
Special topics on the euro-area economy 

3. Private sector balance sheet adjustment in the euro area: how far still to go? 

Inflated balance sheets played a pivotal role in the unravelling of the crisis and the sluggish recovery in the 
euro area partly stems from ongoing deleveraging processes. A detailed examination of latest national account 
data paints a mixed picture of private sector balance sheets in the euro area. Regarding the non-financial 
corporate sector, some progress in balance sheet consolidation has been achieved since the trough of the 
recession in 2009, but further adjustment remains likely in the quarters to come as growth remains subdued 
and debt levels as well as debt-to-equity ratios are still high. Against the background of increased risk aversion 
and corporate operating profits that are still recovering from the crisis, downward pressures from balance 
sheets on the investment recovery are likely to persist for some time.  

By contrast, the situation appears more benign on the household sector's side. Euro-area households have 
adjusted their balance sheets in response to the crisis through higher saving and a portfolio rebalancing 
towards less risky asset holdings. Although housing investment still awaits its revival, households' 
precautionary spending restraint during the crisis seems to have subsided in recent quarters, despite the fact 
that net financial wealth has not yet fully recovered to pre-crisis levels. 
 

Introduction 

Excessive leverage in the private sector, 
particularly in the US and some EU Member 
States, has been one of the root causes of the 
global financial crisis. Changes in lenders' and 
borrowers' assessment of risks and income 
prospects triggered balance sheet consolidation 
processes that have spread well beyond the 
borders of the countries which were the epicentre 
of the crisis. While the balance sheets of the 
public and the banking sector in the euro area 
have been under considerable scrutiny since the 
onset of the crisis, less attention has been devoted 
to developments in the balance sheet of the non-
financial private sector. This section tries to fill 
the gap by reviewing the balance sheet situation 
of euro-area households and non-financial 
corporations as depicted by national accounts. (8)  

 

Operating profits of non-financial corporations 
have been dented by the crisis… 

Euro-area companies' operating profits were hit 
hard by the global economic crisis. Between the 
peak and the trough of the cycle, profitability (as 
measured by the ratio of gross operating surplus 
to value added in the non-financial corporate 
sector) fell by 3.5 pp (Graph 3.1). The reasons for 
this exceptionally sharp drop are well-
documented: the recession was associated with an 
unusually sharp fall in labour productivity due to 

 

                                                        
(8) The sections of euro-area national accounts providing 

financial and income data on individual sectors (households, 
corporations etc..) are published with a lag compared with 
standard GDP data. Consequently, this section will mostly 
draw on information up to 2010Q4.  

a combination of labour hoarding, reduction in 
working time, temporary employment support 
schemes and employment rigidities. As shown in 
Graph 3.2, the deterioration in productivity was 
not matched by sufficient downward wage 
adjustment, so that corporate profits played a 
critical shock absorber role during the recession. 

 

Graph 3.1: Gross operating surplus, euro-area 
non-financial corporations  

(in % of VA, 1999Q1 to 2010Q4) (1) 
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(1) Seasonally adjusted data.  
Source: Eurostat. 

 

The ongoing recovery has led to an improvement 
in profitability due to a sharp rebound in 
productivity, but the rate of profitability at the end 
of 2010 (last available data) remained below the 
levels registered in pre-crisis years.  

- 19 -



Quarterly Report on the Euro Area II/2011 

Graph 3.2: Real wage rate and productivity, 
euro area  

(y-o-y changes in %, 1999Q1 to 2011Q1) (1) 
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(1) Seasonally adjusted data. The wage rate is calculated as the 
ratio of employees' compensation to the number of employees. It 
is deflated by the GDP deflator. 
Source: Commission services. 

 

… but the impact was cushioned by low 
interest rates and taxes  

The picture appears more encouraging when 
looking at more broad-based measures of 
corporate profits that account for non-operating 
items. Due to favourable developments in interest 
outlays and taxes, such measures have shown a 
stronger recovery than gross operating surplus, 
with some of them now back at close to pre-crisis 
levels. In particular, net interest payments have 
come down since the early stages of the crisis and 
are now at historical lows. Being large borrowers, 
the easing of overall borrowing conditions over 
the past two years has cushioned the impact of the 
crisis on Euro-area companies' profits. A modest 
reduction in corporate debt (discussed hereafter) 
has also contributed to curb interest payments. 

