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1 Overview

In the first half of 2019 the Portuguese economy decelerated slightly, although it continued to grow
at a faster pace than the euro area. This positive growth differential observed since 2016 should be
considered over a longer-term perspective. Indeed, over the past 25 years, Portuguese GDP per capita
has not approached the average levels observed in the European Union (EU).

This issue of the Economic Bulletin focuses on the Portuguese economy's performance in the first
half of 2019 (Part I). This analysis is complemented with an assessment of projections for the year as a
whole (Part Il) and an in-depth appraisal of real convergence in the EU and the relative performance
of the Portuguese economy in the past few decades (Part lll). Hence, this Bulletin assesses recent
developments in the Portuguese economy, amid high uncertainty at international level, while taking
into account structural weaknesses that have been constraining its real convergence. The Bulletin
already includes the new national accounts series released by Statistics Portugal on 23 September
(Box 5).

In the first half of 2019 gross domestic product (GDP) pursued the deceleration trend observed since
mid-2017, growing by 2.0% year on year (2.4% in 2018 as a whole). However, economic activity in
Portugal continued to be relatively resilient compared to developments in the euro area as a whole,
where GDP slowed down more sharply in the past few quarters.

The deceleration of GDP in Portugal reflects developments in external demand, against a background
where domestic demand growth remained stable overall. The slowdown of external demand was due
to a deceleration in economic activity and world trade, in an external environment marked by a rise in
uncertainty and protectionism. Exports grew less than in previous years, although their performance
was better than in the second half of 2018. Portuguese exports still recorded further market share
gains, associated with a particularly positive trend of car and tourism exports. In turn, imports grew
more than exports, leading to a deterioration of the goods and services account balance.

As mentioned, domestic demand growth remained stable in the first half of 2019, combining on the
one hand a slowdown in public and private consumption and on the other a strong acceleration of
investment. Underlying developments in investment was a significant contribution of the components
associated with machinery and equipment and with construction, the latter partly linked to large-scale
infrastructure projects. Simultaneously, the flows of credit to non-financial corporations recovered, in
particular in the construction and real estate sectors. The growth of credit to firms chiefly corresponded
to financing from non-residents.

Although the international macroeconomic environment creates some uncertainty as to future
developments in the Portuguese economy, monetary and financial conditions at international level
remain favourable, mainly visible in historically low financing costs. The European Central Bank
(ECB) has strengthened its commitment to maintaining interest rates at low levels in the next few
years, having adopted a wide set of monetary stimulus measures in September. This environment has
passed through to very low interest rates in the credit market. However, the deleveraging of firms and
households has continued, although credit recovered in both segments.

The general government sector is also expected to remain on a deleveraging path, although, as in the
non-financial private sector, the indebtedness level continues to be significantly higher than the euro
area average. In the first half of the year the general government deficit declined when compared to
the same period a year earlier, making the key objective for the year as a whole clearly achievable. In
the context of a considerable primary surplus and an average interest rate on debt stock lower than
the economy’s nominal growth, public debt as a percentage of GDP is likely to continue to decline.
Portuguese economic growth over the past few years has been reflected in an improvement in the
main labour market indicators. The unemployment rate declined further in 2019, standing at a lower
level than in the euro area. The rise in employment chiefly involved more skilled workers. Foreign
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workers have contributed to this rise, countering the negative effects of population ageing on the
labour force. Productivity per worker increased somewhat in the first half of the year, although a
considerable differential still subsists against the average euro area values.

Part Il of this Economic Bulletin presents the projections for the Portuguese economy for 2019 as a
whole. In the second half of 2019 Portuguese year-on-year economic growth should record a relative
stabilisation, in a context of sustained strong private consumption and exports and slower gross fixed
capital formation.

These developments in activity face mostly downside and external risks. Given the high global uncertainty,
there may be a more adverse deterioration of the external environment than currently estimated for the
second half of the year. This might result from a cooling-off in the main export markets, the intensification
of protectionist trends, the conditions of a possible no-deal Brexit, or a worsening of geopalitical tensions.

Part Il of this Economic Bulletin includes a Special issue on real convergence in the European Union
and the relative performance of the Portuguese economy. The analysis shows that there was no
convergence of GDP per capita in Portugal towards the EU average in the past 25 years, which contrasts
with the considerable progress in the Portuguese economy’s real convergence observed in the 1960-
95 period. This is chiefly associated with the maintenance of unfavourable relative developments in
total factor productivity in the past two decades - reflecting persistent weaknesses in the institutional
framework and market functioning - in the context of a lower contribution of the capital stock per
worker to convergence. Over the whole period under review, the improvement of the qualification
levels of Portugal's labour force helped reduce the GDP per capita differential vis-a-vis the EU.

