’s, MS Amlin and QBE) have publicly announced their intention to establish such a subsidiary in Belgium. Another institution (The Navigators Group) has announced its intention to acquire shares in a Belgian insurer (ASCO). Contact is currently ongoing with the Bank’s services in connection with the preparation of an authorisation application for these undertakings.

			At this stage, several points remain unclear, such as the post-Brexit fate of insurance or reinsurance contracts concluded prior to that date with a company based in the United Kingdom and the arrangements for transferring European activities currently managed from the United Kingdom to a subsidiary located in the European Union.

			The same applies to the activities that companies governed by the law of a European Union Member State pursue via freedom to provide services or via a branch in the United Kingdom. In their case, the uncertainty lies in whether “post-Brexit” British law will still authorise such activities, and under what conditions. At EIOPA level, discussions are in progress, in which the Bank is participating, for the purpose of examining the prudential issues associated with the United Kingdom’s departure from the European Union.

			2.8EIOPA visit

			Among its various tasks, EIOPA is responsible for promoting a common culture of consistent, high-quality supervision of insurance and reinsurance companies. In that connection, EIOPA assesses supervisory authorities’ implementation of national projects such as balance sheet inspections, stress tests, or the application of the rules on internal models for calculating solvency requirements, and the efficient operation of the colleges of supervisors.

			In April 2017, EIOPA thus assessed how the Bank exercised prudential supervision over insurers and insurance groups. For that purpose, it gathered information on all the applicable legislation, and the Circulars, internal policies and various transversal analyses developed by the Bank. That information was supplemented by presentations on the Bank’s own tools and procedures, and their deployment for the purposes of operational supervision, and by question and answer sessions. EIOPA’s conclusions were generally reassuring as regards the quality of supervision exercised by the Bank, which has already prepared a plan in response to EIOPA’s comments.

			2.9ICS field test

			In connection with the global convergence of capital standards and the promotion of financial stability, the International Association of Insurance Supervisors (IAIS) is currently developing a common prudential framework for internationally active insurance groups (IAIGs). That framework includes the development of an International Capital Standard (ICS) comprising a number of elements : the provision concerning the consolidation scope, the valuation of assets and liabilities, the own funds components and the own funds requirements.

			In the past three years, there have been various field tests on the subject to obtain input from experts, both from the sector concerned and from the supervisory authorities. The field testing serves to refine the capital standards mentioned above and to continue developing the qualitative aspects of the framework. During the period under review, field testing was carried out specifically to develop an initial, concrete version of the capital standards according to a standard method. A new field test will permit further refinement of these standards, including as regards undertaking-specific parameters and the internal models used to determine the capital requirements. The expectation is that the international capital standard can be introduced by the end of 2019, and will be applied on a consolidated basis to all internationally active insurance groups.

			2.10Horizontal analyses and stress tests

			During the year under review, the Bank also conducted various horizontal analyses of the Belgian insurance sector [see box 15], and carried out stress tests to ensure that the interest rate risk is still low for insurance undertakings [see box 16].

			 

			
				
					(1)	The best estimate corresponds to the average future cash flows weighted according to their probability, taking account of the current expected value of those flows, estimated on the basis of the relevant risk-free yield curves.

				

				
					(2)	Communication NBB_2017_32 of 29 December 2017 on the results of the horizontal analysis of the costs used in valuing the technical provisions.

				

				
					(3)	The ORSA enables the insurer to assess its risks and solvency internally. In that connection, it pays particular attention to the overall solvency need, continuous conformity with the set capital requirements and technical provision requirements, and evaluation of the degree to which the insurer’s risk profile deviates from the assumptions underlying the calculation of the solvency capital requirement (“adequacy of the standard formula”).

				

				
					(4)	Circular NBB_2017_11 of 27 March 2017 on insurance undertakings subject to a special regime on account of their size.

				

				
					(5)	Circular NBB_2017_12 of 27 March 2017 on local insurance undertakings.

				

				
					(6)	Circular NBB_2017_10 of 22 March 2017 on preferential rights of insurance creditors, running inventories and the summary statement of the running inventories.

				

				
					(7)	Communication NBB_2017_17 of 2 June 2017 on the procedures for obtaining authorisation as an insurance or reinsurance undertaking governed by Belgian law, and for obtaining an authorisation extension.

				

				
					(8)	Communication NBB_2017_18 of 2 June 2017 on the procedures to be followed by insurance or reinsurance undertakings governed by Belgian law for pursuing an insurance or reinsurance activity abroad.

				

				
					(9)	Communication NBB_2017_19 of 2 June 2017 on the procedures to be followed by insurance or reinsurance undertakings governed by foreign law for pursuing an insurance or reinsurance activity in Belgium.

				

				
					(10)	Circular NBB_2017_13 of 19 April 2017 on the Own Risk and Solvency Assessment (ORSA).

				

				
					(11)	Circular NBB_2016_21 of 25 April 2016 on the loss-absorbing capacity of technical provisions and deferred taxes.

				

				
					(12)	Circular NBB_2017_14 of 19 April 2017 on the loss-absorbing capacity of deferred taxes.

				

				
					(13)	Circular NBB_2017_04 of 16 February 2017 on infrastructure investment under the Solvency II regime.
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			Box 15  –  Horizontal analyses of the Belgian insurance sector

			This year, as part of its risk analysis, the Bank again carried out a series of horizontal analyses on the main risks for the insurance sector. This work included a more detailed examination of the interest rate, liquidity and spread risks faced by Belgian insurers.

			Interest rate risk

			The potential consequences of persistently low interest rates have been the most significant financial risk for insurers for several years now, and remain an attention point for the Bank.

			In 2014, in order to obtain a more complete and detailed view of the insurance sector’s exposure to interest rate risk, the Bank had decided to develop standard annual reporting specifically for monitoring that risk. This report comprises four sections, each designed to shed light on a specific aspect of the interest rate risk : the current composition of the guaranteed yields on insurance contracts, the duration of the technical provisions and their covering assets, detailed projections of cash flows concerning the technical provisions and assets, and projections relating to yields on the assets and liabilities.

			With the aid of these data, an assessment framework was devised on the basis of a set of risk indicators. The Bank has been applying this assessment framework for three years, and has refined it each year. In particular, it uses the framework to examine the average level of the guaranteed yields and their residual term, the proportion of the technical provisions accompanied by guaranteed yields on future premiums, the level of the duration gaps, the matching of the underlying asset and liability cash flows, and the difference between the projection of the expected yields on the assets, on the one hand, and the guaranteed yields on the liabilities on the other hand. These parameters make it easier for the Bank to identify the undertakings which are (more) vulnerable to a low interest rate environment.

			Undertakings for which the risk was deemed significant were subjected to a more detailed examination. In a limited number of cases, this led the Bank to request an action plan from the undertaking, or to analyse possible measures to limit its interest rate risk. That approach will continue to be followed in the longer term.

			In this connection, the Bank proposed an amendment to the prudential regulations on life insurance intended to avert the risks of large-scale policy redemptions, particularly in the event of an increase in interest rates. The measure aims to discourage early redemptions, or at least to ensure that the costs associated with speculative redemptions are shared between the insurer and the policy-holder. In practice, this measure would consist in making the redemption value depend on both the residual term of the policy and the difference between the guaranteed contractual yield and an interest rate representing financial market yields at the time of redemption.

			Liquidity risk

			Back in 2014, taking account of the downward trend in the volume of traditional life insurance premiums and the increased share of illiquid assets on the Belgian insurance market, the Bank had already decided to keep a close watch on liquidity risk in the insurance sector.

			The Bank provides for separate quarterly liquidity reporting by all life insurance undertakings. An insurer generally faces a less significant liquidity risk than a bank, and that risk is more difficult to measure.

			To permit integrated monitoring of the liquidity risk, the Bank developed an assessment framework based on a set of risk indicators. Those indicators focus on the trend in incoming and outgoing cash flows, the trend in the liquid assets and liabilities, and finally, the trend in exposures to instruments and derivatives presenting a potential liquidity risk. These three groups of indicators permit more systematic monitoring of the liquidity risks of individual insurers and of the sector as a whole.

			For a small number of undertakings, the liquidity reporting results led the Bank to adopt follow-up measures or to carry out inspections. More specifically, the findings which emerged from these analyses regarding the reduction in premium volumes and the growing number of individual life insurance contract surrenders also gave rise to a strategic review on the future of the individual life insurance sector in Belgium, and recommendations by the Bank on the subject.

			Spread risk

			Fixed-interest-rate assets – which make up the bulk of the insurers’ investment portfolio – are subject to spread risk. The spread corresponds to the risk premium, i.e. the difference between the asset’s yield and the risk-free interest rate. If an asset’s risk premium increases, its yield increases and its market value falls. The spread risk is therefore the risk that the asset’s market value may vary according to fluctuations in the risk premium, due to a change in the (perceived) risk of the asset.

			Quantitative studies and stress tests previously conducted for the insurance sector revealed that variations in spreads often had a very significant impact on the insurer’s balance sheet. That may be due partly to the large proportion of government and corporate bonds in the investment portfolios of Belgian insurers, and partly to the principle of marking to market enshrined in the Solvency II regime. Since all variations in spreads are reflected in the market value of these bonds, they have a direct (positive or negative) impact on the own funds of insurance undertakings.

			To take account of the often long-term character of an insurer’s investment portfolio, the Solvency II regulatory framework provides for long-term guarantee (LTG) measures, which moderate the said impact by offsetting part of the increase in the spread with an increase in the discount rate for the technical provisions. In that regard, the level of the offsetting depends on the type of LTG measure which can be applied.

			In order to obtain a more integrated and complete view of the spread risk for insurers, beyond the possible effect on capital requirements and valuation, an assessment framework was developed in the year under review for monitoring the spread risk of Belgian insurers. That assessment framework mainly concerns the indicators relating to credit quality, duration and interest rate sensitivity of fixed-interest-rate assets. During the year under review, the extent to which that risk is covered by the capital buffer stipulated by the Solvency II framework was also examined. That risk will be monitored with the aid of the insurers’ annual reporting on the subject to the Bank.

			Undertakings identified as outliers will be monitored in future quantitative analyses, e.g. via stress tests. The Bank also analyses how insurers themselves assess the risk in their ORSA report. In that connection, particular attention will focus on the spread risk of government bonds, as the Solvency II framework does not impose any capital buffer in that respect.
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			Box 16  –  “Flashing-light” policy and national stress test framework

			“Flashing-light” reserve

			Under the Solvency I regime, insurers had to form additional statutory provisions (commonly known as the flashing-light reserve) to cover the interest rate risk that they incurred on certain types of contract. Following the entry into force of the new Solvency II prudential regime, the prudential rules on additional reserves were retained in the accounting framework. That reserve must therefore be maintained for as long as the interest rate risk persists. However, as the Solvency II regime also makes provision for specific regulatory requirements to cover the interest rate risk, new rules were introduced in the accounting framework, thus simplifying the mechanism for waiving the obligation to form additional reserves.

			As a general rule, that waiver is conditional upon fulfilment of all the regulatory capital requirements under Solvency II without making use of the transitional measures concerning technical provisions. Apart from checking fulfilment of this condition, the Bank analyses the situation of the undertakings concerned and the market conditions in order to ensure that the interest rate risk is still low. In that assessment, it uses the most relevant tools at its disposal, including the stress test results relating to the interest rate risk exposure.

			Stress tests

			The Bank considered it useful to issue a Communication to the sector explaining its policy and expectations concerning stress tests for insurance. In that regard, a distinction is made between firms’ own stress tests, e.g. those developed for the ORSA, and stress tests imposed by the Bank. The latter tests may be both microprudential (focusing attention on specific exposures in a small number of undertakings) and macroprudential. The Bank’s stress test policy is flexible and provides substantial scope for achieving objectives specific to each exercise. The insurance sector undergoes a stress test at least once a year, and if there is a European stress test the Bank adjusts its own stress test accordingly.

			This new framework was first applied in practice in 2017. To reduce the workload for firms, the stress test methodology was adapted as far as possible to that for the 2016 EIOPA stress test. That test puts the emphasis on the most relevant risks for insurers, namely market risks, including the interest rate risk, and excluding technical underwriting risks, and consists of two quantitative scenarios supplemented by a brief qualitative questionnaire.

			The main aim of the first – low for long – scenario is to detect and assess the Belgian insurance sector’s potential vulnerabilities relating to the interest rate risk. That scenario tries to simulate a structural stagnation situation in which a shortage of profitable long-term investment and persistently weak growth (and low growth expectations) lead to a continuing decline in the risk-free yield curve, particularly for the longest maturities. This exercise forms part of a macroprudential risk assessment and by that token supplements the risk assessments conducted for individual undertakings (see box 15). The main aim of the stress test is to detect the sector’s vulnerabilities. However, weaknesses found at individual level must not be ignored. This implies that the results of the low for long scenario are taken into account in the assessment of the waiver application mentioned above.

			The second scenario was developed by the IMF in collaboration with the Bank, in the context of the FSAP conducted in Belgium (see chapter A under “Prudential regulation and supervision”). To test the insurance sector’s resilience, an adverse macrofinancial scenario was developed, simulating a recession caused by a sudden increase in risk aversion worldwide, a reappraisal of the sovereign risk in the euro area, a credit cycle crash in emerging market economies, and a significant correction on Belgian property markets. That scenario combines an increase in the risk-free yield curve with substantial shocks affecting key asset classes in the investment portfolio (government and corporate bonds, mortgages and other loans, equities, real estate, etc.). The results of these stress tests were not yet final when this Report went to press.
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			F.   Financial market infrastructures

			During the year under review, in regard to financial market infrastructures (FMIs), particular attention focused on changes in the regulations and their implementation by the systems and institutions subject to the Bank’s prudential supervision and oversight activities. The possible implications of Brexit for this sector were also considered in detail. As in the case of other financial sectors, developments concerning FinTech (see section G.3. below) and cyber risks (see section G.4) were likewise closely monitored.

			The Bank also published for the first time the Report on Financial Market Infrastructures and Payment Services (1), offering a detailed picture of the activities of those systems and institutions, changes in the regulatory environment, the Bank’s approaches to oversight and prudential supervision, and its main objectives for 2017.

			1.Mapping of the sector

			Belgium hosts a number of FMIs, securities depositories, payment service providers such as payment institutions and electronic money institutions, and critical service providers. Some of these entities, such as SWIFT, Euroclear, Bank of New York Mellon, Mastercard Europe and Worldline, are of international systemic importance. As the lead authority, the Bank set up international cooperation agreements for some of these systems and institutions.

			The Bank’s oversight is concentrated both on the security and efficiency of all FMI operations such as payment, clearing and settlement systems, and on their connections with other financial market players. At microeconomic level, the prudential supervision authorities watch over the financial health of institutions in this sector, thus helping to maintain confidence among their counterparties and users. These two supervision approaches are aimed at promoting financial stability. In cases where the Bank exercises both oversight and prudential supervision, the supervisory activities can be considered complementary.

			The systems and institutions can be grouped according to the type of services that they offer their participants or customers : clearing, settlement and custody of securities, payments and the provision of critical services.

			2.Priorities for oversight and supervision

			In 2017, the Bank devoted a major part of its prudential supervision and oversight activities to changes in the legislation affecting most categories of FMIs and payment service providers, and to analysis of the impact of those changes. As the FMIs act as nodal points in the processing of payments and securities transfers, IT risks – and more particularly cyber risks – also continue to require the necessary attention. Cyber risks and FinTech are discussed in chapter G below.

			Securities clearing, settlement and custody

			Although there is no Belgium-based central counterparty (CCP) involved in securities clearing, the Bank participates in various CCP supervision colleges, either because those institutions settle transactions on the books of a Belgian Central Securities Depository (CSD), or because of the importance of a Belgian financial institution as a CCP participant. Since the euro-denominated activities of CCPs currently operating from the United Kingdom may be significant, the impact of Brexit is being closely monitored.

			In the CSD sector, the implementing and regulatory technical standards of the CSD Regulation (2) came into force on 30 March 2017. The Regulation defines the common rules on settlement in the EU, regulates the activities performed by CSDs, organises the provision of banking services related to CSD activities, and deals with sanctions and the deadlines for obtaining authorisation to perform the functions of a CSD. Every CSD in the EU must apply to its competent authority for authorisation.
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			As the competent authority in Belgium, the Bank authorises and supervises CSDs established in Belgium. The Bank seeks the FSMA’s advice for aspects that fall under the latter’s limited competence for CSDs as part of its tasks of ensuring compliance with rules guaranteeing the sound operation, integrity and transparency of financial instruments markets, as well as its work on ensuring compliance with the rules for protecting the interests of investors in financial instrument transactions (3). A protocol setting out the cooperation arrangements was concluded between the two institutions in 2017.

			Under the Regulation, the competent authority has to decide on the completeness of the application for authorisation. Applications for authorisation submitted by CSDs based in Belgium and forming part of the Euroclear group – notably Euroclear Belgium and Euroclear Bank – were considered incomplete for various reasons, such as the non-exhaustive character of the application, ongoing IT changes, and the incomplete implementation of new control processes and procedures. Euroclear Belgium and Euroclear Bank must provide all the additional information for assessing their compliance with the Regulation’s requirements by no later than the end of September and the end of December 2018 respectively. From the moment the application is considered complete, the Bank, as the competent authority, will transmit all the necessary information to the other authorities which, pursuant to the Regulation, have to be consulted on the conformity of the application. BNY-Mellon CSD decided not to submit an application for authorisation.

			The Regulation exempts NBB-SSS, like other public CSDs, from certain obligations, such as obtaining an authorisation. However, these CSDs must comply with all other obligations applicable to them by no later than one year from the date of entry into force of the technical standards, i.e. by 30 March 2018 at the latest.

			In view of the importance of the entities located in Belgium internationally active in securities settlement, custody and related services on behalf of professional clients, the prudential supervision approach applied to this sector in Belgium was adapted to the specific character of those activities long ago. In order to optimise this approach, it was considered appropriate to introduce an additional supervision status specifically geared to banking entities operating exclusively in the custody and servicing of securities.

			The main activity of these entities in fact consists in holding financial instruments off the balance sheet for their clients. However, the banking regulations do not address prudential supervision aspects relating to such activity ; it is therefore justifiable and necessary to apply a special prudential supervision approach to these institutions for the relevant aspects which are not covered by the banking regulations.

			Technically, the current definition of “assimilated settlement institutions” is divided into two sub-categories in order to include credit institutions based in Belgium whose activity consists solely in providing their clients with securities custody services, accounting and settlement of financial instruments, and ancillary services.

