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The Portuguese Economy in 2007

The Portuguese Banking System in the Course of 2007

ECONOMIC POLICY AND SITUATION



THE PORTUGUESE ECONOMY IN 2007 

1. INTRODUCTION

In 2007, the re cov ery of the Por tu guese econ omy was char ac ter ised by a clear ac cel er a tion of busi -

ness in vest ment and a sig nif i cant ex pan sion of ex ports of goods and ser vices, in a con text of con -

tinued de te ri o ra tion of the la bour mar ket sit u a tion. In ad di tion, the Por tu guese econ omy re sumed the

ad just ment pro cess of the ex ter nal ac count im bal ance. Be hind these de vel op ments was, on the one

hand, the con tinued fis cal con sol i da tion pro cess, even ex ceed ing com mit ments made within the

frame work of the Sta bil ity and Growth Pact and, on the other hand, the main te nance of mod er ate

growth of pri vate con sump tion, which may im ply the dis con tinu ance in 2007 of the down ward trend of

the house hold sav ing rate ob served in re cent years. Al though the rate of growth of the Por tu guese

econ omy was closer to that ob served in the euro area and in the Eu ro pean Un ion, it is worth not ing that 

it con tinued to be par tic u larly low, namely vis-à-vis the rate re corded in econ o mies with com pa ra ble per 

capita income levels.

At the in ter na tional level, 2007 was marked as from the mid-year by a sig nif i cant tur bu lence in in ter na -

tional fi nan cial mar kets, as so ci ated with a sud den change in risk per cep tion by in ves tors. The im pact

of these de vel op ments on the Por tu guese econ omy will chiefly de pend on how quickly nor malcy re -

turns to the money and debt mar kets, on the fi nal de gree of re pric ing of credit risk af ter the cur rent tur -

bu lence, and on the tight en ing of credit stan dards for loans to the pri vate sec tor by the bank ing sys tem. 

Each of these items, how ever, is sur rounded by a high level of un cer tainty. In this con text, the pos si bil -

ity of per sis tence of broadly tighter fi nan cial con di tions and the de te ri o ra tion of the ex ter nal mac ro eco -

nomic en vi ron ment, in par tic u lar of for eign de mand for Por tu guese goods and ser vices, are clear

down ward risks for the Por tu guese econ omy in the near fu ture. In view of the usual grad u al ism in the

prop a ga tion mech a nisms of shocks to the econ omy as a whole, no sig nif i cant im pact of the pres ent

tur moil on the growth of the Por tu guese econ omy in 2007 is to be ex pected. How ever, some un cer -

tainty re mains as to the in ter na tional eco nomic and fi nan cial environment at the end of the year, as well 

as to the response of economic agents to these developments.

Ac cord ing to Banco de Por tu gal es ti mates, the rate of growth of eco nomic ac tiv ity will be 1.8 per cent in 

2007, 0.5 per cent age points (p.p.) higher than in 2006 (Ta ble 1.1). This es ti mate is iden ti cal to the pro -

jec tion pub lished in the sum mer is sue of the Eco nomic Bul le tin, but im plies a sig nif i cant re vi sion in

terms of the ma jor ex pen di ture com po nents. In par tic u lar, gross fixed cap i tal for ma tion (GFCF) was re -

vised up wards, chiefly de ter mined by sig nif i cant im ports of air trans port ma te rial at mid-year. In ad di -

tion, pri vate con sump tion and ex ports are ex pected to grow less than in the sum mer pro jec tions. As a

whole, the con tri bu tion of in ter nal de mand to Gross Do mes tic Prod uct (GDP) growth was re vised up -

wards (0.3 p.p.), whereas the contribution of net exports was revised downwards, by the same

magnitude.

In 2007 the de vel op ments of the Por tu guese econ omy con tinued to be in flu enced by ex ter nal and in -

ter nal fac tors. At the ex ter nal level, these in clude the in ten si fi ca tion of the eco nomic and fi nan cial

globalisation pro cess and the con tinued grad ual in crease in the Eu ro pean Cen tral Bank (ECB) in ter -

ven tion rates. At the in ter nal level, the con tinued mod er a tion of house hold con sump tion may be high -

lighted, as well as the main te nance of a clear tight en ing stance of fis cal pol icy, as so ci ated with the

consolidation process of public accounts.
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Eco nomic ac tiv ity and world trade are ex pected to main tain a ro bust, al beit de cel er at ing, pace of ex -

pan sion, re flect ing, on the one hand, the con tinued dy na mism of emerg ing mar ket econ o mies and, on

the other hand, the slow down in ac tiv ity in most ad vanced econ o mies, al beit at dif fer ent paces. The be -

hav iour of im ports from Por tu gal’s ma jor trad ing part ners is ex pected to trans late into a de celer ation of

ex ter nal de mand for Por tu guese goods and ser vices. This de vel op ment will likely con trib ute to the es -

ti mated de celer ation of the vol ume of Por tu guese ex ports of goods and ser vices, from 9.1 per cent in

2006 to 6.7 per cent in 2007. This be hav iour re flects the lower dy na mism of the ex ports of goods,

which are ex pected to de celer ate by 4 p.p. in 2007, to 4.3 per cent, whereas ex ports of ser vices are

fore cast to ac cel er ate vis-à-vis 2006 to 12.8 per cent. The marked de celer ation in the ex ports of goods

is also as so ci ated with the trend of ex ports in spe cific sec tors which re corded strong dy nam ics in 2006, 

in par tic u lar fu els, mo tor ve hi cles and ores. In this con text, the be hav iour of ex ports over the last

months of the year is sur rounded by a high de gree of un cer tainty, re lated to the usual vol a til ity of ex ter -

nal trade data, to the de gree of per sis tence of the re cent trends in ex ports of both goods and services,

and to the impact of the international economic and financial situation on world trade.

In the first half of the year, the ECB in creased its key in ter est rates fur ther by 25 ba sis points (b.p.) in

March and June. These de vel op ments raised the min i mum bid rate on the main re fi nanc ing op er a tions 

to 4 per cent, to tal ling an ac cu mu lated in crease of 200 b.p. since De cem ber 2005. Against the back -

ground of the fi nan cial mar ket tur bu lence, and sim i larly to other cen tral banks, the ECB car ried out

some li quid ity-pro vid ing op er a tions on the money mar ket in Au gust and Sep tem ber, in or der to en sure

its or derly func tion ing. These mea sures con trib uted to some nor mal iza tion of the li quid ity con di tions in

shorter ma tu ri ties, in spite of sharp in creases in money mar ket in ter est rates for ma tu ri ties of over 1

month. At the end of Oc to ber, three- and six-month in ter est rates stood close to 4.6 per cent, 60 b.p.

above the ECB ref er ence rate, reflecting a substantial increase in the counterparty premium.
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Table 1.1

MAIN ECONOMIC INDICATORS

Rate of change, per cent

Memo:

EB Sum mer 2007

2006 2007 2007

GDP 1.3 1.8 1.8

Private consumption 1.2 1.2 1.4

Public consumption -0.5 -0.3 0.1

GFCF -1.8 2.1 0.6

Domestic demand 0.3 1.1 0.8

Exports 9.1 6.7 7.2

Imports 4.3 3.7 3.4

Contribution to the change in GDP (p.p.)

Domestic demand 0.3 1.2 0.9

Net exports 1.0 0.6 0.9

Current account + capital account (percentage of GDP) -8.6 -7.7 -7.9

HICP 3.0 2.3 2.5

Sources: INE and Banco de Por tu gal.



Bank in ter est rates on bal ances of bor row ing op er a tions rose in line with money mar ket in ter est rates,

but with the usual time lag. This de vel op ment, in the con text of rel a tively high house hold in debt ed ness, 

is one of the con trib ut ing fac tors to the mod er ate growth of pri vate con sump tion. Cur rent es ti mates

point to a 1.2 per cent in crease in pri vate con sump tion in 2007, sim i larly to 2006. Other fac tors con trib -

uted to this evo lu tion, namely the de te ri o ra tion of la bour mar ket con di tions, with a con tinued in crease

in the un em ploy ment rate and a weak net job cre ation, the de te ri o ra tion of the fis cal bur den, namely at

the level of in di rect taxes, and the de celer ation of trans fers to house holds, a com po nent of dis pos able

in come usu ally as so ci ated with a higher pro pen sity to con sume. In the con text of the rel a tively low

level of the sav ing rate, namely tak ing into ac count the sig nif i cant share of dis pos able in come that

house holds are al lo cat ing to the re pay ment of prin ci pal, sol vency con di tions aris ing from the house -

holds’ intertemporal bud get con straints are be com ing more active, which will also tend to be reflected

in the evolution of private consumption in the future.

The con sol i da tion of pub lic ac counts pro ceeded in 2007. The con tin u a tion of this pro cess is fun da -

men tal to en sure a sus tained growth of the Por tu guese econ omy in the me dium to long run. Es ti mates

for the struc tural pri mary bal ance point to a tighter stance of fis cal pol icy in 2007, which is the re sult, in -

ter alia, of the in crease in tax rev e nue and of the de cline in the weight of com pen sa tion of em ploy ees,

against a back ground still char ac ter ised by ex pres sive growth of pen sion ex pen di ture. Ac cord ing to

cur rent of fi cial es ti mates, the gen eral gov ern ment def i cit is ex pected to reach 3.0 per cent of GDP in

2007, down by 0.9 p.p. from 2006 and 0.3 p.p. be low the of fi cial ob jec tive. The ma teri ali sa tion of these

pros pects would mean that Por tu gal would have reached the ref er ence value for the def i cit laid down in 

the Sta bil ity and Growth Pact one year before the deadline arising from the current official

commitments. 

The sig nif i cant ac cel er a tion es ti mated for GFCF, from -1.8 per cent in 2006 to 2.1 per cent in 2007, rep -

re sents a par tic u larly fa vour able de vel op ment in the Por tu guese econ omy. In deed, a stron ger re cov -

ery of the Por tu guese econ omy re quires a ro bust and qual ity-based growth of in vest ment, par tic u larly

in its busi ness com po nent. The buoy ancy of in vest ment in creases not only the fu ture level of pro duc -

tive ca pac ity, but also the sus tained pace of eco nomic growth, in so far as it al lows the in cor po ra tion of

new ideas in the pro duc tion pro cesses and the creation of jobs with a higher technological content.

2. MAJOR INTERNATIONAL ECONOMIC DEVELOPMENTS

In the first half of 2007, the in ter na tional eco nomic en vi ron ment was ba si cally un changed from 2006,

be ing marked by ro bust growth of eco nomic ac tiv ity and world trade in a con text of less ac com mo da -

tive mon e tary pol i cies and broadly fa vour able fi nan cial mar ket con di tions. These changed sig nif i cantly 

dur ing the sum mer, in the wake of a sud den change in risk per cep tion in in ter na tional fi nan cial mar kets

trig gered by the con tinued de te ri o ra tion of the hous ing mar ket in the United States and by in creased

con cerns about the size and dis tri bu tion of losses in the high-risk mort gage mar ket. These de vel op -

ments led to a sharp in crease in the un cer tainty about the eco nomic out look in the near fu ture. None -

the less, the im pli ca tions for world econ omy growth should be more no tice able in 2008, as the im pact

for 2007 as a whole is ex pected to be lim ited (see “Box 1 Recent turbulence in international financial

markets”).

Eco nomic ac tiv ity and world trade main tained a ro bust pace of ex pan sion in the first half of 2007 re -

flect ing the con tinued buoy ancy of emerg ing mar ket econ o mies and a slow down of eco nomic ac tiv ity

in most ad vanced econ o mies, which none the less re corded dif fer ent paces of growth. The

year-on-year change in world GDP stood at ap prox i mately 5 per cent in the first two quar ters of 2007,

slightly be low av er age growth in 2006. World im ports slowed some what in the same pe riod, but grew at 
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rates close to 7 per cent (com pared with around 9 per cent in 2006 as a whole). These de vel op ments

chiefly re flected the de celer ation of im ports in in dus trial ised coun tries, par tic u larly in the United States,

given that growth of im ports in de vel op ing coun tries1 con tinued to in crease (Chart 2.1). Most re cent in -

for ma tion for July and Au gust sug gests an ac cel er a tion in the third quarter, including in industrialised

countries.

Ac cord ing to the In ter na tional Mon e tary Fund (IMF), as sum ing a grad ual re turn to a more nor mal sit u a -

tion in fi nan cial mar kets in forth com ing months, growth pros pects for world econ omy in the sec ond half

of 2007 re main rel a tively fa vour able. IMF’s fore casts point to an ex pan sion of 5.2 per cent of world

GDP for the year as a whole, slightly lower than in 2006 (Ta ble 2.1). None the less, the vol ume of world

trade of goods and ser vices is ex pected to de celer ate in 2007 af ter strong growth in the pre vi ous year,

lead ing to a slow down of ex ter nal demand for Portuguese goods and services.

Growth of eco nomic ac tiv ity in 2007 will con tinue to be sus tained by the buoy ancy of emerg ing mar ket

and de vel op ing econ o mies (8.1 per cent growth, as in 2006), par tic u larly China, In dia and Rus sia, but

also the Mid dle East and some Af ri can econ o mies2 (Ta ble 2.1). In con trast, GDP growth in ad vanced

econ o mies is fore casted to fall from 2.9 per cent in 2006 to 2.5 per cent in 2007, largely re flect ing the

de celer ation of ac tiv ity in the United States and, to a lesser ex tent, in the euro area and Japan (Chart

2.2).

In the United States, the evo lu tion of eco nomic ac tiv ity in the first half of 2007 con tinued to be con -

strained by the fall in res i den tial in vest ment, in a con text of in creased de te ri o ra tion of the hous ing mar -

ket and dif fi cul ties in the mort gage mar ket. Data for the third quar ter sug gest that the sit u a tion

de te ri o rated fur ther, as ev i denced by the un fa vour able de vel op ments of sev eral in di ca tors on the

hous ing sec tor3 and of con fi dence in the con struc tion sec tor, which reached levels close to his tor i cal
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Chart 2.1
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Chart 2.2 
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lows. In fact, ac cord ing to pre lim i nary es ti mates of na tional ac counts for the third quar ter, pri vate res i -

den tial GFCF fell more than in the first two quar ters of 2007. Ac cord ing to the IMF, growth is ex pected

to de cline sig nif i cantly from 2.9 per cent in 2006 to 1.9 per cent in 2007, re flect ing a fall in to tal in vest -

ment de ter mined by the res i den tial com po nent and an in crease in pri vate con sump tion close to that

ob served in 2006, in line with the low level of the un em ploy ment rate and the ac cel er a tion of wages.

The slow down in do mes tic de mand will lead to a sig nif i cant de cline in growth of im ports of goods and

ser vices. Ex ports will con tinue to grow at high rates, al beit lower than in 2006, ben e fit ing from the de -

pre ci a tion of the US dol lar and from ro bust growth in United States’ main trad ing partners. Net exports

will thus contribute positively to GDP growth in 2007, contrary to developments in the previous year.

In the first half of 2007, eco nomic ac tiv ity in the euro area grew at a sim i lar pace as in 2006 (2.8 per

cent). This pace was par tic u larly pro nounced in the first quar ter, given that GDP de cel er ated sub se -

quently (year-on-year change of 3.2 and 2.5 per cent and quar ter-on-quar ter change of 0.8 and 0.3 per

cent in the first and sec ond quar ters, re spec tively). Sim i larly to de vel op ments in 2006, ac tiv ity growth
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Table 2.1

DEVELOPMENTS IN WORLD ECONOMY

Rates of change, per cent

2005 2006 2007

GDP

World economy 4.8 5.4 5.2

Advanced economies 2.5 2.9 2.5

US 3.1 2.9 1.9

Japan 1.9 2.2 2.0

Euro area 1.5 2.8 2.5

Germany 0.8 2.9 2.4

France 1.7 2.0 1.9

Italy 0.1 1.9 1.7

Spain 3.6 3.9 3.7

Portugal 0.6 1.3 1.8

United Kingdom 1.8 2.8 3.1

Newly industrialised Asian economies (a) 4.7 5.3 4.9

Emerging market and developing economies 7.5 8.1 8.1

Central and Eastern Europe 5.6 6.3 5.8

Commonwealth of Independent States 6.6 7.7 7.8

Russia 6.4 6.7 7.0

Developing Asian countries 9.2 9.8 9.8

China 10.4 11.1 11.5

India 9.0 9.7 8.9

Middle East 5.4 5.6 5.9

Latin America 4.6 5.5 5.0

Africa 5.6 5.6 5.7

World trade volume of goods and services 7.5 9.2 6.6

International commodity prices in USD

Brent 45.0 20.1 2.2 (b)

Non-energy commodities 9.5 26.3 20.4 (c)

Consumer prices

Advanced economies 2.3 2.3 2.1

Emerging market and developing economies 5.2 5.1 5.9

Sources: HWWI, IMF, Thomson Fi nan cial Datastream and Banco de Por tu gal.
Notes: (a) Ko rea, Hong-Kong, Tai wan and Sin ga pore. (b) Year-on-year rate of change, fig ures up to 31 Oc to ber 2007. (c) Year-on-year rate of change, fig ures up to Oc to ber 2007.



was sup ported by the ex pan sion of do mes tic de mand, which re flected the sig nif i cant buoy ancy of in -

vest ment, in par tic u lar early in the year. Pri vate con sump tion de cel er ated largely as a re sult of the im -

pact of the in crease in in di rect tax a tion in Ger many.4 In di ca tors avail able for the pe riod fol low ing the

start of tur bu lence in the fi nan cial mar kets con tinue to point to growth close to po ten tial in the sec ond

half of 2007, in spite of some de te ri o ra tion of fi nanc ing con di tions in the pri vate sec tor in that pe riod.

Ac cord ing to the IMF, GDP in the euro area is fore casted to grow by 2.5 per cent in 2007 as a whole, af -

ter a 2.8 per cent in crease in 2006 (Ta ble 2.1). This evo lu tion is the re sult of a de cline in the con tri bu -

tion of internal demand, since the contribution of net exports is expected to increase slightly.

The slow down in eco nomic ac tiv ity is broad based across all euro area econ o mies, ex cept for Por tu gal

and Aus tria. As a re sult, growth of the Por tu guese econ omy be came closer to the euro area av er age.

None the less, sim i larly to re cent years, the Por tu guese econ omy growth rate is ex pected to stand be -

low that of most Eu ro pean Un ion (EU) coun tries. In the ma jor ity of non-eu ro area EU coun tries, ac tiv ity

is ex pected to de celer ate, but main tain ing strong growth paces, in par tic u lar the new Mem ber States

(Chart 2.3).5 As re gards the larger econ o mies, IMF fore casts point to an ac cel er a tion of ac tiv ity in Po -

land and to a deceleration in the Czech Republic and Hungary.

In 2007, the de vel op ments of Por tu gal’s main trad ing part ners will be marked by a de celer ation in ac -

tiv ity in the four larg est euro area econ o mies, al though at dif fer ent GDP growth paces (Ta ble 2.1). In

par tic u lar, Spain and Ger many are ex pected to re cord high growth rates (3.7 and 2.4 per cent re spec -

tively), whereas in the French and Ital ian econ o mies growth will be weaker (1.9 and 1.7 per cent re -

spec tively). In con trast, in the United King dom ac tiv ity is ex pected to ac cel er ate from 2.8 per cent in

2006 to 3.1 per cent in 2007. With the ex cep tion of Ger many, growth in these econ o mies will largely

rely on do mes tic de mand (Chart 2.4). In the case of Ger many, the com po si tion of GDP growth will be

more bal anced, with a con tri bu tion of net ex ports higher than that of do mes tic de mand. Ex ports and

im ports of goods and ser vices in ma jor euro area econ o mies slowed down in the first half of 2007, in
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Chart 2.3 
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(4) The announcement of a VAT increase in Germany brought forward some household consumption expenditure decisions to 2006, thereby contributing to
higher growth at the end of that year and lower growth in the first quarter of 2007.

(5) This group of countries now includes Bulgaria and Romania, which joined the European Union in January 2007.



line with the de cline in of world trade growth (Chart 2.5). These de vel op ments re flected lower growth of 

trade of goods with the United States and the main te nance of high growth of trade vis-à-vis Asia and

the new Member States (Chart 2.6).

The be hav iour of im ports in Por tu gal’s main trad ing part ners trans lated into a de celer ation of ex ter nal

de mand for Por tu guese goods and ser vices in the first half of 2007 (Ta ble 2.2). In the year as a whole,

ex ter nal de mand is ex pected to be have less fa vour ably than in 2006, thereby con trib ut ing to a de celer -

ation of Por tu guese ex ports of goods and ser vices in vol ume (see “Section 5 Demand and external

accounts”). In 2007, sim i larly to the pre vi ous year, Por tu guese ex ports are ex pected to grow above

fore casts for the euro area, but clearly be low the pro jec tion for emerg ing mar kets and de vel op ing
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Chart 2.4

CONTRIBUTIONS TO REAL GDP GROWTH
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Chart 2.5

EURO AREA COUNTRIES – VOLUME OF EXPORTS AND IMPORTS OF GOODS AND SERVICES
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econ o mies in Cen tral and East ern Eu ro pe and Asia (Chart 2.7). In spite of the slow down from the pre -

vi ous year, ex ports of goods and ser vices in these economies are forecasted to remain buoyant. 

Con tinued strong world de mand and lim ited spare ca pac ity in global terms kept in ter na tional com mod -

ity prices at high levels. In the case of oil, af ter a fall in Jan u ary, prices ex hib ited a ris ing trend, only tem -

po rarily in ter rupted in Au gust in the wake of the fi nan cial mar ket tur moil (Chart 2.8).6 There fore, at the

end of Oc to ber, in a con text of de clin ing crude in ven to ries and of geopolitical ten sions in the Mid dle

Ban co de Por tu gal | Economic Bulletin

Autumn 2007 | Economic Policy and Situation

16

Chart 2.6

EURO AREA – VOLUME OF EXPORTS AND IMPORTS OF GOODS
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King dom, ex clud ing the ef fects of the Value Added Tax (VAT) fraud, ac cord ing to the es ti mates of the UK Of fice for National Statistics.

Table 2.2

EXTERNAL DEMAND FOR PORTUGUESE GOODS AND SERVICES

Real year-on-year rate of change, per cent

Weights

2006

2006 2007 2006 2007

(1st half) I II III IV I II

External demand  (a),(b) 100.0 8.4 5.5 10.5 8.6 7.7 7.1 5.8 5.1

Imports of goods and services

Spain 25.4 8.3 6.3 10.6 6.1 7.5 8.9 5.9 6.7

France 13.7 7.1 3.5 7.6 10.0 6.6 4.3 4.0 3.0

Germany 13.7 11.5 7.0 15.0 10.6 11.0 9.7 7.9 6.2

Italy 4.5 4.5 2.9 4.4 2.9 5.1 5.5 3.1 2.6

United Kingdom (b) 9.5 8.9 -0.8 10.7 13.4 6.6 5.1 1.0 -2.5

US 5.8 5.9 2.5 6.3 6.4 7.2 3.7 2.9 2.0

(6) From the end of July to 23 August, international oil prices fell by approximately 9 per cent.



East, the price of brent reached his tor i cal peaks in nom i nal terms (around USD 90 per bar rel), ap -

proach ing also its peaks in real terms. How ever, from Jan u ary to Oc to ber 2007, the oil price (in US dol -

lars) rose on av er age by only 2.2 per cent from the same pe riod in 2006 (Ta ble 2.1). In euro terms,

prices fell by 6 per cent, given the de pre ci a tion of the US dol lar in the course of the year. The de ci sion

of the Or gani sa tion of Pe tro leum Ex port ing Coun tries (OPEC), an nounced in mid-Sep tem ber, to in -

crease oil pro duc tion by 0.5 mil lion bar rels per day as from No vem ber 2007 did not pre clude the up -

ward trend of the oil price, since that in crease was deemed to be in suf fi cient in view of the cur rent stock 

level. At the end of Oc to ber, fu tures mar ket prices pointed to the main te nance of the oil price at ap prox -

i mately USD 82 per bar rel up to the end of 2007 and to a de cline to val ues around USD 78 by the end of 

2008. As re gards non-en ergy com mod ity prices, the year-on-year rate of change ex hib ited a down -

ward trend over the first ten months of the year as a re sult of the de celer ation of prices of in dus trial

raw-ma te ri als (Chart 2.9). Be hind these de vel op ments were, in par tic u lar, metal prices that, al though

re main ing at high levels, ex hib ited a down ward trend fol low ing the sharp in crease ob served in 2006. In

con trast, food com mod ity prices rose con sid er ably in the course of the year. These de vel op ments re -

flected in creased de mand for this type of prod ucts as so ci ated with the use of some ce re als and oil -

seeds for the pro duc tion of biofuels and dis tur bances in pro duc tion in some countries due to adverse

weather conditions. From end 2006 to October 2007, the price of these commodities in USD rose by

around 28 per cent.

The slower pace of growth of in ter na tional com mod ity prices in a frame work of less ac com mo da tive

mon e tary pol i cies, will lead, ac cord ing to the IMF, to a de cline in in fla tion in ad vanced econ o mies from

2.3 to 2.1 per cent in 2007 (Ta ble 2.1). Ex clud ing more vol a tile com po nents, price growth re mained

con tained in the course of the year, re flect ing the main te nance of an chored long-term in fla tion ex pec -

ta tions. In the euro area, in fla tion was af fected by the rise in in di rect tax a tion in Ger many, but re mained

be low 2 per cent in the first three quar ters of 2007. Com pen sa tion per em ployee grew mod er ately in

the first half of 2007 (ap prox i mately 2 per cent), con trib ut ing to a change in unit la bour costs close to

that ob served in 2006 as a whole (0.8 per cent). Late in the year, the year-on-year change in euro area

con sumer prices is ex pected to rise tem po rarily as a re sult of an un fa vour able base ef fect of the en ergy 

com po nent as so ci ated with a sharp fall in the same pe riod of 2006 and of an ac cel er a tion of food
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Chart 2.7 
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prices. In emerg ing mar ket and de vel op ing econ o mies, in par tic u lar China and In dia, in fla tion is ex -

pected to rise in 2007 (from 5.1 to 5.9 per cent, ac cord ing to the IMF) re flect ing the strong pace of

growth of economic activity and the higher weight of food in consumer prices in these economies.

Mon e tary pol icy stance in ma jor ad vanced econ o mies be came less ac com mo da tive in the first half of

2007 in re sponse to the con tinued up ward risks to prices, given ro bust growth of world ac tiv ity and high 

com mod ity prices (Chart 2.10). In the euro area, the Gov ern ing Coun cil of the ECB in creased its key

in ter est rate by 25 ba sis points (b.p.) twice, to reach 4 per cent in early June (see Section 3). In the

United King dom, the Mon e tary Pol icy Com mit tee of the Bank of Eng land raised its of fi cial in ter est rate

by 25 b.p. in Jan u ary, May and July, to 5.75 per cent, to en sure the main te nance of in fla tion be low the 2

per cent tar get in the me dium term. The United States Fed eral Re serve kept the ref er ence rate un -

changed in the con text of mod er ate growth of eco nomic ac tiv ity, but ac knowl edged the ex is tence of

up ward risks to in fla tion. In the sec ond half of the year, fi nan cial mar ket tur bu lence and the dry ing up of

money mar ket li quid ity have con strained the con duct of mon e tary pol icy in ma jor ad vanced econ o -

mies. Dur ing Au gust and Sep tem ber, dif fer ent cen tral banks adopted mea sures in tended to en sure the 

reg u lar op er a tion of the re spec tive money mar kets (see “Box 1 Recent turbulence in international

financial markets”). Ad di tion ally, on 18 Sep tem ber, the Fed eral Re serve de cided to lower its tar get for

the fed eral funds rate by 50 b.p. to 4.75 per cent in or der to mit i gate the ad verse ef fects of the tight en -

ing of credit stan dards on the hous ing mar ket and on eco nomic growth in gen eral.7 On 31 Oc to ber, The 

Fed eral Re serve cut again the fed eral funds rate by 25 b.p. to 4.5 per cent. The Gov ern ing Coun cil of

the ECB and the Bank of Eng land’s Mon e tary Pol icy Com mit tee de cided to main tain the re spec tive of -

fi cial in ter est rates un changed in their Sep tem ber and Oc to ber meet ings, in view of the in creased un -

cer tainty as so ci ated with fi nan cial mar ket de vel op ments. In some econ o mies, namely in emerg ing

mar ket and de vel op ing econ o mies, lit tle af fected by the tur bu lence in in ter na tional fi nan cial mar kets,

up ward pres sures on prices related to the high pace of activity growth and to soaring oil and food

commodity prices led to further increases in the reference interest rates during the second half of 2007.
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Chart 2.9
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Chart 2.10 
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Turn ing to the fis cal area, lim ited prog ress is ex pected in the cor rec tion of pub lic def i cits in ma jor ad -

vanced econ o mies. Ac cord ing to IMF pro jec tions, the cy cli cally-ad justed def i cits will de cline around

0.2 to 0.4 p. p. of GDP in the United States, the euro area, Ja pan and the United King dom. The euro

area shall con tinue to post the low est value (0.8 per cent of GDP), partly due to the Sta bil ity and Growth 

Pact frame work, while Ja pan shall post the high est value (3.8 per cent of GDP).

Fi nan cial mar ket con di tions con tinued to be broadly fa vour able in the first half of 2007, not with stand ing a short 

in sta bil ity pe riod in late Feb ru ary/early March. Dur ing the sum mer, fi nan cial mar ket de vel op ments were af -

fected by a change in risk per cep tion by in ter na tional in ves tors trig gered by in creased dif fi cul ties in dif fer ent fi -

nan cial in sti tu tions as so ci ated with in vest ments in the mort gage subprime seg ment in the United States. In

this con text, spreads in pri vate debt mar kets wid ened con sid er ably and vol a til ity in bond and eq uity mar kets

rose sharply. In ad di tion, un cer tainty as to the size and dis tri bu tion of losses in the subprime mar ket gen er ated 

a loss in con fi dence that trans lated into a sig nif i cant de cline in money mar ket li quid ity (see “Box 1 Recent

turbulence in international financial markets”). As from mid-Sep tem ber, in the wake of the ref er ence rate cut in 

the United States, these move ments were grad u ally re versed. How ever, fi nan cial con di tions re mained less

fa vour able than in the first half of the year. More re cently, in the con text of the pre sen ta tion of re sults for the

third quarter by financial and non-financial corporations, volatility rose in international financial markets.

In the first six months of 2007, main eq uity mar kets main tained the val u a tion trend ob served dur ing 2006,

against the back ground of strong world eco nomic growth (Chart 2.11). In July and Au gust, the flight from risk -

ier as sets trans lated into sig nif i cant falls in stock prices in ma jor in ter na tional mar kets, which were al most fully

re versed as of mid-Sep tem ber. At the end of Oc to ber, ex clud ing the Nikkei in dex in Ja pan, main stock price

in di ces stood at higher levels than at the end of 2006 (Table 2.3).

As re gards de vel op ments in pub lic debt bond mar kets, long-term in ter est rates ex hib ited an up ward trend in

the first half of 2007 in most ad vanced econ o mies. How ever, the sud den change in risk per cep tion as of

mid-July im plied a re ver sal in this trend. As of mid-Sep tem ber, long-term gov ern ment bond yields saw a rel a -

tive sta bili sa tion around lower val ues than those ob served at the out set of the pe riod of fi nan cial mar ket tur bu -

lence. Vis-à-vis 2006, 10-year in ter est rates rose in the euro area and in the United King dom and de clined in
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Chart 2.11
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Chart 2.12
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the United States (Ta ble 2.3). In turn, yield dif fer en tials be tween pri vate and pub lic debt in the United States

and in the euro area wid ened sig nif i cantly, par tic u larly in the sum mer, af ter hav ing re mained at low levels dur -

ing the first half of 2007. At the end of Oc to ber, these dif fer en tials stood in general at higher levels than in the

last two years.

The trends ob served in for eign ex change mar kets in 2006 re mained broadly un changed in 2007, in spite of a

tem po rary in ter rup tion in July and Au gust (Chart 2.12). The US dol lar de pre ci ated fur ther in nom i nal ef fec tive

terms, in line with the slow down of eco nomic ac tiv ity and the per sis tence of a high cur rent ac count def i cit. The

yen con tinued to ex hibit a down ward trend, in a con text in which the low in ter est rates re in forced cap i tal out -

flows from the Jap a nese econ omy (usu ally known as carry trade). The renminbi ap pre ci ated slightly in nom i -

nal ef fec tive terms, main tain ing the ap pre ci at ing trend vis-à-vis the USD ob served since mid-2005. In this

con text, the euro ap pre ci ated by 4.3 per cent in nom i nal ef fec tive terms from late 2006 to late Oc to ber 2007

(Ta ble 2.3). The strength en ing of the Eu ro pean cur rency re flected ap pre ci a tions vis-à-vis most cur ren cies of

euro area main trad ing part ners, in par tic u lar the US dollar and, to a lesser extent, the yen, the Swiss franc

and the pound sterling.
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Table 2.3

INTERNATIONAL FINANCIAL MARKETS

Averages End-of-period

2005 2006 2007 (a) 2005 2006 2007 (a)

Stock price indices (percentage change)

S&P 500 7 9 13 3 14 9

Nikkei 225 11 30 7 40 7 -3

FTSE 100 14 15 8 17 11 8

Dow Jones Euro Stoxx 17 22 17 23 20 9

MSCI - emerging market economies (b) 22 30 27 32 26 38

10-year interest rates - public debt (per cent)

US 4.3 4.8 4.7 4.4 4.7 4.5

Japan 1.4 1.7 1.7 1.5 1.7 1.6

United Kingdom 4.4 4.5 5.1 4.1 4.7 4.9

Euro area 3.4 3.9 4.3 3.4 4.1 4.4

Differentials between private and public debt bond yields (with a maturity

of 7 and 10 years) (basis points)

US

AA 24.1 49.5 79.7 40.0 53.9 130.1

BBB 76.1 101.6 134.5 98.5 111.2 185.0

Euro area

AA 27.9 34.3 53.2 29.2 35.1 85.9

BBB 98.2 124.0 115.0 122.5 110.4 146.4

Emerging market debt spreads

EMBI+ 316.7 199.5 181.8 245.0 169.0 186.0

Nominal effective exchange rates (percentage change) (c)

US dollar -2.6 -2.0 -3.9 3.3 -4.3 -7.8

Japanese yen -3.2 -7.2 -5.9 -10.4 -6.1 -1.6

Pound sterling -1.6 0.5 2.7 -2.3 6.0 -1.8

Euro -1.0 0.3 3.3 -6.7 4.5 4.3

Memo:

EUR/USD exchange rate (d) 0.0 0.9 7.7 -13.4 11.6 9.7

Sources: Bank for In ter na tional Set tle ments, Bloomberg, ECB, JPMorgan and Fed eral Re serve Board.
Notes: (a) Fig ures up to 31 Oc to ber. (b) Mor gan Stan ley Cap i tal In ter na tional in dex for emerg ing mar ket econ o mies: Ar gen tina, Brazil, Chile, China, Co lom bia, Czech Re pub lic, Egypt, In -
dia, In do ne sia, Is rael, Jor dan, Ko rea, Hun gary, Ma lay sia, Mex ico, Mo rocco, Pa ki stan, Peru, Phil ip pines, Po land, Rus sia, South Af rica, Tai wan, Thai land and Tur key. (c) A pos i tive change 
cor re sponds to an ap pre ci a tion. (d) A pos i tive change corresponds to an appreciation of the euro.



3. MACROECONOMIC POLICIES

3.1. Monetary policy of the ECB and monetary and financial conditions of the

Portuguese economy 

Mon e tary pol icy of the ECB 

As men tioned in the pre vi ous sec tion, the ECB in creased its key in ter est rates by 25 b.p. in March and

June 2007. The min i mum bid rate on the main re fi nanc ing op er a tions was thus set at 4 per cent, to tal -

ling an ac cu mu lated rise of 200 b.p. since De cem ber 2005 (Ta ble 3.1.1). The de ci sions to raise the in -

ter est rates re flected the as sess ment by the Gov ern ing Coun cil of the ECB that there were up side risks 

to price sta bil ity in the euro area over the me dium term and aimed at en sur ing that in fla tion ex pec ta -

tions would re main firmly an chored at levels con sis tent with price sta bil ity. The main up ward risks in di -

cated by the Gov ern ing Coun cil were as so ci ated with higher-than-ex pected wage growth, given the

high level of ca pac ity uti li sa tion and the con tinued im prove ment in the la bour mar kets, with

higher-than-es ti mated con tri bu tion of ad min is tered prices and in di rect tax a tion and with fur ther in -

creases in oil prices. Ac cord ing to the eval u a tion of the Coun cil, up ward risks to price sta bil ity in the

me dium and long term were con firmed by persistent high paces of monetary and credit expansion in

the euro area in 2007.

The fi nan cial mar ket tur bu lence dur ing the sum mer, namely the dis tur bances in the op er a tion of

money mar kets, in tro duced sig nif i cant changes to the euro area mon e tary pol icy frame work. In the

Coun cil’s as sess ment, al though price sta bil ity re mained sub ject to the abovementioned up ward risks,

the ex is tence of higher than usual un cer tainty con cern ing the eco nomic out look in the euro area due to

in sta bil ity in the fi nan cial mar kets, jus ti fied the de ci sion taken at the Sep tem ber and Oc to ber meet ings
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Table 3.1.1

KEY ECB INTEREST RATES

Per cent

Date of the decision Deposit facility Main refinancing operations Marginal lending facility

5 Oct. 2000 3.75 4.75 5.75

10 May 2001 3.50 4.50 5.50

30 Aug. 2001 3.25 4.25 5.25

17 Sep. 2001 2.75 3.75 4.75

8 Nov. 2001 2.25 3.25 4.25

5 Dec. 2002 1.75 2.75 3.75

6 Mar. 2003 1.50 2.50 3.50

5 Jun. 2003 1.00 2.00 3.00

1 Dec. 2005 1.25 2.25 3.25

2 Mar. 2006 1.50 2.50 3.50

8 Jun. 2006 1.75 2.75 3.75

3 Aug. 2006 2.00 3.00 4.00

5 Oct. 2006 2.25 3.25 4.25

7 Dec. 2006 2.50 3.50 4.50

8 Mar. 2007 2.75 3.75 4.75

6 Jun. 2007 3.00 4.00 5.00

Source: ECB.



to main tain the key in ter est rates un changed. The Gov ern ing Coun cil stressed the need to gather ad di -

tional in for ma tion and to ana lyse new data be fore draw ing fur ther con clu sions re gard ing mon e tary pol -

icy, with a view to en sur ing price sta bil ity in the me dium term. Ac cord ing to ex pec ta tions de rived from

over night in ter est rate swaps (Over night In dex Swaps) avail able for the next twelve months, ad di tional

increases in ECB interest rates in that period are not taken on board by market participants.

Sim i larly to other cen tral banks, the ECB car ried out li quid ity pro vid ing op er a tions on the money mar -

ket in Au gust and Sep tem ber, with a view to en sur ing its reg u lar op er a tion (see “Box 1 Recent

turbulence in international financial markets”).8 These mea sures con trib uted to some nor mali sa tion of

li quid ity con di tions in very short ma tu ri ties. There were, how ever, sharp in creases in money mar ket in -

ter est rates for ma tu ri ties ex ceed ing one month. At the end of Oc to ber, three- and six-month in ter est

rates stood close to 4.6 per cent, ap prox i mately 60 b.p. above the ECB key in ter est rate. Against the

back ground of a down ward re vi sion of ex pec ta tions of key in ter est rate hikes, the be hav iour of money

mar ket in ter est rates reflected a substantial increase in risk premium. 

In the first nine months of 2007, growth of loans to the pri vate sec tor sta bi lised some what but re mained 

at high levels. These de vel op ments re flected dif fer ent be hav iours of loans to non-fi nan cial cor po ra -

tions and house holds. The lat ter showed a down ward trend in the course of the year, re flect ing the de -

celer ation of loans to house holds for both house pur chase and con sump tion pur poses. In con trast, in

spite of some mod er a tion in the first four months of 2007, loans to non-fi nan cial cor po ra tions ac cel er -

ated fur ther and con tinued to ex hibit a high pace of ex pan sion (year-on-year change of 14.1 per cent in

Sep tem ber, com pared to 13.1 per cent at the end of 2006). Ac cord ing to the Oc to ber Bank Lend ing

Sur vey for the euro area, these de vel op ments were de ter mined by the con tinued strong de mand for

credit by non-fi nan cial cor po ra tions for in vest ment and in ven to ries, merg ers and ac qui si tions and cor -

po rate re struc tur ing.  Ac cord ing to the re sults of this sur vey, a sig nif i cant share of banks tight ened their 

credit stan dards in the third quar ter of 2007, par tic u larly in the case of non-fi nan cial corporations, and

intends to tighten credit standards further in the next quarter. 

Mon e tary and fi nan cial con di tions in the Por tu guese econ omy

In the first half of 2007 de vel op ments in mon e tary and fi nan cial con di tions of the Por tu guese econ omy

were sim i lar to those ob served in the pre vi ous year. Not with stand ing the grow ing tight en ing of mon e -

tary pol icy, fi nanc ing con di tions in the in ter na tional fi nan cial mar kets re mained broadly fa vour able.

Sub se quently, the sit u a tion in these mar kets de te ri o rated, which was also re flected in a sig nif i cant in -

crease in money mar ket in ter est rates with ma tu ri ties of more than one month, trans lat ing into some

wors en ing of fi nanc ing con di tions in the non-fi nan cial pri vate sec tor.9

In ef fect, al though the im pact of the tur bu lence on con di tions of fered by banks to their cus tom ers is not

yet ob served in quan ti ta tive in for ma tion avail able as at the cut-off date of this Bul le tin (namely on in ter -

est rates and credit flows), qual i ta tive in for ma tion col lected within the scope of the Oc to ber Bank Lend -

ing Sur vey and other con sul ta tions made by Banco de Por tu gal to banks with the pur pose of

mon i tor ing the im pact of fi nan cial mar ket tur bu lence points to the tight en ing of credit stan dards for

loans in the third quar ter of 2007. Ac cord ing to re spon dents to the sur vey, the per sis tence of some in -

sta bil ity in the money mar ket and the con tinued dif fi cul ties in ob tain ing fi nanc ing from whole sale fund -

ing mar kets will likely con tinue to in flu ence the credit stan dards for loans and the criteria for the
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(8) From 9 to 14 August, the ECB conducted four overnight liquidity-providing fine-tuning operations and a supplementary longer-term refinancing operation on
23 August  for the first time. In September, the ECB conducted another liquidity-providing fine-tuning operation and another supplementary longer-term
refinancing operation. In parallel, during this period, the ECB increased the benchmark amounts in main refinancing and longer-term operations. 

(9) For a more detailed analysis of the recent turbulence in financial markets and its consequences for the development of the Portuguese banking system, see
“Box 1 Recent turbulence in international financial markets” and the article “The Portuguese banking system in the course of 2007” in this Bulletin. 



collection of bank deposits in the fourth quarter.

The up ward trend of the ECB key in ter est rates was main tained dur ing the first quar ter of 2007. Since

De cem ber 2005, these rates were raised by 200 ba sis points, af fect ing the de vel op ment of money

mar ket in ter est rates. Sub se quently, euro money mar ket in ter est rates were par tic u larly af fected by the 

fi nan cial mar ket tur bu lence, with an in crease in rates for ma tu ri ties over one month, due to a wid en ing

of the counterparty risk pre mium. In turn, in the first three quar ters of 2007, the ef fec tive ex change rate

in dex for Por tu gal rose by 0.6 per cent, main tain ing the ap pre ci at ing trend observed since early 2006

(Table 3.1.2).

The im pact of these de vel op ments may be eval u ated by re sort ing to an il lus tra tive and sim ple in di ca tor 

of the de vel op ment of mon e tary con di tions in the Por tu guese econ omy, the so-called mon e tary con di -

tions in dex.10 Ac cord ing to this in di ca tor, mon e tary con di tions were tight ened in 2007, with an im pact

on eco nomic ac tiv ity growth. In terms of in fla tion, the main te nance of the up ward trend of the ef fec tive

ex change rate in dex for Por tu gal con trib uted again sig nif i cantly to its de cline (Chart 3.1.1). This in di ca -

tor, how ever, does not cover a num ber of rel e vant vari ables in the eval u a tion of mon e tary and fi nan cial

con di tions, al low ing, in ter alia, for a wider char ac teri sa tion of fi nanc ing con di tions in the econ omy.

Among these vari ables, stress is laid on the de vel op ment of bank mar gins, long-term in ter est rates,

pri vate debt spreads, stock markets, residential prices and, in general, the financial position of the

banking system.

Bank in ter est rates on bal ances (in clud ing the ef fects of for mer rates) have been evolv ing in line with

money mar ket in ter est rates, in spite of some time lag (Chart 3.1.2). Sim i larly to 2000, this lag, in the

con text of in ter est rate hikes, im plied an in crease in the in ter est rate over all mar gin in op er a tions with

cus tom ers. In deed, the wid en ing of the mar gin in bor row ing op er a tions has more than off set the nar -

row ing of the dif fer en tial in lend ing op er a tions (Chart 3.1.3). In the case of a pro tracted in sta bil ity sit u a -

tion in the money mar ket, banks may con tinue to de velop more com pet i tive strat e gies to col lect

de pos its from cus tom ers, which would narrow the differential in borrowing operations.

In line with long-term in ter est rates in the euro area, long-term Por tu guese Trea sury bond yields rose

by ap prox i mately 70 b.p. in the first half of the year. (Chart 3.1.4). Sub se quently, this trend was re -

versed, in flu enced by the tur bu lence in in ter na tional fi nan cial mar kets, which, to some ex tent, should

have led to the flight-to-qual ity phe nom e non. The lat ter may also have con trib uted to widen the risk

premia un der ly ing pub lic debt in some euro area coun tries. In Por tu gal, this led the spread be tween

the Por tu guese and the Ger man 10-year gov ern ment debt yield to oc ca sion ally ex ceeded 15 b.p. The

up ward trend of long-term in ter est rates was re sumed in mid-Sep tem ber, which was as so ci ated with

the de ci sion of the US Fed eral Re serve to lower its tar get for the fed eral funds rate by 50 b.p., to 4.75

per cent, on 18 Sep tem ber. The risk pre mium un der ly ing the Por tu guese gov ern ment debt reached

again the levels re corded since mid-2005 (be tween 10 and 15 b.p.), stand ing slightly be low the levels

associated with the Italian and Greek government debt (Chart 3.1.5).

Fi nan cial mar ket in sta bil ity has sig nif i cantly af fected pri vate debt mar kets, where risk premia re mained 

at his tor i cally low levels since mid-2003. The spreads be tween the in ter est rates on long-term pri vate

debt and gov ern ment debt se cu ri ties with sim i lar ma tu ri ties wid ened sig nif i cantly. The re as sess ment

of risk premia has chiefly af fected is su ers in the fi nan cial sec tor. Af ter 18 Sep tem ber, how ever, spreads 

nar rowed in euro bonds is sued by the non-fi nan cial sec tor and by banks and in sur ers. Bonds is sued by 

Por tu guese banks have evolved in line with this grad ual down ward trend, but re mained at higher levels 

than be fore the be gin ning of the tur bu lence pe riod.11 
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(10) For methodological information, see Esteves, Paulo (2003), “Monetary conditions index for Portugal”, Economic Bulletin, June, Banco de Portugal. 

(11) For further details on the recent development of spreads of debt securities of Portuguese banks, see “Section 2 Macroeconomic and financial environment”
of the article “The Portuguese banking system in the course of 2007” in this Bulletin.
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Table 3.1.2 (to be continued)

MONETARY AND FINANCIAL CONDITIONS OF THE PORTUGUESE ECONOMY

Quarterly incidence Monthly incidence

2004 2005 2006 2006.1 2006.2 2006.3 2006.4 2007.1 2007.2 2007.3 Dec-06 Jun-07 Jul-07 Aug-07 Sep-07 Oct-07

Nominal interest rates - period averages (per cent)

3-month Euribor 2.1 2.2 3.1 2.6 2.9 3.2 3.6 3.8 4.1 4.5 3.7 4.1 4.2 4.5 4.7 4.7

12-month Euribor 2.3 2.3 3.3 2.8 3.2 3.5 3.8 4.0 4.2 4.6 3.9 4.5 4.6 4.7 4.7 4.6

10-year fixed-rate Treasury bond yields 4.1 3.4 3.9 3.6 4.1 4.0 3.9 4.2 4.5 4.6 4.0 4.7 4.7 4.6 4.5 4.5

Bank interest rates

On outstanding amounts of loans

Non-financial corporations 4.4 4.3 4.9 4.6 4.8 5.0 5.3 5.5 5.7 5.8 5.4 5.7 5.8 5.8 5.9

Households for house purchase 3.8 3.7 4.3 3.9 4.1 4.4 4.7 4.9 5.0 5.2 4.8 5.1 5.2 5.2 5.3

Consumption and other purposes 7.8 7.7 8.0 7.8 7.9 8.0 8.1 8.3 8.6 8.6 8.1 8.6 8.6 8.6 8.7

On outstanding amounts of deposits with an agreed maturity

Non-financial private sector - up to 2 years (excluding demand

deposits, at notice) 2.0 2.0 2.3 2.1 2.2 2.3 2.6 2.8 3.0 3.2 2.7 3.0 3.1 3.2 3.3

On new loans

Households for house purchase 3.5 3.4 4.0 3.7 3.9 4.1 4.4 4.5 4.6 4.9 4.4 4.7 4.7 4.8 5.1

Exchange rates - period averages

Nominal effective exchange rate index (a),(b) 100.9 100.8 100.9 100.5 101.0 101.1 101.1 101.3 101.7 101.8 101.3 101.6 101.7 101.6 101.9

Nominal effective exchange rate index - percentage change from the

previous corresponding period (a),(b) 0.6 -0.2 0.2 0.1 0.4 0.1 0.0 0.2 0.4 0.1 0.2 -0.1 0.1 -0.1 0.2

Stock market - end-of-period values

PSI-Geral index - percentage change from the previous corresponding

period 18.0 17.2 33.3 17.7 -4.1 8.7 8.6 5.2 17.8 -11.4 5.1 1.3 0.4 -5.8 -6.3 7.8

Housing market prices - End-of-period annual rate of change

Índice Confidencial Imobiliário (c) 0.6 2.3 2.1 3.2 3.5 2.8 2.1 1.5 1.0 2.1 1.0 1.0 1.1

Assessment by banks (INE) 4.9 2.9 0.3 2.4 1.7 0.7 0.3 0.0 0.5 1.0 0.3 0.5 - - 1.0 -
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Sources: Euronext Lisboa, Eurostat, Imométrica, INE, Reuters and Banco de Por tu gal.
Notes: (a) A pos i tive change cor re sponds to an ap pre ci a tion of the euro against the US dol lar or of the ef fec tive ex change-rate in dex. (b) Cal cu la tions against a group of 22 trad ing part ners. For a de tailed de scrip tion of the meth od ol ogy, see A. C. Gouveia and C. Coimbra, “New effective exchange rate index for the Portuguese
economy”, in the De cem ber 2004 is sue of the Eco nomic Bul le tin of Banco de Por tu gal. (c) The Índice Confidencial Imobiliário tracks de vel op ments in the res i den tial mar ket in Por tu gal, in par tic u lar in the Lis bon and Porto met ro pol i tan ar eas. In Oc to ber 2006 this in dex adopted a new meth od ol ogy and broad ened its back ground in -
for ma tion. The in dex uses data avail able at www.lardocelar.com, which in 2005 con tained around 280,000 real es tate reg is ters. For fur ther de tails on the meth od ol ogy used, see the ar ti cle by I. Fonseca and R. Guimarães, in the Oc to ber 2006 is sue of News let ter Imo bi liá ria Portuguesa - Confidencial Imobiliário, en ti tled: “Índice
Confidencial Imobiliário: procedimentos metodológicos”. (d) Loans granted by res i dent fi nan cial in sti tu tions ad justed for se curi ti sa tion op er a tions con ducted by non-res i dent ve hi cle cor po ra tions. The res i dent fi nan cial in sti tu tions ag gre gate in cludes other res i dent mon e tary fi nan cial in sti tu tions and other credit in sti tu tions in cluded
in the other res i dent fi nan cial in ter me di ar ies and aux il ia ries sec tor. An nual rates of change are based on amounts out stand ing of loans at the end of the month ad justed for se curi ti sa tion and trans ac tions which are based on out stand ing amounts ad justed for reclassifications, write-offs/write-downs and ex change rate and price re -
val u a tions. (e) Loans granted by res i dent mon e tary fi nan cial in sti tu tions. An nual rates of change are based on amounts out stand ing of bank loans at the end of the month ad justed for se curi ti sa tion and monthly trans ac tions which are based on out stand ing amounts ad justed for reclassifications, write-offs/write-downs and ex -
change rate and price re val u a tions. (f) In cludes loans granted by res i dent and non-res i dent credit in sti tu tions, loans/ad di tional cap i tal granted by non-res i dent cor po ra tions of the same eco nomic group (excluding those granted to non-financial corporations having their head office in Madeira off-shore), commercial paper and
bonds issued by non-financial corporations held by other sectors.

