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The current crisis revealed the unsustainability of private sector indebtedness dynamics with 
respect to income prospects and assets and highlighted the dire implications of excessively high 
debt stocks and rapid credit expansion on financial stability and economic growth. A deleveraging 
process in the private sector is now taking place in several economies, which, although necessary, 
stands as a source of concern in terms of implications for economic activity. Designing policy 
responses aimed at facilitating the correction of existing imbalances, while limiting the negative 
impact on growth, remains thus one of the key policy challenges lying ahead. 

In this light, this paper focusing on the non-financial private sector, addresses the following main 
questions: 

1. Likelihood of deleveraging in the household and the non-financial corporations' sectors  

The identification of the EU Member States more likely to face deleveraging pressures should take 
into account different measures of indebtedness, as different indicators may point to different 
conclusions in terms of the debt burden. After looking individually at several indicators - including 
debt to the capacity to repay, debt against (financial and non-financial) assets, the impact of 
valuation effects on the latter and considering both current debt stocks and accumulation dynamics 
before the crisis -, we use clustering and composite indicator techniques to synthesise their overall 
information content.  

This approach allows us to identify two sets of countries which are more prone to face deleveraging 
pressures, respectively in the household and non-financial corporation sectors:  

• Cyprus, Denmark, Spain, Ireland, the Netherlands, Portugal, Estonia, Latvia, Slovakia, Sweden 
and the United Kingdom on the household side;  

• Belgium, Bulgaria, Cyprus, Greece, Spain, Hungary, Ireland, Italy, Portugal, Estonia, Latvia, 
Slovenia, Sweden and the United Kingdom on the corporate side. 

The analysis also captures, within this set of countries, some "catching up" economies for which 
debt ratio levels are significantly lower, despite large increases before the crisis: Slovakia, Latvia, 
Estonia, Slovenia, Bulgaria and Hungary. 

http://ec.europa.eu/economy_finance/publications/economic_paper/2013/index_en.htm
http://ec.europa.eu/economy_finance/publications/economic_paper/2013/index_en.htm


2. Quantification of deleveraging needs in the identified Member States 

The quantification of the deleveraging pressures faced by the identified economies requires the 
definition of a benchmark against which the indebtedness levels can be measured: a balanced level 
of debt, which takes into account, to the extent possible, the factors that may influence its 
sustainability over time. 

For this purpose, we first follow a threshold approach, which compares the current level of 
households and non-financial corporations debt with a benchmark based either on the "pre-crisis" 
levels or on statistical grounds (the third quartile of the distribution). In addition, and taking into 
account that the aforementioned approach does not take into account important country-specific 
factors as well as the possibility of time-varying thresholds, we develop a stationarity approach that 
"forces" households' debt to grow in line with their notional or transaction-based assets (filtered 
from valuation effects). According to the stationarity approach, the rebalancing of balance sheets 
thus depends not only on debt reduction (effective deleveraging) but also on asset price valuation 
effects (e.g., house price adjustment), and the pace of the adjustment will crucially depend on the 
interaction between these two forces.  

Focusing on the household sector, we conclude that in the case of Spain and Ireland, where both 
factors have been at play (house prices bust and actual deleveraging), there has been a sharp 
rebalancing towards the closing of the gap. In the case of Portugal, the current gap, as assessed by 
the stationarity approach, is significantly lower due to the absence of a house price boom before 
the crisis. However, the actual manifestation of the estimated pressures crucial depends on 
institutional characteristics and structural supply-side factors that play a key role in determining the 
stability of financial conditions and therefore the equilibrium level of household debt. 

3. Assessment of credit supply and demand pressures as qualifying factors for deleveraging 
pressures 

Credit market conditions are an important qualifying factor for deleveraging processes. The 
evolution of indebtedness is affected not only by borrowers' willingness to take on debt but also by 
overall changes in lending attitudes of the financial sector: credit supply constraints, which can be 
triggered by deleveraging pressures in the financial sector itself, have a direct impact on non-
financial sector deleveraging. Moreover, the latter can also be affected by households and non-
financial corporations' reluctance to take on more debt. 

