


3. Forthefirsttimesince 1990, European firms’ financial
profitability in 1995 exceeded nominal long term in-
terest rates.

In 1995, the financial profitability of European enterprises
(9.6%) exceeded the nominal long term interest rate! (8.4%)
by 1.2 percentage points. The reason was the conjunction of
improved financial profitability and stable long term interest
rates from 1993. This situation may have influenced the
choices facing investors between shares and bonds and
helped contribute to the excellent performance of European
stock markets since 1995. In the United States, the positive
gap between firms’ financial profitability and nominal long
termt interest rates was historically high.

4. Against this background, European firms continued to
consolidate their financial structure.

In 1995, European enterprises’ own funds ratio stabilised at
33.6%. Generally, the last ten years have seen some relative
convergence within the triad. The overall indebtedness ratio
markedly decreased in Europe and in the USA. The share of
long term debt in total debt remains, however, significantly
higher in the United States and Japan than in Europe.

Sectoral analysis

5. European companies’ profitability varies widely across
sectors but their trends are similar (except for building
and transport and communication).

The 5 sectors onalysed (manufacturing, building and civil en-
gineering, trade, transport and communication, other ser-
vices) register awide gap in their gross profit ratios and finan-
cial profitability. On average, over the period 1986—1995,
their gross profit ratios ranged between 5.6% (trade) and
22.9% (transport and communication), their financial profit-
ability between 5.6% (building and transport and communi-
cation) and 10.4% (trade). However, 3 out of 5 sectors (with
the exception of the building and transport and communica-
tion sectors) have evolved in similar ways since the second
halfof the 80s. By contrast, decreasing public demand and re-
inforced competition on public procurement markets may
have affected the building sector’s profitability negatively, es-
pecially in Italy, the United Kingdom and France.

6. Thesesectoral differences in performance can partially
be explained by the different structures of balance
sheets across sectors.

Sectors with large shares of fixed assets (such as transport and
communication) typically have large shares of long term
loans. Large investmments in fixed assets also tend to be com-
bined with higher own funds ratios, because the need for risk
sharing is greater. Gross profit ratios tend to be larger in such
sectors because part of the profit will be used for depreciation
and value adjustments. Furthermore, competitive pressures
on such sectors might be less intense because fixed costs (sunk
costs) are large, discouraging potential entry.

_2_

7. Cost structures also differ significantly across sectors.

At one extreme, expenditure on purchases of goods and ser-
vices relative to turnover (86%) in the trade sector is high,
whilst staff costs (9%) and financial charges (2%) are rela-
tively small. At the other extreme, purchases of goods and ser-
vices (52%) by the transport and communication sector are
relatively low, whilst staff costs (33%) and financial charges
(7%) are relatively high.

SME versus LE performances

8. Small and medium-sized European enterprises’
(SMEs) profitability is generally slightly lower than
that of large enterprises (LEs), and the gap has in-
creased over the recent period. However, there are wide
differences across Member States (see also point 12).

Over the last 10 years, European SMEs’ gross and net profit-
ability has generally been slightly lower than that of LEs.
Similar conclusions are only true for financial profitability in
recent years. Moreover, in 1995, European SMEs’ profitabili-
ty remained at 1994 ’s level whilst LEs’ profitability increased.
As a result, the gap between SMEs’ and LEs’ net profitability
in 1995 was historically wide. LEs seem to have a better ca-
pacity than SMEs to benefit from periods of economic recov-
ery. Apart from 19941995, the trend for European SMEs’
profitability has generally been downward. For LEs in
Europe, profitability is cyclical, and no general dowmvard
trend can be observed.

9. The importance of staff costs for European SMEs
might explain why their performances lag those of LEs.

These two size—categories’ differences in profitability seems
to be explained, in Europe, by the structure of their costs. LEs
use more intermediate consumption in their manufacturing
process than SMEs. However; this comparative advantage in
Sfavour of SMEs is offset by the weight of staff costs, which is
much higher in SMEs than in LEs: in 1995, for instance, the
share of staff costs in turnover was 25% for SMEs, but only
19.3% for LEs. Other factors, such as access to capital
markets may also have an influence.

10. European SMEs appear less capitalised than LEs and
rely more on debt for financing.

In 19935, as in the previous ten vears, LEs’ share of own funds
exceed that of SMEs. Symmetrically, SMEs’ overall debt ra-
tios were much higher than those of LEs: 11 percentage points
higher in 1995. European SMEs appear less capitalised than
LEs, possibly explained by their difficulties in obtaining
equity capital funding. European SMEs prefer to finance pro-
jects by self financing or loans .

' Yield on benchmark 10-year bond.



More precise analysis shows a clear trend of decreasing in-
debtedness, which is more important for LEs than for SMEs.
This period corresponds to high levels of interest rates in
Europe, suggesting that firms have tried to reduce their in-
debtedness in order to cut their financial charges. LEs may
have been more successful than SMEs thanks to access to a
wide varietv of financing sources. On the other hand, SMEs
have to rely more on the banking system as access to alterna-
tive sources of financing is rather limited.

11. American SMEs have a different financial structure
than European SMEs — more own funds, less indebted-
ness — and contrary to European SMEs, they enjoy
better financial profitability than LEs.

In the United States, SMEs appear to be more capitalised than
LEs : over the period 19861995, their own fund ratio was ap-
proximately 46%, higher than the corresponding ratio for LEs
(43%), the opposite is true in Europe. Similarly, their ratio of
indebtedness (overall and financial) is lower than that of LEs.
This could reflect the organisation of US capital markets, par-
ticularly the success of venture funds devoted to SMEs. Easier
access to capital markets might contribute to the good finan-
cial profitability of American SMEs : between 1985 and 1995,
their financial profitability (15%) was 5 percentage points
above that of LEs.

