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2 THE EURO AREA ENVIRONMENT

Risks to the stability of the euro area fi nancial 
system have increased further over the past 
six months on account of a decline in global 
and domestic demand, which is leading to a 
deterioration in the condition of corporates’ 
and households’ balance sheets. The level 
of indebtedness of the euro area corporate 
sector remains relatively high, while earnings 
prospects have deteriorated considerably. This 
is likely to create challenges for some fi rms in 
servicing or refi nancing debt. At the same time, 
conditions in euro area labour markets have 
also deteriorated, with unemployment rising in 
a number of countries. This has added to the 
risks related to residential property markets, 
while conditions have also deteriorated further 
in commercial property markets. This diffi cult 
operating environment points to a possible 
further rise in potential credit losses for banks 
stemming from exposures to vulnerable non-
fi nancial sector borrowers, reinforcing the 
negative interplay between the fi nancial sector 
and the real economy.

2.1 ECONOMIC OUTLOOK AND RISKS

Refl ecting primarily the further intensifi cation 

and broadening of the global fi nancial market 

turmoil, the pace of economic activity in the euro 

area slowed signifi cantly after the fi nalisation of 

the December 2008 Financial Stability Review 

(FSR). While the contraction was initially most 

pronounced in industrial activity, for the fi rst 

time since 1995 (as of when national accounts 

data for the euro area are available), services 

activity also declined on a quarter-on-quarter 

basis in the last quarter of 2008. Following this, 

a signifi cant contraction of euro area economic 

activity took place in the fi rst quarter of 2009, 

characterised by a broad-based decline in both 

domestic demand and euro area trade volumes. 

The outlook for the economy continues to be 

surrounded by a high degree of uncertainty. 

Following a weak start in 2009, there have 

recently been increasing signs from survey 

data – both within and outside the euro area – 

suggesting that the pace of deterioration in 

activity is moderating and that consumer and 

business sentiment is improving, although still 

remaining at low levels. Looking forward, both 

external and domestic demand are expected to 

decline further in 2009 and to gradually recover 

in 2010. This assessment is also refl ected in the 

June 2009 Eurosystem staff macroeconomic 

projections for the euro area, which place annual 

real GDP growth in a range of between -5.1% 

and -4.1% in 2009, and between -1.0% and 0.4% 

in 2010.1 More generally, private sector 

forecasters and international institutions have 

progressively been revising their estimates of 

real GDP growth for 2009, and the rest of the 

period from 2008 to 2010, sharply downwards 

(see Chart 2.1).

The June 2009 Eurosystem staff macroeconomic projections 1 

were published on 4 June 2009, after the cut-off date for this 

issue of the FSR.

Chart 2.1 Evolution of euro area real GDP 
growth forecasts for 2009

(Jan. 2008 – June 2009; percentage change per annum)
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Overall, the risks to the economic outlook are 

broadly balanced. On the one hand, there may be 

stronger than anticipated effects stemming from 

the extensive macroeconomic stimulus under 

way and from other policy measures taken. 

Confi dence may also improve more quickly than 

currently expected. On the other hand, there 

are concerns that the turmoil in the fi nancial 

markets may have a stronger impact on the real 

economy, as well as concerns regarding more 

unfavourable developments in labour markets, 

the intensifi cation of protectionist pressures 

and, fi nally, adverse developments in the world 

economy stemming from a disorderly correction 

of global inbalances. Amongst the downside 

risks, a key issue for the assessment of fi nancial 

stability is the potential for the fi nancial market 

turmoil to have a stronger impact on the real 

economy. 

To some extent, the risk that the fi nancial sector 

strains would spill over into the euro area 

economy has already materialised since the 

publication of the December 2008 FSR. This 

raises the potential for a strengthened negative 

feedback loop between the fi nancial sector and 

the real economy. The sluggish outlook for the 

macroeconomic environment is an important 

source of vulnerability for the fi nancial system. 

Slower growth affects the profi ts and earnings 

of fi rms and households, and their ability to 

honour their fi nancial obligations. In this way, 

weak economic growth could entail a worsening 

of the credit quality of banks’ loan portfolios. 

At the same time, any further moderation in 

demand could trigger further falls in asset prices, 

thereby prompting an additional tightening of 

credit conditions, which would further weaken 

confi dence and demand. If balance sheets 

became further constrained – for instance, 

by regulatory capital minima in the case of 

banks, or collateral or other net worth limits 

in the case of households and businesses – this 

would add to the downside risks for economic 

activity. This is because it raises the risk of 

banks cutting back on their lending, and of 

fi rms and households increasing their saving 

sharply. Such a downward spiral would further 

increase strains on a fi nancial system whose 

shock-absorption capacity has already been 

signifi cantly impaired. To assess the likelihood 

of such a scenario materialising from a historical 

perspective, Box 4 looks at the evolution of 

macro-variables during fi ve previous systemic 

banking crises, contrasting these patterns with 

the recent euro area experience and current 

projections. This comparison, which should be 

interpreted with some caution in the light of the 

heterogeneity across previous crises, signals 

that, while the current situation contrasts to 

some extent with previous episodes, there are 

also some similarities. 

