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1.0Overview

Over the course of 2016, the Portuguese econ-
omy has maintained some of the main features
that have characterised the economic recovery
observed since 2013. The pace of growth in eco-
nomic activity has stood below that of previous
business cycles, namely affected by high levels
of indebtedness in the public and private sec-
tors, adverse demographic developments and
a macroeconomic environment characterised
by relatively weak external demand dynamics.
Against a background of employment growth
and a strong decline in unemployment, labour
productivity stabilised somewhat in recent quar-
ters, driven inter alia by the strong cumulative
drop in investment in the past few years, which
has hampered the adoption of new technol-
ogies and new productive processes. Howev-
er, these developments have coexisted with a
growing shift of productive inputs to economic
sectors that are more exposed to international
competition, a gradual improvement in the level
of human capital in the labour force and a shift
of credit flows to firms with a better risk profile.

The ongoing recovery process remains compat-
ible with preserving a number of key macroeco-
nomic balances. In the case of the Portuguese
economy, one of the most relevant features of
the macroeconomic adjustment process was
the transition to a current and capital account
surplus, on the basis of a goods and services sur-
plus. These external surpluses are needed in
order to reduce the high external debt charac-
terising the Portuguese economy, in a sustained
manner. Nevertheless, preserving these exter-
nal surpluses is not indubitable, in particular
within a macroeconomic environment requir-
ing an acceleration in investment for stron-
ger growth in potential output, together with
considerable uncertainty regarding develop-
ments in terms of trade, which have namely
been affected by oil prices.

Another key aspect for macroeconomic stabil-
ity is ensuring balanced and sustained public
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accounts. In the case of the Portuguese econ-
omy, this objective requires additional struc-
tural adjustment efforts. Available evidence for
the first half of the year seems to suggest that
the deficit target established by the Council of
the European Union for 2016 as a whole is fea-
sible, but it should nonetheless be noted that
budget execution in the second half of the year
continues to be rather demanding and sub-
ject to non-negligible risk factors. In addition,
the government debt level as a percentage of
GDP remains very high and is still not follow-
ing a clear downward trend, which underlines
the importance of complying with the commit-
ments made under European fiscal rules.

An analysis of cumulative developments in the
main components of global demand since the
first half of 2013 - adjusted for an estimate of
their imported content - confirms that exports
are the most dynamic demand component,
and the only one with cumulative growth above
GDP. Despite having weakened somewhat in
the recent past, exports continued to gain mar-
ket share in the first half of 2016. By contrast,
over this period, government consumption sta-
bilised and public investment recorded a neg-
ative cumulated contribution to GDP dynam-
ics, reflecting the need to sustain the ongoing
fiscal consolidation process. Net private con-
sumption has recorded a cumulated path close
to GDP, given that this aggregate’s high buoyan-
cy over the past few years was concentrated in
goods with high imported content, in particular
car purchases. Finally, total investment declined
in the second half of 2015 and the first half of
2016, reversing the increases seen in the pre-
vious two years. This weak investment dynamic
in the current cycle of economic recovery, which
has also been observed in other developed
economies, is particularly adverse for the Por-
tuguese economy, given the relatively low levels
of capital per worker, compared with the euro
area average. There is more than one reason
behind the absence of recovery in investment,
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in particular in the private sector. These develop-
ments are being influenced by, inter alia, a high
level of indebtedness of non-financial corpora-
tions, domestic and foreign uncertainty, unuti-
lised capacity, as well as expectations that over-
all demand will be weaker over the long term
than previously expected, which was reflected in
the relative stabilisation of business confidence
observed since the start of 2015.

This Bulletin updates the macroeconomic pro-
jections for 2016, broadly maintaining the key
features identified above. Compared with the
last projection published, GDP growth is re-
vised downwards, as a result of revisions to in-
vestment and, to a lesser extent, private con-
sumption, which are not offset by an upward
revision to total exports. After two years of
GDP growth similar to the euro area average,
the Portuguese economy is projected to re-
cord a real divergence in 2016. However, tak-
ing into account the decline in total population,
the pace of per capita growth is expected to be
similar in Portugal and the euro area. The ab-
sence of real convergence in the current pe-
riod of economic recovery - particularly given
the severity and length of the recession pre-
ceding it - should be interpreted taking into ac-
count the structural constraints on Portuguese
economic growth, associated, among other
factors, with weaknesses in market functioning,
with the quantity and quality of productive in-
puts, as well as with the past accumulation of
inefficient allocations of resources and exces-
sive indebtedness levels.

The Portuguese economy faces a number of
important challenges. At external level, the Eco-
nomic and Monetary Union has not yet been
completed, which requires strengthening the
European institutional architecture. At domes-
tic level, and in the current context of low nom-
inal growth in economic activity, the process of
structurally restoring the macroeconomic bal-
ances requires a continuous strengthening of
macroeconomic stability and the promotion of
incentives for sustainable economic growth. In
this respect, it is particularly important to ensure

a predictable institutional and tax framework
and to pursue structural reforms aimed at sup-
porting investment, innovation and factor mobil-
ity. It is also necessary to continue the fiscal con-
solidation efforts, in order to ensure a sustained
decrease in the levels of public indebtedness.
In addition, in the context of a more stringent
regulatory environment at European level, it is
important to ensure that adequate incentives
are in place for an efficient pursuit of financial
intermediation. In all these different aspects, the
quality of public policies is important, including
their design, continuity and consistency. Coordi-
nating the expectations of domestic and exter-
nal agents around this long-term institutional
environment is also crucial. This coordination
would also contribute to preserving sustained
financing flows in international debt markets,
which should remain a macroeconomic prior-
ity in Portugal. Currently, the ECB's compre-
hensive monetary policy package, including the
communication regarding its expected duration
and evolution, has contributed to significantly
improve the financing conditions of sovereigns
and private agents in the euro area and in Por-
tugal in particular. In addition, this package
has protected the euro area from the adverse
financial implications of the global economic
shocks which have occurred over the past year.
Nevertheless, this exceptional degree of mon-
etary accommodation will not continue indefi-
nitely. This is therefore an urgent and unique
opportunity to deepen a framework promot-
ing macroeconomic stability and economic
growth, as well as to anchor agents' expecta-
tions around this regime.
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2. International environment

. The world economy is
. subject to a high degree
. of uncertainty

In the course of the first half of 2016, the world
economy maintained the main features that
characterised it throughout 2015 (Table 2.1).
The advanced economies recorded moderate
economic growth. The outlook for emerging
market and developing economies improved
slightly, despite high heterogeneity across coun-
tries. The outcome of the referendum in the
United Kingdom in favour of withdrawal from the
European Union (EU) resulted in a slight dete-
rioration in the outlook for the world economy,
given a substantial increase in economic, politi-
cal and institutional uncertainty and despite
the relatively orderly reaction of financial mar-
kets and the partial recovery of confidence indi-
cators. Nevertheless, there is high uncertainty
underlying further developments regarding the
outcome of the referendum and the process
of withdrawal from the EU, which makes it dif-
ficult to quantify its impact (Box The economic
impact of the United Kingdom's withdrawal from
the European Union (Brexit)). In this context,
the IMF made a slight downward revision to the
outlook for the world economy due to lower

growth in the advanced economies. The IMF
projects world GDP growth of 3.1 and 3.4 per
cent in 2016 and 2017 respectively. The IMF
identifies mostly downside risks mainly associ-
ated with potential political instability in some
countries, the adoption of protectionist mea-
sures at global level, stagnation in the advanced
economies and the possibility of an abrupt eco-
nomic adjustment process in China.

Developments in financial markets throughout
the first half of the year were mainly condi-
tioned by the outlook for the world economy
and the UK referendum. After falling strongly
in 2015, the price of oil reached a minimum
of 28 US dollars / barrel in January 2016. The
gradual rise observed since then benefited
from the reduction in oil supply, in particular from
non-OPEC countries. The evolution of oil prices
in 2016 contributed to a decline in global uncer-
tainty. In August, the price of oil reached nearly
50 US dollars / barrel, compared with 59 US dol-
lars / barrel in the first half of 2015. The sharp
fall in oil prices in 2015 represented a positive
shock on income in oil-importing economies.
However, these countries did not record a
significant acceleration in activity, which may be
related to the high level of debt characterising
most of these economies.

Table 2.1 ¢ Gross Domestic Product | Real growth rate, percentage

WEO Revisions from April 2016
October 2016 WEO (p.p.)
2015 2016 2017 2016 2017
World 32 3.1 34 -0.1 -0.1
Advanced economies 2.1 1.6 1.8 -0.3 -0.2
USA 2.6 1.6 2.2 -0.8 -0.3
Japan 0.5 0.5 0.6 0.0 0.7
United Kingdom 2.2 1.8 1.1 -0.1 -1
Euro area 2.0 1.7 1.5 0.2 -0.1
Germany 1.5 1.7 1.4 0.2 -0.2
France 1.3 1.3 1.3 0.2 0.0
Italy 0.8 0.8 0.9 -0.2 -0.2
Spain 32 3.1 2.2 0.5 -0.1
Emerging and developing economies 4.0 4.2 4.6 0.1 0.0

Source: IMF, World Economic Outlook, October 2016.
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In early 2016, financial markets were somewhat
volatile, with asset valuation losses, against a
more negative outlook for the world economy.
Between March and June, global and euro area
financial market conditions stabilised, support-
ed by better than expected economic data, ris-
ing oil prices and the additional monetary stim-
ulus in the euro area. In the aftermath of the
UK referendum, volatility and risk increased
sharply. However, these movements were rap-
idly reversed and their impact on the real econ-
omy thus far has not been visible. The euro area
banking sector is a relevant exception to these
normalisation movements, translated into the
maintenance of the downward trend in this sec-
tor's equity prices in view of prospects of lower
profitability in the future.

World trade remained rather weak in the ear-
ly months of 2016. In the first half of the year,
world imports of goods increased 0.3 per cent
year-on-year, combining sustained growth in
advanced economies (1.2 per cent) with fur-
ther contraction in emerging market and de-
veloping economies (-1.5 per cent) (Chart 2.1).
World trade was particularly weak in Asia and
Latin America, also possibly reflecting weak eco-
nomic activity in these regions. The IMF suggests
in the World Economic Outlook of October 2016
that approximately 3 of the slowdown in world

trade growth since 2012 has been due to re-
duced growth of activity and, in particular, of in-
vestment. The interruption of the trend towards
free trade and the return of protectionist move-
ments, in addition to smaller growth in global val-
ue chains, are also behind the weak dynamism
of world trade.

Moderate growth persisted
in the advanced economies,
while prospects for emerging
economies improved slightly

The pace of economic growth in the advanced
economies remained moderate, standing at
1.5 per cent year-on-year in the first half of
2016. In most economies, growth was under-
pinned by domestic demand and, in particular,
by private consumption. Investment, as mea-
sured by gross fixed capital formation (GFCF),
continued to grow moderately, making a mar-
ginal contribution to GDP growth (Chart 2.2). An-
other common characteristic among the main
advanced economies in the ongoing recovery
process is the strengthening of labour markets.
Rising employment and moderate GDP growth
indicate that productivity growth has also been
weak and well below pre-crisis levels (Chart 2.3).
Note, however, that charts 2.2 and 2.3 compare
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two very different periods, with the most re-
cent including a strong recession and the sub-
seqguent ongoing recovery.

The research agenda has failed so far to provide
an explanation for these developments. Count-
less and closely interlinked factors have been
suggested to explain these developments. The
high indebtedness level of the advanced econ-
omies may be restricting credit growth, despite
the low financing costs, mitigating the buoyancy
of investment. Companies may also be restrain-
ing investment due to uncertainty about future
demand and profitability. Moreover, low pro-
ductivity growth may also be reflecting the weak
dynamism of investment in the recent past,
implying lower capital stock renewal. Another
factor that may explain weak productivity growth
is associated with persisting effects of strong
credit growth in the period before the interna-
tional financial crisis, that led to labour alloca-
tion to sectors with lower productivity growth.
Against this background, the considerable eas-
ing of financial conditions may have created
incentives for banks, in particular of the Europe-
an economies, to ‘evergreen’ loans, i.e., to con-
tinue rolling over loans to unproductive firms and
postponing the reallocation of productive factors
in the economy. Finally, a number of more sec-
ular hypothesis have been advanced in explain-
ing the weak dynamism of investment, such as

Chart 2.2 « Private non residential GFCF
| Percentage of GDP, period average
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the deceleration of technological progress or the
ageing population.

In the first half of the year, GDP in the United
States grew 1.4 per cent on average, year-on-
year, below potential growth and in contrast to
robust growth in 2015 (2.6 per cent). Similarly
to the recent past, growth was boosted by pri-
vate consumption, despite the deceleration in
this demand component. In turn, net exports
continued to make a negative contribution. The
US labour market remained robust, with sus-
tained employment growth. Inflation rose to
levels around 1 per cent throughout the year,
while headline inflation remained slightly above
2 per cent. In this context, the Federal Reserve
System at its December 2015 meeting decided
to keep the federal funds rate target within a
range of 0.25 to 0.50 per cent.

Economic growth in the United Kingdom was
stronger than anticipated in the first half of
the year, with a year-on-year rate of change
of 2.1 per cent. This buoyancy was driven by
private consumption growth, with a very slight
contribution from net exports. However, the
outcome of the referendum led to a substan-
tial downward revision to the outlook for activ-
ity. In the IMF's October projections, this revi-
sion was of -0.1 p.p. in 2016 and -1.1 p.p. in
2017. According to the Bank of England, the
downward revision to growth mainly reflects

Chart 2.3 « Labour productivity growth
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a revision to the economy’s supply capacity in
the medium to long term. In turn, the near term
weakness in demand, signalled by the fall in con-
fidence indicators, is likely to lead to an increase
in spare capacity and an eventual rise in unem-
ployment. In parallel, inflation in the United King-
dom, which remained slightly above 0 per centin
the first few months of 2016, is likely to rise in the
near term to levels close to the 2 per cent target.
This upward pressure on inflation is chiefly due
to the strong depreciation of the pound sterling
in the aftermath of the referendum. In fact, the
pound sterling fell 9.7 per cent in nominal effec-
tive terms between the referendum date and
1 September. Against this background, the Bank
of England adopted a package of measures
designed to support the economy: (i) a 25 basis
point cut in the Bank Rate to 0.25 per cent;
(i) a Term Funding Scheme to provide funding
for eligible institutions with a maturity of four
years and with lower cost for banks that main-
tain or expand net lending to the real econ-
omy; (iii) the purchase of sterling denominat-
ed investment-grade corporate non-financial
bonds, issued by firms making a material con-
tribution to the UK economy, in an amount up
to 10 billion pounds; (iv) an increase in the stock
of purchased UK government bonds by 60 bil-
lion pounds, taking the total stock of these asset

purchases to 435 billion pounds.

In emerging market economies, real GDP in-
creased by 4.4 per cent in the first half of 2016
year-on-year, slightly higher than anticipated, due
to improvements in major economies. Stronger
growth in emerging market economies and the
slow recovery from the crisis in advanced econ-
omies continued to widen the gap in econom-
ic growth between the two groups of countries.
The stimulus given by the economic policy in Chi-
na seems to be have been effective and growth
prospects remain unchanged. Reflecting gov-
ernment support, investment in infrastructures
was strong, having moderated in the manufac-
turing industry and construction. In Brazil, the
contraction in GDP at the start of the year was

lower than anticipated, but political uncertainty
remains high. In turn, Russia benefitted from
higher oil prices, adding to lower GDP contraction
in early 2016, following the strong fall in 2015.

. The moderate recovery in the
. euro area continued, driven by
: domestic demand

The process of economic recovery continued
in the euro area, with stronger-than-expect-
ed growth at the beginning of 2016. In the first
half of the year GDP grew 1.7 per cent year-
on-year, mainly fuelled by domestic demand,
while net exports continued to make a slightly
negative contribution. With regards to domes-
tic demand, private consumption made a con-
tribution of 1.1 p.p. and GFCF of 0.5 p.p., both
in line with figures for 2015. The recovery was
broadly based across most euro area countries,
albeit at a different pace (Chart 2.4). Among
the largest euro area countries, Spain record-
ed positive developments with a year-on-year
growth above 3 per cent, driven by private con-
sumption and GFCF. In Germany, GDP growth
has been slightly above the euro area average,
with relatively more dynamic public consump-
tion and GFCF. In turn, growth in France and Ita-
ly was below the euro area average. French GDP
grew 1.4 per cent year-on-year in the first half of
20716, with a 2.3 p.p. contribution from domestic
demand. In Italy, GDP increased slightly below
1 per cent and also with a stronger contribution
from domestic demand. Weak growth in Italy in
the past few years implies that GDP is still far
below its pre-crisis level (nearly 8 p.p.).

The euro area labour market continued to im-
prove. This is evident in developments in em-
ployment, despite remaining below pre-crisis
levels in most euro area countries (Chart 2.5).
The unemployment rate in the euro area con-
tinued its trend of slight decline, albeit remain-
ing above 10 per cent. At individual country lev-
el, heterogeneity is high. While in Germany the
unemployment rate fell to 4.2 per cent in June,



in Spain it dropped to below 20 per cent for the
first time since mid-2010.

Since 2009 the euro area has recorded a surplus
in the combined current and capital account,
which has increased over time, reaching 3 per
cent of GDP in 2015 (Chart 2.6). These develop-
ments are seen across Most euro area countries,
albeit with some differences in magnitude. The
surplus is particularly high in Germany, standing
at 8.5 per cent of GDP. The countries under on-
going adjustment processes have also recorded

surpluses in the past three years. The persistence
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of these external imbalances in the euro area, in
particular in countries with no need to delever-
age the whole economy, may reflect weak do-
mestic demand and may represent an economic
inefficiency for the euro area as a whole.

In the first half of the year, external demand
for Portuguese goods and services decelerat-
ed substantially to 2.9 per cent, year-on-year,
after 4.2 per cent growth in 2015 (Table 2.2). This
deceleration was due to lower growth in demand
from euro area trading partners (4.4 per cent in
the first half of the year, compared with 6.3 per
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cent in 2015). Conversely, the growth of exter- by Angola, the effect is even more pronounced.!
nal demand by economies outside the euro area  In fact, external demand for goods and services
remained stable at very low levels in the first  taking into account imports by Angola increased
half of the year (0.5 per cent, after 0.8 per cent by 1.9 per cent in the first half of 2016 compared
in 2015). Taking into account external demand  with 2.4 per centin 2015 and 5.2 per centin 2014.

Table 2.2 « External demand of goods and services for the Portuguese economy | Real year-on-
year rate of change, percentage

Yoy

H2 H1 H2 H1

i ®)
Weights ® 2012 2013 2014 2015 2014 2015 2015 2016

External demand (ECB)® 100.0 -0.2 1.9 4.8 4.2 49 4.6 3.8 2.9
Intra euro area external demand 66.3 -2.5 1.0 5.1 6.3 55 6.5 6.2 4.4
of which:

Spain 271 -6.2 -0.3 6.4 7.5 71 7.5 7.5 6.0
Germany 13.7 03 32 4.0 5.0 3.6 5.4 4.7 32
France 12.5 0.8 22 4.8 6.4 53 6.6 6.3 3.8
Italy 39 -8.3 2.2 3.0 58 32 6.4 53 2.1
Extra euro area external demand 337 43 3.7 43 0.8 4.0 1.6 0.0 0.5
of which:
United Kingdom 5.6 29 34 2.5 58 1.9 6.1 5.6 33
USA 35 2.2 1.1 4.4 4.6 49 54 3.8 0.7
Memo:
Goods and services imports from Angola © 4.6 8.5 90 112 -238
Adjusted external demand @ 03 24 52 24 53 2.8 2.1 1.9

Sources: ECB, CPB, IMF, Thomson datastream and Banco de Portugal calculus.

Notes: (a) External demand is computed as weighted average of the imports volume of Portugal’s main trading partners. Each country/region is
weighted by its share in Portuguese export. (b) Shares computed using 2015 data. (c) The weight refers to the weight of nominal goods and services
exports to Angola on portuguese exports. (d) External demand indicator adjusted for the importance of the foreign trade with Angola. Corresponds to
the weighted average (by the exports weight) between the external demand indicator calculated by the ECB and the volume of the goods and services
imports of the Angolan economy.




Inflation in the euro area
stabilised at very low levels

Inflation in the euro area, as measured by the
annual rate of change in the HICP, has been
around 0O per cent throughout 2016, standing
at 0.2 per cent in July. These low inflation levels
have been seen across euro area countries. En-
ergy prices continued to make a negative con-
tribution to total inflation, although this contri-
bution is expected to decrease in the course of
the year as the base effect from the fall in oil
prices seen until January unwinds. Neverthe-
less, the annual rate of change in the HICP ex-
cluding unprocessed food and energy also re-
mained stable at relatively low levels, standing

Chart 2.7 ¢ IHCP euro area inflation
| Year-on-year rate of change
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at 0.8 per cent between May and July (Chart 2.7).
Regarding the four largest euro area countries,
the annual rate of change in the HICP excluding
unprocessed food and energy stood at 1.2 per
centinJuly in Germany, while in France, Italy and
Spain it was around 0.5 per cent.

These developments in inflation, clearly below
the ECB's objective of price stability are also
associated with the evolution of inflation expec-
tations. In fact, despite a new package of mon-
etary stimulus measures, inflation expectations
did not increase in the euro area. Expectations
as measured by market instruments contin-
ued on a downward trend, while expectations
measured by surveys stabilised at slightly below
2 per cent (Chart 2.8).

Chart 2.8 « Euro area inflation expectations
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Note: Expectations implicitin inflation swaps (Swaps 5 year-5 year forward) and ex-
pectations implicitin the Survey of Professional Forecasters (SPF 4/5 years forward).
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Box 2.1 | The economic impact of the United Kingdom’s withdrawal
from the European Union (Brexit)

Following the United Kingdom'’s (UK) vote on 23 June to leave the European Union (EU), a complex
political process has started, with significant economic implications. However, how this process
will evolve and end is still surrounded by uncertainty and may take several years. The design
of the future relationship between the UK and the EU is also unknown. To start the withdrawal
process, the British government will have to activate Article 50 of the Treaty on European Union,
which has not been done yet.

The most immediate effects of the referendum were considerably higher economic, political
and institutional uncertainty, in particular in the UK (Chart 1). In the financial markets, volatility
reached very high levels, given the broad based sentiment of higher risk aversion, triggering
an increase in the demand for assets that are perceived as safer by investors. However, turbu-
lence in the financial markets was fairly short-lived. In early September, the visible impact of the
vote to leave the EU was basically concentrated in the UK, with the pound sterling falling nearly
10 per cent in nominal terms. In turn, the adverse impact of the referendum result on consumer
and business confidence in the UK was also partly reversed, as financial markets calmed down,
a new government was appointed and the Bank of England adopted an wide set of monetary
policy measures (Section 2 of this Economic Bulletin).?

In the short term, the persistence of high uncertainty may have negative macroeconomic spill-
overs on the European economy, as economic agents become more cautious, postponing invest-
ment and consumption decisions and seeking safer assets. These spillovers will obviously be

Chart 1 ¢ Economic policy uncertainty index | 1997-2009=100
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Source: www.policyuncertainty.com.

Notes: (a) The index is based on monthly count of press articles that include references to economic uncertainty and eco-
nomic policy issues. (b) The index for the euro area results by aggregating the indices for the four largest economies, using
as weight the respective GDP.
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more significant in the UK, although a number of political risks triggered by the referendum result
should also be considered as well as the persistence of some fear about the situation of banks
in a number of economies, which may lead to a deterioration of financing conditions. In this
context, projections for economic growth in the UK were significantly revised downwards, par-
ticularly in 2017, while in the euro area there was only a slight downward revision. In particular,
the European Commission estimates a cumulative loss in GDP in 2017 between 1.0 and 2.75 p.p.
in the UK and between 0.25 and 0.5 p.p. in the euro area, considering scenarios with different
degrees of severity.3 However, it should be noted that the economic indicators released for the
United Kingdom over the last few months have been better than expected, which together with
financial market stabilisation and relatively greater confidence of economic agents, suggest than
in the near term the macroeconomic impact of the referendum may be less negative than initially
expected.