12. In some Member States, SMEs’ profitability is either
similar to that of LEs (Austria, Germany, France, Italy
and the Netherlands) or even better (Spain).

Concluding that SMEs’ profitability is lower than that of LEs
isvalid only for 5 of the 11 Member States analysed (Belgium,
Denmark, Portugal, Sweden, the United Kingdom) In 5 other
countries (Austria, Germany, France, Italy and the Nether-
lands) SMEs’ profitability is similar to that of LEs, whilst in
Spain, their performance is superior. However, no common
characteristics emerge for those countries where SMEs per-
form relatively well, except that the financial charges facing
SMEs and LEs are relatively equivalent, whereas they are
higher for SMEs in the other Member States.

13. SMEs’ financial structures are weaker than that of LEs
in all Member States (except the United Kingdom and,
to a lesser extent, Spain) to varying degrees.

SMESs’ financial structures are substantially weaker than
those of LEs in Austria, Denmark, Germany, Portugal and
Sweden. SMEs have lower own funds ratios and higher total
indebtedness and financial indebtedness. In Austria, Ger-
many and Sweden, however, these differences have mainly
been caused by large provisions for pensions and liabilities in
LEs. By contrast, in Belgium, France, Italy, the Netherlands
and Spain, SMEs’ financial structure was only modestly
weaker than in LEs. The United Kingdom is an exception as
SMESs have a financial structure more similar fo that observed
in the United States : i.e., UK SMEs are characterised by
higher own fund ratios and smaller indebtedness than LEs.
Unlike the United States, the lower indebtedness in the United
Kingdom does not result in better performance of UK SMEs.

INTRODUCTION

This supplement to European Economy provides, on the basis
of enterprise-level financial information (see box 1 on
BACH), an annual comparison of the performances and finan-
cial structures of enterprises in the EU Member States, the
United States and Japan.

This fourth issue includes three main parts. The first part anal-
yses the performances of European, American and Japanese
enterprises (gross, net and financial profit), their charges (in-
termediate consumption, staff costs, financial charges) and
their financial structure (own funds ratio, overall debt and
structure of debt). The second part offers a sectoral analysis.
This is the first time that the supplement has not been exclu-
sively focused on manufacturing industry but also includes
developments in four other sectors : building, trade, transport
and communication and other services. Finally, the third part
compares the performances and balance sheet structures of
small and medium sized enterprises with those of large enter-
prises.

It should be emphasized that this study’s objective is to pres-
ent a descriptive analysis of enterprises’ financial perform-
ance and structures, not to enter into theoretical debates on
links between corporate finance, enterprise performances and
balance sheet structures. The Bach—database’s comparative
advantage is to permit international comparisons and the pur-
pose here is to present and comment on such comparisons.
Nevertheless, the results presented here should be treated with
caution as the data still lacks complete comparability because
of differences in accounting practices, inadequately represen-
tative samples and statistical inaccuracies. Data quality is best
for manufacturing industry. Coverage of service sectors is
poorer and may not always be representative. The ‘other ser-
vices’ sector is particularly poorly covered.



Box 1: Busiﬁess accounts harmonized data bank (BACH)

From the aggregated accounts of enterprises supplied by
national bodies, the European Commission has created a
harmonised databank — BACH. Drawing on BACH, this
study sets out to compare trends in the costs, profits or losses,
and financial structures of enterprises in the Member States,
the United States and Japan.

The national bodies responsible for centralising balance—
sheet data supply the Commission with aggregated sectoral
information. The Commission assumes that the samples
used are representative as the data are published and ana-
lysed by those bodies.

To make comparative analyses possible, the basic accounts
are harmonised according to a single layout consistent with
the Fourth European Accounting Directive. This produces
time series of accounting data by sector and size of enter-
prise, thus improving the comparability of balance—sheet
structures and profit and loss accounts between countries.
The BACH accounting layout was revised in 1995.

Harmonisation was at the centre of this revision, with com-
parability the main objective, sometimes to the detriment of
detail. However, the specific nature of national accounting
methods, together with the difficulty of compiling account-
ing documents a posteriori according to a common layout,
restricted the degree of harmonisation of the data possible.
Consequently, trend comparisons are possible, but compari-
sons of levels are trickier (and indeed impossible in some
cases) and require a sound prior knowledge of each
country’s accounting and financial environment. DGII is a
permanent associate member of the European Committee of
Central Balance-Sheet Offices, which brings together
national experts from the various bodies centralising bal-
ance—sheet information that supply data to BACH. The work
of the European Committee of Central Balance Sheet Of-
fices enables steady progress to be made in data harmonisa-
tion and its level of detail.

CONTENTS

e Countries:

The data bank currently covers 13 countries:

Austria (source: Osterreichische Nationalbank)
Belgium (source: Banque Nationale de Belgique/Nation-
ale Bank van Belgi€)

Denmark (source: Statistics Denmark)

Finland (source: Statistics Finland)?

France (source: Banque de France)

Germany (source: Deutsche Bundesbank)

Italy (source: Centrale dei Bilanci)

Japan (source: Ministry of Finance)

Netherlands (source: Centraal Bureau voor de Statistiek)
Portugal (source: Banco de Portugal)

Spain (source: Banco de Espana)

Sweden (source: Statistics Sweden)
United States (source: Department of Commerce)

® Years:

Chronological series are available which vary in length
from one country to another.
The longest series begins in 1982 and the shortestin 1991.

® Sectors:

Data have been grouped together in an aggregate com-
mon nomenclature comprising 23 sectors or sub—sectors.
This nomenclature is directly based on the new NACE to
three digits.

® Size

A breakdown by size, based on a common criterion, is
available. Four size categories are available: all sizes,
small enterprises (turnover below EURO 7 million), me-
dium-sized enterprises (turnover of between EURO 7
and 40 million) and large enterprises (turnover of more
than EURO 40 million).