Table 3.1.2 (to be continued)

MONETARY AND FINANCIAL CONDITIONS OF THE PORTUGUESE ECONOMY

Quarterly incidence Monthly incidence

2004 2005 2006 2006.1 2006.2 2006.3 2006.4 2007.1 2007.2 2007.3 Dec-06 Jun-07 Jul-07 Aug-07 Sep-07 Oct-07

Loans granted to the non-financial private sector - End-of-period annual rate of

change

Households

Loans granted by resident financial institutions  (d)

Total 9.7 10.1 9.8 10.7 9.8 9.9 9.8 9.4 9.8 9.8 9.8

For house purchase 10.5 11.1 5.5 5.5 5.6 5.9 5.5 6.3 7.5 5.5 7.5

Consumption and other purposes 7.4 6.9 5.7 7.0 7.1 7.1 5.7 7.3 8.5 5.7 8.5

Loans granted by resident monetary financial institutions (e)

Total 9.2 9.8 9.9 10.2 10.0 10.1 9.9 9.6 9.4 9.9 9.4 9.0 9.1

For house purchase 10.5 11.1 9.9 11.2 10.8 10.2 9.9 9.4 9.0 9.9 9.0 8.9 8.9

Consumption and other purposes 4.4 4.5 10.1 5.8 6.9 9.6 10.1 10.9 11.3 10.1 11.3 9.3 9.9

Non-financial corporations

Loans granted by resident financial institutions (d) 3.2 4.1 5.5 5.5 5.6 5.9 5.5 6.3 7.5 5.5 7.5

Loans granted by resident monetary financial institutions (e) 2.5 5.0 7.1 6.4 6.7 7.5 7.1 7.8 8.5 7.1 8.5 9.1 8.6

Total gross debt (f) 5.1 8.5 5.7 7.0 7.1 7.1 5.7 7.3 8.5 5.7 8.5

Memo:

HICP - End-of-period annual average rate of change

Portugal 2.5 2.1 3.0 2.3 2.7 3.0 3.0 3.0 2.7 2.5 3.0 2.7 2.6 2.5 2.5

Euro area 2.1 2.2 2.2 2.2 2.3 2.4 2.2 2.1 2.0 1.8 2.2 2.0 1.9 1.9 1.8

(continued)
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Chart 3.1.1

CONTRIBUTION OF MONETARY CONDITIONS (a)

To the GDP growth rateTo the inflation rate
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Note: (a) For meth od olog i cal in for ma tion, see P. Esteves, “Monetary conditions index for Portugal”, in the June 2003 is sue of the Eco nomic Bul le tin of Banco de Por tu gal. The mul ti pli ers
un der ly ing the con struc tion of this in dex (cor re spond ing to im pacts of changes in the ex change rate and in the in ter est rate) were up dated tak ing into ac count the main model cur rently
used in eco nomic pro jec tions for the Portuguese economy.
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Chart 3.1.2

KEY ECB INTEREST RATES, MONEY MARKET

INTEREST RATES AND BANK LENDING RATES
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Sources: ECB and Banco de Por tu gal.

Chart 3.1.3

INTEREST MARGINS ON LENDING RATES (a)

0.0

0.5

1.0

1.5

2.0

2.5

3.0

J
a

n
-0

3

J
u

l-
0

3

J
a

n
-0

4

J
u

l-
0

4

J
a

n
-0

5

J
u

l-
0

5

J
a

n
-0

6

J
u

l-
0

6

J
a

n
-0

7

J
u

l-
0

7

In
p

e
rc

e
n

ta
g

e
p

o
in

ts

Sources: ECB and Banco de Por tu gal.
Note: (a) The in ter est mar gin in amounts out stand ing of loans is cal cu lated as the dif fer -
ence be tween the in ter est rate on amounts out stand ing and the 6-month mov ing av er age
of 6-month Euribor. In the case of new busi ness, the in ter est mar gin is the dif fer ence be -
tween the in ter est rate on new loans and 6-month Euribor.

Loans to non-fi nan cial cor po ra tions (amounts out stand ing at
end of pe riod)

Loans to house holds for house pur chase (amounts out stand ing
at end of pe riod)

Loans for house pur chase (new busi ness)

ECB main re fi nanc ing op er a tions

3-month Euribor

Loans to house holds for house pur chase (new loans)

Loans to house holds for house pur chase (out stand ing amounts)

De pos its and de posit-like in stru ments with a ma tu rity of up to 2
years (out stand ing amounts)

Loans to non-fi nan cial cor po ra tions (out stand ing amounts)



At the in ter na tional level, stock mar kets main tained fa vour able de vel op ments dur ing the first half-year,

but lost ground sub se quently in the third quar ter, due to fi nan cial mar ket in sta bil ity. In the sec ond half of 

Sep tem ber and in the first half of Oc to ber these losses were some what re versed, in a con text of de clin -

ing vol a til ity. At the end of Oc to ber, the PSI – Geral in dex main tained an ac cu mu lated change since the 

start of the year that was higher than that observed in the Dow Jones Euro Stoxx.

The re lease of the first re sults on the third quar ter of the year for fi nan cial and non-fi nan cial cor po ra -

tions and the out break of some geopolitical in sta bil ity with an im pact on the oil price were re flected in

an in crease in vol a til ity in in ter na tional and Por tu guese financial markets. 

Prices in the Por tu guese res i den tial mar ket, eval u ated on the ba sis of the Confidencial Imobiliário in -

dex, should have re corded an an nual change rate of 1.1 per cent in Au gust, com pared with 2.1 per

cent at the end of 2006. Real es tate val u a tion may, on the one hand, in duce a wealth ef fect on ex pen di -

ture de ci sions made by the re spec tive own ers and, on the other hand, in flu ence the de vel op ment of

the credit mar ket (since real es tate as sets are used as col lat eral in credit op er a tions). In this con text, it

is worth stress ing that ev i dence in the Por tu guese case does not sug gest the ex is tence of over val ued

prices in real es tate as sets li a ble to give rise to sub stan tial neg a tive cor rec tions to the value of these

as sets.12 

In the first half of 2007 the Por tu guese bank ing sys tem main tained a com fort able po si tion in terms of

prof it abil ity, sol vency and risk cov er age. At the end of the se mes ter, li quid ity gaps of do mes tic bank ing
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Chart 3.1.4

PORTUGUESE GOVERNMENT DEBT YIELDS AND

SPREAD VIS-À-VIS GERMAN GOVERNMENT DEBT
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Sources: Reuters and Banco de Por tu gal.
Note: Yields ob tained at close of busi ness. The spread was cal cu lated by in ter po lat ing
the Ger man yield curve, so as to en sure that the yield of the Por tu guese 10-year bench -
mark bond is com pared to a Ger man yield of a com pa ra ble ma tu rity. The cal cu la tion of the 
spread was based on 5-day moving averages.

Chart 3.1.5

GOVERNMENT DEBT ASSET SWAP SPREADS

VIS-À-VIS GERMANY
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(12) See “Box 6.1 Hous ing prices in Por tu gal and Mac ro eco nomic Fun da men tals: Ev i dence of Quantile Re gres sion”, in the Financial Stability Report 2005 of
Banco de Por tu gal. 12121212121212121212121212121212121212121212121212121212121212121212



groups re vealed, as a whole, a vir tual sta bili sa tion from June 2006.13,14 In a con text of sta bil ity in the

whole sale fi nanc ing mar ket, actual gaps were not li a ble to af fect prices, quan ti ties and time frames of

bank ing op er a tions. How ever, given the fi nanc ing dif fi cul ties in these mar kets in the third quar ter of the

year, as sessed ei ther by the de vel op ment of spreads in the debt mar kets or by the re sponses to the

Oc to ber Bank Lend ing Sur vey, in sti tu tions tight ened their credit standards for loans to the

non-financial private sector.

Ac cord ing to re port ing banks, this change, also due to a more neg a tive as sess ment of the risks as so ci -

ated with ex pec ta tions re gard ing eco nomic ac tiv ity in gen eral and risks as so ci ated with pros pects

about spe cific ac tiv ity sec tors or com pa nies, is ex pected to con tinue in the last quar ter of the year, spill -

ing over into the level of spreads and credit to be granted, which will prob a bly trans late into a de te ri o ra -

tion of fi nanc ing con di tions to the non-financial private sector.

Also ac cord ing to the re sponses to the sur vey, the tight en ing of credit stan dards ap plied to the ap -

proval of loans over the next three months will be broadly based across loans to cor po ra tions and

house holds. Re port ing banks were unan i mous in re cog nis ing that re cent de vel op ments will con trib ute

to a tight en ing of credit stan dards for loans and credit lines to cor po ra tions, ir re spec tive of the size of

the cor po ra tion and the pur pose of the loan (to fi nan ce fixed in vest ment, in ven to ries and work ing cap i -

tal and/or merg ers/ac qui si tions and cor po rate re struc tur ing). In ad di tion, the re as sess ment of credit

risk may cur tail the avail abil ity re vealed by banks in the past to ad just credit stan dards to their cus -

tomer’s debt ser vic ing ca pac ity, by re ne go ti at ing debt. In this re spect, in the third quar ter, debt re struc -

tur ing re in forced its contribution to the expansion of demand for loans by non-financial corporations.

In for ma tion avail able for the first half of the year points to an ac cel er a tion of in debt ed ness of non-fi nan -

cial cor po ra tions. In fact, loans granted to this sec tor ac cel er ated from 5.5 per cent at the end of 2006

to 7.5 per cent in June (Chart 3.1.6).15 Also ben e fit ing from fa vour able risk premia, Por tu guese non-fi -

nan cial cor po ra tions is sued sig nif i cant amounts of bonds and com mer cial pa per in the first half of 2007 

(par tic u larly in the sec ond quar ter), which, in net terms, ac counted for al most 75 per cent of net debt is -

su ance in the pre vi ous year as a whole. Re flect ing these de vel op ments, the rate of change of fi nan cial

debt in the sec tor in creased from 5.7 per cent at the end of 2006 to 8.5 per cent in June 2007.16 Over

this half year, there were sig nif i cant flows of share is su ance, mostly from un listed com pa nies (Chart

3.1.7). In for ma tion on the third quar ter sug gests some further acceleration of financial debt of

non-financial corporations.

In the case of bank credit to house holds, loans for house pur chase con tinued to slow down, in line with

the in ter est rate hike and the rel a tively high level of Por tu guese house hold bor row ing (Chart 3.1.8). In

turn, con sumer credit and other lend ing posted growth rates close to 11 per cent in the first half of the

year, main tain ing a rate of change sim i lar to that ob served at the end of the third quar ter.17 In this seg -

ment it is worth high light ing the rel a tive im por tance of loans with a ma tu rity of over 5 years and of bank

overdrafts.
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(13) The liquidity gap is defined as the difference between available assets and required liabilities in each residual maturity class and provides an indication on
the financing requirements to be met by banking institutions within the time frame considered (as a percentage of total assets less highly liquid assets). For a 
detailed description of the liquidity indicators generally used in the analyses drawn up at Banco de Portugal, see “Box 4.1 Mon i tor ing the bank ing sys tem’s
li quid ity risk” in the Financial Stability Report 2004 of Banco de Por tu gal. 13131313131313131313131313131313131313131313131313131313131313131313

(14) For a more comprehensive evaluation of the Portuguese banking system, see the article “The Portuguese banking system in the course of 2007”, in this
Bulletin.

(15) For further details on the sectoral breakdown of loans to the sector, see “Section 3.5 Credit risk”, in the article “The Por tu guese Bank ing Sys tem in the
course of 2007”, in this Bul le tin. 15151515151515151515151515151515151515151515151515151515151515151515

(16) The financial debt concept includes loans granted by resident and non-resident credit institutions, loans /additional capital granted by non-resident
corporations of the same economic group (excluding those granted to non-financial corporations having their head office in Madeira off-shore), commercial
paper and bonds issued by non-financial corporations held by other sectors. Information of quarterly financial accounts on securities may be subject to
future revisions.

(17) The development of the rate of change of this aggregate has been occasionally curtailed by some loans to non-profit institutions serving households that, for 
statistical purposes, are considered in the household sector.
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Chart 3.1.6

CREDIT GRANTED TO NON-FINANCIAL

CORPORATIONS
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Chart 3.1.7

FINANCING OF PORTUGUESE NON-FINANCIAL

CORPORATIONS
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Chart 3.1.8

LOANS GRANTED BY RESIDENT CREDIT

INSTITUTIONS TO HOUSEHOLDS (a)
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3.2. Fiscal policy

Ac cord ing to the es ti mate of the gen eral gov ern ment ac count for 2007, on a na tional ac counts ba sis,

in cluded in the State Bud get Re port for 2008 and in the re vised ex ces sive def i cit pro ce dure no ti fi ca tion

of 15 Oc to ber, the def i cit of this in sti tu tional sec tor is ex pected to reach 3.0 per cent of GDP (Ta ble

3.2.1). This fig ure rep re sents a 0.9 p.p. of GDP de cline vis-à-vis 2006 and stands 0.3 p.p. of GDP be -

low the tar get as sumed by the Gov ern ment in March, af ter the as sess ment of the fis cal out come for

2006, within the scope of the ex ces sive def i cit pro ce dure. The ma teri ali sa tion of these pros pects

would mean that Por tu gal would have reached the ref er ence value for the def i cit laid down in the Sta -

bil ity and Growth Pact one year be fore the dead line re sult ing from the pres ent com mit ments.18 Ac cord -

ing to the same source, the pub lic debt ra tio is ex pected to reach 64.4 per cent at the end of the year,

declining by 0.4 p.p. from 2006.

The as sess ment of the im pact of fis cal pol icy on the econ omy re quires an ex am i na tion of the de vel op -

ment of fis cal vari ables ad justed for the ef fects of the eco nomic cy cle. Ac cord ing to Banco de Por tu gal

es ti mates, cy cli cal de vel op ments in the econ omy may still have a slightly neg a tive con tri bu tion to the

evo lu tion of the fis cal bal ance, in par tic u lar given that the change in pri vate con sump tion will be lower

than its trend growth. As a con se quence, the struc tural def i cit is ex pected to de cline by around 1.0 p.p.

of GDP in 2007.19 These es ti mates, with the un cer tainty sur round ing them, in di cate that the bud get ary

ad just ment in the pres ent year will ex ceed the 0.5 p.p. of GDP rec om mended in the Sta bil ity and

Growth Pact for the Mem ber States that did not yet reach the me dium-term ob jec tive. How ever, in

2007 the struc tural def i cit is pro jected to stand around 2 p.p. of GDP above the me dium-term ob jec tive

of 0.5 per cent of GDP to be at tained in 2010, thus pro vid ing a measure of the additional fiscal

consolidation effort required in the coming years.

Given that in ter est ex pen di ture will in crease by 0.1 p.p. of GDP, the cy cli cally-ad justed pri mary bal ance 

is es ti mated to reach 0.5 per cent of GDP. This value is pos i tive for the first time in re cent years, and
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Table 3.2.1

MAIN FISCAL INDICATORS

As a percentage of GDP

2003 2004 2005 2006 2007

Overall balance (a) -2.9 -3.4 -6.1 -3.9 -3.0

Primary balance (a) -0.2 -0.7 -3.5 -1.1 -0.1

Overall structural balance (b) -4.9 -5.1 -5.7 -3.5 -2.4

Primary structural balance (b) -2.2 -2.5 -3.1 -0.7 0.5

Public debt (a) 56.9 58.3 63.7 64.8 64.4

Sources: INE, Ministério das Finanças and Banco de Por tu gal.
Notes: (a) Val ues based on the ex ces sive def i cit pro ce dure no ti fi ca tion of 15 Oc to ber, in clud ing GDP level. (b) Struc tural val ues are ad justed for the ef fects of the cy cle and tem po rary
mea sures. Cy cli cal com po nents are cal cu lated by Banco de Por tu gal ac cord ing to the meth od ol ogy used in the Eurosystem (see Braz, “The Calculation of Cyclically Adjusted Balances at 
Banco de Portugal: An update”, in the Win ter 2006 is sue of the Eco nomic Bul le tin of Banco de Portugal).

(18) Next year, if the March excessive deficit procedure notification concludes that the fiscal deficit in 2007 is equal to or lower than 3.0 per cent of GDP and if the
spring European Commission forecasts indicate that these results are sustainable and credible, the Council, based on a Commission recommendation, will
close the excessive deficit procedure for Portugal.

(19) The structural deficit corresponds to the deficit adjusted for the cycle and for temporary measures in the terminology used within the scope of the Stability
and Growth Pact. According to the methodology followed by Banco de Portugal, contrary to the 2002 to 2004 period, in 2005 and 2006 no temporary
measures were implemented. This is expected to continue in 2007.   



rep re sents an im prove ment of around 1.2 p.p. of GDP, in di cat ing an in ev i ta bly tight stance of fis cal pol -

icy at this stage of pub lic fi nan ce con sol i da tion. These de vel op ments are a re sult, in ter alia, of the in -

crease in tax rev e nue and of the fall in the weight of com pen sa tion of em ploy ees, in a con text still

char ac ter ised by a significant growth of pension expenditure.

Ac cord ing to Banco de Por tu gal es ti mates, the tax rev e nue cy cli cally-ad justed (in clud ing so cial con tri -

bu tions) will con trib ute with 0.7 p.p. of GDP to the im prove ment in the struc tural fis cal po si tion. Con -

trary to the pre vi ous year, this re sult is not sig nif i cantly af fected by tax pol icy mea sures. In turn, the

in crease in tax ad min is tra tion ef fec tive ness con tinued to have a marked im pact on rev e nue growth. It

should be high lighted, in par tic u lar, the mag ni tude of the ex pan sion of rev e nue from the cor po rate in -

come tax in 2007 ex plained, to a large ex tent, by cor po rate re sults in 2006 and by the wid en ing of the

tax base.20 Also wor thy of note is the in crease in the ra tio of so cial con tri bu tions to GDP, with a par tic u -

lar emphasis on the contributions to the Social Security sub-system.

Also ac cord ing to Banco de Por tu gal es ti mates for cy cli cally-ad justed val ues, the main fac tor ex plain -

ing the de cline in the ra tio of pri mary ex pen di ture to GDP lies in com pen sa tion of em ploy ees, which,

even af ter be ing ad justed for the ef fect of the trans for ma tion of some pub lic hos pi tals into  cor po ra tions 

in March and Oc to ber 2007, con trib uted with 0.4 p.p. to that de cline. Sim i larly to 2006, these de vel op -

ments re sult from the de cline in the num ber of staff, the freez ing of au to matic pro gres sions in ca reers,

the de cline in av er age wage via re tire ment/new hir ing and the wage scale up date be low the in fla tion

rate. In turn, the ra tio of ex pen di ture with pen sions to GDP, al though con tin u ing to de celer ate, rose by

0.2 p.p. Fi nally, it is worth stress ing the 0.2 p.p. of GDP de cline in ex pen di ture with unemployment

subsidies, particularly due to tighter application criteria.

4. SUPPLY

Ac cord ing to Banco de Por tu gal es ti mates, gross value added (GVA) in the Por tu guese econ omy grew 

year-on-year by 1.8 per cent in the first half of 2007, com pared with 1.3 for 2006 as a whole. The up turn 

in ac tiv ity is sup ported in qual i ta tive terms by the Bank’s co in ci dent in di ca tors and the Eu ro pean Com -

mis sion eco nomic sen ti ment in di ca tors, which in the first half of the year fol lowed the up ward trend

started af ter 2005 (Chart 4.1). These qual i ta tive in di ca tors point to some sta bili sa tion of the ac tiv ity re -

cov ery in the third quar ter. This intra-an nual pro file is par tic u larly vis i ble in industrial and services

confidence indicators.

The ac cel er a tion pro jected for out put in 2007 is mainly at trib ut able to the greater con tri bu tion of to tal

fac tor pro duc tiv ity, from 0.4 p.p. in 2006 to 1.4. p.p. in 2007.21 In turn, the cap i tal fac tor con trib uted 0.3

p.p. to out put growth, while de vel op ments in the work fac tor trans lated into a con tri bu tion of 0.1 p.p.

The in crease in to tal fac tor pro duc tiv ity may be the re sult of three fac tors. First, pro-cy cli cal de vel op -

ments in the ca pac ity uti li sa tion rate in creased by 2.3 p.p. year-on-year dur ing the first half of 2007, fol -

low ing falls dur ing the last three se mes ters (Chart 4.2). Sec ond, the weak in crease in to tal em ploy ment 

as a whole (Chart 4.2) and in the pri vate sec tor (Chart 4.3), which typ i cally lag be hind the eco nomic cy -

cle, are pos i tively re flected in to tal fac tor pro duc tiv ity. Fi nally, the grad ual re shap ing of the fab ric of pro -

duc tion for higher value added ac tiv i ties is also contributing, albeit to a lesser extent, to gains in total

factor productivity.
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(20) The collection of the corporate income tax by the State rose by 31.9 per cent up to September, year-on-year. 

(21) The breakdown of output growth is described in detail, including caveats in its interpretation, in V. Almeida and R. Félix, “Computing potential output and the
output gap for the Portuguese economy”, in the Autumn 2006 issue of the Eco nomic Bul le tin of Banco de Por tu gal. 21212121212121212121212121212121212121212121212121212121212121212121



In the con text of the ac cel er a tion pro jected for to tal fac tor pro duc tiv ity in 2007, pro duc tiv ity per em -

ployee in the pri vate sec tor is likely to ac cel er ate also, from 0.5 per cent in 2006 to 1.9 per cent in 2007.

In con trast to the pre vi ous year, de vel op ments pro jected for work pro duc tiv ity fol low eco nomic growth

in the pri vate sec tor, con firm ing the typ i cal pro-cy cli cal be hav iour of this variable (Chart 4.4).
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Chart 4.1

GVA, COINCIDENT INDICATOR OF ACTIVITY AND

ECONOMIC SENTIMENT INDICATOR
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Chart 4.2

TOTAL EMPLOYMENT IN THE ECONOMY
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Chart 4.3

PRIVATE GDP AND PRIVATE EMPLOYMENT
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Chart 4.4

CHANGE IN APPARENT LABOUR PRODUCTIVITY

AND GDP IN THE PRIVATE SECTOR
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Ac cord ing to Em ploy ment Sur vey data of Sta tis tics Por tu gal (Instituto Na cio nal de Estatística, Por tu -

guese ac ro nym: INE), the par tic i pa tion rate in the first half of 2007 was 73.9 per cent (Ta ble 4.1). In 2007

as a whole, de mo graphic de vel op ments pro jected for the Por tu guese pop u la tion age struc ture would

lead to a zero ag gre gate par tic i pa tion rate.22 On the one hand, the in crease in older pop u la tion (55-64

years), with lower par tic i pa tion rates, con trib utes to the de cline in the par tic i pa tion rate. On the other

hand, this was off set by other de mo graphic de vel op ments: (i) the small weight of young pop u la tion (15 to

29 years), with lower par tic i pa tion rates and (ii) greater weight of the age group with the high est em ploy -

ment rate (30-54 years). Com pared to pre vi ous years, de vel op ments in the par tic i pa tion rate slowed

down (0.2 p.p. in the first half of 2007 from 0.5 p.p. for the same pe riod in 2006). Thus, in 2007 non-de mo -

graphic struc tural fac tors, which have in flu enced the in crease in the par tic i pa tion rate over the past few

years, were more subdued. Such factors include the slower growth in the participation rate of women.

Dur ing the first half of 2007, to tal em ploy ment de clined by 0.2 per cent com pared to the same pe riod in

2006 (Ta ble 4.1). This de cline re sulted from the com bi na tion of two fac tors. On the one hand, the num ber

of em ploy ees grew by only 0.2 per cent, i.e. be low growth over the past few years. On the other hand, fol -

low ing the down ward trend that started with the de celer ation in the econ omy in 2001, the num ber of

self-em ployed con tinued to fall (-0.4 per cent). This is atyp i cal, given that dur ing eco nomic re cov ery

stages this type of em ploy ment would be ex pected to re cover. In this con text, less buoy ant self-em ploy -

ment may be as so ci ated with the in crease in the min i mum value of com pul sory so cial con tri bu tions,

which ren ders it less com pet i tive, in par tic u lar, when com pared to low-in come em ploy ment.23
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Sources: INE (Em ploy ment Sur vey) and Banco de Por tu gal.
Notes: (a) Pri vate sec tor em ploy ment is de fined as to tal em ploy ment ex clud ing Banco de Por tu gal es ti mates for pub lic sec tor em ploy ment. (b) In cludes fixed-term con tracts and con tracts 
with tem po rary em ploy ment agen cies. (c) A long-term un em ployed is an in di vid ual seek ing work for 12 months or more.

Table 4.1

POPULATION, EMPLOYMENT AND UNEMPLOYMENT 

Year-on-year rate of change, per cent (unless otherwise indicated)

Annual figures 1st Se mes ter

2004 2005 2006 2005 2006 2007

Population 0.6 0.5 0.2 0.6 0.2 0.2

Labour force 0.5 1.0 0.8 1.0 0.9 0.5

Participation rate 15-64 years (% of population) 72.9 73.4 73.9 73.2 73.7 73.9

Total employment 0.1 0.0 0.7 -0.1 0.8 -0.2

Private sector employment (a) 0.0 -0.2 1.1 0.4

Dependent employment 1.2 0.8 2.2 0.6 2.4 0.2

Permanent contract 2.2 1.3 0.9 1.6 1.8 -2.5

Fixed-term contract (b) -1.9 1.7 9.3 0.4 4.8 9.9

Self-employment -3.1 -2.8 -2.7 -2.5 -2.9 -0.4

Total unemployment 6.6 15.7 1.3 16.9 2.9 9.0

Total unemployment rate (% of labour force) 6.7 7.6 7.7 7.4 7.5 8.2

Long-term unemployment (% of total unemployment) (c) 46.2 49.9 51.7 50.2 53.3 49.2

(22) Assuming that in 2007, for each age group, participation rates did not change from 2006. For a more detailed analysis of the impact of demographic
developments on participation rates, see “Box II.4.1 entitled Im pli ca tions of de vel op ments in the age struc ture of the Por tu guese pop u la tion for the
par tic i pa tion and un em ploy ment rates”, in the 2001 is sue of the Annual Report of Banco de Por tu gal. 222222222222222222222222222222222222222222222222222222222222222222

(23) The relationship between self-employment, the rigidity of labour legislation and compulsory social contributions is assessed, for a sample comprising 18
developed countries, in Mário Centeno, “Is self-employment a response to labour market rigidity?”, in the December 2000 issue of Eco nomic Bul le tin of
Banco de Por tu gal, pp. 27-35. 232323232323232323232323232323232323232323232323232323232323232323



De spite lower growth in the num ber of em ploy ees, the re-com po si tion by type of con tract con tinued.

Fixed-term jobs grew by 9.9 per cent, and their weight in to tal em ploy ment in creased, while per ma nent

jobs de clined by 2.5 per cent. Al though the greater use of fixed-term con tracts is typ i cal in eco nomic re -

cov ery stages, the up ward trend in the im por tance of such con tracts for the com po si tion of em ploy ment

has been con sis tent since 1995. On the ba sis of Em ploy ment Sur vey data in 1999 and 2007, Chart 4.5

shows that this com po si tion shift has mostly af fected the youn ger pop u la tion. This trend sug gests that

struc tural fac tors – namely the pro tec tion of cer tain groups of work ers over other groups, due to the cur -

rent em ploy ment pro tec tion leg is la tion – lead to ex ces sive ro ta tion of some work ers. La bour mar ket seg -

men ta tion is eco nom i cally in ef fi cient and af fects neg a tively the de ci sions made by workers and

corporations regarding investment in education and training.

In sec toral terms, the de cline in em ploy ment dur ing the first half of 2007 was due to the fall in em ploy ment 

in man u fac tur ing, fol low ing gains over the past three se mes ters. More over, em ploy ment in ser vices

slowed down, and the year-on-year rate of change stood at 0.3 per cent. Em ploy ment de vel op ments in

the ser vices sec tor were mainly due to lower em ploy ment in gen eral gov ern ment, ed u ca tion and health

and to higher em ploy ment in real es tate, renting and business activities.

In the first half of 2007, the un em ploy ment rate reached 8.2 per cent, i.e. the peak of the past few years,

ac count ing for a 0.7 p.p. in crease from the same pe riod in the pre vi ous year (Ta ble 4.1). The num ber of

un em ployed grew by 9 per cent year-on-year. In ad di tion to inter linked struc tural fac tors – namely the

grad ual re struc tur ing of the econ omy, the great share of long-term un em ploy ment and the high fi nan cial

and en ti tle ment cov er age of un em ploy ment ben e fits – part of that in crease re sulted from the usual lag of

this vari able dur ing periods of economic acceleration.

La bour mar ket dy nam ics may also be ana lysed from a per spec tive of la bour mar ket flows be tween in ac -

tiv ity, em ploy ment and un em ploy ment. Chart 4.6 shows quar terly av er ages for such flows over the past

four quar ters. Dur ing this pe riod, on av er age, 47.8 thou sand in di vid u als moved from em ploy ment to in ac -

tiv ity and 42.8 thou sand moved from in ac tiv ity to em ploy ment. To tal tran si tions from in ac tiv ity to un em -

ploy ment are higher than tran si tions from in ac tiv ity to em ploy ment, by around 20 thou sand. Fi nally,

tran si tions from un em ploy ment to em ploy ment af fected 53.9 thou sand in di vid u als, while 47.1 thou sand

in di vid u als moved from em ploy ment to un em ploy ment. Over the past four quar ters, such la bour mar ket

flows cor re sponded to 6.8 per cent of the la bour force.24

With re gard to the break down of un em ploy ment by du ra tion, the share of long-term un em ploy ment (12

months or lon ger) de clined from 53.3 per cent in the first half of 2006 to 49.1 per cent of to tal un em ploy -

ment in the first half of 2007, al though the num ber of un em ployed for more than two years in creased by

3.4 per cent year-on-year. How ever, the rise in short-term un em ploy ment is par tic u larly note wor thy. In

con trast to the most re cent years, the num ber of un em ployed for less than one year in creased, on av er -

age, by 18.6 per cent compared to the same period in 2006.

The de cline in the av er age du ra tion of un em ploy ment, from 22.9 months in the first half of 2006 to 22

months in the same pe riod in 2007, is con sis tent with the smaller share of long-term un em ploy ment.

How ever, the still high fi nan cial cov er age of the un em ploy ment ben e fit re gime and the sig nif i cant po ten -

tial du ra tion of the ben e fits still con trib ute to con sid er able long-term un em ploy ment in Por tu gal.25
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(24) In the Employment Survey, the number of transitions within the labour market tends to be underestimated due to sample criteria. Moreover, the rotation of
1/6 of each quarterly sample requires that only the common component of successive quarterly samples is used in the calculation.

(25) See A. Pereira, “Assessment of the changes in the Portuguese unemployment insurance system”, in the spring 2006 issue of the Eco nomic Bul le tin of
Banco de Por tu gal; M. Centeno and Á. Novo, “The regressiveness of the unemployment insurance: Identification through the income effect of the July 1999
legislative change”, in the Au tumn 2007 is sue of the Eco nomic Bul le tin of Banco de Por tu gal; and “Box 2.5 en ti tled Work in cen tives and the gen er os ity of
un em ploy ment ben e fits”, in the 2005 Annual Report of Banco de Por tu gal. 252525252525252525252525252525252525252525252525252525252525252525



5. EXPENDITURE

Banco de Por tu gal es ti mates in di cate that the Por tu guese econ omy grew by 1.8 per cent in 2007, ac -

count ing for an ac cel er a tion in eco nomic ac tiv ity from 0.5 p.p. in the pre vi ous year (Ta ble 5.1). Al -

though for the sixth con sec u tive year GDP growth in Por tu gal underperformed that of the euro area,

this dif fer en tial shall nar row in 2007 (Chart 5.1). How ever, Por tu gal shall again re cord one of the low est 

growth rates among the 27 European Union countries.

Ac cel er a tion in eco nomic ac tiv ity in 2007 mir rors changes in the com po si tion of growth, as a re sult of

the sig nif i cant in crease in the con tri bu tion of do mes tic de mand. This re flected greater GFCF buoy -

ancy, which, in con trast to pre vi ous years, shall re cord a pos i tive change. In turn, the con tri bu tion of net 

ex ter nal de mand to GDP growth shall fall slightly from 2006, mir ror ing a de celer ation in exports in 2007 

(Chart 5.2).

The es ti mate for GDP growth in 2007 pre sented in this pub li ca tion is sim i lar to pro jec tions pre sented in

the sum mer is sue of the Economic Bulletin. How ever, some re vi sions were made re gard ing the main

ex pen di ture com po nents. There fore, cur rent es ti mates point to con sid er able GFCF growth in 2007

com pared to the value re leased in the sum mer (by 1.5 p.p.). This re vi sion is mainly de ter mined by

GFCF be hav iour un der “Trans port equip ment”, mainly re flect ing growth in this com po nent in

mid-2007, as so ci ated with the pur chase of air craft.26 In con trast, pri vate con sump tion and ex port

growth shall be lower (by 0.2 and 0.5 p.p. re spec tively). The re vised es ti mate of ex port growth re flects

less buoy ant ex ports of goods, given that ex ports of ser vices shall con tinue to grow at a high pace.

How ever, al beit hav ing de cel er ated in 2007, ex ports of goods and ser vices con tinue to be the most

buoy ant com po nent of over all de mand, and the gain of market share is expected to be higher than in

2006 (Chart 5.3).
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MARKET
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Sources: INE and Banco de Por tu gal.
Note: (a) Con sid er ing the com mon sam ple com po nent of quar ter t and quar ter t-1, and
us ing the pop u la tion weights of quar ter t. Av er age fig ures for the last two quar ters of 2006
and the first two quar ters of 2007.

Source: Em ploy ment Sur vey, INE.

(26) However, since purchases of aircraft are only imports they have no impact on GDP, but only on its composition.



Cur rent es ti mates for the sec ond half of the year in di cate that av er age GDP growth shall be sim i lar to

that seen in the first half of the year. Such es ti mates point to a greater con tri bu tion of do mes tic de mand 

in the sec ond half of 2007, mainly re flect ing a sig nif i cant ac cel er a tion in GFCF dur ing this pe riod. In

turn, ex ports are ex pected to ease some what in the sec ond half of the year, fol low ing a strong de celer -

ation be tween the first and sec ond quar ters.27 How ever, es ti mates for the end of the year are sur -

rounded by par tic u larly high un cer tainty. The cur rent junc ture, in ad di tion to high vol a til ity of ex ter nal

trade data, points to some un cer tainty around the im pact of the re cent tur bu lence in international

financial markets on the Portuguese economy.
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Table 5.1

GDP AND MAIN EXPENDITURE COMPONENTS (a)

Real rate of change, per cent

2002 2003 2004 2005 2006 2007

GDP 0.8 -0.8 1.5 0.6 1.3 1.8

Private consumption 1.3 -0.2 2.5 2.1 1.2 1.2

Public consumption 2.6 0.2 2.6 2.9 -0.5 -0.3

Investment -4.7 -8.3 2.5 -4.1 -1.8 2.3

GFCF -3.5 -7.4 0.2 -3.1 -1.8 2.1

Change in inventories (b) -0.4 -0.3 0.5 -0.2 0.0 0.1

Domestic demand 0.1 -2.0 2.5 0.9 0.3 1.1

Exports 1.4 3.9 4.0 1.6 9.1 6.7

Imports -0.7 -0.9 6.7 2.2 4.3 3.7

Contribution of domestic demand to GDP (b) 0.1 -2.2 2.7 1.0 0.3 1.2

Contribution of net external demand to GDP (b) 0.7 1.4 -1.2 -0.3 1.0 0.6

Sources: INE and Banco de Por tu gal.
Notes: (a) Banco de Por tu gal es ti mates de rived from the INE’s Na tional Ac counts be tween 1995 and 2004 (ESA95). (b) Con tri bu tion to the rate of change in GDP in per cent age points.
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Chart 5.2
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(27) Current estimates for 2007 are based on data available up to late October. With regard to statistics on the external trade of goods, this corresponds to their
developments in real terms up to May and, in nominal terms, up to July. The first estimate in nominal terms for August was published within the framework of
the Special Data Dissemination Standard (SDDS). For more information on this procedure, see www.bportugal.pt.



In 2007, ac cord ing to Banco de Por tu gal es ti mates, pri vate con sump tion shall con tinue to grow mod er -

ately, with a sim i lar an nual change as in 2006 (1.2 per cent). Thus, for the sec ond con sec u tive year,

pri vate con sump tion growth shall be lower than growth of GDP and in the euro area as a whole (Chart

5.4). Lower pri vate con sump tion growth in a con text of GDP ac cel er a tion makes re cent de vel op ments

in eco nomic ac tiv ity rather dis tinc tive. In fact, in con trast to the past two years, the pe ri ods where pri -

vate con sump tion does not ac cel er ate are typ i cally as so ci ated with eco nomic down turns. Ac cord ing to 

cur rent es ti mates, in 2007 the sav ings rate shall interrupt the downward trend seen in recent years.

Sev eral fac tors con trib uted to a de cline in house hold con sump tion ex pen di ture over the past two

years. In par tic u lar, spe cial men tion should be made to the higher un em ploy ment rate, the in crease in

tax bur den, namely re gard ing in di rect taxes, the de celer ation in trans fers to house holds – which is a

com po nent of dis pos able in come typ i cally as so ci ated with a greater pro pen sity to con sume–, and the

gradual increase in interest rates.

Re cent de vel op ments point to less fa vour able cur rent credit con di tions com pared to those pre vail ing in 

2004 and 2005. In fact, as from late 2005, ECB in ter est rates rose grad u ally, with a par tic u lar im pact on 

the Por tu guese econ omy. This is due to the rel a tively high level of house hold in debt ed ness and to the

fact that most in ter est rates are in dexed to money mar ket rates.28 How ever, the re duc tion of bank mar -

gins, as well as the sup ply of new credit prod ucts, seem to have helped con tain the growth of in stal -

ments as so ci ated with the house hold debt bur den, namely through the ex ten sion of dead lines for the

re pay ment of loans. More re cently, the Oc to ber Bank Lend ing Sur vey in di cated that most bank ing in -

sti tu tions tight ened credit stan dards ap plied to the ap proval of loans to house holds in the third quar ter

of 2007. The de gree of tight en ing shall in crease some what in the last quar ter. Ac cord ing to com piled

data, greater dif fi cul ties faced by banks in ob tain ing funds from whole sale mar kets as a con se quence

of recent turbulence in financial markets contributed to this behaviour.
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Chart 5.3
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(28) From December 2005 to June 2007, ECB key interest rates recorded a 2 p.p. accumulated increase, the minimum rate of main refinancing operations
standing at 4 per cent.



Cur rent es ti mates point to some de celer ation in pri vate con sump tion in the sec ond half of the year, in

line with re cent de vel op ments in con sumer con fi dence and the co in ci dent in di ca tor for year-on-year

trend de vel op ments in pri vate con sump tion cal cu lated by Banco de Por tu gal (Chart 5.5). How ever, the 

intra-an nual be hav iour of pri vate con sump tion pres ents an ir reg u lar pro file as so ci ated with de vel op -

ments in du ra ble goods ex pen di ture, namely mo tor ve hi cles. In fact, while non-du ra ble goods con -

sump tion growth shall fluc tu ate sig nif i cantly through out the year, the con sump tion of du ra ble goods,

which grew very con sid er ably in the sec ond quar ter, shall de celer ate mark edly in the sec ond half of the 

year. This pro file is as so ci ated with changes in taxes on ve hi cles, which en tered into force in July and

led to an an tic i pa tion of pur chases of high-end cars dur ing the sec ond quar ter. This is par tic u larly ap -

par ent in the be hav iour of mo tor ve hi cle sales in June.29 Es ti mates for de vel op ments in con sump tion of 

du ra ble goods point to a cor rec tion in the second half of the year due to the effect of anticipated

purchases of motor vehicles, with an uncertain magnitude.

In 2007, ac cord ing to Banco de Por tu gal es ti mates, and for the sec ond con sec u tive year, gov ern ment

con sump tion shall re cord neg a tive real changes, in the con text of a fis cal con sol i da tion pro cess. This

es ti mate is based on a de cline in the num ber of civil ser vants, even af ter the ad just ment for the ef fect of 

the cor pora ti sa tion of some pub lic hos pi tals. That de cline shall be par tic u larly sig nif i cant in ed u ca tion

and, as in 2006, will re flect the ef fect of new rules on pub lic sec tor hir ing. With re gard to goods and ser -

vices ex pen di ture (ad justed for the above men tioned break in the se ries), men tion should be made to

the im pact on ben e fits in kind of the re duc tion in pharmaceutical subsidies by the National Health

Service.

Fol low ing de clines over the past few years, GFCF shall re cord pos i tive rates of change in 2007. Be -

tween 2002 and 2006, GFCF re corded a 15 per cent cu mu la tive re duc tion, re flect ing suc ces sive neg a -

tive changes dur ing most of this pe riod. Ac cord ing to cur rent es ti mates, GFCF shall grow by 2.1 per

cent in 2007, af ter -3.1 and -1.8 per cent changes in 2005 and 2006, re spec tively. GFCF de vel op ments 

are con sis tent with the up ward trend in ser vices and man u fac tur ing confidence since mid-2005 (Chart

5.6).
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Chart 5.4 
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(29) In June, sales of motor vehicles grew by 21.8 per cent (8.2 per cent in the second quarter as a whole). This does not include the purchase of passenger cars
by rental companies, which is considered to be corporate investment.



The re cov ery of GFCF in 2007 re flects the strong ac cel er a tion in “Ma chin ery and equip ment”, which

shall grow by 5.6 per cent (0.7 per cent in 2006), but is also sup ported by a sig nif i cantly less neg a tive

con tri bu tion of GFCF in “Con struc tion” (Chart 5.7). Cur rent es ti mates for this com po nent point to an

intra-an nual ac cel er a tion pro file through out 2007, which is con sis tent with re cent de vel op ments in the

sec tor’s con fi dence and ce ment sales from Por tu guese com pa nies to the do mes tic mar ket (Chart 5.8). 

In turn, GFCF in “Trans port equip ment” shall grow much less than in 2006, in spite of the ac cel er a tion

ex pected in the sec ond half of the year. The pro file of intra-an nual de vel op ments in this com po nent in

2007 shall be ir reg u lar, re flect ing the im pact on de ci sions to pur chase com mer cial ve hi cles of the en try

into force of sun dry leg is la tion, both in 2006 and in 2007, as well as the be hav iour of GFCF in “Other

trans port equip ment”, as so ci ated in par tic u lar with the pur chase of air craft.30 Pur chases of air craft, due 

to the size of the amounts in volved and the dis crete na ture of re lated de ci sions, may sig nif i cantly af fect 

GFCF de vel op ments.31 This oc curred par tic u larly in the sec ond quar ter of 2006 and in mid-2007. Ac -

cord ing to Banco de Por tu gal es ti mates, in 2007 GFCF excluding “Other transport equipment”

accelerated more markedly than the overall aggregate (Chart 5.9).

Stron ger GFCF growth, in par tic u lar the cor po rate com po nent, is es sen tial to en sure more solid and

sus tained re cov ery of eco nomic ac tiv ity. GFCF be hav iour in the re cent past re flected de te ri o rat ing de -

mand growth pros pects, in a con text of un cer tainty re gard ing the cor rec tion of ma jor mac ro eco nomic

im bal ances. Ac cord ing to the In vest ment Sur vey of INE, dis closed in July, the per cent age of com pa -

nies in the var i ous sec tors that claim hav ing faced in vest ment re stric tions in 2007 de clined to 41.7 per

cent (45.7 per cent in the Jan u ary sur vey). Among the com pa nies, de te ri o rat ing sales pros pects con -

tinue to be in di cated as the main lim it ing fac tor, al beit less sig nif i cant in 2007 (Chart 5.10). In con trast,

dif fi cul ties in ob tain ing credit and the in ter est rate level have be come in creas ingly im por tant, al though
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Chart 5.5

CONSUMER CONFIDENCE INDICATOR AND

COINCIDENT INDICATOR FOR PRIVATE

CONSUMPTION

-2

-1

0

1

2

3

4

5

6

7

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

P
e

r
c
e

n
t

-60

-50

-40

-30

-20

-10

0

B
a

la
n

c
e

o
f
re

s
p

o
n

d
e

n
ts

Coincident indicator for private consumption

Consumer confidence (rhs)

Sources: Eu ro pean Com mis sion and Banco de Por tu gal.
Note: Con fi dence in di ca tor cal cu lated on the ba sis of the quar terly mov ing av er age of
bal ance of re spon dents.

Chart 5.6
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(30) Strong growth in heavy commercial vehicle sales in April and September 2006 mirrored the anticipated purchase of this type of vehicles, following the entry
into force of Community legislation on the use of compulsory standard equipment (May) and a member of statutory environmental standards (October). In
turn, significant growth in light commercial vehicle sales in the second quarter of 2007 was associated with changes in taxes on vehicles that entered into
force in July.

(31) In addition to aircraft, GFCF in “Other transport equipment” includes purchases of ships and trains.



still in a lim ited man ner. These fac tors are par tic u larly rel e vant in the cur rent con text of tur bu lence in in -

ter na tional fi nan cial mar kets, which, ac cord ing to the Oc to ber Bank Lend ing Sur vey, led sur veyed in -

sti tu tions to tighten credit stan dards ap plied to the ap proval of loans to en ter prises for in vest ment

fi nanc ing in the third quar ter of 2007.32
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Chart 5.7

BREAKDOWN OF REAL CHANGE IN GFCF

Contributions, in percentage points
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Chart 5.8

CONSTRUCTION CONFIDENCE INDICATOR AND

CEMENT SALES IN THE DOMESTIC MARKET
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Note: Con fi dence in di ca tor cal cu lated on the ba sis of the quar terly mov ing av er age of
per cent age bal ances. Ce ment sales cal cu lated on the ba sis of the quar terly year-on-year
change in ce ment sales from Por tu guese com pa nies to the domestic market.

Chart 5.9

DEVELOPMENTS IN GFCF
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Chart 5.10

MAIN FACTOR LIMITING INVESTMENT
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(32) According to data compiled, most banks plan to tighten credit standards applied to the approval of loans to enterprises in the last quarter of 2007.



In 2007 ex ports of goods and ser vices are ex pected to re cord a 6.7 per cent rate of change, which ac -

counts for a 2.4 p.p. de cline from 2006. How ever, ex ports of goods and ser vices shall con tinue to be

the most buoy ant com po nent of over all de mand, and the gain in mar ket share is ex pected to be higher

than in 2006. Ex port be hav iour re flects less buoy ant goods ex ports, which shall de celer ate sig nif i -

cantly in 2007 (from 8.3 per cent, in 2006, to 4.3 per cent), given that ser vices ex ports shall con tinue to

grow con sid er ably (12.8 per cent, after 11.3 per cent in 2006).

Ex port be hav iour in 2007 seems to con firm some trends ob served over the past few years. In par tic u -

lar, the de gree of open ness of the Por tu guese econ omy, mea sured on the ba sis of the ra tio of ex ports

to GDP, shall con tinue to in crease in 2007.33 More over, the struc ture of goods ex ports, in nom i nal

terms, shall con tinue to re flect the grow ing weight of some spe cific sec tors, namely “Ma chin ery and

ap pli ances” and “Com mon met als”, as well as ex tra-EU mar kets, par tic u larly the An go lan mar ket

(Chart 5.11).34 Fi nally, the rel a tive im por tance of nom i nal ex ports of ser vices shall con tinue to in crease

in 2007, with pro tracted strong growth in ex ports of tour ism and other ser vices, such as those re lated to 

trans port and the pro vi sion of techno-pro fes sional ser vices (Chart 5.12).35

De celer ation in ex ports was par tic u larly marked as from the sec ond quar ter of 2007, in a con text of

lower world trade.36 This is par tic u larly ev i dent in some spe cific sec tors that ex panded strongly in 2006. 

In par tic u lar, fuel ex ports, namely to the United States, de clined mark edly since the be gin ning of the

year, af ter grow ing sharply in 2006, in a con text of world wide lack of re fin ing ca pac ity (Ta ble 5.2). In

turn, ex ports of mo tor ve hi cles and other trans port equip ment, namely to Ger many, de cel er ated sig nif i -

cantly as from the sec ond quar ter, af ter grow ing strongly in 2006. This was par tic u larly as so ci ated with
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Chart 5.11

WEIGHT OF EXTRA-EU EXPORTS OF GOODS

Nominal values; twelve-month moving average
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Sources: INE (In ter na tional Trade Sta tis tics) and Banco de Por tu gal cal cu la tions.

