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Economic policy and situation



THE PORTUGUESE ECONOMY IN 2002

1.  INTRODUCTION 

The Por tu guese econ omy wit nessed a marked

slow down in 2002. Ac cord ing to the es ti mates of

the Banco de Por tu gal pub lished in this Eco nomic

Bul le tin, Gross Do mes tic Prod uct (GDP) in creased, 

in real terms, by 0.4 per cent, com pared with 1.7

per cent growth in the pre vi ous year (Ta ble 1.1).

The de cel er a tion in ac tiv ity in 2002 is par tic u larly

ap par ent when ana lys ing its be hav iour in the

course of the year. Banco de Por tu gal’s es ti mates

point to a pos i tive year-on-year change in GDP of

1.3 per cent in the first half of the year and a neg a -

tive year-on-year change of 0.5 per cent in the sec -

ond half of the year (see Box: “Intra-an nual de vel op -

ment of eco nomic ac tiv ity in 2002“).

In 2002, real out put growth, now dis closed, is

very close to the mid dle point of the pro jec tion in -

ter val pre sented in the Eco nomic Bul le tins from

June to De cem ber 2002. The con tri bu tion of do -

mes tic de mand and net ex ter nal de mand to

growth are also sim i lar to those pre sented in the

course of the pre vi ous year. How ever, stress

should be laid on a change in the com po si tion of

do mes tic de mand, char ac ter ised by a more

marked re duc tion in GFCF and higher growth of

pub lic con sump tion. In ad di tion, trade flows with

abroad, as re gards both ex ports and im ports, re -

vealed a stronger than expected performance.

The ex ter nal frame work of the Por tu guese

econ omy con tin ued to be char ac ter ised by par tic u -

larly un fa vour able con di tions. In spite of the

higher growth in world out put in 2002 than in the

pre vi ous year, ac tiv ity in the euro area, an eco -

nomic space that cor re sponds to ap prox i mately

two thirds of Por tu guese for eign trade flows,

slowed down in 2002, post ing a GDP growth of 0.8 

per cent, the low est growth since the 1992/1993 re -

ces sion. Fur ther more, the be hav iour of the world

econ omy was sub ject to very high un cer tainty lev -

els, de ter mined by doubts as to the dy na mism and 

sustainability of eco nomic re cov ery, within a

frame work of ad just ment of im bal ances ac cu mu -

lated in the sec ond half of the 90s and of the in -

creas ing pos si bil ity, to wards the end of the year, of 

a mil i tary in ter ven tion in Iraq. In par al lel, the sit u -

a tion in the fi nan cial mar kets de te ri o rated fur ther

in 2002. This was due, in ad di tion to the above fac -

tors, to the dis clo sure of ac count ing ir reg u lar i ties

in some cor po ra tions. Against a back ground of

mod er ate growth of eco nomic ac tiv ity, ab sence of

sig nif i cant in fla tion ary pres sures and grow ing un -

cer tainty as to the sustainability of eco nomic re -

cov ery world wide, the North-Amer i can mon e tary

au thor ity and the Eu ro pean Cen tral Bank (ECB) — 

which had main tained the of fi cial in ter est rates

un changed in the course of 2002 — de cided to re -

duce those rates in No vem ber and De cem ber 2002, 
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 Ta ble 1.1

MAIN ECONOMIC INDICATORS

Per cent age rates of change

  2000   2001   2002

Pri vate con sump tion. . . . . . . . . . . 2.9 1.0 0.4

Pub lic con sump tion . . . . . . . . . . . 3.8 3.5 2.6

GFCF . . . . . . . . . . . . . . . . . . . . . . . . 4.9 0.3 -5.4

Change in in ven to ries (a) . . . . . . . -0.5 0.1 0.1

Do mes tic de mand . . . . . . . . . . . . . 3.1 1.4 -0.5

Ex ports . . . . . . . . . . . . . . . . . . . . . . 8.5 1.8 2.4

Over all de mand. . . . . . . . . . . . . . . 4.3 1.5 0.1

Im ports . . . . . . . . . . . . . . . . . . . . . . 5.6 1.1 -0.6

GDP . . . . . . . . . . . . . . . . . . . . . . . . . 3.7 1.7 0.4

Cur rent ac count + cap i tal 
   ac count (% of GDP) . . . . . . . . . . -8.9 -8.4 -5.7

House hold sav ings rate . . . . . . . . 11.4 11.8 12.4

Note: 

(a) Con tri bu tion to GDP growth in per cent age points.



re spec tively. As a result, at the end of the year,

bank interest rates in Portugal stood at historically 

low levels, particularly real interest rates.

Turn ing to the fis cal pol icy, the gen eral gov ern -

ment def i cit, on a Na tional Ac counts ba sis, stood

at 2.7 per cent of GDP in 2002, slightly be low the

tar get an nounced in the Sup ple men tary Bud get of

May 2002 (2.8 per cent of GDP) and sig nif i cantly

be low the 2001 def i cit (4.2 per cent of GDP). Be -

hind the re duc tion in the def i cit in 2002 was, in a

de ci sive way, a set of ex traor di nary mea sures ac -

count ing for ap prox i mately 1.5 p.p. of GDP — a

programme for the set tle ment of fis cal debts and

the sale of the fixed tele phone net work, of real es -

tate and of the rights for the re in tro duc tion of tolls 

in CREL (road in fra struc ture).  Ex clud ing these ex -

traor di nary ef fects, the value of the def i cit reached 

a level very close to that ob served in 2001. How -

ever, since the mac ro eco nomic sit u a tion has de te -

ri o rated sig nif i cantly vis-à-vis 2001, the cy cli cally

ad justed pri mary bal ance, cor rected for tem po rary 

ef fects, in creased by 0.3 per cent age points (p.p.) of

GDP, thus dis con tinu ing a de te ri o ra tion trend that

had reached an ac cu mu lated change of ap prox i -

mately 3 p.p. of GDP in the pe riod from 1997 to

2001. This ini tial con sol i da tion ef fort was cen tred

on the re ceipts side that in creased by 0.8 p.p. of

GDP, when ad justed for cy cli cal and tem po rary

effects, since primary expenses continued to grow

by 0.5 p.p. of GDP, when a similar adjustment is

considered.

The do mes tic de mand com po nents more sen si -

tive to the eco nomic cy cle — du ra ble con sumer

goods and Gross Fixed Cap i tal For ma tion (GFCF)

of both cor po ra tions and house holds — had, in

gen eral, a higher real de cline than in 2001. Pub lic

ex pen di ture de cel er ated more mark edly in in vest -

ment than in pub lic con sump tion, but con tin ued

to grow in real terms. Pub lic con sump tion was, in

fact, the com po nent of do mes tic ex pen di ture that

reg is tered the high est in crease in 2002. As a re sult

of the trend of its pub lic and pri vate com po nents,

do mes tic de mand had a real neg a tive change of

0.5 per cent (growth of 1.4 per cent in 2001).

The con tri bu tion of net ex ter nal de mand to

GDP growth in creased in 2002 to 1.0 p.p, af ter a

mar gin ally pos i tive value in the pre vi ous year. Im -

ports de clined, in vol ume, by around 0.6 per cent,

chiefly re flect ing the high im port con tent of ex pen -

di ture com po nents more sen si tive to cy cli cal fluc -

tu a tions. Ex ports grew, in real terms, by 2.4 per

cent, ap prox i mately 0.5 p.p. above growth in 2001, 

against a back ground of weak en ing ex ter nal de -

mand in the Por tu guese econ omy. In for ma tion

avail able in di cates that Por tu guese ex ports of

goods re corded an ac cu mu lated gain of mar ket

shares close to 0.5 and 1.4 per cent, in 2001 and

2002 re spec tively. This re sult was ob tained in a

con text of rel a tively un fa vour able de vel op ments

of unit la bour costs in Por tu gal vis-à-vis ma jor

trade part ners, which has only been made possible 

by the contraction in exporters’ profit margins.

In 2002, the house holds’ sav ings rate stood at

12.4 per cent of dis pos able in come (11.8 per cent in 

2001), show ing an in crease for the third con sec u -

tive year. Com pared with 1999, the year when it

had reached the low est level, it in creased by ap -

prox i mately 3.5 p.p. In ad di tion to the in crease in

sav ings for pre cau tion ary rea sons, de ter mined by

the de te ri o ra tion of the eco nomic out look and the

sharp in crease in un em ploy ment, this trend also

re flects the need to al lo cate a grow ing share of the

dis pos able in come of house holds to the re pay ment 

of bank lend ing, in particular loans for house

purchase.

Ex ter nal bor row ing re quire ments of the Por tu -

guese econ omy, mea sured by the joint def i cit of

the cur rent and cap i tal ac counts, de clined from 8.4 

per cent in 2001 to 5.7 per cent of GDP in 2002. All

res i dent in sti tu tional sec tors — house holds, cor po -

ra tions and gen eral gov ern ment — have con trib -

uted to this re sult. Bro ken down by ac count item,

the ma jor con tri bu tion was the nar row ing by 2.1

p.p. of GDP in the trade ac count def i cit. Be hind

this trend was a vol ume ef fect — as so ci ated with

the pos i tive real growth of ex ports and with the

neg a tive real growth of im ports — and some gains 

in terms of trade. The strong re cov ery of pub lic

trans fers as so ci ated with funds re ceived by the

Eu ro pean Un ion has also con trib uted, al beit to a

lower de gree, to the de crease in external bor -

rowing requirements of the Portuguese economy.

In 2002, la bour mar ket de vel op ments showed a 

marked change from its trend in pre vi ous years. In 

par tic u lar, the un em ploy ment rate rose to 5.1 per

cent, in an nual av er age terms, i.e. 1.0 p.p. above

the level re corded in 2001. It should also be men -

tioned that the intra-an nual pat tern was very

marked, with strong in creases in the un em ploy -

ment rate in the sec ond half of the year.  In the
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fourth quar ter of 2002, the un em ploy ment rate

reached 6.2 per cent (ap prox i mately 2 p.p. above

that ob served in the same quar ter of 2001). To tal

em ploy ment un der went prac ti cally neg li gi ble

growth (0.2 per cent), re flect ing a de cline in the

pri vate sec tor that was off set by an in crease in

pub lic sec tor em ploy ment. The change in ap par ent 

pro duc tiv ity was vir tu ally nil for the third con sec -

u tive year, in line with av er age de vel op ments in

the euro area.  Fi nally, nom i nal com pen sa tion per

em ployee has de cel er ated, but con tin ued to show

sig nif i cant in creases, clearly above the trend ob -

served in the euro area. The real growth of the

com pen sa tion per employee increased again above 

productivity growth for the sixth consecutive year.

In De cem ber 2002, the year-on-year rate of

change in the Con sumer Price In dex (CPI) stood at 

4.0 per cent, re veal ing an up ward trend as of the

sec ond quar ter. In terms of an nual av er age, the

CPI change stood at 3.6 per cent, 0.8 p.p. less than

in the pre vi ous year. The trend of con sumer prices

in 2002 re flects the ef fect of dif fer ent mixed fac -

tors. Among these, the most sa lient down ward

fac tors were the lower growth in prices of un pro -

cessed food, the lower im port prices and the de cel -

er a tion in nom i nal wages. Among the up ward fac -

tors are the pro cess of con ver sion of prices in es cu -

dos into eu ros and the in crease in the VAT stan -

dard rate, that have af fected the trend of con sumer 

prices in the first quar ter and as of June 2002 re -

spec tively.  More over, the sharp in creases in prices 

ob served in most ser vices — above a level ex plain -

able by the afore men tioned fac tors — seem to

point to in creases in profit mar gins, thus tak ing

ad van tage of a less com pet i tive mar ket struc ture,

at least in some sub-sec tors. This stands in clear

con trast with goods, where the par tial or even to -

tal ab sorp tion of the VAT in creases by profit mar -

gins was ap par ent in some items. It is also rel e vant 

to re fer to the abovementioned decline in profit

margins in the exporting sector.

The in fla tion dif fer en tial be tween Por tu gal and

the euro area, mea sured by the an nual av er age

change in the Har mo nised In dex of Con sumer

Prices (HICP)(1) nar rowed to 1.4 p.p. in 2002 (2.0

p.p. in 2001). How ever, ex clud ing from the HICP

the more vol a tile com po nents — un pro cessed

food and en ergy — that dif fer en tial has wid ened

con sis tently over the year, from 1.6 p.p. in the first

quar ter to 2.4 p.p. in the fourth quar ter. In the case 

of the ser vices com po nent, that dif fer en tial wid -

ened from 2.0 p.p. to 3.5 p.p. over the same period.

2. EXTERNAL FRAMEWORK AND MONETARY

POLICY IN THE EURO AREA 

2.1.  Main in ter na tional eco nomic de vel op ments

The world eco nomic ac tiv ity pro ceeded in 2002

the re cov ery started at the end of 2001. How ever,

the pace of growth did not strengthen dur ing the

year, re cord ing some mod er a tion in the last quar -

ter, par tic u larly in the ad vanced econ o mies. The

world econ omy was af fected by very high un cer -

tainty lev els, as so ci ated with doubts as to the dy -

na mism and sustainability of the re cov ery, within

a frame work of ad just ment of im bal ances ac cu mu -

lated in the sec ond half of the 90s and of in creas -

ing pos si bil ity, at the end of the year, of a mil i tary

in ter ven tion in Iraq. World out put grew 3.0 per

cent in 2002 (af ter 2.3 per cent in 2001), slightly be -

low the av er age growth ob served in the pe riod

1990-2000 (Ta ble 2.1). In terms of eco nomic ar eas,

the Asian coun tries (ex clud ing Ja pan) and the

coun tries with econ o mies in tran si tion main tained

a high growth, in con trast with Latin Amer ica,

where GDP re corded a growth al most nil for the

sec ond con sec u tive year. Re gard ing the ad vanced

econ o mies, one should men tion the re cov ery of

eco nomic ac tiv ity in the US, where GDP ac cel er -

ated by 2.1 p.p. to 2.4 per cent, and the slow down

from 1.4 to 0.8 per cent in the euro area as a whole. 

Against the In ter na tional Mon e tary Fund fore casts 

in Sep tem ber 2002, ac tiv ity was, in gen eral,

slightly stronger than expected, although this was

not the case in the major European economies.

In fla tion ary pres sures world wide re mained

con tained in 2002, given the mod er ate growth of

ac tiv ity and the ex cess of pro duc tion ca pac ity in

sev eral coun tries. The in fla tion rate de creased in

most re gions, with the ad vanced econ o mies re -

cord ing a re duc tion of 0.7 p.p. Nev er the less, the

en ergy com po nent of con sumer prices ac cel er ated

in the main econ o mies dur ing 2002, in line with
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(1) The anal y sis of de vel op ments in the in fla tion dif fer en tial in this 

text uses an HICP se ries for the euro area which in cludes

Greece since 1995. The se ries ana lysed in sec tion 2. “Ex ter nal

frame work and mon e tary pol icy in the euro area” in cludes Greece

only from 2001 onwards.



the be hav iour of oil price in in ter na tional mar kets. 

The oil price (Brent), af ter stay ing at around 20

USD/bar rel in the be gin ning of the year, reached

30 USD/bar rel at the end of 2002. In year-on-year

terms, af ter a de cel er a tion in the two pre vi ous

years, the oil price ac cel er ated dur ing 2002, par tic -

u larly in the later months (Chart 2.1). The sub stan -

tial in crease of oil price at the end of the year was

in flu enced by the in creas ing pros pects of war in

Iraq and by the dis tur bances in the oil supply

associated with the political crisis in Venezuela. 

Not with stand ing the im prove ments in over all

ac tiv ity, the sit u a tion in fi nan cial mar kets de te ri o -

rated again in 2002 (Ta ble 2.2). De vel op ments in

ma jor fi nan cial mar kets were af fected by the dis -

clo sure of ac count ing and man age ment ir reg u lar i -

ties in some cor po ra tions, as well as on grow ing

doubts as to the pace and sustainability of world

eco nomic re cov ery, ag gra vated to wards the end of

the year by in creas ing ten sions re lated with the

Iraqi cri sis. Against this back ground, and re flect -

ing both the ero sion of con fi dence and a higher

aver sion to risk by in ves tors, stock mar kets re -

corded sig nif i cant de clines and gov ern ment bond

yields dropped to his tor i cal lows, while vol a til ity

in both mar kets reached very high lev els (Chart

2.2). More over, fi nanc ing con di tions de te ri o rated

in pri vate cor po ra tions and higher risk sov er eign

debt ors. The de pre ci a tion of the dol lar in for eign

ex change mar kets, in par tic u lar vis-à-vis the euro,

was also significant, in a context in which the US

external imbalance was further accentuated.

Re flect ing the mod er ate growth of eco nomic

ac tiv ity, the ab sence of sig nif i cant in fla tion ary

pres sures and the un cer tainty as to the sustain -

ability of eco nomic re cov ery world wide, the in ter -

est rates of the main mon e tary au thor i ties were

left un changed dur ing most of the year, af ter the

strong de cline re corded in 2001. At the end of the

year, the signs of mod er a tion in growth, along

with a rise in un cer tainty, led the US  and euro

area mon e tary au thor i ties to re duce their of fi cial

in ter est rates. Thus, on 6 No vem ber, the Fed eral

Re serve low ered the tar get for the Fed eral Funds

rate by 50 ba sis points (b.p.) to 1.25 per cent, an ac -

cu mu lated de cline of more than 5 p.p. since De -

cem ber 2000. One month later, the ECB Gov ern ing 

Coun cil also de cided to lower by 50 b.p. the min i -

mum bid rate on the main re fi nanc ing op er a tions

to 2.75 per cent, to tal ling a de crease of 2 p.p. in a
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Ta ble 2.1

 WORLD — GDP AND CONSUMER PRICES

Per cent age change

GDP Con sumer prices

2000 2001 2002 2002
(rev.

against
Sep. 02)

2000 2001 2002 2002
(rev.

against
Sep. 02)

World econ omy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7 2.3 3.0 0.2 - - - -
Coun tries in tran si tion . . . . . . . . . . . . . . . . . . . . . . . . 6.6 5.1 4.1 0.2 20.7 16.3 11.1 -0.2

Rus sia . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.0 5.0 4.3 -0.1 20.8 20.7 16.0 0.2
De vel op ing coun tries . . . . . . . . . . . . . . . . . . . . . . . . . 5.7 3.9 4.6 0.4 5.8 5.8 5.4 -0.2

De vel op ing coun tries in Asia . . . . . . . . . . . . . . . 6.8 5.7 6.5 0.4 1.8 2.7 1.9 -0.2
   ASEAN-4(a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.1 2.6 4.3 0.7 3.0 6.6 5.9 -0.3
Latin Amer ica . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.0 0.6 -0.1 0.5 6.8 6.4 8.7 0.1
   Brazil . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.4 1.4 1.5 0.0 7.1 6.8 8.4 1.9

Ad vanced econ o mies . . . . . . . . . . . . . . . . . . . . . . . . . 3.8 0.9 1.8 0.1 2.3 2.2 1.5 0.1
New in dus tri al ized econ o mies in Asia(b) . . . . . 8.4 0.8 4.6 -0.1 1.1 1.9 1.0 -0.1
US. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.8 0.3 2.4 0.2 3.4 2.8 1.6 0.1
Ja pan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.8 0.4 0.3 0.8 -0.7 -0.7 -0.9 0.1
United King dom(c) . . . . . . . . . . . . . . . . . . . . . . . . 3.1 2.1 1.8 - 2.1 2.1 2.2 0.3
Euro area . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.5 1.4 0.8 -0.1 2.1 2.3 2.3 0.2

Sources: IMF, World Eco nomic Out look (April 2003 and Sep tem ber 2002), Thomson Fi nan cial Datastream and Eurostat.

Notes:

(a) In do ne sia, Ma lay sia, Phil ip pines and Thai land.

(b) Ko rea, Hong-Kong, Tai wan and Sin ga pore.

(c) Con sumer prices ex clud ing mort gage in ter est pay ments.



two-year pe riod. In the United King dom, of fi cial

interest rates were kept unchanged in 2002, after a

2 p.p. reduction in 2001. 

Re gard ing fis cal pol i cies, the ex pan sion ary

stance al ready ap par ent in 2001 was sub stan tially

re in forced in 2002 in the US and in the United

King dom. In the US, the cy cli cally ad justed pri -

mary bal ance de creased by 4.6 p.p. of GDP be -

tween 2000 and 2002. In the United King dom, the

re duc tion of the cy cli cally ad justed pri mary bal -

ance be tween 2000 and 2002 was ap prox i mately 3

p.p. of GDP. Fi nally, in the euro area, the cy cli cally

ad justed pri mary bal ance pre sented an ac cu mu -

lated de cline of 0.7 p.p. of GDP since 2000, but the

start ing bud get sit u a tion was more un fa vour able

than that ob served in the two other econ o mies.

There fore, as shown in Chart 2.3, the soft en ing in

mon e tary and fis cal pol i cies over the last two

years was very sig nif i cant in the US, in the United

Kingdom and, to a lesser degree, in the euro area.

2.2. Mon e tary and fi nan cial sit u a tion in the euro area

As pre vi ously men tioned, ECB of fi cial in ter est

rates were left un changed in the first eleven

months of 2002 at the lev els set in No vem ber 2001. 

At its meet ing on 5 De cem ber 2002, the Gov ern ing

Coun cil of the ECB de cided to re duce the min i -

mum bid rate in the main re fi nanc ing op er a tions

by 50 b.p., to 2.75 per cent (Ta ble 2.3). The de ci -

sions taken by the Coun cil in the course of 2002 to
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Chart 2.1
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Chart 2.2A

VOLATILITIES IMPLIED IN MAJOR STOCK 

PRICE INDICES(a)

 (Jan u ary 1998 to March 2003)

Source: Bloomberg.
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Ta ble 2.2

Stock market indices — Changes  – (in percentage)

Daily data                 S&P500     Nasdaq    Nikkei 225     FTSE 100      Dow Jones
       Euro Stoxx

2000
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 39 2 1 30
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -10 -39 -27 -10 -6

2001
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -16 -46 -30 -13 -21
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -13 -21 -24 -16 -20

2002
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -17 -24 -16 -17 -23
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -23 -32 -19 -24 -35
End-of-pe riod (since the peaks ob served 
    be tween  1999 and 2000) . . . . . . . . . . . . . . . . . . -42 -74 -59 -43 -56

Long-term interest rates — Public debt –  (in percentage)

Daily data  US           Ja pan United King dom     Euro area

2000
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.02 1.76 5.26 5.45
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.11 1.63 4.88 5.02

2001
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.00 1.34 4.90 5.03
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.05 1.37 5.05 5.13

2002
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.59 1.28 4.87 4.92
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.81 0.91 4.37 4.26

Nominal effective exchange rate index — Changes  (in percentage)

Monthly data Dol lar       Yen       Pound    Euro

2000
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.4 10.5 2.8 -10.5
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.5 -2.9 -0.5 -5.2

2001
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.8 -8.2 -1.2 1.8
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.1 -10.4 0.3 2.7

2002
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -1.1 -5.2 0.5 3.0
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -6.5 -2.0 -0.3 6.7

Differentials between private and government bond yields at 7 to 10 years 

Daily data                  Euro area US

Ba sis points AAA      BBB    AAA    BBB

2000
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42 143 91 188
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49 197 87 216

2001
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32 202 59 192
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22 182 42 182

2002
Av er age . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25 207 64 221
End-of-pe riod . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22 194 70 209

Differentials between government bond yields issued in dollars by emerging market economies vis-à-vis US

Treasury bonds

Daily data              2001 2002

Ba sis points  Av er age  End-of-pe riod      Av er age End-of-pe riod

JP Mor gan EMBI Global . . . . . . . . . . . . . . . . . . . . 794 728 728 725
JP Mor gan EMBI  Latin Amer ica . . . . . . . . . . . . . 862 888 966 981

Sources: Eu ro pean Cen tral Bank, Banco de Por tu gal, Bank for In ter na tional Set tle ments, Bloomberg and JP Mor gan.



leave un changed its of fi cial in ter est rates  oc curred 

in a con text in which pros pects as to in fla tion in

the euro area in the rel e vant ho ri zon for the con -

duct of mon e tary pol icy were com pat i ble with

price sta bil ity over the me dium term, al beit with

sig nif i cant changes in the respective balance of

risks.

In the first months of 2002, eco nomic in for ma -

tion pointed to a grad ual im prove ment of eco -

nomic ac tiv ity in the euro area through out the

year, to val ues close to po ten tial out put growth, al -

though the mo ment and of the mag ni tude of that

re cov ery was still un cer tain. There is how ever

some fear that the per sis tence of in fla tion rates

above 2 per cent, to a large ex tent due to an ex cep -

tional con cen tra tion of ad verse shocks on prices,

might trans late into in fla tion ary pres sures in the

me dium term, par tic u larly due to po ten tial second 

round effects on wage growth.

As from mid-year, it seemed in creas ingly ap -

par ent that the pace of eco nomic re cov ery in the

euro area was evolv ing more slowly than pre vi -

ously ex pected and that the growth rates would

not ac cel er ate to lev els close to those of po ten tial

out put be fore mid-2003. More over, the neg a tive

ef fects on con sumer and in ves tor con fi dence of the 

in sta bil ity in fi nan cial mar kets, of the per sis tence

of im bal ances at world level and, to wards the end

of the year, of the emer gence of geopolitical ten -

sions as so ci ated with the pros pects of a mil i tary

con flict in Mid dle East, im plied fur ther down ward 

risks for eco nomic re cov ery. This sit u a tion, to -

gether with the con tin ued ap pre ci a tion of the euro 

since April, have con trib uted to a slow down of in -

fla tion ary pres sures in the me dium run, grad u ally

re duc ing risks for price sta bil ity. At the end of the

year, the in creased signs of mod er a tion of eco -

nomic ac tiv ity and of the main te nance of the ap -

pre ci at ing trend of the euro have in creased pros -

pects of a de crease in me dium-term in fla tion ary

pres sures.  This sit u a tion, against a frame work of

very high un cer tainty and down ward risks for the

trend of eco nomic ac tiv ity in the euro area, led the

Gov ern ing Coun cil of the ECB to re duce the of fi -

cial in ter est rates in De cem ber 2002. With this de -

ci sion, the Coun cil wished to con trib ute to an im -

prove ment of pros pects for eco nomic ac tiv ity in

the euro area, thus partly offsetting the risks for

economic growth(2).

Mar ket ex pec ta tions as to the path of of fi cial in -

ter est rates in the euro area un der went sig nif i cant

changes in the course of 2002 (Chart 2.4). From the 

be gin ning of the year up to May, mar kets par tic i -

pants ex pected a rise in of fi cial in ter est rates be -

tween 50 and 75 b.p. up to De cem ber 2002. As

from May, ex pec ta tions as to the mag ni tude of the

in ter est rate rise were grad u ally re vised down -

wards, in line with the change in pros pects as to

eco nomic growth and with the eval u a tion of risks

for price sta bil ity in the euro area. As from Sep -

tem ber, the three-month EURIBOR, as im plied in

fu tures con tracts, re flected ex pec ta tions of a re -

duc tion in of fi cial in ter est rates of ap prox i mately

25 b.p. up to the end of the year.  Re flect ing mar -

ket ex pec ta tions and the de cline in ECB of fi cial in -

ter est rates at the end of the year, money mar ket

in ter est rates main tained up to May 2002 a slightly 

up ward trend, that was re versed in Sep tem ber. In

De cem ber 2002, the three-month EURIBOR stood
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 Chart 2.3

CHANGES IN MONETARY AND FISCAL

POLICIES OVER THE LAST TWO YEARS
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Sources: Bloomberg, Eu ro pean Cen tral Bank, OECD and

Eu ro pean Com mis sion.

Note:

(a) In the case of Ja pan, it in cludes de ferred tax pay ments 

on sav ings.

(2) In the first months of 2003, the ad verse ef fects on eco nomic ac -

tiv ity, as so ci ated with the in creas ing prob a bil ity of a mil i tary

con flict in Iraq and the con tin ued ap pre ci a tion of the euro led

to a fur ther re duc tion of the of fi cial in ter est rates of the

Eurosystem by 25 b.p., on 6 March 2003. 



Ta ble 2.3

EURO AREA — MONETARY AND FINANCIAL INDICATORS

Units 2000 2001 2002 2002 2003

Dec Dec Dec Jan Mar Jun Sep Dec Jan Feb Mar

Euro ex change rate
Dol lar . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . dol lars, pe riod av er age 0.897 0.892 1.018 0.883 0.876 0.955 0.981 1.018 1.062 1.077 1.081
Yen . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . yen, pe riod av er age 100.6 113.4 124.2 117.1 114.7 117.8 118.4 124.2 126.1 128.6 128.2
Ster ling pound . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . pounds, pe riod av er age 0.613 0.620 0.642 0.617 0.616 0.644 0.631 0.642 0.657 0.670 0.683
Ef fec tive ex change rate in dex . . . . . . . . . . . . . . . . . . . . . . . . . . . 1999Q1=100, pe riod av er age 85.4 87.7 93.6 87.6 86.8 90.6 91.2 93.6 95.8 97.1 97.9

In ter est rates
ECB’s in ter ven tion rates
   Main re fi nanc ing op er a tions. . . . . . . . . . . . . . . . . . . . . . . . . . . %, end-of-pe riod 3.00 3.25 2.75 3.25 3.25 3.25 3.25 2.75 2.75 2.75 2.50
   Mar ginal lend ing fa cil ity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, end-of-pe riod 4.00 4.25 3.75 4.25 4.25 4.25 4.25 3.75 3.75 3.75 3.50
   De posit fa cil ity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, end-of-pe riod 2.00 2.25 1.75 2.25 2.25 2.25 2.25 1.75 1.75 1.75 1.50

In ter bank money mar ket
   EONIA . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, pe riod av er age 4.83 3.34 3.09 3.29 3.26 3.35 3.32 3.09 2.79 2.76 2.75
   3-month Euribor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, pe riod av er age 4.93 3.34 2.94 3.34 3.39 3.46 3.31 2.94 2.83 2.69 2.53
   12-month Euribor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, pe riod av er age 4.87 3.30 2.87 3.48 3.82 3.87 3.24 2.87 2.71 2.50 2.41

      Gov ern ment bond yields
5-year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, pe riod av er age 4.82 4.33 3.63 4.48 4.90 4.70 3.85 3.63 3.40 3.18 3.26
10-year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, pe riod av er age 5.07 4.96 4.41 5.02 5.32 5.16 4.52 4.41 4.27 4.06 4.13

Stock mar kets
Dow Jones Euro Stoxx index . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . in points, pe riod av er age 394.5 308 213.6 308.5 315.4 269.8 211.8 213.6 206.3 189.8 183.0

Mon e tary and credit ag gre gates
M3. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, y-o-y r.c. 4.1 7.9 6.8 7.7 7.2 7.1 7.2 6.8 7.2 8.1 -

3-month mov ing av er age 3.9 7.8 7.0 7.6 7.2 7.2 7.0 7.0 7.4 - -
M2. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, y-o-y r.c. 3.6 6.4 6.5 6.7 6.3 6.4 6.6 6.5 6.6 7.3 -
M1. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, y-o-y r.c. 5.2 5.5 9.8 6.6 6.0 6.8 8.2 9.8 9.5 10.3 -
Credit to res i dents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, y-o-y r.c. 6.0 5.2 4.1 5.2 4.8 4.4 4.3 4.1 4.1 4.3 -
Credit  the pri vate sec tor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . %, y-o-y r.c. 10.1 6.7 4.7 6.2 5.4 5.3 5.0 4.7 4.8 4.8 -
Credit o gen eral gov ern ment. . . . . . . . . . . . . . . . . . . . . . . . . . . . %, y-o-y r.c. -6.6 0.0 1.7 1.6 2.8 1.0 1.7 1.7 1.8 2.4 -

Source: ECB.



at an av er age monthly value of 2.94 per cent,

compared with 3.34 per cent in December 2001.

In 2002, the euro ex change rate ap pre ci ated on

av er age by 5.5 per cent vis-à-vis the dol lar and by

3.0 per cent in nom i nal ef fec tive terms(3). The up -

ward trend of the euro was main tained in the first

months of 2003 with an ad di tional nom i nal ef fec -

tive ap pre ci a tion of 4.1 un til March. The euro ap -

pre ci ated against the dol lar by 19.0 per cent, be -

tween the end of 2001 and the end of 2002, and by

3.9 per cent, be tween the lat ter date and 31 March

2003.(4)

In 2002, the stock and bond mar ket trend in the

euro area was in line with the be hav iour of ma jor

in ter na tional mar kets. The Dow Jones Eurostoxx

in dex de creased for the third con sec u tive year,

and its av er age value in De cem ber 2002 stood 31

per cent be low the level re corded in De cem ber

2001. Re flect ing the pref er ence of in ves tors for

lower risk as sets, av er age ten-year gov ern ment

bond yields in the euro area de clined by 0.6 p.p.

from De cem ber 2001 to De cem ber 2002, to reach

4.4 per cent. This seems to have re flected a sig nif i -

cant drop in me dium- and long-term real yields,

against a back ground of rel a tive sta bil ity of in fla -

tion ex pec ta tions in the euro area on that ho ri zon.

In deed, in that pe riod, real in ter est rates, as im -

plied in bonds in dex-linked to the euro area

inflation rate, declined by approximately 0.5 p.p.

3. MONETARY CONDITIONS 

OF THE PORTUGUESE ECONOMY 

3.1. Mon e tary con di tions 

As men tioned in the pre vi ous sec tion, as a re -

sult of the main te nance of the Eurosystem’s key in -

ter est rates un changed from 8 No vem ber 2001 to 5

De cem ber 2002, short-term money mar ket in ter est

rates re mained broadly sta ble in 2002. The down -

ward trend of money mar ket rates ob served in

2001 was only re sumed in the last quar ter of the

year, with the emer gence of ex pec ta tions of cuts in 

of fi cial in ter est rates, which were con firmed in

early De cem ber. The sta bil ity shown by short-term 

money mar ket rates in the euro area was re flected

in the be hav iour of nom i nal bank in ter est rates in

Por tu gal in the course of the year. These, for a

large part of the year, were kept at lev els very

close to those ob served at the end of 2001 and be -

low those re corded at the end of 2000. In the last

months of 2002, nom i nal bank in ter est rates de -

clined slightly, fol low ing the money market

interest rate trend (Chart 3.1).

In De cem ber 2002, the in ter est rate on loans to

non-fi nan cial cor po ra tions (for ma tu ri ties be tween 

91 and 180 days) stood at 4.6 per cent, a de crease

of 0.6 p.p. vis-à-vis the value re corded at the end

of the pre vi ous year. In turn, at the end of 2002,

the in ter est rate on loans to house holds with ma -

tu ri ties of over five years stood at 4.7 per cent, rep -

re sent ing a de cline of 0.4 p.p. from the value ob -

served in De cem ber 2001. The in ter est rate on time 

de pos its (with ma tu ri ties from 181 days to 1 year)

re mained vir tu ally un changed through out the

year, de creas ing by 0.1 p.p. from De cem ber 2001 to 

De cem ber 2002 (stand ing at 2.8 per cent at the end

of the year). The sta bil ity seen in bank in ter est

rates was re flected in a grad ual nar row ing of the

spreads be tween money mar ket in ter est rates and

bank in ter est rates. This trend was par tic u larly no -
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(3) Cal cu lated from monthly data.

(4) Cal cu lated from daily data.

 Chart 2.4

ACCUMULATED CHANGES VIS-À-VIS EARLY

JANUARY 2002 IN EXPECTATIONS OF THE

3-MONTH EURIBOR IMPLIED IN FUTURES

CONTRACTS MATURING IN DECEMBER 2002
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tice able in the spread be tween 6-month Euribor

and the in ter est rate on de pos its (181 days to 1

year) that re corded vir tu ally nil fig ures at the end

of 2002. In December 2002, this spread stood at 0.1

p.p. (0.4 p.p. in December 2001).

Dur ing the first half of 2002, real bank in ter est

rates(5) did not un dergo sig nif i cant changes (Chart

3.2). How ever, in the sec ond half of the year, real

in ter est rates de creased sig nif i cantly. Real in ter est

rates of lend ing op er a tions with house holds and

non-fi nan cial cor po ra tions had a very sim i lar

trend in the course of the year, and de creased by

0.7 and 0.9 p.p. re spec tively, be tween De cem ber

2001 and the end of 2002. In De cem ber 2002, real

lend ing in ter est rates reached his tor i cal

lows(6). The real in ter est rate on de pos its, which

has been neg a tive since mid-2000, re corded an ad -

di tional re duc tion of 0.4 p.p., to -1.2 per cent in

December 2002.

The evo lu tion of in ter est rates  over the last two 

years should have re sulted in a grad ual eas ing of

mon e tary con di tions. How ever, this trend seems

to have been mit i gated by the evo lu tion of the ef -

fec tive ex change rate in dex, which has ap pre ci ated 

since end-2000. The ef fec tive ex change rate in dex

for Por tu gal has re corded, in an nual av er age

terms, a nom i nal ap pre ci a tion of 0.6 per cent in

2001 and of 0.5 per cent in 2002. In real terms,(7)

the ap pre ci a tion of the in dex was much more sig -

nif i cant, hav ing in creased by 3.4 and 2.6 per cent

re spec tively in 2001 and 2002. The con tin ued

growth of unit la bour costs much above the in -

crease re corded by our ma jor trad ing part ners,

par tic u larly those par tic i pat ing in the euro area,

trans lated into a loss of com pet i tive ness over the
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Chart 3.1

BANK INTEREST RATES AND MONEY 
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(5) Real in ter est rates are cal cu lated as the con tem po ra ne ous dif -

fer ence be tween nom i nal in ter est rates and the year-on-year

rate of change in the CPI. In spite of its ac knowl edged lim i ta -

tions, this pro ce dure is used to es ti mate real in ter est rates, since 

it is dif fi cult to ac cu rately as sess the ex pec ta tions of eco nomic

agents re gard ing the in fla tion rate in the relevant period.

(6) The real in ter est rate on loans to non-fi nan cial cor po ra tions (91

to 180 days)  stood at 0.6 per cent.  In turn, the real in ter est rate

on loans to house holds for ma tu ri ties over 5 years stood at 0.7

per cent in De cem ber 2002. 

(7) The real ef fec tive ex change rate in dex is cal cu lated us ing unit

la bour costs for the econ omy as a whole, ex clud ing gov ern -

ment trans fers to Caixa Geral de Aposentações.

Chart 3.2

REAL BANK INTEREST RATES
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(a) Euribor is avail able since 1 Jan u ary 1999. Up to 31 De -

cem ber 1998, it was taken into ac count  Lisbor with

equiv a lent ma tu rity (on a 360-day ba sis, in or der to

en sure  the se ries continuity).

(b) In spite of the ac knowl edged lim i ta tions of this proce

dure, real in ter est rates are cal cu lated as the con tem -

po ra ne ous dif fer ence be tween nom i nal in ter est rates

and the year-on-year rate of change of the CPI,  since it 

is dif fi cult to de ter mine ac cu rately the ex pec ta tions of

eco nomic agents re gard ing the in fla tion rate in the

relevant period.



last two years, which has been ac com mo dated

through cuts in the profit margins of the sectors

more exposed to competition. 