The impact of the crisis on net profits has also 
been mitigated by developments in taxes and 
fiscal transfers. Since the start of the crisis, 
revenues from corporate income taxes have 
registered a sharp decline due to a shrinking of the 
tax base (profits) and a sharp drop of the 
estimated actual corporate income tax rate 
(Graph 3.3). The estimated actual tax rate on 
corporate income is traditionally influenced by the 
cycle, but in the latest recession discretionary tax 
measures (mostly of a temporary nature) have also 
played a role. (9) So far, the recovery has entailed 
only a modest increase in the estimated actual tax 
rate.  
                                                        
(9) For an analysis of recent tax measures taken in EU Member 

States see: 
European Commission (2011), "Monitoring tax revenues and 
tax reforms in EU Member States 2011", European Economy, 
forthcoming. 

Graph 3.3: Estimated actual corporate income 
tax rate, euro-area non-financial corporations 

(in %, 1999Q4 to 2010Q4) (1) 
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(1) 4 quarter moving average of non-seasonally adjusted data. 
The estimated actual tax rate is calculated as the ratio of tax 
revenues on income and wealth to gross operating surplus. 
Source: Commission services 

Finally, it is also worth stressing that corporations 
have absorbed the impact of the crisis on their 
savings (i.e. the share of profits that is not paid to 
tax authorities, shareholders or creditors but 
retained to acquire physical and financial assets) 
by curbing dividend payments. Although 
distributed profits tend to be strongly cyclical, 
their drop in the latest recession was very sharp 
and their recovery has so far been modest.  

Overall, the picture in terms of profitability 
painted by national accounts at the end of 2010 
appears mixed. Operating profits improved with 
the recovery, albeit from a very low level, and 
non-operating profits have been boosted by 
factors (low interest rates, favourable fiscal 
developments) which are partly temporary. 

Corporations' spending behaviour remains 
cautious  

Whereas euro-area companies have made 
comparatively limited use of job cuts during the 
crisis (at least by historical standards), they have 
resorted extensively to an alternative cyclical 
adjustment variable, namely gross capital 
formation. As shown in Graph 3.4, both gross 
fixed capital formation (i.e. investment) and 
inventories have been curtailed sharply during the 
crisis, with their share in corporate value added 
falling well below the troughs of the downturn of 
the early 2000s.  

Investment and inventories have bottomed out 
since the beginning of the recovery but the 
situation remains mixed, with corporations clearly 
displaying very cautious spending behaviour.  
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First, corporate investment has recovered only 
moderately since the beginning of 2010, 
expanding marginally faster than value added. As 
a result, the ratio of investment to value added 
remains very low. The first release of National 
Accounts for 2011Q1 points to an acceleration of 
total gross capital formation (i.e. including 
corporations but also households and government) 
at the beginning of the year, although the extent of 
the pick-up for corporate investment will only be 
known when the data is available end-July.  

Second, inventories have rebounded more 
noticeably in the recovery, although this pick-up 
only amounts to a slowdown in the rate of de-
stocking. In 2010Q4 (last available data), euro-
area corporations were still depleting their stocks 
at a relatively high rate. Such a pattern is quite 
unusual at this stage of the business cycle. Recent 
analysis carried out on the basis of business 
survey data indicates that the crisis has been 
associated with a shift in enterprises' inventory 
behaviour with rising aversion to the risk of 
holding excessive stocks. (10). Together with 
cautious investment behaviour, this can be 
interpreted as evidence of a persistently high 
degree of risk aversion in the corporate sector. 

Graph 3.4: Investment and inventories, euro-
area non-financial corporations 

(in % of VA, 1999Q1 to 2010Q4) (1) 
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(1) Seasonally adjusted data.  
Source: Eurostat. 