			These institutions are in fact very similar to existing assimilated settlement institutions, defined as entities which deal with all or part of the operational management of services provided by settlement entities. Those similarities are in particular as follows : the type of activities pursued, the absence of retail deposits and other retail customer services, such as retail lending, and the maintenance of the risk profile at a low level. The Law introducing this new type of authorisation came into force on 21 August 2017 (4).

			Payments

			The Bank bears wide responsibility for payments and – depending on the system or the institution – acts as the overseer or the prudential supervision authority. As the overseer, the Bank covers payment systems, payment instrument processors and card payment schemes, while, as the prudential supervisory authority, it supervises payment service providers.

			The proper, secure processing of card payments in Belgium is a key aim of the Bank’s oversight, in view of the role of such payments in the economy. Although payment processors are not necessarily payment systems, the Belgian economy is heavily dependent on their smooth operation, and hence on the stability and continuity of card payments. The Law of 24 March 2017 on the supervision of payment transaction processors makes systemically important payment processors subject to the direct legal supervision of the Bank, and lays down certain conditions for pursuit of the activity (5).

			At the end of 2017, 19 payment institutions and 5 electronic money institutions were subject to the Bank’s supervision. The Bank also exercised supervision over eight exempt legal entities and three branches of foreign institutions. During the year under review, four Belgian payment institutions were authorised, including MoneyGram and Ebury Partners which, in view of Brexit, decided to establish a subsidiary in Belgium, while one authorisation was withdrawn. All these institutions endeavour to offer their services in totally digital form by taking advantage of innovations in financial technology (see also chapter G.3 on FinTech).

			During the period under review, one of the priorities of the prudential supervision of payment institutions and electronic money institutions concerned the transposition of the second European Payment Services Directive (PSD2) (6). That Directive, which concerns recent innovations in payment services and for which the Belgian transposition law came into force at the beginning of 2018, adds two new categories of payment services providers to the regulatory framework : payment initiation service providers and account aggregation service providers. These two types of service providers will be entitled, in the same way as other institutions authorised for that purpose, to gain access to the payment accounts of a payment services user provided the user has explicitly given consent. One of the possible applications of this change in the legal framework is the option for an account aggregation service provider to set up a single application containing the balance of the various accounts that an individual holds with multiple financial institutions. As regards payment initiation service providers, the new regime enables them to initiate payments directly from a user’s payment account to a payee. The supervision regime applicable to each type of payment service provider is proportionate to the scale of the providers’ activities and the associated risks.

			Another key element of the PSD2 is the application of “strong authentication” of the customer with a view to the totally secure initiation and execution of payments. This type of authentication requires the use of at least two of the following three elements, which must be independent and confidential : an element known only to the user (e.g. a PIN code), an element held only by the user (e.g. a payment card) and an element specific to the user (e.g. biometric data, such as a fingerprint).
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			With a view to uniform application of the new regulations in the EEA, the EBA is to draw up technical standards on the subject.

			Provision of critical services

			SWIFT (Society for Worldwide Interbank Financial Telecommunication) is a limited liability cooperative society based in Belgium and specialising in the exchange of financial messages between financial institutions and financial market infrastructures.

			SWIFT is neither a financial institution nor a financial market infrastructure, but operates as a critical service provider for each of those parties, and is therefore itself systemic. That is why SWIFT is subject to international cooperative oversight exercised by various central banks. The Bank takes on the role of lead overseer for SWIFT and, in that capacity, cooperates with the G10 central banks (7). The conclusions of these oversight activities are also shared with a wider group of central banks in the SWIFT Oversight Forum (8). The Bank keeps a particularly close eye on developments in SWIFT and maintains continuous relations with the institution. As the lead overseer, the Bank acts as the central contact point for the cooperative oversight, and chairs the groups in charge of technical activities and the high-level groups responsible for defining the oversight policy. The Bank also provides the supporting secretariat for these activities.

			The cooperative oversight is essentially organised around five main themes (a) risk detection and management, (b) data security, (c) the system’s reliability and resilience (d) technological developments and planning, and (e) communication with users. For each of these themes, there are high-level expectations in relation to SWIFT.

			In 2017, apart from a series of recurring subjects such as monitoring of the effectiveness of SWIFT’s internal control system (collaboration between the institution’s line managers, risk management and internal audit) or strategic decisions concerning expected technological developments, the Bank devoted due attention to cyber risk (see chapter G.4) and SWIFT’s strategic stance on that challenge. A first specific theme examined in the year under review concerned the roll-out of the Customer Security Programme (CSP) and the accompanying SWIFT communication to its users on sound management practices and responsibilities concerning security. In the years ahead, the further development of the CSP will most likely remain a priority for the oversight of SWIFT. A second key aspect of cyber risk concerns the assessment of SWIFT’s internal resilience to cyber threats and the associated investment. In that connection, the cyber strategy that SWIFT devises and the procedures which it develops pursuant to that strategy are also analysed in the light of the CPMI-IOSCO guidance on the subject (9).

			 

			
				
					(1)	See https://www.nbb.be/doc/ts/publications/fmi-and-paymentservices/2017/fmi-report2017.pdf.

				

				
					(2)	Regulation (EU) No. 909/2014 on improving securities settlement in the European Union and on central securities depositories.

				

				
					(3)	The rules on conflicts of interest, record-keeping, the requirements concerning participation, transparency, procedures for communicating with participants and other market infrastructures, the protection of the assets of participants and of their clients, freedom to issue securities via any CSD authorised in the EU, and access between a CSD and another market infrastructure.

				

				
					(4)	Law of 31 July 2017 concerning miscellaneous financial and fiscal provisions and measures relating to concession contracts.

				

				
					(5)	Law of 24 March 2017 on the supervision of payment transaction processors.

				

				
					(6)	Directive (EU) 2015/2366 of the European Parliament and of the Council. of 25 November 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.

				

				
					(7)	Bank of Canada, Deutsche Bundesbank, European Central Bank, Banque de France, Banca d’Italia, Bank of Japan, De Nederlandsche Bank, Sveriges Riksbank, Swiss National Bank, Bank of England and the Federal Reserve System, represented by the Federal Reserve Bank of New York and the Board of Governors of the Federal Reserve System.

				

				
					(8)	For the composition of the Forum, see the description at : https://www.nbb.be/en/financial-oversight/oversight/critical-service-providers. 

				

				
					(9)	CPMI-IOSCO (2016), Guidance on cyber resilience for financial market infrastructures, BIS (http://www.bis.org/cpmi/publ/d146.pdf).

				

			

		

	
		
			G.   Cross-sectoral aspects of prudential regulation and supervision

			As a prudential supervisory authority, the Bank is competent for a range of spheres which cover multiple sectors and are therefore not discussed in the sections of this Annual Report on banking, insurance and financial market infrastructures.

			In 2017, one of the main developments was the completion of the work on transposing into Belgian law the Fourth EU Directive on the prevention of money-laundering and terrorist financing, which will demand a major effort on the part of both financial institutions and the competent authorities, including the Bank.

			The Quality Assurance Unit, intended to ensure that the Bank’s prudential supervision and resolution activities satisfy a number of quality requirements, continued working on the definition of its framework in order to progress gradually towards a definitive method of operation.

			During the year under review, the Bank also set up a single point of contact for FinTech, in collaboration with the FSMA, which acts as the supervisory authority’s access channel for questions concerning the legislative framework for the provision of financial services in Belgium, notably in the context of the European Payment Services Directive (PSD2). The Bank also kept a close watch on developments relating to private digital currencies.

			In view of the growing cyber threats, the Bank actively contributed to the further development, at European level, of a regulatory framework for the management of cyber risks and recommendations on the subject. During the year under review, it also carried out a number of inspection assignments concerning cyber risk. Finally, in collaboration with other players, the Bank continued its work aimed at mapping e-banking fraud and raising consumers’ awareness of the issue.

			As regards governance, reporting and the collaboration of auditors in prudential supervision, the year under review brought the adoption and publication by the Bank of several new normative documents on such matters as the quality of prudential and financial data, the cooperation of accredited auditors in prudential supervision, reporting on loans to related persons, qualifying holdings, the “fit and proper” framework and the compliance function.

			1.Measures to combat money-laundering and terrorist financing

			The year 2017 brought the final touches to the work on transposing into Belgian law – via the Law of 18 September 2017 (1) – the Fourth EU Directive on the prevention of money-laundering and terrorist financing (ML/TF) (2). This new Law makes a transition to mechanisms resolutely aimed at the general adoption of a risk-based approach, as regards both the preventive obligations of financial institutions and the supervision by the competent authorities, including the Bank, over compliance with those obligations. This development requires both parties to make significant efforts to adapt the arrangements that they had defined and implemented under the previous Law.

			1.1Law of 18 September 2017

			The structure of the new Law was radically revised compared to that of the Law of 11 January 1993, which it abolishes and replaces. In particular, all the obligations imposed on the entities in question were regrouped in a special book of the new Law. The book intentionally begins with a list of the obligations relating to the organisation and internal controls which those entities must establish. The legislation thus clearly indicates that these are essential conditions which these entities must first meet if they are to satisfy the legal obligations concerning vigilance over business relationships and transactions. These vigilance obligations, which include the identification and verification of the identity of the persons involved, knowledge of the customer, and of the purpose and nature of the business relationship or transaction, and constant vigilance in that regard, are now entirely governed by the principles of the risk-based approach. That approach permits less stringent preventive measures if the ML/TF risks are low, but stipulates tougher measures if those risks are high. The general adoption of this approach is intended to permit the optimum allocation of the prevention resources. In addition, the characteristics of this approach are now spelt out more clearly than before. In particular, the Law specifies that this approach must lead to a global risk assessment the results of which must be reflected in the internal policies and procedures of the entity concerned, combined with an individual assessment of the risks associated with each customer and intended to ensure that the vigilance measures applied are in keeping with the level and nature of those risks.

			Similarly, the Law requires the supervisory authorities, including the Bank, to modulate the frequency and intensity of their supervisory functions according to the risk profile of each entity subject to supervision. That profile has to be ascertained by an assessment of the inherent risks confronting each entity on account of its own characteristics, combined with a risk management assessment taking account of the measures aimed at risk reduction and the degree to which those measures conform to the legal and regulatory obligations.

			1.2Bank Regulation of 21 November 2017

			On 21 November 2017, to supplement this new legislative framework as required by the new Law, the Bank adopted a new Regulation (3) specifying the requirements to be met by the internal organisational arrangements of financial institutions under its jurisdiction, their general risk assessment process and their internal control measures and procedures. Unlike the Regulation that it replaces, this new Regulation no longer contains provisions on the duty of vigilance, as the obligations on that subject are now set out in full by the Law.

			1.3Implementation of the new legal and regulatory framework

			As stated above, the overall risk assessment which the entities concerned must carry out and the adaptation of their internal prevention systems according to the risks identified are crucial elements of the new legal and regulatory framework. The Bank therefore decided to carry out checks without delay on all financial institutions under its jurisdiction. Accordingly, it requested all financial institutions to submit summaries of the results of their overall risk analyses, the weaknesses detected in their preventive systems, and the measures taken to remedy those weaknesses within a reasonable timescale (4).

			1.4Operationalisation of risk-based supervision

			At the same time, without waiting for publication of the new Law, the Bank refined the tools at its disposal to base its checks on its risk assessment. Thus, to supplement the annual questionnaire concerning measures to combat ML/TF, hitherto focusing mainly on the level of conformity with the Laws and Regulations, the Bank requested financial institutions to supply relevant information on the inherent ML/TF risks that they face, taking account of sectoral differences (5). The Bank also developed a tool enabling it to ascertain the risk profile of each of these financial institutions on the basis of all the available information. In accordance with the new Law, this approach has already enabled the Bank to determine its supervision priorities from 2017 onwards. On the basis of its experience, it thus produced a new periodic questionnaire including both questions on the inherent risks and on conformity with the new legal and regulatory framework, and questions designed to assess the effectiveness of the preventive measures applied by each supervised financial institution (6). This new questionnaire, together with diversification of the information sources and additional improvements to the analysis tools, will enable the Bank to further enhance the quality of its risk-based approach.

			2.Quality assurance

			The Quality Assurance Unit set up in 2016 aims to give the Bank the assurance that its prudential supervision and resolution activities (in both the national and the international context) meet the quality requirements in terms of homogeneity and consistency, timeliness, accuracy, and conformity with the regulatory framework and best practices, which promote effective, efficient and rigorous supervision.

			The strategic priorities, the intervention scope and the tools available to the Quality Assurance Unit, which reflect in operational terms the aims described above, and which were described in the Report 2016 (7), continue to apply. The Quality Assurance Unit is currently continuing to work on the definition of its framework in order to progress towards a definitive operating method. In that connection, the intention is to define, in consultation with the various services concerned, a QA universe which will clearly specify the processes and activities of the various services operating in prudential supervision and resolution, but also to finalise in the near future a QA framework, which will structure the activities directly carried out by the Quality Assurance Unit and will also aim to provide methodological support for all the players concerned, whether their work is aimed primarily at improving the quality of their operation, or whether they act in the context of their day-to-day supervision activities.

			The quality assurance work in the field of bank supervision, conducted as a priority in response to the ECB’s expectations on the subject in the context of the SSM, continued in 2017 and focused in particular on the processes, procedures and checks applied in the operational services responsible for the supervision of less significant institutions (LSIs). A key development area which will become still more important in 2018 concerns managing and coordinating a network of quality assurance correspondents from the Bank’s operational supervision and resolution services. A new platform was thus established for the regular, structured exchange of information concerning quality, but also for the purpose of determining, in consultation with the services concerned, any measures needed to improve quality in order to ensure that these services can work as effectively and efficiently as possible to achieve the four objectives stated above.

			3.FinTech

			3.1Fintech contact point

			Given the market’s increased interest in innovation in financial technology, in 2017, the Bank established a single point of contact for FinTech on its website (8), in collaboration with the FSMA. The establishment of this contact point is in line with the strategy of the Minister of Finance and the HLEG on the future of the Belgian financial sector, which aims to promote Brussels as a financial centre. The contact point operates as an access channel to the supervisory authority for questions on the legislation governing the provision of financial services in Belgium. The target group comprises institutions that have exploratory questions on the provision of new and innovative financial products or services and which may require an authorisation by the regulator. The purpose of the contact point is therefore to function as a single, convenient point of contact for dealing with the various questions raised ; the questions are either answered directly or forwarded to the appropriate contact persons. In that regard, the contact point acts as a facilitating entity and should not be considered a mandatory route for questions on FinTech.

			Since the contact point was set up on 25 April 2017, there have been meetings on a regular basis with external parties who had questions on the legislative framework. Some of the enquiring parties were considering setting up a business, whereas other parties, including existing firms, were examining whether they should offer new financial services. The contact point staff found that the majority of the questions asked concerned the provision of payment services and, to a lesser extent, the creation of on-line exchange platforms for virtual and digital currencies. The main factor driving this trend is the second European Payment Services Directive (PSD2), which came into force at the beginning of 2018. Among other things, the Directive introduces new payment services and opens access to payment accounts for institutions approved for that purpose (see section F.2.). Most parties also had questions on the legal qualification of the services that they are considering offering, and the legal requirements related to the provision of those services in Belgium.

			The contact moments with FinTech firms revealed that start-ups need to invest heavily and need to have substantial capital available to attain the necessary size on their market. One of the key reasons for this is that a sufficient volume of users needs to be attracted for the firm to become profitable from the provided services.

			In consultation with the organisations representing start-ups in the financial sector, an analysis was also conducted to identify the main obstacles that those firms encounter in expanding their activities. This analysis showed that the requirements concerning appropriate internal control systems were seen as a stumbling block by firms that have a limited number of full-time equivalents employed. Furthermore, although the necessary injections of capital are deemed to be significant, the sector does not perceive them as a constraint. Next, the analysis highlighted that a large part of the sector was unfamiliar with the various regulatory frameworks applicable to the financial sector. The single point of contact therefore often needs to provide regulatory guidance, thereby clearly explaining the authorisation procedure and qualifying the envisaged services. The Bank will continue to work on improving the visibility of the contact point in order to foster a dialogue between the supervisory authority and the sector. For that reason, in view of the potential influence of the new technologies on the Belgian financial market, a questionnaire was sent out during the year under review to the various players on the market, including the banking and insurance sector and payment institutions, to obtain additional information on the impact of FinTech and the digital transformation. This horizontal survey was aimed to gain a better understanding of the attitudes of the various players towards FinTech, the potential impact of these developments on their business model, and the measures they envisage for keeping up with developments.

			3.2Digital currencies

			Digital currencies issued by the private sector (such as bitcoin) are different from regulated electronic money (9) in that they are not issued against a deposit of funds, and they have no fixed value in relation to a currency which is legal tender, such as the euro. Their issuers are not subject to the surveillance of the supervisory authorities and do not need authorisation to pursue their activities. Transactions in private digital currencies, both purchases of such currencies on exchange platforms and the transactions in which they are used as a means of payment, therefore take place outside the regulated financial system. They are called “currencies” because in some cases they can be used as a means of payment, but they do not have all the economic and legal characteristics of money. They are not genuine units of account, as it is only in very exceptional cases that prices are expressed directly in a private digital currency, and they cannot be regarded as a store of value, particularly on account of their price fluctuations. Moreover, they are not legal tender, nor do they have any discharging power. Creditors are therefore not required to accept them in settlement of debts (see box 1 under “Economic and financial developments” in this Report).

			The escalating price of the bitcoin in 2017 once again attracted the attention of the media and the public to this phenomenon. The Bank, which had already stressed the risks that holders of these currencies incur in a warning published in 2014 and reiterated in 2015, continues to keep a close watch on developments in this sphere. The use of these currencies as a means of payment still appears marginal in Belgium. However, their use for criminal purposes or for terrorist financing has prompted the Belgian and European authorities to consider imposing rules on intermediaries who facilitate the conversion of private digital currencies into official currencies, the aim being to combat money-laundering and terrorist financing.

			4.Cyber risks

			4.1Continuing rise in cyber threats

			During the year under review, the already strongly computerised financial sector continued to digitalise its business processes. The degree of interconnection between the operational processes of the various financial players also remained very high. Furthermore, financial institutions increasingly opt for business models in which IT services are outsourced, according to operational or functional specialisation. Customers’ access channels to financial institutions and FMIs are becoming increasingly digitalised and more diverse, yet another factor rendering the financial landscape more complex and leading to a higher operational risk level.

