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The Portuguese Economy in 2008

The Portuguese Banking System in 2008

ECONOMIC POLICY AND SITUATION



THE PORTUGUESE ECONOMY IN 2008

1. INTRODUCTION

In 2008, there will be a marked slow down in the Por tu guese econ omy, re vers ing the trend of grad ual

and mod er ate re cov ery wit nessed over the past two years. The back drop to this evo lu tion is the in ter -

ac tion be tween an un prec e dented cri sis in the in ter na tional fi nan cial mar kets and a rapid world wide

eco nomic slow down. Given the strong eco nomic and fi nan cial in te gra tion of the Por tu guese econ omy

and the per sis tence of fra gil i ties that bear down on the de vel op ment of fac tor pro duc tiv ity, 2008 looks

likely to again re cord one of the low est rates of growth among the euro area and the Eu ro pean Un ion

coun tries. With an ad verse in ter na tional frame work re flected in the slow down of ex ter nal de mand and

a rise in the prices of raw ma te ri als and en ergy, an in crease in the ex ter nal debt of the Por tu guese

econ omy is likely to oc cur. The coun ter part will be a fur ther drop in the sav ings rate in both cor po ra -

tions and house holds and a sta bili sa tion in in vest ment as a per cent age of GDP. In the con text of the

prob lems caused by the fi nan cial cri sis, the pro cess of struc tural consolidation of the public accounts is 

expected to slow down after two years of major adjustment.  

The grow ing tur bu lence in the in ter na tional fi nan cial mar kets from the sec ond half of 2007 has been

marked by an up ward as sess ment of risk by in ves tors, lead ing to a fall in con fi dence levels in a num ber 

of fi nan cial seg ments across the globe, sig nif i cant falls in stock mar kets and an abrupt de crease in li -

quid ity in the in ter bank mar kets of the main ad vanced econ o mies. The mar kets for pri vate debt have

gone the same way, above all the mar kets for gross fi nanc ing used by fi nan cial in sti tu tions. These de -

vel op ments have in turn knocked on to ac tiv ity in the main ad vanced econ o mies and, more re cently, to

emerg ing econ o mies, add ing to the dy nam ics of slow down al ready pres ent in a num ber of these econ -

o mies. Among them are those which have wit ness sharp cor rec tions in the prop erty mar kets (see “Box

1 Housing markets in some advanced economies”). 

In this frame work of rapid fall in the ex pec ta tions re lat ing to world eco nomic ac tiv ity, raw ma te rial prices 

ratcheted down steeply from mid-year. Oil was among the big gest falls, cor rect ing from its steep rise

since 2007. On the back of this came an in ver sion of the rise in in fla tion ex pec ta tions ob served in the

first half of the year. This evo lu tion, to gether with a slow down in ac tiv ity, led mon e tary au thor i ties, in -

clud ing the ECB, to fol low more ac com mo da tive pol i cies. In ad di tion, fol low ing the tur moil in the fi nan -

cial mar kets and its spill-over ef fects on the real econ omy, sev eral mea sures were an nounced on a

global scale in or der to shore up con fi dence and re-es tab lish the reg u lar func tion ing of the fi nan cial

mar kets (see “Box 2 Authorities responses in the context of the financial crisis: liquidity management

measures and intervention in financial systems”).

The trans mis sion of these de vel op ments to a small, fully in te grated econ omy like the Por tu guese took

var i ous forms, all of them in ter con nected. On the one hand, there were un fa vour able im pli ca tions for

ex ter nal de mand which, given the high level of un cer tainty over the mag ni tude of the down turn both in -

ter nally and ex ter nally and over the new equi lib rium where fi nan cial mar kets will sta bi lise led to the

post pone ment of con sump tion and in vest ment. On the other hand, the tur moil in the money mar kets

and gross fi nanc ing mar kets im plied an in crease in bank credit in ter est rates and con trib uted to a

tighter rein on fi nanc ing con di tions for the non-fi nan cial pri vate sec tor, above all hous ing credit. In ad di -

tion, greater de mands were made on the sol vency con di tions of eco nomic agents. It should how ever

be noted that do mes tic credit re mained strong dur ing the year, but tressed by the bank ing sys tem

through a sub stan tial in crease in cli ent de pos its, in tan dem with the main te nance of some ac cess to fi -
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nanc ing through the gross mar kets, in spite of the ad verse con di tions pre vail ing in the fi nan cial mar -

kets (see “The Portuguese Banking System in 2008” in this Bulletin). 

The grad ual trans mis sion of these shocks im plied a slow down in the Por tu guese econ omy. Both the

slow down in ex ter nal de mand and the un cer tainty re lated to the fi nan cial cri sis are likely to per sist in

the near fu ture, and could trans late into even tighter fi nanc ing con di tions through the fi nan cial ac cel er -

a tor along the year. This risk, in tan dem with the dif fi cul ties re ported by the banks with re spect to the fi -

nanc ing of their ac tiv i ties and the at trac tion of own funds, would mag nify the ef fects on the real

econ omy, which re quired, also in Por tu gal, the adop tion of ex cep tional mea sures in re sponse to the fi -

nan cial cri sis (see “Box 1 Main mea sures taken by the Por tu guese au thor i ties re gard ing the fi nan cial

sys tem in the con text of the in ter na tional financial crisis”).

In the con text of a gloomy in ter na tional en vi ron ment act ing to gether with the low trend growth that

stems from the in cen tives gen er ated by the in sti tu tional and struc tural frame work of the Por tu guese

econ omy, the Banco de Por tu gal es ti mate for GDP growth in 2008 is 0.5 per cent, com pared 1.9 per

cent in 2007 (Ta ble 1.1). This cor re sponds to a down ward re vi sion of 0.7 p.p. vis-à-vis the es ti mate

posted in the Sum mer Eco nomic Bul le tin and re flects a lower growth es ti mate for the de mand com po -

nents that are more sen si tive to the in creas ing de te ri o ra tion in the ex ter nal en vi ron ment, in par tic u lar

ex ports and in vest ment. In turn, in fla tion, mea sured by the an nual av er age vari a tion of the Har mo -

nised Con sumer Price In dex (HCPI), seems likely to stand at 2.8 per cent in 2008, com pared with 2.4

per cent in the pre vi ous year. The cur rent pro jec tion for in fla tion in 2008 cor re sponds to a down ward re -

vi sion of 0.2 per cent vis-à-vis the Sum mer Eco nomic Bul le tin (a 0.2 p.p. fall). This above all re flects

the re cent evo lu tion of en ergy prices. The dif fer en tial with the euro area looks set to be negative,

associated in part with moves in indirect taxes.

The strong slow down in the Por tu guese econ omy re flected on the sup ply side the steep fall in the con -

tri bu tion of to tal fac tor pro duc tiv ity to growth, and the de celer ation of the ap par ent pro duc tiv ity of la -
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Table 1.1

MAIN ECONOMIC INDICATORS

Rate of change, per cent

Memo:

EB Summer 2008  

2007 2008 2008

GDP 1.9 0.5 1.2

Private consumption 1.5 1.4 1.3

Public consumption 0.3 0.2 -0.2

GFCF 3.2 -0.8 1.0

Domestic demand 1.7 1.0 1.0

Exports 7.6 1.4 4.4

Imports 5.9 2.6 3.3

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

Domestic demand 1.8 1.0 1.0

Net exports 0.0 -0.6 0.1

Current account + capital account (percentage of GDP) -8.2 -8.9 -10.6

HICP 2.4 2.8 3.0

Sour ces: INE and Ban co de Por tu gal.



bour, against the back drop of mod er ate job cre ation and the main te nance of the un em ploy ment rate at

his tor i cally high levels. On the de mand side, the eco nomic de celer ation was as so ci ated to the slow -

down in do mes tic de mand and ex ports. As could have been ex pected, in vest ment and ex ports were

par tic u larly hard hit in a con text of weak en ing pros pects re gard ing do mes tic and ex ter nal growth. In

terms of in vest ment, cur rent es ti mates point to a re ver sal of the 2007 pos i tive trend. An other fall in in -

vest ment is likely to oc cur in 2008, with a gen er al ised slow down in its com po nents. As ex ter nal de -

mand fal ters, cur rent es ti mates sug gest that ex ports of goods and ser vices seem to be head ing for a

drop in mar ket share over the year. The slow down in ex ports re flects weaker dy na mism in the ex port of 

goods - a trend that started in mid-2007 - and a sharp slow down in ser vices - with the trend here set ting 

in from the start of the cur rent year. In con trast, pri vate con sump tion, above all in non-durables, pre -

sented a smoother evo lu tion, in part sus tained by consumer credit growth, and is likely to translate into

another fall in the household savings rate.

Ac cord ing to cur rent of fi cial es ti mates, the pub lic ad min is tra tion def i cit is likely to stand at 2.2 per cent

of GDP in 2008, fol low ing 2.6 per cent a year ear lier. This fig ure en sures that of fi cial tar gets set out in

the re port on the guide lines for bud get ary pol icy are reached. This evo lu tion was con nected with var i -

ous fac tors: the sta bili sa tion of fis cal re ceipts as a per cent age of GDP; the strong growth in non-fis cal

re ceipts; the in ver sion of the down ward trend in pri mary cur rent ex pen di ture as a per cent age of GDP,

ob served in the past two years; and the ex is tence of one-off mea sures, which con trib uted to a de cline

in cap i tal ex pen di tures. Banco de Por tu gal es ti mates point to a pri mary struc tural bal ance ba si cally un -

changed for 2008, re flect ing an ap prox i mately neu tral ori en ta tion of bud get ary pol icy, fol low ing two

years of sig nif i cant con sol i da tion. Mac ro eco nomic de vel op ments are likely to con trib ute slightly pos i -

tively to the bud get ary bal ance. This re sult co mes from the com po si tion of over all eco nomic growth,

given that pri vate con sump tion is expected to move in line with its trend growth and private sector

wages are likely to grow above trend.
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2. THE INTERNATIONAL FRAMEWORK

This year has been marked by the in ter ac tion of the in ter na tional fi nan cial cri sis and a global slow down 

in eco nomic ac tiv ity. Ac tiv ity had al ready been fal ter ing in some ad vanced econ o mies since the end of

2006, due in large part to the ma jor in crease in com mod ity prices and a down ward cor rec tion in sev eral 

hous ing mar kets. The slide has been mag ni fied by the im pact of the fi nan cial cri sis on con fi dence

among eco nomic agents and ex pec ta tions re gard ing their fi nan cial sit u a tion. Slack en ing in ad vanced

econ o mies and wors en ing con di tions in fi nan cial mar kets are both con trib ut ing to a slow down in eco -

nomic ac tiv ity among emerg ing and de vel op ing econ o mies, which have un til re cently been re cord ing

above trend growth and strong in fla tion ary pres sures. In these cir cum stances, the pros pects for world

eco nomic ac tiv ity have wors ened sig nif i cantly, con trib ut ing to the persistence and worsening of the

turmoil in the international financial markets.

Over the past few years, the world’s eco nomic ac tiv ity has been sub ject to sev eral in ter con nected dis -

tur bances. Among them are the evo lu tion of oil and food com mod ity prices and the down ward cor rec -

tion in the hous ing mar kets in some ad vanced econ o mies. Fore most, how ever, has been the fi nan cial

cri sis that set in around mid-2007.

The prices of oil and food com mod i ties ac cel er ated strongly through out 2007, with the first stretch ing

to the early sum mer of 2008 and the sec ond to the end of the first quar ter (Chart 2.1). Where oil was

con cerned, the move con tinued to re flect dy namic de mand in emerg ing and de vel op ing econ o mies,

with high prices trig ger ing a mod er a tion in de mand in the ad vanced econ o mies. The move in oil prices

was also con di tioned by low levels of in ven to ries, and of spare ca pac ity and weak growth in sup ply. As

for food com mod i ties, the ac cel er a tion in prices at the start of the year re flected the dy namic de mand

be hav iour, and a num ber of sup ply-side shocks. Among these were the ad verse weather con di tions in

ear lier years im pact ing neg a tively on ce real har vests and trade re stric tions im posed by some of the

main ex port ing coun tries. High com mod ity prices af fected con sump tion and con sumer con fi dence,

with pro duc tion costs ris ing, above all in more en ergy-in ten sive sec tors. From sum mer this year, com -

mod ity prices dropped sharply. In the ad vanced econ o mies, this de vel op ment is un likely to have
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Chart 2.1

INTERNATIONAL COMMODITY PRICES IN USD
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 significant ef fects on GDP growth in the short run, given the grad ual trans mis sion of these moves to

eco nomic ac tiv ity, even though the im pact on prices is more im me di ate. Look ing at the year as a

whole, there fore, the neg a tive ef fects from high com mod ity prices on ac tiv ity will likely be the dom i nant

ef fect. How ever, for those coun tries which are net ex port ers of these raw ma te ri als, the re cent sharp

fall in prices has had an immediate negative impact on their economic and, in some cases, financial

situation.

The sec ond fac tor that has had neg a tive re per cus sions on eco nomic ac tiv ity in some ad vanced econ o -

mies was the down ward cor rec tion in hous ing mar kets. This cor rec tion in the United States was at the

root of the tur bu lence that struck the in ter na tional fi nan cial mar kets in the sum mer of 2007 and it has

per sisted through this year, gen er at ing the fear of fur ther losses in fi nan cial in sti tu tions. Hous ing mar -

kets in other ad vanced econ o mies have also seen a down side cor rec tion, re flect ing de te ri o ra tion of

house holds’ fi nanc ing con di tions and in some cases re sult ing from an over valu ation of hous ing prices.

Some coun tries are wit ness ing year on year falls in house prices, among them Ire land, the United

King dom, the United States and, to a lesser ex tent, Spain (see “Box 1 Housing markets in some

advanced economies”). 

The third cru cial fac tor in the way the world econ omy moved was the cri sis in the in ter na tional fi nan cial

mar kets, which in ter twined with the other ma jor in flu ences. There were var i ous phases of the cri sis

from the start in the sum mer of 2007 to the melt down in Sep tem ber/Oc to ber, four teen months later. In

the sec ond half of 2007, the tur moil was char ac ter ised by a sig nif i cant up ward re as sess ment of risk,

above all in the fi nan cial sec tor, and by a sud den and drawn-ou t fall in li quid ity in the whole sale debt

mar kets and the in ter bank money mar kets in the main ad vanced econ o mies.1 Dur ing the con tin u ing fi -

nan cial cri sis this year, up ward re as sess ment of risk has been broader based, rip pling out to an in -

creas ing num ber of seg ments in the financial markets, sectors of activity and countries. 

The fi nan cial tur moil that started in mid-2007 was char ac ter ised by the trans mis sion to the in ter na -

tional fi nan cial mar kets of prob lems in the mort gage sub-pri me seg ment in the United States, which at

the start of 2007, had mainly af fected the in ves tors and fi nan cial in sti tu tions with most di rect ex po sure

to it. A num ber of fac tors played a part in this chain of events. Firstly, the US mort gage credit mar ket

had seen a sig nif i cant fall in qual ity, caused to a great ex tent by fierce com pe ti tion and the spread of

risk through se curi ti sa tion of the debt. For a long time, this sit u a tion had been mit i gated by pro longed

low in ter est rate levels and the big in crease in house prices. When the trend re versed, the sit u a tion

changed dra mat i cally, with in ter est rates and loan de lin quen cies ris ing. Sec ondly, the ma jor fi nan cial

in no va tion and above all the in crease in credit se curi ti sa tion led to a trans fe r of the risk be tween in sti tu -

tions and fi nan cial in stru ments. This con trib uted to a more care free anal y sis of the risk in the in sti tu -

tions where the credit was orig i nated. The sit u a tion made it more dif fi cult to as sess the di rect or in di rect 

ex po sure to cer tain coun ter parts. To this can be added the high level of li quid ity in the in ter na tional fi -

nan cial sys tem, partly re lated to the greater in te gra tion of emerg ing or de vel op ing econ o mies in the

global econ omy, many of them with rel a tively in flex i ble for eign ex change pol i cies. All this would seem

to have con trib uted to an in crease in in ves tors’ de mand for yield and to a lower thresh old of dif fer en ti a -

tion be tween as sets with dif fer ing levels of risk. In this con text, it would ap pear that in ves tors did not

make a cor rect as sess ment of the risks in volved in their po si tions. This was above all true in the pri vate 

debt mar ket. Here the low level of dif fer en tials be tween the yields on pri vate and pub lic debt seen in

2006 and the first part of 2007 suggest that premia for counterparty credit risk and liquidity risk were at

historic lows.
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Through out 2008, the wors en ing bal ance sheets of fi nan cial in sti tu tions and tur moil in the fi nan cial

mar kets seem to have fed upon each other. Moves on the mar kets were to a large ex tent con di tioned

by a more neg a tive as sess ment of the fi nan cial sit u a tion of fi nan cial in sti tu tions, above all those of the

United States and Eu ro pe. This went hand in hand with a per sis tent high level of un cer tainty as to the

mag ni tude and dis tri bu tion of losses which would still have to be cov ered. This sit u a tion was in flu -

enced by two fac tors: the gloomy pros pects for global eco nomic ac tiv ity and the fact that the fi nan cial

sec tor was com ing out with ever big ger de clared losses. This was not helped by the lack of in for ma tion

on mar ket par tic i pants as to the true sit u a tion on the bal ance sheet of in di vid ual in sti tu tions. In tan dem,

the fall in as set val ues seems to have in creased the losses in fi nan cial in sti tu tions, which were bound

by ac count ing pro ce dures re quir ing the as sess ment of as set val ues on the ba sis of mark-to-mar ket.

Faced with this sit u a tion, fi nan cial in sti tu tions might have tried to re duce their ex po sure to risk by sell -

ing as sets with po ten tial losses. By do ing so, they ex ac er bated the slide in the fi nan cial mar kets. As a

last point, the rise in the counterparty and li quid ity risk premia made it tougher for fi nan cial institutions

to manage to finance their operations through debt issues and to raise capital through share issues. 

In ter na tional fi nan cial mar kets were highly vol a tile dur ing the year, re flect ing con cerns over the fi nan -

cial sys tem and the dim ming pros pects for eco nomic ac tiv ity. The pe ri ods of greater mar ket ten sions

oc curred in the first half of March with the li quid ity prob lems of the North Amer i can in vest ment bank

Bear Stearns and in a much deeper and broader way from mid-Sep tem ber, with in creas ing sol vency

prob lems at var i ous North Amer i can and Eu ro pean fi nan cial in sti tu tions. The di men sion of the cri sis

be came clear with the prob lems fac ing ma jor fi nan cial in sti tu tions such as Fan nie Mae and Freddie

Mac (the two main US gov ern ment-spon sored en ter prises), AIG (the big gest in sur ers in the world) and 

by the dis ap pear ance of the US in vest ment bank model with the sale of Merrill Lynch, the trans for ma -

tion of both Goldman Sachs and Mor gan Stan ley into de posit-tak ing banks and, even more se ri ous,

with the bank ruptcy of Lehman Broth ers. The sit u a tion pushed up the con cerns over sys temic risk and

the re sponse from mon e tary au thor i ties and gov ern ments across the world was to put in place an ar ray 

of mea sures de signed to boost in ves tor con fi dence and help out those in sti tu tions re ally mired in prob -

lems (see “Box 2 Authorities responses in the context of the financial crisis: liquidity management

measures and intervention in financial systems”). Within this frame work, there were var i ous merg ers

and ac qui si tions be tween fi nan cial in sti tu tions and cap i tal in creases made by private institutions and

mainly by the state, translating into many cases to what were de facto nationalisations. 

The 2007 sum mer tur moil spread across the board dis turb ing the stock mar ket, pri vate and pub lic debt 

mar kets, for eign ex change and money mar kets. 

Stock mar kets fell sig nif i cantly dur ing 2008. In the pre vi ous year, by con trast, share prices had re -

mained rel a tively im mune from the tur moil, ex cept for the fi nan cial sec tor in the United States and, to a

lesser ex tent, in Eu ro pe (Ta ble 2.1). The down side pres sure in the stock mar kets in creased from the

sum mer of 2008, as share prices for non-fi nan cial cor po ra tions in the ad vanced econ o mies plunged.

This came as the pros pects for prof its wors ened with the slow down in do mes tic and ex ter nal de mand

and with fi nanc ing con di tions be com ing tighter. At the end of Oc to ber, the main stock mar ket in di ces in

the ad vanced econ o mies stood 30-40 per cent be low the val ues for the end of 2007. In Eu ro pe and the

United States, they were down to levels not seen since 2003 (Chart 2.2). The move over all dur ing this

pe riod is only slightly less than the change in in di ces for the bank ing sec tor. Since the start of the tur -

moil, how ever, the de cline in this sec tor has been con sid er ably steeper, with stock prices in the United

States and the euro area down to values not seen for more than a decade (Chart 2.3).

In the ad vanced econ o mies, the yield dif fer en tials be tween pri vate and pub lic debt had al ready in -

creased sig nif i cantly in the sec ond half of 2007 and went up even more sharply dur ing the cur rent year, 

es pe cially from Sep tem ber on. One of the fac tors be hind this was the in creas ing like li hood of de faults,
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Table 2.1

INTERNATIONAL FINANCIAL MARKETS

Daily data

Averages End-of-period End-of-period

vis-à-vis the

period

preceding the

beginning of the 

financial crisis

(percentage

change or basis

points) (b)

2006 2007 2008 (a) 2006 2007 2008 (a) 2007 2008 (a)

Stock price indices (percentage change)

S&P 500 9 13 -13 13 4 -34 -5 -37

Banks 7 -3 -42 12 -33 -39 -27 -55

Dow Jones Euro Stoxx 22 17 -20 20 5 -43 -5 -45

Banks 28 10 -31 22 -9 -55 -12 -60

Nikkei 225 30 5 -24 6 -11 -44 -15 -52

FTSE 100 15 8 -13 11 4 -32 -3 -34

MSCI - emerging market economies (c) 30 31 -4 26 30 -47 6 -44

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

United States 4.8 4.6 3.8 4.7 4.0 4.0 -92 -100

Japan 1.7 1.7 1.5 1.7 1.5 1.5 -35 -38

United Kingdom 4.5 5.0 4.6 4.7 4.5 4.5 -81 -79

Euro area 3.9 4.3 4.4 4.1 4.4 4.6 -12 6

Spreads between private and government bond yields

(basis points)

United States

AA 55 89 267 51 171 486 95 411

Non-financial corporations 51 83 192 54 139 332 70 263

Financial corporations 56 90 281 51 176 517 99 440

BBB 114 152 376 113 262 732 129 599

Non-financial corporations 114 144 352 113 238 673 108 543

Financial corporations 139 220 611 130 458 1352 281 1175

Banks 76 121 388 75 250 682 156 588

Euro area

AA 23 46 132 26 88 222 49 182

Non-financial corporations 22 29 62 22 53 114 28 89

Financial corporations 23 50 144 27 96 241 54 199

BBB 74 85 228 73 145 487 73 415

Non-financial corporations 70 78 200 70 134 419 66 351

Financial corporations 100 138 501 98 240 1057 129 946

Banks 33 56 180 35 105 348 60 303

Emerging market debt spreads

EMBI+ 200 190 323 169 239 629 57 447

Nominal effective exchange rates (percentage change)

US dollar -2.0 -4.7 -5.2 -4.3 -7.5 9.9 -3.3 6.2

Japanese yen -7.2 -5.5 7.8 -6.1 0.8 22.7 5.7 29.7

Pound sterling 0.5 2.1 -10.5 6.0 -6.0 -10.7 -6.9 -16.8

Euro 0.3 3.9 5.2 4.5 6.3 -6.5 4.0 -2.7

Memo:

EUR/USD exchange rate (d) 0.9 9.1 9.6 11.6 11.8 -13.3 6.5 -7.7

Sources: Bank of In ter na tional Set tle ments, Bloomberg, ECB, Fed eral Re serve Board and JPMorgan.
Notes: (a) Data un til 31 Oc to ber. (b) Changes vis-à-vis 23 July 2007. (c) 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, Ma lay sia, Mex ico, Mo rocco, Pa ki stan and Peru. (d) A pos i tive change cor re sponds to an appreciation of the euro.



vis i ble in the in crease of credit de fault swap spreads (Chart 2.4). The in crease in pri vate debt spreads

con tinued to be con sid er ably higher for the fi nan cial sec tor and in the United States more than in the

euro area. In any case, at the end of Oc to ber, cor po rate bond spreads were above the max i mums

seen in 2002, when the dotcom bub ble burst and ac count ing scan dals en gulfed a num ber of North

Amer i can cor po ra tions. (Chart 2.5). With yields on pub lic debt close to the end of 2007 levels, the in -

crease in risk premia in the pri vate debt mar kets led to a more sig nif i cant rise in yields on cor po rate

bonds than in the sec ond half of 2007. In the euro area, the in ter est rates on cor po rate debt reached

levels a good deal higher than any thing seen since the in tro duc tion of the sin gle cur rency. At the end of

Oc to ber, these rates were around 240 b.p. higher than at the end of 2007 in the fi nan cial sec tor and
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around 150 b.p. higher in the non-fi nan cial sec tor (when seen against the levels for the pe riod pre ced -

ing the turmoil, the first is around 280 b.p. higher and the second around 180 b.p. higher). 

With the flight to less risky and more liq uid as sets and the wors en ing pros pects for eco nomic growth,

the yields on long-term pub lic debt de clined in the main ad vanced econ o mies dur ing the pe riod from

the start of the fi nan cial tur bu lence to mid-March 2008. The trend did not, how ever, con tinue dur ing the 

whole of the year (Chart 2.6). This sit u a tion seems to have been as so ci ated dur ing the spring with a

higher risk tol er ance and an in crease in the con cerns with in fla tion ary pres sures; and from Sep tem ber

on wards with de te ri o ra tion in the pros pects for pub lic fi nances fol low ing the sup port pro vided for fi nan -

cial sys tems and bear ing in mind the fact that there were dif fer ent levels of vul ner a bil ity. In deed, from

Sep tem ber, var i ous in di ca tors were point ing to a sub stan tial rise in sov er eign risk premia for cer tain
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Chart 2.5
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ad vanced econ o mies. This im pacted on dif fer ent econ o mies in di verse ways but it also af fected those

with higher rat ings (Chart 2.7). In the euro area econ o mies, this rise in risk premia seems to have led to 

an in crease in the spreads of the sov er eign yields be tween Ger man and the other econ o mies (Chart

2.8). From the start of the pres ent year, but more mark edly since the sum mer, greater  risk aver sion

and the search for more liq uid as sets have led to greater pub lic debt dif fer en tials be tween some coun -

tries than at any time since the sin gle cur rency was in tro duced. At the end of Oc to ber, the in ter est rates 

on 10-year pub lic debt were higher than re corded at the end of 2007, up 84 b.p. for Greece, 56 b.p. for

It aly, 38 b.p. for Ireland, 24 b.p. for Portugal and 20 b.p. for Spain, while rates for Germany declined by

40 b.p. (Chart 2.9). 
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Chart 2.7
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Chart 2.8
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Chart 2.9
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The cap i tal mar kets of emerg ing econ o mies were rel a tively un scathed un til the early part of the cur rent 

year but from May, and es pe cially in Sep tem ber/Oc to ber, they wit nessed sig nif i cant falls. This was

prob a bly con nected to a pes si mis tic view of their growth pros pects as ac tiv ity weak ened in the ad -

vanced econ o mies and, above all from Sep tem ber, to grow ing con cerns about the di rect im pact of the

fi nan cial cri sis. More re cently there have been fears about the ca pac ity of some of these econ o mies to

fi nan ce their ex ter nal debt or sup port their fi nan cial sys tems. Ma jor cap i tal out flows have oc curred,

knock ing on in some cases to con sid er able cur rency de pre ci a tion. In these cir cum stances, var i ous

econ o mies with high cur rent ac count def i cits had to ask the IMF for fi nan cial as sis tance in Oc to ber.

Among these were Hun gary and a num ber of coun tries from the Com mon wealth of In de pend ent

States. The stock mar kets in the emerg ing econ o mies had seen slight rises at the end of 2007, but by

the end of Oc to ber of this year they had seen de clines on a par with the ad vanced econ o mies. In ad di -

tion, gov ern ment bond spreads vis-à-vis US Trea sury bonds spreads were higher than at any point

since 2002, though less than in previous crises (Chart 2.10). 

The cur ren cies of the main ad vanced econ o mies were also af fected by the fi nan cial cri sis and by the

gen eral per cep tion of its im pact on eco nomic ac tiv ity. Un til mid-April of this year, the nom i nal ef fec tive

ex change rate of the euro con tinued to ap pre ci ate, fol low ing the trend of re cent years. How ever, the

euro de pre ci ated af ter wards, and mark edly so from mid-July (Chart 2.11). This was mainly the re sult of 

be hav iour of the US dol lar, which fell against other ma jor cur ren cies un til mid-July, and then re versed

in the fol low ing months. What seems to have con trib uted to this trend re ver sal was the gen eral feel ing

that growth in the other ad vanced coun tries be sides the United States was go ing to be very badly af -

fected. Most re cently, an other fac tor could have also con trib uted to the de pre ci a tion of the euro against 

the US dol lar: the fact that the euro area is more ex posed to emerg ing mar kets, ei ther through in ter na -

tional trade or through bank ing sys tem ex po sure. To wards the end of Oc to ber, com pared with the

levels at the end of 2007, the ef fec tive ex change rate of the euro had de pre ci ated by 6.1 per cent while

that of the US dol lar had de pre ci ated by 9.9. Year on year, how ever, from the Jan u ary-Oc to ber 2008

pe riod, the euro was up 5.2 per cent and the US dol lar down 5.2 per cent. Dur ing the same pe riod, the

pound ster ling de pre ci ated around 10 per cent in ef fec tive terms, with growth pros pects wors en ing

con sid er ably over the year. The nom i nal ef fec tive ex change rate of the yen appreciated around 8 per

cent, reflecting the paring down of carry trades as risk aversion took hold. 
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Chart 2.10
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One of the most pro nounced fea tures of the cur rent fi nan cial cri sis has been the seiz ing up of the in ter -

bank money mar ket. With grow ing counterparty risk, the banks have been fac ing tighter li quid ity con di -

tions since the start of the tur moil. One as pect of this sit u a tion in the money mar kets of ad vanced

econ o mies was the fact that in ter est rates on uncollateralised op er a tions came to in clude sub stan tial

counterparty credit risk and li quid ity risk premia. This led to these rates be ing con sid er ably higher than

those for collateralised op er a tions (Chart 2.12). This sit u a tion per sisted through the year, in spite of the 

count less cen tral bank mea sures de signed to fa cil i tate li quid ity pro vi sion (see “Box 2 Authorities

responses in the context of the financial crisis: liquidity management measures and intervention in

financial systems”). Pres sures in creased in these mar kets, es pe cially be tween mid-Sep tem ber and

Oc to ber, though there was some eas ing from the third week of Oc to ber, when the Eu ro pean au thor i ties 

an nounced a con certed pack age to bring con fi dence back into the bank ing sys tem. Con di tions in the

in ter bank money mar ket re main, how ever, rather taut, and mar ket ex pec ta tions are that the down ward

notch ing of risk premia is likely to be grad ual and mod est in the next few months. In the euro area at the 

end of Oc to ber, the spread be tween in ter est rates on uncollateralised op er a tions in eu ros and over -

night in ter est rate swaps (OIS) stood at around 180 b.p., for three months ma tu rity. This spread, which

is an in di ca tor of the credit and li quid ity premia im plicit in the Euribor rates, at tained a pre vi ous max i -

mum of around 90 b.p. at the end of De cem ber 2007 and stayed at around 5 b.p. be fore the on set of fi -

nan cial mar ket tur moil (Chart 2.13). Euribor rates for three, six and twelve months stood at around 4.8

per cent at the end of Oc to ber. This rep re sents rises of around 50, 40 and 30 b.p. re spec tively when

compared with the period before the turmoil at that time when the official interest rate in the euro area

was 25 b.p. higher.

Fi nanc ing con di tions for the non-fi nan cial sec tor have been hit on three fronts - the tur bu lence in the

stock and pri vate debt mar kets, the tighter fi nanc ing con di tions faced by the bank ing sec tor and the

pros pects for more slug gish eco nomic ac tiv ity. For non-fi nan cial cor po ra tions, there was a con sid er -

able rise in bond yields, in tan dem with the rise in risk premia in the stock mar kets.2 In terms of loans,

sur vey data re vealed banks have been sig nif i cantly tight en ing the credit stan dards ap plied to the ap -
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Chart 2.12
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Chart 2.13
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proval of loans since mid-2007 (Chart 2.14). In the euro area, in ter est rates on loans have been ris ing

since the end of 2005, when the ECB ini ti ated a tight en ing cy cle. The dif fer en tial be tween these rates

and the mar ket in ter est rates rose up to Au gust for lon ger ma tu ri ties but not for shorter ma tu ri ties. As

the unmitigating de te ri o ra tion in fi nanc ing costs for banks per sists, along with pres sures on them to ad -

just their bal ance sheets, it is pos si ble that they will trans fe r more com pletely the rise in their financing

costs to the non-financial private sector. 

De mand for credit in the non-fi nan cial sec tor has weak ened with tighter fi nanc ing con di tions, the pros -

pects for slow down in eco nomic ac tiv ity and, in some coun tries, the down wards cor rec tion in the hous -

ing mar ket. Mort gage credit has been slow ing in the main ad vanced econ o mies over re cent years

(Chart 2.15). In the euro area, the year-on-year growth for loans to house holds has been slip ping since 

the sec ond half of 2006, reach ing in Sep tem ber 2008 4.0 per cent for lend ing for house pur chase3 and

4.3 per cent for con sumer credit (com pared with the 12.1 and 8.7 per cent max i mums seen in 2006).

Loans to non-fi nan cial cor po ra tions in the main econ o mies have con tinued to grow strongly, though

there are now signs of a slow down (Chart 2.16). In the euro area, the year-on-year rate of growth for

loans to non-fi nan cial cor po ra tions reached a high of 15.0 per cent in March of this year, re tract ing to

12.1 per cent in Sep tem ber. There are also signs of a slow down in the is sue of shares and debt se cu ri -

ties by non-fi nan cial cor po ra tions in the euro area (Chart 2.17). Ac cord ing to the re sults of the euro

area bank lend ing sur vey, the dif fi cul ties in the is su ance of debt se cu ri ties has led to in creas ing de -

mand for loans from non-financial corporations since the second half of 2007. 

Against this back ground the global econ omy, which saw strong growth be tween 2004 and 2007, is now 

in a pro cess of a marked slow down as the var i ous eco nomic and fi nan cial shocks are prop a gated geo -

graph i cally and sectorially. Es ti mates for 2009 GDP growth have been re vised sub stan tially down -

wards. There is still a high level of un cer tainty as to the ex tent of the on-going slowdown. 
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Chart 2.14
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This slow down in global eco nomic ac tiv ity started in the fourth quar ter of 2007 and has showed no

signs of abat ing in the first half of this year. Slow ing GDP growth was par tic u larly marked in the sec ond

quar ter, when the year-on-year rate of change stood at 3.9 per cent (0.7 p.p. down on the fourth quar ter 

of 2007). One of the fac tors un der ly ing this move would seem to have been the neg a tive ef fect on dis -

pos able in come stem ming from the sig nif i cant in crease in the price of com mod i ties. In ad di tion, de -

mand must have been af fected by the in crease in un cer tainty and the wors en ing pros pects for growth

as so ci ated in ter-alia with the re lent less tur moil in the fi nan cial mar kets. All these things to gether un der -
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Chart 2.17
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mined con fi dence and seem to have led to in vest ment de ci sions by eco nomic agents be ing put off. Ac -

cord ing to the IMF, the sec ond half of 2008 and the first half of 2009 are likely to see ad vanced

econ o mies close to or mov ing into re ces sion. Emerg ing mar kets, mean while, are likely to see a slow -

down to be low their trend growth. The in di ca tors avail able for the sec ond half of 2008 do in deed sug -

gest that the pace of ac tiv ity is slack en ing even more. In par tic u lar, house hold and busi ness

con fi dence levels in  in the main ad vanced econ o mies are close to the min i mums last seen in 2001-02.

In some cases they are even lower (Chart 2.18). Ac cess to credit is likely to be cur tailed and fi nanc ing

for the pri vate sec tor ham pered as up side risk continues to be reassessed and the deleveraging

process in financial institutions continues. 

The IMF fore casts for the whole of 2008 are based on in for ma tion avail able up to the start of Oc to ber.

These point to a slow down in global GDP from 5.0 per cent in 2007 to 3.9 per cent in 2008 and 3.0 per

cent in 2009 (in terms of year-on-year change for the fourth quar ter, this co mes in at 4.8, 2.8 and 3.2 for 

the three years in ques tion.) (Ta ble 2.2).4 GDP growth in ad vanced econ o mies is likely to fall from 2.6

per cent to 1.5 per cent in 2008 (and to 0.5 per cent in 2009) as mo men tum slack ens in many coun tries. 

The IMF sees emerg ing and de vel op ing coun tries with rates of GDP growth down from 8.0 to 6.9 per

cent in 2008 (and then 6.1 per cent in 2009). This slow down is likely to be across the board, with the ex -

cep tion of the Mid dle East, where growth will prob a bly be spurred by do mes tic de mand. The low est

growth rates are likely to be seen in Latin Amer ica and Cen tral and East ern Eu ro pe. In these re gions,

the com mer cial ties with the United States and the Eu ro pean Un ion are stron ger than in other emerg -

ing and de vel op ing re gions and there are some coun tries with big cur rent ac count def i cits fi nanced by

cap i tal in flows from banks or by port fo lio in vest ment. The pace of growth con tin ues to be great est in

de vel op ing Asian coun tries, and, to a lesser extent, in the Commonwealth of Independent States. 

In the United States, year-on-year GDP growth for the first three quar ters of this year stood at 1.8 per

cent, com pared with 2.0 per cent in 2007. Un der ly ing this growth was a spurt in the sec ond quar ter,
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Chart 2.18

CONSUMER CONFIDENCE INDICATORS
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PMI FOR THE MANUFACTURING SECTOR
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(4) In early November, the IMF published an update of these forecasts, revising down the figures for growth in the main economies, particularly significant in
2009. In light of this update, world GDP is likely to grow by 3.7 per cent in 2008 and 2.2 per cent in 2009. For advanced economies, the IMF forecast is for
GDP to grow by 1.4 per cent in 2008 and to decline 0.3 per cent in 2009. In the emerging and developing economies, the forecasts are for growth rates of 6.6
per cent and 5.1 per cent in 2008 and 2009 respectively. 



com ing in the wake of a stim u lus pack age ap proved in Feb ru ary.5 With this ex cep tion, eco nomic ac tiv -

ity in the United Sates has been weak en ing sig nif i cantly since the end of 2007, with the third quar ter of

2008 com ing in 0.1 per cent down on the pre vi ous three-month pe riod. GDP growth from the start of

the year has been on the back of in creased net ex ports, with ex ports re main ing strong and im ports

weak en ing against a back drop of ef fec tive de pre ci a tion of the US dol lar un til the start of sum mer. The

con tri bu tion of do mes tic de mand to quar ter-on-quar ter GDP growth was null dur ing the first two quar -

ters and was down to -0.4 p.p. in the third quar ter. In this quar ter, pri vate con sump tion con tracted for

the first time since the start of the 90s and GFCF ob served an other fall, fun da men tally as the re sult of

res i den tial in vest ment. Eco nomic ac tiv ity in the com ing quar ters is likely to feel the neg a tive ef fects of

the cor rec tion in the hous ing mar ket, a weaker la bour mar ket and tighter fi nanc ing con di tions for the
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Table 2.2

DEVELOPMENTS IN WORLD ECONOMY

Rates of change, per cent

2006 2007 2008

GDP

World economy 5.1 5.0 3.9

Advanced economies 3.0 2.6 1.5

US 2.8 2.0 1.6

Japan 2.4 2.1 0.7

Euro area 2.8 2.6 1.3

Germany 3.0 2.5 1.8

France 2.2 2.2 0.8

Italy 1.8 1.5 -0.1

Spain 3.9 3.7 1.4

Portugal 1.4 1.9 0.6

United Kingdom 2.8 3.0 1.0

Newly industrialised Asian economies (a) 5.6 5.6 4.0

Emerging market and developing economies 7.9 8.0 6.9

Central and Eastern Europe 6.7 5.7 4.5

Commonwealth of Independent States 8.2 8.6 7.2

Russia 7.4 8.1 7.0

Developing Asian countries 9.9 10.0 8.4

China 11.6 11.9 9.7

India 9.8 9.3 7.9

Middle East 5.7 5.9 6.4

Latin America 5.5 5.6 4.6

Africa 6.1 6.3 5.9

Angola 18.6 21.1 16.0

World trade volume of goods and services 9.3 7.2 4.9

International commodity prices

Oil (brent) (b)

USD 20.1 9.5 57.5

EUR 19.0 0.4 41.6

Non-energy commodities (c)

USD 26.3 19.1 19.8

EUR 24.8 9.2 7.6

Consumer prices

Advanced economies 2.4 2.2 3.6

Emerging market and developing economies 5.4 6.4 9.4

Sources: HWWI-Ham burg In sti tute of In ter na tional Eco nom ics, IMF, Thomson Reuters and Banco de Por tu gal.
Notes: (a) Hong-Kong, Ko rea, Sin ga pore and Tai wan. (b) Year-on-year rate of change, fig ures un til 31 Oc to ber 2008. (c) Year-on-year rate of change, fig ures un til Oc to ber 2008.

(5) This package had a temporary nature, and consisted mainly of tax cuts for families and enterprises in an amount of approximately 1 per cent of GDP.



pri vate sec tor.6 The IMF is pre dict ing a drop in GDP growth from 2.0 per cent in 2007 to 1.6 per cent in

2008 (and then 0.1 per cent in 2009). This co mes on the back of weaker domestic demand, partially

offset by an acceleration in net exports.

In the first half of this year, GDP in the euro area con tinued to slow down. The trend had set in dur ing

2007 and re flected weaker do mes tic de mand, above all in pri vate con sump tion and GFCF. The con tri -

bu tion of net ex ter nal de mand to GDP growth in the first half of this year was null, since the de celer -

ation in im ports went hand in hand with a slow down in ex ports. The pat tern of GDP was very dif fer ent in 

the first two quar ters. Eco nomic ac tiv ity was spurred in the first quar ter by un ex pect edly fa vour able

weather con di tions in Ger many, giv ing a boost to in vest ment in build ing. By con trast, GDP in the sec -

ond quar ter fell quar ter-on-quar ter on the back of a con sid er able weak en ing of do mes tic de mand. This 

seems to have been in part a cor rec tion from the growth in the pre vi ous quar ter but it was mainly a re -

sult of the ef fect on dis pos able in come of the rise in prices for en ergy and food goods, in tan dem with

the de crease in house holds’ con fi dence com ing with the un re mit ting tur moil in the fi nan cial mar kets

and in some coun tries, the cool ing off of the hous ing mar ket. Pros pects for the sec ond half of the year

are for con tin u ing de te ri o ra tion. In par tic u lar, the neg a tive im pact on do mes tic de mand from the tight -

en ing of pri vate sec tor fi nan cial con di tions is likely to be come more im por tant. Ex ports are also likely to 

be neg a tively af fected by the slow down in the world econ omy. The IMF sees GDP in the euro area

slowing from 2.6 to 1.3 per cent in 2008 (and then 0.2 per cent in 2009). 

In ad di tion, the IMF ex pects an eco nomic slow down through out the econ o mies in the euro area, with

the land ing par tic u larly hard in Ire land and in Spain (though here to a lesser de gree) (Chart 2.19). The

non-eu ro area EU coun tries are also likely to see a slow down in 2008 as a whole, with the ex cep tion of

Ro ma nia, Hun gary and Bul garia. Most of the new mem ber states are likely to see growth rates com ing

in con sid er ably higher than the EU av er age. In the Bal tic States, by con trast, there will prob a bly be a

marked slow down, with GDP de clin ing in Lat via and Es to nia. In these coun tries there has been a big

in crease in in debt ed ness, cur rent ac count def i cits are high and fi nan cial in sti tu tions are very de pend -

ent on cap i tal in flows from abroad. Among the other coun tries in the EU, one of the sa lien t fea tures is

the fore cast for GDP slow down in the United King dom, from 3.0 to 1.0 per cent over the cur rent year

(and then -0.1 per cent in 2009). The United King dom econ omy has in fact been stut ter ing since the

last quar ter of 2007 (the quar ter-on-quar ter growth of GDP moved from 0.8 per cent in the three first

quar ters of 2007 to -0.5 per cent in the third quar ter of this year). Underlying this is the behaviour of

private consumption and GFCF.

Dur ing the pres ent year, there fore, Por tu gal’s main trad ing part ners are likely to see a marked slow -

down. The con tri bu tion of do mes tic de mand to GDP is likely to be less than 1 p.p. in the four big gest

econ o mies in the euro area, the United States and the United King dom, with Spain, the United King -

dom and France feel ing the more pro nounced de celer ation (Chart 2.20). In all these econ o mies pri -

vate con sump tion is likely to weaken, and ac cord ing to the IMF is ex pected to de crease from the

pre vi ous year in Ger many and to a lesser ex tent in It aly. There will prob a bly also be a de celer ation in

GFCF across the board with the IMF fore cast ing for 2008 a fall in this com po nent in the United States,

the United King dom and in Spain, which prob a bly re flects the neg a tive evo lu tion of in vest ment in hous -

ing. The con tri bu tion of net ex ter nal de mand to growth is likely to in crease in the United States and the

United King dom, Spain and France while mark ing time in Ger many and It aly (Chart 2.21). Im ports of

goods and ser vices are likely to bring the year in with very weak figures, in line with developments in

global demand. 
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(6) The impact of the considerable increase in interest rates by the Federal Reserve since September 2007 on the financing costs of the private sector was
mitigated by the increase in risk premia incorporated in bank interest charges.



As im ports in Por tu gal’s main trad ing part ners slide, there is likely to be a slow down in ex ter nal de mand 

for Por tu guese goods and ser vices, with the 2007 growth of 5.9 per cent com ing down to 2.6 per cent in 

2008.7 Ex ports of goods and ser vices in the Por tu guese econ omy will prob a bly de celer ate con sid er -

ably over the year, ceas ing to grow, as they had in the two pre vi ous years, at a faster pace than euro

area ex ports. In this sit u a tion the neg a tive growth dif fer en tial be tween Por tu guese ex ports and ex ports

from Cen tral and East ern Eu ro pe and De vel op ing Asia is likely to increase  (Chart 2.22). 
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Chart 2.19

GROSS DOMESTIC PRODUCT IN EUROPEAN

UNION COUNTRIES IN 2008

Real rate of change
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Chart 2.20
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Chart 2.21

NET EXPORTS
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Chart 2.22

EXPORTS OF GOODS AND SERVICES
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(7) These figures, however, do not explicitly include Angolan exports, due to a lack of statistical information. According to the IMF, Angola’s GDP is likely to slow
in 2008, though it will likely still observe a high growth rate (16.0 per cent in 2008 as against 21.1 per cent in 2007).



Ac cord ing to the IMF, world global trade vol ume of goods and ser vices will prob a bly de celer ate from

7.2 per cent to 4.9 per cent in 2008 (and then to 4.1 per cent in 2009). This will con tinue the down ward

trend that has set in since the end of 2006.8 The de celer ation in world trade in goods ini tially re flected

the slow ing of im ports in ad vanced econ o mies but since the end of 2007 there has been a wide spread

move in the same di rec tion in a num ber of other re gions. Im ports from de vel op ing coun tries were still

dy namic un til Au gust of this year, in con trast to im ports from ad vanced econ o mies. There is likely now,

how ever, to be a neg a tive im pact on do mes tic de mand in the emerg ing and de vel op ing econ o mies,

with lower growth in im ports, as the fi nan cial situation has taken another turn for the worse.

The rise in com mod ity prices this year has con trib uted to the up side pres sure on in fla tion across the

globe. Ac cord ing to the IMF, the in fla tion rate looks set to rise by 1.4 p.p. to 3.6 per cent in the ad -

vanced econ o mies and by 3.0 p.p. to 9.4 per cent in the emerg ing and de vel op ing econ o mies (Ta ble

2.2). In the main ad vanced econ o mies, in fla tion reached the high est levels since the early 1990s

(Chart 2.23). If the price of en ergy and food is ex cluded, the rise in con sumer prices has re mained

muted, al though some in crease has been felt since the spring. In the euro area, in fla tion rose from 1.7

per cent in Au gust 2007 to 4.0 per cent in June 2008, re flect ing in creases in the con tri bu tions of en -

ergy-re lated goods and food in the or der of 1.8 p.p. and 0.6 p.p. re spec tively The euro area in fla tion

rate fell to 3.6 per cent in Sep tem ber of this year, mainly as a re sult of the move in en ergy prices.

There fore, ex clud ing en ergy and food, the in fla tion rate in the euro area has re mained rel a tively sta ble, 

track ing be tween 1.7 and 2.0 per cent over the year. In Por tu gal, the in fla tion rate has moved par al lel to 

the euro area, though the in crease has been more mod er ate (see Sec tion 6 Prices). 

From mid-July, com mod ity prices be gan to re trench steeply. In Oc to ber, the av er age price of Brent was 

17.3 per cent be low the De cem ber 2007 price, and food com mod ity prices were down 11.8 per cent for

the same pe riod.9 This evo lu tion can prob a bly be ex plained by the com bi na tion of less mo men tum in

eco nomic ac tiv ity glob ally and the pros pect of worse to come, en gen dered by the wors en ing sit u a tion
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Chart 2.23

(8) According to the updated forecasts published by the IMF in early November, the volume of world trade in goods and services will increase by 4.6 per cent in
2008 and 2.1 per cent in 2009. 

(9) At the end of October, the price per barrel for Brent was around 64 dollars, compared with a maximum of 146 dollars in July of this year.



in the fi nan cial sys tem. As a last point, the move in com mod ity prices, es pe cially oil, could also have

been in flu enced by the be hav iour of the US dol lar, which de pre ci ated in ef fec tive terms un til mid-July

and ap pre ci ated there af ter.10

The rise in con sumer prices will, hope fully, con tinue on a mod er ate path in the ad vanced econ o mies,

bear ing in mind the fall in com mod ity prices and the slow down in eco nomic ac tiv ity. In fla tion is likely,

how ever, to stay tem po rarily above levels com pat i ble with price sta bil ity. In ad di tion, the growth rate of

the unit cost of la bour in creased in the euro area, un like the United States and the United King dom, as

wages have ac cel er ated con sid er ably since the fourth quar ter of 2007 and la bour pro duc tiv ity has

mod er ated. In gen eral terms, the risk of sec ond or der ef fects on prices aris ing in the main ad vanced

econ o mies is likely to be held in check by the neg a tive im pact on eco nomic ac tiv ity and em ploy ment

stem ming from the re cent deep en ing of the cri sis in the fi nan cial sys tem and against a back drop where 

long-term in fla tion ary ex pec ta tions are rel a tively well an chored at levels com pat i ble with price sta bil ity

(Chart 2.24). The sharper rise in in fla tion in emerg ing and de vel op ing econ o mies seems to have been

caused by a com bi na tion of three fac tors: the higher pro por tion of food in to tal con sump tion (ac cord ing

to the IMF, around 30-45 per cent, as against 10-15 per cent in the ad vanced econ o mies); con tin u ing

ro bust ac tiv ity growth; and the ex is tence of less well an chored in fla tion ex pec ta tions. In these econ o -

mies, there would seem to be greater sec ond or der risks than in ad vanced econ o mies, al though these

have fallen back re cently with less fa vour able pros pects for eco nomic ac tiv ity and the fall in com mod ity 

prices. The IMF is pre dict ing for both groups a fall in the in fla tion rate in 2009 (to 2.0 per cent in ad -

vanced econ o mies and to 7.8 per cent in emerg ing and de vel op ing econ o mies).11

Since the out break of the fi nan cial mar ket woes to the start of this past sum mer, mon e tary pol icy has

been very con di tioned by the per ceived up side risks for price sta bil ity and at the same time the down -

size risks on eco nomic growth. Cen tral banks came up with dif fer ent re sponses, in large part as a re -

sult of the dif fer ent ways that eco nomic ac tiv ity was mov ing in late 2007 and early 2008, though this

pic ture also re flected the dif fer ent man dates of the central banks involved. 

Be tween Jan u ary and April, the United States Fed eral Re serve con tinued with its cy cle of ag gres sive

in ter est rate cuts that had started in Sep tem ber 2007. Dur ing this pe riod, the tar get for the fed eral

funds rate was cut by 2.25 p.p. to stand at 2.0 per cent (Chart 2.25). These de ci sions were jus ti fied by

ref er ence to the weak en ing eco nomic out look against a back drop of con sid er able stress in the fi nan -

cial mar kets, the tight en ing of credit con di tions for the pri vate sec tor, the deep en ing of the hous ing

mar ket con trac tion and the soft en ing of la bour mar kets. The Bank of Eng land cut the of fi cial in ter est

rate by 25 b.p. in Feb ru ary and again in April, bring ing it to 5.0 per cent (a cut of 75 b.p. from De cem ber

2007). The Mon e tary Pol icy Com mit tee con sid ered that given the mod er a tion in growth and the pros -

pects of its fur ther slow ing, there pre dom i nated a risk that the in fla tion rate would be in the me -

dium-term be low its tar get level. The ECB, which had been rack ing up the in ter est rate since

De cem ber 2005, kept the rates on hold un til July 2008, when it in creased the key in ter est rates by 25

b.p. to 4.25 per cent. This de ci sion was taken to pre vent broadly based sec ond-round ef fects and to

counteract the increasing upside risks to price stability over the medium term.

Then, in Sep tem ber, the in ten si fi ca tion of the fi nan cial mar ket tur moil led to down ward re vi sion on the

pros pects for global econ omy ac tiv ity, at the same time that in fla tion ary pres sures eased as com mod -

ity prices soft ened. In these cir cum stances, and given the in ter de pen dence of econ o mies and fi nan cial 

sys tems, on 8 Oc to ber, in a con certed ac tion the ECB, the Fed eral Re serve, the Bank of Eng land and

the cen tral Bank of Can ada, the Swiss Na tional Bank and the Sveriges Riskbank an nounced a 50 p.b.
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(10) For an explanation of the ways in which moves in the US dollar can affect the international prices of commodities, see “Box 1.4 Dollar Depreciation and
Commodity Prices” in the for April 2008 World Economic Outlook of the IMF.

(11) The updated forecast published by the IMF in early November estimates that the inflation rate in advanced economies will drop from 3.6 per cent in 2008 to
1.4 per cent in 2009 and in the emerging and developing economies from 9.2 per cent to 7.1 per cent in the same period.



re duc tion in pol icy in ter est rates. These mea sures were taken in a sit u a tion where in fla tion ary pres -

sures have started to mod er ate in a num ber of coun tries. This re flected a marked de cline in en ergy

and other com mod ity prices, re duc tion in in fla tion ex pec ta tions and an in crease in the down side risks

to growth as a re sult of the in ten si fi ca tion of the fi nan cial cri sis. This in turn brought down the up side

risks on price sta bil ity. On 29 Oc to ber, the Fed eral Re serve cut the tar get for the fed eral funds rate

again, by 50 b.p. to 1.0 per cent. On 6 No vem ber, the ECB Gov ern ing Coun cil cut its key in ter est rate

by 50 b.p. (down to 3.25 per cent) and on the same day, the Mon e tary Pol icy Com mit tee of the Bank of

Eng land brought its rate down by 150 b.p. (to 3.0 per cent). On 31 Oc to ber, the Bank of Japan cut its

reference rate by 20 b.p. to 0.3 per cent, the first reduction in seven years.

For the world’s econ omy, the me dium term is shrouded in un cer tainty. The doubts are greater than

usual, given the com bi na tion of con sid er able real and fi nan cial shocks. Fu ture de vel op ments on the fi -

nan cial front are un pre dict able, and de pend to a large ex tent on the size of the losses that have yet to

be as sumed by the fi nan cial sys tem. The mea sures taken by the au thor i ties seem to have averted the

col lapse of the North Amer i can and Eu ro pean fi nan cial sys tem, but con fi dence in the cap i tal mar kets

has ebbed to a very low point and it could take some time be fore the premia at tached to counterparty

risk fall to any sig nif i cant ex tent. In re cent weeks there have been strong pres sures in the mar kets of

emerg ing econ o mies and this could put in jeop ardy a sce nario where rel a tively strong growth is main -

tained in these econ o mies. This could lead an even steeper fall in the growth pros pects for the ad -

vanced econ o mies. In ad di tion, there is still great un cer tainty as to how the measures taken by the

authorities will impact on public finances.

What ever hap pens, the real im pli ca tions of this cri sis will play a sub stan tial part in the im pact on eco -

nomic growth. This will of ne ces sity mean a long ad just ment pro cess. Ac cord ing to the anal y sis un der -

taken by the IMF, re ces sions which come in the wake of fi nan cial ten sion, and par tic u larly those that

orig i nate in the bank ing sec tor, are typ i fied by deep and long-last ing effects on economic activity.
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Chart 2.24
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Chart 2.25
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3. MACROECONOMIC POLICIES

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

Portuguese economy

Monetary pol icy of the ECB

Sim i larly to the sec ond half of 2007, dur ing the first half of 2008 the ECB kept the min i mum bid rate on

the main re fi nanc ing op er a tions at 4.0 per cent (Ta ble 3.1.1). In the first part of the year pros pects re -

mained as to the in fla tion rate stand ing sig nif i cantly above 2.0 per cent in the sub se quent months, only

grad u ally mod er at ing in the course of 2008. In this pe riod the Gov ern ing Coun cil main tained its as -

sess ment of up side risks to price sta bil ity over the me dium term as so ci ated with pos si ble broad-based

sec ond-round ef fects in wage and price-set ting, against a back ground of ca pac ity con straints and pos -

i tive la bour mar ket de vel op ments. These risks were con firmed by con tin u ing strong growth in money

and credit ag gre gates. In par al lel, the Gov ern ing Coun cil kept its as sess ment of down side risks to ac -

tiv ity growth be ing mostly de ter mined by the pos si bil ity of a more negative than expected impact of

financial market turmoil on activity. 

In June the Gov ern ing Coun cil con sid ered that the up side risks to price sta bil ity over the me dium term

had in creased. In fact, pros pects pointed to the main te nance of the in fla tion rate at a high level over a

more pro tracted pe riod than pre vi ously an tic i pated, mostly due to the sharp rise in in ter na tional en ergy

and food prices, and given the ab sence of sig nif i cant con straints on bank loan sup ply up to that mo -

ment. Un der these cir cum stances, in July the ECB in creased the key ECB in ter est rates by 25 b.p. The 

min i mum bid rate on the main re fi nanc ing op er a tions thus stood at 4.25 per cent, and in ter est rates ap -
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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

3 Jul. 2008 3.25 4.25 5.25

8 Oct. 2008 3.25 3.75 4.25

6 Nov. 2008 2.75 3.25 3.75

Source: ECB.



pli ca ble to the mar ginal lend ing fa cil ity and the de posit fa cil ity stood at 5.25 and 3.25 per cent re spec -

tively. This de ci sion was ac counted for by the need to pre vent broadly based sec ond-round ef fects and 

to coun ter act the in creas ing up side risks to price sta bil ity over the me dium term. The Gov ern ing Coun -

cil con sid ered that fol low ing this de ci sion the mon e tary pol icy stance would con trib ute to achiev ing the

ECB’s ob jec tive. This as sess ment was kept in the sub se quent months, and hence in ter est rates re -

mained un changed un til Sep tem ber. In this pe riod, data re leased showed sharp rises in unit la bour

costs. In turn, the monetary aggregate M3 and credit showed some signs of moderation, although still

growing at a high pace.

At its meet ing on 2 Oc to ber, amid in ten si fied fi nan cial mar ket tur moil, the Gov ern ing Coun cil dis cussed 

this sit u a tion ex ten sively and its pos si ble im pact on eco nomic ac tiv ity and in fla tion, re cog nis ing the ex -

traor di nary high level of un cer tainty stem ming from these de vel op ments. Ac cord ing to the ECB’s Gov -

ern ing Coun cil, the eco nomic out look was sub ject to in creased down side risks, mainly stem ming from

a sce nario of on go ing fi nan cial mar ket ten sions af fect ing the real econ omy more ad versely than fore -

seen. It con sid ered that, with the weak en ing of de mand, up side risks to price sta bil ity had some what

di min ished, but did not dis ap pear. Given the wors en ing of the fi nan cial cri sis in the fol low ing days, on 8

Oc to ber the ECB, in joint ac tion with other cen tral banks, re duced key in ter est rates by 50 b.p. (to 3.75

per cent in the case of the min i mum bid rate on the main re fi nanc ing op er a tions). On the same day the

ECB an nounced a re duc tion in the stand ing fa cil i ties cor ri dor from 200 b.p. to 100 b.p. around the in ter -

est rate on the main re fi nanc ing op er a tions. The rates of the mar ginal lend ing fa cil ity and of the de posit

fa cil ity stood there fore at 4.25 per cent and 3.25 per cent re spec tively. This mea sure will re main in

place for as long as needed and at least un til 20 Jan u ary 2009. At its meet ing on 6 No vem ber, the Gov -

ern ing Coun cil de cided to fur ther re duce key ECB in ter est rates by 50 b.p., i.e. to 3.25 per cent the min -

i mum bid rate on the main re fi nanc ing op er a tions and to 3.75 and 2.75 per cent the in ter est rates on

the mar ginal lend ing fa cil ity and the de posit fa cil ity re spec tively. This de ci sion was ac counted for by a

fur ther im prove ment in the out look for price sta bil ity. The Gov ern ing Coun cil con sid ers that in fla tion

rates are ex pected to con tinue to de cline in the com ing months, reach ing a level in line with price sta bil -

ity dur ing the course of 2009. The in ten si fi ca tion and broad en ing of the fi nan cial mar ket tur moil is likely

to dampen global and euro area de mand for a rather pro tracted pe riod of time. In such an en vi ron ment, 

tak ing into ac count the strong fall in com mod ity prices, cost and wage pres sures in the euro area

should also mod er ate. At the same time, the pace of mon e tary ex pan sion has re mained strong but has

con tinued to show further signs of deceleration. All in all, the Governing Council’s current analysis

indicates a further alleviation of upside risks to price stability, even though they have not disappeared

completely.

Monetary and fi nan cial con di tions of the Por tu guese econ omy

Fol low ing the sit u a tion ob served since the sum mer of the pre vi ous year, 2008 con tinued to be marked

by strong tur moil in in ter na tional fi nan cial mar kets. Given the high level of eco nomic and fi nan cial in te -

gra tion of the Por tu guese econ omy, this trans lated into par tic u larly ad verse mon e tary and fi nan cial

con di tions. In fact, con di tions in the in ter bank money mar ket, in pub lic and pri vate debt mar kets and in

stock mar kets have been un der go ing sig nif i cant and com pre hen sive changes. This de vel op ment has

con di tioned the fi nanc ing ca pac ity of Por tu guese banks in in ter na tional whole sale mar kets, with a ten -

dency to spill over to bor row ing con di tions for bank cus tom ers and to house hold and cor po rate spend -

ing de ci sions. Still, banks have been able to sustain high credit growth, partly by raising more funds

with customers.

Amid high un cer tainty in in ter na tional fi nan cial mar kets, a broadly based drop in con fi dence and in -

creased counterparty risk, banks have been re strain ing their sup ply of funds in the in ter bank money
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mar ket in or der to avoid li quid ity short ages. Hence, money mar ket in ter est rates have stood at high

levels in view of the de vel op ments ob served and the out look for de vel op ments in the ECB in ter est

rates (Chart 3.1.1). In par tic u lar, as of the mid-2007 the spread be tween money mar ket rates and of fi -

cial rates wid ened con sid er ably. In this con text, given that in Por tu gal short-term money mar ket in ter -

est rates are pre dom i nant ref er ences for bank in ter est rates, these de vel op ments al ready have a

cer tain no tice able im pact on the more sen si tive mac ro eco nomic vari ables, al though with a grad ual

pas s-through, as usual. Like wise, the ef fec tive ex change rate in dex for the Por tu guese econ omy has

been fol low ing a slight ap pre ci a tion trend, not with stand ing a cer tain de gree of vol a til ity. In the most re -

cent months, this in dex de clined, stand ing in September 2008 at a level similar to that of the end of the

previous year (Table 3.1.2).

Ac cord ing to the mon e tary con di tions in dex for the Por tu guese econ omy, in ter est rate de vel op ments

over the past few years seem to have had a re stric tive im pact on eco nomic ac tiv ity growth in 2007 and

2008, re flect ing both the up ward cy cle of in ter est rates, which had started in late 2005 and the in crease 

in risk premia in the more re cent pe riod.12 Al though to a lesser ex tent, the be hav iour of the ef fec tive ex -

change rate in dex seems to have played a sim i lar role. Also based on the mon e tary con di tions in dex,

in ter est rate de vel op ments and the ap pre ci a tion of the ef fec tive ex change rate in dex seem to have

con trib uted to a decline in inflation in the same period (Chart 3.1.2).

How ever, this in di ca tor does not take into ac count a set of vari ables that are equally rel e vant to the as -

sess ment of the Por tu guese econ omy’s mon e tary and fi nan cial con di tions, the anal y sis of which is

deemed to be par tic u larly im por tant in view of the pres ent in sta bil ity in fi nan cial mar kets. There fore,

ana lys ing de vel op ments in the bank ing sys tem’s fi nan cial po si tion, stock mar kets, debt spreads and

prices in the real estate market is of the essence.

The Por tu guese bank ing sys tem has been play ing a key role in the fi nanc ing of the Por tu guese econ -

omy, namely through the in ter me di a tion of funds raised in in ter na tional fi nan cial mar kets. This al lowed

for the main te nance of much higher credit growth than that of cus tomer re sources for a pro longed pe -

riod.13 How ever, more re cently, against a back ground of tur moil in in ter na tional fi nan cial mar kets, the
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Chart 3.1.1

KEY ECB INTEREST RATES, MONEY MARKET INTEREST RATES AND BANK LENDING RATES
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Sources: ECB and Banco de Por tu gal.
Note: Lat est ob ser va tion: Sep tem ber 2008 for rates on loans and de pos its, Oc to ber 2008 for other rates.

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)

Loans to non-fi nan cial cor po ra tions (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)

(12) For methodological information, see Esteves, Paulo Soares, “Monetary conditions index for Portugal”, Banco de Portugal, Economic Bulletin-June 2003.

(13) For more details, see “The Portuguese banking system in  2008” in this issue of the Economic Bulletin.
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Table 3.1.2

MONETARY AND FINANCIAL CONDITIONS OF THE PORTUGUESE ECONOMY

Annual

developments

Quarterly developments Monthly developments

2007 2008 2008

2005 2006 2007 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Jan Feb Mar Apr May Jun Jul Aug Sep Oct

Nominal interest rates - period averages (per cent)

3-month Euribor 2.2 3.1 4.3 3.8 4.1 4.5 4.7 4.5 4.9 5.0 4.5 4.4 4.6 4.8 4.9 4.9 5.0 5.0 5.0 5.1

12-month Euribor 2.3 3.4 4.4 4.1 4.4 4.7 4.7 4.5 5.1 5.4 4.5 4.3 4.6 4.8 5.0 5.4 5.4 5.3 5.4 5.2

10-year fixed-rate Treasury bond yields 3.4 3.9 4.4 4.2 4.5 4.6 4.4 4.3 4.7 4.8 4.3 4.3 4.4 4.5 4.6 5.0 5.0 4.7 4.7 4.6

Bank interest rates

On outstanding amounts of loans

Non-financial corporations 4.3 4.9 5.8 5.5 5.7 5.8 6.1 6.2 6.2 6.4 6.2 6.1 6.1 6.1 6.2 6.3 6.4 6.4 6.5

Households for house purchase 3.7 4.3 5.1 4.9 5.0 5.2 5.4 5.5 5.5 5.8 5.6 5.5 5.5 5.5 5.5 5.6 5.7 5.8 5.9

Consumer credit and other lending 7.7 8.0 8.6 8.3 8.6 8.6 8.8 8.8 8.9 9.1 8.8 8.8 8.9 8.9 8.9 9.0 9.1 9.1 9.2

On outstanding amounts of deposits with an agreed maturity

Non-financial private sector - up to 2 years (excluding demand deposits, at notice) 2.0 2.3 3.1 2.8 3.0 3.2 3.5 3.5 3.7 3.9 3.5 3.5 3.6 3.6 3.7 3.7 3.8 3.9 4.0

On new loans

Households for house purchase 3.4 4.0 4.8 4.5 4.6 4.9 5.2 5.1 5.4 5.7 5.3 5.1 5.0 5.3 5.4 5.6 5.6 5.7 5.8

Exchange rates - period averages

Nominal effective exchange rate index (a),(b) 100.8 100.9 101.8 101.3 101.7 101.8 102.4 102.9 103.5 103.2 102.8 102.7 103.3 103.6 103.5 103.5 103.6 103.1 102.8 102.0

Nominal effective exchange rate index - percentage change from the previous corresponding

period (a),(b) -0.2 0.2 0.8 0.2 0.4 0.1 0.6 0.5 0.6 -0.3 0.2 0.0 0.5 0.3 -0.1 0.0 0.1 -0.4 -0.3 -0.8

Stock market - percentage change from the previous corresponding period (end-of-period values)

PSI Geral index 17.2 33.3 18.3 5.2 17.8 -11.4 7.7 -18.8 -10.8 -11.4 -14.9 -1.2 -3.5 5.7 -1.5 -14.4 -5.8 2.5 -8.2 -20.9

Broad Dow Jones Euro Stock 23.0 20.3 4.9 3.4 6.3 -3.4 -1.2 -16.4 -7.3 -12.1 -13.1 -1.1 -2.7 5.5 -0.4 -11.8 -1.8 1.1 -11.5 -15.9

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

Confidencial Imobiliário index (c) 2.3 2.1 1.3 1.4 1.0 1.1 1.3 1.6 2.3 3.2 1.3 1.4 1.6 1.8 2.1 2.3 2.5 2.8 3.2

Assessment by banks (INE) 2.9 0.3 0.5 0.0 0.5 1.0 0.5 -0.2 -1.7 -3.0 n.d. n.d. -0.2 n.d. n.d. -1.7 n.d. n.d. -3.0

(to be continued)
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Table 3.1.2

MONETARY AND FINANCIAL CONDITIONS OF THE PORTUGUESE ECONOMY

Annual

developments

Quarterly developments Monthly developments

2007 2008 2008

2005 2006 2007 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Jan Feb Mar Apr May Jun Jul Aug Sep Oct

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

Loans granted by resident financial institutions (d)

Non-financial private sector 7.7 8.7 9.9 8.8 9.0 9.2 9.9 10.4 9.7 8.7 10.5 10.6 10.4 10.5 9.7 9.7 9.4 9.1 8.7

Households - Total 9.8 9.9 9.0 9.6 9.4 9.2 9.0 8.5 7.7 6.3 8.9 8.9 8.5 8.4 7.9 7.7 7.3 6.7 6.3

For house purchase 11.1 9.9 8.5 9.4 9.0 8.8 8.5 7.8 7.1 5.7 8.4 8.3 7.8 7.7 7.3 7.1 6.7 6.2 5.7

Consumer credit and other lending 4.5 10.1 11.3 10.9 11.3 10.9 11.3 11.3 10.6 8.7 11.1 11.4 11.3 11.4 10.5 10.6 9.7 9.0 8.7

Non-financial corporations 5.0 7.1 11.2 7.8 8.5 9.2 11.2 13.0 12.3 12.0 12.7 13.0 13.0 13.3 12.1 12.3 12.2 12.4 12.0

Deposits in resident monetary financial institutions - end-of-period year-on-year rate of change

Non-financial private sector 6.0 4.2 5.7 4.3 6.5 7.5 5.7 10.1 9.6 11.4 9.2 9.5 10.1 10.8 10.6 9.6 11.0 11.8 11.4

Memo:

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

Portugal 2.1 3.0 2.4 2.9 2.6 2.4 2.4 2.6 2.7 2.9 2.4 2.5 2.6 2.5 2.6 2.7 2.7 2.8 2.9

Euro area 2.2 2.2 2.1 2.1 1.9 1.9 2.1 2.5 2.9 3.4 2.3 2.4 2.5 2.6 2.8 2.9 3.1 3.3 3.4

Sources: Euronext Lisboa, Eurostat, Imométrica, INE, Thomson Reuters e Banco de Por tu gal.
Notes: (a) A pos i tive change cor re sponds to an ap pre ci a tion 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 Gouveia  A. C. and C. Coimbra, (2004) “New effective exchange rate index for the Portuguese Economy”, Banco de Por tu gal,
Eco nomic Bul le tin-De cem ber. (c) The Confidencial Imobiliário in dex 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 Oporto 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. It 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 Isabel Fonseca and Ricardo Guimarães, in the Oc to ber 2006 is sue of the News let ter Imo bi liá ria Portuguesa - Confidencial Imobiliário, en ti tled: “Índice Confidencial Imobiliário: procedimentos
metodológicos”. (d) The an nual growth rates are ob tained from the re la tion be tween the out stand ing amounts of bank loans, ad justed for se curi ti sa tion op er a tions, and the monthly trans ac tions,which are cal cu lated from the out stand ing amounts cor rected of reclassifications, write-offs/write-downs, exchange rate changes and
price revaluations.