Chart 5.12

WEIGHT OF EXPORTS OF TOURISM AND OTHER

SERVICES IN TOTAL EXPORTS
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(33) In 2006 the ratio of nominal exports of goods and services to GDP stood at around 31 per cent. Between 1995 and 2005 this indicator was close to 28 per
cent.

(34) The strong buoyancy of exports to Angola, which are broadly based across most sectors, has led to an increasing weight of this market in the Portuguese
export structure. However, growth in specific sectors, such as food, chemical products and machinery and equipment, was particularly high.

(35) According to BoP data, in the first eight months of 2007, exports of services recorded a nominal year-on-year rate of change of 15.4 per cent, similar to that
seen in 2006 as a whole.

(36) Between July and August, nominal exports of goods grew, year-on-year, by 5.7 per cent, after changes of 12.0 and 8.2 per cent in the first and second
quarters respectively. This includes the first estimate for August published in the framework of SDDS, which points to a 1.0 per cent year-on-year nominal
growth of exports (9.3 per cent in July).



the pro duc tion of a new model in a ma jor com pany of the sec tor. Fi nally, ex ports of min er als grew less,

in con trast to the strong buoy ancy in 2006 fol low ing the price in creases in these com mod i ties in in ter -

na tional mar kets. Less buoy ant ex ports as from the sec ond quar ter are also ob served in other sec tors,

par tic u larly ma chin ery, metal prod ucts and cel lu lose pulp. This par tic u larly re sulted in a sig nif i cant re -

duc tion in the con tri bu tion of ex ports to the Span ish mar ket, which are tra di tion ally highly di ver si fied by

sec tor (Ta ble 5.3).37

As pre vi ously men tioned, un cer tainty re gard ing de vel op ments in ex ports in the sec ond half of the year

is high. This is re lated to the vol a til ity of ex ter nal trade data and to un cer tainty sur round ing both the

sustainability of the re cent buoy ancy in ex ports of goods and ser vices, and the im pact on world trade of 

de vel op ments in the eco nomic and fi nan cial sit u a tion at the end of the year.

In 2007 im ports shall grow less than in the pre vi ous year, both in terms of goods and ser vices, which is

con sis tent with the de celer ation es ti mated for world de mand weighted by im port con tents (Chart 5.13). 

Cur rent es ti mates point to a 3.7 per cent growth in im ports of goods and ser vices (4.3 per cent in

2006), i.e. above the es ti mate for do mes tic de mand (and weighted world de mand), lead ing to a fur ther

in crease in the pen e tra tion rate of im ports in the Portuguese economy.

Ac cord ing to avail able data, in the first seven months of 2007 im ports of goods grew by 4.0 per cent in

nom i nal terms (8.1 per cent in 2006).38 De celer ation in im ports was largely de ter mined by de vel op -

ments in fuel im ports, which de clined by 15.4 per cent, year-on-year, up to July. Ex clud ing fu els, nom i -

nal growth of im ports stood at 7.5 per cent in the first seven months of 2007 (7.2 per cent in 2006).

Bro ken down by mar kets of or i gin, Spain con tinued to be Por tu gal’s main part ner, while im ports of

goods from Ger many and It aly de cel er ated strongly dur ing this pe riod. In con trast, im ports from

Sweden increased very significantly.
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Chart 5.13

IMPORTS OF GOODS AND SERVICES AND

WEIGHTED WORLD DEMAND

Real rate of change, per cent
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(37) Deceleration in exports to Spain also reflected the strong decline in fuel sales since the beginning of the year.

(38) The first estimate for August published in the framework of SDDS points to a 5.9 per cent year-on-year nominal growth of imports (6.7 per cent in July).
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Table 5.2

PORTUGUESE EXPORTS OF GOODS BY GROUPS OF PRODUCTS

Year-on-year rate of change and contributions; nominal values

Weights

2006

Year-on-year rate of change (per cent) Contribution to the year-on-year rate of change (p.p.)

2006

2006 2007

2006

2006 2007

Q1 Q2 Q3 Q4 Q1 Q2 Q1 Q2 Q3 Q4 Q1 Q2

Total 100.0 12.4 11.5 12.3 13.1 12.7 12.0 8.2 12.4 11.5 12.3 13.1 12.7 12.0 8.2

Agriculture 3.7 8.6 7.7 8.5 9.9 8.2 9.5 5.0 0.3 0.3 0.3 0.4 0.3 0.4 0.2

Food 4.2 11.5 13.1 9.4 9.4 13.8 16.4 17.6 0.5 0.5 0.4 0.4 0.7 0.6 0.7

Mineral fuels 5.5 44.1 69.0 131.2 6.5 16.9 -21.5 -24.2 1.9 2.3 4.0 0.4 0.8 -1.1 -1.5

Chemicals 5.0 7.9 22.8 7.7 9.9 -7.3 0.1 8.5 0.4 1.2 0.4 0.5 -0.4 0.0 0.4

Plastic, rubber products 5.3 13.4 14.5 15.8 11.4 12.0 13.6 9.7 0.7 0.7 0.8 0.6 0.6 0.7 0.5

Leather, leather products 0.3 17.3 32.2 26.8 6.8 7.2 5.3 0.7 0.1 0.1 0.1 0.0 0.0 0.0 0.0

Wood, cork 4.2 5.6 8.6 3.8 2.0 8.1 9.2 11.0 0.3 0.4 0.2 0.1 0.3 0.4 0.5

Cellulose pulp, paper 4.5 10.4 8.8 15.8 12.4 5.1 10.8 2.9 0.5 0.4 0.7 0.6 0.2 0.5 0.1

Textile products 4.7 4.6 2.7 0.7 9.0 6.7 6.4 2.2 0.2 0.1 0.0 0.4 0.3 0.3 0.1

Clothing 7.2 -3.0 -1.2 -1.9 -5.8 -3.3 3.1 3.1 -0.3 -0.1 -0.2 -0.5 -0.3 0.3 0.2

Footwear 3.7 -1.2 -1.4 -9.7 4.4 1.2 -0.4 4.1 -0.1 -0.1 -0.4 0.2 0.0 0.0 0.1

Minerals, ores 5.4 20.9 16.9 21.0 20.7 24.5 16.5 13.7 1.0 0.8 1.1 1.0 1.2 0.8 0.8

Common metals 8.4 26.6 30.8 24.7 29.3 22.2 17.4 15.7 2.0 2.3 1.9 2.1 1.7 1.5 1.3

Machinery, appliances 19.8 19.0 15.2 9.9 26.3 24.7 20.8 18.2 3.6 2.8 1.9 4.8 4.7 3.9 3.4

Motor vehicles, other transport equipment 13.2 6.2 -6.2 4.3 14.2 13.5 25.4 5.4 0.9 -0.9 0.6 1.8 1.9 3.1 0.8

Optical and precision instruments 0.9 10.7 16.7 5.0 5.7 15.6 6.0 9.2 0.1 0.1 0.0 0.1 0.1 0.1 0.1

Other products 4.1 7.6 12.2 8.4 3.8 5.9 12.4 13.8 0.3 0.5 0.4 0.2 0.2 0.5 0.6

Memo: To tal ex clud ing min eral fu els 94.5 11.0 9.5 8.6 13.5 12.5 13.8 10.4 10.5 9.1 8.3 12.7 11.9 13.1 9.8

Sources: INE (In ter na tional Trade Sta tis tics) and Banco de Por tu gal.
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Table 5.3

PORTUGUESE EXPORTS OF GOODS BY GEOGRAPHICAL AREAS

Year-on-year rate of change and contributions; nominal values

Weights

2006

Year-on-year rate of change (per cent) Contribution to the year-on-year rate of change (p.p.)

2006

2006 2007

2006

2006 2007

Q1 Q2 Q3 Q4 Q1 Q2 Q1 Q2 Q3 Q4 Q1 Q2

TOTAL 100.0 12.4 11.5 12.3 13.1 12.7 12.0 8.2 12.4 11.5 12.3 13.1 12.7 12.0 8.2

Intra-EU 77.4 8.7 7.9 7.8 8.4 10.8 10.2 6.5 6.9 6.5 6.3 6.6 8.3 8.1 5.1

of which:

Spain 27.4 14.0 17.2 15.6 11.1 12.3 12.1 7.0 3.8 4.6 4.3 3.0 3.3 3.4 2.0

Germany 13.1 21.6 4.9 22.0 26.1 34.4 28.3 9.0 2.6 0.6 2.6 3.1 4.0 3.4 1.2

France 12.4 1.8 1.4 -3.2 1.8 8.0 12.6 8.5 0.2 0.2 -0.5 0.2 1.0 1.7 1.1

United Kingdom 7.1 -7.9 -4.4 -11.8 -8.9 -6.2 -8.7 -1.1 -0.7 -0.4 -1.0 -0.8 -0.5 -0.6 -0.1

Italy 4.1 5.3 9.9 9.0 11.4 -7.6 9.6 6.7 0.2 0.4 0.4 0.5 -0.3 0.4 0.3

Extra-EU 22.6 26.9 27.6 31.4 30.2 19.3 18.9 14.6 5.4 5.0 5.9 6.5 4.4 3.9 3.2

of which:

US 6.1 27.4 17.5 43.1 24.6 24.2 8.2 -17.3 1.5 0.9 2.2 1.5 1.3 0.4 -1.1

PALOP 4.4 43.8 41.7 53.1 48.9 34.9 40.5 35.1 1.5 1.3 1.6 1.7 1.5 1.6 1.4

Sources: INE (In ter na tional Trade Sta tis tics) and Banco de Por tu gal.



6. PRICES

In 2007 the in fla tion rate in Por tu gal, as mea sured by the av er age an nual change in the Har mo nised

In dex of Con sumer Prices (HICP), is ex pected to stand at 2.3 per cent, ac count ing for a 0.7 p.p. de cline 

from 2006 (Chart 6.1). Fol low ing the in crease in April, as so ci ated in par tic u lar with the strong rise in

hos pi tal ser vices prices, the year-on-year change in the HICP fol lowed a down ward trend, stand ing at

2.0 per cent in Sep tem ber (Ta ble 6.1). The lower in fla tion rate in 2007 largely re flects the strong de -

celer ation in en ergy prices, as well as lower growth of unit la bour costs in the pri vate sec tor and im port

prices of con sumer goods. The lat ter is par tic u larly as so ci ated with the strength en ing of the

globalisation process over the past few years.

The sig nif i cant re duc tion in the con tri bu tion of the en ergy com po nent to the in fla tion rate in 2007,

namely in the first three quar ters, re flected the base ef fect as so ci ated with the strong in crease in eu -

ro-de nom i nated oil prices dur ing the same pe riod in 2006 (Ta ble 6.2).39 In the third quar ter of 2007, the

con tri bu tion of en ergy in dus trial goods prices to the in fla tion rate stood at 0.2 p.p., i.e. clearly be low the

av er age of the past two years (Chart 6.2). More over, in 2007 the vol a til ity of year-on-year rates of

change in this HICP com po nent de clined sig nif i cantly from that seen over the most recent years.

Lower growth of unit la bour costs in 2007, par tic u larly in the pri vate sec tor, also con trib uted to the de -

cline in the in fla tion rate in Por tu gal. Ac cord ing to Banco de Por tu gal es ti mates, de celer ation in unit la -

bour costs re flected higher pro duc tiv ity growth in 2007, in a con text where wages shall con tinue to be

highly re sil ient to slow down, de spite the less fa vour able la bour mar ket con di tions (see “Section 4

Supply”).
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Chart 6.1

HARMONISED INDEX OF CONSUMER PRICES
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Chart 6.2

CONTRIBUTIONS OF MAIN COMPONENTS TO THE

INFLATION RATE

Contribution to the year-on-year rate of change, in

percentage points

Source: INE.
Note: Due to round ing, the con tri bu tions may not add up ex actly to the change in the
over all in dex.
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(39) Excluding energy goods, the average rate of change in the HICP in September remained unchanged from the end of 2006 (2.5 per cent).
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Table 6.1

HICP – MAIN CATEGORIES AND AGGREGATES

Average and year-on-year rates of change, per cent

Average annual rates

of change

Year-on-year monthly rates

of change

Weights 2004 2005 2006 2007 2006 2007

Sep. Dec. Mar. Jun. Sep.

Total 100.0 2.5 2.1 3.0 2.4 2.5 2.4 2.4 2.0

Total excluding energy 90.8 2.3 1.4 2.5 2.5 2.4 2.3 2.3 2.1

Total excluding unprocessed food and energy 79.4 2.6 1.7 2.4 2.3 2.1 2.0 2.4 2.2

Aggregates

Goods 62.3 1.6 1.9 3.2 2.2 2.5 2.3 2.1 1.7

Food 21.9 1.4 0.1 3.6 3.1 3.9 2.6 2.1 2.4

Unprocessed 11.3 0.0 -0.5 3.2 4.2 5.1 5.2 2.3 1.4

Processed 10.6 2.8 0.8 4.1 2.1 2.8 0.1 2.1 3.5

Industrial 40.4 1.8 2.8 3.0 1.7 1.7 2.1 2.1 1.3

Non-energy 31.1 0.8 1.0 1.5 1.7 1.3 1.9 1.9 0.7

Energy 9.2 5.4 10.0 8.1 1.8 3.1 2.8 2.7 3.1

Services 37.7 3.9 2.5 2.7 2.7 2.5 2.6 2.9 2.5

Memo:

CPI - 2.4 2.3 3.1 2.4 2.5 2.3 2.4 2.1

Euro area HICP - 2.1 2.2 2.2 1.9 1.9 2.1 1.9 2.1

Sources: Eurostat, INE and Banco de Por tu gal.

Table 6.2

MAIN INTERNATIONAL PRICE INDICATORS

Rate of change, per cent

2006 2006 2007

Q1 Q2 Q3 Q4 Q1 Q2 Q3

Import prices of goods (a)

Total 4.8 7.4 6.2 3.9 1.7 -0.6 0.5 -

Total excluding fuels 2.2 1.6 2.3 2.0 2.4 1.5 2.2 -

Consumer goods 1.6 1.2 0.9 2.2 1.9 -0.4 1.1 -

International commodity prices

Oil prices (Brent Blend), EUR 19.0 43.1 33.2 10.1 -3.3 -14.4 -8.9 -3.1

Non-energy commodity prices, EUR 24.8 23.6 26.2 26.6 23.0 7.2 13.8 6.7

Memo:

Nominal effective exchange rate index for Portugal (b) 0.2 -0.7 0.2 0.5 0.7 0.8 0.7 0.6

Sources: Eurostat, HWWI, INE, Thomson Fi nan cial Datastream and Banco de Por tu gal.
Notes: (a) Banco de Por tu gal cal cu la tions based on in for ma tion pro vided by INE. The clas si fi ca tion by broad eco nomic cat e go ries shown in this ta ble dif fers from that used by INE, given
that light pas sen ger ve hi cles are in cluded in con sumer goods rather than in cap i tal goods. (b) A pos i tive change cor re sponds to an ap pre ci a tion of the in dex. For a de tailed de scrip tion of
the meth od ol ogy, see A. C. Gouveia and C. Coimbra, “New effective exchange rate index for the Portuguese economy”, in the De cem ber 2004 is sue of the Eco nomic Bulletin of Banco de
Portugal.



In fla tion be hav iour in Por tu gal over the past few years has also bene fited from par tic i pa tion in the eco -

nomic and mon e tary un ion, which has made it pos si ble for in fla tion ex pec ta tions to re main at val ues

close to those of the euro area as a whole (Chart 6.3).

Cur rent es ti mates for the in fla tion rate in 2007 point to a down ward re vi sion by 0.2 p.p. com pared to

pro jec tions dis closed in the sum mer is sue of the Economic Bulletin. This re vi sion mir rors growth in en -

ergy and non-en ergy in dus trial goods prices be low pro jec tions. In con trast, cur rent es ti mates point to

growth in food prices slightly higher than in the sum mer. With re gard to non-en ergy in dus trial goods,

spe cial men tion should be made to de vel op ments in prices of “New mo tor ve hi cles”, which, be tween

July and Sep tem ber re corded a 2.5 per cent cu mu la tive re duc tion. This is as so ci ated with the en try

into force of changes in taxes on ve hi cles as from 1 July. Also within this com po nent, prices of “Cloth ing 

and foot wear” de clined more be tween July and September than during the same period in 2006.

Tak ing as a ref er ence the av er age value of the pro jec tion range pre pared by the ECB staff and pub -

lished in the Sep tem ber 2007 is sue of the ECB Monthly Bul le tin, the in fla tion dif fer en tial to the euro

area is ex pected to stand at 0.3 p.p., i.e. down by 0.5 p.p. from 2006. In con trast to Por tu gal, in 2007

av er age growth of unit la bour costs for euro area to tal econ omy shall be higher, thus con trib ut ing to the

ex pected de cline in the in fla tion dif fer en tial.40 Fol low ing some rel a tive sta bil ity up to July, the in fla tion

dif fer en tial to the euro area, mea sured on the ba sis of the year-on-year change in the HICP, de clined in 

Au gust and Sep tem ber, stand ing at -0.1 p.p on the lat ter month (Chart 6.4). In an nual av er age terms,

the in fla tion dif fer en tial de clined by 0.3 p.p. be tween De cem ber 2006 and Sep tem ber 2007. With re -

gard to the main ag gre gates, the in fla tion dif fer en tial for en ergy goods in creased, due to a more

marked de celer ation in prices of this com po nent in the euro area com pared to Por tu gal and, in con -

trast, the dif fer en tial for processed food and, to a lesser extent, for services narrowed significantly.
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Chart 6.3

INFLATION EXPECTATIONS IN PORTUGAL

Expectations for the inflation rate one-year ahead
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(40) According to the most recent European Commission forecasts, unit labour costs for total economy in the euro area shall grow by 1.2 per cent, on average, in
2007, after 0.8 per cent in 2006.
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Chart 6.4

HARMONISED INDEX OF CONSUMER PRICES

Year-on-year rates of change and differentials
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7. BALANCE OF PAYMENTS

7.1. Borrowing requirements in 2007

Net ex ter nal bor row ing re quire ments of the Por tu guese econ omy, as mea sured by the com bined cur -

rent and cap i tal ac count def i cit, are ex pected to stand at 7.7 per cent of GDP in 2007, i.e. a 0.9 p.p. de -

cline from the pre vi ous year (Ta ble 7.1.1). The de te ri o rat ing trend in the ex ter nal im bal ance of the

Por tu guese econ omy – which started in 2004 – was thus in ter rupted. Lower net bor row ing re quire -

ments re flect higher do mes tic sav ings and, to a lesser ex tent, a slight de cline in the in vest ment rate

(Chart 7.1.1). Cur rent es ti mates for the com bined cur rent and cap i tal ac count def i cit are be low those

pub lished in the sum mer is sue of the Economic Bulletin, which pointed to 7.9 per cent of GDP, largely

re flect ing an increase in the income deficit below that forecast.

The re duc tion in the ex ter nal def i cit in 2007 mainly re flected the lower cur rent ac count def i cit. Such de -

vel op ments have re sulted from the im prove ment in the goods and ser vices bal ance, which more than

off set the wors en ing of the in come def i cit as so ci ated with the grad ual de te ri o ra tion in the in ter na tional

in vest ment po si tion of the Por tu guese economy and the rise in interest rates.

7.2. The balance of payments in the first half of 2007

In the first half of 2007, the com bined cur rent and cap i tal ac count def i cit de clined to 8.0 per cent of

GDP (10.1 per cent in the first half of 2006). These de vel op ments in the Por tu guese ex ter nal def i cit

mir rored an im prove ment in the bal ance of all main items, ex clud ing the income account.
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Table 7.1.1

CURRENT AND CAPITAL ACCOUNTS

Balance as a percentage of GDP

S1 (a)

2005 2006 2007(b) 2005 2006 2007

Current account -9.7 -9.4 -10.4 -10.8 -9.1

Goods -11.2 -10.7 -11.1 -11.0 -9.5

Services 2.6 3.2 1.8 2.1 3.0

of which:

Travel and tourism 2.5 2.6 1.9 1.8 2.0

Income -2.6 -3.5 -2.7 -3.5 -4.3

Current transfers 1.5 1.6 1.6 1.7 1.7

of which:

Emigrants/immigrants remittances 1.2 1.2 1.0 1.0 1.2

Capital account 1.2 0.8 0.8 0.6 1.1

Memo:

Goods and services account -8.7 -7.6 -6.2 -9.3 -8.9 -6.6

Current account + capital account -8.5 -8.6 -7.7 -9.6 -10.1 -8.0

Sources: INE and Banco de Por tu gal.
Notes: (a) For the cal cu la tion of ra tios of the var i ous BoP com po nents to GDP over the first se mes ters, six-month Banco de Por tu gal es ti mates of nom i nal GDP were used. (b) Banco de
Por tu gal estimate.



In the first six months of 2007, the goods ac count re corded a cu mu la tive def i cit of 9.5 per cent of GDP.

The strong de celer ation in im ported goods prices, par tic u larly fu els, re sulted in a sig nif i cant gain in the

terms of trade dur ing this pe riod (Chart 7.2.1). In fact, ac cord ing to Banco de Por tu gal es ti mates, on

the ba sis of data pro vided by INE, year-on-year rates of change in goods ex port and im port prices

stood at 3.8 and 0.1 per cent re spec tively, re sult ing in a 3.7 p.p. gain in the terms of trade in the first half 

of 2007. Ex clud ing fu els, there is also a 2.3 p.p. gain in the terms of trade (in this case, changes in ex -

port and im port prices stood at 4.2 and 1.9 per cent re spec tively). De spite hav ing de cel er ated, ex ports

con tinued to grow more rap idly than im ports, re sult ing in a fa vour able vol ume ef fect, but sig nif i cantly

below that seen in the first half of 2006.

The cur rent ac count bal ance also bene fited from the in crease in the ser vices sur plus, re flect ing not

only the sig nif i cant growth in net ex ports of tour ism ser vices (14.3 per cent), but also other ser vices,

such as trans por ta tion and techno-pro fes sional ser vices. In turn, the in come def i cit in creased again in

the first half of the year, which largely mir rors the de te ri o rat ing credit and loan in come bal ance, con sis -

tent with the con tinued ac cu mu la tion of net ex ter nal debt by res i dent sec tors and the in crease in fi -

nanc ing costs. Fi nally, the higher cap i tal ac count sur plus mainly re flected the greater inflow of public

transfers from the European Union.

7.3. The financial account in the first half of 2007

In the first half of 2007, net in flows of funds in the fi nan cial ac count reached 7.9 per cent of GDP, com -

pared with 8.4 per cent in the same pe riod of 2006 (Ta ble 7.3.1). As in pre vi ous years, the res i dent

bank ing sys tem con tinued to largely in ter me di ate ex ter nal fi nanc ing of the Por tu guese econ omy,

through the is su ance of me dium and long-term se cu ri ties to non-res i dents. In pre vi ous years, funds

were ob tained through sub sid iar ies and branches abroad and sub se quently chan nelled to Por tu gal

through intra-group in ter bank po si tions, re flected in the bal ance of pay ments un der “Other in vest -

ment”. In the first half of 2007, se cu ri ties were mainly is sued by the head quar ters in Por tu gal and, as
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Chart 7.1.1

INVESTMENT, DOMESTIC SAVINGS AND

BORROWING REQUIREMENTS
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Chart 7.2.1
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Table 7.3.1

FINANCIAL ACCOUNT

As a percentage of GDP

2006 January-June 2006 January-June 2007

Net change Change

in liabilities

Change

in assets

Net change Change

in liabilities

Change

in assets

Net change

Current and capital accounts -8.6 -10.1 -8.1

Financial account 7.8 25.6 (24.1) -17.2 (-15.7) 8.4 25.1 (23.2) -17.2 (-15.4) 7.9

Direct investment 2.0 4.1 -1.9 2.2 3.0 -3.7 -0.6

excluding Madeira and Santa Maria (Azores) off-shores 1.8 3.9 -1.7 2.2 3.0 -3.6 -0.6

Portfolio investment 1.7 0.4 -13.3 -12.9 15.1 -9.3 5.8

Financial derivatives -0.2 -3.7 3.4 -0.3 -3.5 3.9 0.4

Other investment 3.0 24.8 (23.3) -7.4 (-5.9) 17.4 10.4 (8.5) -8.4 (-6.5) 2.0

Reserve assets 1.2 2.1 2.1 0.2 0.2

By institutional sector of resident investor:

Monetary authorities (a) -3.3 (-3.0) 4.0 (2.6) 0.9 4.9 (3.4) 3.2 (1.3) -0.4 2.9 (1.0)

Portfolio investment 0.1 0.9 0.9 2.7 2.7

Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other investment -4.6 (-4.3) 4.0 (2.6) -2.2 1.9 (0.4) 3.2 (1.3) -3.3 -0.1 (-2.0)

Reserve assets 1.2 2.1 2.1 0.2 0.2

General government 2.3 3.8 0.1 3.9 0.4 0.1 0.5

Direct investment 0.0 0.0 0.0 0.0 0.0 0.0 0.0

excluding Madeira and Santa Maria (Azores) off-shores 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Portfolio investment 2.3 4.3 -0.1 4.2 2.5 -0.4 2.1

Financial derivatives -0.1 -0.6 0.3 -0.3 -0.6 0.6 0.0

Other investment 0.1 0.1 -0.1 0.0 -1.6 -0.1 -1.7

Other monetary financial institutions (a) 12.3 (12.1) 18.4 -4.9 (-3.4) 13.5 (15.0) 18.7 -4.7 (-2.8) 14.0 (15.9)

Direct investment 0.0 0.4 0.0 0.4 0.5 -0.4 0.1

excluding Madeira and Santa Maria (Azores) off-shores 0.0 0.4 0.0 0.4 0.5 -0.4 0.1

Portfolio investment 2.8 0.2 -4.6 -4.4 11.9 -3.1 8.7

Financial derivatives -0.2 -2.3 2.1 -0.2 -2.2 2.4 0.3

Other investment 9.7 (9.4) 20.0 -2.4 (-0.9) 17.6 (19.1) 8.5 -3.6 (-1.7) 4.9 (6.8)

Non-monetary financial institutions -1.5 -1.0 -6.8 -7.8 2.8 -8.1 -5.3

Direct investment 0.7 0.8 -0.1 0.7 0.7 -0.3 0.3

excluding Madeira and Santa Maria (Azores) off-shores 0.7 0.8 -0.1 0.7 0.7 -0.3 0.3

Portfolio investment -2.4 -1.6 -7.5 -9.1 2.4 -7.1 -4.7

Financial derivatives 0.2 -0.5 0.7 0.2 -0.4 0.7 0.3

Other investment 0.0 0.3 0.1 0.4 0.1 -1.3 -1.2

Non-financial corporations and households -2.1 0.4 -6.5 -6.2 0.1 -4.3 -4.2

Direct investment 1.3 2.9 -1.8 1.1 1.9 -3.0 -1.0

excluding Madeira and Santa Maria (Azores) off-shores 1.1 2.7 -1.7 1.1 1.9 -2.9 -1.0

Portfolio investment -1.1 -2.6 -2.0 -4.6 -1.6 -1.4 -3.1

Financial derivatives -0.2 -0.3 0.2 -0.1 -0.4 0.2 -0.1

Other investment -2.2 0.4 -2.9 -2.5 0.2 -0.1 0.0

Errors and omissions 0.9 1.7 0.2

Sources: INE and Banco de Por tu gal.
Notes: 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 fi nan cial out flow. (a) The fig ures in brack ets in “Other in vest ment of mon e tary au thor i ties” and “Other mon e tary fi nan cial in sti tu tions” are 
ad justed for tem po rary end-o f-year op er a tions be tween the two sec tors (re versed in the first days of the following year).



such, were re corded in the bal ance of payments under “Portfolio investment by non-residents”.

Also re gard ing to port fo lio in vest ment, it should be noted that in vest ments by res i dent non-mon e tary fi -

nan cial in sti tu tions were high. As in pre vi ous years, this mainly re flected port fo lio shifts of in sur ance

cor po ra tions and pen sion funds, to wards a greater share of me dium and long-term debt se cu ri ties.

These changes mir ror the pur suit of op por tu ni ties for port fo lio di ver si fi ca tion, within the scope of strat e -

gies fol lowed by these in sti tu tions in or der to im prove their port fo lio ad e quacy to their li a bil ity du ra tion

(typ i cally with very long ma tu ri ties). In turn, the pur chase of Por tu guese gov ern ment debt se cu ri ties by

non-res i dents was clearly be low that seen in the previous year, in line with lower general government

borrowing requirements.

There was a sig nif i cant re demp tion of se cu ri ties is sued by non-fi nan cial cor po ra tions to non-res i dent

in ves tors, mainly com mer cial pa per, as well as the pur chase of bonds and other me dium and

long-term debt se cu ri ties by resident households.

More over, in the first half of 2007, di rect in vest ment op er a tions, ex clud ing those as so ci ated with com -

pa nies lo cated in the Ma deira and Azores off-shore cen tres, cor re sponded to a net out flow of funds of

0.6 per cent of GDP. In fact, the in crease in di rect in vest ment of Por tu gal abroad oc curred in par al lel

with a de cline in for eign di rect in vest ment in Por tu gal. As in pre vi ous years, most di rect in vest ment op -

er a tions re corded in the fi nan cial ac count are as so ci ated with res i dent “fi nan cial hold ings” com pa nies.

In re cent years, the use of off-shore cen tres for in vest ments in third countries by non-residents has

been very low.

8. CONCLUSION

The re cov ery of the Por tu guese econ omy in 2007 shares com mon fea tures with the pat tern ob served

in its re cent ex pan sion cy cles. On the sup ply side, the ac cel er a tion in ac tiv ity re flects the higher con tri -

bu tion of to tal fac tor pro duc tiv ity, as so ci ated with a greater uti li za tion of ca pac ity, the usual cy cli cal lag

in job cre ation, and the grad ual cor po rate re struc tur ing, which fos ters net cre ation of the most pro duc -

tive com pa nies. On the de mand side, the buoy ancy of ex ports and, sub se quently, in vest ment, are the

pil lars sus tain ing the current expansion stage of economic activity.

How ever, the re cov ery cy cle that started in 2006 pres ents spe cific fea tures, not only in terms of the

shocks af fect ing the econ omy but also in the struc tural en vi ron ment de ter min ing its abil ity to re act to

such shocks. In this con text, some of these more struc tural fea tures should be high lighted, in or der to

eval u ate the cur rent per for mance of the Por tu guese econ omy and the pros pects re gard ing the real

con ver gence pro cess to wards the Eu ro pean Un ion per capita income levels.

The first struc tural fea ture of the Por tu guese econ omy in the cur rent eco nomic cy cle is the in creas ing

global fi nan cial and eco nomic in te gra tion. In the con text of the par tic i pa tion in the euro area, the in -

creas ing fi nan cial in te gra tion of the econ omy broad ened the choice set of eco nomic agents. This al -

lowed, in par tic u lar, a sus tained and equi lib rium in crease in in debt ed ness, as well as the smooth ing of

con sump tion de ci sions af ter tem po rary and id io syn cratic in come shocks. How ever, it should be un der -

lined that the agents’ intertemporal bud get ary con straints con tinue to be ac tive, and there fore the low

house hold sav ings rate should im ply a mod er a tion in con sump tion vis-à-vis de vel op ments in cur rent

and per ma nent dis pos able in come. The eco nomic in te gra tion pro cess has been char ac ter ised by the

higher de gree of open ness abroad, a higher share of the ser vices sec tor in to tal ex ports of goods and

ser vices, a higher share of ex tra-EU trade in to tal ex ports, as well as an in crease in the share of ma -

chin ery and ap pli ances in to tal ex ports of goods (in par al lel with the de cline in the weight of tex tiles,

cloth ing and foot wear). The grow ing par tic i pa tion of the Por tu guese econ omy in world trade and the
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change in its pat tern of com par a tive ad van tages are as so ci ated with the re duc tion in in ter na tional

barriers to trade over the past few years and the growing participation of emerging and developing

economies in the world economy.

A sec ond struc tural fea ture char ac ter is ing the cur rent ex pan sion cy cle is the def i ni tion of a sta bil ity-ori -

ented mac ro eco nomic re gime. On the mon e tary pol icy side, the ECB’s cred i bil ity and its ori en ta tion to -

wards price sta bil ity trans lates into an chored in fla tion ex pec ta tions, which con trib utes to a sta ble and

fore see able nom i nal frame work for eco nomic agents’ de ci sions. With re gard to fis cal pol icy, a bal -

anced and sus tain able fis cal po si tion also con trib utes to the cre ation of a mac ro eco nomic sta bil ity

frame work. This is pos si ble by re duc ing eco nomic agents’ un cer tainty – namely with the cre ation of a

sta ble and fore see able tax frame work – by per mit ting the full op er a tion of au to matic sta bi lis ers, and by

fa cil i tat ing the re sponse to struc tural trends with a bud get ary im pact, such as pop u la tion age ing. The

cur rent con sol i da tion pro cess of pub lic ac counts is a clear fa vour able de vel op ment of the Por tu guese

econ omy over the past few years. It may be high lighted that the struc tural pri mary bal ance fore cast for

2007 shall stand at the high est level in the last de cade. In this con text, the ful fil ment of the com mit -

ments as sumed in the frame work of the Sta bil ity and Growth Pact is particularly important, namely the

achievement of the medium-term objective of a 0.5 per cent structural deficit in 2010.

A third struc tural fea ture of the cur rent eco nomic cy cle is the low trend growth in the econ omy com -

pared to pre vi ous cy cles. Such de vel op ment re sults from the in ter ac tion of a wide group of fac tors, in -

clud ing the in cen tives gen er ated by the above men tioned in sti tu tional and struc tural frame work.

De spite the dif fi culty in quan ti fy ing the re spec tive con tri bu tions, sev eral inter linked fac tors should be

men tioned. First, the cu mu la tive re duc tion in in vest ment over the past few years im plied a de cline in

the in vest ment rate to his tor i cal lows in 2006. This shall also im ply a re duc tion in the cap i tal in ten sity of

the econ omy in the near fu ture, whose im pact will be greater if it re flects de vel op ments in in vest ment

with high pos i tive ex ter nali ties on the econ omy. Sec ond, the main te nance of a hu man cap i tal stock

with sig nif i cant struc tural fra gil i ties also con strains eco nomic growth, par tic u larly in the cur rent con text

of tech nol ogy changes bi ased to wards more qual i fied in di vid u als. Fi nally, the pre vail ing ri gid ity in

goods and la bour mar kets in creases their seg men ta tion and ham pers re source mo bil ity. This has an

ef fect on the op er a tion of these mar kets and on the in cen tives to agents, par tic u larly the youn gest, in

terms of train ing and ed u ca tion. These el e ments are par tic u larly relevant in the current context of

worldwide competitive pressures, demanding rapid reallocations of physical and human resources.

As pre vi ously men tioned, fu ture de vel op ments in the Por tu guese econ omy de pend not only on the

com bi na tion of shocks that hit the econ omy at any given mo ment, but also on the in cen tives gen er ated 

by the in sti tu tional and struc tural frame work. In this con text, spe cial men tion should be made to the po -

ten tial im pact – al beit in dif fer ent time ho ri zons – of mea sures aimed at chang ing the cur rent fra gil ity

frame work in terms of the qual ity of hu man and phys i cal re sources, the per sis tence of bar ri ers to fac tor 

mo bil ity and the con tinued seg men ta tion of some mar kets. These mea sures would pave the way for

pro mot ing higher eco nomic growth in lon ger ho ri zons and also a better distribution of income in the

economy.

In the short run, the cur rent tur bu lence in in ter na tional fi nan cial mar kets high lighted the im por tance of

trans par ency and in for ma tion sym me try for risk tak ing by in ves tors and, ul ti mately, for the op er a tion of

a mar ket econ omy. Tak ing into ac count the grow ing in ter na tional in te gra tion of the Por tu guese econ -

omy, the in crease in un cer tainty re gard ing the world eco nomic and fi nan cial frame work in tro duced

clear down ward risks to near fu ture de vel op ments in the mac ro eco nomic vari ables more sen si tive to

such developments, in particular exports and investment.
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Box 1 Recent turbulence in international financial markets

Or i gins and pas s-through chan nels to fi nan cial mar kets

Dur ing the sum mer of 2007, a sig nif i cant and abrupt risk re as sess ment by in ves tors led to dis rup tions in in ter na -

tional fi nan cial mar kets and to an in crease in fi nanc ing costs. These dis rup tions re sulted from the ma teri ali sa tion of 

some inter linked risk fac tors, which had in ten si fied over the pre vi ous months.1 On the one hand, the per sis tence of

his tor i cally low spreads in debt mar kets and the re duced dif fer en ti a tion in the re turns of fi nan cial as sets with dif fer -

ent de grees of risk sug gested that in ves tors could be in cor rectly as sess ing risks to their po si tions. On the other

hand, the in creased re course to credit risk trans fe r in stru ments over the past few years had made the as sess ment

of di rect and in di rect ex po sures to some counterparties more com plex. The tra di tional par a digm in which lend ing

and credit man age ment were per formed by fi nan cial in sti tu tions, has been grad u ally re placed by a new in ter me di a -

tion par a digm, ac cord ing to which banks grant credit, struc ture stand ard ised prod ucts on the ba sis of these cred its

and, fi nally, sell these prod ucts to third par ties. It was gen er ally con sid ered that this type of fi nan cial in no va tion

could pro mote a lower con cen tra tion of risk in bank ing sys tems. Nev er the less, the re cent in sta bil ity pe riod showed

that bank ing sys tems were much more ex posed to risk than pre vi ous ex pec ta tions, given the re duced trans par -

ency of in stru ments used in credit risk transfers, the degree of complexity entailed in their valuation and the

uncertainty surrounding the underlying pass-through channels.

The ma teri ali sa tion of these risks was trig gered by the grow ing con cern of in ves tors about de vel op ments in risk ier

US res i den tial mort gage credit seg ments (subprime), which re sulted in a pe riod of strong in sta bil ity and un cer tainty 

in fi nan cial mar kets.2 Over the past few years, prices in the US real es tate mar ket in creased con tin u ously and there 

was strong com pe ti tion in the mort gage credit mar ket. These de vel op ments, in par al lel with credit risk dis sem i na -

tion through the se curi ti sa tion of loans to in ves tors strongly drawn by de mand for higher re turns, fa voured the eas -

ing of credit stan dards. Even in the most re cent pe riod, char ac ter ised by in ter est rate in creases, US house holds

bene fited from new types of loan con tracts which tried to com pen sate for dif fi cul ties aris ing from higher debt ser vic -

ing costs, such as loans con tracts with in creas ing in ter est rates or with grace pe ri ods. In turn, given that higher

prices im ply a de cline in the loan-to-value ra tio, debt re ne go ti a tion was fa cil i tated, fos ter ing an im prove ment in fi -

nanc ing con di tions and an in crease in home eq uity with drawal, thus al low ing to ob tain ad di tional li quid ity for con -

sump tion pur poses. In a con text of de creas ing res i den tial mort gage credit qual ity, par tic u larly in the subprime

seg ment, higher in ter est rates and the slow down in hous ing prices con trib uted to an in crease in de fault rates,

which led to grow ing sol vency dif fi cul ties for credit in sti tu tions spe cial ised in this seg ment. Con se quently, rat ings of 

se cu ri ties collateralised by res i den tial mort gages were neg a tively re viewed and investors lost confidence in US

residential mortgage credit markets, which led to an abrupt liquidity shortage in asset-backed securities markets, in 

general.

The pas s-through of these prob lems to in ter na tional debt mar kets was faster and more in tense than ex pected.3 In a 

con text of in creas ing risk aver sion and of a more pru dent as sess ment of risks in curred, these dis rup tions ex tended

to a num ber of cor po rate credit seg ments. In late July, pre vi ously planned fi nanc ing op er a tions, par tic u larly le ver -

aged buyouts, faced some dif fi cul ties. Also, un cer tainty re gard ing the dis tri bu tion of losses due to di rect or in di rect

ex po sure to the subprime mar ket, in both US fi nan cial in sti tu tions and Eu ro pean banks, in creased sig nif i cantly in

early Au gust. These prob lems led to a sub stan tial de cline in li quid ity in com mer cial pa per mar kets, par tic u larly the

US as set-backed com mer cial pa per mar ket (ABCP), which had grown con sid er ably over the past few years (Chart

1). This de cline passed through to cor re spond ing Eu ro pean mar kets. Loans granted in se curi ti sa tion op er a tions

are usu ally trans ferred to fi nan cial ve hi cles, which in some cases have been fi nanced through the is su ance of

short-term se cu ri ties collateralised by long-term as sets with low li quid ity. The abrupt re duc tion in de mand for com -
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(1) See “Chapter 2 Macroeconomic and Financial Risks”, Financial Stability Report, 2006, Banco de Portugal.

(2) The subprime segment mainly includes riskier customers, with low income or a default track record. This segment grew significantly over the past few years and, at the end of 2006,
accounted for around 15 per cent of total residential mortgage credit in the United States. If the intermediate segment between the subprime and prime segments is considered (Alt-A 
segment), which mainly regards customers with a good credit track record but for whom less data on their income is available, this value rises to around 25 per cent.

(3) During the first months of 2007, problems in the US subprime market mainly affected investors and financial institutions with direct exposure to this market. Taking into account the
relatively reduced share of this segment in total US mortgage credit, losses were not estimated to be very significant in aggregate terms. For example, in mid-July the Federal
Reserve estimated that these losses stood at around USD50 to USD100 billion, accounting for around 0.4-0.8 per cent of the US nominal GDP. In the September 2007 issue of the
Global Financial Stability Report, the IMF pointed to losses between USD170 and USD200 billion.



mer cial pa per ham pered the refinancing of these financial vehicles, part of which benefited from support credit

lines guaranteed by banks.

Sit u a tion in money mar kets and the be hav iour of cen tral banks

In a con text of ad di tional li quid ity needs and in creas ing counterparty risk, banks also be gan to face sub stan tial

mar ket fi nanc ing con straints, namely in the in ter bank money mar ket, where in early Au gust the num ber of trans ac -

tions de clined and the dif fer en tial be tween over night in ter est rates and key in ter est rates wid ened. Sub se quently,

this dif fer en tial nar rowed af ter sev eral cen tral banks in ter vened in money mar kets as from 9 Au gust. These in ter -

ven tions con sisted in suc ces sive li quid ity in jec tions with the aim of pro mot ing the smooth op er a tion of these mar -

kets. In par tic u lar, the ECB con ducted sev eral over night fine-tun ing op er a tions and made al lot ments above the

bench mark amount in the main re fi nanc ing op er a tions. More over, the ECB con ducted two 3-month sup ple men tary

lon ger-term re fi nanc ing op er a tions. The US Fed eral Re serve also in creased li quid ity avail able in short-term money 

mar kets through higher-than-usual open mar ket op er a tions. On 17 Au gust, the Fed eral Re serve re duced the dis -

count rate by 50 b.p. and ad justed fi nanc ing con di tions for ma tu ri ties up to 30 days, re new able at the re quest of the

counterparty. It should be noted that these mea sures did not aim at chang ing the mon e tary pol icy stance nor at

help ing spe cific banks fac ing dif fi cul ties. In fact, these were tech ni cal mea sures aimed at en sur ing the nor mali sa -

tion of mar ket li quid ity con di tions and at pre vent ing mon e tary con di tions from be com ing sig nif i cantly out of line with 

the mon e tary pol icy stance.4

These de ci sions con trib uted to some nor mali sa tion of fi nanc ing con di tions in the shorter end of money mar ket ma -

tu rity struc ture, al though dis rup tions in in ter bank money mar kets for ma tu ri ties over one month per sisted. A sign of

the lack of con fi dence in these mar kets is the sus tained high spread be tween bank in ter est rates on

uncollateralised loan op er a tions and in ter est rates on collateralised op er a tions (repo rate) for these ma tu ri ties, al -

beit somewhat below previous peaks (Chart 2).

Risk re as sess ment, in sta bil ity in fi nan cial mar kets and un cer tainty sur round ing the im pact of these dis rup tions in

the me dium-term eco nomic ac tiv ity re sulted in the re as sess ment of the anal y sis un der ly ing mon e tary pol icy de ci -

sions. In this con text, the US Fed eral Re serve low ered the Fed Funds in ter est rate by 50 ba sis points on 18 Sep -

tem ber, with the pur pose of eas ing po ten tial neg a tive im pacts of  fi nan cial mar ket tur bu lence on eco nomic growth.
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Chart 1

COMMERCIAL PAPER SPREADS IN THE US
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Sources: Fed eral Re serve Board and Thomson Fi nan cial Datastream.

(4) Similar interventions were made by other central banks in advanced economies, namely Japan, Canada, Switzerland, Norway, Australia and New Zealand.



In turn, the ECB de cided to leave key in ter est rates un changed in the Sep tem ber and Oc to ber meet ings, given that

the un cer tainty pre vail ing in fi nan cial mar kets made it ap pro pri ate to gather ad di tional in for ma tion be fore draw ing

fur ther con clu sions re gard ing the con duct of mon e tary pol icy. How ever, in sev eral coun tries less af fected by fi nan -

cial mar ket tur bu lence and where in fla tion ary pres sures are more in tense, mon e tary au thor i ties in creased key in -

ter est rates dur ing this pe riod.5

Im pli ca tions for fi nan cial mar kets

As pre vi ously men tioned, sig nif i cant risk re as sess ment by in ves tors and the abrupt de cline in li quid ity in some mar -

kets led to strong dis rup tions in in ter na tional fi nan cial mar kets dur ing the sum mer of 2007. Dur ing this pe riod, risk

premia in creased in pri vate debt mar kets, af ter stand ing at his tor i cally low levels dur ing a very pro tracted pe riod.

Be tween the end of July and mid-Sep tem ber, spreads of se cu ri ties is sued by non-fi nan cial cor po ra tions wid ened
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Chart 2

3-MONTH REPO SPREAD – EURO AREA
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3-MONTH REPO SPREAD – UNITED KINGDOM

3-MONTH REPO SPREAD – UNITED STATES
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(5) For example, since early August 2007, key interest rates moved upwards in the following economies: Mexico, Chile, Peru, Sweden, Norway, Czech Republic, Poland, Russia, South
Africa, Switzerland, Australia, China, South Korea and Taiwan.



sig nif i cantly (Chart 3). This was even more marked for se cu ri ties is sued by banks and, mainly, by other fi nan cial in -

sti tu tions, which was a no tice able fea ture of this tur bu lence pe riod com pared to pre vi ous ep i sodes.6 These in -

creases were more sig nif i cant for lon ger ma tu ri ties, which sug gests greater fi nanc ing dif fi cul ties in this seg ment.

The in crease in cor po rate fi nanc ing costs was more marked in the United States, al though sub stan tial in creases

were also ob served in the euro area. Dur ing this pe riod, risk premia were also more dif fer en ti ated ac cord ing to rat -

ings, with more sig nif i cant in creases for low-rated com pa nies. Fol low ing the re duc tion of the key in ter est rate in the

United States on 18 Sep tem ber, risk premia gen er ally de clined in the pri vate debt mar ket. Sub se quently, they sta -

bi lised some what at levels above those seen in mid-July, both for non-fi nan cial cor po ra tions and for banks and in -

sur ance cor po ra tions. In the US com mer cial pa per mar ket, where spreads had in creased by more than 100 b.p.

and out stand ing amounts had de clined con sid er ably, risk premia also re versed some what as from mid-September. 

This was followed by both a gradual recovery in amounts issued and signs of some stabilisation in outstanding

amounts as from October.

Losses in stock mar kets were, in gen eral, rel a tively sub dued, namely com pared to re cent pe ri ods of strong dis rup -

tions in fi nan cial mar kets, such as the Long-Term Cap i tal Man age ment (LTCM) cri sis in 1998, the af ter math of the

spec u la tive bub ble in the tech no log i cal sec tor in 2000, and Sep tem ber 11 2001 events. Be tween late July and

mid-Au gust, stock mar ket vol a til ity in creased con sid er ably and prices de clined sig nif i cantly, par tic u larly for fi nan -

cial cor po ra tions. How ever, in mid-Oc to ber losses in this pe riod were al most fully re versed in sev eral stock price in -

di ces. Af ter the Fed eral Re serve re duced in ter est rates, stock prices of banks and in sur ance cor po ra tions also

re cov ered, al beit less mark edly than in in di ces for other sec tors, par tic u larly in the euro area. Stock mar ket vol a til ity 

de clined in late Sep tem ber, al though re main ing above levels seen in the first half of 2007 (Chart 4). In late Oc to ber,

the dis clo sure of bank re turns for the third quar ter of 2007 led to a further increase in instability within a number of

financial market segments.

With re gard to fi nan cial mar kets of emerg ing mar ket econ o mies, the im pact of these dis rup tions was rel a tively con -

tained, par tic u larly com pared to pre vi ous cri ses. On the one hand, spreads of se cu ri ties is sued by these coun tries

wid ened some what, al beit stand ing at his tor i cally low levels. On the other hand, losses in stock price in di ces of

these coun tries were rap idly re versed, reach ing new historical peaks in mid-October.

In creased un cer tainty and risk aver sion in the sum mer of 2007 re sulted in higher de mand for less risky as sets,

which led to a de cline in yields on gov ern ment debt se cu ri ties and an in crease in prices of other low-risk as sets,

e.g. gold. As from mid-Sep tem ber, me dium and long-term in ter est rates on gov ern ment debt sta bi lised some what.

In the for eign ex change mar ket, the US dol lar firstly as sumed its tra di tional role as ‘safe heaven’ cur rency, sub se -

quently ap pre ci at ing slightly against most ma jor cur ren cies. How ever, the euro ap pre ci ated strongly against the

US dol lar as from mid-Au gust, partly re flect ing di verg ing ex pec ta tions re gard ing mon e tary pol icy de ci sions in both

econ o mies. Dur ing the pe ri ods with more in tense fi nan cial mar ket tur bu lence, po si tions in carry trades7 were off -

set, which im plied an ap pre ci a tion of the yen against the US dollar. However, this was subsequently reversed.

Im pli ca tions for bank ing sys tems

The per sis tence of fi nanc ing dif fi cul ties for banks, par tic u larly for those more de pend ent on whole sale mar ket fund -

ing, may af fect their ac tiv ity, mainly in terms of lend ing growth. These con straints have been ob served both for

short ma tu ri ties, namely in money and com mer cial pa per mar kets, and for me dium and long ma tu ri ties, due to dif fi -

cul ties in both the is su ance of debt se cu ri ties and the al lot ment in se curi ti sa tion op er a tions.8 There fore, com pe ti -

tion might in crease in terms of col lec tion of de pos its, as banks may partly want to re place mar ket fi nanc ing.

Fi nanc ing dif fi cul ties faced by banks, namely higher costs, may lead to an in crease in credit costs and tighter credit

stan dards. In this con text, the ma tu rity struc ture of credit granted is ex pected to be re ad justed to wards a lower av -
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(6) For an analysis of the impact of disruptions in international financial markets on the Portuguese financial system, see “The Portuguese banking system in the course of 2007”, in this
issue of the Economic Bulletin.

