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1.
Short overview of new European
Governance

European Semester — Integrated
Surveillance Processes

1, Economic crisis raised governance & coordinationissues
(different processes with no clear synergies or linkages)

2, Commission proposals (May / June 2010) led to adoption of
the new governance architecture (European Semester) by the
Member States in Sept 2010

3, Main Features of Semester




European semester: Integrated economic
Surveillance/Governance

Structural policies

Fiscal coordination

T |

Macro-eco imbalances

Structural reforms

Monitoring pracess

+ EU & national targets
National Reform Prog.

+ COM's mission to MS

+ Early wamings and
recommendations

Surveillance

Europe 2020 strategy
Common fiscal framework

Preventive arm

» Stability/Convergence Prog.
« Stronger focus on debt

+ Wamings frecommendations

Corrective arm

+ Interest bearing deposits

+ non interest bearing deposits
«fines

Surveillance of imbalances

Preventive surveillance

+ Alert mechanism

« Scoreboard / Indicators

+ Reviews by COM +MS peer
pressure

Corrective arm

+ COM recommendations

+ National action plans

* MS peer pressure + fines

* The European Semester (ECOFIN endorsement on 07/09/2010)
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European Annual Growth
Commission Survey

Council of Debate &

Ministers orientations

European Debate &

Parliament

orientations

European Annual economic & social
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Council

EDP

notifications

mmit: guidance on
licies

— timing and sequence of integrated surveillance

COM adopts rec. for Council

opinions on SCPs +

country-spec. rec.
Council adopts SCP
opinions + country-spec.
recommendations

indorsement of country-spec.
ecommendations

Adoption of National

Reform Programmes

(NRPs) & Stability and

Convergence
Programmes

SCPs

Key elements of « Semester » need a realistic short, medium & long run
growth baseline (Annual Growth Survey; SCP’s; NRP’s) — same set of
figures / different processes
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2.
Methodology used for EU growth
projections

Large Number of Possible Methodologies

1, Estimated semi / endogenous growth models
(fluctuations in R&D investments + demand &

supply)

2, Growth regressions (augmented Solow growth
model — physical + human capital — predict
conditional convergence)

3, Variants of the production function approach
(model based; no demand side)
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A Targetted Re-Design of Existing PF
Methodology

(More information on the structural drivers of growth)

MEASURING POTENTLAL
CUTPUT USING A PRODUCTION FUNC TION AF P ROACH

Stock

1

T FPotential Output -
—

NAWRU

1, No change to T+5 method

2,More structural approach for T+6 to T+10 period — 4 indicators guide the T+10
forecast for the NAWRU anchor

-Labour tax wedge

-Generosity of unemployment benefits

-Support provided by ALMP measures

-Power of unions (proxied by level of union density)
Choice of indicators supported by literature + econometric analyses

3, Speed of convergence to anchor driven by simple convergencerule
4, Prudent rule (Invoked if high degree of uncertainty surrounds anchor)
5, New approach improves the forecasting framework

- Structural reforms in labour markets

- Permits decomposition of the NAWRU

- NAWRU moves back towards the structural rate in T+10

6, 2013 Work : Convergence speeds; T-1 policy changes; Country specificities
10

04/02/2013



TFP

1, No change to T+5 method

2, The merits of three broad TFP approaches were assessed :
a) Structural approach : Range of policy / structural variables (Rejected)
b) Convergence to the world technology frontier (Rejected)
¢) Bivariate Kalman Filter (KF) method

3, Settled on KF method - Currently used for T+5 projections

-Internally consistent trend TFP projections
-Additional benefit of parsimony

4, 2013 Work — Structural information in the KF estimation model

11

Participation Rate

1, AWG's Cohort method
2, T+10 method to be applied for 2013
-Upto T+5
- From T+6 : Annual % change from CSM
- 16 Nov EPC : Pension reform effects up to T+5
3, 2013 Work
a) Decision taken to switch to 15-74 age cohort
b) Further work needed by OGWG on following issues:
-Starting date : T+3 versus T+6
-Smoothing the break in participation rates
-Enacted pension reforms

c¢) Bilateral discussions with AWG

12
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Capital Formation

1, Initial OGWG Discussion
-Structural model V linearly interpolating to AWG's T+10 CD forecasts

-AWG's "Capital Rule"
-AWG approach amounts to a structural model of Investment

2, Problemsin applying "Capital Rule" over the T+10 horizon
-"New" Member States — "Investment Rule" approach
-"Old" Member States — AWG "Capital Rule" (10 Y transition period)
- Some country exceptions

