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Executive Summary

Luxembourg faces its most severe recession since the steel crisis in the 1970s. Profitability in the
financial sector—the main driver for growth and trade—is falling rapidly, and the contraction in activity is
spreading decidedly across other key export sectors. GDP growth is projected to underperform the euro area
in 2009 and contract by 5% percent in real terms, followed by a moderate decline in 2010.

Resolution of home-host country issues is vital to enhance financial stability and additional regulatory
action is needed. Given the large size of the financial sector and dominant foreign ownership, any rescue
efforts in response to a systemic event would need to rely on parent banks and possibly their home
countries. However, the systemic nature of the financial crisis has called into question the longstanding
axiom that parent companies would always support their troubled subsidiaries. The authorities agree that
reaching an arrangement on burden sharing is of paramount importance, but point to likely political
obstacles. Additional regulatory action is needed to address liquidity risks, curtail leverage and strengthen
both capital and supervisory capacity.

International policy cooperation is also needed to mitigate reputational risks that may arise from a
potential run on money market funds. The investments held by these funds exceed GDP by about eight
times, therefore preventing the authorities from issuing credible guarantees on their own. Moreover, these
funds play an important role in providing liquidity to Europe’s banking sector. Any disruption would not
only undermine Luxembourg’s reputation as a well-run financial center, but could also lead to systemic
liquidity shortages in Europe. To address these risks, the authorities should pursue burden-sharing
agreements that would allow—in the case of strong redemptive pressure—the immediate issuance of a
credible multilateral guarantee. The authorities consider the prospects of such a guarantee as uncertain.

The adverse impact of the crisis on the growth outlook is partly mitigated by the authorities’ well-
conceived fiscal policy response. It combines substantial fiscal stimulus, including subsidies aimed at
stabilizing employment, with the full functioning of the automatic stabilizers. Consequently, this year’s
budget is projected to swing into a deficit that is likely to exceed the Maastricht ceiling by a small margin.
Nevertheless, the increase in near-term financing requirements is not expected to call into question fiscal
sustainability, given low public sector indebtedness. Over the medium term, however, a decisive strategy is
needed to curtail rapid expenditure growth and address aging-related challenges.
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I. THE CONTEXT

1. Luxembourg hosts a financial center that is large by international standards,
contributing substantially to the country’s prosperity. First-mover advantages, the steady
strengthening of the regulatory 4,000 9.000
framework under the auspices of the Banking Sector Assets
European Union (EU), and 3,900 (December 2008) _ 1{ 7,500
competitive taxation have fostered 3,000 r
rapid financial sector development 2500 | mpercent of GDP 1 6.000
over the past three decades. Besides

. . 2,000  OBillions of euros 4 4,500
hosting 152 mostly foreign-owned (right scale)
subsidiary banks, the financial center 5% L 1 3.000
also boasts Europe’s largest 1,000 |
investment fund industry (IFT). 500 1 1,500
These foreign institutions tend to . ,

raise funding from abroad and, in
turn, focus their lending and
investment activities on
opportunities abroad. Nevertheless, two of the largest foreign banks play a significant role in
the domestic market, besides the state-owned savings bank. As such, the financial sector (FS)
is the major engine of growth, the primary source of fiscal revenues, and the main reason
Luxembourg’s per capita income is highest in the euro area.
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2. The financial sector’s systemic importance extends well beyond national
boundaries. The sector’s main activity is to “upstream” liquidity from the Luxembourg-
based subsidiaries to their mostly European parent groups. About half of aggregate lending
by Luxembourg banks is channeled to the international interbank market, largely in the form
of short-term financing to parent banks. The money market fund (MMF) industry—the
second largest in the EU—raises a substantial part of this liquidity. Any event that
undermines the functioning of the financial center could therefore have immediate
repercussions for Europe’s banking sector.
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II. THE OUTLOOK: MACROFINANCIAL LINKAGES AND SPILLOVERS
A. Financial Crisis Weighing on Near-Term Outlook

3. Luxembourg’s economy is experiencing a pronounced deterioration. The FS and
closely related sectors are responsible for nearly half of value added. As the financial crisis
intensified, banking sector

. 14 50
profits declined and the assets Financial Sector Contribution to Growth, 1996-2008
under management of the IFI 12 (Percent)
contracted. Moreover, —3 F?nanc?al sector share‘ of 'value added (right scale) 48
10 = = = Financial sector contribution to GDP growth

Luxembourg’s economy is
subject to the ebb and flow of 81
international trade, given a share ¢ |
of exports in GDP of about
180 percent (2008). Falling
exports in the fourth quarter of 2t
2008 were largely responsible for
a 5.2 percent year-on-year ( \
contraction in output, and for the -2

almost 1 percentage point reduction 1988 198 2000 2002 2008 2000 % in
GDP for the year (Table 1). Reflecting trade developments, the current account surplus
declined by about 4 percentage points of GDP (Table 2).
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4. The recession is deepening this year, but the authorities see the contraction as
less pronounced than staff. Three different agencies produce GDP growth projections, and
the most conservative among these, albeit dated forecasts, is showing a 1.8 percent decline in
real growth this year, followed by a brisk upturn of 2.1 percent in 2010. Given the large size
of the FS and its ongoing contraction, it is unlikely that growth in Luxembourg could
outperform that of the euro area. Staff forecasts a decline in real GDP this year of

5.3 percent, followed by a further moderate decline in 2010.

Comparative Macroframework, 2007-10
(Percent change in real GDP growth)

2007 2008 2009 2010

Proj.
IMF staff (March 2009) 5.2 -0.9 -5.3 -0.3
European Central Bank 5.2 -3.0 0.4
Statec (March 2009) 52 -0.9 -1.8 2.1
Stability and Growth Program (January 2009) 5.2 1.0 -0.9 14

European Commission (January 2009) 5.2 1.0 -0.9 14




5.

All major expenditure components of GDP are likely to be adversely affected by

the financial crisis, waning confidence, and euro area recession.