(continued)



ex pan sion of credit con verged with that of de pos its, and in late Au gust 2008 growth in non-fi nan cial pri -

vate sec tor de pos its ex ceeded that of credit to this sec tor. In fact, in creased dif fi cul ties in ac cess to

whole sale mar ket fi nanc ing as of the sum mer of 2007 seem to have led banks to of fer more at trac tive

con di tions in the rais ing of funds with cus tom ers. In ad di tion, the greater de mand for fi nan cial in vest -

ments less sen si tive to mar ket fluc tu a tions by in ves tors – who have been with draw ing their in vest -

ments in mu tual funds and in other fi nan cial as sets – ap pears to have also con trib uted to higher

de posit growth (the an nual rate of change in de pos its to the non-fi nan cial pri vate sec tor stood at 11.4

per cent in Sep tem ber 2008, com pared with 6.5 per cent in June 2007) (Ta ble 3.1.2). In spite of the

above men tioned ad verse con di tions in ac cess to fi nanc ing in the fi nan cial whole sale mar ket, Por tu -

guese banks were able to pre serve a cer tain de gree of ac cess to debt se cu ri ties mar kets, al beit at rel a -

tively high costs and shorter ma tu ri ties, re flect ing the dif fi culty in plac ing me dium to long-term

se cu ri ties at global level. Loan se curi ti sa tion has also been an im por tant fi nanc ing source for Por tu -

guese banks. How ever, within the cur rent frame work, the de mand for se cu ri ties re sult ing from

securitisations de clined re mark ably. Sim i larly to other Eu ro pean banks, a num ber of Por tu guese

banks pur chased se cu ri ties re sult ing from the above op er a tions, from spe cial-pur pose ve hi cles. Still,

these securitisations made a pos i tive con tri bu tion to the li quid ity man age ment of in sti tu tions, given

that these se cu ri ties – like mort gage bonds – are el i gi ble as col lat eral in Eurosystem credit op er a tions.

Fi nally, part of the op er a tions usu ally con ducted with whole sale fi nanc ing mar kets are cur rently be ing

car ried out with the ECB. How ever, the busi ness ac tiv ity of Por tu guese banking groups, measured by

total assets, despite having shown somewhat slower growth than in recent years, was not significantly

affected in quantitative terms by the financial turbulence in the first half of 2008.

Al though Por tu guese banks were not, to a sig nif i cant ex tent, di rectly ex posed to the US sub-pri me

mar ket, the ef fects of the in ter na tional fi nan cial mar ket tur moil have had neg a tive re per cus sions on the 

trend of their prof its and losses. These were ev i dent namely through the in crease in fi nanc ing costs,

de vel op ments in the value of the fi nan cial in stru ments port fo lio and the slow down in in come from com -

mis sions re lated to fi nan cial op er a tions, in the con text of a sig nif i cant in crease in de fault rates. The lat -

ter re flected the de te ri o ra tion of the fi nan cial sit u a tion of some house holds and com pa nies amid
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Chart 3.1.2

CONTRIBUTION OF MONETARY CONDITIONS

To the inflation rateTo the GDP growth rate
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Note:  For meth od olog i cal in for ma tion, see Esteves, P., (2003), “Monetary conditions index for Portugal”, Banco de Por tu gal, Eco nomic Bul le tin-June . 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.

Ef fects of in ter est rate changes dur ing the ref er ence pe riod and in the two pre vi ous years

Ef fects of ex change rate changes dur ing the ref er ence pe riod and in the two pre vi ous years



de cel er at ing eco nomic ac tiv ity, main te nance of the up ward pro file of in ter est rates, in creased tight en -

ing in credit stan dards and risk ma teri ali sa tion as re gards the ex ten sion and du ra tion of in sta bil ity in fi -

nan cial mar kets. In par al lel, the sol vency of the Por tu guese bank ing sys tem as a whole declined in the

first half of 2008, with a certain degree of dispersion across banking institutions.

De spite tur moil in fi nan cial mar kets be ing ob served since the sum mer of 2007, credit granted to the

non-fi nan cial pri vate sec tor, al though de cel er at ing, con tinued to show high growth rates in the course

of 2008. How ever, this re flects dis tinct be hav iours of the re spec tive com po nents. As far as loans to

house holds are con cerned, the slow down shown since the mid-2006 be came more marked in the first

eight months of 2008. In turn, the an nual rate of change in loans granted to non-fi nan cial cor po ra tions

stood at high levels through out 2008, with some vol a til ity. In ad di tion, the amount of com mer cial pa per

is sued by this sector increased considerably.

In con trast to 2007, when the two seg ments of loans to house holds evolved dif fer ently, both con sumer

credit and other lend ing and es pe cially loans for house pur chase slowed down in the first eight months

of this year.14 In fact, the an nual rate of change in bank loans to house holds for house pur chase con -

tinued to fol low a down ward trend, as seen since the mid-2006, stand ing at 5.7 per cent in Sep tem ber

(Chart 3.1.3). In the same pe riod, con sumer credit and other lend ing to house holds re corded an an -

nual rate of change of 8.7 per cent, show ing a slight down ward trend only in the most re cent months

(Chart 3.1.4). In for ma tion on the annualised quar terly change in loans to house holds, cal cu lated from

sea son ally ad justed data, points to a sharper re duc tion that than seen in an nual rates of change,

especially as of the second quarter.

Ac cord ing to the re sponses of the five bank ing groups in cluded in the Bank Lend ing Sur vey sam ple, in

the first nine months of 2008 there seems to have been a de cline in de mand for loans for house pur -
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Chart 3.1.3

LOANS GRANTED TO HOUSEHOLDS FOR HOUSE

PURCHASE BY RESIDENT MONETARY

INSTITUTIONS

Annual and annualised quarterly rates of change
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Source: Banco de Por tu gal.
Note: An nual and quar terly growth rates are ob tained from the re la tion be tween the out -
stand ing amounts of bank loans, ad justed for se curi ti sa tion op er a tions, and the monthly
trans ac tions, which are cal cu lated from the out stand ing amounts cor rected of
reclassifications, write-offs/write-downs, ex change rate changes and price re val u a tions.
The quar terly rate of change is sea son ally ad justed. Lat est observation: September 2008.

Chart 3.1.4

CONSUMER CREDIT AND OTHER LENDING

GRANTED TO HOUSEHOLDS BY RESIDENT

MONETARY INSTITUTIONS

Annual and annualised quarterly rates of change
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Source: Banco de Por tu gal.
Note: An nual and quar terly growth rates are ob tained from the re la tion be tween the out -
stand ing amounts of bank loans, ad justed for se curi ti sa tion op er a tions, and the monthly
trans ac tions, which are cal cu lated from the out stand ing amounts cor rected of
reclassifications, write-offs/write-downs, ex change rate changes and price re val u a tions.
The quar terly rate of change is sea son ally ad justed. Lat est observation: September 2008.

(14) According to information from the Directorate-General of the Treasury, the number of loans for house purchase entered into in the first half of this year was
11 per cent lower than in the same period a year earlier.



chase, mainly as so ci ated with a de te ri o ra tion of the out look for the hous ing mar ket and con sumer con -

fi dence. In ad di tion, for the same pe riod, re spon dent banks re ported a pro gres sive tight en ing of credit

stan dards, keep ing the trend ob served since the out set of the tur moil in in ter na tional fi nan cial mar kets. 

Ac cord ing to this sur vey, banks have also tight ened credit stan dards ap plied to con sumer credit and

other loans to house holds since the start of the fi nan cial mar ket tur bu lence. In ad di tion, as of the sec -

ond quar ter of 2008, there was a de cline in de mand for this type of loans, which should have been as -

so ci ated with the de te ri o ra tion of con sumer con fi dence.15

Through out 2008 the an nual rate of change in bank loans granted to non-fi nan cial cor po ra tions re -

mained at high levels (12.0 per cent in Sep tem ber 2008, com pared with 8.5 per cent in June 2007).

How ever, the annualised quar terly rate of change cal cu lated from sea son ally ad justed val ues points to

some slow down in these loans, al though they con tinue to grow strongly (Chart 3.1.5). In ad di tion, the

be hav iour of loans granted to non-fi nan cial cor po ra tions con trasts with the adop tion of tighter stan -

dards re ported by banks par tic i pat ing in the Bank Lend ing Sur vey, re flect ing the sit u a tion in whole sale

fund ing mar kets and the cost of funds re lated to banks’ cap i tal po si tion.16 Also ac cord ing to this sur -

vey’s re sponses, fi nanc ing needs re lated to debt re struc tur ing and to in ven to ries and work ing cap i tal

con tinued to be the main fac tors con trib ut ing to an in crease in credit de mand by non-fi nan cial cor po ra -

tions. In turn, in vest ment fi nanc ing had a fur ther neg a tive im pact on de mand in the sec ond and third

quar ters of 2008, af ter show ing some signs of re cov ery dur ing the sec ond half of 2007. In fact, un sta -

ble fi nan cial mar kets and the grow ing un cer tainty on the mag ni tude of their ef fects on the real econ omy 

seem to be con di tion ing in vest ment de ci sions of non-fi nan cial cor po ra tions. In fact, ac cord ing to the

re sults of the In vest ment Sur vey con ducted in April, the per cent age of en ter prises in di cat ing fi nan cial

fac tors (namely in ter est rate level, self-fi nanc ing ca pac ity and dif fi cul ties in ob tain ing bank credit) as

lim i ta tions to in vest ment in 2008 has risen slightly rel a tive to the pre vi ous year.17

In ad di tion to the sig nif i cant growth of loans to non-fi nan cial cor po ra tions, in what re gards firms’ fi nanc -

ing struc ture, stress should be laid on the strong in crease in the net is su ance of com mer cial pa per in

the first half of 2008 com pared with the same pe riod a year ear lier, partly as a re flec tion of dif fi cul ties in

is su ance at lon ger ma tu ri ties, given the sit u a tion in fi nan cial whole sale mar kets (Chart 3.1.6). In the

first half of 2008, re flect ing a re duc tion in cur rent sav ing and the rel a tive sta bil ity of gross cap i tal for ma -

tion, non-fi nan cial cor po ra tions’ bor row ing re quire ments ex ceeded the value for the same se mes ter of

the pre vi ous year.18 This trans lated into an in crease in this sec tor’s fi nan cial debt (14.9 per cent growth

in the year ended in June 2008, com pared with 9.9 per cent in the same pe riod in 2007) (Chart 3.1.7).

In this con text, in the first half of the year this sec tor’s fi nan cial le ver age ra tio wid ened, and re course to

eq uity fi nanc ing con tinued to largely reflect developments in other equity, particularly supplementary

instalments.

In the course of 2008 the in ter est rate mar gin of de posit op er a tions with cus tom ers nar rowed some -

what, likely as a re flec tion of the fact that bank ing in sti tu tions are putt ing into prac tice more com pet i tive 

strat e gies to raise funds with cus tom ers, amid dis tur bances in whole sale fi nanc ing mar kets (Chart

3.1.8). In turn, spreads as so ci ated with lend ing op er a tions in ter rupted the down ward trend ob served

since money mar ket in ter est rates had started to rise, sta bi lis ing some what in the most re cent pe riod.

There is a cer tain time lag in the pas s-through of changes in in ter est rates on new busi ness to av er age
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(15) For more details, see “Box 4.1 Private consumption developments in 2007 and the behaviour of durable goods” and “Box 7.1 Recent developments in the
market of consumer credit and other lending to households”, Banco de Portugal, Annual Report 2007. 

(16) The rate of change in loans granted by the five major Portuguese banking groups to resident non-financial corporations in June 2008, although also high,
was lower than that of the banking system as a whole, also increasing less sharply than the total since early in the year. For more details, see “Section 4.4
Credit risk”, in “The Portuguese banking system in 2008” in this issue of the Economic Bulletin.

(17) The Investment Survey is conducted twice a year, and the October 2008 survey will be available only at the beginning of next year.

(18) For more details, see “Section 3 Financial situation of the non-financial private sector” in “The Portuguese banking system in 2008” in this issue of the
Economic Bulletin.



interest rates on outstanding amounts, especially in the case of loans to households for house pur-

chase, which are associated with longer maturities. In fact, the spread implied in interest rates on new

contracts for this type of loan followed an overall upward trend since the summer of 2007. The behav-

iour of the margin in lending operations should have started to reflect the change in banks’ credit poli-
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Chart 3.1.5

LOANS TO NON-FINANCIAL CORPORATIONS BY

RESIDENT MONETARY INSTITUTIONS

Annual and annualised quarterly rates of change
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Source: Banco de Portugal.

Note:Annual and quarterly growth rates are obtained from the relation between the out-

standing amounts of bank loans, adjusted for securitisation operations, and the monthly

transactions, which are calculated from the outstanding amounts corrected of

reclassifications, write-offs/write-downs, exchange rate changes and price revaluations.

The quarterly rate of change is seasonally adjusted. Latest observation: September 2008.

Chart 3.1.6

FINANCING OF PORTUGUESE NON-FINANCIAL
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Chart 3.1.7

DEBT OF NON-FINANCIAL CORPORATIONS
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cies. In ef fect, ac cord ing to the re sults of the Bank Lend ing Sur vey, banks have adopted tighter credit

standards, particularly by applying higher spreads, as of the second half of 2007. 

Dur ing the first half of 2008, 10-year Por tu guese gov ern ment bond yields rose sig nif i cantly. This is

likely as so ci ated, on the one hand, to a higher risk tol er ance and, on the other, to the de vel op ment of

in fla tion ex pec ta tions in the euro area, strongly in flu enced by the rise in oil prices. Sub se quently, this

trend was some what re versed, with a con tri bu tion from the de te ri o ra tion of the fi nan cial mar ket sit u a -

tion – as se ri ous prob lems were ob served in large fi nan cial in sti tu tions in the US and in some Eu ro -

pean coun tries – and the de te ri o ra tion of the out look for eco nomic ac tiv ity de vel op ments (Chart 3.1.9).

This af fected the price of com mod i ties, in clud ing oil. More over, the in crease in risk aver sion and the

de mand for more liq uid as sets trans lated in 2008, and more sig nif i cantly as of the end of Sep tem ber,

into a wid en ing of spreads be tween Ger man gov ern ment debt rates and those of the re main ing euro

area econ o mies, to levels which were not ob served since the run-up to the in tro duc tion of the euro.

This flight to qual ity phe nom e non was not ex clu sive to Por tu gal, but rather, broadly based to most euro

area coun tries.19 Mea sures to sup port the fi nan cial sys tem re cently an nounced by euro area Mem ber

States with the pur pose of in creas ing in ves tor con fi dence and fos ter ing fi nan cial sta bil ity also seem to

have con di tioned de vel op ments in pub lic debt in ter est rates in the dif fer ent coun tries. In this re gard, as

of late Sep tem ber, premia re lated to sov er eign debt credit de fault swaps in creased in most Eu ro pean

coun tries, in clud ing Por tu gal. On 31 October 2008, the government bond yield stood at 4.77 per cent,

compared with 4.75 and 4.53 per cent in the end of June and December 2007 respectively.

Within the scope of the re as sess ment of risks by mar ket agents since the mid-2007, risk premia have

been in creas ing in most fi nan cial mar kets, from the very low levels seen in the course of the past few

years. This was re flected in an in crease in the cost of fi nanc ing via debt se cu ri ties with lon ger ma tu ri -

ties of Por tu guese non-fi nan cial cor po ra tions, to peaks in the pe riod fol low ing the cre ation of the euro

area (Chart 3.1.10).20 In fact, in ter est rate spreads be tween Por tu guese non-fi nan cial cor po rate bonds 

and pub lic debt se cu ri ties of comparable maturity widened clearly.
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Chart 3.1.8

INTEREST RATE MARGINS
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(19) See “Section 2 The international framework”.

(20) However, this recourse accounts for only a small fraction of total non-financial corporate financing in Portugal.



Stock mar ket prices fell strongly in 2008, re flect ing higher pros pects of de celer ation in eco nomic ac tiv -

ity and greater dis tur bances in the global fi nan cial sys tem.21 Up to late Oc to ber 2008, the PSI Geral in -

dex de val ued by 49.3 per cent com pared with the end of 2007, hav ing shown con sid er able vol a til ity

over the year, sim i larly to the main stock mar ket in di ces in ad vanced econ o mies (Ta ble 3.1.2). These

de vel op ments were broadly based across sec tors, stress be ing laid on the fall in the Financials index

(59.1 per cent).

Ac cord ing to a syn thetic in di ca tor, in early 2008 the real fi nanc ing cost of Por tu guese non-fi nan cial cor -

po ra tions in ma jor fi nan cial in stru ment cat e go ries (shares and other eq uity, bank loans and se curi tised 

debt) con tinued to fol low the up ward trend ob served since the pre vi ous sum mer (Chart 3.1.11).22 This

es sen tially de rives from the in crease in the es ti mate for eq uity fi nanc ing costs, re flect ing the con sid er -

able fall in stock mar ket prices. In the most re cent months, these costs sta bi lised some what, prob a bly

as so ci ated with eco nomic agents’ ex pec ta tions of a grow ing im pact of  fi nan cial mar ket in sta bil ity on

the real econ omy and as a con se quence, on fu ture cor po rate prof its and losses. In ef fect, this change

in ex pec ta tions should have trans lated into a de cline in the growth rate ex pected for div i dends, likely

off set ting the rise in div i dend yield re lated to the fall in stock mar ket prices. Costs as so ci ated with the

re main ing in stru ment cat e go ries generally followed developments in interest rates representing

non-financial corporate debt.

Since the value of real es tate is li a ble, on the one hand, to in flu ence credit mar ket de vel op ments (given 

that real es tate as sets are used as col lat eral in credit op er a tions) and, on the other hand, to in duce a
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Chart 3.1.9

PORTUGUESE PUBLIC DEBT YIELD AND SPREAD

VIS-À-VIS GERMAN PUBLIC DEBT (10-YEAR)
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Sources: Thomson 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 sim i lar ma tu rity. The cal cu la tion of the
spread was based on 5-day moving averages.

Chart 3.1.10

PORTUGUESE NON-FINANCIAL CORPORATE
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(21) See “Section 2 The international framework”.

(22) The synthetic indicator for the financing costs of non-financial corporations is calculated as a weighted average of the costs of different types of financing.
The component with the highest weight in this indicator is the cost of equity financing, which is calculated through the following formula 

[ ]r
D

P
gn ga gn= + + -( ) ( )1 8  + gn , where r is the capital cost, D P the dividend yield, gn corresponds to the growth rate of dividends in the long term and 

ga to the respective growth rate for the next four years. The cost associated with the remaining instrument categories is calculated on the basis of interest
rates considered as representative. For methodological information, see Gameiro, I. and Ribeiro, N., “Financing costs of Portuguese companies”, Banco de
Portugal, Economic Bulletin-Autumn 2007. 22222222222222222222



wealth ef fect on the own ers’ spend ing de ci sions, it is also im por tant to as sess its prog ress. Ac cord ing

to the Confidencial Imobiliário in dex, Por tu guese res i den tial real es tate mar ket prices re corded an an -

nual rate of change of 3.2 per cent in Sep tem ber, fol low ing 1.3 per cent at end-2007. This in dex is cal -

cu lated on the ba sis of asked prices and weighted by re gio n and dwell ing con di tion (new or used).23 In

turn, av er age bank ap praisal val ues made avail able by Instituto Portugês de Estatística (the Por tu -

guese sta tis ti cal of fice) re corded an an nual rate of change of -3.0 per cent in the third quar ter of 2008,

com pared with 0.5 per cent in the last quar ter of the pre vi ous year.24 This change may be re lated to the

tight en ing of credit stan dards by banks. In this re gard, ac cord ing to the five bank ing groups par tic i pat -

ing in the Bank Lend ing Sur vey, risks as so ci ated with the out look for the hous ing mar ket are likely to

have in creased. In turn, pros pects for the hous ing mar ket de te ri o rated, which should have led to led to

a re duced de mand for loans. In this con text, it is worth stress ing that the sta ble and mod er ate change

in hous ing mar ket prices in Por tu gal con trasts with the sit u a tion in the United States, the United King -

dom, Ire land and Spain. Af ter hav ing ex pe ri enced very high val u a tions in the past few years, these

coun tries have re cently seen a pro nounced de celer ation in prices, in some cases lead ing to actual

price re duc tions.25
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Chart 3.1.11

DEVELOPMENTS IN THE FINANCING COSTS OF

NON-FINANCIAL CORPORATIONS IN PORTUGAL

In real terms
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Sources: Con sen sus Eco nom ics, ECB, Lehman Broth ers, Thomson Reuters and Banco
de Por tu gal cal cu la tions.
Note: The break in the se ries in Jan u ary 2003 fol lowed the in tro duc tion of har mo nised
Eurosystem sta tis tics for MFI in ter est rates.

(23) For methodological information, see Fonseca, I. and Guimarães, R., Índice Confidencial Imobiliário: procedimentos metodológicos”, Newsletter Imobiliária
Portuguesa - Confidencial Imobiliário, October 2006.

(24) This indicator is based on information regarding seven banking institutions that account for approximately 60 per cent of the amount of credit granted. 

(25) See “Box 1 Housing markets in some advanced economies”.



3.2. Fiscal policy

Ac cord ing to the es ti mate of the gen eral gov ern ment ac count for 2008, on a na tional ac counts ba sis,

in cluded in the Re port of the State Bud get for 2009, the def i cit of this in sti tu tional sec tor is ex pected to

reach 2.2 per cent of GDP (Ta ble 3.2.1). If this per spec tive ma teri al ises com pli ance with the of fi cial tar -

get as sumed in the elab o ra tion of the Re port on the Guide lines of Fis cal Pol icy last May will be en -

sured. Com pared with the fig ure re corded in 2007, this es ti mate for the def i cit rep re sents a de cline of

0.4 p.p. of GDP. In a con text char ac ter ised by the sta bili sa tion of tax rev e nue as a per cent age of GDP

and a re ver sal in the de clin ing trend of pri mary cur rent ex pen di ture as a per cent age of GDP ob served

in the past two years, it should be noted that in ad di tion to the strong growth of non-tax rev e nue, there

were temporary measures that contributed to the reduction of capital expenditure.

The -2.2 per cent of GDP actual bud get bal ance in 2008, which in cludes tem po rary mea sures, as sures

the ful fil ment of the tar get set down for this year in the con text of the Sta bil ity and Growth Pact. It should

be noted, how ever, that in the same con text, the struc tural bal ance ex cludes, be yond the cy cli cal ef fect,

the im pact of tem po rary mea sures. Ac cord ing to the def i ni tion of tem po rary mea sures used in the

Economic Bulletin | Ban co de Por tu gal

Economic Policy and Situation | Autumn 2008

43

Table 3.2.1

GENERAL GOVERNMENT ACCOUNTS ON A NATIONAL ACCOUNTS BASIS

As a percentage of GDP  (a) Rates of change

2006 2007 2008 2007 2008

Total revenue 42.3   43.2   43.9   6.9   5.0   

Current revenue 41.2   42.3   42.4   7.6   3.7   

Taxes on income and wealth 8.8   9.8   9.8   15.9   3.3   

Taxes on production and imports 15.4   15.0   15.0   2.5   3.3   

Social contributions 12.5   12.7   12.7   7.0   3.0   

Actual 11.4   11.7   11.8   7.7   4.1   

Imputed 1.1   1.0   0.9   -0.5   -10.2   

Sales 2.4   2.5   2.7   9.7   7.8   

Other current revenue 2.1   2.2   2.3   11.3   7.6   

Capital revenue 1.1   0.9   1.4   -17.4   65.0   

Total expenditure 46.3   45.7   46.1   3.7   4.0   

Current expenditure 42.9   42.2   43.2   3.4   5.6   

Social payments 18.8   19.2   19.4   7.4   4.4   

in cash 15.1   15.2   15.3   5.5   4.5   

in kind 3.7   4.1   4.1   15.2   3.9   

Compensation of employees 13.6   12.9   12.7   -0.5   1.2   

Intermediate consumption 4.1   4.1   4.5   5.7   11.8   

Interest 2.7   2.8   3.0   7.6   9.9   

Subsidies 1.4   1.2   1.5   -14.8   33.7   

Other current expenditure 2.2   2.0   2.2   -3.2   11.2   

Capital expenditure  3.4   3.5   2.8   7.4   -16.2   

Gross fixed capital formation 2.4   2.3   2.3   1.8   2.1   

Other capital expenditure 1.0   1.2   0.5   20.3   -52.2   

Overall balance -3.9   -2.6   -2.2   

Memo:

Tax revenue 36.7   37.5   37.5   7.2   3.2   

Primary current expenditure 40.1   39.4   40.2   3.2   5.3   

Primary balance -1.2   0.2   0.8   

Overall balance excluding temporary measures -3.9   -2.7   -2.8   

Public debt (b) 64.7   63.6   63.5   3.2   3.1   

Sources: INE and Ministério das Finanças.
Notes: (a) Nom i nal GDP used in the ra tios cor re spond, in 2006 and in 2007, to that re ported in the ex ces sive def i cit pro ce dure no ti fi ca tion of Sep tem ber 2008 and, in 2008, to that as -
sumed in the Re port of the State Bud get for 2009. (b) The fig ure for 2008 is con sis tent with Ta ble I.1 of the Re port of the State Bud get for 2009 (page 3).



Eurosystem, the es ti mate for the actual bud get bal ance in 2008 is fa vour ably af fected by a num ber of

trans ac tions whose over all amount reaches ap prox i mately 0.6 per cent of GDP (com pared with 0.1 per

cent of GDP in 2007). In fact, the re ne go ti a tion of al ready ex ist ing dam ex plo ra tion con tracts gave rise to

pro ceeds equiv a lent to 0.45 per cent of GDP, the re main der be ing ac counted for by new con ces sions, in

par tic u lar in the road sec tor. It is worth high light ing that al though the amount con cern ing the first of the

above-men tioned trans ac tions was partly used to pay the tar iff def i cit of the elec tric ity sec tor, this rise in

ex pen di ture, re sult ing from a dis cre tion ary fis cal de ci sion, does not fit into the Eurosystem def i ni tion of

tem po rary mea sures.26

Fol low ing the es ti mates of Banco de Por tu gal, mac ro eco nomic de vel op ments in 2008 are likely to make

a slightly pos i tive con tri bu tion to the evo lu tion of the fis cal bal ance. This out come will re sult from the com -

po si tion of eco nomic growth, as pri vate con sump tion is ex pected to evolve in line with its trend growth

and the pri vate sec tor wage bill growth will be slightly above its trend. As a con se quence, the def i cit ad -

justed for the cy cle and the ef fect of tem po rary mea sures is likely to de te ri o rate by ap prox i mately 0.2 p.p.

of GDP. On its turn, given the ex pected in crease in in ter est ex pen di ture by 0.2 p.p. of GDP, the struc tural

pri mary def i cit will re main vir tu ally un changed, re flect ing a broadly neu tral fis cal pol icy stance in 2008,

after two years of significant consolidation.

Ac cord ing to the es ti mate for 2008 in cluded in Re port of the State Bud get for 2009, tax rev e nue will re -

main sta ble as a per cent age of GDP com pared with the pre vi ous year. With re gard to taxes on in come

and wealth, the es ti mate for rev e nue from the cor po rate in come tax as sumes a lower growth for the year

as a whole when com pared with the per for mance ob served un til Sep tem ber, due to the pos si ble sus pen -

sion of the last pre-pay ment by some com pa nies. As re gards changes in leg is la tion, ex pected de vel op -

ments in taxes on pro duc tion and im ports will re flect the im pact of the re duc tion of the stan dard VAT rate

from 21 to 20 per cent (in July 2008), the re main der of the ef fect of the re duc tion in mo tor ve hi cles tax a -

tion (in July 2007) and the rise in the tax on to bacco (in Jan u ary 2008). How ever, the es ti mate of the Re -

port of the State Bud get for 2009 seems to as sume that the net neg a tive ef fect of these leg is la tive

changes, in con junc tion with an un fa vour able be hav iour of rev e nue from the tax on oil prod ucts, will be

ac com pa nied by im proved VAT col lec tion and sig nif i cant growth in the col lec tion of stamp du ties. It

should also be stressed that so cial con tri bu tions of the Social Security subsystem are expected to

increase further as a percentage of GDP.

Still fol low ing the same es ti mate, pri mary cur rent ex pen di ture as a per cent age of GDP is pro jected to rise

by around 0.8 p.p. in 2008. This evo lu tion will chiefly re sult from de vel op ments in in ter me di ate con sump -

tion and sub si dies and to a lesser ex tent from so cial pay ments in cash and from other cur rent ex pen di -

ture. Con cern ing sub si dies and as men tioned above, the in crease as a per cent age of GDP is fully

ac counted for by ex pen di ture with the pay ment of the tar iff def i cit in the elec tric ity sec tor. Turn ing to so cial

pay ments in cash, it should be noted that the growth of pen sions of the So cial Se cu rity sub sys tem will

con tinue to be sig nif i cant (6.1 per cent) and there will be a fur ther re duc tion in un em ploy ment ben e fits

(-9.6 per cent). The trend de cline in com pen sa tion of em ploy ees as a ra tio to GDP is pro jected to con -

tinue, in par tic u lar due to a fall in the num ber of pub lic em ploy ees and a re duc tion in average wages

resulting from the flows of recruitment and retirement in this sector.

Ad di tion ally, it should be noted that the Re port of the State Bud get for 2009 es ti mates a mi nor re duc tion of 

the pub lic debt ra tio in 2008, to 63.5 per cent at the end of the year. The mea sures re cently an nounced

en vis ag ing the sta bili sa tion of the fi nan cial sys tem and the set tle ment of gen eral gov ern ment debts to

non-fi nan cial cor po ra tions are not ex pected to have a sig nif i cant impact on public debt in 2008.
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(26) According to the European Commission Autumn Economic Forecasts, temporary measures in 2008 reach 0.4 per cent of GDP and basically result from
concessions, which, however, are not identified. The Commission’s approach is not necessarily identical to the one used by the Eurosystem, for analytical
purposes.



4. SUPPLY

Ac cord ing to cur rent es ti mates, the gross val ued added (GVA) of the Por tu guese econ omy grew by 1.0 

per cent in year-on-year terms in the first half of 2008, com pared with 2.0 per cent in 2007 as a whole.

This marked de celer ation in ac tiv ity is con firmed by the Bank’s co in ci dent in di ca tor on ac tiv ity and by

the Eu ro pean Com mis sion’s eco nomic sen ti ment in di ca tor, which in the first of half of the year con -

tinued along the down ward path that had started in the fourth quar ter of 2007 (Chart 4.1). These in di ca -

tors still point to a de celer ation in ac tiv ity in the third quar ter. This intra-an nual be hav iour was also

re corded by other qual i ta tive in di ca tors, such as the in dus trial, ser vices and re tail trade con fi dence in -

di ca tors and in di ca tors of production expectations for the months ahead and order books.

Out put growth for 2008 as a whole is pro jected to stand at 0.5 per cent (see “Sec tion 5 Demand”). The

larg est con tri bu tion to this growth came from cap i tal in put (0.5 p.p., in line with the past two years),

while la bour in put con trib uted 0.3 p.p., in con trast to vir tu ally nil con tri bu tions in 2006 and 2007. How -

ever, the con tri bu tion of to tal fac tor pro duc tiv ity is es ti mated to have de clined sig nif i cantly, from 1.3 p.p. 

in 2007 to -0.3 p.p. in 2008.27 In turn, ap par ent la bour pro duc tiv ity in the pri vate sec tor is es ti mated to

grow only 0.1 per cent in 2008, com pared with 1.8 per cent in 2007 (Chart 4.2). Pro duc tiv ity de vel op -

ments may be due to (typ i cally pro-cy cli cal) de vel op ments in the ca pac ity uti li sa tion rate, which in the

first half of 2008 in ter rupted a marked growth phase started in the sec ond half of 2006 (Chart 4.3).

More over, pro duc tiv ity de vel op ments are strongly con di tioned by the de celer ation es ti mated by Banco

de Por tu gal for to tal em ploy ment (in clud ing the pri vate sec tor) in the sec ond half of 2008, af ter strong

growth ac cord ing to the Em ploy ment Sur vey of INE for the first half of the year (Chart 4.3).28 These em -
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Chart 4.1

GVA, COINCIDENT INDICATOR OF ACTIVITY AND

ECONOMIC SENTIMENT INDICATOR

Sources: Eu ro pean Com mis sion, INE (Contas Trimestrais) and Banco de Por tu gal.

Chart 4.2

CHANGE IN APPARENT LABOUR PRODUCTIVITY

AND GDP IN THE PRIVATE SECTOR

Sources: INE and Banco de Por tu gal.
Note: (a) The un em ploy ment rate se ries was con structed ac cord ing to the meth od ol ogy
de scribed in Cas tro, G. L. and Esteves, P. S. (2004), “Quarterly series for the Portuguese
economy: 1977-2003”, Banco de Por tu gal, Eco nomic Bul le tin-June.
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(27) The breakdown of output growth is described in detail, including caveats in its interpretation, in V. Almeida and R. Félix, 2006, “Computing potential output
and the output gap for the Portuguese economy”, Banco de Portugal, Economic Bulletin-Autumn.

(28) In this context, employment data used in the calculation of productivity (equivalent to full time employment) are final only up to 2006. For 2007 and 2008,
estimates are based on the assumption that the average number of hours worked per worker remained unchanged.



ploy ment dy nam ics are broadly con sis tent with the his tor i cal re la tion ship between developments in

employment and private sector activity in the Portuguese economy (Chart 4.4).

Ac cord ing to the Em ploy ment Sur vey of INE, the par tic i pa tion rate in the first half of 2008 stood at 74.2

per cent (Ta ble 4.1), in creas ing slightly com pared with the same pe riod in 2007 (73.9 per cent). There -

fore, the par tic i pa tion rate has con tinued to in crease, mainly due to the higher fe male par tic i pa tion rate. 

In re cent years, the growth of the par tic i pa tion rate has been higher than it would have been only due to 

strictly de mo graphic fac tors. More spe cif i cally, the smaller share of age groups with lower par tic i pa tion

rates and the larger share of the group with the high est par tic i pa tion rate (aged 30-54) would im ply an

in crease in the ag gre gate par tic i pa tion rate.29

In the first half of 2008, to tal em ploy ment in the econ omy in creased by 1.3 per cent com pared to the

same pe riod in 2007 (Ta ble 4.1). This in crease re sulted from growth in both de pend ent em ploy ment

(1.6 per cent) and self-em ploy ment (2.2 per cent), which has re cov ered since the sec ond half of 2007

from the pre vi ous de clin ing trend that started in 2001. As noted above, this re cov ery in em ploy ment is

higher than it would be ex pected, given the de celer ation in eco nomic ac tiv ity dur ing the first half of the

year, even when the typ i cal lag be tween em ploy ment and ac tiv ity developments is taken into account.

With re gard to the type of em ploy ment con tract, the share of per ma nent con tracts in to tal em ploy ment

con tinued on a down ward trend. In fact, the change in the num ber of per ma nent con tract em ploy ees

was close to zero, while the num ber of fixed-term con tract em ploy ees in creased by 10.3 per cent and

the num ber of work ers with con tracts for ser vices in creased by 0.9 per cent. This ac cel er a tion in em -

ploy ment shifts by type of con tract is con sis tent with the si mul ta neous in crease in em ploy ment and de -

celer ation in ac tiv ity. There fore, hav ing been con sis tently ob served since 1995, la bour mar ket

seg men ta tion in creased fur ther, mainly due to the ef fects of em ploy ment pro tec tion leg is la tion on
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Chart 4.3

TOTAL EMPLOYMENT IN THE ECONOMY

(EQUIVALENT TO FULL TIME) AND CAPACITY

UTILISATION
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a lent to full time cor re sponds to one job. For 2007 and 2008, data are pro vi sional,
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Chart 4.4

PRIVATE GDP AND PRIVATE EMPLOYMENT

GROWTH (EQUIVALENT TO FULL TIME) (a)
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(29) This estimate is based on the assumption that, in 2008, participation rates for each age level remained unchanged from 2007. For a detailed analysis of the
impact of demographic developments on participation rates, see “Box II.4.1 Implications of developments in the age structure of the Portuguese population
for the participation and unemployment rates”, Banco de Portugal, Annual Report 2001.



worker ro ta tion. This seg men ta tion was a re sponse of the la bour mar ket to the ri gid ity im posed by per -

ma nent con tracts, and re sults in an in ef fi cient al lo ca tion of work ers, given that it changes de ci sions

taken by both work ers and com pa nies on hu man cap i tal ac cu mu la tion. This ef fect has in creased over

the past de cade (see Chart 3.14 of the 2007 Annual Report, Banco de Por tu gal), with a strong rise in

fixed-term contracts as regards younger workers and shorter employment durations.

In sec toral terms, higher em ploy ment in the first half of 2008 mainly re sulted from a 3.4 per cent in -

crease in em ploy ment in the ser vices sec tor, which im plies a larger share of the ter tiary sec tor in em -

ploy ment. Within this sec tor, em ploy ment in the gen eral gov ern ment, ed u ca tion and health sec tors

in creased by 1.2 per cent. How ever, this fig ure is not fully con sis tent with data ob tained from other

sources, in clud ing the be hav iour of ex pen di ture on civil ser vants (see “Sec tion 3.2 Fiscal policy”). Em -

ploy ment in man u fac tur ing de clined by 3.0 per cent and em ploy ment in ag ri cul ture fell slightly. In ad di -

tion, em ploy ment in con struc tion re mained virtually stable (with a 0.1 per cent decline).

In the first half of 2008, the un em ploy ment rate reached 7.5 per cent, i.e. a 0.7 p.p. de crease from the

same pe riod in 2007, thus stand ing at a level close to that of 2006 (Ta ble 4.1). The num ber of un em -

ployed de clined year-on-year by 8.1 per cent. This de crease in the un em ploy ment rate is clearly atyp i -

cal and does not seem to be sus tain able, given the signs of de celer ation in eco nomic ac tiv ity and the

fact that un em ploy ment rate move ments typ i cally have some lag in re la tion to economic activity.

La bour mar ket dy nam ics can also be ana lysed in terms of flows be tween the dif fer ent la bour mar ket

sta tus – in ac tiv ity, em ploy ment and un em ploy ment. Chart 4.5 shows the quar terly av er ages of those

flows over the past four quar ters. On av er age, 45 thou sand in di vid u als moved from em ploy ment into

in ac tiv ity and a sim i lar num ber of in di vid u als moved in the op po site di rec tion. 59.5 thou sand in di vid u -

als moved from un em ploy ment into em ploy ment and 44.8 thou sand in the op po site di rec tion. Re in forc -

ing the idea that la bour mar ket seg men ta tion is ac cel er at ing, only 6.6 thou sand in di vid u als moved

from un em ploy ment into per ma nent con tract em ploy ment, while 19.9 thou sand per ma nent con tract

em ploy ees moved into un em ploy ment. Fi nally, 54.5 thou sand in di vid u als moved from in ac tiv ity into

un em ploy ment and 54.1 thou sand in the op po site di rec tion. To tal flows be tween the dif fer ent la bour
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Table 4.1

POPULATION EMPLOYMENT AND UNEMPLOYMENT

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

Annual figures 1st half of the year

2005 2006 2007 2006 2007 2008

Population 0.5 0.2 0.2 0.2 0.2 0.2

Labour force 1.0 0.8 0.6 0.9 0.5 0.5

Participation rate aged 15-64 (% of population) 73.4 73.9 74.1 73.7 73.9 74.2

Total employment 0.0 0.7 0.2 0.8 -0.2 1.3

Dependent employment 0.8 2.2 0.1 2.4 0.2 1.6

Permanent contract 1.3 0.9 -2.2 1.8 -2.5 0.0

Fixed-term contract (a) 1.7 9.3 8.0 4.8 9.9 10.3

Self-employment -2.8 -2.7 1.3 -2.9 -0.4 2.2

Total unemployment 15.7 1.3 4.9 2.9 9.0 -8.1

Total unemployment rate (% of labour force) 7.6 7.7 8.0 7.5 8.2 7.5

Long-term unemployment (% of total unemployment) (b) 49.9 51.7 48.9 53.3 49.2 51.1

Sources: INE (Em ploy ment Sur vey) and Banco de Por tu gal.
Notes: (a) In cludes fixed-term con tracts and con tracts with tem po rary em ploy ment agen cies. (b) A long-term un em ployed is an in di vid ual seek ing work for 12 months or more.



mar ket sta tus account for 6.9 per cent of the labour force, a figure close to the 6.8 per cent recorded in

the same period of 2007.

In terms of the break down of un em ploy ment into du ra tion levels, the share of long-term un em ploy ment 

(12 months or more) in to tal un em ploy ment de creased from 49.2 per cent in the first half of 2007 to

51.1 per cent in the same pe riod of 2008. In a con text of re cov ery in em ploy ment, this in crease re sulted 

from a more marked de cline in short-term un em ploy ment, al though long-term un em ploy ment has also

de clined in ab so lute terms. There fore, the share of long-term un em ploy ment in to tal un em ploy ment

con tinued along the up ward path ob served over the past few years. As an il lus tra tion, in 2002 the share 

of long-term un em ploy ment was 37.1 per cent of total unemployment.

The av er age du ra tion of un em ploy ment in creased from 22 months in the first half of 2007 to 23.1

months in the same pe riod of 2008, i.e. a 10-year high, which is con sis tent with the up ward trend in the

share of long-term un em ploy ment. There fore, in the con text of a de cline in the un em ploy ment rate, the

gen er os ity of un em ploy ment ben e fits, with high fi nan cial cov er age and po ten tially long du ra tion, has

con tinued to con trib ute to high long-term un em ploy ment. More over, un em ploy ment ben e fit re cip i ents

have in creas ingly ac counted for a larger share of the un em ployed, fol low ing re cent leg is la tion on un -

em ploy ment ben e fits, that has discouraged individuals from reporting themselves as inactive.
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Chart 4.5

QUARTERLY AVERAGE FLOWS IN THE LABOUR

MARKET

Volume in thousands and, in brackets, percentage of

labour force (a)

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 2007
and the first two quar ters of 2008.
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5. EXPENDITURE

Cur rent Banco de Por tu gal es ti mates for 2008 in di cate an in ter rup tion in the grad ual and mod er ate re -

cov ery path fol lowed by eco nomic ac tiv ity in the past two years. The Por tu guese econ omy is pro jected

to grow by 0.5 per cent in 2008, which rep re sents a 1.4 p.p. de celer ation in eco nomic ac tiv ity com pared 

with 2007 (Ta ble 5.1). There fore, Por tu gal is ex pected to grow at a slower pace than the euro area as a

whole for the sev enth consecutive year (Chart 5.1).

In 2006 and 2007, and in par al lel with the fis cal con sol i da tion ef fort, in vest ment re cov ered mod er ately

and Por tu guese ex ports gained con sid er able mo men tum, fol low ing sub stan tial mar ket share losses in

2004 and 2005. How ever, the trend growth of the Por tu guese econ omy con tinued to be sub dued. The

pick-up in eco nomic ac tiv ity is likely to be in ter rupted in 2008, due to the in ter ac tion be tween de te ri o -

rat ing global eco nomic ac tiv ity, par tic u larly in the ma jor Por tu guese trad ing part ners, and the

international financial market crisis.

The de celer ation of the Por tu guese econ omy in 2008 re flects a slow down in both do mes tic de mand

and ex ports. As ex pected, in vest ment and ex ports have re acted more mark edly to an un fa vour able

mac ro eco nomic en vi ron ment while de vel op ments in pri vate con sump tion have been smoother. Do -

mes tic de mand, whose con tri bu tion un der pinned eco nomic ac tiv ity growth in 2007, is pro jected to de -

celer ate in 2008, largely re flect ing less buoy ant GFCF, given that pri vate con sump tion is likely to grow

only slightly less than in the pre vi ous year. In turn, the con tri bu tion of net ex ter nal de mand to GDP

growth is ex pected to be neg a tive, af ter a zero con tri bu tion in the previous year, reflecting

unfavourable developments in exports.

The cur rent es ti mate for GDP growth in 2008 con sti tutes a 0.7 p.p. down ward re vi sion from the pro jec -

tions pub lished in the sum mer is sue of the Eco nomic Bul le tin. This re vi sion mainly re flects sig nif i cantly

lower ex port growth in the cur rent year (3.0 p.p.), which is partly ex plained by the de te ri o ra tion of the

ex ter nal de mand for Por tu guese goods and ser vices. Al though the con tri bu tion of do mes tic de mand to 

GDP growth was not re vised, the cur rent es ti mates as sume weaker GFCF and higher pub lic con sump -

tion growth, with pri vate con sump tion de vel op ments close to those published in the summer issue. 
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Table 5.1

GDP AND MAIN EXPENDITURE COMPONENTS

Real rate of change, per cent

2002 2003 2004 2005 2006 2007 (a) 2008 (a)

GDP 0.8 -0.8 1.5 0.9 1.4 1.9 0.5

Private consumption 1.3 -0.2 2.5 1.9 1.9 1.5 1.4

Public consumption 2.6 0.2 2.6 3.2 -1.4 0.3 0.2

Investment -4.7 -8.3 2.5 -1.5 -0.3 3.5 0.3

GFCF -3.5 -7.4 0.2 -0.9 -0.7 3.2 -0.8

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

Domestic demand 0.1 -2.0 2.5 1.5 0.8 1.7 1.0

Exports 1.4 3.9 4.0 2.1 8.7 7.6 1.4

Imports -0.7 -0.9 6.7 3.5 5.2 5.9 2.6

Contribution of domestic demand to GDP (b) 0.1 -2.2 2.7 1.6 0.9 1.8 1.0

Contribution of net external demand to GDP (b) 0.7 1.4 -1.2 -0.7 0.5 0.0 -0.6

Sources: INE and Banco de Por tu gal.
Notes: (a) Banco de Por tu gal es ti mates. (b) Con tri bu tion to the rate of change in GDP in per cent age points.



With re gard to the intra-an nual pro file, es ti mates pub lished in this Bul le tin as sume a GDP de celer ation

path in 2008. Un der ly ing these de vel op ments is the lower con tri bu tion of do mes tic de mand in the sec -

ond half of 2008, mainly re flect ing the be hav iour of in vest ment. In turn, ex ports are pro jected to grow

sig nif i cantly less than in the first half of 2008. How ever, year-end es ti mates are sur rounded by a par tic -

u larly high de gree of un cer tainty, as so ci ated with the im pact on the Por tu guese econ omy of the on go -

ing in ter na tional fi nan cial mar ket cri sis, in par tic u lar given its interaction with overall macroeconomic

developments.

In 2008 pri vate con sump tion is ex pected to con tinue the slightly down ward path seen over the past few 

years and de celer ate some what, with a 1.4 per cent an nual rate of change. It should be noted that this

growth is higher than that of GDP and of the euro area as a whole (Chart 5.2).

Pri vate con sump tion, in par tic u lar in terms of its non-du ra ble com po nent, has a smoother

intertemporal pro file com pared with other ex pen di ture ag gre gates. In 2008 this smooth ing con tinued

to be fa cil i tated by the re course to con sumer credit and re sulted in a lower sav ings rate. In fact, con -

sum ers’ as sess ment of their cur rent fi nan cial sit u a tion de te ri o rated sig nif i cantly in 2008, sug gest ing a

fur ther de cline in the sav ings rate, given its his tor i cal re la tion ship with house hold dis pos able in come

(Chart 5.3). There fore, the strength of pri vate con sump tion does not ap pear to be sus tain able, par tic u -

larly in the context of the international financial market adjustments.

In 2008 more sig nif i cant ad just ments to pri vate con sump tion were to be ex pected, due to a num ber of

fac tors that con trib uted neg a tively to cur rent and ex pected real house hold dis pos able in come

developments.

The year 2008 was marked by un ex pected rises in in fla tion, par tic u larly re flect ing the in ter na tional

com mod ity mar ket sit u a tion. In fact, higher-than-ex pected price growth at the be gin ning of the year

has neg a tively af fected real house hold dis pos able in come. How ever, cur rent Banco de Por tu gal es ti -

mates for in fla tion in 2008 have been slightly re vised down wards since the sum mer is sue of the Eco -

nomic Bul le tin, fol low ing the re cent cor rec tion of commodity prices in international markets.

Al though the la bour mar ket sit u a tion im proved some what in 2007 and par tic u larly in the first half of

2008, the un em ploy ment rate re mains at his tor i cally high levels. More over, job cre ation in the first half
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Chart 5.1
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of 2008 was mainly comprised of fixed-term contracts, which are associated with higher uncertainty

about intertemporal income flows. This, together with deteriorating consumer expectations about un-

employment developments in the near future, may constrain household consumption expenditure.

Also, the easing of the tax burden in mid-2008, in particular regarding indirect taxes, is only expected to

give a relatively limited boost to private consumption in the year as a whole, mainly affecting the

intra-annual profile of this expenditure component.

The slight moderation in private consumption growth in the past few years occurred against a back-

ground of deteriorating household financing conditions. In fact, there was a gradual rise in interest

rates, whose impact on the Portuguese economy will tend to be magnified, due to the relatively high
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Chart 5.2

PRIVATE CONSUMPTION

Real rate of change and differential with GDP
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Chart 5.3

NOMINAL HOUSEHOLD DISPOSABLE INCOME

AND CONSUMER ASSESSMENT OF THEIR

FINANCIAL SITUATION

Sources: European Commission, INE and Banco de Portugal.

Note: Confidence indicator calculated on the basis of the annual average of balance of

respondents. For 2008, figures are calculated on the basis of data up to October.
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house hold in debt ed ness level and the fact that most bank lend ing rates are in dexed to money mar ket

rates. In the con text of the on go ing fi nan cial mar ket cri sis, the pas s-through by banks to cus tom ers of

the rise in fi nanc ing costs is ex pected to in ten sify. In deed, credit stan dards have been pro gres sively

tight ened since the on set of the fi nan cial mar ket tur moil in mid-2007. Ac cord ing to the Bank Lend ing

Sur vey, pub lished in No vem ber, most banks have tight ened credit stan dards for loans to the non-fi nan -

cial pri vate sec tor in the third quar ter of 2008, and this trend is not ex pected to be re versed in the last

quar ter of the year. How ever, con sumer credit has grown sig nif i cantly in the course of 2008, according

to information available up to August.

Un der ly ing cur rent es ti mates for pri vate con sump tion is a down ward path through out 2008, in line with

the de te ri o ra tion in con sumer con fi dence and the co in ci dent in di ca tor for the year-on-year evo lu tion of

pri vate con sump tion30 cal cu lated by Banco de Por tu gal (Chart 5.4). How ever, the intra-an nual pro file

of pri vate con sump tion is ex pected to be ir reg u lar, mainly due to de vel op ments in ex pen di ture on du ra -

ble goods. In fact, while non-du ra ble con sump tion growth is likely to sta bi lise some what over the year,

con sump tion of du ra ble goods is pro jected to ac cel er ate mark edly year-on-year in the third quar ter, fol -

low ing a strong fall in the pre vi ous quar ter. This re flects, on the one hand, a base ef fect as so ci ated with 

the changes in ve hi cle taxes that en tered into force in July 2007, which have led to the early pur chase

of mo tor ve hi cles in the sec ond quar ter of 200731 and, on the other hand, the cut of the VAT rate in July

2008, which is likely to have re sulted in the post pone ment to the third quarter of 2008 of some

consumption decisions, particularly regarding durable goods.

In 2008, ac cord ing to Banco de Por tu gal es ti mates, pub lic con sump tion growth is pro jected to be mar -

gin ally pos i tive, as in 2007. Un der ly ing this es ti mate is a de cline in the num ber of civil ser vants, re flect -

ing the ef fect of cur rent gen eral gov ern ment hir ing pol icy. By con trast, goods and ser vices ex pen di ture

seems to have re corded an in crease, as a re sult of de vel op ments in in ter me di ate con sump tion and so -

cial ben e fits in kind, in par tic u lar in the com po nents re lated to pay ments to cor po rate hospitals and to

pharmaceutical subsidies and conventions.

Af ter hav ing re corded one of the high est growth rates of this de cade in 2007, al though con sid er ably

lower than in the com pa ra ble stage of the pre vi ous busi ness cy cle, GFCF is ex pected to fall in 2008.

Cur rent Banco de Por tu gal es ti mates in di cate a -0.8 per cent change, af ter 3.2 per cent growth in the

pre vi ous year. In deed, the re cov ery path that had been fol lowed in the past few years is likely to be in -

ter rupted in 2008, in line with de vel op ments in ser vices and in dus trial confidence indicators (Chart

5.5).

The de celer ation in GFCF re flects a broadly based slow down in its com po nents (Chart 5.6) and it is ex -

pected to pres ent a down ward path through out 2008, with a sig nif i cant de cline in the sec ond half of the

year. GFCF in “Ma chin ery and equip ment” is likely to be the most buoy ant in vest ment com po nent, but

de cel er at ing by 2 p.p. to 5.0 per cent, in line with weak en ing con fi dence in di ca tors and against a back -

ground of de te ri o rat ing or der books. GFCF in “Con struc tion” is ex pected to de cline by around 4 per

cent af ter close-to-zero growth in 2007, in line with de vel op ments in ce ment sales to the do mes tic mar -

ket (Chart 5.7) and amid a more marked de celer ation in loans for house pur chase. In turn, GFCF in

“Trans port equip ment” is ex pected to de celer ate strongly in 2008, par tic u larly in the sec ond half of the

year. The de celer ation in the year as a whole mainly re flects the be hav iour of in vest ment re gard ing the

pur chase of light com mer cial ve hi cles.32 On the other hand, the intra-an nual pro file of GFCF is largely

in flu enced by GFCF de vel op ments in “Other trans port equip ment”, as so ci ated with the pur chase of
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(30) By definition, this indicator does not have an irregular component, and therefore presents a smooth behaviour. For more details on this methodology, see
Rua (2005), “A new coincident indicator for the Portuguese private consumption”, Banco de Portugal, Economic Bulletin-Autumn.

(31) For more details, see “Box 4.1 Private consumption developments in 2007 and behaviour of durable goods”, Banco de Portugal, 2007 Annual Report.

(32) Sales of light commercial vehicles declined by 20.7 per cent, in year-on-year terms, in the period from January up to October 2008, after 6.1 per cent growth
in 2007.



aircraft. In fact, the purchase of aircraft, which was more significant in the second half of 2007 and in

the first half of 2008, is projected to cease in the second half of 2008. Despite the expected impact on

the intra-annual profile of GFCF, the purchase of aircraft is not likely to influence the magnitude of the

slowdown for the year as a whole (Chart 5.8).
33
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Chart 5.4
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Chart 5.5
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(33) In addition to this effect, purchases of vehicles by rent-a-car companies are expected to decline, in year-on-year terms, in the second half of 2008, reflecting

a base effect associated with the changes in vehicle taxes that entered into force in July 2007, which in this case resulted in purchase postponement to the

third quarter of 2007.



The un cer tainty about in ter na tional fi nan cial de vel op ments and their in ter ac tion with global eco nomic

ac tiv ity seems to have lim ited the buoy ancy of cor po rate in vest ment in 2008. Ac cord ing to the In vest -

ment Sur vey of INE, re leased in July 2008, the share of com pa nies in the var i ous sec tors re port ing to

have faced in vest ment re stric tions in 2008 stood at 42.5 per cent, i.e. a slight in crease from the fig ure

for 2007, pub lished in the same pe riod of the pre vi ous year (41.7 per cent). More than half of the

above-men tioned com pa nies con tinued to re port the de te ri o ra tion of sales pros pects as the main lim it -

ing fac tor (Chart 5.9). How ever, the im por tance of self-fi nanc ing ca pac ity as the main lim it ing fac tor

has grad u ally in creased over the past few years. At the same time, the share of com pa nies that in di -

cate ac cess to credit and the in ter est rate level as fac tors lim it ing in vest ment has also in creased, al beit

slightly in 2008. This sug gests in creased dif fi culty of the cor po rate sec tor in fi nanc ing new in vest ments

and is par tic u larly sig nif i cant against the back ground of the on go ing in ter na tional fi nan cial cri sis. Ac -

cord ing to the Bank Lend ing Sur vey, re leased in No vem ber, the five ma jor bank ing in sti tu tions tight -

ened credit stan dards for cor po rate loans in the third quar ter of 2008 and ex pect a fur ther tight en ing in

the fol low ing quar ter, largely re flect ing in creased fund ing dif fi cul ties in whole sale in ter na tional

markets. However, according to information available up to August, loans to non-financial corporations 

continued to grow strongly.

Against the back ground of the cur rent ex ter nal en vi ron ment de te ri o ra tion, par tic u larly in most ma jor

Por tu guese trad ing part ners, goods and ser vices ex ports are likely to de celer ate sig nif i cantly in 2008.

The real rate of change in ex ports is ex pected to stand at 1.4 per cent (7.6 per cent in 2007), with a

slightly neg a tive mar ket share change in 2008, fol low ing a gain in the pre vi ous year (Chart 5.10).34,35

The ex port per for mance re flects less buoy ant goods ex ports, which are likely to de celer ate by 5 p.p. to

1.1 per cent, and ser vices ex ports, whose real growth rate is pro jected to stand at 2.4 per cent (11.4 per 

cent in 2007).
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Chart 5.8
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Chart 5.9

MAIN FACTOR LIMITING INVESTMENT

Per cent of total number of companies with investment 

restrictions

0 10 20 30 40 50 60

Deterioration of
sales prospects

Investment
profitability

Self-financing
capacity

Access to credit
and interest rate

level

Productive
capacity

Other
2006 2007 2008

Source: INE (In vest ment Sur vey).

(34) According to information on international trade of goods, released by INE, nominal exports grew, in year-on-year terms, by 4.6 per cent in the period from
January up to August 2008, after 8.9 per cent growth in 2007. Excluding fuels, nominal exports grew by 2.0 per cent in the same period (10.1 per cent in
2007). Taking into account preliminary data on international trade published within the framework of SDDS, nominal exports grew by 4.0 per cent in
September (4.6 per cent growth in the period from January up to September 2008).

(35) Export behaviour in the recent period has been strongly influenced by significant growth in some markets (e.g. Angola). The fact that these markets are not
explicitly considered in the external demand indicator due to statistical limitations, makes it more difficult to analyse market shares.



Ac cord ing to avail able in for ma tion on the in ter na tional trade of goods, re leased by INE, in 2008 nom i -

nal ex ports con tinued to fol low along the de celer ation path started in the sec ond quar ter of 2007 (Ta ble 

5.2). Com pared with the pre vi ous year, the main sec tor be hind the ex port de celer ation in the first half of 

2008 was the me dium-high-tech sec tor, namely “Ma chin ery and equip ment” an in par tic u lar ex ports to

Spain. Al though to a lesser ex tent, ex ports of low-tech prod ucts, par tic u larly cloth ing, also per formed

neg a tively in the first quar ters of 2008. In con trast, nom i nal ex ports of fu els, par tic u larly to Spain, ac cel -

er ated, partly due to fuel price in creases. The up ward trend seen in re cent years in the share of ex ports 

to non-EU mar kets, par tic u larly An gola, is ex pected to con tinue in 2008, given that ex port growth to

these des ti na tions con tin ues to be very sig nif i cant, while in the intra-EU mar ket goods ex ports have

de cel er ated, par tic u larly in the three ma jor Por tu guese trading partners (Spain, France and, to a lesser 

extent, Germany) (Table 5.3). 

With re gard to ser vices ex ports, avail able in for ma tion in di cates a strong de celer ation dur ing 2008, af -

ter very sig nif i cant nom i nal growth over the past two years (Chart 5.11). This re flects ex ports of both

tour ism and other ser vices, and in par tic u lar trans por ta tion ser vices (Ta ble 5.4). Tour ism be hav iour re -

flects less buoy ant de mand by some ma jor mar kets, namely the United King dom, Ger many, Spain and

the United States (Ta ble 5.5). By con trast, tour ism ex ports to Brazil ac cel er ated mark edly. Less fa vour -

able de vel op ments in tour ism ex ports are in line with those of nights spent by non-res i dent tour ists,

with close-to-zero growth in the pe riod from Jan u ary up to August 2008, after a 6.2 per cent change in

2007.

In 2008 the real growth of im ports is pro jected to be lower than in 2007. The de celer ation in im ports is in 

line with the ex pected slow down in the over all de mand weighted by im port con tents (Chart 5.12). Cur -

rent es ti mates point to 2.6 per cent real growth of im ports of goods and ser vices in 2008 (5.9 per cent in 

2007), re flect ing a fur ther in crease in the pen e tra tion rate of imports.
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Chart 5.10
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Chart 5.11
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Chart 5.12
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Table 5.2

PORTUGUESE EXPORTS OF GOODS BY GROUPS OF PRODUCTS, MAIN ECONOMIC CATEGORIES AND TECHNOLOGICAL INTENSITY

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

Weights

2007

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

2007

2008

(up to

Aug)

2007 2008

2007

2008

(up to

Aug)

2007 2008

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

Total 100.0 8.9 4.6 13.6 9.8 6.4 6.0 4.8 3.7 8.9 4.6 13.6 9.8 6.4 6.0 4.8 3.7

Classification by groups of products

Agriculture 3.9 16.1 21.0 13.0 8.3 18.7 23.7 18.3 26.8 0.6 0.8 0.5 0.3 0.7 0.9 0.7 1.0

Food 4.6 19.0 10.3 18.5 19.7 18.9 18.9 12.3 11.4 0.8 0.4 0.7 0.8 0.8 0.9 0.5 0.5

Mineral fuels 4.5 -9.6 61.2 -20.3 -22.7 2.7 4.1 63.6 58.7 -0.5 2.6 -1.0 -1.4 0.1 0.2 2.3 2.6

Chemicals 5.0 7.6 3.6 -2.9 9.0 5.0 21.5 5.2 3.1 0.4 0.2 -0.2 0.4 0.3 0.9 0.2 0.2

Plastic, rubber products 5.7 17.0 6.9 16.5 11.9 16.0 24.0 8.6 6.0 0.9 0.4 0.9 0.6 0.9 1.2 0.5 0.3

Leather, leather products 0.3 1.3 -0.8 7.7 3.5 0.0 -5.7 -4.1 -0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Wood, cork 4.3 10.1 -2.5 11.6 12.7 12.0 3.9 -0.9 -2.7 0.4 -0.1 0.5 0.6 0.5 0.2 0.0 -0.1

Cellulose pulp, paper 4.4 6.5 5.1 6.5 3.1 4.1 12.4 7.1 3.3 0.3 0.2 0.3 0.1 0.2 0.5 0.3 0.1

Textile products 4.5 3.3 -6.1 6.9 2.7 4.1 0.0 -3.1 -8.1 0.2 -0.3 0.3 0.1 0.2 0.0 -0.1 -0.4

Clothing 6.9 5.2 -5.7 4.4 3.6 1.9 11.0 -3.4 -6.9 0.4 -0.4 0.4 0.2 0.1 0.7 -0.3 -0.4

Footwear 3.5 3.8 1.7 2.4 5.8 3.6 4.1 -1.4 -0.4 0.1 0.1 0.1 0.2 0.2 0.1 -0.1 0.0

Minerals, ores 5.7 14.8 4.3 17.7 16.5 15.9 9.7 6.7 5.0 0.8 0.2 0.9 0.9 0.8 0.5 0.4 0.3

Basic metals 8.8 14.1 5.6 20.0 18.8 10.1 7.2 0.1 8.1 1.2 0.5 1.7 1.6 0.8 0.6 0.0 0.7

Machinery, equipment 19.8 8.7 -2.3 22.2 18.9 -0.8 -2.5 -2.3 -3.6 1.7 -0.5 4.2 3.5 -0.2 -0.5 -0.5 -0.7

Motor vehicles, other transport equipment 12.7 5.0 -0.2 25.7 6.2 1.3 -9.8 4.0 -6.4 0.7 0.0 3.1 0.9 0.2 -1.4 0.5 -0.9

Optical and precision instruments 0.9 8.0 11.2 6.8 12.0 3.0 9.6 11.8 12.9 0.1 0.1 0.1 0.1 0.0 0.1 0.1 0.1

Other products 4.6 23.5 8.4 25.6 20.1 23.6 25.1 7.5 10.4 1.0 0.4 1.1 0.9 0.9 1.0 0.3 0.5

Classification by main economic categories

Intermediate goods 34.8 13.0 4.0 15.0 13.5 10.0 13.1 3.4 4.9 4.3 1.4 5.1 4.7 3.3 4.2 1.2 1.8

Capital goods 27.9 14.1 0.9 23.5 24.3 6.5 3.7 2.9 -2.6 3.8 0.2 6.2 6.2 1.8 1.0 0.8 -0.7

Consumer goods (a) 32.2 4.5 0.4 10.0 1.6 4.1 2.4 1.2 -0.4 1.5 0.1 3.3 0.5 1.4 0.8 0.4 -0.1

Fuels 4.1 -12.8 71.3 -22.6 -27.7 2.6 -1.6 71.1 70.3 -0.7 2.7 -1.1 -1.6 0.1 -0.1 2.3 2.7

Other 1.0 -2.4 18.6 -1.2 5.5 -11.1 -1.6 14.1 18.4 0.0 0.2 0.0 0.1 -0.1 0.0 0.1 0.2

Classification by technological intensity (b)

High-tech 9.8 6.9 8.6 4.3 14.0 -3.0 12.5 16.2 5.0 0.7 0.8 0.4 1.4 -0.3 1.2 1.6 0.5

Medium-high-tech 31.4 8.4 -2.6 24.3 12.6 3.8 -4.6 -2.8 -5.1 2.7 -0.8 7.3 4.0 1.2 -1.5 -0.9 -1.6

Medium-low-tech 24.8 9.3 15.4 9.7 6.7 10.5 10.4 13.5 15.9 2.3 3.8 2.4 1.7 2.6 2.5 3.2 4.0

Low-tech 34.0 9.7 2.4 9.9 8.5 8.7 11.7 3.0 2.8 3.3 0.8 3.5 2.8 2.9 3.9 1.0 0.9

Memo: Total excluding fuels 95.9 10.1 2.0 15.4 12.2 6.6 6.4 2.6 1.1 9.6 1.9 14.7 11.4 6.3 6.1 2.5 1.1

Sources: INE (In ter na tional Trade Sta tis tics) and Banco de Por tu gal.
Notes: (a) In clud ing pas sen ger ve hi cles. (b) Break down of ex ports by tech no log i cal in ten sity ac cord ing to the meth od ol ogy pro posed by the OECD and de scribed in the Box of the 2006 Annual Report en ti tled “The dy nam ics of the Por tu guese ex port spe ciali sa tion pat tern in re cent de cades”. Cal cu la tions in this Box were based on
CEPII-Chelem data which, con trary to in for ma tion on in ter na tional trade pub lished by INE on a monthly ba sis, does not in clude es ti mates for non-re plies and for com pa nies be low the so-called as sim i la tion thresh old. In or der to as sure con sis tency be tween that break down and INE data, this ta ble uses the fol low ing cor re spon dence 
with the two-digit Com bined No men cla ture: High-tech (30; 84; 88; 90 and 91); Me dium-high-tech (28; 29; 31-38; 85-87; 89 and 92-95); Me dium-low-tech (25-27; 39-40; 68-83); Low-tech (1-24; 41-67; and 96-99).
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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

2007

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

2007

2008

(up to

Aug)

2007 2008

2007

2008

(up to

Aug)

2007 2008

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

TOTAL 100.0 8.9 4.6 13.6 9.8 6.4 6.0 4.8 3.7 8.9 4.6 13.6 9.8 6.4 6.0 4.8 3.7

Intra-EU 76.7 7.8 1.5 12.1 8.3 6.3 4.7 2.8 0.4 6.1 1.2 9.6 6.5 4.7 3.6 2.2 0.3

of which:

Spain 28.3 12.5 3.2 14.8 9.8 13.1 12.6 3.1 3.5 3.4 0.9 4.2 2.8 3.4 3.4 0.9 1.0

Germany 13.0 8.2 1.6 28.9 9.7 2.8 -5.0 1.8 -1.4 1.1 0.2 3.5 1.3 0.4 -0.7 0.3 -0.2

France 12.6 11.1 -2.8 14.6 11.3 9.7 8.6 -2.2 -1.5 1.4 -0.4 2.0 1.4 1.1 1.0 -0.3 -0.2

United Kingdom 6.0 -7.4 -4.9 -7.4 -0.3 -8.7 -13.1 -3.5 -9.5 -0.5 -0.3 -0.5 0.0 -0.6 -0.9 -0.2 -0.6

Italy 4.1 9.6 -4.1 10.6 6.7 4.6 16.9 1.5 -3.6 0.4 -0.2 0.5 0.3 0.2 0.6 0.1 -0.2

Extra-EU 23.3 12.6 15.0 19.3 15.3 6.9 10.2 12.2 15.1 2.8 3.4 4.0 3.3 1.7 2.4 2.6 3.5

of which:

United States 4.8 -15.1 -22.3 8.2 -17.3 -29.0 -16.8 -24.2 -19.0 -0.9 -1.1 0.4 -1.1 -2.0 -1.0 -1.2 -0.9

Portuguese-speaking African countries 5.5 35.3 25.6 40.9 35.8 34.7 31.5 20.3 24.1 1.6 1.3 1.6 1.5 1.6 1.6 1.0 1.2

Sources: INE (In ter na tional Trade Sta tis tics) and Banco de Por tu gal.
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Table 5.4

PORTUGUESE EXPORTS OF SERVICES

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

Weights

2007

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

2007

2008

(up to Aug)

2007 2008

2007
2008

(up to Aug)

2007 2008

H1 H2 H1 H1 H2 H1

Total 100.0 19.0 6.7 19.7 18.4 9.8 19.0 6.7 19.7 18.4 9.8

Tourism 43.9 10.8 3.2 10.7 10.9 5.9 5.1 1.4 4.6 5.4 2.4

Transportation 25.4 34.7 11.0 35.4 34.1 12.6 7.8 2.8 8.4 7.3 3.4

Other business 17.6 19.5 11.5 21.9 17.3 14.4 3.4 2.0 4.1 2.9 2.7

Communications 3.7 14.1 5.2 25.8 4.1 7.4 0.5 0.2 1.0 0.2 0.3

Construction 3.5 43.6 10.6 33.8 53.4 14.8 1.3 0.4 1.1 1.4 0.5

Financial 1.5 25.2 -7.2 31.2 20.2 -6.0 0.3 -0.1 0.4 0.3 -0.1

Computer and information 1.2 25.0 27.6 11.0 38.7 35.8 0.3 0.3 0.1 0.4 0.4

Personal, cultural and recreational 1.1 -5.7 10.2 -10.6 -1.0 18.0 -0.1 0.1 -0.2 0.0 0.2

Government operations 1.1 16.9 -7.9 -9.8 41.1 20.7 0.2 -0.1 -0.1 0.4 0.2

Insurance 0.6 5.8 3.7 1.9 10.5 7.5 0.0 0.0 0.0 0.1 0.1

Royalties and license fees 0.5 18.3 -48.2 23.0 12.6 -50.3 0.1 -0.2 0.1 0.0 -0.3

Source: Banco de Portugal (Balance of Payments).
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Table 5.5

PORTUGUESE EXPORTS OF TOURISM SERVICES

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

Weights

2007

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

2007

2008

(up to Aug)

2007 2008

2007
2008

(up to Aug)

2007 2008

H1 H2 H1 H1 H2 H1

Total 100.0 10.8 3.2 10.7 10.9 5.9 10.8 3.2 10.7 10.9 5.9

United Kingdom 23.7 8.6 -1.7 9.9 7.7 0.8 2.1 -0.4 2.5 1.8 0.2

France 15.1 13.9 8.7 16.1 12.9 13.6 2.0 1.4 1.9 2.2 1.7

Spain 14.7 11.6 3.1 13.9 10.2 8.9 1.7 0.4 1.9 1.6 1.2

Germany 12.0 6.6 -7.3 5.5 7.5 -6.3 0.8 -0.8 0.8 0.9 -0.8

US 4.0 7.0 -21.6 7.3 6.7 -19.0 0.3 -0.9 0.3 0.3 -0.8

Netherlands 3.6 6.4 11.5 4.5 7.8 13.2 0.2 0.4 0.2 0.3 0.5

Belgium 2.6 17.5 4.7 11.8 21.1 10.1 0.4 0.1 0.3 0.5 0.2

Italy 2.5 12.0 -2.8 21.4 6.8 -1.2 0.3 -0.1 0.5 0.2 0.0

Brazil 2.4 18.3 45.0 11.7 23.8 51.5 0.4 1.0 0.3 0.5 1.3

Switzerland 2.0 11.9 7.5 19.1 6.9 5.5 0.2 0.1 0.4 0.1 0.1

Rest of the world 17.5 13.3 10.3 9.4 16.3 12.8 2.3 1.8 1.7 2.7 2.3

Source: Banco de Por tu gal (Bal ance of Pay ments).