This Bulletin includes a number of analytical instruments that may be useful for a discussion on how
to overcome some of the vulnerabilities identified. Monetary policy stimuli have been important to
ensure historically low financing costs, but there is limited scope to raise the degree of monetary
accommodation (Box 1). Indebtedness levels in the public and private sector in Portugal continue to
rank among the highest in the EU (Box 2). This places unavoidable limits to monetary and fiscal policy's
ability to act. Challenges posed by population ageing are also prominent, and it is important, inter alia,
to reinforce the attractiveness and ability to retain younger workers, who in general have a higher
educational level than the previous generations (Box 3). In addition, productivity must be further
improved, being noted a significant room for progress in terms of management quality, particularly
in smaller-sized enterprises (Box 4). Finally, the sectors exposed to international competition tend
to be, almost by definition, among the most competitive of the Portuguese economy. To ensure such
competitiveness, particularly in a more uncertain external environment, it is necessary to promote a
suitable institutional framework (Box 6).

Overall, the current growth environment of the Portuguese economy should be seen within the context
of a deteriorating international environment and high uncertainty. This moment should thus be
considered a window of opportunity to strengthen policies and structural reforms which contribute
to the correction of some of the Portuguese economy’s main vulnerabilities. Progress in terms of
human capital, capital per worker and the institutional environment is essential to resume a lasting
and substantial convergence of Portuguese income levels towards the European average, but also to
ensure the resilience and decrease the exposure and vulnerability of the economy to external risks.



2 International environment

Global economic activity decelerated in the first half of 2019

The moderation in the pace of global economic expansion observed over the course of 2018 extended
into the first half of 2019 (Chart 1.2.1), in particular in sectors more exposed to international trade. In a
context of trade tensions and high political and economic uncertainty, manufacturing activity generally
slowed down, but growth in services activity remained resilient (Chart 1.2.2). On the expenditure
side, developments in production flows show a sharp deceleration in investment and more stable
private consumption. The labour market situation remained relatively benign and financial conditions
continued to be favourable, benefiting from a more accommodative monetary policy stance by the

main central banks of the advanced economies.

Chart 1.2.1 « World GDP and trade | Year-on-year rate of change, percentage
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Sources: CPB Netherlands Bureau for Economic Policy Analysis, Eurostat, IMF and Refinitiv (Banco de Portugal calculations).

Chart 1.2.2 « Global uncertainty | Z-score, 12-month moving average vs. historical average
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the sample standard deviation. Data since 1985 (1997 for economic policy uncertainty). Indicators based on the frequency of words in newpapers related to
economic policy uncertainty, trade policy or geapolitical tensions (military, nuclear, war and terrorrism). A value above (below) zero means that uncertainty/
risks in the last 12 months were above (below) the historical average.
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World trade in goods decelerated more sharply than economic
activity

World imports of goods declined slightly year on year in the second quarter of 2019. Developments
in world trade have been affected by a slowdown in import-intensive expenditure components, in
particular investment, together with the negative effect of an increase in trade protectionism. After
the hikes observed in 2018, tariffs applied by the United States to products from China increased
again in May and September, followed by retaliation from China. There continues to be considerable
uncertainty over the future environment for world trade. On the one hand, the threat that trade tensions
between the United States and China, as well as other important trading partners, might intensify still
remains. On the other hand, there is also uncertainty surrounding the United Kingdom'’s withdrawal
from the European Union (EU). This uncertainty has influenced the long-term decisions of economic
agents, in particular in terms of investment.

International oil prices in 2019 were mainly affected by supply-side
constraints

After the sharp drops seen in the last months of 2018, oil prices followed an upward path until mid-May,
against a background where supply-side constraints predominated, namely the production cuts in the
first half of 2019 agreed on between OPEC countries and other producers (OPEC+), sanctions on Iran
and political conflicts in Venezuela and Libya. From mid-May to mid-June, a less favourable outlook for
the global economy and high uncertainty led to a downward revision of demand for oil and contributed
to a partial price correction. Since then, oil prices have remained somewhat stable. However, worsening
trade tensions between the United States and China in August contributed to a renewed fall in oil prices.
At the end of August, oil prices stood at USD 59 per barrel (around EUR 54 per barrel), approximately
11% above the level observed at the end of 2018 (16% in EUR). Despite these developments, in the first
eight months of 2019 oil prices stood on average below those seen in the same period a year earlier
(around -9% in USD and -4% in EUR).