-4

The F'S has been a longstanding source of dynamic employment and income growth.
FS employment is likely to contract amidst global deleveraging, although the decline
may be more moderate than in other financial centers, given the more steady activities
of the IFI. Combined with a slowdown in wage growth, this would reinforce the sharp
drop in consumer confidence and curb private consumption.
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The FS is a major driver of exports. An appreciable decline of the external trade
surplus is expected this year, given the pronounced slowdown in FS activity and
plummeting foreign demand for merchandise exports.
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information services, and other business services.

The adverse effects of the crisis on business confidence are pronounced. Temporary
plant closures and output reduction in key sectors, including manufacturing and
transport, appear to have accelerated in the first quarter of this year, and point to a
likely postponement of private sector investment decisions.
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6. The risks to the outlook are dominated by developments in Europe and the
global financial system. With the thawing of the financial system still in an early stage and
some conjunctural indicators stabilizing, the risks to the outlook appear broadly balanced.
However, a further deterioration in European trade volumes would heavily weigh on
Luxembourg’s prospects, given the close integration of its export sector with the EU. At the

same time, a faster-than-expected recovery in financial markets could generate substantial
upside risk.

7. Inflation declined sharply in late 2008 and is expected to remain low for the
foreseeable future. The partial reversal of earlier energy and food price increases lowered
inflation to negative 0.3 percent year-on-year by March 2009, one of the lowest rates within
the euro area. The pronounced decline in domestic demand is likely to curb wage demands
and limit price increases in the non-tradable sector. Inflationary expectations have been
falling rapidly, and inflation is forecast to remain low over the medium term.
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B. Spillovers and the Crisis’ Adverse Effects on the Medium-Term Outlook

8. With its large financial center, global financial developments spill over to
Luxembourg. While growth has been typically strong, it has also been volatile, given the
financial sector’s large share in output. Volatility in FS growth tends to mirror global
financial market developments and is closely correlated with the volatility of overall GDP.
Empirical analysis finds that a one percentage point increase in volatility of banking sector
income leads to 0.2 percentage point deviation from trend growth.
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9. The global financial crisis calls into question the viability of the business model

underlying Luxembourg’s FS. Past rapid expansion of this sector was largely due to cost
and tax differentials, which Luxembourg skillfully parlayed into a considerable first mover
advantage. The financial sector has been vital to Luxembourg’s competitive position (Box 1).
However, the business model will need to adjust to the new financial architecture that
emerges in the aftermath of the crisis, and it is prudent to assume that deleveraging will
curtail the economy’s growth potential over the medium term. The authorities agreed that the
uncertainties surrounding the sector’s growth potential had risen markedly. However, they
emphasized that the diversification across the FS and the steady flow of back-office
transactions carried out by the IFI would mitigate any fallout from deleveraging.



Box 1. Competitiveness

The financial sector has been supporting Luxembourg’s competitive position.

Relative unit labor costs point to a moderate overall competitiveness advantage. This is
most pronounced in the financial sector, but is in part offset by traditional sectors,
especially manufacturing. However, there are inherent difficulties in calculating and
interpreting estimates of financial sector unit labor costs. Moreover, there is anecdotal
evidence that some firms are relocating activities, especially back-office and custodian
activities, to cheaper cost locations in the eastern part of the EU.

Luxembourg’s share of world merchandise exports is overall stable, while its share in
the EU market is rising steadily.

0.6
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costs in the euro area expressed as deviations from 100.
Positive value implies cost advantage.

Similarly, application of CGER methodology cannot identify any competitiveness gap.
Confidence intervals for the current account norm and the equilibrium real exchange
rate both span the estimated values, implying a competitiveness gap of about zero.

CGER Assessment of Competitiveness

Estimate  Confidence interval Significantly different from
of the estimate zero at 95 percent
confidence level

Average competitiveness gap (in percent) 6.0 n.a n.a
Macroeconomic balance approach 6.5 n.a n.a
Equilibrium real exchange rate approach 8.7 -15.3t0 327 No
External stability approach 2.7 n.a n.a

Memorandum items:

Assessment of competitiveness gap About zero n.a n.a
Current account norm (percent of GDP) 8.7 1.7t015.7 No
na

Projected current account (percent of GDP) 6.2 n.a
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III. RISKS TO FINANCIAL STABILITY
10. The close integration of the Luxembourg-based subsidiaries with their mostly
European parent groups poses a major risk to financial stability.
o High intra-group exposures and over-reliance on wholesale funding create

appreciable liquidity risks that would materialize if the health of the European
banking sector deteriorates.

. Banks’ thinning, though still comfortable, capitalization and relatively high leverage
are additional risks.

. At the same time, there are systemic risks emanating from Luxembourg to the euro
area, as a result of the large volume of money market and other short-term financing
provided by the financial center to the European banking sector.

A. Intragroup Exposure and Liquidity Risks

11. Luxembourg-based subsidiaries are closely intertwined with their parent
groups. Regulation facilitates the upstreaming of liquidity, as intragroup and interbank
lending is exempt from large exposure limits. As a result, about half of the aggregate banking
sector assets were interbank loans at end-2008, of which about two-thirds were intra-group
liabilities (Figure 1). These exposures would become a substantive source of financial sector
instability were the health of parent banks or other large banks to deteriorate.' At the same
time, given their focus on opportunities abroad, the impact of a potential failure of most of
the foreign-owned subsidiaries on the availability of credit to the domestic economy would
be limited. Nevertheless, following their rescue in 2008 a substantial share of Dexia and

' For a study on these risks, see Banque Centrale Du Luxembourg, Bulletin 2004/1.
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BGL, two of the largest banks, remains in foreign ownership. These subsidiaries continue to
play a major role in the domestic market.