In 2002, the growth rates of de pos its held by

the non-fi nan cial pri vate sec tor in the res i dent

bank ing sys tem main tained a down ward trend

(Charts 3.3 and 3.4).  Tak ing into ac count an nual

av er age stocks, de pos its held by the non-fi nan cial

pri vate sec tor in 2002 re corded a rate of change of

0.9 per cent, com pared with 3.7 per cent in the pre -

vi ous year. Also in an nual av er age terms, the rate

of change of de pos its held by house holds de -

creased by 2.4 p.p. from the pre vi ous year, to

stand at 1.6 per cent, while the rate of change of

de pos its held by non-fi nan cial cor po ra tions de -

clined by 4.3 p.p., from 2.1 per cent in 2001 to -2.3

per cent in 2002. The de cel er a tion of de pos its was

par tic u larly strong in the sec ond quar ter of 2002

and, most no ta bly, in the last month of the year. In

De cem ber 2002, the year-on-year rate of change of

de pos its held by the non-fi nan cial pri vate sec tor in 

the res i dent bank ing sys tem stood at -1.3 per cent,

com pared with 4.4 per cent in De cem ber 2001 (and 

with 6.4 per cent at the end of 2000). Bro ken down

by in sti tu tional sec tor, the year-on- year rate of

change of de pos its held by house holds de creased

from 4.4 per cent in De cem ber 2001, to -0.8 per

cent in De cem ber 2002, while the year-on-year rate 

of change of de pos its held by non- fi nan cial cor po -

ra tions de clined 7.7 p.p. over the same pe riod, to

stand at -3.7 per cent at the end of 2002. It should

be no ticed, how ever, that the evo lu tion of de pos its 

held by the non-fi nan cial pri vate sec tor in the res i -

dent bank ing sys tem con tin ued to be rather con -

strained by the evo lu tion of em i grants’ de pos its,

which de clined sig nif i cantly in 2002 (chiefly in the

first half of the year), re cord ing a year-on-year rate 

of change of -12.5 per cent in De cem ber 2002. In -

deed, the de posit ag gre gates ex clud ing em i grants’

de pos its did not show such a sig nif i cant de cel er a -

tion. The year-on-year rate of change of de pos its

held by house holds ex clud ing em i grants’ de pos its

de creased from 5.3 to 1.2 per cent, be tween De -

cem ber 2001 and De cem ber 2002. In turn, the

year-on-year rate of change of de pos its held by the 

non-fi nan cial pri vate sec tor ex clud ing em i grants’

de pos its de creased from 5.1 to 0.2 over the same

pe riod. The evo lu tion of em i grants’ de pos its is, to

a large ex tent, as so ci ated with the delocalisation of 

savings of these agents to non-resident banking

institutions that are, however, included within the

consolidation perimeter of Portuguese banking

groups. 

As an al ter na tive to de pos its in the res i dent

bank ing sys tem, if ac count is taken of all  de pos its

held by the Por tu guese non-fi nan cial pri vate sec -

tor (in clud ing em i grants) in Por tu gal and

abroad,(8) the de cel er a tion of de pos its in 2002, al -

beit quite sig nif i cant, does not seem to be as strong 
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 Chart 3.3
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 Chart 3.4
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as that re sult ing from the anal y sis of the res i dent

bank ing sys tem, par tic u larly in the first three

quar ters of the year (see Chart 3.5). In ef fect, con -

sid er ing all the de pos its in the res i dent bank ing

sys tem and abroad, the year- on-year rate of

change of de pos its held by the non-fi nan cial pri -

vate sec tor stood at 1.6 per cent in De cem ber 2002

(com pared with 7.6 per cent in De cem ber

2001)(9). De pos its held by house holds in the res i -

dent bank ing sys tem and abroad re corded a

year-on-year rate of change of 1.4 per cent, while

de pos its held by non-fi nan cial cor po ra tions in -

creased at a year-on-year rate of change of 2.0 per

cent vis-à-vis the end of the pre vi ous year (these

values compare with 7.6 per cent for both sectors

in December 2001).

Over a large part of 2002, par tic u larly in the

first three quar ters, trans fer able de pos its(10) and

time de pos its showed quite dif fer ent evo lu tions.

The for mer had a pos i tive and quite sig nif i cant

growth rate while the lat ter re corded a de crease

(Chart 3.6). This pat tern re flected the pref er ence of 

in ves tors for highly liq uid as sets, in a back ground

in which, given the main te nance of nom i nal in ter -

est rates on time de pos its at rather low lev els, the

op por tu nity cost  of hold ing de mand de pos its re -

mained at low lev els. In the last quar ter of 2002,

this phe nom e non ceased to be so ap par ent, and

there was a marked de cel er a tion of trans fer able

de pos its. Thus, the con tri bu tion of trans fer able de -

pos its to the year-on-year rate of change of de pos -

its held by the non-fi nan cial pri vate sec tor was re -

duced from 2.7 p.p. in the last quarter of 2001 to

0.4 p.p. in the last three months of 2002.

The evo lu tion of de pos its held by the non-fi -

nan cial pri vate sec tor (in par tic u lar when de pos its

in the res i dent bank ing sys tem and abroad are

con sid ered) re flects, to a large ex tent, the strong

slow down of the Por tu guese econ omy in 2002 and 

the his tor i cally low lev els of bank ing in ter est rates

on de pos its. Fur ther more, the slow down in de pos -

its should also re flect the ad just ment pro cess of

the fi nan cial sit u a tion of house holds, which, in

view of the high in debt ed ness lev els at tained in
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 Chart 3.5
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 Chart 3.6
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(8) In this ag gre gate are in cluded de pos its held by the res i dent

non-fi nan cial pri vate sec tor, us ing data from Mon e tary and Fi -

nan cial Sta tis tics, as well as de pos its held by the non-fi nan cial

pri vate sec tor abroad. In for ma tion on de pos its abroad is in -

cluded in the quar terly sta tis tics of the In ter na tional

Investment Position.

(9) In turn, re sources from cus tom ers of the Por tu guese bank ing

sys tem, on a con sol i dated ba sis, re corded a year-on-year rate of 

change of 1.2 per cent (es ti mate), com pared with 7.0 per cent in 

2001. How ever, note that this ag gre gate does not  in clude only

de pos its held by the non-fi nan cial pri vate sec tor, but all de pos -

its in the res i dent and non-res i dent bank ing sys tem (in clud ing

de pos its held by the general government).

(10)This ag gre gate is mostly com posed of de mand de pos its.



the mean time, must chan nel an in creas ing part of

their sav ings to cope with the re pay ment of debt

in curred over re cent years(11).  There fore, the in -

crease in the sav ings rate of house holds in 2002

did not re sult in a sig nif i cant growth of de pos its.

The in crease in sav ings seems to have re flected not 

only the need to cope with higher re pay ments of

debt, but also the ac qui si tion of other highly liq uid 

fi nan cial as sets with po ten tially more at trac tive

yields than bank deposits(12). 

In 2002, credit granted to the non-fi nan cial pri -

vate sec tor main tained the de cel er at ing trend

started in mid-1999. Con sid er ing  loans granted by 

mon e tary fi nan cial in sti tu tions(13), the an nual rate

of change of loans granted to the non- fi nan cial pri -

vate sec tor de creased from 13.8 per cent in De cem -

ber 2001 to 9.9 per cent at the end of 2002 and to

9.5 per cent in Feb ru ary 2003 (see Chart 3.7 and
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Ta ble 3.1

ANNUAL RATES OF CHANGE OF BANK LOANS TO THE RESIDENT 

NON-FINANCIAL PRIVATE SECTOR(a)

An nual per cent age change

House holds Non-fi nan cial
cor po ra tions

Non-fi nan cial
pri vate sec torHous ing Other pur poses To tal

2001 . . . . . . . . . . . . . . .
   Jan. . . . . . . . . . . . . . . 19.8 26.7 21.6 23.9 22.7
   Feb. . . . . . . . . . . . . . . 18.5 24.7 20.1 23.9 21.9
   Mar.. . . . . . . . . . . . . . 17.7 23.5 19.2 23.4 21.2
   Apr. . . . . . . . . . . . . . . 18.2 24.2 19.8 18.8 19.3
   May. . . . . . . . . . . . . . 16.9 21.6 18.1 18.7 18.4
   June . . . . . . . . . . . . . . 16.6 20.0 17.5 20.6 19.0
   July . . . . . . . . . . . . . . 16.3 19.9 17.3 18.8 18.0
   Aug. . . . . . . . . . . . . . 16.1 17.0 16.4 18.8 17.5
   Sep. . . . . . . . . . . . . . . 16.0 14.2 15.6 18.2 16.8
   Oct. . . . . . . . . . . . . . . 16.2 9.4 14.5 15.3 14.8
   Nov. . . . . . . . . . . . . . 16.1 8.8 14.2 15.5 14.8
   Dec. . . . . . . . . . . . . . . 15.5 6.2 12.9 14.7 13.8
2002
   Jan. . . . . . . . . . . . . . . 15.4 4.7 12.6 14.6 13.5
   Feb. . . . . . . . . . . . . . . 15.7 6.5 13.3 13.3 13.3
   Mar.. . . . . . . . . . . . . . 15.9 5.9 13.2 11.7 12.5
   Apr. . . . . . . . . . . . . . . 15.4 5.6 12.8 11.7 12.3
   May. . . . . . . . . . . . . . 15.8 7.1 13.6 10.7 12.2
   June . . . . . . . . . . . . . . 15.7 5.4 13.0 9.5 11.3
   July . . . . . . . . . . . . . . 15.7 3.7 12.6 9.3 11.0
   Aug. . . . . . . . . . . . . . 15.6 3.6 12.5 8.1 10.4
   Sep. . . . . . . . . . . . . . . 16.2 4.6 13.3 7.0 10.3
   Oct. . . . . . . . . . . . . . . 15.7 4.9 13.0 6.9 10.1
   Nov. . . . . . . . . . . . . . 15.5 3.7 12.6 7.1 9.9
   Dec. . . . . . . . . . . . . . . 15.4 2.4 12.1 7.5 9.9
2003
   Jan. . . . . . . . . . . . . . . 15.2 4.8 12.6 5.9 9.4
   Feb. . . . . . . . . . . . . . . 14.9 3.9 12.1 6.6 9.5

Note:

(a)  This ag gre gate in cludes bank loans ad justed for se curi ti sa tion and cor rected of reclassifications and write-offs/write-downs. An nual

rates of change cal cu lated from the in dex of ad justed stocks (Jan.2000=100), ac cord ing to ECB meth od ol ogy (see ECB Monthly

Bulletin).

(11)In ad di tion to the  fac tors abovementioned, two oc cur rences of

an oc ca sional na ture seem to have af fected the trend of de pos -

its at the end of 2002: on the one hand, the set tle ment of fis cal

debts un der the terms laid down in De cree-Law no. 248-A2002

(which should have reached ap prox i mately € 1367.4 mil lion,

ac cord ing to the Bud get Gen eral Di rec tor ate) may have also

con trib uted to the de crease in de pos its held by the non-fi nan -

cial sec tor at the end of 2002; on the other hand, the is sue of

con vert ible trans fer able as sets by a mon e tary fi nan cial in sti tu -

tion, chiefly placed with cus tom ers, may have had relevant

counterparts on the deposit side. 

(12)De vel op ments in fi nan cial mar kets in 2002 seem to have raised

the pref er ence of in ves tors for more sta ble and more liq uid as -

sets, hav ing as a coun ter part a de crease in the weight of shares

in their in vest ment port fo lios. How ever, this recomposition of

in vest ment port fo lios does not seem to have re flected a sig nif i -

cant in crease in de pos its, but rather an in crease in de mand for

units of in vest ment funds. In deed, avail able pre lim i nary ev i -

dence points to very sig nif i cant net sub scrip tions of short-term

in vest ment funds, money market funds, bonds funds and real

estate funds .



Ta ble 3.1). The de cel er a tion of bank loans granted

to the non-fi nan cial pri vate sec tor in 2002 chiefly

re flects the trend of loans granted to non-fi nan cial

cor po ra tions, given that the con tri bu tion of bank

loans to house holds to this de cel er a tion was sig -

nif i cantly lower. The an nual rate of change of bank 

loans granted to non-fi nan cial cor po ra tions de -

creased from 14.7 per cent at the end of 2001 to 7.5

per cent in De cem ber 2002. The slow down in eco -

nomic ac tiv ity and, in par tic u lar, the de cel er a tion

in cor po rate in vest ment, as so ci ated with the high

in debt ed ness lev els at tained in re cent years, seem

to have given rise to a lower de mand for credit by

Por tu guese cor po ra tions. On the other hand, the

per cep tion by banks of higher credit risk seems to

have also con trib uted to this trend, as well as the

loss of rel e vance of some spe cific fac tors un der ly -

ing sus tained high growth rates of credit to non-fi -

nan cial cor po ra tions in previous years(14). 

Credit granted to house holds has been de cel er -

at ing mark edly since mid-1999, when it reached

growth rates above 30 per cent. How ever, in the

course of 2002, the de cel er a tion of credit to house -

holds was not as sharp as in pre vi ous years. In

2002, the an nual rate of change of bank loans to

house holds, ad justed for se curi ti sa tion and cor -

rected of reclassifications and write-offs/write-

 downs,  de creased only 0.8 p.p., from 12.9 per cent 

in De cem ber 2001 to 12.1 per cent in De cem ber

2002. The evo lu tion of loans to house holds re -

flects, above all, the main te nance of a rel a tively

high growth pace of loans granted to house holds

for house pur chase. It is likely that the dis con tinu -

ance of the sub si dised sys tem for new credit in

Sep tem ber 2002 may have led to a sig nif i cant an -

tic i pa tion of de ci sions of house pur chase by

house holds(15). In deed, as from Sep tem ber, loans

for house pur chase de cel er ated grad u ally, al -

though main tain ing rel a tively high rates of

change. In Feb ru ary 2003, their an nual rate of

change stood at 14.9 per cent, com pared with 16.2

per cent in Sep tem ber 2002. The sus tained de mand 

for new credit for house pur chase seen af ter the

end of the sub si dised sys tem should be as so ci ated

with fa vour able con di tions re sult ing from the his -

tor i cally low lev els of lend ing rates, as well as with 

the launch ing of new prod ucts of credit for house

purchase(16). 

In turn, bank loans to house holds for pur poses

other than hous ing de creased sig nif i cantly in the

course of 2002. Their an nual rate of change, which

had al ready de clined con sid er ably in 2001, de -

creased from 6.2 per cent in De cem ber 2001 to 2.4
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 Chart 3.7

ANNUAL PERCENTAGE CHANGE OF BANK
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(13)This ag gre gate in cludes bank loans ad justed for se curi ti sa tion

op er a tions and cor rected of reclassifications and write-offs/

write-downs. An nual rates of change cal cu lated from the in dex 

of ad justed stocks (Jan.2000=100), ac cord ing to ECB meth od ol -

ogy (see ECB Monthly Bulletin).

(14)Among these spe cific fac tors, which did not seem to be di rectly 

re lated with the eco nomic junc ture, men tion should be made to 

bor row ing re quire ments as so ci ated with di rect in vest ment op -

er a tions by Por tu guese cor po ra tions abroad and with merger

and ac qui si tion op er a tions, as well as the car ry ing out of pub lic 

works (namely, road in fra struc tures with “shadow toll

concession”).

Note: 

(a) Bank loans ad justed for securitisations and cor rected

of reclas sifications and write-offs/write-downs. An -

nual growth rates are cal cu lated from  the in dex of ad -

justed stocks (Jan.2000=100), ac cord ing to the ECB

meth od ol ogy (see ECB Bulletin)

(15)The evo lu tion of the num ber of new hous ing credit con tracts,

ac cord ing to data re leased by the Trea sury Gen eral Di rec tor ate, 

sus tains, to some de gree, this hy poth e sis. In ef fect, over the

first three quar ters of 2002, the num ber of hous ing credit con -

tracts in creased by 20.5 per cent vis-à-vis the same quar ters in

the pre vi ous year. This in crease was par tic u larly marked in

con tracts un der a sub si dised sys tem, that in creased by 88.8 per

cent in year-on-year terms in the third quar ter of the year. In

the last quar ter of 2002, there was a sig nif i cant de cline in the

num ber of hous ing credit con tracts (-22.3 per cent, in

year-on-year terms).



per cent in De cem ber 2002. In early 2003, there

was a slight re cov ery of this rate of change, that

reached 3.9 per cent in February.  

In spite of the de cel er a tion ob served in the

course of 2002, the main te nance of the growth

rates of credit to the non-fi nan cial pri vate sec tor at

lev els sig nif i cantly above the growth rates of dis -

pos able in come and nom i nal GDP was re flected in 

a fur ther in crease in the in debt ed ness of the

non-fi nan cial pri vate sec tor in 2002. The in crease

in in debt ed ness was par tic u larly strik ing for

house holds, chiefly due to the trend of credit for

house pur chase. There fore, at the end of 2002,

house hold in debt ed ness ac counted for ap prox i -

mately 103 per cent of dis pos able in come, com -

pared with 97 per cent in the pre vi ous year (Chart

3.8). In spite of the in crease in in debt ed ness, the

debt bur den of house holds, de fined as the over all

debt ser vice, that in cludes in ter est paid and prin ci -

pal re pay ments as a per cent age of dis pos able in -

come, seems to have stood at lev els close to those

ob served in the pre vi ous year. The de crease in the

share of the in ter est bur den, due to the re duc tion

in  in ter est rates in the last two years, seems to

have off set the in crease in prin ci pal re pay ments,

as a per cent age of dis pos able in come. In turn, the

in debt ed ness of non-fi nan cial cor po ra tions, as a

per cent age of GDP, has also in creased from the

pre vi ous year, even though there was a slow down

in its growth pace. At the end of 2002, in debt ed -

ness of non-financial corporations represented 92

per cent of GDP, more 4 p.p.  than in 2001 (Chart

3.9). 

3.2. De vel op ments in the Mon e tary Sur vey(17)

The de cel er a tion of credit and de pos its over the 

last two years has been re flected in im por tant

changes in the Mon e tary Sur vey. In 2002, do mes tic 

credit flows de creased sig nif i cantly, when com -

pared with the flows ob served in pre vi ous years.

Bro ken down by com po nents, the ex cep tion was

credit granted to house holds that re corded net

flows slightly above those ob served in 2001, al beit

quite lower than in 2000. The de cline in net flows

of de pos its was even more sig nif i cant, de creas ing

from € +3111 mil lion in 2001 to € -569 mil lion in

2002 (Chart 3.10 and Table 3.2). 
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 Chart 3.8

HOUSEHOLD INDEBTEDNESS 

AND INTEREST PAYMENTS
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 Chart 3.9

INDEBTEDNESS OF NON-FINANCIAL

CORPORATIONS AND INTEREST 

PAYMENTS 
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(16)These new prod ucts en vis age more fa vour able con di tions in

the new credit con tracts for house pur chase, such as the re pay -

ment in pe ri ods up to 40 years, the ab sence of cap i tal pay ments 

in the first years of the con tract or the pos si bil ity to reach

loan-to-value ra tios close to 100 per cent (thereby stress ing a

trend that has been ob served over recent years). 

(17)The credit ag gre gates con sid ered in this sec tion were not ad -

justed for se curi ti sa tion op er a tions and were not cor rected of

reclassifications and write-offs/write-downs.



Ta ble 3.2

MONETARY SURVEY

Euro mil lion

Ab so lute changes

1998 1999 2000 2001 2002 2003 1999 2000 2001 2002 Dec. 2002 

Dec. Dec Dec. Dec. Dec. Feb. Dec. Dec. Dec. Dec. to Feb.
2003

Net ex ter nal as sets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14 960 8 985 -6 788 -19 270 -27 444 -30 771 -5 974 -15 773 -12 483 -8 174 -3 327
   Banco de Por tu gal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16 770 18 623 14 985 16 050 15 521 13 816 1 852 -3 638 1 065 -529 -1 705
   Other mon e tary fi nan cial in sti tu tions. . . . . . . . . . . . . . . . . . . . . . . -1 810 -9 637 -21 773 -35 321 -42 965 -44 587 -7 827 -12 136 -13 548 -7 644 -1 622
      of which: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
         De nom i nated in euro. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -2 364 -10 741 -19 559 -34 518 -39 524 -37 918 -8 377 -8 818 -14 959 -5 006 1 606

Credit to gen eral gov ern ment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12 522 8 764 8 496 9 082 8 069 7 976 -3 758 -268 585 -1 013 -92

Do mes tic credit (ex cept gen eral gov ern ment) . . . . . . . . . . . . . . . . . 102 736 129 577 160 783 179 401 191 038 191 714 26 840 31 206 18 618 11 637 676
   House holds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 591 56 859 68 921 76 063 83 363 83 819 12 268 12 062 7 142 7 300 456
   Non-fi nan cial cor po ra tions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45 539 56 500 70 667 80 085 86 374 86 454 10 962 14 167 9 418 6 289 80
   Non-mon e tary fi nan cial in sti tu tions . . . . . . . . . . . . . . . . . . . . . . . . 12 606 16 217 21 194 23 253 21 302 21 441 3 611 4 977 2 059 -1 951 139

Cur rency in cir cu la tion. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 562 5 620 5 392 4 451 7 025 6 759 1 059 -228 -941 2 575 -267

De pos its and de posit-like in stru ments - to tal. . . . . . . . . . . . . . . . . . 103 027 114 507 120 125 123 236 122 667 118 466 11 480 5 618 3 111 -569 -4 201
   Non-mon e tary fi nan cial in sti tu tions . . . . . . . . . . . . . . . . . . . . . . . . 7 623 9 661 9 843 10 360 9 641 8 991 2 038 182 517 -719 -650
   Gen eral gov ern ment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 177 8 872 8 181 6 329 7 866 7 540 695 -690 -1 852 1 536 -325
   Non-fi nan cial cor po ra tions and house holds . . . . . . . . . . . . . . . . . 87 227 95 974 102 100 106 547 105 161 101 935 8 747 6 126 4 447 -1 386 -3 225

Se cu ri ties other than cap i tal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 769 13 319 17 476 22 514 23 168 23 145 2 550 4 157 5 037 655 -23

Money mar ket fund shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 115 166 665 665 0 115 51 499 0

Cap i tal and re serves . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 905 20 827 25 920 27 867 28 725 31 634 4 921 5 093 1 947 858 2 909

 Sun dry (net). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -4 045 -6 947 -6 537 -9 021 -10 588 -11 749 -2 903 411 -2 484 -1 567 -1 161

Memo: Year-on-year rate of change

      Con tri bu tion to the euro area M1 ag gre gate . . . . . . . . . . . . . . . 38 164 45 537 47 723 51 177 53 149 50 967 19.3 4.8 7.2 3.9 1.4
      Con tri bu tion to the euro area M3  ag gre gate . . . . . . . . . . . . . . . 103 597 113 135 119 794 126 686 127 270 125 582 9.2 5.9 5.8 0.5 -1.0



The rise in the net credit po si tion of other

MFI(18) vis-à-vis the non-fi nan cial pri vate sec tor

has led to a de te ri o ra tion of its debtor po si tion

vis-à-vis abroad, i.e., other MFI have raised ex ter -

nally the funds nec es sary for the ex pan sion of

their as sets (par tic u larly credit). Note that these li -

a bil i ties are largely de nom i nated in euro, chiefly

re flect ing international bond is su ance by sub sid -

iar ies abroad of Por tu guese banks. How ever, in

the sec ond half of 2002, there was a sig nif i cant

drop in the re course to this type of fi nanc ing, in

line with the gen eral  de cline in gross is su ance of

bonds in in ter na tional fi nan cial mar kets over this

pe riod. None the less, tak ing into ac count in for ma -

tion on a con sol i dated ba sis re gard ing the bank ing 

sys tem, the is sue of se cu ri ties in in ter na tional fi -

nan cial mar kets rep re sents an in creas ing share of

the fi nanc ing of the bank ing sys tem while, in turn, 

net in ter bank fi nanc ing de clined in 2002, in par tic -

u lar for do mes tic banks. As re gards the lat ter, in -

ter bank li a bil i ties, net of in ter bank as sets, de -

creased from 8.0 to 5.6 per cent of gross credit be -

tween De cem ber 2001 and December 2002 (as a

percentage of GDP, it decreased from 9.9 to 6.9 per 

cent).

4. FISCAL POLICY 

Ac cord ing to the March 2003 ex ces sive def i cit

pro ce dure no ti fi ca tion, the gen eral gov ern ment

def i cit, on a Na tional Ac counts ba sis, stood at 2.7

per cent of GDP in 2002(19), af ter hav ing reached

4.2 per cent of GDP in 2001 (Ta ble 4.1). In 2002, the 

gen eral gov ern ment def i cit was slightly be low the

tar get an nounced in the Sup ple men tary Bud get of

May 2002 (2.8 per cent of GDP), al though ben e fit -

ing from a set of tem po rary mea sures that rep re -

sented ap prox i mately 1.5 p.p. of GDP.  These tem -

po rary mea sures, im ple mented at the end of 2002

and not en vis aged in the Sup ple men tary Bud get,

con sisted in a programme for the set tle ment of tax

ar rears, which has raised gen eral gov ern ment re -

ceipts for 2002 in Na tional Ac counts by ap prox i -

mately 0.9 p.p. of GDP(20), and in the sale of both

the fixed tele com mu ni ca tions net work and the

rights for the re in tro duc tion of tolls in a motor way, 

amount ing to 0.3 and 0.2 p.p. of GDP, re spec t -

ively(21). More over, the re ceipts from the sale of

build ings and land by the gen eral gov ern ment in

2002 stood above those ob served in re cent years, at 

ap prox i mately 0.1 p.p. of GDP, and should also be
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 Chart 3.10

NET POSITION OF THE MONETARY SECTOR(a) 

(INSTITUTIONAL BREAKDOWN)

As a per cent age of GDP
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Note: 

(a) The net po si tion of the mon e tary sec tor vis-à-vis each

sec tor is de fined as the dif fer ence be tween as sets and

li a bil i ties of the mon e tary sec tor vis-à-vis that sector..

(18)The net po si tion of the mon e tary sec tor vis-à-vis each sec tor is

de fined as the dif fer ence be tween as sets and li a bil i ties of the

mon e tary sec tor vis-à-vis that sector.

(19)Ac cord ing to data re ported by the Na tional Sta tis ti cal In sti tute

to Eurostat, the gen eral gov ern ment def i cit stood at 2.6 per cent 

of GDP in 2002. How ever, the Eurostat, in its press re lease

sum ma ris ing the re sults of the ex ces sive def i cit pro ce dure no ti -

fi ca tion for the dif fer ent Mem ber States, ex cluded the re ceipts

re ceived by the Por tu guese gov ern ment as a re sult of the liq ui -

da tion of the EFTA fund for in dus trial de vel op ment in Por tu -

gal. Ac cord ing to the Eurostat, such re ceipts should not have

an im pact on the def i cit, on a Na tional Ac counts ba sis, which

was re flected in a re vi sion of the def i cit equivalent to € 139.5

million (0.1 percentage points of GDP).

(20)Note that re ceipts re sult ing from the ex traor di nary set tle ment

of tax ar rears on 3 Jan u ary 2003 (ap prox i mately 0.15 p.p. of

GDP) will be re corded in the gen eral gov ern ment Na tional Ac -

counts of 2003. The amounts re ceived in 2002 and 2 Jan u ary

2003 were con sid ered in Na tional Ac counts as receipts of 2002.

(21)In Na tional Ac counts, the re ceipts from the sale of the fixed

tele com mu ni ca tions net work and from the rights of re in tro duc -

tion of tolls in a motor way were re corded on the ex pen di ture

side with a neg a tive sign in the items of gross fixed cap i tal for -

ma tion and net ac qui si tion of non-fi nan cial and non-pro duced

as sets (other cap i tal expenditure), respectively.



considered a temporary effect with a positive

impact on the fiscal balance of 2002.

The cor rec tion of the def i cit in 2002, tak ing into

ac count the abovementioned ef fects, would lead to 

a value very close to the def i cit ob served in 2001.

How ever, since the mac ro eco nomic sce nario has

de te ri o rated sig nif i cantly in 2002 vis-à-vis 2001,

the evo lu tion of the def i cit rep re sented a bud get -

ary con sol i da tion ef fort, re vers ing the ex pan sion -

ary stance of fis cal pol icy ob served in re cent years. 

In deed, in the 1997-2001 pe riod, the pri mary bal -

ance ad justed for cy cli cal and tem po rary ef -

fects(22) de creased year af ter year, with an ac cu mu -

lated change of 3.0 p.p. of GDP (Chart 4.1). In

2002, this bal ance in creased by 0.3 p.p. of GDP

from -2.0 per cent of GDP in 2001 to -1.7 per cent

of GDP in 2002. The 2002 evo lu tion re sulted from

an in crease in re ceipts ad justed for cy cli cal and

tem po rary ef fects (0.8 p.p. of GDP) that ex ceeded

the rise in the cy cli cally ad justed pri mary ex pen di -

ture cor rected for the ef fects of tem po rary mea -

sures (0.5 p.p. of GDP) (Chart 4.2). In 2002, the to -

tal bal ance ad justed for cy cli cal ef fects and tem po -

rary mea sures im proved by 0.4 p.p. rel a tive to

2001, stand ing at -4.7 per cent of GDP(23). 

The be hav iour of to tal re ceipts ad justed for cy -

cli cal ef fects and tem po rary mea sures in 2002 was, 

to a large ex tent, ex plained by the rise in the stan -
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Ta ble 4.1

GENERAL GOVERNMENT ACCOUNTS

Na tional Ac count ing

As a per cent age of GDP Growth rates

 2000 (a)  2001 2002 (b) 2001 2002 (b)

in clud ing
the ef fects
of tempor-
ary  mea -

sures

ex clud ing
the ef fects
of  tempor-

ary mea -
sures

in clud ing
the ef fects
of tempor-
ary  mea -

sures

ex clud ing
the ef fects
of  tempor-

ary mea -
sures

To tal rev e nue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42.3 41.6 42.9 42.0 5.3 8.4 6.1

  Cur rent rev e nue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40.8 39.9 41.0 40.1 4.7 7.8 5.5

      Taxes on in come and wealth . . . . . . . . . . . . . . . . . 10.4 9.8 9.7 9.2 0.6 4.1 -1.1

      Taxes on pro duc tion and im ports . . . . . . . . . . . . . 14.4 14.3 15.0 14.7 5.8 10.2 8.0

      So cial con tri bu tions . . . . . . . . . . . . . . . . . . . . . . . . . 11.8 11.8 12.1 12.0 7.7 7.6 6.6

      Other cur rent rev e nue . . . . . . . . . . . . . . . . . . . . . . . 1.7 1.7 1.9 1.9 6.8 16.4 16.4

      Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5 2.3 2.3 2.3 -0.3 3.7 3.7

  Cap i tal rev e nue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.4 1.7 1.9 1.9 23.4 21.7 21.7

To tal ex pen di ture . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45.4 45.8 45.7 46.2 8.7 4.7 6.1

    Cur rent ex pen di ture . . . . . . . . . . . . . . . . . . . . . . . . . 40.1 40.1 41.0 41.0 7.1 7.4 7.4

       Cur rent trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.5 17.6 18.4 18.4 7.8 9.4 9.4

            To house holds. . . . . . . . . . . . . . . . . . . . . . . . . . . 14.0 14.1 14.7 14.7 7.3 9.5 9.5

            To cor po ra tions. . . . . . . . . . . . . . . . . . . . . . . . . . 1.1 1.3 1.4 1.4 33.0 10.3 10.3

           Other trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.4 2.2 2.3 2.3 -0.9 7.9 7.9

        In ter est . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.2 3.1 3.0 3.0 4.0 1.4 1.4

        Com pen sa tion of em ploy ees . . . . . . . . . . . . . . . . 15.0 15.1 15.3 15.3 8.0 6.5 6.5

        In ter me di ate con sump tion . . . . . . . . . . . . . . . . . . 4.4 4.3 4.3 4.3 3.3 7.2 7.2

   Cap i tal ex pen di ture . . . . . . . . . . . . . . . . . . . . . . . . . . 5.4 5.7 4.6 5.2 21.6 -14.2 -3.6

        Gross fixed cap i tal for ma tion. . . . . . . . . . . . . . . . 3.8 4.1 3.6 4.0 13.3 -7.4 3.0

        Other cap i tal ex pen di ture . . . . . . . . . . . . . . . . . . 1.5 1.6 1.1 1.2 14.8 -31.5 -20.2

 Over all bal ance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -3.2 -4.2 -2.7 -4.2

Memo:

Pri mary cur rent ex pen di ture . . . . . . . . . . . . . . . . . . . . 36.9 37.0 38.0 38.0 7.3 7.9 7.9

Pri mary bal ance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0 -1.1 0.3 -1.2

Cy cli cally-ad justed pri mary bal ance. . . . . . . . . . . . . . -1.0 -2.0 -0.2 -1.7

Pub lic debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53.3 55.2 57.8 -

Notes:

(a)  Ex clud ing the re ceipts from the sale of UMTS licen ces.

(b) The tem po rary mea sures taken into ac count in clude the ef fects of the ex traor di nary set tle ment of tax ar rears, the sale of the fixed tele -

com mu ni ca tions net work, the sale of the rights of re in tro duc ing tolls in a motor way  and the sale of build ings and land. The last one is

cal cu lated as the dif fer ence be tween the fig ure re corded in 2002 and the one ob served in 2001, as a percentage of GDP.



dard VAT rate from 17 to 19 per cent as of June

2002 and by the in creases in the tax on oil prod -

ucts in the course of 2002. More over, trans fers

from the Eu ro pean Un ion re corded, in prin ci ple,

in line with the neu tral ity prin ci ple of com mu nity

funds, showed high growth rates in 2002, that

were re flected in the be hav iour of other cur rent re -

ceipts (Eu ro pean Social Fund) and capital receipts.

As re gards pri mary ex pen di ture ad justed for

cy cli cal and tem po rary ef fects, the evo lu tion ob -

served in 2002 con tin ued to be strongly in flu -

enced, as in pre vi ous years, by the be hav iour of

pri mary cur rent ex pen di ture, in spite of the im ple -

men ta tion in the sec ond half of the year of some

mea sures for the con trol and ac tual cut in cen tral

gov ern ment cur rent ex pen di ture. There fore, in

2002, ex pen di ture with per son nel and in ter me di -

ate con sump tion con tin ued to show high growth

rates, with in creases of 0.2 and 0.1 p.p. of GDP, re -

spec tively. In ad di tion, trans fers to house holds

also con tin ued to re cord a very strong growth, in -

creas ing by 0.6 p.p. as a ra tio of GDP, mainly as a

re sult of the be hav iour of ex pen di ture in pen sions

of both the pri vate sec tor and the civil ser vants so -

cial se cu rity sys tem. It should be noted, how ever,

that in 2002 the growth rates of these three ex pen -

di ture items were in flu enced by the trans for ma -

tion of 31 hos pi tals as pub lic cor po ra tions at the

end of the year, which im plied the re clas si fi ca tion

of € 158.7 mil lion rel a tive to three weeks of ex pen -

di ture. This change did not have an im pact on the

def i cit, lead ing only to an in crease in trans fers to

house holds and to a decline in compensations of

employees and intermediate consumption by the

same amount.
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(22)The cy cli cally ad justed pri mary bal ance is cal cu lated ac cord ing 

to the meth od ol ogy cur rently used in the ESCB. The ad just -

ment for tem po rary ef fects takes into account:

• The ex traor di nary ef fect of sales of build ings and land in ev -

ery year be tween 1997 and 2002. This is cal cu lated as the dif -

fer ence, as a per cent age of GDP, be tween the value re corded

in the year and the 2001 fig ure. Ac cord ing to this ap proach,

from 1999 to 2002, part of the sales of build ings and land is

con sid ered extraor dinary. 

• Trans fers from the Banco Nacional Ultramarino and Macau to

the Caixa Geral de Aposentações in 1997.

• The ef fects of the ex traor di nary set tle ment of tax ar rears and

of the sale of both the fixed tele phone net work and of the

rights for the re in tro duc tion of tolls in a motor way in 2002.

(23)The cal cu la tion of cy cli cally ad justed bal ances was based on

the meth od ol ogy de vel oped by the Eu ro pean Sys tem of Cen -

tral Banks, which con sid ers a smooth en ing pa ram e ter of 30.

The use of a smooth en ing pa ram e ter of 100, per haps more con -

ven tional, would lead to an im prove ment in the cy cli cally ad -

justed to tal and pri mary bal ances of 0.5 and 0.4 p.p. of GDP

(i.e. 0.1 p.p. more than when parameter 30 is considered).

 Chart 4.1
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Note: The tem po rary mea sures ef fects in clude the ex -

traor di nary ef fect of the sale of build ings and  land

for the whole pe riod con sid ered. It is cal cu lated as

the dif fer ence be tween the value re corded in the

year and the value ob served in 2001, as a per cent -

age of GDP. In ad di tion, in 1997, trans fers to the

Caixa Geral de Aposentações from the Banco Nacional

Ultramarino and Macau are excluded.

 Chart 4.2

CHANGES IN TOTAL RECEIPTS AND PRIMARY

EXPENDITURE ADJUSTED FOR CYCLICAL 

AND EXTRAORDINARY EFFECTS
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The pub lic debt ra tio stood at 57.8 per cent at

the end of 2002, with an in crease of 2.6 p.p. from

the value re corded at the end of 2001 and of 4.5

p.p. from the end of 2000. The evo lu tion of the

debt ra tio in 2002 was, to a large ex tent, the re sult

of the con sid er able ef fect of def i cit-debt ad just -

ments, since the con tri bu tion of the def i cit to the

debt in crease was al most fully off set by the fa -

vour able ef fect of nominal GDP growth.

5. OUTPUT DEVELOPMENTS IN 2002:

EXPENDITURE AND OUTPUT 

Ac cord ing to the es ti mates of the Banco de Por -

tu gal, GDP has grown by 0.4 per cent in 2002, re -

flect ing a sig nif i cant slow down from the growth of 

1.7 per cent re corded in 2001 (Ta ble 1.1). The de cel -

er a tion of ac tiv ity in 2002 is par tic u larly no tice able 

when ana lys ing its be hav iour in the course of the

year. From the first six months to the sec ond, ac -

tiv ity slowed down sig nif i cantly and the sec ond

half of the year was marked by a real neg a tive

change in GDP (see Box: “Intra-an nual trend of eco -

nomic ac tiv ity in 2002“).

The de cel er a tion of eco nomic ac tiv ity was de -

ter mined by the neg a tive be hav iour of do mes tic

de mand (with a con tri bu tion of -0.6 per cent for

GDP growth), re flect ing the slow down of pri vate

con sump tion and, chiefly, the de crease in ex pen di -

ture in in vest ment goods (Chart 5.1). In turn, the

con tri bu tion of net ex ter nal de mand to growth (1.0 

per cent) was more fa vour able than in the pre vi -

ous year (0.1 per cent), with a slight ac cel er a tion of 

ex ports and a de crease in im ports, in line with the

trend of domestic demand.

Com pared with the es ti mates pre sented in the

June, Sep tem ber and De cem ber 2002 is sues of the

Eco nomic Bul le tin (Ta ble 5.1), real out put growth is

very close to the av er age tar get range then an -

nounced, de spite some dif fer ences in the com po si -

tion of that growth, par tic u larly in the growth of

do mes tic de mand com po nents. The con tri bu tions

of both the do mes tic and ex ter nal de mand to

growth are also, on the whole, very sim i lar to

those im plied in the es ti mates pre vi ously re leased. 

How ever, it should be noted that a change in the

com po si tion of do mes tic de mand was char ac ter -

ised by sharper re duc tion in GFCF and higher

growth of pub lic con sump tion. In ad di tion, ex ter -

nal trade flows in both ex ports and im ports were

slightly stron ger than pre vi ously es ti mated, al -

though the con tri bu tion of net ex ter nal demand to

real output growth has remained at approximately 

1 percentage point.

The growth of pri vate con sump tion in Por tu gal 

was weak, de cel er at ing again from the pre vi ous

year (real growth stood at 0.4 per cent in 2002 and

at 1.0 per cent in 2001). This slow down was fol -

lowed by a strong de te ri o ra tion of the con fi dence

in di ca tor of Por tu guese con sum ers, which at the

end of the year stood at his tor i cally low lev els

(Chart 5.2). The drop of the con fi dence in di ca tor in 

Por tu gal, that was stron ger than in the euro area

as a whole, was par tic u larly sharp in the sec ond
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 Chart 5.1
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quar ter. This trend was prob a bly re lated with the

aware ness of the gen eral pub lic as to the se ri ous -

ness and unsustainability of Por tu guese pub lic fi -

nance im bal ances, and with the first cor rec tive

mea sures taken, namely the in crease in the VAT

stan dard rate.  The dif fer ent be hav iour of the con -

fi dence in di ca tors in Por tu gal and in the euro area

may be partly ex plained by the vul ner a bil ity of the 

fi nan cial sit u a tion of many house holds, with high

in debt ed ness lev els, and very un fa vour able pros -

pects as to the trend of unemployment, which

were confirmed over the second quarter.