Albeit dependent on future negotiations, the UK's withdrawal from the EU is expected to imply a
decrease in the degree of economic integration between the two economic blocks. At this point,
considering a decreasing degree of economic integration, the clearer alternatives are: (1) acces-
sion to the European Economic Area (EEA) translated into wide access to the single European
market, but also including the adoption of EU rules and regulations, contribution to the EU
budget and free movement of persons; (2) the possibility of concluding free trade agreements
(FTAs), translated into greater autonomy for the UK, but potentially a more restricted access to
the single market (this type of agreement may possibly eliminate customs barriers in trade in
goods, but are traditionally limited as regards the trade in services without the counterparts of
a single market); (3) return to the conditions of the general agreement on trade of the World
Trade Organisation (WTO), where there is no need to agree on common rules and regulations,
but under which UK exports would be subject to the EU's common external tariff (according to
the mostfavourednation clause).

According to economic literature, the decrease in the degree of economic integration between
the UK and the EU may have significant economic repercussions. The impact on external trade
and foreign investment stands out among the possible transmission channels. Customs and
non-customs barriers are expected to increase in the UK's trade with the EU. It is also important
to note that even conditions for the UK's trade with third countries will cease to be regulated by
the agreements thus far in force within the scope of the EU, which will also affect the UK's trade
with these economies. Trade with the EU represents around half of total UK trade. Therefore,
the decline in these trade flows as compared with permanence in the EU does not seem to be
liable of being offset by an increase in the UK's trade with third countries. The UK is also likely
to lose attractiveness as a destination of foreign direct investment, which may translate into a
decrease in inflows, but also into potential disinvestment, notably in the financial sector, should
the UK lose the passport rights prevailing at EU level.* The decline in external trade and foreign
investment is also likely to be amplified by potential negative indirect effects on productivity
and potential long-term growth.>It should also be noted that all these effects will start to be
immediately felt, given that economic agents will now make their investment and consumption
decisions according to the situation expected over the long term. Moreover, the reallocation
of factors between sectors, resulting from the change in the nature and degree of economic
integration, may also raise some transition costs. Comparatively, the UK's trade and financial
exposure to the euro area is clearly higher than the euro area’s (or Portugal's) exposure to the
UK (Table 1).°
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Table 1 * Trade and financial exposure

2014 data UKtothe euroarea Euroareatothe UK Portugal to the UK

% of GDP 7.0 2.6 1.7
Exports of goods

% of total 43.8 133 6.1

% of GDP 41 1.3 1.9
Exports of services

% of total 339 19.0 138

% of GDP 10.7 1.6 1.0
Imports of goods

% of total 46.9 9.4 3.1

% of GDP 3.1 1.0 0.8
Imports of services

% of total 42.7 16.7 1.1

% of GDP 239 15.6 14
FDI - assets (position)

% of total 31.5 20.1 31

% of GDP 33. 1.5 4.6
FDI - labilities (position) bofG 3

% of total 45.0 189 6.3
Portfolio investment % of GDP 501 98 4.3
- assets (position) % of total 383 16.2 6.2

Sources: ECB, Eurostat, IMF, ONS and Banco de Portugal.
Notes: (a) FDI: Foreign direct investment. (b) In the case of UK FDI, exposure to the euro area does not include Cyprus, Latvia, Lithuania and Malta.

In particular for the UK, various studies have empirically assessed the macroeconomic impact
of the UK's withdrawal from the EU through economic models, which depending on the horizon
envisaged, consider some of the above-mentioned channels (Table 2). Generally, simulations for
the long-term impact consider mainly a decline in external trade, foreign direct investment and
potential output. They also consider the various possibilities mentioned above for a future rela-
tionship of the UK with the EU. These estimates, which are obviously surrounded by high uncer-
tainty, suggest that over the long term, UK GDP may be approximately between 2 and 8 p.p. lower
than if the UK remained in the EU. The impact in the euro area is likely to be far smaller, but it will
probably reflect some heterogeneity across countries. In the case of Portugal, the main impact will
result from developments in external trade flows, being potentially more relevant in the case of
services exports (Table 1).

Table 2 » Estimates of the macroeconomic impact of Brexit in the long run
(percentage deviations from a baseline level with UK remaining in the EU)

OECD LSE/CEP HM Treasury NIESR
UK future relationship with EU: FTA FTA EEA FTA WTO EEA  FTA WTO WTO+
UK GDP -5.1 -7.9 -3.8 -6.2 -7.5 -1.8 -2.1 -3.2 -7.8
UK trade -15.0 -12.6 90 -165 -205 -135 -155 -250 -22.0
FDIin the UK -27.5 - -100 -175 220 -100 -170 -240 -240

Sources: HM Treasury, London School of Economics/Centre for Economic Performance, National Institute of Economic and Social Research and OECD.

Notes: (a) Long run: around 2030 in most estimates. (b) The values are generally central points of a range of estimates (sometimes quite large)
that comprise different assumptions for each alternative to the EU membership. The alternatives considered are EEA (membership of the Euro-
pean Economic Area), FTA (realization of a Free Trade Agreement) and WTO (return to the conditions of the General Agreement on Tariffs and
Trade of the World Trade Organization), which represent decreasing degrees of integration. (c) In the NIESR results, only the WTO + scenario
includes effects on productivity, adding a drop of 5 per cent in this variable to the WTO scenario. (d) All but the LSE/CEP estimates are based on
the NiGEM model.
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3. Monetary and financial conditions

in the euro area

3.1. Euro area

. The Eurosystem
. has adopted additional
. stimulus measures

At its March meeting, the ECB Governing Coun-
cil adopted further monetary stimulus, in light of
the deteriorating economic and financial condi-
tions and the increase in downside risks to infla-
tion. The Governing Council's decision resulted
in four new sets of measures. First, a further cut
in key interest rates, lowering the interest rate
on the main refinancing operations to 0 per
cent, the rate on the deposit facility to -0.4 per
cent and the rate on the marginal lending fa-
cility to 0.25 per cent. Second, an expansion in
the monthly purchases under the Asset Pur-
chase Program (APP) from €60 billion to €80 bil-
lion and its extension until March 2017. To en-
sure the continued smooth implementation of
the programme, the Council also decided to in-
crease the issuer and issue share limits for the
purchases of debt securities issued by eligible
international organisations and multilateral de-
velopment banks. Third, the Governing Coun-
cil decided to include debt securities issued by
non-bank corporations established in the euro
area in the Corporate Sector Purchase Program
(CSPP). Finally, a new series of targeted longer-
term refinancing operations was launched, to
boost lending to the economy (TLTRO-II). Coun-
terparties are entitled to borrow up to 30 per
cent of the stock of eligible loans as at the be-
ginning of the year. Each operation has a matu-
rity of four years and a maximum rate equal to
that on the Eurosystem’s main refinancing op-
erations. For banks whose net lending exceeds
a benchmark, the rate applied can be as low as
the interest rate on the deposit facility, which is,
in practice, a ‘subsidy’ to lending in light of the
current level of key interest rates.

Monetary and financial
conditions in the euro
area posted relatively
favourable developments

The measures adopted by the Governing Coun-
cil contributed overall to an improvement in
monetary and financial conditions. This was
most noticeable in downward interest rate
developments, by contrast with an apprecia-
tion in the euro exchange rate. The euro area
yield curve edged down, particularly in longer
maturities (Chart 3.1). The ten-year government
bond yield in the euro area is at very low lev-
els, below 0.5 per cent, which corresponds to
a 70 b.p. fall from that seen at the end of 2015.
This decrease was common to other advanced
economies, reflecting inter alia a reduction in
risk-free interest rates worldwide. Within the
euro area, interest rate spreads across euro
area countries widened in a number of jurisdic-
tions. In the case of Portugal, the spread of the
ten-year sovereign bond yield against Germany
increased by more than 100 b.p. in the first half
of the year (Chart 3.2). Nevertheless, long-term
yields remain clearly below the levels that would
be consistent with macroeconomic fundamen-
tals across the various countries.”

In foreign exchange markets, the euro appre-
ciated slightly in the course of the year, reflect-
ing in particular the outcome of the UK ref-
erendum, the outlook for the global economy
and mixed expectations about monetary poli-
cy developments in the various jurisdictions.
As such, between 31 December and 1 Septem-
ber, the euro effective exchange rate appreciat-
ed by 2.6 per cent, chiefly reflecting an apprecia-
tion of 13.1 per cent against the pound sterling,
6.3 per cent against the Chinese renmimbi and
0.9 per cent against the US dollar, as well as a
16 per cent depreciation against the yen.



The monetary stimulus measures adopted by
the ECB have contributed to a reduction in fi-
nancing costs of the (financial and non-financial)
private sector, and helped to improve the cred-
it market. In this context, banks’ funding costs
are at historically low levels, due to a reduction
in both the cost of market financing and depos-
it interest rates. Furthermore, the cost of bank
lending in the euro area declined by 20 b.p. in
the first half of the year for non-financial cor-
porations, to 1.90 per cent, and by 25 b.p. in
the case of households for house purchase, to
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1.97 per cent. Finally, the APP's expansion to pri-
vate sector securities also contributed to a re-
duction in financing costs of the non-financial
private sector (Chart 3.3), and there is some evi-
dence that this segment’s activity has increased.

Bank lending to the euro area private sector
has continued to recover gradually. Loans to
non-financial corporations grew by 1.7 per cent,
in annual terms, in June, which compares with
0.4 per cent growth at the end of 2015. Likewise,
loans to households also accelerated, from 1.4 to
1.7 per cent over the same period (Chart 3.4).

15 20 25 30

Residual maturityin years

e 30/12/2015

Source: ECB.

09/03/2016 e 31/08/2016

Chart 3.2 « 10-year sovereign debt yields for euro area countries and spreads against Germany
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3.2. Portugal

. Monetary and financial
: conditions continued to improve
in the first half of 2016

The monetary and financial conditions in the
non-financial private sector remained favourable
in the first half of 2016, partly due to the adoption
of new non-standard monetary policy measures
by the ECB. In the first half of 2016, the devel-
opments in bank loans granted to non-financial

The portuguese economy in the first half of 2016

corporations and households in terms of quanti-
ty and price were in line with the improvement of
the monetary and financial conditions in Portu-
gal. In turn, the Portuguese sovereign debt yields
increased substantially in the first half of 2016,
remaining at higher levels than those observed
in 2015. The spreads of sovereign debt vis-g-vis
Germany, Spain, and Italy also increased (for
more details, see section 3.1). These develop-
ments in the Portuguese public debt market are
a result of the structural fragilities in the Portu-
guese economy, most notably the low nominal
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economic growth and the demanding challenges
associated with the fiscal consolidation path.
Nevertheless, the yields of the Portuguese sover-
eign debt remain in historically low levels moti-
vated inter alia by the full implementation of the
asset purchase programme by the ECB.

In the first half of 2016, the Portuguese bank-
ing system partially reversed the improvements
observed throughout 2015, with a reduction in
profitability indicators, a slight decrease in sol-
vency ratios, and the maintenance of the liquid-
ity position.® The position of the Portuguese
banking system remains fragile when compared
to other euro area countries, creating challeng-
es to the transmission of the monetary poli-
cy. The high level of credit at risk poses a risk to
the financing of the economy, although there is
no evidence of generalized restrictions in credit
supply. In this context, the banks surveyed in the
Bank Lending Survey (BLS) continued to partici-
pate in the targeted long-term refinancing oper-
ations promoted by the ECB, driven by the posi-
tive impact on profitability and the fulfilment of
the regulatory liquidity requirements.® Accord-
ing to the BLS, the participation in these oper-
ations contributed positively for credit supply,
specifically for firms and households for con-
sumption and other purposes.

. New loans to households
. increased considerably,

. particularly in the

: consumption segment

New loans granted by resident banks to house-
holds maintained the upward trend in the first
half of 2016 (Chart 3.5). This trend was common
to loans for house purchase and loans for con-
sumption, with new loans for consumption stand-
ing close to the levels observed in mid-2010. In
the case of loans for house purchase, the up-
ward trend observed for loans with interest rate
initial fixation period above 1 year accentuated
in the first half of 2016, accounting for approx-
imately 30 percent of new loan amounts in June

2016. This trend suggests that banks have been
adapting their credit supply standards for house
purchase to market conditions. The substantial
decrease in loans with more than 45 years matu-
rity observed in 2015 is in line with this new credit
supply policy (Chart 3.6).

The recovery in new loans for consumption
continued to be associated with car purchase
(Chart 3.7), as well as with a greater dynam-
ic in personal loans in this period. The share
of credit for consumption in total private con-
sumption maintains the upward trend, stand-
ing close to the values observed in 2009 (for
more details, see section 6). The annual rate of
change in the stock of loans for consumption
granted by resident banks maintained the up-
ward trend (Chart 3.8), approaching the levels
reported in mid-2009.

According to the results of the BLS conduct-
ed in July 2016, and despite the relative stabil-
ity in credit standards on loans to households,
banks’ competitive pressures, reduced risk per-
ceptions of the general economic situation and
outlook, more favourable housing market pros-
pects, as well as a reduction in the costs of
funds and balance sheet constraints, contrib-
uted to easing the credit standards on loans
to households. The results also suggest that
the demand for loans in this segment slight-
ly increased, driven by increased consumer
confidence and, to a lesser extent, the general
level of interest rates. In particular, more posi-
tive housing market prospects, including the
expected housing price developments, moti-
vated an increase in the demand of loans for
house purchase (Box ‘Recent developments in
Portugal house prices in light of its macroeco-
nomic fundamentals)).
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Chart 3.8
Loans granted by
resident banks to

households

| Annual rate
of change,
percentage

The deleveraging
process of households
continued, specifically
in the housing segment

The monthly amounts of new loans for house
purchase continued to increase even though
remaining at levels well below the pre-financial
crisis levels. The annual rate of change in the
stocks of bank loans granted by resident banks
to households remained negative in the first half
of 2016 due to the high share of loans for house
purchase in total loans and the high amount
of early repayments (Chart 3.8). According to
the information on retail banking markets',
the number and amount of early repayments
increased considerably in 2015 vis-a-vis 2014
(8.5 percentand 36.1 percent, respectively). This
is mostly explained by the 16.5 percent increase
in the number of early total repayments.

In 2015, (total and partial) early repayments were
substantially larger for credit agreements signed
between 2011 and 2014. This repayment profile
may be associated with the spreads applied on
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these agreements because the average spread
applied on credit agreements with repayments
in 2015 is higher than the average spread of
outstanding credit agreements by the end of
2014 (Box ‘Early repayment of housing cred-
itin 2015).

: Interest rates on new loans
. to households maintained
: the downward trend

In the context of declining reference interest
rates, and along the increase observed in new
loans granted to households, the cost of cred-
it of new loans for house purchase and con-
sumption continued to decrease in the first
half of 2016 (Chart 3.9). The average spread ap-
plied on credit agreements for house purchase
with floating interest rate was 2.10 p.p. in June
2016, less 12 b.p. than in June 2015, and close
to the levels observed in 2011. In the case of
loans for consumption, the average spread
continued to decrease and reached the levels
observed in 2011.
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Source: Banco de Portugal.
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Note: Annual rates of change are based on the relation between end-of-month outstanding amounts (adjusted for securitisation
operations) and monthly transactions. Monthly transactions correspond to the difference in the end-of-month outstanding amounts
adjusted for reclassifications, write-offs/write-downs, exchange rate and price revaluations, and any other variations that do not cor-
respond to financial transactions. Whenever relevant, figures are additionally adjusted for sales of credit portfolios.



The distribution of spreads
applied on credit agreements
for house purchase

and related shifted

to the left in 2015

The distribution of spreads applied on credit

agreements for house purchase and related"
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signed in each year changed considerably over
the last years (Chart 3.10). In the pre-crisis pe-
riod, the distribution of spreads applied by
banks on these agreements was skewed to the
right. Between 2007 and 2013, the distribution of
spreads applied on credit agreements for house
purchase and related shifted to the right, and
displayed more dispersion in 2013 than in the
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previous years. This greater dispersion suggests
a greater differentiation in the spreads applied
on this type of credit agreements. In 2015, the
distribution of these spreads shifted to the left
and the shape of the distribution turned sim-
ilar to that observed in 2010, with decreased
dispersion. Nevertheless, in 2015, the distribu-
tion of these spreads remained considerably to
the right and more disperse than in the pre-cri-
sis period.

Household deposits remained
robust in a context of low
interest rates

Household deposits remained robust since the
onset of the financial crisis (Chart 3.11). In the
current context of low short-term interest rates,
the increase in the amounts invested in trans-
ferable deposits' together with the stability ob-
served in the amounts invested in other types of
deposits (deposits redeemable at notice, fixed-
term deposits, and deposit-like instruments)
contributed to the upward trend in household
deposits. This resembles the adjustment of the
household financial assets portfolio shifting from
riskier assets toward capital-guaranteed assets,
with net purchases of savings and Treasury certif-
icates and the net collection of deposits.'
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The low yields on fixed-term deposits and the
small difference between the yields of deposits
with different maturities may explain the increase
in transferable deposits and the increased de-
mand for capital-guaranteed complex instru-
ments. The invested amount in indexed and dual
deposits exceeded 10 billion euros by the end of
2015, which accounts for a 44 percent increase
vis-a-vis 2014 and approximately 10 percent of
total household fixed-term deposits.™

The annual rate of change
in loans to non-financial
corporations remained at
slightly negative levels

in the first half of 2016

The annual rate of change in total credit' grant-
ed to non-financial corporations remained slight-
ly negative in the first half of 2016 (Chart 3.12).
Since mid-2015, resident non-financial corpora-
tions obtained funding from non-resident banks
through bank loans and, to a lesser extent, debt
securities, leading to a positive contribution of
the non-resident sector for total credit devel-
opments. In turn, the annual rate of change
in the stock of loans granted by resident banks
continued to recover, even though remain-
ing slightly negative in June 2016 (Chart 3.13).
This analysis tallies with the results of the BLS

Jan.08 Jul.08 Jan.09 Jul.09 Jan.10 Jul.10 Jan.11 Jul.11 Jan.12 Jul.12 Jan.13 Jul.13 Jan.14 Jul. 14 Jan.15 Jul.15 Jan.16

m Transferable deposits

Source: Banco de Portugal.
Note: Includes deposits of emigrants.

W Deposits redeemable at notice, fixed-term deposits, and deposit-like instruments
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conducted in June 2016, which pointto areduc-  The negative developments observed in the
tion in the spreads applied to average-risk loans,  stock of loans granted by resident banks to non-
in particular for small and medium-sized enter-  financial corporations in the first half of 2016
prises, and the stabilization of credit demand by are mainly driven by the very negative rate of

non-financial corporations. change in the construction and real estate
6 - r6
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activities sector (Chart 3.14). The rate of change ~ small and medium-sized enterprises (Chart 3.15).
in loans granted by resident banks to manufac-  Also, credit developments by firm size are less
turing firms was close to zero in June 2016, fol-  heterogeneous in the first half of 2016, which

lowing the gradual decline throughout 2015.In s in line with the gradual normalisation of the
turn, the rate of change in loans granted by resi-

dent banks to firms in the trade sector remained
in high levels.

credit market.

, ' 4 Bank loans continued to
The analysis of credit granted by resident banks f )
by firm size suggests a progressive recovery in be channelled to firms with

the annual rate of change in credit granted to . a better risk proﬁle
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for sales of credit portfolio.



Bank loans granted to non-financial corpora-
tions continued to display a differentiated path
by risk profile (Chart 3.16). The fact that bank
credit is being channelled to firms with a better
risk profile leads to a gradual improvement of
the banks’ credit portfolio (Chart 3.17). In 2015,
the distribution of the probability of default of
banks’ credit portfolio shifted to the left, with
a higher density of credit granted to firms
with a better risk profile, moving closer to the
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distribution observed in the period before the

international financial crisis.

. Firms’ indebtedness
. declined slightly amid
. arecovery in profitability

The statistics on non-financial corporations of
the Central Balance Sheet Database for the first

Chart 3.16
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Banco de Portugal Economic Studles, Viol. 2, No. 2, April 2016. The year-on-year rate of change is the annual rate of change of outstanding

amounts in each month.
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quarter of 2016 suggest that indebtedness ra-
tios of non-financial corporations continued
to improve, although remaining in high levels
(Chart 3.18). This improvement in the indebt-
edness ratios was common to the different
sectors of activity (Chart 3.18). The analysis by
firm size shows that this improvement is main-
ly due to small and medium-sized enterprises
(SMEs), since the indebtedness ratio of large
firms remained virtually stable. The improve-

ment in indebtedness ratios occurred in parallel
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with a recovery in profitability ratios (Chart 3.19)
across all sectors of activity and size classes.

The combination of these two indicators may
suggest that firms are able to substitute external
sources of funding by internal funding. According
to the results of the Survey on the Access to Fi-
nance of Enterprises (SAFE)'¢ for the period be-
tween October 2015 and March 2016, the per-
centage of small and medium-sized enterpris-
es reporting that did not apply for a bank loan
because of sufficient internal funds increased

By firm size
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Large corporations
Obtained funding/total assets
 Mar. 12
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Note: The sample includes private corporations with activity sector other than agriculture, forestry, and fishing.
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Note: The sample includes private corporations with activity sector other than agriculture, forestry, and fishing. EBITDA stands for earnings before depreciations and
amortizations, interest expenses, and income tax.



substantially (approximately 13 p.p.) vis-a-vis the
period between April and September 2013.

Interest rates on new loans
: to firms continued to decrease
: in the first half of 2016

Interest rates on new loans granted to non-
financial corporations maintained the downward
trend in the first half of 2016, reaching historically
minimum values (Chart 3.20). In June 2016, and

The portuguese economy in the first half of 2016

despite the gradual decrease, spreads remained
at levels well above those observed in the period
before the international financial crisis. The down-
ward trend in the spread applied on new loans
to non-financial corporations has contributed to
reduce the differential between interest rates in
Portugal and the euro area (Chart 3.21). The re-
duction in the differential between interest rates
in Portugal and the euro area is consistent with
the normalisation of the monetary and financial

conditions in the Portuguese economy.
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. The distribution of interest

. rates on new loans continued

: to shift to the left, with

: a greater impact on firms with
¢ lower credit risk

The distribution of interest rates on new loans
to non-financial corporations continued to move
leftwards in the first half of 2016. This leftward
shift of the distribution of interest rates is com-
mon to different credit risk profiles, even though
it is more pronounced for firms with a better
credit risk profile (Chart 3.22). Notice that firms
with a better risk profile pay a considerably low-
er interest rate.
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Box 3.1 | Recent developments in Portugal house prices in light
of its macroeconomic fundamentals

Following consecutive declines between 2010 and 2013, house prices in Portugal posted
robust annual growth rates in recent years, reaching 4.3 and 3.1 per cent in 2014 and 2015,
respectively (Chart 1). Given the key role of house price dynamics in macro-financial develop-
ments, this box examines the link between house price developments in Portugal and a set of

macroeconomic fundamentals.

House prices and macroeconomic fundamentals

The analysis focuses on the assessment of drivers of house prices based on a single equation error
correction model. Supply and demand forces central to the determination of house prices in equili-
brium and its dynamics are considered, following a methodology recently used for the euro area."