 

High savings and low investment have led to 
large cuts in corporate needs for external funds 

Cuts in capital spending since the beginning of the 
crisis and a strong rebound of corporate savings 
during 2009 have considerably reduced 
corporations' needs for external funds. Typically 
corporations are net borrowers as their funding 

                                                        
(10) See European Commission (2011), European Business Cycle 

Indicators, April, pp. 7-9. 

needs for investment exceed their capacity to 
generate internal funds through retained profits. 
During the recession, however, euro-area firms 
have become net providers of capital to the rest of 
the economy for the first time since the start of 
this series in 1999 (Graph 3.5). In national 
accounting jargon, their Net Lending/Borrowing 
(NLB) has turned positive.  

Graph 3.5: Net lending/borrowing, euro-area 
non-financial corporations  

(% of VA, 1999Q4 to 2010Q4) (1) 
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(1) 4 quarter moving average of non-seasonally adjusted data. 
Net lending is equal to "gross savings" minus "gross capital 
formation" plus "capital transfers" minus "acquisitions less 
disposals of non-financial non-produced assets". 
Source: Eurostat. 

As discussed in a previous issue of this report, a 
sharp and persistent increase in corporate NLB 
can be interpreted as evidence of a process of 
balance sheet adjustment in the corporate 
sector. (11) A positive level of NLB is an 
indication that corporations are accumulating 
internal funds either to acquire foreign assets or to 
reduce debt. The recovery has so far been 
associated with only a modest fall in NLB, which 
remains well above its pre-crisis years and also 
above the peak reached during the previous 
balance sheet consolidation phase of 2002-2004.  

The financial transaction accounts of national 
accounts provide the financial counterpart to 
developments in NLB. A given NLB position 
must be matched by changes in financial assets of 
identical size as shown in the following identity:  

NLB = Δ(Assets) – Δ(Liabilities)  (1) 

where Δ stands for the difference operator. 

The two elements on the right-hand side of the 
equation are plotted in Graph 3.6. During the 

                                                        
(11) See European Commission (2010), "Balance sheet 

adjustment in the corporate sector", Quarterly Report on the 
Euro Area, Vol. 9, No. 3, pp.9-19. 
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crisis, non-financial corporations reduced their 
financial transactions dramatically both on the 
asset side (acquisition of new financial assets) and 
on the liability side (incurrence of new financial 
liabilities). The downward adjustment was, 
however, stronger on the liability side than on the 
asset side. The pace of financial transactions has 
picked up again in the recovery but remains slow.  

Graph 3.6: Financial transactions, euro-area 
non-financial corporations  

(in % of VA, 1999Q4 to 2010Q3)(1) 
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(1) 4 quarter moving average of non-seasonally adjusted data. 
Source: Commission services. 

 

 Corporations have started to restructure their 
balance sheets… 

A closer look at the components of financial 
transactions suggests two interesting features of 
the adjustment.  

First, on the asset side, the drop in the pace of 
acquisition is accounted for by more risky assets 
such as equity and financial derivates. This 
suggests a desire to reallocate corporate portfolios 
towards safer assets, a trend which has so far only 
been modestly unwound with the recovery as 
acquisitions of more risky assets have remained 
well below pre-crisis peaks.  

Second, on the liability side, the adjustment has 
mostly taken the form of a sharp drop in the take-
up of new loans at both short and long maturities 
(Graph 3.7). The sharp moderation in borrowing 
via loans has been accompanied by a slight pick-
up in bond issuance, although the latter was far 
too weak to offset the fall in loan-based 
borrowing. Finally, it is worth stressing that data 
on share issuance give no indication that 
corporations have tried to bolster their balance 
sheets by raising equity capital. As a result of the 
crisis, emissions of equity liabilities have fallen 
well below their 2007 peak and have so far shown 
no clear sign of recovery. 

Graph 3.7: Borrowing of euro-area non-
financial corporations  

(% of VA, 1999Q4, 2010Q4) (1) 
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(1) 4 quarter moving average of non-seasonally adjusted data. 
Source: Commission services.  