An additional issue which has received some 

attention in the public debate is the possibility 

of defl ation in the euro area. While defl ation can 

carry signifi cant fi nancial stability risks, this risk 

is assessed as being limited. While the annual 

infl ation rate is likely to remain negative for some 

months in 2009, it is expected that this will only 

be a temporary phenomenon as it refl ects relative 

price movements (particularly of volatile energy 

prices). The ongoing disinfl ation in the euro 

area must be distinguished from a defl ationary 

process, given that the decline in the price levels 

is neither generalised (affecting a broad set of 

prices), nor persistent (lasting for an extended 

period of time), nor self-reinforcing (entrenched 

in the expectations of economic agents). Indeed, 

all available indicators of infl ation expectations 

over the medium to longer term remain fi rmly 

anchored at levels consistent with price stability. 

All in all, the further worsening of the macro-

fi nancial environment in the euro area since the 

fi nalisation of the previous FSR has translated 

into a signifi cant increase in the risks to fi nancial 

stability. In particular, it has imposed further 

pressures on fi nancial institutions’ assets via a 

deterioration of their household and corporate 

credit portfolios. That said, there are signs that 

the trough of the current downturn may have 

been reached, thereby mitigating the complete 

materialisation, for the time being, of an adverse  

feedback loop between the fi nancial sector and 

the real economy. 
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Box 4

THE CURRENT MACROECONOMIC CYCLE: A COMPARISON WITH PREVIOUS BANKING CRISES

As the global fi nancial crisis intensifi ed and spread over the past year, the macroeconomic 

outlook in the euro area worsened signifi cantly. One way of better understanding the possible 

impact of the fi nancial turmoil on the real economy is to compare the amplitude and time profi le 

of macroeconomic cycles (and patterns in macro-variables) with those observed during past 

episodes of banking crises.1 With the inevitable caveats – including that no two fi nancial crises or 

recessions are entirely alike – a comparison with earlier episodes provides some insight into the 

“common” or “average” path followed by economies facing signifi cant fi nancial dislocation.2 

Charts A to D illustrate the evolution of certain macro-variables in various advanced economies 

during fi ve systemic banking crises, namely Spain (1977), Norway (1987), Finland (1991), 

Sweden (1991) and Japan (1992). They also compare them with the average experience 

during other “normal” cycles (i.e. those downturns that occurred without fi nancial turmoil) 

in 20 advanced economies. Clear differences in the depth and duration of the downturn can 

1 For other studies on the evolution of macroeconomic indicators in countries experiencing banking crises, see C. Reinhart and K. Rogoff, 

“The aftermath of fi nancial crises”, NBER Working Paper, No w14656, National Bureau of Economic Reasearch, January 2009; and 

S. Claessens, M. A. Kose and M. E. Terrones, “What happens during recessions, crunches and busts?”, IMF Working Paper, No 08/274, 

December 2008. For a discussion of leading macrofi nancial indicators of fi nancial turmoil, see Box 5 in ECB, Financial Stability 
Review, June 2008.

2 The caveats are not trivial. The comparisons average across countries, time and policy regime; the initial causes of the crises and policy 

responses differed. The same is true for other cycles.

Chart A Real GDP growth during banking 
crises and “normal” cycles
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Sources: Eurostat, ECB, AMECO, IMF, European Commission 
and ECB calculations.
Notes: The “systemic crises” line shows the average profi le of 
macro-variables during fi ve systemic banking crises in advanced 
economies: Spain in 1977, Norway in 1987, Finland in 1991, 
Sweden in 1991 and Japan in 1992. In each case, period T 
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onwards. The “cycle range” shows the inter-quartile ranges of 
those cycles. The “euro area” line shows the recent experience 
in the euro area and the bars show projection ranges embodied 
in the ECB/Eurosystem staff macroeconomic projections for 
June 2009, where period T represents 2009.

Chart B Real investment growth during 
banking crises and “normal” cycles

(percentage change per annum)

10

5

0

-5

-10

-15

10

5

0

-5

-10

-15
T- 4 T-3 T-2 T-1 T T+1 T+2 T+3 T+4

cycle range

systemic crises

average cycle

euro area projections range

euro area

Sources: Eurostat, ECB, AMECO, IMF, European Commission 
and ECB calculations.
Notes: See notes to Chart A.



52
ECB

Financial Stability Review

June 20095252

be observed: “normal” cycles display a sharp decline in activity growth followed by a swift 

recovery, which is represented by a pronounced “V” shape, while banking crises involve a 

more protracted, “U-shaped recession” (see Chart A). These differences are also apparent in 

the components of demand. Countries experiencing a banking crisis tend to undergo prolonged 

adjustment in investment (see Chart B), particularly in residential investment (which partly 

refl ects strong declines in residential property prices). Compared with “normal” cycles, 

household consumption is also weaker (see Chart C). In part, this refl ects the decline in household 

incomes – unemployment, for example, increased sharply during past banking crises. However, 

the moderation in consumption also refl ects an increase in the proportion of income saved, as 

households possibly increased precautionary savings or attempted to repair their balance sheets. 

Finally, it appears that the impetus to growth from external demand is a considerably more 

important driver of recovery for countries coming out of a banking crisis (see Chart D). In some 

instances, this was driven by marked real exchange rate depreciation, but it was also because, in 

some cases, fi nancial instability was country-specifi c: global growth remained relatively resilient 

and an export-led recovery was more possible.

The comparison with past banking crises provides a certain context for the recent and expected 

macroeconomic performance of the euro area. Refl ecting the ongoing impact of the fi nancial 

turmoil, projections for the euro area outlook by private sector forecasters and other international 

institutions have been revised down signifi cantly in recent months.3 Expectations are generally 

for a “U”-shaped recession, typical of periods of severe fi nancial instability. The Eurosystem 

staff macroeconomic projections published in June 2009 also provided a central projection 

that was similar to the past experiences of economies undergoing signifi cant adjustment in the 

fi nancial sector. 