® Accounting data

The BACH accounting layout comprises a balance sheet
and a profit and loss account presented in vertical and de-
scending form, enabling not only basic items but also
some financial balances considered particularly useful
for financial analysis purposes to be shown. Additional
data are given in an annex (investment flows, cumulative
depreciation positions, etc.). These data will become
more available depending on the country concerned.

USES3

For the user, data are always in a structured form, i.e. they
are given as a percentage of the balance—sheet total in the
case of the balance sheet and as a percentage of the tum-
over in the case of the profit and loss account. Any value
comparison is impossible since the basic figures are ex-
pressed in national currency and taken from non—exhaus-
tive samples

Some possible uses:

— comparative sectoral analyses

— sectoral reference systems

— performance comparisons between European, US and
Japanese firms

2 Finland is not included in the present analysis. due to lack of updated data.
3 Forany further information, please phone to Mrs Savary (00.32.2.299.33.82) or to Mr
Fons Marell (00.32.2.299.33.84).e~ mail: maud.savary@dg2.cec.be




Box 2: Indicators of profitability

An enterprise is subject to various constraints: a profitabili-
ty constraint if it is to survive and safeguard its develop-
ment; a financial equilibrium constraint if it is to avoid li-
quidity crises and excessive dependence on banks.

Firms’ performances are assessed using three indicators:

e Gross operating profit ratio (gross operating profit on net
turnover);

The gross operating profit ratio is defined here as the gross
operating surplus, which is the margin after paying the cost
of materials and consumables, plus other operating charges
and staff costs.

The gross operating profit enables the enterprise to create
the necessary provisions to meet its financial charges and
pay tax on its results.

® Net profit ratio (net profit on net turnover):

The net profit ratio corresponds to the final profit and loss
for the financial year (as a percentage of turnover). It is

calculated by deducting sums set aside for provisions (value
adjustments in respect of financial and non-financial
assets), financial charges and the tax on the result from the
gross operating profit. From an enterprise’s viewpoint, the
net profit ratio is particularly important since it is the final
result, i.e. the enterprise’s actual profit , which will be the
source either of shareholder remuneration (dividends) or of
self—financing through allocations to reserves. Evidently,
an enterprise’s investment potential is influenced by the
evolution of its net profit ratio.

® Financial profitability (net profit on equity capital)

Financial profitability is obtained by dividing the net profit
for the financial year by the enterprise’s own funds. It gives
an indication of the profitability of funds invested in the pri-
vate sector for a majority shareholder. The net result is then
either distributed in the form of dividends (which provide
a return on the funds invested by the shareholder) or allo-
cated to reserves and incorporated in own funds (which re-
sults in an increase in the value of the funds invested by the

shareholder).

1. THE FINANCIAL SITUATION OF MANUFACTURING EN-

TERPRISES

1.1. The performance of European manufacturing firms
appreciably improved in 1995, but more moderately
than in 1994,

1.1.1. The performances of European manufacturing en-
terprises as measured by the gross operating profit
ratio improved between 1994 and 1995.

In 1995, European companies’ gross operating profit ratio
improved from 9.7 % in 1994 t0 10.2 % in 1995. Thus, com-
panies’ profitability levels attained 1987 levels, but remained
0.6 points lower than the record year 1988.

European companies’ performances can be divided into three
phases:

between 1984 and 1988, an increasing trend?, easily ex-
plained by EU-wide economic expansion;

after 1989, a strong trend reversal occurred, hitting bottom
in 1993. This evolution mirrored the economic cycle,
whose lowest point was also reached in 1993 ;

since 1993, the trend has once again been reversed, return-
ing to a high rate of growth of the gross operating profit ra-
tio. This trend reflects the recovery observed in Europe
since 1993. Between 1994 and 1995, the growth of Euro-
pean firms’ profitability decelerated from 1.3 percentage
points to 0.5 percentage points, in parallel with the evolu-
tion of industrial production. Industrial production decel-
erated from growth of 5.3% in 1994 to 3% in 1995.

A peak is reached in 1986 due to the excellent performances of United Kingdom.

TABLE 1 : Gross operating profit ratio
1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 8593 8695
B - - - - - 10.3 9.6 9.0 8.8 8.7 10.0 10.5 9.3 9.6
DK 9.0 8.6 8.1 7.8 8.8 8.9 8.4 9.2 9.9 10.2 10.4 - 8.9 9.1
D - - - 8.2 8.8 8.4 8.6 8.2 7.4 5.6 7.2 7.8 79 7.8
E 109 10.4 10.9 11.0 12.1 11.2 9.2 8.5 6.4 4.9 8.8 I 10.3 9.4 9.3
F 9.0 9.6 10.7 11.3 12.1 114 10.5 10.5 9.8 9.0 9.7 9.5 10.5 10.5
1 10.0 9.8 10.6 10.5 10.6 9.9 9.0 8.6 8.5 8.5 9.1 10.1 9.5 9.5
NL 7.6 7.4 8.2 9.1 10.5 10.8 9.9 9.9 9.8 9.0 9.9 12.5 9.4 10.0
A 9.6 8.5 8.8 94 10.2 10.9 10.8 10.6 9.1 8.5 9.5 9.9 9.6 9.8
P - - - - - - 13.5 12.9 11.6 11.4 12.4 13.0 12.3 12.5
- - - - - - - 6.5 7.7 9.2 12.5 11.9 7.8 9.6
UK 11.7 12.3 13.3 12.7 13.0 13.4 12.8 12.6 12.7 13.1 14.3 144 12.9 13.2
EUR11 100 102 110 102 108 104 99 95 90 84 97 102 99 99
JAP 9.3 9.0 8.4 9.6 10.2 10.4 10.1 9.9 9.3 8.7 9.0 9.0 9.5 9.4.
USA 102 95 9.6 104 10.6 0.1 97 8.8 9.3 9.9 .2 113 98 10.1
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Box 5 : Financial charges

An enterprise’s financial charges essentially constitute in-
terest paid on loans. For some countries the concept of fi-
nancial charges used here (for reasons inherent in the
technical problems of international comparability) is
broader than the traditional concept of “interest paid”. In
certain countries in particular, it includes negative foreign—

exchange differences (such differences represent varying
proportions of financial charges depending on the country
in question and range from 5% to 15%). Financial charges
may also include sums repaid to the group and to associated
enterprises.