Against this background, the deleveraging needs in the non-financial sector are assessed taking into 
account credit supply and demand conditions using information underlying, on the supply side, (i) 
the change in overall non-performing loans, (ii) the Tier 1 capital ratio, (iii) banks' return on equity, 
(iv) the sovereign CDS spreads, (v) banks' exposure to high risk foreign claims, and (vi) the lending 
surveys - as the Eurosystem Bank Lending Survey (BLS) and the survey on the access to finance of 
SMEs (SAFE) in the euro area, and, on the demand side, (i) the Consumer Confidence Indicator, (ii) 
the Economic Sentiment Indicator, both released monthly by the European Commission, (iii) the 
unemployment rate, (iv) the house price evolution and (v) direct lending survey data (BLS and SAFE). 
We then proceed by constructing stress maps of credit supply and demand conditions in Member 
States that were identified as likely subject to major deleveraging pressures in previous sections, 
and developing overall indicators of demand and supply pressures. 

Our analysis suggests that immediate deleveraging pressures could be highest in Cyprus, Portugal 
and, although to a lesser extent, Spain, where both credit supply and demand risks are high. 
Deleveraging pressures in Ireland and the Netherlands could also be significant, but coming more 
from the credit demand side. Short term pressures in Denmark and the UK seem lower, while in 
Sweden they seem to be currently at low levels. 



4. The macroeconomic effects of household sector deleveraging 

Based on historical experience, the necessary reduction of the excessively high levels of non-
financial private sector indebtedness identified in the paper will take several years and affect 
negatively and in a significant way the economic activity. Against this background, the extent and 
impact of deleveraging and underlying balance-sheet adjustment on the dynamics of the main 
macroeconomic aggregates is assessed, using a dynamic general equilibrium model (QUEST) which 
simulates the impact of a deleveraging shock in the household sector under different scenarios. 

The materialization of a household sector deleveraging process, in the economies identified as 
being subject to deleveraging pressures in this sector, has a significant negative impact on the 
economic activity through a decrease in housing investment and consumption, amplified by a debt-
deflation spiral. The simulation of a deleveraging shock in a dynamic general equilibrium model also 
shows the negative consequences of a deleveraging shock on unemployment, notably when the 
economy is characterized by significant real and nominal wage rigidities. Nevertheless, this 
adjustment is accompanied by a positive external rebalancing with the reallocation of resources 
from non-tradable to tradable sectors. Structural reforms leading to a more flexible economy are 
key in this context, not only by contributing to a durable rebalancing process, but also by 
attenuating the negative impact of households' deleveraging: stronger real wages adjustment leads 
to a smoother reaction of employment and, consequently, of real output, while a faster adjustment 
in prices allows for an also faster adjustment in the real interest rate towards the equilibrium level. 
Public sector deleveraging prevents a further increase of sovereign debt but it aggravates the fall in 
GDP. Notice, however, that the simulations presented in this paper focus on the demand shortfalls 
associated with private and public sector deleveraging, not taking into account the negative demand 
effects underlying the increase in the sovereign risk premia in the absence of fiscal consolidation. 

5. Policy Implications 

Despite clear signals of rebalancing and deleveraging, especially in some vulnerable economies like 
Spain, Portugal and Ireland, deleveraging in the non-financial private sector has still a long way to 
go in many European countries. The room for manoeuvre to attenuate the underlying negative 
consequences for economic activity is extremely limited in countries whose public sector is also 
highly indebted and for which sovereign yields increased significantly during the crisis. This context 
thus raises significant challenges in terms of fiscal policy options and the overall policy-mix. The 
paper concludes by discussing some potential policy-oriented avenues. 
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