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Foreword

In the 1990s, Belgium’s public finances were dominated by rigorous
consolidation which reduced the budget deficits of all government
entities from more than 8% of GDP in 1992 to virtual balance in 200o0.
The primary surplus actually exceeded 6% of GDP throughout the
1998-2001 period. This was necessary so that, in the ensuing 15 years
or so, the public debt could be reduced to the 60% target under the
European Stability and Growth Pact. It must be said that the pressure
to join the euro — resulting from the Maastricht Treaty — was a power-

ful argument for persevering.

In the first decade of the present century, this strategy was abandoned
to some extent. While the budget was roughly balanced until 2007, the
surplus on the balance of primary transactions (excluding interest pay-
ments on the public debt) shrank to 3.8% of GDP. The overall balance
was maintained only by taking advantage of the declining interest rate
for that purpose, instead of using these ‘windfall’ profits — applicable
throughout the euro area — to achieve an even bigger reduction in the

public debt ratio, which in fact dropped to 84% in 2007.

The 2008 financial crisis negated many of the efforts made in preceding
years. Our primary balance dropped to -2% of GDP in 2009, putting us

back more than twenty-five years.

In the EU, it was agreed that the economy would not be allowed to slide

deeper into recession. Hence the argument that we should not just allow
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the automatic stabilisers to operate on the budgets, but should actually pur-
sue a real recovery policy. When I was appointed Prime Minister at the end
of December 2008, I proposed taking no additional measures to stimulate
the economy beyond those already decided by the previous government
(+/- 05% of GDP). And that is what happened. I also proposed starting to
bring down the deficit gradually as soon as economic growth became posi-
tive again, at a pace tailored to the strength of the growth. When drawing
up the budget for 2010-2011 (We produced a budget covering two years) we
were already able to start cutting the deficit. The year 2010 — for which I,
as Prime Minister, had drawn up the budget — ended with a deficit of 3.8%
of GDP (compared to 5.6%. in 2009), which was good, certainly in com-
parison with neighbouring countries. In 2011, the year without a federal
government, the deficit was maintained at roughly the 2010 level (3.7%).
The primary balance also improved in 2010, from -2.0% to -0.4%. Once
we had a federal government again we could work to achieve the 3% defi-
cit target for 2012 with a view to leaving the Excessive Deficit Procedure.
For 2015 we must aim at a balanced budget for all government entities
together, which implies an effort of 1% of GDP per annum. The difficult

2015 budget will be drawn up after the June 2014 elections.

All in all, the situation today cannot be compared with that of 1981 or
1993. In the latter year, for instance, the difference between our debt
and the European average was close to 70% of GDP; in 2012 Belgian
government debt would only be 9% of GDP higher than the average for

the euro area!

In general, Belgium has pursued a cautious fiscal policy since the finan-
cial crisis, even though this crisis had a serious impact on us in view of
our ‘overbanked’ character: banks too big for such a small country. That
caution was necessary because we had learnt some hard lessons in the

1980s and 1990s. ‘Never again’, said all the traditional parties.

We could have done even better if we had made wiser use of the inter-
est rate bonus — provided by the strong euro with low interest rates from
2000 to 2007 — in order to reduce the national debt. We could also have
done better in apportioning the burden between the federal government

and the federated entities, and thus would have been expected Entity II to
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contribute more towards the consolidation. We did the opposite. A third
mistake was the failure to reform social security. The 2005 Generation
Pact was too timid, but fortunately we had the pension reforms of 2012.
The growth in health care spending also persisted at too high a level after
the rigours of the 1990s. Overall, however, up to the end of the decade,
Belgium proved reasonably resilient compared to other countries, but
our system is too dependent on economic growth. Without an annual
2% increase in real GDP, our social system is in trouble. That structural
reinforcement of our growth potential is absolutely vital, though the

same applies throughout the EU.

The new macroeconomic surveillance instruments available princi-
pally to the European Commission will be used to force our economy
to become more competitive. In that sense, economic growth should
ensure sustainable public finances. However, a growth policy requires
just as much courage as a consolidation policy. For example, labour and
product market reforms are impossible without taking action against
vested interests. A growth policy based on stimulating demand is no
longer an option. On the contrary, in the midst of further fiscal ‘con-
solidation’, we have to set priorities and safeguard expenditure that
promotes growth, namely in the fields of education, research and devel-
opment, green infrastructure, etc., accounting for at least 10% of GDP.
As a result, we have to cut socially sensitive expenditure and/or increase

taxes. Both are equally unpopular.

After 2015, population ageing will become increasingly significant and
the maintenance of a balanced budget will require an effort every year
because the budget has to cope with the costs of that ageing. The Fiscal
Compact in the Treaty on Stability, Coordination and Governance in the
EMU which has just been concluded obliges us to enshrine a structural

balanced budget rule in the Constitution or in equivalent legislation.

Government is a difficult task, and will remain difficult at every level of

administration.

Herman Van Rompuy
President of the European Council






Introduction

BELGIUM ON THE EVE OF THE
GREAT SOVEREIGN DEBT CRISIS

Etienne de Callatay *

I would prefer not to
HErRMAN MELVILLE, 1853

The decade from 2000 to 2010 in Belgium is characterised by a sharp
deterioration in the most popular performance indicator in the field of
public finance, i.e. the overall fiscal balance, which went from balance
to a 4% deficit. But there is no such thing as a key performance indicator
(KPI) when it comes to assessing fiscal policy. The quality of the latter,
in particular in terms of efficiency, fairness and sustainability, cannot be
summarised by a single figure leading to a thumbs up / thumbs down

type of conclusion.

The ultimate objective of the collection of essays presented in this book
is not to provide a final, authoritative assessment of the policy choices
made by those who have been in charge of our collective purse over the
first decade of the millennium. Its purpose is to gather a chaud a first set of
contributions providing a detailed factual overview of the major devel-
opments over the recent past in the field of public finance in Belgium
coupled with an in-depth analysis carried out by the best experts in the

various sub-domains, whether academics or civil servants. The caveats

1. Etienne de Callatay is chief economist at Bank Degroof, senior fellow at the Itinera Institute, and
guest lecturer at the University of Namur and at the Catholic University of Louvain (UCL). He is
grateful to Francoise Thys-Clément for her comments.
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of such an exercise are well known, including the personal bias of the

contributors, the limited distance view, and the lack of exhaustiveness.

I. FISCAL DETERIORATION

From the outset, the choice of the general title for this collection of essays
— that does not bind the contributors — deserves some explanation. While
nuance is always required for an academic work, every book needs a title,
preferably short and fair and eye-catching all at once. The decision to go
for “The return of the deficit” for a book devoted to public finance in
Belgium from 2000 to 2010 was driven by two considerations. First, it
appears indeed that the aforementioned deterioration in the fiscal balance
has been a key evolution over the decade under review. The deterioration
is even more pronounced when one leaves aside interest payments that
benefited from a sharp decline in interest rates and from the so-called
reverse snowball effect resulting from the fiscal consolidation recorded
between 1993 and 1999. Indeed, the primary balance went from a sur-
plus of 6.5% in 2000 to a deficit of 0.4% ten years later, and the structural
primary balance exhibits the same pattern. Secondly, as this book is the
seventh in the collection of publications edited every ten years under the
auspices of the Belgian Institute of Public Finance and dealing with the
recent history of public finance in Belgium, the general title also echoes
that chosen in 2002 for the previous edition, which covered the years
1990-2000. Indeed, the title then was “The end of the budgetary deficit”.?
The end appears to have been short-lived!

2. THE VANISHING DEBT HASN’T VANISHED

The sharp improvement in public finance underlying the choice of the
title ten years ago was not restricted to Belgium. The end of the budget-
ary deficit was a reality, or at least in sight, in many developed countries.
In the European Monetary Union, countries had committed themselves,

through sound fiscal balances, to lowering their debt-to-GDP ratio at a

2. de Callatay, 2002a.



Introduction 13

sustained pace. In the US, public projections made in 2000 announced
that the US would have a zero debt-to-GDP ratio by the year 2012 —
which, seen in 2012, serves as a gentle reminder about how volatile long-
term fiscal projections and about how costly any departure from modesty

and prudence may be.

The fiscal consolidation was so firmly established that well-known
economists published papers about the consequences of the so-called
vanishing public debt. To mention just one of them, Vincent Reinhart,
together with Brian Sack, in 2000 authored a paper under the explicit
title of “The Economic Consequences of Disappearing Government
Debt”. It talks about the US, in a situation quite different from that
of a small open economy like Belgium having lost exchange rate and
monetary autonomy, but nevertheless it is illustrative. By the way, it may
bring some mental relief to remember that the then expected debt disap-
pearance was raising concerns, in particular about how the central bank
and, more broadly, financial markets would operate without the open
market instrument and the benchmark provided by public debt. At least

today we are saved those concerns!

3. THE LACK OF REFORMS AS A CONSTANT

Is the seemingly radical deterioration in the fiscal outlook over the recent
past such a surprise? Based on the aforementioned much flawed US pro-
jections, it is without any doubt a surprise but at the same time warnings
had been issued in due times, including in Belgium. The theme of the
introductory chapter of the 1990-2000 edition of our collection about
the history of public finance in Belgium, published in 2002, was “Fiscal

consolidation without reform”?

It is well known that reforms are hard to swallow for voters and therefore
difficult for politicians to get passed. That is so because reforms go against
the interest of insiders and because short-sightedness increases the discount

rate against reforms exhibiting a ] curve profile, meaning that they are

3. de Callatay, 2002b.
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painful before bearing fruit. In order to make structural reforms more
acceptable to the electorate, fiscal sweeteners may be required, prefer-
ably in the form of temporary expansionary measures to offset the initial
recessionary impact of some reforms. In that case, fiscal deterioration may
be seen as the price to pay for hard-to-get-through reforms and, beyond
that, for the fostering of the potential output growth rate which in the
long run will lead to stronger public finance. Next to the sweeteners for
painful reforms, there is a second sort of positive fiscal deterioration, i.e.
that coming from reforms requiring time to pay them off. For instance
a given tax shift from labour tax towards consumption tax may lead to
a revenue loss in the short run but to a revenue increase in the long run.
More broadly, no country should be blamed for a less favourable fiscal bal-
ance when it is the price that has to be paid in order to get sound reforms
passed. However, at first sight, the fiscal deterioration over the years 2000-
2010 cannot in the main be blamed on structural reforms having had a
negative short-term impact. In the same vein, part of the fiscal tightening
of the 9os was not sustainable and called for some relaxation, in particular
in the field of health care outlay, but again only a fraction of the deteriora-

tion may be explained by such a budgetary ebb and flow phenomenon.

A catchy, but simplistic, way of characterising the fiscal policy of 2000-
2010 is to state that the “fiscal consolidation without reform” of the nine-
ties mutated into a “fiscal deterioration without reform”. The following
chapters will help tine-tune the assessment, taking into consideration
in particular what has been achieved and the nature of the political and

economic circumstances.

4. FINANCIAL VS. FISCAL CRISIS

The financial crisis that emerged in the summer of 2007 and became
obvious in 2008 before turning into a full blown economic recession is
most often put forward as the core explanation for the currently dire fiscal
position of many industrial countries. It fits well with the apparent sur-
prise of the deterioration in public finance. However, there is no ground
for such a surprise and the deterioration comes largely from a relaxation

of fiscal discipline in the years before the outburst of the financial crisis
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despite a rather supportive economic climate. On that score, Belgium
is no exception, as is illustrated by the evolution of the primary surplus
between 2000 and 2007 as a percentage of GDP, i.e. a decline by 2.7 per

cent. The structural primary surplus deteriorated by the same amount.

The financial crisis has impacted on public finance through numerous
channels: impact of the automatic stabilisers, 1.e. loss of tax income and
increase in social expenditure as a result of the economic recession, discre-
tionary measures to support the activity, recapitalisation of financial inter-
mediaries, financing of the deposit insurance scheme, funding of rescue
mechanisms. As a result, the debt-to-GDP ratio which had declined to
84% in 2007 ended at 96% in 2010 and the fiscal balance went from equi-
librium to a 3.8% deficit over the same period. Based on those two indi-

cators, the fiscal deterioration is solely attributable to the financial crisis.

A proper assessment of how much of the current fiscal misery is due to the
financial crisis requires an intergenerational perspective taking into account
trend output, foreseeable ageing costs and the desirable room for absorb-
ing shocks. It has also to rely on a model about how structural reforms in
due time such as the scrapping of the tax deductibility of interest charges,
a tax shift out of labour income, Pigovian taxes on negative externalities
or a review of the incentives provided by social provisions would have
mitigated or offset the impact of the financial crisis. It goes beyond the
scope of this introductory chapter but it seems misleading to state that save
for the financial crisis public finance would have improved over the last
decade. By the way, the financial crisis is the other side of the coin of the
ever increasing financial leverage bubble that artificially boosted economic
activity and, as a result, the fiscal outcome prior to the crisis. The financial
sector cannot be blamed for the post-2007 budgetary deterioration without

getting the credit (!) for having embellished the fiscal position before it.

As a reminder, analysis of the interaction between public finance and the
financial crisis should also cover the opposite causal relationship, 1. e. the
role of fiscal policy and of the budgetary stance in the swelling of the debt
bubble and in other factors, including those relating to tax distortions. Of

course, at times when bankers again deserve to be nicknamed banksters, it
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should not be appropriate to put the full blame for the financial crisis on

public finance sensu lato.

5. BELGIUM’S OUT-PERFORMANCE

The fiscal slippage in Belgium prior to the financial crisis could have
been more pronounced given (i) the internal institutional pressures,
that called for extra transfers to the Communities without a matching
devolution of responsibilities; (i1) the high tax rates on labour income
and on corporations, that called for cuts in a world of mobility and tax
competition; (iii) the large size of the primary surplus at the outset of
the decade — 6.5% of GDP — allowing the relaxation of the fiscal stance
without endangering the trend decline of the debt-to-GDP ratio; and
(iv) the convergence of the debt-to-GDP ratio over the same period
between Belgium and the Euro area average. During 2000-2007, that
went down from 108% to 84% in Belgium and from 69% to 66% in the
Euro area. It means the halving of the debt-to-GDP gap over 7 years,
from 39 percentage point to 18! The evolution of the fiscal balance gives
the same, half full, half empty glass message: its stabilization over 2000-
2007 is disappointing with regard to declining interest payments and to
future additional ageing costs, but satisfactory with regard to the gap
versus the Euro area average. While Belgium managed over the years to
maintain the balanced budget achieved in 2000, the Euro area, starting
from an identical balanced position in 2000, recorded continuous defi-

cits over the following years.

The out-performance of Belgium over the last decade in terms of debt-
to-GDP evolution and of fiscal balance does not mean that public finances
— that used, together with the labour market, to be the other weak spot of
the Belgian economy — became a problem of the past. The high debt-to-
GDP level raises concerns, together with the higher than average extra
burden imposed, ceteris paribus, by population ageing. Certainly, the
high public indebtedness is offset by the large net savings position of
the private sector having led to the building up of a significant external
surplus position vis-a-vis the rest of the world, but those private savings

are not captive, which differs from the Japanese situation. In addition, the
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risk of a political and institutional crisis preventing the authorities from
taking urgent measures cannot be ruled out. It means that due to this
institutional fragility the structural position has to be better in Belgium

than on average abroad.

6. FISCAL MEDIUM IS MESSAGE

Communication has also played an important role in the fiscal evolution.
In the nineties, the consolidation had been “sold” to the population as
required for Belgium to be one of the founding members of the common
currency. Countries willing to be in the first batch of EMU members
had to subject themselves to the Caudine forks of the Maastricht treaty.
Once this had been achieved, the drive for further fiscal consolidation
vanished. It would have been much better to present the fiscal consoli-
dation to the population as a requirement of inter-generational fairness,
but this was more difficult to convey to public opinion and did not have

the binding character of a precise deadline imposed by external parties.

In addition, fiscal discipline suffered from the choice of the overall fiscal
deficit as the reference indicator when evaluating the soundness of public
finance. Thanks to the decline in interest rates, the negative snowball
effect and the supportive economic environment, the fiscal deterioration
prior to the financial crisis remained hidden from most of the population.
On the contrary, the balanced budget achieved over the years 2000-2007
and the declining debt-to-GDP ratio conveyed a message of improv-
ing public finance, while the underlying position was deteriorating. For
the sake of simplicity, the pedagogical mission of political representatives
and/or the media having been given up, the wrong motivation and the
wrong indicator were chosen and this contributed significantly to the

loss of support for effective fiscal discipline.

The way the electorate assesses the quality of the national policy stance
does not provide the right incentives for politicians, in particular in
times of shrinking interest payments. Then the government may enjoy
the political benefits of an expansionary policy and at the same time of

a seemingly prudent fiscal policy. That such a course may be neither
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sustainable, being exposed to a cyclical downturn or to financial ten-
sions, nor fair, given the high indebtedness ratio and the high — and
higher than in the Euro area on average — cost of ageing, was not per-
ceived by the local population. In the end, the view of fiscal qualitative

out-performance in Belgium prevailed.

7. NO EXTERNAL PRESSURE? NO EFFORT !

The fiscal challenges facing industrial countries are clearly identified,
including the financing of social security within a changing demo-
graphic pattern, the broad-based fostering of the human capital, tax and
regulatory competition on mobile factors, the large inequalities, within
and across countries, and climate change. If calls for reforms and for
lower debt ratios may flow from dogmatism or from some vested inter-
est, they may also be based on concerns for intra- and inter-generational
fairness. However it appears that there is no widespread internal support
for such policy changes, either in Belgium or in most developed coun-
tries. Political candidates anticipate that calls for fiscal prudence and for
detailed budgetary reform do not pay off and that fiscal slippages, espe-

cially if they are not too visible, are not punished.

What may overcome the resistance to change? It may be a traumatic
experience, such as the one Germany has undergone following reunifi-
cation. For the most successful economy in the post World War II era to
become the “sick child” of the continent has been a serious shock and
led to a dramatic change in the fiscal stance that enjoyed large popular
support spanning the traditional political dividing lines. The perception
that to rely on European solidarity was no option also played a role in the

policy changeover.

Barring such events, changes can only come from external pressure, as
illustrated by the recent history of Belgian public finance. The consoli-
dation effort of the eighties is directly related to the requirements of the
then prevailing exchange rate arrangements, as illustrated by the meas-
ures announced at the time of the February 1982 devaluation. In the

nineties, the second wave of consolidation came as a pre-requisite to
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Euro area membership. From 2000 until 2007, the absence of effective
external pressure led not only to the renunciation of additional measures
but also to a gradual decline in the fiscal primary surplus despite vocal
commitments to generate surpluses in order to pre-finance — part of —
the ageing cost. As a matter of fact, the policy loosening in Belgium
was not restricted to the budgetary side, as shown by the evolution of
indicators such as wage costs, unit labour costs, export market shares and
current balance in Belgium vs. neighbouring countries. Very recently,
it has again been under external pressure, being that of sovereign bonds
markets together with supra-national authorities, so that a new consoli-

dation effort has been announced.

8. THE EURO LEGACY

The 2000-2010 period has been the decade of the rapid ascent of a new
currency, the euro, combined with a stalemate in European integration.
Before the introduction of the euro, the European house was like a cabin,
with walls to protect against the wind but no roof to protect against the
rain. The cabin was not very solid and there was no agreement about
how to consolidate it, and even about the need to make it more robust.
The only agreement was about making it bigger, not out of generalised
enthusiasm but because nobody dared to turn down requests to enlarge
it. The brilliant idea of the spiritual fathers of the euro was that the cur-
rency union would allow the killing of two birds with one stone, 1. e.

to get a roof and to make the consolidation of existing walls a necessity.

The euro introduction was a gamble. There is no problem as such with
political gambles. Politicians that are often blamed for demagogy, for fol-
lowing the crowds, should not be blamed when they are ahead of their
time. It is possible that the current crisis within the euro area will be
seen by historians as having paved the way for a positive change, and it
is therefore too early to offer any form of assessment, but, as of now, the
gamble seems to have been lost. Indeed, and again at this juncture, the
current benefits of the currency union are outweighed by the difficulties

associated with it. It provided some impetus to trade and to growth but
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it allowed an increase in macroeconomic imbalances and, as a result, led

to a major confidence crisis.

Among the imbalances fuelled by the European single currency, there
are the growing divergences of unit labour costs, the deterioration in
current accounts balances due to the loss of competitiveness and to the
rapid decline in interest rates, and the relaxation of budgetary discipline.
There are several channels of transmission between the single currency
and fiscal leniency. They include the decline in interest rates, providing
an incentive for debt financing while allowing the underlying deteriora-
tion in the fiscal position to be hidden, and some moral hazard if authori-

ties did reckon on debt mutualisation.

The weak nature of the fiscal standards within the Euro area over the
years 2000-2010 is illustrated by various features. Firstly, the fiscal crite-
ria for gaining membership were not what they were supposed to be, as
the former Belgian Minister of Finance acknowledged that it was well
known that Greece was cheating with official data. Secondly, those cri-
teria — which later turned out to be insufficient to guarantee the sustain-
ability of public finance — were relaxed in 2003 to please Germany and
France. Thirdly, the commitments in terms of future fiscal consolida-
tion taken by the national governments within the framework of the
Convergence Plans submitted to the European authorities were reneged
on through a generalised procrastination in reaching budgetary targets.
Finally, the fiscal criteria were too narrow-minded, and as a result “stu-
pid” as they were candidly characterised by Romano Prodi, suffering

from the major flaws of budgetary accounting.

9. LIVING APART TOGETHER

While welfare-destroying in the short run, any crisis has the virtue of
pinpointing the failures of the current arrangements and of calling for
action. Regarding the current fiscal crisis, next to the aforementioned

failures, numerous actions have already been taken.
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At the national level, austerity packages have been adopted in many coun-
tries, encompassing wage and employment cuts, the tightening of social
security programmes, in terms of eligibility and/or individual amounts,
the reduction of current and capital expenditure, and tax increases, most
often on consumption to start with. At the European level, significant
fiscal reforms have been announced, including the “European Semester”,

the “six-pack”, the “fiscal compact” including a golden rule, etc.

More European integration has to come. Countries are reluctant to give
up sovereignty, even where emergency assistance has been called for, and
it is important to keep a feeling of national empowerment, but the inte-
gration is unlikely to be restricted to the determination of a maximum
deficit level or of a debt-to-GDP ceiling. Recent history, in Spain as
in Ireland, has sadly shown that fulfilling such criteria does not protect
against fiscal slippages generating negative externalities for other member
countries. In addition, penalties in the event of non-compliance may not

be effective and quantitative rules may lead to harmful policy choices.

The national institutional set-up is another challenge for European fis-
cal policy. The decade from 2000 to 2010 witnessed a further devolu-
tion of power towards sub-national authorities, in Belgium and abroad.
At the same time only federal authorities are accountable as regards the
European commitments and the mutualisation of risks across Europe is
between supra-national and national institutions, not the regional ones.
The seemingly ideal double-move model of devolution towards both the
European level and sub-national authorities, at the expense of the federal
level, does not fit with the reality of today where the accountability of

central governments has increased.

The loss of the exchange rate adjustment tool involved by the single
currency calls for alternative adjustment mechanisms. Solidarity across
countries with centralised peer control is likely to play a crucial role.
As a matter of fact, it is the broader notion of solidarity at large that
will be central, as it also encompasses three other key issues. Firstly, it
concerns inter-generational fairness, the key consideration in terms of
debt sustainability analysis. Most people do enjoy higher living stand-

ards than their parents, but this may no longer be the case for the future
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generations. A decline in trend output growth that may come from the
demographic evolution, and the expected financial de-leveraging and
fiscal consolidation processes, is likely to exacerbate sensitivity towards
this issue. Secondly, fiscal consolidation will test social cohesion. Even if
the evolution of the equity markets in 2000-2010 has eroded the assets
of the wealthy, the last decade is largely seen as having led to growing
income inequalities across households. Thirdly, the resolution of a debt
crisis ultimately raises the issue of who will foot the bill. Of course,
“growing out of debt” is the most attractive strategy, as growth means
effortless consolidation, but growth-enhancing reforms, while available,
take time to be implemented and face the fierce opposition of “insiders”.
As a result, the solution to the debt crisis lies largely in a burden-shar-
ing arrangement, whatever the practicalities, being debt restructuring, a
bail-in of creditors of financial institutions, the recapitalisation of banks
by domestic or foreign authorities, diluting existing shareholders, or the

public take-over of large liabilities.

10. THE CONSOLIDATION ROAD AHEAD

Just as a rear view mirror allows one to drive better, economic history
allows for better policy action. In order to make the link between analy-
sis of the recent past and recommendations for the future even more
obvious, ten years ago, in the introductory chapter to the previous edi-
tion of the history of Belgian public finance, we offered an overview of
what had not yet been done in terms of fiscal reforms. It is unfortunate
that most of those suggestions, while deemed to rely on a broad analytical
consensus, are still awaiting implementation. It does not mean that the
exercise was useless, but reminds us that ideas take time to become reali-
ties. By the way, the ongoing crisis may shorten the time lag between

academic proposals and political decisions.

That an in-depth analysis of the recent history of public finance in
Belgium 1s motivated by the desire to lead, through better understand-
ing, to better policy recommendations can be illustrated by comments

about the fiscal consolidation theme that is likely to dominate the current
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decade. These comments are stimulated by the contributions gathered

herein, but do not commit their authors.

1. On top of current market pressure for fiscal consolidation and of
European commitments, intergenerational considerations invite fur-

ther fiscal restraint for the years to come.

2. The fiscal consolidation process will have to be carried forward
within a medium- to long-term framework geared towards sustain-
able economic growth, macroeconomic balances, social cohesion,

and making the polluters, whether environmental or financial, pay.

3. The quality of the adjustment matters more than its speed. The focus
on short-term narrow indicators, in particular the fiscal balance posi-
tion to be reached by the end of the calendar year, is misleading. The
quality of fiscal policy, even if difficult to establish, definitely matters
more than any numerical target that does not say much, particularly

in terms of sustainability.

4. To some extent it is possible to combine growth enhancement and fis-
cal restraint, beyond the positive, Ricardian-like, confidence effects,
for instance through the postponement of the retirement age, the dif-
ferentiation of social security contributions on the basis of the unem-
ployment rate of former employees, a tax shift from labour income tax
to consumption tax, or the strengthening of the incentives provided
by the unemployment benefits scheme. If there is a political trade-
oft between more short-term austerity measures and more structural

reforms, the preference has to be for the latter.

5. Measures showing that the lessons from the crisis are well learned
matter in order to prevent a repetition and to foster confidence. These
encompass various sorts of tax distortions, including in favour of debt

and of alternative remuneration.

6. The stabilisation function of public finance should be reaffirmed
through automatic stabilisers. Structural fiscal balances, as measured

by independent authorities, should be preferred, as performance
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indicators, to the expense of nominal fiscal balance. Of course, the
weight given by financial markets to nominal balances cannot be
ignored by countries facing potential financing difficulties. There,
it makes sense to design contingency plans in the event of further
deterioration in the economic and fiscal situation. While automatic
stabilisers do have a role to play, caution 1s warranted with respect to
discretionary measures due to their various caveats, including time
lags, the risk of decisions being driven by corporatism and beggar-my-

neighbour considerations, and the lack of international coordination.

Reliance on fiscal rules, and in particular on any variant of the golden
rule, should be tempered due to their quantitative nature and due
to enforcement problems. Furthermore, it may be desirable to allow
a country with a large structural external surplus to follow a more

expansionary fiscal course.

The balance between solidarity and responsibility will be central.
Fiscal federalism, from supranational authorities to sub-national ones,
will have to be revisited with an eye to accountability. Policy makers
have to face the right incentives also as regards the electorate. A proper
assessment by the voters requires the computation of the right indica-

tors by independent bodies and their widespread use in the media.

With such a storyboard, there is a chance that the next edition of the

series of books about the recent history of public finance in Belgium will

look quite different from this one.
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1.
The European Context

EVOLVING GOVERNANCE INTHE EU:
FROM THE SGP TO HELL AND BACK?'

Guy Quaden, Jan Smets, and Geert Langenus?

On 1 January 1999, at the start of the so-called Stage Three of the
Economic and Monetary Union, eleven EU Member States took the
historic step of introducing a new common currency. The creation of
the euro was as much a political decision as an economic one: the adop-
tion of a common currency was considered to be a logical and neces-
sary step in the gradual process towards greater European integration.
Meanwhile, the euro has firmly established itself on the world stage, the
European Central Bank has successfully kept euro area inflation rates low
in accordance with its mandate, and six additional Member States — three
of which were until relatively recently part of countries that were located

behind the ‘Iron Curtain’ — have joined the monetary union.

From a purely economic point of view the move to a single currency
and a unified monetary policy for the euro area countries was not
entirely uncontroversial. First, it is widely recognised that the euro area
countries to some extent fell short of the theoretical benchmarks for an
optimum currency area. The relatively low degree of labour mobility

between countries and the lack of an important cyclical fiscal transfer
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system were thought to be significant weaknesses as this reduced the
area’s capacity to deal with asymmetric shocks and developments.
In such an environment, the flexibility of prices and labour markets
becomes all the more important (Ilzkovitz et al, 2007). Secondly, and
more generally, doubts were raised regarding the longevity of cur-
rency unions between different countries where only monetary policy
is fully centralised. It was feared that, given the heterogeneity of the
participating countries in particular, political conflicts could arise over
the economic policies that ought to be implemented. Around the turn
of the century, at least some observers were convinced that the euro
was an institutional adventure, boosted by the historic momentum,

which was doomed to fail because of the lack of political union.

At the same time, there was some moderate optimism in the early years
of the euro that participating economies would converge further and that
the criteria for optimum currency areas were to some extent endogenous:
euroland may not have been an optimum currency area at the start but
could become one over time (e.g. De Grauwe and Mongelli, 2005). In
addition, a common currency could in itself foster greater political inte-
gration. This was clearly the intention when the euro was introduced.
However, the common currency sailed into heavy seas when the sovereign
debt crisis hit Europe towards the end of the decade. Policy-makers have

recently resorted to highly exceptional measures to keep the ship afloat.

A key success factor for cross-border monetary unions is the absence
of externalities, i.e. the union’s capacity to avoid policies — and, in par-
ticular, irresponsible ones — in one participating country spilling over to
other participating countries or to the common monetary policy. In this
connection, an independent central bank and the ban on taking on debts
issued by other Member States (the so-called ‘no-bail-out’ clause), both
guaranteed in the Treaty on the Functioning of the European Union,
and cornerstones of the EMU architecture, are of the utmost impor-
tance. However, it was clear from the outset that, in the longer term,
the smooth functioning of the euro area would crucially depend on the
degree of economic convergence between the participating countries
and success in consolidating public finances. Diverging economic trends

across participating countries may complicate the identification of the
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appropriate monetary policy stance, while sizeable fiscal imbalances may
ultimately undermine the credibility of the commitment to low inflation

and raise inflation expectations.

In this article we review the developments in the governance framework
of the European Monetary Union. We argue that the euro area’s recent
problems are to a large extent rooted in both flaws in the initial design
of this framework and inadequate implementation of existing rules. The
failure to contain the externalities coming from unsustainable fiscal and
macroeconomic policies, in particular, has seriously threatened the sta-
bility of the euro area. As we will focus on governance and institutional
developments, we do not constrain ourselves to the 2000-2010 period but
also briefly comment on the changes in the EU governance framework
in the wake of the sovereign debt crisis even though most of them were
decided in 2011 and 2012.

The remainder of this article is organised as follows. In section T we ana-
lyse the implementation of the fiscal rules. Section 2 changes the focus to
macroeconomic trends and looks at the development of large imbalances
that preceded the sovereign debt crisis. The third section then zooms in
on the ongoing efforts to strengthen EU economic governance. Finally,
in the concluding remarks we draw some lessons from the mixed track

record of EU governance during the first decade of the euro.

l. ‘FISCAL FATIGUE’ AND THE
EROSION OF EU FISCAL RULES

[.I  The Stability and Growth Pact

The Maastricht Treaty on European Union already imposed some
degree of fiscal discipline on the prospective members of the monetary
union through the so-called Excessive Deficit Procedure. This defines
specific ceilings (of 3% and 60% of GDP respectively) for the deficit
and the debt ratio. However, these ceilings were not framed as ‘hard’
fiscal rules. In certain exceptional circumstances a deficit exceed-

ing 3% of GDP was not considered as ‘excessive’ if the deviation was
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limited and temporary, while the debt criterion was deemed to be sat-
isfied even if the debt ratio substantially exceeded 60% of GDP on the
condition that the ratio was sufficiently diminishing and approaching
this reference value at a satisfactory pace. In actual practice, that clause
was never made operational and the Excessive Deficit Procedure basi-
cally focused only on government deficit levels, even for countries that

entered the euro area with very high debt levels.

The Excessive Deficit Procedure included in the Maastricht Treaty was
not only one of the convergence criteria that prospective members of the
monetary union had to comply with but amounted to permanent con-
straints on the deficit and —in principle — debt levels of the euro area coun-
tries. Failure to comply with these rules would result in corrective action
(including financial sanctions). However, even before the actual introduc-
tion of the euro, it was felt that these fiscal rules provided insufficient guar-
antees for budget discipline in the monetary union. One of the concerns
related to the reconciliation of the operation of the automatic stabilisers
with a fixed deficit limit: if the deficit were to stay below 3% of GDP in bad
times, the budget targets in a neutral cyclical environment or in good times

should be significantly more ambitious than this nominal limit.

Protracted political negotiations to sharpen the budgetary rules finally
led to an agreement at the European Council in Dublin in December
1996 on a ‘Stability and Growth Pact’, which was adopted in 1997. The
Pact reaffirms the conviction that sound public finances are a precondi-
tion for stable economic growth in the monetary union. It comprises a
number of preventive and corrective procedures aimed at ensuring fiscal
discipline in the EU Member States.

The preventive part primarily consists of a rule for the deficit corrected
for the business cycle: the budgetary deficit was to be ‘close to balance or
in surplus’ over the medium term. This came to be interpreted as a ceil-
ing for cyclically-adjusted deficits of 0.5% of GDP and should guarantee
that, for normal business cycles, the nominal deficit stays below 3% of
GDP during economic downturns. In addition, detailed medium-term
programmes (stability programmes for the countries that have adopted

the euro, convergence programmes for the other EU Member States),
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which are updated annually, should specify how this medium-term tar-
get will be achieved. Finally, the European Commission should continu-
ously monitor public finance developments in the EU Member States
and propose to the Council that it should give an ‘early warning’ to

Member States where the risk of an excessive deficit exists.

The corrective part is based upon the Excessive Deficit Procedure and
confirms the deficit ceiling of 3% of GDP, as well as the sanctions for
non-compliance. The circumstances under which a deficit above 3% of
GDP is not considered to be excessive are clarified in particular as regards
the ‘exceptional’ nature of the deviation. This should stem from either
an unusual event outside the control of the Member State (e.g. a natural
disaster) or a severe economic downturn.® Once an excessive deficit is
identified, the Pact imposes a clear timeline with well-defined proce-
dural steps for its prompt correction — in principle not later than one year
after its identification — and for sanctions to kick in if this does not hap-
pen. The financial sanctions defined in the Pact in principle apply only
to euro area countries but other, not necessarily less dissuasive measures,
such as limiting the access to Cohesion Fund resources, can be taken

against other Member States.

Unlike the deficit limit, the aforementioned debt criterion was not made
more operational in the Pact. It was even explicitly indicated that financial
sanctions could be applied only in the event of non-compliance with the
deficit criterion, which seems to suggest that — at that time — policy-makers

were not primarily concerned with debt developments (Cabral, 2001).

While the EU fiscal framework was based upon (more or less) clear
rules, the assessment of compliance with those rules left a lot of room
for discretion. Any procedural step — from the identification of an exces-
sive deficit to the decision that a Member State has not taken effective

action in response to Ecofin Council recommendations and the actual

This was defined as a fall of real GDP by at least 2% even though the Member State could argue that
a less severe contraction was also ‘exceptional’ (and, hence, justified a deficit exceeding 3% of GDP)
taking into account the ‘abruptness of the downturn and the accumulated loss of output relative to
past trends’. However, there was an agreement not to use such arguments if real GDP did not post a
decline by at least 0.75%.
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imposition of financial sanctions — required the explicit adoption, by a
qualified majority in the Ecofin Council, of a recommendation by the
European Commission. As no specific guidelines restricted the Council’s
discretion in this respect, the implementation of the fiscal rules was par-
ticularly vulnerable to political pressures. A coalition of a small number
of important Member States could essentially block corrective steps pro-

posed by the Commission.

.2 Fiscal developments after euro adoption

As the rules of the Stability and Growth Pact came into effect from
1999, EU Member States had the obligation to further reduce remain-
ing structural deficits with a view to converging to a budgetary position
that was close to balance or in surplus. In reality, fiscal policy was loos-
ened in most EU Member States, immediately after the decision on the
first wave of euro adopters was taken. In many cases, the fiscal efforts
made to comply with the Maastricht convergence criteria were largely or
completely offset, as witnessed by the changes in the cyclically-adjusted
primary balances: only Portugal, Spain and Denmark (slightly) increased
their cyclically-adjusted primary balances in the first six years of the euro
area. The ‘fiscal fatigue’ observed after the adoption of the euro implied
that progress towards sound budgetary positions was very uneven. In
the first six years of the euro area cyclically-adjusted deficits widened in
more than half of the (then) 15 Member States and actually increased to
more than 3% of GDP in the largest EU economies (Germany, France,
the United Kingdom and Italy), as well as in Greece and Portugal. As
a result, the average public debt ratio declined only slightly in these 15

Member States and stayed above the 60% reference value.

Belgium was no exception to the general trend. While the country’s
admission in the euro area was based upon the understanding — if not
the actual commitment — that Belgium would maintain its primary sur-
plus over the medium term* at a high level of some 6% of GDP or more

with a view to speeding up the decline in the government debt ratio, the

4. This objective effectively pertained to the cyclically-adjusted primary surplus.
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structural primary surplus was in fact gradually reduced and even turned
into a significant deficit in 2009. This substantial fiscal loosening was due
to both cuts in particularly personal income taxes and social contribu-
tions and an expenditure growth that far outpaced that in trend GDP
(National Bank of Belgium, 2009).

Graph 1: ‘Fiscal fatigue’ in the early years of the euro (percentages of GDP)
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This general loss of fiscal discipline should be seen against the backdrop
of the increasing desire to relax the budgetary stance after several years
of ‘belt-tightening’ in the run-up to the introduction of the euro and to
use budgetary tools to enhance growth and employment. However, it
was facilitated by a number of elements. First, effective fiscal monitor-
ing was to some extent impeded by the unreliability of fiscal indicators.
A number of EU countries clearly misrepresented deficit and debt data
in their public finance statistics, with Greece being the most notorious

repeat offender. In addition, undue optimism regarding trend economic
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growth clouded the analysis of the fiscal policy stance at the turn of the
century. In this connection, real-time estimates of cyclically-adjusted
budget balances, that are — and should be — affected by projections of
future economic developments substantially underestimated the true size
of the structural fiscal deficits due to trend revision effects (Langenus,

2005).

Second, there was an obvious hiatus in the fiscal governance framework:
in the preventive part of the Pact, no precise limit was set on the length
of the transition period towards a budgetary position that was close to
balance or in surplus. In addition, the Pact lacked coercive instruments —
other than peer pressure — to make countries comply with the preventive

rules. Hence, these rules remained largely ineffective.

Third, policy-makers may have had reasonable doubts regarding the insti-
tutions’ and, in particular, the Council’s willingness actually to imple-
ment the fiscal rules and impose sanctions. If anything, these doubts were
only fuelled by the lack of'a forceful reaction to the first wave of excessive

deficits in the euro area.

.3 Erosion of the fiscal rules

Economic growth in the EU slowed down significantly after the turn of
the century, from an average annual rate of some 3.3% in the 1998-2000
period to only 1.5% in the three following years, and countries quickly
paid the price for their lack of compliance with the Pact’s preventive rules
as regards the reduction of remaining structural deficits. As early as 2001,
nominal deficits started to exceed the 3% of GDP limit again in certain
countries. The institutional response was rather tepid. The Excessive
Deficit Procedure was initiated, but the rules were gradually bent in
the direction of maximum leniency and the implementation never came

close to actual financial sanctions.

In the end it was the increasing disagreement, in the autumn of 2003,
between the European Commission and the Council over the procedures

to be taken against France and Germany that delivered the fatal blow to



The European Context 33

the original Stability and Growth Pact. The bone of contention was the
November 2003 Commission recommendation to give notice to France
and Germany after establishing that both countries had failed to take
effective action in response to Council recommendations to put an end
to the excessive deficit. Even though the recommendations were quite
reconciliatorys, they were flatly rejected by the Council. The European
Commission brought the case before the European Court of Justice but
the Court’s July 2004 ruling essentially confirmed the Council’s right to

reject Commission recommendations.®

Ultimately, the Pact was reformed in 2005. As regards the preventive
rules, the uniform ‘close-to-balance-or-in-surplus’ requirement was
replaced by country-specific medium-term objectives (MTOs), which
could be determined by the Member States themselves within certain
limits. These MTOs were to provide adequate safety margins with
respect to the 3% of GDP deficit limit (taking into account past output
volatility) and ensure rapid progress towards fiscal sustainability, as well
as allow for sufficient budgetary room for manoeuvre (in particular for
investment needs). In practice, the MTOs range from minor deficits’ to
small surpluses (as in the case of Belgium which targets a 0.5% of GDP
surplus, taking into account the high debt ratio and important ageing-
related spending increases in the following decades). In addition, the focus
shifted from merely cyclically-adjusted to structural budget balances as
both the MTO and the required convergence towards it were measured
in structural terms, i.e. excluding the cyclical component but, in prin-
ciple, also temporary measures and factors. A ‘benchmark’ adjustment
speed towards the MTO — an annual reduction of the structural deficit
by 0.5% of GDP — was defined (thereby confirming an earlier Eurogroup
agreement) but no sanctions were introduced to actually enforce conver-

gence to sound budgetary positions.

Far from proposing financial sanctions, the recommendations called only for larger fiscal efforts and
imposed increased reporting requirements. In addition, the deadline for correcting the excessive
deficit was pushed back to 2005, even though the procedures were initiated on the basis of excessive
deficits existing since 2002.

However, the actual Council conclusions of November 2003 were annulled on technical grounds
(including not respecting the Commission’s right of initiative when formulating new recommenda-
tions to Member States in an Excessive Deficit Procedure).

For euro area countries and Member States participating in ERM II, the MTO cannot be lower than
a 1% of GDP deficit.
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While certain changes to the preventive rules were welcome, the disci-
plining nature of the corrective procedures was further weakened in the
2005 reform. First, the definition of ‘exceptional circumstances’ under
which a deficit exceeding 3% of GDP is not considered as excessive
was widened considerably.® Second, the procedure for the correction of
excessive deficits was lengthened significantly (e.g. by the possibility of
defining longer deadlines, extending deadlines and even repeating pro-
cedural steps); the general principle that this should be done at the latest

one year after its identification was maintained only on paper.

All in all, the reform only institutionalised the lenient approach to fiscal
governance witnessed previously. More specifically, it moved the EU
fiscal governance further away from a strictly rules-based framework
and significantly widened the discretionary powers and the scope for
interpretation of the European Commission and the Council. While the
2005 reform was presented by policy-makers (including the European
Commission) as making the Pact more flexible and intelligent, European
central banks were typically much more sceptical and pointed to the risks
of fiscal imbalances for price stability (Clarke, 2005). At the time, Mervyn
King, the Governor of the Bank of England, was one of the more vocal
critics: “[tlhe finance ministers have driven a coach and horses through
the stability and growth pact... Whatever word you use to describe these

changes to the pact, it isn’t discipline”.”

After the 2005 reform of the Pact, public debt ratios and nominal deficits
initially declined, but this was mainly due to buoyant economic growth
in 2006 and 2007. However, under the new rules progress towards sound
budget positions remained very slow. As a result European countries
entered the Great Recession with relatively weak fiscal fundamentals.
The cyclically-adjusted deficit of both the EU and the euro area did not
fall significantly below 2% of GDP and shot up again in 2008.

Any negative growth and, possibly, a long period of low positive growth that is below the potential
rate could constitute an exception while the analysis of the excessive nature of the deficit is also
to take account of a wide range of ‘other relevant factors’.

Parliamentary hearing, 24 March 2005.
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2. THE BUILD-UP OF IMBALANCES AND
THE SOVEREIGN DEBT CRISIS

2.1 ‘Soft’ surveillance and diverging macroeconomic trends

In contrast to the fiscal governance framework, a much ‘softer’ coordi-
nation approach was chosen for broader economic policies. Countries
entered the euro area with very different economic fundamentals and,
unlike fiscal developments, macroeconomic policies in euro area coun-
tries were not constrained by specific area-wide rules. While stated com-
mon objectives often implied specific reform agendas, EU coordination

devices fell short of actually imposing these reforms.

The very ambitious Lisbon strategy is a case in point. It was set out
by the European Council in March 2000 and aimed at promoting pro-
ductivity, innovation and competitiveness, as well as modernising the
European social model, boosting employment and combating social
exclusion, with a view to turning the EU into ‘the most competitive and
dynamic knowledge-based economy in the world capable of sustainable
economic growth with more and better jobs and greater social cohe-
sion’. The Lisbon strategy was anchored to the traditional EU coordina-
tion mechanisms defined in the Treaty — the Broad Economic Policy
Guidelines and the Employment Guidelines — that were complemented
with a new intergovernmental Open Method of Coordination, in partic-
ular as regards social policies. However, these coordination devices were
of the ‘soft law’ type. While they provided benchmarks and promoted
best practices via detailed information exchange and peer pressure, there
was no actual legal obligation to modify national policies. Member States
remained competent for taking the appropriate measures to attune these

policies to area-wide objectives.

In such a setting progress in the area of structural reforms crucially
depends on national ownership of the EU policy agenda. However,
Ioannou et al (2008) argue that there may be strong resistance to struc-
tural reforms at the national level due to political economy considera-
tions, information asymmetries and the impact of pressure groups. In

the end, while some progress was made in specific areas, the quantitative
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targets of the Lisbon strategy were generally not met and existing weak-

nesses were not addressed.

The observed inertia in the further adjustment of the euro area econo-
mies to the requirements of a monetary union through structural reforms
provided an ideal breeding ground for structural macroeconomic imbal-
ances. In this connection, the different trends in competitiveness and
domestic demand between euro area countries are perhaps the most tell-

ing and important.

Graph 2: Balance of payments and developments in unit labour costs and domestic demand
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Greece, Ireland and Spain, while unit labour costs also increased more
than on average in the euro area, in Portugal and Italy. Buoyant domestic
demand was typically accompanied by strong growth of credit to house-
holds and burgeoning real estate markets. Growth in domestic demand
and labour costs was much more moderate in other euro area countries
including, in particular, Germany and Austria, where economic growth

relied to a greater extent on net exports.
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These diverging macroeconomic trends were reflected in the balance
of payments. The current account balance improved by more than 8%
of GDP in Germany and by some $% to 6% of GDP in Austria and the
Netherlands from 1998 to 2007. In the same period it worsened by more
than 6% of GDP in Ireland, by some 9% of GDP in Spain and even by
close to 14% of GDP in Greece. Obviously, this had a significant impact
on the international asset positions of the respective countries. By 2007,
net external debts in Spain and Portugal amounted to around 80% of
GDP and more than 90% of GDP, respectively, while Greek net external
debt even significantly exceeded GDP.

In Belgium growth in labour costs and domestic demand remained
close to the euro area averages. The significant current account surplus
declined only marginally in the pre-crisis period and, in particular due
to private-sector saving, the Belgian international net asset position was

among the highest in the euro area in 2007.

Graph 3: Net international asset positions prior to the Great Recession (percentages of GDP, end of 2007)
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While financial flows between countries of a currency union such as
those witnessed after the introduction of the euro are not necessarily a
problem in itself, their persistence can be a cause for concern. This may
indicate that the adjustment mechanisms in the form of price and wage
flexibility are not functioning properly. In addition, it complicates the
definition of the appropriate ‘one-size-fits-all’ monetary policy stance.
In this connection, policy analysis based upon standard Taylor rules,
for instance, tends to suggest that common ECB monetary policy has
been quite closely attuned to the needs of Germany and other ‘northern’
countries, but was insufficiently constraining in the 1999-2007 period
for countries such as Greece, Spain, Portugal and Ireland (e.g. Nechio,
2011), where the common monetary policy was accompanied by dif-
ferent national macroeconomic or macroprudential policy choices: in
particular, the excessive credit expansion was insufficiently restrained by
national authorities. Finally, and in retrospect most importantly, persis-
tent one-way financial flows make debtor countries more vulnerable to
changes in financial conditions and expose them, in particular, to risks of

‘sudden stops’ in international financing.

2.2 Financial market pressures:
too late and with contagion effects

Some observers initially believed that financial market pressures would
make up for the inadequate enforcement of fiscal rules and the absence
of effective macroeconomic policy coordination. At the end of the day
markets would rein in unsustainable fiscal and macroeconomic devel-
opments. In reality, spreads on government bonds strongly declined
in the run-up to the introduction of the euro and remained negligible
throughout the whole period up to 2007. Very different policies did
not translate into significant differences in risk premia and govern-
ment funding costs: financial markets brushed aside all financial risks
from unsustainable policies (or had doubts about the credibility of the
‘no-bail-out’ clause of the Treaty).
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Graph 4:(Belated) Financial market pressures (spreads on 10-year government bonds compared to the
German Bund, daily data, basis points)
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However, the financial crisis gave rise to a renewed sharper risk assess-
ment of both private and public indebtedness and, finally, turned into
a sovereign debt crisis. Against the background of the financial crisis
in the last years of the decade, the general repricing of sovereign risks
quickly caused government bond yields in euro area countries to diverge
strongly. While the return on German government bonds, which were
considered as a safe haven, fell, funding costs for certain other govern-
ments sharply increased. For Greece, Ireland and Portugal, both spreads
and yields rose even above the levels seen in the early 1990s (when they

were also reflecting exchange rate risks). In the end, official funding in
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the context of international financial assistance programmes became the

only viable option for meeting financing requirements.

Apart from the fact that market forces did not exert a disciplining influ-
ence in a more gradual and timely manner, the sovereign debt crisis
has also rekindled interest in the basic reason for effective rules in a
monetary union, 1.e. the avoidance of externalities across participat-
ing countries. While, by and large, borrowing costs generally appear to
have risen more for countries that have followed more expansive poli-
cies and/or relied to a greater extent on external financing, co-move-
ments in sovereign bond markets raise the question whether a higher
spread in one euro area country can spill over to other euro area coun-
tries. A number of recent studies including Favero and Missale (2012)
and Boeckx and Dewachter (2012) find evidence of such ‘contagion’
effects. The presence of these externalities in government bond yield
dynamics is crucially important for the EMU architecture as they sug-
gest that market reactions, in addition to not being a viable alternative
for effective rules, actually make such rules all the more necessary for

the smooth functioning of monetary union.

2.3 Afiscal landslide from 2008 onwards

In the 2008-2010 period European public finances worsened substantially.
The average euro area and EU government deficit widened to more than
6% of GDP —1i.e. twice the reference level for excessive deficits — in 2010
while, in the space of three years, public debt ratios ratcheted up by close
to 20 percentage points on average. Several factors contributed to this

fiscal slippage, unseen since the introduction of the euro.

First, government budgets and debt ratios obviously suffered the impact of
the very important recession that followed from the banking and financial
crisis and, on average, shaved more than 4% off European GDPs in 2009.
On the basis of the cyclical adjustment method that is used by the European
Commission for the implementation of the EU fiscal rules, nearly half of
the increase in euro area and EU deficits would be due to a worsening of

the cyclical component. It should be stressed that in a number of countries
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Graph 5: Deficit and debt developments in the 2008-2010 period (percentages of GDP)
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(including those where government revenue relies to a relatively larger
extent on real estate transactions) actual cyclicality in government budgets
is significantly more important than is suggested by the elasticities used in
cyclical adjustment methods (Morris et al, 2009). The budgetary impact of
asset price cycles, in particular, is not picked up by the conventional cycli-
cal adjustment approaches (Morris and Schuknecht, 2007). Other than the
aforementioned trend revision effect, this 1s another reason why cyclically-
adjusted budget balances should be interpreted with caution and, in some

cases, may provide a false sense of security.

Second, in addition to the automatic cyclical impact, governments
actively pursued countercyclical policies, largely in the context of the
European Economic Recovery Plan (EERP). This was a common frame-
work, designed by the European Commission, to boost demand with a
budgetary stimulus of 1.5% of GDP. Similar stimulus programmes were
implemented in other large economies, including the US and China.

This fiscal reaction may have prevented the recession from turning into
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a depression similar to the one in the 1930s. While there is some evi-
dence that certain measures have indeed limited the fall in real GDP in
a number of countries (e.g. Hamburg et al., 2010), they have also further
worsened government finances: cyclically-adjusted deficits widened by
more than 3% of GDP in both the EU and the euro area.™

Finally, many governments took sizeable measures to support ailing
financial institutions in the context of the financial crisis. Apart from
very important capital transfers in Ireland in 2010, the direct impact of
these support measures on government budgets was on average quite lim-
ited. Financial sector support mostly amounted to the transfer of (often
impaired) assets to government balance sheets. This increased euro area
government debt ratios by more than $% of GDP. In addition, govern-
ments also provided massive guarantees of various sorts to financial insti-
tutions. According to harmonised Eurostat data these contingent liabilities
amounted to some 6.5% of the euro area GDP at the end of 2010 but were
larger for certain individual countries. In Belgium outstanding contingent
liabilities due to financial sector support were as high as 16% of GDP, a
figure that had risen to close to 20% of GDP by the end of 2011, taking

into account new guarantees given, in particular to Dexia, in that year.

3. GENERAL OVERHAUL OF THE EVU
GOVERNANCE FRAMEWORK

3.1 Exceptional measures in exceptional times

The aforementioned liquidity problems for some euro area countries
faced with skyrocketing funding costs forced EU policy-makers rapidly
to elaborate a crisis response strategy in the course of 2010. In part due
to the speed of the events this was initially characterised by an ad hoc
approach. The first financial assistance scheme, for Greece in May 2010,
took the form of a set of three-year bilateral loans from the other euro

area countries amounting to some 80 bn EUR, in addition to a 30 bn

10. The extraordinary magnitude of the financial sector support in Ireland in 2010 affected the euro area
and EU aggregates: it accounted for around 0.3% of the (nominal and cyclically-adjusted) change in
the euro area government deficit from 2007 to 2010.
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EUR intervention by the IMF. Then a temporary financial assistance
mechanism was created through the European Financial Stability Facility
(which issues its own loans guaranteed by euro area countries, initially
for a maximum amount of 440 bn EUR) and, to a much lesser extent, the
European Financial Stabilisation Mechanism (which is financed by loans
issued by the European Commission up to 60 bn EUR). Both Ireland
(November 2010) and Portugal (May 2011) received financial assistance
from these funds, for seven and three years respectively. In March 2012,
a second financial assistance programme for Greece, this time including
private-sector involvement, was also approved. All of these financial assis-
tance programmes are conditional on the debtor countries implement-
ing in-depth macroeconomic reforms and fiscal consolidation. Finally,
agreement was reached in July 2011 on a permanent crisis resolution
mechanism, the European Stability Mechanism (ESM), which would
replace the temporary facilities. Initially, it was planned that the ESM
would be operational from July 2013 onwards, but this was later brought
forward to July 2012 and the effectiveness of the resolution mechanism
was enhanced (including by increasing the EFSF/ESM maximum loan
capacity). Most recently, an agreement in principle was reached in June
2012 to make available a 100 bn euro EFSF/ESM credit line to recapital-

ise certain Spanish financial institutions.

At the same time several ‘non-standard’ measures were also taken by
the monetary authorities. These measures included more ample liquid-
ity provision in various ways, a programme to buy systemically impor-
tant covered bonds, the relaxation of collateral requirements and even
outright sovereign bond purchases on secondary markets that were
deemed to be ‘dysfunctional’ in the context of the Securities Markets
Programme. Most recently, in December 2011 and February 2012, the
ECB conducted two three-year refinancing operations to provide liquid-
ity to financial institutions for a longer period with the aim of avoiding a

disorderly deleveraging of banks’ balance sheets.

It seems fair to say that, until relatively recently, the financial assistance
schemes for euro area countries were unthinkable. Providing financial
assistance to other euro area countries to avert default would also seem to

be at odds with the spirit of the ‘no-bail-out’ provision in art. 125 of the
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Treaty on the Functioning of the European Union. Therefore, it is cru-
cially important and well understood that such measures should remain
exceptional and serve only to provide the necessary breathing space to
carry out fiscal and macroeconomic adjustments that have not been
prompted in a more gradual manner by market forces. The conditional-
ity of these financial assistance schemes is key: the economic adjustment
targeted in the programmes should reduce imbalances, raise potential
growth and restore the capacity of debtor countries to repay loans. The
implementation of these adjustment programmes is to be monitored
closely and programmes should be modified it initial choices do not lead

to the desired outcome.

The logic behind the non-standard monetary policy measures is very
different. While some of them may also reduce the financial pressure
on heavily indebted governments — either directly in the case of the
Securities Market Programme or indirectly through so-called carry-trade
with financial institutions using ample liquidity in part to buy govern-
ment bonds -, this is not their purpose. All these measures are generally
aimed at removing impediments to the effective transmission of mon-
etary policy and, hence, supporting bank funding and maintaining the
regular low of bank credit to the private sector. Clearly, there is a degree
of judgement involved in the assessment of the effectiveness of monetary
transmission and, in particular, the ‘dysfunctional’ nature of certain sov-
ereign bond markets. Such judgment inevitably comes with risks (Trichet,
2010). Regular evaluation of the impact of these measures is therefore
necessary. The Eurosystem should, in particular, be mindful of the risk

that economic agents may come to depend on these exceptional measures.

3.2 The new regulatory framework

Apart from the crisis resolution measures, EU policy-makers have taken
significant steps to strengthen the governance framework. Since March
2010, when a specific taskforce chaired by the President of the European
Council, Herman Van Rompuy, was commissioned to present proposals
to strengthen EU fiscal rules and economic governance, a broad range of

new rules and surveillance instruments has been agreed upon or is in the
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Table 1: Overview of the new EU governance framework
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SIX PACK

TSCG!

TWO PACK

What?

Who?

Starting date

Contents

5 EU Regulations and
1 EU Directive

EU-27 (with some
distinction made between
euro area and other
countries)

13 December 2011

- broader and enhanced
fiscal policy surveil-
lance (incl. operational
debt criterion and ex-
penditure rule)

- wider macroeconomic
surveillance (incl. cor-
rective procedures)

- new decision-making
procedures

- minimum requirements
for national budget
frameworks

International treaty

EU-25 (excl. UK and CZ)

upon ratification by
at least 12 euro area
countries

- limits on structural
deficits, preferably laid
down in the constitu-
tion

- obligation for euro area
countries to accept EDP
recommendations from
the EC in principle?

- role for the European
Court of Justice

- greater macroeconomic
coordination

2 EU Regulations

euro area countries

target date: summer
2012 (after the ‘tria-
logue’)

- further-reaching fiscal
policy surveillance and
coordination in the
euro area

independent national
institutions oversee
compliance with fiscal
rules

precise schedule for
annual budgets and

prior examination by
the EC

stronger surveillance
regime for coun-
tries with “financial
problems’ (automatic
upon receipt of the
assistance)

' Treaty on Stability, Coordination and Governance in the EU. The fiscal matters covered in this Treaty are
often referred to as the ‘Fiscal Compact’.