Companies' efforts to improve their financial 
position have left their mark on balance sheets. 
The share of debt or loans in value added, which 
had been on an strong upward trend during the 
decade preceding the crisis, has been subject to a 
sharp inflection and has come down slightly since 
the start of 2009 (Graph 3.8).  

Graph 3.8: Debt level, euro-area non-financial 
companies (% of VA, 1999Q1 to 2010Q4) (1) 
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(1) End of quarter outstanding level. Debt includes both loans and 
securities other than shares. 
Source: Commission services. 

There is also evidence that some balance sheet 
ratios have improved in recent quarters. On the 
liability side, debt maturity has been extended 
with the share of long-term debt in total debt 
rising (Graph 3.9). On the asset side, the 
proportion of more volatile assets (mostly equity 
and financial derivatives) has come down 
significantly. This partly reflects the sharp falls in 
equity prices brought about by the crisis but also, 
as discussed before, efforts by corporations to 
shed some of these assets, or at least slow the rate 
of their accumulation.  
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Graph 3.9: Balance sheet ratios, euro-area non-
financial corporation  

(in % of VA, 1999Q1 to 2010Q4) (1) 
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… but the consolidation process is not over yet 

Some balance sheet indicators, however, sound a 
more cautious note regarding the balance sheet 
outlook. For instance, this is true for the debt-to-
equity ratio. It dropped sharply in the early stages 
of the crisis as equity prices plummeted. Since the 
second quarter of 2009, the combined effects of a 
recovery in share prices and, to a much lesser 
degree, a reduction in the take-up of new loans 
have led to an improvement in the ratio. 
Nevertheless, progress has been slow since the 
early 2010 (reflecting less favourable 
developments in equity prices) and the level of 
debt remains high relative to equity (Graph 3.10).  

Graph 3.10: Debt to equity ratio, euro-area non-
financial corporations  

(in % of VA, 1999Q1 to 2010Q4) 
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Source: Commission services.  

Faced with the prospect of a subdued recovery 
and resulting sluggish profit growth, companies 
are likely to continue to remain financially 

cautious. (12) Corporations are therefore likely to 
take advantage of the recovery by further 
strengthening their balance sheets through 
expenditure restraint. This conclusion is also 
backed by more recent developments in corporate 
credit. According to ECB data, annual growth in 
credit to non-financial corporations has been back 
in positive territory since January 2011 but 
remains weak, with the last reading unchanged at 
0.9% in May 2011. 

Euro-area household sector shifts to 
precautionary saving in crisis  

Since more than a decade the household sector in 
the euro area has shown a rather stable pattern of 
overall saving and investment, and notably more 
so than the corporate sector. Graph 3.11 shows 
that households have consistently been a net 
lender to other sectors of the economy, with 
annual net lending typically showing only 
relatively minor fluctuations outside crisis times. 
Nevertheless, the impact of the financial crisis on 
households' saving and investment behaviour 
stands out. Net lending rose by close to 3 pp. of 
GDP over the course of 2009 before receding 
somewhat in 2010, though ending the year 
distinctly above its long-run average. 

To understand better the drivers of households' 
net lending behaviour, Graph 3.11 also plots the 
gross saving and investment ratios of the euro-
area household sector. Two distinct factors stand 
out: firstly, the gross saving rate rose sharply in 
late 2008 and early 2009, but has since eased 
progressively and is now close to its long-term 
average. This suggests that the crisis brought 
about a temporary surge in precautionary savings, 
a finding that is supported by the sharp coincident 
rise in households' unemployment expectations 
between early 2008 and early 2009. (13)  
Nevertheless, the subsequent normalisation in 
households' spending behaviour suggests that the 
crisis has not had a lasting inhibiting effect on 
consumption spending. Secondly, however, 
households do seem to have scaled back 
investment in a more persistent manner since the 
crisis. This is not least due to the downturn in a 
number of Member States' housing markets and, 
possibly, a tightening of credit conditions. 

                                                        
(12) European Commission (2010) (op. cit.) identifies GDP 

growth and the debt to equity ration as important drivers of 
balance sheet adjustment . 