The recovery in international financial markets was occasionally
disrupted by an intensification of trade tensions

After the turmoil observed in the last months of 2018, conditions in international financial markets
improved in 2019. These developments benefited from an agreement between the United States
and China in December 2018, which helped ease trade tensions in the first months of the year, and a
more accommodative monetary policy stance in the major advanced economies. The intensification
of trade tensions and the tariff hikes in May led to a deterioration in financial market sentiment
and movements caused by heightened risk aversion. These constraints were mitigated from june
onwards, influenced by increased expectations of an interest rate reduction by the United States
Federal Reserve, the extension of the ECB's forward guidance (Box 1) and expectations of additional
decisions on monetary accommodation in the euro area. However, renewed trade tensions in
August led to a further deterioration in financial market sentiment.

The major stock market indices rose from the end of 2018 to the end of August. The most significant
valuations were observed in the United States and the euro area (around 17% and 13% respectively).
Government bond interest rates in the major advanced economies declined to fairly low levels
(Chart 1.2.3). In the euro area, government bond interest rates are at record lows. Euro area ten-
year government bond yields were negative at the end of August and the spreads on some euro



area countries’ sovereign debt against German debt narrowed. In the foreign exchange market,
from the end of 2018 to the end of August, the euro remained relatively stable in nominal effective
terms (depreciating by 0.7%). The dollar appreciated by about 2%, influenced to a large extent by
movements caused by heightened risk aversion. The pound sterling depreciated by around 2%,
influenced by political developments in the United Kingdom and prospects of a no-deal Brexit. Tariff
hikes and the subsequent upsurge in tensions between the United States and China weighed on
developments in the Chinese renminbi, which depreciated by around 2% in the same period.

Chart 1.2.3 « 10-year sovereign bond interest rates | Percentage
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Economies outside the euro area decelerated in the first half
of the year

In the United States, GDP continued to grow at a robust pace in the first half of the year (2.5% year on
year), although below the levels seen over the course of 2018 (2.9% in the year as a whole). Following
a slight disruption at the start of the year owing to the government shutdown and a deterioration
in consumer confidence, private consumption supported growth in activity, in a context where the
situation in the labour market continued to be very positive. Nevertheless, economic growth
has been affected by increased tariffs with China and the climate of uncertainty arising from the
possibility of additional protectionist measures. Corporate investment remained weak and exports
dropped compared with the same period a year earlier. As regards inflation, the year-on-year
change in the private consumption deflator declined from 1.8% in December 2018 to 1.4% in July
2019 (excluding food and energy, which are more volatile, the rate dropped from 2.0% to 1.6%).
Communication by the Federal Open Market Committee (FOMC) during the first half of 2019
suggested that monetary policy normalisation was almost complete. In July, amid low inflationary
pressures and uncertainty about the implications of global developments for the economic outlook,
the FOMC reduced the key monetary policy rates by 25 b.p.

Economic activity in the United Kingdom, Portugal's main trading partner outside the euro area,
showed some volatility in the first half of 2019. This volatility was associated with a significant
accumulation of inventories in the first quarter, as the initial deadline for its withdrawal from the EU
(end of March)waslooming. Compared with the previous quarter, GDP grew by 0.5% in the first quarter
and declined by 0.2% in the following quarter. Growth has remained relatively weak since 2018 (1.4%
in the year as a whole), affected by growing uncertainty surrounding the withdrawal from the EU
and a deceleration in global demand. The contribution from corporate gross fixed capital formation
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(GFCF) and net exports has been very weak, while private consumption has remained relatively
resilient (1.7% year on year in the first half of the year). Labour market conditions continued to be
favourable and wage growth remained relatively strong. Inflation (as measured by the Consumer
Price Index - CPI) was 2.0% in July and underlying inflation (excluding food and energy) stood
at 1.9%. The outlook for the United Kingdom crucially depends on how the Brexit negotiations
develop. In the last few months, the probability of a no-deal Brexit increased, contributing to a
sharp depreciation of the pound sterling. This scenario may give rise to considerable drops in the
United Kingdom’s GDP and imports, considering the joint effect of trade and financial disruptions
and heightened uncertainty."