2 The euro area countries commit themselves to always accepting an EC recommendation as regards the
existence of an excessive deficit unless there is a qualified majority against this recommendation (reverse

qualified majority rule).
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process of being introduced. The new rules regarding fiscal and macro-
economic surveillance that are included in the five EU Regulations that,
together with the Directive on the requirements for budgetary frameworks
of the Member States, are commonly known as the ‘Six Pack’, entered into
force as early as in December 2011. In March 2012, 25 EU Member States
signed the Treaty on Stability, Coordination and Governance in the EU
which includes the so-called ‘fiscal compact’ that further enhances fiscal
governance. Finally, two additional EU Regulations, the so-called Two
Pack, that were proposed by the European Commission in November
2011 and would further strengthen fiscal policy surveillance for euro area
countries were still under discussion at the time of writing. Rather then
describing all these new rules in detail, we review the main trends in the

new regulatory framework in this section.

First, the ‘soft’ coordination approach for macroeconomic policies is
clearly abandoned and the EU regulatory framework is broadened to
macroeconomic developments. As for the fiscal rules, the macroeco-
nomic surveillance framework includes both preventive and correc-
tive procedures. The former are anchored to a scoreboard of a broad
range of ten economic indicators (such as the current account balance,
unit labour costs, the international net asset position and private-sec-
tor credit growth), an alert mechanism based upon threshold values"”
for each indicator that may point to internal or external imbalances, as
well as expert judgement in the form of reports and in-depth reviews
by the European Commission. The corrective Excessive Imbalance
Procedure is activated when an excessive imbalance is deemed to exist.
It requires the Member State concerned to design and implement a
corrective action plan and, in the case of non-compliance by euro
area countries, includes financial sanctions that range from an interest-

bearing deposit to a fine of 0.1% of GDP.

Second, the fiscal rules are extended. As regards the preventive procedures

of the Stability and Growth Pact, the assessment of the progress towards

11. For certain indicators symmetric threshold values are defined, implying that, in principle, very high
or very low levels could require corrective action. However, it should be stressed that the nature of
this assessment is rather limited and e.g. the European Parliament advocated a more symmetric ap-
proach.
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the medium-term objective will now also be based upon compliance
with a new expenditure rule that is anchored to prudent estimates of
trend economic growth. With respect to the corrective procedures, the
debt rule of the Excessive Deficit Procedure is made more operational by
defining a benchmark annual reduction, for debt ratios exceeding 60%,

of 1/20™ of the difference from this reference value.

Third, more attention is paid to the national ‘ownership’ of EU fiscal
rules and procedures. The latter should be fully reflected in the national
legislative framework. To this end, minimum standards are defined,
in the aforementioned Directive but also in the fiscal compact and the
Two Pack, for several key aspects of national budget frameworks. These
range from numerical fiscal rules (including a restriction on the struc-
tural deficit that, in accordance with the fiscal compact, should prefer-
ably be included in the Constitution) to medium-term budget planning
and unbiased macroeconomic and budgetary projections, as well as inde-

pendent fiscal councils, as referred to in the Two Pack.

Fourth, a number of procedural changes aim at a more effective enforce-
ment of the rules. Via a new reverse qualified majority voting procedure,
for instance, it would become more difficult for the Council to reject
European Commission proposals to impose financial sanctions in the
framework of both the Excessive Deficit and the Excessive Imbalance
Procedure. In addition, a sanction is now also in place for non-compliance
with the preventive rules of the Stability and Growth Pact. However,
these procedural changes do not amount to far greater automaticity but
modify the balance between the Council and the European Commission

with respect to decision-making responsibilities.

Finally, several measures aim at improving the reliability and useful-
ness of government finance statistics. In this connection, Eurostat’s pow-
ers to verify the quality of statistical data were extended considerably
in July 2010, and now include the ability to conduct actual audit mis-
sions to Member States. Moreover, the Six Pack makes it possible for the
Council, acting on a recommendation by the European Commission, to
impose a fine of up to 0.2% of GDP when a Member State misrepresents

deficit and debt data, either intentionally or by serious negligence.
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CONCLUSION

The sovereign debt crisis has shaken the foundations of the Economic
and Monetary Union in Europe and continues to threaten its stability.
Looking back on the first decade of the euro area, as we do in this article,
one inevitably comes to the conclusion that, while it was triggered by the
preceding financial crisis and the Great Recession, it is deeply rooted in
governance failures. Sound fiscal rules to reduce budgetary imbalances
that existed at the start of the euro area were not adequately enforced,
and neither the soft EU coordination approach nor market forces fostered

the required macroeconomic convergence.

Unlike the 2005 reform of the Stability and Growth Pact, the recent
and continuing modifications to the EU governance framework clearly
constitute a step in the right direction. However, these reforms gener-
ally amount to an extension of the rules-based framework, rather than
greater automaticity in the implementation of these rules or stronger
institutional integration, even though certain elements in the two-pack™,
in particular, can be interpreted as embryonic features of the latter model.
This approach has certain drawbacks. Greater complexity of the rules
may make them more difficult to implement. More importantly, in the
absence of more automatic procedures, effective enforcement remains

vulnerable to political pressures.

Time will tell whether the early years of the euro have truly been form-
ative and the character of the monetary union has been strengthened
by hardship. In our view, four issues will be key to more effective gov-
ernance. First, community institutions should apply the new rules in
a rigorous manner and treat all countries equally. Second, any gov-
ernance framework needs reliable real-time indicators to be effective.
Determined efforts should be made to verify the quality of statistical
data and close statistical surveillance should extend to implicit liabilities

12. At the time of writing the two draft Regulations included, for instance, an ex ante assessment of
euro area countries’ annual budgets by the European Commission, as well as the provision that this
institution shall provide ‘technical assistance’ to euro area countries which experience serious dif-
ficulties with respect to their financial stability and fail to implement a macroeconomic adjustment
programme correctly.
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of governments and quasi-fiscal activities. In addition, more analyti-
cal work is needed to improve the assessment of structural budget bal-
ances. Third, responsible fiscal policies should be viewed as a matter
of common interest. In this connection, countries should converge to
their MTOs and carefully assess whether they truly correspond to sound
budgetary positions, in particular in an environment where ageing-
related spending increases slowly start to materialise. Finally, it is clear
that imbalances outside the purely fiscal sphere may be equally damag-
ing to the smooth functioning of monetary union. The euro will not
be out of the woods as long as systemic risks coming from the finan-
cial sector are not contained and macroeconomic trends continue to
diverge strongly. As regards the first issue, a well-functioning EMU
clearly implies stronger banking supervision and resolution mechanisms
at the European level. With respect to the latter issue, deeper structural
reforms, addressing weaknesses in the labour and product markets and
competitiveness problems, are still required in most euro area countries.
More generally, fiscal consolidation needs to be supported by a clear
and comprehensive growth agenda: in this connection the objective of
enhancing potential growth should, for instance, also be reflected in the

specific composition of government budgets.

Finally, one may recall the initial intention when the euro was intro-
duced: greater monetary integration should at some point be followed by
greater political integration in order to strengthen the foundations of the
common currency and guarantee its stability. The common European
destiny of all members is best reflected by further integration based on
both the individual responsibility of participating countries and solidar-

ity between them.
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2.
Overview
MAIN DEVELOPMENTS IN PUBLIC FINANCE

Maud Nautet and Luc Van Meensel !

INTRODUCTION

The purpose of this chapter is to give a brief overview of the main devel-
opments in Belgian public finances during the 2000-2010 period. It does
not aim to provide detailed explanations on the subject, but to establish a
general context. It is based on the statistics presented in the annex, up to
date at the end of June 2012. The other chapters in this publication will
go into more detail on the key facts concerning public finances during

the period analysed.

The first section focuses on the budget balance and the public debt. The
second describes the main changes concerning public revenues. Next
come some comments on primary expenditure. The fourth section offers
a very succinct account of debt management. The last section briefly
describes the developments relating to the budget balances of each sub-

sector for the period analysed. Finally, a set of conclusions is drawn.

1. Maud Nautet is a member of the Public Finance Division of the Research Department at the National
Bank of Belgium. Luc Van Meensel is Head of the Public Finance Division of the Research Depart-
ment at the National Bank of Belgium.
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l. GENERAL GOVERNMENT BUDGET
BALANCE AND DEBT

] Overall balance

In 2000, the general government budget was in balance for the first time
in decades, and the primary balance exhibited a large surplus of 6.5 % of
GDP. That situation suggested an extremely promising outlook for pub-
lic finances in the future. The April 2000 report by the Federal Planning
Bureau embodies this optimism, projecting a budget surplus that would
expand in future years>. With no change of policy, the institute then esti-
mated the surplus at 2.4 % of GDP for 2005. In this context, the federal
government of the day made plans to reduce the tax burden on labour,
to provide for additional expenditure on some items, to refinance the
Communities and to gradually build up budget surpluses. Those sur-
pluses were to be set aside in the Ageing Fund and would cater for the
expected rise in expenditure on pensions due to the population ageing

which would have an impact primarily from 2010 onwards.

This balanced budget was the outcome of many years of fiscal rigour,
divided into two phases. The first phase started with the ‘economic
recovery policy’, implemented from 1982 onwards. At that time, an aus-
terity policy had become indispensable on account of the ballooning
deficit during the 1970s. In 1981, the budget deficit even reached a peak
at 15.5 % of GDP according to the actual public finance statistics. During
the 1990s, in the run-up to monetary union, a second consolidation
phase was implemented in order to satisty the Maastricht criteria. Due
to the substantial budgetary efforts made, Belgium was among the first

wave of countries to adopt the euro.

From 2000 to the outbreak of the financial and economic crisis that dom-

inated the end of the 2000-2010 decade, the budget remained in balance

2. Federal Planning Bureau (2000), Economic outlook 2000-2005, April.
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Chart 1: Total revenue, total expenditure and budget balance of general government
(% of GDP)
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overalB. However, the primary balance, which had recorded a sizeable
surplus in the initial years of the decade, declined steadily over the years,
reflecting an easing of fiscal policy after the start of monetary union.
That trend was not confined to Belgium; relaxation of budget discipline
connected with what is sometimes called ‘post-Maastricht fatigue’ was

seen in almost all the euro area countries.

During this period, however, the deterioration in the primary balance
was offset by falling interest charges, so that the overall fiscal balance was
maintained. This was the outcome of the steady decline in the implicit
interest rate on the public debt throughout that period, combined with
the reduction in the debt ratio up to 2008. Thus, between 2000 and 2010,
interest charges fell from 6.6 to 3.4 % of GDP.

Chart 2: General government budget balances
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1 According to the ESCB methodology.

3. Note that in 2005 an exceptional item caused a serious deterioration in the Belgian overall balance:
the reorganisation of the SNCB group and the assumption of a large part of its debt by the Railway
Infrastructure Fund led to a large transfer of capital from the general government sector to the non-
financial corporations sector.
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The financial crisis and subsequent severe recession in 2008-2009 seri-
ously derailed the government accounts. While the overall budget had
in practice been in balance throughout the years from 2000 to 2007, in
a favourable economic context, it deteriorated sharply in the following
years. In 2009, Belgian public finances recorded a deficit of 5.6 % of
GDP, or almost double the threshold beyond which a country is in an
excessive public deficit situation according to the current European fiscal
rules. The borrowing requirement then reached a level not seen since the
early 1990s. In 2010, the budgetary balance improved, but still showed
a substantial deficit. Indeed, Belgium ended the decade with a deficit of
3.8 % of GDP.

The sharp deterioration in budget outcomes from 2008 onwards hap-
pened throughout the euro area. The general government budget bal-
ance in the euro area deteriorated from a deficit of 0.7 % of GDP in 2007
to deficits of respectively 6.4 and 6.2 % of GDP in 2009 and 20r10.

Chart 3: Consolidated gross debt and overall balance of general government
(% of GDP)
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.2 General government debt

The change in the general government debt ratio reflects to a large
extent the general government budget balances. Thanks to the auster-
ity policy initiated in 1982, the Belgian budget deficit began to recede.
At first, that was not enough to halt the snowball effect on the public
debt. Thus, the overall debt of general government continued to rise
until 1993, when it peaked at 133.9 % of GDP. Thereafter, the debt
declined steadily to reach 84 % of GDP in 2007. However, that was
still a very long way from the European target debt ratio of 60 % of

GDP. It was also well above the euro area average.

The reduction in the Belgian debt ratio ended with the eruption of the
financial and economic crisis at the end of the decade. In 2008, the debt had
risen owing to public intervention in a number of financial institutions. In
2009, when the deficit had increased and GDP had fallen, the surge was
amplified. At the end of 2010, the public debt thus reached 95.9 % of GDP.

However, the expansion of Belgian debt was more moderate than the
rise seen in the euro area, so that the gap between the Belgian debt ratio
and that of the euro area became narrower. That gap, which still stood

at 39 % of GDP in 2000, shrank to 18 % in 2007 and then 10 % in 2010.

Chart 4: Consolidated gross debt of general government
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2. REVENUE

Between 2000 and 2010 there was a very slight fall in public revenues
expressed as a percentage of GDP. However, this virtually stable position
contrasts with the upward trend seen from the early 1970s: over the 1970-
2000 period public revenues increased from 38.1 % of GDP to 49.0 %.
They subsided thereafter to 48.8 % of GDP in 20r10.

In the early 2000s, various measures were taken to reduce the tax burden
on labour in Belgium, which is very high compared to the European
average. To that end, personal income tax was reformed and social secu-
rity contributions were reduced. The aim of these reforms was to boost
employment, particularly for certain categories of workers such as the
low paid, the young, and older workers. These measures were phased in
and their effects were felt over several years. Corporate income tax was
also reformed with the lowering of the statutory tax rate, the broadening

of the tax base and the introduction of the risk capital allowance.

Chart 5: Total revenue and fiscal and parafiscal revenue
(% of GDP)
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At the same time, during the 2000-2010 period, the government took
measures to generate additional revenues. It raised certain consumption
taxes, such as the tax on tobacco and mineral oils, and other levies on
several occasions. The government also tried to step up the battle against

tax evasion and improve the collection of revenue.

The government also benefited from one-off measures, as in 2003, when
the federal government received a capital transfer from Belgacom on its
taking over the company’s pension obligations. From 2009, non-fiscal
and non-parafiscal revenues were swollen by payments from financial

institutions which had received State support during the crisis.

In international terms, from 2000 to 2010 Belgian public revenues as a
percentage of GDP remained well above the euro area average, owing to
the high ratio of taxes and parafiscal levies in Belgium, especially those

on labour income.

3. PRIMARY EXPENDITURE

In 2000, primary expenditure amounted to 42.5 % of GDP. That was
achieved by the stringent policy introduced in the early 1980s as primary
expenditure had grown dramatically between 1970 and 1980. Draconian
consolidation measures were then implemented to reduce its level.
During the 1990s, primary expenditure remained more or less stable as a
percentage of GDP. During the 2000s, the primary expenditure growth
rate accelerated again. This development, seen in the euro area as well as
in Belgium, bears witness to an easing of fiscal policy at the start of the
decade.
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Chart 6: Primary expenditure
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From 2008, the financial and economic crisis triggered a dramatic
increase in Belgium’s spending ratio. While primary expenditure as a
percentage of GDP had risen fairly slowly from 2000 to 2007, it then
increased sharply. Also in most other euro area countries, the finan-
cial and economic crisis led to a sharp increase in the spending ratio.
The crisis drove up expenditure on unemployment benefit, while the
contraction of GDP automatically increased the variables expressed as

percentages of GDP.

At the end of the decade in 2010, the ratio of primary expenditure to
GDP had consequently risen to 49.3 % of GDP, a good 6.8 per cent
higher than in 2000. It thus reached its highest level since the early 1980s.
In the decade from 2000 to 2010, virtually all expenditure categories

outpaced the growth of economic activity.
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Chart 7: Primary expenditure by category
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Expenditure on welfare benefits, representing around half of primary
expenditure, was a key factor in the expansion of primary expendi-
ture between 2000 and 20710. It contributed 3.7 per cent of GDP to the
increase in expenditure. Health care spending recorded a very steep rise,
growing by 3.6 % in real terms annually. But pensions, which felt the first
impact of population ageing at the end of the decade, also increased sig-
nificantly. Among the other social benefits, there was also a large increase

in invalidity benefits.

The remuneration of general government sector personnel, which accounts
for a quarter of primary expenditure, also made a major contribution to
the growth of that expenditure. Indeed, this expenditure item increased
by 1.1 per cent of GDP between 2000 and 2010. This rise is due partly
to the expansion of public sector employment. During the 2000-2010
period, the number of public sector jobs increased by more than 13 %,

significantly outpacing the 9 % growth in total national employment.
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The last quarter of primary expenditure, consisting of intermedi-
ate consumption expenditure, capital expenditure, subsidies paid to
enterprises, transfers to the rest of the world and other transfers, and
miscellaneous current taxes, contributed 2 per cent of GDP to the
increase in expenditure. This was to a large extent due to subsidies
paid to enterprises. Their growth was due partly to the reductions in
withholding tax on earned incomes — which are recorded as subsi-
dies to enterprises in accordance with the ESAgs — and partly to the
increasing success of the service voucher system introduced in 2003.
The rise in other current transfers to non-profit-making institutions,
the European Union and the rest of the world also contributed to the

rise in primary expenditure expressed as a percentage of GDP.

The whole of the increase in the spending ratio during the 2000-2010
period originates from current spending, as capital expenditure was
down slightly. In this respect, it should be noted that investment
expenditure is greatly influenced by the impact of the local government
election cycle: it tends to increase before elections and diminish there-
after. Hence, investment expenditure reached a relatively high level at
the start of the decade, as local elections took place in 2000. However,
it is quite remarkable that the expansionary fiscal policy that charac-
terises the 2000-2010 decade did not relate to investment expenditure,
although this expenditure item is considered as productive and benefi-

cial for supporting economic growth.

4. DEBT MANAGEMENT

Since the introduction of the euro Belgian debt has become increasingly
internationalised. However, there has been a slight reversal in that trend
since 2008, as the crisis led foreign investors to be a little more wary of

Belgian public debt.
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Chart 8: Consolidated gross debt by holder
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Regarding the breakdown of the debt between short-term and long-
term, there has been a decline in the proportion of short-term debt since
the early 1990s. Thus, in 1990, 30 % of debt consisted of short-term debt,
compared to 10 % in 2005. However, at the time of the 2008 financial
crisis, the government made greater use of short-term borrowing to cater
for unexpected, substantial liquidity needs. The share of short-term debt

then increased to 18 % before stabilising at 15 % in 2009 and 2070.

5. BUDGET BALANCE OF THE SUBSECTORS

During the 2000-2010 period, the accounts of the general government

subsectors showed a divergent picture.

The deterioration in the Belgian government budget balance at the end
of the decade is attributable mainly to the federal government. The fed-
eral government deficit increased from 0.4 % of GDP in 2000 to 3 % of
GDP in 2010. A principal reason is the strong growth of transfers of tax
revenues from the federal government to the other subsectors during the

period, increasing by 2.6 per cent of GDP between 2000 and 2010.
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Chart 9: Budget balance of the general government subsectors
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Those transfers went mainly to the social security sector, which was
therefore able to maintain a balanced budget, despite the growth in
expenditure on health care, pensions and other welfare benefits, and

spending on the service voucher system and the activation programmes.

The Communities and Regions registered a small budget surplus in
2000, but ended the decade with a deficit of 0.7 % of GDP.

Finally, the local authority balance in the 2000-2010 period was con-

verted from a small deficit to budget equilibrium.
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CONCLUSION

Belgian public finances began the 2000-2010 decade in a very good posi-
tion, as the year 2000 ended with a balanced budget. Furthermore, the
expectation was that the ensuing years would see the creation of margins
which could be used gradually to build up budget surpluses. This would
make it possible to bring down the public debt steadily and it would
allow the increase in expenditure on pensions and health care, expected

from 2010 onwards, to be funded.

This scenario did not come true: quite the contrary. In the last two
years of the decade Belgium recorded large budget deficits, putting it
in an excessive public deficit situation according to the European rules.
Moreover, the gradual decline in the debt ratio came to an abrupt halt in
2008, and the ratio increased sharply at the end of the decade.

Two factors lie behind these adverse developments. First, Belgian public
finances — like those of almost all other European countries — were hard
hit by the financial and economic crisis that dominated the end of the
decade. Secondly, the high primary surplus recorded at the start of the
decade declined steadily, and had disappeared completely by the end of
the decade, as a result of an expansionary fiscal policy. In almost every
year, the primary expenditure of general government grew faster than
GDP. As a result, the ratio of government expenditure to GDP rose to a
historically high level at the end of the decade.

The adverse position of Belgium’s public finances at the end of the 2000-
2010 decade of course forms the starting point for the new decade. The
challenges for this new decade are therefore immense. It is again neces-
sary to eliminate the budget deficit and safeguard the long-term sustain-
ability of public finances, taking into account the impact of population
ageing in the coming years. The attainment of these goals will require
a substantial consolidation effort, as well as measures to promote the

growth of economic activity.
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EXECUTIVE SUMMARY

The 2000-2010 decade got off to a most auspicious start from a budget-
ary point of view. The Belgian public budget deficit had almost disap-
peared at the end of the 9os and the economic outlook was optimistic
for the coming years, based on the expected dynamics of the “new
economy’’ technological paradigm. In that context, the medium-term
projections by the Federal Planning Bureau (FPB) in 1999 and 2000,
under unchanged policy assumptions, forecast the gradual emergence of
substantive fiscal surpluses and, as a result, significant fiscal margins for

expansionary policies.

At the beginning of the decade, the fiscal policy framework was thus
adopted on a dual basis: a) a policy of long-term sustainability geared
towards the pre-funding of the future costs of ageing through the accu-
mulation of budget surpluses in an ‘Ageing Fund’; b) a medium-term
expansionary orientation mainly targeted to support employment and
reduce the tax burden, this within margins consistent with the sustain-

ability policy.

Reginald Savage is General Advisor at the Federal Public Service (FPS) Finance (Research Depart-
ment) and Professor at the UCL. He is member of the Secretariat of the High Council of Finance.
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The slowdown in economic activity at the beginning of the 2000s fol-
lowing the collapse of the dot-com bubble and the 11/9 attacks seri-
ously damaged the economic outlook. The cumulated loss of growth in
2001-2003, combined with the expansionary structural measures decided
by the new federal government in its overoptimistic view, undermined
the growing budget surplus targets. Deficits were prevented through

recourse to one-shot measures (especially in 2003-2004).

During the following term of office (2004-2007), the economic recovery
and the continuing reduction in interest charges were not sufficient to
offset the further deterioration of the structural primary balance. It was
essentially from that period onwards that the structural budgetary slip-
page occurred: budgetary margins for expansionary policies disappeared,
as shown by the sustainability gap indicator calculated by the FPB. Still,
the expansionary fiscal and budgetary stance was maintained and even
reinforced at the federal level (incl. social security), with a pro-cyclical

bias in a favourable macroeconomic context.

The financial crisis in 2008 spread rapidly to the real economy (with a
very severe recession in 2009) and, later, turned into a European sover-
eign debt crisis. This, combined with a further expansionary budgetary
stance, in this case anti-cyclical, resulted in the resurgence of substantial
deficits. These are considered largely structural in nature, especially since
the crisis led to a sharp downward revision of potential output estimates,

even retroactively for 2002-2007.

Over the whole decade, the primary balance deteriorated by about 7%
of GDP, of which 6% in structural terms (i.e. without the cyclical com-
ponent or one-shot measures), more than offset the increase in the struc-
tural primary balance (3.5% of GDP) that was achieved in the previous

decade that prepared Belgium for accession to the single currency area.

The structural deterioration of 6% of GDP corresponds roughly to the
discretionary fiscal stimuli brought to the economy in the 2000s. These
stimuli originated from both structural cuts in taxation and a growth
rate of primary expenditure exceeding the pre-crisis estimated poten-

tial growth rate of the economy. Based on the methodology presented
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in Savage (2011) considering the evolution of tax revenue that would
have been achieved under unchanged legislation, about three quarters of
these stimuli are located on the revenue side (including fiscal expenditure

imputed as wage subsidies in the national accounts).

Finally, decomposition per sub-sector of general government shows
that a more than proportional part of the discretionary stimuli ema-
nates from Entity I (the federal level inclusive social security). This
can be put in perspective in view of the fact that, during the previous
budgetary consolidation stage (1992-1998), the restrictive effort had
been fully carried out at Entity I level. With the benefit of hind-
sight, one can also suggest that the 2002 structural refinancing of the
Communities worsened the coming vertical fiscal imbalance between
the federal and sub-federal levels, already identified by the High
Council of Finance (HCF) in its July 2004 Report.

As regards the ambitions of conducting a policy of long-term sustain-
ability through pre-funding of the future costs of ageing, the failure
is obvious. Cumulative downward growth revisions are one part of
the story, as are the political difficulties in downsizing accordingly
the persistent expansionary fiscal stance over the whole period (and
even more to reverse it in good times). So, this story is one of missed
opportunities to combine short to medium-term political priorities

and a vision on long-term sustainability.

Rewriting a new sustainability strategy is a challenge for the years to
come, in a context of future languorous potential economic growth
prospects, and with the background of the reform of Belgian fiscal fed-
eralism initiated after the 2010 elections. This strategy will also have to
take into account the contingent debt, which arose in the post-2008 crisis
and corresponded to the State guarantees for financial institutions and
States in difficulty, that adds to the effective debt and to the implicit debt

related to ageing in terms of sustainability risks.
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In this paper, we shall describe and analyse:

1. The implementation and failure of the long-term sustainability pol-
icy

2. The contextual macro background and budgetary evolutions per
sub-periods

3. Belgian cyclically corrected budgetary developments in a European
perspective

4. In more details, globally and per Entity, the budgetary and fiscal
policy

l. IMPLEMENTATION AND FAILURE OF
A POLICY OF SUSTAINABILITY (%

The coalition that came out of the elections of 1999 produced a real
innovation in the history of Belgian public finances: the implementation
of a policy of sustainability that was founded on a quantified long-term
vision. Previously, the conduct of the budgetary policy, notably during
the episodes of budgetary consolidation of the 80’ and 90’s, was not
based systematically on long-term projections, and therefore did not refer

explicitly to the notion of sustainability.

It was only at the end of the 80’s that the FPB drew up the first long-term
projection for Belgium with the aim of preparing for the pension reform
of 1990, and then for that of 1996. The Working Group on Ageing
Populations and Sustainability was created in 1999 to produce such pro-
jections at the European level on the basis of common assumptions for all
the countries. These institutions highlight the budgetary challenge that
population ageing will present, of which the first effects are expected
for the decade beginning in 2010. In parallel, the European budgetary
surveillance framework implemented at the end of the 9o’s as part of
the introduction of the single currency provides that the stability pro-

grammes must demonstrate a sustainable long-term budgetary trajectory.

2. This Section was written by Michel SAINTRAIN and Vincent FROGNEUX. They both work at
the Federal Planning Bureau.
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Graph 1: Normative Trajectories for Budgetary Balances — % of GDP
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The policy of sustainability implemented in Belgium rested on the idea
of the pre-funding of the future costs of ageing by setting aside the con-
temporaneous budgetary margins freed up by declining interest charges.
Indeed, at the beginning of the 2000s, a rapid fall in the debt ratio and in
interest charges was forecast for the years to come: the budgetary consoli-
dation of the 9o’s and the favourable prospects for economic growth and
interest rates were to bring about a ‘reverse snowball effect’. The govern-
ment decided to save part of these margins so that the public finances
became sufficiently solid not to be endangered by the emergence of age-
ing costs in the following decade. This strategy was concretised in the
creation of the Ageing Fund in 2001, which was intended to receive
and capitalize the budgetary surpluses necessary for the success of the
pre-funding strategy (Graph 1). The relevant law provided that the Fund
could contribute to the financing of pensions from the 2010s on in as
much as the debt ratio is below 60% of GDP.

The budgetary and macroeconomic projections from the beginning of

the 2000s indicated that not only would these budgetary surpluses arise
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without any adjustment effort, but that the margins for manoeuvre were
such that they would, moreover, allow short- and medium-term expan-
sionary initiatives (judged to be politically desirable given the rigour
imposed in the 9os) to be implemented without affecting the surplus

required by the pre-funding strategy.

These expansionary initiatives were indeed implemented, notably with
regard to taxation, employment policy and, later in the decade, social
policy. However, the budgetary surpluses did not materialise, and in
order to avoid deficits it was necessary to resort to a series of ‘one-shot’
measures (securitisation of tax receipts, sales of buildings, withdraw-
als from pension funds, and others). The absence of surpluses can be
explained by the slowdown in economic activity at the beginning of the
decade and by the scale, greater than initially envisaged, of the various

initiatives implemented.

At the end of 2005, the law on the Ageing Fund was revised to, 1.a., stipu-
late the normative numerical path of the budgetary surpluses until 2012.
This recourse to legislation to make the targets more binding did not lead
to better adherence to them: as early as in 2007, the update of the stability

programme indicated a new postponement of the surplus targets.

The financial crisis hit in 2008 and spread rapidly to the real economy.
This led to a deepening of deficits, as much due to the effect of the auto-
matic stabilisers as to the countercyclical policy that was implemented.
The European Commission proposed to the Member States that they
agree on a set of coordinated measures, targeted to maximise the sta-
bilisation effects of the limited resources. These measures were to be
temporary in order to avoid the structural deterioration of budgets.
Nevertheless, in Belgium a large part of the recovery plan was to consist
of labour-cost reduction measures (in the form of exemptions from the

retained tax on wages) that are difficult to reverse.

The resurgence of strong deficits interrupted the fall in the debt ratio
and re-started a ‘snowball effect’. Furthermore, it is through borrowing
that public funds were raised for the recapitalisation and acquisitions of

Belgian financial institutions shaken by the crisis, and for the financing
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of EU Member States in difficulty. Finally, the State has been brought in
as guarantor of certain debts of financial institutions and of borrowing
by the European Financial Stability Facility, to increase its guarantee of
private deposits and to extend it to life insurance policies. The contin-
gent debt that corresponds to these guarantees has come to be added, in
terms of sustainability risk, to the effective debt and to the implicit debt

related to ageing.

Graph 2: Budgetary Balances in Structural Terms for the Period 2000-2008 — % of GDP

0.0
0.2 / \
-0.4 N .
-0.6 / N\

-0.8 7 N

ol A AN

412
14 N/ \

Pa
N
7

-16 \

18 Y

2000 2004 2008

== Federal Planning Bureau estimate in 2008

== == Federal Planning Bureau estimate in 2012

Source: Federal Planning Bureau (FPB) calculations

The impact of the crisis on the capital stock and on structural unemploy-
ment has led economists to revise down their view of the economy’s growth
potential, not only for the post-crisis decade but also for the pre-crisis dec-
ade. This revision has negatively affected the outlook for the evolution of
the budgetary balance, as well as the assessment of the structural position
of the budgetary balances of the recent past. While before the crisis the
budgetary balances for the 2000-2008 period expressed in structural terms
(i.e. without the cyclical component or one-shot measures) appeared to be
slightly negative and relatively stable, they are now seen as more clearly in
deficit and as having a deteriorating trend (Graph 2).
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The period of crisis beginning in 2008 was therefore the final nail in the
coffin of the policy of sustainability put in place at the beginning of the
2000s. While it was founded on the idea that budgetary surpluses were
going to be achieved without effort, structural readjustment efforts of
several per cent of GDP are now necessary to re-balance the general gov-
ernment budget. While the fruits of debt reduction at the federal level
should have pre-funded the cost of ageing, this federal level is now in a
position such that the HCF (according to its report of September 2009)
no longer believes it can rebalance its budget in the medium term, unless
(according to its report of March 2012) there is a transfer of some costs to
the federated entities.

Graph 3: Evolution of the Estimate of the Sustainability Gap — % of GDP
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The transformation of the financial and economic crisis into a crisis
of sovereign debts puts the policy of sustainability squarely back to the
fore of concerns, to the detriment of the policy of stabilisation. In 2010
and 2011, the European budgetary surveillance framework was signifi-

cantly strengthened in order, in particular, to assure the credibility of the
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budgetary consolidation plans of States in excessive deficit. In Belgium,
budgetary policy adopted a restrictive bias as from 2010. The federal gov-
ernment that finally came out of the 2010 elections strongly reinforced
this restrictive stance for 2012 despite the languor in economic activity.
As an effortless full pre-funding of the costs of ageing is no longer pos-
sible, the government has put into place structural reforms that aim to

reduce the costs of ageing and increase the potential of the economy.

Graph 4: ‘Present situation’ Component and ‘Long-term Developments’ Component — % of GDP
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Graph 3 shows how the assessment of sustainability in the difterent
vintages of projections carried out by the FPB has evolved from the
end of the gos to today. It is measured by the gap between the primary
structural surplus assuming constant policy, and the primary surplus
required by the inter-temporal budget constraint. This sustainability
gap can be broken down into two parts (Graph 4): the contribution of
the ‘current situation’ with respect to debt and the primary balance,

and the contribution of the ‘long-term developments’ (implicit debt
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charge linked to ageing). The risks implied by the contingent debt are

not taken into account in this approach.

At the end of the 9os, the sustainability gap was negative, reflecting the
margins for manoeuvre. The 2002 projections revised the ageing cost
strongly upwards (hence the ‘long-term developments’ component of
the sustainability gap). Thereafter, this ‘long-term development’ compo-
nent remained fairly stable. In contrast, the ‘present situation’ worsened
in the successive projections made from 2002 to 2009 because of, first,
the progressive inclusion of expansionary budgetary measures and, later,
the weakening of potential growth. From 2010 on, the sustainability gap

shrinks due to the restrictive turn imposed on the budgetary policy.

2. HISTORICAL AND CONTEXTUAL BACK-
GROUND AND BUDGETARY EVOLUTIONS (°)

The past decade has been characterised by several major factors for

Belgian public finances:

1. two severe financial crises, among which the second was systemic by
nature, and turned into an exceptionally deep recession (2009) and

subsequently into a European sovereign debt crisis

2. an important intermediary State reform at the beginning of the dec-
ade (2001-2002) that led to the significant internal redistribution of

budget margins and constraints between the levels of government

3. various convergent policies aiming at reducing compulsory contribu-
tions (reform of personal income tax, decrease in the employer’s social
security contributions, introduction of the ‘notional interest’ system

at the corporate level, etc.)

3. This Section, like the next ones, was written by Reginald. SAVAGE.
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2.1 Introduction

Belgium ended the 9os in a structurally much sounder budgetary posi-
tion and with the near-disappearance of the budget deficit (*). This guar-
anteed Belgium its access to full Euro participation and made it possible

to look to the future with much greater optimism than before.

For the chronological analysis, a distinction will be made in this Section
between three sub-periods, among which the first two correspond to
complete federal terms of office:

I. 1999-2003 (4 years)

2. 2003-2007 (4 years)

3. 2007-2010 (3 years)

Table 1: Macro-budgetary Context and Indicators

MACROECONOMIC CONTEXT AND PARAMETERS  1999-03 2003-07 2007-10 1999-10 1989-99 DIFFERENCE
YEARLY AVERAGES (EXCEPT (3) OUTPUT-GAP) A B c D E F=D-E
Real GDP growth ©) 16% 26% 01%  16%  22% -0.6%
Trend Growth 2 21%  17% 15%  18%  23% -0.5%
Output-Gap (Cumulat. Evolut.) 3) 17%  36% -41% -21%  -0.9% -1.3%
Real growth Gap (4)=(1-2)  -04% 09% -14% -02% -0.1% -0.1%
GDP deflator (pY) (5) 20%  2.3% 16%  20%  2.0% 0.0%
Weighted PE deflator (6) 20%  19%  22%  20%  21% -0.1%
Relative Price “Pr” (7)=(56)  00% -04% 06%  00% 01% -0.1%
Joint Indicator (Gap + Pr) (8)=(4-7)  -04% 13% -20% -02% -0.2% 0.0%
Nominal GDP growth “n” 9) 37%  50% 1.7%  36%  42% -0.6%
Nominal implicit Interest rate “i” (10) 5.7% 4.7% 41% 4.9% 7.6% 2.7%
Corrected difference “i-n” (11)=(10-9)  2.0%  -03% 24%  13%  3.3% -2.0%
Real Interest rate (/ pY) (12) 37%  23%  25%  29%  55% 2.7%
% GDP -YEARLY AVERAGES 1999-03 2003-07 2007-10 1999-10 1989-99 DIFFERENCE
Net financing balance (NFB) (13) 00% -08% -37% -13%  -5.0% 3.7%
Interest payments (EDP) (14) 6.0% 4.2% 3.6% 4.7% 9.4% -4.8%
Actual primary balance (PB) (15)=(14-13)  6.0%  34%  -01%  34%  45% 11%
Required primary bal. (RPB) (16) 21%  03% 21%  13%  42% 2.9%
Differ. = Endog. Debt-Reduct.  (17)=(16-15) -3.9%  -3.7%  22%  -2.1%  -0.3% -1.9%
Total Debt-ratio evolution (18)=(17+19) -3.8%  -36%  42% -15%  -0.8% -0.7%
Stock and Flow Adjustment (19) 01%  01%  20%  06%  -05% 1.1%

Yearly Real Growth Rates of Corrected Primary Expenditure (PE) (°)

4. This explains the title of the previous vintage (Part VI) of the decennial history of Belgian public
finance (1990-2000) « La fin du déficit budgétaire », ed E. de Callatay, De Boeck, 2002.
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First, we will describe the macro-budgetary outlook as then estimated
at the beginning of each of those three sub-periods; this will be done
on the basis of the medium-term macroeconomic outlook of the FPB
(in 1999-2000, 2003-2004 and 2007) and of the official Belgian Stability
Programmes. After that, we will analyse how the actual Belgian budget-
ary developments can be evaluated in the light of the effective macroeco-

nomic, financial and cyclical developments.

2.2 The 1999-2003 Period

At the turn of the last two decades (1990s and 2000s), the budgetary
outlook seemed to be particularly promising. The earlier decade ended
with a deficit lower than 1% of GDP, and the multi-annual outlook of
the FPB, in spring 1999 as well as 2000, was characterised by expecta-
tions that, under unchanged policy, budgetary positions would be rapidly
brought back into balance, and that substantial budget surpluses (from
1.7% to 1.9% of GDP) would follow in 2004 and even more in 2005.
The central issue of the allocation of expected “budgetary margins”
appeared in this context. In spring 1999, those margins were estimated
by the FPB at no less than 1.7% of GDP by 2004. This analysis was con-
firmed the following year (Economic Outlook 2000-2005 of the FPB),
with budgetary margins under unchanged policy then estimated at 2.2%
of GDP by 200s5.

The new federal government therefore built its policy agenda for the
2000-2003 term of office in that context of extremely favourable and
promising macro-budgetary expectations. This agenda included at the

same time:

1. a balanced budget target and then a limited budget surplus target
(after 2002), later designed to feed a new Ageing Fund set up by the
Ageing Law.

2. a programme aimed at decreasing the fiscal and para-fiscal ‘tax bur-
den’ (abolition of the supplementary crisis contribution and reform of

personal income tax, employer’s social contributions reductions, etc.),
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3. strengthening of the active policy as regards employment, the fight

against poverty, mobility and investment in human capital, and

4. the structural refunding of federated entities (essentially the Com-
munities), via notably a longer-term linking of their VAT revenue
to real economic growth, that did not exist at that time. In the
Stability Programme of the end of 2000 (2001-2005 period), that
budgetary surplus target for the Global Government was brought
down to 0.7% of GDP for 2005.

The budgetary situation at the end of the 2000-2003 term of office can
be shortly assessed. In practice, 2003 ended admittedly with a very lim-
ited deficit (0.1% of GDP according to the EDP definition), but this
deficit was greatly reduced and masked by favourable net one-offs and
exceptional operations (exclusive reversible tax incidences) up to 1.3%
of GDP. Even exclusive wage subsidies, the structural real growth (°) of
primary expenditure over the 1999-2003 term of office appeared to be
significantly higher (2.6% a year) than the government’s ex ante esti-
mates (1.5%). It was thus 1% higher a year on average than the effective
real growth in GDP (1.6%), while at the same time this last appeared to
be on average much lower than initially foreseen (2.5%). So, instead of
declining by 1.4% of GDP, the (adjusted) ratio of primary expenditure
increased by 1.6% of GDP — an accumulated difference of 3.0% of GDP.
On the contrary, the ratio of public revenue (exclusive non-fiscal one-
shots) decreased to a lesser extent than expected (-0.7% of GDP instead of
—1.2%) because mainly of unforeseen favourable structural developments
on the revenue side, essentially in 2000-2001. And at the same time the
burden of interest charges fell slightly more than expected (-1.6% of GDP
instead of —1.2% of GDP as estimated). Exclusive of non-fiscal one-shots,
the actual primary balance recorded a deterioration amounting to 2.4%
of GDP instead of an anticipated improvement of 0.2% of GDP.

Finally, this first period turned out to be nof very favourable on average
from a macroeconomic point of view, despite the cyclical peak of 2000.

Over these four years, the measured output gap recorded a cumulative

5. Adjusted for the one-shot operations (OS), for the local authorities’ investment cycle and for the
cyclical unemployment.
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deterioration of up to 1.7% (more than 0.4% a year). In terms of the
average annual differential of 2% between the average implicit interest
rate on the debt and the nominal GDP growth, the macro-financial
conditions were not particularly favourable. However, the effective
average primary balance (PB) remained on a high level at no less than
6.0% of GDP and was very clearly much higher than the required
debt-stabilising minimum (2.1% GDP). The difference between those
two figures led to a further average endogenous decrease in the debt
ratio by 3.9% of GDP a year. Operations “exclusive NBR” (%) played a

minor role, up to 0.1% of GDP a year only.

2.3 The 2003-2007 Period

At the end of 2003, the economic outlook for the new parliamentary
term () became at last rather more favourable. The expected real growth
in the 2004-2007 Stability Programme of the end of 2003 amounted to
2.3% a year on average for the next four years. The official budget target
however remained to keep an unchanged budgetary global balance in
2004-2005 and “to reach [a surplus of] 0.3% of GDP in 2007 with growth
at the trend rate” (Stability Program, op. cit. p. 9). Despite better growth
perspectives, sustainability (surpluses) objectives were thus significantly
revised downwards by the new federal government compared to the rec-
ommendations of the HCF (July 2003 Report) in favour of a surplus
target of 0.7% of GDP for the year 2007.

In this second period (2003-2007), the macroeconomic conditions turned
out to be much more favourable than in the first period. Starting from a
cyclical low point in 2003, this period was characterised by three years of
sustained and above-trend GDP growth out of four (2005 was the excep-
tion) and a high annual average of 2.6%, above an expected average real
GDP growth of 2.3%. The output gap, as measured ex post, therefore
recorded a strong improvement (+3.6% of GDP over four cumulative
years), with, as a consequence, high cyclical budgetary gains. On top of

this, there were also favourable developments as regards relative prices

6. Such as shareholdings or other credit granting, net of sales of financial assets (privatisation proceeds, etc.).
7. See Belgian Stability Programme (2004-2007) of November 2003, Table 1, p. 5.
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(an annual decline of 0.4%) resulting in an increase in the total positive
non-discretionary budgetary incidences (up to +0.7% of GDP a year in
average (%)). Despite that very promising effective cyclical and macro-
financial context, the average actual primary surplus on the other hand
decreased very significantly (by 2.6% of GDP on average or almost 45% in
relative terms). But on the other hand, thanks to the favourable evolu-
tions of the “i-n” differential or interest-growth dynamics (see Table 1)
and the subsequent reduction in the required primary balance, the endog-
enous debt reduction could remain sustained and almost unchanged in %

of GDP in comparison to the previous (first) period.

As far as realisations are concerned, it can be claimed however that the
fixed budgetary targets were not really reached in a structural or sustain-
able way. In spite of stronger than expected economic growth, 2007 at
its cyclical peak ended finally with a deficit of 0.3% of GDP instead of
the expected 0.3% surplus, already downgraded with respect to previous
official or recommended targets. The structural budgetary primary slip-
page observed during the 2004-2007 term of office in comparison to the
targets can be estimated at at least 1.0% of GDP.

24 The 2007-2010 Period

2008 marked the start of a period characterised by internal political insta-
bility and a major international financial crisis; this completely reversed
forecasters’ expectations. In Belgium’s Stability Programme (2008-2011)
of 2008, the government reaffirmed its commitment, as laid down in the
government agreement of March 2008, to “achieving structural surplusses
for the whole public administration from 2009 onwards. Those [surpluses]
should reach at least 1% of GDP by the end of the current legislature, i.e.
in 20117, so that “fiscal policy will be back on the original path set out
in the amended law on the Ageing Fund”. The macroeconomic scenario
was still based on an expected average real growth of almost 2% in 2008-
2010 (3 years). In this context, the budget target fixed for 2010 aimed at

reaching a significant surplus amounting to 0.7% of GDP.

8. Taking into consideration the total cyclical incidences (output gap) and ‘relative prices’ effects. See
Section IV for more details.



80 The Return of the Deficit

At the same time, real growth collapsed (to hardly 0.1% on average) as a
consequence of violent shocks resulting from the financial crisis of 2008-
2010, the poor growth performance in 2008, the major recession in 2009
and the rather mild recovery of 2010. Meanwhile, the actual budget-
ary shortfall for 2010 in comparison with the initial target was colossal
and amounted to no less than 4.8% of GDP. Admittedly, the cumulative
three-year effective growth loss for the whole 2008-2010 period in com-
parison to the ‘initial expectations (2008)” amounted to no less than 5.9%,
which implied a huge negative cyclical impact (budgetary loss) estimated
at 3.2% of GDP. On that basis, there still remained a ‘structural’ dete-
rioration estimated at 1.5-1.6% of GDP, which was more important than
the impact of the one-off measures and of the reversible budget stimulus
of 0.5% of GDP, such as recommended by the European institutions in

order to dam the sharp recession of 2009.

Finally, despite a further significant decrease in the implicit inter-
est rate on the debt, falling to a low of 4.1% on average, there was a
complete negative reversal of the conditions relating to the (reverse)
‘snowball effect’. The ‘i-n’ differential again became clearly positive
(unfavourable); this led to a rise in the required primary surplus just
when the (average) actual primary balance became negative again for
the first time in a long period (from the mid-1980s). The « endog-
enous » debt ratio increased again strongly (+7.5% of GDP in hardly
3 years), while there were, on top of this, expensive financial opera-
tions (exclusive NBR), costing 6% of GDP, and relating to the rescue
and recapitalisation of the financial sector. In total, the debt ratio
(Maastricht definition) increased by 13.5% of GDP in 3 years; this

neutralised the major part of the decrease recorded in 2003-2007.
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3. BELGIAN CYCLICALLY CORRECTED BUDGET
DEVELOPMENTS IN COMPARISON TO THOSE
IN THE EURO AREA (EA)

The next graph tries to compare developments recorded in 1989-2010 as
regards cyclically adjusted primary balances (?). Those are based on the
common and standardized European methodology (AMECO database).

Graph 5: Cyclically Adjusted Primary Balances Compared, Based on Potential GDP
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Until the turn of both the last decades, the budgetary trend developments
in Belgium had not fundamentally differed from those in the Euro area
(EA). Conversely, at the beginning of the following decade (2001-2003),
an identifiable difference appeared, especially in 2001, with a marked
deterioration in the EA-12 () balance, with no comparable develop-

ments in Belgium.

9. But not adjusted for one-shot incidences, except for the exceptional assumption of the SNCB/
NMBS debt in Belgium in 2005.
10. Including Belgium
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However, the figures for 2003 (and therefore also for the centred moving
averages from 2001-2003 to 2003-2005) were certainly partially skewed
by the exceptional increased favourable one-shot operations in Belgium

in 2003 (").

In total, over the period 1999-2001 or 1999-2002, the difference with
respect to the evolution of the cyclically adjusted balance between
Belgium and the average in the EA-12 was close to and even exceeded
2% of GDP. In macroeconomic terms, budgetary or fiscal policy was in

that period seemingly less expansionary in Belgium than in the EA.

However, a relatively complete reversal was later recorded: one can iden-
tify a relative stabilisation of the cyclically adjusted PB in the EA until
2006-2007, while the corresponding Belgian relative (differential) indi-
cator fell by more than 4% of GDP.

At the end of the decade, the Belgian relative indicator was therefore
about 2% of GDP lower than initially at the beginning of the decade (or
the end of the previous one), indicating over the decade (1999-2000) as
a whole and as a first approximation a more expansionary primary fiscal

stance in Belgium than in the EA.

It is striking to notice also that on that basis the Belgian budgetary devel-
opments during the decade appear to have been fundamentally expan-
sionary — and thus pro-cyclical — during the cyclical upturns (1999-2000,
2004-2007), while the global stance in the EA-12 was on the contrary
rather slightly anti-cyclical (restrictive in the context of a cyclical recov-
ery). As a result, Belgian developments were actually rather atypical in

the European context.

At the end of the period, that is to say in 2008-2009, Belgian develop-
ments converged again towards the average in the EA (very expansionary
policy in 2009) and then recorded a further deviation during the next

two years (less restrictive in the cyclical recovery of 2010-2011).

11. Especially the integration of the Belgacom Pension Fund in (capital) non-fiscal revenue and con-
versely one-shot expenditure (pre-financing) in favour of the SNCB/NMBS, up to a total net
amount of 4 billion euro or 1.4% of GDP.
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Unfortunately, the indicator used here remains quite rough and is based
on a simplified standardised and common methodology. This methodol-
ogy certainly facilitates an easy international comparison but takes into
account neither numerous national particularities nor the consequences
of specific non-discretionary and non-cyclical (endogenous) incidences

also having an impact on actual budgetary outcomes.

The next section is based on an alternative indicator of the structural
(primary) balance for Belgium to that of the European Commission. In
addition to a traditional adjustment for cyclical incidences (%), several
other adjustments have been applied to prevent non-discretionary but
non-cyclical (endogenous) structural incidences from being erroneously
misinterpreted as corresponding to discretionary and voluntary fiscal and

budgetary policy impulses.

4. DETAILED ANALYSIS OF THE NON-
DISCRETIONARY INCIDENCES AND
THE DISCRETIONARY STIMULI

4. Methodological Introduction

As has already been mentioned (3), the cyclically adjusted budget balance
as measured by the European Commission is often implicitly interpreted
as a precise and reliable indicator of the discretionary budgetary or fiscal
stance. This is a conceptual shortcut, and potentially empirically flawed,
especially in a short term perspective. The traditional cyclically adjusted
budget indicators do not indeed integrate a certain number of other
endogenous adjustments for non-cyclical and non-discretionary inci-
dences, which are either one-off (**) or, on the contrary, very broadly not
automatically reversible and, as a result, of a structural nature. Among

these last there are notably a) the so-called ‘relative prices’ effects (see

12. Based on trend growth and not on potential growth.

13. R.SAVAGE (2012, 2), « Soldes structurels primaires et impulsions discrétionnaires de politique bud-
gétaire et fiscale en Belgique en 1990-2010 : une analyse quantitative au niveau global et par grandes
Entités », BDME to be published end 2012.

14. Still called ‘one-shot’ measures
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above) as regards primary expenditure (PE), b) ‘structural’ or ‘compo-
sition” effects as regards public revenue (5 '), ¢) other structural inci-
dences — for instance socio-demographic — as regards PE, d) the local
authorities’ (politico-electoral) investment cycle, etc. Only the quanti-
fied integration of those other non-discretionary incidences can make it
possible to assess and quantify the actual broad budgetary or fiscal discre-
tionary stance — restrictive or on the contrary expansionary — correctly,
and, more particularly, to make a specific and measurable distinction
between the respective revenue and primary expenditure components of

that discretionary effort or orientation.

For illustrative purposes, the next Graph (6) compares the two indicators
for Belgium (one from AMECO and one resulting from research at the

RDD of the Belgian FPS Finance), with some comments.

— in the short and medium term, significant differences appear between
the two indicators, notably in 1992-97, 1997-2001 (2001), then in
2003-2009 (especially 2003-2004 and 2009);

— on the contrary, in the longer term — and notably over both successive
decades — those differences almost neutralise each other and the two
indicators converge;

— over the 1999-2010 period, the two indicators result in a convergent
strong structural deterioration (5.7% of GDP according to AMECO
and 5.9% of GDP according to the our indicator). In the previous dec-
ade, the difference was slightly higher (0.5% of GDP in 10 years, and
a great deal more — nearly 2.0% of GDP — in the 1990-1997 period).

There is an important conclusion to be drawn from this comparison:
taking into consideration non-discretionary and non-cyclical budget
incidences facilitates a more accurate analysis of the discretionary epi-

sodes — and of their contents — in a short or medium term perspective

15. ... linked to fluctuations of the growth components and, in particular, to the growth differentials (and
the revenue intensity) of the various tax bases and of their relative weighting, linked to very different
partial elasticity dynamics.

16. See notably R. SAVAGE (2011) — See bibliography.
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Graph 6: Compared Primary Balance (PB) Structural Indicators
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4.2 Retrospective Empirical Analysis

A correct and time-consistent assessment of this discretionary path logi-
cally requires a ‘neutral’ or unchanging non-discretionary and reference
budgetary primary path in the long term, simultaneously and separately

taking into account both the revenue and the expenditure sides.

The methodological aspects of that discussion are developed in a working
paper to be published end of 2012 (7). The following figures are based on
that methodology. The ‘other non discretionary incidences’ (exclusive cycli-

cal or ‘pure’ business cycle) have been grouped here in two main items:
3a) all non-cyclical incidences which are irreversible in principle, that

is to say the endogenous ‘structure effects” on the revenue side and

the non-discretionary incidences as regards PE (‘relative prices’

17. R.SAVAGE (2012, 2).
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effects and other structural incidences, among which are princi-
pally socio-demographic incidences and the impact of post-crisis

trend growth revisions and losses)

3b) the one-shot (OS) operations (as regards primary expenditure and non-

fiscal revenue) and the impact of the LA’ reversible investment cycle.

The importance of the non-cyclical budgetary incidences emerges clearly

from the following figure:

— it is quite marked in the past decade, notably because of one-shot
operations (especially in 2003), with a global impact amounting to no
less than +2.1% of GDP in 1999-2003, —1.2% of GDP in 2003-2007
and at last —0.6% of GDP in 2007-2010;

— during the previous decade, these non-cyclical incidences had been
less significant per sub-period (+0.5% of GDP in 1989-92, -0.3% of
GDP in 1992-95 and —0.4% of GDP in 1995-99);

— during each of the decades covered, these incidences remained lim-
ited with a cumulated sub-total of —0.2% of GDP only for the first
decade, of +0.3% of GDP for the second decade, and therefore an
almost neutral long-term total.

As far as discretionary impulses are concerned, the expansive stance
(exclusive non-fiscal one-shots) also appeared to be very clear in 1999-
2003 and in 2003-2007 (2.2% of GDP identically for both 4-years periods)
as in 2007-2010 (1.5% of GDP in 3 years). Over the whole decade, the dis-
cretionary budgetary and fiscal stimulus was quite massive: 6.1% of GDP
considering the limited restrictive discretionary reversal of 2010, and even
6.5% of GDP in 1999-2009. This stands in sharp contrast to the restrictive
stance or effort in the previous decade (+3.4% of GDP) and in particular in

the 1992-99 period (+4.5% of GDP and even +5.3% of GDP in 1992-98).

The quantification of various identifiable non-cyclical and non-struc-
tural incidences regarding revenue and primary expenditure makes it
possible to identify and measure the composition of the total discretion-
ary stimuli, as well along a ‘primary expenditure / revenue’ dividing line

as for each of the two large Entities (*¥) respectively.

18. As a reminder, Entity I groups together the Federal State (FS) and the Social Security (SS), and Entity IT
groups together the federated entities (Communities and Regions (C&R)) and the local authorities (LA).
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Graph 7: Developments in Primary Balances and Cumulated Determinants, % of GDP
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The following Table 2 and the associated graphs illustrate the results of

the estimates.

— over the whole period covered (1999-2010) and for all government
levels together, the global expansionary impulse (that is to say a little
more than 6.0% of GDP) is located for more than % (4.7% of GDP)
on the public revenue side (*), while the discretionary growth of
real primary expenditure above its neutral reference trajectory (*°)
represents an impulse of 1.4% of GDP only in 11 years (less than the
remaining quarter);

— for comparison purposes, during the last clearly restrictive period
(1992-98), the already mentioned net restrictive effort of 5.3% of GDP

(also Global Government) was located up to 70% on the revenue side

19. Including all deductions in social security contributions (including those recorded, in ESA95, as
primary expenditure under the category of wage subsidies) and including payroll tax reductions
(personal income tax) in favour of some employers (for night shifts, team work, academic researchers,
etc.), which are also recorded, in ESA95, as employment subsidies (expenditure).

20. The neutral ‘trend’ is estimated at 2.25% a year on average for the whole decade, corresponding to
the evolution of revenue under the unchanged legislation hypothesis.
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(3.7% of GDP) and the remaining 30% (1.6% of GDP) on the primary
expenditure side. During the whole of the previous decade (1989-99),
the restrictive effort was a little more limited, at 3.4% of GDP (*'), and

was polarized on the revenue side by more than 80%.

The distribution of the global discretionary stance between the two large

Entities is also worth noting.

4.3 Discretionary Analysis by Large Entities

Regarding the breaking down of the fiscal stimulus between Entities, the
methodology applied is based on the principles that:

1. the fiscal transfers from the FG, via the Special Financing Law (SFL),
are non discretionary (even when funding mechanisms are changed by

special acts, as was the case as from 2002) and

2. the ‘neutral’ reference growth rates of both large Entities’ primary
expenditure are supposed to be the same for the “non-ageing” pri-

mary expenditure.

— Opver the whole 1999-2010 period, Entity I was more than propor-
tionally (*°) responsible for the expansionary global fiscal stance (4.8%
of GDP out of 6.1% of GDP in total, that is to say nearly 80% of
that total). But symmetrically, over the previous 1991-1999 period (*),
Entity I was in charge of more than the full (%) discretionary consoli-

dation effort to ensure the admission of Belgium to the Euro. The new

Resulting notably from the expansionary stance in 1989-92 (-1.2% of GDP, essentially as regards
primary expenditure) and in 1999 (election year after the admission to the Euro...).

According to the HCF definition of final primary expenditure (exclusive intra-public budget trans-
fers), Entity I represented on average almost 65% of the expenditure, in comparison to 35% for the
consolidated Entity II (exclusive public pensions actually borne by the ES).

At least the first two years of the previous decade (that is to say the years 1990-91) must not be in-
tegrated in the sample period, because, in the context of the 1989 State Reform, transfers of compe-
tences only occurred progressively for a part and were spread over 3 years (1989-91).The comparison
would therefore have been distorted until at least 1991.

That is to say 4.5% of GDP for a total of somewhat more than 4.0% of GDP, the net stance for Entity
IT being on the contrary globally expansionary (up to 0.5% of GDP, especially as regards primary
expenditure with +1.0% of GDP).
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Graph 8: Developments 1999-2010 of Primary Balances per Entity and Determinants
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Table 2: Evolutions of the Effective Primary Balances per Sub-period, and Determinants

% ACTUAL GDP, PER SUB-PERIOD 1999-03 2003-07 2007-10 1999-10 1989-99 1992-98 1998-01 2001-08 2008-10

Actual Primary Balance (PB) -1.0% -16% -43% -6.9% 26% 3.7% 05% -43% -3.3%

Non-discretionary PB. 14% 07% -29% -0.8% -09% -17% 25% 0.0% -2.5%
+ Cyclical impacts (PE) -09% 1.8% -21% -1.2% -06% -08% 0.7% 06% -1.9%
+ Other, non-discretion., of which: 23% -11% -08% 0.4% -03% -09% 1.7% -06% -0.6%

: Revenue composition effects 07% 03% 1.0% 2.0% 08% -05% 18% 0.7% 0.1%
: Non-fiscal One-shots (revenues) 19% -19% 00% 0.1% 00% -0.1% 01% -01% 0.0%
: Non-cycl., Primary expenditure (PE) -0.3% 0.5% -1.9% -1.7% -12% -04% -02% -12% -0.7%
* Deviation from trend growth 0.0% -07% -12% -1.9% -04% -02% -01% -1.0% -0.9%
* Other, miscellaneous -03% 11% -06% 0.2% -0.8% -02% -02% -02% 0.1%
+ One-shots (0S) -04% 05% 01% 0.2% -02% -03% 02% 0.0% 0.0%

+ Relative prices 0.0% 0.7% -08% -0.1% -04% 01% -05% -01% 0.1%

+ Other (LA's invest. cycle) 01% 0.0% 00% 0.1% -01% 0.0% 0.0% -0.1% 0.0%
pm. Tot. Non-fiscal One-shots 16% -14% 02% 0.3% -02% -03% 03% -01% 0.0%

Global discretion., excl. One-Shots 24% -23% -14% -6.1% 35% 54% -20% -43% -0.7%
+ Revenue (excl. Non-fisc. One-shots)  -1.6% -1.9% -11% -4.7% 27% 37% -21% -2.8% -0.5%
+ PE (excl. One-shots) -08% -03% -03% -1.4% 08% 1.7% 01% -1.4% -0.3%

Global discret., excl. One-Shots, det.