In order to establish a long-run link between the real house price index (hpi)'® and a set of mac-
roeconomic fundamentals, a regression was estimated using the ordinary least-squares meth-
od, including real disposable income (y), the unemployment rate (ur) and real residential gross
fixed capital formation (rgfcf)." The first two variables mainly reflect demand-side developments.
Housing investment reflects supply-side factors and aims at capturing the cyclical pattern accord-
ing to which this variable reacts to house price dynamics.2’ The model was estimated for the
period between the first quarter of 1988 and the second quarter of 2016.%

The long-run equation estimated on the basis of quarterly data is as follows:

Inhpi, = 2.878 + 0.0931ny, + 0.1441nrgfcf, — 0.026ur, )

Chart 1 ¢ House price index | Year-on-year rates of change, per cent
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where In (.) denotes the natural logarithm of the corresponding variable and subscript ¢ index-
es time. Formal tests suggest that house prices and this set of macroeconomic fundamentals are
cointegrated.

Chart 2 shows adjusted/actual figures and residuals for the estimated equation.

The chart analysis of deviations from the long-run equilibrium suggests that house prices may
have been undervalued between 2007 and the beginning of 2009. In recent years, house prices
have been fairly aligned with the underlying macroeconomic fundamentals driving the long-run
equilibrium.

The general error correction model

In order to understand the driving forces of house price dynamics, a general error correction
model was estimated, where the lagged residuals from the long-run model - equation (1) - enter
as the error correction term (Inhpi,_, — Inhpr,_,). The error correction model is described
as follows:

Alnhp1, = —0.003 + 0.358Alnhpi;_; + 0.256Alny, + 0.202Alny,_, — 0.006Aur,
— 0.079(Inhpi_, — Inhp1_,) )

where A(.) denotes the first-difference operator. All regression coefficients are statistically significant
at the 10 per cent level.22 The mean reversion coefficient (-0.079) is highly statistically significant.

Chart 3 depicts the contribution in percentage points of each macroeconomic fundamental to house
price growth on year-on-year terms, considering equation (2), following the breakdown methodol-
ogy described in the box entitled ‘Developments in nominal exports of goods weighted by the non-
imported content', Economic Bulletin, April 2014.

Chart 2 « Error Correction Model for Portugal - deviations from the long-run
equilibrium | Index (2010=100)
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Overall, the unemployment rate explains most of the real house price dynamics over the horizon.
Real disposable income exhibits a less sizable contribution to house price dynamics. Residential
gross fixed capital formation, in turn, has made a negative contribution to house price growth in
the period under review. Finally, changes in house prices not explained by the equation (under
‘Others' in Chart 3) have been considerable over several periods, particularly 2007-10 and 2013-14.
Focusing on the last two years, the growth in house prices has been associated with a marked fall
in unemployment and an increase in real disposable income, while developments in residential
gross fixed capital formation have helped to dampen house price dynamics.

Chart 3 « Contributions to year-on-year growth in house prices
| In percentage points
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Box 3.2 | Early repayment of housing credit in 2015

Early repayments of home loans?® increased substantially in 2015, reaching around €2.6 billion
and accounting for approximately 2.5 per cent of outstanding amounts at the end of the previous
year (Chart 1). These developments were driven by the repayment in full of loans (which had
already recovered slightly in 2014, thus reversing the downward trend seen between 2010 and
2013). Partial early repayments, at a much lower level, continued to follow a downward trend.

The breakdown of early repayments in 2015 by year of origination of the loan shows that the
percentage of loans repaid is higher in the case of agreements signed in 2012, which accounts
for around 6 per cent of loans entered into during that year and that were outstanding at the end
of 2014 (Chart 2). This percentage is approximately 2 per cent, on average, for loans entered into
between 2000 and 2010.

In the current environment of very low interest rates, a major share of early repayments may be
related to the fact that a number of indebted households want to seize the current opportunity
to repay debts with relatively high spreads. Comparing the distribution of spreads on all outs-
tanding loans at the end of 2014 with the distributions of spreads on home loans with early
repayments in 2015, it is possible to conclude that the right tail accounts for a larger share in
the latter (Chart 3).

Furthermore, Chart 4 compares average spreads on loan agreements repaid in 2015 with ave-
rage spreads on loan agreements outstanding at the end of 2014, broken down by year of
origination of the loan. This comparison suggests that the largest share of repayments relates to
loans entered into after 2011, when spreads on home loans became particularly high against a
background of a tightening of credit supply in this segment.

Chart 1 ¢ Developments in the amount of early repayments in the housing credit
market | EUR millions

4,500 -
4,000 A
3,500 A
3,000 A
2,500 A

2,000 /

1,500 A

1,000 -

500 +

0 T T T T T )
2009 2010 2011 2012 2013 2014 2015

s T0ta| repayment e Partial repayment e Tot3 andl partial repayment

Source: Banco de Portugal.



The portuguese economy in the first half of 2016 @

Finally, information reported by banks on the reasons behind early repayments indicates that in
2015 around 4 per cent of repaid amounts were due to the transfer of loans to other banks, the
highest since 2012 (2 per cent in 2014; 1 per centin 2013; 7 per cent in 2012; 11 per centin 2011).24
The consolidation of bank loans is less significant (negligible in 2011 and 2015; 2 per cent in 2012;
3 per centin 2013; 1 per centin 2014). When analysing these results, it should be borne in mind that,
in most cases, the reason for the early repayment is unspecified.
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To sum up, in 2015 early repayments were particularly significant as regards loan agreements ente-
red into after 2011 and, on average, involved loans with higher spreads than the average spread in
outstanding loans with the same year of origination. Among these agreements, the main purpose
was to transfer the loan to another bank, which suggests that households transferred loans granted
after 2011 with relatively high spreads to other banks, where they may have been offered more

favourable financing conditions. This may be due to a slight increase in competitiveness among
banks in the residential mortgage market.
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4. Fiscal policy and situation

. In the first half of 2016
. the fiscal deficit declined
. considerably vis-a-vis 2015

According to the Quarterly National Accounts
published by Statistics Portugal, the general gov-
ernment deficit stood at 2.8 per cent of GDP in
the first half of 2016, compared with 4.6 per
cent in the same period of the previous year
(Chart 4.1). This improvement is slightly less
marked when excluding the base effect associ-
ated with extraordinary transactions registered
in the first half of 2015, which aggravated the
corresponding deficit by 0.3 per cent of GDP.?

In the Excessive Deficit Procedure (EDP) noti-
fication of September 2016, the Ministry of Fi-
nance maintained the estimate for the gener-
al government deficit at 2.2 per cent of GDP for
the year as a whole.? In early August, the Coun-
cil of the European Union adopted the Euro-
pean Commission recommendation on the re-
duction of the government deficit in Portugal to
2.5 per cent of GDP in 2016, (excluding poten-
tial support to the financial system), under the

1351 1352 1451 1452

M Overall balance

Sources: /NE and Banco de Portugal.

excessive deficit procedure (Box The corrective
arm of the Stability and Growth Pact and its ap-
plication to Portugal).

Considering the seasonal profile of the half-
year deficits in the recent period, as illustrat-
ed in chart 4.1, the annual objective set out
by the Council for the deficit in 2016 seems to
be feasible. In the second half, however, budg-
et execution is not without risks, and is affect-
ed by different factors, such as the late entry
into force of the budget, and the impact of fis-
cal policy measures.

In the first half of the year,
total revenue growth fell
short of the projection

for the year as a whole

In the first half of 2016 total revenue grew, year-
on-year, by 1.7 per cent, which was significantly
lower than the yearly projection (3.3 per cent),
even when adjusted for the one-off impact of
the reimbursement of prepaid margins by the
European Financial Stability Facility (Table 4.1).
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m Adjusted balance®

Note: (a) The adjusted balance excludes the following one-off effects: in 2013, capital injection in Banjfand the impact of the special sheme
for the payment of tax arrears; in 2014, recording of the stock of debt of transportation corporations ST(P and Carris, write-off of non-perfor-
mingloans on the BPN (rédito balance sheet, equity increases in £fisa and Novo Banco; in 2015, equity increase in £fisa.and in the corporations
Carris and STCP, reclassification of loans to Caia Imobilidria by shareholder Wolfpart and the resolution measure applied to Banif.
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Table 4.1 ¢ General government accounts: outturn in the first half of the year | Million EUR

) ) Memo:
Fll’2531hsa|f FI|’2551h6a|f y-0-y (%) official forecast®
2016 y-0-y (%)
Total revenue 36,770 37,393 1.7 81,606 33
Current revenue 36,075 36,887 23 79,978 3.2
Tax and contributory revenue 30,629 31,673 3.4 68,222 2.9
Taxes on income and wealth 8,145 7,896 -3.1 19,202 -1.2
Taxes on production and imports 12,339 13,281 7.6 27,758 6.3
Social contributions 10,145 10,497 35 21,262 2.3
Other current revenue 5,445 5213 4.3 11,756 53
Capital revenue 696 506 -27.2 1,628 6.6
Total expenditure 40,822 39,902 -2.3 85,790 -1.2
Current expenditure 38,484 38,423 -0.2 81,278 2.8
Social payments 16,294 16,467 1.1 34,645 0.0
Compensation of employees 10,464 10,680 2.1 20,309 0.2
Intermediate consumption 4,783 4,941 33 11,525 11.6
Subsidies 446 396 -11.2 1,132 1.9
Interest 4,047 3,809 -5.9 8,489 3.6
Other current expenditure 2,450 2,131 -13.0 5178 13.7
Capital expenditure 2,338 1,479 -36.7 4,512 -41.6
Gross fixed capital formation 1,662 1,219 -26.6 3,677 -10.0
Other capital expenditure 676 260 -61.6 835 -77.1
Overall balance -4,052 -2,510 -4,183
Memo:
Primary current expenditure 34,437 34,614 0.5 72,788 2.7
Budget balance (% of GDP) -4.6 -2.8 2.2

Source: /NE, Finance Ministry and Banco de Portugal calculations.
Note: (a) Official estimate underlying the State Budget for 2016.

This is due to the significant fall in non-tax and
non-contributory revenue, in contrast to the
positive developments expected for the year
as a whole. This outcome is driven by the fall
in interest and dividends received by the gen-
eral government, as well as by the execution of
community funds. Tax and contributory reve-
nue grew by 3.4 per cent in the same period,
driven by positive developments in revenue
from taxes on production and imports (7.6 per
cent) and social contributions (3.5 per cent). De-
velopments in tax and contributory revenue as
a whole in the first half of 2016 seem broadly
consistent with the growth forecast for the year
(2.9 per cent), in spite of a deceleration in eco-
nomic activity. Developments in revenue from
taxes on production and imports have largely

benefitted from the growth of net receipts from
VAT, taxes on oil products and on tobacco. The
projection for VAT revenue in the second half of
the year is surrounded by particular uncertain-
ty due, inter alia, to the entry into force of the
VAT reduction applicable to restaurants, in July
this year. In turn, revenue from taxes on income
and wealth declined, year-on-year, by 3.1 per
cent over this period, as a result of drops in the
collection of taxes on both household and cor-
porate income, falling short of the estimate for
the year as a whole (-1.2 per cent). Note that the
growth of revenue from taxes on households'’
income in the second half of the year is con-
ditioned by the significant increase in refunds,
as a result of the changes in personal income
tax introduced in 2015.



The decline in total
expenditure in the first half
of the year exceeded the
annual estimate

In the first half of the year, the decline in total
expenditure was more pronounced than that
expected for the year as a whole (-2.3 per cent
in the first half, compared with an estimate
of -1.2 per cent for the year). Primary current
expenditure grew by 0.5 per cent in the first
half, 2.1 p.p. below the increase estimated for
the year. This result was largely due to the fact
that growth fell short of the initial estimate in
both intermediate consumption (3.3 per cent
in the first half of the year, compared with an
expected increase of 11.6 per cent for the year)
and other current expenditure (-13 per centin
the first half of the year, compared with an esti-
mate of 13.7 per cent for the year). In turn, the
near stabilisation of spending on compensa-
tion of employees and social benefits forecast-
ed for the year as a whole did not materialise
in the first half of the year, with these aggre-
gates showing increases of 2.1 per cent and
1.1 per cent respectively. It should be noted
that there are upward pressures on compen-
sation of employees in the second half of the
year, as a result of the phased elimination of
the wage cuts in the public sector and the pos-
sible increase in hiring, due to the entry into
force of the 35-hour working week in the gen-
eral government.

Capital expenditure, even adjusted for the above-
mentioned one-off impacts, fell significantly,
in contrast to the annual estimate, largely due
to developments in public investment. Indeed,
itis important to underline that developments
in this item in the second half of the year are
surrounded by particular uncertainty, as a re-
sult of the late entry into force of the budget
for this year and the expenditure profile asso-
ciated to investment projects co-financed by

community funds.
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The budget execution
in the year as a whole
is surrounded by high
uncertainty

The upward revision of the Council target for
the deficit in 2016 facilitates the accommoda-
tion of some previously identified fiscal pres-
sures. Nevertheless, there is still high uncer-
tainty regarding the behaviour of tax revenue
net of refunds, in particular due to the impact
of the policy measures implemented and mac-
roeconomic developments, as well as of pub-
lic expenditure. Compliance with the target for
the deficit (actual and structural) recommend-
ed by the Council seems to be feasible, but it
should nonetheless be noted that the budget
execution in the second half of the year is rath-
er demanding and subject to non-negligible
risk factors. Finally, it is worth noting that the
materialisation of a 2.5 per cent of GDP defi-
cit in 2016 is consistent with its structural sta-
bilisation. However, convergence towards the
medium-term objective, currently correspond-
ing to a structural balance of 0.25 per cent of
GDP (Box ‘Update of minimum medium-tem
objectives for the period 2017-2019: the Por-
tuguese case’), requires the adoption of a fiscal
consolidation strategy starting in 2017.

. At the end of June, the debt
. ratio was clearly above

the level recorded
at the end of 2015

At the end of the first half of 2016, the pub-
lic debt-to-GDP ratio stood at 131.7 per cent
(121.8 per cent of GDP, excluding central govern-
ment deposits), after reaching 129 per cent at
the end of 2015 (121.6 per cent of GDP, exclud-
ing central government deposits). This indebt-
edness level is one of the highest in the euro
area (Chart 4.2). The rise of the public debt ratio

was due, to a large extent, to the accumulation
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of central government deposits (2.6 per cent
of GDP), as a result of the financing strategy
of the Portuguese Treasury and Government
Debt Agency, which aims to preemptively cover
financing needs and, to a lesser extent, due to
the interest expenditure effect. Conversely, the
most important contribution was the impact of
GDP nominal growth (through the denomina-
tor effect), reinforced by the effect of the pri-
mary surplus.

Throughout the first half of 2016, the Portuguese
State ensured a regular presence in the sover-
eign debt markets, carrying out issuances with
different maturities. As regards short-term is-
sues, the average interest rate of one-year Treas-
ury Bill auctions was similar to that observed in
2015, remaining below 0.1 per cent in the first
half of the year. As regards developments in long-
term rates, in the 10-year maturity, the average
rate in auctions was 3.1 per cent, 0.8 p.p. high-
er than in 2015. The implicit interest rate of pub-
lic debt continued to decline, reflecting better re-
financing conditions vis-g-vis the rates underly-
ing maturing debt. Early repayments to the IMFin

180 -
160 -
140 |
120 A
100 -
80 -
60 -
40

20 A

EE LU LV

m Public debtin the 1% quarter of 2016

LT  SK Fl NL  MT

Source: Eurostat.

DE

2015 and in the first half of 2016 also contributed
to this outcome.

Regarding the annual public debt target, the
estimate for 2016 published in the context of
the EDP notification points to a decline in its
ratio to GDP to 124.8 per cent at the end of
the year, in line with the forecast presented
in the Stability Programme update. In general,
the projection for the government debt level is
particularly demanding, as it depends, inter alia,
on assumptions regarding transactions in finan-
cial assets, the impact of exchange rate fluctu-
ations and other valuation effects, and the dif-
ference between the accrual and cash figures.
As regards financial asset transactions, it's worth
highlighting the decisions relating to the lev-
el of general government deposits, this year
also conditional on the materialization of sales
of financial assets, as well as early repayments
to the IMF. Finally, note that, in its latest assess-
ment report under article IV, the IMF puts into
perspective the benefits of early loan repay-
ments, stressing the importance of maintaining
adequate cash buffers to face negative develop-
ments in market conditions.
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Box 4.1 | The corrective arm of the Stability and Growth Pact and its application
to Portugal

The main purpose of the European Union’s Stability and Growth Pact is to safeguard sound
government finances, setting out the mechanisms to strengthen the surveillance of budgetary
positions and the coordination of economic policies of the different Member States (preventive
arm) and to ensure that Member States take the appropriate policies within the scope of the
implementation of the excessive deficit procedures - EDP (corrective arm). This box provides a
brief overview of the corrective arm rules and their application to Portugal, with particular focus
on the recent past.?

The EDP, ruled by Article 126 of the Treaty on the Functioning of the European Union, is trigge-
red when a Member State’s government deficit, on a National Accounts basis, exceeds the 3 per
cent of GDP reference value or its government debt ratio, in line with the Maastricht definition,
exceeds 60 per cent of GDP and is not approaching the reference value at a satisfactory pace.

The first EDP step is the EU Council's decision on the existence of an excessive deficit in a given
Member State, based on a proposal from the European Commission.?® Following this decision a
recommendation is issued to the Member State in question, to correct the deviation over a defined
period of time (Figure 1). In addition, annual objectives are set for the headline fiscal balance and the
corresponding structural balance,?considering the Commission’s economic forecasts.

In response to the Council's decision, the Member State needs to show that it has taken effecti-
ve action within the deadline defined in the Recommendation, usually six months. Based on the
Member State’s report, the Commission shall undertake its assessment. If the Member State has
complied with the recommendation and reached the fiscal targets, the procedure may be put in
abeyance, but it will be subject to continuous monitoring. The procedure may be reactivated if
a risk of non-compliance is identified. In case of compliance with the recommendations, but with
no results in terms of budgetary objectives, due, in particular, to adverse economic conditions,
the deadline for correction may be extended.® If the Member State has not taken effective action,
the Council may decide that the procedure must be stepped up. Within 20 days after the Council's
decision, the Commission will prepare again a recommendation including annual budgetary targets,
a deadline for the correction of the deviation and the magnitude of the sanctions to be impo-
sed. Subsequently, the assessment of whether the country has taken effective action is repeated,
and the Member State will then submit reports every three months. While moving through the
EDP stages, monitoring becomes tighter and sanctions heavier, given that the Member State has
repeatedly not complied with the recommendations.

In the different EDP stages, when the decision to impose a sanction is taken (non-remunerated
deposit or fine), the Member State may, within 10 days of the adoption of the decision, submit a
reasoned request to cancel it or reduce its amount (Regulation 1173/2011). The Commission may
also recommend reducing the amount or cancelling a sanction on grounds of exceptional econo-
mic circumstances.

The EDP is closed when the excessive deficit is corrected in a durable manner, i.e., when the deficit
observed in the previous year is below the threshold of 3 per cent of GDP and the deficits in the
projection horizon are also below the reference value, considering a scenario of invariant policies
usually underlying the Commission’s economic forecasts.?' Closing the EDP requires a Council's
decision, following a recommendation from the Commission.
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In 2002 Portugal was the first Member State subject to an EDP since the Stability and Growth Pact
came into force. The Recommendation then issued established that 2003 would be the deadline
for the correction of the excessive deficit. In 2002 and 2003 the reported deficits stood below the
reference value of 3 per cent of GDP, allowing the EDP to be closed in May 2004.

Portugal was again subject to an EDP in 2005, with the recommendation to correct the excessive
deficit by 2008 in a credible and sustainable manner. In 2006 the Commission considered that
the recommendations were being complied with, and the procedure was closed in 2008, one
year before the deadline established. Currently, Portugal is subject to another EDP that was star-
ted in December 2009. The deadline for correcting the excessive deficit was firstly set at 2013.
In 2012 and 2013 the Commission and the Council considered that Portugal had taken effective
action, even though budgetary targets had not been reached. Thus, according to the Pact's rules,
the deadline for the correction of the excessive deficit was extended in each of the assessments
(firstly to 2014 and subsequently to 2015). This decision was justified by the adverse economic
conditions with unfavourable consequences for public accounts.

In order to correct the excessive deficit by 2015 in a sustainable manner, the Council recommen-
ded that Portugal should reach a budget balance of 5.5 per cent of GDP in 2013, 4 per cent in
2014 and 2.5 per cent in 2015. These developments would be consistent with a consolidation,
measured through the change in the structural balance, of 0.6 per cent in 2013, 1.4 per cent in
2014, and 0.5 per cent in 2015.

In 2015 Portugal recorded a deficit of 4.4 per cent of GDP, 1.4 p.p. above the reference value.
On 12 July 2016, the Council adopted the Commission Recommendation which concluded that
Portugal had not taken effective action to correct the excessive deficit in 2015. The structural
adjustment during the period under review (2013-2015) was 1.2 per cent of GDP, significantly
below the recommendation of 2.5 per cent of GDP.

Within the scope of the EDP rules and following a reasoned request by Portugal to cancel possible
sanctions, on 5 August the Council decided, following a Commission’s proposal, not to apply a fine
to Portugal, in spite of the absence of effective action.

In its recent decision, the Council also extended the deadline for the correction of the excessive
deficit to 2016. The nature of this extension, however, is different from previous ones, given
that this time Portugal moved to the next stage of the EDP, and is now under Article 126 (9). In
addition, a recommendation was addressed to Portugal with a view to bringing the deficit down
to 2.5 per cent of GDP in 2016, which is consistent with a stabilisation of the structural balance
and requires, according to the Commission’s calculations, the adoption of new measures with a
magnitude of 0.25 per cent of GDP. As regards the suspension of Community funds, the deci-
sion was postponed until after a structured dialogue with the European Parliament. Finally, by
15 October, Portugal shall submit a report identifying actions taken in order to comply with the
recommendations issued.
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Figure 1 » Stages of the excessive deficit procedure for euro area member states
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Box 4.2 | Update of minimum medium-term objectives for the period 2017-2019:
the Portuguese case

In 2005, within the scope of the revision of the Stability and Growth Pact, a medium-term objec-
tive (MTO) for each Member State, defined in terms of the structural balance, was introduced.3?
This budgetary target is intended to ensure that Member States maintain appropriate fiscal poli-

cies over the economic cycle, keeping of public finances on a sustainable path.

Minimum MTOs are calculated by the European Commission and represent the lower bound for
national MTOs to be included in Stability/Convergence Programmes. These objectives are regu-
larly updated every three years, in order to incorporate the Ageing Report s long-term projections,
and exceptionally if the Member State has implemented a structural reform with a significant
impact on its public finances. The definition of minimum MTOs seeks to ensure: i) a safety margin
against breaching the 3 per cent of GDP deficit threshold; ii) the sustainability of public finances
or a rapid convergence of the debt ratio towards sustainable values; and iii) taking into account
the two previous points, iii) the existence of fiscal room for manoeuvre, considering in particular
public investment requirements.

Based on this definition, minimum MTOs are set as the most demanding of three indicators:

« The minimum value ensuring a deficit below the 3 per cent of GDP threshold over the whole
economic cycle. This is calculated by adjusting the 3 per cent of GDP deficit for the ‘'normal’
effect of cyclical fluctuations, based on historical data from a 25-year period.

+ The minimum value ensuring the sustainability of public finances, taking into account the sum
of three factors: a) the budget balance that stabilises the debt ratio at the 60 per cent of GDP
reference level;3® b) the necessary adjustment to cover a fraction of the future increase in
ageing costs;3* ¢) an additional effort for countries with debt ratios exceeding 60 per cent of
GDP, ensuring a more rapid convergence to the reference value 3

« The countries that are euro area Member States or are part of the exchange rate mechanism
Il have the additional restriction of setting a MTO of at least -1 per cent of GDP.

Also, the countries that have signed the Treaty on Stability, Coordination and Governance in
the Economic and Monetary Union (TSCG) containing the Fiscal Compact, have committed to
adopting MTOs of at least -0.5 per cent of GDP, except if their the debt ratios are significantly
below the 60 per cent threshold.