			Cyber attacks directed at financial sector targets are becoming increasingly sophisticated and causing ever more damage (see box 17). The number of attacks compromising the integrity or confidentiality of IT systems and data is also on the rise. Cyber attacks may originate within or outside the institution, and the attackers may have various motives, such as financial theft, geostrategic espionage, and sabotage inspired by terrorist or militant ideas. This diversity makes it very difficult for financial institutions and FMIs to ensure that their IT systems, data and services are adequately protected against all types of attacks. Since cyber threats are evolving very rapidly, defensive capabilities of institutions and FMIs must be more flexible than ever in responding to changing patterns of attacks. It is vital to have solutions for collecting information on potential threats, attackers, and types of attack. One example of such a solution is the electronic portal installed by Febelfin in 2016 to facilitate the exchange of information on cyber security between all parties concerned.

			It is also useful for financial institutions to know the risk profile of the customer and/or counterparty when it comes to determining the fraud risk for specific transactions. In retail banking, this is being achieved for example by integrating security mechanisms in the internet or mobile banking applications. In the context of correspondent banking activities, the Customer Security Programme (CSP) currently being implemented by SWIFT is an important example of a development aimed at facilitating risk assessment.
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			During the year under review, as in previous years, cyber risks formed the subject of ever closer attention in the financial sector. Assessing cyber risks and promoting control of those risks are also top priorities for the prudential supervision and oversight of financial institutions and FMIs. At individual level, institutions are being strongly encouraged to continue stepping up their measures and efforts to protect against cyber risks. Cross-sectoral cyber risk management strategies under development in Belgium and abroad also remain a focus of attention.

			4.2Recommendations on cyber resilience

			On 1 January 2016, the Circular (10) on the Bank’s expectations concerning the operational continuity and security of systemically important institutions came into force. Cyber resilience is a major theme addressed in this Circular. The Bank also made an active contribution to establishing a European regulatory framework for the management of IT risks and cyber risks under the aegis of the EBA. That work culminated in the EBA’s publication of guidance for supervisory authorities on the assessment of the ICT risk in the SREP of credit institutions and investment firms (11) and recommendations on outsourcing by financial institutions to cloud service providers (12). Finally, the EBA published technical standards, guidance and recommendations in the context of the second European Payment Services Directive (PSD2), where cyber-security-related risks are being addressed.

			In June 2016, the CPMI and IOSCO had published guidance (13) on cyber resilience for FMIs that entered into force immediately. In September 2017, the CPMI published a discussion note (14) presenting a strategy aimed at reducing the fraud risk in wholesale payments, and developing measures to prevent, detect and remedy fraud, by providing for proper communication on the subject by all public and private sector players concerned. As co-chair of this CMI working group, the Bank made a significant contribution to that note. In the near future, the CPMI will draw up recommendations spelling out the proposed strategy.

			One of the main attention points in prudential regulation and oversight recommendations is the need for the management of cyber risks by the financial players. Controlling cyber risks not only depends on implementing technology solutions, but also entails sufficient attention to address threats that originate from within the organisation, either by employees or management. Financial players must make their staff aware of cyber risks so that they know how the risk can arise and how they should respond. Likewise, the management bodies must have the necessary expertise and information to be able to monitor cyber threats effectively and keep them within acceptable limits.

			The publications mentioned above likewise recommend that financial players conduct tests to assess their degree of resilience against cyber threats. Those tests are becoming increasingly sophisticated and in some jurisdictions they are based on specific frameworks comprising a harmonised test methodology. The Bank is actively monitoring developments in this area to ensure that sound management practices in this regard are also being established in Belgium, taking into account any relevant European or international initiatives on the subject.

			4.3Operational activities

			The Bank devotes specific attention to cyber risks as part of its prudential supervision and oversight work, on the one hand focusing on the security posture of individual financial institutions and FMIs and the confidence that they inspire, and, on the other hand, on the situation of the sector as a whole.

			The approach to address cyber risk management at individual institutions is two-pronged. First, institutions are required to hold capital to cover their exposure to operational risks, including cyber risks. Second, the operational security and robustness of the critical processes of financial institutions and FMIs are subject to close monitoring. The availability, integrity and confidentiality of the IT systems and data play a central role here. In 2017, the Bank conducted a number of inspections to check the supervised entities’ compliance with the regulatory framework and the proper management of their IT systems in relation to cyber risks. In addition, the Bank also monitors cyber risks at financial institutions and FMIs on an ongoing basis as part of its continuous and recurrent supervisory activities.

			The Bank also devotes the necessary attention to sector-wide initiatives concerning cyber risks. An important example in this regard is its contribution to the development of a framework for ethical hacking (red teaming), an initiative linked to the objectives of both the Belgian Financial Sector Cyber Advisory Council and the ECB’s FMI Cyber Security Strategy. In the SSM, a framework for reporting cyber risk incidents was set up in 2016, and sector-wide surveys and analyses on cyber themes are being conducted on a regular basis.

			4.4E-banking fraud

			In 2017, the Bank continued its close cooperation with Febelfin and other parties to jointly follow up on e-banking fraud and to continue raising consumers’ awareness on the subject. Despite these efforts, it was noted that the number of e-banking fraud cases and the associated financial losses increased considerably in the first half of 2017.

			As in previous years, reported cases of e-banking fraud among consumers in 2017 were 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 malicious website). The rise in fraud cases in 2017 is therefore attributable to an increase in the number of attacks rather than the use of innovative fraud techniques. Here, too, the Bank keeps a very close watch on recent developments concerning authentication techniques for payments.
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			5.Developments in governance, reporting and auditors’ cooperation in prudential supervision

			The year under review saw the Bank adopt and publish a number of new normative documents on governance, reporting and auditors’ cooperation in prudential supervision. In a first Circular, supervised undertakings are asked to implement a number of recommendations concerning their internal organisation to ensure that the supervisory authorities are sent prudential and financial data that meet high-quality criteria. The second Circular defines the auditors’ duty to cooperate in prudential supervision. There are some major changes here in regard to the auditor’s obligations concerning periodic reporting to the supervisory authority, both for the planning of its supervisory tasks and for their execution. A third Circular concerns the updating of credit institutions’ and insurers’ reporting obligations to the supervisory authority on loans to senior management, shareholders and/or related persons. Finally, the Bank also adopted a new version of the Circular and the Communication on the prudential assessment of acquisitions and increases in qualifying holdings in financial sector entities, in accordance with the common guidelines drawn up by the EBA, EIOPA and the European Securities and Markets Authority (ESMA). Mention should also be made of the legislative work aimed at strengthening the “fit and proper” framework and in relation to the conditions on performance of the compliance function.

			5.1Data quality Circular

			In connection with their prudential supervision work, the supervisory authorities (the Bank, the ECB and – depending on the case – the EBA or EIOPA) periodically collect prudential and financial data from all institutions subject to their supervision. This reporting takes place at both national and European level.

			For prudential supervision, good-quality reporting is essential : it ensures that the supervisory authority can conduct a solid, comparable analysis of the reported data and maintain a soundly-based dialogue with the institutions.

			As the institutions are responsible for the quality of the data reported for prudential supervision purposes, the Bank deemed it useful to issue a set of recommendations to the institutions under its supervision, stating its expectations as regards prudential reporting quality.

			For that purpose, a Circular (15) was adopted, setting out the criteria for assessing reporting quality. Those expectations concern not only the submission of the reports but also their content. They also include the various quality rules on reporting, drawn up by the supervisory authorities.

			In addition, this Circular specified the prudential expectations regarding the internal organisation of institutions for the preparation and submission of prudential reports. Implementation of the principles of this Circular will at least ensure conformity with the quality requirements defined in the regulatory framework on reporting. Accredited auditors are asked to examine compliance with these prudential expectations in the six-monthly reporting checks.

			5.2Duty of cooperation of accredited auditors

			In view of the societal importance of financial institutions and insurance companies, auditing duties can only be entrusted to auditors approved for that purpose by the Bank. In addition, the sectoral laws stipulate that accredited auditors must, on their own exclusive responsibility, cooperate in prudential supervision. That obligation implies that they perform certain specific tasks, which are spelt out in a new Bank Circular (16).

			That Circular replaces an earlier Bank Circular dating from 2012, although the latter’s structure has been largely retained. First, the Circular takes account of the new legislation which has entered into force since the publication of the previous Circular and which applies to credit institutions, investment firms and insurers/reinsurers respectively. The Circular now also includes the details of the duty of cooperation in the case of accredited auditors of electronic money institutions.

			In addition to the necessary regulatory updates, a number of changes were made in order to augment the value added of the accredited auditor’s role in the confirmation of periodic financial reporting. Thus, in the course of their activities, auditors are asked to focus particularly on a number of sector-specific prudential points for attention. The importance of the accredited auditor’s role in ensuring the quality of the figures is also emphasised (see also section G.5.1). Furthermore, accredited auditors of general interest entities (credit institutions, insurers and reinsurers, settlement institutions and entities equivalent to settlement institutions) are required to submit their audit plans systematically to the supervisory authority and to produce supplementary reports, notably on important subjects which attracted their attention in the course of their work.

			The new Circular also takes account of the changes resulting from the entry into force of Solvency II. The accredited auditor’s duties regarding periodic statements are complicated by the fact that the Solvency II legal framework is no longer based on the accounting framework (BE GAAP/IFRS), the traditional point of reference for this work. Only the parts of the Solvency II reporting that permit a better understanding of the institution’s financial situation are included in the external audit, unlike the parts prepared primarily for statistical purposes. From now on, accredited auditors must take account of the reporting introduced under Solvency II for the work of assessing internal control measures.

			Finally, the Circular conforms to the guidelines published by both the EBA (17) and EIPOA (18) on communication and dialogue between the supervisory authority and statutory auditors.

			5.3Loans, credit and guarantees to managers, shareholders and related persons

			Article 72 of the Banking Law and Article 93 of the Solvency II Law define the legal framework for loans, credit and guarantees granted to managers, shareholders and related persons. These legal provisions prescribe reporting to the supervisory authority.

			The adoption of the Banking Law in 2014 and the Solvency II Law in 2016 fundamentally changed the legal regime. In view of these and subsequent changes, it was necessary to replace the old 1994 Circular (19) on the subject.

			The new Circular (20), aimed at both the banking sector and the insurance sector, sets out the legal provisions and clarifies the way in which institutions must fulfil their annual reporting obligations to the supervisory authority. In the annex to the Circular, tables provide the supervisory authority with a complete picture of the total outstanding amount in relation to a particular person or institution.

			Credit institutions must submit their report to the supervisory authority before the end of February in the following year. Insurance undertakings must submit these tables in conjunction with the updated governance memorandum, with due regard for the deadlines stated in the eCorporate 2016/40 Circular.

			5.4Supervision of qualifying shareholders

			On 5 May 2017, the EBA, EIOPA and ESMA published new joint guidelines on the prudential assessment of acquisitions and increases of qualifying holdings in the financial sector entities.

			Following that publication, the Bank revised its regulatory framework on shareholder supervision for (a) credit institutions under Belgian law, (b) insurance and reinsurance undertakings under Belgian law, (c) investment firms under Belgian law, (d) financial holding companies under Belgian law, (e) insurance holding companies under Belgian law, and (f) mixed financial holding companies under Belgian law.

			The Communication (21) published by the Bank in September 2017 replaces the 2009 Communication (22) and forms the new reference framework for acquisitions, increases, reductions or transfers of qualifying holdings in the capital of one of the aforesaid financial entities. It provides all persons concerned with the necessary information for submitting their plans to the supervisory authority (the Bank or the ECB, depending on the case), and clarifications concerning the rules of procedure and assessment criteria that the supervisory authority will apply.

			The main changes compared to the 2009 version concern (a) extension of the scope of the Circular, (b) redefinition of the concept of an indirect shareholding, (c) updating of the information required to assess the integrity of candidate shareholders who are natural persons and the effective management of shareholders who are legal persons, and (d) reinforcement of the requirements concerning continuous shareholder monitoring.

			To supplement this Communication, the Bank published on the same day a new Circular (23) for the attention of financial entities in which it specifies the arrangements for implementing the occasional and periodic notification obligations that these financial entities are required to fulfil concerning their shareholders. That Circular replaces the 2009 Circular (24) on the same subject.

			5.5HLEG recommendations on fit and proper and compliance

			The 2016 report of the High-Level Expert Group (HLEG) on the future of the Belgian financial sector (see also chapter B above) contains a set of recommendations on strengthening governance in financial institutions. Subsequently, proposals were drawn up in consultation with the various stakeholders concerning the fit and proper assessment of senior management and the compliance function in financial institutions. That process resulted in changes to various sectoral laws.

			In regard to “fit and proper”, members of the statutory governing body, persons who effectively run the undertaking, and those responsible for independent control functions must at all times have the necessary professional integrity and sufficient expertise to perform their function. The legislative changes aim to reinforce the permanence of those requirements.

			On the one hand, they introduce the obligation to inform the supervisory authority immediately of anything implying a change in the information supplied at the time of the appointment which could affect compliance with the fit and proper requirements. This list is not exhaustive, but it may include new, relevant facts or information such as investigations initiated by the administrative or judicial authorities in the broad sense (including investigations into facts which could give rise to disqualification), information which could lead to disciplinary sanctions, etc.

			They also enable the supervisory authority to decide to reassess the fit and proper character of those concerned on the basis of findings or analyses conducted during the exercise of its supervisory mission, or if it has new information relevant for the assessment of them. That reassessment may, for example, result in reports or findings demonstrating a negative or hostile attitude towards generally accepted good practices (e.g. regarding the transparent and complete disclosure of information to the statutory governing body), recurrent or deliberate disregard of supervisory authority recommendations, a proven non-availability for attending meetings, the supply of incomplete or incorrect information to the supervisory authority or shareholders, an uncooperative attitude towards the supervisory authority, etc. This incorporation of the fit and proper policy into the continuous supervision of institutions is in line with the international and European trend towards making the top management more responsible for its actions or omissions. For instance, in its guide to fit and proper assessments, the ECB stresses the importance of new facts relating to performance of the function which may generate doubts about the staff member’s ability to ensure the sound and prudent management of the institution.

			The legislative changes concerning compliance aim to provide a stronger framework for this function in order to promote the integrity of institutions and confidence in the financial sector in general. More specifically, they concern :

			–specifying the responsibility of the statutory governing body in drafting the integrity policy ;

			–stipulating that the statutory governing body must submit an annual report to the supervisory authority on the assessment of the proper functioning of the compliance function ;

			–in cooperation with the FSMA, enabling the Bank to make those in charge of the compliance function subject to the same minimum criteria concerning expertise as those already implemented by the FSMA.

			On this last point, the Bank and the FSMA have developed a joint approach to encourage harmonisation of the requirements of the two supervisory authorities for the assessment of the expertise of those in charge of the compliance function. The Bank set out that approach in a draft Regulation. The FSMA also drew up a Regulation amending its previous Regulation of 27 October 2011 on the approval of compliance officers.

			The Bank’s draft Regulation begins by listing the requirements for the assessment of the expertise of the person responsible for the compliance function, the main new requirement being that the person must pass an examination at a training centre approved by the Bank and the FSMA. Next, it describes the rules on approval of the examination, which will form the subject of a protocol of collaboration between the two supervisory authorities to ensure the effective and consistent implementation of the Regulation. Finally, it contains a number of essential transitional measures.

			 

			
				
					(1)	Law of 18 September 2017 on the prevention of money-laundering and terrorist financing and limits on the use of cash.

				

				
					(2)	Directive (EU) 2015/849 of the European Parliament and of the Council of 20 May 2015 on the prevention of the use of the financial system for the purposes of money-laundering or terrorist financing, amending Regulation (EU) No. 648/2012 of 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.

				

				
					(3)	National Bank of Belgium Regulation of 21 November 2017 on the prevention of money-laundering and terrorist financing, approved by the Royal Decree of 10 December 2017.

				

				
					(4)	Circular NBB_2018_02 of 24 January 2018 on the overall risk assessment of money-laundering and terrorist financing risks.

				

				
					(5)	Circular NBB_2017_15 of 24 April 2017 – Reporting on inherent risks related to money-laundering and terrorist financing to which financial institutions are exposed.

				

				
					(6)	Circular NBB_2018_01 of 15 January 2018 – Periodic questionnaire on combating money-laundering and terrorist financing.

				

				
					(7)	See section F.2. under “Prudential regulation and supervision” in the Report 2016.

				

				
					(8)	The central point of contact for FinTech has its own web page on the Bank’s website : https://www.nbb.be/en/financial-oversight/general/contact-point-fintech.

				

				
					(9)	As defined in European Directive 2009/110/EC on the taking up, pursuit and prudential supervision of the business of electronic money institutions.

				

				
					(10)	Circular NBB_2015_32 of 18 December 2015 on additional prudential expectations concerning the operational continuity and security of systemic financial institutions.

				

				
					(11)	EBA Guidelines on ICT Risk Assessment under the Supervisory Review and Evaluation Process (SREP).

				

				
					(12)	EBA Recommendations on outsourcing to cloud service providers.

				

				
					(13)	CPMI-IOSCO guidance on cyber resilience for financial market infrastructures.

				

				
					(14)	BIS, Discussion note – Reducing the risk of wholesale payments fraud related to endpoint security – consultative document, September 2017.

				

				
					(15)	Circular NBB_2017_27 of 12 October 2017 on the Bank’s expectations as regards quality of reported prudential and financial data.

				

				
					(16)	Circular NBB_2017_20 of 9 June 2017 on the duty of cooperation of accredited statutory auditors.

				

				
					(17)	EBA Guidelines of 7 November 2016 on communication between competent authorities supervising credit institutions and the statutory auditor(s) and the audit firm(s) carrying out the statutory audit of credit institutions.

				

				
					(18)	EIOPA Guidelines of 2 February 2017 on facilitating an effective dialogue between competent authorities supervising insurance undertakings and statutory auditor(s) and the audit firm(s) carrying out the statutory audit of those undertakings.

				

				
					(19)	Circular D1 94/5 of 28 November 1994 on loans, credit and guarantees to managers, shareholders and related persons.

				

				
					(20)	Circular NBB_2017_21 of 7 July 2017 on loans, credit and guarantees to managers, shareholders and related persons.

				

				
					(21)	Communication NBB_2017_22 to candidate shareholders and assigning shareholders.

				

				
					(22)	Communication CBFA_2009-31 of 18 November 2009 to persons intending to acquire, increase, reduce or sell a qualifying shareholding in the capital of financial institutions.