* Entity | (PB) 1.7% -21% -1.0% -4.8% 48% 53% -18% -32% -0.7%
+ Revenue -15% -17% -08% -4.0% 23% 33% -19% -22% -0.6%
+ Final Primary Expenditure (PE) -0.3% -03% -02% -0.8% 25% 20% 02% -1.0% -0.1%

* Entity Il -Final -0.7% -02% -04% -1.3% -13% 0.0% -02% -1.1% -0.1%
+ Revenue -02% -02% -03% -0.7% 05% 04% -01% -0.6% 0.1%
+ Final Primary Expenditure (PE) -0.5% 0.0% -01% -0.6% -17% -04% -01% -05% -0.2%

calculations for the 1991-1999 period confirm the analysis which was

carried out ten years ago (%) on the basis of a very similar methodol-

ogy.

— As far as Entity I is concerned, during the last decade, the expansion-
ary stance was particularly marked during the second term of office
(2003-2007), with a cumulated impulse of 2.1% of GDP over four
years. On the contrary, as far as Entity II is concerned, the expansive
stimulus was the clearest in relative terms in the 1999-2003 period
(*9), that 1s during the period overlapping the refinancing of the C&R

starting from 2002.

25. See R. SAVAGE (2002), op. cit.
26. This is -0.7% of GDP in 2003-2007, in comparison to only -0.2% and -0.4% of GDP respectively
for each of the other two sub-periods.
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— With regard to Entity I, more than 80% (4.0% of GDP out of a total of
4.8 % of GDP) of the expansionary discretionary stimulus concerned
public revenue (imputed wage subsidies included) and the remain-
ing 0.8% of GDP was located on the final primary expenditure side
(exclusive wage subsidies). As far as Entity II is concerned, its expan-
sionary stimulus of 1.3% of GDP in eleven years is to be found for a
little more than 50% of the sub-total (0.7% of GDP) in its own (final)

revenue (*7) and the remainder in its final primary expenditure.

44 Real Primary Expenditure Growth, and
Revenue (ex ante and ex post) Elasticity’s

The following table gives a comparative summary of the compared
real growth of (final) primary expenditure at the global consolidated
Government level and of both large Entities, according to the adjusted
HCEF definition (*%).

Table 3: Compared Real Growth Rates of Final Primary Expenditure

1990-00 2000-10 2000-05 2005-10 1999-03 2003-07 2007-10
Tot. Final corr. Prim. expendit. (PE), 2.3% 2.6% 2.7% 2.4% 2.6% 2.3% 2.8%
* Social benefits (ageing PE) 2.3% 2.8% 2.8% 2.7% 2.8% 2.4% 3.2%
* PE excl. Social benefits 2.2% 2.4% 2.7% 2.1% 2.4% 2.1% 2.2%
pm. Idem, incl. Wage subsidies 2.3% 2.9% 2.8% 2.9% 2.7% 2.6% 3.2%
pm. Impact of Wage subsidies 0.0% 0.3% 0.1% 0.5% 0.1% 0.3% 0.5%
Final PE of Entity I, cyclic. corrected 1.6% 2.6% 2.6% 2.6% 2.4% 2.3% 3.0%
* Correct. Social benefits (ageing PE) 2.0% 2.7% 2.6% 2.7% 2.5% 2.4% 3.2%
* Final PE excl. Social benefits 0.0% 2.2% 2.5% 2.0% 2.1% 2.2% 2.3%
Entity Il, corr. for the LA’s invest. cycle 2.9% 2.6% 3.0% 2.3% 3.0% 21% 2.4%
* Social benefits (ageing PE) 4.7% 4.2% 5.3% 3.0% 7.7% 2.7% 3.5%
* Corr. final PE excl. Social benefits 2.7% 2.4% 2.7% 2.2% 2.5% 21% 2.2%

(°) HCF definition, excl. wage subsidies, corrected for cyclical unemployment, LA’s invest. cycle, One-shots and
perimeter

27. The major discretionary deductions were implemented in the Flemish Region, with the complete
abolition of the radio and television licence fee, a significant reduction in registration duties and the
introduction — even if it was temporary — of the ‘Jobkorting’.

28. Exclusive of the reductions in fiscal and para-fiscal revenue or charges which are recorded, in ESA95
accounts as primary expenditure (wage or employment subsidies) and not as revenue reductions or
losses. Those PE are also defined in structural terms, that is to say cyclically adjusted, exclusive of LA’s
investment cycle, exclusive of one-shot measures and at constant perimeter.
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Between the last decade (2000-2010) and the previous one (1990-2000),
the acceleration (+0.3% a year) in the average annual growth of final pri-
mary expenditure was not very marked at the global or aggregated level
(Global Government). However, this hid one of the divergent devel-
opments between the two large Entities: a very clear acceleration for
Entity I (as regards social benefits and even more with respect to the

other PE, exclusive ageing) and a limited deceleration for Entity II.

Moreover, those global figures over ten years also hid two very different
budgetary or fiscal ‘regimes’” within each decade: 1) a clearly restrictive
budgetary stance in 1992-99 or 1992-98, preceded by a shorter expansive
stage in 1989-1992, while 2) the second decade, starting with a rather
neutral regime (1999-20071), was on the contrary characterised by a very

expansionary discretionary stance from 2002-2003 onwards.

This distinction between two clearly different budgetary regimes was
particularly sharp at Entity I level, globally and at each level of both
major categories of primary expenditure. There was no such break in
Entity I, for which there is evidence that a slightly but lasting expansive
regime was in place in PE over both decades.

The budgetary regime of the last decade was therefore globally expan-
sionary, and the break with the previous decade (the 9os) is particularly
marked and spectacular in Entity I in which this regime had been on
the contrary very austere during that period (Global Plan of 1993, etc.).
Globally, in % of GDP, the expansive discretionary stimulus, measured
at the PE level (and at constant prices), remained relatively limited and
under control (1.5% of GDP in ten years) in comparison to a much
more marked visible non-discretionary or endogenous increase in the
non-adjusted value ratio of PE (+5.4% of GDP). Most of that rise at
the end of the decade can be linked to negative cyclical impacts and to
the very recent ex post downwards revision of the estimated potential

growth of the past decade.

As far as public revenue, and in particular compulsory levies, is con-
cerned, it can be very misleading to judge the figures at their face value.

Exclusive one-shot measures and corrected for the reduced fiscal and
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social charges recorded by Eurostat as expenditure relating to operating
subsidies, the ratio decreased by 2.7% of GDP in ten years. However, a
detailed analysis of the ex ante path of those revenues under unchanged
legislation showed that, in the absence of cumulative discretionary stim-
uli over the post-1999 period, their ‘ex ante’ ratio should logically have

increased — ceteris paribus — by 2.0% of GDP ().

The ex-post elasticity of the effective (fiscal and para-fiscal) revenue in
comparison to the nominal GDP was lower than 1.0 and did not even
reach 0.85, while the ex-ante elasticity (before discretionary measures)
can be estimated at 1.075, which is clearly — even if slightly — higher than
unity: this results from composition or ‘structure’ effects on the revenue
side, with the slight ex ante progressiveness of the whole tax-levying

system at the beginning of the period.
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PE Primary Expenditure

RDD Research and Documentation Department
rP Relative prices

RPB Required Primary Balance
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Tax Revenue
and Tax Policy
A DECADE OF TAX CUTS

André Decoster, Marcel Gerard, and Christian Valenduc !

During the nineties, the tax policy stance was clearly subordinated to
the fiscal consolidation strategy of the federal government. “Maastricht”
and “3%” were the key word and figure that dominated the decennia
(Decoster, Gérard and Valenduc, 2001). On the revenue side, two main
reforms contributed to fiscal consolidation: the automatic indexation of
personal income tax was suspended, apart for the zero rate bands and
the related family tax credits, and a crisis surcharge was introduced for
personal income taxes (PIT in the rest of this chapter) and corporate
income taxes (CIT in the rest of this chapter). On the CIT side, the
nineties appears to be, ex post, a decennium of base broadening and the
gap between nominal and effective taxation was substantially reduced
(Valenduc, 1999). Finally, on the PIT side, no new tax expenditures were
introduced and the tax incentives for long-term savings were made less
generous by replacing allowances evaluated at the marginal tax rate by a
tax credit that ranged from 30 to 40%.

The fiscal environment changed radically at the turn of the century. The

words “room for manoeuvre” came back into the glossary of tax policy
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tor of the Belgian Institute of Public Finance. Marcel Gérard is Professor at the Catholic University
of Louvain (UCL). Christian Valenduc is General Advisor at the Belgian Ministry of Finance, guest
lecturer at the University of Namur and at the Catholic University of Louvain (UCL), and Director
of the Belgian Institute of Public Finance.
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makers and the “tax to GDP ratio” (*) exhibited a downward trend that
contrasted with the outcome of the contribution of tax policy to fiscal

consolidation that prevailed during the nineties.

Figure 1: Taxes and social security contributions, % GDP
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Source: National Accounts Institute — own calculations

The coalition agreement of the “rainbow” government (a coalition of lib-
erals, socialists and green) that arose after the 1999 election included PIT
tax reform of which the main objectives were to reduce the taxation of
earned income and to have full tax neutrality between singles and spouses.
The tax cut was significant (€ 3.3 billion). In addition, new tax expendi-

tures were introduced, the cost of which increased over the decennium.

On the CIT side, the “rainbow” government opted for a “broad based
low rate” tax reform that aimed to be revenue neutral. The next govern-
ment made a more fundamental reform in introducing the allowance for
corporate equity as a substitute for the coordination centre regime that
had to be abolished in accordance with the implementation of the EU
code of conduct on business taxation. That reform was also intended to
be revenue neutral but, as will be documented later in this chapter, there
are strong presumptions that that was in fact not the case and that the

reform had a significant negative impact on CIT tax revenue.

2. Sum of taxes and social security contributions revenue, expressed as % GDP.
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Finally, on the social contributions side, reductions in the employer’s
contributions contributed to the reduction of the tax wedge on labour,
and targeted measures were also introduced to raise the employment rate
of the long-term unemployed. In addition, wage subsidies were intro-
duced through the tax system to ease the labour cost of researchers, time

and shift workers, and overtime work.

Section 1 of this chapter describes how the tax policy conducted during
the last decade affected the taxation of labour, capital and consumption.
Section 2 discusses the effects of the main reforms that have been intro-
duced. In Section 3, we turn to the “silent” part of the tax policy con-
ducted during the nineties: reforms that have not been carried out, and
that could have contributed in a positive way to the main problems of the
Belgian tax system: the absence of neutrality in the taxation of savings
and the lack of a green tax reform that could address the climate change

issue as well as the high taxation of labour.

l. TAXATION OF LABOUR,
CAPITAL AND CONSUMPTION

When discussing the tax policy stance, the main question is not neces-
sarily “How much do we raise?” but “How do we raise a given amount
of taxes (and social security contributions) in the most efficient and equi-
table way?”. The first question is a debate on the size of the government,

which is not the focus of this chapter.

The second question is the heart of tax policy and may be dealt with
from various perspectives, including that of the tax mix: does revenue
collection rely more on income or on consumption? And what about the

taxation of labour and capital?

The “implicit tax rates” methodology (ITR in the rest of this chap-
ter) enables us to answer that question. Implicit tax rates are macro-
economic indicators of the tax burden on labour, capital and
consumption obtained by dividing the total revenue of some specific

taxes by their total (macroeconomic) tax base (European Commission
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2012, Valenduc 2011). They are complementary to but different from
“effective tax rates”. The latter are calculated at the microeconomic
level of the taxpayer. As such these indicators come closer to the formal
expression of the “tax wedge” as they capture the differences between
prices on the demand side and on the supply side of the market. Yet,
linked to the situation of one specific taxpayer (e.g. a single wage earner
at the average wage), they tell only part of the story of the effects of tax
reforms. Moreover, effective tax rates indicate the ex ante change in
incentives for economic agents, brought about by the change in the tax
system, whereas implicit tax rates are ex post indicators, revealing what

effectively was the result of the reform in terms of revenue collection.

Figure 2: Implicit tax rates
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Figure 2 illustrates the trends in implicit tax rates over the past two decen-
nia. At the macroeconomic level, the reduction in the taxation of labour
appears to be small, but significant. As this is the main tax base, lower-
ing the ITR by one per cent comes at a substantial revenue cost for the
budget. Moreover, as we will discuss below, the ex post situation should
be compared with the “no-policy change” scenario which normally leads
to an increase in the ITR. The taxation of capital peaked in 2006 and then
decreased, when the Allowance for Corporate Equity was introduced.

The taxation of consumption increased slightly during the first part of the
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decennium but then decreased. The taxation of social transfer is still low
and has been further reduced by the PIT tax reform of the middle of the
decade. An in-depth analysis of these trends was conducted in Valenduc

(2011), and we summarize here the main results of his analysis.

[.I  Taxation of labour

As indicated at the beginning of this chapter, the 1999 coalition agree-
ment included a PIT tax reform. The previous government had already
re-established the full and automatic indexation of the brackets and
nominal thresholds in personal income tax. The main goal of the reform
of the 1999 coalition was a reduction in the taxation of earned income.
The reform came into force in 2002-04. But, as a significant part of these
policy changes was not implemented in the withholding taxes on wages,
part of the effect was delayed, through the PIT assessment process, until
2006. Prior to this reform, the government had already abolished the
crisis surcharge. The removal of this additional tax was phased out over

five years, starting in 1999 with low income earners.

Reductions in the employer’s social security contributions were increased
and contributed to the decreasing trend in the tax wedge. At the end of
the period, wage subsidies were gradually introduced through the tax sys-
tem (°). At first they were targeted to researchers, and gradually extended
from a very narrow range of beneficiaries (*) to any researcher with a PhD
or a master’s degree in science hired by a private company located in the
country. The rate of the subsidy has gradually increased and now amounts
to 75% of the withholding tax. Obviously, it is a federal tax incentive to

stimulate R&D. Later, similar schemes were introduced for overtime and

The process is the following: the scheme reduces the amount of the withholding tax the employer
has to pay to the tax administration, without a corresponding reduction in the PIT liability of the
worker. It amounts to a wage subsidy and is also considered as such in the national accounts. In some
sense the subsidies resemble a “negative payroll tax”. In the calculation of the implicit tax rate on
labour, we subtract these subsidies from the numerator. We consider them as a negative component
of the tax wedge, since they are expressed as a percentage of the wage or of the withholding tax. The
European Commission (2012) does not take these wage subsidies into account when computing the
implicit tax rate on labour.

Researchers hired by universities and/or researchers hired by the private sector and involved in part-
nerships with universities.
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night and shift workers. The first might be justified on efficiency grounds
because it lowers the tax on a relatively elastic sector of labour supply and
demand. However, the rationale for the scheme supporting night and shift
workers is less clear (). Finally, at the end of the period, a standard rebate
was introduced for the whole of the private sector, as a component of two

last general wage agreements concluded by the social partners.

Table 1: ITR on labour (employed) and the no-policy change scenario

ITR ON LABOUR (EMPLOYED) UNDER UNCHANGED TAX POLICY

GLOBAL OF WHICH PIT GLOBAL OF WHICH PIT
2000 42.4% 17.9% 44.2% 17.7%
2001 42.0% 17.7% 44.6% 18.2%
2002 42.0% 17.5% 44.9% 18.3%
2003 41.7% 17.3% 44.9% 18.3%
2004 42.3% 17.8% 45.4% 18.5%
2005 42.0% 17.9% 45.5% 18.7%
2006 40.6% 17.1% 45.4% 19.1%
2007 40.4% 16.9% 45.7% 19.4%
2008 40.3% 17.2% 45.6% 19.9%
2009 39.1% 16.2% 44.8% 19.4%

Source: Valenduc (2011)

Table 1 compares the actual evolution of the ITR on labour with the
counterfactual baseline scenario of no-policy change (°). On this base-
line, the ITR on labour would have increased slightly from 44.2%
to 44.8%, due to the progressivity of income tax (7). The discretion-
ary change appears to be significant. Comparing the actual ITR at the
end of the period (39.1) with that of the counterfactual (44.8), the ITR
on labour was 5.7 per cent below the baseline at the end of the period,
whereas it was just 1.8 per cent below at the beginning of the period.

The PIT component contributes 3.2 per cent, which is quite significant.

5. The scheme was conceived as a response to competitive pressure in the car industry. As any sector
targeting is forbidden by the EU State Aid Rules, the scheme was from the beginning extended to
the whole of the private sector.

6. The “unchanged tax policy scenario” includes the automatic indexation of PIT.

7. Reductions in employers’ social security contributions have also made these payments slightly pro-
gressive, contributing to the increasing trend in the unchanged tax policy scenario.
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Figure 3 compares the trend of the implicit tax rate on labour with the
trend of the effective tax rate (ETR) on the average wage. The ETR is
taken from the OECD annual publication Taxing Wages (OECD, 2012
for the last edition). It computes the tax wedge for a single worker earn-
ing the average wage in the private sector. The tax wedge only includes
the nominal PIT and social security contributions rate, local taxes at
the average rate and standard tax allowances and standard reductions in

social security contributions ().

Figure 3: Implicit (macro) and effective (micro) tax rates on labour
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The decline in the ETR is clearly less pronounced than the decline in the
implicit tax rate. The main reason for this is that most of the reductions
in social security contributions, introduced during the last decade, have
been targeted at low wage earners and hence have no or very little effect
on the tax wedge of the average wage. Also the wider use of tax expen-
ditures, which contributes to the decreasing trend in the I'TR, does not

show up in the effective tax rates of the OECD.

In the case of Belgium, “standard tax allowances” just includes the standard deduction for profes-
sional expenses and the zero rate band on the tax side. On the “social security contributions” side, the
standard reductions (low wages) are taken into account, but reductions targeted according to specific
characteristics of the employee are not (for example in the case of hiring long-term unemployed).
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.2 Capital

The decrease in the implicit tax rate on capital is the second main event
of the past decennium. The ITR on capital groups a large number of
quite difterent taxes. They differ not only in terms of their tax base (prof-
its of corporations, income from savings) but also by type (income taxes,
transaction taxes). The economic incidence of these various taxes may
well be different.

Figure 4 disentangles the ITR on capital by distinguishing taxes on cor-
porations and taxes on property income. For a small open economy like
Belgium, which is a price-taker on the capital market, this distinction
clearly matters. On the corporation side, any tax on an investment located
in Belgium adds to the risk adjusted market interest rate. Therefore it
shows up in the cost of capital or in the gross rate of return an investment
has to earn to be profitable. These taxes are factored into the “invest-
ment tax wedge”. Taxes on property income, on the other hand, have
no direct effect on the cost of capital (°). They just reduce the net return
from savings, given the gross (world) interest rate. These taxes have to be
factored into the “savings tax wedge”. Therefore, the ITR on corpora-
tions may be considered as the macroeconomic proxy of the investment
tax wedge, while the ITR on property income may be considered as the

macroeconomic proxy of the “savings tax wedge.”

The ITR on corporations showed a clearly increasing trend in the nine-
ties. The tax policy stance of that period has been widely documented in
previous publications (Decoster, Gerard and Valenduc, 2001; Valenduc,
1999; Valenduc 2004a). The nineties appear to have been a period of
“gradual tax reform” resulting in base broadening after an initial cut
in the nominal CIT rate of 4 per cent. By narrowing the gap between
the nominal and the implicit (effective) tax rates, this reform improved
the neutrality of CIT. During the last decade, the ITR on corporations
clearly picked up in 2006 and decreased significantly at the end of the
decennium, when the allowance for corporate equity (the “Notional

9. The financing of SMEs may differ from the small open economy model, as most of them do not have
access to the world capital market. For these enterprises, personal taxes paid by the shareholders may
have an effect on the cost of capital.
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interest deduction”) was introduced. On the other hand, the ITR on
property income showed no clear trend over the last decade and fluctu-

ated at around 20%.

Figure 4: ITR on capital: corporations and property income of households
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.3 Consumption

The “silence” from the consumption tax side contrasts with the consid-
erable political activity on the income tax side (personal and corporate
income taxes). No major changes were made in VAT, apart from an
extension of the reduced rate for the renovation of 15-year-old dwellings
to s-year-old ones. Excise duties on energy were monitored by means
of a “cliquet” system which converted decreases in pre-tax prices partly
into excise duties. Sometimes, a reverse “cliquet” was also introduced,
but in a less systematic way. The net effect was an increase in excise duties
in nominal terms. But these schemes failed to maintain the real value of

excise duties over the period, as pointed out by Valenduc (2011).
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2. THE MAIN TAX REFORMS
OF THE LAST DECADE

2.1 The PIT reform

The PIT reform (The “Reynders reform”) came into force gradually
over the 2002-2004 period and is responsible for most of the PIT decrease

over the decade under consideration.

The main provisions of that reform were:

— an increase in the rate of the 1% bracket for the standard deduction for
work-related expenses;

— the introduction of an earned income tax credit that was later trans-
formed into a targeted reduction in personal security contributions;

— significant changes in the income tax schedule: the two top mar-
ginal rates (52.5 and 55%) were repealed and the middle tax brackets
were widened;

— an upward alignment of the zero-rate band for spouses and singles;

— full neutrality between singles and spouses. This includes the separate
taxation of un-earned income. It also includes a significant change in
the income testing of the tax credits for social transfers: the reform
changes the system from income testing at the level of the household
to that at the level of the individual.

Ex ante evaluations of the reforms were carried out by Cantillon
et.al. (2000) and by Valenduc (2002). Both concluded that the reform
was broadly neutral as far as income redistribution was concerned.
According to Valenduc (2002), this resulted from a combination of an
increase in the progressivity of the personal income tax and a reduc-

tion in the average tax rate ().

10. This is best seen from the Kakwani decomposition of the redistributive effect of a tax RE = tP/(1-t),
with RE = redistribution, P = progressivity, defined as the difference between the GINI indices of
taxes and pre-tax incomes, t = average tax rate. Cf. KAKWANI (1977).
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Valenduc (2002) also investigated the effect of the reform on effective tax
rates on labour and on “participation rates” ("*). Unsurprisingly, he found
a decrease — albeit rather limited — on the ETR on labour. On the “par-
ticipation decision” side, he concluded that the “making work pay” effect
was widely dispersed and not targeted to the cases in which the unem-
ployment trap was the most acute. This was due to the policy choice to
have a “simple” earned income tax credit, designed for individual rather
than household income testing. Moreover, since the Earning Income
Tax Credit (EITC in the rest of the paper) was tested only on earned

income, and not on hours worked, it introduced a part-time premium.

As indicated above, the EITC for wage earners was later transformed into
a targeted reduction in personal security contributions. The new scheme
was also based on hours worked. This removed the part-time premium

and therefore significantly changed the profile of the beneficiaries.

The labour supply side effect of this EITC has been investigated by
Orsini (2006) and documented in Conseil supérieur des Finances (2007).
Orsini’s evaluation is also an ex ante one. The expected supply side effects
differ widely according to gender. For female workers, most of the effect
is on the participation side and it arises from the earned income tax credit
and the increase in the zero rate band for married women. The phasing-
out of the EITC may have an adverse effect on hours worked and the
repealing of the two top marginal income tax rates will have roughly no
effect. For male workers, there is a positive effect at the intensive margin
as well which is mainly triggered by the widening of the tax brackets
in the middle of the income tax schedule. The repealing of the two top

marginal rates does not seem to have a great (expected) effect.

11. “Participation rates” capture the effect of the tax and benefit system on the participation decision (re-
turn to work). It is defined as the ratio of the difference in tax (and employee’s social security contribu-
tions) to the difference in gross income, when comparing in and out of work cases for a typical worker.
The numerator also includes changes in benefits, due to the switch from not working to working.
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2.2 Tax expenditure in personal income
tax: away from neutrality?

The growing use of tax expenditures during the last decade stands in
sharp contrast to the tax policy conducted during the nineties: the trade-
off between neutrality and incentives has been reversed. The revenue

forgone from tax expenditures increased from 12.4% in 2000 to 18.0% in

2009 (Figure 5).

Figure 5: Revenue forgone from tax expenditures, PIT
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Of the new tax expenditures which have been introduced the main one
is the tax credit for energy saving schemes. It has been expanded gradu-
ally with a steadily increasing revenue cost as a consequence. As noted by
Conseil supérieur des Finances (2009) and Baveye and Valenduc (2011),
the case for these environmental tax rebates is rather weak. From a wel-
fare point of view, a green tax the revenue of which would be recycled in

the form of a labour tax cut would clearly have been better.

The tax regime for housing was made more favourable in 2005. The pre-
vious tax regime, which allowed the deduction of mortgage repayments

against earned income and the deduction of mortgage interest against

2009
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imputed income, was changed into a new tax allowance which allows
mortgage repayments and interests to be set against earned income.
Moreover, refinancing mortgages also qualified for the new regimes,
which resulted in a windfall gain. There is a well-known presumption
that tax incentives for housing capitalise into prices due to (at least short
term) inelastic supply. Valenduc and Van Reybrouck (2012) confirm that

this seems to have been the case with the new tax regime for housing.

The ceiling for deductible pension savings was increased, child care
deductibility was expanded for children from 3 to 12 years old, and other
tax expenditures — the policy rationale for which was quite weak — have

been introduced. ()

2.3 Personal income tax, progressivity and redistribution

On the efficiency side of the coin, the combination of an extension of
the reductions in social security contributions for low wage earners with
the “Reynders tax reform”, has been successtul in reducing the taxation
of labour. And ex ante simulations also indicated that the “Reynders tax
reform” was roughly neutral on the distributional front. But the use of
tax expenditures has been expanded, and it is well known that the bulk
of tax expenditures benefits middle and high income earners (Conseil
supérieur des Finances, 2002 (%); Valenduc, 2004). Therefore, the combi-
nation of these two effects renders the evolution of the overall redistribu-
tive power of the PIT system during the last decade opaque, the more
so because the underlying distribution of taxable income itself has also
changed during the decade. Therefore we now complement the ex ante
analysis, described in Section 2.1, with a description of the actual evolu-
tion of the redistributive effect of the PIT.

Figure 6 displays the GINI indices of taxable income and income after
PIT. Inequality in taxable income increased, and redistribution (the bars
in Figure 6) clearly decreased. This seems to contradict the result of the

ex ante simulation of PIT reform as in Valenduc (2002). Note first that

12. For example the tax credit for the costs of improving the security of dwellings against burglary and fire.
13. Also available in Dutch (Hoge Raad van Financién (2002))
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the increase in pre-tax inequality is not specific to Belgium. It appears to
be a common trend in most OECD countries (OECD, 2009). However,
there is a specific Belgian component in this trend. The PIT reform
has made some tax credits refundable. Therefore, the tax administration
decided that low income earners should go through the assessment pro-
cess even if they were not liable to pay income tax. As a consequence, a
significant number of low income earners, previously not included in the
statistics (which rely on the PIT assessment), do now enter the adminis-
trative statistics. Hence, a significant part of the increase in the pre- and
post-tax inequality, and therefore also of the decrease in redistribution,

can be attributed to this “administrative change”.

Figure 7 disentangles the index of redistributive effect of a tax system
using the well-known Kakwani decomposition (") into the change in the
average tax rate and the disproportionality of the tax liabilities (defined

here as progressivity).

Mainly during the first half of the decade, the Reynders reform and
the wider use of tax expenditures triggered a downward trend in the
average tax rate. Progressivity (defined as the difference between the
concentration index of PIT liability and the Gini index of the pre-tax
income distribution) increased slightly over the period. This is surpris-
ing. The ex ante simulations predicted that the Reynders reform would
increase progressivity, due to the introduction of the EITC. As indicated
above, the EITC was transformed into a targeted reduction in employee’s
social security contributions in 2004 and was thus removed to outside
the “progressivity of income tax”, as captured in Figure 7. Others things
being equal, the legislative change should have resulted in a decrease in
progressivity. The administrative change just described also pushes the
progressivity index upward, due to the inclusion of low income earners

with a zero (or even negative) PIT liability.

The specific effect of the administrative change in the PIT assessment

process on inequality and redistribution has never been assessed. The

14. See footnote 9, page 7.
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direction in which they affect inequality and redistributive effect is clear.

But, unfortunately, the magnitude of this eftect is unknown.

Figure 6: Inequality and redistribution
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24 Corporate income tax reforms
2.4.1 THE 2003 REFORM

The first main reform of Corporate Income Tax took place in 2003. It
was a typical example of a “broad base, low rate” tax reform. The nomi-
nal CIT rate was cut from 39 to 33% (40.17 to 33.99% including the crisis
surcharge) and reduced rates for small and medium enterprises (SMEs)
were cut accordingly. SMEs also benefited from an “investment reserve”
which exempted retained profits up to a ceiling subject to a correspond-
ing investment in a 3-year period. The main base broadening provisions
were (a) a liquidation tax, (b) the strengthening of the upstream taxa-
tion requirements for the “participation exemption”, (c) less favourable
depreciation rules and (d) the non-deductibility of regional taxes and of
specific charges. The reform appeared to be revenue neutral, according
to the report provided by the Court of Auditors “at the request of the

government” (See Cour des Comptes, 2000).

A “broad base, low rate” reform is intended to make the tax system
more neutral by reducing the dispersion in effective tax rates at the
micro level. Using micro data, Halleux and Valenduc (2007) conducted
a study on the dispersion in effective tax rates. The disregarded charges
(") appears to be the main determinant of the dispersion in ETRs at
the micro level. The authors have no formal conclusion on the effect of
the 2003 reform on the variation in ETRs. Nevertheless they note that,
since the reform has expanded the list of disregarded charges, it is far

from obvious that further progress towards neutrality has been made.

2.4.2 THE ““NOTIONAL INTEREST DEDUCTION’’:
AN ALLOWANCE FOR CORPORATE EQUITY
IN BeELGgium (ACE)

The CIT reform, concluded during the nineties, left unaltered the well-
known preferential tax regime of the coordination centres. But most of

the other preferential tax regimes, introduced during the two previous

15. « Disregarded charges » refers to charges that are not deductible from a tax point of view, while being
considered as deductible expenses from an accounting viewpoint. This is the case, for example, with
a fixed percentage of car and restaurant expenses.
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decades, were abolished or started to be phased out. The same holds for
the 2003 reform: the base broadening provisions did not hit the coordina-
tion centre regime. That regime was clearly under pressure from the EU
and OECD codes of conduct () and from the European Commission,

under the “State aid rules” examination procedure.

The coordination centre regime was listed as harmful by the EU and
OECD codes of conduct and declared incompatible with EU law. The
main reason was that it was assimilated to ring-fencing (7). Therefore, and
instead of simply removing the debated system, Belgian authorities fol-
lowed their Irish counterparts and decided to introduce a new tax regime.
This regime was accessible to any, since the Belgian authorities decided
to introduce a deduction for risk capital or notional interest: a presump-
tive — or notional — interest rate on a firm’s own funds became deductible
against the corporate income tax base. For that aim, the own funds are
computed net of participations and investments in foreign branches in
order to avoid cascade deductions. The reform included a series of base

broadening provisions that aimed to make it revenue neutral (*%).

This important reform deserves a series of comments. First, it has the
encouraging property of removing discrimination in the tax system
between financing by own funds and by debt, provided that the gross return
equals the long-term interest rate. This kind of tax policy has featured in
the economic literature for many years, under the name of Allowance for
Corporate Equity (ACE) (see Boadway and Bruce, 1984; Gammie, 199T;
IFS, 1991). Note that a similar measure had been introduced previously in
Croatia (Keen and King, 2002) — but was then removed. In Brazil it was

adopted at more or less the same time as in Belgium (Klemm, 2007).

Of course, the two gross rates of return are not identical. The rate of inter-

est on corporate debt is determined by the market and eventually corrected

See OECD (1998).The European Council agreed on the principles of the EU code of conduct for
business taxation on the 1st December 1997.

“Ring fencing” means that the regime is accessible only to firms with a non-domestic involvement.
This was obviously not the case with the coordination centre regime, but the EU Council assimilated
the regime to a ring-fenced one, due to the fact that it was mostly used by non-residents.

The investment allowance was repealed, apart from RD and green investments. A tax credit for new share
issues was also repealed and the exemption of capital gains was made on a net basis instead of a gross basis.
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for firm-specific risks. The notional interest rate is based on past rates on
10 year maturity government bonds. The latter rate is usually below the
former. Moreover an upper limit of 6 per cent was imposed. This limit was
decreased to 3 per cent in 2012. The reform appears to be very close to the

pure version of the allowance for equity (Gérard 2006a,b).

The memorandum put to the Parliament stresses the neutrality property
of the reform because it enables corporate income tax to overcome the
well-known debt equity bias. It ends by indicating that the reform also
provides an alternative for financial companies using the coordination
centre regime. Most would argue — rightly — that of the two motiva-
tions the second was the more important and the neutrality properties

are more a consequence of the reform than its main policy motivation.

How is it that an allowance for corporate equity can be an alternative for
the coordination centre (CC) regime? Most of the CC activities related to
the intra-group banking and financing of investment. The basic scheme
was the following: instead of direct financing of the subsidiary by the
parent, the financial low was routed through a CC to which the parent
provided equity, used by the CC to provide debt to the affiliates of the
group. The interest due was deductible “at source” (in the hands of the
indebted affiliated company), tax exempt at the level of the CC, and the
dividends attributed by the CC were not subject to tax either at the CC
level, or at the parent level (). Valenduc (2004b) computed the effects on
METR and AETR on the intra-group financing of investment. METRs
appear to be strongly negative and AETR was substantially lowered. As
a result, the CCs were highly capitalised. That 1s why an allowance for
corporate equity provided an alternative, subject to the conditions that
(a) it should apply to the existing stock of capital and (b) the use of the

triangle schemes just described should not be disallowed.

The Belgian government decided to make the ACE accessible to the exist-
ing stock of capital, which resulted in a windfall gain for the existing share-
holders, but it was considered to be “the price to pay” for keeping the
CCs located in Belgium. On the other hand, when the Italian government

19. The same held when the profits were retained by the coordination centre.
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recently decided to introduce an allowance for corporate equity, the choice

was made not to extend the benefit to the existing stock of capital.

Empirical evidence provides mixed and disputed results. The reform
was intended to be revenue neutral, but this has been intensively dis-
cussed. A report by the central bank at the request of the federal gov-
ernment (Burggraeve e.a, 2008) argued for a low budgetary cost. The
report however failed to include the budgetary costs of the “triangular
schemes” and attributed any inward Foreign Direct Investment (FDI)
to the reform instead of considering the difference between inward
FDI and a benchmark scenario. According to Valenduc (2009), the
budgetary cost may be higher than initially indicated and higher than

the evaluation by the central bank.

The ITR on corporations exhibits a clear downward trend in Figure
4 after the introduction of the ACE. Valenduc (2011) performs an in-
depth examination to explain that trend. He concludes that (a) the
2006 peak is due to a timing effect (a change in the timing of CIT
assessments that boosted CIT revenue in 2006) combined with the
compensatory provisions of the reform; (b) starting from 2006, there
is a clear decline in the effective tax rate of corporations, defined as the
ratio of CIT to the “benchmark tax base” (*°); and (c) there has been
a widening of the tax base. Surprisingly, the widening of the tax base
comes from an increase in gross profitability, and not from an increase
in the size of the corporate sector. The increase in gross profitability
seems quite strange: it does not fit with what one would expect from
a reform which lowers the corporate income tax in a small open econ-
omy. Valenduc (2011) makes the point that the triangular structures
that have been put in place by financial companies (reviving from the

coordination centre regime) just have this type of effect.

Princen (2012) conducted a difference-in-difference investigation to look
at the effects of the ACE on the balance sheets of non-financial compa-

nies. She concluded that the reform had been successful in correcting the

20. What the tax base should be with no tax expenditures and full deduction of any charges.
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debt-equity ratio towards more equity, but that there was no effect on tan-

gible and intangible investment on the left hand side of the balance sheet.

The ACE reform raises a set of other issues. Firstly, the reform in some
sense isolates Belgium among EU Member States at a time when the
European authorities, together with Member States” administrations, are
preparing a directive on tax base consolidation at the EU level with a sin-
gle method for computing that base. This does not preclude the fact that
such a measure could be an interesting avenue for the future of corporate
taxation in Europe — see Bond (2000) and Sorensen (2007). Secondly, the
measure makes the Belgian tax system less transparent by creating a large
gap between the statutory and the effective corporate income tax rates.
Finally, with respect to the “rate cut, base broadening” recommendation
of economic theory, the ACE partially goes in the wrong direction — see

Radulescu and Stimmelmayer (2007).

2.4.3 THE PATENT BOX

Since the 2008 tax year, Belgium has joined the — as yet — very small
club of countries offering a patent box, by which is meant a partial
deduction of patents income against the corporate tax base. In Belgium
the deduction amounts to 80 per cent and the tax rate is thus 6.8 per
cent. Other members of the club now include The Netherlands (10 per
cent tax rate decided in 2007), Luxembourg (5.9 per cent decided in
2008) and The United Kingdom with its 10 per cent, effective rate in
2013 (see Griffith et alii 2011).

In Belgium, this deduction applies to income from patents, totally or par-
tially developed, or improved in research centres located in the Belgian
territory. Those incomes consist of income obtained from third parties
as well as of income that the company would have received from third
parties instead of itself exploiting the patent. As a consequence the tax on
patent income went down from a statutory rate of 33.99 per cent to an
effective value of 6.80 per cent, providing Belgium with a new discrep-
ancy between the easily observable statutory rate and the economically
crucial effective rate, but also with a very reduced rate on highly mobile
intangible assets. Combined with the ACE deduction, the patent box
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may result in exempting from CIT a rate of return up to s times the

interest rates on 10-year governmental bonds.

This new instrument of tax policy may be expected to be of great impor-
tance in the new competition for ideas and development and the loca-
tion of intellectual property, especially when those intangibles are the
primary resource of the country. In some sense it completes the set of
instruments that Belgium has put in place to boost research activity in its

territory, especially the “wage subsidy” for research staft members.

2.5 Taxation of savings income

The year 2000 was marked by an agreement between the EU Member
States on the taxation of savings income. The system, decided in the
Portuguese city of Feira, was turned into a Directive in June 2003 — see

European Commission (2003) — and has applied since 1 July 2005.

The Directive recognises that “residents of Member States are currently
often able to avoid any form of taxation in their Member State of residence
on interest they receive in another member state” and that “this situation
is creating distortions in the capital movements between member states,
which are incompatible with the internal market”, before adding that “the
ultimate aim of this Directive is to enable savings income in the form of
interest payments made in one member state to beneficial owners who
are individuals resident in another member state to be made subject to

effective taxation in accordance with the laws of the latter member state”.

The mechanism thus deals with payments of capital income made by pay-
ing agents of the European Union, mostly banks, to EU citizens who are
not residents of the member state in which the payment takes place. The
information on the transactions is transmitted by the paying agents to
the local tax administration and by the latter to the tax administrations
of the countries of residence of the beneficial owners. This exchange of
information is systematic and automatic; in that respect the EU system
differs from that of the OECD which is based on exchange of information

upon request. However the EU system applies only to interest income
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and claims dominated by interest income. Its extension to other forms of

capital income like dividends and insurance products is under discussion.

Nevertheless, three countries obtained the right not to take part in the
exchange of information as long as a similar agreement was not found
with competing countries located outside the European Union. Instead
of exchanging information, those three countries, Austria, Belgium and
Luxembourg, committed to levying a withholding tax on interest pay-
ments and to transferring 75 per cent of the revenue collected to the
country of residence of the beneficiary, but without revealing her iden-
tity. The rate of that withholding tax was initially fixed at 15 per cent.
It was progressively increased to the current rate of 35 per cent. In 2009,
Belgium decided to leave this group of countries. It joined the former

one to participate in the exchange of information.

As mentioned above, “the ultimate aim of this Directive is to enable sav-
ings income ... to be made subject to effective taxation in accordance
with the laws of the latter member state”. This is to be interpreted as
the willingness to allow a member state to tax interest paid at home and
abroad equally, provided it is in the territory of the European Union and
whatever the tax system may be. Indeed, in organising individualised
exchange of information the EU makes possible the application of tax
systems based on individualised taxation like the Global Income Tax and
the Danish version of the Dual Income Tax. The operation of tax sys-
tems where capital income is subject to a flat tax as in Belgium over the
decade examined and in the other Dual Income Tax Nordic countries,
or still in The Netherlands, is a fortiori facilitated.

During the same decade the United States signed an agreement with
most banks across the world making them Qualified Intermediaries of
the US Inland Revenue Service and allowing the US administration to
supervise the commitment of those banks without regard for the local
authorities. That agreement includes the commitment to provide the US
administration with the taxpayer identification of US beneficiaries of
income from US sources paid by the bank and it was complemented by a

revision of the Belgium-US Tax Treaty.
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As of April 2009, Belgium radically changed its position on exchange of
information, having been included in the “grey list” issued by the G2o.
The position of the G2o was motivated by the fact that bank secrecy
was invoked by Belgium to oppose to exchange of information requests
from its treaty partners. The reservation that Belgium placed on arti-
cle 26 of the OECD model convention — the provision that organises
the exchange of information between treaty partners — was withdrawn
and the Belgian government engaged extensively in signing agreements

allowing the exchange of information with treaty partners.

From an economic point of view, all these changes have resulted in mak-

ing the taxation of savings residence-based, rather than source-based.

3. WHAT HAS NOT BEEN DONE

Significant tax reforms were conducted during the nineties. However, a

lot remains to be done.

On the PIT side, the “Reynders reform” did not include any base broad-
ening provision and the tax credit for social transfers was expanded. In
this sense, this reform appears to be a missed opportunity. It should have
been possible to reduce the taxation of earned income by cutting tax
expenditures. But the government chose to take a route in the opposite
direction, increasing the number of tax expenditures and extending the
coverage of some of them. By the end of the decade, the tax system had

clearly moved further away from neutrality.

On the CIT side, the introduction of the ACE is notable progress towards
neutrality. However, the reform clearly suffers from the lack of anti-abuse
rules which should act against triangle structures that result in double dip
deductions, or deductions with no corresponding taxation. This under-

mines the sustainability of the reform and progress towards neutrality.

Taxation of savings is still far from being uniform: effective tax rates difter
widely across assets (Valenduc, 2003; OECD 2009b). Interests from savings

accounts are still tax free, which enables the banking sector to keep the
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regulated interest rate low. It is a typical example of a tax exemption that
benefits not the saver, but the banker. The Belgian tax system still lacks
a generic rule that taxes capital gains, and prevents loopholes created by

financial products which aim to avoid the final withholding tax on savings.

Finally, the first decade of the century appears to be the “missed decade”
on green tax reform. There is clearly potential for reform which could
internalise the external cost of CO, emissions, including those relating
to transport, into prices. Moreover, this should facilitate a further low-
ering of labour taxation. The 2009 report of the “Conseil supérieur des
Finances” clearly indicates the potential for such a reform and make sug-
gestions for overcoming the distributive and competitive obstacles. No
support came from policy makers, while the most damaging environ-
mentally harmtul subsidy in the tax system — the company car regime —

was still alive at the end of the decade.
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3.
Approaches to
Primary Expenditures

In this chapter different authors shed light on a particular aspect of gov-
ernment expenditure or public governance in general. In one way or
another, they all address the theme of government efficiency. The con-
tribution by Valérie Schmitz, Bastien Scorneau and Robert Deschamps
focuses on the spending differences between regions. Why does a higher
share of the budget not always imply a better output? Stefan Van Parys
and Luc Van Meensel describe the evolution of employment in the pub-
lic sector in both a narrow and a broad sense. The Belgian story is also
compared with those of other European countries. A reduction in gov-
ernment employment is one of the possible ways of achieving budget cuts
and increasing government efficiency. The two remaining contributions
do not make use of an economically analytical approach to the same
extent, but are certainly no less interesting for that. Koen Verhoest, after
a brief theoretical introduction, discusses the evolution of performance
contracting as an instrument of control used by the different Belgian
governments during recent decades. To what extent and under what
conditions can performance contracting be used to achieve a more effi-
cient government? Finally, Jean Hindriks's contribution makes one think
about the concept of government efficiency, how to measure it and what

tools exist to improve it.
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5.1. THE STRUCTURE OF EXPENDITURE
OF THE REGIONS AND COMMUNITIES:
A COMPARISON 2002-201 |

I

Valérie Schmitz, Bastien Scorneau, and Robert Deschamps

] Introduction

In the process of the federalization of Belgium, Regions and
Communities have seen a major expansion of their competences
and responsibilities. Within this broader autonomy, Regions and
Communities may allocate their budgets as they think best, which can
possibly lead to large discrepancies between them. Because budgets are
the visible expression of political choices, differences in their alloca-

tion also pinpoint diverging political priorities.

The aim of this paper is to compare the budgetary expenditures of the
Regions and Communities for the territories of Wallonia, Brussels and
Flanders in the period from 2002 to2o11 and to highlight the implicit pri-
orities of those governments. Those priorities are to be analysed in terms
of their impact on the economy, employment and sustainable develop-
ment. The purpose of our contribution, however, is not to study the

expenditures’ efficiency, but to quantify them in terms of budget shares.

Budgetary expenditures are classified into five categories: regional, social
and cultural, education, debt and administration expenditures. Budgetary
expenditures for each territory have to be carefully defined; regard-
ing the Walloon territory, they come from the budgets of the Walloon
Region and of the French and German Communities. For the territory of
Brussels, they come from the budgets of the Brussels-Capital Region, of
the French, Flemish and Common Community Commissions, and also
from the French and Flemish Communities’ budgets. Budgetary expen-

ditures for the Flemish territory come from the Flemish Community’s

1. Valérie Schmitz and Bastien Scorneau are researchers at CERPE, Faculty of Economics, University
of Namur. Robert Deschamps is professor at CERPE, Faculty of Economics, University of Namur.
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budget. Corrections have to be made for each territory’s expenditures in

order to neutralize transfers between entities.

.2 Methodology”

1.2.1 PERIOD

We studied the evolution of the structure of expenditures for the 2002-
2011 period, 2002 being the first year after the Lambermont reform
(2001). This reform of the Belgian federal system was the last one before

the reform the current government will have to implement.

For each of these 10 years we have published comparisons from a territo-
rial and from a linguistic point of view. For the Brussels-Capital Region,

however, our analysis starts only in 2005.

1.2.2 REGIONAL TERRITORIES & ADJUSTMENTS

Budgetary expenditures for the Walloon territory or “Wallonia”
(““Walloon expenditures”) consist of the expenditures out of the Walloon
Region’s budget (except for transfers to the German Community), of
the German Community’s budget and of a share (defined below) of the
French Community’s budget (except the transfers to the Walloon Region

and the French Community Commission of Brussels).

Budgetary expenditures for the territory of Brussels cover the expendi-
tures from the Brussels-Capital Region’s budget (except for transfers to
the French, Flemish and Common Community Commissions, as well
as transfers to the debt management Fund) of the French, Flemish and
Common Community Commissions, and of shares (defined below) of

the French and of the Flemish Communities.

For full details about applied methodology see the series of research papers about this comparison
exercise (CERPE-University of Namur, “Comparaisons interrégionale et intercommunautaire des
budgets de dépenses des Entités fédérées”, 2002-2011, available online at http://www.fundp.ac.be/
eco/economie/cerpe).


http://www.fundp.ac.be/eco/economie/cerpe
http://www.fundp.ac.be/eco/economie/cerpe
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Budgetary expenditures for the Flemish territory or “Flanders” (“Flemish
expenditures”) consist of the expenditures of the Flemish Community,
except for transfers to the Flemish Community Commission and a share

(defined below) of the Flemish community’s expenditures.

The corrections for the French and the Flemish Communities’ budgets
aim to distinguish, on the one hand, budgetary expenditures respectively
dedicated to Wallonia and Flanders and, on the other hand, budgetary
expenditures dedicated to the French- and Flemish-speaking popula-

tions in Brussels.

The shares of the French and the Flemish Communities attributed
respectively to Wallonia and Flanders are equivalent to the proportions
of the Walloon population in the French Community (80.8% in 2002,
79.5% 1n 2011) and to the proportion of the population of Flanders in
the Flemish Community (96.8% in 2002, 96.6% in 2011). The remaining
shares are attributed to Brussels. The population of each Community in
Brussels is computed using the 80-20 key (80% of the Brussels population
is French-speaking, 20% is Flemish-speaking).

The outgoings of the Flemish Community and Flemish Region are pre-
sented in the same budget, making it difficult to distinguish between them.
When a distinction is possible, Regional expenditures remain unchanged
and Community expenditures are adjusted as described above. The nature
of various other expenditures, however, cannot easily be identified, as
they seem to belong to both the Community and the Region (this is par-
ticularly true for central administration or operating expenditures). Those
expenditures may also be related to the Flemish population of Brussels,
so we first calculate a “mixed key” to distinguish expenditures of the
Flemish territory from those of the Flemish population in Brussels. This
key 1s equal to the average between the Flemish Community’s expendi-
tures key (96.6% in 2011) and the implicit Flemish Region’s expenditures
(100%). We then split the remaining expenditures between the Flemish
Region and Community using the average proportions of the Region’s

and Community’s expenditures in the Flemish budget.
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I.2.3 CATEGORIES OF EXPENDITURES

We distinguish between five categories of expenditures, determined on

the basis of the Entities’ competences:

— Regional expenditures, which represent competences that are exerted
by the Regions. They include expenditures relating to the economy,
employment and professional training, natural resources and the
environment, local administration, territorial planning and housing
policy, equipment and transport.

— Social and cultural expenditures relate to competences concerning
health and social action, culture, sport and tourism.

— Education and research expenditures concern competences relating to
fundamental and secondary education, higher education and universi-
ties, scientific research and other spending on education and research.

— Debt expenses (interest payments).

— Administration expenses: this category covers expenditures such as
allocations to parliaments and governments, ministers’ offices and
secretariats. They also comprise short-term provisions used if the
macroeconomic environment deteriorates or if expenditures are

higher than expected.

Each category contains several sub-categories. Each sub-category is built

13

mostly by aggregating budgets’ “activity programmes’ (the second low-
est level in budgets). Sometimes, however, we had to distinguish between
“budget articles”, the most disaggregated level in the budgets. For more
information on the classification we refer the reader to the collections of

publications by the CERPE on this comparison exercise.

1.2.4 METHOD OF COMPARISON

We compared the budget shares of the three regions (territories) for each
expenditure category. The comparison is built on a “comparison ratio”
for each expenditure category, which is the share of the expenditures
category in the Walloon (Brussels) budget divided by the share of the

same category in the Flemish budget. A ratio greater than 1 indicates that

3. We use initial budgets, and we focus on non-differentiated appropriations and payment appropriations.
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Wallonia (Brussels) spends a higher share of its budget than Flanders. A
ratio equal to 1 means that Wallonia (Brussels) spends exactly the same
proportion as Flanders, while a ratio smaller than 1 implies that Wallonia

(Brussels) spends a smaller share of its budget than Flanders.

Those ratios have been computed by the CERPE for each year from
2002 to 2011 for Wallonia, which makes it possible to analyse the evolu-
tion of the categories of expenditures we have determined. However, the

comparison for Brussels has been available only since 2005.

.3 Core Analysis

I.3.1 FIRST POINT: STATIC ANALYSIS

The results for 2011 are presented in Tables 1 and 2. The average ratios for
the 2002-2011 period (2005-2011 for Brussels) are presented in the last col-
umn. The results for the years 2002-2010 (2005-2010f0r Brussels) are not

presented here but can be found in the research papers indicated above.

Overall, the comparisons between Wallonia and Flanders and between
Brussels and Flanders offer clear similarities. All five categories of expen-
ditures follow the same pattern when compared in terms of budget shares
to Flanders; for regional expenditures, comparison ratios in 2011 are
greater than 1 in Wallonia (1.03) and in Brussels (1.11). This means that,
compared to Flanders in 2011, the budget share for regional expenditures
is higher in Wallonia, and even higher in Brussels. Average comparison
coefhicients for the period are also greater than 1 in both regions (1.14 for
‘Wallonia, 1.21 for Brussels). On the other hand, budget shares for social-
cultural and education spending are higher in Flanders than in Wallonia

and in Brussels, in 2011 and on average for the period.

Debt expenses and administration spending account for a higher budget
share in Wallonia and in Brussels than in Flanders. Higher budget shares
for debt expenses are the result of greater public deficits in Wallonia and

in Brussels leading to a higher indebtedness level. Higher budget shares
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Table 1: Comparison of the budgets of Wallonia and Flanders (on a territorial basis)
2011 EXPEND. ON EXPEND. COMPAR. COMPAR. COMPAR.
THE FLEMISH  ON THE RATIO RATIO  RATIO (AVG.
TERRITORY  WALLOON  (2011) (2002) 2002-2011)
TERRITORY
1. Regional expenditures 8,408,918 5,207,955 1.03 1.16 114
A. Economy 1,321,987 976,269  1.23 1.63 1.55
Foreign relations 91,020 100,231  1.83 1.7 1.73
Economic policy and economic expansion 601,303 391,753  1.08 1.55 1.82
Agriculture 119,617 133,416 1.85 2.73 2.53
Energy, technology 78,792 125,965  2.65 1.31 3.03
Research funded by the Region 431,255 224904  0.87 - 0.72
B. Employment policy and professional training 1,309,943 1,150,359  1.46 1.51 1.57
Employment 1,100,396 854,694 129 1.47 1.46
Professional training 209,547 295,665 2.34 1.67 210
C. Natural resources and environment 505,459 211,565  0.69 0.67 0.71
D. Local administrations 2,389,092 1,411,206 0.98 1.11 1.06
Municipalities 2,258,097 1,181,153  0.87 1.08 0.90
Provinces 89,312 142,873  2.65 2.58 2.68
Other 41,683 87,180  3.47 0.87 14.54
E. Spatial planning and housing 624,570 397,892  1.06 0.7 1.03
F. Equipment and transport 2,257,867 1,060,663 0.78 1.2 0.98
II. Cultural and social expenditures 4,089,995 1,992,763 0.81 0.69 0.74
A. Health and social work 3,106,002 1,394,049 0.74 0.64 0.70
B. Culture 801,404 452,169  0.94 0.78 0.82
C. Sport et tourism 182,589 146,545 1.33 1.09 1.10
Ill. Education expenditures 10,029,096 5,580,175 0.92 0.88 0.92
A. Fundamental and secondary 6,532,271 3,888,600  0.99 0.93 0.97
B. Higher education and university 1,474,506 871,939  0.98 0.83 0.91
C. Scientific research 302,138 106,305  0.58 0.71 0.61
D. Other 1,720,182 713,330  0.69 0.73 0.75
IV. Debt expenditures 233,349 418,844 2.98 2.18 3.37
V. Administration expenditures 1,089,262 1,176,360 1.79 1.33 1.16
A. Councils, parliaments, govern. and ministerial 116,358 128,509 1.83 1.62 1.93
offices
Councils/parliament allocations 85,316 71,086  1.38 - 1.46
Governments/minist. offices allocations 31,043 57,423  3.07 = 2.92
B. General secretariats 967,663 1,028,310 1.76 1.28 1.16
C. Reserve funds 5,241 19,541 6.19 = 1.73
TOTAL EXPENDITURES 23,850,620* 14,376,096 1.00 1.00 1.00

* Except “Jobkorting” (75 million EUR)

** Comparison ratio = share of expenditures in the Walloon budget / share of expenditures in the Flemish budget
Source: CERPE-University of Namur (2002-2011)
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Tahle 2: Comparison of the budgets of Brussels and Flanders (on a territorial basis)

2011 EXPEND. ON EXPEND. COMPAR. COMPAR. COMPAR.
THE FLEMISH  ON THE RATIO RATIO  RATIO (AVG.
TERRITORY  BRUSSELS  (2011) (2005) 2005-2011)
TERRITORY
1. Regional expenditures 8,408,918 2,249,078 1.11 1.27 1.21
A. Economy 1,321,987 216,163  0.68 0.63 0.74
Foreign relations 91,020 25,698 1.17 1.21 1.22
Economic policy and economic expansion 601,303 68,225  0.47 0.61 0.78
Agriculture 119,617 760  0.03 0.02 0.02
Energy, technology 78,792 79,297 417 5.7 6.19
Research funded by the Region 431,255 42,183 041 0.34 0.37
B. Employment policy and professional training 1,309,943 322,168  1.02 1.3 1.07
Employment 1,100,396 274,077  1.03 1.35 1.09
Professional training 209,547 48,091 0.95 1.1 0.97
C. Natural resources and environment 505,459  224,964** 1.84 2.1 1.98
D. Local administrations 2,389,092 456,370  0.79 0.66 0.79
Municipalities 2,258,097 456,008 0.84 0.56 0.70
Provinces 89,312 362  0.02 0 0.01
Other 41,683 0 0 2.36 1.84
E. Spatial planning and housing 624,570 256,089 1.7 1.79 1.82
F. Equipment and transport 2,257,867 773,324  1.42 2.26 1.74
II. Cultural and social expenditures 4,089,995 756,901 0.77 0.73 0.75
A. Health and social work 3,106,002 545,343  0.73 0.69 0.72
B. Culture 801,404 179,991  0.93 0.86 0.87
C. Sport et tourism 182,589 31,567 0.72 0.78 0.74
Ill. Education expenditures 10,029,096 1,846,082 0.76 0.75 0.77
A. Fundamental and secondary 6,532,271 1,248,583  0.79 0.75 0.77
B. Higher education and university 1,474,506 276,100 0.78 0.68 0.74
C. Scientific research 302,138 38,046  0.52 0.51 0.51
D. Other 1,720,182 283,354  0.68 0.88 0.82
IV. Debt expenditures 233,349 384,686  6.83 4.91 12.19
V. Administration expenditures 1,089,262 517,522 1.97 1.18 1.34
A. Councils, parliaments, govern. and ministe- 116,358 83,850 2.99 4.22 4.06
rial offices
Councils/parliament allocations 85,316 54,050  2.63 2.44 2.61
Governments/minist. offices allocations 31,043 29,800 3.98 7.62 6.93
B. General secretariats 967,663 433,546***  1.86 0.96 1.19
C. Reserve funds 5,241 127 0.1 = 0.16
TOTAL EXPENDITURES 23,850,620 5,754,269 1.00 1.00 1.00

** Including dotation to the regional agency for cleansing “Bruxelles-Propreté” (118.9 million EUR). In other regions,
this competence is attributed to local administrations.

*** Including dotation to the fire brigade and emergency medical service “SIAMU” (82.2 million EUR). In other
regions, this competence is attributed to local administrations.

Source: GERPE-University of Namur (2005-2011)
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for administration spending are partly the result of more complex insti-

tutional frameworks.