TABLE 5 : Net profit ratio

1934 7 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 85-93 86-95
B - - - - - 36 2.2 1.0 0.6 0.1 22 23 1.5 1.7
DK 4.8 37 2.7 2.6 35 4.0 3.8 35 39 3.8 4.4 - 35 36
D - - - 1.8 2.1 2.1 1.8 1.6 0.9 0.5 12 1.8 1.5 1.5
E -2.1 -0.7 1.0 3.0 4.6 4.7 2.3 -0.1 -3.2 -5.8 0.3 1.0 0.6 0.8
F -1.3 0.5 1.2 2.8 3.6 3.6 2.7 1.9 1.3 0.2 2.3 23 2.0 2.2
I 0.3 0.6 1.4 1.9 1.3 1.6 1.2 0.2 -1.7 -2.1 0.2 1.8 0.5 0.6
‘NL . 44 36 40 5.3 6.9 8.4 6.5 73 6.1 56 74 9.1 59 6.6
A 25 1.1 1.8 2.1 3.0 34 3.0 34 1.7 0.8 27 3.2 22 25
P - - - - - - 34 1.6 0.1 0.4 1.3 2.5 1.2 1.4
S - - - - - - - 3.6 1.5 34 1L.5 7.6 2.8 5.5
UK 5.0 5.0 58 7.0 7.7 7.7 6.3 5.5 5.0 6.0 6.5 7.3 6.2 6.5
EUR-11 1.2 1.8 2.6 3.1 35 37 2.9 2.2 1.1 0.8 2.7 3.2 24 2.6
JAP 1.7 1.5 1.2 1.7 2.2 23 2.2 1.7 1.0 0.6 0.8 1.3 1.6 1.5
USA 4.5 3.7 3.7 4.9 5.7 4.7 38 2.3 0.8 2.6 5.4 5.8 3.6 4.0
TABLE 6 : Share of financial charges in turnover
198 1987 1988 1989 1990 1991 1992 1993 1994 1995
EUR Manufacturing Industries 2.8 1.9 1.8 2.1 24 2.6 2.8 28 2.1 2.0

The rise of the net profit ratio occurred in all member
states. The most significant increases were achieved in the
Netherlands (+1.7 percentage points), Italy (+1.6 percentage
points) and Portugal (+1.2 percentage points). The feeblest
performances were realised by France and Belgium (+0.1 per-
centage points).

Note the similar increase of the net profit ratio and the gross
profit ratio in Europe, both up 0.5 percentage points between
1994 and 1995. This differed appreciably form the previous
year: the gross operating profit increased by 1.3 percentage
points in 1994, whilst the net profit ratio increased by 1.9 per-
centage points. This was caused by the fall of financial charges,
which particularly boosted the net profit ratio. In 1994 and
1995, conversely, the weight of financial charges was rather
flat in European countries (2% in both years), so that it was
neutral on the evolution of the net profit ratio.

For the first time since 1992, financial charges have not con-
tributed to the improvement of net profitability. The decreas-
ing trend observed since 1992 paused. How can the flat evol-
ution of financial charges be explained? Financial charges
depend roughly on two factors. Firstly, the amount of in-
debtedness carried by firms, and secondly, the level of interest
rates paid by firms on this indebtedness. As almost 77% of
debt carried by European firms is short term debt, it’s likely
that firms are more sensitive to the evolution of short term in-
terest rates.

® cvolution of interest rates: in Europe, after a marked de-
crease of short—term interest rates in the previous three
years, this trend paused during the first months of 1995. On
average, short term interest rates even increased from
6.5% in 1994 t0 6.7% in 1995. However, the impact of this
increase on European firms is hardly not perceptible. The
apparent rate of interest paid, which relates financial
charges to balance--sheet debt paid by firms!!, decreased
slightly by 0.2 percentage points, from 8.2% in 1994 to
8.0% in 1995. Firms may have benefited from the relax-
ation of interest rates in the second part of the year.

evolution of indebtedness: as explained in the following
sections, the share of indebtedness has decreased for Euro-
pean firms in 1995.

1.1.3. European enterprises managed to improve their fi-
nancial profitability.

European enterprises’ financial profitability, observed since
1993, continued to improve in 1995: up from 7.2% to 9.6%.
However, the pace of improvement slowed: European firms’

11 However, the debt at the balance—sheet date may differ widely from average debt over
the financial year.
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Box 6 : Own funds

Own funds are important for the sound development of an
enterprise. An adequate level of own funds and favourable
profit prospects encourage investment. New and innovative
enterprises, especially whose exposure to risk is higher
owing to weaker self financing capacity at start up, find an
insufficient initial level of own funds to be a major obstacle
toinvestment. Consequently, structural changes required by
technological innovation can be impeded, and the long term
growth potential of an economy consequently undermined.

Own funds are also a key measure of individual enterprise
performance. The own funds ratio indicates an enterprise’s
financial solidity and hence its solvency, and reveals to what
extent an enterprise’s shareholders underwrite its risks. The
prime function of own funds is to underwrite risk and there-
fore to reduce the danger of insolvency for external lenders
of funds. An enterprise’s borrowing capacity depends di-
rectly on the level of its own funds. A firm relying too much
on debt risks increased interest rates, which can jeopardise
its future development and even survival.