The weak growth of pri vate con sump tion ex -

pen di ture may be il lus trated by a set of quan ti ta -

tive and qual i ta tive in di ca tors. The re tail trade

turn over in dex (that does not cover sales of light

pas sen ger ve hi cles and fu els) slowed down sig nif i -

cantly from 2001, in creas ing in nom i nal terms by

1.6 per cent in 2002 (6.1 per cent in 2001). Given

the trend of prices of prod ucts cov ered by this in -

di ca tor, the real change in this in dex in 2002 is

likely to have been vir tu ally nil. How ever, the

share of this in dex on du ra ble goods in creased by

only 0.8 per cent in nom i nal terms (3.3 per cent in

2001), which should cor re spond to a neg a tive real

change. Con sump tion ex pen di ture in the ac qui si -

tion of ve hi cles de creased again sig nif i cantly,

which is proven by the num ber of light pas sen ger

ve hi cles sold, that de creased by 11.4 per cent in

2002, af ter a fall of 12 per cent in 2001. It should be 

re called, how ever, that in 2001 sales of light pas -

sen ger ve hi cles, par tic u larly off-the-road ve hi cles,

were par tic u larly af fected by the changes in tro -

duced in taxes on ve hi cles. Ex clud ing off-the-road

ve hi cles, the fall in sales of ve hi cles is thus sharper 

in 2002 (-10.2 per cent, com pared with -3.6 per cent 

in 2001). There fore, ex pen di ture in du ra ble goods

(ve hi cles and other goods) showed a fall in real

terms, re flect ing the usual higher sen si tiv ity of this 

type of goods to the eco nomic cy cle. Con sump tion 

of ser vices also seems to have had a mod er ate

growth, be low that re corded in 2001, but higher

than in con sump tion of goods. In par tic u lar, the

tour ism ser vices com po nent had a more un fa vour -

able trend than the other ser vices, with a real de -

cline of 2 per cent, af ter a growth of 3 per cent in

2001. The qual i ta tive re sults of the re tail trade sur -

vey (on turn over, or ders to suppliers and actual

and expected activity) presented a down ward

trend in 2002, in line with the trend of the

consumer confidence indicator.

The trend of pri vate con sump tion was lim ited

by the low real growth of the dis pos able in come of 

house holds, which re corded a change of 1.1 per

cent (1.5 per cent in 2001). The de cel er a tion was

sharper in pri vate con sump tion than in dis pos able 
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Ta ble 5.1

MAIN ECONOMIC INDICATORS

Per cent age rates of change - 2002

EB June

 2002

 EB Sep tem ber
 2002

EB De cem ber
 2002

 EB March 
2003

Pri vate con sump tion . . . . . . . . . . . . . . . . . . . . . . . . . ½ ; 1½ -¼ ; ¾ 0 ; ¾ 0.4

Pub lic con sump tion . . . . . . . . . . . . . . . . . . . . . . . . . . 0.9 1.1 1.5 2.6

GFCF . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -5 ; -3 -5¼ ; -3¼ -5 ; -3 -5.4

Do mes tic de mand . . . . . . . . . . . . . . . . . . . . . . . . . . . . -¾ ; ¼ -1 ; 0 -¾ ; -¼ -0.5

Ex ports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 ; 2½ ¾ ; 2¼ 1; 2 2.4

Over all de mand . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -¼ ; ¾ -½ ; ½ -¼ ; ¼ 0.1

Im ports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -1½ ; ½ -2½ ; -½ -2¼ ; -¼ -0.6

GDP. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 ; 1 0 ; 1 ¼ ; ¾ 0.4

Cur rent ac count + cap i tal ac count (% GDP) . . . . . . -6½ ; -5.0 -6¾ ; -5¼ -6½ ; -5½ -5.7

HICP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.5; 4.5 3.5; 3.7 3.7 3.7



in come, which was re flected in an in crease in the

sav ings rate of house holds from 11.8 to 12.4 per

cent. The year 2002 was the third con sec u tive year

of an in crease in the sav ings rate. Its ac cu mu lated

growth since 1999 stood at ap prox i mately 3.5 p.p.

In ad di tion to the in crease in the sav ings rate for

pre cau tion ary rea sons, as so ci ated with the de te ri -

o ra tion of eco nomic pros pects and ris ing un em -

ploy ment, the in crease in the sav ings rate in 2002

prob a bly re flects the need of house holds to al lo -

cate a grow ing share of their sav ings to cope with

the re pay ment of debts to the bank ing system,

particularly associated with loans for house

purchase.

In 2002, pub lic con sump tion in creased, in vol -

ume, by 2.6 per cent, 1.4 p.p. above the value dis -

closed in the De cem ber is sue of the Eco nomic Bul le -

tin, with stress on the do mes tic de mand com po -

nent that pre sented higher growth (Chart 5.1).

Thus, in spite of a de cel er a tion from the pre vi ous

year (3.5 per cent growth, in vol ume), this com po -

nent of ex pen di ture con tin ued to rise clearly above 

the real growth of out put. In 2002, in nom i nal

terms, pub lic con sump tion in creased by 7.4 per

cent (7.9 per cent in 2001). The de cel er a tion of the

com po nent ex pen di ture with per son nel, which

none the less in creased by 6.5 per cent in nom i nal

terms (8.0 per cent in 2001), was par tially coun -

tered by the ac cel er a tion from 7.6 to 9.8 per cent of 

the other components of public consumption.

Changes in stocks had a slightly pos i tive con tri -

bu tion to GDP growth. The re sults of the sur vey of

the Na tional Sta tis ti cal Of fice (INE) sug gest that

there was an in crease in the level of stocks in man -

u fac tur ing in dus try in the course of 2002 (Chart

5.3). In re tail trade and whole sale trade, how ever,

ev i dence in these sur veys does not per mit to reach

any con clu sion ei ther on stocking or on destock ing.

GFCF showed a de crease of 5.4 per cent in

2002, com pared with a growth of 0.3 per cent in

2001. The de cline in the ac qui si tion fixed as sets

goods was broadly based across all its com po nents 

(trans port ma te rial, ma chin ery and equip ment and 

con struc tion). In par tic u lar, in vest ment in trans -

port ma te rial de clined strongly for the sec ond con -

sec u tive year, re duc ing by ap prox i mately 23 per

cent, af ter de creas ing by nearly 15 per cent in the

pre vi ous year. In vest ment in ma chin ery and metal

prod ucts de creased by -5.2 per cent, af ter an in -

crease of 1.6 per cent in 2001. In turn, GFCF in con -

struc tion re corded a change of -3.2 per cent.  By in -

sti tu tional sec tor, the fall in in vest ment by cor po -

ra tions and house hold is par tic u larly note wor thy.

As re gards the gen eral gov ern ment, in vest ment

has fallen by 7.4 per cent in 2002, in nom i nal

terms, al though this rate has been highly in flu -

enced by sales of as sets that have been reg is tered

as dis in vest ment. Ex clud ing these sales, gross

fixed cap i tal for ma tion of the gen eral gov ern ment

grew by 3 per cent in nom i nal terms, which still

corresponds to a significant deceleration from the

previous year (9.3 per cent).
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 Chart 5.2
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The de cline in pri vate in vest ment, par tic u larly

in equip ment (ma chin ery and trans port ma te rial)

re flects, to a large ex tent, the low con fi dence lev els 

of en tre pre neurs, as so ci ated with the weak dy na -

mism shown by do mes tic and ex ter nal de mand

that did not boost an in crease in ca pac ity uti li za -

tion when the rates of the lat ter were still at rel a -

tively low lev els, partly due to heavy in vest ments

in re cent years. More over, the in debt ed ness lev els

at tained by some corporations limit the growth of

this variable.

All subcomponents of in vest ment in con struc -

tion (hous ing, pub lic works and non-res i den tial

build ings) pre sented weaker growth rates than

those ob served in 2001, as il lus trated in Chart 5.4.

In par tic u lar, ac tiv ity in the new hous ing seg ment

seems to have fallen in 2002. This is sug gested by

sev eral in di ca tors, such as the sus tained de cline in

the num ber of new res i den tial build ing per mits

(-8.9 per cent in 2002, af ter a drop of 10.2 per cent

in 2001) and in the num ber of res i den tial build ings 

con cluded (-2.3 per cent up to Sep tem ber and -2.0

per cent in 2001). The ap par ent con tra dic tion with

the trend of bank loans for house pur chase, which

grew con sid er ably (15.4 per cent in 2002, vis-à-vis

15.5 per cent in 2001) may be the re sult of the sale

of new and used houses in stock, as well as of a

pos si ble in crease in the ra tio of credit granted to

the value of the houses. As re gards the for mer

case, due to lack of re li able in di ca tors on the date

of sale, es ti mates of Por tu guese na tional ac counts

usu ally reg is ter hous ing in vest ment on the date of

the con struc tion in stead of the date of the ac tual

sale of the dwell ing. There fore, new houses now

sold that are re flected in loans for house pur chase

were reg is tered as in vest ment in con struc tion in

pre vi ous years(24).

In 2002, ex ports of goods and ser vices had a

real growth of 2.4 per cent, which cor re sponds to

an ac cel er a tion of 0.6 per cent age points from the

pre vi ous year. Be hind this slight ac cel er a tion were

both the goods com po nents, that grew by 2.1 per

cent in real terms (0.3 p.p. more than in 2001), and

the ser vices com po nent, that in creased by 3.2 per

cent in vol ume (1.5 p.p. more than in the pre vi ous

year). This ac cel er a tion oc curred in spite of the

slow down in ex ter nal de mand rel e vant for Por tu -

guese econ omy, which had a growth rate of 0.7 per 

cent in 2002. This growth dif fer en tial be tween Por -

tu guese ex ports and the rel e vant ex ter nal mar ket

cor re sponds to a gain in mar ket share of 1.4 p.p.,

af ter a gain of 0.5 p.p. in 2001. The mag ni tude of

this gain in mar ket share, how ever, in ad di tion to

be ing sub ject to the usual sta tis ti cal un cer tainty in -
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(24)In the case of dwell ings whose fi nal pur chaser is de ter mined

dur ing con struc tion, this pro ce dure is more in line with na -

tional ac count ing prin ci ples. How ever, if the fi nal pur chaser is

not es tab lished dur ing con struc tion, the same prin ci ples rec om -

mend that it should be reg is tered as a pos i tive change in stocks

of goods in stage of pro duc tion. Only af ter the date of sale

should it be reg is tered as in vest ment in hous ing, as a coun ter -

part to the de cline in stocks. Any way, the GDP es ti mate, ex -

clud ing a break down be tween in vest ment in GFCF and

changes in stocks, is identical in both versions.
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her ent on its cal cu la tion, cor re sponds only to a

small per cent age of the ac cu mu lated loss of share

oc curred be tween 1997 and 2000 (ap prox i mately

15 per cent) and, more over, has only been pos si ble 

due to a fur ther re duc tion in the profit mar gins of

ex port ers. The in crease in ex ports of ser vices was

due to the ser vices com po nent, that ex cludes tour -

ism ser vices, the growth of which (above 10 per

cent) has offset the decrease in volume (of 2 per

cent) in tourism expenditure.

In turn, im ports of goods and ser vices de -

creased by 0.6 per cent in real terms (it had in -

creased by 1.1 per cent in 2001) as a re sult of a de -

cline of 0.8 per cent in im ports of goods and an in -

crease of 1.2 per cent in im ports of ser vices. Im -

ports of goods have thus re flected a lower do mes -

tic de mand, in par tic u lar the fall in in vest ment in

equip ment goods, chiefly transport material.

Given that goods im port prices de clined more

than ex port prices, the dif fer en tial in the trend of

these prices was fa vour able to Por tu gal for the sec -

ond con sec u tive year. Gains in terms of trade at -

tained 2.4 per cent in 2002 (1.5 per cent in 2001).

The de cel er a tion of ac tiv ity in 2002 was broadly 

based across all sec tors of ac tiv ity ex cept ag ri cul -

ture, for estry and fish ing, which re corded a sig nif -

i cant in crease in vol ume (7.2 per cent), af ter a fall

in the pre vi ous year (of -1.6 per cent). Neg a tive

growth rates are es ti mated for con struc tion and, to 

a lesser de gree, for in dus try. In ef fect, in 2002, the

turn over in dex in man u fac tur ing in dus try

dropped by 1.1 per cent in nom i nal terms (a

growth rate of 2.5 per cent in 2001). How ever, the

share of this in dex re lat ing to pro duc tion for the

ex ter nal mar ket in creased slightly (by 0.3 per

cent), al though de cel er at ing from the pre vi ous

year (5.6 per cent). In turn, the man u fac tur ing in -

dus try pro duc tion in dex de cel er ated from 2.3 per

cent in 2001 to 0.3 per cent in 2002. Ac tiv ity in ser -

vices re vealed weak growth, de cel er at ing from the 

pre vi ous year. This was, to a large ex tent, the re -

sult of a fall of ac tiv ity in trade (re flect ing the

trend of pri vate con sump tion and in vest ment).

The slow down in the com po nents ho tels and res -

tau rants was chiefly the re sult of the neg a tive be -

hav iour of ex pen di ture by non-res i dents. The

com munications sector continued to grow at a

robust pace, albeit decelerating from 2001.

The broadly based slow down in the dif fer ent

sec tors was re flected in the ac tiv ity co in ci dent in -

di ca tor cal cu lated by the Banco de Por tu gal, which 

sum ma rises qual i ta tive data on ac tiv ity in the con -
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 Chart 5.4
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struc tion, in dus try and trade sec tors. In 2002, this

in di ca tor pre sented an an nual av er age change of

-0.3 per cent, com pared with 1.9 per cent in 2001

(Chart 5.5).

6. EMPLOYMENT AND WAGES 

In 2002, the la bour mar ket in Por tu gal was

char ac ter ised by a strong rise in the un em ploy -

ment rate, par tic u larly in the lat ter part of the year. 

To tal em ploy ment de cel er ated also, show ing a vir -

tu ally nil in crease from the pre vi ous year. Stress

should be laid, in par tic u lar, on the de crease in

em ploy ment in the pri vate sec tor. The in crease in

the rate of ac tiv ity was also less sig nif i cant than in

pre vi ous years, chiefly re flect ing the con tri bu tion

of de mo graphic fac tors. The trend of nom i nal

wages was more mod er ate than in 2001.How ever,

in the pri vate sec tor, real wages had a growth rate

sim i lar to that ob served in 2001, well above the

growth rate of productivity.  

Data of the INE’s Em ploy ment Sur vey(25) show

that to tal em ploy ment in creased by 0.2 per cent in

2002 (1.4 per cent in 2001) (Ta ble 6.1). De pend ent

em ploy ment de cel er ated to 0.7 per cent (1.5 and

2.5 per cent in 2001 e 2000, re spec tively). The larg -

est con tri bu tion to em ploy ment growth, ac cord ing 

to the em ploy ment sta tus, was made by tem po rary 

con tracts that in creased by 7.2 per cent in 2002 (4.3 

per cent in 2001). Self-em ploy ment in creased only

by 0.4 per cent in 2002, af ter hav ing been the most

buoy ant com po nent in the pre vi ous year (5.7 per

cent)(26). The sec toral break down of em ploy ment

growth un der went also an im por tant change in

2002. The “Con struc tion” and “Other ser vices”(27)

sec tors made the larg est con tri bu tion to job cre -

ation (0.7 and 0.6 p.p., re spec tively). While the

“Other ser vices” sec tor has re mained among the

ma jor sources of job cre ation, the trend of em ploy -

ment in the “Con struc tion” sec tor has fluc tu ated

mark edly (growth rate of 6.2 per cent in 2002, af ter 

a de crease of 1.7 in 2001). It should be noted, how -

ever, that the es ti mate for sec toral em ploy ment

growth in 2002, par tic u larly in “Con struc tion”, is

strongly in flu enced by the sta tis ti cal ef fect of the

sam ple ro ta tion in the Em ploy ment Sur vey. In -

deed, in a con stant sam ple (i.e., con sid er ing only

the sam ple com po nent of the Em ploy ment Sur vey

that is com mon in two con sec u tive quar ters), the

growth rate of em ploy ment in this sec tor is set at

1.9 per cent, com pared with 6.2 per cent when the

full sam ple is con sid ered. It should also be noted

that, in the course of the year, the growth rate of

em ploy ment in this sec tor, us ing the es ti mate in a

con stant sam ple, re veals a strong de cel er a tion

(year-on-year changes of 4.2, 4.3, 1.4 and -2.1 per

cent re spec tively, in the four con sec u tive quar ters

of the year). Fur ther more, in 2002, em ploy ment in

manufacturing resumed the negative growth rates

that characterised its development in the late

1990s and that had been discontinued in 2001.

For the sec ond con sec u tive year, the slow down

in eco nomic ac tiv ity, to gether with the growth in

em ploy ment, was re flected in a nearly nil rate of

change of ap par ent pro duc tiv ity per worker (0.2

per cent in 2002 and 0.3 per cent in 2001). This has

been a com mon fea ture to the euro area as a

whole, which also re corded low growth rates of

pro duc tiv ity since 2001. This be hav iour is typ i cal

of down ward phases of the eco nomic cy cle, re -

veal ing the usual lag of em ploy ment adjustments

vis-à-vis output.

In 2002, the num ber of un em ployed work ers in -

creased by 26.3 per cent, which rep re sents a strong 
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 Chart 5.5

COINCIDENT INDICATOR OF ACTIVITY AND
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(25)These data use the new in di vid ual weights cal cu lated by the

INE, based on the re sults of the Cen sus 2001.

(26)The other types of work (un paid fam ily work ers and other

types of em ploy ment) de creased by 17 per cent in 2002.

(27)In cludes all ser vices, ex cept gen eral gov ern ment, teach ing and

health.



ac cel er a tion from the trend ob served in 2001,

when un em ploy ment had in creased by 4.9 per

cent. This change was due to a sig nif i cant in crease

in both the num ber of first-job seek ers (20.8 per

cent), and chiefly the num ber of the un em ployed

seek ing a new job (27.4 per cent). The num ber of

the un em ployed seek ing a new job did not evolve

ho mo ge neously in the course of the year, be ing

more marked late in the year, with a growth rate

of 12.4 and 42.7 per cent, re spec tively in the first

and sec ond halves of the year. This intra-an nual

be hav iour was also re flected in the un em ploy ment 

rate, the an nual av er age of which stood at 5.1 per

cent of the la bour force (1 p.p. more than in 2001

and quite close to the es ti mates avail able for the

nat u ral rate of un em ploy ment), re veal ing strong

growth in the third and fourth quar ters. In the last

quar ter of the year, it reached 6.2 per cent, 2.0 p.p.

more than in the same period of the previous year.

The par tic i pa tion rate, for per sons aged 15 to 64 

years, in creased by 0.3 p.p. in 2002, to 72 per cent.

This change was short of that re sult ing from the

im pact of de mo graphic fac tors — in par tic u lar the

grad ual age ing of the pop u la tion and the trend

growth in the fe male par tic i pa tion rate — re flect -

ing the usual pro-cy cli cal be hav iour of this vari -

able.

Ac cord ing to Banco de Por tu gal’s es ti mates, the 

rate of change of nom i nal wages per worker in the

pri vate sec tor stood at 5.3 per cent in 2002 (6.3 per

cent in 2001) (Ta ble 6.2). This value sets the wage

drift at 1.8 p.p., 0.6 p.p. less than in 2001. This

trend of wages seems to be partly as so ci ated with

less fa vour able con di tions of the la bour mar ket,

which were re flected in the cy cli cal be hav iour of

the wage drift. How ever, wage in creases con tin -

ued to be much higher than those ob served in the

euro area (2.8 per cent dur ing the first three quar -

ters of the year). There fore, in spite of a re duc tion

of 1.3 p.p. in 2002, the dif fer en tial be tween unit la -

bour costs growth in the euro area and in Por tu gal 

con tin ued to be con sid er able and un sus tain able

(the growth rate of unit la bour costs in Por tu gal

stands at 4.7 per cent, com pared with 2.7 for the

euro area, the lat ter be ing es ti mated from in for ma -

tion avail able for the first three quar ters of the

year). Like wise, real wages growth  in the pri vate

sec tor re mained sta ble and con tin ued to be above

productivity growth for the sixth conse cutive year.
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Ta ble 6.1

POPULATION, EMPLOYMENT AND UNEMPLOYMENT

2001 2002

1999 2000 2001 2002 I II III IV I II III IV

Thou sands:

To tal em ploy ment. . . . . 4928.7 5028.9 5098.4 5106.5 5080.8 5087.6 5105.9 5119.2 5106.6 5132.7 5129.6 5057.2

   (r.c.). . . . . . . . . . . . . . . . 1.3 2.0 1.4 0.2 1.9 1.4 1.1 1.2 0.5 0.9 0.5 -1.2

Em ploy ees . . . . . . . . . . . 3563.3 3651.6 3705.2 3732.4 3702.7 3677.3 3710.7 3730.1 3726.1 3732.9 3751.2 3719.5

   (r.c.). . . . . . . . . . . . . . . . 2.8 2.5 1.5 0.7 2.3 0.8 1.1 1.6 0.6 1.5 1.1 -0.3

Un em ployed (a) . . . . . . . 226.8 205.6 215.6 272.3 220.8 206.6 213.2 221.8 238.4 243.0 276.1 331.8

   (r.c.). . . . . . . . . . . . . . . . -10.6 -9.3 4.9 26.3 -2.6 7.4 2.9 13.0 8.0 17.6 29.5 49.6

In per cent age:

Par tic i pa tion rate, 
  la bour force aged
  15-64 years . . . . . . . . . . 70.7 71.3 71.7 72.0 71.8 71.4 71.7 71.9 71.8 72.0 72.2 72.0

Un em ploy ment rate (b) . 4.4 3.9 4.1 5.1 4.2 3.9 4.0 4.2 4.5 4.5 5.1 6.2

Source: INE, “Inquérito ao Emprego”.

Notes:

(a)  In a nar row sense: only un em ployed per sons who ac tively seek work in the pe riod prior to the sur vey are in cluded as un em ployed.

(b)  In the col umns re lat ing to the years, rates are ob tained on the ba sis of quar terly av er ages. 

r.c.: Per cent age rate of change. The col umn for the quar ters pres ent year-on-year rates.



7. INFLATION 

The in fla tion rate in Por tu gal, mea sured by the

an nual av er age change of the Con sumer Price In -

dex (CPI), de creased from 4.4 per cent in 2001 to

3.6 per cent in 2002 (Ta ble 7.1). How ever, in

intra-an nual terms, the year-on-year rate of change 

in the CPI pre sented an up ward trend since the

sec ond quar ter of the year and, from Au gust on -

wards, has ex ceeded the av er age rate of change

(Chart 7.1). In De cem ber 2002, the year-on-year

rate of change of the CPI stood at 4.0 per cent —

the level re corded since Oc to ber —, 0.3 p.p. more

than in De cem ber 2001 and 0.8 p.p. more than in

March 2002, when it reached its low est fig ure. Ex -

clud ing un pro cessed food and en ergy, the an nual

av er age change of the CPI moved from 3.6 per

cent in 2001 to 4.4 per cent in 2002, re flect ing, in

par tic u lar, the sharp increases in services prices

(Chart 7.2).

The com par i son of the year-on-year rate of

change of the CPI with the in fla tion trend in di ca -

tors reg u larly used by the Banco de Por tu gal con -

firms the im por tance of tem po rary fac tors in the

de cline in the CPI in 2002 (Chart 7.3 and Ta ble 7.1). 

Con sid er ing an nual av er age changes, the 10%

-trimmed av er age pre sented a value sim i lar to that 

re corded in the pre vi ous year (3.9 per cent), while

the  main com po nent in creased from 3.4 to 3.8 per

cent. These mea sures tend to ex clude or at tach a

re duced weight to com po nents with ab nor mally

vol a tile be hav iours, which is of ten the case of un -

pro cessed food. In 2002, how ever, these trend

mea sures were not im mune to the con ver sion pro -

cess of es cu dos into eu ros and to the in crease in

the stan dard VAT rate. Ac cord ing to the re sults

pub lished in Eco nomic Bul le tin of Sep tem ber
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Ta ble 6.2

COMPENSATIONS PER EMPLOYEE (a)

Rates of change

Whole econ omy(b) Cor po rate sec tor (c)

Nom i nal Real (d) Nom i nal Real (d)

1998 . . . . . . . 5.3 2.6 5.0 2.3
1999 . . . . . . . 5.4 3.2 4.5 2.3
2000 . . . . . . . 6.2 3.0 5.3 2.2
2001 . . . . . . . 6.3 1.7 6.3 1.7
2002 . . . . . . . 4.9 1.3 5.3 1.7

Sources: INE, “Na tional Ac counts” and “Inquérito ao Emprego” and 

Banco de Por tu gal.

Notes:

(a) Com pen sa tion per em ployee; in cludes wages scale value, ad di -

tional ben e fits and So cial Se cu rity con tri bu tions from

employers.

(b) Ex clud ing the gen eral gov ern ment trans fer to Caixa Geral de

Aposentações.

(c)  Ex clud ing com pen sa tion earned by gov ern ment em ploy ees.

(d)  De flated by the pri vate con sump tion de fla tor.

r.c.: Per cent age rate of change.
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CONSUMER PRICE INDEX
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 Chart 7.2

CPI – TOTAL EXCLUDING UNPROCESSED 

FOOD AND ENERGY
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Ta ble 7.1

CPI – MAIN CATEGORIES AND AGGREGATES

Av er age and year-on-year rates of change, in per cent

Weights Av er age rate of change Year-on-year monthly rates of change

in the to tal         1999       2000         2001         2002        Dec.01       Mar.02           Jun.02       Sep.02        Dec.02

To tal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100 2.3 2.9 4.4 3.6 3.7 3.2 3.4 3.7 4.0
To tal ex clud ing un pro cessed food and en ergy. . . . . . . . . . . . . . . . . . . . . 78.1 2.7 2.5 3.6 4.4 3.9 4.3 4.4 4.7 4.6

Ag gre gates

   Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68.9 1.7 2.2 4.2 2.4 3.3 2.2 2.2 2.2 2.5
      Food . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25.8 2.7 1.9 6.1 1.9 4.3 2.4 0.9 1.2 1.5
         Un pro cessed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.0 2.7 2.5 8.8 0.3 4.6 0.9 -1.6 -1.0 -0.1
         Pro cessed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.8 2.8 1.4 3.1 3.8 4.0 4.1 3.7 3.7 3.3
      In dus trial . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43.1 1.1 2.4 3.1 2.7 2.7 2.1 3.0 2.9 3.1
         Non-en ergy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34.3 1.8 1.4 2.5 3.1 2.9 3.2 3.2 3.0 2.9
         En ergy. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.8 -1.9 6.1 5.2 1.2 2.0 -1.8 2.5 2.3 3.9
   Ser vices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31.1 3.7 4.2 4.8 6.0 4.8 5.4 5.8 6.7 6.9

Cat e go ries

   Food and non-al co holic bev er ages. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22.7 2.2 2.1 6.5 1.5 4.4 2.0 0.3 0.6 1.0
   Al co holic bev er ages and to bacco . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.2 7.2 0.8 3.2 4.8 3.6 4.3 3.9 5.2 5.5
   Cloth ing and foot wear . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.2 0.4 0.8 1.5 2.5 2.3 3.0 3.2 1.8 2.1
   Hous ing, wa ter, elec tric ity, gas and other fu els. . . . . . . . . . . . . . . . . . . 10.1 0.8 3.7 3.9 2.9 2.4 2.3 2.7 3.6 3.6
   Ac ces so ries, hous ing equip ment, and cur rent dwell ing ex penses . . . 8.1 2.2 2.0 3.2 3.1 3.4 2.9 3.0 3.3 3.0
   Health . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.0 4.2 3.1 3.6 4.8 4.2 4.7 5.0 5.0 4.6
   Trans ports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21.2 2.9 4.8 4.8 5.0 4.5 3.6 5.4 5.9 6.3
   Com mu ni ca tions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5 -3.7 -4.8 -2.2 0.8 -1.8 -0.2 1.4 1.7 1.6
   Rec re ation and cul ture . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.2 0.7 0.8 2.2 2.2 1.6 2.2 1.9 2.5 2.1
   Ed u ca tion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.6 4.8 5.0 5.2 5.8 6.0 6.1 6.1 6.1 4.8
   Ho tels, cafés and res tau rants . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.2 2.9 3.6 4.2 5.7 4.4 5.1 5.6 6.0 7.3
   Mis cel la neous goods and ser vices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.0 3.8 4.3 5.5 5.8 5.2 5.5 5.6 5.9 6.1

Memo:

Trend mea sures

   10 per cent trimmed mean . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.1 2.8 3.9 3.9 3.7 3.7 3.9 3.8 4.0
   Main com po nent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5 2.7 3.4 3.8 3.6 3.6 3.7 3.9 4.0

Sources: INE and Banco de Por tu gal.



2002(28), the im pact of the con ver sion pro cess of

prices in es cu dos into eu ros on the year-on-year

rate of change in the first quar ter has stood at

around 0.2 p.p., with par tic u lar in ci dence on ser -

vices prices (ap prox i mately 0.5 p.p.). More over,

the in crease in the stan dard VAT rate in June, from 

17 to 19 per cent, has grad u ally af fected the price

in dex in the sec ond half of the year(29). In for ma tion 

avail able sug gests that, in 2002, in an nual av er age

terms, the im pact of this lat ter ef fect, es ti mated at

ap prox i mately one quar ter of per cent age point,

should have been lower than pre vi ously ex pected

and more lagged in time. There fore, it could be

con cluded that the in fla tion trend, even ex clud ing

these fac tors, seems to have been kept rel a tively

sta bi lised at a high level in 2002. This stands in

contrast with the behaviour of the major

determining factors behind inflation.

In 2002, the eco nomic fun da men tals showed a

de vel op ment fa vour able to a de crease in in fla tion,

since im port prices de clined and nom i nal wages

de cel er ated some what. Ac cord ing to Banco de

Por tu gal’s es ti mates, based on in for ma tion made

avail able by the INE, goods im port de fla tors, in

an nual av er age terms, moved from vir tu ally nil

growth in 2001 to a neg a tive change of 2.9 per cent 

in 2002. This de cline was broadly based across all

types of prod ucts, and was heavily in flu enced by

the de vel op ment of the im port prices of con sumer

goods, the most rel e vant for the be hav iour of in fla -

tion. In ef fect, the im port de fla tors of food and

non-food con sumer goods de creased by 1.6 and

1.0 per cent in 2002, af ter in creas ing by 3.5 and 3.8

per cent in 2001 re spec tively. In 2002, wage pres -

sures on the trend of prices were slightly less

sharp, but still very high since they are associated

with virtually nil growth of productivity.

The an nual av er age in fla tion rate of the HICP

de clined from 4.4 per cent in 2001 to 3.7 per cent in 

2002. This re duc tion oc curred in the con text in

which con sumer prices de cel er ated also in the

euro area as a whole (from 2.4 per cent in 2001 to

2.3 per cent in 2002). There fore, the in fla tion dif fer -

en tial be tween Por tu gal and the euro area(30) nar -

rowed in 2002 (from 2.0 to 1.4 p.p.). How ever, the

growth rate dif fer en tial be tween the Por tu guese

and euro area HICP ex clud ing un pro cessed food

and en ergy prices, in creased con tin u ously in the

course of 2002, chiefly re flect ing the be hav iour of

ser vices prices (Chart 7.4). This dif fer en tial

changed from 1.5 and 1.6 p.p. re spec tively in the

fourth quar ter of 2001 and in the first quar ter of

2002, to 1.8, 2.3 and 2.4 p.p. in the last three quar -

ters of 2002. The main te nance of the dif fer en tial in

the first quar ter at val ues sim i lar to those ob served 

in the pre vi ous year sug gests that the con ver sion

of prices in es cu dos into eu ros did not de ter mine a 

sig nif i cant dif fer ence be tween Por tu gal and the

euro area. The in crease in the VAT stan dard rate

does not seem to have been the only fac tor behind

the widening of the differential in the other three

quarters of the year.

Ser vices prices in the CPI ac cel er ated sharply in 

2002, grow ing by 6.0 and 6.9 per cent re spec tively

in an nual av er age terms and in year-on-year terms 

at the end of the year (4.8 per cent in 2001, for both 

rates). The be hav iour of ser vices prices was more

marked than would be nat u rally due to fac tors

such as the con ver sion pro cess of prices in es cu dos 

into eu ros and the in crease in the stan dard VAT

rate. Ac cord ing to the HICP, the in fla tion dif fer en -
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 Chart 7.3

CPI – TREND MEASURES

Year-on-year rates of change
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(28)See Santos, D., R. Evangelista, T. Nascimento and C. Coimbra

(2002), “Anal y sis of the im pact of the con ver sion of es cu dos

into eu ros”,  Banco de Por tu gal,  Eco nomic Bul le tin, Sep tem ber

2002.

(29)Note that the INE col lects the prices of some items of the in dex 

on a quar terly ba sis. (30)See foot note (1).



tial in ser vices be tween Por tu gal and the euro area 

con tin ued to pres ent very sig nif i cant fig ures, in -

creas ing to 2.8 p.p. (2.3 p.p. in 2001). In the course

of the year, the dif fer en tial, changed from 2.1 p.p.
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 Chart 7.4

HARMONISED INDEX OF CONSUMER PRICES – TOTAL AND AGGREGATES

Year-on-year rates of change and dif fer en tials
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Ta ble 7.2

CPI – SERVICES

Av er age and year-on-year rates of change, in per cent age 

Weights Av er age rate of change Con tri bu -
tions for

changes in 
2002

Year-on-year monthly rates of change

in the to tal (a)     2000     2001      2002    Dec.01     Mar.02    Jun.02    Sep.02    Dec.02

Ser vices 100 4.2 4.8 6.0 1.2 4.8 5.4 5.8 6.7 6.9

Sub-in di ces - ma jor con tri bu tions for changes in the av er age rate 
of change be tween 2002 and 2001

Rec re ational and cul tural ser vices – en ter tain ment. . . . . . . . . . . . . 0.5 4.4 3.2 12.0 0.04 3.7 12.0 12.2 13.3 12.3

In sur ance con nected with trans port. . . . . . . . . . . . . . . . . . . . . . . . . . 1.9 VAT 6.4 8.2 10.2 0.04 8.0 7.4 10.7 11.5 11.3

Main te nance and re pairs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.0 VAT 8.3 7.7 9.5 0.27 7.2 8.0 9.2 11.0 11.3

Med i cal ser vices. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.8 6.2 6.8 7.4 0.04 7.4 7.4 7.5 7.5 6.8

Ser vices for the main te nance and re pair of the dwell ing . . . . . . . . 4.7 VAT 6.1 5.8 7.2 0.07 5.8 6.6 6.2 8.8 8.6

Hair dress ing sa lons and per sonal groom ing es tab lish ments . . . . 3.3 VAT 5.0 5.3 7.2 0.06 5.4 6.6 6.9 7.8 8.1

Can teens . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.8 4.2 2.9 6.4 0.09 4.6 4.6 4.6 4.6 11.6

Ed u ca tion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.1 5.0 5.2 5.8 0.04 6.0 6.1 6.1 6.1 4.8

Res tau rants and cafés . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24.9 3.5 4.4 5.6 0.29 4.0 5.0 5.7 6.2 7.0

Tele phone, tele graph and tele fax ser vices. . . . . . . . . . . . . . . . . . . . . 7.8 VAT -4.8 -2.2 0.8 0.18 -1.8 -0.2 1.4 1.7 1.6

Sources: INE and Banco de Por tu gal.

Note:

(a) VAT - in cludes VAT at stan dard rate.



in the fourth quar ter of 2001 to 2.0 p.p. in the first

quar ter of 2002, in creas ing sharply to 2.5 p.p. in

the sec ond quar ter and to 3.1 and 3.5 p.p. in the

third and fourth quar ters of the year re spec tively

(Chart 7.4). The ac cel er a tion of prices in ser vices

was broadly based across most el e men tary items

of the ag gre gate (Ta ble 7.2). In some cases, this ac -

cel er a tion was higher than would be ex pected as a

re sult of the above spe cial fac tors. For ex am ple,

the prices evo lu tion in the items “res tau rants and

cafés”, which is not sub ject to the stan dard VAT

rate, ac cel er ated from 4.0 to 7.0 per cent be tween

De cem ber 2001 and De cem ber 2002. Like wise, the

year-on-year rate of change of the item “main te -

nance and re pairs” reached 11.3 per cent at the

end of 2002 (7.2 per cent in De cem ber 2001). As a

whole, these two items con trib uted with nearly 50

per cent to the ob served ac cel er a tion in ser vices

prices. Thus, the de vel op ment of in fla tion in ser -

vices, on the one hand, re flects the high growth of

wage costs in Por tu gal (al beit de cel er at ing) and,

on the other hand, in di cates the ex is tence of a mar -

ket struc ture not very com pet i tive in some sub-

 sec tors of services, which has permitted the

widening of profit margins, in spite of a context of

marked economic deceleration.

The be hav iour of prices in ser vices stands in

con trast with the evo lu tion of prices in goods that

de cel er ated from 4.2 to 2.4 per cent, in an nual av -

er age terms (mea sured by both the CPI and the

HICP). This slow down was much higher than that

ob served in the euro area. Thus, the in fla tion dif -

fer en tial in goods be tween Por tu gal and the euro

area has nar rowed (from 1.9 to 0.7 p.p.). These val -

ues mainly re flect the dif fer ent be hav iour of un -

pro cessed food, since the con tri bu tion to the

change of the dif fer en tial in the other sub-com po -

nents re mained rel a tively sta ble, in spite of the

increase in the standard VAT rate.

8. BALANCE OF PAYMENTS 

In 2002, the ex ter nal bor row ing re quire ments of 

the Por tu guese econ omy, cor re spond ing to the

joint def i cit of the cur rent plus cap i tal ac counts,

de clined from 8.4 to 5.7 per cent of GDP. This re -

sult, which oc curred within a less buoy ant in ter na -

tional frame work, mir rors the de cel er a tion of Por -

tu guese ac tiv ity as so ci ated with an in crease in the

sav ings rate of house holds and a de crease in in -

vest ment. It also partly mir rors the fa vour able de -

vel op ment in terms of trade of goods and ser vices. 

The break down into the two ma jor com po nents

shows that the cur rent ac count def i cit nar rowed to 

7.3 per cent of GDP, com pared with 9.4 per cent in

2001, and that the cap i tal ac count sur plus wid ened 

from 1.0 to 1.5 per cent of GDP (Chart 8.1, Ta ble

8.1). Turn ing to coun ter parts, the op er a tions clas si -

fied in the item other in vest ment con tin ued to be

the ma jor source of inflows, in particular those

carried out by monetary financial institutions.

The nar row ing of the cur rent ac count def i cit

was chiefly the re sult of a fur ther re duc tion in the

goods ac count def i cit, of an in crease in the ser vices 

ac count sur plus and a slight de cline in the in come

ac count def i cit. In turn, the sur plus of cur rent

trans fers declined (Chart 8.2).