(13) See the March 2009 results of DG ECFIN's Business and 
Consumer Surveys: 
http://ec.europa.eu/economy_finance/db_indicators/surveys/i
ndex_en.htm 
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Graph 3.11: Household net lending and saving 
and investment rate, euro area (% of gross 

disposable income)(1999Q1-2010Q4)(1) 
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(1) Seasonally adjusted data except net lending, which is a four-
quarter moving average  
Source: Commission services. 

 

Automatic stabilisers prop up household 
income in the face of sharp dividend falls… 

Graph 3.12 presents a decomposition of gross 
disposable income growth over the course of the 
crisis. It shows that households' disposable 
income remained broadly constant in 2009 and 
was thus far less affected by the crisis than GDP. 
The principal reason for this stability lies in the 
functioning of automatic stabilisers, which 
propped up gross disposable income through a 
combination of greater social benefit payments 
and lower overall tax and social contribution 
collections. These are jointly captured in the 'net 
social transfers' aggregate in Graph 3.12. 
Furthermore, as already emphasised, a number of 
factors (e.g. labour hoarding, employment support 
schemes etc.) limited the extent to which total 
employment – and thus labour compensation – 
fell in the euro area during the crisis. 

Graph 3.12: Contributions to annual household 
disposable income growth, euro area  

(in pp, 2008Q1-2010Q4)(1) 
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(1) 4 quarter moving average of non-seasonally adjusted data. 
Source: Commission services 

By contrast, Graph 3.12 shows that a crisis-
induced drop in net property income had a 
strongly negative effect on household income 
growth, and was mostly driven by falling 
dividends. A further negative contribution came 
from falling income associated with households' 
entrepreneurial activities (i.e. gross operating 
surplus and mixed income). Just as for all other 
components, this effect was reversed over the 
course of 2010 and has now begun providing a 
positive stimulus to disposable income growth.  

Crisis impact visible in households' otherwise 
robust balance sheets  

It is instructive to supplement the preceding 
analysis of households' non-financial income 
flows and their use by an examination of 
developments in households' financial balances 
sheets. The two are intrinsically linked, as net 
lending generated by households in a given period 
increases their net claims on other sectors of the 
economy and therefore needs to be matched by an 
improvement in households' net asset position. 
Graph 3.13 presents an overview of the euro-area 
household sector's net asset holdings, revealing a 
consistently positive, though fairly volatile, net 
asset position overall.  

Graph 3.13: Household net asset position by 
asset class, euro area  

(% of gross disposable income, 1999Q1-2010Q3) 
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Source: Commission services. 

Some of the asset classes show a noticeable trend, 
particularly for currency and deposits as well as 
insurance technical reserves on the asset side, and 
for loans on the liabilities side. Bond-type 
securities holdings appear to have been stable 
since 1999 whereas shares and other equity 
constitute by far the most volatile asset class. The 
crisis impact is clearly distinguishable, affecting 
households' overall financial assets – and 
therefore their net financial wealth – as well as a 
number of its main components. 
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Mortgage debt accumulation slows with crisis  

Turning to loans, which constitute the only asset 
class for which the euro area household sector 
shows a net liabilities position, Graph 3.14 depicts 
a secular rise in net long-term loan liabilities, 
mainly accounted for by rising mortgage debt. By 
contrast, the (far smaller) liabilities in short-term 
loans have been more or less unchanged since 
1999. The crisis appears to have slowed the rate at 
which households contracted new long-term loan 
liabilities, as evidenced by a faint kink in the 
graph in mid-2007. 

Graph 3.14: Household loans outstanding,  
euro area  

(% of gross disposable income, 1999Q1-2010Q4) 
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Graph 3.15: Household net asset position by risk 
category, euro area  

(% of gross disposable income, 1999Q1-2010Q4) 
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On the assets side, Graph 3.15 shows that the 
crisis had a major impact on households' portfolio 
allocation through rising risk aversion. Between 
early 2007 and early 2009, a sharp fall in net 
equity holdings stands out, which has only been 
reversed to a minor extent in subsequent quarters. 
Over the same period, an upward shift in 
relatively low-risk assets such as currency and 

deposits is noticeable, pointing to a qualitative 
strengthening of households' financial position. 