6. Prices

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

of Con sumer Prices (HICP), is pro jected to be 2.8 per cent in 2008, in creas ing 0.4 per cent age points

(p.p.) vis-à-vis the pre vi ous year (Chart 6.1). Com par ing the cur rent pro jec tion for Por tu gal with the av -

er age value of the pro jec tion in ter val of the an nual av er age in fla tion rate for the euro area, pub lished in

the Sep tem ber 2008 is sue of the Eu ro pean Cen tral Bank (ECB) Monthly Bul le tin, the in fla tion dif fer en -

tial vis-à-vis the euro area is ex pected to stand at -0.7 p.p. This is not only a re duc tion of 1 p.p. when

com pared with 2007, but is also a his tor i cal low. In the cur rent pro jec tion, the in fla tion rate for 2008 has

been re vised slightly down ward, by 0.2 p.p., when com pared with the fig ure pub lished in the sum mer

is sue of the Eco nomic Bul le tin, namely reflecting energy price developments in recent months.

Af ter de cel er at ing be tween 2001 and 2003, in the past few years, in fla tion in Por tu gal has re mained

rel a tively sta ble in an nual av er age terms, within an in ter val with a range not ex ceed ing 1 p.p. These

de vel op ments were in flu enced by both do mes tic and ex ter nal con di tions. Re gard ing do mes tic con di -

tions, cou pled with the weak dy nam ics of eco nomic ac tiv ity (see “Sec tion 5 Expenditure” in this Bul le -

tin), wage and unit la bour cost (ULC) growth dis played rel a tively mod est fluc tu a tions (Chart 6.2). In

par tic u lar, wage de vel op ments in 2008 are ex pected to be sim i lar to those ob served in the pre vi ous

year and also close to the de vel op ments in the euro area. In turn, ULC should in crease in 2008,

namely in the pri vate sec tor, thus also con trib ut ing to the in crease in an nual av er age in fla tion this year.

Ac cord ing to Banco de Por tu gal es ti mates, ULC ac cel er a tion is pro jected to re flect a strong de celer -

ation in pro duc tiv ity (see “Sec tion 4 Supply” in this Bul le tin). ULC growth in the euro area is also ex -

pected to be higher than in 2007, associated with a deceleration in productivity and an acceleration in

compensation per employee.

In ad di tion to do mes tic con di tions, de vel op ments in the euro and in im port prices of goods ex clud ing en ergy

had a mod er at ing ef fect on in fla tion in Por tu gal. The lat ter has also bene fited from the par tic i pa tion in the euro
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Chart 6.1 

HARMONISED INDEX OF CONSUMER PRICES 

Year-on-year and average rates of change
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Chart 6.2

WAGES AND ULC
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area, which has con trib uted to sta bi lise in fla tion ex pec ta tions around levels close to the euro area average

(Table 6.1 and Chart 6.3).

The intra-an nual evo lu tion of the year-on-year rate of change of the HICP through out 2008, as well as the pro -

jected in crease of the an nual av er age in fla tion, should es sen tially re flect de vel op ments in en ergy and pro -

cessed food prices (Ta ble 6.2).36 Through out the first half of 2008, both com po nents made a pos i tive and

in creas ing con tri bu tion to the year-on-year rate of change of to tal HICP, sim i larly to the ob served since Au gust 

2007 (Chart 6.4). From July to Sep tem ber, these com po nents also had a de ci sive in flu ence on the de celer -

ation of con sumer prices, against a back ground of lower in ter na tional food and energy commodity prices.

The sig nif i cant ac cel er a tion in en ergy prices (a cu mu la tive change from Jan u ary to Sep tem ber of 9.8 per cent

in 2008, af ter 1.9 per cent in 2007) was as so ci ated with oil price de vel op ments (Chart 6.5 and Ta ble 6.1).

Against this back ground, it should be noted that the prices of this com po nent de cel er ated from July to Sep -

tem ber, in line with the slow down in oil prices, which sug gests a re ver sal of the sharp in creases ob served

since the third quarter of 2007.

Nev er the less, in spite of the re cent de celer ation in en ergy prices, it can not be ex cluded the pos si bil ity of a

sub se quent up ward pres sure on in fla tion, as a re sult of the sig nif i cant in creases in these prices ob served by

the end of 2007 and in the first half of 2008. Dis tur bances in the price of a spe cific good or ser vice may spread

to prices of other goods or ser vices through (di rect or in di rect) trans mis sion mech a nisms, which vary ac cord -

ing to the dif fer ent mar kets and their re spec tive struc ture. For ex am ple, changes in trans port ser vice prices

ap pear to be pre ceded by changes in the price of fuel and lu bri cants and the trans mis sion lag seems to have

de creased in the most re cent pe riod (Chart 6.6). Like wise, prices of other en ergy goods are usu ally as so ci -

ated with the price of oil prod ucts.37 How ever, this was not seen in elec tric ity and gas prices in Por tu gal. The

price of elec tric ity in 2008 in creased less than in the pre vi ous year. In ad di tion, nat u ral gas sale tar iffs for fi nal

Ban co de Por tu gal | Economic Bulletin

Autumn 2008 | Economic Policy and Situation

62

Table 6.1

PORTUGAL – MAIN INTERNATIONAL PRICE INDICATORS

Rate of change, per cent

2004 2005 2006 2007

2008

Q1 Q2 Q3

Goods import prices (a)

Total 2.2 3.1 4.1 1.3 5.6 7.1

Total excluding fuels 0.8 -0.6 1.4 1.4 0.7 1.4

Consumer goods -1.6 -2.7 0.9 0.1 1.2 0.7

Food consumer goods 1.2 -0.7 2.3 4.0 7.4 5.7

Non-food consumer goods -2.8 -3.6 0.2 -1.7 -1.4 -1.8

International commodity prices

Oil prices (Brent Blend), EUR 21.4 45.0 19.0 0.4 44.0 53.2 44.9

Non-energy commodity prices, EUR 10.8 9.4 24.8 9.2 11.9 7.1 8.6

Nominal effective exchange rate index for Portugal (b) 0.6 -0.2 0.2 0.8 1.6 1.8 1.4

Sources: Eurostat, HWWI, INE, Thomson Reuters 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 Gouveia, A. C. and Coimbra, C., (2004), “New effective exchange rate index for the Portuguese economy”, Banco de Por tu gal, Eco nomic Bulletin-December.

(36)  There were also some disturbances in relative prices of other goods, which gave rise to some temporary volatility in the year-on-year monthly change in
prices. In particular, mention should be made to the deceleration observed in April 2008, which was to a large extent related to the base effect of the sharp
price increase in hospital services in the same month a year earlier. 

(37)  See  “Box 8 Non-oil energy price developments”, ECB Monthly Bulletin, September 2008.



cus tom ers are set by the En ergy Ser vices Reg u la tory Au thor ity (ERSE) since July 2008. This had a rather

sig nif i cant im pact on de vel op ments in gas con sumer prices (year-on-year rate of change of 4.3 per cent in the 

third quarter, after 10.4 per cent in the previous quarter).
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Chart 6.3

INFLATION EXPECTATIONS: PORTUGAL AND

EURO AREA
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Chart 6.4
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Table 6.2

HICP – MAIN CATEGORIES AND AGGREGATES

Average and year-on-year rates of change, per cent

Annual average rates

of change

Monthly year-on-year rates

of change

Weights

2007

2005 2006 2007 2008 2006 2007

Dec Dec Dec Sep Dec Mar Jun Sep

Total 100.0 2.1 3.0 2.4 2.9 2.7 3.1 3.4 3.2

Total excluding energy 90.8 1.4 2.5 2.3 2.2 2.0 2.5 2.5 2.6

Total excluding unprocessed food and energy 79.4 1.7 2.4 2.2 2.5 2.5 2.9 2.5 2.8

Goods 62.3 1.9 3.2 2.2 2.9 2.5 2.9 3.7 3.3

Food 21.9 0.1 3.6 2.8 4.1 2.4 4.8 5.9 5.0

Unprocessed 11.3 -0.5 3.2 3.0 0.5 -1.2 0.3 2.9 1.5

Processed 10.6 0.8 4.1 2.6 7.9 6.2 9.7 9.1 8.7

Industrial 40.4 2.8 3.0 1.9 2.2 2.6 1.8 2.5 2.3

Non-energy 31.1 1.0 1.5 1.4 0.0 0.6 -0.4 -0.4 0.5

Energy 9.2 10.0 8.1 3.5 9.4 9.5 9.1 11.7 8.2

Services 37.7 2.5 2.7 2.8 3.1 3.1 3.6 2.9 3.0

Memo:

CPI - 2.3 3.1 2.5 2.9 2.7 3.1 3.4 3.1

Euro area HICP - 2.2 2.2 2.1 3.4 3.1 3.6 4.0 3.6

Sources: Eurostat and INE.



De vel op ments in pro cessed food prices were sim i lar to those of en ergy prices, re flect ing since Au gust 2007

an in crease in food com mod ity prices in in ter na tional mar kets and in im port prices of food con sumer goods

(Chart 6.7 and Ta ble 6.1) (see “Sec tion 2 International framework” in this Bul le tin).38 Changes in pro cessed

food prices will also tend to pass through to the rel a tive prices of other prod ucts. In par tic u lar, pro cessed food

de vel op ments ap pear to have in flu enced changes in res tau rant and café prices (Chart 6.8). It should also be

noted that their ac cel er a tion con trib uted with 0.2 p.p. to the 0.7 p.p. in crease in the cu mu la tive rate of change

of to tal HICP up to Sep tem ber 2008 vis-à-vis the same period in the previous year.

The to tal in fla tion dif fer en tial (with in fla tion mea sured by the change in the HICP) vis-à-vis the euro area has

been de creas ing some what con tin u ously since July 2007, re cord ing neg a tive fig ures since Sep tem ber 2007

(Chart 6.9). These de vel op ments in the to tal dif fer en tial are be ing ba si cally de ter mined by the un pro cessed

food and the non-en ergy in dus trial goods com po nents. In par tic u lar, the neg a tive dif fer en tial vis-à-vis the euro

area in the case of non-en ergy in dus trial goods re flected a de crease in the prices of this ag gre gate in Por tu -

gal. In line with the de celer ation in im port prices of non-en ergy goods against a back ground of euro ap pre ci a -

tion in cu mu lated terms, this de crease was sig nif i cantly in flu enced by de vel op ments in mo tor ve hi cle prices

(prob a bly re lated to the en try into force on July 1st 2007 of changes in ve hi cle tax a tion). More over, the stan -

dard VAT rate de creased by 1 p.p. in July 2008 in Por tu gal. Nev er the less, there is some un cer tainty re gard ing

the actual ex tent of the pas s-through of this de crease to fi nal con sumer prices.39 

In turn, a pos i tive in fla tion dif fer en tial was reg is tered be tween Por tu gal and the euro area in the ser vices com -

po nent, in flu enced by an ac cel er a tion in res tau rant and café prices. Sim i larly, the ag gre gate “Pro cessed food

ex clud ing to bacco” has also shown pos i tive dif fer en tials vis-à-vis the euro area in the year-on-year rate of

change since Au gust 2007.40

The neg a tive in fla tion dif fer en tial vis-à-vis the euro area, con sis tent with in fla tion ex pec ta tions in Por tu gal not

higher than those in the euro area since De cem ber 2007 (Chart 6.3), seems to be broadly un af fected by the
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Chart 6.5

ENERGY PRICES

Year-on-year rate of change
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Chart 6.6 

DEVELOPMENTS IN THE PRICES OF FUEL AND

LUBRICANTS AND TRANSPORT SERVICES
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(38) For a more detailed discussion on developments in processed food prices throughout 2007 and early 2008, see “Box 5.1 Developments in processed food
prices throughout 2007”, Banco de Portugal, Annual Report 2007.

(39) For more details, see Banco de Portugal, Economic Bulletin–Summer 2008.

(40) In the case of tobacco, the inflation differential vis-à-vis the euro area is also positive. However, more recently, its contribution to the total inflation differential
has remained relatively stable around 0.1 p.p.



ad min is tered price com po nent, since the neg a tive in fla tion dif fer en tial of goods with ad min is tered prices

(namely elec tric ity, gas and phar ma ceu ti cal prod ucts) is off set by the pos i tive dif fer en tial of ser vices with ad -

min is tered prices (in par tic u lar transport services and actual rents paid).
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Chart 6.7

FOOD PRICES

Year-on-year rates of change

-30

-20

-10

0

10

20

30

40

50

2005 2006 2007 2008

P
e

r
c
e

n
t

-2

0

2

4

6

8

10

12

P
e

r
c
e

n
t

Price index for food commodities
HICP -  Processed food (right-hand scale)

(a)
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Note: (a) Se ries lagged five pe ri ods.

Chart 6.8 

DEVELOPMENTS IN THE PRICES OF PROCESSED
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Chart 6.9
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7. BALANCE OF PAYMENTS

7.1. Borrowing requirements in 2008

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 8.9 per cent of gross do mes tic prod uct (GDP) in

2008, i.e. a 0.7 per cent age point (p.p.) in crease from the pre vi ous year (Ta ble 7.1.1). There fore, fol low ing

the in ter rup tion of a de te ri o rat ing trend in 2007, the ex ter nal im bal ance of the Por tu guese econ omy is

pro jected to in crease in 2008. The wid en ing ex ter nal def i cit re flects the lower do mes tic sav ings rate, the

rel a tively un changed in vest ment rate of the econ omy com pared to 2007 and the higher cap i tal ac count

sur plus (Chart 7.1.1). Cur rent es ti mates for ex ter nal bor row ing re quire ments are be low those pub lished

in the sum mer is sue of the Eco nomic Bul le tin (10.6 per cent of GDP), re flect ing a more marked im prove -

ment in the cap i tal ac count sur plus and, in terms of cur rent ac count com po nents, a lower in come ac count 

def i cit than pre vi ously pro jected.41 

The in crease in ex ter nal bor row ing re quire ments re flects the wid en ing of the cur rent ac count def i cit,

which more than off sets the higher cap i tal ac count sur plus. In turn, cur rent ac count de vel op ments seem

to re flect larger def i cits for both the goods and ser vices and the in come ac counts. The larger goods and

ser vices def i cit seems to have mainly re sulted from de te ri o rat ing terms of trade and vol ume ef fect, which

are es ti mated to be neg a tive in 2008, as op posed to 2007. The neg a tive vol ume ef fect, re flect ing a higher 

growth in im ports than in ex ports, seems to have been af fected by the de celer ation of ex ter nal de mand

and a slight loss in mar ket share. The wid en ing in come ac count def i cit seems to be as so ci ated with the

con tinued de te ri o ra tion of the in ter na tional in vest ment po si tion and the rise in fi nanc ing costs, amid fi nan -

cial mar ket tur moil (see “Sec tion 3.1 Monetary policy of the ECB and monetary and financial conditions of 

the Portuguese economy”, in this Bulletin).
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Table 7.1.1

CURRENT AND CAPITAL ACCOUNTS

Balance as a percentage of GDP

1st half of the year (a)

2006 2007 2008 (b) 2006 2007 2008

Current and capital accounts -9.3 -8.2 -8.9 -10.8 -8.1 -10.0

Current account -10.1 -9.5 - -11.3 -9.2 -11.9

Goods and services accounts -7.6 -6.6 -8.0 -8.9 -6.4 -8.4

Goods -10.7 -10.7 - -11.0 -9.7 -11.9

Services 3.1 4.1 - 2.1 3.3 3.5

of which:

Travel and tourism 2.6 2.8 - 1.9 2.0 2.1

Income -4.1 -4.5 - -4.1 -4.5 -4.9

Current transfers 1.6 1.6 - 1.7 1.7 1.5

of which:

Emigrants/immigrants remittances 1.2 1.2 - 1.0 1.2 1.0

Capital account 0.8 1.3 - 0.6 1.1 1.9

Sources: INE and Banco de Por tu gal.
Notes: (a) For the cal cu la tion of ra tios of the var i ous Bal ance of Pay ments com po nents to GDP over the first half of each year, six-month Banco de Por tu gal es ti mates of nom i nal GDP
were used. (b) Banco de Por tu gal estimates.

(41) Estimates for the income deficit below the previous projection are largely associated with updated background information used to estimate direct
investment income within the framework of the balance of payments statistics.



7.2. The balance of payments in the first half of 2008

In the first half of 2008 the com bined cur rent and cap i tal ac count def i cit in creased from 8.1 per cent of GDP in

2007 to 10.0 per cent of GDP in 2008 (Ta ble 7.1.1). Against a back ground of higher cap i tal ac count sur plus

and rel a tive sta bili sa tion of the cur rent trans fers sur plus, Por tu guese ex ter nal def i cit de vel op ments were dom -

i nated by the de te ri o ra tion of the goods and ser vices ac count and, to a lesser ex tent, the in come ac count

(Chart 7.2.1). The wid en ing of the goods and ser vices def i cit, which is as so ci ated with the in crease in the

goods def i cit – the ser vices sur plus re mained vir tu ally un changed vis-à-vis the same pe riod in the pre vi ous

year – re flected a neg a tive ef fect on terms of trade, in prices and in volume terms (Chart 7.2.2).

In the first half of the year, the higher cap i tal ac count sur plus mainly re flected the pub lic trans fers com po nent,

which seems to be strongly in flu enced by the time over lap of pro jects funded un der the Third Com mu nity

Sup port Frame work with pro jects cov ered by the Na tional Stra te gic Ref er ence Frame work. Over the same

pe riod, the in come def i cit wid ened by 0.4 p.p. of GDP com pared to 2007, con tin u ing the trend deterioration

started in 2004.

In turn, the rel a tive sta bili sa tion of the ser vices sur plus mainly re flected the de celer ation of ser vices ex ports,

par tic u larly tour ism and trans por ta tion, as well as the ac cel er a tion in im ports, in par tic u lar of tech ni cal pro fes -

sional ser vices. Also in the first six months of 2008, the goods def i cit stood at 11.9 per cent of GDP, i.e. an in -

crease of 2.2 p.p. of GDP com pared to the same pe riod in 2007, fol low ing an im prove ment of 1.3 p.p. of GDP

in the first half of 2007 compared to the previous year.

In con trast to 2007, in the first half of 2008 im port prices grew at a higher rate than ex port prices. Par tic u larly in

the case of goods, and ac cord ing to Banco de Por tu gal es ti mates on the ba sis of data pro vided by INE, im port 

prices grew by 6.3 per cent, while ex port prices in creased by 2.3 per cent, trans lat ing into a loss of terms of

trade of 3.7 per cent. More over, the strong ac cel er a tion in goods im port prices (6.2 p.p. com pared to the first

half of 2007), which was strongly in flu enced by fuel prices, re sulted in a more neg a tive price ef fect than in first

half of the pre vi ous year. Also in terms of vol ume, im ports grew more than ex ports, giv ing rise to a neg a tive

vol ume ef fect, which con trasted with a pos i tive vol ume ef fect in the first half of 2007. This neg a tive ef fect

mainly re flected the goods com po nent, in par tic u lar goods ex clud ing en ergy (Chart 7.2.3). In the case of the

Ban co de Por tu gal | Economic Bulletin

Autumn 2008 | Economic Policy and Situation

68

Chart 7.1.1

BORROWING REQUIREMENTS OF THE ECONOMY

-10

-5

0

5

10

15

20

25

30

1995 1997 1999 2001 2003 2005 2007

P
e

rc
e

n
ta

g
e

o
f
G

D
P

Current account + Capital account
Capital account
Investment rate
Domestic saving rate

Sources: INE and Banco de Por tu gal.



services account, the volume effect associated with balance changes in the first half of 2008 is close to zero,

in contrast to the strong positive effect in the same period of the previous year.
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Sources: INE and Banco de Portugal.

Note: A positive (negative) change means an increase (decrease) in the goods and ser-

vices account. For a detailed description of the methodology used, see the footnote to

Chart 4.24 in the 2007 Annual Report of Banco de Portugal.
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7.3. The financial account in the first half of 2008

The in creas ing fi nan cial in te gra tion of the Por tu guese econ omy, which was in ten si fied with par tic i pa -

tion in the euro area, has en larged the range of pos si bil i ties for the ex pen di ture and sav ing de ci sions of 

res i dent eco nomic agents. In fact, fi nan cial in te gra tion not only con trib uted to re duce their li quid ity con -

straints, due to greater ac cess to ex ter nal fi nanc ing free of ex change rate risk, but also to widen the

pos si bil i ties for al lo ca tion of fi nan cial wealth. On the one hand, this en vi ron ment led to a sig nif i cant and 

pro tracted di ver gence be tween do mes tic sav ings and in vest ment, with the cur rent and cap i tal ac count

def i cit re main ing high. On the other hand, it re sulted in very sub stan tial gross flows of fi nan cial as sets

and li a bil i ties with the rest of the world. The res i dent bank ing sys tem, which car ries out a key fi nan cial

in ter me di a tion func tion, has been the main ve hi cle to chan nel ex ter nal sav ings to the econ omy and, as 

such, to fuel an ac cu mu la tion of ex ter nal fi nan cial li a bil i ties. In turn, in sti tu tional in ves tors, par tic u larly

mu tual funds, took ad van tage of this en vi ron ment to di ver sify their fi nan cial as sets port fo lios, grad u ally 

increasing the relative importance of foreign securities and thus contributing significantly to the

accumulation of external assets.

The fi nan cial mar ket tur moil ob served since the sum mer of 2007 has lim ited banks’ net bor row ing from 

whole sale debt mar kets, which largely de ter mined the strong re duc tion of ex ter nal li a bil ity flows. At the

same time, in a con text of in creased risk aver sion, res i dents have re ad justed their port fo lio of fi nan cial

as sets to wards bank de pos its to the det ri ment of fi nan cial in vest ments more sen si tive to mar ket fluc tu -

a tions, such as mu tual fund units. There fore, mu tual funds sold sub stan tial vol umes of port fo lio se cu ri -

ties to non-res i dents in or der to cope with the grow ing re demp tions of mu tual fund units, thereby

con trib ut ing to sig nif i cantly re duce gross flows of ex ter nal fi nan cial as sets held by the non-mon e tary fi -

nan cial in sti tu tion sec tor as a whole (which also includes insurance corporations and pension funds)

(Chart 7.3.1).

Such de vel op ments, which were al ready ev i dent in the sec ond half of 2007, in ten si fied in the first half

of 2008. In fact, dur ing this pe riod, in flows to the fi nan cial ac count were equiv a lent to 10.7 per cent of

GDP, com pared with 9.9 per cent of GDP in the same pe riod of the pre vi ous year (Ta ble 7.3.1).42

There fore, al though net in flows were close to those seen in the first half of 2007, i.e. prior to the on set

of fi nan cial tur moil, gross fi nan cial flows (changes in as sets and li a bil i ties) de clined sig nif i cantly in the

first half of 2008, by around 15 p.p. of GDP.

In net terms, the ex ter nal fi nanc ing of the Por tu guese econ omy con tinued to be mostly in ter me di ated

by the res i dent bank ing sys tem, even though the cor re spond ing net fi nanc ing flow de clined sig nif i -

cantly (by 8.4 p.p. of GDP). There fore, de spite un fa vour able con di tions in ac cess to fi nanc ing in in ter -

na tional whole sale debt mar kets, other mon e tary fi nan cial in sti tu tions (OMFIs) pre served some

ac cess to pri mary debt se cu ri ties mar kets, al beit with shorter ma tu ri ties and higher costs. In fact, port -

fo lio in vest ment li a bil ity flows of OMFIs amounted to 11.1 per cent of GDP in the first half of 2008, i.e.

2.9 p.p. of GDP less than in the same pe riod of the pre vi ous year. In turn, other in vest ment li a bil ity

flows of this sec tor fell very mark edly (8.0 p.p. of GDP). At the same time, in a con text of dis tur bance in

the func tion ing of the in ter bank money mar ket and, in gen eral, of the whole sale debt mar ket, banks
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(42) As in previous years, financial account records are affected by temporary end-year operations between banks and monetary authorities, which are only
reflected in the distribution of the external position of the economy between these two sectors, without affecting the overall financial account balance. Those
operations affect statistics on other investment flows of these two sectors making it more difficult to identify the importance of banks for the financing of the
economy. At the end of 2007, in the context of euro money market tensions, this effect was particularly relevant. Against this background, deposits of
resident credit institutions with Banco de Portugal increased markedly (by around 6.4 per cent of GDP), partly due to extraordinary liquidity-absorbing
operations conducted by the Eurosystem. Given the temporary nature of the above-mentioned operations, the analysis presented in this section is based on 
figures adjusted for these operations.



seem to have concentrated their liquidity at the domestic level, leading to a reduction of other

investment assets, in contrast to the same period of the previous year.

The above-mentioned financial assets portfolio reallocation by residents, which involved substantial

redemptions of mutual fund units and, consequently, sales to non-residents of portfolio securities held

by funds, were reflected in significant changes in the role of non-monetary financial institutions in the fi-

nancing of the financial account. In fact, as opposed to the first half of 2007, when net outflows associ-

ated with portfolio investment of this sector amounted to 7.5 per cent of GDP, in the first half of 2008, a

portfolio disinvestment of 1.0 per cent of GDP was observed.

Net direct inflows to the general government were close to zero in the first half of 2008. In fact, net pur-

chases of government debt securities by non-residents were mainly offset by the repayment of

short-term loans granted by non-resident financial institutions. Therefore, general government borrow-

ing requirements seem to have been met by residents, which may reflect increased demand for safer

assets due to heightened financial market tension.
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Chart 7.3.1

FINANCIAL ACCOUNT

Balance and gross flows by institutional sector
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Table 7.3.1

FINANCIAL ACCOUNT

As a percentage of GDP

Jan-Jun 2007 Jan-Jun 2008

Change

in liabilities

Change

in assets

Net

change

Change

in

liabilities

Change

in assets

Net

change

Current and capital accounts -8.1 -10.0

Financial account 27.5 (25.1) -17.6 (-15.2) 9.9 17.2 (10.8) -6.6 (-0.1) 10.7

Direct investment 3.1 -2.8 0.3 2.1 -1.1 1.1

excluding Madeira and St. Maria (Azores) off-shores 3.0 -3.0 0.0 2.1 -0.5 1.6

Portfolio investment 17.1 -9.2 7.9 14.5 -3.9 10.6

Financial derivatives -3.6 4.0 0.4 -5.8 6.0 0.2

Other investment 11.0 (8.6) -9.9 (-7.4) 1.2 6.4 (0.0) -7.3 (-0.9) -1.0

Reserve assets 0.2 0.2 -0.2 -0.2

By institutional sector of resident investor:

Monetary authorities (a) 3.2 (0.8) -0.4 2.8 (0.4) 7.8 (1.3) -0.1 7.7 (1.2)

Portfolio investment 0.0 2.7 2.7 0.0 1.4 1.4

Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0

Other investment 3.2 (0.8) -3.3 -0.1 (-2.5) 7.8 (1.4) -1.3 6.5 (0.1)

Reserve assets 0.2 0.2 -0.2 -0.2

General government -1.2 0.3 -0.8 0.3 -0.2 0.1

Direct investment 0.0 0.0 0.0 0.0 0.0 0.0

excluding Madeira and St. Maria (Azores) off-shores 0.0 0.0 0.0 0.0 0.0 0.0

Portfolio investment 1.0 -0.2 0.7 3.5 -0.8 2.7

Financial derivatives -0.6 0.6 0.0 -0.7 0.5 -0.2

Other investment -1.6 -0.1 -1.6 -2.4 0.0 -2.4

Other monetary financial institutions (a) 20.8 -4.3 (-1.9) 16.5 (18.9) 7.8 -3.7 (2.8) 4.1 (10.6)

Direct investment 0.4 -0.3 0.1 0.1 -0.2 -0.1

excluding Madeira and St. Maria (Azores) off-shores 0.4 -0.3 0.1 0.1 -0.2 -0.1

Portfolio investment 14.1 -2.9 11.2 11.1 -4.7 6.4

Financial derivatives -2.2 2.4 0.3 -4.0 4.2 0.2

Other investment 8.5 -3.6 (-1.1) 4.9 (7.4) 0.5 -3.0 (3.5) -2.5 (4.0)

Non-monetary financial institutions 2.5 -7.5 -4.9 0.1 1.1 1.2

Direct investment 0.9 -0.3 0.6 0.7 -0.1 0.7

excluding Madeira and St. Maria (Azores) off-shores 0.9 -0.3 0.6 0.7 -0.1 0.7

Portfolio investment 2.2 -7.5 -5.3 0.2 1.0 1.3

Financial derivatives -0.7 0.7 0.0 -0.7 0.7 0.0

Other investment 0.1 -0.4 -0.2 -0.2 -0.6 -0.8

Non-financial corporations and households 2.1 -5.8 -3.7 1.2 -3.6 -2.4

Direct investment 1.7 -2.2 -0.5 1.3 -0.8 0.5

excluding Madeira and St. Maria (Azores) off-shores 1.7 -2.4 -0.7 1.2 -0.3 1.0

Portfolio investment -0.2 -1.3 -1.4 -0.3 -0.9 -1.2

Non-financial corporations -0.2 -0.2 -0.3 -0.3 -0.5 -0.8

Households 0.0 -1.1 -1.1 0.0 -0.4 -0.4

Financial derivatives -0.2 0.3 0.1 -0.4 0.6 0.2

Other investment 0.8 -2.6 -1.8 0.7 -2.5 -1.8

Errors and omissions -1.8 -0.7

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) Fig ures in brack ets un der “Other in vest ment” of mon e tary au thor i ties and of other mon e tary fi nan cial in sti tu tions are ad justed for tem po rary end-year op er -
a tions be tween these two sec tors, which were re versed in the first days of the following year.



8. CONCLUSION

The Por tu guese econ omy has been char ac ter ised in re cent years by an atyp i cal pat tern. This has in -

volved os cil la tion be tween short pe ri ods of ac cel er a tion and de celer ation of ac tiv ity in the con text of a

lower trend growth than in pre vi ous cy cles. This be hav iour has been in flu enced not only by ex ter nal cir -

cum stances, among them the sub stan tial real and nom i nal shocks wit nessed over the cur rent de cade

but also by the do mes tic struc tural frame work, char ac ter ised by low pro duc tiv ity growth. This oc curred

in the con text of a grad ual change, al beit late in com ing, in the in sti tu tional frame work, both in terms of

the func tion ing of mar kets and the qual ity of the econ omy’s fac tors of pro duc tion. In this con text, in par -

tic u lar with the grow ing par tic i pa tion in world mar kets of very large coun tries with low unit la bour costs,

com pet ing di rectly with tra di tional sec tors in trad able goods, the Por tu guese econ omy has gone

through a long pe riod of real di ver gence vis-à-vis the Eu ro pean Union, in a process that cannot merely

be assessed from a strictly cyclical perspective.

Dur ing 2008, an other fac tor meshed in: the grad ual trans mis sion to the Por tu guese econ omy of a se -

ries of ex ter nal shocks af fect ing the fi nan cial mar kets and global eco nomic ac tiv ity that had be gun to

loom in the sec ond half of 2007. Within the cur rent in sti tu tional frame work, it is cru cial to try to un der -

stand how the Por tu guese econ omy will ad just in the near fu ture. It will above all be es sen tial to as sess

the mag ni tude and du ra tion of the pres ent cri sis in the in ter na tional fi nan cial sys tem, as well as the

level at which the fi nan cial mar kets will sta bi lise. These el e ments are vi tally im por tant to as sess the

sustainability of the indebtedness path of economic agents.

In fact, the sol vency con di tions stem ming from fam i lies’ intertemporal bud get ary con straints are be -

com ing more ac tive, given the rel a tively low level of sav ings and the sig nif i cant part of in come that fam -

i lies have to al lot to cap i tal and in ter est re pay ments. With a rel a tively high level of in debt ed ness in the

sec tor, these de vel op ments sug gest that the rel a tive dy na mism of pri vate con sump tion seen in the re -

cent past will not be sus tain able in the fu ture, at least un til it can be based on the trend growth in in -

come. The ad just ment of non-fi nan cial en ter prises will, in its turn, de pend on their com pet i tive ca pac ity 

in an ad verse in ter na tional con text, in which there are more strin gent fi nanc ing con di tions. With con -

sump tion and in vest ment slow ing, the cur rent and cap i tal ac counts should nar row. Fi nally, the cur rent

cri sis in the in ter na tional fi nan cial mar kets re in forces the im por tance of main tain ing a sus tain able path

for the pub lic ac counts in the me dium and long term. Build ing on the bud get con sol i da tion achieved

over the past few years this will contribute towards greater economic growth in the future. 

The cur rent mac ro eco nomic frame work is char ac ter ised by a strong in ter ac tion be tween a rapid world -

wide eco nomic slow down and an un prec e dented cri sis in the in ter na tional fi nan cial mar kets. This has

been pro gres sively trans mit ted to the Por tu guese econ omy and the pres sure is likely to ac cen tu ate in

the fu ture. In ad di tion, the un cer tainty as to the mo ment when the slow down will reach a trough and

turn around leads to down side risks on ex ports and in vest ment, mac ro eco nomic ag gre gates that are

par tic u larly sen si tive to ex ter nal de vel op ments. This will have sig nif i cant re per cus sions on the la bour

mar ket, trans lated in par tic u lar into less dy namic em ploy ment. How ever, the deep en ing of the in ter na -

tional cri sis has led to mea sures be ing put in place across the world in a rel a tively co-ordinated fash ion

tar geted on the one hand on the fi nan cial mar kets and, on the other, in volv ing ex pan sion ary fis cal and

mon e tary pol i cies. The short-term ef fects of these mea sures are still dif fi cult to as sess, but they should 

act as a coun ter-weight to the per sis tent wors en ing of the cri sis. As re gards the Por tu guese econ omy

spe cif i cally, im por tant facts in the short term worth high light ing are the de cline in in ter est rates and the

deceleration in fuel prices. The earlier rises in these had had a considerable impact on families and

enterprises. 
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In the me dium and long term, it is now ever more im por tant to con tinue to bol ster the in sti tu tional and

struc tural frame work of the Por tu guese econ omy, in par tic u lar the qual ity of hu man cap i tal and the

func tion ing of the goods and la bour mar kets, as well as main tain ing the cur rent mac ro eco nomic sta bil -

ity frame work. The main te nance of these ob jec tives re mains cru cial in or der to cre ate the con di tions

that en sure, af ter the cur rent global slow down in eco nomic ac tiv ity, a sus tained pro cess of growth and

real con ver gence to the per capital income levels of the European Union.

This ar ti cle was writ ten with in for ma tion avail able up to the end of Oc to ber 2008, with the ex cep tion of

mon e tary pol icy de ci sions and Mon e tary and Fi nan cial Statistics.
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Box 1. Housing markets in some advanced economies

In a num ber of ad vanced econ o mies, the hous ing sec tor is wit ness ing a con sid er able down turn both in ac tiv ity and

in prices. In the United States, ac tiv ity in di ca tors started to de celer ate from the sec ond half of 2004 and to ob serve

a pro nounced de clin ing trend from the end of 2005. Against this back drop, prices in real terms have been fall ing

year-on-year since the third quar ter of 2007, and in nom i nal terms since early 2008.1 In most Eu ro pean coun tries,

the turn around in the hous ing mar ket has been more re cent. In these econ o mies the ad just ment pro cess be came

steeper with the on set of the fi nan cial mar ket tur moil in mid-2007, as can be seen in the busi ness con fi dence in di -

ca tors for the res i den tial build ing sec tor (Chart 1). The down wards cor rec tion of ac tiv ity in the res i den tial sec tor and 

the slow ing of mort gage credit are tak ing on ma jor pro por tions in Ire land, Spain and the United King dom. In these

coun tries, as in the United States, nom i nal prices are al ready pre sent ing year-on-year re duc tions2 (Charts 2, 3 e 4).

The ad just ment in house prices in these econ o mies has come af ter a pe riod of big rises since the mid-90s. Be -

tween 1996 and 2007, the cu mu la tive in crease of prices in the United States stood at around 100 per cent. Al -

though this in crease is high it is in fact lower than in some other ad vanced econ o mies (Chart 5). In the United King -

dom, prices in the same pe riod rose by around 200 per cent. In the euro area, prices grew on av er age by around 80

per cent be tween 1996 and 2007, though there were big dif fer ences be tween coun tries. In some cases, prices

moved up sharply, as in Ire land, where the rise was 350 per cent and, to a lesser ex tent, in Spain (200 per cent),

France, the Neth er lands and Bel gium (around 150 per cent). In con trast, in Ger many, prices over the same period

hardly moved. 

In Por tu gal, the cu mu la tive in crease in prices be tween 1996 and 2007 was only 45 per cent, with in vest ment in

hous ing de clin ing con sid er ably (in cu mu la tive terms) since the turn of the mil len nium. There was a mod er ate rise in 

prices to wards the end of the 90s but this lost mo men tum in the be gin ning of the cur rent de cade as ac tiv ity slack -
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Chart 1

BUSINESS CONFIDENCE IN THE RESIDENTIAL
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Chart 2
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Sources: ECB, Bank of Eng land and Thomson Reuters.
Notes: (a) In the case of the United King dom and the United States, this in cludes loans
granted by other in sti tu tions than MFIs.

(1) The price index used in this Box for the United States is the median price index for existing homes (the OFHEO index). This is considered to be more representative of prices for the
economy as a whole and the best one to use for comparisons with other countries. The S&P/Case-Shiller index (made up of 10 towns) is also frequently used. This index started to
fall earlier and presents sharper declines than the OFHEO. The two use different methodologies. The S&P/Case-Shiller index only covers certain regions in the country, it does not
cover only homes acquired on the basis of conventional mortgage loans (as the OFHEO does) and each home is given a weighting proportional to its value (the OFHEO gives all
homes the same weighting).

(2) The Spanish National Statistical Office began in October 2008 to publish an indicator for house prices which is more harmonised with the price indexes of the European Union than
the index included in this box, which is published by the Ministério de Vivienda. According to the new indicator, house prices have fallen by 0.3 per cent year-on-year in the second
quarter of 2008, whereas the Ministério de Vivienda gives an increase of 2.0 per cent. 



ened and since then the growth rate of prices has been low. In this frame work, the avail able em pir i cal ev i dence

seems to in di cate that house prices are not over-val ued.3
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Chart 3

GROSS FIXED CAPITAL FORMATION -

RESIDENTIAL BUILDING
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Chart 4

HOUSING PRICES (a)
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Chart 5

ACCUMULATED INCREASE IN HOUSE PRICES

BETWEEN 1996 AND 2007 (a)

Sources: Bank of In ter na tional Set tle ments, Imométrica and Thomson Reuters.
Note: (a) Prices for the United King dom, Spain, Den mark, Por tu gal and Ger many re late
to all hous ing (new and ex ist ing), whereas prices for Ire land, Nor way, Swe den, Bel gium,
France, the Neth er lands and the United States re late to ex ist ing hous ing only. The se ries
for the euro area is an ag gre gate of the na tional se ries calculated by the ECB.
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(3) See IMF (2008a) and “Box 6.1. Housing Prices in Portugal and Macroeconomic Fundamentals: Evidence of Quantile Regression”, Banco de Portugal, Financial Stability Report
2005. 



The recent expansion of housing markets in some advanced economies differs in several ways from other past epi-

sodes of strong increases in residential property prices.
4

In the first place, prices increased more and went on rising

for a longer period.
5

In the second place, unlike the normal pattern, prices in real terms continued to rise strongly

even as the economy slowed in the first years of the current decade. Lastly, the period of steep rises involved more

economies than in previous cycles.

Housing markets tend to be local and are therefore very prone to respond to specific conditions in the economy,

among them legal and fiscal issues. The highly synchronised move in prices from the mid-90s, however, suggests

that common factors have played an important role in this particular cycle.

It is possible to pinpoint a number of factors that have contributed to dynamic demand for housing in several of the

economies where there were significant price hikes (although the impact on each of the countries differed as a

function of their specific macroeconomic framework):

• Interest rates dropped considerably during the 90s, and remained low for the first half of the current decade

(Chart 6), contributing to a reduction in the cost of bank loans. This factor was particularly important in those

economies with high interest rates in the first half of the 90s.

• The financial innovation and competition in the banking sector throughout this period made it easier for credit

institutions to finance mortgage loans (for example, by credit securitization) and for families to have access

to more diverse funding products. These effects, which stemmed to a large extent from greater liberalisation

in the financial sector, were less important in the euro area
6

than in the United Kingdom, the Nordic countries

and, above all, the United States.
7

The possibility of equity withdrawal could also have played a part in the

dynamics of the housing market, especially in Anglo-Saxon countries, where the practice is more

widespread.
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Chart 6

REAL INTEREST RATES
(a)

Short term Long term

-2

-1

0

1

2

3

4

5

6

7

Jan-

95

Jul-

96

Jan-

98

Jul-

99

Jan-

01

Jul-

02

Jan-

04

Jul-

05

Jan-

07

Jul-

08

P
e
r

c
e
n
t

United Kingdom Spain Irlanda Portugal

0

1

2

3

4

5

6

7

Jan-

95

Jul-

96

Jan-

98

Jul-

99

Jan-

01

Jul-

02

Jan-

04

Jul-

05

Jan-

07

Jul-

08

P
e
r

c
e
n
t

United States France Belgium Netherlands Germany

Sources: Consensus Economics, Thomson Reuters and Banco de Portugal calculations.

Note: (a) The three-month interbank rates and the rates of return on ten-year public debt are deflated on the basis of the forecasts of Consensus Economics for inflation one year ahead.

(4) See Girouard et al. (2006).

(5) According to the analysis made by Girouard et al. (2006), in historical terms the cycles in house prices in some advanced economies have been characterised on average by around

6 years of expansion, during which house prices in real terms increase around 45 per cent and then contract over five years with average falls in prices of around 25 per cent.

(6) In the euro area, deposits continue to be the banks’ main source of financing, although there has been an increase in the proportion of market-based sources, such as debt securities

collaterised by mortgage credit, particularly covered bonds. This type of instrument, which is very common in Germany (Pfandbriefe bonds), has been becoming more important in

other euro area countries (mainly Spain but also France). Covered bonds are, however, different in many respects from mortgage-backed securities. Among these differences is the

fact that they normally stay on the balance sheet of the issuer and this limits the transfer of risk by the banks. In addition, mortgage-backed securities have different features in

different countries. This has consequences in terms of the incentives to monitorise credit risk and therefore in terms of expansion of the credit market itself.

(7) See Hilbers et al. (2008) and the IMF (2008b).



• The de cline in stock mar kets dur ing the 2001-2003 pe riod, af ter the dotcom bub ble burst, in par al lel with am -

ple li quid ity in the in ter na tional fi nan cial sys tem (de riv ing to a large ex tent from low in ter est rates), could well

have led to a re al lo ca tion of in vest ment to the housing market. 

• A rel a tively sus tained and strong growth in fam i lies’ dis pos able in come was ob served in a num ber of coun -

tries, among them Ire land, the United King dom, Spain, the United States and France. 

• The fall in the cost of trans port, in tan dem with the other fac tors men tioned be fore, seems to have also con -

trib uted to an in crease in the de mand for sec ond houses. In some coun tries, es pe cially Spain, this led to a

con sid er able in crease in the de mand for houses from non-res i dents.8 

• The higher pop u la tion growth, which was re lated in some coun tries to the pro cess of im mi gra tion (Chart 7). 

• The re duc tion in the av er age size of fam i lies.9 

Along with these com mon fac tors, the in crease in de mand for hous ing since the mid-90s was also af fected by the

fol low ing id io syn cratic factors:

• In the United States, there was a par tic u larly no tice able eas ing in the mort gage lend ing stan dards, as a re -

sult of the com bined ef fects of the tax and le gal sys tems, the tenor of fi nan cial reg u la tion and the mort gage

mar ket.10 This can be seen, for in stance, in the rise in loan-to-value ra tios, re sult ing in many cases from suc -

ces sive re-fi nanc ing, from the ex is tence of in ter est-only loans, low doc u men ta tion stan dards re gard ing

debtor sol vency and in gen eral from the ma jor ex pan sion in the mort gage sub-pri me seg ment. In the Eu ro -

pean econ o mies, and above all in most of the euro area, these kinds of de vel op ments were lim ited. In these

econ o mies, the sub-pri me mort gage seg ment is only a small pro por tion of the to tal credit, there are more

con ser va tive loan-to-value ra tios and fewer op por tu ni ties for refinancing a mortgage or getting second

mortgages.

• The in crease in de mand for hous ing could well have been pushed by the sub stan tial sub si dies avail able in

France and in the Neth er lands by mort gage in ter est tax de duc tions.11
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Chart 7
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(8) According to RICS (2008), the countries of southern Europe are among those where second homes have a higher share in housing stocks (in Greece, Italy, France and Spain they
represent 10 - 15 per cent of all dwellings). Such homes are also important in Scandinavia and Ireland. 

(9) See, for example, the Factsheets of the European Mortgage Federation covering various European countries.

(10) See Ellis (2008).

(11)  See RICS (2008).



The dif fer ent de vel op ment of hous ing sup ply in var i ous coun tries, which in many cases was the re sult of very dis -

tinct pub lic pol i cies, might well also have fac tored into the moves in house prices. Among these fea tures are the

following:

• In some coun tries, among them the United King dom,12 the Neth er lands and some of the Nordic coun tries,

the reg u la tions on land use ham per con struc tion, pro vid ing fer tile ground for big price rises. 

• In the United States, on the other hand, ac cord ing to Ellis (2008), the re gions where de mand was more dy -

namic were those where fewer re stric tions on con struc tion ex isted, and this prob a bly helped push up sup ply

(when com pared to de mand) more than in other coun tries where big price hikes were seen. This could be the 

rea son why prices in the United States rose rel a tively less than in other coun tries - al though there were

marked re gional variations.

• In Ger many, gov ern ment in cen tives for hous ing in tro duced af ter re uni fi ca tion in force un til 2006, gave an ini -

tial boost to growth in the res i den tial sec tor but led to an ex cess of sup ply from the mid-90s. This sit u a tion, in

tan dem with low growth of dis pos able in come in the early part of the mil len nium and less fa vour able fi nanc -

ing con di tions than in other coun tries, led to the poorer performance of the housing market.

The down turn in the hous ing mar ket in some Eu ro pean econ o mies and in the United States also seems to have

been in flu enced by a raft of com mon fac tors, though the size and mag ni tude of the ad just ments de pend on the vul -

ner a bil i ties in the econ o mies concerned. 

By and large, down ward moves in hous ing mar kets prob a bly re flected to a large ex tent an in ver sion of some of the

fac tors fa vour able to de mand. A rise in res i den tial prop erty prices above the growth of dis pos able in come has con -

trib uted to re duc ing the affordability of houses for fam i lies. This sit u a tion was ex ac er bated by the rise in in ter est

rates. From mid-2007, the fi nan cial cri sis put even more down side pres sure on de mand for hous ing, with in ter est

rates of fered by banks re main ing high on the back of in creased risk premia, tighter credit con di tions, a less pos i tive

evo lu tion in fam i lies’ dis pos able in come and gen er ally pes si mis tic ex pec ta tions as to the mac ro eco nomic out look.

The in crease in in ter est rates over re cent years has im pacted above all on short-term rates and thus it prob a bly af -

fected more neg a tively the de mand for hous ing in coun tries where vari able rates pre dom i nate. As a last point, cor -

rec tion in res i den tial prop erty prices is oc cur ring in a sit u a tion where there are signs of pos si ble over valu ations and

this could well have con trib uted to a re ver sal of the feel ing that prices would continue to rise.13 

With the econ omy weak en ing and fi nanc ing con di tions wors en ing, the hous ing mar ket in some ad vanced econ o -

mies will prob a bly con tinue to ratchet down. The cor rec tion in this sec tor may have sub stan tial neg a tive ef fects on

eco nomic ac tiv ity through a range of chan nels. The most di rect im pact is in cut backs to in vest ment in con struc tion,

but there are many other re lated eco nomic ac tiv i ties in volved where neg a tive pres sures will also be brought to bear 

(among them es tate agency op er a tions, bank ing credit and ac tiv i ties du ra ble goods re lated). Cor rec tions to ac tiv ity 

and prices in the res i den tial sec tor can have a neg a tive im pact on con sump tion in var i ous ways. Firstly, the fall in

house prices might de ter mine a re duc tion in fam i lies’ wealth. Sec ondly, pri vate con sump tion might be im pacted

neg a tively through the credit, chan nel since houses can be used as col lat eral for con sumer credit. Lastly, there is

the im pact of a rise in un em ploy ment in the sec tors men tioned above. In ad di tion, as fi nanc ing costs rise and dis -

pos able in come pres ents a more neg a tive evo lu tion, the ef fect on pri vate con sump tion will tend to be greater in

econ o mies where there is a higher level of house hold in debt ed ness. Given this, the ex tent of the im pact on eco -

nomic growth de pends not only on the depth of the cur rent down turn in the hous ing mar ket, but also on the par tic u -

lar i ties of each country. This includes families’ financial situations and the weight of construction and related

activities in GDP. 
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(12)  See Kuenzel and Bjornbak (2008). 

(13)  See IMF (2008a) and Banco de Espanã (2006).
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Box 2. Authorities responses in the context of the financial crisis: liquidity management measures

and intervention in financial systems

In ter na tional fi nan cial mar kets have ex pe ri enced height ened tur moil since the sum mer of 2007, which has in ten si -

fied af ter Sep tem ber 2008.1 Al though it be gan in main ad vanced econ o mies, the tur moil broad ened in geo graph -

ical terms, reach ing a global scale. These events are as so ci ated with a risk price re vi sion that trans lated into the in -

cor po ra tion of very high credit and li quid ity risk premia by in ves tors. The in ter con nec tion be tween credit and li quid -

ity risks has be come ev i dent with the strong re stric tions to lend ing faced by fi nan cial in sti tu tions, putt ing at risk in sti -

tu tions in prin ci ple sol vent but fac ing li quid ity strains. This sit u a tion, as well as that of in sti tu tions in fi nan cial dif fi cul -

ties with strong sys temic links, also entails contagion risks within the financial system and to the overall economy.

Against this back ground, the au thor i ties of main ad vanced econ o mies have im ple mented a num ber of mea sures in

re sponse to the grow ing fi nan cial mar ket tur bu lence. The pur pose of the box is to ana lyse the mea sures taken par -

tic u larly in the euro area, USA and the United King dom, as well as the mo ti va tion un der ly ing them.2 

Li quid ity man age ment mea sures 

Tra di tional cen tral bank tasks in clude the role of lender of last re sort. In or der to avoid that a sol vent in sti tu tion fac -

ing li quid ity strains is not able to meet its re spon si bil i ties, the cen tral bank may pro vide li quid ity to the in sti tu tion at a 

pen alty rate and against good col lat eral. This as sis tance mea sure is also aimed at pre vent ing a con ta gion, both

through a bank run or through the im pact on other banks’ bal ance sheet. There fore, the tra di tional role of lender of

last re sort con sists in di rect lend ing to a sol vent fi nan cial institution under penalising conditions. 

The nov elty of the pres ent fi nan cial cri sis lies in the com pre hen sive short age of li quid ity, which does not af fect only

in di vid ual in sti tu tions, but is rather wide spread across fi nan cial mar kets. Greater de mand for li quid ity and the mis -

trust on the sound ness of the bal ance sheets of mar ket par tic i pants have led to a sig nif i cant in crease in the de gree

of credit tight en ing in short-term fi nanc ing mar kets, both via quan ti ties and prices. Li quid ity con strains have the po -

ten tial to cre ate dif fi cul ties to in sti tu tions in com ply ing with their re spon si bil i ties, even if they hold enough assets in

the respective balance sheet. 

This sit u a tion falls within the scope of a wider in ter pre ta tion of the role of lender of last re sort to be taken up by the

cen tral bank, or mar ket-maker of last re sort, i.e. the cen tral bank should in ter vene in or der to solve pos si ble mar ket

fail ures that may dis turb its nor mal func tion ing. The in ter ven tions of main cen tral banks since the sum mer 2007

have been in tended to guar an tee li quid ity and its ap pro pri ate dis sem i na tion by the mar kets, es pe cially the money

mar ket, given its im por tance in the in ter est rate chan nel of the mon e tary pol icy trans mis sion mech a nism. In this

con text, the mea sures taken by cen tral banks within the scope of liquidity management may be grouped as follows

(Table 1):

• Li quid ity in jec tion – This is the most im me di ate type of mea sure taken, and con sists in pri mary li quid ity in -

jec tion into the mar ket well above the needs im plied in the ag gre gate bal ance sheet of the bank ing sys tem.3

This pro vi sion of funds has been usu ally car ried out through reg u lar cen tral bank re verse trans ac tions.4 For

in stance, the ECB has re sponded to counterparties’ strong pref er ence for li quid ity frontloading by al lot ting, in 

main re fi nanc ing op er a tions, amounts largely ex ceed ing the bench mark amount. How ever, in some cases, it 

was nec es sary to cre ate new types of op er a tions in or der to ad dress the el e vated pres sures in the mar kets,

such as the es tab lish ment of the Term Auction Facility (TAF) by the Federal Reserve.
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(1) See “Section 2 The international framework”. 

(2) Due to the geographical spillovers of the financial crisis, namely to emerging market economies, the IMF has agreed support programmes with some economies, in particular
Iceland, Ukraine and Hungary, involving loans that reach, in terms of volume, USD 2.1 billion, USD 16.5 billion and €20 billion (together with the European Union and the World
Bank), respectively. In addition, the IMF has implemented a short-term credit facility addressed at emerging market economies with sound policies that may be facing temporary
liquidity problems. This is a flexible facility that does not require compliance with prior conditions or policy changes. 

(3) In general, as regards the central banks under review in the present box, primary liquidity needs of the banking system are the result of the credit institutions’ obligation to meet
reserve requirements and other factors beyond the direct control of the central banks, inter alia demand for banknotes.

(4) Given that primary liquidity needs change over time, central banks intervene regularly, usually resorting to reverse transactions, in order to maintain the market interest rate around
the monetary policy benchmark rate. These transactions are therefore short-terms loans against adequate collateral to an amount usually determined by the central bank.



• Op er a tions’ ma tu rity  – Since in sti tu tions showed a strong pref er ence for li quid ity and avoided lend ing in

the mar ket at lon ger ma tu ri ties, where un cer tainty is higher, the cen tral banks have strived to pro mote li quid -

ity at these ma tu ri ties through an in crease in the av er age ma tu rity of credit op er a tions. In the case of the

ECB, this in cluded an in crease in the al lot ted amounts in 3-month op er a tions and the set ting up of 6-month

maturity reverse operations. 

• Counterparties – Mon e tary au thor i ties may se lect the counterparties with whom they wish to con duct mon -

e tary pol icy op er a tions. When mar kets are ex pe ri enc ing el e vated pres sures, the wider this group of

counterparties, the eas ier the li quid ity dis sem i na tion by the fi nan cial sys tem. Dur ing the last year, the Fed -

eral Re serve has even ex panded the range of counterparties be yond mon e tary pol icy op er a tions, cre at ing

lend ing facilities to non-financial corporations. 

• Col lat eral – In all credit op er a tions, the cen tral bank must re quire fi nan cial as sets as col lat eral, in or der to

elim i nate the counterparty risk and limit per verse in cen tives to bank par tic i pa tion in these op er a tions. In the

pres ent junc ture, de mand for safer and more liq uid as sets, in par tic u lar gov ern ment debt se cu ri ties, has

been strong, while there is a sit u a tion of near ab sence of li quid ity in other as sets, namely se curi tised as sets.

With a view to con trib ut ing to the ac cess to pri mary li quid ity by the bank ing sys tem, most cen tral banks have

wid ened the col lat eral el i gi ble to credit op er a tions. For in stance, be fore the tur moil, the Eurosystem col lat -

eral frame work was wider than Fed eral Re serve’s, which meant that the wid en ing of the el i gi ble collateral

had to be larger for the Federal Reserve than for the Eurosystem.

• Stand ing fa cil i ties – The pur poses of the mar ginal lend ing fa cil ity (and de posit fa cil ity) are to pro mote sta bil -

ity of mar ket con di tions and in ter est rates, es pe cially in the short term, in line with the mon e tary pol icy

stance. How ever, some credit in sti tu tions have shown some re luc tance, as so ci ated with con fi den ti al ity is -

sues, in re sort ing to this fa cil ity, fear ing that it might sig nal fi nan cial dif fi cul ties. Cen tral banks have aimed to

fos ter the use of the mar ginal lend ing fa cil ity as an actual fa cil ity at the dis posal of counterparties, par tic u larly 

im por tant in sit u a tions of li quid ity con straints in the money mar ket. In the Eurosystem, changes have been

in tro duced to this in stru ment, but with dif fer ent pur poses. Given the de te ri o rat ing fi nanc ing con di tions as of

Sep tem ber 2008, which have led to the near ab sence of money mar ket trans ac tions, the ECB has re duced

the stand ing fa cil i ties sym met ric cor ri dor, facilitating bank financing at lower costs and contributing to limiting 

interest rate volatility. 

• Re serve re quire ments – The pur pose of this in stru ment is to ac com mo date daily li quid ity shocks, thus pre -

vent ing ex cess vol a til ity in short-term in ter est rates.5 In this vein, some cen tral banks have in tro duced

changes in com pli ance rules or re serve re mu ner a tion, thus al low ing for an ac com mo da tion of the ex cess

vol a til ity ob served in the short-term money mar ket. For in stance, the Bank of Eng land has wid ened the tar get 

range for com pli ance of re serve re quire ments within which these are remunerated. 

• Li quid ity pro vi sion in US dol lars – Li quid ity strains have spilled over into for eign cur rency fi nanc ing, par -

tic u larly in US dol lars, and have es pe cially af fected Eu ro pean banks, which had an ef fect in for eign ex -

change swap quo ta tions. Since only do mes tic banks may have as sess to Fed eral Re serve op er a tions, swap 

lines have been es tab lished with a num ber of cen tral banks (ini tially only the ECB and the Swiss Na tional

Bank, sub se quently ex tend ing to a group of 10 cen tral banks from ad vanced econ o mies and 4 from emerg -

ing mar ket econ o mies) so that these could pro vide US dol lar li quid ity to the re spec tive counterparties, fos ter -

ing liquidity in international financing markets. 

• Other mea sures – In view of the strong link ages among fi nan cial sys tems, namely in Eu ro pe, cen tral banks

have also taken steps to sup port the fi nan cial sys tems of other coun tries, in or der to pre vent ad verse sys -

temic im pli ca tions. In this vein, the ECB has en tered into for eign ex change agree ments for li quid ity pro vi sion

in eu ros with the cen tral banks of Hungary and Denmark. 
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(5) This function is valid when reserve requirements are complied as an average over the maintenance period.



Table 1

LIQUIDITY MANAGEMENT MEASURES TAKEN BY SOME CENTRAL BANKS

ECB/Eurosystem Federal Reserve Bank of England

Li quid ity in jec tion Av er age bal ance of €470 bil lion 

since Aug/07 (€427 bil lion from

Jan/06 to Aug/07).

Av er age bal ance of USD 182

bil lion since Aug/07 (USD 27

bil lion from Jan/06 to Aug/07).

Av er age bal ance of GBP 50 bil -

lion since Aug/076 (GBP 48 bil -

lion from Jan/06 to Aug/07). 

Col lat eral Tem po rary ex pan sion of the list 

of el i gi ble as sets to

 liquidity-providing op er a tions

(Oct/08)7:

• Mar ket able debt in stru ments

is sued in the euro area and

de nom i nated in US dol lar,

Brit ish pound and Jap a nese

yen;

• Eu ro-de nom i nated syn di -

cated credit claims gov erned

by the UK law; 

• Debt in stru ments is sued by

credit in sti tu tions, which are

traded on some non-reg u -

lated mar kets; 

• Sub or di nated debt in stru -

ments when they are pro -

tected by an ac cept able

guar an tee; 

• Min i mum col lat eral rat ing ac -

cepted low ered to BBB- (ABS 

ex cluded).

• Es tab lish ment of the Term

Auc tion Fa cil ity (TAF), with a

wider range of el i gi ble col lat -

eral than reg u lar operations.

• Set up of the Term Se cu ri ties 

Lend ing Fa cil ity (TSLF)

(Mar/08): lend ing of Trea sury

Bills to a max i mum amount of 

USD 200 bil lion for 28 days

collateralised by other se cu ri -

ties (among which As -

set-Backed Securities).

• Cre ation of the TSLF op tion

programme for pe ri ods of

height ened mar ket pres sure

(Jul/08), to the amount of

USD 50 bil lion.

• Ex pan sion of the list of el i gi -

ble as sets to the Pri mary

Deal ers Credit Fa cil ity

(Sep/08), in clud ing

lower-rated eq uity and debt

securities.

• Plans to pur chase short-term

debt se cu ri ties from Fan nie

Mae and Freddie Mac

(Sep/08). 

• Ex pan sion of the list of el i gi -

ble as sets to 3-month op er a -

tions (Dec/07 and Oct/08).

• Set up of the Spe cial Li quid ity 

Scheme (SLS) (Apr/08):

swaps of Res i den tial Mort -

gage Backed Se cu ri ties is -

sued up to the end of 2007

for Trea sury Bills, to the

amount of GBP 200 bil lion

(ex tended in Oct/08). 

• Con sul ta tion on the per ma -

nent es tab lish ment of lon -

ger-term op er a tions against

wider col lat eral with de mand

bro ken down by col lat eral

classes.

Counterparties Ex pan sion of the range of el i gi -

ble counterparties to fine-tun ing 

op er a tions, cov er ing all

Eurosystem counterparties

(Oct/08)

• The group of el i gi ble

counterparties for the TAF is

wider than for reg u lar op er a -

tions 

• Ap proval of the stat u tory re -

quire ment from in vest ment

banks to be come bank hold -

ing com pa nies su per vised by

the Fed eral Reserve

• Lend ing to in sti tu tions for the

pur chase of As set-Backed

Com mer cial Pa per from

money mar ket funds (Sep/08)

• Cre ation of the Com mer cial

Pa per Fund ing Fa cil ity

(CPFF) (Oct/08): pur chase of 

com mer cial pa per from

non-fi nan cial cor po ra tions 

• Set up of the Money Mar ket

In ves tor Fund ing Fa cil ity to fi -

nan ce the pur chase of as sets 

from money mar ket funds up

to USD 540 bil lion (Oct/08)
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(6) This value does not include the lending facility to the Northern Rock, included in an “other operations” item, which fluctuated around GBP 15 to GBP 20 billion as of the third quarter of 
2007.

(7) In September 2008, the ECB announced the revision of the Collateral Framework in the context of its biennial evaluation, tightening the rules with effect as of February 2009.



Table 1

LIQUIDITY MANAGEMENT MEASURES TAKEN BY SOME CENTRAL BANKS

ECB/Eurosystem Federal Reserve Bank of England

Ma tu ri ties • 3-month sup ple men tary op er -

a tions (Aug/07).

• 6-month li quid ity-pro vid ing

op er a tions (Mar/08).

• 38-day spe cial term op er a tion 

(Sep/08) and op er a tions with

a ma tu rity match ing the

length of the re serve main te -

nance pe riod (Oct/08).

Op er a tional pro ce dures Changes in the pro ce dure of li -

quid ity-pro vid ing op er a tions for

fixed-rate ten ders with full al lot -

ment up to the first quar ter of

2009 (Oct/08).

• Es tab lish ment of a new type

of vari able-rate ten der, TAF

(Dec/07); to tal ini tial amount:

USD 40 bil lion.

• Es tab lish ment of TAF for ward 

ten ders for year-end to the

to tal amount of USD 150 bil -

lion.

• The amounts in volved in

these ten ders rose in Oc to ber 

to a po ten tial amount of USD

900 bil lion at year end.

Set up of a min i mum bid rate

for 3-month op er a tions at 50

b.p. above the OIS for the same 

ma tu rity, fol low ing the col lat eral 

ex pan sion (Oct/08).

Mar ginal lend ing and de posit

fa cil i ties 

Nar row ing of the sym met ric cor -

ri dor of stand ing fa cil ity rates to

100 b.p. (Oct/08).

• Cut in the dis count win dow

rate to 25 b.p. above the fed

funds rate and ex ten sion of

the max i mum ma tu rity to 90

days.

• Es tab lish ment of the Pri mary

Dealer Credit Fa cil ity (PDCF) 

(Mar/08).

Per ma nent change through the

cre ation of two dif fer ent fa cil i -

ties: 

• Op er a tional stand ing fa cil i -

ties, with the aim of ab sorb -

ing tech ni cal and op er a tional

imbalances; 

• Dis count win dow fa cil ity, in

or der to pro vide li quid ity in -

sur ance in the e ven t of

stress, and with a higher con -

fi den ti al ity level.

• Re serve re quire ments • Re serve re quire ments and

ex cess re serves start to be

re mu ner ated (Oct/08).

• In crease in the re mu ner a tion

rates of the re serves. 