The goods ac count def i cit de creased from 12.0

per cent of GDP, in 2001, to 9.9 per cent of GDP in

2002. The nar row ing of the trade def i cit was

chiefly the re sult of fa vour able vol ume and terms

of trade ef fects (Chart 8.3). In con trast with de vel -

op ments ob served in pre vi ous years, the vol ume

ef fect was pos i tive in 2002, since ex ports ac cel er -

ated slightly while im ports de creased in real

terms(31).  In ad di tion, and for the sec ond con sec u -

tive year, the dif fer en tial in the evo lu tion of prices

of ex ports and im ports of goods was also fa vour -
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BALANCE OF PAYMENTS BREAKDOWN

Bal ances

-10.4

1.0

8.8

-0.4

6.8

9.4

1.4

-0.5

-9.4

-7.3

1.5

-1.0

-15.0

-10.0

-5.0

0.0

5.0

10.0

15.0

Current
Account

Capital
Account

Financial
Account

Errors and
Omissions (a)

A
s

a
p

e
rc

e
n

ta
g

e
o

f
G

D
P

2000 2001 2002

Note:

(a) A pos i tive (neg a tive) sign in di cates a credit (debit) not

else where re corded in the bal ance of pay ments.



Ta ble 8.1

BALANCE OF PAYMENTS

Euro mil lion

   2000 2001 2002 Bal ance as a per cent age of GDP

   Bal ance    Debit    Credit    Bal ance    Debit    Credit    Bal ance         2000         2001         2002

Cur rent ac count . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -12 001.4 61 875.5 50 240.3 -11 635.2 60 594.5 51 154.5 -9 440.0 -10.4 -9.4 -7.3
Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -15 017.0 43 073.7 28 207.2 -14 866.5 41 462.2 28 630.0 -12 832.2 -13.0 -12.0 -9.9
Ser vices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 085.8 7 087.2 9 891.5 2 804.3 7 132.4 10 369.2 3 236.7 1.8 2.3 2.5

Trans port . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -531.4 2 334.4 1 769.2 -565.2 2 304.5 1 915.2 -389.3 -0.5 -0.5 -0.3
Travel and tour ism . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 297.6 2 350.2 6 124.8 3 774.5 2 407.1 6 259.9 3 852.8 2.9 3.1 3.0
In sur ance ser vices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -44.2 107.9 67.1 -40.8 149.6 78.3 -71.2 0.0 0.0 -0.1
Roy al ties and li cense fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -266.7 278.3 28.4 -249.9 311.7 33.3 -278.4 -0.2 -0.2 -0.2
Other ser vices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -237.3 1 813.6 1 758.3 -55.3 1 793.7 1 939.6 145.9 -0.2 0.0 0.1
Gov ern ment ser vices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -132.3 202.8 143.7 -59.0 165.9 142.9 -23.0 -0.1 0.0 0.0

In come. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -2 743.5 9 285.7 5 940.0 -3 345.6 9 101.4 5 773.6 -3 327.8 -2.4 -2.7 -2.6
Com pen sa tion per em ploy ees . . . . . . . . . . . . . . . . . . . . . . . . . 27.2 177.7 155.1 -22.6 174.2 138.2 -36.1 0.0 0.0 0.0
In vest ment in come. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -2 770.7 9 107.9 5 784.9 -3 323.1 8 927.2 5 635.4 -3 291.8 -2.4 -2.7 -2.5

Cur rent trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 673.3 2 428.9 6 201.5 3 772.7 2 898.5 6 381.8 3 483.3 3.2 3.0 2.7
Of fi cial trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 152.6 1 439.2 1 609.2 170.0 1 631.9 1 975.3 343.5 0.1 0.1 0.3
Pri vate trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 520.6 989.7 4 592.3 3 602.7 1 266.6 4 406.5 3 139.8 3.0 2.9 2.4

Cap i tal Ac count . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 669.8 235.2 1 431.7 1 196.6 207.4 2 186.1 1 978.7 1.4 1.0 1.5
Cap i tal trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 652.1 184.5 1 397.7 1 213.2 183.8 2 157.8 1 974.1 1.4 1.0 1.5

Of fi cial trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 649.2 54.3 1 260.2 1 206.0 41.0 2 049.8 2 008.8 1.4 1.0 1.5
Pri vate trans fers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.9 130.3 137.5 7.2 142.8 108.1 -34.7 0.0 0.0 0.0

Ac qui si tion/dis pos able of non pro duced non-fi nan cial assets . . 17.6 50.6 34.0 -16.6 23.7 28.3 4.6 0.0 0.0 0.0
Fi nan cial Ac count . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 870.3 667 548.9 678 487.0 10 938.0 620 066.5 628 880.7 8 814.2 9.4 8.8 6.8

Di rect in vest ment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -786.7 32 646.3 30 778.1 -1 868.3 25 553.7 26 350.2 796.6 -0.7 -1.5 0.6
Por tu guese in vest ment abroad . . . . . . . . . . . . . . . . . . . . . . . . -8 153.6 14 993.8 6 541.1 -8 452.8 8 517.3 4 791.5 -3 725.9 -7.1 -6.8 -2.9
For eign in vest ment abroad. . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 367.0 17 652.5 24 237.0 6 584.5 17 036.4 21 558.8 4 522.4 6.4 5.3 3.5

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -2 078.0 170 774.1 173 687.3 2 913.2 181 967.6 185 185.6 3 218.0 -1.8 2.4 2.5
As sets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -5 040.3 61 834.4 53 851.3 -7 983.1 82 143.1 74 771.4 -7 371.7 -4.4 -6.5 -5.7
Li a bil i ties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 962.3 108 939.7 119 836.0 10 896.3 99 824.5 110 414.2 10 589.7 2.6 8.8 8.2

Fi nan cial de riv a tives. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 338.4 3 161.7 3 446.0 284.3 4 019.5 4 007.8 -11.8 0.3 0.2 0.0
Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 801.7 414 729.9 425 308.5 10 578.6 360 345.1 366 252.5 5 907.4 11.9 8.5 4.5

As sets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -11 792.6 214 381.5 209 093.9 -5 287.6 182 723.1 179 141.1 -3 582.0 -10.2 -4.3 -2.8
Li a bil i ties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25 594.3 200 348.4 216 214.6 15 866.2 177 622.0 187 111.4 9 489.5 22.1 12.8 7.3

Re serve as sets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -405.1 46 236.9 45 267.1 -969.8 48 180.5 47 084.5 -1 096.0 -0.4 -0.8 -0.8
Errors and omissions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -538.6 -499.4 -1 352.9 -0.5 -0.4 -1.0

Memo: 

Cur rent ac count + Cap i tal Ac count . . . . . . . . . . . . . . . . . . . . . . . . . . . . -10 331.6 62 110.6 51 672.0 -10 438.6 60 801.9 53 340.6 -7 461.3 -8.9 -8.4 -5.7



able. In 2002, the sig nif i cant pos i tive change in

terms of trade in goods (2.4 per cent, vis-à-vis 1.5

per cent in 2001) ac counts for ap prox i mately 40

per cent of the im prove ment ob served in the trade

ac count bal ance. The price ef fect had also a pos i -

tive im pact on the narrowing of the trade deficit,

albeit to a lesser extent.

The ser vices ac count sur plus rose to 2.5 per

cent of GDP in 2002, 0.2 p.p. more than in the pre -

vi ous year. This in crease re flected the nar row ing

of the trans port ser vices def i cit — partly as a re sult 

of the de vel op ments of the def i cit as so ci ated with

freights on mer chan dise — and the more fa vour -

able be hav iour of the bal ance of other ser vices

sup plied by cor po ra tions, namely le gal, ac count -

ing and con sult ing ser vices. The bal ance of travel

and tour ism re mained rel a tively sta ble as a per -

cent age of GDP. Nom i nal tour ism re ceipts re -

corded an in crease of 2.2 per cent, af ter an in crease 

of 7.1 per cent in the pre vi ous year, in line with the 

fa vour able trend of the in ter na tional eco nomic sit -

u a tion. In turn, travel and tour ism ex pen di ture

abroad by res i dents in creased by 2.4 per cent, in

nominal terms, after a drop of 3.0 per cent in 2001.

In 2002, the in come ac count def i cit nar rowed

slightly from 2.7 to 2.6 per cent of GDP. This be -

hav iour was due to the de cline in in ter est rates,

since the net debtor po si tion of the Por tu guese

econ omy vis-à-vis the rest of the world has de te ri -

o rated in re cent years. By type of in vest ment, there 

was a de crease in the in come def i cit of other in -

vest ment, from 1.3 to 1.2 per cent of GDP, and also

a de cline in the in come def i cit of di rect in vest ment 

(from 1.2 to 1.1 per cent of GDP). The in come def i -

cit of port fo lio in vest ment re corded a value sim i lar 
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(a) The change in the trade bal ance can be bro ken down

into:

- Vol ume ef fect – ef fect of the change of ex ported and

im ported vol umes

             [Xt-1. Vxt.(1+Pxt)] - [Mt-1.Vmt.(1+Pmt)]

- price ef fect – ef fect of the av er age growth of ex ter nal

trade prices

            (Xt-1.Pt) - (Mt-1.Pt)

- terms of trade ef fect – ef fect of the rel a tive change in

ex port and im port prices

             [Xt-1.(Pxt -  Pt)] - [Mt-1.(Pmt - Pt)]

        where:

Xt-1 and Mt-1 – ex ports and im ports in year t-1, at

cur rent prices

Vxt and Vmt – growth of ex ports and im ports, in

vol ume  terms, in year t

Pxt  and Pmt  – growth of ex port and im port

prices, in year t

Pt  – av er age growth of ex ter nal trade prices, in

year t  [(Pxt + Pmt) / 2]

Note that the vol ume ef fect in cludes the

price-vol ume cross ef fect, so that the sum of the

three ef fects adds up to the to tal change. This

cross-ef fect, how ever, is not sig nif i cant.

(b) A neg a tive change means an in crease in the trade def i -

cit.

(31) See sec tion 5. Out put de vel op ments in 2002: Ex pen di ture and Out -

put.



to that ob served in the previous year (0.2 per cent

of GDP).

The cur rent trans fers sur plus de clined by 0.3

p.p., to 2.7 per cent of GDP, as a re sult of the de vel -

op ment of pri vate trans fers. This de vel op ment was 

due to a con trac tion of around 8.9 per cent of the

bal ance of em i grants’ re mit tances — par tic u larly

re mit tances from France and Ger many — and also 

to a fur ther in crease in im mi grants’ re mit tances

(39.9 per cent), as so ci ated with im mi grat ing flows

from East ern Eu rope. In turn, net re ceipts of of fi -

cial cur rent trans fers in creased from de 0.1 to 0.3

per cent of GDP in 2002.

The cap i tal ac count sur plus wid ened from 1.0

to 1.5 per cent of GDP, chiefly re flect ing the re cov -

ery of of fi cial cap i tal trans fers to Por tu gal from the 

Eu ro pean Un ion. Re ceipts within the scope of the

ERDF, in par tic u lar, in creased sig nif i cantly, af ter

neg a tive changes in the two previous years. 

The fi nan cial ac count re corded net in flows

equiv a lent to 6.8 per cent of GDP, com pared with

8.8 per cent in 2001 (Ta ble 8.2). Ana lys ing the fi -

nan cial flows by res i dent in sti tu tional sec tor
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Ta ble 8.2

FINANCIAL ACCOUNT(a)

As a per cent age of GDP

2000 2001 2002

Net
change

Change
in

li a bil i ties

Change
in

as sets

Net
change

Change
in

li a bil i ties

Change
in

as sets

Net
change

Fi nan cial Ac count. . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.4 24.4 -15.6 8.8 15.8 -9.1 6.8

Di rect in vest ment. . . . . . . . . . . . . . . . . . . . . . . -0.7 5.3 -6.8 -1.5 3.5 -2.9 0.6

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . -1.8 8.8 -6.5 2.4 8.2 -5.7 2.5

Fi nan cial de riv a tives . . . . . . . . . . . . . . . . . . . . 0.3 -2.6 2.8 0.2 -3.1 3.1 0.0

Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . 11.9 12.8 -4.3 8.5 7.3 -2.8 4.5

Re serve as sets . . . . . . . . . . . . . . . . . . . . . . . . . . -0.4 - -0.8 -0.8 - -0.8 -0.8

By in sti tu tional sec tor of the res i dent in ves tor:

Mon e tary Au thor i ties . . . . . . . . . . . . . . . . . . . . . . . . 3.5 0.1 -0.4 -0.3 0.8 -0.7 0.1

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . -0.5 - 0.4 0.4 - 0.4 0.4

Fi nan cial de riv a tives . . . . . . . . . . . . . . . . . . . . 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . 4.3 0.1 0.0 0.1 0.8 -0.2 0.6

Re serve as sets . . . . . . . . . . . . . . . . . . . . . . . . . . -0.4 - -0.8 -0.8 - -0.8 -0.8

Gen eral Gov ern ment. . . . . . . . . . . . . . . . . . . . . . . . . 1.9 2.4 -0.1 2.4 2.6 0.4 3.1

Di rect in vest ment. . . . . . . . . . . . . . . . . . . . . . . 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . 1.9 3.1 -0.6 2.5 3.1 -0.3 2.7

Fi nan cial de riv a tives . . . . . . . . . . . . . . . . . . . . 0.2 -0.5 0.6 0.1 -0.6 0.8 0.2

Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . -0.2 -0.2 0.0 -0.2 0.1 0.0 0.2

Mon e tary Fi nan cial In sti tu tions . . . . . . . . . . . . . . . 11.6 12.9 0.0 12.9 5.5 0.4 6.0

Di rect in vest ment. . . . . . . . . . . . . . . . . . . . . . . 0.6 0.0 -0.2 -0.2 0.3 0.0 0.3

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . 1.0 1.9 -0.7 1.2 0.0 -1.0 -1.0

Fi nan cial de riv a tives . . . . . . . . . . . . . . . . . . . . 0.2 -1.7 1.9 0.2 -2.0 1.9 -0.1

Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . 9.8 12.6 -1.0 11.6 7.3 -0.5 6.8

Non-mon e tary Fi nan cial In sti tu tions. . . . . . . . . . . -1.3 0.9 -5.5 -4.6 2.5 -3.4 -0.9

Di rect in vest ment. . . . . . . . . . . . . . . . . . . . . . . 1.1 0.2 -1.5 -1.3 0.7 -0.2 0.5

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . -3.6 0.9 -4.3 -3.4 2.1 -3.3 -1.2

Fi nan cial de riv a tives . . . . . . . . . . . . . . . . . . . . 0.0 -0.2 0.2 0.0 -0.2 0.2 0.0

Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . 1.1 0.0 0.1 0.1 -0.1 -0.1 -0.2

Non-fi nan cial Cor po ra tions and Pri vate
       In di vid u als . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -6.3 8.1 -9.6 -1.5 4.4 -5.8 -1.5

Di rect in vest ment. . . . . . . . . . . . . . . . . . . . . . . -2.4 5.1 -5.1 0.0 2.5 -2.7 -0.2

Port fo lio in vest ment . . . . . . . . . . . . . . . . . . . . -0.7 2.9 -1.2 1.6 3.0 -1.4 1.6

Fi nan cial de riv a tives . . . . . . . . . . . . . . . . . . . . -0.1 -0.2 0.1 -0.1 -0.2 0.2 0.0

Other in vest ment . . . . . . . . . . . . . . . . . . . . . . . -3.1 0.3 -3.4 -3.1 -0.9 -1.9 -2.8

Note:

(a) A (+) sign means an in crease in for eign li a bil i ties or a de crease in for eign as sets, i.e a fi nan cial in flow. A (-) sign means a de crease in for -

eign li a bil i ties or an in crease in for eign as sets, i.e. a financial outflow.



(Chart 8.4), mon e tary fi nan cial in sti tu tions con tin -

ued to be the sec tor that con trib uted the most to

net in flows into the Por tu guese econ omy in 2002

(6.0 per cent of GDP), al though to a much lesser

de gree than in the pre vi ous year (12.9 per cent of

GDP). Fi nan cial op er a tions on as sets and li a bil i ties 

of the gen eral gov ern ment were also be hind in -

flows into the Por tu guese econ omy in 2002 (3.1

per cent of GDP, 0.7 p.p. more than in 2001). As in

pre vi ous years, op er a tions car ried out by non-

 mon e tary fi nan cial in sti tu tions and by non-fi nan -

cial cor po ra tions and house holds re sulted in net

outflows, although in the first case below those

recorded in 2001.

By type of in vest ment (Chart 8.5), op er a tions

in cluded in other in vest ment con tin ued to be the

ma jor source of net in flows, al though much lower, 

as a per cent age of GDP, than in the pre vi ous year

(8.5 and 4.5 per cent of GDP, re spec tively). These

in flows were chiefly the re sult of op er a tions with

abroad by mon e tary fi nan cial in sti tu tions. As in

2001, fund rais ing by these in sti tu tions was as so ci -

ated with de posit op er a tions and loans (6.8 per

cent of GDP vis-à-vis 11.6 per cent of GDP in

2001). Part of these in flows con tin ued to be re lated 

to trans fers to res i dent mon e tary fi nan cial in sti tu -

tions of funds ob tained through the is sue of me -

dium and long-term debt se cu ri ties in in ter na -

tional mar kets by branches abroad of those in sti tu -

tions abroad. In turn, the op er a tions in cluded in

the item other in vest ment con ducted by non-fi -

nan cial cor po ra tions and house holds, mostly de -

pos its abroad, re sulted again in net outflows (2.8

per cent of GDP in 2002, compared with 3.1 per

cent of GDP in 2001).

Port fo lio in vest ment op er a tions cor re sponded

to net in flows equiv a lent to 2.5 per cent of GDP,

slightly above those re corded in 2001 (2.4 per cent

of GDP). Be hind this was the de cline in net in vest -

ments by res i dents in for eign se cu ri ties, that was

more sig nif i cant than the de cline in in vest ment by

non-res i dents in do mes tic se cu ri ties. In ef fect, Por -

tu guese port fo lio in vest ment abroad led to net

out flows equiv a lent to 5.7 per cent of GDP, be low

the level re corded in the pre vi ous year (6.5 per

cent). These lower net in vest ments abroad were

ex ten sive to the dif fer ent types of se cu ri ties is sued

by non-res i dent en ti ties. In deed, in 2002, there was 

a de crease in both net ac qui si tions of debt se cu ri -

ties (from 5.0 to 4.7 per cent of GDP) and eq ui ties

(from 1.5 to 1.0 per cent of GDP). Ac qui si tions of

for eign long-term debt se cu ri ties con tin ued to be

the most im por tant seg ment in terms of Por tu -

guese port fo lio in vest ment abroad. By in sti tu tional 

sec tor of the res i dent in ves tor, in net terms, port fo -
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lio in vest ment op er a tions abroad con tin ued to be

chiefly con ducted by in vest ment funds, in sur ance

cor po ra tions and pen sion funds. For eign port fo lio

in vest ment in Por tu gal, in turn, re corded net in -

flows equiv a lent to 8.2 per cent of GDP, slightly

be low the level ob served in the pre vi ous year (8.8

per cent of GDP). Be hind this was the lower in -

vest ment in money mar ket in stru ments (1.0 per

cent of GDP in 2002, com pared with 2.6 per cent of 

GDP in 2001). This be hav iour was chiefly as so ci -

ated with the de vel op ment of the re demp tion of

short-term se cu ri ties is sued by the gen eral gov ern -

ment. In turn, there was an increase in net

investments by non-residents in long-term bonds

and notes issued by the general government and

in equities. 

In 2002, di rect in vest ment op er a tions be tween

Por tu gal and abroad re sulted in net in flows equiv -

a lent to 0.6 per cent of GDP, in con trast with the

out flows ob served in pre vi ous years (0.7 and 1.5

per cent of GDP, re spec tively in 2000 and 2001). In

net terms, both for eign di rect in vest ment in Por tu -

gal and Por tu guese di rect in vest ment abroad de -

clined vis-à-vis the pre vi ous year, par tic u larly the

lat ter. These flows must have been less af fected by

big intra-group op er a tions than in pre vi ous years.

In ad di tion, the de cel er a tion of ac tiv ity at in ter na -

tional and na tional lev els con trib uted also to the

re duc tion of di rect in vest ment flows. By geo -

graph ical des ti na tion, over 80 per cent of to tal di -

rect in vest ment abroad was di rected to Spain.

With re gard to di rect in vest ment in Por tu gal, as in

pre vi ous years, mostly came from other European

Union countries, namely Spain and Germany.

9. CONCLUSION

In the course of 2002, eco nomic ac tiv ity in Por -

tu gal de cel er ated mark edly. Out put growth was

neg a tive in the sec ond half of the year, with the

avail able in di ca tors re veal ing that the rate of

change con tin ued to be neg a tive in the first quar -

ter of 2003. This trend was due to the be hav iour of

do mes tic de mand, since ex ports main tained a

mod er ate pos i tive growth and ac cel er ated slightly

vis-à-vis 2002, in spite of the slow down in the ex -

ter nal de mand di rected to the Por tu guese econ -

omy. The re sult ing gains in the ex ter nal mar ket

share oc curred in a con text in which growth in

unit la bour costs con tin ued to be higher than in

ma jor Por tu guese trade part ners, and is there fore

as so ci ated, as in 2001, with a de cline in profit mar -

gins of the ex port ing sec tor.  In ef fect, de spite the

de cel er a tion in 2002, real wages con tin ued to in -

crease for the sixth con sec u tive year above pro -

duc tiv ity, the growth of which was vir tu ally nil.

This sit u a tion is un sus tain able and should start to

be cor rected this year. More over, it is con trib ut ing

to the ex ces sive widening of the differential

between changes in consumer goods and services

prices in 2002. 

The ser vices com po nent of the CPI ac cel er ated

sig nif i cantly in 2002, reach ing, at the end of the

year, in ag gre gate terms, year-on-year rates of

change close to 7 per cent. Al though this rise may

be partly due to the in crease in the stan dard VAT

rate, it should be stressed that it hap pened against

a back ground in which ac tiv ity de cel er ated

sharply and im port prices re vealed clearly neg a -

tive changes. Many ser vices may more eas ily pass

wage in creases on to the con sumer, and take ad -

van tage of lim ited com pet i tive con di tions to in -

crease their profit mar gins, try ing to off set, at least 

tem po rarily, the deceleration in activity. 

The be hav iour of pri vate do mes tic de mand,

con sump tion and in vest ment, trans lates a con tin -

ued ad just ment pro cess in view of the high for eign 

bor row ing re quire ments and the high in debt ed -

ness lev els at tained. Por tu guese par tic i pa tion in

the euro area has made pos si ble, over re cent years, 

to main tain a high im bal ance be tween do mes tic

sup ply and de mand. How ever, this im bal ance,

which peaked in 2002, has been cor rected via the

smaller growth, or even re duc tion, of do mes tic de -

mand. The ad just ment pro cess for the pri vate sec -

tor was started in mid-2000 and in creased in 2002,

the year when it started in the public sector. 

Turn ing to the pri vate sec tor, the more marked

pace of ad just ment over the last year seems to

have been re lated to both the grow ing per cep tion

of the size of the re quired ad just ment and the

aware ness of the real sit u a tion of Por tu guese pub -

lic fi nances, that oc curred si mul ta neously with the 

first cor rec tive mea sures de cided by the Gov ern -

ment, in a con text of the clearly de te ri o rat ing in -

ter na tional eco nomic out look. The ex ces sive level

of the gen eral gov ern ment def i cit in 2001, clearly

above the tar get es tab lished in the Treaty on Eu ro -

pean Un ion, and fail ing to com ply with the Sta bil -

ity and Growth Pact, re flects the mark edly pro-cy -
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cli cal na ture of the stance adopted dur ing the pre -

vi ous ex pan sion ary stage of do mes tic de mand. It

seems ob vi ous that the fis cal pol icy be tween 1997

and 2001 could not have been able to sig nif i cantly

coun ter the ef fects on pri vate do mes tic de mand re -

sult ing from the de cline in nom i nal and real in ter -

est rates as so ci ated with the con ver gence pro cess,

with a view to par tic i pat ing in the euro. How ever,

not only were these ef fects not coun tered, but in -

stead the fis cal pol icy proved to be an ad di tional

stim u lus, con trib ut ing to the in creased im bal ance

be tween sup ply and de mand and to the pres sure

on the la bour mar ket, with the re sult ing loss of

com pet i tive ness in the trad able sec tor of the econ -

omy. Fur ther more, con di tions were cre ated for the

sub se quent emer gence of a se ri ous fis cal cri sis,

when the pro cess of ad just ment of the private

sector was started. For that reason, and also due to 

the deterioration of the external environment, the

economy started to decelerate.

As men tioned, in 2002, the de te ri o ra tion of the

fis cal po si tion was halted and a pro cess of fi nan -

cial ad just ment started for the pub lic sec tor. Ex -

clud ing tem po rary and spe cial mea sures, the pub -

lic def i cit in 2002 seems to have been main tained

at a level close to that ob served in 2001. This

means that the con sol i da tion mea sures taken

coun tered only the neg a tive ef fects of the eco -

nomic de cel er a tion on the bal ance. Pri mary ex pen -

di ture, in par tic u lar cur rent ex pen di ture, ad justed

for cy cli cal and tem po rary ef fects, con tin ued to in -

crease as a per cent age of GDP. There fore, this is

just the start of the ef fort of fi nan cial re or ga ni za -

tion of the Por tu guese General Government,

which must be further pursued over the coming

years.

The Por tu guese start ing po si tion as re gards

pub lic fi nance is more un fa vour able than in other

Mem ber States, and it would be un real to con sider 

that there is scope for fail ing to com ply with the

Sta bil ity and Growth Pact and for in tro duc ing fis -

cal stim u lus in Por tu gal. Given the weak growth

of pri vate do mes tic de mand and the un fa vour able

ex ter nal frame work, if no ad di tional con sol i da tion 

mea sures are taken, de vel op ments will point to a

con sid er able de te ri o ra tion of the pub lic def i cit.

This de te ri o ra tion would be solely due to the cy cli -

cal ef fect, even with out any dis cre tion ary mea -

sures of fis cal stim u lus. In turn, any pos si ble fis cal

stim u lus un der the pres ent con di tions of the Por -

tu guese econ omy would lead to a mere post pone -

ment of the ad just ment of pri vate do mes tic de -

mand, with the draw back of in creas ing the prob a -

bil ity that, when oc cur ring, that ad just ment would 

be stron ger and more sud den. The eco nomic

growth re cov ery must come from a new dy na -

mism of the ex ter nal de mand and from the

improvement of private agents confidence, after

the already started adjustment of their financial

situation.

Com pleted with in for ma tion avail able as at mid-

 April 2003
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Box: TREND OF THE INTRA-ANNUAL ECONOMIC ACTIVITY IN 2002 

In the course of 2002, eco nomic ac tiv ity slowed down mark edly. The co in ci dent in di ca tor of eco nomic ac tiv ity, 

the pur pose of which is to syn the sise the trend of ac tiv ity in in dus try, con struc tion and trade, clearly points to

that down ward pro file, mov ing from a pos i tive change of 1.2 per cent in the first half of the year to a neg a tive

change of 1.7 per cent in the sec ond half. The six-month break down of the an nual es ti mates of the Banco de Por tu -

gal point in the same di rec tion (Ta ble 1 and Chart 1). Ac cord ing to these es ti mates, af ter a year-on-year in crease

of 1.3 per cent in GDP in the first half of the year, the sec ond half of 2002 saw a neg a tive change of 0.5 per cent.

This re ver sal was de ter mined by the trend of do mes tic de mand, chiefly as a re sult of a more marked fall in in vest -

ment and of the sig nif i cant slow down in pri vate con sump tion. In spite of a less fa vour able in ter na tional frame -

work, ex ports have re sisted to the slow ing trend of the other GDP com po nents. Goods ex ports have even ac cel er -

ated in the sec ond half of the year from 1.7 to 2.5 per cent. On the whole, this ev i dence is rather sim i lar to that

observed in the estimates of the Quarterly National Accounts of the INE. 

Ac cord ing to the re sults of the em ploy ment sur vey of the INE, to tal em ploy ment seems to have in creased by

0.7 per cent in the first half of the year, de clin ing by 0.4 per cent in the sec ond half. Con sid er ing com mon sam ples

in con sec u tive quar ters, this trend is less no tice able, and changes of +0.3 per cent and -0.2 per cent are ob tained for 

the first and sec ond halves of 2002 re spec tively. The intra-an nual pro file of em ploy ment, less sharp than that of

out put, against a back ground of a strong de cel er a tion, is partly due to the usual lag in em ploy ment vis-à-vis the

pace of activity.  

Is should also be noted that the de cel er at ing pat terns of out put and em ploy ment over 2002, with neg a tive

changes in the sec ond half of the year, cre ated an arith me tic base ef fect (carry-over ef fect) that will un fa vour ably

in flu ence the an nual growth rates of these variables in 2003.

Ta ble 1

EXPENDITURE 

Year-on-year rates of change in vol ume

Banco de Por tu gal 

Es ti mates

1st

Sem.
2001

2nd 

Sem.
2001

1st

Sem.
2002

2nd 

Sem.
2002

     GDP . . . . . . . . . . . . . . . . 2.6 0.8 1.3 -0.5

     Pri vate con sump tion . . 1.7 0.4 0.6 0.1

     GDP . . . . . . . . . . . . . . . . -1.6 2.1 -1.7 -8.8

     Do mes tic de mand . . . . 1.3 1.5 0.5 -1.6

     Ex ports. . . . . . . . . . . . . . 4.6 -0.8 2.4 2.4

      of which: goods . . . . . . 5.2 -1.4 1.7 2.5

     Im ports . . . . . . . . . . . . . 0.6 1.6 -0.1 -1.2

      of which: goods . . . . . . 1.1 2.8 -0.3 -1.4

INE Es ti mates

Quar terly Na tional Ac counts

1st

Sem.
2001

2nd 

Sem.
2001

1st

Sem.
2002

2nd 

Sem.
2002

     GDP . . . . . . . . . . . . . . . . 2.3 1.0 1.6 -0.7

     Pri vate con sump tion . . 1.4 1.0 0.9 0.4

     GDP . . . . . . . . . . . . . . . . -2.0 2.1 -0.6 -9.5

     Do mes tic de mand . . . . 0.8 1.7 0.9 -1.7

     Ex ports. . . . . . . . . . . . . . 3.9 0.0 1.6 2.5

     Im ports . . . . . . . . . . . . . -0.1 1.9 -0.1 -0.7
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THE PORTUGUESE BANKING SYSTEM:

DEVELOPMENTS AND INTERNATIONAL COMPARISON

1. INTRODUCTION

This ar ti cle aims at ana lys ing the struc tural

changes ex pe ri enced by the Por tu guese bank ing

sys tem over the last de cade, at the level of both the 

bal ance sheet and the profit and loss ac count, and

as sess ing its in ter na tional position.

The liberalisation of the Por tu guese bank ing

sys tem has been con sid ered a suc cess. Not with -

stand ing its cov er age and com plex ity,(1) ef fi ciency

gains re sult ing from the liberalisation could be ob -

tained with out the need to bear the costs in terms

of fi nan cial sta bil ity, which are some times as so ci -

ated with this type of pro cess. This re sulted from

the com bi na tion of an ap pro pri ate se quenc ing and 

tim ing of the mea sures deemed nec es sary to take,

with a cau tious mac ro eco nomic man age ment, par -

tic u larly in the field of monetary policy.

Fol low ing the more in tense pe riod of liberal -

isation of the bank ing sys tem, Por tu gal’s par tic i pa -

tion in the euro area and the prior nom i nal con ver -

gence pro cess rep re sented an ad di tional chal lenge

for the Por tu guese econ omy and in par tic u lar for

the bank ing sys tem, given the key role played by

the lat ter in its fi nanc ing. In this con text, the level

and vol a til ity of nom i nal and real in ter est rates

rel e vant to the Por tu guese econ omy saw a strong

re duc tion. The de cline in the cost of cap i tal ren -

dered eco nomic agents’ li quid ity re straints sub -

stan tially less ac tive, and al lowed them, over these 

years, to an tic i pate fu ture ex pen di ture with less

re course to self-fi nanc ing. Thus, the ef fects of Por -

tu gal’s par tic i pa tion in the euro area were sim i lar

to a new fi nan cial liberalisation pro cess, al beit

ben e fit ing from the safety net re sult ing from par -

tic i pa tion in a mon e tary un ion, namely from the

abil ity of na tional economic agents to finance

themselves in their own currency in an enlarged

financial market.

It should be noted that the sys tem ad justed suc -

cess fully to the new low in ter est rate re gime, con -

trib ut ing to the nar row ing of the fi nan cial mar gin.

Credit in sti tu tions pro gres sively wid ened the

range of ser vices avail able, which al lowed them to 

in crease the rev e nue orig i nat ing from com mis -

sions charged, and were able to im prove the con -

trol of ad min is tra tive costs, which trans lated into

fa vour able ef fi ciency ra tios, in com par i son with

other bank ing sys tems. At the same time, the sys -

tem un der went tech no log i cal mod erni sa tion.

How ever, the re cent pe riod of eco nomic de cel er a -

tion cre ated a more demanding phase for the

correct management of risks and return.

 2. BAL ANCE-SHEET STRUC TURE

The nom i nal con ver gence pro cess as so ci ated

with Por tu gal’s par tic i pa tion in the euro area gave

rise to sig nif i cant changes in the bal ance-sheet

struc ture of the Por tu guese bank ing sys tem. There
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(1) The fi nan cial liberalisation of the Por tu guese econ omy was a

long and grad ual pro cess, cov er ing sev eral do mains, at both

the in ter nal and ex ter nal level: (a) the lift of the bar ri ers to the

in volve ment of the pri vate sec tor in fi nan cial in ter me di a tion in

the mid-1980’s, en hanced by the re spec tive privatisation pro -

cess; (b) lift ing of ex plicit re stric tions to the car ry ing on of

bank ing ac tiv i ties, namely the eas ing of the le gally im posed

seg men ta tion within the scope of ac tiv i ties al lowed to credit in -

sti tu tions, cul mi nat ing with the ac knowl edge ment of uni ver sal

bank ing, the prin ci ple of the free es tab lish ment and sup ply of

ser vices and the har mo ni sa tion of su per vi sory in stru ments

within the Eu ro pean Un ion at end-1992, and the end of com -

pul sory in vest ments in gov ern ment se cu ri ties; (c) liberalisation

of the banks’ com pe ti tion frame work, which ceased to be di -

rectly con trolled via credit lim its, through the ad min is tra tive

reg u la tion of in ter est rates and the ex pan sion of the branch

network; (d) gradual liberalisation of capital movements

within the European Union between 1986 and 1992. 



Ta ble 1

BALANCE SHEET OF THE BANKING SYSTEM

On a con sol i dated ba sis

As a per cent age of to tal as sets

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Dec. Dec. Dec. Dec. Dec. Dec. Dec. Dec. Dec. Dec.

Cash and as sets in cen tral banks (a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.2 1.8 1.4 1.8 1.8 4.7 4.9 3.8 3.6 3.1
   of which: cash and as sets in the Banco de Por tu gal. . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. 4.5 4.6 3.4 3.2 2.8
Credit to other credit in sti tu tions (b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19.4 26.2 26.1 24.2 22.9 16.3 12.4 11.4 12.2 10.4
   In the coun try. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 4.4 4.6 3.3
   Abroad . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 7.0 7.6 7.1
Credit to cus tom ers (net of pro vi sions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40.7 39.8 40.3 42.5 46.2 54.3 59.9 63.9 65.2 68.8
   Credit over due. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 1.4 1.4 1.6
   Pro vi sions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. 1.4 1.1 1.0 0.9 1.0
Se cu ri ties and fi nan cial fixed as sets (net of pro vi sions). . . . . . . . . . . . . . . . . . . . 22.7 24.8 24.5 23.7 21.1 17.6 14.5 14.8 12.9 11.4
Bonds and other fixed-in come se cu ri ties - is sued by pub lic is su ers . . . . . . . . . 16.9 17.9 16.4 14.8 12.3 n.a. n.a. 4.0 3.7 3.1
Non-fi nan cial fixed as sets and other as sets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.9 7.5 7.7 7.8 8.1 7.1 8.2 6.1 6.1 6.3

To tal as sets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Re sources from cen tral banks. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. 0.9 1.4 1.4 1.0 0.5
   of which: Banco de Por tu gal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. 0.7 1.2 1.3 0.8 0.4
Re sources from other credit in sti tu tions (c) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19.5 20.5 21.6 20.8 20.5 21.9 20.5 20.7 20.5 19.0
   In the coun try. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 4.0 4.0 2.6
   Abroad . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 16.7 16.5 16.4
Re sources from cus tom ers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62.9 64.3 64.6 65.0 63.8 61.3 58.3 55.9 53.9 54.8
   of which:
      De pos its to res i dent cus tom ers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 43.9 40.9 41.4
      De pos its to non-res i dent cus tom ers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. n.a. n.a. n.a. n.a. n.a. n.a. 12.0 13.0 12.4
Li a bil i ties rep re sented by se cu ri ties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.7 1.7 1.5 2.1 2.5 3.5 6.0 9.2 11.8 13.9
    of which: bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.5 1.3 1.0 1.5 1.9 2.8 4.6 7.3 9.8 11.1
Sub or di nated debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.1 1.2 1.5 1.8 2.3 2.0 2.1 2.2 2.9 3.1
Pro vi sions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.1 2.0 1.3 1.0 0.9 1.0 1.0 1.2 1.2 1.3
Other li a bil i ties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.9 3.7 3.5 3.4 4.3 3.3 4.3 3.6 3.2 3.0
Eq uity cap i tal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.8 6.5 6.1 5.9 5.9 6.2 6.3 5.8 5.5 5.5
   Net in come for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.6 0.6 0.4 0.4 0.7 0.7 0.7 0.7 0.7 0.5

To tal li a bil i ties and eq uity cap i tal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Memo:
Bank loans to (res i dent) non-fi nan cial cor po ra tions. . . . . . . . . . . . . . . . . . . . . . . 20.7 18.9 17.7 17.5 19.0 20.5 22.6 24.5 25.7 28.1
Bank loans to (res i dent) house holds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.1 13.5 15.4 18.0 20.2 23.4 25.9 27.4 27.3 30.0
     of which: hous ing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.4 9.5 10.8 12.7 14.4 17.0 19.3 20.2 20.6 23.4

Ra tio credit/re sources from cus tom ers (per cent age) . . . . . . . . . . . . . . . . . . . . . . 64.7 61.9 62.5 65.4 72.5 88.7 102.8 114.3 121.0 125.7

Notes:
(a) Up to 1997 it in cludes only de mand de pos its with the Banco de Por tu gal. The  re main ing as sets in the Bank are in cluded in “Credit to other credit in sti tu tions”.
(b) Up to 1997 it in cludes as sets on the Banco de Por tu gal, ex cept de mand de pos its, which are in cluded in “Cash and as sets in the Banco de Por tu gal”.
(c) Up to 1997 it in cludes re sources from cen tral banks.



was in creased re course to bank credit by non-fi -

nan cial cor po ra tions and es pe cially by house holds 

(chiefly for house pur chase). The higher in debt ed -

ness of the pri vate sec tor caused the weight of

credit to cus tom ers in to tal as sets to rise sig nif i -

cantly (Ta ble 1).(2) In 1993 this weight was 40 per

cent, sub se quently in creas ing to 60 per cent in

1999 and to 69 per cent at end-2002. By con trast

with the in creased weight of credit to cos tum ers,

(through out the de cade) in ter bank as sets de clined

and the weight of se cu ri ties port fo lios and fi nan -

cial fixed as sets con tin ued to fall (par tic u larly in

the case of fixed-income securities issued by

public issuers).

The sig nif i cant ex pan sion of credit was not fol -

lowed by a pro por tional ex pan sion of re sources

from cus tom ers. The ra tio of credit to de pos its in -

creased from 65 per cent in 1993 to 103 per cent in

1999 and to 125 per cent at end-2002. Ac cord ing to 

data pub lished by the OECD, de spite the sig nif i -

cant in crease in this ra tio in Por tu gal, the po si tion

of Por tu guese banks in 2001 stood at lev els sim i lar

to those of other Eu ro pean banking systems

(Charts 1 and 2).