With regard to the emerging market economies that play a more important role in Portugal’s
external trade, the Chinese economy continued to gradually decelerate (GDP increased by 6.2%
year on year in the second quarter of 2019, compared with 6.4% at the end of 2018). Economic
growth has been affected by increased trade tensions, but benefited from monetary and fiscal
stimulus measures, including tax reductions and increased spending on infrastructure. In any
case, these measures have been framed by policies focusing on containing economic agents’ debt,
which is still quite high, in particular loans to non-financial corporations. In Brazil, economic activity
continued to be considerably affected by uncertainty surrounding economic policy. GDP growth
remained weak in the first half of the year (0.7% year on year).

The pace of expansion of euro area activity was low in the first
half of 2019

After temporarily recovering in the first quarter, euro area GDP slowed down again in the second
quarter (with the quarter-on-quarter rate of change going from 0.4 to 0.2%). Year-on-year growth in
the first half of the year stood at 1.2% (1.9% in 2018 as a whole). The acceleration in the first quarter
was mostly due to temporary factors affecting activity, namely a good performance of construction
and car sales. There has been a clear divergence between manufacturing and services in the euro
area (Chart 1.2.4). The pace of growth in gross value added in industry has declined significantly since
the start of 2018, remaining at sustained, albeit more moderate, levels in services (in the second
quarter, the year-on-year rate of change in the two sectors was -1.3% and 1.6% respectively). Having
overcome the disruptions observed in the second half of 2018, associated with the entry into force
of new CO, emissions tests in the car sector, industrial production remained weak in 2019, to a large
extent as a result of weakening global demand (Box 6).

On the expenditure side, the contribution of domestic demand to GDP growth remained relatively
stable, while the contribution of net exports was weak. Euro area employment growth remained
robust, but decelerated somewhat in the first half of 2019 (1.3% year on year, compared with
1.5% in 2018). However, employment in more export-oriented industries decelerated significantly.
The unemployment rate declined to a level close to record lows (7.5% in July). A persistently
unfavourable situation in the industrial sector may affect the labour market and is a downside risk
to domestic demand and activity in the services sector.

1. See, for example, Box 1 “Developments in the United Kingdom's departure from the European Union (Brexit) and its impact on the British economy
so far”, Economic Bulletin, May 2019.



Chart 1.2.4 « Purchasing Managers’Index in the euro area | Diffusion index, deviation from 50
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Developments in economic activity were heterogeneous in the four largest euro area economies
(Chart 1.2.5). Year-on-year GDP growth remained weak in the first half of the year in Germany and Italy
(0.6% and -0.1% respectively) and was more robust in France and Spain (1.3% and 2.3% respectively).
In the German economy, private consumption and investment remained at relatively stable levels.
The deceleration is mostly related to the slowdown in the activity of exporting industries. Industrial
production (excluding construction) dropped by around 4% year on year in the first half of the year.
Labour market conditions remained favourable, but the pace of growth in employment declined (to
around 1% year on year in the first half of the year). In Italy, GDP practically stagnated in the first half
of the year, also reflecting weak industrial production and global trade tensions. In France, after
decelerating in 2018, growth in activity increased slightly in the first half of the year, supported by
buoyant domestic demand and a less pronounced deceleration in exports, in particular compared
with Germany. In turn, industrial production and employment have shown a slight recovery after
the social unrest of 2018. In Spain, despite a relatively weak performance from exports, economic
activity benefited from buoyant domestic demand, in the context of continued improvement in the
financial situation of firms and households. Growth in employment in Spain remained high (2.3%
in the first half of the year).

External demand for Portuguese goods and services slowed
down in the first half of 2019