Wid en ing of the in ter val for

com pli ance with re mu ner ated

re serves (Sep/07).

• Li quid ity pro vi sion in

 foreign cur rency 

• At the be gin ning (Dec/07),

pro vi sion of up to USD 20 bil -

lion with 28 and 35-day ma tu -

ri ties.

• Un lim ited pro vi sion of US dol -

lars at a fixed rate (Oct/08).

• EUR/USD for eign-ex change

swaps (Oct/08).

• For eign-ex change agree ment 

with the SNB for pro vi sion of

Swiss francs (Oct/08).

• Es tab lish ment of swap lines,

ini tially with the ECB and the

SNB (Dec/07), sub se quently

ex tended in Sep-Oct/08 to in -

clude the cen tral banks of the 

United King dom, Can ada, Ja -

pan, Aus tra lia, Swe den, Den -

mark, Nor way and New

Zeeland. Ini tial amount of

USD 24 bil lion, ex tended to

un lim ited amounts in Oct/08.

• Es tab lish ment for the first

time of swap lines with cen -

tral banks of emerg ing mar -

ket econ o mies (Brazil,

Mex ico, South Ko rea and

Sin ga pore) to a max i mum

amount of USD 30 bil lion

each.

• At the be gin ning (Sep/08),

pro vi sion of up to USD 40 bil -

lion with over night and

one-week ma tu ri ties.

• Un lim ited sup ply of US dol -

lars at a fixed rate (Oct/08).
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Table 1

LIQUIDITY MANAGEMENT MEASURES TAKEN BY SOME CENTRAL BANKS

ECB/Eurosystem Federal Reserve Bank of England

Other mea sures For eign-ex change agree ments

with the cen tral banks of Hun -

gary and Den mark for the pro vi -

sion of eu ros to the re spec tive

fi nan cial systems

Gov ern ment mea sures in some fi nan cial sys tems

With a view to pre vent ing ex treme ad verse im pli ca tions on the fi nan cial sys tem, pro tect ing sav ings and keep ing

the fund ing of the real econ omy, au thor i ties have also di rectly in ter vened in the fi nan cial sys tem (Ta ble 2). Chro no -

log i cally, this in ter ven tion first in cluded sin gle mea sures di rected to sup port spe cific in sti tu tions, sub ject to

case-by-case eval u a tion. As more in sti tu tions were be ing af fected by the mar ket tur moil, it was ev i dently nec es -

sary to pro vide a sys temic re sponse, in a few cases con certed namely be tween some ad vanced econ o mies. In -

deed, the global scale of the fi nan cial cri sis makes de sir able a con certed ac tion. Hence, with the pur pose of pro -

mot ing the nec es sary con fi dence so that pri vate in ves tors may again pro vide funds and cap i tal to the mar kets and

fi nan cial in sti tu tions, G7 mem bers pre sented a set of com mon prin ci ples for gov ern ment in ter ven tion, and euro

area Mem ber States sub mit ted a con certed ac tion plan. The main ob jec tives of this plan were the fol low ing: (i) to

en sure ap pro pri ate li quid ity con di tions, in co op er a tion with the Eurosystem; (ii) to fa cil i tate the fund ing of banks

through, for in stance, gov ern ment guar an tees; (iii) to re capi ta lise the bank ing sys tem, in clud ing, if nec es sary, cap i -

tal in jec tions by the gov ern ment; (iv) to en sure suf fi cient flex i bil ity of ac count ing rules, given cur rent ex cep tional cir -

cum stances. De ci sions re gard ing op er a tional as pects were made on an in di vid ual ba sis, ac cord ing to the needs of

each fi nan cial sys tem and to the fis cal abil ity of in di vid ual euro area coun tries, given the au ton omy re gard ing fis cal

pol i cies in the  Eu ro pean Un ion.8 None the less, na tional plans should com ply with the guid ing prin ci ples de fined by

the Eu ro pean Com mis sion to guar an tee equal treat ment, fair com pe ti tion and tax payer pro tec tion. There fore, gov -

ern ment sup port should be tem po rary, clearly de fined, lim ited in scope, not based on na tion al ity, and should im ply

the es tab lish ment of a code of con duct. These prin ci ples should lead to measures that imply that certain conditions

are satisfied by the supported institutions, reducing moral hazard and ensuring appropriate incentives to risk

management of the institutions from an intertemporal perspective. 

In this con text, gov ern ment mea sures may be grouped as fol lows: 

• Guar an tees – In the pres ent sit u a tion of height ened fi nan cial mar ket in sta bil ity, there is po ten tial for sub -

stan tial losses, which would worsen the fi nan cial sit u a tion of the bank ing sys tem and im pact on sav ings and

lend ing to com pa nies and house holds. In or der to pre vent ex cess vol a til ity, au thor i ties can im ple men t mea -

sures with lim ited costs in or der to pro mote the con fi dence of agents. In ef fect, the po ten tial cost of the ac tion

will be the lower, the faster con fi dence is re-es tab lished in the bank ing sys tem. De posit guar an tees and

guar an tees to lend ing to fi nan cial in sti tu tions fall within this con text. Usu ally, gov ern ments guar an tee bank

de pos its up to a cer tain ceil ing, so as to pre vent bank runs and to stim u late con fi dence in the bank ing sys -

tem. This ceil ing has been ex tended by most gov ern ments. Guar an tees to bank fund ing seek to re store the

in ves tors’ con fi dence in the bank ing sys tem, so as to fos ter the reg u lar func tion ing of fund ing mar kets and,

as a result, the normal activity of financial intermediation banks and lending to households and companies. 

• Lend ing to in sti tu tions and pur chase of illiquid as sets – Gov ern ments have also in ter vened in sup port -

ing in sti tu tions fac ing tem po rary fi nanc ing dif fi cul ties or whose bank ruptcy would carry over sys temic risks.

In this con text, one can con sider, for in stance, the loan made by the US Trea sury to AIG un der pe nal is ing

con di tions. An other al ter na tive ac tion fol lowed by gov ern ments was the di rect pur chase of as sets, namely
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(8) For further details on the plans for Portugal and other euro area countries, see the box “Main measures taken by the Portuguese authorities regarding the financial system in the
context of the international financial crisis”.



the most illiquid as sets, from fi nan cial in sti tu tions, aim ing at re mov ing from the in sti tu tions’ bal ance sheets

the risk as so ci ated with those as sets. For in stance, the Span ish gov ern ment has cre ated a fund to pur chase

high-qual ity assets from banks, thus contributing to their funding needs. 

• Cap i tal in jec tions – This type of mea sure im plies the al lo ca tion of pub lic re sources di rectly to the cap i tal of

com pa nies fac ing fi nan cial dif fi cul ties. It ap plies in sit u a tions where the in sti tu tion fail ure en tails sys temic risk 

and the in sti tu tion is not able to ob tain cap i tal from pri vate in ves tors in very ad verse mar ket con di tions. In the

case of the euro area, given that ev ery coun try is au ton o mous as re gards the re spec tive fis cal pol i cies, these 

de ci sions are made at an in di vid ual level, even though, in view of the large size of some af fected banks and

their su pra na tional char ac ter, concertation across coun tries is some times nec es sary, as re gards both in ter -

ven tion in specific institutions and concertation of action principles. 

• Other mea sures – Sev eral au thor i ties su per vis ing cap i tal mar kets have changed their rules, lim it ing the

short-sell ing of eq ui ties,9 given that, in a sit u a tion of ex cess vol a til ity, this might lead to an ex ac er ba tion of

down ward prices. In ter na tional au thor i ties also strove for en sur ing suf fi cient flex i bil ity of ac count ing rules.

Mark-to-mar ket in ter na tional ac count ing stan dards10 tend to have a pro-cy cli cal ef fect, given that when the

as set val u a tion is re vised down wards, in sti tu tions seek to re duce their le ver age which then leads to fur ther

as set prices falls and more re duced li quid ity. The au thor i ties have there fore re laxed the ac count ing rules, in

or der to limit ex ces sive losses, mak ing it pos si ble to re clas sify some fi nan cial in stru ments and en sur ing that

the val u a tion ac tu ally re flects the fair value, i.e. the price of assets under regular market conditions, instead

of forced sale or high illiquidity situations.

It is also worth men tion ing that these mea sures have been adopted not only by the au thor i ties of main ad vanced

econ o mies pre sented in Ta ble 2, but also by other coun tries. By way of ex am ple, it should be men tioned that Swe -

den has im ple mented a plan of ac tion sim i lar to that en forced in the EU, South Ko rea has an nounced an ac tion plan 

to sup port the fi nan cial sys tem, and the Rus sian Fed er a tion has an nounced sev eral mea sures aim ing at sup port -

ing do mes tic fi nan cial mar kets and the fund ing of banks and com pa nies of the key-sectors of the economy.

Table 2

GOVERNMENT MEASURES IN SOME FINANCIAL SYSTEMS

Euro area USA United Kingdom

Com pre hen sive and sys temic

ac tion plan 

Con certed ac tion plan among

Eu ro pean coun tries, in clud ing:

guar an tees to bank fund ing,

bank ing sec tor re capi ta li sa tion,

greater flex i bil ity in ac count ing

rules. Ap prox i mate amount: €1.5 

tril lion for fi nanc ing guar an tees

and over €100 bil lion for capital

injections. 

• Trou bled As sets Re lief Plan,

with an ini tial pur pose of pur -

chas ing “toxic” as sets to an

amount of USD 700 bil lion. Of

this amount, USD 250 bil lion

are in tended for cap i tal in jec -

tions in fi nan cial institutions.

• Tem po rary guar an tee of the

new debt is sued by banks, up

to 125 per cent of debt out -

stand ing at the end of Sep -

tem ber de 2008.

Fi nan cial sup port to the bank ing

in dus try plan: 

• Tem po rary guar an tee of GBP

250 bil lion of new short- and

me dium-term debt is sued by

banks;

• Pur chase of eq uity from Brit ish 

banks to the max i mum amount 

of GBP 50 bil lion. 
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(9) Short-selling of equities permits investors to sell equities they do not actually hold in their portfolio at the time of the sale. Under regular market situations, this makes it possible to
raise liquidity and to contribute to the equity price-setting.

(10) These rules imply that the assets in the balance sheets of the institutions are valued at the current market price. 



Table 2

GOVERNMENT MEASURES IN SOME FINANCIAL SYSTEMS

Euro area USA United Kingdom

Guar an tees11 In crease in the min i mum de posit

guar an tee to €50 thou sand in

the EU; some States guar an tee

the full amount.

• Tem po rary guar an tee of

money mar ket funds up to

USD 50 bil lion; funds opt ing

for join ing the programme will

pay a com mis sion. 

• Full de posit guar an tee to

Wash ing ton Mu tual.

• Tem po rary in crease in the de -

posit guar an tee to USD 250

thou sand (un lim ited for non-in -

ter est bear ing trans ac tion

accounts).

In crease in the de posit guar an -

tee to GBP 50 thou sand. 

Lend ing to in di vid ual in sti tu -

tions11

• Loan of €7 bil lion by the Ger -

man gov ern ment to IKB.

• Loan of €50 bil lion to Hypo

Real Es tate, sup ported by the

gov ern ment up to €27 bil lion

and the rest by a con sor tium

of Ger man banks. 

• Loan of USD 124.8 bil lion to

AIG. 

• Loan of USD 29 bil lion to

JPMorgan for the pur chase of

Bear Stearns.

Cap i tal in jec tion11 • €11.2 bil lion in jected in Fortis

by the Bel gian,

Luxembourgian and Dutch

gov ern ments. Each State shall 

hold 49 per cent of the in sti tu -

tion’s cap i tal in the re spec tive

country. 

• Na tion ali sa tion of Fortis Neth -

er lands by the Dutch gov ern -

ment to the amount of €16.8

bil lion. 

• €6.4 bil lion in jected in Dexia

by the Bel gian, French and

Luxembourgian gov ern ments. 

• The Bel gian and

Luxembourgian gov ern ments

hold BNP Paribas eq uity as a

coun ter part for this bank as -

sum ing at least one third of

Fortis busi ness.

• USD 200 bil lion in jected in

Fan nie Mae and Freddie Mac.

• Gov ern ment holds 79.9 per

cent of AIG eq uity.

• Na tion ali sa tion of North ern

Rock.

• Na tion ali sa tion of Brad ford &

Bingley to the amount of GBP

18 bil lion. 

Other mea sures11 • Limit to the short-sell ing of eq -

ui ties.

• Greater flex i bil ity in

mark-to-mar ket ac count ing

rules.

• Limit to the short-sell ing of eq -

ui ties.

• Greater flex i bil ity in

mark-to-mar ket ac count ing

rules. 

Limit to the short-sell ing of eq ui -

ties.
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THE PORTUGUESE BANKING SYSTEM IN 2008

1. OVERVIEW

The year un der re view has been marked by a cri sis in the in ter na tional fi nan cial mar kets, in ter act ing

with a global eco nomic slow down.  This has led to par tic u larly un fa vour able con di tions for bank ing ac -

tiv ity. The Por tu guese econ omy is small and highly in te grated in eco nomic and fi nan cial terms, so Por -

tu guese banks have also been af fected by the tur moil in the world’s fi nan cial sys tem. The im pact on

the coun try’s fi nan cial sys tem has had two fun da men tal ef fects: it has be come more dif fi cult to ob tain

fi nanc ing in the in ter na tional whole sale mar kets; and the losses on fi nan cial as sets have in creased,

even though there is no sig nif i cant ex po sure to the subprime mar ket and re lated trans ac tions. Bank

rev e nue com ing from com mis sions and fi nan cial op er a tions have, how ever, also been af fected by the

de te ri o ra tion in fi nan cial con di tions at the global level. The neg a tive in ter na tional back drop has there -

fore taken its toll, af fect ing prof it abil ity, li quid ity and sol vency. The banks have how ever con tinued to

show good ca pac ity for adaptation to this particularly adverse situation, which has persisted since the

summer of 2007. 

In actual fact, the ac tiv ity of the Por tu guese bank ing sys tem, eval u ated by to tal as sets on a con sol i -

dated ba sis, con tinued to show strong growth in the first half of this year. There has been some slack -

en ing of mo men tum in re la tion to the in tense ex pan sion of re cent years, but bank ing ac tiv ity, es pe cially 

credit op er a tions, seem not to have been sig nif i cantly af fected by the tur moil in quan ti ta tive terms. This 

was in part pos si ble be cause Por tu guese banks, not with stand ing the stormy con di tions in the in ter na -

tional fi nan cial mar kets, man aged to main tain ac cess to whole sale fi nanc ing mar kets. Cus tomer de -

pos its, more over, re corded in creased sub stan tially in the same pe riod, though the rise was as so ci ated

with as set port fo lio shifts by banks’ cus tom ers, those as sets where re mu ner a tion was more sen si tive

to mar ket fluc tu a tions be ing re placed by de pos its. It is not likely to be pos si ble to main tain such as high

growth rate of customer deposits over time without a substantial increase in the private sector savings

rate.

Cus tomer credit was the main el e ment un der pin ning the growth in bank ing ac tiv ity. In line with re cent

de vel op ments, this in crease partly re flected the in creas ing im por tance of in ter na tional op er a tions in -

volv ing the main bank ing groups. This ac tiv ity is con cen trated in coun tries with a high growth in credit.

The do mes tic mar ket also con tinued dy namic, in spite of the eco nomic and fi nan cial back drop that was 

less clearly pro pi tious than in re cent years. Por tu guese banks’ in ter na tional ex po sure is, how ever, rel -

a tively small if com pared with other coun tries in the Eu ro pean Un ion. Such ex po sure is much more

con cen trated in coun tries of the euro area and oth ers where the sov er eign rat ing is high. In the do mes -

tic mar ket, bank loans to non-fi nan cial cor po ra tions con tinued to grow strongly, though the pace slack -

ened some what. More over, there were also sub stan tial is sues of com mer cial pa per, most of them

taken up by banks. As to in di vid u als, loans for mort gages con tinued to slow, fol low ing the trend vis i ble

since 2006. Loans for con sump tion and other purposes had come in with high rates of variation at the

start of the year, but then tailed off. 

Over the past de cade, a con sid er able part of the ex pan sion of Por tu guese banks has been fi nanced

through whole sale debt mar kets, above all in eu ros and at me dium- to long-term ma tu ri ties. This

helped to re duce re fi nanc ing risk. This pat tern was sim i lar to global trends, and as men tioned in Banco

de Por tu gal Sta bil ity Re ports, this made the sys tem vul ner a ble in terms of li quid ity, were there to be a

se vere clamp down on the ac cess to these markets over a long period.
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As it turned out, li quid ity risk, in the con text of in tense and long drawn-ou t tur bu lence in the whole sale

debt mar kets, as sumed a proeminent role in the as sess ment of sta bil ity of the Por tu guese bank ing

sys tem. From the sum mer of 2007, cen tral banks across the globe pumped huge amounts of li quid ity

into the bank ing sys tem, but fi nan cial in sti tu tions con tinued to find them selves up against ex tremely

ad verse con di tions in the whole sale debt mar kets, not only in late 2007, but right the way through 2008. 

As un cer tainty per sisted and con fi dence among mar ket play ers fell across the board, the in ter bank

money mar kets were sub ject to se vere strains. In ad di tion, fi nan cial in sti tu tions, when try ing to place

debt se cu ri ties in the whole sale mar ket, have been ham pered by the deeper aver sion to counterparty

risk associated to asymmetric information problems.   

For the Por tu guese bank ing sys tem, cus tomer de pos its have con tinued to be the main source of fi -

nanc ing, even though re course to the whole sale debt mar kets have built up to a sig nif i cant size over

re cent years. The in creased dif fi cul ties in ac cess to these mar kets over the past year would seem to

have played their part in in creas ing the im por tance of cus tomer de pos its in the banks’ fi nanc ing, above 

all for do mes tic banks. These funds, in fact, es pe cially from in di vid u als, be came the main fi nanc ing in -

flow for do mes tic banks in the sec ond half of 2007 and the first half of 2008. The over all fig ures show

that for these banks the in crease in cus tomer de pos its was larger than the in crease in loans dur ing the

first half of 2008, leasding to a small fall in the credit to deposits ratio. 

Por tu guese banks weath ered the stormy con di tions in the whole sale debt mar kets by man ag ing to

keep ac cess to pri mary debt se cu ri ties mar kets. Banks’ is sues tal lied around 14 thou sand milion eu ros

in Por tu gal and abroad up to the end of Oc to ber in the cur rent year. Around 45 per cent of this was

made up of cov ered bonds. These are guar an teed against loans for hous ing and are sep a rated as au -

ton o mous as sets in banks’ port fo lios, so the un der ly ing cost of fi nanc ing is less than for bonds is sued

through the Eu ro-Me dium Term Notes programmes (EMTN). Most of these bonds were taken up by

non-res i dent in ves tors, though there were prob lems - as ev ery where - in me dium- to long-term place -

ments, even for cov ered bonds. Ma tu ri ties were there fore shorter than ob served in the re cent past, a

fact that added to the re fi nanc ing risk. Av er age ma tu rity of bond is sues for banks had been 5 years in

2007 and this was down to 3 years in 2008, while cov ered bond ma tu ri ties were down from 7 to 3 years

in the same pe riod.  In ad di tion, fi nanc ing costs over the year have been higher than the his tor i cally low 

costs vis i ble in pre vi ous years. In gen eral terms, cuts in ma tu rity and higher un der ly ing fi nanc ing costs

de riv ing from up ward pres sure on risk premia are stylised facts when there is tension in financial

markets.

Against a back ground of dif fi cul ties for banks’ ac cess to whole sale debt mar kets across the world with

this rise in risk aver sion and deeper asym met ric in for ma tion prob lems, a part of the op er a tions nor -

mally un der taken through the in ter bank mar ket and the debt mar kets has been car ried out through

cen tral banks. Por tu guese banks have been no exception.  

Though the cir cum stances were un pro pi tious, there was a pos i tive de vel op ment in the first half of 2008 

- above all in do mes tic in sti tu tions - in terms of the gaps be tween liq uid as sets and vol a tile li a bil i ties

with re sid ual ma tu ri ties of less than one year. This was fun da men tally the re sult of an in crease in in ter -

bank as sets and above all in as sets el i gi ble as col lat eral for ECB mon e tary pol icy op er a tions. The lat ter 

came to a large ex tent from the se cu ri ties ac quired by the banks from se curi ti sa tion ve hi cles de riv ing

from loans orig i nated by the banks them selves. This was sim i lar to gen eral prac tice wit nessed in other

Eu ro pean banks. For these se cu ri ties to be el i gi ble in ECB mon e tary pol icy op er a tions, the un der ly ing

as sets have to be ef fec tively and un con di tion ally ceded to se curi ti sa tion ve hi cles held by third par ties.

More re cently, some Por tu guese banks have been using loans to bolster the pool of assets eligible for

ECB monetary policy.
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How ever, the li quid ity gap up to one year re mains neg a tive. This means that li a bil i ties with re sid ual ma -

tu ri ties of less than one year are greater than highly liq uid as sets and this gives some in di ca tion of the

pres sure of re fi nanc ing needs for the banks dur ing this pe riod. Given this, con tinued tur bu lence in the

whole sale debt mar kets could ex ac er bate the li quid ity risk in the Por tu guese bank ing sys tem. Against

this back drop, the mea sures an nounced by the Por tu guese gov ern ment, in ar tic u la tion with other Eu -

ro pean gov ern ments, should help to cur tail this risk. The mea sures in Por tu gal in clude gov ern ment

guar an tees up to 20 thou sand mil lion eu ros, ear marked for ful fill ment of fi nanc ing or re fi nanc ing ob li -

ga tions that the credit in sti tu tions have. With re course to these guar an tees, Por tu guese banks should

be able to en sure ac cess to fi nanc ing in the whole sale debt mar kets, even if the squalls con tinue. In

ad di tion, banks have re cently been fo cus ing their fi nanc ing strat egy fun da men tally on in creas ing cus -

tomer de pos its from the house hold seg ment. This, in tan dem with a tighter rein on loans, is a very pos i -

tive de vel op ment. It means that the banks have ac cess to a more sta ble source for their fi nanc ing

needs and at the same time it re duces their ex po sure to the whole sale debt mar kets, above all for

short-term op er a tions. It is there fore fun da men tal for these trends to con tinue so as to ensure a

structural reduction in the credit/deposit ratio, a process that has recently been visible in domestic

institutions. 

The tur moil that had gripped the in ter na tional fi nan cial mar kets in the sum mer of 2007 had al ready

taken its toll on the prof its of Por tu guese banks in the fi nal months of that year. This de vel op ment was

the re sult of higher fi nanc ing costs, losses on as set port fo lios and the drop in some com mis sions. Dur -

ing the cur rent year, as the mar kets seized up, these ef fects in ten si fied. Pre-tax and mi nor ity in ter est

re sults on a con sol i dated ba sis plum meted. This meant losses both in re turn on as sets and re turn on

eq uity. The fall was largely the re sult of losses on fi nan cial op er a tions, the in crease in pro vi sions and

im pair ment losses. All this was in line with de vel op ments in fi nan cial mar kets over the past year.  Of

par tic u lar rel e vance here are the cross-hold ings in the main bank ing groups, since fi nan cial in sti tu -

tions’ stock prices have been among the worst affected by the slide in stock markets. 

The fi nan cial mar gin con tinued to rise, fun da men tally as a re sult of the vol ume ef fect. This is re lated to

ex pan sion of the loan port fo lio, with a small de cline vis i ble in the over all mar gin be tween bor row ing and 

de posit rates, as well as be tween the rates for cus tomer loans and de pos its. The squeeze on this mar -

gin stemmed on the one hand from the smaller dif fer en tial be tween the in ter est rate on de pos its and

money mar ket in ter est rates. On the other hand, the dif fer en tial in credit op er a tions re mained fun da -

men tally un changed, which con trasts with the de cline ob served in the re cent past. With in ter bank in ter -

est rates con tin u ing to rise, the fall in the mar gin on de pos its was re lated to the com pet i tive strat e gies

car ried out by banks to at tract cus tomer funds. The move came on the back of the tur bu lence in the

whole sale debt mar kets, and also led to an in crease in the pro por tion of term de pos its to to tal de pos its.

Mean while, de vel op ments in the mar gin on loan op er a tions seem also to have resulted from the banks

changing their policy on granting credit. 

Most Por tu guese fi nan cial in sti tu tions move to Basle II in 2008, and the cap i tal ad e quacy ra tio on a

con sol i dated ba sis stood at 9.9 per cent in June of this year. The move in this ra tio was in line with the

re cent trend, with a big in crease in the re quire ments for own funds. This was higher than the in crease

in to tal own funds, which were sig nif i cantly af fected by plung ing stock mar kets. In terms of Tier I cap i tal, 

the cap i tal ad e quacy ra tio stood at 7.1 per cent at the end of this first half year. The in crease in to tal

own funds stems fun da men tally from growth in Tier I cap i tal, since the other items over all showed un fa -

vour able de vel op ments. Cap i tal in creases un der taken by some of the bank ing groups dur ing the last

twelve months were the main con tri bu tion to the rise in Tier I cap i tal. In con trast, the po ten tial losses in

the value of some of the fi nan cial in stru ments con tained in the avail able-for-sale port fo lio, in light of the

se vere tur moil that has taken hold of the capital and debt markets gave a negative contribution to Tier I

capital.
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On 2 No vem ber, the Por tu guese gov ern ment an nounced a se ries of ad di tional mea sures to shore up

fi nan cial sta bil ity. A plan was ta bled to re capi ta lise credit in sti tu tions with reg is tered head of fice in Por -

tu gal, against the back ground of Eu ro pean Un ion rec om men da tions. The plan was in line with oth ers

an nounced by a num ber of dif fer ent coun tries. The aim is to en sure that banks are in a po si tion to bol -

ster their Tier I cap i tal, with the Banco de Por tu gal rec om mend ing those in sti tu tions that it su per vises

to bring this ra tio up to a min i mum of 8 per cent by 30 Sep tem ber 2009. The sup port pro vided is for

credit in sti tu tions that are solid and sol vent in light of the law and su per vi sory cri te ria. It will be financed

by the issue of public debt of up to 4 thousand million euros.

In re cent years, when the in ter na tional fi nan cial cli mate was be nign, Por tu guese banks off set part of

the rise in debt ser vic ing in the non-fi nan cial pri vate sec tor stem ming from the rise in in ter est rates by

of fer ing tai lor-made credit prod ucts that al lowed them to adapt the charges elated to debt ser vic ing to

the fi nan cial ca pac i ties of fam i lies and en ter prises. These prac tices sus tained the de mand for credit

and the dif fer en tial be tween ex pen di ture and in come in these sec tors. This trans lated into a sus tained

fall in sav ings rates. As a re sult, there was a sub stan tial rise in debt in these sec tors.   The fi nan cial tur -

moil that took hold in the sum mer of 2007 made it clear that this dy namic was un sus tain able, in light of

the clamp on fi nan cial con di tions in the in ter na tional fi nan cial mar kets. How ever, through out 2008, the

im pact of the in ter na tional fi nan cial cri sis on the Por tu guese econ omy was grad ual, re flect ing the lag

be tween changes in mar ket con di tions, spe cif i cally in the credit mar ket, and its prop a ga tion to the

econ omy as a whole. Dur ing this pe riod, debt to the pri vate non-fi nan cial sec tor con tinued to rise sub -

stan tially, with an other in crease in the fi nanc ing needs of this sec tor. The in crease re flected to a large

ex tent the de cline in the sav ings of house holds and cor po ra tions, with the re cov ery of in vest ment on

hold and pri vate con sump tion dip ping only slightly. De fault on credit was on the rise, both with in di vid u -

als and non-fi nan cial cor po ra tions, as the fi nan cial sit u a tion of some fam i lies and cor po ra tions wors -

ened. The cir cum stances were not help ful: eco nomic ac tiv ity was slow ing, bank in ter est rates were

mov ing up wards, credit stan dards had tight ened and it was be com ing ever clearer that the risk of a

strong and pro longed in sta bil ity in the credit mar kets was ma teri al is ing.   There is likely to fur ther re per -

cus sions from the fi nan cial cri sis on the Por tu guese econ omy against a back drop char ac ter ised by a

ma jor slow down in the global econ omy. Even on the as sump tion that the mea sures taken by the au -

thor i ties will bring the in ter na tional fi nan cial mar kets back into line, there is likely to be a fur ther slow -

down in credit and defaults rising. The measures for the banking system announced by the Portuguese 

government should limit the strains in financial intermediation and therefore the financing of the

 economy. 

Al though the level of in debt ed ness for in di vid u als and cor po ra tions is a source of vul ner a bil ity, there

are some mit i gat ing fac tors in terms of the ef fect of this on fi nan cial sta bil ity. The ten dency to wards in -

creased in debt ed ness was largely the en dog e nous re sponse of eco nomic agents to the new re gime

aris ing from the coun try’s par tic i pa tion in the euro area. This was char ac ter ised by lower and less vol a -

tile in ter est rates. As a re sult, the in ter est paid by the non-fi nan cial pri vate sec tor as a per cent age of

GDP re mained on an even keel, even though the in debt ed ness in creased. This oc curred, more over,

with out spec u la tive bub bles in the hous ing mar ket, con trary to what hap pened in other coun tries, aided 

by the ab sence of a sub-pri me seg ment in mort gage credit in Por tu gal. The most re cent sur vey of

house hold as sets and debts (Inquérito ao Património e Endividamento das Fa mí lias - IPEF) shows

that fam i lies with low in come play only a small part in the credit mar ket, in par tic u lar in the hous ing mar -

ket. Fur ther more, the gross wealth of in debted families (a figure which includes the value of property)

is comfortably above their debt. 
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2. MACROECONOMIC AND FINANCIAL FRAMEWORK

2008 has been marked by the cri sis in in ter na tional fi nan cial mar kets and by its in ter ac tion with the

global eco nomic de celer ation, trans lat ing into a par tic u larly ad verse en vi ron ment for bank ing busi -

ness. Con sid er ing that the Por tu guese econ omy is a small econ omy strongly in te grated from an eco -

nomic and fi nan cial per spec tive, Por tu guese banks have also been af fected by the dis tur bances in the

world fi nan cial sys tem. The im pact on the Por tu guese bank ing sys tem has been chiefly felt due to dif fi -

cul ties in bor row ing from in ter na tional whole sale mar kets, as well as to losses in fi nan cial as sets, al -

though the ex po sure of Por tu guese banks to the US sub-pri me mar ket and re lated in stru ments is not

ma te ri ally rel e vant. More over, in come of banks from com mis sions and fi nan cial op er a tions has also

been con di tioned by the de te ri o ra tion of global fi nan cial con di tions. Thus, the con di tions un der which

the Por tu guese bank ing sys tem op er ates have neg a tively af fected its prof it abil ity, li quid ity and sol -

vency. In turn, pres sure on the bank ing sys tem may con di tion eco nomic agents’ consumption and

investment decisions, in particular if the lending capacity of banks is strongly constrained.

Since the sum mer of 2007, the world econ omy has suf fered a num ber of neg a tive shocks that led to a

re mark able strength en ing of the al ready ex ist ing ex pec ta tions of an eco nomic slow down. On the one

hand, in fla tion ary pres sures in ten si fied due to the rise in food com mod ity prices and a strong in crease

in the price of oil un til mid-Au gust 2008, al though sub se quently these com mod ity prices fell sharply. On 

the other hand, the im pact on the world econ omy of the strong dis tur bances in the fi nan cial sys tem has 

been de te ri o rat ing since the end of 2007. The in ter ac tion be tween the func tion ing of the fi nan cial sys -

tem and world eco nomic ac tiv ity has am pli fied these dis tur bances. Fi nally, the de te ri o ra tion of the sit u -

a tion in the real es tate mar kets of sev eral ad vanced econ o mies has also neg a tively af fected eco nomic

growth and fi nan cial sta bil ity. Against this back ground, the world econ omy has been de cel er at ing sig -

nif i cantly, with sev eral ad vanced econ o mies re cord ing growth levels close to a re ces sion. More re -

cently, emerg ing mar ket and de vel op ing econ o mies also started to be se verely af fected, in an

en vi ron ment of deteriorating financing conditions, global economic slowdown and falling energy and

food commodity prices.

Ac cord ing to the IMF fore casts, the US econ omy is pro jected to grow 1.4 per cent in 2008, com pared

with 2.0 per cent in 2007. In the course of 2008, eco nomic growth has been un der pinned by the be hav -

iour of net ex ports, fa voured by a de pre ci at ing US dol lar dur ing the first half of the year. In turn, res i den -

tial in vest ment made a neg a tive con tri bu tion to eco nomic growth, with pri vate con sump tion

de cel er at ing some what. US non-fi nan cial cor po ra tions ini tially showed a fa vour able per for mance,

ben e fit ing from re duced in debt ed ness levels, the ac cu mu la tion of prof its and ro bust ex ter nal de mand.

How ever, more re cently, prof its of non-fi nan cial cor po ra tions started to show the im pact of fi nan cial

mar ket dis tur bances and world wide eco nomic slow down. IMF forecasts point to a contraction of the

US economy by 0.7 per cent in 2009.

Al though fi nan cial mar ket dis tur bances ini tially orig i nated in the United States, the im pact on the euro

area fi nan cial sys tem and econ omy has been rather sig nif i cant, in a con text of strong eco nomic and fi -

nan cial in te gra tion. Thus, ac cord ing to the IMF fore casts, eco nomic ac tiv ity in the euro area is pro -

jected to de celer ate from 2.6 per cent in 2007 to 1.2 per cent in 2008. The strong rise in en ergy and

food prices un til mid-2008 af fected neg a tively pri vate con sump tion in the euro area, while the ap pre ci -

a tion of the euro over that pe riod ex erted a neg a tive pres sure on the ex port per for mance. More re -

cently, euro area ex ports seem to be also neg a tively af fected by a strong de celer ation in ex ter nal

de mand, de spite the euro de pre ci a tion and fall ing oil and other com mod ity prices since Au gust 2008.

Tighter credit stan dards and a rise in fi nanc ing costs are also likely to have a neg a tive im pact on in vest -
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ment and con sump tion de vel op ments. Against this back ground, the IMF foresees a 0.5 per cent

contraction of the euro area economy in 2009.

In turn, emerg ing mar ket econ o mies are also likely to slow down in 2008 and 2009. Al though the im -

pact of fi nan cial mar ket dis tur bances on these econ o mies was rel a tively lim ited in the course of 2007,

in the most re cent pe riod these econ o mies have been sig nif i cantly af fected by a de te ri o ra tion in both

the fi nan cial sys tem and the world economy. 

The Por tu guese econ omy has also felt the im pact of the in ter ac tion be tween the in ter na tional fi nan cial

cri sis and the de te ri o ra tion of world eco nomic growth pros pects. In this con text, in 2008 eco nomic ac -

tiv ity is fore cast to de celer ate, re flect ing less buoy ant ex ports and do mes tic de mand, in par tic u lar

driven by a slow down in in vest ment, while pri vate con sump tion will only de celer ate some what.1

The main down side risk to world eco nomic growth re lates to the po ten tial per sis tence for a more pro -

tracted pe riod of se ri ous dis tur bances in the world fi nan cial sys tem, while there is still un cer tainty about 

the ef fec tive ness of the mea sures an nounced by sev eral au thor i ties at in ter na tional level. Thus, the

risk per sists of an abrupt deleveraging of the fi nan cial sec tor, with a con se quent tight en ing of credit

stan dards and con straints on eco nomic ac tiv ity. More over, a fur ther de te ri o ra tion of the sit u a tion in real 

es tate mar kets in the United States and in some Eu ro pean coun tries may af fect neg a tively eco nomic

growth. A po ten tial abrupt ad just ment of global macroeconomic imbalances poses an additional risk.

Dur ing the last year, the ar tic u la tion be tween cool ing eco nomic ac tiv ity and mount ing in fla tion ary pres -

sures, against a back ground of in creas ing tur bu lence in in ter na tional fi nan cial mar kets, posed par tic u -

larly com plex chal lenges for the con duct of mon e tary pol icy. Thus, the US Fed eral Re serve Sys tem

jus ti fied the suc ces sive cuts in the fed eral funds rate with the de te ri o ra tion of risks for eco nomic ac tiv -

ity. In June 2008 the Fed eral Re serve in ter rupted this pro cess of in ter est rate cuts, amid the in ten si fi ca -

tion of in fla tion ary pres sures. Also in this con text, in July 2008 the ECB in creased by 25 ba sis points

the min i mum bid rate on the main re fi nanc ing op er a tions. How ever, the wid en ing of the spread be -

tween money mar ket rates and the key ECB rate, the de te ri o ra tion of fi nan cial mar ket con di tions and

the ap pre ci a tion of the euro con trib uted to even tighter mon e tary con di tions in the euro area, in par tic u -

lar in some coun tries. From Au gust 2008 on wards, pres sure on en ergy and food com mod ity prices

eased and, sub se quently, the sharply de te ri o rat ing con di tions in fi nan cial mar kets in creased ex pec ta -

tions of cuts in the of fi cial in ter est rates in sev eral ad vanced econ o mies. Against this back ground, on 8

Oc to ber the ECB, the Fed eral Re serve, the Bank of Eng land, the Swiss Na tional Bank, Sveriges

Riksbank and the Bank of Can ada took the joint de ci sion of re duc ing by 50 ba sis points their pol icy in -

ter est rates, tak ing into ac count the in crease in risks to eco nomic growth and the de crease in in fla tion -

ary pres sures. At the end of Oc to ber, the Fed eral Re serve cut the fed eral funds rate by a further 50

basis points to 1 per cent, and, in early November, the ECB decreased the rate on main refinancing

operations from 3.75 to 3.25 per cent.

The strong dis tur bances in the world fi nan cial sys tem and the pro gres sive de te ri o ra tion of eco nomic

growth ex pec ta tions have neg a tively af fected fi nan cial mar kets as a whole. In the be gin ning of the

year, the dis clo sure of losses by some of the large in ter na tion ally ac tive fi nan cial groups and the in -

creased prob a bil ity of a re ces sion in the United States added to a de te ri o ra tion of fi nan cial mar ket con -

di tions. These dis tur bances were ag gra vated in mid-March, when the prob lems of Bear Sterns – one

of the big gest US in vest ment banks – were made pub lic, re quir ing the in ter ven tion of the US Fed eral

Re serve Sys tem. This in ter ven tion seems to have con trib uted to the in ter rup tion of the trend de te ri o ra -

tion in in ter na tional fi nan cial mar ket con di tions. How ever, from May on wards, the dis clo sure of prob -

lems in sev eral fi nan cial in sti tu tions and the rise in the es ti mated im pact of these dis tur bances on
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eco nomic ac tiv ity added to a fur ther in crease in the risk premia in debt markets and, mainly, to losses in 

equity markets, particularly in financial sector shares. 

Fol low ing the State in ter ven tion in sev eral US fi nan cial in sti tu tions, the most im por tant be ing in Fan nie

Mae, Freddie Mac (which to gether held the larg est share of mort gage lend ing in the United States) and 

AIG (one of the larg est in sur ance com pa nies in the world), the sit u a tion in in ter na tional fi nan cial mar -

kets de te ri o rated sharply as from the mid dle of Sep tem ber. The bank ruptcy of Lehman Broth ers, one

of the big gest global in vest ment banks, ag gra vated sub stan tially this sit u a tion, giv ing rise to a global

con fi dence cri sis. Some Eu ro pean banks have also suf fered sol vency prob lems, with sev eral in jec -

tions of pub lic funds. In the wake of these se ri ous dis tur bances, sev eral mea sures were an nounced at

in ter na tional level in or der to re store the smooth op er a tion of fi nan cial mar kets and strengthen con fi -

dence in the fi nan cial sys tem.2 In ad di tion to gov ern men tal mea sures, the cen tral banks con tinued to

pro vide li quid ity to the bank ing sys tem and made several changes in the operational framework for

their monetary policy operations. 

The dis tur bances ob served since the sum mer of 2007 have been broadly based across fi nan cial mar -

kets, namely the in ter bank money mar ket, pri vate and pub lic debt mar kets and eq uity markets.

Against this back ground, the prob lems faced by banks at in ter na tional level be came par tic u larly vis i ble 

with the per sis tence at high levels of the spreads be tween the in ter est rates on uncollateralised and

collateralised op er a tions in in ter bank money mar kets3 (Chart 2.1). The wid en ing of these spreads

chiefly re flects a mis match be tween the sup ply and de mand for funds in this mar ket. Given the pre vail -

ing un cer tainty and the strong rise in counterparty risk, banks have tight ened the sup ply of funds in the

money mar ket, try ing to main tain ad e quate li quid ity levels and avoid fu ture dif fi cul ties in bor row ing.

These spreads re mained at glob ally high levels dur ing most of the year, hav ing in creased re mark ably

in mid-Sep tem ber to above 150 ba sis points. Ac cord ing to mar ket ex pec ta tions, ten sions in money

mar kets are likely to per sist for a rel a tively pro tracted pe riod, de spite expectations of a gradual

narrowing of these spreads (Chart 2.2).
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Chart 2.1

3-MONTH REPO SPREAD – EURO AREA
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(2) For a summary of the main policy action of authorities at the global level, see “Box 2 Au thor i ties re sponses in the con text of the fi nan cial cri sis: li quid ity
man age ment mea sures and in ter ven tion in fi nan cial sys tems”, in the text “The Por tu guese econ omy in 2008" of this Eco nomic Bul le tin. The main mea sures
an nounced in Por tu gal are sum ma rised in ”Box 1 Main mea sures taken by the Por tu guese au thor i ties re gard ing the fi nan cial sys tem in the con text of the
in ter na tional fi nan cial cri sis “ in this text of the Eco nomic Bul le tin. 222222222222222222222222222

(3) For an anal y sis of the rea sons un der ly ing this per sis tence, see “Box 2.1 Risk pre mium in the money mar ket dur ing the pe riod of fi nan cial mar ket tur moil:
credit or li quid ity risk?” in the Financial Stability Report 2007 of the Banco de Por tu gal. 333333333333333333333333333333333333333333333333333333



In this con text, Por tu guese banks had to cope with rather ad verse fi nanc ing con di tions in whole sale

fund ing mar kets through out 2008. The is su ance level in some of the usual whole sale fund ing mar kets

of Por tu guese banks was rather sub dued dur ing part of the year. For in stance, in the pri mary mar ket of

cov ered bonds there were no is sues dur ing a sig nif i cant pe riod of time. The de mand for se curi tised as -

sets re corded also a steep de cline. Even in these ad verse con di tions, Por tu guese banks were able to

is sue a rel a tively sig nif i cant vol ume of se cu ri ties, al though with higher costs and shorter ma tu ri ties

than in the past, as dis cussed in “Section 4.3 Liquidity risk”. 

Banks’ tighter fi nanc ing con di tions were re flected in a sub stan tial in crease in the spreads of se cu ri ties

is sued by Por tu guese banks, con tin u ing the trend seen since the sum mer of 2007. This rise was

broadly in line with that seen in other euro area banks (Chart 2.3 and Table 2.1).

The rise in the risk un der ly ing the fi nan cial sys tem can be il lus trated by de vel op ments in the credit de -

fault swaps (CDS) premia. These premia re corded a sharp rise un til mid-March, re flect ing fears that

some US banks might not be sol vent (Chart 2.4). Af ter the in ter ven tion of the US Fed eral Re serve in

the Bear Sterns in vest ment bank, CDS premia de creased some what. How ever, the strong dis tur -

bances ob served af ter mid-Sep tem ber were trans lated into a very sharp rise in these risk premia,

which was partly re versed af ter mid-Oc to ber, in the wake of the mea sures an nounced by sev eral au -

thor i ties at in ter na tional level. Not with stand ing, these risk premia remained at quite elevated levels.

The need to in ject pub lic funds in sev eral banks and the re cently an nounced grant ing of guar an tees to

the debt is sued by the fi nan cial sys tem  im plied an in crease in the un der ly ing credit risk of sov er eign is -

su ers. As a con se quence, CDS premia of the sov er eign debt of sev eral Eu ro pean coun tries in creased

strongly as from the end of Sep tem ber, mov ing closer to the fi nan cial sec tor risk premia (Chart 2.5).

De vel op ments in eq uity in di ces have re flected fi nan cial sec tor ten sions and a de te ri o ra tion of eco -

nomic growth pros pects and, hence, of cor po rate prof its. In the sec ond half of 2007 falls in eq uity in di -

ces were rel a tively mod er ate, be ing chiefly con cen trated in the fi nan cial sec tor. How ever in the course

of 2008, the main in di ces re corded sub stan tial falls, which in ten si fied as from mid-Sep tem ber (Chart

2.6). Un til the end of Oc to ber, the S&P 500 in dex had lost around 34 per cent of its value com pared with 
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Chart 2.2

ACTUAL AND EXPECTED SPREADS BETWEEN
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Chart 2.3

SPREADS OF BONDS ISSUED BY EUROPEAN
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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)

Spread 23.07.2007

(p.p.)

Spread 31.12.2007

(p.p.)

Spread 31.10.08

(p.p.)

Change since

23.07.2007 (p.p.)

Change since

31.12.2007 (p.p.)

Change between the

minimum and

31.10.2008 (c)

BBV INT’L FIN (CAYMAN) Y 24/12/2009 AA- 0.49 1.07 2.99 2.50 1.92 2.70

ING BANK NV Y 15/06/2010 AA- 0.23 0.64 3.04 2.81 2.40 2.86

SANTANDER CENT HISP ISSU Y 05/07/2010 AA- 0.29 0.70 2.61 2.32 1.91 2.38

SANTANDER CENT HISP ISSU Y 14/03/2011 AA- 0.30 0.84 2.90 2.60 2.06 2.65

ING BANK NV Y 19/12/2035 AA- 0.60 0.88 1.52 0.93 0.64 1.19

CAIXA GERAL DEPOSIT FIN Y 12/10/2009 A+ 0.37 0.93 2.93 2.56 2.00 2.67

BANK OF IRELAND Y 10/02/2010 A+ 0.34 1.22 4.00 3.66 2.78 3.80

BBV INTL FINANCE LTD Y 25/02/2010 AA- 0.30 0.86 0.96 0.67 0.10 0.80

ABN AMRO BANK NV Y 28/06/2010 A+ 0.23 0.61 1.49 1.27 0.88 1.35

POPULAR CAPITAL SA Y 29/10/2049 A+ 1.50 1.63 6.69 5.19 5.06 5.54

BCP FINANCE BANK LTD Y 29/03/2011 A 0.46 1.08 5.13 4.67 4.06 4.79

BES FINANCE LTD Y 17/05/2011 A 0.45 0.91 3.16 2.71 2.25 2.80

SNS BANK NEDERLAND Y 15/04/2011 A- 0.40 0.59 7.82 7.42 7.23 7.50

BANKINTER SA Y 18/12/2012 NR 0.58 1.16 2.43 1.85 1.27 2.22

BANCO SANTANDER SA N 15/03/2009 AAA 0.17 0.57 2.14 1.97 1.57 2.01

BANCO SANTANDER SA N 19/12/2008 AAA 0.17 0.59 3.33 3.17 2.74 3.27

BANCO SANTANDER SA N 10/09/2010 AAA 0.20 0.43 1.45 1.25 1.02 1.34

RABOBANK NEDERLAND N 02/07/2010 AA+ 0.02 0.22 2.20 2.17 1.97 2.12

BANCO ESPANOL DE CREDITO N 23/02/2011 AA+ 0.26 0.51 1.73 1.47 1.23 1.61

BANCO ESPANOL DE CREDITO N 12/05/2010 AA+ 0.21 0.52 1.48 1.27 0.96 1.42

CAIXA GERAL DE DEPOSITOS N 18/10/2012 AA 0.42 0.73 1.22 0.81 0.49 1.16

BANK OF IRELAND N 22/10/2010 AA- 0.37 0.75 2.21 1.84 1.46 1.95

BCP FINANCE BANK LTD N 31/03/2024 A+ 0.56 0.69 1.86 1.30 1.17 1.41

BCP FINANCE BANK LTD N 22/12/2008 A+ 0.24 1.06 3.51 3.27 2.46 3.32

BES FINANCE LTD N 25/03/2010 A+ 0.38 0.89 3.36 2.97 2.47 3.05

SNS BANK NEDERLAND N 12/11/2014 A+ 0.47 0.84 2.01 1.55 1.17 1.87

BANCO BPI SA CAYMAN N 14/11/2035 A 0.56 0.58 1.59 1.02 1.01 1.27

BANCO PORTUGUES DE INVES N 05/10/2009 A 1.94 2.31 3.35 1.41 1.04 1.84

BCP FINANCE BANK LTD N 12/07/2011 A 1.96 2.13 3.61 1.65 1.48 2.07

SNS BANK NEDERLAND N 28/05/2014 A 1.94 2.03 4.17 2.23 2.15 2.89

BAYER HYPO- VEREINSBANK N 17/03/2014 SR 0.28 0.47 0.93 0.65 0.45 0.90

EUROHYPO SA DUBLIN N 12/03/2009 SR 0.37 0.91 2.52 2.15 1.62 2.34

BES FINANCE LTD N 12/02/2009 SR 0.27 1.05 3.54 3.28 2.49 3.33

BANCO SABADELL SA N 15/06/2015 SR 0.41 0.61 1.71 1.30 1.11 1.57

BANCO SABADELL SA N 26/01/2011 SR 0.25 0.56 1.86 1.60 1.29 1.75

BANCO POP VERONA NOVARA N 21/01/2009 SR 0.33 0.91 2.75 2.42 1.84 2.51

Average 0.51 0.90 2.78 2.27 1.88 2.45

Sources: Bloomberg and Banco de Por tu gal.
Notes: (a) Sam ple of banks con structed 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) Min i mum ob served since the beginning of 2005.



end-2007, while in the same pe riod, the Dow Jones Euro Stoxx and the PSI Geral in di ces had re corded 

a neg a tive change of 43 and 49 per cent re spec tively. These falls were more marked in the eq uity in di -

ces of the bank ing sec tor (Chart 2.7). In turn, shares of Por tu guese banks re corded even steeper falls,

with the PSI Fi nan cial Ser vices in dex los ing around 59 per cent in the same pe riod. Share prices of

Banco Comercial Português (BCP) and Banco Português de Investimento (BPI) fell by more than 60

per cent over the same pe riod, while the shares of Banco Espírito Santo (BES) re corded a 50 per cent

de val u a tion (Chart 2.8). How ever, it should be noted that be tween the end of 2005 and July 2007,

shares of Por tu guese banks had increased far more than shares of the European or the US financial

sector. 
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Chart 2.4

CREDIT DEFAULT SWAP SPREADS OF

PORTUGUESE BANKS (5 YEARS SENIOR)
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Chart 2.5

CREDIT DEFAULT SWAPS OF EUROPEAN
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Note: The credit de fault swap for the French Re pub lic has a ma tu rity of six years.

Chart 2.6

PRICE DEVELOPMENTS IN STOCK MARKETS

40

50

60

70

80

90

100

110

Dec-
05

Apr-
06

Aug-
06

Dec-
06

Apr-
07

Aug-
07

Dec-
07

Apr-
08

Aug-
08

In
d

e
x

(1
0

0
=

2
3

/0
7

/2
0

0
7

)

Dow Jones Euro Stoxx
S&P 500
PSI Geral

Source: Bloomberg.

Chart 2.7

DEVELOPMENTS IN BANK STOCK PRICES
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The neg a tive per for mance of eq uity mar kets af fects banks through dif fer ent chan nels. On the one

hand, banks re cord losses in their port fo lio of fi nan cial as sets, as well as in the port fo lio of as sets of the

pen sion funds of bank em ploy ees, with a neg a tive im pact on their prof it abil ity and sol vency. On the

other hand, the fi nan cial mar ket tur moil af fects neg a tively bank in come from com mis sions and fi nan -

cial op er a tions.4 

The fi nan cial mar ket tur moil has been re flected in a sub stan tial de te ri o ra tion of the rat ings given to

banks and fi nan cial sec tor cor po ra tions at the global level. How ever, Por tu guese banks have not been

much af fected by this gen eral trend. The rat ing of Banco Português de Negócios (BPN) was down -

graded by Moody’s, which gave a neg a tive out look to the rat ing pros pects of this bank ing group, tak ing

into ac count the losses re corded in some as sets and man age ment prob lems in this bank ing group. In

mid-Oc to ber, Fitch placed un der re vi sion (in the neg a tive di rec tion) its rat ing as sess ment of Santander 

Totta and BPN and S&P gave a neg a tive out look to the rat ing of the Mil len nium BCP group. More re -

cently, in mid-No vem ber, Moody’s down graded the rat ing of Banco Privado Português, re flect ing the

chal lenges faced by the bank to main tain a busi ness model which is highly de pend ent on fi nan cial mar -

ket de vel op ments. By con trast, S&P up graded the rat ings given to CGD at the end of Au gust, fol low ing

fa vour able de vel op ments in prof it abil ity and asset quality, as well as two capital increases made in the

last year.
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Chart 2.8

DEVELOPMENTS IN THE STOCK PRICES OF

PORTUGUESE BANKS
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(4) The ac tiv ity, prof it abil ity and sol vency of Por tu guese banks are ana lysed in de tail in Sec tion 4 be low. 44444444444444444444444444444444444444444444444444444



3. THE FINANCIAL SITUATION OF THE NON-FINANCIAL PRIVATE SECTOR

The strength en ing of fi nan cial in te gra tion of the Por tu guese econ omy dur ing the cur rent de cade, bol -

stered by par tic i pa tion in the euro area, has made it pos si ble to sub stan tially ex pand the choices avail -

able to res i dent eco nomic agents. It has helped to wards the fall in re stric tions on li quid ity in

cir cum stances where in ter est rates are lower and less vol a tile and it has opened the way to a wide and

di ver si fied ar ray of op por tu ni ties for al lo cat ing fi nan cial wealth with no ex change rate risk. Against this

back drop, the Por tu guese econ omy has seen a rel a tively long pe riod with rates of growth in do mes tic

de mand higher than in come. This has been made pos si ble by a grow ing re course to ex ter nal sav ings,

chan nelled to a very large ex tent through the bank ing sys tem to the non-fi nan cial pri vate sec tor. In ad -

di tion, there was a par tic u larly be nign in ter na tional fi nan cial frame work over a very long pe riod, en -

abling Por tu guese fi nan cial in sti tu tions to ob tain funds in eu ros and with long ma tu ri ties. These

in sti tu tions ex panded their credit op er a tions, like their coun ter parts in the euro area and in other ad -

vanced econ o mies, thus pro vid ing the fi nanc ing needed by Por tu guese fam i lies and en ter prises. As a

re sult, the fi nan cial debt of these sec tors in creased con sid er ably be tween 1997 and 2007. At the end

of 2007, it stood at 198 per cent of GDP, one of the high est levels in the euro area. The fi nan cial po si -

tion of the pri vate sec tor had moved into neg a tive ter ri tory in 2001, and since then has wors ened un re -

mit tingly, on the back of a sub stan tial growth in debt, only par tially off set by higher as set val ues. This

de vel op ment has led to a wors en ing of the in ter na tional in vest ment po si tion of the Por tu guese econ -

omy, with a sa lien t in crease in the pro por tion of li a bil i ties to wards non-res i dents on the bal ance sheets

of bank ing in sti tu tions (Chart 3.1). It should be pointed out, how ever, that this de vel op ment came to a

large ex tent from the ex og e nous re sponse of eco nomic agents to the new sit u a tion of the Por tu guese

econ omy in the in ter na tional fi nan cial frame work as the coun try moved into the euro area. This oc -

curred, more over, with out spec u la tive bub bles in the hous ing mar ket, as hap pened in other coun tries,

aided by the fact that the coun try has no prob lem with mort gage credit in the sub-pri me seg ment. The

most re cent Sur vey on House hold Wealth and In debt ed ness (Inquérito ao Património e

Endividamento das Fa mí lias - IPEF) shows that fam i lies with low in come play only a small part in the

Economic Bulletin | Ban co de Por tu gal

Economic Policy and Situation | Au tumn 2008

101

Chart 3.1
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credit mar ket, above all in the hous ing mar ket. Fur ther more, the gross wealth of in debted fam i lies (a

fig ure which in cludes the value of prop erty) is com fort ably above their debt.5

To wards the end of 2005, of fi cial in ter est rates in creased. How ever, the move in credit to the non-fi nan -

cial sec tor up to sum mer 2007 bene fited from the fact that banks could look to a rel a tively low spread

for their fi nanc ing in in ter na tional bank ing mar kets. Along with this, a cli mate of fierce com pe ti tion had

per vaded the credit mar ket, above all in the hous ing seg ment, with non-fi nan cial en ter prises also af -

fected, al beit to a lesser ex tent. Given this frame work, Por tu guese banks off set part of the ex tra cost to

the non-fi nan cial sec tor through credit prod ucts that made it pos si ble to adapt the debt ser vice costs to

the fi nan cial ca pac i ties of house holds and en ter prises. In this way they main tained the level of de mand 

for credit and the dif fer en tial be tween ex pen di ture and in come in the sec tor. As a con se quence, sav -

ings rates tracked un bro kenly down. But when fi nan cial tur moil took hold in the sum mer of 2007, it be -

came clear that this dy namic was un sus tain able, with fi nanc ing seiz ing up in the in ter na tional fi nan cial

mar kets. The ef fects of this on the Por tu guese econ omy in the first half of 2008 re mained, how ever,

lim ited. This re flected the lag be tween changes in mar ket con di tions, par tic u larly the credit mar ket, and 

the con ta gion that was to spread to the real econ omy. Dur ing this pe riod,  pri vate non-fi nan cial sec tor

debt con tinued to rise sub stan tially, with a fur ther in crease in the bor row ing needs of the sec tor. With

the re cov ery of in vest ment on hold and pri vate con sump tion dip ping only slightly, the im pact was fun -

da men tally from the de crease in cur rent sav ings of house holds and en ter prises. De fault on credit was

on the rise, both with in di vid u als and non-fi nan cial en ter prises, as the fi nan cial sit u a tion of some fam i -

lies and com pa nies weak ened. The cir cum stances were not help ful: eco nomic ac tiv ity was slow ing,

bank in ter est rates were still on their up ward curve, the con di tions for credit had tight ened and it was

be com ing ever clearer that no an swer could be given to the ques tion of how long the in sta bil ity in the

credit markets would exist, how far it would spread and consequently what risks were involved (see

“Section 4.4 Credit Risk in this article).

In di vid u als

In the first half of 2008, in di vid u als’ net lend ing stood at around 0.9 per cent of GDP. This was a fall both 

in year-on-year terms and in re la tion to the whole of 2007, com ing fun da men tally on the back of the

con tin u ing fall in the sec tor sav ings rate (Chart 3.2). Pri vate con sump tion was con tin u ing to rise at a

higher rate than house hold dis pos able in come, even though it had mod er ated some what com pared

with a twelve-month ear lier, above all in the ac qui si tion of durables.6 The moves in pri vate con sump -

tion over the last two years have stemmed from fam i lies mak ing much more use of the bank credit

avail able for con sump tion. The big growth in bank loans in 2007 was above all linked to a rise in ve hi cle 

pur chases and this was partly a re sult of op er a tions in volv ing an ar ray of credit in sti tu tions spe cially fo -

cused on this type of credit.7 In the first half of the cur rent year, the fig ures seem to in di cate that there

was a slight tail-off, with a slow down in ex pen di ture on durables, loss of con fi dence among con sum ers

and an in creas ing move to al ter na tive sources of fi nanc ing, es pe cially the use of sav ings. Even so,

growth in this credit ag gre gate con tinued to be solid and the dy namic of cur rent con sump tion did not

slacken. In vest ment by in di vid u als would seem to have grown mod er ately dur ing the first half of the

cur rent year. Credit to in di vid u als for hous ing and for other pur poses than con sump tion was slow ing,
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(5) See Farinha, “Indebtedness of Portuguese Households: Recent Evidence Based on the Household Wealth Survey IPEF 2006-2007”, Banco de Portugal
Financial Stability Report, 2007. 55

(6) In 2007, the consumption of durables rose substantially. This was related with car purchases and the trend is being partially reversed in the current year. The 
dynamism of this demand component (influenced by changes in tax on vehicles) was in part sustained by a high growth in consumer credit. This path was
visible over the whole year, in spite of the instability in international financial markets. On this subject, see “Box 4.1 Private consumption developments in
2007 and the behaviour of durable goods”, Banco de Portugal, Annual Report, 2007.

(7) On this sub ject, see “Box 7.1. Re cent de vel op ments in the mar ket of con sumer credit and other lend ing to in di vid u als”, Banco de Por tu gal, Annual Report
2007. 6677777777777777777777777777777777777777777777777777



suggesting less use of bank credit for financing investment in tangible assets
8

(see “Section 4.4 Credit

Risk” in this article).

The consumer survey carried out by the National Statistical Office (INE) in relation to the economic and

social climate reveals that confidence among Portuguese families seems to have fallen unbrokenly to

the early part of the fourth quarter of the present year. At this point, it reached a figure not far from the

minimum of 2003. This path reflects falling expectations among a growing number of families in rela-

tion to the overall economic circumstances, the specific financial situation, the rise in unemployment

and the capacity to save as the economy slows and there is on-going instability in the international fi-

nancial markets. In light of the available information, the financial crisis impacted, albeit to a limited ex-

tent, on the financial situation of individuals. The causes were two-fold: higher debt service costs; and

lower levels of wealth, with the latter deriving in part from the fall in value of a number of financial as-

sets. In terms of the first of these, debt service for individuals has increased by around 0.7 percentage

points of GDP compared with the first half of 2007. Interest rates on individuals’ loan outstanding

amounts rose in an unbroken stretch from the fourth quarter of 2005 through the first half of 2008, with

September seeing levels similar to those at the end of 2001 (Chart 3.3).

In terms of financial assets held by individuals, there was a clear shift that started with the financial tur-

moil, as portfolios were rejigged in favour of assets - such as deposits - that were less sensitive to mar-

ket fluctuations. This move seems to have reflected both greater risk aversion and the impact of

instability in the financial markets on the yield from the range of instruments where savings could be

placed. There was in addition the more competitive approach of banks (especially the domestic ones)

towards customer deposits, leading to a rise in term deposit interest rates against a backdrop of in-

creasing difficulties felt by the banks in the wholesale financing markets. A considerable rise in depos-
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Chart 3.2
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Notes: Annual figures up to the month under review. (a) Financial savings are given by

the difference between net acquisition of financial assets and net incurrence of liabilities

by the sector in the period under review. Excluding a statistical discrepancy, they corre-

spond to net lending/net borrowing resulting from non-financial operations. (b) It corre-

sponds to the sum of GFCF, changes in inventories, acquisitions less disposals of

valuables and acquisitions less disposals of non-produced non-financial assets.

(8) Only one part of the GFCF made by individuals (albeit a substantial one) corresponds to investment in housing. The remainder is related to the productive

activity of this sector, among these being agriculture, retail trade, repair and restaurant services, sectors with a considerable number of self-employed and

sole proprietorships producing. In the first half of 2008 (going through to the third quarter) there was a slowdown of mortgage and other credit to individuals

(where most of the loans to the self-employed and sole proprietorships are classified). 77888888888888888888888888888888888888888888888888888888



its was witnessed in the first half of 2008 (coming in at around 7 per cent of GDP) to the detriment of

mutual fund shares with net redemption (around 5 per cent of GDP) (Chart 3.4). Financial market insta-

bility also brought very big fluctuations in the portfolios’ component of shares and other equity, above

all listed shares. It is estimated that the net loss in these portfolios between December 2007 and June

2008 represents around 6 per cent of GDP. At the same time, the sector’s financial debt continued to

rise, and stood at 92 per cent of GDP at the end of the first half of this year (Charts 3.5 and 3.6). Ac-

cording to the results of the last IPEF, those families that were in debt had outstanding amounts total-

ling around twice their annual income or, in other words, a little over 60 per cent of their total gross
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Chart 3.3
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Chart 3.4
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wealth.9 A par tic u larly high ra tio of debt to in come is vis i ble in fam i lies on low in come and whose the

ref er ence per son is still young. The sit u a tion, how ever, is par tially mit i gated by the fact that the ma jor

part of the debt in these strata re lates to mort gages, where credit is guar an teed against prop erty. More -

over, in most cases, even in these ag gre gates, gross wealth cov ers debt by a rel a tively com fort able

mar gin. The IPEF re sults also sug gest that the fi nan cial sys tem is not likely to be jeop ar dised by this

sit u a tion, since there is a rel a tively small pro por tion of credit that has been advanced to families in

strata which are particularly vulnerable, or could become so (for instance through the reference person 

becoming unemployed). 

Non-fi nan cial cor po ra tions

Net bor row ing of the non-fi nan cial cor po ra tions in the first half of the cur rent year was al most 2 per -

cent age points of GDP higher than a year ear lier, a marked in crease fun da men tally bridged by an other

fall in the sav ings rate. It is es ti mated that the gross cap i tal for ma tion of this sec tor came in now at a

slightly higher per cent age of GDP (Chart 3.7). The cut in cur rent sav ings of non-fi nan cial en ter prises

re flects a big fall in op er a tional re sults and a high out lay paid by the sec tor as re turn on cap i tal in vested

(in ter est and div i dends). Quar terly in for ma tion from the Banco de Por tu gal Cen tral Bal ance Sheet Da -

ta base shows that this fall is in large mea sure the con se quence of a rise in in ter me di ate con sump tion

against a back ground of slack en ing do mes tic and ex ter nal de mand. This brought down the sec tor’s

op er at ing sur plus (Chart 3.8).10 The rise in in ter est rates has also had an im pact, in tan dem with the ex -

tra in debt ed ness picked up in re cent years, lead ing to big ger charges for in ter est lev ied on en ter prises. 
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Chart 3.5

NET FLOWS OF LOANS TO HOUSEHOLDS
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Chart 3.6
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(9) For the sector aggregate (that is, families with and without debt), bearing in mind the available estimates on non-financial wealth (fundamentally housing for
ownership), the financial debt in 2007 represented around one-fifth of total wealth in this sector (financial and non-financial wealth). The figure has been
rising constantly over the past decade. See Cardoso, Farinha and Lameira, “Household wealth in Portugal: revised series”, September 2008, Banco de
Portugal, Oc ca sional Pa pers. 99999999999999999999999999999999999999999

(10) For a detailed analysis of the sample of companies participating on the Central Balance Sheet Database of the Banco de Portugal - in the annual survey
(CBA) and in the quarterly survey (CBT) - see Banco de Portugal Supplement 5/2005 to the Statistical Bulletin, December 2005 and Supplement 1/2008 to
the Statistical Bulletin, May 2008. In the quarterly survey and, though to a lesser degree, in the annual survey up to 2005, there is a considerable skew
towards large enteprises. From 2006, with the introduction of the Simplified Corporate Information (Informação Empresarial Simplificada), the cov er age of
the an nual sur vey im proved con sid er ably and is now close to 100 per cent in terms of to tal gross value added of non-fi nan cial cor po ra tions. 1010101010101010101010101010101010101010101010101010101010101010101010101010101010



This also played its part in the fall in disposable income during the half year under review. To this can

be added the amounts paid out as dividends in net terms (this figure relating significantly to listed

companies), at a higher point than in the previous year. So, there was less surplus kept for the own

sector.

Since 2004, gross saving of non-financial corporations as a percentage of GDP has been falling pro-

gressively. At the same time, according to the Banco de Portugal Annual Central Balance Sheet Data-

base, the return for enterprises in this sector rose in successive periods until 2007 (according to the

Quarterly Database, the figures for the first half of 2008 indicate that the trend was then reversed)

(Chart 3.9). The operating surplus of non-financial enterprises as a percentage of GDP has remained

virtually the same during that period (with even a slight increase in 2007). So, the path of savings rate

has reflected the continued rise in remuneration of the investors in non-financial enterprises, whether

through those who took on debt issues or shareholders
11

(Chart 3.10). As a result, the sector’s self-fi-

nancing capacity fell steadily, leading to a growing need for financing, even though the investment un-

dertaken remained unchanged. These needs have been covered over recent years by an increase in

debt contracted through the financial sector. Also, especially in 2006, there has been a substantial rise

in financing from partners and shareholders, mainly taking the form of supplementary capital (Chart

3.11). During the first half of the current year, loans to this sector continued to rise at a high rate, and

there were also considerable amounts raised through debt issues, especially short-term, mainly taken

up by banks (around 75 per cent) (see “Section 4.4 Credit Risk” in this article).
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Chart 3.7
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Notes: Annualised six-month figures. Annual figures for 2007 calculated on the basis of

quarterly national accounts. (a) Financial savings are given by the difference between net

acquisition of financial assets and net incurrence of liabilities by the sector in the period

under review. Excluding a statistical discrepancy, they correspond to net lending/net bor-

rowing that results from non-financial operations. (b) Capital transfers (net) minus acqui-

sitions less disposals of non-produced non-financial assets.

(11) The operating surplus for a sector corresponds to the difference between the gross added value (equal to output less intermediate consumption) and the

compensation of employees plus taxes on production and imports paid. It is therefore a measure of the income generated (or absorbed) as a result of the

production (before the recording of financial costs and proceeds). Leaving out depreciation and provisions, this could be interpreted, for non-financial

enterprises, as an approximation to the aggregate operating income of the sector. In the national accounts system (Sistema Integrado de Contas

Nacionais), the operating surplus is a resource for the sector. This can be transferred to other sectors in the form of property income (such as interest,

dividends and rents), current taxes on income and wealth and other current transfers. The balancing item is the disposable income. In sectors with final

consumption (households, non-profit institutions serving families and public administrations), disposable income can be used in consumption and saving. In

the other sectors (such as non-financial corporations) disposable income equals saving. 99111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111111
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Chart 3.8

DEVELOPMENTS IN PROFIT AND LOSS OF NON-FINANCIAL CORPORATIONS
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Notes: Indices based on year-on-year changes of cumulative data since the beginning of the year for the same corporations participating in the Central Balance-Sheet Database in two

consecutive years. Operating surplus and adjusted gross saving calculated on the basis of annual national accounts up to 2006 (including); in 2007, calculated on the basis of quarterly

national accounts. (a) Operating profit = gross value added - personnel costs + other operating income (net of operating costs) - taxes (excluding indirect) - depreciation and provisions for

the year. (b) Ordinary profit = operating profit + financial profit. (c) ACB: Annual Central Balance-Sheet Database. QCB: Quarterly Central Balance-Sheet Database. In the case of QCB,

changes considered refer to the first half of each year (H1) and the year as a whole. Break in the series in 2006 for ACB; as from that year, on the basis of Simplified Corporate Information.