In 2016 the European Commission updated the minimum MTOs for European Union Member
States (except Greece). As with previous updates, the values for the minimum MTOs now cal-
culated differ considerably among countries, from a minimum (less demanding) of -2.25 per
cent of GDP and a maximum (more demanding) of 0.25 per cent of GDP. Eighteen Member States
currently have a minimum MTO equal to or below -1 per cent of GDP. Portugal is among the small
number of countries with a positive minimum MTO of 0.25 per cent of GDP, showing the most

important revision (1.25 p.p.) from the previous update.

In the case of Portugal, similarly to the result obtained in 2012, the decisive indicator in the cal-
culation of the minimum MTO was the one that aims at guaranteeing the sustainability of public
finances or a rapid convergence towards it (Table 1). As previously mentioned, this indicator
covers three components, the most relevant of which is the additional effort required by the fact
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that the public debt level stands above the 60 per cent of GDP threshold. The sizeable revision vis-
-0-vis 2012 is also due to this component, reflecting the significant increase in the public debt ratio
since the latest update of the minimum MTOs. To a lesser extent, the budgetary costs due to the
ageing population and the slowdown in economic activity in nominal terms have also contributed
to the upward revision of the minimum MTO.

In the wake of these results, the national MTO for Portugal was changed in the April 2016 update
of the Stability Programme, from a structural balance of -0.5 per cent of GDP to 0.25 per cent
of GDP.

Table 1 « Update of the minimum MTO for Portugal: as a percentage of GDP

Update of:
2012 2016
Minimum benchmark to reach a deficit < 3% -1.8 -1.6
Sustainability of public finances -0.9 0.3
Debt stabilizing balance at 60% -2.1 -1.8
Supplementary debt-reduction effort for debt > 60% 1.3 1.9
Additional adjustment due to cost of ageing -0.2 0.2
Lower bound for euro area Member States -1 -1
Minimum MTO -1 0.25

Sources: European Commission and own calculations.
Note: The minimum MTO for the structural balance is rounded to the immediately lower Y4 of percentage point.
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5. Supply

Moderate economic
. recovery in the first half
: of 2016

In the first half of 2016 Gross Value Added (GVA)
at basic prices increased by 0.4 per cent in real
terms from the same period a year earlier, after
1.2 per cent growth in 2015. This increase con-
solidated the moderate recovery path started at
the end of 2013, showing overall developments
consistent with the economic sentiment indica-
tor (Chart 5.1). Notwithstanding, the level of GVA
was still 4.0 per cent below the value record-
ed in 2008.

GVA in the services sector increased by 0.7 per
cent year-on-year in the first half of 2016, following
a 1.1 per cent rise in 2015. Growth in this sector
continued on the recovery path observed since
early 2014, albeit less sharply. This increase main-
ly reflected 3.0 per cent growth in activity in the

trade and repair of motor vehicles and hotels and
restaurants subsectors (Chart 5.2). These sectors
reflect robust growth in tourism exports joined
with a somewhat dynamic domestic demand.

There was a 0.9 per cent reduction in industry
year-on-year, in the first half of 2016, in contrast
to a 2.0 per cent increase in 2015. Overall, this
was consistent with the evolution of the industri-
al confidence indicator (Chart 5.3).

In the first half of 2016 activity in the construction
sector declined by 3.2 per cent, after nil growth
in 2015. This should be seen in the context of a
downward trend of activity in the construction
sector. This trend reflected a structural adjust-
ment to a markedly lower activity level, following
high public and private investment in construction
in previous decades. Hence, GVA in construction
at the end of the first semester of 2016 account-
ed for little over half the value recorded in 2008.
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GVA in the agriculture, forestry and fishing sec-
tor has been particularly buoyant in the past few
years. In the first half of 2016 GVA in this sector
rose by 6.4 per cent, after 6.4 per cent growth
in 2015. However, this sector as a share of total
GVA was quite low, at around 2.4 per cent.

Downward trend in population
and labour force

In the first half of 2016 the resident population
and labour force continued to decline, falling
by 0.3 and 0.7 per cent respectively (Table 5.1).
This is in line with the downward trend ob-
served since 2011. Resident population in the
25-34 age group declined by 2.7 per cent, while
the labour force declined by 2.9 per cent. How-
ever, these falls are less sharp than those seen
in the past few years. In cumulative terms since
2008, the population and the labour force fell
quite substantially (Chart 5.4). Throughout this
period the resident population and the labour
force decreased by approximately 243 and

Chart 5.3 * Confidence indicators
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377 thousand individuals respectively. This
decline in the participation rate continued to
make a negative contribution to the trend of
per capita GVA in Portugal (Box '‘Recent devel-
opments in real per capita GVA in Portugal).

In addition to internal demographics-related fac-
tors, this evolution cannot be separated from
the recent dynamic of migration flows. Accord-
ing to Statistics Portugal, the reduction in the
resident population also resulted from negative
net migration, which in 2015 stood at around
1.0 per 1,000 inhabitants (more than 10,000 in-
dividuals). This balance, however, was of a less
pronounced magnitude than seen in the past
few years, which in 2012 had reached approx-
imately 38,000 individuals. This dynamic reflect-
ed a reduction in the number of permanent emi-
grants compared to the last few years (to around
40,000 individuals), and also an increase in the
number of permanent immigrants (to around
30,000 individuals) (Chart 5.5).3¢
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Table 5.1 ¢ Labour market indicators | Year-on-year rate of change , in per cent,

unless otherwise stated

Thousands Years Semesters
of individuals
in 2015 2013 2014 2015 S12015 S22015 S12016
Population 10,337 -0.6 -0.6 -0.5 -0.5 -0.5 -0.3
Population 25-34 years 1,211 -4.4 -3.6 -2.8 -29 -2.7 -2.7
Labour force 5,486 -1.8 -1.1 -0.6 -0.6 -0.5 -0.7
Labour force 25-34 anos 1,400 -5.0 -3.8 -3.1 3.2 -3.1 -29
Participation rate 15-64 years 73.0 73.2 734 733 735 734
(in % of population)
Total Employment 4,549 -2.6 1.6 1.1 13 0.9 0.6
Employees 3,711 -2.4 4.4 2.8 3.6 1.9 1.7
Self-employment 815 -33 -8.2 -5.7 -7.7 -3.6 -5.0
Total Unemployment 647 23 -151 -11.0 <121 9.7 -10.0
Unemployment rate 16.2 13.9 124 12.8 121 11.6
(in % of labour force)
Unemployment rate 25-34 years 19.0 15.5 131 13.6 125 13.4
(in % of labour force)
Long-term unemployment 62.1 65.5 63.5 64.3 62.7 61.5
(in % of total unemployment)
Discouraged inactives 52 52 5.0 4.8 52 4.5

(in % of labour force)

Source: INE.

Notes: Long-term unemployment includes the unemployed individuals that have been actively seeking employment for 12 months or more. The discoura-
ged inactives include the inactive individuals who were available for work but had not looked for a job during the period.

Improved labour market
conditions amid moderate
growth in both economic
activity and wages in the first
half of 2016

Labour market developments in the first half of
2016 continued to be characterised by a rise
in employment and a significant decline in the
unemployment rate, maintaining the improve-
ment seen as of the second quarter of 2013,
still in a context of wage moderation. Accord-
ing to data released by the Ministry of Soli-
darity, Employment and Social Security, in the
first half of 2016 average wages declared to
Social Security grew by 1.2 per cent compared
to the same period a year earlier. This repre-
sents a slight acceleration from the previous
year, when 0.6 per cent growth was record-
ed. This greater dynamic of wages declared to

Social Security seems to be associated with an
increase in the minimum wage early in the year,
higher pressures in the labour market - stem-
ming from a considerable decline in unemploy-
ment - and to a lesser extent, the reversal of
civil servants’ wage cuts.

Marked reduction in the
unemployment rate,
despite remaining at very
high levels

According to Statistics Portugal's Labour Force
Survey, the total number of unemployed in the
first half of 2016 declined by 10.0 per cent
year-on-year, after a 11.0 per cent fall in 2015
(Table 5.1). The unemployment rate stood at
11.6 per cent in the first half of 2016, continuing
to follow the downward trend started in 2013
(when a peak of 16.2 per cent was reached) and



standing close to the level observed in 2010.
In the first half of 2016 the decline in the total
number of unemployed year-on-year was par-
ticularly marked in the 35-44 age group. The
share of unemployed receiving unemployment
benefits stood at 25.9 per cent in the first half of
2016, against 28.5 per cent in 2015 (Chart 5.6).

In addition, the number of discouraged work-
ers, i.e. individuals not actively seeking a job
but who are available to work, accounted for
around 4.5 per cent of the labour force in the
first half of 2016, slightly below the value record-
ed in 2015 (around 5.0 per cent). Nevertheless,
this group represents a total of approximately
230,000 inactive individuals.

One of the most serious aspects of recent devel-
opments in the Portuguese labour market has
been the very high level of long-term unemploy-
ment, which tends to cause a sharp depreciation
of human capital, having an adverse impact on
the economy’s potential growth. In this context,
the number of unemployed seeking work for
12 months and over fell by 13.9 per cent in the
first half of 2016 (13.7 per cent fallin 2015). Nev-
ertheless, long-term unemployment as a share
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of total unemployment remained at a very high
level (61.5 per centin the first half of 2016, total-
ling approximately 369,000 individuals). This lev-
el becomes particularly relevant since it reflects
in particular the very long-term unemployed,
i.e. those seeking a job for 24 months and over,
which account for 76 per cent of long-term un-
employment (Box ‘Characterising very long-term
unemployment in Portugal). In the same vein, in
the first half of 2016 the number of unemployed
seeking work for less than 12 months fell by
3.1 per cent (5.7 decline in 2015 ) (Chart 5.7).
In this context, it is important to mention that
the share of these short-term unemployed in
the total labour force currently stands at levels
close to those observed in the years prior to the
international financial crisis.

Employment recorded
positive developments
despite remaining at
historically low levels

According to the Labour Force Survey, total em-
ployment increased by 0.6 per cent in the first
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half of 2016, after a 1.1 per cent increase in
2015. This reflects an increase in the number
of employees (1.7 per cent), given that self-em-
ployment fell markedly (-5.0 per cent). This in-
crease in employees was particularly remark-
able when framed by a year-on-year fall of about
18,000 workers who attended vocational training
courses in the first half of 2016, according to data
from the Institute of Employment and Profes-
sional Training (Chart 5.8). In spite of the upward
trend of employment, its levels remain historical-
ly low, in the wake of the unprecedented fall ob-
served between 2008 and 2013, which, accord-
ing to quarterly national accounts, correspond-
ed to around 630,000 individuals (Chart 5.4).
In terms of general government employment, ac-
cording to information from the Directorate Gen-
eral for Administration and Public Employment,
the number of civil servants increased by 0.8 per
cent year-on-year in the first half of 2016. This in-
crease confirms the interruption of the down-
ward trend observed up to the first half of 2015.
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According to the Labour Force Survey, in the
first half of 2016, employment in the segment
of tertiary or upper secondary education in-
creased by 4.2 and 5.1 per cent respectively,
year-on-year, while employment in the other
levels of education decreased (Chart 5.9). At the
same time, there has been an increase in the
relevance of the level of tertiary or upper sec-
ondary education in total employment, reaching
around 50 per cent of total employment in this
period (Chart 5.10).

Apparent labour
productivity changed
slightly in the first half
of 2016

The Portuguese economy's current recovery
phase brings together moderate activity growth
and relatively more pronounced employment
growth. Within this framework, the dynamic
of apparent labour productivity based on the

Chart 5.8 * Total number of individuals considered
occupied or under training | Number of individuals
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or training programs, excluding the ones that aim at a direct integration
in the labour market.



quarterly national accounts of Statistics Portu-
gal was lower and atypical compared to previ-
ous phases of economic recovery. However,
from 2011 to 2013 apparent labour produc-
tivity growth was strong, also in contrast to
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prior recessive phases of the cycle (Chart 5.11).
Developments in productivity may also reflect
the allocation of workers across the different
sectors of activity (Box ‘Productivity and job
reallocation in Portugal).
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Box 5.1 | Recent developments in real per capita GVA in Portugal

The important demographic changes that have occurred in Portugal in the past few years, with
a significant decline in the population in general and in the labour force in particular, rendered it
relevant to complement the analysis of the behaviour of GVA with an analysis of per capita GVA.

This box presents an analysis of developments in real per capita GVA between 2011 and the first
half of 2016, in an attempt to answer the following questions in particular: What is the relative
importance of demographic changes to real per capita GVA growth in the past few years? What
is the relevance of labour market dynamic, particularly employment, to this evolution? To what
extent does per capita GVA growth reflect changes in GVA per worker?

This exercise uses sources such as the GVA of Statistics Portugal's quarterly national accounts
and information on developments in employment, population and labour force from the Labour
Force Survey.

To understand how per capita GVA growth can be broken down into changes in productivity
(as measured by GVA per worker), employment and activity rate, real per capita GVA can be
expressed as follows:

Y YEA

N EAN
ou

y=wXeXa

where Y represents total real GVA, E total employment, A the labour force, N total population,
and Y /N real per capita GVA. Inturn,w = Y /E translates real GVA per worker, e = E /A the share
of employment in the labour force (hereinafter referred to as employment rate), and a = A/N
the share of the labour force in the total population (participation rate).

In this vein, real per capita GVA growth can be broken down into growth associated with changes
in real GVA per worker, employment rate and participation rate.

The so-called Shapley decomposition makes it possible to break down the change in real per
capita GVA into the contribution of those three components. Hence, the total change will equal
the sum of growth associated with its three sub-components:w, e and a. If the growth share
assignable to each component is represented byw, e and a, then real per capita GVA growth can
be represented by:

Ay=wxAy+eée XAy +axAy

or, expressed in terms of growth rate
A A A A
Y wxZrexZrax—
y y y y

For example, W X Ay measures real per capita GVA growth consistent with a scenario where
the participation rate and the employment rate remain constant. Likewise, € X Ay and a X Ay
measure the impact on real per capita GVA that can be assigned respectively to changes in the
employment rate and changes in the participation rate.
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Table 1 shows the evolution of the relevant indicators for this decomposition between 2011
and the first half of 2016. In particular, the population and the labour force fell in all years under
review. In turn, employment fell strongly between 2011 and 2013, followed by an uninterrupted
recovery up to the first half of 2016. Since 2014 real per capita GVA has been growing considera-
bly, in contrast to the case seen between 2011 and 2013, where it experienced a sharp fall.

Table 1 » Main relevant indicators for the calculation of real GVA per capita and real GVA

per worker

Value ) ) )

in 2011 Growth rate in percentage or change in percentage points

2012 2013 2014 2015 2015 H1 2016 H1 2011-2015

Real GVA (EUR 10%) 154.2 -3.2 -0.8 0.4 1.2 1.0 0.4 -2.4
Population (EUR 10°) 10.6 -0.4 -0.6 -0.6 -0.5 -0.5 -0.3 -2.0
Labour force (EUR 10°) 54 -0.8 -1.8 -1 -0.6 -0.6 -0.7 -4.3
Number of workers (EUR 10°) 4.7 -4.1 -2.6 1.6 1.1 13 0.6 -4.0
GVA per capita (EUR 10°) 14.6 -2.8 -0.2 1.0 1.6 1.5 0.8 04
GVA per worker (EUR 10°) 325 0.9 19 -1.1 0.1 -0.3 -0.2 1.7
Employment rate (% of labour force)@®©  87.3 -2.8 -0.7 23 1.4 1.7 1.2 0.2
Participation rate (% total pop.)' 51.4 -0.2 -0.6 -03 -0.1 -0.1 -0.2 -1.2

(a) Change in percentage points.
(b) Number of employees as a percentage of total labour force.

Chart 1 « Main contributions to the change in the real GVA per capita; growth
in percentage and contributions in percentage points
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Table 2 * Main contributions to the change in the real GVA per capita in Portugal

2012 2013 2014 2015 2015 H1 2016 H1 2011-2015
Real GVA per capita (%) -2.8 -0.2 1.0 1.6 1.5 0.8 -0.4
Contribution in p.p.:
GVA per worker 0.9 1.8 -1.1 0.1 -0.3 -0.2 1.7
Employment rate -3.3 -0.8 2.7 1.7 1.9 1.4 0.3
Participation rate -0.4 -1.3 -0.5 -0.1 -0.2 -0.4 -2.3

Based on this information, chart 1 and table 2 show the results of the decomposition of real per
capita GVA growth. The decline in real per capita GVA from 2011 to 2013 reflects a sharp negative
contribution from both the activity rate and the employment rate. In turn, GVA per worker made
a positive contribution to real per capita GVA growth. By contrast, after 2013, the dynamic of real
per capita GVA has been benefiting from the rise in the employment rate, which contrasts with
the negative cumulative contribution of the trend of GVA per worker and the activity rate. These
trends were maintained in the first half of 2016 and represented important challenges to the
potential growth level of the Portuguese economy in the medium term.

Box 5.2 | Characterising very long-term unemployment in Portugal

One of the most striking features of developments in unemployment in Portugal in the past few
years is the increase in its duration. Early in 2011 the average duration of unemployment stood
at around 24 months. In the first half of 2016 this level had already risen to 32 months. This is
also noticeable in the evolution of the number of short-term (less than 12 months), medium-
-term3 (12 months and over but less than 24 months) and very long-term (24 months and over)
unemployed. In the second quarter of 2016 the number of short and medium-term unemplo-
yed amounted to around 199,000 and 86,000 respectively. These levels were not very different
from those observed in the second half of the 2000s (Chart 1). By contrast, the number of very
long-term unemployed in the second quarter of 2016 amounted to around 275,000, more than
double compared to a decade ago. Hence, nowadays, around half of the unemployed in Portugal
are very long-term unemployed (Chart 2).

In this context, this box aims to characterise the very long-term unemployed in Portugal, based
on data from Statistics Portugal's Labour Force Survey. The descriptive evidence compares the
features of the very long-term unemployed with those of short and medium-term unemployed.
The features analysed are gender, age, schooling level, the last sector of activity before transition
to unemployment, and access to unemployment benefits (Charts 3 to 7).

Chart 3 shows that the incidence of very long-term unemployment is relatively higher for men.
In fact, around 54 per cent of the very long-term unemployed are men, compared to 46 per cent
in the case of short-term unemployment.
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In terms of age bracket, as expected, very long-term unemployment prevails more in higher age
brackets, in contrast to short-term unemployment (Chart 4). Around 55 per cent of the very long-
-term unemployed are aged 45 and over (compared with approximately 25 per cent in the case
of short-term unemployment). This notwithstanding, around 37 per cent of the unemployed aged
under 45 years are very long-term unemployed (corresponding to about 126,000 individuals).

Chart 1 * Number of unemployed, by unemployment duration
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450 -+

400 +

350 +

300 A

250 A

200 A

150 A

100

50 4

o+——T—7T"—7T7V7 VT TT7TT T T T T T T T T T T T T T T T T T T T T
P o o A o 0 A LU A
00 0 O O — — o M & ¥ w W I~ I~ 00 O O O «— N M MmO < ! O
QO OO O O O O O O O O O O O O O O «— — T« T T T T —
o OO O O O O O O O O O O O O O o o o o o o o o o o
— — — OoN N &N N &N N &N N NN &N NN &N N NN N NN N NN N N N N

<12 months — ) <= months <24 e 10NthS >= 24

Source: /NVE, Employment Survey.
Note: There is a break in the series in 2011, due to a methodological change in the Survey.

Chart 2 ¢ Breakdown of total unemployment, by unemployment duration
| In percentage
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With regard to schooling level, chart 5 shows that the breakdown of very long-term unem-
ployment by different schooling levels is comparable to that observed in the case of shorter
duration unemployment, notwithstanding a greater prevalence of individuals with primary and
lower secondary education in the very long-term unemployed. It is nevertheless important to
refer that around 42 per cent of unemployed with secondary or tertiary education are very
long-term unemployed (which corresponds to around 42,000 individuals). Within this scope, it

Chart 3 ¢ Breakdown of each unemployment duration, by gender
| In percentage
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Chart 4 ¢ Breakdown of each unemployment duration, by age group
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should be noted that long unemployment spells determine a depreciation of the human capi-
tal of the unemployed, and thus the respective schooling level may become progressively less
representative.

In terms of breakdown by sector of actizvity in the previous job (which excludes unemployed per-
sons seeking their first job), chart 6 shows a relatively higher prevalence of construction and manu-
facturing sectors in very long-term unemployment. In absolute terms, the biggest contributions to

Chart 5 * Breakdown of each unemployment duration, by schooling level
| In percentage
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Chart 6 ¢ Breakdown of each unemployment duration, by sector of activity
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very long-term unemployment - as in the other unemployment durations - are the services sector
and, to a lesser extent, manufacturing,.

Finally, chart 7 shows evidence on the share of the unemployed receiving unemployment bene-
fits. Only 22 per cent of the very long-term unemployed receive unemployment benefits, compa-
red to 46 per cent in short-term unemployment.

Overall, the evidence shown suggests that the features of the very long-term unemployed are not
radically different from those observed in the other unemployment durations. The prevalence of
the very long-term unemployed in all age brackets, at all skill levels and in all sectors of activity is
the main conclusion emerging from this evidence. This observation may be relevant in designing
policies to integrate the very long-term unemployed into the labour force. The importance of
these policies stems from the impact of very prolonged durations of unemployment on poverty
rates, social exclusion risk, the incidence of health problems, the economies’ potential output,
and the position of public finances (European Commission, 2015).3

Chart 7  Breakdown of each unemployment duration, by access to unemployment
benefits | In percentage

100 -
9
80 -
70 -
60 -
50 -
40

30 ~

<12 months 12 <= months < 24 months >= 24

m With unemployment benefits W Without unemployment benefits

Source: /NE, Employment Survey 2016 Q2



The portuguese economy in the first half of 2016 \)

Caixa 5.3 | Productivity and job reallocation in Portugal

A recent strand of theoretical and empirical literature has sought to measure the efficiency level
in the allocation of resources, particularly the labour factor, across enterprises and sectors of
activity. In this context, developments in aggregate productivity depend on two important dimen-
sions. The first has to do with the trend of productivity in each sector, and the second is associa-
ted with changes in the composition across sectors. In other words, even if productivity does not
change significantly in any sector, aggregate productivity may increase if productive inputs are
allocated to more productive sectors to the detriment of those with lower productivity.

This box analyses the evolution of a simple measure of aggregate productivity: labour producti-
vity.3® Hence, aggregate labour productivity in year t is defined as:

D, = Z Sit Pit

4

where s;; is the weight of employment in sector i and in year t, and @;; is labour productivity in
sector i and in year t. Labour productivity is calculated as the ratio of gross value added (GVA) at

constant prices to (full-time equivalent) employment in sector i and in year t.

Chart 1 shows the trend of aggregate labour productivity, @, in Portugal between 1996 and 2014.
Aggregate productivity has increased consistently since 1997. However, it has been decelerating
since 2010.4°

Chart 1 « Productivity and job reallocation in Portugal
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According to Olley and Pakes (1996), it is possible to decompose aggregate labour productivity ®;
in each year as follows:#

D =@, + Z(sit = 5) (@it — @p),
i

where @, = (X2, @;:)/n is the unweighted average of productivity, n is the number of sectors,

and § = 1/n is the average weight of each sector in terms of employment.

The interpretation is quite direct: aggregate productivity is higher than the unweighted average of
productivity when sectors that are more productive than average (i.e. @;+ > @) show an average
weight that is higher than average in terms of the labour factor, (i.e. s;z > § ). When all sectors
have the same weight in terms of the labour factor (equal to §) and/or all sectors are equally pro-
ductive, aggregate productivity coincides with the unweighted average of productivity.

Using the Olley and Pakes decomposition, one may study the evolution of productivity. Hence,
changes in productivity over time, A®, are obtained through changes in the unweighted average,
A@, and changes in the covariance term. These two dimensions of the trend of productivity provi-
de a natural method for decomposing changes in productivity into a component that reflects the
shifts of the distribution of productivity (through variation of the first moment, A@), and another
component that measures the reallocation of employment through the variation of covariance.