12.  Wholesale markets are the primary source of funding. Given their mostly
international focus, banking sector deposit taking is limited, and interbank and intra-group
loans are the single largest sources of funds. Difficulties in the international bond, interbank,
or money markets would thus have immediate repercussions for banks’ liquidity. The
authorities agreed that liquidity conditions have tightened, but underscored that private
banking and asset management activities had continued to allow most banks to raise
substantial liquidity during the crisis (Figure 2).

B. Leverage and Capitalization

13. Capital levels appear comfortable when measured relative to risk-weighted
assets, but the use of simpler leverage ratios point to less benign conclusions. The tier 1
capital ratio has exhibited a moderate but steady decline from its peak in 2004 (Table 3).
However, more than two thirds of the banking sector exhibited a leverage ratio—defined as
the ratio of equity to the unweighted sum of assets—of less than 5 percent, a level that may
be considered as too low.’

The tier 1 capital ratio remains comfortable overall, but has declined from its peak.

Tier 1 Capital Ratio (risk weighted, percent)

g o L L L I

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 1/
For about two thirds of the banking system, the leverage ratio fell below 5 percent.
30 Distribution of Banks' Leverage Ratios, December 2008 1/
25 [ (Percent)
20

15 +

10 r

Percent of banking sector
assets

0-1 1-2 2-3 3-4 4-5 5-10 10-20 20-50 >50
Leverage ratio in percent

1/ The leverage ratio is defined as eligible own funds divided by total assets.

2BGL is the successor institution that emerged from the rescue of Fortis” subsidiary in Luxembourg.

3 See GFSR October 2008, Box 1.2 for a discussion capital adequacy measures.
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14. The financial turmoil is weighing on banking sector profitability. Cumulative
banking sector profits declined by 17 percent year-on-year in 2008, in large part reflecting a
sharp decline in one-off revenues and falling commission income. These were in part offset
by an increase in the interest margin, as banks took advantage of high interbank rates.

Nevertheless, interest income is expected to decline this year, mainly as a result of policy
easing and normalizing interbank markets. These developments, combined with an
appreciable increase in provisions, underscore the pressures on sector-wide profitability.

Banks' provisions are rising rapidly...

... profitability is declining.

80 80
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15. The relatively high leverage of parent banks calls into question how effectively

they could intervene if a subsidiary faced a shortfall in capital. The equity-to-assets ratio
suggests that subsidiaries tend to be better capitalized than their parent banks and group
leverage ratios in many instances seem low, indicating risks to capital adequacy for both
group and subsidiary banks.

Parent banks' tier 1 capital is broadly comfortable, Parent banks' leverage ratios tend to exceed those

11 12
Leverage and Tier 1 Capital Ratios of Select Leverage of Select Parent Banks and
10 }‘ Parent Banks, 2007 Subsidiaries, 2007
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16.  Looking ahead, Luxembourg’s economic downturn and a cooling off in the real
estate market could generate further pressures on banking sector capital. Loans to the
private sector in Luxembourg, including 125
household mortgages, are concentrated in three Private Sector Credit and Mortgage Lending. June 2008
A P t of GDP

banks. One of these, the state-owned savings 100 | (Pefeent orGOR) ?BR
bank, is estimated to have issued more than
40 percent of all household mortgages. g 75 X
Although a legal framework allowing ;: R
securitization was introduced in 2004, 2 5 } PEU
mortgage loans are typically held on balance 2 BEL

gag ‘ yp : y _ ;'é X FRA X
sheet. This poses a potential risk to banks’ 25}  GRC LUX
capital, given that residential real estate prices are me
estimated to have nearly doubled during the ob— s —

50 75 100 125 150 175 200 225

past decade and are now showing signs of
weakening. Nonetheless, the default rate on residential
mortgage loans in Luxembourg remains extremely low.

Private sector credit

C. The Importance of Money Market Funds to Euro Area Banks

17. MMFs provide substantial funding to Europe’s banking sector (Box 2). If these
funds experience renewed redemption pressure, they would be forced to shed assets,
potentially causing serious liquidity shortages for euro area banks. Although MMFs are not a
vital source of financing for the Luxembourg economy, a potential run on Luxemburg’s
funds could jeopardize the country’s reputation as a well run financial sector.

Box 2. Money Market Funding and Euro Area Banks

Luxembourg’s hosts the second largest MMF industry in Europe, holding 340 billion euro in assets
under management (December 2008). Among these assets, claims on euro area banks were
109 billion euro, mostly in the form of securities and deposits.

Tight liquidity conditions and limited credit losses resulting from the failure of Lehman Brothers
caused serious redemption pressure on U.S. MMFs in September 2008. To avert a run on these funds
the U.S. authorities set up a liquidity facility and provided a temporary guarantee to their investors.

The concerns over U.S. MMFs spilled over to Europe, and redemption pressures on MMFs in Ireland
and Luxembourg were exacerbated in October 2008 by a guarantee from the German authorities to
provide liquidity to resident MMFs. In the case of Luxembourg, parent institutions stepped in and
provided some liquidity to their off-balance sheet funds. Although pressure eased and Luxembourg’s
funds recorded renewed inflows in November and December, they also tended to shorten the
maturity of their investments. As a result, short-term funding to euro area banks by Luxembourg’s
MMFs rose to 99 billion euro.

In contrast to the U.S. approach that provided MMFs with direct access to liquidity from the Federal |
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Reserve System, the European Central Bank 160 o

(ECB) relies on indirect provision of liquidity. 149 | Money Market Fu?;ﬁ;oig?fzzfot; Furo Area Banks T
A wide majority of European MMFs are

sponsored by parent banks and, in principle, 1200 Long-term assets

these banks could place MMFs’ assets on their 100 } = = Short-term assets _
balance sheet, use these assets to raise liquidity 80 Total e

from the ECB, and pass the liquidity on to their -

sponsored MMFs. However, weakened 60 1 ~

capitalization may limit the scope for banks to 40 .- -

take assets onto their balance sheets. At the ’ _____________________

same time, providing direct access for MMFs to o0 T
ECB liquidity is complicated by the lack of a 0 ' — —

precise, European-wide definition of admissible 2007Q1  2007Q3  2008Q1  2008Q3
MMF investments and detailed data on assets that can serve as collateral.