3 See Chart 2.1.

Chart D Real exports during banking crises 
and “normal” cycles
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Chart C Real consumption during banking 
crises and “normal” cycles
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2.2 BALANCE SHEET CONDITION 

OF NON-FINANCIAL CORPORATIONS

The operating environment of euro area fi rms 

deteriorated signifi cantly after the publication 

of the December 2008 FSR, as a result of the 

extraordinary decline in global demand in the 

fi rst months of 2009. As a consequence, euro 

area fi rms’ balance sheets have deteriorated 

over the past six months.

The December 2008 FSR identifi ed three 

vulnerabilities of euro area non-fi nancial 

corporations. These included high indebtedness, 

deteriorating profi tability and fragilities in the 

cost and availability of fi nancing. Over the 

past six months, risks related to the fi rst two 

have intensifi ed further, while some relief for 

the cost of funding of euro area fi rms came 

from the monetary policy easing of the ECB 

after October 2008. However, the extent to 

which fi rms have been able so far to benefi t 

from these interest rate reductions has differed 

widely. 

These vulnerabilities, together with the 

expected substantial deterioration of euro area 

and global economic activity throughout 2009, 

pose considerable challenges for fi nancial 

stability in the period ahead. Over the past six 

months, there have been growing signs that 

a negative feedback loop between the euro 

area real economy and the fi nancial sector 

has been taking hold. This has brought with 

it the risk of a vicious circle of tightening 

fi nancing conditions and a surge in corporate 

bankruptcies (see Chart S53). 

EXPECTATIONS FOR CORPORATE SECTOR 

CREDITWORTHINESS

A number of indicators, such as equity prices, 

corporate bond spreads and credit default swap 

(CDS) indices, show that the expectations 

of market participants and market observers 

deteriorated further in the fi rst weeks of 

2009 before they began to recover in March 

(see Section 3.2). The recovery in markets 

coincided with some signs of improvement 

in business surveys, which nevertheless 

remained at historically low levels, signalling 

a slowdown in the pace of deterioration of the 

real economy.

Corporate default rates are unlikely to have 

reached their peak in this recession. According 

to Moody’s, European speculative grade-rated 

corporations’ default rate is expected to jump to 

close to 20% by the end of 2009 (see Chart S53 

and also Box 5). Furthermore, credit rating 

agencies revised their ratings of non-fi nancial 

corporations considerably downwards. Both in 

the last quarter of 2008 and in the fi rst quarter 

of 2009, the number of quarterly downward 

revisions reached twice the level observed in the 

trough of the last economic downturn, in 2002 

(see Chart S54). 

However, compared with previous recessions, there were differences across the ECB/Eurosystem 

staff projections for demand components, which highlight some of the different ways in which 

the fi nancial crisis has affected the euro area. While the projection included a prolonged fall in 

investment and muted consumption growth, the corresponding path for overall domestic demand 

was slightly higher than that observed in some of the previous crises. In part, that refl ects the 

strong policy measures taken in response to the fi nancial turmoil, which should eventually help 

to boost confi dence and domestic demand. By contrast, the expected profi le for exports was 

signifi cantly more downbeat than in previous cycles. This refl ects the rapid deterioration in the 

international environment, with a more synchronised slowdown across advanced and emerging 

economies than observed in the past.
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Box 5

CORPORATE DEFAULTS: A LIKELY SOURCE OF FURTHER FINANCIAL SYSTEM STRESS

Throughout the ongoing fi nancial turmoil, much emphasis has been placed on the size and 

signifi cance of write-downs by fi nancial institutions on their asset-backed securities and 

derivatives holdings. Increasingly, however, attention is focusing on corporate debt and the 

likely loan losses that may materialise as the turmoil continues and the real economy endures a 

signifi cant slowdown. This box explores this issue in the context of speculative-grade corporate 

debt and fi nds evidence of a sharp increase in losses on corporate bond holdings since the end of 

2008. These have arisen from an increase in corporate default rates, combined with a decline in 

the remaining value of defaulting fi rms. This may have an impact on the ability and willingness 

of the fi nancial system to provide further fi nancing to the non-fi nancial sector.

Global speculative-grade corporate default rates had declined to extraordinarily low levels from 

the peaks of 2002 (see Chart A). While default rates had been expected to increase as from 2005, 

actual default rates only started picking up in the course of 2008 and intensifi ed during the fi rst 

months of 2009. Recent default rate patterns in Europe have been very similar. Moody’s latest 

model-based forecasts, however, predict that 12-month trailing-sum default rates in Europe will 

be close to 20% by late 2009 (see Chart S53), somewhat higher than the global rate (see Chart A); 

default rates in all regions are expected to moderate in 2010.1 At the same time, the recovery 

rates for defaulting global fi rms declined in 2008 (see Chart B). Given the high level of fi rms’ 

1 Data for forecasts of European default rates are only available from 2008. As it is important to be able to make a comparison with the 

previous downturn, this box focuses on global data. In Europe, Moody’s expects the sector of durable consumer goods to experience 

the highest default rate over the next 12 months. This differs from the United States where, among various industries, Moody’s expects 

the consumer transportation sector to be the most troubled. Figures should be read with caution since the high level of uncertainty 

surrounding the potential length and severity of the current global economic downturn implies similarly high uncertainty for 

model-based forecasts of default rates.