				

				
					(23)	Circular NBB_2017_23 of 22 September 2017 / Circular to financial institutions concerning acquisitions, increases, reductions and transfers of qualifying holdings.

				

				
					(24)	Circular CBFA_2009_32 of 18 November 2009 to financial institutions concerning acquisitions, increases, reductions and transfers of qualifying holdings.

				

			

		

		
			Box 17  –  Some examples of cyber security incidents in 2017

			Lloyds Banking Group : in January, a number of major banks in the United Kingdom experienced a wave of Distributed Denial of Service (DDoS) attacks lasting for three days. These attacks caused partial non-availability of digital channels, but did not result in any fraud or data leaks.

			Operation Cloud Hopper : in April, PwC conducted a study on Operation Cloud Hopper which shows how providers of IT services (such as cloud services) were hacked in order to spy on their customers and steal confidential documents. There are no direct indications that financial institutions were targeted, but the modus operandi, namely attacking indirectly via the IT service supply chain, is worrying.

			Wannacry / Petya / NotPetya / Nyetya / Goldeneye : from May, a series of large-scale ransomware incidents have been observed. Ransomware is malware which digitally encrypts a user’s data until the victim pays a ransom (generally in bitcoin). The various versions of ransomware are probably based on a source code previously stolen from the US National Security Agency. Belgian financial institutions proved adequately protected against this wave of attacks, but a number of foreign institutions suffered serious difficulties.

			Equifax : in July, the personal data of 143 million American residents were stolen from Equifax, a credit-rating company. The data leak caused a significant fall in the company’s stock market value.

			Silence Trojan : in November, Kaspersky Lab discovered the malware Silence Trojan, which targets financial institutions and is similar to Carbanak. According to Kaspersky, in 2015, up to 100 financial institutions (particularly in Eastern Europe and Russia) were infected with the Carbanak malware which, they claim, may have resulted in fraud amounting to $ 1 billion. In this type of attack, fraudsters attempt to penetrate financial institutions directly, to then accumulate knowledge of the victim’s internal systems over prolonged periods (several months) before proceeding to act and stealing substantial sums. At this stage, it is not known whether Silence Trojan has already claimed any victims.
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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 2017 as a whole, it has been necessary to make estimates, as the statistical material for that year is sometimes still fragmentary. In the tables and charts, these estimates, which were based on information available on 31 January 2018, 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 1 January 1999 in Belgium and in most of the Member States, 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 3 of EMU. For some analyses, the preferred source was the OECD which includes in the euro area only the countries which are members of that international institution, i.e. excluding Cyprus, 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 2010 for calculating national accounts came into force ; it replaced the ESA 1995, introduced back in 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 1995 for the national accounts and the general government sector accounts, to 1999 for the quarterly financial accounts and 2008 for 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 2010 methodology. Nevertheless, the terms “individuals” and “households” are used as synonyms. The terms “corporations”, “firms” 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.

		

	
		
			Conventional signs

			–	the datum does not exist or is meaningless

			etc.	et cetera

			n.	not available

			p.m.	pro memoria

			e	estimate by the Bank

		

	
		
			List of abbreviations

			Euro area countries in 2017

			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

			BG	Bulgaria

			CZ	Czech Republic

			DK	Denmark

			HR	Croatia

			HU	Hungary

			PL	Poland

			RO	Romania

			SE	Sweden

			UK	United Kingdom

			Other countries

			JP	Japan

			US	United States

			Other abbreviations

			Actiris	Brussels regional employment office

			AIF	Alternative investment fund 

			ALM	Asset-liability management

			APP	Expanded asset purchase programme

			ATAD	Anti-Tax Avoidance Directive

			BIS	Bank for International Settlements

			BLS	Bank lending survey 

			BNYM	Bank of New York Mellon

			BRRD	Bank Recovery and Resolution Directive

			CBDC 	Central bank digital currency

			CBFA	Banking, Finance and Insurance Commission

			CCP	Central counterparty

			CCyB	Countercyclical capital buffer

			CEC 	Central Economic Council

			CET 1	Common equity Tier 1

			CGRS	Office of the Commissioner General for Refugees and Stateless Persons

			CICR	Central Individual Credit Register

			CMU 	Capital Markets Union

			
				
					
					
				
				
					
							
							CO2

						
							
							Carbon dioxide

						
					

				
			

			COFOG	Classification of the Functions of Government

			CPB	Central Planning Bureau (the Netherlands)

			CPMI	Committee on Payments and Market Infrastructures

			CRD	Capital Requirements Directive

			CREG	Commission for Electricity and Gas Regulation

			CRR	Capital Requirements Regulation 

			CSD	Central securities depository

			CSP	Customer Security Programme

			CSPP	Corporate sector purchase programme

			CPSS	Committee on Payments and Settlement Systems

			CVA	Credit valuation adjustment

			DGS	Directorate General Statistics

			DLT	Distributed ledger technology

			D-SIB	Domestic systemically important bank

			DSTI	Debt-service-to-income ratio

			DTA	Deferred tax asset

			DTL	Deferred tax liability

			EBA		European Banking Authority

			EC	European Commission

			ECB 	European Central Bank

			Ecofin	Economic and Financial Affairs Council

			EDIS	European Deposit Insurance Scheme

			EDP 	Excessive deficit procedure

			EEA	European Economic Area

			EIF	European Investment Fund

			EIOPA	European Insurance and Occupational Pensions Authority

			EMF	European Monetary Fund

			EMIR	European Market Infrastructure Regulation

			EMU	Economic and Monetary Union

			Eonia 	Euro Overnight Index Average

			ESA 2010	European System of Accounts 2010

			ESCB 	European System of Central Banks

			ESMA	European Securities and Markets Authority

			ESRB	European Systemic Risk Board

			EU 	European Union

			EU-SILC	European Union Statistics on Income and Living Conditions 

			FATF	Financial Action Task Force

			Febelfin	Belgian Financial Sector Federation 

			FinTech	Financial technology

			FMI	Financial market infrastructure

			Forem	Walloon public service for vocational training and employment 

			FPB	Federal Planning Bureau (Belgium)

			FPS	Federal Public Service

			FPS ELSD	Federal Public Service Employment, Labour and Social Dialogue

			FSAP	Financial Sector Assessment Program 

			FSB	Financial Stability Board 

			FSMA	Financial Services and Markets Authority

			FTE	Full-time equivalent

			G10	Group of Ten

			G20	Group of Twenty

			GAAP	Generally Accepted Accounting Principles

			GDP 	Gross domestic product 

			GHG	Greenhouse gas

			GNI	Gross national income

			GW	Gigawatt

			HFCS	Household Finance and Consumption Survey

			HICP 	Harmonised index of consumer prices

			HLEG	High-Level Expert Group

			IAIG	Internationally active insurance group 

			IAS	International Accounting Standard

			ICO	Initial Coin Offering

			ICS	International Capital Standard

			ICT	Information and communication technology

			IFRS	International Financial Reporting Standard

			IMD 	Institute for Management Development

			IMF 	International Monetary Fund 

			IOSCO	International Organisation of Securities Commissions 

			IRB	Internal ratings-based (approach)

			ISCED	International Standard Classification of Education	

			ISCO	International Standard Classification of Occupations

			IT	Information technology

			JST	Joint Supervisory Team 

			kWh	Kilowatt-hour

			LAC DT	Loss-absorbing capacity of deferred taxes 

			LCR	Liquidity coverage ratio

			LEA 	Local employment agency

			LFS	Labour force survey

			LSI	Less significant institution 

			LTG	Long-term guarantee

			LTV	Loan-to-value ratio

			MIP	Macroeconomic imbalance procedure

			ML/TF	Money-laundering and financing of terrorism 

			MREL	Minimum requirement for own funds and eligible liabilities

			MTO	Medium-term objective

			NACE	Nomenclature of economic activities of the European Community

			NAI 	National Accounts Institute

			NBB 	National Bank of Belgium

			NCB	National central bank

			NCPI	National consumer price index

			NCWO	No creditor worse off

			NEO 	National Employment Office

			NIHDI	National Institute for Health and Disability Insurance (INAMI/RIZIV)

			
				
					
					
				
				
					
							
							NOx

						
							
							Nitrogen oxides

						
					

				
			

			NPL	Non-performing loan

			NSFR	Net stable funding ratio

			NSSO 	National Social Security Office

			OECD 	Organisation for Economic Cooperation and Development

			OIS	Overnight index swap 

			OLO 	Linear bond

			OMT	Outright monetary transactions

			OPEC	Organisation of Petroleum Exporting Countries

			ORSA	Own Risk and Solvency Assessment

			O-SII	Other systemically important institution

			PIT	Personal income tax

			PISA	Programme for International Student Assessment

			PSD	Payment Services Directive

			QA	Quality assurance

			R&D	Research and development

			RSR	Regular supervisory reporting

			RWA	Risk-weighted asset

			S&P	Standard & Poor’s

			SCA	Study Committee on Ageing (formerly SGA)

			SCR	Solvency capital requirement

			SGP	Stability and Growth Pact

			SITC	Standard International Trade Classification 

			SME	Small and medium-sized enterprise

			SNA	System of National Accounts

			SRB	Single Resolution Board

			SRF	Single Resolution Fund 

			SREP	Supervisory Review and Evaluation Process

			SRM	Single resolution mechanism

			SSM	Single supervisory mechanism

			SWIFT	Society for Worldwide Interbank Financial Telecommunication

			TFP 	Total factor productivity

			TLAC	Total loss-absorbing capacity

			TLTRO	Targeted longer-term refinancing operation

			TRIM	Targeted Review of Internal Models 

			TWh	Terawatt-hour

			UCITS	Undertaking for collective investment in transferable securities

			UJS	Unemployed job-seeker

			UN	United Nations 

			VAT 	Value added tax

			VA	Volatility adjustment

			WEF	World Economic Forum

		

	
		
			List of legislation

			Banking Law : Law of 25 April 2014 on the legal status and supervision of credit institutions.

			BRRD : Directive 2014/59/EU of the European Parliament and of the Council of 15 May 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. 1093/2010 and (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 26 June 2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC.

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

			CSD Regulation : 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 and 2014/65/EU and Regulation (EU) No. 236/2012.

			EMIR Regulation : Regulation (EU) No. 648/2012 of the European Parliament and of the Council of 4 July 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 16 April 2014 amending Directives 2003/71/EC and 2009/138/EC and Regulations (EC) No. 1060/2009, (EU) No. 1094/2010 and (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).

			Organic Law : Law of 22 February 1998 establishing the Organic Statute of the National Bank of Belgium.

			PSD2 Directive : Directive (EU) 2015/2366 of the European Parliament and of the Council of 25 November 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.

			Solvency II : Directive 2009/138/EC of the European Parliament and of the Council of 25 November 2009 on the taking-up and pursuit of the business of Insurance and Reinsurance.

			Solvency II Law : Law of 13 March 2016 on the legal status and supervision of insurance and reinsurance companies.

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

			SRM Regulation : Regulation (EU) No. 806/2014 of the European Parliament and of the Council of 15 July 2014 establishing 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 63
(in % of GDP)

REDUCTION IN DEBT RATIO IN 2017

(CONSOLIDATED GROSS DEBT OF GENERAL GOVERNMENT

(in % of GDP)

CHANGE IN CONSOLIDATED GROSS DEBT OF
GENERAL GOVERNMENT
(in percentage points of GDP)
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Sources: EC, NAI, NBB.

(1) The difference between the implicit interest on debt and nominal GDP growth, multiplied by the ratio of the deb at the end of the preceding year to the GDP over the

period under review.






OEBPS/image/2017-CD-Txt-Tab23-E.png
TABLE 23 NUMBER OF INSTITUTIONS SUBJECT TO
THE BANK'S SUPERVISION

(end-of-period data)

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”

investment firms
Under Belgian law

Branches governed by the law of
an EEA member country

Financial holding companies

2016

108
34

50

RS

2017

104
34

&

a oo

Source: NB8.

(1) These are specialist subsidiaries of credit institutions and credit insttutions

associated with  central insttution with which they form a federation.
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CHART 55 FEDERAL GOVERNMENT STILL IN DEFICIT, WHILE
OTHER SECTORS OF GENERAL GOVERNMENT
ARE VIRTUALLY IN BALANCE

(overall balances as % of GDP)

. | | | L
2013 2014 2015 06 2017
— Total
of which
1| Federal government
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B social security

|| Communities and Regions
Entity I
| Local government

Sources: NAI, NBB.

(1) With effect from 2015, these figures include advance payments on the regional
addtional percentages on personal income tax although, according to the
ESA 2010 methodology, these advance payments are regarded as purely
finandial transactions and are only taken into account at the time of collection
This approach is in line with the guidelines for developing fiscal targets in the
recommendations from the Public Sector Borrowing Requirerent section of
Belgium's High Coundil of Finance, as well s in stabilty programmes.
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CHART

38 TRADE SURPLUS STABILISES
(in percentage points of DR unless otherwise stated)
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CHART 17 AT THIS POINT, THE PACE OF GROWTH IS SLOWER IN BELGIUM, EVEN IF GDP HAS RISEN MORE STRONGLY THAN IN
THE EURO AREA OVER THE LONGER TERM

‘GDP AND SOME DEMAND COMPONENTS IN THE 2015-17 PERIOD ‘GDP PROFILE SINCE 2008
(average percentage changes in volume compared to the previous (2008 Q1 index = 100, volume data adjusted for seasonal and
year, unless otherwise stated) calendar effects)

3 115
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|| Private consumption — Belgum
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1 Netexports® —— France

—— Netherlands

Sources EC, Eurostat, NBB.
(1) Net exports contribution to real GDP growth in percentage points, with figures for Belgium adjusted for major specific transactions.
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CHART 86 LEVEL OF THE CAPITAL SURCHARGE FOR
BELGIAN O-Slis.

(in % of the risk-weighted assets)
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Source: NBB.
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CHART 6 INFLATION DYNAMICS HAVE NOT RECOVERED SUFFICIENTLY'

AACTUAL INFLATION FIGURES AND FORECASTS.

LONG-TERM INFLATION EXPECTATIONS

(HICP, in %) (in %)
30 28
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—— Based on financial data®

A

Based on survey data®

Sources ECB, Bloomberg

(1) Headine infiation excluding energy and food.
(2) Implicit inflation rate derived from swap contracts hedging the inflation risk in the euro area during a five-year period starting five years after conclusion of the contract.
(3) Average of the aggregate probabilty distribution of five-year inflation expectations. The data were obtained from the ECBs quarterly survey of professional forecasters.
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TABLE 19 STRICTER REGULATION OF CERTAIN SERVICES
BRANCHES IN BELGIUM

(scale of 0 0 6, from the least to the most restrictive, 2013)

BE R N DE E
Accounting services 32 29 21 26 23
Legal services 43 32 28 36 34
Telecommunications 16 10 05 11 09

Source: OECD.
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CHART 26 FALL IN INFLATION GAP BETWEEN BELGIUM AND ITS THREE MAIN NEIGHBOURING COUNTRIES
(quarterly average, in percentage points)
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CHART 49

CLEARER SIGNS OF VULNERABILITY IN THE BANKS' MORTGAGE LOAN PORTFOLIOS

INITIAL TERM BY VINTAGE YEAR
(in % of the total number of loans provided)
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CHART 47 NET FINANCIAL WEALTH® REMAINS POSITIVE
(in % of GDP, end-September 2017)
300
200
100 |

2001 L1

Z8BTRSsEEHIS

I General government
1 Households

I Enterprises

—— Total economy (net external pasition)

‘Sources: ECB, NBB.

(1) Difference between the outstanding amounts of financial assets and libilftes.
Luxembourg and Malta are not included in view of the high volatilty of

ther data.
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CHART 78 THE BELGIAN POWER GENERATION PORTFOLIO NEEDS TO BE ADAPTED
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TABLE 6 DETERMINANTS OF HOUSEHOLD GROSS DISPOSABLE INCOME, AT CURRENT PRICES
(percentage changes compared to the previous year, unless otherwise stated)

pm
In € bilion
2013 2018 2015 2016 017e 2017e
Gross primary income” 12 1.0 06 15 36 242.9
Gross wages 18 15 08 25 34 163.6
Volume of labour of employees -07 02 06 12 14
Gross wages per hour worked " 26 13 02 12 2.0
Gross operating surplus and gross mixed
income -01 33 15 09 30 516
Capital income® 02 5.1 -25 29 53 277
Interest received 314 -335 -17.4 222 a3 14
Interest paid -306 43 20 -173 511 10
Dividends received 14 30 36 04 38 159
Other 10 -09 46 41 79 1.2
Net current transfers® -25 57 203 299 -130 57
Current transfers received 34 16 17 24 24 981
Current transfers paid 37 15 09 0.0 35 925
Gross disposable income 12 11 09 24 31 2485
p.m. In real terms® 03 05 03 09 13
Savings ratio® 125 123 19 1.2 13

Sources: FPB, NAI, NBG.
(1) Wages and salaries received, and current transfers paid, not induding contributions paid in by employers.

(2) These are net amounts, i.e. the difference between income or transfers from other sectors and those paid to other sectors

(3) Data deflated by the household final consumption expenditure deflator

(4) In 9% of disposable 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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CHART

8 ASSET PURCHASES, LOW INTEREST RATES, FORWARD GUIDANCE AND REINVESTMENT AIM TO RESTORE INFLATION TO
A LEVEL CLOSE TO 2%

20

05

00

05

KEY INTEREST RATES AND OVERNIGHT MONEY MARKET RATES

(in %)

EUROSYSTEM CONSOLIDATED BALANCE SHEET
(in €billion, assets)

-

e

i

2012 2013

2014

2015

—— Marginal lending facilty rate

—— Main refinancing rate
—— Deposit facility rate

—— Eonia

2016

2017

202 2013 2014 2015 2016 2017

Targeted longer-term refinancing operations
Covered bank bonds

Asset-backed securities.

Government bonds APP
Bonds issued by non-financial corporations

Other balance sheet items

Sources

ECB, Thomson Reuters.