Most importantly, however, there is no mechanism in place to coordinate a European guarantee to
stem a potential run on MMFs.

IV. THE RESPONSE TO THE CRISIS
A. Policy Action

18.  The authorities’ response to the crisis has so far been ad hoc. When the European
financial services conglomerate Fortis and Dexia bank experienced a severe loss of investor
confidence in the fall of 2008, the Luxembourg authorities joined the rescue efforts of other
host and home country authorities. The subsidiaries of Dexia and Fortis were the largest and
third largest banks in Luxembourg in 2007, and the authorities contributed 2.9 billion euro,
8 percent of GDP, in capital to support them. Moreover, a one-year guarantee for over

4.5 billion euro was issued in support of Dexia’s funding. These measures appear to have
restored confidence in the subsidiaries. The authorities also intervened in three insolvent
Icelandic banks.

19. Under an EU-wide initiative, the limit on deposit insurance (DI) was raised
fivefold. Effective January 1, 2009 the DI limit increased to 100,000 euro for the indefinite
future. The authorities are also revising the DI framework to address deficiencies of the
existing scheme. In particular, they are concerned about the ex post funding of the current
scheme, which obliges banks to cover the costs of an event that triggers the deposit insurance
only once this event has occurred. It is their intention that the revised scheme will be funded
on an ex-ante basis, although sufficient funding will need to be built up gradually. While the
scheme will remain private and its membership mandatory, current plans call for it to be
administered by the regulator.
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B. Policy Implications

20. The financial crisis has highlighted potent risks to financial stability and
pertinent international initiatives are underway to address these. The Committee of
European Banking Supervisors (CEBS) has recommendations forthcoming that would
address liquidity management and intragroup exposure issues. Additional recommendations
from the CEBS and the Basel Committee with respect to increasing capital and liquidity
buffers, improving the quality of capital, and imposing limits on leverage are under
discussion. The authorities are prepared to implement reforms in tandem with their
competitor jurisdictions.

21. International policy coordination is needed to safeguard the stability of both the
banking sector and the money market.

o Resolution of home-host country issues is vital to enhance financial stability.
Given the disproportionately large size of the financial sector and dominant foreign
ownership, any rescue efforts in response to a systemic event would need to rely on
parent banks and possibly their home countries. However, the systemic nature of the
financial crisis has called into question the longstanding axiom that parent companies
would always support their troubled subsidiaries. Reaching an agreement on burden
sharing is thus of paramount importance and should be pursued, even if this requires
concessions from the authorities. The authorities agree on the importance of resolving
home-host country issues and recognize the potential benefits of a proactive approach
in seeking burden sharing agreements, notwithstanding likely political obstacles to
such agreements. They also point to the importance of harmonizing the crisis
resolution framework across the EU.

o International policy cooperation is also needed to mitigate the risk of a potential
run on MMFs. The investments held by MMFs exceed GDP by about 8 times,
therefore preventing the authorities from issuing credible guarantees on their own.
The continued flow of liquidity from Luxembourg’s financial sector, however, is
important to financial stability in the euro area and, consequently, Luxembourg’s
reputation as a well run financial center. The authorities are mindful of these risks.
They recognize the importance of international cooperation, but consider the
prospects for success as uncertain amid the heightened stress experienced in many
countries’ financial systems and, in some instances, an inward focus of policy
makers.

22. Financial stability should also be enhanced by strengthening the prudential and
regulatory regimes. Any policy tightening, however, needs to be phased in carefully, given
the procyclical effects and the uncertain strength of banks’ balance sheets.



23.

15

Improving liquidity management and mitigating risks from intra-group exposure.
While intragroup exposures are essential to banks’ business models, liquidity
management has been largely shifted to the group level, effectively exposing
subsidiaries to risks from liquidity shortages and maturity mismatches. As a result of
legal changes in 2008, the central bank assumed responsibility for macro prudential
surveillance of liquidity, while the regulator is stepping up its efforts at micro-
prudential surveillance. Given that a one-size-fits-all liquidity requirement could be
suboptimal, these institutions are jointly developing a tighter liquidity policy that
takes due account of bank-specific circumstances. Following the development of a
qualitative framework, the authorities intend to devise a quantitative framework.
Close cooperation between these institutions will be essential to the success of this
policy initiative.

Raising capital buffers and setting leverage ratios. In order to curtail excessive
leverage, the authorities support the introduction of leverage ratios, and additional
Basel capital requirements. These initiatives, however, need to be coordinated on an
international level.

Moreover, there is scope for strengthening supervisory capacity. Relative to the

size of banking sector assets, the resources allocated to supervision in Luxembourg remain
low by international standards, notwithstanding steady increases in recent years. Moreover,
Luxembourg’s IFT is larger than that of comparator countries, underlining the resource
constraint. Separately, heavy reliance on external auditors for on-site work will need to be
reconsidered—in light of global regulatory failures in identifying emerging risks, renewed
effort are necessary to build those skills in house. It will be crucial to have a strong on-site
supervision program aimed at identifying and managing risks.