Chart 1 shows the trend of these two terms of the decomposition. One may draw two conclusions
from this chart. First, in the period under review, employment is more concentrated on the eco-
nomic sectors with a lower productivity level: the covariance term (measured on the right-hand
axis) is consistently negative. Second, this allocative inefficiency worsened up to 2008, but has

Chart 2 ¢ Productivity and job reallocation in Portugal
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been improving ever since.*? The crisis period coincides with an improvement in the allocation of
the labour factor across the various economic sectors.*

Annual national accounts only allow for a calculation of productivity up to 2014. To include the
most recent years in the analysis it is necessary to use other databases and introduce some
methodological hypotheses. First, gross value added at constant prices after 2014 is assumed to
vary according to quarterly national accounts data.* Second, Social Security employment data
are used up to the second quarter of 2016, and data from the Civil Service Pension Fund (Caixa
Geral de Aposenta¢des) are used to calculate the weight of employment by sector and gross value
added per worker.*> Against this background, it is possible to extend the analysis of chart 1 to the
most recent period. The methodological hypotheses assumed in this exercise require some cau-
tion when interpreting results. Chart 2 shows the results of this exercise and seems to confirm
that in the most recent period the efficiency of the allocation of the labour factor seems to have

improved somewhat.
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6. Demand

More subdued GDP

growth in the first half

of 2016, reflecting to

a large extent a considerable
drop in investment

and decelerating exports

In the first half of 2016, real GDP in Portugal
grew by 0.9 per cent on year-on-year terms
and by 0.5 per cent compared with the second
half of 2015 (Table 6.1). Similarly to the past two
years, during the first half of 2016, GDP grew
more than GVA, which increased by 0.4 per cent
year-on-year during this period (Chart 6.1). The
discrepancy between growth in GDP and GVA is
explained by developments in taxes less subsi-
dies, which grew by 5.6 per centin real terms in
the first half of 2016 compared with the same
period a year earlier, after growing by 5.1 per
centin 201546

Developments in economic activity in Portu-
gal during the more recent period have been

characterised by a relatively moderate pace of
growth, particularly given the severity and length
of the recession preceding it. Against this back-
ground, in the first half of 2016, GDP stood 5.6
per cent below the level seen at the start of
2008. The recovery in economic activity has tak-
en place against a background characterised by
high levels of indebtedness for the various eco-
nomic agents (both public and private) and a
need for adjustments in their balance sheets.
In the more recent period, mention should also
be made to the impact on the Portuguese econ-
omy of a very considerable decrease in trade
flows with Angola, which had a particularly nega-
tive impact on goods exports.#?

The more subdued pace of growth in econom-
ic activity in the first half of 2016 is the result of
a less buoyant domestic demand, which was
largely affected by a drop in investment and a
continued deceleration in exports of goods and
services observed since mid-2015.

Chart 6.1 * Recent developments in GDP and GVA
in Portugal | 2011 Q1=100

Chart 6.2 * Recent developments in GDP and GDP
per capita in Portugal | 2011 Q1=100
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Table 6.1 « GDP and its main components | Year-on-year growth in percentage,

unless otherwise stated

2015 2016 2015 2016
0,
/?no;OG]DSP 2013 2014 2015
H1  H2 H1 Q1 Q2 Q3 Q4 Q1 Q2
GDP 100.0  -1.1 0.9 1.6 1.7 1.5 0.9 1.7 1.7 1.6 1.4 0.9 0.9
Domestic demand 993 20 2.2 2.5 29 2.2 1.1 1.8 39 2.0 2.4 1.6 0.7
Private 656  -1.2 23 2.6 3.1 2.0 2.0 2.8 34 2.1 1.9 2.5 1.6
consumption
Public 18.2 20 -05 0.8 0.5 1.2 1.1 -02 1.2 1.1 1.3 1.3 0.8
consumption
Investment 155 -5.1 53 4.6 4.7 44 23 0.1 9.6 3.0 59 20 -27
GFCF 153  -51 23 4.5 7.3 1.8  -2.7 8.8 59 2.1 1.5 25 -29
Change 0.0 0.5 00 -04 0.4 01 13 0.6 0.1 0.7 0.1 0.0
in inventories®
Exports 40.6 7.0 4.3 6.1 7.7 4.6 2.5 7.7 7.6 5.6 3.7 33 1.7
Imports 39.8 4.7 7.8 82 103 6.2 29 76 130 6.4 6.0 4.7 1.2
Contribution -2.0 2.2 2.6 29 2.3 1.2 1.8 4.0 2.1 2.4 1.6 0.7
of domestic demand®
Contribution 2.6 1.7 2.5 31 2.0 1.1 3.1 31 23 1.6 1.4 0.7
of exports®
Contribution 1.8 31 35 43 27 13 32 54 28 26 21 -06
of imports®
Memo:
GDP - change over 1.0 0.4 0.5 0.6 0.3 0.1 0.3 0.2 0.3
the previous period
Domestic demand 99.1 -2.0 1.8 25 3.2 1.8 1.1 3.1 34 1.9 1.7 1.5 0.7

(exc. change
in inventories)

Sources: /NE and Banco de Portugal calculations.
Note: (a) Contributions to the real growth of GDP, in percentage points.

The drop in investment observed in the first half
of the year reflects, to a large extent, the fall of
GFCF in construction, after the recovery seenin
2015, while the decline in exports of both ener-
gy goods and non-tourism services contribut-
ed to weaker growth in exports of goods and
services. In turn, the pace of growth in private
consumption stabilised and exports of tour-
ism services remained very buoyant. A loss in
momentum in a number of domestic demand
components with high import content - such
as exports of energy goods or investment in
machinery and equipment - contributed to a
deceleration in imports of goods and services
in the first half of 2016.

After two years of GDP growth in Portugal sim-
ilar to that of the euro area, the growth differ-
ential compared with the euro area average was
again negative in the first half of 2016, reaching

-0.7 p.p. (Chart 6.3). Considering the popula-
tion dynamics, the pace of per capita growth in
Portugal and the euro area is expected to have
been similar.#®

Stabilisation of the pace
of growth of private
consumption, amid an
improving labour market
situation and financing
conditions of households

In the first half of 2016, real private consump-
tion grew by 2.0 per cent compared with the
same period in 2015 - posting a figure similar
to that of the second half of 2015. Growth in pri-
vate consumption remained stable and stood
above GDP growth in the first half of 2016. In
nominal terms, growth in private consumption



Chart 6.3 ¢« GDP growth in Portugal and in the
Euro Area | Year-on-year growth in percentage
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is expected to have stood above growth in dis-
posable income, resulting in a decrease in the
household savings rate.

These developments in private consumption
took place in a context where consumer confi-
dence remains historically high and there is an
increase in households' real disposable income.
Against this background, mention should be
made to the improvement in the labour market
situation, in particular the decrease in the un-
employment rate, the increase in the minimum
wage and in the income reinstatement mea-
sures included in the State Budget for 2016, as
well as the positive impact on income resulting
from a continued downward trend in oil pric-
es. Mention should also be made to the po-
tential effect of a decrease in the debt service
of households in the more recent period, as a
result of interest rates stabilising at low levels,
together with a decline in the levels of indebt-
edness.* Against this background, the financ-
ing conditions of households improved, partic-
ularly in consumer credit (Section 3). Available

evidence shows that the share in private con-
sumption of new business for consumer credit
has followed an upward path, standing at levels
close to those observed before the sovereign
debt crisis (Chart 6.4).

Developments in private consumption in the
first half of the year reflect an acceleration in
the consumption of durable goods and a more
subdued pace of growth in spending on current
consumption goods and services (Chart 6.5).
In the first half of 2016, spending on current
consumption goods increased by 1.3 per cent
year on year (1.5 per cent in the second half of
2015), while the consumption of durable goods
grew by 9.8 per cent (7.6 per cent in the sec-
ond half of 2015). The marked growth in spend-
ing on durable goods in the more recent period
occurs after a strong contraction in consump-
tion of this type of goods recorded in the 2009-
12 period. At the start of 2016, sales of light pas-
senger vehicles remained highly dynamic and
continued to follow the path of strong growth
observed since mid-2013, in contrast with the

Chart 6.4 ¢ Share of private consumption in the new
operations of bank credit to consumption
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relatively weaker growth in the consumption of
durable goods excluding cars (0.5 per cent in
the first half of 2016, after 3.3 per cent in 2015)
(Chart 6.6). Sales of light passenger vehicles
were particularly high in the first quarter of the
year, as purchases of this type of vehicle may
have been brought forward ahead of the tax
changes introduced in the second quarter.

A considerable drop

in investment in the first
half of the year reflected
to a large extent a decline
of GFCF in construction

In the first half of 2016, investment dropped by
2.3 per cent in volume, compared with the same
period in 2015, and by 1.5 per cent, compared
with the second half of 2015.

The main contribution to developments in invest-
ment in the first half of 2016 came from GFCF
in construction, which declined by 3.6 per cent
year-on-year (Chart 6.7). Consequently, after the

Chart 6.5 ¢ Contributions to the private
consumption real growth rate | Year-on-year

The portuguese economy in the first half of 2016

consecutive drops observed since 2002, followed
by a considerable recovery in 2015, this invest-
ment component, with a share of around 50 per
cent in total GFCF, declined markedly again. These
developments may partly reflect the impact of the
completion of a number of large-scale infrastruc-
tures at the end of 2015, as well as the adverse
weather conditions recorded at the start of the
year. The decline of GFCF in construction in the
first half of 2016 is consistent with developments
in cement sales in the domestic market, as well as
other indicators usually used to assess the per-
formance of the construction sector, which also
suggest a decline in this GFCF component in the
more recent period, albeit less markedly.

The decline in GFCF in machinery and equip-
ment (-5.2 per cent) also contributed to the GFCF
reduction year-on-year in the first half of the year.
Against this background, compared with the sec-
ond half of 2015, this investment component
recorded a less marked decline (-0.6 per cent,
compared with -4.6 per cent in the second half

of 2015). In turn, GFCF in transport equipment

Chart 6.6  Sales of light passenger vehicles
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Chart 6.7 ¢ Developments in GFCF by type
of investment | 2008 Q1=100
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grew by 10.3 per cent in the first half of the
year. Growth in this component was particu-
larly significant in the first months of 2016, giv-
en that purchases may have been brought for-
ward, similarly to developments in light passen-
ger vehicles.

Against a background of high corporate indebt-
edness and a capacity utilisation still below pre-
recession levels (Chart 6.8), the increased uncer-
tainty, both domestic and external, which char-
acterised the end of 2015 and the start of 2016,
may have contributed to affect investment deci-
sions over the past few quarters. In addition, the
irreversibility of a large part of the purchases of
physical capital may have also affected decisions
by enterprises to purchase this type of assets,
given the uncertainty characterising the first half
of the year. Investment declined both in the pri-
vate sector (business and housing) and in the
public sector.

After the marked decline observed during the
economic and financial crisis, GFCF has recov-
ered relatively moderately in Portugal. This is
also observable in other economies, specifically
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euro area economies, where the level of invest-
ment remains below that of 2008 (Chart 6.9).
Against this background, while GDP in the euro
area is already above its pre-crisis level, GFCF
in the second quarter of 2016 stood around
12 per cent below the level seen at the start of
2008 (Section 2). Although there is no consen-
sus on the reasons behind these developments,
they are particularly negative for Portugal, not
only because the drop in investment during the
crisis period was relatively more marked, but
also because capital per worker in the Portu-
guese economy remains at relatively low levels,
compared with the euro area average.

However, despite less favourable developments
in GFCF in the more recent period, the share
of enterprises reporting investment limitations
has decreased. On the basis of information for
the current year from the Investment Survey
published every year in July, this share stood at
61.6 per centin 2013, gradually decreasing to
50.2 per cent in 2016. Although the deterioration
of sales prospects continues to be the main limi-
tation to investment according to enterprises, its

Chart 6.8 ¢ Capacity utilisation rate | Quarterly
values (seasonly adjusted); in percentage
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relative share has declined, due to an increase in
other factors, such as return on investment and
self-financing capacity (Chart 6.10). Neverthe-
less, microeconomic evidence suggests that past
investments and the financial position of enter-
prises, including their level of indebtedness, have
more explanatory power for developments in
investment than the survey's qualitative respons-
es (Box ‘Microeconomic evidence of corporate
investment decisions)).

Continued deceleration
in exports of goods

and services observed
since mid-2015, reflecting
in particular the drop

in exports of energy
goods and non-tourism
services

Exports of goods and services grew by 2.5 per
centin the first half of 2016 (6.1 per centin 2015
as a whole), continuing the decelerating trend
observed since mid-2015. These developments

Chart 6.9 ¢ Developments in GFCF in some euro

area countries | 2008 Q1=100
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reflect the behaviour of the goods and servic-
es components (Chart 6.11). The decline in both
exports of energy goods, in the first half of the
year, and exports of non-tourism services was
particularly relevant.

In the first half of 2016, goods exports grew
by 2.7 per cent year on year in terms of vol-
ume (6.3 per centin 2015 as a whole). The low-
er buoyancy of goods exports was determined
by a decline in exports of energy goods. In the
first half of 2016, exports of energy goods de-
creased by 6.8 per cent in real terms, after
growing by 40.3 per cent in 2015 as a whole.
Excluding energy goods, goods exports grew by
3.8 per cent (3.3 per cent in 2015 as a whole).
In order to continue growing robustly, Portu-
guese exports will remain highly dependent on
the export dynamics of younger firms in the fu-
ture. These made a relatively less marked con-
tribution in the past few years for which there
is available evidence (see this Bulletin's Special
Issue, entitled ‘Portuguese companies in inter-
national trade: some facts about age, prices
and markets’).

Chart 6.10 * Main limitation to investment

| As percentage of firms that reported limitations to investment
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Chart 6.11 * Contributions to the real growth rate
of total exports | Year-on-year growth,
in percentage, and contributions, in percentage points;

quarterly values
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Similarly to the past few years, the export defla-
tor recorded a decline in the first half of 2016
(-4.5 per cent year on year), although this was
less pronounced excluding fuel exports (-2.6 per
cent). Against this background, when assessed
in nominal terms, goods exports declined by
1.8 per cent year-on-year in the first half of
2016, reflecting to a large extent a continued
trend of decline in exports to extra-EU markets,
in particular Angola and China (Chart 6.12).5°The
contribution of exports to Angola and China to
growth in nominal goods exports in the first half
of 2016 stood at -1.9 p.p. and -0.7 p.p., respec-
tively, declining by 44.5 and 36.4 per cent year
on year. By product, in addition to the strong
drop in sales of fuels, exports of light passenger
vehicles also declined year on year, in particular
to Germany. These developments largely reflect
the temporary shutdown of an important pro-
duction unit for these goods in the first half of

2076. In contrast, clothing and footwear exports

remained buoyant.

Services exports grew by 2.1 per cent in terms
of volume in the first half of the year compared
with the same period in 2015 (5.7 per cent in
2015 as a whole). The loss of momentum in ser-
vices exports reflects developments in exports
of non-tourism services. In the first half of the
year, this component dropped by 2.7 per cent
in terms of volume, compared with the first half
of 2015. The decline in passenger air transport
services and other services provided by enter-

prises largely contributed to this.

By contrast, exports of tourism services con-
tinue to be highly buoyant, growing by 8.3 per
cent in terms of volume in the first half of
2016, compared with the same period in 2015.
Developments in tourism exports are consis-
tent with growth in nominal tourism revenue,

Chart 6.12  Contribution from main markets
to growth in nominal goods exports excluing fuel
| Year-on-year growth, in percentage, and contributions,

in percentage points; quarterly values
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which increased by 9.2 per cent in the first half
of 2016 year on year, and the strong buoyancy
in the number of overnights by non-residents
in Portuguese hotels. In the first half of 2016,
this last indicator grew by 12.4 per cent (7.1 per
centin 2015 as a whole).

Growth of exports of goods and services in terms
of volume in the first half of 2016 was lower than
growth in the external demand indicator typical-
ly used by Banco de Portugal, calculated on the
basis of Eurosystem data (Chart 6.13). This indi-
cator does not reflect the relative importance of
external trade with Angola in the case of the Por-
tuguese economy. An estimate of external de-
mand taking into account the effective share of
Angola and developments in its imports shows
lower growth in external demand for Portuguese
goods and services in the more recent period, re-
sulting in a slight gain in export share in the first
half of 2016.
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. Deceleration in imports
. of goods and services
in the first half of the year,
particularly in imports
of energy goods, which
declined markedly

In the first half of 2016, imports of goods and ser-
vices grew by 2.9 per cent in real terms (8.2 per
cent in 2015 as a whole). These developments
are the result of a deceleration in imports of both
goods and services (Chart 6.14). In the first half of
2016, goods imports grew by 3.3 per centyear on
year (8.5 per centin 2015 as a whole), while ser-
vices imports increased by 0.4 per cent (6.7 per
cent in 2014 as whole). Growth in imports of
goods and services remained higher than growth
in import-weighted demand, resulting in a fur-
ther increase in the penetration rate of imports,
although to a lesser extent than in recent years.

Chart 6.14 « Contributions to the real growth
rate of total imports | Year-on-year growth,

in percentage, and contributions, in percentage points;
quarterly values

Chart 6.13 * Exports of goods and services
and external demand | Half-yearly values;
year-on-year, in percentage
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In the first half of 2016, imports of energy goods
declined markedly year-on-year (6.3 per cent),
after growing considerably in 2015. Excluding
energy goods, goods imports grew by 5.3 per
cent in the first half of 2016.

Continuing the trend observed since the start
of 2013, the import deflator declined further
in the first half of 2016 (-4.5 per cent year on
year), although to a lesser extent when exclud-
ing fuel exports (-2.6 per cent). In nominal terms,
goods imports declined by 1.4 per cent year on
year in the first half of 2016. By product, in addi-
tion to the strong decrease in fuel purchases,
imports of base metals and chemicals declined
year on year.®" Similarly to exports, the low-
er buoyancy of goods imports was particularly

evident in extra-EU markets. In the first half of
2016, imports of goods from these countries
decreased by 8.8 per cent in nominal terms,
compared with the same period in 2015, par-
ticularly imports from Angola, which declined by
49.6 per cent.

Less buoyant services imports in the first half
of 2016 reflect developments in the non-tour-
ism services component. In nominal terms,
imports of non-tourism services declined by
1.6 per centin the first half of 2016, compared
with the same period in 2015. In particular,
imports of services in maritime cargo trans-
port and passenger air transport recorded a
decline. By contrast, tourism services imports
remained buoyant.
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Box 6.1 | Microeconomic evidence of corporate investment decisions

We can gain some insight into private investment's slow recovery by looking in more detail at the
micro data behind the Investment Survey conducted by Statistics Portugal from 2010 to 2015.52
The survey covers 4,113 firms of which 1,499 responded in all semesters. Investment is defined
as gross fixed capital formation and comprises mostly of tangible and intangible fixed assets,
excluding other possible investment costs such as maintenance and financial assets.

Given the large representation of medium and large firms in the sample, the results are neces-
sarily biased.>® While 55 per cent of the sample is made up of large or medium firms, these firms
constitute 2.35 per cent of firms reporting to IES in the same period.>* Consequently, an average
of around 80 per cent of firms reported to the Investment Survey that they invest each year, com-
pared with 6 per cent of total enterprises reporting annually to IES (however, there are important
differences between these two surveys the concept of investment and reporting requirements
in IES are much less stringent for smaller firms). Despite this bias in the survey sample towards
large firms, the correlations described below draw important conclusions on corporate invest-
ment decisions. Further, given that most of the investment is carried out through the larger firms
in the economy,> the results are also useful to shed more light on the aggregate dynamics of
investment.

Looking at the trend in investment growth granularly in Figure 1, we find that since 2013 the mass
around zero has been increasing substantially. While this trend is observed across the sample, it
is especially pronounced for micro and small firms, with respectively 45.1 per cent and 32.9 per
cent of those firms reporting no change in investment levels from 2013 to 2014. This implies that
firms are maintaining gross investment at 2011-2012 levels, when investment dropped markedly,
within a macroeconomic context marked by a recession.

The survey includes several qualitative questions that allow us to better characterize the reasons
underlying these investment dynamics. To further understand why some firms invest while others
do not, the probability that a firm will invest in the next year was estimated using a logit model
including size, industry, and year fixed effects. The analysis was carried out on the whole sample
(all firms 2010-2015), as well as for sub-samples of large, medium, and small firms The dataset
combines anonymized information from the Investment Survey and the IES data jointly provided
by Statistics Portugal. Estimated marginal effects are presented in Table 1.5

We find, first of all, that investment decisions persist over time. That is, a firm that invested in
the previous year has a higher probability of investing in the current year. Regarding quantitative
information based on IES, firms with higher earnings and more fixed assets (which may be an indi-
cator of previous investments) are more likely to invest. There is also some weak evidence that
firms with larger indebtedness levels are less likely to invest: this may be in part due to the biased
nature of our sample, as larger firms are less likely to suffer from debt overhang.

Looking at the limitations to investment cited in the survey, 5 we find that firms that mention poor
access to bank credit are consequently less likely to invest, although this effect is only significant
for larger firms. Medium sized firms who referenced their lack of access to capital markets as a
limitation are slightly less likely to invest; they are also the only sub-group for whom capital is a
positive and statistically significant variable for explaining investment. Around sixty percent of
firms surveyed every year cite that poor sales outlook is a limitation to investment, however we do
not find that it is statistically significant in explaining the decision to invest except for small firms.
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For a few limitations such as lack of qualified personnel and high interest rate we find a positive
marginal effect on investment. It is important to note that these limitations have a subjective
nature; it does not imply that a firm faces an objectively higher interest rate than others, but that
the firm perceives the interest rate it faces limits its investment plans. As these limitations refer
to specific elements of an investment project, the positive coefficient may be because a firm
citing these restrictions already has a project it wishes to implement in mind and may end up
implementing it in any. In other words, citing these limitations is a signal that the firm is seriously
considering an investment and thus is more likely to invest a priori.

Chart 1 * Evolution of the distribution of firms according to investment growth
(in percentage) | Density
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Table 1 « Marginal effects on the probability of investing

Small and Micro

All Firms Large Firms Medium Firms .
Firms

M @ M @ M @ M @

Reported
investment, t-1

EBITDA, t-1,

Fixed Assets, t-1
Total Debt, t-1
Capital, t-1
Working capital, t-1

Limitation:
no production capacity

Limitation:
poor sales outlook

Limitation:
no qualified personnel

Limitation:
high Interest rate

Limitation:
uncertain return

Limitation:
unable to self-finance

Limitation:
no bank credit

Limitation:
poor access to
capital markets

Determinant: demand
level

Determinant:
profits & financing

Determinant:
technical factors

Observations

Pseudo R2

0.241%**  0.201***  0.139%**  (0.123*** (0.193*** (0.150*** (0.348*** (.298***

0.185%**  0.142***  0.104**  0.098** 0.130***  0.090** 0324***  (0251**

0.079***  0.088*** 0.066* 0.065* 0.052* 0.041 0.054  0.089**
-0.025 -0.034* -0.022 -0.023 0.012 0.010 -0.038 -0.056
0.015 -0.002 -0.010 -0.017 0.052 0.054* 0.057 0.009
0.012 0.024 -0.002 0.004 -0.015 -0.021 0.017 0.046
0.006 0.025 0.002 0.000
-0.007 -0.004 0.011 -0.029**

0.069*** 0.041 0.048 0.122%**

0.031%** 0.044** 0.008 0.052**

0.012 0.009 0.013 0.010
0.021** 0.009 0.001 0.056***

-0.022*%* -0.039%** -0.010 -0.011

-0.016 0.051 -0.066* -0.023
-0.011%** -0.006 -0.026%** -0.007* -0.020%**
-0.007** -0.001 -0.012%** -0.007 -0.009
-0.021%** -0.011%** -0.040%** -0.017*** -0.030%**
10,080 9,831 2,549 2,471 3,317 3,239 3,961 3,876
0,3609 0,4043 0.436 0.457 0.348 0.402 0.254 0.299

Note: *, **, *** means the effects are statistically significant at the 10, 5 and 1 per cent level respectively.