OEBPS/image/2017-Ann11-E.png
€102 AT 1 10 013 24 Pauol ym eneoi 11 (6)

U3/2Q 00 12GRERS//SAR £ 395 "UORSULIOJLL 310 03 “SIE3 SNOIN3IG ON 343 40 350U} LM Gesediwod 31 10U 31. £107 40} SRS 243 ‘oued BREIos € Ajqeiou BPNPOAUL A3hNS 3104 INOGE] 24l J0 WIOJ21 s 03 BIMO S13Uenb 3314 Il 34) 40 3BesaY (2)

ABAINS 210} IN0GE 24 WOI} USHe) E12p PaUOUIEY 43 O SISEQ 34) U0 PEIEIDIE> 3ie S1el AINDeU 534 (1)

500 205
L6t €61 S6r 4:4 €6t rvv sy T sty i rey 80v BYO
ove rse [¥23 a3 24 sue 424 6Lz 61z X4 114 (344 ©Sleuonieu N3 1BYI0
0% 95E 9sE 33 06z 67 324 96T S9€ 6vE S'SE v'sE R - ueibpg
Ayjeuoneu o} buipioy
s'si 95t s'st s'si vEL vEL zel o€l 951 61l ool Lst uoReINP3 J3YBIH
92€ 92€ ree sze r rie vz o8z oLe s'se [V 3 uonednpa Alepuodas saddn
819 009 €65 6L r9s Los 2ss 9t 0ss €5 vzs gl $53] 10 UOREINP3 AIBPUODaS JaMOT]
|313] [eUOREINP3 O} BUIPIOIY
ris res 795 6L vy ris 578 Tvs sty €5y S8y o 79 0} 5§
681 €8l 78l v vz 6Ll ozl sl roz 661 €0z 661 75 01 ST
7oL 8L ru 6L 989 989 W] 89 s 99L 99L 8EL A
3be o} buipioy
Tie Tie viE Ve r'sz 85z o9z 85T 24 697 ¥4 79z ©ua
iy ol &0 sor ree vYE ove 23 2oy Loy vy gor uawom
xas 0} BuIp10ddY
£9¢ k3 X3 8se 124 Log 3 Log Lve 323 343 ree " eoL
@10z 910z sioz 10z @10z 910z sioz 10z @10z 910z si0z oz
ewoem siopuayy spssnig
(saBeiane fenuue ‘9 0) 51 pae uonendod BUIPUOISRLI0 aLp 10 % Ul)
V130 TYNOIDIY : 31V ALIALOVNI LL XaNNY






OEBPS/image/2017-C5-Txt-Tab16-E.png
TABLE 16 SLOWER AGGREGATE PRODUCTIVITY GROWTH REFLECTS A WEAK PERFORMANCE IN SERVICES
(annual average percentage changes)

period Total o ind d
" o maner riceso
of which.

Industry® Market senvices®
2000-2005 12 1.0 35 07
20062010 05 11 26 06
2011-2015 06 05 29 04
2000-2015 07 09 30 00

p.m. Productivity gains in existing firms

(median, 2000-2015) 1.7 0.0

Sources: NAJ, NEB.

(1) On the basis of the aggregate data published by the NAL

(2) On the bass of the individual data from the annual accounts of firms, adjusted to align the financial years with the calendar years. The branches of actvty considered in
this analysis cover the whole of industry (NACE Re. 2 branches NACE 10 to 33) and the market services branches (branches 45 to 82, excluding branches 51 (air transport),
64 and 65 (banks and insurance), 68 (real estate actvties) and 78 (employment actvtes))
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TABLE 22 INTERMEDIATE OBJECTIVES OF MACROPRUDENTIAL POLICY IN THE BANKING SECTOR AND MACROPRUDENTIAL

INSTRUMENTS AVAILABLE TO THE BANK®

Intermediate objective Category

Mitigate and prevent excessive credit growth and ~ Capital
leverage

Lending limits

Mitigate and prevent excessive maturity and Liquidity
liquidity transformation (maturity mismatch and

market illiquidity)

Limit the concentration of direct and indirect Capital
exposures

Lending limits

Limit the systemic impact of misaligned incentives Capital
in order to reduce moral hazard

Liquidity

Instruments

Countercydlical capital buffer, sectoral capital
requirements (real estate, exposures within the financial
sector), systemic risk buffer, leverage ratio

Recommendation on loan-to-value and debt-service-to-
income limits, restrictions on large exposures

Net stable funding ratio, liquidity coverage ratio

Sectoral capital requirements (real estate, exposures
within the finandial sector), systemic risk buffer,
leverage ratio

Recommendation on loan-to-value and debt-service-to-
income limits, restrictions on large exposures

Capital buffer for global systemically important
institutions and other systemically important institutions,
systemic risk buffer, leverage ratio

Net stable funding ratio, liquidity coverage ratio

Source: NB8.

(1) The table shows only the Bank's main instrurments n the various categories. A number of instruments (e.g. the sectoral capital requirements, the systemic rsk buffer) can be.

used for more than one intermediate objective.
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FACTORS EXPLAINING THE EVOLUTION OF FINANCIAL VARIABLES IN THE EURO AREA
(cumulative change since 1 Septerber 2016)
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Sources: ECB, Thomson Reuters, own calculations.
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TABLE 14 MAIN FISCAL AND PARAFISCAL MEASURES
(in € millon, differences compared to the previous year)

2015 2016 2017
Total fiscal measures -781 380 611
Structural measures -70 400 1066
Federal government and social security -153 42 1147
Personal income tax -540 -1562 221
Corporation tax® 82 127 n7
Levies on other incomes and on assets 50 511 447
Taxes on goods and services 255 966 362
Communities and Regions and local authorities 82 358 -81
Non-recurrent measures - -20 —as5
of which
Tax regularisation -837 -276 15
Liquidation levy 665 298 -298
Tax agreements and court decisions 174 -174 150
Advance tax payments on private pension savings 198 -21 -18
Excess profit rulings o 391 -267
Energy levy for unutilised sites o 120 -120
Measures on social security contributions -51 -1668 -788
Total -832 -1288 -177
p.m. In % of GDP -02 -03 00

Sources: Budget documents, NBB.

(1) This generally concerns the presumed influence of the measures according to the budget documents. The final impact may be different.

(2) Exduding the impact of the change in the reference rate of notional interest deductions and changes to the base rate for the tax surcharge in the event of insufficeent advance:
payments.
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CHART 39 GROWTH IN BANK LENDING UNDERPINNED BY
FUNDING REQUIREMENTS AND LOW INTEREST
RATES

'CORPORATE LOAN DEMAND AND EXPLANATORY FACTORS
(quarterly data, weighted net percentages”)
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— Total demand
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INTEREST RATES ON NEW BUSINESS LOANS &
(monthly data, in %)

Am‘ﬁ

o | |
2013 2018 2015 2016 2017

—— Short-term rate (variable or < one year)
—— Medium-term rate (> one year and < five years)

—— Long-term rate (> five years)]

GROWTH IN LENDING BY RESIDENT BANKS TO

NON FINANCIAL COMPANIES

(monthly data, annual percentage changes and amounts)
. |

2013 2014 2015 2016 2017
—— Belgium, of which

I Term of maximum one year

[ Term of one to five years

[ Term of over five years and securitised loans

~—— Euro area

Sources ECB, NBB.

(1) A postive (negative) net percentage corresponds to 2 factor contributing to
borrowing demand going up (down).

(2) A factor first included in the survey from the first quarter of 2015,

(3) Loans up to and including € 1 million.
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TABLE 25 NUMBER OF INSTITUTIONS SUBJECT TO SUPERVISION®
(end-of-period data)

2013 2014 2015 2016 2017

Active insurance undertakings 83 80 75 72 67
Insurance undertakings in run-off 8 4 3 2 2
Reinsurance undertakings 1 1 1 1 29
of which undertakings also operating as insurers - - - - 28
Other® 14 12 12 12 12
Total 106 97 91 87 82

Source: NBB.

(1) At the end of 2017, the Bank also exercised prudential supenvision over twelve branches of undertakings governed by the law of another EEA member country, but that
prudential supenvision was confined to verifying compliance with the money-laundering legislation

(2) surety companies and regional public transport companies.

(3) For 2017, the total only takes account once of undertakings active as both insurers and reinsurers
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TABLE 3 HARMONISED INDEX OF CONSUMER PRICES

(percentage changes compared with previous year, unless otherwise stated)

HICP
Energy
Electricity
Gas
Fuels
Heating ol
Food
Underlying inflation
Services
Non-energy industrial goods
Contribution® to total inflation
Regulated prices®
Levies on energy and food®

p.m. Health index'

“Three main

neighbouring

countries
2014 2015 2016 017 2017
05 06 18 22 15
-60 -80 -06 99 a1
-96 19 283 79 12
-56 -54 -8 a1 00
37 -128 -53 106 70
-7 -257 175 187 121
08 18 31 14 20
15 16 18 15 09
22 24 22 19 11
03 05 10 08 06
03 04 03 03 o1
-01 04 10 04 -
04 10 21 18 -

Sources: DGS, Eurostat, NBB.
(1) In percentage points.

(2) Goods and senices whose prices are fully or manly determined by the goverment, according to Eurostat definitions.
(3) Excise duties on tobacco, fuels, alcoholic drinks and soft diinks, and tax on electricity.
(4) National consumer price index, excluding products considered to damage health, i.e. tobacco, alcohol and motor fuels.
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YIELD CURVES IN THE VARIOUS SCENARIOS

—— Situation at the end of 2016
—— Parallel rise

—— Parallel fall

—— Steeper curve

—— Flatter curve

~ Situation at the end of 2010

Source: ECB.
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CHART 24 LOW MOBILITY HIDES A MULTITUDE OF REGIONAL DIFFERENCES
(unemployment rate, in % of the labour force between 15 and 64; averages for the first three quarters of 2017)
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Source: EC.
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CHART 65 SHARP RISE IN DEPENDENCY RATIO WILL DRIVE UP SOCIAL BENEFIT EXPENDITURE

DEPENDENCY RATIO
(ratio of people aged 67 and older relative to BUDGETARY COSTS OF POPULATION AGEING
18-66 year-olds, in %) (social benefits in % of GDP)
® w
" =
=
=d
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—— 2014 SCA Report
—— 2017 SCA Report

Sources: DGS, SCA, NBB.

(1) There was a downward efect on the level of socil benefits, expressed as a % of GDP, due to the revising upwards of GDP after the switch to the ESA 2010 methodology
in the national accounts in September 2014.
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CHART 12 PUBLIC FINANCES ARE SUPPORTED BY THE STRONGER ECONOMY AND LOWER INTEREST CHARGES

COMPOSITION OF THE BUDGET BALANCES BY COMPONENT

BUDGET BALANCES IN 2017 (change in 2017 compared to 2016, in percentage points
(in % of GDP) of GDP)
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Sources: EC, NBB.
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CHART 4 DESPITE THE INVESTMENT REVIVAL, THE DEFICITS HAVE NOT YET BEEN FULLY ABSORBED

INVESTMENT PER ASSET INVESTMENT IN VARIOUS COUNTRIES
(in % of GDP) (percentage points of GDP)
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Sources : EC, Eurostat, NBB.
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CHART 51 FACED WITH LOWER ASSET RETURNS, BANKS WERE NO LONGER ABLE TO KEEP THEIR FUNDING COSTS DOWN
(interest rates on the various outstanding assets and liabities of Belgian credit institutions”; non-consolidated data, in %)
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Source: NEB.
(1) These rates are calculated as the ratio of the cumulative flows of interest paid and received over 12 months to the average outstanding volume of the corresponding assets
or liabilties during the period under review.
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PROFITABILITY FORECASTS IN THE STRATEGIC AND FINANCIAL
PLANS OF THE LEADING BELGIAN BANKS®
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Source: NBB on the basis of forecasts produced by the lezding Belgian banks
(1) Forecasts for 2017 to 2020, expressed in relation to actual results in 2016.
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CHART 81 DIFFICULTIES IN MATCHING SUPPLY TO DEMAND
FOR LABOUR
(breakdown of employment by skill level and unemployment

by level of education, in 9 of the population aged between
15 and 64 years, 2016)

Source: Eurostat.
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CHART 10 NOMINAL INTEREST RATES ARE ANCHORED AT
A LOW LEVEL
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(1) Eonia swap interest rates for various maturities






OEBPS/image/61.png
UNEQUAL DISTRIBUTION OF WEALTH COMPONENTS IN BELGIUM AND THE EURO AREA
(holders of the various wealth components in % of households in 2014, by net wealth percentile®)
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(1) Households are broken down into percenties (hundredths) according to their total net wealth .. the sum of the value of all thei real and financil assets minus
the sum of all their outstanding ebs; they are then ranked in ascending order.
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CHART 36

EXPORT RESULTS DO NOT RELY SOLELY ON IMPROVING COST COMPETITIVENESS

RELATIVE UNIT LABOUR COSTS
(Index 2013 = 100)

RELATIVE EXPORT PRICES®
(Index 2013 = 100)
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Sources: EC, NAI, NBB.

(1) Relative change in the country’s nominal unit labour costs relatve to the average of all euro area countries, weighted by its goods exports to the countries making up the
selected group.

(2) Relative change in the country's deflator of goods and senvices exports relative to the average of all euro area countries, weighted by its goods exports to the countries
making up the selected group.

(3) According to the national accounts
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CHART 76
(in % of GDP, 2016)
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CHART 27 IN BELGIUM, CONSUMER PRICES FOR SOME OIL-DERIVED PRODUCTS ARE MORE SENSITIVE TO TRENDS IN
INTERNATIONAL PRICES THAN IN ITS THREE MAIN NEIGHBOURING COUNTRIES

(annual percentage changes)
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Sources: Eurostat, Thomson Reuters.
(1) In the Netheriands, heating oil s not included in the price index.






OEBPS/image/43.png
LEVEL AND COMPOSITION OF ELECTRICITY AND NATURAL GAS PRICES.

(half-yearly averages, € per kilowatt hour)
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(1) Consumption of 3500 kWh per annum with normal meter
(2) Consumption of 23 260 kWh per annum.
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TABLE 27 COLLEGES FOR INSURANCE UNDERTAKINGS SUBJECT TO THE BANK'S SUPERVISION

The Bank is the group supervisory authority
Ageas SA/NV

ASCO

KBC Assurances

PSH

The Bank is one of the supervisory authorities involved

Allianz

Assurances du Crédit Mutuel
Delta Lioyd

Generali

Munich Re

NN

Baloise Group

Allianz Benelux
Euler Hermes

AXA Belgium
Touring Assurances

Partners Assurances
Delta Lioyd Life

Generali Belgium
Europ Assistance Belgium

DAS.
Ergo Insurance
DKV Belgium

NN Insurance Belgium
NN Insurance Services Belgium

Baloise Belgium
Euromex

Source: NB8.
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CHART 92 AAMOUNT AND STRUCTURE OF THE
CET1 CAPITAL REQUIREMENTS
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EXPENDITURE INCREASES MORE SLOWLY THAN
ECONOMIC GROWTH
(percentage changes compared with previous year)

CHART 60

§
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[ Adjusted primary expenditure®”
—— GDP by volume®

Sources: NAJ, NEB.

(1) Primary expenditure deflated by the GOP deflator and adjusted for cyclical and
non-recurrent or budget-neutral factors, and for the indexation effect The latter
is caused by the difference between the actual indexation (or the theoretical
indexation for 2015 and 2016 in view of the agreed index jump) of public sector
wages and socil security benefits and the rie in the GDP deflator

(2) Calendar adjusted data.
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CHART 22 55- TO 64-YEAR-OLDS INCREASINGLY PART OF LABOUR FORCE

LABOUR FORCE PARTICIPATION EARLY RETIREMENT FROM THE LABOUR MARKET
(in % of the population between 55 and 64) (in % of the population between 55 and 64)
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© Older unemployed people not seeking work
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Sources: DGS, EC, FPS, NIHDHINAML-RIZI, NEO.

(1) Average of the first three quarters. Following reforms to the labour force survey, which include, in particular, 2 rotating panel, its 2017 outcomes are not entirely
comparable with previous years. For more information, see https-/ /statbel fgov.be.
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CHART 82 MIXED PERFORMANCE IN INITIAL AND CONTINUING EDUCATION

CONTINUING TRAINING

(25-64 years, participation rates of workers over the past four weeks)
RESULTS FOR INITIAL EDUCATION

(in % of the corresponding population) BY LEVEL OF EDUCATION BY AGE GROUP
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(1824 years) qualfications yeas  yeas  yeas years
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Sources: DGS, Eurostat.
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CHART 75 FUNDING STRUCTURE OF YOUNG FIRMS
(in % of the total liablities, autonomous firms created between 1995 and 2009, situation after five years of operation)

Gazelles
) Moderate growth
firms

Other

Mature firms

0 10 20 30 40 50 60 70 80 %0 100

B Equity B short-term debt I Long-term debt

Sources: NBB calculations based on the annual accounts of firms,
(1) A young firm is dassed as  gazelle i it i less than five years old and records at least 20% annual average growth of its workforce or turover for at leas three consecutive
years. If that growth ranges between 10% and 20%, the young firm is deemed to produce moderate growth. Mature firms comprise alfirms in existence for 10 years or more.
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TABLE 12 TARGETS FOR THE BELGIAN GENERAL GOVERNMENT OVERALL BALANCE
(stabilty programme targets; unless otherwise stated; in % of GDP)

2014 2015 2016 2017 2018 2019 200
Nominal balance
April 2014 21 -14 -04 06
April 2015 -25 -20 -1.0 -02
April 2016 -25 -14 -04 -0.2
April 2017 -16 -0.7 -0.2 -0.1
October 2017 (draft budget) -15 -11 1.4 1.3
p.m. Actual/Budget 3.1 -25 -25 -1.0e
Structural balance®
April 2014 -14 -07 0.0 075
April 2015 -20 -13 -06 0.0
April 2016 -17 -08 0.0 0.0
April 2017 -1.0 -04 0.0 0.0
October 2017 (draft budget) 11 0.8 120 1.3
p.m. Actual/Budget -29 -22 2.1 -12e

Sources EC, FPS Policy and Support, FPS Finance, NAI, NBB.