Resources Allocated to Financial Sector Supervision

2007 budget In basis points of Banking sector
(Millions of euro) banking sector assets 1/ (billions
assets of euro)
Belgium (CBFA) 81.9 0.7 1,116
Ireland (FSA) 55.8 0.4 1,409
Luxembourg (CSSF) 28.0 0.3 1,031
Switzerland (FINMA) 64.6 0.5 1,350
UK (FSA) 435.9 0.5 8,287

Sources: National regulators; IMF staff estimates.
1/ End 2007.
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V. THE IMPACT OF THE CRISIS ON THE BUDGET

24,
other EU countries to weather
the recession. Notwithstanding
recent bank rescue efforts, the
public debt stock remains very
low by international standards,
owing to past fiscal surpluses.
Following the tripartite
agreement in 2006 to enhance
the competitiveness of the
economy, wage indexation was
partially suspended and some
expenditures were curtailed. The
budget swung into a substantial
surplus in 2007 (3.6 percent of
GDP).
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Luxembourg’s public finances are much better positioned than those of most
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However, past performance was in large part due to cyclical revenue strength

and the 2008 budget was expansionary. Revenues surprised on the upside during 2006-08,

largely driven by the strength of  qg
the financial sector and one-off
events, including from the merger
between Arcelor and Mittal. The
financial sector contributes an 12
estimated 40 percent to corporate  1p
taxes, 25 percent to personal
income taxes, and about

30 percent to overall budget

revenues (Figure 3). The revenue 4 [

impact of tax measures, including 2
a child tax credit and indexation

of income brackets to inflation to
mitigate bracket creep, are

Growth of General Government Total Expenditure
(Percent change)

Luxembourg

— — — Euro area

2000 2001 2002 2003 2004 2005 2006 2007 2008

estimated to have reduced overall 2008 revenues by 0.9 percentage point of GDP. At the
same time, current expenditure growth accelerated, in part reflecting an appreciable increase
in intermediate consumption and a further real expansion of the wage bill. The authorities
emphasized that the increase in the wage bill was related to the development of university
and research capacity and was thus in fulfillment with the objectives under the Lisbon
Strategy. Against this background, staff estimates that the budget surplus declined in 2008 to

2.6 percent of GDP (Table 4).



26. The 2009 budget provides substantial fiscal stimulus. It supports both consumption

and employment by
compensating
workers of qualified
firms for wages lost
due to reductions in
hours worked, while
also helping to defer
dismissal decisions.
Furthermore, the
execution of long-
term public
investment projects
1s being advanced,
and domestic
demand should also
be supported by the
generosity of
welfare benefits

(Figure 4). Given a broad range of additional tax and expenditure measures, the overall fiscal
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Luxembourg: 2009 Fiscal Stimulus Measures

Measures Fiscal Impact
(percent of GDP)

Expenditure side 1.5
Transfers to households 0.7
Unemployment benefit 0.3
Childcare subsidy 0.1
Allocation of allowances for social housing 0.3
Transfers to business 0.1
Public investment, incl. research and development 0.6
Revenue side -1.5
Personal income taxes -1.2
Indexation of the personal income tax brackets -0.9
Increased tax credits -0.3
Corporate income taxes -0.3
Abolition of capital contribution tax -0.3
CIT rate reduction (from 22 percent to 21 percent) 1/ 0.0
Total fiscal impact 3.0

1/ Revenue impact starting in 2010.

stimulus is expected to reach 3 percent of GDP in 2009.

27. Automatic stabilizers should be allowed to operate fully, notwithstanding a

material deterioration in this year’s budget. The authorities expect the 2009 deficit to
reach about half of staff’s forecast of 3.3 percent of GDP. These differences are in large part
due to staff’s forecast for a deeper recession and its more conservative assessment of the
revenue impact of the financial crisis. However, all agreed that automatic stabilizers should
be allowed to operate freely under either scenario.

Social Expenditure (Percent of GDP)
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28. Nevertheless, over the medium and long term adjustment is necessary to foster
fiscal sustainability, which is currently threatened on a number of fronts.

o Medium-term expenditure pressures. The wage indexation mechanism will be applied
in full again in 2010, following its partial suspension under the 2006 Tripartite
Agreement, and social transfer payments and public wage expenditures will rise
accordingly.

o Medium-term revenue uncertainties. Global deleveraging, likely regulatory tightening
across Europe, and changes to bank secrecy and their adverse effects on
Luxembourg’s financial center will limit the revenues contributed by the single
largest sector. Moreover, although proceeding gradually, changes in EU tax
regulation are potentially curtailing the attractiveness of Luxembourg as a business
location, including the introduction of the end-user principle under the VAT directive
that will lower internet-related VAT revenues starting in 2015.

. Long-term expenditure pressures. Far-reaching reforms of the public, pay-as-you-go
pension system remain overdue, given that substantial funding gaps continue to
threaten its long-term viability.*

VI. STAFF APPRAISAL

29. Ongoing financial turmoil and the first global recession in 60 years pose
daunting challenges to Luxembourg’s small open economy. The financial sector— hosting
a large number of foreign-owned subsidiary banks, Europe’s largest investment fund
industry and second largest money market industry—is fully exposed to the turmoil. Besides
financial service exports, the contraction in European demand is also weighing heavily on the
economy’s traditional export sectors. As a result, Luxembourg faces its most severe recession
since the steel crisis in the mid-1970s.

30. Continued economic success crucially hinges on the maintenance of financial
stability. The authorities’ rescue efforts and intervention in the banking sector, while
appropriate and decisive, were also ad hoc. There remains an urgent need to enhance crisis
preparedness and devise an effective, multilateral response. Given that Luxembourg’s
financial center is testimony to Europe’s advanced financial integration, the authorities
should spearhead an initiative to develop an effective, multilateral crisis management
strategy.

o Resolving home-host country issues and seeking burden sharing commitments. The
systemic nature of the financial crisis has called into question the longstanding axiom

* For a comprehensive analysis see IMF Country Report No. 06/165, chapter I11.
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that parent companies would always support their subsidiaries in difficulty.
Therefore, the authorities need to advance discussions with both parent companies
and home countries with the aim of achieving burden sharing commitments.

Addressing the risks stemming from the close integration of Luxembourg-based
subsidiaries with their parent groups. While intragroup exposures are essential to
banks’ business models, liquidity management has been largely shifted to the group
level, imposing undue risks of a liquidity shortage on subsidiaries. Addressing these
risks requires comprehensive and continuous monitoring of liquidity at the local
level; and devising a regulatory framework that embeds sufficient flexibility to take
due account of bank-specific circumstances. In this regard, the joint efforts of the
central bank and the regulator are welcome, and cooperation between these
institutions will be vital for success.