Own funds are made up of share capital, share issue pre-
miums, revaluation reserves, reserves, accumulated profits
and operating profits for the year. Operating profits are
shown before allocation in most cases. The ratio used here
makes it possible to measure own funds, net of the propor-
tion of profits to be paid to shareholders, in relation to total

assets. Total assets can be affected by the customary means
of financing an enterprise’s current activities. Substantial
use of the payment period granted by suppliers can alter total
short term debts and therefore total liabilities.

Furthermore, despite the harmonisation resulting from the
fourth company law Directive, different countries show
own funds differently. National legislation and financing
customs may also impact on the level of own funds. This re-
duces the comparability of levels of own funds across
countries.

The question of the adequate level of own funds has been
widely discussed!3. A financial strategy therefore corre-
sponds to each industrial strategy, whether for internal or ex-
ternal growth. This financial strategy reflects the method of
financing adopted, i.e. the choice between self—financing,
recourse to borrowing or a call on shareholders. In theory,
there are many possible compromises between these vari-
ous sources of finance, even though, for a certain number of
firms, the constraints, which are notably of an institutional
nature, greatly reduce the range of choice. For example,
small and medium-sized companies often find it hard to ob-
tain access to capital markets.

I3 CF*fonds propres des entreprises industrielles en Europe sur la période 1991-1993",
bulletin de la Banque de France, Mai 1997.

The increase in the own funds ratio occurred in most Euro-
pean countries, except the United Kingdom ( down 1.7 percen-
tage points), France (— 0.9 percentage points), and the Netherlands
(1.9 percentage points). The most significant improvements were
recorded by Spain (+3.9 percentage points), Germany (+1.2 per-
centage point:), Austria (+1.1 percentage points) and Portugal
(+1.1 percentage points). The weakest improvements were re-
corded by Italy (+0.1 percentage points) and Belgium (same resuit
as for 1994). Analysis of the own fund ratio over the last decade
shows an increasing trend in most European countries, especially
France (from 15.9% in 1984 to 35.7% in 1996) and Austria (from
18.8% in 1984 to 31.3% in 1995). The United Kingdom is a no-
table exception: the proportion of own funds in the balance—sheet
total decreased from 46,7% in 1984 to 36,1% in 1995.

1.2.2. Analysis of indebtedness

In both Europe and the United States, the decrease of the
overall indebtedness ratio continued in 1995.

The figures show a similar evolution of the ratios in Europe
and the United States:

® InEurope and the United States, the overall indebtedness
ratio decreased between 1994 and 1995 : in Europe from
50.2% t0 49.5% and in the United States, from 55.1% to
54.2%;

® In Japan, the overall debt structure ratio remained flat be-
. tween 1994 and 1995 at 62%, but well above the ratio in
United States and Europe;

TABLE 9 : Overall debt ratio
1084 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995  85-93  86-95
B - - - - - 532 544  S59 569 569 556 552 555 554
DK 595 595 600 600 594 593 596 587 574 560 550 - 589 584
- - - 381 375 389 388 386 384 374 368 344 382 376
675 636 602 573 525  SL1 527 559 585 613 590 547 570 563
F M7 736 TL0 675 644 626 626 607 591 591 515 S84 645 623
650 643 626 627 637 642 636 632 657 657 656 655 640 643
NL 492 494 477 4701 474 482 494 495 502 478 454 457 485 478
A 630 604 594 592 S84 595 583 550 5201 534 s34 521 573 s6l
P SR - - - - 521 524 521 510 507 493 519 513
s - - - - - - - 500 514 520 456 463 512 491
UK 490 482 507 484 490 545  S08  49.0 486 453 460 473 494 490
EUR-11 63.5 616 605 S524 516 528 522  SL5 518  SL1 502 495 539 524
JAP 692 678 668 653 647 639 637 632 628 623 621 620 645 637
USA 490 503 518 530 542 554 555 S50 562 560 S50 542 542 546
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Box 8: Debt structure

By studying the composition and nature of indebtedness by
debt maturity, it is possible, in theory, to evaluate part of the
financial constraints borne by enterprises. Long term debt
(more then one year), traditionally more stable and less ex-

pensive, reflects the degree of confidence placed in enter-
prises by the banking system. However, it is awkward to
make international comparisons in this area because of the
differences in behaviour and customs within each country.

In 1995, the share of long term debt continued to decrease in
Europe and Japan. In Europe, the decrease was from 24.2% in
1994 t0 23%, a decrease of 1.2 percentage points. In Japan, the
decrease was slightly more marked as the ratio decreased by
1.6 percentage points, from 36.3% to 34.7%. By contrast, the
ratio remained quite stable for the United States at 52.8%.

Over the past ten years, however, the picture is quite different.
The share of long term financing has increased for Japanese
and American firms, whilst European firms in recent years
have used relatively more short term financing:

® InEurope, the share of long term debt has decreased, from
26.2% in 1991 to 23% in 1995.

® Inthe United States, the ratio has increased from 41,6% in
198410 52.8% in 1995. This same trend can be observed in
Japan, where the ratio has increased from 24.5% in 1984 to
34.7% in 1995.

2. SECTORAL ANALYSIS

In this part we expand the analysis of the previous part to sec-
tors other than manufacturing. The objective here is, however,
somewhat different from part 1. Rather than commenting on
recent developments, differences in balance sheet structures
are the focus, to establish sectoral links between balance sheet
structures and performances. Four additional sectors are con-
sidered here: building and civil engineering, trade, transport
and communi<ation and other services. This disaggregation is
relatively broad but imposed by data availability. The analy-
ses cover the period 1986-95. As manufacturing has been
dealt with in the previous section, developments and trends in
that sector will not be analysed in this part. Nonetheless, it is
included for comparison.