(7) Carry trades are investment strategies by which an investor borrows in the currency of a country with low interest rates in order to invest in another country with higher interest rates.
The close to zero level of interest rates in Japan over the past few years contributed to an increased use of these investment strategies.

(8) Difficulties faced by the English bank Northern Rock illustrate the potential implications of these problems for banks. In mid-September, this bank, which greatly depended on
short-term market financing, was forced to turn to emergency liquidity assistance provided by the Bank of England. The disclosure of this information led customers to run on
deposits.



Ban co de Por tu gal | Economic Bulletin

Autumn 2007 | Economic Policy and Situation

58

Chart 3

DEBT MARKETS
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er age ma tu rity and credit to the pri vate sec tor should slow down. Bank prof it abil ity shall also be af fected by fi nan cial 

mar ket in sta bil ity, through pos si ble losses in their fi nan cial as set port fo lios or lower re turns in fi nan cial op er a tions,

such as as set man age ment and cor po rate fi nan ce op er a tions. More over, fi nan cial mar ket un cer tainty is not

favourable to mergers and acquisitions, which over the past few years contributed very positively to bank profits.

Sev eral euro area banks ad mit ted hav ing faced some dif fi cul ties in ac cess ing mar ket fi nanc ing dur ing the third

quar ter of 2007, which shall per sist at least up to the end of the year, ac cord ing to the Eurosystem’s Bank Lend ing

Sur vey re sults in Oc to ber 2007.9 Con se quently, some banks are con sid er ing the pos si bil ity of lim it ing lend ing.

More over, sur veyed banks re ported some tight en ing in credit stan dards, which shall in crease dur ing the last quar -

ter of the year. This tight en ing in credit stan dards shall af fect mostly loans granted to firms, par tic u larly large en ter -

prises and loans for the fi nanc ing of merg ers and acquisitions and for investment financing.

Im pli ca tions for eco nomic ac tiv ity 

Dis rup tions in fi nan cial mar kets may af fect con sump tion and in vest ment de ci sions of eco nomic agents through

sev eral pas s-through chan nels. First, the re as sess ment of risk premia and fi nanc ing dif fi cul ties faced by banks

may im ply an in crease in fi nanc ing costs, tighter stan dards in the ap proval of new loans and the re sult ing slow down 

in loans to the pri vate sec tor. Even if this re as sess ment may be re garded as a pos i tive de vel op ment from a me -

dium-term per spec tive – as it should re flect a more ad e quate as sess ment of risks by in ves tors –, the abrupt re ad -

just ment in the risk pre mium from its low level in the pe riod prior to fi nan cial mar ket tur bu lence may be neg a tive in

the short term. Sec ond, in creased un cer tainty and lower real es tate or fi nan cial as set prices may have neg a tive ef -

fects on eco nomic agents’ con fi dence. In this re spect, con sumer and cor po rate pros pects de te ri o rated some what

in Sep tem ber and Oc to ber, more mark edly in the United States. Neg a tive ef fects of the above men tioned fac tors on 

eco nomic ac tiv ity shall ul ti mately de pend on their in ter ac tion with un der ly ing vul ner a bil ity fac tors in the var i ous

econ o mies, in par tic u lar ex cess growth of housing prices, the indebtedness ratios and the dependency on

international capital flows, as well as their nature.

In this con text, ef fects of re cent fi nan cial mar ket tur bu lence on global eco nomic ac tiv ity are highly un cer tain,

namely de pend ing on the per sis tence and mag ni tude of these dis rup tions in the near fu ture. In the Oc to ber 2007 is -
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Chart 4

IMPLIED VOLATILITY IN THE MAIN STOCK
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(9) This survey included a group of extraordinary questions, in order to assess the impact of deteriorating credit market conditions on euro area bank activity.



sue of World Eco nomic Out look, the IMF mod er ately re vised down wards world eco nomic growth pro jec tions for

2008 (from 5.2 to 4.8 per cent). Pro jec tions for eco nomic growth in the euro area in 2008 de clined by 0.4 p.p., to 2.1

per cent. Re vi sions were more sig nif i cant for the US econ omy (0.9 p.p., to 1.9 per cent) and for other econ o mies

where spillover ef fects of the slow down in the US econ omy are greater. Less fa vour able pro jec tions for de vel op -

ments in US ac tiv ity partly re sult from re cent fi nan cial mar ket tur bu lence, namely a pro tracted de cline in res i den tial

in vest ment re sult ing from dif fi cul ties in the mort gage credit mar ket and the ex pected ef fect on pri vate con sump tion

of a slow down in hous ing prices. This sce nario is based on the as sump tion that mar ket li quid ity is grad u ally re-es -

tab lished and in ter bank mar ket con di tions are nor mal ised in the near fu ture, but con sid er ing the main te nance of

debt mar ket spreads at a higher level than that seen be fore the sum mer of 2007. The IMF con sid ered that the bal -

ance of risks to pro jec tions is clearly bi ased down wards, par tic u larly tak ing into ac count the possibility of a more

significant credit contraction as a result of some instability remaining in financial markets.

Ban co de Por tu gal | Economic Bulletin

Autumn 2007 | Economic Policy and Situation

60



THE PORTUGUESE BANKING SYSTEM IN THE COURSE OF 20071,2

1. OVERVIEW

The de te ri o ra tion of the out look for the US hous ing mar ket and the in ten si fi ca tion of de fault in the most

vul ner a ble fringes (sub-pri me) of the res i den tial mort gage mar ket in this econ omy acted as a cat a lyst

for a se ries of events that re sulted in an abrupt re ver sal of in ves tor sen ti ment in in ter na tional pri vate

debt mar kets in the sum mer of 2007. Up to the end of the first half of 2007, the en vi ron ment in debt

mar kets was quite fa vour able to po si tion-tak ing in an in creas ingly com pre hen sive range of as sets from 

the view point of credit qual ity. This phe nom e non, the so-called search for yield, in re cent years has

raised some con cerns as to its sustainability. It was re flected in a nar row ing of in ter est rate dif fer en tials

in most mar kets and a higher pro pen sity of in ves tors to fi nan ce in vest ments with more com plex and le -

ver aged fi nan cial struc tures. The re cent pe riod of in sta bil ity led to a re val u a tion of the price de manded

by in ves tors to cover the risk as sumed. This re val u a tion, al though broadly-based across debt mar kets, 

has been par tic u larly height ened in mar kets where fi nan cial in sti tu tions in ter vene as debtor

counterparties, i.e. bond, loan se curi ti sa tion, com mer cial pa per and also short-term in ter bank mar -

kets. This is an im por tant chal lenge for the in ter na tional fi nan cial sys tem, as it may re strain the li quid ity

man age ment of banks in whole sale fund ing mar kets. Also, the breach of con fi dence un der ly ing this did 

not trans late an over all de te ri o ra tion of the fi nan cial po si tion of banks in the ma jor de vel oped econ o -

mies, nor did it stem from a re val u a tion of the out look for world eco nomic growth. In stead, it re sults

from in creased uncertainty as to the size and distribution of losses arising from direct or indirect

exposure to the sub-prime market and to the asset-backed commercial paper market. 

In the course of 2007 the sit u a tion of Por tu guese banks re mained ro bust, which trans lated into the

main te nance of prof it abil ity and of de fault levels in the credit port fo lio, al though sol vency in di ca tors de -

clined some what. In fact, the ac counts of the whole bank ing sys tem for the first half of the year show an 

in crease in in come be fore mi nor ity in ter ests of around 25 per cent, when ad justed for a se ries of spe -

cial one-off op er a tions which im pact on the profit and loss for the pre vi ous year. In the con text of a con -

tin u ing ex pan sion of credit at a sig nif i cant pace and of strong ac tiv ity and price growth in stock mar kets

in spite of the rise in in ter est rates, both the most tra di tional in ter me di a tion ac tiv i ties and the ac tiv i ties

of in vest ment bank ing or in ter me di a tion in cap i tal mar ket op er a tions saw an ex pan sion. In fact, profit

and loss growth was mainly due to gains in se cu ri ties port fo lios and in other po si tions as sumed in cap i -

tal mar kets, to con tained growth in op er a tional costs and, to a lesser ex tent, to the dy nam ics of the in -

ter est mar gin. Net com mis sions grew strongly when ex clud ing com mis sions paid as so ci ated with the

preparation and performance guarantee of a takeover bid between institutions of the banking system. 

As far as li quid ity is con cerned, on a first stage, i.e. be tween the sec ond week and the end of Au gust,

Eu ro pean debt mar kets in which Por tu guese banks par tic i pate as debtor counterparties were al most

par a lysed. Sub se quently, ac cess to these mar kets was re sumed, al low ing banks to ob tain the fund ing

needed to ex pand lend ing ac tiv ity. This not with stand ing, tak ing into ac count the per sist ing wors en ing

of price con di tions in most debt mar kets and the pres ent aver sion of in ves tors to as sume po si tions in
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1.1 Bank ing Sys tem data Used in the 2005 Fi nan cial Sta bil ity Re port", Financial Stability Report, 2005, Banco de Por tu gal. 111111111111

(2) Market information for the period up to 31 October 2007.



as sets backed by se curi tised loans, the slow down of credit to levels that are more con sis tent with de -

posit growth should not be ruled out. In this re spect, it is im por tant to note that al though loan

securitisations have been a source of li quid ity, they have not sig nif i cantly con trib uted to the de crease

in reg u la tory cap i tal re quire ments.

Qual i ta tive data col lected from the euro area Bank Lend ing Sur vey point to an on go ing tight en ing of

credit stan dards for the pri vate sec tor. This is likely to trans late into a wid en ing of spreads, the short en -

ing of ma tu ri ties or even into re straints in the amounts made avail able, es pe cially to larger com pa nies,

which have re corded the stron gest credit growth in the most re cent pe riod. In turn, there are a few

signs that the fi nanc ing strat egy of banks with cus tom ers is it self grad u ally fa vour ing the col lec tion of

de pos its with more at trac tive in ter est rates, to the det ri ment of the in vest ment in mu tual funds or other

saving instruments off the balance sheet of banks. 

Nev er the less, data for the third quar ter, al ready made pub licly avail able for the main do mes tic bank ing

groups, de note sus tained prof it abil ity levels. This is in line with the main te nance of stock mar ket prices

at levels close to his tor i cal highs, in par tic u lar for emerg ing mar kets. This sit u a tion is pos i tively re -

flected, al though to dif fer ent ex tents, on the value of se cu ri ties port fo lios of var i ous banks. In turn, up to 

the end of the third quar ter, credit port fo lio de fault re mained at his tor i cally low levels. It should also be

noted that in the third quar ter of 2007 and in con trast with a num ber of in ter na tional banks the losses of

Por tu guese banks in the US sub-pri me mar ket were neg li gi ble, re sult ing from very low direct and

indirect exposure to this market. 

The main te nance of credit port fo lio de fault at par tic u larly low levels, when com pared with sim i lar

stages of pre vi ous busi ness cy cles, oc curs in a con text of a sub stan tially higher de gree of fi nan cial le -

ver age in the cor po rate and house hold sec tors. This has been made pos si ble in the frame work of the

par tic i pa tion in the euro area and, in gen eral terms, of an in ter na tional en vi ron ment char ac ter ised by

low levels of nom i nal and real in ter est rates that, to gether with new types of con tract in the credit mar -

ket, has pro vided debt ors with greater flex i bil ity to en sure debt ser vic ing. How ever, in the most re cent

pe riod the up ward re as sess ment of the debt cost of banks in cap i tal mar kets is likely to re strain this

type of ad just ment at the level of credit sup ply by banks. In par tic u lar, the re struc tur ing of debts of com -

pa nies and house holds in a more un bal anced fi nan cial po si tion becomes more difficult, inducing a

greater probability of occurrence of default. 

Ac cord ing to the lat est es ti mates, there was an ac cel er a tion of eco nomic ac tiv ity in 2007, and in par tic -

u lar a re bound in cor po rate in vest ment. This not with stand ing, in the cur rent con text, risks to the mac -

ro eco nomic frame work in which banks op er ate are skewed to the down side. In fact, the up ward

re as sess ment of the fi nanc ing cost of banks in whole sale mar kets is a po ten tially lim it ing fac tor for in -

vest ment, ei ther via the pas s-through of that in crease to bank lend ing rates or via a lower avail abil ity of

credit to the private sector induced by the supply side. 

In ad di tion, it should be taken into ac count that in sta bil ity in debt mar kets, al though not stem ming from

a sig nif i cant down ward re vi sion of growth in the ma jor econ o mies, re flects greater per ceived un cer -

tainty of cap i tal mar ket play ers. In this vein, in sta bil ity in cap i tal mar kets may trans late into lower eco -

nomic growth. In par al lel, and in par tic u lar in the United States, there is a risk that the re cent slow down

may be more abrupt than cur rently fore cast. In the US econ omy, the fu ture trend of the on go ing ad just -

ment of the hous ing mar ket and the in ten sity with which the tight en ing of fi nanc ing con di tions in the

mort gage mar ket will be felt are likely to be the fac tors con di tion ing house hold ex pen di ture at a more

im me di ate level. This is all the more rel e vant in the con text of strong global ex ter nal im bal ances, which

may im ply an abrupt ad just ment of ex change rates. A sce nario of abrupt ad just ment of global mac ro -

eco nomic im bal ances would tend to worsen the cur rent tur bu lence in in ter na tional fi nan cial mar kets,
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re in forc ing its im pact in real terms. There is, how ever, high uncertainty surrounding these scenarios

and their impact on the economy at global level. 

The ef fects of such an ad just ment pro cess on the Por tu guese econ omy es sen tially re sult from it be ing

a small open econ omy strongly in te grated at the eco nomic and fi nan cial level, and much less from id io -

syn cratic ad just ments. In par tic u lar, the sit u a tion in the real es tate mar ket in Por tu gal con trasts with

that in other de vel oped econ o mies, given that the avail able ev i dence shows no overassessment in this 

mar ket, with house prices grow ing be low in fla tion this de cade. In sum, the trans mis sion chan nels of

these shocks to the Por tu guese econ omy are es sen tially via in ter na tional trade, the in crease in pri vate

sec tor fi nanc ing costs and, in gen eral, the height ened un cer tainty as to the global economic and

financial framework. 

2. MACROECONOMIC AND FINANCIAL FRAMEWORK

In the first half of 2007 the Por tu guese bank ing sys tem’s ac tiv ity was de vel oped within a glob ally fa -

vour able mac ro eco nomic and fi nan cial frame work, sim i lar to that seen in 2006.3 The fi nan cial frame -

work un der went sig nif i cant changes in the course of the third quar ter of 2007, in the wake of the

marked de te ri o ra tion in the US sub-pri me mort gage mar ket. This oc curred in the con text of a par tic u -

larly com plex as sess ment of the actual ex po sure to this mar ket, given the broadly based and dis sem i -

nated re course to credit risk trans fe r in stru ments. In view of the high level of in te gra tion of in ter na tional

fi nan cial mar kets and the grow ing so phis ti ca tion of the in stru ments used, US mar ket de vel op ments

spilled over to the var i ous seg ments of West ern fi nan cial mar kets, in par tic u lar as set-backed se cu ri ties 

mar kets.4

Hence, in the first half of the year, world eco nomic ac tiv ity con tinued to grow at a ro bust pace, al though

there was a cer tain de celer ation in some of the most ad vanced econ o mies. In par tic u lar, US eco nomic

growth was rel a tively weak, char ac ter ised by the re duc tion in hous ing in vest ment and the slow down in

pri vate con sump tion (partly caused by the de celer ation in real es tate prices), in con trast to higher

growth in ex ports and non-res i den tial pri vate in vest ment. These de vel op ments ma teri al ised into a re -

duc tion of the pri vate sec tor net bor row ing re quire ments, thus con trib ut ing to some cor rec tion of the

US ex ter nal im bal ance, al though it re mains high.5

Also, in most euro area econ o mies, eco nomic growth de cel er ated, al beit slightly, in the course of the

first half of 2007. On the one hand, the slow down in the US econ omy was re flected in a more sub dued

growth of Eu ro pean ex ports than in 2006. On the other hand, fixed cap i tal in vest ment de cel er ated

through out the sec ond quar ter (boosted by the fall in con struc tion in vest ment), while pri vate con sump -

tion ac cel er ated some what. Over all, in the first half of 2007, real es tate mar kets in Eu ro pean coun tries

that had ex panded at a par tic u larly high rate in the re cent past re mained on a trend of pro gres sive cool -

ing, in the con text of a grad u ally less ac com mo da tive mon e tary pol icy.6 

Por tu guese eco nomic ac tiv ity ac cel er ated in the first half of 2007, re flect ing a greater con tri bu tion from 

do mes tic de mand, es sen tially due to the ac cel er a tion in in vest ment, and a lower (pos i tive) con tri bu tion 

from net ex ter nal de mand. How ever, la bour mar ket con di tions con tinued to de te ri o rate, with a rise in
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(3) For more details on the national and international environment in 2007, see the section “The Portuguese economy in 2007” in this issue of the Eco nomic
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(4) For a detailed analysis of financial developments in the third quarter of 2007, see “Box 1. Recent turbulence in financial markets”  in the section “The
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(5) For details on overall risks to and vulnerabilities of financial stability, namely the persistence of global macroeconomic imbalances, see “Chapter 2.
Mac ro eco nomic and Fi nan cial Risks”, Financial Stability Report, 2006, Banco de Por tu gal. 55555555

(6) For more details on the ECB’s monetary policy and the monetary and financial conditions of the Portuguese economy in the first half of 2007, see “Section 3.
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the un em ploy ment rate and a de cline in em ploy ment. In this pe riod, gen eral gov ern ment bor row ing re -

quire ments de clined, while credit to the non-fi nan cial pri vate sec tor re corded a fur ther con sid er able

ex pan sion. This sec tor’s net bor row ing  con tinued to be chiefly met by the non-res i dent sec tor, through

the in ter me di a tion of the bank ing sys tem. How ever, in con trast to pre vi ous years, when ex ter nal fi -

nanc ing was pre dom i nantly ob tained in in ter na tional mar kets via the is su ance of bonds by branches

and sub sid iar ies abroad of Por tu guese bank ing groups, in the first half of this year there was a marked

flow of net debt is su ance by fi nan cial in sti tu tions in the do mes tic mar ket, mostly un der writ ten by

non-res i dents.7 As a whole, the net borrowing of the Portuguese economy declined from the first half of 

2006, by around 2 percentage points of GDP.

In the first half of 2007 the ac tiv ity of the Por tu guese bank ing sys tem took place in a con text of tight -

ened mon e tary con di tions and over all fa vour able sit u a tion in in ter na tional fi nan cial mar kets.

Long-term in ter est rates re mained on an up ward trend, while spreads on pri vate debt nar rowed slightly 

from those ob served in the sec ond half of 2006. Stock price in di ces con tinued to grow strongly, not -

with stand ing a pe riod of some tur bu lence at the end of Feb ru ary/early March. In Por tu gal, the val u a tion 

of the PSI Geral in dex, by around 20 per cent, was more sig nif i cant than those of the S&P 500 and the

Dow Jones Euro Stoxx (Chart 2.1). As far as pub lic debt is con cerned, the dif fer en tial be tween yields of 

Por tu guese and German Treasury bonds remained virtually unchanged.

In the first half-year, mar ket in di ca tors on Por tu guese banks con tinued to evolve pos i tively over all,

keep ing the trends of the pre vi ous year. The PSI in dex of Fi nan cial ser vices in creased by more than 30 

per cent, i.e. above the PSI Geral in dex (Chart 2.2). In gen eral, the stock prices of Por tu guese banks

fol lowed this trend (Chart 2.3). Price de vel op ments in this mar ket seg ment have been in flu enced since

March 2006 by the take over bid by Mil len nium BCP for BPI, an nounced on that date and closed in May

2007 with no ef fect on the struc ture of the Por tu guese bank ing sys tem. In the course of the first half of

2007, spreads be tween the fixed-rate debt of Por tu guese banks and Trea sury bonds re mained rel a -

tively sta ble at low levels (Chart 2.4). In ad di tion, rat ing agen cies re vised up wards the as sess ment of
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Chart 2.1

PRICE DEVELOPMENTS IN STOCK MARKETS

Source: Bloomberg.
Note: Lat est ob ser va tion: 31 Oc to ber 2007.

Chart 2.2

DEVELOPMENTS IN THE STOCK PRICES OF

FINANCIAL CORPORATIONS
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(7) This procedure change by Portuguese banking groups was reflected in a change in the nature of the external financing flows corresponding to the already
mentioned intermediation of the banking system and recorded in the financial account of balance of payments. For details on this subject, see “Section 7.3
The financial account in the first half of 2007” of the sec tion “The Por tu guese econ omy in 2007",  in this is sue of the Eco nomic Bul le tin.  77777777



the ma jor Por tu guese bank ing groups. Hence, in March, Stan dard & Poor’s up graded the rat ings given 

to Santander Totta and BES, hav ing as signed a pos i tive out look to the Mil len nium BCP group. In the

fol low ing month Moody’s re vised the meth od ol o gies used in rat ing anal y sis, giv ing rise to a pos i tive re -

vi sion of the rat ings of sev eral Por tu guese banks.8 In May Fitch re vised the out look for CGD, fol low ing

the re vi sion of the out look for the Por tu guese Re pub lic from neg a tive to sta ble. More re cently, at

end-Au gust, Stan dard & Poor’s as signed a positive outlook to CGD, reflecting improved profitability

and asset quality.

As pre vi ously men tioned, in the third quar ter of the year the sit u a tion in the ma jor in ter na tional fi nan cial 

mar kets changed con sid er ably. This ma teri al ised into a sharp in crease in vol a til ity in in ter na tional fi -

nan cial mar kets and in un cer tainty among their play ers, as well as into a sub stan tial de cline in li quid ity

in the whole sale fund ing markets of financial institutions.

In Por tu gal fi nan cial and money mar ket tur bu lence was sim i lar to that seen in most in ter na tional mar -

kets, ma teri al is ing through the up ward re ad just ment of risk premia, with an in crease in the de mand for

less risky as sets. Ini tially, there was a de cline in Por tu guese Trea sury bonds’ yields, in par al lel with the

wid en ing of the spread over Ger man pub lic debt.9 The up ward trend of long-term in ter est rates was re -

sumed in mid-Sep tem ber, and the risk pre mium un der ly ing the Por tu guese pub lic debt re turned to

levels similar to those observed since mid-2005.

Spreads on the debt of Por tu guese com pa nies also wid ened con sid er ably. As in most mar kets, risk

premia on non-fi nan cial cor po ra tions’ debt in creased con sid er ably since end-July, while for fi nan cial

in sti tu tions the change was less sharp than in other mar kets. In late Oc to ber, non-fi nan cial cor po rate

bond spreads stood at levels close to those seen in the third quar ter of 2006 (Chart 2.5). 
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Chart 2.3

DEVELOPMENTS IN THE STOCK PRICES OF

THREE PORTUGUESE BANKS
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Chart 2.4

SPREADS OF SUBORDINATED FIXED-RATE DEBT

SECURITIES ISSUED BY EUROPEAN BANKS
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De vel op ments in the risk premia of Por tu guese fi nan cial in sti tu tions’ se cu ri ties were broadly in line with 

the in crease re corded by most Eu ro pean banks, to wards the end-2002 levels (Ta ble 2.1, Charts 2.4

and 2.6). 

Be tween mid-Sep tem ber and mid-Oc to ber, spreads over bonds is sued by Por tu guese banks moved in 

tan dem with the gen eral down ward trend, re main ing how ever far above the levels of end-July 2007. In

the sec ond half of Oc to ber, though, the dis clo sure of in come ac counts by a num ber of com pa nies, par -

tic u larly banks, for the third quar ter of 2007 and also the strong in crease in oil prices gave rise to a fur -

ther height en ing of in sta bil ity in some seg ments of in ter na tional fi nan cial mar kets. This trans lated once 

more into in creases in pri vate debt spreads and sharp fluc tu a tions in stock prices. De vel op ments in

the prices of Por tu guese banks’ shares were par tic u larly af fected by the merger pro posal put for ward

by BPI for Mil len nium BCP on 25 Oc to ber. De spite the fact that the terms ini tially pro posed by BPI were 

not ac cepted by Mil len nium BCP, on the 30th both in sti tu tions agreed to enter into talks aiming at an

agreement on the merger project.

Through out the third quar ter as a whole, the PSI Geral in dex de clined by ap prox i mately 12 per cent. In

the same pe riod the fall in the Fi nan cial Ser vices PSI in dex was more marked, reach ing al most 20 per

cent. Sub se quently, sim i larly to the ma jor ity of in ter na tional stock price in di ces, losses re corded in the

most tur bu lent pe riod were to a cer tain ex tent re versed (Chart 2.1). How ever, the re cov ery of the PSI

Geral in dex has been more mod er ate than in other mar kets, though the change since the be gin ning  of

the year is pos i tive and above those of S&P 500 and Dow Jones Euro Stoxx. In the spe cific case of fi -

nan cial ser vices com pa nies, the cu mu la tive val u a tion of the stock price in dex amounted to 18 per cent

from the beginning of the year up to the end of October.

The ex po sure of Por tu guese banks to the sub-pri me mort gage mar ket is vir tu ally non-ex is tent, be it di -

rectly or in di rectly. The im pact of the in ter na tional fi nan cial mar ket tur moil on the Por tu guese bank ing

sys tem has been most ap par ent in fund ing through whole sale mar kets. Sim i larly to Eu ro pean banks,

Por tu guese banks par tic i pat ing in the Bank Lend ing Sur vey of Oc to ber re ported a num ber of dif fi cul -

ties in tap ping whole sale mar kets for fund ing in the course of the third quar ter of 2007. These were

seen not only in the in ter bank un se cured money mar ket for op er a tions with a ma tu rity of more than one 
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Chart 2.5

SPREADS OF BONDS ISSUED BY PORTUGUESE

NON-FINANCIAL CORPORATIONS
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Chart 2.6

CREDIT DEFAULT SWAP SPREADS OF

PORTUGUESE BANKS (SENIOR 5 YEARS)
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Table 2.1

SPREADS OF FIXED-RATE SECURITIES ISSUED BY EUROPEAN BANKS(a)

Subordinated 

(Y/N)
Maturity 

Rating Bloomberg

Composite(b)

31-12-06 23-07-07 31-10-07

Spread 

(p.p.)

Spread 

(p.p.)

Spread 

(p.p.)

Change since 

31 Dec. 2006 (p.p.)

Change since

 23 Jul. 2007 (p.p.)

Change vis-à-vis the

maximum(c) (p.p.) 

BBV INT’L FIN (CAYMAN) Y 24/12/2009 AA- 0.42 0.49 0.74 0.32 0.25 -0.14

ING BANK NV Y 15/06/2010 AA- 0.25 0.23 0.38 0.13 0.15 -0.53

SANTANDER CENT HISP ISSU Y 05/07/2010 AA- 0.34 0.28 0.55 0.21 0.27 -2.05

SANTANDER CENT HISP ISSU Y 14/03/2011 AA- 0.37 0.31 0.65 0.28 0.35 -1.88

ING BANK NV Y 19/12/2035 AA- 0.64 0.60 0.73 0.09 0.14 0.00

CAIXA GERAL DEPOSIT FIN Y 12/10/2009 A+ 0.37 0.37 0.74 0.37 0.37 -0.33

BANK OF IRELAND Y 10/02/2010 A+ 0.30 0.34 0.79 0.48 0.45 -0.15

BBV INTL FINANCE LTD Y 25/02/2010 A+ 0.31 0.30 0.71 0.40 0.41 -1.05

ABN AMRO BANK NV Y 28/06/2010 A+ 0.31 0.23 0.50 0.19 0.28 -0.61

POPULAR CAPITAL SA Y 29/10/2049 A+ 1.83 1.50 1.56 -0.26 0.07 -0.66

BCP FINANCE BANK LTD Y 29/03/2011 A 0.43 0.46 0.91 0.48 0.45 -1.43

BES FINANCE LTD Y 17/05/2011 A 0.45 0.45 0.97 0.52 0.51 -1.25

SNS BANK NEDERLAND Y 15/04/2011 A 0.33 0.40 0.60 0.27 0.20 -0.39

HYPOVEREINS FINANCE NV Y 25/02/2008 A- 0.38 0.35 0.94 0.56 0.58 -1.87

BANCO INTERCONTINENTAL Y 29/05/2008 NR 1.20 1.80 3.01 1.81 1.21 0.00

BANKINTER SA Y 18/12/2012 NR 0.53 0.58 0.94 0.41 0.35 0.00

BANCO SANTANDER SA N 15/03/2009 AAA 0.23 0.17 0.41 0.17 0.23 -0.10

BANCO SANTANDER SA N 19/12/2008 AAA 0.16 0.17 0.36 0.20 0.20 -0.13

BANCO SANTANDER SA N 10/09/2010 AAA 0.15 0.20 0.36 0.21 0.16 -0.14

RABOBANK NEDERLAND N 02/07/2010 AA+ 0.02 0.02 0.12 0.09 0.09 -0.20

BANCO ESPANOL DE CREDITO N 23/02/2011 AA+ 0.19 0.26 0.40 0.20 0.13 -0.11

BANCO ESPANOL DE CREDITO N 12/05/2010 AA+ 0.16 0.21 0.37 0.21 0.16 -0.15

CAIXA GERAL DE DEPOSITOS N 18/06/2008 AA 0.27 0.15 0.50 0.23 0.35 -0.17

CAIXA GERAL DE DEPOSITOS N 18/10/2012 AA- 0.35 0.42 0.65 0.31 0.24 -0.03

BANK OF IRELAND N 22/10/2010 AA- 0.34 0.37 0.61 0.27 0.24 -0.05

BCP FINANCE BANK LTD N 31/03/2024 A+ 0.68 0.56 0.56 -0.12 0.00 -0.74

BCP FINANCE BANK LTD N 22/12/2008 A+ 0.33 0.24 0.67 0.34 0.43 -0.13

BES FINANCE LTD N 25/03/2010 A+ 0.40 0.38 0.66 0.27 0.28 -0.14

SNS BANK NEDERLAND N 12/11/2014 A+ 0.38 0.47 0.71 0.33 0.25 0.00

BANCO BPI SA CAYMAN N 14/11/2035 A 0.64 0.56 0.41 -0.23 -0.16 -0.98

BANCO PORTUGUES DE INVES N 05/10/2009 A 1.82 1.94 2.38 0.55 0.44 -0.19

BCP FINANCE BANK LTD N 12/07/2011 A 1.71 1.96 2.19 0.48 0.24 -0.21

SNS BANK NEDERLAND N 14/02/2008 A 0.27 0.26 0.74 0.47 0.48 -0.26

SNS BANK NEDERLAND N 28/05/2014 A 1.96 1.94 2.52 0.56 0.58 -0.24

BAYER HYPO- VEREINSBANK N 17/03/2014 NR 0.24 0.28 0.39 0.15 0.11 -0.25

EUROHYPO SA DUBLIN N 12/03/2009 NR 0.34 0.37 0.69 0.35 0.32 -0.22

BES FINANCE LTD N 12/02/2009 NR 0.35 0.27 0.67 0.32 0.40 -0.11

BANCO SABADELL SA N 15/06/2015 NR 0.28 0.41 0.51 0.22 0.10 -0.06

BANCO SABADELL SA N 26/01/2011 NR 0.19 0.25 0.43 0.24 0.18 -0.09

BANCO POP VERONA NOVARA N 21/01/2009 NR 0.33 0.33 0.65 0.32 0.32 -0.14

Average 0.51 0.52 0.82 0.31 0.29 -0.43

Sources: Bloomberg and Banco de Por tu gal.
Notes: (a) Sam ple of banks de fined by tak ing into ac count banks whose size is com pa ra ble to that of the Por tu guese banks con sid ered. In ad di tion, the rat ings and ma tu ri ties of bonds con sid ered in this ta ble are close to those of the Por tu guese banks ana lysed, to en sure the com pa ra bil ity of spreads. (b) Bloomberg Com pos ite -
av er age of Moody’s and S&P’s rat ings. (c) Max i mum ob served since the beginning of 2002.



week, but also in the short and me dium to long-term debt mar kets, and in loan se curi ti sa tion mar kets.week, but also in the short and me dium to long-term debt mar kets, and in loan se curi ti sa tion mar kets.

In gen eral terms, Por tu guese banks an tic i pated a grad ual im prove ment in the money mar ket and in

debt mar kets through out the last quar ter of the year. How ever, they fore saw a slight wors en ing of dif fi -

cul ties in loan se curi ti sa tion mar kets, es pe cially in loans for house pur chase. In this con text, for the

fourth quar ter re spon dent in sti tu tions ex pected to tighten their credit stan dards and cri te ria for the ap -

proval of loans to the non-fi nan cial pri vate sec tor (al ready seen in the third quarter), materialised into

higher spreads and possibly in restrictions in amounts granted.    

Dis tur bances in in ter na tional fi nan cial mar kets did not have a vis i ble im pact on the eco nomic sen ti -

ment of Por tu guese con sum ers and en tre pre neurs, which gen er ally con tinued to fol low the pre vi ously

observed trends. 

3. DEVELOPMENTS IN THE BANKING SYSTEM IN THE COURSE OF 2007

3.1. Activity

In June 2007 the bank ing sys tem’s ac tiv ity, as sessed by to tal as sets on a con sol i dated ba sis of the

groups un der anal y sis, in creased by around 12 per cent year-on-year (Ta ble 3.1.1). Loans to cus tom -

ers (in clud ing those se curi tised) con tinued to make the most im por tant con tri bu tion to the ex pan sion of 

as sets, grow ing at a higher rate than loans granted by res i dent banks to the res i dent non-fi nan cial pri -

vate sec tor. This dem on strated the grow ing role played by the ac tiv ity of sub sid iar ies abroad of

Portuguese banking groups. 

In the do mes tic mar ket, bank credit to the non-fi nan cial pri vate sec tor ac cel er ated slightly, mainly re -

flect ing higher growth in credit to non-fi nan cial cor po ra tions. Lend ing to house holds re mained on a de -

cel er at ing trend, re flect ing de vel op ments in loans for house pur chase, given that con sumer credit and

other lend ing grew at a more ro bust pace.10

The pos i tive per for mance of stock mar kets dur ing the first half of the year trans lated into con sid er able

growth in the port fo lio value of cap i tal in stru ments. Data point out also that net pur chases of debt se cu -

ri ties were re corded in the same period.

Li a bil i ties rep re sented by se cu ri ties were again the main con trib u tor to the fi nanc ing of the in sti tu tions

un der anal y sis. In turn, re sources from cus tom ers, the main item of banks’ li a bil i ties, con tinued to grow

by around 5 per cent year-on-year.11 

In for ma tion re leased up to the cut-off date for this ar ti cle on the main do mes tic bank ing groups points

to the main te nance through out the third quar ter of the year of the trends seen in the first half-year,

namely an ex pan sion of as sets es sen tially sup ported by credit granting.

3.2. Profitability

The bank ing sys tem’s prof it abil ity in di ca tors on a con sol i dated ba sis de clined some what in the first half 

of 2007 from the same pe riod a year ear lier (Ta ble 3.2.1). How ever, the change ob served mainly re -

flects a base ef fect as so ci ated with the par tic u larly high level of the prof it abil ity in di ca tors of one of the

main bank ing groups in the first half of 2006. In fact, prof its for the first half of 2006 largely re flected
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(10) Developments in bank credit are analysed in greater detail in “Section 3.5 Credit risk”. 1010101010101010

(11) A more detailed analysis of developments in the financing of the banking system and its articulation with the liquidity risk can be found in “Section 3.4
Liquidity risk”. 1111111111111111
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Table 3.1.1

BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR million As a percentage of total assets Year-on-year rate of change (per cent)

2005 2006 2007 2005 2006 2007 2005 2006 2007

Dec Jun Dec Jun Dec Jun Dec Jun Dec Jun Dec Jun

Cash and claims on central banks 6 205 5 498 6 907 4 802 2.0 1.7 2.0 1.4 -17.9 20.0 11.3 -12.7

Claims and investment in other credit institutions 30 876 27 848 31 442 27 585 10.1 8.8 9.3 7.8 23.3 6.0 1.8 -0.9

Net credit to customers 199 873 207 980 222 898 235 354 65.3 65.8 65.9 66.7 9.4 8.3 11.5 13.2

Financial assets measured at fair value through profit or loss 18 150 20 527 20 137 23 171 5.9 6.5 6.0 6.6 40.7 13.1 11.0 12.9

Available-for-sale financial assets 14 037 16 667 17 965 21 305 4.6 5.3 5.3 6.0 -5.2 21.7 28.0 27.8

Held-to-maturity investments 718 746 663 583 0.2 0.2 0.2 0.2 38.0 15.6 -7.6 -21.8

Hedging derivatives 816 1 051 1 096 1 643 0.3 0.3 0.3 0.5 17.8 -25.8 34.3 56.3

Securitised non-derecognised assets 14 186 14 580 15 391 17 617 4.6 4.6 4.6 5.0 16.7 42.8 8.5 20.8

Investment in subsidiaries 3 475 3 752 4 070 2 988 1.1 1.2 1.2 0.8 33.0 10.6 17.1 -20.4

Tangible and intangible assets 3 886 3 939 4 232 4 275 1.3 1.2 1.3 1.2 7.6 2.8 8.9 8.5

Other assets 13 768 13 266 13 269 13 714 4.5 4.2 3.9 3.9 40.5 -8.5 -3.6 3.4

Total assets 305 989 315 853 338 070 353 037 100.0 100.0 100.0 100.0 12.3 9.4 10.5 11.8

Resources from central banks 6 215 8 450 1 739 1 977 2.0 2.7 0.5 0.6 75.5 45.1 -72.0 -76.6

Resources from other credit institutions 38 840 43 776 42 921 45 146 12.7 13.9 12.7 12.8 16.6 17.0 10.5 3.1

Resources from customers and other loans 149 139 146 871 156 633 153 692 48.7 46.5 46.3 43.5 4.5 4.7 5.0 4.6

Financial liabilities held for trading 4 306 5 626 5 397 6 967 1.4 1.8 1.6 2.0 66.3 37.9 25.3 23.8

Liabilities represented by securities 62 807 65 207 81 254 93 419 20.5 20.6 24.0 26.5 12.8 8.6 29.4 43.3

Subordinated debt 9 973 9 789 9 890 9 623 3.3 3.1 2.9 2.7 0.9 -3.2 -0.8 -1.7

Hedging derivatives 956 1 371 1 744 2 645 0.3 0.4 0.5 0.7 70.1 15.2 82.4 92.8

Liabilities for non-derecognised assets 2 363 2 681 4 130 4 852 0.8 0.8 1.2 1.4 n.a. 174.5 74.8 81.0

Other liabilities 13 608 11 988 12 641 11 862 4.4 3.8 3.7 3.4 35.9 -12.8 -7.1 -1.0

Total liabilities 288 208 295 759 316 349 330 183 94.2 93.6 93.6 93.5 11.5 8.1 9.8 11.6

Capital 17 782 20 095 21 721 22 855 5.8 6.4 6.4 6.5 26.8 32.8 22.2 13.7

Total equity and liabilities 305 989 315 853 338 070 353 037 100.0 100.0 100.0 100.0 12.3 9.4 10.5 11.8

Source: Banco de Por tu gal.
Note: n.a. not avail able.
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Table 3.2.1

PROFIT AND LOSS ACCOUNT
(a)

On a consolidated basis

EUR million As a percentage of average assets(b)
Year-on-year rate of

change (per cent)

2005 2006 2007 2005 2006 2007 2006 2007

Year S1 Year S1 Year S1 Year S1 S1 S1

1. Interest income 13 977 8 043 17 258 10 184 4.84 5.22 5.45 5.97 19.8 26.6

2. Interest expenses 8 601 5 163 11 273 6 908 2.98 3.35 3.56 4.05 26.4 33.8

3. Financial margin (1-2) 5 375 2 880 5 985 3 276 1.86 1.87 1.89 1.92 9.6 13.8

4. Income from capital instruments 217 138 164 150 0.08 0.09 0.05 0.09 -23.1 8.0

5. Income from net services and commissions 2 212 1 194 2 473 1 236 0.77 0.77 0.78 0.72 14.3 3.6

6. Income from financial assets and liabilities measured at fair value 505 -118 -40 273 0.17 -0.08 -0.01 0.16 - -

7. Income from available-for-sale financial assets 663 230 455 403 0.23 0.15 0.14 0.24 149.1 75.6

8. Income from foreign exchange revaluation 53 281 498 113 0.02 0.18 0.16 0.07 - -59.8

9. Income from the sale of other financial assets 366 505 758 168 0.13 0.33 0.24 0.10 381.6 -66.7

9.a Income from the sale of other financial assets - adjusted 366 196 448 168 0.13 0.13 0.14 0.10 86.6 -14.1

10. Other net operating profit and loss 417 283 596 256 0.14 0.18 0.19 0.15 -14.4 -9.8

10.a Other net operating profit and loss - adjusted 417 263 577 256 0.14 0.17 0.18 0.15 -20.4 -3.0

11. Gross income (3+4+5+6+7+8+9+10) 9 809 5 393 10 890 5 876 3.40 3.50 3.44 3.44 16.6 9.0

11.a Gross income - adjusted (3+4+5+6+7+8+9a+10a) 9 809 5 064 10 561 5 876 3.40 3.28 3.33 3.44 9.5 16.0

12. Staff costs 3 300 1 614 3 348 1 603 1.14 1.05 1.06 0.94 8.8 -0.7

13. General administrative costs 1 956 957 2 020 1 030 0.68 0.62 0.64 0.60 4.7 7.6

14. Depreciation and amortisation 465 215 445 228 0.16 0.14 0.14 0.13 -3.5 6.1

15. Provisions net of restitutions and annulments 187 55 129 116 0.06 0.04 0.04 0.07 82.9 110.3

16. Impairment losses and other net value adjustments 1 138 478 1 069 715 0.39 0.31 0.34 0.42 -18.5 49.6

17. Appropriation of income from associates and joint ventures (equity method) 217 152 231 139 0.08 0.10 0.07 0.08 62.3 -8.9

17.a Appropriation of income from associates and joint ventures (equity method) - adjusted 217 110 189 139 0.08 0.07 0.06 0.08 17.4 25.9

18. Income before taxes and minority interests (11-12-13-14-15-16+17) 2 981 2 226 4 109 2 322 1.03 1.44 1.30 1.36 50.2 4.3

18.a Income before taxes and minority interests - adjusted (11a-12-13-14-15-16+17a) 2 981 1 855 3 737 2 322 1.03 1.20 1.18 1.36 25.1 25.2

19. Taxes on profit 401 319 722 395 0.14 0.21 0.23 0.23 19.0 23.8

20. Income before minority interests (18-19) 2 580 1 907 3 387 1 927 0.89 1.24 1.07 1.13 57.1 1.1

20.a Income before minority interests - adjusted (18a-19) 2 580 1 535 3 015 1 927 0.89 1.00 0.95 1.13 26.5 25.5

21. Minority interests (net) 383 341 579 343 0.13 0.22 0.18 0.20 123.2 0.6

22. Net profit and loss (20-21) 2 197 1 566 2 807 1 584 0.76 1.02 0.89 0.93 47.6 1.2

22.a Net profit and loss - adjusted (20a-21) 2 197 1 194 2 436 1 584 0.76 0.77 0.77 0.93 12.6 32.6

Source: Banco de Por tu gal.
Note: (a) The ad just ment in some of the items (namely in lines 9, 10 and 17) re fers to the de duc tion of the ef fect of the re struc tur ing of par tic i pat ing in ter ests in com pa nies of the in sur ance sec tor con ducted by one of the ma jor bank ing groups con sid ered in the anal y sis in the first quar ter of 2006. How ever, the cor re spond ing ad just -
ment was not made in the items of taxes on profit and mi nor ity in ter ests (net) (lines 19 and 21). (b) Half-year data are annualised.



one-off op er a tions as so ci ated with a re struc tur ing of the par tic i pat ing in ter ests of com pa nies be long ing 

to the group and op er at ing in the in sur ance sec tor. Ex clud ing the ef fect of these op er a tions that oc -

curred in the pre vi ous year, there was an in crease in both the re turn on as sets (ROA) and the return on

equity (ROE) of the banking system (Chart 3.2.1).

Ac cord ing to the re sults al ready pre sented for the first three quar ters of the year, the main do mes tic

bank ing groups seem to have main tained rel a tively high prof it abil ity levels, in spite of the neg a tive im -

pact of fi nan cial mar ket de vel op ments through out the third quarter of the year.

The said in crease in ROA in the first half-year was mainly due to the very pos i tive evo lu tion of in come

as so ci ated with the hold ing of port fo lios and po si tions as sumed in cap i tal mar kets, as well as to very

sub dued growth in op er a tional costs and, al beit to a lesser ex tent, to the in crease in the fi nan cial mar -

gin. By con trast, provisioning and im pair ment in creased con sid er ably, and net com mis sions grew

more mod er ately. De vel op ments in net com mis sions were es sen tially due to the costs as sumed by

one in sti tu tion in the prep a ra tion of a take over bid, while com mis sions received continued to grow

strongly (Chart 3.2.2).

When ad justed for the im pact of the above-men tioned re struc tur ing of hold ings con ducted by one

bank ing group in the first half of 2006 (which con sid er ably af fected prof its from the sale of other fi nan -

cial as sets), in come from the port fo lio of se cu ri ties and fi nan cial in vest ments made the most im por tant

pos i tive con tri bu tion to de vel op ments in ROA.12 This was ob served in a con text of ris ing money mar ket 

in ter est rates, still low risk premia and in crease in stock prices in in ter na tional mar kets. Hence, debt

and cap i tal in stru ments in the bank ing sys tem’s se cu ri ties port fo lios made a con sid er able con tri bu tion

to the in crease in prof its. This in crease seems to have been partly coun tered, in ag gre gate terms,
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Chart 3.2.1

RETURN ON ASSETS (ROA) AND RETURN ON

EQUITY (ROE)
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Source: Banco de Por tu gal.
Notes: The break in the se ries cor re sponds to the change in ac count ing stan dards, which 
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der anal y sis. (a) The ad -
justed in di ca tor is ob tained by de duct ing from profit and loss the im pact of the re struc tur -
ing of par tic i pat ing in ter ests in com pa nies of the in sur ance sec tor con ducted by one of the 
major banking groups.

(12) This concept of income from the portfolio of securities and financial investments corresponds to the sum of “Income from financial assets and liabilities
measured at fair value through profit or loss”, “Income from available-for-sale financial assets”, “Income from the sale of other financial assets” and “Income
from foreign exchange revaluation”.



by the neg a tive con tri bu tion as so ci ated with de riv a tive in stru ments, typ i cally used to re duce ex po sure

to fluc tu a tions in fi nan cial mar kets13 (Chart 3.2.3). 

Ban co de Por tu gal | Economic Bulletin

Autumn 2007 | Economic Policy and Situation

72

Chart 3.2.2

CHANGE IN RETURN ON ASSETS - ROA 
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com pa nies (namely in the in sur ance sec tor) con ducted by one of the ma jor groups con sid ered. (b) Op er a tional costs in clude staff costs, gen eral ad min is tra tive spend ing and de pre ci a -
tion. (c) In come from associates and joint ventures (equity method).

Financial margin
Net commissions
Income from capital instruments

Other financial results(a)

Other operating profit and loss(a)

Operational costs (b)

Provisions and impairment (net)

Appropriation of results from associate companies(a),(c)

Change in ROA
Change in ROA - Adjusted 

Impact of the restructuring of participating interests in 
companies conducted by one of the major banking 
groups

Chart 3.2.3

CHANGE IN OTHER FINANCIAL RESULTS
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considered.

(13)  With the introduction of the International Accounting Standards (IAS) in 2005, a significant part of banking assets started to be recorded at fair value, which
rendered the financial statements of banking institutions more sensitive to fluctuations in financial markets.



Sub dued growth in op er a tional costs, in par tic u lar the vir tual sta bili sa tion of staff costs, also con trib -

uted to in crease prof it abil ity. This largely re sulted from the de crease in costs with early re tire ments

(which had been sig nif i cant in the first half of 2006) that al most en tirely off set the rise in com pen sa tion

of em ploy ees (ex clud ing so cial charges), i.e. around 6 per cent. Hence, the cost-to-in come ra tio con -

tinued to fol low the down ward trend seen in pre vi ous pe ri ods14 (Chart 3.2.4).

The fi nan cial mar gin in creased by 14 per cent in the first half of 2007 from the same pe riod a year ear -

lier, thus in creas ing its con tri bu tion to ROA. As a re flec tion of the rise in money mar ket in ter est rates in

the wake of the rise in the key ECB rates, av er age im plicit in ter est rates in the to tal out stand ing

amounts of the main bank ing op er a tions in creased con sid er ably, and there was a wid en ing of the dif -

fer en tial be tween im plicit in ter est rates on as sets and li a bil i ties (Ta ble 3.2.2). This evo lu tion was es -

sen tially re lated to con tin u ing strong growth in net credit to cus tom ers (one of the as sets with the

high est rates of re turn), lim ited by the fact that, in the pe riod un der re view, fi nanc ing was largely made

through the is su ance of debt se cu ri ties, given the mod er ate growth that char ac ter ised de vel op ments in 

re sources from cus tom ers. Yet, the vol ume ef fect was a de ter mi nant fac tor of the over all in crease in

the fi nan cial mar gin, in net terms.15 

Against this back ground, the to tal in ter est rate mar gin in op er a tions with cus tom ers in creased again

very slightly in the first half of 2007 (Chart 3.2.5). This wid en ing of the to tal dif fer en tial with cus tom ers

mainly re flected the in crease in the in ter est mar gin of de posit op er a tions. In turn, the trend nar row ing

of the in ter est dif fer en tial of lend ing op er a tions, seen in all seg ments of credit granted to the non-fi nan -

cial pri vate sec tor, con tinued to be ob served. This be hav iour of the dif fer en tial is typ i cally ob served in

pe ri ods of money mar ket in ter est rate rise due to a lag in the pas s-through of these rates to in ter est

rates on the out stand ing amount of op er a tions with cus tom ers.16
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Chart 3.2.4

COST-TO-INCOME RATIO

Breakdown by type of cost
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Source: Banco de Por tu gal.
Notes: The break in the se ries cor re sponds to the change in ac count ing stan dards, which also im plied a re def i ni tion of the group of bank ing in sti tu tions un der anal y sis. (a) The ad justed in -
di ca tor is ob tained by de duct ing from profit and loss the im pact of the re struc tur ing of par tic i pat ing in ter ests in com pa nies of the in sur ance sec tor con ducted by one of the major banking
groups.

(14) The cost-to-income indicator corresponds to the ratio of operational costs (defined as the sum of staff costs, administrative costs and depreciation and
amortisation) to gross income.