Reining in excessive leverage. Luxembourg’s financial center has not escaped some
of the excesses that have bedeviled the global financial system. More than half of
Luxembourg’s banking system seemed overly leveraged at end-2008, with gearing
ratios in excess of 20 times. While system-wide capital levels appear adequate, these
developments call for a further strengthening of the regulatory regime, tightening of
capital requirements, and the introduction of binding limits on leverage. However,
such steps need to be coordinated internationally, and care needs to be taken with
regard to the speed and timing these measures, in order to facilitate an orderly
adjustment of banks’ balance sheets.

Safeguarding Luxembourg'’s reputation as a well run financial center. The continued
flow of liquidity from Luxembourg’s financial sector is important to financial
stability in the euro area and, consequently, the country’s reputation as a well run
financial center. The authorities should capitalize on this alignment of interests by
pursuing burden sharing arrangements that would allow—in case of strong
redemption pressures—the immediate issuance of a credible, multilateral guarantee to
cover those funds’ liabilities. This is also pressing as MMFs do not have direct access
to central bank liquidity. Weakened capital positions may currently limit banks’
ability to take MMFs’ assets onto their balance sheets and, therefore, the extent to
which banks can raise liquidity from the monetary authorities on behalf of their off-
balance sheet MMFs. The need for a liquidity facility, therefore, should also be
further explored.

Notwithstanding their adverse impact on the deficit, the fiscal stimulus package

is appropriate and the automatic stabilizers should be allowed to function fully. Public
finances are well positioned to weather the recession. Despite recent bank rescue efforts, the
public debt stock remains low by international standards, providing ample scope to finance

budget pressures over the near term. The deficit is projected to exceed the Maastricht ceiling
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by a small margin this year, but the automatic stabilizers should be allowed to operate fully
given the precipitous economic contraction.

32. Looking ahead, once the economy begins to emerge from recession, appreciable
efforts will be needed to enhance medium- and long-term fiscal sustainability.

. Expenditures are rising—in spite of past fiscal adjustment undertaken, current
spending returned to buoyant growth in 2008. The planned return to full indexation of
wages and social benefits in 2010 will likely exacerbate this trend, and also hamper
efforts to improve competitiveness.

o At the same time, uncertainties have arisen concerning the evolution of medium-term
fiscal revenues. These stem primarily from the potentially adverse impact of global
deleveraging, likely regulatory tightening in Europe, and changes to rules governing
bank secrecy and their dampening effects on the fiscal revenues raised from
Luxembourg’s financial center. Moreover, changes in EU tax regulation, including
the 2015 introduction of the end-user principle that will curtail VAT revenues, are
also a concern.

In light of these risks and uncertainties, the reintroduction of full inflation indexation of
wages and benefits should be reconsidered. Furthermore, far-reaching reforms of the public,
pay-as-you-go pension system remain overdue, and should proceed with priority, given that
substantial funding gaps continue to threaten its long-term viability.

33.  Ttis proposed that the next Article IV consultation with Luxembourg will be held
within 24 months.
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Figure 1. Luxembourg: Aggregate Banking Sector Assets and Funding
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Figure 2. Luxembourg: Distribution of Liquidity over
the Banking Sector, 2005-07 1/ 2/ (Percent)

Banking sector liquidity was high in 2005.
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It showed signs of tightening in parts of the banking sector in 2006,...
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...and a "fat tail" emerged amid a sharp tightening of liquidity in 2007.
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Sources: BCL; BankScope; and IMF staff estimates.

1/ In the absence of bank-specific liquidity data in accordance with the financial soundness indicators, liquidity is
approximated by the ratio of liquid assets to customer and short-term funds.

2/ Based on a sample covering 80 percent of customer and short-term funds.
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Figure 3. Luxembourg: Fiscal and Banking Sector Indicators
(Percent of GNI)
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Figure 4. Luxembourg: Benefit Replacement Rates 1/
(In percent)

Replacement rates of welfare benefits are relatively high...
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Table 1. Luxembourg:

Basic Data, 2003-10

2003 2004 2005 2006 2007 2008 2009 2010
Est. Projections
Volume changes, in percent
Supply and demand
Gross domestic product 1.5 45 52 6.4 5.2 -0.9 53 -0.3
Total domestic demand 0.5 33 5.0 14 3.8 16 -15 04
Private consumption 53 2.7 1.9 29 21 1.8 -2.7 -0.5
Public consumption 4.1 4.6 34 2.7 26 1.3 57 29
Gross investment 8.8 3.2 1.2 -1.5 7.2 16 -4.1 -01
Gross fixed investment 6.3 0.8 3.4 1.0 11.8 1.7 04 -15
Inventory accumulation 1/ 05 0.5 14 -0.3 -0.7 -0.1 0.9 04
Foreign balance 1/ 1.2 1.7 1.4 5.0 25 -2.1 -38 -0.6
Exports of goods and nonfactor services 6.8 1.2 6.0 146 4.4 0.3 -75 -09
Imports of goods and nonfactor services 6.9 11.8 6.0 13.4 3.5 1.7 -6.3 0.7
In thousands, unless otherwise noted
Employment and unemployment
Resident labor force 201.3 204.3 207.7 212.7 216.8 220.6 224.0 2273
Unemployed 7.0 8.0 8.9 95 9.6 8.8 15.4 12.8
(As a percent of total labor force) 3.5 3.9 4.3 4.5 4.4 4.0 6.9 56
Resident employment 1943 196.3 198.7 203.2 207 1 211.8 208.6 2145
(change in percent) 1.0 1.0 1.2 23 1.9 23 -15 28
Cross-border workers (net) 97.6 102.2 108.6 115.9 1254 136.9 132.8 1331
Total employment 292.6 299.1 307.8 319.0 333.2 348.7 3414 3476
(Change in percent) 1.8 2.2 29 3.6 45 4.7 -2.1 1.8
Annual changes, in percent
Prices and costs
GDP deflator 6.0 19 45 54 2.0 1.6 -0.2 1.8
CPI (harmonized), p.a. 25 32 3.8 3.0 2.7 4.1 -0.4 18
CPI (national definition), p.a 20 2.2 25 27 23 34 0.2 18
Average nominal wage growth 2/ 1.1 3.7 3.7 31 4.3 15 19 0.0
Nominal unit labor costs 2/ -4.3 -0.3 -27 -4.5 18 5.7 56 0.3
In percent of GDP
Public finances
General government revenues 42.2 414 416 39.9 40.8 433 435 44 .4
General government expenditures 41.8 425 416 38.6 37.2 40.7 46.8 48.4
General government balance 0.5 -1.1 0.0 14 3.6 26 -3.3 -40
General government net debt -52.1 -49.4 -45.6 -44.7 -48.8 -43.6 -42.8 -38.1
General government gross debt 6.2 6.4 6.1 6.7 6.9 14.8 18.9 226
Current account
Current account balance 8.1 11.8 11.0 10.4 9.8 55 5.1 57
Balance of trade in goods and services 239 2786 32.0 384 459 41.1 374 36.7
Factor income balance -13.6 -12.7 -17.9 -24.8 -31.4 -30.1 =271 -26.2
Transfer balance -2.1 -3.1 -3.1 -3.1 -4.7 -5.5 -5.2 -4.9
Period average
Exchange rates
U.S. dollar per euro 1.13 1.24 1.25 1.26 1.37 1.47
percent change 19.7 9.9 0.2 0.8 9.2 7.3
Nominal effective rate (2000=100) 105.7 106.5 104.9 106.3 108.2 107.9
percent change 3.4 0.8 -1.5 1.3 1.8 -0.2
Real effective rate (CPI based; 2000=100) 107.0 107.8 106.7 108.6 110.9 110.3
percent change 3.8 0.7 -1.1 1.8 21 -0.5
Interest rates
Short term 3/ 23 20 21 2.8 38 3.9
Long-term government bond yield 4/ 33 238 2.4 3.3 4.2

Memorandum items: Land area = 2,586 square kilometers; population in 2008 = 488 thousand; GDP per capita = €75,066.

Sources: Data provided by the authorities; IMF, WEQ database; and IMF staff calculations.

1/ Contribution to GDP growth.
2/ Overall economy.

3/ Average annual deposit rate for nonfinancial corporations with maturity up to one year

4/ The yield refers to OLUX-4 series.
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Table 2. Luxembourg: External Current Account, 2004-14

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Projections

(Billions of euro)
Current account 3.3 3.3 3.5 3.6 2.0 1.8 20 22 23 2.5 27
Balance on goods and services 7.6 9.7 13.0 16.7 15.1 13.0 12.9 13.3 13.7 14.2 147
Export of goods and services 38.2 446 53.6 61.3 61.6 54.6 549 57.0 593 62.1 65.0
Import of goods and services 30.6 34.9 40.6 44.6 46.5 41.6 42.0 43.7 456 47.9 503
Balance on goods -2.9 -3.4 -35 -35 -4.3 -4.3 -4.3 -4.6 -5.0 -55 -6.0
Goods exports 10.9 1.7 13.0 13.3 14.6 12.6 12.9 13.4 14.0 14.6 15.2
Goods imports 137 15.1 16.5 16.8 18.9 16.9 17.2 18.0 19.0 20.1 212
Balance on services 10.5 131 16.5 20.2 19.4 17.2 17.2 17.9 18.8 197 206
Service exports 27.3 329 40.5 48.0 47.0 419 42.0 43.6 45.4 475 49.8
Service imports 16.8 19.8 24.0 27.8 27.7 24.7 24.8 25.7 26.6 278 29.1
Net factor income -3.5 5.4 -8.4 -11.4 -11.0 -9.4 -9.2 -9.4 -9.6 -9.8 -10.0
Balance on current transfers -0.9 -0.9 -1.0 -1.7 -2.0 -1.8 -1.7 -1.8 -1.8 -1.9 20

(Percent of GDP)
Current account 11.8 11.0 10.4 9.8 5.5 5.1 57 6.0 6.1 6.2 6.4
Balance on goods and services 27.6 32.0 38.4 459 411 37.4 36.7 36.6 36.2 35.8 354
Export of goods and services 138.8 147.5 167.9 168.4 167.9 157.4 155.9 156.4 156.2 156.8 157.0
Import of goods and services 1111 115.6 119.5 1225 126.9 120.0 119.1 119.8 120 0 121.0 1216
Goods -10.4 -11.2 -10.2 -9.6 -11.7 -12.3 -12.1 -12.5 -13.2 -13.9 -14.5
Goods exports 39.5 38.8 38.4 36.6 39.7 36.5 36.7 36.8 36.8 36.8 368
Goods imports 49.9 50.0 48.7 46,2 514 48.7 48.8 493 50.0 50.7 51.3
Services 38.0 43.2 48.6 55.5 52.8 49.7 48.8 49.1 49.4 49.7 49.9
Service exports 99.2 108.7 119.5 131.8 128.3 120.9 119.2 119.6 119.4 120.0 120.3
Service imports 61.2 65.5 70.9 76.3 75.4 713 70.4 70.5 70.0 70.2 703
Net factor income -12.7 -17.9 -24.8 -31.4 -30.1 =271 -26.2 -25.7 -25.2 -24.7 -24.1
Balance on current transfers -3.1 -3.1 -3.1 -4.7 -5.5 -5.2 -4.9 -4.9 -4.9 -4.9 -4.9

Source: Statec and IMF staff projections.
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Table 3. Luxembourg: Financial Soundness Indicators of the Banking System, 2002-08 1/
(Percent, weighted period average unless otherwise indicated)