Following a pronounced deceleration in 2018, external demand for Portuguese goods and services
slowed down again in 2019. Year on year, the pace of growth went from 2.5% in the second half of
2018 to 1.8% in the first half of 2019 (Table 1.2.1). This slowdown was seen across various markets of
origin. Taking into account its share of external demand, the sharp deceleration in Spanish imports
was particularly noteworthy. Given that the deceleration in domestic demand in Spain has been
gradual, developments in imports appear to be largely explained by weakening Spanish exports. This
is related to the high import content of certain sectors, such as the car industry. By contrast, French
imports accelerated slightly, in line with sustained domestic demand. In turn, the United Kingdom’s
imports showed significant volatility in the first half of 2019. A marked increase was observed in the
first quarter and a decline in the following quarter. These developments mainly reflected the effects
of imports of unspecified goods (including non-monetary gold) and an accumulation of inventories
before the initial deadline for the United Kingdom's withdrawal from the EU at the end of March. In the
second quarter, imports dropped by 0.8% compared with the same period one year earlier.
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Chart 1.2.5 » GDP in the four largest euro area economies | Year-on-year rate of change,
in percentage
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Table 1.2.1 + External demand of goods and services | Year-on-year rate of change, percentage

2018 2019
Weights® 2015 2016 2017 2018
H1 H2 H1
External demand (ECB)®@ 100 4.0 2.8 47 3.1 3.8 25 1.8
Intra euro area external demand 62.7 6.1 32 52 2.8 3.6 2.1 1.5
Imports
Spain 25.5 5.4 2.9 5.6 35 5.0 2.0 -0.4
Germany 12.0 5.4 4.2 5.7 37 3.8 37 34
France 12.5 5.7 3.0 4.1 1.2 1.6 0.8 2.2
Italy 34 6.7 3.8 5.8 1.8 2.1 1.5 1.4
Extra euro area external demand 373 0.7 2.0 3.8 3.6 4.1 32 23
Imports
United Kingdom 6.8 55 33 35 0.7 0.0 13 6.8
United States 4.9 53 2.0 4.7 4.4 43 4.4 2.6
Brazil 1.2 -14.0 -10.4 55 7.6 7.5 7.7 23
China 1.6 -0.7 3.7 6.9 6.1 7.2 52 -2.7
Memo:
World trade of goods and services (IMF) 2.7 23 54 4.1 - - -
World imports of goods (CPB) 1.7 1.5 5.1 3.5 4.6 2.6 0.1

Sources: CPB Netherlands Bureau for Economic Policy Analysis, ECB, IMF and Refinitiv (Banco de Portugal calculations). | Notes: (a) Computed by the
ECB as the weighted average of imports volumes of the main trading partners of Portugal. Each country/region is weighted by its share in Portuguese
exports. (b) Average weights over the period 2014-16.

Euro area inflation declined in the first half of 2019, reflecting
a deceleration in energy prices

Euro area inflation, as measured by growth in the Harmonised Index of Consumer Prices (HICP)
decreased to 1.4% in the first half of 2019, after 1.8% in 2018. This mainly reflected developments
in energy prices and, to a lesser extent, food prices (Chart 1.2.6). Also excluding the variability
specifically related with the Easter period, underlying inflation hovered at around 1% in the first half
of 2019. In particular, services inflation excluding the more volatile components (package holidays,
accommodation and air transport) stabilised in the same period, after the increases observed in the
course of 2018. In the first half of 2019, euro area unit labour costs grew by 2.2% year on year (0.5 p.p.



higher than in 2018), but their pass-through to inflation has been limited, particularly in services, where

the proportion of the labour input tends to be higher in costs.

Chart 1.2.6 « HICP in the euro area | Year-on-year growth rate, percentage
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Source: Eurostat. | Notes: In January 2019, a new methodology for computing the indices of package holidays was introduced in Germany. The
revised data start from January 2015. Due to these changes, inflation rates have breaks during 2015.

Euro area longer-term inflation expectations have declined

Euro area inflation expectations implied in market instruments for a horizon of five to ten years

dropped to record lows in mid-July (Chart 1.2.7). Survey-based measures for a horizon of four or five

years have also decreased, possibly influenced by a deteriorating medium-term economic outlook,

although still standing at levels that are relatively close to the ECB's price stability objective. According

to the ECB's Survey of Professional Forecasters (SPF) on the basis of information collected during

the third

quarter of 2019, inflation expectations for a horizon of four to five years declined to

around 1.7%. The share of respondents with forecasts of 1.7% or lower increased from 40% to

50%. Recent developments suggest heightened risks that euro area inflation expectations will

remain persistently low.