The first section gives a general picture of the composition of
balance sheets in the different sectors at the European level.
The second section presents an overview of costs and profit-

ability. Finally, the last section attempts to establish a link be-
tween sectoral balance sheet structures and profitability in
Europe.

2.1. Balance sheet structures

2.1.1. A diverging structure of assets across sectors with an

increasing share of financial assets, especially in ma-
nufacturing and transport and communication. The
share of fixed tangible assets is very high in transport
and communication.

The assets of a firm can be divided into fixed and current
assets. Generally speaking, fixed assets reflect the capital
stock invested in the firm, while current assets are assets in-
cluded in the production process, such as stocks and raw ma-
terials. The nature of activity in each sector is reflected by its
composition of assets. Fixed assets cover intangible assets (li-
cences, patents, software, goodwill, etc.), tangible assets
(buildings, machines etc.) and financial assets (shares in other
firms etc.)!>. The composition of assets is presented in Table
11.

At one extreme, fixed assets in the transport and communica-
tions sector covered, on average over the period 1986 — 95,
72.2% of the balance sheet, of which a substantial part was
tangible assets. Atthe other extreme, the building and civil en-
gineering sector had 27 % of fixed assets with only 16.5 % in
tangible assets. The composition of assets is somewhat similar
in manufacturing, trade and other services, even though the
shares of financial assets and intangible assets in the other ser-
vices sector was larger than in trade and manufacturing. The
share of fixed assets has been increasing significantly in
manufacturing, trade and transport and communication.

I3 The composition of assets is of course sensitive not only to the activities undertaken but
" also the way in which they are accounted for. For instance. if a firm chooses to lease
machines instead of buying them. this will affect the composition of assets.

TABLE 10 : Debt structure — (debt with a maturity over one year relative to total debt)

1984 1985 198 1987 1988 1989 1990 1991 1992 1993 1994 1995  85.93  86.95
B - - - - - 304 340 343 351 361 350 354 340 343
DK 263 278 297 305 304 286 298 295 296 308 306 - 296 300
D - 199 191 18.1 176 173 164 179 165 139 180 174

310 278 281 257 257 228 216 231 252 243 205 200 249 238
F 345 337 322 307 292 322 342 338 339 346 312 296 327 322
1 2,7 212 206 194 179 178 18.9 190 188 170 164 167 189 182
NL 332 308 325 342 349 328 380 368 360 390 374 373 350 359

313 295 312 290 29 287 265 270 285 302 306 293 289 290
P - - - - 324 314 301 339 314 313 320 318

- - - - - - - 400 396 404 399 341 400 388
UK 3.5 302 294 270 282 333 353 358 341 324 306 302 317 316
EUR-15 295 283 278 243 237 247 257 262 259 260 244 230 258 252
JAP . ... 245 255 277 282 286 307 315 338 351 373 363 347 309 324
Usa 416 436 463 475 S00 522 S22 5300 538 539 527 528 503 515
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Box 9: Sectoral breakdown'® and construction of the European average

1. Sectoral breakdown

The building and civil engineering sector (NACE 45) ac-
counts for approximately 9,2 % of European employment.
Employment in the sector traditionally varies according to
the business cycle but with a general downward trend related
to increasing productivity gains and increased off-site as-
sembly of components in the sector. Building and civil en-
gineering mainly consist of local activity with little export
activity. The sector depends strongly on domestic demand,
including public demand. The share of SMEs in salaried em-
ployment is very high in this sector (84 % in 1992)!7.

The trade sector (NACE 50.1 + 503 + 504 + 51 +
(52.1-52.6) + 50.5 + 55) represents about 27 % of employ-
ment in the European Union. It covers activities such as
wholesale, retail trade, hotels and restaurants. The sector is
currently undergoing structural changes driven by increased
concentration, diversification and internationalisation. In-
creasing integration within the internal market also char-
acterises the sector, a process likely to be further encouraged
by introduction of the single currency. Electronic commerce
will be a future challenge. The share of SMEs in salaried em-
ployment in the sector is very high (81 % in 1992).

The transport and communications sector (NACE 60-64)
covers very diversified activities such as land, water and air
transport, post and telecommunications. It accounts for over
5,3% of total employment in Europe, and faces challenges
from liberalisation, privatisations and increasing competi-
tion. Mergers and alliances are typical in the sector. It needs
toundertake large investment and restructuring programmes
in order to adapt to new technologies and new service con-
cepts. The share of SMEs in salaried employment is low (46
% in 1992).

The other services sector (NACE 50.2 + 52.7 + 67 +
(70-75) + 80 + 85 + (90-95)) contains a very widespread

variety of enterprises. It covers quite diversified services
such as real estate agencies, education and health services,
research and development services, entertainment and per-
sonal services, which together provide 21% of total employ-
ment in Europe. The share of SMEs in salaried employment
is relatively low (54% in 1992). The very dispersed nature
of activities in this sector makes this level of aggregation less
useful. Within the present framework of BACH, it is not,
however, possible to disaggregate further. The sector is
nevertheless included in the analysis due to its increasing
importance in terms of value added and employment.

2. European average

The European average (EU-8) for this part is based on data
from Austria, Belgium, France, Italy, Netherlands, Spain,
Sweden and the UK. Hence, Denmark, Germany and Portu-
gal have been excluded because of lack of data on the service
sectors. This explains why the figures for the manufacturing
sector differ slightly from those presented in part 1.

From 1986-91 there are some missing values. Belgian data
are available from 1989, Portuguese from 1990 and Swedish
from 1991. Data from the other countries are available for
the whole period. Therefore, the comparability is reduced
for 1990 and previous years.