(15) This means that the higher growth of assets compared to that of interest-bearing liabilities had a more significant impact on the positive change in the
financial margin than the widening of the differential between the average rate of return on total amounts outstanding of assets and the average rate of return 
on liabilities.

(16) This does not necessarily reflect a widening of the differential between rates on new business.



In ad di tion to this ef fect, other fac tors seem to have con trib uted to the wid en ing of the to tal dif fer en tial

with cus tom ers. In de posit op er a tions, the in crease in the dif fer en tial also re flects the sig nif i cant weight 

that sight li a bil i ties have in to tal de pos its, since this type of re sources typ i cally has sub stan tially lower
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Table 3.2.2

IMPLICIT AVERAGE INTEREST RATES OF THE MAIN BALANCE SHEET ITEMS(a)

Per cent

2001 2002 2003 2004 2005 2006 2007

Jun Dec Jun Dec Jun Dec Jun Dec Jun Dec Jun Dec Jun

Remunerated 

interest-bearing assets 5.78 5.44 4.56 4.24 4.12 3.88 3.51 3.30 4.33 4.22 4.31 4.56 5.14

of which:

Interbank assets (b) 4.46 4.09 3.00 2.79 2.47 2.23 1.91 1.77 2.38 2.69 3.05 3.71 3.81

Non-interbank assets

Credit 6.64 6.26 5.36 4.94 4.84 4.60 4.19 4.00 4.74 4.56 4.65 4.86 5.48

Securities 5.43 5.05 4.31 4.08 4.11 3.96 3.62 2.94 5.17 4.85 4.51 4.52 5.37

Remunerated 

interest-bearing liabilities 3.86 3.59 2.79 2.61 2.45 2.28 2.01 1.87 2.35 2.32 2.43 2.71 3.18

of which:

Interbank liabilities (c) 4.77 4.42 3.19 3.00 2.65 2.42 2.13 2.02 3.19 2.89 3.19 3.58 4.35

Non-interbank liabilities

Deposits 3.03 2.81 2.27 2.10 1.97 1.80 1.53 1.45 1.65 1.60 1.64 1.80 2.13

Securities 4.51 4.12 3.41 3.17 3.14 3.12 2.81 2.46 3.21 3.03 3.15 3.72 4.00

Subordinated liabilities 5.75 5.48 4.70 4.53 4.35 4.30 4.03 3.72 4.79 4.61 4.73 4.82 5.37

Differentials (percentage points):

Remunerated assets - 

remunerated liabilities 1.92 1.86 1.77 1.63 1.68 1.60 1.50 1.43 1.98 1.90 1.88 1.84 1.96

Credit-deposits 3.61 3.45 3.09 2.84 2.87 2.81 2.66 2.56 3.09 2.96 3.01 3.05 3.35

Source: Banco de Por tu gal.
Notes: The break in the se ries cor re sponds to the change in ac count ing stan dards, which also im plied a re def i ni tion of the group of bank ing in sti tu tions un der anal y sis. (a) Im plicit av er age 
in ter est rates cal cu lated as the ra tio of ac cu mu lated in ter est flows to the av er age stock of the cor re spond ing item in the bal ance sheet. (b) In cludes cash, de mand de pos its with Banco de
Por tu gal, claims on credit in sti tu tions and in vest ments in credit in sti tu tions. (c) In cludes re sources col lected in central banks and other credit institutions.

Chart 3.2.5

INTEREST RATE DIFFERENTIALS 

IN OPERATIONS WITH CUSTOMERS
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Chart 3.2.6 

INTEREST RATE MARGINS IN LOANS
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re mu ner a tion than the re main ing de pos its and a lower sen si tiv ity to changes in money mar ket in ter est

rates. With re gard to lend ing op er a tions, ac cord ing to the re sults of the Bank Lend ing Sur vey of April

and June 2007, com pe ti tion among credit in sti tu tions, es pe cially no tice able in the mar ket seg ments of

loans to house holds for house pur chase and to non-fi nan cial cor po ra tions, should have con tinued to

fuel the nar row ing of in ter est mar gins, mainly as re gards me dium-risk cus tom ers. There was also a

com pres sion of the in ter est rate dif fer en tial in the seg ment of con sumer credit and other lend ing to

house holds (Chart 3.2.6). In ad di tion to the com pe ti tion fac tor re ported by banks par tic i pat ing in the

sur vey, ref er ence should be made to the sig nif i cant growth in the first half of the year of con sumer

credit and other lend ing with a ma tu rity of over five years, in line with 2006. These loans are gen er ally

as so ci ated with the pur chase of du ra ble con sumer goods, namely cars. For this ma tu rity, in ter est rates 

are, in gen eral, lower than those for shorter ma tu ri ties. There fore, the re duc tion of the over all in ter est

mar gin in this credit mar ket seg ment con tinued to re sult in part from this change in the com po si tion by

ma tu ri ties of the to tal amount out stand ing of con sumer credit and loans for pur poses other than house

pur chase. In ad di tion, some loans of this type con tracted with a longer maturity may be associated with 

real collateral, which will allow for lower interest differentials than those typical of this loan  category.

De vel op ments in provisioning and im pair ment losses, which rose re mark ably by around 55 per cent,

made a neg a tive con tri bu tion to the evo lu tion of prof it abil ity in the first half of 2007, com pared with the

same pe riod a year ear lier. In this vein, and con trary to re cent years, the con tri bu tion from com mis -

sions and other in ter me di a tion re sults to de vel op ments in ROA was neg a tive. In fact, this type of in -

come grew by 4 per cent, i.e. quite be low av er age as sets (around 10 per cent). How ever, the weak

growth of this com po nent was largely due to the in crease in com mis sions paid for ser vices sup plied by

third par ties, in which costs re lat ing to the take over bid by Millenium BCP for BPI had a con sid er able

im pact (Chart 3.2.7). Ex clud ing costs from com mis sions re lated to the take over bid, de vel op ments in

(net) in come from com mis sions and ser vices in the first half of 2007 would be in line with the trend

followed in the most recent periods, i.e. around 10 per cent. 

In the third quar ter of the year de vel op ments in the prof it abil ity of the main do mes tic bank ing groups

seem to have been neg a tively in flu enced by re sults as so ci ated with the port fo lio of se cu ri ties and, in

some cases, to in creases in im pair ment, in par tic u lar of credit. How ever, fa vour able de vel op ments in
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Chart 3.2.7

CHANGE IN NET INCOME FROM COMMISSIONS AND SERVICES

Breakdown by contribution
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the stock mar kets of emerg ing econ o mies seem to have bene fited the port fo lio of se cu ri ties of banks,

albeit in a less widespread manner.

3.3. Capital adequacy

In June 2007 the over all cap i tal ad e quacy ra tio of the in sti tu tions ana lysed, in con sol i dated terms,

stood at 10.2 per cent (10.9 and 11.5 per cent re spec tively in De cem ber and June 2006) (Ta ble 3.3.1).

The de cline in this ra tio since June 2006 was as so ci ated, on the one hand, with a change in the sec ond 

half of 2006 in reg u la tions on de duc tions of par tic i pat ing in ter ests and fi nan cial in stru ments held by

bank ing in sti tu tions in com pa nies re lated to the in sur ance sec tor, which af fected own funds. On the

other hand, it was also re lated to an ac cel er a tion in own funds re quire ments in the first half of 2007.

Tak ing into ac count orig i nal own funds only, the ra tio de clined as well, for which also con trib uted the

change in the method of de duc tion of the above-men tioned participating interests introduced in the

first half of 2007.

At the end of the first half-year, to tal own funds grew by 1.6 per cent year-on-year. This growth was

neg a tively in flu enced by the reg u la tory change men tioned above, due to which par tic i pat ing in ter ests

and in stru ments started to be in cluded in the se ries of to tal de duc tions from to tal own funds, with an es -

ti mated im pact on the over all cap i tal ad e quacy ra tio of slightly above 0.5 per cent age points in De cem -

ber 2006 and June 2007.17,18 Con versely, fa vour able de vel op ments in fi nan cial mar kets made a

pos i tive con tri bu tion to in come and re val u a tion re serves. Al ready in 2007 the pru den tial treat ment of
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Table 3.3.1

CAPITAL ADEQUACY

On a consolidated basis, EUR million

2003 2004 2005 2006 2007

Dec Dec Jun Dec Jun Dec Jun

1. Own funds

1.1. Original own funds 11 629 13 729 13 947 14 891 16 928 17 851 17 212

1.2. Additional own funds 7 615 8 337 9 872 10 776 10 151 9 914 9 663

1.3. Deductions 2 365 2 092 2 685 1 948 1 695 2 405 1 097

1.4. Supplementary own funds 0 1 0 0 0 0 11

Total own funds 16 880 19 975 21 135 23 719 25 384 25 360 25 789

2. Own funds requirements

2.1. Credit risk, counterparty risk and free deliveries 13 208 15 096 15 489 16 213 17 153 17 968 19 431

2.2. Position risks 261 488 573 493 451 468 565

2.3. Settlement risks 34 53 72 67 65 70 0

2.4. Foreign exchange risks 81 41 60 57 52 92 116

2.5. Operational risk 35

2.6. Other requirements 0 1 0 1 0 2 48

Total own funds requirements 13 584 15 679 16 194 16 830 17 721 18 599 20 194

3. Ratios (per cent)

3.1. Own funds/total requirements 124.3 127.4 130.5 140.9 143.2 136.4 127.7

3.2. Own funds/(total requirements x 12.5) 9.9 10.2 10.4 11.3 11.5 10.9 10.2

3.3. Original own funds/(total requirements x 12.5) 6.8 7.0 6.9 7.1 7.6 7.7 6.8

Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to a change in the pru den tial re port ing mod els. There fore, the anal y sis of own funds de vel op ments and of re quire ments shall be lim ited to to tal
ag gre gates, not in clud ing the items that comprise them.

(17) In accordance with Notice No 12/2006, the holding of the direct or indirect participations that create durable links or account for at least 20 per cent of voting
rights or of the capital of insurance and reinsurance undertakings and holding companies of the insurance sector, as well as the financial instruments
referred to in 1(b) of paragraph 9-D of Notice No 12/92 held with these entities, are now deducted from total own funds, by the respective net value recorded
on the assets side.

(18) This estimate was based on the assumption that the prudential rules in question remained unchanged from June 2006, and that institutions did not change
their decisions following the new regulations.



the said de duc tions changed. Al though not hav ing im pact at the level of the to tal amount of own funds,

the change af fected its com po si tion, since de duc tions started to di rectly af fect orig i nal own funds and

ad di tional own funds.19,20 This change made a con tri bu tion of slightly above 0.3 percentage points to

the decline in the original own funds adequacy ratio.

To tal own funds re quire ments in creased by 14 per cent year-on-year. This chiefly re flected growth in

re quire ments re lat ing to credit risk, counterparty risk and free de liv er ies (sim i larly to the pre vi ously de -

fined sol vency ra tio re quire ments).21 The rise in these re quire ments was as so ci ated with the ex pan -

sion of bank credit, stress be ing laid on the growth of loans to non-fi nan cial cor po ra tions and to

house holds for con sump tion and other pur poses. These busi ness seg ments are as so ci ated with

higher cap i tal re quire ments, when com pared with the seg ment of loans to house holds for house pur -

chase, typ i cally with real col lat eral. In turn, this lat ter seg ment, not with stand ing the slow down seen

since the first half of 2006, con tin ues to show ro bust growth rates, also con sid er ably contributing to the

increase in risk-weighted assets. 

3.4. Liquidity risk

In late June 2007 the li quid ity po si tion of do mes tic bank ing in sti tu tions was to a cer tain ex tent sim i lar to

that seen at the end of June 2006. In fact, the re spec tive li quid ity gaps were, as a whole, vir tu ally sta ble 

com pared with those seen in June 2006. The gap for the ho ri zon of up to one month re mained pos i tive

and those for ho ri zons of 3 months or more were neg a tive (more sig nif i cantly with the length en ing of

ma tu ri ties).22 In a con text of sta ble in ter na tional whole sale fi nanc ing mar kets, the gaps ob served

would not be li a ble to con di tion prices, quan ti ties and time struc tures of bank ing trans ac tions. How -

ever, given the emer gence of bor row ing dif fi cul ties in these mar kets stem ming from the in sta bil ity in in -

ter na tional fi nan cial mar kets, in sti tu tions seem to have changed some con di tions in re la tion ships with

their cus tom ers al ready in the course of the third quar ter of the year. This change trans lated into an in -

creased tight en ing of the stan dards of credit sup ply to the non-fi nan cial private sector and into more

competitive strategies in the collection of customer deposits.

In the 12-month pe riod ended in June 2007, the fi nanc ing struc ture of Por tu guese banks main tained

the main fea tures of its evo lu tion through out re cent years. These fea tures in te grate trends ob served at 

the in ter na tional level. There con tinued to be a sig nif i cant gap be tween flows as so ci ated with credit to

cus tom ers and re sources ob tained with them. These de vel op ments have been man aged by bank ing

in sti tu tions through in creased re course to mar ket fi nanc ing, mainly through the is sue of debt se cu ri ties 

(not of a sub or di nated na ture). Like wise, loan securitisations have con trib uted to the rais ing of me dium 

to long-term funds by the ma jor Por tu guese bank ing groups. Money mar ket fi nanc ing (net of in vest -

ments) has been used in li quid ity man age ment on a more conjunctural ba sis, en abling to ac com mo -

date, gen er ally in the first half of each year and on a tem po rary ba sis, im bal ances as so ci ated with the
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(19) Notice No 4/2007, which is part of the transposition of Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to the
taking up and pursuit of the business of credit institutions, changed the method of deduction of participating interests and financial instruments held by
banking institutions in companies related to the insurance sector, which are now deducted 50 per cent from original own funds and 50 per cent from
additional own funds (after implementing the limits for eligibility of additional own funds according to original own funds). 

(20) In June 2007 the time comparison of elements comprising own funds was also limited by the change in the prudential reporting tables introduced by
Instruction No 23/2007, in the wake of a project of the Committee of European Banking Supervisors (CEBS). This project aims at developing a reporting
model – common to different countries – for the capital adequacy ratio, in accordance with the new Community legislative framework governing the capital
adequacy regime. Following this change, some components of the various prudential maps ceased to have a direct matching to the definitions of the
previous models.

(21) The changing of the names of own funds requirements items is related to the introduction of the previously mentioned new prudential reporting tables.

(22) The liquidity gap is defined as the difference between liquid assets and liabilities due in each residual maturity ladder and provides an indication on the
financing needs that banking institutions have to meet within the projection horizon (as a percentage of total assets less highly liquid assets). For a detailed
description of the liquidity indicators usually used in the analyses of Banco de Portugal, see “Box 4.1 Mon i tor ing of the bank ing sys tem’s li quid ity risk, in the
Financial Stability Report, 2004, Banco de Por tu gal. 2222222222222222



sea sonal per for mance of some bal ance-sheet items.  Yet, it should be noted that the im por tance of this 

re course in total financing clearly decreased from the start of the decade (Charts 3.4.1 and 3.4.2). 

As al ready men tioned, in com par i son with the same month a year ear lier, in June 2007 li quid ity gaps of

do mes tic banks un der went neg li gi ble changes in ag gre gate terms, al though it is im por tant to re fer that

the gap for the lon gest ho ri zon of re sid ual ma tu rity wid ened fur ther, keep ing the trend seen since late

2004 (Chart 3.4.3).23

Es sen tially, the evo lu tion of the gap for the 1-year ho ri zon is based on the in crease in the fore cast re -

pay ments of se curi tised li a bil i ties, which are likely to im ply the re fi nanc ing of the me dium to long-term

is sues that took place in the most re cent years (Chart 3.4.4). From June 2006 there was an in crease in

re pay ments fore cast for all ho ri zons, in particular 3 to 12 months. 

The rel a tive sta bil ity of the li quid ity gaps of do mes tic in sti tu tions was seen in the con text of a fur ther

rise in the ra tio of credit to re sources from cus tom ers. These de vel op ments are not qual i ta tively dif fer -

ent when the cal cu la tion of the in di ca tor in cludes se curi tised loans and an es ti mate of se cu ri ties is sued 

by in sti tu tions and held by the respective customers (Chart 3.4.5).

Loans to cus tom ers re corded a year-on-year rate of change of close to 13 per cent in June 2007.24 In

turn, re sources from cus tom ers kept a year-on-year rate of change of close to 5 per cent (Chart 3.4.6).

Re sources col lected with res i dents (es sen tially de pos its) grew at a rate of close to 3 per cent. In turn,

non-res i dent cus tomer de pos its re corded a rate of change of 13 per cent, also re flect ing the ex pan sion 

of ac tiv ity car ried on abroad by the ma jor Portuguese banking groups.
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Chart 3.4.1

LIQUIDITY SOURCES OF THE BANKING SYSTEM
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Source: Banco de Por tu gal.
Notes: (Net) re sources from other credit in sti tu tions in clude net re sources from cen tral banks. Securitisations in clude de rec og nised and non-de rec og nised trans ac tions. The break in the
se ries cor re sponds to the change in ac count ing stan dards, which also im plied a re def i ni tion of the group of bank ing in sti tu tions under analysis. 

Chart 3.4.2

LIQUIDITY SOURCES OF THE BANKING SYSTEM

Domestic banks
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(23) Considering the structure of short-term (up to 1 year) assets and liabilities by residual maturities, the analysis of gaps allows for a more comprehensive
characterisation of the liquidity situation of banks, compared with other indicators that are commonly used in liquidity analysis, such as the ratio of credit to
deposits and the coverage ratio of interbank liabilities by highly liquid assets. This occurs namely for it taking into account a widened group of assets and
liabilities that are materially relevant in determining the financing needs of their activities. A detailed description of liquidity indicators used in this section is
presented in “Box 4.1 Mon i tor ing of the bank ing sys tem’s li quid ity risk”, Financial Stability Report, 2004, Banco de Por tu gal. 2323232323232323

(24) The importance of this change in balance sheet developments is analysed in “Section 3.1 Activity”. “Section 3.5 Credit risk” analyses credit developments in
terms of sectoral counterparty and portfolio quality. 2424242424242424



The struc tural di ver gence be tween de vel op ments in credit and in re sources from cus tom ers, against a

back ground of rel a tive sta bil ity in the re main ing as sets, has been es sen tially ad dressed through in -

creased re course to the is sue of se cu ri ties. In con trast to the sit u a tion un til late 2006, stress should be

laid on bond’s is sues in the do mes tic mar ket in 2007, to the det ri ment of is sues through branches and

sub sid iar ies abroad (Chart 3.4.7). This was as so ci ated, on the one hand, with the amend ment in 2006
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Chart 3.4.3

LIQUIDITY GAP IN MATURITY LADDERS

Domestic banks
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x100 on each re sid ual ma tu rity lad der. The break in the se ries cor re sponds to the change
in ac count ing stan dards, which also im plied a re def i ni tion of the group of bank ing
institutions under analysis. 

Chart 3.4.4

STRUCTURE BY RESIDUAL MATURITY OF THE

OUTSTANDING AMOUNT OF BONDS ISSUED BY
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Chart 3.4.5

RATIO OF CREDIT TO RESOURCES FROM

CUSTOMERS (INCLUDING SECURITIES ISSUED

AND PLACED WITH CUSTOMERS)
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of the Por tu guese leg is la tion on the is su ance of mort gage bonds. This amend ment fa cil i tated the is sue 

of se cu ri ties backed by mort gage loans that con sti tute au ton o mous prop erty, al though they re main on

the bank’s bal ance sheet, al low ing banks to ob tain fi nanc ing at lower costs com pared with other types

of se curi tised debt, such as the is sue of bonds through EMTN (Eu ro-Me dium Term Notes)

programmes.25 On the other hand, the Eu ro pean Cen tral Bank ceased to ac cept as col lat eral in mon e -
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Chart 3.4.6

DEPOSITS FROM THE NON-MONETARY SECTOR

Contributions to the year-on-year rate of change
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Chart 3.4.7

ISSUANCE OF BONDS OF BANKING GROUPS
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Chart 3.4.8

DEVELOPMENTS OF LOANS GRANTED IN

SECURITISATIONS 

As a percentage of credit granted to the non-financial

private sector
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(25) The fact that each issue has an assigned set of mortgage credits gives increased assurance of repayment. Hence, mortgage bonds have a lower credit risk
premium, being also subject to a favourable prudential treatment in terms of solvency, within the framework of the new Community prudential regime, which
reinforces its eligibility as a financial instrument for banks as investors.



tary pol icy op er a tions se cu ri ties of banks is sued off-shore af ter 1 Jan u ary 2007, thus reducing market

receptiveness to securities issued through branches and subsidiaries abroad. 

In ad di tion, bank ing in sti tu tions have re sorted to the se curi ti sa tion of cred its (Chart 3.4.8). At the end of 

the first half of 2007, fi nanc ing as so ci ated with the con duct of these op er a tions ac counted for around

11 per cent of credit granted to the non-fi nan cial pri vate sec tor (9.5 per cent in June 2006). Loans for

house pur chase con tinued to be the as sets un der ly ing most of the op er a tions (around 20 per cent of

this type of loans was securitised in June 2007). 

In June 2007 the year-on-year change in bor row ing (net of in vest ments) in the money mar ket with

other credit in sti tu tions was mar gin ally pos i tive for the do mes tic in sti tu tions ag gre gate (for the non-do -

mes tic ones there was a sig nif i cant re duc tion)26 (Table 3.4.1).

In this con text, as far as do mes tic in sti tu tions are con cerned there was a year-on-year sta bili sa tion of

the cov er age ra tio of in ter bank li a bil i ties by highly liq uid as sets, which in clude, in ad di tion to in ter bank

as sets, debt se cu ri ties el i gi ble for mon e tary pol icy op er a tions (which rose by around 12 per cent)

(Chart 3.4.9). 

Against a back ground of tur moil in in ter na tional fi nan cial mar kets, li quid ity man age ment by bank ing in -

sti tu tions be came par tic u larly com plex, tak ing into ac count the im por tance of re sources col lected in

whole sale mar kets in the to tal fi nanc ing of banks, in line with the grow ing fi nan cial in te gra tion of the

Por tu guese econ omy and with in ter na tional trends.27 In fact, in sti tu tions ex pe ri enced bor row ing dif fi -

cul ties with the usual sources, namely the (un se cured) in ter bank money mar ket, se curi tised debt mar -

kets and credit securitisations. In gen eral terms, these mar kets re corded con sid er able dis tur bances,

which trans lated into a re duc tion in traded quan ti ties and an in crease in the re spec tive prices. Up to the 

end of Oc to ber the ef fects men tioned were some what re versed, and some in sti tu tions re sumed the is -

sue of debt se cu ri ties in the mar ket. How ever, the in for ma tion avail able sug gests that the quan ti ties

and prices re main at dif fer ent levels than those ob served in the pe riod prior to the tur bu lence. The euro 

area money mar ket moved broadly in tan dem with these de vel op ments, al though con sid er able dif fer -

en tials sub sisted be tween in ter est rates on in ter bank operations for maturities of over one month and

interest rates on collateralised operations as well as key ECB rates.

Re sponses to the Oc to ber Bank Lend ing Sur vey con firmed fi nanc ing dif fi cul ties in the whole sale mar -

ket and their spillover to credit stan dards for house holds and com pa nies in the third quar ter of the year. 

In ad di tion, re port ing in sti tu tions in di cated they ex pected con tin u ing fi nanc ing dif fi cul ties in the course

of the last quar ter of the year, which is likely to have ad di tional im pacts on in ter est rate spreads,

amounts and also on the ma tu rity struc ture of prod ucts that banks will provide to their customers.

The im pact of tur bu lence may be not only re flected on loan con di tions; there is also some ev i dence

that in sti tu tions will adopt more ac tive strat e gies in the col lec tion of de pos its. These strat e gies, which

will prob a bly trans late into some com pres sion of the de posit mar gin in re la tion to money mar ket rates,

will be matched, to a cer tain ex tent, on the sup ply side, given the greater risk-aver sion of sav ers.

Through out the pe riod of greater tur bu lence, con sid er able amounts of mutual fund units were

redeemed.

For the pur pose of mon i tor ing the im pacts of fi nan cial mar ket tur bu lence on Por tu guese banks, Banco

de Por tu gal has been pro mot ing reg u lar con tacts with them. In gen eral, the in sti tu tions have re ported

no par tic u lar dif fi cul ties in the man age ment of the re spec tive li quid ity po si tions for the months to come,
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(26) In 2006 one of the major non-domestic banking groups operating in Portugal sold securities resulting from credit securitisations carried out by this group in
previous years, which were used as collateral in monetary policy operations. This sale enabled a significant decrease in the group’s recourse to longer-term
refinancing operations (three months) with the central bank.

(27) In late June 2007 the balance of the financing of Portuguese domestic institutions with wholesale markets accounted for around 40 per cent of the total debt
of these institutions, and was essentially comprised of medium to long-term securities.
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Table 3.4.1

POSITION OF THE PORTUGUESE BANKS VIS-À-VIS OTHER CREDIT INSTITUTIONS AND CENTRAL BANKS

EUR millions Rate of change (per cent)

2005 2006 2007 2005 2006 2007

Dec Jun Dec Jun Dec Jun Dec Jun

Banking system

(Net) resources from other credit institutions 7 974 18 880 6 311 14 736 87.2 52.3 -20.8 -22.0

Cash and claims on central banks 6 205 5 498 6 907 4 802 -17.9 20.0 11.3 -12.7

In Portugal 5 657 4 805 6 256 4 097 -19.7 15.9 10.6 -14.7

Abroad  548  693  651  705 6.7 59.6 18.8 1.7

Claims and investment in other credit institutions 30 876 27 848 31 442 27 585 23.3 6.0 1.8 -0.9

In Portugal 5 748 4 525 5 763 5 031 34.1 -3.4 0.3 11.2

Abroad 25 127 23 319 25 679 22 554 21.1 8.0 2.2 -3.3

Resources from central banks 6 215 8 450 1 739 1 977 75.5 45.1 -72.0 -76.6

In Portugal 5 464 7 337  8  14 69.0 41.6 -99.9 -99.8

Abroad  751 1 113 1 731 1 963 142.9 73.0 130.6 76.4

Resources from other credit institutions 38 840 43 776 42 921 45 146 16.6 17.0 10.5 3.1

In Portugal 5 384 5 545 4 077 3 928 33.1 30.3 -24.3 -29.2

Abroad 33 457 38 234 38 843 41 228 14.3 15.2 16.1 7.8

Domestic banks

(Net) resources from other credit institutions -3 036 6 754 - 263 7 468 7.6 77.1 -91.3 10.6

Cash and claims on central banks 5 548 4 927 6 200 4 119 -20.2 19.9 11.8 -16.4

In Portugal 5 022 4 258 5 576 3 440 -22.2 15.5 11.0 -19.2

Abroad  526  669  624  679 5.4 58.1 18.8 1.4

Claims and investment in other credit institutions 25 780 21 772 27 037 24 873 19.2 4.4 4.9 14.2

In Portugal 4 795 3 469 4 700 4 184 40.4 -10.4 -2.0 20.6

Abroad 20 985 18 298 22 337 20 689 15.2 7.7 6.4 13.1

Resources from central banks  851 1 705 1 736 1 970 -15.8 130.4 104.1 15.5

In Portugal  110  600  8  14 -84.2 451.8 -92.6 -97.7

Abroad  740 1 105 1 728 1 956 138.0 75.0 133.4 77.1

Resources from other credit institutions 27 441 31 747 31 238 34 490 10.9 13.2 13.8 8.6

In Portugal 4 610 5 065 3 569 3 694 33.0 32.5 -22.6 -27.1

Abroad 22 833 26 685 27 669 30 807 7.3 10.2 21.2 15.4

Source: Banco de Por tu gal.



largely as a re flec tion of the fact that a sub stan tial part of debt is sue programmes for 2007 oc curred be -

fore the start of the tur bu lence pe riod and be cause con di tions of ac cess to in ter na tional mort gage

bond and commercial paper markets have meanwhile improved.

3.5. Credit risk

De vel op ments in ex po sures

In June 2007 two thirds of the as sets of the bank ing sys tem cor re sponded to credit to cus tom ers. As

re ferred to above, growth in the first half of the year re flected, on the one hand, some ac cel er a tion of

credit granted in the do mes tic mar ket to the non-fi nan cial pri vate sec tor and, on the other, the in creas -

ing con tri bu tion of the lo cal ac tiv ity of sub sid iar ies abroad of Portuguese banking groups.

Dur ing the first half of 2007 bank credit to the res i dent non-fi nan cial pri vate sec tor ac cel er ated some -

what (from 8.7 per cent at the end of 2006 to 9.0 per cent in June and re mained broadly un changed in

Sep tem ber at 9.2 per cent). These de vel op ments re flected higher growth of credit to non-fi nan cial cor -

po ra tions than in 2006 and a slight slow down in loans to house holds (Chart 3.5.1).

Ac cord ing to data made avail able by the Cen tral Credit Reg is ter (CCR), debt of non-fi nan cial cor po ra -

tions to res i dent credit in sti tu tions ac cel er ated in June 2007, com pared with both June and De cem ber

2006. This ac cel er a tion was more marked in big loans, which should be as so ci ated to larger en ter -

prises (Ta ble 3.5.128).
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Chart 3.4.9

COVERAGE RATIO OF INTERBANK LIABILITIES BY

HIGHLY LIQUID ASSETS
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Source: Banco de Por tu gal.
Note: The cov er age ra tio is de fined as the ra tio of highly liq uid as sets (in ter bank as sets
and debt se cu ri ties el i gi ble for mon e tary pol icy op er a tions) to in ter bank li a bil i ties. The
break in the se ries cor re sponds to the change in the ac count ing stan dards, which also im -
plied a re def i ni tion of the group of banking institutions under analysis. 

(28) The rates of change presented in Table 3.5.1 for the total differ from those included in Table 8 of the publication Monthly Economic Indicators and from Table
3.5.2 for several reasons: (i) they take into consideration not only loans granted by banks, savings banks and mutual agricultural credit banks, but also loans
granted by other resident non-monetary financial institutions participating in the CCR (see note (a) to Table 3.5.1); (ii) non-financial corporations as a whole
include some corporations that do not belong to the non-financial corporations’ institutional sector (being part of other institutional sectors); (iii) rates of
change are calculated on the basis of end-of-period outstanding amounts, which include derecognised credit sold in securitisation transactions but which
are not adjusted for reclassifications, write-offs, exchange rate and price revaluations.



Ac cord ing to the Por tu guese banks par tic i pat ing in the Bank Lend ing Sur veys of April and July 2007, in 

the first half of the year, there was a slight rise in the de mand for loans by non-fi nan cial cor po ra tions.

The fac tors con trib ut ing to in creas ing de mand, con tinued to be debt re struc tur ing, fi nanc ing needs re -

lated to in ven to ries and work ing cap i tal and, to a lesser ex tent, the fi nanc ing of merg ers and ac qui si -

tions and cor po rate re struc tur ing. In a con text of com pe ti tion among bank ing in sti tu tions, the
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Chart 3.5.1

BANK LOANS TO THE NON-FINANCIAL PRIVATE SECTOR

Annual rate of change
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Source: Banco de Por tu gal.
Note: Rates cal cu lated from in di ces based on fig ures ad justed for se curi ti sa tion, as well as for reclassifications, write-offs and ex change rate and price re val u a tions. Lat est ob ser va tion:
September 2007.

Table 3.5.1

CREDIT TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY SIZE OF EXPOSURE (a)

Year-on-year rates of change (per cent)
(b)

2005 2006 2007 Memo (Jun 2007):

Jun Dec Jun Dec Jun

Lower

limit(e)

Average

oustanding

amounts

(103€)

Weight of

oustanding

amounts in

the total (%)

Total 4.5 5.8 7.3 7.3 9.5

Large exposures (percentile 90)(c) 4.3 5.7 7.1 7.3 9.7 450 3 900 89

of which: 

Very large exposures (percentile 99)(c) 4.0 6.1 7.1 7.7 10.5 6 011 24 948 59

of which: 

Larger exposures (percentile 99.5)(c) 3.2 5.6 7.0 7.7 11.2 11 331 41 988 49

Retail exposures(d) 5.9 6.4 8.5 7.1 8.3 - 53 11

Source: Banco de Por tu gal.
Notes: (a) In di ca tors based on in for ma tion from the Cen tral Credit Reg is ter (CCR). They cor re spond to credit granted by banks, sav ings banks, mu tual ag ri cul tural credit banks, credit fi -
nan cial in sti tu tions, fac tor ing com pa nies, fi nan cial leas ing com pa nies, credit card is su ing or man age ment com pa nies, credit pur chase fi nanc ing com pa nies and other res i dent fi nan cial in -
ter me di ar ies. They in clude loans sold in se curi ti sa tion and credit granted to non-fi nan cial cor po ra tions and to some cor po ra tions that do not be long to the in sti tu tional sec tor of fi nan cial
cor po ra tions (thus be long ing to other res i dent in sti tu tional sec tors).  (b) For the cal cu la tion of the year-on-year rates of change, the lower lim its of each group of ex po sures were de fined by 
con sec u tively ap ply ing the rates of change of to tal ex po sures in each pe riod to the fig ures in June 2007. The rates of change are cal cu lated on the ba sis of end-o f-pe riod out stand ing
amounts, with no ad just ment. (c) Per cen tiles are de fined on the ba sis of the num ber of cor po ra tions or dered ac cord ing to the to tal amount of ex po sure. (d) Ex po sures with lower amounts
than the lower limit of large ex po sures. They cor re spond to 90 per cent of cor po ra tions in debted to in sti tu tions par tic i pat ing in the CCR. (e) Ex po sure amount with the lowest value among
the whole of exposures considered in the percentile. In thousands of euros.



nar row ing of the spreads ap plied to me dium-risk cus tom ers en abled the mod er a tion of the ef fect on

the over all cost of bank fi nanc ing of non-fi nan cial cor po ra tions of the con tinued rise in in ter est rates.

Also ben e fit ing from fa vour able risk premia, Por tu guese non-fi nan cial cor po ra tions is sued sig nif i cant

amounts of bonds and com mer cial pa per in the first half of 2007, which rep re sented, in net terms,

nearly 75 per cent of net debt is su ance in 2006 as a whole. Re flect ing these de vel op ments, the to tal fi -

nan cial debt of this sec tor at the end of June 2007 was 8.5 per cent higher than in June 200629 (com -

pared with 5.7 per cent in De cem ber 2006). In the course of the first half year, there was also

sig nif i cant eq uity is su ance by non-fi nan cial cor po ra tions, com prised mainly of unquoted shares.30 

In the first half of 2007 there was an in crease in the con tri bu tion of credit granted to the con struc tion

sec tor to the to tal change in loans to non-fi nan cial cor po ra tions, amid the per sis tence of rel a tively sub -

dued ac tiv ity in the sec tor (Ta ble 3.5.2). In turn, loans granted to com pa nies pro vid ing real es tate ser -

vices and other ser vices sup plied mainly to com pa nies (which in clude hold ing com pa nies) con tinued

to grow at far higher rates than the total.

In the third quar ter of the year, ac cord ing to the re sults of the Bank Lend ing Sur vey of Oc to ber, the de -

mand for bank loans by non-fi nan cial cor po ra tions re mained ba si cally un changed. How ever, there was 

a sig nif i cant in crease in the con tri bu tion of debt re struc tur ing to the rise in de mand, while the fi nanc ing

of merg ers and ac qui si tions and cor po rate re struc tur ing started to con trib ute to its re duc tion. In turn,

the fi nanc ing of in vest ment ceased to be con sid ered as a fac tor in duc ing a de cline in the demand for

credit by non-financial corporations.

Ac cord ing to the re sults of this sur vey, in the third quar ter of 2007 the credit stan dards ap plied by banks 

in the ap proval of loans to com pa nies were tight ened. The ma jor fac tors that con trib uted to the tight en -
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Table 3.5.2

LOANS GRANTED BY OTHER MONETARY FINANCIAL INSTITUTIONS TO NON-FINANCIAL CORPORATIONS(a)

Sectoral breakdown, end-of-period annual rate of change

2003 2004 2005 2006 2007 Weight in 

the total  

Dec  2006Dec Dec  Dec  Jun Dec  Jun Sep 

To tal 2.7 2.4 5.0 6.7 7.1 8.5 9.2 100.0

By eco nomic ac tiv ity (b):

Agriculture, livestock, hunting, forestry and

fishing 7.8 5.0 4.5 9.6 9.2 10.7 11.7 1.5

Mining and quarrying 15.4 -6.7 0.6 -8.5 -2.8 6.7 5.6 0.4

Manufacturing 0.5 -3.8 -3.0 -1.8 0.7 4.8 6.5 13.2

Generation and distribution of electricity, gas

and water 4.8 -2.0 37.9 15.8 -11.5 -8.6 -2.1 2.1

Construction 3.8 6.0 10.7 6.9 5.3 8.9 10.7 19.8

Services 2.6 3.2 4.2 8.5 9.8 9.7 9.7 63.0

of which:

Real estate activities 11.6 13.9 11.9 10.6 12.5 15.0 17.1 19.3

Other services provided mainly to

corporations -6.1 -1.7 6.7 14.8 14.4 16.7 14.9 14.4

Trade, hotels and restaurants 4.6 2.0 3.1 6.0 7.1 4.6 3.5 18.5

Transport, post and communication 3.7 -4.5 -10.6 -0.3 0.8 -3.6 -1.3 5.5

Source: Banco de Por tu gal.
Notes: (a) Rates of change are cal cu lated on the ba sis of the re la tion be tween end-o f-pe riod out stand ing amounts of bank loans and trans ac tions, which are cal cu lated from out stand ing
amounts ad justed for reclassifications, as well as for se curi ti sa tion, write-offs and ex change rate and price re val u a tions. (b) The al lo ca tion of loans by eco nomic  ac tiv ity is cal cu lated on
the ba sis of the struc ture of the Central Credit Register.

(29) Includes loans granted by resident and non-resident credit institutions, loans/additional capital granted by non-resident corporations belonging to the same
economic group (excluding those granted to non-financial corporations having their head office in the Madeira offshore) and debt securities (commercial
paper and bonds) issued by non-financial corporations held by other sectors. 

(30) See “Monetary and financial conditions of the Portuguese economy”, in the section “The Por tu guese econ omy in 2007", in this is sue of the Eco nomic
Bul le tin. 3030303030



ing of sup ply were the rise in the cost of funds and bal ance sheet con straints (with par tic u lar em pha sis

on the con di tions faced in mar ket fi nanc ing), a de te ri o ra tion in the per cep tion of risk and the re duc tion

in com pe ti tion from mar ket fi nanc ing (also sug gest ing in creased dif fi culty of non-fi nan cial cor po ra tions 

in bor row ing from the mar ket). In ad di tion, risks as so ci ated with industry or firm-specific prospects

became more relevant.

For the last quar ter of the year, banks par tic i pat ing in the Bank Lend ing Sur vey pro jected some dif fi cul -

ties in ac cess ing the usual fund ing sources, in the wake of the in sta bil ity in in ter na tional fi nan cial mar -

kets, al beit to a lesser de gree than in the third quar ter. Re spon dent banks also men tioned that these

dif fi cul ties in ac cess ing funds will tend to be re flected in a slight tight en ing of credit stan dards ap plied to 

the ap proval of loans, both in terms of spreads and even of amounts avail able. Ac cord ing to re spon -

dent banks, this tight en ing may be more marked in the large en ter prises seg ment. The im pact will be

more vis i ble in the fi nanc ing of in vest ment pro jects, merg ers and ac qui si tions and other corporate

restructuring processes.   

In turn, loans to house holds main tained a de celer ation trend in the first half of the year, con sis tent with

the rise in in ter est rates and the rel a tively high in debt ed ness level of Por tu guese house holds. In this

seg ment of the credit mar ket, loans for house pur chase con tinued to de celer ate (to a rate around 9 per

cent) (Chart 3.5.2). By con trast, con sumer credit and other lend ing in creased at rates above 10 per

cent in the course of the first half year, keep ing high growth in Sep tem ber (around 11 per cent). It

should be noted that in this type of credit, there was an in crease in the rel a tive im por tance of both loans 

with a ma tu rity of more than five years and bank overdrafts. 

Ac cord ing to the Por tu guese bank ing groups par tic i pat ing in the Bank Lend ing Sur vey, in the course of

the cur rent year the de mand for bank loans by house holds con tinued to in crease, both for house pur -

chase and for con sump tion and other pur poses. In the first half of the year, sup ply con di tions re mained 

broadly un changed from end-2006, de spite pres sures from com pe ti tion among bank ing in sti tu tions

and from other non-bank fi nan cial in sti tu tions in these two seg ments of the mar ket. In fact, de spite the

de celer ation ob served, the flow of bank credit granted to house holds in the first half of the year was still 

close to that re corded in the cor re spond ing pe riod of 2006. How ever, there was a re duc tion in the num -

ber and amount of new hous ing loan con tracts while the av er age value per con tract re mained vir tu ally
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Chart 3.5.2

BANK LOANS GRANTED TO HOUSEHOLDS
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un changed from the sec ond half of 2006 (al beit higher than in the cor re spond ing half of 2005) (Chart

3.5.3).31 

Ac cord ing to the re plies to the Bank Lend ing Sur vey of Oc to ber, the credit stan dards for ap prov ing

loans to house holds ap plied by the main Por tu guese bank ing groups were some what tight ened in the

third quar ter of the year, re gard ing loans for house pur chase, con sumer credit and other lend ing. The

tur moil in in ter na tional fi nan cial mar kets was re flected in a slight tight en ing of most sup ply con di tions of 

bank credit to house holds, with the wid en ing of spreads chiefly on riskier loans. 

For the last quar ter of the year, re spon dent banks ex pect a fur ther tight en ing of credit stan dards for

loans to house holds, re flect ing the dif fi cul ties fore seen in ac cess ing funds in whole sale mar kets, ei ther 

the money mar ket or the debt mar ket via se curi ti sa tion trans ac tions (al beit to a lesser de gree than in

the third quar ter). Over all, the im pact on the fi nanc ing con di tions of house holds will be more marked in

the spreads than in the amount of loans granted to this sector.

Qual ity of the credit port fo lio

Through out the past few years, credit de fault of the non-fi nan cial pri vate sec tor de clined to par tic u larly

low levels when com pared with those ob served in sim i lar stages of pre vi ous busi ness cy cles. These

de vel op ments have been shared in gen eral by the other ad vanced econ o mies and took place against

a back ground in which cor po rate fi nan cial le ver age and house hold in debt ed ness are higher than in

sim i lar stages of  pre vi ous busi ness cy cles but with a struc tural lower level of in ter est rates. In the case

of Por tu gal, be tween 2003 and 2005, these de vel op ments were fa voured by the de cline in in ter est

rates to rather low levels, which per sisted for a rel a tively long pe riod. Sub se quently, in a con text of pro -

gres sive rise in in ter est rates, banks ad justed their credit sup ply con di tions to the cur rent ability of both

corporations and households to service debt.  
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Chart 3.5.3

NEW HOUSING LOAN CONTRACTS
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(31) It should be noted that this information is related not only to purchases of new houses but also to the negotiation of new contracts to replace loans previously
obtained under less favourable conditions.



At the end of the first half of 2007, the weight of non per form ing loans on to tal credit stood at 1.29 per

cent, which was be low the level re corded in June 2006 (1.44 per cent) (Chart 3.5.4).32 Con sid er ing

credit net of spe cific pro vi sions, the ra tio of de fault credit to to tal (net) credit in creased to a value higher 

than that re corded in June 2006 (al beit still lower than in June 2005), re flect ing in part a fall in the ra tio

of credit-spe cific pro vi sions (to 73 per cent, which com pares with ap prox i mately 80 per cent in June

2006) (Chart 3.5.5). These de vel op ments took place de spite a sig nif i cant in crease in provisioning and

im pair ment, chiefly in the sec ond quar ter of the year. Provisioning levels re mained around 15 per cent

above the minimum regulatory levels. 

In the course of the first three quar ters of the year, the credit de fault ra tio of house holds re mained rel a -

tively sta ble, at 1.77 per cent, at the end of Sep tem ber, i.e. be low the value for the cor re spond ing pe -

riod one year ear lier (Chart 3.5.6). How ever, de vel op ments in the weight of credit over due and other

non-per form ing loans on to tal credit have largely re flected sig nif i cant amounts of write-offs of loans to

house holds. In an nual terms, write-offs rep re sented, at the end of Sep tem ber 2007, around 20 per

cent of credit over due re corded un der as sets. It should be noted that sim i larly to write-offs, also the

sales of credit over due are mir rored in a re duc tion of the sec tor’s ra tio of credit over due with ac tu ally no 

de crease in de fault. This was par tic u larly im por tant in 2006, when the de fault ra tio of the house holds’

sec tor de clined con sid er ably de spite the sig nif i cant rise in the an nual flow of new credit over due and

other non-per form ing loans (which brought this in di ca tor to a level close to that re corded in 2003). This

path re flected, to a large ex tent, the sale of claims on house holds oc curred dur ing the year (which, as a 

whole, amounted ap prox i mately to 10 per cent of the to tal credit over due and other non-per form ing

loans recorded in the banks’ balance sheet at the beginning of the year) (Chart 3.5.7). 

The high house hold in debt ed ness level, mainly re lated to hous ing loans, to gether with a sig nif i cant in -

crease in the in ter est rates of credit to house holds (ap prox i mately 165 ba sis points be tween Oc to ber

2005 and Sep tem ber 2007, in the case of credit for house pur chase) seems to have trans lated into

sub stan tial in creases in the debt ser vice bur den of a sig nif i cant share of Por tu guese house holds.

These de vel op ments will likely be re flected in in creased de fault in this sec tor, chiefly by the most vul -
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Chart 3.5.4

CREDIT DEFAULT RATIO
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Chart 3.5.5
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(32) The prudential concept of default credit includes credit overdue for more than 90 days and non-performing loans reclassified as credit fallen due for
provisioning purposes, in accordance with Notice of Banco de Portugal No 3/95. For further details, see Instruction of Banco de Portugal No 16/2004 and
Notice of Banco de Portugal No 3/95 available from www.bportugal.pt/servs/sibap/sibap_p.htm. 



ner a ble strata of the pop u la tion, such as house holds with less fi nan cial wealth, lower in come and

higher pro pen sity to move into un em ploy ment or into lower paid jobs. How ever, the im pact of that in -

crease on the sit u a tion of the bank ing sys tem will be rel a tively lim ited. On the one hand, the prob a bil ity

of de fault in this seg ment of the credit mar ket is typ i cally low, re flect ing the high im por tance that home

own er ship has in the hi er ar chy of house holds’ needs. On the other hand, loans for house pur chase are

gen er ally as so ci ated with col lat eral whose value ex ceeds the to tal amount of the loan, thus pro vid ing a

high re cov ery rate, in the e ven t of de fault. More over, ev i dence avail able for Por tu gal sug gests the

non-ex is tence of ex ces sive val u a tions in the price of real es tate as sets li a ble of in duc ing sig nif i cant

neg a tive cor rec tions in the value of these as sets.33 In fact, tak ing as a ba sis the Confidencial

Imobiliário in dex, it can be seen that, from 2001, the cu mu la tive change in housing prices in Portugal

was of approximately 10 per cent, i.e. around half of that recorded in consumer prices (Chart 3.5.8). 

At the end of Sep tem ber 2007, the de fault ra tio in the port fo lio of credit to non-fi nan cial cor po ra tions

was 1.71 per cent, i.e. slightly lower than one year ear lier (Chart 3.5.9). The debt re struc tur ing pro cess

in volv ing com pa nies with higher dif fi culty in ser vic ing debt seems to have con tinued con trib ut ing to

con tain both the de fault ra tio and the amount of new credit over due and other non-per form ing loans of

this sec tor. In deed, in Sep tem ber 2007, the an nual flow of new credit over due and other non-per form -

ing loans, al beit higher than in Sep tem ber 2006, was still be low the levels recorded throughout 2003

(Chart 3.5.10).

Ac cord ing to the Por tu guese banks par tic i pat ing in the Bank Lend ing Sur vey, in 2007, debt re struc tur -

ing con tinued to be the main fac tor con trib ut ing to the rise in de mand for credit in this seg ment. In 2006

re spon dents had men tioned that the de mand for credit by com pa nies as so ci ated with debt re struc tur -

ing chiefly re flected two dis tinct types of mo ti va tions. On the one hand, there were changes in con trac -
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Chart 3.5.6
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Chart 3.5.7

ESTIMATES OF NEW CREDIT OVERDUE AND

OTHER NON-PERFORMING LOANS
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(33) For details, see “Box 6.1 Hous ing prices in Por tu gal and mac ro eco nomic fun da men tals: ev i dence of quantile re gres sion",  Financial Stability Report, 2005,
Banco de Por tu gal. 333333



tual con di tions (e.g. ma tu rity or col lat eral de manded) on the ini tia tive of the com pa nies them selves, as

well as the con sol i da tion of li a bil i ties with the pur pose of re duc ing the over all fi nanc ing costs. This sit u -

a tion had some rel e vance in the case of large en ter prises, whose bar gain ing power en abled them to

ob tain more fa vour able con di tions in their op er a tions with banks. On the other hand, there were re ne -

go ti a tions of con di tions on the ini tia tive of banks. This hap pened for com pa nies hav ing dif fi culty in ser -
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Chart 3.5.8

CONFIDENCIAL IMOBILIÁRIO INDEX
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Chart 3.5.9
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Chart 3.5.10
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vic ing debt; that is, com pa nies that had de faulted al ready or whose de fault was im mi nent with high

probability. This situation concerned mainly loans granted to small and medium-sized enterprises

(SMEs).

In 2007, debt re struc tur ing has re mained im por tant as a fac tor in duc ing higher de mand for credit, thus

sug gest ing that fi nan cial dif fi cul ties per sist in some com pa nies, mostly in branches that are more neg -

a tively af fected by the on go ing pro cesses of ad just ment of mac ro eco nomic im bal ances and of sec toral 

re struc tur ing in the Portuguese economy.

Ac cord ing to in for ma tion made avail able by the CCR, there was an in crease in the num ber of de fault -

ers in June 2007 com pared with June and De cem ber 2006. How ever, the amount of the to tal ex po sure

to de fault ers de creased, re flect ing the con cen tra tion of the rise in de fault in SMEs. The de crease in de -

fault ra tios (i.e. the amount of credit and in ter est fallen due as a per cent age of to tal credit), which was

ob served de spite the rise in de fault ers, was re corded both in the port fo lio of the larger debt ors and in

re tail ex po sures. How ever, the lat ter re corded an in crease, al beit slight, in the weight of the debt at risk

in to tal (i.e. the to tal bal ance of de fault ers as a percentage of total credit) (Table 3.5.3).