The im bal ance in growth be tween credit and

re sources from cus tom ers also im plied an in -

creased re course to in ter na tional fi nan cial mar -

kets, via both the in ter bank mar ket and, es pe cially, 

the is sue of se cu ri ties through branches hav ing

their head of fice abroad. The share of se cu ri ties in

the fi nanc ing of the bank ing sys tem’s as sets

reached around 14 per cent at end-2002, com pared 

with 3.7 per cent in 1993 and 6.0 per cent in 1999,

plus 3.1 per cent of as sets fi nanced in the form of

sub or di nated li a bil i ties in De cem ber 2002 (2.1 and

1.1 per cent respectively in 1999 and 1993).

The ex ter nal po si tion of the bank ing sec tor, ex -

pressed in the In ter na tional In vest ment Po si tion

(other in vest ment) of other mon e tary fi nan cial in -

sti tu tions, has been in creas ing grad u ally on the

debtor side in net terms, reach ing ap prox i mately

40 per cent of GDP in 2002. How ever, this fig ure

should be com pared with to tal as sets (on a con sol -

i dated ba sis, see foot note 2), which stood at 220

per cent of GDP. On the other hand, the debt re -

ferred to is mostly de nom i nated in euro, and

there fore there is no ex change rate risk (Ta bles 2.A

and 2.B). Fi nally, stress should be laid on the im -

proved debt ma tu rity re sult ing from the change in 

the or i gin/na ture of these funds since 2000, given

that the ex ter nal (short-term) in ter bank fi nanc ing

Banco de Por tu gal / Eco nomic bulletin / March 2003 47

Eco nomic pol icy and situation

 Chart 1

RATIO CREDIT/RESOURCES FROM CUSTOMERS

1995

0

20

40

60

80

100

120

140

F
ra

n
ce

G
e
rm

a
n
y

N
e
th

e
rl
a
n
d
s

A
u
st

ri
a

It
a
ly

U
n
ite

d
K

in
g
d
o
m

B
e
lg

iu
m

F
in

la
n
d

S
p
a
in

P
o
rt

u
g
a
l

Ir
e
la

n
d

L
u
xe

m
b
o
u
rg

G
re

e
ce

P
e

r
c
e

n
t

Source: Bank Prof it abil ity,  2003 is sue, OECD.

Chart 2

RATIO CREDIT/RESOURCES FROM CUSTOMERS
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Source: Bank Prof it abil ity, 2003 is sue, OECD.

(2) Un less oth er wise stated, the data ana lysed in this text re fer to

the ag gre gate of con sol i dated ac counts of bank ing groups ex -

er cis ing their ac tiv ity in Por tu gal, with the ex cep tion of those

hav ing their head of fice and/or car ry ing on their ac tiv i ties

chiefly in Madeira’s offshore.



com po nent de creased in 2001 and 2002 (es pe cially

for do mes tic in sti tu tions(3)) (Ta ble 2.A and Chart

3). In fact, while net in ter bank li a bil i ties in the ag -

gre gate of do mes tic bank ing in sti tu tions’ con sol i -

dated ac counts reached ap prox i mately 17 per cent

of GDP in 2000, they ac counted for only 12 per

cent of GDP at end-2002. This pos i tive trend oc -

curred not with stand ing the un fa vour able fi nanc -

ing con di tions in in ter na tional se cu ri ties mar kets

in the sec ond half of 2002, which trans lated into a

stand still, dur ing this pe riod, of new se cu ri ties is -

sued in these mar kets by Por tu guese bank ing

groups. In fact, and still within the scope of do -

mes tic in sti tu tions, al though the es ti mate for ex ter -

nal mar ket fi nanc ing (in ter bank fi nanc ing plus fi -

nanc ing through se cu ri ties, with and with out sub -

or di na tion clauses) stood at ap prox i mately 21 per

cent of to tal as sets as at De cem ber 2002 (just

slightly above that seen in De cem ber 2001), the

share of these funds that cor re sponds to in ter bank

fi nanc ing was only around 7 per cent of the total

assets of these institutions as a whole on the same

date (significantly below the 9.7 per cent recorded

in December 2000).

3. INTERNATIONAL EXPOSURE

The to tal amount of ex ter nal as sets held by the

Por tu guese bank ing sys tem, on a con sol i dated ba -

sis, which cor re sponds to its in ter na tional ex po -

sure, amounted to €45,348 mil lion at end-2002,(4)

ac count ing for 16.2 per cent of to tal as sets (18.1 per 

cent of to tal as sets at end-2001) and around 35 per

cent of GDP. The rel a tive im por tance of the Por tu -

guese bank ing sys tem’s in ter na tional ex po sure, in

terms to tal as sets, has been on a down ward trend

since early 2000 (Chart 4). In De cem ber 1999 ex ter -

nal as sets ac counted for 23.8 per cent of to tal as -

sets, hav ing de creased to 18.4 per cent a year later.

Through out 2001 this ra tio re mained vir tu ally sta -

bi lised, de creas ing further in 2002, to stand at 16.2

at the end of the year.

The in ter na tional ex po sure of the Por tu guese

bank ing sys tem is con cen trated in de vel oped

coun tries (around 77 per cent of the to tal at

end-De cem ber 2002) and among these, in euro

area coun tries (around half the to tal ex po sure). A

sig nif i cant part of the re main ing ex ter nal as sets of

Por tu guese banks cor re sponds to claims on off -

shore fi nan cial cen tres — slightly above 10 per

cent at end-2002. How ever, the rel a tive im por tance 

of the ex po sure to these off shore coun tries and ter -

ri to ries has been re veal ing a clear down ward

trend since end-2000. The re main ing geo graphic

ar eas also rep re sent, as a whole, slightly more than 

10 per cent of the bank ing sys tem’s to tal in ter na -
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Chart 3

INTERNATIONAL ISSUES OF BONDS BY
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(3) Ta bles 2.A and 2.B show two dis tinct ag gre gates of the Por tu -

guese bank ing groups’ con sol i dated ac counts: to tal of the sys -

tem (ex clud ing in sti tu tions hav ing their head of fice and/or

car ry ing on their ac tiv i ties chiefly in Ma deira’s off shore) and

do mes tic in sti tu tions. Com pared with the for mer, the lat ter ag -

gre gate ex cludes in sti tu tions man aged by non-res i dent in sti tu -

tions, whether Por tu guese law in sti tu tions that are branches of 

non-res i dent bank ing groups (un der the su per vi sion of the

Banco de Por tu gal) or sub sid iar ies of credit in sti tu tions hav ing 

their head of fice in the Eu ro pean Un ion (not un der the su per -

vi sion of the Banco de Por tu gal). The pur pose of de fin ing an

ag gre gate ex clud ing the above-men tioned in sti tu tions re flects

the fact that their ex ter nal fi nanc ing is typ i cally en sured by en -

ti ties to which they are closely linked (in con trast to do mes tic

in sti tu tions). Thus, due to being intra?group, this type of

financing, as well as the respective maturity, is less relevant.

(4) The anal y sis made in this con text was ex clu sively based on

data re ported to the BIS on a quar terly ba sis within the scope

of the CIBS (Con sol i dated In ter na tional Bank ing Statistics).

(5) At end-De cem ber 2002, 43 per cent of the ex po sure to Brazil

was ac counted for by branches in Por tu gal of banks from

coun tries not re port ing to the BIS (such as Brazil), and the re -

main ing 57 per cent by do mes tic banks, on a con sol i dated

basis.



Banco de Por tu gal / Eco nomic bulletin / March 2003 49

Eco nomic pol icy and situation

Ta ble 2A

MEASURES OF EXTERNAL NET BANK BORROWING  – % OF GDP

In ter na tional in vest ment po si tion – Other in vest ment 

 Other mon e tary fi nan cial in sti tu tions

Dec.99 Dec.00 Dec.01 Dec.02

End-of-pe riod po si tions
As sets (€ mil lion). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 39 507 48 451 50 488 48 658
    As a per cent age of GDP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36.6 41.9 40.8 37.5
Li a bil i ties (€ mil lion). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 57 558 77 769 94 330 100 690
    As a per cent age of GDP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53.3 67.3 76.2 77.5
Net as sets (€ mil lion) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -18 052 -29 318 -43 841 -52 032
    As a per cent age of GDP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -16.7 -25.4 -35.4 -40.1

Con sol i dated ac counts of the Por tu guese bank ing sys tem 

Ex clud ing in sti tu tions hav ing their head of fice and/or car ry ing on their ac tiv ity chiefly in Ma deira’s off-shore 

Dec.99 Dec.00 Dec.01 Dec.02

End-of-pe riod po si tions
In ter bank li a bil i ties  (net of in ter bank as sets). . . . . . . . . . . . . . . . . . . . . . 9.3 14.8 12.8 12.5
    In the coun try . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. -5.4 -6.8 -6.8
    Abroad . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 20.1 19.6 19.4

Con sol i dated ac counts of the Por tu guese bank ing sys tem 

Do mes tic in sti tu tions 

Dec.99 Dec.00 Dec.01 Dec.02

End-of-pe riod po si tions
In ter bank li a bil i ties (net os in ter bank as sets) . . . . . . . . . . . . . . . . . . . . . . 6.4 12.9 9.9 6.8
    In the coun try . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. -4.3 -4.7 -5.4
    Abroad . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 17.2 14.7 12.2

Ta ble 2B

MEASURES OF EXTERNAL NET BANK BORROWING  – % TOTAL ASSET

Con sol i dated ac counts of the Por tu guese bank ing sys tem (ex clud ing in sti tu tions hav ing their head of fice

and/or car ry ing on their ac tiv ity chiefly in Ma deira’s off-shore) 

Dec.99 Dec.00 Dec.01 Dec.02

End-of-pe riod po si tions
1. Inter bank li a bil i ties (net of in ter bank as sets) . . . . . . . . . . . . . . . . . . . . . . . . 8.1 9.3 8.3 8.5
1.1 In the coun try . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. -0.4 -0.6 -0.7
1.2 Abroad. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 9.6 8.9 9.2

2. Li a bil i ties rep re sented by se cu ri ties and sub or di nated debt . . . . . . . . . . . 8.1 11.4 14.7 16.9
2.1 Held by the res i dent non-mon e tary sec tor . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 3.5 3.7 4.1
2.2 Held by other sec tors (a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 7.9 11.1 12.8

3. To tal mar ket fi nanc ing (1.+ 2.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.2 20.6 23.0 25.4
3. Mar ket fi nanc ing abroad (es ti mate) (1.2 + 2.2) . . . . . . . . . . . . . . . . . . . . . . . n.a. 17.5 20.0 22.0

Con sol i dated ac counts of the Por tu guese bank ing sys tem (Do mes tic in sti tu tions )  

Dec.99 Dec.00 Dec.01 Dec.02

End-of-pe riod po si tions
1. In ter bank li a bil i ties (net or in ter bank as sets) . . . . . . . . . . . . . . . . . . . . . . . . 7.2 9.4 8.1 6.5
1.1 In the coun try . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. -0.3 -0.1 -0.5
1.2 Abroad. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 9.7 8.2 7.0

2. Li a bil i ties rep re sented by se cu ri ties and sub or di nated debt . . . . . . . . . . . 8.1 12.1 16.1 18.2
2.1 Held by  the  res i dent non- mon e tary sec tor . . . . . . . . . . . . . . . . . . . . . . . . n.a. 3.5 3.8 4.2
2.2 Held by other sec tors (a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . n.a. 8.5 12.3 14.0

3. To tal mar ket fi nanc ing (1.+ 2.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.3 21.5 24.2 24.7
3. Mar ket fi nanc ing abroad (es ti mate) (1.2 + 2.2) . . . . . . . . . . . . . . . . . . . . . . . n.a. 18.3 20.5 21.0

Note: 

(a) “Other sec tors” in clude the non-res i dent sec tor and other res i dent MFIs. As such, in 3.2 mar ket fi nanc ing abroad is some what over es -

ti mated, al though not very sig nif i cantly .



tional ex po sure, stress be ing laid on Latin Amer ica 

(the ex po sure of which ac counts for 3.7 per cent of

the to tal, three quar ters of which is con cen trated in 

Brazil)(5) and on Af ri can and Mid dle East coun tries 

(around 4 per cent, half of which are claims on

Por tu guese-speak ing Af ri can coun tries). Con se -

quently, exposure to emerging market countries

accounts for 1.8 per cent of assets.

In terms of in sti tu tional sec tor, the bank ing sys -

tem’s in ter na tional ex po sure is con cen trated in

banks (over 50 per cent), but the share of claims on 

non-banks has been in creas ing, and al ready ac -

counts for al most 40 per cent of the Por tu guese

bank ing sys tem’s to tal in ter na tional exposure.

The break down by ma tu rity shows that the in -

ter na tional ex po sure con sists mainly of as sets with 

a (con trac tual) ma tu rity of be low one year (ex actly 

50 per cent), with the lon gest ma tu ri ties (over two

years) show ing a grow ing rel a tive im por tance:

these as sets al ready ac counted for 44 per cent of

the to tal at end-2002, a fig ure close to the

European levels.

In com par i son with other de vel oped coun tries,

the in ter na tional ex po sure of Por tu guese banks is

low, as can be seen in Chart 5. Tak ing into con sid -

er ation only the ex ter nal as sets of na tional

banks,(6) on a con sol i dated ba sis, these ac counted

for around 32 per cent of GDP at end-2002 (33.5

per cent in Sep tem ber 2002), while in the euro area 

as a whole, ex clud ing Greece and Lux em bourg,

they amounted to 80 per cent of GDP.(7) The ex po -

sure to coun tries in East ern Eu rope, Latin Amer ica 

and the Ca rib bean, Asia and Pa cific and Af rica

and Mid dle East — all of which are, for the pur -

poses of this anal y sis, part of the so-called “emerg -

ing mar ket” econ o mies — ac counted for around

10 per cent of the GDP of the euro area ex clud ing

Greece and Lux em bourg, i.e. quite above the par -

tic i pa tion of these geo graphic ar eas in the Por tu -

guese banks’ external asset portfolio (around 4 per 

cent of GDP).

In in ter na tional terms, stress should be laid on

the sig nif i cant ex po sure of Spain to the group of

coun tries com pris ing the geo graphic area “Latin

Amer ica and the Ca rib bean” (21.5 per cent of

GDP), es pe cially to Mex ico and Chile. Bel gium

and Aus tria also show sig nif i cant ex po sures, in

their case to East ern Eu ro pean econ o mies (around

12 and 7 per cent of their GDP re spec tively). The

ex po sure of the United King dom’s bank ing sys tem 

to emerg ing mar kets as a whole is also rel a tively

high (20.5 per cent of GDP), and is con cen trated in 

the Asia and Pa cific re gion (10 per cent of GDP). In 

turn, the (na tional) Dutch bank ing sys tem’s ex po -

sure to emerg ing mar kets (al most 18 per cent of

GDP) is al most evenly dis trib uted across the three

geographic areas referred to.
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Chart 4

INTERNATIONAL EXPOSURE 

OF PORTUGUESE BANKS

As a per cent age of to tal as sets

0

10

20

30

Dec. 1999 Dec. 2000 Dec. 2001 Dec. 2002

P
e
r

ce
n
t

International exposure

of which:
emerging markets

23.8

16.2
18.118.4

(6)  In ter na tional com par i sons made in this sec tion were based on

sta tis tics dis closed by the BIS on ex ter nal as sets on a con sol i -

dated ba sis (CIBS). These data are shown from the per spec tive

of the na tion al ity of re port ing banks (to the BIS). Given the

con sol i dated ba sis, ex ter nal as sets of branches in re port ing

coun tries of banks hav ing their head of fice also in re port ing

coun tries are con sid ered ex ter nal as sets of the coun try of na -

tion al ity of the head of fice. Thus, the com par i son of the ex po -

sure of Por tu guese banks with that of other bank ing sys tems is

only le git i mate (based on the source re ferred to), if tak ing into

ac count only the ex ter nal as sets of Por tu guese banks, on a con -

sol i dated ba sis, i.e. banks hav ing their head of fice in the na -

tional ter ri tory, in clud ing the re spec tive branches and

sub sid iar ies abroad. Ex ter nal as sets of branches of for eign

banks in Por tu gal are con sid ered to be as sets of the coun tries of 

na tion al ity of the head of fice and there fore, for the purposes of

this comparison, do not constitute international exposure of

Portuguese banks.

(7) Ex clud ing Ger many, Bel gium, Ire land and the Neth er lands,

with an in ter na tional ex po sure of over 100 per cent of GDP, the 

av er age ex po sure in the re main ing euro area coun tries de -

creases to 48 per cent of GDP. 



4. PROFITABILITY

Un der ly ing de vel op ments in net re turn on as -

sets over the last busi ness cy cle are rather sig nif i -

cant struc tural changes in the in come struc ture, in

par tic u lar in the pe riod from 1990 to 1996.

The nom i nal con ver gence pro cess which took

place dur ing the 1990s, to gether with a grow ing

com pet i tive cli mate, con trib uted to a strong re duc -

tion in the con tri bu tion of the fi nan cial mar gin to

banks’ prof its in the first half of the 1990s (Chart

6), i.e. from around 4.4 per cent of av er age as sets

in 1990 to 2.5 per cent in 1996. In the same pe riod,

(net) provisioning de clined sig nif i cantly, from

around 2 per cent of av er age as sets to around 0.5

per cent in 1996. Its high level in the early 1990s,

on the one hand, re flected the spe cific

provisioning needs of credit over due, partly in her -

ited from the 1980s, and on the other hand, it was

also the re sult of the slow down in eco nomic ac tiv -

ity, which led to the 1993 re ces sion. Fol low ing an

in ter rup tion in 1997 and 1998, the fi nan cial mar gin 

as a per cent age of av er age as sets re sumed the

downward trend, to stand at 2.1 per cent in 2002. 

Stress should also be laid on the in crease in in -

come from fi nan cial op er a tions up to 1993, es sen -

tially as so ci ated with for eign ex change gains. This

in come, fol low ing the sub dued lev els re corded in

1994 and 1995, re sumed high lev els in 1996,

against a back ground in which the con ver gence of

long-term in ter est rates led to rather sub stan tial

gains in the fixed-in come se cu ri ties port fo lio. As a

re flec tion of the tem po rary na ture of the gains as -

so ci ated with the con ver gence pe riod, in come

from fi nan cial op er a tions de clined pro gres sively

from 1997 on wards. This not with stand ing, that re -

duc tion was con tained by the sig nif i cant con tri bu -

tion of gains in the vari able-in come se cu ri ties port -

fo lio, in line with sig nif i cant rises in eq uity prices

(which was also re lated to the high lev els of ex -

traor di nary in come be tween 1997 and 2000). In

2001 and 2002, both in come from fi nan cial op er a -

tions, and ex traor di nary in come, al though

positive, reached, as a percentage of aver age

assets, the lowest levels since 1990.

Net com mis sions did not un dergo sig nif i cant

changes in the pe riod from 1990 to 1996, when as -

sessed as a per cent age of av er age as sets. From

1997 on wards, these gains ac counted for a higher

share in to tal in come, due to the fact that not only

many of the ser vices pre vi ously not charg ing any

com mis sions (or charg ing a purely sym bolic com -

mis sion) pro gres sively did so con sis tently with

their cost, but also be cause the stream lin ing of the

cap i tal mar ket sig nif i cantly en hanced the sup ply

of in ter me di a tion ser vices of cap i tal mar ket op er a -

tions and as set man age ment/domi ciliation, re -

spon si ble for gen er at ing com mis sions in sev eral

ar eas. In 2001 and 2002 com mis sions earned by

banks stood at 0.63 per cent of av er age as sets,

which al though be low the peak of around 0.8 per
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CLAIMS ON EMERGING MARKET ECONOMIES
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EXTERNAL ASSETS OF DOMESTIC BANKS
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 Chart 6

MAIN ITEMS OF THE PROFIT AND LOSS ACCOUNT AS A PERCENTAGE OF TOTAL AVERAGE ASSETS
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cent re corded in 1998, is clearly above the fig ures

seen in the early 1990s. This is ac counted for by

the fact that op er a tions in the pri mary stock mar -

ket (in clud ing privatisations), an im por tant source

of com mis sions for banks, were strongly con cen -

trated in the period from 1997 to 2000, while being 

virtually negligible from 2001 onwards.

With re gard to ad min is tra tive costs, the sys -

tem’s ef fi ciency im proved sub stan tially, trans lat ing 

into a key in ter na tional po si tion (Chart 12). The

staff costs com po nent did not suf fer many sig nif i -

cant changes be tween 1990 and 1998, hav ing de -

clined mark edly from 1999 on wards, in the con text 

of the re struc tur ing pro cess of fi nan cial groups,

namely fol low ing merger and ac qui si tion op er a -

tions. In turn, the tech no log i cal up grad ing and the 

mod erni sa tion of dis tri bu tion chan nels, which in -

volved, inter alia, the au to ma tion of ad min is tra tive

pro ce dures and com mu ni ca tions, ren dered other

ad min is tra tive costs in creas ingly more im por tant

up to 1998, a trend which was largely re versed in

the sub se quent pe riod. As a whole, ad min is tra tive

costs in 2002 stood at 1.69 per cent of av er age as -

sets (the low est level since 1990), compared with

2.13 per cent in 1998 (the highest level in the same

period).

The eco nomic slow down ob served since 1999,

to gether with the de cline in in ter na tional stock

mar ket prices from 2000 on wards, has trans lated

into re duced prof it abil ity since 2001, a sit u a tion

which be came more marked in 2002 (Chart 7). In

fact, in 2002 the ROA de clined by around 20 ba sis

points, to ap prox i mately 0.65 per cent, chiefly as a

re flec tion of a nar row ing of the fi nan cial mar gin as 

a per cent age of av er age as sets by around 13 ba sis

points and an in crease in net pro vi sions by around 

15 ba sis points, against a back ground in which

cap i tal mar ket-re lated gains (in come from fi nan -

cial op er a tions, ex traor di nary in come and, to a

lesser ex tent, com mis sions) stood quite below the

peaks seen in the 1990s. 

Al though in 2002 the Por tu guese banks’ ROA

reached lev els close to the trough of the last busi -

ness cy cle, re corded af ter the 1993 re ces sion, pres -

ently this has a much dif fer ent eco nomic mean ing

that de serves fur ther ex pla na tion. First, net re turn

on eq uity fol lows the same cy cli cal pat tern as that

of the ROA. De spite a sig nif i cant re duc tion in 2002 

(3.4 per cent age points), the level reached (11.5 per

cent) al lows a wide cov er age of the pre vail ing

mar ket in ter est rate (Charts 8.A and 8.B), thereby

en sur ing the re turn on the cap i tal in vested in this

sec tor. This was not so clear-cut in the first half of

the 1990s, when the re turn on eq uity stood sys -

tem at i cally below risk-free reference interest rates. 

The re duced prof it abil ity in 2002 was not only

felt in Por tu gal, but in most Eu ro pean bank ing

sys tems. In euro area coun tries as a whole the re -

duc tion in net re turn on as sets seen in 2002 was es -

ti mated to stand at 11 ba sis points (Chart 9). With

the pur pose of mak ing a com par i son with the de -

vel op ments in the prof it abil ity of Por tu guese

banks in 2002 a sam ple of Eu ro pean banks(8) was

se lected, on which pub lic data are al ready avail -

able. Por tu guese banks’ ROA, tra di tion ally one of

the high est in the Eu ro pean con text, con tin ues to

com pare fa vour ably. In fact, de spite the sig nif i cant 

re duc tion in the Por tu guese banks’ ROA in 2002, it 

con tin ues to stand among the high est in the group 

of coun tries on which there are avail able data, be -

ing only sur passed by the bank ing sys tems of
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(8) The se lec tion cri te ria in cluded size (the larg est banks of each

coun try) and data avail abil ity for 2002 as a whole. The sam ple

oc ca sion ally dif fers from that used in sec tion 2 (data re fer to

2001) and in cludes seven banks in Spain and the United King -

dom; nine in It aly; three in Ire land, France and Ger many; five

in Por tu gal and Greece; two in Bel gium, the Neth er lands and

Aus tria. Source: Banks’ re ports and fi nan cial state ments and

Bankscope.



Spain, Ire land and the United King dom (Chart

10)(9).

Ref er ence should be made to both the re duc -

tion in the prof it abil ity of the Greek bank ing sys -

tem, with ROA de clin ing by around 40 ba sis

points in 2002 in the ag gre gate of 5 banks se lected, 

and to the Ger man sys tem, whose three banks in

the sam ple, as a whole, show ing losses in 2002 (af -

ter hav ing al ready re corded very low ROA in

2001). In gen eral terms, the ex pla na tion for the

great dis par ity be tween the bank ing sys tems’ prof -
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Chart 8A
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Chart 8 B
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(9) It was not pos si ble to show data on the bank ing sys tems of

Lux em bourg and Fin land, given that there are no pub lic data
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Chart 10

NET RETURN ON ASSETS IN MAIN 

EUROPEAN BANKS

Note: Coun try ag gre gates are av er ages weighted by to -

tal av er age as sets of banks in cluded in the

sample. 

Sources: Bankscope, re ports and state ments of the banks

in cluded in the sam ple and Banco de Por tu gal.
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it abil ity is par tic u larly as so ci ated with the cost

level; the bank ing sys tems with the high est weight 

of ad min is tra tive costs in the gross in come tend to

be those with the low est prof it abil ity lev els (Chart

11). Stress should be laid on the par tic u larly fa -

vour able po si tion of the Por tu guese bank ing sys -

tem, which re cords the lowest ratio of

administrative costs to the banking product.

More over, com pared with the bank ing sys tems

on which data for De cem ber 2002 were avail able,

the ra tio of non-per form ing loans to gross credit in 

Por tu guese banks is very low (sim i lar to that of

Spain and the United King dom), in com par i son

with that re corded by banks in It aly, France or

Ger many (Chart 12). The ra tio in the lat ter coun try 

re corded a rather sharp rise be tween De cem ber

2001 and De cem ber 2002, which was be hind the

losses shown by the ma jor Ger man banks in 2002.

Apart from the rel a tively low level of credit over -

due of Por tu guese banks, by his tor i cal and in ter -

na tional stan dards, it should also be noted that the 

to tal credit pro vi sions set up by the na tional bank -

ing sys tem as a whole ex ceed the bal ance of credit

over due. The re spec tive cov er age ra tio stood at

around 120 per cent in December 2002 (Charts 13

and 14).
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Chart 11

RATIO OF ADMINISTRATIVE COSTS 

TO GROSS INCOME
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On an in di vid ual ba sis

Note: Se ries break in Jan u ary 1999.
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5. SOLVENCY

At end-2002 the cap i tal ad e quacy ra tio of the

Por tu guese bank ing sys tem (on a con sol i dated ba -

sis) stood at 9.6 per cent, com pared with 11.1 per

cent at end-1998 (Chart 15). Up to the end of the

1990s, the ra tio reached lev els above 10 per cent.

These de vel op ments re flect the sig nif i cant growth

of own fund re quire ments, which has been as so ci -

ated with the strong credit ex pan sion, and to a

lesser ex tent, with the grow ing im por tance of de -

duc tions to own funds (in De cem ber 1997 de duc -

tions ac counted for 0.5 per cent of weighted risks,

com pared with 1.5 per cent in June 2002). This ex -

pan sion has not been fol lowed by a pro por tional

re in force ment of own funds, and con se quently the 

ra tio has been draw ing near the (min i mum) limit

of 8 per cent, al beit in creas ing some what since

2000. It should also be noted that the in crease in

own funds has largely reflected the growth of sup -

plementary own funds.

Tak ing into con sid er ation, for in ter na tional

com par i son pur poses, data for De cem ber 2001 on

the five larg est Por tu guese bank ing groups as a

whole, it is ap par ent that Por tu guese banks stood

among those with the low est cap i tal ad e quacy ra -

tios (Chart 16). How ever, some Por tu guese bank -

ing groups is sued eq uity in re cent months, which

seems to have con trib uted to improve their

solvency position.
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Chart 14

TOTAL BANK CREDIT PROVISIONING 

AS A PERCENTAGE OF CREDIT OVERDUE

On an in di vid ual ba sis

Note: Se ries break in Jan u ary 1999.

9

10

11

12

13

14

15

1994 1995 1996 1997 1998 1999 2000 2001 2002

P
e

r
c
e

n
t

Chart 15
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On a con sol i dated ba sis

Note: Ag gre gate of the Por tu guese bank ing sys tem ex -
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6. CONCLUSION

Por tu gal’s par tic i pa tion in the euro area had an

im por tant bear ing on the bal ance-sheet struc ture

of the Por tu guese bank ing sys tem, which was

char ac ter ised by the grow ing im por tance of credit

in to tal as sets, es pe cially of credit to house holds

for house pur chase, in con trast to the sub dued

weight of in ter bank as sets and the pub lic debt

port fo lio. In par al lel, de pos its did not grow pro -

por tion ately, which trans lated into a sharp rise in

the ra tio of credit to de pos its, al beit to lev els sim i -

lar to those seen in other Eu ro pean bank ing sys -

tems. Por tu guese banks thus in creased their re -

course to mar ket fi nanc ing in euro, which was

eased by Por tu gal’s par tic i pa tion in the euro area.

At first, this re course was tar geted at the (short-

 term) in ter bank mar ket, but from 2000 on wards,

Por tu guese banks strengthened their securities

issues in international financial markets.

Al though the bank ing sys tem has a debtor in -

ter na tional in vest ment po si tion sim i lar to that of

the econ omy as a whole, i.e. around 40 per cent of

GDP in 2002, (net) re course to short-term fi nanc -

ing in the in ter na tional in ter bank mar ket is quite

lower. In the case of do mes tic bank ing in sti tu tions, 

the re course to the in ter bank mar ket abroad, af ter

reach ing a peak in 2000, has been on a down ward

trend, amount ing to ap prox i mately 12 per cent of

GDP at end-2002. On the other hand, (net) ex ter nal 

mar ket in debt ed ness of do mes tic in sti tu tions ac -

counts for only 21 per cent of this sector’s total

assets.

Turn ing to prof it abil ity, it should be noted that

in 2002 the Por tu guese bank ing sys tem re corded

one of the high est lev els of re turn on as sets from

among Eu ro pean bank ing sys tems. This is par tic u -

larly rel e vant given the struc tural fall of the fi nan -

cial mar gin from early 1990 on wards, re lated to

the nom i nal con ver gence pro cess of the Por tu -

guese econ omy and the in creased com pe ti tion in

the sec tor. There was, on the one hand, an in crease 

in the im por tance of net com mis sions as in come

source for banks and on the other hand, a cut in

ad min is tra tive costs, es pe cially staff costs in the

con text of the re struc tur ing pro cess of fi nan cial

groups. In par al lel, this period saw a sharp drop in 

non- performing loans.

With re gard to sol vency, the Por tu guese bank -

ing sys tem’s in ter na tional po si tion is less fa vour -

able. How ever, the sol vency ra tio stands clearly

above the reg u la tory min i mum, in creas ing some -

what since 2000, and eq uity is sues in re cent

months ap pear to have con trib uted to improve

this indicator.

The cur rent cy cli cal po si tion of the in ter na -

tional econ omy, to gether with the ad just ment seen 

in fi nan cial mar kets and the en dog e nous ad just -

ment pro cess of the Por tu guese econ omy, rep re -

sent a rather de mand ing en vi ron ment for the

bank ing sys tem. Al though in sev eral ar eas the

start ing point for Por tu guese banks is rel a tively fa -

vour able, it is in stru men tal that these main tain

and en hance a pru dent risk man age ment, and in -

crease the efficiency gains obtained in recent

years.
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MOVEMENTS IN  OFFICIAL INTEREST RATES: PERSISTENCE AND GRADUALISM* 

Fernando Mar tins**

1. INTRODUCTION

There is a com mon be lief among econ o mists

that sev eral cen tral banks have con ducted their

mon e tary pol icy in a grad ual man ner. This be lief is 

usu ally sup ported by the ev i dence that of fi cial in -

ter est rate in ma jor cen tral banks, in gen eral, have

been ad justed in small move ments with in fre quent 

re ver sals, thus giv ing rise to a path char ac ter ised

by a high de gree of per sis tence (Charts 1, 2, 3 and

4).(1)

In some lit er a ture, this com mon pat tern ob -

served in the be hav iour of ma jor in ter est rates is

pointed out as a sign of the pref er ence of cen tral

banks for a gradu al ist mon e tary pol icy, also

known as “in ter est-rate smooth ing”. Ac cord ing to

this per spec tive, cen tral banks re vealed some re -

luc tance in ad just ing in ter est rates more ag gres -

sively, rather do ing it grad u ally to wards a new op -

ti mal level. From an em pir i cal point of view, this

be hav iour is tra di tion ally in cor po rated in the

mod els, ei ther by di rectly in tro duc ing a sta bi liser

of the in ter est-rate vari ance in the cen tral bank’s

ob jec tive func tion or, al ter na tively, through a par -

tial ad just ment mech a nism in which the in ter est

rate is grad u ally ad justed to wards an op ti mal in -

ter est rate de fined by a mon e tary pol icy rule.

These ap proaches, how ever, seem to be chiefly

mo ti vated by the need to jus tify the ac tual per sis -

tence of in ter est rates, rather than by any the o ret i -

cal con sid er ations jus ti fy ing their use. There fore,

they do not per mit a dis tinc tion be tween the ac -

tual per sis tence of in ter est rates, as a re sult of an

ex plicit pref er ence of the au thor i ties for a gradu al -

ist mon e tary pol icy, and the “nat u ral per sis tence”

due to the ac tual per sis tence of the eco nomic vari -

ables to which the mon e tary au thor ity re sponds.

Thus, as ex plained in the present article, monetary 

policy can only be characterised as more or less

gradualist, when compared with an optimal policy 

rule.

The re sults ob tained in some lit er a ture [see

Goodhart (1999) and Sack (1998a)] have shown

that ac tual mon e tary pol icy has been char ac ter ised 

by a de gree of grad u al ism that can not be strictly

ex plained by the dy namic struc ture of the econ -

omy. In other words, the op ti mal path for the in -
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(1) The be hav iour of the US Fed eral Re serve in 2001 stands some -

what in con trast with this ap proach, since it re vealed a his tor i -

cally un prec e dented ac tiv ity level. In deed, in the course of

2001, the Fed eral Re serve low ered the tar get for the Fed eral

funds rate by an ac cu mu lated 4.75 per cent age points to 1.75

per cent. This de cline was achieved through eleven move -

ments. In No vem ber 2002, the Fed eral Re serve low ered it by

an ad di tional 50 ba sis points. By way of ex am ple, and as sum -

ing that the Fed eral Re serve will not in tro duce any ad di tional

cuts in the tar get for the Fed eral funds rate, it should be men -

tioned that the pre vi ous large in ter est rate down ward cy cle in

the United States had been sig nif i cantly lon ger, spread ing from 

June 1989 to Sep tem ber 1992. Over this pe riod, the Fed eral Re -

serve low ered the tar get for the Fed eral Funds rates by 6.75

per cent age points to 3.0 per cent, through 22 movements, 14 of

which of 25 basis points.

(2) The very no tion of grad u al ism de pends on the mon e tary pol -

icy in stru ment con sid ered. For ex am ple, an ag gres sive in ter est

rate rule is con sis tent with a more gradu al ist rule for mon e tary

growth and vice-versa, al though most works fo cus the anal y sis 

on interest rate rules.



ter est rates emerg ing from dif fer ent mac ro eco -

nomic mod els is usu ally less grad ual than that ac -

tu ally ob served.(2) 

A pos si ble ex pla na tion for the di ver gence be -

tween the in di ca tions given by the mod els and the

ac tual be hav iour is that the for mer may not ad e -

quately deal with the un cer tainty sur round ing

mon e tary pol icy de ci sions.(3) In fact, mon e tary au -

thor i ties face a large num ber of un cer tain ties, in -

clud ing the un cer tainty about the state of the econ -

omy, un cer tainty as to the mag ni tude of the pa -

ram e ters char ac ter is ing the trans mis sion mech a -

nism of mon e tary pol icy and un cer tainty about

the model de scrib ing the be hav iour of the econ -
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(3) This ar ti cle does not dis cuss to what ex tent the de ci sion-mak ing 

pro cess by a col le giate body, such as the EBC Gov ern ing Coun -

cil or the Fed eral Open Mar ket Com mit tee, and the typ i cally

adopted de ci sion rule (sim ple ma jor ity, qual i fies ma jor ity, con -

sen sus, etc..) may in flu ence the de gree of gradualism of

monetary policy.
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Chart 1
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 Chart 3

BUNDESBANK: REPO, LOMBARD 

AND DISCOUNT RATES
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omy. In this per spec tive, the pres ent ar ti cle anal y -

ses the ma jor re sults ob tained in lit er a ture as re -

gards the ef fects of the dif fer ent types of

uncertainty on the degree of gradualism in the

conduct of monetary policy.

The ar ti cle is struc tured as fol lows. Sec tion 2

de scribes a set of char ac ter is tics com mon to the be -

hav iour of the ma jor of fi cial in ter est rates, based

on a num ber of sum mary sta tis tics nor mally used

to sup port the no tion that mon e tary pol icy is con -

ducted in a gradu al ist fash ion. Sec tion 3 ex plains

why the in for ma tion con tent of these sta tis tics

should be in ter preted with cau tion and pres ents a

def i ni tion of gradu al ist mon e tary pol icy and a

pos si ble ap proach to its iden ti fi ca tion. Sec tion 4

de scribes the dif fer ent types of un cer tainty faced

by mon e tary au thor i ties, with par tic u lar em pha sis

on the so-called pa ram e ter un cer tainty, and shows

how the “op ti mal” level of mon e tary pol icy grad -

u al ism is sensitive to the type of uncertainty

specified. Section 5 presents some conclusions. 

2. COMMON CHARACTERISTICS 

IN THE BEHAVIOUR OF MAJOR OFFICIAL

INTEREST RATES 

Not with stand ing the large dif fer ences in the

pat tern of the in ter est rate changes in tro duced by

the dif fer ent mon e tary au thor i ties, there are still

im por tant be hav iour sim i lar i ties that ul ti mately
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Ta ble 1

FEDERAL RESERVE, BUNDESBANK, BANK OF ENGLAND AND ECB: MEASURES OF THE DEGREE 

OF PERSISTENCE OBSERVED IN OFFICIAL INTEREST RATES

Based on data avail able up to 31 De cem ber 2002

Of fi cial in ter est rates  Fed eral Re serve
 (Fed Funds Tar get)

Bank of Eng land 
(Repo)

Bundesbank
 (Dis count)

   ECB
   (MRO

    in ter est
    rate)

Jan92-
Dec98

Jan99-
Dec02

Jan92-
Dec98

Jan99-
Dec02

Jan92-
Dec98

  Jan99-
 Dec02

Num ber of move ments. . . . . . . . . . . . . . . . . . . . . . . . . . . 17 18 24 15 15 13

Up ward move ments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 6 10 4 1 7

Down ward move ments . . . . . . . . . . . . . . . . . . . . . . . . . . 9 12 14 11 14 6

Size of the move ments (ba sis points)

   100 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 4 0 0 0

   75 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 0 0 0 1 0

   50 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 10 7 2 11 6

   25 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12 8 13 13 3 7

Size of the rises

   100 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0 0 0 0

   75 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 0 0 0 1 0

   50 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 1 3 0 0 2

   25 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 5 7 4 0 5

Size of the de clines

   100 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 4 0 0 0

   75 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0 0 0 0

   50 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 9 4 2 11 4

   25 bps . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 3 6 9 3 2

Trend re ver sals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 2 4 2 1 2

Av er age of days be tween con sec u tive move ments . . . 148 81 111 71 105 113

Max i mum num ber of days with out move ments . . . . . 553 330 314 364 322 392

Min i mum num ber of days with out move ments . . . . . 15 15 24 16 28 18

Av er age of days be tween each re ver sal 
   and the pre vi ous move ment. . . . . . . . . . . . . . . . . . . . . 411 229 201 227 198 214



con trib ute to the ex is tence of per sis tence of official 

interest rates:

1. In fre quent and mi nor in ter est rate changes — in -

ter est rate changes are rel a tively in fre quent,

chiefly tak ing into ac count the pace of dis sem i na -

tion of rel e vant in for ma tion on eco nomic de vel op -

ments. In for ma tion that is likely to lead, at least

mar gin ally, to changes in in fla tion and/or growth

fore casts is made avail able on a daily ba sis. How -

ever, most cen tral banks do not change their in ter -

est rates more than once a month, and sev eral

months may go by with out any change. In ad di -

tion, when there are changes, these, in gen eral, do

not ex ceed 25 ba sis points. Ta ble 1 shows that, be -

tween 1992 and 1998, the av er age num ber of days

be tween con sec u tive move ments by the said au -

thor i ties stood be tween 105 and 148 days. Note

that the mag ni tude of the move ments, in most sit -

u a tions, did not ex ceed 50 ba sis points (in the case

of the Fed eral Re serve and the Bank of Eng land,

the 25 ba sis point move ments were more fre quent, 

while in the case of the Bundesbank 50 basis point

movements were predominant).