On the basis of gross value added of non-financial corporations, the coverage rate in ACB is around 60 per cent up to 2005 and close to 100 per cent since 2006. For QCB, coverage rate

ranges between 41 and 45 per cent. (d) Gross operating surplus in the year. (e) Gross saving plus distributed income of corporations payable minus net reinvested FDI earnings.

Chart 3.9

RATES OF RETURN IN NON-FINANCIAL CORPORATIONS
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Notes:Return on investment = (ordinary profit + interest payable) / (shares and other equity + financial debt). Return on equity = ordinary profit / shares and other equity. ACB: Annual
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of Simplified Corporate Information.



Non-financial corporations acquired considerable amounts of shares and other holdings in the first half

of this year (Chart 3.12). In non-consolidated terms, the amount is considerably higher, which sug-

gests that a significant part of the extra capital (for example, supplementary capital) could well be

linked to a process of consolidation between companies. As net borrowing rose in the first half of this

year, the financial debt of non-financial enterprises rose to around 113 per cent of GDP (having been

107 per cent at the end of 2007). The end result of this is an increase in the sector’s financial leverage

ratio (Chart 3.13).

Instability in the financial markets and the growing realisation of the risks to the real economy could

well be influencing production and investment decisions by non-financial corporations. There is likely

to be a deteriorating financial situation among these companies as a consequence of the world’s eco-

nomic woes, impacting on demand for Portuguese goods and services, in tandem with more difficulty

in raising finance. In this context, the results of the Investment Survey carried out in April and the

monthly surveys to manufacturing industry conducted during the present year, show that there has

been a rise since last year, though not a big one, in the number of companies which are pointing at fi-

nancial constraints as one of the main factors limiting investment and production.
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Chart 3.10
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Chart 3.11
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Chart 3.12

NET ACQUISITION OF FINANCIAL ASSETS BY
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Chart 3.13
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4. BANKING SYSTEM12

4.1. Activity, international exposure and profitability

Ac tiv ity

The tur moil in in ter na tional fi nan cial mar kets that started in the sum mer of 2007 was char ac ter ised by

strong dis tur bances in the whole sale debt mar kets and sharp de val u a tions in stock mar kets, hav ing

changed dra mat i cally the op er a tional en vi ron ment of the Por tu guese bank ing sys tem. Con sid er ing the 

rel e vance of whole sale mar ket fund ing for the ex pan sion of the bank ing ac tiv ity in the past few years, in 

line with the in ter na tional trend, as well as the sen si tiv ity of some bal ance sheet items to mar ket fluc tu -

a tions, the mag ni tude and per sis tence of the events that marked the last year may trig ger a slow down

in ac tiv ity and a re vi sion of the management strategies of bank assets and liabilities.  

In June 2008, the year-on-year rate of change in the ac tiv ity of the Por tu guese bank ing sys tem,

 assessed by to tal as sets, on a con sol i dated ba sis, was close to 10 per cent (Ta ble 4.1.1). Thus, de spite 

some de celer ation af ter strong growth in the past few years, bank ing ac tiv ity does not seem to have

been sig nif i cantly af fected in quan ti ta tive terms by the fi nan cial tur moil in the first half of 2008. These

de vel op ments re flected the fact that Por tu guese banks, de spite the ad verse con di tions pre vail ing in fi -

nan cial mar kets, con tinued to have some ac cess to whole sale fund ing and the re sources from

 customers in creased sub stan tially over the same pe riod. Nev er the less, as this in crease was as so ci -

ated with a shift in the port fo lio of fi nan cial as sets of cus tom ers, the per sis tence of an el e vated rate of

change in these re sources is not likely to be sus tain able over the me dium term, without a significant

rise in the private sector saving rate.

The port fo lio of credit to cus tom ers, which ac counts for around two thirds of as sets, was the key de ter -

mi nant of ac tiv ity growth, with a rate of change close to 13 per cent in June 2008. In line with de vel op -

ments in the most re cent pe riod, this rise re flected not only the in creas ing im por tance of the

in ter na tional ac tiv ity car ried on by the ma jor bank ing groups, which is con cen trated in coun tries char -

ac ter ised by high credit growth, but also the sus tained buoy ancy of the do mes tic mar ket, de spite a

clearly more ad verse fi nan cial and mac ro eco nomic environment than in the previous years. 

In the do mes tic mar ket, the rate of change in loans to the non-fi nan cial pri vate sec tor stood at around

10 per cent in June 2008.13 Turn ing to non-fi nan cial cor po ra tions, bank loans con tinued to grow

strongly, al beit slow ing down some what, in a pe riod char ac ter ised by sig nif i cant is su ance of com mer -
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(12) In this chap ter, the ag gre gate de fined as Por tu guese bank ing sys tem re lates to credit in sti tu tions and fi nan cial cor po ra tions op er at ing in Por tu gal sub ject to
the su per vi sion of Banco de Por tu gal, with the ex cep tion of the in sti tu tions hav ing their head of fice in the Ma deira off-shore. Thus, it en com passes fi nan cial
groups, on a con sol i dated ba sis, which in clude within the same con sol i da tion at least one credit in sti tu tion or an in vest ment firm, and credit in sti tu tions and
in vest ment firms, on an in di vid ual ba sis, which are not con sol i dated in Por tu gal (in clud ing branches of credit in sti tu tions or in vest ment firms). The anal y sis of 
this uni verse is im por tant as the new Cap i tal Ad e quacy Di rec tive is ap plied to this group of in sti tu tions, be ing con sid ered the bench mark uni verse in the large 
ma jor ity of Eu ro pean coun tries. How ever, there are no data avail able be fore 2007 for this ag gre gate, as the adop tion of the In ter na tional Ac count ing
Stan dards (IAS) was not im ple mented by all in sti tu tions. There fore, in 2005 and 2006 there were dif fer ent ac count ing sys tems. Thus, data in this chap ter are 
based on dif fer ent ag gre gates of in sti tu tions. In par tic u lar, up to 2004 the group of in sti tu tions re fers to banks and sav ings banks, with the ex cep tion of banks
hav ing their head of fice or car ry ing on their ex clu sive ac tiv ity in Ma deira off-shore and/or pre dom i nant ac tiv ity with non-res i dents. Branches of credit
in sti tu tions hav ing their head of fice in an other Eu ro pean Un ion Mem ber State – ex clud ing those that are not clas si fied as mon e tary fi nan cial in sti tu tions
(MFIs) – as well as branches of credit in sti tu tions hav ing their head of fice in third coun tries were in cluded as banks. From De cem ber 2004 to June 2008, two
groups of in sti tu tions are con sid ered. The first, for the pe riod from De cem ber 2004 to De cem ber 2007, cor re spond ing to the thir teen bank ing groups that
have adopted the IAS (or the Ad justed Ac count ing Stan dards) in the prep a ra tion of their fi nan cial state ments in 2005 (which in De cem ber 2004 rep re sented
around 87 per cent of to tal as sets of the group of in sti tu tions ana lysed un til then). The sec ond, the one adopted in this sec tion, for the pe riod from March
2007 to June 2008. The over lap ping pe riod of the dif fer ent groups of in sti tu tions en ables a con sis tent anal y sis of the vari a tions. For clar ity pur poses,
when ever nec es sary the ta bles and charts in this chap ter con tain a ver ti cal line to signal the breaks in the series. 10101212121212121212121212121212121212121212121212121212121212121212121212121212121212121212121212121212

(13) Developments in loans granted to the non-financial private sector are based on information relating to the group of resident monetary financial institutions, in 
accordance with the Monetary and Financial Statistics. The annual rate of change was calculated on the basis of the ratio of the outstanding amounts of
bank loans at the end of the month, adjusted for securitisation, and monthly transactions (which are calculated on the basis of outstanding amounts and
adjusted for write-offs and price and exchange rate revaluations). 11111313131313131313131313131313131313131313131313131313131313131313131313131313131313131313131313131313
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Table 4.1.1

BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR millions Structure (as a percentage of total assets) Year-on-year rates of change(a)

2007 2008 2007 2008 2007 2008

Jun. Dec. Jun. Mar. Jun. Sep. Dec. Mar. Jun. Mar. Jun. Sep. Dec. Mar. Jun.

Cash and claims on central banks 5 739 9 378 7 920 1.6 1.4 1.6 2.1 1.9 1.7 18.2 -11.9 3.5 12.4 36.4 38.0

Claims on other credit institutions 3 797 4 480 4 206 0.9 0.9 1.0 1.0 0.8 0.9 -0.4 -19.4 23.6 2.5 10.2 10.8

Investment in credit institutions 40 273 38 496 38 301 8.6 9.5 9.3 8.7 7.7 8.3 -15.1 11.2 0.9 -6.7 1.1 -4.9

Financial assets at fair value through profit or loss 27 026 23 145 24 682 6.2 6.4 5.9 5.2 5.0 5.3 5.2 13.4 4.7 0.1 -7.6 -8.7

  Equity 1 553 1 701 1 415 0.5 0.4 0.3 0.4 0.3 0.3 -9.6 32.8 -10.3 21.9 -24.0 -8.9

  Debt instruments 17 569 13 528 13 541 4.1 4.2 3.8 3.1 2.8 2.9 0.4 3.4 -4.0 -12.8 -22.8 -22.9

  Other 7 905 7 915 9 726 1.6 1.9 1.8 1.8 1.9 2.1 23.3 34.9 28.5 22.3 35.4 23.0

Available-for-sale financial assets 24 865 27 220 27 978 5.8 5.9 5.7 6.1 5.9 6.0 23.3 29.9 25.4 34.2 14.2 12.5

  Equity 7 924 7 939 6 338 1.7 1.9 1.7 1.8 1.5 1.4 42.4 66.8 29.9 25.9 -3.7 -20.0

  Debt instruments 16 306 18 502 19 828 3.9 3.9 3.9 4.2 4.2 4.3 20.3 22.4 22.6 37.0 21.3 21.6

  Other 635 779 1 812 0.2 0.2 0.2 0.2 0.2 0.4 -39.2 -56.4 40.3 78.2 33.5 185.3

Investment held to maturity 1 633 1 451 2 296 0.4 0.4 0.3 0.3 0.6 0.5 -19.2 -21.8 -27.2 -28.4 65.1 40.6

Hedging derivatives 2 060 1 385 1 599 0.4 0.5 0.3 0.3 0.4 0.3 31.6 56.3 -5.6 -12.9 15.0 -22.4

Investment in subsidiaries 3 645 3 769 3 293 1.1 0.9 0.9 0.8 0.8 0.7 6.1 -11.6 -7.4 -15.3 -23.1 -9.7

Net credit to customers 272 167 293 255 308 826 64.9 64.4 65.5 66.1 67.5 66.6 12.5 13.9 16.8 14.5 18.3 13.5

Gross credit 278 854 300 019 316 107 66.5 66.0 67.0 67.7 69.1 68.2 12.2 13.6 16.4 14.3 18.2 13.4

of which: over due credit to cus tom ers 5 022 5 035 6 181 1.2 1.2 1.2 1.1 1.3 1.3 4.5 8.4 5.1 14.1 22.1 23.1

Impairment and value adjustments in credit to customers -6 687 -6 764 -7 281 -1.6 -1.6 -1.6 -1.5 -1.6 -1.6 -0.4 3.9 -0.7 8.4 14.3 8.9

Securitised non-derecognised assets 19 113 19 867 23 018 4.9 4.5 4.5 4.5 4.7 5.0 23.3 20.8 3.7 18.5 10.5 20.4

of which: credit to cus tom ers 19 116 19 935 23 018 4.9 4.5 4.5 4.5 4.7 5.0 23.0 20.8 3.7 19.1 10.7 20.4

Tangible and intangible assets 5 256 5 529 5 581 1.3 1.2 1.2 1.2 1.3 1.2 13.0 12.6 10.0 10.0 14.0 6.2

Other assets 16 817 15 478 16 048 4.0 4.0 3.5 3.5 3.5 3.5 -0.3 5.4 0.6 -0.9 1.4 -4.6

Total assets 422 391 443 454 463 746 100.0 100.0 100.0 100.0 100.0 100.0 10.2 13.4 13.1 11.7 13.8 9.8

Resources from central banks 2 369 5 731 6 898 0.5 0.6 1.0 1.3 1.0 1.5 -77.3 -76.6 150.0 198.8 115.1 191.2

Resources from other credit institutions 72 809 72 362 74 730 16.9 17.2 16.4 16.3 16.3 16.1 8.8 6.7 -3.0 4.1 10.0 2.6

Resources from customers and other loans 179 493 195 604 203 276 43.5 42.5 43.3 44.1 45.0 43.8 4.2 5.6 10.3 8.2 17.8 13.3

Liabilities represented by securities 95 943 97 333 105 232 22.1 22.7 22.5 21.9 21.6 22.7 32.0 44.2 23.5 17.5 11.6 9.7

Subordinated liabilities 10 719 11 693 11 455 2.6 2.5 2.5 2.6 2.7 2.5 0.8 0.9 4.7 9.3 14.3 6.9

Financial liabilities held for trading 9 882 10 004 12 060 1.9 2.3 2.3 2.3 2.4 2.6 16.9 29.7 55.2 61.1 42.7 22.0

Hedging derivatives 2 778 2 015 2 432 0.5 0.7 0.4 0.5 0.5 0.5 76.9 92.8 7.6 7.8 5.2 -12.4

Liabilities for non-derecognised assets in securitisation operations 5 527 5 163 4 673 1.4 1.3 1.6 1.2 1.1 1.0 77.1 81.0 47.4 9.3 -8.0 -15.4

Other liabilities 15 459 15 277 14 573 4.0 3.7 3.5 3.4 3.2 3.1 -4.6 -0.1 3.3 0.9 -7.7 -5.7

Total liabilities 394 978 415 182 435 330 93.3 93.5 93.6 93.6 93.8 93.9 9.5 13.1 13.2 11.7 14.3 10.2

Capital 27 413 28 272 28 416 6.7 6.5 6.4 6.4 6.2 6.1 21.6 17.5 12.0 11.8 6.2 3.7

Total equity and liabilities 422 391 443 454 463 746 100.0 100.0 100.0 100.0 100.0 100.0 10.2 13.4 13.1 11.7 13.8 9.8

Source: Banco de Por tu gal.
Note: (a) In 2007 year-on-year rates of change were based on the thir teen bank ing groups that adopted the In ter na tional Ac count ing Stan dards in 2005, due to lack of com pa ra ble fi nan cial state ments for the bank ing sec tor as a whole in 2006 and 2007.



cial pa per, largely sub scribed by banks. As to house holds, loans for house pur chase con tinued the

trend de celer ation ob served since 2006, while con sumer credit and other lend ing, in spite of re cord ing

high rates of change at the be gin ning of the year, also slowed down some what at the end of the first

half of 2008.14 

Re flect ing the tur moil in fi nan cial mar kets, the value of the over all port fo lio of se cu ri ties and fi nan cial

in vest ments de creased by 2.6 per cent in year-on-year terms in June 2008.15 Fi nan cial in stru ments

whose main source of risk is the change in the in ter est rate con tinued to rep re sent the larg est com po -

nent of this port fo lio, in creas ing their share to 75 per cent in June 2008  (Chart 4.1.1). In a pe riod of ris -

ing long-term in ter est rates, these de vel op ments re flected chiefly the net ac qui si tion of debt se cu ri ties,

in par tic u lar se cu ri ties is sued by spe cial-pur pose ve hi cles. In turn, the weight of fi nan cial as sets  par -

ticularly ex posed to changes in the price of shares and other cap i tal in stru ments in the to tal port fo lio of

fi nan cial in stru ments de creased (stand ing at around 17 per cent), in line with the devaluation in most

stock markets and the sale of some holdings. 

In the first half of 2008, con versely to pre vi ous years, the an nual rate of change in re sources from cus -

tom ers was con sid er able and sim i lar to that of credit to cus tom ers, by ap prox i mately 13 per cent.16

These de vel op ments mainly re flected the rise in re sources from res i dent cus tom ers, de spite hav ing

also bene fited from the ex pan sion of the in ter na tional ac tiv ity of the ma jor bank ing groups. In the do -

mes tic mar ket, the rise in re sources from cus tom ers largely re flected shifts in the port fo lio of fi nan cial

as sets of eco nomic agents, which, in view of the strong in sta bil ity in fi nan cial mar kets, re in vested their

sav ings in bank de pos its to the det ri ment of fi nan cial in vest ments that are more sen si tive to fluc tu a -

tions in debt and cap i tal mar kets, such as mu tual fund units. This in crease may have also re flected the

of fer of higher in ter est rates re sult ing from the adop tion of more com pet i tive strat e gies by banks in

 taking re sources from customers, due to the increased difficulty in borrowing from the wholesale

market. 
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Chart 4.1.1

STRUCTURE OF FINANCIAL ASSET PORTFOLIO

ACCORDING TO RISK SOURCE
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Source: Banco de Por tu gal.
Note: The break in the se ries in 2007 cor re sponds to a wid en ing of the group of in sti tu -
tions un der anal y sis.

(14) For fur ther de tails on de vel op ments and qual ity of the credit port fo lio, see “Sec tion 4.4 Credit Risk”. 12121414141414141414141414141414141414141414141414141414141414141414141414141414141414141414141414141414

(15) The port fo lio of se cu ri ties and fi nan cial in vest ment in cludes fi nan cial as sets mea sured at fair value through profit or loss, in clud ing trad ing de riv a tives (net of
fi nan cial li a bil i ties held for trad ing pur poses), avail able-for-sale fi nan cial as sets, held-to-ma tu rity in vest ments, in vest ments in branches, and hedg ing
de riv a tives. 13131515151515151515151515151515151515151515151515151515151515151515151515151515151515151515151515151515

(16) For fur ther de tails on the fi nanc ing of fi nan cial in sti tu tions in the course of 2008 and re spec tive li quid ity po si tion, see “Sec tion 4.3 Li quid ity risk”. 14141616161616161616161616161616161616161616161616161616161616161616161616161616161616161616161616161616



De spite the dis tur bances in the in ter na tional whole sale debt mar kets, both in terms of price and quan -

tity, in June 2008 li a bil i ties rep re sented by se cu ri ties in creased by ap prox i mately 10 per cent, in

year-on-year terms. In turn, in ter bank money mar ket fund ing (net of in vest ment) in creased by 23 per

cent. The rise in the debtor po si tion of the Por tu guese bank ing sys tem in the in ter bank mar ket chiefly

re flected a re duc tion in the as sets of other credit in sti tu tions com pared with an in crease in re sources

ob tained from them. It should be noted how ever that do mes tic in sti tu tions as a whole showed the op -

po site be hav iour, with a de cline in the (net) re course to this type of fi nanc ing. At the same time, there

was an in crease in op er a tions with the cen tral banks, which al beit con tin u ing to rep re sent a small

share in the to tal fi nanc ing of the bank ing sys tem, made it pos si ble to ac com mo date part of the dis tur -

bances recorded in other funding markets, in particular in the interbank market. 

Ac cord ing to data pub lished by some bank ing in sti tu tions, the de vel op ments ob served in the first half

of 2008 per sisted over the third quar ter of the year. In par tic u lar, bank ing ac tiv ity con tinued to be es -

sen tially un der pinned by the growth of the port fo lio of credit to cus tom ers, al beit with a more mod er ate

growth pace. In turn, the tur moil in fi nan cial mar kets (which in creased con sid er ably as from mid-Sep -

tem ber) led to ad di tional losses in the value of some fi nan cial in stru ments in cluded in the port fo lios of

marked-to-market financial assets. 

In ter na tional ex po sure of the do mes tic bank ing sys tem 

At the end of the first half of 2008, the value of the for eign claims of do mes tic bank ing groups, on a con -

sol i dated ba sis, was equiv a lent to around 72 per cent of GDP, ris ing by 7.5 per cent from June 2007

(Ta ble 4.1.2).17 These as sets cor re sponded ap prox i mately to 30 per cent of to tal as sets of do mes tic

banks. Lo cal claims de nom i nated in lo cal cur rency (as so ci ated with the lo cal ac tiv ity of branches and

sub sid iar ies abroad) reached around 8 per cent of to tal as sets. By bor rower sec tor, there was a high

con cen tra tion in the pri vate sector (banks and non-bank private sector).

Com pared with other bank ing sys tems of the Eu ro pean Un ion, the size of the in ter na tional ex po sure of 

Por tu guese bank ing groups (as sessed by the re spec tive weight in GDP) is rel a tively small, be ing

strongly con cen trated in euro area coun tries and in coun tries with high sov er eign rat ing. In fact, at the

end of June 2008, most for eign claims of do mes tic banks trans lated into ex po sures to de vel oped

coun tries, mainly in Eu ro pe (nearly two thirds of the to tal), and in par tic u lar to Spain, fol lowed by the

United King dom and Ger many (one third of the to tal in ter na tional ex po sure of do mes tic bank ing

groups was re lated to these three coun tries) (Chart 4.1.2). For eign ex change and credit risks as so ci -

ated with this ex po sure should there fore be rel a tively lim ited. In par tic u lar, it should be noted that the

ex po sure to emerg ing mar ket econ o mies was clearly lower than that of the United King dom and other

euro area coun tries (namely, Aus tria, the Neth er lands, Bel gium and Spain) (Chart 4.1.3).18 In terms of

the to tal claims on non-res i dents of Por tu guese do mes tic banks, this ex po sure ac counted for around

15 per cent. The ex po sure to these econ o mies is par tic u larly rel e vant in the case of lo cal claims de -

nom i nated in lo cal cur rency, where it rep re sented around 23 per cent of the to tal, cor re spond ing chiefly 

to the ac tiv ity car ried on by a branch of a large Por tu guese bank ing group in Poland. In the case of

international claims, besides Poland, the exposure to Brazil is also considerable.
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(17) For eign claims are con sid ered to be in ter na tional claims and lo cal claims in lo cal cur rency of the branches and sub sid iar ies abroad of do mes tic banks.
In ter na tional claims cor re spond to cross-bor der claims (i.e. vis-à-vis non-res i dents re gard less of the cur rency of de nom i na tion) and to lo cal claims of
branches and sub sid iar ies abroad de nom i nated in for eign cur rency. For fur ther in for ma tion about these con cepts, see “Box 5.3 In ter na tional ex po sure of the 
bank ing sys tem”, Banco de Por tu gal, Fi nan cial Sta bil ity Re port, 2004. 151517171717171717171717171717171717171717171717171717171717171717171717171717171717171717171717171717

(18) The ag gre gate com prised of emerg ing mar ket econ o mies cor re sponds to the coun tries that in Sep tem ber 2008 were in cluded in the Mor gan Stan ley
Emerg ing Mar kets In dex, i.e. Ar gen tina, Brazil, Chile, China, Co lom bia, Czech Re pub lic, Egypt, Hun gary, In dia, In do ne sia, Is rael, Jor dan, Ko rea, 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. 161618181818181818181818181818181818181818181818181818181818181818181818181818181818181818181818181818
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Table 4.1.2

CONSOLIDATED FOREIGN CLAIMS FROM THE PERSPECTIVE OF IMMEDIATE RISK – STRUCTURE

Dec. 2006 Jun. 2007 Dec. 2007 Jun. 2008
p

Total (10
6

€) 93 793 95 583 93 586 102 780

International claims 77.8 72.8 70.3 71.9

Maturity

Up to 1 year 45.3 35.0 30.4 33.6

From 1 up to 2 years 2.7 2.6 2.4 4.0

Over 2 years 22.7 29.9 31.4 30.6

Other 7.0 5.3 5.9 3.8

Institutional borrower

Banks 46.7 36.2 30.5 32.8

Public sector 3.3 3.2 3.3 2.8

Non-bank private sector 27.7 33.1 36.0 35.9

Other 0.0 0.3 0.5 0.4

Geographical borrower

Developed countries 55.6 54.1 48.6 51.1

Offshore centres 10.5 6.0 6.9 6.0

Developing Europe 4.0 4.5 5.3 5.8

Other 7.6 8.2 9.4 9.0

Local claims in local currency 22.2 27.2 29.7 28.1

Geographical borrower

Developed countries 15.6 19.8 21.3 20.1

Offshore centres 0.5 0.5 0.5 0.0

Developing Europe 4.0 4.6 5.1 5.2

Other 2.1 2.3 2.8 2.7

Memo:

Local liabilities in local currency (10
6
€) 18 379 19 286 21 445 21 580

Source: Banco de Portugal.

Note: p - provisional figures.

Chart 4.1.2

GEOGRAPHICAL STRUCTURE OF FOREIGN

CLAIMS OF DOMESTIC BANKING GROUPS

June 2008

Spain
Germany
France
Ireland
Other euro area countries
United Kingdom
Other developed European countries
United States
Other developed countries
Offshore centres
Emerging market economies
Other developing countries

Source: Banco de Portugal.

Chart 4.1.3

FOREIGN CLAIMS OF DOMESTIC BANKING

GROUPS OF THE EUROPEAN UNION COUNTRIES
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Local claims denominated in local currency
of which: vis-à-vis emerging market economies

Internacional claims
of which: vis-à-vis emerging market economies

Sources: BIS (Consolidated International Banking Statistics) and Eurostat.

Notes: June 2008. EU15, excluding Luxembourg. The dashed series show claims

vis-à-vis emerging market economies (according to the composition of the Morgan Stan-

ley Emerging Markets Index). (a) GDP forecasts for 2008. (b) Structure relating to De-

cember 2007 applied to the value of foreign claims in June 2008. (c) Breakdown by

country is only partly available.



Prof it abil ity

The tur moil in in ter na tional fi nan cial mar kets that started in the sum mer of 2007, in the wake of  pro -

blems in the subprime mort gage mar ket of the United States, to which Por tu guese banks have a neg li -

gi ble di rect ex po sure, had al ready af fected neg a tively the re sults in the lat ter months of 2007. These

neg a tive ef fects had been felt through an in crease in fi nanc ing costs, a loss in the port fo lio value of fi -

nan cial in stru ments, and through the evo lu tion of some com mis sions. In the course of 2008, amid de -

te ri o rat ing fi nan cial mar ket con di tions, these ef fects in ten si fied sig nif i cantly. Thus, in the first half of

2008, in come be fore taxes and mi nor ity in ter ests of the Por tu guese bank ing sys tem, on a con sol i dated 

ba sis, de creased by around 38 per cent, com pared with the first half of 2007 (Ta ble 4.1.3). These de -

vel op ments were re flected into a re duc tion in the re turn on as sets (ROA) and re turn on eq uity (ROE),

with the re spec tive in di ca tors stand ing at 0.74 and 12.0 per cent, at the end of the first half of the year

(Chart 4.1.4). In this con text, it is im por tant to note that as the in ter na tional ac tiv ity is mainly de vel oped

in emerg ing mar ket and de vel op ing econ o mies – i.e. rel a tively less af fected by fi nan cial mar ket de vel -

op ments in the first half of 2008 – in come from this ac tiv ity con tinued to re cord high growth rates.19 

Turn ing to con tri bu tions, the 60 ba sis points re duc tion in ROA in the first half of 2008 was chiefly due to

the neg a tive per for mance of in come from fi nan cial op er a tions and an in crease in provisioning and im -

pair ment losses, in line with de vel op ments in fi nan cial mar kets in the last year, which com bined rep re -

sented 50 ba sis points of the re duc tion re corded (Chart 4.1.5).20 The de vel op ments in in come from

as so ci ates and joint ven tures and the fi nan cial mar gin made also a neg a tive con tri bu tion, al beit to a
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Chart 4.1.4

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 in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional Ac count ing Stan dards, which also im plied a re def i ni tion of the group of bank ing
 institutions un der anal y sis. In turn, the break in the se ries in 2007 cor re sponds to a wid en -
ing of the group of in sti tu tions un der anal y sis. The ad justed prof it abil ity in di ca tors are ob -
tained af ter de duct ing from the profit and loss ac count the im pact of the re struc tur ing of
par tic i pat ing in ter ests in com pa nies (namely, in sur ance com pa nies) by one of the major
banking groups considered in 2006. 

(19) Po land, Ro ma nia, Greece, An gola and Brazil are some of the coun tries where the ma jor bank ing groups carry on their ac tiv ity. 191919191919191919191919191919191919191919191919191919191919191919191919191919191919191919191919

(20) In come from fi nan cial op er a tions cor re spond to the sum of in come from fi nan cial as sets and li a bil i ties mea sured at fair value through profit or loss, in come
from avail able-for-sale as sets, in come from for eign ex change re val u a tion and in come from the sale of other fi nan cial as sets. 18202020202020202020202020202020202020202020202020202020202020202020202020202020202020202020202020



lesser extent. The remaining income items made a positive but modest contribution to developments

in profitability.

In the first half of 2008, income from financial operations decreased in year-on-year terms by approxi-

mately 70 per cent, contributing 36 basis points to the fall in ROA. This reduction reflected the impact of

the financial market turmoil in the last year, as well as the fact that the first half of 2007 was character-

ised by particularly favourable developments in financial markets, affecting positively income in that

period. It should be recalled that in the first half of 2007 stock markets recorded valuation peaks and

debt markets, despite the rise in long-term interest rates, were characterised by reduced risk premia.

Thus, with the exception of derivatives held for trading purposes, the behaviour of other components

incorporated in income from financial operations made a negative contribution to developments in

profitability in the first half of 2008 (Chart 4.1.6). The strongest impact came from the component in-

come from financial assets and liabilities measured at fair value through profit or loss, reflecting the de-

cline in the portfolio value, as a consequence of the strong devaluations in stock markets and

disturbances in debt markets.
21

Analysing developments in income from financial operations from a

risk perspective, it can be seen that the main negative contribution to the reduction in profitability was

recorded in shares, in instruments whose interest rate risk is predominant and in investment in

branches. By contrast, the foreign exchange component headed in the opposite direction, given that

the euro continued to appreciate against the US dollar in the first half of 2008 (Chart 4.1.7).

The year-on-year rate of change in provisioning and impairment losses was close to 45 per cent in the

first half of 2008, translating into a 14 basis points contribution to the reduction in ROA. The main factor

behind this performance was the recognition of impairment associated with available-for-sale financial

assets, as a result of the turmoil in financial markets. In this context, holdings held by some of the major
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Chart 4.1.5

CHANGE IN RETURN ON ASSETS – ROA

Breakdown of contributions
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Impact of the restructuring of participating interests in companies by one of
the major groups

Change in ROA

Change in ROA - adjusted (a)

Source: Banco de Portugal.

Notes: Return on assets is calculated by taking into account income before taxes and minority interests. The break in the series corresponds to a change in the group of banking institu-

tions under analysis. (a) Excludes income associated with a restructuring of participating interests in companies (namely insurance companies) by one of the major banking groups con-

sidered in 2006. (b) Operational costs include staff costs, general administrative costs and amortisation and depreciation. (c) Income from associates and joint ventures (equity method).

(21) It should be noted that only potential capital gains and losses of financial assets and liabilities measured at fair value through profit or loss are recorded in the

financial statements. The change in the value of available-for-sale financial assets, despite being marked-to-market in the balance sheet, only affect results

for the year when they are realised (i.e. when they are sold) or through impairment recognition. Unrealised changes in the value of these assets are recorded

in the own funds reserve accounts.1921212121212121212121212121212121212121212121212121212121212121212121212121212121212121212121212121
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Table 4.1.3

PROFIT AND LOSS ACCOUNT OF THE BANKING SYSTEM

On a consolidated basis

EUR millions Structure 

(as a percentage of average assets)(a)

Year-on-year rates of change

(per cent)(b)

H1 2007 H2 2007 2007 H1 2008 H1 2007 H2 2007 2007 H1 2008 H1 2007 H2 2007 2007 H1 2008

1.Interest income 12 068 13 925 25 993 15 207 5.95 6.45 6.20 6.70 27.5 29.8 28.7 26.0

2.Interest expenses 8 044 9 787 17 831 10 898 3.97 4.53 4.25 4.80 34.9 40.3 37.8 35.5

3.Financial margin (1-2) 4 024 4 138 8 162 4 309 1.98 1.92 1.95 1.90 14.2 9.1 11.5 7.1

4.Income from capital instruments 158 62 220 220 0.08 0.03 0.05 0.10 12.8 42.7 17.5 39.3

5.Income from services and commissions (net) 1 464 1 745 3 209 1 637 0.72 0.81 0.77 0.72 4.3 14.2 9.4 11.8

6.Income from financial assets and liabilities measured at fair value through profit and loss 300 -472 -171 -214 0.15 -0.22 -0.04 -0.09 - - 172.7 -

7.Income from available-for-sale financial assets 401 680 1 080 406 0.20 0.31 0.26 0.18 72.7 190.1 130.8 1.3

8.Income from foreign exchange revaluation 111 290 401 80 0.05 0.13 0.10 0.04 -60.8 31.0 -20.8 -28.2

9.Income from the sale of other financial assets 191 -28 163 34 0.09 -0.01 0.04 0.01 -67.1 -102.7 -79.0 -82.3

9.a) In come from the sale of other fi nan cial as sets - ad justed 191 -28 163 34 0.09 -0.01 0.04 0.01 -15.1 -102.7 -64.5 -82.3

10.Other operating profit and loss 323 386 709 361 0.16 0.18 0.17 0.16 -16.5 -22.5 -19.7 11.5

10.a) Other op er at ing profit and loss – ad justed 323 386 709 361 0.16 0.18 0.17 0.16 -10.3 -22.5 -16.9 11.5

11.Gross income (3+4+5+6+7+8+9+10) 6 973 6 801 13 774 6 834 3.44 3.15 3.29 3.01 9.1 3.0 6.0 -2.0

11.a) Gross income - adjusted (3+4+5+6+7+8+9.a+10.a) 6 973 6 801 13 774 6 834 3.44 3.15 3.29 3.01 16.2 3.0 9.4 -2.0

12.Staff costs 1 885 2 169 4 053 2 063 0.93 1.00 0.97 0.91 -0.1 8.0 4.1 9.5

13.General administrative costs 1 337 1 534 2 871 1 436 0.66 0.71 0.69 0.63 8.5 11.8 10.2 7.4

14.Depreciation and amortisation 272 309 581 301 0.13 0.14 0.14 0.13 6.5 14.1 10.4 10.4

15.Provisions net of refunds and write-offs 139 84 222 36 0.07 0.04 0.05 0.02 112.0 -11.1 41.2 -73.8

16.Impairment losses and other net value adjustments 821 905 1 726 1 356 0.41 0.42 0.41 0.60 45.9 27.2 35.6 65.0

17.Negative consolidation differences -5 -9 -14 -1 0.00 0.00 0.00 0.00 - - - -76.5

18.Appropriation of income from associates and joint ventures (equity method) 201 267 467 47 0.10 0.12 0.11 0.02 25.0 237.2 97.4 -76.5

18.a) Ap pro pri a tion of in come from as so ci ates and joint ven tures (eq uity method) - ad justed 201 267 467 47 0.10 0.12 0.11 0.02 72.7 237.2 141.3 -76.5

19. Income before taxes and minority interests (11-12-13-14-15-16-17+18) 2 725 2 076 4 800 1 691 1.34 0.96 1.15 0.74 7.1 -4.7 1.7 -37.9

19.a) Income before taxes and minority interests - adjusted (11.a-12-13-14-15-16-17+18.a) 2 725 2 076 4 800 1 691 1.34 0.96 1.15 0.74 28.6 -4.7 11.8 -37.9

20.Taxes on profit 476 309 784 362 0.23 0.14 0.19 0.16 25.5 -41.4 -11.9 -23.9

21.Income before minority interests (19-20) 2 249 1 767 4 016 1 329 1.11 0.82 0.96 0.59 4.1 5.3 4.6 -40.9

21.a) Income before minority interests - adjusted (19.a-20) 2 249 1 767 4 016 1 329 1.11 0.82 0.96 0.59 29.2 5.3 17.5 -40.9

22.Minority interests 389 296 685 294 0.19 0.14 0.16 0.13 8.2 19.4 12.8 -24.5

23.Net profit and loss (21-22) 1 860 1 471 3 331 1 035 0.92 0.68 0.79 0.46 3.2 2.6 2.9 -44.3

23.a) Net profit and loss - adjusted (21.a-22) 1 860 1 471 3 331 1 035 0.92 0.68 0.79 0.46 35.2 2.6 18.6 -44.3

Source: Banco de Por tu gal.
Notes: The ad just ment in some of the items in 2006, re flected in the year-on-year rates of change in 2007, 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 cor po ra tions of the in sur ance sec tor car ried out by one of the ma jor bank ing groups con sid ered in the anal y sis. How ever, the cor re spond ing
ad just ment was not made in the items of taxes on prof its and (net) mi nor ity in ter ests ( lines 20 and 22). (a) Half-year data are annualised. (b) In 2007 year-on-year rates of change were based on the thir teen bank ing groups that adopted the In ter na tional Ac count ing Stan dards in 2005, due to lack of com pa ra ble fi nan cial state ments
for the banking sector as a whole in 2006 and 2007.



banking groups among themselves were particularly relevant, as share prices of financial institutions

were among the most affected by devaluations in stock markets.

The financial margin increased by 7.1 per cent in the first half of 2008, compared with the same period

in 2007, declining its contribution to ROA by approximately 9 basis points. The volume effect, essen-

tially associated with the credit expansion, continued to be the key determinant of these developments,

in a period in which the effect relating to the change in the interest rate was reduced. Implicit average

interest rates in the outstanding amounts of the main balance sheet items continued on a rising trend,
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Chart 4.1.6

INCOME FROM FINANCIAL OPERATIONS ACCORDING TO THE IAS CLASSIFICATION

As a percentage of average assets
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Notes: The break in the series in 2007 corresponds to a widening of the group of institutions under analysis. Half-year data (H1, H2) are annualised.
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Chart 4.1.7

CHANGE IN INCOME FROM FINANCIAL OPERATIONS

Breakdown of contributions by risk source
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in line with the in crease in money mar ket in ter est rates (bench mark for bank ing ac tiv ity in Por tu gal), as

well as with ris ing fi nanc ing costs in other debt mar kets. Thus, the to tal spread be tween im plicit rates of 

as sets and li a bil i ties nar rowed slightly, com pared with the first half of 2007. A re duc tion was also re -

corded in the spread be tween deposit and lending implicit rates applied to customers. (Table 4.1.4). 

This fact is cor rob o rated by de vel op ments in the spread be tween de posit and lend ing rates ap plied to

cus tom ers pre sented in the Mon e tary and Fi nan cial Sta tis tics, which nar rowed some what in the first

half of 2008 (Chart 4.1.8). The com pres sion of this mar gin re sulted from the nar row ing of the spread

be tween de posit in ter est rates and money mar ket in ter est rates, as the cor re spond ing spread in lend -

ing op er a tions re mained broadly un changed, in ter rupt ing the down ward trend pre vi ously re corded.

The re duc tion in the mar gin of de posit op er a tions, in a pe riod in which in ter bank rates con tinued to

rise, was as so ci ated with the adop tion of more com pet i tive strat e gies by bank ing in sti tu tions in the col -

lec tion of re sources from cus tom ers. This re flected the dis tur bances in the whole sale fund ing mar kets, 

which were also as so ci ated with the rise in the share of time de pos its in the to tal of de pos its. In turn, the 

mar gin in lend ing op er a tions seems to have started to re flect a change in credit pol i cies by banks. Ac -

cord ing to the re sults of the Bank Lend ing Sur vey, banks adopted tighter credit stan dards, in par tic u lar

higher spreads since the sec ond half of 2007. Avail able data, tak ing as a ba sis the in ter est rates on

new loan con tracts, in di cate an in ter rup tion in the nar row ing trend of the in ter est rate dif fer en tial of

these op er a tions. It should be noted how ever that there is some time lag in the pas s-through of the

changes in the in ter est rates on new op er a tions to the av er age in ter est rates on out stand ing amounts.

In par al lel, the ca pac ity of bank ing in sti tu tions to re vise the con di tions of loan con tracts al ready signed

is dif fer ent in the sev eral loan seg ments, lim it ing the pas s-through of the wid en ing of spreads to in ter -

est rates on out stand ing amounts. In loans to house holds for house pur chase the re per cus sion is due

to be slow, as the in ter est rate spreads of these loans are con trac tu ally agreed for long ma tu ri ties. In
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Table 4.1.4

IMPLICIT AVERAGE INTEREST RATES OF THE MAIN BALANCE SHEET ITEMS (a)

Per cent

2001 2002 2003 2004 2005 2006 2007

2007 2008

H1 H2 H1

Interest-bearing assets 5.44 4.24 3.88 3.30 4.22 4.56 5.48 5.23 5.72 5.76

of which:

Interbank assets(b) 4.09 2.79 2.23 1.77 2.69 3.71 4.16 3.92 4.39 4.38

Non-interbank assets

Credit 6.26 4.94 4.60 4.00 4.56 4.86 5.87 5.64 6.08 6.10

Securities 5.05 4.08 3.96 2.94 4.85 4.52 5.67 5.56 5.88 6.54

Interest-bearing liabilities 3.59 2.61 2.28 1.87 2.32 2.71 3.49 3.23 3.73 3.78

of which:

Interbank liabilities(c) 4.42 3.00 2.42 2.02 2.89 3.58 4.39 4.13 4.66 4.66

Non-interbank liabilities

Deposits 2.81 2.10 1.80 1.45 1.60 1.80 2.46 2.26 2.65 2.83

Securities 4.12 3.17 3.12 2.46 3.03 3.72 4.38 4.02 4.73 4.63

Subordinated liabilities 5.48 4.53 4.30 3.72 4.61 4.82 5.30 5.26 5.32 5.50

Spreads (percentage points):

Interest-bearing assets -

Interest-bearing liabilities 1.86 1.63 1.60 1.43 1.90 1.84 1.99 2.00 1.98 1.98

Credit-deposits 3.45 2.84 2.81 2.56 2.96 3.05 3.40 3.39 3.43 3.27

Source: Banco de Por tu gal.
Notes: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na tional 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. In turn, the break in the se ries in 2007 cor re sponds to a wid en ing of the group of 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 in -
ter est flows in the pe riod un der re view to the av er age stock of the cor re spond ing bal ance sheet item. (b) In cludes cash, de pos its with cen tral banks, claims on credit in sti tu tions and in vest -
ments in credit in sti tu tions. (c) In cludes resources from central banks and other credit institutions.



turn, in the case of loans to non-fi nan cial cor po ra tions and to house holds for con sump tion and other

pur poses, the re per cus sion should be rel a tively quick, as for part of these loans con trac tual con di tions

may be re vised with some fre quency and their ma tu ri ties are typ i cally shorter.22 

The year-on-year rate of change in (net) in come from ser vices and com mis sions stood at around 12

per cent in the first half of 2008 and its con tri bu tion to ROA re mained vir tu ally un changed. How ever, in

the first half of 2007 this in come item had been sig nif i cantly af fected by costs re lated to the take over

bid by the Mil len nium BCP group for BPI. Ex clud ing these costs from in come in 2007, the year-on-year

rate of change in in come from ser vices and com mis sions would be around 5 per cent, rep re sent ing a

de celer ation from the re cent past. Com mis sions from other ser vices sup plied made the larg est con tri -

bu tion to the in crease re corded. Con versely, given the cur rent fi nan cial en vi ron ment, com mis sions

from fi nan cial op er a tions de clined, in par tic u lar the mu tual funds man age ment fees and fess re lated

with se cu ri ties transactions for the account of third parties (Chart 4.1.9). 

Op er a tional costs, de spite re cord ing a year-on-year rate of change close to 9 per cent, con tinued to

grow less than as sets, be ing fa vour ably re flected in ROA de vel op ments. All these cost com po nents, in

par tic u lar staff costs, re corded high growth rates, re flect ing the net work ex pan sion by some of the ma -

jor bank ing groups over the last year, no ta bly in the ex ter nal mar ket. Thus, and given the de crease of

gross in come, the cost-to-in come ra tio de te ri o rated, stand ing at 55.6 per cent (Chart 4.1.10).23 

Fi nally, the growth rate of in come from the in ter na tional ac tiv ity of some of the ma jor bank ing groups

con tinued to be high (21 per cent), rep re sent ing at the end of the first half of 2008 ap prox i mately 31 per

cent of the con sol i dated in come of fi nan cial in sti tu tions un der anal y sis (Ta ble 4.1.5). De vel op ments in

the more tra di tional bank ing ac tiv ity, re flected in the fi nan cial mar gin, con tinued to make the larg est
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Chart 4.1.8

INTEREST RATE SPREADS IN OPERATIONS WITH

CUSTOMERS
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Source: Banco de Por tu gal.
Note: Spreads by type of op er a tion were cal cu lated as the dif fer ence be tween in ter est
rates on out stand ing amounts (made avail able by Mon e tary and Fi nan cial Sta tis tics) and
a 6-month mov ing av er age of the 6-month Euribor. To tal spread cor re sponds to the
 difference be tween the in ter est rate on loans and the in ter est rate on de pos its. Lat est
observation: September 2008.

(22) Regarding non-financial corporations, the revision of loan conditions is viable in the context of the reassessment of the economic and financial levels of the
borrowers, which at the most occurs on an annual basis.

(23) The cost-to-in come in di ca tor cor re sponds to the ra tio of op er a tional costs (de fined as the sum of staff costs, ad min is tra tive costs and de pre ci a tion and
am or ti sa tion) to gross in come. 23232323232323232323232323232323232323232323232323232323232323232323232323232323232323232323



con tri bu tion to the in crease re corded. In line with the ex pan sion of ac tiv ity in these mar kets, the growth

rates of op er a tional costs were also high. This growth of in come from in ter na tional ac tiv ity made it pos -

si ble to mit i gate less favourable developments in income from the domestic market. 

In the third quar ter of 2008, ac cord ing to data pub lished, in come of bank ing in sti tu tions con tinued to be 

neg a tively af fected by the cri sis in in ter na tional fi nan cial mar kets, with con sid er able de clines in com -

par i son with in come of the cor re spond ing pe riod in 2007. The un fa vour able per for mance of in come

from fi nan cial op er a tions and the rise in im pair ment as so ci ated with fi nan cial participations played

again a key role in these developments. 
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Chart 4.1.9

NET FEES ASSOCIATED WITH FINANCIAL
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Chart 4.1.10

COST-TO-INCOME RATIO
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Table 4.1.5

IMPORTANCE OF INTERNATIONAL ACTIVITY TO THE PROFITABILITY OF THE PORTUGUESE BANKING

SYSTEM

Per cent

Weight of foreign subsidiaries

Year-on-year

rate of

change

Jun. 2007 Dec. 2007 Jun. 2008 Jun. 2008

Financial margin 12.9 13.1 16.1 33.8

Commissions 15.1 14.5 16.0 18.1

Gross income 12.0 13.9 16.8 37.0

Administrative costs 12.3 12.1 15.0 32.2

 of which: Staff costs 12.7 12.3 15.3 31.8

Impairment 0.0 8.3 4.2 -

Income before taxes and minority interests 15.9 18.0 31.0 21.0

Source: Banco de Por tu gal.
Note: Banco de Por tu gal es ti mates based on in for ma tion re quired by In struc tion of Banco de Por tu gal No 14/2006. 



4.2. Capital adequacy
24

In 2007 the New Capital Accord, also called Basel II, entered into force. This Capital Accord sets out

new criteria for the calculation of the capital adequacy ratio of banking institutions. In the New Capital

Accord, the definition of eligible own funds is similar to that of the previous Capital Accord, i.e. Basel I,

but the calculation of capital requirements underwent significant changes, in order to make them more

sensitive to the actual risk of the credit portfolio and to ensure higher risk coverage, including opera-

tional risk. Despite these changes, the minimum regulatory level of the overall capital adequacy ratio

remained at 8 per cent.
25

It should be noted however that most institutions operating in Portugal bene-

fited from the prerogative envisaged in Directive 2006/48/EC, having only adopted the prudential

framework of Basel II in the calculation of the respective capital ratio in 2008.

Basel II establishes that, for the different risk components, institutions can opt for alternative methods

in the calculation of capital requirements, which exhibit different degrees of complexity and sophistica-

tion. However, the most advanced assessment methods, based on internal models developed by the

institutions, are subject to the approval of the national supervisors. In June 2008, all institutions subject

to the prudential supervision of Banco de Portugal have calculated the capital requirements for credit

risk in accordance with the Standardised Approach and the capital requirements for operational risk

according to the Basic Indicator Approach. Turning to credit risk, which is the main component of total

capital requirements, the Standardised Approach is the assessment model closer to the Basel I prac-

tices, given that it previously assigns weights to the several risk classes. However, it also allows for

some differentiation between customers of the same business segment, through the assignment of

weights in accordance with the rating. In fact, while for some risk classes the weights are uniform, for

others the weights are determined by reference to the credit assessments of counterparties given by

External Credit Assessment Institutions (ECAIs) (Table 4.2.1). Comparing the Standardised Approach

with the weights assigned by Basel I to some of the main aggregates of the credit portfolio of the Portu-
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Table 4.2.1

MAIN RISK ASSET CLASSES AND THEIR WEIGHTS UNDER BASEL I AND BASEL II - STANDARDISED

APPROACH

Weights

Basel I Basel II - Standardised Approach

Central government/ Central banks 0%
0 to 150%

(according to the rating assigned)

Banks
20% OECD countries;

100% other countries

20 to 150%

(according to the sovereign rating of the

country where the bank is located)

Corporate 100%
20 to 150%

(according to the rating assigned)

Retail 100% 75%

Residential property mortgage 50% 35%

Commercial real estate mortgage 100% 50%

Source: Banco de Portugal.

(24) The group of financial institutions analysed in this section is different from the one analysed in the previous section, as it excludes branches of financial

groups having their head office in European Union Member States.

(25) The objectives and main characteristics of the New Capital Accord were presented in “Chapter 7 Regulatory framework”, of the Financial Stability Report

2004, of Banco de Portugal. In turn, the document that incorporates all amendments to the original Capital Accord was published in July 2006, being

available on the Internet at http://www.bis.org/publ/bcbs128.htm.



guese bank ing sys tem, it can be seen that the risk weight of 100 per cent is no lon ger as signed to the

to tal ex po sure to corporates, the risk weight as signed to re tail ex po sures was re duced from 100 to 75

per cent, while hous ing loan ex po sures, typ i cally se cured by real es tate prop erty (one of the fac tors

that jus ti fied the fact that these loans com par a tively had smaller cap i tal re quire ments in Basel I), are

also weighted by lower co ef fi cients than those previously applied.26 

In the con text of the new pru den tial frame work, the over all cap i tal ad e quacy ra tio of the Por tu guese

bank ing sys tem, on a con sol i dated ba sis, stood at 9.9 per cent in June 2008. In June and De cem ber

2007, in ac cor dance with Basel I, the sol vency ra tio had been fixed at 10.5 and 10.4 per cent re spec -

tively (Chart 4.2.1). Like in the re cent past, de vel op ments in this ra tio re flected the rise in to tal cap i tal

re quire ments, which was not fol lowed by the evo lu tion of to tal own funds, which were sig nif i cantly af -

fected by un fa vour able de vel op ments in fi nan cial mar kets (Ta ble 4.2.2). Tak ing only into ac count orig i -

nal own funds (Tier I), the cap i tal ad e quacy ra tio stood at 7.1 per cent at the end of the first half of 2008. 

In 2007 the same ra tio stood at 7.3 per cent in June and 7.0 per cent at the end of the year. 

The rise in to tal own funds re flected chiefly the growth of orig i nal own funds, as the other com po nents

in gen eral showed un fa vour able de vel op ments. Cap i tal in creases by some bank ing groups dur ing the

last year made the most im por tant pos i tive con tri bu tion to the rise in orig i nal own funds.27 In the op po -

site di rec tion, there were po ten tial losses in the value of some fi nan cial in stru ments in cluded in the

port fo lio of avail able-for-sale fi nan cial as sets, re flect ing the strong dis tur bances in debt and cap i tal

mar kets. Not with stand ing these de vel op ments, the mar ket value of some fi nan cial in stru ments in -

cluded in this as sets port fo lio con tinued to show po ten tial gains in June 2008, al though far smaller than 
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Chart 4.2.1

CAPITAL ADEQUACY RATIO

6

7

8

9

10

11

12

Jun
2000

Jun
2001

Jun
2002

Jun
2003

Jun
2004

Jun
2005

Jun
2006

Jun
2007

Jun
2008

P
e

r
c
e

n
t

Overall capital adequacy ratio

Capital adequacy ratio - original own funds
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Notes: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional Ac count ing Stan dards, which also im plied a re def i ni tion of the group of bank ing
 institutions un der anal y sis. In turn, the break in the se ries in 2007 cor re sponds to a wid en -
ing of the group of in sti tu tions un der anal y sis. In 2008 the cap i tal ad e quacy ra tio was de -
ter mined ac cord ing to the Basel II cri te ria for all in sti tu tions un der anal y sis, which
ba si cally changed the meth od ol ogy used for the determination of capital requirements. 

(26) The retail segment includes mainly loans to households and to small and medium-sized enterprises, up to the amount of one million euros by borrower.

(27) Since the outbreak of the turmoil in international financial markets until June 2008, several banking groups realized capital increases, namely CGD,
Millennium BCP, BPI, and Banif. This behaviour translated into an increase of approximately 1 500 million euros in own funds, in the realised capital
component, in comparison with June 2007. This fact corresponded to a rise of around 5 percentage points in total own funds over the same period.
Moreover, it should be noted that in the beginning of the second half of 2008, CGD made a further capital increase, to the amount of 400 million euros.



in 2007. The reduction in latent gains in these instruments was the major factor underlying the reduc-

tion in additional own funds over the period.
28

Developments in total capital requirements were conditioned by the change in the calculation meth-

odology under Basel II, as referred to above. Thus, in June 2008 most institutions showed for the first

time operational risk requirements, which represented around 7 per cent of total requirements. In turn,

credit risk requirements, despite recording an increase in year-on-year terms, decreased compared

with the December 2007 levels, in a period in which credit to customers continued to grow. The perfor-

mance of these capital requirements reflected the smaller weight of a significant share of the credit

portfolio of institutions, in accordance with the Basel II criteria in the Standardised Approach.

In September and in the beginning of October, the turmoil in financial markets increased significantly,

with sharp falls in stock markets and serious disturbances in debt markets. Given these developments,

and the relevance of the financial system in the functioning of the economy, a set of measures was im-

plemented at the international level and also specifically for Portugal, in order to restore normal condi-

tions in the functioning of the wholesale funding markets and to ease the pressure exerted by the

current financial juncture on both the results and the capital of financial institutions.
29
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Table 4.2.2

CAPITAL ADEQUACY

EUR millions

2007 2008

Jun. Dec. Jun.

1. Own funds 29 305 30 877 31 244

1.1. Total original own funds for solvency purposes 20 372 20 653 22 436

1.1.1.Original own funds (gross) 21 305 21 549 23 310

1.1.2. Deductions from original own funds 933 897 874

1.2. Total additional own funds for solvency purposes 10 483 11 135 9 802

1.2.1. Additional own funds (gross) 11 409 12 015 10 652

1.2.2. Deductions from additional own funds 926 881 850

1.3. Deductions from total own funds 1 571 927 994

1.4. Total supplementary own funds eligible to cover market risk 20 17 0

2. Capital requirements 22 301 23 739 25 153

2.1. Capital requirements for credit risk, counterparty credit risk and free deliveries 21 344 22 941 22 525

2.2. Settlement risk 2 1 0

2.3. Capital requirements for position risk, foreign exchange risk and commodities risk 933 773 838

2.3.1. Debt instruments 607 533 548

2.3.2. Equity 153 111 134

2.3.3. Foreign exchange risk 125 99 153

2.3.4. Commodities risk 47 30 3

2.4. Capital requirements for operational risk 16 18 1 781

2.5. Capital requirements - Fixed overheads 6 6 6

2.6. Large exposures - Trading book 0 0 2

2.7. Other and transitional capital requirements 1 0 0

3. Ratios (per cent)

3.1. Own funds/Total requirements 131.4 130.1 124.2

3.2. Own funds/(Total requirements x 12.5) 10.5 10.4 9.9

3.3. Original own funds/(Total requirements x 12.5) 7.3 7.0 7.1

Source: Banco de Portugal.

Note: The break in the series shown in the table corresponds to the adoption of Basel II criteria, which is mainly reflected in developments in the capital requirement components.

(28) The change in the portfolio value of available-for-sale financial assets is recorded as an own funds item. The registration of the changes in the value of the

financial instruments that constitute this portfolio is different between instruments that record losses and those that record potential gains. Thus, while 45 per

cent of unrealised gains are recognised in additional own funds, unrealised losses are fully recognised as a negative original own funds item

(29) For further explanations about the financial system support programmes developed by the governments of several countries and the main policy action of

some international organisations, see “Box 2 Authorities responses in the context of the financial crisis: liquidity management measures and intervention in

financial systems”, in the text “The Portuguese economy in 2008" of this Economic Bulletin and ”Box 1 Main measures taken by the Portuguese authorities

regarding the financial system in the context of the international financial crisis", in this section of the Economic Bulletin.292929



In this con text, it is im por tant to high light some of the mea sures that had an im pact on de vel op ments in

own funds. At the in ter na tional level, the In ter na tional Ac count ing Stan dards Board (IASB) in tro duced

some changes in the ac count ing rules of fi nan cial in stru ments val ued at mar ket price, mak ing more

flex i ble the ap pli ca tion of the marked-to-mar ket prin ci ple in as sess ing as sets, tak ing into ac count the

high illiquidity and forced sales that have char ac ter ised fi nan cial mar kets. In turn, Banco de Por tu gal

changed the pru den tial treat ment to be given to un real ised gains and losses that do not in volve im pair -

ment in debt se cu ri ties clas si fied in the avail able-for-sale as sets port fo lio, and wid ened by three years

the pe riod for the rec og ni tion of the still-to-re cog nise im pact of staff ben e fits, re sult ing from the adop -

tion of the In ter na tional Ac count ing Stan dards (IAS).30 In ad di tion, it in creased the per cent age thresh -

old for the rec og ni tion of pref er en tial shares with un spec i fied ma tu rity and with out in cen tives for

re demp tion as a pos i tive orig i nal own funds item, and started to ac cept the full in clu sion of de ferred

taxes in the cal cu la tion of own funds.31 Fi nally, the Bank is sued a rec om men da tion for the in sti tu tions

sub ject to its su per vi sion setting out that by 30 September 2009, the lower limit of the ratio of original

own funds (Tier I) shall be 8 per cent. 

4.3 Liquidity risk

In the course of the last de cade, a sig nif i cant part of the ex pan sion of Por tu guese banks’ busi ness ac -

tiv ity was fi nanced with in ter na tional fi nan cial mar kets, es pe cially in euro and in the me dium to long

ma tu ri ties, which con trib uted to mit i gate re fi nanc ing risk. These de vel op ments were part of an in ter na -

tional trend and, as re ferred to in the lat est is sues of the Fi nan cial Sta bil ity Re port of Banco de Por tu -

gal, an el e ment of vul ner a bil ity for the sys tem’s li quid ity in case of a sig nif i cant protracted deterioration

in access to these markets. 

At in ter na tional level sev eral banks have been fac ing se ri ous li quid ity prob lems and in some cases

also sol vency prob lems, as dis cussed in “Sec tion 2 Mac ro eco nomic and fi nan cial frame work”. Cen tral

banks in ad vanced econ o mies have been in ject ing large li quid ity amounts into the global bank ing sys -

tem since Au gust 2007. This not with stand ing, fi nan cial in sti tu tions con tinue to face ex tremely ad verse

bor row ing con di tions in whole sale mar kets for an al ready quite pro tracted pe riod. In fact, there have

been se ri ous dis tur bances in the func tion ing of the in ter bank money mar ket, amid high un cer tainty and 

broadly based de te ri o ra tion in con fi dence among agents in this mar ket. In ad di tion, fi nan cial in sti tu -

tions have been fac ing dif fi cul ties in plac ing debt se cu ri ties in whole sale mar kets, given the in ten si fi ca -

tion of counterparty risk as so ci ated with in for ma tion asym me try prob lems. In this con text, banks

whose fi nanc ing mainly orig i nates in col lect ing deposits with customers have been less penalised by

liquidity shortage in wholesale financing markets. 

Within the cur rent frame work, li quid ity risk as sumed a prom i nent role in the as sess ment of the Por tu -

guese bank ing sys tem’s sta bil ity. In this vein, Banco de Por tu gal wid ened the set of in for ma tion re -

ported by in sti tu tions un der its su per vi sion in this field, by re quest ing sev eral bank ing groups to send

ad di tional data on their li quid ity po si tion on a monthly or, in some cases, bi-weekly ba sis, since the

sum mer of 2007. More re cently, within a frame work of de te ri o ra tion of the in ter na tional fi nan cial sit u a -

tion, Banco de Por tu gal started to re quest data on a daily ba sis to a widened set of institutions and

banking groups.

Al though re course to bor row ing in whole sale fi nan cial mar kets as sumed a rel e vant mag ni tude in the

past few years, de pos its col lected with cus tom ers con tinue to be the main fi nanc ing source of the Por -
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(30) As amended by Notice of Banco de Portugal No 6/2008 and Notice of Banco de Portugal No 7/2008 respectively.

(31) The revision of the threshold associated with preferential shares was made within the scope of the draft amendments to Directives 2006/48/EC and
2006/49/EC presented by the European Commission, which foresee the establishment of new eligibility limits for hybrid capital instruments as original own
funds items. Regulations on deferred taxes were amended by Notice of Banco de Portugal No 9/2008.



tuguese banking system
32

(Chart 4.3.1). Increased difficulties in access to wholesale market financing

in the past year seem to have contributed to a greater importance of raising funds with customers, par-

ticularly for domestic banks. In fact, in the first half of 2008, similarly to the second half of 2007, funds

raised with customers were the main financing flow of domestic banks (Chart 4.3.2). For this group of

banks, funds raised with customers showed a slightly higher change than that in credit granted during

the first half of 2008 (with a six-month rate of change of 6.1 and 4.7 per cent respectively), implying a

small decline in the credit to deposit ratio (Chart 4.3.3). Non-domestic institutions recorded consider-

ably higher growth in credit granted and more moderate growth in customer resources, which trans-

lated into a small increase in the above-mentioned ratio for the banking system as a whole.

Developments in deposits reflect incentives on the demand and the supply side simultaneously. On the

one hand, amid interest rate rises and strongly unstable financial markets, investors have been in-

creasing their demand for financial investments with reduced sensitivity to market fluctuations, with-

drawing their investments in mutual funds and other riskier financial assets
33

(Charts 4.3.4 and 4.3.5).

On the other hand, in a context of borrowing difficulties in wholesale markets, banks have been offering

more attractive conditions in the collection of deposits, as discussed in “Section 4.1 Activity, interna-

tional exposure and profitability”. The main contribution to the acceleration in deposits originated in

resident household deposits, which recorded an annual rate of change of 12 per cent in June 2008,

compared with 8 per cent at end-2007 and 5 per cent in June 2007 (Chart 4.3.6).

Despite adverse conditions in wholesale market financing, Portuguese banks were able to preserve

access to primary debt securities markets. Until the end of October 2008 Portuguese banks issued
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Chart 4.3.1

FINANCING SOURCES OF THE BANKING SYSTEM
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tral banks. Securitisations include estimates of derecognised and non-derecognised

transactions. Estimates of securities issued by banks but placed with their customer base

are included in the item “Resources from customers”. The break in the series in 2004 cor-

responds to a change in accounting standards which also implied a redefinition of the

group of banking institutions under analysis. In addition, the break in the series in 2007

corresponds to a widening of the group of institutions under analysis.

Chart 4.3.2

FINANCING FLOWS OF THE BANKING SYSTEM
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transactions. Estimates of securities issued by banks but placed with their customer base

are included in the item “Resources from customers”.

(32) Customer resources accounted for around 55 per cent of the Portuguese banking system’s debt in June 2008 (60 per cent for domestic banks). The concept

of customer resources used in this section takes into account, in addition to resources and other customer loans (mainly deposits), an estimate of securities

issued by banks but placed with their customer base. These securities are excluded from the item “Debt securities”. In the first half of 2008 these securities

grew considerably, much more than deposits.

(33) Although to a lesser extent, the substantial increase in the redemption of savings certificates due to changes in these assets’ remuneration structure may

also have contributed to reinforce the demand for deposits.
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Chart 4.3.5

VALUE OF THE PORTFOLIO OF MUTUAL AND
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Chart 4.3.3
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Chart 4.3.4
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around €14 billion in Portugal and abroad (Chart 4.3.7). Around half these bonds were issued at a fixed

rate, contrasting with only a fourth in 2007. Approximately 45 per cent of these issues were covered

bonds, which, being secured by loans for house purchase that constitute autonomous property in the

banks’ portfolio, have a lower underlying financing cost than bonds issued via EMTN (Euro-Medium

Term Notes) programmes. Covered bonds issued by banks and remaining on their portfolios can be

used as collateral in Eurosystem credit operations. Despite this possibility, almost all of these bonds

have been placed with non-resident investors. However, as a reflection of difficulties in placing medium

and long-term securities, bond issues were conducted mainly in shorter maturities (including covered
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Chart 4.3.7

GROSS ISSUANCE OF BONDS BY PORTUGUESE
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Chart 4.3.6

DEPOSITS FROM THE NON-MONETARY SECTOR
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intermediaries and auxiliaries.

(Resident) non-financial corporations in Portugal and abroad

(Resident) households including emigrants in Portugal and abroad

Other (resident) sectors in Portugal and abroad

(Non-resident) non-monetary sector in Portugal

Year-on-year rate of change in deposits in Portugal from the (resident and
non-resident) non-monetary sector and of deposits abroad (from residents) (a)

Memo: Year-on-year rate of change in deposits in Portugal and abroad from
the resident non-monetary sector (a)

Memo: Year-on-year rate of change in resources from customers (banking sys-
tem on a consolidated basis)



bonds), which con trib uted to wors en ing re fi nanc ing risk. The av er age ma tu rity of bonds is sued moved

from 5 years in 2007 to 3 years in 2008, while the ma tu rity of cov ered bonds de clined from 7 to 3 years

in the same pe riod. In ad di tion, is sues over the past year have had higher un der ly ing fi nanc ing costs,

com pared with the his tor i cally low costs ob served in pre vi ous years. In gen eral terms, the de cline in

ma tu ri ties and the rise in fi nanc ing costs, stemming from an increase in risk premia, are stylised facts

in financial market tension situations.

Ap prox i mately 17 per cent of the out stand ing amount of me dium and long-term bonds is sued by Por tu -

guese banks will ma ture in the course of next year (Chart 4.3.8). Hence, per sis tent dis tur bances in the

func tion ing of whole sale mar kets might worsen li quid ity risk in the Por tu guese bank ing sys tem. In this

vein, the mea sures an nounced by the Por tu guese gov ern ment jointly with other Eu ro pean gov ern -

ments will prob a bly make a sig nif i cant con tri bu tion to limit this risk. These mea sures in clude the Por tu -

guese State grant ing guar an tees up to a limit of €20 bil lion, with the pur pose of en sur ing com pli ance

with credit in sti tu tions’ ob li ga tions within the scope of fi nanc ing or re fi nanc ing op er a tions.34 Through

re course to these guar an tees, Por tu guese banks will likely con tinue to have ac cess to whole sale

market financing, even if adverse conditions persist in these markets.

Loan se curi ti sa tion has also been a sig nif i cant fi nanc ing source for Por tu guese banks in the past few

years (Chart 4.3.1). Dur ing the first half of 2008 banks con tinued to con duct a con sid er able vol ume of

securitisations (Chart 4.3.9). In fact, the out stand ing amounts of loans granted in these op er a tions re -

corded a year on year rate of change of 20 per cent in June 2008. How ever, in the cur rent con text, the

de mand for se cu ri ties re sult ing from securitisations de clined re mark ably. Hence, a num ber of banks

pur chased se cu ri ties re sult ing from these op er a tions from the spe cial-pur pose ve hi cles in volved, sim i -

larly to other Eu ro pean banks. Securitisations there fore also make a pos i tive con tri bu tion to in sti tu -
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Chart 4.3.8

OUTSTANDING AMOUNT OF BONDS ISSUED BY
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Chart 4.3.9

LOANS GRANTED IN SECURITISATIONS 
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(34) See “Box 1 Main measures taken by  the Portuguese authorities regarding the financial system in the context of the international financial crisis” in this text.



tions’ li quid ity man age ment, given that these se cu ri ties are – as cov ered bonds – el i gi ble as col lat eral

in Eurosystem credit op er a tions.35,36

In the bank ing sys tem as a whole, over the past 12 months, there was an in crease in re course to net

bor row ing from credit in sti tu tions, in clud ing cen tral banks (Chart 4.3.2). This re sulted from an in crease

in funds raised with other credit in sti tu tions, and es pe cially with cen tral banks (Ta ble 4.3.1). How ever,

this masks a strong dis crep ancy be tween do mes tic and non-do mes tic in sti tu tions’ bor row ing from

credit in sti tu tions. In fact, as re gards do mes tic in sti tu tions net money mar ket fi nanc ing de clined, with a

drop in funds raised with other credit in sti tu tions, es pe cially abroad. Hence, in creased re course to
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Table 4.3.1

POSITION OF PORTUGUESE BANKS VIS-À-VIS OTHER CREDIT INSTITUTIONS AND CENTRAL BANKS

Banking system Jun-07 Dec-07 Jun-08

(Net) resources from credit institutions 25369 25739 31202

of which vis-à-vis central banks -4114 -6931 -1441

Cash, claims and investment in central banks 6483 12662 8339

Claims and investment in other credit institutions 43326 39692 42087

in the country 7461 8539 8687

abroad 35865 31153 33401

head office and branches of the institution 2649 3216 1622

Resources from central banks 2369 5731 6898

Resources from other credit institutions 72809 72362 74730

in the country 6444 7672 7096

abroad 66365 64690 67634

head office and branches of the institution 11989 12586 14317

Domestic banks Jun-07 Dec-07 Jun-08

(Net) resources from credit institutions 5917 1654 1550

of which vis-à-vis central banks -2583 -8099 -1504

Cash, claims and investment in central banks 4850 11601 7142

Claims and investment in other credit institutions 30720 26027 30158

in the country 5452 6112 6200

abroad 25268 19915 23957

head office and branches of the institution 1 1 0

Resources from central banks 2268 3502 5638

Resources from other credit institutions 39220 35780 33212

in the country 4613 5483 5112

abroad 34607 30297 28100

head office and branches of the institution 0 0 0

Source: Banco de Por tu gal.