(1) Estimates if policy remains unchanged

(2) The cyciical component of the structural balance was determined for the line Actual/Budget based on the EC methodology and figures, while Federal Planning Bureau estimates
were used for the stabilty programmes and other budgetary documents.
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CHART 37
(in % of GDP)

NEGATIVE NET INVESTMENT INCOME DESPITE POSITIVE NET EXTERNAL POSITION

EXTERNAL POSITION AND INVESTMENT INCOME

BELGIUM'S NET EXTERNAL POSITION
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@  Net external position

Sources: EC, NAI, NBB.
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CHART 73 RULES ON LIQUIDATION WERE AMONG THE
MOST STRINGENT IN THE EU15 IN 2016
(synthetic index of regulation, 2 higher value indicates stricter
reguiations)

[ Personal costs for failed entrepreneurs

1 Lack of prevention and streamlining
10 Barriers to restructuring

Source: OECD.
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CHART 2

HIGHLY FAVOURABLE FUNDING CONDITIONS AND LOW FINANCIAL MARKET VOLATILITY

STOCK MARKET PRICES

VOLATILITY
VX index) (daily data, indices 2013 = 100)
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Source: Thomson Reuters.
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FUEL PRICE TRENDS AT FILLING STATIONS
(half-yearly average of weekly prices, in € per ltr, indluding all taxes)
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CHART 58 SHARP RISE IN REVENUE FROM
(CORPORATION TAX

(in % of GDP)
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-
@
@
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Sources: NAJ, NB.
(1) Induding other taxes, of which withholding tax s the most important
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TABLE 20 INTERNATIONAL COMPARATIVE ANALYSIS OF EMPLOYMENT
(in % of the corresponding total, population aged between 15 and 64 years)

Total New recruits»
employment
BE BE oE " N
2016 2016 2011 2006 2016
Situation in the previous year
Another employer 53 54 54
Unemployed 17 17 17
In education 18 18 18
Other form of inactivity 12 12 12
Employment contract
Permanent 91 59 62 65 7 2 38
Fixed-term 9 a 38 35 29 58 62
of which: Less than 1 month 26 29 29 25 0 18 1
Level of education
High as 38 34 34 2 37 27
Middle 40 a2 a2 40 55 a7 a2
Low 16 20 21 2 18 16 30
Age
15-24 years 7 27 29 30 20 29 50
25-54 years 79 68 68 67 68 67 6
55-64 years 14 5 4 3 3 4 4
Total 14 14 14 29 15 24
Source: EC.

(1) People in employment during the year who were either unemployed or inactive one year before the survey, or who were working for another employer one year before the survey
and changed their employer during the year of the survey.






OEBPS/image/2017-CF-Txt-Tab29-E.png
TABLE 29 NUMBER OF PAYMENT AND ELECTRONIC MONEY INSTITUTIONS SUBJECT TO SUPERVISION
(end-of-period data)

2018 2015 2016 2017

Payment institutions 18 20 22 26
Under Belgian law n 12 16 19
Exempt institutions” 4 5 5 5
Branches governed by the law of an EEA member country 3 3 3 2
Electronic money institutions 1 n 9 9
Under Belgian law 5 5 5 5
Exempt institutions 5 5 3 3
Branches governed by the law of an EEA member country 1 1 1 1

Source: NBB.
(1) “Exempt institutions* are subject to a lighter supervision regime in accordance with Circular NBB_2015_12 on the Banks exemption policy on the basis of Artice 48 of the
Law of 21 December 2009.
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CHART 67 INCREASE IN PUBLIC EXPENDITURE SINCE THE
CRISIS REMAINS CONSIDERABLE

(primary expenditure, in % of GDP)

sl
g 8 88 8 58 8 8 2
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Sources: EC, NAI, NBB.
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TABLE 1 GDP OF THE MAIN ECONOMIES

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

pm m
Contribution to Sfore of
global GDP growth  giobal GDP®

2015 2016 2017 2017
Advanced economies 22 17 23 1.0 413
of which
United States 29 15 23 04 153
Japan 11 09 18 o1 43
Euro area 21 18 22 03 116
United Kingdom 23 19 15 0o 23
Emerging economies 40 a4 a7 27 587
of which
China 69 67 68 12 183
India 80 7.1 67 05 75
Russia 28 02 18 o1 32
Brazil -38 -35 11 0o 25
World 34 32 37 37 100.0
p-m. World trade® 28 25 47

Sources EC, IVF:
(1) According to the IMF definitions and calculated on the basis of purchasing power parities
(2) Average of exports and imports of goods and services.
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CHART 20

WEAK GROWTH IN APPARENT LABOUR PRODUCTIVITY

PRODUCTIVITY PER PERSON EMPLOYED
(volume growth on the previous year, in %)
s

PRODUCTIVITY PER PERSON EMPLOYED
(index by volume, moving average of the last four quarters;
technical recession low point = 100)

. AN s
d A -
AP\ |2
o/ 102 P
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RS e R ___ Average for technical recessions i the EU before
— Market services the finandial cisis
—— Construction 2z

—— Q=47 quarter of 2001
—— Q=2 quarter of 2009

—— Q=1=quarter of 2013

‘Sources: Eurostat, NBB.

(1) A technical recession is defined as two consecutive quarters of contracting GDP.
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CHART 29 STABLE GAP TRENDS FOR UNIT LABOUR COSTS COMPARED WITH THREE MAIN NEIGHBOURING COUNTRIES
(cumulative differences since 1996 for the business sector®, in %)

TREND SINCE 1996 SITUATION IN 2017
Pl 20 20
20 15| : s
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20170

—— M Three main neighbouring countries

— ® Gemany
—— A France
—— & Netherlands

Source: Eurostat.
(1) A positive sign implies a competitveness gain for the relevant economy compared with Belgium.

(2) The business sector comprises NACE categories 8 to N and includes industry, construction and market senices, sening as a proxy for the private sector
() First three quarters.
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TABLE 8 (CURRENT ACCOUNT ACCORDING TO THE BALANCE OF PAYMENTS

(palance; in € billion, unless otherwise stated)

Goods and services
Goods
Services
Primary income
Compensation of employees
Investment income
Other primary income
Secondary income
General government
Other sectors
Total

p.m. Idem, in % of GDP

2013 2014 2015 2016 017e
02 o1 68 56 27
-66 -53 14 11 n
68 54 54 a5 n
54 28 -09 27 36
55 57 59 61 63
05 -23 -62 -23 -12
-06 -06 -07 -1 -15
-69 -64 64 -79 -73
-39 -36 -39 -43 34
-30 28 -26 36 38
-13 -35 -06 04 -09
-03 -09 -1 o1 -02

Sources: NAI, NBB.






OEBPS/image/49.png
CHART 43 LESS, BUT RISKIER FINANCIAL INVESTMENT
(in € billion)
0 0
30
204 20
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Lo
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20 | | | I
o < w © P
8 R’ & ] 8 8
First nine
months
Il Notes, coins and deposits
Less.
B Debt securities =r
instruments
M insurance products, excluding class 23
B investment fund units
B sheres [0
instruments
0 Class 23 insurance products™
B other®
] Total
Source: NEB.

(1) These items comprie the net dairs of households on technical insurance
reserves, on pension funds and on standardised guarantee schemes.

(2) This item compries, 5o far as they have been recorded, trade crecit a5 well as
miscellaneous assets of general government and financial insttutions
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CHART 13 THE PUBLIC DEBT WAS DOWN IN MOST EURO
AREA COUNTRIES, ALTHOUGH IT STILL REACHED
ALMOST 90 % OF GDP ON AVERAGE

(in % of GDP, 2017)

NL Fl DE E AT FR ES BE PT T EL EA

00 public debt

®  Peak since 2007

Sources: EC, NBB.
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CHART 52

INSURANCE COMPANY PROFITS DO NOT YET REFLECT THE ECONOMIC RECOVERY

(non-consolidated end-of-period figures; premiurms and results in € bllion, combined ratio and retur on equity in %)

RESULTS, RETURN ON EQUITY
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N ife insurance result —— Retumn on equity
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I Non-technical resuit -+ Average 2010-2016
—— Net result
LIFE INSURANCE PREMIUMS NON-LIFE INSURANCE PREMIUMS AND COMBINED RATIO®
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annualised® annualised®
B class 21 (individual)
B Class 21 (group) —— Non-life insurance premiums (left-hand scale)
T class 23 —— Combined ratio (right-hand scale)
Bl other classes
— Total

Source: NBB.

(1) The combined ratio expresses the sum of the cost of clims plus operating expenses relative to net premium income.
(2) The figures for net premium income in the fist nine months have been extrapolated to allow year-on-year comparison. The combined ratio refers to the situation after

nine months (not annualised).
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TABLE 11 GENERAL GOVERNMENT OVERALL BALANCE AND DEBT

(in % of GDP)

2013 2018 2015 2016 017
Revenue 527 52.1 513 507 512
Primary expenditure 525 519 508 503 297
Primary balance 02 02 06 04 15
Interest charges 33 33 30 29 25
Overall balance -31 -31 -25 -25 -1.0
General government debt 1055 106.8 106.0 1057 102.8

‘Sources: NAJ, NBB.
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CHART 71 NUMBER OF BUSINESS CREATIONS AND
GAZELLES™

(by year of establishment)

500 18,000
450 16,000
400 - W {14,000
350 112,000
ool 111111 |
—— Creation of gazelles (left-hand scale)
—— Business creations (right-hand scale)
Source: NEB.

(1) Firms which, in their first five years of actity, recorded at least 20% annual
average growth in their workiorce or tumover for at least three consecutive years.
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CHART 90 EVOLUTION OF TRADING ACTIVITY RATIOS OF BELGIAN BANKS
(data on a consolidated basis; in %)
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Source: NBB.
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TABLE 10 BREAKDOWN OF TIER 1 CAPITAL AND RISK-WEIGHTED ASSETS, SOLVENCY AND LIQUIDITY RATIOS

(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
A
Other

Tier 1 ratio (in %)

Common equity Tier 1 ratio (in %)

Liquidity coverage ratio (in %)

September
2013 2018 2015 2016 2017
556 534 55.1 60.0 607

- 515 533 58.1 587
339.4 3498 3454 369.7 3744
287.7 290.1 2828 308.1 3138

29 71 95 6.1 71

342 349 360 387 396

- 82 69 55 a5

76 95 103 1.0 94

164 153 160 162 162

- 147 154 157 157
137 140 144

Source: NBB.
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CHART 45 INTEREST RATES ON NEW PROPERTY LOANS
REMAIN VERY LOW

(in %, monthly data)

2013 2014 2015 2016 2017

Interest on new loans (variable rates, initiall fixed for
Up to one year)

Interest on new loans (rates initially fixed for over

ten years)

Average interest on outstanding loans with
a remaining maturity of over five years

Source: NBB.






OEBPS/image/2017-Ann15-E.png
“AAUNO Y33 240U 4O Mel a4 AQ PALINOB Sully BUOIGHOIS JO SIUEIQ USN3fR 35N Osfe Jued 3L VIS4 3Uh L PadiBe SYsel 4 UORESOle 343 Gim 3UEpIe Ul (2)

2GGQUAWM : 3USGaM 3L U PAYNSUO) 3q e UOKIUBNS Sueg au) 01 1aIGNS SUOHMISLL 3L 40 Sauew 101 3L (1)

“gan :2unos.

6L

6851
116
w9

o

ze

ey~

vE

oz

oz

6691

o9

8Ll

vZ

oL
44

st

€L

6z

1z

6
0s

vE

910z

oz

691
o6
60L

611

vZ
o
1z

34

9L

2z
[

o

66
s

ol

g

stz

oz

g9t
056
€89

sz1

vZ
6L
€

23

sz
[

3

o1
95

ol

g

oz

oz

909 1
€€6
€19

1z
[

i

roL
S5

ol

6€

€10z

609 1
w6
199

o

st

roL
€

w

nor

24

9551
516
19

L

sz

9z

23

6

st

e
s

w

nor

24

o8y L
€68
85
svL
vZ

16
87

6

201
0s

oLoz

24
oo L
€8
Ls
e

€

67

0s

6

6007

9

oyt
8.8
95

It

44

3

z01
23

8007

© [esol
©2Ua21] uelbjag YHMm sl BupjoIG 0l
sayias 3pyold 03 wopsay [exo
* saiuedwod adueInsu|
* suonmysul ypa1d
59310435 9pinoid O} Wopadly
sojuedwod 93ueINsuj (e30]
** sauedwod adueINSUIRY
** sajuedwod adueInsul PaXIN
* saluedwIoD 32UeINSUI |-UON
saluedwod aduelnsul 34
uonesijeiads 0} buipIodY
**+ Anunod y33-uou e Jo me| ay Aq
EE%& saluedwo adUeINsUl JO saydueIq Uelbjag
Anunod 33 saujoue 4o mej ayy Aq
 PaUIRAOB saluediu> 33UBINSUI Jo SaypURIq UEIDRE
Bm_ :m_m_mm Aq pausanob sajuedwod adueinsuy
-+ sajuedwod >ueInsuIa1 pue aduRINSU|
[eroL
s3pinosd 228 aBessaw [epueuly
. © [e1oL
12y
[eroL
aways pied
) © [e1oL
wniBjag ul Pasuadi| SUONNYIISUI JUSWIS[1SS 0) Je|
suonesiueb.o pue me| ueiBjag Aq PaUIIACE SUORNIASUI JUBLIBIDS
[elof
>>m_ ueibjag Aq pausanob suonninsul JuswAed duoipal3
* me| ueibjag Aq pausanob suonninsul Juawihed
suoBNYISUI }paId [e10]
Anunod v33 Jaupoue Jo me| auy Aq
qumSm suoanylsul Jpai JO sauduelq ueibjag
AIUno> w33-uou e 4o me| ayy Aq
pausanob suonNyIsul UPaId 4 sayduelq uelbjag
Me| ueibjag Aq pauIanob suonn pai>
suopn:

wEEww Em:;ma

saiuedwo Buipjoy [epueuly

(@ep pouad-jo-pud)

NOISIA¥3dNS NNIDT3E 40 YNVE TYNOLLYN OL 133r8NS SNOILNLILSNI 40 MIIAYIAO SL XaNNY






OEBPS/image/94.png
CHART 84 STILL INSUFFICIENT INCLUSION ON THE LABOUR MARKET

(2016, population in work aged from 20 to 64 years for the quantitaive indicators and those concerning inclusion; 2015, total employment for quality
and poverty indicators)
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‘Sources: Eurofound, Eurostat, OECD.

NB: Best performance among EU15 countries equa to 1, poorest equal to 0 (for the unemployment rate, inactivty rate, insecuriy, sress, poverty fisk, pay gap and employment
rate gap, the best performance comresponds to the lowest rate). The indicators for the employment rate gap for specific groups are calculated in relation to the national

employment rate.
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YIELD CURVE OF TRADITIONAL AND GREEN BONDS ISSUED BY THE

EUROPEAN INVESTMENT BANK AND THE NORDIC INVESTMENT
BANK

(in %, January 2018)
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CHART 31 SAVINGS RATIO STABILISING
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CHART 41 (CORPORATE DEBT CONSISTS CHIEFLY OF INTRA-GROUP AND LONG-TERM LIABILITIES

'CONSOLIDATED DEBT FUNDING STRUCTURE
(in % of GDP) (in %)
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Sources EC, ECB, NBB.
(1) Situation on 30 Septerber 2017.

(2) Loans provided by foreign non-banking corporations and the captive finandal institutions and money lenders sector

(3) Non-consolidated data
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CHART 18 VALUE ADDED GROWTH CHIEFLY SUPPORTED BY SERVICES

PRIVATE SECTOR CONTRIBUTORS TO GDP GROWTH

PER ANNUM
SYNTHETIC BUSINESS INDICATORS FOR THE MANUFACTURING (in percentage points unless otherwise stated ; data adjusted for
INDUSTRY' seasonal and calendar effects)
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Sources: NAJ, NB.
(1) Particulary the agriculture, forestry and fisheries sector, and product-related taxes net of subsidies.
(2) Percentage changes compared with the previous year.
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CHART 56 IMPROVEMENT IN BOTH STRUCTURAL PRIMARY
BALANCE AND STRUCTURAL OVERALL BALANCE
IN 2017
(changes compared to the previous year, in percentage points.
of GDP)
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(1) The cyclical component of the structural primary balance and the structural
overall balance is determined based on EC methodology and figures.
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CHART 88 DEFINITION OF THE BELGIAN SHADOW BANKING SECTOR ACCORDING TO THE NARROW FSB CRITERION
(at the end of 2016, in € billion)
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Source: NBB.
(1) MUNFI (Monitoring Universe of Non-bank Financial Intermediation).
(2) PF: pension funds.

() IC: insurance companies.

(@) B-REIT: Belgian real estate investment trusts
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TABLE 2 LABOUR SUPPLY AND DEMAND
(i thousands of persons, unless otherwise stated)

2013 2014 2015 2016 017 Level
017e
Working-age population‘” 12 9 16 16 13 7313
Labour force 9 33 21 32 38 5326
Domestic employment -15 20 40 58 66 4724
Employees 21 14 30 a 55 3934
Sectors sensitive to business cycle® -25 19 29 39 2441
Public administration and education 3 2 2 3 815
Other services® 1 9 13 12 679
Self-employed 6 10 13 n 789
Unemployed job-seekers 25 14 -19 -26 -28 525
p.m. Harmonised unemployment rate®. 85 36 86 7.9 73
Harmonised employment rate®-© 67.2 67.3 67.2 67.7 683

Sources: DGS, FPB, NAI, NEO, NEB
(1) People aged 15-64.

(2) Agricuiture; industry and energy; construction; trad, transport and catering industry; information and communication; financial actiities and insurance; real estate activiies;
and business services

(3) Health care and social work; ar, entertainment and leisure; other senvices; and households as employer

(4) Based on data from the labour force suvey. Following reforms to the labour force survey, notably including a rotating panel, ts findings in 2017 are not entirely comparable
with previous years. For more information, see https:/statbel fgovbe.