2. Un usual re ver sals in the in ter est rate path — re -

ver sals in the in ter est rate trend are fre quently pre -

ceded by a se quence of move ments in the same di -

rec tion. In prac tice, this means that there is a

strong per sis tence in of fi cial in ter est rates. In the

case of the Fed eral Re serve, for in stance, be tween

1992 and 2002, only six of the 35 changes an -

nounced in the tar get for the Fed eral funds rate

cor re sponded to a trend reversal.

3. Main te nance of the in ter est rates for a rel a tively

long pe riod be fore any re ver sal in the re spec tive trend

— ev i dence shows that the time gap be tween

move ments in the same di rec tion is rather shorter

than the time gap be tween move ments in op po site 

di rec tions. Fur ther more, as the pe riod of time

from the last in ter est change in creases, there is a

higher prob a bil ity that the forth com ing in ter est

rate change may re flect a trend re ver sal.(4) Ta ble 1

shows that over the last ten years, for the mon e -

tary au thor i ties in ques tion, the av er age length of

the pe ri ods pre ced ing in ter est-rate trend re ver sals

was two to three times longer than the average

length of overall movements.

 3. PERSISTENCE OF THE INTEREST RATES

AND MONETARY POLICY GRADUALISM 

In some lit er a ture, the com mon pat tern of be -

hav iour of ma jor above-men tioned in ter est rates is 

con sid ered to be ev i dence of the adop tion of a

gradu al ist pol icy (“in ter est-rate smooth ing”) that

is ul ti mately re spon si ble for the for ma tion of the

so-called “in ter est-rate cy cles”.(5) Some econ o -

mists, such as Goodhart (1997), claim that in ter -

est-rate cy cles con trib ute (and do not coun ter, as

would be de sir able) to the for ma tion of eco nomic

cy cles. Ac cord ing to this per spec tive, if the in ter est 

rates would evince a less cy cli cal be hav iour, and if 

cen tral banks were will ing to change their in ter est

rates more fre quently and more widely, the length

of the eco nomic cy cles could be re duced. Ex pres -

sions like “too lit tle and too late” or “to be be hind

the curve” are of ten used to criti cise the per cep ti -

ble re luc tance of some monetary authorities to

change interest rates more aggressively. 

From an em pir i cal point of view, the pref er ence 

of mon e tary au thor i ties for a gradu al ist pol icy is

usu ally in cor po rated in the mod els ei ther by di -

rectly in tro duc ing in the cen tral bank’s ob jec tive

func tion a term that would al low the re duc tion of

the in ter est rate vari ance [see, for in stance,

Söderlind (2001) or Rudebusch and Svens son

(1999)] or, al ter na tively, through a par tial ad just -

ment mech a nism, in which the cen tral bank grad -

u ally changes the of fi cial in ter est rate to wards an

op ti mal in ter est rate de fined by a mon e tary pol icy

rule [see Clarida et al (1997) or Batini and Haldane

(1999)].(6) How ever, any of the above ap proaches

seems to be chiefly due to the need to jus tify the

ac tual per sis tence of in ter est rates, and not to
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(4) A Probit model es ti mated for the United States be tween Jan u -

ary 1990 and De cem ber 2001  — a pe riod that wit nessed 49

move ments in the Fed eral funds rates, 9 of which cor re sponded 

to trend re ver sals, showed the fol low ing equa tion for the prob -

a bil ity of re ver sal of the interest rate trend:

( ) ( )P I D= = - +1 4 546 0 024F . .

where I as sumes the value 1 when the in ter est rate move ment

cor re sponds to a re ver sal, and 0 in the op po site case. F(. )rep re -

sents the dis tri bu tion func tion of a nor mal stan dard dis tri bu -

tion and D rep re sents the pe riod of time elapsed (in days) be -

tween con sec u tive in ter est rate changes. The t-rácio for D co ef -

fi cient is 2.31.

(5) See, for in stance, Lowe and Ellis (1997).



considerations underpinning their use [see

Woodford (1999)].

There are sev eral rea sons be hind the pref er ence 

of the au thor i ties for a gradu al ist mon e tary pol -

icy.(7) None the less, the in cor po ra tion in the ob jec -

tive func tion of an in ter est rate sta bi liser does not

per mit a dis tinc tion be tween ac tual per sis tence of

in ter est rates as a re sult of an ex plicit pref er ence of 

the au thor i ties for a gradu al ist mon e tary pol icy

and the “nat u ral per sis tence” due to the in er tia ob -

served in the eco nomic vari ables to which the

mon e tary au thor ity re sponds. In other words, in

the for mu la tion of mon e tary pol icy, mon e tary au -

thor i ties take into ac count the dy nam ics of the

so-called fun da men tal vari ables of the econ omy,

such as out put and in fla tion. Given that shocks to

these vari ables ex hibit strong se rial cor re la tion

and re spond to mon e tary pol icy with a sub stan tial 

lag, some per sis tence in of fi cial rates may be ex -

pected even in the ab sence of an in ter est-rate

smooth ing ob jec tive. In this per spec tive, a gradu -

al ist mon e tary pol icy should be un der stood as the

ten dency to limit changes in the of fi cial in ter est

rates to a de gree greater than the one ac counted

for the dy namic struc ture of the econ omy. Thus, a

monetary policy can only be characterised as more 

or less gradualist when compared with an optimal 

policy rule.

In or der to dis tin guish be tween per sis tence in -

duced by mon e tary pol icy and per sis tence re sult -

ing from the dy namic be hav iour of non-pol icy

vari ables, it is nec es sary, first, to char ac ter ise the

struc tural form of the econ omy, which can be

achieved through the es ti ma tion of a VAR model

formulated as follows:

 W A W b i vt i t j
j

q

j t j t
W

j

q

= å + +å-
=

-
=0 0

i c W d i vt j t j
j

q

j t j t
j

j

q

= å + +å-
=

-
=

'

0 0

where Wt  is a n´1 vec tor of non-pol icy vari -

ables (i.e. vari ables not di rectly con trolled by mon -

e tary pol icy) that may in clude the in fla tion rate,

the GDP growth rate, the un em ploy ment rate or

an in dex of com mod ity prices, it  is the in ter est rate 

and q is the num ber of VAR lags. The VAR de -

scribes both the struc ture of the non-pol icy vari -

ables in the econ omy, and the re ac tion func tion of

the mon e tary au thor ity. How ever, in de riv ing op ti -

mal mon e tary pol icy, the re ac tion func tion of the

mon e tary au thor ity is com pletely ig nored. Thus,

af ter cal cu lat ing the struc tural form of the econ -

omy es ti mated from the VAR, it is pos si ble to de -

ter mine an op ti mal in ter est rate that mini mises the 

pres ent dis counted value of the sum of the out put

gap, x t  and the de vi a tion of the in fla tion rate ( )p t

from its tar get ( )p * . A pos si ble objective function

to be minimised could be formulated as follows:

 

( )[ ]1

2 1

2 2E xt
i

t t
i t

b p p l+
=

¥

- +å
ì
í
î

ü
ý
þ

*

where b rep re sents the dis count fac tor ( )0 1< <b

and l the rel a tive weight as signed to the sta bili sa -

tion of the out put gap. This for mu la tion is rel a -

tively con ven tional in lit er a ture [see Wood ford

(1999)].(8) It should be noted, how ever, that it does

not show any term mini mis ing the in ter est rate

vari ance, given that the pur pose is to in ves ti gate

whether the ac tual per sis tence of in ter est rates can
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(6) This lat ter ap proach may be rep re sented in for mal terms by the 

fol low ing equa tion:

( )i i it t= - + -1 1r r t
* ,

where it  de fines an in ter est rate di rectly or in di rectly con trolled 

by the mon e tary au thor ity and it
* is an op ti mal in ter est rate de -

fined, for in stance, on the ba sis of a Tay lor rule. Usu ally, the

em pir i cal re sults pres ent high val ues for the pa ram e ter r that

mea sures the de gree of per sis tence of the in ter est rate [see Sack

(1998b)]. 

(7) A num ber of jus ti fi ca tions have been pointed out in lit er a ture

for the pref er ence of mon e tary au thor i ties for a gradu al ist mon -

e tary pol icy. A tra di tional ex pla na tion con sists in the will ing -

ness of cen tral banks to re duce vol a til ity in the fi nan cial mar -

kets, a sit u a tion that would be fa cil i tated if in ter est rate changes 

would be grad ual and fore see able. Some au thors sus tain that if

cen tral banks would fre quently re verse their in ter est rate trend, 

this might be in ter preted as a sig nal of im per fect knowl edge or

even of in com pe tence, which would threaten their cred i bil ity.

Goodhart (1997) sus tains that the ma jor cause be hind the pref -

er ence for a gradu al ist mon e tary pol icy lies in the nat u ral con -

ser va tism of mon e tary au thor i ties, which tend to change of fi -

cial in ter est rates only when there is solid ev i dence sup port ing

the de ci sion. Since that ev i dence emerges only slowly, in ter est

rates are ad justed also slowly. More re cently an ex pla na tion

has been ad vanced, in volv ing the in ter ac tion be tween a sys -

tem atic mon e tary pol icy and the ex is tence of agents with for -

ward look ing ex pec ta tions (as op posed to ex pec ta tions based

only on the ex trap o la tion of past be hav iour). Ac cord ing to this

per spec tive, a gradu al ist and sys tem atic mon e tary pol icy

makes pos si ble that small changes in short-term in ter est rates

have a stron ger im pact on lon ger-term in ter est rates and,

therefore, on the economy [these arguments can be found, for

instance, in Goodfriend (1991), Sack and Wieland (1999) and

Amato and Laubach (1999)].



be ex plained with out sim ply as sum ing that the

au thor i ties pre fer to con duct mon e tary pol icy in a

grad ual man ner. The pa ram e ters of the in ter est

rate re sult ing from a prob lem of dy namic pro -

gram ming are p b l*, and , which are ex og e nously

de fined and are a func tion of con tem po ra ne ous

and lagged val ues of the model vari ables that, in

ad di tion to the in fla tion rate, the interest rate and

the output gap, could also include other variables: 

i g x x x i i it t t t k t t t k t t t

* , , , , , , , , , . ,= - - - - - - -1 1 1 2K K Kp p p( )k| , ,*p l b

where k is the re sult of the lag struc ture de ter -

mined by the VAR model. Note that the op ti mal

in ter est rate it
*  de pends on the lagged val ues of the 

in ter est rate de ter mined by the VAR model it self.

There fore, even in the ab sence of any ex plicit

smooth en ing ob jec tive by mon e tary au thor i ties,

the op ti mal in ter est rate re veals a nat u ral per sis -

tence. Ac cord ingly, since at least one part of the

ac tual per sis tence of in ter est rates may re sult from 

the dy namic struc ture of the econ omy, the mere

anal y sis of the sta tis tics pre sented in Ta ble 1 does

not al low for any con clu sion to be drawn in terms

of the de gree of grad u al ism of mon e tary pol icy.

These sta tis tics would be in for ma tive if, in the ab -

sence of the sta bi lis ing term in the ob jec tive func -

tion, the se ries of changes in official interest rates

had a  random-walk type behaviour. 

Thus, the eval u a tion of the de gree of grad u al -

ism of mon e tary pol icy re quires a com par i son be -

tween changes in the ac tual in ter est rate (Dit) and

changes in the op ti mal in ter est rate (Dit
* ). As sug -

gested by Sack (1998a) a pos si ble mea sure could

be the com par i son of vol a til ity be tween these two

se ries, by cal cu lat ing the ra tio between their

respective variances:

( )
( )

Var i
Var i

t

t

D
D

*

The re sults ob tained in some stud ies [Goodhart 

(1999) and Sack (1998a)] have shown that ac tual

mon e tary pol icy in dif fer ent coun tries has been

char ac ter ised by a de gree of grad u al ism that can -

not be strictly ex plained by the dy nam ics of the

eco nomic vari ables to which mon e tary au thor i ties

re spond. In other words, the op ti mal path for in -

ter est rates emerg ing from dif fer ent mac ro eco -

nomic mod els is usu ally less per sis tent than the

ac tual path [see, for in stance, Goodhart (1999)].

The cru cial is sue is to as cer tain whether this sit u a -

tion im plies that mon e tary au thor i ties have

adopted sub-op ti mal mon e tary pol icy strat e gies or 

whether, on the con trary, there are fac tors not in -

cluded in the models that justify the strategies

followed so far.

4. UNCERTAINTY AND DEGREE OF ACTIVISM 

OF MONETARY POLICY 

A pos si ble ex pla na tion for the di ver gence be -

tween the in di ca tions given by the mod els and ac -

tual prac tice is that the for mer may not deal ad e -

quately with the un cer tainty sur round ing mon e -

tary pol icy de ci sions. The tra di tional ap proach for

the anal y sis of mon e tary pol icy un der un cer tainty

con sists in the spec i fi ca tion of an ob jec tive func -

tion for mon e tary au thor i ties and of a mac ro eco -

nomic model, so as to de ter mine how mon e tary

pol icy may re spond to shocks in the econ omy. The 

man ner in which un cer tainty af fects mon e tary pol -

icy ul ti mately de pends on the spec i fi ca tion of the

model and on the type of uncertainty considered.

4.1. Optimal monetary policy under additive

uncertainty 

Many ac a demic stud ies as sume that the au thor -

i ties take their mon e tary pol icy de ci sions as if they 

were un der cer tainty. This re sults in ad mit ting that 

un cer tainty faced by pol icy-mak ers as sumes a par -

tic u lar form. Spe cif i cally, un cer tainty is in tro duced 

in the anal y sis through ad di tive (mean zero)

shocks  on the ob jec tive vari ables of mon e tary au -

thor i ties. This, given the qua dratic-lin ear spec i fi ca -

tion of these mod els (thus known be cause the ob -

jec tive func tion is qua dratic and the re stric tion is

lin ear), does not af fect the op ti mi sa tion prob lem.

This sit u a tion cor re sponds to what in lit er a ture is

known as “cer tainty equiv a lence”, i.e. the op ti mal

rule ob tained un der un cer tainty is the same as if

the sit u a tion of the econ omy were per fectly ob -

served (com plete in for ma tion).(9)
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(8) When com pared with other ob jec tive func tions used in this type 

of lit er a ture [for in stance, Wood ford (1999)], a sa lient dif fer ence 

is the ab sence of fu ture val ues for in fla tion and for the out put

gap. As dem on strated by Wood ford (op cit), these fu ture val ues 

alone may cre ate an in cen tive for some in ter est-rate

smoothening.



In this frame work, the spec i fied mod els rec og -

nize that un cer tainty is in de pend ent from the be -

hav iour of mon e tary au thor i ties. There fore, the

sole un cer tainty con sid ered is that aris ing when

the econ omy vari ables are lagged from the fore -

cast path — the so-called ad di tive un cer tainty.

Against this back ground, au thor i ties should ig -

nore the ef fects of uncertainty on the economy.

This sit u a tion may be il lus trated by means of a

sim ple the o ret i cal model for a closed econ omy,

sim i lar to that pre sented by Svens son (1996). It al -

lows for the con se quences of the pa ram e ter un cer -

tainty to be dis cussed in or der to de ter mine op ti -

mal mon e tary pol icy, in a con text in which an au -

thor ity ad justs the in ter est rate so as to ob tain a

tar get for the in fla tion rate.(10)  The model, how -

ever, due to its sim plic ity, nec es sar ily has some

weak nesses. In par tic u lar, it has not mi cro ec o -

nomic foun da tion and, since it pres ents the equa -

tions in their re duced form, it does not per mit the

iden ti fi ca tion of the source of shocks hit ting the

econ omy. Lit er a ture pres ents al ter na tive mod els,

with mi cro ec o nomic foun da tions, but they are less 

 tractable to il lus trate the prob lem un der dis cus -

sion [see, for in stance, Khan et al (2000)].

The ba sis of the model is a two-equa tion sys -

tem. The first one (a ver sion of the Phillips curve)

es tab lishes a re la tion ship be tween the in fla tion

rate p t  and the out put gap x t :

p p gtt ta x+ += +1 1  (1) 

The sec ond equa tion (a ver sion of the IS curve)

es tab lishes an in verse re la tion ship be tween the

out put gap and real in ter est rate pre vail ing in the

pre vi ous pe riod ( )rt  de fined in terms of a de vi a -

tion from the neu tral or equi lib rium level, sub ject

to ad di tive shocks, x t+1, in de pend ently dis trib uted

with mean zero and vari ance s x
2 :

x rt t t+ +=- +1 1d x (2)

The in ter est rate set at the end of the t  to be in

force un til t+1  is given by the Fisher  equa tion:

r i Et t t t= - +p 1 (3)

where it  is the nom i nal in ter est rate de fined in

terms of the de vi a tion vis-à-vis the neu tral or equi -

lib rium value. By re plac ing (2) in (1) we ob tain the 

re duced form for the in fla tion rate:

p p et t t ta br+ += - +1 1 (4)

with b= =gd e gx t+1a t + 1nd .  Mon e tary au thor i ties 

set the in ter est rate with a view to reach ing an in -

fla tion tar get p * . Spe cif i cally, it is as sumed that the 

pur pose of mon e tary au thor i ties is to mini mise the 

squared de vi a tion of in fla tion from the tar get, the

lat ter be ing nor mal ised to zero. This is equiv a lent

to mini mise both the squared de vi a tion of the ex -

pected value of the in fla tion rate from tar get (the

squared bias) and un cer tainty as to fu ture in fla tion 

(in fla tion vari ance). For mally, the mini mi sa tion of

the ob jec tive func tion can be writ ten as fol lows:(11)

  

Et tp +1
2

(5)

or, al ter na tively,

( ) ( )bias t t t tp p+ ++1

2

1var (5a)(12) 

The only source of un cer tainty in model (4) re -

sults from the shock in tro duced in the IS equa tion. 

Thus, it is as sumed that the au thor i ties are def i -

nitely fully ac quainted with: i) the model pa ram e -

ters; ii) the state of the econ omy, which im plies

that, for in stance, the in fla tion rate and the out put

gap do not re veal mea sure ment er rors and that au -

thor i ties are able to per fectly iden tify the type of
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(9) Is this case, the so-called “sep a ra tion prin ci ple” is ap pli ca ble,

ac cord ing to which the prob lem of se lec tion of the op ti mal pol -

icy (op ti mi sa tion prob lem) and the prob lem of es ti ma tion of

the cur rent state of the econ omy (prob lem of ex trac tion the sig -

nal) may be dealt with sep a rately [see, for in stance, Svensson

and Woodford (2002)].

(10)See Mar tin (1999) for an ap pli ca tion of the same type of model

within the frame work of an open econ omy.

(11)This prob lem may be solved through dy namic pro gram ming.

How ever, Svens son (1996 and 1997) shows that the so lu tion

usu ally co in cides with that ob tained with the op ti mi sa tion for a 

sin gle pe riod, the ob jec tive func tion be ing given by equation

(5).

(12)The bias of the ran dom vari able p
t + 1

 is de fined as

E t t
p p

+
-

1

* and mea sures the dif fer ence be tween ex pected in -

fla tion and the in fla tion tar get. Equa tion (5a) re sults from the

fact that:

( ) ( ) ( )E E E E Et t t t t t t t t
p p p p p p

+ + + +
- = - + -

1

2

1

2

1 1

2* * ,

where the sec ond term stands for the vari ance.



shocks hit ting the econ omy; and, per chance more

im por tant, iii) the func tional form of the econ omy

(i.e. the man ner in which in fla tion and the out put

gap are in ter re lated). Tak ing into ac count these hy -

poth e sis, by re plac ing (4) in (5), dif fer en ti at ing in

or der to rt  and set ting the result equal to zero, the

optimal rule is given by:

r
a

b
t t= p (6)

By re plac ing (6) in (4), we ob tain the equi lib -

rium path for the in fla tion rate:

 

p et t+ +=1 1 (7)

Based on (6) and (7), the op ti mal mon e tary pol -

icy rule is ob tained in terms of the ad di tive shock:

 

r
a

b
t t= e (8)

In or der to reach this op ti mal path for the real

in ter est rate, based on (3) and tak ing into ac count

that in fla tion ex pec ta tions are zero, the in ter est

rate should be set ac cord ing to the fol low ing rule:

i r E
a

b
t t t t t= + =+p e1  (9)

This rule ful fils “cer tainty equiv a lence prin ci -

ple”: the same op ti mal rule would be ob tained if

there were no un cer tainty. Once the shock over in -

fla tion is ob served, the op ti mal re sponse of the au -

thor i ties will be to fully can cel its ef fects, so that

the in fla tion rate may re sume the tar get. This

means that, al though the au thor i ties are not able

to avoid tem po rary de vi a tions of in fla tion from

tar get, they may en sure that these de vi a tions are

not per ma nent. There fore, op ti mal mon e tary pol -

icy would be char ac ter ised by a high de gree of ag -

gres sive ness. It is ob vi ous that this re sult de pends

on the above hy poth e ses (i) to (iii). These make it

pos si ble for the au thor i ties to iden tify un am big u -

ously the type of shock faced and the man ner in

which the mon e tary pol icy in stru ment should be

ad justed. In prac tice, how ever, mon e tary au thor i -

ties are not able to iden tify clearly either the type

of shocks faced by the economy or the best

response to those shocks.

4.2. Optimal monetary policy under parameter

uncertainty

Some more re cent stud ies have at tempted to

ex plore the im pli ca tions for mon e tary pol icy of a

wider range of un cer tain ties [see, for ex am ple,

Sack (1998a)]. One strand of re search has tried to

gauge the ex tent to which un cer tainty about the

pa ram e ter mag ni tude of the trans mis sion mech a -

nism may lead to a less ag gres sive re sponse of

mon e tary pol icy to eco nomic shocks. This anal y sis 

hav ing its roots in the work of Brainard (1967) is

based on the as sump tion that un cer tainty about

the re la tion ship be tween of fi cial in ter est rates and

the rest of the econ omy (a form of pa ram e ter un -

cer tainty) cre ates a trade-off for mon e tary au thor i -

ties: the pres ence of pa ram e ter un cer tainty may

im ply that move ments in of fi cial in ter est rates

could lead to an in crease in un cer tainty about the

fu ture path of the econ omy. In this case, mon e tary

au thor i ties should be more cau tious, even if this

would mean a worse out come on av er age, in or der 

to re duce the prob a bil ity of fall ing a long way

short of the tar get set (Brainard’s prin ci ple): “(...)

cen tral banks must avoid be com ing a source of ad -

di tional un cer tainty them selves when there is only 

limited knowledge about the economy and the

behaviour of economic agents” [Issing (2002)].

The con sid er ation of the so-called pa ram e ter

un cer tainty leads to the elim i na tion of the above

hy poth e sis (i). This type of un cer tainty arises

when it is as sumed that au thor i ties know the

struc tural equa tions char ac ter is ing the econ omy,

but ig nore the size of the mul ti pli ers, thus hav ing

to es ti mate them. For ex am ple, if in equa tion (4),

au thor i ties ig nore the value of pa ram e ter b, they

can not as sess the im pact of in ter est rate changes

on the output gap and thus on inflation.

Brainard (1967) as sumed that au thor i ties ig nore 

the ac tual fig ures of model pa ram e ters, but know

their dis tri bu tion. Us ing the model above, it is as -

sumed that pa ram e ters  a and b fol low a nor mal

dis tri bu tion,(13) with means a and b, and vari ances 

s sa b
2 2and , re spec tively, and covariance s ab :
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(13)The hy poth e sis of pa ram e ter nor mal ity is not strictly nec es sary.



We as sume, in a first anal y sis, that the

covariance be tween these two pa ram e ters is zero.

In this case, us ing (4), the ob jec tive func tion (5a)

may be writ ten  as

  ( )a b r ab r rt t t t a t b t

- -

+ -
æ
è
ç

ö
ø
÷+ + +

2
2

2
2 2 2 2 2 22p p s p s s e (5b)

Dif fer en ti at ing in or der to rt  and equal ling to

zero, we ob tain the op ti mal rule:

r
ab

b
t

b

t=
+

é

ë

ê
ê

ù

û

ú
ú-2

2s
p (10)

For a better com par i son with the sit u a tion pre -

sented in the pre vi ous sec tion, let us rep re sent by

cv the co ef fi cient of vari a tion cv
b

b=
s

 and de fine

the pa ram e ter h, as  h
cv

=
+

1

1 2
. Thus, equa tion

(10) may be written as follows:

r h
a

b
t t= p (10a)

Pa ram e ter h de fines the gap iden ti fied by

Brainard,  and shows that the re sponse to shock e t , 

un der pa ram e ter un cer tainty, is a frac tion of the

re sponse in the sit u a tion in which cer tainty equi-

va lence oc curs (since h stands be tween zero and

one). This frac tion is ex clu sively de ter mined by

the co ef fi cient of vari a tion, i.e. by the rel a tive size

of un cer tainty (mea sured by the stan dard de vi a -

tion) in re la tion to the mean of the pol icy mul ti -

plier. When un cer tainty is high, h is small and

mon e tary pol icy be comes more gradu al ist. As the

rel a tive weight of un cer tainty de clines, h tends to

one and the op ti mal re sponse of mon e tary pol icy

gets closer to the sit u a tion de scribed in the pre vi -

ous sub sec tion. In this con text, mon e tary au thor i -

ties face a trade-off be tween the de sire to bring the 

in fla tion rate back to the tar get (re duc tion of the

in fla tion bias) and the de sire to mini mise the risk

of in creased vol a til ity in in fla tion with only one in -

stru ment avail able ( )it . De riv ing from (5b), the

vari ance of in fla tion de pends pos i tively on the real 

in ter est rate de vi a tion from its neu tral level, and

thus mon e tary pol icy de ci sions af fect the un cer -

tainty about fu ture in fla tion. Thus, by con trast

with the ad di tive un cer tainty model, vari ance be -

comes en dog e nous. There fore, within this model

mon e tary au thor i ties ad just in ter est rates to a

smaller ex tent than they would do in a sce nario

with out un cer tainty, ( i.e. it is not op ti mal to com -

pletely off set a shock in any pe riod). This sit u a tion 

is what Blinder (1998) calls “Brainard’s con ser va -

tism prin ci ple”: “Es ti mate how much you need to

tighten or loosen mon e tary pol icy to get it right.

Then do less”. The response of monetary policy is

thus spread over several periods.(14)

Re plac ing the mon e tary pol icy rule (10a) in (4)

and ap ply ing the ex pec ta tion op er a tor, we obtain:

 

( )E a ht t tp p+ = -1 1 (11)

The op ti mal nom i nal in ter est rate re sults from

the sum of the op ti mal rule for the real in ter est

rate (10a) and the ex pected in fla tion (11):

( )i
ha

b
a ht t t= + -p p1 (12)

Equa tion (12) shows that the im pli ca tions in

terms of ma nip u la tion of mon e tary pol icy in stru -

ment re sult ing from a gradu al ist rule for the real

in ter est rate may be am big u ous. Ana lys ing the

right-hand side of equa tion (12), we ver ify that:

the first term (real in ter est rate) points to a more

gradu al ist pol icy, while the sec ond term (in fla tion

ex pec ta tions) trans lates the fact that a gradu al ist

rule for the real in ter est rate leads to an in crease in 

in fla tion ex pec ta tions. The com bined ef fect, how -

ever, points to a rule for the gradu al ist nom i nal in -

ter est rate, un less b  is very high, which, ac cord ing

to the es ti mates presented by Rudebusch and

Svensson (1999), seems unlikely.

It is also in ter est ing to con sider the sit u a tion in

which the covariance be tween pa ram e ters (s ab) is

not zero. In this case, the ob jec tive func tion (5b)

will be equal to:

a b r ab r

r

t t t t

a t b t t

- -

+ -
æ
è
ç

ö
ø
÷+

+ + + -

2
2

2
2

2 2 2 2 2

2

2

p p

s p s s pe( )rt abs

(5c)
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(14)Some stud ies have at tempted to quan tify the im por tance of

“Brainard’s ef fect”. Sack (1998a) con firms that if the im pact of

mon e tary pol icy on the econ omy is un cer tain, a more ag gres -

sive pol icy may in duce ex ces sive vol a til ity on tar get vari ables.

In that sense, it may be op ti mal to ad just of fi cial in ter est rates

grad u ally in or der to de lib er ately limit the risks of in creased

vol a til ity on the econ omy. The anal y sis un der pa ram e ter un cer -

tainty ex plains an im por tant part of ac tual per sis tence in in ter -

est rates. How ever, even con sid er ing ef fects re sult ing from

econ omy dy nam ics and pa ram e ter un cer tainty, an el e ment of

inertia which is not explainable by data prevails in interest

rates.



and the op ti mal mon e tary pol icy rule is given by 

r
ab

b
t

ab

b

t=
+

+

é

ë
ê

ù

û
ú

s

s
p

2 2
(10b)

As it de rives from equa tion (10b), a high

covariance be tween the two pa ram e ters could lead 

to a sit u a tion in which a more ag gres sive pol icy

would be op ti mal (see An nex).(15)

Fi nally, it should be noted that these find ings

ob vi ously de pend on the type of model pre sented. 

Start ing from a model with an ob jec tive func tion

that at ta ches some weight to out put sta bili sa tion,

Söderstrom (2000) shows that in some sit u a tions

pa ram e ter un cer tainty could in duce mon e tary au -

thor i ties to choose a more ag gres sive mon e tary

pol icy. In par tic u lar, when there is un cer tainty

about the de gree of per sis tence of in fla tion (pa -

ram e ter a), there could be cases in which it would

be op ti mal to change in ter est rates in a more ag -

gres sive fash ion, in or der to re duce un cer tainty

about fu ture de vel op ments in the econ omy. How -

ever, un cer tainty about the im pact of mon e tary

pol icy on the econ omy (pa ram e ter b) con tin ues to

lead to a less aggressive policy, in line with

Brainard’s analysis.

4.3. Optimal monetary policy under uncertainty

about the state of the economy

The as sumed hy poth e sis that au thor i ties are

com pletely aware of the state of the econ omy ne -

glects two im por tant sources of un cer tainty: the

ex is tence of er rors in the mea sure ment of vari ables 

and the un cer tainty about the type of shocks af -

fect ing the econ omy. This could emerge ei ther be -

cause cer tain vari ables, such as GDP, are only

avail able with some time lag and are sub ject to fre -

quent re vi sions, or be cause there is an other type of 

vari ables,  such as the out put gap, whose mea sure -

ment is not di rect and whose re sults are sen si tive

to the method of estimation used.

Mea sure ment er rors may be con sid ered within

mod els sim i larly to ad di tive shocks. If this is the

case, there is no change in the op ti mal pol icy rule.

For ex am ple, in the pre vi ous model, if we as sume

that the out put gap shows mea sure ment er rors,

equa tion (2) may be changed to:

 
)
x brt t t t+ + +=- + +1 1 1e x (2a)

where 
)
x t+1 rep re sents the out put gap mea sure

used by mon e tary au thor i ties and x t
y
+1 the mea -

sure ment er ror as so ci ated. Since au thor i ties can -

not dis tin guish be tween the con tri bu tion to the

out put gap es ti mate re sult ing from the ad di tive

shock and that de riv ing from a mea sure ment er -

ror, the op ti mal pol icy rule given (1) and (2a)

remains (6).

How ever, within mod els with dif fer ent types of 

shocks re quir ing dif fer ent pol icy re sponses, the ex -

is tence of mea sure ment er rors could make the

prob lem of iden ti fy ing shocks par tic u larly com -

plex. For ex am ple, a mon e tary au thor ity, whose

pur pose is to limit out put gap and in fla tion fluc tu -

a tions vis-à-vis a tar get, typ i cally raises the in ter -

est rate in the pres ence of a pos i tive de mand

shock. How ever, if the out put es ti mate shows

mea sure ment er rors it be comes more com pli cated

to know whether an out put rise re flects a de mand

shock, a sup ply shock or whether it is merely the

re sult of a mea sure ment er ror. There fore, rais ing

in ter est rates on the as sump tion that the out put

rise was the result from a demand shock could be

a wrong decision.

Smets (1998) and Orphanides (1998) ex am ine

the ex tent to which er rors in out put gap mea sure -

ment (Smets) and in out put gap and in fla tion mea -

sure ment (Orphanides) could af fect the op ti mal

re sponse of the Fed eral Re serve. Both stud ies as -

sume that mon e tary pol icy is de fined ac cord ing to

a Tay lor rule. Firstly, the op ti mal rule is de rived

as sum ing that there are no mea sure ment er rors.

Sub se quently, this rule is de rived ad mit ting the ex -

is tence of mea sure ment er rors. The re sults sug gest 

that if these er rors are sig nif i cant the op ti mal re -

sponse of mon e tary pol icy tends to be more grad -

ual:(16) “When the noise con tent of the data is

prop erly taken into ac count, pol icy re ac tions are

cau tious and less sen si tive to the ap par ent im bal -

ances in the un fil tered data. The re sult ing pol icy

pre scrip tions re flect the rec og ni tion that ex ces -

sively ac tiv ist policy can increase rather than

decrease economic instability” [Orphanides

(1998)].
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(15)Al though the con clu sion point ing to a greater grad u al ism is

better known, Brainard (1967) ac knowl edges that the ex is tence

of high covariances be tween the pa ram e ters of the model may

lead to a more ag gres sive mon e tary pol icy. Mar tin and

Salomon (1998) as sess the im pact of the ex is tence of non-zero

covariances for the case of the United Kingdom.



4.4. Optimal monetary policy under uncertainty

about the economic model

The anal y sis made in the pre vi ous three sub sec -

tions as sumed that au thor i ties know the type of

un cer tainty they are fac ing. For ex am ple, to es ti -

mate the op ti mal pol icy rule (10), it is nec es sary to

know the pa ram e ter vari ance and also to iden tify

ad di tive shocks on the econ omy. Sim i larly, the

work by Orphanides (1998) ad mits that au thor i ties 

know the vari ance of mea sure ment er rors of vari -

ables. How ever, the type of un cer tain ties faced by

pol icy mak ers is in prac tice con sid er ably wider.

More pre cisely, mon e tary au thor i ties ig nore the

func tional form of the “true” model of the econ -

omy and which variables should be included in

that model.

Some stud ies have at tempted to ana lyse how

mon e tary pol icy should be con ducted un der

model un cer tainty - also known in the lit er a ture as 

“Knightian un cer tainty”. The so-called lit er a ture

on ro bust con trol con sid ers this type of un cer -

tainty and pres ents some prin ci ples about the es ti -

ma tion of the op ti mal mon e tary pol icy rule, tak ing 

into ac count the dif fer ent mod els/par a digms at the 

dis posal of a mon e tary au thor ity. Svens son (2000)

identifies three approaches in literature.

The first ap proach, re ferred to as Bayesian,

starts by cal cu lat ing for each mon e tary pol icy rule

f, the loss in each model (m) across all avail able

mod els and/or par a digms (M). Sec ondly, a sub jec -

tive prob a bil ity ( )pm  is at trib uted to each ac tual

loss and the so-called ex pected loss is calculated:

( )E L p L f mM m
m M

= å
Î

,

where ( )L f m,  de fines the loss func tion of the

model m, us ing the pol icy rule f . The op ti mal pol -

icy rule f *  mini mises the ex pected loss:

f MinE L
f F

M
* =

Î

Gerdsmeier et al (2002) pres ent other weight ing

choices, as the weight ing of the mod els them selves 

or of op ti mal pol icy rules ob tained in each model,

con clud ing that any of these two ap proaches pro -

duces out comes which area worse than those of

the pre vi ous method.

More re cently, lit er a ture on ro bust ness con trol

has adopted an ap proach that does not re quire the 

ad vance ex is tence of sub jec tive prob a bil i ties to

weight the dif fer ent mod els un der re view. The

meth od ol ogy used con sists in the so-called

min-max cri te rion [see, for ex am ple, Onatski and

Stock (2000) or Gerdsmeier et al (2002)]. For each

mon e tary pol icy rule f , the max i mum loss across

avail able mod els is cal cu lated and the op ti mal pol -

icy rule f *  is the rule that mini mises max i mum

losses. In other words, the op ti mal pol icy rule is

that show ing the best out come in the range of the

different worst-case scenarios. In formal terms:

 

( )f MinMax L f m
f F m M

* ,=
Î Î

Onatski and Stock (2002) use this cri te rion to

iden tify ro bust pol icy rules, start ing from the US

econ omy model pre sented by Rudebusch and

Svens son (1999). In this work four dif fer ent types

of un cer tainty are con sid ered: pa ram e ter un cer -

tainty, un cer tainty about data qual ity, un cer tainty

about the de gree of se rial cor re la tion of shocks

and un cer tainty about the model it self. The key

find ing was that the dif fer ent forms of spec i fy ing

un cer tainty pro duce dif fer ent im pli ca tions on the

de gree of mon e tary pol icy ac tiv ism. More over, au -

thors con clude that the main source of un cer tainty 

for pol icy mak ers is that as so ci ated with the model 

of the econ omy it self and ag gres sive ness found in

some estimated policy rules is linked to worst-case 

scenarios.

Fi nally, a third ap proach [see, for ex am ple,

Levin et al (1999)] con sists in at tempt ing to iden -

tify mon e tary pol icy rules per form ing well across

a wide range of mod els ( i.e. ro bust rules). By def i -

ni tion, this type of rules do not per form as well as

the op ti mal rule de rived in each par tic u lar model,

but is de signed to work smoothly within that

model and across alternative models.

The im pact of this par tic u lar source of un cer -

tainty — per haps the most im por tant one — on

the con duct of mon e tary pol icy is an evolv ing

mat ter, and there is nei ther a con sen sual man ner

of iden ti fy ing ro bust mon e tary pol icy rules nor a

clear bal ance about the de gree of mon e tary pol icy

grad u al ism. How ever, an im por tant find ing in the

most re cent lit er a ture on ro bust ness con trol is that

in worst-case sce nar ios in ter est rate rules point to

greater ag gres sive ness. The un der ly ing view is

that some types of un cer tainty may lead to a

smaller than ex pected im pact of mon e tary pol icy
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in stru ments on ob jec tive vari ables. Un der these

cir cum stances, in or der to pre vent worst-case sce -

nar ios, it would be optimal to react more

aggressively when under uncertainty. 

5. FINAL REMARKS

The find ings in some em pir i cal stud ies sug gest

that mon e tary pol icy in dif fer ent coun tries has

been char ac ter ised by a de gree of in ter est rate

grad u al ism, which can not be strictly ex plained by

the dy namic struc ture of the econ omy. In other

words, the op ti mal path for in ter est rates emerg -

ing from dif fer ent mac ro eco nomic mod els is nor -

mally less grad ual than that ob served in prac tice.

A pos si ble ex pla na tion for the di ver gence be tween 

in di ca tions given by mod els and ac tual prac tice is

that the for mer may not deal ad e quately with dif -

fer ent sources of un cer tainty sur round ing mon e -

tary pol icy de ci sions. Com mon in tu ition seems to

point to the fact that the in tro duc tion of un cer -

tainty should lead to a more cau tious po si tion of

mon e tary au thor i ties. This view re flects Brainard’s 

find ings (1967). How ever, from a the o ret i cal point

of view, as ar gued by dif fer ent au thors [see, for ex -

am ple, Onatski and Williams (2002)], greater

uncertainty does not necessarily mean more

gradual monetary policy. 

