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Non-residential investment in the EU

“The EU Commission notes that non-residential investment (that
excludes households buying houses) as a share of GDP “ stands at its
lowest level since the mid-1990s’. And the main reason? “ A reduced
level of profitability” . The report makes the key point that “ measures of
corporate profits tend to be closely correlated with investment growth”
and only companies that don't need to borrow and are cash-rich can
invest - and eventhey arereluctant.”  Michael Roberts
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Box 1.2: Non-residential investiment in the EU

In 2012, total mvestment in the EU remained
significantly below its long-term average. While in
the aftermath of the crisis, investment had
recovered somewhat, it started decreasing again in
the third quarter of 2011. The fall in total
investment that set in in 2011 has continued up to
the third quarter of 2012 and is forecast to last until
mid-2013. Total investment now stands below the
trough reached at the end of 2009. Part of this
weakness can be attributed to a sharp fall in
residential investment in several peripheral
economies. However, the level of non-residential
investment, which is mainly investment by non-
financial corporations (NFC), also appears weak
and the share of non-residential investment as a
share of GDP stands at its lowest level since the
mid-1990s. This box reviews the possible causes of
this weakness.

One of the key features of developments in EU
investment rates since the crisis has been the large
degree of heterogeneity across Member States. To
better understand this divergence, it is useful to
decompose total non-residential investment into
three country groups that show wvery distinct
patterns. The correlation of investment ratios
between these groups has turned from being highly
positive during the 1995-2008 veriod. to being

Overall, the country-group breakdown sugg:
much of the current weakness in non-res
investment in the EU can be attribt
"vulnerable euro-area economies”. Unders
the reasons behind these sharp country dive
requires a closer look at investment's s
determinants, namely the expected level of
financial factors, profitability and uncertai
additional possible source of divergence tha
closer inspection is the ongoing c«
deleveraging process which weighs hea
corporate spending in some Member Stat
analysis throughout this box will fou
vulnerable and core economies only, giv
catching-up economies are affected by ¢
investment dynamics and show an over:
investment rate.

Qutput expectations

Corporate investment is a strong

component of demand, and therefore weak
investment ratios is not surprising given the
depressed cyclical conditions.”) With sig
divergence in GDP growth and prospects
EU Member States, investment dynam
expected to be very different across country

(Continued on the next page)
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Box (continued)

The Commission's composite financing costs
indicator (CFCI), a broad measure of financing
costs faced by non-financial corporations, shows
that while financing costs have been close to
historical lows in several "core" economies, they
remain somewhat higher in real terms than in the
pre-crisis period in some "vulnerable" euro-area
countries, such as Portugal, Spain, and Italy.
Divergences in financing costs started to increase
in 2009, and after reaching record high-levels in
early 2012, have started to decrease again (see
"coefficient of variation" in Graph 2). The fall has

the empirical literature on the determinants of
investment, this correlation has been interpreted as
an indication that, in a credit constramed
environment, only companies that generate
sufficient cash flow can self-finance investment.’

" European Commission (DG ECFIN), "Indebtedness,
deleveraging  dynamics and  macroeconomic

adjustment" (forthcoming).

Fazzari, S.M., Hubbard R.G., and B.C. Petersen

(1988): "Financial constraints and corporate

investment", Brookings Paper on Economic Activity,

1988, No. 1, pp. 141-195.

Altemnatively, profits may also act as a proxy for
future investment opportunities, @

After falling between 2007 and 2009, profitability
in the EU (as measured by the ratio of the gross
operating surplus to GDP) has recovered somewhat
but has remained below pre-crisis levels. This
aggregate picture masks again large differences at
the Member State level. In contrast with the two
previous determinants, recent developments in
profitability may have been a force of convergence
rather than divergence in investment. While

"vulnerable economies".

1
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Kaplan, S.N. and L. Zingales, Do investment-cash
flow sensitivities provide useful measures of
financing  constraints?,  Quarterly Jowrnal of
Economics, February 1997, Vol. 112, No. 1, pp. 169-
215.

© The chart assumes that large increases in corporate
debt between 2000 and 2009 are an indication of
over-indebtedness. For an in-depth assessment of
private sector deleveraging needs see European
Commission, "Indebtedness, deleveraging dynamics
and macroeconomic adjustment” (forthcoming).

(Continued on the next page)
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Box (continued)

Further corporate deleveraging is expected in the
coming vears. In view of their current level of
indebtedness and their capacity to repay, euro-area
non-financial corporations appear to be facing
further deleveraging needs of about 12% of GDP.
Corporations can reduce their debt stock in real
terms by either increasing savings (e.g. reducing
the income distributed to workers and capital
holders), by decreasing investment, or both.
Empirical studies suggest that both channels of
adjustment are generally at play — and for extended
periods — during deleveraging episodes.®

capital costs bul also Dy changes I other actors,
including depressed asset prices (e.g. the impact of
negative valuation effects on firms' debt), more
prudent risk  behaviour by non-financial
corporations and reduced growth expectations.
These elements are likely to weigh persistently on
corporate balance sheets and thereby on investment

©®  Ruscher, E. and G. Wolff, Corporate balance sheat
adjustment: stylized facts, causes, and consequences,
DG ECFIN Economic Papers no. 449, February
2012.

in "vulnerable" economies, even once f
conditions have normalised.

Beyond direct effects arising from cc
deleveraging processes. there are also

effects arising from balance-sheet adjustn
households and budgetary consolidation ef
"vulnerable" economies. These additional
weigh further on demand prospects., be
additional drag for investment in these eco
In "vulnerable" economies, external deman
partly compensate for lower domestic .
attributable to deleveraging processes; h
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uncertainty” in the media. Currently, one
most widely used measures of uncertainty

The direction of the causality remains, ho
matter of debate.

®  Bemanke, B., 1983. ibid.

®  Gilchrist, 8., Sim, J. and E. Zakrajsek, Unc
financial frictions, and investment d
Working Paper, September 20 10.

Panousi, V. and D. Papanikolacu, Inv
idiosyncratic risk, and ownership, Jou
Finance, June 2012, Vol. 67, No. 3, pp. 111z

(10)
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Box (continued)

index developed by Baker, Bloom and Davis
(2012).%Y The authors estimate that an increase in
policy uncertainty of the same magnitude than the
one experienced between 2006 and 2011 results in
a drop of private investment of 13%. These results
are consistent with those of Kose and Terrone
(2012),"? who estimate that a one standard
deviation increase in uncertainty results in a fall of
investment growth by between 0.7 and 2.2 pps.

The index developed by Baker et al. suggests that
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It 1s therefore i
dampened by 1
However, giver
Bloom at al. ind
difficult to say
has also contrib-
investment rates

Conclusion

Non-residential
standards in the
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