3, 2013 Work : Slow convergence to AWG's" Capital Rule"-"New" EU Members

13
MEASURING POTENTIAL
OUTPUT UP TO T+10 USING A PRODUCTION FUNCTION APPROACH
D COBB-DOUGLAS PRODUCTION FUNCTION Q
I —
Labour Supply Total Factor
(Employment ~ Hours Worked) Productivity (TFP)
- ‘
v
EXTRACTING THE
STRUCTURAL COMPONENT
Labour Potential Trend TFP
ing Age Populati
(15-74)
Bivariate Kalman Filter
Trend Participation Rate Model
(Cohort Method T-6)
i = (Exploits link between the TFP
cycle & the degree of capacity
utilisation)
I Labour Force
Internally consistent TFP
I[ Potential Employment ] projections up to T+10 for
2013 exercise
rona (Augmenting the KF estimation
(Broad Stabilisation after T+5) model using structural
indicators)
— —
Potential Labour Supply
P
("New" Member States — “Investment Rule" approach)
("Old" Member States — AWG “Capital Rule” -10 Y
transition period)

\.

+
\D Potential Output
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3.
What is the outlook for the EU & Belgium
over the next 10 years ?
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EU27 Output Growth

Contributions to Potential Output

gercenl —actual ——-potential percent W Labour __——Pot.Output growth __— Capital__—=-TFP
2]
3
2
1
o
]
2]
3]
-
-5
1905 2000 2005 2010 2015 2020 1995 2000 2005 2010 2015 2020
percent Output gap TFP Growth
perent ——actual ~=-smoothed
7 3
6 2
5 1 -
a
2 0
2 -1
1 2=
o -3
a =
1995 2000 2005 2010 2015 2020 4 1995 2000 2005 2010 2015 2020
percent Investment to Potential Output (ratio) — Unemployment Rate
23 —actual ——-NAWRU
11
23 11
22 10
22 10
21 o
21 o
20 8
20 8
19 7
19 7
18 6
1995 2000 2005 2010 Zo15 2020 1995 2000 2005 2010 Zo15 2020
Participation Rate Population of Working Age
porcent —actual _—--smoothed percent —growth
74 07
73 06
73 05
72 04 -
72 03 -
71 02 -
71 01 -
70 00 | . G o
1995 2000 2005 2010 2015 2020 1995 2000 2005 2010 2015 2020
Potential Growth (annual Contributions to Potential Growth* Determinants of Labour Potential and Capital Iy
Euro Ared s %change) Accumulation I
Output } rowthof  Tren I
Growth | Ypotper Changesin . Go_t o re d. '
i capita PFPotentia Total Labour  Labour Hours (per Capital WorkingAge Participation  NAWRU
(annual % i(PopWAls- Growth (Hours) (persons) Empl) Accumulation Contribution Population = Rate (%of (% of Labour
change) Contribution Contribution 7. Contribution (annual% WorkingAge  Force)
[ 74 Contribution
1
4 4 4 4 4
1998 28 20 22 04 o7 (03) 08 09
3 ’ 4 v 4 v
1999 29 20 23

38 20 24

2020

2021 ; !
2022 [ Y !
L. Periods_ LI !
1998-2007 16 20 04 07 T 03 08 08 04 633 87 = 208 !
1 2013-2022 ¢ 10 T11 D02 o2 00 " 04 " 05 " 01 661 108 189 :

fiXe)

04/02/2013



Euro Area Output Growth
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BE Output Growth

Contributions to Potential Output
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Impact of Financial Crisis : 3 Scenarios

Figure 1
Case n°1: No change in potential growth + converge to the unaltered potential growth trajectory
mportant loss in GDP level entirely recouped after some time

Case n°2: No change in potential growth in the long run but permanent shift in potential GDP level

-~

Permanent loss in GDP level

Case n°3: Downward shift in potential growth in the long run
GDP loss in level increases over time compared with the pre-crisis regime

23

Impact of Financial Crisis on EU Potential
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Impact of Financial Crisis on Belgium
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Demographics

12

Growth of Working Age Population

(Annual % Change)
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Concluding Remarks

1, New Governance framework (EU Semester) led to demands for acommonly
agreed T+10 forecasting framework

2, EPC approved a new T+10 Methodology in Nov 2012 (2013 Semester)

. Labour market & pension reforms

. More work is needed

3, Sharp deterioration in growth prospects compared with pre-crisis period
. T+10 projections for EU27 (2 ¥2% to 1 ¥4%)

. T+10 projections for Belgium (2% to less than 1%)

4, Key Drivers of growth slowdown (financial crisis; pre-crisis TFP trends;
demographics in EU27)
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