An im por tant find ing in this ar ti cle re lates to

the fact that dif fer ent hy poth e ses about the form

of un cer tainty have dif fer ent im pli ca tions in terms

of the op ti mal de gree of mon e tary pol icy grad u al -

ism. In that sense, mon e tary au thor i ties should as -

sess the dif fer ent sources of un cer tainty and com -

bine them com pre hen sively. A well de signed mon -

e tary pol icy strat egy should take into ac count the

pres ence and the im pli ca tions of those dif fer ent

sources of un cer tainty. This sug gests that a mon e -

tary au thor ity should not rely on a sin gle in di ca tor 

or model sep a rately. On the con trary, it should as -

sem ble sev eral sources of in for ma tion, cross check

their contents and assess their implications.
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ANNEX 

IMPACT ON THE OPTIMAL POLICY RULE OF THE EXISTENCE 

OF NON-ZERO  COVARIANCES  BETWEEN PARAMETERS  

Tak ing into ac count that the mean squared er ror of in fla tion ex pec ta tions can be writ ten as (see

foot note 12):

 E Et t t t t tp p p+ + += +1
2 2

1 1var (I)

With the vari ance be ing de fined as:

 

vart t a t b t t t abr rp s p s s p se+ = + + -1
2 2 2 2 2 2 (II)

When the pa ram e ter vari ances and the re spec tive covariance are zero, (II) does not de pend on

the real in ter est rate. This is there fore the cer tainty equiv a lence situation.

The mar ginal change in the in fla tion vari ance in pe riod t+1 is given by:

( )
¶ p

¶
s p s

vart t

t

b t t abr
r+ = -1 22 (III)

If the covariance be tween a  and b is zero, a rise in the real in ter est rate will then si mul ta neously

lead to an in crease in the vari ance of fu ture in fla tion. How ever, if the covariance be tween the pa -

ram e ters is suf fi ciently large and pos i tive, the Brainard prin ci ple will then cease to oc cur, be cause a

rise in the real in ter est rate re duces the in fla tion vari ance, and the mon e tary au thor i ties no longer

face a policy dilemma. 

This re sult seems to be rel a tively in tu itive. For ex am ple, it is as sumed that the mul ti plier of mon -

e tary pol icy b and the pa ram e ter mea sur ing the per sis tence of in fla tion a are strongly and pos i tively 

cor re lated, thereby re sult ing in a rule that points to a more ag gres sive mon e tary pol icy. Thus, if the

per sis tence of in fla tion is high, and given the strong cor re la tion be tween pa ram e ters, the ac tual sit -

u a tion would (de sir ably) reveal a higher monetary policy efficiency.

The pos si ble ex is tence of a strong pos i tive cor re la tion be tween pa ram e ters is of an em pir i cal na -

ture. For ex am ple, Sack (1998a) does not find ev i dence of a more ag gres sive mon e tary pol icy for the 

United States, as sum ing the pres ence of parameter uncertainty.



UNEMPLOYMENT AND VACANCY DURATION 

IN THE PORTUGUESE LABOUR MARKET*

João Miguel Coelho**

1. INTRODUCTION

One of the key is sues of la bour mar ket ac tiv ity

is the con stant open ing of va can cies by firms and

the fill-in of these va can cies by those who are un -

em ployed and look ing for a job. The data col lected 

sys tem at i cally by pub lic em ploy ment agen cies on

va can cies posted by firms and job seek ers reg is -

trants look ing for a job is a valu able sta tis ti cal

source to study these activities. 

Pub lic em ploy ment agen cies play a rel e vant

part as me di a tors be tween de mand and sup ply in

the la bour mar ket and are fre quently used by

those look ing for a job. Ac cord ing to the IEFP (In -

sti tute of Em ploy ment and Pro fes sional Train ing),

the or ga ni za tion re spon si ble for the pub lic em -

ploy ment ser vice in Por tu gal, dur ing the year

2000, 405 thou sand job seek ers reg is tered in pub lic 

em ploy ment agen cies, of which only 1 in 20 was

not un em ployed; for the same pe riod 122 thou -

sand va can cies were an nounced and 68 thou sand

matches be tween job seek ers and firms were com -

pleted. The anal y sis of data col lected by pub lic

em ploy ment agen cies may help find some

answers to many interesting labour market issues.

2. DURATION OF REGISTERED

UNEMPLOYMENT AND DURATION 

OF VACANCIES

 The fill-in prob a bil ity of va can cies is de picted

in Chart 1, while the em ploy ment prob a bil ity of a

job seeker reg is tered in a pub lic em ploy ment

agency is shown in Chart 2.  We con clude that,

from the mo ment a firm opens a va cancy in a pub -

lic em ploy ment agency, the fill-in prob a bil ity de -

creases over time. In the same way, the em ploy -

ment prob a bil ity of job seek ers de creases af ter the

sec ond month of reg is tra tion. The em ploy ment

prob a bil ity rises from the first to the sec ond month 

prob a bly because of the normal selection period.

An im me di ate con clu sion that one can draw

from these two dif fer ent tran si tion prob a bil i ties is

that av er age du ra tion of job va can cies is con sid er -

ably dif fer ent from the av er age du ra tion of reg is -

tered un em ploy ment. While a firm takes, on av er -

age, only nine weeks to fill a va cancy, a job seeker

must wait for seven months, on av er age, to find a

job.(1)

Ta ble 1 pres ents the re sults of the re gres sion

equa tions for tran si tion prob a bil i ties for job seek -

ers (em ploy ment prob a bil ity) and for va can cies

(fill-in prob a bil ity). For in stance, a firm in the
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(1) For a first ap proach, the av er age du ra tion may be de ter mined

by in vert ing the val ues of the em ploy ment prob a bil ity and the

fill-in prob a bil ity given by the dot ted line in Charts 1 and 2.

(2) We as sume that the du ra tion of a state — open va cancy or reg -

is tered un em ploy ment — fol lows an ex po nen tial dis tri bu tion,

so the av er age du ra tion is the in verse of the tran si tion prob a bil -

ity. This tran si tion prob a bil ity can be de ter mined di rectly from

Ta ble 1 by mul ti ply ing the stan dard haz ard rate by the es ti -

mated co ef fi cients: 0.108*exp(-0.212-0.177-0.056). 



man u fac tur ing sec tor, lo cated in the north re gion,

that wants to fill an open va cancy for a skilled

worker, in the sec ond quar ter of the year, will have 

to wait for, on av er age, 14.4 weeks.(2) On the other

hand, the va cancy du ra tion will be only7.8 weeks

for a res tau rant try ing to hire a non-qual i fied per -

son to work in the Algarve region during the

summer months.

Sim i larly, the av er age du ra tion of reg is tered

un em ploy ment of an un em ployed fe male, aged 30, 

with 9 years of ed u ca tion, who seeks for a job as

an un skilled worker in the man u fac tur ing in dus -

try, in the cen tre re gion, dur ing the first quar ter of

the year, will be 7 months and 6 days.(3) Also an

un em ployed male, aged 18, with 12 years of ed u -

ca tion, look ing for the first job in the Algarve re -

gion dur ing the sum mer months, in the ca ter ing

sec tor as un skilled worker, will have a du ra tion of

reg is tered unemployment of only 1 month and 24

days. 

Gen er ally, from the re sults of the es ti ma tion

given in Ta ble 1, we can draw sev eral con clu sions

about the av er age va cancy du ra tion and the du ra -

tion of reg is tered un em ploy ment. There ex ists an

in ter est ing sym me try of the re sults con cern ing the

ac tiv ity sec tor of a firm: in gen eral, va can cies in

the ser vices sec tor are eas ier to fill than va can cies

in the man u fac tur ing sec tor; on the other hand, an

un em ployed in di vid ual has a greater prob a bil ity

of get ting a job in the man u fac tur ing in dus try than 

in the ser vices sec tor, prob a bly be cause of the

spec i fic ity of the skills needed for the lat ter job (In -

dus try Spe cific Skills). Ac cord ing to IEFP (2000)

for the triennium un der re view i.e., 1998-2000, the

num ber of job seek ers will ing to work in the ser -

vices sec tor ex ceeded by about 50 per cent the

num ber of job seek ers will ing to work in man u fac -

tur ing ac tiv i ties. Also, the av er age du ra tion of reg -

is tered un em ploy ment is lower for those who are

looking for a job in construction sector or in the

catering sector.

We find that va can cies for ad min is tra tive per -

son nel last less time than for any other cat e go ries.

Sim i larly, per haps be cause there are many peo ple

as pir ing to work in this kind of job, the em ploy -

ment prob a bil ity for ad min is tra tive oc cu pa tions is

lower. Our re sults con firm some well-known find -

ings: men have an av er age du ra tion of reg is tered

un em ploy ment lower than women and the em -

ploy ment prob a bil ity de creases with age. A 25

year-old un em ployed has twice the em ploy ment

prob a bil ity of a 55 year-old. We also con clude that

more years of ed u ca tion do not in flu ence pos i -

tively the em ploy ment prob a bil ity. Also, hav ing a

higher ed u ca tion di ploma does not help in

obtaining a job in a public employment agency.

Typ i cally, per haps as the re sult of the lack of

work ex pe ri ence, one would ex pect the un em ploy -

ment rate for those look ing for a first job to be

higher than that for the other un em ployed. How -

ever, that does not ap pear to oc cur at the pub lic

em ploy ment agen cies: an un em ployed look ing for

the first job in a Por tu guese pub lic em ploy ment

agency has a higher em ploy ment prob a bil ity than
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(3) In this case, the av er age du ra tion of reg is tered un em ploy ment

is de ter mined by: 1/[0.142*exp (-0.032*(30-32)+0.036-0.12)].
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 Ta ble 1

TRANSITION PROBABILITIES — REGRESSION EQUATIONS, 1998-2000

        Job seekers       Va cancies

Va riable          Co ef fi cient         Stan dard
        deviation

       Co ef fi cient         Stan dard
        deviation

Location
   North . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.167 + 0.005 -0.212 + 0.011
   Centre . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - - - -
   Lis bon . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.010 ++ 0.005 -0.029 + 0.011
   Alentejo . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.265 + 0.009 0.159 + 0.029
   Algarve . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.396 + 0.008 0.124 + 0.015
Seasonality
   I    quar ter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - - - -
   II   quar ter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.035 + 0.005 -0.056 + 0.012
   III  quar ter. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.020 + 0.005 -0.095 + 0.011
   IV quarter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.062 + 0.005 0.123 + 0.011

Age (years) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.032 + 0.000
Gender
   Male . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.190 + 0.004
   Female . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - -
La bour profile
   Employed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - -
   Unemployed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.036 + 0.010
   Un em ployed- 1st job . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.369 + 0.011
Schooling
   No school ing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
   4 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.106 + 0.008
   6 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.119 + 0.009
   9 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.120 + 0.009
   12 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.200 + 0.010
   >12 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.163 + 0.015
Occupation
   Directors and staff members . . . . . . . . . . . . . . . . . . . . . -0.104 ++ 0.049 0.110 0.095
   In tel lec tual and scientific . . . . . . . . . . . . . . . . . . . . . . . . -0.016 0.020 0.070 ++ 0.031
   Technicians . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.046 + 0.011 0.008 0.018
   Ad min is tra tive personnel . . . . . . . . . . . . . . . . . . . . . . . -0.118 + 0.007 0.379 + 0.015
   Sales and ser vices personnel . . . . . . . . . . . . . . . . . . . . . -0.010 * 0.006 0.045 + 0.014
   Farmers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.258 + 0.011 0.125 + 0.040
   Skilled workers. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.002 0.006 -0.177 + 0.012
   Ma chine op er a tors and manufacturers. . . . . . . . . . . . . -0.091 + 0.007 0.062 + 0.018
   Un skilled work ers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - - - -
Firm activity
   Ag ri cul ture . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.043 + 0.012 0.037 0.039
   Man u fac turing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - - - -
   En ergy and wa ter supplies . . . . . . . . . . . . . . . . . . . . . . . -0.033 0.048 0.193 ++ 0.085
   Construction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.046 + 0.008 -0.044 + 0.014
   Trade . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.005 0.006 0.141 + 0.012
   Ca tering and hotels . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.126 + 0.007 0.141 + 0.016
   Trans port and communication . . . . . . . . . . . . . . . . . . . 0.037 + 0.014 0.099 + 0.030
   Banking and finance . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.040 0.039 -0.062 0.071
   Real es tate, rentals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.011 0.008 0.103 + 0.018
   Pub lic administration . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.364 + 0.016 0.115 * 0.065
   Education. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.141 + 0.017 0.324 + 0.042
   Health and so cial aid . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.180 + 0.010 0.191 + 0.028
   Col lec tive and so cial services . . . . . . . . . . . . . . . . . . . . -0.026 + 0.009 0.170 + 0.022
   Household services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.215 + 0.020 0.296 + 0.040
   Other services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.121 + 0.013 0.223 + 0.022

Stan dard haz ard . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.142 + 0.007 0.108 + 0.016

Log Like li hood. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -548 668 -59 691
Num ber of observations . . . . . . . . . . . . . . . . . . . . . . . . . . 192 657 111 423

Source: IEFP.
Notes: As ymp totic stan dard er rors in pa ren the ses. + ++ * de note sta tis ti cal sig nif i cance at the 1 per cent, 5 per cent and 10 per cent lev els re -

spec tively.
             The standard harzard rate re fers to the tran si tion prob a bil ity for the omitted cat e go ries and the av er age for “Age” (32 years).



one look ing for a new job. This un ex pected re sult

may have two dif fer ent ex pla na tions. On the one

hand, Por tu guese la bour au thor i ties give a great

deal of im por tance to first job pol i cies for youths.(4)

On the other hand, it is widely agreed upon that,

the grant ing of un em ploy ment ben e fits cre ates a

dis in cen tive to seek em ploy ment. We do not have

any data avail able on un em ploy ment ben e fits in

our sam ple, but the lack of in cen tives for the un -

em ployed to look for a new job is probably being

captured indirectly in our model.

3. STOCKS AND FLOWS IN THE LABOUR

MARKET

Charts 3 and 4 show an in verse re la tion for the

pe riod 1998-2000 be tween the stock of va can cies

and the stock of the un em ployed.(5) In Chart 5 we

can also ob serve, in a fash ion sim i lar to the Bever -

idge curve, the path taken by the stock of job seek -

ers and the stock of va can cies in an ex pan sion pe -

riod. Gen er ally, an in crease in the stock of va can -

cies is as so ci ated with a de crease in the stock of

job seekers.

In ad di tion to the stan dard in verse re la tion be -

tween the two op po site sides of the la bour mar ket, 

it is in ter est ing to ana lyse the re la tion be tween the

stocks and flows with both the du ra tion of va can -

cies and the du ra tion of reg is tered un em ploy ment. 

In Ta ble 2 we see that an in crease in the stock or in 

the flow of va can cies has a neg a tive ef fect on the

fill-in prob a bil ity or, equiv a lently, a pos i tive ef fect

on the av er age va cancy du ra tion.  This lat ter ef fect 

may be called crowd ing-out and is ex plained by

the con ges tion pro voked by the rise in the num ber 

of va can cies com pet ing in the la bour mar ket. On

the con trary, an in crease in the stock or in the flow

of va can cies has, as expected, a positive impact on

the employment probability.

Sym met ri cally, ei ther an in crease in the un em -

ploy ment rate or in the stock or in the flow of job

seek ers has a pos i tive ef fect on the fill-in prob a bil -

ity of va can cies and a neg a tive im pact on the em -

ploy ment prob a bil ity. Chart 6 il lus trates the ef fect

of an in crease in the un em ploy ment rate on the av -

er age du ra tion of va can cies and reg is tered un em -

ploy ment in pub lic em ploy ment agen cies. For ex -

am ple, against a back ground of eco nomic con trac -

tion, fol low ing a sharp rise in the un em ploy ment

rate from 4 per cent to 8 per cent of the la bour

force, the av er age va cancy du ra tion for a firm in

the ca ter ing sec tor, in the sec ond quar ter, for a ser -

vice em ployee, in the re gion of Lis bon, would de -

crease from 9 to 7 weeks. A sim i lar rise in the un -

em ploy ment rate would cause an in crease in the

av er age du ra tion of reg is tered un em ploy ment in

pub lic em ploy ment agencies from 34 to 73 weeks
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Chart 3

STOCK OF VACANCIES AND REGISTERED 
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Chart 4

FLOW OF VACANCIES AND JOB SEEKERS
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(4) Ac cord ing to OECD (1998, pp 191-3), Por tu gal spent 0.34 per

cent of GDP in ac tive pub lic pol i cies for youths in the year

1996, when the av er age spend ing for the OECD coun tries was

only 0.1 per cent of GDP.   

(5) Luz and Pinheiro (1994) found ev i dence of a sta ble

cointegration re la tion amongst the un em ploy ment rate and the

va cancy rate in Por tu gal for the pe riod be tween 1984 and 1993.



for an unemployed male aged 28, with 12 years of

education.

Re sults in Ta ble 3 re veal that the ef fect on the

fill-in prob a bil ity is higher for job seek ers who are

un em ployed for less than 6 months. This im plies

that, an in crease in the stock of short-term un em -

ploy ment (less than 6 months) has a greater pos i -

tive ef fect on va cancy prob a bil ity than a sim i lar in -

crease in the stock of long-term un em ploy ment

(more than 24 months). A pos si ble rea son for this

phe nom e non may lie in the fact that firms rank the 

un em ployed ac cord ing to their un em ploy ment

spells. Long pe ri ods of in ac tiv ity cause de pre ci a -

tion of job seek ers’ in di vid ual abil i ties, so long-

 term un em ployed have greater dif fi culty in com -
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Chart 5

RELATION BETWEEN THE STOCK OF VACANCIES AND JOB SEEKERS
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Ta ble 2

EFFECTS OF TRANSITION PROBABILITIES

Vari able          Job seek ers Va can cies

Fe male Male

Un em ploy ment rate (t) . . . . . -0.759 -0.890 0.223
[0.036] [0.046] [0.043]

Stock of job seek ers (t-1) . . . . -0.979 -1.139 0.269
[0.042] [0.056] [0.051]

Stock of va can cies (t-1) . . . . . 0.771 0.963 -0.174
[0.042] [0.054] [0.050]

Flows of job seek ers (t) . . . . . -0.705 -0.460 0.697
[0.158] [0.209] [0.190]

Flows of va can cies (t) . . . . . . 0.807 0.957 -0.302
[0.045] [0.059] [0.054]

Note: As ymp totic stan dard er rors in pa ren the ses.
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pet ing for a job in the la bour mar ket. Sim i larly, va -

can cies with less than one-month du ra tion (close

to the flow of new va can cies) have a higher effect

on employment probability than “old” vacancies.

4. CONCLUSIONS

The ma jor find ings of this em pir i cal study are

the fol low ing: first, the haz ard func tions for va can -

cies and for job seek ers have a neg a tive du ra tion

de pend ence, that is, the fill-in prob a bil ity of va -

can cies and the em ploy ment prob a bil ity de crease

over time. How ever, the av er age va cancy du ra tion 

is only nine weeks, whereas the av er age du ra tion

of reg is tered un em ploy ment for an in di vid ual reg -

is tered in a public employment agency is seven

months. 

Higher ed u ca tion does not guar an tee a higher

em ploy ment prob a bil ity for a job seeker reg is tered 

in a pub lic em ploy ment agency. There is an in ter -

est ing sym me try in the re sults for dif fer ent sec tors

of ac tiv ity: va can cies in the ser vices sec tor are eas -

ier to fill than va can cies in the in dus trial sec tor;

yet, job seek ers have a greater prob a bil ity of ob -

tain ing em ploy ment in in dus try than in ser vices.

The du ra tion of reg is tered un em ploy ment is also

lower for those who in tend to ob tain em ploy ment

in ca ter ing or con struc tion. The va cancy du ra tion

for ad min is tra tive oc cu pa tions was found to be

smaller than va cancy du ra tion for un skilled oc cu -

pa tions. Sim i larly, the em ploy ment prob a bil ity for

ad min is tra tive oc cu pa tions is lower, per haps be -

cause there are many job seek ers will ing to work

in this type of job. Quite con ven tion ally, we found

also that men have a smaller av er age du r a tion of

registered unemployment than women and that

the employment probability decreases with age.

The fill-in prob a bil ity of va can cies in creases

with the in crease in the un em ploy ment rate and

also with the rise in the num ber of job seek ers, ei -

ther stock or flow. On the con trary, an in crease in

the stock or in the flow of va can cies has a neg a tive 

im pact on the fill-in prob a bil ity of va can cies, prob -

a bly due to a con ges tion ef fect. We found ev i dence 

of a neg a tive im pact of the un em ploy ment rate,

the stock and the flow of job seek ers on the em -

ploy ment prob a bil ity. But, an in crease in the stock

or in the flow of va can cies has, as ex pected, a pos i -

tive im pact on the em ploy ment prob a bil ity. The

fill-in prob a bil ity of va can cies is not in de pend ent

from the com po si tion of un em ploy ment: a shift

from long-term to short-term un em ploy ment im -

proves that prob a bil ity. Like wise, “new” va can cies 

have a higher ef fect on em ploy ment prob a bil ity

than “old” va can cies. Con se quently, our anal y sis

sug gests that the stock on one side of the market

seems to match predominantly the flow on the

other side of the market. 
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Ta ble 4

EMPLOYMENT PROBABILITY

Va can cies du ra tion Co ef fi cient Stan dard
de vi a tion

Up to 1 month . . . . . 1.148 0.043

1-3 months . . . . . . . . 0.565 0.032

4-6 months . . . . . . . . 0.364 0.018

7-9 months . . . . . . . . 0.291 0.011

>9 months . . . . . . . . . 0.171 0.006

Source: IEFP.

Ta ble 3

FILL-IN PROBABILITY

Un em ploy ment du ra tion Co ef fi cient Stan dard
de vi a tion

Less than 3 months. . . . . . . . 0.406 0.078

4-6 months . . . . . . . . . . . . . . . 0.458 0.030

7-12 months. . . . . . . . . . . . . . 0.349 0.030

13-18 months. . . . . . . . . . . . . 0.322 0.025

19-24 months. . . . . . . . . . . . . 0.270 0.024

> 24 months . . . . . . . . . . . . . . 0.070 0.024

Source: IEFP.



REF ER ENCES

Ad di son, J. T. and Por tu gal, P. “Job Search Meth -

ods and Out comes”, Ox ford Eco nomic Pa pers,

2002, 54, pp. 505-533;

Ad di son, J. T. and Por tu gal, P. “Un em ploy ment

Du ra tion: Com pet ing and De fec tive Risks”,

Jour nal of Hu man Re sources, 2003, 37;

An drews, M., Bradley, S. and Up ward, R. “Es ti -

mat ing the prob a bil ity of a match us ing mi -

cro ec o nomic data for the youth la bour mar -

ket”, La bour Eco nom ics, 2001, 8, pp. 335-357;

Blanchard, O. and Di a mond, P. “Rank ing, Un em -

ploy ment Du ra tion and Wages”, Re view of

Eco nomic Stud ies, 1994, 61, (3), pp 417-43;

Coles, M. and Smith, E. “Mar ket places and Match -

ing”, In ter na tional Eco nomic Re view, Feb ru ary

1998, 39, (1), pp. 239-254.

Coles, M. “Un der stand ing the Match ing Func tion: 

The role of News pa pers and Job Agen cies”,

Cen tre for Eco nomic Pol icy Re search, April

1994, Lon don: Dis cus sion Pa per 939.

ECB, La bour Mar ket Mis matches in Euro Area Coun -

tries, Eu ro pean Cen tral Bank, March 2002;

IEFP. Relatório Anual, In sti tute  of Em ploy ment

and Pro fes sional Train ing, 2000, Lis bon.  

Lan cas ter, T. The Ec ono met ric Anal y sis of Tran si tion

Data, 1990, Cam bridge: Cam bridge Uni ver -

sity Press, 1990.

Luz, S. and Pinheiro, M. “Wage Ri gid ity and Job

Mis match in Eu rope: Some Ev i dence”, Banco

de Por tu gal, Work ing Pa per 2-94, Feb ru ary

1994.

OECD. The Pub lic Em ploy ment Ser vice – Greece, Ire -

land and Por tu gal, Or ga ni za tion for Eco nomic

Co op er a tion and De vel op ment, Paris, 1998.

Roper, S. “Re cruit ment Meth ods and Va cancy Du -

ra tion”, Scot tish Jour nal of Po lit i cal Econ omy,

Feb ru ary 1988, 35, (1), pp. 51-64.

Van Ours, J. and Rid der, G. “Va cancy Du ra tions:

Search or Se lec tion?”, Ox ford Bul le tin of Eco -

nom ics and Sta tis tics, May 1993, 55, (2), pp.

187-198. 

Van Ours, J. and Rid der, G. “Va can cies and the

Re cruit ment of New Em ploy ees”, Jour nal of

La bor Eco nom ics, April 1992, 10, (2), pp.

138-155.

Van Ours, J. “Du ra tions of Dutch Job Va can cies”,

De Econ o mist, 1989, 137, (3), pp. 309-327.

Banco de Por tu gal / Eco nomic bul le tin / March 2003 81

Articles





THE CONDUCT OF MONETARY POLICY: A CRITICAL REVIEW*

Bernardino Adão**
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1. INTRODUCTION

Dur ing the past de cades there has been a

surge in the mon e tary pol icy lit er a ture. Many is -

sues have been sub ject to vivid de bate, in clud ing

the em pir i cal ex trac tion of the ef fects of mon e tary 

shocks, the op ti mal goals of mon e tary pol icy, the

ap pro pri ate mon e tary pol icy op er at ing pro ce -

dures, the op tion be tween rules and dis cre tion,

the mon e tary trans mis sion chan nels or the ap pro -

pri ate way to model a monetary economy.

This note will not sur vey all the lit er a ture re -

lated to these is sues (an ex cel lent re view of these

is sues is Walsh (1998)). The fo cus will be on the

anal y sis of what mon e tary pol icy can ac tu ally do, 

on the eval u a tion of the risks aris ing from dis cre -

tion ary mon e tary pol i cies and on sug ges tions of

how these pol i cies can be im proved upon to best

achieve their ob jec tive. In un der tak ing this ex er -

cise we will re view and build on some re cent lit -

er a ture on mon e tary pol icy, most no ta bly Wood -

ford (2003). Many of the is sues un der dis cus sion

in this note are sub ject to crit i cism and have not

yet gained gen eral con sen sus among the pro fes -

sion. We claim, none the less, that they are rep re -

sen ta tive of the current state of the investigation

on monetary policy issues.

The note is or ga nized as fol lows. The next sec -

tion ex plores the ef fects of mon e tary pol icy, both

in the long and the short run. The sub se quent

sec tions will only fo cus on the short-run con duct

of mon e tary pol icy. Sec tion 3 de scribes what af -

fects in fla tion in the short run. Sec tions 4 and 5

de scribe the char ac ter is tics, the risks and some

pos si ble im prove ments on the cur rent mon e tary

pol icy strat egy fol lowed by ma jor central banks.

Section 6 concludes.

2. WHAT DOES MONETARY POLICY DO?

2.1.  In the long-run

The fact that a higher rate of money growth is

fully trans mit ted in the long run into a higher

rate of in fla tion has been rec og nized for cen tu -

ries. In the words of Hume (1752) “The ab so lute

quan tity of the pre cious met als is a mat ter of

great in dif fer ence”. The root of this re sult is clear: 

in the long- run, the econ omy is not sub ject to any 

nom i nal fric tion, thus changes in money will be

fully in cor po rated in price changes. In the very

long-run, changes in money are sim i lar to

changes in the de nom i na tion of the numeraire,

which ob vi ously have no ef fect but on prices.

Mon e tary pol icy is there fore neu tral in the long

run, i.e., it has no ef fect on ac tiv ity or em -

ployment in the long run.

This so-called quan tity the ory of money is one 

of the most ro bust re la tions in mac ro eco nom ics.

It holds for dif fer ent pe ri ods, dif fer ent mon e tary

ag gre gates and dif fer ent groups of coun tries (for

an over view, see McCandless and Weber (1995)

or Monnet and Weber (2001)). Chart 1, taken
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from McCandless and Weber (1995), is a rep re sen -

ta tive example.

In re cent de cades, ma jor cen tral banks have fol -

lowed pol i cies aimed at tar get ing a level for a very 

short-term in ter est rate. Does quan tity the ory con -

tinue to ap ply in this case? The an swer is yes. To

see this it is im por tant to re call the Fisher equa tion 

(Fisher (1896)), which states that the nom i nal in -

ter est rate is equal to real in ter est rate plus the ex -

pected rate of in fla tion(1). 

In the long run, the real in ter est rate will be a

func tion of the time pref er ences of house holds

and the rate of growth of the econ omy. As sum ing

that these el e ments are con stant in the long run, a

higher nom i nal in ter est rate will be as so ci ated

with a higher ex pected (and re al ized) in fla tion.

This pos i tive re la tion in the long-run be tween

nom i nal in ter est rates and in fla tion should be no

sur prise. In fact, it is by now a styl ized fact: coun -

tries with high av er age nom i nal in ter est rates are

the ones ex pe ri enc ing high av er age in fla tion;

coun tries with low av er age nom i nal in ter est rates

are also the ones experiencing low average

inflation.

How does this re late to the long run mon e tary

growth in the econ omy? To sup port a higher

(lower) tar geted av er age in ter est rate, the cen tral

bank has to in crease (de crease) the in fla tion ex -

pec ta tions of the eco nomic agents, since it can not

per ma nently change the real in ter est rate. To in -

crease (de crease) these ex pec ta tions the cen tral

bank has to per ma nently in crease (de crease) the

rate of mon e tary cre ation. There fore, in the long

run, there is a pos i tive re la tion be tween money

growth, nominal interest rates and inflation.

In sum, mon e tary pol icy is neu tral in the long

run. In this time span, mon e tary pol icy is able to

con trol the av er age rate of in fla tion by tar get ing a

com pat i ble rate of money growth (in case of

money-growth tar get ing) or a cor re spond ing level 

of in ter est rates (in case of in ter est rate tar get ing).

The long run man date of a cen tral bank is thus

clear. Since mon e tary pol icy can not af fect real

vari ables, it should fo cus on pro mot ing a low in -

fla tion en vi ron ment, in par tic u lar given that high

in fla tion is costly. All the ma jor central banks

share this focus on low inflation.

How ever, in the short to me dium run, there are 

nom i nal and real fric tions in the econ omy. In this

time span, mon e tary pol icy has real ef fects. Ac -

cord ingly, the cen tral banks’ man dates typ i cally

leave some room for short-run sta bi li za tion policy.

2.2. In the short to me dium run

To eval u ate the per for mance of a given mon e -

tary pol icy in the short run it is im por tant to un -

der stand first what mon e tary pol icy can achieve

in this time-span. How ever this is a very dif fi cult

ques tion. Since mon e tary pol icy ac tions re flect, in

part, pol icy mak ers’ re sponses to non-mon e tary

de vel op ments, the ef fects on the econ omy com -

bine the ef fects from the pol icy shock and the ef -

fects from the un der ly ing shocks to which pol icy

is re act ing. It is not pos si ble to iso late the pol icy

shock with out an a pri ori idea of the char ac ter is tics 

of those un der ly ing shocks. These so-called iden ti -

fy ing as sump tions, to gether with data, al low one

to an swer the ques tion of “what does mon e tary

pol icy do in the short to me dium run?”. Dif fer ent

iden ti fy ing as sump tions lead to dif fer ent an swers

for the same data set. To be able to pur sue the

anal y sis it is there fore nec es sary to rely on some

be liefs. Those be liefs, com ing mainly from cen tral

bank un der stand ing, can be sum ma rized by say -

ing that “mon e tary pol icy ac tions can not af fect

cur rent in fla tion and out put, nor in fla tion and

out put in the near fu ture.” (Svens son, 2000). Us -

84 Ban co de Por tu gal / Eco nomic bul le tin / March 2003

Articles

(1) This equa tion will ap pear and be ex plained in Sec tion 5 be low

which pres ents a styl ized mon e tary model.

Chart 1

CROSS-SECTION FOR A PANNEL OF 110

COUNTRIES IN THE PERIOD 1960-90

Source: McCandless, G. and W. Weber (1995).



ing these iden ti fy ing as sump tions, the data

mainly con firms the re main ing be liefs about the

ef fects of mon e tary pol icy. As re ported in Chart 2,

for the US, and Chart 3, for Eu rope, the iden ti fi ca -

tion of mon e tary shocks us ing zero con tem po ra -

ne ous ef fects leads to the “rough bench mark that

mon e tary pol icy af fects out put in about one year

and in fla tion in about two years” (Svens son,

2000). This is the sense in which mon e tary pol icy

acts with lags in ag gre gate ac tiv ity and in fla tion.

These fig ures also confirm that an unanticipated

increase in money supply leads to a temporary

reduction in interest rates. This is the so-called

liquidity effect.

These lagged ef fects of mon e tary pol icy on in -

fla tion and out put, to gether with the li quid ity ef -

fect, cor re spond to the con ven tional wis dom on

what mon e tary pol icy does in the short to

medium run.

The im pulse re sponse of the iden ti fied mon e -

tary pol icy shock also al lows us to get some idea

on the mag ni tude of the ef fects on in fla tion and

out put. And the con clu sion is that these ef fects are 

very small: a 60 ba sis points de cline of the in ter est

rate im plies a max i mum im pact on out put of 0.2

per cent (af ter one year) and on an nu al ized in fla -

tion of 10 ba sis points (af ter two years)(2).  These

very small ef fects of the mon e tary shock can also

be read from the ex er cises de vel oped by the Bank

of Eng land. In its In fla tion Re port, the Bank of Eng -

land com pares the pro jec tions of in fla tion and

out put based on a con stant in ter est rate sce nario

with the pro jec tions based on an in ter est rate path

taken from mar ket ex pec ta tions. In its Feb ru ary

2001 is sue, for ex am ple, mar ket ex pec ta tions im -

plied an over all de cline in in ter est rates of around

60 ba sis points for the sub se quent 8 quar ters. The

com par i son of the end of pe riod ef fects of the two

in ter est rate paths al lows us to con clude that the

60 ba sis points de cline in the in ter est rate leads to

an increase of inflation of 10-20 basis points and to 

an increase of output of 0.1-0.2 per cent.

There fore the con ven tional wis dom on the

short to me dium run ef fects of mon e tary pol icy
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(2) In the short-run, in fla tion ac tu ally de creases af ter a de cline in

in ter est rates. This re sponse is usu ally called the “price puz zle” 

in the lit er a ture.

Chart 2

EFFECTS OF A MONETARY POLICY SHOCK IN THE US (TAKEN FROM ALTIG ET EL. (2002))

Source: Altig et al. (2002)



can be sum ma rized by a long lag on out put, a

very long lag on in fla tion and very small ef fects

on both variables.

3. WHAT AFFECTS INFLATION IN THE SHORT

RUN?

If one of the main fo cus of mon e tary pol icy is

the in fla tion rate it is im por tant to have some idea

on the de ter mi nants of in fla tion. In the long-run it

should be clear that in fla tion is “al ways and ev -

ery where” a mon e tary phe nom e non (Fried man

(1992)). Dif fer ent rates of in fla tion in the long run

are nec es sar ily rooted in dif fer ent ob jec tives (im -

plicit or ex plicit) of the monetary authority.

To un der stand the short run de ter mi nants of

in fla tion one has to start by ana lys ing the ef fects

on in fla tion of the most com monly iden ti fied

shocks to the econ omy. Start ing with the mon e -

tary shock, it was al ready de scribed above that

while money and in ter est rates move con tem po ra -

ne ously with the shock, in fla tion only starts to rise 

more than one and a half years later (see Chart 2).

This slug gish ness can arise, for ex am ple, due to ri -

gid i ties in the price-set ting mech a nism of firms,

due to fric tions in the la bour mar ket, or due to a

learn ing pro cess by the agents con cern ing the

policy of the monetary authority.

When a non-mon e tary shock hits the econ omy

the re sponse of the rate of in fla tion is al ways re -

lated to the re ac tion of the mon e tary au thor ity to

the shock. It is not pos si ble to strip down the im -

pulse re sponse of in fla tion to a shock ir re spec tive

of the pol icy re sponse. None the less, it is still pos -

si ble to pres ent some ideas that seem broadly con -

sen sual in the lit er a ture. It is fair to say that the
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Chart 3

EFFECTS OF A MONETARY POLICY SHOCK IN THE EURO AREA 

Source: Peersman and Smets (2001))



avail able ev i dence sug gests that the re sponse of

in fla tion to most shocks com monly iden ti fied in

the lit er a ture(namely tech nol ogy shocks, pref er -

ence shocks and real de mand shocks) is sig nif i cant, 

mostly con tem po ra ne ous and rel a tively short-lived.

Rep re sen ta tive stud ies that con firm this re sult are, 

for ex am ple, Iacovello (2000), Altig et al. (2002) or

Canova and Nicoló (2000). It would be dif fi cult to

ar gue that it is the mon e tary pol icy ac tion which

is pro duc ing such con tem po ra ne ous ef fects. We

can there fore in fer that it is the underlying rel -

ation between the shock and inflation that causes

these patterns.

4. THE CURRENT STRATEGY OF CENTRAL

BANKS

Cen tral banks in the ma jor in dus tri al ized coun -

tries share a com mon un der stand ing as to how to

con duct mon e tary pol icy in an un cer tain en vi ron -

ment. De spite dif fer ences in the goals of mon e tary 

pol icy and in the spe cific im ple men ta tion pro ce -

dures, their mon e tary pol icy strat e gies can be

summarized as follows:

a) The rec og ni tion that in the long run the

mon e tary au thor ity can only be re spon si ble

for nom i nal ag gre gates. Since high in fla tion

is known to be costly, an ob jec tive of mon e -

tary pol icy is al ways a low in fla tion rate in

the medium term.

b) The ac knowl edge ment of trans mis sion lags

in the pol icy. Pol icy is there fore con ducted

with a for ward-look ing per spec tive. Past

and cur rent vari ables are im por tant as pre -

dic tors of fu ture eco nomic developments.

c) The con trol of a short term in ter est rate in

the im ple men ta tion of mon e tary policy.

 d) The ab sence of a me chan i cal re ac tion of the

pol icy in stru ment to spe cific de vel op ments

in the economy.

In short, the in stru ment is an in ter est rate. Its

level de pends on the fore casts of fu ture in fla tion.

There is no rule con nect ing the in stru ment and

the fore casts. This means that the pol icy uses the

in ter est rate as an in stru ment and is discretionary.

4.1. A model to as sess mon e tary pol icy

An eval u a tion of mon e tary pol icy re quires the

con struc tion of a struc tural model where al ter na -

tives of con duct ing mon e tary pol icy can be com -

pared. As clearly stated in Lucas (1980) “...we are

in ter ested in mod els be cause we be lieve they may

help to un der stand mat ters about which we are

cur rently ig no rant”. The ba sic model where to

con duct this mon e tary ex per i ment will be cho sen

tak ing into ac count that we should “sub ject them

[mod els] to shocks for which we are fairly cer tain

how ac tual econ o mies or parts of econ o mies

would re act.” (Lucas (1980)) The choice of the

model would be more con nected with its abil ity to 

im i tate the econ omy than with its re al ism. “A

”good" model (...) will not be ex actly more “real”

than a poor one, but will pro vide better im i ta -

tions. Of course, what one means by a “better im i -

ta tion” will de pend on the par tic u lar questions to

which one wishes answers." (Lucas (1980)).

There fore to dis cuss the con duct of mon e tary

pol icy we chose a very sim ple model which rep li -

cates quite well what we called in Sec tion 2 the

con ven tional wis dom. Let us look se quen tially at

the two qual i ta tive ef fects of mon e tary pol icy:

first, the ex is tence of trans mis sion lags; sec ond,

the re ac tion of out put, lead ing and peaking first

than inflation.