Despite the similarities between those two comparisons, one must be
careful in their interpretation with regard to the specific status of Brussels-
Capital, a Region with a smaller territory and a higher population density
than Wallonia and Flanders. Budget shares in Brussels thus sometimes
reflect these characteristics, which imply difterent policy choices from
in the other two Regions. Another feature of this comparison however
needs to be stressed: among regional expenditures, the budget share for
expenditures dedicated to research was significantly smaller in Brussels
than in Flanders in 2011 and on average over the period (with an aver-
age comparison ration of 0.41). It was smaller than in Wallonia (with an
average comparison ratio of 0.87). The same pattern applies for expendi-
tures relating to scientific research, with budget shares smaller on average
over the period in Brussels (comparison coefficient equals 0.51) and in

‘Wallonia(comparison coeflicient equals 0.61) than in Flanders.

Some differences between Wallonia and Flanders should be further noted
among regional expenditures; the budget share of expenditures relating
to energy and technology policies is higher in Wallonia than in Flanders
(2.65 in 2011, 3.03 on average over the period) due to the “Plan Marshall 2.
Vert”. On the other hand, expenditures relating to natural resources and

the environment represent a higher share of the Flemish budget(avg. 0.71).

I.3.2 SECOND POINT: DYNAMIC ANALYSIS

In 2002, budget shares for all categories of expenditures were quite differ-
ent in Wallonia and in Flanders. With the exception of debt expenditures
and administration spending, it nevertheless seems that these differ-
ences have diminished during the period. This does not automatically
mean that Walloon spending behaviour converges towards the Flemish.
Indeed, convergence in terms of budget shares can be explained either by

an adjustment of both Entities or of one Entity alone.

When budget shares are studied separately for Wallonia and Flanders,

trends show that the share of regional expenditures remained quite



130 The Return of the Deficit

stable in Wallonia between 2002 and 2011 while it increased in Flanders.
Within this category of expenditures, this pattern is less true for the
share of expenditures for equipment and transport, which decreased in
the Walloon budget (from around 10% in 2002 to 8% in 2011), while it

increased in the Flemish budget (from 8% in 2002 to 10% in 20171).

The evolution of the budget shares for social and cultural expenditures in
Wallonia and in Flanders is also quite different. While this share stead-
ily increases over the whole period in Wallonia (from 11% in 2002 to
14% 2011), it displays an irregular trend in Flanders with ups and downs
(between 16% and 18%). This results in a comparison ratio increasing over
the period (from 0.69 in 2002 to 0.81 in 2011). Within this category, it is
worth noting that the budget share for expenditures relating to culture
increased regularly in Wallonia (from 2.8% of the budget in 2002 to 3.1%

in 2011) while it decreased in Flanders (from 3.9% in 2003 to 3.4% in 20171).

Graph 1: Evolution of budget shares of Wallonia relatively to Flanders for regional, social-cultural and
education expenditures.
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The budget shares for education expenditures in Wallonia and Flanders
evolved in a similar way over the whole period, which explains the sta-
bility of the comparison ratio over the period. Within this category of

expenditures, however, comparison ratios evolve in opposite directions
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concerning scientific research (it decreased from 0.71 in 2002 to 0.58 in
2011) and higher education and universities (it increased from 0.83 to
0.98). Indeed, while the Walloon budget share for scientific research
stayed low over the period (around 0.72% on average), it increased in
Flanders (from 0.98% in 2002 to 1.27% in 2011). Regarding higher edu-
cation, the share of the Walloon budget remained constant over the
period (around 6%) but it slightly decreased in Flanders (from 7.33% in
2002 to 6.18% in 2011).

The evolution of budget shares for debt expenditures and administra-
tion spending is less clear. Although budget shares for debt expendi-
tures are always higher in Wallonia (but vary greatly every year), that
is not the case for budget shares for administration spending, some-

times also higher in Flanders.

Graph 2: Evolution of budget shares of Brussels relatively to Flanders for regional, social-cultural and
education expenditures.
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The convergence observed in the analysis of the comparison ratios for
Wallonia and Flanders can be found for Brussels in the case of regional
expenditures. For Wallonia, this seems to be mainly the result of an

increasing budget share for regional expenditures in Flanders (from 29%
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in 2005 to 35% in 2011), while this share remains more stable in the

Brussels budget (from 37% to 39% between 2005 and 2011).

The comparison ratios for the remaining expenditures presented on the
graph (social-cultural and education expenditures) show that the difter-
ences in budget shares between Brussels and Flanders remain remarkably
constant over the period. This constancy is due to the similar evolution
of respective budget shares from 2005 to 2011. Let us however men-
tion that, as for Wallonia, the comparison ratio for scientific research in
Brussels remained quite similar over the period (from 0.51 in 2005 to 0.52

in 2011), though smaller on average than in Wallonia.

Finally, budget shares for debt expenditures remained higher in Brussels
than in Flanders over the period, as well as budget shares for administra-

tive expenditures.

|4  Conclusion

By sorting out budgetary expenditures spent in the territories of Wallonia,
Brussels and Flanders, a comparison of the spending behaviours of each

region can be made.

Leaving aside expenditures relating to debt and administrative spending,
our analysis focuses on expenditures relating to regional competences
(economy, employment and professional training, natural resources and
environment, local administrations, territorial planning and housing
policy, equipment and transport), social and cultural competences, edu-

cation and scientific research.

Differences between regions in terms of budget shares for those cat-
egories may be interpreted as the result of implicit political choices.
They should be analysed in the light of objectives such as employment
promotion or support of the economic activity. Factors that are known
to contribute to these objectives, such as public investment in private
enterprises, in human capital, in R&D and scientific research, should

then get all the attention.
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The main results show, firstly, that budget shares for regional expendi-
tures are higher in Wallonia and in Brussels than in Flanders. This dif-
ference tends however to decrease, as this share of the Flemish budget
has increased over the 2002-2011 period, while shares in the Walloon and

Brussels budgets have remained stable.

Secondly, budget shares for social and cultural expenditures are smaller
in Wallonia and in Brussels than in Flanders. The difference between
‘Wallonia and Flanders however seems to decrease over the years, due to
a growing budget share in Wallonia. The budget shares in Flanders and

Brussels remain stable.

Finally, the evolutions of budget shares for education spending in the
three regions are remarkably similar, though the share is smaller in
Wallonia than in Flanders, and even smaller in Brussels. Furthermore,
within this category of expenditures, budget shares for scientific research
in Brussels and in Wallonia are very much smaller than in Flanders.
Research funded by the Regions also accounts for smaller budget shares

in Brussels and in Wallonia than in Flanders.

Our analysis assesses political priorities only in terms of budget shares and
does not provide any information concerning spending efficiency. This
raises questions which should be analysed further. For instance, with a
roughly equivalent budget share for education, the Flemish Community
performs better in international comparisons (PISA studies*) than the
French Community. Wallonia dedicates a higher budget share to pro-
fessional training than Flanders, but the proportion of poorly qualified

unemployed workers remains higher.
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5.2. TRENDS IN PUBLIC EMPLOYMENT IN BELGIUM

Stefan Van Parys and Luc Van Meensel >°

Introduction

This chapter analyses the main trends in public employment in Belgium
between 2000 and 2010, based on the most coherent possible set of public
employment statistics. The first section surveys the characteristics and
developments in employment in Belgium’s general government sector.
The second section highlights public employment in a broad sense, while
in the third section an international comparison is made. Finally, some

conclusions are drawn.

2.1 Employment in the government sector in Belgium

According to the national accounts data compiled in accordance with the
ESA 1995 rules, just over 840,000 people were employed in the general

government sector in 20710.

The federal government and social security jointly account for only one
fifth of employment in the general government sector. The federal gov-
ernment employs only 16.4% of general government sector workers, of

whom almost one third are military personnel and the remainder work

5. Stefan Van Parys is a member of the Public Finance Division at the Research Department at the
National Bank of Belgium. Luc Van Meensel is Head of the Public Finance Division at the Research
Department at the National Bank of Belgium.

6. The authors would like to express their gratitude to Thomas Stragier for supplying the data used in
this study.
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mainly in administration. Social security employs 3.6% of workers in the

general government sector.?

Chart 1: Employment within general government by sub-sector and by branch of industry
(thousands of persons, 2010)™
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(1) Table 17 in the annex shows the employment figures between 2000 and 2010.
(2) Regional public transport companies and ancillary services for transport.

(3) Mainly public broadcasting companies.

The communities and regions represent the lion’s share of employment
in the general government sector, accounting for 44.4%. This high per-
centage 1s attributable to education, since employment in schools run
by the communities and subsidised privately run schools, which are
included in this sub-sector, makes up 33.8% of total employment within
the general government sector. Administration and transport and related

services also have a large number of personnel in service, amounting to

7. The branch ‘administration’ encompasses not only personnel with administrative tasks but also inter
alia magistrates, prison officers, federal police officers, etc.

8. Half of the employment in this sub-sector consists of health fund personnel who are deployed on
compulsory insurance with respect to health care.
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6.9 and 3.1% respectively of employment in the sector. The transport
sector mainly concerns the staff of MIVB, De Lijn and TEC, which — in
contrast to the Belgian National Railway Company group — are regarded
as non-market producers since their own revenues do not cover half of
their costs. The other categories — mainly the public broadcasting com-

panies — represent 0.6% of general government employment.

Local authorities employ just over one third of the workers in the
general government sector. Schools run by municipalities and prov-
inces account for 8.6% of employment within the general government
sector. Overall, therefore, education represents no less than two fifths
of that employment. Moreover, almost a quarter of the personnel in
the general government sector work in the branch of administration

within the sub-sector of local authorities.?

Chart 2: General government sector employment in Belgium
(thousands of persons)
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Sources: NAI, OECD, NBB.

In Belgium, employment in the public sector has clearly been on the
rise since 1970. There have been three phases within this trend, which

coincide with the main swings in fiscal policy. Between 1970 and 1982,

9. This activity covers a large number of functions, ranging from local police tasks to social services inter
alia set up by the CPAS/OCMWs, and including the municipal and provincial administrations.
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more than 200,000 government jobs were created. At that time, civil
servants and teachers were recruited in large numbers in order to coun-
teract the private sector job losses caused by the economic crisis and the
structural loss of competitiveness. In those days, the fiscal policy stance

was expansionary.

Chart 3: Employment in general government by branch of activity
(percentage changes between 2000 and 2010™)
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Sources: NAI, NBB.
(1) Not including the public broadcasting companies, Aquafin and neutralising the impact of the transfer, in 2002, of
8,500 former gendarmes from the federal government to the local authorities.

From 1982 onwards, putting the public finances in order became the
priority for successive governments. This restrictive fiscal policy stance
was tightened up still further during the 1990s, when Belgium tried to
comply with the convergence criteria for joining the euro area from the
outset. In that context, the number of workers employed in the general
government sector initially stabilised, after which it declined. It reached
a low point in 1997, which was also a result of the abolition of compul-
sory military service which took effect in 1994. Over a time span of
a few years, therefore, about 30,000 people doing military service dis-
appeared from the general government employment statistics. Finally,
between 1997 and 2010, the volume of general government employment

rose by 126,100 jobs. During this period, the fiscal policy stance reverted
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to expansionary, so that the primary surplus of general government in

Belgium decreased over the years.

Focusing on the 2000-2010 decade, an increase in the number of jobs
in the general government sector of 13.8%, or around 102,300 posts, was
notable. It was a bigger rise than that for total domestic employment,
which amounted to 9.2%. Breaking employment down into the various
branches of activity in the general government sector and its sub-sectors,

a sharper picture of the development of employment becomes apparent.

Between 2000 and 2010, general government sector employment in the
administration branch increased by 14.7%. The communities and regions
and local authorities in particular are responsible for this sharp increase.
While the rise in employment in the administration branch remained
limited to 4.5% within the federal government and social security, it rose
by 22.7% and 20.5% respectively within the communities and regions and

local authorities.

In the education branch, employment also experienced strong growth
of 16.6%.

In the transport-related branches, comprising mainly the regional public
transport companies and other supporting transport services, employ-
ment grew by 8.9%, slightly less than the growth rate of total domestic

employment.

Within the general government sector, defence was the only branch of
activity to record a fall in employment after 2000. The number of army

personnel decreased sharply, by 7,150 or 15.4%.

2.2 Public employment in the broad sense

The definition of employment in the general government sector accord-
ing to the national accounts does not include either workers in the public

enterprises that are market producers or those in subsidised employment.
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Taking these people also into account, the number of public employees

would be well over 1.5 million.

Table 1: Employment in the general government sector and other public or subsidised jobs
(thousands of persons, unless otherwise stated)

NUMBER OF NUMBER OF = CHANGE CHANGE
PERSONS IN PERSONS IN SINCE 2000 SINCE 2010

2000 2010 (IN %)
General government sector 739 841 +102.3™ +13.8™
Public enterprises 131.5 120.8 -10.7 -8.2
of which
Market-oriented intermunicipal associations® 18.3 21.0 +2.7 +14.8
Non-financial public enterprises 1104 97.5 -12.9 -11.7
of which
Belgacom 20.0 16.2 -3.8 -19.1
The Post Office 44.6 33.1 -11.5 -25.7
Belgian National Railway Company group 419 38.4 -3.5 -8.5
NBB 2.8 2.3 -0.5 -19.2
Subsidised jobs 3314 560.0 +228.6 +69.0
of which
Social Services 154.7 233.5 +78.8 +51.0
Health Care 176.7 223.1 +46.4 +26.2
Service voucher system - 103.4 +103.4 -
Total in the broad sense 1201.9 1522.0 +320.2 +26.6
p.m. Total domestic employment 41141 44913 +377.2 +9.2

Sources: NAI, NBB.

(1) The increase would be limited to 97,700 persons (or 13.2%) if no account is taken of the public broadcasting
companies, which have only come under the general government sector since 2002, and Aquafin, which ceased to
be part of this sector in 2005.

(2) Inclusive of certain autonomous municipal undertakings, such as the ports of Antwerp and Ghent. Retirement
homes and hospitals are included in social services and health care respectively.

The public enterprises accounted for a total of about 120,000 jobs in
2010. These are mostly to be found in the non-financial public enter-
prises, which have approximately 97,500 people in service, and specifi-
cally in the Belgian National Railway Company group, the Post Office
and Belgacom. In 2010, some 21,000 people were employed by market-
oriented intermunicipal associations active mainly in electricity, gas and
water supply, in ancillary activities for the transport industry and in waste

collection and waste management.
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There is no statistical definition of subsidised employment. It is approxi-
mated here on the basis of the jobs that result from the service voucher
system and from those in the health care and social services branches. In
this respect, the categories under consideration also include non-sub-
sidised jobs. This approach is not exhaustive. For instance, no account
is taken of various subsidised activities such as those of a large num-
ber of autonomously run associations that work in the social, sporting
and cultural spheres. In 2010, 223,000 jobs were recorded in health care,
including hospitals, and 234,000 in social services, including retirement
homes. The service voucher system, introduced in 2003, which is also
very substantially subsidised, was a great success and accounted for more

than 100,000 jobs in 2010.

In total, employment within general government and subsidised employ-
ment in the broad sense expanded by almost 27% between 2000 and
2010. Its growth outpaced that of the general government sector and
that of domestic employment as a whole, which rose by 13.8% and 9.2%
respectively. During this period, almost 85% of the increase in domestic
employment was attributable to public employment in the broad sense.
The dynamism of subsidised and public employment is mainly due to the
rapid expansion of the service voucher system, as well as to the substantial
increase in employment in social services and health care. Employment

in the public enterprises, on the other hand, has fallen.

2.3 Public employment in the European context

Apart from the analysis of public employment by branches of activity
and sub-sectors within Belgium, it is also interesting to compare public

employment in Belgium with that in other European countries.

International comparisons of general government employment are par-
ticularly thorny, as the ESA 95 methodology may result in there being
significant differences between countries in what is included in this sec-
tor. These differences are due to organisational structures in the fields of
health care, education, transport, broadcasting, the environment, etc. To

avoid the problem of the differing boundaries of the general government
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sector between one country and another, international comparisons
sometimes focus on employment in a number of branches of activity
in which the general government sector has a strong presence, such as
administration and education. In this section, the situation in Belgium is
compared with that in the euro area.”

Chart 4: European comparison of public employment
(employment per 100 inhabitants; 2010 unless otherwise stated)
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10. More specifically, this involves 14 member countries of the euro area, owing to incomplete data in
the case of Malta, Slovenia and Estonia.
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With regard to employment in the branch of administration per inhabit-
ant, Belgium is surpassed only by Cyprus. In Belgium, almost one per-
son more per 100 inhabitants works in this sector than on average in the
euro area. The international comparison of employment in this sector
is nevertheless distorted to a considerable degree. In Belgium, the NAI
classifies many different activities as coming within the branch of admin-
istration — infer alia social services excluding retirement homes at the local

level — whereas that is not the practice in most other countries.

In the education sector, Belgium has more teachers per inhabitant than any
other country in the euro area. The international comparison of employ-
ment in this branch of activity is also not free of bias, since there are also pri-

vate jobs in education. In Belgium, that mainly concerns driving schools.

Focusing on the changes — rather than the level — in employment per
sector within each country limits the problem of the differences in the
sector boundaries in comparing between countries. It allows one to look
not only at the branches of administration and education but also the
government-related branch of health care and social services, of which

the sector definition differs even more sharply across the countries.

Chart 5: Changes in employment per inhabitant in government-related branches of activity
(percentage changes between 2000 and 2010)
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The reference point for the changes in employment per inhabitant in the
different branches of activity can be taken as the growth rate in employ-
ment per inhabitant for the overall economy between 2000 and 2010 in
Belgium and in the euro area, which is 3.1% and 1.7% respectively. In
the administration and education sectors, and also health care and social
services, the growth in employment in Belgium exceeds that of employ-
ment in all the other branches of activity put together. In comparison
with the euro area too, employment is growing more rapidly in each
of the government-related branches of activity. In the administration
sector (including national defence), employment per inhabitant fell on
average by 5.8% in the euro area, primarily due to the impact of sharp
falls in Italy and Germany and to a lesser extent in the Netherlands.
Belgium, on the other hand, experienced an increase which was higher
than that for overall employment, in spite of the reduction in the number
of defence jobs. As far as the education sector is concerned, employment
in Belgium rose 4.7 percent faster than total employment per inhabitant,
compared with 2.1 percent faster in the euro area as a whole. The rise in
employment over the 2000-2010 period was, finally, most pronounced
in the health care and social services sector. In Belgium, employment
per inhabitant in this sector increased by 21.2%, higher than the average

increase of 17.4% in the euro area.

Finally, we also look at the trend — between 2000 and 2009 — in the share
of salaries of employees in the government-related branches of activity
within the overall economy." This allows the relative economic scope
of these branches to be evaluated. Moreover, this concept dovetails more
closely with the concept of full-time equivalents. In any case, the above
employment figures take account only of the number of employees, irre-
spective of whether they work full- or part-time. However, part-time

work is common in the government-related sectors.

11. Compensation is defined as the remuneration of employees, both in money and in kind, including the
social contributions paid by the employer. The results of the analysis are qualitatively the same if ‘gross
wages and salaries’ are used, where the social contributions of the employer are not included. The first
concept (compensation) was chosen since there are more and more recent data available.
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Chart 6: Share of compensation of employees in the government-related™ branches of activity within the
overall economy (in %)
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(1) The branches of administration, education and health care and social services.

(2) This involves a selection of 12 euro countries for which data are available over the period 2000-2009, specifically
Belgium, Netherlands, Luxembourg, Germany, Spain, Italy, Austria, Finland, Ireland, Greece, Malta and Slovenia.
The projected figure is the average of these 12 countries weighted in accordance with the labour costs of the overall
economy of these countries.

In Belgium, the share of salaries in the administration, education and
health care and social services sectors amounted to 31.5% of salaries in
all sectors together in 2009. This is 4 percent more than in a selection
of the euro area countries.”> As far as the trend is concerned, a rise is
noticeable both in Belgium and in the euro area. In Belgium, the share
of remuneration in government-related sectors increased in comparison
to the overall economy by 2 percentage points in the 2000-2009 period.
This rise is slightly less pronounced than that in the case of euro area

countries, where it amounted to 2.3 percentage points.

The analysis in this section indicates that Belgium has a larger share
of government-related employment and pays more remuneration to
employees in the overall economy than the euro area. As far as the trend

is concerned, the number of employees in these government-related

12. Data on compensation are available for the whole of the 2000-2009 period for only 12 euro area
countries. These are Belgium, Netherlands, Luxembourg, Germany, Spain, Italy, Austria, Finland, Ire-
land, Greece, Malta and Slovenia.
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sectors per inhabitant is rising more rapidly in Belgium than in the euro
area, but this did not result in a sharper rise in the share of the salaries of

employees in these sectors within the overall economy.

Conclusion

The public sector — i.e. general government in the narrow sense —
employed about 840,000 people in Belgium in 2010. Almost 80% of these
work in the sub-sectors of communities and regions and local authorities.
If employment within the public enterprises and the subsidised jobs is
also added — i.e. public employment in the broad sense — the number of

jobs rises to well over 1.5 million.

Employment in the general government sector in the narrow sense rose
sharply in the period from 2000 to 2010, namely by 13.8%. This is con-
siderably higher than the increase in total domestic employment of 9.2%
in the same period. In particular, the rise in employment in the sector of
administration within the communities and regions (+22.7%) and within
local authorities (+20.5%), but also the growth of employment in the

education sector (+16.6%), contributed to this.

Over the same period, there was a spectacular rise in the number of sub-
sidised jobs, from 331,000 to §60,000. This stems from the introduction
of the service voucher system in 2002 (accounting for 100,000 extra jobs)
and the increase in employment in the health care and social services
sectors (+38%).

Compared to the other euro area members, Belgium has the highest
number of employees per inhabitant in the education sector, and the
second highest in the administration sector (including national defence).
Moreover, in every government-related branch of activity, Belgium
has posted a more rapid rise in the number of jobs per inhabitant since
2000 than on average in the euro area, even if it is looked at in com-
parison to the growth in total employment. The relatively large scope
of employment within general government in Belgium is also apparent

from the size of the share of the government-related sectors in the total
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remuneration of employees. This amounted to 31.5% in Belgium in 2009,
compared to 27.5% in the euro area. According to this measure, the dif-

ference in comparison to the euro area actually fell slightly.

This analysis shows that both in the national historical context and in
the European context, employment within general government is high
in Belgium. The possible lowering of government expenditure within
the framework of the necessary budgetary consolidation that Belgium is
faced with could therefore be accomplished in part by a reduction in the

number of personnel in government service.

53.  THE PRACTICE OF PERFORMANCE CONTRACTING
BY BELGIAN GOVERNMENTS: RE-CONSIDERING
THE CONTROL OF AUTONOMOUS AGENCIES

Koen Verhoest, Martijn van den Hurk, Steven van Garsse 3

Introduction: agencification and performance
contracting — international phenomena

The creation of ‘agencies’, public sector organisations which have
extended degrees of autonomy and managerial flexibility, is not a new
phenomenon. However, since the 1980s the pace and the kind of agen-
cification has changed dramatically in most European countries, and
even within the wider set of OECD countries (Pollitt and Talbot 2004;
Verhoest et al. 2012). In most countries, a huge increase in semi-auton-
omous agencies was combined with a shift in the way these agencies
were controlled, i.e. from mainly ex ante input-oriented control to ex
post result-oriented control by means of performance contracts between

government and the agencies.

13. Koen Verhoest is assoc. Research Professor at the Research Unit of Public Administration and Man-
agement, Department of Political Sciences (University of Antwerp), affiliated to the Public Manage-
ment Institute (University of Leuven), and expert in agencies, performance contracting, regulation
and partnerships. Martijn van den Hurk is PhD candidate at Research Group Public Administration
& Management, University of Antwerp. Steven Van Garsse is Professor at University of Antwerp.
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In the 1980s a set of new administrative doctrines, nowadays referred to
as New Public Management (NPM), emerged in the public sector (Hood
1991). Traditional, centralised and hierarchical public governments were
perceived to be unable to adapt to the fast changing environment and to
deliver services efficiently and effectively (Walsh 1995). One of the basic
ideas of the NPM movement was to focus on the need to stress the primacy
of managerial principles over bureaucracy, requiring attention to be paid
to decentralization, delegation and deregulation (Verhoest et al. 2007). In
particular, the basic trend was to devolve extended managerial autonomy
to public service delivery organisations and to focus the control of these
organisations on results in an ex post way (OECD 1999; Bouckaert and De
Corte etal. 1999; Pollitt and Bouckaert 2004; Windey et al. 2008). Basically,
the idea was to ‘let managers manage’ by granting them degrees of flex-
ibility in managing their organisations, their staff and financial resources,
but at the same time ‘to make managers manage’ by pressurising them by

setting clear performance targets and incentives in a performance contract.

The shift from input control to result or output-oriented instruments
in order for government to control public service delivery organisations
was necessary to meet accountability requirements that followed from
the increase in managerial autonomy. However, the introduction of new
controlling mechanisms resulted in the juridification and contractualisa-
tion of public management relations (Verhoest 2005). The OECD (1999)
distinguishes seven broad types of performance contracts: framework
agreements; budget contracts and resource agreements; organisational
performance agreements; chief executive agreements; funder-provider
agreements; intergovernmental performance contracts and partnership

agreements; and customer service agreements.

The focus in this chapter is on organisational performance agreements
between government and semi-autonomous agencies as a form of per-
formance contracts. Also in Belgium and its regions (Wallonia, Flanders
and Brussels) a similar trend towards more managerial autonomy for
agencies in exchange for result control through performance contracts
was by and large apparent, although the difference in pace and coverage
between the different governmental levels was considerable. In this chap-

ter, we first define the concept of performance contracting, highlighting
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the theoretical advantages and potential disadvantages. We then high-
light the use of performance contracts at the different levels of govern-
ment, and see to what extent this use is linked to the phenomenon of an
increasing number of agencies, or their increasing levels of autonomy.
We also refer to the experiences different governments have with perfor-
mance contracting. We do not focus on performance contracts between
local authorities and their agencies, although recently initiatives have
been taken to generalise these kinds of performance agreements also at

the local level (see e.g. in Flanders).

3.1 Performance contracting: what, why and how?

Formally, the performance contract is a mutual agreement between the
government or minister on the one hand and the semi-autonomous
agency (its senior management or governing board) on the other hand,
which outlines the conditions under which the agency exercises its legally
mandated tasks during the contract term. This term is normally sev-
eral years, and increasingly the contract term is aligned with the cabinet
period, making performance contracts a useful instrument to translate the
policy objectives of the enacting cabinet into organisational objectives for
agencies. The performance contract is primarily meant as a steering and
controlling device which is geared towards efficient and effective imple-
mentation of policies. In essence a “performance contract”-like document
stipulates which goals and objectives the contracting organisation (‘agent’)
needs to attain and what (financial and other) resources the contracting

government (‘principal’) provides for these purposes.

Performance contracts require both parties’ commitment. The level of
the agencies’ commitment may vary from strategic objectives to more
operational and activity-oriented objectives, which are optimally linked
to performance targets to be achieved during the contract period. The
performance contract should link the performance objectives of the
agency with the wider policy objectives of the government. Furthermore,
besides the financial resources granted by the government, the perfor-
mance contract stipulates to what extent and under what conditions the

agency may raise own income. Moreover, such contract normally clearly
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outlines how the information exchange between agency and government
is structured: the translation of the multi-year performance contract into
annual business plans, the way and frequency with which the agency
reports to the government and with which the government monitors
the contracts, as well as the procedure for the annual and final evalu-
ation of the contract. The performance contract may define sanctions
(or rewards) for the contracting parties, although this is not necessarily
the case. Moreover, the contract should outline procedures for contract
renewal, renegotiation, arbitration and dispute settlement. So, essentially,
performance contracts are about an exchange of activities and outputs for
resources with a result-oriented focus, based on the equality of partners,
including a consistent and congruent system of target setting, monitor-
ing, evaluation and feedback (Verhoest 2005). Defining responsibilities
and expectations between parties to achieve mutually agreed results is
central to this instrument (OECD 1999; Windey et al. 2008).

Using performance contracts to formalise and structure the relationship
between government and their semi-autonomous agencies is believed
to have some clear advantages (OECD 1999; Verhoest 2005; Verhoest et
al. 2012). Performance contracting helps to articulate clearer definitions
of objectives and support new management tools as well as monitoring
and control methods. It provides a useful tool to guide the behaviour
of both ministers and agencies in a more disaggregated, decentralised
and devolved context. Second, it reconciles the primacy of politics with
the accountability of agency managers. Next, it helps to distinguish
responsibilities between the government and its agencies. It is believed
that performance contracting stimulates the formulation of clearer
internal goals, more cost awareness as well as more result-oriented and
customer-oriented service delivery by agencies. The negotiations force
both governments and agencies to think in the longer term and guar-
antee continuity in the provision of the resources. Finally, the use of
performance contracts promotes a potentially more intensive collabora-
tion and dialogue between government and its agencies and may help to
build up confidence and share information (Verhoest 200s; Windey et al.
2008). However, the extent to which these potential advantages manifest
themselves depends on the context and the process of performance con-

tracting and the attitudes of both ministers and agencies. Performance
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contracting may also result in more negative outcomes, like check-list
behaviour from the agency management, inflexibilities and inability to
react to new circumstances (‘stick to the contract’), political disinterest,

or failure to use the contract as a steering instrument (OECD 19909).

3.2 Performance contracting: the Belgian experience

3.2.1 THE TRADITIONAL FORM OF CONTROLLING
AGENCIES IN BELGIUM

Traditionally within the Belgian state, the ‘Law of 16 March 1954
concerning the control of some institutions with a public function’
regulated the control of the parastatal public law agencies. In order to
rationalise the control and oversight of the then existing public law
agencies (which the parliament described as a ‘complete chaos’), this
law defined four types of public institutions, each with its own con-
trol regime (Openbare Instellingen category A, B, C and D), into which
most existing public law agencies were categorised. The focus of the
1954 Law was strongly on administrative, financial and budgetary
issues, ex ante concentrating controlling power in the responsible min-
ister and the ministers of Finance and of the Civil Service (Verhoest
et al. 2012). The ex ante control regime was very much inspired by the
French system of futelle or tutelage, taking three forms, being general
tutelage through the so-called regeringscommissarissen; specific tutelage
and exceptional tutelage (Verhoest et al. 2012). Thus, this control led to
overall low levels of managerial autonomy because of its orientation on
the legality of decisions and its focus on inputs and procedures. On the
other hand, governments and their control agents paid much less atten-
tion to the content and strategic orientation of agencies, giving them
considerable discretion about these issues. However, the generic Law

of 16 March 1954 was never fully and strictly applied (Verhoest 2002).

Since the 1988 state reform, the regional governments have been able
to no longer use the 1954 law as the main legal basis for the control of
public law agencies, because they received the sovereign competence to

define new legal frameworks. Basically, only the Flemish government in
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2003 issued a completely new framework law to create agencies of dif-
ferent types (departmental agencies, public law agencies and private law
agencies). The other regional governments as well as the federal govern-
ment chose to retain the 1954 Law as the basic organising framework
for agencies under their remit, while supplementing this basic law with
additional regulations for newly defined categories of agencies or for new

controlling instruments (Verhoest et al. 2012).

From 1991 onwards there were partial efforts to re-orient the ex ante
control system towards a more result-oriented ex post system, with
multi-year performance agreements, including performance objectives
and targets, as a central tool. Over the years, the federal and regional
governments have taken initiatives to expand this performance contract-
ing tool to the majority of or even all public law agencies (especially in

the case of Wallonia and Flanders), but with varying success.

3.2.2 THE PRACTICE OF PERFORMANCE
CONTRACTING AT THE FEDERAL LEVEL

Performance contracting as a control instrument between governments
and agencies was introduced for the first time through legislation in
Belgium by the 1991 Law concerning the reform of some economic public
companies. The Law changed the former category A and B agencies which
delivered postal, telecom, railway and airways services into a new kind of
hybrid agencies. They were turned into the so-called Autonomous Public
Companies in order to prepare them for the future liberalisation of their
markets. The 1991 Federal Law was crucial because it introduced new ideas
concerning the control of agencies which would become common practice
at all other governmental levels in the following decade: substantial man-
agerial autonomy was granted to these Autonomous Public Companies
and the possibilities for ex anfe control by the regeringscommissarissen were
restricted, although not abolished. In return, the Autonomous Public
Companies were required to conclude multi-year performance contracts
(beheerscontracten) and three-year business plans with the federal government,
stipulating their tasks of general interest and financial resources, and set-
ting performance objectives and targets on which they were evaluated (De

Broux 2010). Although ultimately only six of the federal agencies under the
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1954 law changed to the status of an Autonomous Public Company under
the 1991 Law, they were nevertheless the largest public sector organisations

in the Belgian landscape.

A second initiative affected the 15 category D institutions under the 1954
law which managed social security benefits. By the Federal Law of 26
July 1996 with respect to the modernisation of social security and the
guarantees for viability of legal pension systems, and the related Royal
Decree of 3 April 1997 the ex ante control by the regeringscommissarissen and
the managerial autonomy of these agencies were relaxed to some extent
on the condition that these agencies concluded a three-year performance
contract (called an ‘administration contract’ or bestuursovereenkomst) with
the federal government and issued a business plan. The major impetus
for this legal change was the need to increase the cost-eftectiveness of
the social security system in Belgium, and hence the responsibilisation of
these agencies. However, the first administration contracts were signed
only in 2002. At this moment the implementation of the third generation

of administration contracts is ongoing.

Besides these two changes, since the 1990s only a limited number of new
departmental and public law agencies have been created, which have not
always been controlled by a performance contract. The Copernicus reform
programme did however introduce the management plan for top man-
agers within the Federal Governmental Services, to be agreed with the
minister. Following this, the government coalition agreement of 18 March
2008 demanded that all Federal Services (=ministries) sign an administra-
tion contract with their minister, as a substitute for the management plans;
these proved to be less effective instruments in streamlining the work and
quality of the Federal Services. In 2009 the first two-year administra-
tion contract was signed between the Federal Service for Personnel and
Organisation and its minister. The Federal Service for Social Security in

2011 submitted a draft administration contract to its minister.

Experiences with performance contracts at the federal level are improv-
ing as the result of a learning process, but they are still rather mixed. With
respect to the first generation of administration contracts of the Social

Security Institutions, several advantages of the instrument were noted (see
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e.g. Legrain 2007): the contract enabled the senior management of the insti-
tutions to set clear strategies for their organisations and to mobilise their
staff more intensively to achieve the contractual objectives. Moreover, the
contract increased transparency internally but also towards external stake-
holders. It improved the goal-orientedness and quality of service delivery,
infused the Social Security Institutions with a reform-minded attitude and
facilitated stronger coordination across the institutions by the inclusion of
transverse objectives and actions (Legrain 2007). Also, the Federal Service
for Social Security equipped itself with good coordination capacities in the
form of a dedicated team created specifically to monitor and coordinate the

contracts on behalf of the minister (Legrain 2007).

On the other hand, several shortcomings and threats were to be observed.
A first set was related to the quality of contractual and monitoring docu-
ments that needed further improvement (for one fifth of the objectives
in the different contracts there was insufficient information to evaluate
them) and the need for stronger systems of internal control and audit
in the institutions. But a second and more important set was related to
the inability of the Federal Government to act as a dedicated and trust-
worthy contractual partner, because of the proliferation of and lack of
coordination between the number of controlling actors (different min-
isters, regeringscommissarissen, Court of Audit, auditors); the persistent use
of ex ante control mechanisms which reduces the responsibilisation of
senior managers; the lack of monitoring and evaluation capacity; unilat-
eral adjustments to contractual terms which violates the ‘equality’ of the
contracting partners; and a lack of flexibility in adjusting the contracts.
Moreover, the sanctioning system was incomplete, with the financial

sanctions provided for never materialising (Legrain 2007).

Similar criticisms about the inability of the Federal Government to fulfill
its role as contract manager and evaluator were raised by the Court of
Audit (Belgian Court of Audit 2005) with respect to this sector, but also
with respect to contracts with the Autonomous Public Companies. An
audit report on the 200§-2007 management contracts with the Belgian
Railway Group (NMBS-groep) showed clearly the lack of monitoring
and evaluation by the Federal Government, as well as the lack of trans-

parent reporting by the companies involved (Belgian Court of Audit
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2008). However, there was a learning process, and nowadays the moni-
toring and evaluation process, the internal organisation of the Federal
Government as contract partner, and the quality of documents in both

sectors have clearly improved.

3.2.3 THE PRACTICE OF PERFORMANCE CONTRACTING
IN THE FLEMISH GOVERNMENT

Until the early 2000s, the Flemish government followed largely the same
route as the federal and Walloon governments, at the same time strength-
ening the uniform application of the 1954 law and its ex ante controls
(e.g. financial reporting and personnel statutes) on the one hand and the
partial introduction of elements of result control. One of these elements
was to enter into performance contracts with about nine of the most sali-
ent public law agencies, like the VRT, the Flemish Public Broadcasting
Company (from 1991 onwards), De Lijn, the Flemish Bus Company
(from 1993 onwards), and the VDAB, the Flemish Public Employment
Service (from 1994 onwards). A Court of Audit report was quite critical
of the quality of the contracts (in particular the measurability of the per-
formance objectives and targets) and of the way the Flemish government
negotiated and monitored these contracts, but it strongly advocated the
generalisation of this instrument to all semi-autonomous agencies at the
Flemish level as an instrument to improve control over a very diverse

agency landscape (Court of Audit 2001).

Inspired by international experiences (mainly from Sweden) and NPM
doctrines, the new Liberal-Socialist-Green government decided in 1999
fundamentally to revise the agencification landscape and control arrange-
ments. The Beter Bestuurlijk Beleid reforms (BBB) were implemented in
2006 and integrated many of the reform elements which had been par-
tially adopted in the 1990s: the agencification of all policy implementa-
tion tasks; the restructuring of existing agencies into four clear types of
agencies, based on an explicitly defined set of criteria and a preference
for departmental agencies; an (at least formally) radical shift to ex post
and result-oriented control and a further generalisation of performance
contracts; the overall introduction of accrual accounting (which remains

unimplemented) and increased budgetary flexibility for departments and
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agencies, and the marketisation of management support tasks (Verhoest
et al. 2010). This resulted in a massive structural reorganisation of the
Flemish agency landscape with about 52 departmental and public law
agencies being transformed or newly created in 2006—2007, and being
hierarchically at the same level as the policy departments. Being very
radical in nature, the reform efforts were initially mainly structural,
while several of the related management and control instruments did
not materialise fully or functioned in a less than optimal way (Verhoest,
Vandendriesse & Rommel 2010; Spanhove and Verhoest 2008). The
original intention to make a radical shift to ex post result-based con-
trol of agencies was scuppered by new regulations which re-installed the
regeringscommissarissen in their original pre-BBB form as control agents for
public law agencies with a governing board. However, hitherto not all
such agencies have included these control agents on their boards, as is the
case with the Flemish Energy Regulator (VR EG).

As has been said, relationships with all departmental agencies (which
are still hierarchically subordinated to the minister) and all public law
agencies were to be governed by a performance contract (beheersovereen-
komst); those with private law agencies by a ‘collaborative agreement’
(samemwerkingsovereenkomst). About two thirds of the departmental and
public law agencies signed performance contracts with the Flemish
government for the period 2008-2010, and in 2010 the objectives in
the new coalition agreement, as well as in the ministerial policy notes,
were translated into organisational objectives in five-year performance
contracts (for the 2011-2015 period) for most of the agencies. Moreover,
the secretaries-general of the different policy departments also signed
a five-year management contract with the Flemish government. The
Department of Governmental Affairs provided manuals and templates
to support the drafting and negotiation of performance contracts.™
Moreover, increasingly performance contracts with individual agencies
and departments are also used to implement government-wide adminis-
trative policies and reforms, by including common horizontal objectives

in the individual contracts.

14. Flemish Government, Vision on performance contracting (Visienota Beheersovereenkomsten), 22 March 2002.
Flemish Government, Note on Performance contracts in the Flemish Government: Concept, implementation and
model (Nota Beheersovereenkomsten in de Vlaamse overheid: Concept, implementatie en model,.22 July 2005.
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The Flemish experiences also clearly show the potential of performance
contracting as a control device, and that this potential is not being made
enough use of. In a recent series of reports on the quality of reporting

documents, the Court of Audit (2011) stated:

‘Using performance contracts as tools for a remote steering of
the agencies is for the time being compromised by the lack of
clearly defined objectives, indicators and target values. As a result,
the implementation reports are, in general, purely descriptive.
Although the preparation of management contracts and imple-
mentation reports requires significant efforts from the Flemish
authorities, these tools are hardly used for steering, monitoring
and justification purposes’ (Court of Audit 2011: English abstract).

The Internal Audit Office (Interne Audit van de Viaamse administratie —
IAVA) also made similar comments about the quality of the performance
contracts (IAVA 2007). Although the contract template was followed by
most agencies, the link with the policy objectives of the government,
the measurability of performance objectives and the translation of the
contractual objectives into targets for organisational subunits and person-
nel were considered to be suboptimal in many cases (IAVA 2007). In an
evaluation report of 2008, Spanhove and Verhoest (2008) asserted that
many ministers do not really use the performance contract to steer and
monitor their agencies. They put forward three reasons for this: control
of agencies by ministers and their political staff took place still predomi-
nantly in the traditional way, by means of direct instructions and ad
hoc monitoring, to a large extent independently of the contract cycle.
Given that the use of performance contracts in the evaluation by senior
managers of agencies and departments was unclear, it has been decided
that the annual business plan, which is the translation of the performance
contract into yearly steps, will be the main basis for accountability by
senior managers. Moreover, performance contracts are mainly drafted by
the agencies themselves, and because of a lack of expertise on the part of
the minister (or the entities which support the minister), no sharp debate
or negotiation is possible. Besides, some ministers consider performance
contracts too rigid when urgent new policy measures are needed to deal

with an unexpected policy problem. However, it is clear that with the
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new generation of performance contracts which were signed in 2010
there is evidence of experience by both the agencies and departments
and ministers, which is reflected in the quality of the contracts, but also

monitoring and evaluation.

3.2.4 THE PRACTICE OF PERFORMANCE CONTRACTING
IN THE WALLOON GOVERNMENT

Apparently, the Walloon government (used here as an umbrella term
for both the government of the French-speaking Community and that
of the Walloon Region) was the first to elaborate some kind of perfor-
mance contract with an agency under its remit. As early as in 1989, the
Walloon government concluded such an agreement with FOREM, the
Walloon Public Employment Service. By 2004, performance contracts
with 12 different agencies existed. In terms of regulatory frameworks,
the Walloon government issued new framework regulations on public
law agencies. Nevertheless, these new regulations aimed at clarifying
and enhancing the uniform enforcement of the 1954 law, and supple-
menting this law with new control mechanisms, rather than replacing it.
Inspired by the 1991 federal Law on Autonomous Public Companies, the
Walloon government in 2003 (for agencies under the French-speaking
Community)” and in 2004 (for agencies under the Walloon Region)™
issued regulations ordering some of its agencies to conclude performance
contracts with standardised elements, including a business plan, a tableau
de bord, and an annual report on the implementation of the contract.
Please note that the 2004 decree distinguished between agencies gov-
erned by a performance contract and those governed without a perfor-
mance contract. For the latter, uniform but less burdensome information
obligations were designed (Nihoul & Barcena 2010). Moreover, related
decrees issued in 2004 further defined the rights and obligations of the
agency CEQ, as well as those of the regeringscommissarissen, in a charter in

order to improve their effectiveness.

15. Decree of 9 January 2003 on the transparency, the autonomy and control of public entities which are
dependent from the French-speaking Community.

16. Decree of 12 February 2004 on the management contract and on information obligations (the Wal-
loon region).
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In 2007, the Walloon government introduced mandate positions for top
civil servants in the central administrations, with ‘mission letters’, opera-
tional plans and performance indicators. As at the other governmental
levels in Belgium, the enforcement of these regulations proved to be
somewhat problematic, resulting in a continuing diversity of autonomy
and control arrangements with performance contracts being concluded
for most, but not all, public- and private-law agencies, and with diverging
quality levels of performance contracts (Nihoul & Barcena 2010;Cipriano

and Van Haeperen 2010).

3.3 Performance contracting: effects
and remaining challenges

At the time of writing (Spring 2012), performance contracting between
government and the agencies under its remit is quite institutionalised
and generally accepted as an instrument for control and interaction
across the different governmental levels in Belgium. These experi-
ences tell us about the added value of performance contracts, in terms
of increased customer orientedness and cost consciousness on the part
of the agencies, a stronger long-term orientation and stability in terms
of objectives and resources, more transparency and clear accountability
lines. International research indeed shows that result control of agencies
results in more innovative behaviour and an increased use of modern
management tools within the agencies (Verhoest et al. 2007; Verhoest et
al. 2010). Performance contracts appear to be excellent instruments for
agency managers to focus their staft on the contractual objectives their
organisations need to meet. We see increasingly a stronger link between
policy objectives as defined by governments and ministers, organisa-
tional objectives as defined in performance contracts, and individual
objectives as defined in the mandate of the senior management. We also
note the expansion of performance contracting beyond autonomous

agencies and towards departments.

However, also common to these experiences is the difficulty of draft-
ing high quality contracts with clear objectives and measurable targets,

the sheer impossibility for governments and ministers to act as real
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contract partners and to reduce unilateral, ad hoc instructions, the per-
sistent emphasis on ex ante control instruments (like the regeringscommis-
sarissen) and the underdeveloped practices of monitoring, evaluation and
sanctioning. Although there is clearly a learning curve, we also need to
reconsider some aspects of performance contracts to make them more
acceptable and usable for both ministers and agencies. First, performance
contracts need to reconcile some degree of stability with the need for
political flexibility. Second, they need to be more strongly linked to pol-
icy and budget documents. Third, there is a strong need to reconsider
the role of regeringscommissarissen and other ex ante control instruments.
Fourth, performance contracts should be more often accompanied by
and used within a strategy to strengthen coordination and collaboration

between government organisations.
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54. MEASURING AND MANAGING
PUBLIC PERFORMANCE

Jean Hindriks"

We can no longer afford to sustain the old ways
when we know there are new and more efficient ways of getting the job done.

(Barack OBaMA)

4.1 The efficiency priority

It is fair to say that the collapse of the financial markets in 2007/2008 was
an epoch-making event. Few industries and sectors remained unscathed
by the global economic recession that was triggered by the collapse of the
financial markets. Although we have avoided the deep “depression” that

17. Jean Hindriks is Professor in the Economics Department, Co-director of the Centre for Operations
Research and Econometrics (CORE) at the Université catholique de Louvain, and Senior Fellow at
the Itinera Institute.
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was widely predicted at the turn of 2009, the recession can still be seen
as a massive economic catastrophe, and it is safe to claim that the road to
full recovery will be long and treacherous and many more well-known
organizations may well die en route. The recovery plan will inevitably
involve the government sector, too. With the debt crisis and the rising
cost of our pension and health systems due to the aging population, the
pressure for spending constraint will become stronger and stronger. Of
course Belgium is not the only nation facing spending constraints; the
same holds true for public sector funding in just about every other devel-
oped nation. Without significant efficiency gains, public sector bodies
will simply not be able properly to deliver their services in the next dec-
ade although the demand for public services will keep increasing. As a
result, the need to become efficient has become perhaps the key perfor-

mance imperative for public sector bodies.

The next budget round will mean reduced budgets for most govern-
ment organisations — be it central government departments, agencies,
educational institutions, schools, hospitals, police forces, fire and emer-
gency services, justice organisations, local authorities, etc. All those will
be forced to cut costs and become leaner and more efficient, which is a
trend that is likely to continue for many years until the massive public
debts are repaid and public purses look healthier again. But efficiency is
not just spending cuts. Rather than cutting spending, we should ask: how
can we create the most value with less money? To do so we must first
evaluate public activities and then we can prioritise. Prioritise “just to say
no” to the lowest-priority and lowest-value activities. This is hard to do,
as we have painfully discovered, but structural deficits make it necessary.
Each government body can then eliminate several programmes which
could not demonstrate strong value and merge others. Making these
kinds of tough calls also enables them to put more money into activities

that deliver the greatest value, which is what matter in the end.

In short, public sector bodies are being asked to become both more effec-
tive and more efficient (not therefore becoming efficient at the expense
of being more effective). Often seen as interchangeable words, we can

define efficiency as “doing things right” and effectiveness as “doing the
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right things”. The expectation of public sector leaders is that they deliver

(13 kbl
more value for less money”.

4.2 What is the contribution of the government sector?

‘What is the contribution of the government sector to the economy and
to social welfare? According to the rules of national income account-
ing, in the absence of market prices, the contribution of the government
sector to GDP is measured by the wages paid out by the government,
regardless of how productive or useful government jobs are. Thus,
the economic and welfare performance as measured by conventional
accounting can differ between two countries with different sized pub-
lic sectors. The small-government country collects taxes to spend on
unemployment benefits, whereas the big-government country gives its
unemployed a desk (if recruited in a public job) and counts the public
wage (instead of unemployment benefits) as value-added in the govern-
ment sector and, therefore, a contribution to GDP. So the high share of
government employment contributes to the big-government country’s
low unemployment rate. Moreover, it also contributes greatly to the
high per capita GDP figures of that country, for the simple reason that
the value-added created by these government jobs is part of GDP, even
if it could never have been produced in a market economy. Obviously,
apart from the accounting bias implicit in national income account-
ing, the high share of government in employment may also be helpful
for coping with the challenge of globalisation. Indeed, the equilibrium
wage of unskilled labour has fallen throughout the western countries
due to competition from the low-wage economies, specialisation, out-
sourcing, and even immigration. Yet western governments are not will-
ing to let actual wages fall for obvious social reasons. If they want to
defend the incomes of the unskilled, the best option is to educate the
unskilled better, but this will take time and so it cannot offer a short-
term solution. In the short term, there are only three options. The first
is to defend the wages of the low skilled through minimum-wage laws
or by paying wage replacement income. This is the strategy that most
EU countries have chosen. It results in mass unemployment that is inef-

ficient and financially unsustainable. The second option is to pay wage
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subsidies to allow for the wage dispersion necessary for full employment
without letting the incomes of the unskilled fall. This is the strategy
chosen by the Anglo-Saxon countries with their earned-income tax
credit. The third option is the public job solution. Here government
demand for labour keeps wages high. This is the Scandinavian strategy,
which is often viewed as a second-best solution. Indeed, it is better to
let people work in the government sector than have them do noth-
ing, as when paying wage replacement income. Even though GDP is
artificially inflated, some useful activities are carried out. Nevertheless,
it might be better to let the market decide what kinds of products the
low-skilled and less motivated part of the workforce should and could

reasonably make, which supports the subsidy solution.

4.3 Measuring non-market output

Gross national product (GDP) is both a measure of the major eco-
nomic flows and an indicator of the contribution of economic activity
to increasing welfare. GDP is widely used by analysts, politicians, the
press, the business community and the public at large as a summary,
global indicator of economic activity and welfare. In the case of final
consumption by households, the justification for the welfare interpreta-
tion is that consumers are assumed to purchase an item until its marginal
value, measured in terms of money, is equal to the price. It Q denotes
the quantity of the product, and P denotes the price per unit, then the
value to the consumer of the marginal unit is P, and the total value is
found by valuing all units at P, so the contribution to national income is
PQ. Goods for which there is a high marginal willingness to pay (high
P) receive greater weight in national income than goods for which there
is a low marginal willingness to pay (low P). It should be stressed that
the resulting measure is not the same as consumer surplus; indeed, we
are not taking any account of the fact that the consumer would be will-
ing to pay much more for the first unit of the product. The key element
is that the welfare justification lies in measuring the added value to
consumers. This value is inferred from the fact that economic agents are

undertaking the transactions.
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Figure 1: Marginal valuation and total cost

Marginal
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Marginal
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The problem in the case of non-market output is that there is no
transaction from which the price or quantity can be observed. There
are, in fact, two difficulties. First, there is no revelation of preference
by consumers’ choice, but, second, neither can the costs of supplying
a marginal unit be taken as a measure of the individual or collec-
tive benefit. There is no reason to suppose that government output
is supplied to the point where the benefit from a marginal unit is
equal to the marginal cost of supply. This is illustrated in Figure 1,
which shows a declining marginal valuation as more output is sup-
plied, and, to simplify, a constant marginal cost of production. The
total cost is found in this case by multiplying the marginal cost by
the quantity, giving the shaded area. As we have seen, the convention
that (output=input) is no longer one that we can regard as acceptable.
So we cannot simply take the shaded area. What we have to attempt
therefore is to measure the whole rectangle under the marginal valu-
ation curve, i.e. VQ. Even if we can observe Q, the quantity supplied,
we still need to construct, or find ways of inferring, the marginal
valuation, V, of that quantity supplied. This is particularly difficult
in the case of those services where the nature of the service is not
adequately defined, i.e where there are no terms of sale specifying, at

least in part, what is constituted by the transaction.
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44 The input/output/outcome distinction

In order to consider the implementation of this approach with respect to
individual services, we turn to the input/activity/output/outcome dis-
tinctions made in the Eurostat Handbook. To remind the reader, and
taking the health service as an example, we identify the inputs as the time
of medical and non-medical staft, the drugs, electricity and other inputs
purchased, and the capital services from the equipment and buildings
used. These resources are used in primary care and hospital activities, such
as a GP making an examination or the carrying out of a heart operation.
These activities are designed to benefit the individual patient. To the
extent that they do, the health care provided constitutes the output associ-
ated with these input activities. Finally there is the health outcome, which
may depend on a number of factors apart from the output of health care,
such as whether or not the person follows up treatment correctly and
adopts a good lifestyle. Inputs are not an appropriate measure for reasons
already made clear, and, while activities may be the only available indi-
cator and hence have to be used, they, too, are an intermediate variable.
The relationship between output and outcome, on the other hand, is less
obvious, and encounters the problem of defining the quantity unit for

the measurement of output.

4.5  Output indicators

The procedure of defining direct output indicators within a govern-
ment function should start by seeking to identify the services provided
by government to households and firms, and attempts made to find data
to reflect these services as comprehensively as possible, with appropriate
allowance for quality change. The services should be the starting point,
not the available indicators. If, initially, it is necessary to apply an indica-
tor from another service, this should be made clear. A condition for the
introduction of a new indicator should be that it adequately covers the
tull range of services for the functional area. The coverage of indicators

within a function should be reassessed on a regular basis.
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The procedure of defining output requires first the specification of the
scope of the public service. When production is by nature multidimen-
sional and many different stakeholders are involved, the definition of the
mission and objectives of the public service is not easy. This is clearly
illustrated by the following comment of a public top-manager in the
UK: « The leaders of public sector bodies have a great deal of difficulty in
knowing what they are there to produce in terms of outcomes and what
they need to support that. So their greatest shortcoming is that they lack
areal sense of what their business is. It’s not like a private company where
you are just pitching it at a profit measure which is a nice, simple thing
to have as a prime directive. Public sector organizations have so many
things that they are seeking to deliver that they end up not knowing
what they are supposed to do. How can they set realistic and useful per-
formance objectives and targets and prioritize performance when they
are not sure what they are supposed to do in the first place? » (Peter Ryan,
manager, « Planning and Performance at Christchurch City Council »,

cited in Marr and Creelman, More with Less, Palgrave Macmillan, 2011)

4.6 Scorecarding

To help define and achieve both their external and internal goals,
government bodies can bring these together in one document, using
a Balanced Scorecard as its core management framework. A Balanced
Scorecard is essentially a strategic management framework that com-
prises both financial and non-financial performance perspectives. First
popularised in the early 1990s by Harvard Business Professor Dr Robert
Kaplan and management consultant Dr David Norton, a “classic”
Balanced Scorecard comprises learning and growth, and internal process
and customer perspectives, in addition to the financial perspective. These
perspectives are collocated within a Strategy Map and an accompany-
ing scorecard of indicators, targets and initiatives. It is very clear that
government organisations should not see the “classic” scorecard template
(imported from private sector) as a straitjacket and should be encouraged
to change the standard templates better to reflect their unique strategies.
One such evolution is the Value Creation Map that describes the strate-

gic objectives, initiatives and supporting key performance questions and
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key performance indicators that an organisation must master in order to
deliver to its vision or mission. Figure 2 provides a diagrammatical over-

view of a Balanced Scorecard.

Figure 2: Balanced scorecard

MISSION

Core purpose
of the
organization

VALUES
Timeless guiding principles

VISION

World picture of the ideal future

STRATEGY
Your “game plan” for success

STRATEGY MAP

Graphical presentation of key objectives

CASCADING MEASURES

Performance Measures for all departments/individuals that align with overall galls

STRATEGIC MANAGEMENT SYSTEM

Linking the Balanced Scorecard to processes such as budgeting, reporting and compensation

A key reason for the popularity of the Balanced Scorecard is that it ena-
bles public sector leaders to contend successfully with a challenge that
is normally far tougher for them than their private sector counterparts
— prioritising where to spend money (which of course has today taken
on a significantly more important focus than was previously the case).
Simply put, whereas private organisations can boil everything down to
some form of shareholder value focus, for public sector bodies there is a
requirement to deliver equal value to a range of stakeholders: for example,
funding authorities, consumers and partners. This can confuse the public

sector leaders as to where they should prioritise attention and resources.

An interesting illustration of « Balanced Scorecard » in the health care sec-
tor is the Northumbria Healthcare Trust Fund (see figure 3). This is one
of the largest National Health Service (NHS) in the UK, acknowledged
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as one of the best NHS. It has received many national awards for its
management quality and performance results. For example, in 2008,
more than 9o % of its patients reported services quality to be either good
or excellent. The Northumbria Healthcare Trust Fund employs 6,000
workers in 10 different hospitals with a budget of /270 million and a

target population of about half'a million.

4.7 Lean public management

Streamline your process is a collection of methodologies and approaches
(of which Six Sigma is perhaps the most popular) that are used system-
atically to identify and drive waste out of organisational activities and
processes. Long-established and proven within the private sector, leaders
within the public sector are waking up to the cost-saving potential of
Lean within their own setting. Governments have made huge leaps in
the last decade using the latest version of “quality” process-improvement
tools. The suite of six sigma lean tools, including kaizen events, consist-
ently reduces costs and improves results. Particularly in areas of process-
heavy regulation, cycle times and error rates have fallen while freeing up

resources for other unmet needs.

Lean methodologies work extremely well when deployed as part of a
Balanced Scorecard implementation. When Lean is used as part of a
scorecard effort, organisations can ensure that they identify the most
effective organisation-wide efficiency opportunities while making sure
that the effectiveness performance dimension is not compromised. It also
ensures that efficiency programmes are tied to the organisation’s longer-

term strategic agenda.

4.8  Managing performance

Recently the Advanced Performance Institute (API) conducted the
research project, Strategic Performance Management in Government and Public
Sector Organizations — a Global Survey, which is the largest and most com-

prehensive global study of Government and public sector Performance


http://en.wikipedia.org/wiki/Six_Sigma
http://en.wikipedia.org/wiki/Kaizen
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Management to date. This study enabled it to identify best practices and,
from this, tested ten principles of good performance management for
government and public sector organisations. The impact of these prin-
ciples on organisational success has been tested using the latest statistical
tools, and it was determined how widespread these approaches are, and
how effective they are when used. It was found that organisations which
have these principles in place are in a position to learn, make better deci-

sions and produce better performance.

Figure 4: Ten principles of performance management

Strength of impact

Source : Strategic Performance Management in Government and Public Sector Organizations — a Global Survey,
Advanced Performance Institute, 2009

The principles with the strongest individual impact on performance
improvement were confirmed to be: (1) creating clarity about the strat-
egy, with agreement on intended outcomes, outputs and necessary ena-
blers, and (4) creating a positive culture of learning and improvement.
Both are prerequisites for a meaningful Balanced Scorecard. That said,
where all ten principles were found to be in place, the improvement was
particularly substantial, confirming that the combined effect is far greater

than the sum of the parts.
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Social Security

THE ACTIVE WELFARE STATE:
A STYLISED RETROSPECTIVE

Frank Vandenbroucke, with Kim Lievens' ?