Chart A Actual and forecast default rates of 
global speculative-grade corporations

(Jan. 2000 – Apr. 2010; percentage; 12-month trailing sum)
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Chart B Defaulted bond recovery rates 
of global speculative-grade corporations

(Jan. 2000 – Apr. 2009; per USD 100; 12-month trailing sum)
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As regards corporate sector indebtedness, 

fi rms entered this economic downturn with a 

very high leverage ratio (see Chart S51) and 

their net borrowing continued to increase 

throughout most of 2008 (see Chart S50). As 

shown in Chart 2.2, these high levels of debt are 

accompanied by the need to refi nance a large 

amount of debt that will mature up to mid-2010.

At the same time, lower sales volumes and profi t 

margins caused a substantial weakening of 

corporate profi tability (see Chart 2.3).2 Looking 

forward, there are no clear signs of any 

signifi cant improvement in earnings expectations 

in particular, given that analysts’ earnings 

expectations remained overly optimistic during 

the last economic downturn. Hence, strains on 

internal funding sources in the corporate sector 

are likely to intensify.

In this environment, the strongest fi rms are likely 

to be those with large amounts of cash, whereas 

others will have to rely on external fi nancing. For 

example, non-fi nancial corporations increased 

The increase in earnings per share between 2004 and 2008 2 

overstates the underlying earnings developments as fi rms 

distributed their earnings partly via share buybacks, thus infl ating 

this profi tability measure and distorting its usefulness for longer-

term comparisons. 

indebtedness and expectations for weak corporate earnings, recovery rates are expected to be 

relatively low. Indeed, recovery rates are now (signifi cantly) below the values assumed in the 

foundation approach for the internal rating-based (IRB) method for assessing credit risk in the 

Capital Requirements Directive (Basel II).2 The combination of the forecast increase in default 

rates with the decline in recovery rates suggests signifi cant potential for further losses on these 

bonds, particularly if they have not been marked to market by their holders.

Given the extreme nature of recent developments in fi nancial markets, it might be reasonable 

to expect that the performance of models forecasting default rates may be adversely affected 

in the present environment and that the degree of uncertainty surrounding the forecast rates 

is considerably higher than normal. It is, therefore, possible that current forecasts may prove 

to be unduly pessimistic, despite the sharp decline in economic activity. Furthermore, the low 

recovery rates in Chart B may be biased downwards as they are based on bond prices one month 

after default in markets that are, arguably, less liquid than in previous years. 

The shock-absorption capacity of the fi nancial system has been tested signifi cantly since mid-

2007, and there is greater uncertainty about the extent to which the system’s ability to absorb 

losses has been diminished. That said, the possibility of global and European speculative-grade 

corporate default rates reaching close to 15% and 20% respectively, with recovery rates falling, 

presents a signifi cant risk to the fi nancial system.

2 According to anecdotal evidence, about 50% of the typically larger banks that apply the IRB approach use the foundation method. The 

remaining 50% rely on the advanced IRB approach, whereby banks may – after supervisory approval and subject to meeting minimum 

standards – use their internal estimates of loss given default, which is equal to one minus the recovery rate.

Chart 2.2 Financing of euro area 
non-financial corporations via debt securities 
and syndicated loans reaching maturity

(Jan. 2007 – Dec. 2010; EUR billions)
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their use of relatively expensive bank overdrafts 

by 10.0% per annum from August 2007 to 

March 2009. This compares with an average 

annual growth of 1.5% in bank overdrafts 

between 2003 and August 2007. 

Some relief for the cost of fi nancing of 

non-fi nancial corporations came from the 

monetary policy easing of the ECB, which 

started to be passed on to bank lending rates at 

the end of 2008. The cost of market fi nancing 

via debt and equities, however, remained at 

elevated levels (see Chart S49).

There has been a considerable degree of 

heterogeneity in the way in which euro area 

countries and fi rms have been affected by the 

market turmoil. For example, the fi nancial 

turmoil initially affected mainly large fi rms, but 

there is growing evidence that small and 

medium-sized enterprises also faced tighter 

fi nancing conditions as from the end of 2008. 

Furthermore, as expected, cyclical sectors were 

more affected by the economic downturn, as is 

evident from sectoral breakdowns of expected 

default frequencies, actual and forecast earnings 

developments and corporate bond spreads. For 

example, the automobile sector is likely to 

continue to be subject to cyclical, as well as 

structural, challenges in the months ahead.3

FURTHER RISKS FACED  BY THE CORPORATE 

SECTOR

The challenging operating environment 

confronting the euro area corporate sector has 

been further aggravated by uncertainty about 

the macroeconomic outlook. For example, 

as measured by the standard deviation of 

Consensus Economics’ euro area GDP forecasts 

for the current year, uncertainty about the 

economic outlook in April 2009 was almost 

three times that of a year earlier. This translates 

into a substantial increase in uncertainty of 

12-month ahead forecast earnings per share 

in the non-fi nancial sector, which currently 

exceeds its previous peak of the forecast for 

December 2002 (see Chart 2.3).

This greater uncertainty is associated with a rise 

in the tail risk of substantially worse outcomes 

than generally expected. For example, weaker 

than expected cash fl ows, an increase in debt 

servicing costs or disruptions in the refi nancing 

of existing short-term debt could trigger a further 

rise in corporate bankruptcies. The associated 

higher than expected losses for banks could 

lead to further deleveraging and a tightening 

of lending standards, thereby reinforcing the 

adverse feedback loops between the fi nancial 

sector and non-fi nancial corporations. As there 

are indications that supply-side effects via banks’ 

balance sheet constraints increased at the end of 

2008 (see, for example, Special Feature A, in 

particular Chart A.1, and Section 4.2), credit 

conditions might tighten substantially more 

than already anticipated. Such a development 

would severely hamper the operations and 

investment activities of at least some segments 

of the corporate sector, thus weakening general 

economic activity even further. 