(35) As defined in the document entitled “The implementation of monetary policy in the euro area: General documentation on Eurosystem monetary policy
instruments and procedures”, eligible marketable assets in Eurosystem credit operations comprise debt instruments issued or guaranteed by central banks, 
public sector entities, private sector entities, or international or supranational institutions. However, a bank may not submit as collateral any asset issued or
guaranteed by itself or by any other entity with which it has close links, as defined in the General Documentation. Thus, banks may use as collateral
securities originating in their own securitisations if there is a true sale to the special-purpose vehicles involved of assets underlying those operations, i.e. if
these assets constitute autonomous property.

(36) In this regard, the ECB revised risk control measures in Eurosystem credit operations in early September. Inter alia, this revision envisages the
implementation of stricter criteria for the use as collateral of asset-backed securities issued by entities with “close links” with banks, as of February 2009,
with an estimated minor impact on Portuguese banks’ collateral. In mid-October, amid a substantial worsening of financial system conditions, the ECB
revised collateral accepted in these credit operations, with a view to facilitating liquidity supply. This revision is of a temporary nature and includes the
enlargement of the list of assets accepted as collateral in these operations. This means that, inter alia, Eurosystem monetary policy operations started to
accept as collateral marketable assets issued in the euro area and denominated in US dollars, sterling pounds and yens; syndicated loans in euro governed
by the United Kingdom’s law; debt instruments issued by credit institutions traded in a number of non-regulated markets (defined on the ECB’s website); and 
subordinated debt instruments backed by specific guarantees. In addition, the minimum rating for collateral accepted in Eurosystem credit operations was
changed from A- to BBB-, except for asset-backed securities.



money mar ket fi nanc ing for the bank ing sys tem as a whole es sen tially re flects an in crease in fi nanc ing

flows of non-do mes tic in sti tu tions car ry ing out their busi ness ac tiv ity in Por tu gal with the group’s head

office or branches and with other credit institutions.

Within a frame work of dif fi cul ties in ac cess to global mar ket fi nanc ing, in creased risk aver sion and in -

ten si fied in for ma tion asym me try prob lems, some op er a tions cur rently con ducted with other banks in

the in ter bank mar ket and in whole sale debt mar kets are be ing con ducted with cen tral banks, as il lus -

trated by strong growth in as sets and resources with central banks.

De vel op ments in the fi nanc ing of do mes tic and non-do mes tic in sti tu tions in the in ter bank mar ket con -

di tioned the trend of the cov er age ra tio of in ter bank li a bil i ties by highly liq uid as sets (Chart 4.3.10). On

the one hand, the strong growth in in ter bank li a bil i ties of non-do mes tic in sti tu tions re sulted in a sub -

stan tial fall in the cov er age ra tio of in ter bank li a bil i ties by highly liq uid as sets for these in sti tu tions. On

the other hand, do mes tic in sti tu tions sub ject to the su per vi sion of Banco de Por tu gal re corded fa vour -

able de vel op ments in this in di ca tor, since highly liq uid as sets, which in clude in ter bank as sets and as -

sets el i gi ble as col lat eral in mon e tary pol icy op er a tions, grew quite strongly, in con trast to the neg a tive

change in in ter bank li a bil i ties.37 In fact, el i gi ble as sets in mon e tary pol icy op er a tions made an im por -

tant con tri bu tion to the rise in highly liq uid as sets, in creas ing by over 65 per cent year on year. This

strong in crease in el i gi ble as sets in mon e tary pol icy op er a tions largely re sulted from de vel op ments in

the port fo lio of as set-backed se cu ri ties, sim i larly to other Eu ro pean banks. As al ready men tioned, this

port fo lio in cludes se cu ri ties re sult ing from securitisations pur chased by banks to the ve hi cles in volved

in such op er a tions. More re cently, a num ber of Por tu guese banks have been re in forc ing their pool of

el i gi ble col lat eral in Eurosystem mon e tary pol icy op er a tions with credit claims.38
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Chart 4.3.10

COVERAGE RATIO OF INTERBANK LIABILITIES BY

HIGHLY LIQUID ASSETS 
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Notes: 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 in 2004 cor re sponds to a 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. In turn, the break
in the se ries in 2007 cor re sponds to a wid en ing of the group of institutions under analysis.

(37) This pool of eligible securities in monetary policy operations only includes securities not yet given as actual collateral in any financing operation.

(38) Since the beginning of 2007 non-marketable assets are considered eligible as collateral in Eurosystem credit operations. This namely includes loans
granted to non-financial corporations, public sector entities and international or supranational institutions and non-marketable retail mortgage-backed debt
instruments. The quality of non-marketable assets is assessed on the basis of the Eurosystem Credit Assessment Framework (ECAF). For more details on
the Eurosystem’s monetary policy operational framework, see the document entitled “The implementation of monetary policy in the euro area: General
documentation on Eurosystem monetary policy instruments and procedures”.



Despite the unfavourable environment, liquidity gaps in the Portuguese banking system, stress being

laid on domestic institutions, evolved positively during the first half of 2008
39

(Chart 4.3.11). The posi-

tive trend of these indicators, which assess the gap between liquid assets and volatile liabilities with re-

sidual maturities of less than one year, was essentially associated with liquid assets growth. This

resulted from a positive change in interbank assets and especially from the already mentioned trend of

assets eligible as collateral in Eurosystem monetary policy operations. However, these indicators, al-

though showing positive values in maturities of up to 1 month, being only marginally negative in maturi-

ties of up to 3 months, remain at negative values in the one-year horizon, i.e. liabilities with residual

maturities of less than one year are larger than highly liquid assets. This chiefly reflects the refinancing

needs of banks in this maturity. Hence, the measure recently announced by the Portuguese govern-

ment according to which guarantees will be granted over the issue of bank debt, in line with other Euro-

pean governments, assumes a particular relevance in the sense that it limits banks’ refinancing risk in

wholesale markets.

In addition, the financing strategy essentially relying on collecting household deposits followed by

banks in the most recent period, jointly with the deceleration in credit, is a rather positive development,

allowing banks to have access to a more stable financing source and to simultaneously avoid an in-

crease in their exposure to wholesale market financing, especially in shorter maturities. It is therefore

of the essence that these trends persist in order to ensure a structural narrowing of the credit to deposit

ratio, as is being recently observed in domestic institutions.
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Chart 4.3.11

LIQUIDITY GAPS BY MATURITY LADDER
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Source: Banco de Portugal.

Notes:The liquidity gap is defined as (liquid assets-volatile liabilities)/(assets-liquid as-

sets)x100 in each residual maturity ladder; the dashed line shows domestic institutions.

The break in the series in 2004 corresponds to the change in the accounting standards,

which also implied a redefinition of the group of banking institutions under analysis. In

turn, the break in the series in 2007 corresponds to a widening of the group of institutions

under analysis.

(39) The calculation of liquidity gaps is based on Instruction No 1/2000, which is applicable only to financial institutions collecting deposits.



4.4. Credit risk

In the first half of 2008, the rate of change in credit granted by the bank ing sys tem to the res i dent

non-fi nan cial pri vate sec tor con tinued to be high, de spite some tight en ing of sup ply con di tions, in a

con text of in creased dif fi culty by banks in bor row ing from whole sale fund ing mar kets and amid the ma -

teri ali sa tion of the risks of a de celer ation of eco nomic ac tiv ity and de te ri o ra tion of the credit worthi ness

of com pa nies and house holds. Against this back ground, there was an in crease in de lin quen cies by the 

non-financial private sector.

The trend pat tern of loans granted to the non-fi nan cial pri vate sec tor was dif fer en ti ated in its sev eral

seg ments (Chart 4.4.1). Loans for house pur chase con tinued on a de cel er at ing path, which be came

more pro nounced in the first months of the sec ond half year. In turn, con sumer credit and other lend ing

also slowed down, but less mark edly than hous ing loans. It should be noted how ever that con sumer

credit con tinued to in crease strongly, in an en vi ron ment in which house hold con sump tion ex pen di ture

is es ti mated to de celer ate only slightly (see Sec tion 3 Fi nan cial sit u a tion of the non-fi nan cial pri vate

sec tor). Loans to non-fi nan cial cor po ra tions con tinued to re cord strong growth and in Sep tem ber their

an nual rate of change was higher than in June and De cem ber 2007, de spite the slow down in in vest -

ment and pro duc tion. In ad di tion, the amount of com mer cial pa per is sued by this sec tor in banks’ port -

fo lios grew sig nif i cantly, thus in creas ing the ex po sure of the bank ing sys tem to Por tu guese large

non-fi nan cial cor po ra tions.

In the first half of 2008, in a con text of in ten si fi ca tion of the fi nan cial cri sis, ris ing in ter est rates and de -

cel er at ing eco nomic ac tiv ity, de fault on loans to house holds and com pa nies in creased. It con tinued to

rise in the first months of the sec ond half year. It should be noted that the de fault ra tios on credit to the

res i dent non-fi nan cial pri vate sec tor has de creased dur ing the cur rent de cade to rel a tively sub dued

levels, when com pared with those seen in sim i lar stages of pre vi ous busi ness cy cles. This may partly
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Chart 4.4.1

BANK LOANS TO THE NON-FINANCIAL PRIVATE
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reflect the concentration of the credit portfolio of the Portuguese banking system in loans to house-

holds for the purchase of permanently owner-occupied houses as well as to large companies, which

have recorded high profitability levels in general. Also given the rising trend of interest rates since

end-2005, the persistence of the default ratios at low levels reflected, on the one hand, some adjust-

ment of credit supply conditions to the current capacity of individuals and firms to service debt and, on

the other hand, active strategies by banks to remove from the respective balance sheets some credit

overdue and other non-performing loans with an high degree of provisioning already, either through

write-offs or sales. For the non-financial private sector as a whole, the weight of the annual flow of new

credit overdue and other non-performing loans on the outstanding amount of bank loans adjusted for

securitisation reached the peak of the current decade in September 2008 (Chart 4.4.2). Nevertheless,

the default ratio, assessed by the share of credit overdue and other non-performing loans in total credit

granted to the sector (adjusted for securitisation), remained below the levels observed in 2003, which

largely reflected a significant amount of credit write-offs.
40

The increase in defaults by households and non-financial corporations was reflected in the ratio of

credit with default to total credit of the banking system, which increased from 1.41 per cent in Decem-

ber 2007 (1.44 per cent in June 2007), to 1.61 per cent in June 2008.
41

This movement seems to have

been recorded by the main Portuguese banking groups. In turn, specific provisions on credit rose from

1.09 per cent in December (1.12 per cent in June 2007), to 1.17 per cent in June 2008. However, there

was a slight reduction in the coverage of default (already occurred or with high probability of occurring)

by specific provisions, from 77 per cent in June and December 2007, to 72 per cent in June 2008. This

decrease was affected by a decline in the provisioning level of one of the major banking groups, which

however remained far above the average for the system. The ratio of credit default, net of provisions

for credit overdue and non-performing loans, to total credit, also net of such provisions, increased to

0.45 per cent (up from 0.33 per cent in June and December 2007).
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Chart 4.4.2

DEFAULT ON CREDIT TO THE RESIDENT
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(40) The aggregate of credit default considered corresponds to the concept as presented in Monetary and Financial Statistics and includes credit overdue and

other non-performing loans. Credit overdue includes loans (regarding principal debt or interest) overdue for more than 30 days. Other non-performing loans

relate to future instalments of doubtful credit, in accordance with Notice of Banco de Portugal No 3/95 and other legal acts in force.

(41) The prudential concept of credit default encompasses credit overdue for more than 90 days and other non-performing loans reclassified as credit overdue

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, under www.bportugal.pt/servs/sibap/sibap_p.htm.



In the first half of 2008, the annual rate of change in loans granted by resident monetary institutions to

the non-financial private sector continued to be high (Table 4.4.1). Nevertheless, available data on the

annualised quarterly change in this aggregate (based on seasonally adjusted figures), show a deceler-

ation in these loans, chiefly during the second quarter of the year, in general persisting until the end of

the third quarter (Chart 4.4.3). According to the banks participating in the Banking Lending Surveys

conducted in April, July and October 2008, there was a successive tightening of the credit standards

applied to loans to both non-financial corporations and households, regardless of the respective pur-

pose, as compared with the previous quarters. Rising financing costs, the shortage of liquidity in

wholesale debt markets and banks’ balance sheet constraints, together with the deterioration of ex-

pectations for the overall economic activity, seem to have been the key factors for the tightening of

credit standards applied to loans to the non-financial private sector. The change in credit standards

translated into wider interest rate spreads and stricter remaining contractual conditions, such as
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Table 4.4.1

LOANS GRANTED BY OTHER MONETARY FINANCIAL INSTITUTIONS TO THE NON-FINANCIAL PRIVATE

SECTOR
(a)

Annual rate of change

2003 2004 2005 2006 2007 2008 Latest

month

Weight in

total

loans

Jun. Dec. Jun. Set.08 Dec. 2007

Total 6.4 6.1 7.7 8.7 9.0 9.9 9.7 8.7 100

Households 9.6 9.2 9.8 9.9 9.4 9.0 7.7 6.3 57.7

For house purchase 11.8 10.5 11.1 9.9 9.0 8.5 7.1 5.7 46.7

Consumer credit and other lending 2.4 4.4 4.5 10.1 11.3 11.3 10.6 8.7 11.0

of which:

Consumer credit 6.8 0.3 1.9 9.6 12.4 13.7 11.9 11.8 5.7

Other lending -1.8 9.3 7.2 10.6 10.2 9.1 9.1 5.3 5.3

Non-financial corporations 2.7 2.5 5.0 7.1 8.5 11.2 12.3 12.0 42.3

Memo:

Loans granted by other monetary

financial institutions to non-financial

corporations and debt securities

issued by this sector in the portfolio

of other monetary financial

institutions 2.7 3.4 7.1 9.6 12.0 14.7 16.0 14.5 -

Non-financial corporations, by branch

of activity
(b)

: 100

Agriculture, livestock, hunting,

forestry and fishing 7.8 5.0 4.5 10.0 11.4 16.1 20.7 24.4 1.6

Mining and quarrying 15.4 -6.7 0.6 -5.1 4.0 4.5 12.4 14.3 0.4

Manufacturing 0.5 -3.8 -3.0 0.7 4.9 7.9 5.9 6.5 12.7

Generation and distribution of

electricity, gas and water 4.8 -2.0 37.9 -11.3 -8.4 13.7 31.8 25.5 2.1

Construction 3.8 6.0 10.7 5.4 8.9 10.7 12.8 12.2 19.7

Services 2.6 3.2 4.2 9.9 9.8 11.8 12.7 12.2 63.5

of which:

Real estate activities 11.6 13.9 11.9 12.9 14.9 14.4 14.2 12.1 20.0

Other services provided mainly

to corporations -6.1 -1.7 6.7 13.8 16.7 16.6 13.1 15.7 15.0

Trade, hotels and restaurants 4.6 2.0 3.1 7.1 4.7 6.3 10.9 10.2 17.8

Transport, post and

telecommunications 3.7 -4.5 -10.6 0.7 -3.7 11.0 14.6 12.9 5.4

Source: Banco de Portugal.

Notes: (a) Rates of change are calculated on the basis of the ratio of end-of-period outstanding amounts of bank loans to transactions calculated from outstanding amounts adjusted for

reclassifications, as well as for securitisation, write-offs and exchange rate and price revaluations. (b) The allocation of loans to non-financial corporations by branch of activity is based on

the structure of the Central Credit Register.



shorter ma tu ri ties in new con tracts, the re duc tion of amounts of credit granted and of the ra tio

loan-to-value, stricter re quire ments re gard ing guar an tees, higher commissions and other non-interest

rate charges, and the imposition of tighter loan covenants (Chart 4.4.4).

With re gard to loans to house holds, the de celer ation path ob served since mid-2006 be came steeper in 

the course of 2008. Con trast ing with 2007, when the two seg ments of loans to house holds evolved dif -

fer ently, both loans for house pur chase and con sumer credit and other lend ing slowed down in the first

three quar ters of the cur rent year, al though more mark edly in the for mer (Chart 4.4.1). In Sep tem ber,

the annualised quar terly rate of change (cal cu lated from sea son ally ad justed fig ures) in loans for

house pur chase was close to 4 per cent while that of con sumer credit and other lend ing stood at 6 per

cent (Chart 4.4.3). The down ward path of the growth rate of loans for house pur chase was broadly

based across banks, with the mar ket share of the five ma jor bank ing groups re main ing un changed (at

around 80 per cent of the to tal) (Chart 4.4.5). Ac cord ing to the re plies of these lat ter groups to the Bank

Lend ing Sur vey con ducted in April, July and Oc to ber 2008, house holds’ de mand for loans for house

pur chase de clined sig nif i cantly in the first three quar ters of the year, in line with the re duc tion in its an -

nual growth rate and in the num ber of new con tracts of credit signed in the first two quar ters of 2008.

Ac cord ing to data from the Di rec tor ate-Gen eral for the Trea sury and Fi nan ce, the num ber of loans for

house pur chase agreed in the first half of the cur rent year was 11 per cent lower than in the cor re -

spond ing pe riod a year ear lier.42 In turn, the av er age loan amount was slightly higher (by 1.6 per cent)

than the av er age value of new con tracts signed in the first half of 2007 (Chart 4.4.6). This in crease, al -

beit lower than the rise in hous ing prices in the same pe riod (around 3 per cent, as mea sured by the av -

er age rate of change in the Índice Confidencial Imobiliário) was sim i lar to that re corded in the sec ond

half of 2007. Thus, con sid er ing the lag be tween the mo ment the house price is agreed and the mo ment 

the loan con tract is signed, the rise ob served in the av er age value of con tracts in the first half of 2008

seems to have closely re flected the change in house prices, sug gest ing the sta bili sa tion of the

loan-to-value ra tios. Still ac cord ing to the banks par tic i pat ing in the Bank Lend ing Sur vey, the de cline

in the de mand for loans for house pur chase, in the first three quar ters of 2008, seems to have chiefly
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Chart 4.4.3

BANK LOANS TO THE NON-FINANCIAL PRIVATE SECTOR
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(42) It should be noted that these data also consider as new loan contracts the substitutions of loans due to changes in previous contracts.
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Chart 4.4.4

BANK LENDING SURVEY
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re flected the de te ri o ra tion of pros pects for the hous ing mar ket and of con sumer con fi dence. The use of 

sav ings ac cu mu lated in pre vi ous pe ri ods seems also to be re flect ing some de te ri o ra tion of the fi nan -

cial sit u a tion of this sec tor, in a con text of con tinued rise in in ter est rates im plied in house hold debt,

mainly agreed at a vari able rate (see Sec tion 3 Fi nan cial sit u a tion of the non-fi nan cial pri vate sec tor).

In fact, the in ter est rate on hous ing loans re mained broadly on an up ward path in the course of the first

three quar ters of 2008, chiefly re flect ing the rise in money mar ket in ter est rates, gen er ally used as ref -

er ence (Chart 4.4.7). 

With re gard to con sumer credit and other lend ing, the de celer ation ob served in the first half of 2008

was par tic u larly marked in the group of smaller banks, which had made a size able con tri bu tion to the
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Chart 4.4.5

ANNUAL RATE OF CHANGE IN LOANS TO HOUSEHOLDS
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Chart 4.4.6

NEW HOUSING LOAN CONTRACTS
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Chart 4.4.7

INTEREST RATES ON LOANS TO HOUSEHOLDS

FOR HOUSE PURCHASE
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change ob served in this mar ket seg ment in the course of 2007. By con trast, loans granted by the five

ma jor bank ing groups ac cel er ated slightly as from the end of 2007 (Chart 4.4.5). This not with stand ing

the adop tion of tighter credit stan dards in the ap proval of this type of loans by these banks, given the

per cep tion of higher risks re lated to the fi nan cial sit u a tion of house holds and their ca pac ity to ser vice

debt. Data avail able on the in ter est rates ap plied to new con sumer loans sug gest that ac tu ally, over the 

first half of 2008, there was an in crease in both the av er age in ter est rate spread and the share of other

charges in cor po rated in the over all ef fec tive in ter est rate (Chart 4.4.8). Like wise, the in ter est rate on

out stand ing amounts of con sumer loans and other lend ing to house holds con tinued on a ris ing trend

un til end-Sep tem ber 2008. As re ported by banks par tic i pat ing in the Bank Lend ing Sur vey, the de -

mand for loans in this seg ment seems to have also de creased, al beit less mark edly than for hous ing

loans, in a con text of strong slow down in con sump tion ex pen di ture of du ra ble goods, de te ri o ra tion of

con sumer con fi dence and de clin ing sav ings43  (see Section 3 Financial situation of the non-financial

private sector). 

At the end of Sep tem ber 2008, the de fault ra tio on loans to house holds stood at 2.14 per cent, i.e.

above those in Sep tem ber and De cem ber 2007 (re spec tively 1.76 and 1.73 per cent) (Chart 4.4.9).

This de te ri o ra tion was par tic u larly marked in the con sumer credit and other lend ing seg ment, whose

credit over due and other non-per form ing loans ac counted for 4.70 per cent of the to tal out stand ing

amount. Sim i larly, de faults on hous ing loans in creased, reach ing 1.47 per cent of the to tal, at the end

of Sep tem ber. Re flect ing the de te ri o ra tion of the fi nan cial sit u a tion of house holds and ris ing bur den

with debt ser vice, the flow of new credit over due and other non-per form ing loans in creased to around
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(43) It should be noted that in 2007 consumption of durable goods accelerated significantly due to the car component. These developments seem to have been
partly reversed in 2008. The buoyancy of this demand component (influenced by the changes in car taxation) was in part supported by the maintenance of
high growth in loans for consumption, which showed a rising trend over the year, notwithstanding the instability in international financial markets. For further
details, see “Box 4.1. Private consumption developments in 2007 and the behaviour of durable goods” and “Box 7.1 Recent developments in the market of
consumer credit and other lending to households”, Banco de Portugal, Annual Report 2007.



0.70 per cent of the average outstanding amount of bank loans to households in September 2008 (cor-

responding to the highest level of the most recent decade) (Chart 4.4.9).

Throughout the present decade, continued recourse to bank credit enabled to uphold growth in con-

sumption and investment expenditure of Portuguese households, while saving rates were falling. The

reassessment of risk premia, which translated, in particular into deteriorating conditions in wholesale

funding markets, in the context of the financial market turmoil started in the summer of 2007, has been

reflected in increasingly higher financing costs of the banking system. Besides, it has been reflected in

tighter credit standards in the approval of new loans, reducing banks’ capacity to adjust debt service to

the households’ financial capacity (procedure that seems to have enabled a moderate rise in the de-

fault ratio in the recent past). Against this background, delinquencies will tend to increase particularly

in the more vulnerable segments of the household sector, such as the youngest and with lower income.

It should be noted that according to the results of the latest Survey on Household Wealth and Indebted-

ness (IPEF), households in these segments record higher effort rates associated with debt service, al-

though, in general, standing at moderate levels. Risks for the stability of the financial system

associated with the debt of these households are in general limited. In fact, the share of the total debt

of more vulnerable households (such as the youngest and with lower income) or liable of becoming

more vulnerable (namely as a result of long unemployment of some members of the household) is re-

duced in the total debt of this sector. In addition, the value of debt in the more vulnerable segments is

mostly covered by the goods to which purchase debt relates. In particular, in the case of loans for

house purchase (equivalent to roughly 80 per cent of total household debt), the recovery rate is high,

reflecting the real collateral and the existence of some evidence that the price of real estate in Portugal

has not been overvalued, in aggregate terms (Chart 4.4.10). It should be noted that according to the

results of the latest IPEF, the participation of households in the credit market for purposes other than

house purchase, construction or residential reconstruction/remodelling has increased over the pres-

ent decade, chiefly in the case of households in intermediate income levels and whose household

head belongs to intermediate age groups. Most of the value of the loans falling into this category was
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Chart 4.4.9

DEFAULT ON BANK CREDIT TO HOUSEHOLDS
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intended for the purchase of motor vehicles (around half of the value) and real estate for purposes

other than housing. In principle, these loans are collateralised by the assets purchased.

Nev er the less, the de te ri o ra tion of the fi nan cial sit u a tion of house holds in gen eral, in a con text of de cel -

er at ing eco nomic ac tiv ity, may ex tend to in ter me di ate seg ments the dif fi culty in ser vic ing debt, with po -

ten tially vis i ble ef fects on the prof it abil ity of the bank ing sys tem. It should be noted in this re gard that

the pro posal of  State Bud get for 2009 in cludes as mea sures to sup port house holds, the ap proval of a

spe cial re gime mak ing it pos si ble for house holds un able to meet debt com mit ments re lated to their

main res i dence to sell that house to a real es tate in vest ment fund or com pany with rental pur poses.

Thereby, charges bur den can be re duced through the re place ment of the loan in stal ments with the

pay ment of a rent for a lower amount, while households retaining the option to buy the same house

later on. 

Turn ing to loans to non-fi nan cial cor po ra tions, the ac cel er a tion in the first quar ter of the year was partly 

re versed in the fol low ing months and the re spec tive an nual rate of change, in Sep tem ber 2008, was

higher than both in June and De cem ber 2007 (Ta ble 4.4.1). Nev er the less, tak ing the annualised quar -

terly rate of change on sea son ally ad justed fig ures, it can be seen that there was a strong slow down in

these loans granted dur ing the first seven months of 2008, which was partly re versed in Au gust and

Sep tem ber (this rate stood around 11 per cent) (Chart 4.4.3). It should how ever be noted that the ris ing 

ex po sure of the bank ing sys tem to credit risk as so ci ated to non-fi nan cial cor po ra tions was far more

sig nif i cant than that as sessed by bank loans. In deed, con sid er ing also loans granted by res i dent

non-mon e tary fi nan cial in sti tu tions and debt se cu ri ties is sued by non-fi nan cial cor po ra tions in banks’

port fo lios, the ac cel er a tion of fi nanc ing by the bank ing sys tem to this sec tor over the first half of the

year was con sid er able, com pared with both the same pe riod in 2007 and end-2007 (Ta ble 4.4.1). In

fact, in the first half of 2008 net is su ance of com mer cial pa per of non-fi nan cial cor po ra tions reached

high amounts, hav ing been sub scribed mainly by banks. In 2008, there were size able in creases in the

con tri bu tions as so ci ated with com pa nies in the sec tors of “trade, ho tel and res tau rants”, “elec tric ity,

gas and wa ter pro duc tion and sup ply” and “con struc tion” to the to tal change in bank loans to non-fi nan -

cial cor po ra tions. The sec tors re lated to “real es tate ac tiv i ties” and “other ser vices pro vided mainly to

cor po ra tions”, whose con tri bu tions were among the high est in the past few years, wit nessed re spec -
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Chart 4.4.10

DEVELOPMENTS IN HOUSE PRICES AND IN THE
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tively some sta bili sa tion and a re duc tion of these con tri bu tions in the first half of 2008. Ac cord ing to

data from the Cen tral Credit Reg is ter (Cen tral de Responsabilidades de Crédito), loans to com pa nies

with large ex po sures (whose out stand ing amount rep re sents more than 80 per cent of the to tal amount 

of loans granted by res i dent credit in sti tu tions to non-fi nan cial cor po ra tions) con tinued to show higher

growth rates than the to tal (Ta ble 4.4.2). Fur ther more, it should be noted that the rate of change in

loans granted by the five ma jor Por tu guese bank ing groups to res i dent non-fi nan cial cor po ra tions, in

June 2008, was lower than that for the to tal bank ing sys tem, also re cord ing a less marked ac cel er a tion

than the to tal since the be gin ning of the year (Chart 4.4.11). Ac cord ing to the banks par tic i pat ing in the
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Table 4.4.2

CREDIT TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY SIZE OF EXPOSURE (a)

Year-on-year rates of change (per cent) 
(b)

Memo (June 2008):

Jun-07 Dec-07 Jun-08

Lower

limit(e)

Average

outstanding 

amounts

(103€)

Weight of

the

outstanding 

amounts in

the total (%)

Total 9.9 11.9 11.7

Large ex po sures (percentil 90) (c) 10.1 11.7 12.0  468 3 741 88

of which: very large ex po sures (percentil 99) (c) 12.7 13.4 13.5 6 176 23 818 56

of which: the larg est ex po sures (percentil 99.5) (c) 14.6 14.6 14.3 11 781 39 202 46

Re tail ex po sures (d) 8.5 12.9 9.6 - 56 12

Source: Banco de Por tu gal.
Notes: (a) In di ca tors based on data from the Cen tral de Responsabilidades de Crédito (CRC) (Cen tral Credit Reg is ter). 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, 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. It in cludes credit granted in se curi ti sa tion op er a tions. (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 suc ces sively ap ply ing in each pe riod the rate of change of to tal credit to June 2008 fig ures. (c)Per cen tiles de fined on the ba sis of the num ber of com pa nies
ranked ac cord ing to their to tal ex po sure amount. (d) Ex po sures whose amounts are be low the lower limit of large ex po sures. They cor re spond to 90 per cent of com pa nies that bor rowed
from in sti tu tions par tic i pat ing in the CRC. (e) Amount of the lower exposure within exposures considered in the percentile. In EUR millions.

Chart 4.4.11

BANK LOANS GRANTED TO NON-FINANCIAL
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Bank Lending Survey, demand for bank loans and credit lines by non-financial corporations declined

slightly over the first half of the year. Debt restructuring and to a lesser extent inventories and working

capital financing needs continued to be the main factors contributing to an increase in the demand for

loans by non-financial corporations (Chart 4.4.12). The contractual maturity profile of the outstanding

amount of bank loans to non-financial corporations continued to move towards loans with an agreed

maturity of over five years, whose contribution to the change in the total increased significantly over the

first half of the year (Chart 4.4.13). In a context in which the major banks reported the shortening of ma-

turities as a tightening condition in the approval of loans and credit lines to non-financial corporations,

regardless of their amount, that move may reflect the lengthening of the maturities of previously

agreed loans aimed at adjusting them to the capacity of companies with liquidity constraints at present

to service debt. In turn, investment financing continued to be mentioned as having a negative impact

on demand, after some signs of picking up shown in the second half of 2007. Financial market instabil-

ity and the increasing uncertainty about the magnitude of its effects on the real economy are likely to be

strongly conditioning investment decisions of non-financial corporations. It should be noted that ac-

cording to the latest Investment Survey (conducted in April), there was only a slight increase in the per-

centage of companies that reported financial factors (namely, interest rate level, self-financing

capacity and difficulty in obtaining bank financing) as major investment constraints in 2008, as com-

pared to 2007. In this regard, it should also be mentioned that the average interest rate of the outstand-

ing amounts of these loans (including overdrafts) kept a rising trend in the first half of the year. At the

end of September, it was 31 basis points above the figure in December 2007 (i.e. 2 percentage points

higher than the minimum level recorded at the end of the third quarter of 2005). The spread between

this rate and the money market rate widened slightly over the first half year (decreasing somewhat

afterwards), reflecting the gradual pass-through of the changes in rates on new loans to the rates on

outstanding amounts (Chart 4.4.14).
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Chart 4.4.12

FACTORS AFFECTING DEMAND FOR LOANS BY

NON-FINANCIAL CORPORATIONS
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Note: Average responses given by the five Portuguese banking groups participating in

the euro area Bank Lending Survey. Figures below 3 (neutral value) correspond to factors

contributing to the decline in demand for credit compared to the previous quarter, while

figures above 3 represent factors driving an increase in demand for credit.

Chart 4.4.13
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Source: Banco de Portugal.

Note: Contributions refer to the outstanding amount of bank loans recorded on the assets

side of banks’ balance sheets (unadjusted). The year-on-year rate of change is calculated

on these outstanding amounts. The annual rate of change is calculated on the basis of the

ratio of outstanding amounts adjusted for securitisation to monthly transactions derived

from outstanding amounts adjusted for reclassifications, write-offs and exchange rate and

price revaluations.



Amid a background of decelerating global economic activity and greater operational and financial

costs, non-financial corporations’ saving seem to have continued declining while the number of com-

panies facing increased difficulties to serve debt seems to be rising (see Section 3 Financial situation

of the non-financial private sector). According to data from the Central Credit Register, at the end of

June 2008, the share of non-financial corporations borrowing from resident credit institutions with

credit and interest overdue was clearly higher than in both December and June 2007. This develop-

ment was broadly based across most classes of credit granted
44

(Table 4.4.3). Likewise, the ratio of

credit overdue increased in all classes of credit granted. At the end of September 2008, the default ra-

tio on bank loans to non-financial corporations was 2.13 per cent, i.e. far higher than a year earlier and

moving closer to the figure recorded in 2003. This deterioration reflected an annual amount of new

credit overdue and other non-performing loans particularly significant, above that in 2001 (1.07 per

cent of the average outstanding amount of bank loans to the sector adjusted for securitisations) (Chart

4.4.15). By branch of activity, there were increases in the contribution of the construction and real es-

tate services sectors (whose loans weight in the total credit granted by the Portuguese banking system

reaches 15 per cent
45

) to the change in the default ratio of total non-financial corporations (Chart

4.4.16). These increases seem to reflect the strong sensitivity of these sectors to the current financial

crisis and decelerating economic activity. According to data from the Central Credit Register, as a con-

sequence of these developments, the weight of the outstanding amount at risk (i.e. the total outstand-

ing amount of loans to debtors in default) in the total credit to non-financial corporations increased from

8.6 per cent in December 2007, to roughly 10.5 per cent at the end of June 2008.
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Chart 4.4.14

MONEY MARKET INTEREST RATES, INTEREST

RATES ON BANK LOANS TO NON-FINANCIAL

CORPORATIONS AND RESPECTIVE SPREADS
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Source: Banco de Portugal.

Notes: Rates and spreads refer to end-of-period outstanding amounts. The end of each

year is highlighted. Up to December 2002, interest rates on outstanding amounts are esti-

mates. Spreads are calculated as the difference between the interest rate on outstanding

amounts and the six-month moving average of the six-month Euribor. Latest figures:

September 2008.

(44) Data supplied by the Central Credit Register includes banks, savings banks, mutual agricultural credit banks, credit financial institutions, factoring

companies, financial leasing companies, credit card issuing or management companies, credit purchase financing companies and other resident financial

intermediaries.

(45) Corresponding to the weight of loans granted by resident credit institutions to non-financial corporations of these branches in gross credit to customers

granted by the banking system on a consolidated basis, at the end of the first half of 2008. The weight of loans to companies in these activity branches on

total loans granted by resident credit institutions to non-financial corporations is virtually 40 per cent.
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Table 4.4.3

DEFAULT INDICATORS OF CREDIT GRANTED TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY

SIZE OF EXPOSURE
(a)

Dec-06 Jun-07 Dec-07 Jun-08

Total exposure

Number of defaulters
(b)

11.5 12.8 13.5 14.6

Credit and interest overdue
(c)

1.7 1.8 1.8 2.1

Total outstanding amount of credit to defaulters
(c)

6.9 7.9 8.6 10.4

Large exposures (percentil 90)
(d)

Number of defaulters
(e)

9.8 10.8 10.6 13.3

Credit and interest overdue
(f)

1.2 1.3 1.3 1.6

Total outstanding amount of credit to defaulters
(f)

6.1 7.2 8.1 9.8

of which: very large exposures (percentil 99)
(d)

Number of defaulters
(e)

6.2 8.0 7.4 10.4

Credit and interest overdue
(f)

0.4 0.4 0.4 0.6

Total outstanding amount of credit to defaulters
(f)

4.0 5.1 6.5 7.8

of which: the largest exposures (percentil 99.5)
(d)

Number of defaulters
(e)

5.2 6.7 6.7 9.7

Credit and interest overdue
(f)

0.1 0.3 0.3 0.4

Total outstanding amount of credit to defaulters
(f)

3.3 4.3 6.2 7.1

Retail exposures
(g)

Number of defaulters
(e)

11.7 13.0 13.8 14.7

Credit and interest overdue
(f)

5.0 5.3 5.3 5.6

Total outstanding amount of credit to defaulters
(f)

11.8 12.9 12.7 14.6

Source: Banco de Portugal.

Notes:(a) Indicators based on data from the Central de Responsabilidades de Crédito (CRC) (Central Credit Register). They correspond to credit granted by banks, savings banks, mu-

tual agricultural credit banks, credit financial institutions, factoring companies, leasing companies, credit card card issuing or management companies, credit-purchase financing compa-

nies and other resident financial intermediaries. It includes credit granted in securitisation operations. (b) As a percentage of the number of non-financial corporations that borrowed from

financial institutions participating in the CRC. (c) As a percentage of total credit granted by financial institutions participating in the CRC to resident non-financial corporations. (d) Percen-

tiles defined on the basis of the number of companies ranked according to their total exposure amount. (e) As a percentage of the number of debtors in this portfolio. (f) As a percentage of

total credit in this portfolio. (g) Exposures whose amounts are below the lower limit of large exposures. They correspond to 90 per cent of companies that borrowed from institutions

participating in the CRC.

Chart 4.4.15
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Note: (a) Estimate of the annual flow of new credit overdue and other non-performing

loans calculated by adjusting the change in the outstanding amount of credit overdue and

other non-performing loans for write-offs and reclassification of credit overdue as a per-

centage of bank loans (adjusted for securitisations). As from January 2005, also adjusted

for sales outside the banking system of credit overdue and other non-performing loans

not written-off, reported on a quarterly basis in accordance with Instruction of Banco de

Portugal No 2/2007 (dashed line). Latest figure: September 2008 (June 2008 for the

dashed line).
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Chart 4.4.16

DEFAULT RATIO OF NON-FINANCIAL CORPORATIONS

By branch of activity
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Note: Corresponding to credit granted by resident credit institutions and including securitisations.
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Box 1. Main measures taken by the Portuguese authorities regarding the financial system in the

context of the international financial crisis

The ma jor tur moil in the in ter na tional fi nan cial sys tem de manded ac tion at var i ous levels by na tional and in ter na -

tional au thor i ties. The aim was to en sure the sta bil ity of the fi nan cial sys tem and spur con fi dence among eco nomic

agents. The aim of this box is to sum up the main mea sures taken by the Por tu guese gov ern ment, above all in the

con text of the Eu ro pean ac tion plan. De tails will also be given of the changes to reg u la tions in the pru den tial sphere 

in tro duced by the Banco de Por tu gal.1

Since the on set of fi nan cial tur moil in the sum mer of 2007, cen tral banks have taken ac tion, in many cases

co-ordinated, to en sure ac cess to li quid ity in the money mar kets. The back drop to this was the wide-rang ing prob -

lem of ac cess ing fi nanc ing in the whole sale mar kets. Mid-Sep tem ber, how ever, saw the world’s fi nan cial sys tems

de te ri o rat ing sharply. This de manded a range of ad di tional mea sures de signed to bring back the con fi dence of

eco nomic agents as well as con tain sys temic risk, safe guard de pos its in the non-fi nan cial pri vate sec tor and cush -

ion the im pact on the real econ omy. Against this back drop, var i ous mea sures were an nounced by Eu ro pean gov -

ern ments in mid-Oc to ber, fo cus ing, among other things, on gov ern ment guar an tees to banks in the se curi tised

debt mar kets, broader guar an tees on de pos its and the pos si bil ity of in ject ing cap i tal into the banks. This raft of

mea sures re sulted from the con certed ac tion plan pre sented af ter a sum mit of the heads of state of the euro area

on 12 Oc to ber. The aims of this plan are (i) to en sure ad e quate li quid ity for fi nan cial in sti tu tions, (ii) to stim u late ac -

cess to fi nanc ing in the se curi tised debt mar kets, (iii) to make ad di tional cap i tal avail able to fi nan cial in sti tu tions to

en able them to en sure fi nanc ing for the econ omy, (iv) to en sure ef fi cient re capi ta li sa tion of dis tressed banks, (v) to

al low some flex i bil ity in the ap pli ca tion of in ter na tional ac count ing stan dards, and lastly, (vi) to en hance the mech a -

nisms avail able for co-op er a tion be tween Eu ro pean states. The plan’s main guide lines were ap proved by the Eu ro -

pean Coun cil on 15 and 16 Oc to ber, fol low ing pub li ca tion of con crete guide lines by the Eu ro pean Com mis sion on

ar tic u la tion of the gov ern men tal mea sures sup port ing the fi nan cial sys tem and the Eu ro pean rules gov ern ing state

aid. The aim of this was to pre vent these mea sures from gen er at ing dis tor tions in com pe ti tion be tween fi nan cial in -

sti tu tions in mem ber states. In con crete terms, the Com mis sion stip u lated that mea sures by gov ern ments should

en sure that there was no bar rier to ac cess (for ex am ple based on na tion al ity), and the sup port pro vided should be

tem po rary. Over and above this, state aid should be clearly de fined and lim ited, ex clud ing any un jus ti fied ben e fit to

share hold ers. The pri vate sec tor should bear some of the costs for the sup port and rules should be set out pre vent -

ing the in sti tu tions from abus ing the state sup port, for ex am ple, to de vise strat e gies to expand their operations.

Member states have adopted an array of measures (some of which are outlined in Table 1) based on the principles

defined in the 12 October action plan and bearing in mind the recommendations of the European Commission. 

Within the scope of this, the Por tu guese gov ern ment an nounced that guar an tees to tal ling 20,000 mil lion eu ros

would be avail able to banks for fi nanc ing re quire ments in the se curi tised debt mar ket. 2 This is a tem po rary mea -

sure, with guar an tees avail able un til the end of 2009. They will stand only while jus ti fied by mar ket con di tions. Re -

quest for these guar an tees can be made by any credit in sti tu tion with reg is tered head of fice in Por tu gal find ing con -

straints to its li quid ity. Banks ap ply ing need to com ply with min i mum reg u la tory sol vency re quire ments. Guar an -

tees would be pro vided only for fi nanc ing con tracts and the is sue of debt in eu ros, with ma tu rity be tween 3 months

and 3 years.3 Op er a tions in the in ter bank money mar kets and the is su ing of sub or di nated debt are not ac cept able.

Re quests for guar an tees will be ana lysed by the Banco de Por tu gal and by the Pub lic Credit and Trea sury Man -

age ment In sti tu tion (Instituto de Gestão da Tesouraria e do Crédito Público). The bank’s con tri bu tion to fi nanc ing

the econ omy will be borne in mind, along with the amount needed and the fi nanc ing con di tions. In or der to take ad -

van tage of the scheme, credit in sti tu tions will have to pay a com mis sion of 50 b.p. for debt with ma tu rity be tween 3

and 12 months. For lon ger-term is su ance, there is in ad di tion the pre mium of the bank’s own credit de fault swaps at 

5 years or, if they do not ex ist, those of a rep re sen ta tive sam ple of banks. If the credit in sti tu tion de faults and the

guar an tee is ac ti vated, the state, as a cred i tor, has the right to con vert the debt into cap i tal (through the is sue of
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(1) Box 2 Au thor i ties re sponses in the con text of the fi nan cial cri sis: li quid ity man age ment mea sures and in ter ven tion in fi nan cial sys tems, in the ar ti cle “The Por tu guese econ omy in
2008” in this Eco nomic Bul le tin looks at the main mea sures adopted in the euro area, in the United States and in the United King dom in the con text of the in ter na tional fi nan cial cri sis.111111111111

(2) Guar an tees were de fined in Law no. 60-A/2008 and spec i fied in Ex ec u tive Or der no  1 219-A/2008, avail able on www.min-financas.pt. 222222222222

(3) The max i mum limit can be ex tended to 5 years on rea soned pro posal from the Banco de Por tu gal.33333333333



preferential shares) and to intervene directly in the management of the institution. By and large, the specific terms

of the state-backed guarantees are similar to those being applied in other European countries.

On 2 November, the government announced additional measures to strengthen financial stability. A recapitalisa-

tion plan for credit institutions with head office in Portugal was announced. The point of reference is the series of

European Commission recommendations mentioned above, in line with similar plans announced by various coun-

tries, among them the United Kingdom, France, Germany and the Netherlands. The aim of this measure is to en-

sure that institutions have the necessary conditions to shore up their own funds (Tier 1 capital). The Banco de Por-

tugal had already issued recommendations stipulating that the minimum ratio for Tier 1 capital was to be 8 per cent

from September 2009. This support will cover all solvent and solid credit institutions in the light of legal require-

ments and supervisory criteria. It will be financed by a specific sum set aside in the government’s annual budget

and by the issue of public debt of up to 4 thousand million euros. The basis for the capitalisation can be any finan-

cial instrument eligible as own funds, such as the acquisition of the bank’s own shares and the issuance of securi-

ties representative of capital. The aim of this initiative is to create the legal framework for direct public intervention

in the process of financial restructuring and recovery of credit institutions with own funds under the minimum legal

requirement. Support for the recapitalisation of the banks is a temporary measure and will be in force until Decem-

ber 2009. It implies a series of requirements relating to the management of the credit institutions that take up the

guarantee. State disinvestment should occur within 3 years (with an absolute maximum of 5 years if market

conditions so justify).

On 2 November also, the government put forward a proposal to nationalise the Banco Português de Negócios

(BPN). The aims were to protect the depositors and defend taxpayers’ interests .
4

The bank was facing a series of

difficulties stemming from its own management, and as the conditions for liquidity in the international financial mar-

kets worsened, the government was forced to intervene. The problems related in part to irregularities which were

subject to civil proceedings, and submitted to the Public Prosecutor’s office. The management of the bank was

transferred to the CGD (the state bank) on a transitional basis. The CGD has 60 days after the nationalisation co-

mes into force to define the management objectives for the bank. Equity holders in the bank will be indemnified, us-

ing the market value of their rights as the reference point, based on an evaluation to be carried out by two

independent bodies.
5

As an additional measure, the maximum cover for the Deposit Guarantee Fund (Fundo de Garantia de Depósitos)

was raised from 25,000 euros to 100,000 euros per depositor and per institution. The term for reimbursement on

deposits was substantially reduced, with the recommendations of the European Commission being used as the

reference point.
6

Various changes were also made, the aim being to strengthen the duties of information and trans-

parency of financial institutions and to give added power to co-ordination in the National Council of Financial Su-

pervisors (Conselho Nacional de Supervisores Financeiros).
7

The market watchdog (CMVM) prohibited short sell-

ing on shares issued by the financial institutions, on a par with similar actions in other European countries.

The Banco de Portugal also made some specific changes to the supervision regime. The first of these was con-

tained in Notice no. 6/2008. This changed the treatment of unrealised gains and losses on securities held in the

portfolio of held-for-sale assets with impact on own funds. This was in line with the possibility set out in 2004 by the

Committee of European Banking Supervisors (CEBS). In this way, unrealised gains and losses that do not involve

impairment in debt securities can have a neutral effect on own funds. Secondly, an extra three years was allowed

for the impact of transition to the International Accounting Standards related to pension funds of bank employees

not recognised in retained earnings as at 30 June 2008. This was set out in Notice no. 7/2008. In the context of the

process of changing Directive no. 2006/48/CE and Directive no. 2006/49/CE, where there will be new limits on the

eligibility of hybrid instruments as positive components of Tier 1 capital, there was a review of the limit acceptable

for the recognition of preferential shares with unspecified maturity and without incentives for redemption (from 20 to
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(4) Law no. 62-A/2008 was promulgated on 11 November. This authorises nationalisation of all the shares representing the equity capital of the BPN, and approves the legal framework

for public appropriation through nationalisation.444444444444

(5) This process will be more thoroughly analysed in the Financial Stability Report 2008 of Banco de Portugal.

(6) The increase of the maximum cover of the Deposit Guarantee Fund was promulgated by the Decree-Law no. 211-A/2008, where it is defined that a fraction of up to 10,000 euros of

all deposits covered should be reimbursed in the seven days following the date at which deposits become unavailable. The remaining part should be reimbursed within one month.

(7) These measures were also promulgated in the Decree-Law no. 211-A/2008.



35 per cent). Finally, as defined in Notice no. 9/2008, all reserves and results corresponding to assets set aside for

deferred tax can now be accepted as a positive element of own funds, where before the limit for this heading had

been 10 per cent.

Portuguese banks were also affected by changes in accounting norms internationally. Specifically, the Interna-

tional Accounting Standards Board (IASB) introduced changes to the accounting standards for financial instru-

ments at market value. This allowed for greater flexibility in the criteria used in the reclassification of these instru-

ments, with effect from 1 July 2008. The variation in portfolio value for financial assets valued at fair value is recog-

nised in results for the year and these assets are deemed to be a component of own funds, while the variation in

value of held-for-sale assets is booked directly under capital accounts. The portfolio of instruments held to maturity

are less sensitive to fluctuations in the financial markets, to the extent that they are not recorded at market value,

but at amortised cost, a criteria that is also adopted in the loan portfolio. The IASB also made some changes to the

criteria for valuing financial assets at fair value, specifically if the markets where these assets are transacted are

undergoing severe turbulence.

Only in the medium term will it be possible to get an overall idea of the effectiveness and the results from these

measures, in terms of costs and benefits, but in general the European action plans have played their part as a

buffer against the escalating tension seen in the financial system in the period between mid-September and

mid-October. The announcement of these measures showed that governments are committed to protecting the de-

posits of the general public and ensuring the stability of the banking system and the financial markets. The rein-

forcement of deposit guarantees should therefore help to prevent possible runs on deposits. And in tandem the

guarantees offered by governments for the financing of banks should bring confidence back and ensure access to

financing in the primary debt markets. As a last point, most European countries set up the tools for taking part of

financial institution capital if this came to be necessary.

Economic Bulletin | Banco de Portugal

Economic Policy and Situation | Autumn 2008

151



Banco de Por tu gal | Eco nomic Bul le tin

Au tumn 2008 | Eco nomic Pol icy and Sit u a tion

152

Table 1

GOVERNMENT MEASURES IN A SELECTION OF EUROPEAN FINANCIAL SYSTEMS

Deposit guarantee

fund

Public guarantees on 

debt issues

Banks’

recapitalisation

funds and

authorisations

Capital injections

into specific banks

Other measures

Por tu gal Max i mum cover

raised from 25,000 to

100.000 eu ros per

de pos i tor and in sti tu -

tion.

Up to 20 thou sand

mil lion eu ros (ex clud -

ing the in ter bank mar -

ket and sub or di nated

debt).

Re capi ta li sa tion plan

(4 thou sand mil lion

eu ros).

Na tion ali sa tion of the

BPN.

Bel gium Fi nanc ing guar an tees 

for banks.

Cap i tal in jec tion into

the Dexia group (with

France and Lux em -

bourg).

Cap i tal in jec tion in

the Fortis group (with

Lux em bourg and the

Neth er lands). Cap i tal

in jec tion in the KBC

group)

Ger many Po lit i cal de posit guar -

an tee.

Up to 400 thou sand

mil lion eu ros.

Cre ation of a fund to -

tal ling 80 thou sand

mil lion eu ros. 

Cap i tal in jec tion in

Commerzbank and in 

BayernLB (within the

scope of the re capi ta -

li sa tion fund).

Ire land Guar an tee ex tended

to all de pos its

(around 400 thou -

sand mil lion eu ros)

Guar an tee on banks’

li a bil i ties be tween

30/09/2008 and

29/09/2010 (in clud ing 

in ter bank li a bil i ties).

Greece Max i mum cover

raised to 100,000 eu -

ros.

Cre ation of a 15 thou -

sand mil lion euro

fund.

Cre ation of a fund to -

tal ling 5 thou sand mil -

lion eu ros.

Change in the law

cov er ing pro tec tion

for debt ors.

Is sue of 8 thou sand

mil lion eu ros of pub lic 

debt avail able for

banks to use as guar -

an tee.

Spain Max i mum cover

raised to 100.000 eu -

ros.

To a to tal of 100

thou sand mil lion eu -

ros in 2008; the

amount for 2009 yet

to be de fined.

The state now has

authorisation to put

cap i tal in banks.

Cre ation of a 30 thou -

sand mil lion fund (ex -

tend able to 50

thou sand mil lion).

The fund can pur -

chase high qual ity

bank se cu ri ties.

(to be continued)

(continued)
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Table 1

GOVERNMENT MEASURES IN A SELECTION OF EUROPEAN FINANCIAL SYSTEMS

Deposit guarantee

fund

Public guarantees on

debt issues

Banks’

recapitalisation

funds and

authorisations

Capital injections

into specific banks

Other measures

France Up to 320 thousand

million euros.

Creation of a fund (40

thousand million eu-

ros).

Capital injection into

the Dexia group (with

Belgium and Luxem-

bourg). Acquisition of

subordinated debt to-

talling 10.5 thousand

million euros from six

banking groups within

the scope of the fund.

Italy Possibility of exten-

sion of cover of the

deposit guarantee

funds.

All new bond issues

by banks guaranteed

for 5 years.

The state now has

authorisation to un-

derwrite or guarantee

capital increases by

Italian banks.

Swap to convert pri-

vate debt into public

debt securities.

Luxembourg Maximum cover

raised to 100.000 eu-

ros.

Financing guarantee

for the Dexia group.

Capital injection into

the Dexia group (with

Belgium and France).

Capital injection into

the Fortis group (with

the Netherlands and

Belgium)

Measures to ensure

liquidity in the money

market.

Netherlands Maximum cover

raised to 100.000 eu-

ros.

Up to 200 thousand

million euros.

Creation of a fund to-

talling 20 thousand

million euros.

Capital injection into

the Fortis group (with

Luxembourg and Bel-

gium) and in the ING

group (the latter

within the scope of

the fund).

Austria Total cover of depos-

its.

Up to 85 thousand

million euros.

The state now has

authorisation to inject

capital in banks. Cre-

ation of a 15 thou-

sand million euro

fund.

Capital injections into

the Raiffeisen

Zentralbank (RZB)

groups and the Erste

Group Bank.

Sweden Up to 1500 thousand

million Swedish

kronas.

Creation of a 15 thou-

sand million Swedish

krona fund.

UK Maximum cover

raised to 50.000

pounds per depositor.

To a total of 250

thousand million

pounds. Dependent

on the solvency of

the institutions.

Barclays carried out

its first issue with

guarantee on 22 Oc-

tober (3 thousand mil-

lion euros).

Creation of a fund to-

talling 50 thousand

million pounds for a

number of big banks.

Nationalization of

Northern Rock and

the Bradford &

Bingley. Capital injec-

tion into the Royal

Bank of Scotland and

into HBOS-Lloyds

(within the framework

of recapitalisation

fund).

Sources: CEBS, IMF, Ministries of Finance in various countries and Thomson Reuters.

Note: Some packages of measures are still being put together. The information in the table does not include all the measures taken by the countries concerned, in particular where the in-

formation available in the press did not come through the usual government communications channels.

(continued)
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HETEROGENEITY IN A MONETARY UNION AND ITS IMPACT

ON WELFARE*

Carla Soares**

1. INTRODUCTION

Since 1999, 15 European countries have abandoned their national currency and autonomous mone-

tary policy, and have joined the euro area. According to the Optimal Currency Areas (OCA) theory, it is

more advantageous for regions to share the same currency area when there is a minimum level of

synchronisation of economic cycles and integration of trade and labour markets. Despite the increased

economic integration among euro area countries, these have shown persistent differentials. Benalal et

al. (2006) show that since the beginning of the euro area the dispersion of economic growth across

countries has not changed significantly, and remains at relatively low levels. Given that the level of

synchronisation of economic cycles has also increased, these differences suggest the existence of

structural differences among countries. A paper by the European Central Bank (ECB, 2003) on infla-

tion differentials has concluded that these are partly caused by convergence processes, but also by

other structural factors. Other papers point out of the existence of differences across countries in price-

and wage-setting mechanisms (Dhyne et al., 2005; Dickens et al., 2006).
1

Even in the case of common

shocks, these structural differences across countries may have implications on monetary policy trans-

mission mechanisms. Since monetary policy in the euro area is defined for the union as a whole, irre-

spective of country specificities or idiosyncratic shocks, what is the importance of heterogeneity at

union level? In particular, what is the impact on welfare of individual economies and of the union as a

whole?

This article addresses this matter from a broadly based and theoretical perspective, analysing the im-

pact on welfare when monetary policy responds to the union aggregated variables, given that there is

heterogeneity across countries, namely as regards price and wage rigidities. For that purpose, the arti-

cle develops a simple stochastic economy model with two countries forming a monetary union, where

the central bank defines the monetary policy according to a rule that reacts to the union aggregated

variables.
2

The model does not include government, given that its objective is related to the evaluation

of the impact of different heterogeneity sources on a monetary union, not the interaction between mon-

etary and fiscal policy. However, fiscal policy is acknowledged to alleviate or even eliminate the nega-

tive impact of asymmetric shocks or asymmetries across regions in the context of a monetary union

(Adão et al., 2006).

The article is in line with recent literature on dynamic general equilibrium stochastic models, applied

within a multi-country monetary union operating as a closed economy. In this context, it is worth men-

tioning the papers by Benigno (2004), Jondeau and Sahuc (2008) and Gomes (2004). Benigno (2004)

addresses optimal monetary policy in a monetary union subject to asymmetric shocks, and concludes

that an inflation targeting policy in which a higher weight is attached to inflation in the region with higher

Economic Bulletin | Banco de Portugal

Articles | Autumn 2008

157

* The opinions expressed in this paper represent the views of the author and not necessarily those of Banco de Portugal.

** Economics and Research Department, Banco de Portugal.

(1) In this respect, it is also worth mentioning the working papers developed in the context of the Inflation Persistence Network of the Eurosystem
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(2) This article is based on Soares (2008).3



nominal rigidity is nearly optimal. In turn, Jondeau and Sahuc (2008) compare two models estimated

for the euro area: one for the area as a whole and a multi-country model (Germany, France and Italy).

These authors conclude that there are significant welfare losses if the monetary authority does not

take into account region specificities when defining monetary policy. In turn, Gomes (2004) investi-

gates, based on an calibrated model, the implications of different price rigidity levels in a monetary un-

ion, in the presence of specific and common shocks. She concludes that idiosyncratic shocks and, to a

lesser extent, common shocks generate significant growth and inflation differentials across countries.

From the comparison of different monetary policy rules, she also concludes that the rules resulting in

the best outcome for the union are not equivalent to the best result in individual terms. Rules with inter-

est rate smoothing actually stabilise inflation and output and narrow differentials across countries, but

reduce the inflation correlation among countries. Rules seeking to stabilise output actually reduce

output volatility to the detriment of inflation volatility and reduce the output correlation among

countries.

This article is structured as follows: Section 2 introduces a summarised description of the model. Sec-

tion 3 presents the calibration for the reference case, which replicates a homogeneous union. In the

following sub-sections heterogeneity across countries is introduced, in order to analyse the impact on

welfare. The heterogeneity sources analysed are the home bias on consumption goods, and wage and

price rigidities. In this regard, it is worth stressing the significant impact of introducing heterogeneity in

wage and price nominal rigidities, wherefore this should be analysed in further detail through the as-

sessment of the interaction between both types of rigidities. Section 4 presents the main conclusions.

2. DESCRIPTION OF THE MODEL
3

The monetary union is formed by two countries: the domestic economy (referred to as D) and the for-

eign economy (referred to as F). Total population in the area comprises a continuum of identical and in-

finitely lived agents and is normalised to 1. The relative size of the domestic economy is given by n,

wherefore ( )1�n is the size of the foreign economy. The economy includes three agents: households,

firms and the central bank. Each country’s economy operates in a similar manner. Hence, this section

describes the model of the economy in one of the countries, considering that the other one would be

similar.

Households consume goods produced in both countries, save by investing in financial assets and pro-

vide differentiated labour to the firms producing in the country they live in. Households’ objective is to

maximise the expected utility discounted over time. The representative household’s instantaneous util-

ity is separable into consumption and labour, and depends positively on consumption less external

habit in consumption,
4

and negatively on working hours. Households are subject to two random

shocks: one preference shock that influences preference between households’ current and future con-

sumption, and a labour supply shock that affects the availability of households to supply labour to

firms.

Consumption of the representative household consists in a basket of goods produced in both econo-

mies, according to their preference for domestically or externally produced goods (home bias). It is as-

sumed that C j
D t, ( ) is the consumption by the representative household j , resident in the home

economy, of domestically produced goods, C j
F t, ( ) is the consumption by the same household of
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(3) For further details on the model, see Soares (2008).44

(4) This paper assumes the hypothesis of external habit, i.e. households take into account deviations of their consumption level from the per capita

consumption in the country in the previous period. Thus, consumption behaviour in the model seems to be more persistent and to respond gradually to

shocks, in line with empirical evidence (Abel, 1990, Fuhrer, 2000, Smets and Wouters, 2003).



goods produced in the foreign economy
5

and � (denominated the home bias parameter) is the share of

domestically produced goods in total consumption. Therefore, the basket of goods consumed by

household j, resident in the home economy, may be represented by the following expression:

C j
C j C j

t

D D t F t

( )
( ( )) ( ( ))

( )

, ,
�

�

�

�

� �

� �� �

1

11
(2.1)

When � is equal to 0.5 there is no home bias, i.e. households do not show different preferences about

consuming domestic or imported goods. When � is lower than 0.5, households prefer to consume ex-

ternally produced goods; when it is higher than 0.5 they prefer domestically produced goods.

Households must observe the budget constraint to which they are subject. On the one hand, they re-

ceive income from labour and dividends from firms in the home country, given that the latter operate in

a monopolist competitive market. On the other hand, they may use their income for consumption and

saving. Households may thus trade in area wide riskless bonds and country-specific state-contingent

securities. Both financial markets shall be balanced at each moment.

Each household in the model supplies labour services to firms in the home country. Households can

only work in firms of their own country, since there is no labour mobility at the union level. Labour is dif-

ferentiated among households, which operate as labour suppliers under monopolistic competition and

set wages on the basis of their market power. In order to introduce friction in the wage-setting mecha-

nism, it is assumed that households cannot set in each period the wage enabling them to reach maxi-

mum utility level, taking into account labour demand by firms. Households can only optimise wages

occasionally, but do not know in advance when they can do it. In each period, every household will opti-

mise wages with probability ( )1� �
w

D 6
. Thus, the parameter �

w

D �[ , ]0 1 , which is the same for every

household and is constant over time, indicates the degree of wage rigidity of the economy: the closer it

is to 1, the greater the wage rigidity, given that the probability of optimising wages in each period is

lower. When households cannot optimise wages, they will adjust them partly in line with consumer

price inflation in the home country in the previous period. In those periods when households cannot de-

termine their wages, they will take into account the expected time span (given by 1 1/ ( )� �
w

D quarters,

considering quarterly model frequency) up to the subsequent optimisation. Therefore, the optimal

wage of the representative household will be defined as a mark-up over the marginal rate of substitu-

tion between consumption and labour expected over time. Aggregate wage in every quarter is proxied

by an average of optimum wage and adjusted wage, according to the indexing mechanism, weighed

by the share of households that have adjusted their wages in that quarter.

Using labour as the single productive factor, firms will produce differentiated goods, and will also be

subject to a random productivity shock. They are subject to fixed costs in production, which are com-

mon to all firms. Marginal costs are given by nominal wage weighed by the productivity factor. Similarly

to wages, the price-setting mechanism also exhibits rigidity. Firms can only optimise prices at moment

t when they receive a random “signal” to do so, which occurs with probability ( )1� �
p

D . Therefore, with

probability �
p

D , they cannot optimise prices at moment t, adjusting prices to a share of the producer

price index of the respective country in the previous period. Hence, parameter �
p

D denotes price rigid-

ity, which will be the greatest, the closer to 1 the parameter is.
7

When firms may optimise prices, they

set the optimal price with a mark-up over marginal costs expected over time. Given that at each mo-
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(5) C D t, and C F t, F,t represent aggregation in a homogeneous good, due to the existence of product differentiation both among domestically produced goods and

among goods produced by the other economy. Households are willing to exchange between differentiated goods of the same country, according to the

elasticity of substitution. 6655555555

(6) The upper D index in the parameter means that this refers to the home economy. The F index is used for the foreign economy. 7

(7) Similarly to the degree of wage rigidity, � p
D ranges between zero and one, is equal for all firms and is constant over time.877777777



ment some firms do optimise prices while other firms cannot do it, the price index of goods produced in

either economy is proxied by an average of the optimal price level and prices adjusted according to the

indexing mechanism, weighed by the degree of price rigidity.

Since households consume goods produced in either country, the consumer price index is given by the

average of producer price indices in the home and foreign economies, weighed by the share of domes-

tic goods consumption ( )� and imported goods consumption (1-�). The index for the union will be the

average of the national indices weighed by the respective size of the country.

Considering that this is a monetary union model, the nominal exchange rate will always be equal to

one. As consumption goods are freely traded across countries, prices of the same goods are equal in

the home economy and in the foreign economy. The pricing-to-market hypothesis (Obstfeld and

Rogoff, 1996; Betts and Devereux, 2000) is therefore not viable in this model.

Given that the model shows a significant degree of nonlinearities, a straightforward solution is not

available. Therefore, this paper follows literature and presents an analysis in terms of log-deviations

from the steady state.
8

The monetary policy rule is introduced ad-hoc and is not a result of the optimi-

sation programme. Following the extended use of Taylor rules in the literature, the central bank will re-

spond to inflation and output deviations from the steady state, assuming that the central bank target for

inflation is the steady state level. The monetary authority also shows a preference for smoothing the in-

terest-rate path. Moreover, the rule is widened so that the central bank may respond to short-term

changes in inflation and output (Smets and Wouters, 2003). Finally, the central bank is also subject to a

monetary shock that may lead to surprises in the interest rate. Therefore, the monetary policy rule may

be expressed as follows:

� � ( )( �

� ) ( � � ) (R R Y
R t R t y t t t y

� � � � � � �� �� � � 	 � � 	 	 �	 	1 11 
 

� � ) �Y Y m
t t t

� ��1 (2.2)

where �

R
t

, �	
t

and �

Y
t

are, respectively, the interest rate, inflation and output deviations from the steady

state in the area, and �m
t

is the monetary policy random shock.

The welfare function in either country is defined from the utility function of the representative house-

hold, corresponding to the aggregation of the utility of all households in each country (Benigno and

Woodford, 2004).
9

3. WELFARE ANALYSIS

3.1. Calibration of the model for the reference case of a homogeneous union

At a first stage, the model is calibrated so as to replicate the case of a homogeneous union, i.e. coun-

tries have the same size, there is no home bias and the remaining parameters are equal for both coun-

tries. Calibration is close to the results of estimated DSGE models for the euro area, e.g. the Smets

and Wouters (2003) model.
10

The intertemporal discount rate of households is calibrated so that the annual steady-state real inter-

est rate is close to 4%. Since it is assumed that there is no home bias in the reference case of a homo-
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(8) The log-linearised model equations are presented in appendix, where variables in terms of log-deviations from the steady state are given by ^.9

(9) The welfare function is proxied by a second-order Taylor expansion of the household utility aggregation of each country. Welfare depends on the

steady-state welfare levels, namely of consumption, and on the dynamics of the economy when responding to shocks. Worthy of mention as factors with a

bearing on welfare are price and wage inflation volatility, consumption and output volatility, and the interaction between output dynamics and the shocks

affecting the economy (except the monetary policy shock). 10

(10) Appendix 5.2 presents the values of the calibrated parameters.11



geneous union, the parameter � is calibrated to 0.5. The persistence of consumption is calibrated to

0.6, in line with the estimation by Smets and Wouters (2003), but slightly below the value estimated for

a smaller euro area model such as in Jondeau and Sahuc (2008).
11

The intertemporal elasticity of sub-

stitution of consumption is calibrated to around 0.7, in line with the hypothesis widely spread in real

business cycles literature of an elasticity ranging from 0.5 to 1. In turn, labour supply elasticity is cali-

brated to around 0.4. The degree of wage rigidity is calibrated to 0.7, meaning that, on average, house-

holds take 3 to 4 quarters to optimise wages. In those quarters when wages cannot be optimised,

these are adjusted by 75% of consumer price inflation in the previous period. In turn, the degree of

price rigidity is calibrated to 0.9, hence firms optimise their prices every 10 quarters, on average. Galí

et al. (2001) have also reached a high value close to 0.9 for price rigidity in the euro area when estimat-

ing a Phillips curve with constant returns to scale in the production function.
12

During those quarters

when firms do not optimise prices, these are adjusted by 50% of producer price inflation in the previous

period. Therefore, according to Smets and Wouters’ results (2003), the model presents greater nomi-

nal rigidity in prices than in wages. The elasticity of labour demand is calibrated to 3, meaning that

wage markup is 1.5. A calibrated value of 6 for price-elasticity of demand implies a price markup of 1.2,

which is in line with the 1.1-1.4 range usually acknowledged in literature (Galí et al., 2001, Christiano et

al., 2005). The calibration used in the monetary policy rule is also in line with most literature. The inter-

est rate exhibits relatively high persistence, with an autocorrelation coefficient of 0.8. The central bank

gives more weight to inflation deviations from target than to output deviations, which is in line with the

literature (1.7 weight on the rule for inflation and 0.1 for output). The weights of the differential compo-

nents of output and inflation on the monetary policy rule are also relatively low (0.15). The monetary

policy shock is not assumed to show persistence, given that the interest rate already has a high

persistence level. Preference, labour supply and productivity shocks show high persistence, according

to literature.

3.2. Monetary policy rules

This section examines the impact on welfare of the different rules that may be followed by the central

bank. For this purpose, the following string of rules was considered:

1. Original rule � . � . ( . � . � ) . ( � � ) .R R Y
t t t t t t

� � � � � ��0 8 0 2 1 7 0 1 0 15 01 	 	 	 �� 15 1( � � ) �Y Y m
t t t

� ��

2. Rule without differential components ( )� �	
 
� �
y

0

3. Rule without interest rate smoothing ( )�
R

� 0

4. Simple Taylor rule ( )� � �	
 
� � �
y R

e0 0

5. Low weight on inflation ( )� 	 � 1

6. High weight on inflation ( )� 	 � 2

7. No weight on the output gap ( )�
y

� 0

8. High weight on the output gap ( )�
y

� 1

The rule originally defined in the model (rule 1) is similar to that estimated in the model for the euro area

by Smets and Wouters (2003). In rule 2, the central bank does not react to short-term developments in

inflation and output. Rule 3 evaluates the impact of the preference for smoothing the interest rate path.