The weights for each country used to calculate the European
average for 1986-95 are based on the average from 1990-94
of the share of value—added in the respective sectors within
EU-8.

6 See Panorama of European Industry 1997 for information on European eco-
nomic sectors.

Information on employment and firm size is based on Enterprises in Europe.
Fourth Report. DG XXIII.

The share of fixed assets and tangible assets affects the
value adjustments of the profit and loss accounts. Large
tangible assets lead to large depreciations that are in-
cluded in the profitand loss accounts. In this way the com-
position of assetsinfluencesthe difference betweenlevels
of net and gross profitability (see section 2.4).

Financial fixed assets cover shares in affiliated undertak-
ings, long termloansto groups and associated companies,
long term own shares, other shares and other loans!3.

18 The exact content may. however, vary slightly between countries.

TABLE 11 : Composition of balance sheets, average 1986-95; EUR-8

‘Current assets 584 733 65.2 2738 490

Fixed assets 41.6 26.7 34.8 72.2 51.0
Intangible _ 20 0.7 1.5 0.1 3.2
Tangible 26.1 16.5 239 65.9 274
Financial 13.5 9.5 9.4 6.2 204

LIABILITIES '

Own funds . 33.8 230 30.8 33.7 329

Provisions etc. 8.6 6.4 4.3 8.9 6.3

Debt 57.6 ’ 70.6 64.9 574 60.8
Financial 17.9 16.0 18.3 16.3 17.5
Commercial 397 54.6 46.6 41.1 43.3
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TABLE 12 : Share of financial assets in total assets

EUR -8 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 86-95
Manufacturing Industries 8.8 8.9 10.6 12.1 13.7 15.3 156 169 171 16.0 13.5
Building and civil engineering 8.5 8.0 8.1 8.7 9.1 10.3 10.3 10.7 10.4 10.5 9.5
Trade 7.1 7.4 7.2 8.2 9.4 103 109 1.5 11.6 10.7 9.4
Transport and communication 29 32 4.1 4.5 5.3 5.6 8.5 8.8 8.9 9.8 6.2
Other services 14.3 12.9 13.7 27.2 25.5 224 21.5 22.1 23.1 21.6 204
TABLE 13 : Debt structure (debt with a maturity over one year relative to total debt)

EU-8 198 1987 1988 1989 1990 1991 1992 1993 1994 1995  86-95
Manufacturing Industries 28.0 26.4 25.9 27.6 29.1 29.7 29.6 29.2 274 26.5 279
Building and civil engineering 19.9 18.3 17.4 18.7 17.4 16.6 17.5 17.3 17.1 18.8 17.9
Trade - 16.1 16.2 16.9 17.4 18.8 20.5 21.2 21.4 19.9 19.2 18.8
Transport and communication 539 52.7 51.5 535 53.5 533 57.1 56.2 60.0 62.2 55.4
Other services 30.7 335 35.1 41.0 37.8 355 36.3 35.3 37.9 342 35.7

While the bulk of fixed assets are tangible assets, Table 12
reveals a remarkable trend towards increasing financial
assets in manufacturing and transport and communica-
tion. The same trend, but more modest, can be identified
for the trade and building sectors. The increasing share of
fixed assets in manufacturing, trade and transport and
communication!? is therefore linked to increasing shares
of financial fixed assets and, to a lesser extent, increasing
sharesofintangible assets in those sectors. The increasing
share of financial assetsis probably due tophenomenalike
increased networking by enterprises, increased financial
alliances, globalisation and outsourcing20,

2.1.2. Similar liability structures across sectors, except the
building sector where the share of commercial debt is
higher.

Liabilities can be divided into three main categories : own
funds, provisions and debts. Debts can be subdivided into fi-
nancial debt and other debts, mainly commercial debts. Ascan
be seen from Table 11, the composition of liabilities is very
similar in 4 out of the 5 sectors analysed (the exception being
the building sector). The share of own funds ranges between
30.8% and 33.8% and the overall debt ratio between 57.4%
and 64.9% (slightly higher in the trade sector). By contrast, in
the building sector, the own funds ratio is significantly smaller
(23%) and the debt ratio is higher (70.6%). This higher degree
of indebtedness is due to the higher share of commercial debts
(54.6%), the share of financial indebtedness being similar to
that of the other 4 sectors (16%).

As noted before, the indebtedness ratio has been falling for
manufacturing enterprises since the early 90s. By contrast,

the indebtedness ratio has been stable for the trade sector, and
increasing up to 1993 in the building sector and other services.

2.1.3. Debt maturity is very long in transport and communi-
cation, very short in building and trade.

The maturity of debts —the share of long term debts (more than
1 year) to overall debts — is presented in Table 13. The trans-
port sector is distinguished from the 4 other sectors by a higher
and increasing share of long term debt (reaching 62.2% in
1995). By comparison, the share of long term debt is only
26.5% in manufacturing. The explanation is probably linked
to the increasing share of fixed assets in transport and com-
munication?!.

2.2, Cost structures differ strongly across sectors — the
trade sector, particularly, has a unique costs struc-
ture.

Costs structures differ strongly between sectors (see Table
14). At one extreme, the ratio of purchases of goods and ser-
vices to turnover in the trade sector is high (86.2 %), but staff
costs (8.9 %) and financial charges (1.8 %) relatively small.
This does not imply that employment expenses are low in the
trade sector; rather it is linked to large turnover per employee.

Y9 This trend has been identified in other calculations based on BACH.

20 Forinstance. an enterprise may choose 1o outsource service activities to a separate com-
pany, while keeping the shares as part of its financia! assets.