INTRODUCTION

Since the mid-1990s, a vast literature has been published on the need for
a ‘new welfare state’, in which three core ideas resonate: new social risks,
social investment, and the development of services. Unemployment, old
age, ill health, sickness and disability, and the financial burden of rais-
ing children were seen as constituting the ‘old’ risks, which had been
increasingly catered for by welfare states since the Second World War.
In the category of new social risks one might list the following (Bonoli,
2006): (i) the impossibility of reconciling family responsibility and paid
labour; (ii) single parenthood; (iii) long-term care dependency of a fam-
ily member; (iv) poor or inadequate schooling; (v) insufficient coverage
by social security, e.g. because of lack of access to an adequately insured
insider position on the labour market. The second core idea, social invest-
ment, emphasises that it is better to prevent social risks than to remedy
them afterwards, for example through training and activation of jobseek-
ers, through investing in education and lifelong learning. Both goals —

addressing new social risks and activation — imply that welfare states need

Frank Vandenbroucke is Professor at the Faculty of Economics and Business, Katholieke Universiteit
Leuven. He was Minister for Social Affairs, Pensions and Employment from 2000 to 2004.
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Vleminckx, Willem Adema, Leen Meeusen, Steven Segaert, Frederic Taveirne, Tuba Bircan and Cis
Caes for punctual contributions. The usual disclaimers apply.
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to develop services, such as child care or counselling and training, next
to benefits. Bismarckian welfare states, to which Belgium historically
belongs, are considered to be cash-heavy, giving priority to cash transfers
over social services. Scandinavian welfare states are service-heavy. The
‘new welfare state’ implied the dual ambition of modernising the welfare
state, so that it would better address the new risks and needs structure of

contemporary societies, and of ensuring its financial sustainability.

In 1999, the Verhofstadt government proposed to turn Belgium into an
‘active welfare state’. To some extent, the active welfare state can be asso-
ciated with the literature on ‘the new welfare state’. The active welfare
state aimed at a combination of both ‘new risk’ policies and preventive
policies, notably by activation, but it emphasised at the same time the
need to maintain adequate social benefits to cater for traditional social
risks (Vandenbroucke, 1999; Vandenbroucke and Vleminckx, 2011).
Hence, the active welfare state was an attempt to redefine and change
the orientation of social policy by developing a complementary strategy:
rather than replacing the traditional functions of the welfare state, the

idea was to improve them and to add new functions.

As in other Bismarckian welfare states, Belgian employment and social
policy is historically characterised by status-preserving distinctions, such
as the distinction between blue-collar and white-collar workers and the
distinction between the self~employed, employees and statutory civil
servants. Would the ambition to improve traditional social programmes
entail a radical departure from this legacy? During the past decade the
self~employed have obtained quasi the same child benefits® and health
care reimbursement as employees and civil servants; pensions and inca-
pacity benefits for the self~employed were significantly upgraded. These
alignments were a driver of additional social expenditure without
matching extra revenue.* Specific professional groups, such as artists or
onthaalmoeders/gardiennes d’enfants in the childcare sector, obtained social
security coverage in a pragmatic way. Thus, Belgian social security

became pragmatically universal in terms of access. One might say that

3. There still is a difference in the basic amount and the age supplement for a child of rank 1, which should
be eliminated before the constitutional changes agreed by the Di Rupo government are implemented.
4. However, in health care contribution rates for the self~employed were increased.
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social policy thus countered the fifth risk in our list of new risks, that
is, the risk of insufficient social coverage. But these ad hoc measures did
not alter the fundamentally Bismarckian legacy of status-based social

security pillars.

Although there was mutual influence, in its conception the active welfare

state was not a copy-and-paste of the literature on the new welfare state.

Activation became a key issue during Verhofstadt II (2003-2007). Health

care policy was inspired by the observation that new social risk profiles

had emerged, and policies to reconcile family responsibility and labour
market participation were high on the agenda (as they had already been

from in the 1990s). But explicit references to ‘new’ and ‘old’ risks did

not gain prominence in the political discourse. Overcoming status-based

differentiation within traditional social programmes was a more salient
issue in the political agenda than ‘new-versus-old-risks’ or ‘services-ver-

sus-cash’. With hindsight, the policies pursued by Verhofstadt I (1999-

2003) may be summarised in the following strategic orientations:

I. maintain and improve where possible the adequacy of social benefits;

1. create employment incentives, not by lowering benefits, but by
lowering taxes on earned income and lowering personal social
security contributions at the bottom end of the wage scale;

1. bolster competitiveness and labour demand by reducing employ-
ers’ social security contributions, substituting general revenue for
Bismarckian contributions;

1v. guarantee universal access to social security and better protection
for the self-~employed by pragmatic ad hoc measures;

v. accommodate the ‘rebound’ of health care spending after health
care austerity in the 1990s;

vI. locate the fundamental guarantee for future pensioners firmly in
the first pillar, but develop a sector-based second pillar with a view

to democratising access.

In a similar vein, one might say that the Verhofstadt II government added

two orientations:

1. implement a model of activation by ‘close monitoring’ of the
unemployed;

11. tackle early exit from the labour market.
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At the same time, the government would aim at budget surpluses to
prepare for the cost of ageing; this option was institutionalised with the
announcement of the Silver Fund5 The key challenge was whether it

would be possible to reconcile these ‘8+1" orientations.

Rather than presenting a detailed discussion of policy measures, we pro-
pose an assessment on the basis of stylised facts with regard to spending,
employment and poverty, which allow both a cross-country comparison
and an understanding of the past decade as one chapter in the long-
term development of the Belgian welfare state. The question is not only
to what extent successive governments delivered on the promise of the
active welfare state and the ‘8+1" orientations listed above. An additional
question is whether, before the financial crisis, the Belgian welfare state
was gradually achieving a new and sustainable ‘equilibrium situation’
with lower but stabilised benefit ratios(average benefits divided by average
wages for employees or by average earned income for the self-employed)
and stable benefit dependency ratios, after the spectacular increase in
benefit dependency in the second half of the 1970s and the 1980s.-Wedo
not discuss second-pillar pensions and limit the discussion of health care

to some summary remarks.

1. SOCIAL SPENDING: STABILITY AND CHANGE
I.I  The long-term evolution of social spending

As a percentage of GDP, Belgian public social spending has displayed sta-
bility over the last 25 years, according to the OECD Social Expenditure
Database (OECD SOCX). In 1985 public social spending amounted
to 26% of GDP; it then declined to 24.6% in 1989, increased again to
26.9% in 1993, declined to 25.4% in 2000, and increased to 26.3% in 2007,
the latest year available in OECD SOCX. So, two periods stand out as
periods of relative expansion vis-a-vis GDP: 1989-1993 and 2000-2007.

Yet, so conceived, Belgian public spending seems the archetype of the

5. The Silver Fund was a mechanism for setting aside budget surpluses in a separate account only to
be used later, to make it transparent and credible that budgetary surpluses would anticipate (serve as
pre-funding for) the future cost of ageing.
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‘immovable object” described by Pierson in his seminal work on the
non-retrenchment of welfare states (Pierson, 2001). The turning points
in 1985 and 1993 may partly be explained by the economic environment:
unemployment started to diminish from 1985 onwards, until 1992; in the
recession year 1993 it increased and remained high until 1998, to decline
from 1999 onwards. But policy changes did play an important role: we
had years of budgetary austerity until 1988, followed by le refour du coeur
in 1989-1991; and again budgetary austerity under the Dehaene govern-
ment in the 1990s, to conform to the Maastricht euro-entry criteria and

to prepare for the cost of ageing.

We use OECD SOCX to compare the extent to which the pattern of

Belgian social spending accommodated ‘new social risks’ with evolutions

in other welfare states. Therefore, we divide public social spending into

five categories, four of which may be seen as reflecting traditional risks,
while the fifth category can be construed as reflecting new risks:*

1. Health care;

11. Old age (including survivor) programmes;

111. Benefits for families who are ‘of working age’, including unem-
ployment, work incapacity benefits, housing benefits, social assis-
tance... but excluding child benefits and programmes included in
‘new programmes’;

1v. Child benefits, including other family allowances in cash;

v. ‘New programmes’, which include child care, active labour market
policies, maternity and parental leave (but not other leave systems),

and elderly care not included in health care.

Figure 1 provides the public spending data for these categories for Belgium.

The exercise serves a cross-country comparison, rather than a precise description of the development
of Belgian social spending as such. A more fine-grained analysis of the Belgian data would show that
some programmes answering ‘new risks’, such as care for the frail elderly or part of the expanding
‘career break’or ‘leave’ systems, are classified under ‘traditional’ programmes (respectively health care,
and unemployment benefits). But even in the context of cross-country comparisons one should be
cautious; De Deken (forthcoming) lists difficulties one should be aware of when partitioning social
spending data on the basis of the ‘risk’ categories as defined by Bonoli.
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Figure 1: Public social spending as a % of GDP, 1985-2007, Belgium
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Source: own calculations based on OECD SOCX

In Table 1 we use the ‘turning points’ in spending(1985, 1989, 1993, 2000)

to organise our data, and also add the year 2007.

Table 1: Public spending on ‘old’ and ‘new’ welfare programmes in Belgium (% GDP)

1985 1989 1993 2000 2007
Health care 5,7 6,4 7,0 6,6 7,3
0Old age (incl. survivors) 9,3 9,2 9,8 8,9 8,9
Working age benefits, excl. child ben. 9,6 7,7 8,7 7,4 7,3
(of which unemployment) B 2,6 32 2,8 31
Child benefits 2,4 2,0 2,0 1,7 14
Maternity and parental leave 0,1 0,1 0,2 0,2 0,2
Elderly care, not in health 0,0 0,0 0,0 0,4 0,5
Child care 0,1 0,1 0,2 0,8 0,9
ALMP 1.2 1,1 1,1 1,2 1,2
Total ‘old risks’ 247 233 255 228 235
Total ‘new risks’ 1,4 1,3 1,4 2,6 2,9
Total public spending (old and new) 2600 246 269 254 263

Source:

own calculations based on OECD SOCX
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‘New spending’ increased in Belgium during the 1990s, to remain stable
thereafter. By 2000, the level of ‘new spending’ more or less approached
the unweighted average of similar spending by our neighbours, Germany,
France and the Netherlands. (Below, we refer to this benchmark as ‘our
neighbours’; obviously, this average conceals different trajectories in the
Netherlands, France and pre- and post-unification Germany.) So con-
ceived, Belgium’s spending profile was modernised during the 1990s
rather than during the 2000s: at first sight, active labour market policy,
a hallmark of social investment, was basically flat vis-a-vis GDP over
the last 25 years; the main expansion of child care spending happened
between 1993 and 2000. At least, that is what the aggregate budgetary
figures signal; below we will qualify this conclusion. Simultaneously,
this means that spending related to fraditional social risks decreased more

between 1993 and 2000, as a share of GDP, than total spending.

With regard to traditional social spending, the overall Belgian trajectory
of the 1980s and 1990s was more or less similar to the average trajectory
of our neighbours, but the internal dynamics were somewhat different.
Between 1993 and 2000 the sum of health care and old age spending
was reduced marginally more in Belgium (vis-a-vis GDP) than in our
neighbours. Old age spending decelerated for three reasons: the declin-
ing size of survivors’ pensions, declining global benefit ratios (discussed
below, with some qualifications), and the 1996 pension reform which
introduced stricter career requirements for early statutory retirement and
increased the statutory pension age of women from 60 to 65 years. The
last operation stretched from 1996 to 2009, and induced a remarkable
reversal of trends. In the private employee sector, the number of people
retiring increased by 16,915 per annum between 1985 and 1991. Between
1991 and 1997 the annual increase accelerated to 22,259 per annum,
fuelled by the misguided decision to abolish the reduction coefficients for
early retirement in the employee sector in 1991. Between 1997 and 2007
the annual increase decelerated to 7,654, to start accelerating again from
2007 onwards for demographic reasons. Although postponement mainly
concerned relatively smaller pensions, the 1996 reform thus contained
pension spending (Festjens, 1997, forecasts a reduction of the pension
budget by 0.5% of GDP and of the number of those retiring by 168,500,

by 2010). But it also created a shift from pension spending to spending on
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other benefits, such as unemployment benefits and unemployment-based
early exit schemes. Herremans (2006) estimates that the main impact of
the first phase of the 1996 reform was a shift from retirement to other
forms of inactivity; one cannot however rule out that it finally also con-
tributed, in the course of the 2000s, to the increasing employment rates

of women in the 60-64 age bracket.

Verhofstadt I considered it necessary to improve minimum pensions and
to upgrade older pensioners’ pensions to reconnect them, at least to some
extent, with the increase in living standards. Relative to GDP, public

pension spending remained at the same level between 2000 and 2007.

OECD SOCKX registers a spectacular increase, by 43.2%, in the volume of
public health care spending between 1986 and 1992 and nearly a standstill
over the next six years (+ 4.4% between 1992 and 1998). Between 1998
and 2004 health spending again increased by 33.9%. This S-shaped growth
curve can be seen as confirming Cutler’s thesis (2002): governments can
suppress the growth of health care spending for a number of years below a
trend that is to a large extent determined by progress in medical technol-
ogy, but they always experience a ‘rebound’ (we return to this issue below).
In 2000 health care spending was marginally below the level of that of our
neighbours (-0.2 ppt); by 2007 it was marginally higher (+ 0.2 ppt).

In 1993 spending on working age benefits, excluding child benetits,
was slightly higher in Belgium than in our neighbours (a difference
of 0.5 ppt). In comparison, it was also reduced less during those years
of austerity (the difference increased to 1.1 ppt in 2000 and 1.6 ppt in
2007). Hence, the expansion of spending in the 2000s may be seen,
at least in part, to be the result of an inevitable rebound or ‘return to
trend’ of both health care and old age spending in Belgium, while
spending on working age benefits remained at its comparatively high
level, characteristic of our welfare state. Thus, spending on working
age benefits amounted to 7.3% of GDP in the relatively prosperous year
2007: surprisingly, this level is comparable to the figures for 1993 and
1985, years characterised by considerable economic stress. Belgium
spends more on unemployment benefits than other welfare states; this

is partly explained by the fact that Belgian unemployment benefits
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and related early exit schemes serve social groups which benefit from
work incapacity benefits (and/or social assistance or retirement pen-
sions) in other welfare states. This structural policy difference between
Belgium and other welfare states emerges clearly when we study the
social caseload, below. However, with regard to the level of spending,
these caseload differences can only explain a relatively small amount
of the Belgian specificity: in 2007 spending on unemployment benefits
was 1.8 ppt higher than in our neighbours; public spending on all other
‘working age benefits’ was only 0.3 ppt lower. In other words, Belgium
emerges as a heavy spender on working age benefits in globo, notably
with regard to working age cash benefits. Since general career break or
leave systems are counted as unemployment benefits, the expansion of
these systems may offer part of the explanation; however, they explain

but a relatively small part of spending registered here.’

Over the last 30 years, there has been a steady erosion of child benefits:
in 1980 2.8% of GDP was spent on child benefits; by 2007 this had
fallen to 1.4%.

Obviously, demographic changes are important factors driving spend-
ing on pensions and child benefits (just as unemployment has an impact
on spending on unemployment benefits and, presumably, on spending
on active labour market policies). To assess the impact of needs created
by demography (or unemployment) we calculate ratios of ‘spending per

capita’ on GDP per capita:

spending in euro
demographic target group

GDP
total population

Table 2 provides the indices for each of the spending ‘turning points” we

selected on the basis of Figure 1, using the ratios for 1985 as the bench-

mark. We call these indices ‘budgetary effort indices’.

7. RVA/ONEM figures indicate that leave systems (loopbaanonderbreking/interruption de carriére and tijd-
skrediet /crédit temps) amounted to 0.08% of GDP in 1993, 0.09% in 2000, and 0.19% in 2007. For an
interesting comparative discussion of the Belgian unemployment system see De Deken (2012).
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Tahle 2: Budgetary effort indices (1985=100), Belgium

Source:

1985 1989 1993 2000 2007
((OId age spending)/(Pop. 65+)) /(GDP/CAP) 100 92 93 78 77
((Child care)/(Pop. <5))/(GDP/CAP) 100 89 134 667 775
(ALMP/unemployed)/(GDP/CAP) 100 129 93 172 163
((Family allowances)/(Pop. < 20))/(GDP/CAP) 100 89 89 77 68

own calculations based on OECD.

The budgetary effort index for old age spending decreased over most of
the period under review, but the decline was most marked between 1993
and 2000; between 2000 and 2007 the decline was nearly halted. For the
reasons explained earlier, the share of total spending on old age in GDP
did not follow the proportion of the elderly in the population in the sec-
ond half of the 1990s. Improvements in the levels of pensions from 2000
onwards halted this downward development. Does this budgetary effort
index inform us about changes in the implicit intergenerational focus of
social policy? First of all, a caveat should be applied with regard to the
denominator in our ratios: GDP per capita reflects all sources of income,
i.e. not just earned income by employees and the selt~employed, and it is
positively influenced by rising employment rates, even if average earnings
do not increase. Thus, a decreasing effort index does not presuppose a
deterioration in benefit ratios (average benefits divided by average wages
for employees or by average earned income for the self-employed), i.e. it
does not necessarily imply a deterioration in the quality of the underlying
insurance contract from an individual perspective. Second, the intergen-
erational interpretation depends on the valuation of a pension for an indi-
vidual pensioner. Today, the elderly live longer on their annual pension
income than they used to do in the 1980s; an identical pension (or an iden-
tical benefit ratio, for that matter) can be interpreted as an improvement
in terms of the pension capital a contemporary 65 years old individual may
expect, compared with what a person of 65 could have expected 20 years
ago. Whether the impact of longevity on the pension capital should be
considered objective progress in well-being or not is a moot question;
yet, we are inclined to say it constitutes an objective source of individual
progress in well-being (or at least a policy that accommodates a trend that

improves the elderly’s well-being; Vandenbroucke, 2012).
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The figures for child benefits in Table 2 highlight their steady erosion,
due to the fact that child benefits are not indexed to the standard of liv-
ing and the decline in household size. Budgetary savings introduced by
the gradual reduction in ‘age allowances’ from 1997 were compensated
for in the 2000s by the introduction of a premium for children with sin-
gle parents, a so-called ‘yearly allowance’, and a new system for disabled
children; the overall outcome was that the dispersion of benefit levels
increased, making the system more selective (RKW, 2011). Using the
population share of individuals below the age of 20 as a benchmark, in
2007 the ratio of ‘spending per child’” on GDP per capita was only 68%
of the corresponding ratio in 1985.* In contrast, spending on child care
increased spectacularly in the 1990s, using the population share of young
children as the benchmark. The expansion of child care was both a pre-
condition and a consequence of the feminisation of the labour market,

which we document below for the 2000s.

Similarly, spending on active labour market policies (ALMP) did not
match the evolution in the number of unemployed in the first half of the
1990s, but then started to increase relative to the number of unemployed:
the ratio of ‘ALMP spending per unemployed’” on GDP per capita was
considerably higher in the 2000s than in the 1990s. This qualifies our
earlier observation about spending trends in the 1990s and the 2000s: so
conceived, there was a turn to social investment spending in the 2000s,
but not at the expense of traditional social spending. Except for family
policy, the Belgian policy model was one of ‘adding’ new functions rather
than ‘replacing’ existing functions. Moreover, the aggregate ALMP fig-
ures conceal an important shift from occupational programmes (‘direct
job creation’) in the 1980s to employment assistance in the 2000s. In
comparative literature on ALMP, direct job creation is considered less
effective than training the unemployed (which did not increase, at least
on the basis of OECD SOCX) and activation-oriented employment
assistance (which did increase).

8. Given the expansion of higher education, one would expect young adults to obtain a larger share of
child benefits; however, that appears not to be the case. On the basis of available spending data, we
conclude that the indices in Table 2 hardly change if we exclude child benefits for young adults.
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Belgian social spending gradually became more service-oriented during
the 1990s. The share of ‘in kind benefits’ increased from 23% in 1985
to 34% in 2000, and subsequently stabilised. The service share remains
rather low in comparison with Northern and Anglo-Saxon welfare
states. In fact, there never was an explicit policy debate, let alone stra-
tegic orientation, with regard to the ‘cash/services’ balance in Belgian
policy. As explained in Vandenbroucke (2010), this regrettable lacuna in
strategic thinking is to some extent related to institutional tensions in

the Belgian polity.

[.2 The growth norm for health care spending

After the formation of Verhofstadt I, the growth of health care spending
became a controversial issue. The government accommodated a rebound
after years of spending limits, but it did so in a politically controlled way:
the growth rate had to be negotiated in the government year after year.
The advantage of that situation was that strong pressure could be brought
to bear upon the main actors within the health care system (medical and
paramedical professions, hospital managers, sickness funds) to accept a
quid pro quo, i.e. to accept that high rates of growth would have to be
deserved by a steady drive for more internal efficiency and modernisa-
tion within the system. This culminated in the Agenda 2002 for Change in
Health Care, which emphasised the efficiency and individual responsibil-
ity of health care professionals and hospitals, made operational via the
introduction of non-linear correction mechanisms instead of the linear
correction mechanisms often applied in the 1990s. The theme of indi-
vidual responsibility implied the recognition of unjustified differences in
medical practice, sometimes, but not always, on a North-South basis. At
the same time the concept signalled that, even if some of these differences
could be predicated on a North-South divide, the remedy would not be
to ‘split the system’, but to organise more individual responsibility for
choices in health care. Over the years, there have been some successful
implementations of increased responsibility and efficiency, informed by
evidence-based medicine (such as the lump sum reimbursement system
for drugs prescribed in hospitals). With regard to pharmaceuticals, the

introduction of ‘reference prices’ to enhance the prescription of generic
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drugs, accompanied by various measures to change prescription practice,

also had a major cumulative impact.

From 2004 the dynamics of policy making changed, once the Verhofstadt
II government introduced a ‘health care growth norm’ of 4.5% per
annum (in volume). This was the unfortunate result of political contro-
versy about health care spending in the run-up to the elections. It was
unfortunate, because it diminished the efliciency pressure on health care
actors. This is not to say that no efforts were subsequently made to curb
spending. But the drive for more responsibility in health care practice
on the basis of scientific evidence slowed down rather than increased.
Admittedly it is no more than a conjecture, but it seems that an indirect
consequence of this is that we still live with the dual financing system
in the hospital sector, a cumbersome combination of fees per medical
act and direct funding of hospitals which was bound to be challenged
if the drive for individual responsibility within the hospital sector had

been reinforced.

.3 Automatic stabilisation during the crisis

For an assessment of the crisis years we have to turn to Eurostat’s
ESSPROS data on social protection spending. In 2009 social spending
was 3.7 ppt higher (vis-a-vis GDP) than in 2007, according to ESSPROS.
This considerable increase is comparable to the weighted average for
the EUrs, and slightly larger than in our three neighbours (+ 3.1 ppt).
Most of this increase is explained by the automatic stabilising effect of
welfare state transfers, which increase (unemployment benefits) or do
not decrease when GDP decreases (child benefits, pensions, ...). Only a
minor part can be traced to policy measures such as the changes in levels
and leniency with regard to temporary unemployment. Thus, by 2009
public social spending in Belgium was at an unprecedented high level.
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2. THE ADEQUACY OF SOCIAL PROTECTION

This section focuses on income replacement. Obviously, assessing the
adequacy of social protection also involves health care and family allow-
ances. Relative to public health care spending, patient co-payments
declined from 9.3% in 1999 to 6.8% in 2009; the latter figure takes into
account the impact of the Maximum Billing system (a cap on the total
annual amount of co-payments, in function of the household budget,
introduced in 2002). In real terms the average co-payment per inhabitant
hardly increased during those ten years.® Out-of-pocket payments, other
than the official co-payments, did increase, but this development seems
to have been checked by measures against supplements in the second half
of the decade (De Wolf et al, 2011)."” Focusing on the income side of the
social protection equation should not make us forget the cost compensa-

tion side of the equation.

2.1 Benefit ratios: stabilisation and partial
repair after two decades of decline

In this section, we first discuss social security and then broaden the scope
to social assistance. Figure 2 shows the evolution of global benefit ratios
in the social security system for private sector employees for three broad
categories of spending: retirement pensions, invalidity (i.e. long-term
absence because of illness) and unemployment (including temporary
unemployment), drawing on research by the Belgian Federal Planning
Bureau (FPB) (De Vil ef al, 2011; including a forecast until 2020).

For an evaluation of the Maximum Billing system in health care see Schokkaert et al (2008).

. On the basis of the data provided by Assuralia, it seems that out-of-pocket payments grew more or

less on a par with total spending on health care. Hence, they grew relative to family budgets, but did
not signal a relative shift from public to private funding on a macro level. That does not mean that
‘supplements’ do not continue to pose serious problems of equity and fairness in parts of the health
care system.
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Figure 2: Global benefit ratios (average benefit in % of average gross salary), employees
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Source: De Vil (2011), Figure 1, p. 29

Benefit ratios are calculated by dividing average spending per beneficiary
by gross average wages. Since they do not take into account the taxes
and personal social security contributions on wages, their level is less
informative than their evolution. For the same reason, the evolution too
should be interpreted with due caution: it overlooks changes in taxation
or personal social security contributions. The benefit ratios in Figure 2
are global, since they do not take into account changes in specific sub-
categories of the social security branches and compositional shifts, such as
the increase in the share of retired women. Nevertheless, Figure 2 shows
that the decline in benefit ratios which started in the 1980s came to a halt

from 2000 onwards, and was even partially reversed.

The observation that a long period of retrenchment with regard to ben-
efit ratios came to an end by the year 2000 is confirmed by the FPB’s
calculations for specific sub-categories of social security branches. Taken
separately, the benefit ratios for male and female pensioners decline
somewhat, but not very much, during the 1990s; in the second half of
the 2000s they improve. By 2009 they are higher than in 1980 for all
sub-categories. The FPB also documents a considerable improvement in
the benefit ratio of pensions for male self-employed workers, gradually
during the 1990s and spectacularly by 2009: this reflects the considerable
increases in minimum pensions for self-employed workers in the 2000s.
Similarly, a separate analysis of benefit ratios for different categories of
invalidity benefits shows that a considerable decline came to an end,

and was reversed. For self~employed workers invalidity benefits were
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also considerably improved. A more detailed analysis of unemployment
benefits shows that the decline in benefit ratios stopped by the end of
the 1990s and then the position improved, reflecting measures taken by
the Verhofstadt governments to increase replacement rates (for singles
and cohabitants, i.e. partners not considered head of the household) and
maxima in the unemployment branch. In the second half of the 2000s,
the Generation Pact created momentum for improving benefits, notably

by entrenching the principle of linking benefits to the standard of living.

An often used benchmark for the evolution of social assistance benefits is
Net National Income per capita (NNI/cap). Although NNI/cap makes
more sense as a benchmark for residual income assistance than average
gross wages, one should be aware that it diverges from wages as it is influ-
enced by other sources of income and by changes in the employment/
population ratio. Relative to NNI/cap, social assistance benefit levels for
the non-elderly were historically high during the 1980s. As a matter of
fact, Belgian social security policy increasingly focused on minimum
income protection in the 1970s and 1980s, by structuring benefits on
the basis of the household status of beneficiaries and by giving priority
to minimum benefits, both in social security and social assistance. The
drive to improve social security minimum benefits came to a halt early
in the 1980s, while social assistance still improved. In the 1990s however,
social assistance minima also started to erode relative to NNI (Cantillon
et al, 2003). Marx (2009) considers the imperative to maintain a hier-
archy between minimum wages and minimum benefits as one of the
main reasons why the drive for minimum income protection stalled. The
Verhofstadt governments marked a break with measures both to improve
social security minima, social assistance minima and benefits in general;
as will be shown below, increasing net minimum wages was a key fac-
tor enabling that change of trend. The agenda was, however, broader
than minimum income protection. Next to the aim to re-establish a link
between benefits and the standard of living, notably for older beneficiar-
ies, some measures were driven by the aspiration to restore insurance
principles rather than to improve minima (however limited the budg-
etary leeway was to return to insurance principles), for example in the

domain of unemployment insurance.
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The introduction of the Inkomensgarantie voor Ouderen (Garantie de Revenus
aux Personnes dgées) in 2001 (which replaced the Gewaarborgd Inkomen voor
Bejaarden/Revenu Garanti aux Personnes dgées) entailed a modernisation of’
minimum income assistance for the elderly, and signalled the start of a
considerable improvement vis-a-vis NNI/cap, notably in 2006. Hence,
in the domain of old age and survivors, improving residual minimum
income protection re-emerged as an important policy focus per se. With
regard to the non-elderly population, the picture is more nuanced.
Goedemé et al (2012) conclude their synthesis of minimum income pro-
tection in the 2000s as follows: important changes and improvements in
minimum income protection were implemented, but less for the popula-
tion deemed fit to work than for the elderly and incapacitated; also, the
difference between social security and assistance benefits decreased (as
was the case in earlier periods — a trend one might qualify as ‘residualisa-
tion’), this time notably for the elderly. In the next section we elaborate
on income protection for the non-elderly, including for those active at

the low end of the labour market.

2.2 The adequacy of minimum wages and benefits for
household types, and employment incentives

Benefit ratios provide an indication of the adequacy of benefits from an
individual insurance perspective, but to evaluate the adequacy of benefits
for households, notably with a view to avoiding poverty, one should
assess the impact of benefit packages on the net disposable income of
households. Table 3 provides information on the evolution of net dis-
posable incomes of four types of households in working age (singles;
single parents; a single earner, i.e. a couple with one income and no
children; a single earner with children, i.e. a couple with one income and
two children) in six different situations: working full-time for the mini-
mum wage; long-term unemployment on minimum benefit; long-term
unemployment on maximum benefit (below we use ‘unemployment’
as a short-cut for long-term unemployment); invalidity on minimum
benefit; invalidity on maximum benefit; social assistance (leefloon/rev-
enu d’intégration sociale). The evolution is summarised by the real increase

between 1999 and 20710 of net disposable household income, which takes
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into account all relevant benefits including child benefits, personal social
security contributions, taxes, and the cost of child care for the single par-
ent (below, we use ‘household income’ or ‘income’ as a short-cut). To
evaluate these figures, the real increase in NNI/cap and average gross
wages 1s added (real changes are nominal changes corrected using the
general consumption price index). In addition, both for 1999 and 2010
household income is expressed as a ratio of household income when the
household lives on a minimum wage. These ratios give a rough indica-
tion of the financial incentive for the households under review to find a

job at the level of the minimum wage.

Table 3: Adequacy of benefit packages for household types 1999-2010

net disposable household income (incl. child benefit and child care cost for lone parent)
real increase 1999-2010 and ratio (% of net disposable household income when minimum wage)

MINIMUM UNEMPLOYM. UNEMPLOYM. INVALIDITY INVALIDITY  SOCIAL
WAGE MINIMUM MAXIMUM  MINIMUM MAXIMUM ASSISTANCE

single increase 1999-2010 14% 24% 36% 16% 23% 11%
ratio 1999 100% 63% 70% 80% 109% 60%
ratio 2010 100% 68% 84% 81% 117% 59%
lone parent increase 1999-2010 20% 4% 4% 11% 6% 13%
ratio 1999 100% 93% 103% 106% 143% 87%
ratio 2010 100% 81% 89% 98% 128% 82%
single earner, increase 1999-2010 20% 5% 6% 16% 9% 11%
no children —2tio 1999 100% 79% 90% 90%  139% 72%
ratio 2010 100% 69% 79% 87% 127% 67%
single earner, increase 1999-2010 16% 9% 9% 16% 9% 13%
2ehildren 10 1999 100% 83% 91% 94%  134% 7%
ratio 2010 100% 77% 85% 94% 126% 75%
NNI per capita, corrected for CPI 1,57%

average gross wages, corrected for CPl - 1,49%

Source: simulations provided by Centrum voor Sociaal Beleid Herman Deleeck (STASIM model)
Five conclusions can be drawn from Table 3:
1. The income of all household types increases more than NNI/cap,

except in three cases for which the income increase is marginally

lower than the increase in NNI/cap: unemployed lone parents and
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unemployed single earners without children, and lone parents on
maximum invalidity benefit. However, all these household types see
their purchasing power increase to some extent. Relative to NNI/

cap the overall picture is a reversal of erosion trends in the 1990s.

11. The income increase for households living on a minimum wage
is significantly higher than the increase in NNI/cap; the gain in

purchasing power for this household type is substantial.

1. The incentive to find a job at a minimum wage increases for all
household types living on benefits, except for singles. For singles,
the incentive decreases, except for singles on minimum invalidity
benefits and singles on social assistance, where it remains unchanged.
However, compared to other household types, the financial incen-
tive to find a job is still larger for singles. These figures corroborate
more detailed studies of the evolution of unemployment traps over
the last decade (Bogaerts, 2008; Nevejan,2009, 201T1).

1v. The financial incentive to find a job remains weak for lone parents.

v. Social assistance improved more than minimum benefits for the
unemployed, except for singles, a fact which may be interpreted as an

indication of further creeping residualisation in this specific domain.

In general, this shows that the strategic orientation of successive govern-
ments since 1999 to reduce inactivity traps, not by decreasing incomes
for households living on benefits (either in absolute terms, or relative to
NNTI/cap) but by increasing net purchasing power for households living
on a minimum wage, has been implemented. The reduction in inac-
tivity traps is to a large extent the result of successive cuts in personal
social security contributions for low wages from 1999 onwards, and — in
Flanders — the reduction in child care costs (and, in second order, tax
reform). However, these measures have led to high marginal tax and
social contribution rates on wages above the minimum level (Nevejan,
2009, p. 35). Thus, inactivity traps may have been replaced, in part, by
wage traps. Moreover, research by Bogaerts shows that the inactivity trap

when considering part-time employment has increased (Bogaerts, 2008).
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3. THE ACTIVATION TURN: PREVENTIVE
AND CLOSE MONITORING RATHER
THAN HARSH SANCTIONS

The Employment Conference of September 2003, organised by Verhofstadt
II, put an end to 15 years of institutional schizophrenia in employment
policies. With the decentralisation of training and placement policy in the
1980s, the responsibilities for training and activation of the unemployed
on the one hand, and controlling their availability for the labour market
on the other, had been decoupled. They would be linked again by an
inter-institutional cooperation agreement. The new approach replaced
the infamous article 8o of the unemployment code, which organised the
systematic suspension of unemployed individuals who were ‘abnormally
long-term unemployed’. With hindsight, one may say that this mech-
anism was both rather brutal in its consequences (exclusion from the
right to unemployment benefits, often without prior warning that one
should look for work), very selective (it concerned only a sub-category
of mainly women), and ineffective in terms of activation (since it was not
part of an activation trajectory). Article 8o was replaced by a mechanism
that was both broader (it concerned all unemployed, yet in a first stage
limited to those under 50) and more nuanced (sanctions are gradual),
and functions in a preventive way. The essence of the new model is close
monitoring rather than harsh sanctions. As a matter of fact, within the
activation framework stricto sensu, over the years from 2009 to 2011 the
number of total and definitive exclusions (5,006 cases) was 30% lower
than under the regime of article 80 over the years from 2001 to 2003;
apart from total and definitive exclusions, the new system also uses tem-
porary exclusions; over 2009-2011 there were 5,640 cases of only tempo-
rary exclusions (RVA/ONEM). This largely preventive model was not
unsuccessful, according to research by Cockx et al (2011), which is not to
say that it cannot be improved. The cooperation agreement also created a
new momentum with regard to so-called ‘transmissions’ by the regional
employment services for various contraventions of the unemployment
regulation: their number increased significantly, and so did sanctions
following from those transmissions. Although these transmissions are
not part of the monitoring scheme applied by the RVA/ONEM, they

are closely related to the activation drive. Finally, data mining made it
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possible drastically to improve the fight against benefit fraud, which also

resulted in more sanctions, unrelated to the activation drive.

4. THE CASELOAD OF SOCIAL POLICY
AND BENEFIT DEPENDENCY

Figure 3 shows the evolution of the social caseload in Belgium as a per-
centage of the population in the 15-64 age bracket (data from De Deken
and Clasen, 2011). The total caseload (the sum of the caseload in unem-
ployment, leave systems, work incapacity, early retirement and social
assistance) follows a pattern with more or less the same ‘turning points’
as we established for spending in Figure 1: after a period of spectacular
increase, the caseload reached a first peak in 1985, to stay flat until 1990; it
reached a second peak in 1993 and then decreased towards 2000. By 2003
it reached a new peak, to decrease somewhat during the boom years after
2005. In the 2000s, incapacity for work and unemployment start to inter-
act as communicating vessels: the decrease in unemployment is partly

offset by an increase in incapacity for work. Despite the small decrease in

Figure 3:Belgian social caseload, % of population 15-64
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early retirement in the 2000s, the policies pursued under the banner of
the active welfare state were not able to reduce the total caseload during

the 2000s.

Table 4 provides a summary comparison of the social caseload in Belgium,
Germany, the Netherlands, Denmark and Sweden. In this table, we use
the same turning points as in Table 1 (for the OECD SOCX spending
data), adding 2008.

Tahle 4: Caseload in Belgium, Germany, the Netherlands, Denmark and Sweden
(% of population aged 15-64) (! Continued on following page)

(1) UNEMPLOYMENT
1985 1989 1993 2000 2007 2008
Belgium 8,4 73 9,2 6,4 75 74
Germany 3,6 3,3 a15) 59 2,0 1,8
Netherlands 6,3 583 5,6 88 3,6 383}
Denmark 71 7,4 9,7 42 2,6 1,4
Sweden 2,0 1,3 6,0 3,8 2,2 1,6

(Il) WORK INCAPACITY

Belgium 5.4 5,6 5,8 5,9 6,7 7,0
Germany 8,9 8,5 7,6 7,7 6,3 6,4
Netherlands 9,9 11,0 11,7 11,7 9,9 9,6
Denmark 8,8 11,0 9,6 9,9 10,4 10,4
Sweden 9,9 10,9 10,7 13,6 11,9 10,9
(I11) EARLY RETIREMENT
Belgium 2,9 2,9 3.9 45 3,7 ap
Germany 2,8 3,2 5,1 5,1 3,1 385
Netherlands 1,2 1,5 1,9 3,2 4,7 4,5
Denmark 2,8 2,8 3,3 51 3,9 3,8

Sweden 0,3 0,3 0,3 0,0 0,0 0,0
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(continuation of previous page, Table 4)

(IV) SOCIAL ASSISTANCE
1985 1989 1993 2000 2007 2008
Belgium 0,6 0,8 0,8 1,1 1,1 1,2
Germany 1,7 2,1 2,3 2,7 0,6 0,7
Netherlands 1,9 1,9 1,7 1,1 0,9 0,9
Denmark 33 4,0 5,1 33 2,5 2,0
Sweden 1,1 1,1 1,9 1,7 1,3 1,3

(I-1V) TOTAL CASELOAD

Belgium 17,3 16,6 19,7 17,9 19,0 19,1
Germany 17,0 17,1 20,5 21,4 12,0 12,4
Netherlands 19,3 19,7 20,9 19,3 19,1 18,3
Denmark 22,0 25,2 21,7 22,5 19,4 17,6
Sweden 13,3 13,6 18,9 19,1 15,4 13,8

Source: De Deken and Clasen (2011)

Table 4 first of all emphasises the extent to which differences in the
unemployment caseload among those welfare states were compensated
for by differences in the incapacity for work caseload. Relatively low
unemployment figures in the Netherlands, Sweden and Denmark were
accompanied by a relatively high caseload in incapacity for work. Table 4
also shows that only two, Germany and Sweden, of the five welfare states
under review were able to reduce the caseload substantially in the 2000s.
There is, however, a downside to the German and Swedish performance:
in these welfare states poverty increased considerably during the 2000s

(Cantillon and Vandenbroucke, forthcoming).

Obviously, the caseload is but one side of a coin. The question of sustain-
ability hinges on the ratio between people who contribute and people
who benefit. Figure 4 displays the benefit dependency ratio for Belgium
for employees and those who are dependent on the employees’ social
security system, from 1970 to date, with a forecast for 2030. The benefit
dependency ratio (black line) is put in context by the old age dependency
ratio, which measures the population aged 65+ relative to the population

15+ (grey line) and the adult economic dependency ratio, which measures the
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number of individuals aged 15+ who are not in employment, relative
to the population (15+) in employment (dashed grey line). The differ-
ence between economic dependency and benefit dependency reflects the
(changing) role of institutions: unemployed individuals may be economi-
cally dependent on their families but not dependent on social security, as

was often the case in the heyday of the male breadwinner model.

Figure 4: Old age dependency, adult economic dependency, benefit dependency
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FPB and FPS Social Affairs. With special thanks to Nicole Fasquelle, Christophe Joyeux and Guy Van Camp

In social security for private sector employees, the ratio of the num-
ber living on benefits to the number contributing as workers amounted
to about 40% in the early 1970s; in increased to nearly 9o% in 1984;
from then onwards, is has fluctuated between 80% and 9o% (with even
a peak of 95% in 1996). The explosive growth in benefit dependency
in the 1970s did not reflect demographic change: the old-age depend-
ency ratio was constant. It was fuelled first and foremost by economic
dependency, reflecting the emergence of mass unemployment and the
introduction of early retirement in the second half of the 1970s and the
1980s. Additionally, though, it was driven by the fact that more and more
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women and young people came to rely on benefits rather than only on
familial solidarity, as access to social security became more comprehen-
sive. Notwithstanding demographic ageing from the mid-1980s onwards,
adult economic dependency decreased after 1984 (with a lower peak in
1994), reflecting improved employment rates and the feminisation of the
labour market; economic dependency had returned (nearly) to its 1975
level by 2008. Benefit dependency also decreased after peaking in 1996,
though less so than economic dependency. So conceived, one may say
that the ‘active welfare state’ manifested itself with regard to adult eco-
nomic dependency (de facto earlier than officially promulgated) rather

than in respect of benefit dependency stricto sensu.

Henceforth, the steep acceleration of demographic ageing will put
pressure on both economic and benefit dependency. Figure 4 displays
a dependency scenario based on the most recent reference scenario of
the Studiecommissie voor de Vergrijzing. This scenario assumes that total
employment relative to the population in the 15-64 age bracket increases
with 4,3 percentage points between 2010 and 2030. The scenario also
assumes that, after 2010, benefit dependency increases slightly more than
economic dependency. The benefit dependency ratio is positively influ-
enced by an increasing share of individuals over 64 who are entitled to
a pension in the employee sector, reflecting the earlier feminisation of
the labour market and a declining share of self~employed pensions. But
big shocks in the relation between economic dependency and benefit
dependency, as in the 1970s and 1980s are not expected. Given these
hypotheses, benefit dependency increases gradually but steadily under
the impact of demographic ageing.

Two observations follow, at least on the basis of these hypotheses about
employment rates. First, after the shocks of the 1970s and 1980s, our wel-
fare state now seems to be moving towards an ‘equilibrium configuration’
insofar as the interrelation of old-age dependency, economic dependency
and benefit dependency is concerned. Second, even with a continuation of
current trends in employment rates, demographic ageing is becoming so
pervasive that it will push economic dependency and benefit dependency
steadily upwards. From the point of view of long-term sustainability, the current

‘equilibrium configuration” of dependencies cannot yet be considered satisfactory.



198 The Return of the Deficit

What will be the impact of the reforms in the pension and early retire-
ment systems, unemployment benefits and career interruption, decided
by the Di Rupo government? The dotted lines in Figure 4 are based on
the impact assessment by the Studiecommissie voor de Vergrijzing (2012). In
2020 the economic dependency rate would be 85,5 (instead of 86,1 in
the reference scenario) and the benefit dependency ratio would be 94,2
(instead of 95,5 in the reference scenario); in 2030 the economic depend-
ency ratio would be 98,4 (instead of 101,0) and the benefit dependency
ratio would be 90,5 (instead of 93,1). Since these results only concern
salaried employees, the impact of the recent reforms on the public sector
(which is, in itself, relatively more important) and on the self~employed
sector is not taken into account. As such, these reform outcomes are not
negligible. Simultaneously, they show that we are only at the beginning
of a path of necessary reform: new waves of reform will have to follow.
The most worrying aspect with regard to the current wave of reform,
seems that the positive ‘volume’-impact on dependency ratios is to a
large extent neutralized by a ‘prize-effect’ of increasing average pensions.
Average pensions increase as a consequence of the reforms (both because
people work longer, but also because of the bonus-systems, notably in the

public sector). The net budgetary result is therefore very limited.

5. INDIVIDUAL AND HOUSEHOLD EMPLOY-
MENT: NOT A FROZEN LANDSCAPE, BUT
HYSTERESIS IN HOUSEHOLD JOBLESSNESS

5.1 Individual employment rates:
feminisation and ageing of the work force

Table 5 provides the percentage point differences between the employ-
ment rates in 2000 and 2011, by age, gender and educational attainment,
for Belgium and the Flemish and Walloon Regions. In brackets we pro-
vide the evolutions for 2000-2008; comparing the 2000-2011 evolutions
with those in 2000-2008 highlights the impact of the crisis on employ-
ment rates. Table 6 compares employment rates for age-education sub-

groups in Belgium with the EUTts average in 2011 (in brackets for 2008)."

11. The next paragraphs mention figures for age sub-groups not shown in the tables, but available on request.
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Tahle 5: Change in employment rates (ppt) by age, gender, educational attainment in Belgium, Flanders,
Wallonia, 2000-2011 (changes 2000-2008 between brackets)

BELGIUM 25-34 YEARS  35-44 YEARS  45-54 YEARS  55-64 YEARS 25-64 YEARS

M F ] F M F M F M F TOTAL
Low- 172 115 -123 -45 -2,7 8,9 7,6 9,6 7,7 09 =51f3
skilled

(-125) (95) (6,70 (14 (1.4 (11,00 @49 (61) (49 (19 (1.8
Medium- 6,5 -3,2 -3,1 2,3 1,6 12,1 8,0 18,7 -38 2,0 -0,6

Al (24) (04 (21) (28 (4 (00 (3 (147 (25 (2 (1)
High- 38 43 31 26 25 94 42 165 386 06 -6
SlIEE] (15 (27) (10 @4 (25 (66 (26) (104 (24) (04 (11)
Total 68 25 33 59 15 158 108 162 21 64 2

(32 04 (12 60 (24 (129 (78 (109 (07) 66 (24)
FLANDERS 2534 YEARS  35-44 YEARS  45-54YEARS  55-64 YEARS 2564 YEARS

M F M F M F M F M F TOA

Low- 454 163 56 34 29 132 67 11,8 59 28 -5
skilled

(-123) (-12,7) (-40) (58) (18) (13,6) (52) (76) (34 (33) (02
Medium- 58 24 12 71 32 15,5 9,7 18,7 -31 28 0,1

Sl (300 (1,1) (-06) (62 (1) (12,00 (74 (13,7 (27) (28 (03)
High- -4,4 -3,5 2,5 3,0 -2,6 8,9 8,1 143 36 -0,1 2,0
Sl (24) (05 (09 (300 (35 42 40 (84 (29 (01) (-1,6)
Total 6,3 2,6 -0,8 72 18 194 121 175 -09 7,8 34

(3,7) ((13) (00 (77) (22 (150 (90 (11,5 (02) (68) (3.2
WALLONIA  25-34 YEARS  35-44 YEARS  45-54 YEARS  55-64 YEARS 25-64 YEARS

M F M F M F M F M F TOTAL

Low- -193 -26 | -166 -2,7 1,3 8,9 9,2 6,0 L5 0,4 -4.8
skilled

(-147) (-49) (-90) (09 (32 ((11,3) (34 @41 (-76) (1.2) (-3,6)
Medium- ;i 2,2 48 71 -0,2 54 93 20,0 -48 0,4 -1,8

Sl (-32) (53) (36) (35 (04 (43 (56) (18,59 (2,7) (24) (01)
High- 47 51 =18 3.4 36 100 -22 20,5 51 19 -1,4
Sl (-1,7) (6,00 (-04) (23) (21) (10,5 (00) (14.4) (-3.2) (0,8) (-1,0)
Total -8,5 2,2 -4.3 6,0 2,5 12,3 101 143 34 58 1.2

(40) (30 (20) (45 (34 (1,9 (67 (11,0 (18 (62 (1.7

Source: own calculations based on Eurostat and Steunpunt WSE
Bold: x> 10,0: -1 <x<10,0:-10 < x<-1,@: x<-10
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Table 6: Comparison of employment rates in Belgium and EU15, by age and educational attainment, 2011
(between brackets 2008) (difference BE-EU15, FL-EU15, WA-EU15, in ppt)

BELGIUM 2534 YEARS 3544 YEARS  45-54 YEARS  55-64 YEARS  25-64 YEARS
Low-skilled 37 33 41 94 71
(-6.1) (27) “43 | @20 (8
Medium-skilled 3.1 15 14 e A
(33) 02 (35 | (28 (19
High-skilled 5.2 24 0.2 a0 05
(40) (16) () eS| 09
Total 38 23 44 | 08 A5
(35) (13) (-3.1) (-26)
FLANDERS 2530 YEARS 3544 YEARS 4554 YEARS 5564 YEARS  25-64 YEARS
Low-skilled 62 66 30 86 28
(39) 69) ey 2 48
Medium-skilled 10,1 6.7 25 A8 32
9.9 45) 02 @2 (9
High-skilled 7.9 46 25 | A6 26
7.3) (36) 08 BT 1)
Total 10,4 8,0 36 e | 27
(10,1 69 o9 [EEH T an |
WALLONIA 2534 YEARS  35-44 YEARS  45-54 YEARS  55-64 YEARS  25-64 YEARS
Medium-skilled 34 5,1 70 | 430 67
(23) (47) (o) 84 (6
High-skilled 39 26 25 [ H29 A2
(16) 0,8) 20 | (84 (24
Total 10 26 74 | 25 64
(-2,0) (-4.3) (-7,9) (-7.3)

Source: own calculations based on Eurostat and Steunpunt WSE
Bold: x> 10,[0: -1 <x<10,0:-10 < x<-1,@: x<-10
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In 2011 the labour market was still recovering from the shock of the
crisis. Yet, compared to 2000, the employment rate for women is
higher in the 25-64 age bracket, both for all levels of educational attain-
ment (conflating age) and for all age sub-groups (conflating educational
attainment), except for the youngest generation (25-29) which suffered
the full impact of the crisis. This overall increase in female employ-
ment rates at all ages above 29 and all levels of skill reflects complex
cohort effects and compositional factors, notably the decrease in the
share of low-skilled women in the population and the fact that women
who — in increasing numbers — started working at a younger age grow
older and continue working — in increasing numbers. Added to this is
the substantial impact of the service voucher scheme, which boosted
employment rates of low-skilled women, notably in Flanders. Possibly,
the 1996 pension reform ultimately also contributed to increasing
female employment rates above the age of 60.The outcome is that
within nearly all age-education sub-categories the evolution for female
employment rates is strikingly more positive than the evolution for
men, which is negative except for low- and high-skilled men above 54
and medium-skilled men above 44. In the age cohorts above 44 years
of age (for women) and 49 (for men) employment rates increased sig-
nificantly between 2000 and 2011. So conceived, the impact of the 2008
crisis displays an age profile: employment rates for younger generations

decreased; employment rates for older workers continued to increase.

The labour market position of low-skilled people (i.e. with less than
upper secondary education) in 2011 was not exactly equal to the posi-
tion of low-skilled people in 2000. In 2000 41.7% of the Belgian popu-
lation in the 25-64 age bracket was low skilled; in 2011 that share had
decreased to 29.5%. We may assume that the low-skilled of 2011 are in
a weaker position on the labour market than the low-skilled of 2000.
Given changes in the skill structure of the population, changes in
employment were more marked than changes in employment rates. The
proportion of low-skilled individuals in employment decreased from
31.4% to 19.6%. The same observation holds for the impact of age: the
proportion of individuals aged $5-64 in employment increased from

§.7% in 2000 to 12.7% in 2011.
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Although there was progress between 2000 and 2011, notably for the
generation over so and for women, the comparison with the average
EUrs figures is sobering. Even though the employment level of low-
skilled women above 44 years of age has improved, low-skilled people in
Belgium are significantly less often in work than in the EUTS: in Flanders
this is not the case for all age/gender sub-groups of the low-skilled; in
Wallonia this is the massive reality for all low skilled sub-groups (just
as the employment level of the medium-skilled group in Wallonia lags
behind that of the EUrts). The same sobering observation applies to
older workers: in comparison with the EU1s average, the employment
rate of the so+ is considerably lower in Wallonia; the employment rate
of the ss+ is considerably lower everywhere. The difference between
Flanders and Wallonia highlights the very different ‘problem profile’ of
the regional labour markets, at least with regard to outcomes. The gaps
between the EUTs averages and Flanders mainly have an age profile. The

gaps between the EU15 averages and Wallonia mainly have a skill profile.

The figures reported are headcounts; converted into full-time equiv-
alents, the Belgian employment rate decreased (2008: 57.8%; 2011:
56.8%;Hoge Raad voor Werkgelegenheid, 2012). Policy actively contrib-
uted to the conversion of full-time into part-time jobs, e.g. by the
promotion of part-time leave systems. This is not necessarily a nega-
tive development, in so far as a sound balance between contributions

and later entitlements is safeguarded; an issue which merits attention.

Thus, the Belgian labour market was not a frozen landscape. There
have been successes, namely the increase in female employment,
which we can associate with long-term policy choices. Service vouch-
ers are an example of a successful reform with a large scale impact on
the labour market, shifting our social model more towards service
provision (Gerard et al, 2011). The originality of this Belgian path
is that it did not occur via the collective sector as is the case in the
Scandinavian example, but in a subsidised private sector. Obviously,

this remains an expensive operation for the public budget.

However, next to those dynamic evolutions there are two big ‘buts’. First,

two bottlenecks on our labour market remain: the low employment level
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of the low-skilled in Wallonia and of the elderly everywhere. As the dif-
terence between the Flemish labour market and the EU average mainly
has an age profile, while the difference between the Walloon labour
market and the EU average mainly has an educational profile, it is not
easy to point to unambiguous causal factors. Factors that clearly arise are
regulatory in nature (the possibilities for early exit have not been funda-
mentally changed in the Generation Pact) and shortcomings in education
(unqualified and wrongly qualified outflow); but the analysis of these
bottlenecks should also be economic (does the cost of labour for the low-
skilled in Wallonia and Brussels not remain too high in comparison with
the possible market yield when they are employed, despite the efforts
undertaken in reducing social security contributions?). The activation

policy did not fundamentally change these hard facts.

The second ‘but’ concerns the budgetary cost of employment policy,
which was often high. In part, this was probably unavoidable: quality
employment policies do not come cheap. However, one may also point
to some problems of consistency, a naive belief in the impact of ‘bonuses’,
and/or the wrong-headed design of some policies. Was it consistent to
reduce employers’ social security contributions (with an impact ot 0.8% of
GDP by 20006, compared to that in 1999) when this also served to accom-
modate wage increases? The combination of decreasing contributions and
increasing wages should not be considered a priori a wrong track. Yet, it
might have been better for the Verhofstadt I government first to obtain
a commitment by the social partners closely to follow the imperatives of
the law on wage cost competitiveness, before launching its ambitious plan
to reduce social contributions. This is not to say that we mainly have a
problem of labour cost; nuance is indicated here. Yet, reductions in social

contributions too often served to facilitate social dialogue.

Launching the service voucher scheme was what economists call a
tdtonnement process: we were looking for the optimal combination of
consumer prices and subsidies to get the scheme off the ground and
beat the black market. Initially, the price was deliberately set very
low; surprisingly, afterwards this price became a sacred cow in gov-
ernmental circles; it took too long before it was adjusted. Moreover,

the tax deduction linked to the service vouchers was part of a purely
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political deal, without evidence of real impact. Successive govern-
ments also held a naive belief in the impact of ‘bonuses’ on early
exit. We should have known that a pension bonus always has a dual
impact on labour supply: like any wage increase, it creates a substi-
tution effect (which is positive: the opportunity cost of leisure — or
early exit, for that matter — increases) and an income effect (which is
negative: the budget constraint shifts) (Maes, 2008). Apart from pos-
sible design flaws, the various bonuses that were launched before the
Generation Pact and in the context of that Pact (for statutory civil
servants and for private sector employees) were bound to have a mixed
effect, at best. In general, the cost-effectiveness of the Generation
Pact was weak. One may also say that it took too long before ‘non-
budgetary’ employment policies got off the ground in the 2000s: the
new approach to activation which was launched in 2003 was overdue.
Other ‘non-budgetary’ issues in employment policy, such as the dis-
tinction between blue- and white-collar workers and the related need

to modernise labour market regulation, are waiting to be addressed.

5.2 Jobless households: hysteresis

The traditional focus on individual employment rates overlooks the
fact that the distribution of jobs across households crucially influences
income distribution (which we assess at the household level). European
welfare states are characterised by different patterns of individual
joblessness and household joblessness (by which we mean: the share
of individuals living in a household where no one is employed). In
Belgium, in 2010 12.5% of people aged 18-59 lived in a jobless house-
hold. This is almost the same figure as in 2000 (12.4%); it was margin-
ally lower only in 2007 and 2008. Similar disquieting figures obtain
for children in jobless households. This standstill is not exceptional: it
is observed in many welfare states. There are different reasons why an
improvement in individual employment rates may not translate into
an improvement in household employment. However, nowhere is the
gap between household and individual employment rates as large as in
Belgium. We measure this gap with a ‘polarisation index’, defined as

the difference between, on the one hand, the hypothetical proportion
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of individuals living in jobless households assuming that individual
employment is distributed randomly across households, and, on the
other, the actual share of individuals living in jobless households.
Corluy and Vandenbroucke (2012) show that by 2008 Belgium had the
highest level of polarisation of jobs over households in the EU. The
regional divide explains to some extent (for ca.10%) why the polarisa-
tion is so high; evidently, the jobs on the basis of which the Belgian
individual employment rate is calculated are not randomly distrib-
uted over Flemish and Walloon families, given the large difference in
regional individual employment rates. However, if we were to con-
sider Wallonia and Flanders as separate countries, both regions would
be at the top of ‘job polarisation’ (together with Belgium and the
UK) in the EU. Moreover, in contrast to another high polarisation
country such as the UK, in which polarisation decreased, polarisation
remained high in Belgium. The regional divide did not diminish, and

polarisation increased within both Wallonia and Flanders.

6. SOCIAL SPENDING AND POVERTY

Tables 7 and 8 compare poverty in Belgium and the EUis. The
at-risk-of-poverty rates are based on a floating national poverty
threshold, equal to 60% of the median of equivalent net disposable
household income (below, we use ‘household income’ as a short-
cut). In a number of EU Member States this threshold decreased
after 2008, as a consequence of the crisis; in some Member States
the upshot was improving poverty statistics. This is not the case for
Belgium: on the basis of EU SILC, the point estimate of median
household income improved considerably in real terms between
2008 and 2010, as may be inferred from Table 7. Unchanged or even
decreasing poverty rates between 2008 and 2010 illustrate the fact
that the automatic stabilisers that are intrinsic to welfare systems did
play their expected role during the early years of the crisis, at least
in most EU Member States. With the conventional floating poverty
line, the overall picture is one of standstill during the 2000s, both
in Belgium and, on average, for the EUrs. If we anchor the poverty

threshold in time, fixing it at the 2005 level, the poverty rate — so
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conceived — declined significantly in Belgium, as shown in the bot-

tom row of Table 7.

Tahle 7: Age profile and dynamics of poverty risks in Belgium and EU15 (%)

2003 2005 2008 2010
EU15 Total 15,7 16,2 16,2
Belgium Repllaiy 154 14,8 14,7 146
EU15 [0-18] 18,1 19,3 19,8
Belgium 16,5 18,1 17,2 18,3
EU15 [18-64] 13,8 14,5 15,1
Belgium 13,2 12,0 12,2 12,1
EU15 [65+ 19 19,8 19,2 16,3
Belgium 22,0 21,4 21,2 19,4
Poverty threshold in Belgium
Threshold in euros 9.313 9.947 10.791 11.678
Index in euros 100 107 116 125
Corrected for inflation 100 103 105 109
Poverty on the basis of poverty threshold 2005
EU15 Total 15,7 13,6 13,9
Belgium population 14,8 13,7 11,1

Source: EU SILC, Eurostat

The survey is retrospective: EU SILC T refers to incomes in 7-1.