The ex is tence of trans mis sion lags is re lated to

the so-called ag gre gate-de mand block of the econ -

omy. This block is sum ma rized in a be hav ioural

equa tion that re lates pri vate ex pen di tures in two

con sec u tive pe ri ods, and is there fore for ward-

 look ing.(3) Eco nomic agents that give up one unit

of real ex pen di tures to day save an amount of in -

come equal to the price to day, and the ap pli ca tion

of that amount al lows them to in crease real ex pen -

di tures to mor row by that amount times the in ter -

est rate di vided by the price level to mor row.

There fore eco nomic agents are in dif fer ent be -

tween con sum ing to day, or de lay ing ex pen di tures 

when the change of util ity due to the de cline of

one unit of con sump tion to day is iden ti cal to the

in crease of util ity of con sump tion to mor row. The

as sump tion that these spend ing de ci sions are

made in ad vance, or based on old in for ma tion, is a 
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reduced form of real costs of “time to build”, or

“time to plan”.

The ag gre gate-de mand block of the econ omy

can be writ ten as(4)

x E x E i rt t d t t d t t t
n

t= - - - +- + - + +1 1 1s p c( ) (1)

In this equa tion it  rep re sents the pol icy in stru -

ment, the in ter est rate, and r
t

n  the nat u ral real in -

ter est rate. The out put gap is rep re sented by x t ,(5)

and the in fla tion rate by p t . The c t  rep re sents

mainly real sup ply or de mand shocks, for ex am -

ple pub lic ex pen di tures shocks, not fore castable in 

pe riod t d- . The op er a tor Et d-   rep re sents the ex -

pec ta tion, given the in for ma tion avail able d pe ri -

ods in ad vance. For given ex pec ta tions of fu ture

ex pen di tures and in fla tion, an in crease of the

forecastable nom i nal in ter est rate leads to a

decline in current expenditures.

As stated in Wood ford (2003) “Banks re strict

them selves to in ter ven tions that seek to con trol

the over night in ter est rate in an in ter bank mar ket

for cen tral bank bal ances. But the cur rent level of

over night in ter est rate as such is of neg li gi ble im -

por tance for eco nomic de ci sion-mak ing; if a

change in the over night rate were thought as to

im ply only a change in the cost of over night bor -

row ing for that one night, then even a large

change (say, a full per cent age point in crease)

would make lit tle dif fer ence to any one’s spend ing

de ci sions. The ef fec tive ness of changes in cen tral-

 banks tar gets for over night rates in af fect ing

spend ing de ci sions (and hence ul ti mately pric ing

and em ploy ment de ci sions) is wholly de pend ent

upon the im pact of such ac tions upon the fi nan -

cial-mar ket prices, such as lon ger-term in ter est

rates, eq uity prices and ex change rates. These are

plau si bly linked, through ar bi trage re la tions, to

the short-term in ter est rates most di rectly af fected

by cen tral bank ac tions; but it is the ex pected fu -

ture path of short term rates over com ing months

and even years that should mat ter for the de ter mi -

na tion of these other asset prices, rather than the

current level of short term rates by itself.”

To close the model we need to build the ag gre -

gate-sup ply block of this econ omy. In line with the 

re cent lit er a ture, this block takes the form of an

“ex pec ta tions-aug mented Phillips-curve”. The

most pop u lar story be hind such a re la tion co mes

from the hy poth e sis that firms set prices in a stag -

gered way. A dis crete-time vari ant of that model

was pro posed by Calvo (1983). In that model ev -

ery pe riod only a frac tion of firms choose prices

op ti mally. In Calvo’s orig i nal work this price

would be rigid be tween ad ja cent price set ting op -

por tu ni ties. These op por tu ni ties arise ran domly.

In this frame work, the price set ting and in fla tion

are purely for ward look ing, and there fore re act to

ex pected de vel op ments of the out put gap. This

char ac ter is tic is at odds with the ev i dence de -

scribed above that the ef fects on out put lead the

ef fects on in fla tion and that the in fla tion pro cess is 

there fore char ac ter ized by a sub stan tial de gree of

in er tia. In the sim ple Calvo story the ef fect on in -

fla tion should pre cede the ef fect on out put, when

this ef fect on out put is pre dict able. The model of

stag gered pric ing can be im proved in this re spect.

One first ex ten sion is the hy poth e sis that prices

are set in ad vance, that is, the firms com mit to a

price for pe riod t and af ter wards in pe riod t d- . A 

sec ond ex ten sion is to al low for a back ward look -

ing be hav iour in the ag gre gate-sup ply curve. This

is done by as sum ing that prices are au to mat i cally

changed in ac cor dance with some me chan i cal rule 

be tween the oc ca sions in which firms can choose

prices optimally. Firms that are not allowed to

choose prices optimally can re-set previously

chosen prices by last period’s inflation.

p gp k p gpt t t d t t d t t tE x ßE u= + + - +- - - +1 1( ) (2)

This sec ond equa tion is the so-called Phillips

curve where g is the de gree of in dex ation of the

firms that do not choose prices and ut  is a mea sure

of a cost-push shock. The in fla tion dy nam ics im -

plied by this curve rep li cate the one dis played by

the data. In par tic u lar, in fla tion ex hib its in er tia and 

a hump-shaped re sponse to a monetary shock.

In sum mary, the main fric tions of the model

come from some price stick i ness and some real ri -

gid ity. The price stick i ness is for mal ized as an ex -

tended Calvo price set ting mech a nism and the

real ri gid i ties are sum ma rized by time to build or

time to plan constraints.
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(4) See Ap pen dix for the der i va tion.

(5) The out put gap is de fined as the de vi a tion of out put from the

out put that would char ac ter ize an econ omy with out fric tions.

This mea sure is not re lated to the usual def i ni tion of out put

gap (de vi a tion from a trend).



It is easy to un der stand the role of mon e tary

pol icy in this model. The in ter est rate af fects the

intertemporal choices, but can not af fect them con -

tem po ra ne ously since ex pen di ture de ci sions are

taken d pe ri ods in ad vance. The chan nel through

which mon e tary pol icy af fects the in fla tion rate is

the out put gap. The out put gap re sponds to ex -

pec ta tions of the in ter est rate and the in fla tion rate 

re sponds to ex pec ta tions of the out put gap. This

model, for d ³1, is con sis tent with the iden ti fy ing

as sump tion that there are no con tem po ra ne ous ef -

fects of mon e tary pol icy. A nat u ral value for d

would be the es ti mated time lag be tween the

mon e tary shock and the out put re sponse. Most

empirical studies suggest that this lag is around

two quarters.

No tice that the amount of money was not used

to de ter mine the equi lib rium paths of the out put

gap and of the in fla tion rate. The equi lib rium of

the money mar ket for a cer tain tra jec tory of the in -

ter est rate and the as so ci ated tra jec to ries of prices

and out put, will de ter mine the tra jec tory of the

mon e tary ag gre gate for which it is pos si ble to

define a stable demand.

 Note also that in the sim pli fied econ omy rep -

re sented by the ag gre gate de mand and sup ply

and the money de mand, a mon e tary pol icy shock

leads to a li quid ity ef fect in the im pact pe riod.

This oc curs be cause, for a given de mand for real

money, the ex is tence of lags and the as so ci ated

zero con tem po ra ne ous ef fects of a change of the

in ter est rate on out put and prices, leads nat u rally

to a neg a tive re la tion be tween the amount of

money and the interest rate.

The con duct of mon e tary pol icy takes usu ally

into ac count the iden ti fied trans mis sion lags. But

the main ques tion is the one that we have been

try ing to an swer, that is: what are the foun da tions

of those lags? The re ally im por tant re sult from

this model, for the pur pose of this note, is that the

ex is tence of lags in the trans mis sion of mon e tary

pol icy does not come from the fact that the pol icy

to day di rectly af fects the econ omy to mor row, but

rather from the fact that the pol icy to day is an in -

di ca tor of the pol icy to mor row. It is this fore -

castable part of fu ture pol icy that af fects the econ -

omy to mor row. Mon e tary pol icy has real ef fects

through the an tic i pated com po nent and these real

effects lead the effects on inflation.

This seems in con trast with the com mon un -

der stand ing that the ex is tence of trans mis sion lags 

co mes from the fact that it is to day’s change in in -

ter est rates that per se af fects out put and in fla tion

in the fu ture. It is also in con trast with the idea

that non-neu tral ity of mon e tary pol icy co mes pre -

dom i nantly from sur prises, that is from its non-

 anticipated component.

4.2. In de ter mi nacy

The con duct of mon e tary pol icy by most cen -

tral banks, that ex plic itly or im plic itly can be char -

ac ter ized as in fla tion targeters, is purely for ward

look ing. That is “only fac tors that mat ter for the

cen tral bank’s fore cast of the fu ture evo lu tion of

its tar get vari ables, con di tional upon its cur rent

and fu ture pol icy ac tions, play any role on the de -

ci sion.” (Svens son and Wood ford (2002)). In prac -

tice the cen tral bank has to fore cast the path of the 

con di tional ex pec ta tions of in fla tion that them -

selves de pend upon cur rent pol icy. This fore cast

de pends only upon in for ma tion about ex og e nous

dis tur bances and the pol icy ac tion. Then the in ter -

est rate is set as a func tion of ex og e nous dis tur -

bances. Al though the op tion for an in ter est rate is

mainly de fended to avoid that fi nan cial vol a til ity

is trans mit ted to equi lib rium prices and quan ti -

ties, it is well es tab lished in the lit er a ture, as in the 

sem i nal con tri bu tion of Sargent and Wallace

(1975), that in gen eral this is not the case. When

the in ter est rate is set as a func tion of ex og e nous

dis tur bances the pol icy leads to in de ter mi nacy.

Even if pol icy is im posed as an equi lib rium con di -

tion where the in ter est rate to day de pends on ex -

pec ta tions of in fla tion in a ho ri zon of sev eral

quar ters, it is well known in the lit er a ture that too

long a fore cast pe riod leads to in de ter mi nacy

(Levin et al. (2001)) and that too strong a re sponse

to fore casts also leads to in de ter mi nacy(6)

(Bernanke and Wood ford (1997)). As both things
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(6) Sup pose mon e tary pol icy is be ing con ducted to fight against

the im pact on in fla tion of dif fer ent types of shocks. If these

shocks are se ri ally cor re lated, the more for ward look ing the

pol icy the larger should be the re sponse of the in ter est rate (see 

Gianonni and Wood ford (2002)). To be ef fec tive, pol icy is then

char ac ter ized by large re sponses to some thing that is likely to

be es ti mated with considerable error.



oc cur in the con text of in fla tion- tar get ing the

danger of indeterminacy could be significant.(7)

This in de ter mi nacy is mainly driven by the dif -

fi culty of such a pro ce dure to an chor in fla tion ex -

pec ta tions. As the mon e tary ag gre gate is not con -

trolled any ex pec ta tion could in prin ci ple be ac -

com mo dated, that is, it could be self-ful filled. As

can be eas ily con firmed in equa tion (1) the same

in ter est rate can be as so ci ated with dif fer ent in fla -

tion ex pec ta tions which lead to dif fer ent out put

gaps and, by equa tion (2), to different realized

inflations.

When the in ter est rate pol icy does not fol low a

rule that guar an tees lo cal de ter mi nacy, as is the

case when mon e tary pol icy does not re act sys tem -

at i cally to any en dog e nous vari able, or when lo cal 

de ter mi nacy can be as so ci ated with global in de -

ter mi nacy,(8) the ex is tence of “es cape clauses” can

help de ter mi na tion of equi lib rium. Let us just re -

fer two of those clauses. The first is the one re -

ferred as an hy brid rule in Svens son and Wood -

ford (2003). The pro posed rule im plies that the

cen tral bank re acts when pri vate sec tor ex pec ta -

tions de vi ate sys tem at i cally from the cen tral bank

fore casts. A strong re ac tion to those de vi a tions

im plies a de ter mi na tion of equi lib rium. A sec ond

clause is the one de vel oped in Christiano and

Rostagno (2001). The in ter est rate pol icy is com -

ple mented with a threat to change to a pol icy that

con trols the mon e tary ag gre gate in case the

growth rate of prices (or the growth rate of the

mon e tary ag gre gate) trans poses a cer tain pre- an -

nounced in ter val. Wood ford (2003) de vel ops a

sim i lar ar gu ment to claim that the threat to

change to a pol icy that con trols money sup ply can 

avoid de fla tion ary tra jec to ries. The con trol of the

broad ag gre gate (the one for which a sta ble re la -

tion with prices ex ists) is a nec es sary con di tion for 

the cred i bil ity of such a clause. How ever, in the

cur rent con text of fi nan cial in no va tion, it is not

clear how an institutional framework that would

allow the control of broad monetary aggregates

could be designed.

4.3. Im pli ca tions

In sum mary, re sults in the re cent lit er a ture sug -

gest that the pro ce dures fol lowed by cen tral banks 

that tar get the in fla tion rate have the fol low ing

implications:

a) Be cause the in ter est rate af fects in fla tion

through the forecastable in ter est rate path,

any change of the in ter est rate nec es sar ily

im plies a pe riod where the sur prise is com -

pletely in ef fec tive. Since the sur prise in ter est 

rate is as high as the sub se quent path, the

ini tial vol a til ity of the in ter est rate has costs

and no benefits.

b) Be cause the in ter est rate is re act ing to fore -

casts with an ho ri zon of sev eral quar ters in

the fu ture, to be re ally ef fec tive the in ter est

rate should re act strongly to these fore casts.

How ever, the lon ger the fore cast ing ho ri zon, 

the more un cer tain are the tar geted vari -

ables and the more con ser va tive should the

cen tral bank act. The con ser va tive moves

that we ob serve in the data (and sub se quent

pat terns to wards the un changed pol icy) can

jus tify the small ef fects of mon e tary policy

that we initially described.

c) Be cause the pro ce dure can be de scribed as

an in ter est rate re act ing to shocks, the pol icy 

leads to in de ter mi nacy and there fore the de -

scribed re sponses of the en dog e nous vari -

ables are just one among a mul ti plic ity of

possible outcomes.

In con clu sion, when the idea that mon e tary

pol icy af fects in fla tion with long lags leads to a

purely for ward-look ing pro ce dure, mon e tary pol -

icy is costly and has small and un cer tain effects.

These char ac ter is tics of “in fla tion tar get ing”

pro ce dures, which are as so ci ated with de ci sion-

 mak ing un der dis cre tion are quite ro bust to dif fer -

ent types of ri gid i ties. Their draw backs come from 

the fact that, as al ready re ferred, these pro ce dures

can not af fect in fla tion ex pec ta tions due to their

pure for ward-look ing char ac ter. Only if pol icy re -

acts to past shocks, can it bring about the de sired

evo lu tion of pri vate sec tor ex pec ta tions. The rea -

son is that in this case agents, by ob serv ing shocks 

to day, can in fer pol icy to mor row. If pol icy does

not have this type of “his tory de pend ence” op ti -
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(7) See Batini and Pearlman (2002) where these re sults are ex -

tended for a pol icy rule that in cludes a term on the lagged in -

ter est rate.

(8) See for ex am ple Benhabib et al. (2001).



mal out comes can not be reached due to the for -

ward- look ing be hav iour of the pri vate sec tor. In

the model de scribed above money has real ef fects

due to nom i nal price ri gid i ties and to real fric tions 

in the de ci sion pro cess. How ever the re sults are

ro bust to an econ omy char ac ter ized by ri gid ity in

nom i nal wages. It is well doc u mented in the lit er -

a ture (Wood ford (2003)) that al low ing for wage

stick i ness would not add power to the model in

rep li cat ing the ef fects of mon e tary shocks on in fla -

tion and out put. Stick i ness of wages would cre ate

a new way through which real shocks can shift the 

Phillips curve but this could be replicated in the

model proposed by a cost push shock.

5. IMPROVEMENTS IN THE CONDUCT 

OF MONETARY POLICY

Ac cord ing to the re cent de vel op ments in the

lit er a ture if cen tral banks com mit ted to a pol icy

rule they would be able to achieve the op ti mal

(given the ob jec tive) equi lib rium. This is quite an

am bi tious pro posal. The ex is tence of a com mit -

ment tech nol ogy is some thing ex og e nous and

there fore does not be long to the set of al ter na tives

that can be cho sen by the cen tral bank. A mod est

pro posal would be a type of “in ter me di ate com -

mit ment” which we be lieve could any way im -

prove the way cen tral banks usu ally con duct

mon e tary pol icy. We can use the anal y sis of the

risks iden ti fied be fore to pro pose some im prove -

ments that build on the cur rent char ac ter is tics of

the con duct of mon e tary pol icy by the ma jor cen -

tral banks. First, it is im por tant to rec og nize that

cur rent pol icy does not af fect cur rent in fla tion,

that is, that sur prises in the in ter est rate have no

real ef fects. This im plies that even if the cen tral

bank, when de cid ing pe riod t’s pol icy, has more

in for ma tion than the one that was avail able to the

pri vate sec tor when it took the de ci sions for pe -

riod t, that ad di tional in for ma tion should not be

used. There fore both the cen tral bank and the pri -

vate sec tor should have iden ti cal rel e vant in for -

ma tion. This will avoid the costly and in ef fec tive

vol a til ity in the in ter est rate. Sec ond, it is also im -

por tant to rec og nize that the pol icy should aim at

in flu enc ing the forecastable com po nents of in fla -

tion and that there fore the ef fi cacy is through the

forecastable com po nent of the in ter est rate. This

im plies that ef fi cacy could be im proved if the in -

ter est rate were per fectly fore castable some pe ri -

ods in ad vance. Ev ery pe riod t the cen tral bank,

in stead of fix ing an in ter est rate for that pe riod,

would an nounce an in ter est rate for pe riod t+d. If

we think that d equal to one or two quar ters is a

rea son able de ci sion lag then the in ter est rate

should be de cided for the next, or the fol low ing,

quar ter. In de cid ing on the value of the in ter est

rate for pe riod t the main forecast would be

period t’s inflation.

The model pre sented in sec tion 4 con sid ered

the ex is tence of a sub-set of firms which up dated

prices with the pre vi ous pe riod’s in fla tion. The ex -

is tence of this in dex ation im plies that the costs of

in fla tion come not only from the level of in fla tion

but also from changes of the in fla tion rate. This

lat ter cost arises due to the in creased rel a tive price 

dis tor tion caused by the in crease in in fla tion vol a -

til ity. Since a sub-set of firms in dex prices by last

pe riod’s in fla tion while the re main ing up date

prices op ti mally, sud den changes in in fla tion have 

a cost in terms of re source al lo ca tion. The cen tral

bank should thus try to mini mise this ad di tional

cost of in fla tion, by avoid ing a high vol a til ity of

in fla tion. This im plies that for a given in fla tion

fore cast for pe riod t the in ter est rate should

change less the higher the de gree of in dex ation. In 

par tic u lar, the in ter est rate set at pe riod t d-  for

pe riod t should re act neg a tively to fore casts of pe -

riod t d+  in fla tion. For a given in fla tion fore cast,

the change in interest rate would be smaller than

in the case without indexation.

If the mon e tary au thor ity com mit ted to day to

an in ter est rate d pe ri ods from now, the gain

would be to avoid costly changes of the in ter est

rate with no ef fects, and to have a smaller re ac tion 

to the in fla tion fore casts. Al though these re sults

are quite ro bust we can not for get that “the key

stum bling block for pol icy-for ma tion is lim ited

knowl edge of the way the macroeconomy works”

(McCallum (1997)). There fore also from this point

of view the char ac ter is tic that pol icy in stru ment

re acts less to ob tain the same re sult seems de sir -

able. Un til now, the pro ce dure is de scribed as a re -

ac tion of cen tral bank fore casts. There fore no re ac -

tion was im posed when re al ized in fla tion, or pri -

vate sec tor ex pec ta tions, de vi ate in a sys tem atic

way from cen tral banks fore casts. As men tioned

above, to en sure de ter mi nacy the cen tral bank

should re act to these de vi a tions and there fore
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should re spond not only to its own fore casts but

to the de vi a tions between these forecasts and

private sector forecasts (Svensson and Woodford

(2003)).

6. IN SUMMARY

We can sum ma rize the last sec tions as fol lows:

1. The rec og ni tion of lags in the trans mis sion

of mon e tary pol icy ac tions to in fla tion has to 

be as so ci ated with some type of lags of de ci -

sion of the pri vate sec tor. Given these lags,

the pri vate sec tor be hav iour has a strong

for ward looking component.

2. The trans mis sion lags should be in ter preted

as the pri vate sec tor re act ing to the fore -

castable be hav iour of the in ter est rate. Sur -

prises have no ef fects. A pure white noise

pol icy would be com pletely ineffective.

3. The con duct of mon e tary pol icy could be

im proved if the cen tral bank com mits to an

in ter est rate in the next pe riod (or two pe ri -

ods from now). The set ting of the in ter est

rate for pe riod t would have as main in put

the fore cast at t-d of in fla tion of pe riod t.

Note that the ex is tence of lags in the trans -

mis sion does not im ply a for ward look ing

pol icy. This in ter est rate pol icy could be

amended by a com mit ment to change the in -

ter est rate when pri vate ex pec ta tions deviate 

from central bank forecasts.
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Appendix

DERIVATION OF THE AGGREGATE DEMAND EQUATION

 Here we will pres ent the der i va tion of the ag -

gre gate de mand equa tion

( )x E x E i rt t d t t d t t t
n

t= - - - +- + - + +1 1 1s p c

Let us be gin by as sum ing d=0. To de rive this

equa tion we take the first or der con di tion of the

house hold prob lem in or der to pres ent and fu ture

con sump tion given by(9)
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where x t  rep re sents shocks to pref er ences. When

we rep re sent this Eu ler equa tion as a func tion of

out put in stead of con sump tion we have

( )
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(3)

where z t  con tains now not only shocks to pref er -

ences but real de mand com po nents dif fer ent from

pri vate con sump tion. Let ting gov ern ment pur -

chases be de noted by Gt  mar ket clear ing im plies

that C G Yt t t+ = . Loglinearizing equa tion (3)

around a de ter min is tic steady-state, and rep re -

sent ing by $G the percentual de vi a tion from the

steady state of  G, we can write

[ ] [ ]$ $ $ $ $ $Y g E Y g it t t t t t t= + - - -+ + +1 1 1s p

where s rep re sents the intertemporal elas tic ity of

sub sti tu tion.

 If we de fine the out put gap as x Y Yt t t
n= -$ $

with $Yt
n  be ing the de vi a tion of the flex i ble price

equi lib rium out put from the steady state, we can

write the above equa tion as

[ ] [ ]$ $ $ $ $ $ $ $x g E x g Y Y it t t t t t
n

t
n

t t= + - - + - -+ + + +1 1 1 1s p

If we de fine [ ]r g g Y Yt
n

t t t
n

t
n

+
-

+ +º - - +1
1

1 1s $ $ $ $  we

ob tain equa tion (1), with d=0. The ex is tence of de -

ci sion de lays im plies that the de ci sions for pe riod

t are taken in pe riod t-d. In this case the house -

hold’s first or der con di tion should be written as

( )
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Us ing the same se quence as be fore we ar rive at 

equa tion (1) where c t t t
n

t d t t
ng Y E g Y= - - --( $ $ ) ( $ $ ).
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(9) This con di tion is a sim pli fi ca tion since it as sumes that the econ -

omy is cashless and that la bour is in elas tic or that pref er ences

are additively sep a ra ble be tween con sump tion and leisure.



Chronology of major financial
policy measures





Jan u ary*

• 15 January (Notice of Banco de Por tu gal

no. 1/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

Pur su ant to the pro vi sions set forth in Ar ti cle 42 - A and in Ar ti cle 199-G of 

the Le gal Frame work of Credit In sti tu tions and Fi nan cial Com panies, pro -

vides for the re gime to be com plied with in the es tab lish ment of sub sid iar -

ies of credit in sti tu tions and fi nan cial com pa nies in non-EC mem ber

coun tries.

• 15 January(Notice of Banco de Por tu gal

no. 2/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

Pur su ant to the pro vi sions set forth in Ar ti cle 43 - A and in para graph 4 of

Ar ti cle 117 of the Le gal Frame work of Credit In sti tu tions and Fi nan cial

Com panies, pro vides for the re gime to be com plied with in the ac qui si tion

by credit in sti tu tions of cer tain types of participations in other credit in sti -

tu tions hav ing their head of fice abroad or in fi nan cial in sti tu tions.

• 15 January (Notice of Banco de Por tu gal

no. 3/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

Re de fines the in for ma tion par tic u lars that must be sub mit ted to gether with 

the com mu ni ca tions on qual i fy ing hold ings. Re words the pre am ble and

para graph 1 and adds para graph 2 - A to No tice no. 3/94, of 22 June.

• 15 January (Notice of Banco de Por tu gal

no. 4/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

Taking into ac count the changes in tro duced in the Le gal Frame work of

Credit In sti tu tions and Fi nan cial Com panies by De cree-Law no. 201/2002,

of 26 Sep tem ber, re words No tice no. 10/94, of 18 No vem ber (lim its to

"large ex po sures"), re de fin ing the types of credit in sti tu tions and fi nan cial

com pa nies sub ject to its dis ci pline.

• 15 January (Notice of Banco de Por tu gal

no. 5/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

Pur su ant to the pro vi sions set forth in Ar ti cle 113 of the Le gal Frame work

of Credit In sti tu tions and Fi nan cial Com panies, as amended by De -

cree-Law no. 201/2002, of 26 Sep tem ber, re de fines the lim its on the net

value of the fixed as sets of credit in sti tu tions, as well as on the to tal value

of shares or other eq uity cap i tal that credit in sti tu tions may hold.

• 15 January (Notice of Banco de Por tu gal

no. 6/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

Pur su ant to the pro vi sions set forth in para graph 3 of Ar ti cle 115 of the Le -

gal Frame work of Credit In sti tu tions and Fi nan cial Com panies, as

amended by De cree-Law no. 201/2002, of 26 Sep tem ber, lays down the

terms and con di tions and the pe ri od ic ity of the pub li ca tion of ac counts by

in sti tu tions sub ject to the su per vi sion by Banco de Por tu gal. This No tice

shall be ap pli ca ble to the pub li ca tion of the 2002 fis cal year ac counts.

• 15 January (Notice of Banco de Por tu gal

no. 7/2003, Of fi cial Ga zette no. 12, Se ries I 

- B)

In ac cor dance with the pro vi sions set forth in para graph 2 of Ar ti cle 75 and 

in Ar ti cle 195, both of the Le gal Frame work of Credit In sti tu tions and Fi -

nan cial Com panies, amends No tice no. 1/95, of 17 Feb ru ary, add ing para -

graph 4 - A, on the es tab lish ment of value dates re lated to debit and credit

en tries in de mand de posit ac counts, namely for the pur pose of in ter est cal -

cu la tion and with drawal of cred ited amounts. This No tice takes ef fect

within 60 days as of the date of its pub li ca tion.
 

• 23 January (Regulation no. 1/2003 of the

Stock Mar ket Com mis sion, Of fi cial

Ga zette no. 19, Se ries II)

Sets the an nual rate to be paid by is su ing en ti ties to the Stock Mar ket Com -

mis sion, on ac count of the su per vi sion of the pe ri odic re port ing of fi nan cial 

in for ma tion. Adds Ar ti cle 12 - A and re vokes sub para graph c) of para -

graph 1 of Ar ti cle 10 of Reg u la tion no. 8/2001 of the Stock Mar ket Com mis -

sion, of 28 De cem ber.

• 29 January (Circular Let ter of Banco 

de Por tu gal no. 7/03/DSBDR)

Makes known that the bi an nual re port to be pre pared by the in sti tu tions'

ex ter nal au di tors, re ferred to in Cir cu lar Let ter no. 17/2002/DSB, of 14 Feb -

ru ary, shall be sub mit ted to the Banco de Por tu gal un til the end of the

quar ter af ter the ref er ence date of the re port. The adop tion of this pro ce -

dure shall start with the in for ma tion re lat ing to 31 De cem ber 2002. 

• 30 January (Decision of the Ministry of

Finance no. 1825/2003, Official Gazette

no. 25, Series II)

Pur su ant to the pro vi sions set forth in para graph 2 of Ar ti cle 66 of Law no.

32-B/2002, of 30 De cem ber, au tho rizes the Pub lic Credit Man age ment In sti -

tute to in ter vene in the sec ond ary pub lic debt mar ket as a party to re pur -
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chase op er a tions on se cu ri ties rep re sent ing the di rect pub lic debt quoted in 

the spe cial pub lic debt mar ket (MEDIP - mer ca do es pe cia l de dívida pública).

• 30 January (Circular Let ter of Banco 

de Por tu gal no. 1/DMR) 

Fol low ing Cir cu lar Let ter no. 347/DMR, of 27 Oc to ber 1999, fixes at 2.87%

the rate of re turn of De posit Se cu ri ties, Se ries B, for the quar terly in ter est

cal cu la tion pe riod to start on 4 Feb ru ary 2003. 

• 31 January (Circular Let ter of Banco 

de Por tu gal no. 8/03/DSBDR)

Taking into ac count the pro vi sions set forth in para graphs 1.2 and 1.3 of

the An nex to No tice no. 4/2002, makes known that the Banco de Por tu gal

ac cepts that in the cal cu la tion of cap i tal losses in her ent in participations in

Sociedade Interbancária de Serviços, SA (SIBS, In ter bank Ser vices Com pany),

the 'pre sum able trans ac tion value" shall be based on the price set by SIBS

in the last out right sale of shares.
 

• 31 January (Circular Let ter of Banco 

de Por tu gal no. 9/03/DSBDR)

Gives some ex pla na tions on Banco de Por tu gal's in ter pre ta tion of cer tain

pre cepts con tained in the Le gal Frame work of Credit In sti tu tions and Fi -

nan cial Com panies, as worded by De cree-Law no. 201/2002, of 26 Sep tem -

ber, re lated to the reg is tra tion of the ac cu mu la tion of posts (Ar ti cle 33), the

reg is tra tion of the mem bers of the man age ment and au dit ing boards (Ar ti -

cle 69), as well as time lim its, sup ple men tary in for ma tion and cer tif i cates

(Ar ti cle 71).

Feb ru ary

• 8 February (Notice of Banco de Por tu gal

no. 8/2003, Of fi cial Ga zette no. 33, Se ries I 

- B)

Re vises the provisioning re gime of credit fallen due (ac cord ing to the type

of guar an tee and the progressivity prin ci ple of min i mum provisioning

levels), re words the con cept of bad debt (ac cord ing to the ini tial ma tu rity

of the op er a tions, the like li hood of fu ture de fault, and from a port fo lio per -

spec tive) and dif fer en ti ates among pro vi sions for gen eral credit risks, lend -

ing se cured by mort gages on owner-occupied hous ing. Amends

para graphs 3, 4, 5 and 7 of No tice no. 3/95, of 30 June. This No tice takes ef -

fect on the last work ing day of the month in which it is pub lished, save for

the al ter ations in tro duced in no. 1 of para graph 4 of the above-mentioned

No tice, which takes ef fect six months af ter this date.

• 11 February (Directive 2002/87/EC of the

Eu ro pean Par lia ment and of the Coun cil,

Of fi cial Jour nal of the Eu ro pean Un ion

L03000005)

Lays down pro vi sions on the sup ple men tary su per vi sion of credit in sti tu -

tions, in sur ance un der tak ings and in vest ment firms in a fi nan cial con glom -

er ate and amend ing Coun cil Di rec tives 73/239/EEC, 79/267/EEC,

92/49/EEC, 92/96/EEC, 93/6/EEC and 93/22/EEC, and Di rec tives 98/78/EC

and 2000/12/EC of the Eu ro pean Par lia ment and of the Coun cil. Mem ber

States shall bring into force the laws, reg u la tions and ad min is tra tive pro vi -

sions nec es sary to com ply with this Di rec tive be fore 11 Au gust 2004. They

shall forth with in form the Com mis sion thereof.

• 17 February (Instruction of the Banco 

de Por tu gal  no. 3/2003)

Lays down the con di tions un der which ex cess metal coins can be de pos -

ited with the Banco de Por tu gal.

• 19 February (Executive Or der

no. 160/2003,Of fi cial Ga zette no. 42, Se ries 

I - B)

Un der the pro vi sions of para graph 4, of Ar ti cle 295 of the Com mer cial

Com panies Code, lays down that com pa nies is su ing shares listed in reg u -

lated mar kets un der the su per vi sion of the Stock Ex change Com mis sion

shall not be sub ject to the pro vi sions set forth in para graph 2, of ar ti cle 259

of the Com mer cial Com panies Code as re gards re serves set up to the

amounts men tioned in sub para graph a) of the afore-mentioned para graph, 

when they are in tended for the cov er age of losses or neg a tive re sults car -

ried for ward. 

March

• 1 March (Regulation of the Instituto de

Seguros de Por tu gal (Por tu guese

In sur ance In sti tute) no. 12/2003,Of fi cial

Ga zette no. 51, Se ries II

Pur su ant to the pro vi sions set forth in para graph 2, of Ar ti cle 10, of De -

cree-Law no. 158/2002, of 2 July, lays down a set of rules re lated to the le -

gal frame work of sav ings funds set up as pen sion funds. Re vokes

para graphs 50 to 58 of Rule no. 298/91, of 13 No vem ber.
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• 12 March (Circular Letter of the Banco 

de Portugal No. 21/2003/DSB)

Within the scope of the mea sures pre vent ing money laun der ing, rec om -

mends that credit in sti tu tions and fi nan cial com pa nies must ex am ine with

par tic u lar care the op er a tions ne go ti ated with nat u ral or le gal per sons re -

sid ing in some ter ri to ries. Re vokes Cir cu lar Let ter No. 91/2002/DSB of 6

No vem ber and Cir cu lar Let ter No. 5/2003/DSB of 16 Jan u ary.

• 20 March (Circular Letter of the Banco 

de Portugal No. 25/03/DSBRE)

Ex plains the un der stand ing of the Di rec tor ate-Gen eral of Taxes as re gards

the trans fer, with out loss of tax ben e fits, of bal ances on hous ing-sav ings ac -

counts to other credit in sti tu tions. 

• 21 March (Notice of the Banco de Portugal 

No. 9/2003, Official Gazette No. 68, Series) 

I - B

In tro duces changes in No tice No. 3/95 of 30 June, add ing sub para graph n),

to para graph 1.1, of para graph 1, of para graph 15, so as to in clude the Mu -

tual Coun ter-guar an tee Fund in the list of en ti ties whose as sets are sub ject

to the com pul sory set ting of pro vi sions for spe cific and gen eral credit risks.

• 22 March (Regulation No. 14/2003 of the

Instituto de Seguros de Portugal, Official

Gazette No. 69, Series III)

Tak ing into con sid er ation the rules re lat ing to the com po si tion of the as sets 

of pen sion funds pro vided for in Rule No. 21/2002 of 28 No vem ber, in De -

cree-Law No. 158/2002 of 2 July, in Ex ec u tive or der No. 1451/2002 of 11

No vem ber, and in De cree-Law No. 204/95 of 5 Au gust, lays down the rules 

to be com plied with by pen sion fund man ag ing com pa nies as re gards the

re port ing of data on the com po si tion of the as sets of pen sion funds man -

aged by them. Re vokes Rule No. 10/99-R of 7 Sep tem ber, al though keep ing 

in force the data pro cess ing In struc tion No. 26 an nexed to it. This rule is

ap plied for the first time to the re port ing of data on the com po si tion of the

as sets of pen sion funds as at 31 De cem ber 2002.

• 25 March (Circular Letter of the Banco 

de Portugal No. 26/03/DSBDR)

Rec om mends that in come dec la ra tions for pur poses of hous ing credit must 

be ex am ined with par tic u lar care, given that the Di rec tor ate-Gen eral of

Taxes has drawn at ten tion to the fact that some of them are not in ac cor -

dance with those sub mit ted at tax of fices. 

• 26 March (Regulation No. 2/2003 of the

Stock Market Commission, Official

Gazette No. 72, Series II)

Amends Ar ti cle 68 of Reg u la tion No. 12/2000, so as to guar an tee that fi nan -

cial in ter me di ar ies make avail able to their cli ents the value of op er a tions

on se cu ri ties on the day on which set tle ment takes place. This Reg u la tion

takes effect on 1 April 2003. 

• 27 March (Circular Let ter of the Banco 

de Por tu gal No. 2/DMR )

Makes known the new prices - ef fec tive from 1 April 2003 on wards - of ser -

vices pro vided by SITEME, re plac ing the for mer price list an nexed to Cir -

cu lar Let ter No. 6/DMR of 10 Feb ru ary 2000.

April

• 1 de April (Regulation No. 3/2003 of the

Stock Market Commission, Official

Gazette No. 77, Series II)

Lim its the scope of the com pul sory open ing of in di vid ual ac counts with fi -

nan cial in ter me di ar ies to trans fer able se cu ri ties held by col lec tive in vest -

ment un der tak ings and pen sion funds. Re words Ar ti cle 35 of Reg u la tion

No. 14/2000 of 23 March. This Reg u la tion takes ef fect on 1 April 2003.

• 11 April (Executive Or der No. 296/2003,

Of fi cial Ga zette No. 86, Se ries I - B)

In ac cor dance with the pro vi sions of para graph 3 of Ar ti cle 1 of De -

cree-Law No. 88/94, of 2 April, lays down that trans fer able se cu ri ties rep re -

sent ing the pub lic debt, is sued pur su ant to the pro vi sions set forth in the

Res o lu tion of the Coun cil of Min is ters No. 10/2003, of 28 Jan u ary, shall be

added to the list pub lished through Ex ec u tive Or der No. 377-A/94, of 15

June. 

• 17 April (Circular-Letter of the Banco de

Por tu gal No. 31/03/DSBDR)  

Dis closes guide lines re lat ing to the ac count ing treat ment of Agrupamentos

Complementares de Empresas (Com ple men tary Com pany Group ings) with

links to credit in sti tu tions.

• 24 April (Decree-Law No. 83/2003, Of fi cial 

Ga zette No. 96, Se ries I - A)

In the use of the leg is la tive pow ers granted by Law No. 25/2002, of 2 No -

vem ber, in tro duces changes in De cree-Law No. 454/91, of 28 De cem ber,

grant ing ac cess to all credit in sti tu tions to the data dis closed by the Banco

de Por tu gal re lated to cheque risk us ers.
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• 26 April (Decree-Law No. 86/2003, Of fi cial 

Ga zette No. 97, Se ries I - A)

Es tab lishes the gen eral rules ap pli ca ble to the in ter ven tion of the State in

the def i ni tion, de sign, prep a ra tion, com pe ti tion, award, al ter ation, sur veil -

lance and gen eral mon i tor ing of pub lic and pri vate part ner ships. In tro -

duces changes in Ar ti cles 1, 12 and 18 and re vokes Ar ti cle 4 of De cree-Law

No. 185/2002, of 20 Au gust.

• 30 April (Decree-Law No. 91/2003, Of fi cial 

Ga zette No. 100, Se ries I - A)

In tro duces changes in the le gal frame work of Trea sury bills. Re words Ar ti -

cles 2 and 7 of De cree-Law No. 279/98, of 17 Sep tem ber. 

May

• 3 May (Executive Or der No. 530/2003,

Of fi cial Ga zette No. 102, Se ries II)

Un der the pro vi sions of para graph 1 of Ar ti cle 173 of the Le gal Frame work 

of Credit In sti tu tions and Fi nan cial Com pa nies, ap proved by De cree-Law

No. 298/92, of 31 De cem ber, in tro duces changes in the Reg u la tion of the

De posit Guar an tee Fund. Re vokes sub para graph c), of para graph 1 of Ar ti -

cle 3 and re words Ar ti cles 4, 6, 16, 17 and 19 of the said Reg u la tion, ap -

proved by Ex ec u tive Or der No. 285-B/95, of 15 Sep tem ber. 
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2000
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4/00 LABOR MARKETS AND KALEIDOSCOPIC COMPARATIVE ADVANTAGE

— Daniel A. Traça
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— Carlos Robalo Marques, Pedro Duarte Neves, Afonso Gonçalves da Silva
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