The investment survey also asks firms about three groups of factors influencing investment. These

factors are demand (such as capital utilization rate and sales prospects), financial resources or

expected profits (availability of resources and investment opportunities, return on investment),
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and technical factors (technological development and conditions, labor availability). Firms respond
annually on a five-point scale from very stimulating (1) to very limiting (5). When we include these
variables in the regressions we see that as the factors become relatively more limiting, the proba-
bility of investment decreases. Disaggregating by firm size categories, we find that technical factors
are strongly significant across all firm sizes. While demand factors are not statistically significant for
large firms, they are marginally relevant for medium firms and strongly significant for small firms.

Across the board, firms' financial and accounting ratios seem to do a better job in explaining
investment dynamics than qualitative answers to a survey. The main factors conditioning firms’
ability to start new investments are associated with technical factors, as well perceived lack of
demand.



/. Prices

Stabilization of the inflation
rate in the first half of 2016,
against a background

of virtually nil inflation

in the euro area

In the first half of 2016, the year-on-year infla-
tion rate in Portugal, as measured by the Har-
monised Index of Consumer Prices (HICP), was
0.5 per cent (Table 7.1). This represents a virtu-
al stabilisation of the inflation rate compared to
the previous year, following the increase regis-
tered from 2014 to 2015. Inflationary pressures
remain low, both domestically - due to low wage
pressures - and at the external level - due to the
stabilisation in oil prices and the fall in import
prices. In the euro area, the year-on-year HICP

The portuguese economy in the first half of 2016

The positive differential between the year-on-
year inflation rate in Portugal and in the euro
area has thus persisted, a phenomenon ob-
served since the beginning of the preceding
year (Chart 7.1). This differential is essential-
ly due to the energy goods component, with a
contribution of almost 0.5 percentage points
(p.p.) (Chart 7.2). Whilst in Portugal there was a
year-on-year reduction in energy goods prices
of approximately 3.3 per cent in the first half of
2016, in the euro area, that fall was 7.6 per cent.
The services component also contributed posi-
tively to the aformentioned differential. Con-
versely, non-energy industrial goods in Portugal
registered a price change lower than that of the
euro area, against a background of recovery in
the competitiveness of the Portuguese econo-

inflation rate has also remained stable since the  my in the tradable goods sector, albeit to a less-

first half of 2015, at a value close to zero. er extent than in previous years.

Table 7.1 ¢ HICP inflation - Main components | In percentage

. Annual rate
Weights of change Year-on-year rate of change
2015 2013 2014 2015 15H1 15H2 16 H1 15Q315Q4 16 Q1 16 Q2

Total 100.0 0.4 -0.2 0.5 0.4 0.6 0.5 0.8 0.5 0.4 0.5

Total excluding energy 91.9 0.6 0.0 0.8 0.7 1.0 0.8 1.1 0.9 0.8 0.9

Total excluding unprocessed

81.5 0.4 0.2 0.7 0.6 0.8 0.9 0.9 0.8 0.8 0.9
food and energy

Goods 57.2 0.0 -1 -0.1 -0.3 0.1 -0.3 03 -0.1 -0.2 -0.3
Food 24.0 23 -0.7 1.5 13 1.7 0.5 22 1.1 0.4 0.6
Unprocessed food 10.4 2.6 -2.1 1.9 1.6 23 0.8 3.1 1.4 0.1 14
Processed food 13.5 2.0 0.4 1.2 1.2 1.2 03 1.5 0.9 0.5 0.1
Industrial 333 -1.5 1.4 13 -1.5 =11 -0.9 -1.2 -1.0 -0.7 -1
Non-energy 252 -1.5 -1.4 -0.7 -1.0 -0.5 0.0 -0.6 -0.4 0.2 -0.2
Energy 8.1 -0.7 -1.5 -3.7 -3.9 -3.5 -33 -3.7 -33 -3.0 -3.6
Services 42.8 1.1 1.1 1.4 13 1.4 1.5 1.5 1.4 14 1.7
Memo items:

Contribution of administered

prices (in p.p.)

Contribution of taxes (in p.p.) - 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.3
Consumer Price Index (CPI) - 0.3 -0.3 0.5 0.3 0.7 0.5 0.8 0.6 0.5 0.5
HICP - Euro Area - 1.4 0.4 00 -0 0.1 0.0 0.1 0.2 00 -0

Sources: Eurostat and /VE.



Inflation rate strongly
underpinned by services prices

The year-on-year rate of change in services pric-
es was 1.5 per cent in the first half of 2016, cor-
responding to a slight increase in comparison to
the previous year and to a contribution of 0.7 p.p.
to the inflation rate (Chart 7.3). This price increase
was essentially due to contributions of accom-
modation prices (0.4 p.p.) and financial servic-
es (0.3 p.p.), in line with the dynamics observed
since mid-2014. These developments came
against a background of an increasingly dynam-
ic tourism sector and a sustained increase in the

50 ~

Chart7.1

HICP inflation

in Portugal and in
the Euro Area

| Year-on-year rate
of change,

in percentage

jan. 10
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price of banking services. Also noteworthy, albe-
it to a lesser extent, is the contribution of restau-
rants and cafés (0.2 p.p.) and telephone and tele-
fax services (0.2 p.p.).

Energy goods prices contribute
negatively to the inflation rate,
in a context of a marked fall

in oil prices and an increase

in the tax on oil products

Energy goods prices declined 3.3 per centin the
first half of 2016 in year-on-year terms, against a
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background of a strong fall in oil prices, contrib-
uting -0.3 p.p. to the inflation rate. However, as
in 2015, this fall was once again below that reg-
istered in the euro area.

Changes in pre-tax fuel prices largely reflect-
ed the fall in oil prices, with developments
in final prices being especially influenced by
the increase in the tax on oil products, which
took place in February 2016 (Charts 7.4 and
7.5). This contrasts with previous year devel-
opments, in which the dynamics in fuel prices
reflected an increase in refining margins. Be-
tween the first half of 2015 and the first half of

5.0 -

40 4

30 4

20 - =

1.0 A
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2016, indirect taxation contributed 2.3 p.p. to
the rate of change of energy goods prices.

Furthermore, the contribution of electricity and
gas to developments in energy goods prices was
around 0.9 and -0.9 p.p. respectively.

Reduced contribution of non-
energy industrial goods prices
and food prices to the increase
in HICP

The rate of change in non-energy industrial goods
prices was virtually nil in the first half of 2016, which

Chart7.3 »
Contributions
to the year-on-year

HICP inflation
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Chart 7.5 ¢ Contributions to the year-on-year rate
of change of diesel prices | In percentage points
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Chart 7.6 * Total weight of HICP items with
a negative year-on-year rate of change

| In percentage
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compares with -1 per cent and -0.5 per centin the
first and second halves of 2015 respectively. This
confirms the mitigation of the fall in this compo-
nent's prices that has been recorded since 2012.

Processed food prices registered a year-on-year
rate of change of 0.3 per cent, corresponding to
a decrease of 0.9 p.p. in comparison with 2015.
This change is largely explained by tobacco pric-
es, which decelerated, even without taking into
account the impact of the increase in taxation.
In turn, the year-on-year rate of change of un-
processed food prices was 0.8 per cent in the
first half of 2016, which compares with 1.6 per
cent and 2.3 per cent in the first and second
halves of 2015 respectively.

. Stabilisation in the share
. of components with
negative price changes

The stabilisation of the inflation rate reflected
a stabilisation in the share of components with
negative price changes at around 39 per cent
in the first half of 2016, identical to that regis-
tered in the same period of 2015 (Chart 7.6). The

major contribution to this figure comes from
non-energy industrial goods (13.5 p.p.) and food
(12.5 p.p.). Negative year-on-year price changes
in the first half of 2016 tended to be concentrat-
ed in the same sub-components that had regis-
tered negative year-on-year price changes in the
first half of 2015 (Chart 7.7), with the correlation
between the rates of change in prices in the two
periods in the region of 60 per cent.

Stable inflation expectations
throughout the first half of
2016 and expected acceleration
between 2016 and 2017

Inflation expectations published by Consensus
Economics for the current year have remained
relatively stable, at around 0.6 per cent through-
out the first half of 2016, in line with the aver-
age observed inflation (Chart 7.8). These devel-
opments contrast with successive upward revi-
sions of inflation expectations in 2015, follow-
ing a period between 2012 and 2015 most-
ly characterised by downward revisions. Infla-
tion expectations for the following year also

Chart 7.7 » Scatter plot of the year on-year price
change of HICP items | In percentage
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remained relatively stable during the first half
of 2016, at around 1.2 per cent, thus implicitly
incorporating an expectation of price accelera-
tion between 2016 and 2017 (Chart 7.9).

. Acceleration of the GDP

. deflator greater than that

. of the HICP, in a context

: of improved terms of trade

In the first half of 2016, the GDP deflator con-
tinued to record a year-on-year rate of change
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above that of the HICP, a phenomenon which
began in the second half of 2012 (Chart 7.10).
As Portugal is a net importer of energy goods,
the fall in oil prices observed over the past few
years has had a positive effect on terms of trade.
This fact is reflected in the different develop-
ments shown by the HICP and the GDP defla-
tor, given that the former is directly affected
by changes in import prices, whilst the latter
reflects only on the prices of internally pro-
duced goods.




Chart 8.1
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8. Balance of payments

Increase in net borrowing
in the first half of 2016

In the first half of 2016, net borrowing, as meas-
ured by the combined current and capital ac-
count deficit, was 1.0 per cent of GDP. This fig-
ure represents a reduction of nearly 1 percent-
age point relative to the first half of 2015, when
net borrowing was virtually nil. Over the whole of
2015, the Portuguese economy’s net lending ca-
pacity was 1.7 per cent of GDP.

The increase in net borrowing in the first half of
2016, in comparison to the same period a year
earlier, largely reflects developments in the pri-
mary income account and in the capital account
(Chart 8.1). The deterioration in the primary in-
come deficit is mainly due to the increase in the
profitability of foreign direct investments in Por-
tugal. The reduction in the capital account bal-
ance is the result of a lower allocation of Commu-
nity funds to ultimate beneficiaries, which could
be related with the transition between EU frame-
work programmes. The secondary income ac-
count balance also fell, albeit to a lesser extent,
due to the fall in emigrant remittances and other

6.0

current transfers. Conversely, the goods and ser-
vices account improved slightly, largely because
of the fall in the goods account deficit. This devel-
opment is essentially based on an improvement
in terms of trade, as the contribution of net ex-
ports in volume terms was negative (Chart 8.2).

In the year ending in the first half of 2016, the
Portuguese economy’s net lending remained un-
changed when compared with the same period
a year earlier, at 0.9 per cent of GDP (Chart 8.3).
This figure, as in previous years, reflects the fa-
vourable performance in the second half, off-
setting the deterioration registered during the
first half-year. Notwithstanding, when com-
paring 2015 with the year ending in the first half
of 2016, there is a slight fall in total investment,
of 0.4 per cent, compensated for by a reduction
in net capital transfers, against a background of a
virtually stable domestic savings rate. In this peri-
od, general government reduced its net borrow-
ing by approximately 1 percentage point, essen-
tially due to financial corporations and non-finan-
cial corporations, whose net borrowing fell by 0.8
per cent (Chart 8.4).

2.0 4

2010 2011 2012
s Goods and services account

. Capital account

Sources: /N£ and Banco de Portugal.

2013
I Primary income account

2014 2015 2016 H1

mm— Secondary income account

e CUrTeNt and capital accounts

Note: The value for 2016 H1 corresponds to a year-on-year change.
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Table 8.1 ¢ Current and capital accounts | As a percentage of GDP

2012 2013 2014 2015 2015 H1 2016 H1

Current and capital accounts 03 32 1.5 1.7 -0.1 -1.0
Current account -1.8 1.5 0.1 0.4 -1.3 1.7
Goods and services account 0.1 1.9 1.1 1.8 09 1.1
Goods -55 -4.7 -5.5 -5.1 -4.9 -4.5
Services 5.6 6.6 6.6 6.9 5.8 5.6

of which:

Travel and tourism 34 3.6 41 4.4 3.2 35
Primary income account -2.5 -1.2 -1.8 -2.3 -2.7 -3.2
Secondary income account 0.6 0.9 0.7 0.8 0.6 0.4

of which:

Emigrants / immigrants remittances 13 1.4 1.5 1.5 1.5 13
Capital account 2.1 1.6 1.5 1.2 1.2 0.7

Sources: /NF and Banco de Portugal.

! Positive net external of 1.7 per cent in 2015 as a whole. These devel-

i ; opments are sustained by the negative balanc-
inflows in the first P y 8

' half of 2016

es of other investment and direct investment,
which outweighed the positive balance of port-

The first half of 2016 was characterised by net ex- folio investment (Chart 8.5).

ternal inflows amounting to 1.2 per cent of GDP,  In general terms, the negative balance of di-
which compares with net inflows of 0.2 per cent  rect investment is largely explained by capital

of GDP in the first half of 2015, and net outflows  increases and loans to resident corporations




from direct investors. These operations affect
mostly non-financial corporations and, to a less-
er degree, non-monetary financial institutions.
The negative balance of other investment is due
to the net increase in bank deposits in resident

Chart 8.3 ¢ Net borrowing/lending
| As a percentage of GDP
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monetary financial institutions and the increase
in net liabilities of the Central Bank, which more
than offset the partial advance reimbursement
of IMF loans within the scope of the Economic
and Financial Assistance Programme. Finally, the

Chart 8.4 « Net lending/borrowing by institutional
sector | As a percentage of GDP
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positive balance of portfolio investment is the re-
sult of the repayment of government securities
held by non-residents, as well as transactions
of government securities between the general
government and non-residents (Chart 8.6). Also
noteworthy is the net disinvestment by non-res-
idents in debt securities of other resident mone-
tary financial institutions and the investment by
those same institutions in government securi-
ties of other countries.

Slight improvement in the
international investment
position, due to favourable
price changes

The international investment position improved
in the first half of 2016, with the net debt position
of the Portuguese economy in relation to the
rest of the world standing at 104.9 per cent of
GDP, which compares with 109.3 per cent in
2015. This improvement results to a great ex-
tent from favourable price changes (Chart 8.7),

Chart 8.7 « Change in the international
investment position | As a percentage of GDP
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mostly affecting general government (Chart 8.8),

due to the fall in the price of Portuguese public

debt securities held by non-residents.

2016 H1
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Notes

1. Note that Angola is not included in the group of countries used within the Eurosystem procedure to calculate external demand for goods and services
atindividual country level.

2. This reversal differs depending on the indicator. According to the indicator of the Purchasing Managers’ Index (PMI), business confidence in industry
and services in August fully reversed the deterioration recorded in July. The European Commission indicator shows that economic agents' sentiment in the
UK, in August, recovered only partly from the fall observed in July.

3. Inthe WEO October 2016, the IMF revised the projection for GDP growth in 2017 in the UK by 1.1 p.p., to 1.1 per cent, and in the euro area by 0.1 p.p.,
to 1.5 per cent. In the Consensus Forecasts, between June and August, projections for economic growth in 2017 were revised downwards by 1.5 p.p. in the UK, to
0.6 per cent, and 0.4 p.p. in the euro area, to 1.2 per cent. The Bank of England has also significantly revised downwards the projections for economic growth
in the UK, from 2.3 t0 0.8 per centin 2017, and from 2.3 to 1.8 per cent in 2018 (year-on-year growth rates in the respective fourth quarter).

4. Inthe EU, Passport Rights in the financial sector mean that a financial company residing in the EU may offer its services directly to any firm or consumer
in the EU, with no need to establish subsidiary undertakings, request additional authorisations or comply with local regulations.

5. See, for example, Bank of England (2016), Inflation Report August 2016, Chapter 3, Box ‘Factors affecting the prospects for long-term supply following
the EU referendum’.

6. The UK's withdrawal from the EU may produce effects through other economic transmission channels - such as the decrease in migration flows, tax impli-
cations or changes in legislation, regulations or economic policy — which are also likely to be particularly felt in the UK, despite being qualitatively less evident.
As to potential changes in migration flows, the likely limitation of the entry into the UK of workers from elsewhere in the EU may contribute to a reduction in
labour supply and potential GDP in the UK, but this effect may be counterbalanced by higher qualification of workers migrating to the UK. At tax level, the
possible decline in the UK's financial contribution to the EU will be the higher the lower the degree of integration between the two economies that results from
the negotiations, in that the ensuing adverse macroeconomic scenario would have negative tax implications. The potential benefits of changes in legislation and
regulations may also be softened by the need to remain close to the rules of the Single Market and safeguard access to it.

7. See ‘An interpretation of the low soverejgn yields in the euro ared', Special Issue, Economic Bulletin, December 2015. An update of the estimates presented in
the article suggests that in August 2016 yields in most euro area countries were between 2.0 and 2.7 p.p. below the levels consistent with the respective
macroeconomic fundamentals, absent the euro redenomination risk (‘fair yields"). In the Portuguese case, such spread was around 2 p.p. in August 2016.

8. Portuguese banking system: Latest developments (second quarter of 2016), Banco de Portugal.
9. Bank Lending Survey - Results for Portugal, July 2016, Banco de Portugal.
10. Retail Banking Markets Monitoring Report, 2015, Banco de Portugal.

11. Credit agreements for house purchase and related are signed within the same institution and the property is used as collateral to partially or fully
cover the mortgage.

12. Transferable deposits may be immediately converted into cash via cheque, payment order, debit card or a similar card, with no substantial constraint
or penalisation.

13. Finandial Stability Report, May 2016, Banco de Portugal.
14. Retail Banking Markets Monitoring Report, 2015, Banco de Portugal.

15. Total credit granted to non-financial corporations includes loans granted by resident banks, loans granted by non-residents, issuance of debt securi-
ties (held by residents and non-residents), trade credit (granted by residents and non-residents), household loans, and Treasury loans, the latter relevant
in the case of credit granted to public enterprises.

16. Survey on the access to financing of small and medium-sized enterprises in the euro area.

17. Gattini and Hiebert (2010), ‘Forecasting and assessing euro area house prices through the lens of key fundamentals', Working Paper series No 1249
(October), ECB.

18. The hpi series has been published by Statistics Portugal (/NE) since 2008. For estimation purposes, the series was backward projected on the basis
of the Confidencial Imobilidrio index and deflated by the private consumption deflator.

19. Other fundamentals were tested, namely the real mortgage stock, total labor force and interest rates, however the absence of a cointegrating relationship
between house prices and these fundamentals or the existence of estimated regression coefficients with unexpected signs led to their exclusion.

20. ECB (2003), ‘Structural factors in the EU housing markets', furopean Central Bank Structural Issues Report (March).

21. By applying unit root tests to several macroeconomic determinants and the real house price index, the null hypothesis of non-stationarity is not
rejected in any case. For that purpose, augmented Dickey-Fuller tests were conducted.

22. Furthermore, the model does not exhibit residual autocorrelation as suggested by the Portmanteau test up to order 4.

23. Retail Banking Markets Monitoring Report, 2015, Banco de Portugal. In this box, the analysis does not differentiate between housing loans and related
loans. As such, for simplification purposes, ‘housing loans' refers to the aggregate that includes 'related loans'.

24. For repayments between 1 January 2009 and 30 September 2010, available data do not contain information on their underlying reasons.

25. In particular, the effect of recording as expenditure the capital injection in Banco £fisa and the transport companies Carris and STCP (0.1 per cent
of GDP), and the effect of the conversion into equity increases of loans granted by Wolfpart to its holding Caira Imobilidrio (0.2 per cent of GDP).
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26. Underlying the annual estimate are temporary measures, with no impact on the budget execution in the first half of the year, such as the reimburse-
ment of part of the prepaid margins by the European Financial Stability Fund and the revenue from the concessions to Silopor and IP Telecom, which benefit
the overall balance by around 0.2 per cent of GDP.

27. Foramore detailed description of the rules of the Stability and Growth Pact, see Vade Mecum on the Stability and Growth Pact, European Commission (2016).

28. Council decisions within the scope of the EDP are usually based on a qualified majority voting, except the decisions regarding sanctions under Articles
126 (6) and 126 (8), where an reverse qualified majority is applied. The countries that signed the Treaty on Stability, Coordination and Governance in the
Economic and Monetary Union, however, have committed to voting in line with the Commission’s recommendations, provided that there is no qualified
majority against it.

29. The structural balance refers to the headline balance adjusted for the impact of the economic cycle and of temporary measures or other one-off
measures.

30. Inthis case, after a specified period, the Commission assesses again whether the Member State has taken effective action, as previously explained.

31. In addition, the debt ratio must comply with the debt criterion, from a forward-looking perspective, implying a decline at a satisfactory pace, based
on the average values of the previous, current and following years.

32. The structural balance refers to the headline balance adjusted for the impact of the economic cycle and of temporary measures or other one-off
measures.

33. This value is the product of 60 per cent and the average growth rate of nominal GDP up to 2060, calculated by the Ageing Working Group.
34. This adjustment corresponds to 33 per cent of the present value of the expected increase in ageing costs under an infinite horizon.

35. The additional effort, measured as a percentage of GDP, is calculated through a linear formula (0.024*debt/GDP-1.24).

36. In 2015 temporary emigrants continued to record significant numbers (at around 60,000 individuals), albeit less than in previous years.

37. In the official terminology adopted in the European Union, long-term unemployment covers all the unemployed for 12 months and over. For the
purposes of this box, medium-term unemployed is introduced to isolate durations between 12 and 24 months.

38. European Commission (2015), ‘Analytical Supporting Document Accompanying the document Proposal for a Council Recommendation on the integra-
tion of the long-term unemployed into the labour market', SWD/2015/0176 final.

39. For more information on productivity determinants, their different definitions and challenges, see Syverson (2011).

40. Dias, Marques and Richmond (2014), using other data sources, show that total factor productivity stagnated, or declined, in the period more or less
since the early 2000s to at least 2009. In this box a simple labour productivity measure was used.

41. Information on GVA at current prices and respective deflators, as well as full-time equivalent employment, was collected from annual national
accounts released by Statistics Portugal. 38 sectors of activity were considered for this purpose.

42. Reis (2013) suggests that, between 2000 and 2005, the sectors that presented the highest employment growth are those with lower productivity or
higher price-cost margins. Reis (2015) also suggests that in some of these sectors, output growth per work hour was particularly high between 2010 and
2014, potentially contributing to a reduction of the bad reallocation of resources.

43. This dynamic is generally consistent with the analysis of the Olley-Pakes gap based on data at enterprise level (October 2015 issue of the Economic
Bulletin). In addition, Dias, Marques and Richmond (2014) show that there was sharp deterioration in the allocation of resources across Portuguese
enterprises, within each sector, during the 1996-2008 period. The results of this box are also consistent with this conclusion.

44. Quarterly national accounts report the values of gross value added at constant prices by sector at a higher aggregation level than annual national
accounts. Rates of change in gross value added by industry based on quarterly national accounts (at a more aggregate level) are used to extend the (more
disaggregated) series of annual national accounts.

45. Given that Sodial Security data only include employees, the analysis did not take into account the agriculture, forestry and fishing sector. 19 sectors of
activity were considered for this purpose. Beneficiaries of the Civil Service Pension Fund belonging to public administration and the military and security
forces are included in category 84 of the Portuguese Classification of Economic Activities ‘Public administration and defence; compulsory sodial security’ and
beneficiaries belonging to Education’ are included in category 85 ‘Education’. The analysis did not consider beneficiaries from ‘Public enterprises/public
limited companies with State participation’ because there is no natural link to the Portuguese Classification of Economic Activities. The number of beneficia-
ries s calculated as an annual average, while weights are based on the December values for each year. Since the breakdown of beneficiaries by origin is not
available for years 2008 to 2016, 2009 and 2015 weights are used for those years respectively.