(Caveat for impact German SILC figures on EU weighted average: taking into account doubts about the evolution
of German SILC and confidence intervals, EU15 figures with floating poverty rates in this table should be inter-
preted as a standstill)

Table 8: Poverty of population from 18 to 59 by work intensity of the household (%)

WORK INTENSITY 2003 2005 2008 2010
EU15 Very high 39 40 42
Belgium fesni] 47 2,0 25 24
EU15 Medium 16,0 193 189
Belgium AL 135 127 10,6 13.9
EU15 Very low 482 525 537
Belgium o3 43 44,1 485 482

Source: EU SILC, Eurostat
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The Belgian at-risk-of-poverty rate is slightly lower than the EUIs
average, but the age profile of poverty risks, as summarised in Table 7,
difters. Child poverty is relatively high in Belgium, and the tendency is
upwards. The poverty risk among non-elderly adults is lower than the
EUrs average. The poverty risk among the elderly i1s higher than the
EUis average, but the tendency at this moment is downwards. With
regard to the elderly, this corroborates our description of the evolution
of spending patterns and benefit ratios in Belgium: the negative trend
in pension indicators stopped in the 2000s. Increasing child poverty is
not readily explained; both the decline in the relative value of child

benefits and the hysteresis of household joblessness may play a role.

In cross-country comparisons, financial poverty tells only part of the
story, certainly with regard to the elderly: for instance, the degree of
home ownership among the elderly is a crucial parameter for assess-
ing their real standard of living. EU SILC allows an interesting com-
parison in terms of ‘material deprivation’.’> In most Member States
financial poverty is higher among the elderly than among the adult non-
elderly population; but in Northern and Continental Europe material
deprivation is typically lower among the elderly than among the adult
non-elderly population. In Belgium that pattern is particularly strong:
in EU SILC 2010 material deprivation is registered for 12.4% of non-
elderly adults, and for only 7.8% of the elderly. The contrasting obser-
vation that material deprivation is registered for no less than 15.5% of
the Belgian population under the age of 18 highlights a problem that
should prompt a shift in the policy focus towards child poverty.

Table 8 shows that individuals in households with very low work inten-
sity are somewhat less poor in Belgium than elsewhere in the EUTs, but
— taking into account confidence intervals — the difference is not very
large; moreover, the poverty risk of individuals in households with
very low work intensity did not decrease during the crisis, and is by

now clearly higher than in the first half of the decade. The contrast

12. The material deprivation rate measures the percentage of the population that cannot afford at least
three of the following nine items: 1.to pay their rent, mortgage or utility bills; 2.to keep their home
adequately warm; 3.to face unexpected expenses; 4.to eat meat or proteins regularly; 5.to go on
holiday; 6.a television set; 7.a washing machine; 8.a car; 9.a telephone.
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between this observation and our comparatively high level of spending
on working age benefits merits further examination: here is prima facie
evidence that the efficiency of our social system can be improved. This
may be linked to the most striking fact concerning Belgian poverty: the
regional divide. The Belgian poverty headcount of 14.6% in EU SILC
2010 conceals a headcount of 10.4% in Flanders and 17.8% in Wallonia.
As with the Belgian figures, these regional poverty headcounts did not
change much over the 2000s; in so far as change was perceptible, the

evolution was downwards in Flanders and upwards in Wallonia.

1. THE QUEST FOR SUSTAINABLE
SOCIAL JUSTICE

In the 1990s a budgetary strategy was chosen to prepare for the cost of
ageing. It would turn vice into virtue. Belgium had a high debt ratio
and, associated with it, high levels of taxation and social security contri-
butions. If we were to succeed in reducing the debt ratio, then govern-
ment revenue could be used to pay for increased spending on pensions
instead of interest on debt — so the argument went. Research by the FPB
indicated that the debt and deficit reductions required by the Maastricht
criteria corresponded precisely with the deficit and debt reductions
needed to pay for ageing (Festjens, 1995). The consequence of this stra-
tegic choice was twofold. It bolstered the motivation of political parties
and social partners to make the budget cuts necessary to comply with the
Maastricht criteria for entering the Eurozone. On the other hand, it had
a paralysing effect on the debate about the welfare state’s architecture.
We presumed that the challenge of population ageing could be tackled

through saving only, without systemic changes to the welfare state.

At the beginning of this century the strictly budgetary strategy was
explicitly broadened to a double track, consistent with the idea of the
active welfare state: on the one hand setting aside budgetary reserves,
made pedagogically apparent by the creation of the Silver Fund; on
the other hand increasing the employment rate. But in practice it was
still presumed that no thorough systemic changes in pension provi-

sion would be necessary, apart from the generalisation of second-pillar
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pensions, as a matter of democratic access to a useful top-up of first-
pillar pensions. Towards 2007 it became clear that the required budg-
etary strategy had been insufficiently put into practice, that is, the
government had not been able to square the ‘8+1’ orientations listed
in the introduction to this chapter. Moreover, in 2008 the budgetary
strategy was met head-on by the financial crisis. Vandenbroucke (2010)
argues that the budgetary strategy vis-a-vis ageing had to be re-assessed
as necessary, but was intrinsically insufficient and thus overoptimistic.
Simplifying somewhat but not too badly, one may say that the budget-
ary strategy vis-a-vis ageing implicitly postulated that the budgetary
claim by pensions and health care would have priority over any other
societal problem coming our way now and in future decades. From a
demographic point of view this is disputable: we also face a growing
need for child care and education. Many other issues confronting us,
such as climate change, will entail budgetary claims. It is naive think
that all these claims can be settled in the budgetary straitjacket implied
by a purely budgetary strategy to pay for ageing. The societal debate
must also focus on parametric and structural reforms within the pen-
sion system."” In their survey of the Belgian pension system, Berghman
and Peeters (2012) rightly stress that the debate should not just be about
financial sustainability but also about the social adequacy and fairness

of the pension system, including the impact of the second pillar.

8. PREPARING THE NEXT WAVE
OF REFORM IS IMPERATIVE

Policies pursued under the banner of the active welfare state were suc-
cessful in implementing a strategy that aimed at incrementally improv-
ing employment incentives, not by lowering benefits but by lowering
personal social security contributions at the bottom end of the wage
scale and taxes on earned income, linked with an activation model
based on close monitoring of the unemployed. With regard to early exit
from the labour market the assessment is mixed: employment rates for

older workers increased, but the Belgian labour market(s) did not catch

13. See the interesting reports on Belgium by Segaert (2009, 2010) for the EU ASISP network, in which
this is a recurring theme.
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up vis-a-vis labour markets in other EU Member States. More funda-
mentally, with regard to ‘the budgetary strategy to prepare for ageing’,
the expectations were intrinsically overoptimistic on the one hand and
the implementation insufficient on the other hand. Insufficient consist-
ency in some policies and overestimation of the cost-efficiency of cer-

tain employment measures may have contributed to this result.

At first sight — disregarding the long-term increase in longevity —
one might say that by 2007 the Belgian welfare state had settled into
a new equilibrium of lower but stable benefit ratios and higher but
relatively stable social dependency ratios. During the financial crisis,
it proved its usefulness as a robust shock absorber (with, obviously,
important budgetary consequences). At the same time, it became
clear that incisive measures would be necessary against early exit and
that systemic reform of pensions was on the agenda. The Di Rupo
government has embarked upon important reforms with regard to
early retirement and early exit, with mid-term effect. As explained
in Section 4, the volume-effect is not negligible; but the limited
budgetary effect simultaneously emphasises the need for further sys-
temic change in view of the long-term increase in longevity. The
overall standstill in poverty, with a tendency for child poverty to
increase and very high poverty rates in parts of the country, signals
the need to assess the efficiency of our social system in fighting pov-
erty. Achieving sustainable social justice will require the definition

and acceptance of a consistent strategy for the next wave of reform.

BIBLIOGRAPHY

Berghman, Jos, and Hans Peeters. “Pension Protection in Belgium. Overview
and Challenges.” Text prepared for the workshop on the occasion of the
honorary degree of John Myles by the KU Leuven, February 2, 2012.http://
soc.kuleuven.be/ceso/pensioenbeleid.

Bogaerts, Kristel. “Bestaan er nog financiéle vallen in de werkloosheid en
in de bijstand in Belgié?” CSB-berichten, Centrum voor Sociaal Beleid
Herman Deleeck, 2008.

Bonoli, Giuliano. “New social risks and the politics of post-industrial social
policies.” In The Politics of Post-Industrial Welfare States. Adapting post-war
social policies to new social risks, edited by Klaus Armingeon, and Giuliano
Bonoli, 3-26. London/New York: Routledge, 2006.



Social Security 211

Cantillon, Bea, Ive Marx, and Veerle De Maesschalck. “De bodem van de
welvaartsstaat van 1970 tot nu, en daarna.” CSB-berichten, Centrum voor
Sociaal Beleid Herman Deleeck, 2003.

Cantillon, Bea, and Frank Vandenbroucke, eds. For Better For Worse, For Richer
For Poorer. Labour market participation, social redistribution and income poverty in
the EU. Oxford: Oxford University Press, forthcoming.

Cockx, Bart, Muriel Dejemeppe, and Bruno Van Der Linden. Evaluation de
Pactivation du comportement de recherche d’emploi. Ghent: Academia Press, 2011.

Corluy, Vincent, and Frank Vandenbroucke. “Individual Employment,
Household Employment and Risk of Poverty in the EU. A Decomposition
Analysis.” CSB-Working Paper 12/06, Herman Deleeck Centre for Social
Policy, 2012.

Cutler, David M. “Equality, Efficiency, and Market Fundamentals: The
Dynamics of International Medical-Care Reform.” Journal of Economic
Literature 40 (2002): 891-906.

De Deken, Johan. “Belgium: a precursor muddling through?” In Regulating the
Risk of Unemployment: National Adaptations to Post-Industrial Labour Markets
in Europe, edited by Jochen Clasen, and Daniel Clegg, 100-120. Oxford:
Oxford University Press, 2011.

De Deken, Johan. “Measuring the social investment state.” In For Better For
Worse, For Richer For Poorer. Labour market participation, social redistribution and
income poverty in the EU, edited by Bea Cantillon, and Frank Vandenbroucke.
Oxford: Oxford University Press, forthcoming.

De Deken, Johan, and Jochen Clasen. “Tracking caseloads: the changing
composition of working-age benefit receipt in Europe.” In Regulating the
Risk of Unemployment: National Adaptations to Post-Industrial Labour Markets
in Europe, edited by Jochen Clasen, and Daniel Clegg, 297-317. Oxford:
Oxford University Press, 2011.

De Deken, Johan. “Belgium: a precursor muddling through?” In Regulating the
Risk of Unemployment: National Adaptations to Post-Industrial Labour Markets
in Europe, edited by Jochen Clasen, and Daniel Clegg, 100-120. Oxford:
Oxford University Press, 2011.

De Vil, Greet, Nicole Fasquelle, Marie-Jeanne Festjens, and Christophe
Joyeux. “Welvaartsbinding van sociale en bijstandsuitkeringen/Liaison au
bien-étre des prestations sociales et des allocations d’assistance.” Working
Paper 4-11, Federal Planning Bureau, 2011.

De Wolf, Francoise, Tonio Di Zinno, Jean-Marc Laasman, Marijke Van
Duynslaeger, and Johan Vanoverloop. “Ziekenhuisbarometer. Aard,
omvang en evolutie van de kosten ten laste van de patiént bij een opname
in een algemeen ziekenhuis.” Brussel: Socialistische Mutualiteiten, 2011.

Festjens, Marie-Jeanne. “Het pensioen. Een lange termijn contract versus het
schrikbeeld van de vergrijzing.” In De sociale zekerheid verzekerd? Referaten
van het 22" Vlaams Wetenschappelijk Economisch Congres, edited by Marc
Despontin, and Marc Jegers, 271-331. Brussels: VUBPRESS, 1995.



212 The Return of the Deficit

Festjens, Marie-Jeanne. “De pensioenhervorming. Een nieuwe generatie en
een nieuw contract.” Planning Paper 82, Federal Planning Bureau, 1997.

Gerard, Maarten, Daphné Valsamis, and Wim Van der Beken. “Evaluatie van
het stelsel van de dienstencheques voor buurtdiensten en -banen 2010.”
IDEA Consult, 2011.

Goedemé, Tim, Greet De Vil, Natascha Van Mechelen, Nicole Fasquelle,
and Kristel Bogaerts. “Hoogte en adequaatheid van de Belgische sociale
minima in de periode 2000-2011.” In Armoede in Belgié, Jaarboek 2012, edited
by Jan Vranken, Willy Lahaye, Annelinde Gerts, and Catherine Coppée,
215-238. Leuven/The Hague: Acco, 2012.

Herremans, Wim. “Pension reform and pensions paths: the Belgian case.”
In De arbeidsmarkt in Viaanderen. Special Issue. Active Ageing, eatly retirement
and employability, edited by Nick van den Heuvel, Wim Herremans, Peter
van der Hallen, Christine Erhel, and Pierre Courtioux, 141-154. Leuven:
Steunpunt Werkgelegenheid, Arbeidsmarkt en Vorming, 2006.

Hoge Raad voor Werkgelegenheid. “Verslag 2012. Actief ouder worden.”.
Brussel: FOD WASO, 2012.

Maes, Marjan. “Financial and redistributive impact of reforming the old-
age pension system in Belgium.” Discussion Paper 2008-40, Université
Catholique de Louvain, 2008.

Marx, Ive. “The quest for sustainability, legitimacy and a way out of ‘welfare
without work’.” In The Handbook of European Welfare Systems, edited by Klaus
Schubert, Simon Hegelich, and Ursula Bazant, 49-64. London: Routledge,
2009.

RKW. “De evolutie van de gemiddelde maandelijjkse kinderbijslag in het stel-
sel van de werknemers van 1997 tot 2010.” Focus 2011-2, 2011.

Neefs, Boie, Wim Herremans, and Luc Sels. “De doelstelling binnen hand-
bereik? Potentiéle tewerkstellingseffecten van een hervorming van de
uittredestelsels.” Over.Werk, Tijdschrift van het Steunpunt WSE 22(2012):
03-101.

Nevejan, Hendrik. “Financiéle prikkels tot werkhervatting voor werklozen
en leefloontrekkers in Belgié: heden en verleden.” Documentatienota No.
2009-1486, Centrale Raad voor het Bedrijfsleven, 2009.

Nevejan, Hendrik. “Financiéle werkloosheidsvallen in Belgié in 2010.” Docu-
mentatienota No. 2011-0189, Centrale Raad voor het Bedrijfsleven, 2011.

Pierson, Paul. The New Politics of the Welfare State. Oxford: Oxford University
Press, 2001.

Schokkaert, Erik, Joeri Guillaume, Ann Lecluyse, Hervé Avalosse, Koen
Cornelis, Diana De Graeve, Stephan Devriese, Johan Vanoverloop, and
Carine Van de Voorde. “Evaluatie van de effecten van de maximumfactuur
op de consumptie en financiéle toegankelijkheid van gezondheidszorg.”
Report 80A, KCE- Federaal Kenniscentrum voor Gezondheidszorg, 2008.

Segaert, Steven. “ASISIP Annual National Report 2009. Pensions, Health and
Long-term Care. Belgium”. 2009. http://socialprotection.eu/files_db/208/
asisp_ ANRo09_Belgium.



Social Security 213

Segaert, Steven. “ASISIP Annual National Report 2010. Pensions, Health and
Long-term Care. Belgium”. 2010. http://socialprotection.eu/files_db/884/
asisp_ ANR 10_Belgium.

Vandenbroucke, Frank. “De actieve welvaartsstaat. Een Europees perspectief.”
Den Uyl lecture, Amsterdam, December 13, 1999. Also in In het spoor van
Den Uyl. Den Uyl-lezingen 1988-2008, edited by Stichting Dr. J.M. Den Uyl-
lezing. Amsterdam: Stichting Dr. J.M. Den Uyl- lezing, 2009.

Vandenbroucke, Frank. Strategische keuzes voor het sociale beleid. CSB ‘beleid &
onderzoek’, Centrum voor Sociaal Beleid Herman Deleeck, 2010.

Vandenbroucke, Frank. “Geluk en politiek: een pleidooi voor helder denken.”
In Studium Generale 2011-2012. Gent: Academia Press, forthcoming.

Vandenbroucke, Frank, and Koen Vleminckx. “Disappointing poverty trends:
is the social investment state to blame?” Journal of European Social Policy 21
(2011): 450-471.






7.

Indebtedness
INTEREST PAYMENT AND PUBRLIC DEBT

Natacha Gilson and Jean Deboutte’

EXECUTIVE SUMMARY

Belgium’s public debt steadily fell from 1993 to 2007. Unfortunately,
the financial crisis erupted and led to an increase in the debt-to-GDP
ratio from 2008. Nowadays, both academic literature and public debt
managers pay attention not only to the public debt level but also to its
composition. Actually, a large strand of literature has been devoted
to the public debt structure. Nevertheless, as these theoretical models
cannot easily be implemented, modern Debt Agencies are mainly based
on operational goals aiming at minimising the financing cost of the
debt within the framework of appropriate risk management. Moreover,
recent trends in the type of public debt instruments issued by several
OECD countries, namely the issue of very long-term bonds or of infla-
tion-linked bonds, showed that the need of some investors may also
influence the public debt structure. Belgium indeed participated in this
trend with the issue of very long-term nominal bonds. Finally, from
the point of view of the interest rates paid on the debt instruments
which make up Belgium’s public debt, it is important to bear in mind
that the launch of the euro was a very significant event which took
place just before the period under review in this book. Public debt
ownership, the implicit interest rate and the spread against the German

benchmark were markedly influenced by this major change.

1. Natacha Gilson is Professor at the Catholic University of Louvain. Jean Deboutte is Director at the
Belgian Debt Agency.
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INTRODUCTION

This chapter, entitled “Interest payment and public debt”, aims to
describe the changes in Belgium’s public debt and in its associated
interest rates over the 2000-2010 decade. Therefore, this chapter starts
with a description of the evolution of Belgium’s public debt over the
period under review. Next, as the importance of the public debt com-
position is nowadays widely acknowledged, Belgium’s public debt
structure will be presented just after a sketched explanation of the
differentiation between the theoretical economic development on the
optimal public debt structure and the principles guiding the Belgian
Debt Agency. Actually, a large strand of literature has been devoted
to the public debt structure. Nevertheless, these theoretical models
cannot easily be implemented, a fact which explains that current prac-
tices in modern Debt Agencies are mainly based on operational goals,
aimed at minimising the financing cost of the debt within the frame-
work of appropriate risk management. Moreover, recent trends in the
type of public debt instruments issued by several OECD countries,
namely the issue of very long-term bonds or of inflation-linked bonds,
showed that the need of some investors may also influence the public
debt structure. During the 2000s, several countries issued very long
term bonds (30 years or more) or inflation-linked bonds. These trends
are related to the needs of some investors and the Belgian position in
this matter will be explained. Finally, from the point of view of the
interest rates paid on the debt instruments which make up Belgium’s
public debt, it is important to bear in mind that the launch of the euro
was a very significant event which took place just before the period
under review in this book. The evolutions of Belgium’s public debt
ownership, of its implicit interest rate and of its spread against the
German benchmark will be set out below. The facts presented will

show that they were indubitably influenced by this major change.
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l. EVOLUTION

Ten years ago, a book on public finance in Belgium over the 1990-
2000 decade appeared. The chapter on public debt started with these
words*: “Belgian public debt, with its huge volume, is the Achilles’ heel
of Belgian public finance”. Ten years later, this assertion can still be
considered as true despite the huge efforts made to decrease Belgium’s
debt-to-GDP ratio. Indeed, above any constraint at the European
level, the high public debt-to-GDP ratio in Belgium needed to be
reduced in order not only to reduce Belgium’s exposure to economic
shocks, such as an increase in the interest rate, but also to gain some

room for manoeuvre in the event of a slump in economic activity.
The picture below testifies to efforts aiming to reduce the public debt-

to-GDP ratio in Belgium. It shows the evolution of the public debt-
to-GDP ratio in Belgium from 1993 to 20710.

Figure 1: Evolution of the Debt-to-GDP ratio from 1993 to 2010
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2. Luc Buffel and JefVuchelen (2002). Their words were freely translated from Dutch into English for
the uniformity of the language used in this paper.
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Strikingly, from 1993 to 2007, the debt-to-GDP ratio fell continuously.
In total, it decreased by exactly 50% of GDP. Unfortunately, the financial

crisis erupted and led to an increase in the debt-to-GDP ratio from 2008.

An IMF country report put the deterioration of the Belgian public
debt-to GDP ratio in 2008 down to Belgian politics, saying that “the
regionalization of Belgian politics and the absence of a stable federal
government since 2007 produced a nontrivial adverse effect on the state
of public finances”? Nevertheless, it seems very important to under-
line that huge capital injections into the financial sector amounting to
6.1% of GDP in 2008 led to a debt-to-GDP ratio of 86.9%, while it

would otherwise have decreased to 80.8%.+

Since 2008, the government debt-to-GDP ratio has continued to increase.
If, as explained above, the deterioration in the public debt-to-GDP ratio
in 2008 was mainly caused by exogenous factors (public authorities
injected liquidities into the financial sector: Dexia, Ethias, Fortis, KBC),
the deterioration observed in 2009 was mainly due to endogenous fac-
tors: government revenue decreased and primary expenditure (i.e. gov-
ernment expenditure excluding interest spending) increased with the
slump in economic activity. Actually, in 2009, Belgian real GDP growth
amounted to -2.7%25 An economic downturn was also observed in other
Euro zone member countries. In the same year, the average real GDP

growth in the Euro zone amounted to —4.1%.°

In 2010, Belgium’s debt ratio increased further. According to the Belgian
National Bank?’, this increase was mostly endogenous: even if the GDP
growth was stronger and the implicit interest rate lower than in the pre-
vious year, the actual primary balance was not large enough to stabilize
the public debt ratio. Consequently, the snowball effect, which can be
defined as the endogenous increase in public debt fuelled by interest rate

charges, was observed in 20710. In fact, the snowball effect reappeared

Ny e W

Aneja S. et al. (2011)

See the Belgian Debt Agency, “2008 Review-2009 Outlook”, December 2008

Data published by the Belgian National Bank on Belgostat online.

Ibidem.

National Bank of Belgium, “Report 2010: Economic and Financial Development”, p. 97.
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in 2009 after a long period of structural decrease in the Belgian public
debt which started from 1994 and ended in 2008, as shown on Figure 1
above. The snowball effect was observed both in 2009 and 2010, even if

it was less dramatic in 2010 than in the previous year.

For highly indebted countries, supervision of the public debt evo-
lution, in levels, is important. Nevertheless, in the recent past, the
management of the public debt structure has become an increasing
concern for most Treasuries in OECD countries, while economic
theory started to pay attention to the effect of public debt structure
and management. Therefore, the section below briefly summarises the
economic literature on public debt management and the main goals
guiding the Belgian Debt Agency. It also describes the structure of
Belgium’s public debt.

2. STRUCTURE: MATURITIES, FIXED
VS. FLOATING RATES

Section 1 described the evolution of Belgian public debt. However, as
already stated above, the composition of the public debt is also impor-
tant. As Missale (1999) claimed, “Public debt management has impor-

98

tant welfare effects”.® The choice of specific debt instruments (for
instance debt denominated in domestic currency, short or long-term
debt, debt indexed to the price level, debt denominated in foreign
currency,...) leads to a given stock of each debt instrument which

determines the public debt structure or composition.

This section will be divided into three parts. Firstly, the economic lit-
erature on optimal public debt management will be briefly presented.
Secondly, the broad principles guiding the Belgian Debt Agency will
be summarised. And, lastly, the evolution of the Belgian public debt

structure will be analysed.

8. Missale (1999), p. 216.
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2.1 Intheory

Modern macroeconomics recognises that public debt structure is
quite often non-neutral.? For instance, Dornbusch and Draghi (1990)
wrote, “When debts are large, are there theoretical reasons to favour a
particular maturity structure or indexation regime? Should a govern-
ment favour short rather than long debt, debt denominated in foreign
exchange or indexed to the price level to debt that is denominated in
home currency? And are there ‘equilibrium’ debt structures? This lat-
ter topic is new in the literature; the recent interest is clearly a reflection
of the need to ‘manage’ debts when they become large ...”. Nowadays,

a broad economic literature exists on public debt management.

On the theoretical side, this strand of literature showed that a well-
chosen debt structure may act as a reputation device when the govern-
ment in power lacks commitment. It also showed that the ‘equilibrium’
debt structure hangs very much on aimed targets. In fact, some debt
instruments act as shock-absorber devices. These two parts of the lit-

erature on public debt management will be presented below.™

The economic literature on public debt management states that the
optimal public debt structure should aim at minimising the risk of
modifying tax rates in the event of economic hazards such as eco-
nomic downturn caused by negative supply or demand shocks, infla-
tion surge,... Consequently, the optimal debt composition depends
on the kinds of shocks hitting the economy. The theoretical literature
on debt management identifies many other objectives: the govern-
ment debt structure may signal the type of government in power
when information is asymmetric'’, contribute to the development
of national financial markets',... Nevertheless, the survey presented
here will be limited to the two first goals cited above: the time-
consistency device when the government in power lacks commitment

and the macroeconomic stabilization device.

9. See for instance Pearson and Tabellini (1994).
10. See also N. Gilson (2000).

11. Drudi E and A. Prati (1997)

12. Wolswijk G. and J. de Haan (2005)



Indebtedness 221

These theoretical developments are based on the seminal paper by
Barro (1979), which highlights the optimality of ‘tax smoothing’. The
‘tax smoothing’ result is due to the existence of distortionary taxes,
those distortions being more than proportional with increasing tax
rates. Consequently, policymakers should minimise the cost of collect-
ing taxes subject to their inter-temporal budget constraint. The solu-
tion to this government’s optimisation problem amounts to requiring
the equalisation of tax rates in all periods. In the economic literature,

the result of Barro’s paper bears the name of ‘tax smoothing’.

Some authors, like Calvo and Guidotti (1992), extended Barro’s (1979)
model to a context of incomplete policy pre-commitment, which
means that the government is unable ex ante contractually to commit
to some policies. In their model, the government may be tempted to
inflate in order to erode the real value of public debt. In fact, ex ante, it
is always optimal for a government to claim that inflation will be low
in order to benefit from a low nominal interest rate on its public debt.
But once government bonds have been bought, the government could
be tempted to inflate in order to reduce the real value of'its debt and of
its debt-service costs.” These authors showed that the maturity man-
agement of government debt may induce ‘time-consistent’ policies.
Other authors, like De Broeck (1997), extended this kind of analysis to
the whole public debt structure, i.e. not just in terms of maturity but
also in terms of currency denomination, and types of holders (Central

Bank, financial institutions and non-financial sector).

Bohn (1990) proposed a stochastic version of the Barro (1979) model.
He showed that public liabilities could serve as a hedge against macro-
economic shocks affecting the government budget. The hedging func-
tion of the public debt structure is also central in Miller (1997), where
foreign denominated debt is presented as an interesting alternative to
indexed bonds if foreign inflation realisations co-vary with domestic
government expenditures. If foreign inflation reduces the real value of
domestic debt denominated in foreign currency when domestic gov-

ernment expenditures are higher than expected, then foreign currency

13. Kyndland and Prescott (1997) developed the consequences of this kind of gap between ex ante and
ex post optimal policies. In the economic literature, this kind of gap is called ‘time-inconsistency’.
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denominated debt acts as a hedge against shocks affecting the govern-
ment budget. The hedging function of the public debt structure is also
central in Missale (2001). This explored how public debt management
may reduce government deficit, considering the Central Bank’s pref-
erences regarding inflation stabilisation versus output stabilisation. As
Missale (2001) wrote, “deficit stabilization calls for using the interest
payments on public debt as a hedge against unexpected cyclical down-
turn. ... Therefore, when choosing debt instruments, the government
should consider the stochastic relations between output, inflation and
the interest rate which arise from the shocks affecting the economy

and the policy response by monetary authority”.

Consequently, this literature emphasises that public debt management
matters and offers some interesting conclusions for the determination of
the composition of public debt. For instance, fixed-rate nominal debt is
a good hedging instrument in the event of a bad supply shock because a
negative supply shock simultaneously leads to two effects: an unexpected
increase in prices and an unexpected decrease in output. The former
reduces the real return on nominal debt while the latter lowers govern-
ment revenue. Thus, this stabilises the government’s budget balance as

debt-service costs are reduced when government revenues are lower.

Fixed-rate nominal debt is also a good hedging instrument when pub-
lic spending shocks prevail because public spending shocks simulta-
neously lead to two effects: an unexpected increase in prices and an
unexpected increase in public spending. Thus, the former reduces the
real return on nominal debt which offsets the increase in public spend-

ing and the government’s budget balance is stabilised.

In the event of negative demand shock, floating-rate nominal debt or
bonds indexed to the price level are better hedging instruments. In fact,
a negative demand shock simultaneously leads to two effects: an unex-
pected decrease in prices and an unexpected decrease in output. The
former depresses debt-service costs of the two pre-cited debt instru-
ments, while the latter reduces government revenue. Thus, the com-

bination of these two effects stabilises the government budget balance.
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To sum up the contribution of the papers cited above, the economic
literature shows that a well-chosen debt structure may act as a reputa-
tion device when the government in power lacks commitment. It also
shows that some public debt instruments may be used as a hedge or

shelter against macroeconomic shocks.

2.2 In practice

On a more practical note, one needs to acknowledge that ‘tax smooth-
ing’ is not easy to implement in a direct way. Consequently, pub-
lic debt managers actually focus on “the impact of the variability in
debt-service costs on the variability in the overall budget balance”.**
Although, all other things being equal, low debt-service costs entail
lower taxes, debt managers do not consider other parts of the govern-
ment budget.” Therefore, even if, on practical grounds, this objective
is understandable, it does not perfectly coincide with the ‘tax smooth-

ing objective’ supported in the academic literature.'

In Belgium, the main goal of public debt management consists of mini-
mising the financing cost of the debt within the framework of appro-
priate risk management. Public debt management in Belgium also takes

into account the general objectives of monetary and budgetary policy."”

The main risks considered in Belgium are: refinancing risk, interest-rate
re-fixing risk, exchange risk and credit risk. In relation to the first two
risks, the Belgian Debt Agency abandoned in 2003 the classic risk param-
eters such as duration and average life, and it adopted a framework of risk

parameters that precisely measure the level of these risks in the portfolio.

. Risbjerg L. and A. Holmlund (2005), p. 43.

. Nevertheless, Missale (2001) proposed an objective of deficit stabilization (also called ‘deficit-smooth-
ing’) which seems closer to practices adopted by national debt agencies than ‘tax smoothing’ and
claims that, in some circumstances, “the implications for debt management are interestingly similar to those
arising from tax-smoothing motivations”. See Missale (2001), pp. 68 and 69.

. Wolswijk G.and J. de Haan (2005), p.8.

. See for instance Deboutte J. and B. Debergh (2005)
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Refinancing risk, also called rollover risk, refers to the risk that existing
debt coming to maturity could not be reimbursed with new borrowings
at the then prevailing risk-free market rate. A country’s market interest
rate may indeed increase due to the addition of risk premia.”™ Moreover,
in extreme scenarios, it could even become impossible to borrow to roll
the debt over.” In order to manage this risk, it is important to smooth

the amount of debt coming to maturity on scheduled dates.

Thus, the Belgian Debt Agency limits the proportion of debt coming
to maturity in 12 months as well as in 5 years, on an ongoing basis. The
respective maxima result in annual borrowing requirements which are

believed to be feasible even in stressed scenarios.

Interest-rate re-fixing risk denotes the vulnerability of debt stock and
debt service costs to higher interest market rate when part of the debt
is rolled over. A government has to manage the structure of the debt in

order to be shielded from unexpected increases in interest rates.

Re-fixing risk is closely correlated to refinancing risk, as the maturity
profile dictates the pace and volume of new borrowing which will
be subject to the unknown future interest rate. Yet in addition to the
maturity profile, two other elements are taken into account. First,
long-term debt instruments may require payment of a variable cou-
pon: these instruments are generally called ‘floaters’. This kind of debt
instrument increases the re-fixing risk. Second, derivatives such as
interest rate swaps in the portfolio may lead to a re-fixing risk which is

higher, or lower, than the one that follows from the maturity schedule.

Consequently, the Belgian Debt Agency also limits the proportion of
debt that is subject to a re-fixing of interest rates in 12 months, and
in § years. These maxima are usually somewhat higher than the cor-

responding maxima for the refinancing risk.

Exchange risk relates to the risk that a depreciation/devaluation of the

domestic currency leads to an increase, in domestic currency, of debt

18. As recently experienced by a number of countries in the euro area.
19. No fewer than three countries in the euro area are actually experiencing this extreme situation.
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stock and debt service costs. The Belgian Treasury strives to eliminate
its exposure to exchange risk in the coming years (see Figure 3 below):
indeed, now that Belgium’s domestic currency is a reserve currency,
the Treasury no longer believes that borrowing in foreign currency

could lead to lower interest costs or fewer risks in the long term.

Credit risk, also called default risk, refers to potential losses to the
Treasury if at least one of its counterparts fails to pay promised pay-
ments as planned. When this type of default occurs, it entails unex-
pected outlays. Consequently, the Belgian Treasury takes precautions
as far as possible to avoid exposure to this risk. So its counterparties are
continuously monitored, and quite some credit lines have been sup-

pressed in recent years.

On the whole, Belgium’s public debt structure is as such not the
optimal outcome of some stochastic macroeconomic model. In the
absence of a suitable and reliable long-term model, it was decided to
adopt a portfolio structure that remains close to, but never exceeds,
the refinancing and re-fixing maxima that are believed to be accept-
able. Higher refinancing and re-fixing risks result in portfolios with
shorter duration and average life; these portfolios are almost certain
to provide for lower borrowing costs over the long term.>° So the
Belgian Debt Agency selected the least expensive portfolio structure

that is still compatible with the maximum risk tolerated.

The framework of refinancing and re-fixing risks which was introduced
in 2003 proved to be quite useful. For example, in 2007 and 2008, the
Belgian Debt Agency diminished the re-fixing risks because of the threat
of rising inflation. But on the contrary, in early 2009, when the scenario
of a long lasting recession became realistic, the Debt Agency advised
increasing the exposure to short-term rates. The Minister of Finance
decided to increase the maxima for the re-fixing risk, and the Debt
Agency entered into a series of interest rate swaps, which in the course

of 2010 were terminated when the risk of a deep recession had receded.

20. The theoretical foundation and the empirical evidence underpinning the theory that short-term
rates are usually lower than long-term rates are substantial.
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According to a well-known adage, good sense recommends avoiding
putting all one’s eggs in one basket. Analogically, public debt instru-
ments will be diversified in order to avoid large exposure to risks pre-
sented above. These risks are quite often exogenous. In other words,
they are quite often beyond the control of the government because
they depend on macroeconomic developments in the rest of the world
and on unanticipated changes in market conditions. Nevertheless, the
exposure to these risks can be considered as endogenous because it
depends on decisions relating to the public debt composition, which

refers to the choice of debt instruments.

The next section presents the evolution of the public debt composition

in Belgium, at least during the last decade.

2.3 Evolution of the public debt structure in Belgium

According to the Belgian Debt Agency, during the last ten years the
Belgian public debt was mainly made up of long-term euro debt, prin-
cipally OLOs. Short-term euro debt (especially Treasury Certificates)
amounted to less than 20% of the federal government debt outstanding

and foreign currency debt was really tiny (see Figure 2 below).

In fact, within the perspective of integration in the Euro zone, the
reduction of the debt denominated in foreign currency has been an
objective for the Belgian government since the mid-nineties. Actually,
as shown in Figure 3, the share of public debt denominated in foreign

currency has dropped sharply since this period.
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Figure 2: Public debt outstanding as at 31 December
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As shown in Figure 2 above and in Figure 4 below, long-term euro
debt is mainly made up of OLOs. The maturity schedule has a pattern
reflecting the Treasury’s strategy of issuing large and liquid benchmarks

to benefit from a stable and predictable yearly issuance.

Figure 4: Public debt outstanding as at 31 December (billions of euros)
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Source: Belgian Debt Agency.

As explained above, the Belgian public debt is mainly made up of long-
term euro debt. Actually, in the period under review, several countries

issued very long-term bonds. The next section is devoted to this issue.
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3. DEBATE ABOUT ISSUING VERY LONG TERM
(30 YEARS) AND INFLATION-LINKED BONDS

During the 2000s, several countries issued very long term bonds (30 years
or more) or inflation-linked bonds.* On the one hand, these issues enable
one to benefit from low interest rates. On the other hand, they also meet
the investment needs of some investors. In this section, we develop these
elements considering the strategies pursued by the debt management

agencies in these countries, with a special focus on Belgium.

As explained above, the strategy of public debt management consists
in minimising the financing cost of the debt within the framework of
appropriate risk management. Consequently, the choice between public
debt instruments — including very long-term bonds and inflation-linked

bonds — has to be considered in the light of this objective.

The basic economic theory teaches that an increase in bond demand
leads to a fall in bond yields. Therefore the maturity and composition of
debt issue is also determined according to the needs of investors who are
willing to buy government bonds. During the 2000s, a surge in demand

for very long term bonds was observed.

This surge in demand for very long term bonds could be explained by the
needs of some investors, especially pension funds, who ought rather to
invest in long-term assets. Indeed, the goal of pension funds is to collect
payments to provide their beneficiaries’ retirement income. Therefore,
this sector is usually characterised by a balance sheet mismatch: the
maturities of its liabilities differ from those of its assets.” Its liabilities
consist in long-term commitments to provide retirement income and
its assets are financial instruments bought with the regular contributions
paid to benefit from a pension scheme. Consequently, buying very long
term bonds reduces this mismatch. The current trend towards popula-
tion ageing and its impact on the development of private pension schemes

will probably reinforce this demand in very long-term assets preferably

21. See Blommestein H. and G. Wehinger (2007)
22. The interested reader can find longer developments in the OECD publication on “Ageing and pen-
sion system reform”.
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indexed for changes in the price level as individuals are willing to protect
the real value of their future pension income.

At first glance, the needs of pension funds could seem quite far from the
objective of public debt managers. Nonetheless, governments are very
well placed to play a central role in this market. Firstly, as explained
above, due to the high demand for very long term bonds, the reward for
investing longer vanishes. In other words, the extra yield of very long
term bonds (30 years or more) is not that much higher by comparison
with the yield of 10-year bond issues. Figure s illustrates this for Belgium.
On average for the period under review, the yield on the Belgian 30-year

benchmark loan was 0.48% higher than for the 10-year benchmark. But
sometimes the differential was even 0.20% or less.

Figure 5: Yields on Belgian 10-yr and 30-yr benchmarks (2000-2010)
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Source: Belgian Debt Agency.

Secondly, the longevity of a sovereign state is a priori longer than that
of a private firm. Consequently, the risk that governments issuing
very long term bonds cease to service them is usually perceived to be

lower than in the case of very long term issues made by private firms.
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The table below mentions Belgium’s very long term reference bonds
(‘benchmarks’) that were launched during the period under review.
Please note that, once launched, the issues were tapped on various

occasions in the subsequent year(s).

Table
OLO (INITIAL LAUNCH) YEAR TERM AMOUNT
0L040 2002 15yr EUR 5.0 billion
0L044 2004 30yr EUR 5.0 billion
0L048 2006 15yr EUR 4.0 billion
0L060 2010 30yr EUR 4.0 billion

Source: Belgian Debt Agency.

Finally, note also that, with regards to index-linked bonds, it is some-
times argued that governments have a natural advantage in terms of issu-
ing index-linked bonds as inflation and government revenue are both
pro-cyclical, which means that the cost of these instruments is expected
to co-vary with the changes in government revenue. However, most
government expenses also increase with inflation, which partly offsets
the former relationship. In addition, in small countries like Belgium, it
is very important to consider the risk of illiquidity: the size of the bond
portfolio was deemed to be insufficient for providing liquidity in both
fixed-rate and index-linked issues. As a lack of liquidity would certainly
lead to higher borrowing costs, Belgium did not issue index-linked

bonds during the period under review.*

This section explained that some debt instruments are favoured by some
investors. In particular, very long term bonds are favoured by pension
funds. The next section will be devoted to the structure of debt own-
ership. This may convey important information. Indeed, the objective
of attracting more foreign investors goes hand in hand with the ben-
efits associated with an increase in competition among sovereign issuers.

Actually, this can lead to a decrease in interest charges, which is perfectly

23. See the Euroweek Northern European Sovereign Borrowers Roundtable on 15 December 2009
on http://www.euroweek.com
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in line with the objective of public debt managers. The main draw-
back could be that foreign investors may be more sensitive to gregarious
behaviour caused for instance by political tensions or contagion from
other countries characterised by some similar features. The section below

details the ownership structure of Belgium’s public debt.

4. DEBT OWNERSHIP
4.l Foreign ownership versus domestic

By the end of 1999, after the first year of the euro, foreign ownership of
OLOs had already gone up from 15.6% to 31.1%. This was mainly attrib-
utable to investors in other euro area countries. From 2000 onwards,
non-euro investors also gained more interest in holding OLOs, bringing
the foreign ownership of OLOs to a peak of 62.3% at the end of 2007
(Figure 6). During the financial and sovereign debt crisis that followed,
the proportion of OLOs owned by foreigners decreased somewhat to
55.7% on 31 December 2010.

There were two effects at play. First, the disappearance of foreign
exchange risk enabled euro area investors to diversity their domes-
tic bond portfolio into non-domestic euro area issuers. Figure 6 shows
that this happened relatively quickly, as much of this diversification was
achieved by the end of 1999. Second, the euro became a reserve cur-
rency, and the issue of euro debt enabled the Belgian Treasury to sell its
debt to non-euro area investors. Internationally active primary dealers,
OLO issue through syndication and extensive road shows, all contrib-

uted to diversifying OLO ownership throughout the world.
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Figure 6: Foreign ownership of Linear Obligations (OLOs) 2000-2010
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Source: National Bank of Belgium.

The ownership structure of Belgium’s prime short-term debt product
— Treasury Certificates — evolved in a different way. For a start, foreign
investors already owned about half of the amount of the outstanding
Treasury Certificates when they were issued in domestic currency. Also,
during the early years of the euro, their participation did not increase: on
the contrary, by the end of 2002, foreigners owned only 40.6% of these
securities. The converging yields in the euro short-term market possibly

explain the lack of appetite by foreign investors at that time.

Yet foreign participation in the Treasury Certificate market increased
again from 2003 onwards. The Belgian Debt Agency indeed attributed
significant weight to short-term paper in its appraisal of the Primary
Dealers. Moreover, Belgian Primary Dealers are obliged to organise the
market for both long- and short-term paper. By the end of the period
under review, the sovereign debt crisis appeared to have given another
boost to the foreign ownership of Treasury Certificates. A number of
foreign investors probably changed their OLO holdings into Treasury
Certificates, enabling them to keep exposure to the euro but to reduce

market and credit risk at the same time.
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Figure 7: Foreign ownership of Treasury Certificates 2000-2010
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Source: Belgian Debt Agency.

4.2 Institutional owners vs. private

During the years 2000-2010, private investors only played a limited role
in the Belgian sovereign debt market. First, despite the European single
market, there was never evidence of foreign private investors acquiring
significant amounts of Belgian government paper. Second, the OLOs,
which had completely replaced former products such as the Philippe
loans, were never very popular with the Belgian private investor: at most,
one or two per cent of OLOs seemed to be owned by private investors in
Belgium. In fact, not only were private investor holdings low at the dawn
of the period under review, but they also declined over time. Finally, it
was the State Note (Staatsbon/Bon d’Etat), which had been introduced
in 1998 as a specifically designed product for the private investor, which
actually attracted most of the demand from private investors. In January
2000 a total amount of EUR 4.91 billion of State Notes was outstand-
ing. By the end of 2003, the amount had gone up to EUR 8.51 billion.
However, it would never be that high again: by the end of 2010, the
amount had fallen back to EUR 3.95 billion.
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Thus, the preference of domestic private investors for banking and
insurance products was more pronounced in Belgium than in other
countries. The extensive distribution channels of the financial institu-
tions as well as the tax advantages that were given to a number of their
products partly explain why this was the case. The Treasury however
never abandoned the State Note, and the product is relatively well

known despite its limited success.

As shown above, the Treasury issues many debt instruments, held by
different types of investors and paying different interest rates. Therefore,
it could be very convenient to calculate a weighted average interest rate.
The section below presents the Belgian implicit interest rate in the period
2000-2010.

5. IMPLICIT INTEREST RATE

The implicit interest rate of a government debt portfolio can be calcu-
lated at each point as the weighted average interest rate of all instruments
present in the portfolio. However, it the aim is to observe long-term
trends, one can also calculate the implicit interest rate by dividing the

annual debt servicing cost** by the outstanding stock of debt.

The implicit interest rate changes with time as the government reim-
burses debt that has come to maturity and possibly has to refinance this
with new debt issued at interest rates that differ from those on past bor-
rowings. The risk free market interest may indeed change, as well as the
spread at which the government has to borrow above this risk free rate.
In addition, the government can structurally lengthen or shorten the
maturity profile ofits debt: the implicit interest rate is then expected to

rise, or decrease, all other things being equal.

Figure 8 plots the implicit interest rate on Belgian Government debt over
the period under review: it declined substantially from 6.40% in 2000 to

3.51% in 2010. As the average life of the debt portfolio did not materially

24. Coupons, measured in accrual terms, to which the amortisation of issue premiums and the possible
flows resulting from derivatives such as interest rate swaps are added
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change over the period, the decline was caused by the markedly lower
interest rates which Belgium had to pay in comparison with those of the
1990s and of the late 1980s. In fact, government bond yields were already
declining in the late 1990s, as inflation remained controlled and the euro

resulted in a convergence of euro area bond yields.

Figure 8: Implicit interest rate Belgian Government debt portfolio 2000-2010
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Source: Belgian Debt Agency.

As highlighted above, the implicit interest rate noticeably decreased
under the period under review, and this was mainly caused by the decline
in interest rates which Belgium had to pay in comparison with those pre-
viously paid. The next section will be devoted to the comparison of the
interest rate that Belgium pays and that paid by Germany. More broadly,
the interest rate spreads of the 11 initial euro area Member States and that
of Greece which adopted the euro in 2001 against the German bench-

mark will also be examined.

6. SPREADS

During the 1990s, interest rate spreads of euro area 10-year government
bonds against the German benchmark abruptly dropped. This fall was
mainly due to the expected launch of the euro, which removed exchange
rate risks. This significant convergence in the bond yields was observed in

all the countries participating in the single currency. By the time the euro
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was introduced, the difference between the highest yielding 10-year euro
bond and the lowest yielding one had decreased to less than so basis points?.
Investors were confident that a country which had adopted the euro had
only a small chance of going into default. In addition, they were also con-
fident that it had access to a deeper financial market, due to the strong inte-
gration of the euro area financial markets. Consequently, both the credit

risk premium and the liquidity risk premium decreased at that time.

Figure 9: Long-term (10-year) government bond yield spreads against Germany?®
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25. Greece adopted the euro in January 2001: by then, its bond yields had equally converged vs. the
ones of the other euro area countries

26. In Figure 9, the lines representing 10-year government bond yield spreads against Germany are
ranked from the highest (for Greece) to the lowest (for Luxembourg) on March 2012.
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Figure 9 plots long-term government bond yield spreads against
Germany. These spreads are based on central government bond yields
with a residual maturity of around 10 years on the secondary market,
gross of tax. As shown on Figure 9, during most of the period under
review, spreads between different euro area countries remained very low,
but the financial crisis and subsequent recession changed the picture,

especially after this crisis developed into the sovereign debt crisis in 2070.

Figure 10 focuses on the differential between the Belgian 10-year bench-
mark yield and the German one in the 2000-2010 period. Figure 10
clearly shows that the spread generally decreased during the early years to
become virtually non-existent by the end of 2004. Actually, the German
economy performed poorly during the beginning of the 2000s. In 2004,
Germany, for the third year in a row, breached the 3% deficit-to-GDP
threshold set by the Stability and Growth Pact (see OECD Economic
Surveys: Germany, 2004). In July 2007, when the first signs of the finan-
cial crisis became visible, the spread increased slightly, and it became
higher in March 2008 and then again from September 2008 onwards.
During 20009, it reduced again, but 2010 brought renewed higher spreads

for Belgium towards Germany.

Figure 10: Belgium’s 10-year government bond yield spread against Germany
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CONCLUSION

This chapter was aimed at describing the evolution of Belgium’s public
debt and of the associated interest rates over the 2000-2010 decade. It
was shown above that Belgium’s public debt fell steadily from 1993 to
2007. Unfortunately, the financial crisis erupted and led to an increase
in the debt-to-GDP ratio from 2008. As the public debt instruments
which make up the public debt may strongly influence the risk exposure
and interest rates paid, the public debt structure was also depicted. The
strand of literature devoted to the public debt structure was also briefly
summarised. Moreover, the differentiation between the theoretical eco-
nomic development on the optimal public debt structure and the princi-
ples guiding the Belgian Debt Agency was detailed. Furthermore, recent
trends in the type of public debt instruments issued by several OECD
countries, namely the issue of very long term bonds or of inflation-
linked bonds, showed that the needs of some investors may also influence
the public debt structure. Therefore, the Belgian position on this issue
was explained. Finally, the importance of the launch of the euro from
the point of view of the changes in public debt ownership, the implicit

interest rate and the spread against the German benchmark was stressed.
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Fiscal Federalism

THE TRANSITION TO A NEW
MODEL OF FISCAL RELATIONS

Koen Algoed and Frédérique Denil

l. INTRODUCTION

Federalism in Belgium is an evolving process towards growing decen-
tralisation of responsibilities and revenue. For more than 40 years, various
institutional reforms have played an essential role in designing revenue
and responsibilities of the Regions and the Communities. The last dec-
ade has seen the implementation of the Lambermont agreement and
the adoption of the Sixth Reform of the State. While the Lambermont
agreement has mainly affected the pattern of funding mechanisms of the
sub-national entities, the Sixth Reform of the State seems to organise
a major step in the decentralisation of responsibilities as well as their
financing. In this way, the reform is expected to increase the role of the
Regions and the Communities in the allocation of public goods and
services as in the use of taxing power, allowing these entities to bet-
ter align their policies to their own preferences and priorities. But this
reform is also the result of a long bargaining process due to the difficulty
of reconciling different principles and the absence of additional funding
by the Federal Government given the fiscal outlook of Entity I (Federal

Government + Social Security).
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In this paper, we study therefore the process of the Sixth Reform of
the State and its impact as a key issue of fiscal federalism in Belgium. A
comparison will be done with the arrangements implemented over the
past decade, developing to some extent the challenges involved by the
Lambermont Agreement. Much attention is therefore paid to the last
institutional agreement in this paper while it is still not implemented.
Indeed, the negotiation process started several years ago and has also
influenced fiscal federalism in Belgium during the last decade. It seems
furthermore rather irrelevant to limit the analysis to a system which is

now virtually obsolete.

The first part of this paper studies the reform process that occurred over
the past decade from a political economy perspective. In the second part,
the impact of the Sixth Reform of the State on the Regions and the
Communities will be analysed in more details. To this end, an attempt
to estimate the budgetary effects of the Reform on the different govern-
ments will be made on the basis of simulations. As these rely on provi-
sional parameters and on various assumptions, they must be interpreted

with caution. A third part concludes.

2. POLITICAL ECONOMY OF THE
REFORMS OVER THE LAST DECADE

In Belgium as in most of other Federal States, fiscal federalism
results from political motivations for decentralisation and organises
this decentralisation by designing revenue and responsibilities to the
Regions and the Communities, following to some extent arguments

of the fiscal federalism theory.

The decentralisation process started in Belgium in 1970 with the crea-
tion of the Regions and the Communities. They have been assigned
at this time limited expenditure and legislative powers. The Regions
have been provided goods and services linked to the territory, while

the Communities have been allocated national public goods related to
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individuals®. The overlapping of these two categories of sub-central
entities is one of the specific characteristics of the institutional set-up in
Belgium and complied with the different political requirements regard-
ing decentralisation across the northern part and the southern part of the
country. The Flemish population (northern part) supported indeed the
creation of languages Communities on which cultural identity can be
build up while the French-speaking population (southern part) had more
interest in the decentralisation of economic affairs that are carried out by

territorial entities (including a specific entity for Brussels).

This overlapping had significantly influenced the negotiation pro-
cess of the various institutional reforms as well as their output. The
Communities have for instance no taxing power since the Flemish and
French-Speaking Communities share the responsibilities in the area
of the Brussels-Capital Region. Tax autonomy would indeed involve
a difficult trade-off between more accountability and tax competition.
Moreover, such taxing power would have otherwise required determin-
ing sub-nationalities for the inhabitants of the Brussels-Capital Region
or a fixed sharing arrangement (80/20). Since the Flemish Region and
the Flemish Community merged, public expenditures related to indi-

viduals such as social policy can also be financed by taxes in this Region.

The powers of the Regions and the Communities have been expanded
in the 1980 reform but still remained mainly based on earmarked grants.
Next, the Reform of 1989 paved really the way to fiscal federalism with
a large decentralisation of national public goods and services such as
education, transports or housing and the adoption of the Special Law
of Finance that designed revenue mechanisms to the Regions and the

Communities in order to meet their new spending obligations.

At the beginning of the last decade (2002), the Lambermont Agreement
has been concluded. The main output of this Reform was to enlarge
taxing power of the Regions and to increase VAT transfers to the

Communities with a review of the distribution formula. To the extent

2. According to the Constitution (Art. 1,2 and 3), Belgium is a Federal State made up of three Regions
and three Communities: the Flemish Region, the Walloon Region, the Brussels-Capital Region, the
Flemish Community, the French-Speaking Community and the German Community.
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that the Communities received more transfers from the federal level, this
Reform was not budgetary neutral for the Federal Government, although a
reduction in the PIT transferred to the Regions compensated the increased

regional taxing power (Blochliger H. and Vammalle C., 2012, p58).

The Lambermont Agreement occurred under good economic condi-
tions, as the Belgian GDP growth was expected to perform well and
the federal Government was in a sound fiscal position due to the fiscal
consolidation episode of the nineties. This environment created room for
logrolling, which means that the Flemish and the Walloon Regions bun-
dled their interest in the reform, i.e. increase of taxing power and of the
transfers to the Communities, even if this bundling was at the expense of
the Federal Government (Bléchliger H. and Vammalle C., 2012, pp.ss5-
56). Given that political parties are not only committed to the challenges
of the Federal level in the Belgian institutional framework, the Federal
Government did not oppose to bundling as it feared in particular the cost

of ‘non-reform’ and hoped to calm down community tensions.

However, as the Federal Government implemented at the same time
a reform of the Personal Income Tax (PIT) reducing tax burden and
developed alternative financing of the Social Security, a growing pres-
sure has been brought on the federal budget. This raised progressively
the question of the fiscal sustainability of the institutional arrangements,

especially after the 2009 recession.

As a consequence of the Lambermont Agreement, the Brussels-Capital
Region became mainly financed through regional taxes and fees that
represented about the half of the regional revenue. Although the Region
benefited from this additional taxing power thanks to the sharp increase
in the property taxes revenue before the economic crisis, it also became
vulnerable to volatility in the tax revenue and to tax competition of
the other Regions (OECD, 2009, pp.68-69). Moreover, the Lambermont
Agreement did not remedy the structural lack of financial resources of
this international and capital city (see below, paragraph 3.1.4) and its

internal institutional complexity.
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It should also be noticed that the equalisation scheme across the Regions
has not been reformed in 2002, while in some other Federal States the
increase of taxing power has been combined with fiscal equalisations
reforms (Bléchliger H. and Vammalle C., 2012, p.s8)’. It does not mean
however that equalisation left the core of the debate. Conversely, a cur-
rent flow of academic, scientific and politic literature emerged during
the last decade that attempted to assess the size of the financial transfers
across the regions*. Some of these assessments reported large amounts
of interregional transfers from the Flemish population, combining the
equalisation mechanisms provided by the Special Finance Law and the

transfers through the Social Security System.

These various issues following the Lambermont Agrement, as well as
a growing disagreement in the Flemish population against some fed-
eral policies (migration, labour market, unemployment benefit etc.),
brought more pressure on the institutional framework. As a result,
federalist issues have been highlighted in the 2007 election campaign
in the northern part of the country. A bargaining process has there-
fore been launched after the election in view of new institutional set-

up but this faced a number of challenges.

At first, the interests of the potential actors of the future reform were
rather opposite. Not only political parties in the French-speaking side
were not prepared to start a reform process, but they perceived them-
selves as future losers when considering motivations of the actors in
the northern part of the country. Throughout the negotiations, the
French-speaking side progressively defined their own interests, such
as the refinancing of Brussels-Capital Region or the recognition of
equalization mechanisms, while the Flemish side had to soften its

initial position to reach a compromise.

It was the case in Portugal and Switzerland.

See for instance Dury& al (2008), Meunier, Mignolet & Mulquin (2007),Van Gompel & Van Craynest
(2004) or Cattoir and de Callatay (2007) at the request of the Flemish Community. According to
these referred above, the transfers should be just over 8% of GDP to the benefit of the Walloon
Region. Concerning the Brussels-Capital Region, the results are substantially different according to
whether the assessments measure the revenue on basis of the working place or on basis of the place
of residence (from 4% of GDP to the benefit of the Brussels-Capital Region to 2,6% of GDP from
the Brussels-Capital Region to the benefit of the Walloon Region).
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Such divergences of interests and attitudes towards a new institutional
reform have implied strong and very different political mandates in the
northern and the southern part of the country, especially in the last fed-
eral elections of June 2010. The Flemish political parties promoting the
most decentralised federalism framework were largely supported while
the dominant French-speaking parties were reluctant towards more

devolution and tax autonomy.

Furthermore, the future institutional reform was not only expected to
revise fiscal federalism arrangements but had also to find a solution regard-
ing the Brussels-Halle-Vilvoorde electoral district to the extent that these
two aspects have been bundled in the reform process by the Flemish parties.
The latter claimed for a splitting of the BHV district, while the French-
speaking parties aimed to preserve the interest of the French-speaking
minorities in this area (as an asymmetric exception to the territoriality
principle). The bundling of BHV issue and of the revision of fiscal federal-

ism arrangements obviously made the reform process more complex.

An additional difficulty occurred with the emergence of the economic
and sovereign debt crisis, and the related risks for public finance sustain-
ability. Institutional bargaining process was therefore influenced by con-
cerns for intergenerational equity and for fiscal sustainability, in addition

to efficiency and interpersonal solidarity.

These various issues delayed the conclusion of the last institutional
Reform, although advances have been made during the bargaining pro-
cess. In December 2010, the National Bank of Belgium and the Federal
Planning Bureau have been indeed mandated to achieve various esti-
mates of the potential budgetary impact of the Reform for all govern-
ments levels’. The negotiators have then relied on these estimates that

have been published meanwhile to pursue their discussions.

Finally, following a decision adopted on the BHV district, the institu-
tional agreement has been reached in November 2011, providing sig-

nificant changes in the revenue mechanisms of the sub-national entities

5. These institutions have been mandated by Johan Vande Lanotte who was chosen at that time by the
King as mediator (‘conciliateur’) to drive forward the process of institutional reform.
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and the devolution of new responsibilities. This agreement has been
endorsed by all political parties across the country with the exception of
the Flemish nationalist parties the most important of these having left the

negotiations a few months before.