(5) Job-seekers as a percentage of the labour force between 15 and 64.
(6) People in work as a percentage of the working-age population between 20 and 64.
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CHART 93 E-BANKING FRAUD

LOSSES ASSOCIATED WITH FRAUD CASES
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Source: Febeffn.
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TABLE 21 COUNTERCYCLICAL BUFFER RATES IMPOSED BY FOREIGN AUTHORITIES
(in %)
Country Current bufe rate Future buffer rate

Percentage Entry into force Percentage Entry into force

Hong Kong 1.875 01-01-2018 250 01-01-2019
Iceland 125 01-11-2017 unchanged

Lithuania 050 31122018
Norway 200 31-122017 unchanged

United Kingdom 0.50 27-06-2018

1.00 28-112018

Slovakia 050 01-08-2017 125 01-08-2018
Sweden 2.00 19-03-2017 unchanged

Czech Republic 0.50 01-01-2017 1.00 01-07-2018

125 01-01-2019

Sources: BIS, ESRB.
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CHART 15 STOCKS OF NON-PERFORMING LOANS® ARE
STILL VERY HIGH IN SOME COUNTRIES

(percentages of total loans and advances)
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Source: ECB

(1) Non-performing loan ratios vary according to the sources considered owing to
divergences in the definition of non-performing lozns and in the demarcation of
the banking sectors.
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CHART 9 INCREASE IN TARGET BALANCES FOLLOWING
IMPLEMENTATION OF THE APP

(in € billion)
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CHART 79 POLARISATION OF EMPLOYMENT

(employment according to the skil level required
for the occupation”, change in percentage points
between 2006 and 3016)
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Source: Eurostat.
(1) Low-skilled occupations (domestic help, labourers, etc), medium-skilled
occupations (administrative staf, skiled industrial trades, etc) and highly-skiled

occupations (directors, management, intellectual and scientiic occupations, etc),
on the basis of the Intemational Standard Classification of Occupations (ISCO).
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CHART 40 BANK LENDING GROWS MORE ROBUSTLY
AAMONG MICRO- AND SMALL BUSINESSES

(loans provided by resident banks, data on
30 September 2017, in %)
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Source: NBB (Central Corporate Credit Register),

(1) Micro-businesses are defined as companies that use the micro format to prepare
their financial statements and as small businesses that use an abbreviated
format. Companies that submitted full financial statements are deemed to be
medium-sized or arge enterprises depending on whether or ot they exceed one
or more of the specified thresholds for number of employees (50 FTES), turnover
(€9 million) and total assets (€ 4.5 million). Data for companies whose scale has
not been determined are not included.

(2) Excluding finandial activities and insurance.
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CHART 48 ECONOMIC RECOVERY GIVES FRESH BOOST TO BANK LENDING TO THE PRIVATE SECTOR
(balance sheet structure of Belgian credit institutions; end-of-period data, on a consolidated basis®”; in € billion)
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Source: NBB.

(1) Data compied 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 instruments, defined benefit provisions and obligations.

(3) Denvatives are recognised at market values, including ~ from 2007 ~income receivable and charges payzble (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 instruments"". Lizbiltes linked to transferred assets no longer form part of the “other izblties", but are included under different tems on the libiltes side.






OEBPS/image/9.png
CHART 7 PRICE STABILITY GIVES MONETARY POLICY
MORE SCOPE TO ABSORB SHOCKS
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Sources EC, NBB.

(1) In the low infiation regime, infiation is calculated s the average figure for the
euro area since 2014. In the other regime, price stabilty is nterpreted by way of
illustration as an inflatio rate of 1.9%

(1) The real equiliorium interest rate is the rate at which saving and investment are
in balance, or the rate at which the output gap is filld and inflation is stable.
The real equilbrium interest rate s 2 theoretical concept which cannot be
observed. t is therefore approximated in the two regimes on the basis of the

EC' autumn forecasts for potential growth in the euro area in 2018
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CHART 35 WEAKER EXPORT PERFORMANCE THAN THAT OF OUR EUROPEAN NEIGHBOURS @
(volume data adjusted for seasonal and calendar effects, average annual changes, in %)

MARKET SHARE : BELGIUM MARKET SHARE : INTERNATIONAL COMPARISON
12 30
10 25
20
2 s

10

o5
4
00
La
551 ™
10
o
[]
o ® L ° 5@
-20 - L
- 25
2010 2011 2012 2003 2014 2015 2016 2017e B DE moON 6 T pm
Euro area®
1 Belgian export markets | Average 2010-2013
—— Exports of goods and services I Average 20142016
®  Market share ® 2017e

Sources: ECB, NA, NBB.
(1) Belgian exports excluding the effect of the reorganisation of a large pharmaceuticals company's actities.
(2) Based on the most recent projections for import demand from trading partners.

(3) Excluding intra-euro area trade.
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COMPARISON OF BALANCE SHEET AND PROFIT INDICATORS FOR BELGIAN BANKS WITH THOSE OF THE EURO AREA

(on a consolidated basis)
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CHART 62 INTEREST CHARGES STILL BENEFITING FROM
REDUCTION IN IMPLICIT INTEREST RATE

(in 9%, unless otherwise stated)
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TABLE 28 MAPPING OF THE FINANCIAL MARKET INFRASTRUCTURES AND PAYMENT SERVICES SECTOR

International cooperation

The Bank acts as the sole authority

‘The Bank acts as lead
authority

That Bank participates under the direction
of another authority

Securites clearing systems (CCP)
LCH.Clearnet Ltd (UK), ICE Clear Europe
(UK), LCH.Clearnet SA (FR), Eurex Clearing
AG (DE), EuroCCP (NL), Keler CCP (HU),
Prudential o CC&G (M)
supervision
and oversight

Payment processors
Worldline SA/NV'

Critical service provider

SWIFT
NBB
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Bancontact

MasterCard Europe

Post-trade infrastructuren Securities clearing

Source: NBB.

(1) For a lst of payment service provid
S oS oD el oS pUbIatons - ancpaymentsenices 2017/2017-<haper-3-2-payment:nsifutions lectronic money-nsttutions pdf.
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CHART 25

BREAKDOWN OF SERVICES INFLATION IN BELGIUM
(in percentage points, unless otherwise stated)
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CHART 64 FURTHER INCREASE IN AVERAGE MATURITY OF
FEDERAL GOVERNMENT DEBT

(average maturity of federal government deb, in years)

Source: FPS Finance.
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CHART 33 CURRENT ACCOUNT BALANCE REMAINS CLOSE TO EQUILIBRIUM

(in % of GDP)
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Sources: NAJ, NBB.






OEBPS/image/2017-Ann08-E.png
€102 AT 1 10 013 24 Paul ym eneoi 113 (6

“UB/oq OBy JRQIEIS /S 1335 “UOHEWIOJU 210w 104 "S1eaK Sno1A3Id OV 341 10 250U} Ui 2IqeIedwo> AN3RIIP 10U 31e £107 J0j SNS2) 21 “foued Bunelos e Aigelou BUDNPORUY AAAINS 10} NOGE] 3) 10 WIOJ2) 24} 01 BUIMO 13N 321y 51 241 10 3BesnY (2)

3NN 210} INOGE] 34 WIOI} UL E1EP P3SUOWIRY 343 O SIS2q 34} UO PAEITIED 1€ s3iel AINDeul 53Ul (1)

*59q 105
o 85y o5y Ly ror 8Ly 78y &1 osy Ly BYO
ree 987 167 r6z rog 3 90€ 00 Lee €l ©S[UONEU N3 JBUIO
6le 0z 0z 6le oz 9% 82€ Lze rze 9z€ - * ueibpg
Aujeuoneu o} Buipioddy
£vl adl adl orL gyl 61l Iyl €9l Tyl gEl uonesnpa JaybiH
Log 00E 667 00€ 687 €67 967 s87 287 o8z uonednpa Alepuodas saddn
€85 oS 995 r'ss €55 9ss €55 res 7ss 9vs $53] 10 UONEINP3 AIBPUOD3S JIMOT]
[23] [euoneanpa 0} BulpodY
€9€ 3 3 8s€E 95E €9¢ oLE 65E L9 roE eluo|EM
S67 3 00 Log zog ole 80¢ 3 80€ 80¢ * s1apuely
Lve see 33 vee 6vE 9vE Lse 333 SvE gee sjassnig
uoibay 0y Buipioddy
434 6l ves 6% 655 988 r6s 209 279 6€9 T p90LsS
€51 61l 61l vyl rvl ost €51 rel 20 £vl T pS0LsT
k22 SiL ooL 269 069 589 089 sL9 99 999 ¥Z 051
36e 0} bupIOdY
vz i Y24 9z 324 24 ree 99T 424 L9z uaN
oLE (73 oL oLE a3 I3:3 68¢ 43 3 z6€ uawom
xas 0} BuIpIoddY
zze vze vze €2 sze Lee 333 243 Lee (343 ©[eoL
@0z 910z si0z oz €10z 2oz oz ooz 600z 00z

(s3Besane fenue ‘9 o1 1 pabe uonendod BUIPUOSaLIOD 3L 10 % Ul
3LVY ALWLDWNI 8 XaNNY






OEBPS/image/79.png
CHART 69 TOTAL FACTOR PRODUCTIVITY ONLY PICKED UP
SLIGHTLY IN BELGIUM AFTER THE FINANCIAL
CRISIS

(smoothed series, annual percentage changes)
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Source: Conference Board.
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CHART 5 PERSISTENT UNDER-UTILISATION ON THE LABOUR MARKET CONTINUED TO RESTRAIN WAGE GROWTH
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BREAKDOWN OF THE “HERE AND NOW" WELL-BEING INDICATOR IN BELGIUM AND COMPARISON WITH THE PICTURE FOR
PER CAPITA GDP AND NET DISPOSABLE INCOME OF HOUSEHOLDS.

BREAKDOWN OF THE “HERE AND NOW" WELL-BEING

INDICATOR 'WELL-BEING, PER CAPITA GDP AND DISPOSABLE INCOME
(scaleof 0 to 1) INDICATORS
10 10 108
) W .
06 \y 100
04 v %
02 2
ool 11111 g
° o - © o o - ©
g g R R 5 5 % E R R R R
“Here and now" well-being indicator
[ exmmm (eft-hand scale, from 0 to 1)
1] Unfitness for work —— Per capita GDP (right-hand scale,
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B unemployment per consumption unit®
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Sources: FPP, NBB.

(1) Per capita GDP and net disposable income per consumption unit are adjusted for price changes; the series on which the indices are calculated are expressed in
chained euros, 2010 being the reference year.
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CHART 70 THE GROSS BUSINESS CREATION RATE IN BELGIUM, THOUGH RISING, IS STILL ONE OF THE LOWEST IN THE EU
(in %)
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Source: Eurostat.
(1) Number of business creations in ¢ divided by the number of businesses active in t.
(2) Number of business closures in t divided by the number of businesses active in .
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CHART 54

PROPORTION OF GOVERNMENT BONDS AND
LIQUID ASSETS DECLINED SLIGHTLY, IN FAVOUR
OF LOANS AND INVESTMENT FUNDS

(proportion of each asset class at market value in the total
assets, excluding dlass 23 investment)

December 2015 September 2017
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Other investment.

Source: NBB.
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CHART 80 THE WORKERS' LEVEL OF EDUCATION IS RISING, REGARDLESS OF THE TYPE OF OCCUPATION

(breakdown of employment according to the occupation’s kil level and the workers level of education®, as a percentage of total employment per skill
level for the occupation pursued)

LOW-SKILLED OCCUPATIONS. MEDIUM-SKILLED OCCUPATIONS HIGHLY-SKILLED OCCUPATIONS

c3B888383888

c3885883888
g

2006 2016 2008 2016 2006 2016

P Low-educated workers
1 Middle-educated workers
0 Highly-educated workers.

Source: Eurostat.

(1) Skilllevel defined on the bass of the International Standard Classfication of Occupations (1SCO): low-skiled jobs correspond to elementary occupations such as domestic
help, labourers, etc,, medium-skilled occupations correspond to administrative staf, skilled industrial trades, etc, and highiy-skilled occupations comprise directors,
‘management, intellectual and scientific occupations, etc

(2) Level of education defined on the bass of the Intemational Standard Classification for Education (ISCED): low educated corresponds to lower secondary education o less,
‘middle educated corresponds to higher secondary education or ess, and highly educated corresponds to tertiary education.
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TABLE 9 INCOME STATEMENT OF BELGIAN CREDIT INSTITUTIONS
(consolidated data; in € billon, unless otherwise stated)

First nine months In % of
operating
income
2013 2014 2015 2016 2016 2017
Net interest income 133 145 149 148 12 107 598
Nonvinterest income 70 62 71 76 55 72 402
Net fee and commission income
(including commission paid to agents) 50 53 59 56 a2 46 259
(Unrealised gains or losses on financial
instruments™ 08 -01 12 15 08 06
Other non-interest income 13 09 01 05 05 20
Operating income 203 207 220 224 166 17.9 1000
Operating expenses —124 -127 -129 -13.1 -99 -105 58.82
Gross operating result 8.0 8.0 9.1 93 67 74
Impairments and provisions -3.0 -13 -13 -18 -07 -05
Impairments on loans and receivables -23 -13 -1 -09 -07 -02
Impairments on other financial assets 0.0 0.0 -00 0.0 0.0 0.1
Other impairments and provisions -06 0.1 -0.1 -09 0.0 -03
Other components of the income statement -18 -22 -17 -18 -13 -20
Net profit or loss 33 45 6.1 57 48 49

Source: NBB.

(1) Thisitem also incudes the et realised gains (losses) on financial assets and libiltes not measured at far value through profit or los, the net gains (losses) on financial assets:
and libilfies held for trading and designated at fai velue through profitor loss, and the net gans (losses) from hedge accounting.

(2) Cost/income ratio of the Belgian banking sector.
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CHART 38 NO FURTHER INCREASE IN CORPORATE CASH

RESERVES
(currency and deposits of non-financial corporations, in %
of GDP)
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Sources: NAJ, NBB.
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CHART 66 A FISCAL POLICY AIMED AT ACHIEVING A STRUCTURALLY BALANCED BUDGET WOULD ENABLE THE COSTS OF AGEING
TO BE PARTIALLY FUNDED AND ALLOW DEBT TO REDUCE MORE QUICKLY ™)

(excluding the costs of population ageing, in % of GDP)

SCENARIO 1: NO POLICY CHANGE SCENARIO 2: EUROPEAN BUDGETARY FRAMEWORK.

Fgggggegeee

—— Budget balance

] (left-hand scale)
—— Primary balance

| Government deb (right-hand scale)

Sources: NA, SCA, NBB.

(1) Based on the macroeconomic hypotheses used in the reference scenario of the Study Committee on Ageing, with no allowance made for the potential impact of the
budget path on GDP, and on the hypothesis that the implict interest rate on government debt would increase to the nominal rate of GDP growth in 2035 and stabilse at
that level. Infiation is projected to reach 1.9% from 2021 onwards. The simulation assumes that the structural balance is equal to the nominal balance from 2020 onwards
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CHART 77 INFRASTRUCTURE QUALITY HAS DETERIORATED
IN RECENT YEARS

(infrastructure quality indicator, scale of 0 10 7)

2007
2009
2011
2013
2015
2017

— Belgium

—— Neighbouring countries
~—— Nordic countries

— ®

Source: WEF
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TABLE 24

BELGIAN BANKS GROUPED ACCORDING TO THE SSM CLASSIFICATION CRITERIA

Significant institutions (Sls)
Belgian parent
Argenta
AXA Bank Belgium
Belfius
Degroof Petercam
Dexia (financial holding company)
KBC Group KBC Banque, CBC
Non-Belgian SSM-member parent
BNP Paribas Fortis, bpost bank
Groupe CMNE — Beobank, Banque Transatlantique Belgium
ING Group — ING Belgium, Record Bank
Banca Monte Paschi Belgio
MeDirect Bank
Puilaetco Dewaay Private Bankers
Santander Consumer Bank
Société Genérale Private Banking

Non-SSM member parent not governed by the law of
an EEA member country

Bank of New York Mellon

Less significant institutions (LSIs)
Groupe Anbang — Banque Nagelmackers
Byblos Bank Europe
CPH
Crelan Group (Crelan, Europabank)
Datex Group — CKV group
Dierickx-Leys
ENI
Euroclear

Finaxis Group —
ABK group, Delen Private Bank, Bank J. Van Breda & C°

Shizuoka Bank
United Taiwan Bank
Van de Put & C°
VDK Spaarbank

Source: NB8.
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THE BELGIAN BANKING SECTOR'S CAPITAL REQUIREMENTS FOR
MARKET RISK

(in € billon, unless otherwise stated)

30 6

25

. M 5

TN 8
|

§

2011
2013
2015
2017

N Basel 2 requirements.
[0 Basel 2.5 requirements (left-hand scale)
[0 Basel 3 requirements.

Percentage of the total capital requirements
" (right-hand scale)

Source: NBB.
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CHART 28 BELGIUM'S WAGE GAP REMAINED VIRTUALLY
CLOSED IN 2017

(cumulative differences® since 1996 in the private sector,

by
»

5d

oL =A

s

—— Three main neighbouring countries
—— Germany
—— France

—— Netherlands

Source: CEC.

(1) In keeping with the calcuiation methodology as set down in the amended
Employment and Competitiveness Law. A positive sign implies a competiiveness
gain for the relevant economy compared with Belgium.
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TABLE 13 GENERAL GOVERNMENT REVENUE®

(in % of GDP)
2013 2018 2015 2016 017
Fiscal and parafiscal revenue 452 450 446 438 442
Levies weighing chiefly on earned income 264 263 261 250 248
Personal income tax® 138 1n7 15 11 1.0
Social contributions® 147 146 146 140 139
Taxes on company profits® 3.1 31 33 34 40
Levies on other incomes and on assets® 44 45 43 42 42
Taxes on goods and services 1n2 11 1.0 12 1n2
of which

VAT 69 69 67 68 68

Excise duties 21 21 21 22 23
Non-fiscal and non-parafiscal revenue® 75 7.1 67 69 70
Total revenue 527 52.1 513 507 512

Sources: NAJ, NEB.

(1) In line with ESA 2010, total revenue of general government does not include the proceeds of customs duties transferred to the EU or the revenues levied directly by the EU

(2) Mainly payrolltax, advance payments, assessments and additional percentages on personal incore tax.

(3) Induding the specil sodial 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 transers 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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CHART 50 RETURN ON BANKING SECTOR EQUITY AND ASSETS IN BELGIUM AND THE EURO AREA
(consolidated data, in %)

RETURN ON EQUITY RETURN ON ASSETS
-
30 05
0 mlw B 05
10 -1.0
- !
. 2 3 8 8 a8 s 30 o
E 8 8 &8 8 E & &8 BB § 8 8B & ¢ 8 2
=
three quarters,
—— Belgium annualised

B euroarea

‘Sources: ECB, NBB.
(1) Data available from 2007.
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CHART 23 EMERGING LABOUR MARKET TENSIONS BECOMING CLEARER

PRODUCTION CONSTRAINTS : SHORTAGE OF

'VACANCIES REPORTED BY PUBLIC EMPLOYMENT SERVICES 'QUALIFIED WORKERS
(in thousands, mainstream economic sector excluding temporary (in % of total number of companes in the manufacturing
agency work, monthly averages) industry, seasonally adjusted quarterly data)
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Sources: Actiis, FOREM, VDAB, NBB.
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CHART 87 EXTENSION OF THE BANK’S MACROPRUDENTIAL RISK ASSESSMENT FRAMEWORK.

ic and fi

forms of e

Source: NBB.
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TABLE 26 BELGIAN INSURANCE GROUPS
SUBJECT TO THE BANK'S SUPERVISION

Belgian national Belgian international
groups groups

Belfius Assurances Ageas SA/NV

Cigna Elmwood Holdings ASCO

Credimo Holding KBC Assurances

Federale Assurance PSH

Fork Capital

Securex

Vitrufin

Source: NB8.
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CHART 11 THE EURO AREA'S PRIVATE SECTOR ENJOYS EASY ACCESS TO CHEAP LOANS

INTEREST RATES ON NEW BANK LOANS TO NON-FINANCIAL
‘CORPORATIONS BANK LOANS® TO THE NON-FINANCIAL PRIVATE SECTOR
(in %) (volumes, percentage annual change)

50 s

a5 6

-
6
i | I | | |
202 2013 2014 2015 2016 2017 2012 2003 2014 2015 2016 2017
~—— EA —— BE — DE —— ES — FR — IT — NL

Source: ECB.