If there is no interest rate persistence, the inflation and output targets may be reached faster. Most liter-
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(11) The calibrated value is also close to the value estimated for the USA in Christiano et al. (2005)1211111111111111

(12) However, when compared to other estimations, namely for the USA, the assumption implies great price rigidity (Christiano et al., 2005).1312121212121212



ature considers as quite valid the hypothesis of interest rate smoothing, since less interest rate volatil-

ity may be deemed important for the welfare of the economies. Moreover, the uncertainty regarding the

true model of the economy and the impact of shocks warrant a more cautious approach by central

banks (Martins, 2000). A simple Taylor rule is also examined, which only reacts to inflation and output

deviations (rule 4).

A second string of rules evaluates the relative importance assigned by the central bank to inflation and

output stabilisation around the target (rules 5 to 8). The existence of a short-term trade-off between

output and inflation stabilisation justifies the analysis of the impact of this option of the central bank on

welfare. If the central bank responds to inflation and as a result the interest rate changes less than in-

flation, monetary policy may then contribute to generate more volatility in the economy (Clarida et al.,

2000). Therefore, 1 is the lowest value that the monetary authority is deemed to place on the inflation

weight on the rule. As higher values are placed on the inflation weight, the rule gradually allows for

sharper shock adjustment (Clarida et al., 2000). If the monetary authority places more relevance on

output stabilisation, then its relative weight on the rule is expected to increase.

The results for the different heterogeneity sources (see Charts 1, 2 and 3) show that the comparison of

the different rules is not affected by the rigidity source considered. In any case, rules with a higher rela-

tive weight on inflation, compared to their weight on the output gap generate better results in terms of

welfare in either country and at the union level. In turn, rules with relative higher weight on the output

gap lead to higher losses in terms of welfare, when compared to the other rules. In this model, rules

with a relatively higher weight on inflation are those that better stabilise this variable. This suggests

that, given the effects of the rules on welfare, inflation volatility is relevant for welfare levels. In effect,

the agents are deemed to assign high importance to inflation volatility in the welfare function. Inflation

volatility is also expected to affect consumption and production decisions by households and firms.

The comparison of the different rules is in line with most literature. Indeed, it seems to be consensual

that the central bank should react more strongly to inflation. Clarida et al. (1999) mention that, under

commitment, the optimal policy leads the central bank to respond more aggressively to inflation than to

output. Gomes (2004) indicates that the policies allowing for greater stabilisation of inflation are not the

same inducing greater stabilisation of output around the steady-state level.

In turn, the group of policy rules that compare different rule structures (rules 1 to 4) leads to rather

close welfare levels, suggesting that the choice of the central bank among the different formulations is

not very relevant. If the central bank opts for smoothing the interest-rate path, welfare declines slightly.

However, this result may depend on the type and size of the main shocks in the economy.

3.3. Heterogeneity as regards the home bias

This sub-section introduces heterogeneity in the monetary union, by changing only one parameter

separately in the home economy vis-à-vis the reference calibration (section ). The first heterogeneity

source to be analysed is the home bias, where the foreign economy remains with no home bias

( * . )� � 0 5 . The impact on welfare from changing the home bias in the home economy is analysed, i.e.

the scenario when domestic households prefer to consume imported goods ( . )� � 0 5 and when they

prefer domestically produced goods ( . )�  0 5 . Chart 1 presents the main results.

Different levels of home bias across countries has impacts mainly on the steady-state welfare, since

the dynamics of the economies remain relatively unchanged. When the home bias is lower in the home

economy( . )� � 0 5 , preference for domestic goods and, therefore, demand for these goods are lower,

as well as their production. Labour utilisation is thus lower in domestic firms. In turn, firms in the foreign
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economy increase production in response to higher demand for their goods and, as a result, the

amount of labour used increases. Given that labour elasticity is lower than consumption elasticity in

households, sharper changes are observed in consumption than in labour in each country. As a result

of the combined effect of the decline (increase) in labour and of the increase (decline) in consumption

in the home (foreign) economy in view of these lower levels in home bias in the home country, welfare

is slightly higher in the home economy and, in contrast, it is lower in the foreign economy. However, the

best result in terms of welfare for the union and for either country is reached when the countries are

complementary as regards the home bias, i.e. when the overall preference of the union is similar for

goods of either country. This does not mean that the countries must be equal, but if the preference of

the home economy for domestic goods is high, then the preference for domestic goods by households

in the other country should be low (i.e. � �� �* 1).

3.4. Heterogeneity as regards nominal rigidity

It can be assumed that the economies may differ as regards the degrees of price and wage rigidity. The

analysis of the effect of this heterogeneity source requires the parameters reflecting the rigidity degree
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Chart 1

WELFARE LEVELS CONSIDERING DIFFERENT VALUES FOR THE HOME BIAS IN THE HOME ECONOMY
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on wages �
w

D and prices �
p

D in the home economy to be changed separately. This type of differences

across countries in the union does not change the steady-state welfare, but has significant effects on

the dynamics of the economies. Charts 2 and 3 present the results of the impact on welfare of changes

in the wage and price stickiness parameters, respectively, of the home economy.

In general, when rigidity is reduced in the home economy while it is high in the foreign economy, this

leads to a decline in welfare in either economy. This is chiefly due to the fact that more flexibility gener-

ates more volatility, particularly of inflation, which deteriorates welfare. The more flexible country,

namely as regards price setting, tends to present a lower welfare level. It is also interesting to stress

some results in terms of heterogeneity as regards wage rigidity. On the one hand, whereas wages are

more flexible in one of the countries, the impact in terms of welfare is virtually nil. However, when the

parameter of wage rigidity is raised in one of the countries, especially above the level of price sticki-

ness, welfare drops significantly. This means that, in addition to heterogeneity at the union level, the in-

teraction between price and wage rigidity also seems to be relevant for welfare. Therefore, this paper

also presents a more detailed analysis of these effects.
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Chart 2

WELFARE LEVELS FOR DIFFERENT DEGREES OF WAGE RIGIDITY IN THE DOMESTIC ECONOMY
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3.4.1. Interaction between price and wage rigidity

The analysis in this section is presented in two stages: first, considering that countries remain equal at

all times, the effects of changing nominal rigidity degrees is evaluated (Chart 4); at the second stage,

only the home economy parameters are changed, in order to evaluate the interaction between price

and wage rigidity (Chart 5). In either case, the monetary policy rule is maintained (following rule 1 and

the central bank keeps on responding to the aggregated variables, and the other countries’ parameters

are kept unchanged. In addition, this analysis refers only to the effects on short-run dynamics of the

economies in response to shocks, given that, as previously mentioned, changes in the nominal rigidity

parameters would not change the steady state.

Chart 4 shows that flexible wages and prices actually generate the best situation in terms of welfare

(point A in the Chart). When countries start from the scenario of the most flexible prices and wages as

possible (panel (b) of Chart 4), increasing stickiness leads to a decline in welfare (moving from the left-

to the right-hand side of the Chart), which is all the more significant when only wage rigidity increases

while prices remain flexible. In turn, when countries start from the baseline scenario of a high degree of

nominal rigidity (panel (a) of Chart 4), raising the overall degree of flexibility of the economies improves

welfare, but decreasing only price rigidity while maintaining wages sticky deteriorates welfare. In this
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Chart 3

WELFARE LEVELS FOR DIFFERENT DEGREES OF PRICE RIGIDITY IN THE HOME ECONOMY
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case, prices accommodate more the effect of shocks, and therefore inflation becomes more volatile,

given that adjustments via wages, which remain sticky, are more time-consuming. This is the worst sit-

uation for households and firms. Hence, the main conclusions to be drawn from the interaction among

rigidity types with similar countries are the following: (i) more flexibility allows for higher welfare, (ii)

price flexibility has an impact on welfare more significant, but (iii) a very high degree of price and wage

rigidity also translates into one of the best results in terms of welfare. In this case, prices and wages

react little to shocks and, as a result, they show very low volatility, which largely explains this result.

In an economy with sticky wages and flexible prices, firms may easily adjust prices to marginal costs.

However, households cannot optimise wages, but may update it to a quite high share (75%) of con-

sumer price inflation in the previous period. Ultimately, price developments are being determined by

past inflation, which is also the main determining factor of the central bank response. In turn, wages

take much longer to resume their optimal level, and monetary policy does not take into account their

development. Therefore, inflation volatility is rather high and, as a result, the welfare level is

considerably lower.

When heterogeneity is introduced across countries as regards the parameters reflecting nominal rigid-

ity, conclusions change slightly. Whereas in Chart 4 countries remain equal at all times, Chart 5 pres-

ents the results when nominal rigidity parameters in the home economy are changed, while in the

foreign economy the degree of nominal rigidity remains high (panel (a)) or very low (panel (b)). More

flexible economies continue to be the preferable situation in terms of welfare, but only when countries

are similar. If countries start from a situation of great flexibility and the rigidity degree increases in the

home economy (panel (b) of Chart 5), it can be seen that welfare in the foreign economy remains virtu-

ally unchanged, but welfare in the home economy drops considerably, more so when only wage sticki-

ness is raised. In turn, if the starting situation is the baseline scenario (section ), in which both countries

show high nominal rigidity, and if nominal rigidity parameters are changed in the home economy (panel

(a) of Chart 5), then there are welfare losses for the union, although this does not imply that the situa-

tion deteriorates in both countries. In effect, if the home economy reduces overall rigidity, it may im-
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Chart 4

WELFARE LEVELS FOR DIFFERENT DEGREES OF NOMINAL RIGIDITY, MAINTAINING COUNTRIES EQUAL

AT ALL TIMES

(a) Countries are rigid at the start (b) Countries are flexible at the start
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Chart 5

WELFARE LEVELS FOR DIFFERENT DEGREES OF NOMINAL RIGIDITY ON THE HOME ECONOMY

(a) Foreign economy is sticky and home economy

rigidity degrees change

(b) Both countries are flexible at the start

and increase rigidity in the home economy
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tion. That charts in column (b) illustrate the case where, when only one rigidity source in the home economy is changed, the other source maintains the calibration closer to the flexible
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prove welfare, but the situation deteriorates considerably in the foreign economy. The home economy

is able to adjust more quickly to shocks and the policy response will be more contained than if both

countries were very rigid. This situation would have a negative impact in the most rigid country. In turn,

when only one source of nominal rigidity is flexible, there are welfare losses, given that the economy

adjustment to shocks occurs via prices or wages, depending on which is more flexible, and via its im-

pact on activity. When the home economy only raises wage flexibility, the decline in the welfare level is

relatively low and similar across countries. However, when the home economy only reduces price

stickiness while wages remain rigid, then the welfare level drops in both countries, although more

markedly in the home economy. In this case, inflation volatility of the home economy is higher because

prices adjust more quickly to shocks, thus contributing to a substantial fall in welfare in this country.

The abovementioned strong impact on welfare elapsing from the existence of price flexibility with wage

rigidity is again confirmed.

From the model analysis, it is possible to conclude that there is an incentive for coordinated policies

among the union member regions, which would foster price and wage flexibilisation.

3.5. Countries’ weight on the monetary policy rule

There is in literature some papers that seek to evaluate central bank optimal policy in a monetary union

with heterogeneity across regions. Benigno (2004) suggests that the central bank should respond

more aggressively to inflation in the country with greater rigidity. Jondeau and Sahuc (2008) advance

arguments suggesting that central banks should take into account the specificities of the member

countries when defining monetary policy.

In this context, and evaluating only the impact of simple rules,
13

one can inquire whether, in the context

of this model, the central bank should consider the economic behaviour of each country instead of ex-

amining only the aggregate. It is assumed that the central bank follows the above rule 2 (Taylor rule

with interest rate smoothing), but instead of responding to the aggregated variables calculated from

the average of the individual variables weighed by country size, it may weigh inflation and output of

each country based on a different share, other than size. In this way, it would be interesting to know

which weight the central bank shall assign to each country, considering that these may be different in

terms of their nominal rigidity degrees.

The results of the model are in line with the main conclusions found in literature. When there is hetero-

geneity regarding the degree of nominal rigidity between the union members, and considering that the

central bank can observe each country stickiness levels, then the central bank should respond more

strongly, relatively to countries’ size, to the macroeconomic variables of the more rigid country, since

that leads to a higher welfare level. For instance, Chart 6 shows that, in the case of low overall degree

of nominal rigidity in the home economy, the welfare of the union would be higher if the central bank

would weigh inflation and output in this economy with a weight below the real size of the country. In this

case, the adjustment to shocks in the home economy occurs more quickly, wherefore the central bank

may seek to contribute more to the stabilisation of the other economy, where this process is slower.

The central bank should follow this strategy when countries are different in just one of the two types of

rigidity or in both simultaneously. In most cases, this strategy has better results in terms of welfare for

the union and for individual countries. It should be mentioned that when countries are more similar, the

weight of each country on the rule is closer to the country size and welfare gains due to a change in

weight are minimal.
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(13) This article does not present an analysis of optimal policy. Galí (2002) mentions that simple rules are a good proxy to optimal rules and, in addition, are better

understood by economic agents. 14



4. CONCLUSION

This articles presents an analysis of the effects on welfare from considering heterogeneity across

member countries in a monetary union, based on a two-country simple dynamic stochastic model. Het-

erogeneity sources considered are the home bias, i.e. the preference of households for consuming do-

mestically produced goods, and the price and wage rigidity degrees.

Some findings on the importance of heterogeneity in a monetary union are presented. As regards the

home bias, countries should preferably complement each other, since this would permit them to reach

a higher welfare level. The analysis of heterogeneity as regards nominal rigidity degrees leads to the

following main conclusions:
14

• More flexible economies lead to higher welfare for the union, as long as countries are identical,

especially as regards nominal rigidity levels;

• Price flexibility with wage rigidity has a strong negative effect on welfare;

• Introducing heterogeneity in nominal rigidity degrees across countries in a monetary union

may have negative effects on welfare, justifying coordination among countries;

• If the central bank can observe country specificities, it should respond more aggressively to

deviations from target of the most rigid country.
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Chart 6

AREA WIDE WELFARE IN CASE OF CHANGES IN THE DEGREE OF OVERALL RIGIDITY IN THE HOME

ECONOMY AND IN THE WEIGHT OF THE HOME ECONOMY ON THE MONETARY POLICY RULE

(14) It should be recalled that these conclusions derive from the analysis of short-term dynamics of the economies in response to shocks considered in the

model, since different nominal rigidity levels do not change the steady state in this model. 15



Nevertheless, it is important to recall that these findings are taken from simulations carried out in a sim-

ple model, not including capital or government. Therefore, with a view to enrich the study and under-

standing the robustness of the results, a future research line could incorporate capital and government

in the model, since the interaction between monetary policy and fiscal policy may ease or even elimi-

nate the negative effects of asymmetries or idiosyncratic shocks in a monetary union (Adão et al.,

2006).

Given the importance of wage rigidity when prices are sticky, there is a possibility that labour mobility at

the union level could alleviate such negative effects, given that firms may better adjust production ac-

cording to the specific shocks affecting the economies.

Finally, bringing the model closer to statistical data, another possible line of future research could be

the estimation of the model. Following Pytlarczyk (2005),
15

one could assume that one of the countries

would be Portugal and the other would be the rest of the euro area. This would make it possible to in-

vestigate the possible structural differences and the effects of monetary union in Portugal.

5. APPENDIX

5.1. The model defined in terms of log-deviations from the steady state
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(15) Pytlarczyk (2005) presents an estimated model for Germany and the rest of the euro area.16
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Table 1

PARAMETER VALUES USED IN THE CALIBRATION AND SIMULATION OF THE MODEL IN HOMOGENEOUS

COUNTRIES (EQUAL PARAMETERS IN BOTH ECONOMIES)

Parameter Description Value

� Intertemporal discount factor 0.99

h Consumer persistence 0.6

�
c

Relative risk aversion coefficient on consumption 1.4

� Home bias 0.5

�
L

Relative risk aversion coefficient on labour supply 2.4

�
w

Wage indexation 0.75

�
w

Probability of not optimizing wages 0.7

� Labour demand elasticity 3

�
p

Price indexation 0.5

�
p

Probability of not optimizing prices 0.9

� Price elasticity 6

n Size of the home economy 0.5

�
R

Interest rate smoothing 0.8

� 	 Weight of inflation on the monetary policy rule 1.7

�
y

Weight of the output gap 0.1

� 	
 Weight of the inflation differential 0.15

� 
y
Weight of the output differential 0.15

�
b

Persistence of the preference shock 0.85

�
L

Persistence of the labour supply shock 0.89

�
a

Persistence of the productivity shock 0.82

�
m

Persistence of the monetary policy shock 0

Size of the preference shock 0.4

Size of the labour supply shock 3

Size of the productivity shock 0.6

Size of the monetary policy shock 0.1
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EQUITY RISK PREMIA ACROSS MAJOR INTERNATIONAL

MARKETS*

Isabel Marques Gameiro**

An important element in interpreting financial market prices is the identification of the risk premia they

contain. Risk premium is defined as the additional compensation required by investors for holding a

risky security. The analysis is, however, complicated due to the fact that neither the premium nor their

main drivers are directly observable. In addition, the risk premium may vary over time according to the

investors’ perception of the underlying risk of the asset and their attitude towards risk. This means that

the equity premium moves as uncertainty regarding corporate earnings prospects changes but also as

investors change their risk appetite. In this article we analyse movements in equity risk premia in sev-

eral major international stock markets, try to identify common influences across international markets

and their association with a general shift in investors risk appetite. Once the common factor has been

isolated we estimate country-specific influences on the equity risk premia. Finally, we assess the rela-

tive importance of the common and the country-specific components in explaining the behaviour of the

equity risk premia since 1995, with a special focus on the current crisis.

The article is organised in four sections. The first section briefly describes the methodology used to es-

timate the equity risk premia, the data used and shows the derived indicators of the risk premia. In the

second section, in the context of the Arbitrage Pricing Theory we try to evaluate the existence of a

common influence on the risk premia across countries, using the principal component analysis. In sec-

tion 3 we present estimates for the market-specific influences on the equity risk premium of each

country. In section 4 we conclude.

1. THE EQUITY RISK PREMIUM

Modern asset pricing models are based on the assumption that people engage in asset transactions

with the aim of optimally distributing consumption over time. People seek to equate the marginal bene-

fit of consuming one more unit today to the marginal benefit of investing this unit in an asset and even-

tually selling it in order to consume the profits in the future. This gives rise to an arbitrage condition

between the risk-adjusted expected rate of return of the asset and a risk-free interest rate so that the

market value of a given asset is given by the present risk-adjusted discounted value of its expected in-

come stream. We use a present value model, where the price of equity is related to expected future

cash flows to derive the equity risk premia. Specifically we subtract the real risk-free interest from the

real required return on equity implied in the model. Thus our measure of equity risk premium corre-

sponds to what is called in the financial literature “excess return”. Variables have been converted to

real figures by subtracting inflation expectations for each economy. We used the three-stage dividend

discount model developed by Fuller and Hsia (1984), which assumes three distinct phases of dividend

growth
1
. In the initial phase (the first four years), and adopting a constant payout ratio, we assume that

the dividend growth rate is equal to market analysts’ earnings growth projections. In the second stage,
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* The views expressed are those of the author and do not necessarily coincide with those of Banco de Portugal. The author thanks Sónia Costa, Carlos

Robalo Marques and João Sousa for comments and suggestions.

** Economics and Research Department, Banco de Portugal.

(1) Panigirtzolou and Scammel (2002) show that the three-stage dividend discount model tracks relatively well the level of equity prices in the UK and in the

USA from early 90s to 2001



which is an interim period (assuming to last for eight years
2
) the dividend growth rate is assumed to lin-

early converge to the long term growth rate which is reached in the third stage and extends into the in-

definite future. The long-term growth rate of real corporate earnings is assumed to be in line with

estimates for trend potential growth. In this model the equilibrium price of a stock market index can be

expressed as:

� �
P

D g g g

d g
t

t t

a

t

�
� � �

�

( ) ( )1 8

(1)

Where P
t

is the equity price index, D
t

the current level of dividends, g is the expected long-run divi-

dend growth rate, g
t

a is the market analysts’ expected dividend growth rate over the next four years

andd
t

the discount rate which is calculated as a residual term. The equity risk premium is obtained by

subtracting a real risk-free interest rate from the discount factor.

This approach has the advantages of being market driven and of providing an ex-ante measure of risk

premium. Indeed, most of the available estimates of risk premium use historical data on equity and

thus are ex-post measures. However, when interpreting the results it should be born in mind that this

approach implies the assumption that market analysts’ earnings forecasts are reasonable estimates

and that the indexes are correctly priced.

1.1. Data

We use MSCI equity indices for the following markets in the period from January 1995 to October

2008: Australia, Austria, Belgium, Canada, China, Finland, France, Germany, Hong Kong, India, Ire-

land, Italy, Netherlands, Portugal, Singapore, Spain, Sweden, Switzerland, UK and USA. We use Insti-

tutional Broker’s Estimate System (IBES) estimates for current dividend yields and IBES market

analysts’ earnings growth projections as proxies for dividend growth rates over the next four years. All

these data are obtained from Thomson Reuters.

The risk-free interest rate is approximated by the 10-year government bond yield, whenever available.

For China we take as reference a 5-year saving deposit rate and for Hong Kong and Singapore a

three-month Treasury bill rate. These data are obtained from Thomson Reuters.

For inflation expectations we construct averages of consumer inflation monthly forecasts reported by

Consensus Economics for all countries except Australia, China, Hong Kong, India and Singapore. For

month m of a given year t, the inflation expectations �
m t

e

,
are defined as:

� � �
m t

e

t

e

t

e
m m

,

( )
*

( )
*�

�
�

�
�

13

12

1

12 1

For Australia, China, Hong Kong, India and Singapore we proxy inflation expectations by the observed

year-on-year rate of change of consumer prices.

As regards estimates for growth in potential output for all countries but China, Hong Kong, India, Portu-

gal and Singapore we use OECD estimates. For Portugal potential GDP growth rate is based on the

results of Almeida and Felix (2006). For China and Hong Kong we use estimates by the World Bank,

and for Singapore we use IMF estimates. Potential GDP growth rate estimates for India are based on

the results of Ranjan et al (2007).
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(2) The length of the transitions period is subjective. A eight years period is widely used in empirical applications (see for example Panigirtzolou and Scammel

(2002) and ECB (2005)).



1.2. Results

Chart 1 plots the estimated measures of equity risk premium for twenty markets in the period from Jan-

uary 1995 to October 2008. A number of observations are worth making. First, there has been consid-

erable variation over time in equity risk premia across markets. Second, there seems to be a

co-movement of international equity risk premia, in the sense that markets tend to move up or down to-

gether. This is also evident from bivariate correlation coefficients for the equity risk premium across the

twenty markets (see annex).
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Chart 1

EQUITY RISK PREMIA
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Table 1 shows the average equity risk premium for each country in the period under review. China and

Ireland have the highest average equity risk premium (11 and 8 per cent, respectively), while the USA,

Austria, Finland and Switzerland registered the lowest levels (close to 3 per cent). The equity risk pre-

mium in the other countries averaged around 3.5 to 6 per cent (4.3 per cent in the case of Portugal).

2. COMMON FACTORS DRIVING EQUITY RISK PREMIA

We now try to understand the movements in equity excess returns across countries on the basis of the

effect of common (international) factors and country-specific factors. To do this we resort to the Arbi-

trage Pricing Theory (APT),
3

which predicts that the rate of return of any security is a linear function of

K factors. For the system of N assets:

� � ��� � B
K

(2)

Where � is the (N×1) vector of expected returns, �
o

is the risk-free return, �
K

is a (K×1) vector of fac-

tor risk premia and B is a (N×K) matrix of factor sensitivities of the returns. The APT specifies neither

the number of factors nor the identification of factors. We assume that the equity risk premium for each

country can be decomposed into two components: a common factor which is driven by international

forces that are common to the twenty markets considered and a country (market) specific factor:

� � 	 

it i i t i it it

a C S� � � � (3)

Where�
it

refers to the equity risk premium of country i in period t (estimated in the section above);C
t

is a set of common influences on the equity risk premium; S
it

are specific factors; �
i

and 	
i

are pa-

rameters that measure the sensitivity of country i equity risk premium to the common and country-spe-

cific influences factors respectively and 

it

are errors that cannot be accounted for in the model.

To identify the factors two type of approaches are typically used: statistical and theoretical (see Camp-

bell et al, 1997). We follow a statistical approach namely the principal component analysis (PCA). The

principal components are summary measures capturing the co-movements of a variety of indicators.

Accordingly, PCA allows detecting common influences that might be driving equity risk premia across

markets. If the series taken into consideration follow a common pattern, the first principal component

should be able to explain most of their joint variation. Indeed, applying the PCA approach it is found
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Table 1

EQUITY RISK PREMIUM: AVERAGE JANUARY 1995 TO OCTOBER 2008

(p.p.)

1995-2008 1995-2008

Australia 5.1 Ireland 8.4

Austria 3.2 Italy 3.5

Belgium 4.4 Netherlands 4.6

Canada 3.9 Portugal 4.3

China 11.3 Singapore 5.7

Finland 3.3 Spain 5.2

France 5.2 Sweden 3.5

Germany 3.5 Switzerland 3.3

Hong Kong 6.0 United Kingdom 4.8

India 5.9 USA 3.1

Source: Banco de Portugal calculations.

(3) The APT is an equilibrium model of asset pricing derived under the usual assumption of perfectly competitive and frictionless capital markets, see Ross

(1976).



that there is one significant common factor that captures slightly more than 50 percent of the total vari-

ance of the equity risk premium across markets.
4

There can be different interpretations of the first prin-

cipal component. Theory suggests that one of the factors that affect the risk premium is the change in

risk appetite.
5

A low appetite for risk results in a higher cost of capital. Thus the first principal compo-

nent of the equity premium might capture systemic changes in international investors risk appetite (like

the Asian financial crisis in 1997, the bust of the dotcom bubble in 2002-2003 and the more recent

subprime mortgage crisis). This would be in line with empirical results that find that the risk attitude

from different equity markets has a significant common component, indicating that investors’ senti-

ment transcends national boundaries (see, for example, Tarashev et al (2003) and Cappiello et al

(2008)).

Chart 2 shows that there seems to be an association between the first principal component of equity

risk premium and a risk aversion index calculated by Goldman Sachs.
6

They tend to move broadly to-

gether and the contemporaneous correlation is 0.7. Equity markets seemed to have weathered well

the financial turbulence in August 1998 in the context of the LTCM and Russian crisis. In particular,

while risk aversion measured by the GS index increased significantly, the rise in the international equity

risk premium (proxied by the first principal component) was rather limited. However, in the period of

high risk aversion that goes from end-2001 until March 2003 and which corresponds to the bust of the

dotcom bubble and WorldCom accounting scandals, a significant increase in the international equity

risk premium took place. Since the summer of 2007 risk aversion increased again to a very high level.

Equity markets initially appear remarkably resilient.
7

However, the persistence of strains in the finan-
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Chart 2

PRINCIPAL COMPONENT AND

RISK AVERSION INDEX
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Nota: The GS risk aversion index measures investors willingness to invest in risky assets

as opposed to risk-free securities, building on the premises of a consumption capital as-

set pricing model. A higher value of the index implies higher risk aversion and, other

things being equal, less willingness to allocate investments towards risky assets.

(4) The factor loadings on the first principal component are positive and similar in terms of magnitudes for all countries, except for the case of China and Hong

Kong that have lower factor loadings.

(5) Risk appetite encompasses the notion of risk aversion, i.e, the subjective attitude of investors with regard to uncertainty, but is also influenced by the overall

level of uncertainty about the fundamental factors that drive asset prices (see Gai and Vause, 2005).

(6) The Goldman Sacks risk aversion index is based on a standard consumption model of capital-asset pricing. The index is constructed using US data only:

real per-capita consumption, yields on 3-month t-bills and returns on the S&P500 index (for details see Goldman Sachs, 2003 and European Central Bank,

2007).

(7) This could reflect the fact that non-financial firms entered the turmoil from a relatively strong financial position and also a lagged perception of the impact of

the propagation shocks to an increasing number of financial markets segments, sectors of activity and countries.



cial system in combination with high commodity prices up to mid-2008 gave rise to perceptions of a

worsening outlook for economic growth globally and for near-term prospects of corporate earnings,

which fuelled an increase in the international equity risk premium for maximum levels. Presently, both

indicators show a significant upward revision of risk to levels above the ones reached in the period

following the bust of the dotcom bubble in 2002-2003.

The analysis above suggest that the first principal component of the equity risk premia is likely to cap-

ture changes in risk appetite in equity markets across the globe and therefore could be used as an ad-

ditional measure of global change in risk appetite. This measure can be updated daily and has also the

advantage of including data for several countries while most measures of investor’s risk appetite, in-

cluding the GS index, are based on US data only.
8

3. MARKET-SPECIFIC FACTORS

After having identified a common component it is possible to isolate other factors in order to try to cap-

ture the potential country-specific influences on the equity risk premium. With this aim, we took the re-

siduals of an OLS regression of each country equity risk premium in the first principal component (i.e.

the international risk premium). Table 2 shows these results. The first principal component is statisti-

cally significant in explaining the equity risk premium for all countries, except Hong Kong and China,

and the coefficients have the expected sign. In addition, the results indicate that the sensitivity of the

equity risk premium to the international driving force is about 1 for Sweden and above 0.7 for France

and Italy. On the other hand, the sensitivity of the equity risk premium to the international component is

lower in the USA, Finland and Ireland (the coefficient associated with the first principal component is

around 0.3). In Portugal, the sensitivity of the equity risk premium to the international risk premium is

similar to the one observed in Germany and Spain (about 0.5). The R-square of the regressions sug-

Banco de Portugal | Economic Bulletin

Autumn 2008 | Articles

180

Table 2

OLS REGRESSIONS OF THE EQUITY RISK PREMIUM IN THE PRINCIPAL COMPONENT

Regressions Constant Principal component

R-squared

Coefficient HACSE
(a)

t- HACSE Coefficient HACSE
(a)

t- HACSE

(1) Australia 5.11 0.22 22.90 0.39 0.07 5.70 0.44

(2) Austria 3.24 0.25 12.90 0.38 0.10 3.82 0.34

(3) Belgium 4.43 0.15 28.60 0.45 0.06 7.75 0.64

(4) Canada 3.88 0.10 40.50 0.40 0.04 10.60 0.70

(5) China 11.27 0.46 24.50 0.27 0.14 1.86** 0.09

(6) Finland 3.27 0.28 11.70 0.32 0.09 3.76 0.21

(7) France 5.24 0.26 20.20 0.72 0.08 8.64 0.68

(8) Germany 3.53 0.17 20.70 0.47 0.06 7.84 0.64

(9) Hong Kong 5.99 0.53 11.30 0.31 0.17 1.86 ** 0.09

(10) India 5.92 0.34 17.30 0.42 0.09 4.76 0.27

(11) Ireland 8.44 0.19 43.60 0.34 0.04 7.82 0.45

(12) Italy 3.47 0.22 16.00 0.71 0.05 14.90 0.72

(13) Netherlands 4.59 0.17 26.20 0.45 0.08 5.82 0.64

(14) Portugal 4.31 0.22 19.40 0.52 0.07 7.24 0.54

(15) Singapore 5.65 0.22 25.70 0.62 0.06 9.89 0.66

(16) Spain 5.16 0.20 26.10 0.49 0.06 8.04 0.62

(17) Sweden 3.46 0.29 12.00 1.00 0.12 8.51 0.75

(18) Switzerland 3.36 0.18 19.20 0.35 0.06 5.66 0.50

(19) United Kingdom 4.81 0.14 34.30 0.38 0.03 12.70 0.63

(20) USA 3.15 0.13 24.00 0.29 0.05 6.02 0.58

Notes: (a) Heteroscedasticity and autocorrelation-consistent standard errors. ** Not different from zero at 5% significance level.

(8) For other measures of investors’ risk appetite see for example European Central Bank (2007), Diebold (2008) and González-Hermosillo (2008).



gest that the international equity risk premium can account for a sizable part – between 50 and 75 per

cent - of the variation of the risk premium in most of the countries considered. In the regressions, the

constant captures the mean of the risk premium. Differences between the constants among the coun-

tries considered are likely to be related to country-level factors such as corporate governance,

accounting standards, legal environments and enforcement and sector composition of the stock

market indices/equity market depth (Witmer, 2008).

Charts 3 to 22 plot the equity risk premium (minus the constant, in equation ) for each country and the

country-specific influence (which include the errors, �
it

from equation (3)),
9

that allows the examination

of the relative importance of the common and market specific factors for the movements in the devia-

tions from mean of the equity risk premia.

In Hong Kong and China and, to a lesser extent, in Austria, Finland and India the equity risk premium

developments in the period under review seem to have been mainly driven by country-specific influ-

ences. While it is not the purpose of this article to investigate the reasons behind this outcome, the re-

sults for China and India might reflect the fact that, at least for part of the sample, these stock markets

are less internationally integrated. In the case of Finland, it should be mentioned that Nokia accounts

for about a third of the market capitalization of the Helsinki Stock Exchange (OMX Helsinki) as of 2007.

In the period from 1996 to the end of 2001, the common/international component seems to have had a

negative contribution to the equity risk premia across the globe. It is worth noting that this period was

characterised by a high “appetite for risk” by investors, the so-called “Irrational Exuberance” period

(see Shiller, 2000). In contrast, the significant rise in equity risk premia in 2002 and 2003 was in gen-

eral determined by the international component.

Focusing on the more recent period of financial turmoil (since June 2007), there has been a global rise

in equity risk premia, which in the case of the USA, Australia, Belgium, Canada, Ireland, Singapore

and Spain jumped to maximums for the period considered. For the USA the results suggest that the

country-specific factor was the dominant influence explaining the increase in the equity risk premium

until recently (Chart 5). This is not too surprising since the current financial turmoil was originated in the

USA subprime mortgage market which quickly spread to other segments of financial markets and in

parallel with the housing market correction depressed the growth outlook in the USA. It is interesting to

note that the country-specific component started to have a positive contribution to the equity risk pre-

mium in the USA in 2005, when the housing correction started. As the time as passed and the negative

macroeconomic impact of the crisis spread to a wider number of sectors of activity and countries, the

influence of the international component in the US equity risk premium became more significant. In-

deed, the international component might be capturing the global decline in risk appetite but also other

common effects like downward revisions of growth expectations across the globe. Country-specific

factors have also had a significant positive contribution to the recent rise in the equity risk premia in

Australia, Canada and Singapore, countries that have also experienced significant increases in house

prices over the past decade
10

(Charts 7, 10 and 17). As for the US, the influence of the international

component in the equity risk premium of these countries turned relatively more significant in the last

few months. In contrast, in all Western European countries the rise in the equity risk premia was mainly

determined by the international component. In several of these countries – like Germany, Portugal,

France, the Netherlands and Sweden – the country-specific component has been having a negative

contribution to the risk premium. In fact, in these countries the equity risk premia are still significantly

below the peaks reached in 2002-2003. In the other European countries considered, in particular in the

UK, Austria, Belgium, Finland, Ireland, Italy, Spain and Switzerland, the country-specific component
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(9) � �i it itS � .999999

(10) See IMF (2008a) and IMF (2008b).
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Source: Banco de Portugal calculations.

Chart 4

PORTUGAL

Source: Banco de Portugal calculations.

Chart 5

USA

Source: Banco de Portugal calculations.

Chart 6

UNITED KINGDOM

Source: Banco de Portugal calculations.

Chart 7

AUSTRALIA

Source: Banco de Portugal calculations.

Chart 8

AUSTRIA

Source: Banco de Portugal calculations.

Chart 9

BELGIUM

Source: Banco de Portugal calculations.

Chart 10

CANADA

Source: Banco de Portugal calculations.

Chart 11

FINLAND
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Chart 12

FRANCE

Source: Banco de Portugal calculations.
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Source: Banco de Portugal calculations.
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Source:Banco de Portugal calculations.
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Source:Banco de Portugal calculations.
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Source: Banco de Portugal calculations.

Chart 19

SWEDEN
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Chart 22
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has had a minor positive contribution to the increase in equity risk premia. However, it should be noted

that in the last few months the country-specific component contributed significantly to the abrupt rise in

the equity risk premium in Belgium and Ireland.

4. CONCLUSIONS

This article presents estimates of the equity risk premium for major international markets in the period

from January 1995 to October 2008. Equity risk premia vary significantly over time and appear posi-

tively correlated across countries. This suggests the presence of a common influence. However, the

equity risk premium also appears to have an important country-specific component that varies across

countries.

In the context of an Arbitrage Pricing Theory model and using a statistical approach, we find that one

significant common factor captures slightly more than 50 percent of the total variance of the equity risk

premium across markets. There seems to be an association between this principal component and a

widely used risk aversion index calculated by Goldman Sachs, suggesting that our measure might

capture systemic changes in international investors risk appetite. Our measure can be updated daily

and includes data for several countries while most measures of investor’s risk appetite, like the GS in-

dex, are based on USA data only. The principal component is statistically significant in explaining the

equity risk premium for all countries, except Hong Kong and China. The sensitivity of the equity risk

premium to the common/international driving force is higher in Sweden, and to a lesser extent, in

France and Italy and lower in USA, Finland and Ireland.

In the more recent period of financial turmoil, although equity markets first appeared remarkably resil-

ient, as the credit turmoil intensified and it became apparent that was starting to hurt the real economy,

the equity premium across markets jumped reaching peaks in some countries, such as the USA, Aus-

tralia, Belgium, Canada, Ireland, Singapore and Spain. Until recently the country-specific factor was

the dominant influence in the rise in the US equity risk premium. This should be related to the fact the

current financial turmoil was triggered by problems in the US which eventually turned into a credit cri-

sis. However, more recently, in the context of the propagation of shocks to a wider number of sectors of

activity and countries, the influence of the international component to the rise in the US equity risk pre-

mium became more significant. Country-specific factors have also had a significant positive contribu-

tion to the recent rise in the equity risk premium in Australia, Canada and Singapore but like in the US

the influence of the international component in the equity risk premium of these countries turned rela-

tively more significant in the last few months. In most Western European countries the rise in equity

risk premia was almost totally determined by the international component. In Germany, Portugal,

France, the Netherlands and Sweden the country-specific component has been having a negative

contribution to the risk premium. In these countries the equity risk premia are still significantly below

the peaks reached in 2002-2003.
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Annex

BIVARIATE CORRELATIONS BETWEEN EQUITY RISK PREMIA

Australia Austria Belgium Canada China Finland France Germany Hong

Kong

India Ireland Italy Nether

lands

Portugal Singapore Spain Sweden Switzerland United

Kingdom

USA

Australia 1.00

Austria 0.42 1.00

Belgium 0.48 0.41 1.00

Canada 0.59 0.59 0.72 1.00

China 0.24 0.12** 0.26 0.27 1.00

Finland 0.47 0.10** 0.27 0.51 0.12** 1.00

France 0.32 0.39 0.79 0.68 0.22 0.37 1.00

Germany 0.41 0.57 0.72 0.68 0.14** 0.34 0.87 1.00

Hong Kong 0.00** -0.04** 0.33 0.22 0.11* 0.35 0.49 0.30 1.00

India 0.28 0.14** 0.33 0.34 -0.13** 0.52 0.46 0.50 0.25 1.00

Ireland 0.78 0.52 0.50 0.66 0.19 0.49 0.37 0.50 -0.16 0.43 1.00

Italy 0.58 0.46 0.64 0.75 0.32 0.62 0.77 0.78 0.41 0.49 0.63 1.00

Netherlands 0.42 0.62 0.73 0.68 0.06** 0.14** 0.73 0.85 0.06** 0.37 0.57 0.60 1.00

Portugal 0.57 0.39 0.54 0.60 0.22 0.59 0.60 0.61 0.25 0.49 0.61 0.70 0.56 1.00

Singapore 0.50 0.34 0.71 0.72 0.58 0.50 0.72 0.62 0.50 0.21 0.50 0.76 0.55 0.57 1.00

Spain 0.56 0.24 0.56 0.66 0.38 0.74 0.65 0.55 0.36 0.49 0.65 0.85 0.39 0.71 0.74 1.00

Sweden 0.52 0.72 0.72 0.79 0.14* 0.31 0.76 0.88 0.08** 0.45 0.67 0.72 0.91 0.65 0.60 0.56 1.00

Switzerland 0.24 0.37 0.70 0.63 0.24 0.21 0.70 0.55 0.22 0.18 0.41 0.54 0.67 0.56 0.62 0.55 0.65 1.00

United Kingdom 0.62 0.55 0.65 0.66 0.23 0.34 0.52 0.67 0.07** 0.39 0.77 0.65 0.74 0.63 0.57 0.55 0.74 0.52 1.00

USA 0.62 0.29 0.61 0.71 0.31 0.70 0.66 0.56 0.51 0.47 0.54 0.82 0.35 0.54 0.74 0.81 0.48 0.40 0.50 1.00

** Correlation coefficients not different from zero at 5% significance level.

Source: Banco de Portugal calculations.



A SECTORAL PERSPECTIVE ON NOMINAL AND REAL WAGE

RIGIDITY IN PORTUGAL*

Cláudia Duarte**

The world economy today is vastly different from the 1930’s (…).

Economics is very different, too. Both the science and its subject

have changed, and for the better, since World War II. But there

are some notable constants. Unemployment and inflation still pre-

occupy and perplex economists, statesmen, journalist, house-

wives, and everyone else.

Inflation and Unemployment

J. Tobin (1972)

1. INTRODUCTION

Wage rigidity (nominal and real) is associated with labour market frictions that prevent the normal ad-

justment of wages to labour demand. Firms’ ability to accommodate to disturbances in the demand for

their products is limited by wage rigidity. As opposed to wage flexibility, a rigid wage framework may

lead to an adjustment that generates unemployment. Wage rigidity in the labour market is often

pointed out, with varying emphasis, as one of the reasons that contribute to explain the higher level of

unemployment in the European Union vis-à-vis the Unites States (Solow, 2000).

In the context of nominal wage rigidity (resistance to nominal wage decline) and low productivity

growth, a low inflation regime, as recently experienced by developed economies, contributes to reduce

firms’ wage accommodation ability, in real terms, being associated with wages and unemployment

higher than in the flexible wage situation (Akerlof et al. 1996). Real wage rigidity (resistance to a wage

growth below the inflation rate or the bargaining reference value) has also been attracting increasing

attention. In New Keynesian literature, the presence of real rigidity helped to a better understanding of

both the dynamics behind the traditional trade-off between inflation and unemployment, and inflation

persistence or inertia (Blanchard and Galí, 2007). At the microeconomic level, one of the stylised facts

of firms’ behaviour, as regards price setting, identified within the scope of the Inflation Persistence Net-

work (IPN),
1

is the lower frequency of price adjustments – more persistent prices – in more labour-in-

tensive firms and thus in firms potentially more exposed to wage rigidity constraints (Álvarez et al.

2005).

In addition to the important consequences for price setting and for inflation and unemployment dynam-

ics, the growing attention paid to the wage rigidity issue is also associated with significant improve-

ments in data collection techniques, both at the firm and individual level. The existence of longitudinal
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databases containing information on wages and on different characteristics of workers and firms pro-

pelled the development of a new strand of the literature on wage rigidity, based on microeconomic

data, which includes the works associated with the International Wage Flexibility Project (IWFP) (Dick-

ens et al. 2007 and Du Caju et al. 2007, for instance).

The use of disaggregated data for the analysis of wage rigidity allows avoiding some of the caveats of

macroeconomic approaches. In particular, when considering aggregate information for analysing the

cyclical developments of wages, the evidence from these approaches is contaminated by the difficul-

ties associated with aggregating the behaviour of heterogeneous agents. An example of these aggre-

gation problems is the decrease in the weight of workers receiving lower wages (possibly less skilled

workers), in the cyclical downturns, inducing a positive bias in aggregate wages (Abraham and

Haltiwanger, 1995).

The microeconomic approach allows not only the analysis of the composition effects of the labour

force, but also the construction of indicators of nominal and real wage rigidity based on the distribution

of wages and wage changes. The methodology developed by the IWFP for calculating the rigidity mea-

sures is precisely based on the distributions of wage changes. In this case, nominal wage rigidity is as-

sociated with the share of workers with nil wage change, who would experience a wage cut, in the

absence of rigidity. In turn, real wage rigidity refers to the share of workers with wage changes close to

the expected inflation rate (or the bargaining reference value) who would experience a lower wage

growth, in the absence of rigidity.

This article aims to describe and assess nominal and real wage rigidity in the Portuguese economy, by

using the methodology developed within the scope of the IWFP. Extending the analysis of Portugal

(2006)
2
, this article also evaluates the impact of the breakdown by activity sector and firm size on rigid-

ity measures, as in Messina et al. (2008). Though bearing in mind the sectoral heterogeneity, some

emphasis is laid on the textile sector, in order to illustrate the importance of the composition effects in

the labour force. The longitudinal database used was made available by Instituto de Informática (II)

(Portuguese social security data-processing office) and covers the period from 2001 to 2007.

This article proceeds as follows. Section 2 describes the database and presents an analysis of wage

developments in the different activity sectors over the period considered. Then, after a brief presenta-

tion of the IWFP methodology for the calculation of the rigidity measures, the results obtained for the

total economy (Section 3.1) and for the different activity sectors (Section 3.2) are reported. In particu-

lar, the case of the textile sector is looked at in more detail (Section 3.2.1). Finally, Section 4 concludes.

2. DATA

In this article it was used a longitudinal database made available by Instituto de Informática (Portu-

guese social security data processing office), which includes all workers who paid contributions to the

social security general regime, covering the period from 2001 to 2007. One of the advantages of using

this database is related to its administrative nature (in this case, registers of social security contribu-

tions). Usually, the information in administrative databases is seen as more reliable, being less prone

to measurement errors in wages (such as reporting or rounding errors) (Du Caju et al. 2007).

In addition to wages, which refer to the values reported each year in October, this database also con-

tains other variables, namely the number of days worked in a month, job tenure, and variables referring

to some characteristics of workers (such as gender, age, worker status – employees, self-employed or
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other) and firms (for instance, region and size), covering all activity sectors. Monthly wage data may fall

into four categories: permanent, variable, vacation and Christmas bonuses and other pay.

To increase comparability, the initial database was restricted to the employees that reported perma-

nent wages not inferior to the minimum wage and worked a full month.
3

These workers are, on aver-

age, approximately 1.8 million and are mostly concentrated in the services sector, a fact that illustrates

the tertiarisation process of the Portuguese economy (Table 1). In line with the gradual population age-

ing, the employees considered show a slightly positive trend in both age and job tenure. The wages of

this group of workers (i.e. the permanent compensation per worker) had relatively stable develop-

ments, particularly in the last four years of the sample (Chart 1).

However, the apparent stability at the aggregate level masks relatively differentiated developments at

the sectoral level. Except for the services sector, which follows more closely the total economy, the

wage developments in the other sectors were more volatile. In terms of contributions to the wage

change, the services sector contributed the most to the annual rate of change of wages over the period

2002-2007 (Chart 2). This reflects not only the evolution of wages in this sector but also its weight on

total employment, in the sample used, which has been increasing, being approximately 46 per cent, on

average, over the period analysed. At a more disaggregated level, the sectors which contribute the

most to wage developments in services are the “Wholesale and retail trade” and the “Real-estate activ-

ities, renting and leasing, and business services” (Chart 3).

The contribution to the wage developments of the aggregate “Other” is also associated with an in-

crease in the weight, in terms of total employment, of sectors such as “Public administration”, “Health”

and “Education”.
4

Conversely, the manufacturing sector has been loosing weight, accounting for about

24 per cent, on average, of total employment. This is reflected in the small contribution of this sector to

the annual rate of change of wages in the total economy over the period considered. It is worth stress-

ing that “Textiles and textile products; leather, leather products and footwear” sector had a positive

contribution to the annual rate of change of wages in manufacturing over the last two years of the sam-

ple, in spite of gradually loosing weight in terms of employment – which is probably one of the most visi-
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Table 1

DESCRIPTIVE STATISTICS

2001 2002 2003 2004 2005 2006 2007

Number of workers 1 689 213 1 692 594 1 822 972 1 858 169 1 895 943 1 926 282 1 988 824

Weight (per cent)

Manufacturing industry
(a)

27.6 26.5 24.9 24.0 23.1 22.5 21.7

Construction 10.5 10.6 10.0 9.9 9.9 9.7 9.9

Services 45.1 45.7 46.1 46.6 46.8 46.9 47.1

Other
(b)

16.8 17.2 19.0 19.5 20.2 20.9 21.3

Average age (years) 36.5 36.7 37.1 37.3 37.6 37.8 38.1

Average tenure (months) 61 63 65 67 69 71 71

Sources: II and own calculations.

Notes: Data refer to employees with a declared permanent wage not below the minimum wage, who worked a full month and for whom there is information for the several variables con-

sidered. (a) Includes “Electricity, gas and water supply”. (b) Includes the following activity sectors: “Agriculture”; “Fishing”; “Mining and quarrying”; “Manufacture of coke and refined petro-

leum products”; “Manufacture of chemicals and chemical products, rubber and plastic products”; “Financial and insurance activities”; “Public administration”; “Human health”; “Education”;

and “Other”.

(3) Additionally, the analysis was restricted to individuals for whom there was information available for different variables, such as gender, age, type of wage,

activity sector and job tenure.

(4) It is worth noting that these sectors only include individuals not belonging to the Caixa Geral de Aposentações (Portuguese public pension scheme).



ble signs of the important change in the structure of sectoral employment undergone by the

Portuguese economy in the recent years (Chart 4).

From the database obtained after imposing the above-mentioned restrictions, for calculating the rigid-

ity measures a 10 per cent random sample of the employees who have at least one register over the
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Chart 1

DEVELOPMENTS OF THE ANNUAL RATE OF

CHANGE OF WAGES

2

3

4

5

6

2002 2003 2004 2005 2006 2007

P
e

r
c
e

n
t

Whole economy

Manufacturing industry

Construction

Services

Other

(a)

(b)

Sources: II and own calculations.

Notes: (a) Includes “Electricity, gas and water supply”. (b) Includes the following activity

sectors: “Agriculture”; “Fishing”; “Mining and quarrying”; “Manufacture of coke and refined

petroleum products”; “Manufacture of chemicals and chemical products, rubber and plas-

tic products”; “Financial and insurance activities”; “Public administration”; “Human health”;

“Education”; and “Other”.

Chart 2
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sectors: “Agriculture”; “Fishing”; “Mining and quarrying”; “Manufacture of coke and refined

petroleum products”; “Manufacture of chemicals and chemical products, rubber and plas-

tic products”; “Financial and insurance activities”; “Public administration”; “Human health”;

“Education”; and “Other”.

Chart 3
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Note: The “Wholesale and retail trade” sector includes repairs. The “Real estate” sector
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Chart 4
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period 2001-2007 was selected. Following the IWFP methodology, which analyses wage changes that

are not influenced by worker mobility (Dickens et al. 2007), this sample was restricted so as to only in-

clude the individuals who worked for at least two consecutive years in the same firm. Comparing wage

changes of workers who stayed in the same firm for at least two consecutive years (for instance 2006

and 2007) with new recruitments, it seems that mobility leads, on average, to higher wage increases

(0.083 compared to 0.046). However, wage changes of new recruitments are much more volatile

(standard deviation of 0.286 vis-à-vis 0.119), which is in line with the results obtained by Du Caju et al.

(2007) for Belgium.
5

3. WAGE RIGIDITY MEASURES

The IWFP methodology for calculating the wage rigidity measures is based on the analysis of wage

change distributions, obtained from databases with information broken down by individual. According

to this methodology, the nominal rigidity concept is associated with the share of workers who have nil

wage change and would see their wages fall in the absence of rigidity. In turn, real rigidity reflects the

share of workers whose wage change is close to expected inflation (or to the bargaining reference

value), but would be lower in the absence of rigidity.

In a nutshell, the rigidity measures result from comparing the actual distribution of wage changes with a

theoretical distribution that tries to reflect a flexible wage scenario (assumed to be a symmetric Weibull

distribution). The higher the concentration in the nil wage change of the actual distribution vis-à-vis the

theoretical distribution, the greater the evidence in favour of nominal rigidity and, hence, the higher the

measure of nominal rigidity calculated according to the IWFP methodology. Similarly, the higher the

concentration of the actual distribution, vis-à-vis the theoretical distribution, in a wage change close to

the expected inflation (or the bargaining reference value), the greater the evidence in favour of real ri-

gidity, and the higher the value of the measure.
6

The calculation procedure of these rigidity measures makes it possible to obtain simultaneously nomi-

nal and real rigidity measures, as well as the reference value for the real rigidity.
7

However, in the years

for which this reference value is relatively low, close to zero, the best identification conditions for the

two types of rigidity cease to occur, making it more difficult to distinguish between nominal and real

rigidity.

Moreover, in case any measurement errors are detected, the procedure for calculating the rigidity

measures, developed by the IWFP, tries to purge these errors from the wage change distribution, by

computing a new distribution, known as the “true distribution”, which takes the place of the empirical

distribution in the comparison with the theoretical distribution.
8

3.1. Total economy

In Portugal, the wage-setting procedure is mainly determined by three thresholds: first, the lower limit

is defined, at the national level, through the legal mechanism of the minimum wage; second, since the

1950s, the impossibility of cutting nominal wages is enshrined in the law; finally, in the context of wage

bargaining, the vast majority of the lower limits of wages for each professional group are defined by
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(5) Results remain qualitatively unchanged in the other years of the sample.

(6) For a more detailed description of the IWFP methodology, see Dickens et al. (2007).

(7) It should be noted that the reference value for calculating the real wage rigidity may not coincide with the expected inflation rate.

(8) The detection of measurement errors is based on the analysis of the wage change autocorrelation. Positive changes followed by negative changes are

assumed to be a sign of the existence of measurement errors (for further details, see Dickens et al. 2007).



sectoral agreements (firm agreements are the exception). Hence, there is not an automatic wage

indexation mechanism.

As expected, the distributions of both wages and wage changes reflect these thresholds.
9

On the one

hand, in 2007 the distribution of wages in the total economy shows a mode in wages equal to, or very

close to, the minimum wage. In this year, approximately 7 per cent of workers reported wages equal to

the minimum wage (€ 403), which corresponds to about 45 per cent of the average wage (Chart 5).

On the other hand, the empirical distribution of wage changes shows only a small fraction of negative

nominal changes and a very high concentration on the nil change, confirming the resistance to nominal

wage declines (nominal rigidity) (Chart 6). Furthermore, the existence of a second mode in the ex-

pected inflation rate and a smaller concentration in rates immediately below are evidence in favour of

real wage rigidity.
10

Comparing the empirical distribution with the “true” distribution, it can also be concluded that the differ-

ences between both distributions are virtually nil, thus confirming that measurement errors are more

limited in administrative databases.

The indications given by the histograms are confirmed by the results of the nominal and real wage ri-

gidity measures (Chart 7).
11

As expected, the nominal rigidity indicator is high throughout the period

analysed. On average, about 63 per cent of the individuals who would have a nominal wage cut, in the

absence of rigidity, have instead nil wage changes. This result not only is influenced by the legal frame-

work associated with the existing barriers to nominal wage cuts, but is also related to the fact that, even

in the absence of legal constraints, firms tend to avoid nominal wage cuts for motivation reasons

(Bewley, 2002).
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Chart 5

WAGE DISTRIBUTION: 2007
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Note: About 7 per cent of employees declared a wage equal to the minimum wage (403

euros) and approximately 11 per cent of employees declared a wage lying in the interval

between the minimum wage and up to more 10 euros.

Chart 6

WAGE CHANGE DISTRIBUTION: 2007
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(9) The information used for calculating the distributions refers to workers who reported permanent wages not inferior to the minimum wage, worked a full

month and stayed for at least two consecutive years in the same firm.

(10) The results do not significantly change in the other years of the sample.

(11) For calculating the (nominal and real) rigidity measures it was used the most recent version available of the IWFP procedure, which is not fully comparable

with the versions used in previous publications of these indicators by Banco de Portugal.



The real wage rigidity measure shows more irregular developments. Given its own definition, and tak-

ing into account the low inflation in Portugal in recent years, calculating and interpreting this measure

is naturally more challenging. After a decline from 2002 to 2004, in 2005 and 2006 the real rigidity mea-

sure increased, and in this latter year it was approximately 30 percentage points above the 2004 value.

In 2007 it decreased again to a value close to the one observed in 2005. On average, about 20 per cent

of the workers who would face a decline in their real wages, in a context of wage flexibility, see their

wages increase in line with the expected inflation rate. Comparing across countries, this figure is rela-

tively high (Dickens et al. 2007).

These results are qualitatively similar to those previously reported in Portugal (2006). Even though ob-

tained from an alternative database,
12

the latter results also point to high nominal wage rigidity. Re-

garding real rigidity, evidence in Portugal (2006) also suggests a more irregular evolution of this

measure.

When introducing firm size in the analysis of the rigidity measures, the results obtained suggest that

nominal wage rigidity is lower in larger firms (Table 2). Greater wage flexibility in large companies,

which is also found in Du Caju et al. (2007) for Belgium, may reflect a higher incidence of firm agree-

ments, and a higher ability to implement broader compensation schemes.

By analysing job flows broken down by firm size, Centeno et al. (2007) conclude that the rates of job

creation and destruction fall as firm size increases. Combining this piece of information with the results

for the wage rigidity measures, it is possible to conclude that in the larger firms there are less job cre-

ation/destruction flows and less wage rigidity, while the contrary applies to smaller firms. Therefore, af-

ter taking into account firm size, the evidence on both job flows and wage rigidity seems to suggest the

existence of a positive relationship between wage rigidity, in particular nominal rigidity, and job cre-

ation/destruction flows. In a way, wage rigidity in smaller firms seems to be offset by a more noticeable

external exposure of the workers, i.e. larger job creation/destruction flows.

The constraining effect of high nominal rigidity is particularly stringent in the context of a low inflation

regime, such as the one Portugal is currently experiencing, and maintenance of low productivity

Economic Bulletin | Banco de Portugal

Articles | Autumn 2008

193

Chart 7

WAGE RIGIDITY MEASURES
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(12) In Portugal (2006) it was used information from Quadros de Pessoal of the Ministério do Trabalho e da Solidariedade Social (Ministry of Labour and Social

Solidarity).



growth. Given wage rigidity constraints, when confronted with the need to adjust to disruptions in the

markets for their products, firms will tend to resort to job creation/destruction flows, generating impor-

tant composition effects, namely at the sectoral level.

3.2. Sectoral heterogeneity

In the same way as the evolution of the aggregate rate of change of wages masks relatively differenti-

ated developments in the different activity sectors, wage rigidity measures for the total economy also

conceal noticeable differences in terms of sectoral wage rigidity (Table 3 and Chart 8).

The results of the rigidity measures for the different sectors suggest a negative relationship between

the nominal and the real rigidity measures.
13

Moreover, both nominal rigidity and real rigidity seem to

be higher in services than in manufacturing industry.
14

The higher wage rigidity in the services sector,

which is a more labour-intensive sector, is probably related to the higher rigidity in prices in this sector,

as reported in Martins (2005).

When examining the evidence on job creation/destruction flows for the different activity sector, as re-

ported in Centeno et al. (2007), job reallocation rates are higher in services and construction than in

manufacturing.
15

Additionally, according to Centeno et al. (2008), the services sector also shows

higher excess worker rotation, in terms of job creation/destruction flows, than manufacturing.
16

There-

fore, by taking into account sectoral heterogeneity, a positive relationship between the different job

(creation/destruction) and worker (rotation) flows and the wage rigidity can again be identified.

At a more disaggregated level, the sectors with the highest nominal rigidity, on average, over the pe-

riod 2002-2007, are the “Wholesale and retail trade” and “Construction”. According to Centeno et al.
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Table 2

IMPACT OF FIRM DIMENSION ON THE WAGE RIGIDITY MEASURES

Wage rigidity measures

Average 2002-2007

Nominal Real

Whole economy 0.63 0.19

By firm dimension:

(number of workers)

up to 25 0.85 0.27

from 26 to 50 0.66 0.16

from 51 to 250 0.49 0.27

more than 250 0.44 0.28

Sources: II and own calculations.

(13) Wage rigidity measures were not calculated for the following sectors: “Agriculture”; “Fishing”; “Mining and quarrying”; “Manufacture of coke and refined

petroleum products”; “Manufacture of chemicals and chemical products, rubber and plastic products”; “Financial and insurance activities”; “Public

administration”; “Health”; “Education”; and “Other”. This choice was due to the high representativity of specific contribution schemes in these sectors

(namely in “Public administration”, “Health”, “Education” and “Financial activities”), and also to their small weight in terms of employment (other sectors).

(14) International comparisons suggest that the differences across countries are more significant than across sectors. For instance, evidence in Messina et al.

(2008) points to the fact that any sectoral comparison between Portugal and Belgium is dominated by institutional differences in the wage-setting process. In

Portugal the nominal rigidity is predominant, whereas in the case of Belgium real rigidity prevails, as a result of the automatic wage-indexing mechanism.

(15) Job reallocation refers to the sum of all employment gains and losses that occur between time t and t-1.

(16) Excess worker rotation refers to the difference between the total number of hires and separations and net job creation, at each moment in time.
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Table 3

IMPACT OF ACTIVITY SECTOR ON THE WAGE RIGIDITY MEASURES

Wage rigidity measures

Average 2002-2007

Nominal Real

Total economy 0.63 0.19

By activity sector:

Manufacturing industry 0.57 0.16

Construction 0.73 0.15

Services 0.67 0.18

Food products, beverages and tobacco 0.46 0.21

Textiles and textile products; leather, leather products and footwear 0.40 0.27

Wood and products of wood and cork; pulp, paper, paper products, printing and publishing 0.64 0.17

Other non-metallic mineral products; basic metals and fabricated metal products 0.61 0.04

Machinery and equipment, nec; equipment 0.48 0.13

Transport equipment; manufacturing nec; recycling; electricity, gas and water supply 0.53 0.19

Wholesale and retail trade; repairs 0.73 0.11

Hotels and restaurants 0.58 0.37

Transport, storage and communication 0.63 0.14

Real estate, renting and business activities 0.58 0.24

Sources: II and own calculations.
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(2007), these two sectors have rather high job reallocation rates, with the construction sector recording

the maximum value. At the other end, the sector with the lowest nominal rigidity is the textile sector,

also recording a relatively high real rigidity level, when compared to other sectors, namely other manu-

facturing industry sectors. Recalling the results in Centeno et al. (2007), the textile sector shows a high

job reallocation rate, when compared to the other manufacturing sectors, chiefly reflecting the job de-

struction rate, which is the highest across all sectors considered.

3.2.1. The textile sector

In recent years, activity in the textile sector has had unfavourable developments (Chart 9). In terms of

employment, the weight of this sector has also fallen continuously. In turn, in the same period, wage

rates remained relatively close to the average for the total economy, which is reflected in the

above-mentioned positive contribution to the manufacturing wage change, in 2006 and 2007. More-

over, the results of the rigidity measures indicate that the textile sector has relatively high real wage ri-
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Chart 9

DEVELOPMENTS IN THE TEXTILE SECTOR
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gidity, above the average for the total economy, and the third highest value among all sectors

considered (Table 3).

Important gross job flows (hire and separation of workers), which are not reflected in the aggregation of

information at sectoral level, are associated with these developments. For example, consider 2006

and 2007. In these years, there were significant changes in the composition of employment in the tex-

tile sector, when measured in terms of the worker/firm pairs. During these two years, creation and de-

struction of worker/firm pairs affected about one third of the number of employees working for the same

firm, but the job destruction flow was approximately 5 per cent higher than the job creation one.

By comparing the wage distribution, in 2006, of workers in the textile sector who stayed in the same

firm in 2006 and 2007 with the wage distribution of workers whose jobs were destructed between these

two years, there seems to be a higher concentration on the left-hand tail of the wage distribution of the

separations (Chart 10). Similarly, wage distribution, in 2007, of new recruitments exhibits the same

type of bias vis-à-vis the wage distribution of workers who stayed in the same firm for the two consecu-

tive years (Chart 11). Given the smaller size of job creation flows, the combination of the net job flows

with the information on wages results in a positive effect on the average wage in the textile sector.

As previously mentioned, wage changes of new recruitments show more volatility than the wage

changes of the workers who stay in the same firm. The apparent greater wage rigidity among stayers is

in line with indications of the insider-outsider theory (Lindbeck and Snower, 2001). Also Carneiro and

Portugal (2004) conclude that wages of new recruitments are more sensitive to the cycle than of work-

ers staying in the same firm. Hence, given that the calculation of the rigidity measures here presented

is based on the group of workers who stay in the same firm for at least two consecutive years, their val-

ues may be seen as an upper limit for wage rigidity.

In line with the real rigidity measure, the distribution of wage changes of the workers in the textile sector

who stayed in the same firm in 2006 and 2007 has a greater concentration on lower wage changes

than the distribution for the total economy, except in changes equal or close to zero (Chart 12). This

fact, together with the effects associated with job creation and destruction flows, contributed, in net

terms, to maintain the wage changes in a sector under restructuring and with a downward trend in size

(both in terms of employment and activity level) rather close to the average for the total economy.
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Chart 10

WAGE DISTRIBUTION – TEXTILES: 2006
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Chart 11

WAGE DISTRIBUTION – TEXTILES: 2007
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4. CONCLUSIONS

Nominal wages are typically among the stickiest prices in the economy, a fact that is due both to eco-

nomic reasons and legal constraints. In particular, in the Portuguese case, specific legislation leads to

the existence of nominal rigidity. This notion is confirmed when using a longitudinal database, broken

down by individual, to calculate wage rigidity measures according to the methodology developed

within the scope of the IWFP. The results obtained suggest high nominal wage rigidity and, in spite of

more irregular developments, the real rigidity is also relatively high, when compared across countries.

In the context of a low inflation system, the combination of nominal wage rigidity and weak productivity

growth constrains firms’ adjustment ability to disturbances in the market for their products. In the pres-

ence of wage-setting restrictions, firms will tend to adjust employment to the detriment of wages.

Given this potential accommodation in terms of employment, using a microeconomic database is twice

as relevant, since it also allows analysing the composition effects of the labour force.

Moreover, firm heterogeneity seems to have an impact on the wage rigidity in the different sectors and

in the total economy. Considering the firm size, the results obtained point to lower nominal wage rigidity

in larger firms. Regarding sectoral heterogeneity, the services sector seems to have greater nominal

and real wage rigidity than manufacturing.
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THE PORTUGUESE EXPORT PERFORMANCE IN

PERSPECTIVE: A CONSTANT MARKET SHARE ANALYSIS*

João Amador**

Sónia Cabral**

1. INTRODUCTION

Changes of a country’s market share in world exports result from many interrelated factors. Firstly, do-

mestic and external macroeconomic developments influence the relative price/cost competitiveness

of exports. Secondly, long term structural factors like the endowment of productive factors, technology

and institutional background affect overall competitiveness and the sectoral specialization of exports.

Thirdly, geography and cultural linkages condition the performance of exports and its distribution

among different trade partners. Fourthly, the dynamics of international trade flows determined, in part,

by the entrance of new players, mechanically affects individual countries’ market shares. Therefore,

the analysis of the export performance of a country should be put in perspective by analysing long

periods in order to identify trends and comparing with a set of benchmark countries.

This discussion is relevant for the Portuguese economy because export market shares have been

showing a disappointing path over the last decade. In a small open economy like the Portuguese, dete-

riorations in export performance tend to hinder economic growth and thus contribute to the real per ca-

pita income divergence against the euro area observed in the last years.

This article analyses the evolution of Portuguese market shares in world exports over the 1968-2006

period, in comparison with other Southern European countries and Ireland and taking into account the

impact of product and geographical composition on the aggregate results. For this purpose, we use a

constant market share methodology as proposed by Nyssens and Poullet (1990). The total change in

the market share of Portuguese nominal exports is decomposed into three main additive and analyti-

cally interpretable terms: a market share effect, taking into account the effective changes of share in

each product/geographical market, and two additional terms that analyse how the geographical and

product composition of Portuguese exports affected developments in the overall market share. Other

applications of the constant market share methodology to Portuguese exports can be found in Abreu

and Manteu (1993), Cabral (2004) and Cabral and Esteves (2006). In ECB (2005) an analysis of this

type for euro area exports is included.

The main contribution of this article comes from the very long time span selected, which provides a

good picture of Portuguese export market shares during periods of structural reform, over the diverse

stages of European economic integration and under different macroeconomic regimes. In addition, a

comparative perspective of the main results of the constant market share analysis is provided, as the

methodology is applied to a set of benchmark countries, namely Spain, Greece, Ireland and Italy.

Moreover, the analysis focuses on the path of the share of Portuguese exports in world markets as a

whole, and not just in a selected reference group comprising a sample of products or geographical

destinations. We use also a detailed product (118 items) and geographical breakdown (79 countries or
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country groups). Nevertheless, such detailed data is only available in nominal terms, imposing some

caution in the interpretation of the results.

The article is organized as follows. Section 2 reviews the methodology for decomposing the changes

of export market shares and describes the database used. Section 3 presents the results of the con-

stant market share analysis and starts by comparing the main results for Portugal with those obtained

for Spain, Greece, Ireland and Italy over the last forty years. The remaining of this section details the

results obtained for Portugal. Subsection 3.3 examines the product and geographical dimensions of

the market share effect and Subsection 3.4 focuses on the combined structure effect. Section 4

presents some concluding remarks.

2. CONSTANT MARKET SHARE ANALYSIS: METHODOLOGY AND DATA

The constant market share analysis is an accounting method that enables the ex-post breakdown of

the changes in total market shares of a certain country over time. This method is particularly useful to

separate and quantify the contribution of the trade pattern of the country (in terms of products and geo-

graphical destinations) from the contribution of other factors. The interest of this method, which is used

for descriptive rather than explanatory purposes, results mainly from its simplicity and easiness to use,

as well as from its ability to identify key features of the differentiated behaviour of a given variable. This

technique was initially used in studies of variables such as employment or labour productivity within the

scope of regional economics, where it is best-known as shift-share analysis. Subsequently, it was ap-

plied to studies of international trade flows, where it was used for the first time by Tyszynski (1951).
1

The main idea underlying the constant market share analysis is that the export structure of a given

country affects its global export performance, despite changes in other factors, such as those associ-

ated with competitiveness. As stated by Magee (1975), even if a country maintains its share of every

product in every geographical destination, it can still have a decrease in its aggregate market share if it

exports to individual markets that grow more slowly than the world average.