21 Normally. one would expect enterprises to match the maturity of debts with the maturity
of assets, in order to avoid costs related to debt conversion and to match the timing of
interest payments with returns on assets. Therefore, increasing shares of fixed assets
would be followed by larger shares of long term debt. This can be observed for transport
and communication. but not for the building sector. where despite decreasing shares of
fixed zssets, the share of long term debt has risen.

TABLE 14 : Cost structure, averages 1986-95

EU-8 Mail;l:factuﬁng Bui!ding.& civil Trade Transport & communications Other services
engineering

Purchase of goods & services 70.5 68.1 86.2 51.6 56.7

Staff costs 19.3 25.4 8.9 334 339

Financial charges ) 31 3.3 1.8 7.3 . . 52 -

Other costs 4.2 1.9 \ 1.2 4.6 1

Net profit ratio 2.9 13 1.9 3.1 S, 32 .

Turnover 100 ' 100 100 100 k 100
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In this sector, value added is determined by distribution and
marketing, not production. Hence, value added is low but
turnover high. At the other extreme, purchases of goods and
services are relatively less important in the transport and com-
munication sector (51.6%), but staff costs (33.4%) and finan-
cial charges (7.3%) are relatively high.

Whereas over the decade, the share of goods and services pur-
chased to turnover increased for the building sector, no clear
trends can be identified for other sectors. By contrast, a de-
creasing trend can be observed for the staff costs ratio in all
sectors, except trade. For all sectors, the financial charges
ratio reached its maximum in 1992-93, reflecting high short
term interest rates.

2.3. Profitability

2.3.1. Gross operating profit ratios differ widely across sec-
tors but their trends are similar (except for building
and transport and communication).

The European gross profit ratios differ substantially from one
sector to another (see Table 15), ranging from 5.6 % on aver-
age in trade to nearly 23% in transport/communication. How-
ever, the manufacturing industry, trade, transport/communi-
cation and other service sectors have all followed similar
trends with falling gross profit ratios through the second half
of the 80s reaching minima in 1991 (transport/communica-
tion), in 1992 for the trade sector and in 1993 for manufactur-
ing and other services. Thereafter, gross profit ratios picked
up. However, for the building sector, gross profit ratios con-
tinued to fall in 1995.

In the building and civil engineering sector, the gross profit
ratio has declined from 8.1 % in 1992 to 6.3 % in 1995. De-
creasing demand, particularly decreasing public demand, has
put pressure on profitability as it tends to increase price com-
petition in the sector. Procurement procedures by private and
public customers also tend to increase price competition in the
sector and reduce profitability. The falling trend has been no-
table in the UK, but also in Austria, Spain and, to a lesser ex-
tent, Germany.

2.3.2. Largesectoral differences in gross operating profit ra-
tios cannot be found for net profit ratios

The large sectoral differences found for gross profit ratios
cannot be found for net profit ratios (see Table 16). However,
differences remain. The most profitable sector in the period
under consideration was other services (3.2 %), closely fol-
lowed by transport/communication (3.1 %) and manufactur-
ing (2.9 %). The least profitable sector was building and civil
engineering (1.3 %).

The net profit ratios fell throughout the late 80s in all sec-
tors, touching bottom in 1992-93 for most sectors. The ex-
ception was the building sector, where the ratio sank to an
overall minimum of -0.7 % in 1995.

Over the past decade, a particularly strong decline in the net
profit ratio can be observed in building and transport and
communication. In the former, net profits have been negative
since 1991 as increasing shares of purchases of goods and ser-
vices have squeezed profit margins (while the share of staff
costs has remained constant). This development has been par-
ticularly acute in Italy, with extremely low and negative net
profit ratios since 1992. Also in the UK and France, however,
the net profit ratios were negative in 1995. In Sweden, the
Netherlands and Spain, conversely, net profit ratios were rela-
tively high in 1995. Even though transport and communica-
tion picked up after 1993, the associated net profit ratios have
remained significantly lower than before 1992. No such
change in the level can be found for gross profit ratios. This
phenomenon was mainly caused by increasing value adjust-
ments on non—financial assets relative to turnover in the sector.

2.3.3. Large differences in financial profitability across sec-
tors.

The financial profitability ratios have been more volatile than
either gross or net profitratios (see Table 17). Again, there are
relative large differences across sectors as the financial profit
ratios range from —0.4 % in building to 10.4 % in trade and
manufacturing. Asin the case of gross and net profit ratios,

TABLE 15 : Gross operating profit ratios

EU-8 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 86-95
Manﬁfacturing Industries 11.0 11.1 1.7 11.3 104 10.0 9.6 9.3 10.6 11.1 10.6
Building and civil engineering 7.5 79 8.0 8.0 1.5 7.1 8.1 7.0 6.4 6.3 7.4
Trade 6.7 5.7 6.0 5.7 5.7 5.2 5.0 5.1 53 54 5.6
Transport and communication 24.7 23.8 222 22.6 207 21.5 22.4 23.7 23.6 22.8 229
Other services 11.2 12.6 12.3 12.0 10.9 10.6 10.3 10.2 11.3 11.2 11.3
TABLE 16 : Net profit ratios

EU8 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 8695
Manufacturing Industries 25 3.7 2 44 33 25 12 07 32 3.7 29
Building and civil engineering 2.0 2.5 3.1 3.0 2.2 1.1 -0.3 0.0 -04 -0.7 1.3
Trade 20 22 23 22 2.1 1.6 1.2 1.2 1.9 1.9 1.9
Transport and communication 4.9 43 5.2 4.6 4.0 3.5 1.4 0.6 1.7 1.0 3.1
Other services 31 3.8 4.7 7.1 4.1 2.6 0.0 0.0 2.6 3.7 3.2




- 20-

the financial- profitability ratios declined in all sectors
from the late 80s. However, in manufacturing, trade and
other services, the ratio started increasing again in 1994.
By contrast, in the building sector it has continued to d