This agreement has been built upon a set of rules that reflects the priori-

ties and interests of the different actors. These rules are expected to be

complied to ensure a balanced compromise. Although these rules express
for some rather opposite views, they find an implementation in the
various provisions of the reform (Institutional Agreement on the Sixth

Reform of the State, 2012):

— To avoid unfair competition;

— To maintain the progressive pattern of the Personal Income Tax;

— Not structurally impoverish one or some sub-national governments;

— To ensure sustainability of the Federal State and maintain its tax pre-
rogatives regarding distribution across individuals;

— To strengthen accountability of sub-national governments regarding
their responsibilities and their policy, taking into account their start-
ing position and some parameters values;

— To take into account spill-over effects, the sociological reality and the
role of the Brussels-Capital Region;

— To take into account the population and number of pupils -criteria;

— To recognise solidarity across levels of governments, without per-
verse effects;

— To ensure the financial stabilisation of the levels of governments;

— To take into account fiscal effort to be made by all levels of govern-
ment in view of fiscal consolidation;

— To check whether arrangements are relevant through numerical

simulations.

The principle of ‘non-impoverishment’ of the sub-national entities
remains however a rather sensitive issue. Given the magnitude of the
current grants, a financing of the Regions based upon tax autonomy
could indeed in the long run, depending on the evolution of the tax bases

and tax revenues, structurally impoverish some Regions.
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In the following paragraphs, we will study in more details the impact of
the Sixth Reform of the State on the sub-national entities with a com-
parison to the current mechanisms coming from the previous reform (i.e.

the Lambermont Agreement).

3. THE SIXTH REFORM OF THE STATE

3.1 The Regions

As far as the Regions are concerned, the Reform leads to a further decen-
tralisation of taxing power and of responsibilities. This implies major
changes in revenue structure and distribution mechanisms of the Regions.
First of all, a proportional surcharge on the Personal Income Tax (PIT)
will replace the PIT amount transferred from the Federal Government
with the own taxes of the Regions increasing significantly compared to
the current system. Secondly, there are additional grants devolved by the
Federal Government to finance the new regional responsibilities regard-

ing labour market and tax expenditures.

Table 1: Revenue structure of the Regions under the current system compared to the Sixth Reform of

the State
CURRENT SYSTEM REFORM
Oown tax Regional taxes and user fees (°) = Regional taxes and user fees (°)
revenue Potential surcharges on PIT 7 Proportional surcharge on the PIT (°)
Base Grant (PIT) #
Grant additional competencies (PIT) = Grant additional competencies (PIT)
Solidarity transfer > New Solidarity transfer
Grants Grants for getting unemployed to work >  Grants Labour Market responsibilities
Specific grants for Brussels > Refinancing of the Brussels-Capital Region
+  Grants for devolved tax expenditures
+  Lump-sum transfer to ensure neutrality

Source: Agreement on the Sixth Reform of the State.
(°) Of which registration duties, some green taxes and circulation taxes.

Attention should also be paid to the reform of the solidarity transfer from

the Federal Government to the ‘poorer’ Regions. The equalisation formula
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has been significantly changed in the line of one of the basic principle of
the reform that promotes ‘solidarity without perverse effects’. A lump-
sum transfer will be otherwise added to this equalisation mechanism that
ensures the budget neutrality of the reform for each level of government the
first year of its implementation. Finally, additional funds will be granted to
the Brussels-Capital Region to cover spill over effects of the public goods

allocated in this area and enabling fair financing of this Region.

These new financing arrangements of the Regions are successively dealt
with thereafter on the basis of a discussion on their implications from a
political economy perspective. The following part of the text will there-
fore raise at first the issue of the tax autonomy and the implementation
of a proportional surcharge on the PIT, to later develop the new tasks
transferred to the Regions. The equalisation mechanisms and the new
financing of the Brussels-Capital Region will be analysed in a third and

a fourth section respectively.

3.1.1 INCREASING THE TAX AUTONOMY OF THE REGIONS:
FROM TAX TRANSFER TO PROPORTIONAL SURCHARGE

Currently, the Regions receive from the Federal Government an annual
grant paid out from the PIT revenue. That grant is indexed to inflation
(Prices Consumption Index, PCI) and to real GDP growth. This transfer

depends on a lump-sum amount initially granted in 1989°.

The PIT grant is first divided between the Regions on the basis of their
relative shares in the PIT revenue and then corrected by a regional spe-
cific negative term. The negative term has been introduced in 2002 for
each Region separately. It consists of the average in the period 1999-2001
of the taxes (such as registration duties, circulation taxes) of which the

revenue and the tax autonomy have been transferred to the Regions

6. For a detailed presentation of the current system, see for example:
- Bayenet B. &Pagano G.,2011,“Le financement des Entités fédérées: un systéme en voie de trans-
formation », Crisp.
- Decoster A. & Sas W., 2011, « De bijzondere financieringswet voor dummies », Flemosi, discus-
sionpaper 4
- Algoed K.& Van Den Bossche W, 2009, “Bijzondere financieringswet in een notendop”, Docu-
mentatieblad 2009 n°2, Studie- en Documentatiedienst, FOD Financién.
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from 2002 onwards. As the Regions enjoyed the revenue of the new
regionalised taxes, the absence of a negative term would have deterio-
rated the fiscal position of the Federal level. The negative term was there-
fore designed to achieve a kind of initial neutrality of the reform for the
Federal budget. An alternative would have been to substract immediately
an aggregate negative term from the PIT grant’. Indeed, given that rela-
tive shares of the Regions in the negative term are different from those
in the PIT revenue, a negative term, albeit lower (less negative) would
have been needed to share the (net) PIT grant according to the regional

income tax yield.

The Lambermont Agreement also stated that each Region could
increase or reduce the transfer they get by collecting surcharges or
allowing relieves on the PIT levied on their area. Some quantitative
limits have however been put by the law on this taxing power to the
extent that surcharges or relieves cannot exceed 6.75% of the PIT located
in the Region area. Since this measure has been implemented, only the
Flemish Region has used the taxing power regarding PIT, mainly by
allowing a tax cut in 2009 to all the workers living in the Flemish Region
(‘jobkorting’)®. The ‘jobkorting’ has been progressively removed in
2010 and 2011 for budgetary reasons. It should however be noted that all
the Regions (including the Walloon Region and the Brussels-Capital
Region) have used their taxing power on regionalised taxes by imple-

menting various reforms (Decoster, Valenduc &Verdonck 2009, p.183).

The use of tax autonomy in the Flemish Region and the driving forces
for a further decentralisation of taxing power lead us to believe that the
PIT is considered in this Region not only as an important source of
revenue but also as a key regional policy instrument with the incentive
effect of this tax that should be used in particular in relation to regional

responsibilities (housing, employment, etc.).

In formal terms let nt, be the negative term for region i, y, the estimated share of region i in PIT
Yi

The full budgetary cost of ‘jobkorting’ is estimated to 710 million euro and most of this cost has been
imputed on 2009.

revenue, G being the PIT grant, then G Xy, —nt, =| G — Xy,
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It seems that such a consideration, among others, has been taken into
account in the Reform as the current PIT grant will be replaced by a
system of regional piggy-back personal income tax, i.e. a proportional
surcharge on the PIT. The regional surcharges are precisely levied on the
federal PIT due after tax cuts have been made (such as zero-rate band, tax

credit for replacement income, general reduction factor, etc.).

In practice, the federal PIT resulting from the current computation
rules will be reduced by a factor X corresponding to the regional
surcharge. The magnitude of this factor is determined, the year the
Reform comes into force, by the both following elements to which
the regional surcharge will substitute: the PIT grant after deduction of
the negative term (art. 33§4 of the Special Law of Finance) and 40% of
the tax expenditures which are transferred to the Regions (about 1.897

million euro, 2012 figure?).

The Sixth Reform of the State now gets rid of most of the negative
term. The aggregate negative term taken into account to determine
the amount of regional PIT revenue in the initial year of the Reform
is indeed lower (less negative) than the aggregate negative term result-
ing from the current mechanisms. It has been capped for the Flemish
Region and the Brussels-Capital Region to take into account that,
contrary to the Walloon Region, their shares in the negative term are
higher than their relative shares in the PIT. The current negative term
of the Walloon Region and its relative share in PIT revenue' will then

determine the new negative term.

The remaining residual amount of negative term for the Flemish Region
and the Brussels-Capital Region will be included in the equalisation
grant. As this computation rule is (ex ante) budgetary neutral for the

Walloon Region, there is no effect on the equalisation grant (see further).

In prices of 2012 the tax expenditures are equal to 1.912 mio euro in the institutional agreement. This
figure is fictitious because based upon former previsions of inflation & GDP growth and some reduc-
tion factor. The figure here has been derived using the current previsions and the same reduction factor.
It should be the relative share of regional PIT revenue after reform in order to have no effect on the
equalisation payment for the Walloon Region.
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Tahle 2: Proportional surcharge on the Personal Income Tax (estimates for 2012)

ESTIMATED FIGURES FOR 2012, MILLIONS OF EURO

CURRENT SYSTEM REFORM
7 The Flemish Region:
PIT transferred to the Regions 9.477 . 6.698
in the current system @ R Proportional surcharge

> The Brussels-Capital Region:

on the PIT, starting year: 899

10.593 (= 33%)

~ The Walloon Region:

H 0,
+ Tax expenditure (40%) >759 7 2.997

Source: Own calculations based on the Agreement on the Sixth Reform of the State, Decoster A. &Sas W., Federal
Planning Bureau (June forecasts).

It should be noticed that the amounts can be different from these of the Institutional agreement as they are here
indexed to the most recent parameters (GDP, CPI) for 2012

When related to the total PIT revenue and the tax expenditure estimated
for 2012, the surcharge on the PIT represents a share of 33%, which can
be considered as a significant proportion. In the future, this rate will be
the reference parameter to determine the evolution of the regional tax
revenue, knowing that the Regions will be autonomous to change this
rate within their available budgetary margins and according to their fis-
cal targets. The implementation of a proportional surcharge is therefore
a step towards further decentralisation of the taxing power and towards

increasing tax autonomy of the Regions.

In comparison to the current system, there is no quantitative limit any-
more on the rate and relieves the Region can apply on the proportion
of the PIT they will get. Moreover, the Regions can change the tax rate
across the scales of the PIT, to increase or even decrease the progressivity
of the PIT paid ultimately by their residents. Nevertheless, in order to
prevent harmful tax competition, some limits are set to the reduction of
the progressive character:

— If the surcharge rate applied to the PIT differs across the scales, each

rate must be at least 90% of the rates in the lower scales;

— When the progressivity of the income tax system is reduced, the aver-

age benefit per taxpayer must be less than 1,000 euro;
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The Regions as well as the Communities do not have any autonomy to
determine the tax base or to differentiate tax rates according to the type

of income or the family composition.

As it 1s a proportion of the PIT, the surcharge on the PIT levied by the
Regions will have two major implications on their revenue, which can be

called successively ‘unchanged policy revenue effect’ and ‘incentive effect’.

The ‘unchanged policy revenue effect’ refers to the fact that the
Regions will benefit automatically from the faster increase in the PIT rela-
tive to the GDP, due to the progressivity of the individual income taxa-
tion'". This means an additional benefit compared to the PIT revenue they
have been granted up to now. The gain will depend on the elasticity of the
PIT to the taxable income in each Region' and on the evolution of this
taxable income in the regional area, but the tax decisions at the level of the
Federal Government will also have an impact. It should indeed be noted
that the last PIT tax reform (2002-2006) resulted in a reduction of the
global PIT in percentage of GDP in the last decade. The current system,
that sets transfers regardless of the evolution of PIT, has therefore prevented
the Regions from revenue losses that would have appeared in the case of a
proportional surcharge on the PIT and charged to the Federal Government
all the budgetary costs of the tax reform it has decided. Indeed, the YOY
growth of the regional share in the current PIT grant equals (1 + the infla-
tion rate) times (1 + real GDP YOY growth) multiplied by the change in

the regional share in personal income tax revenue.

The ‘incentive effect’ comes from the fact that the revenue of the
Regions is going to depend directly from the evolution of the regional tax-
able income, while these regional taxable income variations are just partly
taken into account in the current system, since the transfers are adjusted
to national economic growth and shared across the Regions according to

their tax capacity two years earlier. The new system is therefore expected

11. The PIT is indeed a progressive tax of which the inherent elasticity to the taxable income and to
the GDP is above one.

12. Some studies have indeed shown that this elasticity is not exactly the same across the Regions (see
Frogneux V. & Saintrain M., 2012, “L’élasticité de I'impdt des personnes physiques: approche mac-
roéconomique prospective de 1’élasticité nationale et de I'élasticité de I'impdt régionalisé”, Working
Paper 1-12, Federal Planning Bureau.
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to improve efficiency and accountability of the fiscal federalism frame-
work to the extent that Regions will be encouraged to implement effec-
tive policies from which they will more directly benefit, or that revenue

losses will be incurred in case of poor economic performances.

However, this incentive effect must not be overestimated, mainly for two
reasons. First of all, the relation between regional policies and regional
taxable income is not so evident, in particular for the Brussels-Capital
Region, with a share in national gross domestic product largely in excess
of the share in taxable income since more than half of people working
in this Region are living in the other Regions. Moreover, the Brussels-
Capital Region has also to provide public goods and services with large
externalities as it is the Capital Region and an important centre of activ-
ity and employment. Next, the incentive effect should be considered
together with the equalisation mechanisms that prevent poorer Regions
from a strong deterioration of their revenue in case of worsening of their

economic situation (see below, paragraph 3.1.3a).

As already mentioned, by substituting a proportional surcharge on the
PIT for the current PIT grant to the region, the reform has there-
fore gone deeper into the decentralisation of taxing power and has
followed objectives of increased efficiency and accountability. The
reform ensures however simultaneously that significant tax preroga-
tives remain at the federal level, such as the definition of the tax base
(and the deductible expenses), some tax expenditure and the defini-
tion of bracket of the tax base which is a very important instrument
to influence progressivity and redistribution function of the PIT. Such
a distribution in the taxing power is consistent with some ‘driving’
aspects of the reform, i.e. to ensure the fiscal sustainability of the
Federal Government in the long term and to preserve the progressive

character of the PIT while avoiding harmful tax competition.

Finally attention should be paid to tax coordination across the lev-
els of government. On the one hand, the decisions of the Federal
Government concerning the income tax base will indeed have an
impact on the PIT collected by the Regions and can lead to harmful

vertical competition as no mechanism even informal is set by the law
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to prevent from this vertical competition (see also 3.1.5). On the other
hand, the New Institutional Agreement confirms that the Regions
cannot engage in ‘unfair competition’, but it does not give any crite-

rion to evaluate when competition is unfair®.

3.1.2 THE NEW RESPONSIBILITIES OF THE REGIONS

As mentioned in the first part, the Sixth R eform of the State does not only
change the funding arrangements of the Regions and the Communities,
but it also provides an even more significant decentralisation in the pro-
vision of public goods and services. The Regions have been assigned new
responsibilities regarding labour market policy as well as tax expendi-
ture relating to housing, energy and service vouchers. The Regions will
receive specific grants to finance these new responsibilities, but they will

autonomously deal with it.

a) Labour market policy

Since 1980, the Regions are in charge of key labour market policies
aspects among which job seekers training and placement. The social
security system (unemployment and retirement benefit among others) as
well as wage determination have remained however at the central level.
Without undermining this principle, a direct implication of such a dis-
tribution is that the Regions do not deal with the consequences of their
placement and training policies on the budgetary cost of unemployment
and retirement benefit. Therefore, in order to resolve partially such a dif-
ficulty and to give the Regions incentives of getting the unemployed back
to work, the law of 1980 provided each year the Regions an additional
grant proportional to the creation of job contracts thanks to regional
labour market programs. As far as no monitoring of these regional labour
market programs has been made on the last years, a lump-sum grant has
been transferred to the Region without incentive effect anymore. The
poorly functioning of this measure was one of the triggers for a discus-

sion on reforming distribution in labour market responsibilities.

13. The Agreement stipulates indeed that the mechanism of the ‘conflict of interest’ that a sub-central
government can use to freeze some decisions from other sub-central government within a period of
60 days in case of conflict of interest will no longer apply in the case of the federal decisions regard-
ing PIT.
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Another driving force has come from the political will in some Regions
to better align the labour market policies to regional needs and priori-
ties. The level and the evolution of employment rates for various types
of workers differ indeed across the Regions, with for instance low per-
formance of youth employment in the Brussels-Capital Region and the
Walloon Region, while the employment rate of the older workers is

relatively lower in the Flemish Region and the Walloon Region'.

This last motivation has been taken into account in the reform. Active
labour market policies together with reduction in social security con-
tributions for specific groups of workers have been transferred from the
Federal Government (and Social Security) to the Regions. The Regions
have therefore discretion either to extend, to limit or to reallocate these
measures according to their priorities, their financial leeway, and the

characteristics of their labour market.

Table 3: Labour market policies transferred to the Regions

LABOUR MARKET POLICY INSTITUTIONAL ~ ESTIMATES
AGREEMENT FOR 2012
(MILLIONS OF (MILLIONS OF
2011 EURO) EURO) (°)
Expenditure on labour market programmes 2.402 2.461
- Reduced social contributions for some target groups of workers 1.860 1.903
- Activation of unemployment benefits 541 558
Employment subsidy in the service vouchers system 1.444 1.489
Scrutiny of the availability of the unemployed 38 39
Other (allowances for career breaks, training, jobseekers placement, etc) 442 456
Total 4.326 4.446

Source: Own calculations based on the Agreement on the Sixth Reform of the State, Federal Planning Bureau (June
forecasts).

(°) The figures of the Agreement are indexed to the GDP growth and the CPI for 2012 to ensure the consistency with
the figures regarding tax expenditure.

Although wage determination and social protection of workers remain
at the central level as foundation of the Federal State, it appears that the
role of the Regions in the labour market policy has been significantly

14. See Conseil supérieur de ’Emploi, rapport 2011, pp.36-39, Hoge Raad voor de Werkgelegenheid:
verslag 2011, pp.36-39.
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strengthened by the last institutional agreement. This agreement is
expected to promote political accountability of the Regions as they will
be recognized as essential players in labour market policy in particular for
specific groups of job seekers and will be assessed on their performance
in this field.

b) Tax expenditure

As it has already been mentioned above, some tax expenditures origi-
nally implemented by the Federal Government will be devolved to the
Regions in order to broaden their scope in the issues for which they are
responsible such as housing and energy, and enable them to use the most

relevant tax scheme.

Table 4: Tax expenditure transferred to the Regions by the last Institutional Agreement

TAX EXPENDITURE ESTIMATES FOR 2012
(MILLIONS OF EURO)

Tax reliefs for the payment of mortgage loans 1.310

Tax reliefs for energy saving investment 447

Tax reliefs for acquisition of service vouchers (domestic services) 130

Others 10

Total 1.897

Source: Own calculations based on the Agreement on the Sixth Reform of the State and Federal Planning Bureau
(June 2012 forecasts).

Note: as explained in footnote 8, the tax expenditure is estimated to 1.912 million euro in the Institutional Agreement.
This figure is fictitious because based upon former forecasts of inflation & GDP growth and some reduction factor.
The figure here has been derived using the current forecasts and the same reduction factor.

The most important component brings together all the tax deductions
and tax cuts provided to the taxpayers for the payment of their mortgage

loans.

¢) How are these new responsibilities regarding labour

market and tax expenditure financed?

Basically, the Regions will get non-earmarked grants to deal with their
new responsibilities. The discretion of the Federal Government on these
grants will be weak as far as the distribution formula will be set by the
Special Law of Finance, while the Regions will be autonomous to spend

the grants according to their priorities.
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Table 5: Funding rules of the new regional responsibilities

LABOUR MARKET POLICY TAX EXPENDITURES
Budget (millions of euro) 4.446 1.897
What is transferred? 90% (=4,001) 60% (=1,147)
- fiscal consolidation measures
-> Compensation? Equalisation grant (10%) Surcharge on PIT (40%)
How will the transfer evolve? 70% of Real GDP growth + prices growth
-> Compensation? Surcharge on PIT (above unit elasticity)

Which distribution formula

accross the Regions? (federal) personal income tax yield

Source: Agreement on the Sixth Reform of the State, Federal Planning Bureau (June 2012 forecasts).

A two- step approach will be implemented to allocate the grants to the

Regions.

The vertical transfer: the grants will cover a part, but not the whole, of
the expenditure related to the new responsibilities. This part 1s equivalent
to 90% for labour market policy and 60% for tax expenditure, the remain-
ing amount being supposed to be covered respectively by the equalisation
grant and by the new surcharge on the PIT. To the extent that they will
evolve according to prices evolution and 70% of the real GDP growth,
the grants are supposed, as presented in the Institutional Agreement, to
cover only partially the future needs of the Regions. It has indeed been
decided to ensure fiscal neutrality for the Federal Government, as far as
the Regions will benefit from the elasticity of the PIT to the GDP growth
that is bigger than one under no policy change scenario.

The rules guiding the vertical transfer mean therefore that new respon-
sibilities are also partly financed by taxing power, which establishes a
link between regional tax policy and labour market policy. Moreover,
fiscal consolidation is expected to influence the last parameters of the
institutional reform since the agreement has provided that grants can be
decreased by fiscal consolidation measures. So, until the special law is not
formally concluded, the Federal Government has the right to tailor the

transfers to the Regions.
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The distribution across the Regions: the grants will be shared across
the Regions according to their relative shares in the federal personal
income tax revenue, following the idea that such a performance indica-
tor is a good criterion to share fairly responsibilities regarding economic

and tax policies.

It appears however that the current share of the federal budget designed
to finance labour market programs for the benefit of the Walloon Region
is higher than its relative income tax yield. The equalisation grant will
compensate for this difference the first year of the reform implementa-
tion, but as this grant is expected to decrease (see below), this Region
will probably no longer receive sufficient amounts to cover its current
expenditure in labour market programs. Consideration should therefore
be given to labour market policy in the Walloon Region as budgetary
decisions are likely to be made (CESW, 2012, pp.41-571).

d) Other responsibilities

The last Institutional Agreement also mentions the devolution of other
more limited responsibilities to the Regions (such as tourism, gas and
electricity distribution prices, etc.), but without any detailed informa-

tion, especially on their funding mechanism.

3.1.3 THE EQUALISATION TRANSFERS

The equalisation mechanism may be divided into two components for
the Regions: an explicit solidarity transfer to the ‘poorer’ Regions, and
a lump-sum transfer that is expected to ensure budget neutrality of the

reform in the year of its implementation.

a) The solidarity transfer

Before 1989 the grant paid out from the proceeds of the federal PIT, was
allocated amongst the Regions on the basis of three equally weighted fac-
tors: the regional share respectively in population, in the personal income
tax revenue and in the surface of the country. Since 1989 the grant is
horizontally divided solely on the basis of the regional shares in the
personal income tax revenue. As compensation a solidarity mechanism

was installed. This mechanism provided the Regions of which personal
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income tax per inhabitant is below the national average, a Federal trans-
fer proportional to this deviation and adjusted to the regional population

and to a lump-sum amount®.

Figure 1: Regional share in the total Personal Income Tax revenue
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Source: Own calculations

This solidarity transfer was to help the ‘poorer’ Regions to catch up in
economic terms with the other Regions in order to allow a convergence
of regional economic performances, and to promote national growth
in a country were the Regions are also trading partners. However, this
mechanism has been on a regular basis to the core of the institutional
debate. The system has therefore been perceived as non-efficient regard-
ing its first objective, to the extent that in the last ten years, the relative
income tax yield of the Brussels-Capital Region worsened and this of the
Walloon Region did not significantly improve, with the exception of the

years 2010 and 2011.

But this perception came from the fact that the solidarity is here defined
with reference to the distribution of the personal income tax yield across
the Regions, supposed to reflect a ‘juste-retour’ or ‘fair-return’ distribu-

tion. Such a reference leads to biased information on the relative position

15. The initial height of the basic amount has been determined in order to ensure budget neutrality in
the initial year (1989) for the Walloon Region.
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of the Regions. Indeed, the contribution of the Regions to all the rev-
enue (VAT, excise duties, social security contributions, etc.) should be
taken into account to define a ‘fair-return’ distribution, and not only
the PIT contributions. As Decoster (2006,p.s) has shown on the basis
of Household Budget Survey of 2001, this can change the relative posi-
tion of the Regions as the contribution of the Walloon Region and the
Brussels-Capital Region to indirect taxes are higher than to the PIT.

As calculated in the Special Finance Law, the solidarity transfer has how-
ever been associated to a poverty trap for the Walloon Region and
the Brussels-Capital Region that would be generated by the solidarity
transfer. According to some studies', these Regions are not encouraged
to improve their economic performances as they receive fewer trans-
fers from the Federal Government when the PIT levied on their area
increases. In this case, the loss in the solidarity transfer could exceed

indeed the gain they get in terms of PIT transferred.

The solidarity transfer appeared especially problematic when the revenue
or the expenditure of the Regions is reported to the regional population.
The revenue and the expenditure per capita are indeed lastingly greater
in the Brussels-Capital Region and in the Walloon Region than in the
Flemish Region". This relationship reverses for the Walloon Region
when excluding the solidarity transter, while it persists for the Brussels-
Capital Region but can be justified from other considerations such as the
spillover effects, the status of capital, etc. The higher transfers per capita
to the ‘poorer’ Regions can be perceived as fair temporarily and pursu-
ing an efficiency objective, but their persistence suggests that the system

overcompensates the economic weaknesses.

In this debate on Regional equalisation, some arguments can also be
put forward to mitigate the discouraging effect of the system. First of
all, the poverty trap is mitigated when taking into account the effect
of GDP growth on own tax revenue (as registration duties, circulation
taxes, etc), especially for the Brussels-Capital Region. It is also mitigated

when doing the theoretical exercise to integrate revenue of the Walloon

16. Among others:Verdonck M., Cattoir Ph., Algoed K. (2009), Heremans D., Peeters Th.,Van Hecke (2010).
17. Among others: Heremans D., Peeters Th.,Van Hecke A. (2010), Denil E (2009).
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Region and this of the French-Speaking Community'®. Next, a Region
can face significant political difficulties when being financially depend-
ent from another Region (Decoster & Valenduc, 2011, p.259). Finally,
equalisation transfers are a main characteristic of the European econo-
mies, with relatively larger amounts in some countries such as Spain or

the United-Kingdom (Decoster & Valenduc, 2011, p.258).

However, in a context of persistence of these transfers in Belgium and
of increased regional transfers towards interpersonal solidarity (Social
Security), the detrimental effects of the equalisation mechanism have
been progressively highlighted. A greater pressure has therefore been
brought on this aspect of the institutional framework, resulting in a
reform of the equalisation formula, although the principle of a regional
solidarity has remained (and has been extended to community expendi-

ture).

The new solidarity mechanism will be determined as followed.

Table 6: New formula for the solidarity transfer

FORMULA

80% * ((Population of the Region/total population)
- ( PIT of the Region/total PIT° ))*V

V: piggyback income tax + grants shared according to tax capacity
(regional grants + 50% of communities grants from PIT)

(°) Regional component of the PIT that finances the Federal Government

Formula for the
starting year

Evolution Initial amount adjusted each year to economic growth
formula and prices evolution

Source: Agreement on the Sixth Reform of the State.

To set first the new solidarity mechanism, the Institutional Agreement
compares the amount of PIT that will be returned to the Regions and

the Communities and the grants that will be allowed to the Regions

18. The Communities also receive a grant from the Federal Government which is indexed to GDP
growth and shared among them according to their tax capacity. This share is estimated as the regional
tax capacity + a proportion of the tax capacity in the Brussels-Capital Region (20% for the Flemish
Community, 80% for the French-Speaking Community).
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and the Communities according to their tax capacity®, to an hypothetic
amount that they would have received in case of a distribution according
to the population criterion (i.e. a need criterion). It has been decided that
80% of the deviation will be compensated. Compared with the current
system, the new formula results in a lower solidarity transfer (but the
growth rate is expected to be higher than under the actual formula).
The first year of the reform implementation, the difference will be pro-
vided by means of the equalisation payment to the Walloon Region and
the Brussels-Capital Region in order to ensure budgetary neutrality (see

below, paragraph b).

In the following years the solidarity transter is indexed to inflation and to

real GDP growth, which has some implications:

— The developments in regional economic disparities will be less taken
into account in the evolution of the solidarity transfer. In terms of
regional equalisation, this appears therefore more as a lump-sum
grant rather than a proportional grant;

— There will be no link anymore with the current grants which have

been used to determine the initial basic amount

b) The equalisation grant

An equalisation grant is introduced to ensure overall budgetary neutral-
ity in the initial year of the Sixth Reform of the State. The equalisation
grant is constant in nominal terms the first 10 years. Afterwards it will be
gradually phased out over the next 10 years. That grant can be positive
(to be received) or negative (to be paid), and presents also an horizontal
dimension as it will be paid by the Federal level and by the Region(s)
benefiting from the 6" Reform of the State.

Each level of government will be provided the same amount compared
to the current system, which means that those expected to get a net gain
from the new mechanisms of revenue will have to give back this gain

the first year.

19. More specifically the basic amount (V) is given by the piggy-back income tax revenue, the new grant
for the Regions (work, tax expenditures), 50% of the PIT grant for the Communities and 50% of the
Lambermont transfers.
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The budgetary neutrality in the first year of reform implementation is an

important principle to reach a compromise:

— It is politically easier for the levels of government that are reluctant
to accept a reform as they perceived them as net losers to joint an
agreement if the expected losses occur on the medium and long term
and that some policy actions can be undertaken to prevent from such
losses;

— The budgetary neutrality ensures a financial stability for the different

entities that allows them to pursue their policies on an on-going basis.

In the following table, we illustrate at first the mechanism of the equali-
sation grant regarding the substitution of a regional piggy-back PIT for
the current PIT grant.

Table 7: Gains or losses estimated for the different levels of Governments expected to be involved in
the replacement of the PIT grant by a regional surcharge on the PIT (Piggy-back PIT) in the initial year
of the Reform

ESTIMATES FOR 2012, EURO FEDERAL THE FLEMISH  THE WALLOON  THE BRUSSELS-
REGION REGION CAPITAL REGION

The Current PIT grant 9.476.666 6.048.954 2.773.338 654.374

(negative term deducted)

Regional shares 63.83% 29.26% 6.91%

Revenue from the new piggyback 9.834.480 6.218.208 2.781.951 834.321

PIT (°)

Regional shares 63.23% 28.29% 8.48%

Gains (+)/ losses (-) -357.814 -169.254 -8.613 -179.947

Source: own calculations based on the Institutional Agreement and on the 2012 adjusted federal budget
(°) After the deduction of the negative term and tax expenditure excluded.

The current PIT grant (art 33§4) is estimated at 14,134,068 euro in
2012, whereas the overall negative term amounts to 4,657,401 euro (of
which the Walloon’s Region negative term represents 1,216,255 euro).
Given that the negative term has been corrected (to 4,299,587 euro),
the revenue from the new piggy-back income tax is higher than the

current PIT grant.
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The expected share in piggy-back income tax revenue in 2012 is 28.29%
for the Walloon Region and 63.23% for the Flemish Region, which is
slightly different from the current share in the PIT grant. The piggy-back
income tax revenue for the Flemish Region is expected to be 6,218,208
euro, which represent a gain of 169,254 euro compared to the current
PIT grant taking into account the negative term. That gain in the initial
year will be skimmed off because it belongs to the equalisation grant to

be paid by the Flemish Region.

The equalisation grant can indeed be calculated for each component of
the future revenue of the Regions when comparing the amounts they
will be transferred to and the amounts they currently benefit. The lat-
ter can be estimated by the current Special Law of Finance as far as the
solidarity transfer and the PIT grant are concerned. When considering
the new competencies (labour market and tax expenditure), reference
amounts have to be determined. These can be calculated as the estimated
regional shares in the Federal budget. In the case of tax expenditure,
these regional shares come from the Inventory of tax expenditures that
publishes the regional distribution of these expenditures®. Regarding
labour market, the reference amounts are based on regional share esti-
mated to $2% for the Flemish Region, 35.1% for the Walloon Region
and 12.9% for the Brussels-Capital Region®'.

Table 8: Various components of the equalisation grant to be transferred (+) to or to be paid by (-) the
Regions in the wake of the Sixth Reform of the State (estimate for 2012)

ESTIMATE FOR 2012, THE FLEMISH THE WALLOON THE BRUSSELS- THE FEDERAL
MILLIONS OF EURO (°) REGION REGION CAPITAL REGION GOVERNMENT
Labour Market -191,5 412,5 2236 -444.6
Tax expenditure 81,6 -16,1 -65,4 0,0
Piggy-back PIT -169,3 -8,6 -179,9 357,8
Solidarity transfer 0 222,6 71,5 -294,1
Total -279,2 610,3 49,8 -380,9

Source: Own calculations based on the Institutional Agreement and 2012 adjusted federal budget
(°): a positive sign means that an equalisation grant will be transferred, and then that the Region is expected to lose
from the new mechanism while a negative sign means that an equalisation grant will be paid.

20. The most recent figure is for the 2009 income.
21. The current labour market grant (drawing rights) excluded.
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For instance, the Walloon Region benefits in the initial year from the
substitution of the Pit grant/tax expenditure by a piggy-back income
tax (gain estimated at 8.6+16.1 million euro). However, the introduc-
tion of the new grant related to labour market responsibilities together
with the new solidarity mechanism entails a budgetary loss compared
with the expenditure received in the unchanged policy scenario.
These losses, amounting to respectively 412,5 and 222,6 million euro,
dominate the benefits in the initial year and result in a net equalisation

grant of 610,3 million euro to be received by the Walloon Region.

Consequently, if the principle of equalisation is relatively easy to
understand, it will no longer be evident to ensure its practical appli-
cation. The lump-sum equalisation transfers are indeed currently
assessed on the basis of provisional parameters, and they will need
to be updated according to the parameters that will be set finally by
the law. Moreover, since the Federal government has cut into some
tax expenditures expected to be devolved to the Regions, this raises
the question whether this decision must be taken into account in the

evaluation of the lump-sum equalisation transfers.

It should also be noticed that the results of the Brussels-Capital Region
in the table above need to be analysed in the light of its refinancing.

3.1.4 REFINANCING THE BRUSSELS-CAPITAL REGION

One of the main challenges of the fiscal federalism framework in Belgium
is to provide the Brussels-Capital Region a fair proportion of the revenue
generated in the country area that allows an efficient provision of public
goods and services in this Region. The determination of a “fair propor-
tion” is indeed rather problematic when taking into account following

considerations.

An important part of the gross domestic product is generated on the
area of the Brussels-Capital Region, as it gathers main head offices
of firms and of administrations. In the same time, taxable income in
this Region is relatively low, as more than half people working in the

Brussels-Capital Region live in the other Regions, and as the revenue of
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European Commission civil servants living in Belgium and especially in

the Brussels-Capital Region is non- taxable.

Moreover, to the extent that the Brussels-Capital Region is the capital
of Belgium and of the European Union, and that it receives everyday
many commuters, a major part of its budget is allocated to the provision
of public goods with strong spill-over effects, such as public transport,
security or cultural infrastructures. The Region gets additional grants to
cover these specific responsibilities, but these have often been considered

as insufficient (de Callatay 2007,van der Stichele 2003).

It has been highlighted however that the financial problems of the
Brussels-Capital Region are also somehow endogenous due to ineffi-
ciency problems in political structures and especially due to an unem-
ployment rate which is one of the highest amongst capital cities (see
notably OECD 2009).

Although the Region also gets the solidarity transfer since 1997 as the
income per capita is below the national average, this transfer cannot be
considered as a funding of the specific tasks or as compensation for the
loss of taxable income that benefit the two other Regions. This solidar-
ity transfer is indeed expected to help this Region to face its own eco-
nomic difficulties, such as the high unemployment rate, the insufficient

knowledge of languages and the average low level of inhabitant’s training.

Giving these various elements and in the slipstream of a solution for the
BHV electoral district, the Reform has provided the Brussels-Capital
Region additional grants that can be divided in two parts according to
their implementation date: a first part, composed mainly of earmarked
grants has already been implemented in 2012, while a second part which
takes into account the impact of commuters flows, will be transferred

when the new financing law will be voted.
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Tahle 9: Additional grants to the Brussels-Capital Region (millions of euro)

(MILLIONS OF EURO) 2012 2013 2014 2015
First part 134 175 217 258
Earmaked grants (mobility, security,...) 110 151 192 233
Non earmaked grants 24 24 25 25
Second part 0 61 129 203
Grant commuters 0 13 28 44
Grant European civil servants 0 48 101 159
Total 134 236 346 461

Source: Agreement on the Sixth Reform of the State.

About the half of the additional grants is earmarked and purposed to

allow the Region meeting its specific responsibilities of capital and centre

of activity. The second part of the grants relates to the loss in revenue

faced by the Region due to the taxation of commuters to their place

of residence and due to the high proportion of European Commission

civil servants on the regional area. The grant supposed to compensate

for commuters is a horizontal grant financed by the two other Regions.

This additional funding system calls for some considerations:

The rather ‘weak’ spending power of the Brussels-Capital Region
for the specific grants (first part) is consistent with the fact that these
are purposed to deal with responsibilities of Capital and employment
centre that involve all the parts of the country;

The amount of 461 million euro is close to the results of some previous
studies (de Callatay 2007 and van der Stichele2003 in OECD 20009);
This amount is however expected to remain below 0.1% of the
GDP after 2015, with the grant commuters and the grant civil serv-
ants remaining constant from ‘2015’ onwards to achieve this target.
The refinancing system has therefore no dynamic reference criteria
after 2015(for instance the numbers of commuters). By this lack of
dynamic, a gap between the revenue and the needs of the Brussels-
Capital Region could be observed on the middle term with to little
resources for the Region, e.g. in the case of growing number of com-

muters, or a windfall gain in the opposite case;
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— A small part of the grant is financed by the two others Regions. This
would have been an incentive to limit fiscal competition across the
Regions, if it has been expected to evolve in proportion to the num-

ber of commuters.

3.1.5 ATTEMPT OF EMPIRICAL ASSESSMENT
OVER THE NEXT FEW YEARS

In this section we attempt to estimate the budgetary impact of the
Reform on the Regions over the next 10 years in terms of gains/losses
compared to an unchanged policy scenario. The macroeconomic param-
eters (GDP growth, inflation) rely on the medium-term outlook of the
Federal Planning Bureau (May 2012) and on its inflation forecasts of July
2012.We also make various assumptions, notably in terms of PIT elastic-
ity and tax capacity (see table in annex). We assume in particular that the

elasticity of PIT revenue to the real GDP per capita equals 1.5>.

Furthermore, in the constant policy scenario, the YOY growth of the
tax and labour market expenditures are expected to keep ahead with the
economic growth rate®.It should be noticed that neither the refinancing
of the Brussels-Capital Region nor the higher contributions for the pen-

sions of the own civil servants are taken into account.

The budgetary impact is calculated taking into account the effect of the
equalisation grant. Not only in the initial year but also in the follow-
ing 10 years the equalisation grant is to be paid or received. Due to this
equalisation grant there is no budgetary gain or loss in the initial years
but the dynamics of the new financial arrangements will be different.

Hence there can be budgetary losses/gains in the future.

A crucial parameter in determining the future budgetary outcome is the
GDP elasticity of the personal income tax revenue. The higher this elas-
ticity the greater the gain (loss) for the Regions (Federal Government) as

in the constant policy scenario the personal income tax revenue accrue

22. This is the implicit elasticity used during the negotiations (see Decoster and Sas (2012)).
23. In the future measures probably will be needed to stabilize these tax expenditures in terms of GDP.
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for 100% to the Federal Government (and hence the elasticity gain)

whereas the PIT grant evolves with economic growth.

With a GDP elasticity of personal income tax revenue equal to 1.5, the
budgetary gains for the Regions increase over time, especially regarding
the Flemish Region. Only in the first years of the reform the Walloon
Region should suffer budgetary losses. Given the dynamics of the new
arrangements, the benefit for this Region and for the Brussels-Capital
Region resulting from the PIT surcharge should compensate the (initial)
losses on the solidarity transfer and on the devolution of the new respon-
sibilities. The gain for the Flemish Region (estimated at $18 million euro
in 2020) should also compensate the budgetary losses for the Flemish

Community (see further).

Table 10: Expected gains and losses from the new revenue mechanisms for the various governments over
the next years (equalisation grant being deducted), PIT elasticity to the real GDP per capita set at 1,5

MILLION OF EUROS 2012 2013 2014 2015 2016 2017 2018 2019 2020
GROSS  NET

The Flemish Region -2792 00 362 8,4 1470 2189 2922 364,7 4372 5180
The Walloon Region 6103 0.0 -120 -202 -243 -263 -7,7 21,1 470 774

The Brussels- 498 00 125 296 408 533 511 528 686 847
Capital Region
The Federal -380,9 00 -36,7 -948 -163,5 -2458 -335,7 -438,6 -552,7 -680,1
Government
The General 0,0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Government

Source: Own calculations based on MT outlook Federal Planning Bureau and on the 2012 adjusted federal budget

The magnitude of the GDP elasticity of PIT revenue has caused a lot
of controversy during the negotiations, as the observed elasticity of the
PIT to (real) GDP over the last decade has been lower than 1.5 since the
Federal Government implemented a tax reform reducing tax burden. If
we set a GDP elasticity of personal income tax revenue equal to 1, which
reflects the observed elasticity during the previous decades*, and also

results from the assumption that some measures will be implemented

24. We can indeed calculate that on the previous period (1990-2007/2009), the PIT kept ahead with
the real GDP according to an average elasticity close to 1 (0.97 over 1990-2007, and slightly lower
when deducting the exemptions on withholding taxes from the Federal Government).
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to offset the inherent increase of PIT compared to taxable income,
the budgetary outcomes will be totally different. The Flemish Region
should lose revenue, and there would be no further compensation for the
losses at the community level. As regards the Walloon Region, the PIT
revenue does no longer compensate the budgetary losses incurred with
the other aspects of the reform. These results have also been highlighted
by Decoster & Sas (2012).

Table 11: Expected gains and losses from the new revenue mechanisms for the various governments over
the next years (equalisation grant being deducted), PIT elasticity to the real GDP growth per capita is set at 1

MILLION OF EUROS 2012 2013 2014 2015 2016 2017 2018 2019 2020
GROSS  NET

The Flemish Region -279.2 0.0 -8,1 -204 -328 -457 64,7 -921 -127,9 -164,0

The Walloon Region 6103 0.0 -31,7 -672 -103,8 -142,7 -1641 -178,9 -200,2 -2211

The Brussels- 49,8 0.0 6,6 15,1 16,0 16,4 1,3 112  -10,7 -11.3

Capital Region

The Federal -380,9 0.0 332 724 1206 1720 2274 2822 3339 394

Government

The General 0,0 0.0 0.0 0,0 0,0 0,0 0,0 0,0 0,0 0,0

Government

Source: Own calculations based on MT outlook Federal Planning Bureau and on the 2012 adjusted federal budget

What we observe in such a context 1s that, conversely to what happened
on the last decade, the Regions would be impacted in case of federal
reforms reducing tax burden. As we are not anymore in a context of
‘unchanged policy’, the question to be addressed here 1s however less the
evaluation of gains and losses than the exercise of discretionary power
regarding PIT. How this power will be dealt with by the difterent levels
of governments, and which tax coordination is to be provided? This issue

is especially sensitive in the context of fiscal consolidation.

3.2  The Communities

The Sixth Reform of the State also changes the financing arrangements of
the Communities providing the devolution of new spending obligations

in the social policy and significant changes in the revenue mechanisms.
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Those measures confirm the special feature of the Belgian fiscal federal-

ism where Communities and Regions exist side by side, with overlap.

The refinancing as decided in 2001 will be scaled back and more weight
will be given to the demographic factor in the division of the grants

amongst the two main Communities.

Tahle 12: Revenue structure of the Communities under the current system compared to the Sixth
Reform of the State

CURRENT SYSTEM REFORM
Tax revenue transferred to  Basic grant (PIT) = Basic grant (PIT)
the Regions and the Com- - _ .
munities (VAT & PIT) Basic grant (VAT) = Basic grant (VAT)
Grant for radio and television > Grant for radio and television licence fee
licence fee (PIT) (VAT)
Refinancing from Lambermont 7 Refinancing from LA shared according to
Agreement (LA) (VAT) number of pupils (VAT)
~  Refinancing from LA shared according to
tax capacity (PIT)
Grants Grants for foreign students = Grants for foreign students
Grants for National Lottery = Grants for National Lottery

+ Grants for new responsibilities in social
policy (family allowances, health care,

elderly care)

Source: Agreement on the Sixth Reform of the State.

Furthermore, some aspects of the social policy will be transferred to the
Communities. These are family allowances, elderly care (care homes,
hospitals, etc.) and a part of health care. The following part of the text
looks first at the consequences of the new revenue distribution across the
Communities. Then, the transfer of responsibilities is analysed with an
emphasis to the driving forces that lead to this transfer and the issues that

arise for the Communities.

3.2.1 EVOLUTION IN THE FINANCING ARRANGEMENTS
OF THE CURRENT RESPONSIBILITIES

As they have no taxing power (see part I), Communities are mainly
financed by federal grants funded through VAT and PIT revenue. The
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Lambermont Agreement (2002) provided the Communities additional
amounts of VAT to ensure fiscal sustainability and adequate financing
of education especially in the French-Speaking Community. These
additional amounts called ‘Refinancing’ were composed of further
lump-sum transfers and of a linkage to the economic growth (according
to a coeflicient of 91%). At the same time, however, the Lambermont
Agreement introduced the personal income tax capacity as criterion of
VAT distribution across the Communities while the number of pupils
in each Community was traditionally used. In practice, over a 10 years
transition period, the ‘refinancing’ was expected to be shared fully

according to tax capacity by 2012.

Consequently, the proportion of VAT transfer distributed following the
numbers of pupils decreased on the last decade as well as the implicit soli-
darity ensured by such a key (see figure 2), the gap between the two lines
on the chart reflecting the proportion shared according to tax capacity

(i.e. all the refinancing in 2012).

Figure 2: Evolution of the VAT transfers over the last decade
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As a result, the VAT transferred to the Flemish Community grew clearly
faster over the past decade (see figure 3), the income tax yield being a more
favourable criterion for this entity than the number of pupils. As far as such
a distribution has been considered as a major challenge for the French-

Speaking negotiators, a correction of the previous provisions has been made.

In the initial year of the Sixth Reform, the global VAT grant will be
calculated according to the present rules, but the Lambermont means
(refinancing) will be scaled down as their relative share in the VAT grant
is set at its 2010 level (lower than the 2012 level). The other component
of the VAT grant, called ‘basic grant’ will therefore become higher in
the initial year and will be indexed to inflation, 0.91% of the economic
growth and to the evolution of the number of children aged less than
18 in the Community where it is the more favourable (i.e. the French-
speaking Community up to now). This grant will be shared according to

the number of pupils in each Community.

The Lambermont means, such as set in the initial year, will be now
included in the PIT grant transferred by the Federal Government to the
Communities and will be indexed to inflation and 82.5% of real GDP
growth. Since these will no longer be linked to the number of chil-
dren aged less than 18, which is expected to grow further (compared
to the ‘2012’ level), there are some additional savings for the Federal
Government. Otherwise, the Lambermont means will be distrib-
uted, as in the current system, on the basis of the relative shares of the

Communities in the federal PIT*.

The PIT grant transferred to the Communities by the Federal
Government will no longer be indexed for 100% to real GDP growth

but only for 82.5%.

The R&T licence fee will be allocated among the two Communities on
the basis of the relative number of pupils (6-17 years old) and will follow
the YOY growth of the VAT (basic) grant. Currently the R&T licence

fee is specified for each Community and is indexed to inflation only.

25. With the distribution of the PIT in the Brussels-Capital Reegion remaining based on a key 80%/20%
(respectively for the French-Speaking Community and the Flemish Community).
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Figure 3: Evolution of the VAT transfers over the last decade: distribution across the Communities
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3.2.2 EQUALISATION GRANT

Similarly to the Regions, the new financial arrangements for the
Communities are made budgetary neutral in the initial year for all the
governments involved. For every government an equalisation grant is
calculated taking into account the gains and losses of the new arrange-
ments in the initial year vis-a-vis the current arrangements (grants under

the unchanged policy scenario).

Tahle 13: Details of the equalisation grants transferred to (+) and paid by (-) the Communities

ESTIMATE FOR 2012, THE FLEMISH THE FRENCH-SPEAKING THE FEDERAL
MILLIONS OF EURO COMMUNITY COMMUNITY GOVERNMENT
Grant for R&T license fee 69,2 -69,2 0,0
PIT grant -17,6 17,6 0,0
VAT grant 20,3 -20,3 0,0
Total 7,9 -1,9 0,0

Source: Own calculations based on the Institutional Agreement and on 2012 adjusted budget.
(°) Note: a positive sign means that an equalisation grant will be received as the Community is expected to lose from
the new mechanism in the initial year whereas a negative sign means that an equalisation grant will have to be paid.
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In the initial year there are no losses or gains for the Federal Government.
As the new arrangements imply a net transfer from the Flemish com-
munity towards the French-speaking community, this will be compen-
sated by an equalisation payment from the French-speaking community
towards the Flemish community. This equalisation grant is determined
by the gain/loss in the first year of the Reform implementation. In the

following ten years this grant is kept constant in nominal terms.

3.2.3 NEW RESPONSIBILITIES: RATIONALE
AND FINANCING ARRANGEMENTS

Driving forces towards decentralisation of social protection existed for a
long time in the Flemish part of the country, where the regional social
policy has always been a sphere of high interest. Various elements reflect
this phenomenon, notably the implementation of a care-insurance scheme
since 2001, that provides elderly people living in the Flemish Region
an allowance to increase welfare in case of high care dependency. The
allowance is financed by a mandatory contribution of each inhabitant
of the Flemish Region*. It also appears that the share of the expenditure
designed to social protection is higher in the Flemish Community than

in the French-Speaking Community (Deschamps & al., 2011).

There has always been however a strong reluctance to decentralise the
social protection in the French-speaking population since such decen-
tralisation 1is expected to jeopardise the Federal Social Security System
that lies at the heart of the Federal State, and to dismantle the national
model of insurance and solidarity across people within the country that

has been implemented since the end of the Second War.

It should be noted however that Belgium has been characterised up to
now by a very low level of decentralisation in health care and social protec-

tion in general compared to other Federal Countries as Spain, Austria or

26. People living in the Brussels-Capital Region can choose to contribute to the care-dependence
scheme.
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Switzerland?. Political pressure to decentralise some aspects of social pro-

tection aligns therefore in the underlying trend of the European countries.

This underlying trend meets some political requirements to reduce soli-
darity transfers within the countries where socio-economic differences
across the sub-central governments are progressively increasing and
where policy preferences diverge across regions. In Belgium, as some
interregional transfers to the benefit of the French-speaking population
can be identified from the Social Security System, the decentralisation
of some aspects of social policy also provides an opportunity to set new
distribution mechanisms that promote accountability rather than solidar-

ity and decrease the solidarity transfers across the population.

Furthermore, some theoretical approaches promote to some extent the
decentralisation of the redistributive function including social action,
as the local governments are better informed of the population specific
needs and as the richer people should contribute easily for their ‘neigh-
bours’ (Denil, Mignolet, Mulquin, 2004). Such decentralisation also
allows for the implementation of reforms by some sub-national entities

on which other entities can draw (‘learning from others’).

Conversely, there are arguments in favour of the centralisation of the
social protection. This prevents harmful competition on social spending
across the Communities. Such competition can lead to adverse selection
phenomenon with the wealthier people abandoning area where high
contribution are collected to finance high level of redistribution, and
raises therefore the issue of equity across inhabitants within a coun-
try. Moreover, the centralisation of the Social Security System is often
combined with the centralisation of the process of wage determination.
This latter allows for more equity across working people but also for
more efficiency as the firms do not deal with various social partners to

negotiate the wages.

27. Based on OECD database, it can be calculated that the States governments deal with 2% of total
health care in Belgium compared to 30% in Austria, 91% in Spain and 86% in Switzerland. The dif-
ference is lower regarding broadly social protection as the proportion of the States governments in
total spending is 7% in Belgium compared to 15% in Austria, 10% in Germany, 30% in Spain and
29% in Switzerland.
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By decentralising family allowances and some limited aspects of health
care and elderly care, the Sixth Reform attempted to strike a compromise
between these opposite views. The following table gives some informa-

tion on how big are these transters and how it will be distributed.

Table 14: New responsibilities transferred to the Communities

ESTIMATE FOR DISTRIBUTION EVOLUTION FORMULA
2012 (MILLIONS ACCROSS THE
OF EURO) COMMUNITIES
Family allowances 5,822 Population 0-18 Evolution of the population 0-18 years in
years in each each Community + prices evolution
Community
Elderly care (care 2,981 Population aged 80 | Evolution of the population aged 80 years
homes, hospitals years and over in and older in each Community + prices
and social allowance) each Community evolution + growth GDP per capita
Other health care 1,230 Population in each | 82.5% of GDP growth + prices evolution
and assistance (°) Community
Fund to finance 77 to be defined to be defined
specific childcare (°°)

Source: Institutional Agreement on the Reform of the State.
(°) FESC, (°°) Hospitals buildings, psychiatric hospitals

Regarding the devolution of family allowances to the Communities,
it should be noted that, to avoid to have two separate regimes in the
Brussels-Capital Region, the family allowances will be managed by the
joint Commission to the Communities (COCOM) in this area, a body
made up for cooperation regarding Community matters in the Brussels-

Capital Region.

In contrast to the spending obligations transferred to the Regions, the
responsibilities devolved to the Communities will be fully financed
through grants and will be shared across the Communities according
to needs criteria such as population. This approach reflects the will to
observe a more equal distribution of social policy than taxable income
given that social policy as well as education is considered as national
public goods. In such a case, there is a room for equalisation mechanism
as suggested by one of the main rule of the reform that calls for “taking

into account population and pupils criteria”.
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However, despite the maintenance of solidarity through the distribution
formula, the Reform involves many issues and challenges regarding the

new responsibilities transferred.

One of these challenges comes from the symmetry between the pay-
ment of the social benefits that is transferred to the Communities and
the collect of the social contributions designed to finance these alloca-
tions that remains a prerogative of the Social Security. In such a case, the
insurance approach of the Social Security that promotes equal benefits
for equivalent taxpayers will probably no longer be strictly implemented
as the Communities are expected to make different choices regarding
family allowances or elderly care. The interpretation of the insurance
principle should then become larger and should refer to the possibility for
each inhabitant to choose freely its place to live and therefore its level of
allowances (de Borman and de Briey, 2012). Since this possibility is rather

theoretical, this raises however the question of horizontal equity.

In the inclusion of the entitlement to family allowances in the
Constitution, and the convergence of the family allowances of self-
employed with these of employees that is provided in the Institutional
Agreement, we can see a preoccupation of the negotiators regarding
equity and an attempt to ensure a minimum standard across the country
regarding child allowances. This decision is probably based on the fiscal
federalism reform of 1989 that has included in the Constitution (art. 24)
the principle of equivalent access and equal opportunities in the educa-
tion system as this system was just devolved to the Communities (de

Borman and de Briey, 2012).

It appears otherwise that under the current system the average family
allowance is higher in the Walloon and the Brussels area than in the
Flemish area as they have more beneficiaries of increased allowances
for socio-demographic reasons. The amounts granted to the French-
Speaking Community and to the COCOM that will deal with the
allowances in the Brussels-Capital Region will therefore just partly cover

the current needs regarding family allowances (CESW, 2012).
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Moreover, since the grants financing health care responsibilities will
evolve according to a part of the GDP growth, this evolution will
now depend on the income developments rather than on the needs (de
Borman and de Briey, 2012). It should also be noted that the evolution
is going to be lower than the growth rule of the health care expenditure

(4.5% in real terms).

Finally the Reform will lead the Communities to make policy choices
regarding these new responsibilities in social protection, not only in
terms of levels and standards of social protection but also in the way
to manage these new tasks. It is an open question to see if it will be
with a strong implication of social partners as it is the case in the cur-
rent Federal Social Security or with a prevalent role of the sub-central
government and the predominance of an administrative approach (de

Borman and de Briey,2012).

3.2.4 ATTEMPT OF EMPIRICAL ASSESSMENT
OVER THE NEXT FEW YEARS

As for the Regions, we compare the forecasted budgetary outcomes
under the new arrangements with the budgetary forecasts given the cur-
rent arrangements for the Communities. This comparison also relies on
the medium-term outlook of the Federal Planning Bureau (May 2012
+ inflation forecasts July 2012) and is based on various assumptions (see
table in annex). We do not take into account the budgetary effects of the
transfer of the new expenditures to the Communities (contrary to the
Regions as few information is available on the evolution of those under
no policy change scenario). Hence, budgetary effects to the COCOM
are not considered here. As for the Regions, the higher contributions for

the pensions of the own civil servants are not taken into account.

The fifth Reform of the State involved a refunding of both communi-
ties, albeit at different speed?®. The Sixth reform will refinance both the

Federal Government and the French-speaking community. The addi-

28. Expressed in per capita (total population) terms the gap in the per capita grant between the Flemish
and the French-Speaking Community has been reduced by the fifth Reform of the State and would
become positive at the end of this decade.
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tional means for the former are expected to be used to pay the higher
pension contributions. The criterion of impoverishment has not been
considered at the level of the Flemish Community: depending on the
elasticity of the PIT revenue the losses at the Community level will or

will not be compensated by the gains of the Flemish Region.

Table 14: Expected gains and losses from the new revenue mechanisms for the various governments
over the next years (equalisation grant being deducted)

MILLION OF EUROS 2012 2013 2014 2015 2016 2017 2018 2019 2020
GROSS NET

The Flemish Community -71,9 00 -21 -453 -946 -146,1 -206,1 -272,0 -342,0 -412,6

The French-Speaking Community 71,9 0,0 280 334 399 479 594 740 905 1052

The Federal Government 00 00 -259 11,9 547 983 146,7 1980 2515 3074

General Government 00 00 00 0,0 0,0 0,0 0,0 0,0 0,0 0,0

Source: Own calculations based on MT outlook Federal Planning Bureau and on the 2012 adjusted federal budget

3.3 Two accountability mechanisms for the
Regions and the Communities

The Sixth Reform finally provides the implementation of two account-
ability mechanisms regarding respectively the pensions of the civil serv-

ants and the investment in renewable energy.

The accountability mechanism regarding the pensions meets one of
important issue of the Belgian fiscal federalism that has already been
raised, and refers to the fact that the pensions of the civil servants of
the Regions and the Communities administration are financed by the
Federal Government. The financing of these pensions have indeed
never been decentralised during the previous institutional reforms, since
this was considered as a share of social protection that remained a core

responsibility of the Federal level.

Some attempts have been made to involve the Regions and the
Communities in the financing of the pension expenditure of their civil

servants but they led to a rather limited contribution. In particular, a
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Special Law of 2003 brought a new mechanism called ‘accountability

contribution’ but has never been eftectively applied.

However, given that the ageing costs mainly come under the Federal
Government (Social Security) as well as the public debt service, and
that the latter financial position strongly deteriorated notably with the
emergence of the economic crisis (but also due to a lack of prefund-
ing of the ageing costs via a greater debt reduction), a broad consensus
has been reached in view of a greater involvement of the sub-national
entities in the funding of ageing cost. One solution is suggested by
transferring to the sub-national entities a share of the cost of their civil
servant pension scheme, as it was even recommended among others by
the OECD (OECD, 20009, p.63).

The Sixth Reform of the State materialised this consensus by provid-
ing the effective implementation by 2012 of the Special Law of 2003.
Hence the Regions and the Communities should pay to the Federal
Government an additional amount of about 9o million euro in 2012
through accountability contribution (FPB, 2012, p.119). From 2016,
a new mechanism that measures the contribution as a growing share
of the regional and community civil servant payroll* can be applied
as soon as the amount exceeds this resulting from the Special Law
of 2003. According to some estimates, the contribution of the sub-
national entities should reach in total 0.21% of GDP by 2030 (Bisciari

and Van Hensel, 2012, p.84).