Notwithstanding the signs of supply constraints, 

the marked slowdown in bank lending to non-

The cyclical challenges may be mitigated for some fi rms in 3 

the automobile sector by the support measures put in place by 

governments in several countries.

Chart 2.3 Earnings per share (EPS) of euro 
area non-financial corporations

(Jan. 2001 – May 2010; EUR)
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fi nancial corporations appears to be dominated 

by demand-side factors refl ecting the impact 

of the crisis on the real economy. According 

to the euro area bank lending survey, the main 

drivers are a decline in fi rms’ fi nancing needs 

for fi xed investment, mergers and acquisitions, 

and corporate restructuring. 

In an extreme case, a substantially stronger than 

expected decline in economic activity could 

translate into a manifestation of defl ation as 

discussed in Section 2.1. If this scenario were 

to materialise, the corporate sector would be 

particularly hampered as declining prices would 

raise the real value of the existing high level of 

corporate indebtedness.

OVERALL ASSESSMENT OF RISKS IN THE 

CORPORATE SECTOR

Overall, the euro area corporate sector faces a 

diffi cult operating environment, which is not 

expected to improve substantially in the course 

of the year, despite some signs of improvement 

from soft data (e.g. business surveys). Declining 

or subdued demand hampers fi rms’ ability 

to generate internal funds. At the same time, 

external fi nancing conditions are tight, and are 

likely to remain so as long as banks continue to 

deleverage and some funding markets remain 

impaired (see Section 3.2). The continuous 

increase in fi rms’ indebtedness since 2005 has 

also made them less resilient to further shocks.

2.3 COMMERCIAL PROPERTY MARKETS

DEVELOPMENTS IN COMMERCIAL PROPERTY 

MARKETS

Information that has become available since the 

fi nalisation of the December 2008 FSR shows 

that commercial property capital values – i.e. 

commercial property prices in the euro area, 

adjusted downward for capital expenditure, 

maintenance and depreciation – declined by an 

average of 3.6% in 2008 (see Chart S59). All 

types of commercial property were affected 

(see Chart S60). Higher-frequency data for 

prime commercial property show that in the 

fi rst quarter of 2009 capital values fell in all 

euro area countries for which data are available 

(see Chart 2.4). On average, values declined 

by 11%, year on year. Conditions remained 

especially weak in Ireland, where prices declined 

by some 50%. 

In particular, commercial property values were 

negatively affected by the high cost of funding 

faced by property investors and the deteriorating 

economic environment. Together, these reduced 

demand for rented commercial property space 

and investment activity. In 2008 investment 

volumes in Europe declined by 54% compared 

with 2007. In the fourth quarter of 2008, 

investment volumes were 70% lower than in the 

same period in 2007.4 

RISKS FACING COMMERCIAL PROPERTY INVESTORS

Income risks have increased for commercial 

property investors since the fi nalisation of the 

December 2008 FSR, mainly due to falling 

property prices in many countries and low 

growth in rents, or even declining rents in some 

countries/segments. Falling prices are likely to 

pose further challenges for commercial property 

investors, in particular property funds that have 

to sell property to fi nance redemptions. Falling 

prices are also a concern for loan-fi nanced 

investors as a large stock of commercial 

See Jones Lang LaSalle, “Key Market Indicators – Q1 2009”, 4 

April 2009.

Chart 2.4 Changes in capital value of prime 
commercial property in euro area countries

(1999 – Q1 2009; percentage change per annum; maximum, 
minimum, interquartile distribution and weighted average)
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property loans are due to be reset in the coming 

years, possibly at prices below purchase prices. 

In addition, falling prices can also lead to 

further breaches of loan covenants (based on, 

for example, loan-to-value ratios), which could 

trigger forced sell-offs. 

The growth in rents for commercial property has 

continued to slow down in recent quarters. In 

the fi rst quarter of 2009, rents for prime offi ce 

space fell by, on average, 4% year on year, 

although developments were heterogeneous 

across countries. Over the same period, offi ce 

vacancy rates rose to average 8.8%.5 Demand 

for rented commercial property continued to be 

affected by the slowdown in economic activity. 

A further reduction in demand cannot be ruled 

out, given the deteriorating economic outlook 

since the fi nalisation of the December 2008 FSR 

(see Section 2.1) and expected higher tenant 

default rates in the period ahead (see Section 2.2). 

Furthermore, the continued weakness of 

conditions in the euro area labour market is also 

likely to reduce the demand for rented property 

(see Section 2.4).

Funding costs and risks for commercial property 

investors have remained relatively high over the 

past six months, although commercial property 

investors have benefi ted from lower interest 

rates (see also Section 2.2). Banks continue to 

apply more conservative lending standards for 

commercial property loans and some banks’ 

willingness to lend for commercial property 

investment and development has also continued 

to be muted as a result of the very low levels of 

activity in the market for commercial mortgage-

backed securities (CMBSs) (see Section 3.2).

OVERALL ASSESSMENT OF RISKS 

IN COMMERCIAL PROPERTY MARKETS

Conditions in commercial property markets have 

continued to deteriorate in the euro area over the 

past six months. Looking ahead, the outlook 

will remain unfavourable until economic and 

fi nancial conditions improve and investor 

appetite for commercial property returns. Further 

losses for banks  6 and investors with exposures 

to commercial property are therefore likely in 

the period ahead and constitute a signifi cant risk 

for fi nancial sector stability.