Household's net wealth driven by equity prices 

Global equity price movements during the crisis 
clearly played a major part in the fall of 
households' net financial wealth during the crisis. 
To illustrate this link better, Graph 3.16 maps the 
valuation effects of price (and potentially 
currency) movements on households' net equity 
holdings and their total net asset position. It shows 
that the two are closely linked, with valuation 
effects for total asset holdings even slightly 
stronger than the equity-related ones. Since 1999, 
valuation effects have tended to be negative for 
households' financial long-term wealth overall. 
Finally, the equities crash in 2008 broadly 
matches the bursting of the dot-com bubble in 
2001 in terms of its damaging effect on household 
wealth, although the latter partly resulted from a 
much sharper pre-crash rally.  

Graph 3.16: Valuation effects in quarterly 
movements in households' net asset position, euro 

area (% gross disposable income, 1999Q1-
2010Q4) (1) 
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(1) 4 quarter moving average of non-seasonally adjusted data. 
Source: Commission services. 

The magnitude of the above valuation effects 
stemming from equity prices is a striking 
illustration of the fact that higher leverage entails 
greater total value at risk, as the overall impact of 
a given price change rises with the underlying 
asset stock size. Graph 3.17 shows that during the 
crisis the quarterly change in households' net 
equity wealth was by far dominated by price 
swings, whereas actual transactions in or out of 
equity markets played only a very minor role in 
driving equity holdings. This illustrates an 
important point related to balance sheet 
adjustment process. Consolidation efforts that aim 
to improve net wealth through greater net saving 
can easily be drowned out by price swings, 
especially if there are mismatches in terms of 
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asset types and currency denomination between 
the asset and liabilities side of the balance sheet. 

In contrast, the situation appears more benign on 
households' side. Euro-area households have 
adjusted their spending, saving and investment 
behaviour in a pro-cyclical manner during the 
crisis, i.e. switching to a more precautionary 
stance. The resulting increase in net lending was, 
however, much smaller for households than for 
corporations. Furthermore, the rise in 
precautionary savings during the crisis has since 
been progressively unwound suggesting a more 
benign assessment of risks, probably supported by 
the relative stability of households' disposable 
income during the crisis. As in the case of 
corporations, households' balance sheets show a 
rebalancing towards low-risk assets. On the 
liabilities side an inflection in the pace of debt 
accumulation is visible but deleveraging has been 
less pronounced than for corporations. Although 
housing investment still awaits a revival, 
pressures from balance sheets on household 
consumption seem to have subsided in recent 
quarters despite the fact that net financial wealth 
has been deeply affected by falls in equity prices 
and has not yet fully recovered to pre-crisis levels.  

Graph 3.17: Contributions to quarterly changes 
in households' holdings of equity assets, euro 
area (pp of gross disposable income, 2007Q4-

2010Q4) 
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Source: Commission services. 

Overall assessment: contrasting picture for 
corporations and households 

Overall, the analysis presented in this section 
suggests contrasting positions for corporate and 
household balance sheets in the euro area. As to 
the non-financial corporate sector, some progress 
in balance sheet consolidation has been achieved 
since the trough of the crisis but further 
adjustment in the quarters to come remains likely, 
as growth remains subdued and debt levels as well 
as debt to equity ratio are still high. Against the 
background of increased risk aversion and 
corporate operating profits that are still recovering 
from the crisis, downward pressures from balance 
sheets on the investment recovery are likely to 
persist for some time.  

Finally, it is worth stressing that the situation in 
the euro area contrasts sharply with the US. Euro-
area corporations entered the crisis with a much 
higher level of debt than their US counterparts 
and have since experienced a period of 
deleveraging, whereas debt accumulation has 
been little affected by the crisis in the US. By 
contrast, euro-area household are much less 
indebted then their US counterparts. As a result, 
the crisis has only led to a minor slowing in the 
pace of new borrowing in the euro area, whereas 
US households have embarked on a clear 
deleveraging process.  

 

 