Chart 1.2.7 « Medium and long-term inflation expectations | Percentage
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in swaps (5-year period, 5 years ahead) and survey-based instruments in the horizon of 4/5 years.
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3 Monetary and financial conditions

3.1 Euro area

In the course of 2019, the ECB strengthened the degree of monetary
policy accommodation

Against a background of moderation of the pace of economic expansion, downward revisions to
macroeconomic projections for the medium term, persistently high uncertainty and low inflation
levels, the ECB announced two extensions of its forward guidance in the first half of 2019, as detailed
in Box 1. InJuly, the ECB underlined the need for a highly accommodative stance of monetary policy
for a prolonged period of time, and stood ready to adjust all of its instruments, as appropriate, to
ensure that inflation moves towards its target in a sustained manner.

Against this background, in September the ECB cut the deposit facility rate by 10 b.p. to -0.50%.
The interest rates on the main refinancing operations and the marginal lending facility remained
unchanged at 0.00% and 0.25% respectively. According to the ECB, key interest rates are expected
to remain at their present levels or lower levels until they see the inflation outlook robustly converge
to a level sufficiently close to, but below, 2% within its projection horizon, and that such convergence
has been consistently reflected in underlying inflation dynamics.

Furthermore, the ECB has decided to restart net purchases under its asset purchase programme
(APP) at a monthly pace of €20 billion as from 1 November. These purchases are expected to run
for as long as necessary to reinforce the accommodative impact of the key interest rates, and
to end shortly before the ECB starts raising them. The policy of reinvesting the principal from
maturing securities purchased under the APP, which proceeded in the course of the year, was
reiterated and should be maintained for an extended period of time past the date when the ECB
starts raising its key interest rates, and in any case for as long as necessary to maintain favourable
liquidity conditions and an ample degree of monetary accommodation.

The ECB also launched a new series of targeted longer-term refinancing operations (TLTROs-III),
which will roll out quarterly between September 2019 and March 2021. Each TLTRO will have a
three-year maturity and an interest rate set around the average rate applied to the main refinancing
operations over the life of the respective TLTRO. The interest rate will also offer incentives for credit
conditions to remain favourable (for credit institutions whose eligible net lending exceeds a given
benchmark level, the interest rate will be lower, and can be as low as the average interest rate on

the deposit facility prevailing over the life of the respective operation).2

Finally, with the purpose of supporting monetary policy transmission via credit institutions, the ECB
decided in September to introduce a two-tier system for reserve remuneration, which exempts
part of credit institutions’ excess liquidity holdings from negative remuneration at the rate applicable
on the deposit facility.

2. InMarch, the ECB also announced that refinancing operations would continue to be conducted as fixed rate tender procedures with full allotment for
as long as necessary, and at least until the end of the reserve maintenance period starting March 2021.



Monetary and financial conditions in the euro area have become
more accommodative

Monetary and financial conditions in the euro area have become more accommodative in the
course of 2019, against a background of lower financial market volatility and a more expansionary
monetary policy stance. Money market interest rates remained low. At the same time, sovereign
debt yields decreased, with spreads against German bonds narrowing, and stock price indices rose.
Improved financial conditions were broadly based across the main euro area countries, although
some cross-country heterogeneity remains. Furthermore, the euro also depreciated slightly.

The financing conditions of non-financial corporations and households remained favourable in
the euro area. Interest rates on loans to non-financial corporations and households remained
very low. Growth of bank loans to non-financial corporations and households was relatively
stable over the past few months (respectively, 3.9% and 3.4%, year on year, in July), albeit
with mixed developments across countries. The Bank Lending Survey continued to suggest an
increase in demand for loans. The low levels of interest rates were the main reason given for the
increase in demand across segments, as well as, in the case of firms, financing needs related
to investment and, for households, the favourable housing market outlook. In turn, credit
standards tightened slightly, after easing substantially in the previous two years. In the case of
non-financial corporations, this tightening mostly affected small and medium-sized enterprises
and chiefly reflected factors associated with the banks' risk perception, more specifically concerns
about the economic outlook, and greater risk aversion. In the survey released in April, banks
indicated that the ECB’'s non-standard monetary policy measures continued to support the
conditions applied to loans to non-financial corporations and households. In particular, the APP
had a marginal effect on credit volumes while the negative deposit rate had a marked effect on
interest rates on loans.

Bank financing costs have decreased since January, reflecting improving market debt conditions,
but have yet to reverse the increase observed in the course of 2018 (Chart 1.3.1). In turn,
interest rates on new deposits have remained stable at historically low levels. The share of deposits
in the euro area with negative interest rates is on the rise. These deposits are more common for
non-financial corporations (Chart I.3.2). Despite very low interest rates, the volume of deposits with
euro area banks has remained robust overall. The growth rate of deposits placed by non-financial
corporations and households increased up to May (to approximately 5% in annual terms).