2.4 BALANCE SHEET CONDITION 

OF THE HOUSEHOLD SECTOR

The overall assessment of household sector 

balance sheets as a potential source of risk from 

a fi nancial stability perspective has deteriorated 

since the fi nalisation of the December 2008 

FSR. However, the risks still remain contained. 

As anticipated in the December 2008 FSR, the 

outlook for the labour market and household 

income has not only deteriorated further in 

recent months, but it has done so by more than 

expected. This has more than offset the positive 

infl uence of a slight decline in the debt-to-income 

ratio and the reduction in interest rates. Looking 

forward, the macroeconomic environment is 

expected to continue to have a negative effect 

on household sector balance sheets.

HOUSEHOLD SECTOR LEVERAGE

Total MFI loan growth to the household 

sector declined to an annual rate of 0.9% in 

the fi rst quarter of 2009, from 2.8% in the 

previous quarter and around 5% in the fi rst 

half of 2008. It fell further in April 2009, to 

0.1% (see chart S93). This moderation in MFI 

lending growth to households can be attributed 

to a deceleration in borrowing for both house 

purchase and consumer credit (see Chart S61). 

The recent pattern of loan growth, which is in 

line with the downward trend observed since 

early 2006, refl ects the ongoing moderation in 

house price infl ation and weakening economic 

conditions and prospects.7 At the same time, the 

ongoing tightening of credit standards indicates 

that supply factors may also have played a role.

See Jones Lang LaSalle, “Key Rental Market Indicators – 5 

Q1 2009”, April 2009.

On average, commercial property loans in the euro area account 6 

for more than 10% of total loans, but exposures can be much 

larger for some large institutions.

The pattern of decline is also affected by the increase in true-sale 7 

securitisation activities that reduces the level of loans in bank 

balance sheets.
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Looking forward, according to the results of 

the April 2009 bank lending survey, a further 

dampening of households’ demand for housing 

loans is expected due to worsened housing 

market prospects and deteriorating consumer 

confi dence. 

Turning to the holding of assets by households, 

which provides an indication of the ability of the 

sector to repay its debt at an aggregate level, the 

value of household assets is estimated to have 

declined slightly in 2008, following a levelling- 

off in 2007. At the same time, the value of debt 

is thought to have increased slightly. As a result, 

the net wealth of households is estimated to 

have declined somewhat in 2008 (see Chart 2.5). 

Overall, considering the potential ability of 

households to repay debt, the ratio of debt 

to total wealth is estimated to have remained 

relatively stable in 2008, as compared with 

previous years (see Chart S64).

RISKS FACING THE HOUSEHOLD SECTOR

Developments in interest rates and income are 

the two main sources of risk affecting the ability 

of households to service their debt. While 

interest rate risks have declined somewhat, risks 

related to household income have increased over 

the past six months. 

Interest rate risks of households

After the fi nalisation of the December 2008 

FSR, the ECB reduced its key interest rates 

by 225 basis points, bringing the cumulative 

decline since July 2008 to 325 basis points. 

This, together with the slowdown in household 

borrowing, has led to a slight decline in 

households’ overall debt servicing burden in 

the second half of 2008. In particular, interest 

payments are estimated to have stabilised at 

around 3.8% of disposable income in the last 

quarter of 2008 (see Chart S65). 

It is worth stressing that the risks affecting 

the fi nancially most vulnerable segments of 

the population cannot be properly assessed 

by looking at aggregate data. In particular, 

indebted households at the lower end of the 

income distribution scale face a higher risk. 

According to micro-data based on a survey 

across the EU conducted in 2005, the most 

vulnerable households (namely those in the 

lowest income groups or where the head of 

household is unemployed) tend to be those with 

higher debt servicing ratios, and these represent 

a considerable proportion of the population (see 

Box 6 for more details). The structural nature of 

these indicators suggests that these results are 

still meaningful for assessing vulnerabilities in 

the household sector today.

Overall, the interest rate risk faced by households 

has declined somewhat since the fi nalisation of 

the December 2008 FSR, and is expected to 

remain subdued looking forward. 

Risks to household income

The developments in household income, which 

are very much linked to developments in the 

labour market, are one of the most important 

predictors of households’ ability to meet their 

debt-servicing obligations. 

The macroeconomic environment in the second 

half of 2008 deteriorated further in terms of both 

Chart 2.5 Household sector net worth in the 
euro area

(1995 – 2008, percentage of gross disposable income)
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economic and employment growth, leading to an 

increase in income-related risks for households. 

In fact, there was a reversal in the trend in euro 

area unemployment, which increased to 8.9% 

in March 2009, from 7.6% in the third quarter 

of 2008. 

The deterioration in labour market conditions 

(and the income risks posed thereby) is not 

broadly based across euro area countries 

either. In particular, signifi cant increases in the 

unemployment rate have been recorded in Spain 

and Ireland. In Spain, this is accompanied by a 

relatively high debt servicing ratio, especially 

for those in the lowest income quartile 

(see Chart 2.6). Overall, the combination of 

negative labour market developments and high 

levels of indebtedness may be indicative of 

greater income-related risks. 

The rising percentage of loans in arrears in some 

euro area countries is leading to the introduction 

of some household relief measures (such as 

loan modifi cations and maturity extensions) 

that are aimed at reducing the number of 

foreclosures. Looking forward, the expected 

decline in the level of employment in line with 

the developments recorded in the last quarter of 

2008 would lead to a further increase in total 

unemployment. At the same time, real income 

is expected to remain subdued in the next few 

quarters. 