According to the formulation suggested by Nyssens and Poullet (1990), the total change in the share of

Portuguese exports in the world market, the Total Effect (TE), is proxied by the difference between the

growth of total Portuguese exports of manufactured goods( )g and the growth of total exports of manu-

factured goods of the rest of the world ( )g
� , that is:

TE g g g g
ij ij

ji

ij ij

ji

� � � �� � ��� ��� �
(1)

where g

X X

X
ij

ij t ij t

ij t

�
� �

�

, ,

,

1

1

is the percentage change of Portuguese exports of product i to country j in

period t, �
ij

ij t

ij tji

X

X

�
�

���
,

,

1

1

is the share of product i to destination country j in total Portuguese ex-

ports in period t �1, and g
ij

� and �
ij

� are the equivalent notions for world exports (excluding the reporting

country).

If the growth of Portuguese exports is higher (lower) than that of world exports, the TE will be positive

(negative), corresponding to a total market share gain (loss) of Portugal. This TE can be broken down

into two terms: one resulting from effective changes in market shares in individual markets, the Market

Share Effect (MSE); and another resulting from the influence of the relative specialization of the coun-
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(1) For a detailed description of the constant market share methodology, its different formulations and applications in studies of regional economics, see

Loveridge and Selting (1998). For an influential study of the application of this methodology to exports, see Leamer and Stern (1970).



try, the Combined Structure Effect (CSE). The notion of individual market used here refers to each ij

market measured as exports of product i to destination country j .

TE MSE CSE� � (2)

Market Share Effect (MSE) – The difference between the growth rate of Portuguese and world exports

in each period, excluding the influence of differences in relative specialization. Taking as given the

product/geographical structure of Portuguese exports, a comparison is made between the growth

rates of Portuguese and world exports for each product i to each destination country j . The MSE for a

specific product i (destination country j ) can be taken as the sum over j i( ) of this effect.

MSE g g
ij

j

ij

i

ij
� ��� �� ( )

(3)

Combined Structure Effect (CSE) – The relative evolution of each individual destination market (de-

fined as the difference between its growth and the growth of total world exports) weighted by the rela-

tive importance of that market for Portugal (defined as the difference between its share in total

Portuguese and in total world exports). The relative specialization term ( )� �
ij ij

� � compares export

structures and, hence, gives information equivalent to the traditional Balassa (1965) index of revealed

comparative advantage. The CSE determines which part of the total change of market share results

from the influence of the relative product/geographical specialization of the country. In each period, the

CSE will be positive if Portugal is relatively more (less) specialized in individual markets that grow

above (below) the average; the CSE will be negative if Portugal is relatively less (more) specialized in

individual markets that grow above (below) the average.

CSE g g
ij

j

ij ij

i

� � ��� � � ��� � ) ( )

(4)

The CSE takes into account both the product and geographical specialization of exports as a whole,

but it can be further decomposed into three terms to separately account for the effects of the product

and geographical compositions.

CSE PSE GSE MIX� � � (5)

Product Structure Effect (PSE) – it determines which part of the total change in the market share re-

sulted from the relative product specialization of Portuguese exports.

PSE g g
i i

i

i
� � �� � �� ( ) ( )� �

(6)

where g

g

i

ijj ij

i

�

� �

�
�

� �

�
is the percentage change of world exports of product i in period t, � �

i ijj
� �

is the share of product i in total Portuguese exports in period t �1, and �
i

� is the equivalent notion for

world exports.

Geographical Structure Effect (GSE) – it represents the impact of the relative geographical specializa-

tion of Portuguese exports.

GSE g g
j j

j

j
� � �� � �� ( ) ( )� �

(7)
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where g

g

j

iji ij

j

�

� �

�
�

� �

�
is the percentage change of world exports to country j in period t, � �

j iji
� � is

the share of country j in total Portuguese exports in period t �1, and �
j

� is the equivalent notion for

world exports.

Mixed Structure Effect (MIX) – it is a residual term that results from the fact that the product and geo-

graphical structures are not independent and thus the sum of the product and geographical effects

does not match the combined structure effect. The option here was to calculate and display this inter-

action effect separately, hence controlling for its magnitude.

MIX
ij ij i i

ij

i

j j

ij

j

� � � � � �
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�
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�

�

�
�

�
( ) ( ) ( )� � � �
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�
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�

�



�
�

�� �

ji

ij
g

(8)

The constant market share analysis became popular in the literature of applied international econom-

ics despite continued criticism both for the lack of theoretical basis and for several shortcomings asso-

ciated with its empirical application. Richardson (1971a, b) discusses the main shortcomings of this

technique and gives an important contribution to the understanding of its accounting nature. The

method has been progressively refined and Milana (1988) proposed satisfactory solutions to some of

the major problems of the traditional constant market share decomposition. Some recent studies of

constant market share that consider most of the empirical improvements suggested in the literature in-

clude the works of Simonis (2000), Foresti (2004) and ECB (2005).
2

However, several shortcomings

regarding the empirical implementation of the constant market share analysis still remain. The most

relevant and long standing criticism is that the various effects of the constant market share decomposi-

tion vary with the level of breakdown considered (by products and by countries). In fact, the analysis

can be applied at several product/destination market breakdown levels and the results are not inde-

pendent from this choice. The discretionary decision on the level of disaggregation to be used is

generally determined by the availability of information.

The formulation used in this work includes some of the refinements suggested in the literature. Firstly,

we use the structure of the initial year in the computation of the structural effects as in the traditional

formulations, but the calculations are performed annually and the effects are added up over time to

have multi-year effects.
3

Secondly, in the traditional formulation the product and geographical struc-

ture effects are calculated in an asymmetric way and, depending on the sequence of calculation, one

of them will include the mixed structure effect. The solution adopted here was to consider this interac-

tion effect explicitly and, hence, the structural effect is decomposed into three blocks (product, geo-

graphical and mixed) that are insensitive to the order of decomposition. Thirdly, in order to prevent

distortions, the value of Portuguese exports was excluded from the aggregate of world exports at the

most detailed level. Given the relatively small dimension of the Portuguese economy, this correction

has a small influence on the results, but it can be very influential when the country considered has large

market shares.

The international trade data used in this article comes from the CEPII - CHELEM database, which re-

ports bilateral trade flows for goods in value terms (the unit being the US dollar).
4

The sample period

starts in 1967 and ends in 2006. All bilateral computations are done in nominal terms given the lack of
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(2) Cheptea et al. (2005) use an alternative formulation in a recent shift-share analysis of trade competitiveness.

(3) The constant market share analysis is applied over discrete time periods even though the export structure of any country changes continuously. Different

aggregation weights can be chosen to translate the continuous-time into a discrete-time formulation, i.e., the index number problem stated by Milana (1988)

that suggests the use of average weights.

(4) See De Saint-Vaulry (2008) for a detailed description of this database.



information on external trade flows in volume with the suitable product and geographical detail over

such a long time span. As a result, it is not possible to distinguish between the volume and the price

components in the evolution of the market shares. Additionally, as all exports are denominated in US

dollars, the developments in market shares are mechanically influenced by changes in the US dollar

exchange rate.
5

Therefore, the interpretation of the results should be made with caution, as changing

exchange rates and prices have an impact on the evolution of market shares that is not accounted for

in this analysis. Our bilateral database comprises 79 countries or country groups (counting with Portu-

gal, which is then excluded from the world aggregate), and 121 manufacturing products, with a product

breakdown at the 4-digit level of the International Standard Industrial Classification (ISIC), rev.3. Data

on energy-related items as coke, refined oil products and nuclear fuel were excluded from the analysis

to avoid distortions coming from highly volatile oil prices, resulting in 118 active products.
6

All constant

market share computations were performed at the detailed product breakdown level and the results for

the 118 manufactured goods were afterwards grouped in accordance with their technological intensity,

following the OECD classification of R&D intensities. This widely used technological classification in-

cludes four main sectors: high-technology, medium-high-technology, medium-low-technology and

low-technology; and at a second breakdown level contains nineteen sub-sectors, excluding energy.
7

Appendix A displays the list of countries and country groups included in our sample and Appendix B

reports the product technological breakdown with the respective ISIC code.

3. MAIN RESULTS

3.1. Portugal versus the benchmark countries

This subsection presents a comparative analysis of the constant market share decomposition for Por-

tugal and four benchmark countries - Spain, Greece, Ireland and Italy. Throughout the nineties, the first

three benchmark countries, together with Portugal, were commonly designated the “cohesion coun-

tries", as per capita income stood clearly below the European Union (EU) average.
8

As for the Italian

economy, its sectoral export structure holds some similarities with the Portuguese one and, in the last

decades, serious competitiveness problems with negative consequences on economic growth and

export performance have been reported.

The methodology presented in the previous section was applied to data for the five countries and Chart

1 displays the annual results in cumulative terms. Starting with the total effect, sharp differences exist

between these countries. Portuguese exports show a cumulative increase of total market shares over

the 1968-2006 period of 14.5 per cent. This increase is higher than the one observed in Italy, where to-

tal export shares declined by 16.4 per cent in cumulative terms over the same period, but worse than in

Greece (cumulative market share growth of 55.7 per cent). In contrast, the export shares of Ireland

and Spain in world markets increased sharply over this period, by around 150 per cent in cumulative

terms. In the recent years, there is a decrease in the market share of these countries (Greece being
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(5) Using the example included in ECB (2005), if the share of trade denominated in US dollars is smaller in the Portuguese than in world exports, an

appreciation of the US dollar will result, ceteris paribus, in a decline in the Portuguese market share.

(6) Given the detailed breakdown used, several observations have a zero value, making it impossible to compute the growth rate for the following year. In order

not to exclude these observations, the zero values were replaced by a very small number as 0.0000001, not affecting the overall rate of change of exports.

(7) As stated previously, the results can change significantly with the product classifications used. Nevertheless, we replicated all computations using this

second breakdown level of the OECD classification of R&D intensities and, in the countries considered, the main results remain broadly unchanged.

However, this outcome should not be seen as a general result for all countries.

(8) The Cohesion Fund, which started in 1994, is a structural instrument that helps European Union (EU) Member States to reduce economic and social

disparities and to stabilize their economies. Eligible Member States of the Union are those whose gross national product (GNP) per capita is below 90 % of

the EU-average. Four Member States, Spain, Greece, Portugal and Ireland, were eligible under the Cohesion Fund until the end of 2003. The European

Commission’s mid-term review of 2003 deemed Ireland (GNP equal to 101 % of EU average) as ineligible under the Cohesion Fund as of 1 January 2004.



the exception), partly related with the progressive entrance of new players in world trade. These addi-

tional competitive pressures are posed by emerging market economies located in Central and Eastern

Europe and, mainly, in East Asia, in particular China. Nevertheless, it should be noted that in the cases

of Ireland and Spain the strong losses of share observed since 2003 and 2004, respectively, follow

substantial cumulative gains recorded earlier. This is not the case in Portugal or Italy, which have been

lagging behind. Greece has been able to broadly maintain its overall market share in recent years,

though declining relatively to the mid-eighties.

In the five countries selected, the breakdown of the total effect over the whole period indicates that the

market share effect is the major driving force behind the overall evolution of market shares, thus mim-

icking the results described above. One interesting point is the markedly different behaviour of the Por-

tuguese market share effect in the period 1974-77, when compared with the benchmark economies.

The cumulative 33.6 per cent effective loss of market share in this period coincides with three shocks

that hit the Portuguese economy and substantially reduced its external competitiveness. Firstly, the oil

shock of 1973 directly affected price/cost indicators in the following years, though it was not idiosyn-
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Chart 1

MAIN RESULTS OF THE CONSTANT MARKET SHARE ANALYSIS OF MANUFACTURING EXPORTS

(excluding energy, cumulative results in nominal terms)
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cratic. Secondly, the 1974 revolution disrupted part of the economic activity and subsequent real wage

increases severely deteriorated relative unit labour costs. Thirdly, the decolonization process reduced

trade flows with a set of African preferential markets. Competitiveness rebounded after 1977 following

packages of expenditure-switching and expenditure-reducing policies, partly associated with a stabili-

zation agreement with the IMF. Portuguese effective market shares recovered until mid-nineties, but

lost momentum after that. The recent decline of Portuguese export shares should partly reflect the de-

terioration of relative cost competitiveness indicators, in a context of increased competition in world

markets associated with the entrance of new players.
9

There are also differences between the countries considered in terms of the combined influence of

product and geographical structure of exports, even if this is not the dominant effect underlying the

evolution of total market shares. In the cases of Portugal and Spain, the impact of the export structure

is negative, both in terms of geographical distribution and product composition. In contrast, the com-

bined structure effect is slightly positive in the cases of Greece and Italy. In Greece, it benefits from a

small positive impact of the geographical distribution of exports and in Italy there is a very small posi-

tive contribution of the product specialization. In the case of Ireland, the combined impact of the prod-

uct and geographical composition of exports over this period is null. On the one hand, there is a very

positive influence of the product composition of Irish exports, which reinforces the effective gains of

market share obtained. On the other hand, the geographical orientation of Irish exports has been

mainly towards markets with a lower than average growth rate, leading to a negative geographical

structure effect over this period.

The comparison of Portugal with the benchmark countries in terms of the product and geographical

structure effects offers some insights. The contrast between the path of the cumulative effect of the

product structure in Portugal and Ireland is striking. Both countries recorded a strong negative evolu-

tion in the mid-seventies, meaning that their sectoral export structure did not correspond to the prod-

ucts where world export growth was more dynamic. Nevertheless, in the subsequent decades

developments were very different. Ireland successfully changed the sectoral export structure towards

more dynamic products, contributing to the increase of its total market share, while Portugal did not.

This is consistent with the information available on the dynamics of the Irish specialization pattern dur-

ing the last decades (see Amador et al. (2007)). As for Spain and, mostly, Greece, the product struc-

ture effect was also unfavourable, while Italy seems to have recorded a positive, though small, effect.

In what concerns the evolution of the geographical structure effect, the interesting result is the similar-

ity observed between these countries over the eighties and nineties. Such evolution reflects the in-

creased importance of European markets for these countries, translated by a higher share of

intra-European trade and a share of trade with the US below that of the world average. In fact, as long

as the progress of the European integration makes the geographical export structure of Member

States more uniform, it drives similar paths for the geographical structure effect. However, some dis-

tinct developments are visible in the most recent period. The geographical structure effect is more fa-

vourable in the case of Greece and, to a lesser extent, Italy than in the other three countries selected.

In the Greek case, this evolution reflects a positive contribution from the non-specialization in the US

market, which grew below world average in this period, and from the higher specialization of Greek ex-

ports on the recently opened and dynamic Bulgarian and Romanian markets. The positive contribution

of the US for the geographical structure effect in the last period is evident in all of these countries with

the exception of Ireland, where the share of exports to the US surpassed the world average since

2002. However, the main contribution to the negative geographical structure effect observed in Ireland
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(9) See Esteves and Reis (2005) for a discussion on the deterioration of Portuguese effective exchange rates considering a large number of competitor

countries and accounting for differences in product specialisation.



in the 2002-06 period resulted from the strong specialization of Irish exports in the UK market. Finally,

the non-specialization of these five countries in the dynamic Chinese market contributed negatively to

the evolution of their export shares since the nineties.
10

3.2. Overall results for Portugal

In this subsection we turn to a more detailed analysis of the results obtained for Portugal. Table 1 and

Chart 2 decompose the total change in Portuguese export market shares using the constant market

share methodology described in Section 2. In order to facilitate the analysis, the data was organized in

five-year periods by averaging the respective annual results (the results for each year are presented in

Appendix C).

The total share of Portugal in world exports had an average annual increase of 0.4 per cent over the

1968-2006 period. Nevertheless, the results differ substantially over time. The first two periods consid-

ered, from the late sixties to the mid-seventies, are characterized by a substantial overall reduction of

market share. In the next three periods, from the late seventies to the beginning of the nineties, the

growth of Portuguese exports was higher than the growth of total world exports, leading to a positive to-

tal effect. This situation was reversed in the last three periods considered, which show an increasingly

negative evolution of total Portuguese export shares.

The market share effect, with an average effective gain of 0.9 per cent per year in the 1968-2006 pe-

riod, was the dominant factor behind the total change in market shares in most periods. The main ex-

ception is the 1992-96 period, where there is a positive market share effect, but a total loss of share,

reflecting a very negative geographical structure effect. Additionally, the market share effect was only

marginally negative in the first period, with the relative product composition of Portuguese exports in-

fluencing negatively the developments in total market share.
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Table 1

MAIN RESULTS OF THE CONSTANT MARKET SHARE ANALYSIS OF PORTUGUESE MANUFACTURING

EXPORTS

(excluding energy, average results in nominal terms)

Growth of

Portuguese

exports

Growth of

world

exports

Total

Effect

Market Share

Effect

Combined

Structure

Effect

of which:

Product

Structure

Effect

Geographical

Structure

Effect

Mixed

Structure

Effect

1968-71 10.7 14.0 -3.3 -0.4 -2.9 -1.8 -0.2 -0.9

1972-76 14.2 21.3 -7.0 -5.6 -1.5 -0.6 -2.4 1.5

1977-81 18.7 14.1 4.6 5.7 -1.1 -0.5 -1.6 0.9

1982-86 12.9 5.4 7.6 5.5 2.1 0.9 0.9 0.3

1987-91 18.2 12.3 5.9 3.8 2.1 0.3 1.4 0.4

1992-96 8.9 9.2 -0.4 2.5 -2.9 -0.7 -2.7 0.5

1997-01 0.9 3.0 -2.1 -1.4 -0.7 -0.3 -0.3 -0.1

2002-06 9.9 12.9 -3.0 -2.9 0.0 -1.0 0.2 0.7

1997-06 5.4 8.0 -2.5 -2.1 -0.4 -0.6 0.0 0.3

1968-06 11.8 11.5 0.4 0.9 -0.6 -0.4 -0.6 0.4

Sources: CHELEM database and own calculations.

Note: The results of each period are computed as the average of the individual results obtained for each year.

(10) ECB (2005) also found a significant negative contribution to the geographical structure effect coming from the under-specialisation of euro area exports in

the Chinese market.



The contribution of the combined structure was negative on average over the 1968-2006 period, re-

flecting both the product and the geographical specialization of Portuguese exports. In fact, the impact

of the product and geographical composition of Portuguese exports was negative in most subperiods.

The exceptions are 1982-86 and 1987-91 where a significant positive effect of the combined structure

is evident, both by products and, mainly, by geographical markets. In the last two periods examined,

the influence of the combined structure of Portuguese exports is less relevant than in previous periods,

though a significant negative impact of the product composition is detected in 2002-2006.

The next two subsections break down the market share and the combined structure effects for Portu-

gal. As for the latter effect, the contributions of sectoral and geographic structures of exports are de-

tailed separately, i.e., identifying the individual products/destinations that contributed more to the

results. However, the division between the product and geographical effects is not exact, since the

structures are not independent and there is a residual term of interaction. This mixed structure effect,

which is not analysed individually here, includes impacts of both the product structure and the geo-

graphical structure of exports. As for the market share effect, recall that it can be detailed either for a

specific product i (by summing the individual ij effects over the j countries) or for a specific country j (by

summing the individual ij effects over the i sectors), i.e., for this effect the contributions of geographical

markets and products can not be added.

3.3. Market share effect in Portugal

3.3.1. Product breakdown

In the first two periods considered in the analysis, the results point to a considerable loss of effective

export market share, especially concentrated in the years 1975-76. This fact mostly results from the

disruption of production in several sectors, the increase in unit labour costs and the loss of preferential

African markets, following the 1974 revolution and the decolonization. Table 2 shows the contribution
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Chart 2

MAIN RESULTS OF THE CONSTANT MARKET SHARE ANALYSIS OF PORTUGUESE MANUFACTURING

EXPORTS

(excluding energy, average results in nominal terms)
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of each product to the market share effect, using a breakdown by technological intensity. The referred

effective decreases in market share are mostly observable in low-technology products. This fact re-

flects mainly the negative contributions from the “jewellery and related articles” item, included in the

“other manufacturing and recycling” sector, and from the sector of “food products, beverages and to-

bacco”. Considering the detailed ISIC 4-digit product breakdown level, the losses of market share in

this latter sector were mostly concentrated in the items of “preserved fish and fish products”,

“vegetable and animal oils and fats”, “manufactured grain mill products” and “wines”.

In the following four periods, comprising the years from 1977 to 1996, there were effective gains of ex-

port share in specific markets, pointing to an improvement of Portuguese external competitiveness. It

should be recalled that the Portuguese economy in this period was marked by the current account cri-

sis and the stabilization agreements with the IMF in 1978 and 1983. In fact, most of the stabilization in

macroeconomic conditions and the significant improvement in competitiveness observed in the late

seventies was based on a mix of higher interest rates, domestic credit ceilings, cuts in government

spending, real wage declines and currency depreciations under a crawling-peg regime.
11

In 1981, the

international crisis that followed the 1979 oil shock, together with the revaluation of the escudo and the

decrease in its monthly depreciation rate in 1980, reduced export market shares in many important

sectors, thus contributing to ignite the second current account crisis.
12

Nevertheless, the reintroduc-
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Table 2

PRODUCT BREAKDOWN OF THE MARKET SHARE EFFECT OF PORTUGUESE MANUFACTURING EXPORTS

(excluding energy, average results in nominal terms, contributions in percentage points)

1968-71 1972-76 1977-81 1982-86 1987-91 1992-96 1997-01 2002-06

High-technology products 0,6 -0.5 0.3 -0.3 0.0 0.5 0.5 0.1

Aircraft and spacecraft 0,0 0.0 0.1 0.0 0.0 0.0 0.1 -0.1

Pharmaceuticals 0,0 -0.1 0.1 0.0 0.0 0.0 0.0 -0.1

Office, accounting and computing machinery 0,1 0.0 0.0 -0.2 -0.1 -0.1 0.2 0.1

Radio, TV and communications equipment 0,4 -0.4 0.0 0.0 0.0 0.5 0.2 0.2

Medical, precision and optical instruments 0,1 0.0 0.1 0.0 0.0 0.1 -0.1 0.0

Medium-high-technology products 0,4 -0.8 1.2 0.9 1.9 2.2 -0.4 -0.7

Other electrical machinery and apparatus 0,2 0.0 -0.1 0.2 0.5 0.5 -0.4 -0.5

Motor vehicles, trailers and semi-trailers 0,1 -0.1 0.4 0.6 0.8 1.6 0.0 -0.6

Chemicals excl. pharmaceuticals 0,0 -0.9 0.2 0.6 0.1 -0.1 -0.1 0.3

Railroad equipment and other transport equip. 0,0 0.0 0.0 0.0 0.0 0.1 0.0 0.0

Other machinery and equipment 0,0 0.2 0.6 -0.5 0.4 0.1 0.2 0.1

Medium-low-technology products -0,5 -0.3 0.6 0.9 0.1 0.3 0.1 0.5

Rubber and plastics products -0,1 -0.2 0.0 0.1 0.2 0.1 0.1 0.2

Other non-metallic mineral products -0,1 -0.2 0.4 0.2 0.4 0.1 -0.1 0.1

Building and repairing of ships and boats -0,1 0.1 -0.2 0.2 -0.3 0.0 -0.1 0.0

Basic metals -0,3 0.2 0.1 0.4 -0.1 0.0 0.2 0.2

Fabricated metal products, excl. machinery 0,0 -0.2 0.4 0.0 0.1 0.1 0.0 0.1

Low-technology products -0,8 -4.0 3.6 4.0 1.9 -0.5 -1.6 -2.9

Other manufacturing and recycling -0,8 -1.2 0.6 -0.2 -0.1 0.0 0.0 -0.1

Wood, pulp, paper and printed products 0,8 0.0 0.6 0.5 0.0 -0.1 -0.1 -0.5

Food products, beverages and tobacco -1,6 -2.1 -0.5 0.0 0.1 0.1 -0.1 0.2

Textiles, textile products, leather and footwear 0,7 -0.8 3.0 3.6 1.9 -0.4 -1.3 -2.4

Total -0,4 -5.6 5.7 5.5 3.8 2.5 -1.4 -2.9

Sources: CHELEM database and own calculations.

Note: The results of each period are computed as the average of the individual results obtained for each year.

(11) It should be recalled that our analysis is nominal and conducted in dollar terms. Therefore, depreciations of the domestic currency have an immediate

negative effect in the nominal export market shares but a net positive effect tends to follow as quantities exported increase due to improved price

competitiveness.

(12) Abreu and Manteu (1993) also found a substantial effective loss of market share of Portuguese exports in 1981, in both volume and value terms.



tion and intensification of stabilization policies contributed to the recovery of effective market shares in

the following years (see Appendix C for the annual results).

The main contribution to the effective increase of market share in the three periods from 1977 to 1991

came from the low-technology sector of “textiles, textile products, leather and footwear”. At the product

level, the most relevant gains of market share occurred in “wearing apparel, except fur”, “footwear” and

“knitted fabrics and articles”. This positive performance benefited from the 1986 accession to the Euro-

pean Economic Community, as larger markets opened to sectors where Portugal held a comparative

advantage. This path was reversed in the period 1992-96, with Portuguese exports losing share in the

sector of “textiles, textile products, leather and footwear”. Such evolution mainly reflected the reduc-

tions of share in “wearing apparel, except fur”, while significant gains were still observable in “foot-

wear”. In the 1992-96 period, the most significant contribution to the effective gain of market share

resulted from the medium-high-technology sector, more specifically from “motor vehicles, trailers and

semi-trailers”. These increases of market share were especially strong between 1995 and 1997 and

coincide with the location in Portugal of large foreign direct investment projects in the automobile sec-

tor, but they also existed in the previous three periods. In the 1992-96 period, there were also some

important gains of market share in the high-technology item of “TV and radio receivers and recorders”.

As illustrated in Table 2, the declines of market share of the low-technology sector of “textiles, textile

products, leather and footwear” made a significant contribution to the negative market share effect ob-

served in the periods between 1997 and 2006. The liberalization of the EU textiles market with the

phase-out of the Agreement on Textiles and Clothing certainly contributed to this evolution.
13

In fact,

the growing participation in the international market of new countries with low production costs and

heavily specialized in this sector increases the competition faced by Portuguese exporters.
14

At the

more detailed breakdown level, the major losses of share occurred in “wearing apparel, except fur”, but

the items of “footwear”, “made-up textile articles, excluding apparel” and “knitted fabrics and articles”

contributed also negatively. In the 2002-06 period, there was also a reduction of market share of Portu-

guese exports of the low-technology sector of “wood, pulp, paper and printed products”, reflecting

mainly the losses in the items of “pulp, paper and paperboard” and “other products of wood, cork,

straw”. In addition, Portuguese exports of “motor vehicles, trailers and semi-trailers” also lost share in

world markets in the 2002-06 period.

3.3.2. Geographical breakdown

Following what was done in the previous subsection, we now turn to the analysis of the geographical

destinations contributing more to the market share effect. To facilitate the analysis, we aggregated the

previous five-year periods in blocks of effective gains (1977-96) and losses (1968-76 and 1997-06) of

market share. Table 3 displays the main five positive and negative geographical contributions to the ef-

fective changes in share of Portuguese exports in each of the three blocks selected.

The losses of share of Portuguese exports in the United Kingdom and in the group of African Less De-

veloped Countries (LDCs), which includes the five Portuguese-speaking African countries, were the

main geographical contributions to the market share effect in the 1968-79 period. Significant reduc-

tions of share of Portuguese exports were also observed in the United States and Canada.
15
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(13) In 1993, the Uruguay Round agreement defined a 10-year phase-out of trade barriers existing in the Multifibre Arrangement and in the Agreement on

Textiles and Clothing (ATC). As for the ATC, the liberalization would occur in 1995 (16 per cent), 1998 (17 per cent), 2002 (18 per cent) and 2005 (49 per

cent). For more details, see Francois et al. (2007).

(14) See Cardoso and Esteves (2008) for an analysis of the impact of low-cost producers on international prices.

(15) The result of Bangladesh in this period reflects mainly a statistical problem in 1972: Portuguese exports to Bangladesh are almost nil and world exports to

Bangladesh have an abnormally high rate of change in 1972. The combination of these two facts resulted in a very high negative contribution of Bangladesh.



In the period of 1977-1996, the increases of export share in the German and French markets were the

major explanation for the observed positive market share effect. Other EU destination markets gave

positive contributions to the market share evolution in this period, especially Spain and the Nether-

lands. In addition, there were export share gains in the group of African LDCs.

In the period from 1997 to 2006, the major losses of share of Portuguese exports were concentrated in

the EU market. The reductions of share in the markets of Germany, France, United Kingdom, Nether-

lands and Belgium/Luxembourg gave a significant contribution to the market share effect. This evolu-

tion reflects the increased competition that Portuguese firms face in the EU market, as new players

enter the rapidly expanding world market. The major exception is the Spanish market, where Portu-

guese exports continued to gain shares, though at a slower pace than in previous periods. Portuguese

exports also continued to increase slightly its share in the group of African LDCs. Singapore, Poland

and Malaysia appear as new geographical destinations where some small market share gains were

obtained in this period.

3.4. Combined structure effect in Portugal

3.4.1. The product structure effect

This subsection identifies the individual products that contributed the most to the evolution of the prod-

uct structure effect, using the previously referred breakdown by technological intensity (Table 4). In the

average of the 1968-2006 period, the relative product specialization of Portuguese exports did not
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Table 3

GEOGRAPHICAL BREAKDOWN OF THE MARKET SHARE EFFECT OF PORTUGUESE MANUFACTURING

EXPORTS

(excluding energy, average results in nominal terms, contributions in percentage points)

Five main positive contributions 1968-76 1977-96 1997-06

Former USSR 0.28 Germany 1,20 Spain 0,17

Sweden 0.21 France 1,00 Singapore 0,08

Norway 0.18 Spain 0,58 Poland 0,03

Germany 0.16 Netherlands 0,35 African LDCs 0,03

Italy 0.10 African LDCs 0,26 Malaysia 0,02

Five main negative contributions 1968-76 1977-96 1997-06

Canada -0,13 Thailand -0,01 Netherlands -0,13

United States -0,30 Japan -0,02 BLEU -0,18

Bangladesh -0,86 Brazil -0,04 United Kingdom -0,22

United Kingdom -0,92 Former USSR -0,05 France -0,29

African LDCs -1,72 Gulf nes -0,13 Germany -0,90

Total Market Share Effect 1968-76 1977-96 1997-06

-3.3 4.4 -2.1

Sources: CHELEM database and own calculations.

Note: The results of each period are computed as the average of the individual results obtained for each year. BLEU includes Belgium and Luxembourg. For more detail on the countries

included in each geographical area, see Appendix A.



benefit the overall market share evolution.
16

The contribution of the product structure was negative in

most periods, albeit not very significant. The most relevant negative effect came from the high relative

specialization of Portuguese exports in low-technology products in periods where world exports of

these products grew below average. The negative effects observed in the first and last periods of the

sample are examples of this situation, with the sector of “textiles, textile products, leather and foot-

wear” giving an important contribution. In addition, Portuguese exports have a bad positioning in most

fast-growing products, as is the case of high-technology products that grew above average in almost

all periods. In the most recent period, the non-specialization of Portuguese exports in these products

had a small positive influence in overall market shares as world exports of these products grew below

average. The periods of positive product structure effect, 1982-86 and 1987-91, were mostly related to

the fact that some products where Portugal is relatively more specialized had a higher than average

growth rate, namely the low-technology sector of “textiles, textile products, leather and footwear”. An-

other significant positive impact in most periods came from the medium-low technology sector of “ba-

sic metals”: Portuguese exports are not specialized in these goods, so the fact that world exports of

these products increased below average had a positive impact on the product effect. However, in the

most recent period, “basic metals” were the highest-growth sector in world export markets, so the

contribution became negative. The same happened, but to a lesser extent, with the

medium-high-technology group of “other machinery and equipment”.
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Table 4

BREAKDOWN OF THE PRODUCT STRUCTURE EFFECT OF PORTUGUESE MANUFACTURING EXPORTS

(excluding energy, average results in nominal terms, contributions in percentage points)

1968-71 1972-76 1977-81 1982-86 1987-91 1992-96 1997-01 2002-06

High-technology products -0.2 0.2 -0.1 -0.2 -0.4 -0.4 -0.8 0.2

Aircraft and spacecraft 0.0 0.1 -0.1 0.1 -0.2 0.2 -0.1 0.2

Pharmaceuticals 0.0 0.0 0.0 0.0 0.0 -0.1 -0.1 -0.1

Office, accounting and computing machinery -0.1 0.0 -0.1 -0.2 -0.1 -0.2 -0.2 0.2

Radio, TV and communications equipment -0.1 0.1 0.2 0.0 -0.1 -0.4 -0.3 0.0

Medical, precision and optical instruments 0.0 0.0 -0.1 -0.1 0.0 0.0 -0.1 0.0

Medium-high-technology products -0.7 -0.2 0.1 0.0 0.3 0.2 0.2 -0.1

Other electrical machinery and apparatus 0.0 0.0 0.0 0.0 0.0 0.1 0.0 0.0

Motor vehicles, trailers and semi-trailers -0.6 0.0 0.1 -0.3 0.2 0.1 0.1 0.0

Chemicals excl. pharmaceuticals -0.1 -0.1 0.0 0.0 0.1 0.0 0.0 -0.1

Railroad equipment and other transport equip. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other machinery and equipment 0.0 -0.1 0.0 0.4 0.1 0.0 0.2 -0.1

Medium-low-technology products 0.4 -0.1 0.0 0.5 0.1 0.0 0.1 -0.4

Rubber and plastics products 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other non-metallic mineral products 0.0 0.0 0.0 0.1 0.0 -0.1 0.0 -0.1

Building and repairing of ships and boats 0.0 -0.1 0.1 0.0 0.0 0.0 0.0 0.0

Basic metals 0.3 0.0 -0.1 0.4 0.1 0.1 0.1 -0.3

Fabricated metal products, excl. machinery 0.0 0.0 0.0 0.1 0.0 0.0 0.0 0.0

Low-technology products -1.3 -0.6 -0.5 0.6 0.4 -0.6 0.1 -0.7

Other manufacturing and recycling -0.1 0.0 -0.1 0.0 0.0 0.0 0.0 0.0

Wood, pulp, paper and printed products -0.6 -0.1 -0.2 -0.2 0.0 -0.1 0.0 -0.2

Food products, beverages and tobacco 0.1 -0.2 0.0 0.2 0.0 0.0 0.1 0.0

Textiles, textile products, leather and footwear -0.6 -0.2 -0.3 0.6 0.4 -0.5 0.0 -0.5

Total -1.8 -0.6 -0.5 0.9 0.3 -0.7 -0.3 -1.0

Sources: CHELEM database and own calculations.

Note: The results of each period are computed as the average of the individual results obtained for each year.

(16) See Amador et al. (2007) for a detailed analysis of the product specialization of Portuguese exports over the last forty years.
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Table 5

BREAKDOWN OF THE GEOGRAPHICAL STRUCTURE EFFECT OF PORTUGUESE MANUFACTURING EXPORTS

(excluding energy, average results in nominal terms, contributions in percentage points)

Five main positive contributions 1968-71 1972-76 1977-81 1982-86

African LDCs 0.2 United States 0.2 United Kingdom 0.4 Saudi Arabia 0.3

India 0.1 Germany 0.1 Poland 0.1 Mexico 0.2

Netherlands 0.1 Canada 0.1 Gulf nes 0.1 Spain 0.2

Canada 0.1 India 0.1 Canada 0.1 Germany 0.2

Australia 0.1 South african Union 0.0 Italy 0.1 Nigeria 0.2

Five main negative contributions 1968-71 1972-76 1977-81 1982-86

Former Yugoslavia -0.1 Former USSR -0.2 Saudi Arabia -0.1 Japan 0.0

BLEU -0.1 Saudi Arabia -0.3 Mexico -0.2 South Korea -0.1

United States -0.1 United Kingdom -0.5 United States -0.2 China -0.1

Germany -0.2 Gulf nes -0.5 Sweden -0.3 African LDCs -0.3

United Kingdom -0.6 African LDCs -0.5 African LDCs -0.4 United States -0.7

Geographical Structure Effect 1968-71 1972-76 1977-81 1982-86

-0.2 -2.4 -1.6 0.9

Five main positive contributions 1987-91 1992-96 1997-01 2002-06

Spain 0.9 Italy 0.1 Spain 0.2 Spain 0.5

United States 0.7 Canada 0.1 Japan 0.1 United States 0.5

Germany 0.3 Gulf nes 0.1 Singapore 0.1 Japan 0.2

France 0.2 Saudi Arabia 0.0 South Korea 0.1 African LDCs 0.2

Canada 0.1 BLEU 0.0 Thailand 0.1 Canada 0.1

Five main negative contributions 1987-91 1992-96 1997-01 2002-06

Mexico -0.1 Spain -0.2 France -0.1 France -0.1

Singapore -0.1 China -0.2 China -0.1 Gulf nes -0.1

Taiwan -0.1 African LDCs -0.2 Mexico -0.2 United Kingdom -0.2

South Korea -0.1 France -0.3 Germany -0.2 Former USSR -0.2

Japan -0.3 Germany -0.5 United States -0.5 China -0.4

Geographical Structure Effect 1987-91 1992-96 1997-01 2002-06

1.4 -2.7 -0.3 0.2

Sources: CHELEM database and own calculations.

Note: The results of each period are computed as the average of the individual results obtained for each year. BLEU includes Belgium and Luxembourg. For more detail on the countries included in each geographical area, see Appendix A.



3.4.2. The geographical structure effect

This subsection analyses the contribution of each destination to the geographical structure effect. Ta-

ble 5 presents the five main positive and negative contributions in each period. Considering the aver-

age of the last forty years, the geographical specialization of Portuguese exports had an unfavourable

impact on the overall evolution of market shares. The negative contributions were mainly concentrated

in three periods: 1972-76, 1977-81 and 1992-96. From 1972 to 1981, the main contribution was given

by the group of African LDCs, reflecting the high relative specialization of Portuguese exports in these

markets and the below average growth rate of world exports to these countries. The significant nega-

tive impact of the geographical structure in the 1992-96 period was mainly due to the fact that world ex-

ports to EU countries grew below average, in a context where Portuguese exports are relatively more

specialized in those markets.
17

In contrast, the highest positive contribution of the geographical struc-

ture effect of Portuguese exports occurred in the 1987-91 period. This effect was mostly related with

the evolution of some EU markets that grew above average and that represented a high share of Por-

tuguese exports, in particular Spain, Germany and France. In addition, the non-specialization of Portu-

guese exports in the North-American market also contributed positively, given that the growth of world

exports to the United States and Canada was below average in the 1987-91 period. In broad terms, the

most significant geographical effect since the eighties, with the exception of the 1992-96 period, was

related to the Spanish market. In fact, this market recorded a growth rate above average and repre-

sents a high and sustained share of Portuguese exports, naturally increasing the sensitivity of the Por-

tuguese economy to the Spanish business cycle. In contrast, the non-specialization of Portuguese

exports in the Chinese market gave an important negative contribution in recent years, given the high

growth of world exports to China in this period.

4. CONCLUSIONS

This article analyses the evolution of the share of Portuguese nominal exports in the world market over

the 1968-2006 period, using a detailed product and geographical breakdown. We isolate the effective

changes of export share in each individual market from the effects related with the product and geo-

graphical specialization of exports, using a constant market share formulation as proposed by

Nyssens and Poullet (1990). However, as it is a descriptive method, the constant market share analy-

sis does not provide information on the factors explaining the changes of market shares.

Over the average of the last forty years, the rate of change of Portuguese exports was slightly higher

than that of total world exports, leading to an average annual increase of total market share of 0.4 per

cent. This evolution contrasts with the ones observed in Ireland and Spain, whose shares in world ex-

ports had an average annual growth of 3.8 per cent from 1968 to 2006. It is possible to identify periods

with distinct evolutions of Portuguese export market shares, corresponding to diverse shocks to the

economy, different macroeconomic regimes and progressive economic integration with the European

Union. A decline of total Portuguese market share is visible in the first two five-year periods from 1968

to 1976. Conversely, the following three periods until 1991 are characterized by an overall increase of

market share. Finally, in the last three periods from 1992 to 2006 there is a gradual reduction of total

Portuguese share in world exports.
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(17) This negative geographical structure effect was very significant in 1993, not only for Portugal but also for the other four benchmark countries selected. In

1993 two facts are worth mentioning. Firstly, the cyclical position in most EU countries corresponded to a recession. Secondly, it was the starting year of the

European Single Market, which initially brought some reporting problems in international trade data, as EU customs controls were reduced.



The results of this constant market share analysis indicate that the dominant contributions to the evolu-

tion of total Portuguese market shares in most periods were the effective changes of export share in

each individual market, i.e., the market share effect. A similar result is observed for the benchmark

countries considered.

In the 1968-76 period, there was a significant effective loss of market share of Portuguese exports,

mainly centered on low-technology products like food, beverages and tobacco. In geographical terms,

the main contributions to the effective reductions of share in this period were the United Kingdom and

the group of Portuguese speaking African countries. The 1977-96 period is characterized by effective

gains of market share of Portuguese exports. In sectoral terms, there were substantial increases of

market share in the low-technology sector of textiles, clothing and footwear in the three periods from

1977 to 1991. In 1992-1996, the most important contribution to the positive market share effect re-

sulted from the medium-high-technology sector of motor vehicles. In terms of the geographical desti-

nations, the major positive contributions in the 1977-96 period came from the European Union market,

in particular Germany and France, but also Spain and the Netherlands. There were also increases of

share of Portuguese exports in the group of Portuguese speaking African countries. Finally, in the pe-

riod from 1997 to 2006, Portuguese exports experienced considerable reductions of share in textiles,

clothing and footwear. In the 2002-06 period, Portuguese exports of motor vehicles and of wood and

paper also lost share in world markets. In terms of destinations, the main declines of share in 1997-06

period occurred in the European Union market. The main exception was the Spanish market, where

Portuguese exports continued to gain share, although less than in previous periods.

Over the 1968-2006 period, the relative product composition of Portuguese exports had a negative im-

pact in the evolution of total shares in world exports. In general terms, the negative product structure

effect resulted mainly from the high relative share in Portuguese exports of products whose markets

grew below average, in particular some low-technology products like textiles, clothing and footwear. In

addition, the non-specialization of Portuguese exports in most fast-growing sectors, like some

high-technology products, also gives a negative contribution in most periods. The geographical distri-

bution of Portuguese exports made also a negative average contribution to the evolution of total mar-

ket shares over the last forty years. The negative geographical effects were mainly concentrated in

three distinct periods: 1972-76, 1977-81 and 1992-96. This evolution resulted mainly from a higher

share in Portuguese exports of countries whose markets grew below average, namely the Portu-

guese-speaking African countries in the first two periods and some European Union markets in

1992-96. Conversely, the relatively strong specialization of Portuguese exports in the European Union

markets accounts for a significant contribution to the positive geographical effect observed in the

1987-1991 period. In the most recent periods, the overall evolution of export shares benefited from the

relatively high importance of Spain as a destination market, given its above average growth rate. In

contrast, the main negative contribution to the geographical effect in the 2002-06 period arises from

the under-specialization of Portuguese exports in the Chinese market, one of the most dynamic in the

world in recent years.
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Appendix A – Geographical breakdown

The 79 countries or country groups included in the sample are the following:

United States; Canada; France; BLEU; Germany; Italy; Netherlands; United Kingdom; Ireland;

Denmark; Finland; Norway; Sweden; Iceland; Austria; Switzerland; Spain; Greece; Portugal; Tur-

key; Israel; Former Yugoslavia; Others in South Europe; Japan; Australia; New Zealand; South Af-

rican Union; Venezuela; Ecuador; Mexico; Brazil; Argentina; Chile; Colombia; Peru; Bolivia;

Paraguay; Uruguay; Others in America; Algeria; Morocco; Tunisia; Egypt; Libya; Saudi Arabia;

Gulf; Middle East (no OPEC); Nigeria; Gabon; Cameroon; Cote d’Ivoire; Kenya; Others in Africa;

African LDCs; Indonesia; India; South Korea; Hong Kong; Singapore; Taiwan; Malaysia; Philip-

pines; Thailand; Pakistan; Brunei; Bangladesh; Sri Lanka; Others in East Asia; East Asian LDCs;

Former USSR; Bulgaria; Former Czechoslovakia; Hungary; Poland; Romania; Albania; China,

People’s Rep.; Vietnam; Cambodia, Laos.

The composition of the different areas/country groups is the following:

a. BLEU includes Belgium, Luxembourg.

b. Germany includes the former German Democratic Republic until 1990.

c. Former Yugoslavia includes Serbia and Montenegro, Bosnia and Herzegovina, Croatia, Mace-

donia, Republic of Slovenia.

d. Others in South Europe includes Andorra, Cyprus, Gibraltar, Malta.

e. South African Union includes Botswana, Lesotho, Namibia, South Africa, Swaziland.

f. Others in America includes Anguilla, Antigua and Barbuda, Aruba, Bahamas, Barbados,

Belize, Bermuda, Costa Rica, Cuba, Dominica, Dominican Republic, El Salvador, Grenada,

Guatemala, Guyana, Haiti, Honduras, Jamaica, Montserrat, Netherland Antilles, Nicaragua,

Panama, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Suriname, Trin-

idad and Tobago, and all others in America not elsewhere specified (nes).

g. Gulf includes Bahrain, Iran, Iraq, Kuwait, Oman, Qatar, United Arab Emirates.

h. Middle East (no OPEC) includes Jordan, Lebanon, Syria, Yemen.

i. African LDCs includes Angola, Benin, Burkina Faso, Burundi, Cape Verde, Central African Re-

public, Chad, Comoros, Democratic Republic of Congo (formerly Zaire), Djibouti, Equatorial

Guinea, Eritrea, Ethiopia, Gambia, Guinea, Guinea-Bissau, Liberia, Madagascar, Malawi, Mali,

Mauritania, Mozambique, Niger, Rwanda, Sao Tome and Principe, Senegal, Sierra Leone, So-

malia, Sudan, Tanzania, Togo, Uganda, Zambia.

j. Others in Africa includes Congo, Ghana, Mauritius, Seychelles, Western Sahara, Zimbabwe,

and all others in Africa nes.

k. East Asian LDCs includes Afghanistan, Bhutan, Kiribati, Maldives, Myanmar, Nepal, Solomon

Islands, Vanuatu, Western Samoa.

l. Others in East Asia includes Fiji, French Polynesia, Guam, Macao, Mongolia, New Caledonia,

North Korea, Pacific Islands, Papua New Guinea, Tonga, US Samoa, and all others in Asia and

Oceania nes.
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m. Former USSR includes the Commonwealth of Independent States (Armenia, Azerbaijan,

Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russian Federation, Tajikistan,

Turkmenistan, Ukraine, Uzbekistan), Baltic States (Estonia, Latvia, Lithuania).

n. Former Czechoslovakia includes Czech Republic, Slovakia.

Source: CHELEM database.
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Appendix B – Product classification by technological intensity
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ISIC rev.3

High-technology products HT

Aircraft and spacecraft HT1 353

Pharmaceuticals HT2 2423

Office, accounting and computing machinery HT3 30

Radio, TV and communications equipment HT4 32

Medical, precision and optical instruments HT5 33

Medium-high-technology products MHT

Other electrical machinery and apparatus MHT1 31

Motor vehicles, trailers and semi-trailers MHT2 34

Chemicals excluding pharmaceuticals MHT3 24 excl. 2423

Railroad equipment and other transport equipment MHT4 352 + 359

Other machinery and equipment MHT5 29

Medium-low-technology products MLT

Rubber and plastics products MLT2 25

Other non-metallic mineral products MLT3 26

Building and repairing of ships and boats MLT4 351

Basic metals MLT5 27

Fabricated metal products, excluding machinery MLT6 28

Low-technology products LT

Other manufacturing and recycling LT1 36-37

Wood, pulp, paper and printed products LT2 20-22

Food products, beverages and tobacco LT3 15-16

Textiles, textile products, leather and footwear LT4 17-19

Total manufacturing 15-37

Source: CHELEM database.

Note: The product breakdown used here and available in the CEPII – CHELEM database follows the OECD classification of manufacturing industries according to technological intensity

using the ISIC rev. 3 breakdown, but excludes the MLT1 sector of “Coke, refined petroleum products and nuclear fuel”. This OECD classification was based on the analysis of R&D expen-

diture and output of 12 OECD countries in the period 1991-99. For more information, see OECD (2005).
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CONSTANT MARKET SHARE ANALYSIS OF PORTUGUESE EXPORTS

(nominal, manufacturing excluding energy)

Growth of

Portuguese

exports

Growth of

world

exports

Total

Effect

Market Share

Effect

Combined

Structure

Effect

of which:

Product

Structure

Effect

Geographical

Structure

Effect

Mixed

Structure

Effect

1968 7.8 13.8 -6.0 -0.9 -5.1 -3.5 -1.6 0.0

1969 13.2 14.9 -1.7 3.8 -5.6 -1.4 -2.2 -2.0

1970 9.6 15.9 -6.3 -5.6 -0.6 -3.6 1.8 1.1

1971 12.1 11.4 0.7 1.1 -0.4 1.2 1.2 -2.9

1972 24.8 19.7 5.1 -5.4 10.5 5.0 -0.8 6.4

1973 44.7 37.0 7.7 6.9 0.8 1.6 0.4 -1.1

1974 22.3 32.5 -10.2 -3.9 -6.4 -8.0 -4.7 6.4

1975 -14.4 5.8 -20.2 -12.4 -7.8 -3.6 -3.2 -1.0

1976 -6.4 11.2 -17.6 -13.1 -4.5 2.0 -3.5 -3.0

1977 11.4 14.7 -3.3 -4.2 0.9 -0.3 -1.1 2.3

1978 19.1 19.4 -0.3 3.7 -4.1 -0.8 -2.5 -0.8

1979 42.8 21.4 21.4 15.7 5.7 1.4 3.7 0.6

1980 31.1 16.8 14.3 15.4 -1.1 -2.0 -1.3 2.2

1981 -11.0 -1.9 -9.2 -2.2 -6.9 -0.6 -6.7 0.4

1982 4.1 -5.4 9.5 7.1 2.4 1.0 1.5 0.0

1983 9.1 -0.2 9.3 11.2 -1.9 0.5 -1.5 -1.0

1984 15.5 8.5 7.0 6.5 0.4 2.1 -4.4 2.8

1985 8.9 4.2 4.7 3.8 0.9 -1.1 1.6 0.5

1986 27.1 19.7 7.4 -1.4 8.8 2.0 7.6 -0.8

1987 29.9 19.2 10.7 4.1 6.6 2.6 4.8 -0.7

1988 18.5 17.4 1.0 3.0 -2.0 -3.2 -0.9 2.1

1989 14.0 8.0 5.9 7.5 -1.5 -0.3 0.3 -1.5

1990 28.1 12.9 15.1 7.8 7.3 1.5 5.1 0.7

1991 0.4 3.8 -3.4 -3.3 -0.1 1.1 -2.4 1.2

1992 13.6 8.5 5.1 5.7 -0.6 0.6 -1.9 0.7

1993 -17.1 -1.1 -16.0 -5.6 -10.4 -0.2 -10.9 0.7

1994 16.2 15.3 0.9 2.6 -1.7 -1.7 -0.5 0.6

1995 31.2 20.1 11.1 11.9 -0.8 -2.3 1.4 0.1

1996 0.4 3.3 -2.9 -2.0 -1.0 -0.1 -1.5 0.6

1997 1.5 5.3 -3.8 -1.4 -2.4 -0.5 -2.7 0.8

1998 4.0 0.6 3.5 -0.9 4.4 0.0 6.3 -1.9

1999 1.1 2.8 -1.8 -1.0 -0.8 -0.1 -1.2 0.5

2000 -1.2 9.1 -10.3 -1.2 -9.1 -2.4 -7.2 0.5

2001 -0.7 -2.6 1.9 -2.3 4.1 1.4 3.2 -0.5

2002 7.1 4.7 2.4 1.1 1.3 0.9 -0.2 0.6

2003 22.6 16.2 6.3 1.4 4.9 -0.1 3.6 1.4

2004 11.4 20.5 -9.1 -7.3 -1.8 -2.5 0.0 0.7

2005 -4.7 8.3 -13.0 -9.7 -3.2 -1.3 -2.0 0.1

2006 13.2 14.7 -1.5 -0.1 -1.4 -1.8 -0.2 0.5

Sources: CHELEM database and own calculations.
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January

3 January (Decree-Law No 1/2008,

Official Gazette No 2, Series I, Minis-

try of Finance and Public Administra-

tion)

Introduces changes to the Legal Framework of Credit Institutions

and Financial Companies, approved by Decree-Law No 298/92 of

31 December and amended by Decree-Laws No 246/95 of 14 Sep-

tember 1995, No 232/96 of 5 December 1996, No 222/99 of 22

June 1999, No 250/2000 of 13 October, No 285/2001 of 3 Novem-

ber, No 201/2002 of 26 September, No 319/2002 of 28 December,

No 252/2003 of 17 October, No 145/2006 of 31 July, No 104/2007

of 3 April and No 357-A/2007of 31 October. It amends a number of

articles, adds a few others and revokes Articles 89 and 90 of the

said Decree-Law, re-published in full in an annex (consolidated ver-

sion). This Decree-Law establishes the market conduct supervision

of credit institutions and financial companies, within the framework

of the tasks of Banco de Portugal, thus reinforcing its supervisory

powers. This Decree-Law shall enter into force on the day following

its publication.

4 January (Circular Letter of Banco

de Portugal No 3/2008/DET, Trea-

sury and Issue Department)

Informs, within the scope of the framework for implementation of

Decree-Law No 195/2007 of 15 May, with regard to the conclusion

of contracts on euro banknote recycling, that in December 2007

Banco de Portugal signed a contract with the cash-in-transit com-

pany LOOMIS, S.A.

9 January (Circular Letter of Banco

de Portugal No 1/08/DSBDR, Bank-

ing Supervision Department)

Conveys the understanding of Banco de Portugal as to the interpre-

tation of Article 3 of Decree-Law No 240/2006 of 22 December with

regard to the periodicity of revision of the benchmark used in vari-

able-rate credit operations.

15 January (Notice of Banco de Por-

tugal No 1/2008, Official Gazette No

15, Series II)

Under the terms and for the purposes of the provisions of Article

13(1) of Decree-Law No 221/2000 of 9 September, it determines

which payment systems will benefit from the irrevocability of trans-

fer orders and the enforceability of collateral set up on behalf of a

participant or a bank integrating the European System of Central

Banks (ESCB). This notice enters into force on 18 February 2008,

or on the date of the actual migration of TARGET2-PT to the Single

Shared Platform of TARGET2, if this migration can only occur on a

later date.

15 January (Instruction of Banco de

Portugal No 33/2007, BNBP

01/2008)

Regulates the operation of the Target 2 national system.

15 January (Instruction of Banco de

Portugal No 34/2007, BNBP

01/2008)

Regulates the participation in the Large-Value Payment System

(RTGS2).

15 January (Instruction of Banco de

Portugal No 35/2007, BNBP

01/2008)

Creates the Intraday Credit Market.

15 January (Instruction of Banco de

Portugal No 36/2007, BNBP

01/2008)

Amends Instruction No 25/2003, published in the Official Bulletin No

10 of 15 October 2003, with regard to the close of Financial Clear-

ing and Settlement in the EFT System for the processing of opera-

tions sent and received within the scope of SEPA.
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16 January 2008 (Circular Letter of

Banco de Portugal No 5/2008/DET.

Treasury and Issue Department)

Informs that Banco de Portugal will disseminate to the banking sys-

tem requests for information submitted to it by individual persons,

relating to the identification of bank accounts and/or other financial

assets of deceased relatives. For that purpose, Banco de Portugal

will make available, on the Bank Customer-oriented website, a form

named “Request for the location of financial assets in case of death

of the respective holders”, which will allow for the filling-in and elec-

tronic sending of the request, as well as its printing and later

forwarding by mail.

18 January (Circular Letter No

6/2008/DET Banco de Portugal.

Treasury and Issue Department)

Informs, within the scope of the implementation framework set forth

in Decree-Law No 195/2007 of 15 May on the contractual obliga-

tions relating to the recycling of euro banknotes, that Banco de Por-

tugal has signed a contract with the cash-in-transit company

GRUPO 8 - Vigilância e Prevenção Electrónica, Lda.

23 January (Circular Letter No

8/2008/DET Banco de Portugal.

Treasury and Issue Department)

Publishes the procedures to be met in contracts to be signed with

Banco de Portugal, arising from the new legal framework governing

euro coin recycling, pursuant to Decree-Law No 184/2007 of 10

May. It provides clarification on the contract model to be adopted

and informs on the procedures for handling euro coins unfit for cir-

culation and for removing counterfeit coins from circulation. It estab-

lishes that the entities shall adjust to the transition period laid down

therein, and informs that Banco de Portugal offers its availability in

terms of cooperation, training and clarification regarding any issue.

24 January (Circular Letter No

6/2008/DSBDR Banco de Portugal.

Banking Supervision Department)

Provides information, in the wake of the entry into force of De-

cree-Law No 371/2007 of 6 November, on the changes to the pro-

cedures relating to the Complaints Book to which Credit Institutions

and Financial Companies should pay particular attention, with a

view to a faster and more efficient treatment of the respective com-

plaints. It also informs that a new service on claims is expected to

be available soon, within the scope of BPnet, to be used for the

electronic circulation of information flows between credit institutions

and Banco de Portugal.

30 January (Circular Letter No

8/2008/DSB of 30 January 2008

Banco de Portugal. Banking Supervi-

sion Department)

Reminds credit institutions that they shall fully comply with the en-

forcement of attachments of bank accounts and securities, namely

those stemming from the Directorate General of Taxation, with spe-

cial attention to the applicable provisions of the Code of Civil Proce-

dure. This reminder is provided in the wake of a number of com-

plaints to the Ombudsman’s Office. The Ombudsman addressed to

the Governor of Banco de Portugal a recommendation pointing to

the elimination of procedures adopted by some banking institutions

that were deemed to be irregular.

February

4 February (Decision No 2727/2008

of 21 December 2007 Ministry of Fi-

nance - General Government. Minis-

ter’s Office Official Gazette No 24 -

Series 2

Approves, pursuant to Article 63 (1) of the Organic Law of Banco de

Portugal (Law No 5/98 of 31 January), the new Chart of Accounts of

Banco de Portugal, to enter into force as of 1 January 2008.
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6 February Instruction of Banco de

Portugal No 1/2008, BNBP 03/2008

(date of entry into force: 8 February

2008)

Introduces changes in Instruction No 4/2002, published in the Offi-

cial Bulletin No 1 of 15 February 2002, which defines the informa-

tion elements relating to liabilities on account of retirement and

survivorship pensions to be supplied to Banco de Portugal.

18 February 2008 (Notice of Banco

de Portugal No 2/2008, Official Ga-

zette No 38, Series II)

Introduces changes in Notice No 12/91 of 31 December, in compli-

ance with the amendments to the Companies Register, as a result

of Simplified Business Information.

March

7 March (Parliament Decision No

6/2008, Official Gazette No 51,

Series I)

Determines the setting up of a parliamentary committee of inquiry

into the exercise of banking, insurance and capital market

supervision.

17 March (Instruction of Banco de

Portugal No 2/2008, BNBP 3/2008)

Revokes Instruction No 27/2000, published in the BNBP No 12 of

15 December 2000.

17 March (Instruction of Banco de

Portugal No 3/2008, BNBP 3/2008)

Informs that credit institutions adopting the minimum banking ser-

vices system laid down in Decree-Law No 27-C/2000 of 10 March

shall fill in and send to Banco de Portugal, up to 15 January each

year, the table in attachment to the present Instruction.

17 March (Instruction of Banco de

Portugal No 4/2008, BNBP 3/2008)

Lays down the procedures to be followed in the application to the

utilisation of internal models by institutions, as regards the calcula-

tion of own fund requirements to cover market risks.

17 March 2008 (Circular Letter of

Banco de Portugal No 27/2008/DET,

Treasury and Issue Department)

Makes known that within the framework for the implementation of

Decree-Law No 195/2007 of 15 May, Banco de Portugal has en-

tered into a contract with Prosegur - Companhia de Segurança,

Lda. (a cash-in-transit company) regarding the euro banknote recy-

cling activity.

18 March 2008 (Notice of Banco de

Portugal No 3/2008, Official Gazette,

Series II)

Lays down that credit institutions must provide clear and accurate

information on the balance of demand deposit accounts and defines

the concept of “available balance”. This Notice shall apply to all in-

formation that mentions the available balance, irrespective of it be-

ing provided over-the-counter, by ATMs, banking portals or call cen-

tres. This Notice shall enter into force on the 90th day following its

publication.

26 March 2008 (Circular Letter of

Banco de Portugal No 25/2008/DSB,

Banking Supervision Department)

Pursuant to the provisions laid down in paragraph 2 of Article 77-A

of the Legal Framework of Credit Institutions and Financial Compa-

nies, approved by Decree-Law No 298/92 of 31 December, as

amended by Decree-Law No 1/2008 of 3 January, defines a set of

procedures to be complied with by credit institutions and financial

companies when complaints are directly submitted to the Bank

against those institutions, and where the Bank considers that the

said institutions must be involved in the assessment process.

26 March 2008 (Decree-Law No

57/2008, Ministry of Economy and

Innovation, Official Gazette No 60,

Series I)

Lays down the legal framework applicable to unfair busi-

ness-to-consumer commercial practices, occurred before, during or

after a commercial transaction in relation to a product or service.

This Decree-Law transposes into Portuguese law Directive
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2005/29/EC of the European Parliament and of the Council of 11

May.

April

7 April 2008 (Notice of Banco de

Portugal No 4/2008, Official Gazette

No 4, Series II)

Makes known that the Board of Directors of Banco de Portugal has

decided to close down its agency located in Vila Real, effective

from 31 May 2008.

17 April (Circular Letter No

30/08/DSBDR Banco de Portugal.

Banking Supervision Department)

With a view to clarifying a number of doubts, it explains the provi-

sions of paragraph 5 of Article 15 (implementation of the IRB ap-

proach) of Decree-Law No 104/2007 of 3 April.

28 April (Circular Letter No

36/2008/DET Banco de Portugal.

Treasury and Issue Department)

In the wake of public complaints on practices involving the refusal

to exchange cash and the charging of fees for the mere conduct of

such operations, it informs that credit institutions must ensure the

carrying out of exchange operations free of charge at their

branches, so as not to undermine the trust of the public and other

traders in currency circulation.

May

15 May (Instruction of Banco de Por-

tugal No 5/2008, BNBP 05/2008)

Amends Instruction No 25/2003 published in the Official Bulletin No

10 of 15 October 2003, as regards the clearing of cheques and of

interbank electronic transfers, as well as the closing times of finan-

cial clearing and settlement.

15 May (Instruction of Banco de Por-

tugal No 6/2008, BNBP 5/2008)

Amends Instruction No 23/2007 published in the Official Bulletin No

8 of 16 August 2007, which laid down the prudential reporting re-

quirements applicable to credit institutions and certain financial

companies.

15 May (Instruction of Banco de Por-

tugal No 7/2008, BNBP 5/2008)

Revokes Instruction No 18/2004 published in the Official Bulletin No

9 of 15 September 2004, laying down a new framework for the noti-

fication and regular reporting of securitisations.

15 May (Circular Letter of Banco de

Portugal No 30/2008/DSB, Banking

Supervision Department)

For the purposes of clarification of some doubts, makes clearer the

provisions laid down in Article 15 (5) (implementation of the IRB Ap-

proach) of Decree-Law No 104/2007 of 3 April.

15 May (Circular Letter of Banco de

Portugal No 38/2008/DSB, Banking

Supervision Department)

Informs that for the purposes of compliance with the requirement

laid down in Circular Letter of Banco de Portugal No 17/2002/DSB

regarding the preparation of a report quantifying the economic pro-

visions required to cover the risk implicit in a credit portfolio, Banco

de Portugal will thenceforth accept the replacement of the said re-

port with an imparity report, provided that the methods used are

consistent and consistency is certified by the external auditors of

the respective institutions.

29 May (Decree-Law No 88/2008,

Official Gazette No 103, Series I,

Ministry of Finance and Public Ad-

ministration)

Harmonizes the criteria to be used in the calculation of the interest

rate and respective indexing rate in the situations covered by De-

cree-Law No 51/2007 of 7 March, adopts the general 360-day count

convention for the euro market, regarding the calculation of the in-

terest rates of deposits, within the scope of the provisions laid down

in Decree-Law No 430/91 of 2 November, and clarifies the treat-
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ment of reference indices for the calculation of interest in terms of

the monthly average, set out in credit and financing contracts and

foreseen in Article 3 of Decree-Law No 240/2006 of 22 December.

This Decree-Law shall enter into force on the 30th day after its

publication.

June

5 June (Law No 25/2008 of 5 June,

Official Gazette No 108, Series I, As-

sembly of the Republic)

Lays down measures of a preventive and repressive nature to com-

bat money laundering of illicit origin and terrorist financing, trans-

posing into Portuguese law Directives No 2005/60/EC of the Euro-

pean Parliament and of the Council of 26 October and No

2006/70/EC of the Commission of 1 August on the prevention of the

use of the financial system for the purpose of money laundering and

terrorist financing.

9 June (Deliberation No 1890/2008,

Official Gazette No 134, Series II,

Banco de Portugal)

Makes public the delegation of powers decided at a meeting of the

Board of Directors of Banco de Portugal, held on 9 June 2008.

19 June (Regulation of the Securities

Market Commission No 3/2008, Of-

ficial Gazette No 127, Series II)

Amends Regulation of the Securities Market Commission No

2/2007 of 5 November, with a view to achieve convergence be-

tween the Securities Market Commission and Banco de Portugal in

matters relating to the internal control of financial intermediaries.

This Regulation shall enter into force on the 1st day following its

publication.

24 June (Circular Letter of Banco de

Portugal No 47/DET, Treasury and

Issue Department)

Makes known that credit institutions can have access to an e-learn-

ing training course on “Euro banknote knowledge” developed by

Banco de Portugal, through the platform of Instituto de Formação

Bancária – WebBANCA.

25 June (Notice of Banco de Portugal

No 5/2008, Official Gazette No 125,

Series II, Part E)

Updates the internal control requirements to be applied to institu-

tions subject to supervision by Banco de Portugal. Enables full har-

monisation of the internal control reports required by Banco de Por-

tugal and the Securities Market Commission, by introducing a sim-

plification. Report contents shall be focused on weaknesses, under-

stood as all existing real or potential shortcomings, or the opportuni-

ties to introduce improvements that will strengthen the internal con-

trol system, replacing the description of procedures. Considering

that a minimum period of adaptation has been envisaged, the dead-

line for submitting the first internal control report has been extended

to 31 December 2008. This Notice shall enter into force on the 1st

day following its publication.

July

15 July (Instruction of Banco de

Portugal No 8/2008, BNBP 7/2008)

Amends Instruction of Banco de Portugal No 30/2002, published in

the Official Bulletin No 10 of 15 October 2002 relating to BPnet.

21 July (Decree-Law No 125/2008,

Official Gazette No 139, Series I,

Ministry of Finance and Public

Administration)

Lays down the national measures required for the implementation

of Regulation (EC) No 1781/2006 of the European Parliament and

of the Council of 15 November 2006 on information on the payer

accompanying transfers of funds.
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21 July (Decree-Law No 126/2008,

Official Gazette No 139, Series l,

Ministry of Finance and Public

Administration)

Introduces changes in the Legal Framework of Credit Institutions

and Financial Companies, approved by Decree-Law No 298/92, of

31 December. Within the framework of adoption of “better regula-

tion” principles, these changes are intended, inter alia, to promote

convergence of criteria and procedures for assessing the fitness

and properness of the members of management and auditing

boards of the institutions subject to the supervision of the compe-

tent authorities regulating the financial sector.

August

18 August (Instruction of Banco de

Portugal No 9/2008, BNBP 8/2008)

Defines information to be reported by institutions to Banco de Portu-

gal during the transition period agreed for adjustment to the com-

mon policy for the re-circulation of euro banknotes, its frequency

and respective reporting period.

18 August (Instruction of Banco de

Portugal No 10/2008, BNBP 8/2008)

Introduces changes in Instruction No 31/99 of 17 October 2000, as

reworded by Instruction No 34/2000 of 15 December 2000.

18 August (Instruction of Banco de

Portugal No 11/2008, BNBP

8/2008).

Introduces changes in Instruction No 26/2003 (Legal system gov-

erning the cheque and its technical specifications) of 15 October

2003.

26 August (Decree-Law No

171/2008, Official Gazette No 164,

Series I, Ministry of Finance and

Public Administration)

Approves borrower protection measures in housing credit regarding

the renegotiation of loan conditions and their mobility. This De-

cree-Law shall enter into force on the 30th day after its publication.

At the end of the first year after the date of its entry into force,

Banco de Portugal shall prepare and disclose an evaluation report

on the impact of its implementation.

September

3 September (Instruction of Banco de

Portugal No 12/2008,

BNBP10/2008)

Amends Instruction of Banco de Portugal No 19/2006, published in

the Official Bulletin No 1 of 17 January 2007, as regards the release

on the Website of Banco de Portugal of the accounting documents

of branches in Portugal of credit and financial institutions.

19 September (Instruction of Banco

de Portugal No 13/2008,

BNBP10/2008)

With a view to having available more systematised information on

compliance with the provisions laid down in Articles 85 and 109 of

the Legal Framework of Credit Institutions and Financial Companies

(granting of credit to members of the management or auditing

boards), provides for the sending of specific information items to

Banco de Portugal.

30 September (Circular Letter of

Banco de Portugal No

61/08/DSBDR, Banking Supervision

Department)

Conveys the understanding of Banco de Portugal regarding the pro-

visions laid down in paragraph 1 of Article 3 of Decree-Law No

171/2008 of 26 August on the renegotiation of housing credit

conditions.

October

15 October (Instruction of Banco de

Portugal No 14/2008, BNBP 10/200)

Sets at 0.03% the base contributory rate applicable to the calcula-

tion of the contribution of each member institution to the Deposit

Guarantee Fund in 2009.
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15 October (Instruction of Banco de

Portugal No.15/2008, BNBP 10/200)

Sets at 10% the limit for the irrevocable payment commitment appli-

cable to annual contributions in 2009.
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