(1) Taking all maturites together.
(2) Taking all maturites together. The data are adjusted for securitisation.
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CHART 61 SPENDING ON UNEMPLOYMENT, SICKNESS/DISABILITY, HEALTH CARE AND PENSIONS
(data deflated by the GDP deflator; percentage changes compared with the previous year, unless otherwise stated)

UNEMPLOYMENT® SICKNESS/DISABILITY
20 8 20
74
Fis o 18
5
Lis o Lis
3
Fis 2 L
- 14
10 14
- P 12 o L1,
010 201 2012 2013 2014 2015 2016 2017 2010 2011 2012 2003 2014 2015 2016 2017e
HEALTH CARE PENSIONS ™
s 72 8 104
7 7
k102
5 70 &
. . F 100
4 68 4 98
i 3
3 o6
2 Les 2
Loe
14 1
0-l Lea o Loz
200 2011 2012 2013 2014 2015 2016 2017 200 0m 2012 2003 2014 2005 2016 2017
I Annualised growth
—— Average growth 2000-16 (eft-hand scale)

—— Average GDP growth by volume 2000-16
—— % of GDP (right-hand scale)

Sources: Federal government budget documents, NAY, NBB.

(1) Expenditure adjusted for the indexation effect caused by the difference between the actual indexation (or the theoretical indexation for 2015 and 2016 in view of
the agreed index jump) of public sector wages and socil benefits and the rise in the GDP deflator.
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TABLE 7 DETERMINANTS OF THE GROSS OPERATING SURPLUS OF COMPANIES ", AT CURRENT PRICES
(percentage changes compared with 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

2013

03
0.0
09

-03
0.0

06
12

15
0.0

04

07

2014

-07
-08

05
-19
-08
21

03

0.1
06

38

3.1

2015

a3
-14

04
-30
-24
-38
-10

-13
-06
26

7.0

2016

06
6.2

5.0

6.1

017

16
19
17
13
19
17
17

16
24

31

a8

Sources: NAI, NBB
(1) Private and public companies.
(2) Including change in inventories

(3) In addition to wages, this item includes indirect taves less 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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CHART 3 GROWTH EXTENDED TO THE VARIOUS FACTORS OF DEMAND AND SPREAD TO ALL COUNTRIES

GDP IN VARIOUS COUNTRIES
CONTRIBUTIONS TO ANNUAL GDP GROWTH IN THE EURO AREA (volume data, percentage changes compared to
(volume data, percentage points, unless otherwise stated) the previous year)

6

S I I S AN VAN A 4
I Private consumption B 206 [ 2017
1 Public consumption
0 Gross fixed capital formation
| Change ininventories
1| Netexports
— Gop®

Sources EC, Eurostat, NBB.
(1) Percentage changes compared to the comesponding quarter of the previous year.
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CHART 14 THE REDUCTIONS IN NON-FINANCIAL PRIVATE
SECTOR DEBT ARE SMALL

(consolidated data in % of GDP; 30 June 2017, unless
otherwise stated)

® 373%
+ 276 %

DE M EL AT ES R A PT NE EA

I Households

1 Non-finandial corporations

[ZA p.m. Excluding intra-group debt
®  peak level of total private debt®
+  Private debt at the end of 2016

Sources ECB, NBB.
(1) Since 1999 or first available data, depending on the country.
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CHART 53

(CONTRACTS WITH A HIGH GUARANTEED RETURN REMAIN SUBSTANTIAL

BREAKDOWN OF LIFE INSURANCE INVENTORY RESERVES BY
GUARANTEED RETURNS PER INDIVIDUAL CONTRACT
(end-of-period data, in € billion)

CLASS 21 GUARANTEED RETURN
(in %)

>450%

14.00%;450%]

13.50%:4.00%]

13.00%:3.50%]

1250%:3.00%]
12.00%:250%]

11.50%:2.00%]

11.00%;150%]

1050%:1.00%]

10.00%:050%]

I]l'll

L
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°
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Group insurance m E =
individualinswrance [l B

§

—— Average guaranteed retur on existing contracts

2001
2003
2005

2015

Annual return of the covering assets for guaranteed
return contracts

Estimated annual return of the covering assets for

—— guaranteed return contracts excluding capital gains and
losses

Source: NBB.
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THE REGULATORY FRAMEWORK HAS CHANGED FOR THE BETTER SINCE 2010

CHART 74
(synthetic index of regulation, 2 higher value indicates a situation more favourable to the development of econormic activity)
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Sources: IMD, WEF, NBB calculations.
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CHART 21

FALL IN THE NUMBER OF UNEMPLOYED JOB-SEEKERS, AT ALL LEVELS OF EDUCATION

(changes in thousands of persons compared with the same month of the previous year)
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—— Total
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Source: NEO
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TABLE 15 GENERAL GOVERNMENT PRIMARY EXPENDITURE
(deflated by the GDP defiator, percentage changes compared to the previous year, unless otherwise stated)

2013 2014 2015 2016 017e Average

20002016
Level recorded 525 519 508 503 297 476
1. Real recorded growth 07 02 -09 06 04 25

2. Influence of non-recurrent or fiscally neutral

factors® 08 01 0.0 02 -03 0.0
3. Influence of cyclical factors® 02 0.0 0.1 0.1 0.1 02
4. Indexation effect® 07 04 -01 04 00 o1
5. Adjusted real growth (1 -2 -3 - 4) 07 06 -06 01 08 26

Sources DGS, NAJ, NBB.

(1) In % of GOP

(2) Contribution to real recorded growth of primary expenditure.

(3) Effect caused by the iference between the actual ndexaton (o the theoretical indecatin for 2015 and 2016 n view of the index ) of public secor wages and
social securty benefits and the rise in the GDP deflator. The other effects due to differences between inflation measured by the Gl ‘movement in price
Tocars miocnan ot xpandnre egones - wheihes {hes e SOV 1 e Incesaton RS o o Gvergan: et n pn(es oo expenditure
categories — are not adjusted, owing to the absence of sufficient information
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CHART 68 SHARE OF PUBLIC INVESTMENT REMAINS LOW
IN BELGIUM

(estimates for 2017, in % of GDP)
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Sources: EC, NBB.
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TABLE 4 PRIVATE SECTOR LABOUR COSTS
(calendar adjusted data, percentage changes compared with the previous year, unless otherwise stated)

2013 2014 2015 2016 017
Labour costs in the private sector
Gross hourly wages 25 12 02 07 20
Collectively-agreed wages™ 20 08 0.1 06 18
Real agreed adjustments 0.1 0.0 0.0 0.0 02
Indexation 19 08 01 06 16
Wage drift® 05 04 0.1 0.1 0.1
Employers’ social contributions® 0.1 0.1 0.1 -15 03
Sodial security 0.0 0.0 -0.1 -12 -03
of which Impact of reductions
in social security contributions 0.0 -0.1 0.0 -10 -03
Other contributions® -01 -01 00 -04 00
Hourly labour costs 24 1.1 02 -08 17
p-m. Hourly labour costs, economic concept® 24 1.0 o1 -07 1.9
Hourly labour costs in the public sector 34 12 06 238 27
of which: Indexation 23 00 00 10 20
Hourly labour costs in the economy as a whole 27 1.1 03 0.1 19

Sources: FPS ELSD, NA, NSSO, NBS.
(1) Wage increases fived by joint committees.

(2) Increases and bonuses granted by companies over and above those under interprofessional and sectoral collective agreements; wage diift resulting from changes i the structure
of employment, and erfors and omissions; contribution to the change in labour cost, i percentage points.

(3) Contribution to the change in labour costs resulting from changes in implicit social security contrbution rates, in percentage points.

(4) Actual social contributions ot paid to the government, induding premiums for group insurance, pension funds or occupational pension institutions, and imputed contributions,
including redundancy pay.

(5) Labour costs based on the economic concept do not match national accounts data, as they also include reductions in social security contributions for the relevant target groups
s well as wage subsidies, resuting in a more accurate reflection of the labour costs that companies face.
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CHART 30 CONSUMER SPENDING SLOWS AFTER DURABLE GOODS PURCHASING PEAK AND REFLECTS HOUSEHOLDS' VIEWS ON
THEIR FINANCIAL SITUATION MORE CLOSELY'

CONSUMER CONFIDENCE INDICATORS
(quarterly data, deviation from average in 2010-17 period)
2

CONTRIBUTION TO ANNUAL VOLUME OF
PRIVATE CONSUMPTION
(in percentage points, unless stated otherwise)

'\\ A\ /_:

ol MW QL
S AU [ o
V .

B g3

2007

g

2011
2013
2015

—— Consumer confidence indicator
(left-hand
Belgium's employment outiook for | scoje)
the next 12 months®
Household view on current financial situation
" (ight-hand scale)

2017

202 2013 2014 2015 2016 2017

[ Total private consumption®

| Consumption excluding durable goods g';fl‘;‘a"d
[ Consumption of durable goods
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Sources: NAJ, NB.
(1) Reverse of the indicator released by N8B

(2) Percentage changes compared with previous year.

(3) Balance of replies to monthly survey, calendar adjusted data
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TABLE 18 ZOMBIE FIRMS TIE UP A CONSIDERABLE
PROPORTION OF AVAILABLE RESOURCES

(in % of the total, by category)

Number of Share in share in

firms employment the capital
2000 83 15 174
2005 96 14 147
2010 107 122 162
2014 100 19 158

Source: NBB.

(1) A private sector fitm is dlassed as a zombie in a given year f it has existed
for at least ten years and the ratio of operating profits to finandal expenses
was less than 1 for the last three years.
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CHART 83 THE PROPORTION OF SELF-EMPLOYED WORKERS IS RISING, ESPECIALLY IN CONSTRUCTION AND OTHER SERVICE

ACTIVITIES
(in % of the corresponding employment)
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Source: NAL
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CHART 44 THE HOUSING MARKET IN BELGIUM AND IN A SELECTION OF EUROPEAN COUNTRIES

REAL HOUSE PRICES@ IN A SELECTION OF
HOUSE PRICES EUROPEAN COUNTRIES
(percentage changes year-on-year) (indices 2000 = 100)
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Sources: DGS, OECD, N8B
(1) First three quarters of 2017 relative to the corresponding period in the previous year
(2) Defiated by the national accounts final consumption expenditure deflator
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CHART 59 ESTIMATED VERSUS ACTUAL FISCAL REVENUE
(in € billon)
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1004
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a0 -
g 8 B B B B
I initial budget

0 Actual figures®

Source: Federal government budget documents.

(1) Fiscal revenue collected by the federal government on a cash basis. Where
a shift takes place in collection between the inital budget and actual revenue,
a correction is applied to ensure comparabilty.

(2) The actual revenues in 2017 relate to expected fiscal cash receipts for 2017 from
the initial budget for 2018.
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CHART 91 EVOLUTION OF TRADING ACTIVITY RATIOS OF BELGIAN BANKS
(data on a consolidated basis; in %)
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Source: NBB.
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CHART 1 WORLD TRADE ACCELERATED STRONGLY AND COMMODITY PRICES PICKED UP IN 2017

INTERNATIONAL TRADE
(seasonally adjusted three-month moving averages of
export and import volumes; percentage changes COMMODITY PRICES
compared to the previous year) (daily data, in §)
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] tndices 2013 = 100)
—— Emerging countries —— Industrial commodities
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Sources: CPB, Thomson Reuters.
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CHART 57 FURTHER CONSOLIDATION NEEDED IF BELGIUM
1S TO ACHIEVE ITS MEDIUM-TERM OBJECTIVE
(MTO)®
(diference between structural overal balance for 2017 and
MTO, in percentage points of GDP)

ol
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Sources EC, NBB.

(1) The chart shows data for countries i the euro area exduding Greece, for which
10 new MTO has yet been defined because Greece is sublect to an adjustment
programme.
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CHART 32 BUSINESS INVESTMENT SOLIDLY BASED

(percentage changes compared with the previous year ;

volume data, unless otherwise stated)

2013 2014 2015 2016 2017e

0 Business investment)
—— Final demand (left-hand scale)
—— Gross operating surplus®

___ p.m. Production capacity utilsation rate
in the manufacturing industry (right-hand scale)®

Sources : NAI, N8B,
(1) Data adjusted for major specific transactions.

(2) Nominal data.

(3) Deviation from the historical average in percentage points.
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CHART 456 DEBT RATIO CONTINUES TO RISE

ARREARS ON MORTGAGE LOANS'” BY YEAR OF

Debt ratios LOAN ISSUE®
(in %) (in % of the number of loans)
- 5 6
0 \>—:’ Lo s
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Belgium —_ ——
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Euro area — —.—

Sources ECB, NBB.
1) Defaults deemed to be where 2 due sum has ot been paid ether i pat or i full whtin thre monthsfollawing s due cate or within ne month after formal notce has
served by recorded delivery etter.

(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 montths following their issue. Any regularisation of loan contracts is not taken into account.
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CHART 42 LOWER BALANCE OF HOUSEHOLD FINANCIAL
TRANSACTIONS.

(in € billion, moving average over four quarters)

2011
2013
2015
2017

P New finandial liabilities
I New finandial assets
—— Financing balance

Source: NBB.
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CHART 89 BREAKDOWN OF THE MREL REQUIREMENT

Combined buffer equirement -
125 bass points®?
Plar 2 equirement(
Recapitalsation amount
L+ and market confidence
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Plar 1 requirement®
L & Combined buffer requirement
Loss absorption amount.

(capital requirements)

Source: NBB.
(1) Requirements applied to post-esolution risk-weighted assets.
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CHART 19 BELGIUM'S 2017 GROWTH WAS MORE
EMPLOYMENT-INTENSIVE THAN IN TS
NEIGHBOURING COUNTRIES

(annualised percentage changes, unless otherwise stated)
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Sources EC, NBB.
(1) Ratio of employment growth to GDP growth.
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AAVERAGE EFFECTIVE CORPORATE INCOME TAX RATES
(in 9% of the tax base before tax allowances)

EFFECTIVE RATES IN BELGIUM AND THE EU EFFECTIVE RATES IN 2016
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TABLE 5 GDP AND MAIN EXPENDITURE CATEGORIES

(calendar adjusted volume data; percentage changes compared with the previous year, nless otherwise stated)

Private consumption
General government consumption
Gross fixed capital formation
Housing
Enterprises
p.m. Excluding major specific transactions
General government
p.m. Final domestic expenditure(
Change in inventories®
Net exports of goods and services®
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Sources: NAI, NBB
(1) Excluding the change in inventories.

(2) Contributions to the change in GDP compared with the previous year, in percentage points:
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CHART 16 POTENTIAL GROWTH IN THE EURO AREA HAS
MAINTAINED A DOWNWARD TREND IN RECENT

DECADES
(volume data, annual percentage change)

o P
e niaiasnacaas
8383888888888 2¢8%
~—— Euroarea —— United States
~—— Japan ~—— Total OECD countries

Source: OECD.
(1) Average for the 16 euro area countries belonging to the OECD, i.e. the euro
area excluding Cyprus, Malta and Lithuania
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TABLE 17 PERFORMANCE OF YOUNG FIRMS FIVE YEARS
AFTER THEIR CREATION

(autonomous firms created between 1995 and 2009;
in %, unless otherwse stated)

Gazelles® Young firms
with weak or

negative growth®

Share of equity capital

in the balance sheet 142 240

Return on equity after tax 209 131

Proportion of exporting firms 25.0 27

Proportion of importing firms 312 48

Firms employing

highly-skilled staff 368 48

Firms investing

in intangible assets 40.1 276

Median investment

in intangible assets (in €) 27 000 14000

Firms investing

in tangible assets 97.0 937

Median investment

in tangible assets (in €) 285000 72 000

Source: NBB.

(1) Firms which, in their first five years of activity, recorded at least 209 annual
average growth in their workforce or tumover for at least three consecutive
years

(2) Firms recording annual growth in their turnover or workforce of less than 10%
in their first five years of activiy.
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CHART 85 A SMALL PROPORTION OF PUBLIC EXPENDITURE ON LABOUR MARKET PROGRAMMES IS DEVOTED TO ACTIVATION

(purchasing power standard per person wishing to work”)

SUPPORT®!

ACTIVATION®
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Source: Eurostat.

(1) PPS: an artficial currency unit enabling the same quantity of goods and services to be purchased in all countries. People wishing to work correspond to job-seekers
registered with the public employment senvices, inactives who wish to work, and workers in a precarious job positon.

(2) Support mezsures correspond to the financial assistance granted in the event of loss of wages during a period of unemployment and in early retirement.

(3) Actvation measures cover the actvities of the public employment services, the provsion of information and advice for job-seekers, and aid in drafting a CV or in preparation

for job interviews, but also expenditure on training and expenditure encouraging employers to create new jobs and take on people from target groups. They liewise
include measures to encourage active job-seeking for both unemployed and inactive persons
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CHART 72 GAZELLES BOOST AGGREGATE PRODUCTIVITY
GROWTH WHILE ZOMBIE FIRMS® HOLD IT BACK

(diferences in the growth of apparent labour productivity
compared to other irms, in percentage points)

i L I L
19982000 2001-2005 20062010 201120142 1998-2014

I zombies
I Gazelles

Source: NBB.

(1) A private sector firm is classed as a zombie f it has existed for at least ten years
and its ratio of operating profits to financial expenses was less than 1 in the
last three years. A gazelle is a new firm which, in it fist five years of activiy,

at least 209% annual average growth of its workforce or tumover for at
least three consecutive years.

(2) For the period 2011-2014, only gazelles created up to 2009 are taken into
account as the data needed to identify those set up after 2009 are not available.

That may explain the smaller growth advantage of gazelies compared to other
firms during that period.
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