Risks to residential property prices

Euro area house price infl ation continued to ease 

in 2008, thereby extending a moderating trend 

that followed strong valuation growth in the 

period leading up to 2005. Euro area annual 

house price infl ation has declined steadily from 

a peak of 7.7% in the fi rst half of 2005 to 0.6% 

in the second half of 2008 (see Chart S67).8 At 

the country level, a marked slowdown in 

residential property price infl ation was recorded 

for most euro area countries in 2008 and early 

2009, with at least six euro area countries 

(Ireland, Spain, France, Malta, the Netherlands 

and Finland – see Table S4) recording a recent 

outright decline in house prices on an annual 

basis. More generally, the data suggest that 

countries that exhibited the strongest house price 

appreciation in the past tend to be those that are 

currently experiencing the most pronounced 

correction in house prices. 

These developments have been associated with 

a moderation in both housing demand and the 

supply of housing. On the demand side, “crude” 

or narrow housing affordability over the past 

decade – defi ned as the ratio of households’ 

disposable income to the house price index – 

has generally fallen as a result of strong house 

price increases (see Chart S66). While this basic 

measure of affordability has recently improved 

somewhat, borrowing conditions – which had 

previously helped to offset this declining crude 

affordability – have generally tightened for 

households since early 2006, refl ecting a general 

increase in the nominal interest rates applied to 

loans to households for house purchase through 

the end of 2008. It is likely that changes in 

These data should be interpreted with caution, given issues 8 

related to coverage, quality control and representativeness, 

particularly in an environment of low transactions in certain 

jurisdictions.

Chart 2.6 Debt servicing-to-income ratio and 
unemployment rate developments in euro 
area countries
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expected returns on housing have also been 

infl uencing euro area housing demand.9 Within 

this environment of subdued housing demand, 

there have also been signs of rapidly receding 

housing supply. Real housing investment in the 

euro area moderated markedly over the course 

of the past year, as the share of resources 

devoted to housing construction in the economy 

has subsided in a context of house price 

moderation (see Chart S46). Moreover, despite 

this ongoing correction in euro area house 

prices, their evolution relative to rental yields 

still indicates that some overvaluation seems to 

persist (see Chart S68). Thus, a subdued 

evolution of euro area house prices and housing 

activity is likely to continue for some time to 

come. 

Risks to fi nancial stability stem from the impact 

of the ongoing correction in house prices, as 

well as from the effects of rapidly declining 

economic activity tied to the housing market. 

A major challenge in the latter respect will be 

the re-absorption of resources elsewhere in the 

economy, particularly in those countries where 

the correction in housing sector activity is most 

pronounced. 

OVERALL ASSESSMENT OF RISKS IN THE 

HOUSEHOLD SECTOR 

Overall, risks to the euro area fi nancial sector 

originating from the household sector, although 

contained, have increased in recent months. 

While, the debt servicing burden has started to 

decline, following the continued deceleration 

of lending to households and recent declines 

in interest rates, a further deterioration in the 

macroeconomic environment, in particular the 

labour market, poses higher risks to household 

income.

Specifi cally, in addition to the evolution of the rental yield, 9 

stable low-frequency variation in expected returns may also have 

contributed to large and persistent swings in euro area house 

prices (see P. Hiebert and M. Sydow, “What drives returns to 

euro area housing? Evidence from a dynamic dividend discount 

model”, ECB Working Paper, No 1019, March 2009).

Box 6

DEBT SERVICING RATIO AND HOUSEHOLD CHARACTERISTICS IN THE EURO AREA

Available macroeconomic data from sectoral accounts indicate that the debt servicing ratio of 

euro area households remained at a relatively stable level of around 9-10% between 1991 and 

2005, before increasing slightly to 11% in 2007. Aggregated information is of limited value 

when trying to qualify the risk to fi nancial stability stemming from household income. For 

example, risks would be rather high should the bulk of mortgages be concentrated on the lowest 

income or unemployed borrowers. As such, whenever possible, it is important to complement 

the aggregate developments with micro-level information, to assess how broadly or narrowly the 

debt servicing ratio is distributed across the population according to different characteristics, in 

particular income. 

This box uses the microdata derived from the EU Statistics on Income and Living Conditions 

(EU-SILC) to present estimates of the debt servicing ratio across household characteristics. It 

is worth clarifying a few issues related to the information derived: (i) the debt servicing ratio is 

computed as the percentage of total housing costs of the household, which includes mortgage 

interest payments and the cost of utilities, among other costs, over total disposable income of 

the household; this means that this ratio is not directly comparable with the aggregate fi gure; 

(ii) the computations are made for households with mortgages outstanding, which is the main 
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component of household debt; (iii) fi gures refer to the median, as a way of controlling for extreme 

values; (iv) the data cover most euro area countries;1 and (v) data refer to 2005, although, given 

the structural nature of these statistics and the duration of mortgage contracts, the information 

provided is of value for assessing the current risks to fi nancial stability posed by the household 

sector.

The fi rst two columns of the table below show the median of the debt servicing ratio and the 

percentage of households with an outstanding mortgage according to the level of income and 

other characteristics of the head of household, including age, work status, level of education 

and migration status – the respective weights are given in brackets. All in all, the survey 

results suggest that the assessment of risks stemming from euro area mortgage markets may be 

underestimated when looking only at aggregated statistics. This is because the most vulnerable 

households tend to be those with higher debt servicing ratios. In particular, the survey indicates 

that the debt servicing ratio is negatively correlated with the level of income of the household, 

1 Euro area fi gures are defi ned as the weighted average (using GDP weights adjusted for purchasing power parity (PPP)) of the results for 

Belgium, Germany, Finland, France, Ireland, Italy, the Netherlands and Portugal, which represented around 80% of euro area GDP in 2005.