Chart 1.3.1 « Banks' financing costs | Percentage
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Chart 1.3.2 * Share of deposits with negative rates in the euro area | Percentage, 6-month moving
average

42 -
36 -
30 |

24 4

6 - /
e
0 ———

" " T
Jan. 14 Jan. 15 Jan. 16 Jan. 17 Jan. 18 Jan. 19

Non-financial corporations e Households e 013

Source: ECB (Banco de Portugal calculations). | Notes: Share of deposits with negative rates for each type of deposit.



Box 1 ¢ The recent extensions of the ECB's forward guidance and economic
analysts’ expectations about interest rate developments

In the wake of the global financial crisis, the central banks of the main advanced economies
have substantially cut official interest rates and implemented non-standard measures with the
purpose of strengthening the accommodative stance of monetary policy. One of these measures
is the use of explicit statements about their intentions regarding the future path of policy interest
rates (forward guidance), whose purpose is to directly influence economic agents' expectations
regarding future policy. This box illustrates the behaviour of economic analysts’ expectations
regarding interest rate developments following the changes to forward guidance announced by
the ECB's Governing Council in the first half of 2019.

The ECB's Governing Council began using forward guidance in July 2013, when it said that it
expected key interest rates to remain at the “present levels or lower levels” (as they were then) for
an extended period of time.3 The forward guidance phrasing has been adjusted on several occasions.
In March 2016, a sequencing was introduced between the evolution of the policy rate and the
asset purchase programme (APP)* and, in June 2017, the Governing Council started to announce
that it expected interest rates to remain “at present levels” instead of “at present or lower levels”.
In June 2018 the transition towards a possible policy normalisation began. With the purpose of
reducing uncertainty about future interest rate developments, the Governing Council recast forward
guidance, by introducing a date-contingent leg and an inflation-contingent leg.> The purpose of
the date-contingent leg is to guarantee that the monetary policy stimulus is not weakened by
premature expectations of interest rate increases. The aim of the inflation-contingent leg is
to ensure that the monetary policy stance continues to evolve in a gradual, state-dependent
manner, thus reinforcing the credibility of the Governing Council's commitment to the objective

of price stability over the medium term.

In the first half of 2019, after considering aspects including the moderation in the pace of
economic expansion, the maintenance of inflation at relatively low levels, downward revisions
to macroeconomic projections for the medium term and the persistence of uncertainty factors, the
Governing Council announced two extensions of its forward guidance. In March 2019 the minimum
period during which the Governing Council expected key interest rates to remain unchanged was
extended to “at least through the end of 2019” and, in June 2019, to “at least through the first half
of 2020”8

3. For more details, see the Special issue “Forward Guidance — communication about the future path of monetary policy”, Economic Bulletin, Autumn 2013.
4. The phrasing changed to “for an extended period of time, and well past the horizon of our net asset purchases”.

5. The Governing Council announced thatit expected interest rates to remain at their (then prevailing) levels “at least through the summer of 2019" and in any
case for as long as necessary to ensure the continued sustained convergence of inflation towards levels that are below, but close to, 2% over the medium
term. This phrasing, introduced in July 2018, marginally differs from that of June.

6. Inits September meeting, the Governing Council introduced new changes to the forward guidance phrasing regarding official interest rates. In particular,
the phrasing no longer includes a time-contingent component, while the inflation-contingent component was reinforced. However, these changes are not
analysed in this box.

The recent extensions of the ECB'’s forward guidance and economic analysts’ expectations about interest rate developments
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To illustrate the behaviour of economic analysts' expectations regarding interest rate developments
in the wake of these forward guidance extensions, we analyse the individual responses to the
Reuters surveys released in the week prior to the Governing Council's monetary policy meetings.
In particular, the distribution of analysts’ expectations in the survey prior to the meeting where each
extension was announced is compared to the respective distribution in the survey prior to the next
meeting. Evidently, this analysis should be interpreted with caution, given that developments
in respondents’ expectations during this period will not solely reflect the impact of monetary
policy announcements following the respective meetings. This analysis is supplemented by
information on expected changes to the interest rate on the deposit facility derived from
financial instruments.