46. In accordance with the National Accounts methodology, tax changes are only reflected in the GDP deflator and not in volume. In addition, there may be
considerable changes in revenue from taxes less subsidies, as a result of changes in the composition of tax bases. These may lead to a change in taxes less
subsidies in real terms that is different from changes in GDP, implying differences between growth in GDP and GVA.

47. In the first half of 2016, exports of nominal goods and services to Angola declined by 42 per cent year on year. Considering these developments and
assuming that exports to Angola have an import content that is the same as average exports, it is possible to estimate the mechanical impact of this decline
on nominal GDP. In the first half of 2016, total exports to Angola (goods and services), excluding import content, therefore are estimated to have made a
contribution of around -0.5 p.p. to the growth of 3.0 per cent observed in nominal GDP.

48. In 2015 as a whole, per capita GDP in the euro area grew by 1.8 per cent, 0.3 p.p. below that of Portugal. On the basis of Eurostat estimates for popula-
tion growth, in the first half of 2016, per capita GDP in the euro area is expected to have grown by 1.3 per cent year on year, similarly to Portugal.

49. In 2015 a decline in interest paid by households made a contribution of 0.8 p.p. to the growth of 2.5 per cent in disposable income in nominal terms.
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50. Inthe first half of 2016, nominal extra-EU exports of goods declined by 15.9 per cent year on year. Excluding sales to Angola and China, extra-EU exports
of goods declined by 8.5 per cent.

51. The year-on-year decline in imports of chemicals reflects inter afia a base effect associated with a significant purchase of pharmaceutical products in
the first half of 2015.

52. Statistics Portugal publishes a semi-annual press release analysing the survey's results, using weights for a representative sample. The analysis of this
box uses non-weighted data.

53. There are 899 enterprises with more than 200 employees, corresponding to 22.5 per cent of the sample. An exhaustive survey is conducted on large
enterprises. A third of the sample is composed of medium-sized enterprises and 37.2 per cent by small enterprises. Around 300 microenterprises are also
part of the survey’s sample. Size classes are defined in accordance with the EU criterion: microenterprises are those which employ fewer than 10 persons
and whose total assets or sales do not exceed €2 million; small enterprises are those which employ fewer than 50 persons and whose total assets or sales
do not exceed €10 million; medium-sized enterprises are those which employ fewer than 250 persons and whose assets or sales do not exceed €43 million
and €50 million respectively; and large enterprises are those which employ more than 250 persons and whose assets and sales exceed €43 million and
€50 million respectively.

54. Simplified Corporate Information (/nformagdo Empresarial Simplificada) is an annual survey aimed at all Portuguese enterprises containing detailed
information on balance sheets and profit and loss accounts.

55. From among total investment expenditure reported to /£S, an average of 65 per cent of the investment flow comes from large enterprises.

56. The dependentvariable in every regression is a dummy indicating whether the enterprise reported positive investment that year. In addition to including
qualitative responses in the explanatory variables, a set of variables for the balance sheet and the profit and loss account are also used as controls. All the
variables (EBITDA; Fixed Assets; Debt; Capital; Current Capital) are normalised by the total value of assets in 2010 and winsorised in the 2nd percentile,
according to year, size and activity sector.

57. The survey asks whether the investment made by the enterprise was limited by any factor that year, and, if so, asks enterprises to identify the main
factors out of a list of possibilities. All possibilities are included except the ‘Other” category.
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Projections for the portuguese economy in 2016

Projections for the Portuguese economy point
to a deceleration in GDP, from 1.6 per cent in
2015 to 1.1 per cent in 2016. GDP growth in
2016 is clearly below that projected by the ECB
for the euro area (1.7 per cent) and points at
the maintenance of idiosyncratic structural con-
straints on economic growth in Portugal.

Taking into account demand components net
of their import content, GDP developments in
2016 should reflect the lower contribution from
domestic demand, particularly investment, while
the contribution of exports of goods and servic-
es should be close to that in 2015.

In intra-annual terms, underlying the projec-
tions is an acceleration in economic activity in
the second half of the year, taking into account
both quarter-on-quarter and year-on-year rates
of change.

. Deceleration in global
: demand

Projections for 2016 comprise information avail-
able up to the end of September and incorpo-
rate a set of assumptions on developments in
the Portuguese economy consistent with the
Eurosystem’s projection exercise published in
the September issue of the ECB Economic Bulle-

tin (see the box entitled ‘Projection assumptions).

On the basis of this background, and taking into
account developments in economic indicators
up to the middle of the third quarter, GDP is
projected to grow by 1.1 per cent in 2016, after
1.6 per cent in 2015. This profile reflects lower
contributions from private consumption, invest-
ment and total exports (Table 1 and Chart 1).

Table 1 ¢ Projections of Banco de Portugal for 2016

| Annual change, in percentage

EB October 2016 EB June 2016

Weights
205 2015 2016® 2015 2016®

Gross domestic product 100.0 1.6 1.1 1.5 1.3
Private consumption 65.6 2.6 1.8 2.6 2.1
Public consumption 182 0.8 1.0 0.6 1.1
Gross fixed capital formation 15.3 4.5 -1.8 3.9 0.1
Domestic demand 99.3 2.5 1.1 2.5 1.8
Exports 40.6 6.1 3.0 52 1.6
Imports 39.8 8.2 3.0 7.4 2.8
Contribution to GDP growth,
net of imports (in p.p.)®©

Domestic demand 1.1 0.5 1.1 1.0

Exports 0.5 0.6 0.4 0.3
Employment ® 1.4 1.0 - -
Unemployment rate 12.4 1.2 - -
Current plus capital account (% of GDP) 1.7 13 1.7 19
Trade balance (% of GDP) 1.8 2.1 1.7 1.6
Harmonized index of consumer prices 0.5 0.7 0.5 0.7

Sources: Statistics Portugal and Banco de Portugal.

Notes: (p) — projected, (p.p.) — percentage points. For each aggregate, this table shows the projection corresponding to the most likely value,
conditional on the set of assumptions considered. (a) The demand aggregates net of imports are obtained by subtracting an estimate of the
imports needed to meet each component. For more information, see the Box entitled ‘The role of domestic demand and exports in economic
activity developments in Portugal’, in the June 2014 issue of the £conomic Bulletin. (b) Total emplyment, in number of individuals according to

national accounts concept.
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4.5 per cent growth in 2015. Underlying this
projection are very mixed developments by
type of investment and investing sector, as illus-
trated by an estimate of the breakdown by insti-
tutional sector (Chart 2). The public investment
component presents the most negative contri-
bution to annual changes in GFCF, with a sub-
stantial fall being projected for this year. This
component has also seen the most substantial
cumulative falls since 2010. However, the rate
of change in public investment reflets signifi-
cant base effects (see the box entitled ‘Projec-
tion assumptions'). Residential investment (and,
more generally, GFCF in construction) is expect-
ed to fall by around 3 per cent, after a substan-
tial increase in 2015 (4.3 per cent). This com-
ponent was affected in the first half of the year
by adverse weather conditions, which were not
subsequently offset, according to the informa-
tion available for the third quarter. Finally, the
corporate GFCF component is likely to decrease
slightly in the year as a whole, after growing in
2014 and 2015, against a background of con-
tinued constraints on corporate investment,

Chart 2 * Breakdown of GFCF by institutional
sector | Index 2010=100
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Sources: Statistics Portugal and Banco de Portugal.
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particularly high corporate indebtedness and
uncertainty at internal and external level (see

Section ‘Demand' in this Bulletin).

Exports of goods and services in 2016 are ex-
pected to decelerate from the previous year,
with projected annual growth of 3.0 per cent
(6.1 per cent in 2015). Deceleration in total ex-
ports is associated with lower external demand
growth (see the box entitled ‘Projection as-
sumptions') and, in particular, is likely to con-
tinue reflecting the maintenance of unfavour-
able behaviour of sales to a number of extra-EU
countries, most notably Angola and, to a lesser
extent, China.

With regard to goods, there is a fairly different
pattern for energy and other goods compo-
nents. Indeed, the projected deceleration for
the whole year in total goods is strongly influ-
enced by developments in energy goods, which
are expected to decelerate considerably in 2016
(particularly in the first half of the year), following
close to 40 per cent growth in 2015. By contrast,
exports of non-energy goods are likely to grow
more in 2016 than in the previous year, despite
a deceleration in external demand. These devel-
opments in non-energy goods should reflect
market share gains.

Exports of services are projected to decelerate
over the year as a whole. In fact, the highly buoy-
ant tourism exports are expected to coexist with
a fall'in exports of other services, as seen in the
first half of 2016.

Imports of goods and services should decel-
erate markedly in 2016 (from 8.2 to 3.0 per
cent), reflecting a deceleration in both domestic
demand and exports. This reflects, in particular,
a marked deceleration in some global demand
components with high import content, such as
consumption of durable goods (particularly cars)
and exports of energy goods.

Chart 3 illustrates gross contributions from the
various demand components to GDP growth,
as well as their net contributions (an estimate
of associated imports is subtracted from each

Projections for the portuguese economy in 2016

demand component). The net contribution from
domestic demand should decrease by around
1.1 p.p. in 2015 to 0.5 p.p. in 2016. The reduc-
tion in the net contribution from domestic de-
mand to GDP growth in 2016 was largely due to
the negative change in the contribution from in-
vestment (-0.6 p.p.) and, to a lesser extent, pri-
vate consumption (-0.1 p.p.). In turn, the net con-
tribution from exports is projected to increase
by 0.1 p.p.in 2016. The very different behaviour
of energy goods exports (which incorporate
very high import content compared with oth-
er components) explains why the contribution
from exports to GDP growth diverges so sub-
stantially when measured in gross terms or net
of the import content.

Turning to the main components of global de-
mand, adjusted for an estimate of imports
needed to meet such demand (Chart 4), dur-
ing the recent upturn in the Portuguese econ-
omy, exports were the most buoyant demand
component, making a decisive contribution to
the recovery in activity since the second half of
2013. With regard to domestic demand, pub-
lic consumption showed a relative stabilisation
over this period while the private consumption
growth profile was close to but lower than that
of GDP. Investment, in turn, decreased in the
second half of 2015 and in the first half of 2016,
largely reversing the growth rates seen over the
previous two years. Therefore, in the first half
of 2016, the level of investment (net of imports)
stood at only approximately 3 per cent above
that seen in the first half of 2013.

Increase in employment
and reduction in the
unemployment rate

From this issue of the Economic Bulletin onwards,
Banco de Portugal will release projections for
developments in employment and the unem-
ployment rate within projection articles, in line
with Eurosystem practice. For 2016, the unem-
ployment rate is projected to decrease from
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12.4 per cent to 11.2 per cent, in annual aver-
age terms. Employment is expected to increase
by around 1.0 per cent in 2016 (1.4 per cent in
2015), and its rate of change, in the second half
of the year, is projected to edge close to that

seen in the first half.

Maintenance of positive

external balance

Current projections point to the maintenance
of net lending of the Portuguese economy in
2016, measured by the combined current and
capital account balance as a percentage of
GDP. Nevertheless, the external surplus is ex-
pected to decline in 2016 (from 1.7 to 1.3 per
cent of GDP), chiefly as a result of more adverse
developments in the income account (primary
and secondary income accounts), similarly to
the first half of the year. The goods and servic-
es account should improve somewhat, despite
less buoyant exports, reflecting a positive terms
of trade effect associated with the fall in oil pric-
es in 2016 (see the box entitled ‘Projection as-

sumptions).

Chart 3 * Gross and net contributions to GDP
growth | In percentage points
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Sources: Statistics Portugal and Banco de Portugal.

Notes (p) projected; For each year, the left-hand bar refers to gross contri-
butions from each GDP component and the right-hand bar to the correspon-

ding net contributions.

In the case of the capital account, its balance as
a percentage of GDP is projected to stabilise in
2016 as a whole. Underlying this projection is a
recovery in the transfer of EU funds to final ben-
eficiaries, following a fall in the first half of the
year, which should be associated with the tran-
sition between EU framework programmes (see
Section ‘Balance of payments'in this Bulletin).

. Slight increase in inflation

Inflation, measured by the Harmonised Index of
Consumer Prices, is expected to increase slight-
ly in 2016, although remaining at relatively low
levels (0.7 per cent, after 0.5 per cent in 2015).

The acceleration in prices in 2016 is likely to re-
flect a smaller decrease in energy goods prices
(from -3.7 per cent in 2015 to -2.5 per cent in
2016) and an acceleration in prices of the non-
energy component compared with the previous
year (from 0.8 to 1.0 per cent).

The inflation differential between Portugal and
the euro area is likely to remain positive and
close to that seen in the previous year (around

Chart 4 « Evolution of GDP and its components
net of imports
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Notes: (p) - projected, (p.p.) — percentage points. The demand aggregates net of
imports are obtained by subtracting an estimate of the imports needed to meet
each component. See note (a) of table 1.



0.5 p.p.), based on projections released by the
ECB in September. Similarly to 2015, this positive
differential largely reflects a fall in energy goods
prices more marked in the euro area than in
Portugal. In the case of Portugal, the fall in ol
prices in 2016 will not be fully reflected in devel-
opments in consumer fuel prices, given that it
was counterbalanced by an increase in the tax
on oil products in February 2016 (see Section
‘Prices'in this Bulletin).

The acceleration in the non-energy component
should reflect an acceleration in services pric-
es. These more buoyant services prices may re-
flect the onset of an upward trend, albeit sub-
dued, in a number of factors with greater im-
pact on this sector’s prices, particularly an im-
provement in the labour market situation, the
increase in unit labour costs and high buoyan-
cy in a number of specific services segments,
such as those related to tourism. To the accel-
eration in the non-energy component should
also contribute an interruption in non-energy
industrial goods prices.

Projections for the portuguese economy in 2016 \)

. Downward revision
+ of activity and unchanged
. projections for inflation

Compared with previous projections released
in the June issue of the Economic Bulletin, GDP
growth for 2016 was revised downwards by
0.2 p.p. This lower GDP growth resulted from
the downward revision of domestic demand,
particularly GFCF and private consumption. In
turn, exports for 2016 were revised upwards,
chiefly due to greater than expected growth in
exports of goods and tourism in the first half of
the year. In this context, the goods and services
account balance was revised upwards.

Projections for inflation in 2016 were not revised
compared with the figures published in the June
issue of the Economic Bulletin. However, the cur-
rent projection points to a more marked fall in
energy goods prices (in line with the downward
revision of assumptions for the oil price) and
more substantial growth in services prices.
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Box 1 | Projection assumptions

Table 2 presents the main assumptions of the projection exercise for the Portuguese economy,
which are consistent with information underlying the ECB's projection exercise, published on 8
September.

Turning to the international framework, according to current assumptions, external demand is
expected to decelerate (from 4.2 per cent in 2015 to 2.8 per cent in 2016). This profile reflects a
deceleration in demand among euro area countries, while extra-euro area demand is projected
to grow moderately, close to that seen in the previous year. Demand from euro area countries is
expected to grow more than that from other economies. Compared with the projections released
in the June issue of the Economic Bulletin, external demand for 2016 was revised downwards, in
line with a downward revision of world trade.

Based on information on futures markets, oil prices in both USD and euros are projected to fall
in the year as a whole (by approximately 20 per cent). Oil prices in euros are expected to be very
close to those considered in the June projections.

The technical assumption for exchange rates assumes that the average levels observed in the two
weeks prior to the cut-off date will remain stable over the projection horizon. After a considerable
depreciation in 2015, the euro is expected to see an annual average appreciation in 2016, both
in nominal terms and against the US dollar, somewhat similarly to that considered in the June
projections.

Developments in the three-month Euribor rate are based on expectations implied in futures con-
tracts. These contracts point to a negative interest rate in 2016, following a zero rate in 2015, with
no changes from the levels projected in the June issue of the Economic Bulletin. Assumptions for
the long-term interest rate on Portuguese public debt are based on an assumption for the implied
rate, which includes an assumption for the interest rate associated with new issuances. This rate is
expected to decrease slightly in 2016 from 2015.

Table 1 * Projection assumptions

EB October 2016 EBJune 2016
2015 2016 2016

International environment

World GDP yoy 3.0 29 29

World trade yoy 1.9 1.8 2.5

External demand yoy 4.2 2.8 3.7

QOil prices in dollars aav 524 42.8 434

Oil prices in euros aav 47.2 38.4 383
Monetary and financial conditions

Short-term interest rate (3-month EURIBOR) % 0.0 -0.3 -03

Implicit interest rate in public debt % 3.6 35 3.5

Effective exchange rate index yoy -9.3 25 29

Euro-dollar exchange rate aav 1.1 1.1 1.13

Sources: Bloomberg, ECB, Thomson Reuters and Banco de Portugal calculations.

Notes: yoy — year-on-year rate of change, aav — annual average value. An increase in the exchange rate corresponds to an appreciation. The
implicit interest rate on public debt is computed as the ratio between interest expenditure for the year and the simple average of the stock of
debt at the end of the same year and at the end of the preceding year.
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Turning to public finance variables, projections for 2016 incorporate most measures included in
the State Budget for 2016, as well as the latest data on budgetary execution, in accordance with
the rules applicable to the Eurosystem's projection exercises.

In turn, public consumption is projected to grow by 1 per cent in real terms in 2016. Underlying this
projection is an increase in expenditure in goods and services, associated with a rise in expenditure
in intermediate consumption, which is partly due to increased expenditure with public-private part-
nerships of the road sector. Underlying the current forecast for public consumption is an upward
revision of the number of general government employees. By contrast and subject to significant
uncertainty, a preliminary estimate of the impact of the reduction in the normal working hours of
public employees in the second half of 2016 was taken into account. Developments in the public
consumption deflator are expected to be positive and significant, as a result of the impact of the
reversal in wage cuts in the general government employees.

Turning to public investment, the current estimate for 2016 points to a marked fall in real terms
resulting from the base effect associated with the acquisition of real estate by Oitante registered
in 2015, and to the sale of military equipment to Romania. Excluding these effects, this item is
likely to stabilise.

Note

1. This market share gain is obtained taking into account the external demand indicator adjusted by the relative importance of external trade with Angola.
The external demand indicator for Portugal mentioned in Box 1 and used in the scope of Eurosystem’s projections does not specifically include Angola’s
external demand.
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1. Introduction

Exports are an important component of GDP
and developments in this aggregate are linked
to the structural conditions of the economy
and its ability to compete in international mar-
kets. The analysis of aggregate exports has been
complemented with firm-level studies, disclos-
ing stylized facts that characterize the referred
structural conditions. As in other economic
fields, the utilization of firm-level international
trade data has revealed significant heterogene-
ity in the universe of exporters. In addition, this
type of analysis has a bearing on the interpreta-
tion of short-term economic developments and
economic policy.

Economic analysis has been devoting relatively
less attention to imports, but this flow also con-
veys relevant information both at the aggre-
gate and firm-level perspectives. Aggregate
imports are driven by domestic demand and
by exports themselves, which lead to imports
of intermediate goods. In fact, recent empirical
international trade literature has been signal-
ling the role of global value chains in the organ-
ization of world production, translating into a
larger incorporation of foreign value added in
domestic production and exports (Amador and
di Mauro, 2015).

Developments in international trade have been
particularly important for the Portuguese econ-
omy in recent years (Amador and Cabral, 2014).
The strong deficit of the goods and services bal-
ance that prevailed for many years - related to
external trade shocks such as the rise of Asian
competition and the Eastern EU enlargement,
macroeconomic developments associated to
nominal convergence within the monetary un-
ion, as well as structural competitiveness issues
- has contributed to a sharp deterioration of the
international investment position. This process

was recently reverted, pushing the economy to-
wards external financing capacity, and greatly
benefited from a good performance of exports.
The sharp macroeconomic adjustment that took
place in the context of the Economic and Finan-
cial Assistance Program of 2011-2014, with con-
tractions of domestic demand aggregates that
are sensitive to changes in income, also con-
tributed to a correction of the trade imbalance.
At present, given the high debt levels prevailing
in several institutional sectors of the Portuguese
economy, exports stand as a key engine for sus-
tainable economic growth and any slowdown in
their quarterly growth rates is taken as a motive
for concern.

The aim of this article is to identify some stylized
facts about Portuguese exporters and import-
ers since the beginning of the 2000s, assess-
ing whether structural changes have been tak-
ing place, ideally creating conditions for sus-
tained positive trade balances. The identifi-
cation of these stylized facts is made possible
by the availability of Portuguese detailed firm-
level data, covering international trade transac-
tions in the latest decades. Although the avail-
able information includes energy goods, they
tend to be analysed separately due to the vola-
tility associated to prices. This work focuses on a
relatively small subset of dimensions, namely
markets, prices and some firm-specific charac-
teristics, such as age and position in the domes-
tic versus foreign market.

The macroeconomic analysis of exports and im-
ports of goods is usually carried out both in nomi-
nal and real terms. Despite some differences, the
path of trade flows was similar in nominal and real
terms (Charts 1 and 2). The fact that firms operat-
ing in the energy sector, whose products’ price
fluctuations tend to be large, were excluded from

the analysis contributes to this similarity. Chart 1
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shows the recent evolution of Portuguese ex-
ports of goods, excluding energy, which have
recorded an average nominal growth rate of
4.3 per cent on the period 2002-2014. This
corresponds to a sequence of positive growth
rates, interrupted in 2008-2009, which corre-
sponds to the great trade collapse that fol-
lowed the outburst of the international eco-
nomic and financial crisis. The behaviour of im-
ports has accompanied that of exports since
2002, but the sharp downturn after 2010 mir-
rors the contraction in domestic demand dur-
ing the Economic and Financial Assistance Pro-
gram. The average nominal growth rate of Por-
tuguese imports of goods, in the period 2002-
2014, was 1.5 per cent (Chart 1).

20 ~

15 4

In this article, the firm-level analysis is most-
ly carried out in nominal terms. Nonetheless, a
number of results that take advantage of infor-
mation existing in the database about unit val-
ues of exported goods.

This article is organized as follows. The next
section presents the database, while section 3
presents the distributions of export and import
intensities for Portuguese international trad-
ers in the period 2002-2013. Section 4 discuss-
es the structure of total exports and imports
according to firms’ age cohorts. Section 5 com-
pares the variation of average unit prices for
exporter-product pairs vis-a-vis the average

change in prices of that same product for the
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European Union (EU) as a whole. Section 6
examines two dimensions related to markets.
Firstly, the diversification of firm's exports along
destination markets. Secondly, the contribution
of exporting firms with different performance
in internal and external markets, with a view to
assessing which group has driven total export
growth. Finally, section 7 offers some conclud-
ing remarks.

2. Data

The data used in this special issue were taken
from the Intrastat and Extrastat surveys, which
collect international trade transactions of goods
between Portugal and the EU countries, as well
as with extra-EU countries. All extra-EU trans-
actions are recorded by the customs authori-
ties and reported to Statistics Portugal (Insti-
tuto Nacional de Estatistica - INE). The report-
ing of intra-EU transactions takes place above
yearly thresholds, separately defined for intra-
EU exports or imports by firm." Nevertheless,
the statistical procedure ensures that at least
97 per cent of goods’ exports and 95 per cent
of goods’ imports within the EU are identified
by the surveys.

This transaction-level dataset contains monthly
records from 1993 to 2014 for both trade flows.
It comprises detailed information regarding the
type of good (at 8 digits of the Combined No-
menclature), destination country, value (in eu-
ros) and quantities (in kilograms), all linked to
the respective trader. Additionally, INE matched
these records with selected firm-specific varia-
bles, such as sector of activity (defined by 4 dig-
its of CAE 3.0 nomenclature), number of em-
ployees and establishments, year of firm crea-
tion, total turnover and equity structure. These
additional variables are collected in Quadros de
Pessoal/Relatério Unico and are available from
2002 to 2013.