By branch, de fault by com pa nies in the con struc tion sec tor in creased in the first half of 2007, bring ing

this ra tio to 2.5 per cent at the end of June (Chart 3.5.11). 
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Table 3.5.3

DEFAULT INDICATORS OF CREDIT GRANTED TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY

SIZE OF EXPOSURE(a)

Per cent

2004 2005 2006 2007

Dec Jun Dec Jun Dec Jun

To tal ex po sure

Number of defaulters (b) 11.2 11.9 11.5 11.9 11.3 12.5

Credit and interest overdue (c) 2.0 2.0 1.8 1.8 1.5 1.6

Total outstanding amount of defaulters (c) 7.9 7.3 8.0 8.9 8.0 7.8

Large ex po sures (per cen tile 90)(d)

Number of defaulters (e) 9.7 10.8 9.4 10.6 9.7 10.9

Credit and interest overdue (f) 1.5 1.5 1.3 1.3 1.1 1.2

Total outstanding amount of defaulters (f) 7.3 6.6 7.5 8.4 7.6 7.2

of which:

Very large ex po sures (per cen tile 99) (d)

Number of defaulters (e) 6.1 6.9 5.6 6.7 6.2 8.2

Credit and interest overdue (f) 0.5 0.5 0.4 0.3 0.3 0.3

Total outstanding amount of defaulters (f) 6.0 4.3 6.5 7.2 6.4 5.3

of which:

Larger ex po sures (per cen tile 99.5)(d)

Number of defaulters (e) 5.3 5.6 4.4 5.4 5.3 7.1

Credit and interest overdue (f) 0.3 0.3 0.2 0.1 0.1 0.2

Total outstanding amount of defaulters (f) 5.9 3.5 6.5 7.1 6.3 4.6

Re tail ex po sures(g)

Number of defaulters (e) 10.3 10.8 10.5 10.8 10.4 11.4

Credit and interest overdue (f) 6.1 6.2 5.9 5.6 4.9 5.2

Total outstanding amount of defaulters (f) 12.4 12.8 11.6 12.4 11.7 12.7

Source: Banco de Por tu gal.
Notes: (a) In di ca tors based on in for ma tion from the Cen tral Credit Reg is ter (CCR). They cor re spond to credit granted by banks, sav ings banks, mu tual ag ri cul tural credit banks, credit fi -
nan cial in sti tu tions, fac tor ing com pa nies, fi nan cial leas ing com pa nies, credit card is su ing or man age ment com pa nies, credit pur chase fi nanc ing com pa nies and other res i dent fi nan cial in -
ter me di ar ies. They in clude loans sold in se curi ti sa tion. Fig ures re lat ing to the to tal num ber of de fault ers and amounts out stand ing of credit and in ter est over due dif fer from the
cor re spond ing val ues in the ta bles of chap ter B.9 of the Sta tis ti cal Bul le tin, due to in clu sion of some cor po ra tions that do not be long to the in sti tu tional sec tor of non-fi nan ce cor po ra tions
(thus be long ing to other res i dent in sti tu tional sec tors). (b) As a per cent age of the num ber of cor po ra tions in debted to fi nan cial in sti tu tions par tic i pat ing in the CCR. (c) As a per cent age of
to tal credit granted by fi nan cial in sti tu tions par tic i pat ing in the CCR to res i dent non-fi nan cial cor po ra tions. (d) Per cen tiles de fined on the ba sis of the num ber of cor po ra tions or dered ac -
cord ing to the to tal amount of ex po sure. (e) As a per cent age of the num ber of de fault ers in this port fo lio. (f) As a per cent age of to tal credit in this port fo lio. (g) Ex po sures with lower
amounts than the lower limit of large exposures. They correspond to 90 per cent of corporations indebted to institutions participating in the CCR.
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Chart 3.5.11

DEFAULT RATIO OF NON-FINANCIAL CORPORATIONS

By economic activity
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1. INTRODUCTION

In this article we present the medium sized open-economy Dynamic Stochastic General Equilibrium

(DSGE) model of the euro area and the US developed by Alves, Gomes and Sousa (2007). We take

stock of recent developments of the so-called New Open Economy Macroeconomics. Therefore the

model presented here shares a number of common features with models developed at other policy in-

stitutions (like the Global Economy Model (GEM) at the International Monetary Fund) as well as other

central banks (for instance, with the New Area Wide Model at the European Central Bank).

The main purpose of the model is to provide a theoretically consistent representation of the behaviour

of the euro area economy. Such model can then be used to study how various shocks are transmitted

to the key euro area macroeconomic variables. Currently the model is calibrated drawing on the results

of similar studies. At a later stage, an estimated version of the model will allow the identification of

structural shocks which can be an important input for monetary policy analysis. A major advantage of

the model presented here relative to traditional models is that it is derived from strong theoretical micro

foundations. As such, it is likely to be less prone to stability problems such as those pointed out in

Lucas’s famous critique (see Lucas, 1976). These type of models have been gaining increasing popu-

larity, both in the academia and in policy making institutions, as they are much more in line with current

academic thinking than traditional macroeconometric models while at the same time displaying

desireable empirical properties. A disadvantage of these models is that they cannot be of such a large

scale as that of traditional macro models given problems of tractability. The model presented here

reflects such simplification.

A distinguishing feature of the model presented in this article is the open economy dimension which, as

can be inferred from the results, seems to be important even in the context of a large economy such as

that of the euro area. This is confirmed by the results of other studies, such as that of Adolfson et al.

(2005) who compare the empirical properties of a closed and an open economy model of the euro area

and find differences in the transmission mechanism of monetary policy between the two types of mod-

els. They also find that open economy shocks are of high relevance in explaining the fluctuations in

output and inflation in the short to medium term. In the case of our model we find that the inclusion of

open economy features, in particular of the exchange rate, can lead to significant changes in the way

the macro variables react to shocks. This is particularly striking in the case of the response of inflation

to a monetary policy shock which tends to be much stronger in an open economy setting than in closed

economy models.
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Even though the open economy setup seems more appropriate to deal with the euro area, any model

is not without caveats. In respect to the model presented in this paper, one potentially important feature

that we have left out at a first stage is the existence of tradable and non-tradables goods or of a distri-

bution sector (as in Corsetti and Dedola, 2005 or Corsetti, Dedola and Leduc, 2006). This is important

in particular to model the exchange rate passthrough to domestic prices, namely to reduce the ten-

dency in these models for changes in exchange rates or foreign prices to be transmitted more quickly

to domestic prices than is usually found in the data. However, we have excluded this given that we

have in mind estimating the model and data for this sectoral breakdown is particularly difficult to find.

Nevertheless, we have resorted to an alternative mechanism, namely the introduction of import

adjustment costs, in order to slow down the passthrough.

The article is organised as follows. In the next section we present the model. In section 3 we discuss

the calibration. In section 4 we analyse the impulse response functions to several shocks. Section 5

concludes.

2. THE MODEL

The model consists of two countries, the euro area and the US. The two countries may have a different

size but they share the same structure. Therefore, in the presentation of the model we focus mainly on

the euro area. The model features a number of frictions that have become quite standard in the related

literature (e.g. as in the closed economy models by Christiano, Eichenbaum and Evans, 2005, or

Smets and Wouters, 2003). The general structure of the model is summarised in Chart 1.

The model has four types of agents besides the monetary authority: firms, households, the govern-

ment and a financial intermediary. Regarding firms, in each country there are firms producing interme-

diate goods sold both in the domestic and the foreign market. In the model only the intermediate goods

are traded internationally. Markets are segmented and firms are local currency pricers, i.e. the price of

their goods is set in the currency of the export market (for instance, the price of euro area exports is set

in USD and not in euros). We assume that firms set their prices à la Calvo (Calvo, 1983).
1

In the case of

the euro area, after log-linearising the corresponding first order condition, the following Philips curve

relation for the goods sold domestically is obtained:
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where hatted variables denote variables in log-deviations from the steady state.
2

�

,�
EA t

EA is the rate of

change of domestically produced prices which is a function of past and expected future domestic infla-

tion and of past and expected values of the inflation objective	 
�

,�
EA t

plus an additional term that con-

stitutes a markup over real marginal cost 	 
RMC
EA t

EA

D, . ,� � , and �
D

are parameters. A similar

expression is obtained for exports.

Banco de Portugal | Economic Bulletin

Autumn 2007 | Articles

96

(1) Under Calvo pricing only a random fraction of the firms can change their prices optimally in each period. The other firms have either to keep their prices fixed

or, as assumed in this paper, mechanically update their prices according to a scheme decided beforehand.

(2) The practice of log-linearising DSGE models which implies a first order approximation around the steady state is common in the literature. This aims at

overcoming the difficulties in solving the exact model given that it is highly non-linear.



The production technology for each intermediate good i is Cobb-Douglas, combining capital services
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, with domestic labour 	 
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EAT t, :

	 
 � 
 � 
Y i K i z L i
EA t EA t

N

EA t

s

EA t EA t, , , , ,( ) ( )� ��
�

�1

where �
EA t

N

, is a neutral technology shock which is assumed to be stationary but persistent. z
EA t, is the

level of technological progress. Note that we assume that there can be technological progress, i.e.

z
EA t, is assumed to be stochastic and has a unit root. This implies that all real variables will have a unit

root and will have to be stationarised by dividing their level by z
EA t, .

As for the final good sector, there is a single final good produced in each country that can be used both

for consumption (private and public) and for investment. The final good sector is perfectly competitive

and merely combines a bundle of domestically produced intermediate goods	 
Y
EA t

EA

, for theeuro area

and a bundle of imported intermediate goods	 
Y
US

EA into the final good	 
Y
EA t

F

, . The technology used to
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STRUCTURE OF THE MODEL



produce the final good is a Constant Elasticity of Substitution (CES) production function:
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where
1� �
�

F

F

is the elasticity of substitution between domestic goods and imports and d
F

is a parame-

ter that governs the home bias in the final goods production (in this case, the higher d
F
, the higher the

preference for euro area goods). A quadratic adjustment cost 	 
�
t

to changing the composition of do-

mestic and foreign components in the final good is introduced with the purpose of slowing down the

pass-through of foreign production prices.

In each country, the representative household derives utility from consumption and money (which pro-

vides transaction services) and disutility from the amount of hours worked. In what regards consump-

tion we assume internal habit formation.
3

Households decide on how much to consume/spend and

also set wages. We follow Erceg, Henderson and Levin (2000) and assume that, in each period,

households face a constant probability of not being able to reoptimise their wage. When households

are not reoptimising they update wages as a function of past inflation, the inflation target and a com-

pensation for trend productivity growth. The households that are allowed to reoptimise choose the

wage which approximately equates the present value of the marginal return to working (measured in

consumption units) to the present value of the marginal cost of working (i.e. the disutility of working)

plus a markup. As a result, the aggregate real wage is a function of expected and past real wages and

expected, current and past inflation. Households own and rent capital to the intermediate goods firms.

We assume that there are adjustment costs when there are changes in investment. Households can

also change the degree of utilisation of the capital stock (i.e. the level of capital services that are

rented), even though such changes also imply an adjustment cost.

The financial intermediary included in the model have a rather passive role as in Christiano,

Eichenbaum and Evans (2005). Intermediate firms borrow the wage bill from the financial intermediary

which creates a demand for funds. In turn, the supply of funds stems from the deposits of households

in the financial intermediary and the increase of the money supply.

The model includes a simple government sector. The model does not include any fiscal rule. The gov-

ernment in each country buys the final good 	 
P G
EA t EA t, , , makes nominal transfers to households

TR
EA t, and receives taxes from households (both on payrolls �

W t EA t

EA t
W

L

n
, ,

, , where �
W t, is the tax rate

on the nominal wageW
EA t, and

L

n

EA t, is the number of hours worked in the euro area; and on consump-

tion expenditures �
C t EA t EA t

P C, , , where �
C t, is the tax rate on consumption P G

EA t EA t, , ). The government

budget is balanced every period which implies:

P G TR P C W
L

n
EA t EA t EA t C t EA t EA t W t EA t

EA t

, , , , , , , ,
,� � �� �

we assume that government expenditures are exogenous, i.e. we assume that government purchases

	 
�

,g
EA t

log linearisedandstationary terms� in log-linearised and stationary terms) follows an

autoregressive process of the following form:
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(3) Under habit formation, an increase in current consumption lowers the marginal utility of consumption in the current period and increases it in the next period.

The fact that habits are considered internal means that the habit formation depends on the individual consumer’s past consumption.
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where e
EA t

G

, is a government spending shock.

As for the monetary authority, the central bank is assumed to set the short-term rate according to a

generalised Taylor rule. In log-linearised terms:
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� �� 1 i.e. the short-term interest rate �

,R
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is set to the previous period interest rate (interest rate

smoothing), the inflation objective 	 
�

,�
EA t

, deviations of inflation from the objective 	 
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�

, ,EA t EA t
�

and deviations of Gross Domestic Product (GDP) from steady state 	 
gdp
EA t

F

, . As in Smets and

Wouters (2003), two additional terms are included, namely the change in inflation and the change in

deviations of GDP from steady state. Finally �

,�
EA t

R is the monetary policy shock which is assumed to be

i.i.d.

Finally, international financial markets are incomplete and foreign bond holdings are subject to a

risk-premium, following Benigno (2001). This leads to the following modified uncovered interest parity

(UIP) condition (all variables in deviation from steady state):

	 
 	 
E S R R b
t t US t EA t US t

EA

t
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where the expected change in the euro dollar exchange rate for one period ahead 	 
E S
t t

� �
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$
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function of the interest rate differential between the two economies	 
� �

, ,R R
US t EA t

� plus a risk premium

component which is proportional 	 
	 
� �� 0 to the euro area’s net external assets 	 
�

,b
US t

EA . ��
t

S is a

shock to UIP.

3. CALIBRATION

The model is calibrated for the euro area and the US at a quarterly frequency. Table 1 in Annex 1 sum-

marises the calibration made indicating the sources of the parameter values. Most parameters are ob-

tained from the calibrated version of the New Area Wide Model of Coenen, McAdam and Straub (2007)

which in turn largely rely on the estimated closed economy model for the euro area of Smets and

Wouters (2003). The remaining parameters are either implicitly obtained or assumed. The only excep-

tion is the risk premium parameter which is obtained from Adolfson et al. (2007). In the assumptions

made we have closely followed the literature. In addition, we keep the differences between the two

economies as small as possible i.e., we chose different parameter values for the two economies only

when we found evidence strongly favouring that choice. The main differences in the calibration of the

euro area and the US correspond to the population size, the tax rates (with a labour income tax rate of

almost 46 per cent in the euro area and about 30 per cent in the US and a tax rate on consumption of

around 18 per cent in the euro area and close to 8 per cent in the US), the share of imports (where the

share of US goods in euro area imports, 18 per cent, is larger than vice-versa, 13 per cent) and also the

parameters governing the home bias.

Economic Bulletin | Banco de Portugal

Articles | Autumn 2007

99



4. MODEL RESPONSES TO SHOCKS

In this section we illustrate the properties of the model by comparing the impulse responses of a num-

ber of variables of the model to standard shocks.
4

In particular we show the responses of real GDP,

consumption, investment, hours worked, the real wage, the short-term interest rate (quarterly rate,

annualised), inflation (year-on-year rate), the real exchange rate, exports and imports. The shocks we

consider are monetary policy shocks, technology shocks, a government spending shock and a risk

premium shock. For illustrative purposes, for the first three shocks we show a comparison with a ver-

sion of the Smets-Wouters (2003) model calibrated with similar parameters as the ones of the open

economy model. In the following all variables shown are expressed in percentage deviations from

steady state with the exception of the interest rate, inflation and the real exchange rate which are

expressed as percentage point deviations from steady state.

4.1. Monetary policy shock

Chart 2 displays the dynamic responses of several variables to a one-period monetary policy shock i.e.

an exogenous change in �

,�
EA t

R which is i.i.d. The shock is calibrated so that the annualised interest rate in

the euro area falls on impact by 25 basis points. Once the shock hits the economy, the nominal interest

rate is determined endogenously by the monetary policy rule.

According to the model, the policy rate remains below its steady state level for almost two years. At the

same time, the decrease in the interest rate stimulates demand. The monetary policy shock leads to a

hump-shaped increase in real GDP, real consumption and real investment in the euro area. As expected,

real investment responds more strongly than consumption. The peak impact on real GDP occurs about 6

quarters after the shock. The fact that it takes time for the economy to return to the steady state reflects

the nominal rigidities introduced in the model that increase the propagation of the shock. Features such

as habit persistence in consumption, sticky prices and wages and adjustment costs in investment lead to

persistent responses of the macroeconomic variables to the single period monetary policy shock.

The open economy framework introduces a new channel for the transmission of monetary policy shocks,

namely the exchange rate channel. The decrease in the euro area interest rate, together with a muted re-

sponse to the shock by the US monetary authority, leads to a real exchange rate depreciation. In fact, the

real exchange rate depreciates on impact and then returns to its steady state value, consequently imply-

ing a competitiveness gain. This is translated into a slight decline in imports and, initially, a rise in exports

that is later reversed.

Following the shock, hours worked increase, as firms want to produce more to satisfy increased demand.

Higher demand for labour puts upward pressure on nominal wages. The effect on real wages will depend

on the nominal rigidities (on both wages and prices), on the degree of workers’ market power and also on

the utility parameters (governing the disutility from work). In the model, real wages increase following a

surprise decline in interest rates, in line with the stylised facts following an unanticipated monetary policy

shock in the euro area (Peersman and Smets, 2001, Alves et al., 2006). Note that the increases in hours
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(4) All the results are obtained with Dynare, a matlab toolbox aimed at simulating and estimating DSGE models. The Dynare code used can be obtained from

the authors.



Economic Bulletin | Banco de Portugal

Articles | Autumn 2007

101

Chart 2 (to be continued)

IMPULSE RESPONSES TO A MONETARY POLICY SHOCK
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worked and the real wage contribute to the expansion in consumption. As regards inflation, the annual

rate increases after the shock and then gradually returns to the steady-state.

As regards the comparison with the closed economy model, it can be seen that the response of GDP is

similar in both models. However, consumption and investment tend to increase more in response to

the monetary policy shock in the case of the closed-economy model used in the comparison. An inter-

esting difference regards the response of inflation. In the open economy model inflation rises much

more in response to the monetary policy shock which partly seems to result from the nominal deprecia-

tion of the currency brought about by the shock. Thus, for monetary policy shocks, the open economy

dimension seems to play an important role.

4.2. Technology shock

Chart 3 depicts the impulse responses to a transitory, though persistent, technology shock (i.e. an ex-

ogenous increase in �
EA t

N

, ). The shock is calibrated such that the maximum effect on GDP in the euro
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Chart 2 (continued)

IMPULSE RESPONSES TO A MONETARY POLICY SHOCK
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Chart 3 (to be continued)

IMPULSE RESPONSES TO A TECHNOLOGY SHOCK

GDP in the euro area

-0.6

-0.4

-0.2

0

0.2

0.4

0.6

0.8

1

1.2

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Consumption in the euro area

-0.2

-0.1

0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Investment in the euro area

-1

0

1

2

3

4

5

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Inflation in the euro area

-1.6

-1.4

-1.2

-1

-0.8

-0.6

-0.4

-0.2

0

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Nominal interest rate

-0.8

-0.7

-0.6

-0.5

-0.4

-0.3

-0.2

-0.1

0

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Real wage

-0.3

-0.2

-0.1

0

0.1

0.2

0.3

0.4

0.5

0.6

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Open-economy model Smets and Wouters model, calibrated



area is one per cent (in deviations from the steady state).

The impulse responses of the model to a positive technological shock show that both consumption and

investment rise after the shock.
5

Hours worked fall initially which is a result similar to the one found in

Smets and Wouters, 2003, and Alves, et al., 2006. One explanation for this fall is that when labour be-

comes more productive it may be more profitable for firms to use less of this input to produce more out-

put, given that the real wage will rise. Given the general equillibrium setup, this also corresponds to the

optimal decision of households given the constraints they face.

The technology shock expands temporarily the production capacity of the economy and therefore low-

ers the marginal cost of production. Therefore, firms want to lower their prices but, given that only a

fraction of the firms are re-optimizing in each period, this will happen only gradually. The decline in in-

flation explains why the short-term interest rate declines while GDP is increasing. The real exchange

rate appreciates but then falls and returns to the steady-state from below. The real exchange rate ap-
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Chart 3 (continued)

IMPULSE RESPONSES TO A TECHNOLOGY SHOCK
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(5) Given that in the short-term the technology shock leads to a stronger fall in quarterly inflation than the decline in the quarterly interest rate, the real interest

rate increases in the short-term. This helps to explain the initial temporary fall of GDP and investment below steady state.



preciation explains the rise in imports. Given that we also see an expansion in the foreign country, euro

area exports also increase.

In terms of the comparison with the closed economy model, the responses of the open and closed

economy models are broadly similar, notwithstanding some differences in terms of the strength of the

response. This is particularly the case of investment, which seems much more reactive in the closed

economy version of the model, and also regarding the real wage which in the case of the euro area

open economy model shows a decline in the first year and a half while in the closed economy version

the real wage increases.

4.3. Government spending shock

The government spending shock is calibrated such that the government spending-to-output ratio increases

by one percentage point on impact. Government spending is modelled as an autoregressive process with an

autoregressive coefficient of 0.9. The increase in government spending leads to an initial rise in GDP but

crowds out investment and consumption (see Chart 4). Even though the effect on consumption is at odds with

the results in the VAR literature (where usually consumption either does not react or rises following an unan-

ticipated increase in government spending, see Adão and Brito, 2006, for example), this result is found in

New-Keynesian models with Ricardian agents. The explanation for this behaviour is that the increase in gov-

ernment spending lowers the present value of after tax income and therefore generates a negative wealth ef-

fect that induces the fall in consumption. Additionally, the shock implies an increase in the number of hours

worked and initially a rise in the real wage.
6

The euro real exchange rate vis-à-vis the dollar depreciates

slightly. Nevertheless, exports show a very slight decline and imports show an increase that is reversed later.

Inflation increases slightly which, together with higher GDP, leads to a tightening of monetary policy.

In comparison with the closed economy model, the main differences in the impulse responses occur in the

case of investment, which declines by less in the open economy model, and that of inflation, which seems to

react more to the shock, probably reflecting the exchange rate depreciation. It should be noted though that the

response of inflation is very small.

4.4. UIP shock

The risk premium shock is a shock to the modified uncovered interest rate parity equation. This open-econ-

omy shock is defined so that the euro real exchange rate depreciates by 1 per cent on impact, as can be seen

in Chart 5. Initially, the real exchange rate depreciation, by generating a negative wealth effect associated with

the deterioration of the terms of trade, leads to a drop in consumption and in investment in the euro area. At

the same time the real depreciation leads to a shift in demand towards domestic goods. Therefore euro area

exports increase while imports decline. GDP increases above its steady state value following the shock, as a

result of the improved contribution from net external demand. The increased demand for euro area goods is

translated into an increase in hours worked. The real wage initially declines but recovers after a period of

around one year. Given the increase in inflation the monetary authority reacts by raising interest rates.
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(6) It should be noted that given the restriction that the government budget be balanced every period, the initial positive shock to government spending is to a

large extent off-set by a decline in transfers. In addition, there is also a small off-setting effect due to an increase in labour income tax revenues (as the real

wage increases) which more than compensates the decline in tax revenues due to the fall in consumption.
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Chart 4 (to be continued)

IMPULSE RESPONSES TO A GOVERNMENT SPENDING SHOCK
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Chart 4 (continued)

IMPULSE RESPONSES TO A GOVERNMENT SPENDING SHOCK
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Chart 5 (to be continued)

IMPULSE RESPONSES TO AN UNCOVERED INTEREST RATE PARITY SHOCK
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5. CONCLUDING REMARKS

DSGE models are being increasingly used by central banks for modelling and forecasting and in some

countries replacing traditional large-scale macroeconomic models. Nevertheless, the use of these

models for policy analysis is still undergoing a learning phase. This article aims at contributing to the

current state of knowledge by considering the implications of the open economy dimension. The re-

sults suggest that this feature is indeed important, in particular for assessing the impact of monetary

policy shocks. A follow up study will estimate the model for the euro area and the US in order to test

whether the results obtained still apply when confronted with the data. Further refinements of the

model for introducing other channels of transmission of shocks in the economy could also be envis-

aged (for instance more detailed open economy features, richer government or financial sectors or

frictions in the labour market to allow for unemployment).
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Chart 5 (continued)

IMPULSE RESPONSES TO AN UNCOVERED INTEREST RATE PARITY SHOCK

Hours worked

-0.01

0

0.01

0.02

0.03

0.04

0.05

0.06

0.07

0.08

0.09

0.1

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Real echange rate

-1.2

-1

-0.8

-0.6

-0.4

-0.2

0

0.2

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Exports

-0.3

-0.2

-0.1

0

0.1

0.2

0.3

0.4

0.5

0.6

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Imports

-0.6

-0.5

-0.4

-0.3

-0.2

-0.1

0

0.1

0.2

0.3

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Open-economy model



REFERENCES

Adão, B. and J. B. Brito (2006), “The Effects of a Government Consumption Shock”, Economic Bulletin,

Spring, Banco de Portugal.

Adolfson. M. S. Laséen, J. Lindé and M. Villani (2005), “Empirical properties of Closed and Open Economy

Models of the Euro area”, Macroeconomic Dynamics, forthcoming.

Adolfson. M. S. Laséen, J. Lindé and M. Villani (2007), “Bayesian Estimation of an Open Economy DSGE

Model with Incomplete Pass-Through”, Journal of International Economics, 72, pp. 481-511.

Alves, N., J. B. Brito, S. Gomes and J. Sousa (2006), “The Transmission of Monetary and Technology

Shocks in the Euro Area”, Working Paper No. 2, Banco de Portugal.

Alves, N., Gomes, S. and J. Sousa (2007), “An open economy model of the euro area and the US”, Working

Paper No. 18, Banco de Portugal.

Altig, D., Christiano, L., Eichenbaum, M. and Linde, J. (2005), “Firm-specific capital, nominal rigidities and the

business cycle”, CEPR Discussion Paper No. 4858.

Benigno, P. (2001), “Price stability with imperfect financial integration”, CEPR Discussion Paper No. 2854.

Calvo, G. (1983), “Staggered prices in a utility-maximizing framework”, Journal of Monetary Economics,

12(3), pp. 383-398.

Christiano, L., M. Eichenbaum and C. Evans (2005), “Nominal Rigidities and the Dynamic Effects of a Shock

to Monetary Policy”, Journal of Political Economy, 113(1), pp. 1-45.

Christiano, L. J., Motto, R. and Rostagno, M. (2005), “Financial Factors in Business Cycles”, manuscript.

Coenen, G. and P. McAdam (2005), “Tax Reform and Labour Market Reform in the Euro Area: A

Macroeconomic Assessment”, paper presented at the conference DSGE Modeling at Policy

Institutions: Progress and Prospects, US Federal Reserve.

Coenen, G., P. McAdam and R. Straub (2007), “Tax Reform and Labour-Market Performance in the Euro

Area: A Simulation-Based Analysis Using the New Area-Wide Model”, ECB Working Paper No. 747.

Corsetti, G. and Dedola, L. (2005), “A macroeconomic model of international price discrimination,” Journal of

International Economics, Elsevier, vol. 67(1), pp. 129-155.

Corsetti, G., Dedola, L. and Leduc,S. (2006) “DSGE models with high exchange rate volatility and low

pass-through”, International Finance Discussion Papers of the Federal Reserve Board, no. 845;

CEPR dp 5377.

Erceg, Christopher J., Henderson, Dale W., and Levin, Andrew T. (2000), “Optimal monetary policy with

staggered wage and price contracts”, Journal of Monetary Economics, 46(2), pp. 281-313.

Lucas, R. (1976), “Econometric Policy Evaluation: a Critique”, Carnegie-Rochester Conference Series on

Public Policy 1, pp. 19-46.

Peersman, G. and F. Smets (2003), “The Monetary Transmission Mechanism in the Euro Area: Evidence

from VAR Analysis, in Monetary Policy Transmission in the Euro Area”, Eds. Angeloni, Kashyap and

Mojon.

Smets, F. and R. Wouters (2003), “An estimated dynamic stochastic general equilibrium model of the euro

area”, Journal of the European Economic Association, 1(5), pp. 1087-1122.

Banco de Portugal | Economic Bulletin

Autumn 2007 | Articles

110



Annex 1 Calibration

The parameter values are shown in Table 1. The two countries are of slightly different size, namely the

euro area stands for 42 per cent of total population (i.e. the euro area plus the US). The utility function

parameter values are the same in both economies. In particular, the habit persistence	 
b parameter is

set to 0.6 in both the euro area and the US.

In both countries we set the discount factor of consumers 	 
� to around 0.99 and the per capita gross

growth rate of technology 	 
&
zEA

to 1.004 quarterly (i.e. 1.6 per cent in terms of the annual rate). To-

gether with an annual gross inflation of 1.02 this implies a long run gross nominal interest rate of

1.0165 quarterly in both economies. We calibrate the depreciation rate 	 
' to 0.025 quarterly.

Regarding the production function, the Cobb-Douglas parameter � is set to 0.3 in both countries while

the CES function parameter 	 
�
F

is set to 2 both in the euro area and the US, which implies an

intratemporal elasticity of substitution between home and foreign goods of 1.5. The consumption to

output ratio is calibrated to be 0.6 in the euro area and 0.62 in the US.

As for price setting, the average duration of price contracts is set to 10 quarters in the domestic sector

(�
D

=0.9) and 1.4 quarters in the export sector sector (�
X

=0.3). The degree of price indexation	 
�
D

is set

to 0.5 in both economies. The price markup is set to 0.3 both in the domestic and the import sector in the

two economies 	 
� �
D M

and .

Wage contracts last on average 4 quarters (�
W

=0.75) and the degree of wage indexation is set to 0.75

	 
�
W

in the two countries. The wage markup is set to 0.3	 
�
W

. Per capita hours worked
L

n

EA 

!
"

#

$
% are cali-

brated so that households spend roughly 30 per cent of their time working.

The import adjustment cost parameter � is set to 2.5 in both economies and the parameter of the risk

premium function (i.e. the first derivative of the risk premium), �� , is calibrated to -0.1 following the esti-

mates of Adolfson et al. (2005). The share of imports on domestic output is set to 18 per cent in the

euro area while for the case of the US it is derived from the other parameters of the model resulting in a

share of imports of 13 per cent. d
F

andd
F

* are determined by solving a non-linear system and using the

values for the other model parameters (see Alves, Gomes and Sousa, 2007).

The tax rate on consumption is 0.183 in the euro area and 0.077 in the US. The tax rate on labour in-

come (including social security contributions) is 0.46 in the euro area and 0.3 in the US.

The parameters assumed in the monetary policy rule are close to those estimated in Smets and

Wouters (2003), namely a coefficient of 1.5 on inflation and coefficients of 0.1 on output, changes in in-

flation and changes in output. Following Coenen, McAdam, Straub, we chose a parameter of 0.9 for

the interest rate smoothing parameter which is close to the value estimated in Smets and Wouters

(2003).

As for the autoregressive coefficients in the shock processes, we have assumed a high degree of per-

sistence for technology, labour supply, consumer preference, government spending and risk premium

shocks and no persistence for the remaining shocks.
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Table 1

CALIBRATED PARAMETERS AND RATIOS

Euro area United States Source

Population size n 0.42 1� n 0.58 CMS

Inflation rate (gross) �
EA

1.02^0.25 �
US

1.02^0.25 Assumption

Per capita hours L

n

EA
0.285

L

n

US

1�
0.285 Assumption

Consumption-output ratio
c

y

EA

EA n

F

/

0.6
c

y

US

US n

F

/( )1�
0.62 CMS

Share of government spending
g

y

EA

EA n

F

/

0.21
g

y

US

US n

F

/( )1�
0.20 Implicit (US)

Share of investment
i

y

EA

EA n

F

/

0.188
i

y

US

US n

F

/( )1�
0.179 Implicit (US)

Share of imports
y

y

US

EA

EA n

F

/

0.18
y

y

EA

US

US n

F

/( )1�
0.13 Implicit (US)

Productivity growth (gross) &
zEA

1.016^0.25 &
zUS

1.016^0.25 Assumption

Discount factor � 1.03^-0.25 �* 1.03^-0.25 CMS

Depreciation rate ' 0.025 '( 0.025 Assumption

Tax rate on consumption �
C

0.183 �
C

* 0.077 CMS

Tax rate on labour income �
W

0.459 �
W

* 0.296 CMS

Share of capital income in value added � 0.3 � * 0.3 Assumption

Habit persistence parameter b 0.6 b
* 0.6 CMS

Import adjustment cost � 2.5 �* 2.5 CMS

CES parameter of imported and domestic interm. goods �
F

2 �
F

* 2 CMS

CES parameter of imported and domestic interm. goods d
F

0.83 d
F

* 0.87 Implicit

Goods markup �
D

�
D

*

Wage markup �
W

0.3 �
W

* 0.3 CMS

Import price markup �
M

�
M

*

Degree of price indexation �
D

0.5 �
D

* 0.5 CMS

Degree of wage indexation �
W

0.75 �
W

* 0.75 CMS

Calvo setting

Domestic goods �
D

0.9 �
D

* 0.9

Exports �
X

0.3 �
X

* 0.3 CMS

Wages �
W

0.75 �
W

* 0.75

�
R

0.9 �
R

* 0.9

� � 1.5 � �
*

1.5

Taylor rule parameters �
Y

0.1 �
Y

* 0.1 Assumption

��� 01 ���
* 0.1

��Y
0.1 ��Y

* 0.1

Shock processes

Euro area United States Source

Shock AR, interest rate �
R

0 �
R

* 0 Assumption

Shock AR, government �
G

0.9 �
G

* 0.9 Assumption

Shock AR, technological �&z

0.9 �&z

* 0.9 Assumption

Other Source

Stationary holdings of United States bonds b
US

EA 0 Assumption

Relative United States / Euro area price p
US

1 Implicit

Risk premium �� () -0.1
Adolfson, et al.

(2005)

Shock AR, exchange rate �
S

0.9 Assumption

CMS-Coenen, McAdam and Straub (2007).



FINANCING COSTS OF PORTUGUESE COMPANIES*

Isabel Marques Gameiro��

Nuno Gonçalo Ribeiro**

1. INTRODUCTION

The financing conditions faced by the non-financial private sector are classical determinants of invest-

ment and consumption decisions and, consequently, of economic activity and prices. In the case of

companies, financing costs are dependent inter alia on the initial financing structure (namely the share

of debt, the maturity structure and/or the interest resetting period), the depth, liquidity and cross-border

integration of capital markets, as well as by both investors’ and savers’ preferences. Thus, monetary

policy impulses are likely to be transmitted heterogeneously to corporate financing conditions across

individual euro area countries, thereby inducing differentiated effects on future economic and price de-

velopments. Although the price formation mechanism in financial markets provides information on fi-

nancing conditions, it should be borne in mind that information asymmetries in this market are likely to

lead to quantitative restrictions, by rationing funds available at the prevailing market price (Stiglitz and

Weiss (1981)).

This paper aims at obtaining a set of measures of developments in the real financing costs of Portu-

guese companies. To this end, calculation procedures are established and their methodological op-

tions discussed. Such measures are proxies for the actual costs incurred by companies in various

financing market segments, which, taking into account the corporate financial structure, may be aggre-

gated into a synthetic indicator for total funds obtained by these companies. The proposed indicators

give additional information
1

for the establishment of a coherent framework for the analysis of the finan-

cial conditions faced by the private sector. In fact, such measures facilitate the monitoring over time of

overall corporate financing conditions and the analysis of developments in corporate financing and

may contribute to improve forecast tools for corporate investment.

The article is structured as follows: Section 2 presents the financing structure of Portuguese non-finan-

cial corporations and compares it with that of the euro area as a whole. Section 3 proposes measures

of real corporate financing costs for the broad categories of financial instruments, namely equity, bank

loans, short-term market-based debt and medium and long-term market-based debt. Section 4 pres-

ents a synthetic indicator, illustrating real total financing costs, that results from the aggregation of par-

tial indicators for each instrument using their outstanding amounts as weights. Finally, Section 5

summarises the main results.
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(1) Among the elements that must be taken into account when assessing corporate financing conditions are the dynamics of corporate financing volumes, the

way they meet the sector’s aggregate borrowing needs, as well as qualitative information from surveys to companies (e.g. Investment Survey) or banks

(e.g. Euro Area Bank Lending Survey).



2. FINANCING STRUCTURE OF COMPANIES

Among the forms of corporate external financing, two types should be distinguished: financing through

equity and financing through debt, which, in turn, includes loans by credit institutions and mar-

ket-based debt. Table 1 presents the weight of each of these external financing components for com-

panies in Portugal and the euro area at the end of 1998 and 2006.

Equity is the main source of financing of Portuguese companies, accounting for 60 per cent of total fi-

nancing at the end of 2006, compared with around 73 per cent in the euro area. The largest part of eq-

uity of Portuguese companies is non-quoted, amounting to 67 per cent of all equity at the end of 2006.

The weight of unquoted shares is related to the fact that the Portuguese corporate structure comprises

a large proportion of small and medium-sized enterprises. This is also observed in the euro area as a

whole (unquoted shares amounted to 63 per cent of equity financing in 2006), where small and me-

dium-sized enterprises account for a significantly higher share than in the United States and Japan.
2

It

should be noted that, between end-1998 and end-2006, the weight of equity financing of Portuguese

companies declined and was largely counterbalanced by an increase in the weight of bank loans. In

turn, the financing structure in the euro area was more stable in the period as a whole, although there

were significant fluctuations associated with swings in international stock market prices during this

period.

Bank financing is very significant in the corporate financing structure in Portugal, accounting for 31 per

cent of total financing in 2006, i.e. considerably higher than in the euro area as a whole. In Portugal,

most loans have an original maturity of up to 1 year, in contrast to the euro area where bank financing

with maturities of over 5 years predominates. Moreover, it should be noted that in Portugal, even for

longer maturities, interest rates on bank loans to companies are indexed to short-term interest rates,

conversely to what is typically observed in some major euro area economies, where interest rates on

bank loans with longer maturities are strongly correlated with medium and long-term government bond

yields.

Financing through the issuance of debt securities accounts for a small share of external financing of

Portuguese companies (9 per cent in 2006), of which more than half concerns short-term debt securi-
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Table 1

FINANCING STRUCTURE OF COMPANIES IN PORTUGAL AND THE EURO AREA (AMOUNTS OUTSTANDING)

As a percentage of the total

Loans Debt securities Shares

Total

Up to 1

year

Between

1 and 5

years

Over 5

years Total

Short

-term

Long

-term Total Quoted Unquoted

December 1998

Portugal 23 14 5 4 6 1 5 71 28 43

Euro area 25 9 3 12 4 1 3 72 31 41

December 2006

Portugal 31 13 8 10 9 5 4 60 20 40

Euro area 23 7 4 12 4 2 3 73 27 46

Sources: ECB and Banco de Portugal.

(2) In Portugal, employment in small and medium-sized enterprises stands at around 87 per cent, compared with 66 per cent in Europe, 46 per cent in the

United States and 33 per cent in Japan (for a comparison between Europe, United States and Japan, see Hartman et al (2003)).



ties, namely commercial paper that is a close substitute for short-term bank loans. Nonetheless, the

weight of financing through the issuance of debt securities in Portugal is higher than in the euro area as

a whole, where the weight in total external corporate financing reached only 4 per cent in 2006.

3. INDICATORS OF REAL FINANCING COSTS OF NON-FINANCIAL

CORPORATIONS

This section proposes methodologies for the calculation of corporate financing cost indicators of the

previously mentioned broad categories of financial instruments. For the purpose of monitoring

developments in the Portuguese economy in the context of the euro area, and in order to have a

benchmark to better interpret results, each subsection of this paper includes similar indicators

constructed for the euro area as a whole.

3.1. Cost of equity financing

The measurement of the cost of equity financing, seen as the rate of return demanded by investors for

holding stocks, presents various methodological difficulties. First, while for listed companies a market

price for equity is available, for unlisted companies, which represent the majority, this information is ab-

sent. Moreover, even for listed companies the cost of equity is not directly observable in the market,

implying that an indirect analytical approach must be chosen.

We take the cost of quoted equity as indicative for the cost of unquoted equity. This approach consists

in assuming that there is an implicit shadow price for the equity of unlisted companies, which is similar,

in aggregated terms, to that of listed companies. This corresponds to assuming that the structure in

terms of sectoral composition, size and transparency is similar in both groups of companies. In gen-

eral, unlisted companies are smaller and more opaque than listed companies, due either to the greater

proportion of unlisted companies in the early phases of companies life cycle or to less strict require-

ments regarding the disclosure of information to the public. Thus, it may be argued that the cost of

equity of these companies is underestimated when this procedure is used.

With regard to the analytical approach for the calculation of equity financing costs, it should be noted

that the price of a stock is equal to the discounted values of future dividends, considering the equity risk

premium in the discount rate. Thus, the operationalisation of a methodology to calculate the cost of

equity implies the availability of information on stock prices and all future corporate cash flows. The

simplest approach consists in setting a real long-term growth rate for future dividends and to assume

that it remains constant when discounting the value of future expected dividends. Long-term dividend

growth rates are typically fixed by using an estimate of the potential growth rate of the economy. This

rate is assessed when the cost of equity is estimated. In this context, the cost of equity can be residu-

ally calculated using the so-called Gordon formula (Gordon (1962)):

� �C
D

P
g g

c

t

t

� � �1 (1)

whereC
C

is the cost of equity, D P
t t
/ the current dividend yield and g the growth rate of dividends in the

long run. Equation (1) can be interpreted as follows: for the same current dividend yield, a higher ex-

pected growth rate of dividends will only be compatible with a higher cost of equity. In other words, ex-

ogenous changes in the expected growth rate of dividends must be reflect in the current price of equity.

Although this set of assumptions simplifies the problem, it is considered to be rather limited as it does

not take into account all the information available in financial markets, in particular investors’ percep-
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tions regarding earnings’ growth rates in the short-term (see ECB (2002) and Panigirtzolou and

Scammel (2002)). Thus, the methodology used in this paper is a generalisation of the Gordon formula

to estimate the cost of equity and assumes three stages for the development of the dividend growth

rate (Three Stage Dividend Discount Model).
3

More specifically, the first stage includes the first four

years and it is assumed that the growth rate of dividends is that obtained by analysts’ forecasts regard-

ing corporate earnings; the second stage corresponds to the next eight years, when dividends are ex-

pected to converge in a linear fashion to the constant long-term growth rate, which is assumed to

prevail throughout the third and last stage. Fuller and Hsia (1984), based upon the Three Stage

Dividend Discount Model, show that the cost of equity may be residually obtained by:

� � � �� �C
D

P
g ga g g

C

t

t

� � � � �1 8 (2)

where ga is the forecast of the average growth rate of dividends over the next four years. Equation (2)

has an interpretation similar to equation (1), i.e. for the same dividend yield a change in the forecast of

the average four-year dividend growth rate is only compatible with a correspondent change in the cost

of equity. The cost of equity was calculated on the basis of the Morgan Stanley Capital International in-

dex for Portugal (MSCI-Portugal). This index is representative of the Portuguese stock market with a

composition similar to that of PSI 20. Thomson Financial Datastream provides data on the dividend

yield and on earnings per share growth forecast of the International Brokers Estimate System (IBES)

for the MSCI-Portugal. Earnings growth rate forecast provided by analysts are used to determine the

four-year average dividend growth rate, assuming a constant payout ratio. Thus, the expected growth

rate of dividends for the next four years is calculated as the average of earnings per share (EPS) fore-

cast by analysts for the following periods: current year, 1 year ahead, 2 years ahead and 3 years

ahead. This rate was deflated by Consensus Economics expected inflation for Portugal. The real

growth rate of dividends in the long run is assumed to be equal to the estimate for potential output

growth in Portugal, as would happen if the Gordon formula were used. In fact, in the long run, aggre-

gate corporate earnings growth should be consistent with the income growth of the economy as a

whole. More specifically, it was assumed that g � 20. %, in line with the Almeida and Félix (2006) results

for the 1999-2005 period.
4

Chart 1 shows the real cost of equity financing for MSCI-Portugal between January 1999 and October

2007.
5

In addition, an estimate of the cost of equity in the euro area is presented for the Dow Jones

Eurostoxx index, calculated on the basis of the same methodology.
6,7

As shown in the chart, over the

period under review the estimate for the real cost of equity financing in Portugal was significantly vola-

tile, being on average around 0.8 p.p. higher than in the euro area. Between January 1999 and Janu-

ary 2001, the real cost of equity in Portugal fluctuated around 5.8 per cent and subsequently started an

upward movement, reaching peaks slightly above 11 per cent in the second half of 2004. Since then, it

has fallen significantly, standing systematically below the historical average since early 2006. In the

same period, the euro area real cost of equity was less volatile, with slight fluctuations around 4.5 per
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(3) Panigirtzolou and Scammel (2002) show that the use of the Three Stage Dividend Discount Model for the assessment of stock prices offers a relatively good

explanation for the past behaviour of stock indices in the United Kingdom and the United States.

(4) The assumption for the growth rate of dividends in the long run only influences the level of the estimated cost of equity, but does not condition its

developments. For instance, a growth rate of potential output 0.5 p.p. higher than that assumed would imply an increase in the estimated cost of equity, on

average, of around 0.4 p.p. over the period under review.

(5) The cut-off date for the charts included in this section was 31 October 2007.

(6) For the real growth rate of dividends over the first four years, analysts’ forecasts regarding earnings per share of the Dow Jones Eurostoxx index were

considered in the current year, 1 year ahead, 2 years ahead and 3 years ahead. For the real growth rate of dividends in the long run, a value of 2.0 per cent

was assumed, in line with estimates for potential output growth in the euro area in the 1995-2006 period (see ECB(2005b)).

(7) Both indices comprise financial corporations (namely banks). This may give rise to some bias in the indicator as a proxy for the cost of capital of

non-financial corporations, namely in periods of significant corrections in financial corporations shares, as was recently seen. The weight of financial sector

shares on the market value of the stock indices considered is around 30 per cent, both in Portugal and the euro area.



cent up to January 2002 and a strong increase to a peak of around 11 per cent in March 2003. Since

that date, the cost of equity in the euro area declined considerably to levels below the historical aver-

age since early 2005. Another way to assess developments in the cost of equity is through the behav-

iour of the equity risk premium demanded by investors to invest in the stock market. Chart 2 shows

estimates for the equity risk premia implied in stock markets in Portugal and the euro area, which is cal-

culated by subtracting the risk-free real interest rate from the real cost of equity. The risk-free real inter-

est rates used are the government bond yield in Portugal and the euro area, deflated by the

corresponding Consensus Economics long-term inflation expectations. According to these measures,

the equity risk premium increased considerably throughout 2002, but less markedly in Portugal than in

the euro area. These developments occurred in the context of corporate accounting scandals in

Economic Bulletin | Banco de Portugal

Articles | Autumn 2007

117

Chart 1
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particular in the United States and heightened geopolitical tensions, associated with a possible military

intervention in Iraq. Between March 2003 and March 2004, the risk premium was corrected down-

wards, both in Portugal and the euro area. This correction was fully reversed in Portugal in the second

half of 2004, when the risk premium reached peak levels (around 10 per cent at the end of 2004). Like-

wise, in the euro area, the equity risk premium increased in the second half of 2004, albeit less mark-

edly. Investors’ fears about the impact of the strong increase in international oil prices on corporate

earnings may have contributed to these developments, which in the case of Portugal might have been

aggravated by some political instability in the context of the persistence of major external and fiscal

imbalances.

As from the beginning of 2005, the risk premium in the Portuguese stock market declined gradually to

levels below the average for the past few years, in tandem with the euro area stock market. In general,

the risk premium in Portugal was more sensitive than in the euro area to episodes of some financial

markets turbulence as illustrated in the chart. Very recently, in the context of changes in the perception

of risk by international investors associated with concerns regarding the size and allocation of losses

related with the US subprime mortgage market, as well as of other strongly leveraged debt markets,

the equity risk premium increased in the Portuguese and in the euro area stock markets. However, this

premium remained below the average for the past few years.

3.2 Bank loan costs

In Portugal, the interest rate on corporate bank loans is determined almost exclusively by money mar-

ket interest rates, either because loans with an original maturity of up to 1 year predominate, or be-

cause in longer maturities interest rates are index-linked to short-term interest rates, and are also

periodically revised at short intervals. In this context, interest rates on outstanding amounts, applied to

all operations outstanding during the reference period (comprising those negotiated in that period and

those negotiated in previous periods) reflect very rapidly changes in expectations regarding the key

monetary policy interest rate. This is particularly relevant in the case of Portugal, given that some prob-

lems were identified regarding data on interest rates on new business that advise against their use

when assessing the cost of corporate bank loans in Portugal. In fact, in the context of the euro area

harmonised MFI lending rates, interest rates on new business are provided, i.e. interest rates for any

new agreement between a customer and a MFI (new contracts and renegotiations of existing con-

tracts), which, theoretically, are a better tool to monitor the marginal cost of corporate borrowing. How-

ever, the method of aggregating these statistics can lead to biases and to spurious volatility in

aggregate statistics, as is observed in Portugal according to Banco de Portugal (2003) and ECB

(2006).
8

Therefore, this paper exclusively analyses interest rates on outstanding amounts, using har-

monised MFI statistics for the period after January 2003; up to December 2002 series were estimated

on the basis of data available in that period and published according to the methodology presented in

Banco de Portugal (2003).

For the purpose of calculating the interest rate on bank loans prevailing in Portugal, the almost exclu-

sive indexation of corporate interest rates to key money market interest rates renders the breakdown

by maturity categories unnecessary, given that, by definition, interest rates on both short and lon-

ger-term operations similarly reflect developments in their reference rates. Interest rates on bank

loans in the euro area as a whole, on the other hand, include a relevant share of long-term fixed-rate
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(8) The aggregation problems identified are associated with the fact that in Portugal loans frequently have very short maturities (being consequently

overrepresented in aggregate statistics) and relatively high interest rates compared to the remaining operations, possibly reflecting the refinancing of trade

credits by the financial system.



operations. For this reason, there is an analytical advantage in using the breakdown by original

maturity.

As discussed above, the real interest rate on loans to non-financial corporations in Portugal directly re-

sults from the average rate weighted by end-of-period outstanding amounts in all operations, deflated

by Consensus Economics expectations for the average inflation expected over the relevant horizon. It

was assumed that this was a one-year horizon, in line with the interest rate resetting maturity of up to

12 months characterising almost all operations.

The same procedure is applicable to the calculation of real interest rates on outstanding amounts with

an original maturity of up to 1 year for the euro area as a whole. However, the approach to longer matu-

rities requires some additional research, given that statistics available for interest rates on outstanding

amounts do not make it possible to identify the structure of the interest rate revision periods for opera-

tions with maturities of over 1 year. In order to obtain an indication of this structure, the correlation be-

tween the level of each of the above-mentioned categories and government bond yields in that period

was calculated. Interest rates on loans with maturities between “1 and 5 years” have a maximum corre-

lation with two-year government bond yields, while interest rates on loans with maturities of “over 5

years” have a maximum correlation with seven-year government bond yields. This procedure led to the

choice of the average inflation rates expected for the next 2 and 7 years in order to deflate nominal

interest rates.