Charts C1.1 and C1.2 illustrate the distribution of analysts’ expectations regarding developments
in the interest rate on the deposit facility up to the end of 2019 and mid-2020. Prior to the
March meeting, approximately half of the respondents expected at least one increase in the
interest rate on the deposit facility (which stood at -0.4%) in the second half of the year. In the
following survey, nearly all analysts expected the interest rate to remain unchanged up to the end
of the year, and a substantial number of analysts revised downwards their expectations for the
levels to be reached in the first half of 2020. This information suggests that Governing Council's
announcement of an extension of forward guidance until the end of 2019 was effective.” The
effectiveness of the ECB's announcement in the March meeting is supported by information derived
from financial instruments, which shows that the implicit probability of at least one increase in the rate
on the deposit facility up to the end of 2019 decreased significantly following the announcement,
and converged towards zero over the following weeks (Chart C1.3).

Chart C1.1 « Expectations regarding the evolution of the deposit facility interest rate until the
end of 2019 | Percentage of respondents
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polls before the ECB Governing Council's monetary policy meetings of: 7 March (yellow), 10 April (blue), 6 June (red) and 25 July (green).

7. Survey data for the June 2018 meeting, when the time-contingent component was initially introduced, also suggests that its communication was effective.
In the survey prior to the meeting, approximately 65% of analysts expected at least one increase in the interest rate up to June 2019, while in the
following survey those expectations were virtually eliminated.



Chart C1.2 « Expectations regarding the evolution of the deposit facility interest rate until
mid-2020 | Percentage of respondents
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Chart C1.3 * Probability of changes in the deposit facility interest rate until the end of 2019
implicit in financial maket instruments
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The Reuters survey findings for the June 2019 meeting also suggest that communication was
effective in eliminating expectations of interest rate increases in the period during which the
Governing Council expected them to remain unchanged (Charts C1.1 and C1.2). Prior to the
meeting, approximately 30% of respondents expected at least one increase in the interest rate
in the first half of 2020, while in the following survey those expectations were eliminated. However,
in the survey conducted prior to the July meeting, a wide group of analysts started to expect at least
one interest rate cut up to the end of 2019, reflecting the fact that the introduction of an easing bias
in the forward guidance phrasing at the ECB's July meeting was widely anticipated.? In that survey,
two-thirds of the analysts anticipated the change that was later implemented.

8. InJuly, the wording “at present levels” was replaced with “at present or lower levels”.

The recent extensions of the ECB’s forward guidance and economic analysts’ expectations about interest rate developments
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Analysts’ expectations of interest rate cuts seem to have reflected the persistence of downside
macroeconomic risks, as illustrated by the release of several lower than expected economic
indicators (Chart C1.3), as well as the President of the ECB's speech at the ECB Forum in mid-
June.? On that date, the probability assigned to interest rate cuts by the end of the year increased
markedly, to approximately 80%, reinforcing its upward path, and remained at around 100%
from the July meeting onwards (Chart C1.3). Furthermore, according to the Reuters survey
data on economic indicators released prior to the July ECB meeting, around 60% of the
analysts that revised downwards the expectations on interest rate developments also revised
the outlook for inflation or economic growth developments, suggesting that other factors
influenced developments in interest rate expectations.®

Although the information analysed in this box should be interpreted with caution, it seems to
suggest that the Governing Council's communication on key policy interest rate developments
during the first half of 2019 was effective.

9. The President of the ECB mentioned that further cuts in policy interest rates remain part of the central bank’s tools to respond to any challenges to
price stability and that this had been one of the options raised and discussed at the June meeting.

10. Taking into account only those analysts who participated in both the surveys on interest rate developments and the surveys on economic indicators
released prior to the June and July ECB meetings.



3.2 Portugal

The financing conditions of resident banks improved slightly in the
first half of 2019

Portuguese banks continued to benefit from a progressive easing in financing conditions.
Interest rates on deposits of firms and households continued to decline slightly, edging down to
historical lows (Chart 1.3.3). The ECB's non-standard measures continue to ensure accommodative
monetary and financial conditions. In particular, targeted longer-term refinancing operations
made it possible for banks to borrow long term at very low (or even negative) rates, thereby
supporting lending to the economy, more specifically to non-financial corporations (see the box
in the “Bank Lending Survey - Results for Portugal July 2019").

The cost of debt-market financing to banks continues to stand above that obtained through
other sources of financing. Nonetheless, spreads on credit default swaps narrowed, reflecting a
lower risk premium associated with Portuguese banks, after a per