Some adjustments to these data were required,
notably in what concerns the implications of the
aforementioned reporting threshold. In order
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to make firm-level trade flows comparable over
time, constant thresholds for total exports and
imports by firm were imposed, respectively at
€250 000 and €350 000 (at 2014 prices).2 Final-
ly, given that extra-EU transactions are fully re-
corded (unlike intra-EU ones), in order to en-
sure comparability, the same thresholds were
applied to firms that only trade with extra-EU
countries.

As mentioned above, a second adjustment made
to the data was the removal of firms that operate
in the energy sector. Although these goods rep-
resent a significant share of Portuguese inter-
national trade, nominal exports and imports
are affected by oil price volatility, distorting the
aggregate.

After the described adjustments, the coverage
of the database in terms of total exports and
imports of goods stands, on average, at 94.7 and
96.6 per cent for the period 2002-2014 (Charts 3
and 4).

Afirst interesting fact emerging from the data is
that international traders of goods are not just
manufacturing firms (Charts 5 and 6). Indeed,
many firms classified in service sectors oper-
ate and play an important role in the interna-
tional trade of goods. Most of these firms are
retailers and wholesalers, and some operate
in both domestic and foreign markets, while
others may simply stand as the commercial
branch of a manufacturing firm, mostly result-
ing from a gradual change in the way such cor-
porations organize their logistics. Moreover,
this fact is more pronounced in import than in
export flows.

3. Export and import intensities

One of the basic elements in the analysis of
international traders is their degree of engage-
ment in foreign markets. This is captured by
export and import intensities, measured as
the ratio of these flows to firm’s total turnover.?
The quartiles of the distribution of both ratios
have been fairly constant from 2002 to 2013
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in Portugal, especially for imports (Charts 7
and 8). These quartiles take on higher val-
ues for exports, featuring median intensities
always above 50 per cent, while this indica-
tor has stood somewhat above 40 per cent for
imports.

In addition, chart 7 shows a decrease in the
median export intensities until 2009, followed by
a slight recovery (reaching about 54 per centin
2013). This path may have resulted from a rise in
the number of firms with low export intensities
and/or a drop in the number of those with high
export intensities. The dataset reveals that most
of the new exporters are service firms with export
intensities on the left side of the distribution.
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The relationship between firm's exports and
turnover reflects both the performance in the
domestic and international markets. Most firms
that experienced a decrease in their export
intensity from 2002 to 2009 saw the turnover
rise more than exports. This situation reflects
the dynamics of the domestic market. Con-
versely, the slight recovery in the period 2009-
2013 may have stemmed from firms' efforts to
reinforce internationalization in the context of a
contracting domestic demand.

The distribution of export intensities by sector of
activity indicates that most manufacturing firms
have figures above 60 per cent, although their
average share in total exports has decreased

Chart 4  Portuguese imports of goods | Millions of euros
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from 2002 to 2013 (Charts 9 and 10). Conversely,
service firms have a bimodal distribution around
export intensities of 20 and 90 per cent, being
mostly concentrated around the first mode. The
difference grew from 2002 to 2013 as firms
with lower export intensities gained importance.
These two peaks are accounted for by retail-
ers and wholesalers, which represent, on average,
90 per cent of firms in service sectors and 88 per
cent of Portuguese exports of goods by such
firms. The remaining exporters of goods in ser-
vice sectors have very dispersed export intensi-
ties. However, from 2002 to 2013, the propor-
tion of firms of the latter type increased on the
left side of the distribution (particularly around
the 20 per cent mode).

Concerning imports, the roles are reversed as
most manufacturing firms have low intensities,
while service firms show higher figures. This pat-
tern suggests that the latter firms resort rela-
tively more to external markets to buy interme-
diate and final goods. In particular, retailers and
wholesalers have import intensities between
40 and 80 per cent. In contrast, the profile of
import and export intensities by manufacturing
firms suggests their still limited participation in
global value chains.

Chart 7 ¢ Quartiles of export intensity by firm
| Export intensity (percentage)
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4. Age of international traders

The age of international traders provides use-
ful insights in terms of the underlying struc-
tural performance of exports and imports.
The larger the contribution of younger firms
to total exports, the higher the likelihood that
exports will perform well in the following years.
Young exporters are typically more adapted
to the conditions of foreign markets and bet-
ter aligned with consumer preferences. There-
fore, they tend to operate in sectors where the
economy currently seems to present compara-
tive advantages.

Despite the empirical evidence that young firms
show high mortality rates in their first year as
exporters, this mortality goes down in the subse-
quent years and those that survive tend to grow
fast and account for an increasing share of total
exports. According to Amador and Opromol-
la (2013), using data for the period 1997-2005
on Portuguese exporters of goods, their aver-
age mortality was larger than 50 per cent in the
first year and the exports by survivors multiplied
by more than six in the first three years. The age
structure of goods’ importers is less meaningful
in terms of competitiveness, but it can associat-
ed to dynamics in retail and wholesale sectors,

Chart 8 « Quartiles of import intensity by firm

| Import intensity (percentage)

100 ~ 100 -
0 T—— 90 4

80 4 80 A

70 4 70 A

607\ 60 | o
50 | —_— 50 |

40 | 40 4 T —
30 1 — 04

20 —_— 20

10 4 10 4

0 0

Q1 Median

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

— (3

Median

— ()]

Source: Banco de Portugal calculations based on Intrastat, Extrastat and Quadros de Pessoal.

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

—_—3



BANCO DE PORTUGAL ¢ Economic Bulletin » October 2016

as well as to the integration of young export-
ers in global value chains and the related incor-
poration of foreign value added in output.

Charts 11 and 12 present the contribution of
younger firms (broken down between up to
5 years old and from 6 to 10 years old) that
operate in manufacturing and non-manufac-
turing sectors to total exports of goods, from
2003 to 2014. There is a decrease in the contri-
bution of young manufacturing exporters over
time. The overall share represented around
22 per cent of total goods' exports in 2003

Chart 9 *« Manufacturing firms

Distribution of export intensity

and only 9.4 per cent in 2014. Although a slight
recovery is observed in 2011 and 2012, this
path may suggest that the global economic and
financial crisis and the following sharp adjust-
ment in the Portuguese economy limited the
relevance of young exporters, which may have
a bearing on future export growth. This down-
ward movement is observed for exporters in
both age cohorts and, in 2014, exporters aged
less than 5 years recorded a very low share.*
The pattern is somewhat different in the case

of young non-manufacturing firms that export
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goods, with a small increase after 2010. This
is mainly associated to a larger contribution
by construction materials wholesalers (rep-
resented, 11 and 65 per cent of exports by
young traders in 2003 and 2014 , respective-
ly.). In addition, the share of firms aged less
than 5 years tends to be higher than that of
firms aged between 6 and 10 years, hinting at a
lower survival rate of the latter firms, especially
in recent years.

Two features of the period following the inter-
national economic and financial crisis and the
sovereign debt crisis are the higher uncertain-
ty and financial fragmentation in the euro area.
More recently, these features have coupled with
higher capital requirements and lower profit-
ability for banks, against a background of high
corporate debt levels and low growth prospects.
While firms' investment decisions have been
generally negatively affected by this scenar-
io, it is conceivable that this has been particu-
larly adverse for young firms, with lower abil-
ity to tap resources from alternative sources. At
the same time, green field investment inflows -
which often correspond to the entry of young
exporters - have been moderate in the Portu-

guese economy.

Chart 11 * Share of exports by age cohorts

of manufacturing firms | Share of exports (percentage)
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These results are compatible with those pre-
sented in Banco de Portugal (2013), using the
database Informagdo Empresarial Simplificada
(IES), which reports balance sheet and income
statement items for the universe of Portuguese
firms, excluding sole proprietorships. Accord-
ing to this source, approximately one quarter
of goods' exports in 2012 came from firms that
started their activity after 2000.

Although it seems to exist evidence that their
role has been losing momentum, the contribu-
tion of young exporters is still relevant, which is
likely to favour the restructuring of the export
pattern. This stresses the need to pursue the
structural reforms agenda, fostering investment
in tradable sectors.

As regards young importers, the overall picture
presents some differences. As for the share in
total imports of those that operate in the manu-
facturing sector, a reduction has been observed
as well (Chart 13). However, this share is much
lower than for exporters: importers aged less
than 10 years represented, on average, 6 per
cent of total imports over the period 2002-
2014, against 14 per cent for exporters in the
same age cohort. The share of non-manufac-
turing young importers has been decreasing

Chart 12 * Share of exports by age cohorts of service
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Source: Banco de Portugal calculations based on Intrastat, Extrastat and Quadros de Pessoal.



Chart 13 ¢ Share of imports by age cohorts
of manufacturing firms | Share of imports (percentage)
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steadily, from 19 per cent in 2003 to 8 per cent
in2014.

Therefore, also young importers seem to have
fared worse in times of crisis. This evolution
partly mirrors the profile observed for young
manufacturing exporters that also import in-
termediate goods. In particular, the aforemen-
tioned lack of foreign direct investment in re-
cent years has inhibited the creation of young
exporters that are typically well integrated in
global supply chains. Secondly, as for non-man-
ufacturing importers, in a context of contraction
in domestic market, the creation of new retail-
ers and wholesalers may have been postponed
and younger businesses may have faced high-
er mortality.

5. Prices

The evolution of average unit values as prox-
ies for prices of exporters and importers is also
a very important dimension in the analysis of
international trade. In aggregate terms these
changes relate with the evolution of the terms
of trade, while at firm-level they have a bearing
on the discussions about the quality of goods
traded internationally.

Nevertheless, it is very hard to draw conclu-
sions from price changes because they result
from the interplay of different forces. For exam-
ple, prices may decrease as a response to com-
petitive pressures (pushing for higher efficiency
or leading to exit of the market) or directly, due
to lower demand from consumers. Converse-
ly, they may increase due to an upgrade in the
quality of goods exported or factors as higher
brand value and better marketing. Therefore, in
this section, no claims are made about the driv-
ers of export price changes as proxied by unit
values. Instead, the main focus is on the propor-
tion of exporter-product pairs whose average
unit values increased more than for exporters in
the EU as a whole. In addition, the share of such
exporter-product pairs in total exports of goods
is computed. Box 1 provides the details about
the procedure adopted to compare Portuguese
and EU unit values by product at a detailed dis-
aggregation level.

Chart 15 shows that the differential of unit val-
ues growth in Portugal vis-a-vis the EU was pos-
itive for about 50 per cent of exporter-product
pairs over the period 2002-2014. One noticeable
feature is that this share is remarkably stable.
Moreover, the weight of those exporter-product

Chart 14 « Share of imports by age cohorts
of service firms | Share of imports (percentage)
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Note: The dataset does not include information regarding firms' age or creation year in 2013.

Source: Banco de Portugal calculations based on Intrastat, Extrastat and Quadros de Pessoal.



pairs in total exports of goods has stood be-
tween 40 and 60 per cent.

These results exclude a scenario where Por-
tuguese firms consistently sustain their posi-
tion in external markets through relative price
reductions. In fact, even though price com-
petitiveness can be a relevant driver of export
performance, the current international trade
environment largely precludes the use of this
dimension by Portuguese firms to sustain mar-
ket shares. In fact, the average wage level that
prevails in the Portuguese economy is low rela-
tive to other European economies, but high rel-
ative to emerging market economies. This evi-
dence signals that an important share of Por-
tuguese exporters have been relying on inno-
vation and product differentiation, instead of
competing on the basis of labour intensive and
non-differentiated goods.

The distributions of growth differentials between
Portuguese and EU exporters as regards aver-
age unit values in 2002/2003 and 2013/2014
offer additional insights (Charts 16A and 17A).
As expected, the distributions are similar in the
two years, with a mode close to zero but a long-
er tail on the right-hand side, meaning that
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for some Portuguese exporter-product pairs
unit values increased substantially more than
in the EU. For each unit value differential, the
corresponding shares in total exports of goods
are presented in charts 16B and 17B. Both in
2002/2003 and 2013/2014 the shares distribute
evenly around a null growth differential.

6. Markets

The choice of export markets by firms is the
result of a complex combination of factors, rang-
ing from overall macroeconomic conditions to
market structure, transaction costs, geographi-
cal distance and historical linkages. In the con-
text of this article, two specific dimensions are
worth considering.

Firstly, the number of foreign destination mar-
kets has a bearing on risk diversification, as
the ability to accommodate the effect of nega-
tive shocks in specific locations is higher if the
export portfolio includes other markets. Never-
theless, the empirical literature on internation-
al trade has emphasized the existence of fixed
costs to enter new markets, which can stem
from putting in place a distribution chain or com-
plying with specific local legislation. Secondly,

2009 2010 2011 2012 2013 2014

e Share of exporter-product pairs

Source: Banco de Portugal calculations based on Intrastat, Extrastat and Easy Comext.
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the behaviour of exports in the event of a crisis
in the internal market is an important strand
of analysis.

Some papers have identified a negative correla-
tion between these two dimensions using Por-
tuguese and European aggregate data (Este-
ves and Rua, 2015, and Bobeica et al., 2016).
It is important to briefly present the arguments
for the linkage between export behaviour and
domestic demand developments. On the one
hand, it is foreseeable that efforts to identify
potential external markets intensify when the
domestic market is contracting. On the other
hand, firm's ability to enter and succeed in exter-
nal markets does not hinge on internal con-
ditions. Moreover, entry costs in foreign mar-
kets may become a relatively stronger obsta-

cle for some firms when profitably is pressured

down by a lower domestic turnover. Therefore,
a priori it is difficult to predict whether a fall in
domestic sales will lead firms with prior low or
null external activity to engage in stronger inter-
nationalization.

Chart 18 presents the share in total goods’
exports of firms whose three largest destinations
represent more than 75 per cent of total external
sales. Exporters strongly dependent on a small
number of destination markets account for more
than 60 per cent of exports. Although these are
structural features and yearly changes tend to be
small, a downward trend is visible in the 2000s,
from around 73 per centin 2002 to 65 per centin
2014. This means that there has been a progres-
sive diversification of export markets at the firm
level. Such diversification can be important for
sustaining a strong pace of exports in the future.




Indeed, world economic growth has been show-
ing strong volatility and important geographical
heterogeneity. This is partly associated with very
high debt levels and limited room for manoeuvre
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for economic policies in advanced economies.
Higher diversification, notably in terms of extra-
EU markets, reduces these risks.
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The breakdown of total exports according to the
stance of exporting firms in foreign and domes-
tic markets, interpreted as the change in sales in
each one of them, sheds some light on the link
between exports and domestic market develop-
ments.®

Chart 19 shows that the contribution to the total
value of goods exported by firms whose sales in-
creased both in internal and external markets
relatively to the previous year is dominant in the

period under analysis. The exception is the year
2009 when exports of most firms went down in the
wake of the great trade collapse. Such contribu-
tion also decreased after 2010, while firms whose
exports rose but domestic sales fell became
more important. This reflects the strong mac-
roeconomic adjustment during the Portuguese
Economic and Financial Assistance Program.

The contribution to total exports by firms re-
cording increases in exports and reductions in

2008 2009 2010 2011 2012 2013

W Higher sales in internal and external markets

W Higher exports and lower internal sales (low export intensity)

W Higher exports and lower internal sales (medium export intensity)
W Higher exports and lower internal sales (high export intensity)

Note: Firms’ export intensities were classified as low, medium and high according to the following intervals, respectively: 10%, 33%],
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Source: Banco de Portugal calculations based on Intrastat, Extrastat and Quadros de Pessoal.

Note: Both charts presented above exclude, from their baseline computations, firms whose turnover was lower than exports. The main
results remain unchanged when those companies are included. See endnate 5 for more details.



domestic sales, broken down by export inten-
sities of the previous year, offers additional in-
sights. Chart 19 shows that such contribution is
mostly driven by high-intensity exporters and, to
a lower extent, by those with medium export in-
tensity. Firms with low export intensity present
a relatively stable contribution between 2003
and 2013. Additionally, when firms are classified
as entrant or incumbent® exporters (Chart 20),
the contribution of the former group appears to
be extremely low. Therefore, there is little evi-
dence that firms that had not been strongly en-
gaged in external markets accommodated neg-
ative domestic demand shocks by selling more
abroad. Conversely, those with previous partici-
pation in foreign markets, have increased ex-
ports at a time of contraction in domestic sales.

7. Concluding remarks

The performance of exports is of paramount im-
portance to the economic prospects of the Por-
tuguese economy. High export growth rates
make it possible to accommodate a steady
growth of domestic demand without jeopardiz-
ing the net financing capacity of the Portuguese
economy, which has been widely acknowledged
as a positive outcome of the recent adjustment
process. In addition, trade surpluses will contrib-
ute to progressively improve the international in-
vestment position.

The availability of firm-level international trade
data for goods makes it possible to assess specif-
ic features of export developments in the medi-
um term, notably in what concerns the charac-
teristics of traders. In this article, which excludes
trade of firms operating in the energy sector, a
number of results shed light, on the recent devel-
opments in Portuguese exports.

Firstly, non-manufacturing firms are active in the
international trade of goods, representing about
one fifth and two thirds of exports and imports,
respectively. In addition, a comparison of the
distribution of export and import intensities of
manufacturing firms hints at a low utilization of
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foreign intermediates for production and, thus,
a still limited participation in global value chains.

Secondly, the share of goods’ exports by young
exporters is relatively high, standing at about
16 per cent in 2014, but it has been decreasing
since the early 2000s. This decrease has been
stronger for exporters aged less than 5 years,
particularly in the last few years. In this context,
the restructuring process of exporting sectors
may lose momentum. It is therefore important
to ensure that access to financing and overall
framework conditions are not an obstacle to
the entry of new exporters.

Thirdly, there is no evidence of across-the-board
relative reductions in unit values of goods export-
ed vis-a-vis EU countries. This suggests a limited
relevance of price competitiveness factors for the
robust growth of Portuguese goods' exports in
the last years. Instead, non-price elements may
have become increasingly important, particularly
in segments with higher value-added.

Fourthly, a slight downward trend is visible in
the share of goods' exporters whose tree larg-
est destinations represent more than three
fourths of total external sales. This means that
there is some evidence of market diversifica-
tion by Portuguese exporters. In addition, af-
ter 2010 there has been an important con-
tribution to total exports by firms whose for-
eign sales have increased and domestic sales
reduced. Nevertheless, although this intensifi-
cation of exports coincided with a contraction
of internal demand, such margin of response
seems to be mostly used by firms with earlier
medium or high export intensity.

Overall there have been some positive develop-
ments in the profile of Portuguese internation-
al traders. Nevertheless, the restructuring of the
Portuguese export pattern needs to be deep-
ened. The continuation and the full implemen-
tation of the structural reform agenda that has
been discussed by several economic policy insti-
tutions is a key element in this respect.
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Notes

1. These thresholds are set by each member country and ensure that every firm with yearly dispatches to (arrivals from) the single market above the thre-
shold reports its intra-EU transactions, while they do not preclude any firm below it to do the same.

2. The reporting threshold for intra-EU trade ranges between €85.000 and €550.000 for exports and €60.000 to €400.000 for imports, over the past 14 years.
The highest values, both for dispatches and arrivals, occurred in 2009. These values fell sharply in the following year and remained quite stable thereafter.
Comparing the number of firms reporting in the years around these changes, as well as the reported values and its firm-level distributions, the differences
are not significant. Most firms reporting in 2008 keep on doing so in 2009, even the ones that came under the 2009 threshold. Moreover, if the trim was
made at the 2009 value, a significant portion of the sample would be lost. For these reasons, the cut-off threshold used to allow intertemporal comparisons
was the second highest.

3. Export and import intensities are different concepts, but work as complements when explaining the level of internationalization of the firm. In the first
case, the importance of the external market in activity is measured. The second concept considers the importance of external markets as origin of goods
necessary to such activity.

4. The variation observed for manufacturing firms with ages between 6 and 10 years old, from 2006 to 2007, is related with a one-off effect which arises
from the method used. Between these years, a relevant set of electronic component manufacturers, in goods' exports, moved to the highest age cohort.

5. Firms with turnover lower than total exports must be excluded from this analysis, as inferred domestic sales would be negative. This situation may arise
due to reporting errors, but also because exports are valued on a free-on-board basis (merchandise value when ready to be shipped, excluding all export
fees but including the values associated with freight and insurance within the national territory of the exporting country). In addition, some firms in the in-
ternational trade database do not report sales. Therefore, the coverage of both total exports and imports in this exercise drops to approximately 80 per cent.

6. Afirmis considered as entrant exporter if, in the two previous years, it did not export. Hence, if the dynamics of domestic and foreign market is considered
from year tto £+7, an entrant exporter is the one who did not export in years t-7 and 2.
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Box 1 | Methodology for the computation of exports’ unit values growth rates

The comparison between the path of Portuguese and foreign unit prices in international trade
requires an effort of harmonization, especially when the former are to be computed at the level
of the firm. This box explains the steps of the procedure adopted in the text.

Exports’ unit-value indices for each EU member state by product (defined at two digits of the
Standard International Trade Classification, revision 3 of 2006 - SITC3) were collected from the
Comext database. These indices are calculated by Eurostat using a methodology common to
all countries and based on yearly Fisher unit-value indices (with 2010 as the reference year).
This data allows for the computation of chain unit-value growth rates of exported goods in each
member-state from 2002 onwards. Given the purpose of the exercise presented in section 5,
growth rates of unit values for country-product pairs were aggregated to the SITC3 classification
(two digits). The aggregation was implemented along two different approaches, yielding virtually
identical results. The first approach simply takes the average unit-value growth rate (across EU
countries) for a given product in a fixed year, while the second weights each growth rate by the
respective country's export share for the same good. Annual unit value growth rates by exported
good for the EU are obtained this way.

Average unit values for Portuguese exporters were computed after eliminating outliers in the cross-
-section and over-time dimensions. Firstly, for a given year, unit-value outliers for each good (defined
at eight digits of the Combined Nomenclature - CN) were detected through the median absolute
deviation (MAD) method because this measure is more robust to outliers than the mean. To imple-
ment this procedure it is necessary to know whether the distribution of unit values is symmetric or
skewed, thus g7 skewness coefficients were computed by product. Categories with less than three
observations or products that had always the same price were excluded because the skewedness
coefficient is undetermined. As a rule of thumb, a distribution was considered not skewed if
the corresponding g7 coefficient lay between -0.8 and 0.8. In such situations, the outlier cutoff was
set to 2, though this applied to only a few goods, as most distributions were right-skewed. Skewed
distributions require a double MAD procedure, which consists in dividing the observations into two
groups: below or equal to and above or equal to the median unit-value, and calculate the MAD for
each subgroup. The MAD of the first set of observations is used to evaluate the points lower than or
equal to the median and the MAD of the second set is used to check observations greater than the
median. Finally, whenever the MAD was zero, because more than 50 percent of a product unit-value
observations had identical values, the associated trade records were excluded.

The second stage of the outlier detection procedure uses the time dimension in the dataset,
excluding observations more than ten times higher or lower than the median unit-value of the
previous and following years. Since the CN is revised on a yearly basis, eight digit codes had to be
grouped into synthetic families between consecutive years to ensure comparability of goods over
time (as in Branco and Opromolla, 2012).

Next, unit values that survived the previously described two-stage procedure were aggregated at
the firm-SITC level in order to calculate price growth rates comparable to those prevailing in the
EU. The yearly correspondence between the CN (eight digits) and SITC (five digits) is available at
the World Integrated Trade Solution website (World Bank) and the Reference and Management of
Nomenclatures website (Eurostat). Until 2006 the correspondence uses the third revision of SITC and
from 2007 onwards the fourth revision. Therefore, given that indices available in Comext are reported
in terms of the third revision, a synthetic product family between these two SITC revisions had to be
created. Finally, the growth rates of unit values in Portugal were aggregated at the firm-product (syn-
thetic SITC) level using as weights the share of each product (CN) in the firm’s total exports.
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