Similarly to Portugal, the series of bank interest rates in the euro area recorded a methodological break

in January 2003. In fact, bank interest rates used for the period prior to January 2003 correspond to the

aggregation of statistics published by national central banks on a best effort basis, but are not harmo-

nised in terms of concepts and calculation methodologies. As from January 2003, harmonised statis-

tics of euro area MFI interest rates were used.
9

Chart 3 shows the interest rate representative of real cost of bank lending to companies in Portugal

from early 1990 to August 2007.
10

Throughout the 1990s the real cost of bank lending to Portuguese

companies declined significantly, moving from values around 13 per cent during the 1990-1992 period
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Chart 3
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(9) These replaced the statistics on retail bank interest rates previously produced on the basis of statistics on national interest rates.

(10) Unless otherwise indicated, the cut-off date for the charts included in this section was September 2007.



to around 4 per cent in January 1999. Since the creation of the euro area, the real cost of bank lending

to Portuguese companies fluctuated within an interval between 1.7 and 4.2 per cent. After recording

troughs of 1.7 per cent in mid-2003, the real cost of bank financing recorded an upward trend, which

was more marked as from the third quarter of 2005, standing at 3.7 per cent in September 2007.

Chart 4 shows real cost of bank lending to companies in Portugal compared to the euro area in the two

above-mentioned maturity categories after January 1999. The vertical line in January 2003 illustrates

the break in the series with the introduction of harmonised statistics. From a conceptual perspective,

the real interest rate for Portugal directly compares with the real short-term interest rate for the euro

area. Between early 1999 and the end of 2005, the real cost of bank loans in Portugal was systemati-

cally lower than in the euro area, largely reflecting relatively higher short-term inflation expectations in

Portugal (Chart 5). From that date onwards, the cost of bank financing in Portugal converged to the

euro area, and is now virtually at the same level.
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Chart 4
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3.3. Cost of securitised debt

When calculating the real cost of securitised debt financing, it is important to distinguish between

short-term debt and long-term debt, given that the relevant horizon for the expected inflation rate to be

used in the deflation of nominal interest rates is different in both cases.

3.3.1. Short-term debt

In Portugal, short-term debt securities issued by non-financial corporations comprises almost exclu-

sively commercial paper of highly rated large companies. Some characteristics make this instrument a

very close substitute for bank credit such as the fact that issuances are usually guaranteed by a bank

syndicate. Interest rates correspond to interest rate averages in the primary market of commercial pa-

per for maturities of “25 up to 35 days”, “85 up to 95 days” and “180 up to 190 days”, double weighted

by the corresponding amounts issued and the average maturity of each of the three above-mentioned

maturity categories. In addition, in order to reduce the excessive volatility in this series, associated with

the fact that a relatively small number of large issuers participate in this market, the resulting series

was smoothed through a three-month moving average and subsequently it was deflated by Consen-

sus Economics inflation expectations over a one-year horizon (Chart 6). Unfortunately, the lack of

available data hampers the construction of an indicator for this market segment in the euro area as a

whole.

As shown in Chart 6, the real cost of financing through the issuance of commercial paper, after reach-

ing values close to zero in the second half of 2003, has been gradually increasing to levels close to the

peaks. In September 2007 the real cost of this type of financing stood at 2.4 per cent.
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Chart 6
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3.3.2. Medium and long-term debt

The calculation of long-term debt securities real financing costs is based on the yield of the Lehman

Brothers index for bonds with a maturity of over 1 year issued by Portuguese investment grade non-fi-

nancial corporations.
11

As shown in Chart 7, this index is a good representative of the market for

long-term debt securities issued by Portuguese non-financial corporations.
12

Chart 8 shows the real cost of borrowing in the bond market by Portuguese companies, assessed by

the Lehman Brothers index, together with an indicator of the euro area bond market financing costs,

measured by the Merril Lynch index of bonds with a maturity of over 1 year issued by euro area invest-

ment grade non-financial corporations. Index yields were deflated by Consensus Economics inflation

expectations in line with the average duration of indices (approximately 5 years in Portugal and the

euro area). As expected, in the period under review the cost of borrowing by Portuguese companies is

virtually equal to that of European companies. In Portugal, the real cost of debt securities reached a

peak around 4.0 per cent in mid-2000, and subsequently moved back to values between 1 and 2 per

cent from mid-2003 to the last quarter of 2005. Since then, an upward trend has been observed, with

the financing cost standing at around 3.0 per cent in October 2007.
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Chart 7
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(11) Issuances with ratings equal to or higher than Baa3/BBB-/BBB- according to the scales defined by Moody’s, Standard & Poors and Fitch respectively.

(12) The cut-off date for the charts included in this section was 31 October 2007.



4. AGGREGATE INDICATOR OF CORPORATE FINANCING COSTS

In order to obtain a synthetic indicator of the real financing cost incurred by Portuguese companies, in-

dicators presented in the previous sections were aggregated using the corresponding outstanding

amounts as weights. It should be noted that in this article the cost of unquoted equity is proxied by the

cost of quoted shares, and therefore the weight associated with the real cost of equity corresponds to

total outstanding amounts of “shares and other equity” recorded under the liability side of non-financial

corporations balance sheet, as published in financial accounts. In fact, for the purpose of aggregating

the various partial indicators, it could have been possible not to consider unquoted equity, as it might

be suggested by some previous applications used by other central banks (see ECB (2005a)). How-

ever, such procedure would represent a very significant omission, as it would not take into account the

largest share of financing of Portuguese companies. This is particularly relevant to ensure higher com-

parability of results of the application of this type of methodology to different economies. In fact, the

analysis of the financial structure of Portuguese companies and companies in the euro area as a whole

presented in Table 1, shows that there is a larger relative proportion of quoted shares in the euro area

than in Portugal. This, together with the fact that equity capital is the most expensive source of financ-

ing, would mechanically and somewhat spuriously lead to a systematically higher average real cost of

financing of euro area companies compared to that of Portuguese companies. In addition, the fact that

all equity is taken into account makes it possible to internalise the effects of corporate listing and

delisting dynamics, whose impact on aggregation weights, if only quoted shares were used, would

have no economic relevance.

Chart 9 shows a synthetic indicator of the real cost of total financing of Portuguese non-financial corpo-

rations in the period between January 1999
13

and September 2007, as well as an equivalent indicator

calculated for the euro area using a similar methodology.
14

The aggregation procedure described and

the resulting indicator, in terms of concept, is similar to the weighted average cost of capital (or “wacc”)

recurrently used in financial economics literature. Thus, it should not be interpreted as a mere me-

chanical aggregation of the cost associated to very different financial instruments. In other words, the

fact that a given financial instrument has a circumstantial or a structurally lower cost than other instru-

ments does not lead to the conclusion that the companies’ choice of one of them is strictly better, as the

financing cost of each instrument is not independent from the corporate financial structure and from

the interest rate or refinancing risk inherent in different instruments. If, on the one hand, equity financ-

ing is the most stable, given that through it a company obtains funds which are not liable to investors

ex-ante when a company is going concern, on the other hand, by giving their holders residual rights on

corporate assets, subordinated to the payment of all remaining liabilities, it introduces a risk premium

demanded by the shareholder. The overall financial debt cost is endogenous regarding the debt to eq-

uity ratio in the financing structure, i.e. the lower the ratio the lower the cost. Turning to the structure of

debt maturities, all other things being equal, the cost of longer-term debt should be higher than that of

short-term debt, both because uncertainty as to debtor credit risk increases over the time horizon, and

because debtors are willing to pay a higher cost so as not to assume the risk of not being able to

roll-over as in their short-term debt. The same rationale applies to the legitimacy to compare, in

absolute terms, indicators for different economies, which are characterised by diverse financial

structures and market conventions.
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(13) Given that there are no data available on the cost of medium and long-term debt securities for the period between January 1999 and May 1999, a constant

yield was assumed, similar to that observed in May 1999.

(14) The indicator for the euro area corresponds to the average weighted by the outstanding amounts recorded in euro area financial accounts of bank interest

rates on outstanding amounts, securitised debt market financing cost (based on a weighted average of yields in two indices of corporate bonds compiled by

Merril Lynch, one for investment grade companies and another for high yield companies) and the stock market financing cost.



Bearing in mind that some caution is warranted when comparing estimates for different economies,

and despite the various financing structures, it is interesting to note that the overall real financing cost

of Portuguese companies was, on average, virtually equal to that of euro area companies over the pe-

riod under review. In Portugal, the overall real cost of financing reached peaks of around 7.5 per cent in

the second half of 2004, while in the euro area the peaks occurred in March 2003 (around 8.8 per

cent). In the past few years, the average cost of corporate financing, as measured by these indicators,

has remained relatively stable at levels below the averages for the period. This is due to diverging de-
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Chart 9
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Chart 10
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velopments in the cost of debt financing and in the cost of equity financing, which seem to be nega-

tively correlated (Charts 10 and 11). In fact, favourable conditions in stock markets counterbalanced

the upward trend in the real cost of debt securities and bank loan financing. This trend started in late

2005 and led to the virtual stabilisation of the overall cost of corporate financing. However, this should

be interpreted with caution, due to high uncertainty associated with the calculation of the cost of equity

vis-à-vis the cost of other financing sources. In any case, it is relatively safe to argue that, in terms of

prices, financing conditions faced by Portuguese and euro area companies over the past two years

have remained favourable by historical standards.

5. CONCLUSIONS

This article proposes measures of the costs of financing of Portuguese non-financial corporations

companies in the broad categories of financial instruments (equity, bank loans and debt securities),

and whenever possible a comparison is made with the euro area. Moreover, a synthetic indicator has

been constructed in order to illustrate the overall cost of financing of non-financial corporations, which

results from the aggregation of partial cost indicators, by using the outstanding amounts of each instru-

ment as a weight. The financing cost is assessed in real terms, on the basis of Consensus Economics

inflation expectations over the relevant horizons.

Although some colinearity exists with the euro area as a whole, the estimate for the cost of equity fi-

nancing of Portuguese companies is slightly more volatile and, on average, higher.

Up to the end of 2005, the cost of bank financing in Portugal was systematically lower than that of the

euro area, reflecting higher inflation expectations in Portugal over the short-term horizon. As from Jan-

uary 2006, the cost of bank financing of Portuguese companies has converged to that resulting from

short-term financing operations in the euro area and, since then, they have been broadly at the same

level.

In Portugal short-tem debt securities financing consists almost exclusively of the issuance of commer-

cial paper of highly rated large enterprises. The cost of this type of financing follows closely the official

interest rate cycle, having reached figures close to zero in real terms in the second half of 2003. Since

then it has increased gradually to levels close to the peaks reached in the period. Unfortunately, the

lack of available data hampers the comparison with the euro area in this market segment. With regard

to long-term debt securities, the results show that the cost of financing of Portuguese companies virtu-

ally coincides with that of European companies, having recorded an upward trend since the end of

2005.

Despite the methodological limitations associated with the different financing structures and market

conventions, an indicator of the overall cost of financing of Portuguese and euro area companies was

constructed, as an average weighted by outstanding amounts of the financing cost of each financial in-

strument. Although the resulting synthetic indicator should be seen as an illustrative measure, the his-

torical average for Portugal is virtually coincident with that of the euro area. In recent years, the

average corporate financing cost was relatively stable at levels below the historical average. This is

due to diverging developments in the debt financing cost and the equity financing cost, which seem to

be negatively correlated. In other words, favourable conditions in stock markets over the most recent

period counterbalanced the upward trend in the real cost of debt securities and bank loan financing,

leading to the virtual stabilisation of the overall cost of corporate financing.
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THE REGRESSIVITY OF UNEMPLOYMENT INSURANCE:

IDENTIFICATION OF THE INCOME EFFECT THROUGH THE

JULY 1999 LEGISLATION*

Mário Centeno**

Álvaro A. Novo**

1. INTRODUCTION

Program administrators face important trade-offs when setting up an (optimal) unemployment insur-

ance (UI) system. For instance, they must strike for a balance between the possible positive impacts

on consumption smoothing for liquidity constrained individuals and on increased match quality,
1

and

the undesired distortion to job search intensity caused by the provision of benefits. The first task is

achieved by issuing unemployment insurance, which allows workers to keep a percentage of pre-un-

employment income. But, it is precisely this insurance that, by changing the relative price of leisure,

has a negative impact on the incentive to search for a job. UI decrease the cost of unemployment or, al-

ternatively, makes employment less attractive in relative terms.
2

This dimension corresponds to the

substitution effect that the literature has highlighted. However, UI can also have an income effect that

varies with the degree of liquidity constraints faced by the unemployed, generating a heterogeneous

impact on unemployment duration. If this proposition is empirically relevant, than the UI system is

fulfilling one of its primary objectives.

In this paper, we take advantage of the exogenous July 1999 legislative extension the UI entitlement

period to assess the impact of UI on the duration of unemployment. The analytical advantage of this le-

gal reform is that it allows for the construction of a quasi-experimental setting.

The results show that the UI entitlement period extension prolongs subsidized unemployment spells,

but that its effect decreases, typically, with the degree of liquidity constraint (indexed by the pre-unem-

ployment wage quintiles). Thus, we identify a non-distortionary income effect of UI, generated by the

reduction in the liquidity constraints of the unemployed. The behavior of individuals in the first quintile

is the exception. The fact that individuals with the largest constraints extended the least their unem-

ployment spells is consistent with a nonstationary job search model. Overall, these results suggest that

the extension of the entitlement period may introduce regressive elements in the UI system by benefit-

ing the least individuals in the lower part of the income distribution. In normative terms, the results sug-

gest that the UI entitlement period should be shortened, as well as a decreasing function of

pre-unemployment income, similarly to the financial generosity of the system.
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2. LITERATURE: THEORY AND EMPIRICAL

2.1. Theory

The main theoretical results that motivate the empirical exercise in this paper are derived from the

standard nonstationary job search model in Mortensen (1986). The simple result of observing longer

unemployment spells as a response to increased UI generosity, usually interpreted as a distortionary

substitution effect, does not preclude the existence of a non-distortionary income effect for agents who

face liquidity constraints. The income effect introduces heterogeneity in the UI impact on unemploy-

ment duration for constrained and unconstrained individuals. If the income effect is important, the total

effect of UI becomes less distortionary than previously thought, a result recently emphasized in Chetty

(2007).

To add intuition for these outcomes, first we think of the workers’ liquidity constraints as in Mortensen

(1986), where the worker is able to self-finance the search costs only for a finite period of time. This im-

plies that constrained workers find it more difficult to smooth consumption over labor market states,

and for them, UI might create an income effect that occurs in addition to, and independently, of the

usual substitution effect. When a constrained worker relies on UI benefits to maintain consumption, in-

creases in the benefit generosity would reduce the pressure to find a job, without changes in the rela-

tive prices of leisure and work, therefore, in a non-distortionary form. On the contrary, if the worker is

unconstrained, the income effect channel is less relevant, since UI benefits would be a small portion of

the lifetime wealth. Chart 1 illustrates this effect in a stylized way. After the increase in the entitlement

period, fromT0 toT1, the income effect will produce a larger increase in unemployment duration for con-

strained individuals ( )C
IE than for unconstrained ( )U

IE .

Notice that in Chart 1 the impact in unemployment duration is increasing. This also follows from the

nonstationary job search. At the beginning of the unemployment spell, an extension of the entitlement

period entails only small immediate disincentive effects for workers; most of the action occurs just be-

fore the benefit exhaustion in the old system. This is because extended benefits delay the spike in the

unemployment exit rate that is characteristic of a system with time-limited UI benefits; Katz and Meyer

(1990) and Lalive et al. (2006) present evidence of these effects.

In van den Berg (1990), Mortensen’s model is extended with the inclusion of other exogenous vari-

ables, namely, the arrival rate of job offers and the wage offers distribution. All these variables can

cause nonstationarity if their values are dependent on unemployment duration. The literature on the

nonstationary job search model, recently reviewed in Eckstein and van den Berg (2007), points out to

the importance of these variables in shaping the unemployment duration distribution, through their im-

pact on the reservation wage. The exogenous variables determine the search environment at the indi-

vidual level and, as shown in Addison et al. (2004) for a sample of European households, this

environment has a great deal of heterogeneity among the unemployed. In particular, their results show

that low-wage, older and less educated workers have a lower job offers arrival rate. In turn, these indi-

vidual characteristics are highly correlated with the existence of liquidity constraints. If more con-

strained individuals face a worse labor market environment, the model predicts that they will react less

to the increased generosity.

Banco de Portugal | Economic Bulletin

Autumn 2007 | Articles

128



In a nutshell, in a nonstationary environment, the most constrained individuals may find it difficult to ad-

just their behavior to the increased generosity. As Cahuc and Zylberberg (2006) put it, although low-in-

come individuals ought to be more responsive to increased benefits, they enjoy a narrower margin of

maneuver, which may prevent them to take full advantage of the additional benefits. Thus, the relative

position of the two curves in Chart 1 – the income effect – becomes an empirical question.

2.2. Empirical evidence

There is a large body of empirical literature estimating the effects of UI on labor supply, starting with the

seminal study by Ehrenberg and Oaxaca (1976). Nickell (1979) and Lancaster (1979) showed that

higher benefits are associated with longer unemployment spells, and these fidings were followed by a

wealth of new results that showed how this effect operates, with due attention paid to other aspects of

the UI system. The papers by Meyer (1990) and Katz and Meyer (1990) were the first to show that the

hazard from unemployment is highly affected by the approximation of the UI exhaustion date, pointing

to a decreasing reservation wage.

Recently, several studies apply new developments in the treatment effects literature to explore

quasi-experimental settings generated by reforms in European countries’ regulations. However, most

studies assume homogeneous responses, as in van Ours and Vodopivec (2006) and Lalive et al.

(2006). Quantile regression techniques are applied by Kyyra and Wilke (2007) to the study of a UI re-

form in Finland and by Fitzenberger and Wilke (2007) to the characterization of unemployment dura-

tion in Germany. All these studies show that unemployed workers have larger exit rates in less

generous UI systems.
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Note: Illustration of the impact on unemployment duration after an increase in the UI entitlement period. Ceteris paribus,

the reaction of individuals with financial constraints,C IE , is greater, at all durations, than the reaction of unconstrained indi-

viduals, U IE . The difference between the two curves identifies the income effect.



The evidence on the heterogeneity of UI impact is more scant. Gruber (1997) and Browning and

Crossley (2001) show evidence that more liquidity constrained individuals benefit the most from UI

generosity in terms of consumption changes in the unemployment state. Chetty (2007) shows that UI

raises durations primarily because of an income effect, induced by the inability to save, rather than by

moral hazard motives arising from distorted incentives.

3. METHODOLOGY

In the context of a nonstationary job search model, we expect an extension of the UI entitlement period

to increase the length of unemployment spells in a non-uniform way, with a larger impact occurring

around the previous entitlement period limits. If this is the case, then the predominant effect of exten-

sion should be felt in the upper part of the distribution of unemployment durations. In other words, we

expect differentiated impacts at different locations of the distribution, which can be fully captured with

quantile regression.

3.1. Quantile regression

Quantile regression, first introduced by Koenker and Bassett (1978), specifies and estimates a family

of conditional quantile functions, Q x X
y x| ( | ) ( )� � �� , where Q is the conditional quantile function of Y

given X, a vector of conditioning variables, and � is a quantile in the interval [0, 1]. In this respect,

quantile regression is similar to the rather more ubiquitous mean regression method. The least

squares estimator also specifies a linear function of conditioning variables, namely, the conditional

mean function, E Y X x x[ | ]� � �.

Thus, quantile regression has a descriptive advantage over least squares – it provides several sum-

mary statistics of the conditional distribution function, rather than just one characteristic, namely, the

mean. Ultimately, with point estimates of � �� � , quantile regression allows us to characterize and distin-

guish the effects of covariates on the upper and lower quantiles of the distribution. Thus, if the effect of

the entitlement period extension is felt primarily at longer durations, then, for instance, the 75
th

percen-

tile � will be larger than the 25
th

percentile �.

Furthermore, quantile regression is very well suited for the specific duration-related questions arising

in the context of the nonstationary job search model, which we address in this paper. Recent applica-

tions of quantile regression to duration models can be found in Koenker and Bilias (2001), Machado

and Portugal (2002), Centeno and Novo (2006), Fitzenberger and Wilke (2007) and Kyyra and Wilke

(2007).

3.2. Quantile treatment effect

The concept of quantile treatment response was first proposed by Lehmann (1975). In practical terms,

Lehmann’s definition is easy to implement. It is heuristically convenient to establish a parallel with the

average treatment effect on the duration of subsidized unemployment. This effect is computed as the

difference between the average duration of unemployment in the treatment group (those subjected to

the policy intervention) and the average for the control group (those not subjected to the policy inter-

vention). In the case of the median treatment effect, for instance, one starts by computing the (empiri-

Banco de Portugal | Economic Bulletin

Autumn 2007 | Articles

130



cal) median unemployment duration for the treatment group; the procedure is repeated for the control

group. The difference between the two median durations yields the median treatment effect in the dis-

tribution of subsidized unemployment durations. Its interpretation is also rather simple; it tells us, for

the case of the median, that it would be n days higher (smaller if n is negative) than in the absence of

treatment. For other percentiles of the distribution, the procedure and interpretation are the same. Rel-

atively to the average treatment effect, the quantile treatment effect has a descriptive advantage

because it allows us to characterize the impact of the policy along the distribution of subsidized

unemployment spells.

The observation of individuals belonging to the treatment and control groups in the periods before and

after the policy intervention allows us to refine the estimate of the quantile treatment effect. The exis-

tence of observations before and after the treatment for the control group provides an estimate of the

impact of the macroeconomic environment on the labor market outcomes. If we assume that such en-

vironment would affect equally the treatment group in the absence of UI entitlement extension, then we

should discount this value to the evolution through time of the treatment group unemployment dura-

tions. In other words, we could say that the simple difference of behavior of the treatment group be-

tween the before and after period would be contaminated/affected by effects not attributable to the UI

extension (macroeconomic effects). Thus, one must subtract the control group difference to the treat-

ment group difference, resulting in the quantile treatment effect difference-in-differences estimate.

Formally, the estimate is obtained as: for each time period, the impact of the treatment is computed as

described in the previous paragraph and the difference between the estimate for the before period and

estimate of the after period gives us the final impact (see Centeno and Novo (2007) and Koenker

(2005) for a technical discussion of the quantile treatment effect).

4. THE UI REFORM AND THE ECONOMY

4.1. The extension of some entitlement periods

The Portuguese UI legislation established only one eligibility criterion, namely, a minimum of 540 days

of social contributions in the 24 months before unemployment. Benefits are then set as a percentage of

the 12-month average of the previous wages. Chart 2 illustrates the financial generosity of the system

expressed in terms of the gross replacement rate (GRR).

Our analysis will focus on the unemployed with GRRs of 65 percent, which translates roughly into aver-

age monthly earnings ranging from 1.5 to 4.5 minimum wages.
3

This choice, while still allowing for sub-

stantial wage variability, aims at guaranteeing a similar impact of the substitution effect of UI, therefore

eliminating a possible source of differentiated behavior among individuals.
4

One peculiar feature of the Portuguese system is the definition of the entitlement period, which is fully

determined by the individual’s age at the beginning of the unemployment spell. In July 1999, the enti-

tlement period increased for some age groups in the population. Before the reform, the Portuguese

legislation divided workers into 8 age-groups with different entitlement periods. The reform made this

period longer for 6 out of the 8 groups, leaving the remaining two groups unchanged (see Table 1). The
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pre-1999 duration of benefits ranged from a minimum of 10 months for those aged less than 25 to a

maximum of 30 months for those aged 55 or more. The new legislation changed the lower bound to 12

months, while the upper bound increased to up to 38 months.

The methodology used to estimate the impact of the new legislation consists in defining two groups

from the population with different exposure to the legislation: (i) the age group [30, 34], whose entitle-
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Chart 2

GROSS REPLACEMENT RATE

Note: The gross replacement rate (GRR) is computed as the ratio of UI benefits to pre-tax income. Individuals with average income in the 12-months prior to unemployment inferior to the

minimum wage have GRR of 100 per cent; individuals with average income greater than 4.5 minimum wages receive UI benefits worth 3 minimum wages.

Table 1

ENTITLEMENT PERIODS (IN MONTHS) BEFORE AND AFTER JULY, 1999

Before After

Age (years)
(a)

Entitlement period Age (years)
(a)

Entitlement period

[15, 24] 10

[15, 29] 12[25, 29] 12

[30, 34] 15

[30, 39] 18[35, 39] 18

[40, 44] 21 [40, 44] 24

[45, 49] 24

[45, 64] 30(+8)
(b)

[50, 54] 27

[55, 64] 30

Notes: (a) Age at the beginning of the unemployment spell. (b) For unemployed aged 45 or more, 2 additional months of UI can be claimed for each 5 years with social contributions.



ment period increased from 15 months to 18 months and (ii) the age group [35, 39], whose entitlement

period remained unchanged at 18 months. The first group is identified as the treatment group and the

second as the control group.

These two groups are particularly comparable given the age proximity and the fact that, after the re-

form, they share the same entitlement period. Indeed, the treatment group, [30, 34], is likely to share

similar labor market characteristics with the [35, 39] control group, for instance, in terms of schooling,

marital status and child-bearing decisions. In our case, this ex-ante comparability gains additional im-

portance because of the limited information on workers’ characteristics available in the dataset.

4.2. Economic conditions

At the moment of the reform, the Portuguese labor market and the economy were buoyant (see Table

2). In the period just prior the reform, real GDP growth exceeded 4 percent and employment was grow-

ing consistently above 2 percent. The unemployment rate was at or below 5 percent, showing signs of

a tight labor market situation.

The business cycle started to change only in the second half of 2001, with both GDP and employment

growth rates declining. This is also visible in the turning point in unemployment.

It is worth noting that the good economic conditions prevailing at the moment of the reform are favor-

able for our empirical strategy. Indeed, they suggest that the policy change was not driven endoge-

nously by the evolution of the labor market. Furthermore, the groups studied, prime-age workers,

usually suffer less with labor market swings and do not face the type of retirement decisions common

to older workers. This makes our comparison of pre-and post-reform outcomes more convincing, as it

is not driven by a specific trend in the labor market or to questions related with population ageing. By

the same token, we need to exercise caution when extrapolating the results for the population. The

specificity of the studied group and the distinct characteristics of the remaining population are potential

external threats to the validity of these results for the population.
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Table 2

THE PORTUGUESE ECONOMY BEFORE AND AFTER JULY, 1999

Year GDP growth rate Employment

growth rate

Unemployment

rate

Long term

unemployment (%)

1997 4.2 1.9 5.8 43.6

1998 4.7 2.3 5.0 45.4

1999 3.9 1.9 4.4 41.2

2000 3.9 2.3 3.9 43.8

2001 2.0 1.5 4.0 40.0

2002 0.8 0.5 5.0 37.3

2003 -1.2 -0.4 6.3 37.7

2004 1.1 0.1 6.7 46.2



5. DATA

Our study is based on administrative data collected by the Portuguese government’s agency Instituto

de Informática da Segurança Social (IISS). The dataset recorded all subsidized unemployment spells

initiated between January 1, 1998 and June 30, 2003, which we are able to follow until they are termi-

nated, either before or on the exhaustion date. The dataset contains very detailed and reliable informa-

tion on the type, amount and duration of benefits and the previous wage. The socio-demographic

variables available are limited to gender, age, nationality and place of residence. However, the avail-

ability of the previous wage allows us to partially overcome the problem posed by the lack of more de-

tailed individual characteristics. Table 3 contains descriptive summary statistics of the key variables

before the reform.

With the aforementioned restriction of GRRs to the interval [63, 67] per cent, we have a total of 40,982

subsidized unemployment spells. The treatment group comprises 23,226 observations, of which 3,145

are from the period before July 1999. The control group has 3,631 observations in the before period

and 14,125 in the after period. The differences in the 12-month average values of real previous wages

between treatment and control groups are minor.

A simple difference-in-differences (D-in-D) estimate yields an impact on subsidized unemployment du-

ration for the treated group of approximately 83 days (see Table 4). The interpretation of this result is

straight forward: if there was not an extension of the UI entitlement period, individuals aged 30 to 34,

who benefited from a 90 days extension, would, on average, spent 83 days less in subsidized

unemployment.

The analysis of survival rates, Kaplan-Meyer estimates (Chart 3), confirms these results and illustrates

the quality of the quasi-natural experiment. The before-after difference between the two curves drawn

for the treatment group suggests that the reform significantly increased the survival rates in unemploy-
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Sources: IISS. Authors’ computations.

Note: (a) The pre-unemployment wage for each individual is computed as the 12-month average of wages reported in the period that precedes unemployment in 2 months. Real wages

expressed in 1999 euros.

Table 3

SUMMARY STATISTICS: BEFORE JULY, 1999

Treatment Control

Age (in years) 31.88 36.94

Proportion of women 0.34 0.35

Real wage
(a)

Full sample 696.27 726.42

1
st

wage quintile 496.08 500.55

2
nd

wage quintile 583.11 581.83

3
rd

wage quintile 681.58 681.69

4
th

wage quintile 838.11 842.51

5
th

wage quintile 1 160.99 1 191.24

Minimum 353.10 350.10

Maximum 1 487.55 1 561.98

Number of observations 3 145 3 631



ment. The same exercise for the control group results in virtually imperceptible differences in the sur-

vival rates, which reinforces our case for an exogenously driven reform. Using this difference to adjust

for aggregate conditions, we compute a simple D-in-D estimator from these Kaplan-Meyer survival

rates. The D-in-D estimates show a positive impact of the reform on subsidized unemployment dura-

tion of the treated group. In view of the wealth of previous empirical evidence, these results are nothing

but expected. Notice that, as predicted by theory for the case of an extension in the entitlement period,

the impact is larger at longer durations (closer to the previous entitlement period).
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Table 4

IMPACT ON THE DURATION OF SUBSIDIZED UNEMPLOYMENT DURATION: DIFFERENCE-IN-DIFFERENCES

ESTIMATES

Treatment Control

Before After Before After

Average duration of unemployment (in days) 210.58 291.16 321.95 319.68

Differences 80.57 -2.27

Difference-in-differences 82.84

Number of observations 3 145 20 081 3 631 14 125

Chart 3

SUBSIDIZED UNEMPLOYMENT SURVIVAL RATES

Sources: IISS. Authors’ computations.

Note: Estimates based on the Kaplan-Meyer’s estimator. The impact of the extension is measured by the dif-

ference in the survival rates between the 4 groups and it is represented by the “D-in-D” line, at the bottom of the

chart, with a 95 per cent interval drawn around it.



6. INCOME EFFECT: CAUSAL INFERENCE EVIDENCE

In order to establish the heterogeneous impact of the increased generosity of the UI system and, in

particular, to identify the income effect, we now explore our data in a different fashion. We split the sam-

ple by degrees of liquidity constraints and use quantile regression tools to capture the nonstationary

nature of the duration process. An assessment of the financial costs of the reform is also provided.

6.1. Measuring liquidity constraints

The identification of the income effect rests on individual differences in the degrees of liquidity con-

straints. To capture such differences, we split the sample into three subsamples, using the 12-month

average of pre-unemployment wages as an index for the distribution of liquidity constraints. We resort

to wages because our data lacks the information on asset holdings for the unemployed, a more direct

measure of their degree of liquidity constraints. The quality of pre-unemployment wages as an index

for the distribution of savings in the Portuguese economy can be assessed with data from the Inquérito

ao Patrimómio e Endividamento das Famiílas (IPEF) for 2000, a household assets and debt survey.

Table 5 shows information on financial assets holdings for the wage groups defined by the 1
st

quintile,

the 2
nd

and 3
rd

quintiles, and the 4
th

and 5
th

quintiles for the full sample of unemployed aged 30 to 39 (in

2000 prices). For each of the 3 subsamples, which we will refer to as bottom, intermediate and top

wages subsamples, the last two columns report the average level of financial assets hold by each

group, respectively, as (i) a percentage of the average level of financial assets for the IPEF sample

aged [30, 39], and (ii) as a percentage of the median wage level of each group. The three groups differ

clearly in terms of their financial assets holdings, suggesting that previous wages are a good index for

the degree of constraint. For instance, the bottom wages group holds financial assets worth only 2.9

group-median wages, while the remaining groups hold assets worth 4.5 and 7.5 times the respective

group median wage.
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Table 5

MONTHLY WAGES AND LEVEL OF FINANCIAL ASSETS

Wages

(in euros, 2000)

Financial assets expressed

in terms of:

Group Minimum Median Maximum Average assets

level
(a)

Median

wage
(b)

1
st

quintile 358.15 533.00 551.73 0.18 2.90

2
nd

and 3
rd

quintiles 551.74 634.50 757.76 0.34 4.52

4
th

and 5
th

quintiles 757.77 980.68 1 655.10 0.87 7.51

Sources: IPEF, 2000. Authors’ computations.

Notes: (a) Average level of financial assets expressed in percentage of the average level of financial assets for the sample of IPEF individuals aged 30 to 39. (b) Average level of financial

assets expressed as a percentage of the median wage level of each group.



6.2. Quantile treatment effects

The quality of the quasi-experimental setting of was confirmed in the previous analysis. However, there

are possible confounding factors that can be controlled for with quantile regression. The primary rea-

son for using this method is to unveil potential heterogeneous responses to changes in the entitlement

generosity of the UI system over the unemployment duration distribution, a result that follows from

nonstationarity job search theory.

The quantile regression model assumes that the logarithm of subsidized unemployment days, log( )T ,

has linear conditional quantile functions, Q, of the form:

Q After Treat After x
Tlog( )( ) ( ) ( ) ( ) ( )� � � � � � � � �� � � �0 1 2 3 Treat X� ' ( )� �

where After is an indicator variable for the after-July 1999 period, Treat indicates the age group af-

fected by the new legislation, and, therefore, the coefficient on After x Treat identifies the impact of the

legislation. Additionally, the vector X includes the following list of variables: logarithm of the pre-unem-

ployment wages; logarithm of the individual’s age at the beginning of the unemployment spell; a gen-

der (female) indicator; regional (22 districts) dummies; and indicators of the month in which the

unemployment spell started. This model is estimated for each of the 3 wages-based subsamples.

The estimation results are presented in a concise format in Chart 4. Each column of panels presents

the quantile regression estimates for each of the 3 subsamples (from most to least constrained).
5

Each

panel depicts the point estimates of the coefficient associated with the respective variable for each

quantile. We chose to limit our attention to the quantiles [0.15, 0.70], ignoring, in practice, the very

short duration (less than 2 months) and the longer durations (more than 470 days). The shaded areas

represent 90 percent confidence intervals.

To highlight the differences in the treatment effect across the degrees of liquidity constraints, we pres-

ent these 3 curves together in Chart 5. The most constrained reacted the least at all durations, al-

though the impact increases over the unemployment spell. For the intermediate group, the impact is

the largest, with point estimates hovering 0.4, i.e., an increase in the duration of unemployment of ap-

proximately 40 per cent. Finally, the unconstrained group has impacts larger than those observed for

the most constrained, but always lower than for the intermediate group. The graph confirms the exis-

tence of two levels of heterogeneity: between degrees of liquidity constraints and within each group

along the distribution of subsidized unemployment spells.

These results have multiple interpretations. First, notice that there is evidence of differentiated behav-

ior between the subsamples of intermediate and top pre-unemployment wages. At all durations of un-

employment, and in response to the same incentive, the impact on the more constrained group is

larger. This conforms to the idea that there is an important income effect dimension to the UI system.

Secondly, the behavior of individuals at the bottom wages quintile yields two interesting results. First, it

has the smallest reaction to the increased generosity at all durations. However, it also has the steepest

increase until the median duration. Both results can be explained in the context of the nonstationary job

search model. These workers are the least able to anticipate the effect of a benefit extension, but given
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(5) To preserve space, we omitted from this plot the results on the month and region indicator variables.



their degree of liquidity constraint, they should remain quite responsive as the unemployment spell

progresses. This brings us to another key feature of the results.

6.3. The financial cost and the redistributive impact

Assessing the financial cost of the reform is of great economic interest. Ultimately, for the country’s

public finances, longer unemployment spells increase the financial burden of the system. In order to

evaluate the extra costs, it is necessary to first express the impact in terms of additional subsidized
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Chart 4

QUANTILE REGRESSION ESTIMATES BY LEVEL OF LIQUIDITY CONSTRAINT

Sources: IISS. Authors’ computations.

Note: Regression quantile models for the dependent variable log(duration) by level of liquidity constraints. The first column depicts estimates for individuals with pre-unemployment

wages in the first quintile; the second column for individuals with pre-unemployment wages in the 2nd and 3rd quintiles; and the third column for individuals with pre-unemployment wages in

the 4th and 5th quintiles of the wage distribution.



days. This can be adequately done by using the equivariance to monotone transformations of

quantiles, which allows us to transform back into days the estimated impacts in log( )days .

Chart 6 presents in days the QTE for the same quantiles shown before. For the bottom and top

subsamples, the median duration increased by slightly over 90 days, close to the entitlement exten-

sion, but by almost 130 days for the intermediate subsample.

It is now possible to approximate the additional financial burden to the public UI system. To do that, at

each unemployment duration (quantile) and for each subsample, we compute the average daily UI re-

ceived by the unemployed. For instance, for the bottom wages group and for individuals who left the UI

system at the median duration, the average daily UI received amounted to 10.91 euros. Then, we mul-

tiply the daily UI by the QTE expressed in days. For this group the extension was 93 days, therefore,

the additional financial costs were 1,014.45 euros. For the remaining groups, the intermediate and top

wage groups, the financial impact was 1,830.61 and 1,907.33 euros (in 1999 prices), respectively. This

represents a substantial increase in cost for the system, which expressed in terms of the average UI

paid to the unemployed in the bottom wage quintile represents, respectively, 82.4 and 85.9 per cent.
6

In other words, with the additional financial resources spent with these groups, the UI system could
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Chart 5

PERCENTAGE QUANTILE TREATMENT EFFECT ON THE

DISTRIBUTION OF SUBSIDIZED UNEMPLOYMENT DURATIONS

Sources: IISS. Authors’ computations.

Note: The logarithmic variation approximates the percentage impact on the duration of subsidized unemployment, for in-

stance, the 40th percentile � �� � 0 40. in the distribution of unemployment spells for individuals with the largest liquidity

constraints increased approximately 25 per cent due to the entitlement extension.

(6) See Centeno and Novo (2007) for additional details, in particular, for computations at other percentiles of the distribution of subsidized unemployment.



have financed a full spell of unemployment with median duration for an individual in the bottom wages

group.

These results show that the majority of the additional financial resources were directed towards unem-

ployed who had higher wages before unemployment. Besides the differences in the amount of UI re-

ceived, this result is associated with the lowest extension of the period of subsidized unemployment for

individuals with the lowest wages. Given that the GRR are the same for all individuals considered in the

study, this phenomenon reflects itself in the regressiveness of the UI system. Thus, the UI transfers

promoted by the system favor individuals with higher income.

The UI system contains regressive characteristics applicable to the population of UI beneficiaries. In

practice, the longer durations of subsidized unemployment are observed for individuals with higher

pre-unemployment income. Thus, the fact that these individuals also have longer subsidized unem-

ployment spells accentuates the disparity of UI expenses. Chart 7 plots a Lorenz curve, used to mea-

sure inequality; the larger the area between the two curves, the larger the inequality. In the 2000 to

2006 period, this area, measured by the Gini coefficient, is 0.43 (with 0 indicating perfect equality and 1

perfect inequality). Not surprisingly, the current UI system has a degree of inequality that is larger than

the wage inequality, which has a value of 0.34. The data show that 10 per cent of the unemployed re-

ceive approximately 30 per cent of the outlays with UI, while 35 per cent of the unemployed less

subsidized receive only 10 per cent of the total UI outlays.
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Chart 6

QUANTILE TREATMENT EFFECT ON THE DISTRIBUTION OF

SUBSIDIZED UNEMPLOYMENT DURATIONS, EXPRESSED IN DAYS

Sources: IISS. Authors’ computations.

Note: The median (0.50) of the distribution of subsidized unemployment durations for individuals with the largest liquidity

constraints increased 93 days due to the entitlement extension.



7. CONCLUSIONS

This paper addresses the question of how the generosity of the UI entitlement period affects the dura-

tion of subsidized unemployment. The agenda for unemployment insurance reform points, without ex-

ception, towards a significant reduction of its generosity in order to limit moral hazard problems, which

ultimately lead to longer unemployment spells. However, the non-distortionary income effect of UI has

been neglected. This income effect generates a significant heterogeneous UI impact over the wages

distribution, associated with differences in the degrees of liquidity constraints faced by workers. We

stress that these effects operate in a nonstationary job search environment, which ultimately strongly

influences the observed behavior of individuals with worse labor market prospects, usually those who

face tight liquidity constraints.

The identification of the effect relies on a reform of the Portuguese UI system introduced in July 1999,

which extended significantly the entitlement periods for some age groups of the population, while

maintaining the same benefit limit for other (adjacent) age groups. The treatment group is composed

of individuals in the age group that benefited from the extension (30-34 years old, from 15 to 18

months) and the control group by individuals aged 35-39 years, whose entitlement period remained

constant (exactly at 18 months).
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Chart 7

LORENZ CURVE FOR THE DISTRIBUTION OF UI BENEFITS PAID

BETWEEN 2000 AND 2006

Note: The value of the area between the two curves, designated as the Gini coefficient, measures the degree of inequality

in the GRR (unemployment insurance); the larger the Gini coefficient, which varies between 0 and 1, the larger the in-

equality. In the data, the Gini coefficient is 0.43, while for the distribution of wages the coefficient is 0.34.



We present evidence of a heterogeneous impact on the duration of subsidized unemployment. The re-

sults point towards the existence of an important income effect, identified by a stronger reaction to gen-

erosity by individuals in the intermediate wages group (2
nd

and 3
rd

wage quintiles). Individuals in the

bottom wage quintile increased the least their unemployment spells, which constitutes an interesting

result in light of the nonstationary job search models.

This result shows that a UI system that is very generous in the duration of the benefits can become fis-

cally regressive, because the extension in the entitlement ends up benefiting the least individuals at

the bottom of the wage distribution. Given the smaller reaction of these individuals, who are more af-

fected by the nonstationarity in the labor market environment, the weight of UI expenses with this

group of individuals decreases.

The results point towards the importance of changing the UI concession rules. In this context, one pro-

posal would set shorter entitlement periods and set them as a decreasing function of pre-unemploy-

ment income. Complementarily, to reach a higher impact of the income effect, it is preferable to

increase the financial generosity of the UI towards the most constrained, rather than granting them lon-

ger entitlement periods, which they find harder to take up.
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EXPORT SPECIALIZATION OVER THE LAST FOUR DECADES:

HOW DOES PORTUGAL COMPARE WITH OTHER COHESION

COUNTRIES?*
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Sónia Cabral**

José Ramos Maria**

1. INTRODUCTION

Over the last four decades, trade openness has increased and international trade patterns have

evolved significantly. Several papers have studied changes in specialization patterns.
1

From an indi-

vidual country’s perspective it is interesting to identify the modifications in the trade pattern because

they may provide insights on the underlying structural changes in the economy, namely in its structure

of production. In addition, the magnitude and the pace of such changes is an indirect indicator of the

flexibility of the economy in allocating resources between sectors. Therefore, these elements are rele-

vant to understand the growth performance of the economy. This type of analysis can be enhanced by

taking a set of countries as a benchmark, thereby investigating their relative behaviours. In this article,

we are particularly interested in understanding how does the relative sectoral specialization of Portu-

guese exports compare with that of the other initial EU Cohesion Fund beneficiaries (Spain, Greece

and Ireland).
2

The article adopts a fact-finding approach, making extensive use of the standard

Balassa (1965) index to assess the technological content of these countries’ manufacturing exports.

The evolution of the sectoral specialization of Portuguese exports naturally depends on aspects that

are well identified in international trade theory, such as factor endowments, technologies, consumer

preferences, market structures and geographical factors. Nevertheless, the article does not proceed in

testing the relevance of these determinants or any specific trade model. Instead, it aims at identifying a

set of stylized facts over a long period of time.

The results are derived from the CEPII-Chelem database covering the period from 1967 to 2004. The

available 120 manufacturing products are grouped together in four main categories following the

OECD classification of manufacturing industries according to technology intensity: high-technology,

medium-high-technology, medium-low-technology and low-technology. Over the last four decades,

the Portuguese export structure converged towards the world structure and, therefore, Portugal

showed a reduction in its overall degree of export specialization. However, significant differences

against the world average still remain. The same behaviour is found in Greece and, more strongly, in

Spain, which is the least specialized country. Conversely, Ireland shows the strongest export special-

ization and there is evidence of an increase over this period. One striking feature of the evolution of
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Portuguese international trade was the continuous decline in the export share of low-tech products

over the last four decades. This decline was particularly sharp in food products, and textile and foot-

wear products. Notwithstanding, Portugal remains more specialized than the world average in this

technological category. In addition, there was a marked increase of the share of medium-high-tech ex-

ports over time, in particular motor vehicles and some machinery items since the nineties. Conversely,

the Portuguese economy maintains a strong comparative disadvantage in high-tech products over the

whole period.

The article is organized as follows. In the next section we briefly describe the methodology and the da-

tabase used. Section 3 is devoted to the study of the evolution of the Portuguese export pattern. The

section starts by examining the export structure of Portugal over the last forty years, using the shares

of each sector in total manufacturing exports. The analysis is then developed using the Balassa (1965)

index. This indicator, which aims to capture revealed comparative advantages, has been extensively

employed in the empirical trade literature.
3

A special focus is placed on the behaviour of the indices

grouped by technological content and on how country differences are explained by the contributions of

the different sub-sectors. This section ends with an analysis of the shape of the distribution of the indi-

cator to infer on the overall degree of specialization of the four countries considered. Section 4

presents some concluding remarks.

2. DATA AND METHODOLOGY

The empirical analysis included in this article is based on the CEPII – CHELEM database, which re-

ports bilateral trade flows for goods in value terms (the unit being the US dollar). The sample period

starts in 1967 and ends in 2004, with a product breakdown at the four digits level of the ISIC classifica-

tion (rev.3), which includes 120 manufacturing products. These 120 manufactured goods are grouped

in accordance with their technological intensity, following the OECD classification of R&D intensities.
4

This technological classification includes four main sectors: high-technology (HT), medium-high-tech-

nology (MHT), medium-low-technology (MLT) and low-technology (LT); and a second breakdown level

containing twenty sub-sectors. This standard classification can bring important insights on the evolu-

tion of export patterns over the last forty years. Notwithstanding, this relatively broad sectoral break-

down can include activities at different levels of technological complexity under the same category.
5

In

addition all intra-category relative changes, like the upgrading of quality and technology within existing

activities, are not captured with this classification. Moreover, like all industry-based classifications, the

existence of firm heterogeneity within each sector is not taken into account here.

The empirical trade literature suggests several methods to evaluate the trade specialization of a given

country, most of them aiming at identifying the comparative advantages revealed ex-post by interna-

tional trade. The methods solely based on trade flows can be divided in two broad groups. The first

group only uses export data and the second uses both export and import data. The most widely used

indicator in the first group is the Balassa index, as suggested in Balassa (1965), while the most popular
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(3) In Amador et al. (2007b), we introduced an alternative index - the so-called B* - with suitable cardinal properties for a cross-country analysis within one

single sector. For the sake of comparability with other studies, this alternative index was not adopted in this article.333333

(4) The OECD classification of manufacturing industries according to technology intensity was based on the analysis of R&D expenditures of 12 OECD

countries in the period 1991-99 (see OECD (2005)).

(5) See Peneder (2003) for an analysis of the major classifications used in applied economic studies and Lall et al. (2005) for a discussion of the problems

associated with the different product classifications, focusing on those dealing with technology intensities.555555



in the second group is the Lafay index, as suggested in Lafay (1992).
6

The analysis carried out in this

article fits in the first group and is mainly based on the Balassa index.

The Balassa index can be defined as follows. Assume that the world economy comprises N countries

and m products. Country i exports of product j are x
ij

and total exports of country i are given by

X x
i j

m

ij
� �� 1 . World exports of product j amount to x x

Wj i

N

ij
� �� 1 , while total world exports can be

seen either as the sum of all products or as the sum of all countries, i.e. X x X
W Wj ii

N

j

m

� �
�� �� 11

. Using

relative export structures, the Balassa (1965) index can be written as:

B

x

X

x

X

i N j m
ij

ij

i

Wj

W

� � �country product12 12, ,..., ; , ..., (1)

According to (1), if the share of sector j in total exports of country i is higher than the equivalent share of

sector j in world exports, i.e. (
x

X

ij

i

) > (
x

X

Wj

W

), then B
ij

� 1and country i is classified as having a revealed

comparative advantage in sector j. Note also that, for each sector j, the denominator
x

X

Wj

W

can be de-

composed as a weighted average of all
x

X

ij

i

, where the weights are country-dependent and given by

X

X

i

W

. Henceforth, the denominator will be simply designated as “world average”.

At any point in time, the cross-country differences of export specialization can be further examined by

decomposing the differential of the Balassa indices in each broad technological category in the

following way:

� � � �B B B B
PT J i J j PT j i j

j

, , , ,� � �� � where �
j

Wj

WJ

X

X
� and �

j

j

�� 1 (2)

where PT stands for Portugal and i for the other countries; J represents the main aggregate (LT, MLT,

MHT and HT sectors) and j all second-level sub-sectors of each aggregate J; �
j
is a set of weights that

are not country-dependent.
7

If, for instance, the Balassa index in the main aggregate J is higher in Por-

tugal than in country i, then� �B B
PT J i J, ,� � 0 and this difference can be split into the contributions of all

sub-sectors. In this example, there must exist at least one sub-sector j that verifies the condition

� �B B
PT j i j, ,� � 0, which is simply implying a higher export share of that product in total Portuguese ex-

ports than in the other country. Thus, each term � ��
j PT j i j

B B, ,� can be seen as the contribution of

sub-sector j to the differential registered in the aggregate J.

The use of the Balassa index, which follows an asymmetric distribution with a fixed lower bound of 0, a

variable upper bound and a variable mean, either across countries or across time, has been subject to

several critiques, leading some authors to propose several modified versions. However, the popularity

of the original suggestion remains in place and the traditional Balassa index has been used extensively
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(6) The Lafay index, defined as the contribution of a product to the overall trade balance, is a country-based indicator of specialization that does not show the
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theory-based measure of revealed comparative advantages, the Balassa index allows for comparisons between different countries with regard to a

common benchmark, contrarily to the Lafay index. Nevertheless, we replicated most of the analysis using the Lafay index and, in the Portuguese case, the

main results remain broadly unchanged. However, such outcome should not be seen as a general result for all countries. The most suited metrics and

related theoretical motivations are a rather extensive subject in trade literature. For a discussion see Bowen (1983), Yeats (1985), Ballance et al. (1987),

Vollrath (1991) and Iapadre (2001).6666

(7) The weights are, nevertheless, changing in time.



in the literature.
8

The transformation suggested by Laursen (1998) is very useful to analyse the entire

distribution of the specialization indicator, given the typical high asymmetry of the traditional B
ij

index.