2002 2003 2004 2005 2006 2007 2007 2/ 2008

Sept.
Capital adequacy
Bank regulatory capital to risk-weighted assets 15.0 171 17.5 16.3 14.9 13.9 13.5 15.4
Bank capital to assets 55 5.8 55 53 5.0 46 na 45
Tier 1 regulatory capital ratio 131 14.4 147 141 13.6 13.0 123 na
Asset quality
Net new value adjustments to own funds 5.1 21 27 0.8 . na na
Value adjustments on credit to total gross credit 0.4 03 0.3 0.2 0.1 0.1 01 na
Non-performing large exposures to total large exposures 3/ 0.4 0.5 0.3 0.2 0.2 0.2 0.2 na
Real credit growth 4/ " . na na
Non-financial corporate sector -7.9 -11.2 -6.6 5.8 18.6 16.8 20.5 na
Luxembourg households 9.1 19.5 10.5 11.6 13.0 19.6 18.8 na
Liquidity . .
Liquidity ratio 66.0 67.0 66.0 65.0 63.0 63 3 61.0 na
Coefficient of maturity transformation 5/ 2.7 27 25 25 2.4 24 1.8 na
Market risks
Total gross exposure in financial derivatives to own funds 3302 2815 2986 2,745 3,152 2,903 2,760 na
interest rate operations to own funds 2,127 2,083 2216 1,913 2,108 1,766 1,622 na
Exchange rate operations to own funds 860 686 724 781 952 989 999 na
Other operations to own funds 6/ 315 45 47 52 83 148 138 na
Net foreign currency position to own funds
CHF positive net position 19 0.6 0.8 15 1.5 23 24 na
negative net position -2.8 -3.2 -71 -8.5 -4.5 -1.3 -1.2 na
GBP positive net position 08 1.2 1.5 1.2 1.0 0.9 0.7 na
negative net position -1.4 -0.8 -1.2 -0.8 -0.9 08 -0.9 na
JPY positive net position 7/ 0.5 7.6 7.4 0.9 0.6 0.4 0.1 na
negative net position -2.2 -4.2 -1.9 -1.4 -1.3 -0.2 -0.1 na
USD positive net position 33 33 1.4 1.6 55 23 5.9 na
negative net position -4.2 -2.9 -2.8 -3.8 -5.1 -8.3 -0.7 na
Asset composition
Overall exposure to the corporate sector in total exposures 83.3 83.6 82.3 82.3 83.8 85.6 86.6 na
Financial corporations 70.0 71.0 70.8 71.2 71.6 71.9 72.4 na
Nonfinancial corporations 13.3 12,6 11.5 111 12.2 137 14.3 na
of which: to the corporate sector 65.0 66.7 64.7 65.6 68.9 75.0 78.1 na
Exposure to Luxembourg households in total exposures 1.3 1.5 1.6 1.6 1.7 1.8 1.9 na
Share of mortgage lending in total lending to the private sect 17.8 19.6 15.6 19.2 17.7 17.5 17.6 na
Large exposures to total exposures 3/ 941 93.2 93.1 94.1 94.4 91.9 86.5 na
Profitability and Earnings Structure
Return on assets 1.3 1.3 1.3 1.2 1.5 . 14 na
Income before provisions and taxes to total assets 0.7 0.6 0.7 0.7 0.9 0.8 na 07
Net after-tax income to total assets 04 0.5 0.5 0.5 0.8 0.7 na
Return on equity (Net after-tax income to regulatory capital) 9.0 8.9 9.9 105 16.5 151 na 8.0
Share in gross income
Net interest income 58.4 57.2 53.1 48.4 50.6 . 57.3 na
Commissions and fees 38.0 36.3 38.8 429 41.8 . 40.9 na
Results on financial operations 3.6 6.5 8.2 8.7 7.6 . 1.8 na
Operating costs to gross income 41.7 41.2 431 423 36.6 . 39.0 na

Sources: Banque Centrale du Luxembourg.

1/ All banks operating on the basis of Luxembourg law, excluding branches of foreign banks.

2/ End of period data.

3/ Large exposures are defined as exposures above 6.2 million euros or 10 percent of banks’ own funds.

4/ All banks including branches of foreign banks.

5/ A coefficient above 1 means that banks' assets have a longer average duration than liabilities.

6/ Variation in 2003 compared to 2002 due to a transfer of activities from a subsidiary to a branch within the same group.
7/ Increase in 2003 and 2004 compared to 2002 mainly due to a significant position of a bank at 31/12/2003.
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Table 4. Luxembourg: General Government Operations 2006-10

(Percent of GDP)

2006 2007 2008 2009 2010

Est. Projections
Revenue 39.9 40.8 43.3 43.5 44 .4
Current revenue 39.7 40.6 43.0 43.3 44.2
Tax revenue 25.6 26.1 27.2 26.7 275
Indirect taxes 12.5 12.6 12.8 12.8 13.5
Direct taxes 13.0 134 14.4 14.0 14.0
Social security contributions 10.8 11.0 11.7 12.3 12.4
Other current revenue 3.4 3.6 4.1 4.3 4.4
Capital revenue 0.2 0.2 0.3 0.2 0.2
Expenditure 38.6 37.2 40.7 46.8 48.4
Current expenditure 33.3 32.6 355 40.7 41.0
Wages and salaries 7.4 7.3 7.9 8.6 9.0
Goods and services 3.0 3.1 3.4 3.8 3.8
Social transfers in kind 4.8 4.8 5.0 5.6 59
Social transfers and pensions 13.5 13.1 14.4 171 16.4
Subsidies 1.5 1.5 1.6 1.8 1.7
Interest payments 0.2 0.2 0.3 0.4 0.5
Other current expenditure 2.8 2.6 2.9 3.3 3.6
Capital expenditure 5.3 4.7 5.2 6.1 7.5
Overall balance 14 3.6 2.6 -3.3 -4.0

Source: Statec; and IMF staff estimates.