The Reform also provides an accountability mechanism to encourage
the Regions to invest in energy efficiency. In practice, the Regions
will be assigned multi-annual targets in reducing greenhouse gas emis-
sions in the building sector. They will get a bonus from the Federal
Government if they surpass their objective while they will have to pay
the Federal Government a fine if they miss their target. In this case,
the amount transferred will be proportional to the gap and the Federal

Government will in turn use it to invest in reducing greenhouse gas

29. Actually, this contribution will reach a maximum of 8.86% of the gross payroll that is comparable to
the rate applied on the payroll of the contract staff.
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emissions. The operational details of such a mechanism are expected

to be detailed in a following law.

It should be noticed that the accountability mechanisms are not taken
into account in the equalisation transfers as these mechanisms will lead

to net transfers across level of governments.

4. CONCLUSION AND OUTLOOK

The Sixth Reform of the State provides a significant devolution of new
responsibilities to the Regions and to the Communities, and implies

major changes in the revenue mechanisms (designed to these entities).

The Communities receive new responsibilities regarding childcare
(family allowances) and health care (elderly care among others). Such
decentralisation allows for ‘learning from others’, with the imple-
mentation of specific reforms in one Community providing room for
improvement in the other Communities. On the revenue side, the
decisions regarding the Communities are characterised by the preva-
lence of solidarity across the entities, in compliance with the principle
that national public goods (education, health and childcare) of which
the Communities are in charge must be more equally distributed than
the income. This solidarity has been materialised by using demo-
graphic keys to share spending power regarding new responsibilities,
but also by switching to growing importance of the pupil’s criterion in

the distribution of the Lambermont transfers (refinancing).

Moreover, a part of the transfers financing current responsibilities are
now evolving according to less generous parameters, as the PIT grant
becomes only partially linked to the economic growth (82.5%). As a
result of the new vertical and horizontal distribution of the current trans-
fers the Federal Government, as well as the French Community, should
benefit from the reform while the Flemish Community should receive
less revenue compared to an unchanged policy scenario. Considering the
new responsibilities of the Communities, we have too little information avail-

able to make a global empirical evaluation over the next years. However,
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relying on some elements, it appears that policy choices will probably
have to be done regarding social protection standards and social govern-
ance, especially in the French-Speaking Community where the current
use of Federal Budget regarding family allowances remains higher than

the share expected to be transferred on the basis of demographic keys.

Taxing power of the Regions has been extended by the Sixth Reform
of the State, as a significant part of their revenue will rely on a piggy-
back income tax (surcharge on the Personal Income Tax) and as they
will get the competence for tax expenditure related to their responsi-
bilities (housing, energy saving). The Regions will be autonomous to
increase or decrease the surcharge rate and the tax expenditure, within
some limits to preserve the progressive character of the Personal Income
Tax and to avoid unfair tax competition (while the latter is not defined).
Furthermore, the Regions will receive additional responsibilities regard-

ing labour market, and in particular active labour market policies.

The increase of taxing power and the devolution of new responsi-
bilities to the Regions are expected to allow these entities to better
align their policies to their preferences and their priorities. From the
budgetary perspective, the impact of the Sixth Reform of the State on
the Regions depends on some mechanisms. At first, the Regions will
benefit from the faster growth than GDP of the Personal Income Tax,
as part of their revenue becomes a proportion of the PIT. This benefit
depends however on the elasticity of the PIT. It is estimated to 1.58 (to
the real income per capita) by the Federal Planning Bureau under a no
policy change scenario. In practice, it could be however lower if the
inherent increase of the PIT revenue was (partly) offset by federal tax
reforms reducing tax burden (which corresponds usually to the gen-
eral assumption regarding long-term elasticity of the PIT). Next, the
grants designed to finance additional labour market and tax expendi-
ture should just partly cover the current expenditure, as they are
linked partially to the real economic growth (70%). This provision is
supposed to compensate the benefit for the Regions resulting from the
proportional surcharge and ensure a kind of neutrality for the Federal
level. Finally, the solidarity transfer from the Federal Government to

the Regions of which PIT per capita is lower than the national average
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is reformed. The equalisation will now more refer to the needs of the
entities than to the regional differences between income tax yields,

which is supposed to eliminate the so-called ‘poverty trap’.

Within various assumptions regarding macroeconomic context but
also regarding the value of some key parameters (among which PIT
elasticity to GDP supposed to be 1.5), it appears that the Regions should
get more revenue from the Reform over the next 1o years, especially
the Flemish Region, while the Federal Government should face a loss
in revenue (on the ‘regional side’ of the Reform). In a sensitivity anal-
ysis relying on a lower elasticity of PIT to GDP growth (close to 1),
we observe rather different evolutions, i.e. that the Walloon Region
should lose revenue and that the benefit of the Flemish Region should
not suffice anymore to compensate for the estimated losses at the
Community level. It means that the Regions would be impacted in
case of federal reforms reducing tax burden, conversely to what hap-
pened on the last decade. The use of taxing power by the different
levels of government and tax coordination arise therefore as rather

sensitive issues, especially in a context of fiscal consolidation.

Beyond the devolution of new responsibilities and the changes in the
current revenue mechanisms, the Sixth Reform of the State also provides
a refinancing for the Brussels-Capital Region and two accountability
mechanisms, regarding respectively the pensions of civil servants and
the investment in energy efficiency. The Refinancing of the Brussels-
Capital Region is aimed to allow this Region a fair funding, regarding
its specific spending obligations and its contribution to the GDP. This
refinancing is first tailored to various needs criteria such as the number
of commuters, civil servants, etc., but has a more lump-sum character
after 2015. The two accountability mechanisms have been included in
the Reform in order to enforce the Regions and the Communities to
deal with the fiscal consequences of their decisions regarding their civil

servants and regarding the investment in energy efficiency.

The net budgetary impact of the Sixth Reform of the State on the
Communities and the Regions is therefore difficult to assess in the

middle and long run. For the Regions, this impact is in particular
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highly sensitive to the value of the elasticity regarding GDP growth
(see above). For all the entities, it will furthermore depend on the
assumptions regarding unchanged policy scenario, especially regard-
ing the evolution of the expenditure devolved to the Communities
and the Regions. How to know how childcare, elderly care, labour
market policies should have evolved when remaining at the Federal
level? The Federal Government could for instance benefit from the
devolution of new responsibilities if the growth of these tax expendi-
ture or social expenditure was expected to be higher than the planned

evolution of the grants.

While there is uncertainty on the budgetary impact over the next 1o
years, the fiscal neutrality in the first year of implementation is a key
rule of the Reform, with an equalisation grant being transferred from
the entities supposed to benefit from the Reform to the entities sup-
posed to lose revenue (in the first year). As set out in the institutional
Agreement, any consolidation measure from the Federal Government,
the refinancing of the Brussels-Capital Region and the transfers result-
ing from accountability mechanisms are not taken into consideration in
the equalisation grant. This equalisation grant remains constant over the

next 10 years and decreases progressively afterwards.

However, if they must be taken into account in terms of political econ-
omy, these considerations on the potential gains or losses across the levels
of government have also to be replaced in an even larger framework of
national welfare. As highlighted in Decoster and Sas (2012, p.33), the
welfare of the Flemish, Walloon and Brussels citizens also results from

national policies (e.g. social protection and justice).

This issue of national welfare should in particular be addressed with
regard to the consolidation path. The Sixth Reform of the State
reduces indeed the fiscal leeway of the Federal Government which
transfers new spending power and taxing power to the Regions and
the Communities while it remains responsible for most of ageing costs
and for the major part of the debt (and debt service). Such a situation
makes the Federal Government vulnerable to sovereign debt risks. As

recommended by the High Council of Finance (HCF), the finalisation
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of the Sixth Reform of the State should allow for the contribution of
the Regions and the Communities to the fiscal consolidation eftorts
in view of a fair-burden sharing of these efforts and the fiscal sustain-

ability of each level of Government.
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Conclusion

Francoise Thys-Clément *

One of I.B.E.P’s (Belgian Institute of Public Finance) main missions is to
provide precise analyses of the evolution of public finances. It is on this
basis that, since after W WI1I, it has regularly published books on the decen-
nial evolution of budgetary and fiscal policies. We must thank Etienne de
Callatay to have conducted this monograph, as he had ten years ago, that
describes the evolution of public finances from 2000 to 2010. The title
clearly emphasizes the difficulties regarding the efforts carried out during
the previous 20 years to bring the Belgian economy back on track. The
book also presents an essential questioning of the future since the eco-

nomic and politic paradigm has changed during the last ten years.
How indeed can one not consider the future?

Economists try to propose correcting measures of budgetary policies
to face the damages caused to the real economy by the turmoil and
turbulences induced by the world’s financial sector and the increas-
ing public debt inflated by large budget deficits. Furthermore, they
have to take into account that our country faces a double institu-
tional transformation of both its internal federal structure as well as
its international integration into a Euro zone that is struggling to

prove its capacity to retain its current structure.

Frangoise Thys-Clément is Professor at the Université libre de Bruxelles and member of the Acadé-
mie Royale de Belgique — Classe des Lettres et des Sciences morales et politiques. She particularly
wishes to thank Etienne de Callatay for the lively discussions that followed their meetings during the
preparation of this book.
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‘What economists advocate is a change in the behavior of both citizens
and politicians. Indeed, most of them highlight the mistakes in the mac-
roeconomic governance and propose necessary actions to curb the cur-

rent pessimism.

It 1s clear that we have to improve the efficiency and equity of pub-
lic interventions and, obviously, of the taxes and other levies needed to

finance them.

The problem of efficiency and effectiveness of the public sector is not
studied sufficiently and even though this monograph raises this question,

it does not provide concrete answers.

The question of equity and in particular intergenerational equity is also
insufficiently discussed even though it is well-known that younger gener-
ations will have to carry the burden of the reconstruction of the economic
and financial systems in addition to moving towards a more sustainable

development that has become essential given the energy crisis.

The authors of the chapters of this book are all high level protessionals
and some of them have very important political and monetary respon-
sibilities. They clearly point out that it is not possible to compare the

decade studied in the book with the previous years.

Belgium has changed its paradigm: as a small open economy in the Euro
zone, it has lost control over many of its economic instruments, in par-
ticular the exchange rate. Furthermore, being in an institutional federal
transformation, it faces the setbacks of world financial shocks and of the
lack of governance of banking institutions. It is inexorably dragged in the

existential difficulties of the Euro zone.

According to Herman Van Rompuy, Belgium has become “too small”,

especially to be able to host large financial institutions.

Too small to act on economic policy instruments, the difficulty of its
action rests mainly on preserving its competitiveness on the real econ-

omy which means monitoring the evolution of wages and prices which
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leads to lively debates. A modification of the taxation system, a fiscal
“devaluation” limiting the burden on labor compensated by VAT and

capital income taxes have to be thoroughly studied.

The increases of health expenditures and spending related to the needs of
the elderly induced by major demographic changes and the lengthening
of the life-span is often put forward to justify a reduction of other public

expenditures.

The problems faced by the international financial sector and the lack of a
satisfactory governance of the Euro has also pointed out that the assump-
tion of rationality of markets, the keystone of the European construction,
is questionable. Indeed markets cannot handle targeted programs; econo-

mies cannot rely on autopilot.

The criticisms raised by the economists of the National Bank of Belgium
highlight to what extent “sound fiscal rules to reduce budgetary imbal-
ances that existed at the start of the Euro area were not adequately
enforced and neither the soft EU coordination approach nor the market

forces fostered the required macroeconomic convergence”.

The global analysis of the period 2000-2010 in Belgium is provided
by economists of the Research Department of the National Bank of
Belgium and “the comeback of the public budget deficit” is examined
closely by Reginald Savage who states that the institutional complex-
ity of Belgium imposes a detailed reading of expenditures and rev-

enues in each of Belgian public entities.

A recent book (2011)%, also published by the I.B.F.P. and edited by
André Decoster and Christian Valenduc, sheds light on Belgian public
finances. The authors cited above jointly with Marcel Gérard state in
their contribution that “the fiscal environment changed radically at
the turn of the century with reforms that produced a tax to GDP ratio

which exhibits a downward trend”. Therefore, it is clear that if the

2. Decoster A. et Valenduc C. (2011), L'imp6t et la politique fiscale en Belgique, Editions de
I’Université de Bruxelles ; Decoster A. et Valenduc C. (2011), Belastingen en fiscaalbeleid in Bel-
gié, Acco, Leuven.
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debt and deficit have indeed exploded, this is partly due to a reduc-
tion in revenues. In a long chapter related to public expenditures, sev-
eral authors, among which Robert Deschamps, show that the study of
regional Belgian policies is extremely interesting and would deserve
a monograph on its own. Several specific aspects are tackled in this
chapter such as the evolution of public employment and its contract-
ing practices, for instance. The central question of the efficiency of our
public expenditures is however not directly tackled, as stated by Jean
Hindriks, in particular due to some estimation problems related inter

alia to the lack of data on prices.

Frank Vandenbroucke, jointly with Kim Lievens, provide “a stylized
retrospective of the active welfare state in particular with regard to
spending for employment and poverty”. They consider that “the sys-
tem proved its usefulness as a robust shock absorber but with impor-
tant budgetary consequences”. They furthermore state that “the Di
Rupo government has embarked with important reforms for early
retirement and exit” but underline “that the need for further systemic

change and consistent strategy is still imperative”.

Natacha Gilson and Jean Deboutte confirm that the intergenerational
question is always implicitly underlying in the analysis. They indeed find
that if Belgium “has made huge efforts to decrease debt-to-GDP ratio in
the decade 2000-2010, the assertion that the public debt is still Achilles’

heel of Belgian public finance is always true”.

Facing the impossibility of forecasting international financial ups and
downs, we have to admit that the evolution of public expenditures
related to the interest on the public debt are, again, disturbing. Will
the levels of interest rates remain low in the future? Is a new “snow-
ball™ effect possible?

Can the “crowding-out” effect of expenditures due to the evolution the
public debt be constrained? Who owns Belgium’s public debt? We are

naturally brought back to the question: are the active generations paying

3. Bogaert H. (1984), « Déficit des finances publiques : I'effet boule de neige, 6™ Congres des Econo-
mistes belges de langue francaise, Commission 2, Rapport préparatoire, CIFOP, Charleroi.
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too many taxes because of past expenditures and for whom? What will

the burden be for future generations?

Because one of our main challenges is to reform Belgian institutions,
Koen Algoed and Frédérique Denil analyzed “in detail the impact of the
Sixth Reform of the State on the sub-national entities with a comparison
of the previous Lambermont agreement, Their attempt to estimate the
budgetary effects of the Reform is made on the basis of simulations and
the authors note that as their estimates rely on provisional parameters and
assumptions they are thus to be interpreted with caution.”. The contri-
bution of these researchers must be read with caution as it calls on the

federal future of the country.

Going back to the introduction of this book, Etienne de Callatay recalls
that “economic history allows for better policy action” but also states
that past experience has shown “that ideas take time to become realities”
and hopes that “by the way, the ongoing crisis may shorten the time lag

between academic proposals and political decisions.”

To the points discussed by the authors of the monograph, I would like
to add that each major crisis offers unique opportunities for recovery.
The choice of the path to follow is most certainly risky, but going
towards a more optimistic vision of the future and concentrating on
the possibility of young generations to improve the economic effi-
ciency has to be an absolute priority. Twenty years ago, I had already
highlighted the need for the new generations to benefit from a strong
education and professional training!* This conclusion assumes coop-
eration between (Belgian and European) public entities that manage

expenditures in research and innovation.

A targeted macroeconomic framework must compensate the negative
effects of burdens of the past; it should include an increased coordination
of fiscal and social security contributions’ systems to compensate the neg-

ative effects of fiscal competition and social dumping. This cooperation

4. Thys-Clément E (1990), « Recherche et enseignement-Efficacité, équité et volonté collective », Dis-
cours prononcé a 'occasion de la séance de rentrée de 'ULB le 1¢ octobre.
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would allow to reach a higher efficiency with an improvement of equity

and henceforth social progress.

Keeping Europe and Belgium harmoniously in the future world calls for
coordinated institutional efforts both for political and, more importantly,

economic policies.
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Annex 1

PRESENTATION OF THE BELGIAN
INSTITUTE OF PUBLIC FINANCE

Alois Van de Voorde !

The Belgian Institute of Public Finance, commonly referred to in Dutch
as BIOF, i.e. “Belgisch Instituut voor Openbare Financien” and in
French as IBFP for “Institut belge de finances publiques”, was founded
in January 1939 by Max-Léo Gérard (1879-1950) (1). During the first Van
Zeeland government (March 1935-May 1936) he played an important
part in the implementation of Prime Minister Van Zeeland’s recovery
plan. He was appointed Minister of Finance for a second but short term
in the first Paul-Henri Spaak government in May 1938. It was at his insti-
gation that the department of Inspection of Finance was set up in order

to strengthen the internal supervision of budgetary transactions.

Between 1939 and 1951, M.-L. Gérard was the authoritative Chairman of
the “Bank van Brussel/Banque de Bruxelles”. In 1946 he was also the cre-

ator of the International Institute of Finance, which he chaired until 1955.

The aim of the BIOF/IBFP was to stimulate research performed by civil
servants, personalities from the academic world and representatives from
the private sector in the domain of public finance. They were to make
the results of their research available in the form of solidly documented

and argued evidence given to the decision makers.

Alois Van de Voorde is Honorary General Secretary of the Belgian Ministry of Finance.
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The BIOF/IBFP is an independent scientific institution with the juridical
status of a (Belgian) VZW/ASBL ( non-profit organisation). According
to its statutes the mission of the BIOF/IBFP is “the study and research of
Belgian and foreign public finance in all its dimensions, and particularly
in its interaction with other scientific disciplines”. The Institute is per-
mitted to undertake any activity which could promote this aim, such as
the organisation of workshops, conferences and lectures, the awarding of
prizes and the publication of books and periodicals. Since its foundation
the BIOF/IBFP has always had the privilege of enjoying the moral and
logistic support of the Ministry of Finance. In this context, it should be
pointed out that a number of higher civil servants have regularly been

members of the Institute’s board of directors.

Until 1980 the BIOF/IBFP was traditionally presided over by a former
Minister of Finance. So the chairmanship was held by the following
former ministers: Max-Léo Gérard (1939-1946), Georges Theunis (1946~
1954), Jean Van Houtte (1954-1971), Robert Henrion (1972-1974) and
André Vlerick (1974-1980). They were followed by university professors,
notably: Max Frank (ULB) (1980-1986), Vic Van Rompuy (KUL) (1986~
1995), Henri Tulkens (UCL) (1995-1998), Paul Van Rompuy (KUL)
(1999-2006), and Francoise Thys-Clément (ULB) (2006-2012). Last
February (2012) Thys-Clément was succeeded by Christian Valenduc,
general adviser at the Study and Documentation Centre of the Federal

Department of Public Finance.

In 1991 the BIOF/IBFP Board decided to award an annual prize with a
view to the encouragement of research in the area of public finance and
economy. This prize is meant to reward a valuable dissertation written
by students of the 2 (master’s) or 3™ grade (doctorate) — however not
including doctoral dissertations proper — or a report on a period of practi-
cal training of level one of the administration, which deals with a subject
relating to the public economy. Any student of a Belgian university or
a college of higher education (polytechnic) can qualify for it. Hitherto
some ten laureates have already have been awarded this prestigious prize.

They can briefly present their study at a workshop or a lunch talk.
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The BIOF/IBFP also makes itself useful by editing the “Geschiedenis
van de openbare financien van Belgle / Histoire des finances publiques
en Belgique”, started just before the second World War, again at the ini-
tiative of M.-L. Gérard. Up till now six volumes have appeared, respec-
tively relating to the periods 1830 — 1950 (vol. I, II. and III), 1950 — 1980
(vol. 1V, 1 & and 2), 1980 — 1990 (vol. V), and 1990 — 2000 (vol.VI). This
book is volume VII, dealing with the history of some major aspects of

Belgian public finance and covers the 2000-2010 period.

It should also be mentioned that in 2011 BIOF/IBFP published a didactic
work on the Belgian tax system and policy, which was badly needed.
This work came to fruition under the editorship of Professor André

Decoster and Professor Christian Valenduc (2).

Besides the traditional workshops dealing with the federal budget, organ-
ised annually since 1983, the BIOF/IBFP also holds a number of work-
shops, halt-day workshops, conferences and lunch talks every year about
topics that are broadly related to the public economy. During the 1985-
20710 period there were no fewer than 102 activities. As appears from the
examples cited hereafter of subjects that are covered during these activi-
ties, they closely tie in with present-day problems, such as: Privatization
of public enterprises, Reform of the state’s accountability, Municipal
finance, Future sustainability of our pensions, External costs and the eco
tax system, The national debt of Belgium, Fiscal problems of the multi-
national enterprises, Public expenses and the federalisation of the Belgian
state, Budgetary policies in the European Monetary Union, Performance
measuring in the public sector, Taxation of enterprises in Europe, The
selling of issue rights in Great Britain. The BIOF/IBFP also succeeds in
engaging eminent people, both from Belgium and abroad, either as speak-
ers or consultants and discussants. Ministers, European Commissioners,
governors of the National Bank of Belgium, high-ranking functionaries
of the “Plan”, principal private secretaries, as well as numerous university

professors regularly contributed to the BIOF/IBFP activities.

In 1996 the BIOF/IBFP started a new type of activity in addition to
the traditional workshops, namely the organisation of lunch discussions

concerning one topical subject broadly connected with public finance.
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The BIOF/IBFP has a website which can be consulted either in
Dutch or in French; these are the addresses: http://www. ibfp.be —
http://www.biof.be.

1 G. KURGAN-VANHENTENRYK, Max-Léo Gérard. Un ingénieur dans la
cité (1879-1955) 2010, pp. 188, 189, 192, 231, 249, 253, 289. Editions de I'Université
de Bruxelles.

2 A. DECOSTER, C. VALENDUC, Limpét et la politique fiscale en Belgique —
Belastingen en fiscaal beleid in Belgie, 2011, Bruxelles : Editions de I'Université de
Bruxelles (French version) / Leuven/Den Haag : Acco (Dutch version).
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COMPOSITION OF THE BOARD OF THE
INSTITUTE OVER THE PERIOD 2000-2010

Start date End date

Remi Boelaert 2002 2011
Alfons Boon 2002 2008
Frans De Braekeleer 1997 2008
Etienne de Callatay 1997 n.a.
Marc De Pauw 1997 2005
Peter De Roeck 2002 2009$
Laurent De Ryck 1997 2005
Gert De Smet 2005 n.a.
André Decoster 2005 n.a.
Jean-Marc Delporte 1997 2002
Niko Demeester 2001 200%
Stéphane Depret 2002 n.a.
Michel Englert 2002 n.a.
Marcel Gérard 1997 n.a.
Pierre Pestiecau 1997 2002
Jeannine Roland-Bayet 2002 2005
Reginald Savage 2005 2010
Erik Schokkaert 1997 2001
Jan Smets 2005 n.a.
Isabelle Standaert 200$ 2008
Francoise Thys-Clément 1997 2001

2000 n.a.
Pieter Timmermans 1997 2001
Christian Valenduc 1997 n.a.
Alois Van de Voorde 1997 2008
Hedwig Van der Borght 2002 n.a.
Paul Van Rompuy 1997 2008
Tanguy van Ypersele 2002 2004
Magali Verdonck 2008 n.a.

Luc Voets 2009 n.a.
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Annex 2
STATISTICAL OVERVIEW!

Maud Nautet and Luc Van Meensel *

Belgium

TABLE 1: General government budget balance and debt

TABLE 2: Cyclically-adjusted and structural budget balances

TABLE 3: Revenue, expenditure and overall balance of general government

TABLE 4: Revenue of general government

TABLE 5: Primary expenditure of general government

TABLE 6: Social benefits of general government

TABLE 7: Revenue, expenditure and overall balance of federal government

TABLE 8: Revenue, expenditure and overall balance of social security

TABLE 9: Revenue, expenditure and overall balance of communities and regions

TABLE 10: Revenue, expenditure and overall balance of local government

TABLE 11: Debt of general government

TABLE 12: Consolidated gross debt by sub-sector

TABLE 13: Consolidated gross debt of general government per original and residual maturities
TABLE 14: Determinants of the change in the consolidated gross debt of general government
TABLE 15: Consolidated gross debt of general government per holders

TABLE 16: Consolidated gross debt of general government per instrument

TABLE 17: Employment in the general governement sector

International comparison

TABLE 18: General government primary expenditure
TABLE 19: General government total expenditure

TABLE 20: General government revenue

TABLE 21: General government primary balance

TABLE 22: General government overall balance

TABLE 23: General government consolidated gross debt

Maud Nautet is a member of the Public Finance Division of the Research Departement at the
National Bank of Belgium.

Luc Van Meensel is Head of the Public Finance Division of the Research Department at the
National Bank of Belgium.

Data up to date at the end of June 2012.
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TABLE 1: General government budget balance and debt

The Return of the Deficit

IN € MILLION PERCENTAGES OF GDP
OVERALL CONSOLIDATED OVERALL CONSOLIDATED
BALANCE' GROSS DEBT GDP BALANCE GROSS DEBT

1970 -696 0 33.417 -2,1

1975 -3.175 0 59.379 -5,3

1980 -8.563 67.230 90.799 -9.4 74,0
1985 -12.626 144.347 125.404 -10,1 115,1
1990 -11.290 211.050 167.989 -6,7 125,6
1995 -9.407 270.679 207.927 -4,5 130,2
2000 g02 272.186 252.542 -0,0 107,8
2001 1.056 276.647 259.803 0,4 106,5
2002 -232 277.716 268.620 -0,1 103,4
2003 -291 271.637 276.156 -0,1 98,4
2004 -379 273.881 291.287 -0,1 94,0
2005 -7.550 279.014 303.435 2,5 92,0
2006 1.214 280.413 318.829 0,4 88,0
2007 -173 282.106 335.814 -0,1 84,0
2008 -3.409 309.198 346.385 -1,0 89,3
2009 -19.008 326.186 340.788 -5,6 95,7
2010 -13.492 340.302 354.688 -3,8 95,9

Sources: NAI, NBB.

" As in the other tables in this annex, including -in accordance with the rules laid down for the excessive
deficit procedure (EDP)- net interest on financial transactions such as swaps.
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The Return of the Deficit

TABLE 3: Revenue, expenditure and overall balance of general government

In € million
PRIMARY PRIMARY INTEREST OVERALL
REVENUE EXPENDITURE BALANCE CHARGES BALANCE
1970 12.733 12.294 439 1.135 -696
1975 25.795 26.597 -802 2.373 -34175
1980 41.289 44.053 -2.764 5.799 -8.563
1985 60.608 60.191 417 13.043 -12.626
1990 76.486 68.269 8.216 19.506 -11.290
1995 98.926 89.895 9.030 18.438 -9.407
2000 123.746 107.235 16.512 16.603 -92
2001 128.518 110.754 17.763 16.707 1.056
2002 133.295 118.250 15.045 15.277 -232
2003 140.452 126.240 14.212 14.503 -291
2004 142.527 129.312 13.214 13.593 -379
2005 149.445 144.316 5.130 12.680 -7.550
2006 155.545 141.732 13.813 12.599 1.214
2007 161.676 148.883 12.794 12.967 -173
2008 168.804 158.979 9.825 13.234 -3.409
2009 163.763 170.409 -6.647 12.362 -19.008
2010 173.194 174.764 -1.571 11.921 -13.492
PERCENTAGES OF GDP
1970 38,1 36,8 1,3 34 21
1975 43,4 448 -1,4 4,0 -5,3
1980 45,5 48,5 -3,0 6,4 9,4
1985 48,3 48,0 0,3 10,4 -10,1
1990 45,5 40,6 49 11,6 -6,7
1995 47,6 43,2 43 8,9 -4,5
2000 49,0 42,5 6,5 6,6 -0,0
2001 49,5 42,6 6,8 6,4 0,4
2002 49,6 44,0 5,6 5,7 -0,1
2003 50,9 45,7 5,1 53 -0,1
2004 489 444 45 47 -0,1
2005 49,3 47,6 1,7 42 2,5
2006 48,8 445 43 4,0 0,4
2007 48,1 443 38 3.9 -0,1
2008 48,7 45,9 2,8 38 -1,0
2009 48,1 50,0 -2,0 3,6 -5,6
2010 48,8 49,3 -0,4 34 -3,8

Sources: NAI, NBB.
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TABLE 4: Revenue of general government
In € million
DIRECT TAXES
ACTUAL SOCIAL FISCAL AND
0 INDIRECT SECURITY CAPITAL PARAFISCAL  OTHER

Rt TR TAXES CONTRIBUTIONS TAXES REVENUE REVENUE TOTAL
1970 3.355 2.625 721 4.425 3.193 117 11.090 1.643 12.733
1975 8.975 7.350 1.608 6.826 7.055 178 23.033 2.761 25.795
1980 15.112 13.342 1.756 10.293 10.838 309 36.553 4736  41.289
1985 22.038 19.218 2.793 14.383 17.599 326 54.346 6.262  60.608
1990 25.607 22.050 3.525 19.399 23.438 504 68.948 7.537  76.486
1995 33.766 28.622 5.029 24.675 29.768 761 88.970 9.956  98.926
2000 42.969 34.322 8.363 32,515 35.017 1.175 111.675 12.071  123.746
2001 44.733 36.126 8.371 32.404 36.645 1.206 114.988 13.529 128.518
2002 45.818 37.091 8.449 33.872 38.438 1.256 119.384 13.911  133.295
2003 45.798 37.238 8.215 34.888 39.249 1.390 121.325 19.127  140.452
2004 48.421 38.822 9.373 37.507 40.433 2177 128.539 13.988  142.527
2005 51.248 40.595 10.447 39.330 41.367 1.873 133.818 15.627  149.445
2006 52.637 40.675 11.786 41.622 42.984 2.153 139.396 16.149  155.545
2007 54.595 42.186 12.194 42.666 45.534 2.216 145.011 16.665 161.676
2008 56.977 44.744 12.093 43.206 48.077 2.370 150.630 18.174  168.804
2009 51.691 42514 9.008 42.542 49.082 2.235 145.549 18.213  163.763
2010 55.259 44.961 10.131 45.498 50.199 2.490 153.445 19.748  173.194

PERCENTAGES OF GDP

1970 10,0 79 2,2 13,2 9,6 0,4 33,2 4,9 38,1
1975 15,1 12,4 2,7 11,5 11,9 0,3 38,8 4,6 43,4
1980 16,6 14,7 1,9 11,3 11,9 0,3 40,3 52 455
1985 17,6 15,3 2,2 11,5 14,0 0,3 43,3 5,0 48,3
1990 15,2 13,1 2,1 11,5 14,0 0,3 41,0 45 455
1995 16,2 13,8 2,4 11,9 14,3 0,4 42,8 48 47,6
2000 17,0 13,6 33 12,9 13,9 0,5 442 48 49,0
2001 17,2 13,9 B2 12,5 14,1 0,5 443 52 49,5
2002 171 13,8 3,1 12,6 14,3 0,5 44.4 5,2 49,6
2003 16,6 18 3,0 12,6 14,2 0,5 43,9 6,9 50,9
2004 16,6 13,3 32 12,9 13,9 0,7 44,1 438 48,9
2005 16,9 13,4 34 13,0 13,6 0,6 44,1 5.2 49,3
2006 16,5 12,8 37 13,1 13,5 0,7 43,7 5,1 48,8
2007 16,3 12,6 3,6 12,7 13,6 0,7 43,2 5,0 48,1
2008 16,4 12,9 315 12,5 13,9 0,7 435 5,2 48,7
2009 15,2 12,5 2,6 12,5 14,4 0,7 42,7 53 48,1
2010 15,6 12,7 29 12,8 14,2 0,7 43,3 5,6 48,8

Sources: NAI, NBB.
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TABLE 5: Primary expenditure of general government

The Return of the Deficit

In € million
INTER- SUBSI- CURRENT

COMPEN- MEDIATE DIES TRANSFERS  OTHER

SATION CON- T0 TO THE REST CURRENT CAPITAL

OFEM- SUMP- TAXES SOCIAL  ENTER- OF THE TRANS- EXPENDI-

PLOYEES  TION PAID BENEFITS PRISES WORLD FERS TURE TOTAL
1970 3.081 1.091 6 4.729 725 401 380 1.882 12.294
1975 7.002 2.234 10 11.522 1.485 434 670 3.241 26.597
1980 11.747 3.546 9 19.578 2.458 337 1.163 5.215 44.053
1985 15.477 5.327 9 28.725 3.041 494 1.853 5.265 60.191
1990 18.235 4913 11 35.343 2.846 551 2.075 4.296 68.269
1995 24.722 6.518 20 46.063 2.542 953 2.933 6.145 89.895
2000 29.039 8.270 49 53.896 3.073 2.006 2.871 8.031 107.235
2001 30.326 8.767 55 56.652 3.200 2.167 3.044 6.543 110.754
2002 32.532 10.185 50 59.791 3.209 2.427 3.177 6.880 118.250
2003 33.833 10.325 105 63.276 3.680 2.787 3.484 8.750 126.240
2004 34.664 10.640 26 66.344 3.397 3.099 3.771 7.374 129.312
2005 36.422 10.931 28 69.007 4.826 3.249 4.025 15.828 144.316
2006 38.093 11.377 42 71.097 5.524 3.307 4.267 8.027 141.732
2007 39.624 11.691 53 74.559 6.487 3.303 3.940 9.226 148.883
2008 41.837 12.504 4 80.217 7.197 3.610 4.382 9.237 158.979
2009 43.483 13.105 10 86.055 7.399 4.065 4.867 11426 170.409
2010 44.768 13.410 9 88.673 8.759 4.057 5.287 9.801 174.764

PERCENTAGES OF GDP

1970 9,2 33 0,0 14,1 2,2 1,2 1,1 5,6 36,8
1975 11,8 38 0,0 19,4 2,5 0,7 1,1 55 448
1980 12,9 39 0,0 21,6 2,7 0,4 1,3 57 48,5
1985 12,3 4,2 0,0 22,9 2,4 0,4 1,5 4,2 48,0
1990 10,9 29 0,0 21,0 1,7 0,3 1,2 2,6 40,6
1995 11,9 3.1 0,0 22,2 1,2 0,5 1,4 3,0 43,2
2000 11,5 33 0,0 21,3 1,2 08 1,1 32 42,5
2001 11,7 34 0,0 21,8 1,2 0,8 1,2 2,5 42,6
2002 12,1 38 0,0 22,3 1,2 09 1,2 2,6 44,0
2003 12,3 37 0,0 22,9 13 1,0 1,3 32 45,7
2004 11,9 3,7 0,0 22,8 1,2 11 1,3 2,5 44.4
2005 12,0 3,6 0,0 22,7 1,6 1,1 1,3 52 47,6
2006 11,9 3,6 0,0 22,3 1,7 1,0 13 2,5 44,5
2007 11,8 35 0,0 22,2 1,9 1,0 1,2 2,7 443
2008 12,1 3,6 -0,0 23,2 2,1 1,0 13 2,7 45,9
2009 12,8 38 0,0 25,3 2,2 1,2 1,4 34 50,0
2010 12,6 38 0,0 25,0 2,5 1,1 15 2,8 49,3

Sources: NAI, NBB.
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TABLE 6: Social benefits of general government
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In € million
EARLY RETIRE-
UNEMPLOY- MENT PENSIONS, FAMILY
HEALTH MENT CAREER BREAKS  ALLOW-

PENSIONS  CARE BENEFITS  AND TIME CREDIT ANCES  OTHER TOTAL
1970 1.759 879 136 0 984 969 4.729
1975 4.302 2.209 868 0 1.821 2.323 11.522
1980 7.395 3.745 1.768 459 2.501 3.711 19.578
1985 10.720 5.535 3.043 1.024 3.068 5.336 28.725
1990 13.340 7.821 3.101 1.327 3.405 6.349 35.343
1995 17.674 11.222 4.219 1.425 3.961 7.562 46.063
2000 20.968 14.025 4.381 1.399 4.324 8.801 53.896
2001 21.866 15.052 4.637 1.427 4.433 9.237 56.652
2002 22.942 15.372 5.356 1.496 4564  10.061 59.791
2003 23.812 16.745 5.747 1.616 4637  10.721 63.276
2004 24.779 18.053 6.024 1.727 4731 11.030 66.344
2005 25.921 18.896 6.121 1.813 4850  11.407 69.007
2006 27.021 19.256 6.097 1.890 5.023  11.810 71.097
2007 28.895 20.286 5.746 2.006 5.154 12472 74.559
2008 30.960 22.262 5.774 2.143 5.421 13.656 80.217
2009 32.768 23.778 6.903 2.251 5663  14.692 86.055
2010 33.965 24.491 6.879 2.347 5.761 15.230 88.673

PERCENTAGES OF GDP

1970 53 2,6 0,4 0,0 2,9 2,9 14,1
1975 7.2 37 15 0,0 3,1 3.9 19,4
1980 8,1 41 1,9 0,5 2,8 41 21,6
1985 8,5 4,4 2,4 08 2,4 43 22,9
1990 79 4,7 18 08 2,0 38 21,0
1995 8,5 5,4 2,0 0,7 19 3,6 22,2
2000 8,3 5,6 1,7 0,6 1,7 35 21,3
2001 8,4 58 18 05 1,7 36 21,8
2002 8,5 5,7 2,0 0,6 1,7 37 22,3
2003 8,6 6,1 2,1 0,6 1,7 3.9 22,9
2004 8,5 6,2 2,1 0,6 1,6 38 22,8
2005 8,5 6,2 2,0 0,6 1,6 38 22,7
2006 8,5 6,0 1,9 0,6 1,6 37 22,3
2007 8,6 6,0 1,7 0,6 1,5 37 22,2
2008 8,9 6,4 1,7 0,6 1,6 3,9 23,2
2009 9,6 7,0 2,0 0,7 1,7 43 25,3
2010 9,6 6,9 1,9 0,7 1,6 43 25,0

Sources: NAI, NBB.
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TABLE 7: Revenue, expenditure and overall balance of federal government

In € million
FINAL TRANSFERS TO OTHER
PRIMARY GENERAL GOVERNMENT PRIMARY INTEREST  OVERALL
REVENUE* EXPENDITURE** SUB-SECTORS BALANCE CHARGES  BALANCE
1970 8.606 6.686 1.837 83 961 -878
1975 16.966 13.105 4.884 -1.023 1.914 -2.937
1980 28.039 20.565 9.257 -1.783 4.748 -6.530
1985 39.085 27.764 12.769 -1.448 11.662 -13.111
1990 45.265 15.220 22.875 717 18.240 -11.069
1995 56.930 17.491 30.263 9.176 16.926 -7.749
2000 72.865 21.007 37.388 14.470 15.529 -1.059
2001 74.827 20.511 40.956 13.360 15.606 -2.246
2002 73.944 21.489 38.504 13.951 14.465 -514
2003 79.391 24.028 40.859 14.504 13.527 977
2004 79.198 21.417 45.415 12.365 12.718 -352
2005 84.042 31.417 48.170 4.455 12.036 -7.581
2006 86.848 24.089 50.591 12.168 12.109 59
2007 89.163 27.265 53.341 8.557 12.243 -3.686
2008 93.593 29.129 57.766 6.699 12.326 -5.627
2009 87.246 32.183 57.726 -2.663 11.568 -14.231
2010 94.022 31.858 61.811 353 11.134 -10.782
PERCENTAGES OF GDP
1970 25,8 20,0 B3 0,2 29 -2,6
1975 28,6 22,1 8,2 -1,7 3,2 -4,9
1980 30,9 22,6 10,2 -2,0 52 7,2
1985 31,2 22,1 10,2 -1,2 93 -10,5
1990 26,9 9,1 13,6 43 10,9 -6,6
1995 27,4 8,4 14,6 4,4 8,1 -3.7
2000 28,9 83 14,8 5,7 6,1 -0,4
2001 28,8 79 15,8 5,1 6,0 -0,9
2002 27,5 8,0 14,3 52 54 -0,2
2003 28,7 8,7 14,8 53 4,9 0,4
2004 27,2 74 15,6 42 4,4 -0,1
2005 27,7 10,4 15,9 1,5 4,0 -25
2006 27,2 7,6 15,9 38 38 0,0
2007 26,6 8,1 15,9 2,5 3,6 -1,1
2008 27,0 8,4 16,7 1,9 36 -1,6
2009 25,6 9,4 16,9 -0,8 34 -4,2
2010 26,5 9,0 17,4 0,1 3.1 -3,0

Sources: NAI, NBB.
* Including fiscal and parafiscal revenue transfered to other genral government sub-sectors.
**Transfers to other general government sub-sectors not included.
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TABLE 8: Revenue, expenditure and overall balance of social security
In € million
FINAL TRANSFERS TO OTHER
PRIMARY  GENERAL GOVERNMENT PRIMARY INTEREST  OVERALL
REVENUE EXPENDITURE SUB-SECTORS BALANCE CHARGES  BALANCE
1970 4.162 3.897 8 257 9 248
1975 9.995 9.679 36 280 20 260
1980 16.679 16.765 334 -420 123 -542
1985 25.634 24.604 433 598 164 434
1990 30.025 29.524 57 445 145 299
1995 38.116 38.235 51 -169 151 -320
2000 45.833 44.358 168 1.307 94 1.213
2001 48.865 46.839 329 1.696 18 1.678
2002 50.512 49.078 168 1.266 8 1.258
2003 51.402 52.120 146 -864 6 -870
2004 56.234 55.984 206 44 8 37
2005 58.328 58.413 211 -296 1 -297
2006 61.281 60.205 230 846 1 845
2007 64.445 62.572 181 1.692 1 1.691
2008 69.307 67.536 184 1.587 1 1.586
2009 70.239 72.432 212 -2.405 3 -2.408
2010 75.214 75.269 212 -266 6 -273
PERCENTAGES OF GDP
1970 12,5 11,7 0,0 0,8 0,0 0,7
1975 16,8 16,3 0,1 0,5 0,0 0,4
1980 18,4 18,5 0,4 -0,5 0,1 -0,6
1985 20,4 19,6 0,3 0,5 0,1 0,3
1990 17,9 17,6 0,0 0,3 0,1 0,2
1995 18,3 18,4 0,0 -0,1 0,1 -0,2
2000 18,1 17,6 0,1 0,5 0,0 0,5
2001 18,8 18,0 0,1 0,7 0,0 0,6
2002 18,8 18,3 0,1 0,5 0,0 0,5
2003 18,6 18,9 0,1 -0,3 0,0 -0,3
2004 19,3 19,2 0,1 0,0 0,0 0,0
2005 19,2 19,3 0,1 -0,1 0,0 -0,1
2006 19,2 18,9 0,1 0,3 0,0 0,3
2007 19,2 18,6 0,1 0,5 0,0 0,5
2008 20,0 19,5 0,1 0,5 0,0 0,5
2009 20,6 21,3 0,1 -0,7 0,0 -0,7
2010 21,2 21,2 0,1 -0,1 0,0 -0,1

Sources: NAI, NBB.




312 The Return of the Deficit

TABLE 9: Revenue, expenditure and overall balance of communities and regions

In € million
FINAL TRANSFERS TO OTHER
PRIMARY  GENERAL GOVERNMENT PRIMARY INTEREST  OVERALL
REVENUE EXPENDITURE SUB-SECTORS BALANCE CHARGES  BALANCE
1990 18.581 14.139 4.938 -496 191 -687
1995 26.164 21.447 5.626 -909 756 -1.664
2000 33.291 25.995 5.962 1.334 724 610
2001 36.341 27.407 6.211 2.723 769 1.953
2002 36.817 30.175 6.363 278 660 -382
2003 39.054 31.425 6.938 692 666 26
2004 40.922 33.425 6.913 584 594 -9
2005 43.137 34.823 7.481 834 457 377
2006 45.058 36.349 7.805 904 365 539
2007 47.456 37.759 7.981 1.716 461 1.254
2008 50.025 40.212 9.385 428 521 -94
2009 49.136 42.397 8.659 -1.921 601 -2.521
2010 50.767 43.581 8.898 -1.712 638 -2.350
PERCENTAGES OF GDP
1990 11,1 8,4 29 -0,3 0,1 -0,4
1995 12,6 10,3 2,7 -0,4 0,4 -0,8
2000 13,2 10,3 2,4 0,5 0,3 0,2
2001 14,0 10,5 2,4 1,0 0,3 08
2002 13,7 11,2 2,4 0,1 0,2 -0,1
2003 14,1 11,4 2,5 0,3 0,2 0,0
2004 14,0 11,5 2,4 0,2 0,2 -0,0
2005 14,2 11,5 2,5 0,3 0,2 0,1
2006 14,1 11,4 2,4 0,3 0,1 0,2
2007 14,1 11,2 2,4 0,5 0,1 0,4
2008 14,4 11,6 2,7 0,1 0,2 -0,0
2009 14,4 12,4 2,5 -0,6 0,2 -0,7
2010 14,3 12,3 2,5 -0,5 0,2 -0,7

Sources: NAI, NBB.
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TABLE 10: Revenue, expenditure and overall balance of local government

In € million
FINAL TRANSFERS TO OTHER
PRIMARY  GENERAL GOVERNMENT PRIMARY INTEREST  OVERALL
REVENUE EXPENDITURE SUB-SECTORS BALANCE CHARGES  BALANCE
1970 1.874 1.711 7 156 222 -66
1975 3.862 3.813 12 37 534 -498
1980 6.287 6.723 14 -450 1.040 -1.490
1985 9.217 7.824 10 1.383 1.332 51
1990 10.634 9.387 8 1.239 1.072 167
1995 13.933 12.723 109 1.102 775 326
2000 15.666 15.874 120 -328 527 -855
2001 16.462 15.997 141 324 653 -329
2002 17.664 17.508 164 -9 585 -594
2003 19.029 18.668 140 221 646 -424
2004 19.273 18.486 192 595 649 -54
2005 20.340 19.663 178 499 549 -50
2006 21.533 21.089 174 269 498 -229
2007 22.742 21.287 243 1.212 645 566
2008 23.748 22.103 184 1.461 737 725
2009 24.361 23.397 247 717 565 152
2010 24.675 24.057 219 400 487 -88
PERCENTAGES OF GDP
1970 5,6 5,1 0,0 05 0,7 -0,2
1975 6,5 6,4 0,0 0,1 0,9 -0,8
1980 6,9 74 0,0 -0,5 1,1 -1,6
1985 73 6,2 0,0 1,1 1,1 0,0
1990 6,3 5,6 0,0 0,7 0,6 0,1
1995 6,7 6,1 0,1 0,5 0,4 0,2
2000 6,2 6,3 0,0 -0,1 0,2 -0,3
2001 6,3 6,2 0,1 0,1 0,3 -0,1
2002 6,6 6,5 0,1 -0,0 0,2 -0,2
2003 6,9 6,8 0,1 0,1 0,2 -0,2
2004 6,6 6,3 0,1 0,2 0,2 -0,0
2005 6,7 6,5 0,1 0,2 0,2 -0,0
2006 6,8 6,6 0,1 0,1 0,2 -0,1
2007 6,8 6,3 0,1 04 0,2 0,2
2008 6,9 6,4 0,1 0,4 0,2 0,2
2009 7,1 6,9 0,1 0,2 0,2 0,0
2010 7,0 6,8 0,1 0,1 0,1 -0,0

Sources: NAI, NBB.
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TABLE 11: Debt of general government
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In € billion
OF WHICH
FINANCIAL FINANCIAL
INSTRUMENTS ASSETS OTHER
NOT INCLUDED FINANCIAL AS- CONSOLIDATED THAN THOSE
INTHE CON- SETS PLACED GROSS DEBT  PLACED WITH TOTAL
GROSS SOLIDATED  WITH GENERAL (MAASTRICHT GENERAL GOV- FINANCIAL
DEBT GROSS DEBT GOVERNMENT  DEFINITION) ERNMENT ASSETS  NET DEBT
1980 69,7 0,7 1,9 67,2 21,6 23,5 46,3
1985 146,9 0,7 1,8 1443 23,8 25,5 121,3
1990 220,8 0,9 8,8 2111 31,6 40,4 180,4
1995 2941 12,2 11,2 270,7 42,2 53,4 240,7
2000 305,3 15,4 17,6 272,2 41,6 59,2 246,0
2001 313,9 15,2 22,1 276,6 45,3 67,4 246,5
2002 319,9 14,5 27,7 277,7 42,1 69,7 250,2
2003 314,0 14,6 21,7 271,6 818 65,0 248,9
2004 318,2 13,0 31,3 273,9 434 74,7 2435
2005 325,0 12,9 il 279,0 43,2 76,3 2487
2006 325,8 12,8 32,6 280,4 47,6 80,2 245,6
2007 339,5 14,2 43,2 2821 50,9 94,1 2454
2008 365,7 14,7 4,7 309,2 69,6 111,3 254,3
2009 380,7 15,5 38,9 326,2 70,5 109,4 271,2
2010 404,4 15,7 48,3 340,3 71,9 120,3 2841
PERCENTAGES OF GDP
1980 76,8 0,7 2,0 74,0 23,8 25,8 51,0
1985 1171 0,6 14 115,1 18,9 20,4 96,7
1990 1314 0,5 5,2 125,6 18,8 24,0 107,4
1995 141,4 519 54 130,2 20,3 25,7 115,8
2000 120,9 6,1 7,0 107,8 16,5 23,5 97,4
2001 120,8 58 8,5 106,5 17,4 25,9 94,9
2002 119,1 54 10,3 103,4 15,7 26,0 93,1
2003 113,7 53 10,0 98,4 13,5 23,6 90,1
2004 109,2 45 10,7 94,0 14,9 25,6 83,6
2005 1071 42 10,9 92,0 14,2 25,1 82,0
2006 102,2 40 10,2 88,0 14,9 25,2 77,0
2007 101,1 42 12,9 84,0 15,2 28,0 73,1
2008 105,6 43 12,0 89,3 20,1 32,1 73,4
2009 11,7 4,6 11,4 95,7 20,7 32,1 79,6
2010 114,0 44 13,6 95,9 20,3 33,9 80,1

Sources: NAI, NBB.
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TABLE 12: Consolidated gross debt by sub-sector
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In € billion
FEDERAL COMMUNITIES LOCAL SOCIAL CONSOLIDATED
GOVERNMENT  AND REGIONS GOVERNMENT SECURITY GROSS DEBT'
1990 192,2 53 14,1 -0,4 2111
1995 243,4 14,8 12,3 0,2 270,7
2000 2515 13,9 11,8 -5,0 272,2
2001 2575 12,7 13,0 -6,5 276,6
2002 258,4 13,5 13,4 -7,6 277,7
2003 250,6 14,7 13,2 -6,9 271,6
2004 252,0 14,9 14,1 -71 273,9
2005 258,6 12,9 13,7 -6,2 279,0
2006 261,2 12,3 14,4 -7,5 2804
2007 264,2 11,3 15,7 -9,1 282,1
2008 289,8 13,6 15,7 =919 309,2
2009 297,0 20,8 16,0 -7,6 326,2
2010 307,6 22,8 17,4 -7,5 340,3
PERCENTAGES OF GDP
1990 1144 3,1 8,4 -0,3 125,6
1995 117,0 71 59 0,1 130,2
2000 99,6 55 47 -2,0 107,8
2001 99,1 49 5,0 2 106,5
2002 96,2 5,0 5,0 -2,8 103,4
2003 90,8 53 48 2 98,4
2004 86,5 5,1 48 24 94,0
2005 85,2 43 45 -2,0 92,0
2006 81,9 39 45 24 88,0
2007 78,7 3,4 47 -2,7 84,0
2008 83,7 39 45 -2,9 89,3
2009 87,1 6,1 47 -2,2 95,7
2010 86,7 6,4 49 -2,1 95,9

Sources: NAI, NBB.

1 The consolidated gross debt is the debt as defined in European Regulation EC 479/2009 concerning the implementation
of the Protocol on the excessive deficit procedure annexed to the Treaty on European Union (Treaty of Maastricht) of 7th

February 1992.




316

The Return of the Deficit

TABLE 13: Consolidated gross debt of general government per original and residual maturities

In € billion
DEBT WITH

DEBT WITH RESIDUAL DEBT WITH

RESIDUAL MATURITY OVER RESIDUAL

SHORT-  LONG-TERM MATURITY UP TO 1 YEAR AND UP MATURITY

TERM DEBT DEBT TOTAL 1 YEAR TO 5 YEARS OVER 5 YEARS TOTAL
1990 62,1 148,9 211,1 71,5 70,0 63,6 211,1
1995 50,5 220,2 270,7 65,2 90,6 114,9 270,7
2000 28,8 2434 272,2 54,0 102,0 116,2 272,2
2001 28,8 2479 276,6 46,4 1031 1271 276,6
2002 26,7 251,0 277,7 46,3 105,2 126,3 277,7
2003 23,3 2484 271,6 46,2 108,6 116,8 271,6
2004 27,5 246,4 2739 48,6 100,6 124,8 2739
2005 28,0 251,0 279,0 48,8 107,9 122,3 279,0
2006 30,5 249,9 280,4 52,6 98,2 129,6 280,4
2007 31,9 250,3 2821 61,9 91,3 129,0 282,1
2008 55,1 2541 309,2 75,8 106,7 126,7 309,2
2009 48,6 277,6 326,2 778 118,8 129,6 326,2
2010 50,6 289,7 340,3 81,3 120,9 138,1 340,3
PERCENTAGES OF CONSOLIDATED GROSS DEBT

1990 29,4 70,6 100,0 36,7 33,1 30,1 100,0
1995 18,7 81,3 100,0 241 33,5 42,4 100,0
2000 10,6 89,4 100,0 19,9 375 42,7 100,0
2001 10,4 89,6 100,0 16,8 37,3 45,9 100,0
2002 9,6 90,4 100,0 16,7 37,9 455 100,0
2003 8,6 91,4 100,0 17,0 40,0 43,0 100,0
2004 10,0 90,0 100,0 17,7 36,7 45,6 100,0
2005 10,0 90,0 100,0 17,5 38,7 43,8 100,0
2006 10,9 89,1 100,0 18,7 35,0 46,2 100,0
2007 11,3 88,7 100,0 21,9 32,4 45,7 100,0
2008 17,8 82,2 100,0 245 34,5 41,0 100,0
2009 14,9 85,1 100,0 23,9 36,4 39,7 100,0
2010 14,9 85,1 100,0 23,9 35,5 40,6 100,0

Sources: NAI, NBB.
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TABLE 15: Consolidated gross debt of general government per holders

The Return of the Deficit

In € billion
DEBT HELD BY
DEBT HELD BY RESIDENTS NON-RESIDENTS
OTHER
MONETARY OTHER NON-
CENTRAL  FINANCIAL FINANCIAL OTHER EURO EURO

TOTAL BANK  INSTITUTIONS INSTITUTIONS RESIDENTS | TOTAL AREA AREA | TOTAL
1990 | 169,5 2,5 125,1 20,0 21,9 415 19,5 22,0 | 211,1
1995 | 207,9 1,7 155,7 32,8 17,7 62,7 31,9 30,8 | 270,7
2000 | 169,7 2,5 118,6 30,8 17,8 102,5 59,3 431 | 272,2
2001 | 1596 2,6 109,3 29,8 17,9 17,1 64,3 52,8 | 276,6
2002 | 1474 2,3 98,9 28,7 17,5 130,4 67,8 62,6 | 277,7
2003 | 1357 2,2 90,4 26,9 16,1 135,9 68,9 67,0 | 271,6
2004 | 1349 2,1 87,3 28,5 17,0 139,0 715 615 | 2739
2005 | 1340 2,3 85,8 29,3 16,5 145,1 75,0 70,0 | 279,0
2006 | 128,7 2,5 82,0 29,2 15,0 151,8 79,5 72,2 | 2804
2007 | 1117 315) 65,6 28,4 14,2 170,4 81,1 89,3 | 282,1
2008 | 1189 37 69,7 29,9 15,6 190,3 91,0 99,3 | 309,2
2009 | 1337 3,9 72,8 40,8 16,2 1924 1041 88,4 | 3262
2010 | 1416 49 78,8 43,7 14,2 198,7 102,6 96,1 | 340,3

PERCENTAGES OF CONSOLIDATED GROSS DEBT

1990 80,3 1,2 59,3 9,5 10,4 19,7 93 10,4 | 100,0
1995 76,8 0,6 57,5 12,1 6,5 23,2 11,8 11,4 | 100,0
2000 62,4 09 43,6 11,3 6,6 37,6 21,8 15,9 | 100,0
2001 57,7 0,9 39,5 10,8 6,5 42,3 23,2 19,1 | 100,0
2002 53,1 08 35,6 10,3 6,3 46,9 24,4 22,5 | 100,0
2003 50,0 0,8 8888 9,9 5,9 50,0 25,4 24,7 | 100,0
2004 49,3 08 31,9 10,4 6,2 50,7 28,3 22,4 | 100,0
2005 48,0 0,8 30,7 10,5 5,9 52,0 26,9 251 | 100,0
2006 45,9 09 29,3 10,4 53 54,1 28,4 258 | 100,0
2007 39,6 1,2 23,2 10,1 5,0 60,4 28,7 31,7 | 100,0
2008 38,5 1,2 22,6 9,7 5,0 61,5 29,4 32,1 | 100,0
2009 41,0 1,2 22,3 12,5 5,0 59,0 31,9 27,1 | 100,0
2010 41,6 15 23,2 12,8 42 58,4 30,2 28,2 | 100,0

Sources: NAI, NBB.
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TABLE 16: Consolidated gross debt of general government per instrument
In € billion
SECURITIES OTHER THAN SHARES,
EXCLUDING FINANCIAL DERIVATIVES LOANS
CURRENCY SHORT- LONG- SHORT- LONG-
TOTAL | AND DEPOSITS | TOTAL TERM TERM TOTAL TERM TERM
2000 272,2 0,6 2414 25,8 215,6 30,1 2,4 27,8
2001 276,6 0,5 246,3 26,6 219,7 29,9 1,7 28,2
2002 277,7 0,5 247,2 24,5 222,6 30,0 1,6 28,4
2003 271,6 0,7 240,7 20,7 219,9 30,3 1,8 28,4
2004 2739 0,8 242,8 24,8 218,0 30,3 1,9 28,4
2005 279,0 0,9 245,8 24,9 221,0 32,3 2,2 30,1
2006 280,4 1,0 247,0 27,0 220,0 32,4 2,5 29,9
2007 2821 1,1 249,3 28,8 220,5 31,7 1,9 29,8
2008 309,2 1,2 275,0 50,0 225,0 33,0 39 29,2
2009 326,2 1,3 290,9 42,0 2489 34,0 54 28,7
2010 340,3 1,4 302,8 43,0 259,7 36,1 6,1 30,0
PERCENTAGES OF CONSOLIDATED GROSS DEBT
2000 100,0 0,2 88,7 95 79,2 11,1 0,9 10,2
2001 100,0 0,2 89,0 9,6 79,4 10,8 0,6 10,2
2002 100,0 0,2 89,0 838 80,2 10,8 0,6 10,2
2003 100,0 0,3 88,6 7,6 81,0 11,1 0,7 10,5
2004 100,0 03 88,6 9,1 79,6 11,1 0,7 10,4
2005 100,0 0,3 88,1 8,9 79,2 11,6 0,8 10,8
2006 100,0 04 88,1 9,6 78,4 11,6 0,9 10,7
2007 100,0 0,4 88,4 10,2 78,2 11,2 0,7 10,5
2008 100,0 04 88,9 16,2 72,8 10,7 1,2 9,4
2009 100,0 0,4 89,2 12,9 76,3 10,4 1,6 8,8
2010 100,0 04 89,0 12,6 76,3 10,6 1,8 838

Sources: NAI, NBB.
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