Laursen (1998) labelled this new index as ‘’Revealed Symmetric Comparative Advantage’’, which is

defined as:

BS
B

B
ij

ij

ij

�
�

	

1

1

Note that BS
ij

ranges from -1 to 1 and has a threshold value in 0, leaving the rank-order and the spe-

cialization status of the sectors within each country unchanged.
9

The levels of the BS
ij

have no longer

an intuitive reading, with the exception ofBS
ij

� 0, which implies that B
ij

� 1.

3. PORTUGUESE EXPORT PATTERN OVER FOUR DECADES

This section starts by examining the export structure of the Portuguese economy, i.e. the numerator of

equation (1). The Portuguese export pattern underwent important changes over the last four decades.

At the first product breakdown level, the most striking feature is the continuous decline over time of the

LT sector share in total manufacturing exports (Chart 1(a)). On the contrary, the more marked increase

took place in the MHT sector. Comparing the beginning and the end of the sample period at the second

product breakdown level, there was a decline of the export share of all LT sub-sectors and, to a much

lesser extent, of all chemical products (including pharmaceuticals), and an increase of the share in

total exports of all other sub-sectors (Table 1).

LT exports, which represented 76 per cent of Portuguese manufacturing exports in 1967-69, declined

to 42.4 per cent in the 2000-04 period. This decline was extensive to all sub-sectors, but was particu-

larly sharp in ‘’Food products, beverages and tobacco’’ and in ‘’Textiles, textile products, leather and

footwear’’ (Chart 1(b)). The reduction of export share of the former sub-sector was rather continuous

until the beginning of the nineties, stabilizing at around 6.5 per cent of total Portuguese exports (from

23.5 per cent in 1967-69). In the latter sub-sector, the loss of importance was only visible after 1993,

since its export share has even increased until that year. Thereafter the decline of the share of textiles

and footwear exports was rather marked, which may reflect, at least partly, the increased competition

from some developing countries.
10

In spite of the strong decrease of the LT sector share, it is still the

most important technological category in Portuguese manufacturing exports.

On the contrary, a very strong increase of MHT exports has occurred: its share in total Portuguese

manufacturing exports rose from 9.7 per cent in 1967-69 to 31.2 per cent in 2000-2004. In particular,

there was a sharp increase of the export share of ‘’Motor vehicles, trailers and semi-trailers’’, particu-

larly in the second half of the nineties. This evolution was largely influenced by increases in the export

capacity resulting from the entry into operation of industrial production units associated with foreign di-

rect investment projects. There was also an increase of Portuguese exports of “Other electrical ma-
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(8) Modified versions of the original Balassa index may be found, for instance, in Proudman and Redding (1997, 2000) and in Amador et al. (2007b). A list of

references where the original version was used is included in Hinloopen and Marrewick (2001). See Widgrén (2005) for an application to Asian, American

and European countries; and Shafaeddin (2004) and Hinloopen and Marrewick (2004) to China. US revealed comparative advantages by trading partner

are mapped in Richardson and Zhang (1999). A recent application in another context can be found in Hidalgo et al. (2007). De Benedictis and Tamberi

(2002), who discuss in detail the characteristics of the Bij and the suggestion of Proudman and Redding (1997, 2000), end up using the original formulation

of the index. Vollrath (1991), who surveys alternative measures of revealed comparative advantage states that, among the measures using only export

data, the traditional Balassa index is one of “the most satisfying”.888888

(9) See Laursen (1998) for detailed discussion of this transformation, Dalum et al. (1998) for an application of this indicator to twenty OECD countries and

Vollrath (1991) for an alternative log-transformation.9999

(10) For instance, Cabral and Esteves (2006), using a sample of 96 individual (product and geographical) markets representing 70 per cent of Portuguese

manufacturing exports, found that in the markets where Portugal’s export share losses were the most significant, namely in textiles, clothing and footwear

products, the biggest share gains were mostly achieved by developing Asian economies and by Central and Eastern Europe countries.



chinery and apparatus” and of “Other machinery and equipment”, which sum up to 11.5 per cent of total

manufacturing exports in the 2000-2004 period (3.7 per cent in the 1967-69 period).
11

Although mar-

ginally, the only MHT sub-sector that has lost some ground over the last four decades was the ‘’Chemi-

cals excluding pharmaceuticals’’ sub-sector, specially due to its evolution since the second half of the

eighties. In 2000-04, the aggregated MHT sector stands out as the second most important export

sector in Portugal.

The share of MLT and HT sectors in total Portuguese exports also increased over the last four de-

cades, but to a much lesser extent than the MHT sector. In HT products, all sub-sectors increased their

export share, with the exception of ‘’Pharmaceuticals’’. The highest increase took place in ‘’Radio, TV

and communications equipment’’ (from 1.9 per cent in 1967-69 to 6.1 per cent in 2000-04). In MLT ex-

ports, the evolution was more similar across sub-sectors, with the main increase being in ‘’Rubber and

plastics products’’ (from 1.2 per cent in 1967-69 to 3.3 per cent in 2000-04).

Although the Portuguese export structure underwent major changes over the last decades, such de-

velopments must be placed in perspective against the world, which has also changed dramatically

over the same period. In particular, the technological content of world manufacturing trade rose mark-

edly over the last forty years. The share of high-tech goods increased by around 15 percentage points,

accounting for more than 25 per cent of total exports in the 2000-2004 period, while the share of low

and medium-low-tech decreased by around 9 and 7 percentage points, respectively.

In general, the Portuguese manufacturing export structure converged towards the world weighted av-

erage, i.e. the denominator of (1). This can be illustrated by the evolution of the sectoral Balassa indi-

ces included in Table 2. Portuguese export shares above the world average showed a general

downward movement; export shares below the world average tended to increase. The most striking

exception is the HT sector: the Balassa index for this broad sector was 0.4 both in 1967-69 and

2000-04, pointing to the maintenance of a strong comparative disadvantage of the Portuguese econ-

omy in these products. In particular, the Portuguese ‘’Pharmaceuticals’’ sub-sector moved in the oppo-
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Chart 1

PORTUGUESE MANUFACTURING EXPORTS BY TECHNOLOGICAL INTENSITY

Shares as a percentage of total exports
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(11) Portuguese exports of machinery and equipments showed high growth rates in 2006 and in the first half of 2007, strongly contributing to the favourable

behaviour of total exports.



site direction of that recorded in the world, particularly after the period 1970-74. The same has hap-

pened in the MHT sub-sector of ‘’Chemicals excluding pharmaceuticals’’, but to a much lesser extent.

Portugal reveals a sustained and clear comparative advantage in the broad LT sector since 1967 (Ta-

ble 2). The sub-sectors of ‘’Textiles, textile products, leather and footwear’’ and ‘’Wood, pulp, paper

and printed products’’ have rather high Balassa indices during the entire period. In the latter there is

even a slight increase of the index from the first to the last period of the sample. The MLT sub-sector of

‘’Other non-metallic mineral products’’ shows also high specialization coefficients over the whole pe-

riod, with an upward trend since the eighties. This leads to an increase of the difference against the

world average from the beginning to the end of the sample. Other sub-sectors have B
ij

� 1 but only

over the last decade: ‘’Fabricated metal products, excluding machinery’’, ‘’Rubber and plastics prod-

ucts’’, ‘’Other electrical machinery and apparatus’’ and ‘’Motor vehicles, trailers and semi-trailers’’. Fi-

nally, there was a temporary revealed comparative advantage in ‘’Radio, TV and communications

equipment’’ in the seventies. All other sub-sectors have indices lower than 1.

In the 2000-2004 period, and despite the broad convergence of the Portuguese export structure to-

wards the world average over the past decades, significant differences are still in place. The proportion

of the LT sector is still twice the world average, specially concentrated in ‘’Textiles, textile products,

leather and footwear’’ and in ‘’Wood, pulp, paper and printed products’’, which include cork products,

where Portugal has a particularly high export market share.
12

In MHT and MLT sectors, the Balassa in-

dex remains below 1 in the broad sector but the difference with the world average is not very significant
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Table 1

STRUCTURE OF PORTUGUESE MANUFACTURING EXPORTS BY TECHNOLOGICAL INTENSITY

As a percentage of total exports

1967-69 1970-74 1975-79 1980-84 1985-89 1990-94 1995-99 2000-04

High-technology products 4.0 7.7 7.9 8.5 6.1 6.0 7.7 10.8

Aircraft and spacecraft 0.2 0.1 0.2 0.5 0.2 0.3 0.4 0.7

Pharmaceuticals 1.5 1.3 1.0 0.9 0.7 0.5 0.8 1.2

Office, accounting and computing machinery 0.3 1.2 1.2 1.6 0.8 0.5 0.4 1.8

Radio, TV and communications equipment 1.9 4.3 4.5 4.6 3.6 3.9 5.2 6.1

Medical, precision and optical instruments 0.2 0.7 1.1 0.9 0.6 0.8 1.1 1.0

Medium-high-technology products 9.7 12.5 13.5 16.0 18.2 20.9 30.0 31.2

Other electrical machinery and apparatus 1.5 2.3 2.3 1.7 2.9 5.2 7.0 5.7

Motor vehicles, trailers and semi-trailers 0.4 0.5 1.6 3.5 6.1 7.0 14.2 15.0

Chemicals excluding pharmaceuticals 5.3 6.3 5.1 6.6 5.3 4.2 3.8 4.5

Railroad equipment and other transport equip. 0.3 0.6 0.3 0.3 0.2 0.3 0.4 0.4

Other machinery and equipment 2.2 2.9 4.2 3.9 3.8 4.3 4.5 5.8

Medium-low-technology products 10.2 10.7 11.5 14.4 12.7 13.7 13.1 15.6

Coke, refined petroleum prod. and nuclear fuel 1.3 2.2 1.5 5.3 2.9 3.2 2.1 2.1

Rubber and plastics products 1.2 1.0 0.6 0.7 1.2 1.6 2.2 3.3

Other non-metallic mineral products 3.0 2.7 2.7 3.0 3.7 4.7 4.1 3.8

Building and repairing of ships and boats 0.1 0.8 1.4 0.7 0.9 0.5 0.3 0.2

Basic metals 2.1 1.4 2.8 2.2 1.8 1.3 1.5 2.9

Fabricated metal products, excluding machinery 2.5 2.5 2.6 2.5 2.2 2.4 2.8 3.3

Low-technology products 76.0 69.2 67.0 61.1 63.1 59.3 49.2 42.4

Other manufacturing and recycling 7.6 6.1 2.4 2.6 2.1 2.4 2.2 2.7

Wood, pulp, paper and printed products 14.2 14.7 16.9 14.9 14.1 11.1 10.0 9.7

Food products, beverages and tobacco 23.5 17.3 14.9 10.9 7.6 6.7 6.5 6.5

Textiles, textile products, leather and footwear 30.7 31.0 32.9 32.7 39.4 39.2 30.5 23.4

Sources: Chelem database and own calculations.

(12) The Balassa index can also be written with export market shares. Regarding products of wood, articles of cork, straw and plaiting materials (ISIC 2029),

almost 12 per cent of total world exports have their origin in Portugal, compared with a share in total world manufacturing exports of around 0.5 per cent in

2000-04.



and has been decreasing over the last two decades. In the 2000-2004 period, Portuguese exports are

relatively more specialized than the world average in some MLT sub-sectors, like ‘’Other non-metallic

mineral products’’, and, less importantly, ‘’Fabricated metal products, excluding machinery’’ and ‘’Rub-

ber and plastics products’’. Portuguese exports also reveal a comparative advantage in some MHT

sub-sectors in the most recent period, namely ‘’Motor vehicles, trailers and semi-trailers’’ and ‘’Other

electrical machinery and apparatus’’. As regards HT products, the difference with the world export

structure is considerable: the high-tech export share in Portugal is less than 1/2 the world average,

with all sub-sectors revealing very low indices. Overall, the stronger trends identified in Portuguese ex-

ports over the last two decades were the decreasing specialization in LT products and the increased

export share of MLT and MHT sectors.

The analysis of the Portuguese relative export structure can be further enhanced with a direct compari-

son with the ones of Spain, Greece and Ireland. Charts 2(a) to 2(d) depict the evolution of the Balassa

indices of the main sectors over the last forty years in these four countries and Table 3 reports the situ-

ation at a more disaggregated level for the period 2000-04. In order to explore the differences in these

countries´ export structures at each point in time, the differential of the Balassa indices of the four

broad sectors was subject to decomposition (2) as described in Section 2. Charts 3(a) to 3(l) plot the

result of these decompositions.

In the LT broad sector, the main features can be summarized as: (i) Portugal has the highest special-

ization coefficient during most of the sample, although in a downward path since mid-eighties; (ii) the

path of Greece is very similar to the Portuguese one since mid-eighties; (iii) Spain has the lowest index

until the nineties, being the only country evidencing an upward trend in the last decade; (iv) having
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Table 2

RELATIVE EXPORT SPECIALIZATION OF THE PORTUGUESE ECONOMY, BALASSA INDEX

1967-69 1970-74 1975-79 1980-84 1985-89 1990-94 1995-99 2000-04

High-technology products 0.4 0.7 0.7 0.6 0.4 0.3 0.3 0.4

Aircraft and spacecraft 0.1 0.1 0.1 0.2 0.1 0.1 0.1 0.3

Pharmaceuticals 0.9 0.9 0.7 0.7 0.5 0.3 0.3 0.4

Office, accounting and computing machinery 0.2 0.7 0.6 0.6 0.2 0.1 0.1 0.3

Radio, TV and communications equipment 0.6 1.2 1.1 1.0 0.6 0.6 0.6 0.6

Medical, precision and optical instruments 0.1 0.3 0.4 0.3 0.2 0.2 0.3 0.3

Medium-high-technology products 0.3 0.4 0.4 0.4 0.5 0.6 0.8 0.9

Other electrical machinery and apparatus 0.5 0.8 0.7 0.5 0.8 1.3 1.5 1.2

Motor vehicles, trailers and semi-trailers 0.0 0.0 0.1 0.3 0.5 0.6 1.2 1.3

Chemicals excluding pharmaceuticals 0.6 0.7 0.6 0.7 0.6 0.5 0.4 0.5

Railroad equipment and other transport equip. 0.5 0.7 0.4 0.4 0.3 0.4 0.8 0.7

Other machinery and equipment 0.2 0.2 0.3 0.3 0.3 0.4 0.4 0.6

Medium-low-technology products 0.4 0.4 0.5 0.6 0.6 0.7 0.8 0.9

Coke, refined petroleum prod. and nuclear fuel 0.3 0.5 0.3 0.7 0.6 0.9 0.7 0.6

Rubber and plastics products 0.7 0.6 0.3 0.3 0.5 0.6 0.8 1.1

Other non-metallic mineral products 1.8 1.6 1.5 1.7 2.2 2.7 2.6 2.6

Building and repairing of ships and boats 0.1 0.4 0.7 0.5 0.8 0.5 0.4 0.3

Basic metals 0.2 0.1 0.3 0.2 0.2 0.2 0.2 0.5

Fabricated metal products, excluding machinery 0.9 0.9 0.8 0.9 0.8 0.9 1.0 1.3

Low-technology products 2.5 2.4 2.6 2.5 2.5 2.4 2.1 2.0

Other manufacturing and recycling 2.2 1.8 0.8 0.9 0.6 0.7 0.7 0.9

Wood, pulp, paper and printed products 2.2 2.5 3.3 3.1 2.8 2.2 2.1 2.3

Food products, beverages and tobacco 2.1 1.6 1.6 1.2 1.0 0.9 0.9 1.1

Textiles, textile products, leather and footwear 3.3 3.5 3.9 4.0 4.4 4.3 3.7 3.1

Sources: Chelem database and own calculations.

Note: All Balassa indices higher than 1 are highlighted.



started with a Balassa index almost identical to the Portuguese, Ireland has the sharpest downward

trend during the whole period and ends up with the lowest index in this sector. Using decomposition

(2), the contributions of the sub-sectors ‘’Wood, pulp, paper and printed products’’ and ‘’Textiles, textile

products, leather and footwear’’ are always positive, although in the latter sub-sector it has virtually dis-

appeared against Greece in the last two decades. In comparison with Ireland, the diverging path de-

picted in Chart 2(a) is also explained by the less negative contribution of the sub-sector ‘’Food

products, beverages and tobacco’’, as the high share of these products in Irish exports declined

steadily. On the contrary, Greece has a larger export share of ‘’Food products, beverages and

tobacco’’ than Portugal over the whole period.

In the MLT sector, Chart 2(b) reveals that (i) Greece is the country more specialized in this category

during the whole period, evidencing an upward trend since mid-eighties; (ii) the specialization coeffi-

cient of Spain has been decreasing in the last 20 years; (iii) the Portuguese index increases over the

whole sample, leading to a smaller gap with Spain in the most recent period; (iv) on the contrary, Ire-

land shows again a decreasing trend and has the lowest coefficient over the last three decades. Using

decomposition (2), the stable negative contributions of the sub-sectors ‘’Basic metals’’ and ‘’Coke, re-

fined petroleum products and nuclear fuel’’ mostly explain the lower levels of the Balassa index for Por-
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Chart 2

BALASSA INDICES BY TECHNOLOGICAL INTENSITY

(a) LT sector
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(b) MLT sector

0.0

0.5

1.0

1.5

2.0

2.5

3.0

1967-

69

1970-

74

1975-

79

1980-

84

1985-

89

1990-

94

1995-

99

2000-

04

(c) MHT sector
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tugal against Greece. Against Spain, a broad convergence has taken place over all sub-sectors of this

aggregate, although ‘’Basic metals’’ still account for a lower share in Portuguese exports. The increas-

ing gap between Portugal and Ireland is broadly based across sub-sectors.

In general, the four countries tended to increase their specialization in the MHT sector, with the excep-

tion of Greece until the eighties (Chart 2(c)).The Balassa indices were rather close among Portugal,

Ireland and Greece in the beginning of the sample. Spain has the largest share of MHT exports over

the whole period. The negative gap of Portugal against Spain, which has remained relatively stable

over the last forty years, is basically explained by the sub-sector ‘’Motor vehicles, trailers and

semi-trailers’’. Against Greece and Ireland, Portugal shows a higher degree of specialization in this

sub-sector, specially after mid-eighties. In the case of Ireland, this increasing gap has not created a

larger difference in terms of specialization in the MHT sector as a whole, being compensated by the

higher importance of the Irish sub-sector ‘’Chemicals excluding pharmaceuticals’’, particularly since

the eighties.

In the HT sector, Portugal, Spain and Greece show a high resemblance over the entire sample period,

always with coefficients below 1. Portugal had a slightly higher specialization index than Spain and

Greece until mid-eighties, but that difference disappeared in the most recent period. On the contrary,

Ireland stands out by its substantial and increasing share of HT exports, which represent almost 60 per

cent of total Irish manufacturing exports in the period 2000-04 (10.8 per cent in Portugal). Using de-
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Table 3

MANUFACTURING EXPORTS BY TECHNOLOGICAL INTENSITY (SHARES AS A PERCENTAGE OF TOTAL

EXPORTS AND BALASSA INDICES)

Average 2000-2004

Shares in total exports Balassa indices

World Portugal Spain Ireland Greece Portugal Spain Ireland Greece

Memo item:

Share in total world manufacturing exports 100.0 0.5 2.2 1.5 0.2

High-technology products 26.0 10.8 10.6 57.7 10.6 0.4 0.4 2.2 0.4

Aircraft and spacecraft 2.6 0.7 1.3 0.5 1.3 0.3 0.5 0.2 0.5

Pharmaceuticals 3.4 1.2 3.4 21.1 4.7 0.4 1.0 6.2 1.4

Office, accounting and computing machinery 6.1 1.8 1.3 22.0 0.8 0.3 0.2 3.6 0.1

Radio, TV and communications equipment 10.1 6.1 3.3 8.0 2.9 0.6 0.3 0.8 0.3

Medical, precision and optical instruments 3.8 1.0 1.4 6.1 1.0 0.3 0.4 1.6 0.3

Medium-high-technology products 35.6 31.2 46.6 26.3 15.9 0.9 1.3 0.7 0.4

Other electrical machinery and apparatus 4.6 5.7 3.7 2.3 2.8 1.2 0.8 0.5 0.6

Motor vehicles, trailers and semi-trailers 11.9 15.0 26.8 0.6 1.7 1.3 2.2 0.0 0.1

Chemicals excl. pharmaceuticals 8.6 4.5 7.9 21.2 6.6 0.5 0.9 2.5 0.8

Railroad equipment and other transport equip. 0.6 0.4 0.9 0.0 0.1 0.7 1.5 0.1 0.3

Other machinery and equipment 9.8 5.8 7.3 2.1 4.6 0.6 0.7 0.2 0.5

Medium-low-technology products 17.5 15.6 19.6 2.5 32.5 0.9 1.1 0.1 1.9

Coke, refined petroleum prod. and nuclear fuel 3.7 2.1 3.1 0.3 10.3 0.6 0.8 0.1 2.8

Rubber and plastics products 2.9 3.3 3.5 0.7 3.2 1.1 1.2 0.2 1.1

Other non-metallic mineral products 1.5 3.8 3.6 0.5 3.1 2.6 2.4 0.3 2.1

Building and repairing of ships and boats 0.8 0.2 1.1 0.0 0.9 0.3 1.3 0.0 1.1

Basic metals 6.1 2.9 5.2 0.5 12.3 0.5 0.9 0.1 2.0

Fabricated metal products, excl. machinery 2.6 3.3 3.1 0.6 2.7 1.3 1.2 0.2 1.0

Low-technology products 20.9 42.4 23.1 13.5 41.0 2.0 1.1 0.6 2.0

Other manufacturing and recycling 3.2 2.7 2.4 0.7 1.3 0.9 0.8 0.2 0.4

Wood, pulp, paper and printed products 4.2 9.7 4.1 4.0 2.5 2.3 1.0 1.0 0.6

Food products, beverages and tobacco 6.1 6.5 9.5 7.9 16.1 1.1 1.6 1.3 2.7

Textiles, textile products, leather and footwear 7.5 23.4 7.1 0.8 21.1 3.1 0.9 0.1 2.8

Sources: Chelem database and own calculations.
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(a) LT sector - Greece
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(b) LT sector - Spain
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(c) LT sector - Ireland

-2.0

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

1967-

69

1970-

74

1975-

79

1980-

84

1985-

89

1990-

94

1995-

99

2000-

04

(d) MLT sector - Greece
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(e) MLT sector - Spain
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(f) MLT sector - Ireland
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Chart 3

DIFERENTIAL OF THE BALASSA INDICES RELATIVELY TO PORTUGAL � ��
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(g) MHT sector - Greece
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(h) MHT sector - Spain
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(i) MHT sector - Ireland
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(j) HT sector - Greece
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composition (2), the diverging path of Ireland is mostly due to higher exports of ‘’Office, accounting and

computing machinery’’ and ‘’Pharmaceuticals’’. The approximation between the indices of Portugal

against both Greece and Spain reflects mainly the reduction of the positive gap in ‘’Radio, TV and

communication equipment’’.

The export specialization pattern of a given country can be characterized by the cross-industry distri-

bution of its Balassa indices and changes in the overall extent of export specialization relate to the evo-

lution of the external shape of the distribution over time. Empirical research on the dynamics of trade

patterns using the entire distribution was pioneered by Proudman and Redding (1997, 2000). Since

then, several empirical studies analysed the product specialization of a given country (or group of

countries) by estimating the entire (cross-sector) distributions over time.
13

Changes in the overall ex-

tent of export specialization depend on whether there is an increasing concentration in a limited num-

ber of sectors or whether the specialization becomes more uniformly distributed across industries.

Chart 4 shows the results of estimated kernel densities with 120 manufacturing products, for each

country, using an Epanechnikov kernel function in the first and last periods of the sample.
14

Given that

the high asymmetry of the traditional index complicates the interpretation of the estimated distribution,
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Chart 4

EXPORTS - ESTIMATED KERNEL DENSITIES

Sources: Chelem database and own calculations.

Note: The higher the probability mass around zero, the closer are the country ’s export shares to the equivalent world averages and the lower is the overall degree of specialization.

(13) See Brasili et al. (2000), De Benedictis (2005) and Di Maio and Tamagni (2006).131313131313

(14) Kernel density estimation is a method for adjusting probability density functions from the available observations. Density estimates depend crucially on the

choice of the bandwidth or smoothing parameter. Several bandwidths variations were tested and the results were qualitatively similar. We used the optimal

bandwidth for estimating densities for the normal distribution as the optimal smoothing parameter for the Epanechnikov kernel function, as suggested by

Silverman (1986), seemed to oversmooth the results.



the original Balassa indices were subject to the transformation suggested by Laursen (1998) (see

Section 2).

The visual inspection of the density estimates confirms the existence of important differences in terms

of specialization among the four countries. In the Irish case, the density function is markedly more right

skewed than that of the other countries, indicating a higher overall degree of specialization. On the

contrary, the density function of Spain is much more symmetric and roughly centered around the de-

marcation value in the most recent period. Over time, the density estimates of Portugal, Spain and

Greece tend to become more symmetric, pointing to a general decrease of the overall degree of spe-

cialization in these countries.
15

The opposite happens with Ireland, whose distribution becomes more

polarized in the most recent period, with the density concentrating more around extreme values.

4. CONCLUSIONS

Over the last decades, Portugal and the other EU15 Cohesion countries (Spain, Greece and Ireland)

significantly increased their trade openness. In Ireland, however, the gap relatively to the other coun-

tries has increased over time and, at present, its degree of openness is substantially higher than that of

Portugal, Spain and Greece, which are clustered around similar figures. This article focuses on the

evolution of the export pattern of Portugal over the last forty years and confronts it with developments

in the other three EU15 Cohesion countries. In general, the changes seen in Portugal bear similarities

with those observed in Spain and Greece. Conversely, Ireland shows remarkable differences in many

aspects of the evolution of its pattern of international specialization.

The aggregation of the available 120 manufacturing products into four broad categories with distinct

technological intensities (high, medium-high, medium-low and low-technology) reveals that one strik-

ing feature of the evolution of Portuguese international trade was the continuous decline in the export

share of low-tech products over the last four decades. This decline was particularly sharp in “Food

products, beverages and tobacco” and “Textiles, textile products, leather and footwear”. On the con-

trary, there was a marked increase of the share of medium-high-tech exports, in particular “Motor vehi-

cles, trailers and semi-trailers” since the second half of the nineties.

The four countries considered have become less specialized in low-tech products over the last four de-

cades, as measured by the evolution of the Balassa (1965) index of revealed comparative advantage.

This trend was especially strong in Ireland, which is the only country where a specialization in low-tech

products is not present in the most recent period. On the contrary, Portugal still has a clear specializa-

tion in this type of products in the 2000-04 period, similar to that of Greece. In what concerns me-

dium-low-tech products, there was an increase of its export share in Portugal, although still showing a

Balassa index below 1. The same upward trend was observed in Greece, whose specialization index

has always been the highest. On the contrary, Ireland and Spain showed a decreasing trend over the

last 20 years, although the later country maintains a higher specialization in these products. As for me-

dium-high-tech products, all countries increased their export share of these products, though Spain

shows values substantially higher than those of the other countries and above the world average since

mid-eighties. In the case of high-tech products, Portugal, Spain and Greece show a high resemblance

over the entire sample period, always with coefficients below 1. Portugal had a slightly higher special-
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(15) This result is in line with other empirical studies of specialization patterns using export data. Proudman and Redding (2000) that analyse the international

trade dynamics of the G5 economies only find evidence of an increase of specialization in Japan. Brasili et al. (2000) examine the dynamics of trade patterns

of some developed and emerging countries studying the shape of the sectoral distribution and conclude that, although emerging countries are still more

specialized than the industrialized countries, both groups show a tendency towards a reduced polarization and a more symmetric distribution of the

specialization index. Similarly, De Benedictis et al. (2005) and De Benedictis et al. (2006) conclude that sectoral export diversification tends to increase over

time, as countries continuously diversify along their path of economic development.1515151515



ization index than Spain and Greece until mid-eighties, but that difference disappeared in the most re-

cent period. The specialization index in Portugal is broadly similar in the beginning and the end of the

sample period, pointing to the maintenance of a strong comparative disadvantage of the Portuguese

economy in these products. The striking point in this technological category is the sharp increase of

export specialization observed in Ireland, partly associated with its participation in vertical

specialization activities.

Our results point to a decline of the overall degree of specialization of Portuguese exports between

1967-69 and 2000-04. There is evidence of some diversification of the range of products in which Por-

tugal specializes, with smaller differences among them. However, in spite of the convergence of the

Portuguese export structure to the world average, significant differences still remain. The same con-

vergence movement is evident in Greece and, in a much larger extent, in Spain, which is the least spe-

cialized of the four countries. On the contrary, the Irish export structure is the most concentrated and

substantially different from the world benchmark, with its specialization relying in fewer products. Addi-

tionally, Ireland is the only of the four countries considered where there is an increase of the overall ex-

tent of specialization from the beginning to the end of the sample period.
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January to October 2007

CHRONOLOGY OF MAJOR FINANCIAL MEASURES



January

4 January (Notice of Banco de Portu-

gal No 1/2007, Official Gazette No 5,

Series I)

Introduces changes in Notice of Banco de Portugal No 1/93, of 8

June 1993, extending to 31 December 2007 the transitional regimes

therein envisaged relating to the application of the solvency ratio.

10 January (Circular Letter of Banco

de Portugal No 2/2007/DET)

Following complaints by the public regarding some credit institu-

tions’ practice of refusing to carry out cash exchange operations,

makes known that credit institutions must perform over-the-counter

cash exchange operations, including to non-clients, within

reasonable amounts.

17 January (Instruction of Banco de

Portugal No 1/2007, distributed with

Circular Letter No 4/2007/DSB.

Establishes that the BPnet system shall be used for the supply of

information by entities subject to the supervision of Banco de Portu-

gal. This Instruction shall enter into force on 31 May 2007.

19 January (Instruction of Banco de

Portugal No 2/2007, distributed with

Circular Letter No 9/2007/DSB.

Provides for the supply of data on credit portfolio developments.

22 January (Decree-Law No 18/2007,

Ministry of Economy and Innovation,

Official Gazette No 15, Series I)

Establishes the value-date of any credit and debit entries in deposit

demand accounts and transfers in euro, and the respective effect

on the date on which funds become available for the beneficiary.

This decree-law shall enter into force on 15 March 2007. At the end

of the first year of validity of this decree-law, Banco de Portugal

shall prepare and publish a progress report on the impact of its

application.

February

2 February (Notice of Banco de Por-

tugal No 2/2007, Official Gazette No

28, Series I)

Amends Notice of Banco de Portugal No 11/2005 of 13 July, gov-

erning the general terms and conditions for the opening of bank de-

posit accounts.

6 February (Notice of Banco de Por-

tugal No 3/2007, Official Gazette No

30, Series I)

Harmonizes the procedures to be adopted by credit institutions re-

garding the compliance with the legal provisions governing the

availability of funds and the value date of movements in demand

deposit accounts, namely, the delivery of funds for deposit and cer-

tification, referred to in Decree-Law No 18/2007 of 22 January. This

Notice shall enter into force on 15 March 2007.

8 February (Notice of Banco de Por-

tugal No 2/2007, Official Gazette No

28, Series I)

Introduces changes in Notice of Banco de Portugal No 11/2005, of

21 July, relating to the general terms and conditions governing the

opening of demand deposit accounts. This Notice shall enter into

force on the 90th day following its publication.

12 February (Notice of Banco de Por-

tugal No 3/2007, Official Gazette No

30, Series I)

Provides clarification on banking operations outside the scope of

Decree-Law No 18/2007, of 22 January and lays down the treat-

ment to be given to funds delivered for deposit without the immedi-

ate certification of deposited amounts. This Notice shall enter into

force on 15 March 2007.
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20 February (Decree-Law No

39/2007, Official Gazette No 36, Se-

ries I)

Introduces a third amendment to Law No 5/98 of 31 January 1998,

which approves the Organic Law of the Banco de Portugal. Clarifies

a number of issues regarding the term of office of the members of

the Board of Directors of the Banco de Portugal, in line with the re-

vision of the Public Manager Statute (Estatuto do Gestor Público).

March

7 March (Decree-Law No 51/2007 of

the Economy and Innovation Minis-

try of 7 March, Official Gazette No

47, Series I)

Regulates the business activities of credit institutions and ensures

the transparency of information provided by them when credit

agreements are concluded for the purchase, construction and im-

provement of permanent or secondary residential property or resi-

dential leased property, as well as for the acquisition of land for the

construction of owner-occupied housing. The commission to be

charged on the total or partial repayment of the loan shall be ap-

plied on the principal to be repaid and shall not exceed 0.5% in

floating rate contracts, and 2% in fixed rate contracts. The criteria

used in the calculation of interest - 365-day count convention - are

also harmonised. At the end of the first year after entry into force of

this Decree-Law, the Banco de Portugal shall prepare and disclose

a report assessing the impact of its implementation. This

Decree-Law shall enter into force on the 30th day after its

publication.

15 March (Instruction of the Banco

de Portugal No 3/2007)

Amends Instruction No 26/2005 on prevention of the use of the fi-

nancial system for the purpose of money laundering and terrorist fi-

nancing (Official Bulletin No 3/2007).

April

3 April (Decree-Law No 103/2007,

Ministry of Finance and Public Ad-

ministration, Official Gazette No 66,

Series I)

Transposes into Portuguese law Directive No 2006/49/EC of the

European Parliament and of the Council of 14 June 2006 on the

capital adequacy of investment firms and credit institutions.

3 April (Decree-Law No 104/2007,

Ministry of Finance and Public Ad-

ministration, Official Gazette No 66,

Series I)

Introduces the ninth amendment in the Legal Framework of Credit

Institutions and Financial Companies (Regime Geral das Institui-

ções de Crédito e Sociedades Financeiras) and transposes into

Portuguese law Directive No 2006/48/EC of the European Parlia-

ment and of the Council of 14 June 2006 relating to the taking up

and pursuit of the business of credit institutions.

18 April (Notice of Banco de Portugal

No 4/2007, Official Gazette No 82,

Series II)

Following the publication of Decree-Law No 104/2007 of 3 April,

which transposed into Portuguese law Directive 2006/48/EC of the

European Parliament and of the Council of 14 June, amends Notice

No 12/92, which lays down the main rules on the composition of the

own funds of credit institutions and financial companies, for the pur-

poses of calculating prudential ratios and limits.

18 April (Notice of Banco de Portugal

No 5/2007, Official Gazette No 82,

Series II)

Following the publication of Decree-Law No 104/2007 and De-

cree-Law No 103/2007 both of 3 April, which transposed into Portu-

guese law respectively Directive 2006/48/EC of the European Par-

liament and of the Council of 14 June and Directive 2006/49/EC of

the European Parliament and of the Council of 14 June, regulates

the calculation of the amount of own funds requirements of credit in-

stitutions and investment firms to cover credit risk.
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18 April (Notice of Banco de Portugal

No 6/2007, Official Gazette No 82,

Series II)

Following the publication of Decree-Law No 104/2007 and De-

cree-Law No 103/2007 both of 3 April, which transposed into Portu-

guese law respectively Directive 2006/48/EC of the European Par-

liament and of the Council of 14 June and Directive 2006/49/EC of

the European Parliament and of the Council of 14 June, sets out

the limits to the concentration of risks of credit institutions and finan-

cial companies, having their head office in Portugal – referred to in

Article 6 (1) (a) to (g) and (j) of the Legal Framework of Credit Insti-

tutions and Financial Companies, approved by Decree-Law No

298/92 of 31 December 1992 – and of the branches set up in Portu-

gal of credit institutions having their head office in non-European

Union countries.

18 April (Notice of Banco de Portugal

No 7/2007, Official Gazette No 82,

Series II)

Following the publication of Decree-Law No 104/2007 of 3 April,

which transposed into Portuguese law Directive 2006/48/EC of the

European Parliament and of the Council of 14 June, sets out the

methodologies for the calculation of the amount of own funds re-

quirements of credit institutions and investment firms to cover credit

risk in securitisation transactions.

18 April (Notice of Banco de Portugal

No 8/2007, Official Gazette No 82,

Series II)

Pursuant to Article 8 (1) (a) and (b) of Decree-Law No 103/2007 of

3 April, which transposed into Portuguese law Directive 2006/49/EC

of the European Parliament and of the Council of 14 June, lays

down the procedures to be adopted in the calculation of the amount

of own funds requirements to cover market risk.

18 April (Notice of Banco de Portugal

No 9/2007, Official Gazette No 82,

Series II)

Pursuant to Article 7 (1) (d) of Decree-Law No 104/2007 of 3 April,

which transposed into Portuguese law Directive 2006/48/EC of the

European Parliament and of the Council of 14 June, lays down the

procedures to be adopted in the calculation of the amount of own

funds requirements to cover operational risk.

18 April (Notice of Banco de Portugal

No 10/2007, Official Gazette No 82,

Series II)

Following the transposition of Directive 2006/48/EC and Directive

2006/49/EC both of the European Parliament and of the Council of

14 June, sets out a reference framework for the disclosure of infor-

mation by credit institutions and investment firms on risks and re-

spective assessment methods.

27 April (Commission Decision

2007/327/EC, OJ L 122)

Commission Decision on the clearance of the accounts of the pay-

ing agencies of Member States concerning expenditure financed by

the European Agricultural Guidance and Guarantee Fund (EAGGF),

Guarantee Section, for the 2006 financial year (notified under docu-

ment number C(2007) 1901).

30 April (Executive Order No

499/2007 of the Presidency of the

Council of Ministers, of the Ministry

of Finance and Public Administration

and of the Ministry of Justice, Offi-

cial Gazette No 83, Series I)

In accordance with the provisions set out in Article 4 (1), Article 6

(2) and Article 9 (1) and (2) of Decree-Law No 8/2007 of 17 Janu-

ary, lays down the rules on the reporting of simplified corporate data

by electronic means. In parallel, this Executive Order regulates the

way how the Ministry of Finance and Public Administration makes

available the information to be sent to the Ministry of Justice,

Instituto Nacional de Estatística (National Statistical Institute), and

Banco de Portugal.

30 April (Instruction of Banco de

Portugal No 9/2007, BNBP No

5/2007)

Lays down that the External Credit Assessment Institutions’ (ECAIs)

credit assessment may be used for the determination of the

risk-weighted exposure amounts and securitisation positions.
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30 April (Instruction of Banco de

Portugal No 10/2007, BNBP No

5/2007)

For the purposes of calculating risk-weighted exposure amounts, in-

dicates the recognised External Credit Assessment Institutions

(ECAIs), and determines with which credit quality step each credit

assessment shall be associated (mapping).

30 April (Instruction of Banco de

Portugal No 11/2007, BNBP No

5/2007)

Indicates the specific items of information that institutions shall

communicate to the Banco de Portugal for the purposes of compil-

ing the application for authorisation to use the Internal Ratings

Based Approach (IRB) (credit risk), the Standardised Approach and

the Advanced Measurement Approach (AMA) (operational risk).

30 April (Instruction of Banco de

Portugal No 12/2007, BNBP No

5/2007)

Sets out the procedures to be adopted (methodologies) in the inter-

nal validation process of rating systems.

30 April (Instruction of Banco de

Portugal No 13/2007, BNBP No

5/2007)

Regulates the involvement and implicit support in securitisation

transactions. Revokes Instruction No 1/2005, published in the Offi-

cial Bulletin No 3 of 15 March 2005, which however shall remain in

force until 31 December 2007, as regards the institutions exercising

the discretion laid down in Article 33 (1) of Decree-Law No

104/2007 of 3 April.

30 April (Instruction of Banco de

Portugal No 14/2007, BNBP No

5/2007)

Sets out the indices and correlated currency pairs and recognises

the eligible investment firms, stock exchanges and clearing houses

for the purposes of capital adequacy. Revokes Instruction No 23/97,

published in BNBP No 4 of 15 April 1997, which however shall re-

main in force until 31 December 2007, as regards the institutions

exercising the discretion laid down in Article 23 (1) of Decree-Law

No 103/2007 of 3 April, or in Article 33 (1) of Decree-Law No

104/2007 of 3 April.

30 April (Instruction of Banco de

Portugal No 15/2007, BNBP No

5/2007)

Lays down that institutions shall have an assessment process to

ensure that the internal capital is adequate to cover risks and that it

remains proportionate to the risk profile. This Instruction shall enter

into force on 1 January 2008 as regards the institutions exercising

the discretion laid down in Article 17 (5), Article 26 (4), or in Article

33 (1), all of Decree-Law No 104/2007 of 3 April.

30 April (Instruction of Banco de

Portugal No 17/2007, BNBP No

5/2007)

Defines risk concentration and sets out the different types of risk

monitoring by institutions.

30 April (Instruction of Banco de

Portugal No 18/2007, BNBP No

5/2007

Defines the legal framework for the carrying out of stress tests and

for the adoption of corrective measures. This Instruction shall enter

into force on 1 January 2008, as regards the institutions covered by

the derogations foreseen in Articles 33 and 34 of Decree-Law No

104/2007 of 3 April and in Article 23 of Decree-Law No 103/2007 of

3 April.

May

8 May (Decree-Law No 171/2007 of

the Ministry of Economy and Innova-

tion, Official Gazette No 88, Series I)

Lays down the rules governing interest rate rounding when applied

to credit and financing contracts signed by credit institutions and fi-

nancial corporations not covered by the provisions laid down in De-

cree-Law No 240/2006 of 22 December. This Decree-Law shall ap-

ply to credit and financing contracts signed after its entry into force,
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as well as current contracts, regardless of the borrowed amount

and the purpose of the loan. With regard to current contracts, this

Decree-Law shall apply as from the date of interest rate refixing, for

rounding purposes, which should immediately follow its entry into

force. This Decree-Law shall enter into force on the 30th day

following its publication.

9 May (Decree-Law No 180/2007 of

the Ministry of Finance and Public

Administration, Official Gazette No

89, Series I)

Amends Decree-Law No 12/2006 of 20 January, regulating the set-

ting up and operation of pension funds and managing entities of

pension funds.

10 May (Decree-Law No 184/2007 of

the Ministry of Finance and Public

Administration, Official Gazette No

90, Series I)

Regulates the recycling of euro coins by all professional cash han-

dlers, transposing into Portuguese law Commission Recommenda-

tion of 27 May 2005 concerning authentication of euro coins and

handling of euro coins unfit for circulation. This Decree-Law shall

apply to credit institutions and other cash handlers, namely

cash-in-transit companies. Such entities shall submit information on

their recycling activity to Banco de Portugal, according to the

schedule defined by the bank.

11 May Decree-Law No 188/2007 of

the Ministry of Finance and Public

Administration, Official Gazette No

91, Series I

Harmonises the rules regarding the publication of accounting data

of entities subject to the supervision of Banco de Portugal and

Instituto de Seguros de Portugal (Portuguese Insurance Institute).

14 May (Decree-Law No 191/2007 of

the Ministry of Finance and Public

Administration, Official Gazette No

92, Series I)

Authorises the issue and sale by Imprensa Nacional – Casa da

Moeda (the Portuguese Mint) of two silver coins on the European

Year of Equal Opportunities for All and the 100th Anniversary of the

World Scouting, with a face value of €5, and sets their issue ceil-

ings at €537,500 and €800,000 respectively.

15 May (Instruction of Banco de Por-

tugal No 19/2007, BNBP 5/2007)

Lays down the rules and conditions to be complied with by credit in-

stitutions and individuals regarding the deposit and exchange of

banknotes damaged by anti-theft devices.

15 May (Instruction of Banco de Por-

tugal No 20/2007, BNBP 6/2007)

Establishes the places, timetables, rules and conditions according

to which euro banknotes may be deposited and withdrawn at Banco

de Portugal.

15 May (Decree-Law No 195/2007 of

the Ministry of Finance and Public

Administration, Official Gazette No

93, Series I)

Regulates the recycling of euro coins by all professional cash han-

dlers, as set forth in Council Regulation (EC) No 1338/2001 of 28

July laying down measures necessary for the protection of the euro

against counterfeiting, and the sorting of unfit notes. This De-

cree-Law shall apply to credit institutions and other cash handlers,

namely cash-in-transit companies. Recycling activity shall only be

carried out after a contract has been signed with Banco de

Portugal.

17 May (Notice of Banco de Portugal

No 11/2007, Official Gazette No 99,

Series II)

Amends Notice No 6/2003, which lays down the terms and condi-

tions of the publication of accounts of institutions subject to the su-

pervision of Banco de Portugal. This Notice shall enter into force on

the date of its publication, and applies to the publication of annual

accounts for the 2006 fiscal year.
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18 May (Notice of Banco de Portugal

No 12/2007, Official Gazette No 101,

Series II)

Determines that credit institutions shall allow individuals making

credit transfers through ATMs to see the name of the bank account

owner or the bank account number prior to the confirmation of the

transfers. This Notice shall enter into force 120 days following its

publication.

21 May (Circular Letter No

19/2007/DPG)

Requests credit institutions to submit to Banco de Portugal informa-

tion on the impact of the implementation of Decree-Law No 18/2007

of 22 January, which regulates issues relating to the value date of

overnight deposits and transfers made in Portugal and the corre-

sponding deadline for the provision of funds to the beneficiary.

23 May (Circular Letter No

41/07/DSBDR)

Expresses Banco de Portugal’s view on the interpretation of Article

8 of Decree-Law No 51/2007 of 7 March, with regard to expenses

or fees charged by institutions for the earlier repayment of housing

loans or the transfer of such loans to another institution.

28 May (Notice of Banco de Portugal

No 13/2007, Official Gazette No 107,

Series II)

Amends Notice No 3/2006, in order to render the internal control

system more effective and efficient.

June

1 June (Commission Regulation (EC)

No 610/2007, OJ L 141)

In the Annex to Regulation (EC) No 1725/2003, “International Fi-

nancial Reporting Interpretations Committee’s (IFRIC) Interpretation

10 Interim Financial Reporting and Impairment”, is inserted as set

out in the Annex to this Regulation. Each company shall apply

IFRIC 10, as set out in the Annex to this Regulation, as from the

commencement date of its 2007 financial year at the latest, except

for companies with a November or December commencement date

which shall apply IFRIC 10 as from the commencement date of the

2006 financial year at the latest. This Regulation shall enter into

force on the 3rd day following its publication in the Official Journal

of the European Union.

1 June 2007 (Commission Regulation

(EC) No 611/2007, OJ L 141)

In the Annex to Regulation (EC) No 1725/2003, “International Fi-

nancial Reporting Interpretations Committee’s (IFRIC) Interpretation

11 Interim Financial Reporting and Impairment”, is inserted as set

out in the Annex to this Regulation. Each company shall apply

IFRIC 11, as set out in the Annex to this Regulation, as from the

commencement date of its 2008 financial year at the latest, except

for companies with a January or February commencement date

which shall apply IFRIC 11 as from the commencement date of the

2009 financial year at the latest. This Regulation shall enter into

force on the 3rd day following its publication in the Official Journal

of the European Union.

5 June (2006 Annual Report and Ac-

counts Official Gazette No 108,

Series II)

Publishes the 2006 Annual Report and Accounts of Banco de Por-

tugal.

6 June (Circular Letter

No18/2007/DET)

Makes known on the procedures to be observed when signing a

contract with Banco de Portugal, resulting from the new legal frame-

work of euro banknotes recycling laid down in Decree-Law No

195/2007 of 15 May. It defines the contract model, provides for mi-

gration plans adaptable to the relatively prolonged transition period
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envisaged in that Decree-Law, and expresses the total availability

by Banco de Portugal for the co-operation, training and clarification

of any issues.

28 June (Circular Letter No

23/2007/DET)

Provides information on the training courses on euro banknote ex-

pert knowledge and detection of counterfeit euro banknotes, which

have been promoted by Banco de Portugal for the entities engaged

in the recycling of euro banknotes, in accordance with the provi-

sions laid down in Decree-Law No 195/2007 of 15 May. Annexes a

questionnaire on the technological and functional needs required

for the development of specific training contents (e-learning format).

July

8 July (Law No 25/2007 of 18 July,

Official Gazette No 137, Series 1)

Authorises the Government to adjust the legal framework for

breaches of regulations within the scope of the implementation of

Directive 2004/39/EC of the European Parliament and of the Coun-

cil of 21 April 2004, Commission Directive 2006/73/EC of 10 August

2006, Directive 2004/109/EC of the European Parliament and of the

Council of 15 December 2004 and Commission Directive

2007/14/EC of 8 March 2007, to establish limits on the provision of

investment advice in financial instruments and marketing of goods

and services allocated to investment in tangible assets, and to

adapt the legal framework for breaches of regulations to the

specificities of this activity. The legal authorisations provided for in

this law are valid for 180 days.

16 July (Instruction of Banco de Por-

tugal No 21/2007, BNBP 7/2007)

Revokes Instruction No 29/96, published in the BNBP No 1 of 17

June 1996, on compensatory interest.

16 July (Circular Letter No

41/2007/DSB)

Discloses the understanding of Banco de Portugal regarding the in-

terpretation of Article 8 of Decree-Law No 51/2007 of 7 March, i.e.

no fees or commissions shall be charged in the advance repayment

of housing loans or when housing credit is transferred from one in-

stitution to another, save for the costs borne before a third party,

where duly documented.

August

1 August (Circular Letter No

63/07/DSBDR)

Publishes the opinion of Banco de Portugal on credit substitution in

securitisation operations, in the wake both of the recent publication

of legislation and of developments in market conditions. It replaces

Circular-Letter No 75/2003/DSB of 18 August.

16 August (Instruction of Banco de

Portugal No 23/2007, BNBP 8/2007)

Determines the prudential information, on an individual or on a con-

solidated basis, to be mandatorily supplied by credit institutions and

some financial corporations. Revokes Instruction No 25/97 pub-

lished in the BNBP No 5 of 15 May 97. Observations: Instruction

published with Circular Letter No 62/2007/DSB of 30 July 2007.
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October

15 October (Instruction of Banco de

Portugal No 24/2007, BNBP

10/2007; entry into force on 1 Janu-

ary 2008)

Sets at 0.03% the contributory rate used to calculate the contribu-

tions of participating institutions to the Deposit Guarantee Fund in

2008.

15 October (Instruction of Banco de

Portugal No 25/2007, BNBP

10/2007; entry into force on 1 Janu-

ary 2008)

Sets at 10% the limit for irrevocable payment commitments applica-

ble to annual contributions in 2008.
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