Debt servicing ratios for euro area households with mortgages outstanding, according to 
various characteristics

(2005; median value as a percentage of disposable income)

Median for 
debtors

% Households 
with mortgage 

outstanding

 % Debtors 
with ratio 

above 40%

% Debtors 
with arrears

Minimum income 
to make ends meet 
relative to income 

declared (%)

All households 15.3 20.9 6.5 3.3 79

Percentile of income
<20 39.6 (0.20) 4.0 46.5 10.3 171

21-40 23.4 (0.20) 10.5 14.9 6.4 112

41-60 18.5 (0.20) 19.7 6.3 4.6 92

61-80 15.5 (0.20) 31.3 3.7 2.2 80

81-90 13.1 (0.10) 37.2 2.7 2.2 70

91-100 10.3 (0.10) 39.9 1.5 1.2 55

Age (head of household)
<35 17.6 (0.17) 20.0 7.0 3.4 80

35-44 16.0 (0.23) 35.7 6.9 3.5 80

45-54 13.8 (0.21) 29.3 5.0 3.3 77

55-64 14.0 (0.17) 17.6 6.9 2.1 79

65-74 16.6 (0.14) 7.9 8.6 5.0 92

75+ 18.1 (0.08) 2.1 7.1 2.2 96

Work status (head)
Employee 14.8 (0.47) 31.3 4.9 2.5 77

Self-employed 16.5 (0.09) 28.0 12.5 4.9 83

Unemployed 17.9 (0.05) 12.6 12.4 10.8 91

Inactive 16.3 (0.38) 8.1 9.1 4.1 88

Level of education (head)
Low 14.4 (0.24) 6.3 11.6 3.9 71

Medium 15.9 (0.58) 20.5 6.6 3.7 82

High 13.9 (0.18) 28.7 5.7 2.4 72

Migration status (head)
Non-migrant 15.3 (0.91) 21.4 6.3 3.1 79

Migrant within EU 12.4 (0.02) 19.0 4.5 2.5 93

Migrant from outside EU 16.7 (0.07) 13.9 9.1 5.9 93

Sources: EU Statistics on Income and Living Conditions (EU-SILC) and ECB calculations.
Note: The fi rst column includes the proportion of each sub-group in brackets.
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i.e. the higher the level of income, the lower the ratio of debt service to income. Moreover, it also 

shows that, compared with the other characteristics considered, there is greater variation in the 

debt servicing ratio for income levels. Indeed, for the fi rst income group (including households 

in the lowest 20 percentiles), the debt servicing ratio, at around 40%, is almost four times that of 

the fi fth income group (households above the 90th percentile). It should be recognised, however, 

that the proportion of households with mortgages outstanding tends to grow with the level of 

income. As regards work status, the ratio is highest for those households in which the head is 

unemployed (17.9%) and lowest for those households in which the head of household is an 

employee (14.8%). Turning to the level of education, those households in which the head has 

a high-level education (tertiary education) have the lowest debt servicing ratio (13.9%), while 

the highest level appears to be linked to those households in which the head has an intermediate 

education level (15.9%). Finally, with respect to migration status, migrants from outside the EU 

have a higher ratio (16.7%), migrants from within the EU have a smaller ratio (12.4%), and the 

ratio for non-migrants is inbetween the other two.2

The table also shows another three measures of fi nancial stress at the household level. The fi rst 

is the proportion of households for which the debt servicing ratio is above 40% (column 3), the 

second is the percentage of households with arrears (column 4) and the third, which is more 

subjective, is derived from the ratio between the lowest monthly income to make ends meet 

declared by households and the level of income effectively obtained (column 5). All of these 

measures tend to confi rm the link with household characteristics described for the debt servicing 

ratio, and, in some cases, to reinforce it. For instance, the link with the level of income tends to be 

much more marked, e.g. the percentage of households with a debt servicing ratio of above 40% 

in the lowest income group is 46.5%, while it is 1.5% for those with the highest income. Also, 

for work status, the situation for the unemployed seems much worse in relative terms than for 

the employees regarding the percentage of debtors with a debt servicing ratio above 40% and the 

percentage of debtors with arrears, while for the level of education, households with the highest 

level of education are in a better situation relative to those with the lowest level, for example the 

percentage of debtors with a debt servicing ratio above 40% is 5.7% and 11.6% respectively.

Looking forward, an intensifi cation of the economic downturn could have a negative impact 

in the level of income and could result in an increase in the number of people unemployed. 

Therefore, all other things being equal, an increase in  the proportion of households in the lowest 

income levels and in that with a head of household who is unemployed, should translate not only 

into a higher debt servicing ratio for those households with a mortgage outstanding, but also into 

an increase in the level of fi nancial stress measured, for instance by debtors with arrears and 

households with a perceived level of income below that needed to make ends meet. It should be 

acknowledged, however, that euro area fi gures hide a great disparity of situations amongst euro 

area countries.3

2 The results described are confi rmed using a multivariate approach.

3 See Box 1 in Task Force of the Monetary Policy Committee of the European System of Cental Banks, “Housing fi nance in the euro 

area”, ECB Occasional Paper, No 101, March 2009.
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